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Chapter 1

| ntroduction

Appointment of the Twelfth Finance
Commission

1.1 The appointment of a finance
commission by the President isprovided for
under article 280 of the Constitution of
India. The first such commission was
constituted on November 19, 1951. The
eleven finance commissions, which have
preceded the present one, have, through
their recommendations, given a definitive
shape to fiscal federalism in our country.
The present finance commission, which is
the twelfth, was appointed by the President
of India on 1st November, 2002 under the
chairmanship of Dr. C. Rangargjan, thethen
Governor of AndhraPradesh. The President
also appointed two full-time members,
namely, Shri T. R. Prasad, IAS (retd.),
former Cabinet Secretary, Government of
Indiaand Prof. D. K. Srivastavaof National
Institute of Public Finance & Policy
(NIPFP) and one part-time member, namely,
Shri Som Pal, Member, Planning
Commission. Dr. G.C. Srivastava, IASwas
appointed as the Secretary to the
Commission. Later on, hewas appointed as
Member Secretary, against the vacancy of
the fourth Member with effect from July 1,
2003. Consequent upon the resignation of
Shri Som Pal from the Commission,
Dr. Shankar N. Acharyawas appointed asa

part-time member with effect from 1st July
2004. The relevant notifications are at
annexures 1.1, 1.2 and 1.3.

1.2 TheCommissionwasoriginally asked
to makeitsreport available by the 31st July
2004 covering a period of five years
commencing on the 1st April 2005.
Subsequently, due to disruption of normal
activities on account of preponement of
parliamentary election, the President,
through his order dated 1st July 2004,
extended the tenure of the Commission up
to 31st December 2004, but required the
report to be made available by
30th November 2004 (notification at
annexure 1.4).

Terms of Reference (TOR)

1.3 The President vide the notification
dated 1st November, 2002 (annexure 1.1)
mandated the Commission to do the
following:

“4, The Commission shall make
recommendationsasto thefollowing
matters:-

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

(if) the principles which should
govern the grants-in-aid of the
revenues of the States out of the
Consolidated Fund of Indiaand
the sumsto 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 inthe
provisions to clause (1) of that
article; and

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

. The Commission shall review the
state of the finances of the Union and
the States and suggest a plan by
which the governments, collectively
and severally, may bring about a
restructuring of the public finances
restoring budgetary balance,
achieving macro-economic stability
and debt reduction along with
equitable growth.

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

(i) the resources, of the Central
Government for five years
commencing on 1st April 2005,

(i)

(iii)

(iv)

(V)

(vi)

onthebasisof levelsof taxation
and non-tax revenues likely to
be reached at the end of 2003-
04:

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

the resources of the State
Governments, for thefiveyears
commencing on 1st April 2005,
onthebasisof levelsof taxation
and non-tax revenues likely to
be reached at the end of 2003-
04;

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

taxation efforts of the Central
Government and each State
Government as against targets,
if any, and the potential for
additional resource
mobilization in order to
improve the tax-Gross
Domestic Product (GDP) and
tax-Gross State Domestic
Product (GSDP) ratio, as the
case may be;

the expenditure on the non-
salary component of
maintenance and upkeep of
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capital assets and the non-
wage related maintenance
expenditure on plan schemesto
be compl eted by the 31st March
2005 and thenormsonthebasis
of which specific amounts are
recommended for the
maintenance of the capital
assets and the manner of
monitoring such expenditure;

(vii) the need for ensuring the

commercial viability of
irrigation projects, power
projects, departmental

undertakings, public sector
enterprises etc. in the States
through various means
including adjustment of user
charges and relinquishing of
non-priority enterprisesthrough
privatisation or disinvestment.

7. In making its recommendations on
various matters, the Commissionwill
take the base of population figures
as of 1971, in all such cases where
population is a factor for
determination of devolution of taxes
and duties and grants-in-aid.

8. The Commission shall review the
Fiscal Reform Facility introduced by
the Central Government onthebasis
of the recommendations of the
Eleventh Finance Commission, and
suggest measures for effective
achievement of its objectives.

9. The Commission may, after making
an assessment of the debt position
of the States as on the 31st March
2004, suggest such corrective
measures, as are deemed necessary,
consistent with macro-economic

stability and debt sustainability. Such
measures recommended will give
weightage to the performance of the
States in the fields of human
development and investment
climate.

10. The Commission may review the
present arrangements as regards
financing of Disaster Management
with reference to the National
Calamity Contingency Fund and the
Calamity Relief Fund and make
appropriate recommendations
thereon.

11. 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.”

1.4 In addition to the above, through a
subsequent notification dated 31st October,
2003 (vide annexure 1.5), the Commission
was asked to make recommendations on the
following matters:

“(i) whether non-tax income of profit
petroleum to the Union, arising out
of contractual provisions, should be
shared with the States from where
the mineral oils are produced; and

(i) if so, to what extent.”

Administrative Arrangements

1.5 The process of setting up of the
administration of the Commission started
with the appointment of Dr. V.K. Agnihotri
as Officer on Special Duty in the
Department of Economic Affairs on
30.06.2002. It took considerabletimebefore
the full complement of officers and staff
could be put in place. Thelists of sanctioned
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posts and functionaries are at annexures 1.6
and 1.7. It dsotook along timefor the office
accommodation at Jawahar Vyapar Bhavan
to be made ready for use.

Golden Jubilee of Finance Commissions
of India

1.6 The constitution of the Twelfth
Finance Commission coincided with the
completion of fifty years of the creation of
thisinstitution. In order to have an overview
of the efforts made by the earlier
commissions in ensuring stability and
usefulness of the system of fiscal federalism
inthe country, agolden jubilee function was
organized. It was inaugurated by the
President of India, Dr. A.PJ. Abdul Kalam
at Vigyan Bhawan in the forenoon of April
9, 2003. The inaugural function was
presided over by the then Union Minister
of Finance, Shri Jaswant Singh. The
occasi on was a so graced by Shri K.C. Pant,
the then Deputy Chairman of Planning
Commission as chief guest. Chief ministers
and finance ministers of states, secretaries
and other officers of the Union and state
governments and eminent economists were
also present.

1.7 Theinaugura function was followed
by a conference of the finance ministers of
the states and the launching of the official
website www.fincomindia.nic.in of the
Twelfth Finance Commission by
Dr. C. Rangarajan. The website is
interactive, dynamic, user friendly and rich
in terms of data related to federal finance.
Provision has been made to receive
suggestionsfrom the public online. A virtual
secretariat comprising intranet (FincomNet)
for select functionaries has been created and
maintained to serve the requirements of the
present and future finance commissions. The

website is maintained and updated in-house
with thetechnical assistance of the National
Informatics Centre.

1.8 On this occasion, the Commission
brought out acommemorative volumetitled,
‘Fifty Years of Fiscal Federalism: Finance
Commissionsof India’, which wasreleased
by the Chairman. The commemorative
volume has turned out to be a useful
compendium of excerpts relating to the
composition, terms of reference, approach,
recommendations and action taken reports
in respect of all the eleven finance
commissions. Thecollection, in onevolume,
of an otherwise scattered material has served
as an authentic document, providing a
comprehensive account of how the issues
relating to fiscal federalism were handled
from timeto time.

1.9 In order to draw lessons from the
experience of the previous commissions, a
brain storming session was organized on
10th April 2003 wherein the chairman and
members of previous finance commissions
were invited to share their experiences and
perception with respect to the intricacies of
resource transfers from the Union to the
states (list of participants at annexure 1.8).
Major Activities

1.10 Notwithstanding lack of adequately
furnished accommodation and dearth of
suitable personnel, the Commission started
its work immediately after it was formally
constituted and the Chairman and the
members assumed office. The first formal
meeting of the Commission took place on
the 16th January 2003 in which the
Commission approved the rules of
procedure (copy at annexure 1.9).

1.11 Theconsultation process began with
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a meeting of economists and economic
administratorson 18.02.2003 at New Delhi.
Similar meetings were held at Chennai,
Mumbai and Kolkata on 10th March 2003,
17th April 2003 and 8th May 2003,
respectively (list of participants at
annexure 1.10).

1.12 To benefit from the suggestions of
people at large, the Commission issued a
press note (annexure 1.11) inviting views
from the general public, institutions and
organizations on issues related to its TOR.
People at large responded to the press note.
The list of the respondents is at
annexure 1.12.

1.13 Todicitviews suggestionsfromthe
states on the TOR of the Commission, the
Chairman wrote | etters to chief ministers of
the states and to eminent economists. The
Member Secretary wrote letters to chief
secretaries of the states with a request to
furnish the views on TOR and on any issue
of concerntothem (acopy each of theletters
issued are at annexures 1.13 and 1.14). The
Commission received memoranda and
representations from al the states.

1.14 With a view to getting acquainted
with the perspective of the Union ministries
onthe TOR, the Chairman sought theviews/
suggestions of cabinet ministers. The
Member Secretary also wrote to the
secretaries of departments/ ministries of
central government to forward their
observationson TOR of the Commission (a
copy each of thelettersare at annexures 1.15
and 1.16). The Commission received views/
suggestions from many departments/
ministries of central government (list at
annexure 1.17).

1.15 Detailed information, data and other

inputsrelating to Union, stateand local body
financeswere collected from the central and
state governments through schedules and
write-ups. For this purpose, 57 proformae
were designed and 75 topics were sel ected.
A finance commission cell, headed by a
dedicated officer, was set up by every state,
so as to facilitate smooth flow of
information. The Commission was, thus,
able to collect a wealth of information,
which enabled it to create a sound database
for each state. All the information has been
stored in the virtual secretariat to ensure its
availability to finance commissions in the
future.

1.16 In order to gauge the perception of
the states relating to their financial
requirements and to acquire first hand
information about their fiscal performance
as also to assess the socio-economic and
other infrastructural needs of sub national
governments, the Commission undertook
visitsto states commencing from 25th July,
2003. The schedule of the state visits was
interrupted in the beginning of 2004 due to
the nation going to polls (Lok Sabha and
some of the state assemblies) during
February to May 2004. The visits were
resumed on 31st May, 2004 and got
concluded in the month of July, 2004 (list
of participantsand itinerary of the statevisits
are at annexures 1.18 and 1.19). The
Commission waswarmly received by all the
states and the meetings resulted in useful
exchange of ideas. The local visits, which
formed apart of the overall statevisits, gave
an opportunity to seeand assesstheintensity
and gravity of the pressing needs of therural
and urban bodies. During the visits, the
Commission also interacted with the
representatives of local bodies, leaders of
various political parties and representatives
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of trade and industry.

1.17 Meetings with Accountants General
of the states preceded the state visits of the
Commission. These meetings (list at
annexure 1.20) gave an incisive feed back
onintricate issues concerning the respective
states. The discussions primarily delved on
issues relating to revenue and expenditure,
vertical and horizontal imbalances at the
level of local governments, measures taken
for resource mobilization and reforms
initiated to incul cate fiscal discipline.

1.18 In order to get inputs from noted
economists and administrators in a
structured manner, the Commission asked
the National Institute of Public Finance &
Policy (NIPFP) to organize a seminar on
‘Issues before the Twelfth Finance
Commission’ on 29-30 September, 2003. At
the seminar (list of participants at annexure
1.21), several papers were presented which
focused on the key concerns in fiscal
federalismin India. Some of the papers|ater
appeared in the Economic and Political
Weekly (Vol.39, No.26, June 26 — July 2,
2004, pp. 2707-2794). Subsequently, a
compilation of all the papers along with
experts comments thereon was published
inavolumetitled, ‘ The Dynamics of Fiscal
Federalism: Challenges before the Twelfth
Finance Commission’.

1.19 Theurban municipal bodiesforman
integral part of the structure of governance
at the state-level. Their efficient functioning
to meet the requirements of the local
residentsis crucial and its relevance cannot
be relegated. To identify the emerging
requirements of the municipalities, the
Indian Institute of Public Administration
(I1PA), at the behest of the Commission,
organized a national seminar on municipal

finance on 29-30 December 2003 in New
Delhi (list of participants at annexure 1.22).
The technical sessions of the seminar
highlighted the role of the Twelfth Finance
Commission in fiscal decentralisation and
brought out the contemporary issues
pertaining to municipal finances. The papers
presented in the seminar were published by
the I11PA in a volume titled, ‘Municipal
Finance in India: Role of Twelfth Finance
Commission'.

1.20 The Commission also took up the
initiative to get the National Institute of
Rural Development (NIRD), Hyderabad
organize a national seminar on panchayati
rg) finance on 23rd January 2004 (list of
participants at annexure 1.23). The
discussions threw light on various issues
concerning thefinances of rural local bodies
and outlined the feasible approaches to
make the bodies self-sustainable. The
proceedings of the seminar have been
published by the NIRD.

1.21 With a view to benefit from the
insight and research findings of economists,
academia and administrators, the
Commission awarded 26 studieson avariety
of issuesrelated to the terms of reference of
the Commission. These included debt
sustainability/ debt relief, expenditure
management, commercial viability of state
electricity boards, revenue implications of
value added tax (VAT), tax efforts by the
centre and the states and financial status of
the irrigation sector, to name a few
(completelist of studiescommissioned isat
annexure 1.24).

1.22 To gain from international
experience, the Commission visited USA,
Canadaand Australia (itinerary at annexure
1.25). The discussions held with national
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and selected sub-national governments
covered issues such asthe criteriafor inter-
governmental transfers, theimplementation
of the principle of equalization, the salestax
system in Canada, goods and services tax
in Australia and Australian reform
programme to implement the agreement of
centre-state financia relations. During the
course of its visit, the Commission
interacted with experts from different
countries in a workshop organized in
Washington (programme of the workshop
is at annexure 1.26).

1.23 Workshops on management of solid
waste and cost of provision of sewerage,
wastewater treatment and drainagein urban
centers in India were organized by the
Infrastructure Professionals Enterprise (P)
Ltd. on 2nd July 2004 at Indialnternational
Centre, New Delhi under the aegis of the
Commission. The workshops encompassed
brain-storming sessions and presentation of
papers on sustainability and viability of
waste-to-energy initiatives in India,
decentralized waste water treatment in small
communities and community waste
segregation and composting (list of
participants at annexure 1.27).

1.24 In order to assess and evauate the
requirements of central ministries, the
Commission held meetings with the
Planning Commission and the ministries of
finance (departments of economic affairs,
expenditure and revenue), railways, defence
(departments of defence and defence
production & supplies), home affairs
(departments of home and border
management), health & family welfare
(departments of health and family welfare),
power, petroleum & natural gas, coal, mines,
rural development, urban development &
poverty alleviation (department of urban

development), chemicals & fertilizers
(department of fertilizers), com-
munication & information technology
(department of posts), tribal affairs,
human resource devel opment (department
of elementary education & literacy), law
& justice (department of justice),
consumer affairs, food & public
distribution (department of food & public
distribution) and agriculture (department
of agriculture & cooperation). A complete
list of meetings is at
annexure 1.28.

1.25 Eminent personalitiesfrom various
walks of life met the Chairman, members
and Member Secretary at the
Commission’s office on various occasions
and shared their views on different issues.
Thislist of dignitaries, who called on the
Chairman is at annexure 1.29.

1.26 A delegation of the Tanzanian Joint
Finance Commission, headed by the
Chairman, Shri William Shellukindo met
the Chairman and Member Secretary and
held discussionswith aview to learn from
Indian experience (composition of
delegation at annexure 1.30).

1.27 The Commission held 56 formal
meetings in which various issues were
deliberated upon. Details are at annexure
1.31. On the suggestion of the
Commission, amendments were made in
the Finance Commission (Salary and
Allowances) Rules, 1951 to make the
salary, allowances and perquisites of the
members of the Commission at par with
those of the members of the Planning
Commission. The relevant notification is
at annexure 1.32.
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Chapter 2

| ssues and Approach

2.1 Article 280 of the Constitution
describes the duties of the finance
commission, the core of which relates to
sharing of central taxes under article 270
and determination of grants for the states
as provided for under article 275. The
Commission’s approach is guided by the
mandate of the constitutional provisionsand
the terms of reference (TOR) contained in
the Presidential order constituting the
commission. Being the twelfth in the
periodic sequence of finance commissions,
we have al so had the benefit of the views of
the earlier commissionson these and related
issues [1]. The Commission has duly
considered the views of the Union and state
governments on the TOR as contained in
their respective memoranda. We havetaken
note of areas where there is convergence,
and areas where views differ.

2.2 The Commission has taken co-
gnizance of the prevailing fiscal and macro-
economic situation, particularly the need to
sustain the growth momentum, while
bringing about fiscal consolidation. The
revenue deficit of the centre in 2002-03 at
4.4 per cent of GDP was higher by 1.1
percentage points as compared to its level
of 3.3 per cent in 1990-91. In the case of
the states, the revenue deficit in 2002-03
was 2.3 per cent of GDP, nearly 1.4 per-

centage points higher than its level of 0.9
per cent in 1990-91. During this period,
whilethefiscal deficit of the centre declined
marginally, that of the states increased.

Design of Fiscal Transfers

2.3 The Commission’s endeavour has
been to recommend a scheme of transfers
that could servethe objectives both of equity
and efficiency, and result in fiscal transfers
that are predictable and stable. These
transfers, in the form of tax devolution and
grants, are meant to correct both the vertical
and horizontal imbalances. Correcting
vertical imbalance relates to transfers from
the central government to the state
governments taken together, whereas the
correction of horizontal imbalance is
concerned with the allocation of transfers
among the state governments. The vertical
imbalance arises since resources have been
assigned moreto the central government and
states have been entrusted with the larger
responsibilities. The horizontal imbalance
hasitsrootsinthedifferential capacitiesand
needs of the states as also the differencesin
the costs of providing services. InIndia, not
only thenumber of statesislarge, they differ
in various respects such as area, size of
population, income, tax base, and mineral
and forest resources. Resource gaps may
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arise because states have inadequate
capacities as al so because the revenue effort
is deficient in relative terms. While the
former may need to be taken into account
for correcting the horizontal imbalance, the
latter should not qualify for such correction.

2.4 In the relevant literature, as aso in
practice in many federal countries, the
concept of ‘equalization’ is considered to
be aguiding principle for fiscal transfers as
it promotes equity as well as efficiency in
resource use. Equalization transfers aim at
providing citizens of every state a
comparable standard of services provided
their revenue effort is also comparable. In
other words, equalization transfers
neutralize deficiency in fiscal capacity but
not in revenue effort. Under such an
approach, transfers should be determined on
a normative basis instead of merely filling
up gaps arising from the projections of
revenues and expenditures based on
historical trends. As noted by some of the
earlier finance commissions also, there are
adverse incentives associated with a ‘gap-
filling' approach where the case for larger
transfers would depend merely on a larger
gap in the past without reference to whether
available revenue capacity was adequately
exploited or whether there was an undue
growth in expenditures. The normative
approach can effectively neutralize such
adverse incentives as states are assessed in
terms of revenues that they ought to raise
given their respective capacities. Similarly,
expenditures are assessed on the basis of
needs consistent with an average or
minimum acceptablelevel of serviceand the
relevant cost norms and not driven by the
past history of expenditures.

2.5 Two of the well known systems of

federal fiscal transfers, viz., Canada and
Australia also follow the equalization
principle although the way it is defined and
the methods by which it is applied are
somewhat different in the two cases[2]. In
Canada, the objective of equalization has
been enshrined inthe congtitution itself. The
Commission had occasion to visit these two
countries and study their systems at length.
In Australia, the equalization principle has
been defined to say that ‘ States should
receive funding ...such that if each made
the sameeffort to raise revenuefromitsown
sources and operated at the same level of
efficiency, each would have the capacity to
provide services at the same standard’. Itis
notable that it is only the capacity that is
equalized and not necessarily the actual
level or standard of service, which would
depend on the priorities and allocations
among different heads, which remain the
prerogative of the states. The way this
principle has been applied in Australia,
particularly the reference to efficiency,
involves detailed assessment of
expenditures to take account of the cost
disabilities. In Canada, as provided in the
constitution, equalization payments are
meant to ‘ensure that provincial
governments have sufficient revenues to
provide reasonably comparable levels of
services at reasonably comparable levels of
taxation’. In Canada, in determining
equalization payments, no assessment is
made of the expenditure side of the
provincial budgets. However, thesetransfers
are complemented by the equally important
health and social service transfers, where
expenditure requirements are taken into
account generally on aper capitabasis. The
northern territories with large cost
disabilities are separately treated under
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Territorial Formula Financing. In
delineating our approach further, we take
up separately aspects of vertical and
horizontal dimensions of transfers.

Vertical Dimension

2.6 Vertical transfers refer to the total
transfersfrom the central government to the
states. In India, resources are transferred
from the central to the state governments
through many forms and routes. Among
these, the statutory transfers consist of
sharing of central tax revenues and grants
recommended by the finance commission.
These are supplemented by grants from the
Planning Commission and discretionary
grantsfrom the central ministries. Transfers
under the recommendations of the finance
commission account for about 65 per cent
of the total transfers [see annexure 2.1].
Given the multiplicity of channels of
transfers, it is important that the Finance
Commission, in making its own
recommendations, takes into account the
overal volume of transfers. The Eleventh
Finance Commission (EFC) recommended
an overall share of 37.5 per cent of the
centre’'s gross revenue receipts as transfers
to states. In considering the matter further,
we have taken into account both the long-
termtrendsin thevertical transfersand their
pattern in recent years.

2.7 Fiscal transfers to the states, through
all channels, as percentage of the gross
revenuereceipts of the centreincreased from
an average of 31.4 per cent in the period of
the Sixth Finance Commission to 38.1 per
cent for the Seventh Finance Commission.
As shown in annexure 2.1, it increased
further to 40.3 per cent for the period
covered by the Ninth Commission before
coming down to 35.8 per cent during the

period of the Tenth Finance Commission.
Thisratio improved to 37.2 per cent during
the first two years of the recommendation
period of the Eleventh Finance Commission.
As percentage of GDP at market prices,
fiscal transfers show adecling, faling from
the level of about 5 per cent for the period
covered by the Eighth Commission to 4.9
and 4.1 per cent respectively for the
reference periods of the Ninth and Tenth
Finance Commissions. This fall was due
mainly to afal intheratio of centre’sgross
tax revenues relative to GDP, which fell
from the peak level of 10.6 in 1987-88 to
lessthan 9 per cent at the end of the nineties.
In the first two years of the EFC period of
recommendation, transfersto the states have
remained above 4 per cent of GDP.

2.8 Our approach to formulating a view
on the vertical imbalance is to look at the
revenues accruing to the centre and the
states after thetransfers. Table 2.1 givesthe
share of the revenue receipts of the statesin
the combined revenue receipts of the centre
and the states before and after transfers. It
also givesthe share of statesin the combined
revenue expenditure of centre and states
after netting out inter-governmental flows.
It shows that in terms of access to revenue
resources before and after transfers, the
position of the centre and statesis reversed.
In fact, the states get, after transfers, ashare
in the range of 62-64 per cent of the
combined revenue recei pts of the centreand
states and this share has remained stable.
Annexure 2.2 gives the year-wise position
since the Seventh Finance Commission.
States’ share in combined revenue
expenditures has also remained stablein the
range of 56 to 58 per cent. Annexures 2.3
and 2.4 givedetailsregarding relative shares
of the centre and the states in combined
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Table2.1
Share of Statesin Combined Revenue Receipts and Expenditures

Aver age* Revenue Receipts Beforeand After Transfers Revenue

Before After Expenditures*
VII FC 35.3 61.4 58.0
VIl FC 34.6 62.0 55.7
IX FC 375 64.7 56.9
X FC 38.6 63.0 56.8
2000-01 38.6 63.9 56.0
2001-02 39.3 63.9 58.0
X1 FC (Avg. 2 years) 39.0 63.9 57.1

Sour ce (Basic Data): Indian Public Finance Statistics
*Average for yearsunder recommendation period
** net of inter-governmental transfers

revenue and total expenditures, respectively.

2.9 In our view, the overall size of
transfers requires to be determined by
considering the availability of central
revenues after accounting for the relevant
expenditure requirements. This in a way
represents the supply side of funds in the
context of inter-governmental transfers. The
demand for funds arises from two
considerations: the larger assignment of the
responsibilities of the state governments
considered together, and the need for
ensuring minimum provision of services by
the states with less than average fiscal
capacities. The supply of transferable funds
is influenced by the ability of the central
government to raise taxes or prudently
borrow or control expenditures. Thedemand
for transfers has been expanding because the
low fiscal capacity states are falling behind
theaveragelevelsof serviceprovisions. The
average level of servicesislow evenin the
better off states considered against desirable
standards. Our key concernistheresolution
of these considerations in a manner that is
consistent with the best principles of
transfers. We take into account the fact that

the states receive transfers not only on the
basis of recommendations of the finance
commissions but also from other channels,
which comprise plan grants aswell as other
grants. Theimplicationsof plan sizefor non-
plan expenditures are discussed later in this
chapter. Other discretionary grants may be
considered relevant only in respect of
unanticipated events since finance
commission recommendations apply for a
period of five years. However, these other
grants should not assume acharacter of large
or systematic transfers. In making our
recommendationsregarding sharing of taxes
and grants, we recognize the need to take a
holistic view of the transfers from different
channels.

Horizontal Dimension

2.10 The horizontal aspect of transfers
relates to thelr inter se distribution among
states. If, in per capitaterms, all stateswere
similar in fiscal capacities and cost
conditions, the equalization criterion would
be met by equal per capita transfers. The
differencesin per capitafiscal capacitiesand
differential costs of providing services
justify departures from an equal per capita
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transfer norm. Cost disabilities arise due to
factors that are mainly beyond the control
of the state like large areas relative to
population, hilly terrains, excessiverainfall,
and proneness to droughts.

2.11 In combining these considerations
into asuitable scheme of transfers, thereare
both conceptual issues and practical
problems. There are two major instruments
of transfers: tax revenue sharing and grants.
The latter can be unconditional and general
purpose or conditional and purpose-specific.
In the case of sharing tax revenues, two
major considerations are (a) selecting
appropriate allocative criteria and their
related indicators and (b) determining their
relativeweights. Thekey determinant inthis
exercise is the relative revenue raising
capacity of the states. Revenue capacity is
often measured, as was done also by some
of the previous finance commissions, by
GSDP at factor cost even though it is
recognized that GSDP is not a perfect
correlate of income or fiscal capacity. The
Central Statistical Organization (CSO) has
furnished to us the comparable estimates of
GSDP at factor cost at current prices. The
guestion has been raised from time to time
whether GSDP at market priceswould serve
as a better proxy for income or revenue
capacity than GSDP at factor cost. In our
view it does. Further, GSDP is an indicator
of the domestic product and not of income
or consumption. With aview to developing
a more suitable macro indicator of fiscal
capacity, we also had discussions with the
CSO. However, apractical aternativeisnot
readily available. We have, therefore,
decided to continue to use the comparable
estimates of GSDP as provided by the CSO.

2.12 The two principal modes of fiscal
transfers, viz., tax devolution and grants

have certain distinguishing features. Tax
devolution hasabuilt-in flexibility asit can
increase automatically if the central taxes
aremore buoyant. Conversaly, thereisarisk,
if their buoyancy falls short of expectations.
Grants are assured as these are fixed in
nominal terms. It is also easier to target
grants towards states or sectors. Targeting
in the case of devolution is broad and
indirect and is limited by the criteria used.
Yet all states have expressed a preference
for devolution because by definition it is
unconditional and comes to the states as a
matter of right. In the present scheme of
transfers, tax devolution plays a dua role
of correcting vertical as well as horizontal
imbalance. Grants-inaid are mainly targeted
towards achieving adegree of equalization.
That is why many of the better-off states
assessed to bein revenue surplus do not get
article 275 grants. There has also been the
guestion whether such grants can be given
as conditional grants although these grants
have generally been unconditional. We
recognize that grants are the more effective
transfer instrument for state-specific and
purpose-specific targeting. As such, the
transfer instrumentsavailableto thefinance
commission must include tax revenue
sharing, assessed gap grants, and grantsthat
may be earmarked for specific purposeslike
those meant for thelocal bodiesor achieving
certain minimum level of services.

2.13 Therdativeweightstothetwo forms
of the unconditional transfers, viz., tax
revenue sharing and assessed gap-grants
depend on the extent of the vertical
imbalance and the prevailing horizontal
imbalance. The latter is linked to the
changes in the imbalance in the fiscal
capacities of the states. If large horizontal



14

Twelfth Finance Commission

imbalances exist, the horizontal task
addressed by tax revenue sharing also
becomes relevant.

2.14 Some idea of the prevailing
horizontal imbalance may be obtained by
comparing the per capita GSDP of the states.
For this purpose, acomparison of the three-
year average of comparable GSDP over the
period 1999-00 to 2001-02 indicates that
there are ten states with average GSDP
below the all-state average GSDP. Theseare
Arunachal Pradesh, Assam, Bihar,
Chhattisgarh, Jnharkhand, Madhya Pradesh,
Meghaylaya, Orissa, Rajasthan, and Uttar
Pradesh. Of these, Arunachal Pradesh and
Meghalaya are close to the average. The
remaining eight states are the ones with
GSDP that is significantly lower than the
average, requiring equalization transfers
with a view to raising the standard of
servicesupto theaverage. Thenewly created
states as a result of the bifurcation of Uttar
Pradesh, Madhya Pradesh, and Bihar are
part of thisgroup. With aview to examining
whether the gap has widened, we have
compared the growth of per capita GSDP
taking the average over 1993-94 to 1995-
96 and 1999-00 to 2001-02. It may be
mentioned that comparable GSDP data are
provided by the CSO only at current prices.
Considering the all-state average, the per
capita GSDP during this period increased
by about 75 per cent. However, for the states
at thelower end of theincome scale, namely,
Bihar, UP, Orissa, Assam, Madhya Pradesh
and Rajasthan, the GSDP growth was less
than this average. An indication of the
increasing gap can also be obtained from
the coefficient of variation in per capita
incomes. In estimating this, it isrelevant to
exclude Goa, whose per capita income has
increased considerably, but it is an outlier.

Comparing 1993-94 with 2001-02, the
coefficient of variation has increased by
about 2.5 percentage points.

2.15 In our approach, tax devolution has
been used, as the earlier commissions have
done, both for the vertical and horizontal
aspectsof transfers. It may be noted that the
share of grants in total transfers
recommended by the finance commissions
has been less than 15 per cent on average
over the recommendation period of the
commission. Taking the averageis relevant
because in the case of recent finance
commissions, grants in the initial years of
the recommendation period have been larger
than those in the latter years. The share of
grantsintotal transfersrecommended by the
finance commissions, from the seventh to
the tenth, has respectively been 8.1, 11.1,
13.8, and 10.3 per cent. In this context, in
view of the need to ensure alarger role for
equalization transfers, we are proposing to
increase the share of grants in the total
transfers.

Sharing of Central Taxes

2.16 Under article 270, the Commission
is required to determine the aggregate and
individual shares of the states in the
shareable pool of central taxes. The main
considerations beforethe Commissionrelate
to (a) determining the aggregate share of
states, (b) specifying criteria that may be
used for deciding shares of the individual
states, and (c) determining the weights
attached to different alocation criteria. In
considering the aggregate share of statesin
the shareable pool, we have examined how
the shareable pool of central taxes has
changed in the past in its scope and
composition and how this may undergo
further change in the light of some current
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and proposed modifications, particularly
those related to the taxation of services.

2.17 Prior to the 80th constitutional
amendment, two main central taxes were
shared with the states, viz., incometax other
than corporation tax and the Union excise
duties. The sharing of the income tax was
mandatory as, under article 270, it had to be
shared with the states, while that of the
Union excise dutieswas discretionary, asits
sharing was subjected to the phrase “may
be divided between the Union and the
States” and could be shared if Parliament
by law so provided. There were also two
tax rental arrangements with the states,
where the Union government collected the
tax, as it were, on behalf of the states and
then distributed the proceeds among the
states on principles and shares
recommended by the finance commission.
These were additional exciseduty in lieu of
salestax on textiles, tobacco and sugar, and
grantin lieu of the tax on railway passenger
fares.

2.18 Following the 80th amendment of the
Constitution, all central taxes were brought
into a shareable pool and it became
mandatory to assign a share from each
central tax to the states. Theamended article
270 provided for the sharing of all central
taxes except taxes under articles 268 and
269 and earmarked cesses, and surcharges
under article 271. Only “net proceeds’ are
to be shared, and as such * cost of collection’
hasto be deducted to obtain the net proceeds
as prescribed under article 279. The
proceeds are to be distributed among the
states where the central taxesare “leviable’
in “that year”. Article 269 has also been
amended and it contains only central sales
tax and consignment tax, whichisnot levied.

More recently, the Constitution has been
amended, and services have been added
under the Union List in the Seventh
Schedule of the Constitution. Taxation of
services has been brought under the purview
of article 268 A [3].

2.19 Thetaxation of serviceshasabearing
on the size of the vertical transfersasit has
the potential to impart additional buoyancy
to tax revenues [4]. With the 88th
amendment to the Constitution, article 268A
provides that “Taxes of services shall be
levied by the Government of Indiaand such
tax can be collected and appropriated by
government of Indiaand the states...” Italso
further specifies that the principles of
collection and appropriation will be
determined by Parliament. Sofar, the central
government has been levying the servicetax
on specific services under its residual
powers relating to subjects that are not
specified in any of the three lists, services
being an example. The sharing of this
revenue has been on the basis of the
recommendations of the finance
commission, as applicable to other central
taxes. However, revenues from taxation of
services that are taxed by the centre under
article 268A rather than under article 270
would be excluded from the purview of the
finance commission.

2.20 Inthe80th amendment, the objective
was to construct a pool of all central taxes
for sharing so that a holistic view can be
taken and both sides could share in the
aggregate buoyancy of the central tax
revenues. With service taxes having been
excluded from the ambit of the re-
commendations of the finance commission,
the idea of an overall shareable pool of
central taxes appearsto be in the process of



16

Twelfth Finance Commission

being reversed. While service taxes are
likely to prove highly buoyant in the near
future, thesewill not be subjected to sharing
with the states under the Constitution,
although other statutory arrangements can
be made, which can include sharing aswell
asassignment. It may be noted that hitherto
items under articles 268 and 269 were
subjects that were generally of inter-state
nature with limited revenue importance.
These were wholly assigned to the states.
In this context, it needs to be stressed that
any legidation passed by Parliament with
respect to appropriation of service tax
proceeds must take care to ensure that the
revenue accruing to the states through any
proposed changes should not be less than
the share that would accrue to them, had the
entire service tax proceeds been part of the
shareable pool.

2.21 Onedimension of transfersrelatesto
their predictability. Thefinance commission
makes recommendations only about the
share of states in the central taxes. This
implies that the actual amounts are known
only when the central taxes are actually
realized inthe concerned years. Thefinance
commission does provide estimates of the
likely amounts of what a state may get asits
share in the shareable central taxes. Thisis
then taken into account when grants are
determined in absolute amounts. Asalready
noted, predictability isasignificant attribute
of a robust scheme of transfers. Since
devolution of taxesisrecommended interms
of shares of central taxes, and the absolute
amounts may fall short of these estimates, a
suggestion has been madefromtimetotime,
and has also been included in many of the
states’ memoranda submitted to the
Commission, that a minimum guaranteed
amount under tax devolution should be

prescribed. Under the provisions of article
270 only asharefor the states in the central
taxes is determined. This provides for
automatic sharing of the central tax
buoyancies. States, however, haveagenuine
problem if growthin central taxesfallsshort
of expectations. This calls for a certain
caution inthe projection of central revenues,
bearing in mind that such esti-mates of
revenue feed into the determin-ation of
grants.

2.22 In deciding the different criteria for
transfersunder tax devol ution, our approach
has been to keep in mind three sets of
considerations, viz., needs, cost disabilities,
and fiscal efficiency. Needs refer to
expenditures that are required to be made
but have not been made due to deficiency
in fiscal capacity. In considering the
expenditure requirements, merit goods like
health and education need to be considered
as of prime importance. Cost disabilities
refer to the circumstancesthat lead to higher
than average per capita costs for delivering
thesameleve of servicesat an averagelevel
of efficiency. Inthis case, exogenous causes
that are beyond the control of the concerned
states like excess rainfall, hilly terrain, and
large and remote areas with low density of
population may be considered important.
Some cost disabilities arise when the size
of the state istoo small and some minimum
expenditure hasto beincurred for providing
therelevant administrativeinfrastructure. In
a normative approach, fiscal efficiency is
implicit because requirements are assessed
taking into account only the average revenue
effort. However, some explicit incentives
have been considered relevant relating to tax
effort or other fiscal performance measures
so asto raisethe average performanceitsealf.
These considerations were incorporated in
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the allocation criteria used by the previous
commissions aso. While adopting the same
criteria, there may be a need for modifying
the scheme of weights. These weights will
also be affected by the relative importance
of the two modes of transfer, namely, tax
devolution and grants.

2.23 In the criteria-based distribution of
the central taxes, the more recent finance
commissions have given considerable
importance to the horizontal task of
redistribution by giving relatively larger
weight to the distance factor, which reflects
the difference of the per capita GSDP of a
state from the highest per capita GSDP,
taken asthe average of the three highest per
capita GSDPs. The weight attached to this
factor reflects the fiscal capacity
equalization element of transfers under tax
sharing. The better-off states have
represented to usthat their share has steadily
fallen in the overall alocation. We have
taken note of thisconcern. In particular, the
share of the better-off states can go down
either because the weight to the distance
factor has been increased significantly or the
inequality among per capita GSDPs, i.e. the
fiscal capacities, has increased. Over the
period covered by thelast four commissions,
wefindthat it isthe second factor, whichis
primarily responsible for this. Since there
is some vertical gap even for the richer
states, a continuous fall in their tax shares
does not appear to be desirable. To some
extent, thiscould be addressed by increasing
the aggregate share of the states. However,
there are clear limits to the extent to which
this could be done. Alternatively, the
weights among different criteria could be
realigned. To the extent to which this is
done, the share of the low fiscal capacity
states would be reduced. This would need

to be balanced therefore by increasing the
equalization content of the grants. Our
approach followsthisrouteto alarge extent.
With an improvement in the buoyancy of
the central taxes, thisproblemwill be eased.
It may be mentioned that the balancing of
resources against responsibilities is
gualitatively different now when
governments at al levels are nursing large
and rising revenue deficits than when the
centre and some of the better off states had
a surplus. There was a time when some of
the stateseven had apre-devolution surplus.
The task has become progressively more
demanding with successive finance
commissions. It isin this context that there
is a need to emphasize the fiscal efficiency
criterion.

Approach to Determining Grants

2.24 In relation to grants, there are two
duties cast upon the Finance Commission
conjointly by articles 280(3) (b) and 275.
Article 280(3) (b) requiresthe Commission
to make recommendations as to the
“principles” which should govern such
grants-in-aid. Following from article 275(1),
specific “sums” are to be recommended to
be paid to the states which are assessed to
be in “need of assistance”. Thus, while
article 270 speaks of percentage share,
article 275 refersto specific ‘ sums' and that
these grants should be given to states which
arein need of assistance.

2.25 Need cannot be taken to mean that
any shortfall in revenue relative to
expenditure can be met by a corresponding
increase in grants. That would only result
in the lowering of tax rates in the statesin
the expectation of expanding the share of
the statein the* common pool’ of resources.
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Need hasthereforeto be assessed inrelation
to norms applied to both revenue effort and
the desirable levels of service provision. In
this context, the services that should be
covered should belimited to the servicesthat
can be interpreted as public goods like
general administration and law and order
and merit goods like education and health
services provided by the state governments.
Many private goods provided by the state
governments do not merit consideration in
this context. In considering the expenditure
requirements, account can also be taken of
particular circumstances of a state that may
result in higher per capitacosts. Thisbrings
us to the issue of suitable principles of
assessment.

Principles of Assessment

2.26 ThisCommissionisrequired to make
recommendations regarding sharing of
central taxes and grants for a period
covering five years from 2005-06 to 2009-
10. This, in turn, requires making
projections of resources and needs for the
centre and for each individual state. Since
many of the fiscal variables are related to
growth in GDP or GSDP, projections of
these variables as also other variables like
the interest rate are required. It may be
mentioned that such a forecasting
mechanism is quite unique to transfers
recommended by the finance commission
inIndia. It necessarily followsthat the basic
dataprogressively become more dated aswe
come closer to the later years of the forecast
period. Sometimes, critical events like the
award of aPay Commission or the onset of
a recession can seriously upset the
assumptions on which the recommendations
of afinance commission may be made. In
other federations, alternative mechanisms

have been evolved to copewith the problem
of information lag. For example, in Canada,
thetransfersfor any oneyear remain ‘ open’
for four years and as new data come in,
entitlementsare reworked on principlesthat
have already been determined. In Australia,
there is a five yearly cycle of ‘Review’
whereby the Commonwealth Grants
Commission formulatesthe methodol ogy of
determining the ‘relativities’, but the
calculation isdone on an annual basisusing
latest available data, which are called
‘Updates’.

2.27 Inthe methodology devel oped by the
previous finance commissions, it is the
assessment of central financesthat indicates
availability of funds, and the assessment of
state finances that provides the claim on
those funds. Para 6(i) and (ii) of the TOR
make reference, respectively, to the
resources of the central government and the
demands on those resources. Resources of
the central government have to be assessed
on the basis of “levels of taxation and non-
tax revenues likely to be reached at the end
of 2003-04". The 2003-04 tax and non-tax
revenues can therefore serve as the base for
assessment of resources for the period
from 2005-06 to 2009-10. Para 6(ii) makes
reference to the demands on central re-
sources by the central government.
Particular reference has been made to
expenditure on civil administration,defence,
internal and border security, debt servicing
and other committed expenditures and
liabilities. In making the assessment of
central resources and corresponding needs,
we have taken into account centre’s
memorandum and the forecasts.

2.28 Inthecase of states, acorresponding
sub-clause, viz., para 6(iii) of the TOR
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providesthat the assessment of resourcesfor
the period 2005-06 to 2009-10 will need to
be made on the basis of levels of taxation
and non-tax revenues likely to be reached
at the end of 2003-04. Thisis symmetrical
to the corresponding consideration for the
centre, and gives rise to a similar set of
issues. In regard to the needs of the states,
particular referenceto any specific needshas
not been madeinthe TOR except to the non-
salary component of maintenance and
upkeep of capital assets and non-wage
related maintenance expenditure on plan
schemes. Clause 6(iv) specifies the more
general consideration in regard to ‘the
objective of not only balancing the receipts
and expenditure on revenue account of all
the States and the Centre, but also
generating surplus for capital investment
and reducing fiscal deficit’.

2.29 Althoughthe TOR do not specificaly
mention that needs of the states should be
assessed except in an indirect way, our
approach has been to make the assessment
insufficient detail and with the samedegree
of comprehensiveness as was done by the
previous commissions. Our approach to
assessments takes into account the need for
anormative basis, which encompasses both
the revenue and expenditure heads. These
assessmentsalso bear arelationship with the
overal restructuring plan. In order to meet
the requirements of adjustments in the
restructuring plan, certain prescriptive
parameters have been outlined. These
assessments necessarily take into account
the additional sub-clause, which makes
reference to the taxation efforts of the
central government and each state
government as against ‘targets’ and
‘potentia’ in order to improvethetax-GDP

and thetax-GSDP ratios respectively for the
central and the state governments. The para
asking the Commission to suggest aplan for
“restructuring of public finances” would
also require various measures to augment
tax and non-tax revenues beyond levels
reached in 2003-04, considered in relation
to GDP or GSDP of the individual states.

2.30 Sometimes the issue is raised as to
the role of assessment exercises in
determining total transfers taking both tax
devolution and grants into account. This
issue is linked to determination of the
appropriate weights to tax devolution and
grantsinaschemeof transfers. If therelative
weight of tax sharing is kept too low, many
states would emerge in assessed deficit and
would be entitled for grants. There may be
some states, which may emerge in pre-
devolution surplus and would therefore
obtain a share only in the relatively low
amounts of tax devolution. Tax devolution
should be calibrated to ensure that at least
the requirement of minimum vertical
transfers is met. The finance commissions
in the past have evolved a scheme where a
little more than half of the states generaly
emerge in assessed revenue deficits.
Considering entitlementsin thefirst year of
their respective award periods, 16 out of 25
statesemerged in assessed deficit inthe case
of the Tenth Finance Commission and 15
statesemerged in assessed deficit inthe case
of the Eleventh Finance Commission. All
the ten general category states were in
assessed deficit. There is also the
consideration that the share of tax
devolution is very nearly downward rigid.
Virtualy all states have asked for an upward
revision in the share and even the central
government’s latest memorandum to the
Commission effect-ively endorsesthat idea.
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2.31 Grantsrecommended by the finance
commission are largely general and
unconditional in nature. But in the case of
sel ected serviceswhere minimum standards
of service may be considered desirable, itis
possibleto consider conditional grants. For
conditional grantstherelevant purposesand
associated conditions also need to be
specified along with an effective monitoring
mechanism. The First Finance Commission
had considered the ‘principles of
determining grantsat length and had opined
that both unconditional and specific
purpose grants can and should be
considered by the finance commission under
article 275 read with article 280(3)(b).
They had observed [page 91 of their Report]:
“We consider that the problem has to be
viewed inthelarger perspective of securing
an equitable alocation of resources among
theunits. Weare, therefore, of theview that
the scope of article 275 or article 280(3) (b)
should not belimited solely to grants-in-aid
which are completely unconditional; grants
directed to broad but well defined purposes
could reasonably be considered as falling
within their scope”. The Second
Commission had observed that grants-in-aid
should be a residuary form of assistance
given in the form of general and
unconditional grants. However, it also
agreed that grants for broad purposes may
be given and, in respect of these, states
should be under obligation to spend the
whole amount in furtherance of the broad
purposesindicated. Most of the subsequent
commissions had generally agreed to the
principleslisted by the First Commission but
have by and large followed the procedure
adopted by the Second Commission. In our
view, there is need to ensure that in respect
of two areas, viz., education and health

including family welfare, states that are
below average in terms of per capita
expenditures should be brought closer to the
average. However, even in these areas, we
have not followed a gap-filling approach.
The assessed gap coversonly thedifference
that arises due to deficiency in fiscal
capacity. It does not take into account the
gap, which might be due to deficiency in
tax effort or due to a state according a less
than average priority in resource allocation
to the concerned sector. The precise
methodol ogy has been dealt within chapters
6 and 10.

I nterface with Plan Assistance

2.32 The plan assistance is given to the
states as consisting of grantsand loans. The
grant-loan ratio for the states in genera is
30:70 whereas for the special category
states, thisratio is 90:10. In normal central
assistance, 30 per cent is earmarked for the
special category states. The expenditure on
state plansis met by the balance from current
revenues (BCR) from the state budgets, plan
assistance in the form of grants and loans
by the central government, and borrowing
from other sourcesincluding the market and
those based on small savings. The BCRsfor
most states have progressively fallen and
become negative. In consequence, the
financing of the plan, apart from a small
contribution of the plan grants from the
centre, depends entirely on borrowing by the
states. A large plan effectively also means
larger borrowing. It becomes therefore
necessary that the plan size of every stateis
linked to the sustainable level of debt.

2.33 There are three links in this process
that have a bearing on the tasks assigned to
thefinance commission. First, asborrowing
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accumul ates as part of the planning process,
it gives rise to interest payment liabilities,
which are part of the non-plan revenue
expenditure.

2.34 Second, the plan processleadseither
to creation of posts or assets. Once the plan
isover, the postsare meant to be carried into
the non-plan side of the budget. Assets
created in the previous plans also require
maintenance expenditure. Both of these
increase non-plan expenditure in the form
of committed liabilities. The distinction
between plan and non-plan expenditures has
progressively become blurred as states often
continue old plan schemesas part of the new
plan so asto show a higher size of the plan.
As noted by the previous commissions,
notably the tenth and el eventh commissions,
the plan, non-plan dichotomy of
expenditures results in several in-
efficiencies. It is far more important to
ensure that assets already created are
maintained and yield services as originally
envisaged than to go on undertaking
commitments for creating new assets. The
continued transfer of plan posts on to the
non-plan side has also resulted in surplus
staff in many sectors, whose salaries must
be paid. Surplus staff on the non-plan side
is not usually absorbed in the new plan
schemes. Considering alarger plan size as
more development oriented and ignoring
maintenance is not desirable and
provides at best an optical illusion of
devel opment.

2.35 The third aspect of the interface
between plan expenditure and the overall
scheme of transfersis even moreimportant.
By definition, plan expenditure is
‘incremental development expenditure’. It
is expected that as a result of the plan

intervention, inequalities among states in
incomes and services that are publically
provided would decrease. If these continue
to increase, the horizontal considerations
compel finance commission transfers to
become more progressive. In this context,
it is useful to compare the pattern of inter-
state distribution of per capita finance
commission (FC) and non-FC transfers
consisting of plan grants, external
assistance, and other discretionary grants.
Relating comparable per capita GSDP with
per capitaFC transfersfor 2001-02, astrong
negative relationship is observed. The
coefficient of correlation is (-) 0.87 for the
genera category states excluding Goa. In
the case of per capita non-FC transfers for
thisgroup of states, the correlation with per
capita GSDP turns out to be positive (0.16).
This shows lack of progressivity in their
distribution. The non-FC transfers become
even moreregressive when account istaken
of theimplicit transfers, such asthosearising
from procurement of food grains by the
Food Corporation of India (FCI) largely
from some of the better-off states[5]. In the
case of special category states, the
correlation is positive both for FC and non-
FC transfers.

Restructuring of Public Finances

2.36 Likethe EFC, this Commission has
also been asked to review the state of the
finances of the Union and the states and
suggest a plan for restructuring public
finances with aview to restoring budgetary
balance and maintaining macroeconomic
stability. Para 5 of the TOR asks for a
‘review’ of the state of finances of theUnion
and state governments and a ‘plan’ for a
‘restructuring’ of the public finances. In
comparison to theterms of referencefor the
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EFC, the reference to debt reduction and
equitable growth is new and emphasizes
concern with the growing disparitiesamong
states as al so accumul ation of unsustainable
debt. The TOR aso mentions certain other
factorsthat should be considered along with
para5. Para6(iv) talksof the*”... objective
of not only balancing the receipts and
expenditure on revenue account of all the
States and the Centre, but also generating
surpluses for capital investment and
reducing fiscal deficit”. Para 9 also
stipul atesthat corrective measuresin regard
to states’ debt may be suggested, consistent
with macroeconomic stability and debt
sustainability. Clearly, any restructuring plan
hasto aim at eliminating revenue deficit and
bring down fiscal deficit tolevels consistent
with macroeconomic stability. Thereference
to capital investment and fiscal deficit in
clause 6(iv) also implies that the financing
of entire government expenditure, revenue
and capital, has to be considered in an
integrated framework.

2.37 In understanding the need for
restructuring public finances, considering
the combined accounts of the centre and
states, we take note of five key fiscal trends
that cause serious concern. These are:
decline in the tax-GDP ratio, large pre-
emptive clamsof interest paymentsrelative
to revenue receipts, high revenue-deficit to
GDP ratio, large and unsustainable fiscal
deficit to GDP ratio, and falling levels of
capital expenditurerelativeto GDP. Taking
the 15-year period from 1987-88 to 2001-
02, and comparing three-year averages at
both ends, that is for 1987-90 and 1999-
2002, we note that

(i) Thetax-GDP ratio fell from alevel
of about 16 per cent relativeto GDP

by 1.6 percentage pointsto reach an
average level of 14.4 per cent of
GDP.

(i) Interest paymentsrelativeto revenue
receiptsrose by nearly 13 percentage
points during this period to reach an
average level of 34 per cent of the
combined revenue receipts.

(iif) Theratio of revenue deficit to GDP
increased by a margin of 3.5
percentage pointsto reach alevel of
6.5 per cent of GDP.

(iv) Fiscal deficit, which was already at
a high level of 8.8 per cent of GDP
in the late eighties, increased by a
margin of 0.7 percentage points. In
2002-03, the combined fiscal deficit
wasin excess of 10 per cent of GDP.

(v) Capital expenditurerelativeto GDP
fell to the extent of 2.8 percentage
points during this period, reaching
an average level of 3.3 per cent of
GDP.

2.38 The deterioration in the revenue
account balance of the centre, states and
their combined accounts had started towards
the end of the seventies. It was in 1979-80
that the central finances fell into revenue
deficit after recording asurplus since 1950-
51 in all but two years. The combined
account of the centre and states went into
revenue deficit in 1982-83, and that of all
states in 1986-87. As noted by the Tenth
Finance Commission, almost all the states
went through three-phase deterioration in
the revenue account balance. In the first
phase up to 1986-87, non-plan revenue
account surplus was larger than the plan
deficit and to that extent it yielded an overall
revenue balance. During 1986-87 to 1991-
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92, the magnitude of plan revenue deficit
increased sharply and it became larger than
the non plan surplus. Since then, both the
plan revenue account and the non plan
revenue account have remained in deficit
and the deficit has generally been growing
in magnitude. Only some of the special
category states showed surplus on the plan
revenue account. However, this was due
solely to the special dispensation for
plan assistance where they got ninety per
cent as grant credited to their revenue
accounts.

2.39 In 1988-89, the base year for the
Ninth Finance Commission, the combined
revenue deficit of the centre and states was
2.9 per cent of GDP at current market prices.
The combined revenue deficits of the centre
and states for the corresponding base years
for the tenth and eleventh finance
commissionswere respectively 3.6 per cent
of GDPin 1994-95 and 6.3 per centin 1999-
00. In 2002-03, the combined revenue
deficit was 6.7 per cent of GDP. The main
reasons generally given for this all round
fiscal deterioration include the revision of
salaries and pensions in the wake of the
recommendations of the Fifth Central Pay
Commission, erosion in the buoyancy of
central indirect taxes, and the high nominal
interest ratestowardsthe end of the nineties.
Transfers cannot be taken as a means of
reducing the revenue deficit for one tier of
the government by increasing it for the other.
There is a need for improving the position
of revenue balance both at the centre and
the states.

Sustainability of Fiscal deficits

2.40 In fact, if the central government
could borrow without limits, it could also

transfer resourceswithout limit. On the other
hand, if the state governments could borrow
without limits, they can do with minimal
transfers. The need for ensuring
sustainability of fiscal deficits, however,
puts a limit on the borrowing, i.e. fiscal
deficit that can be prudently undertaken by
the two tiers of governments, considered
separately as also together. Sustainable
levels of fiscal deficits can be derived with
reference to three key parameters. growth
rate, ratio of revenuerece ptsto GDP/GSDP,
and the interest rate. The existing level of
the debt-GDP ratio also is quite materia in
the context of sustainability. Prudent levels
of fiscal deficit may be determined in
relation to growth and interest rates but
growth may depend on fiscal deficit and
interest rate. Much of this interdependence
arisesduetothefact that fiscal deficitsaffect
the saving and investment rates of the
economy, which in turn affect the growth
and interest rates.

2.41 For fiscal sustainability, itisrequired
that arise in fiscal deficit is matched by a
rise in the capacity to service the increased
debt. It hasbeen argued that from thisangle,
borrowing for generation of assets may be
justified. Apart fromthefact that alittleless
than 70 per cent of borrowing is presently
not being spent on capital assets at least of
the physical kind, even wherethereiscapita
expenditure, the return on assets is
negligible. Even the more indirect return
through higher growth to match thegrowing
interest liabilities has not been forthcoming.
In fact, the high level of fiscal deficit
combined with therising debt-GDPratio has
led to a fall in the aggregate government
demand net of interest payments and
pensions. Economists have argued that
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revenue deficits relative to GDP are
equivalent to government dis-savings,
whichleadto afall intheoveral saving rate
unless there is a corresponding rise in the
private saving rate. Compared to the levels
of domestic saving rate in the mid-nineties,
which ranged about 25 per cent in the mid-
nineties, there was aclear fal intheratein
recent years where it has been around 22
per cent of GDP.

2.42 Determining the right size of fiscal
deficit and the debt in relation to GDP is
important for prudent fiscal management.
The Tenth Plan has envisaged the average
size of fiscal deficit as 6.8 per cent of GDP
during the plan period. The Eleventh
Finance Commission had suggested fiscal
deficit of 6.5 per cent of GDP as the
desirable target to be achieved by 2004-05.
The macro economic assumptions of the
EFC included agrowth rate of nominal GDP
of 13 per cent with real growth in the range
of 7to 7.5 per cent and an effective rate of
interest in nominal terms of 9.8 per cent for
the centre and 11 per cent for the states.
Since the period in which the EFC
formulated its recommendations, one
important change relates to a fall in the
nominal interest rates. The central
government has specified in the rules under
its Fiscal Responsibility and Budget
Management Act, 2003 (FRBMA), afiscal
deficit target of 3 per cent, which isto be
achieved by 2008-09. A view needs to be
taken for the aggregate fiscal deficit of the
states so that a consolidated fiscal deficit
target can beindicated. We have considered
thisissue in the next chapter.

2.43 The EFC had also set targets for
reduction of the level of debt in relation to
GDP. The combined debt-GDP ratio of the
centre and states was to be brought down

by 10 percentage points so as to the reach
the level of 55 per cent in 2004-05. There
has been considerable slippagein achieving
this target. According to Reserve Bank of
India’s annual report for 2003-04, the
combined debt-GDP ratio was 75.7 per cent
a the end of 2002-03 with centre’s debt-
GDP ratio at 63.1 per cent and that for the
states at 27.8 per cent of GDP. In these
estimates, external debt istaken at historical
exchange rates. As discussed in chapter 4,
if external debt is evaluated at current
exchange rates, an upward adjustment of
about 5.6 per cent in the debt-GDP ratio of
2002-03 would be required. The sharp
increaseinthelevel of debt relativeto GDP
has been the consequence of arise in
primary deficits as well as the fact that
during the three year-period 2000-2003, the
growth rate turned out to be lower than the
interest rate. We fedl that reduction in the
level of primary deficit to GDP would
providethe key to controlling the growth of
the debt-GDP ratio. This would need to be
encouraged by explicit as well as implicit
incentives.

Incentives: Explicit and Implicit

2.44 The adoption of a fiscal correction
and restructuring plan by the states can be
facilitated and induced to some extent by
built-inincentives and rewards provided for
within the scheme of transfers. We have
endeavored to strengthen the incentive and
reward mechanism by various elements in
the design of transfers. A reward is by
definition backward looking in the sensethat
it links the benefit to past performance. It
helps in inducing the desired change to the
extent that there is expectation that the
reward mechanism will be continued in
future. In contrast, an incentive is forward
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looking in the sensethat the benefitislinked
to future performance. We recognize that
there are several inherent difficulties in
including forward looking indicatorsin the
distribution formula. The reward
mechanism through indicators of tax effort
and fiscal efficiency would continue in our
scheme and strengthened. For a forward
looking scheme, there aretwo proposalsthat
can be made in the context of the TOR.
These relate to the medium term reform
facility and debt relief. These are discussed
in subsequent chapters.

Fiscal Consolidation and I nstitutional
Reforms

2.45 Recent experience in fiscal
consolidation [6] suggests that institutional
reforms, well defined rules, and
transparency facilitate fiscal reforms.
Institutional reformsshould aim at achieving
and maintaining fiscal consolidation while
leaving enough scope for coping with
business cycles through automatic
stabilizers as well as discretionary action.
Three main ingredients of such reforms
relate to formal deficit and debt rules,
specification of expenditurerules, and fiscal
transparency. The Maastricht Treaty rule of
3 per cent of GDP asthefiscal deficit target
and 60 per cent as the desired debt-GDP
ratio are well known. In United Kingdom a
‘goldenrule’ of limiting borrowing only to
finance capital expenditure has been
followed since 1997 as a sustainable
investment rule. In other countrieslike USA,
Finland, Netherlands, and Sweden
procedural requirements have been used to
support expenditure limits. Fiscal
transparency has been emphasized in
countries like New Zealand, Australia, and
the United Kingdom. Fiscal transparency

implies being open to public regarding the
structure and functions of government.
Transparency requires that any policy
changes must be introduced with a clear
statement of relevance and objectives.
Strategies of fiscal consolidation require a
longer term focus and the need to promote
growth. In this context, the central
government’s initiative in enacting the
FRBMA is a welcome step. Some state
governments have also brought about fiscal
responsibility legisations. In our view, other
states would do well to emulate this
example.

| ssues of Debt Relief

2.46 Several state governments have
asked for debt relief. Some of the
previous commissions, notably thetenth and
the eleventh, had observed that re-
commendations regarding debt relief by
successive commissions create anti-
cipations about such measures, which hasa
built-in adverse incentive. Debt relief often
underwrites lack of fiscal discipline of the
past. It could be unfair and could give
significantly adverse signals if the benefit
of relief islargest for the state, which was
the most profligate in the past. In the
literature relating to fiscal federalism,
considerable attention has been given to the
deleterious effects of a soft budget
constraint, which refersto the relative ease
with which states can borrow. Thisalso has
implications for the assessment of interest
payments. If any amount of interest
payments liability can be considered as
legitimate claim for determining transfers,
all normative assessments of current
expenditures would be rendered redundant.
All that astatewould need to doisto borrow
more in the current period and generate
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larger claimsfor the future. It isimperative
that interest payments be assessed
normatively and ahard budget constraint be
imposed. We have considered the issue of
debt relief in the light of these
considerations.

2.47 Inthe context of the question of debt
relief, account needs to be taken of the fact
that the nominal interest rates have falen.
There are also grounds to believe that the
margins that the central government may
have charged onitsown lending to the states
may have been unduly highinthe past. Itis
clear that any debt relief will have to be
linked to adesired path of fiscal adjustment
including targets for revenue and fiscal
deficits. The Planning Commission may also
need to ensure that the size of astate planis
consistent with a sustainable level of debt,
as the state plans are almost fully financed
by borrowing in one form or another.

Decentralization and Transfersto L ocal
Bodies

2.48 Decentralization in governance is
considered efficiency augmenting as local
representatives are presumed to better
understand the preferences, needs, and
willingness to finance the provision of the
related local goods provided adequate
sourceswere assigned to them. The 73rd and
74th amendments to the Constitution
relating respectively to the rural and urban
local bodies provided an effective basis for
introducing local self governance in the
country. Under the Constitution, the duties
cast on the state governments included
periodic holding of local eections, bring out
enabling legislations, specifying the
functionstransferred to the states along with
the sources of revenue, and constituting the
state finance commissions at the required

intervals.

2.49 The Commission had occasion to
listen to the representatives of the local
bodies in different states. The emergent
picturefallsfar short of what was envisaged
inthetwo constitutional amendments. States
have often been not prompt enough to
constitute the state finance commissions
with the required regularity. In many
instances, after the recommendations are
received, decisions have been kept pending.
Even grants recommended and earmarked
for the local bodies by the earlier finance
commission, having been received into the
consolidated fund of the state, have not been
passed ontothelocal bodiesin certain cases.

2.50 Our approach is to strengthen the
basic idea of promoting afiscal domain for
thelocal bodiesasbeing thekey to effective
local self-governance. The provision of local
goods requires that the link between local
service and the responsibility of financing
it by the potential beneficiaries is
appreciated. Since the local public goods
have limited externalities, financing by
external sources has considerable problems
of adverse incentives that could lead to
increasing dependence on transfers from
above. The idea can work only if the local
bodies are assigned adequate sources of
revenue by the states. Various studies do
indicate that local bodies have not been
enthusiastic about raising revenues. The
principle of equalization, extended to the
local bodies would mean that while lack of
fiscal capacity, at the state level aswell as
the local level can be made up, lack of
revenue effort should not be made up.

Summary and Long Term Per spective
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251 Thesystemof fiscal transfersinindia
has run a course of more than fifty years.
Apart from the finance commission and the
Planning Commission, other ingtitutionslike
the Inter-State Council and the National
Development Council have played arolein
providing a framework for centre-state
financial relations. In alonger term context,
there is a need to emphasize stability in
federa relationsin general and inthe system
of transfersin particular. Growing disparities
in fiscal capacities and levels of services
upset this stability as widening disparities
require larger and more progressive
transfers. The task of achieving greater
equality does not depend on finance
commission transfersalone. Transfersby the
Planning Commission and those by other
central ministries need to play a
complementary rolethat would help reduce
these disparities. States also need to give
greater attention to policies aimed at
accel erating growth and reducing intra-state
regional inequalities. It is only when inter-
state and intra-state disparities are reduced,
that the federal fiscal system would become
stable. A coordinated effort is required to
reduceinequalities, which would also make
the system more stable.

2.52 Some of the basic features of our
approach and the resultant modificationsin
the scheme of transfers considered by us
may be summarized as below

(i) Our scheme of transfers providesfor
larger transfersto correct for the fall
in thevolume of transfersrelativeto
GDP and to ensure minimum vertical
transfers while correcting a larger
horizontal imbalance. For this
reason, we have suggested that the
indicative benchmark for the overall

(i)

(iii)

(iv)

(v)

(vi)

transfersmay beraised to 38 per cent
of the gross revenue receipts of the
central government.

Our approach to transfers comprising
tax devolution and grants is guided
by the equalization criterion,
determined on the basis of a
normative approach. In the case of
tax devolution, thereisthe additional
task of ensuring reasonable vertical
transfers.

Increasing imbalance in fiscal
capacities of the states adds to the
horizontal task of equalization that
needs to be performed by fiscal
transfers. However, care must be
taken that while deficiency in fiscal
capacity is redressed; deficiency in
revenue effort is effectively
discouraged.

Three main considerations guiding
tax devolution are: needs, cost
disabilities, and fiscal efficiency.

With a view to ensuring minimum
level of services in the case of
education and health, we consider
conditional grants derived on the
basis of a normative approach as
relevant. A similar consideration
applies to maintenance ex-
penditures.

There is need to encourage fiscal
consolidation both for the centreand
the states, which can be facilitated
by fiscal frameworks that
have institutional basis including
rules for deficit and debt and
provisions ensuring greater fiscal
transparency.

(vii) While a hard budget constraint for
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the statesisdesirable, any debt relief
that may be considered would need
to be linked to monitorable

[1]

[2]

[3]

The Commission brought out a volume
summarizing thetermsof reference of the
previous finance commissions and their
observationson“Issuesand Approach” in
acommemorative volume on the occasion
of celebrating 50 years of fiscal
federalismin India

A review of thetransfer systemsin Canada
and Australia and relevant comparisons
with the Indian system
are drawn in C. Rangarajan, and
D.K. Srivastava, “Fiscal Transfers in
Canada: Drawing Comparison and
Lessons’, Economic and Political Weekly,
Vol. 39, No.19, May, 2004, and “Fiscal
Transfers in Australia: Review and
Relevance to India”, Economic and
Political Weekly, Vol. 39, No0.33,
August, 2004.

This constitutional amendment would

achievements in regard to fiscal
consolidation.
a0

Endnotes

[4]

[3]

6]

become effective from the date of
notification.

The recently completed report of the Task
Force appointed by the Union Ministry of
Finance, in the context of achieving the
FRBMA targets, estimatesthat the service
tax may have a buoyancy of more than 5
in the period 2005-06 to 2009-10 in their
reform scenario.

The recently published World Bank
Report (Macmillan, 2004) on State Fiscal
Reformsin Indiaprovides adiscussion of
implicit transfers to states and their
implications for the overall progressivity
of transfers.

World Economic Outlook, IMF, 2001
contains a review of some recent
experiences in fiscal consolidation.



Chapter 3

Trendsin Central and State Finances

3.1 In this Chapter, we have looked at
someof thesalient trendsin central and state
finances, particularly for the period since
the initiation of economic reforms in the
early nineties. Fiscal reforms, constituting
a key element of the economic reforms,
entailed significant changes in the regime
of direct aswell asindirect taxation during
this period. The nineties also witnessed
other momentous changes having abearing
on central and state finances. One critical
development, following the
recommendations of the Fifth Central Pay
Commission, wastherevision of thesalaries
of the central government employees.
States, one after another, as if under a
domino effect, agreed to implement
comparable salary scales for their
employees. Towards the latter half of the
nineties, some of the highest nominal
interest rateswere witnessed, until inflation
and interest rates began to fall. In the first
few years of the new decade, as already
discussed in the preceding chapter, the
economy smarted under a severe recession,
with some of the lowest nominal and real
growth rates in recent years with the year
2002-03 also witnessing a severe drought.
In 2000, the system of fiscal transfers also
underwent a phase change when, the
eightieth amendment to constitution, with

the objective of facilitating tax reforms and
broad-basing tax-sharing arrangements,
provided for the sharing of all central taxes
with limited exceptions, replacing the earlier
arrangement of sharing only the income tax
and the Union excise duties.

3.2 Arguably, the six years from 1997-98
to 2002-03, have had a debilitating impact
on government finances. The first three
years, put finances under pressure because
of thesalary revision and high interest rates,
and the next three years, due to low growth
and severe drought. With a view to
providing a background to formulating our
viewson vertical and horizontal imbalances
and the overall scheme of fiscal transfers,
we have examined the salient trends in (a)
central finances, (b) aggregate state
finances, and (c) finances of individual
states in a comparative perspective.

Trendsin Central Finances

3.3 In analyzing the trends in central
finances, we have focused on indicators of
revenue receipts, particularly tax revenues,
expenditure, in aggregate and in terms of
broad categories, and debt. We examine
first, however, the profile of fiscal
imbalance, as it provides a summary view
of the net outcome of the performance of
various revenues and expenditures.
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Centre: Profile of Fiscal Imbalance

34 We look at three indicators of fiscal
imbalance: revenue deficit, fiscal deficit,
and primary deficit. Revenue deficit
indicatesthe extent to which current recei pts
are not able to cover revenue expenditures
necessitating borrowing to finance current,
not-asset building, expenditure. It represents
government consumption expenditure that
reguires to be financed by capital receipts.
These capital receipts, apart from a small
portion of non-debt capital receipts, consist
of net borrowing, which is called fiscal
deficit. The primary deficitisequal tofiscal
deficit, which represents net inflow of
borrowed funds, minus interest payments,
which represent outflows in the form of
transfer payments. Primary deficits
accumulate into debt, unless offset by an
excessof GDP growth rate over interest rate.
One related measure, namely, the ratio of
revenue deficit to fiscal deficit, indicatesthe
extent to which borrowingisused for current
expenditures.

3.5 Table 3.1 provides the profile of
different indicators of fiscal imbalance in
respect of central finances from 1990-91.
In comparing fiscal deficit since 1990-91,
one adjustment requires to be made for
figurer prior to 1999-00, when lending to
the states on account of small savings was
not channeled through the public account
of National Small Savings Fund (NSSF) and
constituted part of centre’s fiscal deficit.
After thisadjustment, asgivenin Table 3.1,
thefiscal deficit of the centre, first declined
from 6.6 per centin 1990-91 to 4.1 per cent
in 1996-97. It started rising from 1997-98
to reach alevel of 6.2 per cent of GDP in
2001-02. After that, thereisafall incentre's
fiscal deficit relative to GDP. A similar
profile is observed in the case of revenue
deficit, which, after declining from 3.3 per
cent of GDP in 1990-91 to 2.4 per cent in
1996-97, rose steadily to 4.4 per cent in
2001-02. The year 2002-03 witnessed an
improvement in fiscal deficit to 5.9 per cent
of the GDP due to a reduction in primary
deficit, although the revenue deficit

Table3.1
Centre: Profileof Fiscal Imbalance

( Per cent of GDP)

Year Fiscal Deficit Revenue Deficit Primary Deficit Ratio of Revenueto
Fiscal Deficit(%)

1990-91 6.61 3.26 2.83 49.36
1991-92 4.72 2.49 0.65 52.72
1992-93 5.33 2.76 0.72 51.73
1993-94 6.43 381 215 59.21
1994-95 4.74 3.06 0.39 64.60
1995-96 4.23 2.50 0.02 59.16
1996-97 411 2.38 -0.24 58.01
1997-98 481 3.05 0.50 63.45
1998-99 5.14 3.85 0.67 74.78
1999-00 5.41 3.49 0.75 64.55
2000-01 5.69 4.08 0.93 71.74
2001-02 6.18 4.39 1.47 71.06
2002-03 5.87 4.37 1.10 74.36
2003-04 RE 477 3.60 0.27 75.59

Source: Central Budget Documents and Indian Public Finance Statistics, 2002-03

Figuresfor 2003-04 are revised estimates

Fiscal deficit figures exclude states' share against small savings.

Primary deficit is derived by netting interest payments from fiscal deficit.
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continued almost at the same level as
2001-02. The situation seems to have
improved in 2003-04 (RE), with the fiscal
deficit and the revenue deficit declining to
4.8 and 3.6 per cent of GDP, respectively.

3.6 The most persistent deterioration is
observed in the ratio of revenue deficit to
fiscal deficit, which, by indicating the extent
to which borrowed resources are used for
current expenditures, showsthe‘ quality’ of
fiscal deficit. In 1990-91, this ratio was
about 50 per cent. It increased steadily to
75 per centin 1998-99. Theregfter, therewas
some improvement, but the ratio again
increased back to the level of 75.6 per cent
in 2003-04, indicating that three-fourth of
borrowing has been used for current
consumption in some years.

3.7 The outstanding liabilities of the
centre, including the public account
liabilities of the NSSF, after declining from
55.3 per cent of GDP in 1990-91 to 51.2
per cent in 1998-99, rose to 63.1 per cent in
2002-03. The liabilities as a percentage of
GDP, however, declined marginally to 62.6
per cent in 2003-04 and are again expected
to rise to 63.96 per cent of GDP at the end
of 2004-05. However, in order to make
changesin debt more consistent with fiscal
deficit, it isuseful to consider centre’s debt
after adjusting for lending to states through
the NSSF against which the central
government has equivalent assets in the
form of securities issued by the state
governments. If thisis done, centre’s debt
from 51.2 per cent in 1998-99 would be
shown to increase to 57.2 per cent in 2002-
03, implying a rise of 6 percentage points.
Thereafter, it isestimated to fall to about 53
per cent of GDP in 2004-05, when GDP
growth rate once again became higher than

the interest rate, and since the centre has
been able to extinguish some of its own
liabilities to the NSSF and others, on the
basis of the repaymentsit obtained from the
states under the debt swap programme. It
may be noted that these estimates of debt
include external debt that is evaluated at
historical exchange rates. The adjustment
required when external debt is evaluated at
current exchange rates is discussed in
Chapter V.

Centre's Gross Tax Revenues

3.8 Withfiscal consolidation, asoneof the
core objectives of economic reforms, the
direct taxes, both personal and corporate
income taxes, were rationalized. The
number of rate categories as well as the
marginal incometax rateswere substantially
reduced. Themain central commodity taxes,
i.e., Union excise dutiesand customs duties
also underwent salient changes. In the case
of customs duties, there were drastic
reductions in the tariff rates across the rate
categoriesincluding the peak rates. Reforms
also entailed reductionintherate categories
and exemption regimes. Inthe case of Union
excise duties, the principle of taxing the
value added was adopted, first in the form
of modified VAT (MODVAT) and later as
central VAT (CENVAT). Theimpact of these
reforms on direct and indirect taxes was
diametrically opposite. While the direct
taxes showed, even with the lower rates, a
rising tax-GDP ratio, this ratio for the
indirect taxes kept sliding down. The
indirect taxes had alarger share in the total
tax revenues of the centre and thefall in the
indirect tax to GDP ratio could not be
compensated by a rise in the direct taxes.
Asaresult, theoverall central tax-GDPratio
fell. Chart 3.1 shows the pattern of change
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in direct and indirect tax revenues of the
centre relative to GDP from 1970-71, with
a view to highlighting the reversa of the
roles that these two types of taxes have
played over the years. Prior to reforms, not
only the indirect taxes contributed more,
these steadily rose as percentage of GDP,
while the direct taxes remained stagnant at
about 2 per cent of GDP. After the nineties,
the indirect taxes relative to GDP started
falling, but in terms of their overall
contribution, these are still higher than that
of the centre’s direct taxes.

3.9. Table 3.2 gives, relative to GDP,
revenues from the four major central taxes,
namely, corporation tax, income tax,
customs duty, and Union excise duties.
Considering the gross receipts from the
central taxes, thetax-GDPratio of the centre
declined from 10.1 per cent in 1990-91 to
8.8 per cent in 2002-03. The major
contributor to thisdeclinewas customsduty,
which, relativeto GDP, halved from 3.6 per
cent in 1990-91 to 1.8 per cent in 2002-03.
This, as already mentioned, has been on

account of aphased reductioninimport duty
ratesinthewake of WTO commitmentsand
to become globally competitive. More
seriouswasthedeclineintheratio of excise
duty collections to GDP by 1 percentage
point during the same period from 4.3 per
cent of GDP to 3.3 per cent. The direct tax
revenues grew from 1.9 per cent of GDPin
1990-91 to 3.4 per cent in 2002-03, but the
lossin the revenue from customs and excise
duties did not get fully compensated,
resulting in the lower tax-GDP ratio.

3.10 The main reason, anong others, for
the fall in the revenues from Union excise
duties relative to GDP, is the reduction in
the average tax rates without a
compensatory rise in the tax base. With the
rise in the share of service sector in GDP, it
is neither feasible nor desirable to augment
the ratio of domestic indirect taxes relative
to GDPwithout fully incorporating services
in the tax base. The service sector, which
accountsfor morethan fifty per cent of GDP,
has been subjected to taxation since 1994
and the scope of service tax has been

120

Chart 3.1
Centre's Tax-GDP Ratios: Direct to Indirect (1970-71 to 2002-03)
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expanding, but the collection from service
tax remains at levels below 0.5 per cent of
GDP.

3.11 Thecomposition of centre’sgrosstax
revenues has changed in afundamental way,
as indicated in Table 3.2, in favor of
corporation tax and income tax. The share
of corporation tax increased from 9.3 per
cent of centre's gross revenue receipts in
1990-91 to 24.7 per cent in 2003-04 RE,
implying an increase of 15.4 percentage

points. During the same period, theincrease
in income tax was 6.5 percentage points,
whichin 2003-04 RE accounted for 15.8 per
cent of centre’s gross revenue receipts. The
fall during the period was 16.5 and 6.4
percentage points in customs duties and
Union excise duties, respectively. It is
almost point to point that the larger loss in
customs duties was made up by therisein
corporation tax, and that in the Union excise
duties was made up by acorresponding rise
in revenues from the income tax.

Table 3.2
Major Taxes of the Centre: Performance since 1990-91

(Per cent of GDP)

Year Corporation Income Customs Union Excise Total Central
tax Tax Duties Duties Tax Revenues
(Gross)
1990-91 0.94 0.95 3.63 431 10.12
1991-92 1.20 1.03 341 4.30 10.31
1992-93 1.19 1.06 3.18 412 9.97
1993-94 1.17 1.06 2.58 3.69 8.82
1994-95 1.36 1.19 2.65 3.69 9.11
1995-96 1.39 1.31 3.01 3.38 9.36
1996-97 1.36 1.33 3.13 3.29 9.41
1997-98 1.31 112 2.64 3.15 9.14
1998-99 141 1.16 2.34 3.06 8.26
1999-00 1.58 1.32 2.50 3.20 8.87
2000-01 1.71 1.52 2.28 3.28 9.03
2001-02 1.60 1.40 1.76 3.18 8.20
2002-03 1.87 1.49 1.82 3.33 8.76
2003-04r 2.27 1.45 1.78 3.33 9.20
Year Aspercentage of Centre'sGross Tax Revenues
1990-91 9.27 9.34 35.85 42.58
1991-92 11.66 9.99 33.04 41.73
1992-93 11.92 10.58 31.86 41.31
1993-94 13.28 12.04 29.30 41.85
1994-95 14.98 13.03 29.02 40.46
1995-96 14.82 14.02 32.15 36.13
1996-97 14.42 14.16 33.28 34.95
1997-98 14.38 12.28 28.87 34.45
1998-99 17.06 14.08 28.28 37.03
1999-00 17.87 14.94 28.19 36.04
2000-01 18.93 16.84 25.21 36.33
2001-02 19.57 17.11 21.53 38.79
2002-03 21.35 17.04 20.74 38.06
2003-04r 24.71 15.80 19.36 36.24

Source( Basic Data): Central Budget Documents and Indian Public Finance Statistics
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Centre: Non Tax Revenues

3.12 The non tax revenues of the centre,
which mainly comprise interest receipts,
dividends from public sector undertakings
(PSUs) and banks and receipts from
economic services, rose from 2.11 per cent
of GDPin1990-91 to 2.98 per cent in 1992-
93, but have not shown any significant
increase after 1999-2000. The non tax
receiptsasapercentage of GDP havevaried
from 2.75 per cent in 1999-00 to 2.97 per
cent in 2001-02, after which a declining
trend is observed, mainly on account of a
fall ininterest receipts, asaresult of the debt-
swap scheme and a softening interest rate
regime.

Centre: Trendsin Expenditures

3.13 The total expenditure of the central
government, comprising revenue and capital
expenditure, after witnessing some fall
relative to GDP in the first half of the
nineties, started rising in 1997-98. It
declined as a proportion of GDP from 18.5
per centin 1990-91 to 14.7 per cent in 1996-
97, rising thereafter to 16.8 per cent in 2002-
03. The quality of expenditure has also
witnessed deterioration over theyearsasthe
share of capital expenditure declined from
5.6 per cent of GDP in 1990-91 to 3.0
percent in 2002-03. The total expenditure
was expected to increaseto 17.1 per cent of
GDP and capital expenditureto 4.02 per cent
in the revised estimates for 2003-04. If,
however, the prepayment of the centre’s
loans to NSSF from debt-swap receipts is
excluded, the total expenditure would be
15.4 per cent and capital expenditure, 2.3
per cent. Revenue expenditure as a
percentage of GDP declined from 12.9 per
cent in 1990-91 to 11.6 per cent in 1996-97

and rose thereafter to 13.8 per cent in 2002-
03.

3.14 Interest payments, subsidies,
pensions and defence revenue expenditure
account for 60 to 65 per cent of revenue
expenditure. Interest payments form the
single largest component of revenue
expenditure, accounting for about 35 per
cent of revenue expenditure. Asaproportion
of centre’ srevenuereceipts, these accounted
for about 51 per cent of centre's revenue
receiptsin 2002-03. Sincethenthisratio has
come down to about 45 per cent in 2004-05
BE. With lower nominal interest rates in
recent years, the average cost of market
borrowings has witnessed a declining trend
since 2000-01. Itseffect on thetotal interest
burden of the centreisnot distinctly visible
due to the growth of outstanding debt.
However, in 2003-04 the debt-GDP ratio
showed afall asaresult of prepayment based
on repayments by the states under the debt
Swap arrangements.

3.15 Table 3.3 aso gives details of some
other major expenditures of the centre.
Considering threeyear period averagesover
1990-93 and 2000-03, Table 3.3 indicates
that interest payments increased by about
0.6 percentage pointsof GDP, and pensions,
by about 0.2 percentage points. Capital
expenditure, on the other hand fell by alittle
less than 3 percentage points of GDP.
Although subsidies show adecline, thereis
aneedto prunethesefurther. Table 3.4 gives
more details on centre’s explicit subsidies.

3.16 The main subsidies provided by the
centrearefood and fertilizer subsidies. More
recently, the central government had also
agreed, as part of the plan for dismantling
the administered price regime (APR), to
provide subsidies for kerosene and cooking
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Table 3.3

Trendsin Central Government Expenditures

( Per cent of GDP)

Year Revenue Interest Pensions Subsidies Capital Total
Expenditure Payments Expenditure  expenditure

1990-91 12.93 3.78 0.38 2.14 5.59 18.52
1991-92 12.60 4.07 0.37 1.88 4.46 17.06
1992-93 13.76 461 0.45 1.78 4.44 18.20
1993-94 12.59 4.28 0.39 1.35 3.92 16.51
1994-95 12.06 4.35 0.36 117 381 15.87
1995-96 11.77 421 0.36 1.07 3.23 15.01
1996-97 11.62 4.35 0.37 1.13 3.08 14.69
1997-98 11.84 4.31 0.45 1.22 3.40 15.24
1998-99 12.43 4.47 0.58 1.36 3.61 16.04
1999-00 12.86 4.66 0.74 1.26 253 15.39
2000-01 13.30 4.75 0.69 1.28 2.29 15.58
2001-02 13.21 471 0.63 1.37 2.67 15.88
2002-03 13.75 477 0.59 1.76 3.02 16.77
2003-04 (RE) 13.09 4.49 0.55 161 4.02 17.11
Aver age(1990-93)[A] 13.09 4.15 0.40 1.93 4.83 17.92
Aver age(2000-03)[B] 13.42 4.74 0.64 1.47 2.66 16.08
B-A 0.32 0.59 0.24 -0.46 -2.17 -1.85

Source (Basic Data): Central Budget Documents

gasfor alimited period before phasing these
out. Various studies have shown that many
of these subsidies are ill-targeted and
inefficiency promoting. In recent years, as
shown by Table 3.4, thefood subsidies have
grown sharply rising from alevel of 4.8 per
cent of centre’s revenue receipts in 1996-
97 t0 10.4 per cent in 2002-03. The volume
of food subsidies depends, among other
factors, on the difference between the
procurement and carrying costs of food
grains and the issue price for the public
distribution system. While the procurement
prices involve an income subsidy to the
farmers, the carrying costs are dependent on
the level of previous stocks as well as
operationa inefficienciesand wastages. The
carrying costs have increased enormously
since 1997-98, partly because of higher
interest costs and partly due to higher
salaries and wages in the FCI operations.
Food subsidy has also become an indirect
instrument of resourcetransfer to the states,

depending on the location of the FCI
procurements. Clearly, through this
mechanism, the government is attempting
to target multiple goals with a single
instrument. Two changes, among other
subsidy reforms, would help. First, the
central government should develop a
separate instrument for income support to
farmers and make it more broad based in
terms of coverage of crops than focusing it
primarily on just producers of wheat and
rice. Secondly, procurement policies should
be more decentralized, with part of
procurement being handled by the state
governments. This would help reduce
handling and operational costs and also
make the indirect transfers more evenly
distributed across states.

3.17 Therehasbeen afadl inthefertilizer
subsidies relative to centre’s gross revenue
receipts, but ideally these should be reduced
further. The fertilizer subsidies have
undergone some reforms in recent years.
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The fertilizer subsidies arose because of
administered prices for purchase of
fertilizers by the farmers and a retention
price schemein the case of indigenous urea
fertilizer, which alowed aguaranteed return
on net worth. The amount of subsidies
depends on the difference between the
consumer’s and the retention price, and the
level of production. Therearesubsidiesalso
for imported urea fertilizers and sale of
decontrolled fertilizers with concession to
farmers. Fertilizer subsidies are input based
and the benefits of the subsidy accruesmore
to farmers who use larger amounts of
fertilizersand who a so have moreresources
for the other complementary factors of
production including water. As such, it is
difficult to control and target the incidence
of the benefit of the subsidy. Secondly, in
sofar asit relatesto domestic production, it
subsidizes inefficiencies of production.
There is a clear need to develop an
alternative instrument so that the volume of
subsidy is small and its benefits better
targeted. The present mechanism needs to
be phased out as soon as possible.

Table 3.4
Explicit Subsidies Relativeto Centre's
Revenue Receipts

(per cent)

Year Food Fertilizer Others Total
1990-91 4.45 7.98 9.67 2211
1991-92 4.32 7.85 6.39 18.56
1992-93 3.78 7.82 3.01 14.60
1993-94 7.31 6.02 1.99 15.31
1994-95 5.58 6.32 1.08 12.98
1995-96 4.88 6.12 0.50 11.50
1996-97 4.80 6.00 1.47 12.27
1997-98 5.90 7.41 0.54 13.85
1998-99 6.09 7.76 1.94 15.78
1999-00 5.20 7.30 1.00 13.49
2000-01 6.26 7.16 0.51 13.93
2001-02 8.69 6.26 0.55 15.50
2002-03 10.43 4.75 3.59 18.78
2003-04[RE] 9.58 4.48 293 17.00

Source ( Basic Data) :Centre's Budget Documents

Centre: Some New Initiatives

3.18 Among others, three initiatives in
recent years by the central government are
guiteimportant. These can play asignificant
role in reversing the fiscal deterioration
witnessed since the late nineties. First, the
central government enacted a Fiscal
Responsibility and Budget Management
Act, 2003 (FRBMA). The Act requires the
central government to take appropriate
measures to reduce the fiscal deficit and
revenue deficit, so asto eliminate the latter
by 2007-08 and thereafter build up an
adequate revenue surplus. The target date
for this has since been modified to 31st
March, 2009 through the Finance Act, 2004.
In terms of the Rules made under the Act,
the fiscal deficit is required to be reduced
to 3 per cent of GDP by 31st March, 2009.
The enactment of the FRBMA provides an
institutional framework and binds the
government to prudent fiscal policies. For
this reason, it is important that the targets
set for the various fiscal parameters in the
Act and the Rules are not relaxed. Thiswill
set an examplefor the states also. Secondly,
the central government has brought about
pension reforms by introducing a new
pension scheme meant for new entrants to
government service. Although this scheme
may initially increase the expenditure on
pensions, as the centre will have to make
contributions to the pension fund, it will
prove to be beneficial in the long run.
Thirdly, the central government brought out
a debt swap scheme, which has benefited
the state governmentsand, in someway, also
the central government. The states have
been ableto swap their high cost debt to the
centre with low cost market borrowings.
These additional recoveries have enabled
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the centreto repay some of itsown high cost
debt to the NSSF, among others.

3.19 In summary, the following are the
main features in regard to the trends in the
finances of the centre:

1. After declining in the mid-nineties,
the fiscal deficit of the centre in
2001-02 was 6.2 per cent, only
marginally lower than its level in
1990-91. In 2003-04 RE and 2004-
05 BE, the fiscal deficit relative to
GDP has shown a decline.

2. Therevenue deficit relative to GDP
showsasimilar time profile. Having
risen to a historical peak of 4.4 per
cent, itisslated to comedown to 2.5
per cent of GDPin 2004-05 RE. The
ratio of revenue deficit to fiscal
deficit has been progressively
deteriorating until 2003-04 RE,
when it amounted to 75.6 per cent.

3. Although centre'sgrosstax revenues
fell from alevel of 10.3 per cent of
GDP in 1991-92 to 8.2 per cent in
2001-02, amounting to afall of 2.1
percentage points, it has started
improving since then.

4. The composition of central tax
revenues has progressively tilted
towards corporation tax and income
tax. The Union excise duties still
account for the single largest source
of tax revenue, amounting to about
36 per cent of centre's gross tax
revenues.

5. On the expenditure side interest
payments and pensions relative to
GDP increased during the period
under review, and the burden of
adjustment has mainly fallen on

capital expenditure, which fell by
about 2.2 percentage points during
2000-03 compared to average level
during 1990-93.

The central government has taken an
important step in enacting the FRBMA. It
is vital that the revenue and fiscal deficit
targets of the Act and the Rules are not
modified and the centre sets an examplefor
the states.

Trendsin Aggregate State Finances

3.20 State finances, in their aggregate
account, had only occasionally shown small
revenue deficits until 1986-87. From 1987-
88, state finances at the aggregate level have
always been in revenue deficit. The
magnitude of the deficit relativeto GDP has
also increased over the years since then, as
state after state, rich and poor, small and
large, special category and general category,
increasingly dlid into revenue deficit. Only
afew specia category states showed surplus
on revenue account, but this arose from the
composition of plan assistance, being ninety
percent in the form of grants, adding to
revenue receipts, although meant for capital
expenditure, and did not signify any fiscal
health.

3.21 As mentioned earlier, the six years
from 1997-98 to 2002-03, have been the
worst in the history of state finances. The
first half of this period, saw one of the
sharpest increases in the salary bill of state
government employees, when as shown
elsewhere in this Report, the average per
employee saary increased by closeto 60 per
cent in a span of three years. This was also
the period when central transfers, relative
to GDP, fell and states were engaged in
exemption-proliferating tax competition
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leading to a fall in the level of own tax
revenue relative to GDP.

3.22 Unable to adjust their expenditure
downwards, states depended more and more
on borrowing to finance their revenue
expenditures in a period when the nominal
interest rates hit a peak. While the states
finances smarted under these multiple
pressures, the economy, as discussed in the
preceding Chapter, went into a recession,
showing some of the lowest real and
nominal growth ratesin thefirst threeyears
of the new decade. The impact of these
changes, being felt in a short span of six
years, was swift and debilitating. In no other
stretch of six years of the fiscal history of
the states, hasthere been arise of more than
10 percentage points in the debt-GDP ratio
as the one, which occurred in this period
where the ratio of outstanding debt to GDP
increased from 21 per cent in 1996-97 to 31
per cent in 2002-03. We have analyzed
below, focusing on the period 1993-03, the
trends in state finances, in the aggregate as

well asin a comparative perspective across
states.

All-States: Contours of Fiscal
Imbalance

3.23 Welook at three indicators of fiscal
imbalance: revenue deficit, fiscal deficit,
primary deficit. Table 3.5 showsthat for the
states considered together the revenue
deficit as percentage of GDP, comparing the
averages over 2000-03 and 1993-96 was
higher by amargin of 1.9 percentage points,
and the fiscal deficit, by a margin of 1.5
percentage points. The primary deficit
relative to GDP had reached a peak in
1999-00, but has since evinced a decline.
Infact, in 1999-00, both revenue deficit and
fiscal deficit had reached apeak at 4.64 and
2.82 per cent of GDP, respectively. As
mentioned earlier, the outstanding debt to
GDP ratio increased from 21 per cent in
1996-97 to 31 per cent in 2002-03.
Comparing the average over 2000-03 with
that of 1990-93, the increase amounted to
about 9.4 percentage points.

Table 3.5

Aggregate State Finances. Alternative Deficit Indicators

(per cent of GDP)

Year Revenue Deficit Fiscal Deficit Primary Deficit Rev. Def. /Fisc Def. Debt./GDP
1993-94 0.45 235 0.52 19.05 21.79
1994-95 0.69 2.72 0.79 2555 21.40
1995-96 0.73 2.59 0.76 28.06 21.00
1996-97 131 2.77 0.90 47.37 21.00
1997-98 1.23 294 0.93 42,01 21.73
1998-99 2.61 431 224 60.48 23.02
1999-00 2.82 4.64 234 60.87 25.20
2000-01 2.61 4.16 1.69 62.60 27.42
2001-02 2.68 4.09 141 65.49 29.37
2002-03 2.29 3.94 1.14 58.09 31.15
Averages

1993-96[A] 0.62 2.55 0.69 24.22 21.79
2000-03[B] 253 4.07 141 62.06 31.15
[B]-[A] 1.90 151 0.72 37.84 9.36

Source (Basic Data): State Finance Accounts
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3.24 Theratio of owntax revenuesto GDP
for al statesfell from 5.3 percent to 4.9 per
cent in 1998-99 and was at 5.1 percent
in1999-00. There was a substantial
improvement in 2000-01 as most states
agreed to the implementation of floor rates
in sales tax and to reduce and rationalize
various exemptions. In 2002-03, the states
own tax revenues as percentage of GDP had
improved to 5.5 per cent. Comparing the
2000-03 average with that of 1993-96, there
was an improvement of 0.17 percentage
points. In the case of own non-tax revenues,
therehasbeen adownward dide. It fell from
1.6 per cent of GDP in 1993-94 to 1.2 per
cent in 2001-02. Comparing the 2000-03
averageto that of 1993-96 average, thereis
a fal of 0.3 percentage points in the own
non tax revenues of the states.

3.25 In the period under review, the
Finance Commission’s transfers relative to
GDP werethelowest in 1998-99 and 1999-

2000 at 2.4 per cent and 2.5 per cent
respectively. There has been an
improvement since. In the case of non-
Finance Commissions' transfers, the fall
was even moresignificant. In 1993-94, non-
Finance Commission transfers accounted
for about 2 per cent of GDP. These fell to
below 1.3 per cent in the period sine 1998-
99. Together, the Finance Commission and
non-Finance Commission transfersfromthe
centre fell by about 0.44 percentage points
comparing the 2000-03 average with that
of 1993-96. Taking these revenue flows
together, the aggregate revenue receipts of
the states as percentage of GDP were the
lowest in 1998-99 at 9.8 per cent.
Comparing thetwo period averagesof 1993-
96 and 2000-03, there hasbeen afall of little
less than 0.6 percentage
points in the total revenue receipts of the
states.

Table 3.6
Aggregate State Finances. Main Fiscal Indicators

( per cent of GDP)

Year Own Tax Own Non- Finance Non- Finance Total
Revenues Tax Revenues Commission Commission Revenue
Transfers Transfer sReceipts
1993-94 5.30 1.59 3.05 2.02 11.96
1994-95 5.31 155 2.86 155 11.27
1995-96 5.20 151 2.90 1.30 10.91
1996-97 5.01 1.47 2.94 1.29 10.71
1997-98 5.14 143 2.90 1.33 10.80
1998-99 4.93 1.26 244 117 9.81
1999-00 5.09 1.38 2.50 1.29 10.26
2000-01 5.46 1.37 3.02 1.20 11.04
2001-02 5.32 1.19 2.84 1.28 10.63
2002-03 5.52 1.23 2.80 1.22 10.77
Average
1993-96[A] 5.27 1.55 2.94 1.62 11.38
2000-03[B] 5.44 1.26 2.88 1.23 10.81
[B]-[A] 0.17 -0.29 -0.05 -0.39 -0.57

Source (Basic Data): State Finance Accounts
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Aggregate State Finances: Expenditure
Trends

3.26 Table 3.6 shows the main trends in
the all-state revenue expenditures focusing
on interest payments and pensions as well
as the aggregates of plan and non-plan
revenue expenditures. In contrast to the
trends in revenue receipts, almost all
expenditure categories show perceptible
increases during the period under review.
Theseincreasesare particularly sharpinthe
case of interest payments and pensions. As
far asinterest paymentsare concerned, these
rose from about 1.8 per cent in 1993-94 to
2.8 per cent in 2002-03 showing arise of 1
percentage point in a span of 10 years. In
the case of pensions also, there has been a
sharp rise. In 1993-94, relative to GDP,
pensions amounted to 0.6 per cent. These
roseto 1.24 per cent in 2002-03, showing a
rise of more than 100 per cent. Both these
heads of expenditure account for transfer

payments. With their claims rising in this
manner, the required adjustmentsled to fall
in plan revenue expenditure, which was at
thelevel of 2.2 per cent of GDPin 1993-94.
By 2002-03 it had falen to a level of 1.8
per cent.

3.27 Itison account of interest payments
and pensions that the total revenue
expenditureincreased from 12.4 per cent in
1993-94 to 13 per cent in 2002-03.
Comparing the period averages of 1993-96
and 2000-03, there has been arise of 1.34
percentage points of GDP. At the aggregate
level, total revenue expenditure of al the
states was at its lowest at 11.6 per cent of
GDP in 1995-96. Thereafter, it increased
steadily to reach alevel of 13.7 per cent in
2000-01, after which it came down to 13.1
per cent in 2002-03. The increase during
1998-2001 can be attributed to the large
increases in salaries and pensions due
to their revision following the

Table 3.7

Aggregate State Finances: Expenditurelndicators

(per cent of GDP)

Year Total Interest Pension Plan Non-Plan
Revenue Payments Revenue Revenue
Expenditure Expenditure Expenditure
1993-94 12.41 1.82 0.61 2.22 10.19
1994-95 11.96 1.92 0.63 2.06 9.91
1995-96 11.63 1.83 0.66 2.01 9.63
1996-97 12.02 1.87 0.72 2.10 9.93
1997-98 12.03 2.01 0.77 1.93 10.10
1998-99 12.41 2.07 0.93 1.99 10.43
1999-00 13.08 2.30 1.16 1.87 11.21
2000-01 13.65 2.48 1.24 191 11.74
2001-02 13.31 2.68 1.26 1.85 11.46
2002-03 13.06 2.80 1.24 181 11.24
Average
1993-96[A] 12.00 1.86 0.63 2.09 9.91
2000-03[B] 13.34 2.65 1.25 1.86 11.48
[B]-[A] 1.34 0.79 0.62 -0.24 157

Source (Basic Data): State Finance Accounts
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recommendations of the Fifth Central Pay
Commission. Within the overall revenue
expenditure, the non-plan component
increased steadily from 9.6 per cent in 1995-
96 to 11.7 per cent in
2000-01, after which it has been coming
down.

3.28 Among the factors that have
contributed to the deterioration of the state
finances, a reference must be made to
subsidies. Bulk of the subsidies provided by
the states is implicit rather than explicit.
Implicit subsidies arise when services are
provided at pricesthat do not recover costs.
Low user charges have been a universal
phenomenon. Budgetary support to the
power sector in particular has been an
important source of drain in states where
explicit subsidy for this purpose has been
provided for in the budgets. However,
several states do not provide subsidy, even
though electricity boards may be suffering
losses. Subventions received by the power
sector from the state governments are
estimated to be 32.8 per cent of commercial
losses in 2003-04, according to the Tenth
Plan document. A reform of the power
sector aimed at reducing losses will be an
important step in improving state finances.

3.29 The main trends relating to the
aggregate state finances, comparing the
average over 1993-96 with that of 2000-03
may be summarized as follows:

1. Revenue deficit of the states rose
from 0.62 per cent of GDP in 1993-
96 to 2.53 per cent in 2000-03,
implying an increase of 1.9
percentage points.

2. Fiscal deficit of the states increased
from 2.55 per cent during 1993-96
on average to about 4 per cent of

GDP, implying a rise of about 1.5
percentage points.

3. Within the period from 1996-97 to
2002-03, the debt-GDP ratio of the
statesincreased by amassive margin
of 10 percentage points of GDP,
rising from 21 per cent of GDP
in 1996-97 to 31.2 per cent in
2002-03.

4. The own tax revenues of the states
showed anincreasefrom 5.3 per cent
of GDP during 1993-96 on average
to 5.5 per cent during 2000-03. But
own non-tax revenues as also the
central transfersrelativeto GDPfell
during this period. The fall in
transfers was mainly on account of
non-Finance Comm-ission transfer.

5. On the expenditure side interest
paymentsand pensionsincreased. In
the case of interest payments, therise
amounted to 0.79 percentage points,
rising from 1.86 during 1993-96 to
2.65 during 2000-03. In fact, if only
end years 1993-94 and 2002-03 are
compared, theincreaseisaclear one
percentage point of GDP. Pensions
rose by 0.62 percentage points
comparing the averages for the two
periods under review.

State Finances: A Compar ative
Per spective

3.30 Inthissection, welook at therelative
performance of individual states in a
comparative perspective. For this purpose,
we havefocused on thefollowing variables:
own tax revenue, revenue and capital
expenditures, interest payments and
pensions, revenue and fiscal deficits, and
outstanding liabilities. Comparisons are
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made for two three-year period averages,
1993-96 and 2000-03. All variables are
taken as percentages to the respective
GSDPs of the states. States other than the
eleven special category states (SCS) are
referred to as the general category states
(GCYS). States of Uttar Pradesh, Madhya
Pradesh, and Bihar are taken as undivided
states for purposes of comparison for the
entire period.

Contours of Fiscal Imbalance: Inter-
State Comparison

3.31 As mentioned earlier, the aggregate
revenue account of the states went into
deficitin 1987-88. During the nineties, some
of theindividual stateswere still in revenue
surplus. Among the general category states,
Andhra Pradesh went into revenue deficit
in 1994-95, Gujarat and Haryana in 1995-
96, and Goa, at the top end of income scale,
also went into revenue deficit in 1997-98.
As shown in Table 3.8, the largest revenue
deficit on average during 1993-96 was that
of Orissaat 2.0 per cent of GSDP followed
by Punjab, Uttar Pradesh, and West Bengal .
The deficitsof these statesrose persistently.
In the period 2000-03, there were no states
of the general category showing arevenue
surplus. The magnitudes of their revenue
deficits were higher and their relative
position had also changed. The highest
revenue deficit relative to GSDP was now
that of West Bengal at 5.5 per cent followed
by Punjab, Orissaand Rgjasthan. Among the
special category states, Arunachal Pradesh,
Meghalaya, and Sikkim continued to show
a surplus. The deterioration in the case of
general category states, comparing the 2000-
03 average with that of 1993-96, was 2.33
percentage points of all-state GSDP of the
genera category states.

3.32 The difference between period
averagesof 1993-94 and 2000-03 showsthat
the largest deterioration in the revenue
deficit to GSDP ratio was that for West
Bengal followed by Orissa, Rgjasthan, and
Punjab. Thus, revenue deficit became high
relativeto GSDPfor highincome stateslike
Punjab, middle income states like West
Bengal, and low income states like Orissa.
In fact, the states which did not show any
perceptible deterioration during this period
were Bihar with an increase in the revenue
deficit to GSDP ratio of only 0.04
percentage point and Haryana with an
increase of 0.56 percentage point.

3.33 Table3.8 showsthat thefiscal deficit
among the general category states was the
highest during 1993-96 in the case of Orissa,
Rajasthan, Punjab, Uttar Pradesh, West
Bengal, and Andhra Pradesh. During 2000-
03, Orissa had become the highest fiscal
deficit state among the general category
states followed by West Bengal, Punjab,
Rajasthan, Gujarat, and Uttar Pradesh. The
average deterioration over these two periods
was the largest in the case of West Bengal
followed by Gujarat and Orissa.

Debt-GSDP Ratios: Compar ative
Position of States

3.34 Relative to all-State GSDP, as
shown in Table 3.9, the outstanding
liabilities had increased by nearly 12
percentage points from 1993-96 average of
24.86 per cent to the 2000-03 average of
36.7 per cent. Among the general category
states, Orissa had the highest debt-GSDP
ratio during 2000-03 at 63.7 per cent
followed by 47 per cent for Uttar Pradesh,
46.7 per cent for Punjab, 44.9 per cent for
Rajasthan, and 42.7 per cent for West
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Table 3.8

Compar ative Performance of States: Revenue and Fiscal Deficits

(Per cent of GSDP)

Revenue Account [Deficit (-)]

Fiscal Account [Deficit(-)]

States 1993-96[A]  2000-03[B] [B-A]  1993-96[C]  2000-03[D] [D-A]
Arunachal Pradesh 24.28 1.76 22551 1.48 -12.70 -14.18
Assam -0.01 -1.90 -1.88 -2.38 -373 -1.34
Himachal Pradesh -1.56 -7.28 -5.72 -6.70 -11.41 471
Jammu & Kashmir 456 -1.82 -6.38 -3.85 -8.28 -4.44
Manipur 6.07 -2.46 -8.53 -3.02 -6.06 -3.04
Meghalaya 3.32 0.84 -2.48 -3.20 -5.28 -2.08
Mizoram 753 -9.07 -16.60 -5.82 -17.79 -11.96
Nagaland -0.19 212 -1.93 -5.26 -7.97 271
Sikkim 8.10 11.30 3.20 -8.26 -3.42 484
Tripura 2,57 -0.61 -3.18 -4.04 -7.20 -3.15
Total: SCS 1.96 -2.53 -4.49 -3.64 -7.04 -3.40
Andhra Pradesh -051 -2.03 -1.51 -3.16 -4.57 -1.41
Bihar -1.83 -1.87 -0.04 -2.85 -452 -1.67
Goa 1.44 -2.44 -3.89 -2.30 -4.68 -2.38
Gujarat 0.10 -4.66 -4.75 -1.82 -5.74 -3.93
Haryana -0.75 -1.32 -0.56 -2.50 -3.69 -1.19
Karnataka -0.07 221 -2.15 271 -4.37 -1.65
Kerda -1.18 -4.17 -2.99 -3.32 -5.13 -1.81
Madhya Pradesh -0.61 -2.05 -1.44 -2.16 -3.94 -1.78
Maharashtra -0.09 -3.09 -3.00 -2.16 -4.12 -1.96
Orissa -2.00 -4.91 -2.91 -4.63 -7.84 -321
Punjab -1.88 -453 -2.66 -4.37 -6.14 -1.77
Rajasthan -1.09 -3.87 -2.78 -451 -6.05 -1.54
Tamil Nadu 071 -2.50 -1.78 -1.99 -3.75 -1.77
Uttar Pradesh -1.77 -2.98 -1.21 -4.04 -5.07 -1.03
West Bengal -1.53 -5.47 -3.95 -3.18 731 -4.13
Total: GCS -0.86 -3.19 -2.33 -2.93 -4.97 -2.04
All States -0.72 -3.15 -2.43 -2.96 -5.08 -2.12

Source (Basic Data): State Finance Accounts

Bengal. The highest deterioration during the
period under review was that for Orissa at
27.5 percentage points followed by West
Bengal at 19.5 percentage points, Gujarat
at 16.9 percentage points, and Rajasthan at
16.6 percentage points.

3.35 Thespecial category stateshad ahigh
debt-GSDP ratio during 1993-96, the
highest being that for J&K at 58 per cent,
followed by 53.7 per cent for Sikkim. These
ratios also increased sharply during the late
1990s. During 2000-03, the debt-GSDP

ratio for Mizoram wasas high as 85 per cent
followed by 63.2 per cent for Sikkim, 61.8
per cent for Himachal Pradesh 56 per cent
for J&K and 54.8 per cent for Arunachal
Pradesh. The largest deterioration,
comparing the period averages under
review, wasfor Mizoram at 32.3 percentage
points of its GSDP, followed by 19.8
percentage points, for Himachal Pradesh
and 18.3 percentage points for Arunachal
Pradesh, relativeto their respective GSDPs.

Table3.9
Outstanding Debt Relativeto GSDP: State-wise Position
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(Per cent) exceptions in terms of individual states,
States 1993-96[A] 2000-03[B] Col.[B-A] where the tax-GDP ratio declined in terms
Arunachal Pradesh 36.48 54.82 1834 of their 2000-03 averages are Goa,
Assam 31.40 34.75 3.35
Himachal Pradesh AL o5 6179 1984 Karnataka,_ Keral.a, and West Bengal,
Jammu & Kashmir 58.01 55.99 202  athoughwhilethefirst threewent from high
ma”LF;Jf gjig ‘3‘;22 13-;2 to less high, West Bengal had a somewhat
a . . . . .
Moo £305 w20 aron  lower tax-GSDP ratio even in the 1993-96
Nagaland 42.71 49.91 7.20 period. Among the SCS group, only
Sikkim 53.65 63.24 9.59 - o
Tripura 38,77 3811 e Me_lnl pur has shown a decline in tax-GSDP
ratio.
Total:SCS 39.68 4717 7.48
Andhra Pradesh 21.86 29.93 8.07 Table 3.10
Bihar 36.80 44.35 7.55 Own Tax Revenues: Compar ative
Goa 41.64 33.54 -8.10 Performance of States
Gujarat 21.07 37.92 16.85
Haryana 19.85 28.02 8.17 Average OTR/GSDP (%) Buoyancy
Karnataka 19.62 27.27 7.65
Korln 797 %758 103 States 1993&3 2000?;? [B-A] 1993-03
Madhya Pradesh 19.95 30.42 10.47
Maharashtra 15.63 27.11 11.48 Arunachal Pradesh 0.55 1.47 0.91 2.543
Orissa 36.21 63.68 27.47 Assam 3.69 458 0.90 1.326
Punjab 34.55 46.66 12.10 Himachal Pradesh 4.87 5.08 0.21 1.043
Rajasthan 28.28 44.88 16.60 Jammu & Kashmir 311 451 1.40 1.443
Tamil Nadu 18.87 26.16 7.29 Manipur 144 121 -0.23 0.842
Uttar Pradesh 33.94 46.94 13.00 Meghalaya 3.02 326 023 1.089
West Bengal 23.26 42.73 19.47 Mizoram 0.59 0.97 0.38 1.608
- Nagaland 1.18 1.19 0.01 0.980
Total: GCS 24.12 36.06 11.94 Sikkim 3.44 458 115 1.303
All States 24.86 36.65 11.79 Tripura 1.95 2.19 0.24 1.105
Sour ce (Basic Data): State Finance Accounts Total:SCS 3.30 396 0.66 1.226
. . Andhra Pradesh 5.90 7.30 1.40 1.271
Compar ative Performance of States: Bihar 371 446 075 1290
Own Tax Revenues Goa 7.91 6.46 -1.45 0.806
) o ) ) Gujarat 7.51 7.71 0.20 1.010
3.36 The single positive feature in this  Haryana 722 830 109 1205
- : : Karnataka 8,53 833 -019  0.969
o_thermse depressing narrative of sta;e Kordla 815 811 031 0946
finances was the performance of states in Madhya Pradesh 491 645 153  1.452
regard to their own tax effort. Table 3.10 géhafasmfa g-gg ;;‘15 ig iégé
. . rssa . . . .
shows that the tax-GDP ratio increased,  pynjan 688 713 025 1061
considering the two period-averages over Rgjasthan 550 648 098 1231
Tamil Nadu 8.40 900 060  1.110
199:_% 96 and 2000-03, for the groups of Uttar Pradesh 476 ce8 112 1318
special category and general category states, West Bengal 5.46 426 -120  0.690
and all the individual states except a few. Total: GCS 626 695 069 1143
The overall increase over the period- All States 612 679 067 1141

averages under review for the states as a
whole was 0.67 percentage points for all
statesrelativeto theall-state GSDP, 0.66 for
the SCSand 0.69 for the GCS group, relative
to their respective group-GSDPs. The only

Source: State Finance Accounts

3.37 During 2000-03, the highest tax-
GSDP ratio was that for Tamil Nadu at 9.0
per cent of GSDP, and the lowest for West
Bengal at 4.26 per cent, among the general
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category states. Chart 3.2 shows the tax-
GSDP ratios of the general category states
along with Assam. States are arranged in
ascending order of per capita comparable
GSDP (average over 1999-2002). A
logarithmic trend line has a so been shown.
The pattern does show a positive
relationship, and would have been even
better, but for the exceptions of Punjab and
Goaat the higher income end, West Bengal,
in the middle range, and Assam and Bihar,
at the lower per capita GSDP end. These
states, in terms of the tax-GSDP ratio have
performed below the par set by other states
in their neighborhood in terms of the level
of per capita GSDP.

3.38 Table 3.10 shows the buoyancy of
own tax revenues of the states with respect
to their respective per capita GSDPs, which
indicates the extent of increase in own tax

revenues following a one per cent change
in per capita comparable GSDP, taking the
latter as a macro indicator of the tax base.
The tax-buoyancy has been estimated over
the period 1993-2003. If the states with a
low tax-GSDP ratio have a high buoyancy,
they would find improvement in their tax-
GSDP ratios over time. If the tax-buoyancy
islessthan 1, thetax-GSDPratio would fall
over time. Subject to adjustment for levels
of per capita GSDPs, it would be desirable
if states at the lower end of the chart show
higher buoyancy. In this sense, the states at
thelower to middleincomeranges, with the
exception of West Bengal, do show an
improving picture.

Compar ative Performance of States:
Expenditures

3.39 In respect of revenue expenditures
relative to GSDP levels, comparing

10.00

Chart 3.2
State’'s Own Tax Revenues Relative to GSDP (2000-03)
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averages over the two periods, viz., 1993-
96 and 2000-03, Table 3.11 showsageneral
upward trend. The corresponding ratio for
capital expenditure, however, shows a
changeinthereversedirection. For the SCS
group, thereisanincrease of 1.4 percentage
points between the two period averages.
Among the general category states, the
largest increase in the ratio of revenue
expenditure to GSDP are in respect of
Gujarat (5.9 per cent) and Orissa (5.7 per
cent). The stateswhere thisincreaseisleast
are Goa (0.1 per cent) and Haryana (0.4 per
cent). The main reason for the increase in
revenue expenditureinrelationto GSDP can
be attributed to the increasesin salariesand
pensions during the period as well as on
account of an increasing debt servicing
burden.

3.40 Looking at the levels of revenue
expenditures relative to GSDP, the average
for 2000-03 indicatesthat for the SCS group

theratioisabout 10 percentage points higher
than that for the general category states. In
thisgroup, Orissahasan exceptionally high
ratio at 22.2 per cent. At the lower end, we
have Haryana at 13.5 per cent and
Maharashtraat 14.1 per cent, which arethe
only states below 15 per cent.

341 Expectedly, the increase in revenue
expenditure has led to a fall in capital
expenditure with special category states
displaying the larger reduction in capital
expenditure to GSDP ratio between
1993-96 and 2000-03, comparing group to
group. In the GCS group, Orissa has the
highest level of capital expenditure at 3.2
per cent in 2000-03 while Kerala has the
lowest at 1.1 per cent.

3.42 Table 3.12 shows comparisons over
the two period-averages under review for
two other important ratios, namely, interest

Table 3.11
States: Comparative Trendsin Expenditure

(Per cent of GSDP)

Revenue Expenditure

Capital Expenditure

States 1993-96[A] 2000-03[B] [B-A] 1993-96[C] 2000-03[D] [D-A]
Andhra Pradesh 13.47 15.56 2.08 3.87 2.93 -0.94
Bihar 16.50 18.11 1.60 1.04 2.67 1.63
Goa 17.11 17.25 0.13 3.86 2.33 -1.54
Gujarat 12.52 18.37 5.85 237 243 0.06
Haryana 13.06 13.45 0.39 2.33 252 0.18
Karnataka 13.96 15.33 1.36 3.08 244 -0.64
Kerda 14.93 16.11 1.18 2.23 1.07 -1.16
Madhya Pradesh 13.29 16.74 345 1.90 237 0.47
Maharashtra 10.68 14.10 342 2.56 1.47 -1.09
Orissa 16.49 22.22 5.74 2.83 3.23 0.40
Punjab 12.75 15.33 2.59 2.65 211 -0.54
Rajasthan 15.43 18.06 2.63 3.89 2.30 -1.59
Tamil Nadu 13.95 15.60 1.66 1.85 151 -0.34
Uttar Pradesh 14.28 16.78 2.50 2.63 2.23 -0.40
West Bengal 11.80 15.02 3.23 1.78 194 0.16
General Category 13.33 16.05 2.72 251 212 -0.38
Special Category 26.27 27.66 1.40 571 4.69 -1.03
All States 13.94 16.67 272 2.66 2.26 -0.40

Source: State Finance Accounts
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payments relative to total revenue receipts
and pension expendituresrelativeto GSDP.
In the absence of adequate availability of
non-debt resources, many states relied on
increased borrowing to finance the upward
revision of salary scalesand pensionsduring
1997-2000. Consequently, the debt
servicing burden of states astypified by the
interest paymentsto TRRratio hasincreased
to unsustainable levels. Among SCS group,
IP-TRR ratio is the highest for Himachal
Pradesh at 28.8 per cent during 2000-03.
Thisstate hasregistered the largest increase
in thisratio at 12.9 percentage points over
1993-96. The increase in debt servicing
burden has affected the GCS group more
than the special category states. West
Bengal hasregistered the largest increase
in IP-TRR ratio in 2000-03 over 1993-96

at 24.0 percentage points. As a
consequence, itsIP-TRR ratio at 44.3 per
cent during 2000-03 is the highest among
all states. Punjab follows next at 38.5 per
cent. A consistently high level of thisratio
for this state during the nineties is
reflected by the fact that its IP-TRR ratio
was the highest at 32.1 per cent during
1993-96. Orissa and Rajasthan have also
shown large increases in their IP-TRR
ratios at 13.5 and 13.2 percentage points,
respectively between the two periods.
During 2000-03, Karnataka, undivided
Madhya Pradesh, and Tamil Nadu have
displayed lower levels of the IP-TRR
ratios at about 18 per cent.

3.43 The phenomenal growth of pension
liabilities consequent upon the revision of

Table 3.12

State Expenditure Trends: Compar ative Profile

(Per cent of GSDP)

Int. Payment/TRR

Pension Exp./GSDP

States 1993-96[A]  2000-03[B] [B-A]  1993-96[C]  2000-03[D] [D-A]
Andhra Pradesh 14.07 22.37 8.30 1.01 1.49 0.48
Bihar 21.78 24.92 3.14 1.01 2.82 1.82
Goa 14.21 19.50 5.29 0.55 1.28 0.74
Gujarat 15.18 24.59 9.41 0.60 1.25 0.65
Haryana 15.26 23.35 8.09 0.54 1.10 0.56
Karnataka 12.08 18.07 6.00 0.92 1.42 0.50
Keraa 17.61 27.34 9.73 172 2,57 0.85
Madhya Pradesh 13.34 18.36 5.02 0.67 1.17 0.50
Maharashtra 11.93 20.75 8.82 0.36 0.88 0.52
Orissa 22.39 35.85 13.46 0.68 2.21 153
Punjab 32.13 38,51 6.38 0.64 1.62 0.98
Rajasthan 17.38 30.57 13.19 0.73 1.01 1.18
Tamil Nadu 11.98 18.61 6.63 0.93 2.11 1.19
Uttar Pradesh 22.30 28.27 5.97 0.54 121 0.67
West Bengal 20.34 44.33 23.98 0.61 1.44 0.83
General Category 16.70 25.40 8.70 0.72 151 0.80
Special Category 13.41 16.98 3.57 1.11 2.39 1.28
All States 16.37 24,57 8.20 0.73 1.56 0.83

Source: State Finance Accounts
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pay scales, shows, as indicated by Table
3.12, that during 2000-03, pension liabilities
as a percentage of GSDP were higher than
the corresponding average over 1993-96 by
1.28 percentage point for the general
category statesand by 0.8 percentage points
for the special category states. During 2000-
03, pension expenditures relative to GSDP
varied from 1 per cent to 3 per cent across
all states. Among the general category states,
the increase in terms of percentage points,
in the ratio of pension expenditures to
GSDP, was the highest for undivided Bihar
(1.82), Orissa (1.53), Rajasthan (1.18) and
Tamil Nadu (1.19).

3.44 In summary, in the context of
evaluating the comparative performance of
states in a period when they had to face the
impact of the salary and pension revisions
and other macroeconomic developments,
some major features, comparing 1993-96 to
2000-03 averages, may be highlighted as
below:

1. The revenue deficit to GSDP ratio,
over the period, showed the largest
increase for West Bengal, followed
by Orissa, Rajasthan and Punjab.
Bihar showed theleast deterioration.
In the case of fiscal deficit also, the
largest deterioration was for West
Bengal, Punjab, Rajasthan, Gujarat,
and Uttar Pradesh. Thislist of states
doesindicate that the level of GSDP
alone was not responsible for the
deterioration and other aspects of
fiscal management may have been
important.

2. During 2000-03, among the general
category states, Orissa had the

highest debt-GSDP ratio at 63.7 per
cent, followed by Uttar Pradesh at
47 per cent, Punjab at 46.7 per cent,
Rajasthan at 44.9 per cent, and West
Bengal at 42.7 per cent.

3. During 2000-03, the highest tax-
GSDP ratio wasfor Tamil Nadu at 9
per cent of GSDP, and the lowest for
West Bengal at 4.26 per cent. The
level of GSDP does show a positive
impact on the tax-GSDP ratio, but
Goaand Punjab at the higher income
end, West Bengal in the middle
income range, and Assam and Bihar
at the low income end show lower
performance than what might be
expected if the per capita GSDP was
taken as a determinant.

4. In terms of revenue expenditure
relativeto GSDP, comparing thetwo
period averages, thelargest increases
arethosefor Gujarat and Orissa, and
the lowest increases are for Goaand
Haryana.

5. Intermsof pension expenditures, the
largest increase relative to GSDP,
comparing the two period-averages,
arefor Bihar, Orissa, Rgasthan, and
Tamil Nadu.

The presence of several high and middle
income states in several indicators of
performance, which have shown
deterioration, doesindicate that whilerobust
resource bases are important for fiscal
health, the quality of fiscal management is
also equally important.

Concluding Observations
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3.45 We have seen that the period during
1997-98 to 2002-03 , the finances both of
the central and the state governments
suffered serious adverse effects due to one
time events like the increase in salaries and
pensions and macroeconomic factors that
affected interest rates and growth rates. Ina
way, the states finances suffered a larger
shock because they had by far alarge base
of government employees, faced higher
interest ratesincluding those charged by the
central government, and also partook in
sharing the impact of afall in centre’s tax-
GDP ratio, which had resulted in a
noticeable fall in the level of transfers. In
fact, the lower than expected growth during
2000-03 resulted inlessthan anticipated tax
devolution in the first three years of the
award period of the Eleventh Finance

Commission.

3.46 Itisworthtaking note of thefact that
government finances and macroeconomic
performance should not be viewed in
isolation but rather as interdependent and
integrally linked. In away, by nursing large
revenue deficits, the centre and the states
contributed to a fall in the aggregate
government savings to GDP ratio which,
although partially compensated by arisein
the households savings relative to GDP set
in motion avicious cycle of falling growth
rates, decreasing transfers, increasing
borrowings, rising interest payments, and
worsening revenue deficit. We have
examined these issues in the next Chapter,
in the context of macroeconomic stability
and the need for restructuring government
finances.

00



Chapter 4

Restructuring Public Finances

4.1 This Commission has been asked
under clause 5 of the TOR to “review the
state of finances of the Union and the States
and suggest a plan by which the
Governments, collectively and severally,
may bring about arestructuring of the public
finances restoring budgetary balance,
achieving macroeconomic stability and debt
reduction along with equitable growth”. A
similar term of reference, addressed for the
first time to the Eleventh Finance
Commission (EFC), had made reference to
budgetary balance and macroeconomic
stability. The plan for restructuring is now
required to also address the objectives of
debt reduction and equitable growth.

4.2 Some other parts of the TOR have a
bearing on the plan for restructuring. Para
6(iv) makes reference to the “...objective
of not only balancing the receipts and
expenditure on revenue account of all the
States and the Centre, but also generating
surpluses for capital investment and
reducing fiscal deficit”. Para 6(Vv)
emphasizesthe need for raising thetax-GDP
ratio for the centre and tax-GSDP ratios for
the states. In the context of debt reduction,
Para 9 stipulates that corrective measures
in regard to states' debt may be suggested,
consi stent with macroeconomic stability and

debt sustainability. We have endeavoured to
develop an integrated framework for
restructuring public finances to address
these interrelated objectives.

4.3 Referring to the issue of budgetary
imbalance, the EFC had observed that
revenue deficits have become ‘malefic
fixtures' inthe central and state budgetsand
that a restructuring of public finances was
called for to steer public financesaway from
the ‘self-perpetuating spiral of debt and
deficit’. The EFC went on to draw up afiscal
adjustment programme for the central and
the state governments that was meant to
eliminate revenue deficit of the states and
reduce centre’s revenue deficit to 1 per cent
of GDP by 2004-05. The overall fiscal
deficit target was set at 6.5 per cent of GDP
with centre's target being 4.5 per cent, and
that for the states, 2.5 per cent. The
combined debt to GDP ratio was to be
reduced to 55 per cent. Theratio of interest
payment to revenue receipts for the centre
was targeted to be brought down to 48 per
cent within a period of five years and to 35
per cent in the long run. The target for the
states in this case was set at 18 per cent.

4.4 The fiscal adjustment called for
achieving these targets required raising the
combined tax-GDP ratio to 17.7 per cent
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with centre'stax-GDPratio at 10.3 per cent.
Theaggregate revenuereceiptsto GDPratio
in the EFC’s plan for restructuring were to
be brought close to 20 per cent. On the
expenditure side, with reference to the
combined revenue expenditure, areduction
of 2.37 percentage points of GDP was
planned with a corresponding increase in
capital expenditures of amarginally higher
magnitude. Evidently, there has been
considerable dlippage in achieving these
targets by both levels of governments.
Although the 2004-05 accounts data would
become available only later, as per 2002-03
data, the combined revenue deficit of the
centre and states was about 6.7 per cent and
the debt-GDP ratio was about 76 per cent
of GDP [1]. While failure in achieving the
stipulated targets to some extent was due to
deficiency in revenue effort and slackness
in expenditure control, there was also a
slowdown in economic growth during the
first threeyears of the EFC reference period.
Thenominal growth ratesin respect of GDP
at current market prices in the four years
during 2000-01 to 2003-04 were 7.9, 9.2,
8.2 and 12.3 per cent. The EFC had assumed
atrend nominal growth rate of 13 per cent.
If centre’sfiscal deficit finally turns out, as
estimated in the budget for 2004-05, to be
4.4 per cent of GDP, it would befractionally
lower than what was stipul ated by the EFC.

4.5 There has been some notable
improvement in the institutional
environment that can support fiscal reforms.
The central government has enacted aFiscal
Responsibility and Management Act
(FRBMA) in 2003, which had, under its
rules, set the target for eliminating revenue
deficit by 2007-08, and reducing fiscal
deficit to 3 per cent of GDP. The July 2004

budget has ensured that the target year is
shifted to 2008-09.. The states of Karnataka,
Kerala, Tamil Nadu, Punjab, and Uttar
Pradesh have enacted fiscal responsibility
legislations. Many states have drawn up
their medium term reform programs with
specific monitorable targets in the context
of theMedium Term Fiscal Reform Facility
instituted on the basis of EFC’s
recommendations. We note that these
changes are likely to contribute to more
effective and transparent fiscal
management.

4.6 Restructuring public finances aimed
at macroeconomic stabilization and
achieving revenue account balance requires
a broad analytical framework. The impact
of the size and composition of government
expenditure on growth, inflation, interest
rate and the external account has to be
considered in a framework that takes into
account relevant inter relationships and
feedbacks. The structure of public finances
relates, apart from other features, tothe size
and composition of expenditure.
Government expenditure as a proportion of
GDP is smaller in India in comparison to
many other countries. Getting theright size
and the right composition of government
expenditure with a view to facilitating
achievement of highest attainable growth
rates, and meeting governments’ social
obligationsincluding poverty reduction and
provision of health and education should be
considered integral to any plan for
restructuring public finances. Thisrequires
increasing public spending in social and
economic infrastructure for accelerating
growth while reducing the overall fiscal
imbal ance.
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Views of the Central and State
Governments

4.7 In their memoranda as also in their
discussionswith the Commission, most state
governments have acknowledged the need
for restructuring public finances. Some
states have suggested that monitoring of the
progress of restructuring should be done by
an independent agency and not by the
central government. Several specific
suggestions were made by them. Some of
the more commonly expressed suggestions
are listed below.

(i) Inregardto plan assistance, the states
have suggested that the grant-loan
ratio in the case of general category
states be modified from the present
30: 70to 50:50. In some suggestions,
the ratio of 70:30 has also been
suggested. In the case of the special
category states, the suggestion in
some cases is to raise the grant
component to 100 per cent instead
of the present 90:10 ratio;

(i1) Inlending by the central to the state
governments, afloating interest rate
should be used, and the states should
be allowed greater access to the
market;

(iii) All centrally sponsored schemes
should to be transferred to the states
along with funds;

(iv) The distinction between plan and
non-plan expenditure should be
abolished as it leads to unbalanced
prioritization of financial resources
that ignores the need for
maintenance expenditures;

(V) Inthe State Fiscal Reform Facility,

there should be no withholding of
assessed gap grants;

(vi) There is a need to restructure state
level public enterprises;

(vii) Following the constitutional
amendments regarding rural and
urban local bodies, there has been
greater demand for resources by
them, and states have come under
tremendous financial pressure. Any
restructuring should take a view
covering all the three tiers of
governments.

(viii) Review of tax assignment should
includethe assignment of servicesto
the states.

4.8 The central government, in its
memorandum, referred to the report of the
Task Force appointed in the context of the
FRBMA, which has a bearing on issues
related to restructuring of central finances.
The Task Force has recommended a path of
adjustment that emphasizes a revenue-led,
front loaded fiscal consolidation, which
augments capital expenditure relative to
GDP. Similar views are also expressed in
thefiscal policy strategy statement brought
out along with the 2004-05 budget as
required under the FRBMA. Informulating
our programme for restructuring of public
finances, we have taken note of the views,
both of the central government and the state
governments.

Growth and Macroeconomic Stability

4.9 Macroeconomic stability refersto the
capacity of the economy to keep close to
levels of output consistent with full
employment while inflation is also
contained within acceptable limits. In
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practice, there may be structural rigidities
that keep the economy below full
employment on along term basis. | ssues of
stabilization are, therefore, considered with
reference to growth of ‘potential’ or trend
levels of output. Measurement of potential
output requires that cyclical variations are
removed to identify thelevel of output along
itslong term path. In aperiod of recession,
real output may fall below potential outpui.
In a period of expansion, inflation may
exceed itslong term levels. Both departures
constitute athreat to stability. The objective
of stabilization is to keep the economy
growing close to its long term growth path
while also keeping the inflation rate within
acceptable limits.

4.10 In a stable situation, the economy
would have a built-in capacity to return to
its long term path. In the context of fiscal
policy, this capacity is provided by
automatic stabilizers. Automatic stabilizers
exist if the structure of public finances is
such that the responsiveness of taxes is
larger than that of expendituresfollowing a
change in nominal output. Thus, in an
inflationary situation, taxes will withdraw
more from the expenditure stream than what
increased government expenditures would
put in, and there will be anet contraction in
aggregate expenditures, thereby dampening
the cycle. In a recessionary situation,
government expenditures contribute more
to the expendituresthan taxation withdraws,
thereby reducing the impact of recession. If
automatic responses are not adequate,
discretionary fiscal interventions are called
for to bring about stabilization. The Reserve
Bank of India[2] in its Report on Currency
and Financefor 2001-02, had estimated that
the elasticity of receipts of the combined
government sector is 1.07 whereas that for

combined non-interest expenditure is 1.06.
Since the difference in the two response
coefficients is small, automatic stabilizers
in India may be weak. Effective
discretionary action isthereforerequired for
stabilization.

4.11 In considering the issue of growth
with stabilization, thereisaneed to examine
(8) whether potential output along itsgrowth
path remains persistently below full
employment levels, and (b) whether actual
output in any given year is above or below
the growth path of potential output. In both
cases, the structure of public finances and
the management of fiscal policy havearole
to play. When the long run growth path is
below full employment levels, itisdesirable
to design public finances to remove the
structural constraints such as supply
bottlenecks and bring potential output closer
to full employment levels. In this context,
the structure of government expenditure,
particularly the share of capital expenditure
and its allocation becomes important. In
regard to the second issue, in achieving
stabilization, the management of aggregate
government demand in response to the
cyclical movements of potential output
along its growth path becomes relevant.

412 Themanner of financing government
expenditures also affects stabilization and
growth. Governments have to resort to
borrowing, i.e. fiscal deficit to the extent
their expenditures are not covered by the
revenue and non-debt capital receipts.
Excessive dependence on domestic market
borrowing can push theinterest rates, while
excessive dependence on borrowing from
the central bank can unduly accelerate the
inflation rate. The use of external borrowing
under certain circumstances can put pressure
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on the exchange rate. Fiscal deficit also
needs to be viewed as consisting of two
components: a structural or long term
component and a cyclical component
reflecting deviation from the long run
average. The cyclical or the temporary
component of fiscal deficit may be used to
stabilize fluctuations around the trend
growth of output. Fiscal deficits in India
are pre-dominantly structural in nature and
the cyclical component is small in
magnitude [3].

4.13 Ouir fiscal reform strategy centerson
growth. Growth depends, among other
factors, on the rate of investment which, in
turn, depends on the saving rate. The saving
rate depends, among other factors, on
government’s revenue deficit, which
amounts to government’s net dis-saving. In
other words, the aggregate saving rate,
consisting of the saving rate of the
household sector, the private corporate
sector, and the government sector, remains
less than what is potentially achievable as
long as government is contributing
negatively, i.e., drawing upon the saving of
the private sector to finance consumption

expenditure. Wereview below thelong term
profile of growth, as well as that of the
saving-investment rates, focusing on the
experience of the nineties, with a view to
highlighting the deleterious effects of
government dis-savings on growth.

4.14 Chart 4.1 depicts the growth rates
derived of trend levels of output along with
actual annual growth of GDP at factor cost
at constant 1993-94 prices from 1950-51 to
2002-03. The analysis is with reference to
GDP at factor cost with aview to focusing
on the performance in respect of growth of
output. Indirect taxes net of subsidies are
fiscal instruments that take GDP at factor
cost to GDP at market prices. The trend
growth has been estimated by using a
statistical filter [4]. Chart 4.1 shows that a
long term cyclical path has been followed
by output where the trend growth fell from
a little below 4.5 per cent to about 3.3 per
cent inthe early seventies, after which there
wasarisebringing thetrend growthtolevels
above 6 per cent in the mid-nineties. It is
the fall in the trend growth rate to below 5
per cent since then that should be our
primary current concern.

12.0

Chart 4.1
Growth Rates of Actual and Trend GDP at Constant Prices
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4.15 It may aso beseenthat theamplitude
of variation from trend growth rate hascome
down in the late nineties. A corresponding
analysis of actual and trend inflation rates
indicates that the trend inflation rate during
1999-00 to 2002-03 has come down
marginally below 5 per cent, although actual
inflation rate was even lower remaining
below 4 per cent. These clearly were signs
of recession that had continued until 2002-
03. Table4.1 givestheactual, trend, and the
residual componentsof growth andinflation
from 1990-91 to 2002-03. Following the
strong recovery of agriculture in 2003-04
and the upturn in industry in both 2003-04
and 2004-05, the overall growth rate during
2003-04 and 2004-05 is estimated to be
above 8 per cent and 6 per cent, respectively.

To achieve agrowth rate of above 7 per cent
on asustained basis, theinvestment rate has
toincreaseto levelsequal to or above those
achieved inthemid-nineties. The saving rate
also has to go up correspondingly.

416 Table4.2givesthesaving rate of the
household, private corporate, and the public
sector. Table 4.3 provides the rate of gross
domestic investment for private and public
sectors. Looking at the public sector saving
rate, it is clear that it became negative in
1998-99 and the magnitude of negative
savings went on increasing until 2001-02.
Within it, dis-saving of the government,
consisting of administrative and
departmental enterprises showed a sharp
deterioration from 1.7 per cent of GDP in

Table 4.1

Growth and Inflation Rates: Trendsand Actuals
(per cent)
Year Actual Trend$ Deviation Actual Trend Deviation
growth in growth in from trend inflation inflation from trend
output* output growth ratex* rate inflation rate
1990-91 5.57 5.83 -0.26 10.50 9.65 0.85
1991-92 1.30 5.90 -4.60 13.81 9.46 4.35
1992-93 5.12 5.98 -0.86 8.72 9.15 -0.43
1993-94 5.90 6.06 -0.16 9.59 8.75 0.84
1994-95 7.25 6.10 1.15 9.43 8.27 1.16
1995-96 7.34 6.08 1.26 9.03 7.75 1.28
1996-97 7.84 6.00 1.84 7.44 7.21 0.23
1997-98 4,79 5.85 -1.06 6.67 6.68 0.01
1998-99 6.51 5.66 0.85 7.94 6.17 1.77
1999-00 6.06 5.45 0.61 3.94 5.70 -1.76
2000-01 4.37 5.21 -0.84 3.49 5.30 -1.81
2001-02 5.78 4,98 0.80 3.88 4,98 -1.10
2002-03 3.98 4.74 -0.76 3.46 472 -1.26

Sour ce (Basic Data):National Accounts Statistics
* Qutput refersto GDP at factor cost.

** |nflation refersto implicit price deflator of GDP at factor cost.
$ Trendiscalculated using Hodrick-Prescott filter covering 1950-51 to 2002-03 data.
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1996-97 to 6.2 per cent in 2001-02. The
aggregate saving rate had peaked in 1995-
96 at 25.2 per cent. In 1998-99, it reached
its lowest level in recent years at 21.5 per
cent. Correspondingly, the investment rate
had peaked in 1995-96 and reached its
lowest level in recent years at 22.6 per cent
in 1998-99. The three years in the mid-
nineties provide some evidence for the kind
of saving and investment rates required for
a 7 plus growth. The three years covering
1994-95 to 1996-97 had an average
investment rate of about 26 per cent and
domestic saving rate of about 24.7 per cent.
In contrast during 2000-01 to 2002-03, the
investment rate on average was 23.6 per cent
and the average saving rate was 23.8 per
cent. There has been a persistent fall in
public investment in the nineties. The rate
of gross domestic capital formation in the
public sector fell from an average of 10.1

per cent of GDP during 1985-1990t0 5.7 in
2002-03. Since private investment was
increasing up to the mid-nineties, it made
up for the fall in the public sector
investment. However, after 1995-96, the
private corporate sector investment alsofell.

4.17 Therearefour main featuresthat can
be highlighted in comparing the growth-
saving-investment profile of the mid-
nineties with that of the first three years of
the new decade.

i. In the mid-nineties, the average
growth of GDP at factor cost was 7.5
per cent per annum, which fell to an
average of 4.7 per cent during
2000-03;

ii. The public sector saving rate fell
during this period from an average
level of 1.8 per cent to -2.3 percent
of GDP, amounting to a fall of 4.1

Table4.2
Gross Domestic Saving at Current Pricesas per cent of GDP
(per cent)
Year House- Private Private Public Total
hold corporate Sector Sector (4+5)
Sector (2+3)

1 2 3 4 5 6
Average (1985-86 to 1989-90) 16.03 1.96 17.99 2.39 20.38
1990-91 19.33 2.67 22.00 1.10 23.10
1991-92 16.96 311 20.07 1.97 22.04
1992-93 17.51 2.67 20.18 1.59 21.77
1993-94 18.42 3.48 21.90 0.63 2253
1994-95 19.68 3.48 23.16 1.66 24.82
1995-96 18.19 4.93 23.12 2.03 25.15
1996-97 17.05 4.47 21.52 1.67 23.19
1997-98 17.63 4.17 21.80 1.33 23.13
1998-99 18.77 3.74 2251 -0.99 21.52
1999-00 20.88 4.35 25.23 -1.04 24.19
2000-01 21.93 4,12 26.05 -2.31 23.74
2001-02 22.74 3.46 26.20 -2.75 23.45
2002-03 22.65 341 26.06 -1.85 24.21

Source (Basic data): National | ncome Accounts, CSO
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percentage points,

lii. The public sector investment fell by
1.9 percentage points from an
average level of 7.8 percent of GDP
to 5.9 per cent and the overall
investment rate fell by 2.2
percentage points from an average
level of 25.8 per cent to 23.6 per cent.
The corporate investment fell from
a high of 9.8 per cent of
GDP in 1995-96 to 4.8 per cent in
2002-03;

iv. The excess of gross domestic
investment over gross domestic
saving between the two periods,
showing the extent of reliance on
current account deficit, fell from 1.4
percentage pointsto -0.2 percentage

points.

4.18 For increasing and sustaining the
growth rate at 7 per cent, an aggregate
investment rate of 28 percent isrequired on
the assumption that theincremental capital-
output ratio (ICOR) is4. The Tenth Plan had
envisaged an average investment rate of
28.4 per cent to attain agrowth of 8 per cent
by assuming alower ICOR. Such levels of
total investment would require increasing
levelsof both public and privateinvestment
relative to GDP. The restructuring plan
suggested by us, as detailed later in this
chapter, provides for a tangible increase in
government investment and savingsrelative
to GDP,

I ssues of Equitable Growth
4.19 In considering theissue of equitable

Table 4.3
Gross Capital Formation at Current Market Pricesas per cent to GDP

(per cent)
Year Public Private Household Private Total Errors&  Adjusted
sector  corporate sector (2+5) omissions total
(3+4) (6+7)
1 2 3 4 5 6 7 8
Average (1985-86 10.11 4.33 8.83 13.16 23.27 -0.56 22.71

to 1989-90)
1990-91 9.34 4.13 10.60 14.73 24.07 2.23 26.30
1991-92 8.82 5.66 7.45 13.11 21.93 0.62 22.55
1992-93 8.55 6.46 15.24 23.79 -0.17 23.62
1993-94 8.24 5.61 7.40 13.01 21.25 1.84 23.09
1994-95 8.71 6.91 7.76 14.67 23.38 2.62 26.00
1995-96 7.66 9.58 18.87 26.53 0.37 26.90
1996-97 7.03 8.05 14.74 21.77 2.71 24.48
1997-98 6.61 7.97 15.96 22.57 2.02 24.59
1998-99 6.58 6.39 14.80 21.38 1.20 22.58
1999-00 6.94 6.46 10.26 16.72 23.66 1.67 25.33
2000-01 6.29 5.06 16.33 22.62 1.73 24.35
2001-02 5.83 4.88 11.60 16.48 22.31 0.83 23.14
2002-03 5.68 4.80 12.34 17.14 22.82 0.45 23.27

Sour ce (Basic data): National I ncome Accounts, CSO
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growth, we look at three of its
manifestations. Inter-state disparities in
levels and growth of per capita GSDP
indicate disparities in fiscal capacity.
Disparities in per capita government
expenditures, particularly those in priority
sectors like education, health, and water
supply and sanitation indicate how lower
fiscal capacitiestrandateinto differencesin
governments’ fiscal intervention in the
provision of services. By examining the
inter-state pattern in the human devel opment
index, we look at the disparities in some of
the relevant outcomes that may be
influenced by fiscal intervention among
other factors.

4.20 Table 4.4 shows trend growth rates
of GSDP at 1993-94 prices. In general, the
higher income states have grown at higher
rates. There are some significant changes
between average growth ratesinthe eighties

and the nineties. In the case of Punjab and
Haryana, growth has come down although
Punjab has the highest per capita GSDP
considering the average over 1999-00 to
2001-02. Among the poorer states, cases
where the growth rates fell in the nineties
as compared to the eighties are Assam,
Bihar, Orissa, Uttar Pradesh, and Rajasthan.

4.21 Table 4.5 presents summary
indicators of disparity in comparable per
capita GSDP over 1993-94 to 2001-02. The
ratio of minimum GSDP per capita (that of
Bihar) and maximum GSDP per capita
(which, after excluding Goa, has pertained
to either Maharashtra or Punjab in different
years) decreased from 30.5 in 1993-94 to
26.1 in 1995-96, after which the ratio
improved until 1998-99. It again declined
reaching a level of 26.5 per cent in
2001-02. In the weighted coefficient of
variation also there is some reduction

Table4.4
Trend Growth Rates of GSDP at Constant Prices (1993-94): State Seriest

1980-81to  1990-91to 1980-81to  1990-91to

1989-90 2001-02 1989-90 2001-02

Andhra Pradesh 5.35 5.60 Madhya Pradesh.* 4.02 4.81
Arunachal Pradesh 8.14 4.68 Maharashtra 5.64 6.27
Assam 3.50 2.53 Manipur 5.12 5.35
Bihar* 4.60 3.79 Meghalaya 4.94 5.81
Goa 4.79 8.40 Orissa 5.01 421
Gujarat 5.05 7.20 Punjab 5.44 4.66
Haryana 6.21 4,72 Rajasthan 6.01 5.85
Himachal Pradesh 4.70 6.09 Tamil Nadu 5.18 6.26
J& K** 2.80 4.89 Tripura 5.29 8.94
Karnataka 5.36 7.17 Uttar Pradesh* 4.80 3.84
Kerala 3.16 5,51 West Bengal 4.70 6.93

Source(Basic data): CSO

*  These statesweredivided in 2000. Data relate to the combined states.

**  Upto 2000-01
# Pertainsto State GSDP series
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witnessed after 1995-96; and it rose again
after 1999-2000. The Gini coefficient, given
in Table 4.5, reflects income inequality
assuming that all persons within a state are
located at the mean income for that state. It
therefore capturesinter-state inequality and
not intra-state inequality [5]. The Gini
coefficient shows progressive increase in
income disparity till 1999-00, except in
1996-97. Thereafter, it has shown adecline.
It may, however, be noted that the value of
the Gini coefficient liesbetween 0.1917 and
0.2173.

Table 4.5
Disparity in Per Capita GSDP

Ratio of Coefficient Gini
minimum to of variation coefficient
maximum Per  (per cent) #

capita GSDP*

(per cent)

Weighted**

1993-94 30.527 34549 0.19170
1994-95 29.697 35.031 0.19262
1995-96 26.107 37.892 0.20719
1996-97 27.586 36.781 0.20708
1997-98 28.282 35933 0.20853
1998-99 30.018 35.898 0.21062
1999-00 28.899 37417 0.21732
2000-01 28.233 37.638 0.21034
2001-02 26.534 37.877 0.21016

Source ( Basic Data): CSO
* excluding Goa;
** weighted by population

# Relatesto14 states, i.e. Assam and thegeneral
category statesexcluding Goa; Gini coefficient
iscalculated with respect to state GSDP series
at constant 1993-94 prices. For 2000-01 and
2001-02, the divided states are clubbed

together to maintain compar ability.

4.22 The inter-state pattern of per
capita government expenditures,

particularly in social and economic
services shows the prevailing disparities
in respect of publically provided
services. Table 4.6 shows per capita
average state government expenditures
over the period 1998-99 to 2000-01 in
general, social, and economic services.
In the general services, interest payment,
pensions, and |otteries are excluded. The
larger states are considered here focusing
on the general category states except Goa
but including Assam. Within the social
sector expenditures, per capita
expenditures on education, health, and
water supply and sanitation are also
shown. States are arranged in ascending
order of per capita GSDP. The general
pattern is that states with low per capita
GSDPs also have low per capita
expenditures. However, there are several
exceptions. The ratio of minimum to
maximum expenditure and that of
minimum to mean expenditure indicates
that in the case of general category states,
the minimum expenditure is only 30 per
cent of maximum expenditure, excluding
Goa, and it is 60 per cent of average
expenditure. In the case of social services
the minimum per capitaexpenditureis 36
per cent of the maximum and 47 per cent
of the mean. The corresponding relations
for economic servicesare 16 per cent and
34 per cent. In the case of education, the
minimum to mean ratio is 57 per cent.
The corresponding figures are 41 per cent
and 34 per cent for health and water
supply and sanitation. These figures
cover both non-plan and plan revenue
expenditures.

4.23 The Planning Commission prepares
estimates of state wise index of human
development (HDI). This is available for
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Table 4.6
Per capita expenditure on General, Social & Economic Services
(Rs)
States 1998-99 to 2000-01 1998-99 to 2000-01
GEN SOC ECO EDN HTH WSS
Bihar 189.1 474.0 204.9 3111 50.9 191
Orissa 224.2 931.2 406.5 463.1 94.7 56.2
Uttar Pradesh 267.5 555.8 324.9 340.4 63.4 20.0
Assam 334.4 929.9 369.3 615.2 92.2 59.2
Madhya Pradesh 235.6 781.3 469.0 344.5 86.2 63.4
Rajasthan 265.4 1020.7 405.0 545.3 128.3 1115
West Bengal 262.4 958.2 392.6 512.3 136.8 42.5
Andhra Pradesh 255.8 1004.1 634.3 411.7 118.2 57.7
Kerala 318.2 1254.8 716.5 713.3 172.3 52.3
Karnataka 279.2 1083.9 755.8 558.3 135.7 60.3
Tamil Nadu 336.4 1240.9 685.3 651.5 154.4 38.3
Gujarat 274.6 1331.3 1285.7 664.4 154.3 39.0
Haryana 320.9 1145.4 902.4 587.6 122.1 102.1
Maharashtra 624.4 1276.1 647.7 730.9 131.7 79.7
Punjab 533.6 1220.5 733.9 716.3 221.1 55.0
coeff of variation 36.88 25.24 45.95 26.30 34.93 45.11
Min/Max 0.30 0.36 0.16 0.43 0.23 0.17
Min/Mean 0.60 0.47 0.34 0.57 0.41 0.34
Source: State Finance Accounts
Key: GEN = General servicesexcluding interest paymentsand pensions.

SOC: Sacial services, ECO: Economic services;, EDN=Education; HTH=Health; WSS= Water supply and sanitation.
Statesarearranged in Order of per capita GSDP; Bihar,U.P., and M .P.are taken as undivided states

1981 and 1991. The UNDP office in Delhi
prepared, for the benefit of the Commission,
the HDI for 2001[6]. According to these
estimates the lowest ranked state is Bihar,
followed by Uttar Pradesh, Orissa, and
Madhya Pradesh. There is a clear positive
relationship, as expected, between per capita
GSDPandtheHDI. At the sametime, states,
which have provided more in terms of per
capitabudgetary expenditureson health and
education, have ranks that are higher than
their relative position in the ranking of per
capita GSDP. Thisis so aso for the special
category states. Based on the relative

ranking of anindex of infrastructure[7], the
states have also been grouped into five
categories, asshowninTable4.7. Whilethe
HDI reflects access to socia services, the
infrastructure index reflects access to
physical infrastructure. Together, these
capture two different dimensions of
disparities. It isnotable that whilethe specia
category states do better in the HDI, their
position in terms of accessto infrastructure
is a mgjor handicap. For the low income
states like Bihar and Rajasthan, both HDI
and the infrastructure index show a
handicap.
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Table4.7

States Grouped According to Selected I ndicators

Human Development
Index

Infrastructurelndex

High
Goa, Kerala, Maharashtra,
Mizoram

High Middle

Gujarat, Manipur, Nagal and,

Punjab, Sikkim,
Tamil Nadu

Middle

AndhraPradesh, Arunachal
Pradesh, Haryana, Himachal
Pradesh, Meghalaya,
Karnataka, Tripura, West
Bengal, Uttaranchal

Lower Middle
Assam, Chhattisgarh, J&K,
Jharkhand, Rajasthan

Low
Bihar, Madhya Pradesh,
Orissa, Uttar Pradesh

High
Goa, Maharashtra,
Punjab

High Middle
Gujarat, Haryana,
Kerala, Tamil Nadu

Middle
Andhra Pradesh,
Karnataka

Lower Middle
Himachal Pradesh,
Madhya Pradesh,
Orissa, U.P,
Uttaranchal ,West
Bengal

Low

Arunachal Pradesh,
Manipur, Meghalaya,
Jharkhand, Mizoram,
Nagaland, Assam,
Chhattisgarh, Sikkim,
Tripura, J&K, Bihar,
Rajasthan

Sourcee UNDP for HDI and IDFC for Index of

Infrastructure

4.24 Levels of income and its growth
depend on many factorsthat include states
own efforts and policies, the inter-state
distribution of private capital, domestic and
foreign, and the inter-state pattern of the
benefit of central investment and current
expenditures. In some respects, the
increasing globalization and market
orientation may result in increasing the

relative flow of funds towards the more
developed states partly because of the pro-
active policy stance and partly because of
the availability of infrastructure facilities.
Much of therequired correction hasto come
from the distribution and allocation of plan
funds. On our part, besides building into the
devolution formula appropriate criteria in
the scheme of transfers, we have also
recommended grants, based to some degree
on the application of the equalization
principle to expenditures on education and
health. The benefit would accrue mainly to
the states, which haverelatively lower ranks
inthe HDI.

Trendsin Combined Gover nment
Finances

a. Fiscal Imbalance

4.25 We have examined the main trends
in the combined government finances over
the 15-year period from 1987-88 to 2001-
02. The reference to the period in the late
eighties highlights changesfrom peak levels
of tax-GDP ratio as also peak past levels of
fiscal deficit. Fiscal imbalancesasindicated
by revenue, fiscal, and primary deficits,
which were at high levels at the end of the
eighties, showed improvement in the mid-
nineties, but deteriorated since then. As
indicated by annexure 4.1 and chart 4.2,
revenue and fiscal deficits as percentage of
GDP were higher in 1999-2002 on average
as compared to their levels in the late
eighties. Revenue deficit shows the most
persistent deterioration, increasing by more
than double, from the average of 3 per cent
of GDP in 1987-1990 to 6.7 per cent in
1999-2002. It had declined to 3.2 per cent
in 1995-96, after which it steadily climbed

up.
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4.26 Inthe case of fisca deficits, thereis
adeterioration of 0.7 percentage points. At
the end of the eighties, the average level of
fiscal deficit was 8.8 per cent of GDP, which
increased to 9.5 percent in 1999-2002.
However, there was an improvement in the
mid-nineties. In 1996-97, fiscal deficit had
fallen to 6.3 per cent of GDP. The primary
deficit was 4.9 per cent of GDP on average
at the end of the eighties. It fell to 1.1 per
cent in 1996-97, after which it deteriorated
but the average over 1999-2002 was still
lower than that in 1987-1990. Thus, the
primary deficit as percentage of GDP was
lower by 1.2 percentage points as compared
toitsaverage level in 1987-1990. Theratio
of revenue to fiscal deficits indicates the
‘quality’ of fiscal deficit by highlighting the
proportion of government borrowing that
does not lead to creation of assets, which
can give returnsin the future to service the
borrowing. This ratio has increased from

about 34 per cent at the end of the eighties
to 68 per cent on average during 1999-2002.
This underlies a major weakness in the
profile of government finances, indicating
that a progressively larger share of
borrowing is being spent on consumption.
The main reasons given for the fiscal
deterioration after the mid-nineties include
the revision of salaries and pensions in the
wake of the recommendations of the Fifth
Central Pay Commission, erosion in the
buoyancy of central indirect taxes, and the
high nominal interest rates towards the late
ninetiescombined with afall intheinflation
rate in subsequent years. The fall in the
nominal interest ratestowardsthe end of the
nineties has however had some beneficial
effects on expenditures.

b. Trends in Combined Revenues and
Expenditures

4.27 Table 4.8 shows the structural

Chart 4.2
Revenue, Fiscal, and Primary Deficits as per cent of GDP
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changes in some of the major heads of the
combined revenues and expenditures of the
central and state governments after netting
out all intergovernmental flows. The
aggregate tax-GDPratio fell from alevel of
16 per cent of GDP towards the end of the
eighties to about 14.4 per cent, i.e. afall of
1.6 percentage points. The fall in the ratio
of total revenue receipts was of the same
order indicating that there was no
perceptible change in the contribution of
non-tax revenuesrelativeto GDP. Inthe case

of revenue expenditure, the averagerevenue
expenditureincreased from 21.7 per cent of
GDP to 23.6 percentage points showing a
rise of 1.8 percentage points. This was
mainly accounted for by the increase in
interest payments relative to GDP, which
increased from 3.9 to 5.8 per cent. Capital
expenditure fell by 2.8 percentage points,
from 6.1 to 3.3 per cent of GDP on average
during 1999-2002.

4.28 The size and composition of tax
revenues are of major importance in the

Table 4.8

Structural Changesin Combined Finances of Central and State Gover nments

(Per cent to GDP at Market Prices)

Tax Interest Capital Revenue Revenue I nterest

revenues payments expenditure Receipts expenditure  payments

torevenue

receipts

(per cent)

Average (1987-88 to 1989-90)[I] 16.0 39 6.1 18.7 21.7 21.0
Average (1999-00 to 2001-02)[I1] 14.4 5.8 3.3 17.1 23.6 34.0
(-1 -1.6 19 -2.8 -1.6 18 13.0

Sour ce (Basic data): Indian Public Finance Statistics

structure of government finances. An
examination of the evolution of thetax-GDP
ratio since 1950-51 indicates that starting
fromalevel of 6.3 per cent of GDPin 1950-
51, the tax-GDP ratio steadily increased to
16.1 per cent in 1987-88. Much of this
increase wasdueto growth inindirect taxes.
In 1950-51, indirect taxes amounted to 4 per
cent of GDP whereas the direct taxes
accounted for 2.4 per cent of GDP. Since
then indirect taxesincreased to apeak level
of 14 per cent in 1987-88 whereas direct
taxes remained less than 3 per cent until
1994-95. As a result of tax reforms, the
indirect taxes relative to GDP started
coming down whereas that of direct taxes

started increasing. But the magnitude of
increasein the direct taxeswaslessthan the
fall in indirect taxes. In consequence, the
overal tax-GDP ratio fell from its peak in
1987-88 to 14.4 per cent in 2001-02. Table
4.9 shows decade-wise buoyancies of direct
and indirect taxes for the central and state
governments. Thebuoyancy of central direct
tax revenues, except for the seventies, was
lessthan 1 until the eighties. It waswith the
direct tax reforms in the nineties, which
included widening of the tax base and
reduction in tax rates, that the buoyancy
picked up to reach a level of 1.3 for the
period 1990-91 to 2001-02. The central
indirect taxes followed a reverse course.
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Maintai ning abuoyancy of morethan 1 until
the end of the eighties, their buoyancy with
respect to GDP fell significantly below 1in
the nineties. This followed from the
reduction in the tax rates of both Union
excise duties, and even more sharply in the
case of the customsduties. Given the higher
weight of central indirect taxes, the overall
tax-GDP ratio fell. The buoyancy of state

indirect taxes also fell in the nineties
although it remained higher than that of the
central indirect taxes. The decade-wise
buoyancies of state indirect taxes show a
noticeable decline in the eighties and
nineties although these have remained
higher than 1.

c. Growth in Debt: Centre and Sates

Table4.9

Decade-wise Buoyancies of Central and State Tax Revenues

1950-51to  1960-61to 1970-71to 1980-81to 1991-92to  1950-51to
1959-60 1969-70 1979-80 1989-90 2001-02 2001-02

Central Taxes: Gross Revenues
Direct 0.94 0.96 1.18 0.94 1.30 1.09
Indirect 1.65 124 1.30 1.20 0.72 1.16
Total 1.38 115 127 114 0.89 114
States Own Tax Revenues
Direct -8.43 361 -6.32 -8.20 -4.34 -2.46
Indirect 141 1.37 1.37 111 1.02 1.23
Total 1.39 117 1.35 111 1.02 117
Total Tax Revenues
Direct 1.05 0.79 1.16 0.96 1.26 1.03
Indirect 155 1.29 1.33 1.16 0.86 1.19
Total 1.38 1.16 1.30 113 0.93 1.15

Source (Basic data): Indian Public Finance Statistics and National Income Accounts
Direct taxesin the case of statescontributeanegligible sharein total tax revenues. Negative buoyancy impliesafall in absolute

terms.

4.29 Thecombined debt-GDPratio of the
central and state governments at the end of
2002-03 was about 76 per cent of GDP,
subject to some qualifications. First, the
government budget documents give the
centre’'s external debt as evaluated at the
historical exchangerates, i.e. exchangerates
in the yearsin which the debt was incurred.
Sincethe exchangerate has depreciated over
the years, it makes a difference if externd
debt is evaluated at the current exchange
rates. Thisdifference was aslarge as nearly

11 per cent in 1991-92. However, over the
years, this difference has steadily come
down. In 2002-03, if external debt is
evaluated at the current exchange rates,
about 5.6 per cent would need to be added
to the debt-GDP ratio. This would take the
combined debt-GDPratioin 2002-03t0 81.6
per cent. The second qualification isthat in
accounting for the liabilities of the state
governments, certain liabilities of reserve
fundsand depositsare not included. In 2002-
03, about 3.4 percentage points of GDP
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needs to be added on this account, taking
the overall debt-GDP ratio to 85 per cent.
These figures do not include contingent
liabilities, which amount to more than 11
per cent of GDP.

4.30 Even if we focus on the more
conventional budgetary figure of debt
without these qualifications, it is striking
how the growth in debt-GDP ratio has
accelerated since 1996-97 when it was 56.3
per cent, which was only marginally above
the EFC’s stipulated target. During the
period of 1995-96 to 2002-03, the combined
debt-GDP ratio rose from 56.3 per cent to
76 per cent in 2002-03, i.e. an increase of a
little lessthan 20 percentage pointsin aspan
of 6 years. Thisisan unprecedented increase
in the growth of the debt-GDP ratio in such
ashort span of time. One way of looking at
the source of increasein the debt-GDPratio
during this period is to decompose the
increase in terms of the contribution of
cumulated primary deficits and that of the
differential between growth and interest
rates [8]. For three consecutive years, viz.,
2000-01, 2001-02, and 2002-03, the
nominal growth ratefell below the effective
interest rate. In these years, instead of
absorbing theimpact of primary deficits, the
growth-interest differential, being negative,
worked inthereverse by adding to the debt-
GDPratio. For the period 1996-97 to 2002-
03, therefore the excess of growth over
interest could not absorb any part of the
impact of cumulated primary deficits, the
benefitinthefirst three yearsbeing negated
by the opposite effect in the latter three
years. Theentireincreasetherefore was due
to accumulation of primary deficits, which
remained unabsorbed by any excess of
growth over interest rates.

4.31 High levelsof debt-GDP ratio result
inhighinterest paymentsrelativeto revenue
receipts. Since interest payments are
committed expenditures, revenue deficits
are bound to increase when revenue recei pts
to GDPratiosremain sluggish. Thishasthe
effect of lowering the saving rate on the one
hand and increasing the fiscal deficit onthe
other to maintain primary expenditures.
Eventually, these changes have the potential
of developing into a spiral of rising fiscal
deficits, debt, interest payments, revenue
deficits, and back to a higher fiscal deficit.
This givesriseto the issue of sustainability
of debt.

Fiscal Deficit and Debt: | ssues of
Sustainability

4.32 Government debt is the outcome of
accumulation of borrowing that is used to
financefiscal deficits. If therevenue account
is balanced, the entire fiscal deficit would
be spent on capital expenditures. Such
investment can provide direct as well as
indirect returns. Thedirect returnsareinthe
form of interest receipts or dividends. The
indirect returns arise when government
investment stimulates growth, which results
in higher revenue receipts. Debt becomes a
problem when the increase in revenue
receipts, whether direct or indirect, is not
adequate to cover the interest liabilities that
arerequired to service the debt. When large
interest payments, remaining uncovered by
an increase in revenue receipts, result in
growing revenue deficits, the portion of
fiscal deficit that is used for revenue
expenditures becomes progressively larger
and any revenue increases linked with
increased expenditures remain small.
Eventually, debt becomes unsustainable.
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4.33 Whiletheviewsof economistsdiffer,
the circumstances under which debt, and its
increment, i.e. fiscal deficit, become
unsustainable have been discussed
extensively in the relevant literature. There
are three main theoretical perspectives,
namely, neo-classical, Ricardian
equivaence, and Keynesian. Depending on
circumstances and the relevant theoretical
perspectives, fiscal deficit may be bad,
indifferent, or good. The neo-classical view
considers fiscal deficits detrimental to
investment and growth, while in the
Keynesian paradigm, it constitutes a key
policy prescriptive. Under Ricardian
equivalence fiscal deficits do not really
matter except for smoothening the path of
adjustment to expenditure or revenue
shocks. While the neo-classical and
Ricardian schoolsfocuson thelong run, the
Keynesian view emphasizes the short run
effects.

4.34 Intheneoclassical perspective, fiscal
deficits will have a detrimental effect on
growth if the reduction in government
saving, which is equivalent to revenue
deficit [8], is not fully offset by arisein
private saving. Besides affecting the overall
savings, whenthereisanet fall inthe saving
rate, there will be pressure on the interest
rate which may crowd out private
investment, and therefore adversely affect
growth. The neo-classical economists
assume that markets clear so that full
employment of resources is attained. The
Keynesian view argues, particularly when
there are unemployed resources, that an
increase in autonomous government
expenditure, whether investment or
consumption, financed by borrowing would
cause output to expand through amultiplier

process. The traditional Keynesian
framework does not distinguish between
alternative uses of the fiscal deficit as
between government consumption or
investment expenditure, nor does it
distinguish between alternative sources of
financing the fiscal deficit through
monetization or external or internal
borrowing. Although there is no explicit
budget constraint in the analysisby Keynes,
subsequent developments that do
incorporate the budget constraint show that,
as a result, some of the Keynesian
conclusions are weakened. In Ricardian
equivalence, fiscal deficits are viewed as
neutral in terms of their impact on growth.
The financing of budgets by deficits
amountsonly to postponement of taxes. The
deficitinany current period isexactly equal
to the present value of future taxation that
isrequired to pay off the increment to debt
resulting from the deficit. Since government
spending must be paid for, whether now or
later, the present value of spending must be
equal to the present value of tax and non-
tax revenues. If household spending
decisions are based on the present value of
their incomes that takes into account the
present value of their future tax liabilities,
fiscal deficits would not have an impact on
aggregate demand.

4.35 The relevance and applicability of
these alternative analytical frameworks
depend on the empirical characteristicsof a
given economy asalso theinitial conditions.
It depends particularly on the saving
behavior of the household sector. If
consumers are myopic or liquidity
constrained, aggregate consumption
becomes very sensitive to changes in
disposable incomes, and the Keynesian
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prescriptions may be more applicable. If
individuals arerational, fully informed and
motivated by atruistic behavior, Ricardian
equivalence may have some validity. In
genera it hasbeen argued that for short term
demand management, Keynesian
prescriptions apply and for long term
growth, the neo-classical view should be
considered relevant. The critical difference
inthese alternative perspectives comesfrom
how the saving of the private sector is
affected by the existence of fiscal deficit of
agiven order. If fiscal deficits are meant to
largely finance revenue deficits, therewould
be a fall in government savings. To some
extent, thisfall may be offset by anincrease
inthe private savingsastheir weathinterms
of holding government bondsincreaseswith
anincreaseinfiscal deficit. Thelatter effect

isoften much smaller than the former effect
[10], and thereisafall inthe overall saving
rate.

4.36 A review of the performance of
different sectors in terms of the saving-
investment balance provides one approach
to determining the levels of permissible
fiscal deficit. In Indig, it is the household
sector that has surplus savings that are
absorbed by the private corporate and
government sector. These surplus savings
aretheir savingsinthefinancial form. Table
4.10 gives a perspective on the surplus
saving of the household sector that is
available for use in other sectors. The
financial savings of the household sector
were roughly of the same order since
1993-94, being in therange of 10-11 per cent
of GDP with small variations. Comparing

Table 4.10
Sector-wise Balance in Saving and Investment (per cent to GDP)

(per cent points)

Year Deficit Sectors Surplus sector Difference
Pub sector Private Saving of house- Excess of

corpor ate hold sector in investment

sector  financial assests over saving

Ip-Sp lc-Sc Sh-lh I-S

Average(1985-86 to 1989-90) 7.72 2.37 7.20 2.33
1990-91 8.23 1.47 8.73 3.20
1991-92 6.85 2.56 9.51 0.52
1992-93 6.97 3.79 8.73 1.85
1993-94 7.61 2.14 11.03 0.56
1994-95 7.05 343 11.92 1.17
1995-96 5.63 4.65 8.90 175
1996-97 5.36 3.58 10.35 1.30
1997-98 5.28 3.80 9.64 1.46
1998-99 7.57 2.65 10.36 1.05
1999-00 7.98 211 10.62 1.14
2000-01 8.61 0.94 10.66 0.61
2001-02 8.58 1.42 11.14 -0.32
2002-03 7.54 1.39 10.30 -0.92

Sour ce (Basic data): National I ncome Accounts, CSO
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the trend since 1995-96, it is apparent that
the public sector has been absorbing alarger
part of thefinancial savingsof the household
sector. The demand for this surplus by the
private corporate sector came down from
4.65 per cent of GDP in 1995-96 to 1.4 per
cent in 2002-03. That is why there was no
pressure on the interest rates in the late
nineties. Once the private sector demand
picks up, a growth augmenting scenario
would emergeonly if thegovernment isable
to reduce its revenue deficit. Only then
would theinterest rates also remain benign.
Further, if the government is able to
eliminate its revenue deficit, and increase
itssavingsand capital expenditures, demand
for private investment would be further
strengthened. Studies have shown that
government investment in infrastructure
crowds-in private investment.

4.37 Questions have been raised whether
government debt in India has become
unsustainable asit hasbeen rising faster than
GDP. For fiscal sustainability, it isrequired
that arise in fiscal deficit is matched by a
rise in the capacity to service the increased
debt. It hasbeen argued that from thisangle,
borrowing for generation of assets may be
justified. Apart fromthefact that alittleless
than 70 per cent of borrowing is presently
not being spent on capital assets, even where
there is capital expenditure, the return on
assetsis negligible. Even the more indirect
return through higher growth to match the
growing interest liabilities has not been
forthcoming. In fact, the high level of fiscal
deficit combined with the rising debt-GDP
ratio has led to a fall in the current
government expenditures net of interest
payments and pensions.

4.38 Considering that borrowing is often

the easier option than raising revenues,
attemptsare often madeto set predetermined
targets for borrowing to provide an
exogenous benchmark for the policy
makers. The Maastricht Treaty, for example,
has two convergence conditions for the
members of the European Monetary
Union:(i) country’soverall budget deficit for
each fiscal year must be equal to or below
3 per cent of the GDP and (ii) a country’s
stock of public debt must be equal to or
lessthan 60 per cent of the GDP. IntheU K.,
a‘goldenrule’ isbeing followed since 1997
whereby fiscal deficit is kept equal to
government investment. In India, also there
have been attemptsto tiedown fiscal deficits
to some target levels. The EFC had
suggested a fiscal deficit of 6.5 per cent of
GDP as the desirable target to be achieved
by 2004-05. The Tenth Plan has envisaged
the average size of fiscal deficit as 6.8 per
cent of GDP during the plan period. The
FRBMA targetsfor the central government
have provided atarget for fiscal deficit at 3
per cent of GDP be achieved by 2008-09.

4.39 The targets for revenue and fiscal
deficits are essential ingredients of a
restructuring program. Like the central
government, similar targets would need to
be fixed for the states, jointly and
individually. Thesetargets need to takeinto
account an underlying growth scenario
along with levels of interest rates and other
macroeconomic parameters. In fixing such
targets, it is useful to take into account the
determinants of debt dynamics. In this
analysis, growth in the debt-GDP ratio
depends on two factors: (a) primary deficit
to GDP ratio and (b) the excess of growth
over interest rate. If growth rate is equal to
interest rate, debt relative to GDP would be
the outcome of accumul ated primary deficits
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only. However, as long as growth rate is
higher than interest rate, it absorbs some of
primary deficitsbeing trandated into higher
debt relative to GDP. On the other hand, if
interest rate exceeds growth rate, the debt-
GDPratiowould increase asaresult of both
factors. One critical limitation is that the
nominal growth rate (g) and the nominal
interest rate (i) cannot in reality be taken as
exogenous. In particular, increasing levels
of fiscal deficit, particularly when these are
for investment, can increasethe growth rate
while high levels of fiscal deficit can put
pressure on interest rates, particularly when
the household savingsin the financial form
are not adeguate to cover the demand for
those savings from the government leaving
enough for the private corporate sector.
Using the equation of debt dynamics, under
certain assumptions, conditions can be
derived that stabilize debt and fiscal deficit
relative to GDP. It is assumed that the
nomina growth rate (g) and the nominal
effective interest rate are given and
exogenous. The relevant conditions state
[11] that:

(8 Thedebt-GDPratiowill be stabilized
at a level b* where b*= p (1+g)/

(g-).
(b) The fiscal deficit to GDP ratio
will be stabilized at f* wheref*=p.g/
(g-i).
4.40 Indicating the ratio of revenue
receipts to GDP indicated by (r), these
conditions could be written equivalently, in
terms of the ratio of interest payments to
revenue receipts (ip)* instead of primary
deficit, asfollows[12]:

(@) The debt-GDP ratio will be
stabilized at a level b* where

b*= (ip)*r (1+g)/ i.

(b) The fiscal deficit to GDP ratio
will be stabilized at f* where
f*=(ip)*r.g/ i.

In the case of states, the ratio of revenue
receipts to GSDP and that of interest
payment to revenue receipts differ widely
across states. Revenues accrue to the states
also as transfers. It is more useful to cast
the debt-sustainability conditions in terms
of the ratio of interest payments to revenue
recei pts although the two sets of conditions
are equivalent.

4.41 In the present Indian context, the
FRBMA hasfixed afiscal deficit target for
the central government at 3 per cent of GDP.
Using relations (a and b), which imply
[b*=f*(1+g)/q], it is seen that for this level
of fiscal deficit and a nominal growth rate
of 12 per cent, the debt-GDP ratio will
eventually be stabilized at 28 per cent. At
present, the centre’sdebt-GDPratioisclose
to 53 per cent, with external debt measured
at historical exchange rates, and not taking
into account that part of the NSSF liabilities
against which there are assetsin the form of
state securities and also excluding the
Market Stabilization Scheme (MSS)
liabilities against which an equal amount of
cash balanceisheld. Since the fiscal deficit
target isgiven by the FRBMA, aslong there
is an excess of growth over interest rate, a
primary deficit can be maintained in the
stabilization phase. For acombination of 12
per cent nominal growth rate and 7 per cent
interest rate, thiswould be equal to 1.25 per
cent of GDP. Wethink that acombined fiscal
deficit target, relative to GDP, of 6 per cent
would be consistent with the avail ability of
savings of the household sector in financial
assets, which is of the order of 10 per cent,
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thedesirablelevel of current account deficit,
and the requirements of the corporate sector
and the non-departmental public sector
undertakings. The transferable savings of
the household sector of 10 per cent of GDP
combined with an acceptable level of
current account deficit of 1.5 per cent would
be adequate to provide for a government
fiscal deficit of 6 per cent, an absorption by
the private corporate sector of 4 per cent,
and by non-departmental public enterprises
of 1.5 per cent of GDP. When the revenue
deficit becomes zero, the entirefiscal deficit
would lead to an augmentation of
investment with the total investment as
percentage of GDP touching a level in the
range of 28 to 30 per cent. Of thistotal, the
household sector could invest about 12 per
cent of GDP, the private corporate sector,
about 8 per cent of GDP, and the public
sector, about 8 to 10 per cent of GDP,

4.42 Limiting the combined fiscal deficit
at 6 per cent of GDP is also necessary to
bring down theratio of interest paymentsto
revenue receipts from the very high levels
of amost 50 per cent in 2002-03 for the
centre, 26 per cent for the states, and 37 per
cent on their combined account. In the
proposed plan for restructuring government
finances, these are to be brought down by
2009-10, respectively, to 28 per cent for the
centre, 15 per cent for the states, and 22 per
cent, on their combined accounts.

4.43 Given the desirability of 6 per cent
of GDP asthe overal fiscal deficit, asthe
centre has already fixed atarget for its own
borrowing at 3 per cent of GDP, a similar
level of fiscal deficit for the states
considered together can be permitted. Thus,
the borrowing of the public sector including
the non-departmental enterprises could be

of the order of 7.5 per cent. The
corresponding debt-GDP ratio for the
combined account is set at 56 per cent, with
external debt measured at historical
exchange rates, which is close to the actual
level of combined debt relative to GDP at
the end of 1996-97. Targets for individual
states can be determined intermsof theratio
of interest payments to revenue receipts by
using the conditions specified in para 40.
Thisis discussed in detail in appendix 4.1.

4.44 1t may be noted that there is a
difference between stabilizing the debt-GDP
ratio at the existing levels and stabilizing
them at lower levels consistent with
sustainability or desirable debt-GDP ratios
derived from some considerations of
optimality. In fiscal consolidation, two
phases can be distinguished: adjustment
phase and stabilization phase. In the
adjustment phase, the debt-GDP ratio will
steadily fall asprimary deficit followsapath
of adjustment so that the fiscal deficit target
of 6 per cent is achieved. After the debt-
GDPratio hasfallento the desirable levels,
primary deficit and fiscal deficit will be
stabilized.

4.45 Keeping in view these consi-
derations, we recommend that

(i) The overall debt-GDP ratio on the
combined account (with external
debt measured at historical exchange
rates) may be targeted to be brought
down to 56 percent of GDP over a
period of time. Since the level is
estimated to be ashigh as 81 percent
of GDP at the end of 2004-05, it
should be brought down to at least
75 per cent by the end of 2009-10.

(i) The level of combined interest
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paymentsrelativeto revenuerecei pts
should be brought down from 34 per
cent in 2004-05 to 22 per cent in
2009-10, and eventually to about 17
per cent.

(iii) The system of on-lending by the
centre to the states should be phased
out. Thelongterm goal for the centre
and state for the debt-GDP ratio
should be 28 per cent each. Their
fiscal deficit to GDP ratio targets
should be 3 per cent each.

Fiscal Adjustment: 2005-10

4.46 In this section, we discuss the
contours of fiscal adjustment up to 2009-
10. Clause 3 of the FRBMA provides that
the central government shall lay in each
financial year before both houses of
Parliament, three statements relating to (i)
Medium Term Financial Policy Statement
(if) Fiscal Policy Strategy Statement, and
(iiif) Macroeconomic Framework Statement,
which shall contain an assessment regarding
(a) growth in GDP (b) fiscal balance of the
Union government as reflected in the
revenue balance and gross fiscal balance,
and (c) external sector balance of the
economy asreflected in the current account
balance in the balance of payments. The
2004-05 budget estimates the central
revenue deficit at 2.5 and fiscal deficit at
4.3 per cent of GDP. As part of the
requirement of the FRBMA, one set of
forecasts covering the period up to 2006-07
has been presented to both houses of
Parliament as part of the medium term fiscal
strategy statement. In the meanwhile, the
central government appointed a Task Force
for the implementation of the FRBMA to
draw up the medium term fiscal framework

to achievethe FRBMA objectives. The Task
Forceforecasts cover the period up to 2008-
09 and relate to a base scenario that is
premised on the continuance of existing
trends and a reform scenario that proposes
certain basic changes in the framework of
indirect taxation in the country. The central
government has given to the Commission
itsown memorandum and forecastsand al so
referred the Task Force Reform Scenario
forecasts by extending these upto
2009-10.

a. Task Force Forecasts

4.47 The Task Force has come out with a
plan of restructuring central finances. This
plan also has significant implications for
state finances. The salient features of the
Report of the Task Force may be
summarized as below:

i. Vide article 268A, the power to tax
services has been vested in the
central government.

ii. Thevalue-added inthe case of goods
beyond manufacturing is in the
nature of trade arising from
wholesaling or retailing, which can
be considered as a service. The
centreistherefore entitled to tax this
value added.

iii. Statesare not entitled to tax services
as the subject is in the Union list.
However, under article 268 A the
taxation of services can be assigned
fully or partially to the states.

iv. A ‘grand bargain’ can then be
proposed to the states whereby they
may agreeto participatein anational
Goods and Services Tax (GST),
which can be levied at the rate of 20
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per cent, of whichthe centrewill levy
12 per cent and states can levy 8 per
cent.

4.48 Asper the estimates provided by the
Task Force, these changes will have
significant revenue implications. The base
scenario assumes a buoyancy of 1.87 for
direct taxes and 0.74 for indirect taxes,
which include taxation of servicesunder the
present laws. These result in considerable
improvement in the ratio of centre's gross
tax revenues to GDP, which rises from 9.2
per cent of GDPin 2003-04 to 10.7 in 2008-
09, showing an improvement of 1.5
percentage points. Even after thismargin of
improvement, the FRBMA target isnot met,
with revenue deficit at 1.66 per cent of GDP
in 2008-09. Inthereform scenario also, the
core adjustment comes from a substantial
improvement in the ratio of gross tax
revenues of the centre to GDP taking it
above 13 percent in 2008-09. Inrelation to
Task Force'srecommendation of GST under
a‘grand bargain’, several issues have been
raised in the related discussions.

I. Thelegal status of centre’s power to
tax value added of goodsinterpreting
as services has been questioned. It
is a matter that can lead to legal
issues, once the actual legidation is
made and notified.

ii. The 12: 8 ratio of in favor of the
centre can increase the vertical
imbalanceinthe system, particularly
because stamp fees, registration
duties and sales tax on works
contracts will be merged under the
GST. The states will aso lose the
autonomy to fix rates, which is the
essence having autonomy over tax
bases.

lii. Aspects of inter-state taxation of
services raise additional problems.
Some have argued for the need for a
negative list of taxes that have an
inter-state character. The proposal of
a clearing house mechanism to
address issues of inter-state taxation
and settlement of rebate claims and
counter claimsmay runinto avariety
of practical problems.

iv. Inefficiencies will increase, if
decisions to spend are totally
divorced from decisions to tax.

v. The status of divisibility of the tax
on services will remain open-ended
asthesewill not be subject to sharing
under article 270, and therefore,
under the recommendations of the
finance commission.

4.49 |n our view, the proposal of a
comprehensive GST isan attractive one, and
should be pursued. However, the relevant
legal and administrative aspects should be
extensively discussed, particularly with the
states. The implementation of a state-level
VAT would facilitate itsintroduction in due
course. However, even without this radical
change, it should be possibleto raisethe tax-
GDP ratio adequately. It may be noted that
the central budget for 2004-05 is predicated
onthegrosscentral tax revenueto GDPratio
rising by 1 percentage point in one year.

b. Satements under FRBMA

450 A Macro Economic Framework
Statement providing an overview of the
economy and that of the central financeswas
presented for the first time to Parliament
along with the 2004-05 budget. The
Medium Term Fiscal Policy Statement gives
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rolling targets until 2006-07. It projectstax
revenues based on the assumption of
average annual growth rate of 12 per cent
in GDP in nominal terms. Under this
assumption, grosstax revenues of the centre
is expected to grow by an average 22 per
cent per annum based on an average annual
growth of 26 per cent in direct taxesand 19
per cent in indirect taxes. The implied
buoyancy for direct taxesthereforeis equal
to 2.15 and that of indirect taxesis equal to
1.58. Thetax revenuesas proportion of GDP
are targeted to increase from 10.2 per cent
in BE 2004-05 to 11.1 per cent in 2005-06.
It is argued that since 1991, reforms have
sought to reduce tax rates, simplify
procedures, reducelitigation, cast thetax net
wider and generally increase voluntary
compliance. The Fiscal Policy Strategy
Statement (FPSS) notes that the financing
of fiscal deficit is now almost entirely
domestic. It also notes that there are some
discernible moderation in growth of public
expenditure. It speaks of restructuring of
subsidies so that benefits are usurped by
those not intended to be the beneficiaries of
these subsidies. The FPSS conveys the
commitment of the government to gradually
move towards integrated taxation of goods
and services and bring down custom tariff
to levels prevailing in ASEAN countries.

c. Fiscal Adjustment

451 In considering a plan for
restructuring, generaly a base scenario is
constructed, which reflects the likely
outcomes on the assumption that prevailing
fiscal trends would continue in future. In
comparison, the reform scenario presents a
path of corrections. In our analysis, as a
result of the FRBMA, and also following
from our own recommendations, the

existing trends cannot continue. As such
there would no relevance in drawing up a
base scenario. Instead, we will focus on a
core reform scenario and consider
alternative paths of adjustments around this
reform scenario. Table 4.11 indicates the
salient differences in the macroeconomic
scenario before and during the period 2005-
10. The fiscal deficit is to be reduced to 6
per cent on the combined account of the
centre and the states, and revenue deficit is
to be reduced to zero. Thisenablesincrease
in the aggregate saving rate as well as an
increase in government capital expenditure
as percentage of GDP. In consequence, as
the aggregate investment rate increases,
growthisstabilized at above 7 per cent. It is
assumed that, at the margin, nominal interest
rateswill remain at the present levels, which
would imply acontinuing fall intheaverage
interest rate for the centre and the states. As
fiscal deficits are reduced and inflation is
kept under control, therewill beno pressure
on the interest rate to rise.

Table4.11
Macro Economic Scenario: Current and Forecast
Period

(per cent to GDP)

2004-05 2009-10

(estimates) (projections)
GDP Growth (constant 6.5 7.0

prices) (per cent p.a.)

Inflation Rate (per cent p.a.) 6.0 5.0
Saving Rate 24.0 26.0
Investment Rate 24.5 275
Current Account Deficit -0.5 15
Fiscal Deficit 8.9 6.0
Revenue Deficit 45 0.0
Government Capital Expenditure 5.6 6.6

452 Theplanfor restructuring reliesboth
on augmenting revenues and restructuring
expenditures. The main elements in this
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progranme areincreasesin thetax revenues
and capital expenditures relative to GDP
while attaining targeted reductions in
revenue and fiscal deficitsboth for the centre
and the states. Table 4.12 shows, for the
combined revenue account of the central and
state governmentsthat more than 60 per cent
of the adjustment comes from the revenue
side. The quantum of increase in the tax-
GDPratio is stipulated to be 2.0 percentage
points. The increase in the overall revenue
to GDP ratio is close to 3.0 percentage
points. On the expenditure side, the fall in
combined revenue expenditureto GDPratio
is 1.7 percentage points. Even though total
expenditure falls, primary expenditure
increases as capital expenditure relative to
GDP increases by about 1 percentage point.
As revenue deficit is eliminated, the entire
fiscal deficit supplemented by non-debt
receipts in the form of loan recoveries and
disinvestment proceeds can be used for
capital expenditures. Since the targeted

combined fiscal deficit is6 per cent, capital
expenditure would be higher than 6 per cent
of GDP. We have provided a small amount
as disinvestment proceeds. We expect that
the actual amounts would be larger, and
accordingly capital expenditure could be
higher than what is stipul ated.

4.53 Our plan of debt restructuring
involves consolidation of the debt of the
statesto the centre, to berepaid in aspecified
number of years. It is also suggested that
the central government should progressively
reduceitsintermediation in state borrowing.
Where it is essential, as in the case of
external assistance, it should be done
through a public account. If on-lending to
states remains part of centre’sfiscal deficit,
the 3 per cent fiscal deficit target would
prove to be too narrow. As centre stops on-
lending to states, the repayments made by
the states become available to the centre to
meet its capital expenditure targets. States

Table 4.12

Summary of Suggested Restructuring: Combined Finances

2004-05 2009-10 Adjustment Average

Combined Finances 2009-10 Adjustment
minus 2004-05 per year

Tax Revenue 15.6 17.6 20 0.40
Non tax Revenues 25 34 0.9 0.18
Total Revenue Receipts 18.1 21.0 29 0.58
Interest Payment 6.1 4.5 -1.6 -0.31
Total Revenue Expenditure 22.6 21.0 -1.7 -0.33
Capital Expenditure 5.6 6.6 1.0 0.20
Total Expenditure 28.3 27.6 -0.7 -0.13
Primary Expenditure 22.2 231 0.9 0.18
Revenue Deficit 45 0.0 -4.5 -0.90
Fiscal Deficit 8.9 6.0 -2.9 -0.57
Primary Deficit 2.8 15 -1.3 -0.26
Int. Payment/ Rev. Receipts 337 216 -12.1 -2.42
Outstanding Liabilities 80.8 74.5 -6.3 -1.26
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should be allowed to borrow the repayment
amount from the market in addition to its
net borrowing requirement according to the
stipulated path of fiscal deficit in the plan
for restructuring state finances.

454 Table 4.13 provides a summary of
suggested restructuring separately for the
central and state finances. In respect of tax
revenues, both central and state taxes show
improved tax-GDP ratios in 2009-10, the

Table 4.13

Summary of Suggested Restructuring of Central and State Finances

2004-05 2009-10 Adjustment Average
2009-10 minus Adjustment
2004-05 per year
Central Finances
Gross Tax Revenues 9.7 10.9 1.2 0.24
Tax Revenue(Net to centre) 7.2 79 0.8 0.16
Non Tax Revenues 2.2 2.2 0.0 0.01
Total Revenue Receipts 94 10.2 0.8 0.17
I nterest Payment 4.2 2.8 -1.3 -0.26
Total Revenue Expenditure 11.9 10.2 -1.7 -0.33
Capital Expenditure 3.0 35 0.5 0.10
Total Expenditure 14.8 13.7 -1.2 -0.23
Primary Expenditure 10.7 10.8 0.2 0.03
Revenue Deficit 25 0.0 -2.5 -0.50
Fiscal Deficit 45 3.0 -15 -0.29
Primary Deficit 0.3 0.2 -0.2 -0.03
Int. Payment/ Rev. Receipts 445 28.0 -16.6 -3.32
Debt(end-year adj liabilities) 53.0 43.7 -9.3 -1.86
State Finances
States' Own Tax Revenues 5.9 6.8 0.8 0.17
Tax Revenues 84 9.7 13 0.25
Own Non-tax Revenues 12 14 0.2 0.03
Non Tax Revenues 3.2 35 0.3 0.07
Total Revenue Receipts 11.6 13.2 16 0.32
I nterest Payment 2.9 2.0 -09 -0.18
Total Revenue Expenditure 13.6 13.2 -0.4 -0.08
Capital Expenditure 2.6 31 0.5 0.10
Total Expenditure 16.2 16.3 0.1 0.01
Primary Expenditure 133 14.3 1.0 0.20
Revenue Deficit 20 0.0 -2.0 -0.40
Fiscal Deficit 45 3.0 -15 -0.30
Primary Deficit 1.6 1.0 -0.6 -0.12
Int. Payment/ Rev. Receipts 24.9 15.0 -10.0 -1.99
Debt(end-year adj liabilities) 30.3 30.8 0.6 0.11
Memo:
States’ interest paymentsto centre 0.9 0.3 -0.7 -0.13

Note:  Combined non-tax revenues are defined as centre’s non tax revenue plus states own non-tax revenue minus

interest paymentsfrom statesto centre.
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margin of improvement being larger for the
centre. On the expenditure side, in both
cases, capital expenditure increases and
interest paymentsfall as percentage of GDP.
In both cases, the fiscal deficit targets have
been kept at 3 per cent of GDP, with centre’'s
on-lending to states being minimized or
discontinued altogether. Where it is
unavoidable, it should be done through a
public account rather than through the
consolidated fund of India. We discuss
below the various dimensions of the
proposed restructuring.

Dimensions of Restructuring

4.55 Werecommend amulti-dimensional
restructuring of government financesaimed
at both the qualitative and quantitative
aspects of managing government finances.
In particular, the proposed restructuring
covers the following areas:

i. Taxation reforms aimed at building
up non-distortionary and revenue-
glastic system of taxation with tax
ratesthat are low, limited in number
of rate categories, and stable;

ii. Non-tax revenues where user
charges, as a short term objective,
ensure recoveries of current costs,
and aim at full recovery of costs
measured at acceptable efficiency
levels in the longer run, in the case
of services where there is no clear
cut case for subsidization and ensure
rates of return on investment that
covers the average cost of
borrowing;

iii. Expenditurerestructuring relating to
both its size and sectoral allocations
aimed at removing inefficiencies

arising from misallocations, design
and implementation of schemes, and
delivery of services;

iv. Rationalizing subsidies by reducing
their overall volume, increasing their
transparency by making them
explicit, and improving their
targeting;

v. Public sector restructuring where,
apart from natural monopolies and
strategic reasons, there is a strong
case for reducing government’s
involvement;

vi. Fiscal transfer system where
equalizing transfers are given much
greater weight and extended to local
bodies;

vii. Suggesting a reformed role for the
plan process,

viii. Strengthening the role of local
bodies to become a more effective
instrument in the delivery of local
public goods,

iX. Role of the central government in
intermediating loans for the states
including the need to specify annual
ceiling of borrowing for each state
and implementing a hard-budget
constraint; and,

X. Suggesting institutional frameworks
including celling on debt and deficits
and mechanismsfor their monitoring
through state level fiscal
responsibility legislation.

Revenue Restructuring

456 Inconsidering revenuerestructuring,
we recognize that the fal in the tax-GDP
ratio of centra commodity taxes has been
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only partially mitigated by the rise in the
central direct taxes. This has adversely
affected the finances of both central and
state governments. However, some of these
changes might have been efficiency-
augmenting by reducing cascading of taxes.
Large tax bases and low rates, limited rate
categories, absence of tax cascading,
minimum exemptions, and absence of tax
barriers in inter-state trade would
characterize a desirable system of taxation
of goods and services. Such asystem should
also be harmonized across states so that
competitive reduction of tax rates can be
avoided. Where tax related decisions of the
central government affect the tax bases of
the state governments and vice versa, such
asin the case of salestax and Union excise
duties, thereisneed for vertical coordination
inusing common tax fields. Implementation
of state level value added tax (VAT) and
removal of tax-related barriers to an
integrated country-wide market like the
central salestax would therefore strengthen
the efficiency effects of tax reforms.

457 Statesinitiated tax reforms somewhat
later than the centre. In particular, they
reduced the rate categories in the case of
sales taxes, reduced exemptions, and
introduced floor rates. There were tangible
revenue benefits after these changes. Efforts
have been underway for some time now
under the guidance of the empowered
committee of the state finance ministers to
facilitate the implementation of state level
VAT. In his speech introducing the
2004-05 budget, the Union Finance Minister
made reference to ‘ broad consensus among
the statesto implement VAT’ and that * April
1, 2005 has been set as the date for
implementation’. If the state level VAT is

implemented from this date, this would
further reduce distortions due to cascading.
We recommend that the tax rental
arrangement regarding the additional excise
duty items, viz., textiles, tobacco and sugar
should beformally revoked and these items
should be integrated into the overall design
of state VAT. Any ceiling of 4 per cent
should not bethere, and infact therelevance
of the entire mechanism of declared goods
should be reexamined. Taxation of services
has, however, remained fragmented and
piecemedl. If statelevel VAT isimplemented
by the states, the question as to how state
tax revenueswould be affected individually
and in the aggregate becomes important,
particularly so, as the beginning of the
changed system coincides with the
recommendation period of thisCommission.
With the objective of formulating aview on
the likely impact of the State-VAT on
revenues, we had commissioned two studies
[13], one related directly to the revenue-
impact of VAT, and the other on therevenue
potential of tax reforms at the state level,
which takes into account the
interdependence of the state and central tax
revenues. These studies have affirmed that,
properly designed, the state level VAT
should proveto be revenue augmenting over
the medium to long term. If there are any
losses, these are likely to be transitory. The
implementation of statelevel VAT would be
facilitated, and its revenue performance
improved, if a centralized institutional
mechanism for compilation and exchange
of information relevant to production,
consumption, and deal er-wise flow of goods
and services within and across states, is
established. We understand that the central
government is examining a suitable
mechanism by which the states can be
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compensated for such transitory losses. It
may be mentioned that for augmenting
revenues, most commodities should be
placed under the proposed core rate of 12
per cent. The states may be given the option
to useahigher rate, if desired. A very small
number of goods, under well enunciated
principles, should be put under the proposed
lower rate category of 4 per cent. The central
sales tax should be quickly phased out.

4.58 In our restructuring plan, the tax-
GDP ratio goes up by 2 percentage points
with both centre and states contributing to
it. For the states, the adoption of the VAT is
likely to be revenue-augmenting in the
medium to long term. If there is a fall in
revenues for some states, it is likely to be
small and temporary. We consider that this
change would add to growth and shift
resources to some extent towards the
consuming states. These changes thus will
have both vertical and horizontal benefits.
The vertical benefit would be due to
augmentation of the tax base as distortion
related inefficiencies are reduced. The
horizontal benefit will accrue from the fact
that consuming states will gain more in
relative terms. It isimportant to resolve the
issue of taxation of services following the
88" amendment to the Constitution. Since
the service tax has been put under article
268A, the sharing of its revenues with the
states will be taken out of the purview of
the finance commission. Thismay not have
been the best among possible options for
dealing with this subject. As matters stand,
the centre can assign certain servicesto the
states for collecting and retaining the
revenues, but the tax will be levied by the
centre. As already indicated earlier, it is
necessary to ensure that the revenue

accruing to the states, under the new
arrangement should not be less than the
share that would accrue to the states, had
the entire service tax proceeds been part of
the shareable pool. We have made this
assumption in the proposed scheme of tax
devolution.

Non Tax Revenues

459 Non tax revenues consist of a
heterogeneous mix of sources encompassing
interest receipts on loans given by the
governments, dividends on equity
investment, and user charges and tariffsfor
servicesprovided by the governments. Non-
tax revenues have remained stagnant
relative to GDP contributing around 3 per
cent of GDP in the combined revenues of
the centre and states. In the context of goods
and services that are private in nature, the
principle of cost recovery should apply, and
where costs are not meant to be recovered
fully, explicit subsidies should be provided.
The management of government finances
in such a way would impart the necessary
transparency and improve the efficacy of
fiscal intervention. Inthe context of interest
receipts and dividends, the issue is linked
to the reform of public enterprises, and the
guestion of user charges is linked to
subsidies. Whereroyaltiesare payable, these
should be on ad valorem basis. Our
restructuring plan proposes a tangible
increase in the non-tax revenues relative to
GDP.

Expenditure Restructuring

4.60 In restructuring expenditures, there
is need to make reference to the basic
objectives of government intervention in
economic activities, as also to the basic
objectivesfor assignment of responsibilities
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as between central and sub-national
governments. It is also important to relate
government expenditures to outcomes in
terms of the quality, reach, and impact of
government services. This would be
facilitated if governments focus more on
their primary responsibilities rather than
spreading resources thinly in many areas
where the private sector can provide the
necessary services. The primary role of
government is to provide public goods like
defence, law and order, and general
administration. This represents one kind of
market failure. The role of governments
extends to merit goods and services with
large positive externalities like education
and health. The services should be assigned
to the central government if the scope of
public goods is nation-wide like defence.
The services get assigned to state
governmentsif the scope of the public good
is limited to regions or if externalities are
more local in character like the health
services. Admittedly there may be many
examples of benefit spillovers, some of
which can be internalized to the state level
decision makers by a suitable scheme of
grants. There is a felt need to examine
whether the central government is not
partaking in many responsibilities that
legitimately belong to the domain of the
states. Governments at both levelshavealso
stepped into the provision of many private
goods, which adversely affectsthe quantum
and quality of service in regard to public
and merit goods. Two key elements of
restructuring government expenditures
relate to augmentation of capital expenditure
relative to GDP, focused on infrastructure
and a reduction of central government’s
expenditures on subjects listed as state
responsibilities.

From Expendituresto Outcomes

4.61 The conventional budget exercises
have focused on alocation of resources to
different heads, without taking into account
how these government expenditures get
translated into outputs and outcomes.
Outputs are the direct result of government
expenditure and outcomes are the final
results. Thus, in the context of education,
opening a new school or appointing a new
teacher isan output and reductionintherate
of illiteracy is an outcome. Issues of
efficiency require consideration whether the
same outcome can be achieved at lower
costs and whether the same costs can
produce better outcomes. A critical part of
budgetary reformsmust includeinformation
on the relationship between expenditures
and the corresponding performance in
producing real results asin determining the
size of the budget and its allocation among
different heads. Although in the past there
have been attempts at introducing
performance budgeting, such endeavors
have receded in importance. There is need
to bring back performance budgeting as an
integral part of the preparation and
evaluation of budgets, both for the centre
and the states. Thus, the management of
public expenditures should be guided by
economy, efficiency, and effectiveness.

Subsidies

4.62 Budgetary subsidies can be explicit
or implicit. When subsidies are explicitly
stated in the budget it adds to transparency
in expenditure management. According to
the Discussion Paper brought out by the
Ministry of Financein 1997, there are many

hidden subsidies in the budget. These arise
because the costs of providing these are not
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recovered from the users or beneficiaries.
In the case of merit goods like education
and health, subsidization may be desirable.
But the desired extent of subsidization
should be clearly worked out. Various
studies [14] have highlighted that
government subsidies, measured as un-
recovered costs in the public provision of
private goods, are large in volume,
amounting to 13 to 14 per cent of GDP. In
many instances, subsidies promote or
subsidizeinefficiencies. Subsidies are often
wasted as these do not reach the intended
beneficiary. The Discussion Paper brought
out by the Ministry of Finance in 1997 did
highlight many of these problems and
suggested a course for subsidy reforms that
included reducing their volume, eliminating
input-based subsidies, making these
subsidies explicit, and improving their
targeting. The Expenditure Reforms
Commission also examined food and
fertilizer subsidies at length and suggested
an agenda of reforms. Some changes were
introduced in the regime of subsidization of
fertilizers. In spite of these efforts, the
volume of subsidies in the central budget
has remained large. It accounted for about
18 per cent of centre’ sgrossrevenuerecei pts
in 2002-03. Some of the earlier
commitments for reducing subsidies,
particularly in areas of fertilizers and
petroleum, should not be diluted. The centre
should draw up aprogrammefor containing
thegrowthin subsidies. Inthe case of states,
a large part of the subsidization process
remains hidden as cost of services keep
increasing, while recoveries as proportion
of costs become less and less. There is a
clear need to link user charges with costs.
The determination of user charges for a
variety of private services provided by the

governments should be supervised by an
autonomous regulatory commission, which
can protect both the interests of the
consumer and the revenues of the
government.

Government Salaries

4.63 Many states have represented to the
Commission that salaries and allowances
have tended to converge with those of the
central government and that they find it
difficult toimplement asalary structure that
is different from that of the centre. The
problems have become acute for some states
as the share of salaries in their total
expenditure is very large. The initial
conditions for the states differ because in
the past their salary scales were different
from the centre and they also followed
different recruitment policies. If salary
structures across the states are allowed to
converge, the number of employeesin astate
also needs to follow some comparable
norms in relation to the size of population,
fiscal capacity, and other relevant
considerations. The per employee salary
expenditure may still differ because of
the composition of the workforce.
Normalization can be donein respect of the
total salary bill relative to their fiscal
capacities. The salary burden is already
heavy and at the minimum, the ratio of
salaries to revenue expenditure net of
interest payments and pensions must not be
allowed to increase. It should be
progressively brought down to levels
prevalent in 1996-97. Appendix 4.2
provides adiscussion of the relative profile
of employment and salary bills of the
government. It can be seen that expenditure
on salaries relative to revenue expenditure
excluding interest payments and pensions
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has gone up from 35 per cent in 1996-97 to
42 per cent in 1999-00. The EFC had
recommended that there is no need to
appoint Pay Commissionsasaroutineat the
interval of 10 years. It also recommended
that states should be consulted while
appointing a new Pay Commission. We
agree with these recommendations.

Pension Reforms

4.64 Pension payments constitute an
important component of committed
expendituresin the central and state budgets.
The central government has taken steps for
pension reforms, particularly in respect of
new appointments. A defined contribution
pension scheme was introduced by the
central government with effect from January
1, 2004 for central government employees
recruited on or after that date, (except armed
forces, in the first stage) replacing the
existing defined benefit pension system. The
central government has also initiated the
process for bringing out legislation for the
appointment of an independent pension
regulatory authority, which can ensure
proper investment of pension funds. The
pension fund regulator will have the
responsibility of regulating, promoting and
ensuring the orderly growth of the pension
funds. The pension liabilities in the case of
the states account for a larger share of its
revenue receipts. This share may increase
further in view of the increasing longevity
and the number of appointmentsin the late
sixties and early seventies, when the size of
state governments was expanding. State
governments need to take up initiatives
similar to those of the central government
for pension reforms. This would also be
facilitated by the appointment of aregulator.

From Unproductive to Productive
Capital Expenditure

4.65 In the proposed restructuring plan,
the level of capital expenditure, on the
combined account of the centre and the
statesrelative to GDP, is set to rise to about
7 per cent of GDP by 2009-10. We have
indicated that this capital expenditure is
meant for administrative departments and
departmental enterprises. Separate
borrowing limits have been prescribed for
non-departmental enterprises. Theincrease
in capital expenditure is for augmenting
investment and building physical assetsfor
the various publically provided services
aimed at promoting growth and improving
the quality of services provided by the
central and state governments. It is not
meant for covering losses of non-
departmental public enterprises, by
contributing to their share capital, or for
servicing debt arising from off-budget
borrowing.

Restructuring the System of Fiscal
Transfers

4.66 Fisca transfersfromthecentretothe
states take place through finance
commission, Planning Commission, and the
central ministries. The over al system of
fiscal transfers suffers from many
inadequacies and deficiencies, which arise
due to segmentation of transfers aswell as
within each segment of the transfers. We
suggest a scheme of reforms that can be
implemented over aperiod of timein respect
of the different channels of transfers.

a. Finance Commission Transfers

4.67 The system of transfers should be
guided by equalization, which is consistent
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with equity as well as efficiency. To some
extent the exercise of using a normative
approach isconstrained by information lags.
Thedataon population pertainsto 1971. By
the time the recommendation period of this
Commission is over, it will be out of date
by nearly 39 years. Even the dataon GSDP,
which serves as indicator of revenue base,
will be dated by about 8 years by 2009-10.
In acontext where disparitiesareincreasing,
the transfers system could become
regressive by the time actual transfers take
place even when transfers are designed to
be progressive under an equalization
approach with respect to data used. It is
difficult to see the relevance of 1971
population census data when population of
all states was about 54 crore, when 2001
census puts the population of all states at
more than 100 crore. Thisis out-of date by
nearly 100 per cent. We recognize that the
implicit objectiveisto penalize states, which
have donelesswell in comparativetermsin
controlling population growth. But
population growth is the outcome of the
birth rate, the death rate, and net migration.
It would be better to state the objective in
the TOR and leave the principle by which it
is implemented in the transfer mechanism
for the finance commission to decide. The
information lag problems would be finally
overcome when the finance commission
determines the formula and the weights of
transfers, which holdsfor 5 years, but actua
sharesare updated every year by application
of the most recent data. Thisis the method
of 5-yearly review and annual updates
followed in Australia. The major concerns
relating to finance commission transfers
have been discussed in detail in the earlier
chapter.

b. Planning Commission Transfers

4.68 In the case of plan assistance, the
proportion between grants and loans at 30:
70for the genera category statesand 10:90
for the special category states has a
counterpart in the interest rate charged by
the central government on the plan loansto
the states, which has been, in the past,
sometimes, 300 to 400 basis points higher
than the cost of fundsto the centre. In other
words, plan grants are not really interest-
free grants. Over the time, these are
recovered back intheform of higher interest
receipts. Plan grants should be given as
genuine grants and states may be
encouraged to borrow from the market
directly. Such a change would require
delinking of grants from loans in plan
assistance. This would facilitate
determination of grants according to needs
and loans according to capacities. The plan
size of each state needsto take into account
the sustainablelevel of debt and the capacity
to borrow from the market.

4.69 A restructuring plan must include
reformsrelating to the planning process. Part
of the distortion in the structure of
expenditure derives from the distinction
between plan and non-plan expenditures. It
isinefficient to show preferencefor creating
new assets or undertaking new schemes
being part of the plan, while sacrificing
maintenance of already created assets. Asa
result, there remain many incomplete
projects/schemes not yielding services on
one side, and ill-maintained and fast
depreciating assets, on the other. Over the
time, plans have become more scheme-
oriented rather than project-oriented, so that
assets that could provide returns to service
the debt that was used to finance plan
expenditures are neither being created nor
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mai ntai ned.

4.70 In the case of centrally sponsored
schemes also there should only be the grant
element and no loanslinked to grant. A state
should begivenitstotal entitlement of grants
and allowed to select its own mix of
centrally sponsored (CS) schemesfloated by
different ministries, within the limit of the
total grant. The CS schemeswould then start
competing among themselves and pressure
would come on the ministries to design
schemes that arein demand. Thiswould do
away with the present supply-driven
approach where schemes are characterized
by large numbers, duplication, and lack of
monitoring. The CS schemes have been the
subject of study by many committees. The
general consensus has been towards
reducing their number, but the follow-up
action has been weak.

Restructuring Debt

4.71 In 2002-03, the central government
brought out adebt-swap schemeto facilitate
the state governmentsto swap their high cost
debt owed to government of India with
additional market borrowings and a part of
current small saving transfers. During 2002-
03, the state governments swapped Rs.
13766 crorewith 20 per cent of small saving
share and additional market borrowings.
During 2003-04, according to provisional
data, loans amounting to Rs. 46211 crore
have been swapped with 30 per cent of small
saving transfers and additional market
borrowings. The central government has
used the receipts under the debt-swap
schemeto repay itsliabilitiesto the National
Small Savings Fund (NSSF). This has the
effect of bringing down centre’soverall debt
aswell asits effective interest rate. During

2004-05, additional debt swap amounting
to Rs. 43887 crore has been envisaged.

472 The total liabilities of the
government of India according to receipts
budget of 2004-05 are shown as Rs.1985866
crore. Theseincludeliabilitiesin the public
account of NSSF against loans to the state
governments and Rs. 60000 crore worth of
market stabilization scheme (MSS). The
MSS funds are not available to the
government for current expendituresand are
held as cash with RBI. Against the lending
to the states from the NSSF, states have
issued special securities. Adjusting for these
two amounts from the asset side, the
outstanding liabilities of the central
government at the end 2004-05 are
estimated to be about 53 per cent of GDP.
There has been a fall in centre’s liabilities
relative to GDP because of the redemption
of special securities issued to the NSSF
based on the debt-swap programme for the
states.

4.73 At the same time, the central
government should phase out its
intermediation in borrowing by the states.
Where necessary, this should be managed
through apublic account. However, thereis
a need to determine borrowing limits for
each state taking into account borrowing
fromall sourcesincluding small savingsand
states public accounts and reserve funds.
The prescribed borrowing limit on states
aggregate fiscal deficit in our restructuring
planis3per cent. Intheir casealso, revenue
deficits should be brought to zero by
2008-09. Once stabilized, these deficit rules
should be taken to apply over the medium
term with some changesto take into account
the cyclical pattern.

4.74 Our suggested debt restructuring
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programme for the states as detailed in
chapter 12 will have two components: a
consolidation of all state debt to the centre
outstanding at the end of 2004-05 at an
interest rate of 7.5 per cent to be repaid in
20 years, and adebt relief schemelinked to
achievement in reducing revenue deficits.
We are proposing that as a precondition for
availing the benefit of the scheme, all states
should enact a fiscal responsibility
legislation, that provides for eliminating
revenue deficit in the respective states no
later than 2008-09, incorporates annual
targets for reduction of fiscal and revenue
deficits, and presents to the respective
legidlatures aconsolidated growth and fiscal
strategy statement along with their budgets.
Asthestatesareincreasingly exposed to the
marketsfor borrowing, their fiscal positions
would be increasingly assessed by the
markets. They may be forced to pay higher
than average interest rates to cover
additional risk if the public finances are not
evaluated to be robust by the assessment of
the market. We are relying therefore on two
mechanisms for fiscal correction: self
evaluation under the Fiscal Responsibility
Act and exposure to market. These in our
view may prove to be effective instruments
of fiscal discipline without compromising
the autonomy of the states.

Public Sector Reforms

4.75 As pointed out by the Eleventh
Finance Commission, large amounts of
capital is locked up in the public sector
showing extremely low returns in relation
to the average cost of funds to the
government. As per available information,
109 central public sector companies were
running in losses. The problem is
particularly acute in the case of the states.

Out of 1003 state level public enterprises
(SLPEs), 599 SLPEs are reported to be
either non-functioning or running into
losses. Not only the returns on government
investment are non-existent or low, but also
alarge number of SLPEsfail tofinalizetheir
accounts. The total amount of investment
in respect of the SLPES, where accounts
were finalized, was estimated to be
Rs. 2,38,220 crore at the end of 2000-01.
Many states have, however, taken steps for
closing down many of the SLPEs and for
disnvestment in others. Thisprocess should
be further strengthened. In the period of
restructuring, that is 2005-10, state
governments should draw up a programme
that includes closure of almost all loss
making SL PEs. Reforms of state electricity
boards and transport enterprises are being
taken up separately. By the end of 2009-10,
states should have a small but viable set of
SLPEs.

Fiscal Frameworks for Reforms

4.76 Intheninetiesmany countriesaround
the world were able to achieve fiscal
consolidation, attaining primary surpluses.
Widespread reformsincluding debt ceilings
and deficit targets have strengthened fiscal
frameworks. Expenditure rules and
transparency in the fiscal management has
also been emphasized in these fiscal
frameworks. Evaluations of these fiscal
consolidation efforts [15] have identified
certain factors that account for reliable and
durable adjustments. Accordingly, fiscal
consolidationismorelikely to be successful
when based on cuts in expenditure,
particularly when undertaken by countries
with high levels of debt. Widespread
reforms in fiscal frameworks require
ingtitutional reformsaimed at achieving and
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maintaining fiscal consolidation, while
leaving room for fiscal policy to respond to
business cycles through automatic
stabilizers and policy actions.

4.77 Recent ingtitutional reforms can be
classified into three broad groups. formal
deficit and debt rules, expenditure limits,
and transparency.  Themain examples of
this approach are European countries bound
by the Maastricht Treaty as supplemented
by the Stability and Growth Pact. TheU K
since 1997 has operated a Golden Rule
whereby borrowing is done only to finance
capital spending and thelimit on net debt is
40 per cent of GDP over acycle. Severd
countries have deficit and debt rules at the
sub national level. In the US, al but two
states have laws requiring balanced budgets
and limiting the statesto raise debt. Nine
provinces and territories of Canada have
fiscal ruleswith balanced budgetsrequiring
them to take on debt only for the purpose of
financing investment projects. Canada has
also focused on instituting a rigorous
expenditure review process. Debt ceiling
can serveasauseful adjunct to deficit rules.
In practice debt ceilings have been driven
not by cal cul ations based on theory, but run
by the concern about reducing high debt
levelsand are thus generally chosen onthe
basis of the experience of the individual
countries. The main criticism of the deficit
rulesin general and balanced budget rules
in particular is that they are invariant and
therefore tend to be pro-cyclical. Thisisa
more important consideration for national
governments as compared to sub national
governments. For this reason the deficit
rules in the national government have
increasingly been defined in terms of a
cyclically adjusted deficit measuresor asan
average over the economic cycle. Thus

these rules allow the operation of domestic
stabilizers and to some extent also provide
room for discretionary policy within the
cycle.

4.78 Transparency in fiscal management
has been emphasi zed by countrieslike New
Zedland, Australia and the U K. The key
elements in this approach are an explicit
legal basis, elaboration of guiding principles
of fiscal policy, requirement that objectives
are clearly stated, emphasis on the need
for a long term focus to fiscal policy, and
fiscal reporting to the public. The UK, US,
and New Zealand have enacted legislations
for trangparency which require statements
providing the objectives for deficits and
debt. The US places relatively greater
emphasis on expenditure and deficit rules.
Expenditure rules typically emphasize
ceilingson specific areas of expenditurelike
discretionary expenditure as opposed to non
discretionary expenditure and in some cases
with respect to particular programmes. Thus,
three structural changes can help restorethe
fiscal health in India, namely, (i) legidlative
enactments that can restrict fiscal
imprudence and set targets such as those
relating to fiscal and revenue deficits, debt,
and rulesfor expenditure cuts contingent on
specified conditions, (ii) transparency
requirements in fiscal management, which
help a better understanding of the fiscal
health of a government by its citizens and
their representatives, and (iii) exposure to
market discipline, particularly in raising
debit.

Summary

4.79 Our approach to restructuring
requires determined and coordinated effort
by the central and state governments. It
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emphasizes fiscal corrections in a
macroeconomic framework with amedium
term perspective. It endorses the view that
most of the changes in taxation and fiscal
framework should be completed by 2005-
06, and course corrections should be
undertaken on the basis of quarterly and
annual reviews. The core strategy of fiscal
restructuring, recommended by us, centers
onraising thetrend rate of growth. Thiscan
be done by enhancing the savings ratio,
which requires large reduction of
government dis-savings. This, in turn,
requires elimination of revenue deficit at
both levels of government. However, we
recommend increase in government
investment aimed at infrastructure. The
specific suggestions made by us are
summarized below.

i. Thesuggested reform strategy hasto
aim for strengthening growth by
increasing public sector saving and
government’s capital expenditures
relative to GDP. This would require
reducing the share of revenue deficit
in fiscal deficit, which itself should
fall.

ii. The macroeconomic scenario that
serves as the framework for fiscal
correctionsis characterized by 7 per
cent real growth on average and 5
per cent inflation rate.

lii. Fiscal correctionrequiresincreasing,
by 2009-10, the combined tax-GDP
ratio to 17.6 per cent, primary
expenditureto alevel of 22 per cent
of GDP, and capital expenditure to
nearly 7 per cent of GDP.

iv. In the context of debt and fiscal
deficit, keeping in view the FRBMA

targets and the related sustainability
requirements, we consider that:

(@) With a combined fiscal deficit
of 6 per cent of GDP and a
nominal growth rate of 12 per
cent per annum, the system will
converge to a combined debt-
GDP ratio of 56 percent. The
present level is as estimated to
beashigh as81 percent of GDP,
with external debt measured at
historical exchange rates. This
should, at a minimum, be
brought down to 75 per cent by
the end of
2009-10.

(b) With the system of on-lending
being brought to an end over
time, the long term goal for the
centre and state for the debt-
GDP should be 28 per cent
each. Their fiscal deficitto GDP
ratio targets may be fixed at 3
per cent of GDP each. In both
cases, revenue deficit should be
eliminated by 2008-009.

(c) Under the assumptions of
revenue to GDP ratios,
eventually the centre's interest
payment relative to revenue
receipts would reach about 28
per cent by 2009-10. Inthe case
of states, the level of interest
payments relative to revenue
receipts would fall to about 15
per cent by 2009-10.

v. As part of the proposed fiscal

adjustment, revenue deficit relative
to GDP for the centre and the states,
for their combined as well as
individual accounts should be
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Vi.

Vii.

brought down to zero by 2008-09.
This is already provided in the
centre's FRBMA.

States should follow a recruitment
and wage policy, in a manner such
that the total salary bill relative to
revenue expenditure net of interest
payments and pensions does not
exceed 35 per cent.

We recommend that each state
should enact fiscal responsibility
legidlation. This has been stipul ated
as a precondition for availing the
debt-relief scheme as recommended
by us in a later Chapter. This
legislation should, at a minimum,
provide for

(@) eiminating revenue deficit by
2008-09;

(b) reducing fiscal deficit to 3 per
cent of GSDP or its equivalent

(€)

(d)

(€)

defined as ratio of interest
payment to revenue receipts;

bringing out annual reduction
targets of revenue and fiscal
deficits;

bringing out annual statement
giving prospects for the state
economy and related fiscal

strategy;

bringing out special statements
along with the budget giving in
detail number of employeesin
government, public sector, and
aided institutions and related
salaries.

00
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[1]

[2]

[3]

[4]

[3]

Endnotes

This includes external debt evaluated
at historical exchange rates.

Reserve Bank of India, Report on
Currency and Finance, 2000-01, pages
1V-12 tol4.

According to an estimate by RBI (op.
cit.), the cyclical deficit has ranged
between a deficit of 0.12 per cent of
GDP and a surplus of 0.21 per cent of
GDP during the nineties. The structural
fiscal deficits have beenin therange of
about 10 per cent of GDP in the recent
years.

Asin[2].

We use the Hodrick — Prescott (HP)
filter to derive the trend output in real
terms and the price deflator. Given a
series y, the H-P filter computes the
smoothed series s of y by minimizing
the variance of y around s subject to a
penalty that constrains the second
difference of s. The penalty parameter
controls the smoothness of the seriess.
The larger the penalty parameter, the
smoother isthe series. With very large
values of the parameter, the smoothed
series approaches a linear trend. We
have used a value of 100 for this
parameter, which is generally
recommended in the case of annual
series.

Ahluwalia in his article “Economic
Performance of Statesin Post-Reforms
Period” (EPW, 2000) liststhe necessary
qualificationsin interpreting estimates
of Gini Coefficient, assuming
population of a state is centered on the
mean income of that state.

[6]

[7]

[8]

or

[9]

Prepared by Dr. Sita Prabhu
and her associates at UNDFP's India
office.

Prepared by IDFC for the benefit of the
Finance Commission by Prof. TCA
Anant of the Delhi School of
Economicsand Mr. Nirmal M ohanty of
the IDFC.

The standard specification of the
equation describing debt dynamics
with discrete time periods is given by
equation (1) [b, = p, + b_, {(1+i)/
(1+g)}]. Asdiscussed in Rangarajan
and Srivastava (2004), writing
z _b b, equation (1) can also be

t= "t el
written as

z,_p.-b, [(9,H) (1+g)7]

P =z +b,[(9,H) (1+g)"]
Summing up over any two benchmark
years 1 and T, we have
Xp =2z +X b [(g, ) (1+g)"]

(t=1,...,T)
The term Al= 2 z./ X p, (t=1,...,T)
shows the extent to which the
cumulated primary deficits translate

into accumul ation of debt. On the other
hand, the term

A2=3b,, [(g-i, )(1+g, )] /Zp,
(t=1,T)

shows the extent to which the impact
of cumulated primary deficits is
absorbed by the excess of growth over
interest rate.

Discussionswith CSO have confirmed
that subject to some statistical
adjustments, net savings of
administrative departments and
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departmental enterprises and
the combined revenue deficit of the
central and state governments are
equivalent.

[10] Muhleisen (1997, IMF Staff papers)

had estimated that for each increase of
1 percentage point in public saving,
there is reduction of 0.25 percentage
points in private savings. This
relationship would hold in the reverse
aswell.

[11] Let D= end-period outstanding debt, Y

= GDP at market prices, g = growth
rate, i = effective interest rate, P =
primary deficit, F = fiscal deficit, and |
= interest payment. Therelevant period
isindicated by the subscript t. The debt-
GDPratioisgiven by b and the primary
deficitto GDPratioisgivenby p. Thus,
b,=D/Y,andp =P/Y..

By definition,

DI - Dt-l = FI

o, D-D_ =P+l ...(a
We can write, | =i D ,and Y =Y
(1+9)

Dividing (a) by Y, we have
b - b, [1(1+g)] =p +ib [1/(1+g)]
o, b=p+b,_[(1+)/(1+9)]
...(b)
o, b-b_ =p-b[1-(1+i)/ (1+g)]
o, b-b_ =p-b_[(g-i) (1+9)
...(C)
Thusthelong run equilibrium value of
b, =b,, =b* isgiven by

b* =p (1+g) / (g-i) (d)
Correspondingly, f*=p.g/(g-i)

...(e)

Thus, given the values of i and g, for
any targeted level of primary deficit to
GDP ratio(p), the stabilized debt-GDP
ratio is given by (d), and the
corresponding fiscal deficit to GDP
ratio which will ensure that f* is
remains constant year after year is
given by (e). It is also implicit by (d)
and (e) that the relationship between
b* and f* is given by

f*=b* g/(1+g) . (f)

[12] Theinterest payment to revenue ratio

(IP/RR) can be derived as below.
IP.=iB_ =ib,Y

As debt is stabilized b=b_=b*

IP. = i.[p(1+g)/(g-)] Y, or i.p/(g-1)]Y,
[sinceY , =Y /(1+g)]

The revenue receipts can be written as
RR=r.Y,

Thus (ip)* = IP/RR, = i.p/r(g-i) or p/
(g-i) = (ip)*r/i

Further, since with stabilization
b,=b_,itisimpliedthat B, =B, (1+g)

t-17
Then fiscal deficit can be written as
FI = Bt-lg

Or f =b_g/(1+g)

Or  f*=b g/(1+g) = p.g/(g-i)

We can then write

Using f* = (ip)*r g/i ..(9)
And b* = (ip)* r(1+g)/ i .. (h)
Accordingly, f*/b* =g/(1+g)

[13] One study was undertaken by the

Nationa Institute of Public Financeand
Policy, which focused on two states,
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namely, Andhra Pradesh and West
Bengal. The other study was done by
the Foundation for Public Finance and
Policy, which looked into the question
of vertical externality in taxation.

[14] Government of India brought out a

Discussion Paper on Government
Subsidiesin Indiain 1997.

[15] World Economic Outlook, 2001,
IMF.
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Chapter 5

Union Finances. Assessment of Revenue
and Expenditure

5.1 According to the terms of reference
(TOR), in making recommendations on
transfers to states in the form of tax
devolution and grants, the Commission shall
haveregard, among other considerations, to
the resources of the central government for
the five years commencing on 1st Apiril,
2005 on the basis of levels of taxation and
non-tax revenueslikely to be reached at the
end of 2003-04. The Commissionis, further,
required to take into consideration (a) the
demands on the resources of the central
government, in particular, on account of
expenditure on civil administration,
defence, internal and border security, debt
servicing and other committed expenditures
and liabilities, (b) the objective of not only
balancing the receipts and expenditure on
revenue account of the centre, but also
generating surpluses for capital investment
and reducing fiscal deficit, and (c) the
taxation efforts of the central government
as againgt targets, if any, and the potential
for additional resource mobilizationin order
to improve the tax-GDP ratio. Related to
these considerations is para 5 of the TOR,
which requires us to review the finances of
the central and state governments and
suggest aplan for restructuring of the public
finances restoring budgetary balance,
achieving macro-economic stability and

debt reduction a ong with equitable growth.

5.2 As in the case of earlier finance
commissions, the central government’s
memorandum and forecast have provided
the basis for our assessment of the finances
of the centre during the reference period
(2005-2010). We held detailed discussions
on the subject with the senior officials of
the Ministry of Finance and various central
ministries before formul ating our approach.
We have taken note of the fiscal
responsibility legislation enacted by
government of India, that has implications
for the projection of revenues and
expenditure. The Fiscal Responsibility and
Budget Management Act, 2003 (FRBMA)
came into force on 26th August, 2003 and
rules thereunder were notified on 2nd July,
2004. In terms of the Act, the centre’s
revenue deficit was required to be
eliminated by 31st March, 2008. The rules
under the Act further require the central
government to reduce the revenue deficit by
an amount equivalent to 0.5 per cent or more
of GDP at the end of each year beginning
with 2004-05. The fiscal deficit is to be
reduced by 0.3 per cent or more of GDP at
theend of each financia year beginning with
2004-05, so that it is brought down to 3 per
cent of GDPin 2008. The Finance Act, 2004
has shifted the targets fixed for 31st March,
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2008 with respect to the revenue deficit and
the fiscal deficit to 31st March, 2009.

5.3 After the FRBMA was passed, the
central government set up a Task Force for
drawing up a medium-term framework for
fiscal policies to achieve the objective of
the FRBMA and to formulate annual targets
indicating the path of adjustment aswell as
the required policy measures. The report of
the Task Force, presented to the central
government in July 2004, was made
available to us. Besides, we had the benefit
of meeting the chairman of the Task Force.
The Task Force has presented two scenarios
for the future — the baseline scenario and
the reform scenario. The base line scenario
assumes that the four years from 2005-06
till 2008-09 will proveto besimilar to recent
years in terms of progress on policy and
administration. It does not assume any magjor
new tax reforms. The projections in the
baseline scenario indicate that, under this
scenario the targets prescribed in the
FRBMA with regard to the revenue and
fiscal deficits will not be achieved. The
second scenario, which the Task Forcecalls
the reform scenario, incorporates
substantivereformsin taxesand followsthe
principle of arevenue led and front loaded
fiscal consolidation. The adoption of the
suggested reforms is expected to help the
achievement of the required fiscal
corrections for eliminating revenue deficit
and reducing fiscal deficit.

5.4 The FRBMA requires that three
statements, namely, a macro-economic
framework statement, afiscal policy strategy
statement and a medium-term fiscal policy
statement containing three-year rolling
targets for prescribed fiscal indicators and
the underlying assumptions, be placed

before the Parliament every financial year.
Thefirst such set of statements was placed
in the Parliament in July, 2004 alongwith
the budget of 2004-05. We note that the
rolling targets in the medium-term fiscal
policy statement correspond to the
projections made in the reform scenario of
the report of the Task Force. Whilewe have
considered the statements laid in the
Parliament and the suggestions made in the
report of the Task Force (although the
recommendations are still to be accepted by
the central government), we have made our
own assessment of the feasibility of
implementing the suggested reforms during
our award period. Our assessment of the
resources of the centre has, therefore, been
made in the light of the considerations
mentioned in our terms of reference and in
consonance with the restructuring
programme outlined by usin chapter 4. We
have also been guided by the targets in
regard to revenue and fiscal deficitsand the
minimum annual adjustments prescribed
under the FRBMA and the rules framed
thereunder.

Memorandum and Forecast of the
Central Government

5.5 The central government submitted its
memorandum to the Commission in
September, 2003. A number of statements
containing item-wise projections of
revenues and expenditures were also
forwarded to us from time to time by the
Ministry of Finance, spelling out
assumptions and growth rates adopted for
variousitems. The forecast of the summary
position of the finances of the central
government containing the projections of
revenue and fiscal deficits was made
available to the Commission in September,
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2004. We were informed that the forecast
of the summary position, though submitted
after amedium-term fiscal policy statement
was laid in Parliament, did not factor in the
budget estimates of 2004-05 or the targets
under the FRBM Act/rules. It was, however,
consistent with detailed statements
submitted to us earlier, projecting large
revenue and fiscal deficits for 2009-10.
However, in a meeting with us, the senior
officiasof theMinistry of Financeindicated
that the implementation of the measures
recommended by the Task Force under the
reform scenario will be necessary for
achieving the targets prescribed in the
FRBM Act/ruleswith regard to the revenue
and fiscal deficits.

5.6 In the memorandum, the central
government has urged the Commission to
take due note of the centre’'s commitments
and strike a balance between the
requirements of the Union and the states
while determining the quantum of transfer
from the centre to the states. The
Commission was also urged not to view the
share of central taxes and the grants under
article 275 in isolation but calibrate these
transfers taking into account the overall
resource transfers from the centre to the
states.

5.7 The central government expressed
concern on the inability of the centre and
the states to apply fiscal corrections with a
view to reducing deficits and ultimately
generating surpluseswhich can begainfully
deployed in sectors that need large infusion
of public resources in order to achieve the
policy goals and objectives of the
government. The central government’s
memorandum further states that in
accordance with the provisions of the

FRBMA, the central government isrequired
to take appropriate measures to reduce the
fiscal deficit and revenue deficit, so as to
eliminate revenue deficit by March 31, 2008
(since extended to March 31, 2009) and
thereafter build up adequate revenue
surplus. Thismandatory requirement on the
part of the central government needs to be
taken into account by the Finance
Commission while making its
recommendations. In view of the large
revenue deficit of the centre and the states,
asalsothelow level of tax-GDPratio, fiscal
consolidation together with enhancement of
the tax-GDP ratio is imperative for the
period 2005-10. In this context, the
memorandum further statesthat “thishasto
be doneto reduce the combined fiscal deficit
of the centre and statesto 3 per cent of GDP
by the year 2009-10, keeping in view the
consideration that central government fiscal
deficit is required to be brought down to 2
per cent by March, 2008 and thereafter
revenue surplusisrequired to be generated”.

5.8 The memorandum, while indicating
the trends in central government’s
expenditure, has drawn our attention to the
inflexibility of non-plan expenditure
comprising inter alia, interest payments,
defence expenditure, subsidies, pensions,
and transfers to states. These together pre-
empt over 100 per cent of total revenue
receipts of the centra government. It has
also been stated that Union taxes are not
expected to be particularly buoyant because
of reduction in rates and continuation of
exemptions. The Commission has been
urged to take the sluggish growth of tax
revenue into account together with the
commitments on the expenditure side. Our
attention hasa so been drawnto the possible



94

Twelfth Finance Commission

reduction in customs duties on account of
the WTO commitments.

5.9 With regard to the value added tax
(VAT), whichisexpected to beimplemented
from April, 2005, the centra government
has stated that the introduction of VAT
should lead to a net gain in revenue
resources, but a compensation mechanism
for three years has been thought of as a
measure of ‘comfort’ to the states. Details
of the possible revenue loss and the likely
guantum of compensation have not been
made available to us.

5.10 Thecentral government hasurged the
Commission to review the level of user
chargeswhich form part of non-tax revenue
of the government and make suitable
recommendations with a view to boosting
non-tax revenues of the centre and states. It
has been suggested that international
experienceinthisregard may be drawn upon
especiadly in emerging areas like those in
the telecom sector. It has been mentioned
that the auction of radio spectruminthe case
of this sector has fetched billions of dollars
in revenues in countries like the U.K.,
Germany etc. and its levy in the Indian
context may merit attention of the
Commission.

5.11 Referring tothe need for capping the
level of guarantees given by state
governments, the central government has
stated that in so far asthe central government
is concerned, efforts will be made to limit
fresh guaranteesto 0.5 per cent of GDP each
year, as provided for in the FRBMA. The
central government has also stated that in
the light of the tight fiscal situation of the
centre and the external macro-economic
imperatives of containing centre’s fiscal
deficit and debt, there should be a gradual

reduction in devolution to states. Given the
likely levy of sales tax by states on sugar,
tobacco and textiles and the availability of
collection of service tax by states on items
to be specified, the Commission may also
review the maximum level of overall
transfersfrom centreto states and prescribe
a ceiling that is lower than that
recommended by the Eleventh Finance
Commission.

5.12 Inasubsequent submission dated 9th
August, 2004, which in many ways differs
from the earlier memorandum, the central
government has suggested that in respect of
the share of states in the net proceeds of
taxes, the Commission may take a view
consistent with National Common
Minimum Programme objectives (which,
inter alia, states that the share of statesin
the single divisible pool of taxes will be
enhanced) and after taking into account the
following considerations:

(i) under theeghty-eighth Constitutiona
amendment, “Taxes on Services’ are
to be excluded from the single,
divisble pool of central taxes/duties;

(ii) the centreis presently discharging a
number of expenditure obligations
pertaining to subjects/areas in the
Statelist, both through plan transfers
and non-plan transfers/expenditures,
and

(iif) demands on the resources of the
central government and statutory
requirements of eliminating revenue
deficit of the centre as stipulated in
the FRBMA and rules framed
thereunder.

A statement containing thefiscal projections
for 2009-10 under the reform scenario of
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the Task Forcewas also provided along with
this submission suggesting that the
Commission may make its own assessment
in this regard as the Task Force
recommendations are based on
comprehensive tax reforms and the
suggested measures are still to be adopted
by the government.

5.13 We have considered the various
submissions of the central government: the
memorandum dated 1.9.03, the statements
of revenues and expenditures submitted
from time to time, the statement forwarded
in August, 2004 containing fiscal
projections for 2009-10, and the statement
on the summary position of the finances of
the central government submitted in
September, 2004. Giving due consideration
to these submissions and taking into account
the imperatives of the FRBMA as modified
by the Finance Act, 2004, we have
prescribed a fiscal adjustment path for
meeting the FRBMA objectives. In doing
SO, our attempt has been to maintain an
appropriate balance between augmentation
of revenue and compression of non-priority
expenditure for fiscal consolidation.

Reassessment of the Base Year : 2004-05

5.14 The assessment of the centre’s
resources needs to be done in two stages.
Thefirst stepisto arrive at therevenuesand
expenditure for the base year 2004-05. For
this purpose, we have broadly accepted the
budget estimates of 2004-05 with some
modifications in the revenue receipts and
expenditure of the centre. On the suggestion
made by the officials of the Ministry of
Finance during discussions, we have scaled
down the estimate of corporation tax from
Rs.88436 crore to Rs.80436 crore on the
ground that the Budget Estimatesinclude a

one-time estimated collection of arrears to
the extent of Rs.8000 crore. Thisadjustment
isonly for the purpose of further projections
and does not imply that the estimates will
not berealized inthe baseyear. The estimate
of income tax has been brought down from
Rs.50929 crore to Rs.47929 crore
consequent to the amendment brought about
in the original scheme of securities
transaction tax. The base year figures of
Union excise duties have also been revised
downwards as the budget estimates (Rs.
109199 crore) did not seem achievable in
the context of the performance in recent
years as also the trend of collectionsin the
current year which indicatesthat only 34 per
cent of the estimate could be realized till
September, 2004. We have, therefore,
reassessed the base year estimates as Rs.
103557 crore based on the average growth
in revenue during 1999-2000 to 2003-04
(RE). The estimate of education cess had
also to be adjusted in accordance with the
above modifications. Another item in BE
2004-05 that has been reassessed by us is
the interest receipts from states. This
appeared to be on the higher side, if the
central government loans shown as
outstanding against the states on 31.3.04 in
the Receipts Budget, 2004-05 is kept in
view. We have, accordingly, revised the
figure of Rs. 29982 crore indicated in the
Budget Estimates 2004-05 to Rs. 23164
crore applying a 12 per cent rate of interest
on the loans outstanding on 31.3.04. We
have had to make corresponding
adjustmentsin the plan revenue expenditure
and minor adjustments with a view to
retaining the revenue deficit at 2.5 per cent
of GDPandfiscal deficit at 4.5 per cent close
to the budget estimates. For the remaining
items of revenues and expenditure, the BE
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2004-05 figures have been adopted by us.
However, while computing the outstanding
debt of the government of Indiain the base
year, we have excluded the borrowings of
Rs. 60000 crore under the Market
Stabilization Scheme asthese areto be held
as cash balance and investments in special
securities of states under NSSF as the | atter
would be serviced by the state governments.

5.15 Therecovery of loansfrom statesin
the year 2004-05 indicated in the budget
documents incorporates a debt-swap of
Rs. 11000 crore. This has been retained in
our reassessment, athough we have separately
been informed that the total debt-swap
expected to take place during the year is
nearly Rs. 46000 crore and aswap of around
Rs. 29300 crore has already been effected.
Theadjustmentsin thisregard are, however,
expected to be made at the stage of working
out the revised estimates for 2004-05.

Revenue Receipts: 2005-10
Tax Revenues

5.16 The next step is to make an
assessment for the period 2005-10. In the
central government’s forecast, the income
tax and corporation tax were assumed to
grow at 20 per cent per year during the
Commission’saward period. Customsduties
and service tax were both assumed to grow
at the rate of 10 per cent per annum. The
projection of Union excise duties was done
using adouble log regression with index of
industrial production (manufacturing) asthe
independent variable, assuming an average
growth of index of industrial production at
6.6 per cent for the period 2004-05 onwards.
This trandated into an annual growth rate
of 10.47 per cent in Union excise duties.

5.17 Compared to these projections, the

statement laid by the central government
before the Parliament under the FRBMA
estimates that during the period 2004-05 to
2006-07, grosstax revenueswill grow at an
average of 22 per cent per annum based on
an assumed average annual growth of 26 per
cent in direct taxes and 19 per cent in
indirect taxes. The tax-GDP ratio of the
centre is projected to rise from 9.2 per cent
in 2003-04 RE to 10.2 in 2004-05, 11.1in
2005-06 and 12.1 in 2006-07. We find that
these estimates correspond to the projections
in the reform scenario of the Task Force on
the implementation of the FRBMA.. In our
view, theimplementation of thetax reforms
will take time as it involves far reaching
changes, which require the consent of the
states. We have, therefore, assessed the tax
revenues for the future taking into account
the additional resource mobilization
possible under the present scenario. Wefeel
that service tax would have a much higher
buoyancy than projected by the central
government because of significant growth
inthe services sector. We have also followed
the principlethat the centre should improve
uponitspast performance by ensuring better
tax compliance and utilizing the scope for
mobilizing additional revenues effectively,
particularly where servicetax is concerned.

5.18 Accordingly, our estimates of tax
revenues have been derived by applying
growth rates computed on the basis of
buoyancy norms for individual taxes. The
nominal GDP has been assumed to grow at
12 per cent per annum which, in our view,
isrealistic in the backdrop of the growthin
nominal GDP in the last 2-3 years The
buoyancy of each of the maor taxes has
been worked out on the basis of the growth
rates from 1999-2000 to 2003-04 (RE) and
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the scope for additional resource
mobilization. We have accordingly used a
buoyancy of 1.7 for corporation tax, 1.4 for
income tax, 0.6 for customs, 0.9 for Union
excisedutiesand 1.75 for servicetax during
our award period. For the remaining taxes,
namely, wealth tax and taxes of UTs, the
average of thegrowth ratesfrom 1999-2000
t 0]
2003-04 (RE) have been used.

5.19 Our projection of thetax revenues of
the centre entailsan improvement in the tax-
GDP ratio by 0.92 percentage points by
2009-10 over 2004-05 (reassessed) levels
but 1.68 percentage points over
2003-04 (RE) figures. The improvement
projected by usis modest compared to the
reform scenario of the Task Force as well
asthat envisaged in the medium-term fiscal
policy statement of the central government
andis, therefore, morelikely to be achieved.
This facilitates a realistic estimation of
tax devolution to states and subsequently
grants.

5.20 The eighty-eighth Constitutional
amendment envisages exclusion of service
tax from the single divisible pool and lays
down the manner in which servicetax isto
be shared. We have, however, for the
purpose of our projectionstreated it asapart
of the divisible pool as at present, since the
necessary notification on the amendment
hasnot yet beenissued. Asalready indicated
in chapter 2, the implications of this may,
therefore, be factored in by the central
government while issuing the notification
in this regard.

Non-Tax Revenues:

521 Theprincipal componentsof thennon-
tax revenue are interest receipts, dividends

and profits, receipts from the petroleum and
telecom sectors and different user charges
levied by the central government. The
central government’s projections with
regard to non-tax revenuesin respect of most
of theitems are based on the average rate of
growth obtaining over the years 1997-98 to
2001-02. The interest receipts have been
projected to grow at the same rate at which
overall non-tax revenues have grown during
1997-98 to 2001-02. Similar assumptions
have been made in respect of items for
which the rate of growth has been seen to
fluctuate widely. The receipts on account of
dividends and profits have been projected
to increase by 4 per cent per year.

5.22 Interest receiptsaccrueto the central
government mainly on the loans given to
states, public sector undertakings (PSUs)
and therailways. Inthe central government’s
memorandum, the declining trend of the
share of interest receipts in total non-tax
revenues has been noted. It has been further
mentioned that in the current regime of
softening of interest rates and
implementation of debt-swap arrangements,
its share in non-tax revenues is likely to
declinefurther. Taking into account the fact
that central loans to states to the extent of
Rs.114000 crore would have been swapped
by 2004-05 and loansto states are expected
to be granted in 2004-05 at lower rates of
interest, we have projected interest receipts
from states by factoring in the interest
receipts actually duefrom past loans during
our award period and allowing for
continuation of the present interest rate
regime with regard to future central loans
to states. As regards interest receipts from
public sector undertakings, we have been
informed that the centre has been supporting
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many sick PSUsfor meeting their immediate
needs of salary payment and for covering
their gap in resources. The exercise in
restructuring of sick PSUs has reduced the
revenue streams of the Government on
account of foregoing of loan/interest
payments, conversion of loan into equity,
write-off etc. Our analysis of the returns
from PSUs based on data in the Public
Enterprises Survey shows extremely low
returns varying from 4 to 6 per cent from
1999-2000 to 2001-02 on loans given to
PSUs. In our view, thisis an areain which
greater disciplineiscalled for and the centre
should ensure reasonable returns on loans
given to PSUs. We have, accordingly,
assumed an average return of 10 per cent
per annum on outstanding loans to PSUs
during our award period.

5.23 Based ontherecommendationsof the
eighth report of the Railway Convention
Committee, therailways are expected to pay
interest in the form of dividend at the rate
of 7 per cent on the entire dividend paying
capital, except the capital cost of residential
buildings which carries a dividend of 3.5
per cent. Dividend concessions are given to
the railways in the form of subsidy from
general revenues in respect of
unremunerative branch lines, ore lines and
in respect of some other specified areas. We
find that the projections made by the
Ministry of Railways for dividend payment
are based on the prescribed rate of dividend
payment as recommended by the Railway
Convention Committee. We have, therefore,
accepted the projections made by the
Ministry of Raillways in regard to interest
receipts from railways. We, however, urge
that the dividend concessions given to
railwaysbereviewed at regular intervals not
exceeding three years to ensure a rational

and properly targeted subsidy.

5.24 As far as the receipts on account of
dividends and profits are concerned, we
have projected the dividends from PSUs on
the basis of thetrend growth rate from 1993-
94 to 2003-04 keeping in view the fact that
disinvestment as earlier planned may not
take place. Profits from RBI/Banks have
been projected to grow at the rate of 12 per
cent from 2005-06 onwardsin keeping with
the growth rate of nominal GDP. The
Comptroller and Auditor General’s Report
on PSUs (2003) has pointed out that a
number of profit making PSUs do not
declare dividends, although instructions
have repeatedly beenissued by the Ministry
of Finance that all profit making PSUs
should declare a minimum dividend of 20
per cent either on equity or on post-tax
profit, whichever is higher. For PSUsin ail,
petroleum, chemical and other infrastructure
sectors, the prescribed figure for dividend
declaration is 30 per cent of post-tax profit.
We feel that the government of India needs
to take concrete steps to ensure reasonable
returnsfrom PSUs on account of dividends.

5.25 Receipts from economic services
also contribute significantly to the non-tax
revenues of the centre. Our projections for
variousrecei ptsunder economic servicesare
based on normsregarding their potential for
generating resources. We notice that the
telecom receipts of the centre have shown a
marked increaseinthelast decade asaresult
of revenue sharing arrangements with the
telecom service providers We expect the
central government to move towards
alignment of license fees to the cost of
regulation and administration of the
Universal Service Obligation. The auction
of radio spectrum is another area where the
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exchequer may be able to derive fresh non-
tax revenues. We find that the Task Force
has recommended that the Ministry of
Finance should work with TRAI to explore
these issues and identify mechanisms
through which the spectrum can be
effectively auctioned to telecom and
computer industry service providers. The
government of India should exploit the
potential of auction of spectrum for
additional revenue generation. In the
meantime, keeping the historical growth and
scope in regard to license fee aignment in
view, we have assumed an annual growth
of 20 per centintelecom receipts. Similarly,
keeping in view the scope for additional
royalty and the resources generated due to
the license fee for the right to exclusive
exploration of oil and gas in a particular
region, we have provided for an annual
growth of 15 per cent in petroleum receipts.
The receipts from the remaining economic
services have also been projected to grow
at 15 per cent per annum. In the case of user
charges, which accrue by way of UPSC/SSC
examination fees, receipts from stationery,
printing, cantonment and defencelands, visa
and immigration fees etc., we feel that
realignment to cover costs will result in
increased revenues and the centre should
move towards that objective. Pending a
rationalization of user charges, we have
projected the remaining items of non-tax
revenues on the basis of past growth rates.

5.26 Interms of our projections, the total
non-tax revenues of the centre as a
percentage of GDP are not expected to grow
substantially and will reach 2.45 per cent of
GDP in 2009-10 as compared to 2.21 per
cent asper our reassessment of 2004-05. The
gross revenue receipts of the centre are
expected to risefrom 12.16 per cent of GDP

in 2004-05(reassessed) to 13.33 per cent of
GDP in the termina year of our award
period, an increase of 1.17 percentage
points. The centre'snet revenuereceiptswill
similarly rise from 9.55 per cent of GDPin
2004-05 (reassessed) to 10.39 per cent in
the terminal year of our award period.

Non-plan Revenue Expenditure: 2005-10

5.27 Interest payments, defence revenue
expenditure, subsidies and pensions form
the major component of revenue
expenditure of the central government and
constitute amost 80 per cent of thetotal non-
plan revenue expenditure. In making
projections for various items of non-plan
revenue expenditure, the central
government has generally used the average
rate of growth in each mgjor head over a
four-year period (1997-98 to 2001-02). In
the case of some of the items, however, the
average rate of growth of non-plan
expenditure over the four-year period has
been used. For projecting plan expenditure,
the growth rate indicated in the base line
scenario of the Task Force report has been
adopted.

5.28 Like the Eleventh Finance
Commission, we have, in our forecast,
adopted different rules for projecting
different items of non-plan revenue
expenditure. Our projection of interest
payments is based on the assumption of
continuation of the present interest rate
regime. We find that the effective interest
rate on the centre's outstanding debt as on
31.3.04 is 8.56 per cent. The weighted
average cost of market borrowings during
2003-04 has been 5.74 per cent. We,
therefore, estimate that by 2009-10 the
effective interest rate on outstanding debt
will decline to 7 per cent. Accordingly, for
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arriving at interest payments, the
outstanding debt of the centre hasfirst been
worked out based on the adjustment path
prescribed by us for fiscal deficit and
thereafter, adeclining effective interest rate
has been applied such that the effectiverate
[ n
2009-10 is 7 per cent.

5.29 With regard to the expenditure on
pensions, we found that the growth in the
past few years has been erratic (varying
between 0.4 per cent and 6.01 per cent)
resulting in an average annual growth rate
of 1.87 per cent. We find that the growth
assumed in BE 2004-05is 3.65 per cent. The
projections of the Ministry of Finance
indicate a growth rate of 4 per cent per
annum which, wefedl, is reasonabl e taking
into account the annual revision of dearness
relief and the annual accretion to the number
of pensioners The new pension scheme
introduced by the central government is not
likely to have a significant impact on the
pension bill during our reference period. We
have, therefore, allowed for an annual
growth of 4 per cent in expenditure on
pensions during our award period.

5.30 The projection of defence revenue
expenditure made by the Ministry of
Finance assumes an annual growth of 9.10
per cent. The Ministry’s memorandum
mentions, inter alia, that the need of defence
preparedness and the acquisition of modern
armaments for the three Services is likely
to add to the commitments of the centra
government in the area of defence spending
intheyearsahead. The Ministry of Defence
has separately stressed before us the * need-
based’ requirement of the three Services as
reflected in itslong-term perspective plans.
Its projections imply a steep rise of 52 per

cent in defence revenue expenditure in
2005-06 and thereafter, a growth rate
ranging from 8.3t0 10.96 per cent. Similarly,
in defence capital expenditure, a37 per cent
growth over 2004-05 level s has been sought
in 2005-06 after which defence capital
expenditure is expected to grow at rates
ranging from 7.3 to 10.8 per cent. We have
considered the suggestions of the Ministry
of Defence. While we appreciate the
perceptions of the Ministry of Defence,
these need to be viewed in the overall
context of the resource position of the
central government and various demandson
its resources. We further feel that defence
spending should have abiastowards capital
expenditure and have, therefore, projected
defence revenue expenditure based on past
growth rates after allowing for some
increase. Considering that the defence
revenue expenditure has grown at an
average rate of 5.38 per cent annually from
1999-2000 to 2003-04 (RE), wefeel that an
annual growth of 6.5 per cent in defence
revenue expenditure for the purpose of
forecast during our award period is
reasonable. The increase in capital
expenditure as a percentage of GDP
estimated by uslater isexpected to take care
of the additional requirements of capital
expenditure on defence.

5.31 Subsidies form an important
component of the centre's expenditure. In
addition to food and fertilizer subsidy, the
central government has, since 2002-03, been
incurring substantial expenditure on
petroleum subsidy, despite the decision to
dismantl e the administered price mechanism
in the petroleum sector. The central
government’s memorandum statesthat there
does not appear to be any likelihood of the
subsidy bill getting reduced in spite of
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“exhortation/pronouncements” on this
account. A fairly low growth in the
expenditure on subsidies has, however, been
projected by the centre based on the inputs
of the concerned Ministries. In the context
of subsidies, attention needs also to be paid
to the recommendations of the Expenditure
Reforms Commission (ERC), the
implementation of which would ultimately
result in savings. It isfurther seen from the
medium-term fiscal policy strategy
statement that the central government
intendsto take up anintensivereview of the
operational aspects of the subsidies and
restructure them so that the benefits are not
usurped by those not intended to be the
beneficiaries of these subsides. Our
projection of subsidies reflects to a great
extent these policy decisions. Keeping in
view theseinitiatives, we have held constant
thefood subsidy at Rs. 22000 crore per year
during 2005-10 as against the BE 2004-05
figure of Rs. 25800 crore on the
consideration that the BE 2004-05 levels
include some arrearswhich arenot likely to
be repeated during our award period. It may
be noted that the Task Force Report has
assumed that thefood subsidy would decline
by 5 per cent per year. In regard to petroleum
subsidy, we have assumed that it would be
phased out by 2007-08. Fertilizer subsidy
has been frozen at BE 2004-05 levelsduring
our award period in the light of ERC’s
recommendationsand the recent decisionto
carry out a review of subsidies. Other
subsidies have similarly been held constant
at BE 2004-05 levels. Consequently, in our
reassessment, subsidies as a percentage of
GDP would decline from 1.40 per cent in
the base year to 0.66 per cent intheterminal
year of our award period.

5.32 Asper our termsof reference, weare

required to consider the demands on the
centre on account of expenditureon internal
and border security. The average annual
growth in expenditure on police from 1999-
2000 to 2003-04 (RE) has been 7.04 per
cent. The central government’s
memorandum has pointed out that in the
present internal security environment, it is
likely that expenditure on central police
forces will increase rapidly in the coming
years. The likelihood of raising additional
battalions of police to meet the needs of
internal security has also been mentioned.
The Ministry of Home Affairs. in its
submissions to the Commission has
highlighted the need for higher allocations
not only for recurring expenditure but also
on account of certain new initiatives. Inview
of this, we have provided for an annual
growth of 7.5 per cent for the expenditure
on police.

5.33 The remaining major items of non-
plan revenue expenditure of the central
government are broadly divided into Other
General Services, Economic Services and
Social Services. Salaries constitute a major
portion of these expenditures, particularly
of Other General Services. Although the
Eleventh Finance Commission had
segregated the salary and non-salary
components of such expenditure and
projected these at differential growth rates,
we havetaken into account the recent trends
and projected each of these items based on
the composite growth rates after making our
own assessment of the expenditure under
these heads. Accordingly, the Other General
Services and Social Services have been
assumed to grow at the rate of 5 per cent
while Economic Serviceshave been allowed
to grow at a higher rate of 7.5 per cent
annually during our award period.
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5.34 In the context of the expenditure of
the central government on salaries, it is
necessary again to refer to the reports of the
ERC covering 38 ministries/departments.
The ERC studied the working of all
ministries/departments and considered
whether their activities needed to be carried
out by the government and whether these
could be tackled more effectively through
other methods. After adetailed scrutiny, the
ERC recommended abolition of around
42000 posts in the government. Although
the ministries and departments were
required to implement the recommendations
of the ERC, the pace of implementation has
been slow. According to the information
collected from various ministries by the
Commission, only 9833 posts have so far
been abolished. Information on the amount
of savingswhich hasaccrued to government
as aresult of thisisincomplete. Available
figures place the annual saving at Rs. 68.21
crore. An attempt was also made by the
Commission to ascertain the likely savings
that would have accrued to government, had
the ERCs recommendations been
implemented in full. Although the
information isagain incomplete dueto many
ministries/departments being unable or
unwilling to make their estimation, it
appears that at least an additional sum of
Rs. 250 crore could have been saved
annually by full implementation. For
rationalizing the centre's expenditure on
salaries, thereisaneed to implement all the
recommendations of the Expenditure
Reforms Commissionimmediately. Thereis
also aneed to have periodic reviews of the
functions carried out by various ministries
in order to ensure that activities which are
not necessary in the current context are not
continued.

5.35 Theresidual categories of non-plan
revenue expenditureinclude expenditure of
theunionterritories (UTs), postal deficit and
grants-in-aid to foreign governments etc.
Postal deficits have been projected on the
basis of the forecast of the Department of
Posts showing a declining trend during our
award period. Other expendituresincluding
expenditure of the UTs and other non-plan
revenue expenditure have been projected by
us on the basis of average annual growth
rates from 1999-2000 to 2003-04 (RE).

5.36 Inmaking our projectionson various
items of non-plan revenue expenditure, we
have not factored in the compensation that
may be payable to states for revenue losses
arising from the introduction of VAT with
effect from 1.4.2005 and reduction in the
central sales tax rate. The central
government would, therefore, have to find
resources to provide for this compensation
separately, should the need arise.

Plan Revenue Expenditure: 2005-10

5.37 Wehavemadean analysisof theplan
revenue expenditure of the centre with
particular reference to plan grantsto states.
In this context, a criticism often leveled
against the central government is that it
interferesinthe states' prioritiesthrough the
mechanism of centrally sponsored/central
plan schemes on subjects, which areentirely
in the State List or substantially handled by
the statesthough in the Concurrent List. We,
therefore, analyzed the demands on the
resources of the central government on
account of expenditure on subjects which
are in the State/Concurrent List. Our study
reveals that on an average 9.6 per cent of
thetotal expenditure of government of India
isinrespect of subjectswhich areinthe State
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List. This has a plan component of 7.4 per
cent and a non-plan component of 2.2 per
cent. Similarly, on an average 9.4 per cent
of the total expenditure of government of
Indiais in respect of subjects which arein
the Concurrent List. This has a plan
component of 3.8 per cent and a non-plan
component of 5.6 per cent. The centreincurs
a substantial expenditure on its ministries/
departments to administer such schemes. In
pursuance of the objective of rationalizing
the central plan and centrally sponsored
schemes (CSSs) by way of convergence,
weeding out or transfer to the states, the
Planning Commission carried out a zero
based budgeting (ZBB) exercise for all the
central ministries/departments in the
terminal year of the Ninth Plan. Asaresult
of this exercise, the Planning Commission
recommended that out of atotal of 360 CSSs
in operation, 48 schemes may be weeded
out, 161 schemes may be merged into 53
schemes and the remaining 135 schemes
may beretained. Thisimplied that 188 CSSs
wereto be carried forward to the Tenth Plan.
In respect of 2247 central sector schemes,
the ZBB exercise carried out by the Planning
Commission resulted in recommendations
for weeding out 539 schemes, merger of
1019 schemes into 233 schemes and
retention of remaining 689 schemes, thereby
implying carrying forward of 922 central
plan schemes to the Tenth Plan. The Tenth
Five Year Plan document emphasizes the
need to continue this ZBB exercise as a
regular feature and recommends that states
should also be encouraged to carry out such
reviews of their schemes.

5.38 For projecting plan revenue
expenditure, we have followed the
methodology used by the Eleventh Finance

Commission of working it out asaresidual
keeping in view the targets laid down for
revenue deficit and after arriving a non-plan
revenue expenditure. Compared to the
average annual growth of 13.76 per cent in
plan revenue expenditure of the centrefrom
1999-2000 to 2003-04, our projections
imply a higher growth in plan revenue
expenditure except in the first year of the
award period. Plan grants to states form a
major component of the plan revenue
expenditure of the centre. Based on the
methodology of the Eleventh Finance
Commission, plan grantsto states have been
worked out by usasaresidual of the ceiling
on overall fiscal transfers recommended by
us deducting the amounts recommended as
tax devolution and grants-in-aid to state
governments.

Revenue Expenditure : 2005-10

5.39 On the basis of our projections, the
total revenue expenditure of the centre is
expected to decline from 12.05 per cent of
GDP in 2004-05 (reassessed) to 10.39 per
cent in 2009-10.

Overall Fiscal Transfers

540 Apart fromtax devolution and grants,
fiscal transfers to states also include
devolution of funds through centrally
sponsored schemes, block plan grants and
other discretionary transfers The Eleventh
Finance Commission had looked at the
revenue transfers to states between the
period 1979-80 to 1997-98 and had
suggested that the centre's fiscal transfers
to the states should be around 37.5 per cent
of the gross revenue receipts of the central
government. We have reviewed the matter.
Keeping in view the slight increase
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recommended by us in states’ share in
central taxes and the need to sustain the
resourcetransfersfor Plan, we estimate that
the total transfers from the centre to states
would be 38 per cent of the gross revenue
receiptsof the centre. Thisisin keeping with
the indicative ceiling we have suggested.

Capital Receipts and Expenditure:
2005-10

5.41 Our terms of reference require usto
consider the objective of not only balancing
the receipts and expenditures on revenue
account of the centre but also generating
surpluses for capital investment and
reducing fiscal deficit. We have factored in
thetarget of bringing down thefiscal deficit
to 3 per cent of GDP by 2009, aslaid down
in the rules under FRBMA. We have
maintained it at 3 per cent of GDP in the
terminal year of our award period. The
capital receipts of the centre comprise
recovery of loans and advances,
disinvestment recei pts and borrowings. For
projecting recovery of loans from state
governments, we have taken into account
the actual recoveries due from state
governments and provided for recovery of
additional loans expected to be granted
during 2005-10 on the basis of a 20 year
repayment schedule with a moratorium of
50 per cent on half the repayment inthefirst
fiveyears. Recovery of other loansisbased
on the profile from 1999-2000 to
2003-04 (RE). As far as disinvestment
receipts are concerned, we have accepted
the projections of the central government
which indicate that the receipts would be
Rs. 4000 crore per annum during our award
period.

5.42 Theestimates of capital expenditure

during our award period have been worked
out asaresidual keeping in view the targets
for fiscal and revenue deficits and the
expectations in regard to non-debt capital
receipts. The projections made by us
indicate an increase in capital expenditure
as a percentage of GDP by 0.66 percentage
point by the terminal year of our award
period as compared to the base year figures.
This compares well with the corresponding
increase from 1999-2000 to 2004-05, which
has been of the order of 0.44 percentage
points if we exclude the paymentsto NSSF
met out of debt-swap receipts.

Statements Containing Proj ections:
2005-10

5.43 The revenue and expenditure
projectionsbased on the above reassessment
of central finances for the period 2005-06
to 2009-10 along with item-wise details are
given in annexure 5.1. In chapter 12, we
have devised a scheme of debt relief for
states as a result of which the centre’s
interest receipts and capital receipts will
decline during our award period. After
factoring in the impact of the component of
the debt relief applicable to all states and
assuming a success rate of fifty per cent in
respect of debt write-off related to fiscal
performance, we have made revised
projections as indicated at annexure 5.2.
These projections al so take into account the
impact of our recommendation regarding the
disintermediation by the centre as far as
loans to states are concerned. As such, we
have assumed that additional central lending
to stateswill come down to half of 2004-05
(BE) levelsin 2005-06 and will be phased
out by 2009-10. We have also assumed that
the interest rates charged will be aligned to
themarginal cost of borrowing by the centre.
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As aresult of the debt relief recommended
by us, while the centre’s tax-GDP ratio
remains unaffected, the gross revenue
receipts will be 13.13 per cent of GDP in
2009-10 compared to 13.33 in terms of the
figuresin annexure 5.1, net revenuereceipts
will be 10.20 per cent compared to 10.39
whilerevenue expenditure will be 10.20 per
cent of GDP compared to 10.39, theimpact
being felt on plan revenue expenditure.
Capital expenditurewill reach 3.47 per cent

of GDP in 2009-10 compared to 3.63 per
cent otherwise. The targets under the
FRBMA are, however, expected to be met
in terms of both the projections.

a0



Chapter 6

State Finances. Assessment of Revenue
and Expenditure

6.1 In making recommendations
regarding tax devolution and grants-in-aid
to the states, it is necessary to assess the
revenues and expenditures of states for the
period 2005-10. In this context, para 11 of
the terms of reference (TOR) requires usto
prepare state-wise estimates of receiptsand
expenditure. While carrying out this
exercise, the Commission, under para 6 of
TOR, has to consider the resources of the
state governments and their taxation efforts,
the need for balancing the revenue account
of the states, maintenance of capital assets
and completed plan schemes, and ensuring
commercial viability of irrigation and power
sectors.

Basic approach

6.2 Assessment of states revenues and
expenditures requires to be guided by a
normative approach, which servesto ensure
inter-state equity and avoids adverse
incentives. No state can obtain a larger
share than what is warranted by the
deficiency of itsfiscal capacity. Similarly,
a state should not expect expenditure not
justified by normative considerations to be
taken into account in the assessment. We
have, however, recognised that it is not
possible to apply fully the normative
principle because of the heterogeneity of the

states with respect to various dimensions
affecting capacities and costs, and problems
related to the availability of relevant data.
In our projections for the receipts and
expenditure of the states during the forecast
period 2005-10, we haverelied on thefiscal
data of 1993-2003 as contained in the
finance accounts, as well as on the revised
and budget estimatesfor 2003-04 and 2004-
05 respectively. The projections of revenue
and expenditure were also obtained from
each state for the period 2005-10. While
seeking these projections, it was indicated
to the states that these should broadly
conform to the objectives being pursued
under their Medium Term Fiscal Reform
Programme (MTFRP).

6.3 Table 6.1 shows, in aggregate, a
comparison of past period data for certain
broad fiscal parameterswith the projections
received from the states, while state-wise
details of projections are furnished in
annexure 6.1.

6.4 The pre-devolution deficit, in
aggregate, is seen as coming down from a
level of 4.5 per cent of GDPin 2002-03to 4
per cent in 2004-05 (BE), and finally to 3.8
per centin 2009-10. However, thereduction
over 2004-10 is driven entirely by the
projected compression in non-plan revenue
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Table 6.1
Comparison of Past Fiscal Data with Projections made by the States

(Rs. crore/per cent)

Item 1993-94 2002-03 2004-05 2009-10 2005-10
(Actuals) (Actuals) (B.E) (States (States

projection) projection)

1. Own Revenue Receipts 59081 166484 215941 328482 1391002
(6.9 (6.7) (7.0) (6.0) (6.3

2. Non-Plan Revenue Expenditure 87552 277630 340444 534054 2315499
(10.2) (11.2) (11.0) 9.8 (10.5)

3. Pre-devolution deficit (1 —2) -28471 -111147 -124503 -205572 -924497
(-33) (-4.5) (-4.0) (-39 (-4.2)

4. GDP (Current prices) 859220 2469564 3104857 5471819 22091645

Figuresin parentheses are percentage of GDP.

GDP at current prices for 2004-10 has been projected by the Finance Commission.

expenditure to the tune of 1.2 percentage
point of GDP, which is substantially offset
by projected reduction in own revenue
receipts going down by 1 percentage point
of GDP over this period. A fal in own
revenue receipts as a percentage of GDP can
not help in achieving the objective of
restructuring the overall public finances
aiming at a healthier fiscal situation.

6.5 We, therefore, decided to make our
own assessment of the revenue and
expenditure for each state. Our macro
approach has been guided by the overall
objective of restructuring the public finances
of the states outlined in Chapter 4. Norms
have been used for making projections for
each of the 28 Statesin the forecast period.
Thiswasatwo-step process. Inthefirst step,
revenue and expenditure for the base year
2004-05 were estimated. Some corrections
inthe base year were necessary, asaccepting
the budget estimates may amount to
endorsing laxity in expenditure or
inefficiency in raising revenues on the part
of the states. Thereafter, revenue and
expenditure were normatively projected for
2005-10 in consonance with the overall
goals of fiscal restructuring.

Gross State Domestic Product

6.6 The Gross State Domestic Product
(GSDP) provides an indication of thefiscal
capacity of a state government to raise
revenues. GSDP levels also give an idea of
the level of expenditure required to pursue
the chosen trajectory of economic growth.
Oneof our first tasks, therefore, hasbeento
project the GSDP of each state during the
forecast period.

6.7 The time series data on comparable
levels of nominal GSDP at factor cost were
provided upto 2001-02 for each state by the
Central Statistical Organisation (CSO). The
non-comparable nominal GSDP series
received individually from each state was
available up to 2002-03. The growth rates
for 2002-03, available from the states’
series, were applied on the GSDP of 2001-
02 of the comparable series to obtain
comparable nominal GSDP for 2002-03 for
each state. The next step was to project
nominal GSDP for 2003-04 and thereafter
upto 2009-10. Since the nominal growth
rate of aggregate GSDP has been marginally
lower than that of GDP, the ratio of
aggregate GSDP strend growth rate (TGR)
to that of GDP was obtained for the period
1993-2002. Thisratiowasapplied on 12.25
per cent growth rate adopted for GDP in
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2003-04. Thisyielded afigure of 11.1 per
cent nominal growth rate for aggregate
GSDPfor 2003-04. For arriving at the state-
specific nominal growth rates, the average
annual growth rate of each state’s
comparable GSDP was worked out for the
period 1997-2002 and proportionately
adjusted in a manner that in the aggregate,
thenominal GSDP growth ratecameto 11.1
per cent. These state-specific growth rates
were applied on the 2002-03 levelsto arrive
at 2003-04 levelsfor each state. Inasimilar
manner, state-specific growth rates were
derived for 2004-05 and applied on the
estimated 2003-04 levels to arrive at state
wise nomina GSDP estimates for 2004-05.
It may be noted that for 2004-05, the
projected nominal GDP growth rate of 12
per cent yielded a growth rate of 10.9 per
cent for aggregate GSDP,

6.8 In the forecast period 2005-10, the
annual nominal growth rate of GDP has
been projected at 12 per cent. For the
purpose of GSDP projections, the same
growth rate (i.e., 12 per cent) has been
adopted for aggregate GSDP in order to
achieve the overall goals for restructuring
the states’ finances. In conformity with the
view expressed in the Tenth Five Year Plan
document that GSDP should grow at
different rates for reducing regional
inequalities, we have prescribed an annual
nomina growth rate of 12.8 per cent for
states projected to achieve average real
annual growth rate of 8 per cent and above
in the Tenth Plan document. Similarly, 12
per cent and 11 per cent nominal growth
rates have been prescribed for states
expected to achieve a real annual growth
rate between 8 per cent and 7 per cent and
below 7 per cent respectively during the

Tenth Plan. Annexure 6.2 gives the state-
wise growth rates of GSDP. The annual
nominal growth rate of aggregate GSDP
then works out to 12 per cent during the
forecast period 2005-10.

Own Tax Revenues

6.9 Our approach to projecting own tax
revenues of states was guided by para 6(iii)
of TOR, which reads, “In making its
recommendations, the Commission shall
have regard, among other considerations, to
the resources of the state governments for
thefiveyearscommencing on 1% April 2005,
on the basis of levels of taxation and non-
tax revenues likely to be reached at the end
of 2003-04”". Para6(Vv) further stipulatesthat
the Commission should take into account
thetaxation efforts of each state government
as against targets, if any, and the potential
for additional resources mobilization in
order to improve the tax-GSDP ratio.

6.10 The own tax revenues of states
consists of salestax, excise, stamp duty and
registration fee, motor vehicles and
passenger tax, and others. The Tenth
Finance Commission had projected each of
these categories separately for each state.
The Eleventh Finance Commission,
however, reasoned that possibilities of
substitution among different tax streams
made it more desirable to project own tax
revenues as one omnibus group. We arein
agreement with the view expressed by the
Eleventh Finance Commission.

6.11 In keeping with the TOR, the
improvement in thetax-GSDP ratio became
the underlying principle for projecting own
tax revenues of states. This was achieved
by first adjusting for the under-utilisation
of taxable capacity inthe base year for some
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states, and then by further improving its
utilisation through prescriptive levels of tax
buoyancy specific to each state.

Base year estimates

6.12 TheTGR of owntax revenue (OTR)
has been estimated for each state for the
period 1993-2003 and applied on their
respective 2002-03 levels (thelatest year for
which accounts figures are available) to
arrive at the TGR-based estimates for the
base year 2004-05. For the six bifurcated
states, the same TGR has been used for the
parent and the successor states, which was
obtained from their combined accounts for
the period 1993-2003. The TGR so
determined has been applied on the separate
accountsof 2002-03 for the bifurcated states
to arrive at the TGR based estimates of
2004-05. Thereafter, the TGR based
estimate of OTR of each state has been
compared with its respective budget
estimates of 2004-05 and the higher of the
two chosen as the initial estimates for the
base year. The initial estimates were next
expressed as aratio to GSDP for each state,
and the averages of thisratio for special and
general category states were computed
separately for 2004-05.

6.13 For the purpose of normative
assessment, at least partial adjustment for
under-utilization of taxable capacity in the
base year 2004-05, was deemed reasonable
for states where the ratio of OTR to GSDP
was bel ow the respective category average.
Specifically, for the purpose of normative
base year estimation in respect of below
average states, we increased the initialy
estimated tax-GSDP ratios by 30 per cent
of their distance from the respective group
average of the special and general category
states. Having determined the normative

OTR/GSDP ratio of each state in this
manner, this was applied on the estimated
GSDP level of 2004-05 to arrive at the base
year adjusted level of OTR in absolute
(rupee) terms. Thishasresulted in adjusted
own tax revenue aggregated for all states
bearing a ratio of 5.9 per cent to national
GDP in the base year.

Projections for forecast period

6.14 We haveincorporated an increase of
alittle less than 0.9 percentage point in the
aggregate OTR asapercentage of GDP over
the forecast period, i.e., from 5.91 per cent
in the base year to 6.75 per cent in the
terminal year. Thisis in accordance with
the plan for restructuring government
finances. The increase in OTR/GDP ratio
implies that aggregate OTR should grow at
an annual rate of 15 per cent in the forecast
period. Keeping thisin view, prescriptive
buoyancy levels of 1.1, 1.2, 1.25, 1.3 and
1.35 were assigned to individual states as
detailed in annexure 6.2. While assigning
prescriptive buoyancies to the individual
states, theimpact of theintroduction of VAT
was assumed to be revenue neutral, if not
revenue augmenting.

6.15 For assigning the prescriptive
buoyancies, thefollowing factors have been
taken into consideration:

(i) Average OTR/GSDP ratio achieved
in 2000-03.

(if) Improvementin OTR/GSDPratioin
2000-03 over 1993-96.

(iii) Average per capita GSDP for 1999-
2002.

A dtate, for example, was prescribed ahigher
buoyancy if its recent OTR/GSDP ratio as
well as its improvement over time were
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relatively low, provided its per capita
income was relatively high. The assigned
buoyancy was multiplied by the projected
state-specific GSDP annual growth rate to
arriveat annual growth rate of OTR for each
state, which was then applied on the base
year estimatesto generate OTR levelsinthe
forecast period. Annexure 6.2 indicatesthe
projected GSDP growth rates of states
during the forecast period.

Own Non-Tax Revenues

6.16 Unlike OTR, own non-tax revenues
(ONTR) have not been treated as one
omnibus category since these included
receipt items which have little in common
with each other. Major receipt items under
ONTR, therefore, have been projected
individualy. Inview of the dataconstraints,
the remaining itemswere clubbed under one
residual category and a uniform norm was
applied for the projection period. Theitems
projected are as follows:

(i) Interest receipts and dividends
(ii) Royalty
(iii) Receiptsfrom forestry and wildlife

(iv) Other miscellaneousgenera services
and lotteries

(v) Irrigation receipts

(vi) Other own non-tax revenues

Interest Receipts and Dividends

6.17 Interest receipts accrue to states
against institutional and non-institutional
loans given by the state governments.
Institutional lending is mainly to state level
public sector undertakings (PSUs), which
include state el ectricity boards (SEBS), state
road transport corporations (SRTCs) and

other commercial and promotional
enterprises. Non-institutional loans are
extended mostly to government employees.
It was found that the effective rate of return
on outstanding loans was extremely low at
around 2 per cent in 2002-03 for al states
put together. Thiswas much lower than the
cost at which the state governments borrow.
In particular, SEBs and SRTCs routinely
defaulted in interest payments and loan
repayments. Similar was the case for
dividends as well, where the average rate
of return was even lower at 0.6 per cent in
2002-03.

6.18 Para6(vii) of the TOR mentions the
need to ensure commercial viability of
public sector enterprises, including power
proj ects, through means such as adjustment
of user charges and relinquishing of non-
priority enterprisesthrough privatization or
disinvestment. We have assumed a 7 per
cent return on outstanding loans and
advances and 5 per cent on equity, to be
achieved in agraded manner by theterminal
year of theforecast period. For thispurpose,
the amount of loans and advances as on
1.4.2005 and equity level as on 1.4.2003
have been kept constant throughout the
forecast period.

Royalty

6.19 Under this head, royalty from
minerals, coal and petroleum has been
considered. We took note of the fact that
the power to revise the rates of royalty in
most of the cases vests in the central
government. Government of India has not
been revising the royalty rates as regularly
as provided for. Thisisparticularly true of
coal and lignite. We recommend that since
royalty is an important source of revenue
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for some of the states, the rates of
royalty should be fixed on an ad valorem
basis.

6.20 For projecting this revenue stream,
we took aview that since the states did not
have the power to revise the royalty rates,
the best that can be expected isthat revenue
under thishead will keep pacewith inflation.
The average of three years 2002-05 was
compared with 2004-05 (BE), and the higher
of the two was adopted as the base year
figure, and an annual growth rate of 5 per
cent was applied to project the figures for
2005-10.

Receiptsfrom Forestry and Wild Life

6.21 The receipts under this head do not
show aclear trend for any of the states. The
Supreme Court has placed restrictionson the
exploitation of forest wealth, which has a
consequential impact on states’ revenues. In
thiscase, the averagerevenue of threeyears
2002-05 was compared with 2004-05(BE)
and the higher of thetwo adopted asthe base
year estimate, and held at that level for the
forecast period.

Receipts from Other Miscellaneous
General Servicesand Lotteries

6.22 The items under this head include
sundry receipts not included under any other
major head. Due to unpredictability of
receipts under this head, it was considered
best to take the average of three years 2002-
05 as the base year estimate, on which an
annual growth rate of 5 per cent was applied
in the forecast period. Net positive lottery
receipts were averaged for 2000-03 (2001-
03 for bifurcated states), and held constant
at that level in the forecast period.

Receiptsfrom Irrigation

6.23 Para6(vii) of TOR referstothe need
for ensuring commercial viability of
irrigation projects. It was, therefore, decided
that for projecting receipts under this item,
the principle of recovery of current costs be
adopted explicitly. Irrigation receipts in
2004-05 (BE), which have been adopted as
the base year estimates, were 32.3 per cent
of non-plan revenue expenditure on
irrigation for all states put together. This
recovery rate was considered very low.
Without higher rates of cost recovery, the
maintenance of irrigation network would
suffer seriously. Accordingly, in the
assessment of irrigation receipts, cost
recovery rates of 50 per cent in 2005-06, 60
per cent in 2006-07, 70 per cent in 2007-
08, 80 per cent in 2008-09 and 90 per cent
in 2009-10 have been prescribed in relation
to the maintenance expenditure on utilised
potential projected for the major, medium
and minor irrigation projectsin the forecast
period.

Other Own Non-Tax Revenues

6.24 The receipts under other own non-
tax revenues (OONTR) form a residual
category after excluding the items
mentioned above from total own non-tax
revenues, and these largely represent the
flows from various user charges. This
residual item was dis-aggregated into
general, social and economic services.
While doing so, receipts under the head
“Elections” from general services were
excluded, because election expenditure has
been projected on a net basis separately.
Similarly, receipts from dairy, power and
transport were a so excluded from economic
services. These exclusions from the
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economic serviceswerein keeping with our
stand of not allowing implicit subsidies for
departmentally run commercial activities.
Thus the adjusted OONTR (service-wise)
was obtained for each state for the period
1993-2003 (actuals), 2003-04(R.E) and
2004-05 (B.E). Next, service-wise TGR for
the period 1993-2003 was computed for
each state and applied on 2002-03 levelsto
arrive at the initial estimates for 2004-05.
For bifurcated states, combined accounts
were used to estimate the trend growth rate,
which has been applied on their respective
accounts of 2002-03 to generate the initial
estimates. Theseinitial estimates have been
compared with 2004-05(BE) and the higher
of the two taken as the base year estimates.
Onthese estimates, 12.5 per cent annual rate
of growth has been applied for general
services and 25 per cent annual growth rate
for both social and economic servicesinthe
forecast period, reflecting the need for the
states to achieve a greater degree of cost
recovery in these services.

Non-Plan Non-Finance Commission
Grants

6.25 Thesearemainly discretionary grants
provided by various ministries of
government of India. Since these are non-
finance commission (non-FC) grantson the
non-plan side, it is necessary to take aview
about their levelsin theforecast period. The
Eleventh Finance Commission had taken the
average of the latest three years as the base
year estimates and applied an annual growth
rate of 10 per cent in the forecast period.
Since there is no firm basis for projecting
these grants in view of their discretionary
nature, these are best excluded from the base
year assessment of both receipts and
expenditure. The average of these grants

for the period 2000-03 for each state was
taken as the base year level. These were
excluded from the base year estimates of
non-plan revenue receipts. Corres-
pondingly, sincethe break-up of expenditure
against these grants was not available, an
amount equal to the base year estimate of
the non-FC grants has been deducted from
the base year estimates of “Other genera
services” under non-plan revenue
expenditure.

Expenditure: Non-Plan Revenue
Expenditure

6.26 In projecting non-plan revenue
expenditure (NPRE), an approach similar to
that for non-tax revenues has been followed
and item wise projections made, wherever
possible. In other cases, items have been
clubbed under some broad categories either
for want of adequate information or for the
purpose of applying category-wise norms.
Further, while our aim in general has been
to achieve some compression in the growth
of non-plan revenue expenditure in a
normative manner, we also believe that
certain components of this expenditure
deserve to be encouraged. These
components are education, health and
maintenance of roads and buildings. We
have provided for a more liberal treatment
of these components as compared to other
components of NPRE while projecting
expenditure.

6.27 Before undertaking the projection
exercise, certain adjustmentsarerequiredin
the NPRE data series for the period 1993-
2005. The grants as well as expenditure
relating to calamity relief have been
excluded because this item is projected
separately in chapter 9. In the case of local
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bodies, grants have been excluded from
revenue receipt side, but the expenditure on
local bodies has been retained on NPRE
side. In our view, separate
recommendations on local body grants
should serve as additiona grants over and
above those embedded in the deficit grants.
Expenditure relating to sinking fund
provisions, booked under the head
“appropriation for debt avoidance”, hasalso
not been considered as it would be
inappropriate to allow this expenditure to
bemet out of deficit grants. Next, al contra-
entries have been excluded, which figurein
equal magnitude both under non-tax
revenues and under non-plan revenue
expenditure without having any net impact
on the states' deficits. Under this head,
interest payments embedded in irrigation
expenditure, with a contra-entry under
interest receipts, figured prominently.
Further, adjustments for “transfer to/from
funds’ have been made to neutralize the
impact of under-statement or over-statement
of expenditure. This involved deducting
those “transfer to fund” expenditures from
respective functional heads, where these
have been booked but not translated into
actual cash outflows. Similarly, those
“transfer from fund” receipts have been
added to respective functional heads where
actual cash outflows took place without the
corresponding budgetary allocation.
Expenditure on lotteries has also been
excluded as it has been taken to the receipt
side on net
basis. Further, expenditure on elections
has been excluded as the receipts
under elections have not been considered
in our data series, and because net
expenditure on el ections has been projected

separately.

6.28 These adjustments have made the
assessment of NPRE datacomparable across
states. Further, we have deleted all
identified subsidies, including those for
power, transport and dairy sectors, by
excluding the non-plan revenue expenditure
and receipts under these heads. All the
above adjustments provided an adjusted
NPRE series for each state. Consequently,
the base year estimates also did not include
these items listed above for exclusion.

6.29 The adjusted series excluded
subsidies relating to power, transport, dairy
and food. It was felt, however, that some
subsidy was needed to ensure adequate
outreach of the public distribution system
intheremotest cornersof astate. Therefore,
an annual provision for food subsidy at the
rate of Rs.10 per capita per year has been
made for each of the states in the forecast
period. Theamount of food subsidy for each
state is indicated in annexure 6.3.

6.30 The adjusted non-plan revenue
expenditure of each state has been analysed
under four broad categories viz., general
services, social services, economic Services,
and compensation and assignment to local
bodies. Within these categories, certain
important items have been taken up
individually for projection. These items
include interest payments and pension
paymentsunder general services, education,
health, and maintenance of buildings under
social services, and maintenance of
irrigation projectsand roads under economic
services. After making separate projections
for these items, the remaining items were
clubbed under “Other General Services’,
“Other Social Services” and “Other
Economic Services” on which specific
norms were applied for projection.
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Compensation and assignment to local
bodies was projected independently. In
addition to these four broad categories, the
expenditurerelating to transfer of committed
plan liabilities at the end of the Tenth Plan
to the non-plan revenue expenditure side has
also been projected.

Interest Payments
Base year assessment

6.31 Itwasfelt that theinterest payments,
asbudgeted by the statesfor 2004-05, could
not be accepted because it would amount to
accommodating excessive borrowings by
some states, which would not befair to those
states, which have borrowed more
prudently. For assessing the interest
payments in the base year, the ratio of
interest payments to total revenue receipts
(IP/ITRR) (net of lotteries) has been
estimated for each state for the year 2002-
03, and group averages worked out for
specia and non-special category states. For
states with ratios higher than the respective
group averages, only 80 per cent of the
excess was allowed to be retained.
Thereafter, the reduced ratios of such states
and unadjusted ratios of the remaining states
were applied on respective state's TRR to
arrive at the corrected level of interest
payments for 2002-03. On the corrected
levels of each state, 10 per cent annual
growth has been applied to arrive at the base
year estimatesfor 2004-05. Thisgrowthrate
was the same as employed by Eleventh
Finance Commission to project interest
payments in their forecast period, 2000-05.

Projections for forecast period

6.32 Interest payments have grown at an
annual rate of 18.2 per cent during the period
1993-2003 for all states combined. There

has been afall in the nominal interest rates
inrecent years, and the stateshave also been
able to benefit from the debt-swap
programme of the central government.
Taking into account the strategy for
restructuring state finances, the growth rate
of interest payments for all states taken
together was pegged at 7.5 per cent per
annum. Using thislevel asthe bench mark,
general category states were assigned
differential growth rates, namely 6.5 per
cent, 7.5 per cent and 8.5 per cent for
projecting their interest payments. States
having IP/TRR ratio above 30 per cent in
2003-04 (RE) were assigned lower growth
rate of 6.5 per cent, becausethese stateshave
avery heavy burden of interest payment on
account of excessive borrowingsin the past,
and this burden needs to be reduced in the
forecast period. States with IP/TRR ratio
between 23 per cent and 30 per cent were
assigned a growth rate of 7.5 per cent, and
those below 23 per cent were assigned a
growth rate of 8.5 per cent during the
forecast period. All special category states
were assigned agrowth rate of 7.5 per cent,
except one which was assigned arate of 6.5
per cent due to its excessively high
debt burden. Thereafter, state-specific
growth rates have been applied on the
base year estimates for projecting the
interest payments during 2005-10. This
was compared with the state’s own
projection, and the lower of the two
adopted.

Pension Payments

6.33 In projecting pension payments, our
effort wasto make minimum departurefrom
the existing trends, given theinability of the
statesto influence the pension profilein the
short or medium term. Accordingly, 2004-
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05 (BE) figures have been adopted as the
base year estimates for pension payments.
Thereafter, the annual growth rate of
pension paymentsin theforecast period has
been worked out. Our analysis of states
aggregate pension payments revealed a
growth rate of 23.9 per cent for the period
1993-2003. Since this period included the
period of upward revision of pensions on
account of Fifth Pay Commission’'s
recommendations, it was decided to look at
the growth of pension paymentsin therecent
years. The states’ aggregate pension
payments have grown at a rate of 14.8 per
cent and 8.7 per cent in 2003-04 and 2004-
05 respectively. We have adopted an annual
growth rate of 10 per cent and applied it on
the base year estimates of each state to
generate pension payment levels in
the forecast period. It may be noted
that this rate being higher than the
rate of inflation, factors in the increase
in the number of pensioners during
2005-10.

General Education and Health

6.34 As aready pointed out earlier, we
have alowed for expenditure restructuring
infavour of thesetwo sectors. Thishasbeen
reflected both in providing higher growth
rate for non-salary component in projecting
the expenditure in this chapter, aswell asin
providing additional grants-in-aid for these
sectors as discussed in Chapter 10. For
estimating the base year figures, the TGR
for 1993-2003 was applied on the figures
for 2002-03 to arrive at the corresponding
number for 2004-05. This was compared
with the budget estimates for 2004-05 and
lower of the two taken as base year
estimates.

6.35 Thereafter, the growth rates to be
used during the forecast period have been
determined. In the case of education, it has
been found that for the states as a whole,
roughly 85 per cent of the non-plan revenue
expenditure consisted of salaries, while the
corresponding figure for health was about
75 per cent. In general, we have been
providing only 5 per cent growth rate in
salaries so asto ensurethat salariesare held
constant in real terms. While thisnorm has
been followed for the health sector, adlightly
higher growth rate of about 6 per cent was
adopted for the salary component in
education sector in order to factor in the
additional recruitment of teachers, which
would be necessary to achieve the goals of
Sarva Shiksha Abhiyan. Separately, ahigh
growth rate of 30 per cent in the non-salary
part of these two sectors has been provided.
Combining the growth rates of salary and
non-salary componentswith their respective
weights as above, a composite growth rate
of 9.5 per cent for general education (major
head 2202) and 11.5 per cent for health
(major heads 2210 and 2211) was obtai ned.
These growth rates were applied to each
state. The projected expenditure for these
two sectors (excluding expenditure relating
to additional grants-in-aid provided
separately in  chapter 10) for 2005-10 is
indicated in annexures 6.4 and 6.5.

Maintenance of Irrigation Works

6.36 We have obtained the norms for
maintenance of irrigation works (major
heads 2701 and 2702) from the Ministry of
Water Resources. Normative expenditure
requirements of Rs.600 per hectare for
utilised potential and Rs.300 per hectarefor
unutilised potential of major and medium
irrigation projects in the base year 2004-05
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were indicated to us. In the case of minor
irrigation works, the Ministry suggested a
norm of Rs.400 per hectare in 2004-05 for
utilised potential. The Eleventh Finance
Commission had, however, taken aview that
the maintenance norms for minor irrigation
works should be half of those for major and
medium projects. We decided to follow the
practice of the Eleventh Finance
Commission and adopted a rate of Rs.300
per hectarein 2004-05 for utilised potential
of minor irrigation. It wasdecidedtoignore
the unutilised potential of minor irrigation
works as being insignificant. For special
category states, a step up of 30 per cent has
been applied on the maintenance norms, as
suggested by the Ministry. State-wise
utilised and unutilised potential as reported
by the Planning Commission at the end of
the Ninth Plan have been taken for working
out maintenance expenditure. For each
state, the norm based estimates for 2004-05
have been compared with that of 2004-05
(B.E), and the higher of the two estimates
adopted asthe baseyear estimates. Thiswas
felt necessary to providelarger provisionfor
maintenance. On the base year estimates
so worked out, 5 per cent annual rate of
growth was applied to generate projected
levelsintheforecast period. Annexures6.6
and 6.7 indicate the projected level of
maintenance expenditure on major &
medium and minor irrigation schemes
during the forecast period.

M aintenance of Roads and Buildings

6.37 The TGR for non-plan revenue
expenditure for maintenance of roads and
bridges (major head 3054) and for buildings
(major heads 2059 and 2216) for the period
1993-03 (combined TGR in the case of
bifurcated states) was ascertained under the

relevant major head and applied, subject to
aminimum of 5 per cent, on 2002-03 levels
of respective states to generate the initial
estimates for 2004-05. These initial
estimates have been compared with 2004-
05 (BE), and the higher of the two adopted
as the base year estimates. Here also, the
minimum TGR of 5 per cent and the choice
of the higher of the TGR-based estimates
and budget estimates reflected the need to
provide adequately for maintenance. Onthe
base year estimates, an annual growth rate
of 5 per cent has been applied to generate
projected levels in the forecast period.
Annexures 6.8 and 6.9 indicate the projected
levels of maintenance expenditure of roads
and buildings in the forecast period.
These expenditures do not include the
expenditure corresponding to additional
grants-in-aid being provided separately in
chapter 10.

Other General, Other Social and Other
Economic Services

6.38 For each state and for each of these
three services, the lower of the TGR-based
estimates of 2004-05 and budget estimates
was adopted as the base year estimates.
Whiledoing so, the minimum valuefor TGR
wastakenas 7.5 per cent. For the bifurcated
states, the TGRs of the combined stateshave
been derived for each of the services, but
applied on their respective 2002-03 levels
to arrive at the TGR-based estimates for
2004-05.

6.39 The next task was to arrive at state-
wise, service-specific annual growth rates
of expenditure in the forecast period for
these three service categories. Within each
service category, we have adopted auniform
growth rate for non-salary expenditure for
al the states, and a varying salary growth
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rate for different states as explained below.
For non-salary expenditure, 7 per cent
annual growth rate has been adopted for all
the statesunder * Other General services and
10 per cent both for * Other Social Services
and ‘ Other Economic Services'.

6.40 The annual growth rates to be
assigned for the salary component under
each of the three services, varied across the
states depending upon their respectivelevels
of salary intensities (“salary intensity” of a
major head being defined as the percentage
of non-plan salary expenditure to NPRE
under that head). The objective was to
discourage increases in salary expenditure
for those states, which aready had a high
salary intensity under a particular service
category. Thus, under ‘Other General
Services, stateswith salary intensitiesof 85
per cent and above formed the sub-group
with the highest salary intensity and were
assigned the lowest annual growth rate of
4.5 per cent for the salary component.
Similarly, stateswith alower salary intensity
in the range of 75 per cent to 84 per cent
were assigned asalary growth of 5 per cent,
and other states were assigned a salary
growth of 5.5 per cent. The non-salary
component of “ Other General Services’ was
to grow normatively at 7 per cent for al
states, as already mentioned above. By
combining the two components, the
composite growth rate for “Other General
Services’ as awhole was obtained for each
sub-group.

6.41 Under ‘Other Socia Services', states
with salary intensities of 45 per cent and
above formed the highest salary intensity
sub-group, 44 per cent to 30 per cent formed
the middle intensity sub-group and below
30 per cent, the lowest intensity sub-group.

The sub-group wisesalary growth rateswere
combined with the uniform non-salary
growth rate of 10 per cent to arrive at
composite growth rates for each sub-group.

6.42 Under ‘Other Economic Services,
states with salary intensity of 65 per cent
and above constituted the top sub-group,
those between 64 per cent and 50 per cent,
the middle sub-group and below 50 per cent,
the lowest sub-group. These growth rates
were combined with the non-salary growth
rate of 10 per cent to yield the composite
growth rates for each sub-group.

6.43 Thus, for all the states, nine
composite growth rates were worked out,
threefor each of thethree services. For each
service, the appropriate composite growth
ratefor agiven state was applied on its base
year estimates to generate the forecast
levels. Theresultant composite growth rates
and the states corresponding to these rates
are indicated in annexure 6.10.

6.44 The net expenditure on elections
(major head 2015 — minor head 0070-02)
has been estimated broadly on the basis of
the projections furnished by the states.
However, wherever such projections of any
state exceeded the net expenditure incurred
by that state on el ections during 2000-05 by
morethan 50 per cent, this has been brought
down. The net expenditure estimated for
each state has been distributed over the
period of five years 2005-10, with a major
share being earmarked for theyearsin which
electionsaredue. These projectionsrelating
to elections have been added to the
expenditure under “ Other General Services’
(as estimated in the preceding para) for the
purpose of overall projection of NPRE for
each state.
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Compensation and Assignment to L ocal
Bodies

6.45 The expenditure under this item
(major head 3604) represents the explicit
grants-in-aid provided by the states to their
local bodies. Asthisexpenditure stream did
not show a clear trend, we took the average
of 2000-03 (in case of bifurcated states,
2001-03) and applied an annual growth rate
of 10 per cent, to arrive at the base year
estimates, assuming that the average is
centred at 2001-02. In the forecast period,
an annual growth rate of 12.5 per cent was
applied on the base year estimates. Thisis
a comparatively high rate of growth, as
compared to other items of expenditure, and
this is in keeping with our emphasis on
increased funding for local bodies.

Transfer of Committed Plan Liabilities

6.46 Onthecompletion of afiveyear plan
period, states are expected to transfer the
committed liabilities associated with
completed plan schemes to the non-plan
side. This arrangement helps the states in
funding such liabilities from sources other
than central plan assistance. Consequently,
central plan assistance becomes available
for funding new schemes of the state
governments. Para 6(vi) of TOR requires
us to take into consideration the non-wage
related maintenance expenditure on plan
schemes to be completed by 31% March,
2005. Sincethetransfer of plan schemesto
the non-plan side is normally expected to
take place at the beginning of Eleventh Plan,
we have factored in this consideration from
2007-08 onwards.

6.47 The information obtained on
committed liabilitiestransferred to the non-
plan side at the beginning of Tenth Planwas

not found to be reliable. Our intention was
to estimate these transfers as a percentage
of plan revenue expenditure, and apply the
same proportion to the projected plan
revenue expenditure of states in 2006-07,
theterminal year of the Tenth Plan, in order
to estimate the committed liability to be
transferred in the last three years of our
forecast period. Most of the states could
not provide uswith thisinformation and the
onesthat did, showed varying proportion of
transfers. We, therefore, decided to use the
proportion adopted by the Eleventh Finance
Commission for general category states.
Thus, 30 per cent of the plan revenue
expenditure in 2006-07 has been proposed
for transfer to non-plan sidein the next year
for thegeneral category states. Further, even
though the Eleventh Finance Commission
did not provide for any such transfer in the
case of special category states, we have
assumed a transfer of 10 per cent of their
plan revenue expenditure to non-plan side.

6.48 For working out the plan revenue
expenditure in 2006-07, we applied 5 per
cent annual growth rate on the plan revenue
expenditure of 2004-05(BE) of each state
to obtain the level of 2006-07. Of this, 30
per cent has been provided as transfer to
non-plan revenue expenditure sidein 2007-
08 for general category states, and 10 per
cent for special category states. We decided
on a lower proportion for specia category
states as the Planning Commission allows
them to divert 20 per cent of central plan
assistance for meeting non-plan
expenditure. Thereafter, the level of
committed liabilities estimated for 2007-08
was grown at an annual rate of 7.5 per cent
in the remaining two years of the forecast
period. Annexure 6.11 indicates the
expenditurerelating to transfer of committed
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liabilities in the forecast period.

Summary of Assessment

6.49 The result of this detailed exercise,
indicating our assessment of the revenue,
expenditure and pre-devolution non-plan
revenue deficit of each state for each
year of the award period, is furnished in
annexure 6.12. Table 6.2 indicates the
summary of the results for all states
combined.

Table 6.2

Pre-devolution Non-Plan Revenue Account of Aggregate
States, 2005-10

(Rs. crore/per cent)

Item States Our Difference
Projections Projections (3-2

@) &) ©) 4

i. OwnRevenue 1391002 1653661 262659
Receipts (6.3 (7.5) (1.2

ii. Non-Plan 2315499 1879298 -436201
Revenue (10.5) (8.5) (-2.0)
Expenditure

iii. Pre-devolution -924497 -225637 698860
gap (i - ii) (-4.2) (-1.0) (32

Figuresin parentheses are percentage of GDP.

As compared to the states’ projections of
own revenuereceiptsat 6.3 per cent of GDP,
the assessment by this Commission has
placed it at 7.5 per cent, an increase of 1.2
percentage points. The reduction in NPRE,
however, has been somewhat larger at 2.0
percentage points. The compression of the
pre-devolution gap from 4.2 per cent of GDP
to 1.0 per cent has resulted from the
normative assessment of revenues and
expenditure.

Salient features of normative
assessment

6.50 Own Tax Revenues: In conformity
with the plan for restructuring state finances,
thetax-GDPratio, considering all states, has
been raised by a little less than 0.9
percentage point over the forecast period.
This has been achieved by a two-step
process. Inthefirst instance, thetax-GSDP
ratio of those states, for which thisratio is
lower than their respective group average,
has been partially corrected inthe baseyear.
In the second step relating to projection for
the forecast period, differential buoyancies
have been assigned to the statesin amanner
so that the obj ective of overall improvement
in the tax-GDP ratio is achieved.

6.51 Own Non-Tax Revenues. Wherever
possible, the projection of own non-tax
revenues have been linked to associated
costs. Thus, the projections of interest
receipts and dividends are based on
recovering some part of the borrowing costs.
Similarly, cost recovery norms have been
used for projecting irrigation receipts by
making these recover a substantial part of
maintenance expenditure. For projecting
user charges under general, social and
economic services, the growth rates
employed have been fixed at a higher level
than the growth rates used for projecting
their corresponding expenditure. Thus, the
principle of cost recovery adopted for
projecting own non-tax revenues has
resulted in reducing the subsidies implicit
in the budgetary provisions.

6.52 Non-Plan Revenue Expenditure: Our
approach has been to attempt compression
of thegrowth rate of NPRE in general, while
encouraging higher growth in expenditure
in areas relating to education, health,
maintenance of roads and maintenance of
buildings. This has been captured in the
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following manner:

(i)

(i)

(iii)

Interest payments: The overall
objective has been to bring down the
burden on this count, and not provide
fully for interest payments arising
from large scale borrowings by some
of the states in the past while
computing thedeficit grant. For this
purpose, correctionsin the base year
have been made for those states
whose ratio of interest payments to
total revenue receiptsis higher than
theaverage. Further, for projections
in the forecast period, an average
growth rate of 7.5 per cent has been
adopted, as against the average
growth rate of 18.2 per cent during
1993-2003.

Pension payments. In determining
pension payments, keeping in view
the inability of the states in
influencing this expenditure stream
in the medium term, budget
estimates for 2004-05 have been
adopted as the base year figure, and
agrowth rate of 10 per cent adopted
intheforecast period, broadly inline
with recent growth rate.

Education and health sectors: Our
objective has been to encourage
higher expenditure in these sectors.
In the projections here, we have
assigned the normal growth rate of
6 per cent and 5 per centinthesalary
component of education and health
sectors respectively, but a much
larger growth rate of 30 per cent in
the non-salary components. The
revenue deficit grants have been
worked out accordingly. Being
conscious of thefact that application

(iv)

(v)

(vi)

of liberal norms for education and
health expenditure does not
guarantee that larger funds would
flow to these sectors, we have given
additional grants-in-aid separately
for these two sectorsin line with the
equalisation principleto some of the
states, as discussed in chapter 10.

Maintenance of irrigation works:
The projections have been worked
out largely on the basis of norms
obtained from Ministry of Water
Resources. The expenditure norms
adopted by us in the base year are
Rs.600 per hectare for utilised
potential and Rs.300 per hectare for
unutilised potential of major and
medium irrigation schemes. A norm
of Rs.300 per hectare has been
adopted for minor irrigation
schemes. The projections have been
worked out on the basis of an annual
growth rate of 5 per cent.

Maintenance of roads and bridges:
The approach followed by us is
similar to that for health and
education sectors. We have
encouraged larger expenditure for
mai ntenance of roads and bridgesby
providing separate additional grants
as discussed in chapter 10. For
computation of revenue deficit grant,
however, we have decided to adopt
the normal expenditurefigures, with
a 5 per cent growth rate in the
forecast period.

Other general, other social and other
economic services. These items
were considered appropriate for
expenditure compression in terms of
growth rate, particularly their salary
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(vii)

part. Thus, inthe base year, wetook
the lower of the TGR-based
estimates and the budget estimates.
For purposesof projection, thesalary
component was held constant in real
terms by assigning an average
nominal growth rate of only 5 per
cent. Thenon-salary part isto grow
normatively at 7 per cent for other
general services, and 10 per cent for
the remaining two services.

Compensation and assignment to
local bodies: We have encouraged
the expenditure on local bodies in
twoways. Firstly, we have excluded
local body grants given on
central finance commission’s
recommendations from the receipt
side of the states, but we have not
excluded an equal amount from the

(viii)

expenditure side. Thiswould result
inahigher normativerevenue deficit
for the states. Secondly, we have
assumed alarger annual growth rate
of 12.5 per cent during the projection
period on expenditure relating to
compensation and assignment to
local bodies.

Transfer of committed plan
liabilities: 30 per cent of the plan
revenue expenditure in 2006-07 for
genera category states, and 10 per
cent in the case of specia category
states, has been transferred to the
non-plan revenue expendituresidein
2007-08, whichwould help the states
in taking up new plan schemes.

a0



Chapter 7

Sharing of Union Tax Revenues

7.1 Inaccordance with article 280 (3) (a)
of the Constitution and para4(i) of the TOR,
the Twelfth Finance Commissionisrequired
to make recommendations as to the
distribution between the Union and the
states of the net proceeds of taxeswhich are
to be, or may be, divided between them
under chapter | of part XII of the
Constitution and the all ocation between the
states of the respective share of such
proceeds.

Constitutional Provisions

7.2 Prior to the enactment of the
Condtitution (Eightieth Amendment) Act,
2000, the sharing of the Union tax revenues
with the states was in accordance with the
provisions of articles 270 and 272, asthese
stood then. While article 270 provided for
the compul sory sharing of the net proceeds
of the income tax (excluding corporation
tax), article 272 permitted for sharing of the
net proceeds of Union duties of excise
(excluding duties of excise on medicinal and
toilet preparations), if Parliament by law so
provided. Consequently, the principles
adopted for revenue sharing differed
between the two taxes significantly.

7.3 The eightieth amendment of the
Constitution altered the pattern of sharing
of Union taxesin afundamental way. Under

this amendment, article 272 was dropped
and article 270 was substantially changed.
The new article 270 provides for sharing of
al the taxes and duties referred to in the
Union list, except the taxes and duties
referred to in articles 268 and 269,
respectively, surcharges on taxes and duties
referredtoinarticle271 and any cesslevied
for specific purposes. The basis for this
change was the alternative scheme of
devolution recommended by the Tenth
Finance Commission. Thereisconsiderable
merit in the change, as it gives greater
freedom and flexibility to the centre in
pursuing the tax reforms in an integrated
manner and enables the states to share the
aggregate buoyancy of central taxes. The
Eleventh Finance Commission wasthefirst
to take these changes into account, while
recommending the share of the statesin the
divisible pool.

7.4 Another Constitutional amendment
that is of relevance to Centre-State fiscal
relations is the eighty eighth amendment,
enacted in January, 2004 through the
Congtitution (Eighty Eighth Amendment)
Act, 2003. Thisisrelating to servicetax and
will come into effect from a date, which is
yet to be notified. Thisamendment provides
for a specific entry in the Constitution to
authorize levy of service tax. The central
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government has been imposing and
collecting this tax as aresidual item under
entry no. 97 in the Union list and the net
proceedsthereof aredistributed between the
centre and the states as per article 270 of
the Constitution on the recommendations of
the finance commission. As per the eighty
eighth amendment (annexure 7.1), taxes on
services are to be levied by the central
government and the net proceeds of such
taxes are to be collected and appropriated
by the centre and the states in accordance
with such principles of collection and
appropriation as may be formulated by
Parliament, by law. Further, in the Seventh
Scheduleto the Congtitution, anitem, ‘ Taxes
on services isto be inserted in the Union
list under entry no. 92C, thereby assigning
the power to tax services clearly to the
central government. A new article 268A, has
been inserted, whereby service tax isto be
taken out of the divisible pool of central
taxes and consequently out of the
jurisdiction of the finance commission.

Evolution of the Sharing Process

7.5 Asnoted above, prior to the eightieth
amendment of the Constitution, only two
central taxes were shareable, non-corporate
income tax and Union excise duties. In
addition, there is a tax rental arrangement
between centre and states with respect to
additional excise dutiesin lieu of sales tax
on three commodities. A brief review of
sharing of the two taxesis given below.

Income Tax

7.6 By the time the First Finance
Commission was constituted, the share of
states in the ‘net proceeds of income tax
had already been fixed at 50 per cent. The
First Finance Commission raised the share

to 55 per cent owing to increase in the
number of states. The second, third and
fourth finance commissionsraised the share
gradually to 60, 66.67, and 75 per cent
respectively, to compensate for the non-
inclusion of corporate income tax and
surcharge (annexure?.2). The Fifth Finance
Commission did not raise the share, but
recommended inclusion of advance tax
collections and arrears thereof in
determining the proceeds of income tax
during a financial year. The Sixth
Commission raised it to 80 per cent, asthe
arrears of advance collections were not
available any more. The Seventh
Commission further increased the share to
85 per cent in response to the grievance of
the statesthat the centre had raised the Union
surcharge as a revenue measure rather than
for meeting any specific Union purposes,
thus depriving the states of a share in the
increased revenue'. While the eighth and
ninth commissionsdid not alter the position,
the Tenth Finance Commission felt that the
authority that levies and administers a tax
should have a significant and tangible
interest in itsyield and accordingly revised
the share of the states in the proceeds of
income tax downward to 77.5 per cent, but
increased the share in the net proceeds of
the Union excise duties to protect the level
of overall devolution to the states.

Union Excise Duties

7.7 At the time of the First Finance
Commission, there were 12 important
commodities subject to Union excise duties
in 1951-52. The First Finance Commission
felt that it was advisable to share the excise
revenue from a select number of
commodities of common consumption that
yielded sizeable revenue for distribution.
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Accordingly, the Commission re-
commended sharing of the excise on three
commodities — tobacco (including tobacco
products), matches and vegetable products
and the share was fixed at 40 per cent?. The
Second Finance Commission increased the
number of commodities for sharing the
excise duty revenue to 8 but reduced the
share to 25 per cent. While the coverage of
commodities was expanded by thethird and
fourth commissions, the share was reduced
to 20 per cent. The fifth and sixth
commissions, while keeping the share at 20
per cent, extended the shareable excise
dutiesto special and auxiliary dutiesaswell.
The Seventh Finance Commission doubled
the share with a view to reducing the
elements of grants-in-aid®. The Eighth
Commission increased the share by adding
additional 5 per cent, which was to be
distributed among the deficit states. The
Ninth Commission, in its second report,
retained the share at 45 per cent for
distribution among the deficit states. The
Tenth Commission further raised the share
of the statesto be 47.5 per cent with 7.5 per
cent distributed among the deficit states.

Sharing in Aggregate Central Taxes

7.8 The Tenth Finance Commissionin its
alternative scheme of tax devolution
suggested that instead of sharing of
individual taxes, the statesmay haveashare
in the total net proceeds of all central taxes
excluding surcharges and cesses. In
determining the share of the states in the
total net proceeds of the central tax
revenues, the Commission distinguished
between shares in income tax, basic excise
duties and grants in lieu of tax on railway
passenger fares as a proportion of central
tax revenues (S1) on the one hand, and the

share of additional excise dutiesin lieu of
salestax in respect of items covered by tax
rental arrangement on the other (S2)*. The
Commission observed that the average vaue
of S1 had been 24.32, 22.22 and 24.3 per
cent during the five-year-periods 1979-84,
1984-89 and 1990-95 respectively, and that
of S2 at 2.96, 3.22 and 2.95 per cent. Having
regard to these values, the commission
recommended that the share of statesin the
gross receipts of central taxes should be 26
per cent, and until thetax rental arrangement
is terminated, a further share of three per
cent in the grosstax receipts of the centreto
compensate for the additional excise duties
inlieu of sale tax.

7.9 The Eleventh Finance Commission,
while considering the issue of vertical
devolution of the central tax revenues,
reviewed the past trends in the aggregate
share of states in the net proceeds of all
Union taxesand duties, excluding surcharge
and cesses during the last two decades. It
was observed that the share of the statesin
all Union taxes and duties (worked out on
the basis of share of all statesin the Union
excise duties and income tax recommended
by successive finance commissions)
fluctuated between 26.17 per cent (in 1988-
89) and 31.79 per cent (in 1993-94). The
year-to-year fluctuations had been
significant even within the devolution
period covered by the same finance
commission, largely due to fluctuations in
therates of growth of incometax and Union
excise duties, the only taxes shared with the
states before the eightieth amendment to the
Constitution.

7.10 After completing the assessment of
the central resources and state finances for
the period, from 2000-01 to 2004-05, the
Commission recommended that the share of
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the states be fixed at 28 per cent of the net
proceeds of all taxes and duties referred to
intheUnion list, except thetaxesand 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.

7.11 The Eleventh Finance Commission
further noted that as a consequence of the
amendment, whichinter alia deleted article
272, additional excise duties levied under
the Additional Excise Duties (Goods of
Specia Importance) Act, 1957, had become
part of the revenue receipts of the central
government and were shareable with the
states. It wasfelt that there was aneed for a
review of the earlier arrangement and
pending such a review, the commission
recommended that 1.5 per cent of all
shareabl e union taxesand dutiesbe all ocated
to the states separately and its inter se
distribution among the states may be done
in the same manner asthe distribution of 28

per cent of the net proceeds. If any state
levied and collected sales tax on the
commodities covered under this Act, it
would not be entitled to any share from this
1.5 per cent. This brought the total tax
devolution recommended by the Eleventh
Finance Commission to 29.5 per cent of the
net proceeds of all shareable central taxes
and duties.

Trendsin Vertical Sharing

7.12 At this stage, it may be useful to
examinethe historical trendsinthetransfers
from centreto statesthrough major channels
in India. As can be seen from Table 7. 1,
over the period covered by the seventh to
eleventh finance commissions, the award
period-wise average ratio of total transfers
to central government grossrevenuereceipts
had remained around 38 per cent during the
seventh and eighth finance commission
periods. It went up to 40 per cent during the
Ninth Finance Commission period.

Table7.1

Transfersfrom Centreto States as Per centage of Gross Revenue Receipts of the Centre:
Finance Commission Period Averages

Year Finance Commission Transfers Other Transfers Total
Transfers
Sharein Grants Total Transfers Grantsthrough Non-plan Total (4+7)

Central Taxes through Finance Planning Grants Other

Commission Commission (Non- Transfers

(2+3) statutory) (5+6)
1 2 3 4 5 6 7 8
VII FC 22.39 1.96 24.35 12.11 1.66 13.77 38.11
VIII FC 20.25 252 22.77 13.56 154 15.10 37.86
IX FC 21.37 342 24.79 14.48 1.06 15.54 40.33
X FC 21.40 234 23.75 10.57 0.63 11.19 35.79
X1 FC (first two years) 20.93 5.20 26.13 10.39 0.82 11.21 37.20
Source:  Union Government Finance Accountsand Revenue Recelptsarefrom Central Gover nment ReceiptsBudget (Various

issues).

Note: In 1997-98, an amount of Rs 7,594 is on account of VDIS, which isincluded in non-plan grantsto the statesin the

Finance Accounts. Since it should logically form part of the tax devolution, this amount is taken out from the non-
plan grants and added to the Finance Commission transfers.
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Thereafter, it came down steeply to 35.8 per
cent during the Tenth Finance Commission
period. During the first two years of
Eleventh Finance Commission award period
it has shown arise to 37.2 per cent.

7.13 The finance commission transfers
have accounted for about 60 to 70 per cent
of total central transfers to states and have
also shown variation over time. Theaverage
ratio to the gross revenue receipts of the
centrefor the Seventh Finance Commission
period was 24.4 per cent. It went down to
22.8 per cent during the Eighth Commission.
It rose to 24.8 per cent during the Ninth
Commission and declined to 23.8 per cent
during the Tenth Commission period.
During the first two years of the Eleventh
Finance Commission period, however, the
averageratiowas 26.1 per cent (Table 7. 1).
Of particular interest are the finance
commission transfers through tax
devolution. The ratio of the tax devolution
component to centre’ sgrosstax revenue has
been stable at around 21 per cent during the
last three finance commissions.

7.14 The aggregate share of states in the
net proceeds of al Union taxes and duties,
excluding surcharges and cesses, during the
last two decades has varied between 26.2
per cent (1988-89) and 31.8 per cent (1993-
94) (annexure 7.3). Thefinance commission
award period average hasvaried from alow
of 27.3 per cent to a high of 28.8 per cent.
This ratio is stipulated to be 29.5 per cent
by the Eleventh Finance Commission.

Views of the Central Gover nment

7.15 The central government in its
memorandum of September 2003, has stated
that in the light of the tight fiscal situation
of the centre and the external

macroeconomic imperatives of containing
central fiscal deficit, there should be a
gradual reduction in devolution to states.
With the additional availability of revenues
through collection of service tax on
specified items, states' mobilization of
revenue will increaseto the detriment of the
centre. Further, the centre has agreed in
principleto allow the statesto levy salestax
on sugar, tobacco and textiles. The central
government has, therefore, urged that the tax
devolution may be kept to a maximum of
28 per cent of the net proceeds of the
shareable taxes, with the additional 1.5 per
cent of the net proceeds being distributed
as long as additional excise duty in lieu of
sales tax on sugar, textiles and tobacco
continues.

7.16 The memorandum also stated that in
the event of abolition of additional excise
duty, the stateswould regain theright to levy
salestax and would compensate themselves
for the 1.5 per cent revenue loss resulting
from the termination of the tax rental
arrangement. The memorandum also
referred to the fiscal responsibility
legidation, which makesit obligatory for the
centretoreininthelevel of deficit and debt
and suggested that the Commission may
review the maximum level of overall
transfer from centre to states and prescribe
aceiling lower than what was recommended
by the Eleventh Finance Commission, that
is, 37.5 per cent of the grossrevenuereceipts
of the centre.

7.17 In a subsequent communication on
August 9, 2004, the central government
urged the Commission to take a view
consistent with the National Common
Minimum Program objectives and after
taking into account the following
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considerations:

i) Under 88th  Constitutional
amendment, “ Taxeson services’ are
to be excluded from the single,
divisible pool of central taxes/duties
[videarticle 270 of the Congtitution].

ii) Centre is presently discharging a
number of expenditure obligations
pertaining to subjects/areas in the
statelist, both through plan transfers
and non-plan transfers/expenditures.

iii) Demands on the resources of the
central government and statutory
requirement of eliminating revenue
deficit of the centre as stipulated in
the Fiscal Responsibility and Budget
Management Act and rules framed
thereunder.

7.18 The National Common Minimum
Program, while dealing with the subject of
centre-staterelations, has observed that “the
share of states in the single, divisible pool
of taxes (be) enhanced”®.

7.19 Withregardtothe adverseimpact on
the states in the event of centre’s revenue
projections remaining unfulfilled, it has
been stated in the communication that the
basic rationale of creating asingle, divisible
pool of Union taxes is to ensure that both
the centre and the states share the buoyancy.
Partaking asharein positive buoyanciesal so
implies acceptance of sharing of negative
buoyancy.

Views of the States

7.20 In their memoranda, states have,
almost unanimously, sought an increase in
the total share of central taxes. A large
number of states such as Chhattisgarh,
Rajasthan, Tripura, Meghaaya, Mizoram,

and Uttar Pradesh have asked for raising the
tax share to 33 per cent. A share of 40 per
cent has been suggested by Bihar,
Jharkhand, Gujarat, Himachal Pradesh,
Karnataka, Orissa and Goa. The states of
Arunachal Pradesh, Andhra Pradesh,
Assam, Haryana, Nagaland, Punjab and
Tamil Nadu have sought as much as 50 per
cent share. The arguments advanced by the
statesfor seeking ahigher share can broadly
be summarized as follows.

i) It was resolved on the basis of a
consensus in one of the meetings of
the Standing Committee of the Inter-
State Council that, to begin with, the
divisible portion of the central taxes
should be raised to 33 per cent.

i) Thesuggestionsfor including all the
taxesin thedivisible pool emanated,
inter alia, out of the pleadings for
higher share of central taxes, but the
share fixed by the Eleventh Finance
Commission at 29.5 per cent of net
central tax revenues has not resulted
in increased devolution.

1ii) Government of India has accepted
the recommendations of the
Expenditure Reforms Commission
and if these recommendations are
implemented, there will be
considerable  economy  of
expenditureand it would be possible
for the central government to provide
increased share in central taxes.

iIv) A decision has been taken by the
Government of India to transfer
centrally sponsored schemes along
with funds to the states and this
transfer could be effected intheform
of higher share of central taxes.
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v)

Vi)

vii)

It would be possible for the central
government to reduceitsexpenditure
further by dispensing with many of
the departments, which deal with
subjects that are exclusively in the
state list and do not pursue or
implement any important national
policy.

Central tax collection has not been
in accordance with the estimates of
the Eleventh Finance Commission,

as a result of which the states have
not received amounts due to them.

Some of the statesdesirethat service
tax should be in the state list or it
should be collected by the centreand
transferred to the states.

viii) As regards surcharges, states have

expressed the view that in case a
surcharge / cess is continued for a
long period (beyond one or two
years), it should be integrated with
the basic tax and counted towardsthe
shareable taxes.

The concept of ‘net’ proceeds,
instead of ‘gross’ proceeds of Union
taxes, does not provide any incentive
to the Union to reduce the collection
cost. The cost of collection of the
Union taxes, which was only 0.67
per cent of the gross tax revenue in
1980-81, hasgone up to 1.06 per cent
of the grosstax revenue. Some states
desire that the devolution should be
on ‘gross receipts and not on ‘net
receipts basis.

Over the years, the non-tax revenue
of the Union has increased
significantly. In 1980-81, non-tax
revenue was only 24 per cent of the

total revenue receipts of the Union.
It grew to almost 30 per cent in 1999-
2000. The non-tax revenue is non-
shareable and hence, the Union
government isnow financially better
equipped and there is a scope for
higher devolution to the states.

7.21 Somestatesdesirethat at least 30 per
cent of the states' sharein thedivisible pool
should be earmarked for distribution
amongst the Special Category States
[Assam, Himachal Pradesh, Jammu &
Kashmir and Manipur]. Some of the states,
notably Assam, Jammu & Kashmir, Kerala,
Manipur and Tripurahave suggested that the
finance commission may indicate a
minimum amount that must be transferred
by the central government to the states.
States have also referred to the shortfal in
the revenues of the central government as
compared to the projections of the Eleventh
Finance Commission and suggested that
such difference during the award period be
made good either by providing for a
minimum guaranteed devolution based on
the Twelfth Finance Commission’s
assessment of states’ share or by giving
grants-in-aid to the extent of the difference.
Another demand of the states pertainsto the
tax on railway passenger fares, shared earlier
by the states on the basis of the state’s
contribution to the earnings. After therepeal
of the Railway Passenger Fares Act, 1957
in 1961, the states had been getting
compensation for the repealed tax on the
basis of non-suburban passenger earnings
from traffic originating in each state. It has
been suggested that either (a) the practice
of compensating the states for repealed Act
should be continued or (b) the Act may be
reintroduced and the states should be
allowed to collect taxes on fares on behalf
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of the Union and keep the proceeds.

Recommendations Regarding Vertical
Devolution

7.22 While determining the share of the
states in the divisible pool of central taxes,
it isnecessary to look at the level of overall
transfers relative to centre's gross revenue
receipts, the relative balance between tax
devolution and grants, and feasible
redistribution that can be undertaken in the
inter se share of statesin tax devolution. As
mentioned earlier, many states have asked
for increasing the share of states in the
shareable pool from 29.5 per cent to 33 per
cent. Some states have even suggested a
figure of 50 per cent. We consider that if
the share of states is increased, the
redistributive content in the inter se dis-
tribution will have to be increased
significantly by atering the weights among
thedistribution criteriaso asto be consistent
with the equalization objective. However,
for this purpose, grants provide a more
effective mechanism. We have, therefore,
used grants to a larger extent as an
instrument of transfers. At the same time,
we recommend that the share of the states
inthe net proceeds of shareable central taxes
beraised from 29.5 per cent to 30.5 per cent.
For this purpose, additional excisedutiesin
lieu of sales tax on textiles, tobacco and
sugar are treated as part of the general pool
of central taxes. If, however, the tax rental
arrangement is terminated and if states are
allowed to levy salestax (or VAT) on these
commodities without any prescribed limit,
the share of the statesin the net proceeds of
shareabl e central taxeswill be 29.5 per cent.
According to estimates available from the
budget papers, additional excise duties in
lieu of sales tax constituted about one per

cent of the shareable taxes in 2003-04 and
2004-05 (BE). The recommended increase
can be accommodated easily by the central
government by rationalizing the centre’'s
participation in areas that are directly the
responsibility of the states. We have treated
the service tax as shareable. Thisis, infact,
the current position. The position will
change after the eighty eighth Constitutional
amendment is notified. In that situation, as
indicated in Chapter 2, any legidation that
is enacted in respect of service tax must
ensure that the revenue accruing to a state
under the legidlation should not be lessthan
the share that would accrue to it, had the
entire service tax proceeds been part of the
shareablepool. Further, as suggested earlier,
theindicative amount of overal transfersto
states in central gross revenue receipts,
which was fixed at 37.5 per cent by the
Eleventh Finance Commission, may be
fixed at 38 per cent.

Horizontal Sharing

7.23 Asregards the determination of the
inter se shares of the states, the basic aim of
the finance commission transfersin the past
has been to (i) to correct the differentialsin
revenue capacity and cost disability factors
inherent in the economies of states and (ii)
to foster fiscal efficiency among the states.
The criteria used in the past for these
purposes can be grouped under: (a) factors
reflecting needs, such as population and
income measured either asdistancefromthe
highest income or as inverse; (b) cost
disability indicators such as area and
infrastructure distance; and (c) fiscal
efficiency indicators such as tax effort and
fiscal discipline. (annexure 7.4).

7.24 Over the past few finance
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commissions, the distributive criteria have
converged towards the following. Among
the need factors, population and income
distance have gained acceptance; among the
cost disability factors, area and
infrastructure index distance have tended to
be the preferred indicators; and among the
fiscal efficiency factors, tax effort and fiscal
discipline as measured by the ratio of own
tax revenue to revenue expenditure, are
regarded as appropriate.

Views of the States on Horizontal
Sharing

7.25 States in their memoranda have
expressed their desire for the continuation
of the use of population as a factor, with
weights suggested varying from 5 per cent
(Rajasthan) to 88 per cent (Gujarat)
[annexure 7.5]. Bihar, Jharkhand, Karnataka
preferred retaining a 10 per cent weight,
while many states wanted a higher weight.
On the use of income distance criterion,
states have suggested weights ranging from
10 per cent (Tamil Nadu and Haryana) to
70 per cent (Assam). Andhra Pradesh,
Karnataka and Maharashtra desire 25 per
cent weight while Jharkhand and Uttar
Pradesh want the weight to be 62.5 and 50
per cent, respectively. Many states have
asked for continuation of ‘area as a factor
with weights ranging from 5 per cent
(Haryana and Karnataka) to 20 per cent
(Rajasthan). Also, states have suggested
retaining of thetax effort and index of fiscal
discipline criteria. The suggested weights
for tax effort range from 5 per cent
(Rajasthan, Tripura, Maharashtra and
Jharkhand) to 40 per cent (Tamil Nadu). The
suggested weightsfor fiscal disciplinerange
from 5 per cent (Karnataka, Maharashtra
and Rajasthan) to 10 per cent (Andhra

Pradesh, Bihar, Kerala, and Punjab). Andhra
Pradesh, Assam, Haryana, Kerala,
Maharashtra, Rajasthan and Uttaranchal
prefer the same weight for both the criteria.
Jharkhand and Karnataka prefer a smaller
weight to fiscal discipline than tax effort.
Chhattisgarh, Tamil Nadu and Tripurahave
recommended only tax effort, while Punjab
has recommended only fiscal discipline.

Criteria and Weights

7.26 As per the formula used by the
Eleventh Finance Commission, the share of
each state in tax devolution was determined
by the following criteria and relative
weights. population (10 per cent), income
distance (62.5 per cent), area (7.5 per cent),
index of infrastructure (7.5 per cent), tax
effort (5 per cent) and fiscal discipline (7.5
per cent)’. We have examined each of these
criteria and the weights assigned and have
suggested changes, where necessary.

Population

7.27 Population (annexure 7.6) isthebasic
indicator of need for public goods and
services and as a criterion, it ensures equal
per capitatransfersacross states. Theweight
attached to population has varied
substantially over time. Looking at the
recent periods, during the seventh and eighth
finance commissions, the weight attached
to population varied between 22.5 per cent
and 25 per cent. This weight was reduced
to 20 per cent by the Ninth Commission and
further to 10 per cent by the Eleventh
Commission. We feel that a strong case
exists for increasing the weight and have
fixed it at 25 per cent.

Per capita Income Distance

7.28 Among the criteria used for
correcting differential fiscal capacities and
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for enabling poorer statesto meet better the
needs for public goods and services, per
capita income distance appears to be the
preferred indicator. It imparts progressivity
in distribution. The Fifth Finance
Commission, while using this criterion,
recommended that a portion® of the
shareable Union excise duties be distributed
among the states “whose per capitaincome
is below the average per capita income of
all statesin proportion to the shortfall of the
states' per capita income from al states
average, multiplied by the population of the
state”°. The Sixth Commission followed the
distance method for all states with no cut-
off point for eigibility. In this method, the
distance of per capitaincome of each state
fromthe per capitaincome of the statewhich
had the highest per capita income was
measured. This value was then multiplied
by the population of each state. In this
method, the distance in the case of the state
with the highest per capita income would
be zero, but various commissions have
adopted amethod by which this stateisalso
given a share on the basis of a notional
distance between the per capita income of
that state and that of the next highest per
capita income state. The eighth and ninth
commissions have used this method™®. The
tenth and eleventh finance commissions,
while following this method, have used the
average of the top three states with highest
per capita incomes for measuring the
distance. In all the cases, the commissions
had taken the average GSDP for three years
in order to even out year-to-year variations.

7.29 For determining the state-wise
income distance index, we considered the
average per capita comparable GSDP of
each of the 28 statesfor the last three years,
1999-2000, 2000-01 and 2001-02 (annexure

7.7) provided by the Central Statistical
Organization (CSO). Following the tenth
and the eleventh finance commissions, the
average of the top three states with highest
per capitaincome, namely Goa, Punjab and
Maharashtra was taken to compute the
income distance of each state. For the top
three states, the notional distance was
assigned by taking their distance with the
per capita income of the fourth highest
ranked state, namely Haryana. We have
assigned a weight of 50 per cent to the
income distance criterion. This criterion
combined with the criterion of population,
representing together the needs and
deficiency in fiscal capacity, will thus have
a combined weight of 75 per cent.

Area

7.30 The use of ‘area’ of a state as a
criterion for determining its share emanates
from the additional administrative and other
costs that a state with a larger area has to
incur in order to deliver a comparable
standard of serviceto itscitizens. It should
be noted that the use of ‘area’ asacriterion
in the formula can also be interpreted as
inverse of population density multiplied by
population®. It should be recognized,
however, that the costs of providing services
may increase with the size of a state, but
only at a decreasing rate. At the other end,
even the smaller states may have to incur
certain minimum costs in establishing the
framework of governmental machinery. The
Tenth Finance Commission provided for a
floor level of 2 per cent and a celling of 10
per cent in the measurement of thearea. The
Eleventh Finance Commission also
followed the same procedure. We have also
assigned a minimum 2 per cent share for
states with their area share smaller than 2
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per cent. But, we have not fixed an upper
ceiling of 10 per cent, as there is only one
state (Rgjasthan) which marginally exceeds
10 per cent. States that are assigned 2 per
cent minimum share are; Goa, Haryana,
Himachal Pradesh, Kerala, Manipur,
Meghalaya, Mizoram, Nagaland, Punjab,
Sikkim, Tripura and Uttaranchal (annexure
7.8). We have assigned a weight of 10 per
cent to the area criterion.

7.31 Another cost disability criterion used
by the last two commissions was the index
of infrastructure, as an indicator of the
relative availability of economic and social
infrastructure in a state. This index was
inversely related to the share. We find that
theinfrastructureindex distancecriterionis
correlated with the income distance
criterion. More importantly, our attention
wasdrawn to thefact that thisindex is better
used in an ordinal way. For these reasons,
we have dropped theindex of infrastructure
as acriterion.

Tax Effort

7.32 As observed by the Tenth Finance
Commission, measurement of tax effort on
a comparable basis among the states is not
a straightforward exercise, because tax
effort must be related to some notion of tax
potential and there are differences in the
nature and composition of tax bases among
the states. Given the data constraints, the
Tenth Commission had used per capita
GSDP asaproxy for the aggregate tax base.
Tax effort was measured by the ratio of per
capita own tax revenue of a state to its per
capita income. The Commission felt that
there was a need to provide for an
adjustment for states with poorer tax bases.
If the tax effort ratio as defined above is
weighted by the inverse of per capita

income, it would imply that if apoorer state
exploitsitstax-base asmuch asaricher state,
it gets an additional positive consideration
in the formula. The Eleventh Finance
Commission, while considering the tax
effort index, reduced the weight of inverse
of per capitaincomefrom 1to 0.5. We have
adopted the same practice, but have raised
the weight given to the tax effort criterion
to 7.5 per cent, as the need for fiscal
consolidation has become more urgent. The
tax effort criterion is worked out by taking
the three-year average (1999-2000, 2000-
01 and 2001-02) of the ratios of own tax
revenue to comparable GSDP (annexure
7.9) weighted by the square root of the
inverse of the per capita GSDP.

Fiscal Discipline

7.33 The index of fiscal discipline was
proposed by the Eleventh Finance
Commission with a view to providing an
incentivefor better fiscal management. The
Eleventh Finance Commission adopted
improvement in the ratio of own revenue
receipts of a state to its total revenue
expenditure, related to asimilar ratio for all
states, as a criterion for measurement. The
ratio so computed was used to measure the
improvement in theindex of fiscal discipline
in a reference period, in comparison to a
base period. For the base period, the
Commission took the average for the three-
year period from 1990-91 to 1992-93 and
for the reference period that 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 a combination of the two.
The comparison of the performance of a
state with the all state performance reflects
the consideration that, if the performance
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of the 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 isrelatively more
than average is rewarded relatively more.
Whileretaining theindex of fiscal discipline
criterion we have computed it using the base
period from 1993-94 to 1995-96 and the
reference period from 2000-01 to 2002-03
(annexure 7.10) and kept the weight at 7.5
per cent.

7.34 Table7. 2 showsthe criteriaand the
weights, thus assigned for inter se
determination of shares of states.

Table7.2
Criteriaand Weights

Criteria Weight (per cent)
Population 25.0
Income Distance 50.0
Area 10.0
Tax Effort 75
Fiscal Discipline 7.5

Recommendations regarding
Horizontal Devolution

7.35 We have tried to evolve a formula
that balances equity with fiscal efficiency.
Equity considerations, however, dominate,
as they should, in any scheme of federal
transfers trying to implement the
equalization principle. In view of the above
considerations, we recommend that the
states should be given a share as specified
in the Table 7. 3 in the net proceeds of all
the shareable Union taxes (excluding service
tax, as it is not leviable in Jammu &
Kashmir) in each of thefivefinancial years
during the period 2005-06 to 2009-10.
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Table7.3
Inter se Shares of States

State Share (per cent)
Andhra Pradesh 7.356
Arunachal Pradesh 0.288
Assam 3.235
Bihar 11.028
Chhattisgarh 2.654
Goa 0.259
Gujarat 3.569
Haryana 1.075
Himachal Pradesh 0.522
Jammu & Kashmir 1.297
Jharkhand 3.361
Karnataka 4.459
Kerda 2.665
Madhya Pradesh 6.711
Maharashtra 4.997
Manipur 0.362
Meghalaya 0.371
Mizoram 0.239
Nagaland 0.263
Orissa 5.161
Punjab 1.299
Rajasthan 5.609
Sikkim 0.227
Tamil Nadu 5.305
Tripura 0.428
Uttar Pradesh 19.264
Uttaranchal 0.939
West Bengal 7.057
All States 100.000

7.36 As mentioned above, service tax is
presently not leviablein the state of Jammu
& Kashmir, and its proceeds are, therefore,
not assignabl eto this state. We have worked
out the share of each of the remaining 27
states in the net proceeds of servicetax and
thesewill beasindicated in Table 7. 4. If in
any year, this tax becomes leviable in the
state of Jammu & Kashmir, the share of each
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state including that of Jammu & Kashmir
would bein accordance with the percentages
givenin Table 7. 4.

7.37 If inany year during the period 2005-
10, a tax under Union is not leviable in a
state, the share of that statein that tax should

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

Table7.4

Share of States other than Jammu & Kashmir in the Service Tax

State Shareexcluding J&K (per cent) State Shareexcluding J& K (per cent)
Andhra Pradesh 7.453 Maharashtra 5.063
Arunachal Pradesh 0.292 Manipur 0.367
Assam 3.277 M eghal aya 0.376
Bihar 11.173 Mizoram 0.242
Chhattisgarh 2680 Nagdand 0.266

Orissa 5.229
Goa 0.262

Punjab 1.316
Gujarat 3.616 )

Ragjasthan 5.683
Haryana 1.089 Sikkim 0.230
Himachal Pradesh 0.529 Tamil Nadu 5374
Karnataka 4518 Uttar Pradesh 19.517
Kerda 2.700 Uttaranchal 0.952
Madhya Pradesh 6.799 West Bengal 7.150

All States 100.000
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Endnotes

1

Report of the Seventh Finance Commission,
Chapter 9, para 22 p81-82.

“We have fixed the states' share with reference
to the amount which, in our scheme as a whole,
we consider it appropriate should be transferred
to the states by the division of excise duties.”
(Report of the First Finance Commission,
Chapter V, p82).

“Considering their size, the Union exciserevenues
must have a predominant role in the transfer of
financial resources to the states. We have aso
decided, asmentioned earlier, that the bulk of the
fiscal transfersto the states should be by way of
tax shares, reducing the elements of grants-in-aid
under article275to aresidual position ontheone
hand and leaving surpluses on revenue account
with as large a number of states as possible on
the other” [para 31 of the Report of the Seventh
Finance Commission, centre state financial
relations and our scheme of transfers].

Report of the Tenth Finance Commission: Share
of states in Aggregate Central Tax Revenues,
Table 2.

10

11

Annexure V1.1 Chapter 7 of the Report of the
Eleventh Finance Commission.

National Common Minimum Program of the UPA
Government, New Delhi, May 27, 2004

Report of the Eleventh Finance Commission,
Table 6.2, p 58.

13.34 per cent, that is, 2/3rd of 20 per cent

Report of the Fifth Finance Commission,
p36.

Mention may be made here of another criterion
that uses the per capitaincome was the Income
Adjusted Total Population (IATP) which wasthe
inverse of per capitaincome of astate. The share
of astateisdetermined by the percentage of IATP
of the state to the aggregate IATP of all states.
The Seventh and Eighth Commissions, and the
Ninth Commission in its first report, used this
method. But in view of certain technical flaws
the use of this criterion was discontinued since
the Tenth Finance Commission.

Since Area = (Area/Population) xPopulation.
a0
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L ocal Bodies

8.1 Para 4(iii) of the terms of reference
enjoins upon the Commission to make
recommendations as to the following
matter:

“the measures needed to augment
the Consolidated Fund of a State to
supplement the resources of the
Panchayatsand Municipalitiesinthe
State on the basis of the
recommendations made by the
Finance Commission of the State.”

This is a consolidated reproduction of the
provisions contained in article 280(3)(bb)
and (c) of the Constitution of India, as
amended in 1993.

Approach of the Previous Commissions

8.2 For thefirst time, it was the Eleventh
Finance Commission (EFC), which was
required to suggest, as per its terms of
reference (TOR), the measures to augment
the consolidated fund of the statesto enable
them to supplement the resources of the
local bodies. However, earlier, the Tenth
Finance Commission had also made
recommendations in this regard, as article
280 had been amended before the expiry of
itsterm and the Commission felt that it was
obliged to deal with the issue in terms of
the amended article 280 even though it was

not included in its TOR. The Commission
expressed the view that the measures to
augment the consolidated funds of the states
for supplementation of the resources of the
panchayats and the municipalities need not
necessarily involve transfer of resources
from the centreto the states. It observed that
once the state finance commissions (SFCs)
completed their task, the central finance
commission was duty bound to assess and
build into the expenditure stream of the
states, the funding requirements for
supplementing resources of the panchayats
and the municipalities. M easures needed for
augmentation of the consolidated funds of
the states could be determined accordingly.
The transfer of duties and functions listed
in the eleventh and twelfth schedules of the
congtitution would a so involve concomitant
transfers of staff and resources. Transfer of
duties and functions should, therefore, not
entail any extra financial burden.
Neverthel ess, the Commission
recommended a grant of Rs.100 per capita
of rural population as per the 1971 census
for the panchayats and Rs.1,000 crore for
the municipalitiesto be distributed amongst
the states on the basis of the inter-state ratio
of slum population derived from 1971
census. The state governments were
required to prepare suitable schemes and
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prepare detailed guidelines for the
utilization of the grants. The local bodies
were required to raise ‘suitable’ matching
contributions for the purpose. No amount
was to be used for expenditure on salaries
and wages.

8.3 TheTOR of the EFC clearly required
it to make recommendationsto augment the
consolidated fund of the states to
supplement the resources of local bodieson
the basis of SFC recommendations. The
EFC was, however, asked to make its own
assessment, if the recommendations of the
SFCswerenot available, either becausethey
had not been constituted or they were yet to
submit their reports. In making its own
assessment of the resources of the local
bodies, the EFC was required to keep in
view (i) the emoluments and terminal
benefits of the employeesof thelocal bodies
including teachers; (ii) existing powers of
these local bodies to raise financial
resources; and (iii) powers, authority and
responsibility transferred to thelocal bodies
under articles 243G and 243W of the
Constitution.

8.4 TheEFC found itself unable to adopt
the SFC reports as the basis for its
recommendations because of:

a) non-synchronization of the period of
the recommendations of the SFCs
and the central finance commission;

b) lack of clarity in respect of the
assignment of powers, authority and
responsibilities of the local bodies;

c) absenceof atimeframewithinwhich
the state governments are required
to take action on the
recommendations of the SFCs; and

d) non-availability of the reports of the
SFCs.

In view of these constraints, the EFC went
so far as to recommend an amendment to
the Constitution to delete the words “ on the
basis of the recommendations made by the
Finance Commission of the State”.

8.5 TheEFC, whiledealingwiththeissue
of local body finances recommended a
number of measures which could be taken
by the state governments and the local
bodies for augmenting the consolidated
funds of the states to supplement the
resources of panchayats and municipalities.
These included assignment of land tax,
profession tax and surcharge/cess on state
taxes for improving the basic civic services
and taking up schemes of social and
economic development. Reforms had been
recommended in respect of property tax/
housetax, octroi/entry tax and user charges.
The EFC observed that while assessing the
revenue and expenditure of the states, it had
aready taken into account the additional
burden falling on their financial resources
due to implementation of the SFCs reports
and no additional provision, therefore, need
be made on this account. But, considering
the fact that certain critical areas get
overlooked inthe normal flow of fundsfrom
the states, the EFC recommended ad hoc
annual grant of Rs.1600 crore for
panchayats and Rs.400 crore for
municipalities and mandated certain
activities such as maintenance of accounts,
development of data base and audit to be
the first charge on this grant. Amount
remaining thereafter was to be utilized by
the local bodies for maintenance of core
Civic services.

Views of the States

8.6 The memoranda received from the
statesare amix of demands and suggestions.
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Some of the major suggestions made by the
states are as follows: (i) a formula based
approach, need to be followed for grants
from the central finance commission; which
may include a minimum level of own
revenue generation by the local bodies as
one of the conditions; (ii) the inter se
distribution should take into account the
rural capital assets rather than the
population; (iii) frequent occurrence of
natural calamities should be taken into
account; (iv) grants-in-aid should be
provided to support an incentive fund for
the panchayat samitis and zila parishads,
(V) the system of grants should be linked to
theleve of reformsundertaken by the states,
(vi) the central grants should be conditional
upon the implementation of the SFC
recommendations by the state government;
(vii) funds should be made availableto meet
the revenue account gap, as estimated by the
SFC, as also for upgradation of services,
(viii) the divisible pool of central taxes
should be expanded by 10 per cent for
devolution to local bodies; (ix) central
support is required to bridge the resource
gap of local bodies for upgrading the
infrastructure to provide services as per
norms, (X) the Twelfth Finance Commission
should follow the approach of the EFC and
make an independent assessment of the
resources required by the local bodies; (xi)
an alocation of 5 per cent of the funds may
be made for the newly created states;
(xii) states, which havetruly discharged their
constitutional mandate in letter and spirit of
the 73rd/74th amendment, should be
rewarded; (xiii) 50 per cent of the transfers
from the state government to thelocal bodies
should be funded by the centre;
(xiv) thetransfersrecommended by the SFC
should be treated as committed expenditure

of the state government while reassessing
the expenditure forecasts.

8.7 Some states have sought
compensation for the loss of revenue on
account of abalition of octroi. Grants have
been sought for improving the training
infrastructure and for continuing the efforts
to streamline the database and maintenance
of accounts. Several states have suggested
the withdrawal of the condition, which
requires either the state government or the
local bodies to provide matching
contribution.

8.8 We have taken due note of these
suggestions and kept them in view while
arriving at the quantum of central grantsthat
could be set apart for the purpose of
supplementing the resources of the local
bodies.

Views of the Ministry of Rural
Development

8.9 The Ministry of Rural Development
(MRD) has raised the following issues
related to panchayati ra institutions (PRIS)
in its memorandum:

i) poor revenue efforts by the PRIs;
their internal revenue mobilization
(IRM) of the PRIs constituted only
4.17 per cent of their total revenue
as per a study done on behalf of the
EFC,;

i) inefficiencies arising because of
reluctance to charge fees, low rates
thereof even when imposed and non
revision for long periods,

iii) state governments prescribing
minimum and maximum rates of tax
thereby encroaching into the
financial autonomy of the PRIs;
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Iv) lack of administrative machinery for
collection of taxes,

v) limited capacity of the peopleto pay
taxes in the villages, especialy in
those affected by drought and other
disasters;

vi) inability of the central government
to intervene in asubstantial manner,
local bodies being a state subject;

vii) lack of synchronizationintheaward
periods of the central finance
commission and the SFCs,

viii) part acceptance/implementation of
SFC recommendations by state
governments;

iX) release of funds meant for
panchayats to line departments
which operate independent of
panchayats,

X) inability of the system to regularly
collect, compile and monitor the
status of panchayat finances;

xi) lack of information ontheinitiatives
that were taken by panchayats
towards data base building for which
funds were earmarked by EFC;

Xxii) poor quality of the SFC reports;

xiii) thecasua manner inwhich SFCsare
constituted.

8.10 MRD had initially suggested grants
amounting to Rs.22,250 crore for the PRIs
at the rate of Rs 300 per capita of the
rural population as per 2001 census for
2005-10, as against Rs.8000 crore given by
EFC for 2000-05. Subsequently, MRD
submitted a supplementary memorandum
wherein it recommended a grant of
Rs 23468 crore at the rate of Rs.2 lakh per
gram panchayat per annum mainly for

operation and maintenance (O&M)
activitiesrelated to assets like water supply
system, canal system, buildings, roads,
drains etc. MRD expressed the view that if
a decentralization index is to be used, it
should comprise parameters which are
simple, transparent and objective. It may
include (i) constitution and functioning of
district planning centres as required under
article 243ZD; (ii) assignment of all the 29
functions given in eleventh schedule
along with funds and all functionaries
(iii) implementation of the SFC
recommendations.

8.11 Wereceived amemorandum fromthe
Department of Drinking Water Supply
(DDWS), Ministry of Rural Development
regarding the requirements of the water
supply and sanitation sector. Drinking water
and sanitation are among the state subjects
that can be entrusted to the panchayats under
the eleventh schedul e of the constitution. As
per 2001 census, while 94.2 per cent of the
rural inhabitants have access to potable
drinking water with a norm of 40 litres per
capita per day, only 22 per cent have basic
sanitation facilities. Government of India
has been supplementing the efforts of the
states in the areas of drinking water supply
and sanitation in villages through two
centrally sponsored programmes namely, the
Accelerated Rural Water Supply Programme
(ARWSP) since 1972-73 and the Central
Rural Sanitation Programme (CRSP) since
1986.

8.12 Looking at thegapsinthetwo sectors
and the need to encourage PRIsto take over
assets created in the past, DDWS suggested
a grant of Rs.29,200 crore with the break-
up asfollows:

(i) financial assistanceto PRIsfor maor
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repairs and replacement of existing
water supply schemes -
Rs 9000 crore;

(ii) financial assistance to state
government for repair/rejuvenation
of existing rural water supply
schemes — Rs 5200 crore;

(iif) one-time incentive contribution to
O&M fund of PRIsfor new schemes
to be transferred to them under
Swajaldhara— Rs 1000 crore;

(iv) creation of water quality monitoring
and surveillance infrastructure in
states- Rs 440 crore;

(v) state share in water quality
mitigation programme — Rs 1500
crore;

(vi) completion of ongoing drinking
water supply schemes - Rs 6700
crore;

(vii) O&M cost of sanitation services —
Rs 3600 crore;

(viii) states’ sharein the Rural Sanitation
Programme — Rs 1400 crore;

(ix) capacity building of PRIs — Rs.350
crore;

Views of the Ministry of Urban
Development and Poverty Alleviation

8.13 TheMinistry of Urban Devel opment
and Poverty Alleviation (MUD&PA) has
estimated a resource gap of Rs.76896 crore
for all the states during the period 2005-10
in the matter of operation and maintenance
of various civic services in urban aress. It
has suggested that this gap should be
bridged through a grant-in-aid by Twelfth
Finance Commission (TFC).

8.14 MUD&PA has suggested the

following to improve the functioning of the
urban local bodies.—

i) it should be made obligatory for the
state governments to take a final
decision on the recommendations of
the finance commission within a
specified period preferably within
6 months;

i) urban local bodies should be
assigned a separate list of taxes and
any exemption fromlevy of property
tax should be avoided. They should
be adequately compensated if any
exemption are given by the state
government;

iii) unproductive and non-viable taxes
should be abolished and new sources
of revenue should be explored;

iv) urbanlocal bodiesshould explorethe
possibility of issue of municipal
bonds;

V) the accounting procedure should be
modernized and use of computer
should be facilitated;

vi) performance budgeting and social
auditing should be introduced;

vii) the cost of public utility services
should be recovered by charging
appropriate fees from the user of the
services,

viii) municipalities must progressively
recover full costs covering operation
and maintenance, billing and
collection and capital;

iX) inter-governmental  transfers
including share in state taxes and
grants-in-aid should be formula
based and not amenable to
negotiation;
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X) borrowingscan be oneof the primary
sources of capital funding for
municipalities; and

Xi) grants given for development of
infrastructure should be utilized to

leverage additional financial
resources.

8.15 Inanother memorandum, MUD& PA
drew the Commission’s attention to the
deficiencies in urban waste management
arising out of poor financial health of the
urban local bodies and inadequacies in the
solid waste management systems in the
country. It has been stated that about 42
million tonnes of municipal solid waste is
produced annually in urban Indiawith a per
capitageneration varying between 0.2t0 0.6
kg per day. Thewaste generation isexpected
to grow at the rate of 5 per cent per annum.
On an average, the urban local bodies spend
about 60 to 70 per cent of their budget on
this important activity. Following the out
break of plague in 1994 in Surat and the
intervention of the Supreme Court of India,
detailed guidelinesfor municipal solid waste
management (MSW) were issued and the
Ministry of Environment and Forests
notified rules for managing municipal solid
waste, laying down deadlinesfor completion
of various activities by the urban local
bodies. Since adequate budgetary support
has not been made availablefor this purpose
during the Tenth Plan, MUD&PA has
suggested devolution of sufficient funds by
TFC to assist urban local bodies for solid
waste management. According to the
scheme prepared by MUD&PA, a total
outlay of Rs.3763 crore at an average per
capitacost of Rs.220 would be required for
implementing it in 400 class | towns. The
inter se allocation among the states has been

worked out on the basis of the urban
population of the class—I towns, as per 2001
census. The scheme, however, focuses on
funding of capital expenditureincluding the
cost of construction of sanitary landfillsand
compost plants based on wastes. The capital
cost of equipment and machinery required
for collection, transportation and disposal
and their replacement cost for fiveyearsare
proposed to be provided to the urban local
bodies as grants-in-aid.

8.16 Theshortcomingsof the present solid
waste management systems in the urban
local bodies extend well beyond the lack of
capital infrastructure. Most of the urban
local bodiesare over-staffed and haveto pay
for alarge, but idle workforce. A lot could
be achieved by productively deploying the
existing resources and making use of the
available infrastructure. However, in view
of obvious constraints in this regard, we
expect the scheme to emphasize out-
sourcing of the services connected with the
solid waste management in order to achieve
efficiency gains. Investing in capital
infrastructure without addressing the issue
of labour productivity would turn out to be
wasteful.

8.17 Composting and waste to energy
initiatives would be economically viablein
the private sector provided the
municipalities can assure regular supply of
solid waste (segregated, if necessary). The
role of the municipalities should, therefore,
be restricted to ensuring proper collection,
segregation (if necessary) and
transportation. If these activities are out-
sourced, there would be no need for the
capital expenditure on machinery,
equipments, etc. It is, therefore, necessary
that the schemefor solid waste management
provides for grants-in-aid to support the
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minimum revenue expenditure (including
cost of outsourcing) required to beincurred
by the municipalities to ensure its success
through public-private partnership.

Studies/Seminars sponsored by the TFC

8.18 The National Institute of Rural
Development (NIRD) was commissioned to
study the innovative/best practices being
adopted by different states to augment the
resources of the PRIs with a view to
exploring the scope for their replication in
others. The detailed study was confined to
three major states viz., Kerala, Gujarat and
Madhya Pradesh which in the opinion of
NIRD exhibit some distinct features in the
system of their PRIs. An attempt was aso
made to cull out important features of
panchayati rgj in other major states. The
study reported that the obligatory/mandatory
provisions of the 73rd amendment have
largely been complied with by almost all the
states.

8.19 In regard to replicating the best
practices, the study suggested thefollowing:

i) levy of certain major taxes and
exploitation of non-tax revenue
sources be made obligatory for the
panchayats. The minimum rates for
al such levies be fixed by the state
government;

i) aminimum revenue collection from
the panchayat taxes be insisted;

iii) incentive grants related to revenue
collection beyond a prescribed
minimum be introduced by the state
government;

iv) user charges be made obligatory
levies;

v) all common property resources

Vi)

vii)

viii)

Xi)

xii)

vested in the village panchayats may
be identified, listed and made
productive of revenue;

valuation of taxable lands and
buildings should be done by a
separate cell in the panchayati ra
department of the state government
and not |eft to the panchayats;

powers to levy atax/surcharge/cess

on agricultural holdings should be
given to the intermediate or district
panchayats,

revenue transfers from the states to
panchayats in the form of revenue
sharing/revenue assi gnment be made
statutory in nature;

state governments should desist from
unilaterally taking decisions in
regard to revenues whose proceeds
areto be transferred either in full or
in part to the panchayats;

the quantum of revenue that a
panchayat can reasonably expect
under the revenue sharing
mechanism should be predictable;

state government should adheretoits
commitment in regard to the grants-
in-aid; all untied grants to the
panchayats should be made statutory
in nature;

SFC should be constituted for a
lifespan of 18 months and a time
limit of six months be prescribed for
astate government to act on the SFC
recommendations;

xiii) the maintenance of accounts by the

panchayats be standardized,
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panchayat department officials
should not be made statutory auditors
of the village panchayats; the
accounts of the intermediate and
district panchayats be subjected to
audit by Comptroller and Auditor
General (C&AQG);

xiv) a performance audit system be
adopted.

We are in broad agreement with these
recommendations and commend them for
adoption by the state governments.

8.20 The NIRD was also asked to study
the recommendations of the SFCs with a
view to assessing their impact on state
finances so that the required augmentation
of the consolidated fund could be known.
The findings of the study are summarized
below:

(i) stateshavenot madeany progressin
mobilizing additional resources
exclusively for supplementing the
resources of panchayats;

(i) together with village panchayats, the
intermediate and district panchayats
have been granted some revenue
powers,

(iii) the data deficiencies observed four
years ago have not been corrected by
the states as yet;

(iv) the size of the own resources of the
panchayats are extremely limited in
relation to their needs. During 1990-
91 to 1997-98, the internal revenue
mobilization (IRM) of the
panchayats at al levelsin 23 states
constituted 4.17 per cent of the total
revenue. In Bihar, Rajasthan,
Manipur and Sikkim there was

(V)

(vi)

(vii)

virtually no IRM. The annual per
capita IRM of the panchayats in
some states was only around Rs.8;

there has been a phenomenal
dependence of panchayats on
revenuetransfer from both the Union
and the state governments. In 1997-
98, the panchayats mobilized 0.04
per cent of the GDP and incurred an
expenditure of 1.38 per cent of GDP;

assistanceto the panchayatsfromthe
state government takes the form of
revenue  sharing, revenue
assignments and grants-in-aid. State
government grants account for not
less than 80 per cent of the total
resources of the panchayats, but most
of them are tied grants. The system
of grants has not been rationalized
in many states and the quantum to
be made available is often not
predictable;

in some states, there were delays in
constituting the second SFC whereas
in others the second SFC was not
constituted at all. Only 19 states
constituted the second SFC, of which
10 had submitted their reports. Of
these, only six have been laid before
the statelegidature along with action
taken report;

(viii) withregardto implementation of the

SFC reports which were accepted,
the following issues were
highlighted:-

a) several states did not take
follow up action in terms of
legislative/administrative
measures,

b) recommendations marked
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“under examination” met with
“natural death”;

c) very few states have honoured
their commitment for the
release of additional resources
against these recommend-
ations;

d) budgetary provisionsregarding
these recommendations have
“fallen short”.

The study has admitted that it could not
succeed in assessing the net additional
resource flow from the states to the
panchayats consequent to the imple-
mentation of the SFC recommendation.

8.21 The National Institute of Public
Finance and Policy (NIPFP) was
commissioned to undertake similar studies
in respect of urban local bodies. The NIPFP
conducted the study in respect of 23 states.
The study observed that municipal finance
statistics were fragile and posed problems
ininterpreting the data. It noted that the size
of municipal sector, measured in terms of
what the municipalitiesraised and spent was
1 per cent of GDP with large inter-state
disparities. Performance of municipalities
on revenue mobilization and spending levels
varied across states. States with high per-
capita income were aso the ones taking
major reform initiatives and were better
performing. Transfers constituted an
important source of municipal revenue, but
were just 3.8 per cent of states’ own
resources.

8.22 A study was commissioned on
“Management of Solid Waste in Indian
Cities”. The report submitted by the
Infrastructure Professional Enterprises (1PE)
brought out some of the best practices

followed in India as well as around the
world. It also listed certain technology
options available to convert waste into
compost or energy in Indiaand abroad. The
| PE worked out the costsfor integrated solid
waste disposal relating to one sample city,
Burdwan (West Bengal). While conducting
another study on the costs of provision of
sewerage, waste water treatment and
drainage, |IPE selected five towns of
different size classes of population. Thecase
study took into account the urban
infrastructure available as well as the
coverage of population and worked out the
per capitacost in respect of sewerage, waste
water treatment and drainage separately. The
gapswere estimated separately on eachitem
to arrive at the overal gap. The estimates
so provided could at best be a benchmark
for a particular class of town. The actual
requirement of funds would depend on the
availability of infrastructure and population
size of each town and need to be estimated
independently.

8.23 The task of looking into the
gualitative and quantitative measures
needed to augment the consolidated funds
of the statesfor supplementing the resources
of local bodies based on the
recommendations of the SFC reports was
assigned to an expert. Thefocusof the study
wasthe areasthat required action on the part
of the central government. The report
estimated the uncovered gap of the local
bodies at Rs.74,000 crores over afive year
period. Some of the measures suggested by
the SFCs which require action on the part
of the central government werelisted. These
are the following:

(i) raisingtheceiling ontheprofessiona
tax;
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(if) enhancement of rates of royalty on
mineral resources,

(iii) constitutional amendment for
empowering states/local bodies to
levy service taxes;

(iv) transferring centrally sponsored
schemes along with funds and
functionaries to the state
government/local bodies;

(v) continuation of fiscal reforms
incentive scheme;

(vi) review of Gadgil formulato enhance
the ratio of grants in the plan
transfers from the centre to the non-
special category states, with a view
to reducing their burden of interest
payments;

(vii) writing off old debts of the state
governments to the central
government, to enable such statesto
make a clean start while embarking
upon fiscal reforms,

(viii) larger weight to begiven by the TFC
in its devolution formula to factors
like;

(@) extent of functional and fiscal
decentralization;

(b) backwardness of states; and
(c) incentive for tax efforts;

(ix) possibility of setting up of Municipal
Finance Corporation and Panchayat
Finance Corporation through direct
funding by the central government
or through merger of existing
financial institutions at the central/
S t a t e
level.

We have commented on these issues at
different places in our report and hope that
the central government will take due note
of our views while formulating or revising
various policy measures. In particular, we
endorsethe suggestion for raising theceiling
on professional tax.

8.24 Inordertounderstandthe preciserole
of the central finance commission in the
light of the constitutional provisions and to
gainaninsight into thefelt needs of thethird
tier of the government, the TFC sponsored
two seminars, onefor urban local bodiesand
the other for the PRIs, organized by the
Indian Institute of Public Administration
(I1PA) and the NIRD respectively. A list of
the speakers and the papers presented by
them s placed at annexure 8.1. Some of the
views expressed in the seminars were as
follows:

(i) PRIs can realize higher taxes
provided they improve
administrative capacities by correct
evaluation of tax base, cutting out
exemptions etc. Financial needs of
panchayats far outweigh the
resources at their disposal;

(i) thetransfersfromthe TFC should be
linked to effective fiscal
decentralization, meaning thereby
transfer of administrative and
financial powersto PRIs by states,

(iii) measures for restructuring of public
finances would be complete only if
the third tier of the government is
also taken into account;

(iv) the phrase “on the basis of
recommendations by SFCs’ in the
terms of reference of the TFC should
bereplaced by “after considering the
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(v)

(vi)

(vii)

(viii)

(ix)

(x)

recommendations of SFCS’;

there is a crucial need for
incentivising local revenue
collection. The revenue potential of
the panchayats can be assessed using
secondary sources such as SDP from
non plantation agriculture sector ;

the only cost-effective way to
incentivise revenue collection is to
have a system of norm-based closed-
ended grants from the state
governments, where allocations for
apanchayat are made after deducting
baseline calculations of local
revenue potential;

the initial fixation of the total kitty
for distribution to the local bodies
should be made on the basis of a
decentralization target based on local
expenditure as a percent of total
government expenditure, instead of
an arbitrary per capitaallocation for
the local bodies. This should be met
from central tax sharing; in the
global revenue sharing for
devolution to the states, the share of
the local bodies should be decided
simultaneoudly;

there should bea‘Local List’ inthe
Constitution covering both local
functions and taxes;

the centre and state transfers should
be transparent and predictable with
rewards for better performances;

resources should flow to the local
governments as a matter of right
rather than a concession or a
consideration.

Data collected by the Commission

8.25 The Commission collected detailed
information from each state in respect of
local bodies in five schedules which are
placed at annexure 8.2 to 8.6. The states
were requested to send notes on the
following topics with a view to assessing
the requirement of each state for
augmentation of their consolidated fund in
the light of the SFC reports:

status of setting up of SFCs—award
periods of SFCs — principles laid
down by SFCs for assignment of
taxes/devolution/grants-in-aid to
PRIsand UL Bs—implementation of
SFC recommendations —
recommendation not accepted-
reasons therefor;

. details of transfers made to PRI¢/

UL Bs before the setting up of SFCs
- growth rate of such transfers —
amounts recommended by SFCs
under different categories of
transfers (such as assignments of
taxes, devolution, grants-in-aid) —
actual transfers effected —difference
between the projected amount for
each year based on the average
growth rate (in the previous five
years) and amountsrecommended by
SFCs for the same functional
responsibilities;

details of additional functional
responsibilities assigned to PRIS/
ULBs consequent on 73rd/74th
amendment-expenditure incurred by
state government on the functions
before such transfers—growth rate of
such expenditureinfiveyearsbefore
suchtransfer-resourcestransferred to
PRIs /ULBs to carry out additional
responsibilities — transfer of man
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power from the state to PRISULBs
for such functions/ adequacy of
transfer of resources compared to
responsibilities — approach of SFCs
on the issue — recommendations by
SFCs—financial implicationsthereof
for the state government;

IV. the impact on the consolidated fund
of the state on account of
implementation of SFC
recommendations - details of
recommendations —annual financial
implication of accepting each of the
recommendations — efforts made to
raiserevenuesto meet the additional
requirement — results thereof;

V. status of implementation of EFC
recommendations — efforts made to
raise resources of local bodies for
pursuance and results thereof-
utilization of grants recommended
by EFC-arrangements for
maintenance of accounts of village
level panchayats and intermediate
level panchayats-creation of data
base relating to the finances of local
bodies-arrangements made for audit
of panchayat and urban local bodies
and status thereof;

VI. market borrowing by local bodies-
whether permitted — if so,
borrowings and outstanding
liabilities during the last five years
may be furnished.

It was expected that therewould be asystem
of collection and compilation of such
information at the state headquarters not
only for the purpose of monitoring by the
state government but also for the use of the
SFCsand, therefore, theinformation would

be updated and made available within a
reasonable time. However, even after
considerable persuasion, the response
received from different states, barring afew
exceptions was found to be rather sketchy.
The data furnished by the states did not
facilitate quantification of the required
augmentation of the consolidated fund on
the basis of the SFC recommendations.
Information could, however, be compiled
regarding (a) the number of rural and urban
local bodies at different tiers in each state,
and (b) the details of own revenues and
transfersfrom the statesto their local bodies.
These have been placed at annexures 8.7 to
8.9. These data show that the share of own
revenues of the panchayats (all tiers) was
6.40 per cent of their total revenues for the
period 1998-99 to 2002-03 which is a
definite improvement over 4.17 percent
estimated for the period 1990-91 to
1997-98 but is still low.

8.26 The EFC had set apart Rs.200 crore
for creation of data base relating to the
finances of local bodiesand Rs. 98.61 crore
per annum for maintenance of accounts of
village and intermediate level panchayats.
It was recommended that a database on the
finances of the panchayats and
municipalities should be developed at the
district, state and central government levels
and be easily accessible by computerising
it and linking it through V-SAT. The
authority prescribed for conducting the audit
of accounts of the local bodies was to be
made responsible for this task and the data
were to be collected and compiled in
standard formats, prescribed by the C& AG.
This would have facilitated comparison of
performance and state of development of
local bodies among the states.
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8.27

The progress in respect of

implementation of the EFC recom-
mendationsrelating to accounts, asreported
by the C& AG, is as under:

Entrustment of technical guidance
and supervision (TGS) over
proper maintenance of accounts
and audit of all 3tiersof PRIsand
ULBsto C&AG of India — As of
now, 19 states have entrusted the
TGSover loca bodiestothe C&AG.
L eaving out the stateswhere the 73rd
& 74th amendments are not
applicable, five major states viz.
Punjab, Haryana, Andhra Pradesh,
Gujarat and Arunachal Pradesh have
not vyet implemented this
recommendation;

. Documents prescribed by C& AG

for providing TGS — The C&AG
has prescribed auditing standardsfor
PRIs and ULBs, guidelines for
certification audit of the account of
PRIs, budget and accounts formats
for PRIsand ULBsand list of codes
for programmes, functions and
activitiesfor PRIs;

Acceptance of Budget and
Accounts formats for PRIs and
UL Bs — 18 states have agreed to
accept the formats prescribed for
PRIs and 6 states of Bihar, Tamil
Nadu, Himachal Pradesh, Uttar
Pradesh, Kerala and Orissa have
issued formal orders in this regard.
For ULBs, thereport of thetask force
set up by C&AG for devising the
budget and accounts formats has
been accepted by all states for
uniform implementation;

iv. Arrearsin accountsmaintenances

Vi.

—Asper the guidelinesissued by the
Ministry of Finance, the C&AG has
to lay down the qualifications and
experience for the person/agency to
whom the work of maintenance of
accounts wherever in arrears, could
beawarded. Accordingly, the C& AG
has approved the parameters for
engaging the outside agenciesin the
states of Bihar, Tamil Nadu, Kerala
and Rajasthan based on the request
from the state government. The
Accountants General concerned are
in touch with the remaining state
governments to assess the extent of
arrears and send proposals
accordingly;

Capacity Building, Training
Initiative by C& AG — Compre-
hensive training programmes to
upgradethe skills of the staff of local
fund audit department and PRIs in
the states are being conducted by the
C&AG through the Institute of
Public Auditors of India as nodal
agency. This training is to be
provided in two phases wherein the
first phase would be the training of
trainers and in the second phase,
these trainers would impart training
totheremaining staff. Thefirst phase
whichisbeing funded by the C& AG
has been completed in 9 states of
Bihar, Uttar Pradesh, Orissa,
Chhatisgarh, Uttaranchal, Assam,
Kerala, Himachal Pradesh and
Gujarat. It is being taken up in the
remaining states,

Creation of Central Database on
Finances of Local Bodies — The
C& AG hasformulated draft standard
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formats for creation of a networked
database on finances of PRIs at the
district and state levels. As of now,
10 states have agreed to adopt of the
formats and 7 states have initiated
action to set up theinfrastructurefor
collection, transmission and
maintenance of the database.

It ishoped that theseinitiativeswould make
further progress and in future, it would be
possible for the state to make the data
required by the central finance commission
available on a certified basis.

Role of the State Finance Commissions

8.28 Intermsof articles243(1) and 243(Y)
of the Constitution, the state finance
commissions are to recommend (a) the
principles that should govern the
distribution between the state on the one
hand and the local bodies on the other of
the net proceeds of taxes etc. leviable by the
state and the inter-se allocation between
different panchayats and municipalities; (b)
the determination of the taxes, duties, tolls
and fees which may be assigned to, or
appropriated by the local bodies; and (c)
grantsin aid from the consolidated fund of
the state to the local bodies. The SFCs are
also required to suggest measures needed
to improve the financial position of the
panchayats and the municipalities. We have
collected information regarding the number
of SFCs set up by different states in
pursuance of their constitutional obligation,
the status of submission of reports by the
SFCs and the action taken by the state
governments thereon. We are placing the
information at annexure 8.10.

8.29 The importance of the SFCs in the
scheme of fiscal decentralization is that

besidesarbitrating on the clamsto resources
by the state government and thelocal bodies,
their recommendationswould impart greater
stability and predictability to the transfer
mechanism. The convention established at
the national level of accepting the principal
recommendations of the finance
commission without modification, however,
is not being followed in the states. Often,
even the accepted recommendations are not
fully implemented, citing resource
constraints and this defeatsthe very purpose
of constituting the SFCs. This situation
needs a change.

8.30 If the SFCs follow the procedure
adopted by the central finance commission
for transfer of resources from the centre to
the states, their reports would contain an
estimation and analysis of the finances of
the state government as well as the local
bodies at the pre and post transfer stages
along with a quantification of the revenues
that could be generated additionally by the
local bodies by adopting the measures
recommended therein. The gaps that may
still remain would then constitute the basis
for the measuresto be recommended by the
central finance commission.

8.31 While estimating the resource gap,
the SFCs should follow a normative
approach in the assessment of revenuesand
expenditure rather than make forecasts
based on historical trends. Per capitanorms
for revenue generation must take into
account the datarel ating to the tax basesand
the avenues for raising non tax income by
the municipalities and the panchayats,
assuming reasonable buoyancies and the
scope for additional resource mobilization.
Per capita expenditure norms could be
evolved on the basis of the average
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expenditure incurred by some of the best
performing municipalities and panchayats
in the provision of core services. The gap
between the aggregate revenue and the
aggregate expenditure calculated in this
manner, after adjusting for the resource
transfers recommended by the SFC, will
provide the basis for the approach of the
central finance commission.

8.32 A careful scrutiny of the SFC reports
reveals that few SFCs have followed this
approach. This has made it impossible for
us to adopt the reports as the basis for our
recommendations. We strongly recommend
that in future, all SFCs including those
which arealready set up but areyet to submit
their recommendations, follow the above
procedure so asto enablethe central finance
commission to do full justice to its
constitutional mandate.

8.33 Tomakethispossible, itisnecessary
that the states constitute SFCs with people
of eminence and competence, instead of
viewing the formation of SFCs as a mere
constitutional formality. We find that most
states are yet to appreciate the importance
of thisinstitution in terms of its potential to
carry the process of democratic
decentralization further and evolve
competencies at the cutting edge level by
strengthening the PRIs and the
municipalities. Thedeaysin the constitution
of the SFCs, their constitution in phases,
frequent reconstitution, the qualification of
the persons chosen, delayed submission of
reports and delayed tabling of the action
taken report (ATR) in the legislature have
in many cases defeated the very purpose of
thisinstitution. Thiscannot, but, be amatter
of concern for the central finance
commission, which hasto adopt their reports

as the basis for its recommendations.

8.34 In the matter of composition of the
SFCs, states may be well advised to follow
the central legislation and rules which
prescribe the qualifications for the
chairperson and membersand frame similar
rules. It isimportant that experts are drawn
from specific disciplines such aseconomics,
public finance, public administration and
law. In order that the concerns of both rural
and urban local bodies are adequately
addressed, it is suggested that at least one
member with specialization and/or
experience in matters relating to the PRIs
and another similarly well versed in
municipal affairs must be appointed in the
SFC. The number of membersincluding the
chairperson may not exceed five excluding
a serving officer who may act as the
secretary. Since the SFCs are temporary
bodies and dedicated efforts are called for
to discharge their functions within the time
limit, al members and chairman should be
full time. Frequent reconstitution of the
SFCs should be avoided, as it disturbs the
continuity of approach and thought. The
main reason for reconstitution appearsto be
theroutinetransfersof serving officials. This
situation will not ariseif the SFC comprises
non official experts.

8.35 The compilation of disaggregated
datain the formats suggested by C&AG in
atime seriesisthe need of the hour for the
SFCs to be able to assess the income and
expenditure requirements of the local
bodies. Both the EFC as well as this
Commission were hampered by the absence
of credible data. It is with a view to
overcome this problem that the EFC had
made provision for the creation and
maintenance of data as well as for an
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improvement in the accounting standards.
We are happy to note that the formats
prescribed by the C& AG have been
accepted by most states and hope that the
remaining stateswill also follow suit. Asthe
collection and collation of datawould need
to be done constantly and data would need
to be made available to the SFC asand when
it is congtituted, it may be desirable to set
up a permanent SFC cell in the finance
department of each state. This cell may be
headed by asecretary level officer, who will
also function as secretary of the SFC, asand
when constituted.

8.36 Theother issues are the time span to
be prescribed for the setting up of a new
SFC, thetime allowed for submission of its
report, the time limits for ATR and
synchronization of itsaward period with that
of the central finance commission. Thetime
taken by the SFCs to submit their reports
ranges from |less than three months to more
than three years. There are a so instances of
a state abandoning the first SFC without
receiving areport and setting up the second
SFC. The problem with the delayed
submission of reportsisthat quite often the
time period for which they are to make
recommendations passes out. It isdesirable
that SFCs are congtituted at least two years
before the required date of submission of
their recommendations, and the deadline
should be so decided as to alow the state
government at |least three months’ time for
tabling the ATR, preferably along with the
budget for the ensuing financial year.
Synchronization of the award periods of the
SFC with the central finance commission
does not mean that they should be co-
terminus. What is necessary isthat the SFC
reports should be readily available to the
central finance commission, when thelatter

is constituted so that an assessment of the
state’s need could be made by the central
finance commission on the basis of uniform
principles. This requires that these reports
should not be too dated. As the periodicity
of constitution of the central finance
commission ispredictable, the states should
time the constitution of their SFCs suitably.
In order to fulfill the overall objective, the
procedure and the time limits would need
to be built into the relevant legislation.

Role of the Central Finance
Commission

8.37 An attempt was made to understand
fully the scope of the constitutional
provisions requiring the central finance
commission to recommend measuresfor the
augmentation of the consolidated fund of
the states. Although the dominant view that
emerged from the papers presented in the
seminars and the meetings held with the
state governments, wasthat these are meant
only to be a mechanism for additional
resource transfers from the centre to the
states, we feel that there may be more to it
than this. To us the purport of the relevant
provision of the Constitution appears to be
two-fold:- (a) there may be a case to
augment the consolidated fund of the states
through additional grants from the centre
keeping in view the special circumstances
of the states, which may justify
such assistance; and (b) certain
recommendations of the SFCs for
augmenting the revenues of the state may
require decision making by the central
government as they may have centre-state
and/or inter-state ramifications. The central
government may benefit from the expert
advice of the central finance commission,
while acting on the issues taken up by the
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state governments with the centre on the
basis of such SFC recommendations. For
example, the centre can act in respect of
matters such as (a) revision of the rates of
taxes/duties wherever the proceeds of such
taxes/duties are to be appropriated by or
assigned to the state; the stamp duty and
duties of excise on medicinal and toilet
preparations under article 268 and the
central salestax under article269fall inthis
category; (b) revision of rates for certain
categories of non-tax revenues, which are
determined by the central government, such
astheroyalty from mineralswherever apart
of such revenues have been recommended
to be shared with thelocal bodies; (c) issues
concerning central public sector
undertakings, railways etc. including the
property and other local taxes payable by
them, return of land in their possession in
excess of requirement etc.; and (d) upward
revision of ceiling on profession tax
requiring aconstitutional amendment. These
arebut anillustrativelist of issueswhich do
require central intervention and where the
decisions of the central government would
influence the flows into the consolidated
fund of a state. Measures that a central
finance commission may choose to
recommend on these and other issues of a
similar nature after taking into account the
views of the SFCs would, therefore, be a
substantial fulfillment of its constitutional
mandate. In view of this, werecommend that
infuture, the SFCsmust clearly identify the
issues which reguire action on the part of
the central government to augment the
consolidated fund of the state and list them
out in a separate chapter for the
consideration of the central finance
commission.

Recommendations

8.38 Keepinginview the spirit of the 73rd
and 74th amendments and the clear need to
provide an impetus to the decentralization
process, we have decided to recommend a
sum of Rs.25000 crore for the period 2005-
10 as grants-in-aid to augment the
consolidated fund of the states to
supplement the resources of the
municipalitiesand the panchayats. Thiswill
beequivaent to 1.24 per cent of the sharable
tax revenues and 0.9 per cent of gross
revenue receipts of the centre as estimated
by us during the period 2005-10.

8.39 The EFC had recommended that the
division of thegrantsin aid should bein the
ratio 80:20 for the panchayats and the
municipalities respectively. It was reasoned
that the urban local bodies had a greater
access to tax and non-tax resources of their
own and, therefore, it is the PRIs which
require substantial support. The urban
population of 28 states as per 2001 census
is 26.8 per cent. We have separately
recommended grants for maintenance of
roads and buildingswhich includetheroads
maintained by the local bodies. The
municipalities will be major beneficiaries
of these grants. Looking at the capacity as
well as the need to encourage the
municipalities to augment their own
revenues, a share at 20 per cent, appears to
bein order. We accordingly recommend that
the amount of Rs.25000 crore may be
divided between the panchayats and the
municipalities in the ratio of 80:20. The
amountsof Rs.20,000 crorefor the PRIsand
Rs.5,000 crore for the municipalities thus
worked out, are a substantial increase over
the levels recommended by the previous
commissions and will go a long way in
improving the standards of civic services
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performed by the local governments.

8.40 WewouldlikethegrantsforthePRIs
to be utilized toimprovethe service delivery
by the panchayatsin respect of water supply
and sanitation. We have been informed that
an amount of over Rs.45,000 crore hasbeen
invested in the rural water supply schemes
over severa years. The schemesbeing taken
up under Swajaldhara are provided a grant
of 10 per cent of capital costs as incentive
for the O&M along with a matching
contribution by the state government after
it is run successfully for 12 months. There
is no provision for O&M for the schemes
compl eted previoudly. The panchayats need
to be encouraged to take over and maintain
all such schemes. Some of the existing
schemesmay require special repairsto make
them fully functional. The PRIs may take
over the assets and utilize these grants for
repairs/rejuvenation and maintenance to
makethem fully operational. Even after this,
the PRIs may not be able to bear the entire
cost of O&M of water supply for an initial
period of fiveyears. They should, however,
recover at least 50 per cent of the recurring
costsin the form of user charges.

8.41 The Department of Drinking Water
Supply has informed us that panchayats do
not get any financia assistance under the
total sanitation campaign (TCS) for disposal
of solid waste, cleaning of drains etc., until
thereisbasic sanitation coverage. Oncethey
achieve basic sanitation coverage, they
qualify for the Nirmal Gram Puraskar
ranging from Rs.2 lakh to 4 1akh depending
on their population. Till such time as they
qualify they could be provided assistance
to maintain environmental sanitation for a
hand holding period of five years. Against
this background we recommend that of the

grantsin aid allocated by usfor the PRIsin
each state, priority should be given to
expenditure on the O&M costs of water
supply and sanitation. This will facilitate
panchayats to take over the schemes and
operate them.

8.42 Inthe case of the urban local bodies,
we have already stressed the importance of
public-private partnership to enhance the
service delivery in respect of solid waste
management. The municipalities should
concentrate on collection, segregation and
transportation of solid waste. State
governments may require the municipalities
of towns of population over 100,000 by
2001 census to prepare a comprehensive
scheme including composting and waste to
energy programmes to be undertaken in the
private sector for appropriate funding from
the grants in aid recommended by us.
Grants-in-aid shall, however, be available
to support the cost of collection, segregation
and transportation only, as the activities to
be taken up by the private sector should be
commercially viable once the municipality
is able to discharge its role effectively. We
suggest that at least 50 per cent of the grants
provided to each state for the urban local
bodies should be earmarked for these
schemes. The six mega cities of Delhi,
Mumbai, Kolkata, Chennai, Bangalore and
Hyderabad may be excluded for the purpose
of grants-in-aid, asit should be possible for
themto generatetheir own resourcesfor this
important service.

8.43 The EFC dlocated Rs.200 crore for
creation of database by local bodies, but only
Rs.93 crore could be utilized, as per
information received from the Ministry of
Finance. Out of the allocation of Rs.483
crore for maintenance of accounts, only
Rs.113 crore was utilized. The total
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utilization has, thus, been hardly 30 per cent
of theallocation. Whilethereasonsfor such
gross under utilization are far from clear,
there is no doubt that the data quality at the
grass-roots level ispoor. Most states do not
have accurate information on the finances
of their local bodies. A proper accounting
system has to be put in place at the grass-
roots level to facilitate realistic assessment
of the needs of the panchayats and
municipalities for basic civic and
developmental functions. Resource gap
estimation for core servicesis central to the
process of a fiscal transfer that would
encourage equalization. The absence of data
necessary for arational determination of the
gap between the cost of serviceddlivery and
the capacity to raise resources makes the
task of recommending measures for
achieving equalization of services almost
impossible. It is, therefore, imperative that
high priority should be accorded to creation
of database and maintenance of accounts at
the grass-roots level. Some of the modern
methods like GI S (Geographic Information
Systems) for mapping of propertiesin urban
areas and computerization for switching
over to a modern system of financial
management would go a long way in
creating strong local governments, fulfilling
the spirit of the 73rd and 74th constitutional
amendments. It is, therefore, recommended
that besides expenditureonthe O & M costs
of water supply and sanitationin rural areas
and on the schemes of solid waste
management in urban areas, asindicated in
paras 8.41 and 8.42 above, PRIs and
municipalities should give high priority to
expenditure on creation of database and
mai ntenance of accounts through the use of
modern technology and management
systems, wherever possible. In the absence
of credible costing data, we refrain from

making specific alocation for individual
itemsof expenditureand leaveit to the states
to assessthe requirement of each local body
on the basis of the principles stated above
and earmark funds accordingly out of the
total allocation recommended by us.

8.44 Asfor theinter se allocation of the
grantsin aid among the states, the EFC had
adopted the following factors and weights
for working out theinter-se allocation of the
grants-in-aid among the states:

Criterion Weight (per cent)

I. Population 40
Il. Geographical area 10
I1l. Distance from highest per capitaincome 20
IV. Index of decentralization 20
V. Revenue effort 10

We note that the criteria of population and
geographical area being neutral meet
general acceptance. We have, therefore,
decided to retain the weights recommended
by the EFC for these two factors. We have
used population as per 2001 census for this
purpose. We have also decided to retain the
criteria of ‘distance from the highest per
capitaincome’ as evolved by the EFC with
aweight of 20 per cent. We have used the
average per capita GSDP from primary
sector (at comparable prices) derived on the
basis of the GSDP figures supplied by the
CSO for the years 1999-2000, 2000-01 and
2001-02. The population figures were
interpol ated/projected for these three years
on the basis of census data on rural
population for the year 1991 and 2001. The
interpol ation/projection have been made on
the basis of exponential growth in
population between 1991 and 2001. Since
state wise rural/urban population estimates
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were not avail able based on the census 2001
results, these were first derived for the
calendar year and thereafter interpolated for
the financial years 1999-00, 2000-01 and
2001-02. The distance of each state was
measured from the state with the highest
average per capita GSDP, plus half of the
standard deviation. The distanceswerethen
weighted by the rural population (2001) of
the respective state to arrive at its share for
the panchayats.

8.45 Inthecaseof theurbanlocal bodies,
we have used the average per capita GSDP
excluding primary sector (at comparable
prices) on the basis of the GSDP data
supplied by the CSO and the population
figures interpolated/projected for three
years; viz. 1999-00, 2000-01 and 2001-02
based on 1991 and 2001 census data on
urban population. Thedistance of each state
was measured from the state with the highest
average per capita GSDP, plus half of the
standard deviation. The distanceswerethen
weighted by the urban population (2001) of
the respective state to arrive at its share.

8.46 We have in addition attempted to
construct anindex of deprivationto takeinto
account intra—state disparities on the basis
of data relating to certain minimum needs
of the population. Drinking water and
sanitation are the two core services
performed by thelocal bodies, both rural and
urban. State-wise census 2001 data are
available with abreak up between rural and
urban areas regarding the number of
households fetching water from a distance
(over 100 metres in the case of urban and
500 metresin the case of rural households),
householdswith no latrineswithin the house
premises and households with no drainage
facilitiesfor flow of wastewater. These have

been used to construct this index. The
formulaused is D.1=0.5x+0.25(y+z) where
D.l is the Deprivation Index, x is the
percentage of households fetching water
from a distance, y is the percentage of
households without latrines and z, the
percentage of househol dswithout drainage.
The distance from the minimum deprived
state was then weighted by the census 2001
population for rural and urban areas to
derive the state-wise share. A standard
deviation of 0.5 has been allowed so as to
enable the least deprived state also to get a
share. We assign aweight of 10 per cent to
this criterion.

8.47 The EFC had selected the following
10 parametersfor the purpose of arriving at
the index of decentralization: -

(i) enactment/amendment of the state/
panchayats/municipal legislation;
(ii) intervention/restriction in the
functioning of the local bodies,
(iif) assignment of functions to the local
bodies by state legidation;

(iv) actua transfer of functions to these
bodies by way of rules, notification
and orders,;

(v) assignment of power of taxation to
the local bodies;

(vi) extent of exercise of taxation
powers,

(vii) constitution of the SFCs and the
submission of action taken on their
reports,

(viii) action taken on the major
recommendations of the SFC;

(ix) electionsto thelocal bodies; and



156

Twelfth Finance Commission

(x) constitution of the district planning
committeesasper theletter and spirit
of article 243ZD.

Considering that aimost all states have by
now taken effective steps for the
implementation of the 73rd and 74th
amendments and have enacted legidlations,
held elections, constituted the state finance
commissions and taken action on their
reports, most of the factors mentioned above
may not be of much relevancein the present
context. We have decided to drop this
criterion in thisform.

8.48 Inordertoassessthe’ revenueeffort’,
the EFC had linked the ratio of own
revenues of the local bodies to the state’'s
own revenue and the SDP separately and
assigning a5 per cent weight to each. While
in the case of panchayats, the SDP from
primary sector excluding mining &
guarrying wastaken into account, inthe case
of municipalities the SDP net of primary
sector was taken as the basis. These were
suitably weighted by the rural and urban
population as the case may be. We have
decided to modify thiscriterion by including
the mining and quarrying in case of
panchayats, with aweight of 10 per cent to
each of the elements. The period taken was
2000-01 to 2002-03 in the case of the own
revenues of local bodies related to states
own revenue and 1999-2000 to
2001-02 in case of own revenues of local
bodies related to SDP. Since the newly
created states of Jharkhand, Uttaranchal and
Chattisgarh were created in November
2000, the fiscal data relating to states own
revenue were available from November
only. In view of this, the data relating to
2001-02 and 2002-03 only were taken to
compute revenue efforts of local bodiesvis-
arvis state’'s own resourcesin respect of the

states of Bihar, Jharkhand, Chattisgarh,
Madhya Pradesh, Uttar Pradesh and
Uttaranchal. This approach had to be
followed for the residual states of Bihar,
Uttar Pradesh and Madhya Pradesh, as the
data for 2000-01 were a combination of
composite state till November and the
divided states after November, 2000. The
significance of the ratio of own resources
of local bodiesto statesown revenuesisthat
it also serves as a proxy of revenue
decentralization.

849 The criteria used for inter-se
allocation of grants are summarized below:

Criterion Weight (per cent)

i) Population 40

ii) Geographical area 10
iii) Distance from highest

per capitaincome 20

iv) Index of deprivation 10

v) Revenue effort 20

of which (&) with respect to own 10

revenue of states
(b) with respect to GSDP 10

The shares of the states derived on the basis
of the above criteriawere rounded off to the
nearest whole number in rupees crore. The
results of thisexerciseintermsof state-wise
allocation of the grantsin aid are given in
Table 8.1. The amounts to be released
annually to each state for panchayats and
municipalities are given in annexures 8.17
and 8.18 respectively.

The data used in respect of each of the
factors and the pro rata shares of each state
under each of the indicators are shown in
annexures 8.11 to 8.18.

8.50 The issue of exclusion of certain
areasfromthe provision of the 73rd and 74th
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Table8.1
Shares of Statesin Allocation (2005-10)

SI.No State Panchayats Municipalities

Per cent (RsCrore) Per cent (RsCrore)
1. Andhra Pradesh 7.935 1587 7.480 374
2. Arunachal Pradesh 0.340 68 0.060 3
3. Assam 2.630 526 1.100 55
4. Bihar 8.120 1624 2.840 142
5. Chhattisgarh 3.075 615 1.760 88
6. Goa 0.090 18 0.240 12
7. Gujarat 4.655 931 8.280 414
8. Haryana 1.940 388 1.820 91
9. Himachal Pradesh 0.735 147 0.160 8
10. Jammu & Kashmir 1.405 281 0.760 38
1. Jharkhand 2.410 482 1.960 98
12. Karnataka 4.440 888 6.460 323
13. Kerda 4.925 985 2.980 149
14. Madhya Pradesh 8.315 1663 7.220 361
15. Maharashtra 9.915 1983 15.820 791
16. Manipur 0.230 46 0.180 9
17. Meghalaya 0.250 50 0.160 8
18. Mizoram 0.100 20 0.200 10
19. Nagaland 0.200 40 0.120 6
20. Orissa 4.015 803 2.080 104
21. Punjab 1.620 324 3.420 171
22. Rajasthan 6.150 1230 4.400 220
23. Sikkim 0.065 13 0.020 1
24. Tamil Nadu 4.350 870 11.440 572
25. Tripura 0.285 57 0.160 8
26. Uttar Pradesh 14.640 2928 10.340 517
27. Uttaranchal 0.810 162 0.680 34
28. West Bengal 6.355 1271 7.860 393

100.000 20000 100.000 5000

amendments still remains. Thefifth and the
sixth schedule areas stood excluded from
the operation of the 73rd and 74th
amendments. The states of Meghalaya,
Mizoram and Nagaland have been
specifically excluded from the operation of
the 73rd amendment, but the legislatures of
these states have been given the power to
extend thisamendment to their statesby law,
except in respect of the sixth schedule areas.
Autonomous district councils have been
constituted under the sixth schedule in the
states of Assam, Meghalaya, Mizoram and

Tripura. For extension of the provisions of
the 73rd amendment to the fifth schedule
areas, legidation was passed by Parliament
in 1996. 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. The EFC had
segregated the grants for normal and
excluded areas and hoped that the latter
would become ‘€eligible’ through necessary
administrative and legisative measures.

851 We have been informed that the
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Ministry of Home Affairs has been
considering proposalsfor amendment inthe
sixth schedule to make the autonomous
district councils more effective. The
proposals envisage enhancement of the
powers of these councils and inclusion of
certain provisions of the 73rd and 74th
amendments in the sixth schedule. In view
of this, we do not propose to indicate the
grantsinaid for the normal and the excluded
areas separately. It isfor the state concerned
to distribute the grants recommended by us
for the state among the local bodies
including those in the excluded areas in a
fair and just manner.

8.52 Our attention has been drawn to the
shortfall in the release of grants
recommended by the EFC to the states. This
is due to (a) non-utilization/under-
utilization of the amounts already released
and (b) theinability of the state/local bodies
to raise matching contributions. The
condition regarding matching contribution
was not imposed by the EFC. Whilethereis
astrong caseto motivate thelocal bodiesto
raise own resources, we fedl that depriving
them of the finance commission grants may
not be the right approach to the problem.
This would only starve them of funds that
are due to them. We do not, therefore,
recommend any such conditionality. Weare
also of the view that the central government
should not impose any conditions not
recommended by the finance commission
asthese grants are largely in the nature of a
correction of vertical imbalance between the
centre and the states. The normal practice
of insisting on the utilization of amounts
already released before further releases are
considered, may continue and the grants-in-
aid may only be released to a state after it

certifiesthat the previousrel eases have been
passed on to the local bodies. The amounts
duetothe statesinthefirst year of our award
period viz. 2005-06 may, however, be
released without such an insistence.

8.53 It is seen that that the finance
commission grants sometimes take a long
timeto reach thelocal bodies even after the
central government has released the grants
to the states. Often, the state governments
were found to use them for their ways and
means comfort and show no sense of
urgency in passing them on to the rightful
recipients. This results in withholding of
further releases by the centre and the local
bodies suffer the consequences for no fault
of theirs. We, therefore, strongly urge the
state governments to desist from such
practices, which defeat the very purpose of
providing such grants to local bodies. We
also recommend that the central government
should take a serious view of any delay
beyond 15 days in the passing on of these
grants by the state government from the date
of release of the grants by the centre.

8.54 Annexures 8.2 to 8.6 contain the
formats that had been circulated by the
Twelfth Finance Commission to all states
for furnishing necessary dataregarding local
bodies. It is recommended that the SFCs
adopt these formats for obtaining the
relevant data not only for the purpose of
addressing their own TOR but also to enable
the central finance commission to draw
reliable conclusions on the basis thereof. It
isalso necessary to stress that states should
constantly strive for an improvement in the
quality of data.

8.55 Our recommendations may be
summarized as below:

i) Thebest practiceslistedin para8.19
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i

may be considered for adoption by
statesto improvetheresources of the
panchayats.

The states should avoid delaysin the
constitution of the SFCs, their
constitution in phases, frequent
reconstitution, submission of reports
and tabling of the ATR in the
legislature. It is desirable that SFCs
are constituted at least two years
before the required date of
submission of their recom-
mendations, and the deadline should
be so decided as to allow the state
government at least three months
timefor tabling the ATR, preferably
along with the budget for the ensuing
financial year.

The SFC reports should be readily
available to the central finance
commission, when the latter is
constituted so that an assessment of
the state’sneed could be made by the
central finance commission on the
basis of uniform principles. This
requiresthat these reports should not
be too dated. As the periodicity of
constitution of the central finance
commission ispredictable, the states
should time the constitution of their
SFCs suitably.

SFCs must be constituted with
peopl e of eminence and competence
with qualification and experiencein
the relevant fields.

The convention established at the
national level of accepting the
principal recommendations of the
finance commission without
modification, should be followed at

Vi)

vii)

viii)

the state level in respect of SFC
reports.

The SFCs must clearly identify the
issues which require action on the
part of the central government to
augment the consolidated fund of the
state and list them out in a separate
chapter for the consideration of the
central finance commission.

The suggestions made by SFCs
regarding raising the ceiling on
professional tax is endorsed for
action by central government.

It is desirable that the SFCs follow
the procedure adopted by the central
finance commission for transfer of
resourcesfrom the centreto the states
in respect of resource transfersfrom
state governments to local bodies.
The SFC reports should contain an
estimation and analysis of the
finances of the state government as
well asthelocal bodiesat thepreand
post transfer stages along with a
guantification of the revenues that
could be generated additionally by
the local bodies by adopting the
measures recommended therein. The
gapsthat may ill remainwould then
constitute the basis for the measures
to be recommended by the central
finance commission.

While estimating the resources of the
local bodies, the SFCsshould follow
a normative approach in the
assessment of revenues and
expenditure rather than make
forecasts based on historical trends.

A permanent SFC cell may be
created in the finance department of
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Xi)

Xii)

xiii)

Xiv)

state governments as the collection
and collation of data would need to
be done constantly and data would
need to be made availableto the SFC
as and when it is constituted.

A sum of Rs.20000 crore for the
panchayats and Rs.5000 crorefor the
municipalities may be provided as
grants-in-aid to augment the
consolidated fund of the statesfor the
period 2005-10to bedistributed with
inter-se shares as indicated in table
8.1.

The PRIs should be encouraged to
take over the assetsrelating to water
supply and sanitation and utilize the
grants for repairs/rejuvenation as
also the O&M costs. The PRIs
should, however, recover at least 50
percent of the recurring costsin the
form of user charges.

Of the grants allocated for
panchayats, priority should be
given to expenditure on the O&M
costs of water supply and sanitation.
Thiswill facilitate panchayatsto take
over the schemes and operate them.

At least 50 per cent of the grants-
in-aid provided to each state for the
urban local bodies should be

XV)

XVi)

XVii)

earmarked for the scheme of solid
waste management through public-
private partnership. The
municipalities should concentrate on
collection, segregation and
transportation of solid waste. The
cost of these activities whether
carried out in house or out sourced
could be met from the grants.

Most states do not have credible
information on the finances of their
local bodies. Local bodies would
continueto need funding support for
building data base and maintenance
of accounts. States may assess the
requirement of each local body in
this regard and earmark funds
accordingly out of thetotal allocation
recommended by us.

Separate grants-in-aid for thenormal
and the excluded areas are not
proposed. Itisfor the state concerned
to distribute the grantsrecommended
for the state among the local bodies
including thosein the excluded areas
inafar and just manner.

No conditionality over and above
those recommended by us need be
imposed by the central government
for releasing the grants-in-aid.

00



Chapter 9

Calamity Relief

9.1 Para 10 of the TOR requires us to
review the present arrangements as regards
financing of disaster management with
reference to the National Calamity
Contingency Fund and the Calamity Relief
Fund and make appropriate recom-
mendations thereon.

Calamity Relief Fund (CRF)

9.2 The problem of funding relief
expenditure has been recognized by every
finance commission since the second.
Successive finance commissions since then
have made recommendationswith regard to
provision for relief expenditure out of the
revenues of the states and the extent of
support to be extended by the centre to the
states. The earlier arrangement madein this
regard, at the behest of the Second Finance
Commission, was commonly called the
‘margin money scheme’. Thisarrangement,
whichinvolved setting apart aspecified sum
by the statesasmargin for relief expenditure,
with centre meeting excess requirement,
continued to be endorsed by thelater finance
commissions upto the eighth, with some
minor changes.

9.3 The present scheme of CRF is
essentially based on the recommendations
of the Ninth Finance Commission. While
determining the size of the CRF the Ninth

Finance Commission did not restrict itself
to the margin money, as was done by the
earlier (fourth to the eighth) finance
commissions but took into consideration the
average of ceilings of expenditure, which
included margin money, advance plan
assistance (grant and loan), special central
assistance and the state’s own share of 25
per cent over the ten year period ending in
1988-89. On this basis, the total amount of
CRFfor al stateswasworked out to Rs.804
crore per year. While determining the size
of the CRF, the Tenth Finance Commission
considered the average of the aggregate of
ceilings of expenditure for the years 1983-
84 to 1989-90 and the amount of CRF for
the years 1990-91 to 1992-93 The amount
so worked out for all the stateswas adjusted
for inflation up to 1994-95 and thereafter,
at graduated rates with the same elasticity
as for other non-plan revenue expenditure,
upto 1999-2000. The total amount of CRF
for al states for the period 1995-2000 was
thus worked out to Rs.6304.27 crore.

9.4 The salient features of the present
scheme of the CRF, which is based on the
recommendations of the Eleventh Finance
Commission (EFC), are as under:

(i) The CRF should beused for meeting
the expenditure for providing
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(i1)

(iii)

(iv)

immediate relief to the victims of
cyclone, drought, earthquake, fire,
flood and hailstorm.

The size of the CRF of the stateswas
fixed after taking into account the
average expenditure incurred by the
states under the major head 2245 for
12 years ending on 1998-99 at
1998-99 prices, after fully adjusting
for inflation on the basisof consumer
price index for industrial workers.
The amount so worked out has been
projected up to 1999-2000 on the
basis of estimated inflation, and
provision for each year up to 2004-
05 has been made after assuming the
current rate of inflation. Where the
average expenditure worked out to
be less, the allocation for the year
2000-01 was maintained at the level
of 1999-2000, to ensure that no state
got less than what it was getting
earlier. In the case of the poorer
states, such as Assam, Bihar, Orissa,
Madhya Pradesh, Uttar Pradesh and
West Bengal, the size of their CRF
was strengthened by an additional
provision of ten per cent of the
aggregate size of the CRF, allocated
amongthese six states in the same
ratio in which these states had their
own CRF.

The contributions from the centre
and the statesto the CRF areto bein
the ratio of 75:25.

The share of the central government
is remitted to the state governments
in two installments on 1st May and
1st November of each financial year.
Likewisethe state governments also

(v)

(vi)

(vii)

transfer the total contribution
(including their own share) to the
fund in two installmentsin May and
November of the same year. Before
an installment is released, the state
should give a certificate indicating
that the amount received earlier has
been credited to the CRF. The
certificate isto be accompanied by a
statement giving the up-to-date
expenditure and the balance amount
available in the CRF. In order to
ensure that the CRF funds are not
diverted to meet expenditure not
approved asper theitems/normslaid
down by the expert committee, the
central government has now
prescribed a detailed proforma in
which the states are to report item-
wise expenditure.

The money drawn from the CRF is
to be utilized for the purpose of
providing immediate relief to the
affected areaand popul ation only on
items of expenditure and as per
norms contained in the guidelines
issued by the Ministry of Home
Affairs, which has substituted the
Ministry of Agriculture asthe nodal
ministry for the scheme of CRF.

Expenditure on restoration of
infrastructure and other capital
assets, except those which are
intrinsically connected with relief
operations and connectivity with the
affected area and population, should
be met from the plan funds on
priority.

If in a particular year, the amount
required to be spent on the natural
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(viii)

(ix)

calamity is more than the sum
availableinthe CRF, the state should
be able to draw 25 per cent of the
fundsdueto the statein thefollowing
year from the centre, to be adjusted
against the dues of the subsequent
year.

The CRF is administered by the
respective state level committees,
headed by the chief secretary
of the state and consisting of other
officials, who are normally
connected with the relief work and
expertsin variousfieldsin the state.
Thecommitteedecideson al matters
connected with the financing of the
relief expenditure, arrangesto obtain
the contributionsfrom the concerned
governments; administers the fund
and investsthe accretionsto thefund
as per the norms approved by the
central government. The committee
ensures that the money drawn from
the CRF is actually utilized for the
purposesfor which the fund hasbeen
set up and only on items of
expenditure and as per norms
contained inthe guidelinesissued by
Ministry of Home Affairs.

The investment of the funds is
carried out by the branch of the
Reserve Bank of India(RBI), having
a banking department at the
headquarters of the state. In the case
of states in which there is no such
branch of the RBI at state
headquarters, theinvestment isto be
carried out by the bank designated
by RBI and in the case of
governments of Jammu & Kashmir
and Sikkim, these functions are

carried out by their bankers. The
accretions to the fund together with
theincome earned on theinvestment
is to be invested in one or more
instruments, such as (i) central
government dated securities, (ii)
auctioned treasury bills, (iii) interest
earning deposits and certificates of
depositswith scheduled commercial
banks and (iv) interest earning
depositsin co-operative banks. If for
some reason, it is not possible to
investinthemanner prescribedinthe
scheme, the periodic contributionsto
the fund as well as other income of
the fund may be kept in the public
account, on which the state
government should pay interest on
half-yearly basis to the fund at one
and half times the rate applicable to
overdrafts under Overdraft Re-
gulation Scheme of the RBI.

(x) Thebalanceinthefund at the end of
the five-year plan period is made
available to the state for being used
as aresource for the next plan.

National Calamity Contingency Fund
(NCCF)

9.5 Successivefinance commissionshave
acknowledged the need for quick response
and direct intervention of the central
government in cases of calamities of rare
severity and made recommendationsin this
regard. The seventh and eighth finance
commissions recommended that in case the
calamity isof rare severity, the centre should
provide special assistance to the affected
state over and above its prescribed share.
The Ninth Finance Commission expected
that, if any region faced a calamity of such
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dimensions and severity as to warrant its
handling at the national level, the centre
would take appropriate action as the
situation demanded and incur the necessary
expenditure. The Tenth Finance
Commission, for the first time, formulated
adistinct funding mechanism for taking care
of calamities of rare severity. The
Commission observed that any definition of
the term ‘rare severity’ would bristle with
insurmountable difficulties and is likely to
be counter-productive. The Commission
was of the view that a calamity of rare
severity would necessarily have to be
adjudged on acase-to-case basistaking into
account, inter alia, the intensity and
magnitude of the calamity, level of relief
assistance needed, the capacity of the state
to tackle the problem, the alternatives and
flexibility availablewith the plansto provide
succour and relief, etc. The Commission
recommended setting up of a‘National Fund
for Caamity Relief’ (NFCR) to be managed
by a National Calamity Relief Committee
(NCRC). Both the centre and the stateswere
to be represented in NCRC, which was to
be chaired by the Union Minister of
Agriculture and had membersincluding the
Deputy Chairman, Planning Commission
and some chief ministers. The NFCR was
to have a corpus of Rs. 700 crore to be
contributed by the centre and the
states in the ratio 75:25 over a period of
Syears.

9.6 While deliberating on the issue of
calamitiesof rare severity, the EFC observed
that under the scheme of NFCR the states
had to go through a long-drawn procedure
before they were allocated any relief from
the committee. It was also pointed out that
there had been occasions when the
recommendations made by the central teams
and the Inter-Ministerial Group for
providing relief were either not accepted or

were modified and the amount of relief was
reduced. The EFC further observed that the
corpus of the NFCR was not adequate to
last for the full five years; it was exhausted
in the first three yearsi.e. 1995-98 and had
to be supplemented. The Commission
recommended discontinuation of the fund,
asit had not resulted in making fundsreadily
available for meeting the calamity of rare
severity. The EFC was, however, of theview
that in the case of occurrence of calamity of
rare severity, the states can not beleft tofend
for themselves and that the centre and other
states are also expected to come forward to
provide relief to the distressed state. The
Commission, therefore, felt that therewasa
need to develop asystem in which it should
be possible to take suo motu cognizance of
the occurrence of calamities of rare severity
by the central government, without waiting
for any memorandum from the state
government or for the deputation of acentral
team for getting on-the-spot assessment of
the damage and of the extent of relief
required. The EFC recommended setting up
of National Calamity Contingency Fund.

9.7 The salient features of the present
scheme of the NCCF, based on the
recommendations of the EFC, are as under:

(i) A National Centre for Calamity
Management (NCCM) under the
Ministry of Home Affairs has been
established to monitor natural
calamities relating to cyclone,
drought, earthquake, fire, flood and
hailstorm. The NCCM isexpected to
monitor such occurrences on a
regular basis and assess their impact
on the area and the population and
to assess whether the state would be
in a position to provide relief in a
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specific case of calamity of severe
nature from the CRF and its own
resources. It should then make a
recommendation to the central
government, on its own, as to
whether the calamity is of a severe
nature, and therefore, eligible for
assistance from the central
government and other state
governments. The centre should then
take appropriate action on such
recommendation.

(i) Any financial assistance provided by
the central government to the states
inthisregard, should be recouped by
levy of aspecial surchargeon central
taxes. Collections from such a
surcharge/cess should be kept in a
separate fund created in the public
account of the central government,
towhichit should contribute Rs. 500
crore as the initial core amount.
Outgo from this fund should be
recouped by levy of the surcharge.

(iif) The unspent balance in the National
Fund at the end of the financial year
2004-05 will be available to the
central government for being used as
resource for the next plan.

Views of the States

9.8 The states have expressed their views
on various issues related to the schemes of
CRF and NCCF. Their views on some of
the key issues are given below:

(8 On theissue of the size of the CRF,
Andhra Pradesh, Punjab, Uttar
Pradesh and Himachal Pradesh have
urged that the size of the fund may
be raised at least by 10 per cent per
annum. Arunachal Pradesh and

(b)

Assam haverequested for raising the
corpus of CRF by twice and thrice
respectively. Kerala has suggested
that the CRF may be enhanced to 10
per cent of the amount of the annual
state plan size of the state concerned.
Some of the states have represented
that the size of the CRF should not
be fixed on the basis of average
annual expenditure only. While
AndhraPradesh and Orissawant the
Twelfth Finance Commission to
consider the proneness of the states
to calamities and their severity,
Madhya Pradesh has suggested for
considering the drought prone area,
duration, periodicity and other
related factors. Bihar has submitted
that the size of CRF be fixed on the
basis of population affected, as per
norms of relief and provision for
restoration of infrastructural
facilities. It further added that
whatever be the size of the CRF,
inflation should be fully provided
for. Uttar Pradesh has al so suggested
for taking into consideration the
intensity, regularity and duration of
relief required, while determining
the size of the CRF.

Andhra Pradesh, Bihar, Haryana,
Kerala, Maharashtra, Meghalaya,
Orissa, Punjab, Tamil Nadu and
Rajasthan have suggested that the
contribution of the statesto the CRF
bereduced to 10 per cent, while Uttar
Pradesh has suggested for keeping
it at 15 per cent. Assam, Nagaland,
Sikkim and Manipur are of the view
that the entire funding should be
done by the centre. Madhya Pradesh
has suggested that backward states
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(©)

(d)

should not be made to contribute to
the fund or alternatively, their
contribution may belimited to 10 per
cent. Tripurawants specia category
states to be relieved of making any
contribution to the fund. Similarly,
Uttaranchal has suggested that, for a
disaster prone state like Uttaranchal,
whichisalsofiscally disadvantaged,
the entire relief should come from
the centre as 100 per cent grant.
Manipur has urged that, in view of
the fiscal constraints being faced by
the state, entire contribution to the
CREF in its case should be made by
the centre.

A large number of calamities have
been suggested by the states for
providing relief. Most of these are
area specific and have only been
suggested by states, which get
affected by these calamities. The
calamitiesthat have been suggested,
apart fromthe existing six calamities
under the CRF, (names of the states
shown in the parenthesis), are
landslides (Arunachal Pradesh,
Assam and Tamil Nadu), soil erosion
(Assam), heat and cold waves (Bihar,
Haryana, Orissa), lightening
(Haryana), pest attacks (Punjab,
Tamil Nadu), water logging
(Punjab), bamboo flowering
(Mizoram) and changesinthe course
of rivers (Bihar).

Andhra Pradesh, Assam, Himachal
Pradesh, West Bengal and Uttar
Pradesh have requested for allowing
the states to meet expenditure on
restoration of damaged infrastructure
and bring it to pre-calamity level. On

(f)

the issue of norms fixed for relief
expenditureto be met out of the CRF,
states have represented for their
relaxation for the sake of flexibility
of the scheme. According to Andhra
Pradesh, in severe drought
conditionsnorms may berelaxed for
expenditure on capital works like
digging of borewells, installation of
pumpsetc. Gujarat and Uttar Pradesh
have suggested that the expenditure
on establishment to overseetherelief
work should also be a valid charge
on the CRF.

Chhattisgarh and Gujarat have
suggested that the states be allowed
full freedom in the matter of
investment of the accretion to the
fund on the ground of liquidity.
While Gujarat has suggested for
keeping the fund in the public
account of the states, Chhattisgarh
isfor complete freedom to the states
on thisissue, including the freedom
to keep it in public account of the
states. Uttar Pradesh has represented
that for the sake of liquidity and
sufficient return on the investment
of funds, the investment pattern
should be left to the discretion of
state level committees.

The states have suggested for the
continuance of the NCCF, but with
enhanced corpus. The states of
AndhraPradesh, Arunachal Pradesh
and West Bengal are of the view that
corpus of the NCCF is inadequate
and should be suitably increased.
K erala has suggested that the corpus
of the fund may be enhanced to the
level of 10 per cent of the aggregate
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amount transferred as the central
share of the CRF to the states. Asper
Maharashtra, theinitial core amount
of Rs. 500 crore for NCCF should
be increased to Rs. 1000 crore.

(g) Keraaisof theview that the disaster
of rare severity may be defined very
clearly with parametersfor different
kinds of disasters and scales of
intensity so asto minimizediscretion
and delay. Orissa has expressed the
view that the funding and
rehabilitation during the natural
calamities of rare severity should be
flexible and adequate and it should
be free from any bias.

Views of the Central Gover nment

9.9 TheMinistry of Home Affairs has, in
its memorandum, made a case for shifting
focusfrom post-disaster relief to pre-disaster
preparedness and mitigation. The Ministry
has suggested setting up of a special fund
called Disaster Mitigation Fund to be
created for the preparedness and mitigation
aspects, and to be placed at the disposal of
the Ministry of Home Affairs. It has also
been brought out in the memorandum of the
Ministry of Home Affairsthat, based onthe
recommendations of an expert group set up
by the Ministry, the norms of expenditure
have been revised. Now the states are
permitted to use 10 per cent of the inflows
into the CRF each year for the procurement
of search and rescue equipment for the
search and rescue teams to be set up by the
states. The Ministry of Home Affairs
considers this, aongwith the provision of
permitting use of CRF for training
specialists teamsasachangein orientation
— permitting use of CRF for preparedness.
On the other hand, the Ministry of Finance

isof theview that it isimportant to keep the
focus of CRF/NCCF primarily on calamity
relief and disaster mitigation; reconstruction
and like activities should be funded
separately as distinct plan schemes. The
Ministry of Home Affairsisof theview that
the present system of determining the size
of CRF on the basis of average expenditure
incurred inthe past isheavily loaded against
poorer states and the states which incur
expenditure from CRF more cautioudly. The
Ministry has therefore, recommended that
factors like vulnerability/hazard profile,
poverty status of the states, amount of |osses
dueto disastersin last ten years, etc. should
be taken into consideration in addition to
the existing criteriafor determining the size
of CRF. Other suggestions made by the
Ministry of Home Affairs are with regard
to inclusion of land slides and avalanches
inthelist of calamiteseligiblefor relief from
CRF/NCCF and making provision for relief
to union territories from the NCCF, as no
contribution is made by the states to the
corpus of NCCF.

Recommendations

9.10 Having considered the views of the
states and the central ministries, wefind that
the CRF scheme has by and large fulfilled
the objective of meeting theimmediaterelief
needs of the states. Accordingly, we
recommend continuance of the scheme of
CRF in its present form with some minor
changes as suggested hereafter.

9.11 In order to determine the size of the
CREF, relief expenditure incurred under the
major head 2245 for the years 1993-94 to
2002-03 has been taken into account, asthe
figures for 2003-04 were available as
revised estimates only. For this purpose,
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allocations from the NCCF have been
excluded. Thereafter, we have followed the
methodology of the EFC for fixing the size
of the CRF. The average of the total
expenditureincurred during these years has
been adopted as the projected figure for
2003-04 and an annual rate of inflation of 5
per cent has been added for each year up to
2009-10. It was noticed that in some years,
the expenditure of some of the states
increased considerably, because of certain
events (like earthquake in Gujarat or super
cyclone in Orissa), which may not recur
during our award period. It is also
recognized that taking expenditure as the
criterion for providing relief may not do
justice to states, which could not afford to
spend because of low fiscal capacity, despite
the need. The EFC had made an additional
provision of ten per cent of the aggregate
size of the CRF to beallocated among ‘ low-
income’ states of Assam, Bihar, West
Bengal, Orissa, Uttar Pradesh and Madhya
Pradesh. In our view, the problem of low
income states persists and we have taken
care of this aspect by making an additional
allocation of 25 per cent to undivided Uttar
Pradesh, Madhya Pradesh and Bihar
alongwith thosefor Orissa, West Bengal and
the special category states. Allocations to
the newly created states of Jharkhand,
Chhattisgarh and Uttaranchal have been
made on the basi s of the proportion of area.
We noticed that in case of Uttaranchal,
reckoning of average relief expenditure on
the basis of area and making of additional
provision on account of its being a special
category state, have not done full justice to
the state. Thisis for the first time that the
size of the CRF of Uttaranchal is being
determined. Uttaranchal, although
comparable to Himachal Pradesh in area,

terrain and climatic conditions, has more
population. Therefore, to bring some degree
of parity to the CRF of Uttaranchal as
compared to that of Himachal Pradesh, its
allocation is enhanced by a sum of Rs. 144
crore. Taking all these into consideration,
the size of the CRF of each state has been
determined for each year from 2005-06 to
2009-10. The size of the CRF, thus, gets
enhanced from Rs.11007.59 crore in the
EFC period to Rs.21333.33 crore under our
allocation. The centre’s contribution
increases from Rs.8255.69 crore to Rs.
16,000 crore. It may be noted that the size
of CRF for each state as recommended by
us, is larger than what was recommended
by the EFC even after indexation for
inflation. This takes care of the demand of
the states to enhance the size of the CRF
and for providing for inflation. We are,
however, not inclined to agree to the
suggestions of the statesand of the Ministry
of Home Affairs to take into account other
factors like the proneness of the states to
calamities and their severity and amount of
losses due to disastersin last ten years. We
endorse the views of the EFC on the issue,
that al thesefactorsare reasonably captured
by dataon relief expenditureincurred under
the major head 2245 over a period of time.
We are also not inclined to agree to the
suggestion of the states with regard to
reducing the contribution of the statesto the
CRF. States' own contribution to the CRF
instillsasense of responsibility in the states
and curbs the tendency to incur wasteful
expenditure from the fund. We, therefore,
recommend that the centre and the states will
continue to contribute to the CRF to the
extent of 75 per cent and 25 per cent
respectively.
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9.12 Wefind considerablejustificationin
widening the list of calamities, which may
be covered by our recommendations. The
definition of natural calamity, as applicable
at present, may be extended to cover land
dlides, avalanches, cloud burst and pest
attacks. Although our terms of reference
include the term “disaster”, we do not
consider it feasible to expand the scope of
the term further. Other disasters, chemical
and industrial, as also air/railway accidents
may continue to be taken care of by the
respective ministries.

9.13 Expenditure on restoration of
infrastructure and capital assets will
continueto be excluded, asany expenditure
other than that incurred for the purpose of
providing immediate relief to the states on
the occurrence of a calamity, will not only
put avery heavy burden on the CRF but will
also lead to wasteful expenditure on the part
of the states to the detriment of the scheme
of CRF. The restoration of damaged
infrastructure has to be planned very often
to new standards, arrived at after detailed
analysis of the phenomena that caused the
damage and also it has to be done by
following the prescribed procedure, which,
obviously, is not possible as part of any
immediate relief programme.

9.14 Severa statesaswell asthe Ministry
of Home Affairs have referred to the
requirements relating to disaster
preparedness and mitigation. We agree that
this is an important area, which requires
consideration. But, thisneedsto bebuiltinto
the state plans, ashasbeen the practice. The
focus of CRF/NCCF must be primarily on
calamity relief. In relation to disaster
preparedness, a suggestion that has been
made is for hazard mapping for different

types of calamities. In this context, it will
be useful to set up a committee consisting
of scientists, flood control specialists and
other experts to study the hazards to which
several states are subject to, given the geo-
physical and agro-meteorological
heterogeneity of the country.

9.15 Weaso declineto interfere with the
present arrangements with regard to
investment of unspent funds lying in the
CRF and items/norms for incurring relief
expenditure from the CRF. We, however,
suggest that the Ministry of Finance may
have are-look at the issue of investment of
the funds lying in the CRF and give
necessary guidelinesto the states, provided
that such guidelines do not contravene the
broad framework of the present scheme.

9.16 We are in agreement with the
suggestions of the states with regard to
continuance of the scheme of NCCF. We,
therefore, recommend that the present
scheme of the NCCF should continuein its
present form. The scheme has stood the test
of Gujarat earthquake and in addressing
other situations, which were beyond the
control of the states. On the front of raising
funds also, the scheme has stood the test of
time, asthe fund getsrepl enished each year,
in the absence of any specia time-bound
surcharge, by way of National Calamity
Contingent Duty imposed on cigarettes, pan
masala, biris and other tobacco products.
Thisduty isexclusively for replenishing the
NCCF and is estimated to yield Rs. 1769
crore for the year 2004-05. This yearly
accretion to the NCCF enables build-up of
its corpus.

9.17 Wehave considered the views of the
states with regard to the inadequacy of the
fundsin NCCF and enhancement of the core
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corpus of Rs. 500 crore. As the funding
mechanism of the scheme of the NCCF
provides for immediate and simultaneous
replenishment of the fund on account of any
outgo, the corpus of Rs.500 crore appears
to be a reasonable amount to take care of
any eventuality that may arise asaresult of
occurrence of acalamity of rare severity. We,
therefore, do not see any justification for
enhancing the core corpus of the NCCF.

9.18 The Commission has noted the
allocation of foodgrains by the central
government particularly to meet the drought
situations in the states in recent years. The
Ministry of Rural Development has
formulated a scheme of its own, of a
financial magnitude comparable with the
CRF. The scheme has assured grain, free of
cost, aswell as cash to sustain employment.
The programmes of rural employment
announced by the Ministry under the
Sampoorna Grameen Rozgar Yojna(SGRY)
were integrated with the relief programmes
inanumber of states, particularly in Andhra
Pradesh, Rajasthan and Karnataka. The
SGRY was announced on 15.8.2001 and
under the scheme, 50 lakh tonnes of
foodgrains, worth Rs.5000 crore, wereto be
provided every year to the states/union
territories, free of cost. In the recent years,
Rajasthan has been the most notable
beneficiary of the scheme of Ministry of
Rural Development, as it was able to
generate work for seven million people in
2003. Andhra Pradesh isanother state which
got substantial benefit from the scheme of
the Ministry. The allocation to other states
under the scheme, although not substantial,
has still been comparable to the annual
allocation under the CRF. The expenditure
on the allocation of food grains to the

affected states by the central government is
essentially relief expenditure for mitigation
in the aftermath of drought or other
calamities and the central government can
continue to make such allocations, putting
in place atransparent policy in this regard.

9.19 Earlier commissions had explored
the possibility of mitigating the effect of
calamites by evolving a suitable insurance
scheme. Thetermsof reference of the Ninth
Finance Commission required it to examine
the feasibility of establishing a national
insurance fund to which the states may
contribute a percentage of their revenue
receipts. The Commission, however,
observed that the concept of an insurance
fund for disaster relief was neither viable
nor practicable on the ground that the
process of making the assessment of loss
by an external agency was bound to be
complicated and time consuming, which
would defeat the very purpose, that is, of
providing timely succour to the affected
people. The EFC too did not find the concept
of aninsurance cover inwhichthe premium
is paid fully by the centre and the states,
workable. The Commission, however, felt
that the crop insurance scheme would help
individual farmers, especially at the time of
natural calamities and therefore, suggested
for strengthening of the scheme. Andhra
Pradesh, Kerala and Tamil Nadu have
requested the Twelfth Finance Commission
to recommend an insurance scheme for
providing relief to the affected population.

9.20 We endorse the views of the Ninth
and Eleventh Finance Commissions on this
iSsue, asany insurance scheme, the premium
for which is to be paid by the centre or the
state governments will put a very heavy
burden on them, year after year, without
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providing any substantial benefit to the
affected population. The centreand the state
governments can, however, play avital role
in encouraging insurance of private assets
in vulnerable zones. Strengthening of the
crop insurance scheme and loan-linked
insurance schemesinrural areasisonesuch
measure. Besides, micro-insurance seemsto
be the need of the hour. Micro-insurance
refers to protection of assets and lives
against insurable risks of the target
populations, such as micro-entrepreneurs,
small farmers and the landless, women and
low-income people through formal
institutions i.e. insurers and semiformal/
informal ingtitutions, such as NGOs, self-
help groups etc. The concept is still at a
nascent stage in the country and the
Insurance Regulatory and Development
Authority (IRDA) is in the process of
finalization and notification of the micro-
insurance regulations. Since formal
institutions serve but a fraction of the
population, which typicaly lies within the
upper quartile of the socia hierarchy, any
initiativeto involvethe NGOs and self-help
groups, which are directly accessible
to al segments of the population, can be
best done at the behest of the state
governments.

9.21 Wehavebeeninformed by the IRDA
that the General Insurance Company has
decided to create an “earthquake pool”,
which will enable all the insurance
companiesto sharetheburden of risk in case
of hugelosses arising out of earthquakes. A
working group has already been constituted
to look into the modalities for constitution
of the “earthquake pool”. Under this
concept, the insurers will divert the
earthquake premia to the “pool”. Such a

scheme can prove useful in providing social
security to the public in the unfortunate
event of a catastrophe. It is hoped that an
insurance solution like this may result in
orderly distribution of disaster relief to the
affected population.

9.22 Tosumup, our recommendationsare
asfollows:

(@) The scheme of CRF be continuedin
its present form with contributions
from the centre and the states in the
ratio of 75:25.

(b) The size of the CRF for our award
period isworked out at Rs. 21333.33
crore.

(c) Besides cyclone, drought,
earthquake, fire, flood and hailstorm,
the definition of natural calamity, as
applicable at present, may be
extended to cover land slides,
avalanches, cloud burst and pest
attacks.

(d) The provision for disaster
preparedness and mitigation needsto
be built into the state plans, and not
as a part of calamity relief.

(e) A committeeconsisting of scientists,
flood control specialists and other
experts be set up to study and map
the hazards to which severa states
are subject to.

(f) The scheme of NCCF may continue
in its present form with core corpus
of Rs. 500 crore. The outgo fromthe
fund may continue to be replenished
by way of collection of National
Calamity Contingent Duty and levy
of special surcharge.
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(9) The centre may continue to make
allocation of foodgrainsto the needy
states as a relief measure, but a
transparent policy in this regard is
required to be put in place.

a0



Chapter 10

Grants-in-aid to States

10.1 Para4(ii) of the TOR requires us to
make recommendations on the principles
which should governthe grants-in-aid of the
revenues of the states out of the
consolidated fund of India, and the sumsto
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 proviso to clause (1) of the
article.

Principles governing grants-in-aid

10.2 Asthe system of grants has evolved
in India, grants flow from the centre to the
states in three ways. The first consists of
grants-in-aid given under the
recommendations of the finance
commission. The second category consists
of plan grants covering central assistance
for state plans as decided by the Planning
Commission, as well as the plan grants
given by the central ministries for
implementation of plan schemes. Thethird
type of grants, which is much smaller in
magnitude, essentially consists of
discretionary grants given by the central
ministries to states on the non-plan side.

10.3 The finance commission has the
mandate to recommend the principles and
the amountsof grants-in-aid of revenuesfor

states which are in need of assistance in
accordance with the provisions of article
275 of the Constitution. Needs require to
be assessed in relation to services provided
by the states, the standard of these services
in relation to the average or other desirable
norms, and the extent to which these
requirements can be met by own revenues.
As discussed in chapters 2 and 6, a
normative approach isrequired to be adopted
to assess the expenditure requirements as
well as the own revenues of the states. In
making these assessments, one issue is
whether the requirements of the states on
their plan accounts should also be
considered. We have decided to make an
assessment of the needs of the states to the
extent of their requirements on the non-plan
account. Thisis because plan requirements
are best determined on an annual basis,
and the states determine their plans in
consultation with the Planning Comm-
ission, which is charged with deter-mining
the plan grants.

10.4 Asdiscussed in Chapter 4, we have
made one recommendation with respect to
the principles governing central assistance
for state plans. At present, thenormal central
assistance and the additional central
assistance are given to the general
category states by the centre in the form of
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70 per cent loan and 30 per cent grant (10
per cent loan and 90 per cent grant in the
case of specia category states). Thismeans
that if ageneral category state wantsagrant
of Rs.30 from the centre, it must necessarily
borrow Rs.70 from the same, and that, too,
at a rate of interest which is often higher
than the open market rate. It is also well
known that the existing plan process
inherently encouragesever larger plan sizes.
All these result in states getting deeper into
debt on account of structurally mandated
borrowings. Thereisindeed no reason why
plan grants to states should be linked to
compulsory loans from the centre. The
considerations that go into deciding the
grants are, and should be, different from
those relating to loans. Since almost the
entire expenditure on plan is met by the
centre from borrowed funds, central loans
as part of the plan assistance unnecessarily
increase the fiscal deficit of the centre (on
a stand-alone basis). Under the
circumstances, we recommend that the
system of imposing a 70 : 30 ratio between
loans and grants for extending plan
assistance to general category states (10:90
in the case of special category states)
should be done away with. Instead, the
Planning Commission should confine itself
to extending plan grants to the states, and
leave it to the states to decide how much
they wish to borrow and from whom, i.e.,
from the centre or from the open market.
This “dis-intermediation” of the centre in
the borrowing process of the states would
go along way in ensuring greater fiscal
discipline on the part of the states by
removing the structural obligation to
borrow from the centre. This would, of
course, benefit the centre as well,

because it would bring down its own fiscal
deficit.

Finance Commission Grants

10.5 While making recommendations
regarding grants-in-aid of the revenues of
the states, the suggestionsreceived from the
states as well as those received from
experts in the field have been carefully
considered. During the discussionswith the
state governments, it was noticed that they
generaly favoured a larger part of finance
commission transfers as tax devolution,
rather than as grants-in-aid. The states feel
that tax devolution is a matter of
entitlement, and by its very nature,
unconditional.

10.6 Whilethisisso, grants have several
unigque characteristics as an instrument of
fiscal transfer. First, these are determined
in absolute terms and the amounts are,
therefore, known. Secondly, these can be
targeted better. Thirdly, in determining
these, better account can be taken of cost
disabilities and redistributive
considerations that are not adequately
captured in the tax devolution formula. For
these reasons, we have allowed a greater
role for grants in overall finance
commission transfers. As would emerge
from the discussions later in the chapter,
the relative share of grants to tax
devolution in our recommendations has
been increased as compared to previous
Commissions. This can be seen from
Table 10.1.

10.7 Based on the assessment of needs
and developmental concerns of the states,
grants-in-aid of the revenues of the states
for the award period 2005-10 have been
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Table10.1

TransfersRecommended by Finance Commissions

(Rs.in crore)

Grants-in-aid

Share in Taxes

Commission Period Total

Amount % Share Amount % Share Amount
Seventh 1979-84 1609.92 7.72 19233.05 92.28 20842.97
Eighth 1984-89 3769.43 9.55 35682.58 90.45 39452.01
Ninth* 1989-95 11030.38 9.96 99667.64 90.04 110698.02
Tenth 1995-00 20300.30 8.96 206343.00 91.04 226643.30
Eleventh 2000-05 58587.39 13.47 376318.01 86.53 434905.40
Twelfth 2005-10 142639.60 18.87 613112.02 81.13 755751.62

* Ninth Finance Commission covered six years, and in addition also provided plan grants of Rs.9000.83 crore (not

included above).

recommended, as indicated below:

() Post-devolutionnon-plan  Rs.56,856 crore.
revenue deficit:

(i) Health sector :

(iii) Education sector :

Rs.5887 crore.
Rs.10,172 crore.

(iv) Maintenance of roads Rs.15,000 crore.
& bridges:

(v) Maintenanceof buildings: Rs.5000 crore.

(vi) Maintenance of forests: Rs.1000 crore.

(vii) Heritage conservation : Rs.625 crore.

(viii) State-specific needs: Rs.7100 crore.
(ixX) Local bodies: Rs.25,000 crore.
(x) Caamity relief: Rs.16,000 crore.

Total Finance Commission

Grants: Rs.142640 crore.

Thefirst eight items have been dealt within
this chapter, and the remaining two have
already been covered in chapters 8 and 9
respectively.

Post-Devolution Non-Plan Revenue
Deficit

10.8 The grants-in-aid to cover non-plan
revenue deficit have generally been the
largest component of the finance
commission grants. The objective has been
to give grants to those states which are

projected, on a normative basis, to have
post-devol ution non-plan revenue deficit in
any year, so that the normatively assessed
deficit can be provided for. It needs to be
emphasised here that this approach is
different from a pure gap filling approach.
In the latter case, deficits are assessed
without making any correctionsin thefiscal
behaviour of the states. We have, ashasbeen
done by the previous commissions,
followed a normative approach, which
ensures that deficiency in fiscal capacity is
corrected, but inadequate revenue effort or
excessive expenditure is not encouraged.

10.9 Thepre-devolution non-plan revenue
surplus/deficit of each state has been
assessed in a normative manner under
chapter 6. Table 10.2 provides the result of
that exercise.

10.10 Asseenfrom Table10.2, all special
category states are to have, on the basis of
normative projection, non-plan revenue
deficit in each of thefive years of theaward
period in the pre-devolution scenario. Inthe
case of non-special category states, Goa,
Gujarat, Haryana, Karnataka and
Maharashtra have been assessed as having
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Table10.2
Pre-Devolution Non-Plan Revenue Sur plug/Deficit(-)

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Andhra Pradesh -2252.29 -1171.68 -2815.30 -1407.41 287.30 -7359.38
Arunachal Pradesh -535.21 -564.47 -639.05 -671.81 -714.68 -3125.22
Assam -3263.86 -3356.94 -3730.26 -3794.54 -3838.37 -17983.97
Bihar -8327.27 -8623.72 -9412.75 -9719.92 -10130.36 -46214.02
Chhattisgarh -196.11 -60.14 -545.04 -380.84 -170.77 -1352.90
Goa 70.76 196.17 306.34 502.52 746.19 1821.98
Guijarat 99.15 1447.25 1872.02 3945.18 6371.47 13735.07
Haryana 2172.96 2948.57 3385.95 4484.74 5791.17 18783.39
Himachal Pradesh -2641.47 -2653.65 -2748.04 -2712.79 -2649.65 -13405.60
Jammu & Kashmir -3576.54 -3722.12 -4010.51 -4181.68 -4304.32 -19795.17
Jharkhand -531.12 -457.31 -1416.60 -1357.60 -1360.13 -5122.76
Karnataka 2612.70 4517.46 5194.17 7956.95 11267.78 31549.06
Kerda -2907.35 -2415.69 -3137.66 -2444.79 -1562.85 -12468.34
Madhya Pradesh -1979.58 -1463.29 -2008.59 -1336.55 -468.17 -7256.18
Maharashtra 73.08 2604.01 4367.63 8009.66 12262.34 27316.72
Manipur -1139.43 -1220.17 -1323.99 -1418.62 -1511.21 -6613.42
Meghalaya -715.93 -747.43 -838.93 -868.32 -902.86 -4073.47
Mizoram -755.73 -806.72 -892.27 -964.16 -1025.43 -4444 31
Nagaland -1234.13 -1312.98 -1440.34 -1531.46 -1631.26 -7150.17
Orissa -5207.47 -56272.97 -6117.81 -6190.06 -6300.37 -29088.68
Punjab -2744.68 -2282.59 -2213.66 -1506.75 -619.22 -9366.90
Rajasthan -5098.50 -4666.61 -5046.73 -4396.04 -3461.81 -22669.69
Skkim -274.39 -284.71 -325.56 -335.53 -360.02 -1580.21
Tamil Nadu -785.96 539.66 1095.37 3229.94 5874.47 9953.48
Tripura -1433.25 -1512.35 -1637.01 -1723.12 -1814.56 -8120.29
Uttar Pradesh -12448.30 -11744.71 -12338.20 -11072.60 -9624.16 -57227.97
Uttaranchal -1971.60 -2047.40 -2243.08 -2289.28 -2325.54 -10876.90
West Bengal -8892.12 -7993.98 -7309.07 -5679.90 -3626.73 -33501.80
Total States (Deficit) -68912.29 -64381.63 -72190.45 -65983.77 -58402.47 -329870.61
Total States (Surplus) 5028.65 12253.12 16221.48 28128.99 42600.72 104232.96

pre-devolution surplus in each of the five  10.11 The share of each state in tax
years. Tamil Nadu would have surpluses  devolution during the award period has been
from 2006-07 onwards, while Andhra  assessed in chapter 7. The post-devolution
Pradesh is expected to have surplus in the position of states is indicated in
last year. Table 10.3.
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Table10.3
Post Tax Devolution Non-Plan Revenue Sur plus/Deficit(-)

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Andhra Pradesh 4474.35 6529.51 6021.40 8754.77 11999.27 37779.30
Arunachal Pradesh -271.84 -262.94 -293.07 -273.92 -256.11 -1357.88
Assam -305.67 29.83 155.86 674.49 1312.21 1866.72
Bihar 1757.18 2921.76 3835.05 5515.02 7428.01 21457.02
Chhattisgarh 2230.82 2718.40 2643.18 3285.61 4054.85 14932.86
Goa 307.58 467.30 617.45 860.28 1158.51 3411.12
Guijarat 3362.80 5183.73 6159.42 8875.68 12053.91 35635.54
Haryana 3155.98 4074.00 4677.32 5969.82 7502.73 25379.85
Himachal Pradesh -2164.12 -2107.14 -2120.96 -1991.64 -1818.52 -10202.38
Jammu & Kashmir -2458.56 -2446.64 -2552.18 -2510.64 -2385.44 -12353.46
Jharkhand 254231 3061.39 2620.92 3285.53 3991.11 15501.26
Karnataka 6690.21 9185.72 10550.74 14117.00 18367.27 58910.94
Kerda -470.37 374.36 63.77 1236.85 2680.26 3884.87
Madhya Pradesh 4157.22 5562.61 6053.24 7934.53 10216.81 33924.41
Maharashtra 4642.56 7835.51 10370.49 14912.94 20218.41 57979.91
Manipur -808.39 -841.17 -889.10 -918.50 -034.82 -4391.98
Meghalaya -376.67 -359.02 -393.24 -355.78 -312.15 -1796.86
Mizoram -537.19 -556.52 -605.17 -634.00 -644.91 -2977.79
Nagaland -993.65 -1037.66 -1124.44 -1168.17 -1212.58 -5536.50
Orissa -488.04 130.22 82.05 939.76 1916.80 2580.79
Punjab -1556.83 -922.64 -653.20 287.78 1448.99 -1395.90
Rajasthan 30.61 1205.60 1691.32 3352.69 5468.65 11748.87
Skkim -66.81 -47.06 -52.86 -21.94 1.40 -187.27
Tamil Nadu 4065.11 6093.55 7468.14 10558.61 14320.81 42506.22
Tripura -1041.91 -1064.30 -1122.91 -1131.90 -1133.18 -5494.20
Uttar Pradesh 5167.48 8423.22 10803.39 15540.17 21047.22 60981.48
Uttaranchal -1112.91 -1064.30 -1115.02 -992.02 -830.43 -5114.68
West Bengal -2438.90 -605.82 1168.44 4069.21 7609.18 9802.11
Total States (Deficit) -15091.86 -11315.21 -10922.15 -9998.51 -9528.14 -56855.87
Total States (Surplus) 42584.21 63796.71 74982.18 110170.74 152796.4 444330.24

10.12 Itisseenfrom Table10.3that all the
special category states, except Assam and
Sikkim are expected to have normatively
determined post-devolution non-plan
revenue deficit during the entire award

period. Assam is assessed to have revenue
surplus from the second year onwards and
Sikkim is expected to have revenue surplus
inthelast year of the award period. Most of
the non-special category states, except



178

Twelfth Finance Commission

Keraa, Orissa, Punjab and West Bengal have
post-devolution non-plan revenue surplus
during the entire award period. Kerala and
Orissa are projected to have a deficit only
inthefirst year of the award period, whereas
West Bengal is assessed to be in deficit in
the first two years and Punjab in the first
three years, before a surplus emerges. In
order to cover the assessed non-plan
revenue deficit states, we recommend year-
wisegrants-in-aid asindicated in Table 10.4.

10.13 During the first year of the award
period, fifteen states are recommended for
non-plan revenue deficit grant amounting to
Rs.15091.86 crore. By the last year of the
award period, only nine stateswould get non-
plan revenue deficit grants amounting to
Rs.9528.14 crore. In all, we recommend
total non-plan revenue deficit grant of
Rs.56855.87 crore during the award period.

Education and Health Sectors

10.14 In the normative approach, as
applied to the own tax revenues of the states,
a correction was made in the case of states,
where the tax-GSDP ratio was less than the
group average. This is consistent with the
equalisation approach, although only to a
limited extent. There is a need to follow a
similar approach on the expenditure side.
Per capita expenditures of many states are
much below the average per capita
expenditure of the relevant group of states.
While the amount of transfer required for a
full application of the equalisation approach
would betoo large, we have decided to focus
on two critical areas of deficiencies,
namely, education and health. But, only a
partial correction could be made, because
of large disparity between therelevant group
average and the actual per capitaexpenditure

Table10.4
Grant-in-aid for Non-Plan Revenue Deficit (2005-10)

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Arunachal Pradesh 271.84 262.94 293.07 273.92 256.11 1357.88
Assam 305.67 Nil Nil Nil Nil 305.67
Himachal Pradesh 2164.12 2107.14 2120.96 1991.64 1818.52 10202.38
Jammu & Kashmir 2458.56 2446.64 2552.18 2510.64 2385.44 12353.46
Keraa 470.37 Nil Nil Nil Nil 470.37
Manipur 808.39 841.17 889.10 918.50 934.82 4391.98
Meghalaya 376.67 359.02 393.24 355.78 312.15 1796.86
Mizoram 537.19 556.52 605.17 634.00 644.91 2977.79
Nagaland 993.65 1037.66 1124.44 1168.17 1212.58 5536.50
Orissa 488.04 Nil Nil Nil Nil 488.04
Punjab 1556.83 922.64 653.20 Nil Nil 3132.67
Skkim 66.81 47.06 52.86 21.94 Nil 188.67
Tripura 1041.91 1064.30 1122.91 1131.90 1133.18 5494.20
Uttaranchal 1112.91 1064.30 1115.02 992.02 830.43 5114.68
West Bengal 2438.90 605.82 Nil Nil Nil 3044.72
Total States 15091.86 11315.21 10922.15 9998.51 9528.14 56855.87
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of some of the constituent states,
particularly those having low fiscal capacity
and large population. In the estimation of
grants, care is taken of those states, who
have not been able to allocate on education
and health an amount equal to the group
average, as measured in relation to the
aggregate revenue expenditure, including
both plan and non-plan. Aggregate
expenditure for this purpose is taken net of
interest payments, pensions, and some other
adjustments, as explained below. This
consideration has been called ‘preference
correction’ in the ensuing discussion.

10.15 Eventhough considerablefundsare
made available by the central government
to the states on the plan side, the availability
of funds still falls short of the requirements
in view of the magnitude of the problem. In
many plan schemesin these two sectors, the
inability to meet the requirement of
counterpart funding by the state
governments also becomes a handicap in
fully utilising thefunds. To citean example,
under the scheme of Sarva Shiksha Abhiyan
(SSA), the states are required to provide 25
per cent of the scheme outlay from their
resources in order to avail of the central
grant fully. Many states have been unableto
meet thisrequirement. It was, therefore, felt
that we should provide specific grants-in-
aid for these two sectors to those states
which are unable to spend adequately in
these sectors because of deficiencies in
fiscal capacity.

10.16 In estimating the extent of grants
for these two sectors, atwo-step normative
approach has been adopted. In the first
instance, low expenditure preferencesof the
states in these sectors have been corrected.
In other words, it is expected that all states
should spend normatively a certain

minimum percentage of their total revenue
expenditure (both plan and non-plan) on
education and health. The second step
involvesidentification of those stateswhich,
even after spending the required percentage,
fall short of anormative level of per capita
expenditure in these two sectors.

10.17 For this purpose, the expenditure
data (both plan and non-plan) of each of the
states for 2002-03 were examined. In the
case of education, the ratio of revenue
expenditure under the major head 2202
(plan and non-plan) wasworked out for each
state with reference to its “adjusted” total
revenue expenditure (plan and non-plan).
While working out this ratio, expenditure
relating to pensions, interest payments and
other adjustment items (as already
described in the chapter 6) were excluded
from non-plan revenue expenditure for
arriving at the “adjusted” total revenue
expenditure. Thereafter, averageratioswere
worked out for special and non-special
category states. Those states, whose ratio
was|essthan their respective group average,
were deemed as having low expenditure
preferencein regard to the education sector,
in the sense that these states were not
spending (as a percentage of revenue
expenditure) what other statesin their group
were able to do. This low expenditure
preference, therefore, was corrected by
normatively assigning the respective group
average ratio to those states which were
below the average. After thisadjustment, the
corrected per capita revenue expenditure
relating to education (both under plan and
non-plan put together) for each state for
2002-03 was worked out. Thereafter,
average per capita expenditure was worked
out for the two groups of special and non-
Special category states. Those states, whose



180

Twelfth Finance Commission

per capita expenditure was less than their
group average, were reckoned as needing
financial assistance, because their lower
expenditure could be on account of low
fiscal capacity. We worked out the amount
of grant required for covering 15 per cent
of the distance by which a below-average
state was lagging behind its group average
of per capita expenditure (after having
adjusted for low expenditure preference).
It may be noted here that this grant is equal
to 15 per cent of the distance with reference
to both plan and non-plan revenue
expenditure, and it would constitute amuch
larger proportion if seen against the non-
plan revenue expenditure only. The extent
of equalisation is, however, limited by the
availability of resources. Having thus
determined the amount of grant required in
2002-03 for education, a growth rate equal
to the group’s TGR for 1993-2003 for non-
plan revenue expenditure on education was
applied on this amount in order to estimate
the quantum of grant in the base year.
Thereafter, agrowth rate of 9.5 per cent was
assigned during the forecast period. Thisis
the rate at which the normal expenditure
stream on education has been estimated to

grow for determining the pre-devolution
non-plan revenue surplus/deficit of each
state. As a result of this exercise, we
recommend that eight states be given grants-
in-aid of Rs.10171.65 crore over the award
period 2005-10 for the education sector,
with a minimum of Rs.20 crore in a year
for any eligible state. Details are given in
Table 10.5.

10.18 Asfar asthegrant for health sector
(major head 2210 & 2211) is concerned,
the same methodol ogy, asthat for education
sector discussed above, wasfollowed. There
are, however, two important differences. In
the case of health, we have assigned ahigher
percentage, i.e., 30 per cent, of the distance
from group’saverage per capitaexpenditure
for determining the additional grant for
2002-03, as against 15 per cent in the case
of education. This is because while there
has been a mgjor initiative in the form of
Sarva Shiksha Abhiyan recently in the
education sector for which substantial funds
are being provided by Government of India,
the health sector lacks such increases in
central funding. Theother differencerelates
to the assigned growth rate for the forecast
period. It is 11.5 per cent for the health

Table10.5
Grants-in-aid for Education Sector (major head 2202)

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Assam 183.20 200.60 219.66 240.53 263.38 1107.37
Bihar 443.99 486.17 532.36 582.93 638.31 2683.76
Jharkhand 107.82 118.06 129.28 141.56 155.01 651.73
Madhya Pradesh 76.03 83.25 91.16 99.82 109.30 459.56
Orissa 53.49 58.57 64.13 70.22 76.89 323.30
Rajasthan 20.00 20.00 20.00 20.00 20.00 100.00
Uttar Pradesh 736.87 806.87 883.52 967.45 1059.36 4454.07
West Bengal 64.83 70.99 77.73 85.11 93.20 391.86
Total States 1686.23 1844.51 2017.84 2207.62 2415.45 10171.65
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sector in keeping with the growth rate
adopted for working out the normal
expenditure stream for health for purposes
of determining pre-devolution non-plan
revenue surplus/deficit. As a result of this
exercise, we recommend that seven states
be given grants amounting to Rs.5887.08
crore over the award period 2005-10, for
the health sector (major head 2210 & 2211),
with a minimum of Rs.10 crore a year for
any eligible state. Details are given in
Table 10.6.

10.19 Thesegrantsarebeing providedfor
the education and health sectors as an
additionality, over and above the normal
expenditure by the states in these sectors.
These grants should be utilised only for the
respective sectors (non-plan), i.e., major
head 2202 in the case of education and
major heads 2210 & 2211 in the case of
health. Conditionalities governing the
releases and utilisation of these grants have
been specified in annexures 10.1 to 10.3.
No further conditionalities should be
imposed by the central government for the
release of these grants. Monitoring of the
expenditurerelating to these grantswill rest
with the state government concerned.

Maintenance of Roads and Buildings

10.20 Wearerequired under para6(vi) of
the TOR to take into consideration the
expenditure on non-salary component of
maintenance of capital assets and
recommend specific amounts for this
purpose. The Eleventh Finance Commission
did not recommend separate grants for
mai ntenance of roadsand buildings. Instead,
the projections regarding the maintenance
expenditure were subsumed in the overall
projection of non-plan revenue expenditure
and the requirement for this purpose was
embedded in the non-plan revenue deficit
grant. We, however, notice that maintenance
of roads and buildings has not been given
adequate importance by the states. We are,
therefore, recommending additional grants
separately for maintenance of roads and
bridges, and for maintenance of buildings.

10.21 Inthe case of roads and bridges, the
requirement of fundsfor maintenanceinthe
base year was assessed normatively by
adopting, with some modifications, the
norms for plains and for hilly areas
furnished by the Ministry of Road Transport
& Highways. While normal repairs have
been fully provided for, the provision for

Table10.6
Grants-in-aid for Health Sector (major head 2210 & 2211)

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Assam 153.58 171.24 190.93 212.89 237.38 966.02
Bihar 289.30 322,57 359.66 401.02 447.14 1819.69
Jharkhand 57.39 63.99 71.35 79.55 88.70 360.98
Madhya Pradesh 28.88 32.20 35.90 40.03 44.63 181.64
Orissa 31.22 34.81 38.81 43.28 48.25 196.37
Uttar Pradesh 367.63 409.90 457.04 509.60 568.21 2312.38
Uttaranchal 10.00 10.00 10.00 10.00 10.00 50.00
Total States 938.00 1044.71 1163.69 1296.37 144431 5887.08
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periodical repairs has been restricted to 20
per cent of the norms. The norm-based
requirement of funds for maintenance
expenditure has been worked out for the
base year 2004-05, as well as for the
forecast period, by adopting the road length
data received from the states. The
expenditure stream for the forecast period
based on TGR for each state has also been
worked out. Taking into account these two
estimates, we have decided to provide an
amount of Rs.15,000 crore over the period
2006-10. This amount is in addition to the
normal expenditure, which the stateswould
be incurring on maintenance of roads and

bridges. It has been distributed among the
states on the basis of road lengths. For this
purpose, the length of local body roads has
been given aweightage of 0.5, and the hilly
roadsaweightage of 1.2, before being added
to the length of roads other than those of
local bodiesand hill areas. Further, we have
decided to provide this amount in equal
instalments over the last four years (i.e.,
2006-07 to 2009-10) of the forecast
period, so that the states get a year for
making preparations to absorb these funds.
State-wise amountsrecommended as grants-
in-aid for maintenance of roads and bridges
are shown in Table 10.7.

Table10.7
Grants-in-aid for Maintenanceof Roads& Bridges

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Andhra Pradesh 0.00 245.03 245.03 245.03 245.03 980.12
Arunachal Pradesh 0.00 11.09 11.09 11.09 11.09 44.36
Assam 0.00 82.53 82.53 82.53 82.53 330.12
Bihar 0.00 77.34 77.34 77.34 77.34 309.36
Chhattisgarh 0.00 65.60 65.60 65.60 65.60 262.40
Goa 0.00 9.87 9.87 9.87 9.87 39.48
Guijarat 0.00 223.80 223.80 223.80 223.80 895.20
Haryana 0.00 45.68 45.68 45.68 45.68 182.72
Himachal Pradesh 0.00 65.41 65.41 65.41 65.41 261.64
Jammu & Kashmir 0.00 2942 29.42 29.42 29.42 117.68
Jharkhand 0.00 102.26 102.26 102.26 102.26 400.04
Karnataka 0.00 364.53 364.53 364.53 364.53 1458.12
Keraa 0.00 160.58 160.58 160.58 160.58 642.32
Madhya Pradesh 0.00 146.72 146.72 146.72 146.72 586.88
Maharashtra 0.00 297.42 297.42 297.42 297.42 1189.68
Manipur 0.00 19.24 19.24 19.24 19.24 76.96
Meghalaya 0.00 21.60 21.60 21.60 21.60 86.40
Mizoram 0.00 10.53 10.53 10.53 10.53 42.12
Nagaland 0.00 30.22 30.22 30.22 30.22 120.88
Orissa 0.00 368.77 368.77 368.77 368.77 1475.08
Punjab 0.00 105.24 105.24 105.24 105.24 420.96
Rajasthan 0.00 158.33 158.33 158.33 158.33 633.32
Skkim 0.00 4.66 4.66 4.66 4.66 18.64
Tamil Nadu 0.00 303.60 303.60 303.60 303.60 1214.40
Tripura 0.00 15.37 15.37 15.37 15.37 61.48
Uttar Pradesh 0.00 600.79 600.79 600.79 600.79 2403.16
Uttaranchal 0.00 81.14 81.14 81.14 81.14 324.56
West Bengal 0.00 103.23 103.23 103.23 103.23 412.92
Total States 0.00 3750.00 3750.00 3750.00 3750.00 15000.00




Chapter 10: Grants-in-aid to States

183

10.22 Withrespect to public buildings, the
mai ntenance norms were obtained from the
Central Public Works Department
(CPWD). These norms are elaborate and
highly differentiated, covering buildings of
different types and age, separately for civil
and electrical works. While the states were
able to provide aggregate plinth area of all
the public buildingsin the state, they found
it difficult to furnish differentiated data,

which were required for the application of
the CPWD norms. Even the plinth area
reported by some of the states was found to
be abnormally high, and had to be adjusted
by comparing it with states of similar size.
We recommend an amount of Rs.5000
crore as grant for maintenance of public
buildings. Thishasbeen distributed as shown
in Table 10.8 among the states based on the
plinth area

Table10.8

Grants-in-aid for M aintenanceof Public Buildings

(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7

Andhra Pradesh 0.00 60.64 60.63 60.63 60.63 242,53
Arunachal Pradesh 0.00 14.35 14.35 14.36 14.36 57.42
Assam 0.00 57.66 57.66 57.66 57.66 230.64
Bihar 0.00 89.90 89.90 89.91 89.90 359.61
Chhattisgarh 0.00 4578 45.77 45.77 45.77 183.09
Goa 0.00 6.05 6.05 6.04 6.04 24.18
Gujarat 0.00 50.90 50.90 50.90 50.91 203.61
Haryana 0.00 37.95 37.95 37.95 37.95 151.80
Himachal Pradesh 0.00 36.90 36.90 36.90 36.90 147.60
Jammu & Kashmir 0.00 41.14 41.14 41.13 41.13 164.54
Jharkhand 0.00 39.90 39.90 39.90 39.91 159.61
Karnataka 0.00 51.28 51.28 51.28 51.28 205.12
Kerda 0.00 25.88 25.88 25.87 25.87 103.50
Madhya Pradesh 0.00 110.76 110.76 110.75 110.75 443.02
Maharashtra 0.00 55.90 55.90 55.90 55.91 22361
Manipur 0.00 9.42 9.43 9.43 9.43 37.71
Meghalaya 0.00 8.75 8.76 8.75 8.76 35.02
Mizoram 0.00 5.82 5.82 5.82 5.83 23.29
Nagaland 0.00 11.54 11.55 11.54 11.54 46.17
Orissa 0.00 97.28 97.28 97.29 97.29 389.14
Punjab 0.00 37.95 37.95 37.95 37.95 151.80
Rajasthan 0.00 53.27 53.27 53.27 53.28 213.09
Sikkim 0.00 8.04 8.03 8.04 8.04 3215
Tamil Nadu 0.00 60.64 60.63 60.63 60.63 242,53
Tripura 0.00 12,53 12,53 12,53 12,52 50.11
Uttar Pradesh 0.00 150.07 150.07 150.08 150.06 600.28
Uttaranchal 0.00 24.40 24.40 24.40 24.40 97.60
West Bengal 0.00 45.30 4531 45.32 45.30 181.23
Total States 0.00 1250.00 1250.00 1250.00 1250.00 5000.00




184

Twelfth Finance Commission

10.23 The grants for maintenance of
roads & bridges as also for buildings are
expected to be an additionality, over and
above the normal maintenance expenditure
to be incurred by the states. These grants
should be released and spent in accordance
with the conditionalities indicated in
annexures 10.4 to 10.6. Monitoring of the
expenditure relating to these grants
would rest with the state governments
concerned.

Additional Grants-in-aid for States

10.24 It is seen that the formula used for
horizontal distribution of sharable taxes
among the states, by its nature, cannot take
care of al dimensions of the fisca needs
of astate. It is, therefore, necessary to look
at certain common aswell as specific needs
of the states. Previous finance
commissions, starting with the Sixth
Commission, have been providing separate
grants-in-aid for special needs of the states,
even when the TOR did not make any
specific reference to special problems.
Based on our discussions and visits to the
states, we have also decided to recommend
grants for certain common and specific
needs of the states. These are discussed in
the following paragraphs.

M aintenance of Forests

10.25 Severd stateshaverepresented that
subsequent to the restrictions placed by the
Supreme Court on exploitation of forest
wealth, the forests have become a net
liability for the states rather than a source
of revenue. The Eleventh Finance
Commission had recommended preparation
and implementation of scientific work plans
for management of forests for the country
asawhole. Some of the states have already

got work plans approved and have started
implementing them. They have, however,
pointed out that maintenance of the forest
area as per the working plan has become a
problem due to financial constraints. They
have pleaded that separate grants should be
provided to them for maintenance of
forests. We recognise that forests are a
national wealth, and the country asawhole
has a responsibility in preserving it.
Accordingly, we have decided to
recommend agrant of Rs.1000 crore spread
over the award period 2005-10 for
maintenance of forests. This would be an
additionality over and above what the states
have been spending through their forest
departments. This amount has been
distributed among the states based on their
forest area, and it should be spent for
preservation of forest wealth. It should also
result in increased expenditure to the extent
of this grant, in addition to the normal
expenditure of the forest department. Table
10.9indicatesthe state-wise break-up of this
grant.

Heritage Conservation

10.26 During our visits to the states, we
had occasion to see several historical
monuments and archaeological sites. It was
noticed that many of these were poorly
maintained. Several state governmentshave
sent proposals for providing funds for their
maintenance. These requests have been
considered carefully. We are of theview that
these historical monuments and
archaeological sites constitute our non-
renewable cultural resource, and thereis a
definite need to preserve them and to
encourage people to visit them.
Accordingly, we have decided to
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Table10.9

Grants-in-aid for Maintenanceof For ests

(Rs.incrore)

State Forest Area 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
(Sg.Km.)

1 2 3 4 5 6 7 8

Andhra Pradesh 44637 13.00 13.00 13.00 13.00 13.00 65.00
Arunachal Pradesh 68045 20.00 20.00 20.00 20.00 20.00 100.00
Assam 27714 8.00 8.00 8.00 8.00 8.00 40.00
Bihar 5720 1.00 1.00 1.00 1.00 1.00 5.00
Chhattisgarh 56448 17.00 17.00 17.00 17.00 17.00 85.00
Goa 2095 0.60 0.60 0.60 0.60 0.60 3.00
Guijarat 15152 4.00 4.00 4.00 4.00 4.00 20.00
Haryana 1754 0.40 0.40 0.40 0.40 0.40 2.00
Himachal Pradesh 14360 4.00 4.00 4.00 4.00 4.00 20.00
Jammu & Kashmir 21237 6.00 6.00 6.00 6.00 6.00 30.00
Jharkhand 22637 6.00 6.00 6.00 6.00 6.00 30.00
Karnataka 36991 11.00 11.00 11.00 11.00 11.00 55.00
Kerda 15560 5.00 5.00 5.00 5.00 5.00 25.00
Madhya Pradesh 77265 23.00 23.00 23.00 23.00 23.00 115.00
Maharashtra 47482 14.00 14.00 14.00 14.00 14.00 70.00
Manipur 16926 6.00 6.00 6.00 6.00 6.00 30.00
Meghalaya 15584 6.00 6.00 6.00 6.00 6.00 30.00
Mizoram 17494 5.00 5.00 5.00 5.00 5.00 25.00
Nagaland 13345 5.00 5.00 5.00 5.00 5.00 25.00
Orissa 48838 15.00 15.00 15.00 15.00 15.00 75.00
Punjab 2432 0.40 0.40 0.40 0.40 0.40 2.00
Rajasthan 16367 5.00 5.00 5.00 5.00 5.00 25.00
Sikkim 3193 1.60 1.60 1.60 1.60 1.60 8.00
Tamil Nadu 21482 6.00 6.00 6.00 6.00 6.00 30.00
Tripura 7065 3.00 3.00 3.00 3.00 3.00 15.00
Uttar Pradesh 13746 4.00 4.00 4.00 4.00 4.00 20.00
Uttaranchal 23938 7.00 7.00 7.00 7.00 7.00 35.00
West Bengal 10693 3.00 3.00 3.00 3.00 3.00 15.00
Total States 668200 200.00 200.00 200.00 200.00 200.00 1000.00

recommend an amount of Rs.625 crore
spread over the award period for this
purpose. In distributing this amount among
the states, we have been guided by the
requirements indicated by them. This grant
will be used for preservation and protection

of historical monuments, archaeological
sites, public libraries, museums and
archives, and also for improving the tourist
infrastructure to facilitate visit to these
sites. Table 10.10 indicates the grants-in-
aid earmarked for each state.



186 Twelfth Finance Commission
Table10.10
Grants-in-aid for Heritage Conservation
(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7
Andhra Pradesh 0.00 10.00 10.00 10.00 10.00 40.00
Arunachal Pradesh 0.00 1.25 1.25 1.25 1.25 5.00
Assam 0.00 5.00 5.00 5.00 5.00 20.00
Bihar 0.00 10.00 10.00 10.00 10.00 40.00
Chhattisgarh 0.00 2.50 2.50 2.50 2.50 10.00
Goa 0.00 5.00 5.00 5.00 5.00 20.00
Gujarat 0.00 6.25 6.25 6.25 6.25 25.00
Haryana 0.00 3.75 3.75 3.75 3.75 15.00
Himachal Pradesh 0.00 2.50 2.50 2.50 2.50 10.00
Jammu & Kashmir 0.00 2.50 2.50 2.50 2.50 10.00
Jharkhand 0.00 2.50 2.50 2.50 2.50 10.00
Karnataka 0.00 12.50 12.50 12.50 12.50 50.00
Keraa 0.00 6.25 6.25 6.25 6.25 25.00
Madhya Pradesh 0.00 5.00 5.00 5.00 5.00 20.00
Maharashtra 0.00 12.50 12.50 12.50 12.50 50.00
M anipur 0.00 1.25 1.25 1.25 1.25 5.00
Meghalaya 0.00 125 125 125 1.25 5.00
Mizoram 0.00 1.25 1.25 1.25 1.25 5.00
Nagaland 0.00 1.25 1.25 1.25 1.25 5.00
Orissa 0.00 12.50 12.50 12.50 12.50 50.00
Punjab 0.00 2.50 2.50 2.50 2.50 10.00
Rajasthan 0.00 12.50 12.50 12.50 12.50 50.00
Sikkim 0.00 1.25 1.25 1.25 1.25 5.00
Tamil Nadu 0.00 10.00 10.00 10.00 10.00 40.00
Tripura 0.00 1.25 1.25 1.25 1.25 5.00
Uttar Pradesh 0.00 12.50 12.50 12.50 12.50 50.00
Uttaranchal 0.00 1.25 1.25 1.25 1.25 5.00
West Bengal 0.00 10.00 10.00 10.00 10.00 40.00
Total States 0.00 156.25 156.25 156.25 156.25 625.00

State-specific Needs

10.27 All the states, in their memoranda,
have asked for grants for tackling certain
state-specific issues. For obvious reasons,
it has not been possible to consider al such
requests. An assessment of the more
pressing needs of the states was made on
the basis of the representations made by the

states in meetings as well as during
Commission’s visits to the states. State-
wise details of grants-in-aid recommended
for state-specific needs are given ahead.

Andhra Pradesh

(i) Drinking water supply to fluoride-
affected areas: The state
government has requested for a
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(i)

special package for installation of
de-fluorination plants in Nalgonda
and neighbouring districts to supply
safe drinking water by complete
removal of fluorosis, at an estimated
cost of Rs.500 crore. We have
provided Rs.325 crore for this
purpose.

Improving the socio-economic
conditions of the people living in
the remote areas: The state
government hasrequested for agrant
of Rs.300 crore for construction of
roads in remote and tribal areas. An
amount of Rs.175 crore has been
provided for this purpose.

Arunachal Pradesh

Treasury buildings: For its 12 treasury and
5 sub-treasury buildings, which are in a
dilapidated condition, the state government
has requested for an assistance of Rs.10
crore, which is being provided.

Assam

(i)

(ii)

Development of urban areas: The
state government has requested for
a provision of Rs.924 crore for
construction of road side drains and
for clearing storm water drains in
Guwahati city. An assistance of
Rs.121 crore is being provided as
seed money for construction of road
sidedrainsin Guwahati city.

Health infrastructure: For
expanding and improving eye care
facilities in the high-tech hospital
set up at Guwahati with the assistance
of the state government, a sum of
Rs.9 crore has been requested for.
This is being provided to the state
government.

Bihar
()

(ii)

(iii)

Technical education: As major
technical institutions have gone to
Jharkhand after the bifurcation, an
amount of Rs.108.33 crore has been
requested by the stateto improve and
expand the existing technical
institutions like Muzaffarpur
Institute of Technology, Bhagal pur
College of Engineering, Lok
Nayak Jayaprakash Institute of
Technology and six government
polytechnics. A grant of Rs.50
crore is being provided for this
purpose.

Establishment of Administrative
Training Institute: The
Administrative Training Institute of
Bihar waslocated at Ranchi anditis
now with Jharkhand government.
Bihar government now proposes to
establish a new institute at an
estimated cost of Rs. 110.17 crore.
A grant of Rs.50 crore is being
provided for this purpose.

e-Governance: The state has
formulated aproject, Bihar Revenue
Administration Intra Net (BRAIN),
with an estimated cost of Rs.47.95
crore. The project aims at collecting
and using on-line data relating to
commercial taxes, registration,
treasuries and sub-treasuries and the
Directorate of Provident Fund, with
the data centrelocated in the finance
department. The project covers not
only internal computerization of the
above offices, but also their district
level offices across the state. We
have provided Rs.40 crore for this
project.
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(iv) Construction of homes under schools and hostels, preferably for
Juvenile Justice Act and girls.
improvement of remand home, ,
after-care home and residential Chhattisgarh
school for the handicapped: A (i) Development of the state capital at
proposal in this regard has been Raipur: The state has requested for
submitted by the state at an estimated an amount of Rs.1000 crore for
cost of Rs.21.20 crore. An amount development of the state capital at
of Rs.20 crore has been provided for Raipur. We have provided Rs.200
this project. crore for creating state level
infrastructure including con-
v) Improvem_ent of Prba” wat_er supply struction of secretariat, legislative
and drainage: A project for S
) assembly and other buildings at
augmentation of water supply, i .
: - Raipur on land to be made available
sewerage and drainage facilities in by the State qovernment
maj or towns has been formulated by y 9 '
the state. It is estimated to cost (i) Improving the police in-
Rs.180 crore. The same amount has frastructure: The state hasrequested
been provided. for a grant of Rs.237 crore for
(vi) Fireservices: In order to strengthen upgrading and improving arms/

the infrastructure of fire service, the
state government has prepared a
development plan at an estimated
cost of Rs.10.65 crore. The proposal
includes construction of fire station
buildings, replacement of old fire
engine equipments, purchase of new
equipments and setting-up of afire
service training school. A provision
of Rs.10 crore has been madefor this
purpose.

(vii) Construction of residential schools

and hostels for SC/ST/OBC: With a
view to improving the educational
levels of the children of SC/ST and
other weaker sections of the society,
the state government has proposed
construction of residential schools
and hostels for boys and girls at a
cost of Rs.124.22 crore. A sum of
Rs.50 crore has been provided for
construction of such residential

ammunition, equipments, vehicles,
training and communication
infrastructure of the police force.
We have provided Rs.100 crore for
this purpose.

Goa

Health infrastructure: As against an
assistance of Rs.150 crore sought by the
state, a grant of Rs.10 crore is being
provided for the improvement of primary
health centres.

Gujarat

Salinity ingress: The State has made a
request for an amount of Rs.1000 crore to
tackle salinity ingress problem, particularly
in the Saurashtra coastal area. Gujarat hasa
long sea coastline of 1600 kms., which is
about onethird of thetotal coastlineof India.
About seven lakh hectare of coastal land in
the state has lost its fertility due to ingress
of salinity, which in turn has affected the
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economic prosperity of the coastal region.
Given the urgency of tackling the problem,
we have provided Rs.200 crore for such
projects.

Haryana

Water logging/salinity and declining
water table: The state government has
stated that in some parts of Haryana, large
scale introduction of canal irrigation has
resulted in higher water table with brackish
water underneath. The problem of water-
logging and salinity is threatening the
agricultural production in the state. Further,
dueto over-drawal in sweet water zone, there
is considerable decline in the ground water
table in such zones. The state government
has requested for a grant of Rs. 523 crore
to address these problems. We have
provided Rs. 100 crore for this purpose.

Himachal Pradesh

Development of urban areas. A sum of
Rs.13.46 crore has been requested for
construction of Sanjuali bye-pass. We have
provided Rs.12 crore for the purpose. The
state has also prepared a project for
augmenting water supply in Shimlaat acost
of Rs.39.37 crore. We have provided Rs.38
crore for the purpose. In all, the state is
being provided grants amounting to Rs.50
crorefor development in and around Shimla.

Jammu & Kashmir

(i) Tourism related schemes. The state
government has sought an assistance
of Rs.136.33 crore to upgrade its
tourism facilities. An assistance of
Rs.90 croreisbeing provided for this
purpose.

(i) Construction of Public Service
Commission building in Jammu: As
against an assistance of Rs. 15.85

crore sought by the state
government, a sum of Rs.10 crore
isbeing provided.

Jharkhand

(i) Development of the state capital at
Ranchi: The State has requested for
an amount of Rs.5000 crore for
development of the state capital at
Ranchi. We have provided Rs.200
crore for creating state level
infrastructure including
construction of secretariat and other
buildings at Ranchi on land to be
made available by the state
government.

(i) Special needs of the police force:
The state government has requested
for agrant of Rs.181.90 crore to set
up new police stations and for
modernising and improving the
effectiveness of the police force.
We have provided Rs.130 crore for
this purpose.

Karnataka

(i) General administration: The state
has requested for an amount of
Rs.250 crore for improving the
general administration including
state-wide WAN and for upgradation
of training institutes. We have
provided the amount sought by the
state for these purposes.

(i1) Youth services and sports facilities:
Anamount of Rs. 100 crore hasbeen
requested for improvement of youth
services and sports facilities
including construction of multi-
gymsand sportscomplexesat Taluka
levels. We have provided the amount
sought by the state for this purpose.
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(iit) Improvement of

(iv)

police ad-
ministration: The state has
requested for agrant of Rs.100 crore
to modernise police administration
and improve its effectiveness. We
have provided the amount sought by
the state for this purpose.

Improvement of health services:
The state government has requested
for a grant of Rs.350 crore for
improving health services by
providing ambulance services at
local level. We have provided
Rs.150 crore for the purpose.

Kerala

(i)

(i)

Inland waterways and canals. The
state government has stated that
inland water transport, whichwasan
important part of transport system
until a few decades ago, has fallen
into disuse. This system of transport
has attained great importance again
for bulk transport of goods and for
tourism. The state government has
requested for a grant of Rs.237.49
crore for improving the existing
main canals and feeder canals. We
have provided Rs.225 crore for this
purpose.

Coastal zone management: The
state government has asked for a
grant of Rs.199.43 crore for
construction, maintenance and
reformation of the sea walls in the
state. It has been pointed out that
Kerala Coast is subject to severe
erosion, which undermines the
valuable coastal eco-system and
affects the lives of millions of
people. Nearly 100 kilometres of
coastal zone, prone to severe sea

erosion, needs to be urgently
protected on a long-term basis. We
have provided Rs.175 crore for this
purpose.

(iti) Improvement of quality of school

education: The state government has
requested for agrant of Rs.258 crore
forimproving thequality of standards
of education in 416 schools by
constructing laboratories and
libraries, and for providing
computers. We have provided
Rs.100 crore for this purpose.

Madhya Pradesh

(i)

(i)

Development of tourism: The state
government hasrequested for agrant
of Rs.90 crore for development of
tourism infrastructure  for
promoting religious tourism,
heritage tourism, wildlife and
adventure tourism, development of
the Jain circuit and development of
new tourist destinations at
Burhanpur, Asirgarh and Seoni. We
have provided Rs. 67 crore for this
purpose. The grant should not be
used for payment of salaries,
construction of tourist bungalows
and purchase of vehicles.

Development of road in-
frastructure: The state government
has made a request for a grant of
Rs.1000 crore to improve the road
infrastructurein the state. It hasbeen
mentioned that the state has a very
low density of roads and
consequently very poor con-
nectivity. We have already made a
provision of Rs.586.88 crore as
grants-in-aid for maintenance of
roads and bridges (vide table 10.7)
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and Rs.67 crore for development of
tourism infrastructure in the state
(sub-para(i) above). Considering the
needs of the state in this sector, we
recommend additional grant of
Rs.208 crore for improvement of
the existing roads and for extending
the road network to remote areas.
With this additional grant, the
total allocation for the road sector
for the state will be more than
Rs.800 crore.

(ii1) Development of urban areas: A

grant of Rs. 29.71 crore has been
requested for improvement of the
existing water supply system,
construction/widening of road
network and improvement of
drainage facilities in Dewas, which
serves as the satellite town of two
important citiesof Indoreand Ujjain.
We have provided Rs.25 crore for
the purpose of development of this
important urban area.

Maharashtra
(i) Infrastructure for women and child

(ii)

development programme: The state
government hasrequested for agrant
of Rs.93 crore to improve the
infrastructure for women and child
development. We have provided
Rs.50 crore for the purpose, with
the stipulation that the grant should
not be spent on manpower and
vehicles.

Coastal and eco-tourism: The state
government hasrequested for agrant
of Rs.1000 crore for integrated
tourism development in coastal
areas. We have provided Rs.250
crore for the purpose.

Manipur

(i) Secretariat complex: For the

(i)

construction of the fourth and fifth
floors of Manipur secretariat, the
state government has requested for
an assistance of Rs.3.50 crore. We
have provided the amount sought for
by the state government for this
purpose.

Spoorts complex: In order to upgrade
the facilities of its sports complex,
the state government hasindicated a
capital expenditure requirement of
Rs.16.07 crore. We have provided
Rs 15 crore for this purpose.

(iii) Loktak lake: For improving the

water management at the lake, the
state has requested an assistance of
Rs.32.88 crore. We have provided
Rs 11.50 crore for this purpose.

Meghalaya

(i) Zoological park: For protecting

(i)

endangered species, the state
government has requested for an
assistance of Rs.30 croreto establish
azoological park. We have provided
the amount sought for by the state
for this purpose.

Botanical garden: In order to
conserveflora, the state government
hasrequested for aprovision of Rs.5
crore for establishment of a
botanical garden. We have provided
the same.

Mizoram

()

Bamboo flowering: The state has
sought an assistance of Rs.566 crore
to meet its project cost for tackling
the problem of rodents arising out
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of impending bamboo flowering,
which leads to large scale losses in
agriculture and forestry. We have
provided Rs.40 crore for this
purposeto the state for commencing
the project.

(ii) Sports complex: The state
government has requested for an
assistance of Rs.50 crore for the
construction of a sports complex in
Aizwal. We have provided Rs.25
crore for this purpose.

Nagaland

(i) Health facilities: For upgradation of
its health facilities, the state
government has sought an assistance
of Rs.17.92 crore towards capital
expenditure. An assistance of
Rs. 15 crore is being provided for
the same.

(i) Assembly secretariat: Asagainst the
capital expenditure requirement of
Rs.34.60 crore for the construction
of the assembly secretariat, a
provision of Rs.30 crore is being
made.

Orissa

(i) Consolidation and strengthening
eco-restoration work in the Chilika
lake: The Eleventh Finance
Commission had provided Rs.30
crore for undertaking consolidation
measures for eco-restoration works
in the Chilika lagoon. Given the
vastness of the lagoon, the state has
requested for an additional support
of Rs.30 crore from the Twelfth
Finance Commission for con-
solidating and further expanding the
scope of eco-restoration works and

improving the socio-economic
conditions of the fishermen
dependent on the lagoon. We have
provided the amount sought by the
state for this purpose.

(i) Sewerage system for
Bhubaneswar: The state
government has made a request for
Rs.150 crore during 2005-10, being
25 per cent of the estimated project
cost of Rs.600 crore, for providing
a comprehensive sewerage system
with necessary branch sewers, trunk
sewers and treatment units in the
capital city of Bhubaneswar.
Absence of comprehensive
sewerage system has been causing
pollution of major river systems and
hence calls for timely action. We
have provided Rs.140 crore for this
purpose.

Punjab

Sagnant agriculture: Agriculturein Punjab
is beset with a number of problems, which
include continuous deterioration in the soil
health, depletion of water table, ecological
degradation, and inadequacy of post harvest
infrastructure. The state government had
constituted an advisory committee on
agriculture which submitted itsreport titled
‘ Agriculture Production Pattern Adjustment
Programme in Punjab for Productivity and
Growth’. The state government has
requested the Twelfth Finance Commission
to provide adequate funds for implementing
programmes, which aim at weaning away
farmers from rice-wheat-rotation. We are
providing Rs.96 crorefor this purpose. The
sum may be used for initiating appropriate
programmes in a few districts on a pilot
project basis.
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Rajasthan
(i) Indira Gandhi Nahar Pariyojana:

(i)

The state government has stated that
Indira Gandhi Nahar Pariyojana is
still incomplete due to paucity of
funds. The project involves transfer
of surplus water of Ravi and Beas
rivers to desert and border districts
of the state with a view to
eliminating drought, irrigating desert
areas and providing drinking water.
Anamount of Rs. 411 crore hasbeen
requested by the state for
undertaking remaining works of the
project. As accelerated completion
of the project will mitigate the
adverse effects of desertification
and hostile climatic condition, we
have provided Rs.300 crore for the
purpose.

Meeting drinking water scarcity in
border and desert districts:
Rajasthan isamongst the most water
deficient states in the country. The
state government has drawn the
attention of the Commission to the
problem of drinking water, which has
assumed alarming proportionsinthe
desert and border districts.
Additional funds amounting to
Rs.295 crore have been requested
by the state government for
augmentation of water from existing
sources, improving the distribution
system and setting up of fluoride and
salinity treatment plantsin the border
and desert districts. We have
provided Rs. 150 crore for
augmentation of water from existing
sources and setting-up of fluoride
and salinity treatment plants in the
border and desert districts.

Sikkim

Construction of airport: The state
government has sought an assistance of
Rs.174 crorefor this purpose. The Eleventh
Finance Commission had provided Rs.50
crore. We are now providing an amount of
Rs.100 crore.

Tamil Nadu

(i)

(i)

Development of urban areas. The
state government has drawn our
attention to the continuing problem
of slumsin some of the urban areas
of the state. We have provided
Rs.250 crore for this purpose, as
against a request of Rs.1107 crore.

Sea erosion and coastal area
protection works: The state has
requested for an amount of Rs.169
crorefor tackling the problem of sea
erosion in various parts of the state.
We have provided Rs. 50 crore for
this purpose.

Tripura

(i)

(i)

Construction of capital complex:
The state government has requested
assistance for the construction of
capital complex which includes :(a)
completion of new assembly
building: Rs.4.40 crore, (b) n e w
secretariat building: Rs. 5.13 crore,
(c) statehigh court building: Rs. 8.65
crore, (d) state guest house at new
capital complex: Rs.6.73 crore and
(e) seismic retrofitting and
renovation of Ujjyanta palace: Rs.4
crore. We have provided Rs28 crore
for this purpose.

Establishment of a 150 bedded
hospital for Dhalai district at
Kulai: The state has requested
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Rs.11.99 crore against which an
amount of Rs.11 crore is being
provided.

(iii) Construction of a model prison at

Bishalgarh: The state has requested
Rs.11 crore, against which an
amount of Rs.10 crore is being
provided.

Uttar Pradesh

(i)

(i)

Renovation of more than 100 year
old collectorate buildings. The state
has requested for Rs. 180.25 crore
to renovate and reconstruct 29
collectorate buildings, which are
morethan 100 yearsold andinavery
bad condition. We have provided
Rs.60 crore for this purpose.

Accelerating development of
Bundelkhand and eastern regions:
The State has requested for a grant
of Rs.5044.56 crore for accelerating
the development of Bundelkhand and
eastern regions, which arerelatively
underdevel oped dueto lack of socidl
and economic infrastructure
facilities. With aview to bridging the
regional disparities existing within
the state, we have provided Rs.700
crorefor the purpose. The grant may
be utilised for schemes pertaining to
improvement of water supply and
sanitation facilities, rehabilitation of
distressed dams, construction of
roads and bridges and ground water
recharge/ rain water harvesting.

(ii1) Development of urban areas: A

request of Rs.52.47 crore has been
made for improving the physical
infrastructure of Allahabad city,
which is an important pilgrimage

centre receiving lakhs of pilgrims
every year. The grant isrequired for
various developmental activitieslike
water supply, drainage, sewerage,
cattle colony, slaughter houses,
parks etc. We have provided Rs.40
crore for this purpose.

Uttaranchal

(i)

(i)

Development of the state capital:
The state government has requested
for an amount of Rs.398 crore for
development of the state capital. We
have provided Rs.200 crore for
creating state level infrastructure
including  construction  of
secretariat, assembly, public service
commission and other buildings on
the land to be made available by the
state government.

Promotion of tourism: The state
government has submitted a number
of proposals to promote tourism by
improving physical infrastructurein
tourist destinations, improving
access to tourist places, and
developing new tourist destinations.
The cost of these proposals comes
to about Rs.325 crore. We have
provided Rs.35 crore for this
purpose.

(ii1) Health infrastructure: The state

government hasrequested for agrant
of Rs.6 crore for establishment of a
50 bed speciality eye hospital at
Dehradun to provide high quality
tertiary eye care to people of
Uttaranchal and neighbouring areas
of other states. The state government
has stated that the hospital would give
free treatment to the poor, as
presently there is no such facility in
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the state. We have provided Rs.5
crore for this purpose.

West Bengal

(i)

(ii)

Arsenic contamination of ground
water: Arsenic contamination of
ground water is a serious problem
affecting certain areas in West
Bengal. To provide arsenic free
water to about 77.76 lakh population
in 4,747 habitations, the state
government has projected its
requirement of funds at about Rs.
964 crore. Given the serious threat
to the health of the community due
to arsenic contamination of ground
water, we have provided Rs.600
crore for this purpose.

Problems relating to erosion by
Ganga-Padma river in Malda and
Murshidabad districts: The state
government has drawn attention to
the problem posed by severe bank
erosion of theriver Ganga-Padmain
Malda and Murshidabad districts.
The severity of the problem hasbeen
increasing over time. The Eleventh
Finance Commission had provided
Rs.60 crore for tackling this
problem. The State government
has requested for additional
grant amounting to Rs.500 crore

for the critical anti-erosion schemes
in the two districts. We have
provided Rs.190 crore for this
purpose.

(iii) Development of Sundarbans
Region: The state government has
requested for a grant of Rs. 150
crore for accelerating the
development of the Sundarbans
region. It has stated that Sundarbans
is a predominantly riverine area,
which is not easily accessible. The
bulk of the population in the region
is dependent on agriculture. This
region needs focused attention for
development of agriculture,
strengthening of embankments,
development of communication
facilities, provision of power supply
etc. We have provided Rs. 100 crore
for the purpose.

10.28 Table 10.11 sums up the grants-in-
aid recommended by us for state-specific
needs. While these grants have been phased
out equally over the last four years, this
phasing should be taken as indicative in
nature. The states may communicate the
required phasing of grants to the central
government.

10.29 A statement indicating total transfers
to the statesis given in Table 10.12. a0
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Table10.11
Grants-in-aid for State-specific needs
(Rs.incrore)

State 2005-06 2006-07 2007-08 2008-09 2009-10 2005-10
1 2 3 4 5 6 7
Andhra Pradesh 0.00 125.00 125.00 125.00 125.00 500.00
Arunachal Pradesh 0.00 2.50 2.50 2.50 2.50 10.00
Assam 0.00 32.50 32.50 32.50 32.50 130.00
Bihar 0.00 100.00 100.00 100.00 100.00 400.00
Chattisgarh 0.00 75.00 75.00 75.00 75.00 300.00
Goa 0.00 2.50 2.50 2.50 2.50 10.00
Gujarat 0.00 50.00 50.00 50.00 50.00 200.00
Haryana 0.00 25.00 25.00 25.00 25.00 100.00
Himachal Pradesh 0.00 12.50 12.50 12.50 12.50 50.00
Jammu & Kashmir 0.00 25.00 25.00 25.00 25.00 100.00
Jharkhand 0.00 82.50 82.50 82.50 82.50 330.00
Karnataka 0.00 150.00 150.00 150.00 150.00 600.00
Kerda 0.00 125.00 125.00 125.00 125.00 500.00
Madhya Pradesh 0.00 75.00 75.00 75.00 75.00 300.00
Maharashtra 0.00 75.00 75.00 75.00 75.00 300.00
M anipur 0.00 7.50 7.50 7.50 7.50 30.00
Meghalaya 0.00 8.75 8.75 8.75 8.75 35.00
Mizoram 0.00 16.25 16.25 16.25 16.25 65.00
Nagaland 0.00 11.25 11.25 11.25 11.25 45.00
Orissa 0.00 42.50 42.50 42.50 42.50 170.00
Punjab 0.00 24.00 24.00 24.00 24.00 96.00
Rajasthan 0.00 112.50 112.50 112,50 112.50 450.00
Skkim 0.00 25.00 25.00 25.00 25.00 100.00
Tamil Nadu 0.00 75.00 75.00 75.00 75.00 300.00
Tripura 0.00 12.25 12.25 12.25 12.25 49.00
Uttar Pradesh 0.00 200.00 200.00 200.00 200.00 800.00
Uttaranchal 0.00 60.00 60.00 60.00 60.00 240.00
West Bengal 0.00 222,50 222,50 222,50 222,50 890.00
Total States 0.00 1775.00 1775.00 1775.00 1775.00 7100.00
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Chapter 11

Fiscal Reform Facility

11.1 Para 8 of our terms of reference
requires us to “review the Fiscal Reform
Facility introduced by the Central
government on the basis of the
recommendations of the Eleventh
Finance Commission, and suggest
measures for effective achievement of its
objectives’.

Background

11.2 As apart of its additional term of
reference, which was notified on April 28,
2000, the Eleventh Finance Commission
(EFC) was asked to draw a monitorable
fiscal reform programme aimed at reduction
of revenue deficit of the states and
recommend the manner in which the grants
to the states to cover the assessed deficit in
their non-plan revenue account may be
linked to progress in implementing the
programme. In its interim report submitted
in January 2000, the EFC had recommended
alumpsum provision of Rs. 11000 crorein
the central budget 2000-01 for revenue

deficit grants to states. Thereafter, in its
main report submitted in July 2000, the EFC
recommended arevenue deficit grant of Rs.
35359 crore during 2000-2005 for 15
states. The remaining 10 states were
assessed to be in revenue surplus.

11.3 With regard to the mandate assigned
through the April, 2000 notification, the
EFC submitted a supplementary report on
30th August, 2000. Although only 15 states
were assessed to be in revenue deficit and
consequently, the fiscal reforms
programme could have covered these states,
the majority view in the EFC favoured
making fiscal performance based grants
available to all (then 25) states through an
incentive fund. The incentive fund was
recommended to be set up in two parts, one
by withholding 15 per cent of the Rs. 35359
crore deficit grants for 15 states and the
other, by an equal matching contribution by
government of India, with year-wise phasing
asshowninTable11.1.

Table 11.1
Composition of the Incentive Fund

(Rs.incrore)
Year Withheld Portion of the Revenue Deficit Grants Contribution of the Centre  Total Fund
2000-01 1523.06 598.48 2121.54
2001-02 1080.43 1041.11 2121.54
2002-03 994.64 1126.91 2121.55
2003-04 861.74 1259.81 2121.55
2004-05 843.99 1277.55 2121.54

Total 5303.86

5303.86 10607.72
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11.4 In view of the overal objective of
bringing down the revenue deficit of all
states at the aggregate level to zero by 2004-
05, the EFC identified five indicators as a
measure of the fiscal performance of the
states and recommended weights for each,
asindicated below :

S.No. Indicator Weight (per cent)
(i) Growth of tax revenue 30
(i) Growth of non-tax revenue 20

(i) Growth of non-plan revenue
expenditure on salaries and

allowances 30
(iv) Interest payments 10
(v) Reduction of subsidies 10

It was stated that the areas indicated for
monitoring were only suggestive and so
were the weights. These could be suitably
modified, while drawing state specific
programmes. For assessing the overall
performance, excess achievement in some
areas could be balanced against shortfall in
others, keeping the broad contents of the
reform, indicated in the EFC’s main report,
inview.

The Scheme of Fiscal Reform Facility

11.5 As recommended by the EFC, an
incentive fund in the form of Fiscal Reform
Facility (FRF) was set up by the Ministry
of Finance leaving 85 per cent of the
revenue deficit grant recommended by the
EFC to be released to the states without
linking it with performance. Theremaining
15 per cent, which constituted part A, has
been linked with the improvement in fiscal
performance. Asfar aspart B is concerned,
the initial share of the states was worked
out pro rata, on the basis of the population,
as per the 1971 census. The amount was to
be made availableto astate on achieving an
improved level of performance in regard to
various fiscal indicators.

11.6 While introducing the scheme of
FRF, government of India prescribed a
single monitorableindicator for the purpose
of making rel eases from the incentive fund.
Theindicator expected each stateto achieve
a minimum improvement of 5 per cent in
the revenue deficit/surplus as a proportion
of its revenue receipts each year till 2004-
05 measured with reference to the base year
1999-2000. The revenue deficit was to be
inclusive of:

(i) contingent liabilities such as
guarantees and letters of comfort
dueinthat year, whichwould directly
constitute budget liabilities; and

(i) subsidies due to public sector
enterprises (PSEs), whether or not
the state pays such asubsidy upfront;
thus, a budget subsidy payable to a
state electricity board (SEB) would
be “recognized” as a revenue
expenditure, for the purpose of
computing revenue deficit.

11.7 Under the scheme, if a state was
unableto get theamount initially earmarked
for it in any year, this amount would not
lapse but would continue to be carried
forward upto the fourth year i.e. upto 2003-
04. If the state was still not ableto draw in
full the amount indicated on the basis of the
performance of the first four years, the
undisbursed amount would become a part
of the common pool, to be shared by the
performing states in the fifth year on apro
rata basis, in addition to the amounts to
which they would otherwise be entitled.

11.8 The EFC aso recommended that in
addition to the incentive for better
performance, central government was also
to consider a fiscal reform programme
linked assistance, by way of extended ways
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and means advance and additional open
market borrowings. The scope and
dimension of these facilities were to be
decided by the central government, bearing
in mind their macro-economic implications
and the centre’s fiscal position. The
facilities were to be linked to the
monitorable fiscal reform programme
drawn up by the states.

11.9 TheEFC recommended setting up of
amonitoring agency to review the progress
intheutilization of EFC grants. Accordingly,
a monitoring committee headed by
Secretary (Expenditure) was set up in the
Ministry of Finance. In terms of the
guidelines issued by the Ministry of
Finance, each state was expected to take
effective steps for revenue augmentation
and expenditure compression over the five-
year period so as to broadly achieve the
following objectives with reference to the
base year 1999-2000, as laid down in the
main report of the EFC :

(i) gross fiscal deficit of the states as
an aggregate to reduce to 2.5 per
cent of GSDP,

(ii) revenue deficit of all states, in an
aggregate, to fall to zero;

(ii1) interest payments as a percentage of
revenue receipts of the state sector
as awhole to remain between 18 to
20 per cent.

The supplementary report of the EFC had
also recommended that the increase in
wages and salaries should not exceed 5 per
cent or theincreasein consumer priceindex
whichever is higher, increase in interest
payments should be limited to 10 per cent
per year and explicit subsidies should be
brought down by 50 per cent over the next

five-year period, with aview to eliminating
subsidiescompletely by 2009-10. Giventhe
contours of these fiscal objectives, state
governments were asked to dovetail time
bound action points covering fiscal
objectives and reforms, power sector
reforms, public sector restructuring and
budgetary reforms. Based on these
guidelines, each state was to draw up a
Medium Term Fiscal Reform Programme
(MTFRP) and enter into aMemorandum of
Understanding (MOU) with the central
government.

11.10 The scheme mentioned above was
subjected to certain changes after its
inception. For states that were already in
revenue surplus, it was felt that it would be
adequate, if, with improving revenue balance,
the state shows a commensurate
improvement in its balance from current
revenue (BCR). It was, therefore, decided
that the revenue surplus states would be
expected to achieve a minimum
improvement of three percentage points in
the BCR, asapercentage of non-planrevenue
receiptsin each year. Further, in the case of
special category states, a two percentage
point improvement in the ratio of revenue
deficit to total revenue receipts with effect
from 2002-03 entitled them to releases
from the incentive fund. With effect from
September 2003, government of Indiaalso
decided to finance the cost of reforms, such
as voluntary retirement scheme (VRS) etc.
in states through a blend of grants and open
market borrowings. In the case of the special
category states, government of Indiawould
finance 80 per cent of such costs. For non-
special category states, 60 per cent of such
costs would be met by the centre. Counter-
part funds for these measures are to be
provided by the states from their own
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revenues. This facility is not available to
states which are beneficiaries of any
structural adjustment loans from
multilateral/bilateral agencies in that
particular year. For different reform
initiatives, the assistance extended by
government of India has a different
composition of grants and additional open
market borrowings. The assistance of the
government of India has aso been made
available to the states for restructuring of
debt with financial institutions, to take
advantage of the low interest regime. The
“debt restructuring” included "debt re-
schedulement’ or ‘re-financing’ but not * debt
pre-payment’ or exercise of any put option.
Re-schedulement or re-financing could
involve payment of premium on account of
lower interest on the new debt vis-a-visthe
old debt. It was decided that government of
India, through the FRF, would share a part
of a state's share of the premium cost of
the restructuring by allocation of additional
open market borrowing. We have been
informed that Nagaland and Himachal
Pradesh have been assisted under this
facility.

11.11 As of 31st August, 2004, the
Medium Term Fiscal Reforms Programme
of 25 states has been finalized by the
monitoring committee and memoranda of
understanding have been signed with 19
states. MOUs of two states — Uttaranchal

and Madhya Pradesh are in final stages of
discussion and are expected to be signed
soon. Uttar Pradesh and Sikkim have asked
for amendments in their MOUs and are yet
to furnish therevised ones. Thetotal amount
released from the incentive fund of
Rs. 10607.72 crore till mid-November,
2004 was Rs. 5029.51 crore. Thisincluded
an amount of Rs. 40.65 crore released for
voluntary retirement schemes (VRS) etc.
The releases pertained to the years 2000-
01 to 2002-03 except for Tripura, Orissa,
Rajasthan and Karnataka, which have been
granted the releases for 2003-04 also. The
performance of individual states in terms
of the ratio of revenue deficit/surplus to
total revenue recelipts and the total releases
made from the fund to individual statesis
indicated in annexure 11.1. Annexure 11.2
indicates the year-wise releases made
to states from part A and part B of the
fund.

11.12 The guidelines issued by the
Ministry of Finance on states' FRF envisage
that if the state sector, on an average
achieves a five percentage point reduction
in revenue deficit (RD) as percentage of
revenuereceipt (RR) consistently each year,
by the financial year 2005-06, the sector as
awhole would come into revenue balance.
Against this objective, the performance of
the states as reported by the Ministry of
Finance has been as shown in Table 11.2.

Table11.2
Ratio of Revenue Deficit/Surplusto Total Revenue Receipts(TRR)

RD/TRRratio 1999-00 2000-01 2001-02 2002-03 2003-04 BE/RE 2004-05BE
FRF objective -27.40 -22.40 -17.40 -12.40 -7.40 -2.40
Performance -27.23 -23.85 -24.49 -21.00 -22.89*

Source : Ministry of Finance
* : RE for 24 states/BE for 4 states
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Itisobserved from thistable that stateshave
achieved a 6.23 percentage point reduction
in RD/RR ratio by 2002-03 as against the
targeted 15 percentage point reduction over
the base year, 1999-00. In 2003-04, the
position deteriorated by 1.89 percentage
points. The data collected by the
Commission, however, show a slightly
different outcomein each year withtheratio
(including net lotteries) of revenue deficit/
surplus to total revenue receipts for states
declining by 6.24 percentage points from
1999-00 to 2002-03, as indicated in the
Table 11.3. Therewasafurther deterioration
of the order of 2.05 percentage points in
2003-04.

11.13 We have beeninformed that, as per
the scheme envisaged by the EFC for fiscal
reform programme linked assi stance by way
of extended ways and means advances and
additional open market borrowings,
additional amounts by way of open market
borrowings are being allocated to the states
for (i) meeting a structural adjustment
burden, necessitating voluntary retirement/
severance payments for downsizing public
sector enterprisesand corecivil serviceand
(ii) steps linked to fiscal reforms
programme, if these have an initial ‘reform
cost’ that impacts upon the budget. Seven
states, namely, Nagaland, Kerala, Mizoram,
Andhra Pradesh, Tamil Nadu, Orissa and
Sikkimwereallowed additional open market
borrowings to the tune of Rs. 2363 crore
to fund ongoing reform initiatives. Medium

term loans of Rs. 3151 crore were extended
to six fiscally stressed states, namely,
Manipur, Orissa, Assam, Ragjasthan, West
Bengal and Nagaland, to fund 66 per cent
of their opening deficit for 2002-03 after
they had drawn up M TFRPs and entered into
MOUswith government of India. Anamount
of Rs. 40.65 crore has so far been released
as grant from Part B of the incentive fund
for the purpose of structural reforms. This
includesRs. 29.91 crorereleased during the
financial year 2003-04 to Jammu and
Kashmir, Manipur and Keralaand Rs. 10.74
crore released during the current financial
year to Nagaland and Punjab. During the
financial year 2003-04, an amount of
Rs. 255.99 crore has been allocated as
additional open market borrowings to
Manipur (Rs. 5.20 crore), Kerala (Rs.
200.00 crore), Nagaland (Rs. 0.81 crore)
and Himachal Pradesh (Rs. 49.98 crore).

Mid Term Review by the Ministry of
Finance

11.14. Ministry of Finance has carried out
a mid term review of the facility in early
2004. Some of the points, highlighted inthe
review and relevant to our terms of
reference, are as follows :

(i) On both tax and non-tax revenues,
the performance of the states has
been in line with the projections of
the EFC. The problem lies with the
trends for revenue expenditure,
particularly on account of the rising
interest burden;

Table11.3

Ratio of Revenue Deficit/Surplusto Total Revenue Receipts

All States 1999-00 2000-01

2001-02

2002-03 2003-04RE 2004-05BE

RD/TRR ratio -27.53 -23.59

-25.19 -21.29 -23.34 -13.99
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(i)

(iii)

On the basis of performance, 5
states could be classified as
consistently improving (Kerala,
Uttar Pradesh, Goa, Sikkim, and
Chhattisgarh), 4 States as
consistently deteriorating (Gujarat,
Himachal Pradesh, Uttaranchal and
Jharkhand), 12 states as showing
initial improvement and then
deterioration (West Bengal,
Rajasthan, Punjab, Bihar, Tamil Nadu,
Manipur, Madhya Pradesh, Assam,
Haryana, Karnataka, Tripura and
Meghalaya) and the remaining states
as showing initial deterioration and
then improvement (Maharashtra,
Jammu and Kashmir, Andhra
Pradesh, Mizoram, Nagaland,
Arunachal Pradesh and Orissa);

There was ‘admittedly’ a design
faillure in prescribing auniform five
percentage point improvement inthe
ratio for all states. At the beginning
of the reform period, 1999-2000,
states had different magnitudes of
revenue deficits as a percentage of
revenue receipts. While the average
revenue deficit as a percentage of
revenue receipts was 27 per cent,
individual states had much higher
ratios ranging from 10 per cent
(Tripura) to (West Bengal) 90 per
cent. A design alternative could have
been to prescribe an 18 percentage
point improvement for West Bengal
annually, and a 2 percentage point
improvement for Tripura. If states
start off with larger base year
deficits, it is relatively easier for
them to make hugeimprovementsin
the initial years. West Bengal, for
example, wasableto reducetheratio

to 52 per cent in one year, a 38
percentage point improvement. The
state has thus achieved in one year,
what it was expected to achieve in
5 years,

(iv) Although the gross fiscal deficit
(GFD) and revenuedeficit (RD) have
come down and are projected to
improve further, the “strong
reforms’ objectivesof a GFD at 2.5
per cent of GDP and a zero revenue
deficit by 2004-05 are not likely to
beachieved. A programmethat does
not fully address the problem of a
plan revenue deficit will not be able
to eradicate revenue deficit
altogether;

(v) The facility has largely failed to
address the need for a steady
convergence to a stable, sustainable
debt path. The ultimate aim of any
medium term fiscal reforms is to
bring down debt to sustainablelevels.
The stock of consolidated debt
(including guarantees) to total
revenue receipts should not exceed
300 per cent. It must be the aim of
every state to ultimately reach this
objective through its MTFRP;

(vi) Corrective measures in regard to
states’ debt such as debt-swap
arrangement, special relief for
severely debt stressed states etc.
need to be considered.

Views of the States

11.15 States have submitted divergent
views regarding the FRF including
suggestions to discontinue the facility, to
increase the size of the incentive fund and
to change the criteria. The views, as
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submitted by the states in their memoranda
are summarized as follows :

(i)

(i)

(iii)

(iv)

v)

(vi)

(vii)

The scheme goes against the spirit
of article 275 of the Constitution,
as it extends the facility to even
states which are not in deficit, and
hence not in need of grants.

The scheme should be reviewed in
the light of the provisions under
article 275 of the Constitution. If the
Commission feels that conditional
release of grants is constitutionally
tenable, the scheme should have a
built-inflexibility and due alowance
be given for external factors over
which the states have no control.

The single monitorablefactor should
be removed and a medium-term-
matrix-based program instituted.

There has been asignificant shortfall
in devolution of central taxes as
compared to the estimates by the
Eleventh Finance Commission. As
such, states have not been able to
achieve the prescribed target due to
centre’s poor performance in
revenue collection.

The size of the fund is insignificant
and does not provide a proper
incentive.

Assistance should be given as a
proportion of thelevel of correction.

In case of states that achieve a
reduction in the ratio of revenue
deficit to revenue receipt by more
than 25 per cent before five years,
the year to year reduction clause
should be modified.

(viii)

(ix)

(x)

(xi)

(xii)

The assessment of performance of
a state in the fiscal reforms
programme should be primarily
based onitsachievement with regard
to the reduction of the primary
revenue deficit, wherein the policy
variables (such as state’s own
revenue, non-plan revenue
expenditure excluding interest
payment on account of past loans,
etc.) are within the control of the
state government.

The monitorable objective (i.e.
reduction of revenue deficit as
percentage of revenue receipt by 5
per cent every year) in terms of
which the performance of a state
under the medium term fiscal
reform programme is judged needs
to be reviewed and reduced to
2 per cent.

The incentive fund should be
discontinued and al the criterialaid
down as a precondition to the
release from the fund, should bein-
built into the performance
parameters on which theformulafor
devolution will be based.

The FRF in its present form should
be scrapped and all the withheld
revenue deficit grants should be
released forthwith to the states.

Separate central funds should be
earmarked as incentive funds for
fiscal reforms. Another scheme
which takesinto account theinherent
backwardness and circumstances of
the special category states should be
framed for such states.
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Views of the Ministry of Finance

11.16 The Commission called for the
specific views of the Ministry of Finance
on the functioning of the facility. The
Ministry of Finance hasdrawn our attention
to some of the key lessons learnt from the
implementation of the facility, as
summarized below:

(i)

(i)

(iii)

Thefacility encouraged the statesto
draw MTFRPs for the first time. It
is an important development in
managing state financesinasmuch as
the states have started thinking about
fiscal matters on a medium-term
framework.

As fifty per cent of the incentive
fund was contributed from the
withheld portion of the non-plan
revenue deficit grant of 16 statesand
the remaining 50 per cent from
government of India, the revenue
deficit  states  contributed
disproportionately to the fund and
the remaining 12 states made no
contribution. In a way, while 16
revenue deficit states stood to lose
fiscal resources to cover their non-
plan deficits, in case they did not
bring about the necessary
correction, other states only had to
gainfromthe Fiscal Reform Facility
and there was no negative incentive
for them.

The size of the incentive fund at
Rs. 10600 crore over a period of 5
years and Rs. 2120 crore per annum
wasrelatively small, considering the
fact that the total transfers to the
states including tax devolution,
grants (plan and non-plan) and small
savingstransfers/plan loans average

(iv)

v)

Rs. 60000 crore, Rs. 40000 crore
and Rs. 90000 crore respectively per
annum. Some other reforms
facilities like Accelerated Power
Development and Reforms
Programme (APDRP) have larger
financial alocation.

The states were expected to draw up
an MTFRP, which was expected to
have fiscal projections, factoring in
the effect of various measures
suggested by the Eleventh Finance
Commission and the measures
which, in the opinion of the states
and the central government were
required to be taken to achieve the
necessary correction of reduction in
revenue deficit of 5 percentage
points per annum on an average. For
making reforms  scenario
projections, the states should have
drawn a baseline scenario, on the
basis of the trend and the operating
policy framework in 1999-2000. An
assessment of the fiscal impact of
various measures, suggested by the
Eleventh Finance Commission and
agreed to be taken by the states
would have given the programme of
reforms. The states did not prepare
either baseline or reform based
projections. The MTFRP of many
states did not even project
achievement of 25 per cent revenue
deficit reduction/improvement,
leading to the inference that the
states did not have any plan/
programme to enable them to
achieve the target.

Initially, a uniform criterion of 5
percentage points improvement in
RD ratio was prescribed for every
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(vi)

(vii)

state, including the special category
states. For the revenue surplus states,
a 3 percentage point annual
improvement in the balance from
current revenue as a percentage of
their non-plan revenue receipt was
adopted as the criterion for the
release from the incentive fund. In
the third year, guidelines were
amended to provide that special
category states could achieve a
minimum improvement of 2
percentage points (from 2002-03
onwards). This criterion for special
category states could further be
modified to link their performance
to their own revenues and
expenditures, as the overall fiscal
performance of these states
depended disproportionately on the
central transfers.

The definition of revenue deficit
presented problems. Some states
argued for consolidated revenue
deficit including the deficit of the
power sector utilities. Some states
wanted revision of the definition of
revenue deficit, mid-stream. Thisled
to adoption of different definitions
of revenue deficits for different
states. Release criteriaalso led some
states to resort to window dressing
in numbers.

The reform programme and
conditionalities, agreed to by the
states in their MOUSs, were not
linked to the release of incentive.
There was no effective way of
monitoring the achievementsor lack
of that for states in relation to the
agreed reforms. Moreover, the

disconnection between reform
conditionality and any reward/
punishment framework based
thereon, made the structure of
MOUs quite weak. MOUs were
neither disclosed for public
information nor were they shared
with other states.

(viii) Thefacility of financing reformswas
not available to those states which
were beneficiaries of any structural
adjustment loans from multilateral/
bilateral agencies in that particular
year. There hasbeen very limited use
of the window that provides for
structural adjustment costs, whichis
apart of the FRF.

11.17 The Ministry of Finance has
suggested that theincentive from the central
government through the FRF could be a
two-part facility, with part A of theincentive
fund (comprising 60 per cent of the total
fund) being released on achievement of
agreed path/targets of fiscal correction
based on multiple but separate criteria, and
part B (comprising the remaining 40 per
cent of thetotal fund) of the incentive fund,
being released on the states taking certain
agreed reforms action. It has further
been stated that there are five most
prominent indicators of fiscal performance,
namely,

(i) ratio of interest and pensionsto total
tax revenues of the state (comprising
own tax revenuesand sharein centra
taxes), indicating clearly what part
of the tax revenues of the states go
in funding currently unproductive
expenditure;

(ii) ratio of salaries, wages and other
costs of personal benefits to
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employees to states’ total tax
revenues, which captures current
personnel delivery cost of
government;

(iii) ratio of present debt and liabilities
of the state to states’ acceptable
level of debt and liabilities; the
acceptable level of debt and
liabilities should be determined by
working out what debt at currently
effective rate of interest can be
supported by assuming an
ideal interest to tax revenues
ratio of 20 per cent in Indian
situation;

(iv) ratio of consolidated revenue deficit
(inclusive of deficits/losses of all
state owned entities) to revenue
receipts, and

(v) ratio of fiscal deficit to GDP.

Part A of theincentive fund could be linked
to performance vis-a-vis these five
indicators, each of which may be given a
weight. The states should be asked to draw
a medium-term reform programme for
closing the gap between the base year
(2004-05) ratio and the target ratios (to be
recommended by the TFC) expected to be
achieved. Proportionate releases can be
made on the basis of annual achievements
every year. Part B of the incentive fund
should be meant for incentivising specific
fiscal reforms action. Certain key reforms
actions, which have been suggested as part
of the reforms programme are :

a) enactment of fiscal responsibility
legislation;

b) eliminating access to overdrafts
from RBI;

c) streamlining of pensions by
converting unfunded pensionsinto a
pensions fund;

d) mandatory financial viability analysis
of every project and upfront
provision of the viability gap;

e) delinking wage and inflation
increases for the state employees
from the central system;

f) adoption of VAT; and

g) full computerization of treasuries,
fiscal transactions management and
debt recording and management.

Every specific action could be incentivised
by providing a specified amount of fiscal
grant. If the state does achieve the same,
incentive can be released.

Our Analysisand Approach

11.18 We have analyzed in detail the
functioning of the facility from the point
of view of assessing whether it has met its
objectives. While doing so, we have
considered the points brought out inthe mid
term review of the Ministry of Finance and
the submissions of the central and state
governments to the Commission. We note
that as per the stated objectives of the
facility, the fiscal targets mainly relate to
reduction in GFD of states, revenue deficit
of states, interest payments, wages and
salaries, and subsidies together with the
achievement of reform objectives in the
power sector, public sector etc.

11.19 The mid term review has termed
the various fiscal reform initiatives and
reform initiatives in public sector
restructuring, power sector and budgetary
reforms taken by states as a positive
outcome of the facility. Although the
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introduction of the scheme seems to have
imparted a certain measure of disciplinein
the states in that they have been persuaded
to draw up MTFRPsand sign MOUsand has
sensitized them to the need for fiscal
consolidation, in terms of actual fiscal
performance the scheme has not been as
effective. The percentage of revenue deficit
to total revenue receipts of al statesin the
aggregate wasto bereduced to 7.40 per cent
in 2003-04 based on an annual 5 percentage
point improvement. Data provided by
Ministry of Finance, however, indicatesthat
the percentage in 2003-04 was 22.89 per
cent. Further, an amount of Rs. 2121.54
crore was expected to be released from the
fund in each of the 5 years starting from
2000-01. Theamounts actually released are
Rs. 2006.67 crore for 2000-01, Rs. 1691
crore for 2001-02, Rs. 1037.52 crore for
2002-03 and Rs. 253.67 crore for 2003-
04. The releases actually made in respect
of the years 2000-03 work out to 74.4 per
cent of the expected releases. This
comprises 87.88 per cent of the expected
releases from part A and 56.85 per cent of
expected releases from part B.

11.20 Aspart of the reform scenario, the
EFC had projected that the fiscal deficit of
states in the aggregate would be 2.94 per
cent in 2003-04 and fall further to 2.5 per
cent of GDP by 2004-05. Similarly, the
revenue deficit in the aggregate was to fall
to 0.59 per cent of GDP in 2002-03 and
become zero in 2004-05. The mid term
review states that out of 28 states, 12 have
been either consistently improving or have
shown an improvement after initial
deterioration. Theremaining states have not
shown an improvement. As far as the
aggregate position of all statesisconcerned,
Table 11.4 brings out the actual
performance vis-a-visthe projections made
by the EFC. It may be noted that the actual
fiscal deficit in 2003-04 (RE) is higher than
that in 1999-2000.

11.21 The performance of all states with
reference to interest payments (which were
to be 18-20 per cent of revenue receipts of
the states as a whole and were to grow at
rates limited to 10 per cent per year) and
expenditure on salaries (whose growth was
to be limited to 5 per cent per annum in

Table11.4

Revenueand Fiscal Deficit of States

(per cent of GDP)
1999-2000 2000-01 2001-02 2002-03 2003-04
(i) Fiscal Deficit
Eleventh Finance Commission Projections 471 4.27 3.83 3.38 294
Actual position 4.64 4,16 4.09 3.9 4,97
(ii)  Revenue Deficit

Eleventh Finance Commission Projections 2.96 237 178 118 0.59
Actual position 2.82 261 2.68 2.29 2.67

(iti)  Outstanding debt (including reserve funds and deposits)
Eleventh Finance Commission Projections 25.07 26.46 27.24 27.49 21.27

Actual position 25.20 27.42 29.37 31.15 31.23
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Table11.5

Profile of Expenditureon I nterest Paymentsand Salariesof States

1999-00 2000-01 2001-02 2002-03 2003-04
Interest payment as a % of total revenue receipts 22.46 22.42 25.23 26.04 26.07
Annual growth rate of interest payments (%) 24.06 15.95 18.31 13.09 19.27
Annual growth rate of salaries and allowances (%) 18.44 2.36 3.23 5.64 12.58
terms of the objectives of the facility), has  11.23 In order to provide an adequate

been indicated in Table 11.5. Clearly, the
objectives set out by EFC and envisaged in
the MTFRP in regard to the fiscal deficit,
revenue deficit and the targets relating to
growth of interest payments and salaries
have not been and are not likely to be met.

11.22 The primary objective around
which the facility has been structured isthe
elimination of the revenue deficit of states,
so that surpluses are available for creation
of capital assets. We have suggested
elsewherein our report that each state must
enact a fiscal responsibility legislation so
asto eliminate the revenue deficit by 2008-
09. Our terms of reference require us to
suggest measures for the effective
achievement of the objectives of the
Facility. In our view, the major drawbacks
of the present scheme are : (a) the scheme
does not provide an adequate incentive for
prudent fiscal behaviour, as the size of the
fundisrelatively small; (b) thewithholding
of deficit grant itself leads to a
deterioration in the finances of the states
inasmuch as the additional gap so left open
is bridged through borrowings with
implicationsfor future; and (c) prescription
of a uniform target does not invariably
reward prudent behaviour, as it provides a
soft and easily achievable target for states
with large deficits and a difficult one for
the more prudent states.

incentive for prudent fiscal behaviour, the
size of the fund would need to be
substantially larger than the present size. The
central government may, however, not be
ableto find resources to create an incentive
fund of the required magnitude, particularly
in the context of the additional resource
transfers recommended by the Commission
elsewhere. We are not in favour of setting
up of afacility by withholding deficit grants
which have been assessed on a normative
basis. Further, we find that that the central
government has not been able to strictly
adhere to the terms and conditions of the
facility. For example, the definition of the
revenue deficit has not been uniform for all
states. Rel eases have not always been based
on credible data such as the finance
accounts. Changes seem to have aso been
made on a selective basis to accommodate
states when they faced a fiscal crisis.
A scheme which lends itself to such
arbitrary flexibility is, in our view, not
desirable.

11.24 We have taken note of the
observation made by the Ministry of Finance
that the facility has failed to address the
problem of lack of convergence to a stable
and sustainable debt path. A scheme, which
incentivises prudent behaviour and
simultaneously tackles the problem of debt
burden of states, appears to us to be more



210

Twelfth Finance Commission

conducive to the achievement of the
objective of elimination of the revenue
deficit. We have, in chapter 12, devised an
incentive scheme based on fiscal
performance, which will meet the objectives
prescribed for the FRF and at the sametime
provide debt relief to states.

Conclusion

11.25 The Commission notes the efforts
made by anumber of statesto undertake an
improvement of their respective medium-
term fiscal situations in the period 1999-
2000 to 2003-04. There is undoubtedly a
need to encourage states to draw up a
medium-term programme for fiscal
reforms and consolidation. But, after
carefully weighing the various arguments
and considerations on both sides of the
issue, the Commission does not
recommend continuation of the FRF over
the period 2005-10. As discussed earlier,
the following maor reasons underlie the
Commission’s recommendation.

11.26 First, despite the operations of the
FRF, the aggregate fiscal deficit of states
actually increased from 4.64 per cent of
GDPin 1999-2000to 4.97 per cent in 2003-
04 (RE), as compared to the Eleventh
Finance Commission reform scenario
projection of 2.9 per cent of GDP by 2003-
04. Similarly, the states’ revenue deficit
declined only marginally from 2.82 per cent

of GDP in 1999-2000 to 2.67 per cent in
2003-04. Also, the outstanding debt of the
statesrose substantially from 25.20 per cent
of GDP in 1999-2000 to 31.23 per cent in
2003-04. While many other factors were
also at work during thisperiod, itisdifficult
to avoid the conclusion that the FRF did not
play asignificant role in bringing about an
improvement in the states' fiscal position
in the past five years.

11.27 Second, it appears that the scale of
the incentive fund of the FRF was not able
to provide adequate incentives to counter
the short-term “rewards” of imprudent
fiscal behaviour by the states.

11.28 Third, the operation of such a
reform facility necessarily requires
judgment and discretion in the application
of broad parameters of conditionality. This
leads to severa dilemmasin afederal fiscal
structure. On balance, the Commission
takes the view that the finance commission
transfers should be asfree of subjective and
discretionary dimensions as is practically
feasible.

11.29 Finally, recognizing the paramount
importance of improving the states’
medium-term fiscal situation, the
Commission has decided to reflect these
considerations in the scheme of debt relief,
asdescribed in chapter 12. Thisobviatesthe
need for a separate fiscal reform facility.
a0



Chapter 12

Debt Position of States:
Relief and Corrective M easures

12.1 Para 9 of our terms of reference
(TOR) requires us to make an assessment
of the debt position of the states as on the
31st March 2004, and suggest such
corrective measures, as are deemed
necessary, consi stent with macro-economic
stability and debt sustainability. While
making recommendations, weightage is to
be given to the performance of the statesin
the fields of human development and
investment climate.

Approach of Earlier Finance
Commissions

12.2 The Second Finance Commission
was the first one to handle the issue of state
debt and was required to make
recommendation on rates of interest and
terms of repayment of central loans made
to states after independence and upto 31st
March, 1956. Thereafter, a review of the
state debt has been aterm of referencefrom
the Sixth Commission onwards. Till the
Eighth Commission, the TOR of finance
commissions required them to make an
estimation of the non-plan capital gap of the
states and to undertake areview of the debt
position with particular reference to the
central loans to states. These commissions
were asked to suggest debt relief measures
having regard to the overall non-plan capital

gap and the purposes for which loans had
been utilized and the requirements of the
centre. From the Ninth Finance Commission
onwards, finance commissions were
mandated to review the debt position of the
states as a whole and suggest corrective
measures. The Ninth Commission was
required to suggest corrective measureswith
particular reference to investments made in
infrastructure projects and to link them to
improvements in financial and managerial
efficiency. While the Tenth Finance
Commission had the mandate to suggest
corrective measures keeping in view the
financial requirements of the centre, the
Eleventh Finance Commission (EFC) was
required to consider the long-term
sustainability of debt for both the centreand
the states. Our TOR are at adlight variance
with that of the EFC in that, apart from debt
sustainability, the measures are to be
consistent also with macro-economic
stability. In addition, thereis areferenceto
linking the recommendations to
performance of the states in the fields of
human development and investment
climate.

12.3 We have examined the manner in
which the finance commissions in the past
have approached the problem of states’ debt
and the fiscal measures necessary for
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maintaining debt at sustainable levels. The
finance commissions had commented on the
need to consider the cost of debt, the use
and the productivity of borrowed fundsand
the arrangements for amortization of debt
whileresorting to borrowings. In particul ar,
the Ninth Finance Commission was of the
view that the solution to the problem of
public debt lay in borrowed funds (a) not
being used for financing revenue
expenditure and (b) being used efficiently
and productively for capital expenditure so
as to either earn returns or increase the
productivity of the economy resulting in
increased governmental revenues. The
Tenth Finance Commission had, similarly,
commented that the disturbing features of
the debt profile of states were the diversion
of borrowed funds for meeting revenue
expenditure, use of loans in unproductive
or non-performing enterprises and non-
provision of depreciation or amortization of
funds in respect of government owned
assets. This led to repayments being made
out of fresh borrowings. The EFC observed
that the determination of stable and
sustainable levels of debt would depend
critically upon the rate of growth of
(nominal) GDP/GSDP, the effectiveinterest
rate on borrowing by the concerned
governments (centre/states), the rate of
growth of revenue receipts and the
proportion of primary expenditure
(expenditure other than interest payments)
relative to GDP/GSDP that may be
considered desirable. Given other things, a
state which had ahigher growth raterelative
tointerest rate, would be ableto sustain debt
at ahigher level relativeto GSDP. The EFC
also identified the steps desirable for
reducing the debt burden of states as the
following :- (i) incremental revenue receipts

should meet theincremental interest burden
and the incremental primary expenditure,
(i) asurplus should be generated on revenue
account to go into a sinking fund to meet
future repayment/obligation, and (iii) state
should have and maintain balance in its
revenue account.

12.4 As required by our TOR, we have
already suggested in chapter 4 a
restructuring plan that would restore
budgetary balance and enable the statesand
the centre to achieve macro-economic
stability and debt reduction along with
equitable growth. We have analyzed the
reasons for the mounting debt and the
revenue and fiscal deficitsof states. We have
also looked at the various conditions for
macro-economic stability. Our approach to
debt sustainability and the fiscal discipline
required for macro-economic stability have
been outlined in that chapter. The
suggestions contained therein provide the
overal context for the corrective measures
in regard to the existing debt to be
considered in this chapter.

Debt Position of the States

125 We have made an assessment of the
debt position of the statesason 31st March,
2004. We have also collected data from the
states on their estimates of outstanding debt
ason 31st March, 2005. The public debt of
states comprises internal debt [(including
market borrowings, loans from banks and
financial institutions, special securities
issued to the National Small Savings Fund
(NSSF)], loans from the centre, and small
savings and provident funds, etc. The total
outstanding debt of states, including short
term borrowings, is estimated at Rs 865859
crore at the end of March 2004 and is



Chapter 12: Debt Position of States. Relief and Corrective Measures 213

expected to rise to Rs 963870 crore by the
end of March 2005 as per data collected
from states. The share of market borrowings
(including loans from banks and ways and
means advances) and provident funds and
deposits was 35.60 and 14.94 per cent
respectively at the end of 2003-04 and is
likely to be 37.23 and 14.74 per cent
respectively at theend of 2004-05. The state-
wise composition of debt at the end of 2003-
04 and 2004-05 are at annexures 12.1 and
12.2.

12.6 Previous finance commissions had
followed the practice of excluding the short-
term components of debt viz. ways and
means advances and reserve funds and
deposits, while looking at the debt position
of states. Table 12.1 shows the results of a
similar exercise carried out on the basis of
information provided to us by the states in
regard to estimated debt of state
governments, excluding ways and means
advances and reserve funds and deposits.

Table 12.1
Total Outstanding Debt of State Gover nments

(Rs.in crore)

At theend of Financial Year 2003-04 2004-05
200690 230292
102531 124236
3) Loansfrom Centre* 252809 261416
4) Provident Funds & Deposits etc. 129376 142103
5) Others@ 97906 123303
TOTAL 783312 881350

1) Market Loans
2) Loansfrom Banksetc.

Source : State gover nments
* May include NSSF loans also.
@ Includes NSSF loans for some states

12.7 In recent years, market borrowings
have emerged as the cheapest source of
funds for state governments, with interest
rates declining continuously from 14 per
cent in 1995-96 to around 6 per cent by

2003-04. The states' access to market
borrowings is, however, regulated by the
central government keepinginview itsown
requirementsand theliquidity in the market.
The central loans to states form the largest
component of the states’ debt. These are
often market loans raised by the centre at
the prevailing interest rates but onlent to
states at rates of interest very different from
the market rates. The practice of the central
government providing loans to the states
enables the centre to exercise control over
the borrowingsof states, asunder article 293
of the Constitution, a state cannot raise any
loan without the consent of government of
India, if any part of aloan which has been
made to a state by the central government
or aguarantee is still outstanding.

12.8 The loans given by the central
government to states comprise::

a) loansfor state plan schemesasapart
of normal central assistance,
additional central assistancefor state
projectsfunded by external agencies
and the loan component of the
schematic portion of several state
plan schemes (state plan loans),
which are consolidated as one loan
on October 1 every year, carrying the
samerate of interest and other terms
of conditions;

b) small savings loans comprising of
loans given prior to April 1, 1999,
when the National Small Savings
Fund was created;

¢) loans for centrally sponsored
schemes/central plan schemes and
other miscellaneous loans provided
through central ministries,
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Table 12.2

Profile of Central Loansto States

(Rsin crore)

At theend of 1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05

Central loans outstanding* 209882 218380 228902 227343 193034 196346

Total outstanding debt @ 415142 489768 576171 667891 788401 885700
(50.48) (44.59) (39.73) (34.04) (24.48) (22.17)

* Source: Receipts Budget, government of India 2004-05

@ Source: States finance accounts/state government data (excludes reserve funds and deposits but includes W& M Advances)

Figuresin parenthesis are percentage share of central loansto total outstanding debt for all states.

d) medium term loans given by the
Ministry of Finance; and

€) ways and means advance loans by
the Ministry of Finance.

12.9 The outstanding central loans to
states at the end of each year from 1999-
2000 onwards, as indicated in the Receipts
Budget 2004-05 of the government of India,
are shown in Table 12.2. It would be
observed that there has been a gradual
reduction in the dependence of the stateson
the centre for borrowing requirements.
While central loans constituted over 50 per
cent of outstanding loans of statesin 1999-
2000, in 2002-03 thisfigure has declined to
34.04 per cent and isexpected to comedown
further to 22.17 per cent at the end of 2005.
One of thereasonsfor the declineisthat the
central loans no longer include the
borrowings against small savings as the
investments made in specia securities of
states against collections in the NSSF are
maintained in the public account with effect
from 1.4.99. The other reason for the decline
is the debt-swap allowed by the central
government. This has been dealt with later
in this chapter.

12.10 Theratesof interest on centra loans
to states have varied from 7.5 per cent to 13

per cent in respect of plan and non-plan
loans (other than small savingsloans) from
the years 1984 to 2004. In regard to loans
against small savings collections given
before the NSSF was formed, the rate of
interest had varied from 6.25 per cent from
1.8.74 to 31.5.81 to a maximum of 15 per
cent from 1.6.93t0 1.9.93, after whichit was
14.5 per cent from 2.9.93 to 31.12.98 and
14 per cent from 1.1.99 to 31.3.99. Since
central loans formed the largest component
of the state debt in the past, increasing
interest rates on central loans has
contributed, to alarge extent, to the growing
burden of debt servicing of states. Annexure
12.3 indicates details of the rates of interest
applicable on central loans from time to
time.

12.11 The standard criterion for
determining the sustainability of debt of
states has been to arrive at the acceptable
levels of debt-GSDP ratios and the ratio of
interest payments to total revenue receipts.
An analysis of the relative position of the
debt-GSDP ratios of states and the
percentage share of each state in the total
outstanding debt of statesfor the year 2002-
03, which is the latest year for which the
finance accounts are available, shows the
resultsindicated in Table 12.3.
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Table12.3
Debt-GSDP Ratios and Percentage Share of Statesin Overall Debt in 2002-03

S, State Debt Sharein Sl. State Debt Sharein

No. GSDP total debt  No. GSDP total debt
ratio of states ratio of states

General Category States

1 Andhra Pradesh 28.85 750 16  Uttar Pradesh 39.08 11.90

2 Bihar 55.33 479 17 West Benga 41.15 10.46

3 Chhattisgarh 25.46 1.20 .

4  Goa 28.15 0.45 Special Category States

5 Gujarat 33.93 6.61 18 Arunachal Pradesh 55.45 0.18

6 Haryana 27.85 270 19 Assam 3391 1.94

7 Jharkhand 24.28 1.29 20 Himacha Pradesh 63.25 1.71

8 Karnataka 25.12 472 21 Jammu & Kashmir 53.80 1.65

9 Kerela 36.34 465 22 Manipur 43.08 0.31

10 MadhyaPradesh 32.28 4,07 23 Meghaaya 32.17 0.22

11  Maharashtra 21.56 951 24 Mizoram 81.56 0.27

12  Orissa 62.93 423 25 Nagdand 52.10 0.38

13  Punjab 48,51 552 26 Sikkim 60.27 0.13

14  Rgasthan 45.38 6.31 27 Tripura 37.78 0.46

15  Tamil Nadu 26.80 6.02 28 Uttarancha 32.37 0.80

Debt excludesreservefundsand deposits

Theaggregate Debt-GSDPratiofor al states
works out to 34.21 per cent. At the end of
2002-03, all states, except Maharashtraand
Jharkhand, have debt-GSDP ratios
exceeding 25 per cent. Year-wisefigures of
debt-GSDP ratios upto 2002-03 are at
annexure 12.4.

12.12 Inthe context of sustainable levels
of debt, the EFC had recommended that the
proportion of interest payments to revenue

receipts, including tax devolution and
grants, should be reduced to about 18 per
cent compared to the then average of 22 per
cent. We, however, find that from 2000-01
to 2002-03, the average ratio in respect of
17 states has been above 18 per cent and in
respect of 11 states has been above 22 per
cent. Interms of thiscriterion, therefore, 17
out of 28 states have unsustainable levels
of debt. The relative position of states is
indicated in Table 12.4.

Table- 12.4

Interest Payments as a percentage of Revenue Receipts

Per centage of I nterest Payments
to Revenue Receipts
(Aver age of 2000-01 to 2002-03)

States

Andhra Pradesh, Bihar, Gujarat, Haryana, Kerala
Goa, Jharkhand, Karnataka, Madhya Pradesh, Maharashtra, Tamil Nadu

Above 35 % Orissa, Punjab, West Bengdl

28-35% Himachal Pradesh, Rajasthan, Uttar Pradesh
22-28%

18-22%

10-18%

Assam, Arunachal Pradesh, Chhattisgarh, Jammu & Kashmir, Manipur, Meghaaya, Mizoram,

Nagaland, Sikkim, Tripura, Uttaranchal
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State-wise and year-wise data on the ratio
of interest paymentsto total revenue receipts
areat annexure 12.5. The aggregate position
of the ratio of interest payments to revenue
receipts for all states for the year 2003-04
(RE) is found to be 26.07 per cent and in
theyear 2004-05 it isestimated at 25.19 per
cent.

12.13 The deteriorating debt situation of
states is reflected both in terms of the debt-
GSDP ratio and the ratio of interest
payments to revenue receipts. The position
seems particularly grim for the states with
high debt-GSDPratios (i.e. over 35 per cent)
coupled with high ratios of interest
payments to revenue receipts (over 22 per
cent). These states are Bihar, Himachal
Pradesh, Kerala, Orissa, Punjab, Rajasthan,
Uttar Pradesh and West Bengal.

12.14 The Ministry of Finance, in its
review of the Fiscal Reform Facility, has
worked out sustainable levels of debt as a
percentage of total revenue receipts. In its
formulation, debt has been defined as
inclusive of guarantees. It considers non-
special category states as ‘highly stressed’
in terms of debt and debt servicing, if this
ratio exceeds 300 per cent. In the case of
Special category states, the threshold is 200
per cent. The ratio in respect of 20 states
considered in the review, in the year
2002-03, ranges from 96.09 per cent for
Sikkim to 500.93 per cent for West Bengal.
The corresponding figures are estimated at
98.26 per cent to0 529.69 per cent for the year
2004-05. 1n 2002-03, out of 20 states, 7 non-
special category states and 2 special
category states were highly stressed.

12.15 An examination of the debt profile
of statesindicates that the total outstanding
debt of states (excluding reserve funds and

deposits) has risen steadily from 18.62 per
cent of GDPin 1993-94to 27.04 per cent of
GDPin 2002-03. The corresponding figures
for 2003-2004 and 2004-05 are 28.43 per
cent and 28.53 per cent respectively. The
rising debt of states is a reflection of the
deterioration in the fiscal performance of
states and signifies a long- term mismatch
between the growth of revenues and
expenditures of the states. It is the
consequence of persistent increasesin non-
plan revenue expenditure, such as interest
payments, subsidies, salaries and pensions,
together with sluggish growth in tax-GDP
ratios, inadequate returns from public
investments and insufficient growth in
central transfers. Large revenue deficits
haveledto largefiscal deficitsand spiraling
debt, resulting in the emergence of avicious
cycle of deficit, debt and debt service
payments.

Debt-Swap Scheme

12.16 Inthe context of the debt of states,
a mention needs to be made of the recent
initiatives taken by the government of India
to tacklethe high level of interest payments.
Taking advantage of the falling interest
regime, the central government introduced
the debt-swap scheme in September, 2002
to give relief to the states on the * high-cost
debt’ owed by the states to the central
government. High-cost debt was defined as
the debt which carried interest rate of 13 per
cent or above. Only state plan loans and
small savings loans given upto 31.3.99
gualified for debt-swap. We have been
informed that on March 31, 2002, such high-
cost debt amounted to Rs 114325 crore. Two
borrowing sources were identified for
swapping the ‘high-cost’ central
government loans - additional open market
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borrowings and state governments’
investment in small savingssecurities. It was
expected that additional market borrowings
could be raised at around 7 per cent. Asthe
states had over Rs 65000 crore of small
savingsdebt, which carried interest in excess
of 14.5 per cent, this swap was expected to
give the state governments a clear interest
savings of over 6 to 8 per cent in respect of
small savingsloan swapped with additional
market borrowings. The states’ investments
in the NSSF securities carried an interest
obligation of 9.5 per cent. This stream was
expected to result in interest savings of 3.5
per cent to 5.5 per cent. The scheme
envisaged that during the year 2002-03, 20
per cent of net small savings loans payable
to states from September, 2002, would be
used to pre-pay the past debt. Use of 30 per
cent of net small savingsin the year 2003-
04 and 40 per cent of net small savingsin
the year 2004-05 were envisaged for
effecting debt-swap. The small savings are
supplemented with additional market
borrowings by the state governments
depending upon the liquidity position.

12.17 The Ministry of Finance has
informed us that the total debt-swap has so
far been Rs 87672 crore, the year-wise
details of which areindicated in Table 12.5.

Table12.5

Position of Debt-Swap Already Effected
(Rs.in crore)

With Small With Additional  Total

Savings Open Market

Borrowings
2002-03 3766 10000 13766
2003-04 17943 26623 44566
2004-05 upto Sept.04 15559 13781 29340

12.18 In the year 2004-05, the total debt
expected to be swapped isapproximately Rs
46000 crore. The debt-swap is expected to

provide a total interest relief of Rs 31000
crore over its lifetime and Rs 14500 crore
and Rs 28000 crore respectively in the first
five and ten years. We have been informed
that these cal culations of savingsin interest
payments are based on the assumption that
high cost of loans of Rs 1.14 |akh crore have
equal amortization schedule of 20 yearsand
annual payment of Rs 6017 crore and that
the average interest on swapped loansis 7
per cent for additional open market
borrowings and 9.5 per cent for small
savings. The Ministry of Finance has
calculated the savings in the
revenue expenditure of states as a result
of the scheme as 0.75 per cent per
annum.

12.19 The central government has used
the proceeds of debt-swap for pre-paying its
debt to the NSSF assumed at the time of its
creation in 1999. There would, however, be
aloss of revenue for the centre as the high
cost loans were effectively yielding an
average annual interest of 14 per cent,
whereas even where the centre uses the
entire debt-swap proceeds to effect pre-
payment of its debt to the NSSF, carrying a
rate of interest of 10.5 per cent, there would
beaninterest rate differential of 3.5 per cent
per annum. For the states, the debt-swap
scheme results only in a change in the
composition and maturity profile of debt, but
not the overall stock of debt. The benefits,
however, are that over a period of time,
savings by way of lower interest payments
would reduce the pressure on the states
revenue account and, consequently, the
overal borrowing requirements. Further, the
role of the central government as an
intermediary in respect of loans to state
governments gets reduced.
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Debt Relief by Earlier Finance
Commissions

12.20 Beforeformulating our approachto
debt relief, we have looked into the
measures of debt relief provided to states
by successive commissions. We find that
debt relief has been granted in the form of
(i) consolidation of loans on common terms
and with reduction in the interest rates for
the future, (ii) revision in the terms of
repayment of loans given to states without
alowering of interest rates, (iii) moratorium
on interest payments and repayment of
principal duein certain years, (iv) write-off
of loans or repayments falling due during a
specified period, (v) introduction of schemes
of debt relief linked to fiscal performance
etc. While the Second, Seventh and Eighth
Finance Commissions consolidated some of
the earlier loans and rescheduled them at
lower rates of interest, the Sixth Finance
Commission revised theterms of repayment
of outstanding loans. The Seventh Finance
Commission also recommended that small
savings loans outstanding at the end of
1978-79 be converted into loans in
perpetuity. This recommendation was,
however, not accepted by the central
government. Write- off of specificloansalso
constituted a part of the recommendations
of these commissions. We would, however,
like to delve in greater detail on the
recommendations of the three immediately
preceding commissions in regard to debt
relief as these are considered to be more
relevant to us. The Ninth Finance
Commission, in its second report,
recommended write-off of loans given to
states on account of drought during 1986-
89 and outstanding on 31st March, 1989 and
those given to Madhya Pradesh during
1984-89 in connection with the Bhopal Gas

Leak Tragedy with the stipulation that
repayment on account thereof, already made
by the state government by way of principal
and interest shall be adjusted against other
payments due from the state government.
The commission also suggested a
moratorium of two years on repayment of
principal and payment of interest in respect
of special loans given to Punjab during
1984-89. Further, the state plan loans
advanced during the five-year period of
1984-89 and outstanding as on 31st March,
1990 were recommended for consolidation
and reschedulement for 15 yearsin the case
of all states. During the first five yearsi.e.
1990-95, repayments were to be less than
those due on the then existing basis to the
extent of 10 per cent in the case of Andhra
Pradesh, Karnataka, Madhya Pradesh,
Maharashtra, Orissa, Tamil Nadu, Goa and
special category states, 7.5 per cent in the
case of Gujarat, Rgjasthan and Uttar Pradesh
and 5 per cent in the case of Bihar, Haryana,
Kerala, Punjab and West Bengal.

12.21 The Tenth Finance Commission
stated that, since many of therelief measures
recommended by previous commissions
continued to operate, any futurerdlief should
be viewed only as incremental. The
Commission recommended a debt relief
scheme in two parts, namely, (i) a scheme
for general debt relief for all states linked
to fiscal performance and (ii) specific relief
for states with high fiscal stress, special
category states and states with debt
problems warranting special attention. This
wasin addition to aschemefor encouraging
retirement of debt from proceeds of
disinvestment and equity holding of state
governments. The general debt relief
scheme of the Tenth Finance Commission
measured improvement in fiscal
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performance by comparing the ratio of
revenue receipts (including devolution and
grants from the centre) to total revenue
expenditurein agiven year with the average
of the corresponding ratio in the three
immediately preceding years. The
performance of each state was measured
against itsown past performance. Twicethe
excess of the ratio over the average ratio of
fiscal improvement during the preceding
three years was recommended for relief on
loans contracted during the period 1989-95
and falling due for repayment after 31st
March, 1995. Therelief wasadmissible only
to the extent of ten per cent of the amount
due for repayment from these loans in any
year. We observe that the actual relief
sanctioned to states based on the Tenth
Finance Commission recommendationswas
Rs. 212 crore during the period 1995-2000
compared to the relief of Rs. 565.51 crore
(assuming increase in performance by 2.5
percentage points) estimated by the Tenth
Finance Commission. A specificrelief inthe
form of write-off of 5 per cent of repayments
due in regard to fresh central loans given
during 1989-95 and outstanding as on
31.3.95 was a so recommended by the Tenth
Finance Commission for special category
states and three other states (Orissa, Bihar
and Uttar Pradesh), considered to have high
fiscal stress, astheir averageratio of interest
payments to revenue expenditure exceeded
17 per cent during 1989-90 to 1993-94. In
the case of Punjab, one-third of repayment
of principal on special term loansfalling due
during 1995-2000 was recommended to be
waived.

12.22 The EFC did not consider any
special debt relief for the fiscally stressed
states, but continued the general debt relief
scheme of the Tenth Finance Commission
with the following modifications :-

(i) instead of afactor of 2, afactor of 5
was applied on the ratio of fiscal
improvement in terms of revenue
receiptsto total revenue expenditure

(i) thecelling of stipulated relief was set
at 25 per cent of repayment due in
any one year instead of 10 per cent
and

(iii) inthecalculation of revenuerece pts,
the revenue deficit grants
recommended by the EFC under
article 275 were to be excluded.

Thisrelief wasto be available in respect of
fresh loans granted during 1995-2000 and
outstanding on March, 2000. Although the
estimated debt relief wasRs. 600 to Rs. 700
crore, we have been informed by the
Ministry of Finance that till September,
2004, the states qualified for a relief of
Rs. 131.77 croreonly. The stateswhich have
benefited under the scheme are Andhra
Pradesh (Rs. 77.52 crore), Arunachal
Pradesh (Rs. 1.72 crore), Manipur (Rs. 2.47
crore), Tamil Nadu (Rs. 7.89 crore) and
Punjab (Rs. 42.11 crore).

Views of State Gover nments

12.23 Wehave considered the suggestions
made by the state governments in their
memorandain regard to debt relief. A large
number of states have pleaded that interest
rates on central loans to states may be
brought down. Suggestions have been made
for waiver of interest, consolidation of loans,
writing-off of principal, rescheduling and
moratorium on repayments. Many states
have requested for a consolidation and
reschedulement of loans with or without
moratorium on interest and repayment.
Some states have also suggested that a
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portion of the consolidated loans may be
written-off. The continuation of the debt-
swap scheme is another demand of states
with some states suggesting that the scheme
should be extended to all outstanding high-
cost loans including those from financial
institutions. Some states have suggested
modifications to the scheme of debt relief
linked to fiscal performance recommended
by the EFC. The other suggestions made by
states are summarized below:

a) External assistance received by the
government of India as grant-in-aid
should be passed on to the states as
grant and afee may be collected from
the statesfor covering thetransaction
cost.

b) The repayment of the borrowings
from external agencies, passed onto
states, should be on the same terms
and conditions as prescribed by the
external agency and the central
government should charge only afee
for meeting the transaction cost.

¢) In respect of small savings, central
government may recover from the
states only the amount which is to
be paid to theinvestor plusanominal
cost not exceeding half per cent for
administration of the schemes.

d) Debt-swap scheme should be
applicableto all high-cost loans and
states should beallowed toraiselow-
cost loans from the market, both
internal and external, to repay high-
cost loans within certain limitsto be
imposed by the central government.

e) Plan assistance given in the form of
special term loans for meeting

emergencies like insurgency or
natural calamities should be
converted into grant. In future, such
assistance should come in the form
of grants-in-aid only.

f) Additional plan assistance given to
special category states under
Accelerated Irrigation Benefit
Programme and Rural Electrification
Programme should, like other plan
schemes, be converted into 90 per
cent grant and 10 per cent |loan,
instead of 100 per cent, loan asisthe
case at present.

g) The Non-Lapsable Central Pool of
Resources, which consists of the
unspent balance of funds earmarked
in various ministries for the north-
eastern states should be given to the
states concerned as 100 per cent
grant as against the current pattern
of 90 per cent grant and 10 per cent
loan.

h) The rate of interest charged by the
government of India on loans
granted to the states should be
reviewed every year and should be
closely aligned to the prevailing
market rate of interest.

i) The central plan assistance should
generally beintheform of grantsand
the states should have the option to
contract the loan component from
the open market.

j) Financial institutions should be
advised to extend loans to public
sector undertakings on the basis of
the viability of a project without
insisting on the state guarantee.

Views of the Central Gover nment
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12.24 The central government in its
memorandum has stated that an appropriate
fiscal management plan for bringing down
the ratio of state debt to GDP during the
award period isan imperative. It hasfurther
been stated that, while the central
government has been making efforts to
reduce burden of states through debt-swap
and reduction in interest rates on plan loans
and small savingstransfers, state debt to the
centre should not be written-off or
rescheduled, as the centreisno longer in a
position to bear any additional burden on
this count. In any case, debt relief to states
should not be unconditional and across the
board.

12.25 The memorandum also states that
guarantees given by state governments have
risen sharply over the years and at the end
of March 2002, stood at Rs. 166116 crore,
constituting 7.2 per cent of GDP for 17
major states. While steps, administrativeand
legidative, have beeninitiated by some state
governmentsto cap the level of guarantees,
it may be appropriate if the Commission
recommends an appropriate level of
guarantees that may be given by an
individual state government. In so far asthe
central government isconcerned, effortswill
be made to limit fresh guaranteesto 0.5 per
cent of GDP each year, as provided in the

Fiscal Responsibility and Budget
Management Bill.
12.26 In a subsequent reference, it has

been stated that in the case of states, theissue
of debt sustainability is being addressed
through the medium-term fiscal reform
framework. Many states have also been
working towards fiscal correction through
adoption of fiscal responsibility legidation,
ceilingson guaranteesetc. anditisbelieved

that these will favourably impact on their
future borrowing requirement and thereby
on their overall stock of debt.

12.27 On the issue of linking debt relief
to progress in human development index,
the Commission has been urged to balance
the considerations of efficiency with equity
so that the concerns of stateswith lower than
India saverage human development indices,
are taken care of. In any case, debt relief
should specifically addresstheissuesrelated
to cost of debt rather than write-off, which
the centre is not in a position to bear, given
the restraints being put into effect by the

Fiscal Responsibility and Budget
Management Act.
12.28 Inafurther submission ontheissue

of linkage of debt relief to progressin human
development index (HDI), the Ministry of
Finance expressed the view that, given the
diverse methodologies, incomplete
coverage of states and infrequency of data,
it may not be appropriateto link HDI to debt
relief to states. Thereismerit in adhering to
pure “financial” and “fiscal” indicators in
the matter of debt relief.

12.29 Sincethecentral government stated
that the problem of debt sustainability is
being addressed through the medium-term
fiscal reform framework, we specifically
studied the features of the fiscal reform
facility (FRF) related to debt. The mid term
review of the FRF by the Ministry of
Finance has noted that, instead of the
conventional definition of sustainable debt
based on the Domar principle, the
assessment of debt as a percentage of total
revenue receipts has been found more
appropriate, as there is a methodological
problem in using state GSDP as a
denominator. Since there is a
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correspondence between GSDP growth and
growth in states’ revenues, anchoring of
debt asapercentage of total revenuereceipts
(TRR) was not inappropriate. In the
formulation contained in the mid term
review, the definition of debt includes
guarantees. Sustainable debt (including
guarantees) to TRR ratio has been worked
out as 300 per cent for non-special category
states, keeping in view the need for the gross
fiscal deficit to stabilize at 3 per cent of
GSDP. The review states that general
category states can be considered as highly
stressed, if the ratio is greater than 300 per
cent. For special category states, if theratio
is more than 200 per cent, they can be
classified as highly stressed. It has been
estimated that by 2004-05, the number of
highly stressed statesislikely to beto eight
(specia category — Assam and Himachal
Pradesh and non-special category —Kerala,
Maharashtra, Orissa, Punjab, Rgjasthan and
West Bengal).

12.30 The mid term review of the FRF
further suggests that a practical approach
would beto divide statesin three categories,
viz., (a) severely debt stressed, (b)
moderately debt stressed, and (c) non-
stressed. For severely debt stressed, a
modified form of IMF-World Bank HIPC
Initiative covering all loans should be
conceptualized. Further, the debt-swap
scheme must continue and for meeting
reform costs, a blend of loans and grants
should be adopted where the loan part
should not exceed 50 per cent of the mix.

12.31 We are given to understand that
assistance has been made available to states
for restructuring of debt with financial
institutions to take advantage of the low
interest regime. The assistance is for debt

reschedulement or refinancing and
government of India, through the FRF,
shares a part of the premium cost of
restructuring by allocation of additional
open market borrowings. Nagaland and
Himachal Pradesh have availed the benefit
of thisassistancetill now. Further, under the
schemefor financing the cost of reformslike
voluntary retirement scheme (VRS) etc.
through a blend of grants and open market
borrowings, Jammu and Kashmir, Manipur,
Himachal Pradesh, Kerala and Nagaland
have benefited.

12.32 Wealso notethat the Medium Term
Fiscal Policy Strategy of the government of
Indiaplaced before Parliament in July, 2004
intends to encourage states to approach the
market directly rather than routing state debt
through central budget and to consider on-
lending external loans to states on a back-
to-back basis. Further, in the National
Common Minimum Programme, it has been
stated that a structured and transparent
approach to aleviate the burden of debt on
states will be adopted to enable them to
increase social sector investments and that
the interest rates on loans to states will be
reduced.

Studies Assigned by the Commission

12.33 A study was assigned by the
Commission to the Indian Institute of
Management, Ahmedabad to develop a
suitable methodol ogy for assessing thefiscal
sustainability of debt of the states in India
and identifying the mgjor factors that have
led to the deterioration of the debt profilein
therecent past. Using case studiesin respect
of six states, the study was required to
suggest amodel programme of reformsand
policy interventions for resolving the debt
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related issues. The study has recommended
linking of the resource transfers (tax and
grants) from the centre to the statesto states
own revenue generation and their own
account primary deficit. Once the finance
commission determinesthelevel of transfers
to a state on whatever basis, its ratio to
states' own revenues stands determined and
should form the basis of an incentive
scheme. It has further been recommended
that all high interest loans given for
calamity/disaster relief should be considered
separately for either writing them off fully
or partially or giving afive-year moratorium,
apart from reducing interest rates thereon.
It has been concluded that four stateswould
need restructuring of about 15 per cent of
their debt through a five-year moratorium
on interest payments and for two of the
states, this level would be 30 per cent and
50 per cent respectively. All this should be
subject to strict adherence to the
achievement of targeted growth in states
own revenues and in primary expenditure
of 13.5 per cent and 10 per cent per annum
respectively, failing which, the interest
should be added back with penal interest of
additional 2 per cent. It has been suggested
that since loans from the centre have the
highest effective interest rate compared to
other sources of funds for a state, there
should be at least a 200 basis points
reduction in the effective interest rate
charged by the centre and over a five-year
period, it should be brought in line with the
market rate of interest. It has further been
suggested that the existing cap on market
borrowing by states should bereviewed and
more freedom should be given to states
based on their credit rating and overall
economic performance. Regarding small
savings, which carry a higher interest cost,

the centre should give an option to statesin
the matter of availing of these loans. The
centre can supply excess of small savings
from one state to another in need of such
loans. Alternatively, the centre could bear
the difference in the interest cost of these
loans and the market rate of interest. The
study has also suggested that the central
government should facilitate the pre-
payment negotiations of loans by state
governments to the public sector financial
institutions, since they carry a very high
effective interest rate due to their loan
vintage.

12.34 A paper on Debt Sustainability/Debt
Relief was also outsourced by the
Commission. The paper covered various
aspects of debt sustainability, measures of
debt relief and the suggested policy for
futureborrowings. It stressestheimportance
of theelimination of therevenuedeficit with
an additional limit on the size of the fiscal
deficit. A fiscal deficit target of 3 per cent
of GSDPfor every state and atargeted debt
ratio of 25 per cent of GSDP has been
suggested. The achievement of this would,
inter aia, require three different forms of
debt relief in the case of central loans to
states, namely (a) reduction of interest
liability by lowering the interest rate on
central loansto statesto an appropriatelevel,
(b) write-off of debt owed by states to the
centre, eliminating future budgetary
outflows on amortization and interest
payment together with modification of the
policy of central lending to states, and (c)
reschedulement of debt over alonger period
to reduce the annual budgetary outgo for
states in terms of amortization. In order to
explorethe possibility of linking debt relief
to performance in human development, we
examined the reports prepared by the
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Planning Commission and UNDP. For
measuring inter-state differences in
investment climate, two indices, namely,
index of investment attractivenessand index
of investment climate were developed by M/
s Indicus Analytics using a number of
variables. 20 stateswereranked onthebasis
of percentage change between 1996-2001.

Our Approach

12.35 We have taken into account the
existing levels of debt of states, their fiscal
situation, the corrective measures
recommended by previous finance
commissions, the suggestions made by the
central government and the submissions of
the state governmentswhile formulating our
views. We have also taken into account the
suggestions made by the two studies
assigned by us as well as other studies.
Considering al these factors, we are of the
view that unless concrete and immediate
measures are taken to tackle the debt of
states, fiscal sustainability of states cannot
be achieved. We agree with the approach of
the EFC that the incremental revenue
receipts should meet incremental interest
burden and incremental primary
expenditure. We, however, feel that the pre-
requisite to this is the achievement of
revenue balance by instituting measures for
augmenting revenue receipts and
compressing expenditure. As such, debt
relief measures will need to be
recommended by us in the context of debt
considered sustainable and with a view to
eliminating the revenue deficit of the states.
Apart from providing for specific debt relief,
gualitative and quantitative measures also
need to be prescribed to restrict the future
growth of debt stock of states beyond
sustainable levels. Specifically, the debt

relief measures recommended in regard to
central loansto states need to be substantial
and need to encourage better fiscal
performance. The role of the centre vis-&
vis the debt of states needs to be re-
determined by prescribing arational lending
policy for the future. This should include a
rational computation of interest rates for
future loans to the states. In addition, the
futurerequirementsin regard to repayments,
particularly on open market borrowings,
needs to be catered for in a manner that
bunching or bullet payments do not cause
undue fiscal stress.

12.36 As debt is the aggregate of
borrowings made to finance fiscal deficits
over the years, higher revenue and fiscal
deficitslead to larger accretionsin the stock
of debt. We feel that states should make
effortsto eliminate their revenue deficits so
that borrowings are not used to finance
revenue expenditure but are utilized for
generating capital assets. We note that five
states, namely, Karnataka, Kerala, Punjab,
Tamil Nadu and Uttar Pradesh have enacted
fiscal responsibility legislationsto safeguard
fiscal disciplineand imposeastatutory limit
onthesizeof state’sdebt and/or borrowings
(including guarantees). A fiscal
responsibility bill had also been introduced
in the state assembly of Maharashtra. We
find that thefiscal responsibility legidations
of these six states have specified targets for
the fiscal and revenue deficits. In regard to
total liabilities, ceilings have been
prescribed by Karnataka, Punjab and Uttar
Pradesh. Maharashtra proposes to put a
restriction on borrowings. Capping of
guaranteesis provided for in the legislation
of Karnataka, Tamil Nadu, Punjab, Uttar
Pradesh (ceiling to be laid down under the
rules or the law) and Maharashtra. We
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recommend that in the first instance, as a
measure of fiscal discipline, al statesshould
enact fiscal responsibility legislations
prescribing specific annual targets for
reducing their revenue and fiscal deficitsand
providing for aceiling alongwith a path for
reduction of borrowingsand guarantees. We
further recommend that the legislation
should provide that the revenue deficit of
states be brought down to zero by 2008-09,
coinciding with similar targets prescribed
for the central government. Enacting the
fiscal responsibility legislation on the lines
indicated in chapter 4 will be a necessary
pre-condition for availing of debt relief, as
recommended in this chapter.

12.37 Our TOR require usto recommend
corrective measures giving weightage to
performance of statesin thefieldsof human
development and investment climate. We
have considered the matter keeping in view
the suggestions of the central and state
governmentsand thefeasibility of providing
such a linkage. While some state
governments have supported the inclusion
of these as a criterion for debt relief, other
statesare not in favour of linking debt relief
to progress in human development or
investment climate stating that the poor
performance or the relatively low ranking
of states in these fields are largely
attributable to fiscal imbalance including
unsustainable debt burden. Such a linkage
would also widen the gap between the
developing and backward states. Further,
preparing an index of HDI and judging the
performance of astate ason aparticular cut-
off date may render the assessment
subjective. Similarly, defining what
constitutes improvement in investment
climate could also prove contentious. Asfar

asthe central government isconcerned, their
view isthat it may not be appropriateto link
debt relief to improvementsin HDI.

12.38 Thefeasbility of linking debt relief
to performance of states in the fields of
human development and investment climate
has been examined by us. We note that our
TOR do not clarify whether such
performance should be given a positive or
negative weight in the scheme of relief.
After a careful examination of the issues
involved including the methodol ogy and the
outcome of the study assigned by us, weare
unable to establish any direct link between
debt relief and performance in the field of
either human development or investment
climate. Even the central government has
not favoured such alinkage, suggesting that
there is merit in adhering to pure financial
and fiscal indicators in the matter of debt
relief. Besides, given the diverse
methodologies, incomplete coverage of
statesand infrequent availability of data, the
linkage of performance in human
development with debt relief would not be
appropriate. The formulation of an index of
investment climate suffersfrom even greater
constraints, as it involves considerable
subjective judgement based on perception
with no accepted or standard methodology
for formulating the index. We have,
therefore, decided not to link debt relief with
performance in human development or
investment climate.

12.39 We have, in paras 12.20 to 12.22
referred to the manner in which previous
commissions have sought to provide debt
relief to states. In formulating our scheme
of debt relief, we have taken into account
the schemes recommended by the tenth and
eleventh finance commissions. The debt-
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swap scheme of the central government has
provided substantial relief to the states. Our
focus, asfar asfiscal reformsare concerned,
is on the states achieving revenue balance
by 2008-09. We have, therefore, followed a
two-pronged approach to debt relief- firstly,
a general scheme of debt relief applicable
to al statesand secondly, awrite-off scheme
linked to fiscal performance with aview to
providing an incentive for the achievement
of revenue balance by 2008-09. We have,
however, excluded the loans given to the
states from the NSSF from 1.4.99 onwards
from the scope of the debt relief asthe Fund
is maintained in the public account.

12.40 As aready noted, the debt-swap
scheme of the government of India covers
central loans which have an interest rate of
13 per cent and above and is expected to
close by 2004-05. States have requested for
alignment of interest rates on central loans
with interest rates applicable to market
borrowings. It is seen from the receipts
budget 2004-05 that the weighted average
cost of market borrowings of the centre
during 2003-04 was 5.74 per cent. As per
datacollected from the Ministry of Finance,
the weighted average cost of the total
borrowings in 2003-04 works out

to 6.04 per cent as indicated in
Table 12.6. The interest rate charged from
the states by the centre in 2003-04 was,
however, 10.5 per cent. The marginal cost
of borrowing by the centre is, therefore,
much lower than the interest rate charged
from states. Large interest payments have
been a major factor leading to increase in
the outstanding debt of state governments.
In our view, therefore, the reduction of
interest paymentsisintegral to attaining debt
sustainability. We requested the central and
state governments to provide loan-wise
details containing outstanding balances as
on 31.3.04 and the quantum of repayments
and the interest payments due from the
central loans during our award period. Data
provided reveal that alarge number of loans
for each state are being administered by
Ministry of Finance and that consolidation
of these loans would lend simplicity to the
management of theseloans. A consolidation
exercise in respect of central loans to states
outstanding as on 31.3.04, except the loans
given by central ministries for which data
were not available, has, therefore, been
carried out by us.

12.41 For the purpose of consolidation of
outstanding central loans to states as on

Table 12.6

Weighted Average I nterest Rate of Central Government Borrowingsin 2003-04

Net Borrowings

Amount Interest Rate (per centage)

Market borrowings

NSSF

NSSF

NSSF

Provident Funds

Others (tax-free)

Others (taxable)

Total

Weighted Average Interest Rate

86797 5.74
13765 7
32602 6
13608 5.95
5000 8
4520 6.5
1588 8

157880
6.04 %




Chapter 12: Debt Position of States. Relief and Corrective Measures 227

31.3.04, we have relied on the statement of
outstanding central loans supplied to us by
the Ministry of Finance for the reason that,
(a) the Ministry of Finance data have taken
into account the debt-swap expected to take
place by the end of 2004-05 and determines
the repayments accordingly and (b) the data
of central loans supplied by states in many
casesincludeloansfrom NSSF. The balance
of outstanding central loans to states, as on
31.3.04, consolidated by usworksout to Rs.
184268 crore. These loans do not include
loans given by ministries/departments for
central plan/centrally sponsored schemes.
The break-up of these outstanding loans is
shown in Table 12.7.

Table12.7

Break-up of Outstanding Central Loansto States
as on 31.03.2004

Balance of loans on 31.3.04 (Rs.incrore)
Block Loans 146198
Mid Term Loans 2431
Small Savings Loans granted upto 31.3.99 30638
Pre-1979-80 Consolidated L oans (30 years) 475
Pre-1979-80 Re-Consolidated L oans (30 years) 1441
1979-84 Consolidated Loans (20 years) 27
1979-84 Consolidated Loans (25 years) 550
1979-84 Consolidated Loans (30 years) 1562
1984-89 Consolidated Loans (15 years) 942
Others 4
GRAND TOTAL 184268

12.42 A debt-swap of about Rs. 44000
crore has been indicated as expected to take
place in 2004-05 in the data provided. The
balance of these consolidated loans, which
will remain as on 31.3.05 after taking into
account normal repaymentsin 2004-05 and
the expected debt-swap, isRs. 128795 crore.
The state-wise detail s of the repaymentsdue
on theloans mentioned in Table 12.7 above
during our award period are in annexure

12.6. We observe that even after the debt-
swap scheme closes, the effective interest
rate on the outstanding loans would be
around 11.5 per cent. In our view, arelief in
interest payments is caled for by way of
adjustment of the difference between the
marginal cost of borrowing of the central
government and the effective interest rates
charged by the centre on loans. Keeping in
view thefact that some premiumintheform
of transaction costs should be available to
the centre, we recommend that the central
loans to states contracted till 31.3.04 and
outstanding on 31.3.05 (amounting to Rs.
128795 crore) may be consolidated and
rescheduled for a fresh term of 20 years
(resulting in repayment in 20 equal
installments), and an interest rate of 7.5 per
cent be charged on them. The consolidated
loans include some loans which had been
consolidated by earlier commissions at
interest rates lower than 7.5 per cent. We
have, however, included them in the present
exercise so that management of loans
becomessimpler for the central government.
States would get benefit in repayment on
account of reschedulement of these loans.
In terms of these recommendations relating
to consolidation, reschedulement and
lowering of interest rate, the debt relief
during the award period for all states put
together, works out to
Rs. 21276 croreininterest paymentsand Rs.
11929 crore in repayments. Thus, the
proposed scheme provides benefit both in
terms of interest rate reduction and a
reschedulement of loanswhich will easethe
liquidity position of states. The state-wise
details of debt relief are indicated in
annexure 12.7. In the debt consolidation
exercise, we have not taken into account the
fresh loans to be granted by the centre in
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the year 2004-05, as state-wise details of
such loans were not available. The central
government has, however, lowered the rate
of interest on loans to states from 10.5 per
cent to 9 per cent in 2004-05. This general
debt relief comprising consolidation,
reschedulement and lowering of interest rate
to 7.5 per cent shall beavailableto all states
with effect from the year they enact thefiscal
responsibility legidation as recommended
by us at para 12.36.

12.43 In addition to providing general
debt relief by consolidating and
rescheduling at substantially reduced rates
of interest the central loans granted to states
before 31.3.04 and outstanding as on
31.3.05, we have devised a scheme of debt
write-off based on fiscal performance. We
have already stressed the need for each state
to enact a fiscal responsibility legislation
prescribing the fiscal adjustment path for
reduction of the revenue deficit to zero by
2008-09. We have, in chapter 11 of our
report, suggested discontinuation of the
states' Fiscal Reform Facility onthe ground
that the present design of the facility is not
conducive to achievement of its objectives.
In our opinion, instead of a multiplicity of
incentive schemes to reward fiscal
performance, incentives for fiscal
performance should be built into the debt
write-off package. We fedl that states will
be provided a tangible incentive if a
reduction of the revenue deficit also entitles
themto awrite-off of debt. A schemeof this
nature would further the efforts at
eliminating therevenue deficit of states. We,
therefore, recommend the introduction of a
debt write-off scheme linked to the
reduction of revenue deficit of states. Under
the scheme, the repayments due on central
loans from 2005-06 to 2009-10 after

consolidation and reschedulement as
recommended in paras 12.40 to 12.42 will
be eligible for write-off. The quantum of
write-off of repayment will be linked to the
absolute amount by which the revenue
deficit is reduced in each successive year
during our award period. In effect, if the
revenue deficit is brought down to zero, the
entire repayments during the period will be
written-off. The scheme of write-off shall
beavailablefor all statesfrom the year they
have qualified for the general debt relief by
enacting thefiscal responsibility legidation.

12.44 The manner in which the scheme
will operate is outlined below:

(a) Fiscal performancewill be measured
with referenceto therevenue deficit/
revenue surplus, as worked out in
absolute numbers by taking an
average of threeyears, viz., 2001-02
(Actuals), 2002-03 (Actuals), and
2003-04 (RE). This average will be
taken as the base year figure for
2003-04.

(b) For states which were in revenue
surplus, as per the base year figure
(calculated in the manner indicated
above), and continuetoremainsoin
the subsequent years till the end of
our award period, the installment of
repayment due on the central loans
(after consolidation and re-
schedulement) may bewritten-off in
each of the years from 2005-06
onwards so long as the revenue
surplus of the states does not go
below the baseyear level in absolute
terms. Intheyear therevenue surplus
is less than that in the base year
figure, nowrite-off will be permitted.
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(d)

As for the states which were in
revenue deficit as per the base year
figure, the revenue deficit is
expected to be eliminated by 2008-
09, i.e. over afiveyear period. Fiscal
performancewill be measured by the
absolute amount by which the
revenue deficit is reduced in each
year compared to the deficit in the
previous year starting from the base
year figure. For the purpose of
determining the scale at which the
relief will be provided, the ratio of
the repayment due by a state during
the period 2005-10 (of central loans
after consolidation and re-
schedulement) to the base year
revenue deficit figure has been
worked out. This determines the
amount of write-off of repayment
that will be allowed to each state for
the reduction of each rupee of
revenue deficit. Annexure 12.8
contains the ratios which will be
applicable to the states for
determining the quantum of write-
off.

The actual reduction in the revenue
deficit in each year over the
immediately preceding one would
determinethe amount of write-off for
the state in the repayment due in the
immediately succeeding year. Thisis
calculated by multiplying the above
mentioned ratio by the amount of
reduction of therevenue deficit. The
total amount of write-off in a year
will, however, be restricted to the
repayments due on the consolidated
loansin that year. Further, the write-
off will only beadmissibleif the state

()

(f)

reducestherevenuedeficitto aleve
lower than the base year figure.

It may be noted that, other things
remaining the same, a reduction of
revenue deficit is inherent from
2005-06 onwards as a result of the
debt relief dueto the lowering of the
interest rate recommended in para
12.42. Reduction in revenue deficit
which isat least equal to the interest
rate relief shall be treated as an
eligibility requirement. Each state
will, therefore, be required to
achieve, in each year of our award
period, a reduction in the revenue
deficit, which, compared to the base
year figure, is cumulatively higher
than the cumulative reduction
attributable to the interest relief
recommended by us. Details of the
year-wiserdlief ininterest payments
and the cumulative reduction in
revenue deficit arising out of
lowering of interest rate for each
state during 2005-10 are at annexure
12.9.

If the reduction in revenue deficit in
a year is more than the minimum
required for thewrite-off of theentire
repayment due in that year, the
excess will be carried forward fully
to the next year, provided the
revenue deficit continued to follow
a downward trend in the next year
and is lower than the base year
figure. On the other hand, if thereis
an increase in the revenue deficit in
the next year, but the revenue deficit
is still lower than the base year
figure, the entitlement to write-off
shall be determined on the basis of
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(9)

improvement from the minimum
revenuedeficit figure of the previous
year that would have givenfull relief
in the previous year.

To provide an illustration of our
scheme, if state A has the base year
revenue deficit figure of Rs 2000
crore and the repayments due from
2005-2010 are Rs 1000 crore (or say
Rs 200 crore in each year), the ratio
for determining the quantum of
write-off will be 0.50 i.e. the state
will be eligible for write-off of debt
equal to 50 per cent of the amount
of reduction inrevenuedeficit. If the
state reduces its deficit by Rs 300
crore in 2004-05, compared to the
base year level, it will qualify for a
debt write-off of Rs 150 crore in
2005-06. If, however, the reduction
in deficit is of the order of Rs 600
crore, although the state will be
eligible for a write-off of Rs 300
crore, the debt write-off in that year
will berestricted to the instal ment of
repayment due (i.e. Rs 200 crore) in
the year, the remaining amount (i.e.
Rs 100 crore) qualifying for write-
off inthe next year subject to the state
maintaining or further reducing its
revenue deficit in the next year. If
on the other hand, in the year 2005-
06, the revenue deficit increases by
say Rs.100 crorefrom 2004-05 levdl,
the net improvement over the base
year level would only be Rs 500
crore. In that event, since an amount
of Rs 400 crore has already been
utilized for debt relief inthe previous
year, the statewill qualify for arelief
in repayment amounting to fifty per
cent of the balance of Rs 100 crore

(h)

i.e., a
relief of Rs.50 crore only in
2006-07.

If the performance of a state
deteriorates in a year, with the
revenue deficit registering a higher
level over the previous year for
which relief in repayment has been
availed of, any improvement in the
succeeding year will be measured,
not with reference to that year, but
the performancelevel intheprevious
year up to which relief has been
availed of. If the revenue deficit
reduction in that previous year was
more than the minimum reduction
required to qualify for 100 per cent
write-off of repayment, the revenue
deficit in that year may be re-
determined notionally keeping in
view the minimum revenue deficit
reduction that would have qualified
the state for 100 per cent relief in
repayment. To illustrate in
continuation of sub para (g) above,
if the revenue deficit of state A goes
up to Rs.1800 crore in 2005-06 after
being reduced to Rs 1400 crore in
2004-05, it will not qualify for relief
in repayment in 2006-07. Also, its
performance in 2006-07 for relief in
2007-08 will be measured from the
notional level of 2004-05. The
notional level in this case would be
Rs 2000 crore minus Rs.400 crore
i.e. Rs1600 crore. Thiswould ensure
that no state will be able to avail of
relief more than once for the same
level of improvement over the base.
Nor would any state stand penalized
for performing better than the
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minimum required level in any year.

(i) One criticism against the debt relief
scheme of the Tenth and Eleventh
Commissions has been the time lag
involvedin granting the benefit. We,
therefore, recommend that for the
purpose of determining thewrite-off,
the revenue deficit indicated in the
revised estimates of the preceding
year may be used provisionally, so
that the relief in respect of ayear is
available in the immediately
succeeding vyear. Necessary
adjustment may be carried out
subsequently once
the finance accounts become
available.

(j)) Looking at the necessity of
containing the fiscal deficit, we
further recommend that the benefit
of write-off would be available only
if the fiscal deficit of the state is
contained to thelevel of 2004-05. If,
inany year, thefiscal deficit exceeds
this level, the benefit of write-off,
evenif eligible otherwise, would not
be given.

12.45 In terms of our debt write-off
package, if a state achieves through a
consistent performance, a zero revenue
deficit by 2008-09, it will have the facility
of having all the repayments due from 2005-
10 on central loans contracted upto 31.3.04
and consolidated by uswritten-off. Thetotal
amount which would be written-off if all
states achieve revenue balance by 2008-09
isapproximately Rs 32200 crorein aperiod
of fiveyears.

Future lending policy

12.46 Inthe context of the debt burden of
states, the direction in which future lending
policy of the centre should move was
considered by us. While there might have
been some justification for the centre to act
as a banker to states when market rates of
interest were high and in the process of on-
lending to states, an indirect subsidy was
granted to states by way of concessional
interest, this is no longer valid in a low
interest rates regime. In some ways, central
lending to states, which is done at much
higher rates of interest than the marginal cost
of borrowing, results in a reverse subsidy
from the statesto the centre. In most federal
countries, the federal government’s loan
intermediation role has been discontinued
over the years, subjecting the states to
market discipline. Such a dispensation
allows the constituent units to borrow on
terms that reflect their credit risk. While
fiscally prudent states manage to borrow at
rates|ower than those offered by the federal
government, the fiscally imprudent states
would find their access to loan finance
curtailed. We feel that it would be
appropriate for states to take advantage of
the market rates and avoid the spread
charged by the centre. We, therefore,
recommend that, in future, the central
government should not act as an
intermediary and allow the states to
approach the market directly. If, however,
some fiscally weak states are unable
to raise funds from the market, the
centre could resort to lending, but the
interest rates should remain aligned to the
marginal cost of borrowing for the centre.

External Assistance L oans

12.47 A large number of states have
suggested that external loans should be
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passed on to states on the same terms and
conditionsasgranted by the lending agency.
External assistanceto Indiaisproject based,
except for structural adjustment assistance.
The financing terms for externally aided
projects and programmes vary according to
projects and lending agencies. There are
grants, soft loans and non-concessional
loans, provided by lending agencies,
depending upon the nature, the financial
viability of the project and the revenue
earning potential of a project. The external
assistance received for states projects is,
however, passed on as 70 per cent loan and
30 per cent grant (10 per cent and 90 per
cent respectively in case of special category
states). Interest rates applied are those
applicable to block loans.

12.48 While the externa assistance from
some sourcesand for some projectsishighly
concessional, in other cases it may be
expensive. In the process of pooling and
fixing auniforminterest ratein rupeeterms,
an element of cross-subsidization occurs at
two levels : between centre and all states,
and among the states. In the case of cross-
subsidization between the centre and the
states, the gain/loss to one side vis-a-vis
another depends on the rate of depreciation
of the Indian rupee against major foreign
currencies. In the case of states, the cross-
subsidization takes place, when states
having arelatively larger share of grantsand
soft loans (which may offer relief to social
welfare and long gestation, low return type
of projects) intheir assistance portfolio, are
required to pay a higher rate of interest to
help sustain the relatively larger share of
high cost loans, which may often relate to
commercial projects, used by some states.

12.49 We have examined the
recommendations of the EFC in thisregard
and the policy enunciated in the medium
term fiscal policy strategy statement of the
government of India. Since the transfer of
external assistance on back-to-back basis
will enable states to participate on an equal
footing in concessional external assistance,
we recommend that external assistance be
transferred to states on the same terms and
conditions as attached to such assistance by
external funding agencies, thereby making
government of India a financial
intermediary without any gain or loss. States
would get the same maturity, moratorium
and amortization schedule, as the
government of India gets from the external
lender. Asper our information, no loan from
the external agency isfor lessthan 20 years,
and as such the states would get the benefit
of higher maturity (35 years in case of
International Development Association
(IDA) loans, 25 years in case of Asian
Development Bank (ADB) loans and 20
years for International Bank for
Reconstruction and Development (IBRD)
loans). The states would also get a longer
moratorium of 10 years in case of IDA
credits. Although the states would gain on
interest payments, they would be subject to
therisk of foreign exchangefluctuations. We
further feel that it would be easier to operate
the external assistance outside the
Consolidated Fund of Indiaand it will result
in faster disbursement of external assistance
to the states. We, therefore, recommend that
the external assistance passthroughto states
should be managed through a separate fund
in the public account. The Fund could also
be utilized for taking care of the foreign
exchange risk.

Special Term Loans of Punjab
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12.50 Specia term loans amounting to
Rs. 5799.92 crore were given to Punjab by
the government of India during 1984-85 to
1988-89 for combating insurgency and
militancy. The Ninth Finance Commission
had granted a moratorium of two years
(1990-92) on the repayment of principal and
payment of interest in respect of these
special term loans. The Tenth Finance
Commission had recommended that one-
third of the repayment of principal,
amounting to Rs. 490.63 crore falling due
during the period 1995-2000, be waived in
view of the specia circumstances prevailing
when these loans were advanced, and also
keeping in view the need for the state to
reinvigorate its developmental efforts. The
EFC recommended a moratorium on
payment of installments of debt and interest
during the period 2000-05 on the
outstanding special term loans amounting
to Rs. 3772 crore, stating that the
expenditureincurred on security be worked
out by Ministry of Home Affairs in
consultation with the Punjab government
and Ministry of Finance and relief of debt
to the extent the state is entitled to
reimbursement on account of security
related expenditure be given after the period
of moratorium is over and after taking into
account waiver already given.

12,51 In its submissions to us, the state
government has requested that the
outstanding special term loan of Rs. 3772
crore as on 31st March, 2000 plus the
interest thereon may be waived by the
government of India. The state has cited
article 355 of the Constitution, the assurance
by the then Prime Minister of Indiaand the
poor financial condition of the state in
support of its request. We understand that
the quantum of the security related

expenditure out of the special term loans
and, the consequent debt relief to be given
after the moratorium period (2000-05) has
not yet been worked out. An account of the
security related expenditure has now been
submitted by the government of Punjab to
the Ministry of Home Affairs. Thisis till
to be examined by the Ministries of Home
Affairsand Finance. Pending finalization of
the amount in respect of which debt relief is
to be allowed in terms of the
recommendations of the EFC, we
recommend that the moratorium on
repayments and interest payments on these
loans may continue for another two years
i.e. upto 2006-07, by which timethe central
government must finalize the quantum of
debt relief to be alowed.

Relief and Rehabilitation Loan for
Gujarat Earthquake

12.52 Government of Gujarat had taken a
loan of Rs. 5478 crorefrom ADB and World
Bank through the central government for
relief, rehabilitation and reconstruction
work inthewake of the earthquake of 2001.
This amount was passed on by the centra
government on the pattern of normal central
assistance, namely 30 per cent grant and 70
per cent loan. Therequest of the government
of Gujarat is that the entire amount may be
treated as a grant.

12.53 Inorder to consider the request, we
called for detailed information from the
Ministry of Finance on this loan. We have
been informed that the IDA credit was
passed on to the state on the standard terms
applicable to additional central assistance
with 1 per cent reduction in interest rate on
the undisbursed amount of the loan with
effect from 27.05.2003. The disbursement
under the project till September, 2004 was
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US$ 200 million, while the outstanding | oan
amount is US$ 242.8 million. As per the
amortization schedule, repayment by the
central government starts from 15th
October, 2012 i.e. no payment needs to be
made during the award period of the
Commission. Theinterest chargesduefrom
31.3.04 to 15.4.2010 are US$ 6984432.39
and the commitment charges paid till now
are US$ 1.779 million.

12.54 The government of Gujarat has
informed us that the total estimated cost of
earthquake rehabilitation and reconstruction
was Rs. 8087 crore of which Rs. 2244 crore
was to be received as grant and Rs. 5843
crore was to be raised as loan from all
sources including external aid from World
Bank and ADB. The government of India
approved external aid of US$699.80 million
(Rs. 3219 crore at an exchange rate of
Rs. 46 per US dollar) from World Bank and
US$ 350 million (Rs. 1610 crore at
Rs. 46 per US$) from ADB. Out of this, the
Gujarat government has received
Rs. 2920.94 crore. These loans have been
treated as|oan for externally aided projects
by government of India. Repaymentsto the
extent of Rs. 621.03 crore and interest
payment asRs. 1158.67 crore areto be made
to the central government during our award
period.

12.55 We have examined the request of
the Gujarat government keeping in view the
terms on which the external agencies have
extended the loans and those on which the
loans have been passed onto Gujarat. While
we are unable to recommend a write-off or
a conversion of these loans into grants, we
feel that considerablerelief will beavailable
to Gujarat, if the loan is passed on to the
state on the same terms and conditions as

agreed to between the government of India
and the external agencies. We, therefore,
recommend that if the government of
Gujarat so desires, the central government
may alter the terms and conditions of these
loans so that these are available to Gujarat
on a back-to-back basis.

12.56 Apart from Punjab and Gujarat,
some of the other states have al so suggested
awrite-off or waiver of specific loans. We
have examined these demands but are
unableto recommend further write-off over
and above the debt relief package already
recommended by us.

Setting up of Sinking Funds

12.57 Some of the states have
recommended setting up of sinking funds
for amortization of debt. We have
recommended earlier that in future, therole
of the central government as intermediary
should be re-defined and the centre should
not lend to states. Instead, states should be
allowed to accessthe market directly. Inthis
context, we have noted that the Ninth
Finance Commission had observed that
loans should be repaid out of amortization/
sinking funds. The Tenth Finance
Commission had recommended the
establishment of sinking funds as being
desirable for overall fiscal discipline. The
EFC had also emphasized the need for
setting up of asinking fund in each state for
amortization of debt.

12.58 We further understand that a
consolidated sinking fund has been set up
in 1999-2000 by the Reserve Bank of India
to meet redemption of market loans of states.
So far, eleven states, viz. Andhra Pradesh,
Arunachal Pradesh, Assam, Chhattisgarh,
Goa, Maharashtra, Meghalaya, Mizoram,
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Tripura, Uttaranchal and West Bengal have
set up sinking funds.

12.59 In the context of the debt-swap
scheme, we have been informed that the old
debts had aresidual life of less than 20 to
25 years (block loang/small savings loans).
The additional open market borrowings
used for the purpose of swap are bullet
payments, with maturity of ten years/twelve
years for some tranches raised in 2003-04.
This maturity structure requires the states
to make less principal repayments in first
ten years and would |leave the states with
higher cash. Asper the Ministry of Finance,
there would be bunching of paymentsinthe
period 2013-2015 when all the additional
open market borrowings (expected to be
0 Y e r
Rs. 45000 crore) would mature in a short
span of threeto five years. The stateswould
experience lumpsin their servicing profile.
This necessitates the constitution of afund
for repayment of debt. Thiswould improve
the credit rating of states when they apply
for loans. We, therefore, recommend that all
states should set up sinking funds for
amortization of all loans including loans
from banks, liabilities on account of NSSF
etc. The fund should be maintained outside
the consolidated fund of the states and the
public account and should not be used for
any other purpose, except for redemption
of loans.

Guar antee Redemption Fund

12.60 Theoutstanding guarantees of state
governments have shown a rising trend
during the 1990s. Although contingent
liabilities do not directly form a part of the
debt burden of the states, the states will be
required to meet the debt service obligations
in the event of default by the borrowing

agency. The outstanding guarantees of state
governments increased from Rs. 132029
crore (6.8 per cent of GDP) as at the end of
March, 2000 to Rs. 168712 crore (8.1 per
cent of GDP) as at the end of March, 2001.
These are estimated to be lower at
Rs. 166116 crore at the end of March, 2002
(7.2 per cent of GDP). In view of the fiscal
implication of rising level of guarantees,
many states have taken initiative to place a
ceilings on guarantees. While statutory
ceilings on guarantees have been imposed
by Goa, Gujarat, Karnataka, Sikkim and
West Bengal, some other statesviz., Assam,
Orissaand Rajasthan haveimposed ceilings
through administrative orders. It is also
understood that Andhra Pradesh, Orissa,
Haryana and Gujarat have set up guarantee
redemption funds. We have recommended
elsewhere that all states should impose a
ceiling on guarantees through the
mechanism of their fiscal responsibility
legislation. In order to provide for sudden
discharge of the states' obligations on
guarantees, we further recommend that
states should set up guarantee redemption
funds through earmarked guarantee fees.
This should be preceded by risk weighting
of guarantees. The quantum of contribution
to the fund should be decided accordingly.

Recommendations

12.61 To sum up, our recommendations
are asfollows:

(i) Each state must enact a fiscal
responsibility legidlation prescribing
specific annual targets with a view
to eliminating the revenue deficit by
2008-09 and reducing fiscal deficits
based on a path for reduction of
borrowingsand guarantees. Enacting
thefiscal responsibility legidationon
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the lines indicated in chapter 4 will
be a necessary pre-condition for
availing of debt relief.

(ii) Debt relief may not be linked with

performance in human devel opment
or investment climate.

(iii) Thecentral loansto states contracted

till 31.3.04 and outstanding on
31.3.05 (amounting to Rs. 128795
crore) may be consolidated and
rescheduled for a fresh term of 20
years (resulting in repayment in 20
equal installments), and an interest
rate of 7.5 per cent be charged on
them. Thisis, however, subject tothe
state enacting the fiscal
responsibility legislation and will
take effect prospectively from the
year in which such legislation is
enacted.

(iv) A debt write-off schemelinkedtothe

reduction of revenue deficit of states
may be introduced. Under the
scheme, the repayments due from
2005-06 to 2009-10 on central loans
contracted upto 31.3.04 and
recommended to be consolidated
will be eligible for write off. The
guantum of write off of repayment
will belinked to the absolute amount
by which the revenue deficit is
reduced in each successive year
during our award period. In effect,
if therevenue deficit isbrought down
to zero, the entire repaymentsduring
the period will be written-off.
The enactment of the fiscal
responsibility legislation would bea
necessary pre-condition for availing
the debt relief under thisschemeaso
with the benefit accruing

(v)

(vi)

prospectively. Details of the scheme
have been outlined in para 12.44.

Asregardsthefuturelending policy,
the central government should not
act as an intermediary and allow the
states to approach the market
directly. If, however, some fiscally
weak states are unableto raise funds
from the market, the centre could
borrow for the purpose of on-lending
to such states, but the interest rates
should remain aligned to the
marginal cost of borrowing for the
centre.

External assistance may be
transferred to states on the same
terms and conditions as attached to
such assistance by external funding
agencies, thereby  making
government of India a financial
intermediary without any gain or
loss. The external assistance pass
through to states should be managed
through aseparate fund in the public
account.

(vii) The moratorium on repayments and

interest payments on the outstanding
special term loan amounting to
Rs. 3772 croreason 31.3.2000 given
to Punjab may continue for another
two years i.e. upto 2006-07, by
which time the central government
must finalize the quantum of debt
relief to be allowed in terms of the
recommendations of the EFC.

(viii)Inrespect of relief and rehabilitation

loans given to Gujarat from ADB
and World Bank through the central
government, if the government of
Gujarat so desires, the central
government may alter the terms and
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(ix)

conditions of these loans so that
these are available to Gujarat on the
same terms on which the
external agencies have extended
these loans.

All states should set up sinking funds
for amortization of all loans
including loans from banks,
liabilities on account of NSSF etc.
The fund should be maintained
outside the consolidated fund of the
states and the public account and
should not be used for any other
purpose, except for redemption of

(x)

|oans.

States should set up guarantee
redemption funds through
earmarked guarantee fees. This
should be preceded by risk weighting
of guarantees. The quantum of
contribution to the fund should be
decided accordingly.

00



Chapter 13

Sharing of Profit Petroleum

13.1 The issue of sharing of profit
petroleum was added to the terms of
reference of the Commission vide
Presidential notification dated 31st October,
2003. This notification requires the
Commission to make recommendations on
the following :

(i) “Whether non-tax income of profit
petroleum to the Union, arising out
of contractual provisions, should be
shared with the statesfrom wherethe
mineral oils are produced; and,

(i) If so, to what extent”.

Profit Petroleum

13.2 Profit petroleum is in the nature of
non-tax revenue receivable by the central
government out of the profit generated on
account of production of crude oil and
natural gas from the fields awarded by the
government under a production sharing
contract (PSC). Central government
becomes entitled to a share in profit if, in
the event of commercial production, a
project generates profit. The formula for
sharing of the profit is specified in the
relevant PSC.

Background

13.3 The*"regulation and development of
oil fields and mineral oil resources;

petroleum and petroleum products; other
liquids and substances declared by
Parliament by law to be dangerously
inflammable”’ isincluded as entry 53 in the
Union List of the Seventh Schedule to the
Congtitution of India. Accordingly, the Oil-
fields (Regulation and Development) Act,
1948 (ORDA) was enacted by the
Parliament. The Petroleum and Natural Gas
Rules, 1959 (P& NGR), framed under this
Act, lay down the terms and conditions for
grant of exploration licenses and mining
leases in respect of petroleum and natural
gas. But, the central government isat liberty
under the Act to authorize granting of
mining lease on terms and conditions
different from those laid down in the rules.

13.4 In terms of articles 294-296 of the
Constitution, the ownership rights on all
land and mineral resources located within
the territory of the state, rest with the state.
Itisinrecognition of thisconstitutional right
that the P& NGR provide that a license or
leasein respect of any land vested in a state
government shall be granted by the state
government, albeit with the previous
approval of the central government. In
addition, section 6A of the ORDA
specifically creates aliability on the holder
of amining lease for payment of royalty in
respect of any mineral oil mined, quarried,
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excavated or collected by the holder from
the leased area at the rate specified in the
Schedule in respect of that mineral oil. As
regards the authority to whom royalty isto
be paid, rule 14 (1) of P& NGR states that:

“(1) (a) Notwithstanding anything in any
agreement, alessee shall

(i) wherethelease has been granted
by the central government, pay
to that Government

(ii) wherethelease has been granted
by the state government,
pay to that Government

aroyalty .............. :

It is, therefore, clear that the royalty is
payable to the state for on-shore areas and
to the centre, for off-shore areas. But, under
the ORDA, the central government has the
authority to enhance or reduce the rates of
royalty.

13.5 Keepinginview theownershiprights
of the states over the land within their
territory, the exploration blocks in the on-
land areas are offered to national oil
companies or to others by the central
government after obtaining the concurrence
of the respective state governments.

Mining Lease/Licence for Oil and Gas
Exploration

13.6 The Ministry of Petroleum and
Natural Gas (MOP&NG) has informed us
that at present there are five different
regimes in the matter of mining lease/
licenses for exploration of oil and gas,
namely :

a) Petroleum Exploration License
(PEL) and Petroleum Mining Lease
(PML) granted to national oil
companies [Oil and Natural Gas

Commission (ONGC) and Qil India
Ltd. (OIL)],

b) Mining Licences granted under
small size discovered field PSCs,

¢) Mining Licences granted under
medium size discovered field PSCs,

d) Petroleum Exploration License and
Petroleum Mining Lease granted
under pre-NELP PSCs, and

€) Exploration Licences granted under
the New Exploration Licensing
Policy (NELP).

13.7 Under the first regime, exploration
blocks were offered to national oil
companies on nomination basis. These
companies arerequired to pay full statutory
levies viz. royalty to the state government/
central government for on-land/off-shore
areas and cess to the central government.
The combined burden of royalty and cess
on the national oil companies at present
works out to more than Rs 3000 per metric
tonne. National oil companies pay customs
duties in the nomination fields, in case of
petroleum mining licenses granted prior to
1.4.1999. ONGC and OIL have also
incurred substantial exploration costs in
discovering oil and gasin on-land and off-
shore areas.

13.8 Someof thesmall and marginal fields
discovered by ONGC and OIL wereoffered
to other partiesfor rapid devel opment under
two rounds of bidding in the year 1992 and
1993. In the PSCs relating to those fields,
therates of royalty and cesswerefrozenwith
a view to providing fiscal stability i.e. a
stabletax regimeto the contractors. In order
to ensurethat the states get royalty from on-
land blocks at full ratesi.e. 20 per cent, the
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difference is paid to the states through Oil
Industry Development Board. The central
government has exempted theimportsfrom
customs duties and has frozen the cess for
the life of the contract at the rate of Rs 900
per metric tonne as against the normal rate
of Rs 1800 per metric tonne effective from
1st March, 2002.

13.9 Prior to 1997, in the pre-NELP
exploration blocks, the two national oil
companies as licensees, were required to
bear all the liability of statutory levies,
namely royalty and cess, but the exploration
blocks were offered to various companies
in order to attract private investments in
exploration and production of oil. The
private companies were selected through a
bidding process. As per the PSCsunder this
regime, the share of the national oil
companies could be up to amaximum of 40
per cent and the parties to the contract are
to share profit oil and profit gas separately
from each field on the basis of post-tax
returns. Royalty is paid to the state for on-
land areas at the same rate as applicable in
the nomination blocks/fieldsi.e. at the rate
of 20 per cent. Further, central government
forgoes its revenues by granting customs
duty exemption on imports required for
exploration, development and production.
At present, two fields are on production
under this regime, and ONGC has so far
incurred an expenditure of about Rs 250
crore towards statutory levies. This way,
ONGC and OIL are carrying an additional
burden, for which there are no provisions
in the PSCs.

13.10 The system of offering exploration
blocks to various parties was modified in
1997 with the introduction of the NELP,
under which the national oil companiesand

private players are treated at par and are
required to compete with each other for
acquiring exploration acreages under
uniform contractual and fiscal framework.
As regards PSCs entered into under NELP,
the policy was announced by the
government in 1997 and it became effective
in 1999, after completion of relevant
requirements, including concurrence from
state governments. Under NELP, ONGC and
OIL compete for obtaining the petroleum
exploration license instead of being
nominated. The net revenue remaining after
deduction of royalty and costs (i.e. pre-tax
profit) isto be shared between the contractor
and the government of India on the basis of
an investment multiple system. The
contractor is alowed full cost recovery on
al costs incurred in an exploration block.
All companies are required to pay royalty
at the rate of 12.5 per cent on crude oil to
the state governments for on-land areas and
at 10 per cent to central government for
shallow water areas. Royalty is payable at
half theratei.e., at 5 per cent, to the central
government for deep water areas for the
initial seven years of commercial
production. Half the royalty from off-shore
areas is credited to a hydrocarbon
development fund to promote and fund
exploration related activities. Under NELP,
government has exempted companies from
payment of cess on crude oil. Further,
imports have been exempted from custom
duties and a seven year tax holiday is
available from the date of commencement
of commercial production. In forgoing the
revenues, the objective of the central
government is to encourage exploration of
oil and gas and find more reserves to meet
economic growth and strategic requirements
of the country.
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13.11 Apart from Gujarat and Assam,
which are the two major oil and gas
producing states, blocks have, at present,
been offered under NELP in nine other
states, namely Andhra Pradesh, Bihar,
Himachal Pradesh, Madhya Pradesh,
Mizoram, Nagaland, Rajasthan, Tripuraand
West Bengal.

Thelssue

13.12 The MOP&NG has informed us
that, after approval of NELP by the cabinet,
the matter was taken up with the state
governments for obtaining their con-
currence. While concurring with the New
Exploration Licensing Policy, which
reduces the rate of royalty from 20 per cent
to 12.5 per cent, government of Gujarat
maintained that the central government
should share at least 50 per cent of the profit
petroleum under the PSCs with the state
government. Similar requests were also
made by the governments of Assam and
Madhya Pradesh. The claims of the state
governments were referred to the Ministry
of Law, which opined that the legal issues
raised were not quite sustainable, as the
regulation and devel opment of oil fieldsand
mineral oil resources is a subject of the
central government under entry 53 of the
Union Listandisclearly outsidethe purview
of states. However, since the state
governments have been given the benefit of
certain arrangements/practices under
P&NGR for the areas falling in the states,
such as the authority to grant license, lease
etc. and receive rents, fees and royalties,
there would not be any constitutional or
legal objection if, in the same spirit, the
central government decided to share profit
petroleum under the PSCs with the state
concerned in the interest of cordial centre-
state relationship.

Views of States

13.13 The Commission sought the views
of the states on the basic issue of sharing of
profit petroleum as well as the criteria for
distribution of the profit. States have sent
varied responses on the issue of sharing of
profit petroleum. Andhra Pradesh, Assam,
Jharkhand, Manipur, Nagaland and
Rajasthan support the sharing of profit
petroleum with the producing states. While
Assam, Nagaland, Rajasthan have favoured
a sharing between the centre and the states
intheratio of 50:50, Manipur has suggested
sharing with mineral oil producing statesin
the same proportion as other taxes/duties.
Assam hasreferred to the proprietary rights
of statesover the petroleum reservesand has
added that when the state consented to the
NELP it clearly stated that the state should
get a share of the profit, especialy in view
of the lower rates of royalty fixed under the
NELP. Rajasthan has also made a similar
submission in the context of the rights of
the state by virtue of its ownership of the
land and minerals, the power given to the
state to grant leases and the inadequacy of
rates of royalty. Assam, Nagaland and
Rajasthan have also referred to the
expenditure incurred by them on
devel opment of infrastructure, provision of
essential public services and to
environmental costsin order to facilitate oil
exploration and development. Jharkhand
has suggested ashare of 15 per cent of profit
for the petroleum producing states. Andhra
Pradesh has suggested sharing of profit
petroleum to the extent of 50 per cent
according to the present procedure of
collection and 25 per cent if states are
permitted to collect royalty from off-shore
and provided asharein the oil devel opment
cess. Maharashtra has suggested that the
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states' share of ‘profit petroleum’ in respect
of petroleum produced in the state or in
contiguous high seas be fixed at 50 per cent.
The same logic must be extended in
respect of other minerals being mined by
central public sector undertakings in the
state.

13.14 Haryana, Himachal Pradesh, Orissa,
Punjab, Uttaranchal and Uttar Pradesh have
suggested that profit petroleum should be
shared not only with the producing states
but with al the states. While Haryana has
recommended determination of the share of
each state on the basis of per capita
consumption, Punjab would likethisincome
to be part of the divisible pool with at |east
40-50 per cent of profit petroleum devolved
toal thestates. Theinter sedistribution may
be made as per the same formula as for the
share of Union taxes/duties. Orissahasaso
suggested that the profit from petroleum
should be brought into the divisible pool to
be shared with al states, but in proportion
to the consumption of petroleum products.
Chhattisgarh is of the view that the central
government cannot raise revenues for itself
from on-shoremineral oil, which vestinthe
state concerned. The revenues from
petroleum, whether accruing from on-shore
or off-shoreailfields, should bein the nature
of receipts under Union excise duty and
form part of the shareable pool of taxes and
apportioned on the same basis as other
receipts in the shareable pool of taxes.
Himacha Pradesh has suggested that any
profit income, that has accrued to the Union
government, should be made part of thetotal
shareable pool, because the profits arise
from sales across the country and not in the
state of origin alone. Profit income is not
and should not be made specific to the state
of origin.

13.15 Chhattisgarh, Madhya Pradesh,
Orissaand Tamil Nadu have represented that
if it is accepted that mineral oil producing
states have a right on profit petroleum
arising out of contractual provisionsentered
into by the Union government, the same
principle should be recognized in the case
of other minerals.

13.16 Goa, Jammu and Kashmir,
Karnataka, Meghaaya and Sikkim have no
comments on the matter, as mineral oilsare
not produced in these states.

13.17 Keradahassuggested that if non-tax
revenue is to be shared, sharing should not
be confined to any particular item and
instead, the entire non-tax revenue of the
Union government should be shared with
the states as per formula arrived at by the
Finance Commission. However, if only
profit petroleum is to be shared, it should
be given to the concerned states only after
factoring in the receipts from the Union
government as projected to the Finance
Commission.

13.18 The stand of Gujarat is somewhat
different from other states. The contention
of Gujarat is that as per article 296 of the
Constitution, the states have ownership
rights on all lands and minerals located
withintheterritory of the state. Under article
297, all lands, minerals and other things of
value underlying the ocean within the
territorial water or the continental shelf or
exclusive economic zone of Indiavestinthe
Union and are held for the purpose of Union.
These provisions clearly establish
ownership rights of the state government as
well as government of India. All petroleum
resources located within the territory of the
state are, therefore, the property of the state.
Under the constitutional provisions,
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government of India has only legislative
competencefor regulation and devel opment
of oil fields and mineral oil resources,
petroleum and petroleum products etc.
Under the P& NGR, petroleum exploration
license or mining lease is to be issued by
the state government in on-shore areas after
prior approval of government of India.
Further, the royalty on production from on-
shore aress is to be paid to the respective
state governments. Special conditions, if
any, on exploration license or mining lease
by government of India, can be imposed
only in consultation with the respective state
government for on-shore areas. A reference
has also been made to the rates of royalty,
stating that these are lower than the
maximum rate of 20 per cent indicated in
therulesand that inthenon-NELP ail fields
also the royalty rate would decreaseto 12.5
per cent. The state has also referred to
environmental costs and to the costs
incurred by it for development of
infrastructure and public services.

13.19 Intheopinion of the government of
Gujarat, the constitutional provisionsdo not
confer on the central government,
ownership rights of the petroleum resources
located in on-shore areas. The issue
regarding ownership of petroleum resources
for on-shore areasisfurther clarified by the
fact that royalties are payable to the state
government and the royalty payments, by
their nature, are required to be made to the
owners. Government of Gujarat has stressed
that sharing of profit in any commercial
activity isaright, which only the owner can
exercise. Since the government of
India is not the owner of on-shore
hydrocarbon resources, it cannot exercise
such rights.

13.20 Government of Gujarat has,
therefore, suggested that the central
government’s claims to future profit
petroleum should be devolved to respective
state governments. Tripura has also
expressed asimilar view and stated that the
entire profitsderived under PSCs should go
to the state concerned. Government of
Gujarat has, however, further submitted that
past recel pts of the central government from
on-shore production should also be
reimbursed to respective state governments.
The profit petroleum arising from ONGC'’s
operations (not covered under NELP)
should aso be made available to the state
government by applying the profit
petroleum formula and by making
retrospective payments to the state.

Views of the Ministry of Petroleum and
Natural Gas

13.21 MOP&NG is of the view that for
the accel eration of exploration effortsinthe
on-land areas, the support and cooperation
of the state governments is critical. State
governments grant PELs and PMLsfor the
on-land areas |located in the states. Without
the grant of theselicenses, nolegal right can
flow for exploration and production of crude
oil and natural gas. State governments also
give approvals for land acquisition, laying
of pipeline etc. In the absence of full
cooperation of state governments,
exploration and production would suffer. As
these are high risk activities, no estimation
of recoverable costsand profits can be made
with certainty. Actual accruals of profit
petroleum from the NEL P blocks may start
only after 8to 10 years of operationsduring
which period costs are expected to be
recovered by the contractors. There are,
however, uncertainties not only regarding
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the time by which revenue flow would
commence but even the quantum of receipts.

13.22 MOP&NG has further expressed
the view that from a harmonious
construction of the provisions of the
Constitution, ORDA and P&NGR, it would
appear that the central government is not
prohibited from considering the claim of
state governments regarding sharing of
profit petroleum on “equity considerations’.
Hence, in order to promote centre-state
relations and to seek maximum cooperation
from state governments, sharing of profit
petroleum between the centre and the
respective states could be agreed to.
MOP&NG would, however, like this
arrangement to apply only in respect of the
PSCs signed under the NEL P and not under
those signed prior to that.

13.23 Regarding the claims made by the
government of Gujarat, MOP&NG has
stated that the memorandum submitted by
the government of Gujarat needsto be seen
from the point of view of the requirement
to attract investment for exploration and
production of oil and gas, balancing the
interest of the state government with
national/public interest. It is also necessary
that the states and the centre get reasonable
sharesfrom the devel opment and production
of hydrocarbon resources. As for profit
petroleum from ONGC in particular, it has
been stated that the concept of profit
petroleum under the PSC is a different
concept, where the contractors are first
given the right to recover the entire cost
incurred in exploration, appraisal,
development and production after payment
of all statutory levies. ONGC, on the other
hand, has taken a risk and invested huge
resources in the exploration of oil and gas

all over the country, as well asin off-shore
areas, which includes Gujarat. Irrespective
of profit or losses, it is required to pay all
statutory levies and taxes as may be
specified from time to time. The state
government getsroyalty asper the P& NGR.
In addition, ONGC pays local taxes and its
operations add to the benefit of the local
economy. ONGC has been working in
Gujarat for over forty yearsand isgoverned
by the arrangement applicable to the
nomination regime. The demand of the state
government for profit petroleum from
ONGC on notional basisis not justified, as
ONGC operates under a different regime.
ONGC, being anational oil company, isalso
required to incur certain liabilitiesin public
interest from time to time. Recently, this
liability involved bearing a portion of
subsidy on kerosene and L PG, the fuelsfor
mass consumption, the benefit of which has
flowed to all people including those in
Gujarat. In view of these factors, the
ministry is of the view that the question of
ONGC giving profit petroleum to the state
should not arise inasmuch as the central
government also does not receive any profit
petroleum from ONGC or OIL from
nomination areas/fields.

13.24 With respect to the demand of the
government of Gujarat for sharing of profit
petroleum for the oil and gas fields located
in Gujarat under the PSCs for small size
fields (all PSCs for discovered fields in
Gujarat relate to small size fields), it has
been stated that the government of Indiahas
provided fiscal stability to the contractor in
the respective PSCs, whereby they are
required to pay statutory levies at the rates
specified in therespective PSCs, which have
been frozen for the entire contract period.
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Further, in order to promote development
of marginal/small fields, the central
government has also provided certain fiscal
incentives, such as nil customs duty on
imports for petroleum operations. The
central government has also undertaken the
liability to compensate the states including
Gujarat for additional royalty as may be
decided fromtimeto timeunder the P& NGR
and which is over and above the rate
provided in the PSCs. The interests of the
state governments are thus fully protected,
as far as royalty is concerned. As such, in
this case also, thereislittle justification for
sharing profit petroleum.

13.25 Asregardsthe PSCsunder the pre-
NELPregime, it has been stated that ONGC
as anominee has undertaken to pay royalty
to the state as is applicable for its own
nomination blocks/fields. In these
exploration blocks, considerable liability
has been passed on to national oil companies
and the profit petroleum, which may accrue
under the PSCs in case of commercial
production, gets eroded by the liability of
the national oil companiesin respect of these
PSCs. There is also a proposal to
compensate national oil companies for the
statutory levies borne by them on behalf of
private companies. The issue of profit
petroleum should not, therefore, be raised
in isolation by Gujarat government. As for
profit petroleum under NELP, it has been
stated that the state has concurred with the
terms of NELP. It had, however, separately
demanded that the centre shares at least 50
per cent of the profit petroleum accruing to
it under the PSCs. Under NELP, the royalty
rate for on-land area for crude oil is 12.5
per cent as compared to the rate of 20 per
cent applicable for nomination blocks to

ONGC. Inview of the lower rate of royalty
under NELP and the over al scenario, the
profit petroleum under NELP PSCs could
be shared with the statein theratio of 50:50.
MOP& NG has concluded by stating that the
demand for a share in profit petroleum by
the state should be seen in the context of
the overall fiscal regime, the impact on the
revenues of the central government, overall
public interest/national interest as well as
the need for areasonable share to the state
government from its national resources.

Views of the Ministry of Finance

13.26 The Ministry of Finance has stated
that the profit petroleum is a new source of
non-tax revenue for the government and is
likely to becomeimportant after afew years.
Keeping inview thelong termimplications,
in case the Commission feels it necessary
to provide a certain share of this non-tax
revenue to states, it should be within the
overall ceiling to be prescribed for the
transfers to states from the gross revenue
receipts of the centre. The Ministry hasalso
requested the Commission to keep in view
the implication of sharing one particular
stream of non-tax revenue with statesasthis
may lead to requests for sharing of other
sources of non-tax revenue of the centre, as
well.

Our Approach

13.27 We have examined the suggestions
made by the states, the Ministry of
Petroleum and Natural Gasand the Ministry
of Finance, keeping in view the specific
constitutional provisions in this regard as
well as the overall context of centre-state
fiscal relations.

13.28 As far as regulation and
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development of oilfields are concerned, we
areinclined to agreewith the view expressed
by the Ministry of Law that it is a subject
given to the Union under the Constitution.
Parliament has given the powersof licensing
and earning of royaltiesto the statesthrough
the ORDA. Even inthe matter of additional
conditionsto be put on alicense, the central
government is required to consult the state
government concerned but not necessarily
take its consent. The central government is
also entitled to fix the rate of the royalty,
keeping in view the overall interests of
development of theindustry. Further, while
the Act and rules provide for payment of
royalty, there is no mention of profit
petroleum, which flows from the
arrangements between the central
government and the contractor. The
payment of royalty to the state recognizes
adequately the ownership of the state over
its land and mineral resources. The
contention that the profit petroleum should
accrue exclusively to the states of origin s,
therefore, not tenable.

13.29 Thenext issueiswhether the profit
petroleum accruing to the central
government as per contractual arrangements
could be shared with the mineral oil
producing states. In our view, the ownership
of the land and mineral clearly confers a
right on the state to revenues arising out of
the exploitation of theminerals. Itisinview
of thisthat the state is entitled to a royalty.
When the rates of royalty are reduced from
existing levels for speedier devel opment of
the sector, it is natural that the states would
expect to be compensated at a later date,
once the uncertainties are over and profits
start accruing.

13.30 We have been informed that the

NELP provides for a reduction in the rate
of royalty from the existing 20 per cent to
12.5 per cent with a view to encouraging
petroleum exploration and mining. To this
extent, there is a sacrifice involved on the
part of the state concerned in respect of
revenues that would otherwise be due to it.
The states, where mineral oil is produced,
have obviously consented to the NELP in
the expectation that profit petroleum would
beshared. It would, therefore, be appropriate
for the central government to agree for a
certain share in profit petroleum for the
states in which the exploration blocks are
offered under the NELP. The share of the
state concerned should, however, be
commensurate with the sacrifice made in
terms of loss of revenue from royalty. We
are also conscious of the fact that profit
petroleum from the blocks offered after
introduction of the NELP will only accrue
after our award period. In the meantime,
states may suffer arevenue loss on account
of lower royalty rates.

13.31 MOP&NG hasdrawn our attention
to substantial revenues forgone by the
central government by exempting
companies from payment of customs duty
onimportsfor exploration, development and
production activities as well as granting
seven year tax holiday for discoveriesmade
after 1998. Thesefiscal incentiveshavebeen
granted by the central government in order
to attract risk capital in the country to
explore areas for oil and gas. Even in the
case of NELP blocks, although the state
governments have been persuaded to agree
to alower royalty rate for on-land areas for
crude at 12.5 per cent compared to 20 per
cent applicable for the earlier regime, the
central government isforgoing its revenues
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by exempting companies from payment of
cesson crude oil aswell as customsduty on
imports. Keeping these factors in view, the
MOP&NG has suggested sharing to the
extent of 50 per cent of the profits earned
by the central government. Most of the states
that produce mineral oil and gas have agreed
to this suggestion. In the circumstances, we
recommend that the non-tax income of profit
petroleum to the Union, arising out of
contractual provisionsin the case of NELP
blocks, may be shared in the ratio of 50:50
with the states from where the mineral oils
are produced.

13.32 The additional term of reference
givento usdoes not distinguish between the
profit petroleum from NELP blocks and
those under PSCs signed prior to the
adoption of the NELP. However, the
MOP& NG has suggested sharing of profits
in respect of the PSCsunder the NELP only.
Profit sharing has not been recommended
in respect of nomination fields held by the
national oil companies on the ground that
the burden of royaltiesaswell as other taxes
and duties, including local taxes is
discharged by the nationa oil companies
under the prevalent fiscal regime. Inthe case
of PSCs signed for discovered fields, the
Ministry, while not supporting sharing, has
pointed out that although these contracts
provided for freezing of royalty ratesfor the
duration of the contract in the interest of
fiscal stability for the contractor, states are
entitled to a compensation by the centre, if
the royalty rate fixed under the P& NGR is
higher than the rate agreed to in the PSC.
We, therefore, agreewiththe MOP& NG that
the question of sharing of profitsin respect
of nomination fields and non-NEL P blocks
does not arise.

13.33 While submitting its views to the
Commission, the MOP&NG had informed
usthat the claims of statesin respect of non-
tax revenue relating to ‘Production Level
Payments' and ‘Commercial Discovery
Bonus' on contracts signed under the coal
bed methane policy would also be referred
to this Commission. But this has not been
done. It is, however, felt that the approach
to sharing of the revenues with the states
concerned would have to be uniform for
petroleum and coal bed methane. We,
therefore, recommend that revenues earned
by the central government on contracts
signed under the coal bed methane policy
maly also be shared with the producing states
in the same manner as profit petroleum.

13.34 Some states have contended that if
profit petroleum is to be shared with the
producing states, profits on other minerals
should also be shared with the producing
states. We have recommended sharing of
profit petroleum only in the case of NELP
contracts, wherethe states are likely to lose
revenues from royalty dueto lower royalty
regime. Our intention is not to recommend
sharing of non-tax revenues with the states
asageneral principle. But, recognizing the
need for equitable treatment in respect of
all minerals, we recommend that wherever
loss of revenue is anticipated for a state in
the process of implementation of a policy,
whichinvolves production sharing, asimilar
compensation scheme must be put in place
by the central government.

Recommendations

13.35 To sum up, our recommendations
are asfollows:

(i) The Union should share the profit
petroleum from NEL P areaswith the
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statesfrom wherethe minera oil and
natural gas are produced;

(ii) The share should be in the ratio of
50:50;

(iif) There need not be sharing of profits
in respect of nomination fields and
non-NELP blocks;

(iv) The revenues earned by the central
government on contracts signed
under the coal bed methane policy

may also be shared with the
producing statesin the same manner
as profit petroleum; and

In respect of any mineral, if aloss of
revenue is anticipated for a state in
the process of implementation of a
policy, which involves production
sharing, a similar compensation
mechanism should be adopted by the

central government.
a0



Chapter 14

Institutional Changes and Reforms

14.1 For effective functioning of the
finance commission and for proper
implementation of the recommendations
made, certain institutional changes, as
mentioned below, are necessary. The
observations made in this chapter must be
read along with the suggestionsthat we have
made in other chapters.

A Permanent Secretariat for the
Finance Commission

14.2 Finance commissions are set up as
temporary bodies every five years or so for
aspecific duration and are wound up as soon
asthey submit their recommendations. The
temporary character of finance com-
missions necessitates that each time a
finance commission is constituted, all
administrative and infrastructural
arrangements such as hiring of office
building, appointment of personnel,
procurement of equipment etc. are made
afresh. It also necessitates that each
commission collects data and information
afresh dueto which considerabletimelapses
before the commission can start functioning
in an effective manner.,

14.3 The process of setting up of the
Twelfth Finance Commission commenced
with the creation of an advance cell under

an Officer on Special Duty inasmall rented
portion of Lok Nayak Bhawan with effect
from 01.06.2002 for making preparatory
arrangements for setting up of the
Commission. The orders sanctioning posts
to provide personnel for the Commission
took sometime and wereissued on 12.4.02,
12.7.02 and 26.02.03. Two floorsmeasuring
approximately 16000 sg.ft. werehiredinthe
Jawahar Vyapar Bhawan (STC building) at
Tolstoy Marg, New Delhi to house the
Commission. The process of appointment
of staff and of furnishing and interior
decoration of the hired premiseswas started
by the advance cell more or less
simultaneously. The Commission was
constituted vide the Presidential notification
dated 1.11.2002. By the end of 2002,
however, it had been possibleto fill up only
19 out of the 141 posts sanctioned for the
Commission and only about 4000 sg.ft. of
space was available for occupation in
Jawahar Vyapar Bhawan. It took another
six monthstill the end of June 2003 for the
work of furnishing and interior decoration
of the premisesto be completed. Thus, there
wasatimelag of about nine months between
hiring of the space and its becoming fully
operational. Further, the Commission was
constrained by rigid
and elaborate government rules for
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appointment/deputation and lack of
flexibility in offering higher pay scales or
incentives to attract the right personnel for
essentially short period appointments, as a
result of which only 111 out of the 141
sanctioned posts could be filled up even by
March 2004. The first eight months after
constitution of the Commission were,
therefore, spent on setting up administrative
and infrastructural facilities during which
little attention could be paid to the
substantive functions of the Commission.

14.4 The finance commission division
(FCD) set up in Ministry of Finance is
expected to provide support to the new
finance commission in the form of
continuity of data, as soon as it is set up.
The Eleventh Finance Commission (EFC)
observed that the sole job of the FCD had
been to monitor the expenditure and release
of upgradation grants to the states and that
it had not devoted itself to building a
database on central/state finances or been a
conduit for research in specified areas. It
had only been keeping the records |eft over
by previous finance commissions, without
proper referencing. The Commission
recommended that there should be a
permanent secretariat with core research
staff placed under an officer of the level of
an additional secretary to government of
India and that this would facilitate
coordination with the ministries/
departments of the government of India as
also with the state governments at
appropriate levels. Thiswould aso ensure
an up-to-date building of data base on
centre-state finances and documentation,
which could be used by the commission
when it is congtituted. Unfortunately, the
recommendations of the EFC in regard to
creation of a permanent secretariat have not

been taken serioudly. In spite of successive
finance commissions stressing the
importance and need for constant
upgradation of data and organizing studies
relevant to the working of the future
commissions, not much attention seems to
have been paid by the Ministry of Finance
to this pressing need. The FCD remains a
small cell in the Ministry of Finance and
does not appear to be capable of providing
the necessary assistance to the commission.
It continues to maintain a separate identity
even after the constitution of a new finance
commission and is only accountable to the
Ministry of Finance. Inrelationto our work,
it was noticed that the division had not
compiled datarelating to debt due to which
we not only faced major difficulties but
spent considerabletimein collection of such
data. Further, the division had not
undertaken any compilation of data or
analysis of the working of state
undertakings. Even the information
regarding union finances in the prescribed
proforma and notes on issues could only be
received from the Ministry of Finance after
considerable delay and constant persuasion,
raising questions over the preciserole of the
FCD. Considering that the division has not
been strengthened, as recommended by the
previous commissions and heavy
responsibilities were expected to be
discharged by the division, these failures
were understandable.

145 Thetermsof reference of thefinance
commission were initially confined to its
role under the Constitution viz., the
distribution between the Union and the
states of the net proceeds of taxes and the
grants-in-aid to the revenues of the states.
However, over time, more and more items
have been added to the terms of reference
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of finance commissions. The most notable
among these arethe additional termsarising
from the 73rd and 74th amendments of the
Constitution as a result of which finance
commissions are required to make
recommendations on the measures needed
to augment the consolidated fund of the
states to supplement the resources of
panchayats and municipalities. Even the
other issues referred to the commission at
the discretion of the President have become
more numerous and complex. For example,
the Twelfth Finance Commission, like the
Eleventh Finance Commission, has been
required to make recommendations on the
restructuring of the finances of the Union
and the state governments. Like earlier
commissions, it has also been required to
address issues relating to the debt position
of the states and the financing of calamity
relief. The Twelfth Finance Commission
has also been required to review the Fiscal
Reform Facility introduced by the central
government on the basis of the
recommendations of the Eleventh Finance
Commission and suggest measures for
effective achievement of its objectives. An
additional term of reference was a'so made
in regard to sharing of non-tax revenue of
the central government from profit
petroleum with the states. The expanding
scope of theterms of reference and the need
to have a mechanism to monitor
implementation of the recommendation of
the finance commission, place enormous
demands on the preparatory and continuing
work of the commission that may not have
been envisaged by the framers of the
Congtitution. While we consider updating
of dataand carrying out of relevant studies
on a continuous basis in the interregnum
between two finance commissions a

minimum essentia requirement, some of the
additional requirements that have emerged
due to the expanding scope of the terms of
reference of finance commissions are
equally important.

14.6 Inour view, bulk of problems faced
by successive finance commissions can be
overcome by providing for a permanent
secretariat for the purpose of doing the
preliminary work bothintermsof collecting
dataand organizing research. We, therefore,
recommend that the finance commission
division should be converted into a full
fledged department serving as the
permanent secretariat for finance
commission. Legally and constitutionally,
there is no infirmity in putting such an
arrangement in place.

14.7 Another important issue which needs
attention is the lack of financial autonomy
for finance commissions. All their financial
needs have to be cleared by the Ministry of
Finance, which actsasthe nodal ministry in
the government in respect of the finance
commission. Thisresultsin references, back
references, and delays, especially due to
finance commission’s work receiving a
relatively low priority. The effect of delays
in the sanctioning of posts, entrustment of
studies, etc., is felt more acutely since the
finance commissions are appointed only for
a limited time. Another major difficulty
experienced by the commission, working to
a tight time schedule, has been inadequate
delegation in financial matters. For
example, the Member-Secretary had only
been designated the Head of a Department
for exercise of financial powers. Sanctions
issued by him were subject to the
concurrence of FA (Finance) and Secretary
(Expenditure). The need for frequent and



252

Twelfth Finance Commission

repeated references to the Department of
Expenditure or Economic Affairs proved to
be a great hindrance to the smooth
functioning of the Commission. Although
the Twelfth Finance Commission was
ultimately granted the powers of a
government department, it cametoo lateand
only towardsthe end of our tenure, by which
time most of our work had already been
completed. As such, the declaration could
not contribute to the effectiveness of the
Commission in any manner. \We, therefore,
recommend that the secretariat of the
finance commission should be vested with
the powers of afull-fledged department of
the government with Ministry of Finance
only asitsnodal ministry for the purpose of
linkage with the Parliament.

14.8 We aso recommend the setting up
of a research committee with adequate
funding to organi ze studiesrelevant to fiscal
federalism. The data collected and updated
by the secretariat would require careful
analysis under expert guidance in amanner
relevant to the issues concerning public
finance and this process being time
consuming, it is suggested that the finance
commission should have atenure of at least
three years to do its work adequately. The
next finance commission should, therefore,
be set up at the beginning of 2007. Further,
in order that the commission’s time is not
wasted in routine administrative matters,
appropriate and adequate arrangements for
the office and residence of the chairman and
members of the commission must be made
before the appointment of the commission.
Thiswork will be greatly facilitated, if the
decision to have a permanent secretariat for
the commission is taken quickly and the
secretariat is in position much before the
Thirteenth Finance Commission is

constituted.

14.9 The Finance Commission, as
envisaged under the Constitution, is an
independent body arbitrating the claims of
the centre and the states to shareable taxes.
Itis, therefore, felt that, asin the case of the
Union Public Service Commission and
Supreme Court, the expenditure of finance
commissions should be treated as
expenditure “charged” on the consolidated
fund of India, instead of being treated as
“voted” expenditure. This will provide a
great deal of autonomy to the functioning
of the commission.

Monitoring Mechanism

14.10 Inour scheme of transfers, we have
envisaged a greater role for grants in the
overal finance commission transfers, so as
to ensure better targeting of expenditurein
certain important areas. Our recom-
mendations include specific grants for
education and health sectors, for
mai ntenance of roads and buildings, asalso
for maintenance of forest and for heritage
conservation. Grants have also been
recommended, within the constraints of
availableresources, for state-specific needs.
We have increased the grants to support
local bodies. We have no doubt that the
states themselves would be committed to
timely and qualitativeimplementation of the
projects / schemes for which we have
provided grants, as these have been on the
priority list of the states, having been
selected out of the demands received from
them. That is why, we have specifically
mentioned in chapter 10 that no
conditionalities, other than what we have
prescribed, should beimposed by the central
or state governments in respect of release
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or utilization of the grants. The states must
have flexibility in deciding the basket of
projectsto be undertaken within each sector,
in framing the time schedule for various
stages of these projectsand in reprioritizing
within this basket of projects, if necessary.

14.11 To ensure that the end objectives,
for which the grants have been
recommended, are achieved, it is desirable
that the states put a robust monitoring
mechanism in place. We suggest that every
state should constitute a high level
committeefor monitoring proper utilization
of grants. The committee should be
responsible for monitoring both financial
and physical targets and for ensuring
adherence of the specific conditionalitiesin
respect of each grant, wherever applicable.
In the beginning of the year, the committee
may approve the projects to be undertaken
in each sector, quantify the targets, both in
physical and financial terms, and lay down
the time period for achieving specific
milestones.

14.12 The high level monitoring
committee may be headed by the Chief
Secretary with the Finance Secretary and the
secretaries / heads of departments con-
cerned as members. The committee should
meet at |east oncein every quarter to review
the utilization of the grants and to issue
directions for mid-course correction, if
considered necessary.

Accounting Procedure

14.13 Under the present system of cash
based system of accounting, followed by the
central and state governments, transactions
arerecognized, when the cash is paid out or
received in. In the books of accounts,
expenditures are recorded at the time of

payment, i.e. when a cheque is issued, and
receipts are recorded when these are
reported by the collecting bank. Movements
in the government cash balance kept with
RBI as a result of such payments and
receiptsare aso simultaneously recordedin
the account books. Thus, the government
accountsare arecord of cash flowsinto and
out of consolidated fund and public account,
and the effect of these cash flows reflect on
government’s liquidity position.

14.14 The cash based system of
accounting lays emphasis on transactions
vis-avisthe budget. It doesnot record and
report complete financial information
required for management of resources. It
does not provide a full picture of the
government’sfinancial position at any given
point and the changes that take place over
time as aresult of government policy. The
system fails to reflect government’s
liabilities such as accrued liabilities arising
due to unfunded pensions and
superannuation benefits and current
liabilities arising from adisconnect between
commitments and payments. Similarly, the
present system is unable to track current
assetsaswell asnon-financial assets. It does
not provide information on the assets held
by the government, much less the cost of
holding and operating these assets and the
impact of current consumption on the stock
of assets. Another major limitation is its
inability to record the full cost of providing
services by the government’s departments
or the commitments made by the
government regarding payment in future
years. The cash based system of accounting
providesroom for fiscal opportunism, astax
revenues can be collected in excess during
a period followed by high incidence of
refunds, paymentscan easily bedeferred and
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passed on to future periods, revenues due
in the future could be compromised by
providing for one time payments, etc. To
guote some other examples, it takes no note
of transformation of indebted government
agencies into autonomous legal entities
outside government through suitable state
guarantees, and on the expenditure side,
omit existing net liabilities of public
enterprises and agencies outside the
government, though thelatter cannot escape
such liabilities.

14.15 Compared to the cash based system,
the system of accrual accounting recognizes
financia flows at the time economic value
is created, transformed, exchanged,
transferred or extinguished, whether or not
cashisexchanged at that time. Itisdifferent
from cash based system in that it records
flow of resources. Expenses are recorded
when the resources (labour, goods and
services and capital) are consumed, and
income when it is earned, i.e. when the
goodsare sold or the servicesrendered. The
associated cash flows generally follow the
event after some time and may or may not
take place during the same accounting
period. Thus, in addition to cash flow,
unpaid consumptions (payables) and
unrealized income (receivables) are also
recorded. Resources acquired but not fully
consumed during an accounting period are
treated as assets (inventory and fixed assets).
Payments made for acquisition of inventory
are included in the operating cost for the
period in which it is consumed. Payments
made for acquisition of physical assets, that
have future service potential, are amortized
over the entire useful life of the asset by
charging depreciation.

14.16 The system of accrua accounting,
thus, inter alia, allows better cost — price

calculations, records capital use properly,
distinguishes between current and capital
expenditures, presents acomplete picture of
debt and other liabilities and focuses policy
attention on financial position, as shown in
the whol e balance sheet not just cash flows
or debts. It gives a complete measure of
cost of various services, takes care of
disinvestment receipts and provides
adequate information of both fiscal balance
and net worth and their changes over time.
Information, as would be available under
accrual accounts, constitutes an essential
input for bodies like finance commissions,
not only in assessing the revenue
requirements of the centre and states vis-&
vis the available resources, but also in
appraising their fiscal performance with a
view to assigning due credit to the
governments, which have performed well
and providing disincentivesto those, which
fail to measure upto expectations. We
understand that some action has been
initiated by the central government to move
towards accrual basis of accounting.
However, the transition would occur in
stages, as thisis atime consuming process.
While we are in favour of a changeover to
the accrual based system of accounting in
the medium term, we suggest that in the
interim, some additional information as
mentioned below in the form of statements
should be appended to the present
system of cash accounting to enable more
informed decision making. Anillustrative
list of statements, which could be included
are:

(i) astatement of subsidies given, both
explicit and implicit;

(if) a statement containing expenditure
on salaries by various departments/
units;
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(iii) detailed information on pensioners
and expenditure on government
pensions;

(iv) dataon committed liabilitiesin the
future;

(v) statement containing information on
debt and other liabilities as well as
repayment schedule;

(vi) accretion to or erosion in financial
assets held by the government
including those arising out of
changes in the manner of spending
by the government;

(vi) implications of major policy
decisions taken by the government
during the year or new schemes
proposed in the budget for future
cash flows; and

(vii) statement on maintenance ex-
penditure with segregation of salary
and non-salary portions.

14.17 Whileintroducing these statements,
the ultimate goa of switching over to the
accrual based system of accounting may be
kept in view and proformae designed in a
manner that facilitates a smooth and
effectivetransition. We have, whiledealing
with the Fiscal Reform Facility in chapter
11, noted the absence of a standard
definition of revenue deficit with states
being allowed selectively to include/exclude
the deficits of major state government
entities like the state el ectricity board, road
transport undertakings etc. for the purpose
of measuring performance. We have also
noticed that some states have started
classifying the grants to local bodies as
capital expenditure. Some statesare aready
meeting the deficit of their electricity boards
by granting loans or investing in equity

rather than providing transparent subsidies.
Our scheme of debt relief in respect of
repayment of loan during 2005-10islinked
to reduction in revenue deficit so as to
eliminate it by 2008-09. It is necessary to
guard against any attempts to defeat the
objectives of the scheme through creative
accounting. We, therefore, recommend that
the definition of revenue and fiscal deficits
etc. be standardized and instructions for a
uniform classification code for all states
down to the object head are issued.
Unauthorized changes in accounting
policies and arbitrary reclassification of
expenditure should be viewed seriously by
the monitoring agency while granting relief
under the scheme.

14.18 The change over to the accrual
based system of accounting will place
considerable demands on the accounting
personnel in various government
organizations, particularly at the lower and
middle levels of the accounting hierarchy,
consisting of accounts clerks, accountants,
assistants, treasury officials and others.
Although afew of thesefunctionarieswould
have a formal background in finance and
accounts, majority of them may not possess
professional qualifications. Eventhosewho
have professional qualifications often need
to upgrade their skills during their career.
In most countries, accountants are required
to acquire recognized vocational
gualifications in public sector accounting
and audit. Inthe United States of America,
for instance, the A ssociation of Government
Accountants and Government Financial
Officers Association train accountants to
become accounting technicians. Similar
arrangements for providing continuing
professional education are also in placein
the UK, Malaysia, Singapore, South Africa,
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Behrain, etc. through chartered institutes.
The absence of professionalized accounting
personnel in the public sector in India has
also been commented on by several analysts.
Considering the need for qualified and
professional accounts staff and training for
capacity building particularly inthe context

of our recommendation for changeover to
the accrual based system of accounting, we
recommend that a National Institute of
Public Financial Accountants be set up by
the government of India and its charter be
decided in consultation with the C& AG.

)



Chapter 15

Concluding Observations

15.1 The Commission has recommended
a scheme of fiscal transfers that can serve
the objectives of equity and efficiency
within aframework of fiscal consolidation.
The effort needed to achieve fiscal
consolidation should be seen as the joint
responsibility of the central and state
governments. For achieving vertical and
horizontal balance, consistent with the
responsibilities of the two levels of
governmentsin respect of providing public
and merit goods and services, both the
centre and the states need to raise the levels
of revenues relative to their respective
revenue bases, and exercise restraint in
undertaking unwarranted expenditure
commitments.

15.2 The finances of the central and state
governments, individually and in the
aggregate, have evinced large and persistent
imbalances in the period preceding the
Commission’s award period. Four factors
have accounted for the continuing
deterioration: fall in centre'stax-GDP ratio
compared to the peak levelsachieved inthe
late eighties, substantial increaseinthelevel
of salary and pension payments, particularly
for the states, in the wake of the
recommendations of the Fifth Central Pay
Commission, high levelsof nominal interest

rates in the late nineties combined with the
subsequent fall ininflation rates, and thelow
growth rates in the first three years of the
new decade. While these reasons account
for the acuteness of the allment, there are
also underlying structural reasons for the
persistence of fiscal deterioration because
of thetax structure and expenditure pattern.

15.3 Inthe scheme of fiscal transfers, the
correction of vertical imbalanceis, to some
extent, based on judgment. An assessment
hasto be made of the gap between resources
and responsibilities at the two levels of
government. Taking into account a variety
of factorsincluding the historical trends, we
have recommended an increase in the share
of statesinthedivisible pool of taxesto 30.5
per cent from the current level of 29.5 per
cent. We believe that this increase can be
accommodated by the central government
by pruning their activities that fal in the
domain of the states. We have raised the
indicative limit of overall transfers out of
the grossrevenuerecei pts of the centrefrom

37.5 per cent to
38 per cent.
15.4 In the context of horizontal

imbalance, we feel that the equalization
approach to transfersis appropriate as it is
consistent with both equity and efficiency.
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It has not, however, been possible to
implement this approach fully, asthe extent
of disparities in the per capita fiscal
capacities of the statesistoo large and some
of the better-off states are also in serious
fiscal imbalance. In the devolution scheme
recommended by us, we have endeavored
to strike a balance among different criteria
reflecting deficiency infiscal capacities, cost
disahilities, and fiscal efficiency. Apart from
following anormative approachin assessing
own resources and expenditures of the
stateswith aview to estimating the resource
gap, we have focused on education and
health as the two critical merit services,
where highest priority must be accorded in
reducing disparities in the level of service
provision, and have recommended
conditional grants, within the framework of
the equalization approach. We have also
increased the proportion of grants to tax-
devolution in the scheme of transfers. It is
therefore necessary that in judging the
transfer to a state, both tax devolution and
grants should be taken into account. The
coefficient of correlation between
comparable GSDP per capita (average of
1999-00 to 2001-02) and the recommended
per capita transfers, comprising tax
devolution and all the grants, among the
general category states excluding Goa, is
estimated at -0.89, which emphasises the
redistributive character of the transfers.

15.5 We have laid emphasis on
strengthening the local bodies in keeping
with the constitutional mandatefor effective
and autonomous local self-governance,
recognizing that local bodies must be
supported by a scheme of transfers that
encourages decentralization and own effort
for raising revenues. The recommended
transfersfor thelocal bodies constitute about

1.24 per cent of the shareable taxes and 0.9
per cent of centre's gross revenue receipts.

15.6 We have recognized that the debt
burden of the statesis currently heavy. We
have provided ascheme of debt relief, which
isin two parts. First, there is the relief that
comes from consolidating the past debt and
rescheduling it, along with interest rate
reduction. The second part consists of adebt
write-off, which is linked to the reduction
in the absolute levels of revenue deficits.
Both reliefswill be available, only if states
enact appropriate legisationsto bring down
the revenue deficit to zero by 2008-09 and
commit to reducing the fiscal deficit in a
phased manner. With therelief that we have
recommended, it should be possible for
states to pursue their developmenta goals
with fiscal prudence.

15.7 We have argued that important
institutional changes are required to tackle
some of the structural problemsin managing
government finances. One central change
relates to the regime of government
borrowing. We have recommended that
states, like the centre, must decide their
annual borrowing programme, within the
framework of their respective fiscal
responsibility legislations. There is also a
need to let the states access the market
directly for their borrowing requirements.
The overall limit to their annual borrowing
from all sources should be supervised by an
independent body like aLoan Council with
representatives from the Ministry of
Finance, Planning Commission, Reserve
Bank of India, and the state governments.
This Council may, at the beginning of each
year, announce borrowing limits for each
state, taking into account the sustainability
considerationsinto account. Our suggestion
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for de-linking grants and loans in plan
assistance, as these need to be determined
on different principles, is part of the reform
of the borrowing regime.

15.8 In our plan for restructuring
government finances, we expect a positive
growth dividend, as revenue deficits
relative to GDP progressively fall, im-
plying afall in government dis-savings, and
an increase in the overall savings relative
to GDP. A higher tax-GDP ratio combined
with higher growth on a sustained basis,

and fall in interest payments, create the
necessary space for increasing government
capital expenditure, and productivity
enhancing non-interest, non-salary revenue
expenditure. Thevirtuouscycle of reforms,
robust government finances, and an
equalizing system of fiscal transfers,
should help establish asound federal fiscal
systemin India.

)



Chapter 16

Summary of Recommendations

Plan for Restructuring Public Finances

1.

By 2009-10, the combined tax-GDP
ratio of the centre and the states should
be increased to 17.6 per cent, primary
expenditureto alevel of 23 per cent of
GDP and capital expenditureto nearly
7 per cent of GDP

(Para 4.52)

The combined debt-GDP ratio with
external debt measured at historical
exchange rates should, at a minimum,
be brought down to 75 per cent by the
end of 2009-10.

(Para 4.45)

The system of on-lending should be
brought to an end over time and the
long term goal for the centre and states
for the debt-GDP ratio should be 28
per cent each.

(Para 4.45)

The fiscal deficit to GDP ratio targets

for the centre and the states may be

fixed at 3 per cent of GDP each.
(Para 4.45)

The centre's interest payment relative
to revenue receipts should reach about
28 per cent by 2009-10. In the case of
states, the level of interest payments
relative to revenue receipts should fall

to about 15 per cent by 2009-10.
(Para4.54)

Therevenuedeficit relativeto GDPfor
the centre and the states, for their
combined as well as individual
accounts should be brought down to
zero by
2008-09.

(Para4.51)

States should follow arecruitment and
wage policy, in amanner such that the
total salary bill relative to revenue
expenditure net of interest payments
and pensions does not exceed 35 per
cent.

(Para 4.63)

Each state should enact a fiscal
responsibility legislation, which
should, at a minimum, provide for

() eliminating revenue deficit by
2008-09;

(b) reducingfiscal deficitto 3 per cent
of GSDP or itsequivalent, defined
astheratio of interest payment to
revenue receipts;

(c) bringing out annual reduction
targets of revenue and fiscal
deficits;



Chater 16 : Summary of Recommednations

261

(d) bringing out annual statement
giving prospects for the state
economy and related fiscal
strategy; and

(e) bringing out special statements
along with the budget giving in
detail the number of employeesin
government, public sector, and
aided institutions and related
salaries.

(Para4.79)

Sharing of Union Tax Revenues

9.

10.

11.

The share of the states in the net
proceeds of shareable central taxes
shall be 30.5 per cent. For thispurpose,
additional excisedutiesinlieu of sales
tax are treated as a part of the generd
pool of central taxes. If the tax rental
arrangement is terminated and the
states are allowed to levy salestax (or
VAT) on these commodities without
any prescribed limit, the share of the
states in the net proceeds of shareable
central taxes shall be reduced to 29.5
per cent.

(Para7.22)

If any legidlation is enacted in respect
of service tax after the eighty eighth
Congtitutional amendment is notified,
it must be ensured that the revenue
accruing to astate under thelegislation
should not be less than the share that
would accrue to it, had the entire
service tax proceeds been part of the
shareable pool.

(Para7.22)

The indicative amount of over all
transfers to states may be fixed at 38
per cent of the central gross revenue
receipt.

(Para7.22)

12. The states should be given a share as
specified in the following table in the
net proceeds of all the shareable Union
taxesin each of thefivefinancial years
during the period 2005-06 to 2009-10.

(Paras 7.35, 7.36)

State Share (all Share of
shareabletaxes  Service Tax
excluding
service tax)
(per cent) (per cent)
1 2 3
AndhraPradesh 7.356 7.453
Arunachal Pradesh 0.288 0.292
Assam 3.235 3.277
Bihar 11.028 11.173
Chhattisgarh 2.654 2.689
Goa 0.259 0.262
Gujarat 3.569 3.616
Haryana 1.075 1.089
Himachal Pradesh 0.522 0.529
Jammu & Kashmir 1.297 nil
Jharkhand 3.361 3.405
Karnataka 4.459 4518
Kerala 2.665 2.700
Madhya Pradesh 6.711 6.799
Maharashtra 4,997 5.063
Manipur 0.362 0.367
Meghalaya 0.371 0.376
Mizoram 0.239 0.242
Nagaland 0.263 0.266
Orissa 5.161 5.229
Punjab 1.299 1.316
Rajasthan 5.609 5.683
Sikkim 0.227 0.230
Tamil Nadu 5.305 5.374
Tripura 0.428 0.433
Uttar Pradesh 19.264 19.517
Uttaranchal 0.939 0.952
West Bengal 7.057 7.150
All states 100.000 100.000
L ocal Bodies

13. A total grant of Rs.20000 crore for the
panchayati rgj institutions and Rs.5000
crore for the urban local bodies may
be given to the states for the period
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14.

15.

16.

17.

2005-10 with inter-se distribution as
indicated in Table 8.1.
(Para 8.38)

The PRIsshould be encouraged to take
over the assetsrelating to water supply
and sanitation and utilize the grantsfor
repairs/rguvenation as also the O&M
costs. The PRIs should, however,
recover at least 50 percent of the
recurring costs in the form of user
charges.

(Para 8.40)

Out of the grants allocated for the
panchayats, priority should begivento
expenditureonthe O& M costs of water
supply and sanitation. This will
facilitate panchayats to take over the
schemes and operate them.
(Para8.41)

At least 50 per cent of the grants
provided to each state for the urban
local bodies should be earmarked for
the scheme of solid waste management
through public-private partnership. The
municipalities should concentrate on
collection, segregation  and
transportation of solid waste. The cost
of these activities, whether carried out
in house or out sourced, could be met
from the grants.

(Para8.42)

Besides expenditure onthe O& M costs
of water supply and sanitation in rural
areasand on the schemes of solid waste
management in urban areas, PRIs and
ULBs should, out of the grants
allocated, give high priority to
expenditure on creation of data base
and maintenance of accounts through
the use of modern technology and
management systems, wherever

18.

19.

20.

21.

possible. Some of the modern methods
like GIS (Geographic Information
Systems) for mapping of propertiesin
urban areas and computerization for
switching over to a modern system of
financial management would go along
way in creating strong local
governments, fulfilling the spirit of the
73rd and 74th Constitutional
amendments.

(Para8.43)

The states may assess the requirement
of each local body on the basis of the
principles stated by us and earmark
funds accordingly out of the total
allocation re-commended by us.

(Para 8.43)

Grants have not been recommended
separately for the normal and the
excluded areasunder thefifth and sixth
schedule of the Constitution. The states
having such areas may distribute
the grants recommended by us to all
local bodies, including those in
the excluded areas, in a fair and just
manner.

(Para8.51)

The central government should not
impose any condition other than those
prescribed by us, for release or
utilization of these grants, which are
largely in the nature of a correction of
vertical imbalance between the centre
and the states.

(Para8.52)

The normal practice of insisting on the
utilization of amounts already released
before further releases are considered,
may continue and the grants may be
released to a state only after it certifies
that the previous releases have been
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22.

23.

24.

25.

passed on to the local bodies. The
amounts due to the states in the first
year of our award period i.e. 2005-06
may be released without such an
insistence.

(Para8.52)

State governments should not take
more than 15 days in transferring the
grants to local bodies after these are
released by the central government.
The centre should take a serious view
of any undue delay on the part of the
state.

(Para8.53)

The central government should take
note of our views on the issues listed
in para 8.23, while formulating or
revising various policy measures. In
particular, action may betakento raise
the celling on profession tax.

(Para 8.23)

The state should adopt the best
practiceslisted in para8.19 to improve
the resources of the panchayats.

(Para 8.19)

The suggestions made by usin respect
of state finance commissions in paras
8.29 to 8.37 and 8.54 should be acted
upon with aview to strengthening the
institution of SFCs, so that it may play
an effectiverolein the system of fiscal
transfersto thethird tier of government.

(Paras 8.29 t0 8.37, 8.54)

Calamity Relief

26.

The scheme of CRF be continued inits
present form with contributions from
the centre and the states in the ratio of
75:25.

(Paras 9.10, 9.11)

27.

28.

29.

30.

31.

32.

The size of the CRF for our award
period is worked out at Rs.21333.33
crore.

(Para9.11)

The scheme of NCCF may continuein
its present form with core corpus of
Rs.500 crore. The outgo from the fund
may continueto be replenished by way
of collection of National Calamity
Contingent Duty and levy of special
surcharges.

(Paras 9.16, 9.17)

The definition of natural calamity, as
applicableat present, may be expanded
to cover landdlides, avalanches, cloud
burst and pest attacks.

(Para9.12)

The centre may continue to make
alocation of foodgrains to the needy
states as a relief measure, but a
transparent policy in this regard is
required to be put in place.
(Para9.18)

A committee consisting of scientists,
flood control specialists and other
experts be set up to study and map the
hazards to which several states are
subject to.

(Para9.14)

Theprovisionfor disaster preparedness
and mitigation needsto be built into the
state plans, and not asapart of calamity
relief.

(Para9.14)

Grants-in-aid to States

33.

The system of imposing a 70:30 ratio
between loans and grantsfor extending
plan assistance to non-special category
states (10:90 in the case of special
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35.

36.

37.

category states) should be done away
with. Instead, the centre should confine
itself to extending plan grants to the
states, and leaveit to the statesto decide
how much they wish to borrow and
from whom.

(Para 10.4)

A total non-plan revenue deficit grant
of Rs.56855.87 crore is recommended
during the award period for fifteen
states (vide Table 10.4).

(Paras 10.12, 10.13)

Eight states have been recommended
for grants amounting to Rs.10171.65
crore over the award period for the
education sector, with a minimum of
Rs.20 crore in a year for any €eligible
state (vide Table 10.5).

(Para 10.17)

Seven states have been recommended
for grants amounting to Rs.5887.08
crore over the award period for the
health sector (major heads 2210 and
2211), with aminimum of Rs.10 crore
a year for any eligible state (vide
Table 10.6).

(Para 10.18)

The grantsfor the education and health
sectors are an additionality, over and
above the normal expenditure to be
incurred by the states in these sectors.
These grantsshould be utilised only for
the respective sectors (non-plan), i.e.,
major head 2202 in the case of
education and major heads 2210 and
2211 in the case of health.
Conditionalitiesgoverning therel eases
and utilisation of these grantshave been
specified in annexures 10.1t0 10.3. No
further conditionalities should be
imposed by the central or the state

38.

39.

40.

41.

government for the release or
utilisation of these grants. Monitoring
of the expenditure relating to these
grants will rest with the state
government concerned.

(Para 10.19)

A grant of Rs.15,000 crore over the
award period is recommended for
maintenance of roadsand bridges. This
amount will bein addition tothenormal
expenditure which the states would be
incurring on maintenance of roads and
bridges. This amount will be provided
in equal instalments over the last four
years (i.e., 2006-07 to 2009-10) of the
award period, so that the states get a
year for making preparationsto absorb
these funds.

(Para 10.21)

An amount of Rs.5000 crore is

recommended as grants for

maintenance of public buildings.
(Para 10.22)

The maintenance grants for roads and
bridges, and for buildings, are an
additionality, over and above the
normal maintenance expenditure to be
incurred by the states. These grants
should be released and spent in
accordance with the conditionalities
indicated in annexures 10.4 to 10.6.
(Para 10.23)

A grant of Rs. 1000 crore spread over
the award period 2005-10 is
recommended for maintenance of
forests. Thiswould be an additionality
over and above what the states would
be spending through their forest
departments. It should also result
in increased expenditure to the
extent of this grant, in addition to the
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normal expenditure of the forest
department.
(Para 10.25)

42. A grant of Rs.625 crore spread over the
award period isrecommended for heri-
tage conservation. This grant will be
used for preservation and protection of
historical monuments, archaeological
sites, public libraries, museums and
archives, and also for improving the
tourist infrastructure to facilitate
visits to these sites.

(Para 10.26)

43. An amount of Rs.7100 crore has been
recommended as grant for state specific
needs. While these grants have been
phased out equally over the last four
years, this phasing should be taken as
indicative in nature. The states may
communicate the required phasing of
grants to the central government (vide
Table 10.11).

(Para 10.28)

Fiscal Reform Facility

44. The scheme of Fiscal Reform Facility

may not continue over the period 2005-

10, as the scheme of debt relief, as

described in chapter 12 obviates the

need for a separate Fiscal Reform
Facility.

(Para 11.25)

Debt Relief and Corrective M easures

45. Each state must enact a fiscal
responsibility legislation prescribing
specific annual targets with a view to
eliminating the revenue deficit by
2008-09 and reducing fiscal deficits
based on a path for reduction of
borrowings and guarantees. Enacting

46.

47.

48.

the fiscal responsibility legislation on
the linesindicated in chapter 4 will be
a necessary pre-condition for availing
of debt relief.

(Para 12.36)

Debt relief may not be linked with
performancein human devel opment or
investment climate.

(Para 12.38)

The central loans to states contracted
till 31.3.04 and outstanding on 31.3.05
(amounting to Rs 128795 crore) may
be consolidated and rescheduled for a
fresh term of 20 years (resulting in
repayment in 20 equal instalments), and
an interest rate of 7.5 per cent be
charged on them. This will be subject
to the state enacting the fiscal
responsibility legislation and will take
effect prospectively from the year in
which such legidlation is enacted.
(Para12.42)

A debt write-off scheme linked to the
reduction of revenue deficit of states
may be introduced. Under the scheme,
the repayments due from 2005-06 to
2009-10 on central loans contracted up
to 31.3.04 and recommended to be
consolidated will be eligible for write
off. The quantum of write off of
repayment will belinked to the absolute
amount by which therevenue deficit is
reduced in each successive year during
the award period. The reduction in the
revenue deficit must be cumulatively
higher than the cumulative reduction
attributable to the interest relief
recommended by us. Also, the fiscal
deficit of the state must be contained
at least to the level of 2004-05. In
effect, if the revenue deficit is brought
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49,

50.

ol

down to zero, the entire repayments
during the period will be written off.
The enactment of the fiscal
responsibility legislation would be a
necessary pre-condition for availing the
debt relief under this scheme also with
the benefit accruing prospectively.
Details of the scheme have been
outlined in para 12.44.

(Para 12.43)

The central government should not act
as an intermediary for future lending
and allow the states to approach the
market directly. If some fiscally weak
statesare unableto raisefundsfromthe
market, the centre could borrow for the
purpose of on lending to such states,
but the interest rates should remain
aligned to the marginal cost of
borrowing for the centre.

(Para 12.46)

External assistance may betransferred
to states on the same terms and
conditions as attached to such
assistance by external funding
agencies, thereby making government
of India a financial intermediary
without any gain or loss. The external
assistance passed through to states
should be managed through a separate
fund in the public account.

(Para 12.49)

The moratorium on repayments and
interest payments on the outstanding
special term loan amounting to Rs.
3772 crore as on 31.03.2000 given to
Punjab may continue for another two
yearsi.e. up to 2006-07, by whichtime
the central government must finalize
the quantum of debt relief to beallowed
in termsof the recommendations of the
EFC.

(Para12.51)

52.

93.

4.

In respect of relief and rehabilitation
loans given to Gujarat from ADB and
World Bank through the central
government, the central government
may, if the government of Gujarat so
desires, dter the terms and conditions
of these loans, so that
these are available to Gujarat on
the same terms on which the
external agencies have extended these
loans.

(Para 12.55)

All states should set up sinking funds
for amortization of all loans including
loansfrom banks, liabilities on account
of NSSF etc. The fund should be
maintained outside the consolidated
fund of the states and the public
account and should not be used for any
other purpose, except for redemption
of loans.

(Para 12.59)

States should set up guarantee
redemption funds through earmarked
guarantee fees. This should be
preceded by risk weighting of
guarantees. The quantum of
contribution to the fund should be
decided accordingly.

(Para 12.60)

Profit Petroleum

55.

56.

The Union should share the profit
petroleum from NELP areas with the
states from where the mineral oil and
natural gas are produced. The share
should bein the ratio of 50:50.
(Para13.31)

There need not be sharing of profitsin
respect of nomination fields and non-
NELP blocks.

(Para13.32)
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S7.

58.

The revenues earned by the central
government on contracts signed under
the coa bed methane policy may be
shared with the producing states
in the same manner as profit
petroleum.

(Para 13.33)

In respect of any mineral, if aloss of
revenue is anticipated for a state in the
process of implementation of a policy,
which involves production sharing, a
similar compensation mechanism
should be adopted by the central
government.

(Para 13.34)

A Permanent Secretariat for the
Finance Commission

59.

60.

61.

62.

Thefinance commission division of the
Ministry of Finance should be
converted into a full-fledged
department, serving as the permanent
secretariat for thefinance commissions.
This secretariat should be vested with
the powersof afull-fledged department
of the government, with Ministry of
Finance only
asitsnodal ministry for the purpose of
linkage with the Parliament.

(Paras 14.6, 14.7)

The expenditure of finance
commissions should be treated as
expenditure “charged” on the
consolidated fund of India.

(Para 14.9)

A research committee should be set up

with adequate funding to organize

studies relevant to fiscal federalism.
(Para 14.8)

The finance commissions should
have a tenure of at least 3 years to

63.

enable them to do their work
adequately.

(Para 14.8)
The Thirteenth Finance Commission
should be set up at the beginning of
2007 and appropriate and adequate
arrangements for the office and
residence of the chairman and
members of the Commission must be
made before the appointment of the
Commission, so that Commission’s
time is not wasted in routine
administrative matters.

(Para 14.8)

Monitoring Mechanism

64.

65.

66.

67.

Every state should set up a high level
monitoring committee headed by the
Chief Secretary with the Finance
Secretary and the Secretaries / heads
of departments as members for
monitoring proper utilization of
finance commission grants.

(Paras 14.11, 14.12)

The monitoring committee should
meet at least once in every quarter to
review the utilization of the grantsand
to issue directions for mid-course
correction, if considered necessary.
(Para14.12)

The monitoring committee should be
responsible for monitoring both
financial and physical targets and for
ensuring adherence to the
specific conditionalities in respect of
each grant, wherever applicable.
(Para 14.11)

In the beginning of the year, the
monitoring committee should approve
finance commission assisted projects
to be undertaken in each sector,
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guantify the targets, both in physical expenditure on pensions, committed

and financial terms and lay down the liabilities, maintenance expenditure,

time period for achieving specific segregation of salary and non-salary

milestones. portions and liabilities and repayment
(Para 14.11) schedule on outstanding debts.

A ting Proced (Para 14.16)

ceounting Frocedure 70. The definition of revenue and fiscal

68. Central government should gradually deficits be standardized and
move towards accrual basis of instructionsfor auniform classification
accounting. code down to the object head may be

(Para 14.16) issued to all the states.

69. In the interim period, additional (Para14.17)
information in the form of statements  71. A National Institute of Public Financial
should be appended to the present Accountants be set up by the
system of cash accounting to enable government of Indiaand its charter be
more informed decision making. The decided in consultation with the
additional information may relate to Comptroller and Auditor General.
subsidies, expenditure on salaries, (Para 14.18)

C. Rangarajan
Chairman
Shankar N. Acharya T.R. Prasad D.K. Srivastava
Member Member Member
G.C. Srivastava
Member Secretary
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November 30, 2004
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