CHAPTER X

CONCLUDING OBSERVATIONS

10.1 The task of a Finance Commission is a difficult one
under any circumstances, as it invaives judging the claims, needs
and raesources of tha Centre and the States and on that basis

working out ajudicious schemae of transfers that would resultinthe

balancing of needs and resources of the different governments.
This Commission's task was rendered doubly difficult becausae of
the grim and detariorating fiscal scenario which we faced as we
started our labours. it was a matter for concern that whiie the
economy was doing wall in many respects, the budgetary
situation was far from satisfactory and was likely to hamper
growth. There was alarge and growing deficit on revenue account
at the Centre and in the budgets of several States. In such a
situation, any attempt to work out a schema of Centraltransferson
the assumption that past trands would or could continue was a
tutile exercise. We were thus led to adopt a normative approach
which had also been suggested in our terms of reference.

10.2 As this was the first time that a systematic normative
approach tothe assessment of revenue receipts and expanditure
was being attempted, we had to develop first the basic princigles
of anormative approach and then work out the specific methods of
assessing revenus receipts and revenue expenditure. It is in
working out the methodologies of the normative assessment and
applyingthem in practice that we had to face the greatest difficutty.

Not much work had been done by Indian scholars in this drea,
particularly in relation to the normative assessment. We could get
some guidance from studies conducted in certain other
federations such as Australia and from practices in those
countries. Howevaer, since the federal finance situation in our
country has its own paculiar features, we had to work out for
ourselvesthe antire methodology of normative assessment using
cerlain relevant principles developed abroad with due
adaptation,

10.3 The broad methodologies that could be applied in
practice depended on the availability of data. A major source of
difficutty has been in relation 1o obtaining relevant detailad dataon
anumber of economic variables and otherfactors needed as base
for making the normative assessments, Even when a
methodology requiring less data was chosen, there was often
difficulty in getting evan such minimum data. Thus, we found that
sufficient and reliable information was not available on tax bases
or an the net yield of additional tax measures undertaken in
various years. On the expenditure side, we could not find any
authoritative or reliable studies on, for example, cost
effectiveness of defence expenditure, the cost justification and
distribution of bensfits of subsidies of various kinds, stc. The
Commission itself did not have time or rasources o gather
primary data or to undertake original research studies. The
methodologies of normative assessments and their applications
suffer from some imperlections traceable to data limitations.

10.4 Ntis alsoto beborne in mind that we were initiating anew
approach with no precedence to build upon. In course of time,
turther experimantation should be possible and improvements in
methodology could be effected. Apart from tha limitations arising
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from the paucity of data, we also have had to make allowance for
the fact that State finances were being subjected 1o afull-fladged
normative assessment for the first time by. a Finance
Commission, and, hence, we have thought fit to moderate the
results of the normative assessment. As indicated inthe relavant
places, we have alsobeen quite liberal in making assessmentsin
raspact of the Special Category States. Notwithstanding this
liberality and the moderation of the resuits of normative
assessmant of the revenus receipts and expenditurs of the non-
Special Category Statas, we have taken care 1o ensure that the
intended impact of normative assessment will be feit by the
differant States and the Centre and the signals generated by the
principles underlying our scheme of Central transfers would
serve lo induce fiscal prudence without impinging in any way on
fiscal autonomy.

10.5 The State Governments had argued before us that
while itwas desirable to adopt a normative approach, it was atthe
same time nacessary to give adequate time for them to make the
adjustments. The moderation of norms we have introduced is
partly in response te the plea by the State Governments. The
States had also urged that the normative assessmeant shouid be
equally applied to the States and tha Centra. We have indicated
in Chapter Il, the mannar in which we have applied the normative
approach to the assessment of Central revanues for the period
1990-95. In regard to Centre's revenus expenditure, we have
sought to restrain its rate of growth. We have allowed for an
overall growth in non-Plan revenue expenditure of the Centre
over the base of the budget estimates of 1989-90 at only 9.7 per
cent per annum in nominal tarms (on the assumption of a 5 per
cent rate of inflation) as against the long-term rate of growth of
17.0 per cent during the period 1974-75 to 1989-90. This
represents an acceleration of the procass of correction
attempted in 1989-80 Budget wherein the increase in non-Plan
ravenue expenditure over the level in the 1988-89 ravised
estimates was 10.6 per cent. Of the total increase, interest
payments are taken togrow at 12 percent perannum as against
23.4 per cent in the eighties. This assumes a considerably
reduced rate of growth of indebtedness which is expected to be
achieved, inter alia, by taking a part of the financing of public
investment out of the budget.

10.6 The rate of growth of Central Government expenditure
has thus been datermined normatively, keeping it well below the
postulated rate of growth of revenues, as has been done in the
case of the States. It could, however, be arguad that the
Commission should have considered the justifiable cost of
providing a given standard of sarvices in the casae of the Centre
too. In fact, it has been pointed out to us that the Central
Government was spending large amounts of money in areas and
subjects which belong properly to the jurisdiction of the Stale
Governments under the Conslitution, for example, agriculture.
The strength of statf in Departments and Ministries dealing with
the subjects falling largely or wholly within tha jurisdiction of the
Stales is considered by some to be unduly large. The
Commission did not have the resources to undertake in depth



studies in order to examine such issues. For example, while the
requirements of defence will have 10 be assessed by military
experts and the Government, it would be desirable to aim at
minimisation of the cost of providing a given degree of military
capability and deterrence. We had no way of judging the present
level of defance expenditure on the basis of the above
criterion.

10.7 Most of the data we coliected have been computerised
and will be passed on 10 the Ministry of Finance. In the very
ditficult task we were assigned tocarry on, and inthe contextofthe
disconcerting fiscal scanario we felt hamstrung by non-availabiity
of ready, adequate and reliable data, We, therafore, recommend
that betwean the end of the life of one Finance Commission and
the appointment of the next Finance Commission, in the
interregnum, active and imaginative studies and projects on
different topics ralevant for the working of the Finance
Commission be undertajen by the Finance Ministry to facilitate
the work of the incoming Finance Commission. We strongly
suggest that the present Division-in the Finance Ministry which
looks after the work of the Finance Commission, in the
interregnum, be entrusted with this task. The Division, however,
needs to be substantially strengthened and should function under
a separate Senior Joint Secretary assisted by adequate number
of officials and technical staff trained to collect and analyse the
data and material, nacessary forthe Finance Commission, it may

-also be worthwhile examining constituting an Advisory Committee
headed by a person well conversant with the intricacies of the
publicfinancas in India, which should guide this particular Division
in its work and functions. One ¢f our Members, Shri Justice A.S,
Qureshi, hawever, in his dissenting note has suggested a
different approach on this point. He opines, that Clause 1 of
Article 280 of the Constitution envisages a permanent Finance
Commission 10 be raconstitutad every five years.

108 We would like fo refer here to a complaint made by
several State Governments, that while the Finance Commission
wishes to impose, and might succeed in imposing, fiscal discipline
on the State Govemnments, a similar dicipline could not be
imposed on the Central Government. The Central Government,
they argued, has access 1o credit from the Reserve Bank of India
{on which limitations could be placed only out of Central
Government's own volition}, which meant not only thatthe Centre
could incur expenditure in excess of whatever norms were
prescribed, but also that an inflationary rise in prices was
generated which threw the budgets of the States out of
aquilibrium,

1098  The approach adopted by this Commission would
rosult in a degree of discipline being imposed on the budgetary
operations of the State Govemments in the foliowing manner.
First, the volume of Centraltransiers has been determined on the
basis of a normative assessmentofrevenue receipts and revenue
expenditure and this places a limit on possible increases In
expenditure without additional resources being mobilised.
Second, this Commission has not attempted to fully close the non-
Plan capital gaps of the States and as such the States would have
to observe extreme caution in incurring additional debt, especially
forfinancing revenue expenditure, Third, the overdraftfacility with
Reserve Bank of India to the State Governments has already
bean strictly Emited. As against this, the fact that the Union
Government has virlually unlimited “overdraft facllity” with
Raeserve Bank of India means that it can incur additional debt to
finance expenditures in axcess of nofms without raising additionat
ravenue rasources of its own, We have earlier urged that the
Coniral and State Govemments shoukd be treated In a similar
manner with regard to fiscal discipline. We recommend that a
convention should, therefore, be developed limlting the extent of
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deficit financing by Central Government, in any given year, to an
amount 1o be determined in consultation with the Gavernor of the
Reserve Bank of India on the basis of certain objective aconomic
critaria to be clearly laid down in advance. We would urge that
suitable guidelines and criteria for determining the permissible
amount of net RBI cradit to Government be devisad jointly by the
Union Ministry of Finance and the Reserve Bank of India. It will
also be necessary to predetermina the permissible peak level of
RBI credit to Central Govarmment at any point of time, in the
course of the year,

10.10 Inourfirst report, we had stated thatinthe reportforthe
period 1990-95, we shall indicate in some detail the changes in
fiscal policy and practices needed to bring about a situation of
balance in the revenue budgets. Fiscal experts are agreed that
the sina qua non for controlling the growth of revenue axpenditura
I8 the avoidance of inflation. This in turn requires strict limits to be
placed on deficit financing in the sense of net RBI credit to the
Central Government. Therefore, the first basic change in fiscal
policy required is that the extent of deficit financing permissible in
an year should be first determined in the manner we have
suggested in paragraph 10.9 above. undar certain extraordinary
circumstances the agreed upon limits of credit from RBIl are to be
exceeded, the matter should be discussed in Parliament and its
approval obtained.

10.11 Second, the criterion of efficiency must be given a
much larger waight in the pursuit of fiscal policy. Accessibility 1o
funds without conditions or definite limits based on economic
principles which we have referred to earlier in our report leads to
erosion of responsibility and efficiancy. It is, therefore, necessary
10 link performance with accessibility 1o funds.

10.12 Third, we suggest cartain specific steps for bringing
down the rate of growth of revenue expenditure in the immediate
future: '

(8) As the budgets are over-burdened and resources are
scarca, government would have to shed some activities.
This calls for the application of zero-based budgsting.
Each Ministry/Department at the Centre-and State be
askad to order its activities according to its own schame
of priorities keeping in view certain guidelines to be
issuad by the respective Cabinets. Five per cent of
each Department's work {measurad In tarms of share of
revenue expenditure) which is of the lowast priority
according to its own evaluation should be given up. The
surplus staff created by this procedure would be kept
available for re-location in other areas where activities
might hava to ba expanded.

{(b) There has been afairly fast growth of employment in the
government sector, paricularly at the State lavel.
Between 19?9—80 and 1888-89, employment in the
government sector, taking all States togaether, grew at
the rate of 3.6 per cant (for the major States alone, the
corresponding figure is 3.3 per cent). The result has
been burgecning increase in the salary bills. Tharefore,
itis essantial to prevent the growth of government sector
employment, There should be no increase in
employment in the government sector (Centre and
States) during the Eighth Plan period and the revenye
Plan expenditure of the Eighth Plan should consist only
of expenditure on materials aexcept in relation to
additional schools and hospitals to be started under the
Plan. I expenditure on additional staff is incurred in
respact of such Plan schemes, that must be adjusted
within the non-Plan budget.



Special efforts must be made to plug leakages in the
Departments incurring heavy expenditure on materials
such as P.W.D., Water Supply, Medical and Public
Health. Considerable money could also be saved
through economy in inventories and stores.

{d) The phasing out of tha revenua deficit would reduce the
rate of growth of public debt and, hence, the rate of
growth of interest payments. in addition, some other
maasures are needed to slow down the growth of public
debt. One is o reduce budgetary support to public
anterprisas, 1.9., tinancing of public enterprises should
be taken out of the budget as far as possibla. Budget
support would, of course, have to be extended to key
infrastructure sectora like the railways; but even in such
cases, part of the financing could be met through
borrowing from the markat with some interest subsidy
from the budget. Methods 6 financing of the investment
by othet public snterprises through funds obtained
outside the budget would have to be worked out. Public
enterprises which ars performing sfficiently and are
showing satishclery financial results can be allowed by
the Controller of Capltal lasues to issue debentures as is
dona in respect of private snterprises. It would be
desirable i Carporations in large cities are allowsd to
botrow funds against debentures with appropriate
interest subsidy, to undeftake slum clearance and other
developmental activities. Anothet way of reducing the
load on the public sector is to share with the private
sector the task of cxpandlng capacity in some areas
such as powar.

In Chaptar Il, we referred to the low rates of return baing
abtained from public entarprises as a whole (excluding
the patroleum sector) and to the fact that several of them
ara making losses, - At the State level, most public
entarprises including State Electricity Boards and State
Road Transport Corporations are suffering losses.
There is little justification for continuing to own and
operate enterprises outside the core sector” which are
continually making losses and which, according to
reasonable expectations, cannot ba revived and turnad
around. At present, these enterprises are being
sustained largely through loans from the budget and, 1o
some axtent, thiough grants. Major budgetary savings
can be effected if away can bafoundto cut outsuch loan

{c)

()

* The core sector far thit purpoze may be defined to consist of coal,
steel, power, petroleum, rhilways, tlacommunications and some
stratagic non-ferrous metals. Loss making enterprises in this sactor
cannot be dosed down, but should be brought back to health on the
basis of a ime bound programme.
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or grant subsidy. Those enterprises which can be rehabilitated
with a reasonable infusion of funds should be brought back 1o
health with the help of public financing institutions or the private
sector; others would have to be mergaed with larger enterprises or
closed down with adequate care taken to safeguard the interest
of displaced labour. (We understand that part of the staff
displaced could be absorbed in large number of vacancies
normally arising in the government itsalf).

10:13 Subsidies are an item of sxpenditure in the Central
Government Budgat that has been rising rapidly. The rate of
growth witnessed in recent years is not sustainable. Food,
fertilizer and export: subsidies account for by far the major
proportion of total subsidies in tha Ceantral Budget. Food
subszidies might have to be targeted in future towards the poor
only, and with only a moderate rate of inflation, i would ba possible
to adjust issua prices when procurement prices are raised. We
foel that notanly the manner of determining and granting fertilizer
subsidy, but the entire philosophy and approsch would have tobe
re-axaminad, as otharwise with increasing fertiizer production on
the basis of higher and higher costs dus toincreased capital costs,
tartilizer subiskly would grow unbearably large Inthe not so distant
future. Export subsidles are, of colirse, necessary but the
increase In the quantum of subsidy could be reduced if the
compastitivenass of Indian expom coukd be ensured In other
ways.

10.14  We urge that the above luggnﬂono for policy
changes we have made be given the utmost consideration by the
Central and State Governments so that fiscal squilibrium is
restorad at loast by the end of the period of our repon.

10.15 Bafore concluding this report, itis pertinent to pointout
that the methodology of normative assesment which we have
applied to the revenues and expenditures of the State
Governmants affects only inter-State transfers and has ne role in
determining the total voluma of transfers from the Centra to the
States as a whole. The methodology is so designed as to favour
the States with lower revenue capacities and lower than average
standard of services at justifiable costs. This is the major
departure made by this Commission. As far as the projections for
the 5-year pariod 1990-95 are concerned, we have followed
almost the same approach as the earlier Commissions; that is,
normative rates of growth of revenues and expenditures have
been applied to base year figures and the base year figures are
closely ralated to the actuals for the Ceantre as well as for the
States taken as a whole.

10.16 The annexures included in this raport contain only
such summary tables as are essential for explaining our
recommendations. A supplementary volume containing the
detailed explanations will be submitted in a few days time.



