Fiscal year Fiscal year
195152 . 1956-57
AUSTRALLA (in £A millions)
» Tax reimbursements, special finanzial aszistance, special
grantre and payments under the financial agreement, . 16230 204-82
Communwealth aid for roads, grants to universities, and
grants for lohg-service leave in the zoal-mining industry,
encouragement of meat production, Western Australia

water works, mental institutions and imported houses,
vrice control reimbursement and tuberculosis benefits . 2059 38rgytr*

*HExcludes grants from the federai bighway trust Jund, estimared art § 1,137 millions
inn fiscal year 1957,

Frtiwcludes £ 77-2 millions on acconnr of old-age pehsions as they have singe been
federalised,

***Excludes LA 1477 millions paid to the States from the National Welfare Prnd.
£4 136 millions paid on acconnt of agncidiiral and other services and £A 14 23
willions paid for assistapce o primtary producers.

Sove -~ Figares for Australix onder colume o oare for 195051,

VL Pripeiples of Grants-in-aid

A8 Article 280(3) (b} of the Constitution casts en us the duty of
recomending ihe principles which should govern the grants ig-aid
af the revenues ni the States.

4. 1 owondd be interesting 1o recall the scope of grants-in-aid in
the scheme of devolution under the Governmeni of India Act, 1935,
whichy sei ithe pattern for such devolution. Sir Oito Niemeyer, on
whose sward the scheme was based, ireated grapnis-in-aid as a form
of residuary sssistance for certaim Provinces after taking into aceount
the zharing of taxes and the sdjusiroent of deht While' estirnafing
the oversll fiseal need of a Provines, he tonk note of the differenccs
in administrative needs which, he thought, could wot be obliteraied
by Central assisiance on 2 basis common te all the Provinces. He
recagnised the regponsibility of sach Provinece io snsure budgetary
eguilibrinm snd was anxious fo sei those Frovinces, which weoere
suffeving from chronie budgetary Jeficits, on an even financia)l keel,
swithoul endangering the solvenicy of the Ceniral GGovernment. He
foak an intedrated view  of the finances of the Centre and  ipe
Yrovinces and recognised thet any  scheme of devolution, which



the export duties, half the excise duty on beer, the proceeds of
personal income tax, and mining royalties were devolved on the
constituent regions and distributed as nearly as possible by origin.
This schere of distribution is now due for revision. -

56. The Rhodesian constitution provides, among other things, for
the devolution to the States of not less than thirty-six per cent of
‘the federal taxes on income and export duties, and not less than two-
thirds of the sales and turn-over taxes.

57. We may refer finally to the coenstitution of Pakistan, which
came into force in March, 1956. While the pattern of federal financial
relations embodied in this constitution is generally similar to that of
the Indian Const'tution, there are some differences. Sales taxes are
centralised and railways provincialised; there is no provision for the
distribution of estate duty on non-agricultural property, while there
is a permissive provision enabling the Federal Government to distri-
bute any export duty or any specified tax. The Pakistan constitu-
tion provides also for the appointment of a Finance Commission
Pending the recommendations of that Commission, the existing
scheme of distribution of revenues as adopted at the time of the
unification of West Pakistan has been maintained, subject to a minor
adjustment on account of the collections attributable to federally-
administered territories.

58. A noticeable trend in all federations has been the progressive
. jpcrease in the size of federal payments to the states. For the three
major federations which have been referred to in the earlier para-
graphs of this Section, this growth is illustrated by the figures set
out in the following table:
Fiscal year  Fiscal year
1951-52 1656-57
. 8. A. (in & millions)

Net federal expenditure in aid of States and local govern-
Tents . . . . . . . . . 2,604 3,317%

CANADA {in & millicns)
Tay rental pavments and statatory subsidics . . itz 2056

Grants for unemployment assistance, old-age assistance.
pensions and allowances for blind and disabled persons;
health gran:s, and university grants . . . E TRk il 92+ 5



sought to help the fAnancially weaker Provinces, involved subsidiza-
tion at the expense of the financially Stronger Provinces. He saild
1{hat “some Provinces are ‘nivinsically better off thar others and at
the moment iess wrgently v qeed of additional resources, and It 18
both fair and inevitable that & certam measure of correchive should
he applied, even if it means that Provinces which have been able 1o
maintain higher slancards of administration should now fo some
slight extent have {o progress more slaw.v . The seprreciives’ he
applied to the scheme of devointion of revenues were deht adjust-
ment, unconditional .;rantss-in-aid other tived or tapering, and In
the ecase of the jule-growing Provinces o larger share of the net
proceeds ol the jute export dufv.

g1, After the INiemeyor award, the perspective changed as a result
of independenee and the new coneceplion of closc financial collabora-
Lion between the Union and the States on the basis of a national plan
of economic development. It was 0o longer merely a questicn of
higher ot lower “ytandards of adminisiration” in the restricted sense.
“The transition from = police stale 1o A welfare state brought about
fundamuntal changes 1 the scope of govermuental functions and
resulted in widening the content of fiscal need. Nevertheless, the
basic overall approach of Niemeyer still remaing valid; the States
and the Union have 1o balance their budgels within their available
vesources and the needs of the States, which cannot be mel by devolu-
tion of shares of taxes, have to be covered by grants-in-aid.

62. The principle:; rormulated by the previous Finance Commis-
<ion for regulating grants-in—aid of the revenes of the States are, if
we may say so, upexceptionable. They suggested that the budgetary
needs of the States shou!ld be the starting point for determining the
assistance reguired by the States, but that the needs thus disclosed
chould be adjusted with regard to certain other considerations. First,
the budgets of the States should he reduced to a comparable basis by.
making adjustments in respect of abnormal, unusual and non-recur-
ring items of revenue and expenditure. Secondly, due allowance
chould he made for welear cases” of {ailure of States to maximise tax
effort. Thirdly, n arder not {o place a premium upon extravagance.
the States endeavour 10 secure reasonable economies in expenditure
should be taken intn consideration. Fourthly, where standards of
spcial services in any Quate are significanidy lower then in others, it
chould qualify for special assistance. Fifthly, special disabilities. of
States due to abnormal conditions hevond their control should be
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provided for. Lastly, grants may be made to certain States for the
furtherarnce of broad purposes of national importance, such as primary
education, in respect of which they may be specially backward.

63. We see no reason for departing from this hasic approach to the
problem of grants-in-aid, although our emphasis on the varioys
principles laid down by our predecessors has been influenced by
subsequent developments. We endorse the principle of fiscal need
and interpret fiscal need comprehensively by taking into account the-
impact of the completion of the first five year.plan and the needs of ‘
thé secomd, We bave, as in the Past, taken an integratéd'VieW'U‘.f'the
finances of ihe Yinion ang the States and the financia) capacity of the
Union o assist the Stutes, after meeling its own essentia] commit-
ments.  We have sought to formulate a scheme of grants-in-aid
which should, ynder nermal conditions, enable the Siates to balance
their budgets after meeting their normal revenue expenditure as wel]
as the revenue expenditure incidental to the execution of the second
five year plan. We have, as far as possible, reduced the State budgets
to a comparable basis. We have also made allowance for the various
tactors by which the computation of budgetary needs has to be
adjusted and have treateg grants-hi-aid as residuary assistance to the
States after taking inie account devoluion of revenue in other forms.

64. Our predecess s thought that, while considering the eligibi-
lity of a State for a grant-in-sid and the amount of such aid, dye
weight should be given fo tax effort, so that the States, which raise
adequaile resources through taxation, are not penalised and no
prerium is put upon lack of self-help. The principle of tax effort
is bnexcepiionable, but, gs they themselves admitted, “it is only in
clear cases of inadequate taxaijon” that it should affect the quantum
of assistance which the States may be otherwise guajified to get.
“Clear cases” of madequate taxation are d'fficult to determine. Low
ber copile  taxation n poor States may simply be evidence of low
taxable capacity. An agricultural State with a Jow Jevel of purchas.-
ing power has to maintain a cornparatively high level of per capitg
expenditure to sustain a reasonable standard of public services, An
industrial State can raise & much larger per capita revenue than an
agricultural State, even though the kinds and rates of taxes are the
game in both, Tt is, therefore, difficuli to decide whether a State is
taxing its people adequately in relation to their income and taxable
capacity. Some kind of empirical judgment is inevitable. In our



assessment of tax effort we have sasamed that if a State raised addi-
i for the plan, it will have done

tional revenus which % bag promir
s part.
T 65, Another ctasiderabews,  which weighed with the pueviows
Cammiasion. is L fanction of grants-in-aid in reducing mequalitier
iny ihe stancards of basic social services in the States. We recognixe
thgt mmrnienance  of certain  important services at a  minimum
nationai tevel may wstify giving special grants-in-aid.  Since tofal
resources are Hmiied, this can be achieved only by stages. We have
taken the view thal it is the £msiion of the Planping Commission
< the MNational Devalopment Couneil to ensure she equalisation, s»
ax vtraeTicabba of the standard of essential sowal services w ifig
7o the extent that plan expendihy
inenrred on reising ibe bevel of social serviees has become coeaz e

Siates of the Hmion e
expenditure, we bave tskew 1l sein account  For our schane ~d
develytion, we have gecepled ihe plan as ensuring an equitable deve
loprmesit m Lhe Hidd of social servies There s, therefore, now o
rootn o any sranis o ihes fieblosoch as the grant for expansion of

pritnary clonaticn recomnmendad by ihe last Commission.

S8 Phe prowipbes of grameson ol which we recomanend, are s

(G The ohigitahniy of o Sisie Lo grantsan-ad aad ibe mmound
af such dd showdd depend wpoit i d5cald need s s aongres
Nemeave aepse, Beow Upion, in which the Cenive amd ihe

Siates weoperale for planned developrent, granigdress:d

should bserve thiz end, Priorities nod provisions on the

oan ifeed] choold deterrme the ficrai needs for Jeveline
meni {0 ithe period of the plan,

fr The gap beiwesn the ardnary revenae of 3 56 apf ke
noemal fneseapable expenditure shoakd se far as ossible,
ne el By sharmg of faxes. Grapisapeard  shoisd be
targily g residuary form of assistance given In the form of

perneval and uncenditiohsl grands,.

$63) tivands for broad parposes may also be  given,  While
by tost, thay should be grants-in-ard of 1:r-.vén;1e:w\. bk ihe
Atates would be under an abligatisn to spend ‘he whole
ameunl i Furtherance of the brosd ourposas
Where fhose purposes are provided for in 2
sive plan, there will be no scope for such grants,

abed,

mbre e
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VII. Review of State Finances

67.'We shall now review briefly the trends in the revenue and
<xpenditure of the State Governments during the period following
the report of the last Commission. We propose to confine this review
to the four years ending 1955-56, although the recommendations of
the last Commission covered the year 1956-57 as well. This is
because the financial picture was altered in November 1956 by the
reorganisation of States. The four-vear period is also convenient as
it covers the last four years of the first plan and the actuals of these
years reflect the impact of the plan on the State revenues.

68. Before dealing with individual States it will be interesting to
‘view the picture for all the States taken together. In the four vears
covered by our review, the States excluding Jammu and Kashm'r,
which was not included- in the last Finance Commission’s scheme, had
a cumulative revenue deficit of Rs. 57 crores. In this period, the
Tevenue expenditure on schemes included in the first five year plan
amounted roughly to Rs. 333 crores. The States received from the
Union, under article 282 of the Constitution, grants amounting to
Rs. 133 crores while they raised additional revenue of Rs. 77 crores.
For the remaining plan expenditure amounting to Rs. 123 crores, they
were able to utilise Rs. 66 crores which they had as surplus from their
-ordinary revenues and devolution under the scheme of the first
Finance Commission, leaving an uncovered deficit of Rs. 57 crores.
The scheme of devolution recommended by the last Commission did
not make any direct provision for implementation of the first five
~ year plan; it, however, turned out-to be quite liberal in relation to

the normal expenditure of the States and for most of them left a
substantial margin which helped them in implementing the plan.
Because of this liberal devolution, the States did not find it necessary,
-during the period of the first five year plan, to hold up any scheme
for lack of funds, although some of them ran into sizeable deficits.
The States did not also find it necessary to draw to any substantial
-extent upon their accumulated reserves for augmenting their
revenues. For all Part A and Part B States together. excluding
~Jammu and Kashmir, the total withdrawals from reserves during the
last four years of the first five year plan amounted onlv to Rs. 22
-crores. Bihar withdrew in this period Rs. 8 5 crores, Bombav Rs. 35
crores, Madhva Pradesh Rs, 7-02 crores and Uttar Pradesh Rs. 2-92

Crores,

69. We may now turn to a consideration of the position of indivi-
‘dual States. Bombay, Madhya Pradesh, Punjab, Rajasthan, Travan-
-core-Cochin and Uttar Pradesh ended this four-vear period with

H
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