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
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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
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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-



Chapter 2: Issues and Approach

23

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.



