CHAPTER 4
UNAUTHORISED OVERDRAFTS

24. Paragraph 4(j) of the Order of the President requires us to
make recommendations regarding the problem of unauthorised over-
drafts of certain States with the Reserve Bank of India and the pro-

cedure to be observed for avoiding such overdrafts.

Nature and magnitude of the problem

25. We shall first set out the present arrangements between the
State Governments and the Reserve Bank of India and indicate how
unauthorised overdrafts arise. All the States except Jammu and
Kashmir have entered into agreements with the Bank under Section
21-A of the Reserve Bank of India Act to enable it to handle their
monetary transactions. Section 17(5) of the Act provides that the
Reserve Bank may make advances to State Governments repayable
in each case not later than three months from the date of the advance.
The limits of such advances are specified in the letters exchanged in
pursuance of the agreements. Upto 1953, the limits laid down were
equal to the minimum cash balances that the State Governments
were required to maintain with the Reserve Bank. and since then
they have been fixed as a multiple of such balances. Besides the
normal ways and means advances for which no cever is necessary,
the Reserve Bank gives special advances io the State Governments
against Central Government securities, Table 1 gives the position
regarding the limits as obtaining since tho 1st March, 1967, under
which the States can obtain normal ways "nd means advances upto
Rs. 1875 crores in all and special advances of a further amount of
Rs. 37'5 crores. The Reserve Bank also sanctioned additional ad hoC
limitg for secured advances. Such limits as on the 10th August, 1968
stood at Rs. 12-7 croves. “Unautherised overdralts” arvise either be-
cause the limits agreed to between the States and the Reserve Bank
are exceeded or because the overdrafts are not repaid within the
period of three months.

26. The monetary transactions of State Governments go on
simultaneously at over 2.000 treasuries, sub-ireasuries and banks.
Owing to this large number of places it is not possible for the Bank
to ensure beforehand that payments on behalf of a State Government
do not exceed the balance held by it by more than the limit speci-
fieally agreed to. The Government transactions occuring at all such
places are allowed to proceed without any reference to the actual
position of a State Government’s cash balance, the accounts of which
are maintained only at the Central Accounts Section of the Reserve
Bank. The agencv Banks transfer the net amount of debit or credit
to the State’s cash balance account overv day. The non-Banking
treasuries have separate halances belonging to the State Governments
outside the cash balances maintained with the Reserve Bank. Such
treasuries are permitted to draw on currency chests kept with them
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by the Reserve Bank as a resource for making payments whenever
the State’s own balance at the treasury gets depleted, as well as to
deposit surplus receipts in the currency chests from time to ume.
The net transfers of funds to or from the currency chests are taken
to the credit or dehit of the cash balances of the States. When on
the compilation of accounts each day it is found that the debit against
a State Government exceeds the limit of the ways and means
advance, an unauthorised overdraft results. This happens unobstru-
sively and the Reserve Bank comes to know oi it only after the event.

/At that point the agreement entered into by the State Government
under the Reserve Bank of India Act is contravened. Further, in
view of the fact that all the State Governments are indebted to the
Centre, there is also a contravention of Article 293(3)_of the Consti-
tution, which provides that a State Government may not, except with
the consent of the Government of India, raise any loan if there is
outstanding any part of a loan to the State by the Government of
India or a loan guaranteed by it. / When the fact of an unauthorised
overdraft comes to the knowledge of the Reserve Bank, it issues a
notice to the State to make arrangements to clear the overdraft with-
in three weeks with a warning that in case of default the Bank will
consider itself free to stop payments without any further notice.
Some State Governments have taken these nctices seriously and have
complied with their requirements, mostly with the help of the Cen-
tral Government. Others have just ignored them. Where the over-
draft is not cleared, it is open to the Reserve Bank to refuse to
honour any further cheques of the State Government. It is, perhaps,
incumbent on it to do so, as a body constituted for securing mone-
tary stability. The Reserve Bank has, however, desisted from this
course in the past, in view of the extremely adverse effect that such
action may have on the credit and financial stability of the State
Government with all its serious implications including the possible
emergence of a situation envisaged in Article 360 of the Constitution.
To avert such a erisis, the Central Government has been giving ad
hoc loans or other form of assistance to the State Governments to
enable them to clear their unauthorised overdrafts before the end of
the yea;,,

27. The prevalance and magniture of these overdrafts have be-
come serious in recent years. Upts about 1950, the State Govern-
ments were able t¢ manage their financial transactions within the
specified limits of their ways and means advances. The first over-
draft of an appreciable size arose in that year. In April, 1953, in
order to meet the increasing requirements of the States, the Reserve
Bank increased the limits of ways and means advances for all the
States from Rs. 1:85 crores to Rs. 7-88 crores in all. Special ways and
means advances of Rs. 2 crores for each State were also permitted
against Government of India securities. In spite of these increased
limits, the Government of India had to provide during the Second
Plan period ad hoc loan assistance aggregating to Rs. 128 crores to
seven State Governments to clear their unauthorised overdrafts.
Eleven States had to be given such assistance amounting to Rs. 286
crores during the Third Plan period. The problem has become even
more serious since the end of the Third Plan period. During 1966-67,
the Central Government had to sanction ad hoc loans amounting
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to Rs. 149 crores. Although there was a further upward revision in
the limits of ways and means advances in March, 1967, ad hoc loans

amounting to Rs. 128 crores had to be given during 1967-68 (vide
Table 2).

28. Of the seventeen States, six or seven Stales have been having
pers:stent unauthorised overdrafts. As ranked by the per capita
incomes of their inhabitants, such States were not those with the

lowest ranks. Some of the less prosperous States did not get info
gnauthorised overdrafts while some relatively better-off States had
one so0. -

Consequences

“99. The persistence and large size of unauthorised overdrafts are
a matter of very serious concermn. Apart from the contravention of
Article 293(3) of the Constitution and the agreements entered into
under Section 21-A of the Reserve Bank of India Act, the occurrence
of such overdrafts and their practically automatic clearance by the
Centre through ad hoc loans have grave effects on the national eco-
nomy. In all federations, it is the sole responsibility of the Central
Government to take decisions regarding the need for and the extent
of deficit financing in the context of overall economic considerations.
No country with a unified currency system can afford to have more
than one independent authority taking measures which result in in-
crease of money supply. Unauthorised overdrafts violate this funda-
mental principle of sound monetary management. The benefits of
this violation go to a few States which draw on the national resources
at their own will without any scrutiny of their needs at the national
level, while the burdens are borne by all, including the States which
are less prosperous. There is a serious danger that the example of
having recourse to such unauthorised overdrafts by certain States,
followed by their almost routine clearance by the Centre, may prove
infectious. The States which have avoided such overdrafts by pru-
dent fiscal management are very critical of this practice. /They
strongly represented to us that this extremely undesirable state of
affairs should be immediately ended.

30. In our discussions with the State Governments we found that
all of them, including those which had got into unauthorised over-
drafts, were agreed that such overdrafts are untenable in principle
and undesirable in practice and that there is an urgent need of stop-
ping them. There is thus general unanimity that the practice of
unauthorised overdrafts is harmful and undesirable, and that effec-
tive measures should be taken to put an end to it in the interest of
national economy. The Commission agrees with this view.

States’ difficulties

31. We shall now examine the reasons given by the States for
the emergence of unauthorised overdrafts. The State Governments
which have had persistent overdrafts have explained to us that they
have been forced to have recourse to them due to various difficulties
which they have to face. The State Governments have to strive to
meet the ever growing needs of the people in a welfare State, parti-
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cularly for social and economic development, and many of them have
special problems and difficult situations to deal with. The steep rise
in prices in the last few vears has also added considerably to their
financial difficulties. If the problem is to be tackled at its source,
these difficulties must be considered in their proper context and, to
the extent they are genuine, removed.

32. We may classify the difficulties explained by the States into
two groups according to their nature: ‘

(a) Temporary difficulties arising from the uneven flow of
receipts or expenditure and the inadequacy of limits of
ways and means advances with which they could be met;
and

(b) Relatively more chronic imbalances between their re-
sources and functions, inadequate devolution and the
absence of suitable mechanism to deal with unforeseen
difficulties.

The first group can only explain temporary unauthorised over-
drafts which should get cleared as scon as progressive receipts reach
up to progressive expenditure. The second group of difficulties can
lead to persistent unauthorised overdrafts. It is the latter which we
shall consider first.

Imbalance between resources and functions

33. The States have complained of the great disparity between
their resources and functions under the Constitution. The distribu-
tion of resources and functions between Central and State Govern-
ments varies from one federal Constitution to another. Recent tech-
nical and economic developments leading to integration of the
national economy have, however, resulted in an effective centralisa-
tion of a number of more productive taxes. A growing degree of
imbalance between the revenues of State Governments and the
expenditure needed for the efficient discharge of their funections has,
therefore, proved to be inescapable in most federations. The Indian
Constitution, drawing upon the experience of the working of other
federations and recognising the need of the times, has given the
Central Government the exclusive power to levy and collect some
important direct taxes. On the other hand, it hag left a considerable
field of direct taxation, such as land revenue, taxes on agricultural
income and duties in respect of succession to agricultural land, entire-
ly to the States. The power to levy taxes on commodities, excluding
customs duties, is divided between the Centre and the States. Be-
sides, the Constitution has assigned to the States the entire proceeds
of some taxes levied and collected by the Central Government under
Article 269 and a share in the proceeds of income tax under Article
270. The proceeds of Union Excise duties may also be shared under
Article 272, Article 275 provides for grants-in-aid of the revenues of
States which may be in need of assistance. The shares of these taxes
and the amount of grants are decided on the recommendations of
the Finance Commissions which are appointed at least every fifth
vear. The recommendations of the Finance Commissions have been
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making provision for the requirements of States for non-Plan revenue
expenditure. Revenue grants as well as loan assistance for the Plan
are disbursed by the Central Government on the recommendation of
the Planning Commission. The Central Government generally
accepts the recommendations of these Comissions and lerge and
increasing amounts are being transferred to the States accordingiy.
The State Governments have a full opportunity to state their cases
and explain their requirements to the two Commissions. In the
nature of things it cannot be expected that the States will be fully
satisfied with the decisions. However, once the decisions are taken,
it is the duty of the States to manage their affairs within the re-
sources available to them including the devolution and assistance
from the Centre. They must regard it as a matter of necessary fiscal
discipline to balance their budgets, and to take in their siride the
normal vicissitudes in their financial position.

Difficulties due to changed circumstances

34. Many states have drawn our attenticn io +he fact .that while

the size of State Plans and Central Plan assistance are reviewed and
revised from year to year, the recommendations of Finance Commis-
sions remain in force for Jonger pericds without eny such revicw.
1f due to changed circumstances, such as increase in prices requiring
provision for dearness allowance to their employees, the States have
to incur substantially larger non-Plan expenditure there is no machi-
nery at present for providing increased devolution of resocurces to
them. They have represented to us that it is necessary to have some
reviewing agency like a permanent Finance Commission, which could
look into their difficulties on such occasions and recommend suitable
additional assistance. We have given very careful thought to the
demand of the States for such a mechanism. We are, however, of
opinion that it would not be very useful to set up any standing
arrangements for this purpose. We think that the case for a perma-
nent Finance Commission has to be judged on grounds much wider
than the occasional need for providing additjonal non-Plan assist-
ance to States during the period covered by the existing devolution
arrangements. Having regard to the nature of its functions it would
be inappropriate to require a Finance Commission to look only into
the requirements arising from some isolated causes affecting the
States’ revenue or expenditure, or to look into the financial needs
of a few States only. In considering any modification of the scheme
of devolution of resources from the Centre to the States or their dis-
tributicn among the States, the Finance Commission would have to
take into account the overall needs and resources of the Central and
State Governments in the changed circumstances, including the
commitments already made on the basis of the existing scheme of
devolution. Such a review would not be practicable for the purpose
of dealing only with the additional needs of States due to particular

regasons.

35. When a State Government finds itself unable to balance fis
budget. having regard to its existing resources including the proceeds
of additional taxation undertaken after the last Plan period, its diffi-
culties may be either due to circumstances beyond its control, such
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as natural calamities, or due to other new developments necessitating
substantial additional expenditure. We note that the Central Gov-
ernment already has a scheme for assistance to States in case of
natural calamities under which, after obtaining the report of a team
of Central officers, it provides assistance by way of grants and loans
as well as necessary ways and means advances to cover the entire
approved expenditure required to meet such calamities. We consi-
der that in all cases where a State Government experiences diffi-
culties due to unforeseen developments, it should make serious efforts
to raise further resources or to reduce its expenditure as far as possi-
Lle instead of incurring unauthorised overdrafts. If, in spite of all
possible measures, the State finds itself unable to meet the additional
expenditure which is immediately necessary, it may apply to the
Centre for temporary assistance to tide over the difficulty by a short-
term loan on suitable terms. We recommend that in such cases the
Central Government should provide necessary assistance to the State
after satisfying itself regarding the need of the State, the efforts made
by it to adjust its resources and expenditure and the steps it is pre-
pared to take to provide for repayment of the loan,

36. After the immediate requirements have been provided for in
this manner, the State should be able to devise suitable measures for
balancing its budget in the succeeding year. The Planning Commis-
sion which annually reviews the estimated non-Plan receipts and
expenditure of the States, should take into account the adverse effect
of the new developments, and if necessarey, modify the size of the
annual Plan of the State concerned. This may result in some States
having to curtail their annual Plans, but we think that proper fiscal
discipline requires that they should make such necessary adjustments
in their Plan programmes until the whole question of devolution is
reviewed by the next Finance Commission.

Plan finance

37. Some State Governments have represented to us that they
have been led to overestimate their resources and underestimate
their non-Plan expenditure in their eagerness to have larger Plans
and to secure greater Plan assistance which has been allocated on a
basis of matching resources. We consider that both resources and
expenditure should be estimated in a realistic manner. At the same
time we recognise that to some extent the States have to be prevailed
upon to maximise their resources and to economise on non-essential
expenditure. We understand that the Planning Commission is engag-
ed in revising the principles for distribution of Plan assistance in
future, and that it is likely to give less importance to the basis of
matching resources. We consider it fundamental that there should
be no deficit financing at the State level, and that the size of the State
Plans should be regulated strictly within the States’ own resources
and such Central assistance as may be available. For this purpose,
ways and means advances should not be considered as a resource.

Repayment of Central loans

38. Besides the requii‘ements of unforeseen circumstances which
have led to difficulties in the States’ revenue budgets, the volume of
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repayment of loans has in receni vears resuited in a considerable
sira:n on the capital side. In this respect there is a serious lacuna
in ine present arrangements for {iscal assistance to States to which
we would like 1o draw the aitenudn of the Central Government.
The repaviuents of 10ans by States have been growing very steeply
(vaz Lable 3) while non-Plan capital receipts have not shown any
such growtn. It has not been possiple for us 1o consider thie various
items of capital receipts and expenditure individually, but takgan
together they have resulted in cubstantial non-Plan capital deficits
{mude Table 4) which have been largely responsible for unauthorised
overdrafts in several States. At presemt, there is 0 arrangement for
dealing with the problem of these capital dejicits. In order that
unauthorised overdrafts are avoided, we suggest that whenever such
deficit is anticipated, the State Government should carefully consi-
der how far its non-Plan capital expenditure can be reduced, and also
make efforts (o increase its capital receipts including better recovery
of loans given by it. If in spite of such efforts, the capital budget for
the year cannot be ba anecad, the State may represent its case Lo the
Central Governmeni which may, it satisfied that the State needs
relief in order to avoid unauthorised overdrafts, consider deferring
the repayment of Central 1oans falling due during the year to the
necessary extent.

Deprivation of States’ share of taxes

39. Some of the State Governments have represented to us that
the inadequacy of their resources has heen accentuated by the uni-
lateral actions taken by the Central Government which have depriv-
ed them of their legitimate shares out of proceeds from advance
collection of income-tax, income-tax on companies and tax on railway
passenger fares, We may point out that while the Constitution gives
ihe States a right to share in certain taxeg when they are levied by
+he Centre, it is the responsibility of the Central Government 10
decide what taxes are tn be levied as well. as the manner in which
and the rates at which they should be levied. The machinery of
Finance Commissions has bzen provided to ensure that the States
receive an cquitable share of the proceeds of divisible taxes and
duties after periodical review. A cause for complaint regarding
deprivation of the States’ du- chare can therefore arise only if the
Central Government made a change adversely affecting the States
without providing for suitable compensation during the period be-
{ween two Finance Commissions. Such has hot been the nosition in
anv of the cases mentioned bv the States in this connection. What-
ever view might be taken as to the correctness of the procedure for
determining the net proceeds of income-tax, the fact is that the pre-
sent practice of excluding advance collecticn of income-tax from the
divisible pool pending finalisation of assessments has been in exis-
tence since a time prior to the appointment of the first Finane Com-
mission and even befcre the conmencement of the Constitution. All
the Finance Commissions have framed their recommendations regard-
ing devolution of taxes and grants after having due regard to the
cize of the divisible ool of income-tax estimated on the basis of the
existing procedure. The change in the Income-tax Act wherebv the
income-tax paid by companies was brought into the category of cor-

30—60 M. of Fin.
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This resulted in contraction of the
divisible pool immediately, but the Central Government gave the
States a compensatory grant to make good the loss. When this mat-
ter was dealt with by the Third Finance Commission, it pointed out
that there were other measures available for taking account of the
shrinkage in the divisible pool. On this and other considerations it
increased the States’ share in the proceeds of income-tax to 66-2/3
per cent and also made other recommendations 1o increase the
volume of devolution. The Fourth Finance Commission also took
due note of the States’ representations in this regard and eventually
increased the States’ share of income-tax to 75 per cent. An ad hoc
grant was provided by the Centre in lieu of the repealed tax on rail-
way passenger fares. We do not therefore consider that the conten-
tion of som= States that these measures have led to unauthorised

overdrafts is justified.

poration taxes was made in 1953.

Delays in receiﬁt of devolution and Plan assistance

40. We now comsz to temporary difiiculties arising from fluctua-
tions in the flow of receipts and expenditure. In this conneciion the
States have complained of delays in the receipt of their shares of tax
devolution, statutory grants and Plan assistance. We have gone into
this question in some detail. We find that the States’ shares of the
Union Excise and Additiongl Excise Duties are paid to them in
monthly instalments and grants under Article 275 are disbursed
quarterly in advance. The States’ share of income-tax is paid quat-
terly—10 per cent in July, 20 per cent in October, 25 per cent in
January and the rest in March. It is seen that the income-tax collee-
tions follow the same pattern (vide Table 5), and obviously the Cen-
tral Government cannot be expected to pay the States’ share in
advance. Since, however, large portions of this share involving con-
siderable sums are at present being paid to the States in January and
March, we suggest that the Central Government may consider whe-
ther the releases could be made more frequently during the last two

quarters.

41 Under' the existing arrangement for release ¢f Plan assistance,
except for ex»enditure on multi-purpose river proj:cts where quar-
terly payments are made on the basis of estimated expenditure,
monthly ways and means advances are made to Siate Governments
during the firzst ten months of the year on the basis of annual budget
estimates and the residual amount is released in March on the basis
of departmental figures of actuals for nine monthg and departmental
estimates of expenditure for the last quarter. The Plan assisiance
actually due for the year is finally adjusted on the basis of audited
figures which generally become available long after the close of the
year. This procedure, we understand, follows a recommendation of
the Central Public Accounts Committee. We think that the delay
in the final adjustment of Plan assistance should not normally result
in any ways and means difficulty. unless there have heen large in-
crease in Plan expenditure actually incurred as compared with the
departmental actuals for nine months and estimated expenditure
for the last auarter. The disparity between the two could be subs-
tantially narrowed down, if the ~State Governmentg arrange for
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speedy reconciliation of departmental actqals with the accounts
maintained by the Accountants-General curing the course of the
year. Efforts should also be made t0 reduce the time taken for com-
pletion of audit.

Payments on behalf of Central and other State Governments

49 Some State Governments have suggested a change In the
existing accounting arrangements for iransactions in a Stale on
behalf of the Ceniral Government and oth:c State Governments
which are initiaily met from State balances. The Central Govern-
ment iransactions at banking treasuries and sub-treasuries do not
affect the cash balance of a State as they are met directly from the
Centrai (Government’s cash palance, Central transactions at non-
banking treasuries are initially met from the State’s own balar‘lces,
but they are adjusted on a weekly basis. Transactions of other State
Governments at all treasuries and banks are met from the cash
balance of the State where they occur and they are settled monthly.
Their effect on the ways and means position of most States is, how-
ever, small and the States have also the benefit of their own transac-
tions in other States being met from the balances of those States.
We therefore think that no change in the present arrangements Is
called for.

Consolidation of Plan loans

43. According to existing arrangements large repayments of Cen-
tral loans have to be made by the States in the month of October.
"This results in ways and means difficulties for some States during
that month and the succeeding few months. It has been represented
to us that the repayments falling due in October may be evenly
spread over the last six months of the financia] year. We think that
such modification would not be helpful sinee in most cases the re-
payments due in March are also substantial (vide Table 6). In view,
‘however, of the difficulties experienced by the States, we suggest
that the Central Government may consider the possibility of suita-
bly modifying the procedure for consolidation of loans to States so
that their repayment may be in instalments which correspond
generally with release of Central funds to the States and the usual
‘time of flotation of their market loans.

Tonadequacy of limits of advances

44, Several State Governments represented to us that in view of
Jarge increases in their revenue receipts and expenditure in recent
years, the limits of ways and means advances allowed to them are
no lenger sufficient and they should be suitably increased. At this
stage, we wish specially to emphasise that the facility of ways and
meang advances from the Reserve Bank is intended only for enabl-
ing the States to meet their temporary day to day requirements and
it is not meant to be used as a resource for financing their general
budgetary needs. It is vitally important that this basic position is
accepted. Difficulties have often arisen because some States have
been taking advantage of this facility to incur expenditure bevond
their resources with the result that such advances are r- longer
available to them as a cushion for meeting temporary imbalances.

Balanceg budgets and expenditure control

49 In the context of over-all shortage of financial resources
available to the Central and State Governments and rising demands
for expenditure in a welfare State, it 1s inevitable that the State
Governments, even after receiving all possible devolution of tax
shares and grants as well as Plan assistance from the Centre. wiil
not find themselves in a position to meet their needs In fu_]l. _If':h_e
evil consequences of unauthorised overdrafts are to be avoided, it ir
2 matter of vital importance that, inspite of the relative madequactj,"
of their resources, the State Governments must have balauced
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45. As an authority responsible for monetary management the
Reserve Bank has to determine the overall limits of ways and means
advances for the States having regard to the prospect of timely re-
payment and their general effect on monetary expansion. The limits
have been revised recently in March 1967 when they were substan-
tially enhanced. Besides, the States are authorised to meet their re-
quirements on account of trading schemes, such as purchase of food-
graing and fertilizers, by taking separate advances from the State
Bank of India and other commercial banks. The adequacy of the
limits of ways and means advances from the Reserve Bank can be
indgad anle urith rafarenca to the seasonal disparities between the
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budgets and they should not embark upon any expenditure in ex-
cess of their available resources. Where, after the adoption of a
balanced budget, there are fresh developments likely to result in
lower receipts or higher expenditure, the responsibility for restor-
ing the budgetary balance must necessarily lie on the State Govern-’
ment and it should take timely steps to mobilise sufficient addi-
tional resocurces or curtail its expenditure to the necessary extent.
Table 7 gives the overall budgetary position of the States for the
years 1965-66 to 1968-69. It shows that several States had substan-
tial deficits at the initial stage of budget estimates and in many
cases the deficits continued even at the time of revised estimates.
In some cases, though the budgets had been balanced initially, the
revised estimates showed considerable deficits. This practice of
unbalanced budgets has inevitably led to persistent overdrafts. We
therefore recommend that every State should adapt the policy of
having overall balanced budgets both at the beginning of the year

and at the time of revised estimates.

50. Even when there is a halanced budget, it is necessary that a
careful watch is maintained on the flow of receipts and expenditure
throughout the year. We consider it an indispensable ingredient
of sound financial administration that every State should have an
effective ways and means section in itg Finance Department, Such
sections already exist in several States, and we recommend that alk
States should have them., They should evolve a system of prepar-
ing every month g forecast of the ways and means position for at
least three months ahead. On the basis of such forecasts, corrective:
measures should be taken where necessary and suitable directions
issued to controlling officers for restricting expenditure, so as to
ensure that the total disbursements do not exceed anticipated re-
sources during each period. The States may also consider the intro-
duction of a system in the nature of “letters of credit” in the case
of major spending departments, such as Public Works, Irrigation,
Electricity, Forests, ete, which generally draw money by cheques
on the treasuries and banks. The monetary limit upto which each
disbursing officer can incur expenditure may be fixed periodically
and any withdrawal in excess of such limit should be refused by
the treasury or bank.. We understand that a system on these lines
has been introduced in one State and has led to a definite improve-
ment in its overdrafts position. This system may be adopted by

other States with advantage.

51. With the adoption of balanced budgets and an effective system
of control over expenditure, the States should be able to avoid any
difficulties in their ways and means position. We have already dealt
with the question of unforeseen developments requiring heavy ex-
penditure or reduction of revenues, while considering the question
of imbalance between the States’ resources and functions. We con-
sider that if the suggestions we have made in that regard are pro-
perly followed, the States should be able to arrange for meeting the
essential expenditure on such occasions. Where necessary, they
should represent their case to the Central Government in good {ime
for obtaining suitable assistance. We have no doubt that the Cen-

tral Government would give carefu] consideration to the difficulties.
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n circumstances and

instead of allowing
aving to clear them

experienced by the States due to unforesee
would give them such assistance as_is possible,
them to get into unauthorised overdrafts and h

later,

dealing with unauthorised overdrafts

Procedure for
preceding paragraphs

52. If the arrangements envisaged in the
are implemented, and worked in their proper spirit, there should not
be any occasion for a GQtate to run into an unauthorised overdrait.
If, however, any such overdraft still occurs, it could only be due
{o lack of fiscal discipline on the part of the State. We consider that
it would not be proper for the Reserve Bank to treat its notice to
a State Government for clearing iis overdraft as a routine measure.
Tt should be the duty of the State Government to take all possible
steps for clearing the overdraft failing which the Reserve Bank

must proceed to stop payment of the State’s cheques,

53. In view of the serious conseguences which would ensue from
the stoppage of payment of a State’s cheques, we are of opinion that
in such a situation it is the duty of the Central Government to help

the State to regain a position of budgetary balance and to achieve
fiscal discipline. To do s0, it would be necessary for the Central
Government to assist the State to clear its overdraft. 1t must, how-
gver, be recognised that this would be possible only where the State
Aves not persistently follow policies resulting in financial difficulties
and that the Central Government cannot be expected to clear un-
authorised overdrafts of the State Government repeatedly. The

Central Government would therefore have to consider, whenevel
whether the situation resulting

an unauthorised ovedraft occurs,
from stoppage of cheques should be allowed to take place of whether
the State should be given necessary assistance to clear the overdraft,
For this purpose wWe suggest that the Reserve Bank, whenever it
the State Government, should also bring the matter

¢ the Central Government. The Central Govern-
i State Government and

e to clear the overdraft. If

ascertain what steps it proposes to tak
the State Government is not in a position to do so, it should urgently

ach the Central Government for special assistance. The Cen-
tral Government should, where it decides to assist the State, release
as a matter of urgency soO much of the chare of devolution or Plan
assistance payable to the State during the remaining part of the
vear as may be needed for covering the portion of the overdraft
which the State Government is not able to clear by itself. If the

amount due to the State during the year is not sufficient for this
uld provide further assistanee

purpose, the Central Government sho
- loan to be adjusted against ite

to the State by giving an ad hoc
share of devolution or Plan rssistance falling due during the next

year,

appro

54, The Central (overnment  should at {he sume time initiate
necessary consultations with the State Government with a view 10
finding out the causes responsible for its difficulties and the measures
necessary to ensure that a similar situation does not recur. The
Central Government should for this purpose depute a team of its
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officers, including a nominee of the Planning Commission, to visit
the State for assessing the situation and to make suitable recom-
mendations, after consulting the State Government, regarding the
measures necessary for removing the disparity between the State’s
resources and expenditure, and for ensuring an effective system of
control over expenditure. The team may also examine whether
any further temporary loan assistance would be required by the
State for tiding over its immediate difficulties, The Central Gov-
ernment should, after considering the recommendationg of the team
“of oilicers, call upon the State to adopt such measures as the Cen-
“tral Government may deem necessary. In this connection it should
_be open to the Central Government to arrange for the association,
to ensure beforehand that payments on behalf of 5 State Government
in an advisory capacity, of an officer nominated by it with the Fin-
ance -Department of the State, {0 secure effective control over ex-
penditure so as to keep it within actual receipts. The State Gov-
ernment should comply with these requirements as they are part
of the arrangements for getting special assistance from the Cenire.
We have carefully considered whether such requirements could be
regarded as an infringement of the State’s autonomy. We consider
that in view of the faet that such measures would be required only
for the purpose of giving assistance.to the State for clearing its
unauthorised overdraft, they cannot bé regarded as in any way
affecting the State’s autonomy. We discussed this point with the
‘State Governments and many of them expressed agreement with
this view. In fact, some of them stated that such action would he
nothing more than the fulfilment of the Centre’s responsibility.

55. If a State Government persists in ineurring an unauthorised
overdraft, we are of opinion that it would not be proper that the
Central Government should clear it. The consequences of the
State’s failure to clear the overdraft will then have to be faced. It
a persistent overdraft occurs, or if it is not found possible to clear
an overdraft in accordance with the procedure that we have sug-
gested, the Central Government would have to take a view within
the period of notice given by the Reserve Bank whether the crisix
resulting from the stoppage of payments of the State’s cheques
should be allowed to develop or it would be expedient to forestall
it by the invocation of its constitutional powers. It is obvious that
such an important decision would befaken by the Central Govern-
ment only after full consideration of all the facts and circumstances
of a particular situation. It would not be proper for us to make
any suggestion in this regard,

Summary of recommendations

56, We therefore recommend the follewing measures for avoiding
unauthorised overdrafts: ;

(1) The State Governments must accept the basic position
that the facility of ways and means advances is meant only
for meeting temporary requirements and not for financing
general budgetary needs. ‘ (Para. 44}

(2) The States should, as a matter of necessary f'scal discipline.
" balance their budgets and manage. their affairs within the
resources available to them.  They should adopt the policy



(3

(%)

(5)

(6)

(0

(8)

253
of having overall balanced budgets both at the beginning

of the year and at a time of revised estimates.
(Paras 33 and 49)

There should be no deficit financing at the State level and
the size of the State Plans should be regulated strictly
within the States’ own resources and available Central
assistance. Ways and means advances should not be con-
sidered as a resource.

(Para 37)

While the present position regarding limits of ways and
means advances does not call for any immediate change,
periodical reviews of the limits gshould be made by the
Heserve Bank.

(Para 45)

The State Governments which do not have sufficient Cen-
tral Government securities may, in special difficulties,
avail themselves of such further clean advances as the
Reserve Bank can allow subject to being satisfied about
repayment in time.

(Para 46)

The Central Government may consider more frequent re-
leases of the States’ share of income tax during the last
two quarters.

{Para 40)

To avoid ways and means difficulty due to delay in the
final adjustment of Plan assistance, the State Governments
should arrange for speedy reconciliation of departmental
actuals with the accounts maintained by the Accountants
General during the course of the year. Efforts should also
be made to expedite completion of audit.

(Para 41)

The Central Government may consider suitably modify-
ing the procedure for consclidation of loans to States so
that their repayment in instalments may correspond with
release of Central funds to States and the usual time of
floatation of their market ioan..

(Para 43)

(9) Where a State Government experiences dilficulties due to

unforeseen developments, it should make efforts to raise
further resources or to reduce expenditure, instead of in-
curring unauthorised overdrafts. If in spite of all possible
measures it cannot meet the additional expenditure which
is immediately necessary, it may apply to the Ceniral
Government for a short-term lean to tide over the diffi-
culty. The Central Government should in such cases pro-
vide the necessary assistance to the States.

{Para 35)



(10)

(11)

(12)

(13)

(14)

(15)

(16)

254

The Planning Commission should, in their annual Plan re-
view, take into account the adverse effect of the new deve-
lopments and if necessary modify the size of the annual
Plan of the State concerned.

' (Para 36)

Whenever a deficit on non-Plan capital account is anticipat-
ed, the State Government should consider reducing its
non-Plan capital expenditure and make efforts to increase
its capital receipts including better recovery of loans. If
the capital budget cannot be balanced in gpite of such
efforts, the Ceniral Government may consider deferring
the repayment of Central loans falling due durmg the
year to the necessary extent.

(Para 38)

Every State should have an effective ways and means sec-
tion in its Finance Department. Forecasts of the ways and
means position should be prepared, on the basis of which
necessary corrective measures should be taken.

: (Para 50)

The States may consider the introduction of a system in the
nature of ‘letters of credit’ in the case of major spending
departments and a menetary limit of expenditure may be
fixed for each disbursing officer.

(Para 50)

The Reserve Bank should keep a continucus watch over
the ways and means position of each State and the ways
and means advances should not be allowed to continue be-
vond three months automatically. The Bank should for-
mally renew an advance only where it is satisfied that its
continuance is not due to a long-term imbalance in the
State’'s budgetary position. In other cases the State
should be called upon to repay the advance and in case of
default it should be dealt with as an unauthorised over-

draft.
(Para 48)

Where an unauthorised overdraft takes place, the Reserve
Bank should issue a notice to the State Government as
at present, and at the same time inform the Government
of India. It should be the duty of the State Government
to take immediate steps for clearing the overdraft within
the notice period, failing which the Reserve Bank must

proceed to stop payments.
(Paras 52 and 53)

In view of the serious consequences which would ensue
from stoppage of payments, the Government of India
should help the State to regain a position of budgetary
balance and to achieve fiscal discipline. To do so it should
assist the State to clear the overdraft. If must be clearly
recognised that this would be possible only where the State
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does not persistently follow policies resulting in financial
difficulties and that the Ceniral Guovernment cennot clear
unauthorised overdrafts repeatedly. .

(Para 53F

For this purpose the Government of India should, as soon
as it is informed by the Reserve Bank about issue of notice-
to the State, ascertain from the State what steps it pro-
poses to take to clear the overdraft. ]f the State Govern-

ment is not in a position to clear the overdraft it should
urgently approach the Central Government for special
assistance. The Central Government should, where it de-
cides to assist the State, release in advance the State’s
share of devolution or Plan assistance payable during the
year. When the amount due to the State during the year
is not sufficient for the purpose, further assistance should be-
given as an ad hoc loan to be adjusted against the devolu-
tion or Plan assistance falling due during the next year.

(Para 53)

The Central Government should also have consultations
with the State Government to ascertain the causes of its
difficulties and to ensure that the situation does not recur.
It should depute a team of its officers, including a nominee
of the Planning Commission, 10 visit the Staic for assess-
ing the situation and recommending remedial action, and’
also considering whether any further temporary loan assis-
tance is necessary for tiding over the immediate difficulties
of the State.

(Para .54y

The Central Government should call upon the State to
adopt such measures as it may deem necessary. For the
purpose of securing effective control over expenditure so
as to keep it within actual receipts, it should be open to
the Central Government to nominate an officer to be asso-
ciated with the Finance Department of the State. The
State Government should complv with these require-
ments.

(Para 54)

If a State Government persists in inctrring an unautho-
rised overdraft it would not be proper that the Central
Government should clear it and the consequences of failure
to clear it will have to be faced. In such a case, or where
an overdrafi cannot be cleared in accordance with the pro-
cedure we have suggested, the Central Government would
have to take a view whether the crisis resulting from stop-
page of Payments of the States’ cheques stould be allowed
to develop or it would be expedient to forestall it by involk-
ing its Constitutional powers.

(Para 55)



CHAPTER 5
DEVOLUTIONS AND GRANTS FOR 1969-70.

'57. The Commission has been asked in paragraph 6 of the Presi-
«dential Order to make an interim Report, in particular in respect of
the financial year 1969-70. In that connection, we obtained from the
State Governments forecasts of their revenue receipts and expen-
diture for that year. We requested them to furnish particulars of
their revenue receipts on the basis of the levels of taxation likely to
be reached at the end of 1968-63, exclusive of devolutions of taxes
and grants. On the expenditure side, we requested them to furnish
details - of their expenditure on revenue account including the
maintenance of Plan schemes completed by the end of 1968-63, but
exclusive of the requirements of the Fourth Five-Year Plan.

58. After a preliminary scrutiny of the forecasts furnished by the
‘State Governments, we had discussions with their representatives on
various dates from the 17th June to the 23rd August, 1968. These
discussions revealed the necessity for obtaining additional informa-
tion on a number of points, which the representatives of the State
‘Governments were asked to furnish. We have not yet received
<complete information on these points from all the States.

59. In respect of devolutions of taxes and duties, we decided that
for the purpose of the interim Report we would take up, for making
final recommendations, only the distribution of the net proceeds of
-estate duty and the grant in lieu of the repealed tax on railway
passenger fares. Our discussions with the States in regard to distri-
‘bution of taxes and duties were confined to these two matters. Our
recommendations on them are givén in Chapters 2 and 3 of this
Report and they cover the period from 1969-70 to 1973-74.

60. In their forecasts for the year 1863-70 the States have shown
that on the basis of their own revenue receipts, they would have
revenue deficits aggregating to Rs. 1,283-69 crores. If the transfer of
funds to the States by way of devolutions of taxes and duties and
grants under Article 275(1) of the Constitution are continued during
1969-70 on the existing basis, the States would still have uncovered
deficits of about Rs. 650 crores, and every State would continue to
‘have a deficit. Obviously, it is not possible to make additional trans-
fers of funds of this magnitude to the States. It is, therefore, neces-
sary to éxamine the forecasts furnished by the State Governments
very carefully in order to assess their reasonable requirements,

61. The States’ forecasts vary considerably in the methods and
patterns adopted in regard to matters like reduction or avoidance of
debt, earmarking of funds for special purposes, treatment of items
like trading profits or losses, and classification between non-Plan and
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budgets and they should not embark upon any expenditure in ex-
vailable resources. Where, after the adOpthI‘i Of _&

cess of their a
balanced budget, there are fresh developments likely to result in
ibility for restos-

lower Teceipts or higher expenditure, the responst
ing the budgetary balance must necessarily lie on the State Govern-
ment and it should take timely steps to mobilise sufficient addi-
tional resources or curtail its expenditure to the necessary extent.
Table 7 gives the overall budgetary position of the States for the
years 1965-66 to 1968-69. It shows that several States had substan-
fial deficits at the initial stage of budget estimates and in many
cases the deficits continued even at the time of revised estimates.
In some cases, though the budgets had been balanced initially, the
revised estimates showed considerable deficits. This practice of
unbalanced budgets has inevitably led to persistent overdrafis. We
therefore recommend that every State chould adopt the policy of
having overall balanced budgets both at the beginning of the year

and at the time of revised estimates.

ere is a balanced budget, it is necessary that a
iained on the flow of receipts and expenditure
throughout the year. We consider it an indispensable ingredient
of sound financial administration that every State should have an
cffective ways and means gection in its Finance Department. Such
sections already exist in several States, and we recommend that alk

States should have them. They should evolve a system of prepar-
ways and means position for at

ing every month a forecast of the
basis of such forecasts, corrective

least three months ahead. On the
micasures should be taken where necessary and suitable directions
issued to controlling officers for restricting expenditure, sO as to

ensurce that the total disbursements do not exceed anticipated re-
sources during each period. The States may also consider the intro-
duection of a system in the nature of “letters of credit” in the case
of major spending departments, such as Public Works, Irrigation,
Flectricity, Forests, etc, which generally draw money by cheques
on the treasuries and banks. The monetary limit upto which each
disbursing officer can incur expenditure may be fixed periodically
and any withdrawal in excess of such limit should be refused by
the treasury or bank. We understand that a system on these lines
has been introduced in one State and has led to a definite improve-
ment in its overdrafts position. This system may be adopted by

other States with advantage.

50. Even when th
careful watch is main

ced budgets and an effective system

of control over expenditure, the Stateg should be able to avold any
difficulties in their ways and means position. We have already dealt
with the guestion of unforeseen developments requiring heavy ox-
penditure or reduction of revenues, while considering the guestion
of imbalance between the States’ resources and functions. We con-
gider that if the suggestions we_have made in that regard are pro-
perly followed, the States should be able to arrange for meeting the
essential expenditure on such occasions. Where necessaly. thew
should represent their case to the Central Government in good time-
for obtaining suitable assistance. We have no doubt that the Cen-
tral Government would give carefu] consideration to the difficulties

51, With the adoption of balan
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Reserve Bank normally requires Central Government securities as
cover against special advances, the Governor of the Bank told us
that he did not see any difficulty in providing additional accommo-
«dation to States in special difficulties whenever necessary, by allow-
ing further clean advances in cases where they did not have suffici-
ent Central Government securities, subject to the Bank’s being
satisfied about repayment of the advances in time. We suggest
that the State Governments may avail themselves of thig facility
‘which should meet their requirements.

Advances continuing beyond three months

47. In the preceding paragraphs we have examined the various
difficulties explained by the State Governments and have made
some suggestions which should help in removing these difficulties.
We shall now proceed to consider more fully the question as to the
measures which are necessary for avoiding unauthorised overdrafts
and for dealing with such cases of overdrafts as may arise inspite of
the measures we have suggested.

48. We may first consider the overdrafts which continue beyond
the period of three months specified in section 17(5) of the Reserve
Bank of India Act. We find that in fact.a number of Stateg have
been having this type of overdrafts. The prolonged continuance of
substantial ways and means advances is likely to result in their
exceeding the permissible limits when there is a smal] time-lag in
the inflow of receipts or unanticipated increase in expenditure. The
Reserve Bank has been allowing such advances to continue beyond
three months without renewal and without calling for their repay-
ment on the view that the continuance of advances in this manner
does not contravene section 17(5) of the Reserve Bank of India Act.
We think that it is necessary to review such advances instead of
allowing them to continue automatically. We suggest that the
Reserve Bank should keep a continuous watch over the ways and
means position of each State, and whenever any advance is found
to continue beyond the period of three months, the Bank should
examine whether it is due to a long-term imbalance in the State’s
budgetary position or any temporary reasons. Where the continu-
ance of the advance is not due to a long term imbalance, it should
be formally renewed by the Bank and treated as z fresh advance.
In other cases the Bank should cail upon-the State Government to
repay the advance, and in case of default, it .should be dealt with
as an unauthorised overdraft.

Balanceq budgets and expenditure control

49. In the context of over-all shortage of financial resources
available to the Central and State Governments and rising demands
for expenditure in a welfare State, it is inevitable that the State
Governments, even after receiving all pessible devolution of tax
shares and grants as well as Plan assistance from the Centre. wiil
not find themselves in a position to meet their needs in full, If the
-evil consequences of unauthorised overdrafts are to be avoided. it is
a matter of vital importance that. inspite of the relative inadequacy
of their resources, the State Governments must have balanced



