CHAPTER 6
GRANTS-IN-AID UNDER ARTICLE 275 OF THE CONSTITUTION

5.1 Under item (b) of paragraph 4 of the President’s Order dated
the 29th February, 1968, we are required to make recommendations
as to the principles which should govern the crants-in-aid of the
revenues of the States out of the Consolidated Fund of India and also
to recommend the sums to be paid to the States \which are in need of
assistance by way of grants-in-aid of their revenues under Article
275 for purposes other than the Five Year FPlans, having regard,
among other consideratjons, to—

(i) the revenue resources of those States for the five vears
ending with the financial year 1973-74 on the basis of the
levels of taxation likely to be reached at the end of the
financial year 1966-69;

(ii) the requirements on revenue account of those States to
meet the expenditure on administration, interest charges in
respect of their debt, maintenance and upkeep of Plan
schemes completed by the end of 1968-69, transfer of funds
to local bodies and aided institutions and other committed

expenditure; and

(iii} the scope for better fiscal management as also for econemy
consistent with efficiency which may be effected by the
States in their administrative, maintenance, developmen-

tal and other expenditure.

6.2 The earlier Finance Commissions have broadly agreed that
while the budgetary needs of the States are an important factor in
determining the assistance required by the States, a number of
adjustments have to be made and several broad considerations kept
in mind to determine the amounts of assistance which the States need
as grants under Article 275. Their budgetary forecasts have first to
he suitably medified te a standard form so as to make them compar-
able. It is necessary to take inte account the efforts made by them
to raise resources in relation to their tax potential and the scope for
economy in expenditure, and to have regard tc the need to avoid
large disparities in the standards of basic social services and to pro-
vide for special burdens of national interest likely to prove financially
strenuous to States. These principles have been generally recognised
as unexcepiionable. The main differences have heen the approach of
the different Commissions to grants for Plan purposes and earmarked
grants for broad national purposes like education.

6.3 In Chapter 2, we have already explained that it is not
possible for us to take into account any requirements for the Five
YVear Plan. It has been suggested to us that we should follow the pro-
cedure of the First Finance Commission and earmark a portion of the
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grant for the purpose of raising school teachers’ salaries to a mini-
mum level, We think, however, that it would be difficult for us as
a Commission to judge the requirements for improving the efficiency
of existing services through better terms of remuneration. We
understand that for the purpose of Plan assistance, the Planning
Commission has also been thinking of shifting the emphasis from
grants for specific purposes towards block grants for Plan expendi-
ture generally. The Fourth Finance Commission had observed in this
connection that even if a special grant could be made under Article
275. such a grant would get merged with the general revenues of the
States. Its utilisation could only be reviewed by a subsequent Finance
Commission and this would not be of any practical value. We agree
with this view.

6.4 While the Finance Commissions have broadly agreed on the
principles which should govern the determination of the States’
need for assistance, there have been differences in the extent to
which they have been able to take these into account. As regards
assessment of tax effort, the Second Finance Commission stated—

“In our assessment of tax effort we have assumed that if a State
raised additional revenue which it has promised for the Plan,
it will have done its part”.*

The Third Finance Commission did not take tax effort into account
as it felt that the comparative determination of the tax effort of the
States had to be related to their tax potential and required special
study. The Fourth Finance Commission expressed agreement witn
the principle of considering how far the States had made efforts to
raise resources in relation to their tax potential. However, in its
assessment of the States’ needs, it took inte account only non-FPlan
revenue expenditure and the revenue receipts anticipated on the
basis of the then existing level of taxes, and did not examine the
extent of additional tax effort as it was related to the financing of the
States’ Plan expenditure. It left out of account the estimated losses
by departmentally managed enterprises and assumed full realisation
of current interest dues from autonomous corporations like the State
Electricity Boards.

6.5 In view of the rapid growth of State expenditure and the
very large size of budgetary deficits which, as indicated in the States’
forecasts, comes to Rs. 7,368 crores, we consider that the emphasis
must shift significantly from budgetary needs to broad fiscal needs as
suggested by the Second Finance Commission. We have accordingly
tried to apply the principles laid down by the previoug Commissions
more extensively. For the purpose of asgessing the needs of each
State for meeting revenue expenditure, the States’ forecasts were
duly scrutinised with a view to placing them on a comparable footing
as well as correcting errors of estimation. The receipts and working
expenses in respect of the various departmental commercial schemes
were segregated to facilitate separate examination of such schemses.
Receipts of interest and dividends as well as payment of interest and
provision for repayment or amortisation of debt were also separately

*Report of the Finance Commission, 1967, para 64.
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dealt with. For important items of tax receipts and of expenditure
we adopted growth rates within suitable maximum and minimum
limits on the basis of past trends, future scope and other relevant

factors as explained by the States. The preliminary actuals of 1968-69,
wherever available, and budget estimates for 1969-70, were also
utilised in assessing the forecasts relating to the initial year 1969-70.

c.6 In our assessment of revenue receipts we have taken credit
for the interest due from Electricity Boardg,except in the case of

Astam and Rajasthan. In these two States, we found that the cost
of generation and distribution was abnormally high due to factors
over which the State Governments had little control. The increased
cost could not be covered by the revenue realised despite relatively
high tariffs. We have, therefore, assumed in their case receipt of
interest only to the extent of half the amount due. To the extent
that the estimates of working of certain Electricity Boards during
the five years reflected a net surplus, we have also assumed recovery
of arrears of interest payments due from them; but we left out of
account the portion of such arrears which had resulted from non-
payment of interest in respect of the vears 1966-67 to 1963-69, as the
Tourth Finance Commission had assumed full payment of interest
falling due from 1966-67 in assessing the budgetary needs of the
States. In regard to recovery of interest of loans and advances by
States to other parties, we assumed that each State Government
would realise interest on such loans and advance; at least at the
average rate of interest payable on its own borrowings. No increase
over the forecast of recovery of interest has. however, been assumed
in respect of rehabilitation loans given by the State Governments.

6.7 The material furnished by State Governments showed large
amounts of arrears of tax IEVENUES, particularly land revenue and
cales taxes. In our assessment we have assumed that where these
arrears exceed a moderate level representing normal arrears, the excess
over such level would be realised during the Fourth Plan period.

6.9 Some State Governmentg indicated to us their intention to
introduce prohibition by gradual stages, which would result in larger
budgetary gaps on account of loss of excise revenue as well as addi-
tional expenditure required for enforcement staff. Some of them had
assumed the receipt of grants from the Government of India for this
purpose, on the basis of a communication from the then Deputy
Prime Minister and Finance Minister offering to reimburse one-half
of the loss of revenue suffered by the States on this account for a
period of five years. We have taken the view that, while the State
Gaovernments have to decide their own policy regarding adoption of
prohibition at such time and by such stages as they may consider
desirable, the loss of revenue as well as the additional burden of
expenditure required to be incurred on account of such policy should,
at the same time, be made good by the States by raising further
amounts from the resources available to them and adopting suitable
measures of economy, with such assistance as the Government of
India mav he prepared to give to them. The grant of such assistance
would be a matter for settlement between the concerned State Gov-
ernment and the Government of India. when the occasion arises

4-..60 McfFin.
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Accordingly, in our assessment of the State Governments’ forecasts,
we have assumed the continuance of receipts from excise duties and
expenditure on administration of State Excise Departments having
regard to the position existing at the end of the year 1968-69.

6.9 On the expenditure side some of the States had provided for
large transfers to certain Funds like State Road Funds. To the
extent that the transfers to the Funds were utilised either for capital
expenditure or for Plan expenditure, they have not been taken into
account. Generally, we have also not included in our assessment any
net accretions to these Funds.

6.10 We have taken into account the provision made in the States
forecasts for repayment of zamindari abolition bonds or similar com-
pensation bonds, except where, as in the case of Tamil Nadu, the
arrangement was intended to be self-financing and the entire cost
of compensation was to be recovered from the allotiees over a period
of time.

6.11 We did not take into account losses in the case of road trans-
port schemes, in the expectation that the State Governments will
take effective measures to obtain returns from them which would
cover the working expenses, depreciation and interest.

6.12 A number of States included in their forecasts large amounts
for expenditure on maintenance and repairs of roads and buildings
and irrigation works. It was represented that on account of paucity
of funds they had not been able to maintain their assets properly in
the past, and that it was necessary to provide for clearance of the
backlog of repairs as well as for maintenance on improved standards.
Some State Governments gave us detailed estimates indicating the
levels of expenditure considered necessary for such improved mainte-
nance. The Ministry of Transport and Shipping alsc furnished us
with estimates of normal costs of proper maintenance of certain
categories of roads by regions as worked out by a Committee cf
technical officers. The provisions suggested in these estimates could
not be put on a comparable basis and we did not find it practicable
to adopt a general standard for such expenditure which could be
uniformly applied. However, in our assessment we recognised the
need for better maintenance and included provisicn on the basis of
average expenditure during the last three years with substantial
increase thereon. Similar increase was alsp made in the case of
capital expenditure on public works and irrigation met from revenue.

6.13 Many States included in their forecasts their requirements of
expenditure for increases in dearness allowance and revision of pay
scales for which they had already incurred liabilities in most cases.
So far as dearness allowance is concerned, it was urged that the
periodical decisions of the Government of India to increase the dear-
ness allowance of their employees left the State Governments with
little option but to allow similar increases for their own employees.
In some States the pav scales have also been revised recently,
whereas a general revision of the scales of pay of Central Govern-
ment employees has not been undertaken since 1959, and in such
cases we did not think that parity of rates of dearness allowance
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could justifiably be claimed with those applicable to Central Govern-
ment employees. We did not find it possible to adjust the require-
ments on this account owing to lack of detailed information. We
have therefore taken into account the likely expenditure on dearness
allowance in full. We have not, however, provided for increases of
dearness allowance in future, In regard to pay revisions, some State
Governments had already given effect to their gecisions belore the
end of 1968-69; others took decisions during the current year, whereas

in some cases the States indicated the anticipated effect of pay revi-
sions on the basis of reports of their Pay Commissions, or the likely
recommendations of the Commissions whose reports were stil
awaited. We consider that in cases where the level of expenditure
of a State Government is already high, it is necessary to exercise
sreater restraint in undertaking additional liabilities such as these
resulting from pay revision, unless additional resources to meet them
can be found by the State Government's own efforts. At the same
time, we felt that the recommendations of such Pay Commissions
would generally have to be implemented by the State Governments,
and for the purpose of our assessment we have included the provisions

necessary for this purpose.

6.14 We have allowed provision for payment of food subsidies
which are at present being given, but we have not included any
provision for enlargement of their scope or for fresh expenditure on
such schemes. On the same principle, we have also allowed in our
assessments subsidies to State Electricity Boards on account of rural
flectrif‘}ccation wherever included by the State Governments in their
orecasts.

6.15 The earlier Finance Commissions took into account the likely
expenditure on relief measures necessitated by natural calamities
like famine, foods, ete. The Fourth Finance Commission reassessed
the amounts required for this item on the basis of fipures of gross
expenditure for the eight vears ending with 1964-65. We noted that
expenditure on this account in the vears 1966-67 and 1967-68 during
which large parts of the country suffered from severe drought, was
clearly abnormal, We, therefore, reassessed the amounts likely to
be required for this item on the basis of the average expenditure fo:
the nine years 1957-38 to 1965-66. increased by 25 per cent. in each
case. The provision allowed by the Fourth Finance Comimission was.
however, retained if it was higher than the figures worked out on
this basis. In the case of Punjab and Haryana, the requirement was
worked out in respect of the former Punjab State en the same prin-
ciple, and the shares of the two States were determined in the pro-
portion in which the non-Plan expenditure under head “€4—Famins
Relief” had been allocated by the Dehejis Committee on the division
of assets and liabilities of Punjab. in consequence of the Punjab Re-
organisation Act, 1966. The Fourth Finance Commission has men-
tioned in its Report that the nrovision allowed in the case of West
Bengal was; strictly coraparable with that cof other States, as the
expenditure in this State under the head “64-—Famine Relief” in-
cluded some exnenditure which was not normally included under this
head in other States. We have, therefore, determined the reguire-
men* on the basis of the provision allowed for the neighbouring



52

State of Orissa, on a per capite basis. The difference between the
amount so arrived at and the annual provision made for this pur-
pose by the Fourth Finance Commission for West Bengal, has been
added to the estimate of the State’s expenditure under the head
“Miscellaneous” for calculating its revenue deficit.

6.16 The annual average provisions allowed by us in the States
forecasts on the basis explained above are indicated below:-—

Annual provision
allowed for relief

State from natural cala—
mities
(Rs. lakhs).
Andhra Pradesh . . . . . . . . 75.
Assam . . . . . . . . 48
Bihar . . . . . . . . 150
Gujarat . . . . . . . . 8o
Haryana . . . . . . . . 155
Jammu & Kashmir . . . . . 40
Kerala . . . . . . . . 10
Madhya Pradesh . . . . . . %0
Maharashtra . . . . . . . 86
Mysore . . . . . . . . 44
Nagaland
Orissa . . . . . . . . 125
Punjab . . . . . . . . 41
Rajasthan . . . . . . . . 108
Tamil Nadu . . . . . . . 50
Uttar Pradesh . . . . . . . : 94
West Bengal . . . . . . R 261
TOTAL . . . . . 1447

§17  While continuing the practice of making a separate annual.
provision for expenditure under Famine Relief, we consider that the
excess of such provision over the actual expenditure on famine relief
in each year should be transferred to a separate Famine Relief Fund
which may be drawn upon in other years for meeting expenditure
required in excess of the provision allowed by us. We also suggest
that the amount of appropriations to the Famine Relief Fund shculd
be invested in easily realisable securities. Although an exactly simi-
lar recommendation was made by earlier Finance Commissions also
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the State Governments have no
it. If this position continues an
io relieve the current ways an

provision allowed by us for famine v
would not serve its real purpose. We, therefore, hope that the State

Governments will be able to take appropriate action 10 implement
our recommendation in this respect. Fuviner, in determining the
assistance to be given by the Government of India under their scheme
of assistance o States for expenditure on relief measures, We think
that the accumulated provision for the entire period from 1969-70, and
no: merely the annual provision relating to the year in which the
natural calamity occurs, should be taken into account. Further, it
seems to us that for meeting expenditure on natural calamities it
would be more fitting it the 75 per cent. assistance to the States,
whose finances would also have been adversely affected on the
receipts side, is given whoily in the form of grants; and only the
amount required for State loans to others may be covered by Central
loans. The remaining burden of famine relief expenditure should be
met by the State itself, as it will be the primary authority for decid-
ing the level of famine expenditure. As at present, a ways and means
loan may be given to the States, where necessary, to meet tempo-

rary difficulties.

d means position of the State, thHe
eliet and natural calamities

6.18 Separate estimates were furnished by the States in regard o
the vequirements of expenditure on the maintenance and upkeep cf
Plan schemes completed by the end of 1968-69. These estimates
were ccrutinised with reference io the schemewise break-up ol the
revenue Plan outlavs during 1968-69. Generally speaking, we did not
take into account provision for contingent expenditure of a non-
recurring nature, minor works, or grants for purposes of a capital
nature. Expenditure cn Tstablishment and contingencies was gene-
rally allowed. Provision for maintenance of roads. buildings. etc..
was allowed on the same basis as for similar non-Plan expenditure.
The rates of growth adopted in estimating the recurring comimitted
expenditure over the five-year period were limited to the rates
adopted in assessing corresponding items of revenue expenditure. In
cases where such schemewise scrutiny was not possible due to in-
adequate data and the provision in the State's forecast worked ou!
te a higher percentage of th:s revenue Plan outlay for 1968-69 than
the percentage of the committed expenditure in 1966-67 to the revenue
Plan outlay in 1965-66, the provision was limited to the latter per-
centage after increasing it by 10 per cent. thereof, in order to covel
possible variations in the pattern of completed Plan schemes.

6.19 For the purpose of estimating the sums likely to accrue to the
dtates under our recommendations for devolution of taxes, we have
adopted the ostimates of taxes and duties furnished to us by the
Ministry of Finance. We have taken into account the grant in lieu
of the tax on railway passenger fares al its present level of Rs. 16-25
crores a year. In case the present arrangements regarding additionat
excise duties are discontinued, we have assumed that the States will
continue to get at least the same amounts from sales tax on these
commodities as their share of the proceeds of additional excise duties.
Unlike the previous Finance Commissions, this Commission has had
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to deal with the problem of distribution of unadjusted advance tax
coliections for the years upto 1966-67, and the increased net proceeds
of income-tax determined on the revised basis for the years 1967-68
and 1968-69. We have assumed that final payment tg the States for
the year 1967-68 will be made in 1969-70 when the net proceeds are
certified by the Comptroller and Auditor General, and that similar
payment for the year 1968-69 will be made in 1970-71. We have re-
commended that the States’ share of the unadjusted advance tax
collections upto 1966-67 should be paid {0 them in three equal instal-
ments during the years 1971-72 to 1973-74. The total sums expected
to be transferred to States by devolution of taxes in the five years
have been estimated on this basis. The total amount of such devolu-
tion of taxes to all the States, including the grant in lieu of tax on
railway passenger fares and proceeds of additional excise duties comes
to about 66 per cent, more than the amount of such devolution as
recommended by the Fourth Finance Commission in its report for the
five-year period from 1966-67 to 1970-71.

6.20 Some States have argued that the increased devolution due to
the inclusion of advance tax collections of past years should not be
taken into account in estimating their resources over the next five
vears as they should have been paid larger shares of income-tax pro-
ceeds in the earlier years when the collections were made. They
have represented that the delay has already added to their financial
difficulties and left them with greater loan liabilities. Though we
appreciate the States’ argument in this regard, particularly in view
of the higher expenditure on dearness allowance, etc., which they
have had to incur, we cannot agree with their contention that the
increase in devolution which they will receive on this account in the
next five years should not be included in their revenue resources for
assessing their needs for grants. The share of the divisible pool
which the States should receive has not been laid down in any
specific terms under the Constitution, but it is to be determined for
each period on the basis of the recommendations of the Finance
Commission appointed under Article 280 of the Constitution. It is
clear that the earlier Finance Commissions had before them the
estimates of proceeds of income-tax worked out by the Government
of India on the basis that advance tax collections were to be in-
cluded in the proceeds only after completion of assessments. The
recommendations of these Commissions for distribution of income-tax
as well as other devolution of taxes and grants under Article 275
were based on these estimates and also on their overall view regard-
ing the total transfers which were necessary to meet the require-
ments of States as assessed by them. It is not pessible for anyone
to form an opinion as to what the earlier Commissions would have
done in the matter of devolutions if the estimates of proceeds of
Income-tax before them had included advance tax collections. But
the procedure followed by them makes it clear that at least the grants
under Article 275 recommended by them might have been smaller.
We consider that the States cannot claim as of right that their share
of the unforeseen increase in the divisible proceeds of past years
which has resulted from the modification in the method of determin-
ing the net proceeds of income-tax should be paid to them without
being taken into account for the purpose of the whole scheme of
transfer of funds to them on assessment of their needs for the next
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five years. The supplementary reference made o us also S}J%@lhcal}y
requires us to take into account the effeet of our recommenaalions re-
garding the matters specified therein, in making our }'ecomme;watn:m:;
tor other devolutions and grants. We have accordingly ue:a:ed the
States’ shares of the unadjusted amount of advance tax and balance
of income-tax proceeds ol carlicr years as part of the resoulces avall-
able to them for meeting their revenue expenaiture 1In the five-yeav
veriod.

521  On the basis of the estimated devolition Ol taxes 10 each
State worked out asg above and assessment of the Giates’ forecasts
of their revenue receipts and expenditure as indicated eaikier, wo
iound that the States of Bihar, Gujarat, Haryana, Maahva Pradesh,
\laharashira. Mysore, Punjab and Uitar Pradesh will be recelving
bv devolution ol taxes amourlis which will be suilicient o covel their
mon-Plan revenue expenditure in the nexs five vears as assessed by
us.

6.22 The requirements of the other Sigtes Ior grante under Article
275 were then examined in greater detail. As regards their revenue
receipts, we have, according to our terms of reference, taken into
consideration the scope for better fiscal management. We also kept
in mind the principle approved by the earlier Finance Commissions
+hat the efforts made by the States to raise resources in relation to
their tax potential should be faken into account. We made a broad
comparison of each State’s total tax revenue at the existing lcvels of
taxation with that of other States on a per capita basis, We exclud-
ed the receipts from inter-State sales tax in making this comparison.
Taking the basis of average State incomes for the three years 19G2-63
to 1964-65 furnished to us by the Central Statistical Organisalion, we
also compared the tax effort as indicated by taking the tota] tax re-
venues as a percentage of the State income, after making some
allowance for lower yields from agricultural income. We felt that
owing to the different circumstances of each State and different
pclicies of the State Covernments and th: lack of satisfactory da.a
regarding the bases of different State taxes, it was not possible to
compare the incdence or vields of particular taxcs levied by the
States. We therefore considered that a broad comparison should be
made on the basis of the incidence of total State taxes in the context
of the tax potential of each State as indicated by its level of per
capitq income. In coming fo a view regarding the tax effort of a
State where the incidence of total State taxes was low, however, we
took note of the relative rates of comparable taxes to the extent
possible. In cases where the tax effort of the State examined in this
manner appeared to be considerably lower than that of other States
with similar per capita income, and particularly States with similar
conditions of development, we took this factor into account in assess-
ing the extent to which the State could be expected to make efforts
to raise its resources so as to bring it to a comparable level, unless
we found that the level of expenditure of the State as compared to
similar States was also appreciably lower.

6.23 As regards non-tax revenues, we felt that it was not possible
to compare the receipts from mining royalties and net receipts from
forests. No adjustment for these receipts was considered necessary.
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Receipts from interest on loans and dividends on investments as well
as receipts from departmental commercial schemes were separated
for being considered on a different footing. The balance of other
non-tax revenues was not examined directly, but we took it into
account in reduction of the State’s revenue expenditure on normat
items (excluding interest and other debt charges; expenditure on
departmental commercial schemes and provision for famine relief),
and we compared such net expenditure with similar expenditure of
other States having the same order of per capite income and econo-
mic development on the lines indicated in paragraph 6.26 below. We
shall consider the question of interest receipts, dividends and re-
ceipts from departmental commercial schemes along with the interest
payments and expenditure on departmental commercial schemes res-
pectively in subsequent paragraphs.

6.24 We examined the revenue expenditure of the States as assess-
ed by us according to broad categories. We separated the provisions
for interest, appropriation for reduction of debt and expenditure on
departmental commercial schemes which are not of a comparable
nature. We have considered these alongwith the corresponding
receipts under paragraph 6.33. We also excluded provision for famine
relief, which hag been dealt with in paragraphs 6.15 and 6.16 above.
The remaining expenditure including provision for dearness allow-
ance, pay revision, committed expenditure and proposals for fresh
expenditure included in the forecasts was taken as the State’s normal
revenue expendiiure for the purpose of comparison with the level
of expenditure in other States.

6.25 The terms of reference require us to have regard to the scope
for economy consistent with efficiency. We collected from the States
information regarding the economy measures undertaken by them.
They gave us details of the steps they had taken in this direction
from 1965-66 to 1967-68, including directives to keep vacancies unfill-
ed, curtailment of contingent and travelling expenditure, reduction
of provision for maintenance of public works, ete. Several States,
however, urged that by their very nature such measures could only
be of a short duration and that if they were to continue for a long
time they were likely to have an adverse effect on efficiency. They,
therefore, proposed to relax most of these restrictions. It was not
feasible for us to undertake any examination of the requirements of
various State Departments and judge the possibilities of effecting
economy. We have, therefore, examined the total revenue expen-
diture (after excluding famine relief, losses on departmental com-
mercial schemes and net burden of interest) on broad considerations
in the light of the levels of such expenditure in other States, parti-
cularly those with similar per capity income and having similar
conditions,

6.26 As the expenditure levels of different States in respect of
particular departments and services differ considerably on account of
their individual circumstances and policies and the growth of various
State activities in the past, it was not possible for us to compare the
levels of expenditure in different States in particular fields. We con-
sidered that a broad comparison of the levels of total revenue expen-
diture (after excluding the items mentioned above) would be suitable



o

for assessing the relative needs of States on an equitable basis, par-
ticularly as between States with similar levels of income and similar

conditions, but with large variations in regard to levels of expendl—
ture. We also took into consideration certain special features of some
of the States which tend to increase the level of their revenue expen-
diture, such as border areas, proportion of Scheduled Tribes, sparse-
ness of population and higher level of development of social services.
These are dealt with further in paragraphs 6.27 to 6.32, below.

After making some allowance for such factors, we considered that
where the level of expenditure in a State was substantially higher
than that generally indicated by expenditure in other comparable
States, it should be the State’s responsibility to find further resources
for meeting part of the extra expenditure and the budgetary deficit
as assessed by us should not be covered entirely by grants under
Article 275 unless we found that the tax effort of the State in relation
to its per capile income was also substantially higher than that of
States with similar per capita income and comparable conditions.

6.27 Several States asked us to consider allowing them a hkigher
level of revenue expenditure on account of certain special factors.
These factors are mainly problems of border areas, refugee rchabili-
tation, large proportion of Scheduled Tribes and sparseness of popu-
lation. As far as border problems are concerned, many of them are
being looked after by the Union which has the responsibility of guarc-
ing the frontiers of the country and maintaining the necessary armed
and other forces. Border roads of strategic value are constructed
entirely from the funds of the Government of India and special grants
ate also given to State Governments for their maintenance. In addi
tion, the Government of India give special grants for development ¢!
border areas. Nevertheless, the States on the border, especially those
adjoining Pakistan and China, have to incur some extra expenditur:
for guarding against infiltration and sabotage and for seeing that the
people in the horder areas are assisted in their problems. We have
kept this factor in view in assessing the level of expenditure of such

States.

6.28 In this connection, we mayv mention that the Government ot
Jammu and Kashmir had proposed a special provision of Rs. §20
crores for strengthening and re-organisation of police along the
border. These requirements are largely related to the existence of
a long cease-fire line with Pakistan and the security problems arising
therefrom. We took the view that where such problems exist, it
should be left to the Government of India to determine the quantum
of further assistance for such purposes in the light of circumstances
existing from time to time. Another special liability of border States
for which some of them suggested provision, is on account of mainte-
nance of border roads. The responsibility of maintenance of border
roads of strategic value built by or at the instance of the Central
Government is at present that of the Government of India. We took
the view that maintenance of other State Roads in border areas was
the normal responsibility of the State Government concerned and no
special grant can be provided for this purpose as requested by one
State.
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6.29 As regards velief and rehabilitation of displaced persons, the
Government of India are making provision for this purpose in their
budget and they also give grants and loans to States. Such loans are
repaid only to the extent that the State Governments can yecover
them. We, therefore, did not see any reason for making a special
provision on this account.

6.30 As far as Scheduled Tribes are concerned, the first proviso
to Article 275(1) of the Constitution contains a special provision re:
garding grants for schemes to promote their welfare, and substantial
amounts are being disbursed to States under this provision. Special
loans are also being given to States for the welfare of Scheduled
Tribes. Besides, the Planning Commission makes special provision
both in State Plans and under Centrally sponsored scheines for their
social and economic development. However, in view of the economy
of the Scheduled Tribes being largely a non-monetized economy and
their taxable capacity being lower than that of other sections of the
people, we have included the proportion of Scheduled Tribes popula-
tion in the weightage given to backwardness in our scheme for dis-
tribution of Union excise duties. We have alsc kept this factor
in view while considering the comparative levels of expenditure in
various States.

6.31 Some sparsely populated States represented to us that their
costs of administration and level of expenditure for maintaining an
efficient level of social services are high because of their relatively
larger area. In some cases, though their actual expenditure is not
high, that is due to their lack of resources and low level of services
which they are able to provide. We consider this factor is relevant
for assessing the level of expenditure and we have kept it in mind.

6.32 We found that more developed economic and social services
were one of the important reasons for the higher revenue expenditure
in some States. These services have been developed upto different
levels mainly due to historical reasons and different policies regard-
ing expenditure on Plan schemes relating to education and other
social services. Any contraction of such services is not desirable.
The States where such expenditure is high and which are in need of
grants under Article 275 cannot be expected to raise entirely by their
own efforts the additional resources for meeting the increased costs
for a number of years. We have therefore allowed in case of such
States a substantially higher level of expenditure as compared to
other States.

6.33 We now turn to the consideration of the net expenditure on
account of interest charges and returns from departmental com-
mercial schemes and other investments.” As indicated in paragraph
6-6 above, we have, following the principle adopted by the Fourth
Finance Commission, generally assumed that the full amount of in-
terest due would be received by the States from their Eleetricity
Boards. We also assumed recovery of interest on loans and advances
to other parties at a rate equivalent to the average rate of interest
payable by the State on its own borrowings. The bulk of the remain-
ing part of the States’ debt is accounted for by capital expenditure on
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departmental schemes of irrigation, road transport etc., and by 1In-
vestments in other corporations, companies and industrial concerns.
We have applied the principle similar to that adopted by the Fourth

Finance Commission in case of these investments. We consider that
in the case of multi-purpose river schemes (excluding the cost atlo-
cated to flood control) as well as irrigation (commercial), it should
be possible for the States to take measures to increase their receipts
s0 as to cover the working expenses on maintenance and management
as well as interesi on _ae ¢ ii-l cut.ay. idany agriculturists have
been incurring higher costs 1n ontaining water from private sources,
and there seems to be no reason why public sources of irrigation can-
not be managed more satisfactorily so as to produce returus which
can at least avoid loss. However, we have, for the present, assumed
that within the next five years it would be possible for the State
Governments to take steps to improve the retucns for covering the
working expenses and interest at the rate of 2} per cent on the in-
vestment. As regards other departmental schemes and investments
of State Governments, we have assumed that on the whole there
would be no net loss and that these schemes and investments taken
together will yield returns and dividends which would at least cover
the interest charges on the capital invaolved.

6.34 The balance of the States’ debt, which is not covered either
by leans and advances or by outlay on commercial schemes or invest-
ments, is mainly represented by their capital expenditure on other
works like roads, buildings, social services etc. In some cases, this
debt is also partly due to miscellaneous development loans under the
Plan, and ad hoc loans given by the Government of India to cover the
unauthorised overdrafts of the State Governments. We have taken
the view that the burden of interest charges related to ad hoc loans
should not be taken into account for determining the need of the
State for grant under Article 273, and it should be left to meet on its
own the interest liability as well as repayment by making efforts
to curtail its expenditure and augment its revenues. As regards the
other debt, which is not covered by the State’s loans to others or its
investments and commercial schemes, it is clear that the States can-
not meet the interest charges except from their general revenues.
We found that the burden of such debt used for purposes not pro-
ducing any direct returns varied greatly as between different States.
We considered that it is desirable {0 keep the amount of such loans
used for unproductive purposes within a suitable proportion of the
States’ own annual revenues. We have allowed interest on such debt
after limiting its amount to 50 per cent of the States’ own annual
revenues as assessed by us. In the case of Assam, Jammu and
Kashmir and Nagaland, such interest has been allowed on the whole
amount of debt as well as their unfunded debt.

6:35 On the question of interest on fresh borrowings during the
five-year period, we have adopted principles similar to those adopted
for the existing debt at the end of 1968-69. The amount of such
borrowings, or the purposes for which the moneys would be utilised,
cannot be definitely estimated at this stage pending finalisation of the
Five-Years Plan. The State Governments (excluding Jammu and
Kashmir) have estimated the amount of such fresh loans to be taken
by them at about Rs. 5,500 crores. It is certain that a large amount
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of such loans will be in the form of Central assistance for the FPlan,
and some Central loans would also be given to the States for other
purposes. We are of opinion that the use of loan funds should be
restricted mainly to the requirement of loans and advances to be
given by the States and for investment in their productive schemes
which can in the long run earn enough to meet their interest charges
at normal rates, in addition to working expenses and depreciation.
Interest on such schemes during the time required for construction
and a short gestation period thereafter, may have to be deferred or
capitalised if the State cannot meet it from the surpluses of otfher
schemes or its general revenues. But the returns in subsequent years
should be expected to meet this additional liability of deferred or
capitalised interest over a suitable period. In case of investments in
schemes like irrigation which may not be able to pay the full interest
charges for a considerable period, we consider that the terms of the
loans should be suitably fixed by the Government of India having
regard to the anticipated level of returns, and the interest may be
waived or kept at a low rate during the period of construction as
well as for a suitable period thereafter. The liability of interest in
such cases could also be deferred for a suitable period if the State is
unable 1o meet it from its other resources. We consider that in all
such cases the burden of interest on the outlay need not be taken
into account for the purpose of assessing the need of the State for a
grant under Article 275.

6.36 Besides the loans used for schemes of revenue-yielding nature,
which we have dealt with in the foregoing paragraph, the States also
have to spend every year some amounts for capital expenditure on
non-revenue yielding assets like roads, buildings, flood control works,
etc. We are of the view that when such expenditure cannot be met
from available revenue surpluses, it should be permissible to meet it
from loans, and the interest payment for such loans should be in-
cluded in the assessment of the revenue expenditure of the States.
The amount of loans which the States will utilise for such purposes
during the five-year period has not been settled and cannot be esti-
mated properly but we have assumed a total amount of about Rs. 235
crores during the five years for such loans to be taken by all the
‘States, and distributed it among them on the basis of population. We
have allowed full interest on fresh borrowings to this extent.

6.37 In the past, a considerable part of the loans taken by States
‘has been used for meeting revenue expenditure instead of creating
assets, making investment in productive schemes or relending to
other parties on suitable terms. Substantial amounts have thus
been lent by the Government of India to the States in the form of
Miscellaneous Development Loans. Ewven a part of the assistance
given by the Government of India for meeting relief expenditure in
cage of famine and other natural calamities is in the form of loans.
In recent years, several States have run inte unauthorised over-
drafts with the Reserve Bank of India, partly as a result of deficits in
their revenue account. The Government of India have given ad hoc
loans fo the States for covering the unauthorised overdrafts. We
-consider that the use of loan funds for such purposes is not desirable
in the interests of sound finance. We have therefore not made any
provision for interest on any borrowings for such purposes.
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638 We now turn to the question of provision for amortlsatwl'l Ot

the existing debt of the States as well as their likely borrowings in
the five-year period. In this connection, we wish first to indicate the

extent to which the total borrowings of States from the Central
Government and other sources have increased during the recent

years, as indicated below:

{Rs. crores)

ross-s6  1060-61 1065466 1968-69

(A) Public debt at the close of

the year
Loans from Central Govern-
ment . . . . 876-07 2015-BI  4100°92 5585-74
Others . . . . 272-68 58644 1149711 1338-07
Torar . . 114875 2602+25 5250703 6923-81
(B) Unfunded debt . . . 83-19 134°93 194-82, 30507

Interest payments by States
during the vear . . 322-98 8a-73 20720 33908

6.39 The Second and Third Finance Comnissions were of the view
that it is not necessary to provide for amortisation of debts from
revenue when such provision has to come out of devolution or grants
under Article 275. The Fourth Finance Commission, however, took
the view that the amortisation of market borrowing of the State
Governments must form part of their revenue liabilities. It consider-
ed that the question of including provision for amortisation of loans
in the revenue requirements of the States was not affected by the
gsource from which the revenues of the State are derived, whether
Jevied and collected by them or accruing to them by way of devolu-
tion of taxes or grants under Article 975. That Commission provided
for amortisation of market borrowings of the State Governments to
the extent of the provision made by them in accordance with their
budgetary practices. The Covernment of India have recently ex-
tended to other States, which were not maising such provision, the
benefit of an equivalent amount for conversion of their Plan loans
into grants, in order to remove the disparity between the States re-
sulting from the procedure adopted by the Fourth Finance Commis-

sion.

6.40 ‘The State Governments have in their forecasts submitted to
us asked a total provision of Rs. 1,222 crores for amortisation of all
thoir existing market loans as well a large part of their Central
and other loans and also their fresh borrowings during the five-year
period. The Chairman and one of our Members (Shri G. Swami-
nathan) are of the view that it would not be appropriate to allow
any pros ision for the amortisation of debt as a liability on the revenue
account of the States for the purpose of determining their need for
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assistance under Article 275 of the Constitution. This is in accord-
ance with the view expressed by the Second and the Third Finance
Commitisions. Their view is that the Centre should not be called upon
to make an addition to the grants paid to the States o enable them to
amortise from revenue any portion of their borrowings. States which
have genuine revenue surpluses would, however, be free to make
such provision for amortisation as they consider possible. Although
the Fourth Finance Commission made a departure and allowed some
amortisation provision in accordance with the then existing practices
followed by the States, and the Government of India also granted
turther amounts to certain States where the provision taken into
account by that Commission was inadequate, there is no reason why
the Centre should give grants to States to enable them to repay their
loans. It would be for the States themselves to raise adequate re-
sources in order to meet amortisation charges and if this is not found
‘practicable to repay their loans out of fresh borrowings. Apart from
this, any scheme of amortisation confined to market loans will confer
a greater benefit on the more advanced States which are in a better
position to borrow from the open market.

6.41 It is no doubt desirable that such capital outlay as has been
incurred on non-revenue-yielding assets should be written off to
revenue over a suitable period of years, but the Finance Commission
as such is not in a position to assess the extent to which the capital
outlay should be treated as wholly unproductive. This examination
should be entrusted to an expert Committee with which a represen-
tative of the Comptroller and Auditor-General of India should pre-
ferably be associated. It is desirable that such an examination is
initiated by the Government of India as early as possible and suitable
criteria laid down for future guidance. Pending such an examination
the Chairman and Shri Swaminathan are of the view that it would
be unnecessary to include any provision for amortisation in deter-
mining the grants-in-aid to be paid to the States. They are not in
favour of the Commission themselves making a provision for amorti-
sation or for writing off unproductive capital expenditure on an ad
hoc basis, as this will not cover the entire amount of such expendi-
ture and cannot solve the problem.

6.42 The remaining three Members of the Commission do not
agree with the views expressed on this question by the Chairman and
Shri Swaminathan, The view taken by these three members and
their recommendations in this regard are as indicated in the following
paragraphs. ‘

6.43 After careful consideration of the views expressed on this
question by the Second and Third Finance Commissions, they are of
opinion that though the amounts of devolutions and grants under
Article 275 are transferred to the States from the Union under rele-
vant orders of the President or relevant legislation of Parliament,
they are as much a part of their own resources as the revenue derived
by them under their powers of taxation and from other sources avail-
able to them. The devolution of taxes and statutory grants has been
incorporated in the Constitution as a part of the scheme of distribu-
tion of revenues between the Union and the States. They are, there-
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fore, in agreement with the view taken by the Tourth Finance Com-
mission that the guestion of provision for amortisation of loans is not
affected by the sources from which the revenues of the States are de-

rived, whether levied and collected by them or accruing to them by
devolution of taxes or grants under Article 275. They consider, how-
ever, that the provision for amortisation should be more properly
related to the purpose for which loan funds are utilised, rather than
the source from which the loans have been obtained. Apart from

the normal use of borrowed funds by States for making loans and

advances to other parties and for capital outlay on departmental.
commercial schemes and investment in corporations, Electricity
Boards, etc., the States have also to find funds for their capital ex-
penditure of non-revenue-yielding nature. They consider that when
sufficient surpluses on revenue account are not available, there can
be no objection to the use of borrowed funds for this purpose to a
limited extent having regard to the annual revenues of the States.
It is for this reason that the Commission has provided for interest on
only a part of that portion of the existing debt which is not covered
by loans and advances given by the State Governments and  their
productive capital expenditure and investments. On the same basis,
the Commission has also provided for interest on a suitable amount
of fresh borrowings in the next five years as explained in paragraph
6.36 above. They are, therefore, of opinion that provision should be
made for amortisation, or repayment from revenue, of existing debt
not covered by such revenue-yielding investments and loans, and of
fresh borrowings utilised for such purpose. They have accordingly
decided to include necessary provision for this purpose in assessing
the revenue requirements of the States. In doing so, they have
limited the amount of existing debt to be amortised to fifteen times
the annual provision for the five-year period which the Commission
has assumed for such loans and they have calculated the amounts
required on the basis of amortisation over a period of 20 years in
each case. They have also taken care to see that in cases where the
total amount of productive investments and loans of a State is less
than the amount of its Central debt (excluding ad hoc loans), the
balance of the Central debt is also excluded from the remaining un-
productive debt, so that the provision made by them should not in-
volve the repayment or amortisation of any part of the Central debt

of the States.

6.44 While they have made only a limited provision {for- the amor-
tisation of loans used for non-revenue-yielding purposes, they wish
tc emphasise that it would be desirable for the States, in the interest
of improving their finances, to make larger provision for amortisa-
ticn of their loans to the maximum extent possible, having regard to
their revenue position, and that the amounts so provided in their
hudgets should be either used for repayment of the loans or be ear-
maried and kept invested separately from their cash balances so that
the moneys become available for meeting their {lability for repay-
ment in due course.

6.45 The amounts included as provision for amortisation or repay-
ment of debt. including fresh borrowings in the five-year period, in
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the assessment of the revenue requirements of the States in accord-
ance with the view taken by the majority of the members of the
Commission, are as given below:

Provision for amoriisation

(Rs. crores)

State Amount
Andhra Pradesh . . . . . . . 1-20
Assam . . . . . . . . 334
Bihar . . . . . . . . 12-02
Gujarat . . . . . . . . o-69
Haryana . . . . . . . . 1-73
Jammu & Kashmix . . . . . . 024
Kerala . . . . . . . . 478
Madhya Pradesh . . . . . . 912
Maharashtra . . . . . . . 132
Mysore . . . . . . . . ©-78
Nagaland . . . . . . . . 0+01
Orissa . . . . . . . . 496
Punjab . . . . . . . . 037
Rajasthan . . . . . . 5-68
Tamil Nadu . . . . . . . 112
Uttar Pradesh . . . . . . . z2-45
West Bengal . . . . . . . g-85

ToTAL . . . . . 5966

These amounts are exclusive of the provision which have been
made in the case of zamindari abolition bonds and the provision made
in case of Rajasthan equal to the receipts from sale of lands mainly
in the Rajasthan Canal Project for reducing the capital at charge.

6.46 Having expressed our separate views regarding the question
of amortisation, we wish to indicate that we have, in assessing the
revenue receipts and expenditure of the States and applying the
principles and general conditions explained in the preceding para-
graphs, particularly kept in view the special problems of the States
of Assam, Jammu and Kashmir and Nagaland. We have tried to
treat their needs and requirements with as much care and considera-
tion as possible. The grants which we are recommending for these
States are of a much larger magnitude than would ordinarily be
justified in case of other States of similar size or having similar
resources. We hope that these three States also will, on their part,
make efforts to increase their resources and exercise better fiscal
management and proper economy consistent with efficiency and take
steps to improve the returns on their investments so that their finan-
cial position may steadily improve and in course of time they may be
enabled to have more adequate revenues to improve their social and
administrative services.
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&.47 After assessing the forecasts of the revenue receipts and non-
Plan revenue expenditure of the States and making suitable adjust-

ments in accordance with the principles and general considerations
-explained in the foregoing paragraphs, we have come 1o the conclusion
that States of Andhra Pradesh, Assam, Jammu and Kashmir, K._erala,
Nagaland, Orissa, Rajasthan, Tamil Nadu and West Bengal will be
requiring grants-in-aid under Article 275 of the Constitution. As we
‘have modified the estimate of the States’ requirements having regard
to several considerations and assumptions, their existing hudgetary
requirements will not be covered by their own resources along with
the devolutions of taxes and grants under Article 275 as worked out
on this basis. As explained in paragraph 2.24, we consider that in
such circumstances it is desirable for maintaining administrative and
social services that the States should be given further assistance for
some time during which they may be expected to take effective mea-
sures for improving their finances. We, therefore, consider it neces-
sary to recommend larger sums as grants to these States for the
earlier vears and suitably reduced amounts during the subsequent

‘years.

6.48 In the ecase of Mysore, the surplus after taking into account
the amount of transfers comes to a nominal amount of Rs. 2-58
.crores. The average amount of devolutions to this State during the
five-year period would be less than the average annual amount of
devolution of taxes and grants which it would have received on the
basis of the recommendastiions of the Fourth Finance Commission. We
consider it desirable that this State also should be given some fur-
ther assistance on a diminishing basis, so as to allow the State some-
time in which it can make suitable adjustments in its firancial
arrangements.

'6.49 In aceordance with the assessment of the States’ revenue
resources and their reguirements on revenue account for non-Plan
expenditure, including the provisions mentioned in paragraph 645
-above, we find that, besides Mysore, the following States will, after
the transfers to them by devolution of taxes as well as their share
of the grant in lieu of tax on railway passenger fares and the pro-
ceeds of additional execise duties as recommended by us, having sur-
pluses during the five-year period as indicated below. We do not,
‘therefore, recommend any grant to the following States under
CArticte 27h;—

Sirplvs
State (Rs. crores)
Bihar . . . . . . . . 19946
Gujarat . . . . . . . . 15899
Harvana . . . . . . . . 79-88
Madhya Pradesh . . ' . . . I15.009
Maharashtra R . . . . . . 419-29
Punja’ . . . . . . . . 117-22
Uttar Pradesh . . . . . . 280-87
ToTalL . . . . . 127080

$—60 M. of Fin.
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Of these States, Haryana, Maharashira and Punjab had a 1evenue
surplus according to our assessment, even without devolutions, The
level of expenditure in Bihar and Uttar Pradesh was found to be
low, and the deficits of these two States, as assessed by us, were much

smaller than the devolutions which they will get on the basis of the
principles adopted by us.

6.50 After making the assessments of the forecasts of revenue
receipts and non-Plan revenue expenditure of the States as indicated
in paragraph 6.47, and taking into account the provisions mentioned
in paragraph 645 to the inclusion of which the Chairman and
Shri Swaminathan do not agree, we recommend that the following
States, which will be in need of assistance after the transfers to them
by devolution of taxes and their share of the grant in lieu of the tax
on railway passenger fares and the proceeds of additional excise duties
as recommended by us, be paid sums specified against each of them
as grants-in-aid of their revenues in the respective years indicated

below under the substantive part of Clause (1) of Article 275 of the
Constitution :

(Rs. crores)

Total Grants-in-aid to be paid 'n
of the
|uUms I_O
State be I:ﬁld 196Q-70  1970-71  1971-72  1972-73  1973-74
mn 1=
five years

1 2 3 wba 5 6 T

e

Andhra Pradesh . 65-01 : 15+54 14-27 [3+00 173 1047

Assam . . [0I-97 FEB@‘ 20-60 2039 2019 1999
Jamroun & Kashmir 73468 16-81 15-77 1474 13-70 1266
k':’-? ©+ . 4965 993 993 993 993 993
Mysore . . . 17:99 648 504 3-60 216 071
Nagaland . 77°95 b7-40 16-49 1559 14-69 13-78
Orissa . . . 10467 A ST 22°72 2094 19-14 17-36
Rajasthan . . 5149 1236 1I°33 10-30 9-27 8-23
Tamil Nadu . . 2282 661 559 456 3-54 2:52
West Bengal . . 7262 .2 29 18-41 14°52 10-64 676

ToTAL 637:85  152-73 140°15 127°57 11499  I102-41

These sums include the amounts required to cover the residual
deficits of the States on the basis of the assessments made by us,
which have been distributed in equal instalments over the five
yvears. They alsc include supplementary amounts whic;h_ have be_.'en
allowed on a diminishing basis as a measure of transitional assist-
ance to the States in respect of losses on departmental commercial
schemes and investments, recovery of interest and loans, lower fax

efort-and nigher Levl of expendite, for whith adjugimonty o

made by us in the assessment of their deficits.



