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CHAPTER!

INTRODUCTION

11 This Finance Commission is the tenth since the
commencemaeant of the Constitution. The Order of the President
[SO No.431 (E) dated 15th June, 1992], constituting the
Commission is reproducad below :

"In pursuance of the provisions of anicle 280 of the
Constitution of India and of the Finance Commission
{Miscellaneous Provisions) Act, 1951 (33 of 1951), the
President is pleased 1o constitute a Finance Commission
consisting of Shri Krishna Chandra Pant as the Chairman
and the following four other Members, namely:-

1. Dr. Debi Prosad Pal, Member of Parliament, Member
2. Shri B.P.R. Vithal Member

3. Dr. C. Rangarajan Member

4. Shri M.C. Gupta Member Secratary

2. The Chairman and other members of the Commission
shall hold office from the date on which they respectively assume
office upto the 30th day of November, 1993.

3. The Commission shall make recommendations relating to
the following matters :

(a) the distribution between the Union and the States of the
net proceads of taxes which are 1o be, or may be divided
between them under Chapter | of Part Xll of the
Constitution and the allocation between the States of the
respective shares of such proceeds;

{b) the principles which should govern the grants-in-aid of
the revenues of the States out of the Consolidated Fund
of India and the sums to be paid tothe States which arein
need of assistance by way of grants-in-aid of their
revenuas under aricle 275 of the Constilution for
purposas other than those specified in the provisos to
clause (1) of that article.

4. In making its recommendations, the Commission shall
have regard, among other considerations, to:-

(i the obiective of not only balancing the receipis and
expenditure on revenue account of both the States and
the Central Government, but also generating surplusfor
capital investment and reducing fiscal deficit;

(i) the resources of the Central Government and the
demands thereon, in particular, on account of
expenditure on civil administration, defence and border
security, debt-servicing and other committed
axpenditure or liabilities;

{ii) the maintenance and upkeep of capital assets and
maintenance expenditure on plan schemes to be
completed by 31st March, 1995 and the norms on the
basis of which specified amounts are recommended for
the maintenance of the capital assets and the manner of
monitoring such expenditure;

{iv) the requirements of States for modernization of
administration, 8.g. computerization of land records and
providing faster channels of communication upto and

abovae district level, and for upgrading the standards in
non-developmental sectors and services, and the
manner in which such axpenditure can be monitored;

(v) the revenue resources of the States for the five years
commencing an 1st April, 1995, onthe basis of thelevels
of taxation likely 1o be reached in 1993-94, targets set for
additional resource mohilization for the Plan and the
potential for raising additional taxes;

(vi) the requirement of the States for meeting the Non-Plan |
revenue expenditure also keeping in view the potential -
for raising additional taxes;

(vii} the tax efloris made by the States;

(viii) the need for ensuring reasonable returns on investment
by the States in irrigation projects, power projects, state
transport  undertakings, departmental commercial
undertakings, public sector enterprises, etc.; and

{ix) the scope for better fiscal management consistent with
efficiency and economy in expenditure.

5. The Commission may suggestchanges. if any, 1o be made
in the principles governing the distribution of :-

(a) the net proceeds in any financial year of the additional
excise duties leviable under the Additional Duties of
Excise {Goods of Special Importance) Act, 1957, in
replacement of the salestax levied formerly by the State
Governments; and

(b) thegrantstobemade availabletothe Statesinlieuofthe
tax under the repealed Railway Passenger Fares Act,
1957.

6. In making its recommendations on the various matters
aforesaid, the Commission shall adopt the population figures of
1971 in all cases where population is regarded as a factor for
determination of devolution of taxes and duties and grants-in-
aid.

7. The Commission may review the present scheme of
Calamity Relief Fund and may make appropriate
recommendations thereon.

8. The Commission may make an assessment of the debt
position of the States as on 31st March, 1994, and suggest such
corrective measures as are deemed necessary also keaping in
view the financial requirements of the Centre.

8. The Commission shall make its report available by tha 30th
November, 1993, on each of the matters aforesaid, covering a
period of five years commencing onthe 1stday of April, 1995. The
Commission shall indicate the basis on which it has arrived at its
findings and make available the State-wise estimates of receipts
and expenditure.”

1.2 Shri K.C.Pant served as the full-time Chairman for the
entire period of the Commission. Dr. Debi Prosad Pal and Shri
B.P.R.Vithal served for the entire period as part-time Members.
Dr.C.Rangarajan was also a part-time Member, until he resigned
with effect from 21st December, 1992 to take up his new



assignment as Governor of the Reserve Bank of India. Shri
M.C.Gupta, Member Secretary, relinquished charge of his office
on 31st January, 1994 to take over as Chief Sacretary 1o the
Governmeant of Haryana.

1.3 Shri Manu R.Shroff was appointed by the President vide
his Order SO No. 800(E) dated 14th October, 1993 in the vacancy
caused by the resignation of Dr.Rangarajan. Shri Shroff assumed
charge the same day.

1.4 The post of Member Sacretary, which lay vacant since
Jist January, 1994, was filisd up by Shri Arun Sinha who was
appointed by an order dated Ist March, 1994. Shri Sinha assumed
charge of his office the same day.

1.5 Information sought by the Commission from the Centre
and the States was slow in coming. Even by Movember,1993
many States had not submitted forecasts or memoranda to the
Commission. Besides, the vacancy caused by the resignation of

Dr Rangarajan on 21st December, 1992 was not filled till 14th

Octeber,1983. The Commission at that stage requested the
Prasident for extension of time for submission of the report up to
30th June, 1994 and the same was granted by the President. The
order is reproduced at Annexure |.1.

1.6 Tha Commission did not receive the forecasts/
memoranda from all the States even till the last week of May,
1994. The working of the Commission’s secretariat was disrupted
when the Member Secretary, who had been with the Commission
right from the beginning, was transfarrad at the end of January,
1994. inthe meantime the Central and State Budgets having been
presented for the year 1994-95, it became necessary to take a
fresh lock at the resources of the Centre and the States, For all
these reasons, the Commission requested a further extension of
its term up to 30th Novernber, 1994 and the same was granted by
the Prasident. The order is reproduced at Annexure 1.2.

1.7 The first meeting of the Commission was held on 18th
June,1992. The Commissian issued a press note in the month of
July, 1892 inviting the general public to offer its views on the
issues before the Commission. Tha Chairman of the Commission
sought the views of Union Ministers, Chiaf Ministers, Members of
Parliament, Members of State Legislatures, eminent economists
and other prominent citizens. In response, close 1o two hundred
memoranda were received by the Commission. Besides, &
number of individuals and organizations met the Commission
during the time of its visiis to States. A list of those from whom
memoranda were received is given at Annexure 1.3. Alist of thosa
who metthe Commission is given at Annexure |.4. We are thankful
te those who submitted memoranda or had discussions with
us.

1.8 A conference of all State Finance Ministers was
organized at New Delhi on 27th August, 1992, which proved very
helpful to us in our work. We had a round of discussions with
representative interest groups including Union and State
Ministers, Members of Parliament, leaders of political parties,
chairmen and sanior office bearars of chambers of commerce and
industry, chiefs of public sector organizations, leaders of trade
unions and of employees’ associations, agriculturists, agricultural
experts, economists, engineers, educationists, journalists and
madia persons. Our interaction with these groups gave us
valuable insights into their perceptivn of issuss before the
Commission. A list of such meetings is at Annexure 1.5,

1.9 The Member Secretary had a series of discussions with
the chief secretariesfinance secretaries, heads of department
and senior officers of State Governments. These discussions
were very informative and useful to the Commission in its
deliberations.
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1.10 We had requested the Comptrollar and Auditor General
toissue diractions to Accountants Genaral of the States to provide
acritical appraisal of State finances and to assist the Commission
duringits visits to the States. We wish to record our appreciation of
the cooperation given to us by the Comptroller and Auditor
General and the Accountants General in the States,

1.11 The Commission had a meeting with the Governarofthe
Reserve Bank of India. In addition, meetings were also held with
Member Secretary, Planning Commission and secretaries in tha
Union Ministries/Departments of Power, Surface Transport,
Textiles, Fertilizer, Education, Rural Development, Defence,
Home Affairs and Chairman and Member (Traffic) of the Railway
Board. Discussions were also heid with Finance Secretary and
Secretary (Expenditure) aleng with the Chairmen of the Boards of
Direct Taxes and of Excise and Customs. We had a detailed
discussion regarding the financing of calamity relief expenditure
with the Relief Commissioner in the Ministry of Agriculiure, and
representatives of State Governments, We are thankiful to all of
them for helping us in our work. A list of the mestings is at
Annexure |.6.

1.12 The visits of the Commission to the States commenced
with Punjab on 7th September, 1993 and ended with Bihar on 20th
August, 1994, The dates of discussions with different States are at
Annexure |.7. We found the visits to the States of great value. They
enabled us to have {ree, frank and detalled discussions with the
Chief Ministers, their cabinet colleagues and officials. The visits
also provided us with an opporunity to hold discussions with
leaders of the opposition, eminent persons, economists, and
represantatives of political parties, chambers of commerce and
industry, employees’ associations and the madia. The States
arranged field visitsto enable us to acquire firsthand knowledge of
different projects and of the ground realities. We are grateful 1o all
the State Governmaents for the courtesies extended 1o us. We are
also grateful to the media which took keen intarest in our work and
helped us in appreciating local problems.

1.13 The National Institute of Public Finance and Policy
(NIPFP) organized a seminar on issues before the Commission
which was attended by experts from tha Central and State
Governmants and academe. We would like to place on record our
appraciationof the efforts of NIPFP and of the contributions made
by the participants. '

1.14 We commissioned a number of studies. The Institute of
Public Enterprises, Hyderabad undertook a study en "Financial
Contribution and Requirements of State Level Public Enterprises
in India’; Professor Hemlata Raa of the Institute for Social and
Ecenomic Change, Bangalore on “Taxable Capacity, Tax Efforts
and Forecasts of Tax Yield of States'; Ms. Laxmi Reddy on " Giris'
Education and Role of Non-Governmental Organizations' and a
team of experts led by Professor K, L. Krishna of tha Delhi School
of Economics on “Measuring Inter-State Differentials in
Infrastructure’. We are gratetul to all of them.

1.15 We also constituted three advisory groups on State
Electricity Boards, State Transport tndertakings and Centrai
Public Sector Undertakings. The detailed composition of the
advisory groups is given at Annexure |.8. The reports of the
advisary groups of experts contributed substantially to our
understanding of their respective areas of study.

1.16 The Commission is thankful to the National Informatics
Centra which provided the computerfacilities in the Commission's
Offica. In particular, we would itke to thank Shri V.M.Raman, our
Computer Programmer,

1.17 Our Terms of Reference required meticulous and
elaborate collection of information and its processing. We were
fortunate in having a harmoniously working, dedicated team of
officers and other mambers of the staff, advisers and consultants
who ungrudgingly putin hard work for long hours and gave of their
best. At the end of June 1994, at a crucial stage in our work,
Professor Atul Sarma, Economic Adviser, who had been with ug



since the beginning, left to take up another assignment. In his
place, Professor D.K:Srivastava of Benaras Hindu University
joined us as Economic Adviser. We are grateful to him for having
done so at short notice, regardless of the personal
inconvenience.

1.18 We would like to place on record our appreciation of the
valuable and wide ranging work done by our officers, advisers and
consultants who carefully guided the staff and painstakingly
scrutiniged, sifted and analysed the voluminous material received
by us and presented options for consideration of the Commission.
The officers included Shri Kamal Pande, Shri M.N.Prasad,
Smi.Nealam Nath, Joint Secretaries and Shri Laxman Das,
Director. The excellent contribution of these officers and, at the
technical level, of Professors Atul Sarma and D.K.Srivatsava was
of immense benefit to us and proved crucial to our work. Apart
from providing excellent technical support, Shri Haseeb Drabu,
Consuitant, worked meticulously and untiringly for the preparation
of the Report. Our advisers/consultants S/Shri L.C.Gupta,
V.8.Jafa, G.N.Tandon, Bharat Karnad, N.LVyas and

T.S.Rangamannar likewise gave us the benefit of their rich
axperience and knowledge of their respective areas of work.

1.19 We are also grateful to our Joint Directors, Shri Satish
Kumar and Shri Pushp Raj Singh, and to Deputy Directors S$/Shri
H.S.Puri, S.R.Dongre, H.M.Dass and R.K.Gaur who did an
axcellant job of the work allotted to them. We would like to make a
special mention of S/Shri A.K.Raina, Deputy Director and
B.K Aggarwal, Assistant Director who carried on their shoulders
much moere than their share of work. We also acknowledge the first
rals work put in by S/Shri $.Roy, $.5. Sharma, Radhey Shyam,
R.N.Tiwari, and T.C.Aggarwal Assistant Directors, and all other
staff mambers including Superintendents, Privata Sacretaries,
Personal Assistants, Economic Investigators, Technical
Assistants, Computers, Stenographers, Cashier, photo-copy
operators, Clerks and Ciass D employees without whose untiring
support it would not have been possible to produce this repart. Our
special thanks are due to our personal staf who worked
unsparingly without a thought to themselves.



CHAPTER Il

FRAMEWORK AND APPROACH

introduction

2.1 Qurapproach has been guided by the paramount need
to restore fiscal equilibrium in the economy. Our
recommendations have been informed by our Constitutionai
responsibilities, the terms of refarence, the budgetary scenario of
the Centre and the States, the emerging issues in federalfinance,
and the avolving macroeconomic policy environment.

2.2 The period covered by our recommendations will
witness the completion of half a century of fiscal federalism.
Federal relations, as envisaged in the Constitution, have evolved
over the years through political, institutional and functional
changes. |n this changing scenario, the Finance Commission, as
an institution, has had an important role to play as resource
sharing, based on a Constitutional division of functions and
finances, is a critical element in the faderal system.

2.3 While the charter of the Commission flows from the
Constitution itself, the terms of reference of each Commission
have reflected some of the dominant concerns in the area of
Centre-State relations and the emerging issues in national public
finance. It is, therafore, not surprising that our terms of referance
mirror the anxiety regarding the finances of the country and have
been influenced by the systemic changes in the sconomic regime
that have been initiated since 1991,

2.4 The whole gamut of policy changes is reflective of a
change in the nature, content and extentof state intervention. The
outcome of these changes will edge into view in the pariod which
ceincides with the period of our recommendations. Another
dimension has been added by the 73rd and 74th amendments to
the Constitution which have brought into being a third tier in the
lederal structure. lt is these changes that provide the context for
our recommendations and, in conjunction, with our concern for
equity and efficiency, delineate the contours of our approach.

Centre and State Finances : An Analytical Overview

2.5 The macroeconomic vulnerability of the econemy is
linked in no small measure to the secular deterioration in its fiscal
balance. The magnitude of aggregate deficits - revenue and fiscal
-had reached levels in the |ate sighties that set the economy on a
medium term path of stagflation and a recuring balance of
payments problem,

2.6 Fromarevenue surplusthe economy moved into a state
of continuous deficit on revenue account in 1982-83. While in
1975-76 there was a revenus surplus of about 2.5 per cent of
Gross Domestic Product (GDP), in 1990-91 revenue deficit
reached 3.6 per cent and is estimated to be about 5 per cent of
GDP in 1993-94. This rise has bean even faster than that in the
fiscal deficit which increased from 6 per cent in 1974-75 1o about
12percentin 1990-91. It is astimated to be 11.5 per cent in 1993-
94. A graphical presentation of the trends and pattern in the
finances of the Centre and the States is at Appendix 1.

2.7 The change in the fiscal regime in 1982-83 - from
revenue surplus to revenue deficit - has meant that what was
sarlier a non-debt creating source of financing has become a
source of rising internal indebtedness. In other words, while

revenue receipts used to cover a part of the capital expanditure,
now an increasing part of the capital receipts are used to finance
revenue expenditure, The consequeant build up of public debt and
the interest burden , which is now the largest and fastest growing
item of expenditure , further fuslled the growth of revenus
expenditure. This led to a spiral of growing deficits, rising debt,
ascalating interest costs, and further expansion of defict,

2.8 The statement that deficits have emerged because of
difterential rates of growth of revenue receipts and expendituresis
tautological. It is, however, of prescriptive value to note that the
total revenue receipts as a proportion of GDP increased from
about 12 per cent in 1960-61 to 27.4 per cent in 1987.88.
Thareafter it has levellad off. A major part of the increase is
accounted for by a sustained improvement in tax revenues while
the potential for exploiting the sources of non-tax revenues has
remained largely untapped. During the same period the tax/gdp
ratio of the economy more than doubled from 8.3 percentto 17 per
cent which is impressive at the prevailing levels of per capita
income. Thus, the principal factor underlying the fiscal imbalance
is the unbridled growth of governament expenditure.

2.8 The accelerating growth of revenue expenditure is a
recent phenomenon. Tiil the mid-seventies revenue expenditure
as a percentage of GDP remained constant at about 15 per cent.
Infact, in the early seventies, aggregate government expenditure
was actually declining in real terms. Thereafter, till 1987-88 it
increased exponentially to reach 27 per centof GDP -the real rate
of growth being close to double digit during this period. After 1987-
88 revenue expenditure as a percentage of GDP has remained
stable at about 27 per cent. This appears to be in line with the
behaviour of revenue expenditure over the last three decades
during which it has increased in steps. The structure of
expanditure has imparted downward rigidity and inflexibility to its
level in recent years. Interest, and wages and salaries have
emerged as the major components of expenditure as a direct
result of the mode cof financing of expenditure and the
expansionary policies pursued by government. These twa itams
are at any given point of time "commitied expenditure” which can
ba curtailed only in the medium term. This has made expenditure
more incoma elastic than revenue receipls thereby generating an
in built tendency towards deficits. As a result the economy has
moved away from resource based fiscal management to
expenditure based budgeting.

2.10 From a diagnostic pointof view, itis importantto analyse
the profile of deficits and their composition across levels of
government. In the case of the Central Government, the revenue
deficit increased from 0.2 per cent of GDP in 1981-82 1o 3.5 per
cent of GDP in 1990-91. Itis estimated to be 4.3 per cent in 1594-
95 . The fiscal deficit for the correspanding periad increased from
5.4 percentto 8.4 per cent, Apart from the increase in magnitude,
a disturbing aspect relates to the financing of fiscal deficit. Over
the years, especially since 1991, the monetised deficit has bean
reduced significantly. Without a corresponding reduction in the
fiscal deficit the proportion of other forms of borrowings has
increased . The implication of this change is that the unit cost of
financing government expenditure is increasing. This is of
particular concern because revenue deficit as a proportion of



tiscal defici is also rising and this underlines the need for reducing
the revenue deficit and the fiscal deficit along with a reduction in
monetised deficit.

211 The highet cost of financing government expenditure
will make its impactfelton expenditure by increasing theburdenof
interest payments. This is so because borrowings are financing
such revenue expenditure as cannot possibly yield financial
roturns and a fair amount of capital expenditure which yields
inadequate raturns. In other words, it is the burden of interest
payments arising out of the none 100 prudent use of borrowings
that lies at the root of the fiscal malaise. This is borne outby thefact
that the primary fiscal balance (i.e. fiscal balance net of interast
payments) of the Central Government has turned surplus after
1991-92.

2.12 At the aggregate level, the combined accounts of the
State Governments exhibit a similar picture of increasing revenue
deficits though the deficits emerge on a secular basis from 1987-
88, While the share of States in total revenue deficit of the
economy has increased , its share in fiscal deficit has remained
constant perhaps on account of their inability, uniikethe Centre, to
finance the expenditure-revenus gap through borrowings .

2.13 lItis important io recognise that there is a pattern inthe
transition from healthy revenue surpiuses that the system usedtc
generate to chronic deficits. This becomes evident by
disaggregating the revenue account into pian and non- plan. The
plan revenue account has been in marginal deficit till the sarly
eighties. Thereafter it has increased in response tothe plan size.
On the other hand, the non-plan account has bean in surplus till
1990-91.

214 Almost all States have gone through a three phase
deterioration in the ravenue account balance. Inthefirst phase up
to 1986-87, the non-plan account surplus was larger than theplan
deficit and to that the extent it was yielding an overall revenue
surpius. Between 1986-87 and 1991-92 the magnitude of plan
revenue deficit increased sharply and it became larger than the
non-plan surplus which itself had been declining. The third and
finai phase started in 1991-92 when the non-plan revenue
account went into deficit, That all States have had almost identical
turning points seams to suggest that there are systemic factors
underlying this deterioration rather than State specific reasons.

2.15 The magnitude of the fiscal problem can be gauged by
the level of deficits projected in the Central and State forecasts
submitted to us. It is significant 10 note that the Gentre did not
project a crisis of resource availability to the Ninth Commission.
There was a clear break with the past when the Finance Ministry
submitted a forecast which showed a pre-devolution deficiton the
revenue account . Again, for the first time not a single State has
submitted aforecast showing a pre-devolution surplus onthe non-
plan revenue account. Thus the problem posed to us was far
worse than that faced by earlier Commissions.

Macroeconomic Stabllisation and Structural Reforms

216 The stabilisation and structural adjustment programme
of the Centre was initiated in response to the situation of fiscal
disequilibrium which reached crisis propottions in 1991, The
components of the reform package are : deregulating industry,
activist monatary management, gradual dismantling of the
complex protective trade regime, 2 liberal policy towards foraign
investmant, strengthening the capital markets, restructuring the
tax system, full conventibility on current account and an efficiency
oriented hard budget approach towards the public sector. The
overhauling and restructuring of the financial sector, which is the
bridge between macro stabilisation and structural adjustment, is
still under way.

217 The reforms aim at tackling a series of macroeconomic
imbalances, both extarnal and internal. The components of the
reform, which are of particular relevance to government finances,
arethe policies relating 101ax reform and reduction in fiscal deficit.
Tax reform has revolved around simplification of proceduras and
reduction in rates of income and corporation iax, selective
reduction in excise duties and a substantial reduction in customs
duties. The premise is that the stimulus to growth provided by lax
reforms and better compiiance will more than offset the loss ot
ravenues on account of lower rates.

218 The reduction in fiscal deficit was expected 1o come
about both through improved revenue receipts and reduced
revenue expenditure. Howaver, in the face of temporary shortfalls
in revenus and the inflexibility displayed by revenue expenditure
in the shor run, the fiscal deficit has baen reduced primarily by
comprassing capital expenditure. Thus, contrary to expectation,
the fall-out has been an increasing revenue deficit and reduced
capital sxpenditure.

218 Inthecase of States, the rising revenue deficit has also
cut into maintenance expenditure in the revenue budget. in order
to accommodate the rising interast payments and the growth of
wages and salaries, which have come to be regarded as
committed expenditure, maintenance expenditure has been
treated as a residual item. This has had a visible impact on
infrastructure. The deteriorating conditions of roads, poorly
maintained hosphals, neglected school and administrative
buildings have together become a formidable supply side
constraint on growth. Most assets Iike power stations, irrigation
systems, and highways are operating at levels well below thair
capacity on account of poor maintenance and continual
neglect.

2.20 Clearly, any attempt to curtailthe growth of expenditure
must be accompanied by measures to protect essential
expenditure on maintenance of existing infrastructure and
creation of new capacities. This requires a change in the
emphasis and priorities of government expenditure.
Development of physical and human infrastructure is also
essential if the market oriented process of developmant, with its
emphasis cn compstition and private investment, is not to bypass
many States and sectors. If such development does not take
place, regional inequalities are bound to accentuate. Quite
paradoxically, expenditure priorities of States have in a numberof
ways tended to raeinforce rather than reduce inter-regional
disparities.

2.21 The long termimplication of this will be that the resource
raising capacity of States will be differentially affected. While to
some extent this can be addressed through a greater degree of
progressivity in transfers to Stales, the primary responsibility far
strengthening the resource base is that of the States. The States
will have to make continuous efiarts to improve their revenue
base, strengthen their capacity 1o provide better servicas and
curtail expenditures.

2,22 As for receipts, States should initiate restructuring of
the tax systam through rationalisation of the complex muiti-
layered sales tax system. The multiplicity of rates is
counterproductive and can be rationalised by reducing dispersion
inthe rates. Inter-State variations intherate and structure of taxes
can be harmonised and move in the direction of uniformity. it
would lead to an increase in the tax revenues of States as thay will
no longer be forced to indulge in unhealthy reduction ot rates. if
this is done, it would be an important step towards removing
impediments to devsloping a common economic space which
would give a substantial fillip to the rate of growth.



2.23 The potential of non-tax revenues as a buoyant source
of ravenue is virtually untapped by the States. Much greater
attention must be focussed on non-tax receipts for resource
mobilisation. There are two specific areas that merit attention viz.
rates of return on investment and user charges. The totai
investment in public enterprises runs into thousands of crores of
rupees but the rate of return is next io nothing. In many areas
particularly power supply, transport services , irrigation, and
higher education only a small portion of the expenditure incurred
is recoverad. |t is important to reverse these trends not only for
budgetary considerations but also for the overall growth of the
economy.

Approach

2.24 Given the evolving scenario, and tha goals set out by
aur tarms of reference - of notonly balancing the revenue account
but generating surplus for capital investment - the task before us
was far from enviable. We could reach this objective for the States
by recommaending the requisite increase in transfers from the
Centra but leave it with an unmanageable deficit. Allernatively, we
could have left the States with an uncovered deficit. We have
chosen not 1o do either because in doing so we would be just
shifting the deficits while our aim was to arrive at a sustainable and
haaithy fiscal balance.

2.25 This concern would be fully tackied by taking a holistic
view of government finances and looking for an integrated
solution, It should be obvious that no policy prescription for the
fiscal malaisa can be givenif a large component of the budget, viz.
plancutlay, is left oul of reckoning . Even if we leave out that part of
the plan outlay which is financed by borrowings and is used for
craating new capital assets which would aventually earn a return,
there is a revenus plan which ought to covered by revenue
receipts. The clubbing of the revenue and capital companents in
one category termed as plan outlay has generated a tendency to
use borrowings to finance revenue expenditurs. it is imparative to
match the revenue resources separately with the revenue
component of the plan, Failure to appreciate this basic
raquirement of fiscal discipline is one of the main causes of the
endemic fiscal disequilibrium.

2.26 In an effort to project larger plan outlays, inadequate
provision is made for crucial expenditures like the maintenance of
axisting assets which are, in currant practice, regarded as non-
plan expenditure and hence of lower priority. New schemes take
pricrity over maimenance resulting in sub-optimal use of
resources. Wathink that such a bias arises at leastin partfromthe
artificial classification of expenditures between plan and non-plan
and the attitude of regarding all non-plan expanditure as of low
priority. ft needs 1o be appreciated that a large part of non-plan
expenditure is of a developmantal nature and should enjoy the
same priority, if not higher, as new plan schemes.

2.27 Woe are of the view that there is a clear rationale forthe
Finance Commission to deal with the revenue account as awhole,
and not merely the non-plan revenue expenditure, Our terms of
reference require usto keepin view the objective of reducing fiscal
deficit and generating surplus for capital investmant which cannot
be done adequately unless we reassess the projection of plan
expanditure also. But ourterms of reference also explicitly require
us to assass non-plan revenue expenditure. Our pericd of
recommendations not being co-terminus with the Eighth plan has
further complicated the issua. The practical difficulties of making
acceptable projections of plan ocutlay - even for the remalning two
years of the plan - were brought to our notice by the
representatives of the Pianning Commission. Most States have
also chosen not to hazard any estimates. In view of these

constraints we have confined our reassessment to the non-plan
revenue account.

2.28 We have, however, not lost sight of the need to reduce
thefiscal deficit. Qur approach to this issue has been based onthe
understanding that a reduction in fiscal deficit has to come about
through improvements in the revenue account balance
emanating from the non-plan revenue account. Accordingly, our
atternpt through the reassessment of Centre and State forecasts,
has been 1o genserate sustainable non-plan revenue surpluses.
The premise is that a recurring revenue surplus is the basic
prerequisite for achieving desirable macro fiscal balance.

2.29 in estimating the base and reassessing the non-plan
revenue account of the Centre and States we have maintained, to
the extent permitted by functional specificities and compositional
differences, a uniform pattern of reassessmert. The principles
and methodology of the reassessment of Central and States
forecasts is dealt with in detailin the subsequent chapters. Briefly,
the reassessment of tax revenues is based on a study of the
buoyancy of major taxes of the Centre and States with respectio
the GDP and individual state domestic product. Non-tax revenues
and some items of expenditure have been reassessed on a
normative basis. Expenditure reassessment in general is based
on price elasticity of expenditure besides allowing for a uniform
1.5 percent rise in real terms independent of the rate of growth of
nominal or real GDP. We have provided for higher real growth for
priority sectors like elementary education, health, and family
weliare. In contrast, we expect that even implicit subsidies in
sectors like power, transport, and irrigation would be reduced
greatly. Subsidies on feod and fertilisers should be given on a
uniform scale and pattern from a single source. We are of the view
that the quantum of subsidies should progressively account for a
smaller proportion of GDP,

2.30 In estimating revenuas and expenditure a maijor
determinant is the nominal GDP growth rate and its
decamposition into real growth and inflation. In its forecast, the
Ministry of Finance had assumed nominal GDP to grow at 11 per
cent per annum comprising a rate of inflation of about 5 per cent
and real growth of 6 per cent. While we accept the undetlying
premise of the medium term growth rate being around 11 per cent,
we find it unrealistic that the rate of inflation will deciine suddenly
from about 10 per centin the 1994-95t0 5 percent nextyear. In an
atlempt to approximate reality we have assumed that the rate of
inflation would decline gradually and reach a level of 5 per cent by
the year 2000 A.D. At the same time tha real rate of growth wiil
increaase in a secular manner. On this graduated basis we have
assumedthe nominalrate of grewthtobe 12.5,12, 12, 11.5and 11
per cent in sucessive years of the period 1995-2000.

2.31 The balance on the non-plan revenua account that we
have sought to achieve is contingent on the profile of receipts and
expenditure as reassessed by us. On this basis we hava
formulated our recommendations on vertical resource sharing
and horizontal distribution. Our basic approach to vertical
resource sharing has been influencad by the view that it would be
in the interest of better Centre-State relations if all central taxes
are poeled and a proportion devolved to the States. There is
considerable merit in moving to such a system as it woukd make
the vertical sharing simple and transparent. it also gives greater
freadom to the Centrs in choosing tax policy measures in an
integrated manner. |f a proportion of all taxes goes to the States,
any apprehensions of bias in the choice of tax measurss will be
allayed. Therelore, we have proposed an alternative scheme of
devolution.

2.32 Weare conscious that moving overto such a system of
pooling will require amendment of the Constitution. Our terms of



reference do not require us to consider such a change. As such,
we have made our recommendations in accordance with the
existing provisions of the Constitution. The shars of income tax
and excise duty to be devolved has been recommended in a way
that will facilitate a move towards the poeoling of all central taxes
and devolving a proportion to the States. We have reduced the
gap betwean the percentage of income tax and excise duty
shared with the States. This has been accompanied by uniform
criteria for distribution of both the shareable taxes.

2.33 Ourconcern for equity and efficiency has been built into
our criteria for horizontal distribution. We believe that the two are
not mutually exclusive and we have in our devolution formula tried
to blend equity with efficiency. Towards this end, tax effort - which
represents fiscal efficiency on the revenue side - has been
explicitly rewarded in our scheme. We have incorporated two new
elements, area and infrastructure, keeping in view the spatial
dimension of providing public services and the enhanced
importance of infrastructure development across States.

2.34 Ahealthierfiscal attitude can be generated if the grants
are not based only on the emerging picture of surpluses or deficits
but also on the urgent naeds and special problems of the States as
identified on the basis of discussions and field visits inthe States.
In our scheme of transfers, we have used grants as an instrument
for upgrading services and providing earmarked resources for
some impartant purposes.

235 Following the 73rd and 74th amendments of the
Constitution, enabling legislation has been enactad by ail States
and State Finance Commissions have been congtituted by them .
While our terms of reference do not require us to consider the
financial neads of the third tiar of the federal structure, wefeel that
the development of these institutions would be irpaired if they are
not putinto funds at their inception. We are aware that a major part
oftheir needs would come by transfers of functicns and funds from
the States, including pian funds, and central and centrally

sponsored schemes. However, we still consider it important that
initial funding of priority areas of basic services like drinking water,
health facilities, and elementary education to our rural population
and civic amenties o the huge population living in the slums in our
megapolises, metropolises and other urban centres should be
made. Accordingly, we have provided grants to all States for this
purposa.

2.36 Our approach to the problem of the accumulating debt
burden has been informed by the need for economy in
expenditure and efficiency in raising resources. The solution to
the problem of debt lies in restoring the revenue account balance
and generating surpluses for investment. We are firmly of the view
that debt retief offers only temporary reprieve and a lung term
solution to the problem lies in corrective measures discussed
fater. In line with our diagnosis we have tried to introduce an
incentive based system of dabt relief which is related to an
improvemaent an the revenue account balance. We have, utilising
the opportunities offered by the new economic enviranment,
recommended a scheme of debt retirement from the proceeds of
disinvestment of equity in the public sector anterprises. We have
introduced an incentive scheme in this respect also.

2,37 Our projections of revenue and expenditure for the
period 1995-96 to 1999-2000 set out the direction in which
policies to restore fiscal balance have to move and provide a
picture of what should happen in the five-year period if these are
undertaken. Our projections, while showing an improvement over
the present picture, are still far from the goal of having revenue
surpluses for each State. It is not too much to axpect that the
measures we recommend would be implemented fully by the
Centre and the States. Ifin actual practice the picture turns out to
be worse than what is being projected, even our conservalive
assessemant of what can realistically be done would have been
proved wrong. It is a perpstual batile between hope and
experience,



CHAPTER Il

STATES' RESOURCES :
ASSESSMENT OF REVENUE AND EXPENDITURE

Introduction

3.1 Our reassessment of the forecast of revenue receipts
and non-plan revenue expenditure of State Governments during
the period covered by our Repont has been guided by the
considerations set out in Para 4 of the Prasidential Order, These
relate 1o the objective of not only balancing the receipts and
expenditure on revenue account but also generating surplus for
capital investment and reducing fiscal deficit, the tax gfforts made
by the States and the potential for raising additional taxes, the
need for ensuting reasonable returns from investment in power
and irrigation projects, transport undertakings, departmental
schemes and public enterprises, the requirement of the States for
meeting the non-plan revenue expenditure, including the
maintenance and up-keep of capital assets and the maintenance
expenditure on plan schemes to be completed by 31st March,
1995. Our overriding concern has been the need for promoting
better fiscal management consistent with efficiency and econamy
in expenditure.

3.2 Wereceivedforecasisoirevenua receipts and non-plan
revenua expanditurefor the period 1995-2000 from all the States.
Howaever, the foracasts were not strictly comparable as the base
year, basis of projections, assumptions regarding inflation,
treatment of commitied liability ot past plan schemes elc. varied
widely. What was common 1o all the forecasts was that they
presented a gloomy picture of the fiscal scenario for the period
10095-2000. Some idea of the magnitude of the problem could be
gathered from Table 1.

3.3 Twofeatures stand out which deserve special mention.
Tha first is that the States have projected a deterioration in all
majar budgetary variables : revenue receipts as a percentage of
GDP areforecastto deciine and revenue expenditure is estimated
to increase by about fwo percentage points. As a result there isa
doubling of the deficit on the non-plan revenue account. The
secand is that, perhaps for the first time, not a single State has
forecast a pre-devolution surplus. It is a matier of grave concern
that even those States which had always taken pride in keeping
their finances on a sound footing seem reconciled now to
accepling a regime of increasing deficits on tha revenue account.
This trend needs to be reversed. Itis against this background,
couplad with the deteriorating fiscal picture of the Centre, that we
have carried out our reassessment. We have been guided in this
1ask by the paramount need for ensuring fiscal balance, reducing
reliance on borrowings and making available adequate resources
for investment in critical sectors fike health and education.

Table 1
Pre-devolution Revenue Account of States
o _ per cent of GDP
1990-95 1995-2000
) Actuals/Estimates _Forecast
. Revenua receipis
i) Tax revenue 5.61 489
(i) Non-tax revenue 1.20 0.42
(i) Non-Plan grants 0.08 0.02
Total 6.89 5.33
Il. Non-plan revenue
expenditure 10.11 12.06
IIl. Non-plan revenue deficit 3.22 -6.73

General Methodology

3.4 The forecasts of ravenue receipts and non-plan
revenue expenditure were received from the States over a long
period beginning from early 1993 to the middle of 1994, These
were projected on different base levels of taxation, varying
assumptions about inflation and instalments of dearness
allowance etc, Qur first task, therefore, was to arrive at a
reasonable estimate for the base year, i.e. 1994-95, before we
could make any projections for 1985-2000. |t would have baen
simpler for us to adopt the budget estimates for 1994-95 of alithe
States as these had become avajlzble 10 us by the time we
completed our reassessment. However, we found considerable
variations between the budget estimates of garlier years and the
actuals. This compelied us to go by the latter for arriving at base
year estimates on a comparable and uniform basis. We worked
outthe trend growth ratesforrevenue recaipts and expenditure on
a fairly disaggregated basis. For receipts, we took a ten year
period spanning 1983-83. For expenditure, the period was 1986-
a3 as the reclassification of accounts from 1st April, 1987 made it
difficult to develop a comparable series for a period prior to that,
We estimated the base year figures using the observed trend
growth rates and applied it to the actuals for 1992-93. We then
carefully locked at the results in the light of the entire series of
receipts and expenditure, the budget estimates for 1994-95 and
the State forecasts and moderated them wheraver warranted.
Our effort has been 1o arrive at such estimates as would reflect the
most likely position at the commencement of the forecast
period.

Tax Revenues

35 Ourterms of reference require usto assessthe revenue
resources of the States for the tive years commencing from Ist
April, 1995 on the basis of the levels of taxation fikely to be
reached in 1993-94, the targels for additional resource
mobilisation for the plan, the potential for raising additional taxes



and the tax efforts made by the States. in astimating tax revenues
for the forecast period, we have looked at past trends and future
potantial, We had commissioned a study by the Institute of Social
and Economic Change, Bangalore, for assessing the taxable
capacity of different States. The study brought inte focus the
problems inherent in estimating the tax potential of different
States. After giving considerable thought to the recommendations
made therein, we were unable to accept the same. We were ofthe
view that though the study gave insights into the problem, it did not
offer a dependable basis for estimation of taxable capacity. The
study utilizes two alternative methods of estimating taxable
capacity - the first based on the representative tax system and the
other based on aregression analysis. The study itself discards the
first. Regarding the second approach, wa had reservations about
the specifications prescribed in tha study as also the reliability of
the data base. This is an area of research that ought to be
accorded priority and a suitable data base built up if later
Commissions are not to encounter similar handicaps.

3.6 For our in-house exercise regarding estimation of tax
revenues of States, we adopted a regression based approach for
seventeen States for which disaggregated data were available for
a reasonable length of time. Such a series was not available for
Goa for which we adopted the rates of a neighbouring State. For
six States of the North-East and Sikkim, an entirely ditferent
exercise was done to which we shall revert shortly.

3.7 For the seventeen States, tax revenues have been
disaggregated into six categories, i.e. salestax, including receipts
from central sales tax : state excise duties ; motor vehicle tax,
including receipts from taxes on goods and passengers ; stamps
and registration ; land related taxes and taxes on agricultural
income and ali other tax receipts, except proceeds from electricity
duty. Forthe four majorlaxes, tax receipts wers regressed onthe
state domestic preduct of each State for which we had received
updated figures from the Central Statistical Organisation (CSO).
The sample period chosen was 1980-81 to 1989-90. A brief note
on the methodology is at Appendix 2. Since the buoyancy of
different taxes was worked out with respect to income, it was not
necessary 1o make any allowance for additional resource
mobilisation ; in any case segregating receipts on this account
from the total tax receipls would necessarily be a somewhat
arbitraty exercise. We have adopted, by and large, the buoyancy
estimates emerging from this exercise and the growth rates
derived from them. However, we have taken care {0 see that
States which have been doing well are not penalised by our
assuming high growth rates for the forecast period and States
which have lagged behind are not given similar benefits in the
future. We have, therefora, not accepted for any State a buoyancy
estimate of less than unity for any of the four taxes and have
adopted suitable cailings in each case. The buoyancies and the
growth rates derived therefrom on the basis of our assumption
regarding graduation in the growth profile of GOP and inflation are
as indicated at Annexure 1111 to §ll.4.

3.8 In view of the stickiness of land revenue and
fluctuations in collection on account of suspensions, remissions
etc. we have taken the average of the past live years i.e. 1950-95
and assumedthe same levels during eachyearofthe period of our
Report except in cases where the State forecast gave us a more
realistic estimate. For agricultural income tax, we have retained
the estimates of the State Governments. We have accepted the
estimates of electricity duty as projected by the States and have
taken these into account while estimating the net return from
power projects. All other residual taxes have been combined
together. Looking at their past behaviour, we have taken thair
buoyancy as one.

3.9 Wefounditvery difficult to conduct a similar exercise for
the States of the North-East (except Assam) and Sikkim. Tha lack
of data, small size of the tax base and instability in the pattern and
growth of taxes preciuded any meaningful relation being
established with either the state domestic product or any other
specified tax base. On the other hand, we found that much more
acceptable results were available if we looked at the growth of
aggregate tax revenuas. Accordingly, we have proceeded on an
agggregate basis taking into account the need for some
improvement in their tax effort over the period covered by our
Report. The growth rates adopted by us are at Annexure lIL.5.

3.10 We have taken note of the prohibition policy followed by
certain States like Gujarat and Tamil Nadu and more recently by
Andhra Pradesh and Orissa apart from some ofthe North-Eastarn
States. This is an issue which came up repeatedly in our meatings
with the concerned State Governments. The States concerned
have been at great pains to impress upon us the need for
compensating them for the losses on this account as they have
taken these measures in furtherance of the Directive Principles of
State Policy. The approach to prohibition is not the sama in all
such States. While there is a total ban on preduction, sale and
consumption in some States like Gujarat and Manipur, most
others have only imposed restrictions onthe sale of country liquor.
We do not propose to go into the necessity or otherwise of a
uniform prohibition policy throughout the country and the
responsibility, if any, of the Central Government for compensating
the States for the resultant loss of revenue. We have therefore,
only adjusted the base year estimates taking into account the
effect of the prohibition policy of the State on its excise revenues
and made projections on that basis.

Arrears of laxes

3.11 We expect that the States would tackle vigorously the
problem of substantial arrears of taxes which have accumulated
by the end of 1992-93. We have assumed that 90 per cent of sales
tax arrears and 95 par cent of the arrears of othertaxes ason 31st
March, 1993 would be recovered during 1995-2000. We also
hope that the States would take stepsto ensure that in future large
arrears do not accumulate.

Non-tax Revenues

3.12 The major sources of non-tax revenues are interest
receipts, royalty on mines and minerals, revenues from forests
and receipts from irrigation works and departmentally run
scheames. We have dealt with most of these items separatelyon a
narmative basis. The performance of States on this account has
been a matter of great concern for us. While tax revenues have
been generally more buoyant than estimated by successive
Finance Commissions, non-tax revenues have consistently {allen
behind. This has been a major reason for the yawning gaps
between receipts and expenditures which have eroded the
revenue resources of the States and crippled their efforts at
providing reasonable services in many vital sectors like power,
transport, irrigation and water supply. All these constitute vital
elements of infrastructure and hold the key to faster development
in the new economic regime. They are critical for attracting
investment. We are painfully conscious of the fact that most
States have preferred the softer option of letting services
deteriorate rather than improving their spread and quality by
realising economic returns on the investment in these areas and
deploying the additional resourcas for this purpose. We have
adopted norms in the light of this concern without losing sight of
the feasibility of our prescription and the capacity of the State
Governments to achieve the same. We have been emboldenedin
our efforts by the respanse wa have received in the course of our



maetings with different State Govetin.ers where we perceived
greater sensitivity now to the need for improvement as also a
degree of determination to turn things around. We nowturnto the
maijor componants of non-tax revenues.

interest

3.13 We find that receipts from this source have been
extremely unsatisfactory. Cuiting across ail States, the inlerest
recaipts on loans advanced by the State Governments, excluding
loans to State Electricity Boards and State Road Transpor
Corporations, have remained at a leval which does not
correspond to the rates at which loans have been advanced. We
are conscious of the difficutty ineffecting full realisationbut we see
no reason why considerable improvement cannot be brought
about through concerted efforts. Accordingly, we have assumed
interest receipts at the rate of 4 percenton the loans outstanding
1o third parties as on 31st March, 1995. For the purpose of
calculations, we have ignored further accretion to the loans
outstanding as an 31st March, 1965,

Dividends

3.14 It has been estimated that the equity investment of the
States in public enterprises and cooperative institutions {other
than State Eleciricity Boards and State Road Transpor
Corporations) would be of the order of Rs. 14,416.79 crores as on
31 March, 1995. Most of these enterprises have not been
functioning in a satisfactory manner and they have incurred huge
losses overthe years. Infact, we have been distressedto note that
in State after State even the accounts of many undertakings have
not been finalised for long periods ranging from 5-20 years.
Clearly, such a state of affairs reduces accou ntability and is hardly
an incentive for good management. It is expected that the State
Governments would take up this task in right earnest and bring the
accounts up-to-date in a time bound fashion.

315 It has been the view of successive Finance
Commissions that the substantial investiment made in these
enterprises should yield a reasonable retumn. Most Finance
Commissions have set very modest goals but the actual yield has
been much below even these. Nevertheless, it has been the view
of most States that it would still be useful if the Commission were
to sot standargds towards which they could strive. In the context of
the new economic policy it appears necessary that such areas of
gconomic activity, in which Government chooses to intervena
directly, are selected carefully and Government enterprises in
these areas perorm competitively. Taking all these issues into
account, we are of the view that it would be reasanable to expect a
raturn on the investment made by State Governments in such
enterprises and cooperative institutions.

3.16 We commissioned a study by the Institute of Public
Enterprises, Hyderabad regarding the performance of, and
expected rate of return on equity invested in state level public
enterprises (SLPEs). The Institute has recommended that the
srterprises (including cooperatives) be classified as commercial,
commercial-cum-promational  and promotional. We are in
agreement with the classification proposed. The Institute has also
recommended that a reasonable rate of return on equity for these
three categories of SLPEs would be 7.5 per cent, 5 per cent and
2.5 percentrespectively. While we accept the logic of a differential
rate of return as suggesled by the Institute, we are ofthe view that
it might not be feasible for the States to achieve the suggested
standard of performance during 1995-2000. Accordingly, we have
adopted 6 per cent, 4 per cent and 1 per cent respectively as the
expected rates of return on equity for commercial, commercial-
cum-promotional and promotional enterprises and on this basis
calculated the absolute level of dividends in each of the years of
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the period of aur repont. The details are given at Annexure .6

317 We are alsoofthe view that a stage has now come when
there should be no addition to the number of SLPEs. infact, there
might well be a case for reverting cartain functions of a purely
promotionz! nature (o =iiner Government departments or aven to
non-govarn T an: orgoncations of proven record. This is relevant
for ai such enteipnses where the intended goals of better
performance and additional resource mabilisation have not been
achiaved. In fact, in some cases, such an experiment has tended
to arode accountability and dilute the responsibility of government
in crucial areas.

3.18 We have noted with concernthat the capital structure of
anumberof SLPEs is quite inadequate in relationto the objectives
set forth for them. Generally, there has been an overwhelming
reliance on borrowed funds as compared to equity capital,
burdening such enlerprises with heavy debt-setvicing liabilities in
their infancy and leading to progressive sickness. The Instiiute of
Public Enterprises has examined this aspsct at some langth and
suggestedthat the debt-equity ratio should be re-alignedinsuch a
manner that it should not be a disadvantage for such enterprises.
We support this view and expect that all State Governments
would draw detailed plans for capital restructuring of viable
enterprises in such a manner that no enterprise remains
handicapped on this account by the turn of the century.

3.19 In keeping with the changed economic scenario, we
consider it naecessary for all States to devise a suitable
disinvestment strategy based on considerations of performance,
profitability and mobilisation of resources. Considering that less
than 15 per cent of the equity has been invested in promotional
entarprises and only a third of these enterprises are in tha core
sector, it should not be difficuit 1o disinvest at least 20 per cent of
the aggregate equity during the period covered by our Report
through outright sate or substantial disinvestment of the equity
invested in such enterprises.

2.20 Woe are firmly of the opinion that the proceeds of such
disinvestment should be utilised only for retirement of debt owed
1o the Central Government. This would not only reduce the stake
of government in such activities as are not of vital concern, but it
would also help diminish the debt burden of the States. As an
incentive, we recommend that the Central Government should
additionally write-off debt equivalent to the debt retired by the
States in this manner limited, however, to 20 per cent of the equity
investment of the State as on 31st March, 1995,

Forests

3.21 Forests have not been perceived as a major source of
revenue for the State Government in view of the restrictions
imposed by the Forest (Conservation) Act, 1980 and the growing
need for preserving our forest wealth. We share the concern for
ensuring ecological balance and preventing any depletion of our
forest resources. As such, we have not envisaged any growth in
the receipts from this source during the period of ourreport, axcept
for such increases as might accrue on account of rise in prices.

Mines and Minerals

3.22 Forour reassessment, we have retained the estimates
provided by the State Governments. The Ministry of Mines and
the Ministry of Coal have expressed their inability to make any
forecast of royalty payments to States during 1995-2000. We
have received projections from the Ministry of Petroleum and
Natural Gas, but these are at variance with the sstimates of the
State Governments. However, as this affects only a few States,
we have taken the view that in case the actual realisation of the
concernad States from royaity is higher than that assumed in our



astimates, it would be open to the Central Government to make
suitable adjusiments in the grants-in-aid under Article 275
recommanded by us for meeting their nan-plan revenue
deiicits.

Major and Medium Irrigation

3.23 The losses incurred by irrigation projects have
continued to mount. They have increased from Rs.367 crores in
1987-88 to Rs.881 crores in 1992-93. We have also noted that
while some earlier Commissions had prescribed a rate of return
on the capital invested in irrigation projects, the previous two
Commissions, perhaps in view of the dismal pedformance, did not
go beyond assuming that the receipts should cover atleast the
cost of operation and maintenance (O and M). Presently, the
receipts from imrigation projects are not only meagre but they
constitute a negligibla proportion of the value of produce per
hectare of irrigated area. Receipts seem to be quite insensitive 10
the very substantial gains in agricultural preductivity in irrigated
tracts. The Vaidyanathan Commitiee on Pricing of Water has
referred to an assessment that indicates that the gross receipts
per hectare for major and medium irrigation projects are less than
3 per cent of the vaiue of production. They are also less than 5 per
cent, except in two States, of the difference in the value of output
per hectare in irrigated and unirrigated areas. Obviously, the
States have not succeeded in capturing the gains from higher
productivity in terms of befter irrigation receipts. The
Vaidyanathan Committee has made a number of
recommandations in this regard which should be given urgent
cansideration. We are of the view thal the irrigation receipts
should cover not only O and M costs but also give a return of at
least 1 per cent per annum on capital. We suggest that the State
Governments should strive 1o achieve this goal during the
forecast period. Having regard to the ground which still remains to
be covered, however, we have included in our reassessment of
forecasts only such receipts as are sufficient to meat O and M
charges. We have taken a more liberal view for the hill Statas and
have assumed recovery of only 75 per cent of the O and M
expenditure on the utilised potential. Receipts have not been
assumed from the unutilised potentiai for any State. The receipts
assumed from major and medium irrigation projects on this basis
are shown at Annexura 1.7,

Minor Irrigation

3.24 For receipts from minor irrigation works, we have
assumed that there will be full recovery of expenditure on
maintenance by the terminal year 1999-2000. However, this
would coma about in a graduated manner. For hill States, and hill
areas of non-hill States covered by the Hill Area Development
Programme we have assumed that the percentage of recovery in
the terminal year would rise to 75 per cent of the expenditure on
maintenance. The receipts assumed from this source are shown
at Annexure 11i.8.

Lotteries

3.25 Most States have projected much iower receipts from
lotteries than realised in the preceding five years. We have
accepted these estimates as fresh restrictions are being imposed
by the Centrai and State Governments in tapping this source of
revenue. However, we hava not provided for any loss on this
account and we have confined our estimates in such casestothe
last positiva contribution,

Elections

3.26 The receipts under this head represent the amounts
likely to be reimbursed by the Central Government to the States
forthe expenditure incurred in holding electionsto Parliament and
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other preparatory work connected with the conduct of genara!
elections, We have gone by the estimates furnished by the
Ministry of Law and Justice. We have been advised that the
Central Government is also likely to reimburse to the States a part
of the cost of preparing photo identity cards but we hava not
included these in receipts as the amounts are not firm.

Departmental Schemes

3.27 The receipts from departmental schemes, namaely,
water supply schemes, milk schemes and industrial schemes
continue to be negligible and most States are incurring heavy
iosses on this account. Conceptually, # should be possible to
distinguish between water supply schemas, which address a
minimum need, and milk schemes and industrial schemaes, which
are semi-commercial/commercial in nature. The former pravide
services for which it should be possible 1o recover reasonable
charges from the beneficiaries. Accardingly, we have assurmad
that the aim should be to recover 50 per cent of the O and M
expenditure on water supply schemes by the year 1998-2000,
subject to the increase in the ratio of recovery in any year of the
period covered by our Report being not more than 50 per cent of
that in the previous year. Milk schemes should generate receipts
which are atleast equal to the O and M expenditure incurred on
these activities. Industrial schemes are no different from the
activities of commercial public sector enterprises. As such we
have assumed that they should give the same return on
investment i.e. 6 per cent per annum. The details are at Annexure
1.9 to HI.11,

3.28 We would also like to take this epportunity of
suggesting that many of these schemes should be transferred
pregressively to local bodies, cooperatives, and non-
governmantal organisations which might be more responsive to
local needs and also be in a better position o effect recoveries.

Power Projects

3.28 The perdormance of power utilities, particularly the
State Electricity Boards (SEBs), is crucial to the finances of
States. The total investment by State Governments in Boards and
power undertakings is expected to exceed Rs. 45,000 crores by
the end of 1994-95, Far from getting any return an this huge
investment, the States have had to countenance ever increasing
commercial losses which are expected to cross Rs.6,000 crores
in 1994-95.

3.30 In fact, we have reached a stage where the poor
financial health of the Boards is not only hindering their own
development but is also inhibiting others from investing in the
power sector. The inability of the Boards to pay promptly for the
power purchased by themtrom other organisations, whether thay
be Central Sector undertakings or private utilities, has cast a
$hadow on investment in this sector.

3.31 The reasons for this dismal state of affairs are well
known and have been gone into at considerable length by
previous Commissions and a number of expert groups. No doubt
apartof the blame is attributable to the adverse capital structure of
the Boards which is tilted heavily in favour of loans rather than
equity even though power projects have long gestation lags and
are very capital intensive. The reluctance of States to revise their
tariffs to keep pace with the increasing costs of operation and
inputs and in particular, the provision of power to agriculture at
rates much below the cost of supply or at just a token charge,
compounds the problem. The average rate of realisation in most
States is thus much below the average cost of production and
supply of power. Boards also need to be recompensed for
extending power supply to areas which cannot bear the econemic
costs as cross-subsidization through differential tariffs is possible
only upio a paint, Excessive subsidization of power, particularly



for agricultural uses, leads to a waste not only of power but also of
diminishing groundwater resources.

3.32 FEqually serious are the deficiencies in physical
performance. Capacity utilisation is low, transmission and
distribution losses are unconscionably high, the numbers
employed bear no relation to the task in hand and billing and
collection procedures are hopelessly outof date. These again are
not insurmountable problems as has been demonstrated by some
Boards which have managed to achieve very high levels of
operational efficiency.

3.33 A large number of representatives of State Electricity
Boards, Central Electricity Authority and the Department of Fower
of the Central Governmant, with whom we had detailed
discussions, share our views. We had also set up an Advisary
Group of Experts on Power. This Group has recommended that
the statutory minimum return of 3 per cent on net fixed assets is
not suificient and it should be possible for the Boards to aim at a
rate of return around 7 per cent by 1999-2000. This is necessary if
the Boards are to generate at least 25 per centto 30 per centof the
resources neaded for new projects.

3.34 Taking all this into account, we have assumed a gross
rate of return of 3 per cent on investment in 1995-96 and 1996-97,
5 per cent in 1997-98 and 1998-99 and 7 per cent in 19939-2000.
We have adopted this graduated approach keeping in view the
distance to be traversed by most Boards to arrive at the desired
level of performance in the terminal year of the period covered by
our report. We have estimated the investment by reducing the
amount of loans outstanding as on 31 March, 1995 by the amount
tied up in the works-in-progress (with one sixth of the value as on
31 March, 1995 being added on to outstanding loansin each year)
and the amount atiributable to rural electrification schemes. We
have relied on the data furnished by the State Governments
regarding the works in progress for 1992-93. We have applied the
ratio of this to the total capital block in 1992-93 to arrive at the
figures for 1994-95. We have, however, nol made allowance for
fresh loans during the period covered by our report, though we are
aware that all States will be investing substantial additional sums
in this sector during 1895-2000. The investment in rural
slectrification has been estimated by adding the actual
expenditure figures for the period 1990-93 and the approved
outlays for the period 1993-95 to the investment figures for 1989-
90. In our estimation, we have not assumed any subsidy as a
recaipt of the Boards and we have correspondingly exciuded it
from the expenditure of the States. Receipts from electricity duty
(except the amounts received from private utilities), as projected
by the State Governments, have been set off against the gross
return. On this basis, the net return, after setting off electricity duty,
works out to Rs. 2369 crores during 1995-2000 as shown at
Annexure .12,

3.35 We have prescribed no returns for the departmentally
run power undertakings of Arunachal Pradesh, Goa, Manipur,
Mizoram, Nagaland, Sikkim and Tripura and Boaras inthe special
category states of Jammu and Kashmir, Himachal Pradesh,
Meghalaya and Assam, in view of the spacial operating conditions
in these States.

3.35 Woe hava been advised that particular attention needs
to be paid to the management of the power systems,
improvemants in which have lagged behind additions to capacity.
Such improvement can be effected with relatively lower capital
investment. Transmission and distribution links need to be
strengthened in keeping with the developing loads, fransformers
have to be of adequate capacity and capacitors introduced.
Proper metering and billing arrangements in all sectors of usage
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should be intraduced at the earliest. Ideally, there should be tima-
of-the-day meteting which will induce some consciousness
regarding wasteful consumption besides reducing the need for
additional capacity. Tamper proot meters could be installed at the
earliest to prevent rampant pilferage of power. Finally, a suitable
institutional arrangement should be established to facilitate
exchange of power between States and regions. This would
improve capacity utilisation and discourage economically
wastefulflogging of inefficient plants when less expensive options
for purchase of power are available.

3.37 In view of conflicting interests and with divided
ownership of power utilities and the growing size and complexity
ofthe system, more disputes are likely to arise. It would, therefore,
be necessary for the Central Government to develop such
guidelines which tacilitate the economic exchange of power and
help resolve such disputes, as might arise, regarding the terms
and conditions on which such exchange takes place. Otherwise,
chronic problems like overdrawal of power and non-payment of
dues would get compounded and accountability and efficiency
eroded further,

State Road Transport Undertakings

3.38 This is another important area where State
Governments have a considerable stake. Thetotal investment by
the States inthese undertakings is expected to be Rs, 3084 crores
at the end of 1994-95. For our purpose, we have considered
togethar all undertakings established under the Road Transpornt
Act, 1950, companies registered under the Indian Companies Act
as aliso the eight undertakings run departmentally.

3.39 Road transport is a commercial business
notwithstanding the social obligations cast on Government for
providing essential transpart services to areas which might not be
serviced by private operators. These cbligations do impose a
financial burden on these undertakings but they cannot be
construed to be sufficient justification for the poor financial
position of most State road transport undertakings (SRTUs) inthe
country. Qur analysis of the physical and tinancial working of the
SRTUs confirms the impression that improved physical
performance in the areas of fleet utilisation, vehicle utilisation,
load factor, staff-bus ratio and kilometers covered per litre of fuel
would alter the picture substantially. While the percentage of fleet
utilisation in 1992-93 was mare than 90 per cent in Punjab,
Haryana, Andhra Pradesh, Rajasthan and Tamil Nadu, it was as
low as 36 per centin Bihar. Similarly, the vehicle utilisation ranged
from 361 kms. per bus perday in Tamil Naduto amere 70Kms. per
bus per day in Bihar amongst non-special category States.
Overstaffing is a common malaise in most undertakings with
some States having a staff-bus ratio as high as 18. On the cther
hand, it has been possible for others to manage with a ratio close
10 5. We see no reason why it should not be possible for the States
that are lagging behind to ensure that the operational efficiency of
their undertakings impraves during the next five years.

3.40 We have had detailed discussions on the subject with
rapresentatives of the Ministry of Surface Transport, Planning
Commission, Transport Ministers of States and State Road

"Transport Undertakings. We had also constituted an Advisory

Group of Experts on SRTUs to assist the Commission in its
deliberations in this regard. There was general agreement that
there is considerable scope for improving the physical and
financial performance of SATUs. This would be facilitated if the
SRTUs were compensated for the social obligations imposed on
them as a matter of Statae policy. Several States permit private
operators to provide services and other States could also do soto
augment services and improve efficiency through a measure of



compaetition. The barriers for collection of sales tax and other
taxes hinder efficient operations by wasting time and fuel. These
need to be eliminated over a period of time. It might also be
necessary to consider setting up a Tariff Commission, either atthe
national or regional level, to ensure some degree of compatibility
in the fare structure.

3.41 The Advisory Group also recommended that it should
be possible to achieve a rate of return on investment of 8 per cent
perannum intheterminalyeari.e. 1995-2000 commencingfrom a
level of 6.5 per cant in 1995-96 and rising in a graduated fashion
subject to fares being cost based and fare revisions being done
promptly. We have neither included subsidies in the receipts of
SRTUs nor have we made any provision for these in the
expendilure estimates of States.However, keeping in viaw the
environment in which SRTUs operate today and their past
performance, we have settled for a relatively lower rate of return
starting from 2.5 per cent in 1995-96 and rising to & per cent in
1999-2000. State-wise details are as at Annexure I11.13.

3.42 We have adopted the same standards for the
functioning of the Inland Water Transport Undertakings in the
States of Goa, Kerala, Tamil Nadu and West Bengal. The details
are at Annexure .14,

3.43 On account of the nature of the terrain and low load
factors, we have not assumed any return for SRTUs operating in
the special category states and the hill areas of non-special
category states. However, we would like to stress that even within
this category there are wide variations in performance. We hope
that ailthese States would endeavourto imprave their operational
petrlormance in the next five years and come close fo the levels
prevailing in the better managed undertakings.

Other non-tax revenue

3.44 All other items of non-tax revenues have baan treated
in acomposite fashion. Qur analysis reveals wide variation in the
performance of States inthis regard. While thetrend growth rate in
most States has been more than 11 per cent perannum during the
period 1983-93, some have lagged behind at lass than 5 per cent
perannum. The overall buoyancy of these receiptstaken together
for all States with respect to the gross domestic product has been
closetoone. Accordingly, we have assumed a buoyancy estimate
of one for this tem. We hope all States will review the structure of
fess, charges and levies presently in force with a view to tapping
these neglected sources of revenue.

Other non-plan Grants

3.45 We have assumed that non-plan grants from the
Centre, other than those undar article 275, would continue to flow
to the States on the same basis as at present. These grants are
meant 1o cover special expenditure liabilities which have been
assumed to grow al a particular rate in our expenditure
projections. We have provided for these granis to grow at the
sama rata. The base year receipts are generally as provided for in
the 1984-95 budget estimates of different States except in such
States where estimates were not available for which we have
made suitable adjustments. We have excluded grants which are

given for meeting capital expenditure or a one time
expenditure.
Non-plan Revenue Expenditure
3.46 We bhave reassessed the non-plan revenus

expenditure of the States keeping in view the past trends in the
growth of expenditute and their reasonable requirements. Our
examination of the fiscal behaviour of States for the last 15 years
or so gives an unmistakable impression that the problem in
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ensuring fiscal balance hinges primarily on the capacity of States
to curtail unproductive and wasteful expenditure. Non-plan
revenue expenditure has grown at a trend growth rate of about 18
per cent during the period 1986-93. Thera is little possibility of a
step-up in revenue rescurces which can accommodate such a
rapid increase in expenditure. While some growth in non-pian
revenue expenditure in priority sectors like basic health and
alementary education could be considered desirable, there is
need to curtail expenditure on most othet tems.

3.47 The rapid rise in non-plan revenue expenditure has
also been accompanied by a rapid increase in the numbers
employed by government without commensurate increases in
efficiency and productivity. In State after State, we have come
across the phenomenan of salary bills growing relatively much
faster than the growth of expenditure, pre-empting an ever
increasing proportion of resources for the mere maintenance of
the government apparatus. Very little resource is leftforim proving
the coverage and quality of services which government i
expected to provide. The result is manifest in the poor
maintenance of government assets, the upkeep of government
offices and even the unbelievable situation of non-payment of
salaries to employees in time. This is an unsustainable position
which is bound to erode the capacity of State Governmeants for
providing essential services to the people.

3.48 For estimating non-plan revenue expenditure, we have
disaggregated the total expenditure into cenain broad heads like
police, health, education, buildings, irrigation and ficod contral,
roads and bridges, interest payments, committed liabilities and
others. While the expenditure on the maintenance of buildings,
roads, irrigation works, flood control works and liabilities on
account of interest payments have been worked out on a
normative basis, we have followed a statistical approach for the
resttempered with an element of prescription as explained earlier
in the general methodology. It may be clarified that while
estimating the trend growth rales and arriving at base year
figures, we have eliminated unusual items of expenditure which
are not part of the normal trend and have occurred an account of
special contingencies in ane or two years,

3.49 We conducted an exercise to examina the
responsiveness of the expenditure on the residual items to the
price increases during the period 1980-90. We find that the price
elasticity of non-plan revenue expenditure, sxcluding the
normative items, is around 0.85. We have used this figure as we
think it will suffice to cover increases in expenditure which arise on
account of inflation, pfimarily for payment of additional
instalments of dearness allowance.

3.50 Considering the unprecedented expansion of the
Government machinery that has occurred over the years, we are
of the view that there is little justification for further expansion. On
tha contrary, there hasto be a deliberate and conscious attemptto
reduca the size of establishment if governmant machinery is to be
tean and effective. In the circumstances, we have provided for a
maodest real growth of 1.5 per cent per annum in non-plan revenus
expenditure over and above the increase accounted for by prices.
For cartain priority sectors like health and elementary education
we have provided a relatively faster rate of growth. A higher rate of
2.5 per cent has been provided for expenditure on health and
family welfare services for all States. We have provided a growth
rate of 2.5 per cent for expenditure on elementary education, only
for States where literacy levels are below the national averageviz.
Andhra Pradesh, Arunachal Pradesh, Bihar, Jammu and
Kashmir, Madhya Pradesh, Meghalaya, Orissa, Rajasthan and
Uttar Pradesh,



3.51 We have retained the amounts forecast by the State
Governments tor social security and terminal benelits except in
cases where we found these estimates to be out of line with the
trends in expenditure and the rates of growth of non-plan revenue
expenditure assumed by us. However, we are not convinced that
we are required to provide for the varying food subsidy schemes in
different States. Schemes like these raise a number of guestions
of inter-personal and inter-State equity which are not easy to
resolve, We also feel that itis sufficient if we have provided fully for
food subsidy in our assessment of the expanditure needs of the
Central Government. This is available to all needy persons in the
country on a uniform basis. To obviate any hardship 1o any State,
we have provided for a gradual phasing out of the provisions on
this account such that beginning in 1995-96 with an amount
equivalent to the provision in the budget estimates 1994-95, it
becomes nil after the financial year ending on 31st March,
2000.

Interest Payments

3.52 Interest paymenis constitute a major item of
expenditure for the States accounting for nearly 17 per centofthe
total non-pian revenue expenditure in 1992-93. We have been
able to obtainfrom all the States estimates of outstanding loans as
on 31st March, 1595. We have also been able to estimate the
implicit rate of interest on such loans. On this basis, we have
generated a stream of interest liabilities on this account for the
period coverad by our Report. As for new loans likely to be
contracted during the forecast period we expect that the States
would be much more prudent while borrowing in the future in the
light oftheir coutstanding debt. For many, the opportunity to borrow
would also get somewhat circumscribed in the new economic
regime. For the purpose of our reassessment, we have looked at
past trends and assumed a 10 per cent growth in the outstanding
amount every year and provided fully forthe interest liability onthis
account.

Maintenance of Capital Assets

3.53 We have felt greatiy concerned about the poor
maintenance of capital assets which is a neglected area in most
States. The poor state of our roads, irrigation works and
government buildings bear testimony to the lack of care in this
regard. While there is intense jostling amongst States for more
and more new projects, this zeal is not matched by corresponding
attention to the upkeep of the assets created at great expense,
Even though an improvement in the maintenance of these assets
would make available additional capacity immediately at a
fraction of the cost involved in setting up corresponding new
capacities. We are also extremely concerned that though
successive Finance Commissions have provided for this purpose
andthe actual expenditure has exceeded the provisions, most of it
has got diverted to payment of salaries and wagss rather than to
material and equipment necessary for maintenance work. We
have bean quite liberal in providing for the expenditure needs on
this account and we hope this would motivate the Slale
Governmants not only to earmark sufficient funds for this purpose
but also to ensure that the funds are utilised efficiently and
aconamically. We expect that not more than 20 per cent of the
provision would be spant on establishment, and tools and plant in
any year. We also hope that the possibility of maintenance being
done by groups of bensficiaries or non-governmental
organisations or even through private bodies would be explored
by the States if they happen to be cost-effective uptions.

Major and Medium Irrigation Works

3.54 The Ninth Finance Commission adopted a norm of
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Rs.180 per hectare forthe utilised potential and Rs.60 per hectare
for the unutilised potential. The norms for hill States were higher
by 30 per cent.

3.55 In view of the price rise and other changes during the
period 1990-95, we hiave adopted a norm of Rs.300 per hectare
farthe utilised potential and Rs.100 par hectare for the unutilised
potential. We have also accepted norms which are higher by 30
per cent for hill States. We have provided for suitable increase in
the norms in each year of the forecast period to insulate them
against inflation.

3.56 We are quite concerned about the very high
percentage of unutilised irrigation potential in certain States.
Irrigation capacity is created at cansiderable cost, time and effort.
Non-utilised capacity, whatevar might be the cause, is an
avoidable waste which we can ill-afford. Accordingly, we have
assumed that in States where the utilisation of the potential is 90
percantor more, there would be no unutilised potential by the year
1999-2000. For those which have a utilised potential between 75
per cent and 90 per cent, we expectthe levels to rise 1o 95 per cent
by 1999-2000. For the rest, we expact the utilisation to rise 1o 90
per cant by the terminal year of the forecast period.

3.57 Therequirementfor maintenance expenditure foreach
of the years 1995-96 to 1999-2000 has been worked out on the
basis of the data regarding utilised and unutilised potentiat
obtained from the Planning Commission and the norms assumed
by us. We have taken care to ensure that in such States wherethe
norms imply a very sharp increase in expenditure in 1995-96
comparad to the base year, the increase is graduated without
affecting the aggregate provision available for the forecast period.
The details are at Annexure l11.7.

Minor Irrigation

3.58 The Ninth Finance Commission did not adopt a
normative approach in making provisions for the maintenance of
minor irrigation works for want of requisite data, We too did not
have adeguate data. We have attempted to assess the
requirements on this account on the basis of the ratio of the
average weighted expenditure per hectare on minorirrigation ina
State to the average weighted expenditure per hactare on major
and medium irrigation schemes. On this basis, we are of the view
that a norm of Rs.150 per hectare i.e. half that for major and
medium irrigation schemes, should suffice. As usual, the hill
States have been given a norm which is higher by 30 per cent and
hill areas of non-hill States have been treated similarly. We have
provided for anhancement of the norm for each year during 1995-
2000 period 1o protect it against price rise. We have used the
information furnished by the Planning Commission regarding the
expected irrigation potential from minor irrigation schemes at the
and of the current financial year. Wharever we found that our
provision for 1995-96 was too high compared to the expenditure
provided for in 1994-95, we have opted for a gradual increase
without affecting the total provision tor the five years. The details
are at Annexure J11.8,

Flood Controi Works

3.59 For working out the requirements for maintenance of
flood control works, we have proceeded with the average
expenditure in each State during the five years from 1590-91 to
1994-95. As that expenditure would have been incurred on
maintenance of capital stack as on 31st March, 1990, and as per
our terms of refarence we have to provide for the maintenance of
capital stock as on 31st March, 1995, the average expenditure
was increased by 10 per cent in all, assuming an increase of 10
per cant in the capital stock during these five years. The



requiremants for 1995-96 to 1999-2000 have baen assessed by
providing for inflation during the years 1995-96 10 1999-2000. We
took the estimates so worked out of those assessed by the States
in their forecasts, whichever wera lower. The assessed
fequiremants are as shown at Annexure .15,

Buildings

3.60 The Ninth Commission had made provisions for the
maintenance of buildings taking into acount the plinth area of the
buildings of different categories in three broad age groups, viz. 0-
20 years, 20-40 years and over 40 years and the relevant norms
obtained from the Central Public Works Departrment. The
Commission had moderated the expenditure arrived at on the
basis of norms 50 as to ensure that no State would be provided in
1994-95 less than 180 parcent and more than 220 per cent of the
annual provision madefor this purpose by the Eighth Commission
for 1988-89, Keeping in view the trends in expenditure, the stesp
increase in the casts involved and the poor state of up-keep of
government buildings, we have provided a step-upof 250 percent
by 1999-2000 of the norms accepted by the Ninth Commission for
1994-95. The provisions for the intervening years have been
worked out on the basis of these two boundary estimates after
protecting the provision against inflation. Whereverthe estimatas
for 1995-96 are very high compared to the estimates for the
preceding year, the provisions have been graduated without
affecting the total availability for the forecast period. The year-
wise provisions are at Annexure It.16.

Roads and Bridges

3.61 We obtained norms for the maintenance of roads from
the Ministry of Surface Transport. The norms were at the 1 992-93
levelof prices and were suitably increased to take into account the
effect of rise in prices in 1993-94 angd 1994-95. The narms were
also increased by 20 per cent to take into account the cost of
astablishment, and tools and plant. We obtained from the State
Governments information about the length of different categories
of roads in the States. The norms ware applied to the likely road
lengths of diffarent categories of roads as on 31st March, 199510
assessthe expanditure as pernorms indifferant States duringthe
torecast period. As the expenditure so worked out came out to be
very high, we have limited the total provision for all the States to
twice that provided by the Ninth Commission. The State-wise
distribution has been made on the basis of the average of their
percentage shares in (a) the all-State total as per norms and (b}
the all States total estimated expenditure in 1994-95, The
provisions for the individual States worked out in this manner
werg, wherever nécessary, suitably modified to provide for each
State at least twice the amount provided by the Ninth
Commission. it was also ensured that the provision for each State
was at least 20 per cent higher than the expenditure in 1994-95.
As usual we have provided for a graduated increase in the
expanditure without aftacting the totals. The year-wise provisions
are at Annexure Ili,17.

Monltoring of Maintenance Expenditure

3.62 We know it is not enough if we just provide liberalty for
the maintanance of capital assets. In the past, maintenance has
bean poor net se much on account of paucity of resources as
misdirection of availabie rescurces. The main reason has been
the exhaustion of a large part of the provision for maintenance on
establishment expenditure leaving very little for maintanance per
se. However, in State after State, we found that the information
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system was not geared to providing data regarding the exact ]

amount spent on maintenance and on maintenance-reiated
establishment. No doubt, the respactive work divisions entrusted
with maintenance had the detaiis but these were not reflected in

the accounts or in any other reporting system in a fashion which
would permit easy monitoring. In view of this, we feal it is
necessary to redesign the presentation of accounts in such a way
that the expenditure on the works component and tha
establishment expenses get reflected separately and ara pasily
accessibie. The reperting formats should be brought in line with
this change in the presantation of accounts. The outline of a
scheme in this regard is at Appendix 3. We recommend that the
Ministry of Finance, in consultation with the State Governments
and with the concurrence of the Comptrolter and Auditor General
of India, may introduce appropriate changss in the accounting
and reporting system in accordance with this schema.

3.63 We also recommend that the State Governments
should ensure that the provisions for maintenance are made in
accordance with our recommendations. We further recommend
thata high powerad commitiee chaired by tha Chief Secretary and
with secretaries of the State Government concemed in the
departments of Finance, Planning, Irrigation and Public Works
and the concerned chief engineers of the works departments
should review every quarter the aliocation and utilisation of such
funds. In particular, this committee may concentrate on ensuring
that the funds meant for maintenance per se are not diverted to
wasteful  expenditure on unrelated  and unnecessary
establishment. It should also check compliance with the stipulated
quality norms through suitable reperting and sample checking at
the field level. Similar committees at the district level could report
periodically to the state level committes. The district level
committees  could associate representatives of usaers/
beneficiaries and the media to ensure proper utilisation of the
amounts provided for maintenance of spacific schemes and
adequate dissemination of information about the commencement
and completion of such works,

364 Finally, we would suggest that in al exercises for
assessing resources for the annual plans, whether at the State
level or inthe Planning Commission, due care should be taken to
ansure that the anxiety for enlarging the size of plans does not
rasult in cutting down the provisions necessary for a reasonable
level of maintenance. This was a salutary practice in the pastand
its going into disuse has ledto an erosion of the funds available for
maintenance.,

Pay and emoiuments

3.65 Our terms of reference do not make any specific
reference to the subject of emoluments of State Government
employaes. However, we have taken note of the fact that in afew
States tha emoluments paid for certain categories of employeas
are higher than those of the Centre. For making the comparison,
we have considered the emoluments at the mid-point of the
minimum and maximum basic pay scale for comparable
categories of the Centre and States as on 31 st March, 1993. Five
States, viz. Haryana, Himachal Pradesh, Mizoram, Punjab and
Tripura have granted higher emoluments than the Central
Government. While these States might be of the view that thaeir
financial position permits tham o do so, we are notina positionto
accommodate these differentials in our assessment. We have,
therefore, made suitable deductions from the aexpenditure
estimates of the five States mentioned aboveinorderio ensure an
equitable treatment to ail States.

3.66 We have noticed that almost all State Governments are
following the same pattern in payment of dearness allowance as
the Central Governmant. The sanction of dearness allowance
instalments by the Central Government is followed soonar or later
by the States. Since we have taken note of the expenditure figures
ot 19892-93 inour estimates far arriving atthe base year estimates,



wa are of the view that the expenditure on dearness allowance
instaiments sanctioned upto that year are adequately provided
far. The trend growth rates of expenditure adopted for arriving at
the base year also take into account the expenditure liabilities
which have arisen on account of payments of dearness allowance
during 1993-95. In our forecast, we have already provided
adequately for the effect of such price increase on non-plan
expenditure through the price elasticity of such expanditure.

3.67 AllState Governments have projectad liabiiities likely to
arise from the recommendations of the Fifth Pay Commission. We
have no basis for estimating the requirements on this account.
Accordingly, we have decided to exclude these requiremaents
from our estimates just as we have done for the Central
Govarnment. i any State chooses to go in for pay revision during
the foraecast period, it would have to raise the resources for the
purpose.

Elections

3.68 We have provided fully for the conduct of general
elections to Parliament and the State Assemblies and for other
expenditure incidental to such elactions as estimated by the
Ministry of Law and Justice.

Other expenditure

3.68 All other items of expenditure have been clubbed
together. We have provided the same growth rate for such
expenditure as for other tems of non-plan expendiutre. .

Committed Liabllity

3.70 Para 4(jii) of our terms of reference requires us to
provide for the maintenance of plan schamas to be completed by
31st March, 1995. Normally, such a transfer is effected at the
conclusion of a plan period. This has become difficutt as the period
of the Eighth Plan is not co-terminus with the period of our Report.
Wae have followed our terms of reference though it involves a
transfer from the pian to non-plan in the middle of a plan period.
Woe have broadly adopted the approach of the Seventh and Eighth
Commissions while arriving at a reasonable estimate of
commitied liability on account of plan schemes to be complated by
31stMarch, 1995. Wa have not admitted the committad liability for
different Statas on the basis of their estimates as the proportion of
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committed liability in relation to the revenue plan outlayin 1994-95
varies from as low as 18 per cent to as high a figure as 115 per
cent. Such wide differences defy rational explanation. We have
found that the overall proportion of committed liability estimated in
1990-91 for the completed Seventh Plan schemes worked out to
30.8 percent of the revenue plan component in 19689-90. We have
adopted a norm of 30 per cent of the revenus pian outlay for the
year 1994-95 for committed expenditure in 1995-96 in raspect of
State plan schemes 10 be completed by 31st March, 1995. We
have adopted a higher norm for the speciai catagory States,
except Meghalaya. As thase States did not effect a transfer of
compteted plan schemes to the non-plan sida at the conclusion of
the Seventh Plan, the provision for committed liability in 1995-96
for such States would have to cover the backlog of the schemes
completed by the end of the Seventh Plan, apart from whatever is
completad during 1990-95. We have adopted an overall
percentage of 40 per cent for such States. Estimates of committad
liability for 1995-96 thus arrived at, on the basis of the budget
estimates of the revenue component of tha State plan for 1994-
95, have been protected against intlation but no real growth has
been assumed as has baen done for other non-plan revenue
expenditure. State-wise details of the provision on tha above
basis are at Annexure 1il.18,

3.71 We have made no additional provision for committed
liability on account of centrally sponsored schemes. A number of
them have already been discontinued or transfarred to the States.
These form part of the State plan. Those schemes which are
continuing are not expected to be completed by 1994-95,

3.72 As mentioned earfier, we have gone by our terms of
reference in deciding the cut-off date for transfer of committed
liability on account of plan schemes. However, the incremental
liabilities that would arise in 1997-98 on account of Eighth Plan
schemes completed in the next two financial years would have to
be provided for. We are of the view that the Planning Commission
may consider providing for the maintenance of such schemes tili
1999-2000 in the plan itself as was done for the schemas of the
two Annual Plans of 1990-91 and 1991-82.

3.73 The summary position on the non-plan revenue account
of each State, as raassessed by us, is indicated in Annexures
.15 to H1.43,



CHAPTER IV

CENTRES' RESOURCES : ASSESSMENT OF REVENUE AND EXPENDITURE

introduction

4.1 The resource position of the Central Govemment during
the period 1995-2000 has been assessed In conformity with our
terms of reference. These require us to assess the revenue
receipts and non-plan revenue expenditure of the Central
Govemment having regard to the demands on the Central
Govemnment for expenditure on civil administration, defence and
border security, debt servicing and other committed expenditure
or liabllities. The terms of reference emphasise the need for
improving overall fiscal management consistent with efficiency
and economy in expenditure so as to generate surplus for capital
investment and reduce fiscal deficit.

42 Qurassessment is based on an analysis of the forecast
of recelpts and expenditure submitted by the Ministry of Finance.
The Ministry of Finance submitted a memorandum which
provided the overall context for our reassessment. We also had
the benefit of discussing the issues under consideration with
representatives of the Ministry of Finance.

Analysis of the Forecast

4.3 The Ministry of Finance first submitted a forecast in July,
1993 and revised it in May 1994 after the budget of 1994-95 was
presented to Parilament. Qur reassessment has been carried out
on the revised forecast.

4.4 Toputtheforecastinperspective, Table 1 compares the
projected behaviour of major fiscal and budgetary variables with
their observed pattern in the past. It is evident that the current
fiscal imbalance gets accentuated in the forecast submittedto us :
revenue receipts as a percentage of GDP are declining while
revenue expenditures are rising. The Central forecast shows that
the revenue receipts as a percentage of GDP are estimated to be
13.28 per cant during 1995-2000 as against the actuals of 14.56
per cent during 1985-80. On the other hand, revenue expenditure
as a percentage of GDP is forecast to rise from 13,94 per cent in
1985-90 to 14.53 percent during 1995-2000. Non-plan revenue
expenditure is also projected to increase to 11.44 per cent. Thus,
non-plan revenue expenditure as a proportion of revenue receipts
is estimated to rise from about 80 per cent during 1985-9010 about
86 per cent of revenue raceipts in the forecast period.

Tabile 1
Pre-Devolution Revenue Account of Centre

{per cent of GDP)
tam 1980/ 1985/ 1990/ 1995/
85 90 95 2000
Actual Actual Actuall Fore
Estimates  cast

REVENUE
. Revenue Receipts 1281 1456 13.36 13.28
a) GrossTax 09 1122 1021 10.26
b) Non Tax 2.85 3.34 315 3.02
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{per cent of GDP}
temn 1980/ 1985/ 1990/ 1995/
85 20 95 2000
Actual Actual Actuall Fore
Estimates  cast

EXPENDITURE
H. Revsnue Expenditure 1117 13.04 13.67 1453
a) Plan 217 275 203 309
b) Non-plan 900 11.19 10.74 11.44
Revenue surplus/deficit 164 0.62 0.3t -1.25
Non-plan revenue surplus/deficit 3.81 337 262 184

4.5 We note withconcem that the tax/gdp ratiois anticipated
to stagnate at the levels achiaved during 1980-95 which is lower
than what has been achieved during 1985-90. The average
tax/gdp ratio during the period 1985-90 was 11.22 per cent, while it
has been forecast at 10.26 per cent by the Ministry. Non-tax

-revenues are also expectad to register a decline. The net effect is

that the revenue deficit as a percentage of GDP is projected to
increase four-fold during the next five years. Non-plan revenue
susplus is estimated to decline from 2.62'per cent of GDP to 1.84
per cent.

4.6 Thus the projections for 1995-2000 aggravate rather
than reverse the trend of deterioration of fiscal balance which
startedin the the mid-eighties . We recognise that the stabilisation
and structural adjustment initiated by the Government of India
since mid 1991 might result in a temporary drop in revenues, but
we are not convinced that this should persist over the medium
term covered by our recommendations. In fact, the forecast
appears to be at variance with the position taken by the Ministry in
its memorandum where it is submitted that the Ministry wouid,
over the forecast period, raise tax/gdp ratio by 1 percentage
point.

4.7 The Ministry's forecast of revenue receipts and revenus
expenditures andits memorandum present a scenario of extreme
fiscalimbalance. The projections indicate that the Centra does not
have adequate resources on the non-plan revenue account to
meet its constitutional obligation of devolution at existing levels as
indicated in the forecast. We find it difficult to accept the position
as the assumptions underlying the forecast are unsustainable.

Reassessment of Centre's Receipts and
Expenditures

48 We have, as explained in our approach, confined
ourselves to the non-plan revenue account informed by the view
that substantial recurring surpluses on the non-plan account are
the first requisite for ensuring a sound and stable fiscal
balance.

4.9 The reassessment was carried out in two stages :
arriving atthe base year of 1994-95 and then forecasting for 1995-
2000. The estimation of the base year is important in view of the
sensitivity of forecast values to the base year estimates. The need



for estimating the base year rather than accepting the budget
estimates for 1994-85 is reinforced by the fact that the budget
astimates for 1994-95 are out of line with the past. Thera is no
prescriptive element in estimating the base year. We have been
guided solely by the consideration of what the Central
Government would most realistically be able to achieve in 1994~
95. As regards the forecast, we take into account the historical
patterns of revenue mobilisation and expenditure bshaviour,
cummenttrends and recent changes in the macro-policy framework
and blend them with prescriptive or normative considerations as

appropriate.

4.10 . We have estimated the trend rate of growth for the
period 1983-84 to 1992-93 (the last year for which actuals were
available) in the case of receipts and the trends for the period
1986-87 to 1992-93 for different categories of revenue
expenditure. Having arrived at the trend rates of growth, these
were applied to the actuals for 1992-93 to arrive at the base year
figures. These were suitably moderated wherever necessary in
the light of the budget estimates for 1994-95. Given the fact that
the sample period 1986-87 to 1992-83 has been one of the most

.expansionary phases of government expenditure, the trend
figures for expenditure categories in all cases were higher than
the budget figures. We have accepted the latter. in the case of
receipts, an exception was made for customs duties with a slight
upward revision of the budget figures keeping in view the
collection from customs in the first six months of the current year.
For "other tax revenues”, suitable adjustments have been made
on account of the changed status of Delhi. However, the
estimated receipts from new service laxes announced in the
budget but not included in the budget estimates tor 1994-95 have
been taken into.account.

Revenue Receipts

4.11 In the case of major taxes of the Centre, viz. income
tax, excisg duty, customs duty and corporation tax, the buoyancy
coefficierts have been estimated with respect to the GDP at
current market prices for the sample period 1980-81 to 1990-91. it
needs to be appreciated that these are historical buoyancies
which reflect the responsiveness of taxes to the changes in GDP.
Forecasting on the basis of these buoyancies would imply a
continuation of the historical trends in the future. Such an
assumption would not be valid in view of the significant changes in
the economic regime. We have,therefore, used this information
on buoyany coefficients as the basis of forming our judgement
regarding reasonable rates of growth of individual taxes during
the forecast period .

4.12 In this context, we have deemed it appropriate to
stipulate a buoyancy coefficient of 1.2 for excise duty as against
an estimated buoyancy of 1.004. This prescriptive revision has
been carried out in the light of the expanding tax base, changing
composition of GDP, the rates of growth projected by the Ministry
of Finance and the evidence tendered by the representatives of
the Ministry of Finance in their deposition before the Commission.
On the other hand, in view of the fact that there has been
substantial reduction in customs duties we have adopted forita
buoyancy coefficient lower than its historical value. The buoyancy
coefficient of customs duties is reckoned to be 1.2 having regard
to the recent rates of coliection, the anticipated average rate of
custom collection during the forecast period and the continuance
of the process of liberalised import policy.

4.13 In the case of income tax and corporation tax, the
historical buoyancies have been revised as in the libaralised
environment corporation tax is likely to be more buoyant and
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lower rates and an expanding base forincome tax are expected to
yield higher revenues. For corporation tax the historical buoyancy
has been enhanced to 1.35 and in the case of income tax 1.2.

4.14 In the case of "other tax revenues" we have used the
trend rate of growth as the buoyancy could not be estimated on
account of a compositional change with the sales and other tax
receipts of Delhi no longer being a part of the Central resource
pool. As explained eatlier in the chapter, we have lowered the
base in the case of "other tax revenues" but used the historical
trend rate .

4.15 In general, we have followed a principie, both for the
Centre and the States, that no revenue source should have a
prescriptive buoyancy of less than unity and more than 1.35.
Further, differential year wise growth rates have been used for
major taxes following our basic assumption of a graduation in the
profile of the growth rate of GDP and inflation as explained earlier
in para 2.31. The buoyancy estimates and growth rates are at
Annexure V.1,

4.16 Non-tax revenues of the Centre mainly comprise
interest receipts on loans advanced by the Centre, dividends and
profits from public sector undertakings (PSUs), fees and other
receipts on account of the services rendered by the government
and its agencies and other transactions of a commercial nature.
Woe have not found itnecessary to reassess the interest receipts of
the Centre. The interest receipts of the Centre on its loans and
advances to the States are consistent with the interest liability of
the States to the Centre and we have provided matching amounts
in the expenditure estimates of the States.

417 The reassessed items of non-tax revenues are
dividends and profits from PSUs and "other non-tax revenues".
The estimates furnished by the Ministry on dividend and profits
from PSUs imply a rate of return on equity as low as 1.82 per cent.
According to the Advisory Group set up by us lo assess an
adequate rate of return on equity investment of the central PSUs it
should not be difficult for these PSUs to give a retum of 8-10 per
cent. We have estimated the ouistanding equity as on 1994-95
and prescribed a normative rate of return ot 8 per cent to arrive at
the estimates of dividends.

4.18 In the case of "other non-tax revenues” we have
accepted the Ministry's forecast on three specific items - grants
from external sources, royalty from petroleum and revenues from
forestry and wild life . This is inline with our approachto such items
as discussedin Chapter |l inthe case of States. Forthe remaining
non- tax revenues we have estimated the buoyancy with respect
to GDP and grown these at the graduated rates of GDP
growth.

4.19 As a result of our reassessment, tax receipts of the
Centrs increase by Rs 62,858 crores and the non-tax receipts
improve by Rs 27,782 crores for the five year period . The total
revenue receipts of the Centre thus stand reassessed at Rs
9,25,040 crores. The reassessed position of revenue receipts is at
JAnnexure IV.2. The tax/gdp ratio of 10.94 per cent in 1991-82
whichis estimated to decline to 9.59 percentin 1994-95improves,
in our reassesment, to 11.4 in 1999-2000. The average tax/gdp
ratio of 10.26 forecast by the Ministry for 1995-2000 rises to 10.94
in our reassessment. Revenue receipts as a percentage of GDP
aro now reassessed to be 14.31 per cent of the GDP as against
13.28 forecast by the Ministry.

Non Plan Revenue Expenditure

420 Forreassessment, non-plan revenue sxpenditure has
been disaggregated into four major categories: interest



payments, defence expenditure , subsidies, and “other non-plan
revenue expenditure".

4.21 For astimating interest payments, the composition of
capital receipts and the rate of interest provided by the Ministry of
Finance have been accepted. Howaver, we have taken into
account the likely impact of cur reassessment of the revenue
recaipts and non-plan revenue expenditure on the net borrowing
requirements of the Centre.

4,22 As regards defence expenditure we have increased
the estimated expenditure submitted by the Ministry. This has

been necessitated by a revision of the GDP growth profile.

Detence expanditure as a percentage of the GDPhas been keptat
the same level as in the Ministry of Finance forecast.

4.23 The aggregate subsidies have been kept at the same
leval as inthebase yearlevelin nominal terms. Ata disaggregated
lavel, this is sufficient to accommodate the Ministry's forecast on
foad subsidies while implying a gradual reduction in the others.

424 For the “other non-plan revenue expenditure”, we
have:

i) adopted a price elasticity of 0.75 which is applied to the
assumed rate of inflation and

iiy allowed for a real growth of 1.5 per cent per annum.

4.25 The Ministry of Finance had built into their forecast an
additional requirement of Rs 19,926 crores in anticipation of the
expected recommendations of the Fifth Pay Commission. We
also fee! that the Finance Commission is not required to take such
anticipated developments into account in assessment of non-plan
revenue expenditure which has to be based on commitments
already made. The terms of reference do not require such an
exercise to be done either. As admitted by the representatives of
the Ministry of Finance in their evidence before the Commission,
they have no specific basis and methodology for making such an
estimate except past precedents. In these circumstances, we
have made no provision for pay revision for the Central
Government as in the case of States. If pay revisions is taken up
during the forecast period additional resources would have to be
raised to meet the frash liability.

4.26 On tha basis of the foregoing assessment, the total
non-plan revenue expenditure during 1995-2000, as reassessed
by us, is placed at Rs 6,56,640 crores as shown at Annexure [V.3.
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Non-plan revenue expenditure as a proportion of GDP has been
reassessed at 10.16 per cent as against 11.44 per cent as in the
forecast.

4.27 As aresult of the reassessment of revenus receipts
and the non-plan revenue expenditure the pre-devolution surplus
of the Centre, which had been forecast at Rs 1,15,797 crores is
now estimated to be Rs 2,688,400 crores.

4.28 A comparison of the forecast submitted by the Ministry
of Finance and the reassessed non-plan position of the Central
Government is summarised in Table 2.

. Table 2
Ministry's Reassessment
Forecast
(Revised)
Absolute |% GDP | Absolute | % GDP
I. Revenue Receipts 834400 1328 925040 14.31
a) Tax Revenue 644553 1026 707411 10.94
) Income Tax 82326 1.31 85239 1.32
iy Corporation Tax 94043 1.50 100115 155
il) Union Excise
Duty 202773 466 303710 470
iv) Customs 162012 258 198198 3.07
v) Other Tax
Revenue 13389 o2 20149 O
b) Non Tax Revenue 189847 3.02 217629 337
i) Interest Receipts 115937 1.86 115934 1.79
iy Dividends &
Profits 15363 0.24 29249 045
iiy Other Non Tax
Revenue 58547 093 72446 112
Il. Non Plan Revenue
Expenditure 718603 11.44 656640 10.16
a) Interest Payments 368000 586 348138 538
b} Defence Expenditure 111773 178 115063 1.78
¢} Other Non-plan 238830 380 193438 2.99
Revenue Expenditure
Ili. Non Plan Revenue
Surplus 115797 1.84 268400 4.15




CHAFTER V

RESOURCE SHARING : DEVOLUTION AND DISTRIBUTION

Introduction

5.1 The distribution of the net proceeds of income tax which
“are to be", and of the net proceeds of Unionh excise duties which
‘may be" divided between the Union and the States under
Chapter | of Part XIl of the Constitution is the centre-piace of the
deliberations of Finance Commissions. Related1o thisis the issue
of determining the respective shares of the Stales in the
distributable proceeds of these two taxes.

5.2 Para 4(ii) of our terms of reference requires us to have
regard to "the resources of the Central Government and the
demands thereon, in particular, on accourt of expenditure on civil
administration, defence and border security, debt-servicing and
other committed expenditure or liabilities".

5.3 In addition, the Central Government has, in a
memorandum to us, separately drawn cur attention both to the
limited scope for adjustment in its expenditure and the likely
downward impact on tax revenues in the context of structural
reforms in indirect taxation, especially those related to customs
duties. The States, on the other hand, have sought larger
devolution through upward revisions in their shares in the net
shareable proceeds of both income tax and the Union excise
duties. In making our recommendations, we have taken into
account the overall fiscal scenario of the economy and the
submissions of the Central and State Governments .

5.4 We have already discussed the resource position of the
State Governments and the Central Government in Chapters Ii|
and IV respectively. We now go on to deal with the specific issues
relating to the devolution of income tax and Union excise duties
and make our recommendations pertaining to the aggregate
share of all States in the net proceeds of these taxes, and their
individual shares in respect of both the taxes.

Income tax

55 Under the provisions of articie 280(3)(a}, read with
article 270 of the Constitution, our task with respect to income tax
is to make recommendations in regard to three matters, viz.

a} the percentage of the "net distributable proceeds" which
shall represent the proceeds attributable to the Union
Territories ;

b) thepercentage of the divisible pool of the "net proceeds”
of income tax to be assigned to the States; and

¢)  the share of each State in the divisible pool.

5.6 Under article 270(3) of the Constitution, the share of the
net proceeds of income tax "attributable to the Union Térritories”
has to be prescribed. Previous Finance Commissions had
adopted the practice of treating all Union Territories together as a
group, and determining their joint share by applying the same
principles as for the other States. As would be evident in the
ensuing discussion, we have used some allocative criteria for the
States for which adequate corresponding information for the
Union Territories is not available. We have, therefore, decided to
determine their share on the basis of population. We recommend
that the share attributable to the Union Territories in the nat
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distributable proceeds of income tax for each of the finarcial years
during 1995-2000 should be 0.927 per cent.

5.7 The present share of the States in the net proceeds of
income tax is eighty five percent. It would be useful to review the
paththat this ratio has traversed through the recommendations of
earlier Commissions. The States' share out of the net proceeds of
income tax was fixed at 55 per cent by the First Commission. The
succeeding three Commissions enlarged the share progressively
to 60 per cent, 66 2/3 per cent and 75 per cent. While
recommending the increase in the States’ share, the Third and
Fourth Commissions took due note of the representation of the
States about the need for making good in some measure the loss
sustainad by them on account of the non-inclusion of corporation
tax in the divisible pool consequent upon the reclassification
brought about in the Income Tax Act in 1959, The Fifth
Commission did not racommend any further increase in the
States'share, on the ground, among others, that the divisible poaol
of income tax would for the first time also inciude advance tax
collections. Arrears pertaining to the advance tax collections were
distributed among the States in three instalments during the
period covered by the recommendations of that Commission.

5.8 The Sixth Commission raised the States' share from 75
to BO per cent taking into consideration various factors including
the fact that the arrears referred to above were no longer
available. The share of the States was further increased to 85 per
cent by the Seventh Commissian keeping in view the States'
grievance in regard to the levy ot surcharge by the Centre as a
normal tax revenue measure. The Eighth and the Ninth
Commissions let it remain at 85 per cent.

5.9 Notwithstanding its present high level, a number of
States have sought an increase in the States' share in income tax.
While Bihar has favoured a figure of hundred per cent, Arunachal
Pradesh, Goa, Madhya Pradesh, Punjab and Uttar Pradash have
indicated a figure of 95 per cent. Guijarat, Nagaland, Orissa,
Tripura and West Bengal have alled for an upward revision in this
shareto 80 per cent. Rajasthan and Tamil Nadu stressed the need
tor an increase in the share, Andhra Pradesh, Assam, Himachat
Pradesh and Kerala have not suggested any change in the
existing share of 85 per cent. Mizoram has proposed a reduced
share of 65 percent in favour of a larger flow of resources through
grants-in-aid.

5.10 Haryana and Kamataka have suggested that the
proceeds of corporation tax and income tax be pooled and the
share of the States may be fixed at 50 per cent. Alternatively,
Karnataka would like that 85 per cent and 15 per cent shares
respectively out of the net yields from income tax and corporation
tax be distributed among the States, Maharashtra is in favour of
reducing the States' share to 75 per cent provided 20 per cent of
the proceeds of the corporation tax are also simultanecusly
shared. However, pending a Constitutional amendment to this
effect, the State would not want any change in the existing share of
85 per cenl. Haryana, Punjab and West Bengal have even
suggested that till the Constitution is amended, a compensatory
grant equal to a specified percentage of the net proceeds may be



recommended in lieu of sharing the corporation tax with the
States.

5.1 The main grounds on which the States have pleaded
for an enhancement in the share of income tax proceeds may be
summarised as below:

i} As compared to income tax, corporation tax has turned
out to be more buoyant but its proceeds, which were
shareable prior to the Income Tax Act amendment in
1959, have besn excluded from the divisible pool.
States were losing revenue due to the surcharge on
income tax being continued by the Centre as a normal
source of revenue.

Various kinds of reliets and concessions being providedin
the Central budget almost every year and periodic
increases in the basic exemption limit for incomne tax
have led to a shrinkage of the divisible pool,

The expenditure responsibilities of the States,
particularly for infrastructure, have grown in the wake of
economic liberalisation.

i)

iv)

5.12 The States have been pleading for.inclusion of the
proceeds from corporation tax in the divisible pool for a long time
now. We understand their desire to share the proceeds of
corporation tax. This issue deserves to be seen in the wider
context of diversifying and broadening the base of tax devolution.
We have given our views in this regardin the alternative scheme of
devolution suggested in Chapter X1/

5.13 Anumber of States have raised the issue regarding the
reintroduction of surcharge on income tax in 1987-88. The States
have pointed out that instead of the measure being used for
meeting any emergent requirements of a specific nature, the
surcharge was being continued by the Centre as a normal source
of revenue. In the process, the States were losing considerable
revenue which would have been available to them had it been
integrated into the income tax rates. We note that the Centre has
completely withdrawn the surcharge on income tax from the
financial year 1994-95. We, nevertheless, would iike to
emphasise that the surcharge on income tax should not be levied
except to meet emergent requirements for limited periods.

5.14 States have been critical of the allocation of the "cost of
collection’ as between income tax and corporation tax. This costis
daducted from the proceeds of income tax while working out the
share of States. They regarded as unfair the ratio of 7:1 which was
fixed on the basis of the findings of an expert committee setupin
1985 at the suggestion of the Eighth Commission. Some States
have suggested allocation of the collection charges in proportion
to the yields from income tax and corporation tax. A few States
desire that due weightage be given to the workload involved under
the respective taxes. The Ninth Commission, before which the
States had made similar suggestions, had felt that there was need
to re-examine the entire matter takinginto accountfactors such as
the introduction of simplified procedures of assessment and the
nature and complexity of the cases involved under the respective
taxes.

5.15 In pursuance of the observations made by the Ninth
Commission in its first Report, an Expert Committee headed by
Shri M.M.B. Annavi, Additicnal Deputy Comptroller and Auditor
General of India was constituted by the Government of India on
the 8th of June, 1988 to examine the apportionment of the cast of
colléction between income tax and corporation tax. The
committee has observed in its report that:

a) the number of officers deployed in the collection of
corporation tax and incometaxis inthe ratio of 255:1926
or1:7.5;
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b) the ratio between the number of officers engaged in
assessment of corporation tax and income tax in mixed
circles, after segregation, works out to 1:6.52; and,
there has been no significant reduction in the workload
involved in individual assessments with the introduction
of a summary assessment scheme with effect from 1st
April, 1989 because every individual return is required to
be physically checked to detect arithmetical errors, and
examine the admissibility of deductions.

c)

5,16 The Committee after analysing various parameters
which could have a bearing on the cost of collection concluded
that it would be reasonable to apportion the cost of collection of
corporation tax and income tax in the ratio of 1:6.5, This ratio has
been worked out after a detailed study by experts which included
representatives of the State governments. It is being used
currently. This may be considered acceptable,

5.17 The States have further contended that the receipts
from “penalties’ and “interest receipts', which form part of the
"miscellaneous receipts”, should be included in the divisible pool
of income tax. The Eighth Commission had recommended the
inclusion of these receipts in the divisible pool on the ground that
since the power to levy penalties and recover interast under the
Income Tax Actemanates from the power tolevy income tax itself,
these two classes of receipts must fall within the concept of
‘income-tax’ as that term is used in article 270 of the Constitution.
The Ninth Commission examined the matter de novo, and
keeping in view the pronouncements of the Supreme Courton the
subject and other relevant factors, recommended that receipts on
account of ‘penalties’ and “interest receipts' should form part of
the divisible pool of income tax.

5.18 We have been informed by the Ministry of Finance that
the matter is under their active consideration. We are of the
opinion that the receipts on account of interest recoveries and
penalties form part of the divisible pool and should be shared with
the States. We, therefore, recommend that this should be done
with aftect from 1st April, 1995,

5.19 Karnataka, Rajasthan and Tamil Nadu have
contended that the receipts from pre-emptive purchases of
immovable properties represent accretions to capital gains and
should, therefore, form part of the income tax pool for purposes of
sharing. On a representation made by the Tamil Nadu
Government, this matter was examined by the Ninth Commissicn
in its first Report. The Commission felt that, as this was a matter of
accounting procedure, it would be appropriate if the matter was
settled in consultation with the Comptroller and Auditor General of
India. Now more States have raised this issue with us. They have
pointed out that the amount involved may be significant and the
device of using pre-emptive purchases under the Income tax Act
is now widely spread in many metropolitan towns. They argue that
the proceeds arising out of the scheme are in the nature of capital
gains and should be shared with the States. The Ministry of
Finance has expressed the view that these receipts do not form
part of the shareable proceeds of income tax. We are of the same
opinion.

5.20 We now return to the key issue of determining the
share of the States in the net proceeds of income tax. Having
considered this matter at length, we have come to the conclusion
that our recommendation in the matter should be guided by two
considerations, viz.

i) that the authority that levies and administers the tax
should have a significant and tangible interest inits yield,
and



i) that any change in the share on this account should not
materially affect the level of overall devolution to the
States.

In other words, any downward revision in the share of States in the
net proceeds of income tax should be mirrored in a revenue
equivalent increase in their share in the net proceeds of Union
excise duties.

5.21 Accordingly, we recommend thatthe share of States in
the net proceeds of income tax be fixed at 77.5 per cent. We later
recommend a suitable increase in the share of the States in Union
excise duties. These changes reflect our concern that the Centre
retains adequate interest in income tax,

Union Excise Duties

5.22 Entry 84 of list | (Union List) of the Seventh Schedule
read with article 272 of the Constitution vests in Parliament the
powerto levy Union excise duties. The article also provides for the
sharing of the net proceeds of these duties with the States, it
Pariiament by law so provides.

5.23 The sharing of Union excise duties started with the
First Commission itself, although the beginning was modest. it
was restricted to 40 per cent of just three commodities, viz.
tobacco, matches and vegetable products.

5.24 Since then, the sharing of the net proceeds of Union
excise duties has become a regular feature, with successive
Finance Commissions devolving larger amounts to the States,
through either upward revisions of the coverage of the shareable
items, or by increasing the magnitude of the States' share. The
Second Commission extended the list of shareable commodities
to eight but reduced the States' share to 25 per cent. The Third
Commission reducedthe States'share to 20 percent but enlarged
the list of shareable items to 35, the yield from each of which was
RAs.50 lakh or more per year. Since the Feurth Commission, the
coverage of items for States' share has been near - universal, but
the Siates' share was limited to 20 per cent. The Seventh
Commission doubled the States' share to 40 per cent on the
ground that if the States had sufficient resources with them their
dependence on the Centre would be reduced. The Eighth
Commission raised this share to 45 per cent, but the increment of
5 per cent was used for meeting the assessed post-devolution
deficits of the States. The Ninth Commission let the overall share
remain at 45 per cent, but used 5 per centand 7.425 per cent from
it for deficit-based devolution, in its First and Second Reports,
respectively. In effect, therefore, the portion ot the net proceeds of
Union excise duties from which all States receive a share was 40
pear cent for the Eighth Commission. It remained soin the one year
(1989-90) report of the Ninth Commission, but it was reduced to
37.575 percentin its second report pertaining to the period 1990-
95.

5.25 States have generally asked for an upward revision in
their share in the net proceeds of Union excise duties from the
present 45 per cent to 55 per cent and even 60 per cent . They
have also pleaded for an enlargement of the divisible pool by
including cesses levied under specific Acts, and a portion (20 per
cent ) of the yield from administered prices which are periodically
increased by the Government. Some State Governments argue
that instead of raising the administered prices, the Government
should raise the excise duty tariff on the concerned product. This
will automatically entitle the States to a share in the proceeds.

5.26 Itmaybe notedthat, inthe context of the greater market
orientation of the economy, the scope for the Central Government
to raise administered prices would be progressively constrained
except in cases where it might have a monopoly. We would
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suggest that even inthese cases, decisions to raise administered
prices should aim at minimising budgetary support andincreasing
operational efficiency of the concerned public enterprises.

5.27 Asregardstheinciusion of revenuestromthecessesin
the divisible pool, it may be mentioned that a cess is levied on a
specified commodity and is governed by a special Act ot
Parliament with the stipulation that it should be utilised for the
development of the specific industry, the products of which bear
the cess. The proceeds of such cesses cannot, therefore, be
shared with the States.

5.28 Havingregardto the views of the Central and the State
Governments in the matter, and having recommended a
decrease in the States’ share of the net proceeds of income tax,
we further recommendthat the share of States in the net proceeds
of Union excise duties be raised to 47.5 per cent.

Distribution of Divisible Amounts

5.29 The criteria for determining the inter se shares of
States in income tax and Union excise duties have tended to
converge since the recommendations of the Seventh
Commission. However, 10 per cent of the distributable amount of
income tax was allocated amongst the States on the basis of
contribution and a portion of Union excise duties set aside for
distribution according to assessed deficits. The convergence of
the criteria determining the shares of States in the remaining
portion of these two taxes is a move in the right direction. We now
consider the determination of the inter se shares of States in
income tax and excise duties.

5.30 For the distribution of the net proceeds of income tax
among the States, successive Finance Commissions, till the
Seventh Commission, gave weightage to "population’ as a major
factor and “contribution' as a minor factor. The Eighth and the
Ninth Commissicns gave a weight of 10 per cent to the factor of
contribution in the distribution of the net proceeds of income tax,
hut reduced the weight of population substantially.

5.31 Intheir memoranda submitted to us, while nine States
have favoured providing a weightage ranging from 10 per cent to
45 percentto the “contribution’ factor, fourteen States are against
including it at all in the distribution criteria. As for the “population’
factor, while eighteen States have recommended its retention,
there is wide divergence in the views regarding the weightage to
be given toit. Haryana and Punjab wantto increase the weightage
to 100 and 80 per cent, respectively. Maharashtra has suggested
55 per cent, while Kamataka, Kerala, Nagaland and Uttar
Pradesh want it kept at 50 per cent. The other States have
proposed weights ranging from 20 per cent to 40 per cent.

5.32 A number of States have argued before us, as also
before previous Finance Commissions, that there is no case for
attaching any weight to the factor of “contribution'. While
discussing the subject, the Eighth Commission had noted thatthe
basic argument in favour of including this as a factor in
determining the inter se shares was premised on a portion of
income having a 'locat origin' such as that arising from State
emoluments, small businesses, retail trade and house property.
However, the same repont had noted the views of one of its
members, "Dr. C.H. Hanumantha Rao feels that there is no case
for distributing part of the States' share of income tax among the
Stales onthe basis of contribution.” {(para 5.20, page 43, Report of
the Eighth Finance Commission). Earlier Dr. Raj Krishna, as a
member of the Seventh Commission, had observed in his minute
of dissent "...it is important to perceive that the State in which
income seems to originate for the purpose of assessment is not
necessarily the State where this income originates in a more



fundamental econcmic sense.” (emphasis in original; page 114,
Repor of the Seventh Finance Commission).

5.33 The generation of income, especially non-agriculture
income, is a spatially interdependent activity. The linkages run
through the input side as well as the demand side. An output being
produced in a specific place may be using inputs produced in
various other locations. The income generated from the sale of
this output also depends on the incomes of consumers who may
be spatially dispersed throughout the country, The country as a
whole represents a common economic space and market, and
growing interdependence in economic activities has considerably
weakened the case for locally originating incomes in the non-
agricultural sector. We are, therefore, persuaded thereis no need
to retain contribution as a criterion of distribution. Besides, the
only factor that now stands in the way of a common formula for
distribution of the two taxes is this component of “contribution’ in
the case of income tax. Accordingly, we have not used
“contribution’ as a factor in determining the respective shares of
States in the distributable amount of the net proceeds of income
tax. To the extent, however, that "contribution' is interpreted as
“collection', itis the effort of the States in collecting their own taxes
thatis relevantratherthan ataxlevied and collected by the Centre.
We have recognised this while recommending later that tax effort
of the States, which necessarily includes collection effor}, be a
factor with a weight of 10 per centin the distribution of the divisible
pool.

5.34 Since the recommendations of the Eighth
Commission, the allocative criterion determining the shares of
States has mainily made use of an information base comprising
population and per capita incomes of the States. The three criteria
derived from this information base are, the population criterion,
the distance criterion, and the inverse of income criterion, which
has sometimes been called the income adjusted total population
(IATP) criterion. In addition, the Ninth Commission had used an
index of poverty, in their first report, and an index of backwardness
in their second report.

5.35 Andhra Pradesh, Assam, Bihar, Goa, Karnataka,
Kerala, Madhya Pradesh, Manipur, Meghalaya, Nagaland,
Orissa, Rajasthan, Tamil Nadu and Uttar Pradesh have
suggested inclusion of such criteria as would take into account the
relative backwardness of the States, e.g., composite index of
backwardness, distance of per capita income of a State from the
highest per capita income and inverse of per capita income
weighted by popufation. Some States have suggested that "area’
and "index of infrastructure' are relevant factors in this context.

5.36 Arunachal Pradesh, Assam, Meghalaya and Kerala
have urged that a certain percentage of the divisible proceeds be
reserved for distribution among the revenue deficit States, while
Himachal Pradesh, Manipur, Mizoram and Nagaland have
suggested that a specified percentage be pre-empted for
exclusive distribution among the special category States.

5.37 The Eighth and the Ninth Commissions (First Beport)
evolved an approach whereby 90 per cent of the divisible pool of
income tax and 40 per cent of the net proceeds of Union excise
duties were distributed among the States on the basis of a
common formuta. In the second report of the Ninth Commission,
although the approach was the same, there was some variationin
the relative weights assigned to different criteria for the two taxes,
as summarised in Table 1.
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Table 1

Distribution Criteria:Relative Weights

COMMISSION EIGHTH NINTH NINTH
First Report  Second Report
CRITERIA Income tax” UED* Income UED#
Population 25 . 25 25 29.94
Distance 50 50 50 40.12
Inverse Income 25 12.5 12.5 14.97
Poverty/Back-
wardness 125 12.5 14.97
100 100.0 100.0 100.00

"

relates to 80 per cent of the Stales’' share.

** relates to 40 per cent of the net praceeds of UED.

# relates ta 37.575 per cent of the net proceeds of UED.

Weights in the last column are dernived by multiplying the weights as
given in Para 5.36 of the second report of the Ninth Commission by a
factor of (100/83.5).

5.38 Evidently, the distance and the inverse income
formulae, which utilise the same information base, namely,
population and per capita income, have jointly carried a very high
weight. Yet because of the common information base in the two
formulae, viz. inverse income and distance, both of which are
progressive, the issue of their relative merit requires further
discussion.

5.39 The population criterion allocates the same per capita
share or transfer to a State, independent of its ranking in the
income-scale. By itself, therefore, it is not a progressive criterion.
When progressivity is imparted to the allocative criterion, asinthe
case of the distance or the inverse-income, the lower income
States are allotted a higher share in per capita terms. This is
achieved only by a corresponding reduction in the per capita
share of higher income States, i.e. States with more than average
per capita income. We find that, comparad to the distance
formula, in the inverse income formula, owing to the implicit
convexity in it, the middle income States have to bear a relatively
higher burden of this adjustment . This may be interpreted as a
deficiency of the inverse-income formula (see Appendix 4).

5.40 We have, therefore, decided to use the distance
formula for generating progressivity in distribution that hitherto
was being achieved by a conjunction of the two formulae. In view
of the shares already given jointly to the two formulae in the earlier
awards, we have decided to give a weight of 60 per cent to the
distance formula. In the pure version of the formula, the highest
income State would not get any share because its distance
measured fromits own income would be zero. Presently, asforthe
Ninth Commission, this State happens to be Goa. Like them, we
have decided to measure the distances from the per capita
income of Punjab, giving it, and Goa, the notional distance
between the per capita SDP of Punjab and that of the next highest
income State, viz. Maharashtra. The respective "distances' are
multiplied by the population of the States, and the share of a State
is obtained by dividing the product by the sum of such products for
allthe States. This procedure of multiplying an index by respective
populations, and deriving shares according te such products has
been called “scaling' in the following paragraphs.

5.41 Forthe population criterion, we have given a weight of
20 per cent. This is a marginal reducticn from the weight of 22.5
{(i.e. 25 per cent of 90 per cent } used by the Ninth Commission.



Since as a scale factor, its influence, in any case, is spread across
all formulae, we consider that this adjustment is of relatively minor
importance.

5.42 Some States have urged us to use "area' as one of the
distribution criteria. Earlier Commissions had also considered this
issue. The argument in favour of using area depends primarity on
the additional administrative and other costs that a State with a
larger area has to incur in order to deliver a comparable standard
of service to its citizens. However, we also recognise that this
difference in the costs of providing services may increase with the
size of a State but only at a decreasing rate. Beyond a point,
increment in costs may, in fact, become negligible. At the same
time, there are many States with a very small area. Nevertheless
they have to incur certain minimum costs in establishing the
framework of governmental machinery. Many of these smaller
States are in hilly terrain, and the costs there may be higher
because of the nature of the terrain. Taking these considerations
into account, we are of the opinion that although area gs a factor
may be used, certain adjustments may be required at the upper
and lower ends. We thought that it would be relevant to use an
adjustment procedure whereby no State gets a share higher than
10 percentatthe upperend, and no State gets ashare less than 2
per cent at the lower end. The shares of other States are derived
accordingly. We have assigned a small weight of 5 per cent to
area.

5.43 The Ninth Commission had used in its first report, an
index of poverty, and in the second report, an index of
backwardness for imparting greater progressivity to the
devolution scheme. From the very beginning of our deliberations,
we have been of the opinion, that some corrections are required
for the relative disparities in infrastructure as between the States.
For this pumpose, we had commissioned a study with a view to
obtaining a set of indices which would reflect inter-State
ditferentials in infrastructure. The study was carried outby a group
of eminent economists. We appreciate that they estimated forus a
number of alternative indices despite the difficulties in obtaining
relevant data and setting up a suitable methodology for the
purpose.

5.44 The index of infrastructure that we have utilised,
reflects the relative achievement of a State in providing an
economic and social infrastructure to its citizens. The economic
“infrastructure here consists of a number of sub-sectors, viz.
agriculture, banking, electricity, and transport and
communications. The social infrastructure consists of education
and health. An aggregate index was derived pertaining to these
subsectors. The relevant details are given in Appendix 5. For
utilising this infrastructure index (which assigns a higher share to
a State with better infrastructure} as an allecative criterion, we
have used the distance method, as in the case of the distance
formula described earlier, and scaled these dislances with
population, so as to derive the respective shares of the States. A
State lower on the infrastructure scale gets a higher share,
because its distance is measured by the difference of the value of
its own index from that of the highest indexed State. The highest
indexed State, itself gets a notional distance equal to its distance
from the next highest reading. We have decided to give this factor
a weight of 5 per cent.

5.45 Ourterms of reference direct our attention to “the tax
efforts made by the States.' Measurement of tax effort on a
comparable basis among the States is not a straightforward
exercise because tax effort must be related to some notion of tax
potential, and there are differences in the nature and composition
of tax-bases arnong the States. Given the data constraints on a
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suitably disaggregated information base pertaining to different
tax-bases, our choice has been narrowed down to using per
capita state domestic product as a proxy for the aggregate tax-
base. Tax effort could then be measured by the ratio of per capita
own tax revenue of a State to its per capita income, We felt that
there was still a need to provide for an adjustment for States with
poorer tax bases. If the tax effort ratio as defined above is divided
by per capita income, it would imply that if a poorer State exploits
its tax-base as much as aricher State, it gets an additional positive
consideration in the formula. Thus, using an index of tax effort, as
measured by the ratio of per capita own tax revenue to the square
of per capita income, the respective shares are worked out after
scaling by population. We have decided to give this index a weight
of 10 per cent. Basic data relating to all the criteria are given in
Annexures V.1 1o V.5.

5.46 While the criteria explained above shall apply to the
antirs divisible pool of income tax, we have decided to reserve a
portion of Union excise duties to be distributed on the basis of
deficits as assessed by us. The Eighth Commission had set apart
5 per cent in the 45 per cent share recommended by it for
distribution among deficit States. These percentages were
retained in the first report of the Ninth Commission, In its second
report that Commission incorporated this “deficit-based'
devolution in the overall devolution formula. It recommended that
16.5 per cent of the 45 per cent , i.e. 7.425 per cent of the net
proceeds of the Union excise duties be used for distribution
among the " deficit' States. Apart from the difference in the manner
in which these percentages are stated, there is no effective
difference in the two procedures. We have decided to keep apant
7.5 per cent out of the 47.5 par cent of Union excise duties
assigned to the States for distribution amongst States assessed
by us to be deficit. This deficit has been assessed after taking into
account devolution of income tax and 40 per cent of the net
proceeds of Union excise duties, and after taking into account
shares of States in additional excise duties and grant in lieu of tax
on railway passenger fares, in each of the years during the period
1985-2000, as a proportion of the total deficit so assessed for all
the States.

5.47 Tosummarise, the criteria for determining the inter se
shares of the States in the shareable proceeds of income tax are
based on the following indices :

i) 20 per cent on the basis of population of 1971 as
explained in para 5.41;
60 per cent on the basis of distance of per capita income
as explained in para 5.40;
5 per cent on the basis of "area adjusted' as explained in
para 5.42;
5 per cent on the basis of index of infrastructure as
explained in para 5.44;
10 percent on the basis of tax effort as explained in para
545, .

We thus recommend that for each financial year in the period
1905-96 to 1999-2000

ii)
1y
iv)

v)

a) Out of the net distributable proceeds of income tax, a
sum equal to 0.927 per cent shall be deemed to
represent the proceeds attributable to Union
Territories,

b) Theshare of the net proceeds of income tax assigned to

the States shall be 77.5 per cent.

¢) The distribution among States of the share assigned to
them in each financial year should be on the basis of the

percentages shown in Table 2 .



Table 2
Income Tax : Shares of States 1995 - 2000

State Per cent
Andhra Pradesh 8.465
Arunachal Pradesh 0.170
Assam 2.784
Bihar 12.861
Goa 0.180
Gujarat 4.048
Haryana 1.238
Himachal Pradesh 0.704
Jammu & Kashmir 1.097
Karnataka 5.339
Kerala 3.875
Machya Pradesh 8.290
Maharashtra 6.126
Manipur 0.282
Meghalaya 0.283
Mizoram 0.149
Nagaland 0.181
Orissa 4,495
Punjab 1.461
Rajasthan 5.551
Sikkim 0.126
Tamit Nadu 6.637
Tripura 0.378
Uttar Pradesh 17.811
West Bengal 7.471
TOTAL 100.000

548 Ws have usedthe same set of criteria for distribution
of 40 per cent of the net proceeds of Union excise duties.
Accordingly we re commend that 40 percent of the net proceeds
of Union excise duties during each financial year in the period
1995-96 to 1999-2000, should be distributed as per the shares in
Table 3.
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Table 3
40 per cent of Union Excise Duties : Shares of
States 1995 - 2000

State Per cent
Andhra Pradesh 8.465
Arunachal Pradesh 0.170
Assam 2.784
Bihar 12.861
Goa 0.180
Gujarat 4.046
Haryana 1.238
Himachal Pradesh 0.704
Jammu & Kashmir 1.097
Karhataka 5.339
Kerala 3.875
Madhya Pradesh 8.290
Maharashtra 6.126
Manipur 0.282
Meghalaya 0.283
Mizoram 0.149
Nagaland 0.181
Orissa 4.495
Punjab 1.461
Rajasthan 5.551
Sikkim 0.126
Tamil Nadu 6.637
Tripura 0.378
Uttar Pradesh 17.811
West Bengal 7.471
TOTAL 100.000

5.49 We also recommend that the remairting 7.5 per cent of
the net praceeds of Union excise duties be distributed among the
States in accordance with the shares specified by us for sach
financial year in the period 1995-96 to 1999-2000 as given in
Table 4.

Table 4
Shares of States in 7.5 per cent of the net proceeds of Union Excise Duties
{per cent)
State 1995-96 1996-97 1997-98 1998-99 1999-2000
(1 2 3 4 {5 (6)

Andhra Pradesh 12,069 7.988 0.000 0.000 0.000
Arunachal Pradesh 3.410 4.300 5.871 6.224 6.667
Assam 8.543 9.836 11.849 10.748 9.290
Bihar .6.434 2.965 0.000 0.000 0.000
Goa 0.973 1.058 1.161 0.917 0.604
Himachal Pradesh 8.816 10,744 14.057 14.230 14.338
Jammu & Kashmir 13.366 16.491 21.985 22.741 23.700
Manipur 3.930 4.891 6.602 6.917 7.348
Meghalaya 3.590 4.403 5.815 5.994 6.130
Mizoram 3.676 4.628 6.278 6.784 7.074
Nagaland 5.818 7.417 10.247 11.072 12.025
Orissa 4815 5.248 4.934 2.773 0.680
Rajasthan 0.835 0.000 0.000 0.000 0.000
Sikkim 1,189 1.473 1.938 1.982 2.055
Tripura 5.465 6.807 9.263 9.618 10.089
Uttar Pradesh 17.061 11.751 0.000 0.000 0.000

TOTAL 100.000 100.000 100.000 100.000

100.000



CHAPTER VI

TAX RENTAL : DISTRIBUTION OF ADDITIONAL DUTIES OF EXCISE

6.1 Paragraph 5 (a) of the President's Order requires us to
suggest changes, if any, to be made in the principles govarning
the distribution among the States of the net proceeds in any
financial year of the additional excise duties leviable under the
Additional Duties of Excise (Goods of Special Importance) Act,
1857, in lieu of the sales tax levied formerly by the States.

6.2 The scheme of the levy of additional excise duties on
sugar, tobacco, cotton fabrics, woollen fabrics, and man-made
fabrics was the outcome of an agreement reached at the meeting
of the National Development Council held in December, 1956, by
which the States agreed to refrain from exercising their power to
levy sales tax on these commodities in lieu of a share in additional
excise duties to be levied by the Centre. in pursuance of the said
arrangement, the additional excise duties have, since 1957, been
levied and collected by the Centre and the entire net proceeds
{after deducting the share of Union Territories) are distributed
amongst the States in accordance with the principies of
distribution laid down by Finance Commissions from time to time.
The arrangement stipulated that the distribution among the States
should assure to them the revenue realised in 1956-57 from their
respective sales taxes on these adicles. Thus the scheme was
essentially in the nature of a tax-rental arrangement. While a state
has even now the constitutionat right to reimpose sales tax on
these commodities there are two deterrents, First, in view of
sections 14 and 15 of the Central Sales Tax Act (1956), which
declare these goods to be goods of special importance in inter-
statetrade and commerce, the rate of sales tax, evenif reimposed
by the States, cannot exceed 4 per cent. Secondly, if in any yeara
State levies sales tax on any of these commodities, no surms will
be paid to that State as its share in the proceeds from additional
excise duties of that commodity unless the Central Government
otherwise directs. )

6.3 The Second, Third, Fourth and Fifth Commissions
adopted a procedure under which they first set apart the
guaranteed level of States' revenue which the States were
realising from sales tax on these commodities in 1956-57, and
then the balance amount of additional excise duties was
distributed according to specific principles. The Second
Commission, which was the first to examine this matter, adopted
consumption figures along with population as a corrective factor.
The Third Commission fek that since the additional duties of
excise were being levied in figu of sales tax, the shares in the
additional excise duties in excess of the guaranteed amount,
should be determined partly on the basis of percentage increase
inthe collection of sales tax in each State since 1957-58 and partly
on the basis of population. The Fourth Commission was of the
view that the collection of sales tax in a State was more directly
indicative of the contribution made by each State than population.
Hence, that Commission adopted sales tax realised in each State
as the sole criterion and dispensed with the factor of population.
The Fifth Commission took into consideration certain limitations
in relying exclusively on sales tax which was raised from a wide
range of commodities comprising luxuries, semi-luxuries, raw
materials and intermediate goods and, therefore, assigned equal
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weight to both sales tax (excluding inter-State sales tax) and
population.

6.4 The Sixth Commission made a departure from the
earlier practice of first sefting apart the guaranteed amounts as
they were convinced that there was no risk of the share of any
State not coming up to the guaranteed amount. As regards the
basis of distribution, they took the view that the levels of
consumption of these commodities would have baen the “best
possible indicator' but in the absence of data state domestic
product and population were considered to offer a reliable
approximation of such levels. But that Commission also felt that
the States would have realised sales tax not merely on what was
consumed in the State but also on what was producedin the State
and sold in the course of inter-state transactions of these
commodities. It, therefore, gave a small weight to production. For
all these reasons it decided to allocate the shares on the basis of
population, state domestic product and production in the ratio of
70:20:10.

6.5 Like the earlier Commissions, the Seventh Commission
felt that the appropriate basis for the distribution of revenue from
additional excise duties would be the levels of consumption of the
dutiable articles in each state. For this purpose, the Gommission
examined the data compiled by the National Sample Survey
Organisation (NSSO) frem the consumer expenditure survey of
1872-73 {27thround). However, they did not rely on it because the
coverage of the three items in terms of variety in the NSS differed
from the description of these items for the purpose of additicnal
excise duties and in the case of sugar and textiles, the non-
household consumption which was not reflected in the NSS data,
was also considered significant. That Commission finally adopted
two separate bases for the distribution of the net proceeds, one for
sugar and the other for textiles and tobacco. In the case of sugar,
the Commission decided to treat the despatches of sugar to the
States as a fair approximation to the consumption of sugar. As
regards textiles and tobacco they preferred to rely on the
generally accepted proposition that higher income levels would
lead to higher consumption of textiles and tobacco, specially the
varieties which- account for a major part of the revenue from
additional excise duties. Accordingly, they determined each
State's share in the net proceeds from additional excise duties on
textiles and tobacco by multiplying its average per capita SDP far
the three years ending 1975-76 by its population according to the
1971 census.

6.6 The Eighth Commission did not tavour the use of either
the consumption data based on NSS data, or sugar despatches to
ditferent States or sales tax revenues. They recommended that
the shares of States in the additional excise duties be determined
by giving equal weightage to state domestic product and
population. The Ninth Commission maintained the view that since
the additional excise duties were levied in lieu of sales tax which
itself is a tax on consumption, the share of the States should
correspond to their share in the consumption of these
commodities. Direct and reliable data of Slate-wise consumption
of these commodities, however, could not be obtained by that



Commission. The Commission, therefore, relied on proxies,
namely state domestic product and population of the respective
States and recommended the shares of individual States by
giving equal weightage to these two factors. The Ninth
Commission preferred to use 1981 census figures of population
because in their view, distribution of additional excise duties was
not in the nature of devolution for which census figures for 1871
were to be used as per their terms of reference.

6.7 In their memoranda, the State Governments have not
only put forward their suggestions on the principles of distribution
of the net proceeds from additional excise duties but also
commented upon the manner in which the scheme of
replacement of sales tax by additional duties of excise has been
operated by the Central Government. Reviewing first the
principles of distribution, most State Governments have
recoghised the situation that in view of the inadequacy of reliable
data on the State-wise consumption levels of the three articles,
the distribution has to be based on the best available proxies.
Karmnataka, Kerala, Maharashtra, Tamil Nadu and Manipur have
urged that the distribution of the entire proceeds be done on the
basis of the proportion which the sales tax revenue of each state
hears to the total sales tax revenues of all the States. Gujarat has
expressed the view that the distribution be done in proportion 1o
the guaranteed amounts as worked out by the Second
Commission. As an altemative, it has suggested a criterion based
on trends in the growth of sales tax revenues. Haryana has
pointed outthat the trend in its sales tax collections showed a very
high growth in comparison to that of its share in the additional
excise duties and, therefore, suggested that the existing tax-
rental arrangement be scrapped. Alternatively, it has supported
the distribution of the proceeds of additional excise duties on the
basis of sales tax collections. Bihar, Madhya Pradesh and Orissa
have proposed that distribution be done on the basis of
population. Uttar Pradesh has also favoured the population factor.
In the alternative, It has suggested that the proceeds should be
distributed among the States in proportion to their share in the
guaranteed amounts. Punjab Government has proposed that
distribution among the States be done inthe ratio of the respective
products of population and average per capita state domestic
product.

6.8 Andhra Pradesh wants the existing scheme of tax-rental
arrangementto be revoked as it finds that States have lost heavily
due to the delay in setting up the Standing Review Committee as
decided by the National Development Council in 1970 and the
long period allowed by the Committee for the incidence of
additional excise duties to reach the level of 10.8 as a percentage
of the value of clearances. For the interim period, it has suggested
that the distribution be done in the same manner as
recommended by the Ninth Commission. West Bengal has felt
that the original rights of the States to levy sales tax on these
articles be restored as the Centre has notfulfilled its commitments
in time and States have thus lost substantial sums of revenus.
Rajasthan has suggested that the distribution be done on the
basis of current consumption of the commaodities in the light of the
NSS data. If this was not feasible, the State Government has
suggested that 75 per cent weightage be given to population as
projected for 1997 and the balance of 25 per cent be distributed on
the basis of per capita income,

6.9 Arunachal Pradesh has suggested that 30 per cent of
the proceeds be setapart for distribution among deficit States and
the balance be aliocated on the basis of popuilation and state
domestic product. Similarly Nagaland has also proposed that 20
percent of the total netproceeds be earmarkedinthe firstinstance
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for the hill States and the balance be distributed by giving
weightage of 75 per cent to population and 25 per cent to state
domestic product. Himachal Pradesh has pleaded that the
distribution be based on NSS consumption data. Goa and
Meghalaya have favoured equal weightage to state domestic
product and population. Jammu and Kashmir has expressed the
view that the 1993-94 population figures should be used. While
Sikkim has suggested the use of identical criteria for the
distribution of shares under Union excise duties and additional
excise duties, Tripura has suggested that the scheme be
abolished and, in the interim period, the distribution of additional
excise duties should be on the same criteria as for Union excise
duties.

6.10 Before we discuss the principles for the distribution of
additional excise duties for 1995-2000 , we may refer to the major
complaints of the States regarding the manngr of the operation of
the scheme. The complaints, by and large, relate to the following
decisions taken at the meeting of the National Development
Council held in December 1970 to discuss the subject of the
replacement of sales tax on sugar, tobacco and textiles by
additional excise duties:

i) The ad valorem system of additional excise duties be
extended to all items except un-manufactured
tobacco.

i} The incidence of additional excise duties be raised to
10.8 per cent of the value of clearances as soon as
possible during the next two or three years.

i) While making upward adjustments in basic excise dulies

in future, the Government of india should keep in view a

ratio of 2:1 between the yield of basic and special excise

duties on the one hand and additional excise duties on
the other.

A Standing Review Committee be set up to review the
working of the new arrangement at least once a year and
make suitable recommendations for its further
improvement.

6.11 The implementation of the above decisions remained
tardy in the initial stages as would be evident from the fact that the
first meeting of the Standing Review Committee was held in
February 1981 i.e. after a gap of overtenyears. The Committee in
its meeting held in November 1981 recommended that the
incidence of additional excise duties of 10.8 per cent of the value
of clearances may be achieved in three stages viz : 8.5 percentby
1984-85, 9.75 per cent by 1987-88 and 10.8 per cent by 1289-90.
The States have a grievance that delay in setting up the Standing
Review Committee amounted to a breach of agreement and has
caused them financial loss.

6.12 In regard to the stipulation for moving towards ad
valorem system of additional excise duties we find that the duty
structure for cotton and man-made fabrics which was based on
specific-cum-ad valorem rates has now been converted into ad
valorem rates. However, in the case of sugar, bidis and
cigarettes, which are major revenue yielding commodities, rates
continue to be specific. From the data obtained from the
Ministry of Finance which s indicated in Table 1, the ratio between
basic and additional excise duties is seen to have satisfied the
norm envisaged by the National Development Council. The
incidence of additional excise duties as per cent of value of
clearances also reached 10.87 in 1989-80 as against the targeted
level of 10.8.



Table 1
Ratic between incidence of additional
Year basic* and addi- excise duties in terms
tional excise of per cent of value
duties of clearances
1982-83 1.79:1 7.43
1983-84 1.57:1 8.17
1984-85 1.29:1 8.93
1985-86 1.28:1 8.84
1986-87 1.19:1 8.02
1987-88 1.23:1 9.87
1988-892 1.23:1 10.67
1989-90 1.22:1 10.87

* including special, regulatory and auxitiary duties.

6.13 Having regard to the tax rental nature of the levy, the
most appropriate principle to be used for distribution among
States is that of compensation for the loss of revenue from sales
tax on sugar, textiles and tobacco. Therefore, the demands of
certain States to set aside a certain percentage for exclusive
distribution among hilt States or deficit States, or to adoptidentical
criteria for the distribution of additional excise duties and Union
excise duties cannot be accepted as they are not in keeping with
the spirit of the tax-rental scheme.

6.14 It has been well accepted that State-wise figures of
consumption of the three articles on which the additional excise
duties are levied would closely reflect the potential loss of sales
tax revenue sustained by the States. Like the earlier
Commissions, we alsc sought data from the. NSSO in regard to
State-wise consumption on sugar, textiles and tobacco, based on
their latest round of survey . The NSSO furished to us estimates
of household consumption expenditure on clothing, tobacco and
sugarbased on the 43rd round of the survey carried out by them in
1987-88. The Seventh, Eighth and the Ninth Commissions did not
use similar data furnished by the NSSO on earlier occasions
owing to various infirmities. The data furnished to us also suffer
from similiar infirmities. As the estimates relate only to household
consumer expenditure, the segment of non-household
consumption, which is quite significant, particularly in the case of
sugar and textiles, is not covered. Besides, there are
discrepancies between the description of the articles onwhich the
additional excise duties were levied and the items covered in the
43rd round of survey. For example, while various types of textiles,
textile fabrics and textile articles including those for industrial use
were subject to additional excise duties, the household
consumption expenditure in the NSS estimates was related only
to the category of “clothing'. Also, there would be a gap of eight
years between the year 1987-88, towhichthe NSS datarelate and
the year 1995-96 from which our recommendations would be
operative. itwould be reasonabie to assume that the consumption
pattern in regard to certain varieties of tobacco and textiles would
change over the yaars. We are unable to use the NSS estimates
and are constrained to consider the distribution of additional
excise duties on the basis of suitable proxies.

6.15 In evolving our approach for the distribution of the
States' shares, we have kept in view the bases adopted by the
earlier Commissions, the views of the State Governments and the
availability of reliable data for the proxies which would represent a
fair approximation to the consumption of the three articles. The
commodities on which additionai excise duties are levied are
anticles of mass consumption and accordingly, in our view,
population should have a substantial weight in the formula. We
also agree with the views of the earlier Commissions thatthe level
of State income has a significant bearing on the consumption of
sugar, textiies and tobacco and should be a factor in
distribution. .

6.16 Since sales tax is a levy on consumption, some of the
past Commissions have accepted proportion of sales tax
revenues as capturing the consumption levels of the three
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commodities. Some of the States are of the same view. The other
point of view is that since sales tax is levied on a host of
commedities ranging from luxuries to raw materials, the proceeds
of this tax do not represent the consumption levels of these three
alone. Nevertheless, there is a relationship between
consumption, as represented by sales tax, and consumption of
these commodities. Accordingly, we feel some weight can be
given o sales tax.

6.17 We have worked out the shares of the States by
assigning a weight of 50 per cent to population according to the
1991 census, 40 per centto the average of state domestic product
for the three latest years 1987-88 to 1988-80 for which the
requisite data s available and 10 per cent to the average coliection
of State sales tax {excluding inter-State sales tax) for the three
years 1990-91 to 1992-( 3, these being the latest three years for
which final accounts a:e available. The State-wise data are
placed at Annexures V.1 and V1.2 '

6.18 We agree with the view of the Ninth Commission that
distribution of additional excise duty is not in the nature of
devolution for which the population figures of 1971 census should
be used as per our terms of reference. Henice, we are using the
latest census figures of 1991 which are placed at Annexure
V.1,

6.19 As regards the share of the Union territories they
should be treated as one unit, and their share determined on the
same basis as that of all the States. Accordingly, the share of
Union territories amounting to 2.203 percent should be retained
by the Central Government. We recommend that the balance
should be distributed among the States as shown in Table 2.

Table 2.

Shares in Additional Excise Duties : 1995-2000
States Per cent
Andhra Pradesh 7.820
Arunachal Pradesh 0.104
Assam 2.483
Bihar 7.944
Goa 0.232
Gujrat 5.985
Haryana 2.366
Himachal Pradesh 0.595
Jammu & Kashmir 0.856
Karmnataka 5.744
Kerala 3.740
Madhya Pradesh 7.236
Maharashtra 12.027
Manipur 0.197
Meghalaya 0.188
Mizoram 0.078
Nagaland 0137
Orissa 3.345
Punjab 3.422
Rajasthan 4873
Sikkim 0.053
Tamii Nadu 7.669
Tripura 0.266
Uttar Pradesh 14,573
Woest Begal 8.036
TOTAL 100.000

6.20 Successive Commissions have faced difficulties in
obtaining reliable and comprehensive data on State-wise
consumption of the three articles viz. sugar, textiles and tobacco
which attract additional excise duties. We would like to urge the
Government of India to take appropriate steps for the regular
collection and maintenance of the requisite data on consumption
of these commodities, both household and non-household, to
facilitate the task of the future Finance Commissions.



CHAPTER VI

GRANTS IN LIEU OF TAX ON RAILWAY PASSENGER FARES

7.1 As per paragraph 5(b} of our terms of reference, we are
required to suggest changes, if any, to be made in the principles
govarning the distribution of grants to be made available to States
inlieu of the tax under the repealed Railway Passenger Fares Act,
1957.

7.2 Article 269 of the Constitution empowers the
Govemment of India, amongst other things, to levy and collect
taxes on railway fares and freights butthe net proceeds aretobe
assignedto the States. The tax was levied for the first time under
the Railway Passenger Fares Tax Act, 1957. The Act was
repealed with effect from 1st Aprit, 1961. In pursuance of the
recommendations of the Railway Convention Committes, the tax
was merged with the basic fares. The tax was revived briefly in
1971 atthe time of the Bangladesh war and was repealed again
on 31st March, 1973. It was agreed that the States should be
compensated for the consequential loss of revenue through an
ad-hoc grant of Rs.12.50 crores a year in lisu of the tax for the
period 1961-62 to 1965-66. The grant was raised to Rs. 16.25
crores per annum from 1966-67 to 1970-71. It was raised againto
Rs.23.12 crores for the period 1980-81 to 1983-84 in view of the
recommendations contained in the seventh report of the Railway
Convention Committee, 1980.

7.3 Earlier Finance Commissions, starting from the third,
made recommendations in regard to the principles that should
govern the distribution of this grant to the States. The existing
principles for distribution of the grant were first laid down by the
Seventh Commission ;

“If the tax had continued and were to be collected by the States,
each State would be competenttocollecttax only on railway fares
paid within that State, irrespective of the States through which
the journeys may be performed. There canbe no extra-territorial
collection by any State. Railway passenger fares are paidin
advance before the commencement of the joumey, The tax was
coliected at source and was a percentage of the fare. I,
therefore, appears to us that the most appropriate distribution of
the grant in lieu of the tax would be in proportion to the non-
suburban passenger eamings from traffic originating in each
State." (para 6, page 53, Report of the Seventh Finance
Commission)

7.4 The Eighth Commission endorsed the formula adopted
by the Seventh Commission. However, on the basis of the
recommendations of the seventh report of the Railway
Convention Committee (1980), which had recommended that the
Finance Commission could look into the question of a further
increase in the amount of grant from Rs.23.12 crores, the Eighth
Commission chose to examine the issue and recommended that
the States should be paid a grant equivalent to 10.7 per cent ofthe
non-suburban passenger earings in lisu of the tax as that was
the tax elementinthe fare structure whenthetaxwasinforce. An
amount of As.95 crores per annum was recommended for the
period 1984-85 {o 1988-88. The total amount of the grant was
based on total non-suburban passenger earings during 1981-
82. The Ninth Commission, in its first report, endorsed the views
of the Eighth Commission and kept the grant at the same level

i.e. Rs.95 crores for 1989-90. In its second report, the Ninth
Commission made a departure inregard to the quantum of grant.
They took the view that the Railways could not bear the burden of
grant based on the 10.7 per cent incidence of non-suburban
passenger fares without their finances and performance being
seriously affected. At the sametime, the Commission was aiso of
the view that the exigting amount of Rs. 95 crores was
inadequate. Taking alt aspects into account the Commission
fixed the grant at an amount of Rs.150 crores per annum for the
periogd 1990-95,

7.5 Though ourterms of reference do not specifically require
us to examine the quantum of the grant, we fesl that the entire
exercise would be futile if we ignore this aspect. Particularly so,
as many States are aggrieved about the inadequacy of the grant
and have suggested retaining the grant on the basis of a fixed
percentage of the actual eamings from non-suburban fares for
the years 1995-2000. Karnataka and Maharashtra have
suggested 12 per cent of the non-suburban passenger earnings
tobe distributed among the States. Tamil Nadu has asked forthe
quantum of grant to be raised to Rs.750 crores per annum for the
period 1995-2000. Haryana has suggested revival of the tax on
Railway Passenger Fares. Mostofthe hill states have suggested
adopting population as a criterion for determining the
distribution of grants since they do not have railway fines and
their people buy tickets from neighbouring States. Manipur and
Jammu & Kashmir have suggested an increase in the quantum of
the grant by giving additional weightage to the total traffic.

7.6 We have had the benefit of discussion with the Ministry
of Railways. The Railways have submitted that they cannot bear
the burden of the grant on the basis of the incidence of the tax
when it was in force. This would affect their finances and
performance seriously. They again brought to our notice that
they were subsidising not only passenger but also freight traffic.
In fact, the financial impact of the social burden borne by the

_Railways was estimated to bc of the order of Rs.2000 crores in
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1993-94. The substantial increase in the cost of operation, the
policy of tariff restraint, dwindling budgetary support etc. have
also to be taken into account before assessing the Railway's
capacity to bear the burden of an increass inthe grantin lieu of the
tax on passenger fares.

7.7 Having regard to what has been stated above, we
propose to consider the following issues:-

i) Whether the tax on Railway Passenger Fares ought to
be revived.

in case the tax is not revived, the quantum of the grant
and the basis of its calculation.
The principles to be adopted for distribution of the grant
in lieu of the tax on Railway Passenger Fares.

7.8 As regards the issue of reviving the tax, we do not
consider it necessary to go into this as in our view there is no
economic or operational advantage in reviving the tax.

ii)

i

7.9 As for the the quantum of the grant, we are unable to
accept the argument of the Railways that they cannot bear the



burden of the grant at this level. We note that it is not the Railways
but the Central Government which has all along been bearing
most of the compensatory grants. What the Railways pay to the
Central Government is a separate issue which is considered
periodically by the Raitway Convention Commiittee of Pariament.
As such we would not like to go into the operational performance
of the Railways and their capacity to contribute more to the
general revenues. As far back as the Sixth Commission it had
been observed that Finance Commissions were "not concemed
here with the larger aspects of the working and financial results of
the Railways" (page 23, para 9). We have come to the conclusion
that the grant must bear some relation to the incidence of the tax
when it was repeaied. We agree with the views expressed by
most State Governments and that of the Eighth Commission that
the grants should be equal to 10.7 per cent of the non-suburban
railway passenger earnings. The latest year for which State-wise
figures of non-suburban passenger earmings have been made
available by the Ministry of Railways is 1992-93. The total non-
suburban passenger eamnings for that year was Rs.3540.82
crores. We recommend that 10.7 percent of this i.e. Rs.380.00
crores be paid to the States annually during the period covered by
our report.

7.10 As regards the principles of distribution , we are in
agreement with the Seventh, Eighth and Ninth Commissions
which recommended distribution of the grant in proportion to the
non-suburban passenger earnings fromtraffic originating ineach
State. The taxable event being the payment of fare, a State
should get a grant in refation to the fare paid within its boundary.
Considerations like route length etc. appear to be immaterial.

7.11 We have considered the views of States which do not
have railway lines. In view ot the clear position laid down in article
269 (1){d) and article 269(2) of the Constitution, we are unable to
accept the contention that such States ought to be compensated
on the ground that the people of such States purchase tickets
from stations falling within the boundaries of other States.

7.12 To sum up we recommend that :

ii The quantum of the grant in lieu of the Railway
Passenger Faras Tax for 1995-2000 should be Rs.380
crores annually.
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iy The shares of the States be allocated in the same
proportion as the average of the non-suburban
passenger earnings in each State during the years
1988-89 10 1992-93 bears to the average of the
aggregate non-suburban  eamings in all States in
those years. The relevent data is at Annexure VH.1.
On this basis the shares of the States would be as in
Table 1:

Table 1

Grants-in-lieu of Tax on Railway Passenger
Fares : Shares of States1995-2000

States Per cent
Andhra Pradesh 8.345
Arunachal Pradesh 0.005
Assam 1.368
Bihar 9.326
Goa 0.194
Guijrat 6.901
Haryana 1917
Himachal Pradesh 0.108
Jammu & Kashmir 0.728
Karnataka 3.388
Kerala 3.495
Madhya Pradesh 6.882
Maharashtra 17.548
Manipur 0.018
Meghalaya 0.034
Mizoram 0.001
Nagaland 0.145
Orissa 1.716
Punjab 3.280
Rajasthan 4.445
Sikkim 0.010
Tamil Nadu 6.458
Tripura 0.039
Uttar Pradesh 15.568
West Begal 8.082
TOTAL 100.000




CHAPTER VIII

UPGRADATION GRANTS

8.1 Para 4(iv) of the Presidential Order constituting our
Commission stipulates that recommendations may be made
taking into consideration, inter alia, "the requirements of States
for modemization of administration ......... and for upgrading the
standards in non-developmental sectors and services, and the
manner in which such expenditure can be monitored." The
aspects of administration requiring modernization have been
turther amplified, using illustrations of computerization of land
records and providing faster channels of communication upto
and above the district level. Being illustrative, however, the
examples cannot be construed to mean that these must
necessarily be taken up or to preclude consideration of any other
aspect of administration . ‘

8.2 The requirement of upgrading standards of State
administration, as a specific consideration underpinning the
recommeandations of Finance Commissions, appeared for the first
time in the terms of reference of the Sixth Commission. Much
before that, however, the First Commission had in their report
discussed in detail the nsed for general and specific grants. In
para 16 of Chapter VIl of their report, the First Commission
recorded " We believe that both the methods of conditional and
unconditional grants should have their part to play in the scheme
of assistance by the Centre. Unconditionai grants should
reinforce the general resources of the State Governments, which
they would be free to allocate among competing purposes
according to their Dbest judgement, subject to the usual
administrative and patliamentary checks. Grants for broad
purposes may be given to stimulate the expansion of bgﬂicular
categories of services rather than specified schemes underthose
categories." Thus, in pursuance of its belief that primary
education needed to be encouraged, the First Commission
recommended, without being specifically asked to do so, grants
for primary education to eight States in proportion to the number
of children of school going age not attending schools till then.

8.3 The Third Commission , likewise, took a view that
impetus should be given to the development of communications
to open up backward areas The Commission, therefore,
recommended grants for the development of communications.

8.4 By the time the Sixth Commission was set up, it was
realised that the upgradation of standards of administration
required to be looked into by the Finance Commission.
Accordingly the terms of reference of successive Finance
Commissions, from the Sixth to the Eighth, require them to
consider the need for upgradation of stapdards of state
administration in one form or the other.

8.5 The terms of reference of the three Commissions refer to
the need for upgrading the administration in "backward’ States
with a view to bringing them tothe level of more advanced States.
The Sixth Commission wanted the standards of general
administration in backward States to be brought to the "levels
obtaining in the more advanced States over a period of tenyears”.
The Seventh Commission confined the upgradation of standards
in backward States to “non-developmental sectors and services"
but introduced a more up-to-date comparison with more
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advanced States i.e. "overthe period covered by the report of the
Commission." The terms of reference of the Eighth Commission
reiterated the requirement of upgradation of standards in "non-
developmental sectors and services" to bring them to the "levels
obtaining or likely to obtain” in the more advanced States. Uniike
the terms of reference of the Sixth and’ Seventh Commissions,
which referred only to the States "which are backward", the Eighth
Commission was required to consider the need for upgradation
of States in general and ‘in particular' of States which are
backward. The Seventh and Eighth Commissions also
introduced the element of monitoring of expenditure on
upgradation. The terms of reference of the Ninth Commission did
not require It to consider upgradation of the standards of
administration.

8.6 The Sixth Commission drew a distinction between the
need for making a “provision' for upgradation of State
administration and “entitiement' of a Stateto receive thegrant. In
broad terms, the provision needed was worked out onthe basis of
per capita expenditure needed to bring the services in selected
items of administration to the leve! of all States average by 1978-
79. This was added to the expenditure estimates of Statesforthe
award period. The entitlerent to a grant arose only if the result
of the aforesaid exercise showed a revenue gap. The Sixth
Commission had “concerned itself only with expenditure on
revenue account and not on capital and loan accounts” though it
had averred that it could deal with all the requirements of the
States for upgradation of standards of administration including
social services. The Seventh Commission examined the relative
position of Statesin physical terms and made an assessment of
the need for the upgradation of standards in terms of the norms
setbyit. The Seventh Commission aiso felt that it was open to
them to recommend grants for capital expenditure apart from
grants for revenue expenditure under aricle 275. The
Commission did not recommend any grants to revenue surplus
States. liielt that the revenue surplus States could, of their own,
upgrade their standards of administration. The  Eighth
Commission also did not recommend any grants for
upgradation of services to Gujarat, Haryana, Karnataka,
Maharashtra, Punjab and Tamil Nadu as they had a sufficiently
large surplus before devolution of taxes. The Ninth Commission
was also required by its terms of reference to keep in view the
special problems, if any, of each State. Accordingly, the
Commission made recommendations in its first report regarding
special problems in some of the States. Earlier, the Eighth
Commission had also recommended grants for special problems
in some States.

8.7 A statement indicating amounts recommended by the
Eighth and Ninth Commissions, amounts approved by inter-
Ministerial Empowered Committee (IMEC) and releases made is
at Annexure-VIil.1.

8.8 The aspirations of all the States in wishing to attain
higher standards of administration in various seciors are
reflected in the numerous proposals we have received.
Together, the proposals amount to Rs. 1,17,619.77 crores. The



special problems alone account for 41.7 per cent of the total
amount.

8.9 it is obviously notpossible forusto cover all the areasin
which the States would like to improve their existing standards of
services. Computerization of land records is one of the areas we
are expected to look at. We discussed the possibilities in this
regard with the Ministry of Rural Development and the National
Informatics Centre (NIC) and were advised that the Eighth Ptan
already had a scheme for this purpose. We saw the
implementation of this scheme of computerization of land
records in several districts. By 1993-94 its coverage inciuded 75
districts. 300 districts are scheduledtobe covered by the end of
the Eighth Plan and the remainder by the tum of the century. In
view of this we decided not to pursue this matter further.

8.10 There is also a mention in our terms of reference of the
need for providing faster channels of communication upte and
above the district level. This has several dimensions.
Telecommunication links are already faitly well spread-out and
are being strengthened and made faster and more reliable with
the help oftechnological advances and the participation of private
industry. We understand that the Department of
Telecommunications plans to link all district headquarters onthe
telex network and through digital media . The NIC has also
established a country-wide network , called NICNET. Police
communication, however, remains a weak area . We have dealt
with this aspect while considering the upgradation of facilities for
the police.

8.11 In identifying areas of upgradation, we have baen
largely guided by such considerations as their relevance and
importance to administration and society, neglect across States
andthe long-term deleterious consequences if no remedial action
is taken soon. State specific special problems have also been
considered. On this basis, we have selected the following areas
for upgradation :

A. District Administration :
i} Police
i) Fire services
iy Jails
iv) Record rooms
v) Treasuries and Accounts
B. Education :

i) Promotion of girls’ education
i} Additional facilities for upper primary schools
iy Drinking water facilities in primary schools
C. Special Problems

8.12 Upgradation grants are not being recommended for
those States which have been assessed to have an overall non-
plan revenue surplus before devolution. In our view it is not only
desirable but also necessary and possible for these States to give
from their own resources priority allocation to the areas needing
upgradation,

8.13 The need for such grants in respect of items under A and
B in para 8.11 is examined as follows :-

A, District Administration :
i) Police

Our proposals on this subject as well as fire services and jails
have been formulated on the basis of information received from
the States and in consultation with the Ministry of Home Affairs,
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(a} Buildings for Pofice Stations/Obr-posts !

According to available data, there is an acute shortage of
buildings for police stations and out-pasts in almost afl the States.
As on 1st January 1993, there were 12,064 police stations and
5,899 out-posts in all the States. Qut of these, 4,246 police
stations and 3,002 out-posts did not have proper
accommodation. Many of these operate from temporary sheds
andtents. There is also a shortage of separate lock-up rooms for
women. Such deficiencies are a drag on the operational
efficiency of the police. We have assessed a requirement of
Rs.28.76 crores to cover at least 10 per cent of the existing
shortage of buildings for police stations/out-posts at an average
cost of Rs.4 lakhs per building.

{b) Police Housing (Family Accommadation):

Housing facility for the lower subordinate staff in the police is
inadequate at present. While the all-States' average satistaction
ievel was of the order of 30.09 percent, as on 1st January 1993, it
was much lower in the case of several States; the lowest being
6.29 per cent in the case of Assam. We accept that a redressal of
this situation is necessary as housing satisfaction has a bearing
on the general levels of police performance. We feel that atleast a
minimum of 20 per cent satisfaction level shouid be reached in
respect of all the States. Fourteen States fall in this category. In
calculating the amounts required we have worked out the unit
cost as Rs.1.25 lakhs for family accommodation with a plinth
areaof 435 sq. ft. atthe rate of R5.285 per sq. ft. The requirement
thus worked out for fourteen States is Rs.375.61 crores.

(¢} Police Training :

We find that training facilities for police personnel continue
to be inadequate. We consider that investment in training is
essential and have therefore assessed a requirement of
Rs.56.47 crores for upgrading the facilities for training of
subordinate police personnelinthe States. The detailed schemes
may be formulated by States in consultation with the Ministry of
Home Affairs. The assessment made by us is on the basis of
weightage assigned to population, strength of police personnel,
andcrime per lakh of population in the proportion of 30, 50 and 20
respectively.

{d) Police Telecommunication

The importance of police telecommunication can hardly be
over-emphasized. It has been brought to our notice that the
scheme of POLNET seeks to upgrade the existing police
telecommunication system and also extend it to rural and remote
areas, at an approximate cost of Rs.154.20 crores. This cost,
estimated by the Ministry of Home Affairs, is to be shared by both
the Central and State Governments. The non-recurring amount of
the share of States works out to Rs. 94.38 crores and the
recurring cost as Rs.11.07 crores. To facilitate quick
implementation of the scheme, i is considered necessary to
provide for the non-recurring cost of the share of States which are
eligible for upgradation grants.

ii) Fire Services

With growing industrialization, urbanization and
development of congested markets, fire hazards have increased
manifold. The development of fire services has not made
commensurate headway. We are convinced that it would be
prudent for States, to strengthen and upgrade fire fighting
capabilities. This would include adequate and suitabie modern
equipment, effective fire call communication system, rescue
equipment, training of manpower, well designed functional fire
stations, adequate water availability and protective equipment



for functionaries etc. The total requirement of funds needed for
this purpose is assessed as Rs. 100 crores for all the States.

i) Jails

Proposals have been received from Stales urging
improvement of facilities in jails. It is hidden from none that the
prevailing conditions leave much to be desired. We are aware that
plan funds are available for this sector; the amounts, however,
are notsufficientto make an appreciable denton the problem. We
have, therefore, provided Rs.50 crores for repair and renovation
of the existing accommodation for prisoners and Rs.30 crores for
medical equipment, consumable items and sanitation, in the ratio
of the capacity ofjailsin different States. The amounts provided
for in respect of medical care etc. may be so used that not less
than the proportionate allocation for female prisoners is ensured
in each jail.

iv) Record Rooms

Records are an important part of administration. They are
required to be referred to time and again, over long periods, by
different agencies. In districts, they are necessary for the proper
and efficacious functioning of administration. Unfortunately, in
most places the upkeep of records is in poor state andneedstobe
improved . Considering that in the districts, revenue records are
crucial to the welfare of the large rural population, we have
assessed the requirement under this sector based on estimates
of operational holdings in a State and the area covered by them.
Accordingly, we have assigned 60 per cent weightage to
operational holdings and 40 per cent to area in arriving at the
State-wise requirement. We have used the data for 1980-91. In
respect of Assam, Bihar, Jammu & Kashmir, Meghalaya and
Sikkim, information is avaitable only upto 1985-86. We have
therefore projected these on the basis of average growth rates of
operational holdings/area in other States, to arrive at the figures
for 1990-91. The averages have been taken separately for
special category and non-special category States. We have thus
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assessed a requirement of Rs.100 crores for construction of/
addition to record rooms and provision of anciltary equipment for
modernization. This provision will not be available for staff.

v} Treasuries and Accounts

We have received proposals from several State
Governments in respect of the creation of new treasuries/sub-
treasuries, construction of new buildings, purchase of furniture,
office equipment, racks, almirahs, computers, data entry
machines, provision for staff, imparting of training etc. The
Commission's aftention has also been drawn  towards
considerable delays inrendition of accounts for reasons of lack of
adequate and skilled staff, mechanical aids etc.

We are not inclined to support staff proposals or proposals for
expenditure on normal expansion or equipping of treasuries.
States should be able to deal with such items on their own. We
are, however, of the view that computerization of district
treasuries would go a‘long way in improving the managerial
control of both the State and district level administration. Itwould
also make for speedy and accurate generation of accounting
information that might be needed for purposes of better
planning, budgeting and monitoring. Information regarding the
number of district level treasuries and the state of
computerization thereof, has been obtained from the office ofthe
Comptroller and Auditor General of India, Accountants General,
NIC and States . Computerization of treasuries has been found to
be at various stages in different States. While some of the States
have achieved computerization of all treasuries, others are still to
do so. Many have not embarked on computerization as yet. We
have taken the view that at least all the district level treasuries
should be computerized. We have, for this purpose, assessed a
requirement of Rs.23.10 crores atan average unit cost of Rs.10
lakhs per treasury. The details of the latter are indicated in
Annexure VIII.2

A statement showing State-wise requirement for each sector
under District Administration is given in Table 1.
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Table 1
Requirement for Upgradation of District Administration

(Rs. Lakhs)
State Building for Police  Police Police Fire Jails Record Computeri- Total
Police Stati- Housing Training Telecomm- Services Rooms stationof (2to 10)
ons/Outposts unications Repairs and  Medical Treasuries
Renovation  Facilities
1 2 3 4 5 6 7 8 g 10 11
Andhra
Pradesh 204.00 — 40151 683.00 400.00 257.00 154.00 871.83 — 2971.34
Arunachal
Pradesh 32.00 537.50 . 1096 163.75 200.00 — — 13.65 60.00 1017.86
Assam 68.00 8291.25 179.81 37450  200.00 15400  92.00 226.67 230.00 9816.23
Bihar 504.00 5267.50 52473 91925 700.00 587.00 353.00 989.19  400.00 1024467
Goa 20.00 -— 10.21 4475 200.00 7.00 400 573 20.00 311.69
Guijarat 240.00 — 28162  398.50 500.00 135.00 81.00 446.37 — 2093.49
Haryana‘ 100.00 3611.256 12423  246.50 200.00 90.00 54.00 175.68 - 4601.66
Himachal
Pradesh 32.00 1471.25 43.89 178.75 300.00 14.00 9.00 71.99 20.00 2140.88
Jammu & :
Kashmir 32.00 2466.25 8454 21425 300.00 32.00 19.00 98.02 150.00 3396.06
Karnataka 112.00 - 27327  429.00 300.00 190.00 114.00 622.46 —  2040.73
Kerala 128.00 1028.75 192.24 322.25 300.00 140.00 84.00 348.42 — 2543.66
Madhya
Pradesh 140.00 —  449.07 889.25  800.00 414.00 248.00 100852 - 3946.84
Maharashtra 172.00 - 57.32 611.50 1000.00 441.00 264.00 1038.04 - 4097.86
Manipur 28.00 1382.50 26.46 12425  200.00 43.00 26.00 12.21 — 1842.42
Meghalaya 8.00 — 2214 107.50  200.00 14.00 8.00 17.85 50.00 427.59
Mizoram 12.00 282.50 11.89 58.75 100.00 15.00 9.00 5.48 30.00 524.60
Nagaland 28.00 1606.25 3n.72 122.25 200.00 30.00 18.00 31.36 90.00 2157.58
Orissa 120.00 —  200.09 399.50 400.00 182.00 109.00 350,00 180.00 1940.59
Punjab 68.00 6271.25 18555 312.00 300.00 180.00 108.00 16022 140.00 7725.02
Rajasthan 124.00 —  288.63 581.00 500.00 212,00 127.00 793.66 34000 2966.28
Sikkim 16.00 38.75 5.93 68.75 200.00 1.00 1.00 4.84 10.00 346.27
TamilNadu  220.00 -~ 369.62 623.50 400.00 467.00 280.00 630.52 —--  2990.64
Tripura 8.00 818.75 30.63 62.25 100.00 20.00 12.00 25.33 20.00 1096.96
Uttar
Pradesh 224.00 - 907.62 1149.25 1200.00 886.00 532.00 158375 460.00 6922.62

West Bengal 236.00 4487.50 40967 35250 800.00 459.00 294.00 49013 110.00 7668.80

Total 2876.00 37561.25 5647.35 9437.75 10000.00 5000.00 3000.00 10000.00 2310.00 85832.35




B. Education :
i) Promotion of Girls' Education

There is a strong correlation between rise in female literacy
and the decline in fertility and infant mortality rates . Low female
literacy has been a source of many other social ills. While much
has been achieved in the sphere of education through planned
effont, girls education continues to lag behind. Itis, therefore, felt
that the States which have very low female literacy rates may be
assisted by upgradation grants for specific districts. Thus, 83
districts where female literacy rates were below 20 per cent and
199 districts with rates between 20 and 40 per centin 1991, have
been identified for upgradation grants. The assessment hasbeen
made on the basis of Rs.20 lakhs and Rs.10 lakhs respectively
per district per year . The total requirement works outto Rs.182.50
crores,

i) Additional facilities for upper primary schools:

On the basis of the Fifth All India Educational Survey
(AIES, 1986, published in 1992) only 67 per cent of the upper
primary schools had drinking water facilities. We feel this
percentage should be raised to at least 80 percent. Even more
important is the necessity of providing for separate toilet facilities
for girls at the upper primary level to ensure that they do not
discontinue education for want of basic amenities. The present
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availability of this facility is of the arder of 12.7 percent. We feel
thatin the interest of promoting girls education itis necessaryto’
reach alevel of atleast 75 per cent satisfaction in this regard by the
year 2000. The number of girls and co-educational schools in
1993 have been arrived at by applying the ratio prevailing in 1986
tothe total numberof schools in each State. The same unitcostof
drinking water facility has been taken as in the case of primary
schools; the unit cost for low-cost sanitation has been taken as
Rs.10,000. Accordingly a total requirement of Rs.116.93 crores
has been estimated.
iii) Drinking water faciiities in primary schools :

As perthe Educational Survey (referred to above) only 52.8
per cent of primary schools had drinking water facilities. For
some States, the percentage was even lower. In view of the
abysmally low levels of such a basic and essential facility, we
have decided to provide upgradation grants for drinking waterin
all primary schools of the country. We have arrived at the number
of schools requiring this facility by applying the ratio cbtaining in
AIES 1986 to the number of schools in 1992-93 in each State. At
an average unit cost of Rs.15000 for a hand pump, we have
assessed a requirement of Rs.456.32 crores.

A statement showing State-wise requirement for upgradation
in the educational sector is given in Table 2.

Table 2
Requirement for Upgradation of Education
{As. Lakhs)

States Girls Education Upper Primary School Primary Total

. School Col. 4
Famale Literacy in Distt. Drinking Toilets Total E— 7and 8

Water forGltls
Less than  Between Total Drinking
20% 20%-40% Water

1 2 3 4 5 6 7 8 9
Andhra Pradesh 200.00 850.00  1050.00 144.75 391.70 536.45 4329.84 5916.29
Arunachal Pradesh 300.00 400.00 700.00 6.60 17.90 24.50 89.30 813.80
Assam ' 500.00 500.00 2689.05 41510 704.15 366544 4869.59
Bihar 1800.00 1100.00  2900.00 51.50 884.40 945.90 4221.96 B0O67.86
Goa - — 1.80 6.20 8.00 59.30 67.30
Gujarat "150.00 150.00 255.00 1048.10 1303.10 94831 2402.41
Haryana -— 350.00 350.00 - 72.70 72.70 211.95 634.65
Himachal Pradesh 200.00 200.00 28.35 71.50 99.85 562.33 862.18
Jammu & Kashmir 1000.60 200.00 1200.00 173.55 86.70 260.25 1020.72  2480.97
Karnataka -- 450.00 450.00 333.15 1083.30 1416.45 1962.89 3829.34
Kerala 37.20 162.20 199.40 239.87 439.27
Madhya Pradesh 1000.00 1450.00  2450.00 478.20 759.40 1237.60 7003.02 10690.62
Maharashira - 450.00 450.00 462.45 1152.80 1615.25 339173 5456.98
Manipur 200.00 200.00 32.55 44.80 77.35 353.99 631.34
Meghalaya — 100.00 100.00 4425 48.30 92.55 551.46 744.01
Mizoram - 43.05 35.50 78.55 109.46 188.01
Nagaland 50.00 50.00 19.35 22.00 4135 146.77 238.12
Orissa 200.00 400.00 600.00 641.55 841.10 1482.65 4656.16  6738.81
Punjab 150.00 150.00 - 68.90 68.90 186.99  405.89
Rajasthan 1900.00 400.00 2300.00 50.10 386.60 436.70 228434 502104
Sikkim 50.00 50.00 465 8.30 12.85 46.79 109.74
Tamil Nadu — 150.00 150.00 248.40 248.40 695.53 1093.93
Tripura 50.00 50.00 18.00 31.10 49.10 194.34 293.44
Uttar Pradesh 1900.00 1900.00  3800.00 148.65 334.40 483.05 5548.63 9831.68
West Bengal -— 400.00 400.00 7.50 190.70 198.20 314963 374763
Total 8300.00 9950.00 18250.00 3281.25 8412.10 11693.35 45631.75 75575.10




C. Special Problems :

8.14 Our visits !o the Slates, and discussions with State
Government representatives and others who appeared before us
to present their point of view, have lsft a deep impression on us
thatthere are special problems in every State, irrespective of their
financial status, which need tc be attended to in a responsive
manner. We take the view that by providing assistance for such
problems of each State, in howsoever small a measure, we
recognise the priority the States attach to these problems.
Accordingly, we recommend the following :-

Andhra Pradesh

The Naxalite movement is a special problem of the State
since it tends to draw sustenance from the inadequacy of
development programmes in remote areas. We have focussed
attention on this aspect. To enable the State to provide for some
programmes, a special assistance of Rs.65 crores s
recommended. Of this, Rs.40 crores is for the development of
minor irrigation and Rs.25 crores for solving drinking water
problems.

Arunachal Pradesh

As represented by the State, it has no referral
hospital/medical college. The people of Arunachal Pradesh are
forced to seek such medical facilities in other States at great
axpense and inconvenience to themselves. To overcome this
problem, we are supporing the State's proposal for the
establishment of a 500 bedded tertiary care referral hospital and
recommend Rs.50 crores for that purpose.

Assam

The State Government has represented that it does not
have a proper secretariat building in the capital, Dispur. We are,
therefore, recommending Rs.60 crores for the construction of the
civil secretariat.

Bihar

Inundation of lakhs of hectares of agricultural lands, over
long periods, is the special bane of Bihar. Two such areas
comprise the tal and diara lands. Accepting the State
Government's proposalsin regardtothese two vast areas, we are
recommending Rs.31 crores for the development of tal lands and
Rs.21 crores for the developmeént of diara lands. In addition, we
are also recommending Rs.5.50 crores for the purchase of X-ray
plants and diagnostic equipment to be providedin sadar and sub-
divisional hospitals. A total of Rs.57.50 crores is thus being
recommended to take care of some of the special problems of
Bihar.

Goa

The building housing the Assembly and the secretariat is
understood to be unsafe, having become 400 years old.
Provision for a new Assembly complex having already been
made, we now recommend Rs.5 crores for the construction of a
new Secretariat. We also recommend a provision of Rs.2 crores
for the construction of transit accommodation at Dona Paula.

Gujarat

550 villages of Mehsana district have been facing the
problem of excessive fluorides in drinking water. We are
recommending for Rs.50 crores towards the early solution of this
problem,.

Haryana

To relieve congestion in Delhi, Haryana has to invest in the
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development of satellite towns. Special assistance of Rs.40
crores is being provided for this purpose.

Himachal Pradesh

Himacha! Pradeshoffers year roundfacilities tortourism. To
facilitate further flows of tourists, we are providing for Rs.30 crores
for the construction of air strips at Banikhet and Rangrik. We are
also providing for Rs.40 crores for reorganization and
augmentation of existing water supply system and extension of
sewerage system of Shimla town, capital and principat hill resort
of Himachal Pradesh. In addition, acknowiedging the need fora
MLA's hostel and augmentation of library facilities in the State
Assembly, we are also recommending a total of Rs.5crores (Rs.4
crores fora hostel and Rs.1 croreforthelibrary}forthe Assembly.
Altogether a provision of Rs.75 crores is being recommended.

Jammu & Kashmir

Jammu & Kashmir is beset with many probiems. For the
development of Leh and Kargil districts, as proposed by the
State, we are recommending a provision of Rs.10Q crores (Rs. 5
crores each). in addition, we are alse supporting the proposal of
the State for upgrading equipment in various departments of
medical colleges in Jammu/Srinagar. A provision of Rs.37
crores is being recommended on this account. The total grant
recommended for special problems is Rs.47 crores.

Karnataka

For Karnataka we recommend Rs 29 crores as grants. Of
this, Rs.12 crores are for a regional training institute at Gulbarga,
Rs.7 crores for construction of/completion of district stadia,
including laying cinder tracks therein, and Rs.10 crores for
computerization of the tax collection departments.

Kerala

The State Government has represented that annually about
18,000 fishermen are rendered homeless and road and drinking
facilities are badly aftected during squally conditions. Accordingly
a provision of Rs.50 crores is being made to provide : (i} Rs.30
crores for better housing , (i) Rs.13 crores for fisheries road and
(i) Rs.7 crores for water supply . in addition, Rs.2 crores is
recommended to protect shola forests. The total grants
recommended are Rs.52 crores.

Madhya Pradesh

Forests are vital to the ecology of Madhya Pradesh and the
country at large. in order to help preserve and regenerate
forests and also improve the lot of villages in and around forest
areas, the State Government has proposed a socio-economic
development project in 500 such villages. We recommend Rs.60
crores for this projact.

Maharashtra

Maharashtra has special problems arising out of high
degree of urbanizaticn in the State. We therefore recommend a
provision of Rs.50 crores for the improvement of slum conditions
in Bombay and another Rs.50 crores for the development of
urban water supply and sewerage systems.

Manipur

The State Government made a special pleato us for funasfor
the maintenance and preservation of Loktak Lake, which is of
prime importance to the economy and eco-system of Manipur.
This fact was also recognized by the Ninth Commission. We
recommend Rs.30 crores for the development of the lake,
including its desilting, afforestation of the catchment area and
enlargement of its capacity. We also recommend Rs.10 croresfor
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putling up a cultural complex either at Moirang or at imphal and a
memorial for the Indian National Army, and Rs.10 crores fora
sports complex at Imphal,

Mesghalaya

The State Govemment has represented that there is an
urgent need to extend the secretariat building. We recommend
Rs.5 crores for this.

Mizoram

The construction of an airport at Lengpui is widely
recognised as a special requirement ot Mizoram. We endorse
the same and recommend Rs.57 crores for an airport with a
10,000 ft. runway, as proposed by the State and supported by the
Ministry of Home Affairs.

Nagaland

The internal security problem of Nagaland is a major
bottleneck in the overall development of the State and,
therefore, requires special and timely assistance. In this context
we are inclined to endorse the State Government's proposal to
strengthen the law and order machinery, and recommend
Rs.30 crores for security equipment like bullet proot jackets,
jeeps, communication equipment , construction and repair of
barrack type police accommodation and establishment of
appropriate helicopter facilities.

Orissa

The preservation of Chilka lake and restoration of the eco-
system have attracted attention. Area shrinkage, siltation,
poliution, and weed infestation threaten to choke the lagoon. We
recommend Rs.27 crores for the scheme of the State in this
regard. A large number of ancient monuments including temples
and pre-historic caves etc. need to be preserved and protected.
We acknowledge this special requirement and recommend
Rs.10 crores for this purpose. For suppaorting flood control
measures in especially vulnerable areas, that are endemic to
floods, we are recommending Rs.8 crores {Rs.4 crores for
providing 800 deep tube-wells and Rs.4 crores for the
construction of livestock shelters). In addition, appreciating the
State's desire to conserve plant genetic resources with an aim to
introduce, conserve and propagate special species of plant, Rs.6
crores are recommended for the development of the Regional
Plant Resource Centre at Bhubaneshwar.

Punjab

The special problem of Punjab relates to debt arising out of
special loans to fight insurgency. Accordingly we have dealt with
this in Chapter Xl para 12.40.

Rajasthan

The severity of the problem of drinking water particularly in
the western arid region of Rajasthan stands out as the special
problem of the State. Both the quantity and quality of drinking
water need to be considerably augmented and improved . We
recognise this need and recommend Rs.70 crores for capital
expenditure directed towards a long term solution of the
probiem.

Sikkim

The construction of an airfield at Gangtok appears to be a
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requirement on which several other developments hinge. We
are, therefore, convinced of the need to support this project and
recommend Bs. 3 crores for it. We also recommend Rs.1.5
crores for the much needed stadium complex at Gangtok,
Rs.0.70 crores for equipment for 23 PHCs and As.0.30 crores for
equipment for post-partum units, as asked for by the State.

Tamil Nadu

The metropolitian city of Madras is continuously expanding.
About one third of the city's population lives in slums and the task
of improving their lat is urgent. We, therefore, recommend Rs, 60
crores for this purpose.

Tripura

The State made aplea for supplemental funds for the G.B.
Pant Hospital at Agartala. We accept their plea and recommend
Rs. 10 crores for the same. We recognise the need for timely
completion of the sporis complex at Bhadarghat at Agarala. We
recommend Rs.2 crores for the same thereby supplementingthe
grant made available to the State by the Government of india.

Uttar Pradesh

The disruption of water supply services poses a critical
problem in the hil districts of the State. We tound urban areas in
these districts to be particularly affected, chiefly the towns of
Almora, Nainatal, Pithoragarh and Paurd. We, therefore,
recommend Rs. 40 crores for the augmentation, improvement
and maintenance of water supply services. Restoration of roads,
buildings, irrigation channels, and godowns for storage of
essential supplies for distribution to remote and inaccessible
areas has been neglected for want of funds. We recommend
Rs.20 crores forthe purpose. We find strengthin the contention of
the State that national pilgrimage centres play a major role in
promoting national unity and integration. Besides, a reasonable
level of facilities needs to be provided for hygiene and sanitation.
We therefore recommend Rs.40 crores for providing and
improving yatra services to Kailash, Mansarovar, Badrinath and
Kedarnath, inciuding the widening of main yatra roads and
provision of adequate transportation services. The lake areas in
the Kumaon region are getling more and more polluted everyday
and urgently need some financial support for their regeneration.
We recommend Rs. 8 crores for this scheme. The total of special
problem grants for Uttar Pradesh comes to Rs.108 crores.

West Bangal

The problem of siums in Calcutta continues to be aspecial
one requiring large sums of money, time and effort. We have
decided to provide assistance of Rs. 50 crores. Two other special
problems of West Bengal have aftracted our attention. We are
recommending Rs.35 crores for the development of the
Sunderbans and another Rs.20 crores for tackiing the problem of

.erosion and related narrowing of the critical gap between the

Bhagirathi and Ganga-Padma river systems.

8.15 Our assessment of the State-wise requirements
for upgradation of District Administration and Education have
been indicated in Tables 1 and 2. The consolidated statement
of grants recommended by us for upgradation and special
problems is at Table 3. We are conscious that the States will
take some ftime to finalise estimates, get the necessary
technical and administrative approvals, select agencies for



implementation etc. We are of the view that the requirements
shall arise from 1996-97 in a phased manner. Accordingly, the
year wise entitlements for grants for States is as indicated in
Tables 4 and 5.

Monitoring and Evaluation

8.16 Previous Commissions have stressed the need for
ensuring that the grants recommended for upgradation were used
for the purpose for which they were intended. They also sought to
establish effective monitoring. The Eighth Commissionreviewed
the monitoring system suggested by the Seventh and stated that
they could not getcomplete data fromthe State either in respect of
the utilization of grants, or physical progress of the schemes.
They therefore, recommended the following arrangements:-

a) At the Government of India level, there was to be an
Inter-Ministertal Empowered Committee for monitoring
the progress of utilisation of upgradation grants. The
Committee consisted of representatives of the
concerned Central Ministries as Members and had to
meet as often as necessary, but not less than once ina
quarter. The Committee was empowered to alter the
physicaltargets in case escalation in prices warrarted it,

‘ ortransterthe grants from one scheme to ancther within
the same sector. For example, under Tribal
Administration, the Ministry of Home Affairs transferred
funds from compensatory allowance to staff quarters
while implementing the recommendations of the
Seventh Commission. Similarly, adjusiments like
transferring grants from the establishment of new
treasuries to the construction of buildings for existing
treasuries, or effecting structura! alterations to existing
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treasuries, were within the competence of the
Empowered Committee. The members of the
Empowered Committee wers also expectedto visit the
States and make random inspection of the works under
construction/offices set up out of the upgradation
grants..

b) At the State level, a similar State Level Empowered
Committee  under the Chairmanship of the Chief
Secretary or a very senior officer was constituted. It
was competent to sanction schemes, provide funds and
monitor progress. It was expected to meet frequently but

not less than once in two months.

8.17 The Commission had also recommended that an
evaluation study be conducted by a suitable organisation to

" assess the benefits of upgradation programmes.

8.18 The Ninth Commission recommended the continuation
of the same mechanism for monitoring.

8.19 A consideration of the above, as well as the deposition
ofthe Ministry of Finance before us, leads us to conciudethatthe
existing system of monitoring, as introduced by the Eighth and
continued by the Ninth Commission, is working in a satisfactory
manner as evidenced by the details at Annexure Viill.1. We,
therefore, propose toretain it. Inorderto eliminate administrative
bottlenecks and delays, we would however, like the State Level
Empowered Committee to be more vigilant. Details of the various
schemes, their unit cost, physical targets etc. may need to be
suitably revised during their implementation . Keeping in mind
the overall objective of timely completion of schemes coupled
with financial prudence, the State Level Empowered Committee
may be vested with a measure of flexibility within agreed
parameters to effect necessary changes.



Table 3

Grants for Upgradation and Special Problems

{Rs. lakhs)
Upgradation Special  Total
Prablems (14+15)
State Record Computeri- Primary Upper Girls' Buildingsfor Police Police Police  Fire Repair & Med.faci- Total
Rooms sation of Schoals Primary Educ-  Police Stati-  Housing Training Tele- Services Renov-  litiesin @ (210 13)
Treasuries Schools ation ons/Qutposts comrm- ationof  Jails
anications Jail Bldgs.
1. 2. 3. 4, 5. 6. 7. 8. 9. t0. 11. 12 3. 14 15. 16.

1. AndhraPradesh 871.83 - 4320.84 536.45 1050.00 204.00 - 40151 683.00  400.00 257.00 154 8B87.63  6500.00 1538763
2. Arunachal Pradesh 13.65 50.00 89.30 24.50 700.00 32.00 537.50 10.96 163.75  200.00 - - 1831.66  5000.00 683166
3. Assam 226.67 230.00 3665.44 704.15 500.00 68.00 829125 179.81 37450  200.00 154.00 92 14685.82 6000.00 20685.82
4. Bihar 989.19 400.00 4221.96 945.90 2900.00 504.00 5267.50 524.73 9198.25  700.00 587.00 353 1831253  5750.00 24062.53
5. Goa 573 20.00 59.30 8.00 - 2000 - 10.21 4475  200.00 7.00 4  378.99 700.00  1078.99
6. Gujarat 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 000 500000 500000
7. Haryana 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 4.00  0.00 000 400000  4000.00
8. Himachal Pradesh 7199 20.00 562.33 99.85 200.00 32.00 1471.25  43.89 178.75  300.00  14.00 9 3003.06 750000 10503.06
9. Jammu & Kashmir 98.02 150.00 1020.72 260.25 1200.00  32.00 2466.25 8454 21425  300.00 32.00 19 5877.03  4700.00 10577.03
10. Karnataka 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 2900.00 2800.00
11. Kerala 348.42 239.87 199.40 128.00 1028.75 192.24 322.25  300.00 140.00 B4 298293 520000 818293
12. Madhya Pradesh 1006.52 7003.02 1237.60 2450.00 140.00 - 449.07 889.25  800.00 414.00 248 1463746  6000.00 20637.46
13. Maharashtra 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.0C 10000.00 10000.00
14. Manipur 12.21 - 353.99 77.35 200.00 28.00 1382.50  26.46 124.25  200.00  43.00 26 247376  5000.00 747376
15. Meghalaya 17.85 50.00 551.46 92.55 100.00 8.00 - 2214 107.50  200.00 14.00 8 1171.60 500.00  1671.60
16. Mizoram 5.46 30.00 109.46 78.55 - 1200 282.50 11.89 58,75 100.00 1500 9 7126t 5700.00  6412.61
17. Nagaland 31.36 90.00 146.77 41.35 50.00 28.00 1606.25  31.72 122.25  200.00  30.00 18 239570 300000  5395.70
18. Orissa 350.00 180.00 4656.16 1482.65 600.00 120.00 - 200.09 39950  400.00 182.00 109 BB79.4C  5100.00 13779.40
20. Punjab 160.22 140.00 186.99 £8.90 150.00 68.00 6271.25 18555 312.00  300.00 180.00 108 8130.91 o 8130.91
21. Rajasthan 793.66 340.00 2284.34 436.70 2300.00 124.00 - 288.63 581.00  500.00 212.00 127 7987.33  7000.00 14987.33
22. Sikkim 4.84 10.00 46.79 12.95 50.00 16.00 38.75 593 638.75  200.00 1.00 B 456.01 550.00  1006.01
23, Tamilnadu 630.52 - 695.53 248.40 150.00  220.00 369.62 62350  400.00 467.00 280 408457 6000.00 10084.57
24, Tripura 2533 20.00 194.34 49.10 50.00 8.00 818.75 3063 62.256  100.00  20.00 12 1390.40  1200.00  2590.40
25, UttarPradesh 1563.75 460.00 5548.63 - 483.05 3800.00 224.00 - 90762 114925 1200.00 8B86.00 532 16754.30 10800.00 27554.30
26. Woest Bengal 430.13 110.00 3149.63 198.20 400.00 236.00 4487.50 409.67 352.50  BDO.OC  489.00 294 1141683 10500.00 21916.63
All States 771745  2310.00 39115.87 7285.85 16850.00 2252.00 33950.00 4386.91 7751.25 B8000.00 4144.00 2487.00 136250.33 124600.00 260850.33

** Special debt relief has been provided for as indicated in Chapter X!l para 12.40.

w
w
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Table 4

Year-wise Grants for Upgradation

(Rs. lakhs)
State Total
1995-96 1996-97 1997-98 1998-99 1999-2000 1995-2000
1. 2. 3. 4, 5. 6. 7.
Andhra Pradesh . 1778 2222 2666 2222 8888
Arunachal Pradesh - 366 458 549 458 1831
Assam - 2937 3672 4406 3671 14686
Bihar - 3663 4578 5494 4578 18313
Goa - 76 95 114 94 379
Gujarat - 0 0 0 0 C
Haryana - 0 0 0 0 0
Himachal Pradesh - 801 751 901 750 3003
Jammu & Kashrnir - 1175 1469 1763 1470 5877
Karnataka - 0 0 0 e 0
Kerala - 596 746 895 746 2983
Madhya Pradesh . 2927 3659 4391 3660 14637
Maharashtra - 0 0 0 0 0
Manipur - 495 619 742 618 2474
Meghalaya - 234 293 352 293 1172
Mizoram - 143 178 214 178 713
Nagaland - 479 5089 719 589 2396
Orissa - 1736 2170 2603 2170 8679
Punjab - 1626 2033 2439 2033 8131
Rajasthan . 1597 1997 2396 1997 7987
Sikkim - 91 114 137 114 456
Tamil Nadu - 817 1021 1225 1021 4084
Tripura - 278 347 417 348 1380
Uttar Pradesh - 3351 4188 5026 4189 16754
Waest Bengal - 2284 2854 3425 2854 11417
All States - 27250 34063 40874 34063 136250




Year-wise Grants for Special Problems

4
Table 5

(Rs. lakhs)
State Total
1995-96 1996-37 1997-98 1998-99 1999-2000 1995-2000
1. 2. 3. 4. 5. 6. 7.
Andhra Pradesh 1300 1625 1950 1625 6500
Arunachal Pradesh 1000 1250 1500 1250 5000
Assam 1200 1500 1800 1500 6000
Bihar 1150 1438 1725 1438 5750
- Goa 140 175 210 175 700
Gujarat 1000 1250 1500 1250 5000
Haryana 800 1000 1200 1000 4000
Himachal Pradesh 1500 1875 2250 1875 7500
Jammu & Kashmir 940 1175 1410 1175 4700
Karnataka 580 725 870 725 2900
Kerala 1040 1300 1560 1300 5200
Madhya Pradesh 1200 1500 1800 1500 6000
Maharashtra 2000 2500 3000 2500 10000
Manipur 1000 1250 1500 1250 5000
Meghalaya 100 125 150 125 500
Mizoram 1140 1425 1710 1425 5700
Nagaland 600 750 900 750 3000
Qrissa 1020 1275 1530 1275 5100
Rajasthan 1400 1750 2100 1750 7000
Silkddm 110 138 165 138 550
Tamil Nadu 1200 1500 1800 1500 6000
Tripura 240 300 360 300 1200
Uttar Pradesh 2160 2700 3240 2700 10800
West Bengal 2100 2625 3150 2625 10500
Totﬁl 24920 31150 37380 31150 124600




CHAPTER IX

CALAMITY RELIEF

9.1 Para 7 of our terms of reference requires us to review the
existing scheme of Calamity Relief Fund {CRF) and to make
appropriate recommendations thereon. The scheme, introduced
by the Ninth Commission (Second Report), is designed to enable
the States to manage and provide for calamity relief on their own
by drawing upon the resources avaitable with a fund constituted
forthat purpose separately for each State. The prescribed annual
contributions to each State CRF are required to be made by the
Centre and the concerned State in the proportion of 75:25, The
scheme further provides for an accumulating balance with the
proviso that if there is any unutilised amount left at the end of five
years , it would be available for augmenting the plan resources of
that State. Onthe otherhand, itis permissible undertheschemeto
draw upon a percentage of the next year's Central assisfance, if it
became necessary to tide over the insufficiency of resources in
the CRF in any particular year. The CRF dispensed altogether
with the requirement under previous calamity relief schemes of
maintaining "Margin Money', submitting a memoranda to the
Central Government for determining the ceiling of approved
expenditure (which entitled the States to the Central assistance)
and receipt of assistance in the form of loans and grants. The
Centre's contribution to the CRF of a State is now entirely in the
nature of a grant.

9.2 While recommendingthe constitution ofa CHF, the Ninth
Commission noted certain deficiencies in the existing scheme.
They thought it tended to encourage the States to present
inflated claims with the expectation of receiving a higher Central
assistance. Moreover, the arrangements in the wake of a
calamity were far from satisfactory. Further, to overcome the
procedural delays in sanctioning, releasing and deploying the
assistance for carrying out the actual relief works the Ninth
Commission recommended the constitution of a CRF from which
the concerned State could draw funds as the need arose for
the same.

9.3 In determining the size of the CRF and the annual
contributions to it the Ninth Commission followed more orlessthe
same basis as adopted by the previous Commissions. It took the
State-wise average of the ceilings of expenditure approved during
the ten years ending 1988-89 as the amount which shouid be
available for refief in the respective States. The total of all the
States aggregatedto Rs.804 crores. If any regionfaced a calamity
of “rare severity' the Centre was expected to take appropriate
action as the situation demanded and incur the necessary
expenditure. The Commission did not define what constituted
‘rare severity'.

9.4 Most States have expressed themselves in favour of
continuation of the existing scheme, albeit, with some
maodifications here and there, Jammu and Kashmir, Nagaland and
Tripura have pleaded that they should be completely exempted
frommaking any contribution towards the CRF. Assam has stated
that deficit States should be exempted from making any
contributions to CRF and Madhya Pradesh has suggested total
exemption for backward States. Orissa, Arunachal Pradesh and
Himachal Pradesh have suggested reduction in the share of
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States from 25 per cent 1o 10 per cent. A number of Stales have
asked for adjustment for inflation. Gujarat has stated that the
amount provided as CRF should be adjusted for inflation over the
fastten years and of subsequent years within the time frame of the
Tenth Commission. A similar plea has been made by Rajasthan.
Rajasthan also joins Madhya Pradesh, Maharashtra, Gujarat and
Kerala in suggesting that the actual expenditure, and not the
approved ceilings, should be taken into account for working out
the size of the CRF . Mizoram is more specific and has pleaded
that all expenditure incurred in connection with natural calamities
and not only those booked under the Major head "2245-Natural
Calamities” should be taken inte account. Tamil Nadu has stated
that it was not correct to determine the annual CRF on a historical
basis according to the expenditure ceilings approved by the
Centre in the period 1979-80 to 1 988-89, as this historical trend
failed to take note of the current price levels.

9.5 A number of States have raised objections against the
investment pattern laid down for investments out of the CRF. The
Finance Ministry has laid down that the accretions to the Fund
should be invested in the following manner :

a)

b)

c)

15 per cent in Govi of India securities,
25 per cent in 182 days Treasury biils.
10 per cent in State Govt, securities.

10 per cent in Public Sector Bends/units.

25 per cent to be maintained as deposits with Public
Soctor Banks (PSBs)

f) 15 per cent to be maintained as deposits with State
Cooperaiive Banks {(3CB)

9.6 Punjab is one of the few States which has actually
created a separate fund and it found that the purchase of
securities/bonds was a time-consuming process which tended to
negate the objective laid down in the original scheme. Rajasthan
has stated thatinvestments out of the CRF should notbeheldona
long-term basis and that too in a basket of securities the sale and
purchase of which has to be effected in the open market. Haryana
has pleaded that the entire amount availabie should be deposited
in a fixed deposit/term deposit. Assam has suggested that the
procedure for investment of funds may be made simpler with
greater freedom for investment in profitable avenues.

8.7 Asregards catamities of rare severity, Gujarat has stated
that these should be objectively defined in terms of the number of
villages/people affected, quantum and extent of relief and similar
otherfactors. Andhra Pradesh has cited the case of the disastrous
tyclone which occured on 9th May, 1990 and resulted in
unprecedented loss of life and property for which no additional
assistance was given; it has suggested that slandard criteria
should be evolved for determining ‘rare severity'. Tamif Nadu has
stated that though it suffered an unprecedented calamity in 1992,
no speciat help was forthcoming and as such the
recommendations of the Ninth Finance Gommission cannot be
said to have provided a durable arrangement for such national
disasters of unprecedented severity,



9.8 The Ministry of Finance, on the other hand, has stated
that the scheme recommended by the Ninth Commission is
advantageous to the States as the Central contribution is now
entirely in the form of grants and the States left free to manage
their affairs at their own discretion. The Ministry has also opposed
the suggestion of the State Govemmenits for a change in the
investment pattern of the fund, lest the balances in the fund may
not be available when needed. They have argued for the
continuation of the present arrangement.

8.9 We have also received the comments of the Department
of Agriculture and Cooperation of the Ministry of Agriculture
who have been assigned a nodal role within the Government of
India for overseeing the operation of CRF. They have reported
that the response of the State Governments to requests by them
for information for purposes of monitoring has not been
encouraging, as the States accorded very low importance to the
submission of any information to the Centre in the absence of any
additional monetary assistance which could flow based on these
communications. They have observed thatin the absence of clear
guidelines being prescribed, the States have tended to charge to
the CRF all types of expenditure, including some orly remotely
related to calamity relief, such as office expenses at the State level
and construction of new flood protection works and
embankments. Their specific commenis regarding the role of the
Govemnment of India under the changed scenaric are as
follows:

"....in a vast country like ours, any calamity with substantial
adverse impact involved the involvement of the Central
Government as well (but) the scope of giving expression to
the concems of the Central Government in concrete terms
has been significantly reduced under the new arrangement
based on Ninth Finance Commission's recommendations.”
They stated that the Centre had received 30 Memoranda for
additional Central assistance between June 30 and May 93
regarding natural calamities that, according to the States,
required to be handled at the nationat level.

9.10' The Department has suggested that the States CRF
shouid be shared between the Central and the State Government
in the ratio of 50:50, and the basis for fixing the amount of the fund
should be the average of the actual expenditure on relief
measures during the tast four years of the existing state corpus,
whicheveris higher. The instaiments of Centre's share of the CRF
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may be released by the Ministry of Finance on the -

recommendations of the Department or the submission of
utiisation reports by the States. The expenditure from the CRF
should be incurred on the basis of guidelines framed by the
Govemment of India in this regard. 1f the funds available underthe
CRF are not sufficientto meet the situation inthe wake ot a natural
calamity, additional funds should be made available by the
Central Govemnment on the basis of the recommendations of the
Centralteams to be deputed for this purpose and these additional
requirements shouldbe shared between the Central andthe State
Govemnments in the ratio of 3:1. The Department has also stated
that the Central Government would make an annual provision of
adequate funds in addition to the Centre's share of CRF for
meeting these additional requirements.

9.11 Thereis near unanimity on the part of the States that the
present arrangement should be continued, even though certain

reservations were expressed by one or two States during
discussions. In the light of the fact that almost all States have
asked for the continuance of the existing scheme and the Ministry
of Finance have also suggested that sufficient time should be
given for the scheme 1o be operationalised, we do not consider it
necessary to change the present scheme or the pattern of the
Centre-State contributions to it.

9.12 There is some substance in the chservation of the
Department of Agriculture and Cooperation that the practice
regarding charging of different types of expenditure to the CRF
has not been uniform among the States. While acknowledging
that there is room for inter-State variations in items of relief
expenditure, depending upon local requirements, there is
nevertheless a needto evolve an All-Indiaframework. To give one
instance, it would be invidious if one State gives Rs. 10,000 ex-
gratia payment for the loss of life, and another gives Rs. 1,00,000.
Adherence to certain broad parameters imay also be necessary to
withstand undue local pressures. Successive Commissions
have, while noting the varying capacity of different States to mest
the cost of calamity relief, also stressed the need to avoid
unwarranted and wasteful expenditure.

9.13 We, therefore, recommend that the Department of
Agriculture and Cooperation of the Ministry of Agriculture shouid
set up a committee of experts and representatives of State
Governments to frame common guidelines in regard to the items
and their rates and norms, that can be debited to the CRF. The
State committees will then work out the details for their respective
States. In auditing the expenditure from the CRF it should be
ensured that the designated items alone are charged to the fund
and the norms are cbserved. We are also in agreement with the
Finance Ministry that a separate fund outside the Public Account
must be created so that the balances in the fund are available
when needed.

9,14 Another issue raised by several States is that the
quantumn of the CRF should be based on an average of the actual
expenditure incurred by them on natural calamities over a given
number of years and not on the basis of ceilings of expenditure
approved by Government of India. However, the States have
claimed expenditure booked under a variety of Heads as being
expenditure relating to calamity relief. In the case of other Heads it
is difficult to distinguish between expenditure incurred in
connection with calamity relief and other normal expenditure
booked to those Heads. On the other hand, expenditure under
various Minor Heads such as gratuitous relief, supply of fodder,
drinking water, veterinary care, housing etc. is subsumed under
the Major Head 2245 - Natural Calamities, which can therefore be
justifiabily taken to represent the expenditure of State Government
on alt relief activities. We are, therefore, of the view that the most
appropriate and objective manner of assessing relief expenditure
is to take into account only the expenditure booked to Major Head
2245-Natural Calamities.

9.15 We do, however, fully share the States' misgivings with
regard to the factor of inflation which may not have been suitably
accommodated in the present dispensation. We have taken into
account the average of the aggregate of ceilings of expenditure
for the years 1983-84 to 1989-80 and the amount of calamity reliet
fund for the years 1990-91 to 1992-93. The amount so worked out
for all the States, has been adjusted for inflation upto 1984-95and



thereafter at graduated rates with the same elasticity as for other
non-plan revenue expenditure up to 1999-2000. The amount thus
worked out for all States for the period of cur Reportis Rs.6304.27
crores as at Annexure |X. 1. Qut of this, the Centre will be required
to contribute Rs.4728.19 crores ( 75 per cent) and the States
Rs.1576.08 crores (25 per cent). The share of the States has been
included in their expenditure estimates. We accordingly
recommend the continuation of the current scheme of the
Calamity Relief Fund with modifications. The main features of the
modified scheme will be as follows:

a) Thecontribution of the Centre and States tothe Calamity
Relief Fund shall be as at Annexure IX.2 and IX.3
respectively.

b) The CRF should be held outside the Public Account of
the State in a manner to be prescribed by the Ministry of
Finance as explained next. Before releasing the amount
due in any year, Ministry of Finance shall ensure that the
Central contributions released in earlier years have
been credited to the CRF.

c) The existing scheme for the "Constitution and
Administration of the Calamity Relief Fund and
Investment therefrom”, issued by the Ministry of
Finance, should be modified so as to provide flexibility
in the choice of avenues for investment subject to
ensuring security and liquidity. Holding the funds
entirely in a nationalised bank should be considered by
the Finance Ministry. The Ministry should circulate a
modified scheme after consulting the States by 30th
June, 1985,

d) The balance in this fund will be available to the State at
the end of the fifth year or thereafter for being used as a
resource for the next plan.

e) The State Level Committes constituted under the
existing schemse shall decide on all matters connected
with the financing of the refief expenditure subject to the
general guidelines issued by the Union Agriculture
Ministry in terms of para 9.15 {j}.

f) Ifitis found by the State Level Committee (constituted
under the existing scheme) that in a particular year, the
amount required is more than the sum available in the
CRF , it may draw 25 per cent of the funds due to the
State in the following year from the Centre, to be
adjusted against the dues of the subsequent year. The
Ministry of Finance may consult the Agriculture Ministry
before making such advance releases. The Central
Government may, at its discretion, allow a higher
percentage of advance from the State's entitlement in
the next year.

g) Pericdic information refating 1o expenditure from the
CRF and relief operations may be collected by the
Department of Agriculture from the State Leve!
Committees of the CRF .

h) The present arrangement for ce-ordinating retief work at
the Centre in the Ministry of Agriculture may continue so
that the assistance from Defence Forces, Railways as
also supply of seeds, etc., which may be requiredin time
of natural calamities could be co-ordinated.

i} A Committee of experts, and reprasentatives of
States, may be set up by the Ministry of Agriculture to
draw up a list of items, the expenditure on which alone
willbe chargeable to the CRF . This should be done by Ist
April, 1995.

i} The norms for the amounts that can be given or spent
under each of the approved items be prescribed by
the State Level Committeas. This should be done by
30th June, 1995. The norms so fixed should be
communicated to the Union Ministry of Agricuiture. They
should check the norms and, if they are significantly out
of line, modify them.

k} The Accountants General should then be instructed to
see that only expenditure on the items approved by the
Ministry of Agriculture is booked to the Head 2245 -
Natural Calamities. The Ministry of Agriculture may
monitor whether the State is adhering to the norms
prescribed by its own Committee.

9.16 Lastly, we consider how to deal with a calamity of rare
severity. Between June, 1990 and May, 1993 the Central
Govemment is reponted to have received thirty memoranda from
the States claiming additional Central assistance on the ground
that they had experienced a calamity of rare severity. While itis no
doubt true that the country has been spared the agonies of the
type witnessed during the severe drought in 1986-87 and 1987-
88, which affected Rajasthan and Gujarat, nevertheless, floods
and drought of varying intensity and magnitude have continued to
be experienced in various parts of the country almost every year.
From time to time calamities of such a severity may cccur in
various regions that the States are not able to manage with their
own CRF. At such times the Central Government must be in a
position to come to the rescue of the State and organise reliefon a
national scale.

9.17 We have considered the issue carefully and are of the
view that a calamity of rare severity would necessarily have to be
adjudged on a case-to-case basis taking into account, inter alia,
the intensity and magnitude of the calamity, level of reliet
assistance needed, the capacity of the State to tackle the
problem, the alternatives and flexibility available within the plans
to provide succour and relief, etc. Any definition bristies with
insurmountable difficulties and is likely to be counter-
productive.

9.18 Once a calamity is deemedto be of rare severity it really
ought to be dealt with as a national calamity requiring assistance
and support beyond what is envisaged in the CRF Scheme. It
goes without saying that additional assistance from the Centre
would be required. But the national dimensions of such a calamity
canbebrought out only if all States also come to the succour of the
affected State. In actual fact this has been happening in the past
when many States did extend support to the affected State both in
terms of financial grants and by sending material help and teams
of doctors, etc. We would like to place this urge for national
solidarity in a moment of distress on a more formal basis in cur
scheme. We, therefore, propose that in addition to the CRFs for
States, a National Fund for Calamity Relief should be created to
which the Centre and the States will subscribe and which will be
managed by a National Calamity Relief Committee on which
both the Centre and the States would be represented. This fund



will be for dealing with calamities of rare severity and will be
managed at the national levet by a sub-committee of the National
Development Council. This committee headed by the Union
Agriculture Minister could comprise the Dy. Chairman, Planning
Commission, and two Union Ministers and five Chief Ministers to
be nominated by the Prime Minister annually by rotation. The
Department of Agriculture should provide the secretariat for this
fund . The nomination of the Chief Ministers should be done in
March of each year for the next financial year.

9.19 The National Fund for Calamity Relief (NFCR), will be
operated by the Ministry of Agriculture, Government of india
but it will be maintained outside the Public Account of the
Govemment of India as recommended by us for CRFs of States.
The Ministry of Finance will prescribe guidelines for this as we
have recommended it shouid do in the case of the CRF. The
accounts of the NFCR shall be audited annually by the
Comptroller and Auditor General. The admissible items of
expenditure, norms etc. for this fund should be worked out by the
Committee of Experts which we have recommended above for a
similar purpose in the case of CRFs.
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9.20 The sjze of the fund would be Rs.700 crores, to be built
up over the period 1995-2000, with an initial corpus of Rs.200
croresto which the Centre would contribute Rs. 150 crores and the
States Rs.50 crores in the proportion of 75:25. In addition, for
each of the five years from 1995-96 to 1999-2000 the
contributions of the Centre and the States would be Rs.75 crores
and Rs.25 crores respectively. The contribution by both the
Centre and the States would be made annually in the beginning of
the financial year. Contribution of States inter-se would be in the
same proportion as their estimated total tax receipts after
devolution. The share of each of the States, as indicated at
Annexure |X.4, has been included in the reassessment of
expenditure of the States.

9.21 We hope that with the setting up of the National Fund for
Calamity Relief it would now be possible to tackle calamities of
rare severity more effectively . What is more, we hope that the
system recommended by us would also help create a sense of
national solidarity in a common endeavour which would then
abide beyond the period of distress.



CHAPTER X

GRANTS FOR LOCAL BODIES

10.1 The provisions of article 280 of the Constitutior;, under
which Finance Commissions have been constituted, prescribe
{a) mandatory terms of reference as laid down in clause (3) of
articie 280 and (b) such other matters as may be referred to the
Commission by the President "in the interests of sound finance”.
Till the time this Commission was consfituted i.e. by the
Presidential Order dated 15th June, 1992, mandatory terms of
reference under article 280(3) were as follows:

Article 280(3)

"(a) the distribution between the Union and the States, of
the net proceeds of taxes which are to be, or may be,
divided between them under this Chapter and the
allocation between the States of the respective
shares of such proceeds;

{(b) the principles which should govern the grants-in-aid
of the revenues of the States out of the Consolidated

Fund of India."

10.2 Subsequent to the setting up of this Commission,
article 280(3) has been amended to provide for yet another
mand atory duty to be performed by the Finance Commission.
By the 73rd and 74th amendments to the Constitution, two new
sub-clauses {bb) and (¢) have been introduced in clause 3 of
aricle 280. These sub-clauses make it obligatory upon the
Commission to recommend “the measures needed to augment
the Consolidated Fund of a State to supplement the resources of
the panchayats/municipalities in the State on the basis of the
recommendations made by the Finance Commission of the
State."

10.3 The Union Ministries of Rural and Urban Development,
several State Governments, the National Commission for
Women and the Raijiv Gandhi Foundation have taken note of the
fact that the recommendations of the State Finance Commissions
are not likely to be available during our term. Nevertheless, they
have represented that the Commission should recommend
measures needed to augment the resources of States to enable
them to supplement the resources of newly created constitutional
bodies i.e. panchayats and municipalities. Assuming that the
reports of the State Finance Commissicns will not be available
eatlier than mid-1995, the Union Ministry of Rural Development
has argued " while the Tenth Finance Commission cannot
therefore wait for the recommendations of State Finance
Commissions, it cannot also leave the subject of supplementing
the resources of the Panchayats untouched as it would mean
ignering a key area which represents the basic tier of
administration throughout the country. In our opinion, the Tenth
Finance Commission must necessarily look into the measures
needed to supplement the resources of the Panchayats.” In his
evidence before the Commission, Secretary, Ministry of Rural
Development had argued in much the same vein. A similar plea
has been made by the Ministry of Urban Development. It has
argued that "The third stratum of seif-governance has been
constitutionally created at a time when almost all the States
are suffering Irom a severe financial crunch. That apart, the
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resource base of the States is rather narrow. Self-governance
connotes asense of autonomy. There cannctbe any measure of
autonomy without some degree of independence in relation to
access to resources. Hence, in order to implement the
Constitution (74th Amendment} Act in letter and spirit, sufficient
provisions have to be made from now on for access to resources
by Municipalities."

10.4 Several States have submitied that even in the
absence of recommendations of State Finance Commissions, it
would stitl be necessary to provide for the augmentation of the
consolidated fund of the State, in order to enabile the latter to set
up local bodies, hold elections thereto and supplement their
resources, Assam has requested us to bridge the gap of Rs.88.45
crores for the urban local bodies in the State. Kamataka has laid
claim to Rs.372.93 crores for panchayats. Orissa has askedfora
provision of Rs.492 crores tobe made available for municipalities
and notified area councils of the State. Rajasthan has projected a
requirement of Rs. 1000 crores for the five year period. Himachal
Pradesh has asked for Rs.158.55 croves for panchayats. Bihar,
Goa, Madhya Pradesh, Maharashtra, Uttar Pradesh and West
Bengal have alsoargued for strengthening their resource base
to enable them to effectively discharge their constitutional
obligation of making panchayats and municipal bodies
financially viable.

10.5 The amendment of article 280(3) was not followed-up
by an amendment of our terms of reference. The question before
us now is whether we should and can recommend measures for
augmenting State resources (for the purpose of supplementing
the resources of panchayats and municipalities) by taking
cognizance of the purpose, intent and spirit underlying the
Constitution 73rd and 74th amendments.

10.6 Article 280 sub-clauses (bb) and (c) stipulate that the
recommendation by the State Finance Commissions is to be the
basis of our recommendation to the President regarding "the
measures needed to augment the Consolidated Fund of a State”
to supplement the resources of panchayats/municipalities. The
State Finance Commissjons are requiredio be constituted under
article 243-1 of the Constitution. interms of article 243-1and article
243-Y, the State Finance Commission is required to review the
financial position of the panchayats/municipalities and
recommend to the Governor, inter-alia, the principles of
distribution and shares of proceeds of shareable taxes, duties,
tolls and fees as between the Stale and
panchayats/municipalities. The Commission is also required to
recommend to the Governor "the measures needed to improve
the financial position” of the parichayats/municipalities.

10.7 Under aricle 280 (3), "The Finance Commission” has
"the duty" {o make a recommendation to the President regarding
the "measures needed to augment the Consolidated Fund of a
State”, once the recommendations of State Finance
Commissions become available to it. On the 'basis' of the
recommendations made by the State Finance Commission, the
Finance Commission would have to first ascertain the "need" for
augmentation of the consolidated fund of a State and then



recommend 'measures’, which may not necessarily involve any
transter of resources. it is obvious to us, however, that once the
State Finance Commissions complete their task, it would be
obligatory upon the Finance Gommission to assess and build into
the expenditure stream of the States the funding requirement for
supplementing the resources of panchayats/municipalities. This
would be necessary te determine the measures needed for
augmentation of the State consolidated fund,

10.8 Since at present the recommendations of the State
Finance Commissions are not available, thera is no duty cast on
this Commission to make a recommendation in terms of article
280(3) of the Constitution. Atthe same time the Commission is not
precluded either, interms of article 275 of the Constitution, from
making a recommendation regarding grants-in-aid of the
revenues of such States as may be determined to bs in need of
assistance. That being so, we have to consider whether or not we
would be failing in our duty if we were to overiook the implications
for State finances of local seli-government consequent on the
- Constitutional amendments.

109 Our recommendations have a time span of five years
i.e. 1995-2000. This entire period would witness the emargence
and consolidation of the new place and role of panchyats/
munictpalities in the Constitution. Now the Gonstitution envisages
supplementation of their resources by the State with the help of
the Union. it would notbe wrongto assume, therefore, thatwhile a
proper consideration of the measures as such to augment the
resources of the Stales must await the recommendations of
respective State Finance Commissions , ad hoc augmentation of
the Consolidated Fund of States would be in keeping with the
spirit of the amendments.

10.10 The panchayats/municipalities are late entrants in our
federal democratic structure but their action or inaction is likely to
aftect the welfare of the people and area under their jurisdiction
mgre directly than either the actions of the State or the Union.
Therefore, within the constraints imposed on us by our terms of
reference, we are inclined to consider assistance to the States for
panchayats/municipalities.

10.11 The Ministry of Rural Development has stated that the
finances of panchayats have unfortunately not been studied in
detail for several years now and the published figures relate only
to the year 1976-77. Based on these figures, two projections
have been offered for the year 1992-93. One of the projections is
based on the derived share of allocable taxes and grants to
panchayats and the other on the proportion of States' own
resources made available to panchayats, In 1976-77, taking afl
States together, per capita share of taxes and grants assigned to
panchayats has been worked out as Rs.14.75. This has been
projected for the year 1992-93 to reach a per capita figure of
Rs.54.87. It has beenthen multiplied with the latest census figure
of rural population of 62.87 crores to arrive at the needed amount
of Rs.3445 crores, rounded to Rs.3500 crores.

10.12 The Ministry of Rural Development has, however, not
recommended this alternative as in their view it would amount to
freezing the grant at 1976-77 ievel. Instead, the second
alternative, by working out the share of taxes and grants to
panchayats as a proportion of States' own revenues, has been
pursued. ltis claimed thatin 1976-77 taxes and grants assigned
to panchayats for ail States put together worked out 1o 12.02 per
cent of the own resources of all the States. The Ministry is of the
view that the percentage share of States’ own resources being
made available to panchayats by way of assigned taxes and
grants would have to be improved upon. In 1978-77, 87 per cent
of the all States' total assigned taxes and grants to panchayats
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was contributed by only four States - Andhra Pradesh, Guijarat,
Maharashtra and West Bengal. The rest of the States puttogethér
accountedforonly 13 percent. The Ministry's viewis that " it will be
necessary to provide them {panchayats ) a minimum of 15 per
centofthe total resources of the States specifically earmarked for
the purpose.” On this basis and taking into account the revised
estimate for 1992-93 of resources of all States and Union
Territories, the Ministry of Rural Development has suggestedthat
it will be "appropriate to earmark a sum of Rs.7,500 crores
specifically for being distributed to panchayati raj institutions out
of the States (and Union Territories) own resources during the
period covered by the Tenth Finance Gommission."

10.13 The responsibility of sharing taxes with panchayats
and assigning grants to them has not been transferred from the
States to the Centre. The responsibility for providing panchayats
with an independent source of revenue as also grants for
specified purposes is very much that of the State Governments.
The State Finance Commissions are there to ensure proper
allocation of resources as between the State and panchayats . if
inthe process of supplementation of the resources of panchayats
a need arises for the augmentation of the State Consolidated
Fund, it has to be considered by the Finance Commission. The
percentage of States' own resources made available to
panchayats$ in 1976-77 may be an indicator of what the States
should doto help panchayats butit cannot become a standard for
altgmentation by the Centre of a State's Consolidated Fund.
Some of the States like Gujarat and Maharashira have had, for
many years, a three-tiered panchayati raj structure similar to the
one riow incorporated in the 73rd amendment of the Constitution.
The figures of 1976-77 supplied by the Ministry of Rural
Developmsnt indicate that in Gujarat the share of assigned taxes
worked outto 29.60 per cent of States' own resources and grants
accounted for 22.90 per cent of the total. Since in many other
States similar institutions did not exist, they did not transfer a
comparabie  level of resources from the States to the
panchayats.

10.14 Interms of the 73rd amendment to the Constitution,
many of the functions of the State wouid have o be transferred to
panchayats. It can be assumedthat the transfer of functions and
responsibilities from the State to panchayats would be
accompanied by the transter of staff already working on these
schemes/projects as also the financial allocations budgeted for
and envisaged to be spent on the transferred activities, Such a
transferis, therefore, not kkelyto resultin any extra burden on the
State. The States are siill in the process of setting up panchayats
andassuch itis notystfeasible to work out the additional financial
burden a State might have to bear to enable the panchayats to
discharge their duties effectively. Even so, it is possible to
visualise that the local bodies, rearing to get on with their jobonce
they are in position, would generate a need at least in the initial
stages for augmentation of the consolidated fund of states. Afew
States have already reported that the number of panchayats may
increase as a result of fresh delimitation exercises. Even taking
into account the existing infrastructure and other facilities
available to panchayats , there would still be an initial need for
supplementation of resources in order to provide for not oniy the
additional set up, including infrastructure facilities, but also the
heightened expectations of people from these bodies.

10.15 While considering the ‘measures' needed to augment
the consolidated funds of states, in pursuance of article 73 of the
Constitution, we have taken note of the fact that a large amount of
money is already going to the rural areas through Jawahar Rojgar
Yojana (JRY) and other district level schemes. In future these
amounts are likely to be channelised through the panchayats.
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Even if much of it is tied to specific programmes and activities, it
would still leave some leeway for discretionary programmestobe
taken up. The corpus of untied funds in the hands of panchayats
would, however, require to be supplemented. We assume,
though, that the need for measures to augment the State
GConsolidated Funds, on account of supplementation of the
resources of panchayats , would not really arise until 1996-97,
since in most cases the panchayats are yet to become
functional.

10.16 In the above background we have approached our
task as one of making an ad hoc provision of specific grants to
States. This has been estimated with reference to the ruraf
population according to the 1971 Census figures. The rural
population of all States in India was 4,380.93 lakhs. Most of the
funding requirements of panchayats are likely to be met by
transfer along with functions from the States and their own
resources. We are making an ad hoc provision of Rs.100 per
capita of rural popoulation . For all States the figures are indicated
atAnnexure X.1. This amount should be distributed amongstthe
panchayati raj institutions, over and above their due by way of their
share of the assigned taxes, duties, tolls, fees, transferred activity
related budgets and grants. Even in those States which are not
required to have panchayats , as envisaged in the 73rd
amendment of the Constitution, the additional amounts would be
required to be given to supplement the resources of similar local
level representative bodies.

10.17 Asregards the need for additional funds for municipal
bodies, in pursuance of the 74th amendment of the Constitution,
the Ministry of Urban Development has stated that without waiting
tor the recommendations of the State Finance Commissions, a
sum of Rs.500 crores, Rs.100 crores per annum, in the next five
years may be provided to improve the basic civic services in
various urban local bodies. In support of its representation, the
Ministry has pointed out that between 1981-91 the urban
population had increased from 159 million to 217 million. It
registered a decadal growth of 36 per cent. By the year 2001 the
urban population is expected to be more than 300 million. In 1991
the slum population in urban areas was of the order of 46.62
miflion. By the year 2001, itis estimated to be 63.76 million. The
increase in urban population, particularly the growth of slum
poputation, is overstraining the meagre resources of urban local
governments who are now finding it difficult to provide even the
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basic civic services like drainage facilities, garbage disposai,
latrines, street lighting, etc. The Ministry of Urban Development
has, therefore, represented that there is an urgent need to
supplement the resources of municipal bodies to enable them to
discharge atieast their primary functions in an effective manner.
The danger arising from the break-down of urban clvic services
has been tragically iliustrated by the outbreak of epidemics.
These are reminders of the cost of neglect of civic services in
urban agglomerations.

10.18 An estimate of financial needs for operation and
maintenance of core municipal services in urban India made by
the National Institute of Urban Affairs indicates that the estimated
gapin 1995 worked out to Rs.5,987 crores. ltis expectedtogoup
to Rs.12,980 crores in the year 2000. While the accuracy of these
estimates and the measures that the state and urban local bodies
can adopt to bridge the gap are matters 1o be discussed and
studied by the State Finance Commissions, we are of the view
that a provision of Rs.1,000 crores for the five year period
covered by our recommendation will go along way in enabling the
urban local bodies to meet their primary obligations. The inter-
State distribution of this sum indicated at Annexure X.2 is based
on the inter-State ratio of the slum population derived from the
urban population figures as per 1971 Census.

10.19 While we have made these provisions for grants to
panchayats / municipalities for the discharge of their enhanced
responsibilities, this need not necessarily be a precedent for
future Commissions. In any case after the reports of the State
Finance Commissions become available the need for measures
required for augmentation would have to be determined in terms
of anticle 280(3) of the Constitution. For the present, grants
recommended by us should be made known to the State Finance
Commissions. Further, these amounts should be an additionality
over and above the amounts flowing to the local bodies from State
Governments. They should draw up suitable schemes with
detailed guidelines for utilisation of the grant. The local bodies
should be required to provide suitable matching contributions by
raising resources. The grant is not intended for expenditure on
salaries and wages.

10.20 The total provision should be made available to the
States in four equal instalments commencing from 1996-97, as at
Annexure X.3 as the rural and urban local bodies are not likely to
be fully functional prior to that.



CHAPTER X!

GRANTS-IN-AID

11.1 Under Article 280 {3)(b), the Constitution requires us
to make recommendations as to the principles which should
govern the grants-in-aid of the revenues of the States thatare
in need of assistance. In addition, the Presidential Order
constituting the Commission asks us to determine, "the sums to
be paid to the States .... by way of grants-in-aid of their revenues
under article 275",

11.2 We have already explained the manner in which the
estimates of the non-plan revenue receipts and non-plan revenue
expenditures of the Centre and the States were reassessed by us.
Thereafter, we have made our recommendations regarding the
devolution of taxes to the States. Other components of resource
transfer have also been considered, e.g. additional excise duties
and the grants in lieu of tax on railway passenger fares. We now
bring these threads together to determine the overall "need of
assistance" for grants-in-aid of the revenues of each State.

11.3 A comparison at this juncture with the relevant ¢lauses
ofthe Presidential Order constituting the Ninth Commissicnh would
be inorder. The terms of reference of that Commission contained
a clear directive to "adopt a normative approach in assessing the
receipts and expenditures on the revenue account of the States
and the Centre and, in doing so, keep in view the special problems
of each State, if any, and the special requirements of the Centre
In contrast, no explicit reference to a "normative approach® figures
in our terms of reference, and our assessment has been limited
specifically to the non-plan revenue expenditure of the States.

11.4 On the other hand, what is entirely new in our terms of
reference is the mention of the objective of reducing fiscal deficit
in Para 4(i). We are thus required to consider the fiscal balance on
revenue as well as capital accounts.

11.5 Clearly, any improvement in the non-plan revenue
account will go to reduce fiscal deficit only if it is not offset by a
corresponding deterioration in the plan revenue account and
capital account. We have not gone into the guestion of ptan
outlays or the non-plan capital account. We assume that to the
extent our recommendations help improve the non-plan revenue
account of the Centre and the States, they would contribute to a
reduction in fiscal deficit.

11.6 The difterence between assessed needs and assessed
post-devolution resources on the non-plan revenue account is a
resource gap. This gap is ideally estimated through a full-fledged
normative exercise. In that case, the comparison would be
between what a State "ought' to be raising in terms of revenues by
the application of a vector of normatively determined tax rates on
the retevant tax bases after specific fiscal disabilities have been
taken into account and what it “ought' to be spending in terms of
desired levels of governmental services. At the other extreme is
the gap that would emerge from a comparison of what a State
“does’ raise in terms of revenues with what it "does’ spend, i.e.
from a comparison of the historical patterns of revenues and
expenditures, projected into the future.

11.7 The absence of an explicit menticn of a 'normative
appreach' in our terms of reference does not debar us from
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adopting one. However, lack of availability of suitably
disaggregated data on the tax bases of the States (especiaily
relating to their quality arid coverage) and the difficulties in
evolving a suitable methodology under these limitations, place
serious consiraints on using a normative approach. We have not
used a fuli-fledged normative methodology. However, our
exercises do contain relevant normative and prescriptive
considerations as indicated in Chapters lll and IV.

11.8 Views of the States on the principles thal ought to be
followed in determining grants-in-aid are arrayed in a broad
spectrum. Gujarat has suggested that no grants-in-aid should be
given tor covering post-devolution revenue gaps. Madhya
Pradesh, on the other hand, has argued not only for covering this
gap, but increasing its scope to include the entire “fiscal gap'.
Kerala has advocated an effective use of the granis-in-aid
mechanism o rectify horizontal fiscal imbalances. Goa suggested
that a built-in bucyancy should be provided for in the grants,
Maharashtra has indicated that, in its view, the last three
Commissions have progressively increased the ratio of grants to
devolution, and that this trend needs to be arrested. Some States,
e.g., Rajasthan and Manipur, have favoured linking grants to
achieving a reduction in disparities in the availability of
administrative and social services, not merely in terms of
revenues, but in physical or real terms.

11.9 Grants-in-aid of revenues to cover post-devolution
assessed deficits constitute only a component of our overall
recommendations regarding grants-in-aid. The provision for
devolution of 7.5 per cent of the net proceeds of Union excise
duties according to  assessed deficits makes tar a built-in
buoyaney in transfers to cover deficits,

111G Table 1 gives the year-wise pre-devolution
surplus/deficit profile cf the States, when their assessed
expenditures on non-plan revenue account are posited against
their own revenue receipts. In 1995-96, only Haryana and
Maharashtra emerge with a pre-devolution surplus. The position
of some of the other States improves in the succeeding years. By
1999-2000, six of the non-special category States have a pre-
devolution surplus, viz. Gujarat, Haryana, Karnataka,
Maharashtra, Punjab and Tamil Nadu.

11.11 Grants-in-aid that are meant for covering assessed
deficits on non-plan revenue account of the States, are calculated
after considering transfers to the States on account of (i)
devolution of income tax and Union excise duties (i) share in
additional excise duties, and (iii) share in grants in lieu of tax on
railway passenger fares. As indicated in Para 11.9 above, the
devolution of taxes is inclusive of 7.5 per cent of the net proceeds
of Union excise duties, which are devolved on the basis of deficits
as they emerge after the distribution of 40 per cent of the net
proceeds of Union excise duties alongwith the devolution of
income tax according to the formula given in Chapter V, and the
transfers on account of additional excise duties and grants in lieu
af tax on railway passenger fares, according to the distributive
criteria given in Chapters VI and VI, respectively.



Table: 1
Pre-Devolution Non-Plan Revenue Surplus/Deficit: 1995-2000

(Rs. lakhs)
Total
State 1995-96 1996-97 1997-98 1998-99 1999-00 1995-00
1. A 4. 5. 6. 7.

Andhra Pradesh -321410  -318618  -308220 - 295375 - 275477 - 1519100
Arunachal Pradesh - 28141 - 30431 - 32823 - 35241 - 37567 - 164203
Assam -136545  -146239  -155413 - 164177 -171676 - 774050
Bihar -392855  -415431 - 435901 - 457733 - 476647 - 2178567
Goa - 11994 - 12216 - 12181 - 11990 - 11519 - 59900
Gujarat -16920 6643 38221 76025 122434 226403
Haryana 28225 44062 65490 89120 119721 346618
Himachal Pradesh - 80363 - 85201 - 89686 - 93920 - 96924 - 446094
Jammu & Kashmir -122660  -131264 - 140050 - 148835 - 156974 - 699783
Karanataka - 1492 30279 73087 120662 181413 403949
Kerala - 103000 - 94036 - 79112 - 60726 - 36578 - 373452
Madhya Pradesh -151922  -145870  -141796 - 137000 - 125004 - 701592
Maharashtra 88221 145166 216694 298984 391711 1140776
Manipur -34817 -37422 - 40196 - 42994 - 45805 -201234
Meghalaya - 32471 - 34562 - 36600 - 38772 - 40341 - 182746
Mizoram - 29378 - 31669 - 33901 - 36909 - 38383 - 170240
Nagaland - 45216 -49193 - 53385 - 58022 - 62283 - 268099
Orissa -156179  -171271 - 183169 - 195235 - 209400 - 915254
Punjab - 46152 - 43732 - 28618 - 20180 185 - 138497
Rajasthan -160648  -157023 - 149205 - 143070 - 121009 - 730955
Sikkim - 11603 - 12426 - 13194 - 13983 - 14781 - 65987
TamilNadu -150330 - 117248 -72918 - 24137 34690 - 329943
Tripura -48103 -51717 - 55861 - 59316 - 62588 - 277585
Uttar Pradesh -612203  -633492 639943 - 642133 - 624764 - 3152535
West Bengal -211367  -215035  -203306 - 194457 - 176314 - 1000479
Total (Net) -2789323  -2707946  -2511986 -2289414  -1933880 - 12232549
Deficit -2905769  -2034096  -2005478 -2874205  -2784034 - 14403582

Surpius 116446 226150 393492 584791 850154 2171033




11.12 After taking into account the transfers pertaining to
taxes and duties indicated in the previous paragraph, some
States still emerge with residual deficits. We recommend grants-
in-aid, to be given to the States under the substantive portion of
Article 275(1), equal to the amount of these delicits as estimated
for each of the years during 1995-96 to 1999-2000. These
amounts have been specified in Table 2,

11.13 ltmaybe cbservedthat no State has a post-devolution
deficit on the nen-plan revenue account in the terminal year. The
total amount of grant, on account of nan-plan revenue deficit for
the period 1995-2000, is Rs. 7,582.68 crores. It may be noted that
the dependence of States on the deficit grants declines in
successive years. This patlern applies to each of the States,
indicating that their budgetary position on the non-plan revenue
account keeps improving over the years thereby changing their
balance on the non-plan revenue account from deficit to surplus
as indicated in Table 3.

11.14 |n addition to the deficit grants, we have also
recommended grants for upgradation of standards of
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administration, grants meant for local bodies consequent upon
the Constitution Amendment Acts 73 and 74, and grants for
special problems. Grants have also been recommended for
meeting expenditure relating to calamity relief. These grants have
been discussed in the relevant Chapters.

11.15 Total estimated transfers to the States for the period
1995-2000, on account of transfers relating to taxes and duties
and all grants, are given in Table 4. For the five year period from
1995-2000, the estimated amount of devoiution is Rs.1,84,457
crores. In addition, Rs.19,986 crores and Rs.1900 crores are
the estimated amounts of transfers pertaining to the additional
excise duties and grants in lieu of tax on railway passenger
fares respectively. The total transfer on account of taxes and
duties thus amounts to HRs.2,06,343 crores. The overall
transfers recommended by us add to an estimated amount of
Rs. 2,26,643.30 crores. The estimated position of the Central
Government on the non-plan revenue account after the above
mentioned transfers to States is given at Annexure X1.1.

Table: 2
Non-Plan Revenue Grants:1995-2000
L (Rs crores)
Total
State 1995-96 1996-97 1897-98 1998-29 1999-00 1995-2000
1, 2 3. 4, 5. 8. 7.
Andhra Pradesh 483.47 202,98 0.00 0.00 0.00 686.45
Arunachal Pradesh 136.60 109.26 45.63 16.11 0.00 307.60
Assam 342.20 249.94 92.08 27.81 0.00 712.03
Bihar 257.72 75.34 0.00 0.00 0.00 333.06
Goa 38.98 26.88 8.03 237 0.00 77.28
Himachal Pradesh 353.11 273.00 109.25 36.82 0.00 772.18
Jammu and Kashmir £35.39 419.05 170.85 58.84 0.00 1184.13
Manipur 157.43 124.28 513 17.80 0.00 350.82
Meghalaya 143.83 111.89 45.19 15.51 0.00 316.42
Mizoram 147.25 117.60 48.79 17.55 0.00 331.19
Nagaland 233.04 188.46 79.63 28.65 0.00 529.78
Qrissa 192.87 133.35 38.34 7.18 0.00 371.74
Rajasthan 33.45 0.00 0.00 0.00 0.00 33.45
Sikkim 48.05 37.45 15.06 5.13 0.00 105.69
Tripura 218.92 172.98 71.99 24.89 0.00 488.78
Uttar Pradesh 683.40 298.60 0.00 0.00 0.00 982.00
Total 4005.71 2541.06 77715 258.76 0.00 7582.68
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Table: 3

Non-Plan account of States after devolution of Taxes
and Duties and Deficit Grants

(As crores)
Total

State 1995-96 1996-97 1997-98 1998-99 1999-00 1995-0¢

1. 2. 3. 4, 5. 6. 7.
Andhra Pradesh 0.00 0.00 21.57 571.87 1227.95 1821.39
Arunachal Pradesh 0.00 0.00 0.00 0.00 25.60 25.60
Assam 0.00 0.00 0.00 0.00 35.67 35.67
Bihar 0.00 0.00 188.50 589.66 1071.68 1849.84
Goa 0.00 0.00 0.00 0.00 2.32 232
Gujarat 1047.23 1454 .32 1965.85 2557.82 3253.76 10278.98
Haryana 669.75 882.90 11 59.69 1464.35 1844.45 6021.14
Himachal Pradesh 0.00 0.00 0.00 C.00 55.05 55.05
Jammu & Kashmir 0.00 0.00 0.00 0.00 91.00 91.00
Karnataka 1503.16 2037.76 2713.37 3459.62 4360.22 14074.13
Kerala 62.81 307.99 634.77 1012.82 1464.29 3482.48
Madhya Pradesh 793.36 1183.31 1600.07 2058.87 2623.97 B259.58
Maharasntra 2839.94 3681.81 4708.10 5871.00 7166.75 24267.60
Manipur 0.00 0.00 0.00 0.00 28.21 28.21
Meghalaya 0.00 0.00 0.00 0.00 23.54 23.54
Mizoram 0.00 0.00 0.00 0.00 27186 27.16
Nagaland 0.00 0.00 0.60 0.00 46.17 46.17
Orissa 0.00 6.00 0.00 0.00 2.61 2.61
Punjab 18.63 110.22 338.27 506.75 801.57 1775.44
Rajasthan 0.00 199.20 529.31 865.90 1384.75 2979.16
Sikkim 0.00 0.00 0.00 0.00 7.89 7.89
Tamilnadu 408.33 1011.04 1764.70 2591.63 3547 .41 9323.11
Tripura 0.00 0.00 0.00 0.00 38.74 38.74
Uttar Pradesh 0.00 0.00 49.36 804.81 2029.15 2983.32

West Bengal 23.27 290.05 753.73 1220.72 1812.29 4100.06

Total 7366.48 11158.60 16427.29 23675.62 32972.20 91600.19
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Table 4

Total Transfer to States; 1995-2000

(Rs. crores)

Taxas and Duties Grants-in-Aid Total
State Transfer
Income Basic Additonal Taxon Total Non-Plan Upgrada- Special Local Relief Total {col.6+12)
Tax Excise Dutiesof Raitway (col.2 Revenus fion Problems  BRodies Expendi- ({col.7
Duties Excise Passenger to Daeficit ture to

Fares ¢al. 5) col.11)

1 2 3 4 5 [5) 7 B 9 10 11 12 13

Andhra

Pradesh 5313.06 920143 156290 158.55 1632594 686.45 88.88 6500 42494 48033 1755.60 18081.54
Arunachal

Pradesh 106,70 1232.44 20.79 0.10 1360.03 - 307.60 18.01 50.00 463 27.79 408.33 1768.36
Assam 1747.38 479451 496.25 26.00 706414 71203 146.86 60.00 14756 197.46 1263.91 B328.05
Bihar 8072.21 1346535 1587.69 17720 2330245 333.06 183.13 57580 574.28 205.14 1353.11 2465556
Goa 112.98 361.01 46.37 a7 524.06 77.26 379 7.00 5.9 4.23 ag.19 622,25
Gujarat 253947 4146.22 1198.16 131.10 8014.95 0.00 0.00 5000 25947 551.17 860.64 8875.59
Haryana 777.03 1268.66 47287 3640 2554.96 0.00 0.00 40,00 95322 88.93 238.15 279311
Hirmachal
Pradesh 441.87 3180.97 118.92 2.05 374381 77218 30.03 75.00 34.23 106.41 101785 4761.66
Jammu &

Kashmir 688.53 5031.24 171.08 13.85 5804.70 11B4.13 BB.77 47.00 49.68 77.80 1417.38 732208
Kamataka 3351.02 5471.25 1147.99 64.38 10034.64 0.00 0.00 29.00 29196 165.23 486.19 10520.83
Kerala 243214 397098 74748 6640 7217.00 0.00 29.83 5200 20424 218.74 504.81 7721.81
Madhya
Pradesh 5203.22 849534 144619 130.75 1527550 0.00 146.37 60.00 41043 201.67 818.47 16093.97
Maharashtra 3844.98 6277.74 240372 33340 12855.84 0.00 0.00 10000 479.96 269.28 849.24 1370908
Manipur 177.00 1472.91 39.37 0.35 168963 350.92 24.74 50.00 11.54 9.79 44699 2138.62
Meghalya 177.62 1318.74 37.57 0.65 153458 316.42 11.72 5.00 10.12 1.0 354.27 1888.85
Mizoram 93.52 1289.04 15.79 0.02 139837 331.1¢ 713 57.00 3.32 5.00 403.64 1802.01
Nagaland 113.61 2053.64 27.38 275 219738 529.78 23.96 30.00 521 6.71 595668 2793.04
Qrissa 282129 5260.99 66853 3260 878341 57174 B6.79 51.00 220.10 193.51 923.14 9706.55
Punjab 917.00 149719 683.92 62.30 316041 0.00 81.31 ** 13395 213.80 429.06 3589.47
Rajasthan 3484.09 571280 97392 8445 10255.26 33.45 79.87 70.00 25540 706.89 114561  11400.87
Sikkim 7908 47220 10.59 0.20 562.07 105.69 4.56 5.50 248 18.59 136.82 £98.89
Tamil Nadu 416571 6801.40 153273 12270 1262254 0.00 40.84 6000 40286 234,33 738.03 13360.57
Tripura 237.25 2030.65 57.16 0.75 232581 48878 13.90 12.00 14.97 17.75 54740 287321

UttarPradesh  11179.07 19139.24 291256 295.80 3352667 982.00 167.54 108.00 880.70 494,00 263224 36158.%1
West Bengal 4689.17 7656.06 1606.07 15355 14104.85 0.00 11417 105.00 453.77 202.63 875.57 1498042

Total 62765.00 121632.00 19986.00 1900.00 206343.00 7582.68 136250 1246.00 538093 4728.19 20300.30 226643.30

** Has been dealt with in Chapter X!l para 12.40



CHAPTER Xil

DEBT POSITION OF STATES

Introduction

12.1 We are required, under Paragraph 8 of the Presidential
Order, to make ' an assessment of the debt position of States as on
31st March, 1994, and suggest such corrective measures as are
deemed necessary keeping in view also the financial
requirements of the Centre'. However Para 4(iii) of our terms of
reference requires us to have regard to the maintenance and
upkeep of capital assets as on 31st March, 1995 . Many States
have also suggested that the relevant date for the assessment of
their debt position should be the same. In line with our approach
we shall endeavour to make an assessment of the debt position of
the States as on 31st March, 1994 as well as 1995,

12.2 Ourterms of reference regarding the debt position of
States would bear comparison with those of earlier Commissions
in several respects. Like the Ninth Commission we have been
asked to review the debt position of the States with respect to their
entire debt and not merely for Central loans to States. Further, the
Sixth, Seventh and Eighth Commissions were asked to consider
the non-plan capital gap while considering the debt position of
States, and to suggest measures to deal with those gaps. The
Ninth Commission, like us, were not so asked although they did
keep an assessment of the non-plan capital gap of the States in
the background of their considerations {Para 9.11 of the Second
Repor). In the context of "corrective measures”, our terms of
reference differ from those of the Ninth . Whereas a specific
reference was made to them to consider investments made in
infrastructure projects and to provide a linkage with
improvements in financial and managerial efficiency’ in
suggesting corrective measures, there is no such reference to
us.

12.3 In para 4(i} of our terms of reference, a reference has
been made to "reducing fiscal deficit’. Fuelled by rising fiscal
deficits, the indebtedness of the Central and State Governments
has continued to rise. While considering the indebtedness of
States, the appropriate perspective is, in fact, the indebtedness of
the entire fiscal system. As such, in designing a suitable policy for
alieviating the debt burden of the States, the debt position of the
States as well as that of the Centra has to be kept in mind.

12.4  The Ninth Commission {Paras 9.12 and 9.29) noted
with concern the state of indebtedness of the States which
appearedto be sliding into a vicious cycle. Loans are advanced to
States with specific maturity periods and rates of interest. Finance
Commissions subsequently recommend corrective measures,
citen across the board, consisting of write-ofts, extensions of
miatunty periods, and lowering of interest rates, thus converting
: sffectively into grants, partially or fully. Periodically
repeated debt reliet exercises may induce States to overstate
theli demand for borrowed funds. Corrective measures should,
therefore, be formulated in a manner as would provide anin-built
incentive for prudent use of borrowed funds.

Debt Position of States

12.5 Total debt of State Governments is estimated to rise
from Rs 1,83,886 crores as on 31st March, 1994 to Rs. 2,09,159
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crores as on 31st March, 1995, The stock of debt and its
composition at the end of these two years is placed at Annexures
Xil.1 and XII.2. Loans from the Central Government account for
54.31 and 53.74 per cent of the outstanding debt, for 1994 and
1995 respectively. The shares of market ioans and honds, and
those of provident funds, etc. come to 13.4 and 15.7 per cent for
1994 and to 17 and 15.8 per cent in 1995,

12.6 in assessing the overall debt position of States,
previous Finance Commissions have followed the practice of
exciuding the short-term components of debt. In keeping with this
practice, for purposes of comparison, the profile of estimated debt
of Stale Governments, excluding ways and means advances
from the Reserve Bank of India and reserve funds, is drawn in
Table 1.

12.7 Loans for State plans and small savings account for
97.6 per cent of the total central loans to States during 1983-1994
as at Taile 2. The Statewise position of outstandings with respect
to loans in the above period and the repayments during 1995-
2000 is at Annexures X!.3 and X!1.4.

Table 1
Outstanding Long Term Debt of State Governments

(Amount in Rs.Crores}

1989 1994 1995 Estimates
Amount %  Amount % Amount %
1. Internal Debt
a) Market Loans 10839 1343 24629 1569 35585 19.66
b) Loans from Banks 1759 218 3774 240 ™ ™

2.Loans from Centre 55648
3. Provident Funds etc. 12487
Totat 80733

68.93
15.46
100.00

99867 63.58 112395 62.09
28791 18.33 33029 1825
157061 100.00 181009 100.00

Table 2

Outstanding Central Loans Advanced te States during
1989-94 and Repayments in 1995-96 to 1989-2000

(Rs. crores)

llems Outstandings Repayments

as on due during
31.3.1984 1995-2000

1. Plan Loans
(i) State Plan 28786.89 6481.00
(iiy Drought Loans 14.35 6.28
(iii) Others 141.49 61.71
(iv} Central Sector 162.97 43.97
(v} Centrally Sponsored schemes  659.59 256.63
Total Plan Loans 29765.29 6849.59
2. Small Savings Loan 26462.56 43892.20
3. Modernisation of Police 29.93 6.75
4. Housing for All India Services  23.84 13.99
5. Cthers 305.28 55.80
Total (2to 5) 26821.61 4468.74
Grand Total 56586.90 11318.33

* Details not available



12.8 The share of Central loans in the total debt of State
Govemments has been steadily declining as may be seen at
Annexure XI5, In 1979 the share of Central loans was 71.7 per
cent of the total long-term debt of the States. By 1995, this share is
estimated to decline to about 62 per cent, which is reflected in the
increasing share of internal debt and that of provident funds, the
relative increase of the latter category being somewhat higher. On
the whole, therefore, for their long-term debt State Govemments
have been gradually shifting towards higher-cost sources.

12.9 The high income States (Punjab, Maharashira, Gujarat,
Haryana and Goa) currently account for slightly more than a
quarter of the outstanding debt for all States as shown at
Annexure XIL.6. Their share has been increasing steadily over
time. The share of low income States has held steady atjust above
38 percent. As such, the increase in the share of debt of the high
income States is reflected basically in decreases in the shares of
middle income States and special category States. Looking atthe
movements of the shares of individual States in each category,
four out of five in the high income group, Haryana being the
exception, have increased while among the low income States,
the share of four has declined , Uttar Pradesh being the
axception.

12.10 Financing plan outlays continues to constitute the core
of the borrowing requirements of States, although in recent years
many States have been forced to borrow even to meet part of their
revenue expenditure. To the extent borrowed funds are not
utilised for productive investments, a future stream of income
cannot ensue from themn, enabling the States to meset servicing
liabilities arising from the debt. States have resorted to loans in
order to finance investments in social and economic
infrastructure, where the returns are not necessarily direct or
immediate and are characterised by considerable externalities.
The disturbing features of the debt profile of States and its
management appear to be the following :

i) diversion of borrowed funds for meeting revenue
expenditure;

i} use of loans in unproductive enterprises, or enterprises
which are potentially productive but are beset by poor
performance, and currently yielding low or even
negative returns;

iii} non-provision for depreciation or amortisation funds in
respect of government owned assets, leading to
repayments out of fresh borrowing.

12.11 With growing repayment obligations, the ratio of fresh
loans taken on a gross basis, and funds that actually become
available net of repayments, is bound to move adversely with
smaller and smaller amounts being avaitable as net borrowed
funds. Central loans, whether for plan assistance or otherwise,
are determined on a gross basis, leading to a gradual decline in
the net amounts on account of the heavy repayment burden,
because other sources for these repayments are not generally
available. On the other hand, gross market borrowing by a State
has been so managed by the Reserve Bank of India as to ensure
availability of predetermined amounts for the States net of
repayments.

12.12 With the outstanding internal and external debt and
other liabilities of the Government of India estimated at
Rs.5,32,753.22 crores at the end of 1994-95, which by itself
represents a 12.96 per cent increase over the revised estimates
for the previous year , the debt/gdp ratio for the Centre and the
States works out to nearly 63 per cent.
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Views of States on Debt Relief

12.13 With respect to the existing liabilities, States have
generally been asking for write-off of their debt, extension of
maturity periods and reduction in interest rates. In relation to fresh
borrowing, they have advocated a larger ratio of grants in the
Central plan assistance, changing the grant to loan ratio from
30:70 to 50:50 for non-special category States and from 90:10 to
100:0 for the special category States,

12.14 States have also reiterated their long-standing
demand that loans based on small savings be converted into
loans in perpetuity and that 80 to 100 per cent of the net collections
of small savings be given to the States as loans. It is also
suggested that States be allowed to raise small savings and retain
them. Treating loans from Central financial institutions as loans in
permpetuity, has also been asked for.

12,15 Among the other suggestions of the States, the
following may be highlighted:

- thatthe grant componentfor externally aided projects be
70 per cent;

- that Central loans used directly for non-productive
purposes (e.g. public works, roads, bridges, education)
be written off;

- that loans used for semi-productive purposes like
housing, multi-purpose river schemes, power projects,
be made repayable in 30 years;

- thatloans for natural calamity and socially desirable but
financially unremunerative schemes be written-off;

- thatdifferential rates of interest be charged according to
the purpose of the loan andthe economic backwardness
of a State;

- thatprevious loans be consolidated as on 31stMarch, 95
and then 50 per cent of these be written-off, and a fresh
interest rate of 8 per cent be charged on the remaining
balance after determining a new maturity period allowing
for an initial grace period; and

- that relief be especially provided for the backward
States.

12.16 The issue that there exists now a reverse flow of funds
from the States to the Centre, and that this should be stopped has
also been raised. In this context, it has been urged that the non-
plan capital gap be considered while making an assessment of
the debt position, and that a ceiling be fixed so that repayment of
principal and interest does not exceed 20 per cent of own
revenues.

12.17 States which have been formed more recently, i.e.
Goa, Mizoram, and Arunachal Pradesh, have urged that their pre-
Statehood loans be written off entirely, Many of the special
category States want all of thelr outstanding toans written off.
States have asked for greater latitude in raising loans. In
particular, it is suggested that like the Centre, States shouid be
allowed to issue tax-iree bonds .

Views of the Central Government

12.18 Considering the fiscal system as a whole any debt
relief measures for the States would automatically affect the
Centre. In its memorandum , the Central Government has stated
that re-scheduling of debt and write-offs of interest recommended
by the earlier Cornmissions have at least partly been responsibie
for the rise in Central debt and consequently the burden of
increased interest payments, in our meeting with the Ministry of



Finance, it was pointed out that the burden of interest payments
must be appreciated with reference to i) the difference in the rates
at which the Centre borrows and lends, i) administrative
expenses and iii) implicit costs of tax incentives.

12.19 The memorandum notes that the resources of States
have grown cn both the revenue and capital account. Revenues
accruing to the States have gone up from 8.2 per cent of GDP o
12.7 per cent over the period 1974-75 to 1991-92_ A large part of
the increase in the combined Central and State revenues overthis
period has accrued to the States. Their gross capital receipts as
well as fiscal deficit have grown fairly fast. It calls for aplanto bring
down the ratio of debt of State Governments to GDP which
includes reduction of fiscal deficit, retirement of debt out of the
proceeds of loan recoveries, and sale of equity holdings of States
in public enterprises.

12,20 The Central Government has urged us not to
reschedule the debts of State Governments as itis no longerin a
position to bear any additional burden and rescheduling would
inevitably lead to a reduction in future lending by the Centre.

12.21 There is merit in the argument that with both tiers of
govemment under considerable fiscal strain, the transfer of
burden from one channel of the fiscal flows would sooner or later
be adjusted through another. ltis futile merely to shift the debt from
one to the other since it will make no dent on the aggregate fiscal
deficit of the system. Any relief given to the States should thus be
so formulated as to make an impression on the basic fiscal
malaise of revenue expenditures persisiently exceeding revenue
receipts.

Corrective Measures

12,22 The constraints on the fiscal system put limits on the
extent of debt relief that can be organised in the medium-term
perspective. In the long run there is no escape from the rule that
the rate of return on borrowed funds must be greaterthan the rate
of interes: at which they are held. The appropriation of a pan of
borrowing for consumption makes the need for eaming an
adguate return on investments in productive ernterprises that
much greater.

12.23 Atthe same time, States which are under severe fiscal
pressure, need to be helped. Similarly, several specific problems
relating to debt management and relief need to be addressed. In
general, we have considered relief measures keeping in view the
following objectives viz.

i) thatthe quantum of relief is limited ;

iiy that priority is given to Siates under severe fiscal strain ;
- and,

fiy thatincentives are given for better fiscal management.
12.24 We now consider the following :

Plan Loans;

Small Savings Loans; and

Amortisation Funds.

12.25 Loans advanced by the Centre by way of assistance to
finance State plans constitute the bulk of Central loans to States.
The burden of debt servicing of States on this account has gone up
with the progressive increase in plan outlays and the rise in
interest rates as indicated in Annexure XI1.7

12.26 States have reiterated their demand that loans against
small savings be treated as loans in perpetuity. The present
arrangements entitle States to a 75 per cent share of the net
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collections under various small savings schemes, to be given to
them by the Central Government as a loan for use for
development purposes. A State may also get an additional 2.5 per
cent share provided the net collections in the State as a
percentage of gross collections exceed the corresponding
percentage for the country by more than 5 per cent. States are
also entitled to a 50 per cent share of the net collections under the
deposit scheme for retiring employees of Government and Public
Sector Undertakings. The repayment period for small savings
loans advanced to the States is 25 years inclusive of an initial
moratorium period of five years towards repayment of the
principal. The current rate of interest on the small savings loans is
14.5 per cent. We naote that the rate of interest on small savings
loans to the States has been increasing steadily over time, as
indicated in Annexure XI1.8

12.27 States argue that since their entitlement to a loan
against small savings is worked out on the basis of net collections
under the small savings scheme, the Union government should
not insist on repayments. The loan should be treated as a loanin
perpetuity, as the Central Government is able to make the
repayments from the gross collections. It is argued that the small
savings actually belongto States and the role of the Centre is only
to ensure economies of scale through Central management,

12.28 On the other hand, the Central Government has
argued that :

ij while Siate Governments make the repayment in 25
years, the Central Government repays to the invesior in
510 6 years;

iy while the Central Government services the repayments

out of gross fresh borrowings, it does so at increasing

costs; and

i} the effective interest costs to the Centre are much higher

when adminisirative costs and tax losses due to

incentives for small savings provided in the tax statutes
are also taken into account.

12.29 According to the Sixth Commission, these loans have
been given to the States largely as inducement to join the Centre
in a cooperative effort to mobilise small savings, and thattreating
them as loans in perpetuity would confer disproportionately larger
benefits on some of the advanced States and defeat the cruciai
objective of any properly designed scheme of debt relief.

12.30 The Seventh Commission had recommended that the
small savings loans cutstanding against each State at the end of
1978-79 may be consolidated into one loan and treated as a loan
in perpetuity. This recommendation was not accepted by the
Government of India although it did concede that the States would
not be required to make any repayment during 197%-84 on
account of small savings loans outstanding at the end of 1978-79.
Apart from waiving repayments for 1884-85, the Eighth
Commission did not recommend any further relief or change inthe
arrangements with respect to the small savings loans. The Ninth
Commission also did not recommend any change inihe terms and
conditions relating to these loans.

12.31 We have examined this question atresh. We find that
net amounts available under small savings schemes have been
falling in recent years. From a peak of 50 percent, net collections
as a percentage of gross collections have fallen to about 25 per
cent. The amounts retained by the Centre net of interest
payments and administrative charges indicate that this source
contributes only marginally to its funds.



12.32 Small savings schemes have to be run jointly by the
Centre and the States in order that the benelfits of economies of
scale are reaped, that all States are able to participate and that
investors fesl protected. It follows that the liability of repayment
ought to be shared. Further, if the smalt savings loans were to be
treated as loans in perpetuity, it may mean a rising burden of
interest on States in perpetuity. For all these reasons, we do not
favour these loans being treated as loans in perpetuity.

12.33 The burden of repayments can be much better borne if
amortisation funds at the State level are set up in respect of
investments in the government sector. Otherwise the present
situation of borrowing to meet repayment obligations would
continue since recoveries of loans and advances and net
miscellaneous capital receipts of the State Governments can
contribute only marginally towards repayments.

12,34 The Ninth Commission had recommended an
arrangement for amortisation in respect of market borrowings,
and the Reserve Bank of India was asked to work out the
modalities. While no final decision has been taken on the
recommendation, inits Annual Report for 1992-93 (page 115), the
Reserve Bank of India observed that : "Consideration could be
given to sefling up a States’ Funding Corporation which would
raise funds at market related rates of interest and pass on the
funds at fixed rates to the states.." and further, "....with the
shortening of the maturity structure of Governmental borrowing,
the repayment schedules can give discomfort and, therefore, the

- restoration of the erstwhile system of a consolidated sinking fund
for redeeming the debt has been long overdue...". Although, the
context in which the Reserve Bank of India has considered this
issue is that of market loans to the States, a similar situation would
appear to have arisen about Central loans . Establishment of
sinking funds now appears to be desirable as a part of overall
fiscal discipline. Such funds would, however, not be able to serve
their purpose unless the amounts appropriated to them are held
separately by the Reserve Bank of India, and are not available as
aWays and Means resource to the State. We recommend that the
modalities should be worked out by the Reserve Bank of India
expeditiously.

Quantum and Forms of Debt Relief

12.35 Debt-related relief to States may be provided in many
torms, e.g., write-off of the loan or of repayments falling due during
aspecified period, rescheduling of the loans with a view to shifting
the timing of repayments, consolidation of past loans on common
terms and reduction of interest rate The Eighth Cornmission had
recommended a debt relief of Rs.2,285 croresforthe period 1984-
89 . The Ninth Commission recommended a relief of Rs.494
crores for the period 1990-95. The Commission argued that since
they were not dealing with the non-plan capital gap, their focus
was narrower than that of the Eighth Commission. Also, thair
overall approach was to discourage the periodic write-off of debt.
For all debt relief measures taken together, the quantum of relief
recommended by the Ninth Commission was Rs.975.62 crores. In
view of the fact that many of the relief measures recommended by
the previous Finance Commissions continue to be operative, any
further relief should be viewed as only incremental in nature, and
the amounts involved would necessarily be limited.

Relief and Corrective Measures
12.36 Our scheme for debt relief, has two parts :

i) ascheme for general debt relief for all States linked to
fiscat performance ; and

iy specific relief for States with high fiscal stress, special

calegory States and States with debt problems
warranting special attention.
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12,37 This is in addition to a scheme for encouraging
retirment of debt from the proceeds of disinvestment of equity
holdings of State Govermnments (Chapter lll para 3.20 ). Relief, in
this scheme, is linked to the use of funds for the reduction of
outstanding debt. We believe that this would make a tangible
impression on the debt burden of the States.

12,38 As an incentive to better fiscal management, we have
designed a scheme which links debt relief to the fiscal
performance of a State. We measure improvement of fiscal
performance by comparing the ratio of revenue receipts (including
devolution and grants from the Centre} to total revenue
expenditures in a given year (r) with the average of corresponding
ratios (r*} in the three immediately preceding years. Thus each
State would be considered against its performance in the past.
We suggest that generalised debt relief may take the form of a
certain percentage of repayment falling due in each year of the
period of our recommendations being written off. Only those
repayments as pertain to fresh central loans to the States during
1989-95 and as outstanding on 31st March, 1995 would be
covered. This percentage (R) should be twice the excess of {r)
over (r*) as defined above. The details of this scheme are givenin
Appendix 6.

12.39 We now come to specific relief for all special category
States, and three other States, viz. Orissa, Bihar and Uttar
Pradesh, which are characterised by high fiscal stress as
indicated by an average ratio of interest payments to revenue
expenditure exceeding 17 per cent during 1989-90 to 1993-94.
For these States we recommend writing-off of 5 per cent of
repayment due with respect to fresh central loans given during
1989-95 and outstanding on 31st March, 1995.

Special Loans to Punjab

12.40 An amount of Rs, 1471.90 crores is due for repayment
during 1995-2000 by the Punjab Government on account of
special term loans which were advanced to it to fight militancy and
insurgency. These repayment labilities refer to an outstanding
amount of Rs.5522 crores as on 31st March,1994 as indicated to
us by the State Government. In view of the special circumstances
when these loans were advanced, and the need forthe Statetore-
invigorate its development efforts, it is recommended that one
third of the repayment of principal falling due during 1995-2000 on
these special term loans be waived. The estimated amount of
relief would be Rs. 490.63 crores.

Loan Liabllities of Union Territories Graduating to
Statehood

12.4% The Union Territories of Arunachal Pradesh, Mizoram
and Goa graduated to the status of Statehood in 1987. As Union
Territories they received loans to cover their capital gap and
grants for their rovenue gap. Arunachal Pradesh and Mizoram are
special category States receiving plan assistance by way of
grants and loans in the ratio 90 : 10. In their case, the Ninth
Commission had recommended that the excess of the central
loans received by each of these three States for its pians, upto
1986-87 as Union Territories (and outstanding as on 3ist
March,1990) over what it would have received had it been a full-
fledged State be written off. Outstanding loans remaining after
this write-off, as on 31st March 1990, of each State were thento be
consolidated into one loan. These States have requested for
further specific relief on loans given to them as Union Territories.
We recommend that the scheme of special relief in Para 12.39
should cover the consolidated loans as well.

12.42 Arunachal Pradesh has requested that loan for
payment in respect of helicopters purchased under special



arrangement be written off. The Rangarajan Committee set up by
the Planning Commision in 1991 to suggest durabie solutions for
the financial problems of spacial category States has
recommended this earlier. We also recommend that this be
done.

12.43 The Government of Goa has stated that the loan
liability of the erstwhile Union Territory of Goa, Daman and Diu has
been placed entirely on Goa when it bacame a State. The State
Government pleaded that the loan liability of Daman and Diu
should be separated from the accounts of the State. We
recommend that this matter may be axamined and settled by the
Government of India as quickly as possible.

12.44 Our estimates of debt relief relate to fresh central loans
during 1989-94 and as outstanding on 31st March, 1994 .
However, centrai loans given to the States given in 1994-95
should also be covered by the schemes of debt relief
recommended by us. We suggest that before granting debt relief,
the Ministry of Finance may ascertain the exact amount due for
repayments in the period 1995-2000 with respect to fresh central
loans given during 1989-95 and outstanding as on 31st March ,
1995,

+12.45 We have estimated the quantum of relief on account of
speclal debt relief schemes suggested by us as in Table 3. The
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quantum of relief with respect to the incentive scheme suggested
by us cannot be estimated at this juncture, as it depends on the
future performance of the States. Should the States improve their
performance by, say, 2.5 percentage points, the relief would come
to Rs.565.51 crores, as explained in Appendix 6. Further relief

could accrue to the States from the scheme relating to

disinvestment of equity as stated earlier in Para 12.37. However,
this would depend on the action taken by States and is not
amenable to precise estimation by us.

Table 3
Summary of Special Debt Relief to States
' (Rs. crores)
Relief for 1995-2000
1. High Fiscal Stress States

(i) Bihar 44.54

(i} Orissa 17.50 -
(tiy Uttar Pradesh 104.33
_ (iv) Special Category States 4414
2. Punjab 490.63
701.14

. Total



CHAPTER XIli

DEVOLUTION : AN ALTERNATIVE SCHEME

13.1 Wehave indicated sarlier in our approach thatwe favour
a system of vertical resource sharing in which central taxes are
pooled and a proportion devolved to the States. In the context of
the current economic reforms, this new arrangement is likely to
have distinct advantages over the present system. We now set
out our alternative scheme of devolution.

13.2 The main benefits resulting from this new arrangement
may be listed as below:

a) With a given share being allotted to the States in the
aggregate revenues from central taxes, States will be
able to share the aggregate buoyancy of central
taxes.

b} TheCentral Government can pursuetax reforms without
the needto consider whether a tax is shareable with the

States or not.

¢) Theimpact of fluctuations in central tax revenues would

be felt alike by the Central and State Governments.

d) Should the taxes mentioned in articles 268 and/or 269
form part of this arrangement, there wiil be a greater

likelihood of their being tapped.

13.3 In the framework of cooperative federalism, the
Constitution currently provides for sharing of two taxes, income
tax and Union excise duties, with the States. India's economic
space is occupled in common by the Centre and States. Recent
aconomic reforms including tax reforms, have underlined this fact.
The progress of reforms will be greatty facilitated if the ambit of tax
sharing arrangment is enlarged so as to give greater certainty of
resource flows to, andincreased flexibility in tax reformfor, the two
layers of government. The Indian tax system, heavily dependent
on indirect taxes, with Union excises and State sales taxes
comprising the core of the domestic trade taxes, suifers from
many deficiencies like high and multiple tax rates, taxation of
inputs and cascading, exclusion of services from the tax base,
multiplicity of exemptions and concessions through notifications
and lack of harmony in the tax systems of States. The country
needs a climate in which there is greater harmonisation of State
taxes in terms of their rates, structure and procedures as also
greater Centre-State harmonisation in domestic trade taxes.

13.4 The relevant ratios determining the vertical aliocation
in tax devolution have remained at 85 per cent in the case of
income tax and at 45 per cent for Union excise duties for the past
ten years. As the share of the Central Government inincome tax is
only 15 per cent it has often been claimed that the Centre has
shown lack of interedt in tapping this source of revenue fully. A
similiar lack of interest is adduced as a reason for the tax sources
under articles 268 and 269 remaining unexploited or
underexploited. Similarly, it is believed that the large share ot
Union excise duties accruing to the States has reduced the
flexibility of the Centre in the choice of tax measures. The Ministry
of Finance itself has said in its memorandum : "If the Central
Govemnment raises more through personal income tax ... as much
as 85 per cent of the increase will go to the States. Similarly, inthe
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case of the Union excise duty, 45 per cent of any increase in the
yield will acerue to the States. Hence, if the Central Government
wishes to raise Rs. 100 crores for itself, through Union excise
duties, it wouid have to raise around Rs. 182 crores. To get the
same Rs. 100 crores through a rise in the personal 1ax yield, the
Central Government would have to raise Rs. 667 crores!".

13.5 Of the major Central taxes, the two taxes presently
shareable seemto be less bucyant than the othertwo asis evident
from Table 1. An advantage of pooling these Central taxes would
be that both the Centre and the States would share in the
buoyancy of aggregate revenues. This would be of particular
advantage in a period of tax reform, when relative buoyancies
undergo changes.

Table 1
Revenues from Major Central Taxes: Growth Rates

Average Annual Growth Ratas

70/71-79/80 80/81-89/90 7/71-89/90
Corporation Tax 1442 17.15 15.7¢
Income Tax other
than Carporation tax ~ 12.76 14.83 13.80
Customs Duties 20.96 20.03 20.49
Excise Duties 14.10 14.31 14.20

Source: Interim Report of the Tax Reforms Comimittee, Ministry
of Finance, Government of india, page 24

13.6 In their memoranda to us, States have generally urged
us to move towards a larger pool of revenues from which they can
be assigned a share. Many States have urged that corporation tax
and income tax should be pooled together and then distributed.
Orissa has suggested the inclusion of receipts from penalties,
interest recoveries and surcharges on income tax in this pool.
Rajasthan has suggested that capital receipts accruing from pre-
emptive purchases and sale of immovable properties should form
part of the income tax proceegds. Tamil Nadu has suggested that
proceeds from the pre-smptive purchase of properties, penalties
and interest recoveries, tax on Union emoluments, cost of
collection and miscellanegus receipts should be included in the
pool. Karnataka and Uttar Pradesh have suggested that all
Central taxes should be made shareable.

13.7 The Ministry of Finance, Govemment of India, at one
stage, made the suggestion that in the longer term context, we
may wish to examine the desirability of changing the pattern of tax
sharing such that the entire tax revenues of the Centre (except
Union surcharges) become shareable. It also said, however, that
the percentage may be pitched at 22-23 per cent and that it should
remain fixed for 20 years.

13.8 Notwithstanding the present Constitutional position,
Finance Commissions in the past have noted, with concern, thata
share was not being assigned to the States in the proceeds of the
corporation tax. The Third and Fourth Commissions took this
factor into account for raising the States' share inincome tax from



60 to 66 2/3, and to 75 per cent, respectively. The Third
Commission had also raised the number of items of excise to be
shared to compensate for the loss. The Sixth Commission had
suggested a review of this issue by the National Development
Council and the Seventh Commission had also suggestedthatthe
Centre may hold consultations with the States in order to settle the
pointfinally. The Eighth Commission had axpressed the view that
since the corporation tax had shown a high elasticity, it would
seem only fairthatthe States should have access to such asource
of revenue. ‘

13.9 The Sarkaria Commission had aiso examined this issue
atlength. Itfavoured bringingthe corporationtaxintothe divisible
pool as part of permissive participationlike that of the Union excise
duties. It suggested that this may be accomplished by a sujtable
Constitutional amendment.

13.10 The Chelliah Commitiee on Tax Reforms (1991) hés
expressed the view that the present Constitutional provisions
regarding tax sharing nead to be re-examined. In this context, the
Committee observed in its Interim Report (p. 45) as follows: "The
task of fiscal adjustment at the Centre has been rendered more
difficult because of the compulsions arising from the formula of tax
sharing with the States. ... The percentages of the taxes to be
shared with the States are not specified in the Constitution, but are
left to be decided by the President after he considers the
recommendations of the Finance Commission in this. regard. At
present tax devolution to the States constitutes around 24 per
cent of gross Central Government tax revenues. With the
consent and cooperation of the States the relevant constitutional
provisions could be amended to the effect that 25 per cent of the
aggregate tax revenues of the Centre shall be shared with the
States. There would be certainty then for the States and the Union
regarding what revenues would accrue to their respective
budgets and the Centre would not have to distort its pattern of
taxation by being virtually compelled to raise non-shareable
taxes."

13.11 The Constitution provides for the division of functions
and sources of revenue between the Central and State
Governments vide three lists contained in the Seventh Schedule,
viz. Union List, State Listand Concurrent List. Article 270 makes it
mandatory to share income tax with the States. Article 272
provides for a discretionary sharing of Union excise duties. The
sharing of corporation tax has, however, been excluded by a
specific provision in Article 270. In addition, the following
proceeds of income tax are excluded from being shared with the
States:

i) proceeds attributable to the Union Terrilories;
i} taxes payable in respect of Union emoluments;
ill) surcharge.
Duties set out in article 268 are such as may be levied by the
Centre but the States collect and appropriate the proceeds within
their respective areas. Article 269 specifies taxes that are to be

levied and coliected by the Government of india but the proceeds
are wholly assigned to the States.

13.12 Assigning a share in the total proceeds from central
taxes to the States would require suitable amendments to the
Constitution. While doing s0, the power of the Union to levy and
collect all taxes in the Union list should not be qualified by the
proposal to transfer a certain percentage of specified central
taxes to the States. In other words, while all List | taxes remain
Union taxes and the proceeds of no particular tax shall be deemed
“divisible’, the States will be entitled to a prescribed percentage of
the tax receipts of the Union.

13.13 We are proposing a share of the States based on the
amounts currently accruing to the States. For this purpose we
have distinguished between shares in income 1ax , basic excise
duties and grants in lieu of tax on rallway passenger fares as a
proportion of central tax revenues (s1) on the one hand and the
share of additional excise duties onthe other (s2). The share ol the
States in these taxes is given in Table 2.

Table 2
Share of States in Aggregate Central Tax Revenues
81 s2 s

1879-80 25.66 292 28.58
1980-81 26.00 294 28.94
1981-82 24.11 3.00 271
1982-83 23.57 278 26.35
1583-84 2227 3.16 2543
1984-85 21.15 3.56 24.71
1985-86 23.26 3.20 26.46
1986-87 2285 325 26.10
1987-88 22.53 320 25.73
1988-89 21.29 2.9 2420
1989-80 2277 3.04 2581
1990-91 22.60 2.90 25.50
1991-82 2290 2.85 25.75
1992-93 24.69 3.01 27.70
1993-84 (RE) 26.20 298 29.18
1994-95 (BE) 25.15 3.02 28,17
Average:

1979-84 2432 2.96 27.28
1984-89 2222 322 25.44
1990-85 24.31 295 27.26

Notes: S1=Share of States in income tax, Union excise duties,
estate duty, and grant in lieu of tax on railway
passenger fares as percenlage of total Central tax
revenues (incl. AED).

52 = Ravenue from additional excise dutias transferred
to the States as percentage of total Central tax
ravenues.

5=81+82

Source: Finance Accounts, Govemment of india.
Receipts Budet, Central Government, 1994-95.

13.14 It will be noticed that during the period covered by the
reports of the Seventh, Eighth and Ninth (1980-95) Commissions,
the average value of 51 has been 24.32, 22.22 and 24.30 per cent
and that of §2 2.96, 3.22 and 2.95. Having regard to these values,
and the fact that we are recommending inclusion of some taxes
underarticle 269 in the central pool, we recommend that the share
of States in the gross receipts of central taxes shall be 26 per cent.
We turther recommend that the tax rental arrangement should be
terminated, and additional excise duties merged with basic excise
duties. These three commodities should not be subject to States
sales tax. Having done so we recommend a further shargpotthree
per cent in the gross tax receipts of the Centre for the States inlieu
of additional excise duties. These shares of twenty six and three
per cent respectively should be suitably provided for in the
Constitution and reviewed once in 15 years. We have used the
~+tarion of revenue equivalence only for the Intial fixing of the



above ratios. We are not recommending revenue equivalence as
a principle. It would not be relevant to consider in future what the
share of the States would have been had they been getting shares
individually in income tax and Union excise duties as at
present.

13.15 The proceeds of taxes under articles 268 and 269,
except in so far as they relate to the Union Territories, do notform
part of the Consolidated Fund of India, and are wholly assignabie
to the States. There is a distinction between articles 268 and 269
in so far as this assignment is concemned. In article 268, the
Constitution provides that the proceeds of taxes leviable within
any State shall be assignedto that State. Article 269 provides that:
" The net proceeds....shall be assignedto the States within which
that duty or tax is leviable in that year, and shall be distributed
among those States in accordance with such principles of
distribution as may be formulated by Parliament by law". Among
the taxes coverad by aticle 269, estate duty has now been
abolished. The tax on raftway passenger fares was also repealed
in lieu of which the States are given a grant. The important taxes,
from the viewpoint of revenus, are the central sales tax, and the
consignment {ax.

13.16 With the Central Sales Tax Act, 1956, the power tolevy
the tax on inter State sales has been effectively delegated to the
States. A State levies tax on Inter-State sales originating in its
territory and retains the proceeds . The maximum rate of tax,
currently 4 per cent, is prescribed by the Central Government.
Such a tax is viewed as fragmenting the national market, and may
be considered as an insfficient source of raising revenues. The
consignment tax raises similar problems. The very reason why
the power to levy these taxes was vested in the Centre was to
avoid their misuse or overuse at the cost of fragmenting and
distorting the domestic market.

13.17 We believe there is some advantage in retaining a
system such as in article 268, where a tax is levied by the Union
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Government but coliected and retained by the States, in the
interest of unitormity of rates. Because Centrai sales tax, already
being levied, and consignment tax, if and when levied, are similar
to the taxes under article 268, we have decided to keep them out of
the pool of central taxes. All other taxes in article 269 shall form
part of the central pool.

43.18 In recommending that these taxes form part of the pool,
we are guided by the consideration that this will induce the Centre
to exploit these tax bases which are not currently being tapped.
States will also benefit from such exploitation of tax bases. We are
of the view that while article 268 taxes may be kept out of the
arrangement of fixing a common share for all central taxes being
suggested here, all article 269 taxes except Central sales tax and
consignment tax should be brought within the purview of these
arrangements.

13.19 There has been occasion in the past when the Centre
had to augment its revenue for meeting emergent but temporary
needs. In such circumstances a surcharge on income and
corporation tax was imposed. Such occasions may arise in future
also. The Centre should, therefore, continue to have the powerto
levy surcharges for the purposes of the Union and these shouldbe
excluded from the sharing arrangements with the States which
are recommended above,

13.20 We have racommended the share of States in income
tax, Union excise duties, additional excise duties and grants in
fieu of tax on railway passenger fares in accordance with our
terms of reference. However, we would recommend that the
alternative scheme of resource sharing suggested by us may be
brought into force with effect from Ist April, 1996 after necessary
amendments to the Constitution. This should not affect the inter-
se shares and grants recommended by us.



CHAPTER XIV

NATIONAL SECURITY

141 Our terms of reference require that in making our
recommendations we should have regard, among other factors,
to the resources of the Central Govemment and the demands
thereon, in particular, on account of expenditure on civil
administration, defence and border security, etc. Earlier
Commissions were also required to take into account the
demands of defence while assessing the resources of the Central
Govemment. Defence expenditure, like interest payment, is
major component of the central expenditure. Both however,
display rigidity to any downward adjustment.

14.2 We felt that our Commission, tenth since the
commencement of the Constitution, should give'more than an
incidental attention to the assessment of defence and security
related expenditure. We, therefore, decided early on in our
deliberations to carry out a detailed study of the requirements of
defence expenditure so as to accord it a proper weight while
assessing the rasources of the Centre.

14.3 The in-house study on defence expenditure is, for
reasons of confidentiality, being forwarded separately to the
Ministry of Defence. We expect the Ministry to take full advantage
of the findings. Here we would only like to state that the estimates
emetrging from the study are broadly in line with the over-all
projection of defence expenditure made by the Ministry of Finance
in its forecast. We have, therefore, accepted the forecast of the
Ministry of Finance but adjusted it to neutralise the year-by-
year inflation rate, as assumed by us for the period 1995
2000.

14.4 We wouldlike to highlight some of the broad conclusions
prompted by the review. These are :

i) A large part of the allocations for defence are pre-
empted by manpower costs anid related expenditure.
Since 1986-87, these have grown at an average rate of
13.4 per cent per annum. As against this the total
defence budget during the last five years has grown
annually only at an average of 11.9 per cent. It is
important to protect the availability of funds for the
purchase of hardware, particularly spares and
equipment.

i} The expsnditure on defence pensions has risen from

Rs.479.88 crores in 1984-85 to Rs.2706 crores in 1994-

95. There is an urgent need to contain the rising bill on

pensions.

Linked with the reduction in expenditure on pensions is
also the consideration of reducing the age profile of
combatant troops.

i

iv) There is a need to examine the possibilities of optimal
utilisation of avallable resources by prioritising defence
expenditure . A pattern of inter-service allocation of

resources best suited to obtain a balanced force
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structure, the need for adequate funding for spares
replenishment and for training purposes, a cost-
effective mix of weapon systems, the balance between
new acquisitions and upgradation of the existing
hardware and facilities, more economical attematives to
current structures and capabilities, etc. are some of the
factors which need to be evaluated in the context of a
comprehensive assessment of threats and security
requirements of the country.

Since the defence and para-military forces have been
quite often utilised on the maintenance of law and order
duties in States, a revised balance should be evolved
between the roles of local police, on the one hand, and
that of the defence and para military forces on the other,
It a holistic view of the intemal and extemal security
scenario is taken, itwould suggestthat the local law and
order problems are best left to be dealt with by a
strengthened local police force, sultably supplemented
by the State's own armed police. it would reduce the
strain placed on the resources of the para-military and
defence forces.

v)

vi) Common recruitment and training of para-military forces
engagedonthe borders and combatant troops servingin
the army would facilitate soldiers moving over to the
para-military formations after an initial period of, say,
seven years service. A certain percentage of vacancies
in various government organisations in the States and at
the Centre are already reserved for ex-servicemen, Fuil
use should be made of these quotas to facilitate the
absorption of servicemen. The defence ministry and the
amed forces, who have a large number of non-
combatant posts, should take a lead in this matter. This
would not only enable the army to maintain a youthful
profile of its combatant troops but also reduce its
pensionary commitments in future.

vii} The present budgetary system for defence is not
conducive either to yielding relevant management
information regarding the cost of a job or service done or
utilisation of resources. A less opaqus and feasible two
part-budgetary scheme, involving inputs and outputs
(missionfunction) should be adopted.

14.5 What is stated above illustrates the kind of action that is
needed 1o evolve an integrated, cost-effective system of national
security. It is not possible for us to go into the myriad aspects of
national security which, to our way of thinking, would also involve
the States. We, therefore, recommend that a High Powered
Committee should be set up to review the entire security scenario -
both extemal and internal - and determine the role, organisation
equipment and funding requirements of various agencies
involved in meeting the present and emerging threats to the
country's peace and integrity.



CHAPTER XV

- GENERAL OBSERVATIONS

Introduction

15.1 We have, through our reassessment and
recommendations, tried to evolve a certain vision of the overall
fiscal profile of the economy by 2000A.D. in approaching our task
and working out a design of resource sharing we have been
guided by considerations of equity and efficiency. Our
recommendations ranging from devolution to distribution and our
method of balancing of revenue account take cognizance of the
influence on and sffect of macro-economic variables operatingon
the real and manetary sides of the economy. As indicated in

Chapter I, to the extent possible, we have taken an Integrated

view of thefinances of the country. Ifthe fiscal profile envisagedby
us is to be fully realised, the Centre and States would have to
devote attention to certain areas which we have chosen to
highlight in this Chapter. These areas relate to fiscal discipline;
reform of the tax system; planning process and institutional
changes in the context of economic reform; decentralisation of
development. Each of these requires far-reaching changes in
policies and attitudes and some of them point in the direction of
changes in the relevant constitutional provisions. We now tumto a
brief discussion of these issues.

Fiscal Discipline

15.2 The previous chapters of our Report have clearly

brought out the sad story of rapid deterioration in the financial
positiop of the Central and State Govemments. While the
potentipl for raising resources is inadequately utilised,
expenditures have continued to mount. The report of the National
Development Council Committee on Austernity contains many
useful recommendations which still deserve consideration. We
think it is of the utmost importance that the growth of expenditure
on revenue account is curbed and a serious aftempt made to
contain itwithin revenue receipts so that governments do notincur
additional debt, as they have been doing, to mest current
expenditure which does not generate a return to service the debit.
While borrowing for capital expenditure is in order, the projects for
which such debts are incurred must eam adequate retumns. Itis a
matter of serious concemithatinvestments in irrigation, powerand
road transport, which constitute the bulk of State Govemment
investments do not yield enough retums. A shortsighted
perception of political necessity, perhaps, has persuaded State
after State to fix user charges in irrigation and power at levels
which do not cover even the operation and maintenance
expenditures in irrigation and generate meagre surpluses, if at all,
in power. Several State Electricty Boards are over-staffed and
run at substantial losses. The artificially depresed user charges
resultin a criminal waste of water and electricity - both very scarce
resources. Several studies have shown that the marginal benefit
of irrigation to the farmer far exceeds what he currently pays for
waterand evenif the rates were raised to yield an adequate retum
on capital, they would still constitute only a smail percentage of
the additional production generated by irrigation. There is no
justification that can be reasonably adduced for power and
irigation rates to be so heavily subsidised. We would recommend
that a national consensus on irrigation and power rates should be
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evolved sooner rather than later to stem the rot in these sectors.
No society can move forward if its citizens are encouraged 1o
believethatcostsofservicesdonothavetobebomebythosewho
benefit from them, especially when capacity to pay is not a
constraint, Other central subsidies need to be phased out as
quickly as possible, and these on food better targetted.

15.3 Fiscal discipline does not stop at bridging the revenue
deficit, which in itself would be a very major step forward. Qur
forecasts do not suggest that this can be achieved by the year
2000, but every effort must be made to do so within the
subseguent five years. This will require a careful look at both plan
and non-plan expenditures. Equally important is to ensure that
resources are not diverted from the pumposes for which they are

‘allocated. We came across a case of money meant for flood relief

being used for building a sports stadium which exemplifies the
extent to which fiscal discipline is eroded. The poor state of
accounts in some States and the failure to complete accounts of
State enterprises, for several years on end are other examples of
such erosion. We would recommend that the Comptroller and
Auditor General should constitute a task force to identify lapses
from the prescribed norms and procedures and initiate corrective
action. The report of the task force should be made public.

15.4 More generally, expenditure control should involya
questioning every item of expenditure evety year, rather than
giving automatic approvals on the basis of continuity of schemes
or projects. Over the years employment in government has grown
manifold. There is scope for Central and State Governments to
shed many an activity and absorb the staff rendered surplus in
other activities and to encourage them to avail of retirement with
attractive benefits. Viable methods of reducing the strength of
government smployment must be explored, otherwise, economic
retorm may lose its way in a new bureaucratic maze. _

15.5 Economies in expenditure have many dimensions
and we do not wish to deal with the matter in great detail. it is well
knownthatthere are leakages in many departments and schemes
and only a part of the expenditure reaches the ultimate
beneficiary. Accessibility to funds must be linked to performance.
And a machinery must be established for close monitoring
detecting leakages and punishing the Quilty.

15.6 Selsctive privatisation of public enterprises wili relieve
the Governments of the burden of recurring losses while at the
same time giving them the benefit of a one-time accretion to their
resources. Privatisation should be viewed as a method of
providing the same service in a cost-effective manner and raising
resources which can be deployed to reduce the accumulated
debt.

15.7 In the area of Centre-State relations, there is one
specific matter to which we would like to draw attention. It is the
persistence of a large number of centrally sponsored schemes.
Although & number of them have been closed down following a
review by a committee set up by the National Development
Council , these were relatively small, representing an annuai
provision of only about Rs.200 crores, as against a total for all



centrally sponsored schemes of about Rs. 14,000 crores. Central
intervention through such schemes is presumably acceptable to
the States because they carry with them additional resources.
Their continuance makes for large and sprawling bureaucracies
at the Centre dealing with what are primarily State subjects - e.g.
agriculture, rurai development, education and public health,
Given adequate decentralisation, it should be possible to effect
considerable economies in such Ministries,

Reform of the Tax system

158 Centre-State financial relations will necessarily
undergo a change with the progress of tax reform at the Centre
and in the States. Atthe Centre, a major structural change which
has occurred is the decline in the importance of customs as a
source of revenue. This is a consequence of the opening up of the
economy and the policy of progressively reducing customs duties
on capital goods, raw materials end components. The policy of
further liberalising imports, it necessary with a high customs tariff
on sectors like consumer goods, will, apart from inducing greater
efficiency in production, ensure that the growth in customs
revenue does not decline rapidly. The reassessment of the
Centre's revenues made by us (see Chapter IV) makes an jmplicit
assumption that this will be the case.

159 Asforexcise duties, the Centre has adopted the policy
of moving over to ad valorem rates and extension of MODVAT.
Several variants of introducing a full-fledged value added tax
{VAT) have also surfaced in.discussions. One such is that the
Centre would levy VAT upto the wholesale stage, leaving it to the
States to move over from sales tax to VAT beyond the wholesale
stage. Another is a comprehensive VAT levied by the Centre but
collected by both the Centre and the States, the proceeds to be
shared with the States. Whichever of the various versions is
adopted eventually, it is clear that the system of indirect taxation
comprising excise duties and sales taxes requires an overhaul in
order to remove the delsterious impact it has on economic activity
and exports through cascading and lack of transparency.
Meanwhile, the widely varying sales tax rates and numerous
exemptions and incentives announced by the State Governments
to attract investment distort investment and production and result
in an avoidable loss of revenue for the States. Harmonisation of
rates and incentive structures should be brought about through
agreement among the States. One possibility would be to evolve
two or more broad bands for sales tax uniformly in all states.

Planning Process and Institutional Reform

15.10 We were considerably handicappedin our work by the
fact that the period of our Report does not coincide with the period
of the plan. The Eighth Plan runs from April 1992 to March 1997
whereas the period for which we are required to make our
recommendations runs from April 1995 to March 2000, with-an
overlap with the Eighth Plan of two years. Inthe existing scheme of
things, expenditures on plan schemes completed at the end of a
plan are treated as committed non-plan expenditures in the
subsequent plan period. Our terms of referance specifically
require us to have regard to maintenance expenditure on plan
schemes to be completed by 31st March, 1995, Since itis not the
practice of the State Governments to move expenditures on
completed schemes to the non-plan category until the end of the
plan period, we have perforce had to take recourse to a broad
estimation of such expenditures. In the absence of a common
time-frame, we have not been able to take a view of the total
revenue expenditure of the Centre and the States, both plan and
non-plan, which would have been necessary for dealing fully with
para 4(i} of our terms of reference. We believe it is important to
synchronise the period of recommendations of a Finance
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Commission with that of a Five-Year Plan. in the past, due
racognition was given to this factor and up to the Seventh
Commission the periods were synchronised. The issue is urgent
and shouid be dealt with while determining the period for the next
plan .

15.11 Itis becoming quite clear that the planning process will
have to underge a material change in the wake of the economic
reforms now underway. The Planning Commission itself is
conscious of this and has taken an initiative to start a debate on the
subject. The greater market orientation of the economy and the
enhanced role for private and foreign investment will put
additional responsibility on the public sector to strengthen the
economic and sociai infrastructure and reinforce the legislative,
legal and judicial processes which make for good governance. In
particular, public outlays on education and health will need to be
increased substantially. This means a greater responsibility for
State Governments whose resource base will have to be
correspondingly augmented. Since the bulk of such outiays are on
revenue account, we think that it should be the responsibility of
future Finance Commissions to deal with them along with revenue
receipts, It follows that the present artificial distinction between
plan and non-plan expenditures, which runs across revenue and
capital budgets shall be replaced by the simpler and
conventionally well recgonised distinction between revenue and
capital. Future Finance Commissions may be required to examine
the aggregate requirements on revenue account and recommend
means to bridge the revenue gaps.

15.12 We are conscious that the current distinction between
plan and non-plan expenditures serves the purpose of
demarcating new from old schemes. We think, however, that the
distinction may have had the perverse impact, as explained in an
earlier chapter, of resulting in the neglect of maintenance of
capital assets. The cruclal point is the criterion of borrowing; it
should be for activities which generate adequate retumn to service
debt. Gther activities mustbe a charge on current revenue or such
funding as may be created from revenues from time to time to
finance lumpy expenditures.

Decentralisation

15.13 Because of the 73rd and 74th 'amendments to the
Constitution, Finance Commissions will be required in future to
suggest measures in the light of the recommendations of the
State Finance Commissions. We believe it is important that the
panchayati raj institutions "are firmly established and
strengthened. Equally, we think it is necessary to guard against
generation of dependency for resources at each sub-national
level. The three-tier structure, with two layers of Finance
Commissions, may generate expectations that in the end it will be
the responsibility of the Centre to channel resources through the
State Governments to the panchayats and urban local bodies.
The fiscal system can scarcely meet such expectations.
Panchayats and urban local bodies need to have well-defined
sources of income and taxing powers. They must be encouraged
to exploit them to the tull, relying on transfers from the above only
at the margin and preferably on a matching basis.
Decentralisation of the development process is a desirable
objective. But it can prove effective only if local resources are
mobilised for local development, thus ensuring minimum leakage
and cost-effective deployment.

15.14 We are of the view that in order to ensure continuity
and advance preparations, a permanent Finance Commission
Division may be created in the Ministry of Finance with an officer-
oriented composition. We endorse the recommendations of the
Eighth Finance Commissionin this regard containedinpara 16.12
of their report which reads:

"16.12 The Division, which we propose, should have the



following functions:-

(
(i)

LY
(iv)

v

to watch the implementation of the recommendations
of the Finance Commission;

to watch closely and analyse the trends in the receipts
and non-plan expenditure of the State Governments
and identify the reasons for variation between actuals
and estimates made by the Finance Commission ;

to monitor and evaluate the utilization of upgradation
grants;

to preserve the records of the pravious Commissions,
and take such necessary action to obtain future
information as might be of use fo the future
Commissions;

1o conduct studies and publish papers and data having
a bearing on State finances.
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The Division should be actively associated with the annual
pian exercises of the Planning Commission so that the
maintenance of assets already created does not suffer from either
lack of attention or lack of resource-allocation because of the
anxiety of the States to have progressively larger Plan."

15.15 We have noted that thers is aiready a Finance
Commission division in the Ministry of Finance. It is, however, no
more than a cell. We are in full agreement with what the Eighth
Commission had recommended and would urge that a full-
fledged Division, appropriately staffed, and with adequate
technical expertise, be created at the earliest under a senior
officer and made to function within the Ministry of Finance sothat it
can discharge the functions indicated above. State Governments
may also be asked to designate officers whose duty it would be to
lisise with the Division to ensure continuity of contact and
updating of information.



CHAPTER XVI

SUMMARY OF RECOMMENDATIONS

16.1  Our important recommendations to the President
are set out below.

Income Tax

16.2 We recommend that for each financial year in the
period 1995-96 to 1999-2000 :

{a) Out of the net distributable proceeds of income tax, a sum
equal to 0.927 per cent shall be deemed to represent the
proceeds attributable to Union Territories.

(b} The share of the net proceeds of income tax assigned to
the States shall be 77.5 per cent.

(c} The distribution among States of the share assigned to
them in each financial year should be on the basis of the
" percentages shown in the Table below :

Income Tax : Shares of States 1995 - 2000

State Per cent
Andhra Pradesh 8.465
Arunachai Pradesh 0.170
Assam 2.784
Bihar 12.861
Goa 0.180
Gujarat 4.046
Haryana 1.238
Himachal Pradesh 0.704
Jammu & Kashmir 1.097
Karnataka 5.339
Kerala 3.875
Madhya Pradesh 8.260
Maharashtra 6.126
Manipur 0.282
Meghalaya 0.283
Mizoram 0.149
Nagaland 0.181
Orissa 4.495
Punjab 1.461
Rajasthan 5.551
Sikkim 0.126
Tamil Nadu 6.637
Tripura 0.378
Uttar Pradesh 17.811
Waest Bengatl 7.471
TOTAL 100.000
{(Para 5.47)

Union Excise Duties :

16.3 Werecommendthat 40percent of the net proceeds of
Union excise duties during each financial year in the period 1995-
96 to 1999-2000 should be distributed as per the shares in the
Table below:

40 per cent of the net proceeds of Union Excise Duties :
Shares of States 1995 - 2000

State Per cent
Andhra Pradesh 8.465
Arunachat Pradesh 0.170
Assam 2.784

Bihar 12.861
Goa 0.180
Guijarat 4.046
Haryana 1.238
Himachal Pradesh 0.704
Jammu & Kashmir 1.097
Karnataka 5338
Kerala 3.875
Madhya Pradesh 8.290
Maharashtra 6.126
Manipur 0.282
Meghalaya 0.283
Mizoram 0.149
Nagaiand 0.181
Orissa 4.495
Punjab 1.461
Rajasthan 5.551
Sikkim 0.126
Tamit Nadu 6.637
Tripura 0.378
Uttar Pradesh 17.811
West Bengaf 7471
TOTAL 100.000
{Para 5.48}

16.4 Wealsorecommendthatthe remaining7.5 per cent of
the net proceeds of Union excise duties be distributed among the
States in accordance with the shares specified by us for each
financial year in the period 1995-96 to 1999-2000 as givenin the
Table below,

Shares of States in 7.5 per cent of the
net proceeds of Union Excise Duties

{per cent)

State - 1995-96 1996-97 1997-98 1998-99 1999-2000
(1) {2) (3) {4) (5) (6)
Andhra Pradesh- 12.069 7.988 0.000 0.000 0.000
Arunachal Pradesh 3.410 4300 5.871 6.224 6.667
Assam 8.543 9.836 11.849 10748 89.290
Bihar 6.434 2965 0Q.000 0.000 0.000
Goa 0.973 1.058 1.161 0.917 0604
Himachal Pradesh 8.816 10.744 14.057 14.230 14.338
Jammu & Kashmir13.266 16.491 21985 22741 23.700
Manipur 3930 4891 6602 6917 7.348
Meghalaya 3.580 4.403 5815 5,994 6.130
Mizoram 3.676 4.628 6.278 6.784 7.074
Nagaland 5818 7417 10247 11.072 12.025
Crissa 4815 5248 4934 2773 0.680
Rajasthan 0.835 0000 0.000 0.000 0.000
Sikkim 1199  1.473 1.938 1.982 2.055
Tripura 5465 6.807 9263 9618 10.089
Uttar Pradesh 17.061 11.751 0.000 0.000 0.000
TOTAL 100.000 100.000 100.000 100.000 100.00

(Para 5.49)



Devolution : An Alternative Scheme

16,5 Having regard to the share of States in income tax,
Union excise duties, and grant-in-lieu of tax on railway passenger
fare in total central tax revenues ( including additiona! excise
duties), and the fact that we are recommending inclusion of some
taxes under article 269 in the central pool, we recommend that the
share of States in the gross receipts of central taxes shall be 26
percent: We further recommend that the tax rental arrangement
should be terminated, and additional excise duties merged with
basic excise duties. These three commodities should not be
subject to States sales tax. Having done so we recommend a
further share of three per cent in the gross tax receipts of the
Centre for the States in lieu of additional excise duties. These
shares of twenty six and three per cent respectively should be
suitably provided tor in the Constitution and reviewed once in 15
years.

(Para 13.14)

16.6 We believe there is some advantage in retaining a
system such as in article 268, where a tax is levied by the Union
Government but collected and retained by the States, in the
interest of uniformity of rates. Because Central sales tax, already
being levied, and consignment tax, if and when levied, are similar
tothetaxes under article 268, we have decided to keep them out of
the pool of central taxes. All other taxes in article 269 shall form
part of the central pool.

(Para 13.17)

16.7 The Centre should continue to have the power fo levy
surcharges for the purposes of the Union and these should be
excluded from the sharing arrangements with the States.

(Para 13.18)

16.8 We would recommend that the alternative scheme of
resource sharing suggested by us may be brought into force with
eftect from Ist April, 1996 after necessary amendments to the
Constitution. This should not affect the inter-se shares and grants
recommended by us.

(Para 13.20)
Additional Duties of Excise

168 The share of Union tenitories amounting to 2.203 per
cent should be retained by the Central Government. We
recommend that the balance should be distributed among the
States as shown in the Table below.

State Percentage share
Andhra Pradesh 7.820
Aruncahal Pradesh 0.104
Assam 2.483
Bihar 7.944
Goa 0.232
Gujarat 5.995
Haryana 2.366
Himachal Pradesh 0.595
Jammu & Kashmir 0.855
Karnataka 5744
Kerala 3.740
Madhya Pradesh 7.236
Maharashtra 12.027
Manipur 0.197
Meghalaya 0.188
Mizoram 0.079
Nagaland 0.137
COrissa 3.345
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Punjab 3.422
Rajasthan 4.873
Sikkim 0.053
Tamilnadu 7.669
Tripura 0.286
Uttar Pradesh 14573
West Bengal 8.036
TOTAL 100.000

(Para 6.19)

16.1¢ We recommend that :
i)  The guantum of the grant in lieu of

Grants-in-lieu of tax on Railway Passenger Fares

the Railway

Passenger Fares Taxfor 1995-2000 should be Rs.380

crores annually.

iy Theshares of States inthe grantwould be asinthe Table

below :
State Percentage share
Andhra Pradesh 8.345
Arunachal Pradesh 0.605
Assam 1.368
Bihar §.326
Goa 0.194
Gujarat 6.901
Haryana 1.917
Himachal Pradesh 0.108
Jammu & Kashmir 0.728
Karnataka 3.388
Kerala 3.485
Madhya Pradesh 6.882
Maharashtra 17.548
Manipur 0.018
Meghalaya 0.034
Mizoram 0.001
Nagaland 0.145
Qrissa 1.715
Punjab 3.280
Rajasthan 4.445
Sikkim 0.010
Tamil Nadu 6.458
Tripura 0.039
Uttar Pradesh 15.568
West Bengal 8.082
Total 100.000
(Para 7.12)

Upgradation Grants

16.11 Werecommend a total sum of Rs 2,608.50 crores

as grants for upgradation and special problems for the periad
1995-2000.

(Para 8.15)

Financing of Relief Expenditure

16.12 The amountworked out for all the States for the period
of our Report is Rs.6304.27 crores. Out of this, the Centre will be
required to contribute Rs.4728.19 crores ( 75 per cent) and the
States Rs.1576.08 crores (25 per cent). We recommend the
continuation of the current scheme of the Calamity Relief Fund
with modifications suggested by us.

{Para 9.15)

16.13 We propose that in addition to the Calamity Reliet
Funds for States, a National Fund for Calamity Relief should be



created to which the Centre and the States will contribute and
which will be managed by a National Calamity Relief Committes
on which both the Centre and the States would be represented.

(Para 9.18)

16.14 The size of the National Fund for Calamity Relief
would be Rs.700 crores, to be built up over the period 1995-2000,
with an initial corpus of R8.200 crores to which the Centre would
contribute Rs.150 crores and the States Rs.50 crores in the
proportion of 75:25. In addition, for each of the five years from
1985-96 to 1999-2000 the contributions of the Centre and the
States would be Rs.75 crores and Rs.25 crores respectively.
The contribution by both the Centre and the States would be made
annually in the beginning of the financial year. Contribution of
States inter-se would be in the same proportion as their estimated
total tax receipts after devolution.
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Grants for Local Bodles:

16.156 A total grant of Rs 5,380.93 crores should be made
available to the States in four equalinstalments commencing from
1996-97.

{Para 10.20)

Grants-in-Aid

16.16 We recommend grants-in-aid, to be given to the States
under the substantive portion of Article 275(1), equal to the
amount of the deficits as estimated for each of the ysars during
1985-96 to 1999-2000. These amounts have been specified inthe
Table below:

(Para 9.20) (Para 11.12)

1995-96 1986-97 1997-98 1998-99 1999-00 1995-2000

Andhra Pradesh 483.47 202.98 0.00 0.00 0.00 686.45
Arunachat Pradesh 136.60 109.26 4563 16.11 0.00 307.60
Assam 342.20 249.94 92.08 27.81 0.00 712.03
Bihar 257.72 75.34 0.00 0.00 0.00 333.06
Goa 38.98 26.88 9.03 237 0.00 77.26
Himachal Pradesh 353.11 273.00 109.25 36.82 0.00 772.18
Jammu and Kashmir 535.39 419.05 170.85 58.84 0.00 1184.13
Manipur 157.43 124.28 51.31 17.90 0.00 350.92
Meghalaya 143.83 111.89 45.19 15.51 0.00 316.42
Mizoram 147.25 117.60 48.79, 17.55 0.00 33119
Nagaland 233.04 188.46 79.63 28.65 0.00 529.78
Orissa 192.87 133.35 38.34 7.18 0.00 371.74
Rajasthan 33.45 0.00 0.00 0.00 0.00 33.45
Sikkim 48.05 37.45 15.06 513 0.00 105.69
Tripura 218.92 172.98 71.99 24.89 0.00 488.78
Uttar Pradesh 683.40 298.60 0.00 0.00 0.00 982.00
Total 4005.71 2541.06 777.15 258.76 0.00 7582.68

16.17 We recommend that in case the actual realisation of
the concerned States from royalty is higher than that assumed in
our estimates, it would be open to the Central Government to
make suitable adjustments in the grants-in-aid under Article 275
recommended by us for meeting their non-plan revenue
deficits.

(Para 3.22)

Debt Relief

16.18 We have recommend a scheme for debt relief in two
parts :
i} ascheme for general debt relief for all States linked to
fiscal performance; and
i) specific reliet for States with high fiscal stress, special
category States and States with debt problems

warranting special attention.
{Para 12.36)

16.19 In addition we recommend a scheme for encouraging
retirament of debt from the proteasds of disinvestment of equity
holdings of State Governments.

(Para 3.20)

16.20 We racommend specific relief for all special category
States, and three other States, viz. Orissa, Bihar and Uttar
Pradesh, which are characterised by high fiscal stress. Forthese
States we recommend writing-off of § per cent of repayment due
with respect to fresh central loans given during 1989-95 and
outstanding on 31st March, 1995,

(Para 12.39)

16.21 We recommend the waiver of one third of the
repayment of principal falling due during 1995-2000 on special
term loans to Punjab in view of the special circumstances when
these term loans were advanced and the need for the State to re-
invigorate its development efforts.

{(Para 12.40)
Monitoring of Maintenance Expenditure

16.22 We recommend that the presentation of accounts
should be redesigned in such a way that the expenditure on the
works component and the establishment expenses get reflected
separately and are easily accessible. We recommend that the
Ministry of Finance, in consultation with the State Governments
and with the concurrence of the Comptrolter and Auditor General
of India, should introduce appropriate changes in the accounting
and reporting system in accordance with the scheme outlined by
us.

Para 3.62)
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16.23 We aiso recommend that the State Governments should ensurs that the provisions for maintenance are made in accordance
with ourrecommendations. We further recommend that a high powered committes chaired by the Chief Secretary and with secretaries of
the State Governments concemed in the depariments of Finance, Planning, Irrigation and Public Works and the concerned chief
engineers of the works depariments should review every quarter the atlocation and utilisation of funds provided for maintenance.

(Para 3.63)
Finance Commisslon Division

16.24 We recommend that a full-fledged Division, appropriately staffed, and with adequate technical expertise, be created at the
earliest under a senior officer and made to function within the Ministry of Finance so that it can discharge the functions assigned to it.
State Governments may also be asked to designate officers whose duty it would be to liaise with the Division to ensure continuity of
contact and updating of information.

{Para 15.15)

{Krishna Chandra Pant}
Chairman
(Debi Prosad Pal) {B.P.R.Vithal) (Manu R. Shroff)
Member Member Member

(Arun Sinha)
Member Secretary

New Delhi
25th November, 1994
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We wish to place on recard our appreciation of the help we have received from cur two Member Secretaries, Shri M.C. Gupta and
Shri Arun Sinha. Shri Gupta was with us till January 1994 by which time the painstaking work of organising the office, coliecting the
requisite material and arranging discussion s with several groups as well as State Governments was completed. His initiative and drive
during this phase greatly facilitated our work.

Shri Sinha's patience, perseverance, tact, and leadership helped him get the best out of the tearmn working with hun. He coordirated
their efforts effectively in the final stages of our work and during the preparation of our report. We were fortunate in having an officer of his
calibre and experience at this juncture. We wish to record our gratitude to him.

{Krishna Chandra Pant)
Chairman
(Debi Prosad Pal) {B.P.R.Vithal) {Manu R. Shroff)
Member Member Member

New Deihi
25th November, 1994
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TRENDS AND PATTERNS IN CENTRAL AND STATE FINANCES :
A Graphical Presentation
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OVERALL DEFICIT POSITION : Graphic No: 1
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OVERALL BUDGETARY POSITION  Graphic No: 2
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FISCAL DEFICIT Graphic No: 3
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CENTRAL GOVERNMENT EXPENDITURE Graphic No: 3
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REVENUE AND MONETISED DEFICIT Graphic No:6
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COMBINED STATES EXPENDITURE
FINANCING PATTERN
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STATES’ REVENUE ACCOUNT BALANCE : Graphic No: 10
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Appendix 2

Methodology For Projection of Tax Revenues

1. The method that has been used for projecting tax
revenues of the Centre and the States is in the genre of tax-
income reponse models viz. a buoyancy model.

2. This method has been preferred to the elasticity approach
which measures changes in tax yield owing to automatic growth,
without discretionary changes. The elasticity method entails
adjusting the tax yield of any year to the simulated yield for that
year, if a base year rate-structure had prevailied. The actual tax
yield is to be 'cleaned' by a sequence of adjustments intended fo
remove the effects of discretionary changes. The cleaned tax
seties is regressed upon the relevant tax base or a suitable proxy
like state domestic product using a double log function to estimate
elasticity coefficients. Buoyancy, it may noted measures the
relative changes intax yield due to both built in flexibility and due to
discretionary changes. The use of buoyancy coefficient has a
different role to play than the elasticity coefficient as it indicates
how the actual growth of revenue compares with the growth in
nominal income,

3. Thebuoyancy of individual taxes, forthe Centre and all
the States (except the North Eastern States) has been estimated
by regressing 1ax revenue on nominal Gross domestic product
and state domestic product respectively using a double log
function, The coefficient has been estimated using the
equation;

R-aYPu.
In the log form the equation would be:
logR=loga+blog¥ +logu

whare, R - tax revenue, is the dependent variable, and Y -
domestic product in nominal terms, is the independent variable
and uis a random term.

4 By using the buoyancy coefficients and relating these
with the assumed rate of growth of GDP or SDP, one can project
future tax-yields. Thus for purposes of making projections the
buoyancy coefficient is applied to the rate of growth of income and
the rate of growth of tax-revenue is estimated as follows:

....Rzy *b
R

Whete R is tax revenus, 'y’ is growth rate of domaestic product
and b’ is bucyancy coefficient.

5. Onthisbasis,taxyield in agivenyear may be projected
by applying the estimated rate of growth of tax revenue tothe base
year figures,

6. The base year, 1994-95, figures to which the growth
rate is applied have been arrived at on the basis of a trend rate of
growth for the period 1983-84 to 1992-93 estimated using a semi
long function.

7. The buoyancy coefficients for individual taxes of the

States are given in Tables 1to 4 and that for the Central taxes in
Table 5.

8 Revenue forecasting models with full specifications of
tax rates and individual tax bases were not used dus to lack of
detailed data on the tax bases and muttiplicity of 1ax-rates. Also,
the purpose of the exercise was to relate projections of tax yields
to the assumed profile of growth of nominal income, which was
commonly applied to all the States and the Centre.

9. These estimated buoyancies have been moderated in
the case of both the Centre and the States. The moderated
buoyancies are placed at Annexure 1.1 to lil.4 and IV.1.

Table 1
Sales Tax
Buoyancy  t-statistic R

States Coelfficient Squared
Andhra Pradesh 1.177 10.960 0930
Assam 1.535 17.132 0.970
Bihar 1.057 25.826 0.987
Goa 1.069 25.820 0.987
Gujarat 1.250 12.688 0.947
Haryana 1.092 25.243 0.986
Himachal Pradesh 1.216 16.560 0.968
Jammu & Kashmir 1.023 12572 0.946
Karanataka 1.291 31.709 0.991
Kerala 1.290 24,387 0.985
Madhya Pradesh 0.955 15.754 0.965
Maharashtra 1.069 25.820 0.987
Qrissa 1222 19.644 0.977
Punjab 0.986 24.100 0.985
Rajasthan 1.062 15.512 0.964
TamilNadu 1.108 28.770 0.989
Uttar Pradesh 1.175 32.089 0.991
West Bangal 1101 28.722 0.989

Table 2
State Excise
Buoyancy t-statistic R

____States - Coefficient . Squared
Andtra Pradesh 1.104 11.740 0.939
Assam 0.910 6.386 0.918
Bihar 1.353 27.21 0.988
Goa 1.343 23.808 0.984
Gujarat 1.089 8.440 n.a88
Haryana 1.408 23.021 0.983
Himachal Pradesh 1.265 23.469 0.984
Jammu & Kashmir 1.245 5131 0.745
Karanataka 1.051 23.193 0.5384
Kerala 1.067 13.905 0.956
Madhya Pradesh 1.217 23.242 0.984
Maharashtra 1.343 23.808 0.684
Orissa 1.261 19.566 0.677
Punjab 1.165 50.953 {.997
Rajasthan 1.773 9.266 ¢ 808
TamilNadu 1.447 2.620 (.432
Uttar Pradesh 1.558 9.421 £.908
West Bengal 0.877 9.939 0918



Table 3
Motor Vehicle Tax

States

Andhra Pradesh
Assam

Bihar

Goa

Guijarat

Haryana
Himachal Pradesh
Jammu & Kashmir
Karanataka
Kerala

Madhya Pradesh
Maharashtra
Orissa

Punjab

Rajasthan
TamilNadu

Uttar Pradesh
West Bengal

Bucyancy
Coefficient
1.020 11.627
1.010 33.444
1.497 6.967
1.164 13.083
1.186 5.654
0.7886 10.376
1.343 22.993
0.827 4.732
1.136 14.828
1.207 15.357
0.802 10.159
1.164 13.083
1.408 12.520
0.872 12,167
1.421 5.768
0.905 12,532
0.941 B.129
0.931 17.918

Taxes of Centre

Union Excise Duties

Income tax

Corporation tax
Customs Duties

t-statistic

R

Squared

0.994
0.992
0.844
0.850
0.780
0.923
0.983
0.713
0.961
0.963
0.920
0.950
0.946
0.943
0.787
0.946
0.880
0.973
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States
Andhra Pradesh
Assam
Bihar
Goa
Gujarat
Haryana
Himachal Pradesh
Jammu & Kashmir
Karanataka
Kerala
Madhya Pradesh
Maharashtra
Orissa
Punjab
Rajasthan
Tamil Nadu
Uttar Pradesh
West Bengai

Table 5

Buoyancy of Major Central Taxes

o Buoyancy o
Coefficient

1.013
1.103
1.310
1.389

Table 4

Stamps and Registration Fee

t-statistic

Bugyancy R
Coefficient Squared
1.074 16.522 0.968
1.117 9.564 0.810
1.281 10.798 0.928
1.539 25.7%1 0.987
1.301 9.996 0.917
1.248 23.339 0.984
0.858 9.983 0.917
0.539 2.330 0.376
1.364 19.190 0.976
1.401 17.188 0.970
1.165 24,724 0.985
1.539 25.751 0.987
1.156 15.463 0.964
0.833 8.160 0.881
1.286 16.412 0.968
1.292 34.551 0.993
1.309 18.627 0.975
1.246 27.330 0.988
1-statistic R
Squared
43.398 0.985
16.721 0.968
18.890 0.975
21.787 0.981



Appendix 3

Monitoring of Maintenance Expenditure

Introduction

Any system of monitoring will require that the accounts
reflect, in a clear manner, the expenditure incurred on
maintenance. It is necessary that the accounts are so designed
that they indicate the works component and the work charged
eslablishment separately under total maintenance expenditure.

1.

2. The Existing Position:
(a) The major heads concerned with maitenance expenditure
are :

3054 - Roads and Bridges

2058 - Public Works (for Buildings)
2216 - Housing

2701 - Major and Medium lrrigation
2702 - Minor Irrigation

(b) Among these heads, "Maintenance and Repairs" is
already a minor head (053) under 2059-Public Works. In all the
other cases, itis a detailed head-170. 140-Minor Works is another
detailed head and 174-work charged establishment is a sub-
detailed head. :

3. The Scheme

{a) Since these heads are already heads of revenue
expenditure they may be deemed to be entirely for maintenance
expenditure. Some States have now defined capital expenditure
at such low limits as Rupees one lakh that, in fact, no other type of
expenditure would even now be getting charged to these heads.
However, there may be some other items which may be getting
charged here and for which a revenus head of expenditure might
still be necessary.

{b} But even if these major heads are deemed to be heads of
expenditure for maintenance, there will still be need to have a
minor head for "Maintenance and Repairs" under all these major
heads, as is now the case under major head 2059-Public
Works.

{c) In the present system of functional classification of the
Budget, the miner head reflects a programme. Maintenance
should be considered one such item hereafter. There should be
no objection to having this as a minorhead. Inany event, there isa
precedent in the case of major head - 2059 Public Works. The
same precedent can be followed in the case of the other Major
Heads.

{d) Under the minor head: "Maintenance and Repairs” there
should be two sub-heads: (i) Works and (if} Work Charged
Establishment. In this specific case the Accountants General
couldbe requested to include in the accounts not merely the minor
head but these two sub-heads so that the actual expenditure
under the works portion and under establishment can be
separately monitored.

(e) In all these cases, there is a sub-major head: "General"
under which there is a minor head: "Direction and Administration"
which shows the Departmental establishment. The problem
sought to be tackled above is specifically in regard to the work
charged Establishment consequent on its becoming
provincialised.
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4. Details
Major head - 3054, Roads and Bridges:

{a} There are two sub-major heads here. 03-State Highways
and 04-District and Other Roads. Under each a minor head -
"Maintenance and Repairs' can be opened.

2059 - Public Works:

There are already minor heads here under the sub-major
heads.

01-Oftice Buildings

60-Other Buildings
There is no problem here,
2216 - Housing:

a} This Head has a Sub-major Head 01. Government
Residential Buildings and a Minor Head: 106 General Pool
Accomodation. Under this Minor Head there are Sub-heads:

0]
(i} Maintenance and Repairs

Direction and Administration

(vii) Machinery and Equipment.

b) What is needed is that Maintenance and Repairs shaould
show Works and Establishment separately i.e. establishment
other than under sub-Head (i) Direction and Administration. We
also require that maintenance and repairs should be a minor head
and not a sub-Head.

¢} Therefore, Government Pool Accomadation should be
made a sub-major head. Under this there should be the following
minor heads:

001 Direction and Administration
052 Machinery and Equipment
053 Maintenance and Repairs
799 Suspense

800 Other Expenditure

This is the case at present for the Sub-major head 04 -
Bombay Building Repairs and Reconstruction Scheme.

Under minor head 053, maintenance and repairs there willbe
two Sub-heads - Works and Establishment.

The same procedure can be followed for (107) Police
Housing and (700) other Housing which are at present minor
heads along with (106) General Pool Accomodation under Sub-
Major head 01: Government Residential Buildings.

2702 - Minor Irrigation:

There are two sub-major heads here.
01-Surface Water, and
02-Ground Water

{a) In the case of surface water, there are two minor
Heads,

101-Water Tanks and

102-Lift Irrigation Schemes,

Maintenance is different in these two schemes and the
element of recovery will be much more important in the case of lift
irMgation schemes. Itis, therefore, important that the maintenance
of these two is indicated separately.



{b) If, in this case, a minor head is cpened, "Maintenance”,
‘Water Tanks" and "Lift Irrigation Schemes" will have to be
seperate sub-heads which will nat serve the purpose. Therefore,
i the case of Minor Irrigation, one option would be that
"Maintenance" should be a new Sub-major head. Then under this
the minor heads will be "Water Tanks", "Litt lrrigation Schemes"
and "Tube Wells",

2701 - Major and Medium lrrigation:

(a) The position here is complicated because both minor and
medium projects have been brought under one major head;
consequently, major irrigation and medium irrigation have
beceme sub-major heads. As a result all other heads below have
been pushed down by one level. At the same time, this is a head
where each project is big enough to be shown as a separate minor
head.

{b) One possibility, therefore, would be to break up this major
nead into two major heads - one for major irrigation and the other
for medium irrigation. In the numbering series of major heads
there are spare numbers available for this purpase.

{c} Major irrigation then becomas the major head, Each
preject ¢an then be the sub-major head. Under this sub-major
Head, there can be a minor head for maintenance. Under this

170

there would be two sub-heads - works and work charged
establishments as has been suggested in other cases.

(d) If, however, the major head cannot be split up, as
suggested above, then it should be first clarified that oniy
maintenance expenditure, whether on works or on provincial
establishment, will be charged to the Revenue Head 2701 and all
other project establishment and project works will have to be
charged to the capital head. Then, automatically the expenditure
under the minor head will reflect the total maintenance
Expenditure on a particutar project.

{e) Under this minor head the sub-heads are for items like
Dam, Canal etc. Under the revised scheme, expenditure under
three items - works, provincial establishment and work charged
establishment would retiected separately. If the expenditure at
this sub-head level is to be reflected by the Accountant Generai,
as has been suggested for other Heads, this might pose a problem
under works because of the number of sub-heads involved,
Therefore, it is suggested that there may be three group sub-
heads - (1) Works, (2) Provincial Establishment and (3) Work
Charged Establishment. The existing sub-heads can then be
suitably grouped under these three groups and the Accountant
General can indicate expenditure upto group sub-head ievel
above.



Appendix 4

Revenue Sharing under Alternative Criteria : A Comparison

1. The Eighth and Ninth Commissions determined the
respective shares of States in the devolution of income tax and
Union excise duties largely onthe basis of three allocative criteria .
(i) population {ii) distance, and (jii} inverse of income. While we
have used the population and distance criteria, we have not
considered it desirable to use inverse of income as a criterion.
We have, instead, drawn upon the discussion in paper no. 6 of
1993, NIPFP, New Delhi {Srivastava D.K. and Aggarwal P.K.
(1993) "Some Revenue sharing Criteria in Federal Fiscal
Systems: Some New Insights") and developed further the ideas
containedtherein. Some analytical properties of these criteria are
discussed below.

2.  The information base for the 'distance' and 'inverse
income' critoria consists of the respective pupulations of the State
(N and their per capita incomes (y). Forthe population formula,
the information base is limited to just (N). The subscriptiis used
here to indicate the i th State. The total number of Stalesistakento
be n. Inthe ensuing discussion, States have been arranged inan
ascending order with respect to per capita income, i.e.

¥4 < Yo <..<yq

3. Shares and per capita shares of States under different
criteria have been represented by the following symbols:

Criterion Share Per Capita Share
Population q; a¥i = g /N
Distance a a%; = g /N
Inverse Income b¥, = b /N,

bi

The per capita share of a State is derivedby dividing its
aggregate share by its population. The following conditions
would be satisfied

EQi:Eai:Xbi=1 |

When the shares are taken as percentages, they would add
up to 100 instead of 1.

a. Population Criterion

4. The share of a State in the population formula (g;) is
given by :

g =N/ ZN;
The corresponding 'per capita’' share is given by
g% 17 (ZN)

Since 1/ X N; ( =Q, say) is invariant with respect to Y;, it means
that, in this criterion, the same per capita share is given to each
Stateirrespective of its position onthe income scale. Inadiagram,
where per capita share is indicated on the vertical axis, and per
capita income on the horizental axis, the population based per
capita shares would represent a horizontal line (Fig. 1)

b. Distance Criterion

5. Inthe distance formula, distances are measured by the
term {y, - yi}, wherey, is the highest per capitaincome among all
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the States. Accordingly, the share of a State in the distance
formula may be written as :

g = N {yn - ¥}/ ZNilyn - ) i

Theterm 1/X N;{yy, - v)) is the same for allthe States. Writing this
as A, we may rewrite :

AN; {yn - ¥i)

If we divide a; by N; the corresponding per capita share {a®, }is
obtained. Thus,

A(yn - )

6. This equation specifies a straight line which may be
represented in a diagram witha®; on the y-axis andy;on the
x-axis (Fig.1). This line would fafl to the right, since theslope
of line (da%; /dy; = -A}is negative. It implies that the poorer a
State, the larger is its per capita share in the revenue sharing
arrangement based on this form of the distance formula. The
slope of the line indicates the implied degree of progressivity. It
may be noted that the distance formula as written above would
given a zero share to the highestincome State. Such a version of
the formula may be written as its standard or unadjusted version.
For a comparision of the relative analytical properties with other
allocative criteria, it is a uselful starting point. This version of the
distance formula has been slightly modified by the last two
Finance Commissions, as also by this Commission. The
implications of these adjustments have been discussed
subsequently.

q

a‘”i

7. The percapita shares, as determined by the population
formula and the distance formula {unadjusted version), may be
represented together in one diagram (Fig. 1), with a view to
highlighting the implications of bringing progressivity into the
allocative scheme. The intersection of the line (a",, g%, ) is given
by :

THEN) = A (va - W)
or ¥ =1[yn- ZNi(yn - ¥i}/LN]
oy =M

Where, M is the average per capita income of all States
{= ZNiy; / ZN;)

8. This implies that, as compared to the population based
shares, States which are below the mean income, get higher
shares in the distance formula. Correspondingly, the shares of
those States which have per capita incomes higher than the

mean income are reduced.
c. Inverse Income Criterion

9. Inthe inverse income formula, the share of a State may
be written as :

by = (Ni/y) /[EN;/ y)

Here also, theterm [1/% (N;/y;] is common for all States. Writing
this as B, we may rewrite,

bi = BN;/y;



Dividing this by Ni, we getthe corresponding per capita shares
(" ). Thus,

b*, Bfy;

6" }y)=8

10. This equation describes a rectangular hyperbola in a
diagram where b"iis represented on the vertical axis and yiis
represented on the horizontat axis (Fig. 2). In this case also, the

line falls to the right as yi increases, indicating progressivity inthe
revenye sharing arrangement.

or

11 We may now consider the point of intersection of the g
and b¥ ;lines. Itis given by :
B

Yi

This peint will be to the lett of mean income

M= ZNy/3N)

if, M>3IN/INly

or if, T(Niy) [Z(Ni/yi] > (ENF

which is satisfied since the LHS can be written as :

(& Nif + interaction terms which are all positive. In other
words, the transfer mechanism worksinsucha waythat some
of the States that are below average geta share smaller than
that assigned to them underthe  population criterion,

d. Comparison of Distance and Inverse Income

Criteria

12. Ifboth a%¥; and b¥, are brought together in the same
diagram (Fig.3), it can be seen that the lines representing per
capita shares underthetwocriteria,i.e. a%; and b¥, respectively,
would intersect at two points. Relative to the distance formula,
the inverseincome formula favours those States which are very
rich or very poor, i.e. States which are located at the two
extremes of the income-scale. Conversely, the adjustment that
is effected for bringing progressivity into the scheme gives rise to
a burden which is borne relatively more by the middle income
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States in theinverse income formula, as compared to that in the -

distance formula.

13. The two points of intersection may be identified by
using the condition that, for points of intersection, we would have
a%; =b" . Thus,

Alyryl =By,
or (y)?- (yn)(yi) + B/A=0

14. This equationprovides thetwovalues ofyi (say, uandv)
atwhich the curves representing the per capita shares under the
distance and the inverse income formulae intersect. Thesevalues
are given hy;

U= Sly, {ly.?- 4B/A)% Jand v = Sly, + {(yf - 4B/AYY

15. ltcanbe establishedthatthe difference between the per
capita shares determined by the distance formula (a™)), and the
inverse income formula (b% ) is maximised when

Y = LNy / 2 NG/

We have, (@ tb" ) = A(y,ry) - Bly; = z (say)
Differentiating the left hand side with respect to y;, the first order
condition for maximisation may be written as:

d/dy, = - A+ Biyf

This gives yi = {B/A})”

The second order condition for maximisation is also satisfied,
since

d?z/dy,%=-2B/ (y)

The ratio (a"" = ), (say), on the other hand, is maximised at
yf2, as can be ascertained by writing the relevant first and
second order conditions.

16. This indicates that compared to the distance
criterion, the inverse income criterion would allocate shares
which are relatively higher not only for the poorest State(s) but
also the richest State(s) at the coslt of the middle income States.
The closer the State is to the median income (yn/2}, the greater
would be its relative loss inthe inverse income formula compared
to the distance formula.

17. Itmay be notedthat an adjustment has been made inthe
distance formula used by the Eighth and Ninth Commissicns, as
also by this Commission, with a view to giving a positive share to
the highest income State. The Ninth Commission had used the
same notional “distance' for Goa, Punjab and Maharashtra,
This implies that the per capita shares of these States would be
equal in the adjusted distance formula. The modification implies
that, in the adjusted version of the distance formula, the per
capita share of the two richest States would be greater than their
corresponding shares in its standard version. This would be
reflected in correspandingly reduced shares of the States that
are lower on the income scale. These features are indicated in
Fig.4.

18. In comparing the percapita shares of States underthe
distance (standard version), inverse income and population
criteria, six points of interest may be identified over the range of
incoms from the lowest per capita income {y,) to the highest per
capitaincome (y,). These points are indicated below. The curves
representing per capita shares with respect to per capita income
under the alternative criteria have been referred to as the
distance, inverse-income and population criteria curves,
respectively. .

() u: the point of intersection between the distance curve (a* i
and inverse income curve (b ) at the lower end of per capita
incomes ;

(iiy v: point of intersection between the two curves, at the higher
end of per capita incomes ;

(i) M : the mean income defined by X Ny,/ YN, This gives the
point of intersection of the population criterion curve {g™ ) with
the distance curve (a*% )

{iv) y{a.b) . Thisis givenby (¥ N/ ¥Nyy). This gives the point of
intersection of the population criterion curve (@™ ) with the
inverse income curve.

(v) {B/A}V2 : Thig is the point at which the difference between
the per capita shares determined by the distance formulaandthe
inverse income formula, i.e. (@%b ) is maximised.

{vi) yn/2 : This is the point at which the ratio between the per
capita shares underthe distance andthe inverse income formulae
@" /6" ) is maximised.

19. The income-levels corresponding to the six points
mentioned above have been calculated with respect to a
distribution of (y; Nj), where y, refers to the per capitaincomes of
Stales calculated as an average of per capilaincomes of 1987-
BB, 1988-89 and 1989-90, and population figures relate to the
1971 census. In Table 1, the States have been arranged
according to an ascending order of per capita income. The
criticat income levels corresponding to the six points identified
earlier are given in this Table.



20. Betwean the distance formula andthe inverse income
formula, the use of the latter would benefit Bihar at the lower end
and the States from Arunachal Pradesh to Goa at the upper end
of the income scale (Table 1). The difference batween the two is
maximised at about the income levels of Jammu & Kashmir and
Himachal Pradesh. The intersection betwaen the population
and inverse income curves takes place at an income lavel! just
below that of Meghalaya. Between this and the mean income
tevel, there are five States, viz. Himachal Pradesh, Jammu and
Kashmir, Kerala, Andhra Pradesh and Manipur.

21. In Table 2, the shares of States determined under the
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three formulae, viz. population, distance and inverse income
formulae have been given using the distribution of Ni based on
1971 population and per capita incomes {y) that represent the
average of three years, viz, 1987-88, 1988-89 and 1989-90. The
corresponding per capita shares ara given in Table 3.

22. A comparison of the per capita shares under the
alternative version of the distance criterion indicatas that, as
compared to the standard version, the adjusted distance formuia
aliocates higher shares to Goa and Punjab atthe upper and of the
income-scale, and Rajasthan, Orissa, Uttar Pradesh and Bihar at
the lower end of the income scale.

Per Capita Shares Under Alternative Criteria

Shares
A
a*i
[.
\, .
—_ q*i
\
]
]
|
[ ]
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0 M Yn yi
Fig. 1
Shares
A
le—b*ri
\
"
¥
\
! ' &
\ h a*j
‘ '
L NN\
1 R
1 ] -
I N7
owr VB/A VY yn yi
Fig. 3

Shares refer to per capita shares

yi indicates per capita income.
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Shares
e o
0 yn yi

aa‘i refers to per capita shares under the aq]'usted distance formula.
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Table 1 Jammu & Kashmir 3534
12 .
Per Capita Incomes : Points of Interest {8/} "-3548
under Alternative Criteria Himachal Pradesh 3618
M = 3625 population &
State Per Capita  Critical Intersection : y,{2 = 3682 c‘l'l‘s tonee
income income betwaen West Bangal 3750
{Rs.) levels curves Karnataka 3810
{Rs.) Nagaland 3929
- Tamit Nadu 4093
Bihar 2135 distance & Mizoram 4094
u=2699 !nverse Guijarat 4802
Uttar Pradesh 2867 neome v =4665 distance &
Orissa 2045 Afur?achai Pradesh 4670 inverse
Rajasthan 3092 Sikkim 4846 income
Tripura 3163 Haryana 5284
Assam 3195 Maharashtra 5369
Madhya Pradesh 3299 Punjab 6998
Meghalaya 3328 Goa 7384
y(q,b)=3358 population &
Manipur 3449 inverse " Income lavel at which the difference between per capita shares under
Andhra Pradesh 3455 income distance and inverse income criteria {a"i-b™i) is maximised.
Kerala 3532 * Incoma leve! at which the ratioc a¥it%iis maximised,
Table 2
Alternative Criteria : State-wise Shares
States Average Population Sharas Under Alternative criteria
arranged in (1987-90) {in lakhs) {Per cent)
ascending Per
order of Capita 1971 Population Distance Inversa Adjusted
income Income Census Income Distance
(Rupees)
1 2 3 4 5 6 7
Bihar 2135 563.53 10.377 14.513 16.367 14.773
Uttar Pradesh 2867 883.41 16.267 19.566 19.107 19.672
Orissa 2945 219.45 4,041 4776 4.621 4,795
Rajasthan 3092 257.66 4.744 5421 5.167 5.425
Tripura 3163 15.56 0.287 322 0.305 0.322
Assam 3195 146.25 2.693 3.003 2.839 2.998
Madhya Pradesh 3299 416.54 7.670 8.339 7.830 8.305
Meghalaya 3328 1012 0.186 0.201 0.189 0.200
Manipur 3449 10.73 0.198 0.207 0.193 0.205
Andhra Pradesh 3455 435,03 8.010 8.375 7.808 8.308
Kerala 3532 21347 3.931 4.029 3,748 3.988
Jammu & Kashmir 3534 46.17 0.850 0.871 0.810 0.862
Himachal Pradesh 3618 34.60 0.637 0.638 0.583 0.630
Woest Bangal 3750 443.12 8.159 7.887 7.327 7.757
Karnataka 3as10 292.99 5.395 5.128 4,769 5.034
Nagaland 3929 5.18 0.095 0.087 0.081 0.085
Tamil Nadu 4093 411.99 7.586 6.6837 6.242 6.450
Mizoram 4094 332 0.061 0.063 0.050 0.052
Gujarat 4802 266.97 4916 3.632 3.597 3.447
Arunachal Pradesh 4670 4.68 0.086 0.062 0.062 0.059
Sikkim 4846 2.10 0.039 0.026 0.027 0.024
Haryana 5284 100.37 1.848 1.028 1.178 0.927
Maharashtra 5369 504.12 9.283 4,953 5.822 4.423
Punjab 6996 135.51 2.495 0.248 1.201 1.189
Goa 7364 7.95 0.146 0.000 0.067 0.070
5430.80 100.000 100.000 100.000 ~_100.000




Alternative Criteria : Per Capita Shares
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Table 3

States arranged in ascending
order of income

Per Capita Shares x 10,000 (based on 1971 population)

qo* ao* bo*

1 2 3 a 5

Bihar 184.14  257.53 290.44 262.16
Uttar Pradesh 184.14 221.47 216.29 22268
Orissa 184.14 217.63 210.56 218.47
Rajasthan 184.14 210.39 200.55 210.54
Tripura 184.14 206.89 196.05 206.72
Assam 184,14 205.32 194.08 204.99
Madhya Pradesh 184.14 200.20 187.97 199.38
Meghalaya 184.14 198.77 186.33 197.82
Manipur 184.14 162.81 179.79 191.29
Andhra Pradesh 184.14 182.52 179.48 190.97
Kerala 184.14 188.73 175.57 186.82
Jammu & Kashmir 184,14 188.63 175.47 186.71
Himachal Pradesh 18414 184.49 171.39 182.18
West Bengal 184.14 177.99 165.36 175.06
Kamataka 184.14 175.03 162.76 171.82
Nagaland 184,14 169.17 157.83 165.40
Tamil Nadu 184.14 161.10 151.50 156.56
Mizoram 184.14 161.05 151.47 156.51
Gujarat 184.14 136.03 134.75 129.11
Arunachal Pradesh 184.14 132.68 132.78 125.44
Sikkim 184.14 124.01 127.96 115.95
Haryana 184.14 102.44 117.35 92.33
Maharashtra 184.14 . 98.25 115.50 §7.74
Punjab 184.14 18.12 88.64 87.74
Goa 184.14 0.00 84.21 87.74

Per Capita shares under different formulae have been indicated as detailed below:
go® = population criterion;
ac* = distance criterion (standard version);
bo* = inverse-income criterion;
aao* = adjusted distance criterion.

1}



Appendix 5

Excerpts from Measuring Interstate Differentials in Infrastructure A study undertaken
for the Commission by T.C.A. Anant, K.L. Krishna and Uma Roy Chaudhry

INTRODUCTION

1. QOver the years our understanding of the development
process has changed and with it we have changed the role that is
assigned 1o different agents. However in one area thera is
virtually no change, which is in the centrality ol state policy to
the provisioning of infrastructure.  Adequate infrastructure
Physical or Economic, Social, and Institutional - is treated as the
basic pre-requisite for sustained economic development,

2. In this study we seek to develop indices of infrastructural
availability at the level of ditferent states mainly for the years
1985 and 1990. These indices will reflectthe divergence of a stata
from the all India average. In this coverage we exclude Union
territories. Infrastructure can be measured in diferent ways: in
tarms of investment, output or results or in terms of the availability
of facilities. In this study we focus on the availability of facilities as
the basis for analysis.

CONCEPTS AND METHODOLOGY

3. The availability of adequate infrastructure istaken as the
fundamental cornerstone of development strategy. The
availability of adequate transportation facilities, power,
communications, etc. are taken as essential preconditions by
any entrepreneur deciding on an investment project in any
region. Similarly the availability of skiled manpower and
decent living conditions are also important considerations in
such location decisions,

4. The end of the second world war with the associated
process of decolonization saw rapid growth in and proliferation
of theories of economic development, chief among these were
Hosenstein-Rodan's "Big Push” , Nurkse's "Balanced Growth",
Rostow's "Take off into Sustained Growth” and Leibenstein's
"Critical Minimum effort Thesis”. The commonthemeof alithese
theories was an aggregative framework of analysis and
identifying the process of growth and development with large and
discrete injections of investment particularly in areas withstrong
external economies and economies of scale. Consequently
the provision of social overhead capita! or infrastructure was a
significant component of such models.

DEFINITION OF INFRASTRUCTURE

5. The concept of Infrastructure has itself gone through
changes overtime. These changes reflect the deepening ofthe
concept of development and the process of economic
development. In current thinking there are three important
aspects 1o the concept of infrastructure.

PHYSICAL INFRASTRUCTURE

6. In the 1940's and 50's when the concept was first
formulated, it was conceived as a set of physical facilities
without which an integrated, interdependent modermn economy
could notfunction. This emphasis on physical infrastructure was
based on the following characteristics of these facilities.

*  They involve technological indivisibilities

considerable lumpiness in investment.

and
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*

The investment projects have long gestation lags, this
often follows from the sheer size of these
investments.

They are subject to substantial external economies
and diseconomies  through the interdependance of
economic activities or even of infrastructure facilities
themselves,

SOCIAL INFRASTRUCTURE

7. The identification of infrastructure with only physical
capital was considered inadequate for two main reasons. Firstly
there was the recognition of the importance of human capital in
the growth process. Human capital effects growth both through
its effecls on innovations and technological change as weli as
increases in labour productivity. Investiment in Human Capital
has similar features and characteristics of physical infras
tructural investment outlined above, For example investments in
the areas of Health, Education, Water Supply, Housing, stc.
have all got marked public good characteristics. They have .
strong linkages with each other and with physical productivity,
for example literacy is an important requirement for the adoption
and spread of Public Health measures, Heaith and Literacy have
direct effects on productivity. Investments inthese areas have
long gestation lags sometimes even longer than in the case of
physical infrastructure. The second reascn  was a
dissatisfaction with the identification of economic growth
measured interms of national product. This dissatisfaction was
on two grounds. Firstly that considerations of equity would focus
attention on a number of issues of basic need like heath and
education. Further the recognition that quality of life is not
perfectly related to measures of income and hence these other
factors better proxy other needs of human society.

INSTITUTIONAL INFRASTRUCTURE

8. In recent times the emphasis of development strategy
has shifted from state control to market friendly mechanism.
This has highlighted the importance of institutions of governance
and regulation as well as of agencies which facilitate the flow of
information and fnvestible resources. The importance of
administrative systems, legal mechanisms, public safety have
long been recognized as important preconditions to growth and
development. But in addition to these institutions like banks and
financial institutions, Insurance agencies ete. can also be seento
play eritical infrastructural roles. Banks and Financial Institutions
mobilize capital, help in reducing risk and can assist in
information flows regarding a number of economic activities.

MEASURING INFRASTRUCTURE

9. We have three broad methods available to measure
infrastructure in a country or region. Each of these have thair
own limitations and advantages. Each measure canbe justified
dependingonthe utimate use to whichitisto be put. Inthis report
the basic premise is to calculate a measure which is related to the
activity of the government.



INDIRECT MEASUREMENT VIA EFFECTS

10. One possibility would be to measure the extent of
infrastructure in terms of utilization and results. Itis instructive to
consider some exarnples: in the case of social infrastructure we
could focus on literacy or mortality statistics. !n the case of
transportation bythevalue added in that sector. Or for physical
infrastructure as a whole interms of the domestic product of the
state or a given region. This method has a number  of
advantages, first it cuts out most intermediate measurement
issues and direcily focusses on the results of interest. However
the link between the facility and result is not given by a precise
invertible mathematical result but is influenced by a number of
other socio-cultural factors. For example, the availability of
schools and teachers translates toliteracy through a complex
of factors related to attitudes to education, the degree of
economic development, the growth of opportunities to take
advantage of literacy and so on. The interlinkages across
infrastructural  facilities  create their own problem of
interpretation since shortfalls in one area, say power, can
significantly reduce domestic product whichin all other respects
the state may be very well endowed.

INVESTMENT BASED MEASURES

11. We can define the amount of infrastructural facilities
available in a state in terms of the amount of investment that is
undertaken for this purpose. This would have two main
advantages, firstitis possible to directly compare different states
on availability interms of a single linear additive measure namely
money. Italso has the advantage that different types offacilities
are directly reduced to a single common denominator. The
main difficulty with this approach is that the amount of money
allocatedin a given yearreflects both maintenance and new
investment expendituras, even if we could separate out the two,
the conversion from monetary unils to physical stock is
problematic.  The amount of physical stock generated is
influenced by both prices or cost and the time taken to implement
the project. Overthe years infrastructure investments have
been notorious for both cast and time overruns both of which are
almost impossible to quantify.

12. On balance, our assessment is that these measures
outlined above while useful in certain contexts are not helpful in
devising a measure which can identify the extent and nature of
action required at the level of states in the Union. Thus wefocus
attention in this report on the last measure, namely, that based
on a direct enumeration of available facilities.

FACILITIES BASED MEASURES

13. In this approach the measure seeks to directly quantify
the amount of different facilities available. In doing so we
confronttwo major problems. The first relates to the aggregation
problem as we will attempt to build a unique or small group of
measuras from a number of disparate measures. Before we deal
with this issue, we must examine the second and equally
important conceptual issue. The biggest problem with atacilities
orientation is that it is almostimpossible to control for differences
in quality. For example a village may be electritied but effectively
no power is delivered because of poor maintenance; the roads
may exist but again may be in such poor condition that they are
not useful for any major traffic; a teachermay himself be semi or
illiterate and so on. This problem is further compounded if these
differences are not homogeneously distributed across states. In
this exercise we assume, for want of any information in this
regard, that the quality effects are similarly placed in ditferent
states.

14. In this report we measure the infrastructure facilities
available in different states in terms of eight major sectors:

1. Agriculture

. Banking
Electricity

. Transport
Communications .
. Education

. Health

~ @ 0 B~ WM

8. Civil Administration

15. These are further classified under three heads:
Economic Infrastructure(1-5), Social Infrastructure (6&7), and
Administrative Infrastructure. The choice of these sectors was
infiuenced both by the conceptual considerations outlined earlier
and availability of data.

METHODOLOGY

16. A key factor limiting our selection and use of variables
was the lack of availability of consistent data for all states inthe
Union. If data for a given year was not available then the data for
the closest available year was chosen. However, in some cases
data for 1990 or later is not available, in which case the most
recentyear possible has been selected. Inselecting variables the
primary consideration was to preserve the capital good and
public good character of the concept of infrastructure.

17. The data was first standardized by deflating the
numbers by a suitable defiator. In some cases the choice of
deflator was governed by some natural criteria, as in total number
of villages for data on villages electrified, or cultivated areafor
data on net areairrigated. Where such natural deflators were
not available then given our concem with availability we have
used either population in million or the area of the state in
thousand square kilometers. Our preference has been to focus
on area uhless there are compelling reasons to use population.
Occasionally we have in fact used both. The choice was based
on the considerations that both distance and congestion are
access costs. However congestion can be reduced by
improvements in quality or size. Thus in the absence of data on
size distribution or quality distribution of these facilities
population will be more misleading than a distance based cost.
Where this argument was not compelling we have used both
measures, as in the case of hospital beds or in the case of
administrative measures. The standardized variable was then
converted into an index number by deflating with the All-India
value of that year. This implies that the index numbers reflect the
deviation in a state from the All India availability of that
resouce.

18. The next step was to devise an aggregation procedure
atthe sectoral level. Forthis purpose we restricted attention to
the eighteen largest states interms of population. Thiswas done
as the data on the smaller states tended to have numerous gaps.
Further the most complete data set is available for all variables
only for 1985, hence all statistical analysis was done on this year.
As afirst step the 1985 data for 18 major states was analyzed to
calculate the first principal component.  The eigenvector
corresponding to this component was standardized so as to
sumup to unity, Using the eigenvector based weights sectoral
indices were calculated for both 1985 and 1990. !f for a given
state some variables were missing in any year the weight for



those variables was redistribuled amongst the other variables.
This general procedure was used in all the above cases except
agriculture ( where no aggregation was needed), education,
banking and administration.

19. The sectoral indices were aggregated into an
aggregate index of infrastructure. In a fundamental sense alf
these infrastructural facilities are critical for the process of
development. For this purpose we identified the concept of
development with state domestic product. Therefore, in orderto
examine the issue of assigning weights we looked at the
correlation of these different variables with an index of state
domestic product per capita. This index was generated by
calculating a three year average of the SDP's of different states
and converting the resuiting SDP percapita into anindex with all
India value set at 100. The weights for the sectoral values were
than constructed in proportion to the correlation of the sectoral
variable with the SDP index.

20. It must be noted that the index number so created does
not reflect availability. Further increases or decreases in the
absolute value does notimply that the state has seen anincrease
or decrease inits absolute infrastructural facilities but that it has
seen a growth which is lower than the average growth
recorded.

DATA SOURCES

21. Data on net irigated area for all states have been
collected from "Basic Statistics Relating to the Indian Economy’,
Vol.li, States (CMIE,September, 1992), for the years 1985-86 and
1987-88,

22. This is also the main source of information for
"Installed capacity"." Number of Villages Electrified,” and
"Consumption of Electricity" (Utilities only). The information is
available for 1985-86 and 1991-92 for the first two items and for
1990-91 for the lasti.e. consumption of electricity. Data are
available consistently for ail the slates except for Goa. Data on
"Length of Transmission and Distribution Lines * by States are
taken from "Public Electricity Supply, All-india Statistics-
General Review."

23. Data on "Statewise Distribution of Commercial Bank
Offices” and "Number of branches of Regional Rural Banks" are
obtained from "The Report on Currency and Finance,” Vol |,
Statistical Statemants, (Reserve Bank of India). Distribution of
Offices of Cooperative Banks in Different States are from
"Statistical Tables Relating to Banks in India" (Reserve Bank of
India) and is inclusive of State, Central and Primary Cooperative
Banks. The latest year for which data are available is 1988
exceptfor Goa and Mizoram for which data even for 1985 are not
available. In the case of Regional Rural Banks, the latest year for
which data are available for allthe states is 1989 except for Goa
and Sikkim for which no data on this calegory of bank services
are available. For Commercial Bank Offices the position is very
satisfactory with data for all the states being available till 1991.
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24. "Basic Road Statistics of India", Transport Research
Division, Ministry of Surface Transportis the source for all data on
road length as well as villages connected by all weather roads.
The data are available for all the states with 1988 as the latest
year. Information on railway route length and registered motor
vehicles are obtained from 'Basic Statistics Relating tothe Indian
Economy,’ Vol Il, States (CMIE September 1992). In beth the
cases dala are available for all the States for the years, 1985-86
and 1990-91.

25. Data on both post offices and telephones connected to
the Departmental Network by States are taken from different
issues of "Basic Statistics Relating to the Indian Economy,”
Volll, States (CMIE). The latest data available is for 1990,

26. In the case of'Number of Telephones connected o the
Departmental Network,’ the 1985-86 data have theinformation
of northwestern States appear in the form of the total figure for
Haryana, Himachal Pradesh and Punjab and for northeastemn
States of Manipur, Meghalaya, Nagaland, Tripura are clubbed
with Assam. For 1990-91, the northeastern States of Manipur,
Meghalaya, Nagaland and Tripura are presented together. In
these cases thefigures are distributed between the states using
the proportions for the year for which details are available.

27. Data on the number of "Primary Institutions' and "All
Types of Institutions' are taken from "Education in India, Vol |,
Ministry of Education. The latest year for which data are
available is 1985. The data on non-primary institutions are
calculated from the above two. As regards the data on the
“Number of teachers per unit of the population in the relevant
age group” (primary 8-11 years, middle 11-14 years & higher
secondary 14-17/18 years)the ratios have been worked out using
the two series of teachers and population from independent
sources.

28. Data on “Number of beds in Hospitals and
Dispensaries” are collected from *Basic Statistics Relating to
the Indian Economy, Vol.ll., States (CMIE, September 1992)".
The latest year for which information is availables is 1989. The
data on "Number of Primary Health centres and subcentres® is
obtained using both "Health Information in India,” and "Health
Statistics in India,” both published by the Ministry of Heaith. The
latest year for which information is available is 1990, However,
no data are available for Goa and Arunachal Pradesh for
1980. :

29. Finally we have collected data on some key variables
describing a state, namely population, area and number of
villages. These were used primarily as a basis for
standardisation. The population data was drawn from various
issues of the Report of Currency and Finance. Area of states
was obtained from the September issues of CMIE, "Basic
Statistics Relating to the Indian Economy, Vol In, States (1992)".
The data on number of villages in a state was drawn from "Basic
Road Statistics of India".
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Appendix 6

Scheme of Debt Rellief Related to Improvement in Fiscal Performance on Revenue Account

1. The proposed scheme of general debt relief with respect to
central loans relates debt relief to improvemaent in the ratio of
revenue receipts of a State to its total revenue expenditure.
Revenue receipts include devolution and grants from the
Centre on revenue account. Relief is calculated by reference
to repayments of central loans falling due during the period
1995-2000.

2. Relief for 1996-97 will be determined in 1995-96. In this
year, acluals will be available for 1993-94. For this year, revenue
receipts as a percentage of revenue expenditure (r) may be
calculated for each State. Forthree years preceding thatyear, i.e.
1992-93, 1991-92 and 1990-91, similar ratios will be calculated
and the average of these three ratios (r*) will be computed. From
this, the percentage ralief (R) is calculated as 2 (r - r*}). The ralief
would be in the form of writing off of R per cent of repayment of
principal on account of instalments falling due in 1995-56 with
respecttofrash centralloans to a Stage given during 1989-95 and
as outstanding on March 31, 1995.

3. Thus, if the performance of a State improves by 2.5
percentage points, i.a. (r - r') = 2.5, the State Government will
become entitled to a relief equivalentto 5 percent,i.e. R=5. The
minimum and maximum limits of R have been prescribed as zero
and 10 per cent.

4. Values of R will be calculated in a corresponding manner
for sach year during 1995-2000. As such, the relief pertaining to
repayments due in 1999-2000 will be given in the next financial

year. It in any year, the Ministry of Finance finds an increase in
revenue receipts or revenue expenditure of a State on acount of
an unusual or abnormal tem, it may take cognizance of this and
make suitable adjustments.

5. it may be noted that for the calculation of relief in any one
year, a reference to 6 years becomaes relevant. Thus, for relief in
1996-97, we refer to the following years:

Year in which relief is given 1996-97

Year in which relief is determined )
(repayments due will relate to this year) ;:  1995-96

Year for which |latest actuals are

available (r is calculated for this year) 1993-94

Years from which (") is 1992-93, 1991-92,
calculated 1990-81

6. The Ministry of Finance may prepare nacessary guidelines
for the implementation of the schame and circulate these 1o the
States as soon as possible,

7. In the accompanying Table, the magnitude of relief with
respect to two illustrative figures of percentage relief, viz. 5 per
cent and 10 per cent are given. The latter figure indicates
maximum possible relief that the States may get under the
Scheme.

8. The relief underthis scheme is in addition to any other debt
reliel provided to a State on other considerations in Chapter XII.

Debt Relief (Incentive Scheme) to States on Repayment of Central Loans during 1995-2000

(Rs. lakhs)
States Repayments during Stipulated relief under general
1995-2000 incentive scheme at
5% 10%
1. 2. 3

Andhra Pradesh 85888 4294 .4 8588.8
Arunachal Pradesh 6328 316.4 632.8
Assam 28912 14456 2891.2
Bihar 89077 4453.9 8907.7
Goa 8119 4086.0 811.9
Gujarat 104014 5200.7 10401.4
Haryana 24168 1208.4 2416.8
Himachal Pradesh 11876 593.8 1187.6
Jammu & Kashmir 23414 1170.7 2341.4
Kamataka 56768 2838.4 5676.8
Kerala 46313 2315.7 4631.3
Madhya Pradesh 50006 2500.3 5000.6
Maharashtra 112470 5623.5 11247.0 -
Manipur 251 125.6 2511
Meghalaya 2013 100.7 201.3
Mizoram 3140 157.0 314.0
Nagaland 2666 133.3 266.6
Orissa 34996 1749.8 3499.6
Punjab 22851 1142.6 2285.1
Rajasthan - 53128 2656.4 5312.8
Sikkim 1559 78.0 155.9
Tamil Nadu 62342 31174 6234.2
Tripura 5831 291.6 583.1
Uttar Pradesh 208661 104331 20866.1
West Bengal 84782 42381 B478.2

1131833 56591.7 1131833

1. Repayﬁaént amounts in column 1 relate to cutstanding !oaﬁg-tékéﬁ'abﬁng the period 1989-94. However, the proposed scheme
would also cover loans taken during 1594-95 on account of which repayments may fall due in 1995-2000.
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Appendix 7
Table 1 : Statewise Revenue Receipts : 1983-84

(Rs. crores)

States Own Tax Non-Tax Shares in Ant.275 Other Total N
- __ Reverue  Revenue Taxes _ Grants ~Grants .
I S R S .

1. Andhra Pradesh 965.37 308.42 408.32 1.10 269.14 1953.35
2. Awnachal Pradesh 0.85 13.26 0.00 42.41 32.42 88.94
3. Assam 135.35 77.89 137.66 4,36 195.33 550.58
4. Bihar 441.69 226.71 590.50 19.64 236.25 1514.79
5 Goa N.A. N.A. N.A. N.A. N.A. N.A.
6. Gujarat 879.04 292.15 . 226.71 6.85 160.38 1565.13
7. Haryana 350.03 179.54 96.63 0.42 71.97 698.59
8. Himachal Pradesh 54.25 48.38 30.02 4961 134.72 316.98
9. Jammu & Kashmir 70.13 81.65 36.38 §6.22 104.54 378.92
10. Kamataka 759.52 316.37 271.15 0.00 142.42 1489.46
11. Kerala 486.77 118.26 209.48 2.05 117.68 934.24
12. Madhya Pradesh 619.12 498.21 420.25 32.83 234.39 1804.80
13, Maharashira 1870.75 708.99 401.65 . 3.68 266.90 3251.97
14. Manipur 4.89 3.58 9.75 38.39 73.06 129.67
15. Meghalaya 9.50 7.21 9.86 23.18 75.21 124.96
16. Mizoram 0.61 2.52 0.00 36.61 25.60 65.34
17. Nagaland 9.47 11.06 4.88 52.59 83.89 161.89
18, Orissa 207.07 120.50 222.76 59.16 173.62 783.11
19. Punjab 544.12 156.37 111.66 0.99 65.99 879.13
20. Rajasthan 441.18 267.45 242.01 7.35 185.13 1143.12
21, Sikkim 377 7.86 1.13 8.9% 34.33 56.08
22, Tamil Nadu 1145.24 190.00 402.03 3.60 221.64 1962.51
23. Tripura 8.38 12.70 16.78 36.1G 71.07 145,03
24. Uttar Pradesh 992.10 404.75 682.12 25.11 551.34 2655.42
25. We-zst Bengal 780.75 14598 433.92 2.02 170.46 1533.13

Total 10779.95 4200.81 4965.65 543.26 3697.48 2418715

Note: 7. Includes U.T period receipts of Arunachal Pradesh and Mizoram
2. Figures have been cleaned for Abnormat / One time receipts

Source : State Finance Accounts
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Note: 7. Figures have been cleaned for abnormal/one time

4367.70

18154.72

Appendix 7
Table 2 : Statewise Revenue Receipts : 1994-95 (B.E.)
{As. crores;
States Own Tax Non-Tax Shares in Art.275 Other Total
Revenue Revenue Taxes Grants Grants o
1 2. 3. 4, 5. B. 7

Andhra Pradesh 3842.64 1296.25 1876.45 144.76 1100.42 8260.52
Arunachal Pradesh 6.67 64.55 130.44 64.95 283.69 550.20
Assam 886.81 37267 804.60 179.54 1339.45 3583.07
Bihar 1791.96 1162.32 2732.89 423.45 1283.90 7334.52
Goa 207.85 147.31 89.87 34.62 2492 504.57
Gujarat 4421.17 960.21 974.36 72.32 552.27 6980.33
Haryana 1794.47 1861.93 312.03 8.83 328.56 4305.82
Himachal Pradesh 241.60 64.20 328.60 110.51 398.69 1143.60
Jammu & Kashmir 256.02 155.01 562.52 226.61 785.18 1985.34
. Karnataka 4882.13 1067.74 1115.07 10.12 1093.30 §168.36
Kerala 2457.12 287.55 822.45 138.76 514.08 4219.96
Madhya Pradesh 3022.48 1477.92 1839.49 354.68 1582.00 8276.57
Maharashtra 8064.48 2474.62 1657.54 66.95 1315.92 13579.51
Manipur 22.86 4517 178.81 74.88 204.52 526.24
Meghalaya 61.36 22.10 142.88 48.73 305.77 580.84
Mizoram 4.89 22.07 158.15 76.61 196.67 458,39
Nagatand 19.30 27.58 193.81 90.26 254.07 585.02
Orissa 1076.64 451.42 1272.65 333.01 860.61 3994.33
Punjab 2642.08 456.16 417.59 38.07 376.62 3930.52
Rajasthan 2218.12 1128.76 1269.11 504.97 930.71 6051.67
Sikkim 14.42 29.48 43.73 18.45 157.66 263.74
Tamil Nadu 4623.05 560.71 1701.44 14.62 944.55 784437
Tripura 44.39 34.34 257.36 81.53 358.59 776.21
Uttar Pradesh 4601.21 1478.21 3883.20 940.85 1987.85 12891 .42
West Bengal 3562.80 340.95 1764.07 309.62 974.72 6952.16

Total 50766.52 15989.23 24529.11

113807.28

Source : State Budget

receipt.
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Table 3 : Overall Surplus or Deficit on Revenue Account

(Rs. crores}

7

States 1983-84 1994-95

L Actuals B.E.
1. 2. 3.

1. Andhra Pradesh -88.57 -703.66
2. Arunachal Pradesh 8.24 11478
3. Assam -138.99 441.29
4. Bihar 59.88 -693.09
5. Goa N.A. 38.22
6. Gujarat 139.03 87.33
7. Haryana 75.85 -512.27
8. Himachal Pradesh 32.71 -430.08
9. Jammu & Kashmir -28.47 -148.66
10. Karnataka 72.90 219.93
11. Kerala -68.20 -833.37
12. Madhya Pradesh 121.85 -30.71
13. Maharashtra 70.36 -998.85
14. Manipur 23.68 104.67
15. Meghalaya 25.25 36.58
16. Mizoram -19.78 60.13
17. Nagaland -3.33 -64.69
18. Orissa 0.20 -421.94
19. Punjab 59.27 -406.39
20. Rajasthan 44.85 -482.77
21. Sikkim 6.80 48.68
22. Tamil Nadu 51.71 -1239.18
23. Tripura 3.85 54.62
24. Uttar Pradesh -105.74 -1971.79
25. West Bengal -206.17 -1335.88
26. Total (Net) 147.98 9067.08
27. Deficit -649.25 -10273.31
28. Sumplus 1206.23

797.23



Appendix 7

Table 4
Revenue Receipts - All states

(Rs. Lakhs)
—— e T T [
Major Head Actuals Trond  1993-04 1394-95
—— e Growth —

1983-84 1984-85 1985-86 1986-87 1957-88 1088-89 1989-00 1990-91 1991-92 1992-93 Rate  RE. B.E.

(%)
1 2 3 4 5 ] 7 8 9 0 1 12 13

1 Tax Revenue 1070829 1220061 1442652 1647238 1903894 0931840 2560326 2846369 2507108 8042101 15.81 4466076 4986660
o022 Taxon Agr. income 402 8446 12692 10377 6263 6443 9259 16943 20221 1119 990 15004 16634
0029 lLandRevenue 20811 21681 23907 21247 28831 31499 39636 38057 96371 44942 956 36952 69846
0030 Stampand

Registration gacdg 70453 85333 j00866 195337 148778 iadaze 210717 264488 095072 1967 340822 381796

0039 State Excise Duties 159057 186537 207723 242033 286800 310286 368268 478020 546134 g20642 1676 651695 680835

(@ CountrySpirits/
Fermented
Liquors

(b) Others

0040 Sales Tax G22656 704738 841837 955964 1114672 1332418 16506754 1757774 2086327 2313971 16.10 2681187 3023912
Taxes on Vehicles 106883 117836 136426 157942 184302 210760 227329 250069 204224 336068 13.73 4072398 437324
o041 Motor Vehicle Tax 62406 70138 827983 98331 112900 120068 - 139239 152802 184317 215889 1439 248872 271839

Q042 Tax on Goods &
Passengers 44477 A769B 53644 59611 71402 83692 aape0 106177 100008 123108 1272 158366 165485

0043 "Electricity Duty 36754 45499 gI00  B27C9 80621 09895 109021 118633 160103 175312 1781 189746 208065

. Non-TaxRevenue
A Normative items
0048 Interest Receipts 46592 53123 54338 68708 88405 75141 82913 97022 210811 185243 16.85 198286 222742

0050 Dividend o544 2044 2091 2336 2746 4848 2607 3274 4470 10612 1397 500 6032
0701 Major and Medium
{rrigation
{a) Receipts 13661 12349 20785 15508 13483 18293 17836 17546 01419 25607 5.80 29490 40391
(o) Expenditure 90988 89400 103855 ipa1E5 134020 158496 185764 201430 229589 261739 1419 265887 317569
(i Interest l430 74076 84201 9837 98384 150850 144733 453430 166278 188894 139 27531 242475
(i) Others ousgs 20403 34646 40984 50015 6063 71752 82576 101525 114533 17.81 98005 131854
(¢ Net{a-bil) 5Rp4 47054  -13861 25476 36532 40730 53916 65029 80106 88837 58515 91462

0801 Power (Depart-
mental Schemes)

a) Receipts 3024 3474 3970 4523 8123 13120 13087 10946 13342 13383 2107 1053 20692
) Expenditure 6906 7790 9108 12551 15660 22315 24821 18092 19968 22522 15.00 27033 28651
{i) Interest agea 3574 NA 4078 4212 5366 5755  4BA7 g7y 9014 g774 103N
(iiyOthers 5836 g744 11287 11691 14673 20649 23156 17481 jeog3 17536 1109 22083 22883
() Net (a-bii) -3812 5240 7317 1168 6550 7529 -10069 -6535 274 4153 4230 219
B. Others 180301 222097 247730 301181 108885 363449 407696 375376 459544 527736 1142 558020 633953
A+B 246771 254969 283991 339581 377084 395179 439231 404108 561979 630600 1154 689361 769073
L. Non-E’lan Griints* 26065 233% 38193 43069 39642 6136‘% 44906 52850 59430 52598 9 54 61982 51575
fG?EnEigi_é[@@f B ~yatsTes 1498426 1763836 2020888 38 2321500 2688393 3053463 3403327 “a17a737 7 4625299 1506 52 5217419 580 19 5907308
Note 1 includes LT period rec eipts of Arunachal Pradesh and Mizoram
2, Jigures have heen cleuned for abnormal/one lime receipls
Source State Finanee Accounts/State Budgels
Grants for which expenditure 18 nooked on Noen-plan sccount.
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Table 5

Revenue Expenditure - All states

Appendix 7

=

{As. Lakhs)
Maijor Head " Actuals Trend 1993-94 1994-95 *
- U Growth [T :
1086-87 1087-68 1988-80 1989-90 1990-91 1991-92 1992-33 Rate RE. B.E. J
(%)
0 1 2 3 4 5 6 7 8 9 10
2049 Interest Payments 419560 484540 5092002 704521 840465 1056391 1296243 20.80 1644875 1917084
2055 Police 202248 240259 279796 328429 393346 444022 520711 17.04 615318 631163
2202 General Education
{Other than Dept.) 342648 416062 480504 578721 711962 766355 866980 17.02 986985 1062887
(a) Elementary
Education 341075 380033 447338 560363 664675 732355 839957 16.85 902281 1022054
{b) Others 174332 198722 227835 260098 326304 352741 403185 1545 450774 497534
2210 Medical & Public
Health 22434 30860 28099 49972 63604 75461 95825 28.22 B0853 103666 ;
3456 Civil Supplies @
{i) Subsidies 54724 61813 65200 79482 96537 99930 107453 12.82 123754 134302
2515 Other Rural Dev.
Programmes Others 1102083 1201743 4507148 1766341 2067813 2638351 2766498  17.46 3008981 3147173 !
Total 2650104 3113933 3628824 4327926 5164701 6165607 6896852 17.76 7903821  B515863
Note:  Figures have been cleaned for abnormal/one time Expenditure. ‘

Source : State Finance Accounts/State Budgets.
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