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I. Introduction

Federal forms of government are 3 (ime-tested way of organising states. They
are generally motivated by the need to accommodate territorially bazed ethnolinguistic
and other socio-cultural diversities within a sinale political unit. There are also some
faitly compelling economic arguments in favour of federalism. First, therc can be
substantial cfficiency and welfare pains from  decentralisation of spending
respensibilitics.” Second, decentralisation can help ensure efficiency in the production
of public poods. Decentralisation ¢an act as a surepgate for market discipline in
ensuring ¢fficlency in the production of public goods?

Fiscal federalism has its economic peoblems as well, Frst, resource
endowments and levels of econemic development differ across regions, and in a
federsfion, this repional disparity may be refiected in the ability of sub-pational
govermments (o provide public goods to the rcsidents wnder their junzdiction.
Decentralisation can eompromize the attainment of redistnbutional equity obfectives
through the length and breadth of the country.’ Second, fiscal develution can aiso
create probiems in the muintenance of mactoeconomic bafance through stabilisation
polictes, The spending decisions of not only the central government bul also the fower
fevel pgovernments affect macrocconomic cquilibtium. Expenditere eontrol s
congiderably more difficult under o federal sot up wilh expendituee devolution than
under & unitary system.” Third, fiscal federalism — particularly with the devolution
of 1ax raising powers — can lead to tax exportation AmCTE States and tax wars through
exemptions and tax concessions. This can impair the development of g common
market and retard growth.

How has fiscal federalism in India performed in economic terms? The ajm of
thiz paper is to throw some light on this important question by evaluating some
selected eronomic aspects of the practice of sub-national public finauee in the states.®

A draft of this paper was presented at the Instituta for Social and Esonomic Cihange
{ISEC)-Werld Bank Instiute conferance on “Decentralisation and e Making of Sub-
national Palicy” at Bangalore on May 25, 1509, and 3t the Firet testing of the Global
Develapraent Network, Conference, December 58, 1999 &t Bann,

See, for example, Tiekout {1951}, Musgrave {1968}, Qates (1972),

Sea Tiehout {1566} and Gorden (1953

See Prud'hamme (19%8), and Tanai [ 1905,

Addititonally, ke many private goods, some public goods are alsg subject fo
econemles of scale. There can be diseconomies of scale when experdityres are
devolved to small local governments, Gven the size of the Indian stafes, bath in
termit oF poputaticn at well as area, this problem is likely to be of limlied relevancs in
India.

¥ There zre 25 states in India and 7 union teritenas (UTs). Tha Rseal autonomy
enjoyved by tha UTs is limited relative to e stafes. The nationa] capital terrdtary
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The paper focuses on three important issues: relative fiscal prudence of states viy-G-vis
the centre, the cxtent of appropriate expenditnire priontisation by the states, and
problems of tax exportation and tax harmonisation across statez” The paper draws
heavily on the work done by 1he Mational Institute for Fublic Finance and Policy
(MIFFF}. For example, it sometimes focuses on five states, namely, Assam, Haryana,
Kerla, Punjab and Tamil Madu. These states have been chosen not beeause they are
particularly dastingwished or disreputable in the conduct of their fiscal aifairs, but
becanse they have been recently studied by the NIPFP® Hopefully, they provide a
good smnple of the Indian slates.

Evaluating fiscal policies at the state [ewvel is important a1 this junciure for
throe spocial reasans. Fivst, a large fiseal deficit of the central povernmont close to 10)
mer cent of gross domestic preduct (GDF} continues to complicate macrocconomic
roanagement in India. There is acuke fiscal stress at all levels, particulacdy after the
implementation of the recommendations of the Fifh Cemtral Pav Commission for
govermnent employees.” The combined deficit of the states is becoming as important
a3 that of the centre. Furthenmore, states have a large responsibility in the areas of
cducation, health, infrastrnature, and social sccurity and welface,"  There i= a serious
adverse impact on public expendilure in these areas because of zcute fiscal stress.
Sveond, a propounced increase i the power of regional political partics miling in the
slates vis-c-1iz the coalition goverament al {he centre may have its reflection in cemre-
state financial dealings as well. Third, with the angoing fiscal devolulion to the third
tier, namely to panchgyars and municipalives, after the 73 and 74 amendments of

the Constitution in 1992, it may be useful (0 have 2 look at the fiseal soenado at the
sacond Lier, namcly the states.

The plan of the paper is as follows. Section 2 discusses the bard budget
constraint on the states, a very fmportant feature of fiseal federalism in India. Section
3 discusses the relative deficits of the centre and the states, and some Facets of
competitive politics of deficit at the centre and the stares, Section 4 deals with the
iesue of ewxpenditure priontisation and management. Tax . issves, including
hammonization and exportation, are discussed in section 5. Section & concludes with
sowme ohservations,

(MC-T} in Deedhi is somewhara in between 2 state and a UT. In some analysls, it is
cansidered &z 3 state malkdng the number of stales 28 and the number of UTs &,

The paper doss not address the issue of impact of fiscal federalism on regianal
digparities,

See, Srivastava, Chattopadiway and Rangamannar [(1%93), Sen and Rao (1998),
Srivastave, Chattopadhyay and Jena {1998), ' Rajaraman, Mukhopadbyay and
Amarnath {1885, and Sarma, Maresh and Bobra (19983, -

The Fifth Central Pay Commission was appointed by the central govemment to
recommend revised pay =¢ales for cenfral government employees. Hawever, go
distuzsed later, the recommendatlons ware slso adopted by the state governments
without miuch modifications.,

The distribution of tax powers and expenditure a3signment among the centre and the
states according Lo lists |, W, and Hl of the savenh sehedule (Aricle 2458) and other
conztitutional provisions for fiscal federalism are well kmown and are described wall b
Mukheri (18531), 2] Vithal and Sastry (1998,



IL Hard Budger Constraints on the states

i) The setting

In India's federal simctuee, the states are faced with hard hodpet consteaints.
Article 293 of the Indign Constitation mandates the states to obtain the centre’s
consenl {or bomowing if they are indebted to the centre.  Much of the debt of the
states 35 owed o the ceotee!' Thus, while the centre can plan itz expenditure
sormewhal avtonomously of its income strcam and Linance the resulting deficlt by
bormowing fiom the market and/or the central bank, namely, the Beserve Bank of India

(RBIY, a state can spend no more than ils anlicipated révenues plus “approved”
borrowing linits. This is captured n figuere 1.

In figure 1, revenue is measweed slong the horizontal axie and expendinme
along the vertical, The 45-degree line indicates combinations of revenue and
expenditors, whers they are equal and the deficit is nil. I permitted deficit is equal to
073, then line DV — which iz parallel to the 45 degree line — pives the maximum
possible expenditeee that can be incurred for a given level of revenue. For cxample, if

revere 15 squal to OA, then expenditure can be no morc than AB. to contain the
deficit at a level equal o OD.

Giiven the hard budpet constraint, persistent upward prossurcs on ICvVenus
expenditure result in a squeeze on capital expendilure.  For example, if revinue
expenditwre = AL, then capital cxpenditure 13 BLC.  Any mmerease in meveouc
expenditure (for example, from AC to ACT) wilhowt a comesponding imeréase im

revenues ad the approved deficit, rezults in capital expenditure falling below BC (to
BC™.

The asymmetne application of financing constraint on the centee and the siates
through restrictions on sub-pational bomowings is not uncommon in federal couniries,
Becavse of a long history of bailowis, lack of tranzparency and dissemination of
information at the sub-pational level, reliance on market principles alone doss not
seem to work too well for enforcing  borrowing  discipline on sub-national
povermnments.?  Most sountries follow either a cooperative framework [or the desipn
and implementation of debt eontrol (for exaraple, in Australia and Genmany), or rule-

based controls (for cxample, in the US). India follows administoative controls for this
PUIPOSE.
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Ab lhe end of March 1988, oul of a total dabt of the states of Rs, 336,265 crare, tver
B0 per cent (RBs. 202,078 crorg} were loans and advances fom the central
gervarnment, Furthermars, it may ba netad that the stales tannot borgw exdemally,
and all debt of the states is of e mtemal vanety.

Brazil and Canade, after trying qut market based selutigns, went back to controls on
subgnational borrowings. See Ter-Minassian (1597].



Figure 1. Hard Budgei Consivaint
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i) Mot as hard as it 1noks

The botrowing congtraint on the states in India, howewver, i3 not as hard as it
looks. There are four scurces of financing that tend to relax the constraint, Thess are:
f4) pubiic accourt, (L) ways and means advance (WMA) and overdoafis from the
Rescerve Bank of India {EBTY; {c) puarantees; and {d) public sector enterprises (PSEs).

a  Fublic Account

The accounts of the governrnent ave kept i theee parls: consolidated fund;
cohtingency fund; and public account.  Accoeding o the government, “Besides the
normal reecipts and expenditure of povernment which refate 0 the consolidsted fund,
cerigin other transactions enter govermiment aceounts, in respect of which, govermment
a0ls morc as a banket, for example, transactions relating o provident funds, small
savings collections, other deposits. The moneys thus recsived are kept in the ‘public
aceount’ and the connected dishursements are also made thercfrom. Generally
speaking, ‘public accownt’ funds do not belong o the govemment and have to be paid
back some time or the other to the persong and swhonties that deposited tliem.™ '

There arc no separate cach balances for the "consolidated fund of India' and ‘public
actount', and the cash flows of the two ageounis got merged,

The central government operates several small savings schemes through the
'public account' to spread the message of Guilt o every household, and to mop up
savings from areas beyond the reach of the banking notwork.” Wost of these schemes

L3

Government of India (19992), po.

These zmall savings schemes are fiamed by tha central goverment under the
Governmen! Savings Ast, 1873 from Ihe colonial period, and the Sovemment Savings
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emjoy tax benefit under sections 20L, B8 and 10 of the Faeome igx acf. The net
collections in small savings schemss and public provident furd (PPF} in post offices
and banks io 2 state are shared with the states in the form of loans.®  Loans extended
from the centee’s budpet on account ¢f small savings, PEF eic, have increased over

time. For example, such loans increased from only Rs. 5,000 crore in 199304 1w
Rs. 23,788 crore in 1998-99, ¢

The central government does not have full control over the bormowings by the
states through the small savings schemes. Aoy incrcase in simall saviegs mchilisation
results in an automnatie increase in cash inflows to tbe states through the acccpted
sharing fommula, Apact from the commendable reazon of promoting thoafl, the
cxpectation of larger cash inflows way partly explain the enthusiasm of the siates in
mabilising small savings in their own jurisdistion.”

B WMA and overdrafis from the REFE

Twanty-lhree of the twenty-five states in India have wvoluutarily apreed to
entrust their banking business to the RBL. The RBI provides WhiA to the states
banking with it to help them tide over temporaty mismatches in the cash flow of their
teceipts and payments.'” Steictly speaking, such advances are repayable in each case
ot later thap thres monthns feomm the date of making that advance. There aze two Types
of WA — normal and spacial. Mommal WA are clean advances, while special
Whik are securcd advances provided against the pledpe of Govemment of India
securities, The RET determines the maximum limits for normal and special WhiAs
for ¢ach state as multiples of fhe prescibed minimuwm balence required to be
mintained by them with the RBL. These limits are perindically rovised.

An amount drawn by a state from the BB in excess of WMA is an overdrall.
There i5 an overdraft regulation seheme in foroe singe October 2, 1985, No state was
albowad to Tan an overdraft for more than seven continuous working days behaeen

Codificates Agt, 1988 and Fublic Provident Fund Ach, 1968 from the post-
Independenca period.

Such eharing slarted as an indugemant Lo the states to jein the cenire it & tooperative
affort ta mobillee savings, and the share of Lhe states was increased from Al 1,
18E7 from 213" to 344" of the net callection in the state. The loans are rapayable in 25
years with an initial five-year grace pedicd for pringipal rapayment and carriet an
ntarast rate of 14.% per cent. The cost of small savings schemes {incluslve of cost of
managematt such 85 agensy commission) wotked cut to 13,04 par carnt in 1955-97,
The financial yeat in india rung fram April 1 to March 31, Thus, 193384 stands for
Aprit 1, 192% to March 31, 1924,

The enthugiasm of bath the centre and the states in mablling finance thrawgh the
Public Actount is also clearly manifested by the pamission to instilutions such =s
mulual lunds 7 invest b some majer small savings schames. Furthermare, thare are
also demande from some states that the edvances retated to small savings from e
centre should be treated as @ grant rather than & loan or as a boan in pempetuity. The
system of accounting of laans to siates and LITs against net small savings collectons
was changed with affact from Aprl 1, 1992, Now, the states’ shares of small savings
are given 1 the siates without Incorporating such eanskers in the cantre’s budget.
They now form part of a fund in e pablle account,

A good distussion of the izsues is contained in Resane Bank of India {1998}

This ls done undee saclon 17(5) of REFACE 1934, .

1e
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October 1985 and Oetober 1993, and for more than ten continuous working days
between November 1993 and Maceh 1999,

Fersistent fiscal siress and consaguent pressures on liquidity management have
led 1o the frequent use of WhiA and the overdraft facility by the states?® As there i3
no special requirement [or the states to vacate the WhiA drmwn or overdrafis at the
end of the financial year, many slates have vsed Whid and overdrails as @ resource
for financing their fiscal deficit®  During April-September 1998, the average normal

WhiA availed of by the states (eombioed) and the average amount of overdeall drawn
by them was Rs, 415 crore and Rs. 26] crore, respectively,

¢, Crearantpes™

Chzoges i contingent liabilities or owstanding amount of gusrantees are not
part of the fiseal deficit™ DR, such guarantées can act a5 a substitute for zovertment
expenditure in some cases. For example, a PSE of doubtful eommercial viability ean

be given a guarantee to raise funds from the market instead of a grant or loao (tom the
budeet,

According to drifcle 293(1) of the Constitulion, the statc povermments in india
van ve guaraniees vpon the security of the 'wonsolidated fund of the state' within
such limits a8 have been fixed by the legislature of the concerned state. Ouly the State
of Gujaeat hes had slamtoridy fixed ceiling oo povemment guamntecs right from the
early-1960%s, With cifeet rom April 1, 1999, the State of Kamataka has imposed a
ceiling on such guarantees, and more: states are expected o follow.

The outstanding gearantees of states increased at 2o anmual rate of 12 per cent
feom Ws. 40,318 crore at eqd-March 1992 1o Rs. 79, 625 erore o end-September 1998
As at end-darch 1997, the agrrepate oustanding poarantess of |2 majer states were
equivalent to 9.1 per cent of thoir net state domestic product (NSDF).  There is
considarable variation in guarntess as a proportion of NSDP across stakes,

According to the Techrived Commitiee on State Governmend Guaramiees, “The
rising deficits on revenue aecounl have pre-empted finaneial resouwrces from
investment projects. In such a situalion, the issue of puatantees a5 a compensatory

For example according to the Reserve Bank of India (1998) (p.2). during Apsil-
Octobar, 1958, sixleen state governtnents wars in averdrafis wilh ten states taking
frequent recourse.

Of caurse, the gensaral requirerment such as nal Being in overdraft conlinuously for
more than a specific number of days applies to the end of the financial year as well,
The YilA limits tor ststes and the overdraft regulztion scheme were revised from
Aptil 1, 1293 in ling with the recemmendations of he “Rapor of the Infarmal Advisory

Cormmitiee on Ways and Means Advancas ko Stale Governments”, Resarve Bank of
india, Murmbal, Movermber 1993,

& gead discussion of the issues s contained in Reserve Bank of Indla {1988
Intematlenal Monalary Fund [1988). -

The ceiling in Gujarat is In nominal eemns, while in Karnataka i is 80 per cenk of the
revenys racsighs in lhe year before last.

I
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measure for maintaining e existing level of public investment is significant™ The
discontinuation of statutory allocation of a pant of the banking sector’s resources to
PSEs in 99394, and decrease in budgetary support to such PSEs for thoeir capital
requirements have also contributed to the growth of guarantees. ™ No ready estimates
cxist on the defaule position on loans guarantced by stale governments, but op
around the end of October 1998, puaramiccs of about Bs. 700 crote had been
mvaked ™ Although guarantecs provided by the stales 1o projects of doubeful viability
are a source of concem, the agererale suarantees ooistanding of 15 major states have

come doewn from 10,3 per cent of WE0P at enduMarch 1992 to 2.1 per cent at ond-
Blareh 1997,

d  Public Secfor Enterprives

Some states have resorted (o creative aceounting vig-d-wix PSEs for softening
the bard budget conslmiml. A staodacd method is as follows.  blost PBEs have
putstanding loans from (heie respective siate povernments. Repayiments of such loans
to the state government, even when the financial condition of the FSE docs not pernit
snch repayments, provide temporary financial succour to the state puvemment and
help them o relax their hard budget constraints. A recent example of how the PSEs
can be wsed to ease the financing constraint of statcs s provided by the Stale of
Punjab. Punjab government decided to supply power free of cosl W agrievlturists in
1957, The impact of this Bz, 207 crore operation on the [iscal deficit, howeaver, was

neutralised by adjusting the amount against unpaid intersst dues by the Punjaly State
Eleciticity Board, a Im&—mﬂking parasiatal

Thus, the budget constraint is soinewlhat less hard than what figure 1 suggests.
Mevertheless, 1t is there and the budzet constrmint acts rauch harder on the states than
an the central governmant.

I, Competitive Politics of Deficit of the centre and the states

1) The facts™

The harder operation of the budgct constraint on states wis-d-vis the contre 1s
rellected in their relative deficit and debt figures, The fizcal deficit of the centre on
the one hand and the statcs and UTs on the other were close to cach ofher until the
rniil-197%s (table 1}, But, the centre’s fizcal deficit, measured as a proportion of GDP,
ballooned from 3.26 per cent of GDP 1n 1970-71 to an alk-time high of .38 per cent

25 Rezerve Bank of India (1998) p, 17.

Some states have also given quarantees fo attract private sector tnvestient in
infrastructure

Farlly in refleation of lhe sk asscciated with govarnment guaramteed Instruments, the
REl introduced & non-zerg fsk weighting of Zugh mslnyments from 198204,

See Rgjaraman, Mukhapadhyaya, and Arnar Wath (1928). pp. 27-28.

In this seclion, the figures in tzble 1 relatz 1o states ag well s UTs.  The relalive
ghare of lhe U'Ts in tha aggregata for states and UTs, howeavar, s Stall.
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‘Table 1. Deficit of the centre and states and UTs !
e Alnmupees crare) :
Fizcal deficlt Ruvenue deficit
- stales & UTyl ventre’ states & UTs| cenitre”
19971 93 L2897 17 -163
1971-72 ([T 1.727 e L gk
1073273 L 397 2,525 L -17
L97T3-74 a7 158 118: I3
1974-T% 1.26% 2,133 =A% -7a4
1975-T6 1123 2,559, 353 =357
1275-77 1,545 3,70 =1.00% -EE'D!_
i1977-78 2081 1681 -Lolg A0
197875 2,697, 5,450 -3,155) 292
L9759-80 LR 6,325 -1,542 ]
LOBR-1 4 353 HAd% =CIEH]) 1702
1041-82 4,789 5667 1510 203
P21 5,101 12,534 £50 1,254
13E3-Ed 0452 13,425 213 2.5
1 Sid-E5 8,308 1T417 gog L
1955-86 7 508! 23 AGd -5dd 5,565
[98a-87 S ang 2,141 -21 1,770
IRET-RE 10,488 27.04d 1,058 5 137
[OF&-35 [EAG3 10,923 1,825 0514
103800 14,795 35633 3,507 11,814
1950-0] (E-N 44,632 5107 13,562
190792 : 18,422 1 5052 Eo, 261
196393 § 20,0041 40,173 5059 12,575
1903-04 ! 19,614 40,255 3ATS 32,716
1994-95 | 25,673 57,704 5575 31,029
LLER ' ALY £0.243 3,734 29731
[ 9%k ‘ 10,429 66,732 16,5 32654
Mote:  Minus (-] sien denotes supls,

Source: 1. Staces and UTs:

indian Economic Statigtica/Indian Public Finance Statistics, Minigry of Finanes,
Gavepgtrent of India (varfons fssues). :

Include Pondicherry, a UT with legislare, and fram 1993-94 the Mational Capitad
Teerivery of Delht which ton has 2 legislatoee.

2. Centre:

Finance Accounts of the union sovermivent — Controller General of Accounts {annalh,
Centre ineludes the central govemsnent and ihe UTs which de not have 2 legislature.

of GDP tn 1987=82 before declining eradually to alomt 5 per cent in the mid-19903.%
Un the other hand, the combined fiscal deficit of the states and the UTs — apain
measured ag a propecion of GDP — after growing ftom 2,14 per cent in 1970-71 o

o

The GDP figures used in the cateulations sre GDP at cument market prices lold
sefies). The new seres of GDP is available only fram 1893-24,



3.3% per cenl an 9001, has remaincd contained below 3,25 peor cent in the
subseguent perjad {figuece 2.

Figure 2. Fiscal deficit of the cenfre and the statez and UTs
fAS per cend of GLP)
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Iy Hove wigh the Jower deficil, the debt of states grew from Bz, 23,959 crore 1o
Bs. 336,303 crore between end-March 1981 and end-Bdarch 1999, while the total
liahilities of the cepire prew rom Bs, 58,129 crore to RBs, 864,232 crote, In 199407,

the averape rate of interest on stales’ debl stood at 11.24 per cont compared to 9.5 per
cent for the centre '

In the deficit race — which is a race to the bottom — the centre has been well
ahead of the states. The centre’s deficit at & per cent of GDP was more than twice the
combined deficit of 2.8 per cent of the states and UTs in 1994-95. Al th states are
indebted to the centre and reguire the ¢entre’s permission o bomow.® Thus, they
have a financing constraint, and limited access to bormowed [unds may have prevented
the fiscal deficit af the states from ruoning oway like that of the centre.

1

erivad a5 gross interest payment of Re. 25,576.4 crare in 199647 as 3 proporion of
F5.2237 44 arare {average of Rs, 212,226 crore and Rg. 242 863 crore, the fgures of
quistanding liabilities at end-March 1996 and 1937, respectivaly} for the states, Far
the cenlra, tha figure has been derved e interest payment of Re. 59,478 crora In
1936-97 as & proportion of Res. 625,871 crove {averaga of Rs, 583,125 crare and
Fs. 658,517 crare, the figures for outstanding lisbilities at end-March 19396 and 19847,
respectively). The margingl rates are higher for bath, but the differental remains.
Without thls dilterential the centre woald have had a larger share of the deflelt

F.ight from the days of the second Flnanca Carmmissian (1958-57), high indebtedness
ol tha states 1o the contre and e consequent debt-service burden has been 2
subject of some concem in Indla. Debk ralisf has been provided by various Finance
Commissions, starting from the Sikth.  Only the Ninth Finance Cotrumission did not
recommend any debtt rallel. Thosa reeemmatided by the Tenth Finance Commisalar
ware linked o fiscal management and refoms.



Bven i terms of the rcvenue deficit, the ceatre’s performance has been
considerably poor. Both the ¢onlre, and the states and the UTs had a revenue surphus
until 1978-79, In fact. she revenue surplus ofF the cenne, and the stiss and LTS wens
voughly cqual a1 1.2 per ¢ent of GDP until 1975-76. The cenire’s revenue balance
started deterioraling from V97677 and turned 1oko a delicit in 197980, The states’
and UTs” revenue balanee also came under pressure but farned into a deficit anly in
1984-85. Dy 198435 the centre’s revenue defieit was as much as 1.5 per cent of
GDF, After incurring revenue deficit in 1984-85, the staies and UTs produced a
revenue swplus in the two years of (985-86 and 198687, The revenue balance of
the srates and UTs has boen a pemsistent deficit since 1987—38. Bal il has been
considerably less than that of the centre.  Thus, the comre’s revenue deficit has
fluctnated between 2.2 per cent o 4.04 per cent of GDP, The revenue deliodt of siales

and UTs, on the other hanel, has been well below 1 per com ol GDP except for 19%6-
47 and 199708 (Mgore 3). '

The Constitution assumed a fiscal insbalance with the centre having relatively
mare revenues Than spending, and accordingly made provision for transfors to the
siates. The ennstiiutional assumption of & transierable surplus has been invalidated by
tha central fiscal stance. Ever since 1982-33 the centre has had a fiscal dehicit greater
than the fiscal transfers (ncluding shars of taxes, prants and losns net of recoveries) w
the states and UTs. For cxample, 1n 998-99, according to the revised eslimates
for the centre. the revenue deficil was Rs 60,474 crore and the fiscal delcil was
L5 103,737 crove while transfors o siates and Uz weve mited to Bz.95,008 arons,

Figure 3. Kcvenue Deficit of the centre and the states and UTs
{ Az per cent of GDP)
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Thus, even without any fransfers to the sines and LTS, the centre would have bad a
fizcal deficit and only a small revenue surplus,  As arly as in 1959, the Fifth Finance
Commission had noted that the Governmen of India vras “not in the happy siteation
of certain other federal govermments™ which had largs sucpluses, and “the preemptive
character of the financial nceds of the unlen constituies a limiting factor in
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forroulating the scheme of transfers to the states™ Devolution vnder fiscal federalism
in India has become an exercise in distributing deficits,

i} PFrobable [H

In 19922000, the combined deficit of the states iz expected to be close to that
of the centre. Populist policies, such as the supply of free power to fammers and cheap
power to households, inadequate waker charges, supply of subsidized nece, and the
inability of states to mobihize additional rezources promised at the Himes of formalating
the five-year plans have conitibuled w the worsening of the fseal position ol the

slates, AL a more ondamental level, the states’ catching up with the centre in temms of
the deficit can be atteibuted to thres. factors.

First, theve are “systemic factors’. According to Bagebi {1998 “Finding that
barga revenue deficits had afflicted all states, and that too at about the zame time, the
Temeh Finanee Commission folt that “systemie’ rather than state-spegific [Beloms woere
at work., What these Bactors are remains i be follv researched,  Af one jevel i wonkd
appear thal popubist polities and the vabridled free rider instinet, “the tragedy of lhe
comemons’, are the ragt cavse of the cheonie problan. Messages emanating from the
nesy institutional economics sugaest that the problern roay have its ovigin in the faibure
of the institutions — of which federal fiscal relations constitute a vital component —
to enforce accountability and provide incentive compatibility in the matier of public
expenditures and revenue raizing ™

Second, theye is the emulstion of the centre by the states n an envirooment of
competitive politics. For example. according to the Mimsiry of Finance, Government
of India, “The implementation of the Fith Central Pay Commizsion rocomoendations
at the centre also provided & benehmark for pay Tevisions af state level, This has led

to a substantial increase in their zalary and pension outge thereby adversely affecting
the fizcal health,™

As long 85 the same pohtical party was ruling both st the centre and in the
states, the intermal political party proccsscs sush as diktats from the “party high-
command” coutd be wlilised to drive 8 wedpe between the fiscal stanoe of the centre
and that of the states, The rise of regional parties and their coming to power in the
states have beoughn an end 0 the ez of the same parly ruling overywhere.
Fuethermore, the advent of coalition politics from the 19705 has gradually changed the
poasweal equation between the cenlre and the statcs, While intense competition betorean
polilical parties for winming stats ¢lections in the shert run have reinforced the
populist policy pressures al the state level, coalition govemments at the centre have
Found it difficult to “harden” the budpet constraints on statcs. The centre”s leadership
in defieit reduction by selling its own housc in order apprars to be important in this
content.  There may be no inherent incompatibility between fiseal prudence and
competitive politics with diverse paclies ruling a0 the cenice and in the states. But, the

e Baqchi (1988}
Government of India (19920, p. 23.
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moral authority of the centre, which has been considerably eroded by its persistent
high deficits, has to bo restored through repid hzeal consolidation.

Thivd, the design of Fipance Commission (FCY prants-in-mid of revenues to
states (according o Article 275 of the Constitution) may have had a bias towards
legitimising incipient deficits arising from inadequate revenue efforts and improdent
expendituee decisions in the past. The dependence of the states on the centre for
grants-in-akd of revenues has increased over time., A larpe part of the'delt of the =tate
governments is debt to the cemtre and the interest on such loans were and are
detocrmined by the centre. The interest charpe on such loans, which 1= an automatic

charge on the revenue aceounl, 15 taken care of by the FC in its overall assezsment of
TESOUNGE TECULITemenls.

There 15 need for moving away from the  ‘sap filling” cullure in fiseal
devolution, and to have a set of proper incentives for state povernments to improve
their fizcal positions, cut down deficits and reotient expenditure to developmental
heads. The Eleventh FC, which iz expected to recommend fiscal devolution for the
years 2000-01 1o 200405, iz cumently scized of the 1szuss.

V. Expenditure Prioritisaiion and Management

i) large rale for states in ditu

In India, i 199798, the budgeted expendidure of states and UTs accounted
for 36,5 per cenl of the combined budgeted total expenditure of the centos, states and
UTs of Rs. 383,567 crove, The states’ and U'TS" share of povemment ¢xpenditures —
both corrent and total — have remaiped more or less the same at around 57538 por
cent from 1955-56% The states have a very targe rofe in the fields of cducation and
health.  According o calenlations by Ahread, Hewid and Boggiero (1997, in the
three years ending in 1936, of the combinad expenditore by the contre and the states,
on average, (he states aceounted for as much as 90 per cent of the expenditure on
education and 70 per ceot of the expenditure on health,

There hag been some introsion of the centre In many areas of expenditure. For
exarople, dissatisfaction with states’ performante and a desire to pursue a wniform
policy theoughout the eountry led to the shilling of population control and family
planning, forests, education, and trade and sommercs In several essential items from
the ‘state Jist’ to the ‘concurrent st throvgh constitutional amendments. In many
areas, the cenire has also intruded in allocation decisions under the purview of the
states theough centrally sponsored schemes, Movertheless, the states in India continue
to play ap itnportant role in the scheme of gencral government in the country.  Apart
from maintaining the police and public order, states have exclusive jurisdiction over

15

Fap and Sen (1996), p.591.
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piblic health and sanitaion, roads {(vzoopt national heghwsys) and bndges,
agriculture, water supply and immigation.

i) Wapey apd interest ceowding out capital and other essential expenditure

One of the most striking features of Indian public finance at the sub-national
lesrel has been the ctowding out of capital and other ¢szential cxpenditure — mcloding
developmental and cperatton and malnlenance (O&M) expenditures —by 1ncrcasing
revenue crpenditiere maindy owing 0 higher interest pay meanls and wages, Within the
hard budiet consiraint of states, higher wages naturally displace other expenditure,
Similarly, mereasing deficits crowd out development expenditore theongh the
dynamics of debl.

The government salary 'bill both at the centre and the state povermments
appears to "he disproportionatcly high and nising, The govermment wage bill in the
states a5 a per cent of the respostive state GDPs (GSDPs) has gone vp by 2 w4
percentage point: doring the cument decade™ Thew is need for the states 1o
reconsider the policy of uniforn salacies across stares and ke gentre. But, this is
unlikely (o come abont until the FC refoses to accept such uniformity spontancously
for us award calculations. At the zame time, the centre bag 1 provide leadership in
changine the seneral orientation of povernements as “employment ageneies’ with the
arpamugational motto of “of the emplovees, by the emploveas, and for the employess,”

Persistent deficits have resulted in a continaous increase in states’ debt, and
increasing debt hias led to a growing proportion of the statas' revenue respurces getting
spent o interest payments. The nse i interest payments has been particular]y shap

after the liberakisation of interest rakes and reduction in the statutory liquidity ratio
(SLR) of banks. " **

Capital cxpenditure 43 & proportion of their total revenue receipts have
progressively deciined frem 1906 per cont to 105 per cent between 198031 and
199697 (figurc 4}, BExpenditure on interest payments, on the other hand, increased
from 7.5 per cont of tofal revenoe receipts in 192081 to 16.7 per cent in 199697 No
datla 15 readily available on agpregats expenditure on wages and salaries by all states.

Far axampla, salafles as per cent of GOP went un from 7.5 in 199091 to 8.9 in
199733 in LUP, frem 3.5 In 99091 to 6.7 in 1957=93 and furthar to 2.4 in 199899
ih Rajasthan, and fram 5.4 In 199354 to over 11 in Orssa in 152899, The centre’s
salary Cill wert up by 73 per cert from Rs, 14,895 crore in 1985-95 10 Rg. 26,404
crace in 198858 (BE).

The Tenth FC in 1994 defined the 'fiscal sress zone' as Ihe xone Wwhera inlarest
liability exceeds 17 par fant of quirend expenditures and classfied Bihar, Orissa,
Fajasthan and Uttar Pradesh as belonging to that categary.

The T1R, whereby banks have 0 invest 3 sperified proportion of their cutstandlng
dorestc net demand and fime liskililes in ‘approved’ segurities bearing taw interest
retes, has heen brouoht dawn in stages frgm 38.5 per cent on April 3, 1922 to 25 per
cent frem the fortnight ended October 22, 1957,

T



Figure 4. All Siates: Capital Expanditure and Interest
Payments as proportions of Total Revente Receipis
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Irata from individual sates confirm the sgueeze on capital expenditure and
inetease 01 intercsl pryneeots i vecent yours, For example, o Assan, Haryana and
Punjab, capital cxpenditure as a propodion of GSDP decreased by 1.3 to 1.7
petcentage points between 198586 and FHP6-97 (figure 53 During the same 1 1-vear
reference period, in Keralz the decline was a modest 0.9 percentage poinl. Only
in Tamil Nadu, it actually jncreased by 0.2 percentage points. 1o these same siales.
there was # rapid ingrease in interest payments of as much as 2.5 per cont of GSDP n
Punjab, 1.6 per cent of GEDF in Kerala, and between 0.4 and 0.9 per cent of GIDEP o
Assan. Harvana atnd Tamil Nadu (figure 6). The higher intercat payments in Pungaky
refleet the 5.7 emes rise in fhe debt stock feom Bs. 1,793 crore to Es 12,096 crovg,

and an inetease in the rats of interest on market loans from 7.37 per cent to 11,28 per
cenil berwgen 1985-86 and 199556,

Figure 5. Selectad States: Capital Qutlay as & per cent of
' State GOP
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[akz on wages and saleries avatlable from individual states studicd by the
MR sugeest that there have been large increasss in such outlays, particulatly in
rcceni years aller the implemcntation of the Fifth Cewrad Fay Commission’s
recommendations. In some states overstaffing led to a beliooning of the wage bill
even before the recent pay revision. In Assam, for example, wages and zalaries for the
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state government employees accounted for over 10 per cent of the GSDP in 1994-95,
and the wage bill for the government rose by 13 per cent per year betwean 1986-87
and 19944-05,  There 15 considerable vanation in govermuent employment and salary
biil across states. For example, in 1994-93, wages and salatics in Punjab and Haryana

at arcund 5 per cent of the states’ respective G5DP; were half that in Aszam and
Kerala (figure 777

Figure 5. Selected States: Interest Payments as a per

cent of Stafe GOP
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Extra cmplovment created by some states in previous years has left their
penmmanent mark on the states” revenue budgets theouph higher pensien and terminal
benelits puyable to retirces. A more or less uniforn salary struclure across states as
well as bolween the states and the centre having become an accepted nonm,

Some allowance needs o be made [or lowdncome stales' high wage bill-to-3SDR
ralios. The rakio may ba expacted to coms down wilh increases In par eapita income,
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employment rdtionalization appears 0 be the only option available to ease the
pressure of the zalary bill on governntent expenditure,

There 18 no doubr thae governmens salaries will need 1o be revised upwards to
neutrahise Lhe nise in the coat of living, and to make them conform to cfficiency wages
and competitive norms with the private sector, Bat, such revision without a reduction
in the number of cmployees can resull in fiscal swess. ‘Fhe Jatest round of pay
revizion according 1o the recommendations of the Fith Cendral Pay Commission,
without any downsizing of the povermment. is estimated w0 have raisad expendilure on
wdministrative services a3 mueh as by 80 per cent in 199899

tit) Subsidies

Bubsidies pre-empt a large part of the general government esources in Tndia.
According o an NIPTF study “In 1994-43, agprogate government subsidics (contre
and statesy antounted to Rs. 136,844 crore, constituting 14,25 pet cent of GDP at
macket prices in that year™ Negrly 69 per cent of the budgetary subsidies in India
¢emanate from the state budpets, An apalvsis of the dmg for 15 major states in [$93-
24 revealed that subsidization 15 much higher and recovery rates correspondingly
lorwer at the state lovel than at the centre,” The averall recovery rate for social and
econamic services taken together was only 5.81 per cent of the total cost,

The swady trcated all general services. secretartat expenscs in social and
economic serviees, and expenditure on natural calamities as public goods, and
excluded the cost of their provision frorm the calenlation of subsidies, 1t divided soctal
and economic services into two oroups: menit and non-mertt, on the basis of
“perceived serong extemalitics associated with the medt services. ™ The merit social
scrvices were: elemeplary education, public health, sevrerape and  sanitation,
information and publicity, welfare of schaduled eastes (SCs), scheduled tribes (5Tz),
and other backward castes (OBCs), labour, social welfare and putrition.  hderit
coconomic services encompassed: soil and waler conzervation, environmentat forestry
and wildlife, agriculiural rescarch and education, fload control and dreinage, roads

and bridges, space research, occanographic cesenrch, other scientific research. ecology
and envirohment, and meteorolosy,

Out of the tetal subsidy of Re. 73,100 crors provided by the 15 major states in
1993-94, non-merit subsidies @1 Rs. 52.0%6 crore accounted for 22 muoch as 71.3 pee

“ Reduction in the retitement spe will requira seme addifional financlog.  Such a

reduction rasults in adwverse cash flows. The reduction In Ihe retirement age from &4

e 42 it the state of Rajasthan from March 1988 for example, is estimated to have

resulted in a cash eutfiow of Rz, 750 crars for 12,000 additional cetirees,

The impact of the pay revisipn on state budaets is not fully reflected in 199708 or

even 150882, Many states deferred the pay revislon from 199798 to 109889, and

impounded the arcears of pay revision (with effect from Januany 1, 1886,

a Srivazlava amd Sen [1957), p. &5.

= The stales are Andica Pradesh, Blhar, Gos, Gujarat, Haryana, Kamataka, Kerals,
Madinye Pradesh. Mahaeashira, Qissa, Punjab, Rajasthan, Tamil MNadu, Uttar

Fradash, and YWest Eengat.

Srivastava and Sen (1967), p. 17,
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cent. Andlysis of the relation between per capita income and per capita subsidies
revealed that not only does per capita subsidy tend to go up wath increascs in per
caplta ineoms (elasticaty: 0.77) bul non-ment subsidies tend to g0 up faster
(elasticity: (.84). Fortunaesly, recovery rates of non-merit secvices — pacticularly
ripteraerkt economic services —— tend to go up fagter with per capita incoroe (efasticity:
1.3). Mevartheless, given the initial low recovery rate of only 7.6 per cent for nono-
 metit services, subsidics tond to inctease with modest increases of per capita income.

In 199394, the aggrepale Invesiment (cquily and loans) in starc-owned PSEs
im e 15 major states was s 16,378 crore,  According Lo Srivastava and Sco (1997,
“The total cost of these investients in terras of mterest payzable by these states on
thiz amount ai their respective average effective sales was R, 1,842 ¢rore. With a

receipt of only Rs. 95 crore, the subsidy works oot to B, 1,747 coore with a recoveny
rate of only 5.15 per cenr,, ™

Alter the NIPFP study by Srivastava and Scn In March 1997, the Government
of India ¢ireulated a diseussion paper based on the study among the members of the
Iruilian Parliament in May 1997, Althoogh there appears to be a near tnanimity about
the need for eliminating the non-merit subsidies and tarpeting benefit groups in a
ragre accurate manner, concrete steps for such g programme ar¢ vet 1o be dravn up.
There is fragmentary evidence that subsidies a3 a proporlion of GDP may be coming
down over the years.™ But, the reduction is oot fast encugh either o make a
significant dent on the fiscal deficit of the centte or the states, or 1o open up Liseal

space for angmenting publhic sector outlays on elementary education, prevealive health
care, roads, and other casential arcas.

Subsiligs 1o India have & pro-urban bias and are not targeted to the poor. The
prevalencs of soch subsidies al the sub-national level in a country with the majority
staying 1n villages and with widespread poverty is at first sight inconsiztent with the
known advantages of expenditure decentralization.® However, two factors should be
teken inte acconnt in reaching & conclugion. Fist, relative wo the states, the share of
the centre in merit-subsidies is much smaller than its share in non-merit subsidias **
This 15 3 weak indirect evidence of the deceniralisation theorem at work. Second, the
relative political power of the urban, rural, the poor and not-so-poor voters in India, in
spite of universal adule franchige, reay not be slhctly in proportion to their numbers.

a5 Srivastaya and Sen{1997), p. 57,

Lintil 199348, Orisea was the oniy state that atempled to mobllize peoceeds from
disinvesiment In 9956-99, Orissa budgated Rs, 600 crore from the proceeds of
disinvesiment of haldings in state PSEs.

Atthough methadolegies difer, subsldias (eentra and states combined) a3 & preportion
of GOP has ¢oms down from 15.2 per cent in 1992-83 aceording to Tiwar [1933) to
14.3% per cent in 1594-05 accordlng ta Srivastavs and 3en (1957),

For @ privately supplied gocd, the consumers exprass their demand by bidding up
(down) the price of 2 good in Short (excess) supply. For 8 public good, thare 45 no
such mechanism to capture the demand. Sa, how much of the publiz good should be
supplied? Should maore e spant ¢n reads or on water supply? Damoaratio elegions

together with decertralisation can help In making the Expenmture decisions more
rasponslve Io damandg.

“ Zee Srivastava and Sen (1997), p 68, -
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iv) Need for gxpenditure prioritisation

Bxpenditure management through appropriste pricrtisation and conkrol is
important for any govemment. The tenszion betwoen containing the deficit and
providing adequate outlays for the relevant heads makes expenditure priotitization an
cven moers importand 15sue in India than what 1t 15 In many ether counlnes, Fhere is
need for more schools, hospitals, toads, hvdrosleetric and mulipopose fmigstion
projects, et on the one hand, and sticking o fiscal prodence, on the other, One of
the traditional ways of safeguareding the fiscal balance is through a strict adherence Lo
approptiate budgeriog technigues and procedures.

Loans should primarily be raised to create capital assets that pay for its
repayiients and interest scrvicing, e, productive and self-liquidating  capital
expenditure, I they arc raised to create asscis such as flood protection works, school
building: or dizpensanes, or L3 mes oumenl cxpendilures, then adequate provisions
should be made {or theae del, servicing onl, of 1he revennes accoynl, There appears o
have been a propressive relaxation of appropriate budgetary checks tom the mid-
19505 ™ 1955 the Government of India advised the state povernments hal all
expenditoee on capital assets, that is durable or fived thouph not necessarily
productive or selftliguidating assets, should be held eligible for being setvieed oot of
loans, and the amortisation of such joans need not be treated as a charge op the
revenue except to the cxtent that the state governments wetfe bound to provids n
accordance with awy law or any specific undertaking given in the case of any loan ™

In 1971, the RBl advizcd the states that it was not necessary to provide om
revenue account for deprosistion funds®  Prior to April 1975, loan notifications of
statcs containcd a clauss staling “the Goveormment will alse make such annual
contobutions o & Sinking Fund W b utilised towardz amortisation of their open
market loans as they may, from time to tims, decide to be neecazary.™ From 1975,
the clause regarding the 'sinking {und’ in loan documents of state governments ceazed
to exist® According 1o the Fourh FC, “The diversion of larpe items of unpreductive
or madequately produetive capilal expenditure from the revenus to capital bodpets
made it possible to show a balanced revenue bodget and go on balancing the capital
budgcts also by {resh bemmowings, As the sowrces and purposes of boreowing wepe
numerons #ndd Gver on the imeréase, no scrous question about the soundness of the
new system projected itsell for zome time on the attention of the powernments,”
Although the subscquent FCs have recommended a more pmdent approach, the
Eighth FC (1984) surprizingly stated, “We see nothing wrong in the growth of public
debt. While it 15, no doubt, preferable that public debt is discharged theeugh public
savings, in the event of zuch savings being inadequate o requived for achisving =
better cconomic and social goal, there is no ham in discharging old debts by taking

1i
new loans™

® The Repart of the Fourth FC (1935, para 143,

B Soventh FG Repart {1978), para 2.244.

2 Ses Vithal and Sagtry (1998), pp. 281282

The greation of a snking fund, even when slates have a ravanye deficit, can increasa
transparency without affecting the net credlt from the banking system to tha stales,
Report of the Eighth FC (1984}, para 14,16,
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There 18 an urgen! need o move away from pragtices that cnoouragme CLocazive
and undeserving expenditore.  Expenditore repriontisation 18 essential for bringing
dirany the figeal deficit and augmenting outlays on jterns such ag basic education,
ptimary hiealth care, and roads.

V. Tax Essues — Harmonisation and Creating a Commaon Market

The structure of revenues in states may be described by the twoothinds® rale:
(1) total tax revenucs account for about two-tlirds of total revenwes, (2) owa tax
revenues account for about two-thirds of total tax revenues; and {3) sales @x revenue
accounts for a little less than two-thirds of own 48 revennes (table 2). Sales tax 1z the
mast ipenlant revenee soeree O the simes. While additional resource mobilization
throureh non-lax cevenues critically hinpes an an overbaut of the subsidy regime, sales
tax rationalisation constitutes an important outstanding item in the reforr apenda pot
only for additional resourcc mobilisation bt alse for improving the economic
cihicicney of the systom.

i) Sales bax: existing svstem

The slates can levy sal2s lax on the sale of all commadlities crecpt nowspapers,
atd on the szale of some seleated serices sech as tansportation (toad and inland
waterways) and enterfmnmeant.  Sales tax compeses general sades tax (GST) levied as
well a5 cetained by the states and central sales wy (CST)Y lewviedd by 1he centre but
collected and zetained by the smtes.  Since the end of the eightiss, most stales have
been levying a fiest-point zales tax, whereby a tax is lewied on the first sale in the
state, usually by a manufacturer or an importer.™ However, asan zdditionzl vevepue
¢aising measure, many  states also Jevy additional tax andfor surchacge on
selected dealers (on the basiz of location or size of twenover)™ G applies on
inlva-state sale while C5T applies on inter-state sale. Under GET, inputs are ageardad
coneessional treannent in all the states,” However, no such tax cotcession iz aflowed

im respect of machinery and egquipments. or for inputs used in the distribution of
eroepd s, :

" MIPFE (1999,

Additeenal tax is charged ag surcharge (30} an GST ar as turnover tax {TT) at 2 bbw
rate. Five stakes charge S @3 well a3 TT. These are Andhra Pradesh, Bihar, Gujarat,
Kerala and Wasl Bengal. 10 addition I these five states, another six states, namely,
Goa, Haryana, Jammu & Kashmir, Onigsa, Punjab and Uttar Pradach ey SC, and
thram states, natnely, Kamataka, Tarl Mady and Tripurs levy TT. See Aggarwal and
Selvaraju (15393],

The etala of erigln can aed charge s G3T on inler-state sales to registered dealers,
and on consignment or branch transfers. Some speclied goods are considerad bo be
of importanca in inter-etate trade, commanly referred to as "declared goods". O
these goods, the rate of GZT can not excesd 4 par cenl and these goads can nat be
texed maors than Snce onder the G3T Ack

LE HIPFP [198£), p 156

&
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Table 2. States Revenue Wecciptss
{1n Tupees crare}
[TaR5-27 1997-93 (RE) 1H95-9HRE)
Tax Teycncs 160,155 L2507 5% 1T 00d 5
Revenuss from own laxos 71,10 5 849580 100,293 ]
Incoime iai 1,010.5 1.020.1] 12553
Agricultural income tax 103.2 1074 13L.0
Tax o professian:, wades, callings w073 9727 1,164.3
and employment - : :
Tawes on properly awd capatal transac ions ?,419,5% 03z L0,260.7
Stamps and cegisteation fees 5,267.2| Tald.g 1165
Land revenpe 1,&1’3.']'! 1. 3d4.0 [.534a.4]
1trban irmnowvable propery tex 7361 153 &35
Taxes on copmadities and soirvioes 62,6715 14,5308 a8.297.1
Eales gmy 43 06 51,5745 50043 %
state exgise dutics 5.205.3! L3321 13,6285
Tazes on vehicles 4,113 4,945.2 55412
Taxes on passengers and woods | 8525 20730 24016
Elcatricity duttes 2,’.’[3.3! 53,3904 407040
Entertzinment fax {'-1]5.3! 1284 Tadog
Uther taxes and duties 23153 0483 19272
Bhare in Central taxes 35,037.5) 4004590 46.701.4
incomne itz 15,48 E.ﬁi L3,205.3 18 86405
Union exciss duties 21 .54’[?.l:}i 24,545.5 278109
1
THOR-Ea Tevenus 46,6073 32,03%.1 a7
1
&rants from the cenice 25,154.7 ZT, MM 28,3065
Statee’ coun Non-taN bewvC e Eﬁ,ﬁdl.ﬁi 24,335.0( ML
Interest 1T 71449 L R
Drividends and profits 165.3: 115.9 122.1
General services BI2ET &, 14950 1,908 2
O wineh | state lolertes 36304 30516 31,7645
Sovial services 1.199.8, L4i0g 1,563
Economic services 5071 ] [ s 12,2452
Fiscal services a9 1 0.t
Total revenne 1528364 ITT,04N0 203,106.2

Souree: BRI Bullelin, Supploment, Febriarny 1999, Table 3, pp.S3-54.

Sales Tax: Problems

i}

The problems with the present sales tax regime, namely cascading,
multiplicity of rates, widespread exemptions and incentives, rate wars among states,
lax cxportation, and poor compliance, are well recognized in the country, In pencral,

3@

Includes 25 states and Maticnal Canital Terntony of Delhi.
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sales tax paid at an eatlier stage becomnes part of the tax basc for the subsequent slages
af lax. Withowt a system of set-off or tax credit for inpuis, in spite of concessional
treaunent of inputs, the present svstem tesults in substantial input taeation and
cascading ™ Cascading not only distorls the allocation of resources, but also results in
a bias towards vertical intepration, an erosion of international competitivensss and tax
cxportation among siakes.

Multiplicity of rates complicates tax administralion, affects compliance,
distocks eesouree alipeation. and in the abzence of W credit for mplits, Jaads 1o a oon-
transpatent systern about the final incidence of taxation actoss commaditias. [n 1994,
the number of rates in most staies was at lsast six or seven and as high as twelve or
mors in some (as in West Bengal and Mabarasheea) ' *Conflicts arise not only over
whether or not cerlain salesfactivities should be subject to the tax, but also over which
tax rale should be applicable. 1o maost of these cases, judicial rulings generate “notes”

o the law, which constitute piecenenl changes, withowt neceszanly addressing the
Tol g

Tax competition has seriovsly croded the lax mevenues of e slates withoo
bringing in any tangible benefits, The competition tales two forms: a rate war, and
provision of incentives. Neighbouring slates ax a single commodity at different rates.
Tax competition in this “beggar thy neighbour” game triggers a vate war and results in
a loszs of revenue to all the stales pul iogether, The states have also sranied sales tax
cremptons and conerssions m order oo attract industry. While there iz little evidence
thal such Incentives have an anpact on the optimal location of industries, incentives
granted by onc stale compel every other siate to prant similar incentives.

The taxation of inter-state sale under C5T was introduced in 1954 to plug the
loophole of mim-state sale being declared inter-state and to avold the producing state
o 1ssue nolices 10 dealers ip other states for saces dus on output produced in the state
and sold by such dealers. The rate ander C5T is subject to a cedling of 4 per cent.
C3T, bowever, actz as an impediment to the development of a common market
throughout the lenpth and breadth of the country and resulks in tax exportation by
advaneed states ™ The proposed introduction of a free trade area in south Azia will
preate an angomalous silpation where products can be brought into any part of [ndia
duty feee from peighbouring councries but not from another state in India.

iin) sales Tax: Reforns

A bhoeprint for reform is available since April 1994, when the NIPFP
subrpitted its repod on “Reforsuy of Domestic Trade Toves tn frdia: Issues and

Onty in Haryana and Punjab, where manufaclurers can buy inputs including capital
gaods e of tax, this prgblem i nat there.

&1 MIPFP {18494} p.13.

e MIFFF [1209), p. 15

Aconrding to MIPFE (1994), po wie, “Faur “hegh income” states witlh lass than 20 par

cent of the country's population accounk for 45 per cent of the total revenue from CST,

while: the [ow incame: sttes with 44 per cent of he population oet 18 per sont ol the
C3T revenue.”
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Cptions”. The Union Finance Minister had ¢ommissioned the study, and the repont
recommended a scheme of independent dual VAT, Chief ministers. finance ministers,
and top buresuczats of all the states have been meeting since then to adopt vations
resolutions, but progress in terms of implementation has been tardy at best, Policy co-
ordination is proving 10 be dillicult in a federal set vp with complete fiscal
independence of states with regard 10 sales tax. With acute fizeal sicess, the states are

alzo wary of experimenting with a révenue source that constitutes two-thirds of their
OANTL EAX TEVElLe.

In August 1995, a Commitize of State Finance Ministers had recommended
the expansion of the tax base by kesping the cxemptions to a minimum.
rationalisetion of the rate structure by reducing the mumber of applicable tax rates, and
borizeoial harmonisation of the rates.  For hotizontal harmenisation, goods were
divided into four general eategeries: zero floct rate or exempted poods {235 gonds),
gacds with 4 per cent floor rate (41 geouds), goods with % per cent floor rate (74
goods), and goods with 12 per cent floor rates (37 coods).  Apart from the four
general categories, two special eategorics — consisting of a 20 per cont floor rate
catcgary {for liquor, molasses, petralenrn products, rectified spieit and narcotics) and a
| per cent floor rate category (for bullion, gold and silver articles, and precious siones)

were alzo provided.  Adoption of these floor rates was expected w bring in zome
¢hzpree of harmonisation and contain the preblenm of tax competition.

The foor rates had not been enforced and e concessions had nol becn
withdrawm untit Movember 1992, In a sighificant move, after a meeting of the chief
wtinigbers on Nowember 16, 1999, thers was an announcement that flaor rates will be
implemented in every state and sales tax incentives abolished by Janoary 1, 2000.%
Furthermare, accerding (o the announcement, the states have also agreed to replace
the sales tax by the value added tax from April 1, 2001,

iv} Other bax isaines

Apart from gales tax, the other impontant sources of tax revenues for the states
are state excise duties on liguor, stamp doty and registration fees, and motor vehicles
tax. Execise duties on ligquor account for about 13 per cent of own tax revenyges in the
states, SOMme stAles conlimie o have 2 stop-po poliey regarding prohibition. While
Gujarat has had prohibition continuously for a long period, the states of Andhrz
Pradesh and MHaryana impesed prohibition a few years sgo, only to withdraw it aftef
severe revenue losses und cnforcement problems. There s considerable scope for
improvernent of the tas regime and administration in the arveas of stamp and
tegistration [ecs and of motor vehicles tax, High stamp duly rates are leading to
evasion, both dircctly as well as throuph undervalvation of property. ™ Motor vehicles
tax administration continues to suffer becavse of lack of eompilerisation, *

See Business Standard, Novembar 17, 1859, p, 1.
See Mathur{199%), and Sen {1999),
See Sen (1999).
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Agricultuzal income tax, which is wnder the judsdiction of the states, iz a
potential source of revenue. While not alk states levy s wy, the present revenues
from this souree in the states are eslimated at around Re 100-150 crore, winch 1s
insigoificant. Uhe question of mobilisiag more tax revenues from agricuitural ineome.
howewver, is a bighly charged political issue

YI. Conclwding Observations

Federalism in India has served the country well in political terms. Even in
econginic terme, apart from the area of tax hamonisation and tax reforms, the states
de not appear to have Bred badly. Both revenne and fiacal defiells of the states bave
heen smaller than those of (the centre. The fiscal prudence exercised by the states in
the past may have been partly because of the “hard” budget ¢onstraings that they faced.

All governments in India are under fizcal stress bacause of increasing interest
burdens from debt contracted in {he past, and wereasing wage bills. There arc signs of
the states catching up with the ceotre in terms of fizcal deficit. Rapid incrcases 10
interest and wape payments are crowding out capital and other developmenizl
expenditures, It is imperative to effect a fiscal comrection and safepuard developmental
expenditurc at the stade level. Subsidies that do not benehit he poor and that 4o not

generate nwch posilive externalities i3 one arca that offers a krge seope for fiscal
consolidalion,

The centre needs to provide a leadership role in fiscal consolidation,
particulariy in an era of intenscly competitive politics aod coalition governments.
While the ‘hard® budget constraint at fhe slate level will coptinue to provide some
safeguard at the state lewcl, such a safeguard can be bolstered by a Fiscal
Responsibifity gt at the central level which has been proposed by some ™ The issue
of {ixing borrowing limits of the central govermment by parliament is not new. [t
cane up in the discussions of the Esifmotes Cowmittee on Budgetary Reforms in
1957—5%, in the Public Accownds Comnridtee in 1962, and apain in the Estfnaies
Cosunittee, 1991-92.% The BRI has repeatedly raised the issue in its annual repors
for 199192, 199596, 1996-97 aud 1998-09.% it may be useful for states to also
enact Fiscel Responsibifity Acts 0 have a mediom term framework for containing
debt and intereat payments, atwl & impose ceilings on gearantees. The states should

Artickas 29% and 203 of the lndian constulion arevide the anabling provisioens far
fixing fimits on Geverament debt.  Arficle 292 states "The executive power of the
Untag extends to bermawing upon the securily of tha Cansolidated Futid of India within
such limits, if any, as may from time W Ume be fixed by Fadisment by lew and o the
giving of guarantees wathin such limits, if any, 35 may be 50 fixed" Al 263 hag
similar provisian far tha state legiskatures &s far a3 states are concenned.

A comprehensive discussion af this issge 5 available v Kanagasabhapaty, Pattnaik
and Jayanthi (18587}, pp. 952-1008.

Cuita a few countriea have already impased swch limiks an publis dabt. Countries of
the Eurcpaan Unicn, acgarding te the haastricht Treaty signed in 1991, have a limit of
80 pec cent for the ratio between Public Debt and GDP &b market priges. Many
Cheervers have sommanded Mew 2ealand's Fiscal Respaonsibility Act of June 1904
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alse heve a closer Jook ot their strategy of using their share of small savings for
financing the deficit, and at the cost of such funds. Ttis alse essential to move away
from the: ‘gap filling' approach in fiscal devolution and devise stronger incentives for
states 10 roobilise additional resources, reprioritise expenditure, and reduec deficits,

Tax reform iz an area where progress has been tardy at the state level, Whils
states may have been wary of taking any reform inftigtive In an atmosphere of acute
fiseal stress, thers seems to have been a coordination failure a5 well. Given the tax
assignment, surveiljance and enforeengent of mually agrecd reform proRranmes in
the area of sales tax have boen problematic. This is an area where taped progress is

expected in the next eouple of years. Bul, piven the past record, “cautious optimism’
may be all that can be recormmended.
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