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Preface

This book represents the fruits of the Seminar on State Finances, held
in New Delhi on April 19-20, 1991, under the joint auspices of the
National Institute of Public Finance and Policy (NIPFP) and the
World Bank. The subject of state finances in India is a central focus of
the research and policy analysis conducted at NIPFP. State finances
have also become a matter of growing interest and concern to
international financial institutions.

The possibility of holding a seminar on state finances was first
discussed by the Department of Economic Affairs (DEA) of the
Ministry of Finance and the World Bank at the annual Paris meeting
of the Aid-India Consortium held in June 1990. NIPFP came to play a
primary role in the organization of the seminar, contributing its
expertise on Indian state finances. A number of papers were
commissioned to be prepared for presentation and discussion at the
seminar, revised versions of which form the main body of this volume.
Some papers dealt with general topics in state finances, others with
the experiences of individual states.

The seminar brought together a group of about forty scholars,
researchers and officials of the government and international financial
institutions for open and lively discussions on various topics and
issues related to state finances. (The proceedings of the seminar are
summarized in chapter 10; a list of seminar participants and their
institutional affiliations is appended at the end of the book.) In
addition to extensive commentary on the papers, a number of policy
issues and topics for future research emerged in the discussions.

Subsequent to the seminar, papers were revised by their authors
and theén edited by the editors. It was felt by the editors that, given the
timeliness of the papers and the importance of state finances in
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India’s current fiscal adjustment, the volume should be brought out as
expeditiously as possible. This goal has been achieved, with its
publication occurring about one year after the holding of the seminar.

Both the Seminar on State Finances and the resulting book relied
on the support and assistance of numerous people. The editors would
like to thank the contributors for their efforts and the other seminar
participants for generating a lively interplay of ideas. The contri-
butions of Bimal Jalan, who inaugurated the seminar, and Jochen
Kraske, who made opening remarks, are especially appreciated.
Financial support from the World Bank’s India Department to cover
seminar costs is gratefully acknowledged; Javad Khalilzadeh-Shirazi,
Chief of the Country Operations Division, organized this support,
provided overall supervision of the World Bank effort, and also helped
conceptualize and design the project. Organization of the seminar
involved substantial work by NIPFP and World Bank (New Delhi
Office) staff, whose indispensable contribution is hereby acknow-
ledged. Processing of the manuscript for publication was handled
mainly by Shahnaz Rana, R. Parmeswaran and V. Umashankar. Final
editorial preparation and coordination with the publisher were the
responsibility of Tapas Sen.

It should be stressed that the views, findings, interpretations, and
conclusions as well as factual representations in the various chapters
of this volume are those of the authors and should not be attributed to
the editors or to NIPFP, the World Bank, or any other institution to
which contributors are affiliated. Editors, contributors, and other
seminar participants articulated their personal views. The editors do,
however, take responsibility for any typographical or other similar
errors which may have escaped their attention.

A Bagchi
J L Bajaj
William A Byrd
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PART I

THE BROADER PICTURE



Chapter 1

Introduction and Overview

AMARESH BAGCHI, J.L. BAJAJ and WILLIAM A. BYRD'

State finances, which form the subject of this volume, comprise an
extremely important and complex topic within the broader area of
public finance in India. Under India’s federal system, as set forth in its
Constitution, the states have important functions and responsibilities
in various economic and social sectors, in addition to their more
narrow governmental roles. They also have access to substantial
revenue flows, including both taxes they collect themselves and shares
in certain taxes collected by the central government. Various transfers
from the central government augment the states’ own revenues.

A number of difficult issues and vexing problems are evident in
India’s state finances, which have suffered from adverse trends in the
1980s. State governments have been facing a worsening budgetary
squeeze, which has severely affected their developmental expen-
ditures. Inadequate, overutilized revenue sources are part of the
problem, and central transfers have generally failed to grow as fast as
the states’ own revenues. But rapid growth of current expenditures,
particularly on salaries and other establishment costs, has been a
major factor behind the squeeze on state finances. Burgeoning
subsidies and declining cost recovery rates for economic and social
services provided by state governments have been responsible for the
anemic performance of state nontax revenues and have contributed to
budgetary problems in a major way. Numerous problems emerge
from the structure of center-state transfers and the incentives and
distortions created thereby. The proliferation of centrally-sponsored

1. Extensive assistance from Tapas Sen in preparing this chapter is
gratefully acknowledged.
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schemes and the increasing reliance on this source of funding by
states have led to certain problems and distortions. Finally, the states
have come to play an increasingly important role in the
implementation of externally-aided projects, and problems concerning
implementation delays, “crowding out” of other projects, possible
distortion of investment programs, and slow disbursements of foreign
exchange needed by the central government are of growing concern.

To set a basis for what follows in the rest of the volume, this
chapter first outlines the basic structure of state finances in India and
then reviews broad budgetary trends. Brief summaries of the other
chapters then follow.

INTRODUCTION TO STATE FINANCES IN INDIA?

The Constitution of India sets forth in detail the political and govern-
mental structure of the country, based on distinct central and state
governments with specified spheres of activity, revenue-raising roles,
and areas of authority.® Practice over the past four decades has
further defined and modified the roles of central and state govern-
ments. Successive Finance Commissions, appointed normally at five-
year intervals, have set parameters governing center-state flows.
Some extra-Constitutional institutions and mechanisms, most notably
the Planning Commission and associated center-state transfers, also
have emerged and assumed great importance over the years.

The Constitution employs a three-fold classification in the division
of expenditure responsibilities between the center and the states:
some are exclusively subject to the jurisdiction of one or the other and
others are concurrently within the jurisdiction of both. The central
government is exclusively responsible for 84 categories, including
defense; foreign affairs; international economic relations; atomic
energy; aviation; shipping; posts and telecommunications; highways;
banking and insurance; oil, petroleum, and petroleum products;
certain industries that are within the jurisdiction of the center; and
numerous other activities. The states are assigned exclusive juris-

2. This discussion of Constitutional aspects is based largely on
P.D. Mukherji, “Centre-State Financial Relationship in India -- A Note”
(in S.P. Gupta, Nicholas Stern, Athar Hussain, and William Byrd,
editors, Development Experiences in China and India: Reforms and
Modernization; Bombay, Allied Publishers, 1991).

3. Lower levels of government in both urban and rural areas have played a
much more limited role than is typical in other large countries. See
chapter 4.
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diction over 47 items, most prominently public order, police, prisons,
local governments, irrigation, agriculture and related activities, land,
public health, industries other than those assigned to central juris-
diction, trade and commerce within the states, etc. Another 47 areas
are under the concurrent jurisdiction of central and state govern-
ments, such as economic and social planning, forests, electricity,
education, labor and others.

The Constitution also sets forth the respective taxation powers of
central and state governments. Among the 13 types of taxes vested
with the central government, the most important are taxes on income
other than that from agriculture; corporate income tax; Customs
duties; and excise duties on most goods.! Among the 19 taxes placed
under the control of state governments are direct taxes on land and
agricultural income; excise duties on alcohol and certain other goods;
sales tax on all goods but newspapers; taxes on mineral rights; taxes
on vehicles; taxes on sale of electricity; luxury taxes; and various
others. It is generally perceived that the states’ taxation powers are
inadequate in relation to their expenditure responsibilities and that
this imbalance has been worsening over time.

In addition to center-state transfers based on tax collections and tax
sharing, the Constitution mandates resource transfers to the states
through various mechanisms, determined by the Finance Commis-
sions. These include transfers to states in need of such assistance and
those for public purposes. The Finance Commissions play a key role
in determination of center-state tax sharing and transfers; though
their recommendations are not formally binding on the central
government, in most cases they have been accepted.

The Planning Commission and the device of five year and annual
plans, not originally mandated in the Constitution, have become a
very important part of center-state fiscal relations. Transfers to
support state plans have been determined by the “Gadgil formula™®,

4. Sharing of proceeds of excise duties and personal income taxes collected
by the central government with the states occurs, at rates mandated by
successive Finance Commissions. Certain other, minor taxes are
collected by the central government but are supposed to be turned over
to the states in their entirety.

During the reference period of this volume, the factors included in the
formula were population, per capita state domestic product (SDP) (for
those states which had a per capita SDP below the national average), tax
effort and special problems of individual states. In the recently modified
formula, tax effort has been substituted by “fiscal management”, and
relative weights assigned to other factors have been changed.

[



14 State Finances in India

and in addition numerous centrally sponsored plan schemes of vari-
ous kinds have been established, usually involving matching contribu-
tions by the central government in response to state spending.
Centrally-sponsored schemes have become an increasingly important
source of funding for state government budgets, but since they are
time-bound and subsequent recurrent expenditure responsibilities
- devolve wholly on the states, the schemes are argued to worsen the
long-term fiscal situation of states.

Another problem has been emulatory behavior on the part of the
states, under pressure from their employees, with respect to wage
increases for central government employees. The latter have been
subject to much less discipline in the 1980s than in the 1970s, and as
a result of “catch-up” demands by their employees, state government
salary costs have increased sharply. This factor, however, should
become less important in the future, as many states have come into
line with the latest central Pay Commission awards.

The revenue sources put under the direct control of the states by
the Constitution have turned out to be insufficiently elastic, even
when rising sharing rates for states from central excise duties and in-
come tax are taken into account. This has led to demands on the part
of the states that they be given access to more buoyant tax sources. -
But the respectable growth of states’ own tax revenues and the failure
to utilize some important taxes assigned to the states, as well as
problems on the expenditure side, suggest that a more comprehensive
approach to resolving the states’ budgetary imbalances is called for.

Constitutionally, as long as they are indebted to the central govern-
ment, states can borrow from the market only with its concurrence.
Since plan transfers have had a substantial element of loans and the
states have never been able to repay their debt to the central
government fully, this has meant effective central control over the
ability of the states to borrow; there has been nothing to prevent an
arbitrary use of this power. States can borrow from foreign lenders
only through the central government under the conditions stipulated
by the same, perhaps with good reason; but this fact has also limited
the access of states to borrowed funds. This is not to say that the
states’ problems would have been fewer if the institutional setup was
different. Greater freedom for the states in borrowing might have
resulted in further problems, as all loans have not been invested in
assets yielding sufficiently high rates of return in fact. However,
greater freedom in obtaining loans might have led to greater
responsibility in their use. Overdrafts from the Reserve Bank of India
(RBI) were intended to be short-term ways and means advances, but
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these were liberally resorted to by the states until 1985. The
Overdraft Regulation Scheme put into practice by the RBI has
hardened the soft budget constraint that the states faced earlier.

The central government has been from time to time accused of
manipulating taxes to its own benefit, through a variety of means
such as raising rates on taxes that it keeps in their entirety and
neglecting tax sources that are shared with the states or required to
be turned over to them. The use of surcharges on shared taxes is a
similar phenomenon. While these and other practices may have
exacerbated states’ budgetary problems, it is hard to argue that they
are the fundamental cause.

While center-state relations obviously comprise a critical
component of state finances and raise many Constitutional and
political as well as economic and financial issues, this volume focuses
on state finances in their own right. To set a foundation for the rest of
the book, a review of broad trends in state finances and in state plan
financing follows.

BUDGETARY TRENDS AND PLAN FINANCING
IN THE STATES

This section first looks at overall budgetary trends in the states. It
then reviews patterns of plan financing, both aggregate and statewise.
The financing of the Sixth and Seventh Five Year Plans also is
touched on.

Budgetary Trends

Aggregate budgetary data of the states show that during the Sixth
Plan period (1980-85), the current budgets taken together were not in
the red and some surpluses were available to finance investment. The
aggregate surplus was 0.4 percent of state domestic product (SDP) (as
shown in Table 2.11). Shortfalls in plan outlays as compared to
targets occurred mainly because the targets were unrealistic. In the
Seventh Plan period (1985-90), while the outlay targets of the plan
were met, state budgets showed a deficit in the aggregate (0.4 percent
of SDP). There was, however, large variation in the size of surplus/
deficit. In the Sixth Plan, while the fourteen states as a whole had a
surplus in the current budget, West Bengal had a deficit. In the
Seventh Plan, while others had a deficit, Haryana and Bihar had
surpluses. Although the surpluses/deficits in revenue budgets do not
correspond with those in the balance from current revenues (BCR), as
the latter reflects the excess (deficit) of revenue in relation to nonplan
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expenditure only, it is fair to say that the BCR position depends
primarily on the state of the current budget. In investigating the
reasons behind the poor contribution of BCR in plan financing of the
states, one has to go into the trends and factors affecting their current
receipts and current expenditures.

In the Sixth Plan, for the fourteen large states, revenue receipts
and expenditures comprised 15.8 and 15.2 percent of SDP, respec-
tively. In the Seventh Plan, these proportions went up to 17.9 and
18.2 percent, respectively. This was the outcome of faster growth of
current expenditures (over 13 percent) than of revenue (about 11
percent). In some states like Haryana and Uttar Pradesh, revenue
expenditure grew at the rate of about 16 percent per annum, whereas
their revenue grew at rates 10 to 12 percent.

Over the decade of the 1980s, tax receipts, which account for about
two-thirds of states’ total revenue receipts, grew at 15.1 percent per
annum, while total revenue receipts grew at 14.9 percent. Own tax
revenue showed a slightly faster growth (15.7 percent per annum)
while the states’ share of central taxes grew at 13.7 percent per year.
Overall growth of own tax revenue seems to have been at a similar
rate in all states, but that of individual taxes varied. Agricultural taxes
and entertainment tax are on the decline (although in some states the
growth in agricultural taxes was high, as the base was small). The
significance of entertainment taxes is declining because of videos and
resistance to increases in the tax rates. Sales tax, the most important
tax source for the states, showed fairly high growth varying between
13.7 percent and 18 percent.

In all states, buoyancy of total revenue receipts and tax revenuc
was greater than unity during the decade. Sales tax shows high
buoyancy in most states (the highest being in Andhra Pradesh, 1.51).
In Punjab, buoyancies are relatively low for almost all taxes except
electricity duty. Gujarat is not doing well in stamp duties and
registration fees; in Tamil Nadu and West Bengal motor vehicles
taxes seem to be sluggish.

The per capita tax burden varies considerably across the states (in
the Sixth Plan, from Rs. 126 in Bihar to Rs. 331 in Punjab). In the
Seventh Plan, the spread came down somewhat: Rs. 231 in Bihar to
Rs. 552 in Punjab. Per capita taxation seems to be related to per
capita SDP. But there is little evidence to show that per capita plan
expenditure is determined by per capita tax burden.

Of non-tax revenues, which comprise 33 percent of the total reve-
nue receipts of the states, 16.4 percent and 18.4 percent came from
the central government as grants in the two plan periods respectively.
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The contribution of states’ own nontax revenue to total revenue
receipts has been declining (15.4 percent in the Seventh Plan against
17.6 percent in the Sixth). The prospects for a substantial increase in
any of the heads in this category do not seem to be bright.

By and large, revenue receipts of the states seem to have grown
fairly uniformly at about 15 percent per annum in the 1980s. It was
the faster growth of expenditure which resulted in the poor BCR
position. The shares of selected categories of revenue expenditure in
total revenue expenditure of the states in the Sixth and Seventh Plans
are indicated below.

General Interest  Compensa- Social Economic
Adminis- payment & tion and  services services
tration  appropria- assignment
tion to to local
revenue bodies
against debt

Sixth Plan 18.0 9.7 14 41.1 29.9
Seventh Plan 164 11.7 1.3 413 29.6

Over the two Plans, the share of interest payments has gone up,
while that of general administration has declined and that of other
heads has remained more or less the same (with a small increase
under social services). The fastest growth was recorded by debt
servicing in most states (there was a decline only in Punjab and
Orissa). In Punjab, the share of general administration registered an
increase. The obvious cause of the rapid growth of debt servicing is
the increase in the debt burden (at over 15 percent per annum
between 1985 and 1990). The ratio of outstanding debt to SDP
increased from 20.9 percent in March 1980 to 23.7 percent in March
1985. This has been the trend in all the states except Tamil Nadu.
The share of loans from the central government in the total debt has
declined from about 72 to 69 percent, reflecting greater reliance on
market and other borrowings. The ratio of repayments of principal to -
fresh loans seems to be declining and may be expected to decline
further with the reliefs recommended by the Ninth Finance
Commission, provided that the states manage to ehmmate deficits in
their current budgets.

The economic and functional classification of state budy
(available up to 1987-88) also shows that it is interest payments (not
included in these data) which show the largest increase in the growth
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rate in the 1980s as compared to that in the 1970s. Compensation to
employees grew at 17.1 percent per annum in 1980s, as against 14.8
percent in the 1970s, with considerable variation across states (Tamil
Nadu, Madhya Pradesh and Maharashtra recorded a sharp increase
in the growth rate in the 1980s under this head (see Table 2.18), while
in Andhra Pradesh, Bihar and Karnataka there was a deceleration).

The detailed analysis of state finances presented in chapter 2 brings
out the fact that the genesis of the resource constraint of the states
lies in the growth of current expenditures outpacing that of revenues.
Arguably, more rapid growth of revenue might have helped to avert
this situation. While there is scope for better exploiting some of the
revenue sources of the states, such as urban property tax and
agricultural taxes, more attention needs to be paid to rationalization
of existing taxes. Even more urgent is the need for cutting down
wasteful expenditures and recovering costs of providing public
services from those who can pay. The low buoyancy of states’ shares
in Central taxes also calls for some attention. With better manage-
ment on the expenditure side and a little more effort on the revenue
side, the states should be able to restore the balance in their budgets
and undertake their vital tasks vigorously once again.

Plan Outlays and Financing

In the strategy of planning adopted by India in the post-
independence era, a large role was assigned to the public sector.
During the forty years spanning seven Five Year Plans, roughly 45
percent of gross domestic capital formation took place in the public
sector. This was perhaps to be expected, as the initiative for laying the
foundations for growth in the form of infrastructure and development
of key industries was supposed to come from the public sector.While
the lead for drawing up the blueprints for development -- the “Plans”
-- was taken by the central government, as is to be expected in a
federal polity, the states were involved in the task of promoting
development almost in equal partnership. Until about the Seventh
Five Year Plan (1985-90) nearly 50 percent of the total public sector
plan outlay was undertaken hy the states. In recent years, however,
the states’ share in the public sector plan outlay has declined. In the
Seventh Plan, it fell to 41 percent (Table 1.1). The decline appears to
have been even more pronounced in the capital component of plan
outlay. The states seem to be experiencing difficulty in fulfilling even
relatively modest targets. This is a matter for concern as planning
needs to be decentralised if it is to serve the objectives of balanced
growth and bring into full play local aspirations, potential and
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Table 1.1

Public Sector Outlay Under Five Year Plans
(Actuals at current prices) '

(Rs Crore)
Center States and Total
Union Territories

First Five Year Plan 706 1294 1960
(1951-52 to 1955-56) (36.02) (63.98) (100.00)
Second Five Year Plan 2534 2138 4672
(1956-57 to 1960-61) (54.24) (45.76) (100.00)
Third Five Year Plan 4212 4365 8577
(1961-62 to 1965-66) (49.11) (50.89) (100.00)
Annual Plans 3379 3224 6603
(66-67, 67-68, 68-69) (51.17) (48.83) (100.00)
Fourth Five Year Plan 7826 7952 15778
(1969-70 to 1973-74) (49.60) (50.40) (100.00)
Fifth Five Year Plan 13893 14986 28819
(1974-75 to 1978-79) (48.21) (51.79) (100.00)
Annual Plan 10558 12383 22941
(1979-80) (46.02) (53.98) (100.00)
Sixth Five Year Plan 57825 51467 109292
(1980-81 to 1984-85) (52.91) (47.09) (100.00)
Seventh Five Year Plan 129764 91009 220773
(1985-86 to 1989-90) (58.77) (41.23) (100.00)

Note: 1. Figures for 1989-90 are revised estimates.

2. Figures within parentheses are percent to total.
Source: 1. CSO, Statistical Abstract of India (various issues).

2. Planning Commission, Annual Plan (various issues).

initiatives.

Difficulties in meeting the plan targets on the part of the states
have been evident even in the Sixth Plan period. As Table 1.2 shows,
the states’ outlay under the Sixth Plan fell short of estimates by
nearly 26 percent, as compared with a shortfall of 12 percent at the
center. In the Seventh Plan too, the states’ outlay registered a short-
fall of about 11 percent from the original estimates, while the central
government’s outlay’ exceeded targets by about 12 percent. The
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Table 1.2
Estimates and Actuals of Plan Outlay
(Sixth and Seventh Plans)
(Rs Crore)
Sixth Plan Seventh Plan
Qriginal Actuals* Shortfall ~ Original Actuals*™ Excess (+)
estimates ) estimates Shortfall(-)
Center 47,250 41,444 (-) 5,806 95,534 1,06,817 (+) 11,277
(-12.3) (11.80)
States 48,600 36,022 () 12,578 80,698 71,857 (-) 8,841
(-25.9) (-10.96)
Total 95,850 77,466  (-)18,384 1,76,232 1,78,674  (+) 2,442
(-19.9) (1.38)
T
Nate:  * At prices of base year.
(Figures in parcntheses indicate percentages of respectivq original
estimatcs.)
Saurce: Planning Commission, Annual Plan, various issues and the two plan

documents.

shartfall in the Seventh Plan outlay occurred despite only a modest
increase in targets for 1985-90.In some crucial sectors (irrigation and
power, in particular) the shortfalls were much larger in the Sixth
Plan, both at the center and in the states. In the Seventh Plan, while
the targets at the center were overfulfilled under most heads, large
shortfalls occurred in the states, again in irrigation and flood control,
power, and water supply and sanitation (25 percent or more),
although the targets were modest. In contrast, general economic
services and general services recorded an excess of 40 percent over
targets (Table 1.3).

The probable reasons underlying these trends include relatively
large contributions by the central government to the anti-poverty
programmes, growing involvement of the central government in the
power sector for technological and other reasons, and public resis-
tance to large multipurpose irrigation projects due to apprelensions
of environmental degradation and preference for less capital intensive
dry farming techniques. Failure to meet even modest investment
targets in vital areas like irrigation and power during the Seventh
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Plan, however, resulted mainly from acute constraints on funds
available for' development, as reflected in shortfalls in resources
available for the plans compared to estimates. This was partly due toa
larger proportion of plan funds being allocated to the revenue com-
ponent of the plan. Rural development, which has a large component
of revenue expenditure on anti-poverty programmes, did better.
Table 1.4 shows the actual pattern of plan financing as compared
with plan estimates for the center and the states. While the
constraints faced by the central government in financing the plans are
not the same as thos®-operating in the states, at both levels of govern-
ment shortfalls in resources available for the plan are accounted for
largely by the inadequacy of the balance from current revenue (BCR)
and the contribution of public sector enterprises (PSEs), leading to
heavy reliance on market borrowings and miscellaneous capital
receipts. In the Seventh Plan, the central government was able to
exceed its overall resource target, but mainly through market
borrowings, miscellaneous capital receipts and budgetary deficits.
Shortfalls in the case of the states stemmed mainly from failure to -
generate surpluses from current revenues to the extent stipulated in
plans. Massive losses of PSEs were also a major contributory factor. In
the Seventh Plan, the aggregate losses of state PSEs turned out to be
Rs. 3,757 crore, as against an estimate of Rs. 1,969 crore. Receipts

' from small savings and provident funds and miscellaneous capital

receipts were appreciably higher than the estimates. Even so, there
was a shortfall of about 19 percent. Central assistance to states
brought down this deficiency by about 12 percentage points, leaving a
resource gap of about 8 percent. Actual outlays, however, fell short of
the original estimates by a larger margin, presumably because of
diversion to other uses. Evidently, large surpluses would have to be
generated especially by the states if they were to undertake develop-
ment through planning on any significant scale.

Chapter 2 presents a detailed review of state finances and plan
financing in the states during the Sixth and Seventh Plans, in an
attempt to identify the factors underlying their increasing resource
problem, so that remedial measures could be proposed. This is a
matter of some importance, as the persistence of regional inequalities
and the slow absorption of assistance from external agencies are
attributable at least partly to the weakening of the states’ ability to
undertake investment for development.

Statewise Patterns
While the aggregate data indicate the worsening of the finances of
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the states as a whole in relation to the plan, there are wide variations
among states in the scale of planning undertaken by them (Table 1.5).
Indeed, the level of plan expenditures per capita varies widely across
States. Despite thirty years of planning, it appears that per capita plan
outlays in states are related closely and not inversely to their per
capita SDP, contrary to what one might expect under planning aiming
at balanced growth for all regions. In the Sixth Plan, the highest per
capita plan outlay was that of Haryana (Rs. 235) and the lowest (Rs.
81) that of Bihar. In the Seventh Plan, the highest was Rs. 356
(Punjab) and the lowest Rs. 137 in West Bengal, followed closely by
Bihar (Rs. 148). It is not surprising that planning has not been able to
make much of a dent on regional disparities. While for the states
taken together, the shortfall in aggregate outlay in the Sixth Plan was
26 percent, West Bengal could meet only about 52 percent of the
target. Other states with less than average performance were
Haryana (36 percent shortfall) and Bihar (33 percent shortfall).
Karnataka, Tamil Nadu, Assam, Himachal Pradesh and Tripura had
done better than the average.

In the Seventh Plan, shortfalls of varying magnitudes also occurred
in all states (except Orissa), though the extent was smaller, thanks
partly to the modest targets set. Some states did remarkably well in
the Seventh Plan, however (Bihar for instance). This, coupled with
the impressive performance of Orissa and the fact that the poor states
had an above average growth rate in plan expenditure, helped to
achieve a slightly more equitable distribution of plan outlay in the
Seventh Plan.

Sectorwise shortfalls and overfulfillments in plan performance also
varied considerably across states both in the Sixth and in the Seventh
Plans. For instance, in the Sixth Plan the target for agriculture was
exceeded in Bihar, Orissa, Tamil Nadu and Uttar Pradesh, while West
Bengal and Haryana fell short by 30 percent. Among the major
sectors, fairly large shortfalls occurred in energy in almost all states
(the largest, 44 percent, in Haryana). Interestingly, large excesses of
actual expenditure over targets occured under the heads communi-
cation, information and publicity, and *“others”. “District planning”
accounted for the bulk of the excess under the last head. In the case of
some states, shortfalls could be attributed to overambitious targets
(e.g. in Tamil Nadu, Uttar Pradesh and Maharashtra) but that could
not be said of West Bengal and Kerala. In the Seventh Plan, shortfalls
do not seem to be attributable to enlargement of the targets, though
in some instances (e.g. in Madhya Pradesh), the plan was clearly too
large.
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While there were inter-state variations, five sectors (agriculture,
irrigation and flood control, energy, transport, sanitation and water
supply), which accounted for 75 percent of total plan outlay,
experienced heavy shortfalls in the Sixth Plan in many states and also
in the Seventh Plan (though the shortfalls were smaller). In social
services, on the other hand, shortfalls were relatively small in general
in the Seventh Plan. In some states as much was laid out on social
services as on energy. It is thus not surprising that the share of
revenue expenditure in total plan expenditure financed through the
budget went up from 42 percent in the Sixth Plan to 51 percent in the
Seventh. Punjab, however, deployed 70 percent of the plan for
investment expenditure while Tamil Nadu spent only 27 percent.
While the shrinking of the states’ investment in the power sector
could be due to the greater involvement of the center, stagnation of
investment in heads like irrigation was due presumably to resource
constraints.

Financing Pattern of State Plans

The financing pattern of the Sixth and Seventh Plans for the
central government and for the states as a whole was depicted in
Table 1.4. The main factor underlying the resource shortfall is the
" inadequate generation of public saving, which consists of surpluses of
current revenues over current expenditure in the budget and the
contribution of PSEs (Table 1.6). In the Sixth Plan, the shortfall in
BCR was the main factor underlying the resource shortage in most
states; in fact, in Haryana, Punjab and Rajasthan, the overall shortfall
was almost equal to that in BCR, while in some states (Uttar Pradesh)
PSE contributions also fell far short of the estimates. Surprisingly,
variations from estimates occurred also in central assistance, ranging
from a shortfall of 24 percent in Kerala to an excess of nine percent in
Rajasthan. In the Seventh Plan, although the full picture of the
financing pattern that emerged is not available, it is evident that
deficiencies in BCR and PSEs’ contribution were again at the root of
the resource problem of the states. Large shortfalls in BCR occurred
in Punjab, Bihar, Haryana, Karnataka, Uttar Pradesh and West
Bengal; Punjab and Kerala actually had a negative BCR. Problems
were compounded by the heavy losses of PSEs. These deficiencies
were made up largely with accruals to small savings, state provident
funds and in some cases (West Bengal) large overdrafts, accentuating
the already heavy burden of state government debt.
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OVERVIEW OF THE VOLUME

Brief summaries of the- eight papers presented at the Seminar on
State Finances and included in this volume, as well as two shorter
papers circulated but not discussed at the seminar, are presented
below. The summary of the seminar proceedings (Chapter 10) is not
discussed here.

Chapter 2

This paper, written by Amaresh Bagchi and Tapas Sen, examines
overall budgetary trends and plan outlays and financing in the states.
It seeks in particular to ascertain the determinants of plan spending
in the states and the reasons for shortfalls in relation to plan targets
as well as slow growth of plan expenditure in real terms. There is also
some analysis of trends on both revenue and expenditure sides,
providing a foundation for the topical and state-specific analysis in
subsequent chapters.

The paper starts out by looking at statewise and sectorwise
patterns of plan expenditure, in terms of real growth as well as in
relation to original plap projections. Performance in relation to targets
was considerably better on the whole in the Seventh Plan period than
duripg the Sixth Plan, in part due to more modest targets in the
Seventh Plan. There was, however, great variation across states and
sectors. Heavy shortfalls occurred in crucial sectors like power and
irrigation under both Plans, although in the case of power this, to
some extent, reflected a trend of increasing centralization of invest-
ment. Among the states, West Bengal, Haryana, and Bihar exhibited
the largest shortfalls during the Sixth Plan, whereas Gujarat and
Haryana suffered from relatively large shortfalls during the Seventh
Plan.

States have exhibited an increasing tendency to allocate plan
resources to “current” or “revenue’” expenditure, especially in direct
poverty alleviation and employment schemes, as opposed to capital
investments in various kinds of infrastructure. Hence shortfalls of
plan spending in relation to targets were relatively small in the social
sectors. The shift toward current expenditure within the plan has
been encouraged by the availability of central funding of various kinds
for such schemes.

The paper then turns to an analysis of the pattern of financing the
plan. Balance from Current Revenue (BCR) and contributions from
state public enterprises have suffered from sevére shortfalls as
compared with plan targets. By and large, revenue receipts of state
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governments have _rown at least as fast as state domestic product
(SDP), although tne growth of nontax revenue has not been
satisfactory. This means that declining BCRs have been due primarily
to rapid growth of nonplan expenditure, particularly subsidies and
interest payments, the latter resulting from the burgeoning of state
debt outstanding. Compensation of state government employees also
recorded rapid growth (14.8 percent p.a. in the 1970s and 17.1 percent
p.a. in the 1980s). Declining BCRs and weak contributions from
public enterprises have meant that states have increasingly relied on
borrowings of various kinds to finance their plans, including
assistance related to externally-aided projects (see chapter 5).

The pattern of plan financing that emerged in the 1980s is argued
to be unsustainable. One of the main conclusions of the paper is that
without better control over expenditures, states’ plans will be further
squeezed, and planning at the state level will cease to be a meaningful
activity.

In looking at the buoyancy of different revenue sources, the paper
finds that indirect taxes have been relatively buoyant, whereas
agricultural direct taxes and entertainment taxes have largely lost
their significance. Nontax revenues also have declined in importance.
A harmful tendency noted in the paper is that of states on the one
hand trying to “export” their tax burdens, in a distortionary manner
that goes against the principles of sound taxation, and on the other
hand losing revenues through competitive “rate wars”.

The paper undertakes an econometric analysis of the determinants
of plan spending at the state level as a ratio to SDP, leading to some
interesting findings. First, the dependent variable is negatively related
to per-capita income, other things equal, suggesting that plan
spending to some extent has had an equalizing influence. Interest
expenditure not surprisingly is negatively related to lagged plan
spending, as the former appropriates funds that would presumably
otherwise be available for the latter. Political variables turned out to
be a significant determinant of plan spending, as was ability to raise
own resources (proxied by the share of manufacturing in SDP).

Chapter 3

In their paper, M. Govinda Rao and Sudipto Mundle undertake a
detailed analysis of subsidies at the state government level, building
on their earlier work on fiscal subsidies more generally. The paper
covers bt dgetary subsidies for the fourteen major states at two points
of time 1977-78 and 1987-88. The aggregate level of subsidies and the
sector omposition are calculated, and differences across st s and
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sectors as well as trends over time are documented.

The first part of the paper examines revenue trends and shows that
nontax revenue has accounted for a small and declining share of total
revenue and has made only a negligible contribution to ameliorating
the fiscal problems of state governments. This provides a strong
indication of inadequate cost recovery for services provided by state
governments. The next section puts forward a definition of subsidy for
use in the analysis and outlines how levels of subsidies are calculated
for different activities. Subsidies as defined in the paper include
imputed interest and depreciation costs, as well as current (or
“‘revenue”) expenditures. A

The paper finds that levels of subsidies grew phenomenally over
the decade between 1977-78 and 1987-88, with growth of recoveries
lagging far behind the increase in costs. This pattern is common to all
states. It is interesting to note, however, that both aggregate and per-
capita subsidies went disproportionately to the better-off states.
Relative shares of states in total subsidies remained remarkably stable
between the 1970s and the 1980s.

The authors then examine subsidies in major functional categories.
Social services claimed a predominant share of subsidies in all of the
major states, with education accounting for the largest share within
social services, followed by health. Per-capita subsidies tend to be
higher in states where levels of provision of education and health
services also are higher. The paper documents the extremely low rates
of cost recovery prevalent in social services, even in sectors like higher
education where distributional and other justifications for subsidies
are weak.

-Turning to economic services, the authors note that irrigation and
agrieulture subsidy costs account for more than half of the total, while
power and transport also involve substantial subsidies. Analysis of
trends suggests that distortions induced by subsidized provision of
various economic services have been increasing over time. As in the
case of total subsidies and those on social services, subsidies on
economic services are skewed in favor of the more developed states.
Inefficiency in state public undertakings as well as inadequate tariff
increases, resulting in worsening rates of return, have been major
factors contributing to the rise of subsidies.

. The paper concludes by reiterating that the total volume of
subsidies in fourteen major states amounted to a staggering 8.3
percent of GDP in 1987-88. Rapid growth of expenditures on social
services (which carry low cost recovery rates)’and declining rates of
cost recovery for economic services both have contributed to the rapid
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growth of subsidies. Moreover, the volume of budgetary subsidies to
state public enterprises has been increasing. Subsidies have been
maldistributed across states and across income groups within states,
indicating that the federal transfer mechanism has failed to achieve
fiscal equalization objectives. The authors argue that redistributional
objectives would in some cases be better served by pure income
transfers.

Chapter 4

This paper, by Abhijit Datta, surveys the crucial area of local
government finances (both urban and rural). It highlights the colonial
legacy of local government in India, onto which was grafted a Soviet-
style system of local government in the rural areas. By international
standards, India is well below the norm in terms of the share of total
government expenditures handled by local bodies (about six percent
in 1986-87). Moreover, local government functions have increasingly
been usurped by higher levels of government, and in many cases local
bodies have actually been superseded for periods of time.

There are great dissimilarities between rural and urban local
government in terms of the structure of revenues. For rural local
governments, as much as 88 percent of total revenue flows from state
governments, whereas for urban local ‘governments, less than a
quarter of revenue consists of assistance from outside. This pattern
reflects the dearth of meaningful tax sources for rural governments.
There are major differences across states in local revenue
mobilization. Three states, Maharashtra, Gujarat, and West Bengal,
account for about two-thirds of total rural government revenue.
Constrained by their limited tax powers, urban local governments are
also experiencing increasing state intrusions into their tax domains.
The productivity of local taxes is generally low. One promising
potential revenue source would be local professions taxes, which have
been increasingly taken over by the states. Datta also makes a
number of suggestions for improving property taxes, which are
argued to have considerable revenue mobilization potential.

-Octroi has been .a primary revenue source for urban local
governments in many states. There have been widespread calls for its
abolition, because of its distortionary effects on internal trade and
high costs in terms of delays and corruption. Datta points out that the
pattern is actually quite mixed: while some states have abolished
octroi, sometimes with adverse consequences for local revenue, some
non-octroi states have imposed octroi or are considering doing so.
Unless certain preconditions are met, argues Datta, abolition of octroi
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will not have beneficial result, and readily available alternatives may
be worse.

Despite very low physical levels of various local services, many local
governments are nominally in surplus year after year. This is argued
to be not a healthy phenomenon, reflecting in part the lack of stable
revenue sources and consequent, conservatism in incurring expen-
diture liabilities.

Considerable attention is devoted in the paper to cost recovery for
local government services. In general, Datta argues that the potential
for enhanced cost recovery will not be very good until basic
community needs have been met. Alternative private provision is a
possibility in many cases, however.

Transfers and grants to local government need to be revamped and
consolidated, in a manner that will enhance local autonomy, argues
the author. Local governments have virtually no independent role in
plan development, although they are often forced to bear the burden
of implementing or continuing plan schemes. Datta also argues that
local authorities should be given more access to borrowing to finance
projects.

The paper closes with some policy recommendations. Datta asserts
that major reforms are needed. starting from political decentralization
and moving to a more market-based economy. Local fiscal autonomy
needs to be promoted judiciously. Reforms in the environment faced
by local government, it is asserted, will be more important than
internal local government reforms in the immediate future.

Chapter 5

Bajaj’s paper on externally aided projects in the state sector is of
particular relevance in the light of recent concerns about the utili-
zation of aid commitments and their effectiveness. External financing
assumed an increasing role in the financing of development spending
in the 1980s, a trend which is likely to continue over the medium
term. The bulk of Official Development Assistance (ODA) flows have
been linked to pre-identified, project-specific investments in the
governmental sector; a significant tand increasing) proportion of ODA
transfers are on the basis of activities by the states. With the emer-
gence of newer sectors in which the states have primary implemen-
tation responsibilities, the role of states in utilizing external assistance
has increased. At the same time. the search for additional funds to
finance investments (and liberalization of transfer provisions from the
central government) has led many state governments to actively seek
external assistance.
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Disbursements in the state sector have been slower than in the
central or autonomous sectors. This can partly be attributed to the
sectoral characteristics of projects undertaken at the state level, which
typically have a longer implementation span, are multi-component,
and entail complex and interlinked investments in infrastructure and
staff. On the other hand, there is evidence of limitations in planning,
design, financing and implementation capabilities in the states, which
have tended to constrain disbursement performance. In sectors where
comparisons are possible (for instance energy), SEB performance has
lagged behind that of NTPC. Neverth@less, given India’s federal
structure and the Constitutional assignment of developmental res-
ponsibilities, it would not be possible to exclude the state sector from
the sphere of external financiny.

Bajaj traces the evolution of current policies on tlansfel of external
resources to the states. These have undergone significant changes in
less than a decade and a half. Before 1975 the states derived no
additional resource benefits from externally aided projects; the funds
flowing from external agencies were fully retained by GOI and “inter-
nalized”. At present such resources are transferred, to the extent of
100 percent in most sectors, and substantially in the remaining few,
as identifiable additionallty. External flows are therefore no longer
neutral in their inter-regional and inter-sectoral impacts; implement-
ing states and sectors have gained at the expense of others.

External aid (and therefore additionality) was concentrated in a
few states in the Fifth and Sixth Plans. In the Seventh Plan there has
been relatively greater dispersion of projects; despite this, 71 percent
of additionality flows in 1989-90 were disbursed to only five states
(Maharashtra, Gujarat, Tamil Nadu, Madhya Pradesh and Uttar
Pradesh). The pattern of external transfers to the states in this period
has diverged increasingly from the principles of the Gadgil Formula
which governs the allocation of ‘“normal” plan assistance among
states. Special Category States (for whom the Plans are effectively
centrally funded) have little incentive to seek additional resources;
their share of external transfers has been less than two percent in the
1980s (as against their access to 1/3 of the “divisible” pool of plan
resources). The major gainers from external flows have been Gujarat
and Maharashtra, along with other largely better placed states.

There have been reservations in India about the possible
distortionary impact of external funding on inter-sectoral allocations.
(The direct impact would be expected to be confined to the state
sector, since additionality provisions do not formally operate in the
central sector). In the aggregate such a problem is not immediately
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apparent, since external transfers have been small in comparison with
the overall Plan outlays. The displacement or “crowding out” effect of
externally aided projects is, however, clearly visible in sub-sectoral
allocations, External assistance is not only significantly availed of by
only a few states; it has been concentrated in a few sectors in these
states. This has been a factor in the inability and at times the
reluctance of states to assign counterpart funds for such projects.

Within the planning framework, the states have tended to over-
estimate, ex-ante, additionality flows, resulting in implementation
slippages and utilization delays. Reinforcing this have been the design
and other characteristics of externally aided projects: they tend to be
relatively expensive, their costs are under-projected, and they are
started with inadequate attention to project detail.

Chapter 6

The paper by S. Guhan reviews Tamil Nadu state finances in the
period 1960-1990, with particular emphasis on developments in the
1980s. It highlights the dramatic growth (more than 13-fold) of
receipts and outlays, which now represent 20 percent of net state
domestic product (NSDP). The state has assumed important
functions in many spheres; adequate funding for these activities in the
future is, however, contingent on the containment of current outlays.
Tamil Nadu has one of the most impressive records of resource
mobilization among the states, a fact recognized by successive Finance
Commissions; this will be difficult to sustain in the future, however.
Tamil Nadu has been relatively disadvantaged in its access to central
transfers. The paper also examines issues of cost recovery for publicly
provided services and returns from investment in state enterprises.

The decline in outlays for capital formation since the mid-1970s
provides grounds for concern in the context of capital formation; 75
percent of total outlays are now devoted to current consumption. At
the same time, there has been, in the 1980s, an increase in direct
subsidies, even as the state government is increasingly burdened with
a high-cost administration.

Tamil Nadu’s tax revenues almost doubled as a proportion of
NSDP from less than 6 percent to 11.5 percent between 1960 and
1985; among major states, Tamil Nadu is one of the most heavily
taxed. In the tax structure, sales taxes predominate (67 percent);
along with excise and stamp duties, motor vehicle and entertainment
taxes, they represented 97 percent of total tax receipts in 1985. Other
direct taxes, including electricity duties, constituted two percent and
direct taxes on income and property only 1.4 percent. Sales taxes have
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also shown the fastest rate of growth, rising from 48 percent in 1960-
70 to 66 percent in 1980-90. The adverse impact of sales taxes arises
from their regressiveness, possible inflationary effects, and from the
taxation of both final goods and intermediates. Tax rates are high and
have been largely stable in recent years. Additional taxation is
unlikely to realize major dividends in the future, as are other taxes,
including motor vehicle and entertainment taxes and stamp duties.
Excise duties, currently significant at around 11 percent, have been
volatile as a result of repeated changes in prohibition policy.
Agricultural taxation is low (and politically difficult to enhance), not
progressive, and unresponsive to the growth of incomes in the sector.
Nontax revenues have steadily lost relative share, including recoveries
of outlays on the social services.

Guhan highlights the problem of access to central transfers of a
middle income, low-deficit state like Tamil Nadu. The state’s stitus
has limited its access to Finance Commission transfers -- its overall
share of the divisible pool has dropped with successive Finance
Commissions; at the same time per-capita plan assistance has been
below the average for major states. Not being a post-devolution deficit
state, Tamil Nadu has not qualified for “gap” grants, either.

Orn the expenditure front, consumption outlays increased froi 66
percent of the total in 1960-70 to 75 percent in 1985-90, with a
corresponding reduction in capital outlays. There has, however, been
relative stability in sectoral shares: currently social services receive
about 40 percent, economic services 35 percent, and general services
- 25 percent. Guhan confirms that in relation to other states, the ratio
of plan spending to total expenditure has been higher in Tamil Nadu.
There is a trend of declining plan outlays for agricultural activity
matched by an increase in spending on social and community services.
The power sector, despite a dip in the early 1980s, has maintained a
share of 35 percent. Tamil Nadu has opted for larger current outlays
at the expense of capital outlays, reflecting the state’s commitment to
basic needs and welfare programmes.

Excluding current transfers and committed liabilities, salaries and
establishment costs consumed more than 72 percent of the state’s
direct revenue expenditures, showing the heavy burden of employee
compensation. In fact, this figure may be an underestimate, since a
large part of grant-in-aid transfers actually goes to meet salary
fiabilities. The average employee cost has risen appreciably, as has the
level of staffing, and most areas of governmental activity tend to be
overstaffed.

Recoveries constitute about 12 percent of net state expenditures,
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that is, direct unrecovered costs comptise about 88 perc¢ent. Guhan’s
paper incorporates a detailed analysis of unrecovered costs. Recoveries
varied from 2.3 percent in the social services (1.5 percent in
education) to 18 percent in administrative services (mainly represent-
ing recovery for roads, with less than one percent recovery in
irrigation and power). In particular, power subsidies to the agricul-
" tural sector have been significant. Food and nutrition comprise almost
35 percent of total direct subsidies, followed by power (through
TNEB, 16 percent) and agriculture (14 percent). More than half of the
direct unrecovered costs consist of untargeted or undifferentiated
subsidies. '

Among the state enterprises, TNEB has been the largest recipient
of state government loans. Its financial position has deteriorated
sharply in the 1980s. Government subsidies for power rose from
negligible levels in 1960-70 to Rs. 181 crores in 1970-80 and to Rs. 523
crores in 1989-90 alone. TNEB’s large losses are attributable to high
costs (inputs, wages, debt servicing); inefficiency (transmission and
distribution losses and a plant load factor, which though high in
comparison with many other states, is still too low); and tariff policies
which have not kept pace with cost escalation. Cross-subsidization is
heavy and has shown an increasing trend in favor of agricultural and -
domestic consumers at the expense of industry. For the other state
enterprises, the aggregate net loss in the period 1986-89 (after
. depreciation, interest, and taxes) was 7.2 percent; only two corpo-
rations (out of a total of 62) paid nominal dividends.

Tamil Nadu’s reliance on the central government for borrowing
has béen less than the average for major states, but it is still sizeable
at 96.5 percent of outstanding debt in 1988-89. The growth of
borrowing in the 1980s has been rapid, though significantly slower
than the growth of revenue receipts. There has been a perceptible
shift in borrowing from the Government of India to other sources. In
the-case of borrowings from the central government, it appears that
40 percent of fresh loans are used to repay past borrowings. Tamil
Nadu is one of the relatively less indebted states, possibly due to
availability of current account surpluses and the lack of major capital
projects (especially in irrigation).

Chapter 7

The paper by J.L. Bajaj and O.P. Aggarwal on Uttar Pradesh state
finances also highlights the major expansion in the scope and scalge of
budgetary operations, following from and sustaining the expanding
dimensions of state activity. In the 25-year period covered (1965-90),
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aggregate receipts increased 28-fold to Rs. 9213 crores, with current
revenues as the most significant resource. There has, however, been a
decline in the contribution of state taxes to total receipts, and also of
nontax revenues. At the same time there has been greater recourse to
borrowing to finance increasing expenditures (and deficits). Uttar
Pradesh’s tax effort, despite major absolute increases, has not been at
the same level as that of many in other states, including comparably
backward ones. _ :

In terms of tax structure the importance of direct taxes has
secularly declined, whereas among indirect taxes, sales taxes have
become increasingly dominant, their share rising from 38 percent in
1965-70 to 53 percent in 1985-90. Excise duties have oscillated and
were 19 percent in 1985-90. These trends are similar to those in other
states. The scope for further increases in sales taxes is circumscribed
by the high existing prevalent rates (and by the incidence of central
taxes), as well as by the fear of trade diversion to neighboring states.
Sales and indirect taxes, which have been shown to be inherently
regressive, have been even more so in rural areas.

Among direct taxes, there appears to be a strong case for
restoration of the professions tax (abolished in 1971). The only
significant direct tax in agriculture is land revenue, which has been
declining in importance. But other levies collected from the
agricultural sector have been buoyant, including purchase taxes on
foodgrains and sugarcase and mandi (agricultural market) fees. The
contribution of the agricultural sector increased, as a result, from Rs.
78 crores in 1980 to Rs. 250 crores in 1990..

The relative contribution of nontax revenue to total receipts has
sharply declined. Dividends from state enterprises are insignificant;
the major sources are interest receipts, followed by departmental
receipts. Interest receipts represented only 30 percent of interest
outpayment in 1989-90, however, and over 95 percent of such receipts
represented only accounting adjustments from departmental budgets
(mainly irrigation projects). )

The Uttar PradeshgState Electricity Board (UPSEB) is the largest
state public sector undertaking, with capital and current assets at the
end of 1987-88 of over Rs. 5000 crores. UPSEB showed gross
operating surpluses until 1987-88; taking into account depreciation
and interest payments, however, losses have averaged Rs. 400 crores
annually since 1980. The causes of poor financial performance have
beerr in part systemic (increases in thermal generation and of
purchased power) and in part due to increased costs, low efficiency
and productivity, low tariffs, and overstaffing. Subsidies on power
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supply to agriculture are extremely heavy; currently rural areas
consume 40 percent of power but contribute only 15 percent of
revenue from power. The Uttar Pradesh State Road Transport
Corporation (UPSRTC) has also been incurring major losses,
including Rs. 68 crore in the Seventh Plan alone. There has been a
proliferation of state public enterprises (increasing in number from 11
in 1970 to 56 in 1984), to which the state’s financial commitment was
Rs. 975 crores in 1984. The returns from this investment have been
negligible. Excluding UPSEB and UPSRTC, state public enterprises
incurred an average annual loss of Rs. 25 crores in 1980-83. Their
negative contribution has further eroded the resource base of the
state. Among the contributory factors to poor performance are poor
management, overstaffing, subsidized pricing of output, outdated
technology, and lack of clarity of institutional objectives.

Irrigation works have represented a major area of state investment.
However, even on “commercial” work, receipts contributed only 17
percent of maintenance costs. (If maintenance were to be carried out
according .o the norms, this figure would be even lower.) The subsidy
on cormercial irrigation in the period 1983-88 averaged Rs. 456 per
irrigated hectare (Rs. 1145 per hectare for state tubewells). In
addition, the irrigation potential has been seriously underutilized; of
the 18 lakh hectares of potential created in the 1980s, only 5 lakh
hectares were utilized.

On the expenditure rront, consumption outlays have shown a rising
trend as compared to capital outlays. As in other states, the social
sectors dominate current spending, and economic services receive the
bulk of capital outlays. Annual average per-capita budgetary outlays
were about the lowest among major states, though the capital compo-
nent of budgetary spending was higher than the major-states average.
In current outlays, establishment costs represent the major portion; if
grant-in-aid transfers for salaries are taken into account, this could be
as high as 65 percent. , -

Direct subsidies have increased in importance to Rs. 2600 crores in
1985-90, particularly in agriculture and allied activities where they
are concentrated. Indirect and largely untarg®ed subsidies are also
provided in the social sectors, for which cost recovery is insignificant.
In the education sector, per-capita expenditures (almost entirely
subsidy) ranged from Rs. 440 at the primary level to Rs. 1815 in
higher education.

Per-capita plan expenditures in Uttar Pradesh have risen at rates
approximating the major states average; the increasing constraint to
larger plan outlays is the limitations on the state’s own resources.
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Plan spending now represents over a third of Uttar Pradesh’s total
expenditures; over 40 percent of plan expenditures consist of revenue
expenditures. The longer-term impact of centrally sponsored schemes
is a cause of concern, in the context of the burden that they place on
state finances. Expenditures in the Seventh Plan on centrally spon-
sored schemes averaged Rs. 825 crores annually; clearly, in the Eighth
Plan, Uttar Pradesh will have to meet substantial nonplan liabilities
on this account. '

Central government loans were the main source of borrowing for
the state (52 percent) in 1987-88, fullowed by market loans (17
percent) and small savings loans (15 percent); the balance represented
Provident Fund and other deposits and ibstitutional loans. Uttar
Pradesh’s indebtedness is low relative to that of many other major
states, possibly explained by low per capita plan assistance and lack of
access to market borrowing. At the end of 1989-90, assets, in the form
of cumulative capital expenditures, loans advanced by government,
and other investments, amounted to over Rs. 15,500 crores, well in
excess of “liabilities” in the form of outstanding debt (Rs. 11,600
crores). This does not, however, give an accurate picture, since part of
loans was specifically intended for consumption, while the other
assets created have not resulted in cash flows to amortize investment.

Current revenues, excluding tax transfers from the Government of
India, have been inadequate to finance current outlays, resulting in a
trend of increasing deficits over time. Tax transfers from the central
government have doubled in each five-year period. In the 1980s the
current deficit increased sharply, and as a result incremental capital
formation stagnated.

Chapter 8

This paper by Nizar Jetha reviews the structure and trends of
Gujarat’s finances in the period 1973-87. In particular, budgetary
transactions in 1986-87 and 1987-88 have been analyzed. The paper
highlights the emergence of current account deficits in the mid-1980s,
in part a consequence of rapid growth of expenditures. The paper also
reviews trends in the structure and composition of receipts and
expenditures and examines in detail the state’s own revenue efforts,
their sustainability, and their potential for growth.

The bulk of Gujarat’s current account receipts are derived from its
own tax and nontax revenues; only about a quarter originate from
central grants and transfers. State taxes predominate in own
revenues (about four-fifths) and sales taxes in turn comprise about
two-thirds of total tax receipts. Central loans, on the other hand,
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cover a significant proportion of capital receipts, financing about 50
percent of the overall deficit. The balance is met by domestic borrow-
ing, and from recoveries and net contributions from provident funds.
Interest receipts, dividends, and oil and mineral royalties constitute
the major part of nontax revenues. User charges, particularly in the
social sectors, are relatively less important as sources of revenue.

Within current expenditure, the social services predominate (42
percent), with education alone accounting for 20 percent. A further 35
percent is expended on economic services; general administration and
debt servicing make up the rest. In capital expenditure, however,
economic services dominate -- spending on irrigation alone represents
46 percent of total capital spending. Because of the importance of
loans and advances made to state enterprises, budgetary transactions
provide only a partial picture of the composition of investment. The
Annual Plans provide a clearer picture, with irrigation and energy
together garnering 54 percent, and social services 22 percent of plan
resources.

Between 1973 and. 1984, state expenditures rose by five times,
while per-capita real expenditures rose by two-thirds. Capital expen-
ditures rose rapidly initially, then slowed down in relative terms,
reflecting resource constraints, while current expenditures increased
rapidly and continuously. The growth of the latter is a consequence of
ambitious development plans, the rising interest burden, expansion of
poverty alleviation programmes, and “indexing” of state government
salaries.

To finance rising expenditures, Gujarat increased its tax efforts
substantially, without altering basic tax structure. State taxes as a
proportion of SDP grew steadily. Electricity duties and sales taxes
showed considerable buoyancy, while land revenue, motor vehicle and
other taxes were less buoyant. There was also a moderate increase in
central transfers, reflecting the growth of central loans for capital
expenditures. The increase in the Government of India’s contribution
to the state did not result in a slowdown of Gujarat’s own resource
mobilization efforts.

In the context of emerging deficits and an increasingly inflexible
pattern of state expenditures, Jetha examines in detail the structure
of state revenues, specifically their potential for further expansion,
without increased reliance on user charges or better performance on
the part of public enterprises. The paper examines the distortionary
impact of state and central sales tax on the allocation of resources
(through changes in the relative prices of goods); at the same time
input taxation affects the costs of production of user industries. The
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paper reviews land revenue, professions tax, stamp duties, and other
taxes; it shows that there is scope for more efficient tax adminis-
tration and collection.

Among Jetha’s findings are the non-sustainability of recent trends
of a 20 percent annual rate of growth of current expenditures (to
which poverty alleviation, centrally sponsored schemes, and the
‘state’s own welfare schemes have contributed). He suggests that
beneficiary targeting and greater cost effectiveness are required. The
paper also suggests that maintaining Gujarat’s impressive record in
growth of tax collections may be difficult, due to concentration on a
narrow range of taxes and the need to coordinate/compete with
neighboring states. Continued and increased taxation of inputs would
be anomalous, and even deleterious to economic efficiency. A
significant suggestion in the context of coordinating state sales taxes
is to abolish the central sales tax and adopt a destination principle.
Among possible growth areas identified are professions tax and motor
vehicle taxes. User charges represent a potentially important and at
present greatly under-utilized source of revenue, including charges for
publicly provided energy and irrigation services, as well as
transportation and access to higher education. The agricultural sector,
which is distinctly undertaxed, is another area of potential growth for
future resource mobilization.

Chapter 9

This paper, by R. Ramalingom Aiyer and K.N. Kurup, looks at
state finances in Kerala. Kerala is most interesting because of its
paradoxical pattern of development -- slow growth of economic
activity and per-capita income juxtaposed with high achievements in
terms of social indicators of development, which in some cases match
developed country standards. The paper explains this paradox in
terms of the fiscal position and choices of the state. It also engages in
extensive comparative analysis of Kerala and other southern states as
well as aggregates for all states.

A central theme of the paper is that Kerala has suffered as a result
of its emphasis, ahead of time, on social development (especially in
education and health) and resulting inability to provide adequate
funds for economic infrastructure or manufacturing development.
Kerala’s social achievements in certain respects themselves have wor-
sened the fiscal picture, e.g. through increased pension costs or health
expenditures. But most important, the slow rate of economic growth
has squeezed the budget and weakened development prospects.

Despite its success in social development, Kerala’s achievements
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are argued to be precarious and unsustainable. In education, for
example, the government has taken over the bulk of institutional
funding, even though the private sector had played the major role in
earlier development of education. Such a pattern of financing cannot
be maintained. Fees for education are minimal and are in urgent need
of major revisions (the same is true of health). The budgetary
situation overall is argued to be substantially worse than that of
neighboring states. :

The paper points out some interesting innovations by the state in
various areas of tax and expenditure, which have resulted in improve-
ments in the fiscal situation and may be worthy of emulation by other
states. In education, for example, the spread of higher education in
the 1980s occurred mainly through private “parallel” colleges,
attended by students who subsequently passed state university exams
and earned degrees in this manner, avoiding massive additional
expenditures by the state government. On the tax side, Kerala has
achieved substantial increases in agricultural income taxation and has
rationalized sales tax rates to some extent.

An argument reiterated several times in the paper is that Kerala
has suffered unjustifiably due to neglect on the part of the central
government in terms of transfers. In effect, not only has the state not
been helped fiscally as a result of its social achievements, .but it has
been penalized. Central investment funding at least in the same
proportion as Kerala’s share in the national population is strongly
recommended. ‘

Chapter 11 _

In his short paper, B.P.R. Vithal examines three critically impor-
tant aspects of public expenditures at the state level: grants-in-aid,
emoluments of government employees, and state subsidized services.

Grants-in-aid were a device inherited from the British, which
involved partial government support to private entities providing
social and other public services deemed important by the government,
primarily education. The objective was to enhance provision of the
services concerned while limiting government expenditure and
gaining the efficiency advantages of private sector management.
However, under the “net deficit” approach adopted several decades
ago, the state government prescribed the fees that could be charged
for the services and the pay scales for the employees concerned and
then committed itself to cover through grants-in-aid ‘the “difference
between receipts and expenditures of private providers. This is argued
to have been very damaging both to expenditure contiv! and ta
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incentives. The state government took over additional expenditure
liabilities from the private sector and at the same time removed
incentives for enhanced cost recovery and efficient management.

Trends related to emoluments of state government employees are
of concern, most importantly the rapid growth of real incomes. One
factor leading to this result has been the increasing tendency for civil
servants at different levels of government to demand parity with the
best-paid group, culminating in pay scales identical with those of the
Government of India. Moreover, the demand for parity in terms and
conditions of employment has increasingly permeated lower levels of
government and even government-assisted private institutions,
regardless of ability to pay on the part of the employer. Thus state
governments and ultimately the central government have become in a
sense ‘‘responsible” for the remuneration of the host of lower-level
government employees and those attached to quasi-governmental and
even many private organizations, a burden which cannot continue to
be borne.

Concerning state subsidized services, Vithal points out that many
schemes intended to benefit the poor have been *‘hijacked” by the
nonpoor and in fact mainly serve the latter’s interests. Better target-
ing of services is often difficult and in any case is strongly resisted by
the nonpoor, who have great political clout. Providing services to the
poor and nonpoor at the same facility, the former free or highly
subsidized and the latter on a fee basis, does not seem to work; the
poor simply lose access to the services concerned. The only solution
would seem to be reserving government facilities only for the poor and
forcing the nonpoor to rely on the private sector, recognizing that this
may result in further decline in the quality of government services.

Chapter 12 .

Oberoi’s paper on the education sector focusses on a perspective
often underplayed in India in the context of sectoral policy -- financial
resources. Despite impressive increases in infrastructure, in enroll-
ments, and in investment, the attainment of basic sectoral objectives
has lagged. In fact, India’s performance in literacy and related
endeavours has been poorer than that of several comparably placed
countries. Oberoi attributes the mixed success of initiatives in .
education, at least to an extent, to the failure to adequately integrate
resource perspectives in the evolution of education policy. According
to him, issues of financing of investments in education and their
sustainability have tended to be dealt with as a residual.

Increases in public investment in the sector have supported, since
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independence, a manifold expansion of systems and infrastructure.
This has rendered the sector, which already absorbs a large part of
current government expenditures, increasingly dependent on budge-
tary support. In the 1990s, in the face of a relatively constrained
resource environment, it may not be possible to continue these trends.
Expenditure on education currently averages over four percent of
GNP. This estimate is, however, based largely on institutional
spending; if private direct costs for education are added, as well as
subsidies on transportation, text books etc., the figure is likely to be-
considerably higher.

Education expenditures currently represent over a fifth of all
developmental expenditures, comprising the largest single block of
spending in governmental budgets. Spending on education is also the
fastest growing segment of social service expenditures. A large (and
increasing) proportion of sectoral expenditure is met from budgetary
sources. Public spending has tended to substitute for community and
private spending, a cause for concern. This trend is unlikely to afford
a sustainable path for future growth; at the same time it has led to the
entrenchment of expensive delivery systems.

The essential characteristic of education spending is a state sector
orientation. Despite increased central etforts, the primary spending,
financing and management roles are with the states. The central
government’s effective role would therefore appear to be catalytic and
complementary, not over-riding. In the Seventh Plan, enhanced cent-
ral provisioning of resources for education has partially succeeded in
arresting a trend of declining Plan allocations for education. Despite
this, the bulk of educational expenditure continues to reflect commit-
ted non-plan liabilities. As a result, resources available for incremen-
tal investments and quality improvement have declined over time.

The education sector relies almost entirely on exogenously derived
resources (increasingly perceived as entitlements). This has inhibited
the development of perspectives for financial management in the
sector. The education sector has the lowest cost recovery rates, even
among the social services. Significantly, unit subsidization is much
greater in higher education than in basic education. This intra-
sectoral inequity shows the potential for cross subsidization and
increased internal resource generation. Other intra-sectoral trends
also indicate a relatively disadvantaged primary education component,
in terms of per-capita outlays, and the almost total domination by
regular recurrent costs.

All of these trends raise important issues for the future content and
directions of education policy.



Chapter 2

Budgetary Trends and Plan
Financing in the States

AMARESH BAGCHI and TAPAS SEN!

In the federal set up of India, states are usually taken to be equal
partners to the centre in the overall development effort. Since plan-
ning has been integral to such efforts, it is natural to presume that
states would be equal partners in planning as well. The brief analysis
in the introductory chapter shows this to be true as far as plan
expenditures are concerned. It also brings out the complementary role
that the centre and the states play in the promotion of economic
development.

Given that planning was expected to provide the initial thrust of
economic development, the states’ plan efforts are important for both
the overall economic development of the country (due to spillover of
benefits across states) and, of course, for the individual states con-
cerned. One of the avowed objectives of planning was to bring about
balanced regional development by accelerating the process of
economic development in the relatively less developed states. This

1. Thanks are due to the participants of the Seminar on State Finances,
William Byrd, 1.S. Gulati and G.S. Sahota in particular, for several useful
comments. Research assistance by Vijaya Khari and Sujata Datta is
gratefully acknowledged. Word processing was done by R. Parames-
waran. The data bank on government finances at NIPFP was heavily
drawn upon, with help from Satish Kamath, in the preparation of this
paper. Data on plan outlay and related information were made available
by the Planning Commission. Reserve Bank of India provided latest
information on State finances.
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does not seem to have taken place even after seven Five Year Plans
have been implemented. Taking one of the indicators of development,
per capita State Domestic Product (SDP), the coefficient of variation
was estimated to be 0.26 for the period 1973-76, 0.33 for the period
1976-79, and 0.30 for 1982-85 (Bagchi, 1988). Taking the averages for
the periods 1980-85 and 1985-89, we estimate it to be 0.35 for both the
periods using the latest available data. This indicates the persistence
and even accentuation of regional disparities. Has this happened
despite planning, or has planning been at least partly responsible for
this? Prima facie evidence shown in Table 2.1, which provides data on
states’ plan expenditure and per capita SDP, points to the fact that
state plan expenditures more or less followed the pattern exhibited by
per capita SDP and were not inversely related to this indicator of
economic development as one would expect from planning aimed at
balanced regional development.

So much is well known now as several studies have reached the
same conclusion [e.g. George (1988) and Dandekar (1987)]. What is
not always emphasized is the decline in the states’ share in total
public sector plan expenditure and in total capital expenditure (as
brought out in the preceding chapter) during the last decade. The
phenomenon of resource constraints assuming primary significance is
no longer confined to the relatively less developed states. This in fact
has affected the absorption of external assistance available for state
projects in several states in recent years.” The question of what under-
lies the decline in the role of states in planning and capital formation
in the public sector and the failure of planning to bring about a
reduction in regional disparities calls for some investigation into the
way plan expenditures have been incurred and their financing.

The aim of this chapter is to initiate this task. The chapter is
divided into six sections. Section II presents an overview of plan’
performance of the states in terms of targets of outlays and
achievements in the aggregate as well as under the main sectoral
heads. In Section III, we analyse the financing pattern of the plans as
originally envisaged and the actuals, for the states as a whole and for a
few major states individually, in an attempt to identify the factors
influencing levels of plan outlay. Section IV reviews budgetary trends
for the states in the context of plan financing during the Sixth and
Seventh Plans. Section V attempts an econometric exercise to assess
the relative impact of various determinants of actual plan expenditure
during the two plans. The concluding section (Section VI) draws

2. Discussed in Chapter 3 of this volume.
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Table 2.1

Annual Averages’' of Plan Outlay and SDP (in current prices)

(Rs.)
SIXTH PLAN PERIOD 11980-85) SEVENTH PLAN PERIOD (1985-90)
State Plan Expend. S.D.P. Plan Expend. S.D.P3
Per Per Per Per
Capita Index Capita Index Capita Index Capita Index
1 2 3 4 5 6 7 8
Andhra Pradesh 117 86 1785 95 190 93 2659 93
Bihar 81 60 1152 61 148 72 1893 66
Gujarat 218 160 2637 140 258 126 3750 131
Haryana 235 173 2892 154 327 160 4338 152
Karnataka 139 102 2035 108 173 84 3078 108
Kerala 123 90 1785 95 149 73 2641 92
Madhya Pradesh® 141 104 1463 78 229 112 2263 79
Maharashtra - 200 147 2907 155 295 144 4363 153
Orissa 115 85 1496 80 222 108 2255 79
Punjab 217 160 3409 181 356 174 5345 187
Rajasthan 108 79 1563 83 150 73 2293 80
Tamil Nadu 140 103 1883 100 227 111 3134 110
Uttar Pradesh 112 82 1517 81 168 82 2307 81
West Bengal 88 65 1974 105 137 67 2907 104
Correlation Cocfficient of of columns 6 and 8
columns 2 and 4  =0.8940 = 0.8561
Avcrage 136 100 1878 100 205 100 2861 100

Notes: 1. Average of per capita SDP for different years.
2. Based on 1970-71 series SDP, while all other SDP figures are based
on the 1980-81 series.
3. Tor the period 1985-89.
Sources of data:
(i) Central Statistical Organisation.
(i) Planning Commission.
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together the main findings and their policy implications. The focus is
on the finances of the fourteen non-special category states, the aim
being to address the issue of what constrained their capacity to
finance their plans in the recent past. The reference period is the
decade of the 1980s, covering the Sixth and the Seventh Plan.

PLAN EXPENDITURE

Taking all states together, the annual growth rate of real total plan
expenditure for the period 1980-90 works out to a little above 5 per
cent, more or less in line with the growth in GDP. There were,
however, substantial shortfalls if actual plan expenditures are com-
pared to the plan targets in base year prices. For the Sixth Plan, the
shortfall was a hefty 26 per cent, while it was lower at 11 per cent for
the Seventh Plan. These facts together imply that though the plan-
ners desired the states to channel an increasing part of GDP through
state plans, the states barely managed to keep their plan size constant
relative to GDP.

The overall growth of real plan expenditure of all states together
does not quite convey the variation in achievement of targets in
different sectors and by individual states. Tables 2.2 and 2.3 show this
quite clearly. Taking the sectorwise picture first, two striking develop-
ments should be pointed out. First, among the quantitatively signifi-
cant sectors, rural development exhibits the lowest shortfall during
the Sixth Plan and a large excess during the Seventh. The annual
growth rate of real plan expenditure under this head for the whole ten
year pericd, hdwever, is lower than that in agriculture and social
services. Conversely, two sectors -- irrigation and power -- show the
highest shortfalls among all sectors for both plans; the ten year
growth rates are also low (in fact, negative in the case of irrigation and
flood control). The bulk of expenditure under rural development is
accounted for by the anti-poverty programmes and is revenue
expenditure by nature. Most of the plan expenditures under irrigation
and power are, on the other hand, capital expenditures. This, then,
partly explains the decline in the states’ share in total capital
expenditure by government. The trends observed above can perhaps
be explained by the following facts:

i) for a large part of the plan expenditure on anti-poverty
schemes, the contribution of the center is substantially higher
than for other plan projects/schemes, and this creates a bias
in favour of these schemes in the states;
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ii)  due to technological and other reasons, the responsibility for
investment in the power sector is increasingly bemg assumed
by the center; and

iii) large irrigation/multi-purpose projects now face increasing
public resistance due to possible environmental degradation
as well as problems of resettlement, and also dry farming
techniques requiring less capital expenditure are now increas-
ingly being considered more important than the traditional
large irrigation projects.

Agriculture and social services exhibit relatively large shortfalls in
both the plans, but the annual growth rates of plan expenditure on
these two heads are well above the overall growth rate. In fact,
agriculture and education (included in social services) actually show
the highest growth rates among sectors involving large amounts of
plan expenditure. Thus, the shortfalls in these sectors probably
indicate only the states’ reluctance to attach the same amount of
weight to these sectors as the Planning Commission does and are not
serious problems. Another sector which shows relatively large
shortfalls for both the plans is transport; the low annual growth of
plan expenditures in this sector indicates genuine neglect.

The statewise picture of overall shortfalls in reaching plan targets
coupled with the annual compound growth rates of total plan outlay
in constant prices depicted in table 2.3 reveals interesting facts. In the
Sixth Plan, while for the states as a whole the shortfall worked out to
almost 26 per cent, three states failed to reach the targets by 30 per
cent or more. In the case of West Bengal, the shortfall was nearly 50
per cent. The other two states which recorded large shoitfalls were
Haryana (36 per cent) and Bihar (33 per cent). States with less than
the average shortfall were Karnataka (14 per cent), Tamil Nadu (18
per cent), Assam (17 per cent), Himachal Pradesh and Tripura (14
per cent).

Performance was appreciably better in the Seventh Plan for
practically all of the states. There were, however, shortfalls of varying
magnitudes in all major states except Orissa. These were relatively
large in two states, Gujarat and Haryana (28 per cent). While better
performance in terms of achieving targeted outlays was aided
considerably by the modest increase aimed at in the Seventh Pian, in
some states the improvement was indeed remarkable. Bihar is a case
in point. Contrasting with its dismal Sixth Plan performance, Bihar
came close to achieving its target in the Seventh Plan. The targeted
plan outlay for the state was raised by 58 per cent in the Seventh Plan
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Tuble 2.

3

Approved and Actual Plan Expenditure

State Finances in India

(Rs crore)

State 6th Plan 6th Plan 3/2 T7th Plan 7th Plan 6/5 Annual Real
(Approved) (Total  (per (Approved) (Tolal  (per  Growlh(%)
Actual)* centy Actual)* cent) 1980-90
1 2 3 4 5 6 7 8

Andhra Pradesh 3100 2331 75.2 5200 4871 93.7 5.9
Bihar 3225 2159 66.9 5100 4981 97.7 6.5
Gujarat 3680 2829 76.8 6000 4292 715 0.7
Haryana 1800 1148  63.8 2900 2078 71.7 2.7
Karnataka 2265 1938 85.6 3500 3115 89.0 1.5
Kerala 1550 1209 78.0 2100 1773 84.4 -0.6
Madhya Pradesh 3800 2814 741 7000 5711 816 6.3
Maharashtra 6175 1740 76.8 10500 8894 84.7 4.2

" Orissa 1500 1140 76.0 2700 2716 100.6 8.3
Punjub 1957 1384  70.7 3285 2850  86.8 5.1
Rajasthan 2025 1572 77.6 3000 25560 85.0 3.3
Tamil Nadu 3150 2602 82.6 5750 5072 88.2 5.7
Uttar Pradesh HRH) 4738 BL.O 10447 8982  86.0 4.5
West Bengal 3500 1787 5Hl.1 4125 3547  86.0 3.7
Arunachal Pradesh - - - - 446 N.C. N.C.
Assam 1115 928 833 2100 2101 100.0 7.1
Goa -- -- -- -- 299  N.C. N.C.
Himachal Pradesh 560 487  86.9 1050 1057  100.6 6.7
Jammu & Kashmir 900 672 74.6 1400 1653 118.0 8.9
Manipur 240 178 74.0 430 424  98.6 8.6
Meghalaya 235 190  80.8 440 450  102.3 8.8
Mizoram -- -- - -- 303 N.C N.C.
Nagaland 210 167 79.7 400 391 978 8.9
Sikkim 122 109  89.0 230 240  104.1 9.0
Tripura 245 212 86.7 440 560 1274 10.9
All States 47204 35334 749 78097 69259 88.7 4.9

N.C. Not computed.

* Total of five years’ outlay after deflating cach to the prices of the ycar
prior to the first year of the plan using wholesale price index for all

commodities.
Basic data source: Planning Commission.
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over that of the Sixth, as compared to 65 per cent for the states taken
together. The actual plan outlay of Bihar in cemparable prices,
however, increased by about 140 per cent. In ‘West Bengal, on the
other hand, the targeted outlay showed an increase of only 18 per
cent. Even so, the state could not achieve the plan target and
registered a shortfall of over 15 per cent. The relatively large shortfalls
in Haryana and Gujarat during the Seventh Plan could perhaps be
due to the fact that their targets were relatively high in the Sixth Plan
and increases of the order aimed at in the Seventh Plan were possibly
not achievable.

To put the shortfalls in plan expenditures in proper perspective, we
have computed the annual average growth of plan expenditure in
constant prices for the two plan periods together. Going by these
growth rates, the best performance was that of Orissa. The fact that it
was the only non-special category state to have exceeded its plan
expenditure target is, therefore, not due to a modest target. Bihar also
was successful in raising plan expenditures by a large margin. Both of
these are relatively poor states and hence it can probably be said that
even if the initial distribution of plan expenditure across states was
not equitable, there has been a trend toward a more equitable
distribution during the last decade. This observation is reinforced by
the fact that all of the relatively poor states except Kerala (which
experienced a fall in real plan expenditure) and Uttar Pradesh had
above-average growth in plan expenditure while the relatively rich
states like Haryana, Gujarat and Maharashtra had below average
growth rates. It should, however, be noted that population growth
rates were higher in the states enjoying high growth rates of plan
expenditure, and the picture in per-capita terms can be quite
different, as we have already seen in table 2.1.

There were marked variations in sectorwise shortfalls/excesses in
plan performance and in growth of plan expenditure among the states
in the Sixth as well as in the Seventh Plan. Tables 2.4 and 2.5 show
the shortfalls and average annual growth of plan expenditures under
major heads of development for selected states in the Sixth and
Seventh Plan periods. In the Sixth Plan, while heavy shortfalls
occurred in agriculture and allied services, irrigation and flood
control, power and transport in most of the states, there were
exceptions to the pattern. For instance, shortfalls in agriculture were
actually negative (implying excess expenditure) in Maharashtra and
Uttar Pradesh, while the shortfall was not too large in Gujarat.
Shortfalls in irrigation and flood control were large in all states, but
none as large as in West Bengal at above 60 per cent. Similarly,
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shortfalls in the power sector were relatively small in Andhra
Pradesh, Karnataka, and Punjab. Rajasthan and Uttar Pradesh had
excess plan expenditure under transport, while all other states had
large shortfalls. In West Bengal, the state with the largest overall
shortfall, large shortfalls occurred in all sectors, but in medical and
public health the shortfall was relatively small at 16.5 per cent.
Another state with large shortfalls in all the quantitatively significant
sectors was Haryana.

In the Seventh Plan, the extent of shortfall varied across the states
as between different sectors. Bihar, Orissa, Tamil Nadu and Uttar
Pradesh overshot the target for agriculture, while in West Bengal and
Haryana there was a deficiency of over 30 per cent. Shortfalls in
irrigation were small and significantly lower than for the Sixth Plan
in Maharashtra, Orissa and West Bengal. Plan expenditure in the
transport sector picked up significantly in Andhra Pradesh, Kerala,
Tamil Nadu, and West Bengal, with Andhra Pradesh showing an
excess of 54 per cent. In energy, Haryana had the largest shortfall of
44 per cent, while in the other states also, shortfalls were fairly large.
In the Seventh Plan there was an excess of actual expenditure under
communications, information and broadcasting in several states. This
category really includes only information and publicity, as the other
functions in the broad group are in the exclusive domain of the
central government. The “other” item also showed large excesses in
quite a few states. This consists of general economic services and
general services, with “district planning” acccounting for the bulk of
the excess, probably due to the added emphasis on this function after
the finalization of the plan document.

It is instructive to juxtapose real growth rates of plan expenditure
with shortfalls, as this shows up, to some extent, genuine shortfalls as
opposed to those due mainly to overambitious targets. Conversely, low
targets can result in excess expenditure or small shortfalls, so
shortfalls can be viewed in a proper perspective with the help of the
growth rates computed. The Sixth Plan targets were clearly too
ambitious, as is borne out by the fact that all states had substantial
overall shortfalls, including states like Tamil Nadu, Uttar Pradesh,
and Maharashtra where real total plan expenditures grew at average
annual rates of 12, 9.1 and 8.6 per cent respectively (see table 2.4).
The shortfalls in West Bengal and Kerala, however, may be genuine
to a large extent, as real total plan expenditures did not grow at all.
The scenario is different for the Seventh Plan, as can be seen from
table 2.5. Shortfalls are by and large inversely related to growth rates
and thus are genuine. There are three exceptions -- Andhra Pradesh,
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Bihar, and Madhya Pradesh. Both Andhra Pradesh and Bihar show
relatively small shortfalls overall, though growth rates are low, while
MadHya Pradesh shows a large shortfall despite a high growth rate. In
the case of Andhra Pradesh, the low shortfall probably reflects better
judgement in fixing the plan size and/or genuine effort by the state.
The case of Madhya Pradesh is clearly one of an overly ambitious plan
size. In the case of Bihar, the anomaly is explained by the fact that
there was a large increase in real plan expenditure in 1985-86 over
the figure for 1984-85 (from Rs. 457 crore to Rs. 567 crore in 1979-80
prices); moreover, due to the large initial expenditure base the growth
rate for the Seventh Plan period somewhat understates the real
achievement. This incidentally explains the fact that the growth rate
for the ten year period (as reported in table 2.3) is higher than the
growth rates for both the sub-periods.

Despite inter-state variations, a common pattern is that in the
Sixth Plan heavy shortfalls occurred in five sectors, namely, agricul-
ture, irrigation and flood control, energy, transport and sanitation and
water supply, in most states. Since these five sectors generally had a
combined weight of more than 75 per cent in the total plan outlay,
shortfalls under these heads largely account for the overall gap
between targets and actual expenditures. Though of a much smaller
order, shortfalls in these sectors accounted for the bulk of the overall
shortfall in plan outlays in the Seventh Plan also.

It is worth noting that shortfalls were relatively small in social
services in nearly all states, even though the allocations to this broad
category were quite substantial in absolute as well as relative terms.
Several states spent almost as much under social services as under
energy. This shows the tendency on the part of the states to put in
more under the heads where revenue expenditure predominates as
compared to those which involve heavy capital expenditure. For the
fourteen states taken together, the share of the revenue component in
plan expenditure financed through the budget went up from 42 per
cent in the Sixth Plan to 51 per cent in the Seventh. The share of
capital expenditure was consistently highest in Punjab (70 per cent).
At the other extreme is Tamil Nadu (27 per cent in the Seventh Plan
-- see Table 2.6). As the table shows, the share of capital expenditure
in nonplan expenditure has been much lower and actually falling.

It may not be out of place to note that an NIPFP study on public
expenditure trends in India during 1970-85, based on the economic
and functional classification of the budget, shows that growth of
capital expenditure at the state level suffered a decline in the first half
of the 1980s, sharply contrasting with the acceleration in revenue
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Table 2.6

Revenue and Capital Expenditure of State Governments as
Percentages of Total Expenditure

States Plan Expenditure Non-Plan Expenditure

Sixth Piur Seventh Plan Sixth Plan  Seventh Plan

Revenue Capital Revenue Capital Revenue Capital Revenue Capital
Expendi- Expen- Expen- Expen- Expen- Expen- Expen- Expen-
diture diture diture diture  diture diture diture diture

1. Andhra

Pradesh 50.05 49.95 57.71 4229 89.3¢ 10.66 91.21 8.79
2. Bihar 42.03 57.97 51.92 48.08 82.51 1749 8546 13.80
3. Gujarat 34.15 63.85 47.89 »H2.11 86.63 13.37 87.94 12.06
4. Haryana 36.69 63.31 4552 54.48 83.21 16.79 87.21 12.79

v

Karnataka 4595 54.05 53.69 46.31 82,95 17.05 86.45 13.55
6. Kerala 45.26 54.74 48.86 51.14 87.21 12.79 B7.H8 12.02
7. Maharashtra 35.13 64.87 48.81 51.19 9171 829 9189 8.11

8. Madhya

Pradesh 41.22 58.78  53.09 4691  86.77 13.23 90.95  9.05
9. Orissa 47.28 52.72 5232 47.68  83.87 16.13 86.93 13.07
10. Punjab 30.45 69.55 2828 71.72 T4.85 25,15 86.26 13.74
11. Rajasthan 35.27 64.73  52.02 47.98 81.33 18.67 85.21 14.79
12. Tamil Nadu 63.15 36.85 73.27 26.73 7437 25.63 81.94 18.06
13. Uttar

Pradesh 37.07 62.93 46.63 53.37 86.52 13.48 89.63 10.37

14. West Bengal 55.39 44.61  52.82 47.18 83.00 17.00 89.65 10.35

e

All 14 States 42,05 5795 51.08 4892 84.42 1558 88.26 11.74

Basic data source: Reserve Bank of India Bulletin, various issues.

expenditure. In real terms, capital expenditure of the states grew at
only 3.9 per cent per annum between 1980-81 and 1985-86, while
revenue expenditure grew at 8.8 per cent per annum [Rao and
Tulasidhar (1991)]. At the central level, on the other hand, growth of
capital expenditure had picked up from negative growth in real terms
of 8.75 per cent per annum in the 1970s to 10 per cent in the first half
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Figure 2.1 Plan Expenditure on Energy and other Heads
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of the 1980s. One possible reason for this shift could be the gradual
centralization of investment in power and other major projects.
Central agencies like the National Thermal Power Corporation
(NTPC) and National Hydro-electric Power Corporation (NHPC)
have been involved increasingly in setting up large power facilities.
However, the share of plan expenditure on energy (centre and states
combined) seems to be decreasing (Figure 2.1), reflecting perhaps a
general tendency to go in for projects and programmes which yield
quick results, to the neglect of crucial areas like power.

Shortfalls in outlays on irrigation (and consequent stagnation in
growth of irrigation potential created, depicted in Figure 2.2) cannot,
however, be explained by intrusion on the part of the central
government. Irrigation is primarily in the states’ domain, and if they
have large shortfalls in expenditure, the reason must lie either in
resource constraints or in diversion of resources to other heads.
Resource constraints do not fully explain why the states prefer to
divert funds to the revenue component of the Plan. Nevertheless,
there can be no denying that paucity of resources constitutes a major
impediment to plan financing by the states. A look at the financing
pattern of the plans as originally envisaged and as it turned out in the
end will bear this out and will also help identify the factors
responsible.

FINANCING PATTERN

Table 2.7 shows the original and latest estimates of the pattern of
financing of the Sixth and the Seventh Five Year Plans by all states
together. It is immediately apparent that two of the listed sources of
funds have caused the greatest difficulties in financing plans --
balance from current revenue (BCR) and contribution of public sector
enterprises (PSEs). The latter caused a huge drain on plan resources
during the Sixth Plan; as against the originally estimated negative
contribution of Rs 51.6 crore, the price adjusted latest estimates
amounted to a negative contribution of Rs 4,620 crore. The shortfall
in BCR during the Sixth Plan was 34 per cent; because this was
expected to be the major source of funds, the absolute impact of this
shortfall was the highest.

During the Seventh Plan, the drain caused by contribution of PSEs
was less both in percentage and absolute terms. But the shortfall in
BCR actually rose in percentage terms; in absolute terms, instead of
an expected contribution of Rs 28,974 crore only Rs 17,368 crore was
managed. That the overall plan resources shortfall was only around 8
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Table 2.7

Financing Pattern of Plan (Sixth and Seventh) - All States

(Rs. crore)
Items 6th Plan 6th Plan Shortfall 7th Plan 7th Plan Shortfall
Estimates Latest (Per Estimates Latest (Per
Estimates® Cent) Estimates® Cent)
1. Balance from
Current Revenues. 22312 14826 33.5 28974 17368  40.1
2. Contribution of PSEs -516 4620 795.4 -1969  -3757 90.8
3. Market Borrowing
incl. those by PSEs 4500 3406 24.3 9942 9242 7.0
4. Small Savings and
Provident Funds 6393 5901 7.7 16566 19070  -15.1
5. Term Loans from
Financial Institutions 2722 1887 30.7 4639 4445 4.2
6. Misc. Capital
Receipts (net) 22161 2012 -6.9 27191 -5113  -28.9
7. Budgetary Deficit 0 3497 - - - -
8. Total Resources 33200 22885 31.2 50961 41255 19.1
9. Central Assistance
to States 15350 13690 10.8 29737 33264 -11.9
10. Resources Available
for the Plan 48600 36575 24.7 80698 74519 7.7
Note:  Figures given in this table may not tally with those in Table 2.2 as

the present table is concerned with “resources” while 2.2 shows the
“expenditures”, the difference arising from a convention followed in
the Planning Commission whereby actual expenditures are

determined after taking note of diversions.

a. Calculated by adding up the annual latest estimates, deflated to
1979-80 prices using the wholesale price index.
b. Calculated by adding up the annual latest estimates, deflated to

1984-85 prices using the wholesale price index.

Basic data source: Ministry of Finance, Indian Economic Statistics (Public
Finance), various issues and Rescrve Bank of India (1991), Annual Report.
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per cent was due to the fact that small savings and provident funds
raised more resources, miscellaneous capital expenditures were lower,
and central assistance to states was higher than originally estimated.
The obvious problem areas in plan financing thus are BCR and the
contribution of PSEs. These are discussed below in greater detail.

Tables 2.8 and 2.9 give the details of the financing pattern for the
Sixth and Seventh Plans for the fourteen selected states. A note-
worthy feature mentioned earlier is that in all the states, aggregate
resources fell short of the stipulated plan targets by substantial
margins (see the last column of Table 2.8) for the Sixth Plan. The
largest shortfall was in West Bengal (67 per cent). Bihar had a
shortfall of 44 per cent, Haryana 36, Kerala 51, Orissa 28, Punjab 30,
Rajasthan 23 and Uttar Pradesh 28 per cent. The overall shortfalls do
not reveal any clear pattern with respect to plan size or per capita
income when all eleven states for which we have data are considered.
What seems to have critically affected plan financing in different
states is the inadequate generation of public saving, that is, surpluses
over revenue expenditure in the budget and the contribution of PSEs.

In fact, of the various sources of funds, BCR? and contributions of
PSEs recorded large shortfalls in most states. The shortfall in BCR
was invariably large while that in PSE contribution was small in only
one state (Karnataka). In almost all states, the shortfall in BCR was
the single largest factor responsible for the shortfall in aggregate
resources. In Haryana, Punjab, and Rajasthan the overall shortfall
was almost equal to that in BCR, while in West Bengal, out of a total
shortfall of Rs. 2,345 crore about Rs. 1,500 crore, or 64 per cent, was
attributable to the deficiency in BCR. In Bihar, all categories suffered
from substantial shortfalls, but out of an aggregate shortfall of
Rs. 1,422 crore, about Rs. 450 crore was on account of inadequate
BCR alone. In relation to the targets, shortfalls in PSE contributions
ran high, in some cases as high as 3,200 per cent (Uttar Pradesh), but
it is the poor outcomes with respect to BCRs which contributed most
to the overall resource constraint in the Sixth Plan. The shortfall in
PSE contributions was significant in absolute terms in Bihar, Punjab,
Madhya Pradesh, Rajasthan, Uttar Pradesh, and West Bengal, but
small in relation to plan size.

Receipts from small savings mostly reached the anticipated levels
or fell short of targets by a small margin. Provident funds exhibited a

3. Since a part of the plan resources is spent on current expenditures (e.g.,
salaries, etc. and other expenses incurred for running schools or health
centres set up in the course of a given plan), BCR is not identical with
saving of government administration.
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similar pattern, though in a few states the shortfalls were larger than
in small savings. Miscellaneous capital receipts (generally expected to
be negative) and other budgetary resources (adjustment of opening/
closing balance and overdrafts) showed wide variation. An important
source of funds, market borrowings and negotiated loans, showed
shortfalls in all states, varying between 12 and 50 per cent. What is
surprising is that even central assistance varied, ranging from a
shortfall of 24 per cent in Kerala to an excess of 9 per cent in
Rajasthan. While the uniformly large shortfalls in real aggregate
resources in all states point to some serious weaknesses in projections
or estimates made at the time of formulating the plans, at least
central assistance could perhaps have been estimated on a firmer
basis, and errors should not have occurred in both directions, as a
large part of such assistance flows through the Planning Commission.
Thus the large aggregate shortfalls in all states probably reflect
overestimation of resources on the part of the Planning Commission
as much as failure of the states to fulfill promises made to the
Planning Commission at the time of setting the plan targets. That at
least appears to have been the case in respect of the Sixth Plan.

Table 2.9 shows the planned and actual financing pattern of the
Seventh Plan. In the absence of complete data, the reported figures
refer to the states’ own sources of funds excluding market borrowings
and negotiated loans. The data on all states together reported in Table
2.7 indicate that major shortfalls did not occur in any of the excluded
sources of funds but only in states’ own resources. Hence the partial
coverage of the data does not present any problem in locating the
sources of shortfalls. While during the Sixth Plan overall shortfalls
were universal, in financing the Seventh Plan several states succeeded
in meeting the overall target set for states’ own resources for the plan
in real terms.

Once again, for the states as a whole, shortfalls were caused mainly
by deficiencies in two categories, BCR and the contribution of PSEs.
With the exception of Bihar and Madhya Pradesh, in most cases
shortfalls in BCR accounted for the largest part of the shortfall in
states’ own resources. In Punjab, the shortfall in BCR alone was
almost equal to the state’s own aggregate resources estimated at the
beginning of the plan. In Rajasthan too, but for excess accrual from
other sources, the state’s own resources would have reached only
about 25 per cent of the plan estimate. Larger shortfalls in BCR were
reported in Haryana, Punjab, Karnataka, Kerala, Uttar Pradesh, and
West Bengal. Punjab and Kerala had a negative BCR. Despite large
shortfalls in BCR, both Punjab and Haryana had the highest per-
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capita plan outlay for the Seventh Plan.' In Bihar, the shortfall in
BCR was small, but that in PSE contributions was quite large. West
Bengal appears to have made up a large shortfall in BCR (and smaller
shortfalls in other items) with increased overdrafts. Accruals to State
Provident Funds and small savings also proved helpful in all states.
Evidently, states are financing an increasing part of their plans with
borrowing, leading to a growing burden of debt. Financing of
development through public sector plans cannot possibly be sustained
unless the budgets generate surpluses over nonplan current
expenditure, that is, a substantial positive BCR.

The upshot of the above analysis is that one must look into BCR
and contribution of PSEs further to find major problem areas in plan
financing. An important factor affecting the availability of resources
for the plan is the losses of PSEs. In both plan periods, these losses
turned out to be much larger thar assumed in the formulation of the
plans. However, in absolute terms these figures are much less
significant than the shortfalls in BCRs, though their role in
determining the availability of resources for the plans should not be
belittled, for the simple reason that poor returns from PSEs affect the
revenue of the states (interest and dividends from PSEs form an
important component of non-tax revenues) and their losses constitute
a drain on the budget. That the poor running of PSEs can have a
bearing on resource constraints for state plans is suggested also by the
fact that the two states with the lowest per-capita plan outlay (Bihar
and West Bengal) figure at the bottom of the rankings in the
performance of state electricity boards and state road transport
undertakings, the two major areas of investment in PSEs by the
states. According to a recent Planning Commission study, in physical
parameters and compounded grading, West Bengal scored 37 and
Bihar 38, whereas Maharashtra topped with 77, followed by Gujarat
(64), Punjab (61), and Madhya Pradesh (59). In the rating of state
road transport undertakings, Calcutta State Transport Corporation
ranked last with 12 in terms of percentage of marks in overall
performance, followed by Bihar (13) and South Bengal STC (15). The
three undertakings at the top were Haryana (96), Tamil Nadu (89),
and Gujarat (82). Ranking in financial performance, however, differs,
presumably because of tariff policies. But since poor financial
performance of PSEs ultimately shows up in adverse consequences for
the budget, it is not surprising that it is BCR which plays a decisive

4. Data from state government sources indicate that the shortfalls in own
sources of funds were made up largely with increased transfers from the
centre.
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role in determining levels of per-capita plan expenditure. Chapter 4 in
this volume looks into the returns from public production and supply
of social and economic services while discussing subsidies in the
overall context of nontax revenues; we go into further details of BCR
to find out what exactly has gone wrong. BCR by definition is current
revenue minus nonplan current expenditure. Obviously, we should
look into various components of both current revenue and current
expenditure to identify factors responsible for shortfalls. Since nontax
revenues are analysed in Chapter 4, we look into other factors that
determine BCR in the next section.

BUDGETARY TRENDS

When formulating the financial part of a Five Year Plan, the balance
from current revenues (BCR) is arrived at after projecting revenue
receipts at existing rates of taxation and user charges and nonplan
revenue expenditures for a given plan period. Similarly, the
contribution of PSEs is worked out by projecting their surpluses or
losses at existing tariffs/prices of their products or services. Similar
projections are made for other categories of receipts. If the aggregate
resources so derived fall short of the estimated requirements to meet
the physical targets set in the plan, additional resources are sought to
be mobilised (ARM) through various measures like upward revision
of tax rates and of tariffs/prices of the products of PSEs or
improvements in efficiency. For a true picture of what caused the
shortfalls in BCRs and in the contribution of PSEs in the Sixth and
Seventh Plans, it is necessary to look behind BCR and see to what
extent actuals diverged from projections both on the revenue and on
the expenditure side, and similarly for ARM measures. It would be
even more salutary to look at projections of each of the major heads of
revenue and expenditure and compare them with the actuals.
Unfortunately, data are not available in sufficient disaggregation to
pinpoint precisely what went wrong in the estimates relied upon in
formulating the financial side of the plans. Another complication
arises from the fact that the revenue effect of ARM measures is
extremely difficult to quantify, as actual revenue realisations (and
additional profit generation or reduction in losses in the case of PSEs)
are determined by both the efficiency in collecting taxes, etc. at
existing rates (tariffs) and the result of ARM effort. Hence it is more
realistic to take the BCR and ARM heads together. These two heads
have accordingly been merged in Tables 2.7, 2.8, and 2.9. The main
problem in investigating the sources of weakness in plan financing,
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Table 2.10

State Finances in India

Budgetary Aggregates of All States
(Sixth and Seventh Plan)

(Rs. crore)

Average Average

Descriptions (80-85) (85-90)

1. Total Revenue Receipts 21462.6 44553.8

a. Tax Revenue 14178.6 29533.3

as per cent of 1 66.1 66.3

i. Own Tax Revenue 9469.9 19721.4

as per cent of a. 66.8 66.8

ii. Share of Central Taxes 4708.7 9811.9

b. Non-Tax Revenue 7283.9 15020.4

as per cent of 1 339 33.7

i. Own Non-Tax Revenuce 3767.0 6846.6

as per cent of 1 17.6 15.4

ii. Grants from centre 3517.0 8173.9

as per cent of 1 16.4 18.4

2. Total Revenue Expenditure 20854.5 45884.2

3. Surplus/Deficit on Rev. A/c. 608.0 -1330.4

as per cent of 1 2.8 -3.0

as per cent of 2 2.9 2.9

4. Capital Receipts 7760.3 15832.2

i. Loans from the Centre 4274.4 9344.7

as per cent of 4 55.1 59.0

as per cent of 5 46.8 635.7

5. Capital Account Expenditure 9139.9 14223.0

i. Capital Expenditure 3939.3 6654.5

ii. Loans and Advances 2849.1 4220.9

6. Surplus/Deficit on Cap. A/c -1379.6 1448.3

7. Remittances(Net) -175.7 -42.9

8. Overall Surplus/Deficit(3+6 +7) -947.3 74.9
Financed by:

a. Incr./decre. in cash bal. -619.8 -396.8

b. Withdrawals from/Addt. to cash -92.8 220.8

c. Incr./decre. in ways & means adv. -234.6 250.8

Source: Reserve Bank of India Bulletin, various issues.
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however, lies in the paucity of disaggregated information on revenue,
expenditure, and ARM. In the absence of such data, one can make an
overall assessment of state finances in relation to plans only by
looking at the revenue and expenditure sides, their trends over time,
and inter-state comparisons. This is what is attempted here.

Annual averages of total revenue receipts of all the 14 states
combined, with a broad breakup under total tax revenue, nontax
revenue, total revenue expenditure and capital receipts together with
some further disaggregation under own tax revenue and share of
central taxes and grants, are set out in Table 2.10. A striking feature
of state finances that emerges from the figures in the table is that
although during the Sixth Plan there were large shortfalls in BCR in
almost all fourteen states, the revenue or current budgets did not
have an aggregate deficit considering the states together. Evidently,
much larger surpluses over nonplan revenue expenditure than could
be achieved had been stipulated as targets while drawing up the
plans. In fact, in the aggregate state finances were still following the
prudent course of generating surpluses in the revenue budget to
partly finance capital expenditures. In the Seventh Plan, although the
overall shortfalls were lower, all the states together had deficits in
their current account. This resulted in a reversal of the flow of funds,
from the capital budget to the revenue budget. The financing of the
budgets shows the asset situation: while the Sixth Plan period saw an
accumulation of assets, the Seventh Plan period witnessed a running
down of the same. The risks involved in financing revenue expen-
diture from capital receipts or by running down assets hardly need to
be stressed. Unless even revenue expenditures are expected to yield
some return (socially productive consumption expenditures), future
expenditures to discharge liabilities incurred or to reaccumulate
assets run down in the current period, cannot be met easily.

Total revenue receipts and revenue expenditures, along with the
surplus or deficit on current account, all as proportions of respective
SDP (at comparable prices), are reported in Table 2.11. The revenue
surplus of the fourteen states as a whole in the Sixth Plan stood at 0.4
per cent of SDP, while in the Seventh Plan there was a deficit of 0.4
per cent. There was, of course, considerable variation across states. In
the Sixth Plan, the revenue surplus ranged from almost two per cent
of SDP in Madhya Pradesh to less than 0.1 per cent in Orissa and a
deficit of 1.6 per cent in West Bengal. During the Seventh Plan, while
there was a deficit for all the states combined, two states had
surpluses (Bihar 1.8 per cent and Haryana 1.3 per cent).

It needs to be stressed again that there is no one-to-one
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correspondence between surplus and/or deficit in the revenue account
and shortfalls in BCR, since the surplus in the revenue budget and
balance from current revenue are not identical, the difference arising
from the fact that in the former, the surplus reflects the excess of
current revenue over total current expenditure while the latter is the
excess of revenue receipts over nonplan revenue expenditure. This is
brought out dramatically by the case of Haryana, where the revenue
budget had a surplus of 1.3 per cent of SDP but there was a shortfall
of 64 per cent in BCR in the Seventh Plan. Even so, the sources of
deficiency in BCR lay primarily in the surplus/deficit in the revenue
account of the budgets. Hence, while looking for the causes of
resource constraints for the plans one has to analyse trends in
revenue and expenditure growth.

Table 2.11 also shows growth rates of total revenue receipts and
“total revenue expenditure over the two Plans. Given the figures
presented in this table, it is not difficult to see what brought about the
deterioration in the current budgets of the states.

Whereas, for the states as a whole, total revenue receipts and
revenue expenditure in the Sixth Plan comprised 15.8 and 15.2 per
cent respectively of SDP, in the Seventh Plan the proportions went up
to 17.9 and 18.2 per cent, increases of 2.1 and 3 percentage points
respectively. The surplus in the current budget was modest in the
Sixth Plan (0.4 per cent of SDP). With revenue expenditure growth
overtaking that of current receipts during the latter half of the 1980s,
the result was a deficit of 0.4 per cent of SDP in the Seventh Plan. For
all states combined, revenue receipts grew at about 11.3 per cent per
annum in the Sixth Plan and 11 per cent during the Seventh, while
current expenditure grew at 13.8 per cent per annum during the
Sixth Plan and at 13.1 per cent during the Seventh. In some states
(like Andhra Pradesh and Karnataka) current expenditure grew by
more than 16 per cent per annum during the Sixth Plan, while
revenue receipts increased hy about 13 per cent per annum. In the
Seventh Plan, the fastest growth in revenue expenditure took place in
Haryana and Uttar Pradesh (about 16 per cent per annum), whereas
their revenue receipts grew at a much slower pace (12.4 and 10.3 per
cent). The gap between revenue and expenditure growth in the
Seventh Plan was the largest (5.5 percentage points) in Uttar
Pradesh, followed by Tamil Nadu, West Bengal, Punjab, and
Haryana. The position of individual states varies, with some showing
current budget deficits of as much as 2 per cent of SDP during the
Seventh Plan (Kerala). Evidently, there was an increase in revenue
receipts but growth of current expenditures was faster.
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Growth of Revenue and its Components

Taking the decade of the 1980s as a whole, total revenue receipts of
the states grew at a rate of 14.9 per cent per annum and total tax
receipts by 15.1 per cent (see Table 2.12). Similar trends in total -
revenue receipts and total tax receipts are only to be expected as tax
revenues form a predominant part (66 per cent on average during the
last decade) of total revenue receipts. Generally speaking, own tax
revenues grew a little faster than the share in central taxes, but Bihar
and Uttar Pradesh are exceptions. The growth rates are strikingly
similar in all the states; they vary over the narrow band of 13.1 to 16
per cent per annum for total tax revenues and between 13.7 and 17
per cent per annum for own tax revenues.

Growth rates for major taxes levied by the states, however, show
some variations. Two groups of taxes, agricultural taxes (land revenue
and agricultural income tax) and entertainment taxes (basic enter-
tainment tax, show tax, and betting tax), are losing their importance.
The undertaxation of agriculture has received a lot of attention in the
literature (see Sarma and Rao (1988) for a review; there has been at
least one opposing viewpoint (Lipton, 1978) based on the incidence of
other taxes). In any case, the agriculture-based taxes exhibit very slow
growth. As for entertainment tax, the reason for slow growth probab-
ly lies in a fall in the tax base -- the major part of the revenue is deriv-
ed from sales of cinema tickets, and with the advent of videotapes the
sales of cinema tickets have not grown much. Attempts to increase
taxes on the cinema industry in any form have met with stiff
resistance; the last decade has witnessed two major incidents, one in
Maharashtra (the strike in the Bombay movie industry against a hike
in the tax rate on cinematograph raw stock) and one in Uttar Pradesh
(by cinema theatre owners against a hike in entertainment tax rates).

The most important tax from the revenue point of view for the
states is sales tax; it shows reasonably high rates of growth, without
much inter-state variation. Growth rates vary between 13.7 per cent
(Madhya Pradesh) and 18 per cent per annum (Andhra Pradesh).

Buoyancy of Taxes

Table 2.13 presents the buoyancy estimates for revenue receipts
and major taxes of the selected states with respect to SDP during the
1980s. It is remarkable that buoyancy of total revenue receipts and tax
revenues of the states is more than one or nearly one in all the states.
Total revenue receipts exhibit reasonably high buoyancies in general,
though some states -- Tamil Nadu, Punjab, and Orissa -- seem to be
slowing down in their current receipts generation. Buoyancy in tax
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revenue, particularly own tax revenue, shows the emphasis that each
state puts on taxes as a source of current receipts. By this measure,
the states which seem to be generating substantially greater resources
from nontax revenues are Bihar, Gujarat and Haryana.®

As noted above, entertainment tax and agricultural taxes are losing
their importance in almost all states, as a result of which buoyancy
estimates are generally low, not significant statistically, and some-
times even negative. Some notable exceptions are agricultural taxes in
Orissa and Tamil Nadu and entertainment taxes in Bihar. The most
important tax from the revenue point of view, sales tax, exhibits
reasonably high buoyancies in all states except Bihar (0.96), Madhya
Pradesh (1.03), and Tamil Nadu (1.08). The highest buoyancy
estimate for sales tax is that of Andhra Pradesh (1.51). Bihar exhibits
the lowest buoyancy of own tax revenue (1.0), primarily due to low
- buoyancies of sales tax and electricity duty. Punjab also exhibits
relatively low buoyancies for almost all taxes except electricity duty,
resulting in a low buoyancy of own tax revenue. Gujarat appears to be
doing badly in the case of stamp duties and registration fees, and
Tamil Nadu and West Bengal in the case of motor vehicle taxes; West
Bengal has less than unitary buoyancy of state excise and electricity
duty as well. Despite these exceptions to the pattern, the performance
of states in terms of buoyancy of revenue receipts, and particularly
taxes, appears to be remarkably uniform and could not possibly be
responsible for differences in plan expenditure.

Per-capita Tax Revenue

Average per capita tax burden for the Sixth and Seventh Five Year
Plan periods exhibits substantial variations across states (tables 2.14
and 2.15). During the Sixth plan, annual per-capita total tax revenue
varied between Rs. 126 (Bihar) and Rs. 331 (Punjab) on average; the
spread during the Seventh plan was from Rs. 231 (Bihar) to Rs. 552
(Punjab)® implying a reduction in the ratio of minimum to maximum

5. If West Bengal classified the cess on minerals as non-tax revenue as is
done in other states like Bihar and Madhya Pradesh, a similar situation
may obtain in West Bengal too. Given buoyancy of other taxes, this
adjustment is likely to pull down the buoyancy estimates for own tax
revenue and total tax revenue substantially; the estimate for revenue
receipts, of course, will not change.

6. Punjab appears not to be doing well when growth rates and buoyancies
are calculated. The figures here, however, indicate a fairly high level of
taxation, and this might have affected additional resource mobilisation
through taxation, even when there were increases in taxable capacity.
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tax burden. This is the result of differential growth rates of tax
revenue; if the same trends continue, the spread in per capita tax
revenue can be expected to come down further. Much of the credit for
this goes to the Finance Commissions, as shares in central taxes
contributed to the equalising trend to a greater extent than the states’
own tax revenue. Even so, casual observation reveals a clear
correlation between levels of per-capita taxation and per capita SDP.

The analysis above indicates that the performance of the states in
the area of taxation has not determined plan expenditure to any
significant extent. Per-capita tax burden does seem to be positively
~correlated with per-capita plan expenditure, but since none of the
other indicators of tax performance are so correlated, this could
simply be due to both per capita. plan expenditure and per-capita tax
revenue being determined by per-capita SDP.

In sum, revenue receipts exhibited a fairly uniform growth of
around 15 per cent per annum during the 1980s. But such growth
(and greater than unitary buoyancy) in total revenue receipts did not
protect the states from deficits in their current budgets. The probable
cause is the faster growth in current expenditure. The exercises
conducted so far suggest that the resource constraint facing the states
in financing their plans stemmed mainly from deficiencies in BCR,
reflecting the fact that expenditure growth outpaced revenue growth.
Even reasonable growth in revenue has not been of much avail in
providing resources needed for the Plans.

Nontax Revenues

Table 2.10 showed that for both the plan periods tax revenues
constituted about 66 per cent of total revenue receipts. Of the 33 per
cent that came from nontax revenues, about 16.4 per cent and 18.4
per cent were received from the central government as grants during
the two plan periods, respectively. States’ own resource mobilisation
through nontax revenues comprised only 17.6 per cent and 15.4 per
cent of total revenue receipts. It is thus obvious that not only is the
contribution of nontax revenues low, but it is declining as well. None
of the major components of nontax revenues -- dividends and interest
from public undertakings, user charges, interest receipts from local
bodies or forest revenues -- have shown any promise of increase. With
the widespread forest conservation measures being adopted, it will not
be possible to raise revenue from forests much; the other three main
sources also cannot be burdened with further financial liabilities for
fear that such measures may boomerang on the state government,
either financially or politically. Only two items -- receipts from
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minerals in some states and profits of liquor corporations set up by
some state governments -- show increased receipts. The second item
above should not really be considered an increase, as these receipts
are simply shifted from those under excise duty after the setting up of
the liquor corporations. The prospects for a substantial rise in the
contribution of nontax revenues in the states thus appear dim, though
the recent revision of royalty rates paid by the central government for
mineral exploitation of the states should help a little.

Revenue Expenditures

Nonplan revenue expenditures are made up of spending on general
administration, interest payments, and transfers to local bodies, as
well as committed expenditure on social and economic services. Of the
total current expenditures of the states, general administration, inte-
rest payments, and social services account for over 70 per cent (Table
2.16). A part of the revenue expenditure on social services is included
under the plans. However, it may not be wrong to think that these
three heads constitute over 60 per cent of total nonplan revenue
expenditure. The proportion of the five major components of revenue
expenditure in the total for the 14 states together and individually are
given in the table. It can be seen that only the shares of social services
and debt servicing expenditures have risen noticeably during the
Seventh Plan period as compared to the Sixth Plan Period. It could,
therefore, be said that if expenditure on these two items grew in line
with the other expenditure heads, the growth in total revenue expen-.
diture would have been lower. Debt servicing liabilities obviously
constitute the fastest growing item. In Orissa and Madhya Pradesh,
the share of this item jumped by more than 4 and 3 percentage points
respectively. Only Tamil Nadu and Punjab registered a decline.
Punjab is a special case because the share of general administration
has gone up substantially only in this state, among the fourteen states
under consideration, primarily because of increased expenditure on
the law and order machinery. The case of Tamil Nadu is commented
upon below.

The main propellant in the growth of the debt servicing burden of
the states has been the growth in the volume of their outstanding
debt (though it could partly be due to an increase in interest rates).
Table 2.17 shows the outstanding debt of the 14 states as of the
beginning of the two plans. In nominal terms, outstanding debt went
up from Rs. 19,5611 crore in March 1980 to Rs. 39,951 crore in March
1985, registering a growth of over 15 per cent per annum. Latest
available data show that the outstanding debt of the states has
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Table 2.17

Outstanding Debt of State Governments at the Beginning of
Sixth and Seventh Plans

States Total Outstand- Outstanding As Percentage of SDP
ing Debt Debt taken
as on from Centre  Total Out- Outstanding
31 March as on standing Debt taken
(Rs crore) 31 March Debt as on from Centre as

(Rs crore) 31 March  on 31 March

1980 1985 1980 1985 1980 1985 1980 1985

All States 19511 39951 14004 27430 20.94 23.72 15.03 16.29
Andhra Pradesh 1599 2974 1215 1999 22.18 23.09 16.85 15.52
Bihar 1754 3819 1406 2891 26.86 30.16 21.53 22.83
Gujarat 1099 2316 647 1653 15.17 20.74 9.73 14.81
Harayana 552 1219 349 723 1835 22.19 11.60 13.16
Karanataka 1076 1929 752 1275 20.14 20.79 14.07 13.74
Kerala 914 1858 604 955 26.07 3140 17.23 16.14

Maharashtra 1901 4209 1231 3171 13.61 17.18 8.81 12.94
Madhya Pradesh 1299 2820 851 1772 21.22 24.77 13.90 15.56

Orissa 1078 1979 814 1321 34.82 35.01 26.29 2337
Punjab 717 1794 430 1109 1645 21.36 9.86 13.20
Rajasthan 1381 2756 1046 1933 33.41 35.66 2531 25.01
Tamil Nadu 1291 2305 871 1574 20.23 18.15 13.65 12.39

Uttar Pradesh 3052 6052 2256 3948 21.87 24.77 16.17 16.16
West Bengal 1888 3921 1532 3106 21.23 24.19 17.23 19.16

Source: 1. Reserve Bank of India, Report on Currency and Finance, 1980-81
and 1985-86.
2. C. 8. O. - (for 1970-71 series of SDP data).

continued to grow at over 15 per cent per annum between 1985 and
1990. As a ratio to SDP, the total outstanding debt of the 14 states
went up from 20.9 per cent in March 1980 to 23.7 per cent in March
1985. Similar trends can be observed in every state except, Tamil
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Nadu, which probably explains the decline in the share of debt
servicing expenditures in the total revenue expenditure of that state.’
The proportion of loans due to the central government in total
outstanding debt has declined slightly from about 72 per cent to 69
per cent. Evidently, the states are now resorting to market and other
borrowings to a greater extent than before. With deficits surfacing in
the revenue account of their budgets, the states’ debt burden will
continue to grow unless corrective action is taken. There is no reverse
flow of resources from the states to the centre yet, and net transfers
on loan account from the centre to the states have been growing.
According to revised estimates for 1989-90, net lending by the centre
to the states came to about 3,800 crore, as against Rs. 2,060 crore in
1986-87 (in 1985-86 the amount was about Rs. 4,060 crore, but that
was an unusual year). According to statistics given in the Ninth
Finance Commission (NFC) Report, the ratio of repayments of
principal to fresh loans from the centre has been declining in recent
years (it was 31.8 per cent in 1989-90 as against 34.5 per cent in 1987-
88). With the reliefs recommended by the NFC, it might be expected
that the debt burden would ease. Expectations are unlikely to be
realized, however, unless effective steps are taken immediately to
arrest the growth of deficits on revenue account. That in turn calls for
a hard look at the expenditure side, as resource mobilisation on the
revenue front seems to have been of no avail in keeping states’
budgets in balance. The point that needs stressing is that not only
interest but also several other items are showing rapid growth, and
these need to be brought under control.

For a better understanding of the factors that have contributed to
the rapid growth in expenditures, it is useful to look at the economic
and not merely the functional categories of the budget. Data on the
economic and functional classification of the state budgets are not
available beyond 1987-88. Figures for expenditures on some of the
important categories are reported in Table 2.18. Current expenditure
growth accelerated in the 1980s, primarily because of subsidies, which
show rates of growth far lower than in the previous decade, but still
quite high. The fact that total current expenditures do not show
dramatically increased growth in the 1980s indicates that the
excluded part -- interest payments -- has grown considerably faster.
Within consumption expenditure, compensation to employees
recorded a growth of 17.1 per cent in the 1980s, as against 14.8 per

7. Chapter 6 on Tamil Nadu finances sheds some light on this
phenomenon.
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cent in the 1970s. The pattern varies considerably amang states,
however. While some states (e.g. Tamil Nadu, Madhya Pradesh, and
Maharashtra) show a jump in the growth rate for the 1980s as
compared to the 1970s, others (e. g. Andhra Pradesh, Bihar, and
Karnataka) show a fall in the growth rate. Transfers to the
nongovernment sector (figures not reported) have also grown faster in
the period 1980-88 as compared to the previous decade, though the
increase in the growth rate was not substantial.

The preceding analysis shows that several factors are responsible
for the shortfalls in the BCRs of the states as compared with the
stipulated targets. Prima facie, it is the rapid growth in revenue
expenditures relative to revenue receipts which underlies this
outcome. Revenue growth on the whole has kept pace with growth in
output but has been inadequate for generating surpluses over
expenditures. It may be argued that greater revenue effort could have
met the needs of plan financing, especially since the tax revenue of
some states displayed greater buoyancy than that of others. Indeed, in
their anxiety to mobilize more and more resources, the states are
looking for all possible sources which seem politically feasible, e.g.
levying a tax on consignment transfers, which essentially constitutes
tax exporting, and stepping up rates of sales tax, a good part of which
falls on inputs, going against all sound principles of taxation. There is
no doubt scope for raising revenue through extension of the sales tax
base to services, as well as higher taxation of urban property and
agricultural wealth. The tax structure of the country, however, is
almost chaotic, with the states trying to extract taxes from each
other’s citizens and at the same time, engaging in what has come to
be known as “rate wars” in sales taxation (that is, cutting tax rates to
attract trade and industry irrespective of the nature of the commo-
dities), while avoiding areas having relatively high tax potential. Aside
from rationalisation of tax structure, other ways of stréngthening the
resource base considerably include cutting down wasteful or
unjustifiable subsidies and recovering costs of public services from
those who can pay. It should also be possible to augment revenue
simply through better administration, that is, without recourse to
measures that impose needless efficiency losses on the economy.
There is good scope for resource raising also by better management of
PSEs and proper pricing of their products/services and better design
of subsidies.

It also ought to be noted that the states’ revenue growth would
have been better, had the share of central taxes shown the same
buoyancy as their own tax revenue. This category, which contributes



Budgetarv Trends and Plan Financing in the States 99

a sizeable fraction of the states’ revenue receipts, appears to be
lagging, reflecting the slow growth in collections at the centre. What
lies at the root of this phenomenon -- whether it is due to inadequate
attention paid by the centre because of the increasingly large share
going to the states under the Finance Commissions’ dispensation --
remains a moot point.

It hardly needs pointing out, however, that no amount of resource
mobilisation is going to help unless restraint is brought to bear on the
expenditure side. That requires a fresh look at the debt position of the
states on the one hand, and at the policies on subsidies and
compensation of employees on the other. If political forces compel a
continuation of present trends, economic compulsions will soon rule
out any meaningful developmental effort at the state level.

DETERMINANTS OF PLAN EXPENDITURE

The analysis of state finances so far has revealed several factors that
could have, and probably did, affect the plan expenditure of the states.
In this section, we try to quantify the variables that affect plan
expenditure and measure their impact statistically. To do this, it is
first necessary to postulate an empirical relationship involving the
determinants of plan expenditure.

To begin with, because the plan size for any state depends to a
considerable extent on its ability to raise the necessary resources on*
its own, major determinants of the current receipts of the state should
determine plan expenditure also to some extent. Furthermore, a large
part of the state plan is usually financed by plan transfers, implying a
future debt burden, given the Gadgil formula for non-special category
states. Thus, it can be expected that the existing interest burden on
the state is likely to affect its plan size by affecting its ability to
shoulder further interest (and repayment) burden. Another factor

indicating the states’ ability to incur plan expenditure in the current
year is-thre ratio of revenue expenditure to revenue receipts for the
past few years; this would show the general ability of the state to
finance the current plan from revenue surpluses of previous years. Of
course, all three variables are inter-related; while the last one is an
indicator of general financial capacity, the other two are specific to the
revenue and expenditure side.

Apart from the ability to raise resources, another factor that ought
to influence plan expenditure is the need for such expenditure as
judged by the plagging authorities. Such need is usually judged by the
extent of poverty iffia state. Indeed, a large part of plan expenditure --



100 State Finances in India

that on poverty eradication schemes -- is directly related to the
number of poor in a state. However, poverty estimates are made
before a Five Year Plan begins, and these estimates are adopted for
the whole plan period. This has some significance for the estimation of
the empirical relationship, which is discussed below.

A third factor influencing the distribution of plan expenditure is
the efficiency of allocation. Given an overall plan size, and given the
effectiveness of plan expenditure in promoting development in
different states, an efficient allocation of plan expenditure would
require equalisation of benefits across states from marginal units of
plan expenditure, much like an output maximising multiunit firm
equating marginal output of factors of production in different units.
Although this factor, like all other factors, cannot be expected to
determine plan expenditures by itself, it cannot be excluded from a
list of probable determinants.

The fourth and final factor that may be relevant in the
determination of plan expenditure is the political factor. While it is
probably unanimously accepted that political factors are important, it
is difficult to take these into account in a systematic analysis. The
estimation below takes account of only one aspect of the political
factor, the identification of a state with respect to its political leanings
vis-a-vis the ruling party. The equation postulated for actual
estimation, keeping the above discussion in mind, is:

PLAN = a, + a,SEATS + a,D.SEATS + a,CEXP/CREC +
a, INT + a, PCSDP + a,MANG + a,CHSDP

in the linear form, and

logPLAN = a, + a logSEATS + a,D + a,log(CEXP/CREC) +
a logINT + a, logPCSDP + a logMANG +
a,logCHSDP
in the double log form. The underlying equations of the above two
are:

PLAN = a, + a,SEATS(1 + kD) + a,CEXP/CREC + a,INT +
a.PCSDP + a MANG + a,CHSDP, and

PLAN = A,(SEATS kD) (CEXP/CREC)® INT* (PCSDP)*
MANG®* CHSDP*

The variables are defined as follows:
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PLAN = Plan expenditure as a ratio of SDP,
SEATS = Ratio of members of parliament (MP) from the ruling
party (at the centre) in total MPs from the state,
k = a constant, indicating the extent of impact of D,
D = dummy for the same party (or its political ally) ruling
at the centre and the state,
CEXP = Current expenditure of the state,
CREC = Current receipts of the state,
INT = ratio of interest payments to CREC,
PCSDP = Per capita SDP,
MANG = SDP from manufacturing as a ratio of total SDP, and
CHSDP = Percentage change in SDP as a ratio of average change
in plan expenditures for the previous five years.

The dummies for states are arranged in alphabetical order of
states, e.g., D1 for Andhra Pradesh. Averages of the previous five
years of the ratio CEXP/CREC have been used in the estimation. The
pooled sample consist of all five years data for 14 selected states for
the Sixth Plan period and for the first four years of the Seventh Plan
period. The estimation has been done separately for the two plan
. periods to avoid heteroscedasticity problems. Because of this fact,
coupled with the customary use of state dummies for pooled data to
begin with, poverty estimates were not required to be put in as a
variable in view of their constancy over the plan period; the state
dummies can pick up inter-state variation in poverty adequately.

During the estimation of the above equations, use of the required
number of state dummies simultaneously resulted in breakdow. of
the estimation procedure with near singular matrices. Hence, the
dummies were ‘scanned’ by using them one by one and finally using
only those which were statistically significant. The variables CHSDP
and CEXP/CREC were not significant statistically and were dropped.
The final equations estimated are:

logPLAN = - 1.27 + 0.33l10gSEATS - 0.14D — 0.07logINT
(11.45) (-3.58)  (-1.99)
— 0.211ogPCSDP + 0.1210gMANG - 0.30D1
(-5.16) (3.75) (-6.42)
+ 0.29D4 - 0.26D5 - 0.17D10, R*=0.82

(6.39) (-5.69) (-2.77)

and,
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logPLAN = — 2.36 + 0.87logSEATS + 0.15logINT
(9.86) (1.63)
— 0.2410gPCSDP + 0.7510gMANG - 1.86D1
(-3.33) (4.07) (-8.69)

+ 0.23D2 - 0.38D3 - 0.33D5 + 0.13D6 — 0.21D7

(3.09)  (-3.51) (-5.22) (2.00) (-1.80)

+ 0.17D8 + 0.66D9 + 0.71D10 — 0.11D11 — 0.34D12

(2.40) (4.99) (6.87) (-1.65)  (-3.17)
R?* = 0.90 e

(All the coefficients are signiﬁcant at 95 per cent level of confidence).

The first comment that can be made on the results reported above
is that the inverse relationship between per-capita income and the
dependent variable seems a bit odd. Per-capita SDP has been entered
along with MANG as a variable representing ability to raise resources
for plans. However, it happens to be an indicator of need also, and
thus could be inversely related to PLAN; the estimated coefficient
represents the net impact of the conficting effects. The equity with
respect to SDP in a dynamic sense has been commented upon earlier.
The estimated coefficient of SDP seems to confirm that.

The political variables are significant, though D is not for the
Seventh Plan period. The negative coefficient of D does not imply a
negative effect, but a positive but less than unity value of k in terms of
the underlying equation. The estimated negative coefficient is, by
hypothesis, a logk, and logk would be negative for any positive a,. A
negative value for logk implies O<k<1, which is a reasonable
presumption.

The fact that CEXP/CREC turned out to be insignificant should
not cause too much worry, as MANG and INT are probably represent-
ing the budgetary position adequately. After all, these two variables
represent the predominant parts of the two sides of current accounts -
tax revenue and interest payments. The positive coefficient for INT
for the Seventh Plan period, however, is perplexing. A possible
explanation lies in the substantial rise in borrowing as a source of
plan finance during the Seventh Plan.

It would be of interest to see the “beta coefficients”® of the variables

8. These are the regression coefficients standardised for the scale of
independent variables by multiplying with the ratio of the standard
deviations of the dependent and the independent variable concerned.
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other than dummies found to be significantly affecting the plan
expenditure to SDP ratio. Table 2.19 provides the estimates. These
figures indicate that during the Sixth Plan, the negative effect of SDP
and the positive effect of the political lobby of state MPs in the ruling
party were almost equally dominant. During the Seventh Plan,
political lobbying seems to have become even more important, but less
important than the ability to raise own resources, as denoted by
MANG.

While the empirical analysis carried out above cannot be claimed to
be a definitive one, it does open up a few interesting lines of thought.
The political economy of planning has hitherto been paid very little
attention; this aspect clearly needs more analysis. A full scale model of
state finances seems to be called for if answers to several questions on
state finances are to be answered categorically. However, the exercise
does indicate the growing importance of states’ own resources in
planning and of interest payments (or borrowings).

Table 2.19

Estimated Beta Coefficients

SEATS D INT PCSDP MANG

Sixth Plan 0.11 -0.06 -0.04 -0.12 0.06
Seventh Plan 0.35 - 0.14 -0.16 0.44

CONCLUSIONS AND SOME POLICY IMPLICATIONS

The main conclusions that emerge from this chapter may be
summarised as follows:

(1) There have been shortfalls in the outlays under the Plans in
all states in both Sixth and Seventh Plans. The extent of
shortfall was much smaller for most states in the Seventh
Plan, possibly because of more modest targets.

(2) Heavy shortfalls occurred in crucial sectors like irrigation and
power under both Plans.

(3) There is an increasing tendency on the part of the states to
allocate a larger share of their plan outlay to ‘“revenue” or
“current” expenditure.

(4) One possible explanation is the practice of including new
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(5)

(8)

(C))

State Finances in India

welfare and poverty allevation programmes under the plan.
Once introduced, they pre-empt revenue expenditures
affecting vital services like health, education and maintenance
of assets.

The tendency on the part of the states to put in a larger
component of plan outlays under “revenue” undermmnes the
role of planning. Available data show that a good part of
capital spending in the states is taking place under the “non-
plan” head. This makes little sense. The rationale for drawing
distinctions between “plan” and “non-plan”, “revenue” and
“capital”, and ‘“developmental” and “nondevelopmental”
needs reconsideration.

There are wide variations in the plan performance of the
states. Per capita plan outlay varies considerably. Shortfalls in
achieving plan targets also vary across states.

What accounts for the variation in plan size and in plan
expenditure does not admit of a straightforward answer. Per
capita SDP is highly correlated to per-capita plan outlay, hut
this is partly accounted for by the population factor. As the
statewise growth rates of plan expenditure show, plan expen-
ditures are becoming more equitable across states over time.
However, what determines the level of plan outlay at the state
level (as opposed to inter-state variations), needs further
study.

By and large, revenue receipts of state governments have kept
pace with increases in SDP. Except in one state, buoyancy
coefficients of major revenue heads all exceeded unity. There
are a few taxes which could be exploited further, but the
scope for raising additional revenue through more intensive
taxation does not seem very promising. More attention needs
to be paid to rationalisation of the tax structure, extension of
the tax base to cover services, etc. and harmonisation of state
taxes to minimise efficiency losses (which cannot but be
considerable, given the present chaotic state of commodity
taxation). All this might help to improve the revenue pro-
ductivity of the tax system and equity in the distribution of its
burden. Local taxation is another neglected area. Resource
mobilisation efforts may be directed more fruitfully to areas
like recovery of costs of providing public services and better
running of PSEs.

If meaningful planning is to be practised, determined efforts
are needed to control the growth of revenue expenditure on
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(10)

both plan and nonplan accounts. The items of current expen-
diture growing most rapidly are subsidies and interest pay-
ments. Apart from subsidies flowing explicitly through the
budget there are many hidden subsidies provided by the
central and state governments. In containing the growth of
current expenditure, remedial action is needed to relieve the
burden of debt servicing and a hard look at the cost and
benefit of all major subsidies should be taken. The entire
system of expenditure control also needs overhaul.

The system of intergovernmental transfers needs to be
restructured to impart a greater sense of responsibility to the
spending agencies. This applies to the fiscal relations between
the centre and the states and those between the states and
local bodies. Decentralisation of fiscal powers combined with
decentralisation of responsibilities for providing public ser-
vices could help move in that direction, even though regional
disparities might be accentuated. A balance would have to be
struck between the conflicting goals of equity and efficiency.
The present arrangements whereby a higher level authority

- practically underwrites the expenditure of governments at

11

levels below promote fiscal irresponsibility.

The empirical exercise undertaken reaches the conclusion
that political factors play a significant role in planning. It
confirms the trend toward more equitable distribution of plan
expenditure across states. It also indicates the growing impor-
tance of own revenue in determining the plan size of states.

From trends in state finances and the experience of plan financing
it is evident that the involvement of the public sector at the state level
will soon be in jeopardy unless the seriousness of the imbalances in
state budgets is recognised by the community as a whole and a certain
discipline and restraint is accepted by all powerful groups in the
society, in the common interest. That seems to be a tall order in the
present socio-political environment. If, however, ‘social choice’
dictates otherwise and persists in underplaying the need for discipline
in government expenditures, the growth strategy itself has to undergo
a radical change. In their present state, government finances not only
at the centre but also in the states are not viable. Nor is planning of
the kind the country has practised so far.
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Chapter 3

An Analysis of Changes in State
Government Subsidies: 1977-87

M. GOVINDA RAO and SUDIPTO MUNDLE!

Correcting fiscal imbalances is today the single most important task of
macroeconomic management in India in the face of rising inflation,
burgeoning public debt, a severe paucity of resources for plan
financing and a deepening balance of payment crisis. Each of these
problems is traceable either directly or indirectly to the growing gap
between government expenditure and revenue. Budgetary subsidies
are obviously one of the specific instruments of policy requiring
careful analysis in the drive toward prudential financial management,
since subsidies now constitute one of the largest items of public
expenditure.

We have, in an earlier paper, analysed the volume and composition
of total subsidies arising from the budgetary operations of the central
government and 14 major states in the year 1987-88 (Mundle and
Rao, 1991). This chapter focuses on the trend over time in the flow of

1. We would like to gratefully acknowledge the research assistance from V.
Geetha, S. Gopalakrishnan, T.S. Rangamannar, G.P. Sahni and
Dipchand Maity, who undertook all the computational work. We have
also benefited from discussions with Amaresh Bagchi, Raja Chelliah,
Arindam Das-Gupta, Biswanath Goldar, Mihir Rakshit, Uma Roy
Choudhury, V.B. Tulasidhar, A. Vaidyanathan and other participants of
the Workshop on Subsidies held at the NIPFP on 10th November, 1990.
However, the usual disclaimers apply, too. Thanks are also due to R.
Periannan for excellent secretarial assistance.
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subsidies at the state level. The analysis is confined to the 14 major
states.

At the state level, the problem of fiscal imbalance has a special
feature which must be noted. As the states do not have independent
powers to borrow, particularly after the Overdraft Regulation Scheme
was introduced in 1985, they in fact face a hard budget constraint.
Given the political difficulties in raising larger resources and the prior
claim of non-plan revenue expenditure, plan expenditure (particularly
capital expenditure under the plan) has tended to grow slowly in
recent years. During the Seventh Plan, for example, while total public
sector outlay in the country exceeded the planned outlay by about 4.5
per cent, at the state level the total outlay fell short of the planned
outlay by about 8 per cent. The shortfall was mainly on account of
budgetary contributions (i.e., balance from current revenue and
additional resource mobilisation). As against a planned share of 36 per
cent of total outlay for budgetary contributions, the actual was only
about 23 per cent.

An’important reason for the worsening budgetary situation in the
states is the negligible contribution of non-tax revenues. While the
states over the years have made substantial investments in social and
economic services, recoveries have not only been insignificant but
even have been on the decline as a proportion of states’ own revenues.
The composition and growth of states’ own non-tax revenues,
presented in Table 3.1, clearly bring out three salient features.?

First, the share of non-tax revenues in states’ own total revenues is
not only small, but it has also declined over time. Second, all major
items of non-tax revenues, i.e., administrative receipts from general,
soclal and economic services, surpluses from departmentally run
undertakings as well as interest receipts and dividends from non-
departmental enterprises, have grown at rates lower than the rate of
growth of states’ revenue expenditure as well as own tax revenue. The
only exception is the royalty and cess on mines and minerals, which
grew at over 30 per cent per annum. Non-tax revenues excluding
royalty and cess grew at an average annual rate of only 7.4 per cent
per annum, and when royalty and cess are included, the growth rate
was 10.5 per cent. Clearly, compared to other sources of non-tax

2. We have excluded interest receipts of the states from departmental
undertakings, as these are merely book adjustments and do not repre-
sent real transfers. These are shown as revenue receipts under the major
head ‘Interest Receipts’ and as an expenditure item under the respective
major head under which the account of the undertaking is shown (c.g.
irrigation).



An Analysis of Changes in State Government Subsidies: 1977-87 109

revenue, the states have found it easier to effect recoveries from
royalty and cess on minerals, (which is a form of tax on natural
resources), the burden of which is substantially exported to the
residents of other states. Third, the inflows from all items of non-tax
revenues are Jess stable than the inflow of tax revenues. As may be
seen from the F values in Table 3.2, the variance of non-tax revenues
was significantly higher than those of both tax revenue and revenue
expenditure. Fluctuation in the returns from departmental under-
takings was particularly large, ranging from a surplus of Rs 119 crore
in 1980-81 to a deficit of Rs 9.8 crore in 1988-89. This small and
unstable pattern of non-tax revenue flows suggest that this is virtually
a residual item of revenue, not seriously considered as a source of
financing expenditure by the states.

Within this overall pattern there are of course large variations
across states, the rate of growth of non-tax revenue ranging from as
little as 0.2 per cent per annum in the case of West Bengal to as much
as 33 per cent in the case of Bihar (see Table 3.3). In the states where
non-tax revenues grew at high rates, it was largely due to the
buoyancy of revenues from royalty and cess on mines and minerals.
- When royalty and cess are excluded, there is a sharp fall in the growth
of non-tax revenues in Bihar, Gujarat, Madhya Pradesh and Orissa.

Thus, while revenue expenditures in the states have been been
increasing at very high rates, the growth of revenue receipts,
especially non-tax revenues, has lagged behind. Clearly, where the
high growth of state government expenditures relates to services
other than pure public goods, it is necessary to analyse how far the
cost of these services is recovered and, if not, how far the flow of
subsidies can be linked to identifiable policy objectives.

The present study does not address all important issues relating to
states’ cost recoveries, the implicit subsidies involved and their
incidence. Here, an attempt is made to estimate the volume of
subsidies involved in the provision of various social and economic
services only and to examine how these have changed over the last
decade. The concept of ‘subsidy’ employed in this paper is discussed in
section 2, and some issues of estimation are explained. Section 3
presents estimates of cost recovery and the volume and composition of
subsidies. Section 4 summarises the important conclusions of the
study.
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THE CONCEPT OF SUBSIDY AND THE METHOD OF
MEASUREMENT?

Definition and Scope

In the economics literature, there is no single accepted definition of
subsidy. Definitions vary depending on the purpose in view
(Wiseman, 1981). We have, for the purpose of this study, defined
budgetary subsidies as the difference between the cost of delivering
publicly provided goods or services (henceforth referred to as services)
and the recoveries arising from such deliveries.?

This definition includes subsidies arising only from those
departments which come directly under the state governments.
Subsidies arising from the operation of non-departmental public
enterprises are included only to the extent that they are reflected in
the difference between financial assistance extended to such
enterprises by the state governments and the returns which these
governments receive from them.

The analytical framework underlying our analysis is detailed in the
paper cited above. Briefly, we may classify the public services provided
by the government as pure public goods, pure private goods and
‘merit’ goods. In the case of pure public goods, non-excludability in
consumption implies that true consumer preferences will not be
revealed. Since these services cannot be easily priced, their costs have
to be met out of the general budget. Therefore, the concept of a
subsidy in the provision of pure public goods does not seem
appropriate. Could we say, for instance, that the entire expenditure
on defence is a subsidy? ‘Merit goods’ can be priced. However, -the
existence of externalities may necessitate subsidisation to ensure
optimal provision of such services. Finally, in the case of private goods
which can be priced and have zero externality by definition, if
subsidies are provided, they should be justifiable on distributional
considerations.

It is difficult to operationalise these concepts, in particular the
classification of services as pure public goods, merit goods or private
goods and the measurement of externality. In this exercise, we have
followed a conservative rule of thumb, of treating only expenditures
on general administrative services, relief on account of natural
calamities, the general secretariat expenses of social and economic

3. For more detailed discussion of these issues, see Mundle and Rao (1991).
4. We ignore, for the moment, the issuc of differences between the actual
cost and efficiency cost of public services.
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services and the compensation and assignment of resources to Local
Bodies and Panchayat Raj institutions as pure public services. The
expenditure incurred on these items has accordingly been excluded
from the computation of subsidies.

Public expenditure on transfer payments has also been excluded,
since these cannot be treated as costs incurred in the provision of a
service. We have also excluded the tax-expenditure or revenue losses
incurred on account of tax incentives from the computation of
subsidies, though these are sometimes treated as subsidies in the
literature.

Method of Measurement

This exercise estimates the subsidies involved in the provision of
public services by the fourteen major state governments in 1977-78
and 1987-88. In all, there are 123 major heads of account identifiable
from the budget classification, of which 37 are in general adminis-
trative services, etc., and are treated as pure public services as
explained above. For each of the remaining 86 social and economic
services, subsidy has been computed as

sj=vj+i(Kj+Lj)+d.Kj-yj-rj-tj Q)

where j = 38 ... 123, indicates the services. For the j'" service

s, is the subsidy;

v is the variable cost or revenue expenditure on the service;

K is the capital stock in the sector;

L. is the stock of investments made outside government under the
budget head j in the form of loans or equity;

i is an imputed interest rate representing the opportunity cost of
money for government;

d is the depreciation rate;

y, is revenue receipt from service j;

¢ is income by way of interest or dividend on loans and equity
under budget head j; and

t, is a transfer payment under budget head j to individual agents.

The total volume of subsidies on all services is given by
123
= Xs (2)

j=38

Similarly the cost of any service j(j = 1....123) is given by
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c =V + i (KJ + LJ) + dKj - t. 3

The total cost of all services, including transfer payments and pure
public services, is given by

123 123
C-= c. + tj (4)
=1

. J
J

! i

- The imputed interest rate or the average cost of money to the
government, calculated as the ratio of interest payments by central
and state governments taken together to the stock of total public debt,
works out to 5 per cent in 1977-78 and 7 per cent in 1987-88. The
depreciation rate has been set at 2 per cent in real terms, assuming an
average life of fifty years for capital stock in government activities as
on 31st March, 1987. Allowing for an inflation rate of 7.4 per cent,
depreciation in nominal terms works out to 9.4 per cent.

The data used for the exercise have been drawn primarily from the
Finance Accounts of the state governments published by the Office of
the Comptroller and Auditor General. This has been supplemented by
additional information drawn from budget documents and from

Indian Economic Statistics: Public Finance published by the Ministry

of Finance.

STATE BUDGETARY SUBSIDIES:
VOLUME AND COMPOSITION

A comparative analysis of the cost of public services, cost recoveries
and the volume of subsidies involved in 1977-78 and 1987-88 are
presented in Table 3.4. In 1987-88, the total cost of public services and
transfers together amounted to Rs 43,358 crore. Of this, the cost of
administrative services (public goods) and transfers together was of
the order of Rs 11,271 crore and the cost of social and economic
services amounted to Rs 32,087 crore. After deducting cost recoveries
of Rs 4,625 crore, the budgetary subsidy amounted to Rs 27,463 crore.
This works out to about 8.3 per cent of GDP or over 63 per cent of the
total cost of public services and transfers.

These orders of magnitude, when compared with the base values
for 1977-78, indicate that subsidies grew phenomenally over the
decade 1977-78 to 1987-88. The increase in cost recoveries lagged
substantially behind the rising cost of social and economic services,
resulting in rapid growth of subsidies. Thus, in the aggregate, while
the cost of social and economic services provided by state governments
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increased at an average annual rate of 17 per cent per annum, cost
recoveries increased only by 12.4 per cent, causing subsidies to grow
at 18 per cent (See Table 3.4). This pattern is seen uniformly in all
states and hence also for the groupings of high income, middle income
and low income states. _

Another feature worth noting is the variation in subsidies across
states. It may be seen from Table 3.5 that a more than proportionate
share of subsidies accrued to high and middle income states. In 1987-
88 the four high income states, with only a 20 per cent share of
population, claimed almost 25 per cent of all-state level subsidies,
while the share of the 46 per cent of the population in low income
states was less than 40 per cent. In fact, all high and middle income
states, with the sole exception of West Bengal, claimed a share of
subsidies higher than their respective population shares. The per
capita subsidy in high income states worked out to Rs 481, as against
only Rs 323 per capita in low income states. This reflects higher per
capita expenditures on social and economic services in these states,
which are, in turn, a direct reflection of their greater revenue raising
capacities. It is also seen that, in 1987-88, per capita subsidies were
highly correlated with both per capita state domestic product (SDP)5
and the Ninth Finance Commission’s estimate of per capita taxable
capacity.® This implies that the federal transfer mechanism has failed
to achieve its major objective of offsetting the fiscal disadvantages of
the states. In other words, the transfer mechanism has not succeeded
in enabling the fiscally disadvantaged states to provide a normatively
determined level of public services at a uniform tax -effort.
Consequently, both levels of services and per capita subsidies in the
fiscally disadvantaged states were lower than in the better off states.

The third important feature of the inter-state distribution of
subsidies in 1977-78 and 1987-88 is a remarkable stability in the
relative shares of different states over the decade (Table 3.6). The
share of the five low income states remained virtually unchanged at
about 40 per cent. The high income states gained one percentage
point in 1987-88 at the cost of the middle income states, as compared
to the shares in 1977-78. This stability in relative shares is somewhat
surprising as there is a general impression that since the Seventh
Finance Commission, the statutory transfers have been distributed on
the basis of more progressive formulae. Therefore, the shares of low
income states should have shown an increase. However, non-
statutory transfers, particularly those for central sector and centrally
5. This refers to the comparable estimates of SDP averaged for 1982-85.

6. The correlation coefficients were respectively 0.78 and 0.80.
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sponsored schemes, have grown in importance, and their less
progressive distribution seems to have, by and large, neutralised any
increase in the progressivity of statutory transfers awarded by the
recent Finance Commissions.’

Subsidies in Social Services

‘Subsidies in the provision of social services in all the major states
taken together amounted to Rs 14,540 crore, forming about 53 per
cent of total subsidies flowing through state governments. The share
of subsidies on education alone accounted for about 30 per cent, and
the share of subsidies on protective and preventive health care
(medical, public health, water supply and housing) services
constituted another 17 per cent of total state subsidies.

The estimates presented in Table 3.7 show that in each of the 14
major states, social services claimed a predominant share of subsidies,
ranging from 46 per cent in Haryana to about 67 per cent in Kerala.
The broad similarity in the relative shares of various sub-sectors of
social services among the states is also notable. In every state, the
highest share of subsidy was in education, followed by medical and
public health, water supply and sanitation and housing.

In the case of both education and health care, the two largest
subsidy items, the most striking feature that emerges from the
analysis is that, generally, per capita subsidies were higher in the
states where levels of educational and health services were also higher
and vice-versa. In the case of education, for example, the coefficient of
correlation between per capita subsidy and literacy rate was 0.76. In
Kerala, both the literacy rates and per capita subsidies were the
highest. Similarly, in the states of Gujarat, Karnataka, Maharashtra,
Punjab and Tamil Nadu, where literacy rates were higher than the
all-states average, per capita subsidies were also substantially higher.
Subsidy levels were the lowest in Bihar, Madhya Pradesh, Orissa and
Uttar Pradesh, all of which had very low literacy rates.

A similar association between levels of service and per capita
subsidy is noticed also in the case of preventive and protective health
care (medical, public health, water supply, sanitation and housing). In
Haryana, Karnataka, Kerala, Maharashtra, Punjab and West Bengal,
where infant mortality rates were much below the average, per capita
subsidies on protective health care (medical and public health) were
higher. In Kerala, which had the lowest infant mortality rate (27 per
7. It may be noted that the share of grants for central sector and centrally

sponsored schemes in total current central transfers increased from 13.5
per cent in 1977-78 to 20 per cent in 1987-88.
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1000 births), the per capita subsidy in protective health care was
higher than the average by 33 per cent. Similarly, in Punjab, where
per capita subsidies were 54 per cent higher than the average, the
infan¢ mortality rate was much lower than the average. A similar
pattern can be observed in the case of subsidies in preventive health
care services. The correlation coefficient between infant mortality and
per capita subsidy on medical and public health worked out to (-)0.72.

We have pointed out above that per capita subsidies on social
services were higher in states where the levels of these services were
higher. It is quite likely that it is because of higher levels of subsidy
that the consumption of social services was higher in these states. If
S0, an egalitarian Federal transfer policy would require that such sub-
sidies be enhanced over time in states having lower consumption of
social services relative to those with higher social services consump-
tion. Unfortunately, the actual experience belies this expectation.

Per capita subsidies on major social services in 1977-78 and 1987-
88 at constant (1977-78) prices are shown in the Table 3.8. It turns
out that per capita subsidies on social services in real terms increased
at very high rates in all states and under each of the major social
service items. However, there is little evidence to suggest that there
- was any attempt at redressing inter-state inequities in the allocation
of subsidies on social services over time. In fact, the five states having
the highest per capita subsidies on social services in 1977-78
continued to hold their position in 1987-88. Similarly, the four states
which had the lowest per capita subsidy on social services in 1977-78
remained at the bottom of the ordering in 1987-88 also. The only
~major rank shift was in the case of West Bengal, which slipped from
the sixth position in 1977-78 to the tenth in 1987-88. The rank
correlation coefficient of the ordering of states by per capita social
service subsidy in the two years was as high as 0.89. The pattern was
also broadly similar in the case of the lar gest social service subsidy
item, namely, education. In fact, there was no change at all in the
ranks of the first 10 states. The rank correlation coefficient of the
education subsidy ordering of states between the two years was as
high as 0.95. It is thus clear that during the period considered, there
was no equity improvement in the inter-state allocation of subsidies
on social services.

The inequitable distribution of social service subsidies between
states is probably reinforced by inequity in the inter-personal
allocation of such subsidies within states. Illiteracy itself is a barrier to
accessing such services as, for example, non-primary education. This
point is rather important in view of the fact that user charges in social
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services are not only very low but also declining over time (Table 3.9).
The recovery rate on social services for all the states taken together
declined from 5 per cent in 1977-78 to only 2.8 per cent in 1987-88. A
declining trend is also evident in every state. In 1987-88, the recovery
rate was less than 6 per cent in all states; in Bihar and West Bengal, it
was just a little over 1 per cent. The pattern of low and declining
recovery rates appears in both education and health.

Low recovery rates in education and health services presumably
reflect a deliberate policy of providing these services free or at very
low prices for both externality and distributional considerations.
However, when there are barriers to access 1o these services, such
that a disproportionate share of subsidies accrues to a relatively small
and privileged section of population, it implies that some of the exter-
nal benefits of the subsidy are lost and the distributional objective is
substantially undermined. Ensuring greater accessibility of subsidies
to economically disadvantaged groups requires massive expansion in
the levels of these services and also requires much more effective
targeting and complete elimination of such subsidies for those who
can afford to pay for them.

Low and declining recovery rates in social services are a major
factor accounting for the sharp increase in real per capita subsidy
noted earlier. Since the recovery rate on social services is much below
the average and expenditure on these services has been increasing
faster than expenditure on other services (Mundle, 1988 and Rao and
Tulasidhar, 1991) in recent years, the average per capita subsidy has
tended to increase over time. Of course, this tendency has been
reinforced by the general trend of declining recovery rates in all
government services across the board.

The education sector alone accounts for about a third of total
budgetary subsidies in the states, so it would be instructive to analyse
it in greater detail. The disaggregated picture of subsidies and
recovery rates in the education sector in the 14 major states,
presented in Table 3.10, reveals three important features. First, in
1987-88 the subsidy on primary education constituted about 46 per
cent of the total subsidy on education, despite the fact that almost 65
per cent of the population in the states was illiterate (according to the
1981 census). Over 54 per cent of the education subsidy was allocated
to higher levels of education. The pattern was broadly similar in all
the states. Second, the subsidy on higher, technical, medical and
agricultural education, which accrues mainly to the literate section of
population, amounted to a staggering Rs. 2,000 crore in 1987-88,
comprising 23 per cent of the total education subsidy. This amount
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could easily have financed augmentation of outlay on primary edu-
cation by about 50 per cent! Some degree of subsidisation at higher
educational levels may be desirable. However, there is clearly a very
strong case for pruning these to provide more subsidies at the primary
level, in view of the high rate of illiteracy that still prevails in India.
Only a small and relatively better off section of the population benefits
from subsidies on education at higher levels. Thus, our analysis
underlines the inequitable distribution of the education subsidy not
merely in terms of its inter-regional spread but also in terms of its
inter-personal distribution within regions.

In contrast to the required direction of reform described above, we
find that the proportion of subsidies at higher educational levels has,
in fact, been increasing over the years. While the share of primary
education in the total subsidy on education declined from 49 per cent
in 1977-78 to 46 per cent in 1987-88, that of higher education
increased from 20.5 per cent to 22.9 per cent during the period. The
pattern was broadly similar across most individual states except
Karnataka, Orissa, Uttar Pradesh and West Bengal, where the share
of subsidies on higher education showed a marginal decline. The
increase in the share of subsidies on higher education was primarily
due to a very large decline in the recovery rate from 6.7 per cent in
1977-78 to only 1.7 per cent in 1987-88. Recovery rates for higher
education showed a significant decline in every state; in 1987-88, in as
many as 11 states, higher education had become virtually free, with a
recovery rate of less than 2 per cent!

Subsidy in Economic Services

The volume of subsidies-in economic services in the states totalled
Rs 15,950 crore in 1987-88, accounting for about 47 per cent of the
total bill of subsidies. The largest component of this, amounting to
over Rs 4,700 crore, was in irrigation, and Rs 4,100 crore was in
agriculture and allied activities. Other important sectors involving
significant subsidies included power and transport.

As in the case of social services, a disproportionately large share of
subsidies on economic services has accrued to more developed states
(Table 3.11). In Punjab, for example, the per capita subsidy on
economic services amounted to Rs 345, which was more than double
the per capita subsidy of Rs 163 in Bihar, the least developed state. In
the more developed states of Gujarat, Haryana and Punjab, subsidies
were appreciably higher than the average, whereas in the less
developed states like Uttar Pradesh, Bihar and Madhya Pradesh they
were substantially lower. This pattern is also apparent in subsidies to
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important individual economic services, with large inter-state varia-
tions both in recovery rates and in per capita subsidies. In the case of
agriculture and allied activities, for example, the per capita subsidy in
advanced states like Gujarat, Haryana, Maharashtra and Punjab were
much higher than the all states’ average. For irrigation and power,
the per capita subsidy in better off states like Gujarat (not for power),
Haryana and Punjab were significantly higher than the average for all
states. Incidentally, power in Karnataka and Kerala are the only cases
across all social and economic services in all states where no subsidy is
involved.

The subsidy to power consumption is largely on account of the very
low rates of tariff for electricity consumed in irrigation. The two
subsidies taken together could therefore be interpreted as the total
direct and indirect subsidy on irrigation. Along with the subsidy
under ‘agriculture and allied activities’, the total flow of subsidies to
the farming sector may be placed at about Rs 10,400 crore, out of a
total flow of subsidies to economic services from state budgets
amounting to approximately Rs 13,000 crore.

Subsidies implicit in the underpricing of economic services also
have important allocative effects. Underpricing of both irrigation and
power, for example, can lead to overuse of water. This is likely to
distort cropping patterns in favour of water-intensive crops. Similarly,
underpricing of forest products leads to excessive depletion of forest
resources, with undesirable effects on the environment. The adverse
distributional and resource allocation effects of the existing pattern of
subsidies do not imply that the subsidies should be wholly eliminated.
What they do imply is that subsidies should be made transparent and
carefully targeted explicitly, keeping in view the distributional and
resource allocation effects. It is important that subsidisation should be
done as a conscious policy to alter resource allocation or income
distribution along intended lines, and unintended effects should be
avoided.

The pattern of subsidy flows in 1987-88 presents a snapshot at one
point of time. From a dynamic reform perspective, it is interesting to
ask whether the picture in 1987-88 represents an improvement or a
deterioration over time in terms of the adverse distributional and
allocative effects. The analysis of subsidies in 1977-78 and 1987-88
shows that if anything, the distortions have been increasing over time.
Table 3.12 shows that in real teris the per capita subsidy in economic
services grew at higher than average rates in some of the economically
advanced states like Gujarat, Haryana, Karnataka, Maharashtra and
Tamil Nadu. To a large extent, this was due to a very high increase in
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per capita subsidies on agriculture and allied activities and also irri-
gation in the case of Gujarat and Haryana. ‘

Per capita subsidies on economic services, in all 14 states taken
together, increased at an annual average rate of 7.7 per cent, which
was higher than the growth rate for social services, despite the fact
. that expenditures on social services increased at a faster rate in recent
years. This implies that though the recovery rates on economic servi-
ces were higher, they declined more than the recovery rates on social
services during this period. The recovery rates on economic services in
the two years presented in Table 3.13 confirm this. The average rate
for the major states taken together for economic services as a whole
declined from 36 per cent in 1977-78 to about 25 per cent in 1987-88.
Decreases of varying magnitudes occurred in all the states and in
almost all the sectors, the maximum decrease being from 52 per cent
to about 29 per cent in agriculture and allied services. A few cons-
picuous exceptions include the rates on irrigation in Maharashtra,
Tamil Nadu and Uttar Pradesh and on power in Haryana.

In this context, it should be noted that all the Finance Commis-
sions since the Seventh have fixed certain normative rates of return
for departmental and non-departmental enterprises of the states. In
the case of a major departmental enterprise like irrigation, for exam-
ple, while the seventh Finance Commission proposed that it should
yield at least one per cent interest. on the capital invested, the Eighth
‘Finance Commission proposed that at least working expenses should
be covered. The analysis of the rates of return shown in Table 3.14
shows not only that these norms have not been met but also that
there was a further deterioration of the position in 1987-88 as
compared to 1977-78. The loss on account of irrigation deteriorated
from (-)2 per cent of the capital invested to (-)6 per cent over the
period, the deterioration being particularly marked in Gujarat,
Haryana, Karnataka, Punjab, Rajasthan and West Bengal.

The important non-departmental undertakings at the state level
are electricity boards and road transport corporations. In the case of
electricity boards, the eighth Finance Commission fixed the norm at 7
per cent rate of interest on capital invested. Although strict compari-
son with the Commission’s norm is difficult’, it is guite evident that
the rate of return declined in 1987-88 as compared to 1977-78 in a
number of states, as well as in the aggregate. The decline in the rate

8. Certain adjustments have to be made before the rates are compared with
the Finance Commission norms. In particular, capital outlay on work in
progress and rural electrification should be deducted before computing
the rate of return.
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was particularly marked in Tamil Nadu and West Bengal. Even
Punjab and Tamil Nadu generated very high negative rates of veturn.
Similarly, the return from Road Transport Corporations declined
from 3 per cent in 1977-78 to (-2) per cent in 1987-88.° The
deterioration in rates of return occurred in all states except Andhra
Pradesh and was particularly sharp in Gujarat, Orissa, Punjab and
West Bengal.

CONCLUSIONS

The search for policy options to correct fiscal imbalances in India calls
for a careful analysis of budgetary subsidies, with a view to making
them more transparent and facilitating better targeting. Benefits to
intended beneficiaries of a tax-transfer system can be provided either
through pure income transfers or through subsidies on goods and
services. Direct transfer payments are transparent, and their
beneficiaries are explicitly targeted. As a pure redistributive device,
this should be the preferred policy instrument. However, if the inten-
tion is to induce higher absorption of specific public services, specific
subsidies would be necessary. The problem with this, however, is that
the total volume of subsidies involved is often not known. Its
allocative and distributive implications remain unclear, and therefore,
targeting and avoiding unintended distributional or allocative effects,
difficult.

In this context, the following important conclusions which emerge
from our analysis of non-tax revenues and budgetary subsidies should
be noted. ’

(1) The states have not used non-tax revenues except cess and
royalty on mines and minerals as a significant source of fi-
nance. Non-tax revenues formed not only a low and declining
share in states’ revenues but have also been highly volatile.

(ii) The estimated total volume of subsidies in the 14 major states
in 1987-88 amounted to a staggering Rs 27,463 crore, or 8.3
per cent of GDP. Since the growth of recoveries lagged behind
increases in expenditures, subsidies increased at a pheno-
menal rate of 18 per cent per year between 1977-78 and 1987-
88. Per capita subsidies at constant prices increased at an
annual rate of 6 per cent in the case of social services and
almost 8 per cent in the case of economic services. In all the

9. The Eighth Commission had set the norm at 3 per cent rate of return.
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(iii)

(iv)

(v)

(vi)

(vii)

states, subsidies formed a high and increasing proportion of
the cost of public services.

One major reason for the high rate of growth of subsidies was
the rising share of expenditure on social services, which
generally have very low recovery rates. However, a more
disturbing reason was the declining rate of cost recoveries
both in social and in economic services. The decline was
sharper in the case of economic services, and therefore,
subsidies on these services grew at a faster rate than those on
social services even though expenditures on the latter
increased more rapidly. Declining recovery rates was a
common feature across all the states though, of course, the
magnitudes have varied.

At present the distribution of subsidies appears to be highly
inequitabie. In the interregional dimension, federal transfer
policies have failed to adequately offset low revenue raising
capacities of poorer states. As a consequence, per capita
subsidies were much higher in the better off states.
Particularly in the case of social services, if higher subsidies
were associated with higher literacy, better health etc., it
would be desirable that per capita subsidies in poorer states
should gradually catch up with those in the richer states. But,
there has been no improvement in the inter-state distribution
of per capita subsidies over time.

Inequitable distribution of subsidies across states is reinforced
by inequitable distribution within states. Better-off sections of
population are appropriating a disproportionate share of sub-
sidies, whether in education, agriculture, irrigation or power.
The wundesirable distributional effects of subsidies are
compounded by undesirable resource allocation effects, e.g., in
the underpricing of water for irrigation. Both types of adverse
effects, which have worsened over time, call for a much wider
application of the user charge concept to lend greater
transparency to subsidies, combined with careful targeting of
subsidies to intended beneficiaries in line with distributional
and allocative objectives.

In spite of the Finance Commissions fixing normative rates of
return, the workings of both departmental and non-depart-
mental undertakings have become increasingly unsatisfac-
tory, as revealed by declining rates of return on states’
investments. Again, there is a need for greater clarity regard-
ing the policies or practical measures that should be set in
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motion when public enterprises fail to meet even the
minimum norms set by various Finance Commissions with
regard to the rates of return. The issue requires urgent
attention in view of the severe resource constraint faced by
the states, its effect especially on the erosion of plan finance
and the marginal contributions which non-tax revenues make
at present to states’ resource mobilisation.

REFERENCES

Mundle, Sudipto. 1988. “Pattern of Public Expenditure in India: A Financial
Perspective of the Developmental State’. Paper presented at the
confercnce on the State and International Linkages, The Hague
(October).

Mundle, Sudipto and M. Govinda Rao. 1991. ““The Volume and Composition
of Government Subsidies in India: 1987-88". Economic and Political
Weekly, May 4th.

Rao, M. Govinda and V.B. Tulasidhar. 1991. “Public Expenditure in India:
Emerging Trends”, National Institute of Public Finance and Policy
Working Papers, No. 5.

Wiseman, J. 1981. “Is There a Logic of Industrial Subsidisation?”’ In Hauser,
Karl (Ed.), Subsidies, Tax Reliefs and Prices (Paris : Edition Cujas).



An Analysis of Changes in State Government Subsidies: 1977-87 123
Table 3.1

States’ Own Revenue Receipts - Growth and Composition
All Major States

States’ Own Share in Annual
Revenue Total Average
(Rs. lakh) Revenue (%)  Growth

Rate

1980-81 1988-89 1980-811988-89 (%)

1. States' Own Tax Revenue 645989 2135682 77.83 83.95 15.59

2. States’ Own Non-Tax Revenue
a. Administrative Receipts :

(i) General Services 34636 530567 4.17 209 7.02

(i1) Social Services 24903 56378 3.00 2.22 9.36
of which
Education 7136 12784 0.86  0.50 7.21
Medical, Public Health 9001 14674 1.08 0.58 5.69
and Family Welfare

(iii) Economic Services 41273 178368 497 17.01 20.13
of Which
Royalty and Cess on 11929 104563 1.44 4.11 30.08
Minerals

b. Surplus(+)/ 11973  -9767 1.44 -0.38 -54.58

Deficit(-) of
Departmental Enterprises

c. Interest and Dividends 40432 77099 487 3.03 11.69
from Non-Departmental
Enterprises and Cooperatives

d. Other Interest Receipts* 30756 53801 3.71 211 11.23

2. Total Own Non-Tax Revenue# 172045 304374 20.73 11.96 7.39
$ 183974 408937 22.17 16.07 10.50

3. Total Revenue 829963 2544619 100.00 100.00 15.03

Note:  # Excluding Royalty and Cess on Minerals

$ Including Royalty and Cess on Minerals
*Does not include interest receipts from departmental undertakings which
are merely in the nature of book adjustments.



124

State Finances in India
Table 3.2

Variance of Revenue and Expenditure
All Major States

Trend Variance F-Statistic F-Statistic
Coefficient With Respect With Respect
to Variance to Variance

of States’ Own  of States’
Tax Revenue Expenditure

1. States’ Revenue
Expenditure 0.1553  0.0003
States’ Own Tax Revenue (.1449 0.0006
3. States’ Own Non-

Tax Revenue

a. Administrative Receipts:

o

(i) General Services 0.0678 0.0180 28.5 61.5

(i1) Social Services 0.0895  0.0061 9.7 21.0
of which
Education 0.0696 0.0024 3.8 8.3
Medical and Public
Health and 0.0553  0.0056 8.8 19.0
Family Welfare

(iii) Economic Services 0.1834 0.0015 2.4 5.1
of which
Cess on Royalty 0.2630  0.0080 12.6 27.2

b. Surplus(+)/Deficit(-) -0.7891  6.6008 10421.2 22507.8
of Departmental
Enterprises

c. Interest and Dividends 0.1105 0.0155 24.5 52.8
from Non-Depart-
mental Enterprises
and Cooperatives

d. Other Interest 0.1064  0.0203 32.1 69.3
Receipts*

4. Total Own Non-Tax
Revenue# 0.0942  0.0016 24 5.3
$ 0.1331  0.0014 2.2 4.8
5. Total Revenue 0.1434  0.0005 -

Note:  # Excluding Royalty and Cess on Minerals
$ Including Royalty and Cess on Minecrals

*Does not include interest receipts from departmental undertakings which

are merely in the nature of book adjustments.
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An Analysis of Changes in State Government Subsidies: 1977-87 129
Table 3.5

Budgetary Subsidies in the States in 1987-88

Per Capita Share of Share of
Subsidy Individual Individual
State’s State’s
States Subsidy in Population in
All States’ All States’
(Rs) Subsidy Population
(Per. cent) (Per cent)
High Income States
1. Gujarat 529.94 7.45 5.3
2. Haryana 527.37 2.94 2.1
3. Maharashtra 406.67 10.56 9.8
4. Punjab $25.29 1.31 2.6
Aggregate High 481.18 25.26 19.8
Income States
Middle Income States
1. Andhra Pradesh 388.55 8.53 8.3
2. Karnataka 406.79 6.28 3.8
3. Kerala 416.19 4.31 3.9
4. Tamil Nadu 443.60 5.67 7.4
5. West Bengal 327.51 7.37 8.5
Aggregate Middle 391.57 35.16 33.9
Income States
Low Income States
1. Bihar 305.01 8.88 11.0
2. Madhya Pradesh 353.38 7.70 8.2
3. Orissa 367.14 3.95 4.1
4. Rajasthan 429.20 6.34 5.6
5. Uttar Pradesh 275.94 12.71 174
Aggregate Low 323.12 39.58 46.3
Income States
All States 377.66 100.00 100.0

Note:  To estimate per capita subsidies, mid-year population estimates of
Registrar Genéral of India are employed.



130 State Finances in India
Table 3.6

Relative Shares of States in Budgetary Subsidy
1977-78 and 1987-88

(per cent)

States Share in Total Subsidy

1977-78 1987-88 Difference
High Income States
Gujarat 6.51 7.45 0.94
Haryana 2.51 2.94 0.43
Maharashtra 9.67 10.56 0.89
Punjab 5.34 4.31 -1.03
Aggregate High 24.03 25.26 1.23
Income States
Middle Income States
Andhra Pradesh 8.37 8.53 0.16
Karnataka 5.90 6.28 0.39
Kerala 5.23 4.31 -0.92
Tamil Nadu 7.58 8.67 1.09
West Bengal 9.40 7.37 -2.03
Aggregate Middle 36.47 35.16 -1.31
Income States
Low Income States
Bihar 8.04 8.88 0.84
Madhya Pradesh 6.73 7.70 0.97
Orissa 4.04 3.95 -0.09
Rajasthan 5.33 6.34 1.02
Uttar Pradesh 15.36 12.71 -2.65
Aggregate Low 39.50 39.58 0.09

Income States

All States 100.00 100.00
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140 State Finances in India
Table 3.12
Per Capita Subsidy in Economic
Per capita Subsidy at
Agiculture and Irrigation Power and »
Allied Services ’ Energy
1977- 1987- Growth 1977- 1987- Growth 1977- 1987- Growth
78 88  rate(%) 78 88 rale(%) 78 88 rate(%)
Andhra
Pradesh 10.41 40.68 1461 1632 28.72 5.81 -0.64 298 NA
Bihar 845 21.07 9.57 19.10 32.72 553 2.03 86! 1558
Gujarat 12.70 4329 13.04 1850 50.30 1052 1.00 13.83 30.04
Haryana 16.02 35.78 837 16.07 56.38 13.38 8.17 1893 8.76
Karnataka 966 27.18 11.02 17.48 37.48 793 -0.38 -0.43 NA
Kerala 133 17.89 2967 11.67 22.86 6.96 240 -0.78 NA
Madhya
Pradesh -0.69 8.41 NA 1425 3815 1035 279 877 12.12
Mzharashtra 0.76  25.75 42.29 14.28 26.48 6.37 0.6 6.18 29.79
Orissa 11.05 16.81 6.01 11.70 41.62 13.54 1.81 128 -12.40
Punjab 28.65 2850 -0.05 34.34 441.69 2.67 18.08 €0.S1 12.92
Rajasthan 10.03 26.06 10.01 1821 {i.15 849 339 1028 1172
Tamil Nadu 8§21 37.14 16.29 9.47 904 0417 596 3282 18.60
Uttar
Pradesh 14.58  20.84 3.64 16.67 22.95 325 605 938 5.14
West Bengal 12.19 23.64 6.85 13.49 1400 037 129 528 1510
All States 9.30 2562 10.67 15.88 29.65 6.45 3.06 1029 12.88
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Services at Constant(1977-78) Prices

Constant(1977-78) Prices (Rs.)

Industry and Transport and Other Economic
Minerals Communication Services

Total Economic
Services

1977- 1987- Growth 1977.1987-Growth 1977- 1987- Growth 1977- 1987- Growth

78 88 rate(%) 78 88 rats(%) 78 88 rate(%) 78 88 rate(%)
3.09 391 238 798 7.06 -1.22 -0.34 -573 NA 36.82 77.62 7.74
1.57 376 6.15 398 756 6.62 0.9 0.75 -2.43 36.09 7450 7.52
1.56 757 17.20 13.87 7.11 -G.A7 010 1.12 27.09 14186 120.86 10.42
222 375 540 1580 16.14 0.22 -2.72 -0.01 NA 5555 130.97 8.96
3.77 8.82 8.86 7.30 11.80 492 090 0.07 -22.09 38.63 8192 820
4.14 6.79 5.06 9.83 14.73 413 131 092 -3.43 30.69 ©62.44 7.36
1.58 4.40 10.80 833 1533 629 0.41 046 125 26.67 75.53 10.97
292 471 4.89 6.88 6.41 -0.70 -0.11 0.24 NA 25.19 69.77 10.72
2.42 6.88 11.03 7.69 12.08 161 -027 0.47 NA 37.39 82.11 8.19
3.45 6.95 7.21 1237 17.36 3.45 -0.03 -0.14 NA 96G.8G6 138.26 35.03
-1.42  3.22 NA 8.73 24.63 10.93 1.30 -1.75 NA 10.45 103.60 9.86
3.99 6.02 1.18 8.53 10.05 1.66 0.95 10.52 27.20 37.12 103.539 11.02
1.94 074 -9.14 6.31 986 4.36 -0.17 0.33 NA 4537 G1.70 3.61
294 178 198 8.40 11.01 277 073 107 389 3904 398! .1.36
2.37 444 G648 7.90 11.00 336 0.30 0.1 7.18 3882 81.62 7.71
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Chapter 4

Local Government Finances:
Trends, Issues and Reforms

ABHIJIT DATTA

An understanding of the effectiveness of local government is
incomplete without an insight into its financial arrangements and
practices. In India, this is somewhat complicated due to divergent
institutional features of rural and urban local government systems.
Data limitations render the task more difficult: information on the
finances of rural local governments is almost completely lacking, and
coverage of financial data on urban local governments is inadequate.
Some information is available from periodic official reports; but these
are neither up-to-date nor even complete. Paucity of local government
financial data results from a lack of effective demand due to (1)
confusion on the role of local government; (2) lack of understanding of
its institutional status; and (3) limited financing of the necessary
statistical work.

GENERAL BACKGROUND

Role and Status

Indian local government has a colonial past; it was introduced
toward the end of the last century to provide relief to the Imperial
exchequer by financing essential community services out of local
taxation, supplemented by limited grants for social services and rural
works. Local governments were created as delegated authorities of the
central (later provincial) government. Within their delegated sphere
the local authorities were to be autonomous and rarely interfered
with,
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After independence in 1947, following an influencial report chaired
by Balwantrai Mehta (India, 1957), rural local government, called
panchayati rqj institutions (PRI), was completely reorganised and
modelled on the Soviet pattern. The divergence of the PRI in the rural
areas from the generic system of local government in the urban areas,
called the municipal authorities (MA), occurred with the implemen-
tation of the Mehta report in the 1960s. A marked change in state-
local relations also took place through increased centralization, with
the adoption of the Soviet system of planning and resource
mobilization. Since the MAs remained outside this arrangement, they
were left to their own devices to meet their increased fiscal needs.

As a corollary to the general trend of centralization, local govern-
ments have been subjected to arbitrary supersessions. About half of
the local authorities in the country since independence have been
superseded at any point of time. All local authorities have had this
fate at one time or another, sometimes lasting for more than a decade.
This problem was sought to be controlled by conferring constitutional
status to local governments through two bills which, however, failed
to secure the required majority in the Parliament (India, 1989b).

Organizational System

During the colonial era, local authorities were of five types: three in
the urban areas (municipal corporations, municipal councils, and
town or notified area authorities) and two in the rural areas (district
boards and union boards). All of these authorities functioned
separately and were directly controlled by the state governments. The
PRIs are layered on the Soviet pattern, where the lower tier is
organically linked with the next higher uer: gram panchayats at the
village level, anchal (or taluk or mandal) panchayats at the area (or
block) level, and the zila parishads at the district level. The PRIs are
attached to the states’ field administration, while the MAs continue to
be detached from the states, as their English counterparts. (The
present numbers of different types of local authorities are shown in
Table 4.1).

Administrative, financial, and executive control of local
governments by higher levels -- based on a distrust of their elected
councillors -- was a feature of colonial local government in India.
Further tightening occurred after independence. State government
cadres of officials occupy key positions in local government, while the
local executive functionary is a state-appointed civil servant. The only
exception to this arrangement is the municipal councils in-a few
states, where the chief executive functionary is the elected chairman
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(weak-mayor), and the municipal corporations in West Bengal with a

cabinet-type executive headed by an elected mayor (strong-mayor).
' Qperational control over local authorities stems from the states’
power of approval and sanction of both administrative and financial
decisions, as well as the parallel delivery of local services and
usurpation of local tax powers by the states. The concept of autonomy
in local government decisionmaking is thus severely limited, both in
;law and in practice.

LOCAL GOVERNMENT FUNCTIONS AND FINANCES

The relative importance of local government in a country is usually
judged by the share of its expenditure in total government expendi-
ture; the accepted norm in the developed countries ranges between 20
per cent and 29 per cent (Marshall, 1969). India is well below the
norm, with local government accounting for only 8.6 per cent of total
government expenditure in 1976-77 and 6.4 per cent in 1986-87
(Table 4.2), even though during the same period its share in GNP
rose from 1.6 per cent to 2.1 per cent. A minimum target of 15 per
cent of total expenditure for local government is desirable and
achievable if the proposed 1989 bills are passed, allowing for the
federal nature of the Indian polity. The desired increase in the ratio of
local government expenditure to GNP should be at the expense of the
central government rather than that of the states.

Functions

Functional delegation of powers to local governments is made in
terms of the English doctrine of ultra-vires -- meaning that the local
authorities are to operate strictly within the scope of delegated
functions. Most municipal legislations, however, contain a general
clause to cover local welfare and well-being, and this residual
functional delegation could approach the continental doctrine of
“general competence”. Nevertheless, state governments are not
averse to undertaking parallel local functions without amending local
government legislations. Another peculiar aspect is a process of
division of labor between state and local government functions in
terms of development and maintenance, whereby local authorities are
supposed to take over state-financed projects for operation and
maintenance using their own resources. This is fairly common in
metropolitan and district development, creating undue financial
strain on the fragile revenue base of local governments and distorting
local expenditure priorities.
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The narrow range of functional jurisdictions of local authorities, as
distinct from their permissible functional domain, is more evident in
the PRIs than in the MAs, due to: (1) parallel local service provision
by state agencies, (2) the role specification of the local authorities
mainly for maintenance tasks, and (3) inadequate arrangements for
financing their assigned services. In any scheme of reform, therefore,
the function-finance nexus needs to be considered in a wholistic
manner.

An analysis of the functional domain of local governments (in
Appendix 4.1) shows that the exclusive functions for rural authorities
are only five, with another six being concurrent with the states; for
the urban authorities the exclusive functions are 14, with another 16
being state-concurrent. All of these are civic services, and some of
them are of a regulatory nature, especially the urban services.
Although the rural authorities are also supposed to undertake social,
welfare and agricultural services, these are largely provided by the
states, sometimes through the agency of the rural governments at the
area and district levels, despite the long list of functions allotted to the
various categories of rural authorities (Table 4.3).

Expenditures

Local functions are wusually divided into obligatory and
discretionary categories, but such a distinction is only notional in the
absence of any quantitative specifications. Urban authorities are
reported to be equally dividing their expenditures on these two
categories (NIUA, 1989).

Available data on local government expenditures (Table 4.4) show
similar functional coverage by urban and rural authorities, despite
their differences in functional competence. Such similarities also
appear in expenditures on civic and social services, although their
relative importance varies. Rural authorities spend relatively more on
social services due to the greater availability of function-specific grants
for education, health, and welfare. Urban authorities, being finan-
cially self-reliant, spend more on community services like public
health and sanitation. With increased financial strain resulting from
rising staff salaries, urban authorities are cutting down their expendi-
ture on social services and concentrating more on community services
and on their core or obligatory services to cope with financial strain.
Among rural authorities, the village and area-level authorities are
more effective in providing local services than those at the district-
level.

The search for economy and efffectiveness in local government
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expenditures seems to lie in the direction of obtaining *“value for
money” through : (1) cheaper technology, (2) greater productivity, (3)
increased competition, and (4) promotion of joint services. In such
efforts, local government manpower issues have a critical significance
which sometimes takes on political overtones. Yet there are isolated
success stories from various local ¢ .thorities in this regard, which
need to be collected and widely disseminated for replication
elsewhere.

Revenues and Taxation

The dissimilar nature of rural and urban governments is apparent
from their differing revenue structures: in the former about 89 per
cent of revenues are derived from the states, while in the latter about
81 per cent of revenues are internally generated, with local taxation
claiming about 55 per cent and nontax revenues about 27 per cent in
1976-77 (Table 4.4). By 1986-87 the dependence of urban local govern-
ments on external assistance had increased from 19 per cent to 23 per
cent. This was related to the declining share of nontax revenues -- a
trend which is likely to continue. On the other hand, a substantial
reduction of external dependence in the revenue structure of rural
governments must await a radical restructuring of their tax compe-
tence, mainly through the assignment of land revenues. Until this
happens, rural local government will not develop its own personality,
while urban local governments will continue to be marginalised in a
generally unified Soviet-type fiscal arrangement.

A state-wise breakdown of local government revenues indicates
that three states (Maharashtra, Gujarat, and West Bengal) account
for about two-thirds of rural government revenue, while among urban
authorities the situation is more variegated, with only one state
(Maharashtra) claiming a disproportionate share of 39 per cent (Table
4.5). This is mainly due to the importance of octroi in internal reve-
nue (Maharashtra and Uttar Pradesh) and larger external assistance
(Maharashtra, Madhya Pradesh, and West Bengal). In Madhya
Pradesh the urban authorities claim more external assistance (43 per
cent) due to their share of compensation for the state entry tax.
Maharashtra’s dominant reliance on internal revenue for both tax
and nontax sources (86 per cent both rural and urban) also is striking.

The internal revenue mobilization picture of local authorities is
diverse: among rural governments the best performers are Kerala and
Uttar Pradesh (61 per cent each), followed by Himachal Pradesh (53
per cent), while among urban governments the highest ratings belong
to rlaryana (99 per cent), Karnataka (95 per cent), and Punjab (92 per
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cent). The worst states in terms of rural government revenue
mobilization are West Bengal and Orissa (3 per cent each), followed
by Bihar (8 per cent); in urban government the worst state is again
Bihar (less than 40 per cent), while others are way above (Table 4.5).

Per-capita revenues of the various tiers of rural government and
types of urban government show their relative fiscal resilience: the
village and area authorities are more effective in rural government,
while the municipal corporations and councils are effective in urban
government. The town and notified authorities are a shade better
than the village councils in terms of revenue performance (Table 4.6).
On an overall basis, there seems to be a need to enhance minimum
revenues of rural authorities substantially (at least five-fold), while
the urban authorities need a minimum of half of this level of reve-
nues. This would imply increased tax devolution to the rural authori-
ties and increased assistance for the urban authorities (Table 4.7). A
detailed look at the revenue competence of rural authorities shows the
need for strengthening their compulsory taxation capabilities through
assignment of land revenue and devolution of land cess (Table 4.8).

Local government tax powers include 27 state taxes for rural
governments (20 exclusive and 7 concurrent) and 20 state taxes for
urban governments (9 exclusive and 11 concurrent), as detailed in
Table 4.9. Only minor state taxes have been allocated to rural
governments, while urban governments have access to 9 major taxes
(including the central terminal tax). Only two taxes, octroi (exclusive)
and property taxes (concurrent) account for about 90 per cent of
municipal tax revenues -- 70 per cent under octroi and 20% under
property taxes (NIUA, 1989).

Apart from limited tax powers, urban local governments are
experiencing increasing state intrusions into their tax domains,
covering virtually all the important taxes devolved to them. Earlier,
under the Government of India Act, 1919, there was a separate “local
tax list” for exclusive utilization by local governments; this was
abolished with the introduction of provincial autonomy under the
Government of India Act, 1935, reaffirmed in the Constitution of
1951. Various commissions and committees have suggested revival of
the local tax list through a consensus or under a constitutional
amendment. Under the 1989 bills this is left to the judgment of the
mandatory state finance commission for each state.

The productivity of local taxes is low. In rural governments, this is
partly due to the absence of a compulsory list of taxes and a
prescribed minimum rate of levy; in urban governments, there is
reluctance to levy high rates of compulsory direct taxes (property and
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service taxes). The tax collection performance of local governments is
also low (around 30 per cent for rural governments and 50 per cent
for urban governments). In the non-octroi states in the eastern and
north-eastern areas, the tax collection performance of the urban
governments is relatively unsatisfactory (NIUA, 1989). The remedy
seems to lie in a variety of directions. On the internal side, innovative
management and a system of incentives and penalties are important
(Delhi Municipal Corporation achieved a 96 per cent improvement in
1986/87); on the external side, local tax performance could be
included as a factor in determining the level of general or incentive
grants to local government (as in Gujarat).

Considering the small share of local taxes in the total taxes levied
in India (5 per cent), it is unlikely that greater utilization of these
taxes would materially affect total tax incidence. In any case, the per
capita tax incidence of octroi is negligible and the incidence of
property tax may be mildly progressive (NCAER, 1980). The
buoyancy of local taxes also compares well with similar state and
central taxes.

Among possible tax-related reforms, there is a case for imposition
of a poll tax to defray the cost of providing a package of local commu-
nity services that emphasizes local voter-accountability. Such a tax
has replaced domestic rating in the UK and is being levied in Nigeria
and Papua-New Guinea. In the Indian context, a poll tax would have
considerable merit in the PRIs and in the smaller MAs where either
the land rate or the property tax is difficult to operate. Its extension to
larger MAs would, however, be difficult in the absence of requisite
information on assessable adults ‘“‘resident” in a local area. This is
apart from the requirement of large exemptions to unemployables
and acceptance of the tax in cash or in labour. Once poll tax succeeds
in the smaller MAs, its extension to the larger MAs could be
considered to partly relieve the burden of property tax.

The local taxes on professions, trades, callings and employment are
being increasingly taken over by the states, and, in spite of the recent
increase in their taxable limit to Rs. 2,500 from the earlier Rs. 250,
they are rarely utilized to their full potential. There is a need to raise
the taxable limit of the professions tax to the full extent of income
exempted from income-tax (now Rs.18,000) and utilise this as a lower
level income-tax (LLIT), as is done in many countries in southern
Africa. Municipal corporations at least should be allowed to use the
professions tax as an assigned tax, leaving the rest for sharing with
other local authorities on derivative principles. This would widen the
local tax base and the own income of the local authorities in a
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situation when the other two major local taxes (octroi and property
tax) are faltering.

The issue of abolition of local octroi came up almost simultaneously
with the introduction of local government in the country. During the
“colonial era the central government pressed for its abolition, while the
provincial governments steadily extended its scope (Tinker, 1967).
The debate continued after independence, and a few state
governments are now actively considering its abolition, mainly due to
the pressure of the transport lobby. Octroi was replaced by a state-
wide entry tax in Madhya Pradesh (1977) and Karnataka (1979); by a
terminal toll in Jammu & Kashmir (1990); and by a surcharge on the
state sales tax in Uttar Pradesh (1991). Abolition of octroi has been
advocated because of several problems associated with it: (1)
hindrance to trade, (2) corruption at the checkposts, (3) high cost of
collection, and (4) wastage of time and fuel. The present emphasis is
on: (1) the adverse effect of local trade barriers on the national
" economy and (2) avoidance of the cascading effect of the tax due to its
coverage of raw materials and intermediate goods. Despite these
shortcomings, octroi continues to be levied in 8 out of the 25 states in
the country (Table 4.10). It is interesting to note that while some of
the major octroi-states are now thinking of its abolition (Gujarat,
Maharashtra and Rajasthan), some other non-octroi states have
either opted for it (Manipur, Meghalaya, and Orissa), or imposed
trans-local octroi or entry tax to mobilize additional local revenue
(West Bengal and Assam).

The experience with the working of the state 'entry tax in Madhya
Pradesh shows several shortcomings, including (1) its limited nature,
(2) its coverage of intermediate goods, (3) its partial revenue retention
by the state, the compensation being based on a fixed percentage of
revenue growth, (4) its adverse effect on the liquidity of local finances,
and (5) its erosion of local fiscal autonomy. The other two basic
objections against the entry tax are that (1) it is of doubtful
constitutional validity, since octroi is a local tax whereas entry tax is
not, and (2) the replacement of check-post collection by return-based
collection does not remove the adverse economic consequences of
internal trade restrictions. Substitution of octroi by terminal toll is a
retrograde step since the latter is imposed not only on goods but also
on passengers carried by road. A surcharge on sales tax makes the
impost too heavy on the existing dutiable goods already subjected to
the state sales tax.

Replacement of octroi by a new tax is contingent on the following
conditpens: (1) the replacement should be return-based, (2) it should
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be revenue neutral, (3) it should not be more regressive, (4) it should
ensure free flow of internal trade, and (5) it should be a local levy. So
far the search for a viable local tax substitute for octroi has proved
elusive, as all of the possible alternatives -- with the exception of a
business property tax -- entail overlapping tax jurisdictions (Nath and
Sen, 1989). The business property tax cannot be counted upon due to
the lack of evidence of market value for property use or transfer. A
local surcharge on sales tax could be allowed to the metropolitan
cities, unless terminal taxes are imposed therein; for the other local
authorities, a state surcharge seems to be a practical replacement.
Both these may eventually entail the transformation of state indirect
taxes into a retail value-added tax, shared between the states and
local governments under a fixed formula, as in France.

Overall Situation

The surplus syndrome in local government budgets is a familiar
phenomenon (Table 4.4), despite the very low physical level of various
local services. Partly it is a legal fiction, since local authorities are
required to present a surplus budget to meet contingent liabilities and
actual shortfalls in revenues. However, there is evidence that these
surpluses could be quite large, and there is no discernible cycle of
their accumulation and utilization. The reasons could be that (1) local
revenue expenditures are pegged at a lower level due to uncertainties
in external assistance and (2) there is a desire on the part of urban
authorities to finance part of their capital expenditure from revenue
surpluses (Datta, 1990a).

Financing of local government services is linked with the issue of a
normative level of local expenditures. Attempts have been made to
define such norms for urban services in terms of assumed physical
standards by a committee of state ministers headed by Rafiq Zakaria
(India, 1963b), although local resource availability (both internal and
external) and shifts in local expenditure priorities (toward personal
rather than property-related services) would make nonsense of such
assumed standards. On the basis of Zakaria norms, the MAs would
require at least Rs.5,363 million of grants annually during 1990-91 to
1994-95 on the assumptions of constant (1986-87) prices, stable
population growth (1971-81 rate), and municipal fiscal stability (at
1986-87 levels). This requirement may increase or decrease depending
on the choice of methods adopted to bridge municipal fiscal gaps
(NIUA, 1989). No such commitment te underwrite municipal fiscal
gaps has been made by the states.
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LOCAL LAND AND PROPERTY TAX REFORMS

Rural Land Tax

Rural land tax refers to the local land cess or levies on vacant land
in rural habitations (lal dora), as distinct from taxes on agricultural
land (land revenue or agricultural income tax). The cess is imposed as
a surcharge on land revenue, although it is also levied on presumed
rental value in West Bengal, Bihar, and Orissa (where this is
combined with property taxes). So far the rural land tax has been a
minor local tax, as it is generally an assigned or a shared tax. A case
could be made that its linkages with land revenue should be severed,
along with its devolution to rural government. Ultimately, the tax
should be completely merged with property taxes, as in urban
government, to resemble its rating characteristics. Earlier thinking of
the Santhanam Committee to separate the land rate from a combined
property and circumstances tax seems scmewhat short-sighted in this
context (India, 1963a). However, the suggestion for a change in the
method of its valuation from a rental to a capital value base appears to
be sound, in view of the difficulties in ascertaining rental evidence in
the rural areas.

Property Tax

Property tax, also known as house tax, is a tax on buildings, along
with appurtenant land, imposed on owners. The tax is narrower than
the UK rate which includes “heriditaments”. Property tax, therefore,
resembles wealth tax as in the USA and differs from the excise-type
UK rate. The concept of ability to pay has limited applicability for this
tax due to its in rem nature; moreover, the concept of benefit taxation
is not quite relevant here (unlike in the case of service taxes) due to
the general nature of the tax. These characteristics are important
from the angles of its treatment in national accounts, assessment of
tax incidence, tax harmonisation arrangements, and tax policy
considerations. The major aspects of property tax reform are
considered below.

Vacant urban land is generally exempted, except in a few cities
(such as Delhi, Calcutta, KAVAL cities in U.P., Ahmedabad, and
Visakhapatanam). Where property tax is levied on vacant land, it is at
the same rate as the basic tax, but with a poor collection record. There
is a case for its wider use in the rapidly growing towns and cities,
particularly in the municipal corporations, to combat land speculation
and to ensure optimum land use in urban areas. As a measure to mop
up increments in urban land values, this is probably not very effective
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(e.g. the urban land tax in Tamil Nadu). Domestic owner-occupied
property is lightly taxed through lower assessment, lower rates, or
rebates -- usually as a matter of convention. The extent of revenue
leakage on this count is sometimes substantial (e.g. in Gujarat),
although there is probably a case for a lower tax rate where valuation
is not depressed due to a rent freeze or for limiting the extent of
revision during two valuations.

Taxation of government properties also needs a review. Central
government properties are exempt under the Constitution (Article
285) until the manner and extent of its imposition is permitted by
Parliamentary legislation. No such law has been enacted so far, and
the present arrangement is based on a central executive decision
exempting these properties from the basic tax but allowing imposition
of notional service charges. As for state government properties,
practice varies; usually there is a notional contribution on this count
as an in lieu grant. The Indian practice, therefore, differs from that of
the UK of full in lieu compensation for tax exemption of Crown
properties. There is no reason why the same arrangement should not
be adopted in India for taxation of both central and state properties.

The properties of foreign embassies and legations are also exempt,
although it is curious to note that exact reciprocity is not insisted
upon (for example, the USA does not give any such exemption, while
it enjoys this advantage in India). The situation may be easily
corrected through central action; but the question remains as to
whether this should also be compensated through an in liex grant by
the centre.

The basic property tax is usually accompanied by a number of
service taxes, for water supply, drainage, conservancy, lighting, fire,
education, and so on. These service taxes are to be distinguished from
service charges: they are levied where the particular service is made
available to residents, irrespective of its actual consumption. Here one
has to make a distinction between excludable and non-excludable
services, since only in the case of the latter is the concept of service tax
relevant. Hence service taxes correspond to benefit taxation. Where
there is a consolidated property tax combining basic and service taxes,
as in West Bengal, there is scope to withdraw the concession for non-
provision of particular services. An alternative method of property
taxation would be to impose a variety of taxes on a detailed
classification of properties, rather than on a classification of functions,
and impose full user charges for consumption of local services, as
prevalent in the USA (K.S.R.N. Sarma, in Datta, 1983). This may not,
however, be immediatley feasible under Indian conditions.
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Valuation of rural property is generally based on capital value;
where it is based on rental value, this is largelv notional. The rural
property market is not bedeviled by black money, so the capital value
base is probably realistic. Urban property valuation, however, poses
formidable problems without much hope for an immediate solution. It
is generally based on the notional rental, or net annual ratable value
(ARV). Properties incapable of producing rent are valued by the cost
method, but this is mistakenly termed as capital value.

In a few states (Orissa, Assam, and Kerala) a combination of plinth
area, structural characteristics and location is used for urban property
valuation to produce the legally mandated ARV. In Andhra Pradesh
this practice has recently received legal sanction (Andhra Pradesh,
1989), although one could still question the validity of defining ARV
in terms of a set of composite criteria rather than the legally man-
dated rental under rent control legislation. As an informal guideline,
however, such composite criteria could be used for operational and -
training purposes for property valuation and assessment (Rakesh
Mohan, in Datta, 1983). In Tamil Nadu, plinth area is a permissible
method of valuing rural propeity. So far these aberrations have gone
. unchallenged in the courts, but in recent years (since 1961) the
Supreme Court has systematically struck down legal provisions based
on the floor area or a composite method of property taxation (see,
M.K. Balachandran, in Datta, 1983). The reason for attempted substi-
tution of the rental method by the area method, at least in urban
areas, is the virtual freezing of the rental market under rent control
legislations. The mandated ‘“standard rent” is the upper limit of
rental for valuation purposes, irrespective of the actual or prevalent
rent. Since rent control is a politically explosive subject, the states are
reluctant to substantially liberalize it to allow a relatively free rental
market. Some sporadic efforts have been made, however, to introduce
a rent control holiday for new constructions or to exempt high rentals
from rent control. At the same time, there is an active search for
replacing the rental value method by other methods, such as the
capital value method and the plinth or area or composite method.

Capital value method. Since the capital value method is based on
the comparable sale value of property in a free property market, there
are formidable problems hindering its introduction in urban areas,
due to a mix of black and white money in urban property
transactions, usually in a ratio of 3:2. As the urban property market is
even more distorted than the rental market, introduction of the
capital value method is not considered to be a feasible proposition for
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urban property valuation under Indian conditions (West Bengal, 1982;
Delhi, 1990).

Area or composite method. The area or composite valuation method
implies a tax on quantity rather than on value. As a tax base, it is
medieval in nature (like a window tax or a hearth tax) and does not fit
into modern monetized economies. Additionally, it offends the
constitutional guarantees on equality (Article 14) and holding of
property (Article 19). At least two official committees (West Bengal,
1982; Delhi, 1990) have rejected the method after detailed
examination of its implications and practicability. Earlier in the UK,
the Layfield Committee came to the same conclusion due to the
“insurmountable difficulties in deciding the weights to be attached to
the less tangible factors” under the composite method (UK, 1976).

The future direction for reform of the property tax base in India
seems to lie in liberalizing rent control legislation, so that the rental
market can generate realistic data for tax purposes. The method of
valuation needs to be easily and widely understood by the taxpayers,
tax officials, and the courts.

The rate structure of property taxes is generally flat or propor-
tional, with enabling provisions for progression. In the municipal
corporations the rate is usually progressive, with a separate higher
schedule for non-domestic properties. There are problems inherent in
such a progressive rate structure: (1) high exemption limit resulting
in a narrow tax base, (2) crowding of most properties in the lower rate
brackets, with higher cost of assessment, (3) a step system of rating
resulting in tax evasion and inequality at the margin, and (4)
nontransparancy of the average effective rate. There is an attempt to
moderate the multiplicity of the step system through the introduction
of marginal relief, as in income tax (e.g. in the Delhi municipal
corporation) or linking the floor and ceiling rates by a straight line
(e.g. in West Bengal).

An examination of the flat rating practices shows a notionally
higher rate (e.g. in the Bombay municipal corporation) than could be
sustained by normal property rental, leading to derating of properties
to counter rent control. Its wider use may lead to extreme inequities
in the distribution of property tax burden; the long-term goal needs to
be to reduce the effective rate to reasonable levels, say 10-15 per cent
for domestic and 15-20 per cent for non-domestic properties (Delhi,
1990).

Taxation of nondomestic properties, now being attempted through
higher rentals or rates, is not adequate on business properties, which
should contribute a larger share in property tax revenues. Following
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the UK practice, one could suggest a state-wide rate determination of
properties used for industry, trade and commerce, entertainment, and
professions. Also, it may be easier to remove these from the purview
of rent control legislation so that their valuations could be related to
market, rather than standard, rent.

COST RECOVERY FOR LOCAL PUBLIC SERVICES

Merit Goods

In theory, direct cost recovery for merit goods is possible where: (1)
the minimum needs of merit goods are met through specific grants,
(2) the extent of cross-subsidization of users is limited, and (3) the
charging method is both feasible and cheap. None of these conditions
applies in the local government sphere in India. The case for charging
for local services becomes strong only after the basic community and
social service needs are met. A few illustrations of specific local
services are attempted below.

Water supply. The public health and environmental needs for
potable water supply comprise a basic community service need that is
still to be met. Since water charges are related to assessed households,
the non-assessed household population has to be subsidized either
from increased property taxes or from a higher charge level, or a
combination of both. It is also not feasible to levy differential charges
based on the nature of consumption -- for drinking, household use,
gardening, etc. However, it may still be worthwhile to shift a part of
the burden to nondomestic consumers in the larger cities, even when
water supply charges are tagged to the property tax base. Service
charges . disposal of liquid wastes and sewerage suffer the same
disabilities of the basic charge, since these are piggy-backed op water
charges. Differential charges on domestic consumers for water and
related services are inequitable if only the property tax payers are
made to pay for consumption by others.

Solid wastes and garbage disposal. Collection and removal of solid
wastes and garbage are examples of public goods and are supposed to
be met from tax revenues, except where there is an excess generation
for special purposes regarded as merit goods (e.g. building
construction, land clearing, markets, slaughter houses, hospitals,
waste-discharging industries, etc.). Special charges could be and
usually are made for these activities by the local authorities, within
the constraints of collection cost. '
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Education and health. So long as the local authorities are
concerned with extension of basic social services through universal
coverage and access, it is difficult to see how direct cost recovery is a
relevant consideration. There is, of course, a possibility of reducing
the operational cost if voluntary agencies are involved in service
delivery. The experience of charging for these services under the
World Bank (IDA)-financed Calcutta slum improvement programme
has not been successful. Where local authorities undertake provision
of personal social services, like education and health, there are
possibilities of charging fees under private auspices, unless means-
testing of the beneficiaries is practicable for local public services.

Private goods. Local governments deal with very few private goods.
Where city transport and electricity are under municipal ownership,
as in Bombay, the gains from electricity make up for the transport
losses. There are examples of revenue success of isolated municipal
ventures, such as sanitary land-fill (Delhi Municipal Corporation); pay
toilets (Tamil Nadu); bus and cart stands (Kerala and Tamil Nadu);
markets, shopping centers and slaughter houses (Kerala); and so on.
Urban authorities in Kerala have relied the most on income from
municipal property (12 per cent of total revenue). Again, the New
Delhi Municipal Committee has achieved notable success in raising
substantial revenue from real estate development on nazul (govern-
ment) land through joint ventures with the private sector.

During the 1960s, local governments in India were encouraged to
rely on revenues from local enterprises, following the practice in the
socialist economies, but the results have fallen far short of
expectations in the absence of protected markets for their products.

Alternative Private Provision

Deregulation prospects for local government services are not too
obvious, as these authorities undertake very few market-related
activities. On the other hand, there are opportunities for joint or
cooperative ventures with the private sector, especially in real estate
development on the urban fringes and in urban renewal. Where
municipal undertakings are losing concerns (e.g. city transport in
Pune, milk supply in Ahmedabad), their privatization or deregulation
could be considered.

Some municipal services may also be contracted out, such as road
works, parks maintenance, and garbage disposal -- this is being
practised in several cities. Even where a particular local government
service is operated through private management, the franchising
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method could be adopted to retain local government control.
REVENUE TRANSFERS TO LOCAL GOVERNMENTS

Tax-revenue Transfers. Tax-revenue transfers include assigned and
shared state tax revenues for local governments. While all the major
taxes of the rural authorities are either assigned or shared, it is
somewhat paradoxical that revenue grants should dominate their
current income. For urban authorities, the assigned taxes are
compensatory in nature, except entertainment taxes in two states
(Tamil Nadu, Kerala); on the other hand, the shared taxes cover
entertainment tax, stamp duty, motor vehicles tax, and now entry tax.
Additionally, transfer of tax revenues is discretionary and is regarded
as proxy grants, rather than local government entitlements, as in the
case of the states. Assigned tax revenues, when compensatory, tap the
local tax base and are to be distributed on the derivative principle;
shared taxes invariably tap the state tax base, so revenue-sharing
assumes the nature of tax-aid. But these principles are not respected
while making tax-revenue transfers to local governments.

Three issues are relevant here: (1) tax-revenue transfers to local
governments need to be legally prescribed, along with their method of
distribution; (2) these are to be the principal means of revenue
transfers to local governments; and (3) these are to be regarded as
internal local revenues based on entitlements of local governments
(West Bengal, 1982).

Revenue Block Grants

From the angle of local fiscal responsibility, there is a need for a
block revenue grant to local authorities which should not exceed their
internal revenues. International experience suggests a revenue grant
component of about one-third of total local government revenue. This
is exceeded in the UK due to a single local tax (poll tax) and a single
tax assignment (non-domestic property tax), and in the sub-national
entities of the Soviet group of countries due to deficit grants. Grants
are not relevant for local authorities in Holland where they share a
fixed proportion of revenues from a national tax pool. If Indian
budgetary practices are to be followed, then both the rural and urban
authorities in India should receive about 50 per cent of their total
revenue from grants. On the other hand, if the practice of the
Western economies is to be emulated, then the reform must start
with the gradual abolition of the practice of deficit (or gap-filling)
grants to the states. The implications of these approaches are now
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considered for local government finances.

In most western countries, general grants are supposed to equalize
local tax bases (vertical equalization) and tax efforts (horizontal
equalization) to meet a desired level of local expenditure in various
categories, and also to meet the needs of especially disadvantaged local
authorities. A minimum level of local revenue surplus (say, 10 per
cent) for capital expenditure might also be specified. These
requirements generally result in the adoption of a formula-based
block revenue grant to the local authorities.

In the Soviet Union, block grants to local authorities are
determined on the basis of a normal level of revenue expenditure for
the local authorities on the one hand and an estimation of revenues
from transferred taxes and local internal sources on the other. This
may also be accompanied by normative expenditure specifications and
normative levels of local tax base utilization. The difference between
the projected approved expenditure and the desired income would be
the permissible local revenue deficit or gap, to be met by a general
grant.

The present Indian practice of general grants, as distinct from block
grants, to local governments combines both of these methods. The
urban authorities follow the Western practice by covering the needs
elements through a per-capita grant and emphasizing the tax effort
element through an incentive grant (e.g. in Gujarat). The rural
authorities receive a part of the general grant as a deficit grant of the
Soviet variety, without any entitlement. The puie Soviet variety of
grants is also operated for urban authorities in the Calcutta
metropolitan area under a deficit grant system -- called the Revised
Grants Structure (RGS) -- introduced on the advice of the World
Bank (see World Bank, 1984).

Specific Grants

There is a need to consolidate the bewildering variety of specific
grants to local government into a basic needs grant covering select
items of civic and community services. This grant ought to be
conditional in terms of functional standards, coverage criteria, and
matching local contributions. Not more than one-third of total grants
should be of the specific variety, to enhance local fiscal autonomy,
Under the 1989 constitution amendment bills, the provision of direct
central fiscal transfers to local governments (Article 282) for both
revenue and plan purposes could be activised, despite political
resistance by the states. The same result might alsa be achieved if
part of the central fiscal transters to the states is earmarked for local
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governments with “pass-through” provisions.

Machinery of Fiscal Transfers

The accepted machinery of fiscal transfers to local governments for
both revenue transfers and Plan assistance is the state finance
commission (India, 1989b). The state commissions should have
permanent secretariats to oversee the implementation of their
quinquennial awards made by experts well before the appointment of
the federal finance commission (India, 1983). This is to ensure the
necessary financial commitment of the states to implement the state
finance commissions’ recommendations. In view of the observed local
tax-displacement effect of deficit grants, federal grants to the states
may have to be gradually brought in line with the Western practice,
subsequently to be replicated by the state commissions.

The state finance commissions should also have the responsibility
for suggesting the distribution of local development assistance and
local functional and tax authority adjustments for various categories
of local authorities. One associated gain from state finance
commissions would be the availability of local financial data and the
possibility of inter and intra-state comparisons of such data. Local
budgetary and accounting structures could be standardized through
the supervision of the Comptroller and Auditor-General, as envisaged
under the proposed bills (India, 1989b). Until this happens, there
would at least be standardization for all categories of local authorities
in a state through the working of its finance commission.

Local Governmen: Plan Financing

Since local governments are not integrated with national planning
efforts, the term Plan financing in their contex means implemen-
tation of state Plan projects and schemes by locai authorities. These
are somewhat sporadic and ad hoc, depending on the choice of plan
implementation machinery by the states and resource availability.
The rural authorities hardly have any capital projects of their own,
while their urban counterparts incur capital expenditures on water
supply, slum improvement, markets, and a variety of civic facilities
financed by (1) their own revenue surplus and (2) capital grants and
borrowings from central and state Plan funds. The larger urban
authorities rely mainly on revenue surpluses, while the smaller urban
authorities meet their development needs from Plan grants and loans.

Local Borrowings
Plan loans are of a soft variety, so their repayment is not tied to the
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financial viability of projects. Such loans, when accumulated, are
either rescheduled through injection of further loans or written off.
Since institutional financing of local projects is also routed through
the states, the distinction between Plan loan (soft) and institutional
loan (hard) is somewhat weak. The only exception to this
arrangement is market borrowings to finance self-liquidating projects
of the larger urban authorities with repayments ensured through the
creation of mandated sinking funds. Such local market borrowings are
few, due to the need for state guarantee and the increased borrowing
needs of the states to finance their own Plans. There is no earmarking
of such state borrowings for utilization by local authorities, as is
permitted for state undertakings. Effective access of local authorities
to market loans would imply either waiving the need for state
guarantee by the Reserve Bank of India or earmarking a part of state
borrowings for exclusive use by local authorities. Market borrowings
by local authorities would necessitate their credit ratings for loan
eligibility. At the same time, local authorities may be allowed floating
of tax-free bonds, as in the case of state undertakings.

Plan Financing

Under a reformed system of local government finances, local plans
could consist of: (1) the local component (for which block Plan
assistance is relevant) and (2) the state-sponsored component (for
which specific or tied schemes could be made to reflect state
priorities). Identification of especially disadvantaged local authorities
eligible for various categories of Plan assistance would also be
necessary to promote vertical equalization. This might involve
separation of the state Plan into state and local sectors. At least 50 per
cent of the local sector plan could thus be underwritten from a mix of
central and state Plan assistance. Plan assistance for local plans could
be financed entirely from capital grants, as soft loans are but a variant
of the same. For self-liquidating projects, local authorities could be
encouraged to obtain direct institutional loans or permitted to make
market borrowings. Only the larger local authorities (municipal
corporations and district councils) should be eligible for hard loans.

The Soviet system of Plan financing, as practised in India, has a
tendency to increase its size in subsequent periods to cover the
mounting burden of maintenance for Plan projects created earlier.
The consequent increase in the revenue gap thus arises partly due to
separate determination of Plan assistance and the quantum of
revenue deficit-grants. Although local authorities are ontgide this
financing arrangement, once they .are integrated with national
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planning it would also mean increasing their dependence on external
fiscal assistance and erosion of local accountability. At the same time,
it is necessary to end the duality of Plan financing through unification
of existing arrangements between the states and local governments,
so that subsequent measures to strengthen fiscal responsibility of the
states and the local governments could be uniformly applied to both.

Cost-Effectiveness

Initiatives for cost-effectiveness under World Bank - funded urban
projects have been attempted through: (1) efficiency in investment
programming, (2) review of design standards, and (3) improved
project implementation. However, operation and maintenance of large
projects tend to impose undue financial strain on the municipal
authorities due to increased maintenance costs and, as a consequence,
they prefer low-cost and high pay-off projects. Such investments have
both hardware (workshops, vehicles, equipment) and software
(accounting systems, legal and technical assistance, training)
components.

Economy in local government capital expenditures is closely related
to manpower issues. The prevailing attitude of the urban authorities
of playing Father Christmas to their low-productivity manpower
ought to be reviewed and the possibilities of engaging professional
consultants explored in the case of the high-skill areas, leaving low-
skill activities to be largely contracted out. By far the most widespread
experience of contracting out a specific urban development responsi-
bility for the private sector lies in the field of low-cost sanitation
(Sulabh International). Similar methods could also be tried out in
urban slum improvement and for a miscellany of rural development
projects.

FUTURE PROSPECTS AND POLICY OPTIONS

Future Prospects .

Future prospects for local fiscal reform are contingent on generic
reforms in (1) the pattern of political decentralization and (2) the
nature of the economic system, which are intimately linked with
subnational fiscal arrangements.

Devolved decentralization. India follows a devolved, rather than an
aggregative, nature of decentralization. Since decentralization extends
mainly to the states and not to local governments, further decentrali-
zation has to be largely directed to the latter. This needs to be
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pursued as a national agenda for balancing the political power centres
in a federal set-up. Ultimately, this would mean a relative reduction of
central expenditures and a corresponding increase in local
government expenditures (see Table 4.2).

The prospects for strengthening local governments through
unification and decentralization are brighter now than ever before.
The major national political parties are committed to local-level
decentralization, although differing on sequencing its vertical (state-
local) and horizontal (rural-urban) application. The desired balancing
of multi-level governments might accompany a reduction in the share
of total government expenditure to GNP (see Table 4.2). It is also
suggested that reform in fiscal federalism in larger countries, like
India, might emulate the Canadian system (tax overlapping), rather
than chat of Australia (tax separation) or that of Brazil (tax sharing).
Obviously, this has to be of the piggy-backing variety and would mean
enabling local surcharges on state taxes.

Reliance on market mechanism. In a country long used to a directed
economy, a move toward reliance on the market mechanism is not a
one-shot exercise but has to be achieved in stages. Such a change in
the orientation of the economy has far-reaching consequences for the
role, structure, and functioning of the government system, including:
(1) the role limitations of both national and sub-national govern-
ments, (2) a reduction in the size of governments and in the number
of parastatals, (3) relating public resource allocation to match market
signals, and (4) basing taxation on realized, rather than on
presumptive values.

Policy Options

Following the basic policy parameters of decentralization and
economic liberalisation, we now consider three sets of options for
policy instruments affecting local government finances: (1) local
autonomy versus control, (2) private provision versus local public
services, and (3) internal versus external financing.

Local autonomy versus control. Traditionally, local governments in
India enjoyed limited autonomy due to their colonial origins. Rural
authorities are even more circumscribed than their urban
counterparts, owing to the parallel functioning of the field
administration in districts and lower-level jurisdictions. Of late, urban
authorities are being hemmed in due to the creation of the special
area and functional authorities, which sometimes cut across local
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jurisdictions. These tendencies are sought to be reformed under the
proposed constitutional amendment bills, through wider local func-
tional domains, new local planning responsibilities, and creation of
joint local authorities. There are also opportunities to contract out
local responsibilities to state agencies. Local fiscal autonomy will also
be promoted through the twin machineries of the state finance
commissions and the Comptroller and Auditor-General, as provided
for under the 1989 bills. These changes, when effected, would gra-
dually replace the tutelary controls over local governments by
measures supportive of local autonomy and accountability (Datta,
1990D).

Private provision versus local public services. In the case of existing
local functions, privatization prospects are not self-evident. Future
devolution of various functions to local governments -- for
distributive-social and supportive-economic services -- will have to
consider the alternative of private provision through contracting out,
deregulation, and privatization. Local utilities, wherever these are
operated, might be the first to involve private participation; later,
community and social services also could be provided under
cooperative or voluntary auspices. The road to becoming an enabler,
rather than a provider, of local services may lead into many blind
alleys. However, the associated local-level problems would probably
be far more tractable than those facing higher levels of government.

Internal versus externcl! financing. The need for a greater degree of
external in relation to internal financing for rural governments would
presumably continue for some time, but there are no obvious
obstacles to a gradual reduction of undue self-financing of urban
governments. Again, through the working of the state finance
commissions, it would be possible to bring about a reasonable degree
of uniformity in means of financing local services, including a
readjustment of local functions and taxes on the one hand and
relations vis-a-vis the local and state governments on the other.
Success in achieving a desired ratio of internal to external financing of
local services is also associated with other non-fiscal measures for
achieving local autonomy and accountability. Ultimately, all
subnational governments ought to have a similar ratio of internal and
external financing of their services.

Conclusion
The scenario for local fiscal reforms outlined above has at least two
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implications. First, most local fiscal issues are manifestations of
problems in the environment of local government; therefore, internal
reform attempts are likely to have only a marginal impact on their
finances. Second, international experience with local government
reforms suggests that a partial attempt at improving certain aspects of
local government (organization, finance, personnel, decisionmaking,
and external relations) could be counter-productive; hence a
comprehensive effort at local government reform would be more
fruitful, even if the associated fiscal success is moderate, but durable.
in nature.
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List/  Description of Taxes Nuature of Tax Rural Urban
P
items
14. 1I/61 Capitation tax - Poll tax P -
15. 1I/62  Taxes on luxuries.including - Tax on fairs, p -
taxes on entertainments. festivals and
amusements.betting and centertainments
gambling - Entertainment tax p mS
or cess thercon
- Show tax or cess . - m
thercon
16. II/63 Rates on stamp duty in - Duty on transfer of p -
respect of documents.... property
17. 11 . Any permitted m"
state tax
*Only in Bombay municipal corporation.
"Only in Uttar Pradesh.
Note:  Rural (p/P), Urban (m/M), State (s/S) : Capital and small letters indicate major or minor utilisation respectively.

Source: India (1963); Datta (1984),
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Table 4.1

Local Government Authorities by Tiers/Types, 1986

Rural Government: Tiers Numbers
- District Councils 369
- Area Councils 5,199
- Village Committees 2,43,582
Total 2,49,150

Urban Government: Types

- Municipal Corporations 73
- Municipal Councils 1,767
- Town/Notified Committees 946
Total 2,786

Source: India (1989a and 1989c).

Table 4.2

Government Revenue Expenditure and GNP
1976/77 and 1986/87

(percentages)

Share of GNP Share of Total Expenditure

1976/77 1986/87 Desired 1976/77 1986/87. Desired

All Governments  18.9 33.2 300 100 100 100

1 Central 6.2 16.3 12.0 32.3 49.2 400
" 2 States 11.1 14.8 14.0 59.1 444 450

3 Local® 1.6 2.1 4.0 8.6 6.4 15.0

- Rural 0.7 0.9 1.4 4.0 2.9 5.0

- Urban 0.9 1.2 2.6 1.6 3.5 10.0

*Estimated

Source: India(1981) and (1989a).
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Table 4.4

Income and Expenditure of Local Governments,

1976-77 and 1986-87

State Finances in Indiq

(Rs. Million)

Rural Urban
1976/77 1976/77 1986/87
|

Income Amount %  Amount % Amount %
1. Taxes 591 8.1 3,228 54.4° 3,377 54.3
2. Nontax revenues 199 2.7 1,594 26.9 1,443 23.2
3. Assigned/shared taxes 533 7.4 216 3.6 361 5.8
4. Grants 5942 81.8 