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FISCAL IMBALANCIS IN INDIAN FEDER/ALISI: -~ TRENDS AND ISSUES

1 ;ntroductipn

'Fiscal imbalance! essenticlly denotes the inabalance
metween indepencent revenue raising and expenditure poviers,
Tiis incdicates the extent of expenditure which the goveimment
iz uneble to finance from its inderencdent revenue sources,
Usually, two typesz of fiscal imbalances are diagnosead:
Vertical, that is, between independent revenues and expenditures
across various levels of governmment, and horizontal, that is,
in the context of different regional units.l/

As distinct from a classical federation where both
central (federal) and regional goveimments have their func—
tions perfectly matched with indepcndent sources of finance,
cooperative feceralism has an inherent: component of fiscal
imbalances -- both vertical and horizontal, Regional
governments voluniecr 0o cooperate into & federation in spite
of fiscal imbalances so long as they are net gainers., Net
gains ensue when decentralisation leads to the economising of
'sdministration'! and !coordination’ costs on the supply side
and signalling and mobility costs on the demand sid
(Tullock, 1969, Breton and Scott, 1973).

Cost econbmies, however, arc not the sole reason for
fiscal imbalonces. For instance, they cannot fully explain
striking disparities in fiscal imbalonces between regional
units, Such horizontzl fiscal imbalances have to be expla—
ined largely in tcrms of varying fiscal capacities and
needs and degrees of fiscal efforts.



Thic poner attemnte to analrze the trends in vertical

anc hoirizonta) iatalances iny the 1..diza fedcration and

idenvify, %o ¢ xteus posszivle, T wosponsible factors,

for geverel rcasons, the svuls of Incian fiscal

federalisn in geoacral, and its fiscal imvalances in
particular, is of special intercst anli significance, Tirst,
the provlcm of inter-State disparisico i India is
cualitatively <iffercnt from that cl tic developed cowntriec
due to its low level of income and wide regional disparitiecs
in income levels, These and the fact that ‘Ydepressed®
areas in India cncompass a major scgnent of the national
cconomy, have nccessitated active State participation in
the devclopmental cffort, Thus, unlilc in dcveloped
federations wherc the direct role of the govermmenti is
essentially limited to the provision of social services
and developmental cffort is largely the responsibility of
the markev, government in India arc called unon to take
the roles of bothh entrepreneur ana catalyst to accelerate
cconomic growth through the proccss of planning. This has
brought forth acditional complexities., Second, duc to well
develoved merket economy and high dezrece of mobility of
apital and labour, 'depressed® arcas in developed countries
cssentially reflect their poor resource cndowment., However,
in o country like India, low degrec of market penetration,
poor devclopment of the capitael market, imperfect mobility
of labour and cbsence of infrastructural facilities have
left the devcelopmental potenticl of o large part of the
backward cconony virtually unreclised, Thus, low incomc
levels of bacliward regions in India are nodv necessorily
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Beforec analysing the trends in verticel and horizontel
fiscal imbalances in Indian federalism, it may not be out of
place to briefly outline the structure of the Indicn federation
and the institutional mechanisms that have béen evolved over
the years to effcet inter-governmmental trancfers to resclve

vertical and horizontal budgetery dizecuilibria,

An imnortant featurc of the Indian Constitution is
its inherent fcentripetal' vias, Although political opinion
beforc inccependence was overwhelmingl:” in favour of a
decentraliscd gitructire, the Constituvional provisions closely
follow thc Govermment of Indie Act, 1935; -na as the latter
derived its pouers not from the peei:lc out from above,
centralisation was unavoidable., Prcevalence of central
authority over +thai of the States in itihe event of conflict
of jurisdiction over any item in the concurrent area, virtual
avsence ol indepundent  borrowing nowers to the States, and
the assisting of the power to lcvy & hroad--based tax on
production - cxcise duty, to the centre, (which in effect
is not differcnt from the toax ot the first point of sale,
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imbalancces.

Vertical fiscael imbalance in itseli would not be a
natter for concern if & proper and cfiicicat institutional
mechanism had becen evolved to effcet inter-govermmentel
transfers, But, multiple channels of devolution of resources
from the centre to the States -~ each with diiferent objectives
have obscured the sense of direction and objectivity, The
quinguennial semi-judicial Constitutional body the Finance
Commissions ~ have confined themselves mercly to the task of
meceting the non-plan current budgetary nceds of the States,
Although there is nothing in the Consvitution that prevents
the Finance Commissions from looking into the fiscal needs of

he States in their totality, the dircctives and guidelines
given to the successive Finance Commicsions in the
Presidential ordcr 2nd hesitancy on the part of the Commissions
themselves, have relcgated them merely to the role of fiscal
dentists filling the nrojected currcat (revenue account) non-
plan btudgetary cavitiesé/(Chclliah ct gl., 1979, Rao, 1981).
Tlie procedure generally followed has teen to scrutinise the
States! budgets to cnsure comparcbility and estvimate the gop
between revenue rcceipts and non-—-plan expenditures within
their revenue accounts. The gap is filled first with shoared
taxes and thosc Stotes still leit with gops cre given grants
to cover them, The shared taxes consist of non-~corporatce



omec toxes oud Union cxcise duticr, Tac formulae used for
effeecting the “ronsicrs dfider not wercely teitween shared
voxes ead gronto, U even the proceeds Jrom income taxes
ané Union cicise auties are slhiared ¢ the basis of varying

criteria (uce Tablc 1). The Plonming Comnission, on the othe:

hand, trancrers resources to the Stoser to meet plon
expencditures on both current and capnitizl accownts, The
distinction between *plon’ and 'neon-niont' itscelf is largely
unclear as it is not based on the nature of expenditure nor
are the two sides independent.6 Thus, oassessment of needs
by two different agencies, sometimes of similar expenditure
purposes, and adoption of different criteria for devolving
funds has not only resulted in the avoidable duplication of
work, but has also blurred objectivity ond o sense of
direction to the system of tronsfers, Besides the mediation
of these two agencies, large cmounts cre devolved to the
States through both gronts ocnd loons by different Central
iinistries for a variety of purpcses like clearing overdrafts
pollce housing, relief and rehabilitation, assistance for
building roads, reclief from noturcl calamities, educational
schemes and cgricultural schemes, Also, mention must be
made of the grants given for specific purposes under the
centrally—sponsored schemes by differcent Central Ministries,

Neither efficiency nor egquity has been achieved by
the powers of devolution occurring through several channels,
each relying on its own criteria (Chelliok, et.cl.).
Sometimes the criteria employed to dovolve income tox,

excise duty ona grants have worked ot cross-purposes,



The large weights given to populadioeon i the distribution of
income tax and Union cxcise dutiesZ/(see Tcble 1) have
ensured that every State, irrespective of its finoncial
need, gets a share in tihe central dcvolution, Weights

given to collection or assessment in the distribution of
income tax hove introduced 2 regressive bias in federal
transfers., Since the devolution cf faxes ic not influenced
by norms adopted to determine the Tudgetary gops by the
Commissions, thc States having surpluses in their own
reckoning after tax devolution cannot be brought to fiscal
discipline, Hence, the budgetary scrutiny conducted by the
Finance Commissions is applicable only to States having
large budgetary gops., The increasing role of shared taxes
in the transfers effected by the Finonce Commissions, weight
given to collection and high weight ziven to population have
substantially ercded progressivity in federal transfers
(Gulati ond George, 1973). More importantly, os the grants
ore given to fill wudgetary gops, the States have tended to
overstate their requirements to mastinisc grants by slackening
their fiscal cfifort ond indulging in improvident expenditure,
in particular, as the Commissions usually co not make any
distinction between essenticl expencditure of national
importance, or these with large extcrnalities or those of
special intercst te the States, the Stotes can pass on the
burden of some of their pet expenditurc schemes to the

residents of othier States,

The distribution of non-statutory transfers also
. . . & .
suffers from several deficiencies, first, plan transfers
were nade largely in the form of discretionary assistance
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Cistrivuvioca wor rationalised in termis of the Gadgil formuloey:
Second, the tcusictonce give to coentral sector scheues ond
ceatrilly—~cponsorcs schomes, not cnly distorted the State
priorities through mcichiryg previciouns, but 2lso have left
the State. with ¢lie burder of iteeting large committcd
cxponditurec, Llzo, richer States (cr ot least those who
have current surpluses) ore in a better positicn to toke
advantoge of centrally-—-sponsored schemes, While the
statutory transfers have helped the ncre advanced Stotes te
generate substantial surpluses in their revenue accounts to
finonce the plans, poor States were barely cble to bridge
their budgetary gops in the non-plan revenue cccounts, As

o result, the propcrvions of loon assistance in financing

the Plans in poor Stotes have been imich larger with consequent
burden of debt servicing ond debt repoyment and escalation of
the non—~developnental component c¢f their current expenditures,
The effect of discretionary loans given to poor States for
various purposcs has been similar,

3. Trends in Verviccl and Horizental Imbalances in India

e have not made any attenpt to obtain any refined
neasure of fiscal imbalances herc, /e have merely tried to
draw inference on the basis of certain ratios measuring
revenue ond expenditure centrcolisction ond the extent of
fiscol dependence of the States on the Central government
to measure vertical imbalence, OSpecifically, the proportion
of States' own revenues to their expenditures is taken
broadly to indicate the verticol fiscol imbalance which is



cexpleinced in terns ¢f centralication of revenues and
Gecentralicoetion of expenditures. Sindlarly, two alternmative
neasures of incourlity - cocefilcient of variction and Iereaz
ratio of Suotces! revenues ool cxperditures - ore enployed

t

o infor Hre:ds i herizeatal intbaicioces,.

Ge  Tremig in Vertical Tmbolaonce, A actable feature of

-

Indian fiscal feccrolisn is ites stcudily growing vertical
Tfiscol imbolonce, ‘aile in 1650-51, the Stotes were oble
to raise over GO0 per cent of the expenditure requirements
within the revenuc cccount, in 1985-3G, they could meet
only about 56 per cent of their recuircaents (Tzble 2,
colunn 5), In other words, the {iscol cCependence of States
on the Central govermment for their reveaue expenditures
which was only about 20 per cent in 1950-21 steadily
increased over the vears to reach 44 per cent in 1935-86,

A sinilar picture emerges when the reveasuc and capital
accounts are aggregated, In the aggregote, the States!

ovn receipts (including market borrowing, but excludin
borrowing»from the Central government) could finance over
76 per cent. of. their total expenditure (revenue as well as
capital expenditures), but in 1985-06, the States could
raise only cbout 52 per cent cf their expenditure rcguirenents,

Aggrovotion of the vertical fiscal imbalunces in the
aggregate (revenuc and copital accounts token together) over
the period con be cttributed meore to greater centralisation in
revenues rother than decentraliscotion in expenditures, While
the Stotes! share of revenues in the combined revenues of
Central and State govermnents fell by 4 percentage points



Tror 46 per s’ inm 198051 to 42 oer cent in 1985-36, Iheir
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Lnre in comsolidsn cxpenciturc. Jid noet chew ony

incrcasing brenls 1% fiuctasted crcvad 52 per cent during
tue acric ., Howeror, ircrecsce In the verticol Tiscal

inbolonee i dlie rovinee account over thic period has

Lo ol
ccile anvout Bodh due to greater centralisaticn of revenues
cnd decentrolisovion of expeaditures., “hile the shore of

Statest ovnr revames in tobtol reverue recceints of

Central cnc Statce goverments fell by 3 percentage points
from 38 per ceat in 1950=51 tc 35 per cent in 1985-86, their
shore in expencCitures within revenue account increased by
over 5 percentage points from 51 per cent to 56 per ceat

during the period,

The increase in the depencence of the States on the
Central governnent t¢ finance their expenditures ancd the
consequent inroads the latter has nmace on the independent
decision-noking powers of the former cammot be fully captured
by the rctios discussed above, As Bird (1986) contends,
"No sinple cuantifiable index can truly neasure the degree
of effective centralisation of decision ncking power,

In fact, therc have been several quelivative centrolising
tendencies 1in the Indian federation which have not only
increcased the effeciive control over the States! expendi-
fures but hove also become o cause of irritation and
friction between the Centrcl and State govermnents,

To begin with, as nentioned carlier, the Constitutional
provisions cid cxhibit centripetzl bios, for both historical
ané political reasons. Subsequently, since the advent of the
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rloimiing era, the stotutory Finance Comuissions were assigned
fere cupport role in transfer of resources, The translers
cfZveted by the Planning Commission and discretionory
troncfers offected by the Central Fincnce Ministry together
constitute’ almoat 60 per cent of the %otal transfers (T"nle

3

Altheush the vhore of stotutery troncfere hos inerensed fron

(V3]
~
.

21 ner cent Jduring she First Plon o 41 per cent curirs e
wivth Plam,  the sheer velume cf the PLon (42 per cent) n’
clscrctlonwry tronsfers (17 per ceat) hiave consicerably
inposed central piorities on Stote exvenditures., Another
foctor effectively limiting the Stotes! powers to raisc

toxes has to be found in the siginentv of tox powers in

the Constitution. In India, the tox on production or cxcise
duty leviable by the Central goveranent ig 2 broad~based
cormodity tox unlike in many cther cocuatries where it is

& norrow based suaptuary levy on liquer, tobacco ond petroleu
products. This, in effect, is nct cifferent from the najor
State toax ~ the sales tax at the first nciat of ccle., Given
the relative case of levying ceirmocity taxes, both Centra

ond State governnments have beer usinzg the base nore intensively
over the ycars, Intensive toxation cof cormodities by the
Centrol governnient has, in fact, constrained the nanocuvr--
ability c¢f taxing the sane base by the State govermncats,

There hove peen several cther develepaents which
noave contributeld tc the centrolising tendency. Article
270 of the Consvituticn provicdes feoxr the ceompulscery shoring
¢f the procecds Ifroil inccne tax. The exclusion of cornorote
income tax, & norc buoyant source of revenue, freim the

conmpulsorily shorcable inconc tax proceeds in 1957 hos
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reccurse to enlicncing the cdniniztered prices on irmoertoant

items producecd in public sector enterprises such as coal,
) vihich
can also be achieved by increasing excise duties on these
But, the
States, resort to administered price increases by the

steel and petroleum products to mooilise resources,

commodities. as the latter are shareable with
Central government has been suspected by the States as a
method of denying them their due share of excises, The
States have also been disappointed with the Central
government for hraving surrendered their right to levy
sales tax on sugar,
he odditional excise duties have failed to be

textiles and tobacco as & tax rental
arrangement.
a ovoyant source of revenue, largely due to the reluctance on
the part of the Central government
the tax rates. of low

to enhance sufficiently

Fixction royalty rates on mineral

products by the Central government
make periodic revisions in keeping
in prices, charging of higher rate
loans to States
dispensation of

nen the borrowing

and the reluctance to
with the general rise
of intecrest on central
ratc of centre itself,

2id and making central investments on

political considerations (Raj, 1936) are some other
cxamples of the change in the balance of vower between

Central ond State governments.lg/



Ve Trends in Horigzontal Fiscol Insalonce. Equelly
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importont is e incretsing tread i horizountel fiscal
imbclance. D¢ divergenccoe among tie 3Stntes on the
depcndence too s increascd over The ye;rwcll/ Thus, both
the cocfficient of wvoriction andé the Torenz ratio1 of
the share of owm reverue (Sox ond non~tax) in their current
expenditures among the Statec hove shoom mn increasing
trend over the years from 1965-06 %2 1503-84 (Table 4).
The coefficient of voriation increcsced from 17.14 per cent
in 1965-66 to 25.49 per cent in 1$33-~C4, Similarly, the
Lorenz ratio increased from 00,0826 to 0.1451 during the
period, The increasing divergence in the dependence is
also seen in the case of the ratio of States! own tax
revenue -to their cxpenditures,

Certain interesting features of the trends in
horizontal fiscal imbalance 2rec notewerthy. It is scen
that aggroavation in horizontal imbalancc hos been primorily
due to growing inter-State divergence in the generation of
revenues from own sources as cvident from the increasing
coefficient of variction and Lorenz ratios of per capnita
Stotes! own revenues, On the other hand, inter-Stote
variation in per capito expenditures has been more or less
constant over the period. The substanticl difference
between the inter-State variations in own revenues and
expenditures, in fact, shows that federal transfers hove
veen an importont fector in reducing vari~tions in per
capita expenditures in spite of substontial variations among

the States in raising revenues,



(9]

-1

Insex-3tate voriation in revenvces cin be explaincd

.L---

cither Ly vorictions cmong the Stctow in their copzncity ©o
rodise Tevenuves or variation in tleir revenue cfforts, e
atwve, in ocrder to cumntify the edlfect of the two fochtors on
vhe orizoatel imbnlance, regresscd Sutatest own current
revanue to current expenditure rovio on per copit ouc+e
Domestic Proiuct (SDP) and current revenuc - SDP rotios uf[

suotes in 2 log~linear model, For mearingful resulits the

int

onalysis is confined only to 15 mtjor States; atypicoal Stotes
have been cxcluded. While per caopita SDP is taken to represent,
broadly the copacity voricble, the Revenue-SDP ratio is

13/

presumcd to reflect their relative cfforts, The regression

equations for different years are swmarised in Table 5,

An importznt inference thot moy be drawm from these
cquations is that, both ¥capacity! cnd feffort? variables
have been significont in explaining vorictions in horizontal
fiscal imbalonce among the Statec, Aot is, however, more
important is that, over the years, while the effect of the
capacity vorioble has not shown ruch increase, the effort
factor haos been more responsible, Thus, the normalised
(veta) coefficients for revenue~SDP ratio successively
show higher vclues as compared to the coefficients of per
capita SDP varicble,

Thus, aggravation in horizontal fiscal imbalance
seems to be largely due to fluctuating inter-State variations
in revenue effort rather than in revenue capacity. This,
however, has another interesting implication, Given that
higher fisccl imbalances are due to variations in revenue
effort and that inter—governmental transfers have substantially
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contributcd to reducirng inter-Stotc vorictions in the
provisions of hublic services oo repreionted by per capita

expenditures, it would scem thot intcr—gevermmental tronsfers

~

have had disirncantive cffeects o the reverue efforts of the
Stetes, A Ziscucsed carlier, give: the method of moking
inter-governmenicl. transfers in gencral, and working of the

%

Finonce Commissions in particulor, thiz is not surprising,

4, Vertical and Horizontol Fiscal Imbalances: An Ipianation

The increasing trend in horigzontal and vertical fiscal
imbalances can perhaps be analysed in terms of oligopolistic
behaviour - the States representing oligopolists, each seeking
to maximise net gains to their residents, This is donc by
maximising net of tax expenditures on public services for
the residents, effected by (i) moximising inflow of inter—
governmental transfers; (ii) tox competition and (iii)
exporting tax to residents of other States., Moximising
inter-governmental transfers is clso, in effect, equivalent
to tax exportation as central gronts have to come from taxes
roised from the residents of different States., Of course,
these objectives are pursued until the losing States no
longer perceive it to be gainful to continue in the federation
or until the externalities are intermalised vertically to
rationclise inter-governmental transfers and horizontally to
limit tax competition and tax exportation.

Both tox competition and attempys at maximising
groants could result in increosing vertical fiscal imbalance in
the obsence of a rational arbitrction mechanisin, When ecch



Stote indulges in tax competition te attract copital, the
cffcetive rate of tax of the 3totes os a whole will be lower
thon what would prevoil in the abscince of such competition,
As the Centrol govermnent has to effect larger inter—
governmentnl troncfers to meet the demands of the States,

thie effective rate of central tox recuired to be levied has
%o be much highier, The consequence of 211 this is increosing
rcvenue centrolisation over time oiid lorger dependence of

the States on the Centrol govermnent to finance their
cxpenditures =.in othcr words, accentuation of vcrtical fiscal
imbalance,

The strategy of moximising net of tax spending on
their residents by the States could lead to not only incre-
asing vertical fiscal imbalance but also more severe horizon-
tel fiscal imbalance, 2s has happened in the Indion federation,
Although each State cttempts to moximise its net gains as the
Ypowers! of the States differ, their success in this regord
varies with their ability to practisc tox competition,
adoption of the right strategy to cnhonce their share in
central transfers and capacity fcr tox exportation, Largely,
this Ypower! is positively related to the level of development
of the States scen in terms of both levels of per capita
income and degrees of industriclisation.

Aggravation of horizontal imbalance can result from
any of the three factors enumerated ecrlier. Compeétition is
resorted to essentially to attract capital from other States
through verious tax incentives, Empirical studies, however,
show that higher fiscoal incentives in the form of comprehensive
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and open—caced scles tax holidry oxr & Jermnent by pooerew
States nhave not helwpced .o abbroct copitcl, btut have neen
expensive in torns of rovenue Trocne.  Timas, thesce
incentives »2ve not ¢nly reduvced the revenues of poor Stotes
out hove 2lso diverted .nvestoont in uwaintended ways,
particularly to low-priority industrics (Tulosidhar ond

Roo, 19€6).

Inter-Stote tax exportotion teoco hos contrivuted
to the aggravation of horizontal fiscal imbalonce in no
small measure. Inter—State tax exportation is not peculiar
to India;14 whaot is however important is that the process

has resulted in the net exportation of Tax burden to the
residents of relatively poor States. Tox exportation is
resorted to largely through sales toxes, ond the nore
advanced States are oble to collect their revenues from

the residents of poor States due to dwe reasons: TFirst,
the exports of taxable comodities by the advanced States
are greater than the exports of noor States ond hence, their
scles tax ccllections on inter-Stote trade arce higher.,
Sccond, the proportion >f finiched nonufactured good= in
the totcl inter-State oxports ¢f the advonced States is
generally higher, Whza tax relief on inputs and copitol
goods is not given, thc effective rates of tox on the
exports of the cdvonced States excced neminal rates of
tax on exported products (ossuming thot commodity toxes
are shifted forward).

Several instance of States deliberately attenpting
to export the tax burden to other Statec con be pointed out,



“mile feodgroins ore generally excapt in 2ost cf the States,
Tood—ournive Stotces levy sales tox ot 4 Her cent (Goxinun
periiiscible).  3inilorly, in soie Stotes, tox relief on
ianuts io et opnlicable to sales outside the Stoate, Sone
stotes are lso mevm o reduce the rates of tox on sone
cormoditics oving high clasticity of denond to cncourag

-

diversion of trade (fron other, csveciclly neignbouring,
c

5 b 1/

Stotes) ond thereby export the tox ourden.

Aggravation of horizental inmbolance in the process
of maxinising inter—governmental tronsfers tckes place due
to the advantageous position of norc advonced States in
getting matching plan transfers (for centrally-sponsored
schenes), Not only that their resource position after meeting
non-plan expencitures is bettcr portly contributed by the
devolution formmlae adopted by the Finonce Cermissions,
they are also able to roise more rescurces due to better
econonic base to finance matching recuirenents by raising
greater toax effort.

The explanation of worsening trends in vertical and
horizontal imbalaonces in terms of the oligopoly behoviour
indicates that although o centripetal Constitutional bias has
caused the initicl imbolance, reassignaent of either functicns
or finances in itself cannot bring czbout a satisfactory
solution, Remedial action has to come from an awareness of
the governnicnts of different States of the larger benefits
of liaison omong themselves to play & cooperctive gome.

The understanding among the States to forge better cooperation
amd mutual trust oanong themselves is a precondition for
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reducing botl vertical and torizontal imbalances and only
then, reaszsigment of functions and firance would be
conducave 1o the further development oi the Indian
Tederation.
5. Conclusion

The paner attempts an anclycic ¢f the trends in
vertical and horizontel fiscal imvalances in the Indian
federation., Such investigations are important because of
the low level of development of the country, wide inter-
regional disparities and vast developmental potential of the
large proportion of 'depressed' areas, In such an economy

inter—-governmental transfers assume great importance but, at
the same time, they bring about accute fiscal imbalances.

The experience .of more than three decades has
revealed a number of wealnesses in the Indian fiscal
federalisin, The inherent centralist bias has necessitated
massive central transfers (or devolution of resources to
the States), The institutional mechonism to effect inter-
governmental transfers has not proved equal to the task.
The multiplicity of agencies has blurred the sense of
objectivity and direction in the transfers, The criteria
cmployed to effect transfers have becn found to be wanting
on both efficiency and equity grounds.

A notable feature of the Indian fiscnl federalism
is the aggravation of vertical imbalonce over the yecrs,
or growing dependence of States on the centre to finance
their expenditures, resulting in incrcasing intrusion of



- 10 -

cantral prioritvics over the Stoates® expenaitures, It is
nlso secn thoy the incrceasing trond in vervical fiscol
imbalonce was lzrgely due to incrensing degree or cenbtrali-
sation in reverivies votvher than 2 decenyvralising trend in
expenditurcs,

Not onir hos the consral control over States exvendi-
tures increcsced over the yeors, the dispnrities in the

degrees of dencndence among the Jtoles too have shovm
divergent trencd, The worsening in horizontal fiscal imbzlance
too has been largely due to increasing inter--State divergence
in raising revenues rather than varictions in expenditures,
The divergence in inter-State variation in revenues in turn
was not so much duc to growing varication in capacity as

to increasing variction in the revenue cffort undertaken

by the States.

The growing vertical and horizontal imbalonces
can be rationalised in terms of the States! oligopoly beha-
viour, Attemnpts to maximise net goins to their residents
by moximising inflow of inter-governmental traonsfers,
indulging in tax-—competition and inter-State tax exportation,
could indeed result in such on outcome. This suggests that
mere reassignment of functions and sources of finance are
not likely to improve the fiscal bzlance., The precondition
for this is that the States should develop effective
cooperation among themselves to refrain from a tbeggar-my-—
neighbour! policy.
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TABLE 2

Trende in Verticael Ficcol Inosclonicce

(Percentozc

R S NI - r

1.ilc of Ravio oi Seates!  Ratio of 1ovio of Ratio of‘R tioa
StoseLt Stotes' Dxrendi- Stotes! Stotes'!  Stateg! Stobes
sum v o ture to  ownl ov cxpendi-- oy
weverue  reverae  totnl revenue  revenue t“fe to revenv
to Gowzl %o totcl cxpendi-- o 40 Total o

e POVCITIC  ture Stotes!  tosa expencg:‘,)batt%
revenue  (revenue (revenue expondi-- revenue turs cxpent:
(rcv;nuc turc (5otcl) (total) t%rc
account) account) account) (revenue (Gotol

accoun t(

) (2) 3) (4) ) (&) (7 (&)

1950-51 35,37 38,38 51.16 80,75 46,32 51.73 76.57

1955-56 36,80 41.17 2.02 68,85 50,60 61.70 57.79
1260--61 33,69 356,61  59.06 53,05 A9 00  56.75  57.57

1970-11 32,52
1975-76  31.95
1900-31 33,58
1961-G2 34,38
196283 35,04
1903-84 34,27
198485 34,46

198586 5
(RE) 33.03

M

4 50,16 60.57 %3.49 53.67 58.24
55.05 10,29 39.21 47.55 60.29
59.62 6C, 07 43,97 55.97 51,39
58412 64,26 41.54 54.57 52.36
57.86 62.13 42,02 52.78 53.66
2 57.98 55.96 £5414 52.77 55,67
57.30 56.47 44,03 51.82 53474
41 5¢.61 56,34 42432 52,00 52.21
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Source: Govermment of India, Ministry of
Finance, Indien Economic Statistic:
New Deliii.
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TABLE 2

Inter—Governmental Transfers (Gross) in Indizc (1951-65)

(Rs, million)

TTPlen periods Stotutory PIcn Discre—  Tocal
Transfers trans-- tionary
Shiared — Total fers transf-—
e, taxes ers N
oA (2], 3) &) o) (&)
4, Pirst plon 3440 4470 3500 6340 24310
(1551-56) (24.04) (31.24) (24.46) (44.3) 100.0)
2. Second plan 6680 9180 0560 3920 23630
(1956-61) (23.29) (32.29) 236.89) (31.10) (10C.0)
3., Third plan 11960 15300 27330 12720 56000
(1961-66) (21.36) (28.33) (4£8.69) (22.71) (100.0)
4, Annual plan 12320 17820 13170 16480 53470
(1966-69) (23.98) (33.33) (35.85) (30.82) (100.0)
5. Fourth plan 45620 54210 77310 49490 251010
(1969-74) o (30.21) (35.90) (31.33) (32.77) (100.0)
6, Fifth plan 02720 109360 103750 20440 253550
(1974-79) (32.62) (53.13) (£0.62) (15.95) (100.0)
7. Sixth plan 269520 237770 2947950 122950 705510
(1979-35) . (38.20) (40.79) (31.72) (47.43) (100,0)

Note: TFigures in parenthescs represeni scrcentage to
total transfers.
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TABLE S
Reqrea n tylts

Vepondant Varfeble = Log (H/E)

Rogress- Rugruss- 2 tu, Hormallcec
fon co=-" {on co- Statis~ Cnefficients
Cons F F
enstent  ffici-  officient - tica " 09
ent-Loq Far caplta {r/shp (Pur Canft.
(R/50P) sop -, 507)
(1) (2) (3) (a) (s) (¢) (7) (8)
1965-66 -1 4021 0.4734 0.3715 0.2084 2.6063 2,559 0,4035 0.3149
(-0.6565) (1.5790) (1.2334) R
1970-71 0.5542 0.9583 0.2313 0.770G 26,4327 2.1697 g.7881 0.,1852
(0.3730) (s.3101) (1.2806)
197475 -1,4409 0.6216 Q.3936 0.7720 4. 7TuN 2.89140 1,676€ 0,329
(-9.9%¢3) (4.2047) (2.113¢8)
1975-76 -0.6375 0.6567 0.277 0.626% 12,8358 2,360 0.6367 C.3341
{-0.%075) (3.5739) (1.099%)
197077 -1.6491  “0.4698 3,304 0.637% 13,3147 2,467 0.521% 0.5253
(-1.75%6) (3.1281) (3.:517)
1497 0= Tc =2.4270 0.6407% J.4.0 0,711 1e.21 T 2.1007 g.e272 0.€195
(-2.28a7) (2.6008) (3.¢64.')
16707 -1.6906 9.6516 3,347 0.6562 267909 2.6012 0,530 0.5184
(-2.0868) (&.1%54) (3.%00%) .
1475 -1.9413 0.6497 G.a26n 0.6331 35,675 2.396¢ 0. 586K 0.5940
(=2.1357)  (&4.0996)  (a.175%06)
S PRI t])] J. e g.6317% J.%ae 119,482 1.024¢6 N.5624 9.6014
Conanyy) (o yary (e, %)
DR e DR IR ST D NS 0. 7394 D414
‘\"‘.” (l’), [ N oy, !\_, 1S J
- S N UL P42 3,837 0.0514 “3,0216  2.3697 0. 7084 .4439
(-2.4004) (7,3225) (&.56u?)
1563-02 -1.7946 0.7170 0.3885 0.6714 48,4456 2.2799 0. 7245 U.I507
(-2.0773) (7.0716) (3.6120)

R/L ¢ Ratlo of <un “evingn o [vpenditures of the 3latus,

R/SOP: Ratife of OQun Savunue to State Domestlc Froouct.,

Figures in narenthescs reprecent 't' values of the coofiicien
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NOTES

Hunter (1977), however, argues vhat vertical fiscal
imbalance dencends not merely on the extent of
dependence oxr the total inter-governmental tronsfors
but 2lco on the extent of Stote control over State
expendivures., He compuies three alternctive measurces
of 'cocificient of vertical bhalonce' on the boasis of
precumed extent of central control on voriouc types
of federcl transfers. For a dctailed criticisom of
these measures, see Bird (1986).

Alternatively, it may be argued that decentralisation
will be carried to the point where scalc economics
are reaped, externalities are internalised, diversi-~
fied preference patterns of the people are met and

crbitration costs minimised. On this, see Oates (1972),

On this issue, it may be worthwhile to recall the
controversy between Buchanan and Scott, While
Buchcnen (1950) argued that transfers to poorer
regions can be desirable on the grounds of both
equity and efficiency, Scott (1950) highlighted
the efficiencey loss arising from equitable trans-
fers to low-potential poorer regions ond crgued for
the desirability of encouraging lobour mobility
from these regions,

This is particularly importont as the structure
of governments at the local level even in urbon
areas have not been satisfactorily developed to
provide mixes of public goods to enable Tiebout
type of preference revelation by the consumer—
voterse ‘

Over the years, however, some norms have come to

be used for the admissibility of certain expendi-
tures in assessing the gap;. also certain minimum
rotes of return have been specified on investments
in States' public undertakings. :
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The cistinction betwcen plan ¢ non-—-plan cexpendi-
turce docs not depenc on whether the cxpenditurces

are incurrec for developmentcl or non-developmental
purposcs. In fact, 2 number of devclopmenttl schemes
which connot be included in the plan schomes coxc
tcken in thie non--plon side, Similarly, commitied
expenditurcs on completed plan schemes becomc

‘non--plon expencitures,

I% is necesstry to mantion that the Eighth Finonce
Commission reduccd the wecight of populotion
concidercnly in its develution formulae andé incircased
thet of backwardness considerably,

According to the Gadgil formulce, distribution of
assistance to the Stotes was effected on the basis of
(i) population (60 per cent); (ii) tax effort (10

per cent); (iii) per capita income below 2ll-India
average (Backwardness) (10 per cent); (iv) propor—
tion of outlay on major irrigcotion and power projects
(10 per cent); (v) and specicl problems (10 per cent).
This wos modified in 1980 by enhoncing the weight

of (iii) to 20 per cent and dropping that of (v)
cltogether, '

Transfers recommended by the Finoncce Commissions
are colled stotutory transfers wherecas these by

the Plonning Commission cnd Discretioncry transfers
arc considered non-stotutory tronsfers,

There cxre 2 number of other non-fiscal recsons
aggrovating inter-Stote disparities which have

not been gone into in this paper. In particular,
mention may be made of the poattern of disburscl of
credit by the nationalised banking system and
institutional financial agencies. On this sce,
Gulati and George (1985),

The ~nalysis of horizontal imbolence in this

study is confined to 15 normal States, cnd 7 atypical
States of Himachal Pradesh, Joaamu & Kishmir,

Menipur, lMeghaloyo, Nogoland, Sikicim and Tripura
have been excluded.
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Lorenz rotio is computed ass
I =1=-c_ P. . .

1 :f'—_‘]' i (Ql +Ql—-1)
whiere L i1s the Lorenz ratio, Q. is the varicble
Tor wiich Lorenz ratio is comp&ted, k the number
of Strotcn and Pi 15 tcken os waity,

\.e dc rccognisc that per capite SDP and revemue~
incenic ratvios only broadly represent capaclity and
cffert varizbles., Nevertheless, for want of better
proxics, we have employed thea in our analysis,

For exomple, in the United Stotes of America,
McIure (196?) estimates that almost 25 per cent of
State and local taxes are exported to the residents
of other States,

Typically, these are high value-low volume commo~
dities having tax advantage greater than the
transport cost. See, Rao and Tulasidhar (1936).
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