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ABSTRAABSTRAABSTRAABSTRAABSTRACTCTCTCTCT

The paper discusses the general backdrop of the Constitutional

and political aspects of the Indian federal structure and the terms of

reference of Finance Commissions since the eleventh which go beyond

the traditional issues of devolution, before proceeding to analyse the

major issues involved in devolution of taxes and grants from Union to

the States in India. The Finance Commissions, since Eleventh have

been assigned the task of incentivising implementation of fiscal reforms

at the State level. Presently, the Finance Commissions face the increasing

challenge of recommending criteria for horizontal devolution meeting

the demand of low income States without being substantially adverse to

the middle income States. Though the States have made a common

demand for an increased share in divisible pool of Central taxes, there

are sharp differences about criteria for horizontal devolution among

them.

The focus of the paper is to suggest an alternate methodology for

horizontal devolution from divisible pool of Central taxes and

disbursement of grants. Tax devolution criteria suggested are population

and gap of per capita own tax revenue of a State from the average of

highest three States worked on a normative basis. Methodology for

normatively estimating expenditure requirements of States are also

attempted in this paper. It is suggested that for grant disbursement, the

Finance Commissions need to become the prime agency.

KKKKKeeeeeywywywywywordsordsordsordsords: Devolution, Taxes, Grants, Divisible Pool, Union States,

Finance commissions
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General BackdropGeneral BackdropGeneral BackdropGeneral BackdropGeneral Backdrop

a)a)a)a)a) Constitutional FrameConstitutional FrameConstitutional FrameConstitutional FrameConstitutional Framewwwwworkorkorkorkork

 Indian Constitution does not use the word Federal in its preamble.

Though strong centralising features are present in the Constitution, it

equally does recognise certain basic federal principles.  India is a union

of States and does not comprise indestructible units. The power of the

Parliament to redraw the boundaries of States without their consent, the

emergency powers in the Constitution, the enabling provision for

President’s rule in States (though circumscribed after the Supreme Court

judgement in S R Bommai case AIR 1994 SC 1918), an expanding

concurrent list, vesting of residuary powers with the Centre are all

examples of unitary features of the Constitution.  The clear demarcation

of powers of taxation between the Centre and the States and provisions

for devolution taxes and grants in aid  (the latter being laid down in

Article 280) are two of its major federal features.1 The 73rd Constitutional

Amendments that added clause 3 sub-clause (bb) and (c) to Article 280

acknowledge the virtual transformation of the two tier Indian

Constitution into a multi-tiered federal system.

Under this Constitutional framework, the political relations of

our federal structure underwent substantial changes during the last six

and a half decades. It is this evolving process that determines the political

1 There can be criticisms that Goods and Services Tax (GST) has ended the
exclusive domain of the States in commodity taxes and that the States have
no decisive role in recommendations of the Finance Commissions.
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relations between the Centre and the States. This poses challenges and

sets the stage for a process of fiscal devolution.  The challenge is to see

to it that serious discord is not created among the States in a scenario

with wide income disparities. It would be worth discussing the evolving

political context briefly, before entering into issues of vertical and

horizontal devolution of taxes, disbursement of grants and attempting

to offer suggestions before the Fourteenth Finance Commission.

b)b)b)b)b)  Ev Ev Ev Ev Evolving Political Conteolving Political Conteolving Political Conteolving Political Conteolving Political Context  since the 1950sxt  since the 1950sxt  since the 1950sxt  since the 1950sxt  since the 1950s

In the first decade of 1950s, States were reorganised on linguistic

basis. This was an important step towards cohesive provincial units.

Though the Centre and the States were ruled by the same party, (except

for a brief interlude in Punjab and East Patiala States Union (PEPSU) in

1953 and during 1957-59 in Kerala), the State Chief Ministers were

leaders with substantial local base.2 In short, there was an overall

centralised political framework with strong local presence. This

continued till mid-1960s. During 1967-1971, nine States came under

rule of opposition parties. Though this could have been an opportunity

for the emergence of a more rational federal polity, it did not happen.

Instead, the period witnessed use of office of the Governor for making

and unmaking governments.

The 1970s witnessed a high degree of centralisation in Indian polity

with the same party ruling the Centre and the States without the presence

of State level leaders with a powerful local base. This was contrary to what

was prevalent during the first one-and-a-half decades.  The nation also

witnessed the internal emergency (1975 June – 1977 March) during this

period. Though in the 1970s, regional parties like Dravida Munnetra

Kazhagam (DMK) in Tamil Nadu and Akali Dal in Punjab demanded a

substantial restructuring of Centre – State relations; it did not help in

countering the strong centralising tendencies. In the post-emergency

2 In fact, this is one of the essential requirements for preservation of federalism
mentioned in Oates (2005)
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scenario of 1977, the Left Front government in West Bengal submitted a

memorandum to the Centre suggesting major changes in Centre-State

relations, which also did not produce the right moves.

But in the 1980s, demands for restructuring Centre-State relations

became strident.  Non-Congress Chief Ministers’  held conclaves  to put

forth this from a common platform3. These voice could no longer be

ignored.  This led to the appointment of the Justice Sarkaria Commission

for making recommendations for restructuring Centre-State relations. At

the same time, the question of devolution of power to the third tier, namely

the local self-government, also got attention. Centre sought to bring

Constitutional amendment for empowering the local self government and

holding regular elections. The biggest drawback of this attempt was that it

omitted to provide a separate list of powers for the local self government. At

that time, the move was criticised as an attempt to disempower the States by

directly devolving resources to districts. Later, an amended version of the

bill became part of the Constitution during the early 1990s.

The decades since the 1990s have witnessed major changes in

political federalism as single party rule at the Centre ended and coalition

governments with participation of regional parties came to power at the

Centre. It was these parties which raised the voice for substantial

restructuring Centre-State relations during the 1970s and the 1980s.

But paradoxically, this period has witnessed more shifts towards the

Centre in the fiscal arena.

The taxing powers of the States witnessed substantial reform when

General Sales Tax on purchase and sale of commodities was changed to

Value Added Tax (VAT) with input tax credit for intra-State sales with

3 In Karnataka and Andhra Pradesh, non-Congress governments led by the
Janata Party and Telugu Desam respectively were formed after the 1983
Assembly elections. The ALADMK which was in power in Tamil Nadu, the
Left Front which was in power in West Bengal and Tripura and the National
conference which was in power in Jammu & Kashmir were the other non-
Congress governments.
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uniform rates across States. Though Constitutionally, States could levy

different rates, uniform rates were brought in through the Empowered

Committee of State finance ministers. The proposed Goods and Services

Tax (GST), goes a step further by making harmonised rates  Constitutional

and envisaging a new Constitutional body GST Council. These are clear

trends towards fiscal centralisation in an era of dissipating political

centralisation.

 It is to be noted that the fiscal position of the States deteriorated

considerably during the latter half of the 1990s and States they were

forced to accept loans from multi lateral institutions with condtionalities

for levy of user charges, deficit targets etc.  The Finance Commissions

since the Eleventh, also started imposing the same for grant disbursement

and debt relief. Instead of attempting to restructure Centre-State relations,

the parties which became part of the coalitions at the Centre, started

arguing for more discretionary grants for their States. In effect, the balance

of fiscal power became centripetal during this period (See Rao 2002 for

a discussion)4. The Punchi Committee recommendations on restructuring

Centre-State relations (2010) hardly received any attention in the

political and academic arena when compared to the interest  which

Sarkaria Commission recommendations had evoked in the late 1980s.

In this general Constitutional and political background,  the

recommendations of the Finance Commissions, being Constitutionally

appointed bodies gain much importance as they make rule based

4 Rao and Singh (2001) discuss in detail the empirical studies on political
variables in devolution of resources from Centre to States and find the
impact of variables like number of seats from the State in the Lok Sabha and
same party in power at the Centre and the States as statistically significant
variables. This association needs to be viewed with caution as the States
sending largest number of representatives to the Lok Sabha are also the
poorest States. In the coalition era different variables like political support
of the coalition partner and the State from where it sends the largest number
will have to be seen. The point to be noted is that for a fair distribution of
transfers in a centralised as well as fragmented polity, role of Constitutional
bodies in disbursement of grants assumes critical importance.
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recommendations for tax devolution. In a scenario, when issues of federalism

are not getting the pride of place they deserve in political and academic

arena, the task of the Finance Commissions become more challenging as

they are not merely to recommend devolution of taxes and disbursement of

grants, but also to do the same in a fair and non-discriminatory manner. It is

the time when Finance Commissions need to focus more on their traditional

role of ameliorating horizontal and vertical equities.

2.2.2.2.2. The Changing Role of Finance Commissions: — The Changing Role of Finance Commissions: — The Changing Role of Finance Commissions: — The Changing Role of Finance Commissions: — The Changing Role of Finance Commissions: — A Brief look fromA Brief look fromA Brief look fromA Brief look fromA Brief look from
the perspective of Theories of Fiscal Federalismthe perspective of Theories of Fiscal Federalismthe perspective of Theories of Fiscal Federalismthe perspective of Theories of Fiscal Federalismthe perspective of Theories of Fiscal Federalism

The theories of fiscal federalism are broadly categorised as first

and second generation (see Oates 2005 for a detailed discussion).  While

the former focussed on the macroeconomic functions like stabilisation,

distribution and allocation among various levels of government,

implicitly admitting the interventionist role of the state,  the latter

focussed on minimising the role of the state and saw federalism as a

market preserving mechanism (Weingast 1995). This in turn implied a

hard budget constraint on the sub-national governments. The expanding

of terms of reference of the Finance Commissions to include deficit

targeting, and linking grant disbursement and debt relief to legislating

deficit targets has theoretical basis in second generation theories of

fiscal federalism.5

The terms of reference of Fourteenth Finance Commission like

that of its predecessors since the Eleventh, have both traditional roles of

tax devolution and grant disbursement (given the vertical and horizontal

inequities in the fiscal arena) and the rather new role of imposing hard

budget constraint like balancing the revenue account in the budgets. It

goes further in suggesting insulating pricing of public utilities from

policy fluctuations.

5 See Bagchi (2002) for a review of the debate between Musgrave and
Buchanan: “Public Finance vs Public Choice “in University of Munich in
1988.
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Over a period of time, especially since the Eleventh, Finance

Commissions have become a vehicle for incentivising implementation

of fiscal reforms especially, legislatively mandating deficit targets as a

proportion of Gross State Domestic Product (GSDP).  The Terms of

reference of the Fourteenth Finance Commission has gone a step further

by suggesting recommendations to insulate pricing of public utilities

from policy fluctuations.  This makes a political decision of pricing or

subsidies difficult. In a democratic set up, this can have repercussions in

the political domain, as it stymies the legislative and executive powers

in the fiscal arena. States will not be able to decide on pricing of public

utilities, provision of which is in the State List of the Constitution. This

can upset the balance of Centre- State fiscal relations by making this

also one of the conditionalities for grant disbursement by future Finance

Commissions. This explicit term of reference is a clear indication of

expanding role of Finance Commissions in imposing a hard budget

constraint on the States.

The province of this paper does not extend to discussing these

issues in detail, but only attempts to make a mention of the evolution of

theories of federalism and their impact on the terms of reference of the

Finance Commissions. Here, we focus on the issues that need to be

addressed while making recommendations on tax devolution to the

States vertically and horizontally by the Fourteenth Finance Commission,

with focus on the latter. The paper also discusses an alternative

methodology for grant disbursement among the States.

     3.  3.  3.  3.  3.  TTTTTax Deax Deax Deax Deax Devvvvvolution- olution- olution- olution- olution- The Case for a Higher ShareThe Case for a Higher ShareThe Case for a Higher ShareThe Case for a Higher ShareThe Case for a Higher Share

There is a consensus among States that their share in the divisible

pool of Central taxes should be raised from the present 32 percent to 50

percent. In fact, States had submitted a joint memorandum to the

Thirteenth Finance Commission for this.  In the Indian context, the

issue of larger expenditure obligations on States, especially in the social

sector and larger and more buoyant sources of tax revenue being with
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the Centre, has been the reason for demanding a higher share of Central

taxes by the States. But over a period of time, with ever expanding

Concurrent List and larger number of Centrally Sponsored Schemes

(CSS), Central spending in social sector has increased. Of  late, flagship

schemes of the Centre like MNREGS, SSA and NRHM have not only

increased Central but also States’ spending in health and education

sectors through matching contributions. But the States’ own-revenue

GSDP ratio has almost remained stagnant and not shown much

improvement during 2006-07 to 2010-11 as compared to 2001-02 to

2005-06 (see Table 1).

TTTTTable 1.  Own able 1.  Own able 1.  Own able 1.  Own able 1.  Own TTTTTax Reax Reax Reax Reax Revvvvvenue / GSDP Ratioenue / GSDP Ratioenue / GSDP Ratioenue / GSDP Ratioenue / GSDP Ratio

STATE 2001-02 2006-07 2006-07 2008-09
to to to to

2005-06 2010-11 2007-08 2010-11
Andhra Pradesh 7.28 7.70 7.92 7.68
Bihar 4.18 4.36 4.16 4.49
Goa 6.85 6.69 7.38 6.23
Gujarat 6.32 6.51 6.58 6.47
Haryana 7.50 7.01 8.08 6.30
Karnataka 8.64 9.40 9.93 9.05
Kerala 7.33 7.79 7.78 7.79
Madhya Pradesh 6.39 7.41 7.34 7.46
Maharashtra 7.00 6.89 6.95 6.86
Orissa 5.10 5.54 5.63 5.48
Punjab 7.04 6.72 6.80 6.67
Rajasthan 6.33 6.46 6.80 6.23
Tamil  Nadu 8.32 8.49 8.69 8.36
Uttar  Pradesh 5.75 6.63 6.68 6.59
West  Bengal 4.37 4.35 4.43 4.29

ALL  STALL  STALL  STALL  STALL  STAAAAATESTESTESTESTES
AAAAAVERAVERAVERAVERAVERAGEGEGEGEGE 6.566.566.566.566.56 6.806.806.806.806.80 7.017.017.017.017.01 6.666.666.666.666.66

Source: Computed from ‘State Finances: A Study of Budgets’, RBI,

Various issues.
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TTTTTable 2.able 2.able 2.able 2.able 2. Changing Composition of Revenue Expenditure 2001-02Changing Composition of Revenue Expenditure 2001-02Changing Composition of Revenue Expenditure 2001-02Changing Composition of Revenue Expenditure 2001-02Changing Composition of Revenue Expenditure 2001-02
to 2005-06 and 2006-07 to 2011-12.to 2005-06 and 2006-07 to 2011-12.to 2005-06 and 2006-07 to 2011-12.to 2005-06 and 2006-07 to 2011-12.to 2005-06 and 2006-07 to 2011-12.

2001-02 2006-07 2001-02 2006-07
to to to to

2005-06  2011-12  2005-06  2011-12

State Dev Exp / Dev Exp / Int Exp/ Int Exp/
Rev Exp Rev Exp Ev Exp Rev Exp

Andhra Pradesh 59.36 66.03 21.60 14.33
Bihar 49.31 60.97 22.36 12.29
Chhattisgarh 64.14 69.00 15.29 15.54
Goa 61.21 68.97 16.42 15.20
Gujarat 60.85 62.35 24.16 20.57
Haryana 58.37 68.35 19.46 12.55
Himachal Pradesh 55.27 58.94 25.16 18.33
Jammu and Kashmir 52.90 54.29 16.04 12.20
Jharkhand 62.88 64.40 11.09 11.00
Karnataka 58.69 66.50 15.24 10.70
Kerala6 53.04 46.19 20.96 17.35
Madhya Pradesh 57.62 59.35 17.60 13.71
Maharastra 53.87 62.51 18.13 16.18
Orissa 48.86 61.03 30.21 15.93
Punjab 40.59 46.44 22.68 19.33
Rajasthan 56.18 61.89 24.98 16.89
Tamil Nadu 51.54 56.50 17.18 12.20
Uttar Pradesh 49.72 52.77 27.37 18.38
Uttarakhand 62.13 60.61 17.03 14.52
West Bengal 45.72 53.22 32.68 25.83
All States 55.1155.1155.1155.1155.11 60.0260.0260.0260.0260.02 20.7820.7820.7820.7820.78 15.6515.6515.6515.6515.65

Source:  Computed From ‘State Finances: A Study Of Budgets’, Rbi,
Various Issues.

6 In Kerala’s case, the mode of devolution to Panchayats changed since
2006-07 with the government accepting the recommendations of the Third
State Finance Commission. The funds devolved to Local Self Governments
are classified as Non-Plan Revenue Expenditure under the Non-
Developmental head since 2006-07, but these funds are utilised as
developmental expenditure by Local Self governments.
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 As far as revenue expenditure is concerned, its overall proportion

to Gross State Domestic Product (GSDP) has fallen from 15.65 percent

during 2001-02 to 2005-06 to 14 percent in 2006-07 to 2010-11. It is

pertinent to note that during the -period, 2006-07 to 2011, though the

GSDPs of States rose by 4.18 percent, when compared to the period

during  2001-02 to 2005-06, the Revenue expenditure/GSDP ratio fell

by 1.65 percentage. Development expenditure as a proportion of GSDP

also fell during the second period. Reserve Bank of India’s State Finances

- A Study of Budgets’  states that  “The consolidated revenue

expenditure- GDP ratio of state governments are budgeted to be lower

by 0.2 percentage points, attributable to a decline in development

revenue expenditure (both social and economic services) as a ratio to

GDP in 2013-14 (BE).”

Chakraborthy and Dash (2013) have pointed out that “The

econometric exercise reveals that the state level fiscal policy and fiscal

rule has been successful in reducing fiscal imbalance even when we

control for other policy shocks and other standard determinants of fiscal

balance. However, it is clear that fiscal targets under fiscal rule have

been achieved through a cut in discretionary development spending.

Our econometric exercise shows that cut in spending has been partially

offset by higher central transfers. Had this not been the case, the state

level contraction in development spending would have been even higher

to comply with the rule.”

But it is to be taken note of that the composition of revenue

expenditure has undergone a better change during the period. With debt

relief packages of Finance Commissions in place and softening of interest

rates on loans, the interest payments as a proportion of revenue

expenditure has come down and share of development expenditure in

revenue expenditure has gone up. (see Table 2). The all States average

of development expenditure as a proportion of revenue expenditure has

gone up from 55.11 percent during 2001-02 to 2005-06 to 60.02 percent
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during 2006-07 to 2011-12. Proportion of interest expenditure as a

proportion of revenue expenditure has come down from 20.78 percent

during 2001-02 to 2005-06 to 15.65 percent during 2006-07 to 2011-

12.

But the States are under fiscal pressure in the face of a stagnant

own tax- GSDP ratio to maintain deficit targets so that they get the debt

relief packages recommended by the Finance Commissions. This leads

to compression of expenditure and revenue expenditure as a proportion

of GSDP to maintain deficit targets, inspite of the fact that composition

of revenue expenditure has undergone a change in favour of development

expenditure during 2006-07 to 2011-12 when compared to 2001-02 to

2005-06.

Besides the above, the actual share of States in Centre’s divisible

pool has also been less than the share recommended by the Finance

Commissions due to increasing share of surcharges in Central taxes

(which are not part of divisible pool as per Article 270 of the Constitution

of India).as pointed out by Justice Punchi committee on Centre State

relations. The report of the committee states:

“The share of cessses and surcharges witnessed a sharp increase

from 4.9 per cent of the gross tax revenue of the Centre in the award

period of FC-VIII to 11.34 per cent in the award period of FC-XII. In the

years 2008-09 and 2009-10, the share of cesses and surcharges increased

further to over 13 percent of the gross tax revenue.” (Paragraph 6.3.01)

“The introduction of new cesses and surcharges has neutralised

the higher tax devolution recommended by the successive Finance

Commissions. FC-XI and FC-XII recommended States’ shares in net

Central taxes at 29.5 and 30.5 per cent, respectively. But because of

large scale resort to the levy of cesses and surcharges, actual tax

devolutions to States were lower at 25.95 per cent of gross tax revenue

in the award period of FC-XII as compared with tax devolution
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amounting to 26.57 per cent in the award period of FC-XI. Thus, the

increase of States’ share in Central taxes by one percentage point by

FC-XII was more than neutralised. (Paragraph 6.3.02)”

With stagnant own tax- GSDP ratio, the need to compress revenue

expenditure, especially development expenditure as a proportion of

GSDP, debt relief packages and fiscal responsibility legislations

mandating achievement of revenue and fiscal deficit targets within a

time frame, and actual devolution from Finance Commissions being

less than stipulated, the States feel the need for a higher share in divisible

pool of Central taxes7.

It is in this context that States have been making a common demand

for a higher share in the divisible pool of the Central taxes. But this

unity breaks down when it comes to deciding criteria for horizontal

devolution of Central taxes in the divisible pool among the States.

4.  Horizontal De4.  Horizontal De4.  Horizontal De4.  Horizontal De4.  Horizontal Devvvvvolution of olution of olution of olution of olution of TTTTTaxaxaxaxaxes among Stateses among Stateses among Stateses among Stateses among States

 For enhancing the share of states from the divisible pool there is

consensus among the States. But the same is not only absent as regards

the criteria for determining the horizontal devolution among States, but

also there are sharp differences among low income and middle income

States. The main reason is the contest between low income (Uttar Pradesh,

Bihar, Madhya Pradesh, Rajasthan) and middle income States Kerala,

Tamil Nadu, Karnataka, Andhra Pradesh etc) on

7 Rangarajan and Srivastava (2008) commenting on share of States in vertical
devolution state, “In India, there has been a long-term stability in the share
of the centre and the states in the combined tax revenues of the system after
tax devolution. It may be considered desirable to continue to maintain this
stability as long as there are no basic changes in the division of responsibilities
between the centre and the states. It is further shown that maintaining such
a stability would require an upward adjustment in the share of states in the
divisible pool of taxes in periods where the expected buoyancy of central
taxes is higher than that of the states.”
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a) Which base year population should be used: - whether 1971

or the latest census. While the former is more beneficial for middle

income States as there has been effective population control since 1971,

the latter is more beneficial for low income States which have a higher

population share based on latest census (2011). The argument that can

be against the use of 1971 population is that it does not take into

consideration the actual needs of the present population and population

share which is the main equalising criterion is being made into an

incentive criterion. (The Terms of Reference of the Fourteenth Finance

Commission provide for taking into consideration demographic changes

since 1971).8

b) What is the weightage to be given to Income Distance Criterion,

which is the gap between the per capita income of a State from the

average of the highest  three per capita income States. Bihar in its

memorandum to the Fourteenth Finance Commission has demanded 70

percent share for Income Distance while Kerala has recommended for

not using this criterion.

It is suggested that for the Special category States, a fixed

proportion of divisible pool of Central taxes can be set apart and their

horizontal shares can be computed based on share of population and

revenue gap among these States. Otherwise, a criterion like revenue gap

(which is explained below) will give distorted results if we compute

taking both the groups together. In what follows in this paper, we discuss

only the shares of General Category States

8 The use of ‘1971‘ population is as part of the decision of National
Development Council so that the States which have implemented population
control measures are not penalised. Delimitation of Lok Sabha constituencies
is also based on 1971 census. See Bhaskar and Subhramanyam (2014) for
a discussion.  They point out that Finance Commission will not be able to
deviate from using 1971 population in the present situation.
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 4.1 4.1 4.1 4.1 4.1  Suggested Methodology for Horizontal Distrib Suggested Methodology for Horizontal Distrib Suggested Methodology for Horizontal Distrib Suggested Methodology for Horizontal Distrib Suggested Methodology for Horizontal Distribution of ution of ution of ution of ution of TTTTTaxaxaxaxaxeseseseses

It is proposed that tax devolution criteria need to satisfy the test

of progressivity, that it is inversely proportional to fiscal capacity and

directly proportional to fiscal needs of a State. Fiscal need of a State is

the responsibility to provide a certain minimum level of public goods

and social services to citizens within its jurisdiction. When fiscal capacity

or ability to raise own revenues is less, the ability to meet fiscal needs

will also be lower, Hence, it is recommended that, devolution criteria

should be ones which augment the fiscal capacity so that a certain level

of fiscal  needs are met across States.

 Here, we suggest simple criteria which do satisfy the above test

for horizontal devolution of taxes.  Population and Per Capita Revenue

Gap with 50 percent weight for each are suggested as the two criteria for

horizontal devolution of taxes.  We take fiscal need reflected by

population and fiscal capacity reflected by Revenue Gap criterion. Cost

disability criteria like area and index of infrastructure can be used for

sector specific grant devolution. It is also felt that since Revenue Gap

criterion uses normative estimates of tax revenues of States, incentive

for tax effort is built into this.

4.2  Population Criterion4.2  Population Criterion4.2  Population Criterion4.2  Population Criterion4.2  Population Criterion

We project two scenarios with 1971 and 2011 population.

Population share of a State is taken as its share in the total population

for 1971 and 2011 respectively.

4.3  Revenue Gap Criterion4.3  Revenue Gap Criterion4.3  Revenue Gap Criterion4.3  Revenue Gap Criterion4.3  Revenue Gap Criterion

The measure is based on tax revenue of the States. Non tax revenue

is excluded so that certain resource rich States do not get undue benefit

without much special effort.

The average of the tax revenue of each State for 2008-09, 2009-

01 and 2010-11 was divided by the 2011 population to arrive at the per
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capita tax revenue. When the difference of per capita tax revenue of a

State is taken from the average of highest three per capita income States,

we get the revenue gap for a State. But this will sometimes reward lack

of tax effort of a State among States with comparable tax base.

To avoid this, we compute normative revenue of a State. This is

done by dividing States into three different groups – High, Low and

Middle income (See Table 3). The tax GSDP ratio of highest among the

Middle Income States (Karnataka) is applied to High and Middle Income

States. For Low Income States, tax GSDP ratio of 6 percent is taken. For

States in groups, having higher actual tax revenues, actuals are taken as

the normative. The gap between the per capita normative revenue of a

State and that of the average per capita normative revenue of the highest

three States ( Goa, Haryana and Maharashtra) is taken as the normative

revenue distance. The share of each State in the sum of the normative

revenue distance is taken as the revenue gap for the State. For the highest

State, it is zero and for the second and third States, it is the difference

from the average. In Revenue Gap criterion, GSDP enters in computing

normative revenue of a State. But by assigning different tax ratios, for

High, Middle and Low income States, the problem of variations in

components of GSDP across States is attempted to be minimised.

Revenue Gap criterion attempts to equalise per capita tax revenues

of States so that the ability to provide a level of public goods and

services are augmented. Bagchi and Chakraborthy (2004) made a similar

attempt for measuring normative deficits for States. (normative revenue

expenditure was assigned for Low Income States to the level of Middle

Income States) We proceed differently by including Revenue Gap in tax

devolution criteria. On the expenditure side, we recommend a different

normative method, while discussing about grants.

Since the normative criterion is computed by assigning the tax-

GSDP ratio of the highest State in the group, there will be no perverse

incentive to be lax in tax effort so as to get a larger share in this criterion.
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When the devolution formula was tested for progressivity, it is seen that

the rank correlation sign between tax share and GSDP per capita is

negative and statistically significant at 1 percent level. The revenue

gap criterion is proposed to replace the income distance criterion (which

has been used by the Finance Commissions) based on the distance of a

State’s GSDP from the average GSDP of highest three States. The main

criticisms levelled against the income distance criterion are,

a)  GSDP does not correctly proxy the tax base of a State. Higher

GSDP is due to dominance of sub-sectors in the service sector not within

the taxing power of the States

b)  As this does not take into consideration tax effort, the same needs

to be included as an additional criterion. The formula for fiscal discipline

as improvement from base year ratio of own revenue as a proportion of

revenue expenditure when compared to the same ratio for a later period

penalises certain States  due to reasons beyond their control.

The computation of Revenue Gap criterion can be stated as follows:

Own Tax Revenue of a State: -       Average of Own Tax Revenue for

2008-09, 2008-09 and 2009-10

Normative Own Tax Revenue: - Own Tax Revenue when tax GSDP

ratio of Highest Middle Income State (presently Karnataka) is applied

to High Income and Middle Income States and 6 percent tax- GSDP

ratio is applied to low income States. If a low income State has actual

tax-GSDP ratio higher than 6 percent, actual is taken. (Category of

States in Table 3)

Per Capita Normative Own Tax Revenue: - Normative Own Tax

Revenue divided by 2011 population

Revenue Gap: - Distance of Per Capita Normative Own Tax

Revenue from the average Per Capita Normative Own Tax Revenue of

three Highest States (Goa, Haryana and Maharashtra)



20

Revenue Gap Share: -  A State’s Revenue Gap as a proportion of

sum of Revenue Gap of all States.

The scaled revenue gap using 1971 and 2011 populations will be

1971 population of the ith State  X ith State ‘s Revenue Gap divided by

1971 population of all States  X Sum of Revenue Gaps of all States

2011 population of the ith State  X ith State ‘s Revenue Gap divided by

2011 population of all States  X Sum of Revenue Gaps of all States

TTTTTable 3.  Cateable 3.  Cateable 3.  Cateable 3.  Cateable 3.  Category of States based on Per capita Gross State Domesticgory of States based on Per capita Gross State Domesticgory of States based on Per capita Gross State Domesticgory of States based on Per capita Gross State Domesticgory of States based on Per capita Gross State Domestic

Product at Current Prices (AProduct at Current Prices (AProduct at Current Prices (AProduct at Current Prices (AProduct at Current Prices (Avvvvverage of 2008-09, 2009-10 anderage of 2008-09, 2009-10 anderage of 2008-09, 2009-10 anderage of 2008-09, 2009-10 anderage of 2008-09, 2009-10 and

2010-11).2010-11).2010-11).2010-11).2010-11).

HIGH  INCOME MIDDLE  INCOME LOW  INCOME

Goa Kerala Chhattisgarh

Haryana Uttarakhand Jammu & Kashmir

Maharashtra Tamil Nadu Jharkhand

Gujarat Andhra Pradesh Madhya Pradesh

Punjab Karnataka Uttar Pradesh

Himachal Pradesh West Bengal Bihar

In the category of Low Income States, actual own tax revenue is

taken as normative tax revenue for Chhattisgarh and Madhya Pradesh

as their tax GSDP ratio is  6.42 and 6.70 percent respectively which is

higher than the 6 percent tax-GSDP ratio taken for other Low Income

States.
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TTTTTable 4.able 4.able 4.able 4.able 4. Normative Own tax Revenue Per capita Gap and Share ofNormative Own tax Revenue Per capita Gap and Share ofNormative Own tax Revenue Per capita Gap and Share ofNormative Own tax Revenue Per capita Gap and Share ofNormative Own tax Revenue Per capita Gap and Share of
States.States.States.States.States.

State Own Tax Own Tax Own Tax

Revenue Revenue Gap Revenue

  Normative   (Rs) Gap Share (%)

Per Capita (Rs)

Goa 18074 0 0

Haryana 8144 3005 2.429

Maharashtra 7231 3918 3.167

Gujarat 6901 4248 3.433

Uttarakhand 6515 4634 3.745

Himachal Pradesh 6456 4693 3.793

Punjab 6409 4740 3.831

Tamil Nadu 6365 4784 3.867

Kerala 6331 4818 3.894

Andhra Pradesh 5294 5855 4.732

Karnataka 5273 5876 4.750

West Bengal 3972 7177 5.801

Rajasthan 2989 8160 6.595

Chhattisgarh 2966 8183 6.614

Odisha 2782 8367 6.763

Jammu & Kashmir 2777 8372 6.767

Madhya Pradesh 2402 8747 7.070

Jharkhand 2317 8832 7.139

Uttar Pradesh 1804 9345 7.553

Bihar 1182 9967 8.056

Average of Own Tax Revenue Per capita of  Goa, Haryana and Maharashtra

is Rs 11149/-



22

TTTTTable 5.able 5.able 5.able 5.able 5. TTTTTax Share of States Based on 1971 Population and Reax Share of States Based on 1971 Population and Reax Share of States Based on 1971 Population and Reax Share of States Based on 1971 Population and Reax Share of States Based on 1971 Population and Revvvvvenueenueenueenueenue
Gap  (Scaled By 1971 Population)Gap  (Scaled By 1971 Population)Gap  (Scaled By 1971 Population)Gap  (Scaled By 1971 Population)Gap  (Scaled By 1971 Population)

State  OTR Gap Population Tax Share
Share Scaled Share

 By 1971

Population

Andhra Pradesh 3.790 8.010 5.900

Bihar 6.250 7.758 7.004

Chhattisgarh 1.418 2.143 1.781

Goa 0.000 0.147 0.074

Gujarat 1.688 4.916 3.302

Haryana 0.449 1.849 1.149

Himachal Pradesh 0.242 0.637 0.439

Jammu & Kashmir 0.576 0.851 0.713

Jharkhand 1.871 2.620 2.245

Karnataka 2.562 5.395 3.979

Kerala 1.531 3.931 2.731

Madhya Pradesh 3.908 5.528 4.718

Maharashtra 2.940 9.282 6.111

Odisha 2.732 4.040 3.386

Punjab 0.956 2.495 1.725

Rajasthan 3.130 4.745 3.937

Tamil Nadu 2.934 7.586 5.260

Uttar Pradesh 11.662 15.440 13.551

Uttarakhand 0.310 0.827 0.568

West Bengal 4.733 8.159 6.446
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TTTTTable 6.able 6.able 6.able 6.able 6.      TTTTTax Share of States Based on 2011 Population and Reax Share of States Based on 2011 Population and Reax Share of States Based on 2011 Population and Reax Share of States Based on 2011 Population and Reax Share of States Based on 2011 Population and Revvvvvenueenueenueenueenue
Gap (Scaled By 2011 Population)Gap (Scaled By 2011 Population)Gap (Scaled By 2011 Population)Gap (Scaled By 2011 Population)Gap (Scaled By 2011 Population)

State OTR Gap Share Population Tax Share

Scaled By 2011  Share

Population

Andhra Pradesh 3.367 7.397 5.452

Bihar 7.027 9.070 7.486

Chhattisgarh 1.419 2.232 1.782

Goa 0.000 0.127 0.061

Gujarat 1.742 5.276 3.381

Haryana 0.517 2.215 1.290

Himachal Pradesh 0.219 0.599 0.409

Jammu & Kashmir 0.714 1.096 0.815

Jharkhand 1.977 2.880 2.320

Karnataka 2.440 5.341 3.850

Kerala 1.092 2.917 2.168

Madhya Pradesh 4.313 6.343 5.004

Maharashtra 2.990 9.818 6.191

Odisha 2.384 3.665 3.128

Punjab 0.892 2.421 1.642

Rajasthan 3.803 5.996 4.448

Tamil Nadu 2.344 6.303 4.498

Uttar Pradesh 12.666 17.438 14.216

Uttarakhand 0.318 0.884 0.580

West Bengal 4.452 7.981 6.204
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 Middle income States benefit when 1971 population is used as a

criterion where as Low income States benefit when 2011 population is

used. Similarly, when 2011 population is used for scaling Revenue Gap,

the share of the Middle Income States falls in contrast to when scaling is

done using 1971 population. Not only does the share of Low Income

States rise but also the share of the High Income States also rises, when

2011 population is used (See Tables 5 and 6). This  needs to be examined

further on the basis of demographic trends in the High Income States

since 1971.

5.  Disbursement of Grants- Some Suggestions5.  Disbursement of Grants- Some Suggestions5.  Disbursement of Grants- Some Suggestions5.  Disbursement of Grants- Some Suggestions5.  Disbursement of Grants- Some Suggestions

Finance Commissions since the Fourth have restricted themselves

to the area of non-plan grants, except for a marginal attempt made by the

Ninth Finance Commission, though the Finance Commissions are not

Constitutionally mandated to do so. In fact, grants by bodies other than

the Finance Commissions are under Article 282 which deals with

“Miscellaneous Purposes”.  The Centrally Sponsored Schemes with rigid

allocation criteria have not only cut into the fiscal space of the States

through requirement of matching contributions but also impeded

operational flexibility needed according to State specific conditions. It

is suggested that the grants under Centrally Sponsored Schemes and

Central Schemes should be progressively phased out. In their place,

grants can be devolved through Finance Commission recommendations

by fixing broad priorities, leaving operational flexibility to States and

local self governments.

Constitutionally, the grant disbursing body is the Finance

Commission. But over a period of time, substantial amount of grants

began to be disbursed by the Planning Commission and the Central

ministries. Flagship programmes in social sector became Centrally

Sponsored with allocation criteria by the Centre. The States are not

getting the needed flexibility considering diversity and State specific

conditions.
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It is suggested that these schemes can be changed in such a manner

that certain nationally acceptable goals are set and operational flexibility

is left to States and local self governments. Sector specific grants can be

disbursed by the Finance Commissions. In social sectors like education

and health, for States lagging behind the Nationally Acceptable Minimum

Standards, (NAMS)  (which can be set based on goals to be achieved at

the national level during a time period), a normative standard of

expenditure can be estimated based on the necessity to achieve the set

standards.  The gap between their actual spending and spending

normatively estimated can be disbursed as grants. These should be block

grants with flexibility of implementation for the States and local self

governments. Outcomes can be periodically monitored by a mechanism

recommended by the Finance Commission.

States which have achieved more progress shall be given

maintenance and upgradation grants based on individual assessment.

Transparent criteria like deficiencies in social and economic criteria can

be laid down for grant disbursement out of this pool. It will be the

backward and low income States that will benefit maximum in such a

scenario.

It is also suggested that an indicative ceiling of overall devolution

of Central resources to the States can be raised from 37.5 percent to 55

percent, so that there is enough space for the Finance Commissions to

recommend sector-specific grants.

If there is still deficit in Balance in Current Revenues (BCR) or the

non-plan revenue account, after tax devolution and normative estimates

of expenditure to meet Nationally Acceptable Minimum Standards, grants

under Article 275 can be granted to make good this gap. But grants

under social and economic sectors by the Finance Commissions need

not be restricted to non-plan account only. Even plan projections can be

included and if Planning Commission provides separate grants, this can
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be netted from the Finance Commission grants for the same sector. For

this to happen, the synchronisation of the Plan period and Finance

Commission award will become necessary. Recommendations to this

effect need to be considered by the Finance Commission.

6. Highlights In lieu of Conclusion6. Highlights In lieu of Conclusion6. Highlights In lieu of Conclusion6. Highlights In lieu of Conclusion6. Highlights In lieu of Conclusion

 The focus of the paper is on issues in horizontal devolution of

divisible pool of the Central taxes and methodology of disbursement of

grants among the States in India by the Finance Commissions.  Besides

this, we have briefly looked into the issues of tax devolution and grant

disbursement to States. The decentralisation to the third tier has not

been part of the province of this paper as it merits a separate discussion.

The process of political and fiscal decentralisation in India has been

complex though these have happened under the same Constitutional

framework over the last six- and half decades. The terms of reference of

the Finance Commissions have expanded in a way that they have to

take upon themselves the task of imposing hard budget constraints,

restricting expansion of public sector and to insulate pricing of public

utilities from policy fluctuations. The paper briefly mentions theoretical

al background of the changing mandates of the Finance Commissions

since the Eleventh, as can be seen from their terms of reference.

 For horizontal tax devolution and grant disbursement normative

criteria have been suggested. For tax devolution Population and Revenue

Gap are taken as the criteria. The latter, which has been explained in the

paper, attempts to equalise the per capita revenues of States. This is

suggested in the place of distance criterion based per capita GSDP of

States, which has been used by the Finance Commissions, as there have

been doubts whether GSDP is the right measure for fiscal capacity of a

State.  While using Revenue Gap criterion, normative per capita tax

revenue is estimated to eliminate perverse incentive for lack of revenue

effort by some States Non tax revenues are excluded as there are wide

variations due to resource bases of States.  Methodology for grant
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disbursement has been suggested so that each State can achieve

Nationally Accepted Minimum Standards through social sector spending.

The aim of the suggestions is to keep the criteria for horizontal

devolution of taxes, from divisible pool of the Centre, simple and ones

which would address the fiscal need and fiscal capacity of a State. As far

as cost disabilities are concerned, it is felt that they can be determinants

for specific grants.  The paper suggests that the methodology of grant

disbursement needs to be streamlined with objective criteria.
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