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ABSTRACT

The paper proposes to analyse the vertical fiscal imbalances
between the Centre and the States in India in the context of monitorable
fiscal reforms, which have been an important part of the Terms of
Reference and recommendations of the Union Finance Commissions
since the 11™, Tt is felt that the conditionalities imposed by the Finance
Commissions have resulted in asymmetric burden of fiscal consolidation
falling on the States via-a-vis the Centre. This would be further
exacerbated if the recommendations of the Fiscal Responsibility and
Budget Management (FRBM) Review Committee (2017) are
implemented. The study finds that vertical fiscal imbalances between
the Centre and the States have worsened during the recent past. An
important aspect sought to be highlighted here is that despite degree of
political centralisation coming down during the 1990s and first decade

of the 2000s, fiscal centralisation has gathered strength.
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Background

The Finance Commissions (FCs) are constituted quinquennially
by the President of India as required under Article 280 of the Constitution
of India. The FCs are mandated to a) recommend the share of taxes
collected by the Union, which are to be distributed to the States! , b)
recommend grants-in-aid to States which are in need and c) suggest
formula for distribution of the share of taxes across the States. The
provisions relating to FCs in the Constitution (Articles 280 and 275) are
important pillars of fiscal federalism in India. The need to share resources
between the Union and the States arose from the traditional economic
principles of ameliorating a) the vertical fiscal imbalances between the
Union and the States and b) the horizontal fiscal imbalances between
the States?.

The purpose of having FCs as constitutional bodies is to ensure
that the transfer of taxes and grants (other than grants under Article 282
dealing with Miscellaneous Financial Provisions) is done in a fair and

predictable manner so as to reduce the asymmetry in the fiscal relations

1 It is based on the recommendations of the FC that the President prescribes
the share of taxes to be distributed to the States, in accordance with Article
270, which states “Such percentage, as may be prescribed, of the net proceeds
of any such tax or duty in any financial year shall not form part of the
Consolidated Fund of India, but shall be assigned to the States within which
that tax or duty is leviable in that year, and shall be distributed among those
States in such manner and from such time as may be prescribed in the
manner provided in clause (3) In this Article, “prescribed” means,—(ii)
after a Finance Commission has been constituted, prescribed by the President
by order after considering the recommendations of the Finance Commission.”

2 In this paper we focus only on the vertical fiscal imbalances and horizontal
fiscal imbalances are not discussed.



between the Centre and the States consequent to limited revenue raising
powers and larger expenditure obligations of the latter. Though it is an
important part of the federal structure, it should be noted that in the
Indian context, the FCs are constituted by the Central Government, and
the States who are the major stakeholders are not consulted. While
constituting the FCs every quinquennium, Terms of Reference (ToR)
for their consideration are issued through a Presidential notification. In
doing this, the President is bound by the advice of the Union Council of
Ministers under Article 74 of the Constitution. The recommendations of
the FCs are presented to the President, and they are be laid before each
house of the Parliament along with a report of action taken on the same, as

required under Article 281 of the Constitution which stipulates that

"The President shall cause every recommendation made by the
Finance Commission under the provisions of this Constitution together
with an explanatory memorandum as to the action taken thereon to be

laid before each House of Parliament."

One important aspect in the Constitution that does not ensure the
status of a neutral arbitrator for the FCs is that it would be possible for
the President not to accept part or whole of the
recommendations of the FC. In this, the President is bound to
act under the advice of the council of ministers in accordance

with the provisions of Article 74 which states

"There shall be a Council of Ministers with the Prime Minister at
the head to aid and advise the President who shall, in the exercise of his

functions, act in accordance with such advice"

In effect, the Centre has the implicit power not to accept the
recommendations of the FC. But so far, all substantial recommendations

3. The President can require the council of ministers to reconsider such advice,
either generally or otherwise, but shall act in accordance with the advice
tendered after such reconsideration. This is the position after the 44"
constitutional amendment.



of the FCs have been accepted, and this is an indicator of the credibility

of the institution.

The word federation does not find a mention in the independent
India's Constitution, unlike in the Government of India Act, 1935.
However, most of the fiscal provisions of the Constitution are the same
as the ones in the Government of India Act, 1935 (Gulati and George
1988). Here, it is pertinent to note that the word 'devolution' is not used
in Article 280 of the Constitution. The wordings are "distribution between
Union and the States, the net proceeds of taxes, which are to be divided
between them". The word 'devolution' means 'the transfer or delegation
of power to a lower level, especially by Central Government to local or
regional administrations'. It is clear that the different tiers of government
having larger and smaller jurisdictions are not envisaged as higher and
lower ones under the constitution. But in the literature of fiscal
federalism, the word 'devolution' is commonly used in the Indian and
international contexts. The word devolution has been consciously
avoided by the founding fathers of the Constitution as the hierarchical
position of governments of differing jurisdictions was considered as

alien to the federal spirit inherent in the Constitution.

However, in the fiscal and other domains, the spirit of federalism
has not been adequately reflected in many actions over the period of
time. The preponderance of discretionary grants, imposition of
conditionalities by the FCs, shrinking size of the divisible pool of taxes
etc. are some illustrative examples of this trend. In this context, it is
proposed to look at the ToR of the FCs since the 11, their
recommendations and their impact on the State finances*. The FCs
since the 11" have recommended a share of all taxes collected by the
Union to the States as a consequence of the 80™ constitutional

amendment and are hence comparable. This was not the case till the 10

4 For a comparative study of earlier FCs , see Gulati and George (1988) and
Vithal and Sastry (2000).



FC when only personal income tax and central excise duties were
shareable. The 80™ constitutional amendment was a consequence of
the recommendations of the 10t FC, which was a recognition of the

long-standing demand of the States.

In this study, we discuss the impact of the expanding role of the
FCs in recommending disincentives and incentives to the States for
implementing fiscal reforms based on deficit targeting, the
recommendations of the Fiscal Responsibility and Budget Management
(FRBM) Review Committee (2017), alternative approach to debt and
deficit targeting, implications of the items in ToR of 15™ FC on fiscal
targets and the trends in vertical fiscal imbalances between the Union
and the States.

2. The Expanding Role of the FCs - Implementing Monitorable
Fiscal Reforms

Article 280 of the Constitution mandates the following:

(1)  The President shall, within two years from the commencement of
this Constitution and thereafter at the expiration of every fifth
year or at such earlier time as the President considers necessary,
by order constitute a Finance Commission which shall consist of a

Chairman and four other members to be appointed by the President.

(2)  Parliament may by law determine the qualifications which shall
be requisite for appointment as members of the Commission and

the manner in which they shall be selected.

(3) It shall be the duty of the Commission to make recommendations

to the President as to-

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

the respective shares of such proceeds;



(4)

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

[(bD) the measures needed to augment the Consolidated Fund of
a State to supplement the resources of the Panchayats in the
State on the basis of the recommendations made by the Finance

Commission of the State; ]

2[(c) the measures needed to augment the Consolidated Fund of
a State to supplement the resources of the Municipalities in the
State on the basis of the recommendations made by the Finance

Commission of the State; |

3[(d)] any other matter referred to the Commission by the President

in the interests of sound finance.

The Commission shall determine their procedure and shall have
such powers in the performance of their functions as Parliament

may by law confer on them.

The primary role of the FCs is to recommend a share of net

proceeds’ to the States, (which would be considered by the President

before prescribing the share) and how it should be distributed among

the States. In addition, the FCs are to make recommendations on the

principles governing grants-in-aid to the States in need. The expanding

role of the FCs with regard to fiscal reforms and their monitoring by

linking them to grants, and debt relief is based on provisions of 3(d) of
Article 280.

The FCs since the 11™ have given a very important place to this.

Examination of the ToR and the recommendations of the FCs would

Net proceeds are Gross Tax Revenues of the Union less surcharges, cesses
and cost of collection of taxes. Article 279 of the Constitution mentions
about Net Proceeds.
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clearly reveal how their focus is increasingly shifting to being facilitators

of fiscal reforms based on deficit and debt targetting.
The 11" FC

The original ToR of the 11" FC mandated it to "review the state
of finances of the Union and the States and suggest ways and means by
which the governments, collectively and severally bring about a
restructuring of the public finances so as to restore budgetary balance
and maintain macro economic stability" (Paragraph 4 of the Presidential
Notification dated July 3, 1998).

An additional ToR was given vide Presidential Notification on
April 28,2000, "In particular, the Commission shall draw a monitorable
fiscal reforms programme aimed at reduction of the revenue deficit of
the State and recommend manner in which the grants to the States to
cover their assessed deficit in their non-plan revenue account may be

linked to the progress in implementing the programme"

The additional ToR substantially changes the intent from 'fiscal
reforms collectively and severally by the Union and the States' to

'eliminating deficits in the non-plan revenue account by the States'.

Most of the States contended that the additional ToR without
consulting them was against the spirit of cooperative federalism®. As
the 11% FC itself noted, deficits can emerge in the States due to factors
beyond their control and due to policies of the Centre. But the 111 FC
in its second report recommended withholding of 15 percent of non-
plan revenue deficit grants and made its disbursement conditional on
achieving the aims of monitorable fiscal reforms programme by the
respective States. Even States which were not initially assessed to have

non-plan revenue deficit were made eligible for incentive grants on

6 For a discussion on cooperative federalism, see Inmam and Rubinfeld
(1997).
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achieving prescribed growth rates in tax and non-tax revenues and

controlling expenditure on salary, interest and subsidies.

The withholding of statutory grants under Article 275 and giving
a part of them as incentive grants to States which had an assessed surplus
in non-plan revenue account, goes counter to the intent of Article 275
of the Constitution, under which the FCs recommend grants. Article
275(1) clearly mentions "States in need of assistance" and grants under
this provision cannot be withheld and utilised for incentivising States,

which the FC has assessed as not needing assistance."

"275. (1) Such sums as Parliament may by law provide shall be
charged on the Consolidated Fund of India in each year as grants-in-
aid of the revenues of such States as Parliament may determine to be in

’

need of assistance, and different sums may be fixed for different States’

There was a dissenting note to this recommendation of the 11t
FC by one of its members, Amaresh Bagchi. Paragraph 4 of the note
clearly states that

" I do not think there can be any circumstance under which a
grant under Article 275, recommended by the Commission in its main
report, and already accepted as per the ATR” , can be given to a State,

which as per assessment, is not in deficit"

Apart from the constitutional issue, the additional ToR and
recommendation of the 11th FC to withhold 15 percent of Article 275
grants and link it with achievements in monitorable fiscal reforms
programme went against the spirit of cooperative federalism, as pointed
out by many States. Fiscal monitoring should have been done outside the
FC sthrough consultative mechanism between the Centre and the States
and not by imposing asymmetric burden of conditionalities on the States,

who are to be equal partners with the Centre in the development process.

7 Action Taken Report on the recommendations of the FC presented in the
Parliament.
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The imposition of conditionalities by the 11! FC has been carried
on by the successive FCs. As a consequence, not only the fiscal space of
the States has been constrained, but also the basis of cooperative
federalism challenged. We will now analyse how 12 to 14" FCs
considered this issue before looking at the ToR of the 15" FC3.

Approach of the 12" to 14" FCs

The 12" FC viewed that the practice of withholding non-plan
revenue deficit grants was not desirable as it widens the revenue deficits
of the States. Instead, it recommended passing of FRBM Acts by the
States and recommended that revenue deficits should be eliminated by
2008-09. The debt relief package recommended was linked to passing
of FRBM Acts, and the eligibility for write off scheme was achieving
the recommended revenue deficit targets. The 12 FC also suggested
that external assistance should be passed on to the States under the same
conditions and not at a higher interest rate after splitting it into 70
percent loans and 30 percent grants as was done till then. This was a

positive sign as it resulted in lower interest burden for the States.

The 13 FC considered the disruptions in the revenue account of
the States due to the impact of global economic slowdown and
recommended that the States should eliminate revenue deficits by
2014-15 and maintain fiscal deficit at 3 percent of the Gross State
Domestic Product (GSDP). It also recommended that the Centre and the
States should bring down the debt - GDP ratio to 45 percent to 25
percent respectively by 2014-15. It further imposed the conditionality
that State-specific grants would be released only if the States enacted
the FRBM Acts to build in the fiscal reform path worked out by in its
recommendations.

8 The 14" FC award period is 2015-16 to 2019-20. Budget actuals are available
only up to 2016-17. For 2017-18 and 2018-19 Revised and Budget Estimates
respectively are available.
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The 14™ FC took a different approach by allowing States which
achieve zero revenue deficit and limit interest payment to 10 percent of
their revenue receipts to borrow additional 0.5 percent of GSDP over

and above the 3 percent limit.

It can be seen that the implementation of fiscal reforms programme
has been an important part of the recommendations of the FCs since the
11", though the approach has varied. But, the issue raised by the States
before the 111 FC that it goes against the principle of cooperative
federalism persists. Since FCs cannot impose any conditionalities on
the Centre, the burden of fiscal consolidation would always fall
asymmetrically on the States. It is here that the monitorable fiscal reforms
being suggested by a joint body of the Centre and the States like the
Inter-State Council, which is constituted in accordance with Article 263
of the Constitution, becomes relevant. Uniform deficit and debt targets
suggested for States by the FCs need reconsideration as suggested by
Punchi committee report on Centre-State relations (2010). The issue of
incentives and disincentives for the Centre and the States needs to be
deliberated jointly instead of FCs imposing them only on the States.
This asymmetry is clearly visible, if the revenue and fiscal deficits of
the Centre and the States are analysed (Table 1 and Figure 1, Table 2,
Figure 2).

Table 1: Central and States' Revenue Deficit -GDP Ratios (%)

Period Central All States
11t FC 3.66 2.16
12th FC 3.03 -0.20
13th FC 3.51 -0.01
14t FC 2.35 0.13

Source: Budget Documents of the Union and State Finances: A Study

of the Budgets, Reserve Bank of India, various issues.
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Figure 1: Central and State Revenue Deficit -GDP Ratios- 11t" to 14th
FC
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Source: Budget Documents of the Union and State Finances: A Study

of the Budgets, Reserve Bank of India, various issues.

Table 2: Central and States' Fiscal Deficit-GDP Ratios (%)

Period Central All States
11th FC 5.08 3.91
12th FC 4.46 2.21
13th FC 4.84 2.16
14t FC 3.55 3.08

Source: Budget Documents of the Union and State Finances: A Study

of the Budgets, Reserve Bank of India, various issues.

Figure 2: Central and States' Fiscal Deficit -GDP Ratios- 11t to 14t
FC
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It can be seen from the above discussion that the disincentives
for exceeding deficit targets recommended by the FCs and accepted by
the Centre have succeeded in compelling the States to adhere to the
targets stipulated in the FRBM Acts. But there has been no fiscal
consolidation at the Central level. The spirit of Article 280(3)(d)
mandating the FCs to make recommendations in the interests of sound
finance has not had the intended effect due to this asymmetry. In short,
the path followed by the 111 to 13" FCs in providing for conditionalities
for achieving fiscal reforms at the State level has not helped in fiscal
consolidation at the overall government level due to Centre not adhering
to deficit targets. Since FCs cannot impose conditionalities on the
Centre, it is better that this disincentive system for fiscal targets be done
away with. Instead, the FCs can make recommendations for fiscal
consolidation for both the Centre and the States and it should be left to
a joint deliberation by a constitutional body like the Inter-State Council,
which should suggest disincentives and incentives both for Centre and
the States. This can be included in the ToR of the FCs in such a manner
that "the FC shall make recommendations to the President on matters
under Article 280(3) (d) for causing it to be placed before the Inter-State
Council". If necessary, an amendment to the constitutional provision of
Article 280(3)(d) can be considered.

3. Report of the FRBM Review Committee (2017) - Likely Impact

It is pertinent to note that this trend in asymmetry will be
exacerbated if the recommendations of the FRBM Review Committee
(2017) are implemented. The committee has recommended that the fiscal
deficit -GDP ratio of the Centre should be reduced to 2.5 percent and
that of the States to 1.7 percent by 2022-23 and 2024 -25 respectively.
The reason stated for the lower fiscal deficit target set for the States is
that deficit in primary balances (fiscal deficit net of interest payments)

is more for the States than the Centre (Figure 3).
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We have already seen that States have almost eliminated revenue
deficits in the post-FRBM scenario and the entire fiscal deficit is due to
capital spending. Though the primary balances of the States have worsened
in comparison to the Centre in the recent period (Figure 3), it should be
taken note of that this is due to higher capital spending by the States.
Constraining the fiscal space of the States further, based on recommendations
of the FRBM Review Committee, would not only result in reduction of
capital expenditure of the States, but also accentuate the asymmetry in burden
of fiscal consolidation between the Centre and the States.

Figure 3: Primary Deficit -GDP Ratios of Centre and the States-
2000-01 to 2018-19

.00
3.00
.00
1.00
0.01

Lo0 o ¢ 0

- R S I T -~ I R SR R )
S S G & o G o0 @b e T T a7 o W e Y o
R e e

—— Central PO/ GDP —— SlEtes FO/GDF

Source: Budget Documents of the Union and State Finances: A Study

of the Budgets, Reserve Bank of India, various issues.

Other pertinent points in the recommendations of the FRBM

Review Committee to be examined in the Indian context are:
The basis for fixing ratio of 2.5 percent FD- GDP Ratio

The committee has followed the earlier methodology which fixed
3 percent each for the Centre and the States®. The basis of fixing the
ratios is as under:

9 Here, the target for the Centre is 3 percent of GDP and that of the States 3
percent of GSDP. The total of all GSDPs is less than GDP as Union Territories
and National Capital Region of Delhi are excluded. In short, all States fiscal
deficit would be less than 3 percent of GDP. In the FRBM Review Committee
Report (2017), fiscal deficit of Centre and all States are expressed at 2.5
percent and 1.7 percent of GDP.
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Total savings available for borrowing is taken at 10 percent and
the space is equally apportioned for government and private sector (as
against the earlier 60:40 ratio). It should be noted that, though the 5
percent space is to be divided equally between the Centre and the States,
the glided path of fiscal deficit - GDP ratio is fixed at 1.7 percent for
States, as they have more imbalanced primary accounts. These targets
are to be achieved as the debt - GDP ratio of Centre and the States
together is to be anchored to 60 percent by 2022-23.

Since the Centre's fiscal deficit - GDP ratio is targeted at 2.5 percent
and for all States at 1.7 percent,0.8 percent of the 5 percent fiscal space

would be left unutilised by the government sector.

In fixing this ratio, what has not been taken into account is that
there are circumstances when business confidence is low, the private
sector may not utilise the remaining 5 percent space left for it. Under
such economic conditions, additional the government sector borrowing
and spending would have a crowding in impact. This can propel a higher
economic growth and can result in increasing per capita incomes.
Depending on marginal propensity to consume among various income
groups, the ratio of savings to total output would also go up. The
exceptional circumstance mentioned in the committee report of
economic growth rate falling by 3 percent from the average of preceding
three quarters, is too stiff a target and effectively prevents counter cyclical

fiscal policy when there is slowdown of economic growth.
Impact on State Finances

The FRBM committee report is appreciative of the fiscal
consolidation achieved at the all States level in the post- FRBM period
and has noted that deficit targets have been achieved by rich and poor
States without a difference. However, the points not taken into

consideration are:
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i) The buoyant growth of VAT revenues during the period till 2013-
14 considerably slowed down and reached a low point of
practically no growth during 2015-16 for certain States. The
uncertainties associated with implementation of GST will affect

buoyancy of own tax revenues of States at least in the short run.

ii) The expenditure commitments of the States due to
implementation of pay commission recommendations in the face
of stagnant own tax revenues would work against fiscal

consolidation.

iii)  Though there has been higher tax devolution at 42 percent
consequent to the 14t FC recommendations, there has been
restructuring of grants and the effective fiscal space of the States

have not expanded as expected.

The present all States' debt - GSDP ratio is at 22-23 percent and
Centre's debt GDP ratio is at 47-48 percent. A substantial correction, if
any, is called for at the Central and not at the States level. This can be
seen from the actual and target deficit ratios for the States and the Centre
in Table 2.

The committee elaborates on the question of credibility before
international credit rating agencies. As pointed out in the note of dissent
by the Chief Economic Advisor, Government of India, the credibility of
India is quite high, as it has not defaulted on debt, even during the 1991
foreign exchange crisis period.

For getting a rating, which is fickle and can change when
speculations ride the financial markets, is it worth to comprise the
development efforts of a country is the pertinent question. Constitutional
obligations of a welfare state cannot be made secondary to valuation by
creditrating agencies, whose methods are often not only non- transparent

but also questionable.
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These issues need a very serious consideration, lest the State
finances should be hamstrung during the next decade. A reduction of
States' FD - GDP ratio to 1.7 percent would have deleterious impact on
capital spending needed to bridge the infrastructure deficit. The
suggested debt anchor to 60 percent and corresponding gliding down
of fiscal deficit ratios by the FRBM committee is nothing but a
resurrection of pre - Keynesian fiscal orthodoxy nomenclatured as

"British Treasury View" of a balanced budget.

When the trends in deficits of the Centre and the States are looked
at, it is clear that the deficits have been contained much more at the all
States level than at the Central level (Tables 1 and 2, Figures 1 and 2).
The portion of borrowings being spent for current expenditure is also
much higher for the Centre when compared with all States. Still, the
FRBM Review Committee has suggested a marked cut in fiscal deficit
-GDP ratio for the States as against that of the Centre. Presently, the
ratio of borrowings and liabilities'® of Centre and the States together is
at 74.02 percent, with the Centre having 50.30 percent and the States
23.72 percent respectively .

As already pointed out lower targets of fiscal deficit -GDP ratio
recommended by the FRBM Review Committee would result in reducing
the capital expenditure -GDP ratio of all States and this would have
adverse consequences on economic growth. Hence, an alternative fiscal
consolidation path, which would leave the capital expenditure of the
States without being lowered and at the same time Centre adhering to
existing FRBM targets is suggested as an alternative to the

recommendations of the FRBM Review Committee.

10 Borrowings and liabilities are larger than debt as they include certain deposits
and inter - government remittances, which actually form part of
governments’ liabilities.
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Table 3: Borrowings and Liabilities -GDP Ratio for Centre
Projections till 2024-25

Year GDP FD B&L B&L/GDP
(Rs. crore) (Rs. crore) (Rs. crore) (%)

2017-18 16995686 594849 8232050 48.44

2018-19 19035168 628160 8860211 46.55

2019-10 21319388 703539 9563750 44.86
2020-21 23877715 787964 10351715 43.35
2021-22 26743041 882520 11234235 42.01
2022-23 29952205 988422 12222658 40.81
2023-24 33546470 1107033 13329692 39.74
2024-25 37572046 1239877 14569569 38.78

Source : Author's estimates

Table 4: Borrowings and Liabilities -GDP Ratio for all States till

2024-25
Year GDP FD B&L B&L/GDP
(Rs. crore) (Rs. crore) (Rs. crore) (%)
2017-18 16995686 594849 3996083 23.51
2018-19 19035168 628160 4437971 23.31
2019-20 21319388 703539 4932885 23.14
2020-21 23877715 787964 5487189 22.98
2021-22 26743041 882520 6108010 22.84
2022-23 29952205 988422 6803329 22.71
2023-24 33546470 1107033 7582086 22.60
2024-25 37572046 1239877 8454294 22.50

Source : Author's estimates
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In this alternative scenario, Centre and the States would adhere to
3.3 and 3 percent fiscal deficit to GDP and GSDP respectively!!. The
nominal GDP growth rate from 2018-19 to 2024-25 is assumed at 12
percent (7.5 percent real GDP growth rate and 4.5 percent inflation). The
Borrowings and liabilities to GDP ratio for the Centre and the States
would stabilise at 59.88 percent of GDP, in which the share of the Centre
and the States would be 38.78 percent and 22.50 percent respectively.

The purpose of fiscal consolidation is not merely deficit targeting,
but how it is achieved also. In this context, it is quite relevant that the
burden of fiscal consolidation should not be asymmetrical between the
Centre and the States, as the expenditure obligations in social and

economic sectors is much more on the States rather than on the Centre.

If the intent of the Article 280(3)(d) is to be made a reality, the
present method of disincentives adopted by the FCs need to be changed.
It is pertinent to cite here the relevant part of the dissent note to the
report of 11! FC by Amaresh Bagchi:

".... fiscal discipline all round and not in States alone and such
fiscal discipline calls for coordination in fiscal management between
Centre and the States but as equal partners in which Centre pledges
not to take any action unilaterally that adversely impacts the State
budgets in a big way and is obligated to compensate them in such
eventualities. Such conditionality can be effective only if conducted by
a high-level committee. This committee can identify the monitorable
measures, which, in my view shall focus primarily on fiscal and revenue
balances of the governments, and if thought fit, also go into such matters
as compliance with accounts keeping and reporting in which several
States are found to be in default for long periods." (Paragraph 19, Page
14 under Concluding Observations of the Dissent Note, Report of the
11" FC on Additional Terms of Reference)

11 3 percent of GSDP of all States would approximately work out to 2.6
percent of GDP
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4. The ToR of the 15th FC'? - Likely Impact

Given this context, we need to examine what the ToR of the 15%
FC intends with regard to monitorable fiscal reforms. From the ToR, it
can be seen that not only the process of disincentives and incentives
would continue, it would also get added vigour and whatever the
movement away from disincentives, which the 14" FC had

recommended would also get reversed.

Review of Post -Devolution Revenue Deficit Grants

The ToR 5, of the 15" FC mandates it to

"The Commission shall review the current status of the finance,
deficit, debt levels, cash balances and fiscal discipline efforts of the
Union and the States, and recommend a fiscal consolidation roadmap
for sound fiscal management, taking into account the responsibility of
the Central Government and State Governments to adhere to appropriate
levels of general and consolidated government debt and deficit levels,
while fostering higher inclusive growth in the country, guided by the
principles of equity, efficiency and transparency. The Commission may

also examine whether revenue deficit grants be provided at all.”

The last sentence in the above quote mandates the 15™ FC to
recommend whether there should be Revenue Deficit (RD) grants at all.
Till the 14t FC, post-tax devolution deficit grants under Article 275,
were called Non - Plan Revenue Deficit (NPRD) Grants. This was a very
important source of flexible part of central devolution and a means for
augmenting Consolidated Fund of the States. The 14" FC awarded RD
grants taking a holistic view of plan and non - plan revenue expenditure
(which anyway has been done away at Central level since 2017-18).

When the State finances are likely to be stressed in the immediate future

12 The Terms of Reference of the Commission has been issued vide notification
Number S.0.3755(E). dated 27th November, 2017.
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due to a) pay commission awards, b) problems in implementation of
GST, ¢) need for spending in social and economic sectors and d) interest
liabilities on Ujwal Discom Assurance Yojana (UDAY) bonds, the
above ToR is a retrograde step and would severely strain the State
finances. There is also constitutional issue that is arising here. Article
280 (3) (b) States that it shall be duty of the FC to make recommendations
on the principles governing grants in aid of the States out of the Consolidated
Fund of India. The grants in aid recommended are charged expenditure to
the Consolidated Fund of India as per Article 275 of the Constitution. The
constitutional provision of making recommendations in principles of
recommending grants-in-aid does not allow the FC to make a review as to
whether revenue deficit grants should be provided at all. In view of the
specific mandate in Article 280(3) (b) of the Constitution, the ToR 5
appears to have overstepped the constitutional mandate.

Restrictions on Borrowing

The ToR mandates recommending conditions that Government
of India (Gol) may impose on States while providing consent under
Article 293(3) of the Constitution (for market borrowings). Already
FRBM Acts have been passed by the Centre and the States and limits for
borrowings specified are specified therein. Why further conditions should
be specified? It is obviously a move to further restrain the borrowings
and constrain the fiscal space of certain States. The Chairman of the 15%
FC, while heading the FRBM Review Committee, had recommended a
debt -GDP limit of 60 percent (40 for the Centre and 20 for the States).
The need to fix debt- GDP ratio at 60 percent is not based on very valid
grounds. Reinhart and Rogoff (2010) had suggested this ratio for
emerging market economies is with substantial external debt. In the
Indian context, the external debt is less than 6 percent of the total debt
and the conclusions of Reinhart and Rogoff(2010) cannot be stated to

have application.
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5. Vertical Fiscal Imbalance - Trends from 11* to 14" FCs

Vertical fiscal imbalance between the Centre and the States arise
due to the larger expenditure obligations, especially in the social sectors
like education and health falling on the States and more buoyant revenue
sources remaining with the Centre, as per the constitutional division of
powers. The mandate of the FCs as per the provisions of Article 280 of
the Constitution is to ameliorate the vertical fiscal imbalances by
suggesting distribution of a prescribed percentage of the net proceeds
of the Union taxes. The 10 FC recommended that all taxes of the
Union should be shareable with the States and the recommendation was
accepted by the 80" constitutional amendment!3. The percentage of
Net Proceeds of taxes recommended by the FCs and prescribed by the
President from 11" to 14! and its gap with the share of Gross Tax
Revenue (GTR) of the Union is given in Table 5.

Table 5: Prescribed Percentage of Union Taxes shareable with the

States
FC Prescribed percent Share of Gap
) Net Proceeds of GTR of 4)=(3)-(20
Union Taxes the Union
shareable 3)
(2

11t 29.5 26.97 2.53

12th 30.5 26.32 4.18

13t 32 28.24 3.76
14th 42 34.13 7.87

Source: Reports of the FCs and Union Budget Documents * upto 2016-

17 for which budget actuals are available

13 Till the 80th constitutional amendment, only personal income tax was
shareable under Article 270 and Union Excise Duty was shareable under
Article 272, by an act of Parliament.
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It can be seen that as the share recommended by the FCs went up
from 11™ to 14, the gap between the prescribed percentage of Net
Proceeds and that of the GTR went up. This implies that the size of the
divisible pool of the taxes is becoming smaller due to increasing share
of surcharges and cesses which are not shareable with the States. As
already mentioned net proceeds is GTR less surcharges and cesses and
cost of collection. Since cost of collection has stagnated and declined
below 1 percent!# the increasing gap is due to the rising share of

surcharges and cesses in GTR (Table 6).

Table 6: Share of Surcharges and Cesses in GTR

Year Gross Tax Surcharges B)asa%
) Revenue (GTR) and Cesses of (2)
(2) Rs. crore (3) Rs. crore

2011-12 889176 57498 6.47
2012-13 1026234 59569 5.80
2013-14 1138733 66411 5.83
2014-15 1244884 74399 5.98
2015-16 1455648 82510 5.67
2016-17 1715822 110710 6.45
2017-18 RE 1946119 139261 7.16

Source: Budget Documents of the Union.

It should also be taken note of that despite increase in share of Net
Proceeds recommended for distribution to the States by the FCs, the
vertical imbalance between Centre and the States as proxied by the gap
between States' total expenditure and States' Own Tax Revenue with
and without Central tax devolution has risen since 2015-16. (Tables 7

and 8). The higher share of devolution has not been ameliorating the

14. Income tax Time series data in www.incometaxindia.gov.in
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rising gap between revenue and expenditure of share of States as can be

seen from the rising post-devolution gap in the recent period.!>

Table 7: Pre- and Post- Devolution Imbalance between Centre and

the States
(% of GDP)
States' |Central | Total | State Pre Post
Year Own Tax |Transfers| State |Expen- | Devo- | Devo-
Revenues| Tax Tax diture | lution | lution
Devo- | Revenues Gap Gap
lution

2000-01 5.36 2.39 7.75 14.09 | 8.72 6.34
2001-02 5.41 2.27 7.68 14.48 | 9.07 6.81
2002-03 5.53 2.21 7.75 1427 | 8.74 6.52
2003-04 5.62 2.37 7.99 15.13 | 9.51 7.14
2004-05 5.84 2.47 8.31 1434 | 8.5 6.03
2005-06 6 2.6 8.59 14.14 | 8.15 5.55
2006-07 6.13 2.85 8.98 14.42 | 8.29 5.44

2007-08 5.56 3.08 8.64 13.34 | 7.78 4.7
2008-09 5.51 2.88 8.39 13.84 | 8.33 5.45
2009-10 5.81 2.59 8.4 1476 | 8.95 6.36

2010-11 6.15 2.87 9.02 14.01 | 7.86 5

2011-12 6.43 2.88 9.31 13.98 | 7.55 4.67
2012-13 6.72 291 9.63 14.29 | 7.57 4.65

2013-14 6.3 2.8 9.1 14.4 8.1 5.3

2014-15 6.3 2.7 9 15.6 9.3 6.6

2015-16 6.2 3.7 9.9 16.4 10.2 6.5

2016-17 6 4 10 17 11 7

Source: Indian Public Finance Statistics and State Finances: A Study of

the Budgets, Reserve Bank of India, various issues.

15 While computing vertical imbalances, grants are not considered as only less
than 10 percent of the grants are flexible resources and balance is tied to
specific criteria.
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Table 8: Pre and Post-Devolution Imbalance- FC wise

(% of GDP)
FC States'|  Central States' Pre- Post
Period OTR Tax Expen- | Devol- | Devolution

Devolution | diture | ution Gap Gap
11t 5.55 2.34 14.46 8.91 6.57
12t 5.80 2.80 14.10 8.30 5.50
13t 6.38 2.83 14.57 8.08 5.24
14t 6.10 3.85 16.70 10.60 6.75

Source: Indian Public Finance Statistics and State Finances: A Study of

the Budgets, Reserve Bank of India, various issues.

The pre and post-devolution imbalances between the Centre and
the States showed a decline from the time period of 11t to 12" FC. Both
OTR-GDP ratio of States and Central tax devolution GDP ratio improved
while States' expenditure- GDP came down. States' OTR rose during
13t FC period, while Central tax devolution - GDP ratio showed a very
minor rise of 0.03 percent. States' expenditure rose by 0.47 percent.
During the 140 FC period, Central tax devolution and States' expenditure
ratios to GDP rose by 1.02 percent and 2.13 percent respectively, while
States' OTR-GDP ratio declined by 0.28 percent. But the pre and post-
devolution imbalances worsened. During this period States lost plan
grants and had to incur a higher share in most of the Centrally Sponsored
Schemes (CSS)'®.

The above discussion clearly brings to the fore the fact that the
FCs have been expanding in their role as incentivisers for
implementation of fiscal reforms, but have not been able to reduce the
vertical fiscal imbalance between the Union and the States, which is

their traditional role in ameliorating the fiscal inequities between

16 Since 2015-16, formula based plan grants known as Gadgil formula grants
have been stopped. The Central share in core schemes in CSS has been
reduced to 60 percent instead of 75 percent prior to 2015-16.
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governmental jurisdictions. In addition to rising post-devolution vertical
fiscal imbalances, the burden of fiscal consolidation has fallen
asymmetrically on the States. The incentives based monitorable fiscal
programme have not been able to achieve fiscal consolidation at the

Central level.
6. Political and Fiscal Federalism - Issues to be Highlighted

Indian fiscal federalism is a part of the Indian political federalism,
which has had a changing course since independence. But it has not
always followed the trends in Indian political federalism of which it is a
part. To examine this, let us briefly examine the trends in political

federalism since the 1950s.

To state in brief, there are four distinct phases in Indian political
federal history. The initial phase from 1950-1967 was one in which a
single party, the Indian National Congress dominated the power at Central
and State levels, barring a brief interlude in Punjab and East Patiala
States Union (PEPSU) in 1953 and in Kerala in 1957-59. Though the
issues like freight equalisation of coal which removed the comparative
advantage of resource base of the States like West Bengal, non-sharing
of corporation tax did come up, these could be resolved through the
intra-ruling party negotiations, and did not take the litigation route.
The national and State leaderships were both quite powerful and had
popular bases. The second phase was a short one (1967-69), in which
opposition parties formed governments in nine States. Most of the
experiments, except that in Tamil Nadu were short lived. However,
during this period, voices were raised for restructuring Centre-State
relations and the report of the Rajamannar committee (1971) appointed
by the Government of Tamil Nadu was notable. However, during the
1970s, these trends were reversed, and there were strong centralising
trends. But this time, the power and influence of the national leadership

completely overshadowed the States' leadership. However, the 1980s
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saw the era of conclave politics and the voice for restructuring Centre-
State relations becoming more strident than in the past. This led to the
appointment of the Sarkaria commission to study the Centre-State

relations,though its recommendations remained largely unimplemented.

The 1990s to 2014!7 witnessed a period of political
decentralisation with coalition governments at the Centre. But during
the same period, in the fiscal side, centralising trends gathered strength
with harmonisation of tax rates by introduction of Value Added Tax in
which committee of State finance ministers agreed to have harmonious
rates, announcing of Goods and Services Tax (GST) with uniform rates
and the Centre increasingly spending on the items in the State List
through CSS. The asymmetry in burden of fiscal consolidation, which is
a clear indicator of fiscal centralisation gathered momentum during this
period, despite the lower political centralisation. This calls for the need
to address issues of fiscal federalism with the focus it requires as it has

showed contrarian trends to that in the political realm.
7. Concluding Observations

Though federalism is part of the basic structure of Indian
Constitution, there are marked unitary features in the Constitution itself.
The political framework has also strengthened the unitary tendencies.
The period taken for analysis is from 2000-01 to 2016-17, during which
the 11 to 14t FCs have given their awards. In the political arena, there
were coalition governments at the Centre with no single party having a
majority, except for the last three years. The pertinent point to be noted
is that parties with regional bases, which had championed the cause of
State's rights in earlier decades were sharing power at the Centre during

this period. Paradoxically, no meaningful restructuring of Centre-State

17 This was a period when economic liberalisation became the official policy
of the Government of India.
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fiscal relations took place, barring the appointment of Justice M.M.
Punchi Committee. Its recommendations have not been considered for
implementation.It also did not generate any discussion in the public
domain, unlike the earlier recommendations of the Justice Sarkaria

Commission.

In the fiscal realm, the FRBM acts and their implementation was
given emphasis by the FCs and conditionalities were imposed for
achieving monitorable fiscal reforms. These included withholding part
of grants recommended by the States under Article 275 of the
Constitution. While States have borne a disproportionate burden of
achieving fiscal targets, Centre has not been able to meet the targets
under FRBM act. Though FCs have functioned credibly in their
constitutional duty of ensuring predictable resource flow to the States,
their efficacy in ensuring fiscal consolidation through achievement or
deficit targets, which has placed States at a disadvantageous position
vis-a-vis the Centre needs to be examined and an alternate mechanism
is to be put in place. This suggestion was made by late Amaresh Bagchi

in his dissent note to the report of the 11t FC.

Another important issue is the rise in surcharges and cesses
resulting in the shrinking of the divisible pool of taxes with the States.
When FCs recommend a higher share, the divisible pool of taxes itself is
made smaller by increasing surcharges and cesses which are not shareable
with the States. Besides, the estimates of studies that about 22 percent
of GDP is tax evaded income also reveal that the size of the pool of
taxes shareable with the States is smaller than its potential [(NIPFP 1985),
Schenieder et al. (2010)]. These would have serious impact on vertical
fiscal imbalances between the Centre and the States, which have been

worsening in the recent period.

To state in brief, despite having a record as a constitutional body
which has ensured a predictable flow of resources to the States, the FCs

have not been successful in ensuring fiscal consolidation in an equitable
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manner between the Centre and the States through their approach of
conditionalities. There is a need for an alternative mechanism in which
the Centre and the States decide as equal partners the question of fiscal

consolidation at the general government level.

In the Indian context, the architecture of fiscal federalism can be
strengthened only if issues like asymmetry in sharing the burden of
fiscal consolidation, attempts to further constrain fiscal space of the
States and worsening vertical imbalances are considered and remedial

steps taken.
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