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I  THE NATIONAL SETTING

1.1  CURRENT FISCAL OOTLOOK
Even as India stepped into a new millenium, the development outlook has been marked by the consciousness, as noted by the Planning Commission in the Approach Paper to the Tenth Five Year Plan, that “the economy is currently in a decelerating phase and urgent steps are needed to arrest the deceleration and restore momentum,” “and that” this reversal … has to take place in an environment where the world economy is slowing down”.
 

There is the overcast of a brooding omnipresence of fiscal insecurity. The Planning Commission also pointed out that “ the fiscal situation of the central government has deteriorated continuously in the 1990s and especially during the Ninth Plan” and that “the finances of the state governments have deteriorated precipitously in the 1990s” 

Presenting the Union Budget for 2001-02 in February 2001,  Shri. Yeshwant Sinha Union Finance Minister stated that “the most serious problem confronting the economy is the poor state of the fiscal health of both the Central and State Governments. The combined fiscal deficit of the two together is in the region of 10% of GDP 3, In February 1999 the Finance Minister had already informed the Parliament that “the fiscal and revenue deficits of both Centre and the states are still too high and are undermining the country’s ability to stimulate involvement and growth, generate resources for priority expenditure needs, to bring down interest rates, to curb inflationary potential and raise exports.” 4
International Monetary Fund’s, World Economic Outlook released in April 2000 drew attention to the fact that India has been among the fastest growing economies in the world over the last two decades and pointed out that deft handling of monetary policy helped India successfully weather the Asian Crisis while maintaining low inflation and comfortable external position. Highlighting the problem areas the Report observed that “the foremost challenge is to make prompt and credible progress in conducing the fiscal deficit. With budgetary slippage occurring at both Central and State Government levels, the consolidated public sector deficit has risen to 11% of the GDP in fiscal 1999-2000, over two percentage points higher than initially budgeted. India’s large fiscal imbalances that have pushed public debt upto 80 % of the GDP, are crowding out private investment, and are constraining the scope for monetary authorities to ease interest rates which are high in real terms, with oil jeopardising recent gains on the inflation front.” 5 

The Ministry of Finance in its Economic Survey 2000-2001, presented to the Parliament in February 2001 observed that “ Despite the positive response of Economic Agents to Reforms, identifiable gaps in the reform process continue to cloud the long term prospects of the economy. The fiscal situation has worsened since 1996-97 .”. After tracing the implications of the persisting high fiscal deficit at both Central and State levels and the consequent increasing share of debt service in the expenditure budgets of both the Central and state governments, for Government’s ability to undertake public investment, demand for Indian industrial goods, growth of private investment in infrastructure, and high interest rate regime, the Survey observed that “ the key areas for action, for instilling confidence in the economy, pertains to a credible medium term programme for fiscal improvement . This has acquired new urgency at this juncture.”   6
While pronounced emphasis on fiscal consolidation and financial restructuring since 1991, had resulted in a determined approach to Public Expenditure Management aiming at reduction of budgetary deficits, it has since emerged that during the Eighth Plan period (1992-97) fiscal consolidation measures had concentrated on compression of Public investment and that the Ninth Plan proposals marked a sharp reduction in the share of Public Investment in Total Investment from 45 % to 33.4 % (i.e from 10.4 % to 8.3 % of the GDP) and that in December 1999 Deputy Chairman Planning Commission had pointed out to the Finance Ministry that the Budgetary Support for the Central Plan in the first two years of the Ninth Plan was short of requirements and there was need for stepping up level of budget support by 35  to  40 % in the remaining years of the Ninth Five Year Plan . In October 2000, Mid Term Appraisal of the Ninth Five Year Plan indicated that the Central Budget Support for the Ninth Plan could be only 87 % as against 93 % realised during the Eighth Plan and that the total Public Investment will be about 81 % of the Plan Target as against the realisation of 85.4 % in the Eighth Plan. The Appraisal indicated that “due to serious slippages in public investment in physical and social infrastructure the pipeline investment in the Tenth Plan will be low. This may weaken the possibility of significant acceleration in the growth rate during the Tenth Plan Period.”7
While there has been unanimity of views on the part of political leaders in positions of power and Analysts in Economics and Public Finance that restoration of fiscal health of the state and Central Governments should receive priority of attention and that continuing fiscal deficits should be curbed, there is another aspect to be kept in view. The International Monetary Fund and other organisations have no doubt designated ratios such as Fiscal Deficit / Gross Domestic Product Ratio as indicators of financial prudence of various governments. It is however necessary to appreciate that the composition of the budget and direction of expenditure influence the growth of GDP, and that in one’s anxiety to lower fiscal deficit / GDP ratio, governments should not inadvertently take budgetary measures that affect the growth of GDP. It is therefore necessary to keep in view the impact of Public expenditure on GDP growth and to ensure that emphasis is laid on a good investment programme with accent on increasing domestic production and strengthening the economy through significant contribution to the growth of GDP and consequently on the fiscal deficit/GDP ratio and such other indicators. 

It will be clear from an analysis of the quantum of fiscal and revenue deficit as also their ratios to GDP that it is not the size of the deficit but the character of expenditure that is important. For example in 1991, the gross fiscal deficit of Central Government stood at Rs.44632 crores working out to 8.33 % of the GDP, but an higher gross deficit of Rs 60257 crores in 1993-94 worked out to be 7.44 per cent of the GDP, and that a similar size deficit of Rs. 60243 crores in 1995-96 worked out to be 5.48 % of GDP. 

It is in the light of such a diagnosis that one must welcome the indication in the Approach paper to the Tenth Five Year Plan that “the broad strategy of the Plan will be to rely on a combination of increased investment and improvement in efficiency based on unlocking of hidden capacities in the economy, unleashing repressed productive forces and entrepreneurial energies and upgrading technology in all sectors, all of which will improve the efficiency in all economic activities.” 

Such a predication of “increased investment and improvement in efficiency “ can be realised only by proper attention to the improvements in the management and quality of public expenditure, both at the Central and the State levels. This study is devoted to the investigation of public expenditure management in the various states in India, against the backdrop of fiscal federalism, getting fine tuned for over fifty years, without yet attaining orchestral harmony. There appear to be many discordant and disturbing notes in the air but it is not yet all cacophony and still can be conducted into a fine symphony.

1 . 2 : PERSPECTIVE VIEW OF THE FINANCES OF THE CENTRE AND THE STATES 

Taking a perspective view of Public Finance at macro economic level , in particular of  the increasing total government revenue and expenditures, and their pattern one can discern the changes in the relative roles of the Central and States and the Union territories, during the last two decades.

The level and patterns of expenditure as well as the means through which resources are raised have a direct effect on the income and expenditure streams and have therefore significant effects on the economy. Pointing out that fiscal deficit - measured as the difference between aggregate disbursements and revenue and non debt capital receipts – summarises in a way, the total gamut of Public Finance and indicates adequately the fiscal health of the country. Dr.C. Rangarajan observed, “ there was a time when revenue deficits were a rare phenomenon in India’s public finances. In fact, revenue budgets used to generate some surplus to finance capital expenditure. …. The turning point for the Centre came in 1979-80 and for the states together in 1986-87. Since then revenue budgets at both levels have been showing deficits of varying order every year.” 8 

In 1979-80 Centre reported a revenue deficit of Rs. 694 crores and in 1986-87, the States together last reported a revenue surplus of Rs. 170 crores.9 The comparative pictures of the total combined receipts and disbursements of Central and State Governments on revenue and capital accounts, in 1980-81 and 1999-2000, and 2000-2001 have been as shown in the Table.

TABLE 1.1 : COMBINED BUDGETARY POSITION OF CENTRE AND THE STATE   (Rs. Crores)














Revenue Account
               Capital Account
             Aggregate 

     Overall


Receipts
Expenditure
Receipts
Disbursement
Receipts
Disbursement
Surplus/Deficits



1980-81
25560
26126
8945
11753
34505
37879
-3374

1990-91
105757
129628
46641
34045
152398
163673
-11275

1995-96
217527
255457
79102
48129
296629
303586
-6957

1999-00(R.E)
349335
479670
196910
75788
546245
555458
-9213

2000-01(B.E)
387315
510443
206645
87820
593960
598263
-4303

Source-Handbook of Statistics on Indian Economy RBI, 2000. Table –102, p.141

After taking into account inter governmental adjustments, in 1980-81, the total expenditure of Centre amounted to Rs. 23,194 crores and that of the States Rs. 22,770 crores, totaling 37,879 crores. By 1990-91, the Central Expenditure had increased by nearly 5 times to Rs. 1,07,995 crores and the corresponding figures for the states was Rs. 91,242 crores totaling Rs. 163,673 crores. During 1999-2000 the Revenue and Capital Expenditure of the Central and the States combined accounted for a total of Rs. 5,55,458 crores, or 28.4 Percent of the GDP. For the year 2000-2001 Governments at Centre and the states put together budgeted for estimated receipts of Rs. 593960 crores and disbursement of Rs. 598273 crores .

DEVELOPMENTAL AND NONDEVELOPMENTAL EXPENDITURE

Apart from the conventional accounting classification of government transactions into Revenue and Capital Accounts, further classification of expenditures into Plan and Non Plan as also Development and Non Development categories are also made to convey the nature of expenditure incurred. 

Analysed in terms of developmental and non developmental expenditure, the relative shares of the centre and states can be seen from the following table 

TABLE:1.2 DEVELOPMENT AND NON DEVELOPMENT EXPENDITURE                (Rs.Crores)



Centre 
States
State and centre 



Combined



Years
Dev
N.Dev
Total
Dev 
N.Dev
Total 
Dev
N.Dev
Total


1980-1981
13327
9867
23194
15961
4289
22770
24480
12738
37879


(9.3)
(6.9)
(16.2)
(11.1)
(3.0)
(15.8)
(17.0)
(8.9)
(26.3)

1990-1991
58645
49349
107994
63370
22600
91242
96686
63397
163673
(10.3)
(8.7)
(19.00)
(11.1)
(4.0)
(16.00)
(17.4)
(11.1)
(28.8)

1999-2000

(RE)
133039
180219
313258
198322
110137
325634
286607
261240
555458


(6.8)
(9.2)
(16.00)
(10.1)
(5.6)
(16.6)
(14.6)
(13.3)
(28.4)

2000-2001

(BE)
134637
213580
348217
208333
125484
350767
298368
293464
598263


(6.2)
(9.8)
(16.00)
(9.6)
(5.8)
(16.1)
(13.7)
(13.5)
(27.5)


Note: Total in the case of states includes ‘Others’ covering items of intergovernmental transfers . Figures in brackets indicate Percentage of GDP.

Data given in Economic Survey of Govt. of India differ as they cover internal and extra budgetary resources of the Public Sector undertakings. 
As pointed out in the Study of the Finances of State Government by EPW Research foundation, by 1999-2000, as per revised Budget estimates the total expenditure of State Governments, after taking into account inter Governmental transfers, amounted to Rs. 3,25,634 crores, 16.6% of GDP and had even overtaken the total expenditure of the Centre placed at RS. 3,13,258, estimated at16% of the GDP.10
While the Total Expenditure of both States and Centre combined had increased from 26.3% of the GDP in 1980-81 to 28.8% of GDP in 1990-91, it came down during the mid 90’s before climbing again to 28.4% in 1999-2000(R.E.). A significant aspect of this is that Development Expenditure had during the 80’s hovered around 17 to 18% of the GDP before gradually coming from to 14.6% of GDP in 1999-2000 (R.E.).Correspondingly Non Development Expenditure had increased from 8.9% of GDP in 1980-81 to 13.3% of GDP in 1999-2000 (R.E). The share of development expenditure in States total expenditure computed as a percentage of GDP had come down from 11.1 percent in 1980-81 to 9.4 percent in 1998-99 before climbing to 10.1 percent in 1999-’00. The fall in the Development Expenditure at the Centre was far steeper from 9.3 percent in 1980-81 to 6.8 percent in 1999-2000 (R.E). Though the 80’s were marked by steady increase before the declining trend commenced in 90’s. Overall it is seen that at both centre and the States the developmental expenditure had been steadily increasing in absolute value but as a percentage of GDP the declining trend is common to both the Centre and States during the 90’s.

PLAN AND NON-PLAN EXPENDITURE
Analysed, in terms of Plan and NonPlan categories of expenditure and their respective shares in the total expenditures of the Centre and the States, the pattern over the four years 1989-90, 1990-91, 1999-00 and 2000-01, both in absolute and relative to GDP terms can be seen from the Table                           

TABLE 1. 3  PLAN AND NON-PLAN EXPENDITURE        (Rs.Crores)


Centre

       States

Year
 Plan 
Non Plan
Total
Plan
Nonplan
Total


1989-90
28401
64505
92906
23012
53798
76810


(5.8)
(13.17)
(18.97)
(4.7)
(11.1)
(15.8)

1990-91
29956
76761
106717
27433
63809
91242


(4.9)
(13.2)
(18.1)
(4.8)
(11.2)
(16.0)

1999-00
76182
221902
298084
78156
247478
325634


(3.9)
(11.3)
(15.2)
(4.0)
(12.6)
(16.6)

2000-01
88100
250387
338487
89074
261693
350767

BE
(4.0)
(11.5)
(15.5)
(4.1)
(12.0)
(16.1)

STATES SHARE IN PLAN EXPENDITURES
As regards shares in plan expenditure of Centre and States, it is seen from Table below that, while the States had accounted for 63.52% of total plan outlay, during the IFYP, this share fluctuated , 45.27% in II FYP, 49.28% in III FYP, 48.64% in IV FYP before rising to 50.77% in V FYP and again coming down to 45.25% in VI FYP, 40% in the VII FYP, further to 38.71% in the VIII FYP. On the other hand the share of the Centre which was 36.02% in the I FYP had increased to 59.52% during the VIII FYP 

TABLE: 1. 4 PERCENTAGE SHARE OF CENTRAL & STATES ON PLAN EXPENDITURE 




(Rs. Crores, Current Prices)


Plan Period
Centre
% Share
States
% Share
Total 



of Plan
                          
of Plan*


First Plan (1951-56 Actuals)
706.00
36.02
12145.00
63.52
1,960.00

Second Plan (1956-61 Actuals)
  2,534.00
51.24
2,115.00
45.27
4,672.00

Third Plan (1961-66 Actuals)
4,212.00
49.11
4,227.00
49.28
8,577.00

Annual Plan (1966-69)
3,401.00
51.34
3,118.00
47.06
6,625.00

Fourth Plan (1969-74 Actuals)
7,826.00
49.60
7,675.00
48.64
15,779.00

Fifth Plan (1974-79 Actuals)
18,755.00
47.57
20,015.00
50.67
3,9426.00

Annual Plan (1979-80)
5,695.00
46.77
6,291.00
  51.67
12,176.00

Sixth Plan (1980-85 Actuals)
57,825.00
52.91
49,458.00
45.25
1,09,292.00

Seventh Plan (1985-90 Actuals)
1,27,519.60
58.30
  87,492.40
40.00
2,18,729.70

Eighth Plan (1992-97 Actuals)
2,88,930.10
59.52
   1,87,937.50
38.71
4,85,457.31

Ninth Plan* (1997-2002)
4,89,361.00
56.93
3,69,839.00
43.07
8,59,500.00

                   (Plan Outlay)

Source: Indian Planning Experience A Statistical Profile. Planning Commission, GOI, Jan. 2001 PP.30 Table3.3.  

*Only outlay in 1996-97 Prices; States & UTs combined figures are given: and includes amounts ear marked for decentralised planning in some States

Plan expenditure of Union Territories whose share in total plan expenditure  varied from 0.46 per cent  in the First Five Year Plan period to 1.77 per cent in the Eighth Plan Period have not been indicated , and  if this are taken into account , the total will be 100 per cent

This rapid scan establishes that (a) the aggregate expenditure of the States has edged past that of the Centre in 1999-00 (b) plan expenditure of the states is  level with the Centre’s (c) non – plan expenditure of the states have grown at a faster rate than the Centre’s, during the nineties (d) the state’s relative share in overall plan expenditure in comparison with the Centre’s has been coming down since the 80s.

1.3  A PERSPECTIVE VIEW OF FINANCES OF THE CENTRE

While the data  presented earlier  provide a comparative view of the changing financial position of the Centre  and the States , with budgetary position for the specific years 1980-81, 1990-91 and 2000-2001, it may be useful to secure a perspective of Centre’s finances with details of receipts and disbursements on both Revenue and Capital Accounts This will help in understanding the nature of deterioration in the fiscal health of the economy.

TABLE 1. 5 BUDGETARY TRANSACTIONS OF THE CENTRE.

Revenue Account
Capital .Account
Overall


Receipts
Exp.
Diff
Receipts
Exp.
Diff
difference

1950-51
406.00
347.00
+59.00
105.00
183.00
-78.00
-19.00

1990-91
57381.00
74966.00
-17585.00
38564.00
31751.00
+6813.00
-10772.00

2000-01BE
203673.00
281098.00
-77425.00
134814.00*
57389.00
+77425.00*


* with change in issue of Treasury Bills, Budget Deficit concept lost relevance

In 1950-51 the Centre’s  Transactions on Revenue Account showed a receipt of Rs. 406 crores and an expenditure of Rs.347 crores yielding a surplus of Rs.59 Crores but the Transactions on the Capital Account with a receipt of Rs. 105 crores and expenditure of 183 crores resulted in a Deficit , of Rs.78 crores , resulting in a overall deficit of Rs.19 crores . By 1990-91 the volume of Transaction had increased enormously with a budget showing on the Revenue Account a Receipt of Rs.57381 crores and Expenditure of Rs.74966 crores  and deficit of Rs. 17585 crores .The  Capital Account however showed Receipts of Rs. 38564 crores and Disbursements of Rs. 31751 crores, with a surplus of Rs. 6813 crores. As a result overall  budgetary deficit was Rs. 10,772 crores.The Budget for 2000-2001 showed on the Revenue Account Receipts of Rs. 203673 crores. And an expenditure of Rs. 281098 crores., and on the Capital Account Gross Receipts of Rs. 134814 crores.and Expenditure of Rs. 57389 crores, the Union Budget  showed a revenue Deficit of Rs. 77425 crores.and a fiscal deficit of Rs. 111275 crores.

A quick review shows that Gross Tax Revenues of the Centre have over the last two decades been slightly less than ten per cent of the GDP except for the later part of the Eighties and the early part of  Nineties, The share of  Non Tax Revenue in Total Revenue has been steadily increasing from the Eighties, from 22.55 per cent during 1980-85 to 27.62 per cent during 1995-99  but as a proportion of GDP it is seen to have risen in the later part of the Eighties before declining in the Nineties . The share of Direct taxes in Total Revenue came down from 21.91 percent in 1980-85 to 18.76 per cent in 1985-90 but started climbing back in the Nineties with its share reaching 29.18 per cent during 1995-99 , mainly on account of the widening of the tax base, increasing the  number of tax payers which accounted for the share of Income tax going up from 9.64 per cent in 1980-85 to 13.74 per cent  during 1995-99. 

The Indirect Taxes , accounted for about 79 % during the entire Eighties , and were, as a proportion of Total Revenue marked by a steep decline in the Nineties , accounting for 74.79 % during 1990-95 and 66.29 per cent  during 1995-99 . This is mainly on account of the progressive extension of MODVAT to the entire industry sector and non taxation of the services sector resulting in fall in excise duty collections. Major cuts in customs duty levels , as part of Import Labour Liberalisation and WTO commitments brought down the customs duty collections. 

It is however the non tax revenue  which needs  our attention having remained stagnant between 2.13 and 2.7 percent of GDP during the two decades. Capital receipts of Government of India have been  fluctuating between 6.2 to 7.3 per cent  of GDP during the two decades . Of this the main category internal debt accounted for  31.43 per cent of Total Capital Receipts during 1980-85 to 25.37 per cent in 1985-90 and 26.39 percent in 1995 before rising steeply to 43.99 per cent between 1995-99 while the other sources of Capital Receipts like small savings and provident funds showed an increasing contribution from about 14.62 per cent in 1980-85 rising to 28.04 per cent in 1995-99 . 

Recovery of loans, the second largest item, with 21.46% share in capital receipt between 1980-85 dwindled to 15.79% between 1985-90, 13.645% between 1990-95 and 10.35% between 1995-99.  Share of external assistance also decline from 14.38% between 1980-85 to 9.03% in 1985-90, and after a slight improvement to 10.6% in 1990-95 steeply felt to a near 1.82% in 1995-99.

An important aspect that emerges  is that during the Nineties, the Total Expenditure has increased from Rs. 1,06,717 crores to Rs. 3,35,522 crores. As a proportion of GDP it however declined from 18.1% to 15.4%. As the Revenue Receipts from Tax and Non Tax sources and capital receipts from recovery of loan and disinvestments was not adequate to meet the raising tide of expenditure, the centre’s borrowing and other liability increased. The emerging resource gap was met mostly through high cost borrowing . For instance, the small saving receipts which accounted for 11.48 per cent of Total Capital Receipts during 1980-85 increased to over 20 % in subsequent years . Central Government was passing on 75 % of the small saving receipts to state governments to finance their fiscal deficits . Realising the  budgetary implication of this, the Central Government decided to exclude from  1999-2000 , both small savings receipts and advances to state government . 

The Centre’s internal debt increased from Rs. 30864 crores (21.5% of GDP) in the 1980-81 to Rs. 154004 crores (27.1% of GDP) in 1990-91 and Rs. 728687 crores (37.2% of GDP) in 1999-2000, the Budget 2000-01 placed the internal debt at Rs. 821250 crores (37.7% of GDP). The rise in internal debt and the progressive deregulation of interest rates  has had implications for the cost of Government Borrowings from banks, as a consequence, there is steep increase in interest payment . Interest payments which had increased from Rs. 3195 crores (1.8% of GDP) in 1980-81 to Rs. 21498 crores (3.78% of GDP)  in 1990-91 rose further sharply to Rs. 91245 crores (4.69% of GDP ) in 1999-00 the budget for 2000-01 placed interest payments at Rs. 101266 crores (4.64% on GDP)  . The mounting burden of debt service, covering loan repayment and interest payment during the last two decades could be seen from the following table

TABLE 1. 6 -  INCREASE IN DEBT SERVICE LIABILITY OF CENTRE


1980-85
1985-90
1990-95
1995-99


As percent of

Tax Revenue
30.1
40.5
58.9
65.9


Revenue Receipts
23.5
30.4
43.7
47.6

Total Revenue
14.3
18.4
26.4
29.3

Total Expenditure
13.3
16.5
24.6
28.3

GDP
2.2
3.4
4.4
4.6

Revenue Deficit/ Fiscal Deficit
17.0
32.0
48.0
50.0



The rising pattern of Debt Service , and certain other items of Non Plan Expenditure like food and other subsidies, and Loans and Advances to states tended to increase the share of Non Plan expenditure  from 59.90 per cent during 1980-85 to 74.41 per cent of total expenditure in 1995-99 , with their shares indicated in table below.

TABLE 1.7 – PROFILE  OF CENTRAL GOVERNMENT EXPENDITURE



(as percentage of Total Expenditure)



1980-85
1985-90
1990-95
1995-99


Non Plan Expenditure
59.90
65.52
71.02
74.41

Interest Payment
13..07
16.52
24.59
28.34

Defence 
16.72
16.35
14.70
14.89

Subsidies
8.35
9.52
9.86
14.89

Police
1.24
1.35
1.65
1.94

Pensions
1.60
2.04
2.25
2.87

Loans Advances and Grants


to states and UTs
5.44
8.79
7.83
9.11

Other Non Plan Expenditure
13.48
10.95
10.14
9.07

Plan Expenditure
40.10
34.48
28.98
25.59


It will be seen from the table, that consequent upon the increase in the share of Non Plan Expenditure in the Total Expenditure marked by steeply increasing  Debt Service Commitments , the  share of Plan expenditure has come down sharply affecting Public Investment and Capital Formation. The Share of Public Sector in Gross Capital Formation, has also come down over a period as shown below. 

TABLE 1. 8  -  DECLINING PUBLIC INVESTMENT






 (Percentage of GDP)




Gross Capital Formation 



Year
Total
Private Corporate
Public



Sector
Sector





1980-85
21.9
4.3
10.2

1985-90
23.7
4.5
10.5

1990-95
23.7
6.0
9.1


1995-99
24.0
8.3
7.0


Source : Rakesh Mohan “Fiscal Corrections for Economic Growth” , EPW , June 10th ,2000. Pg 2028

Another important consequence can be  been in the devolution and transfer of resources from the centre to the states viewed as a percentage of Aggregate Expenditure of All States. Between 1985-86 and 2000-2001 , the states share in Central Taxes , had come down from 16.2 % to 14.5 % .Grants from the Centre to states from 14.1 % to 10.5 % , Gross Loan from Centre to States from 18.7 % to 14.8 % , resulting in the decline of Gross Transfer of Resources from 48.9 %  to 39.8 % and Net Transfers from 39.3 % to 28.5 %.

 While the Centre had the satisfaction of witnessing the increase in resources transferred to the states from Rs.37575 crores in 1991 to an estimated Rs.135305 crores in 2000-2001 , the states viewed even this increase as inadequate in terms of their own  ever increasing expenditure .

Conscious of the conflicting needs of the Government and the Economy, the Finance Minister Sri.Yeshwant Sinha presented the Budget 2000-01with an observation ,”I could have sought a deeper cut in the fiscal deficit but a substantially higher level of Revenue mobilisaion would have hurt the Industrial Recovery underway at present. Thus in the short run I had to carefully balance the need for fiscal consolidation with a need to nurture the recovery phase of  a growth cycle” A perspective view of Centre’s Finances reveals that the successive Union Finance Ministers have been on the horns of a dilemma, seeking valiantly  and with unfailing  hope, and regular resort to poetic couplets, to meet and reconcile the needs of national development and of financial discipline.

II  FINANCES OF THE STATES

2 . 1    A PERSPECTIVE VIEW

If one took a longer term view, it would emerge that since 1951-52 the State finances have shown a rapid upward trend both in revenue and expenditure. The total receipts of the State Governments on Revenue account was Rs. 296.4 crores in 1951-52 increasing by 219 times to Rs.64842 crores, by 1990-91. Simultaneous Expenditure on Revenue account rose by 181 times from Rs.392.6 crores in 1951-52 to Rs. 70993 crores in 1990-91. During this period, State Budgets have reported revenue surpluses more frequently than deficits. However the Capital account has shown a slightly different picture with deficits appearing more frequently and in larger measure.The Capital Receipts increased from Rs. 164.64 crores in 1951-52 to Rs. 21868 crores in 1990-91 and Capital Disbursement from Rs. 189.47 crores to Rs. 18025 crores during the same period. This has in many ways affected the overall balances of the State Finances as shown below.

(In this presentation of data and analysis, a broad view is taken, data in various official reports like those of the Reserve Bank of India, are shown after inter governmental transfers and other remittance)

A perspective view of the fluctuating balances of the State Budgets over the various Plan periods can be had from the table 





TABLE : 2.1  BUDGET OF THE STATES – OVERALL BALANCE
(Rs.Crores)













Overall


                Revenue Account

                Capital Account

Surplus/ 

Period
Receipts
Expenditure
Surplus
Receipts
Disbursement
Surplus
Deficit


First Plan
2335.4
2396.7
613
1114.5
1063.9
+50.6
-10.7

Second Plan
4041.2
3934.6
+106.6
2241.9
3371.7
-129.8
-23.2

Third Plan
7332.9
7271.7
+61.2
4690.1
4689.1
+1.0
+62.2

Annual Plans
7129.9
7175.7
-45.8
4165.1
4206.1
-41.0
-86.8

Fourth Plan
20932.2
21181.1
-248.9
10722.9
10551.4
+171.5
-77.4

Fifth Plan
33337.6
30197.6
+3140.5
11082.2
14419.9
-3337.7
-197.2

1978-80
25276.0
22592.3
+2683.7
9413.8
11275.4
-1861.6
+822.1

Sixth Plan
107312.7
104272.8
+3039.9
38801.7
46622.9
-7821.2
-4781.3

1985-88
115803.6
116517.7
-714.1
42552.9
31447.5
+1105.4
+391.3

1988-89
50392.4
52217.2
-1824.8
17183.8
15054.1
+2129.7
+304.9

1989-90
56696.2
61278.6
-4582.4
20244.6
16682.2
+3562.4
-1020.0

1990-91
64842.0
70993.2
-6151.2
21868.7
18025.7
+3843.0
-2308.2


Source: Various Issue of RBI Bulletin

The Year wise fluctuations in the combined receipts and expenditure of all states on revenue and capital accounts in the Nineties can be seen from the table below:

TABLE  2 . 2  STATE BUDGETS-OVERALL BALANCES IN THE NINETIES
 (Rs.Crores)



Revenue Account

Capital Account

Overall



Revenue
Expend
Diff
Revenue
Expend
Diff
Difference



1991-92
80535
86186
-5651
27238
21743
+5495
-156


1992-93
91090
96205
-5115
30073
23129
+6944
1829


1993-94
105564
109376
-3812
28623
25272
+3351
-461


1994-95
122284
128440
-6156
43738
33114
+10624 
4468


1995-96
136803
145004
-8201
43630
32580
+11050 
2849


1996-97
152836
168950
-16114
42891
33819
+9072 
-7042


1997-98
170301
186634
-16333
59937
41501
18436 
2103


1998-99
176448
220090
-43642
86393
46271 
40122
-3520


1999-00 (RE)
214810
271611
-56801
101612
54023 
47589 
-9212


2000-01 (BE)
244920
290622
-45702
101544
60144 
41400 
-4302


Source : Compiled, from RBI reports

The overall differences shown above are also referred to as conventional deficit, 
The details of the Individual State wise transactions on the Revenue and Capital accounts indicating both Revenue and Expenditure as also difference for the ten years from 1990-91 to 2000-01 have been given in the tables in the Annexures. It will be seen from those tables, that for all the States put together, the Gross Fiscal Deficit rose from Rs. 18787 crores, 3.3% of the GDP in 1990-91 to Rs. 90902 crores, 4.1% of the GDP in 2000-01 (BE). During the same period, the Net fiscal deficit increased from Rs. 14532 crores (2.6% of GDP) to Rs. 80391 crores (3.7% of the GDP, while Revenue deficit increased from Rs. 5309 crores(0.9% of GDP to Rs. 45702 crores(2.1% of the GDP)

The analysis of inter state Budgetary positions show that while the Gross Fiscal Deficit as a percentage of Net State Domestic Product, has shown an increase from 1990-91 base year of the Study to 1998-99, (Maharashtra 2.8 to 3.5, Andhra Pradesh 3.1 to 5.5, Karnataka 2.7 to 3.8, and Tamil Nadu 4.1 to 4.5, with Kerala declining from 6.6 to 5.3) the Revenue Deficit account for a major portion of the Fiscal Deficits in nearly all the major States, with considerable variations from one another. 

As per Reserve Bank of India’s Study of State Budgets 2000-01, the major deficit indicators of the State Governments as a percentage of GDP in the nineties have been as follows 

TABLE  2 . 3  DEFICIT INDICATORS OF THE STATES                




(Percentage of GDP)


1990-91 to
1997-98
1998-99
1999-2000
2000-01 


1998-99 (Avg)



    BE


1.Gross Fiscal Deficit
3
2.9
4.2
4.9
4.1

2. Overall Deficit  
-0.03
-0.1
0.2
0.5
0.2

3. Revenue Deficit
1
1.1
2.5
2.9
2.1

4. Primary Deficit
1.2
0.9
2.2
2.5             
1.6

(RBI State Finance 2000-01 p.4)

The figures indicated above show a very disturbing picture of the finances of the States which,  as pointed out in the RBI Study on State Finances (1999-2000), have significance in the Indian Federation on three counts. “Restoration of overall macro- economic stability, attainment of growth with regional equity and strengthening monetary fiscal coordination 1. The study observed that “While it was expected that the States will make a vital contribution to the restoration of macro economic balances, in the context of economic restructuring and help in bringing about discipline and improvement in the management of finances, by bringing down the fiscal deficit and public debt in relation to gross domestic product, the finances of the State Government have shown stressful signs and serious deterioration in the nineties as compared to the eighties. ”

2.2  FISCAL IMBALANCE AND THE SOURCES OF CRISIS
The emergence of fiscal imbalances at the Centre and the State levels during the last two  decades can be seen from various indicators of deficit , shown below.

TABLE : 2 . 4  DEFICIT INDICATORS  -CENTRE AND THE STATES

                   Centre

                     All States
      (Rs. Crores)


1980-81
1990-91
2000-01
1980-81
1990-91
2000-01


1. Revenue 
2037
18562
77425
-1486
5309
45702

    Deficit
(1.41)
(3.47)
(3.6)
(0.11)
(1.0)
(2.1)

2. Gross fiscal 
8299
44632
111275
3713
18787
90092

     Deficit
(5.75)
(8.33)
(5.1)
(2.73)
(3.5)
(4.1)

3.  Net Fiscal
5110
30692
111972
N.A
14532
80391

     Deficit
(3.54)
(5.73)
(5.1)
-
(2.7)
(3.7)

4.  Primary
5695
23134
17473
2488
10132
35821

     Deficit
(3.94)
(4.32)
(0.46)
(1.83)
(1.9)
(1.6)


Source : Reserve Bank of India 
Figures in bracket are percentages to GDP
Both in quantam and GDP proportion, Centre’s GFD was consistently higher, almost double, the GFD of the States, through out the eighties.During the Nineties  the deterioration in absolute terms both at the Centre and the States was faster  when compared to the Eighties . Centre’s GFD touched Rs.1,11,275 crores ( 5.1 %  of GDP) in 2001 and the GFD of the states increased to  Rs. 90092 crores ( 4.1 % of the GDP) in 2000-2001 . 

While presenting an analytical overview of the Finances of Centre and the States Tenth Finance Commission observed that” the macro economic vulnerability of the economy is linked in no small measure to the secular deterioration in its fiscal balance. The magnitude of aggregate deficits-revenue and fiscal had reached levels in the late eighties that set the economy on a medium term path of stagflation and a recurring balance of payments problem.“From a revenue surplus, economy moved into a state of continuos deficit on revenue account in 1982-83. While in 1975-76 there was a revenue surplus of about 2.5% of the GDP revenue deficit reached  3.6% of GDP in 1990-91…. This rise has been even faster than that in fiscal deficit which increased from 6% in 1974-75 to about 12% in 1990-91”1 (Report of Tenth finance Commission for 1995-200, New Delhi 1994, page 4) 

Dealing with the same issue Shri S.P. Gupta and A.K.Sarkar have pointed out that, “at the Central level genesis of escalating fiscal deficit lies primarily in the burgeoning revenue deficits. The rate of growth of Central Government Expenditure accelerated significantly from 2.6% in the Seventies  to 10.8% during the Eighties . The acceleration in Central spending was visible in all the three functional categories – Economic Services, Social Services and General Services. This acceleration in expenditure was the primary cause of increasing fiscal deficits. The soft Budget constraint continued to operate at the Central level during this period.” 

As regards  the expenditure of the states S.P.Gupta and A.K. Sarkar2 observe that, “akin to Centre the States in the eighties experienced fast enlarging deficit primarily on the revenue account. During this period revenue expenditure of the States grew at the average of  17.6% per annum, much faster than the growth of the revenue receipts. However, as distinct from the Centre, the Budget constraint at the State level hardened by the mid eighties itself. This in part was due to the introduction of the Overdraft Regulation Scheme (ORS) in the mid eighties and also regulation of market borrowing. The Overdraft Regulation Scheme limited the extent to which a state could incur overdrafts during a financial year. This constraint translated into a cut in the expenditure on the capital account of the State Budgets.There was a marked deceleration in the growth of Capital expenditure at the State level from 8.8 percent to 3.9 percent between 1980 and 1987”. 

In NIPFP study titled “ Government Expenditure in India Level Growth and Composition,  M.Govinda Rao and T.K.Sen 3  have attributed  the worsening of the fiscal position of the states to the increase in expenditure on Quasi Public Goods., subsidies and Transfers following  high expenditure growth at the Central level, Proliferation of Centrally sponsored schemes since the early Eighties requiring matching contribution from the states . 

But as pointed out in the Annual Report of the Reserve Bank of India for 1991-92, the overall resource gap of the States began to increase mainly on account of worsening deficits on the Revenue Account since 1986-87 and increasing resort to the Financing of gap through loans from Centre Government, Market Borrowings, State Provident Funds etc. 4
That this trend continued has been confirmed by the RBI’s studies of the State Finances in the latter years. The Report “Finances of State Government 1995-96,” observed that “the aggregate consolidated budgetary position of State Government in –95-’96 reflected an acceleration of the structural weakness in their finances. A matter of particular concern is the deficit of the revenue account which persists for the ninth year in succession and is estimated to increase by nearly 36 percent to Rs. 10,461.7 crores in 1995-96”. Seven State Governments show a persistent deficit in the revenue accounts viz. Bihar (Since ‘89-’90), Kerala (‘83-‘84) Maharashtra (‘88-’89), Orissa (‘84-’85), Punjab (‘87-’88), Tamilnadu (‘87-’88), Uttar Pradesh (‘88-’89) and West Bengal (‘86-’87)”.5 

The Report had pointed out that all the key deficit indicators, GFD, Revenue Deficit, and Conventional Deficit in 1995-96 were higher than in the previous years and observed that “the deficit indicators, while serving as useful information variables, do not capture a vital aspect of State Government Finances – their resource gap in the context of inter institutional transactions. In particular, the “artificial” stagnancy in the level of GFD of the States expressed as a proportion of the GDP, (at around 3%) is indicative of the constitutional restraints on the borrowing powers of the States. As such it may not be a realistic profile of the imbalance in their finances. The revenue deficit on its part does not distinguish between receipts obtained from sources at the direct disposal of the States and those which flow from other institutions, even if these are governed by the establish legal principles (ibid page 993)

The RBI Study also pointed out the need for an indicator of resource gap which supplements the traditional deficit methods, to provide an idea of the extent of reliance of the States on resources mobilised through arrangements other than those at their  disposal and further advised that Central devolution and transfers and the fiscal (Tax) performances of the States should, in principle, be positively correlated. However there have been other analysts who felt that a holistic view of States Finances, including statutory transfers, should be taken. The debate on the desirability of what has come to be known as “Revenue gap filling approach” of the Finance Commission, covers a wide range of issues that may need a more detailed examination, than could be accommodated within the Study devoted mainly to Public Expenditure Management. It should however be noted that this approach has had a significant impact on the State Governments’ approach to fiscal management.

The Tenth Finance Commission had however noted, “the change in the fiscal regime from 1982-83 has meant that what was earlier a non debt creating source of financing has become a source of rising internal indebtedness. In the other words, while Revenue Receipts used to cover a part of Capital Expenditure, an increasing part of the Capital receipts are used to finance revenue expenditure. The consequent build up of public debt and interest burden which is now the largest and fastest growing them of expenditure further fuelled the growth of revenue expenditure. This lead to a spiral of growing deficits, rising debt, escalating interest costs and further expansion of deficit 6 The implications of this spiral for the State Finances are manifold.

The TFC Report of 1994 also pointed out that “the structure of expenditure had imparted a downward rigidity and inflexibility to its level. Interest payment and wages and salaries emerged as the major components of expenditure as a direct result of the mode of financing of expenditure and expansionary policies. These items of “committed expenditure could be curtailed only in the medium term. This had made expenditure more income elastic than revenue receipts, thus generating an inbuilt tendency towards deficits. As a result, the economy moved away from resource based fiscal management to expenditure based Budgeting.”

The details of deficit indicators in state government finances show that Gross Fiscal Deficit increased from Rs. 3713 crores in 1980-81 to Rs. 18787 crores in 1990-91 and further to Rs. 94739 crores in 1999-2000. With the Revenue Account turing from a surplus of RS. 1486 crores in 1980-81 to a deficit of 5309 crores in 1990-91 and 56802 crores in 1999-2000 . In the financing of Gross Fiscal deficit loans from centre increased from Rs. 1567 crores in 1980-81 to Rs.9978 crores in 1990-91 and Rs. 39879 crores in 1999-2000. While market borrowings (net) increased relatively gradually from 198 crores to 2556 crores and further to 11829 crores during the same period small savings and others contributed an increasing share from Rs. 1948 crores in 1980-81 to Rs. 6253 crores in 1990-1991and further to Rs. 43031 crores in 1999-2000.

The total outstanding liabilities of the State Governments (as a sum of internal debt, outstanding loans and advances from the Centre , Provident Funds etc) on March 31st of the year increased from Rs. 23959 crores (16.7 % of GDP) in 1980-81 to Rs. 110289 crores ( 19.4 % of GDP) in 1990-91 and further to Rs. 418582 crores (21.4 % of the GDP) in 1999-2000. It is seen that the 1990s have been marked by a steep increase in the outstanding liabilities of the state. As a consequence the gross interest payments of all the states, which stood at Rs. 10944 crores in 1991-92 increased to Rs.45526 crores in 1999-2000, and this as a percentage of the revenue receipts of the state increased from 13.6 to 21.2. 

Apart from this the expenditure on Administrative Services, increasing from Rs.9225 crores in 1990-91 to Rs. 29219 crores in 2000-2001, and pensions increasing from Rs.3593 crores in 1990-91 to Rs.23810 crores in 2000-2001 enhanced the constricting nature of non plan expenditure and implied meagre availability of resources for new projects, particularly in the infrastructural sector and even for maintenance expenditure. 

It is interesting to note in this regard, the diagnosis made by the Tenth Finance Commission of  “a pattern in the transition from healthy revenue surpluses that the system used to generate, to chronic deficits”. The Commission identified a three phase deterioration in the revenue account balance of all the States, by disaggregating the revenue account into Plan and Non Plan as follows 

1. First Phase
 Non Plan account surplus was larger than Plan deficit yielding  

    upto 1986-87
 an overall Revenue surpluses.

2.Second Phase 
The magnitude of Plan deficit increased sharply and became larger 

1986-87 to 1991-92
 than the Non Plan surplus which was declining 

3.Third Phase
The Non Plan revenue account itself went into deficit  

after 1991-92


The Tenth Finance Commission went on to observe that “the fact that all the States have had almost identical turning points seem to suggest that there are systemic factors underlying this deterioration rather than State specific reasons….. for the first time, not a single State has submitted a pre devolution surplus on the Non Plan revenue account. Thus the problem post to us was far worse than that faced by earlier Finance Commissions” 

This has long term significance, for as pointed out by the World Bank 7 in “the financial and institutional weakness at the State Level are becoming a major constraint to the provision of infrastructure and Social Services.” State Governments account for 53% of the total combined expenditure of the Centre and the States as also  56 % of the expenditure on Social Services and 85% of total combined expenditure on economic services, :World Bank also pointed out that discrete changes in the policy regimes by a 

few Central Ministries and Departments (Finance, Commerce, Industry and Telecommunication) can no longer profoundly improve the enabling environment, Changing India’s Economic environment. further and ensuring that the liberalisation of the economy leads to sustained reform efforts in several areas including ones in which State Governments play a central role. “Among the key areas cited by the Report are Irrigation and Road Transport which are constitutionally the responsibility of State Governments and Power and Education which are constitutionally responsibilities shared with the Central Governments.

Yet another dimension of the fiscal imbalances can be felt in the impact on the basic objectives of Indian planning like Growth with Social Justice and Equity as also on Social services sector expenditure. Equity consideration which have been a pillar of the planing process in India with dominant objective of growth with social justice appears to have received a set back in the pursuit of fiscal stabilization and structural adjustment programme. Sanjaya Baru 8argued that while the new economic policy has been seeking to improve the level of efficiency in the economy by promoting efficiency gains to be attained through privatisation and deregularisation of the economic system, it did not address the problem of inequity and inequality, as an explicit goal and that even the efforts to meet the social dimensions of structural adjustment programmes have been limited to compensate for the macro economic and micro economic losses that marginalised economic and social group were likely to encounter as consequence of fiscal and structural adjustment policies 

Dr.Geeta Gouri 9 had however pointed out that “ Reactions to New Economic Policy display a common tendency with the Stabilisation and Structural Adjustment Programme, towards obfuscation of existing social costs of poorly designed governments interventions or lack of Government action and transitional costs attributed to changes in economic policy. Unfortunately, more often than not both sets of costs tend to converge on the same groups and classes of people. Transitional costs then cease to be transitional and instead tend towards the long run. ….While the sustainability of the SSAP package depends on the minimisation of transitional costs, the structural transformation of the economy depends on the minimisation if not elimination of all social costs. Design of policy however has to be sensitive to the different dimensions of social costs “Examination of the Budgetary trends  do reveal the extend to which Expenditure Programmes have been sensitised to different Social costs

As early as 1994, S.P.Gupta and A.K. Sarkar10 had also drawn attention to the possibility of fiscal consolidation measure affecting the expenditure on social services particularly those catering to the poorer sections of the society. They had argued that as activities on social services are mostly undertaken by the State Government, which account for 85% of the total expenditure. On social services, with 94% of non-plan expenditure and 68% of plan expenditure on social services being borne by the State Governments. In their view structural adjustment and fiscal consolidation have a contractionary role leading to high social cost of adjustment. 

In a comparison of the average ratio of Plan Expenditure to the State Domestic product in respect of 14 States in the 1980’s with the ratio in the 90’s, Dr. Montek Ahluwalia 11 has pointed out that the average plan expenditure as a percentage of SDP for the period 1980-81 to 1990-91 was 5.69% and that the average for the decade ‘87-’88 – ‘97’98 was only 4.5% 

In a paper estimating Trend Growth of Government Expenditure in Social Services, particularly on Education and Health in 15 major Indian States, over the period 1974-75 to 1995-96, P.C. Sarkar and K. Seethaprabhu 12 have pointed out that there is a deceleration in social sector expenditure in 13 Indian States, including those with low levels of human development since the mid 1990’s. According to their analysis, 14 out of 15 states registered a deceleration, in respect of health sector with 9 States recording negative growth rates. In respect of education the deceleration was noticed only in 6 States 

It is reasonable to presume that the resource constraints have affected the expenditure on development and in particular plan expenditure, far more specifically the Social Sector Expenditure.

In a survey of Recent Trends in State Government Finances Dr. N.J.Kurien has pointed out that while the overall impact of Fiscal Reforms initiated at the Centre since 1991 have not been encouraging with the Tax /GDP ratio in the nineties dropping lower than that in the eighties, and that pay revision of Central Government employees had nullified what ever gains that were achieved in the Expenditure Management by the Centre. According to him, the States Finances were marked by a sharp deterioration on account of the failure of State Governments to contain wasteful expenditure, reluctance to raise additional resources, competitive populism practised by different political parties, substantial and still growing explicit and implicit subsidies passed on to influential segments of the society through State Budgets and the continued losses of the State Electricity Board and other public undertakings.

On the basis of analysis of data on demographic indicators, State domestic product, development and non development expenditure of State Governments, shares in plan outlay investments, banking activities and infrastructural development, Dr. Kurien13 asserted that the “ongoing economic reforms since 1991, with stabilization and deregulation policies as their prime instruments and a very significant role for the private sector seem to have aggravated the inter state disparities.” 

III  CONSTITUTIONAL AND POLICY FRAMEWORK

3 . 1   FISCAL FEDERALISM
For a better understanding of the fiscal imbalance and budgetary dilemma , one may need to review the structural features of the Indian Economy like (a) the constitutionally ordained fiscal federalism providing a political and economic framework and (b) democratically chosen approach of central planning and mixed economy to development needs of the economy and proceed to sift the trends in these two areas , to identify the impulses for Economic Reforms launched in the nineties. It may also be relevant to examine whether the Finance Commission and the Planning Commission in the traditional roles and the New Economic Policy of the Nineties have made any difference to the disparities in the levels of development of the states , - a fundamental challenge to Public Expenditure Management.

Fiscal Federalism in India has a long history, preceding the Indian Constitution of 1950, which envisaged that the President of India will, under Article 280 appoint, a Finance Commission to undertake a quinquennial review of the resources of the Union and the States, and their financial requirements  for discharging Constitutionally allocated duties and responsibilities in, as per three lists of subjects – the Union list, the State list and the Concurrent list and make recommendations on the manner in which the proceeds of Union Taxes and duties have to be shared between the Central Government and the States, and further on the manner in which the share of the states is to be distributed among all the states.

Commencing with the Mayo Scheme of 1870, and developing through the Mont-Ford Reform reflected in the Financial  Provisions of the 1919 Act, and further through the Report of Joint Parliamentary Committee on Indian Constitutional Reforms 1933-34, culminating in the Government of India Act of 1935, India had experience of federal administration for several decades. The 1935 Act distributed among the Centre and the Provinces legislative powers in three lists, the Federal list having 59 entries, the Provincial  list having 94 entries and Concurrent list with 36 entries. The sources of revenue were allocated by categorising the powers for levy of taxes. 

An important point to be noted is that while the 1919 Act stipulated that the Provinces should make initial contributions to the Federal Government to cover its deficits for a period of seven years and thereafter make a standard annual contribution, the 1935 Act provided for the emergence of a financially strong centre, and for Federal Grants in Aid, conditional or discretionary, to be given to the Provinces to meet public purposes. 

The exigencies of the Second World War, the partition of India, and the declaration of independence disturbed this pattern before it could settle down. However interim arrangements proposes by Shri C.D. Deshmukh, the Report of Expert Committee on Financial Provisions, headed by Shri N.R.Sarkar (December 1947), and the Report of the Indian States Finance enquiry Committee headed by Shri V.T.Krishnamachari (October 1948), dealt with the problems of distribution of Financial Powers, Public Borrowings and Union State Relation immediately after independence.

The economic and social conditions prevalent in the wake of the Second World War and the Partition of the Country appeared to dictate the emergence of a strong Centre, with the Indian Constitution of 1950 not conferring more powers on the states than was contemplated under the Government of India Act of 1935.  Constitutional experts have referred to India as a Federation with the features of  an Unitary state. Experience of over fifty years of Constitutional Federal Government has revealed that in the areas of Economy and Finance , the interactions between the Union and the States have been guided by the emergence and continuing roles of the Finance Commission and the Planning Commission . 

FINANCE COMMISSION
Article 246 of the Indian Constitution deals with the distribution of legislative powers between the Union and the States, with the Seventh Schedule providing three list, the State List and the Concurrent List. This was. More or less an adoption of the three fold division of the 1935 Act, the taxes included in the Union List falling under four categories are indicated below:

(a)Taxes levied and collected by the Union the proceeds of which are retained by the Union. (b)Taxes levied and collected by the Union, the proceeds of which are shared with the states (Article 270) (c)Taxes levied and collected by the Union, the proceeds of which are assigned to the States wholly (Article 269) (d)Taxes levied by the Union but collected and appropriated by the States. (Article 268)

Apart from the taxes as indicated above, Indian Constitution envisaged two types of grants, a) Statutory Grants under Article 275 to be made to the states in aid of the revenues, and b) Discretionary Grants made available under Article 282 for a public purpose.

Article 280 provided for appointment of the Finance Commission, a quasi judicial body within two years of the commencement of the constitution, and as prescribed under Article 280 (2) the Parliament passed the Finance Commission (Miscellaneous Provisions) Act 1951. This Act was amended in 1955. The Task of the Finance Commission as laid down in the Constitution is to make recommendations to the President, on the Principles governing a) Distribution of the tax proceeds between the Centre and the States as also between the States b) The basis of central grants to the state in aid of their revenues, and in respect of statutory grants, if the President seeks recommendation Grants made under Article 280 (2) are kept outside the perview of the Finance Commission.

The other Article of the Constitution relevant to the Finance of the States are Article 274 safeguarding the financial interests of the states, Article 285 and 289 concerning immunity from taxation and Article 292 and 293 empowering the Government of India and the States to borrow from the country. Article 360 provides for Declaration of the Financial Emergency by the president of India.

In the context of planned economic development and public expenditure management one may note that the functional responsibilities of the Centre related to the National Economy, apart from Defence, and External Affairs. While the Union Government dealt with the Credit and Monetary systems, Infrastructural areas like Railways, Posts and Telegraph, Communication and also strategic area of Foreign Trade, Exploitation of Mineral Resources, Development of Large Scale Industries and the like. The responsibilities of the States related to areas that impinged on the lives of individuals and communities more directly, like maintenance of law and order, provision of infrastructures like Irrigation, Power, Roads, Educational  Facilities and Development of Agriculture, Fisheries Forests, Small and Medium Industries. Briefly stated, the States were responsible for not only activities in the Primary and Secondary sectors of the economy but also Social and Economic overheads in their respective jurisdictions.

This divisions of responsibilities and taxing powers between the Union and the States has been the subject of vigorous debates, as one must expect in the context of  a country of sub continental dimensions  with varying levels of regional and local resource endowment.  It is necessary to keep this aspect in mind, as some hold the view that there is a divergence between functional responsibilities and financial powers of the Union  and States and this is inherent in the Federal Fiscal Frame work envisaged in the Indian Constitution. But the Framework has been made operational by building into it, a mechanism of periodical review of the financial needs of the State and of transfer from Centre, a part of the resources raised by the Union, to the States.

Ten Finance Commission that covered the period between 1952-57 to 1995-2000 had recommended criteria for (a) the vertical sharing between Centre and States of the proceeds of  Income Tax and Central Excise (b) the horizontal distribution of the States share among different states.

The specific share of the States in the Centre tax revenue, and the criteria proposed by the successive Finance Commission for allocation of the States share as between different states has been changing from time to time, with each commission adopting criteria for which they had some justification or other.  In fact the Chairman of the Fourth Finance Commission Dr. P.V. Rajamannar had described the choice of different criteria, “as a gamble in the personal views of five persons are a majority of them”.

The criteria included, States contribution in Central revenue collection, size of population, per-captia income distance and per-captia income inverse ratio. While the First Six commission gave different weightages to the various criteria in determining the share of individual states, the Seventh Finance Commission introduce poverty as a criterion, and this was also adopted by the Ninth Finance Commission. The Eighth and the Tenth Finance Commission had not adopted poverty criteria. Ninth and Tenth Finance Commission have introduced specific indicator of backwardness as criterion. The Tenth finance Commission had taken the Tax effort made by the State Government as a criteria for the allocation of Income Tax proceeds and for sharing excise revenue. 

The shares of the States in Central Revenue, and the criteria for inter-se distribution among the States, recommended by the Ten Finance  Commissions are summarised in Tables 3 .1 to 3 .3, and a comparison  of the criteria adopted by the Tenth and the Eleventh Finance Commission is shown in Table- 3 .3.  The frequent changes in the criteria in the determination of the States share in Central Tax Revenue and for allocation of Central resources to individual States, lead to criticism from several quarters and spread dissatisfaction among the states. By the mid nineties these was wide spread agreement that there should be a fair element of continuity and evolution in the operation of the scheme of devolution, and this was significant in the context of the emergence of regional parties with their local agenda and their victory during the elections to the Assembly.

The Tenth  Finance Commission while making its recommendation on the sharing between the Centre and the States of the proceeds of the stipulated taxes suggested an alternative scheme of devolution, in which 29% of the total tax revenue would be transferred to the states and this share should be in operation for period of 15 years. The third meeting of the Inter-State Council held in July 1997 reached a consensus of this. Then Union Government (the United Front Government) accepted this in principles but could not implemented. The Successor Government, (the BJP lead coalition) ratified the previous Government’s decision and decided to give effect to this through a Constitution Amendment Bill, with the modification that the proportion in which the States will share the gross proceeds of the Central Taxes may be reviewed by the successive Finance Commission instead of freezing the share percentage for 15 years. Even this could not be carried out.

The Eleventh Finance Commission constituted in July 1998 was required not only to make recommendations on the determination of the share of the Sates in the divisible Union Taxes, and their inter-sea allocation among the States and  formulate principles to govern the determination of the grants-in-aid to the States but also suggest measures for augmenting the Consolidated Funds of the States to supplement  the resources of the local bodies. And more importantly the Commission was required to review the Finances of the Union and the States and suggest Ways and Means by which the Governments collectively and severally can bring about the restructuring of the Public Finances so as to restore Budgetary balance and maintain macro economic stability. The Commission was also required to take into account the needs of the states for meeting not only non plan revenue expenditure but also Current Expenditure in the Plans. Apart from this the Commission was required to suggest suitable corrective measures for ensuring long term sustainability of the Country’s Public Debt while making an assessment of the debt position to the States. The Commission was also requested to draw up a monitorable fiscal reforms programme aimed at reduction of Revenue Deficit of the States and recommend the manner in which Central grants to cover non plan revenue deficits of the states can be linked to the implementation of fiscal reforms programme.

The Eleventh Finance Commission submitted an interim report in January 2000, which was accepted by the Government of India in March 2000 another report was submitted in July 2000, which was accepted by the Government in July 2000.  The Commission came up with the further reports on certain issues in August 2000. With the passing of the 80th Constitution Amendment Bill in 2000, the share of the States had become a definite proportions of the Net Proceeds of all Central Taxes and duties as against the earlier practice of sharing only the proceeds of Income Tax , Excise duties and Additional Excise duties. The Eleventh Finance Commission recommended that 28% of the net proceeds of all sharable central tax and duties be transferred to the States and indicated the criteria, the weights assigned and the amount involved in the distribution of State’s share among all the States and that tax devolution, and plan and non plan grants should not exceed 37.5% of gross revenue receipts of the Centre. Other recommendation covered quantum of grants to the local bodies continuance of existing scheme of debt relief, discontinuance of the National Calamity Relief Fund for calamities of rare severity, and establishment of National Centre for Calamity Management.   The quantum of transfers and the criteria adopted by the Tenth and Eleventh Finance Commission are summarised in Tables  3 . 4 and  3.5                  .

Taken together the recommendation of the Eleventh Finance Commission should have brought about some degree of satisfaction to the States but this was not the case, as the devolution proposed by the Eleventh Finance Commission appeared, in effect, to make significant modifications in the allocations to some of the States. See Tables 3.6 and 3.7  The Chief Ministers of  as many of 8 States submitted a Memorandum to the Prime Minister Government of India expressing their concern over the reduction of their shares in the inter-se allocation among the States. While arguing that there should be no ceiling on the transfer of central resources to the state, the memorandum pointed out that this percentage should be the minimum share to be transferred to the states.1 Analysis of the relative flows of resources from Centre to the States, on account of the recommendations of the Tenth and the Eleventh Finance Commissions show that there is a discernible pattern of higher flows to certain Northern and Eastern States from the Eleventh Finance Commission. 

It has been observed that “ the relative shares of various states as groups in tax devolution and total transfer show that  the high income and middle income states which contribute to the GDP and export effort in a significant manner have had to suffer in the hands of the EFC with the sole exception of West Bengal which seemed to have received higher shares in tax devolution and total transfer. That the special category states also receive from the EFC lower share in both tax devolution and total transfer as compared to the EFC awards shows that even the principles of redistributive transfer has not been strictly followed …. The new predicament created by the EFC has serious implications for Indian fiscal federalism , which may need to be addressed by the National Development Council and the Inter State Council and these may be overshadow the other recommendations of the EFC designed to achieve budgetary balance and macro – economic stability .” 2
This only establishes the fact that even after five decades of experience of devolution, there is dissatisfaction among the states. The federal flows are still like an untamed river breaching its banks at its will and places of its own choice. The implication of this for public expenditure management in the states, have become even more serious after the emergence of regional parties in the various states.

ROLE OF PLANNING COMMISSION
In the Constitutionally evolved broad pattern of transfer of resources that has come to dominate fiscal federalism in India, the emergence of the Planning Commission as an important channel for grants and loans for development to be extended by the Centre to the States has been very significant. Brought into existence through a Resolution of the Government of India dated March 15, 1950, the Planning Commission is technically a creation of the Union Government and not a body created by the Constitution of India or an Act of the Parliament.

The vital role played by the Commission has, over the last five decades, involved allocation of national resources for development applications by the Centre and the States among different sectors of economy and in various regions of the country.

With the Constitution envisaging an assessment of both revenue and capital requirements of the  States, for deciding the pattern of devolution of resources gathered by the Centre, the Finance Commission, and Planning Commission have come to be the load bearing walls in the federal fiscal frame work of India. However some operational problems have emerged in the functioning of the two commissions. The First two Finance Commissions made recommendations covering both revenue and capital requirements of the States but during this period, Planning Commission had also begun to assume responsibility for allocation of resources for plan purposes, which included capital requirements also.

The Third Finance Commission drew attention to the overlap in the functions of the Finance Commission and the Planning Commission and recommended that the Central Government should either “enlarge the functions of the Finance Commission to embrace total financial assistance to be afforded to the States whether by way of loans or devolution of revenue to enable them balance their normal budgets and  fulfill the prescribed targets of the plan” or “transform the Planning Commission into Finance Commission at the appropriate time”. The issue was not settled then .

The Fourth Finance Commission which was precluded from examining the fiscal needs to the states for the Fourth Plan, did not recommend any assistance to the States for their Chairman , Shri. P.V.Rajamannar, even observed that “the relative scope and functions of the two commissions should be clearly defined by amending Constitution and the Planning Commission should be made a statutory body independent of the Government.”

While the overlap of functions between the Finance Commission and Planning Commission has led to considerable legal quibbling regarding Article 282 of the Indian Constitution, it has come to be accepted in due course of time, that the Finance Commission will attend to the Non Plan requirements of the States and towards certain specific capital grants and the Planning Commission will make recommendations in respect of grants and loans for State Plans and discretionary transfers.

The emergence of  National Development Council, in which the Chief Ministers of the States are members, as a body required to accord formal approval for the Five Year Plans and take major decisions concerning planning , has lent both weight and authority to the role played by the Planning Commission in assessing the resource gap of the States for the implementation of development plans and making appropriate recommendations for central assistance to be made available to the States. Thus even without a formal constitutional status,  the Planning Commission has become an important agency in the Centre-State economic frame work, (a) for ensuring adequate mobilisation of physical and financial resources for the plan, (b) for assessing the size and helping in the determination of priorities of the State plans to ensure that they, while serving the local developmental needs are also in conformity with national perspective; (c) for participating in the national effort to reduce inter-state disparities and to promote balanced regional development, with clearly directed Central and States schemes for accelerating economic growth and social transformation in the States. After the initial experience of the first two decade of planning and interaction with the state governments, the Planning Commission evolved and adopted in 1969, what has come to be known as the Gadgil formulae spelling out criteria for determining the quantum of plan assistance from Centre to the States. The formulae adopted in 1969, and the modifications made in 1980, 1990 and 1991 are summarised in Table 3.8

The adoption of  such a carefully evolved pattern of assistance by the Planning Commission has not however rendered it immune from critical references from some state governments , which have after formulating ambitious plans for expenditure programmes , with available glare of publicity are unable to raise on their own resources sufficient to meet these programmes, and therefore do not take fondly , to the monitoring role of the Planning Commission and its insistence on a degree of compliance with sound principle of Planning and matching resources with expenditure programmes. The Planning Commission has for its part , found itself wedged between the Union Finance Ministry with its own problems of mobilisation of resources for meeting the burgeoning expenditure of the Central Government and the State Governments which are closer to the field and have therefore to face the pressure of popular needs. The Crucial issue is Planning and Budgeting in governments at the centre and the states. It is necessary in this regard , to keep in view , the paradigmatic shift in the recent years . As observed by  Dr.A.Premchand, “ Planning and Budgeting in Government have traditionally been considered in terms of the formulation and implementation of medium term and annual plans and the relative roles of Planning Agencies and Ministries of Finance in this larger process. The development plans during the early 1950s and 1960s tended to be larger in coverage and focus and reflected the Management trends of those decades- Control of the commanding heights of the Economy, an extensive public sector and the prevalence of extensive network of physical and financial controls. ….. major changes have taken place during the last decade , in the approaches of the activities of the Governments and Public Sector . the paradigm is no longer one of extensive Government control but it is now one of reduced role of the government and pursuit of  economic policy that emphasise the supply side of the economy – removal of structural bottleneck of the economy. Not withstanding this paradigmatic shift , budget of the government continues to be the most gripping aspect of economic policy , while at the heart of the economic policy , lies the control of Public Expenditure”.3
We may need to turn to the quantum of resources involved in devolution, and statutory and non statutory transfers from the Centre to the States provided in the Union Budget 
TOTAL TRANSFER OF RESOURCES FROM CENTRE TO THE STATE 
In context of this study, it is important to take note of items of “expenditure” of the Union Government which have implications for the State Government and their expenditure programmes. The Central Budget provides for transfers to the State and Union Territory Governments by way of (a) States’ shares of Taxes and Duties as recommended by the Finance Commission. (b) Non plan Grants and Loans, displayed in the Budget Document, as net of recovery short term loans and advances, (c) Central Assistance for State and U.T. Plans (Grants & Loans recommended by the Planning commission (d) Assistance for Central Sector and Centrally sponsored schemes (included in the plan outlays of Central Ministry and released to the State Government as per approved patterns of assistance. From the aggregate of the above, recovery of loans and advances from the State and U.T. Governments, is deducted to derive the net resources transferred to State and U.Ts. Central Resources are also released directly to implementing agencies as part of Central Assistance for State and U.T. for Rural Electrification, Member of Parliament local Area Development Schemes etc. These have Development implications.

We may however take note of the quantums and the relative share of – (a)Statutory transfer (b)Plan transfers (c)Discretionary transfers. The quantum of resources transferred through the three routes varied in each Five Year Plan period, as shown in the Table 3.9 The transfer made in the Nineties are shown in Table 3.10 

While the Gross Transfer from Centre to the State and U.Ts was Rs.21951 crores, about 49% of aggregate expenditure of States in 1985-86, and had increased to Rs. 40860 crores, meeting a lower level of 44.9% of States expenditure in 1990-91, it had doubled to Rs. 81974 crores in 1996-97 and more than trebled to Rs. 129066 crores in 1999-2000. But with the aggregate expenditure of States increasing, gross resources  transferred by the Centre, could meet only lower levels of State expenditure, 40.4% in 1996-97 and 39.6% in 1999-2000.

Further with the States repayment of  loans and interest payment to the Centre, increasing , the net transfers from Centre to the State, amounted to Rs. 17633 mcrores in 1985-86, Rs. 31685 crore in 1990-91, Rs. 60585 crores in 1996-97, and Rs. 93712 crores in 1999-2000, with net resources providing lower and lower covers for State expenditure 39.3% in 1985-86, 34.8% in 1990-91, 29.9% in 1996-97 and 28.8% in 1999-2000. It appears that loan repayment and interest payment obligations of the State have been as a percentage of total States expenditure gradually increasing from 9.6%  in 1990-91 to 11.3% in 2000-014 . Data provided by Reserve Bank of India indicate higher sums of gross transfer as these include ways and Means Advance from the Centre to the State. 

It has been argued that the total quantum of resources transferred to the States as percentage of the resources, raised by the Centre, and also has a proportion of the aggregate expenditure of the states have been gradually falling has been gradually falling.  Analysis of data published in Union Budgets and the Indian Public Finance statistics confirms this argument. 

All the same, the impact of deterioration of Central finances, on the State is fairly clear and a more detailed examination of the Finances of the States may reveal the nature and pattern of deterioration at that level.

TABLE – 3.1 SHARES TO STATES IN THE SHAREABLE TAXES


Finance Commissions
Income Tax
Basic Excise Duties


First  (1952-57)
55
40 1

Second (1957-62)
60
25 2
Third  (1962-66)
66.67
20 3
Fourth (1966-69)
75
20 4
Fifth (1969-74)
75
20 4
Sixth (1974-79)
80
20 4
Seventh (1979-84)
85
40 4
Eighth (1984-89)
85
45 5
Ninth I (1989-90)
85
45 5
Ninth II (1990-95)
85
45 6
Tenth (1995-2000)
77.5
47.5 7


Note : 1) Restricted to excise duties on Tobacco , Matches and vegetable products.

2) Restricted to excise duties on tobacco , matches vegetable products , sugar , coffee , tea , paper and vegetable non essential oils

3) All commodities yielding Rs.50lakhs of excise revenue per year except minor sprits

4) All excisable  commodities

5) 5 % earmarked for deficit states.

6) 7.425 % earmarked for deficit states 

7) 7.5 % of net proceed of Union Excise duties

Source : compiled  at  IIE 

TABLE 3.2 CRITERIA FOR SHARING OF INCOME TAX


Finance Commissions
contri
popul
PC
PC
Specific
poverty
tax


bution
ation
income
income
indicators
criterion
effort


First  (1952-57)
20
80

Second (1957-62)
10
90


Third  (1962-66)
20
80

Fourth (1966-69)
20
80

Fifth (1969-74)
10
90

Sixth (1974-79)
10
90

Seventh (1979-84)
10
90

Eighth (1984-89)
10
22.5
45
22.5


Ninth I (1989-90)
10
22.5
45
11.25

11.25

Ninth II (1990-95)
10
22.5
45
11.25
11.25


Tenth (1995-2000)
-
20
60
-
10

10



TABLE 3.3 CRITERIA FOR SHARING BASIC EXCISE DUTIES

Finance Commissions
popul
PC
PC
revenue
specific
poverty
tax
in


ation
income
income
equali
indicatirs
criterion
effort
propor



distance
inverse
sation
of back



tion to



criterion
criterion
criterion
wardness


post –de








volution



First  (1952-57)
100


Second (1957-62)
90
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Third  (1962-66)
a.

Fourth (1966-69)
80


Fifth (1969-74)
80

Sixth (1974-79)
75
25

Seventh (1979-84)
25
25
-
25 2
-
25 
-
-

Eighth (1984-89)
22.22
44.44
22.22
-
-
-
-
11.11

Ninth I (1989-90)
22.22
44.44
11.11
-
-
11.11
-
11.11

Ninth II (1990-95)
25
33.5
12.5
-
-
12.5
-
-16.5


Tenth (1995-2000)
16.84
50.53
-
-
8.42
-
8.42
15.79


Notes : a. Exact proportion not specified but population used as major factor

2. In effect the revenue equalisation formula was the per capita income distance criteria


TABLE 3 . 4  QUANTUM OF TRANSFERS










(Rs.Crores)



Tenth Finance Commission
Eleventh Finance Commission



(for 1995-2000)
(for 2000-2005)


1. Share in Central taxes and

Duties
206343-00
376318-01

2. Grants-in-Aid for various

Purposes
20300-30
58587-39

3.
Total transfer
226643-30
434905-40 


TABLE 3 . 5  CRITERIA FOR DISTRIBUTION AMOUNG STATES




(in percentages)






Finance Commission

Item
Tenth 
Eleventh


1.
Population
20*
10

2.
Area
5
7.5

3.
Poverty Distance
60
62.5

4.
Infrastructure index
5
7.5

5.
Tax effort
10
5

6.
Fiscal disciple
0
7.5

7.
HRD
0 
0

8. Devolution to

Local bodies
0
0


Total

100
100


Note :  *  for population TFC adopted a weightage of 20 % for I.T and 16.84 % for excise duties

TABLE 3 . 6  DISTRIBUTION AMOUNG STATES




Tax Devolution 
Total Transfer



TFC
EFC
TFC
EFC


High income
13.14
9.75
13.06
9.62

Middle Income
29.23
29.19
28.53
27.56

Low Income
44.17
53.76
43.25
49.34

Special Category
13.46
7.30
15.17
13.48



100.00
100.00
100.00
100.00


TABLE  3 . 7 RELATIVE SHARES OF STATES IN RESOURCE TRANSFER –

TENTH AND ELEVENTH FINANCE COMMISSIONS



State
Tenth Finance Commission
Eleventh Finance Commission




TD
TT
TD
TT


Total for All States (Rs.Crores)
206343
226643
376318
434905


1.
Andhra Pradesh
7.91
7.98
7.701
7.13

2.
Arunachal Pradesh
0.66
0.78
0.244
0.53

3.
Assam
3.42
3.67
3.285
3.05

4.
Bihar
11.29
10.88
14.597
13.04

5.
Goa
0.25
0.27
0.206
0.19

6.
Gujarat
3.88
3.92
2.821
2.76

7.
Haryana
1.24
1.23
0.944
0.97

8.
Himachal Pradesh
1.81
2.10
0.683
1.72

9.
Jammu and Kashmir
2.86
3.23
1.290
3.78

10.
Karnataka
4.86
4.64
4.930
4.53

11.
Kerala
3.5
3.41
3.057
2.83

12.
Madhya Pradesh
7.4
7.10
8.838
8.05

13.
Maharashtra
6.23
6.05
4.632
4.46

14.
Manipur
0.82
0.94
0.366
0.74

15.
Meghalaya
0.74
0.83
0.342
0.68

16.
Mizoram
0.68
0.80
0.198
0.58

17.
Nagaland
1.06
1.23
0220
1.02

18.
Orissa
4.26
4.28
5.056
4.77

19.
Punjab
1.53
1.58
1.147
1.25

20.
Rajasthan
4.97
5.03
5.473
5.42

21.
Sikkim
0.27
0.31
0.184
0.38


22.
Tamilnadu
6.12
5.89
5.385
4.97

23.
Tripura
1.13
1.27
0.487
1.00

24.
Uttar Pradesh
16.25
15.95
19.798
18.05

25.
West Bengal
6.84
6.61
8.116
8.10


Total All states
100.00
100.00
100.00
100.00




Note : TD -Tax Devolution share

TT – Total Resource Transfer share

TD for Tenth FC only of income tax and excise duty revenue  TD for Eleventh FC is for all tax revenue

TABLE – 3  .  8  TOTAL TRANSFER TO STATES UNDER THE ELEVENTH FINANCE COMMISSION: 2000-05





(Rs.Crores)





Grants- in- Aid to local bodies


Sl No      States
Share in
% to
Non plan
% to 
upgrada
% to
panchayats
% to
munici
% to
relief
% to
Total
% to 
Total  
% to



Central
total
revenue
total
tion and
total

total
palities
total
expdi
Total
(5+7+9+
total
transfer
total



Taxes and

deficit

special







11+13)

(3+15)




Duties



problems












      

   1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18



















1.
Andhra Pradesh

28980.25
7.70
0
0.00
285.23
5.74
760.24
9.50
164.66
8.23
820.8
9.94
2030.93
3.47
31011.18
7.13

2.
Arunachal Pradesh

918.22
0.24
1228.02
3.47
90.59
1.82
27.84
0.35
0.68
0.03
49.83
0.60
1396.96
2.38
2315.18
0.53

3.
Assam

12362.05
3.29
110.68
0.31
132.54
2.67
233.45
2.92
21.54
1.08
420.6
5.09
918.81
1.57
13280.86
3.05

4.
Bihar

54934.9
14.60
0
0.00
401.6
8.08
785.04
9.81
93.9
4.70
512.46
6.21
1793
3.06
56727.9
13.04

5. 
Goa

775.22
0.21
0
0.00
27.28
0.55
9.27
0.12
4.64
0.23
5.15
0.06
46.34
0.08
821.56
0.19

6. 
Gujarat

10615.93
2.82
0
0.00
234.85
4.72
348.04
4.35
132.52
0.63
668.88
8.10
1384.29
2.36
12000.22
2.76

7. 
Haryana

3552.44
0.94
0
0.00
132.65
2.67
147.09
1.84
36.64
1.83
336.95
4.08
653.33
1.14
4205.77
0.97

8.
Himachal Pradesh

2570.25
0.68
4549.26
12.87
91.16
1.83
65.67
0.82
3.89
0.19
180.2
2.18
4890.18
8.35
7460.43
1.72

9.
Jammu and Kashmir
4854.5
1.29
11211.19
31.71
127.82
2.57
74.41
0.93
15.66
0.78
144.64
1.75
11573.7
19.75
16428.22
3.78

10.
Karnataka

18552.48
4.93
0
0.00
311.53
6.26
394.12
4.93
124.82
6.24
309.03
3.74
1139.5
1.94
19691.98
4.53

11.
Kerala

11504.04
3.06
0
0.00
129.14
2.60
329.63
4.12
75.25
3.76
278.66
3.38
812.68
1.39
12316.72
2.83

12. 
Madhya Pradesh

33258.98
8.84
0
0.00
494.52
9.94
715.47
8.94
156.01
7.80
373.4
4.52
1739.4
2.97
34998.38
8.05

13. 
Maharashtra

17431.05
4.63
0
0.00
331.97
6.68
656.73
8.21
316.25
15.81
651.49
7.89
1956.44
3.34
19387.49
4.46

14.
Manipur

1377.32
0.37
1744.94
4.93
58.59
1.18
18.77
0.23
4.4
0.22
11.89
0.14
1838.59
3.14
3215.91
0.74

15. 
Meghalaya

1287.01
0.34
1572.38
4.45
57.39
1.15
25.61
0.32
2.7
0.14
16.32
0.20
1674.4
2.86
2961.41
0.68

16.
Mizoram

745.11
0.20
1676.3
4.74
89.84
1.81
7.86
0.10
3.84
0.19
12.32
0.15
1790.16
3.06
2535.27
0.5

17.
Nagaland

827.9
0.22
3536.24
10.00
62.84
1.26
12.87
0.16
1.79
0.09
8.12
0.10
3621.86
6.18
4449.76
1.02

18.
Orissa

19026.64
5.06
673.6
1.91
215.05
4.32
345.59
4.32
39.96
2.00
453.66
5.50
1727.86
2.95
20754.5
4.77

19.
Punjab

4316.37
1.15
284.21
0.80
110.01
2.21
154.64
1.93
54.73
2.74
508.57
6.16
1112.16
1.90
5428.53
1.25

20.
Rajasthan

20595.88
5.47
1244.68
3.52
299.85
6.03
490.95
6.14
99.42
4.97
857.85
10.39
2992.75
5.11
23588.63
5.42

21.
Sikkim

692.43
0.18
840.58
2.38
66.78
1.34
5.29
0.07
0.21
0.01
28.63
0.35
941.49
1.61
1633.92
0.38

22.
Tamilnadu

20264.72
5.38
0
0.00
251.86
5.06
466.12
5.83
193.37
9.67
425.36
5.15
1336.71
2.28
21601.43
4.97

23.
Tripura

1832.67
0.49
2414.16
6.83
60.18
1.21
28.46
0.36
4.02
0.20
21.55
0.26
2528.27
4.32
4361.04
1.00

24.
Uttar Pradesh

74501.56
19.80
1026.74
2.90
669.91
13.47
1319.13
16.49
251.63
12.58
740.33
8.97
4007.74
6.84
78509.3
18.05

25.
West Bengal

30540.09
8.12
3246.09
9.18
239.45
4.82
577.73
7.22
197.49
9.87
419
5.08 
4679.76
7.99
35219.85
8.10


TOTAL

376318.01
100.00
35359.07
100.00
4972.63
100.00
8000.00
100.00
2000.00
100.00
8255.69
100.00
58587.4
100.00
4341905.44
100.00


TABLE-3 . 9 CRITERIA FOR CENTRAL PLAN ASSISTANCE TO STATES


Gadgil
First
Second
Third


Formula
Revision
Revision
Revision


1969
1980
1990
1991


Share of special 

Category states
30
30
30
30

Non Special

Category states

1. Population
60
60
55
60

2. On going irrigation

     power projects
10
0
0
0

3.Per capita income
10
20
25
25

4. Performance
10
10
5
7.5

5. Special Problems
10
10
15
7.5


TABLE 3 . 10     GROSS RESOURCES TRANSFERS FROM THE CENTRE TO THE STATES THROUGH VARIOUS AGENCIES DURING DIFFERENT PLAN PERIODS

(Rs. Crores)


Total 
Fin Comm
Percent
Plan Loans
Percent
(CSS & Oth)
Percent


Resource
Devolution
to Total
& Grants

Discretionary


Transfers




Transfers


I Plan
1431
447
31.20
350
24.50
634
44.30

(51-56)

II Plan
2868
918
32.00
1058
36.90
892
31.10

(56-61)

III Plan
5600
1590
2839
2515
44.91
1495
26.70

(61-66)

Annual Plan
5347
1782
33.33
1767
33.05
1798
33.62

(66-69)

IV Plan
15101
5421
35.90
3535
23.41
6145
41.04

(69-74)

V Plan
25196
11048
43.85
7951
31.56
6197
24.60

(74-79)

Annual Plan
7826
3678
47.00
2510
32.07
1638
20.93

(79-80)

VI Plan
60521
25736
42.52
18185
30.05
16600
27.43

(80-85)

VII Plan
114424
56691
49.54
38351
33.52
19382
16.94

(85-90)



Source : (1) Gulati I.S (ed) , ‘Centre-State Budgetary Transfers’, Sameeksha Trust, Oxford University Press


Bombay, 1987. pp.249

(2) Finance and Planning of Development, A.P., ‘Memorandum submitted to the Tenth Finance Commission’, Vol-I, Views of the State Government, October, 1993, Appendix, II, pp.17

TABLE 3.11 DEVOLUTION AND TRANSFERS FROM THE CENTRE TO THE STATES IN THE NINETIES                                                                                                                                        (Rs.Crores)





                (Rs .Crores)



Years 
        Gross 
         Net
Shares in Central Taxes
Grants from Centre
Loans from Centre
Repay ment to Centre

1990-91
40859.10 
31684.50 
14241.50 
12643.3
13974.00 
9175.00 


(44.80)
(34.80)
(15.60)
(13.90)
(15.30)
(10.10)

1991-92
45142.60 
34925.40 
16847.90 
15225.7
13069.00 
10217.00 


(41.60)
(32.40)
(15.60)
(14.00)
(12.10)
9.50 

1992-93
51438.50 
39431.00
20580.10 
17758.8
13100.00 
12008.00 


(43.10)
(33.00)
(17.20)
(14.90)
(11.00)
(10.10)

1993-94
57980.50 
43589.50 
22394.8 
21176.00
14410.00 
14391.00 


(43.10)
(32.40)
(16.60)
(15.70)
(12.70)
(10.70)

1994-95
64141.60 
50094.20 
24884.7 
20004.40
19253.00 
14047.00 


(39.70)
(31.00)
(15.40)
(12.50)
(11.90)
(8.70)

1995-96
69643.00 
51807.60 
29047.6 
20995.80
19600.00 
17835.00 


(39.20)
(29.20)
(16.40)
(11.80)
(11.00)
(10.00)

1996-97
81973.90 
60585.00
35037.8 
23154.70
23782.00 
21389.00 


(40.40)
(29.90)
(17.30)
(11.40)
(11.70)
(10.50)

1997-98
95404.80 
70796.40 
40411.2 
24222.50
30771.00 
24609.00 


(41.80)
(31.00)
(17.70)
(10.60)
(13.50)
(10.80)

1998-99
103626.60 
73450.00 
39421.2 
23863.40
40342.00 
30177.00 


(38.90)
(27.60)
(14.80)
(9.00)
(15.10)
(11.30)

1999-00
129065.50 
93712.30 
44458.2 
35080.60
49527.00 
35353.00 


(39.60)
(28.80)
(13.70)
(10.80)
(15.20)
(10.90)

2000-01
139661.10 
100035.50 
50805.0 
36963.50
51893.00 
39626.00 


(39.80)
(28.50)
(14.50)
(10.50)
(14.80)
(11.30)









Note: Figures in brackets are percentages of aggregate expenditure of all states

Source : Compiled from Union Budget and other documents

TABLE  3 . 12 TRANSFER OF RESOURCES FROM CENTRE TO STATES







As a Proportion 
1980-81
1990-91
1994-95
1997-98
1998-99
(a) To GDP



Gross Transfer
7.2
7.9
6.6
6.7

Net Transfer
5.8
6.2
5.0
5.0

(b) To Centres Total 

Receipts

Gross Transfer 
38.3
39
34.6
33.8

Net Transfer
31.2
30.5
26.2
25.2

(c) To total expenditure 

of states

Gross Transfer 
50.2
52.1
44.9
43.5
38.9

Net Transfer
40.9
40.0
33.2
32.4
27.6


Source : Union Budgets

3 . 2 CHANGING POLICY FRAMEWORK -ECONOMIC REFORMS 

While reviewing the recent “Economic Reforms” and their impact on public expenditure management , it may be useful to set out the back drop and the time period for analysis as the exercise in stock taking should provide opportunities  to draw lessons from the recent experiences and enable reshape policies and programmes  to meet the continuing challenges.

Dr.C.Rangarajan has pointed out that “ Economic Reforms come in waves. In our own country , the first wave of reform started with the launching of Planning with an emphasis on industrialisation , more particularly of heavy industries. The second wave , the precise dating of which may be difficult , began when it was found that the growth rate was weak and the trickle down effect  was not adequate and when the need to focus directly on poverty alleviation became evident. The third wave which began in the late Eighties gathered momentum after 1991. The period since 1991-92 has seen some important changes in the approach to and content of Economic Policy.” 1
But most discussions on Economic reforms in India have concentrated on the policy changes initiated and implemented in the Eighties and the Nineties. Some set the date of its commencement as 1984 when Sri Rajiv Gandhi ‘s Government launched his New Economic Policy , with promises to open up the economy for achieving faster growth And  others as 1991 when Sri P.V.Narasimha Rao’s Government  , formulated and set on course a multi pronged programme for restructuring institutions and reorienting philosophies and programmes impacting on economic development . 

Dr.Arjun Sen Gupta 2 points out that  ,” the Economic Policies that were introduced in 1991 , following a balance of payment crisis and which formed the basis of the letter of intent of policies approved by the IMF , are generally described as the programme of India’s Economic Reforms .” and draws attention to the existence of two views (a) Vijay Joshi and I.M.D.Little 3 in their book India’s Economic Reforms 1991-2001, Oxford 1996 stating that  “ India’s reforms programme began in the middle of a macro-crisis that erupted in 1991.” (b) Dr. Montek Ahluwalia 4, who observed in an 1994 article , on India’s Economic Reforms , that several policy changes were initiated in the 1980s ,”to mitigate the rigours of the control regime , lower direct tax rates , expand the role on both trade and foreign investment .” later stating in an 1999  article that India’s Economic reforms began in 1991 .Dr.Ahluwalia however distinguished two reforms programmes by stating that the reform  programme of 1991 . “though gradualist in its approach was nevertheless very different from the incremental reforms of the 1980s.

It is possible to see Indian Economic reforms not just as a response to the perceptions on and experience of domestic policies and programmes but also as a rather lagged response to the transformation of  industrial and trade regimes  in several countries notably Europe. Setting the international context , Dr. I.G.Patel 5 has in the preface to his Economic Reforms and Global Change ; 1998 observed , “ Economic Policy has witnessed a virtual revolution through out the world since the early eighties. In India too, there has been a sea change atleast since 1991.”

PHILOSOPHICAL BASE 
Offering what could be considered as the philosophical base of the Reforms Programme of 1991, Prime Minister Sri P.V.Narasimha Rao 6 has in his preface to the Eighth Plan , stated “The Eighth Plan is being launched at a time of momentous changes in the world and in India. The international political and economic order is being restructured everyday and as the Twentieth Century draws to a close , many of its distinguishing philosophies and features have been swept away. In this turbulent world , our policies must also deal with changing realities. Our basic policies have stood us in very good stead and now provide the opportunity to respond  with flexibility to the new situation , so that we can work uninterruptedly towards our basic aim of providing a rich and just life for our people.”

The then Prime Minister proceeded to point out that “ Planning has been one of the pillars of our policies since independence and our present strength derive from its achievements” and that , “ there is today a recognition that in many areas of activity , development can be best ensured by freeing them of unnecessary controls and regulations and with drawing state intervention. At the same time , we believe that the growth and development of the country cannot be left entirely to the market mechanism. The market can be expected to bring about an “equilibrium” between “demand “ backed by purchasing power and “supply”, but it will not be able to ensure a balance between “Need” and “Supply” . Planning is necessary to overcome such limitations of the market mechanism. Planning is essential for macro economic management , for taking care of the poor  and the downtrodden , who are mostly outside the market system and have little asset management. It is thus not a choice between the Market Mechanism and Planning: the challenges is to effectively dovetail the two so that they are complementary to each other. ”

STATE AND MARKET INTERFACE
As Dr.Rangarajan 7 has since explained in the 1950s  and 1960s  , the dominant view in economic literature was that Government must play a role in correcting market failures in the area of  allocation of resources over time, because of the ‘myopic’ nature of market participant , four decades of development experience world over has shown that there can be “government failures” as well , resulting not only in economic losses due to misallocations of resources arising from faulty investment decisions but also from diversion  of resources to rent seeking activities because of the very regulations themselves. Dr.Rangarajan has observed that , “ if there is a lesson to be drawn from the development record of the last four decades, it is that there can be both “ government failure “ and market failure “ and the critical issue is not so much the presence or absence of the state intervention but the extent and quality of that intervention.”

It is possible to analyse economic policy formulation and implementation in India , in terms of the changing boundaries of state and market , and the emerging new balances as a result of Economic Reform. In a lecture delivered at the Indian Institute of Economics in August 1999 and published in the Asian Economic Review in Dec 1999 , Dr. Y.V Reddy 8 analysed the role of State in Economic activity from a functional  point of view classifying state into (a) Producer state -–Producing commercial goods and services.(b) Regulatory state setting and enforcing rules that encourage or discourage economic activities of market participants.(c) facilitator state – providing public goods such as police , judiciary , roads etc. and (d) Welfare state providing a wide variety of merit goods such as education  and health services. 

Drawing attention to the process of reforms and the new balances that are emerging as both causes and consequences of a changing mix between state and market and emphasising that this does not happen in isolation but in relation to other balances like that vertically between Centre and Provinces , between public and private sectors ; funding and provision of services , poor and  non poor , organised employment and self employment and finally rural and urban areas. Dr. Reddy has urged that “ analysts need to have an appropriate understanding of these emerging new balances to appreciate the stability and pace of Economic Reforms.”

EQUITY AND EFFICIENCY 
Economic Planning in India has been directed towards objectives of Growth with Social Justice , Self Reliance and Balanced Regional Development, assigning important place in programme formulation and implementation to considerations of equity and distributive justice. There is a school of view that the rate of growth of the Indian Economy has been relatively lower than  it could have been mainly on account of multiple objectives . 

In his paper ,” New Economic Policies : A Historical Perspective ,” Dr. I.G.Patel 9 offers  a view that “in our anxiety to increase the supply of factors of production and reduce the constraints on growth and out of excessive zeal for distributional justice , we have often overlooked the importance of an efficient use of existing resources….. the kind of use that generates the maximum growth potential for the future”, Dr. Patel however observes that  efficiency is a dynamic concept and its best promoters , apart from entrepreneur ship , skills and capital , are good information , competition with  a level playing field, transparency , relative stability in policies and improvements in technology.” and points out “efficiency , transcends the domains of micro economics as narrowly and traditionally conceived and requires some thing more than competitive markets.”

GLOBALISATION AND NATION STATE
The requirement of Capital . skills , technology and the like , often need free flow of these factors across the borders of nation and offer justification for globalisation . Answers to key questions whether globalisation constrains national autonomy and whether it tends to aggravate inequalities , depend on whether the analysis is made in economic terms or in political terms taking into account the dilemma created by the fact that markets are increasingly international in scope while governments remain national  in jurisdiction and character .

While economic analysis can certainly provide  broad guidelines to governmental policy and action, experience reveals that ultimately it is the power play between various interest groups – business industry and social that provide the vital inputs for decisions on economic policy. 

But then there is the vital question on the desirability and effect of globalisation in an unequal world.

UNCTAD’s Trade and Development Report 1997 10 stated .“ the big story of the world economy since the early 1980’s has been the unleashing of market forces. The deregulation of domestic markets and their opening up to international competition have become universal features….Many commentators are optimistic about the prospect for faster growth and for convergence of incomes and living standards which greater global competition should bring …. However ,…. Since the early 1980s the world economy has been characterised by rising inequality and slow growth. Income gaps between North and South have continued to widen … In 1965 , the average per capita income of the G-7 countries was 20 times that of the world’s poorest seven countries , By 1995 , it was 39 times as much …Polarisation among countries has been accompanied by increasing income inequality within countries … In many countries , the per capita income of the poorest 20 % now averages less than one tenth of the richest 20 %. …. Indeed , the hollowing out of the middle class has become a prominent feature  of income distribution of many countries.” TDR 1997  points out that over the past decade , the world economy has settled down to an average growth rate of 3 % per year , 2 % points lower than that achieved between 1950-1997 and states ,“Such a relatively modest rate can solve neither the North ‘s labour market problems nor the South’s poverty problem nor will it allow for a narrowing of the North –South divide.”

COMPONENTS OF REFORMS 
Economic Reforms programmes has several components (i) Fiscal reform(ii) Industrial policy reform (iii) Trade Reform (iv) Monetary reform etc. Government of India’s Economic survey 1998-99 pg.809 , enumerates the various policy measures taken in industry , infrastructure, trade policy , financial and banking sector, Taxation policies , foreign investment (Direct and institutional , external finance (Multilateral assistance and commercial borrowing). All these have meant restructuring of the various Government Departments , and creation of New Institutional Mechanisms , to subserve the basic objectives of Economic reform and carry out the difficult task of distancing the state from direct intervention in Economic Activity and interplay of Market Forces . 

Economic Reforms with some or all of the above components have been the prescription  offered by the experts serving the IMF and the IBRD , to the fiscal and financial problems faced by several  countries , which had , at different points of time reached , “crisis proportions.” The efficacy of these prescriptions have also come to be questioned by several economists . The recent debate and divergence of opinion between the economists serving the IMF and those serving the IBRD raise important issues of both analytical and operational significance. 

The vital issue in this debate , is whether the policy instruments and programmes can be devised for a country and its economic problems by “experts” with a reputation at an international level without exposure to the country experience in implementation of programmes in that country or elsewhere and whether any such programme devised for one country , even if it is deemed successful , could be prescribed for another country ? Should Economic Policy making in developing countries be governed by Washington Consensus, emphasising free market , global integration and macro economic stability?  At the centre of the controversy was the policy prescriptions made by the IMF Team for some of the Asian Economies , and their effectiveness.Joseph Stiglitz 11 Chief Economist  of the IBRD , has argued that Washington consensus has a specious simplicity as the world is too complicated and economic policy making faces too much uncertainty . In a contribution to a Symposium on International Financial Architecture  Stiglitz has argued that the conditionalities approach of the IBRD and IMF has failed , and from now on , for the sake of democratic accountability and economic sustainability each country  must own its development strategy .

INSTITUTIONAL FACTORS
Search for answer to these questions on universality of prescriptions of economic reforms leads to a similar problem faced by development administrators , in the implementation of administrative reforms suggested by International Aid Agencies over the years . Difficulties in implementation were attributed to “ ineffective administrative procedures and managerial techniques (b) inadequate development institutions and (c) inappropriate governmental, structures ,” and it was felt that the complexities of programme administration  requires ‘ a deep understanding of the varieties that affect programme implementation especially the political  behavioural , cultural economic and physical factors ’.{James W. Bjorkman 12 )  . This realisation has in its turn led  to appreciation of the need for institution building to accompany reforms to ensure effective implementation  

IMPLEMENTION: Milton Esman 13 (Elements of Institution Building ) defines institution building as the planning , structuring and guidance of new or reconstituted organisations which (a) embody changes in values functions physical and /or social technologies (b) establish ,foster and protect new normative relationships and action patterns and (c) obtain support and complementarity in the environment.

It has been India’s good fortune that its economic programmes and policies have been formulated by persons with a reputation for erudition and clarity of thinking . As Dr.Ajit Mazoomdar 13 has pointed out “the Planning  processes , first improvised and then improved upon , and the institutional mechanisms developed within the country’s political and administrative frame works were in themselves , notable achievements. After taking stock of the development perspective and implementation of various plans and noting the gap between promise and performance , inability to undertake sustained analyses of policy at different levels particularly of political constraints on development and uniformity of design imposed by planning from Delhi , Dr.Mozoomdar draws attention to one of the main problems of Indian Planning realised in the seventies that “whereas the plans were articulated at the macroeconomic level , the detailed preparation of investment projects and programmes was inadequate in many ways. Planning failures at this level were due to the absence of relevant data in some cases , insufficient technical and economic analysis and lack of impact evaluation .” However capacities were soon developed for sectoral planning , project formulation , selection and appraisal ands post evaluation. The policy instruments directed towards attainment of specific plan objectives , like Fiscal Policy , Monetary and Credit Policies , Pricing Policy , Industrial Policy , Agrarian Policy , Labour and Employment policies , Reservation Policy  etc. has also been shaped and modified to suit changing circumstances. Despite efforts Indian Development Plans are not considered to have been effective in achieving their objectives and goals . Similar are the perceptions regarding  administrative reforms.

In respect of Economic Reforms  Programmes in India , there is a distinctive difference in the approach to the implementation as exemplified by the gradualism and attention to institutional factors. While the reforms initiated in the mid eighties sought to modify regulatory procedures and protocols relating to industrial licensing and other regimes , as part of the process of liberalisation , the Economic Reforms launched in 1991 covered a wider range of administrative changes and establishment of new institutional mechanisms in the areas of industrial licensing, capital market and foreign investment regulation , prices and distribution controls , foreign exchange management , apart from measures designed to bring public finance back on the rails with fiscal reform measures. Experience in the implementation of programmes and measures in the above areas led to the realisation that while these were responses to a crisis situation , they were not in themselves adequate to ensure sustained growth of the Indian Economy. This led to the launching what is described as the Second Generation Reforms to grapple with the structural features of the Indian economy covering land reforms , public sector enterprises reforms , labour laws , capital market and competition policies and the financial and banking sector reforms. The need for Government to consider in depth  several vital issues and bring about changes in the legislative framework has been an important aspect of the second generation reforms. 

It is significant  that while some degree of political consensus appeared to have been implicit in the implementation of the First Generation Reforms, marked by continuity in economic policies pursued by the Union Government despite changes in the ruling political alignments  , the Second Generation Reforms have , even in the stage of launching faced a good measure  of opposition and public protest. 

The relative ease with which the First Generation measures got introduced and taken to implementation stage was on account of the calibration of the policies to suit the Indian psyche  and ethos as also to the creation of new or redesigning  existing institutional mechanisms. To illustrate in the area of pricing policies the Agricultural Prices Commission established in the sixties has been restructured as the Commission on Agricultural Costs and prices. In the  Industrial sector the  Statutory Tariff Commission has been replaced by the Bureau of Industrial Costs and Prices , a diluted version carrying no mandatory status , quite possibly as a salute to the emerging free market mechanism. However in the vital area of health and medicine  , requiring regulation of drug prices , a Pharmaceutical Pricing Authority has been created to deal with the industry specific issues of research ,development and manufacture costs and pricing.

Among the host of procedural and institutional changes impacting on the capital market and corporate sector is the abolition of the office of the Controller of  Capital Issues and the establishment of a statutory body , Securities and Exchange Board of India to deal not only with regulation of capital issues but also act as a watch dog of the corporate world , to usher proper practices of  corporate governance. 

In the area of Public Sector Management, measures were taken to increase the autonomy of PSU management and to relax the grip of the Administrative Ministries and  the Bureau of  Public Enterprises functioning under the Ministry of Finance . The adoption of the system of Memorandum of Understanding  between the Administrative Ministry and the PSU and the new system of performance evaluation , the designation of some enterprises as Navratna Enterprises , with larger powers for capital investment and commercial decisions were all part of a system of distancing the public enterprises from the Government and taking them closer to the markets in which they were operating. 

The study of modes of withdrawal of the state from commercial activities by embarking on a process of divestment of Government ownership was entrusted  to the Disinvestment Commission set up as a independent body to recommend the levels and modes of divestment of government shares in specific enterprises. After the Commission had completed the studies and made recommendations in respect nearly 50 enterprises , the task has been entrusted to a newly created Department of Disinvestment to propose the levels and modes of disinvesment in public sector enterprises for the consideration of an Inter Ministerial Committee of Secretaries before a decision by the Cabinet Committee on Disinvestment .

By far the most far reaching changes impacting on the economy have been in the  financial and banking sectors . The appointment  of two committees , both chaired by Sri M.Narasimham , a financial administrator with deep domestic experience and vast international exposure, to study and make recommendations of the changes needed in the financial sector and the banking system was a move designed to ensure that the changes  were calibrated to meet the specific requirements of the various subsectors and to carry out change without affecting continuity of operations of the institutions in these vital sectors.The introduction of prudential regulations and prescription of norms for Capital Adequacy , Asset Quality , Management Earnings ,Liquidity and Systems Control (CAMELS) have reinfused a degree of discipline in the banking system. But the Reforms appear to have affected the credit availability to the priority sectors of agriculture and small scale industries. The changes have not also effectively  improved the position relating to non performing assets. There is a view that the decline in morale of Bank employees , and credit availability to priority sectors could be attributed to the uncertainty resulting from structural reforms in the Banking Sector. The promulgation of Regulations governing Non Banking Finance Companies by the Reserve Bank of India , though considered a bit belated  has brought about some changes in the money market . Overall  the Banking Sector is still in a state of flux , though the operations have been marked by  some degree of continuity .

The plethora of laws governing industrial and business operations as also labour management , and the time consuming procedures for judicial intervention were also sought to be modified as part of the Economic Reforms. The Ministry of Finance organised a project for Legal Adjustments and Reforms for globalising  the economy(LARGE) to review and rationalise various economic legislations. 

The Ministry of Law and Justice , have brought into existence a new Alternative Dispute Settlement Mechanism to speed up arbitration  in commercial disputes , and the Department of Company Affairs  have proposed changes in the Companies Act to ensure better corporate governance and  changes in the  Monopoly and Restrictive  Trade Practices Act to endure a more competitive Environment. The retuning of the legal system in keeping with the  major objectives of the Economic Reforms have been a major area of concern because the implications of changes in the basic laws and procedures need close study of their long term structural implications before they are given effect to . The two specific areas  relating to labour law legislation and foreign capital and exchange regulations have posed some thorny questions for which answers have not been  easy to find. Sharp differences of opinion have arisen of the need for and level of foreign capital participation in certain sectors of economy like Insurance , Media Management, and Strategic Areas  like oil exploration .Likewise the design and implementation of  Exit Policies for Labour and Amendment to the Labour Legislation as also the   design of Safety  Net Mechanisms for labour have been marked by the need to take a careful view of conflicting but equally valid view point of different interest groups. These differences reflect the as yet unresolved areas of value judgements and long term goals in the Indian economy. 

The unwillingness of the elected government to rush into these areas with hasty legislations  has resulted in some criticisms from interested quarters that the Economic Reforms  have been slowed down. But the Union Finance Minister Sri Yeshwant Sinha has clarified that India cannot be hustled into globalisation , and that it is the responsibility of every government to manage globalisation properly. Sri Sinha has explained that while the First Generation reforms initiated in the early nineties  were mainly administrative in character , the Second Generation reforms called for legislative changes in areas relating to labour laws , small scale industries  , public sector privatisation and tightening the financial sector which are marked by difficult contentious and controversial issues , with resistance from political and trade union quarters. Sri Sinha asserted that  “ Government has to be practical and patient in carrying them forward ”. 

The difficulties faced by the government and various organisations in sequencing the various steps and carrying out the Second Generation  Reforms serve , if any thing to underline the importance of institutional factors  in Economic Reforms. It may be useful in this regard to take note of the interaction between the process of reform and major institutions , playing pivotal role in economic decision making in India like the Planning Commission , the State Governments and other organisations . 

3. 3 ECONOMIC REFORMS , PLANS AND UNION BUDGET

While reviewing the Management of Public Expenditure by the State Governments during the era of Economic reforms, one should take into account certain philosophical changes impacting on the planning process as also procedural and policy changes in the broad area of transfer of resources from the Centre to the States that became prominent feature of the period.  These centred on the role of the State in economic activity and sought to make a break with the previous four decades of planning emphasising the bounden duty of the State to not  only for the economic growth but also ensure that this is accompanied by Social Justice, Balanced Regional Development and Self Reliance.

While  Economic Reforms launched in July 1991 sought to redefine the role of the State and of market forces, in promoting and sustaining economic activity, the then Prime Minister Shri P.V. Narsimha Rao had taken care to strike a balanced note in this regard. While drawing attention to the momentous changes taking place, with the restructuring of international political and economic order, and to the recognition that in many areas of activity development can be ensured by freeing them from unnecessary controls and with drawing state intervention, Shri Rao had made it clear that “the growth and development of the country can not be left entirely to the market mechanism ” and that planning is necessary to over come the limitation of the market mechanism which can be expected bring about an equilibrium between “Demand” backed by purchasing power and “Supply” but will not be able to ensure a balance between “Need” and “Supply”.  

In his Preface to the Eighth Five Year Plan (1992-97) Shri. Pranab Mukerjee Deputy Chairman, Planning Commission  clarified, that the Plan was being launched against the backdrop of wide spread changes which have altered the international social and economic order, and that even the Centralised Economy were opening up to free market forces and competition and pointed out that in India, “the fiscal problems restrict the ability of the Governments to provide needed resources to maintain the impetus of growth. At the same time we have to ensure that the stimulus for sustaining the long term growth of the economy is strengthened in the immediate future the process of economic reforms and structural adjustments has to be carried forward without sacrificing the imperatives of development. This calls for a dedicated balancing options in the formulation of the plan. We have to start rolling back the public sector from those sectors of the economy where the private sectors can move in and step up on investment in the social sector . At he same time we have to ensure that the infrastructure needed for economic development continues to grow in the transitional period.”

The Eighth Five Year Plan was expected to be “a Plan” for managing the change, for managing the transition from Centrally planned economy to market led economy without tearing our socio cultural fabric. Deputy Chairman had also indicated that the Planning Commission was working out a monitoring system which will provide timely signals to the performance of the State Governments the priority sectors of the plan.

ECONOMIC REFORMS AND THE UNION  BUDGET
It is in this context that one must turn to the Budget of July 1991 , introduced by Dr.Manmohan Singh, making a sharp break with several of the basic objectives and methods  of Planned Development and announcing several measures which have come to be called New Economic Policy. This came about in the context of a Balance of Payment Crisis faced by the Govt of India which was  attributed to the persistent high fiscal and budgetary deficits of the Union Government and called for fiscal correction to place the economy back on the rails.

Viewed in some circles as a successor to the policy on liberalisation initiated in 1984 by the Government of India, the New Economic Policy laid emphasis on action in five  policy  areas-

(1) achievement of macro economic balance with high investment levels (2) reforms & redefinition of the role of public sector (3) reducing and restructuring domestic control over production and investment licensing (4) reducing the degree of protection to Indian Industry (5) Opening up to foreign investment.

While the above areas appeared to emphasize liberalization of the economy, the policy makers appeared to be more conscious of the fiscal priorities in the short run, and listed for the first two years of the reforms, measures to bring about (a) Reduced Government expenditure (b) Reduced Defence Expenditure (c) Increase in administered prices like power, fertilizers; (d) Reduction of  subsidy, to be followed by restriction of access to the PDS to the needy. (e) Reduction of job in Government Departments, Public Sectors under taking (PSUS). 

Many of these measures appear to have drawn their inspiration from World Bank  Country Economic Memorandum for India presented to the Aid India Consortium Meeting in Paris in May 1990 and reiterated the Country Economic Memorandum for India in 1991.  Following the suggestions in 1991 Memorandum of the World Bank Dr.Manmohan Singh wrote to the Managing Director of the International Monetary Fund in August 1991 presenting Govt of India’s Memorandum of Economic Policies . indicating the steps mentioned above .

It was only on 16th December 1991 that the Finance Minister placed in the Parliament this Memorandum as an annexure to his statement on Management of the Economic crisis . It is largely for this reason , that analysts view the economic reforms measure as inspired by the International Financial Institutions. 

An objective analysis may however lead us to understand that ‘Economic Reforms’ had really begun in early eighties, when late Shri Rajiv Gandhi promised a “Government that works faster” and launched a New Economic Policy, with promises to open up the Indian economy for achieving faster growth with a regime of lower direct taxes, expanded role for the private sector, liberalisation of the licensing system, and easing of controls on that and foreign investment. Those set of measures, initiated with some degree of concern over the slow pace of domestic economic growth were really the commencement of the transition from the era of controls to the era of relatively greater freedom from Government in economic operations.

The reforms of the Eighties were, domestic in their origin, born out of a perception that the three decades of planning and mixed economy with partial control had resulted in a relatively slower pace of development while nation was striving for larger objectives like growth with social justice, self reliance and balanced regional development. 

While the New Economic Policy was launched , with claims of the need to improve efficiency in utilisation of resources and improve the quality of Public Expenditure Management , with focus on fiscal consolidation , it soon became apparent that fiscal correction measures , enforced through budgetary instruments could while marginally improve the rate of growth  of the Economy , seriously impact on extra economic objectives of equity and balanced regional development .

Dr.Sanjaya Baru 14 has drawn attention to the awareness in Government circles of the likely deflationary pressure and high costs of social adjustment bound to be faced by the poor in the process of  macro level fiscal consolidation by the Government of India. Sanjaya Baru had argued that while the note of the President of the World Bank Louis Pretzel to the Board of Governor, recommending India’s Structural Adjustment loan and India’s Finance Minister, Dr.Manmohan Singh in his speeches on the Parliament had both spoken of possible increases in Financial allocations for certain schemes in social sectors in order to compensate for the iniquitous impact of fiscal adjustment,  the actual provisions did not match these words.

This is supported with data of provisions for Plan and Non Plan Expenditure in the Union Budgets for ‘91-‘92, ‘92-‘93 and ‘93-‘94, indicating that “the share in total Government Expenditure of important  sectors like education, health, small scale industries  and the Public Distribution Scheme was not very significant .While the aggregate expenditure  increased considerably, the share of the Social Sectors in it was 15.4 % in 1991-92 , 15.7% in 1992-93 and 16.2 % in 1993-94. Over the three years the budgetary increase was less than one percent despite claims to the contrary that structural adjustment was being carried with a care for the Human face. Sanjaya Baru has also drawn attention to the impact of the reformist budget on  the resources transferred to the states .

Drawing attention to the argument that most of these sectors are under the purview of the State Government and that Centre can do little by way of offering financial support, Dr. Baru argued that the Centre –State dimension of  the  Union Budget were biased against the States as evidenced by the disparity on the Budget support for Central Plan and for Plan Assistance to the States.

Between 1992-93 and 1993-94 Total Budgetary  support for the Central Plan had gone up by 18.4 % while the Total Central Assistance to the State had gone up only by 2.8 % further examination of the trends in the Budgetary support to the Central Plans and Central assistance to the State Plan reveal that Plan Expenditure as a percentage of Aggregate Expenditure had come down from 29.9% in ‘92-’93 to 25.7% in  2000-01(RE), marked by a fall in the Budget support for Central Plan, as a share in Total Expenditure  from 16.1% in 1992-93 to 14.4% in 2000-01.Central Assistance to the State Plan during the same period has also been marked by a similar fall from 12.8 % to 10.9 % of the Centre’s Aggregate Expenditure.

This confirms that the fiscal consolidation objective of the Union Budget has adversely affected Budget support for Plan Expenditure of the Centre and Central assistance to the State Plans. Between 92-93 and 2000-01 the Non Plan Expenditure, as a percent of total expenditure had gone up from 70.1% to 74.3% mainly on account of increase in the share of interest payments (25.3% to 30% ) Defence Expenditure from 14.3% to 16.2% and General Services, including police and pension, from 7.2% to 8.4% .The share of subsidies for food, fertilizers and other items has gone down slightly from 8.9% to 8.0%.

A significant point to be noted in the context  of Management of State Government Finances is that, the net resource transfers from centre to the states excluding interest payments had , as a percentage of Gross Domestic Product come down  from 5.7 per cent in 1990-91 to 4.7 per cent in 2000-2001 , and total assistance to state and UT Plans from 2.4 per cent in 1991-92 to 1.7 per cent in 2000-2001 . This is dealt in greater detail elsewhere .

For a perspective view at macro economic level one can refer to Tables 1.1 , 1.2 and 1.3 for obtaining a clear view of  increasing total Government  Expenditures , their distribution into Plan and Non Plan Categories and also Development and Non Development Categories and the changes in the relative roles of the Centre and States and the Union territories in bearing Plan and Development Expenditure.

After taking into account inter governmental adjustments, in 1980-81, the total expenditure of  Centre amounted to Rs. 23,194 crores and that of the State Rs. 22,770 crores, totaling 37,879 crores. By 1990-91, the Central Expenditure had increased by nearly 5 times to Rs. 1,07,995 crores and the corresponding figures for the states was Rs. 91,242 crores totalling Rs. 1,63,673 crores. During 1999-2000  the Development and Non Development Expenditure of the Central and the States combined  accounted for a total of Rs. 5,55,458 crores, or 28.4 Percent  of the GDP.

As pointed out in the  Study of the Finances of State Government 15, by 1999-2000 “the total expenditure of State Government (Rs. 3,25,634 crores) 16.6% of GDP have even over taken those of the centre (Rs. 3,13,258) 16% of the GDP in 1999-2000(R.E)”  .However when we review the trends in Plan Expenditure with reference to shares of   Centre and the States, it is seen that, while  the States had accounted for 63.52% of total plan outlay, during the I FYP, their share had come down to 45.27% in the II FYP, 49.28% in III FYP, 48.64% in IV FYP before rising to 50.77 % in the V FYP and again coming down to 45.25% in VI FYP, 40% in VII FYP, further to 38.71% in VIII FYP.On the other hand the share of the Centre which was 36.02% of total Plan Expenditure during  the First  FYP period had increased to 59.52% during the VIII FYP  The relative shares of the Centre and the States in Total Plan Expenditure from the First Plan to the Eighth Five Year Plan has been  brought out in Table 1.4 . For the Ninth Five Year Plan a total outlay of Rs. 8,59,500 crores has been indicated , with the Centre accounting for Rs. 489361 crores and the States Rs. 3,69,839 crores .

It emerges from the  review of the actual pattern of budget provisions and public expenditure during the nineties, that the envisaged careful balancing of the role of the State and the Market did not materialise and  permeate the planning process at the Centre and in the States, and that a certain degree of philosophic confusion and policy haziness, as also budgetary constraints had marked the implementation of the various developmental programmes during the nineties. 

This was recognised even in the approach paper to the Ninth Five Year Plan placed before the National Development Council in January 1997. Reviewing the growth performance during the Eighth Plan (1992-97, which was “launched against the  backdrop of a severe balance of payments crisis triggered off by financial profligacy and excessive borrowing of the Government which stated in the early 1980’s”, the Approach paper outlined the structural reforms undertaken, and claimed that “the actual growth performance of the economy appears to have surpassed the expectations”, with the average growth rate during the first four years of the Eighth Plan reaching 5.7% per annum as against the target growth rate of 5.6% per annum. The expression of satisfaction at the overall sectoral growth rates was however moderated by the recognition of interregional disparities in per capita income, increase in current daily unemployment rate, substantial increase in food prices and short falls in expenditure in social sectors like education, wealth and family welfare, women and child development, housing water supply and urban development which depend exclusively on budgetary support for financing their plan outlays.

The Approach paper pointed out that “there has been a decline in the share of the states in total plan outlay. In the Eighth Plan it has declined 36.4 % as compared to the projected 41.5 %. What is the matter of concern is that when the States share decline the sectors which suffer more severely are agriculture basic minimum services, health education”.16
The Midterm Appraisal of Ninth Five Year Plan published in October 2000, placed the growth rate of GDP during the first three years of ninth five year plan at 6.2% per annum on an average, as against a target of 6.4%, and indicated that “significant shortages in growth performance have been recorded in agriculture, mining and quarrying and manufacturing sectors” and that “investment target in these sectors were not likely to be met in the last two years of the plan.”  It also indicated that the targets were exceeded in construction, communication, public administration and community services and that in these sectors investment targets may be met.

The Appraisal pointed out that central budget support to the Ninth Plan may be around 87% of the plan target, comparing unfavorably with 93% realised during the Eighth Plan and total public investments would be about 81% of the plan targets as against 84.5% realised during the Eighth Five Year Plan. The appraisal also indicated that due to serious slippage’s on public investments in physical and social infrastructure, there could be weakening of the possibility of acceleration in the growth rate during the Tenth Plan period.” 

Presenting a synoptic view of the Government of India’s Budgetary operations during the era of Economic Reforms, the EPW Research Foundation pointed out that the data, “are revealing, particularly in the context of their long term implications for development” and that the Budgetary trends during the period prove that the actual performances has not been even remotely comparable with the Five Year Plan targets and goals.  The review drew attention to two major developments. “first the objective of fiscal consolidation which was sought to be achieved in the previous plan period, after the reform began, and resulted in a fall in the domestic debt to GDP ratio from 59.7% in 1991 to 56.5% in 1997, but this was based mainly on severe compression of Plan Expenditure in general and investment in particular. Secondly the Centre’s Tax /GDP ratio which was as high as 11.3 % in 1989-90 had declined to 9.8% in 1994-95, standing in sharp contrast to the increase of  2 to 4 percentage points experienced by some of the developing countries in the wake of  their economic reforms. According to this review the Ninth Plan objectives of increased domestic investments and savings was dependent on increased public savings and plan outlays, which, in the turn, hinged on a racing of the Tax /GDP ratio from 9.4% in 1996-97 to 11.5% in 2000-01, and further the reduction of Centres fiscal deficit from 6.1% to 4.1% during this period was also based on the virtuous relationship between increased plan outlays, improved growth and higher Tax/GDP ratios. On the other hand the Government of India’s Budgets in recent years have been formulated with the single objective of fiscal responsibility which is somewhat narrowly constructed. EPW Research Foundation Review, asserts  that “if experiences of the whole decade of the 1990’s is any  guide, fiscal consolidation with reduced fiscal deficit, dispensing of  RBI’s support and reduced tax mobilisation had to perforce result in compression of all forms of expenditure, which have development implications – Plan  Expenditure, Social and Physical Infrastructural Expenditures and Capital Expenditure.

Reviewing the impact of tax measures and expenditure patterns, EPW Research Foundation points out that the Ninth Plan Period was marked by  unusually large short falls in the Annual Plan outlays, as compared with the Budget estimates, and argues that the “root cause of Industrial recession experienced during the entire Ninth Plan has something to do with the unrealised expectations of  Annual Plan outlays” 17 . This may not be acceptable to votaries of Economic Reform who have been arguing that Economic Reforms , particularly measures of liberalisation have speeded up the rate of growth of  the Economy. The debate has been continuing , and light if any can be obtained only by , analysing the varying growth rates in different sectors  of the Economy , and in particular examine whether the fiscal consolidation measures taken in the form of budgetary measures had any impact on the rate and direction of Economic Growth. A balanced view could be taken , if one investigates the impact of liberalisation of procedures and decontrol in the industrial sector , and the impact of import restrictions removal on Indian agriculture and industry. The gains claimed in this sector may have to be measured against the impact of budgetary conservatism on the Social Sector. Analysis of the Govt of India Budget show that while aggregate budgetary expenditure increased from Rs. 143872 crores in 1993-94 to Rs. 335522 crores in 2000-2001 RE , as a percentage of GDP it fluctuated around 12 per cent of GDP .But the allocations for all Social Services and Poverty alleviation programmes , while increasing from Rs. 17851 crores in 1993-94 to Rs. 42455 crores in 2000-2001 RE , its proportion to the GDP had come down from 2.08 per cent to 1.87 per cent , this lending some measure of credibility to the critics who argue that Economic Reforms , have adversely affected the Social Sector Expenditure. 

It is in the context  of State government Expenditure exceeding that of the Centre in aggregate terms even while their share in Plan Expenditure declining relative to Centre’s Expenditure that one must look at the quantum and quality of Public Expenditure in the States and take note of the  increasing attention paid by the Centre to Economic reforms at the State level . It may be relevant to note that the states have begun in the late nineties, to realise the importance of expenditure control and took important policy initiatives towards fiscal reforms. This will be dealt with later 
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