IMPACT OF CHANGING INDIAN FEDERAL FISCAL
SYSTEM ON BACKWARD STATES:
A STUDY OF ORISSA STATE

Thesis submitted to the University of Mysore
for the award of the degree of
DOCTOR OF PHILOSOPHY IN ECONOMICS
Through the Department of Economics
University of Mysore, Mysore

PRAVAKAR SAHOO
ICSSR Doctoral Fellow
Economics Unit

INSTITUTE FOR SOCIAL AND ECONOMIC CHANGE
Dr. V.K.R.V. Rao Avenue, Nagarbhavi Post, Bangalore-560072.

August 2002



g&@l A fals s’

WIYLG RANDN O ER,




CERTIFICATE

| certify that | have guided and supervised the conduct of the study
INDIAN

and writing of the thesis titled “IMPACT OF CHANGING, FEDERAL FISCAL

SYSTEM ON BACKWARD STATES: A STUDY OF ORISSA STATE”, by Mr.

Pravakar Sahoo who worked on the topic in the Institute for Social and

Economic Change, Bangalore. | aiso certify that the topic has not

previously formed the basis for the award of any diploma or degree of the

University of Mysore or of the Institute for Social and Economic Change, or

any other University or Institution.

wa.ijifa Qad

Date: | g [ 9/ 9069 Signature of the Supervisor



DECLARATION
9NDIAN
| declare that the thesis titted “/MPACT OF CHANGING,d FEDERAL
FISCAL SYSTEM ON BACKWARD STATES: A STUDY OF ORISSA STATE”,
is the result of my own research work carried out in the Institute for Social
and Economic Change, under the guidance and supervision of Dr. Hemlata
Rao, Professor, Economics Unit, ISEC, Bangalore. This has not been
submitted either wholly or in part for any other degree or diploma. Due
acknowledgments have been made whenever any thing has been borrowed

from other sources.

.?U‘O\/VOE(‘M QS «AJ“D .

Date: /9/ 5/3002/ Signature of the student



Acknowledgements

First and foremost I am highly grateful to my guide, Dr. Hemlata
Rao, Professor and Head, Econornics Unit, ISEC, Bangalore, who helped
me throughout the duration of my work. Without her unstinted support and
guidance this work would have remained incomplete. [ thank her and will
always remain grateful to her for her co-operation and guidance.

I thank the Institute for Social and Economic Change for giving me a
fellowship to carry out my research work. I thank the Director,
Prof. Govinda Rao, and all faculty members of the ISEC for their inputs at
various phases of my work and during the bi-annual seminars. I thank
Prof. G. Thimmaiah whose comments have been very helpful in improving
my dissertation I am also indebted to Prof. B.B. Bhattacharya, director,
Institute for Economic growth (IEG), granting me sufficient leave to enable
me to complete my work.

I am thankful to Prof. B. Kamaiah, Prof. Pradeep Agarwal, and
several other faculty members of IEG, NIPFP and Central University
Hyderabad for their help for providing me all the academic and moral
support required for carrying out the study.

I thank Mr. V.S. Parthasarthy for having edited my thesis and Mr.
Satish for helping me format the same. [ also extend my thanks to
computer department, Mr. Krishnachandra and Satish Kamath for their
help. I owe my thanks to Mr. BH Chandrashekhar, economics
department, ISEC for his cooperation and help. I also thank the library
staff of the Institute for their cooperation extremely cooperative and also
the administrative staff including Mr. Krishnamurthy for their support.

Friends are an important part of life. It would have been impossible
to complete my study without the help of all my friends in ISEC hostel and
also elsewhere in India. I thank all of them wherever they are.

Last, but certainly not the least, I am grateful to my fanuly
comprising of my parents, my brother Subash and all my sisters who have
been very patient and supportive of me throughout. [ am fortunate to have
them all and I am grateful to god and to them for all they have done for
me.

Once again I thank everybody who has been associated with me at
some point of time and helped me realise my dream after many ups and
downs.



CONTENTS

CHAPTER 1: An Introduction to Fiscal federalism: Objective and

Evolution in India Page No. 1-21
(.1. Fiscal Federalism 1
1.2. Objectives of a Federation 2
1.3. Evolution of Fiscal Federalism in India 5
1.3.1. Pre-independence Period S
1.3.2. Centre - State Relations under the Constitution of India 7
1.3.3. Post-Independence Period 8
1.4. Researchable Issues in Indian Federation 10
1.5. Review of Literature 15
1.6. Objectives of the Study 17
1.7. Methodology 18
1.8. Data Source 19
1.9. Scope of the Study 20
1.10. Chapterisation 21

CHAPTER 2: Theoretical Framework and Review of Literature 22-48

2.1. Introduction 22
2.2. Theories of Fiscal Federalism 22
2.2.1. Division of Functions among Different Levels of Government 22
2.3. Distribution of Functions in a Federation 20
2.4. Literature on Distribution of Resources 28
2.5. The Determination of the Optimal Size of the Jurisdiction in a Federation 31
2.6. Theories Related to Fiscal Decentralisation and Role of Local Governments 32
2.7 . Review of Literature on State Finances 34
2.7.1. Literature on Centre-State Relations in India 34

2.7.2. Literature on State Finances 39



CHAPTER 3: Socio-Economic Profile of Orissa

3.1. Introduction

3.2. Demographic Characteristics

3.3. Human Development Index

3.4. Agriculture

3.5. Natur#l Resources

3.6. Per Capita NSDP and Structure of the State Economy
3.7. Economic Indicators

3.8. Summary

CHAPTER 4: State Finances: Orissa

4.1. State Finances: An Overview

4.2. The State Finances

SECTION-A: An Economic Analysis of Expenditure Side
4.A.1. Introduction

4.A.2. Total Expenditure

4.A.3. An Analysis of Revenue Expenditure

4.A.4. Social and Community Services

4.A.5. Economic Services

4.A.6. General Services

4.A.7. Functional Categories of Capital Expenditure
4.A.8. Overall Trends in Expenditure

4.A.9. Income Elasticity of Expenditure

4.A.10. Concluding Remarks

SECTION - B: State Finances: An Analysis of Revenue Receipts

4.B.1. Sources of Revenue Receipts

4.B.2. Revenue Receipts of Orissa: An Overview

49-72
49

58
60
65
66
08
71

73-117

73

74
76-95

76

77

79

82

84

86

88

89

91

93
96-117

96
97



4.B.3. Composition of Total Revenues 99

4.B.4. Share of State’s Revenue Sources in NSDP 100
4.B.5. Per-Capita Revenue Receipts | 102
4.B.6. State’s Total Tax Revenue 103
4.B.7. Tax Resources of Orissa: An Analysis 105
4.B.8. Non-Tax Revenues of Orissa State 109
4.B.9. Capital Receipts of Orissa State 111
4.B.10. Relative Tax Effort of the State and the Position of Orissa 112
4.B.11. Conclusion 116
CHAPTER S5: Central Assistance to Orissa 118-162
S.1. Introduction 118
5.2. Justification for Inter-Governmental Grants and Revenue Sharing 119
5.3. Different Types of Grants 122
5.4. Fiscal Need of Orissa State 124
5.5. Changing Criteria and the Federal Fiscal Transfers to Backward State 128
5.6. Finance Commission Transfers 130
5.7. Principles of Federal Fiscal Transfers for Statutory transfers 142
5.8. Non-Statutory Transfers 148
5.9. Federal Fiscal Transfers to Orissa 158
5.10. Criteria for Plan Transfers 161

CHAPTER 6: Recent Changes in Fiscal Federalism: Some Issues with
Special References to Orissa 163-194

6.1 . Decentralisation Theorem 163

6.2 . Introducing Fiscal Decentralisation: 73" and 74"

Amendments to the Constitution 165
6.3. The Major Objectives 166
6.4. After the 73™ and 74" Amendments 167
6.5. Implementation of 73™ and 74™ Amendments 168

6.6. Tenth Finance Commission 168



6.7. Eleventh Finance Commission: Recommendations for the Local Bodies 170

6.8. Approach for the Distribution of Grants: Share of Orissa vis-a-vis other States 173

6.9. Value Added Taxation in the State 181
6.10. Objectives of Tax Reforms in India 182
6.11. Constitutional Constraints 182
6.12. General Approach 183
6.13. New Approaches 183
6.14. Differences between CVAT and VIVAT | 184
6.15. Value Added Taxation in the State: Some Issues 185
6.16. Commodity Taxation in Orissa 186
6.17. Implementation of VAT: With Special Reference to Orissa 187
6.18. Economic Reforms 189
6.19. Conclusion 193
CHAPTER 7: Conclusions and Policy Implications 195-210
7.1. Concluding Remarks 195
7.2. Policy Recommendations 206
REFERENCES 211-223
APPENDICES A-1TO A-64
APPENDIX - A ' A-1TO A-14
APPENDIX - B | A-15TO A-30
APPENDIX - C A-31 TO A-45
APPENDIX - D A-46 TO A-48
APPENDIX - E A-49 TO A-57

APPENDIX - F A-58 TO A-64



List of Tables

No. Title Page
No.
3.1 Urban-Rural Statistics of Major States 52
3.2 Demographic Features of states in Nineties 54
3.3 Decline in Infant Mortality Rate and Health index of India and 55
Major States
3.4 State-wise Percentage of Population Below Poverty Line 57
3.5 Percentages of Short-Term Loans to Agriculture and Allied 61
activities Provided by PACs, Commercial Banks and RRBs
36 State-wise Area, Production, Yield of Foodgrains and Fertilisers 63
Statistics
3.7 Fertiliser Consumption Per hectare 64
3.8 Per Capita NSDP and Share of Different Sectors of States 67
3.9 Investment Proposals and Disbursal of Financial Assistance for 68
Investment
3.10 Banking Statistics of the States 70
51 Composition of Different types of Grants to All states 124
52 Role of Centrail Transfers in Orissa States Finances 126
53 Role of Central Assistance in States Finances of Orissa 127
54 Fiscal Indicators of Orissa States 128
55 Composition of Central Assistance to Orissa 131
56 Composition of Statutory Transfers to Orissa 132
57 Compound Average Growth rates of Different Kinds of Central 132
assistance (%)
58 Share of Orissa and other States in Total Statutory Transfers to 134
All states
5.9 Composition of Total Tax Devolution in Orissa 135
5.10 Share of Orissa and other States in Total Tax Devolution to all 136
States
511 Share of Orissa and other States in Total Income Tax to all 138
States
512 Share of Orissa and other States in Total Excise Duty to all 139
States
513 Share of Orissa and other States in Total Non-Plan Grants to all 140
States
514 Share of Orissa in total non-plan Grants for Natural Calamities 142
515 Share ion Income Tax, Union Excise Duty and Grants-in-aid 143
under different FCs (Percentage)
516 Composition of Plan-Grants of Orissa 149
5.17 Compound Average Growth Rates of Different Kinds of Plan 150
Assistance B
518 Share of Orissa and QOther States in Total Plan Grants for State 152

Plan Schemes to all States




518 Share of Orissa and other States in total Grants for Central Plan 153
Schemes and Centrally Sponsored Schemes to all States
520 Composition of Loans and Advances to Orissa 155
521 Share of Orissa and other States in Total Loans to all States 155
522 Share of Orissa and other States in Total Plan Loans to all 156
States
523 Share of Orissa and other States in Total Non-Plan Loans to all 157
States
A1 Population Statistics of Major Indian States A-1
A 2 Male Female Literacy Ratios in Major Indian States A-1
A3 Urban-Rural Statistics of Major Indian States A-2
A 4 Demographic Features of the States in the Nineties A-3
A 5 State-wise Percentage of Population Below Poverty Line A-4
A B Decline in Infant Mortality Rate and Health Index of India and A-4
Major States
A7 Per-Capita NSDP and Share of Different Sectors of States: A-5
1995-96
A 8 Net Irrigated Area as Percentage of Net Sown Area of Major A-5
States
A 9 Gross Irrigated Area as Percentage of Gross Cropped Area A-B
A. 10 | Fertilizer Consumption Per Hectare A-6
A 11 Fertilizer Consumption by Type: States A-7
A 12 State-wise Use of Tractors and Pumpsets A-7
A 13 [ Percentages of Short-Term Loans to Agriculture and Allied A-8
activities Provided by PACS, Commercial Banks and RRBs
A 14 Expenditure on Education, Water supply, Sanitation, Health, A-8
Family Welfare, India and Major states, 1995-96 and Basic
amenities
A 15 State-wise Electricity Consumption A-9
A 16 Investment Proposals and Disbursal of Financial Assistance for A-9
Investment
A. 17 | Banking Statistics of the States: 1997 A-10
A 18 Number of Scheduled Commercial Bank Branches A-10
A 19 Schedule Commercial Banks' Credit to States A-11
A 20 | Deposits by States in Scheduled Commercial Banks A-11
A 21 Railways: Statewise density A-12




A. 22 | Railways: State-wise Distribution of Route Length A-12

A. 23 State-wise Proportion cf Unsurfaced Roads A-13

A. 24 | Roads: State-wise Road Density A-13

A. 25 | Telecommunications: Circle-Wise Direct Exchange Lines A-14

A 26 | Telecommunications: Circle-Wise Growth in Direct Exchange | A-14
Lines

B. 1 Major Fiscal Indicators of States A-15

B. 2 Revenue and Capital Expenditure of Orissa A-18

B.3 Per capita Revenue and Capital Expenditures (Rs) A-17

B. 4. Growth Rates of Different Kinds of Expenditure in Qrissa A-18

B.5 Decade-wise Growth Rates of Different Kinds of Expenditures A-18

B.6 Kinked Exponential Compound Average Growth Rates A-19

B. 7 Share of Revenue and Capital Expenditures in NSDP And Total i A-20
Expenditure

B. 8 Share of Revenue and Capital Expenditure in Total Expenditure |  A-21
of States

B.9 Share of Expenditure in NSDP and Per Capita Expenditure of | A-21
States

B. 10 Functional Categories Of Expenditure Under Broad Heads And | A-22
Shares In Revenue Expenditure

B. 11 Share Of Expenditures On Social And Community Services | A-23
(Rev A/C)

B. 12 Share of Expenditure on Economic Services (Rev. A/C) A-24

B. 13 | Share of Expenditures on General Services (Rev A/C) A-25

B 14 Share of Functional Categories in Capital Expenditure A-26

B. 15 Share of Functional Categories (Rev+Cap) in Total Expenditure | A-27
and NSDP of Orissa

B. 16 | Share in Developmental Expenditure on Capital Account A-28

B. 17 Plan and Non-Plan Expenditures A-29

B. 18 | Growth Rate Capital Expenditure A-30

B. 19 Income Elasticity of Expenditure A-30

8. 20 Income Elasticity of Plan and Non-Plan Expenditures A-30

C.1 Revenue Receipts of Orissa A-31

C.2 Revenue Receipts of Orissa A-32




C.3 Trend and Compound Average Growth Rates of Revenue| A-33
Receipts of Orissa
C.4 | Compound Average Growth Rates of Revenue Receipts of | A-33
Orissa
C.5 Share of Various Sources of Revenues in Total Revenues in| A-34
Orissa (Figures in Percentages)
C.6 Share of Various Sources of Revenue in NSDP Of Orissa A-35
C7 Per Capita Revenue Receipts of Orissa (Rs.) A-36
C.8 Per Capita Revenue Receipts of States (Rs.) A-37
C.9 Share of Revenue Sources in NSDP For States A-37
C. 10 | State’'s Own Tax Revenue (Rs. in Crores) A-38
C. 1 Share of Own Taxes of State in the Total Own Tax Revenues A-39
C. 12 | Buoyancy Coefficients of State’'s Own Taxes A-40
C. 13 ' Different Sources of State’'s Own Non-tax Revenue A-41
C. 14 | Share of Different Sources in State's Own Non-tax Revenue A-42
C. 15 | Share of Different Sources in Total Capital Revenue (as %) A-43
C. 16 | Compound Average Growth Rate of Capital Receipts A-44
C. 17 | Fiscal Deficit and Deficit Financing Of Orissa A-44
C. 18 | State-wise Comparison of Tax-Income Ratio (T/Y) (Three Years | A-45
Average Over Two Time Periods)
E. 1 Dependence of Orissa on Central Assistance A-49
E 2 Fiscal Indicators of the Orissa State A-50
E. 3 Central Transfers to Orissa A-51
E 4 Composition of Central Assistance from Centre to States A-52
E.5 Total Grants and Loans to Orissa A-83
E.6 Per Capita Revenue Transfers to States A-54
E.7 Per Capita Capital Transfers to States A-54
E. 8 Per Capita Total Transfers to States A-55
E. QO Distribution of State's Share in Income-Tax A-55
E. 10 | Distribution of State's share in Union Excise Duties A-56
E. 11 | Criteria for Distributing Plan Assistance A-57
F. 1 Share of Major States under TFC's Recommendation A-58
F.2 Status of SFC Constitution and Reports in Major States A-59

Vit




F 3 Criteria and Relative Weights for Determining Inter se Shares A-60
F. 4 Share of Major States under EFC's Recormmendation A-60
F. 5 Share of Grants under Index of Decentralislation Criteria A-61
F.6 Status of District Planning Committees (DPCs) in Different| A-62
States
Expenditure Decentralisation Ratio A-63
Revenue of the PRIs: 1997-98 A-63

Revenue Receipts and Expenditure of PRIs : 1997-98

A-64




CHAPTER 1
An Introduction to Fiscal Federalism:

Objectives and Evolution in India



CHAPTER 1
An Introduction to Fiscal Federalism:

Objectives and Evolution in India

1.1. Fiscal Federalism

Fiscal federalism is considered to be an optimal form of institutional
arrangement for the provision of public services in a multi-level government'. In
contrast to the unitary form of government, a federal set up is defined as a public
sector with both centralised and decentralised levels of decision-making in which
choices made at each level of government concerning the provision of public
services are determined largely by the demands for these services by the
residents of the respective jurisdictions (Oates, 1972). Therefore, a federal set up
is one in which different levels of government participate in decision-making at the
national level on those economic matters where national policies are important
and also allow local fiscal choice where necessary. In other words, a federation
stands for a form of political and economic association in which different levels of
government constitute a political unity with a common government but at the same

time the constituent units retain a measure of internal autonomy.

A federal form of government combines the advantages of both centralised
and decentralised systems along with the benefits from the economies of scale
arising out of a large and unified market facility. Thus, fiscal federalism?® is
considered as an optimal level of institutional arrangement for the provision of

public services, where, along with appropriate decentralisation, public services can

' There are two forms of government, viz., the unitary and the federal A unitary or centralised form
of government is the one where all economic decisions are taken at one level of government, i e |
central government. Here, the lower level governments have no autonomy to take decisions
independently but act as subordinates of the central government in implementing different
economic decisions taken at the central level
2 It can be competitive federalism (See Hicks, 1968; Breton, 1987) and cooperative federalism (See
Scott, 1964).
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be provided to cater diversified tastes and preferences of the people across all
regions 1n a cost-efficient manner (Oates, 1977). Since federation 1s a polihcal
association of different levels of government, both developed and underdeveloped
states find it advantageous to remain within a federation due to mainly three major
reasons such as both internal and external secunty, unified market facity and
financial cooperation and assistance for reducing regional disparities (Thimmaiah,

1977 Bird, 1986).
1.2. Objectives of a Federation

As mentioned above, from an economic point of view, the obvious attraction
of a federal form of government is that it combines the strength of unitary as well
as decentralised form of government (Oates, 1972). The three major objectives of
the constituent units in forming a federation are: (1) to get military secunty both
internal and external; (2) to reap the benefits of economies of scale from free flow
of goods and services in a unified market economy within the federation; and (3) to
get financial cooperation and assistance for regional development under a strong
federal government. The first objective reduces the possibility of inter-state
disputes and brings about stability and unity within the country in the event of
external aggression and internal disturbances. The second objective implies that
goods, services, capital and human resources can flow across sub-national
political boundaries creating an open market environment within which the fiscal
relations are established in a federation. Though these two major objectives are
important for both developed and underdeveloped regions within a federation, the
third objective is of special importance to the backward regions because they lack
sufficient resources to develop on their own and depend on the central
government assistance. To sum up, there are basically three major abjectives of a
federation: (1) the first and foremost is the internal security; (2) the second, 1s to
maximise output and maintain stability; and (3) the third, is to provide minimum

basic services across the states at an average level tax rate.

tJ



Given the objectives of formation of a federation, viz., secunty, stabilization.
and distribution and allocation, the most important thing lies in proper division of
powers and functions among various levels of government to ensure adequate
financial resources to each level of government that enable them to perform their
functions efficiently. The central government is more effective in managing the
primary function of macro-economic stabilization (Musgrave, 1959; Oates, 1972
and Gramlich, 1987) mainly because it has control over the total money supply
and credit to check rapid monetary expansion and avoid inflationary pressures in
the economy and also because of the openness of the sub-national governments
within the federation. In the case of distribution, the central government is also
effective in bringing down the inequity in income and properties across the sub-
national governments (Buchanan, 1950; Oates, 1972; Brown and Oates, 13987).
The federal government is more effective in income distribution mainly because:
(1) income distribution is perceived as a national goal and local policies do not
incorporate the concern for income transfers throughout the nation (Ladd and
Doolitlle, 1982); and (2) potential mobility of the individuals across different
communities which restrains the local governments to undertake aggressive
redistributive policies (Brown and Oates, 1987). An active participation of sub-
national governments in the administration of policies to assist the poor may
enhance the effectiveness of these redistributive programmes (Pauly, 1973; King,
1984). In respect of the aflocation function, provision of public services is entrusted
to different layers of government on the basis of their comparative advantages in
carrying out a particular function (Musgrave, 1966). However, the decentralised
provision of goods leads to welfare and efficiency gain as it satisfies varying tastes
and preferences (Musgrave, 1959; Teibout, 1956; QOates, 1972; 1977). When local
governments are given responsibility for the relevant parnt of the ‘allocation branch’
(Musgrave, 1959), they can benefit from the ‘decentralisation theorem' (Oates,
1972) whereby local solutions to collective problems represent a welfare gain
compared to standardised national solutions. Since sub-national governments are

close to people and can better design the expenditure policies catering different



tastes and preferences of different sections of the society in their respective

jurisdictions, most of the expenditure responsibilities are assigned to them.

If the three major functions of allocation, distribution and stabilization are
taken into consideration in a federation, the central government is assigned with
highly progressive taxes (Musgrave, 1983), taxes with mobile base (Mieszowski
and Toder, 1983 and Mieszkowski 1983) and with unequal distribution of tax
bases across the sub-national jurisdictions. The taxes, which are largely exported
to residents of other jurisdictions, should also be assigned to the central
government as it creates economic distortions and unequal provision of public
goods across sub-national governments. (MclLure, 1967; Gordon, 1983) The
reasons for assigning these major tax sources to the federal government are to
maintain stability, pursue national level redistribution policies, efficient resource
mobilization and avoid economic distortions. In contrast, sub-national governments
are assigned with less mobile taxes like benefit taxes and fees on provision of
different kinds of government services (Musgrave, 1983. Gordon, 1983). This
gives rise to fiscal imbalances® in a federation. Though vertical fiscal imbalance
makes the sub-national governments dependent on federal government, it helps
the central government in achieving the third objective of forming a proper
federation in an economy, i.e., removal of regional disparities through fiscal
equalization or, in other words, help backward states to come up to the national

standard.

Since division of resources goes in favour of the central government with all
progressive, lucrative and mobile tax bases assigned to it, the existence of fiscal
imbalances, particularly vertical fiscal imbalance, is inherent in most of the
federations. In this context, the concept of inter-governmental transfers or grants

has become an important feature of fiscal federalism. The objectives of inter-

® Fiscal imbalances can be vertical and horizontal (see Hunter, 1977 and Thimmaiah, 1977)
Vertical fiscal imbalance refers to the mismatch between expenditure responsibilities and assigned
revenue at different levels of government. Horizontal fiscal imbalance refers to the differences
between revenue and expenditure levels at the same level of government
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governmental transfers are: (1) to offset fiscal imbalances; and (2) to offset inter-
jurisdictional cost and benefit spillovers for provision of merit goods. Thus, inter-
governmental transfers take place to reduce fiscal imbalances and provide
average level of public services at an average level of taxation across the sub-
national governments. Therefore, under-developed regions in a federation, whose
resource base is limited, expect more financial co-operation and assistance from
the federal government to provide the national average level of public services at

an average rate of taxation.

Most of the federations in the world such as Australia, Canada, U.S A have
emerged out of an agreement among the independent and autonomous
states/provinces, which have agreed to surrender a definite part of their autonomy
in the larger interest of the country. In contrast, fiscal federalism in India has
evolved over a long period of time from a highly centralised system under the
British regime. The whole process is an evolutionary process starting from the
Charter Act in 1833 under the East India Company to the recent fiscal
decentralisation, i.e., (73" and 74" Amendments to the Constitution, 1993) and to
the latest 81°' Amendment. Indian fiscal federalism is a classic example of a
federation, which has evolved over three centuries starting from the Iate
eighteenth century. A brief account of the evolution of fiscal federalism in India to
explain the nature and structure of Indian federation has been given in the

following section:

1.3. Evolution of Fiscal Federalism in India

1.3.1 Pre-independence Period

The process of division of functions between the centre and provinces, and

fiscal decentralization between the centre and provinces® began with the Charter

* Before independence, the sub-national governments were called as provinces in India, whereas
they are called as states after independence.
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Act of 1833 during the British regime’. However, high fiscal deficit and huge debt
left by the East India Company in 1851 and the growing public needs necessitated
a policy of financial decentralisation. Considering the administrative and economic
inefficiency of highly centralised system, Lord Mayo gave the first thrust towards
financial decentralisation in his financial resolution of December 14, 187Q°
Although the process of decentralisation of finances was put into motion, the 1871
settlement of Lord Mayo was defective since it was based on 1870-71 expenditure
pattern, which was unequally distributed between the centre and provinces.
Considering the pitfalls of previous arrangements, Lord Cramer took the next step
to fiscal decentralisation in 1882 by abolishing the provision of fixed amount of
grants to provinces introduced by Mayo and introduced a new system of
allocation, i.e., quinuennial settlements of 1882 which was subsequently revised
three times in 1887, 1892 and 1897 /.

Considering the many pitfalls of the changing quinuennial arrangements
between the centre and provinces, Quasi-Permanent Settlement Act of 1904 was
a great improvement over all the past arrangements as an attempt was made at
the division of expenditures between the central and provincial governments by
measuring the gap between expenditure responsibilities and assigned revenues at
both the level of the governments. The Quasi-Permanent Settlement Act of 1904
continued to prevail till 1912, thereafter, the government made some changes on
the basis of the Royal Commission’s recommendations, i.e., giving larger shares in
the growing sources of central government revenue to the provinces. Despite
many liberal measures taken between the period 1912 and 1917, the financial
position of the provincial government did not improve substantiaily except that it
gave the provinces a little larger share of revenue in the growing sources of

federal revenue®. Then came the 1919 Government of India Act based on Edwin

® For detailed arrangements between the centre and provinces in the Charter Act, see Banaerjee,
1929, Chanda, 1965 and Jha, 1982,
® See Adarkar, 1933 and Bhatia 1979
’ For details of these settlements, See Gupta, 1996.
% For the fiscal arrangements between center and provinces for the period 1904 to 1919, see
Aderkar, 1933.
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Montagu's report to establish a system of responsible government at the provincial
level by increasing the involvement of Indians in the decision-making process
According to 1919 Government of India Act, matters of strategic importance were

assigned to central government and subjects of local interest were allotted to

provinces.

A decade after the 1919 Act, it became necessary to modify the reforms
process towards more provincial autonomy. As an aftermath of the reforms
examined by the Statutory Commission of 1930, the Parliamentary Joint
Committee {(1933-34) on the Indian Constitutional reforms examined the question
of allocation and devolution of resources between center and provinces where
efforts were made to make proper arrangements for an equitable distribution of

responsibilities and resources between the centre and provinces.

The three Indian Round Table conferences and the Joint Parliamentary
Committee on Indian Constitutional Reforms (1933-34) resulted in passing the
Government of India Act of 1935. The Government of India Act, 1935 classified
divided the whole range of functions into three classes of subjects: (1) exclusively
federal (Union list, 59 items); (II) exclusively provincial (State list, 54 items); and
(111) concurrent list where both central and states would have control (35 items). In
addition to the sharing of revenues, the 1935 Government of India Act made
provisions for grants and grants-in aid assistance to the needy provinces for the

fulfillment of the federal objective. namely, fiscal equalization.
1.3.2. Centre - State Relations under the Constitution of India

After independence, the seventh schedule of the constitution assigned
powers and functions between the centre and states based on Government of
India Act of 1935, into three broad lists, viz., Union List, State List and Concurrent
List. While the union and state lists specify the exclusive powers of the central and

state governments, the concurrent list includes the subjects falling under both the
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junisdictions. However, in the concurrent list, the central government is given the
overriding powers. The central government is assigned with all major functions to
maintain macro-economic stability and to gain from economies of scale. The major
subjects assigned to the states include public order, health, education, agriculture,
irrigation, etc. where government intervention and public expenditure are
substantial. The net result of the allocation of resources and functions is surplus of
revenue with the central government while there is mismatch between
responsibilities and resources at the state ievel. Recognising that constitutional
assignment of functions and resources would result in fiscal imbalances at the
state level, the framers of Indian constitution provided for a statutory Finance
Commission for a harmonious financial relationship between the central and state
governments. Under Article-280 of the constitution, the Finance commission is
charged with the duty of making recommendations to the president regarding the
distribution of net proceeds of the taxes between the centre and the states.
Finance commission is also required to recommend for compulsory sharing of net
proceeds of non-corporate income tax under Article-270 and optional sharing of
union excise duty under Article-272. In addition, the Finance commission is also
required to recommend grants-in-aid under Article-275 to needy states. Besides
these transfers, there is also provision for additional grants and loans to states

under Article-282 of the constitution.
1.3.3. Post-Independence Period

In the post independence period, the planning commissions have become
major channels of central transfers/assistance to states for (under Article 282)
different plan schemes, viz., three major plans, (1) State Plan Schemes (SPSs),
(2) Centrally Sponsored Schemes (CSSs) and (3) Central Plan Schemes (CPSs).
State Plan schemes are generally initiated by the state governments but supported
by the central government whereas Centrally Plan Schemes and Central

Sponsored Schemes are initiated by the central government. The states get



financial support for these centrally initiated schemes in the form of grants and

loans with or without states matching portion.

Since the inception of the constitution, there have been continuous changes
in the inter-governmental financial relations in india. In the post independence era,
Finance Commission is the only statutory institution to safeguard the flow of
resources from the centre to states without much political bargaining. While
devolving funds to states, both the Finance Commission and Planning
Commission follow criteria® like population, per capita income, revenue deficit and
indices of backwardness with different weightage to ensure efficiency and equity
across the states. But, there have been continuous changes in the approaches
and criteria for devolution of funds to states. Over the last 50 years many changes
have been incorporated in the indian federal fiscal system through different
constitutional amendments, changes in criteria for devolution of resources etc. The
recent 73 and 74" amendments to the constitution in 1993 have given new
dimension to fiscal federalism in India leading to transition from two-tier to three-
tier form of federation. The recent 81* amendment to the constitution also has
introduced a new system of federal fiscal transfers to states in India. Similarly. the
New Economic reforms with liberalization, privation and giobalization policies and
efforts for tax harmonization through Value Added Tax system (VAT) have had

different implications on Indian federal fiscal system.

Keeping in view all the changes taking place affecting centre-state relations
in India and given the existence of high degree of regional disparities, the present
study attempts to make a critical analysis of the socio-economic development of
Orissa over a period of time, state finances and resource flow from the centre to
Orissa under changing federal fiscal system in India. Before going to the
objectives of the present study, some of the recent researchable issues which are

also subject of present study have been detailed below.

® For an elaborate discussion on approaches of both Planning Commission and Finance
Commission over the last thirty years, see Chapter 5.
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1.4. Researchable Issues in Indian Federation

Although both administrative and financial powers have been distributed
between the centre and states, their exists the problem of vertical and horizontal
imbalance'® (Gulati and George, 1988; Rao and Sen, 1996). Keeping this issue in
the forefront, this study examines the state finances of Orissa over the pericd
(1970-71 to 1999-2000) to critically evaluate the level of dependence of the state
on the centre and the problems faced by Orissa during the last three decades in

the Indian federal fiscal set up.

The constitution has made the provision for federal fiscal transfers from
the centre to states through the Finance Commission. But, the Planning
Commussion also transfers resources in the form of loans and grants for state

"™ and for central plan schemes and

plans as determined by the "Gadgil formula
centrally sponsored schemes, which involve in matching financial assistance from
the states. To analyse this changed nature of central transfers/assistance on
resource flows to a backward states, the present study examines the extent and
composition of transfers through the Finance Commussion, Planning Commission
and different ministries to Orissa under different plan periods as well as under

different finance commissions over the last thirty years.

Various studies (Gulati and George, 1988; Rao and Sen, 1996) have shown
that the major problem in centre-state financial relations is over dependence of
states on the centre and its commanding position in revenue raising capacity.
Though this issue is common to all states in recent time, this prompts one to

critically analyse the impact of such vertical fiscal imbalances on backward states.

'® Studies refating to centre-state relations and state finances bringing out this fact have been
discussed in Chapter 2

""In the originat Gadgil formula the shares of various factors for the distribution of plan assistance
were. 60 per cent for population, 10 per cent for per capita income, 10 per cent for tax effort, 10 per
cent for outlay on major irrigation and power projects and 10 per cent for special problems.
However, there has been changes in the weightage given to these crdera in subsequent steps and
thus is called as Mukharjee formula.
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[n this context, the present study examines the state finances of Orissa in the

backdrop of changing federal fiscal relationship.

The federal fiscal transfers both through statutory and non-statutory
sources address the problems of vertical and horizontal fiscal imbalances. The
tools that are used to correct vertical fiscal imbalances, the principles and criteria
of inter se distribution have differential impact on differentially developed states.
Studies by H. Rao (1981, 1994), Kher (1967), Pattnaik (1970), Lizy (1992),
Chandrasekher (1983) and Venkatraman (1960) have shown the presence of
fiscal imbalances due to different approaches followed for federal fiscal
transfers/assistance. In this context, this study attempts to examine the importance
of the formulae used for federal fiscal transfer and its impact on the flow of central
transfers/assistance to backward states taking Orissa as a case study. There are
constant changes in the approaches adopted by every Finance Commission (FC)
and Planning Commission (PC) in their approaches to devolve funds from the
centre to states. Many problems emerge from the structure of inter-governmental
transfers and the incentives and distortions inherent in the system. As mentioned
above, the present study examines whether these changes have been favourable
to backward states taking Orissa as a case study. The study focuses on flow of
resources from centre to Orissa and also looks at whether the changing
approaches for federal fiscal transfers is beneficial for Orissa state in getting more

funds for socio-economic development.

To reap the benefits from decentralised decision-making, the latest
development in the federal fiscal system in India is the emergence of local bodies
as third layer of government in Indian federal fiscal system through 73rd and 74th
amendments to the constitution. Thus, there has been a transition from two tiers of
fiscal system to three tiers of governments. Now it is essential that the states in
turn devolve power downwards too for the efficient functioning of local bodies.
Hence, the FC (starting with Tenth Finance Commission) was required to

recommend grants-in-aids to the states to be passed on to local bodies. Whether
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fiscal decentralization will lead to welfare gain in India is questionable given the
nature and status of local bodtes in differentially developed states. The present
study makes an explorative analysis of the implementation of fiscal
decentralization process in Orissa and looks at the financial feasibility of fiscal

decentralization in Orissa given the state finances.

In the context of new economic policy (NEP) since 1991, the focus of
governmental role has shifted from direct paricipation in the production and
distnbution activities to one of strengthening the regulatory framework and of
protecting the property rights. After liberalisation, competitive federalism has come
to stay where each government tries to gain from the market by attracting
investment and transferring the tax burden to others. Though a certain degree of
competition among the governmental units is required to provide better qualty
services and better infrastructure facilities etc, the system should be developed in

such a manner that this competition is harmonized in an efficient manner.

in the present form of competitive federalism in India where each
government tries to gain from the market by attracting investment and transferring
the tax burden to others'’, the federal system should be developed in such a
manner that this competition is harmonized in an efficient manner. Any inter-
governmental competition or relationship between different governmental units has
to be monitored, otherwise, the developed states may gain by tax exportation to
states and by providing better facilities to investors which will increase the
horizontal fiscal imbalances. Moreover, market oriented policies require more
socio-economic  infrastructure  which enhance the state's expenditure
responsibilities leading to more competition among states to attract investment
(both foreign and domestic) by offering different incentives and concessions. In
this context, differentially developed states will benefit differentially given their level

of developments. The present study looks at the level of development, state

"2 Foe details on Economic Reforms, see Raipuria, 1992; Gurumurty 1993; Gupta, 1996; Rao and
Sen, 1996; Chelliah, 1999; Thimmaih, 1999.
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finances and central assistance to make an explorative analysis whether Orissa is

in position to facilitate market and attract investment to get benefits from the

market economy.

The recommendation of the tenth Finance Commission and the subsequent
81* constitutional amendment to pool all the taxes and share a definite proportion
with the states will change the structure of central transfers/assistance. The
present study takes this issue to examine whether Orissa benefits from this new

approach for fiscal transfers.

The efforts for the introduction of Value Added Tax (VAT) and tax
reforms for tax harmonisation and more revenue mobilisation would have different
effects on different states given their export-import status. If source based VAT
system is implemented, it will affect the backward states given their status of net
importer in indian federation. These recent changes have evoked lot of interest in
the academic circles on this issue. The present study makes an attempt to analyse
the import-export status of the state and the likely impact of tax reforms including

VAT on Orissa state finances.

In the last fifty years, the stress and strain experienced in federal relations
have been largely the result of the difficulties faced by the states in mobilizing
resources to discharge the responsibilities assigned to them. The acceptance by
the sub-committee of the inter-state counci! of the Sarkaria committee’s
recommendations that the consultations with the states in the council should
precede any central legislation in the subjects mentioned in the concurrent list may
be perceived as the beginning of wisdom and some hope for the state especially

to backward states like Orissa.

Ali the changes incorporated and issues discussed above in Indian fiscal

federalism would have affected or would affect differentially developed states
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differently. Whether the changes made in inter-governmental transfers or in fiscal
federalism in India have resulted in reducing regional disparities and fiscal equity
across the states need to be examined. States are heterogeneous in terms of
development indictors'® and regional disparities have been growing (Kurian,
2000) over the period. Thus, it is very important to examine whether backward
states have benefited from the changing federal fiscal relations in India. Since the
vertical fiscal imbalance' leads to increase in horizontal fiscal imbalances if the
schemes are not evolved properly with a view to strengthening the finances of
backward states, it is of academic interest to examine whether the federal fiscal
transfers have been successful in reducing the fiscal imbalances, particularly in
the case of backward states. Backward states usually have severe gap in their
resources and the expenditure needs because of their under-developed resource
base and acute need for expansion of social and economic infrastructure. In this
context, the present study examines the socio-economic development, state
finances and central assistance to Onssa in changing federal fiscal arrangements
over a period of three decades (1970-71 to 1999-2000).

In spite of the fact that Orissa is one of the resource rich state [having
mineral deposits (in order) 21.72 per cent of iron ore, 57.10 per cent of bauxite,
23.16 per cent of manganese and 23.57 per cent of dolomite in total deposits in
the country] in the country, the industrial and tertiary sectors are underdeveloped
compared to other states. Orissa is still one of the most backward states in the
Indian federation in both per capita income and standard of living. The per capita
incomes of Maharastra and Punjab are three to four times more than the per
capita income of Orissa. The primary reason for the low per capita income is the
predominance of under developed agricultural sector. A high percentage of the
population of the state lives in rural areas (80 per cent) depending on agricultural

activities. Moreover, the state's agriculture suffers from lack of irrigation facilities,

" See Chapter 3 for socio-economic profile of Orissa vis-&-vis other major states.
" Though vertical imbalance is a universal phenomenon, the degree of vertical imbalance in India
is igh compared to other developed federations like Canada, U.S.A and Australia (IMF Report,
1993)
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low consumption of fertilizer and other qualitative inputs, lack of institutional
support traditional way of framing in spite of the fact that agriculture is the
mainstay for the majority. The state fiscal situation is also precarious with fiscal

deficit of 9.8 per cent of NSDP (RBI Bulletin, 2001-02), which is highest among

major states.

Given the structure and underdeveloped nature of Orissa economy, it is of
academic interest to examine the revenue generation and the pattern of different
kinds of resources available to Orissa. The state finances of Orissa need close
scrutiny, particularly the expenditure side of the budget for the productive use of
resources. Due to the low level of per capita income, high incidence of poverty and
less private participation in the production activities in the state, the dependence of
the people on basic public services is very high. So, the government expenditure
on social sector is very important but at the same time the expenditure in the
productive sector is also essential for economic growth in the long run. Thus, a
backward state like Orissa requires sufficient funds to provide public services and
to invest in productive sectors as well. in this context, it is useful to examine the

pattern and composition of government expenditure over a period of time.

1.5. Review of Literature

There are several studies on federal-state financial relations in India. Some
studies have focused on vertical fiscal imbalances and criteria for federal fiscal
transfer, viz, Venkataraman (1960), Sastri 91966), Thimmiah (1977), Rao (1994)
and others' etc. Some others have examined the issues relating to horizontal
fiscal imbalances (Rao, 1981, Gulati and George, 1988; Rao, 1996, etc.). A few
have focused on federal fiscal transfers to specific states (Nizar Zetha, 1992; Lizy,
1992, and others). There are also studies, on the criteria of federal fiscal transfers

(Rao, 1982; 1994 and Sastri, 1966 etc), which have suggested alternative models

"> All Important studies have been elaborately discussed in the review of literature chapter
{Chapter. 2)
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for federal fiscal transfers. Few studies have dealt with both vertical and horizontal
fiscal imbalances, (Rao and Sen, 1996; Thimmaiah, 1977; and Rao 1994). Some
of these select studies and other important studies on center-state relationship and
state finances along with theoretical frameworks in Chapter — 2. The review of
literature reveals that there is an absence of a comprehensive study examining the
changing federal fiscal system and its impact on the socio-economic development,
state finances and flow of resources to a backward State like Orissa. Even after
fifty years of planning since independence, Orissa remains as one of the most
backward states in the Indian federation. Planned development of Orissa,
however, has been quite slow resulting in low growth of income of the state vis-a-
vis other states. The crawling rate of growth of per-capita income has not been
sufficient to alleviate poverty. Nearly, 49 per cent (Planning Commission, 2000-
2001) of the total population lives below the poverty line which is highest
compared to other states. Regional disparities and unequal distribution of income,

poor social services have accentuated the hardship of the people.

Since the objective of policy changes in the federal fiscal system are to
enhance the economic growth along with reduction in inter-state disparities, an
analysis of the impact of the changes already incorporated in the federa! structure
and what could be the likely impact of these recent changes on the backward
states like Orissa becomes necessary. Keeping all these aspects in view, this
study attempts to analyse the state finances of state’s own revenue, level of
dependence on the centre, the impact of transfers on the economic development

pattern of expenditure and revenue of Orissa.

Though different approaches are being followed for equal provision of
minimum level of public services to reduce regional disparities, Orissa continues to
be a low-income state with low standard of living, low infrastructure index, low
social infrastructure and high incidence of poverty even after fifty years. After
reviewing the literature and going through the researchable issues, the makes an

attempt top carryout a comprehensive analysis of the socio-economic
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development, state finances of Orissa and Central assistance to Orissa vis-a-vis
other major states over the period three decades (1970-71 to 2000-01) taking all
the changes in the federal fiscal arrangements. Apart from the above, it also
makes an attempt to analyse the likely impact of recent changes, viz.,, new
economic reforms like disinvestments, privatisation, globalisation, efforts for value
added taxation, 73 and 74™ Constitutional Amendment, 815 Amendment of
pooling all the taxes and sharing a definite portion with states, on Orissa. Since all
these forms are in the process of implementation, the result of analysis is mostly
tentative in nature.

Though the literature in the area of state finances is very rich, there are very
few studies that try to explain the state finances of Orissa comprehensively. This
study attempts to fill the gap by undertaking a comprehensive study of the state
finances of Orissa, specially focusing on the central transfers taking the changes
incorporated in the federal fiscal transfers over a period of time (1970-71 to 2000-
2001). Considering the research gap, the following are the objectives of the study.

1.6. Objectives of the Study

« To examine the fiscal resources available to Orissa and to analyse the level

of states shares in total resources and problems over a period of time.

« To analyse the expenditure patterns, level of dependency on the Centre
and problems in the state.

e« To critically examine the federal fiscal transfers to Orissa in the form of
statutory and non-statutory transfers and to examine the impact of central
transfers on Orissa's economic development in the last 40 years.

e To explore the likely impact of the latest changes in Indian fiscal federalism
like 73 and 74"™ Constitutional Amendments, efforts for value added
taxation no backward states like Orissa.

The present study covers the period from 1970 - 71 to 2000 - 2001.
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1.7. Methodology

The study adopts a mix of various methodologies both descriptive and
analytical. The review of literature in the second chapter discusses all theoretical
papers relating to division of functions and resources. It also presents a brief
review of [iterature on inter-governmental transfers, particularly theories and
rationale behind the federal fiscal transfers. Lastly, a review of literature on centre-
state relationship in India and on state finances has been presented. This is
followed by a socio-economic profile of the Orissa State, which is descriptive and
based on the secondary sources of data on different socio-economic indicators.
The chapter analyses the socio-economic physical indicators such as
demographic, agriculture, money banking, infrastructure, and industry of Orissa
and presents a comparative analysis with other major states. Data are presented
at different time points for different states. But time series data are alsc used for

analysis wherever availble

The next step is a critical analysis of state finances where the expenditure
and revenue sides are analyzed separately. The expenditure side analysis
includes the composition and trend of state expenditure in revenue side as well as
capital side at both aggregate level and desegregates level. This part brings out
the level of expenditure on different services, trends and pattern of different kinds
of functional categories over three decades. There is also a comparative analysis
of Orissa's expenditure pattern with other major states to find out the problems and
sufficiency of expenditure side in the Indian federal set up. Similarly, the revenue
side presents both revenue and capital receipts at the aggregate and disaggregate
levels and makes a comparative analysis of Orissa's revenue sources, tax efforts

and problems over a period of time.

In the analysis of central transfers, the first part explains the different types
of transfers, their trends and shares in the state's total receipts. The share of

Orissa in total statutory transfers under different finance commissions is analysed
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and compared with the share of other category state averages like lower income
states, middle income states and higher income states. Similarly, the share of
Ornissa in plan grants and loans for different schemes are calculated under
different plan periods with other state's category average. In each plan period and
under different finance commuissions, the total transfers in different categories are
related to the respective criteria to find out how the changing criteria or different
weightage to cntena affected the share of states in total transfers. The issues
pertaining to the latest introduction of the 3rd layer government, i.e_, local bodies is
examined keeping the theoretical framework of efficient provision of public goods
and welfare maximization. A descriptive analysis on the implementation of fiscal
decentralization after 1993 has been made using the tenth Finance Commission
and eleventh Finance Commission reports and also state government reports.
Similarly, the impact of new economic reforms and tax reforms have also been

analysed descriptively. .

1.8. Data Source

The present study spans over the period 1970-71 to 2000-2001. The
data on state finances have been taken from the Reserve Bank of India Bulletins
on state finances published by the Reserve Bank of India. Other relevant
materials have been obtained from the state government’s budgetary documents,
memorandum submitted to the finance commissions, state economic survey
published by the Government of Orissa. The study also uses the central
government’'s various publications like the reports on Currency and Finance,
Finance Commission Reports, Planning Commission Reports, State Statistical
Abstracts, CMIE reports and reports of NIPFP and different documents submitted
to the Finance Commission and Planning Commission by the state governments.
Data on the State Domestic Product and other Sectors have been compiled from
the publications of Central Statistical Organization (CSO) and also from the
relevant Statistical Abstracts of the Government of Orissa, EPW research
foundation etc.
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1.9. Scope of the Study

The study tries to critically examine the state finances of Orissa in detail
over the last thirty years wherein the trends, pattern and problems of the state
have been brought out in the Indian federal set up. The present study also
analyses the changing federal fiscal system in India and its impact on backward
states taking Orissa as the case study. Thus, the study examines the central
assistance to states over the last three decades and tries to bring out the impact
of changes in criteria and approaches on devolution of both statutory and non-
statutory financial assistance to Orissa vis-a-wvis other states. Similarly, the study
| brings out an explorative analysis of the impact of the recent changes in the Indian
federalism on the backward states with special reference to Orissa state.
However, the study uses the explorative analysis of these recent issues keeping

the time constraints and non-availability of the relevant data.
1.10. Chapterisation

The first part of Chapter 2 devotes to a discussion on theoretical framework
and review of literature, particularly on dtvision of functions and resources among
different levels of governments, Objectives of federalism and grants-in-aid. The
second part presents the review of literature on center-state relationship in India
and specific state finance studies. However, a few specific studies are also

mentioned briefly in specific chapters.

The socio-economic profile of Orissa State is presented in chapter 3. In this
chapter, the socio-economic profile of Orissa ws-a-vis other major states is
presented in terms of different physical indicators to understand the structure of

the economy, the taxable capacity and expenditure needs of the state.



The state finances both revenue and expenditure side of Orissa are
analysed in chapter 4. Section one presents the expenditure side of the state
wherein composition; trends, pattern and problems over a period of thirty years
(1970-71 to 2000-2001) are brought out. Section two reports the analysis of
revenue side of the state budget with regard to its tax and non-tax resources, tax

efforts, taxable capacity, etc.

Chapter 6 presents the federal fiscal transfers to Orissa where all kinds of
central assistance through Finance Commission, Planning Commission and
different ministries are analysed for the period 1969-70 to 2000-2001 in changing
federal fiscal structure. Here, the share of Orissa, its pattern and trends are
examined over the last three decades and all are compared to other categories of
states, viz., higher income states, middle income states and lower income states.
In this chapter also, all the approaches of the both Finance Commission and
Planning Commission are examined and related to the share of Orissa to find out

the impact

Chapter 7 presents the theoretical perspective of fiscal decentralisation.
The chapter also presents the fiscal decentralisation process in India with the
introduction of 73 and 74™ constitutional amendments in 1993 An analysis of the
likely impact of 73 and 74"™ amendments and the feasibility of effective fiscal
decentralization is presented looking at the state finances and the tenth Finance
Commission and eleventh Finance Commission reports. This chapter also
discusses the possible impact of new economic reforms and efforts for value

added taxation on a backward state like Orissa.

Chapter 8 presents the concluding part of the study and also the policy

prescriptions.
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CHAPTER 2

Theoretical Framework and Review of Literature

2.1. Introduction

The present federal fiscal system in India has evolved over a period of two
centuries starting from the British regime. Since independence, constant changes
have been taking place in centre-state relations due to different constitutional
amendments, changes in criteria for devolution of resources, economic reforms,
etc. The recent 73" and 74™ Amendments to the Constitution in 1993 have given a
new dimension to fiscal federalism in India and there has been a transition from a
two-tier to a three-tier form of federation. The changing federal structure of India
has evoked immense interest in academic circles. This has led to a plethora of
literature on federal fiscal system and on state finances in India. It has been
observed that though there is constitutional demarcation of functions and powers
between the centre and the states, the centre has the commanding powers in
respect of revenue mobilisation and in taking major policy decisions. As a result,
the Indian fiscal federalism i1s being called as quasi-federal. Therefore, the
theoretical genesis of fiscal federalism assumes special importance while
examining the federal fiscal relations in India. This chapter presents some of the
important theories of fiscal federalism like distribution of functions and resources
among different levels of governments, studies on centre-state relations and state

finances in India to provide a foundation and justification for the present study.

2.2. Theories of Fiscal Federalism

2.2.1 Division of Functions among Different Levels of Government

Fiscal federalism refers to the functioning of the public sector in a multi-level!
decision-making framework. Federation stands for a form of political association in

which different levels of government constitute a political unity with a common
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government though the constituent units retain a measure of internal autonomy.
Therefore, the most important aspects of a federal fiscal system are: (1)
distribution of powers and functions among different levels of government which
enables each level of government to take decisions of their own and joint
decisions whenever necessary, and (2) evolving policy mechanisms to resolve
fiscal imbalances, arbitrate inter-governmental spillovers and foster harmonious

financial relations between the centre and states.

In an economy, there are mainly three kinds of primary functions, namely,
stabilization, distribution and allocation, which have to be dealt with by different
levels of government on the basis of their comparative advantage in carrying out
these functions. Musgrave (1959) classifies the objectives of the division of
functions into three categories: (1) to facilitate an efficient allocation of resources;
(2) to attain the desired level of distribution of income and wealth across
jurisdictions; and (3) to maintain high level of employment and output at stable
prices within the whole nation. To fulfill these objectives in a federation, functions
are distributed on the basis of comparative advantages of each level of

government.

In general, it is a well-established fact in the literature that the central
government should have the responsibility of maintaining macro-economic stability
in the country. In other words, the central government or the central bank should
control the money supply and credit in the whole country. Sub-national
governments should not have access to monetary powers because it would allow
them to finance local projects at the expense of the rest of the country through
monetary creation. It is also argued that the central government should piay a
major role in income redistribution in terms of financing support for low-income
groups and also provide national public goods whose beneficiaries would include
the residents of all jurisdictions in the nation. However, there are several
controversies regarding the clear-cut distribution of functions between different

levels of governments.



Stabilisation: - It has been argued in the literature (Musgrave, 1959;
Oates, 1972; Gramlich, 1987) that the central government should assume primary
responsibilities for resolving the stabilisation problems and providing efficient
output which will benefit all jurisdictions (Oates, 1972). The Central Government is
considered to be more effective in this context due to two reasons: (1) it has
control over money supply and credit to check rapid monetary expansion and
avoid inflationary pressure; and (2) openness of the local economies (Oates,
1991). Gramlich (1987) explains that decentralised government has a limited role
in stabilisation due to counter cyclical shocks in a macro economy. He emphasises
the fact that the central government is superior in managing effective demand in

the whole economy to counter the cyclical macro economic business cycles.

In the literature on fiscal federalism, it has been accepted that a centralised
form of government possesses a greater capability to maintain a high level of
output and employment'® with stable price level than a decentralised form of
government (Musgrave, 1965). From an economic point of view, the obvious
attractions of the federal form of government is that it combines the strength of
unitary as well as a decentralised form of government (Oates, 1972; Bird, 1986).
So, it is described as the optimal form of government. The concept of having the
central government assume primary responsibility for the stabilisation function
appears, therefore, to rest on a firm economic foundation. A centralised form of
government is distinctly superior in presuming stability by controlling money supply

and price level at higher level of output.

Distribution: - in the case of distribution, the central government is more
effective in the policy of income re-distribution. In a decentralised form of
government, local forms of governments would find it extremely difficult to stabilise
their economies and bring equitable distribution of income (Oates, 1972). There

are some serious constraints on purely local measures to achieve income

'* For details, see Break, 1967:Bradford and Qates, 1971; Faltters ef af, 1974; Gordon, 1983; and King, 1984.
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redistribution for equity due to the openness of the local economies in a federation.
Federal government is also effective in distribution since (1) income distribution is
perceived as the nationai goal and local policies do not incorporate the concern for
income transfers throughout the nation, and (2) potential mobility of the individuals
across different communities which restrains the local governments to undenrtake
aggressive taxation policies (Brown and Oates, 1987). Buchanun (1950) argues
that the central government should have more progressive tax revenues and it
should frame policies for fiscal equity across states through inter-governmental
transfers. However, an active participation by sub-national governments in the
administration of policies to assist the poor significantly may enhance the
effectiveness of these programmes (Pauly, 1973). This suggests some degree of

co-operation among levels of governments.

The central government is more effective in the policy of income distribution
because of the openness of the subcentral jurisdiction within the federation
(Musgrave, 1965; Ladd and Dolittle, 1982). Similarly, a centralised government is
far more successful in providing certain goods, which are not forthcoming in
sufficient quantities through the operation of market mechanism and where there
are economies of scale in the production and distribution (Musgrave, 1981;
Mieszkowsi, 1983). In an extremely decentralised form of government, locai forms
of governments would find it extremely difficult to stabilise their economies and

bring about equitable distribution of income (Oates, 1972).

Allocation:- The main drawback of a unitary form of government is
inefficiency and welfare loss because of non-uniform supply of public goods in
different junsdictions with varying tastes and preferences for public goods (Bird,
1986, Oates, 1977). In the case of divergence of the demand for public goods in
different jurisdictions, decentralized provision of that public good is preferable than
the uniform provisions by the central government (Qates, 1972; Bird, 1983). The
decentralised provision of goods adds to varying tastes of groups of consumers by

increasing efficiency and welfare (Oates, 1977). Teibout (1956), in his seminal
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paper, '‘pure theory of public expenditure’ arrives at the conclusion that
decentralised provision of public goods enhances efficiency by satisfying the
preferences of the consumers. However, central government is the appropriate
agent that is able to provide certain merit goods and services which do not come

adequately under the market mechanism and moreover, these goods have spill

over effect on all the states.

The decentralised provision of goods at different forms of government
corresponding to varying tastes of groups of consumers increases efficiency and
welfare. In a unitary form of government there is inefficiency and welfare loss
because of non-uniformity of supply of public goods in different jurisdictions with
varying tastes and preferences for public goods (Oates, 1972). Tiebout (1956)
postulates that decentralised provision of public goods enhances efficiency by
satisfying the preferences of consumers. Decentralisation may result in greater
experimentation and invention leading to more efficiency. One of the important
characters of decentralisation is providing an institutional setting that promotes
better public decision-making by compelling a more explicit recognition of the cost
of the public programmes. Therefore, the allocation branch should be divided
between central and subcentral governments according to their comparative

advantage to operate it.

The following section presents some important studies pertaining to the
distribution of functions and resources among different levels of governments in a

federation.
2.3. Distribution of Functions in a Federation

Supporting Musgrave's distribution of stabilization and redistribution
functions to federal government, Oates (1977), suggests that distribution and
stabilisation functions must be performed at the central level because of the

constraints of the local government with regard to their openness and mobility of
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the economic units across the states in a federation. However, the allocation
branch should be handled by both the level of the governments on the basis of
comparative advantage. Oates (1977) analyses the functions of different levels of
government in a federation and opines that all macro economic functions ought to
be carnied out at the national level but decentralised provision of public goods is
more likely to lead to welfare gain. He explains that decentralised provision of
public goods will meet the taste and preferences of only those people who are
close to the local governments. In the context of fiscal equity, he suggests for
more grants to the poor provinces to provide the minimum basic public services

across the provinces.

Examining the role of different levels of government in a federation, Brown
and Oates (1987) explore the theoretical issues pertaining to the role of different
governments and then analyse the distribution function of the government using a
model incorporating the utility function. The study explains that any aggressive
redistribution policy by any sub-national government from rich households to poor
households would lead to an inflow of poor people to that particular jurisdiction and
out-flow of rich people from that jurisdiction. Thus, the redistribution policy of sub-
national governments would become ineffective where there exists free mobility of

the people across sub-national governments.

Ladd and Doolittle (1982) point out in their study that four out of five
respondents in U.S.A believe that the federal government has a responsibility to
help the needy people. National standards of welfare assistance are appropriate
as fair treatment of taxpayers requires that the final burden be distributed among
households throughout the country in line with the ability to pay. They find that
local governments are not efficient enough for bringing about equity when there is
wide scale mobility across the states. Thus, the central government has a role to
bring equality among different sections of the society and help the poor in a
federation since it's a national public good. In contrast, Pauly (1973) argues that

decentralised or sub-national governments have more concern for the poor people
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in their respective jurisdiction. than the central government. He, therefore,
advocates for localised poor relief on the basis of efficiency. But considering the
efficiency of the local government for redistribution, King (1984) argues that there
should be a basic national redistribution policy but at the same time, sub-central
authorities should also be allowed to alter the degree of distribution in their

respective provinces/states given their own priorities.

2.4. Literature on Distribution of Resources

Taking the three functions of allocation, distribution and stabilisation into
consideration in a federation, Musgrave (1983) suggests the following principles

for tax assignment’’ to different levels of government

¢ Highly progressive taxes should be centralised for the purpose of redistribution

of iIncome.

¢+ Central government should also have the taxing powers on highly mobile
taxes. This is to avoid tax evasion if it is entrusted to sub-national

governments.

¢ The central government should exercise primary taxing authority over those tax

bases that are distributed across junsdictions in a highly unequal fashion.

¢ Benefit taxes and fees are to be given to decentralised governments. These
taxes have no distorting incentives for movements across the jurisdictions.
Such taxes also promote efficient decisions by mobile consumers in the

context of Tiebout model.

Taking the mobile nature of tax bases, MclLure (1967) points out the
implications of tax distribution in a vertical design of tax structure. In this context, it

is argued that taxes, which are largely exported to residents of other jurisdictions

' For derails relating to tax assignment, see Bradford and Qates, 1971; Musgrave, 1981; Mintz and Tulkens,
1986; King, 1984 and QOates 1969).
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effectively, reduce the tax price to the local residents. This may, in turn, encourage
excessive public expenditure on local services. Similarly, Gordon (1983) examines
a set of issues in an optimal taxation framework and indicates the inefficiencies
when local decision-makers seek to maximise the well-being of their own
residents. However, he suggests that benefit taxes and fees are to be given to
local governments on efficiency ground and the right cost signals should be given
to residents for the determination of levels of local services. Therefore, the whole
analysis points to a general conclusion that central government is in an
advantageous position to tax on most progressive and mobile tax bases. The local
and sub-national governments are thus required to generate revenues from

relatively immobile tax bases and user charges.

Mieszowski and Toder (1983) estimate the efficiency losses resulting from
distorted location decision under the decentralised taxation of energy resources
which amounts to 3 per cent of energy revenues. In similar way, Mieszkowski
(1983) also examines the distortions from the decentralised taxation of natural
resources. Though they point out that the distortions may not be substantial if sub-
national government taxes the natural resources, there are some important equity

and efficiency arguments for the centralisation of such taxes.

Since it is clear that the central government is empowered with all
progressive, lucrative and mobile tax bases, it is most likely that the sub-central
governments run short of revenues to deliver their expenditure responsibilities. In
general, revenues at one level of govemment may fall short of spending
responsibilities. Therefore, the differences are made up by transfers from the other
level of governments. The use of such inter-governmental transfers or grants has
become an important feature of fiscal federalism. In this context, Break's (1967)
study on inter-governmental fiscal relations suggests open-ended grants to
decentralised governments for programmes that involve external benefits to other
jurisdictions. Considering the Pigovian programme subsidies to individual decision-

makers, the open-ended grants are suggested for the sub-central governments to
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internalise the benefits provided to the residents of other jurisdictions due to the
provision of public services. Generally, inter-governmental grants are given to
reduce fiscal imbalances, both vertical and horizontal, in any fiscal federalism
along with grants for spillover effects. The theories of inter-governmental grants

and revenue sharing are discussed in detail in the Chapter 6.

Oates (1982) reexamines the old thearies of distribution of functions among
different tevels of government in a federation. In the case of income distribution, he
emphasises that decentralised governments are seriously constrained by degree
of mobility within the national borders. Thus, the central government has an upper
hand in income distribution and poverty eradication. But the local government is
best suited for the provision of local public goods in accordance with the taste and
preferences of the local residents. He also suggests for the inter-governmental

grants to meet the following objectives

¢ to encourage state and local activities whose benefits extend beyond

jurisdictional borders;

¢ to enable the state and local governments to provide minimum public

services. and

¢ to establish efficient and equitable tax system in the state and local

jurisdictions.

The whole system of inter-governmental grants is to encourage increased
output where substantial spill-over benefits exist and provide unconditional grants
with larger allocations directed to those states or localities with relatively small tax
bases. He makes a reference to the overlapping intergovernmental programmes

and blurring of functions in the American federation.

Musgrave (1983), in his paper, “ Who Should Tax, Where and What",
explains the two bases for taxation, viz., allegiance and territoriality. The study
concludes that taxes on income should be taken care of by the central government
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since it is impracticable for the local governments to include foreign source income
in their base. Similarly, in the case of consumption taxes, it is difficult to tax the
whole expenditure of residents and non-residents within the jurisdiction of local
government. Thus, there should be proper coordination among central and

subcentral levels in the sphere of taxation according to their comparative
advantage.

2.5. The Determination of the Optimal Size of the Jurisdiction in a
Federation

Decentralisation theorem advocates for provision of public goods on a
decentralised basis to reduce the cost and increase welfare (Oates, 1972). But
there is welfare loss in a number of consumers as it is difficult to consume the
commodity at the desired level. Thus, it is clear that there is potential welfare loss
from the centralised provision of goods. Taking economies of scale into
consideration, for some public goods, it may be possible to realise the gains of
both large-scale production from the centralised authority and welfare gain from
decentralised determination of levels of consumption (Oates, 1972).

Decentralised provision of public goods has external benefits/spillover
effect, and the existence of very small groups leads to a free riding problem. Thus,
it is possible for the various groups of consumers to agree on their levels of
welfare of provision of the goods that can increase the level of welfare of all
concerned. The larger jurisdiction with same tastes and preferences for public

goods is beneficial for decentralised provision of goods.

A decision-making body formed, to a large extent, to provide public goods /
to determine the quantity at decentralised level leads to a huge administrative
cost. This is the problem in increased or high multiplicity of governmental units.
Free mobility of residents across different jurisdictions causes change in welfare
gain and cost sharing of public goods (cost of congestion).
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2.6. Theories Related to Fiscal Decentralisation and Role of Local

Governments

In the present days of market economy and after the disintegration of
centrally controlled system in the Soviet Union, importance of decentralisation
hardly needs to be emphasied. In this context, a few important theoretical studies

are reviewed here,

As an analogy to the Tiebout model of local public goods, it is appealing to
believe that because of these differences in attitudes among sub-national
governments towards the poor, fully decentralised decision-making and financing
of welfare benefits would be preferable in terms of economic efficiency to a
uniform national standard financed by federal taxes. This is more suitable in the

context of divergence in tastes of local public goods.

In an important article, Pauly (1973) proves formally that under certain
conditions, local decision -making about redistribution programmes can lead to
efficient outcomes. Federal matching grants to the state supplement the matching
rates varying inversely with state fiscal capacities to promote both efficiency and
equity in the provision of welfare. Considering the importance of decentralisation,
Oates (1977) analyses the evolution of multi-level governments in a federal set up.
The study explains the emergence of multi-level governments to meet the specific
demands of different jurisdictions in different countries and shifting of centralising

tendency to dencentralised provision of public goods.

Stigler (1957) explores the role of local governments in a federation wherein
he argues that local governments have an important role to play in income
distribution irrespective of the mobility of the economic units. The competition of
local governments leads to equal distribution of incomes across the local

governments. He emphasises on the efficient use of grants and people's
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participation in the local government's functions. Some economists like Pauly
(1973) and King (1984) suggested that decentralised governments should also
have power to participate in the redistribution policies of their respective
jurisdictions. Brenana and Buchanun (1982) suggest an entirely different
perspective on the role of decentralisation in the public sector. Their contention is
that decentralisation can serve as a constraint on the undesired expansion of

government.

The challenge in a federal system is the division of functions among
different levels of governments. All the functions of the government are divided
into expenditure and revenue and the above analysis implies progressive (to
maintain equity) and mobile tax bases (to avoid free riding problem) be assigned
to central government, and all less mobile tax bases which are local in nature to
local governments. Similarly, tax bases which are distributed highly unequally
across sub-central junsdiction should be centralised but users' taxes and fees
(less mobile tax bases) are considered to be appropriate revenue sources at
decentralised levels of government (Musgrave, 1983). Middle level government
(states and provinces) have more scope than do local governments for making

use of taxes on income and sales.

At the same time, to reap the welfare gain from decentralised public
provision, sub national governments have to provide all non-national public
services. This creates a serious asymmetry between revenue sources and
expenditure functions of sub-national governments when compared to the central
government. This is called as vertical fiscal imbalance. A close look at the
literature reveals that the central government ideally takes the responsibility of
progressive tax collection and major functions of revenue mobilization but there is
welfare gain due to decentralised provision of public goods. It certainly brings out
the fiscal imbalances in a federation, viz., vertical and horizontal. Vertical fiscal
imbalance implies the discrepancy between expenditure and revenue at different

levels of governments due to division of powers and functions whereas horizontal
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fiscal imbalance refers to the fiscal imbalances at the same level of governments
due to factor endowment and other historical reasons. Therefore, inter-
governmental grants and revenue sharing are advocated to bring down fiscal

imbalances and maintain the fiscal equity across the states.
2.7. Review of Literature on State Finance

There are plenty of literature on the impact of federal transfers on the state
finances and also on the fiscal policies of the state. Some of the important studies
are reviewed here to highlight the research gaps and substantiate the need for the

study.
2.7.1. Literature on Centre-State Relations in India

Venkatraman (1968) analyses the revenue and expenditure patterns and
revenue potential of the states and the centre. He concludes that the state plan
and non-plan expenditure is increasing at a faster rate than resources due to lags
in fiscal transfers from the centre to the states. However, he also suggests for

improving resource mobilisation efforts.

Shastry (1966) in an exclusive study on the technique of federa! fiscal
transfers, studies the principles and procedures of Finance Commission and
concludes that the present approaches are not suitable to achieve fiscal
equalization across the states. He also suggests the principles that future Finance
Commissions need to adopt to bring fiscal equity across the states. Apart from that
the study brings out relative tax revenue distribution among the states. The study
has not touched the principles of grants-in-aid but argues for the creation of a

permanent Finance Commission body.

Lakadawala (1990) reveals that the finance inadequacy of the states is
mainly due to the Constitutional provision of less elastic tax resources to states. At

the same time, there are continuous and growing expenditure responsibilities for
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state governments. Capital expenditure of different states remain constant and
most of the states of the states depend on over-draft facility from RBI and on
central loans to meet capital expenditure needs and repay loans. The author also
points out the stagnant nature of gross transfers to states. However, the study was
carried out in 1972 and since then several changes have been taken place in the

federal fiscal structure of India.

Nanjundappa (1979) analyses the federal transfers to the states along with
the cnteria and principles adopted by both finance commission and planning
commission for federal fiscal transfers. The study points out that the criteria
adopted and the changes made in the weightages are not appropriate in solving
the inter state fiscal problems and their development. The study focuses on
development of a systematic body to provide an effective solution for the
distnbution of the proceeds from the divisible pool. The study aiso citizens the gap

filling approach of the finance commission and the problem of debt finance.

Chelliah et af (1981) deal with the transfers made to the states by the
centre. The study concludes that tax devolution should be used largely for
reducing the overall fiscal imbalance and that grants in aid shouid be used

specifically for the purpose of equalization.

H. Rao's (1981) work deals with the objectives of federal fiscal transfers,
the criteria to be adopted, quantification of each criteria and discusses the
possibility of having one single approach or a host of approaches for federal fiscal
transfers. The study explains the federal fiscal transfers adopted by both the
Finance Commission and Planning Commission, and adds that the criteria
adopted for federal fiscal transfers do not correspond with each other, are
nadequate and not comparable to accomplish the objective of reducing regional
imbalances in the country. Alternative criteria known as Eligibility critena based on,

index of backwardness, fiscal need and tax efforts of states are recommended.



Here, the fiscal need is measured in terms of fiscal capacity and levels of socio-

economic development.

In trying to analyse arrangements for resource transfers, Chelliah et al
(1981) discuss two types of transfers taking into account the vertical fiscal
imbalance as well as horizontal fiscal imbalances. The provinces are encouraged
to spend on projects of federal priorities by giving them grants on matching basis
through conditional grants. The study over the period 195-51 to 1975-76 finds that
the centralisation has come down in terms of collections, both of tax revenues and
of total revenue. In terms of accruals, the State’s share in tax revenue accruals
(own tax plus shared tax) in total tax revenues of the Central and State
Governments has increased gradually from 43 per cent in 1950-51 to 46.3 per
cent in 1975-76. However, they find that the financial advantage to the Centre
before the devolution of resources and the total tax revenue generated by the two
tiers of Government is unequally distributed. Nearly 65 per cent is raised through
taxes assigned to the Centre and 35 per cent through taxes assigned to the states.
The unequal distribution of taxes between states and Centre prompted successive
Finance Commissions to recommend higher shares in income tax and excise

duties to States.

Murthy and Nayak (1994), in thetr study observe that the current methods of
resource allocations by the Finance Commission in India basing upon population,
per-capita income, poverty ratio and tax efforts of states may not induce state
governments to take steps to improve fiscal conditions. Due to a priori decision-
making regarding the resource aliocation, the actual behaviour of states may not
be influenced much. According to them, the distribution of income within the states
should also be given importance in the devolution of resources. Certain measures
of inequality within the states couid be linked with transfer of resources, to tackle
the issue of poverty alleviation better. However, central transfers are designed in

keeping per capita income as one of the criteria designed to provide more
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resources to such states where states with larger population and lower natural

resources may have high priority ratio.

Chelliah et al. (1987) point out the discontinuity in the successive Finance
commissions in their approach where-in the long term interests and major
problems of the states are sidelined. Though the Finance commissions have tried
to maintain the basic equilibrium in the finances of the state governments, due to
periodic appointment of Finance Commissions the approaches adopted by various
commissions to not have continuity throughout. The normative approach to
evaluate the revenues of the Centre and the States for the first time adopted by
the Ninth Finance Commission was abandoned by the Tenth Commission. It was
the alternative devolution approach given by the Tenth Finance Commission,

which is seen as correction in this regard.

Gulati and George (1988) in their study on federal financial relationship in
India for the period 1951-84, point out that, “since the constitution came into effect,
stresses and strains experienced in federal relations have been largely the result
of the difficulties faced by the states in discharging the responsibilities assigned to
them on account of the shortages of resources. They explain the Centre's
commanding position in revenue raising before the accrual of devolution and the
state's share in aggregate budgetary receipts as less than one third. Aggregate
transfers from the Centre to the states, though constitutes only one third of
aggregate central receipts, is a major part of the states expenditure. The study
also tries to explain the virtual control of the Centre on financial and semi-financial
institutions on borrowing power of the States as the lending policy of such
institutions to large extent depend upon the policy directions from the Centre. The
authors have also pointed out that the component of arbitrariness in the transfers
to States has increased which is manifested more in the discretionary transfers

sanctioned by Article 282.



Wallich (1982) in a World Bank Study, opines that, there seems to have
been no systematic favouring to the lower income states in the overall pattern of
awards and plan finances. The middle income states have apparently benefited at
the expense of both high and low income states. This applies to the Finance
Commissions also. In this study, per capita transfer and its various components on
per capita income in cross-section regression for each plan period yielded little
correlation between the two. The study claims that, though there is no evidence
that transfers have been regressive, some poorer states have received a very low
share of transfers, and some richer states have received proportionately more.
The reasons for lack of consistency in State-wise distribution lies in the formulae

adopted by the Planning and Finance commissions.

However, Guhan (1992) argues that though Finance Commissions are
accused of their piecemeal approach to the devolution process, in general, they
have been successful in prescribing relatively higher shares for the poorer states.
The Tenth Finance Commission in addition to its report gave an "Alternative
Scheme of Devolution” which could be used as the starting point for putting
through a process of rationalising Centre-State transfers, sequenced in an orderly

manner between 1997-2001.

Lakadawala (1990) argues that apart from the share in small savings there
is no regular major source, for the poor states, of non-plan capital receipts which
can provide for repayment of large sums needed to repay the plan loans taken
earlier from the Centre. As per the Fifth Finance Commission, this has been the
important cause for rising overdrafts by the States. The Sixth, Seventh and Eighth
Finance Commissions have suggested writing off of some debts and rescheduling
some of the repayments. This kind of recommendation can be seen as ad-hoc

prescriptions for a malady that should be taken care of on a long-term basis.

Rao and Sen (1996) explain the increased fiscal imbalances, both vertical

and horizontal, over a period of time because of approaches followed for fiscal
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transfers. They suggest for restructuring of inter-governmental economic and fiscal
relations to ensure efficient provision of public services and to promote efficiency
in the market economy. At the same time, they advocate for fiscal decentralization
to ensure cost-effective delivery services and regulatory framework. Castin and
Sahay (1996) discuss the growth of experience of 20 states during the period
(1961-81) and arrive at the conclusion that there is absolute convergence, i.e.
initially poor states grow faster than their counterparts. The study concludes that
relatively more grants were transferred from the central government to the poor

states than the rich states.
2.7.2. Literature on State Finances

Kher {(1967) in his analysis of Mysore state examines the state’s revenue
sources and their trends in expenditure programmes, financial transfers through
finance commission and also studies the state's debt position. The study excludes
the various other fiscal aspects like state's tax efforts, its potential, expenditure
policies vis-a-vis federal fiscal transfers, etc. The study was carried out several

years ago and since then much has changed in the fiscal matters of state.

Pattnaik (1970), in his study of Orissa finances, analyses the state's fiscal
trends and brings out a few important results such as the state’s increasing deficit
under revenue account which is often met from capital account, growing non-plan
expenditure and high burden of debt servicing. The study shows that FC transfers
have not been effective in improving the relative position of Orissa among the
states in India. The study suggests a new approach to central transfers from

resource criteria to need based critena for bringing about horizontal equality.

Chandrashekher ((1983), in his study of AP state finances, reveals that the
states development expenditure has increased manifold, whereas its revenue
resources have not proportionately increased due to the backward nature of the

state and its low tax potential. The study highlights the fact that due to less tax
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efforts by the state, it had received minimal central transfers and the devolution is
made on the basis of state's tax effort. The study also attempts to find out the
reason for backwardness of states and the centre’s policy towards elimination of

disparities among states and criteria adopted for fiscal transfers.

Nizar Jehta (1992) highlights the problems of Gujarat state finances. Since
it is a developed state its problems are somewhat different from those of a
relatively backward state like Uttar Pradesh. The author describes the fiscal
performance of the state in terms of its revenue and expenditure operations. The
findings of the study include rapidly rising expenditure and growing indebtedness
of the state, particularly to the centre, which has created problems for the future
debt management of the state. Increasing difficulty in identifying new sources of
revenues due to present intensive use of tax policy limiting the scope for further
augmentation of state revenues. Inadequate resource generation by public
enterprises and under utilization of user charges is also a feature of state finances.
author opines that the above problems in revenue raising created mounting
difficulties in financing expenditures on poverty alleviation, employment generation
and other welfare type programmes in the state. The study also indicates a
moderate increase instate dependence on the center in the eighties. The share of
central tax revenues and grants in state's current receipts are relatively stable but
share of central loans in total transfers to state has gone up. The study argues that
major reasons responsible for high dependence are rapid increase in expenditure
obligations, stagnant revenue sources, and negative contribution by public
enterprises. The author also cites many critical issues relating to state finance
which have not received sufficient attention by the Finance Commission and
Planning Commission. The study has not critically evaluated the procedures

followed by PC and FC for the reduction of revenues and expenditure.

Analyzing the budgetary trends and plan financing in the sates, Bagchi and
Sen (1992) conclude that there have been shortfails in the outlays under plans in

all states especially in the sixth and seventh plans. The study also shows that
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there has been an increasing trend in almost all the states to allocate a larger
share of their plan outlay to revenue expenditure. Further, states spend a good
part of their capital spending under non-plan head undermining the role of
planning. In addition to it, the study also finds that there is a wide variation in ptan
outlays and plan performance across the states. The authors emphasize the
regulation of revenue expenditure, particularly two major items, viz., subsidies and
interest payment of the states on both plan and non-plan accounts. Rao and
Mundle (1992) examine the subsidies affecting the state finances for major states
where they show that non-tax revenue has not been efficiently mibilised over the
years. Subsidy on economic services and social services constitutes the major
portion in total expenditure. However, generally, there have been low recovery
rates and there has been a declining trend of total recovery in recent years. The
study suggests improving the recovery rates and target the subsidies in an

equitable manner to improve the state finances.

Alyr and Kurup in their study, State finances in Kerala (1992), explain that
the ratio of non-tax revenue to total revenue started declining steeply since 1982-
83. Financial crisis in Kerala in the eighties is attributed to faster growth of revenue
expenditure. The authors criticize Finance Commission for not recognising the
causative relationship between higher expenditure on social services and fiscal
situation in Kerala. Further, they comment on the resulting achievements of these
expenditures and economic fall out of such an investment pattern while allocating
funds for revenue gaps and expenditure on social services. The study also brings
into focus some of the anomalies in the state’s financial management. Though the
state has social indicators such as literacy, quaility of life and health facilities in line
with the performance of developed countries, the per-capita income remains at a
low level and incidence of unemployment is quite high. On the revenue front,
Kerala has done badly when compared to other southern states during the sixth
and seventh plan periods. User charges collected for government services have
declined as a percentage of expenditures, and cost overruns for irrigation projects

have deprived the state benefits from such investments and resulting revenues.
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State public sector undertakings continue to make huge losses (Rs.514 crores in
1989-90). The authors observe that the financial crisis of Kerala is not only due to
slow growth of revenues, but rather largely due to faster growth of revenue
expenditures. Another interesting observation of the study is regarding high priority
bestowed on social services, which led to economic services receiving smaller
plan allocations previously, leading to very slow growth in the commodity
producing sectors in the state. The financial problems of the state are, to a targe
extent, the consequence of achieving goais set by national planners ahead of
time. The authors decry that the planning commission transfers are not sufficient
for Kerala, even after recognising its successes in social goals. Also, Kerala's
inability to generate adequate budgetary savings constrained its per capita plan
expenditure. This situation resulted in heavy short-term borrowing during the Sixth
plan, which further compounded the fiscal problem. The authors, however, have
not examined as to why the social sector’s achievement was not reflected in higher

labour productivity that ultimately led to higher growth rate of the state’'s domestic

product.

Babu (1999) critically examines the central transfers to Karnataka state,
state’s resource mobilization efforts and fiscal policies of the state government.
The study shows that the state has been in deficit both on current as well as
capital account since early eighties. Grants as well as central loans have been

declining which has iled to more market borrowing.

Verifying the steadily deteriorating fiscal scenario in the country, the Ninth
Finance Commission (1997-2002) has drawn attention to the growing revenue
deficits of the states and the centre and rapid growth of public debt. The approach
of the commission was guided by the objectives such as, phasing out the revenue
deficits of the centre and the states, equity in the distribution of fiscal resources
both vertically and horizontally and promotion of fiscal discipline and efficiency in
the distribution of resources. Continuing the same, the Tenth Finance Commission

had to undertake an unenviable task of balancing state budgets on the face of
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mounting gaps in the revenue accounts of both the centre and the states. The core
of TFC scheme for central transfers consists of projection of revenue and
expenditure at both the central and state level so as to bridge the gap between the
centre's capacity and state’s needs. The basis for vertical sharing of the shareable
taxes between the two levels. The formulae for horizontal sharing of the devolved
amount among the states and the determination of specific revenue gap grants to
the states that would remain in deficit. The Commission has also presented an

Alternative Scheme for devolution, i.e., 29 per cent of the total divisible poo!.

In an attempt to study the financing of states in terms of per capita real
income and relative financial capacity of the state's plan, Ansari (1983) points out
the growing regional disparity among the states as the advanced states have been
able to finance the bulk of the plan requirements as compared to other states. In
this context, the assistance from the Centre has generally helped such states in
expanding their plan expenditures. Though the revenue efforts by backward states
to improve their economic conditions are commendable, the rate of increase in the

Central assistance to these states has not increased sufficiently.

While analysing the budgetary trends in Indian states, Bagchi and Sen
(1992) find that the total revenue receipts of the states grew at a rate of 14.9 per
cent per annum and total tax receipts by 15.1 per cent. They also explain that the
growth rates of major taxes have shown variation across the states. Two groups of
taxes, agricultural taxes and entertainment tax are losing their importance in the
state revenue resources. Therefore, the under taxation of agriculture has become
an important subject for discussion. Sales tax shows reasonably high rate of
growth that is the most important tax from the revenue point of view for all the
states. For the year 1993-94, the states have sales tax yielding 56.44 per cent,

state excise, 14.93 per cent and vehicles tax 8.73 per cent of total state taxes.

Oomen (1987) studies the tax ratio and the tax effort of the states using

regression approach and rank the states according to their tax efforts at two points
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of time for the period 1970-71 and 1980-81. The study ranks Punjab first in the first
period and Haryana the first rank in the second. Orissa gets the last rank (16™) in
the first period whereas Assam in the second period on the basis of tax effort.
Thimmaiah (1979) analyses taxable capacity and tax effort of four states, viz.,
Andhra Pradesh, Karnataka, Kerala and Tamilnadu and one Union territory of
Pondicherry as there is high degree of uniformity in their tax system. Chelliah and
Sinha (1982) calculate the taxable capacity in the case of all the taxes and total
taxable capacity as in the study of Thimmaiah. In their tax effort analysis taking all
taxes together, Punjab gets the first position while Bihar gets the 15™ position (for
the period 1973-76). The study by Sen and Tulasidhar (1988) tries to incorporate
bases for taxes keeping Thimmaiah (1977) and Chelliah and Sinha (1982) in view
and have made refinements wherever it was deemed necessary. From their study
for the period 1982-83 to 1984-85, Kerala gets the first position and Bihar gets the

last (15" position).

For instance, studies by Purohit (1995), Dwivedi (1995), Burgess et al
(1995), Sundaram, Pandit and Mukherni (1995) and Gurumurthy (1993) have
highlighted various problems and reforms in the commodity taxes. These studies
suggest that the unton excise duties, sales tax, motor vehicles tax, passenger and
goods tax, state excise, electricity duty, entertainment tax, entry tax and the
existing service taxes should be integrated and rationalised. The tax rates should
be reduced to a minimum of three to four rates and total tax incidence should be
lowered. Among many other suggestions, a dual VAT (Central-VAT to replace the
existing Union Excise duties and State-VAT to replace sales tax) and States-VAT
to completely replace both the Union excise duties and sales tax is also suggested

as important.

Examining the level and growth of government expenditures, Reddy (1970),
Gulati (1961, 1963) and many others study the structure of government
expenditure in India where they explain the dominance of the revenue expenditure

and pruning of capital expenditure. Bhattacharya (1984) examines the
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macroeconomic impact of public expenditure on economic growth and suggests
the positive role played by government expenditure on different sectors. Gupta
(1980) tries to assess its impact on income distribution wherein he analyses the
impact of government expenditures on different sectors and also on sections of the
economy. Premchand (1966) evaluates the control system relating to public
expenditure and suggests more expenditure on creating capital assets, particuiarly
infrastructure. Redyy et al (1984) provide a factual account of the growth of
government expenditure in India taking both aggregate and disagreegte data.
They suggest the importance of government expenditure and at the same time,

advocate cutting the unproductive expenditure on the current account.

Toye (1981) presents a meticulous analysis of Indian public expenditure
policy during 1860-70. He shows how this policy has led to decline in public sector
capital accumulation, a trend that was contrary to the plan objectives. He opines
that the expenditure policy of the government is not on the lines of the plan
objectives of a growth-oriented economy. Rao et al (1995) have analysed the
growth of government expenditure at Central level and term it as uneven. The
study finds that expenditure pattern is not in line with the government policies of
economic growth. Growth of expenditure is sharp in the case of interest payments,
subsidies, wages and salaries, while those on maintenance of capital assets lag

behind, thus adversely affecting capital formation and growth.

Shome et al (1996) point out that the expenditure trends clearly show a
stagnant capital expenditure alongside fast rising revenue expenditure in India,
despite the lack of adequate infrastructure facilities within the country. The
increasing revenue expenditure covers the total revenue receipts and cuts into
capital receipts as well and thereby reduce the resource availability for capital
expenditure. This trend of expenditure is reflected in the states also. Bagchi et al
(1992), while analysing State budgets observe that rapid growth in current
expenditures due to more spending on salanes and high establishment costs, has

created fiscal instability in the states. From the expenditure trends in the Indian
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states, during 1970-85, they clearly bring out the fact that there is faster growth of
revenue expenditure when compared to capital expenditure. The increase in

revenue expenditure ieads to fewer funds available for the capital expenditure.

Guhan (1992) in his study of state finances of Tamil Nadu for the period
1960-1990, examines the financial performance of the state and brings out some
of the difficulties in revenue raising side of the budget. The study finds that the
state had reached a high Tax-SDP ratio (12 per cent in 1984-87) and from then on
there was little possibility to raise the revenues upwards. However, he is very
critical of the tax administration in not being able to check evasion of taxes, which
could have increased the Tax-SDP ratio in the state. He also examines the scope
of agricultural taxation that has been a matter of discussion for a long time. Tamil
Nadu, during the period under study, could not improve its position in the
horizontal sharing of Central transfers. The state does not benefit from significant
forest or mineral royalty/revenues and so far as the non-tax revenues like
government services are concerned, the government could not fix up charges for

these services on the basis of their cost of production and supply.

The study also finds that due to increase in direct subsidies, enlargement
and extension of schemes and projects and increasing pressure from salaries, the
government expenditures is found to be hard pressed. Looking at all these factors,
he opines for examining the possibilities for better cost recovery, entailing the
containment or rolling back of subsidies and improving returns from public sector
enterprnises. He views that debt financing should be given high priority and
spending should be on a relatively high return capital investment through
institutional lending, private capital, provident funds and small savings as Tamil

Nadu is an Under-borrowed State.

Bajaj and Agarwal (1992), in their study on the Uttar Pradesh State
Finances for the period 1965-90, bring out an impressive expansion in the scope

and scale of budgetary operations. The study explains that there has been
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manifold growth of net outlays and in receipts to finance the outlays. Looking at
the dependence of state on its own cument revenues and borrowing, they argue
for better tax management by restructuring it and also advocate to bring
transparency in the tax administration. They also give importance to the
desirability of agricultural taxes. Even as tax revenues have shown relative
buoyancy, non-tax revenues have remained sluggish due to significant direct
subsidies and low recovery rates on investments in the state. They opine that a
significant proportion of subsidies may actually represent transfers to the non-poor
sections including affluent farmers, large and medium entrepreneurs and traders.
Instead of closing down these loss making units, they have prescribed for
restructuring. Further, they opine that the noticeable decline in capital expenditure
is a cause of concern, which must be taken care of on a priority basis. The authors
have also found that the phenomenal growth in budgetary operations has not been
managed properly over the years. This they believe calls for an efficient and

responsible fiscal administration in the state.

The problems faced by many states are of similar type, such as, the failure
to increase the revenues by changing the tax policy, inability to restrain the current
expenditure, negligent contribution of public sector undertakings, poor recovery of
user charges and heavy borrowing. All these have compounded the financial
crises faced by many states in India. Jalan (1991) rightly opines at his inaugural
address in a seminar on State Finances, that the problems of states have reached
the limit of borrowing to finance revenue deficits. The revenue deficits should be
reversed, otherwise the debt problam will create more difficulties. The author
emphasizes on restructuring functions of centre as well as states and the question
of public sector enterprises should be settled soon. Decentralisation from state to
lower level of government and phasing out of the subsidies are major issues to be

pursued at the state levetl.

In this connection, it may be mentioned that there is no comprehensive

study on State finances of Orissa. And such a study is very essential, particularly
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in the present day context, after the new economic policy has come into existence
in India since 1991. The impact of changing federal fiscal transfers on state
finances and state’s fiscal policies, particularly of Orissa State is crucial. Though
different approaches are followed for equal provision of minimum level of specified
public services to reduce regional disparities, Orissa is still a low income state with
low per capital income, low infrastructure index, low social infrastructure and high
incidence of poverty even after fifty years of development planning. So, the
objectives of inter-governmental transfers have not been fulfilled and an in-depth
analysis of the impact of fiscal transfers taking all changes on Orissa economy is

needed, thereby justifying the present study.
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CHAPTER 3

Socio-Economic Profile Of Orissa

3.1. Introduction

The State of Orissa emerged as a separate province on 1% April 1936. After
independence, all the princely states of Orissa were merged in August 1948, to
form the union of the state of Orissa. Orissa is situated in the north-eastern part of
the Indian peninsula extending from 17.49'N to 22.34'N latitude and from 81.29°E
to 87.29°E longttude. Orissa has a long coastline as it is bounded by the Bay of
Bengal on the east. The state of West Bengal is its neighbour in the northeast,
Bihar in the north, Madhya Pradesh in the west and it shares its boundary with
Andhra Pradesh in the South. Geographically, the state may be divided into four
regions, viz., Northern Plateau, Central River Basin, Eastern Hills and Coastal
Plains. The total area of Orissa State is 155, 707 sq. kms. It has 30 districts with a

total population of 3.17 crores (1991 Census).

Since independence, all round economic development has been quite siow
resulting in low growth of income of the state vi-a-vis other states. The planned
economic development adopted by Orissa has not resulted in balanced economic
growth in the state. States like Maharashtra, Gujarat, Punjab, Tamil Nadu, and
Karnataka have developed faster with growing industnial and tertiary sector along
with agriculture. However, Onissa is lagging behind in all the three sectors. Though
the state government invested huge resources in the initial years to facilitate the
process of industnalisation in the state, its growth has been slow. In fact, some of
the state Public Sector Enterprises {(PSEs) have been closed down in the recent
years due to continuous losses incurred by them. Similarly, the tertiary sector is
far behind in the state compared to other states like Maharastra, Gujarat, Tamil
Nadu etc. Even in the case of agriculture, which is the main occupation of the

people, it is backward in terms of the use of advanced inputs and productivity'®.

" See for Regional Disparities in India. Jayshankar, 1998: Dietmar, 1993; Byres, 1993; and Srivastava, 1993,
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The slow growth of per-capita income has failed to alleviate poverty in the
state. Nearly 47 per cent (Planning Commission, 1999-2000) of the population is
living below poverty line. Slow growth of the state economy with unequal
distribution of income and poor social infrastructure have been the major problems
of the state. Nearly 70 per cent of the people depend on agriculture and allied
activities for their livelihood. However, the slow growth of agriculture due to over-
dependence on the monsoon, use of out-dated techniques of farming, lack of
institutional credit for agriculture have affected the standard of living of the people.
In spite of the fact that Orissa is one of the resource rich states in India with a long
coastline having deposits of several important minerals such as bauxite,
manganese ore, iron ore, coal and several other minerals, the industral sector has
not developed. In this chapter, an attempt has been made to give a clear picture
about the structure of Orissa economy vis-a-vis other major states through
different socio-economic physical indicators to examine the level of dependency of
people on state government and socio-economic development of Orissa. It is
important to study the socio-economic profile of the QOrissa to understand the fiscal

capacity and expenditure needs of the state.

3. 2. Demographic Characteristics

The quality of manpower is one of the basic indicators of level of
development in the state'®. The comparative data on population from 1991 and
2001 census is displayed In table A.1. The total population of the state was 3.17
crores (1991 census) with moderate annual growth rate of 1.83 per cent which is
lower than most of the major states except Kerala and Tamil Nadu. The growth
rate of population is comparatively low. However, this does not indicate
progressive population planning. The low growth population is mainly due to high
death rate and not due to low birth rate. This clearly brings forth lack of medical

" For an elaborate analysis of Regional Disparities in India, see Kurian, 2000, and for Regional Disparities
and Inter-Regional Contlicts, See Bookman, 1991,
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