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Abstract

This paper provides a self-contained overview of the present problems of state finances in
India. It begins with an overview of historical evolution and current institutional
structures, including economic, political, administrative and fiscal aspects of India’s
federal system. The paper then reviews the current situation of India’s state government
finances, going on to consider various developments that have shaped the states’ current
fiscal situation, including the roles of national economic reform, the intergovernmental
transfer system, tax reform, and local government reform. Policy options for reforming
institutions of fiscal federalism system, borrowing mechanisms for the states, and
governance are then discussed, with an emphasis on the principle that states should have
appropriate incentives for fiscal discipline at the margins of revenue and expenditure.
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1. Introduction

India is a large and heterogeneous nation, with ancient traditions coexisting with
modernity. It has successfully created and preserved the world’s largest democracy, with
over a billion people. It has held fourteen national elections, and only once, briefly, has
the supremacy of democratic institutions in the country been threatened. One secret of
India’s success has been its balance of national unity with diversity at the subnational
level. Within the framework of the Constitution, a variety of political approaches and
ideologies have flourished. This variety has increased in the past two decades, with
regional identities playing a greater role in state and national politics. At the same time,
there has been a gradual movement towards at least a weak consensus with regard to
economic policy, with the market being given a greater role than in the past. Arguably,
economic policy changes have spurred more rapid growth.

At the same time, the political system has faced new challenges as a result of
economic liberalization. Regional inequality has increased, and there is a growing threat
of private affluence thriving as islands in the midst of public squalor, as governance has
sometimes been reduced to handouts and retreat from responsibility. On the other hand,
some states or regions have been able to become homes for world-class enterprises. More
and more, attention has shifted from national policy to state government functioning. The
Indian states provide stark contrasts in terms of their economic and political performance.
However, one common development they have all shared is deterioration in their fiscal
situations over the last decade. Understanding state finances in India, and how to repair
them in the context of overall economic reform in India, will be a crucial task over the
next few years, if India is to maintain a high growth trajectory. The past problems of
countries like Argentina and Brazil are a stark reminder of the high social and economic
costs of things going wrong at the level of subnational national finances.

This paper provides a broad, relatively self-contained overview of state finances
in India. The structure of the paper is as follows. Section 2 gives an overview of historical
evolution and current institutional structures, including economic, political and
administrative aspects of India’s federal system. Details of India’s fiscal federal
arrangements are provided. Section 3 reviews the current situation of India’s state
government finances, going on to consider various aspects in detail, including the roles of
national economic reform, the intergovernmental transfer system, tax reform, and local
government reform. Policy options for redesign of the intergovernmental transfer system,
borrowing mechanisms for the states, and reform of governance are then discussed in
Section 4, with an emphasis on the principle that states should have appropriate
incentives for fiscal discipline at the margins of revenue and expenditure. We argue that
substantial reform is required in all of these dimensions. Section 5 offers a summary
conclusion regarding systemic reforms and their impacts.

2. Context and Background

The origin of many of India’s federal institutions can be found in its history as a
British colony. At the same time, the circumstances of independence, with its traumatic
partition of the country, also played a major role in shaping the structure and working of



the country’s intergovernmental relations. Different ideological positions and economic
circumstances have affected overall federal institutions, which are briefly reviewed in this
section.!

Historical Development

In the nineteenth century, the British gradually took over a subcontinent that was
politically fragmented and strife ridden. The Government of India Act of 1858 imposed
direct sovereignty under the British Crown, with an ad hoc mixture of centralized (the
Viceroy, an Executive Council, and a small number of district level British
administrators) and decentralized (the Indian princely states) administrative structures. As
Crown rule was consolidated, the British attempted administrative decentralization:
municipal governments were introduced, and large sub-national units were split. As a
nationalist political movement grew, financial decentralization was begun as a prelude to
meeting the perceived need for local self-government. Initially, some expenditure
categories (e.g., police, health, education) were assigned to the provincial governments,
which received annual lump-sum grants, and now had separate budgets. Subsequently,
further devolution of expenditure assignments and revenue authority, took place, along
with arrangements for revenue sharing.

After World War I, the British responded further to competing interests in India.
A 1918 report on constitutional reforms articulated a vision of India as a decentralized
federation, and led to further authority being devolved to the provinces. The Indian
government remained essentially unitary, but the subjects of administration and sources
of revenue were divided into central and provincial jurisdictions. An initial proposal for
assignment of tax authority would have required provincial contributions to fund the
central government, but this was changed to ensure greater central fiscal autonomy, and
the sharing of central income taxes with the provinces. The 1935 Government of India
Act proposed relatively loose federal structures, and provided for the distribution of
legislative jurisdictions with a three-fold division of powers into Federal, Provincial and
Concurrent Lists. On the fiscal front, the Act provided a detailed assignment of tax
authorities and revenue sharing scheme.

Indian independence overtook the implementation of the federal provisions of the
1935 Act, but the framers of the Indian Constitution relied heavily on this Act for the new
constitutional framework. However, the effects of the partition of the country
strengthened the desire for a strong center. The conception of federalism was shaped
accordingly: a division of powers between center and states, but with residuary powers
explicitly at the center, and central ability to impinge severely on the states in special
circumstances. Thus, the Constitution incorporated centralizing features that were not in
earlier British legislation, though closer to their practice in India. While the political
structures envisaged in the 1935 Act were largely abandoned in the Constitution, the
details of assignments of expenditure and revenue authorities, as well as of revenue
sharing and grants were preserved.

1 Further background may be found in Singh and Srinivasan (2005a) and Rao and Singh (2005).



Political and Administrative Structures

India has been a constitutional democracy since 1950, now comprised of 28
states, six “Union Territories” (UTs) and a National Capital Territory (NCT), Delhi. The
states, plus the NCT and the UT of Pondicherry, have elected legislatures, with Chief
Ministers in the executive role. The other UTs are governed directly by appointees of the
center. Each state also has a Governor, nominally appointed by the President, but
effectively an agent of the Prime Minister. The primary expression of statutory
constitutional authority in India comes through the directly elected parliamentary-style
governments at the national and state level, as well as nascent directly elected
government bodies at various local levels. Overlapping political authorities at the central
and state levels have been dealt with through intra-party bargaining, and, more recently,
through explicit bargaining and discussion. The Inter-State Council (1SC) was created in
1990, and has become a forum where some political and economic issues of joint concern
can be collectively discussed and possibly resolved. The ISC includes the Prime Minister,
state Chief Ministers, and several central cabinet ministers as members. While the ISC is
merely advisory, it has formalized collective discussion and approval of several important
matters impinging on India’s federal arrangements, including tax sharing and inter-state
water disputes.

Political and economic centralization have been reflected in bureaucratic and
judicial institutions. The Indian bureaucracy is provided constitutional recognition,
through the provisions of Part XIV of the Constitution. Since each political layer of
government requires its own administrative apparatus, any bureaucracy in a federation
will have a federal character: state governments must be able to appoint and dismiss
bureaucrats to implement state-level policies. This is true for India, with a central
bureaucracy as well as an independent bureaucracy in each state. However, the key
component of the bureaucracy is the Indian Administrative Service (IAS), whose
members are chosen by a centralized process and trained together, though then assigned
to particular states. At the national and state levels, the judiciary constitutes a distinct
branch of government, though the legislative/executive branch influences appointments.
At the local level, IAS members are vested with some judicial authority. The Supreme
Court, at the top of the judicial hierarchy, has powers that include broad original and
appellate jurisdiction and the right to rule on the constitutionality of laws passed by
Parliament. There has been conflict between the Supreme Court and the
legislature/executive over the scope of these powers, but in specific issues of center-state
relations concerning taxation and property rights, the basic centralizing bias of the
Constitution tilted the Court’s interpretation towards the center. At the state level, below
the Supreme Court, the High Courts superintend the work of all courts within the state,
including district and other subordinate courts.

Fiscal Federal Institutions
Tax and expenditure assignments

The Indian Constitution, in its Seventh Schedule, assigns the powers and
functions of the center and the states. The schedule specifies the exclusive powers of the
center (the Union list) and the states (the State list), and those under joint jurisdiction (the



Concurrent list). All residuary powers are assigned to the center. The nature of the
assignment of expenditure functions is fairly typical of federal nations, and broadly fits
with economists’ theoretical rationale.2 The functions of the central government are
those required to maintain macroeconomic stability, international trade and relations, and
those having implications for more than one state. The major subjects assigned to the
states comprise public order, public health, agriculture, irrigation, land rights, fisheries
and industries and minor minerals. The states also assume a significant role for subjects
in the Concurrent list, such as education and transportation, social security and social
insurance.

The assignment of tax powers in India was based on a principle of separation,
with tax categories being exclusively assigned either to the center or to the states. Most
broad-based taxes have been assigned to the center, including taxes on income and wealth
from non-agricultural sources, corporation tax, taxes on production (excluding those on
alcoholic liquors) and customs duty. A long list of taxes is assigned to the states, but only
the tax on the sale of goods has been significant for state revenues. This narrow effective
tax base is largely a result of political economy factors that have eroded or precluded the
use of taxes on agricultural land or incomes by state governments. The center has also
been assigned all residual tax powers. The tax assignment system has some problematic
features. The separation of income tax powers between the center and states based on
source (agriculture vs. non-agriculture) has created avenues for evasion. Also, even
though in a legal sense taxes on production (central manufacturing excises) and sale
(state sales taxes) are separate, they tax the same base, causing overlapping and leaving
less tax room to the states. Finally, the states were allowed to levy taxes on the sale and
purchase of goods (entry 54 in the State list) but not services. This provided avenues for
tax evasion, and delayed the design and implementation of a comprehensive value added
tax (VAT).

The realized outcome of the Indian assignments of tax and expenditure authority,
through their particular implementation, and the response of different levels of
government and tax payers to the assignment, has been a substantial vertical fiscal
imbalance. In 2002-2003, the states on average raised about 38 percent of government
revenues, but incurred about 58 percent of expenditures. Transfers from the center made
up the difference — though perverse fiscal incentives for the states in this system have,
arguably, increased the imbalance. In fact, the ability of the states to finance their current
expenditures from their own sources of revenue saw a long-run decline, from 69 percent
in 1955-1956 to 52 percent in 2002-2003. In terms of total expenditure (including capital
spending), the states were even more dependent on the center, with only 42 percent of
their overall spending being covered by their own revenue receipts in 2000-01 (RBI
Annual Reports). There are four main transfer channels to cover vertical imbalances,
described next, in turn.

2 Economic theories of government are based on the idea that public (non-rival and non-exclusive) goods
are not well provided by the market mechanism. In addition, if governments are not perfectly informed and
intrinsically benevolent, subnational governments may be better able to judge the desired levels of local
public goods, and, potentially, can be given more specific electoral incentives to do so than national
governments.



Finance Commission Transfers

It was recognized in the Constitution that its assignment of tax powers and
expenditure functions would create imbalances between expenditure and revenue, both
vertical (between center and states) and horizontal (among different states). Therefore, it
provided for the sharing of the proceeds of certain centrally levied taxes (e.g., non-
corporate income tax, Article 270; and Union excise duty, Article 272) with the states, as
well as grants to the states from the Consolidated Fund of India (under Article 275).
Recent constitutional changes in this scheme have simplified this sharing arrangement,
replacing it with an overall share of the consolidated fund. The shares of the center and
the states, and their allocation among different states are determined by the Finance
Commission, which is also a constitutional creation, and is appointed by the President of
India every five years (or earlier if needed). Finance Commission transfers are mostly
unconditional in nature. The Finance Commissions’ approach to federal transfers has
consisted of (i) assessing overall budgetary requirements of the center and states to
determine the resources available for transfer from the center during the period of
recommendation, (ii) projecting states’ own revenues and non-plan current expenditures,
(iii) determining the aggregate and individual states’ share of the consolidated fund of the
center, and (iv) using grants to fill projected expenditure-revenue gaps remaining after
tax devolution.

Twelve Finance Commissions have made recommendations to the central
government and, with a few exceptions, these have been accepted. The Commissions
have developed an elaborate methodology for dealing with horizontal and vertical fiscal
imbalances. In particular, the formula for tax devolution is quite complicated, as a result
of attempts to capture simultaneously disparate (and even contradictory) factors such as
poverty, ‘backwardness’, tax effort, fiscal discipline, and population control efforts. The
result has been that the impact of Finance Commission transfers on horizontal equity
(equalizing fiscal capacity across states) has been somewhat limited.3 Despite the ad hoc
nature of the tax-sharing formula, its persistence reflects the nature of precedent that has
grown around the Finance Commission, even though it is not a permanent body, and
lacks continuity in its staffing and its analysis. Grants recommended by the Finance
Commissions have typically been based on projected gaps between non-plan current
expenditures and post-tax devolution revenues. As with tax sharing, these grants have
generally been unconditional, although some commissions have attempted to enhance
outlays on specified services in the states by making closed-ended specific purpose non-
matching grants. In either case, the incentive problems with this “gap-filling” approach
are obvious. Some commissions did try to incorporate normative growth rates of
revenues and expenditures in their calculations, but these attempts were selective and
relatively unimportant. Table 1 provides statistics on the relative magnitudes of tax
sharing and grants in the Finance Commission’s transfers.

[Table 1 about here]

3 See Rao and Singh (2005) and World Bank (2005). The exception is the so-called ‘special category’
states. These are hilly states on India’s borders, with strategic importance as well as cost disabilities in
public good provision.



Planning Commission Transfers

While the Finance Commission decides on tax shares and makes grants, a
separate body, the Planning Commission, makes grants and loans (in the ratio 30:70 for
the major states)* for implementing development plans. As development planning gained
emphasis, the Planning Commission became a major dispenser of such funds to the
states. As there is no specific provision in the Constitution for such plan transfers, the
central government channeled them under the miscellaneous — and limited — provisions of
Article 282. Before 1969, plan transfers were project-based. Since then, the distribution
has been done on the basis of a consensus formula (see Table 2) decided by the National
Development Council (NDC).> As with the Finance Commission formula, the Planning
Commission tries to aggregate disparate objectives in its calculations, with the result that
the overall impact is less than clear. One major contrast with the Finance Commission is
the conditional nature of Planning Commission transfers. However, while the special
category states receive plan transfers based on projects that they formulate and submit,
the general category states’ plan transfers are not related to the required size or
composition of plan investments. Hence there is not even implicit matching of states’
own resource commitments in this transfer channel, let alone an explicit matching
formula. The process for determining plan transfers involves competing proposals from
the Planning Commission and the states, with a certain amount of bargaining through the
NDC, as well as in state-by-state discussions, to determine plan loans and grants. At the
end of this process, the Planning Commission approves the state plans. At the margin, it
is mainly the states’ own resource position that determines their plan expenditures.

[Table 2 about here]

Central Ministry Transfers

Various ministries give grants to their counterparts in the states for specified
projects, either wholly funded by the center (central sector projects) or requiring the
states to share the cost (centrally sponsored schemes). Both these categories are reported
together as central schemes in Table 1. The ostensible rationale for these programs is
financing activities with a high degree of inter-state spillovers, or which are merit goods
(e.g., poverty alleviation and family planning), but they are often driven by pork-barrel
objectives. These projects are supposed to be monitored by the Planning Commission,
and coordinated with the overall state plans — which is why they are typically listed under
Plan transfers (e.g., Table 1) — but both monitoring and coordination are relatively
ineffective. There are over 100 schemes, and attempts to consolidate them into broad
sectoral programs have been unsuccessful. These programs have provided the central
government with an instrument to actively influence states’ spending, replacing pre-1969
plan transfers in this role. The proliferation of schemes may also have increased the size

4 The special category states (so called because they were placed in a special category for the purpose of
planning — they are all hill states on the geographical periphery of India) receive a much higher proportion
of Plan funds as grants.

5 The NDC is chaired by the Prime Minister, and its members include all central cabinet ministers, Chief
Ministers of the states, and members of the Planning Commission. Like the ISC, it serves as a bargaining
and log-rolling body, though with a much narrower scope.



and control of the bureaucracy. While the NDC recently appointed an investigative
committee that recommended scaling down and consolidating centrally sponsored
schemes, implementation of this proposal was weak.

Loans and Guarantees

In addition to explicit transfers, intergovernmental loans, to the extent that they
are subsidized® or completely written off, also constitute implicit transfers to subnational
governments. Ideally, borrowing should be to finance investment, but state governments
have increasingly used borrowing to meet current expenditure needs (now as much as 50
percent). State governments need central government approval to borrow from the market
if they are indebted to the center, and this constraint binds for all the states. Central loans
(including Planning Commission and ministry-based project loans) now constitute about
60 percent of the states’ indebtedness, with another 22 percent being market borrowing,
and the remainder made up of pension funds, shares of rural small savings, and required
holdings of state government bonds by commercial banks (Rao and Singh, 2002;
Srinivasan, 2002). While these captive sources of finance are limited, the states have been
able to soften their budget constraints further by off-budget borrowing or nonpayment by
their public sector enterprises (PSEs). For example, the State Electricity Boards (SEBS)
have been tardy in paying the National Thermal Power Corporation, a central PSE
(Srinivasan, 2002). Other sources of softness in state government budget constraints
include central government guarantees of loans made to state government PSEs by
external agencies, and write-offs of past loans made to state governments. These write-
offs have regularly been a part of recent Finance Commissions’ recommendations, as
debt relief for the states.

3. Current Issues

The current problems of state finances must be seen in the context of India’s
history and institutions. Precedent, informal institutional norms and procedures, and
formal legislative frameworks all play a role in determining fiscal behavior and outcomes
at the state level. In particular, the system of intergovernmental relations, as it developed,
combined poor explicit incentives for subnational fiscal discipline with political and
administrative controls to compensate. The current problems of state finances can be seen
as the consequence of a relaxation of the latter controls, without complementary reforms
in explicit incentives.

Fiscal Situation of the States

Aggregate state finances have deteriorated significantly since the late 1980s.
Overall revenue deficits (i.e., differences between current revenues and expenditures)
were nonexistent or negligible before that time. From 1987-88 onwards, the states taken

6 In some cases, central loans have been at higher than notional market rates, but it is not completely clear
that those market rates would have been operative for subnational debt subject to risk without central
guarantees.



as a whole have always been in revenue deficit, and the level increased from an average
of 0.62% of GDP across the three years 1993-96 to 2.53% in 2000-03.7 This deterioration
was greater than the worsening in overall fiscal deficits for the same period (2.55% to
4.07%), reflecting the crowding out of capital expenditures by current expenditures such
as subsides and salary payments. Perhaps the biggest single factor in explaining this trend
was the Fifth Pay Commission’s award, which, spilling over to the states, led to a very
large jump in the states’ wage bills. A third measure, the states’ total primary deficit (the
fiscal deficit less interest payments) also worsened significantly from an average of
0.69% of GDP over the 1993-96 period to 1.41% over 2000-03. A consequence of these
continued and worsening deficits was a substantial increase in the debt-GDP ratio of the
states, from 21 % in 1996-97 to 31% in 2002-03. The latest estimates for the revenue
deficit (1.4% in 2004-05 and budgeted at 0.7% in 2005-06) reflect an improvement, but it
is too early to confidently identify a trend.®

Disaggregating the states’ deficits reveals that the source of deterioration has been
increases in expenditures such as interest payments, rather than declines in own revenues
or transfers from the central government (particularly tax sharing and grants determined
by the Finance Commission). Of course, this view is predicated on the assumption that
the “natural” income elasticity of tax revenues (sometimes called “buoyancy”) is equal to
one. One could as well argue that the buoyancy of states’ tax revenues ought to be greater
than one, which would imply that tax revenues have failed to grow at a pace consistent
with that norm. The problem, though, is that no exact normative benchmark exists. We
will return to the consideration of taxes in more detail later in the paper.® For now, we
present the aggregate data, which are summarized in Table 3.

[Table 3 about here]

The first four data columns of Table 3 summarize trends in the four components
of states’ revenues. Deterioration across the two three-year periods came in non-tax
revenues and non-Finance Commission transfers, but even so, the total decrease
amounted to only a little over half a percentage point of GDP. The increase in revenue
expenditures in this same period amounted to 1.34% of GDP (Table 3, data column 5),
and interest payments and pensions were major contributors to this jump. Further aspects
of changes in expenditure (not shown in Table 3) have been increases in subsidies — with
the power sector a major culprit — and a squeeze on Plan expenditure, which ought to be
earmarked for capital projects. Note that some of the negative impact of the power sector
also shows up in the decline in net non-tax revenues (Rao, 2003).

[Table 4 about here]

7 These and other figures in this section are taken from the report of the Twelfth Finance Commission
(Finance Commission, 2005).

8 These figures are from the Economic Survey of India, 2005-06, available at
http://indiabudget.nic.in/es2005-06/chapt2006/chap29.pdf. The improvement in the fiscal deficit, 4.0% in
2004-05 and 3.4% in 2005-06 has been smaller, and the debt-GDP ratio has reached about 33%, though it
may stabilize.

9 See also Rao (2003) for a detailed discussion of tax revenues of the states.
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Next, we turn to the performance of individual states. In many cases, the fiscal
deterioration for the special category states was worse than that of the major states, but
we focus on the latter here, as they contain the bulk of India’s population. Data for these
15 states is shown in Table 4.1 Ranks are shown in parentheses, with a higher rank
indicating a ‘worse’ number in terms of deficit, change in deficit, or debt stock. While
there is considerable variation across the states, in terms of their fiscal positions and the
level of deterioration, there is no clear pattern. High and low income states, reforming
states as well as those that have moved slowly on reform, larger and smaller states, all
have shown significant fiscal deterioration.

[Table 5 about here]

Some studies (e.g., Khemani, 2002; Purfield, 2003) have attempted to provide
causal explanations of state deficits through cross-section or panel (pooled cross-section
and time-series) regressions for the states. Explanatory variables include structural
variables such as the share of agriculture in Gross State Domestic Product (GSDP),
behavioral variables such as expenditure levels, and political variables such as affiliation
between the ruling parties at the state and central levels. The results are suggestive, but
not conclusive, with one unexplained issue being the variation in states’ fiscal
performance from year to year. In other words, these regressions may not capture the
essential mechanisms of state fiscal policy making, and hence do not uncover the
underlying structural explanation of fiscal performance. However, Table 5 does indicate
some of the underlying sources of states’ differing performance, without attempting a
causal explanation through regression analysis. In Table 5, we again follow the
convention of ranking from ‘worst’ to ‘best’, with ‘worst’ being low tax revenue or
revenue increases, but high expenditure or expenditure increases. Of course, this
characterization neglects the potential benefits of government expenditure,l focusing
only on the narrow fiscal consequences. Bearing out the earlier aggregate figures, we see
from Table 5 that, while a couple of states have allowed own-tax revenues to slip
substantially, the major source of fiscal deterioration has been increases in expenditures
running well beyond tax revenues. Again, there is no obvious or simple link between the
economic characteristics of the states and their relative revenue and expenditure
performance. However, we proceed to consider various institutional contributors to the
states’ current situation.

Economic Reform

The current fiscal challenges facing the states are closely tied to the process of
economic reform that began (or accelerated, depending on the particular analysis) in
1991, when India faced a severe balance of payments crisis, as well as a need for national

10 Following the analysis in the Twelfth Finance Commission Report, the new states of Chhatisgarh,
Jharkand and Uttaranchal are combined with their respective ‘parents’ for the purposes of the comparison
across the years.

11 In fact, as pointed out in the Twelfth Finance Commission Report, revenue expenditure has tended to
crowd out capital expenditure.
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fiscal adjustment.l2 Fiscal adjustment remains a major issue. However, reform has
proceeded in fits and starts. Major steps have been taken in trade liberalization, removal
of restrictions on domestic industrial investment, and in some aspects of financial sector
regulation. To some extent, however, central government attempts at fiscal consolidation
transferred some of the fiscal adjustment challenges to the state level. At the same time,
the reforms gave state governments more freedom to make policies independently,13 and
this has extended the impacts of openness to the subnational level. State governments
now can affect the incentives of foreign capital to enter their jurisdictions. From the
perspective of an Indian state, capital from another country or from another state can be
treated equally in typical policy environments. The final impacts of the entry of capital on
a subnational government will therefore depend also on the internal mobility of capital
and labor. A further consideration is that the fiscal health of the states that results from
their policies is likely to impinge on the entire nation’s credit rating in world capital
markets.14 Reforms have also given the states the option of taking developmental and
structural adjustment loans from multilateral agencies such as the World Bank and Asian
Development Bank. In principle, these are meant to improve the states’ short-run
(through fiscal reforms) or long-run (through growth) fiscal positions, but in practice the
systemic problem of soft budget constraints, operating through central government
guarantees and bailout histories, makes these loans potential future contributors to the
states’ fiscal stress (Rao, 2003).

The central and state governments have also considered privatization as a tool for
fiscal adjustment, in addition to any efficiency-enhancing role it may play. The large
implicit subsidies for those employed in PSEs are an important aspect of resistance to
privatization. The biggest problems have been in the power sector. In the case of state-
level PSEs such as the SEBs, there are additional twin problems of large deficits and the
need for coordinated reform of the power sector. Electric power is a concurrent
responsibility of the center and the states. Each state has had an SEB that is vertically
integrated with respect to generation, transmission and distribution, and is part of the
state government. Political compulsions and inefficiencies have led to large losses by the
SEBs, and they have been a major contributor to the states’ fiscal deficits. The problem is
even worse than budget figures indicate. For example, in 2000-01, the losses of the SEBs
were over Rs. 260 billion of which only Rs. 60 billion were accounted for in the state
budgets by way of explicit subsidies to the SEBs. While the power sector received early
attention in the economic reform process, one of biggest hurdles to sectoral reform and
new investment was the effective bankruptcy of the SEBs, leading foreign investors in
generation to demand guarantees from the state governments for payments for electricity
sales to the SEBs. Since the state governments themselves were in financial stress, they
further asked for counter guarantees from the central government. Various attempts at

12 See Singh and Srinivasan (2005b) for a detailed discussion of the national fiscal situation.

13 The responses of the states were varied, as were the results. Bajpai and Sachs (1999) provide a detailed
survey and scorecard of the efforts and outcomes for 15 major states, arguing that the enthusiastic
reformers have done better in terms of human development as well as narrower measures of economic well
being.

14 The mechanism by which this occurs can be direct, through larger combined deficits for the center and
states, or indirect, through contingent liabilities arising from explicit central counter guarantees for state
guarantees to foreign corporations.
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reforming the power sector failed to make much headway, leaving this aspect of the
states’ fiscal problem to fester, although reform finally seems to be coming through the
latest Electricity Act.

Intergovernmental Transfer System

Despite the Finance Commissions’ success in establishing guidelines and stability
for center-state tax sharing, their methodology and processes have been criticized. The
main earlier criticisms were (i) the scope of the Finance Commissions through the
Presidential terms of reference was too restricted; and (ii) the design of their transfer
schemes reduced state government incentives for fiscal discipline (through ‘gap-filling’
transfers), while doing relatively little to reduce inter-state inequities.1> The first of these
criticisms has been partly met in the case of the last two Finance Commissions, which
were given broad terms of reference with respect to assessing the overall fiscal position
of the central and state governments. However, this has not translated into greater control
over overall transfers: Planning Commission transfers and central ministry transfers are
outside the Finance Commission’s control, though it can comment on their efficacy and
associated decision processes.

The fiscal discipline effects of Finance Commission transfers are particularly
relevant to the states’ current fiscal stress, but there has been little effective change in
recent years. The Eleventh Finance Commission added a weight for fiscal discipline, but
this was not in itself a substantial enough incentive for the states, especially given the
existence of alternative transfer channels, and off-budget operations. The Twelfth
Finance Commission preserved this change, but reversed earlier declines in the relative
weight given to population (Table 6), the latter change coming at the expense of the
weights given to infrastructure, and to measures negatively related to income. The latter
weights were meant to promote horizontal equity, and the Twelfth Finance Commission’s
alternative to emphasizing this equalizing channel was to increase various kinds of
grants, which were also sometimes made categorical (such as for health and education).
Unfortunately, this approach increases the ad hoc nature of transfers, and weakens any
link between fiscal discipline and transfers. The overall conclusion could be that the
formulas for determining Finance Commission require a more comprehensive reappraisal
than has been attempted in recent years.

[Table 6 about here]

While there is no obvious fiscal disincentive effect in the Planning Commission
approach to its transfers, neither is there a clear process of evaluating investment needs
and priorities. A lack of coordination between the Finance and Planning Commissions,
together with fungibility of transfers, further complicates the impact of these
intergovernmental transfers. Table 1 reports the amount of plan transfers (grants only):
the transfers discussed in Section 2 are in the category of ‘state plan grants’. Hence, one

15 Thus, both larger government deficits at the subnational level and, to some extent, increases in inter-state
inequalities in the last decade, can be seen partly as outcomes of the functioning of India’s
intergovernmental transfer system.
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can see that these plan transfers are only about one-third to one-quarter of Finance
Commission transfers in magnitude. Nevertheless, they represent an important source of
revenue for the states. Most recently, reflecting their deteriorating fiscal positions, some
states have been using plan transfers for meeting current salary obligations, illustrating
the problems of the system. Of course, even if plan transfers were more effectively
categorical, there is a significant degree of fungibility at the level of state budgets.

While the specific purposes and matching requirements of central and centrally
sponsored schemes make them potentially an important channel for dealing with
spillovers, as noted, the implementation of these schemes has been problematic, with
concerns about lack of transparency, poor selection of projects, and ineffective
monitoring. Nevertheless, the discretionary aspect of these intergovernmental transfers
has made them attractive to central ministries. The Planning Commission is charged with
a role in designing and coordinating the various ministry schemes, but if one judges by
outcomes, its effectiveness in this role is not too great. These issues are often referred to
under the category of “expenditure quality” (e.g., World Bank, 2005), and the states’
fiscal stress has only exposed these long-standing problems.

The Twelfth Finance Commission directly addresses the problem of multiple
channels of transfer, as well as the design of the Planning Commission transfers:

Plan grants should be given as genuine grants and states may be encouraged to
borrow from the market directly. Such a change would require delinking of
grants from loans in plan assistance. This would facilitate determination of
grants according to needs and loans according to capacities. The plan size of
each state needs to take into account the sustainable level of debt and the
capacity to borrow from the market. A restructuring plan must include reforms
relating to the planning process. Part of the distortion in the structure of
expenditure derives from the distinction between plan and non-plan
expenditures. It is inefficient to show preference for creating new assets or
undertaking new schemes being part of the plan, while sacrificing maintenance
of already created assets. (Finance Commission, 2004, p. 82)

As we have noted, however, the Finance Commission does not have the power to act on
the above recommendations. Considerable prominence in the Twelfth Finance
Commission’s report is given to the lack of infrastructure that faces each newly
constituted commission. This contrasts with the permanent resources available to the
Planning Commission and the ministries.

Tax Reform

One reason that the intergovernmental transfer system comes under the strain of
dealing with large transfers and multiple objectives is the nature of tax assignments in
India, as outlined in Section 2. More explicitly, the states’ heavy reliance on transfers
increases political bargaining and the softness of budget constraints, resulting in a
possible efficiency loss (Rao and Singh, 2005, Chapter 11) and exacerbation of the states’
fiscal stress. A complement to reforming the intergovernmental transfer system is reform
of tax assignments. Tax reform can also improve the efficiency of inter-state tax
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competition, with positive implications for growth as well as the states’ long run fiscal
situations. At the same time, it must be recognized that promoting efficiency and growth
may require removing some of the states’ current sources of tax revenue. This is difficult
at the best of times, and more so when the states have high fiscal deficits. Hence, a
coordinated tax reform is required.

Evolving a coordinated consumption-tax system remains a major challenge. Rao
(2000) provided detailed recommendations with respect to issues such as rates, interstate
sales taxes, and tax administration for a dual VAT coordinated between the Center and
the states, and noted the problem created by the failure of the Constitution to explicitly
include services within the scope of states’ sales tax authority. Rao had suggested moving
taxation of services from the Union list, where it implicitly lay (through the Center’s
residual powers over taxes not explicitly specified in the Constitution), to the Concurrent
list via a constitutional amendment. However, the central government chose instead to
explicitly add service taxes to the Union List, via the 88th amendment to the Constitution,
passed in January 2004, but still to be enacted. Service taxes are to be shared with the
states, in a manner yet to be determined, and outside the common pool that is allocated by
the Finance Commission. It is indeed possible that the sharing of service taxes will be
completely outside the Commission’s scope in the future, representing a reversal of
previous measures to simplify the tax-sharing system and make it more efficient.

On the other hand, the center has been largely successful in persuading the states
to replace taxation of interstate sales with a destination-based VAT, and this is well on
the way to implementation (as of March 2006). This would remove some of the internal
barriers that have plagued the development of a true national market within India,6 and
could also reduce tax exporting by the richer states, complementing the role of transfers
in keeping interstate income divergence from becoming politically unacceptable. Studies
commissioned by the Twelfth Finance Commission support the view that a properly
designed state-level VAT would prove to be revenue augmenting over the medium to
long term, with any transitory losses possibly compensated for by the center. The latest
budgetary figures are consistent with this conclusion.

Taxation of services illustrates a broader issue addressed by the Eleventh Finance
Commission, which made a general recommendation to give the states more power to
tax, to reduce the vertical fiscal imbalance. This approach takes some pressure off the
fiscal transfer system, allowing states that can obtain internal political support to more
flexibly tax their own constituents for delivering benefits to them. Another possible
example of such a tax reassignment would be to allow states to piggyback on central
income taxes.1” With tax sharing no longer applied to specific tax “handles”, but to tax

16 Theories of Market Preserving Federalism (e.g., Weingast, 1993) emphasize the positive role of a
common internal market. In the United States, this idea was incorporated in the Interstate Commerce
Clause. The framers of the Indian Constitution, although aware of the need to ensure a common market,
were not averse to the idea of placing restrictions if the situation so demanded. While they intended that
the sales tax system in India should be destination based, the recommendations of the Taxation Enquiry
Commission of 1953, led to the Sixth amendment adding clauses which enable the central government to
levy taxes on inter-state transactions. State-level entry taxes are also inefficient, but once again, replacing
them will require alternative revenue sources for the states. See Rao and Singh (2005) for further
discussion.

17 This change would, of course, require a constitutional amendment.
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revenues in total, this change would give states more flexibility at the margin, where they
properly should have it. While states are already assigned the right to tax agricultural
income, their use of this tax is minimal: the separation of agricultural income merely
promotes tax evasion. Piggybacking, combined with a removal of the distinction between
nonagricultural and agricultural income,® would represent a change in tax assignments
that could increase efficiency as well as reduce the states’ fiscal problems.

Local Government Reform

The states’ fiscal deterioration has taken place in a complex policy environment,
with the creation of constitutionally recognized local governments coinciding with the
process of national economic reform. After decades of debate, major local government
reform began to be implemen