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Proceedings and Recommendations


The Giri Institute of Development Studies, Lucknow organised a National seminar on the Thirteenth Finance Commission and the Backward States with particular Reference to Uttar Pradesh during 3rd and 4th July 2009.  The seminar was sponsored by the Government of U.P.  It was attended by a large number of experts from different parts of the country. The prominent participants included Prof. Y.K. Alagh, Prof. T.S. Papola, Prof. G.S. Bhalla, Prof. P.K. Bhargava, Prof. AK Jain, Dr. N J Kurien, Prof. P.K. Chaube. Shri T.N. Srivastava, Dr. B.M. Joshi, Prof. M.C. Purohit, Prof. Surjit Siongh, Prof. PP Ghosh, Shri T.N. Dhar, Shri JML Bajaj, Prof. Kesab Das, Dr. VN Alok, Dr. B.M. Joshi and Dr. Santosh Mehrotra. The seminar was inaugurated by Prof. Y.K. Alagh, eminent economist and Chairman GIDS. Ms. Neeta Choudhary, Principal Secretary Planning GOUP, gave the valedictory address. 
A brief summary of the issues discussed and the major recommendations of the seminar are given below.

The TORs for the Thirteenth Finance Commission

It was argued by the participants that the terms of the Finance Commissions are loaded in favour of the Centre and states do not get their due share. There is thus need of symmetry in treatment to the needs of the centre and the states. Attention was drawn to the recommendations of the Sarkaria Commission that the language of TOR should not be binding on the Finance Commissions.

It was mentioned that unlike the earlier Finance Commissions the TOR of the Thirteenth Finance Commission do not include reference to grants required for upgrading the administrative services in the states. The backward states are in need of such grants. 
 The Thirteenth Finance Commission has also been asked to take into account the gross budgetary support by the centre for states plans. But, it is not clear how these requirements will be assessed-whether by the Planning Commission or the Finance Commission. There is no reference to the plan needs of the states. This will reduce the availability of funds to the states.

 The TORs require the Finance Commissions to follow the 1971 population shares in resource distribution among states wherever population is taken as a factor. This was strongly criticised by the participants as these figures are almost four decades old and do not provide a judicious basis for allocating resources. Hence the population base should be updated.

Participants drew attention to the fact that the Thirteenth Finance Commission is making its recommendation when there is a serious global economic recession, which has also affected the Indian economy and the fiscal situation of the government. As a result the FRBM targets have gone haywire. Centre’s GFD is likely to touch the figure of 6.8 per cent during this fiscal year. On the other hand, the states have been permitted to relax their FRBM target of 3 per cent of SDP by only half a percent.

It was also pointed out that the base year 2008-09 which has to be taken for revenue projection for the government was not a normal year and the central revenue collections were low during the year.

In this context it was suggested that the Thirteenth Finance Commission should give its recommendations in two parts. First part should cover first two years which are affected by economic slow down, while the second part should deal with the remaining three years which are likely to be normal.

The TORs also mention the need to improve the quality of public expenditure to obtain better outputs and outcomes. The participants agreed that efforts should be made to increase efficiency and effectiveness of government expenditure at all levels. However, outcome indicators should not be taken as a basis of resource transfers by the Finance Commission, which has to assess the need of the states, which have a rightful claim on the resources under the Constitutional provisions.

Issues in Fiscal Transfers


It was pointed out by a number of participants that all federal governments face the problem of vertical and horizontal balances in fiscal transfers. In India the Centre has more revenue raising powers as compared to states. This has created the problem of vertical imbalances. The institution of the finance Commission was created in the Constitution to address this issue at an interval of every five years. Over time the clout of the centre has further increased due to the creation of the Planning Commission and ever expanding plan expenditure. Consequently the importance of Finance Commission in resource transfers has declined. 
It was noted in this connection that Plan transfers have not been equitous and richer states have benefited more from them. Per capita plan expenditure is higher in the richer states, which also enjoy better infrastructure. Poor states have little resources to invest on their infrastructure needs. This has led to increased inter-state disparities especially during the reform period.

It was noted with concern that today very large sums are being allocated to big ticket centrally sponsored schemes like NREGS, SSA, Bharat Nirman, Integrated Watershed Planning Project and so on. The problem is not so much of total resources as that of availability of autonomous or free resources with the states, which they can spend according to their own needs and priorities. The large number of CSS needs to be reduced and more funds should be transferred through the mechanism of Finance Commission.

It was also pointed out that central assistance to states has declined to 1.2 per cent of GDP in the Eleventh Plan from 1.6 per cent earlier. The share of Normal Plan Assistance has also declined to very low level. There is need for rule based transfers instead of discretionary transfers.

The participants strongly emphasized that the states should be fiscally empowered to meet their development responsibilities. It was pointed out in this context that market system is not well developed in the poorer states and private investment also is low. It was also pointed out that the institutional credit flow is low in the poor states. In fact, financial institutions are transferring the savings of the poorer states to the richer states. Under the circumstances the dependence of the poor states on central transfers is more. 

In view of these facts it was suggested that the Finance Commissions should take the totality of flow of resources from various channels to the states when deciding about the devolution share of different states.

It was emphasized that there is a large gap between required infrastructure investment and the resource availability in the backward states. The Thirteen Finance Commission should find ways to bridge this resource gap.


The participants were of the view that there is a need of having a permanent body which can look at both plan and non-plan transfers to the states in a holistic manner.

There was unanimity in the view that equalisation should be the major considerations in determining transfers to the states. Income distance should, therefore, be given higher weight in distribution formula. It was felt that the reduction in the weight of income distance criterion by the Twelfth Finance Commission was a regressive step.
It was also pointed out by some speakers that the proportion of SC and ST population and poverty levels should also be taken into consideration in devolution formula.

It was stressed that the aim of fiscal transfers should be to ensure that the level of public services provided in different states should be similar and people living in poor states should not be made to suffer on this count due to low fiscal capacity of the state government.

The participants favoured the view that equalisation grants should be given to the states to improve the quality of public services and as far as possible conditionalities should not be imposed.

Discussion also centred on the tax efforts and fiscal performance of the states. It was pointed out that the poor states like U.P. and Bihar have managed their finances well and have not lagged in resource mobilisation efforts. It was also pointed out that the tax base of these states is also low as their per capita income is low and the share of agricultural sector in SDP is high.

Grants for the Social Sectors 


The participants underlined the fact that per capita expenditure on social sectors is low in the poor states. In fact, it has declined in real terms over the years. Moreover, nearly 95 per cent of expenditure on education is in the nature of revenue expenditure. Consequently these states are lagging behind in social development indicators.

The participants emphasized the right based approach to education and health. Achievement of inclusive growth requires that we reach the goal of universalisation of education at the earliest. It was pointed out that the cost estimates projected for ensuring right to education are on the lower side as these do not take into account requirements of teachers to obtain the norm of teacher pupil ratio of 1:30 and also do not consider the revised salary structure. Larger provisions for education will, therefore, have to be made.


The participants appreciated the grants made by the Twelfth Finance Commission for the social sector, but noted that the level of grants was low and only partial gap in expenditure was met. The Thirteenth Finance Commission should try to meet the gap in full if backward states have to be brought at par in social indicators with the national average. It was also pointed out that the outcomes of the social expenditure differ across states and efforts are needed to improve the governance to make the expenditures effective.

Debt Restructuring

The participants noted that the plan loans have sharply declined following the recommendations of the Twelfth Finance Commission to stop on lending by the Central Government. However, the debt-SDP ratio in the backward states is very high and their dependence on Central loans is greater. It was noted with concern that the Loan Council recommended by the TFC has not been created and allocation of market borrowing is under discretionary control of officials.

It was noted that the debt restructuring scheme recommended by the Twelfth Finance Commission was very helpful to the states. However, some states have not been able to meet the conditions laid down for debt relief and consequently lost due debt relief in last two years. It was also noted that the scope of further debt swapping has been reduced as the interest rates on Central loans were brought down to 7.5 per cent. 
 The following suggestions were made for debt restructuring:
1. The loans under Externally Aided Projects should be taken out of the Consolidated Fund of India.

2. The Ways and Means Advance, Medium Term Loans and CSS Schematic Loans from the Centre should be discontinued.

3. National Saving Scheme loans should be brought under debt restructuring scheme by the Thirteenth Finance Commission.

4. States should be allowed to issue Non-SLR bonds.

5. The Loan Council as recommended by the Twelfth Finance Commission should be established.

6. The states should be permitted to raise loans from the market without permission of the Central Government if their borrowing is within the FRBM targets. 
 Introduction of Goods and Services Tax


The participants favoured early introduction of GST as it will be a more efficient system of taxation. It will reduce multiplicity of taxes, reduce tax rates, minimise cost of administration, lower cost of compliance and lead to a unified market.
   
The seminar favoured a rate structure of 8% Central GST and 8% State GST. 
Attention was drawn to the fact that the parameters of GST to be finally adopted are not clear yet, hence it is difficult for states to make forecast of their revenues. The Thirteenth Finance Commission will have to take this aspect into account. 
It was also pointed out that tax machinery will have to be revamped to administer GST. This will require capacity building measures. The data base will have to be strengthened.
Grants to Local Bodies

The issues related to the PRI and urban local bodies and their fiscal empowerment were discussed at length. It was pointed out that the expenditure by the local bodies in India constitutes only 5.6 per cent of total public expenditure and their share in public revenue is even less. On the other hand, in China village and town councils account for 56 per cent of total public expenditure and 23 per cent of public revenue is raised by them.

It was pointed out that the reports of the State Finance Commissions are not available in time for consideration of the Finance Commission. The state governments also take long time to accept the reports and implement them.

The issue of data base on finances of local bodies was also highlighted in this context. The presently available data are not fully comprehensive or reliable. There is a strong need of improving the data base related to income and expenditure of the local bodies. In fact the states have failed to utilise the grant given for this purpose by the Eleventh finance Commission. The panchayats would require regular staff for keeping and maintaining records. 

It was pointed out that many PRIs have successfully raised resources to meet their expenditure requirements. The average buoyancy of tax revenue is 0.45 and in many cases much higher. These best examples can be multiplied. Attention was drawn to the problem of small size of panchayats in states like U.P., which makes them financially non-viable.  

It was underlined that huge expenditure is needed to improve rural infrastructure. The Finance Commission grants to local bodies have been of token nature so far and are not based on any rational need based criteria. 


The participants emphasized the need for fiscal empowerment of local bodies through increase in their taxation powers and also greater devolution. It was argued that the need is for autonomous or untied resources rather than tied resources which are given with centrally sponsored schemes. 


The need of adopting innovative policies to finance rural infrastructure was emphasized. The seminar recommended that new financial structures have to be developed to raise resources for the local bodies. A market for borrowing by the local bodies needs to be created as it operates in the developed countries.

The importance of improving the utilisation of grants by local bodies and increasing their effectiveness was stressed. For this resources have to be provided to meet the training needs and capacity building of the local bodies.
Environmental Issues


The seminar also deliberated on the emerging environmental issues. Attention was drawn to the deterioration in land and water resources and the implications of the climate change, which will particularly affect the backward state like U.P. and Bihar. With the gradual rise in temperatures the Himalayan glaciers are melting at an alarming rate. This will cause floods in the plains in the beginning and ultimately will lead to shrinking or even drying of river flow. Thus, water balance in the plains will be severally affected. Rise in temperatures will also reduce agricultural productivity particularly of wheat and would jeopardise food security of the state and the country.
The Thirteenth Finance Commission must take these developments into account and set up an incentive and disincentive mechanism for environmental sustainability and growth. 
Following suggestions were made in this regard:
1. Incentives should be provided to states which abstain from or reduce use of natural resources. The states which are prevented from exploitation of natural resources like forests should be duly compensated.

2. Incentives should also be provided for states which check growth of consumption of natural resources and take steps to conserve energy.

3. Energy has to be differentially taxed so as to encourage use of non-conventional energy.

4. States should be provided resources to expand their forest cover.

5. Disincentives should be put in place for over exploitation of water and land resources.

The seminar ended with a vote of thanks moved by Prof. A.K. Singh, Director, Giri Institute of Development Studies and convener of the seminar. 
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