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CHAPTER 1
INTRODUCTION

tobmmission was constituted by the President in his Order
ir May, 1964 which is reproduced below :—

nrsuance of the provisions of article 280 of the Constitution
India and of the Finance Commission (Miscellancous Pro-
50ms). Act 1961 (XXXIII of 1951), the President is pleased to
visignstitute a  Finance Commission consisting of Dr. P. V.
toyajamannar as the Chairman and the following four other
R aembers, namely: —

(1) Shri Mohan Lal Gautam, former Minister of U.P, Govern-
ment,

(2) Shri D. G. Karve, until recently Deputy Governor, Reserve
Bank.

(3) Prof. Bhabatosh Datta, Director of Public Instruction, West
' Bengal.

(4) Shri P. C. Mathew, Member-Secretary.

2. The members of the Commission shall hold office for a period
- fifteen months from the date on which they respectively assume
eoffice.

3. The Chairman Dr. P. V. Rajamannar shall render part-time
service as Chairman of the Commission until such date as the Central
Government may specify in this behalf and thereafter he shall render
whole-time service as Chairman of the Commission. Of the other
members, Shri D. G. Karve would serve as a part-time member,
while the other three would render whoe-time service.

4. In addition to the matters on which, under the provisions of
sub-clauses (a) and (b) of clause (3) of article 280 of the Constitu-
tion, the Commission is required to make recommendations, the
Commission should also make recommendations in regard to—

(a) the States which are in need of assistance by way of
grants-in-aid of their revenues under article 275, and the
sums to be paid to those States other than the sums
specified in the provisos to clause (1) of that article, having
regard, among other considerations, to—

the revenue resources of those States for the five years
vnding with the financial year 1970-71 on the basis of
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the levels of taxation likely to be reac
financial year 1965-66 ;

(ii} the requirements of those States to mee pkeap of
mitted expenditure on maintenance and g
Plan schemes completed during the Third pon 1 hose

(iii) any further expenditure likely to devolve
States for the servicing of their debt;

(iv) creation of a fund out of the excess, if af the et
limit to be specified by the Commission o
proceeds of estate duty on property other th. '04—105
cultural land accruing to a State in any financi
for the repayment of the State’s debt to the 7—234
Government ; and

(v) the scope for economy consistent with efficiency
may be effected by the States in their administr

expenditure ; 116

—~113

(b) the changes, if any, to be made in the principles goverr,
the distribution amongst the States under article 269
the net proceeds in any financial year of estate duty
respect of property other than agricultural land ;

{c) the changes, if any, to be made in the principles governin
the distribution amongst the States of the grant to be mad:
available to the States in lieu of taxes on railway fares;

(d) the changes, if any, to be made in the principles governing
the distribution of the net proceeds in any financial year
of the additional excise duties levied on each of the
follownig commodities, namely :—

(i) cotlon fabrics,

(i) silk fabrics,

(iii) rayon or artificial silk fabrics,

(iv) woollen fabrics,

(v) sugar, and

(vi) tobacco (including manufactured tobacco)

in replacement of the States’ sales taxes formerly levie
by the State Governments.

Provided that the share accruing to each Stad~
not be less than the revenue realised from
sales tax for the financial year 1956-57 in
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(e) the effect of the combined incidence of a State’s sales tax
and Union duties of excise on the production, consumption
or export of commodities or products, the duties on which
are shareable with the States, and the adjustments, if any,
to be made in the State’s share of Union excise duties
if there is any increase in the State's sales tax on such
commodities or products over a limit to be specified by
the Commission.

5. The recommendations of the Commission shall, in ecach
of the above cases, cover the period of five years commencing
from the 1st day of April, 1966.”

2. The Chairman and Shri D. G. Karve served on the Commission
on a part-time basis. The other Members served on a whole-time
basis. The first meeting of the Commission was held in New Delhi
on 18th May 1964.

3. The intention to constitute the Fourth Finance Commission
had already been announced in the Finance Minister's budget speech
for 1964-65. Soon afterwards, the officer selected for nomination as
Member-Secretary of the Commission, was appointed as a Special
Secretary in the Ministry of Finance to attend to the preliminary
work connected with the constitution of the Commission and the
collection of material likely to be required by the Commission. He
addressed in advance the Union Ministries, the State Governments
and the Accountants General for supply of relevant material. In
his letter dated 12th May 1964 [Appendix IlI(iv)], the State Gov-
ernments were requested to furnish to the Commission, forecasts of
their revenue and expenditure for each year of the five-year period
to be covered by the Fourth Finance Commission (1966-67 to 1970-71),
their views on the existing basis of the devolution of Central taxes
and duties and their suggestions, for any changes. They were also
requested to supply information on certain subsidiary points which
are set out in Appendix III(iv). Similarly, the Union Government
was also requested to send to the Commission forecasts of revenue
and expenditure for the five-year period indicating separately the
divisible pool of income-tax and share in other Central taxes and
duties that was likely to accrue to the States during the Fourth Plan
period [Appendix ITI(ii)]. The Accountants General were also
wddressed for the supply of information relating to repayments of

eniral loans due from States to the Central Government during

h year of the Fourth Plan period [Appendix III(iin)].
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4. The Stale Governments were requested lo send the material
so as to reach the Commission by the middle of July 1964. It had
been originally planned that on receipt of the material from the
State Governments its scrutiny would be completed by the end of
August 1964 and that the Commission would visit all the States
from September onwards. This time schedule could not be adhered
to on account of the delay in the receipt of the material from the
State Governments. Material from some States was received as

late as January 1965.

5. On account of the delay in the receipt of the forecasts, the
Commission had to abandon the initial proposal to visit the capital
of every State for discussions with the respective State Govern-
ments, In order to enable the Commission fo submit its report by
the prescribed date, the Commission decided to hold discussions
with the State Governments at four selected centres, viz.,, Bombay,
Calcutta, Delhi and Madras. The States were given the option
to choose any of the Centres according to their convenience. The
discussions started in January 1965 and were completed by the end
of May 1965. Appendix IV gives the dates of the discussions with
the different States. The procedure generally adopted by the Com-
mission was that the initial discussions were held with the Chief
Ministers, Finance Ministers and other Ministers of the State Govern-
ments, on matters of policy and on general principles that should
regulate and determine the devolution of resources. The detajled
estimates and the States’ forecasts were thereafter discussed with
the officials of the State Governments. Important policy issues
emerging from the discussions with the officials were again taken
up with the Ministers at the concluding meetings. By arrangement
with the Comptroller and Auditor General of India, the Accountants
General of the respective States were present throughout the dis-
cussions. Afler the conclusion of the discussions with the repre-
sentatives of every State Government, separate discussions were
also held with the Accountant General of the State concerned.

6. In the course of our work, we also held discussions with senjor
officials of the Union Ministries of Finance and Home Affairs. The
Ministers of Commerce and Prof. V. K. R. V. Rao, Member, Planning
Commission, met us and pressed on us certain points including the
necessity of affording relief to States by way of compensation for losses

On. ncc'ount o.f 8 change in the Government and the introduction
President’s rule in Kerala, the representatives of Kerala were invited
mect the Commission at Bangalore towards the cnd of May, 1965.
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in revenue that might arise if the Tea Finance Committee's recoms
mendations are implemented. We had an opportunity of exchanging
views with the Deputy Chairman, Members and senior officials of the
Planning Commission. Towards the end of our discussions, we had a
meeting with the Comptroller and Auditor General of India.

7. A press note was issued on May 19, 1964 inviting views from
persons and institutions interested in the subjects covered by the
terms of reference of the Commission. We received a number of
Memoranda from Chambers of Commerce and Industry, Members
of Parliament and State Legislatures, Universities, Economists and
others (list given in Appendix V). Some of them also requested for
interviews with the Commission; during the Commisson’s sittings
at Bombay, Madras, Calcutta, Bangalore and Delhi, discussions were
held with such individuals and representatives of non-oflicial organi-
zations (list given in Appendix VI) in the respective zones.



CHAPTER 2

UNION-STATE FINANCIAL RELATIONS—
OUR BASIC APPROACH

8. The history of the financial relations between the Central
Government of India and the Governments of the constituent units
is a long one; in fact, the final year of the period to be covered by
the present Finance Commission will see the completion of a century
since the first beginning of devolution under the scheme introduced
by Lord Mayo in 1870. It is not necessary to recount the story here—
there is a good historical account in the Report of the First Finance
Commission—but it is worth noting that all the experiments that
have up till now been made in this field proceeded from the expe-
ricnce of increasing gaps between the financial requirements of the
functions allocated to the Provinces or States and the finances that
these units could raise under their own authority. Except for the
short interlude of ‘Provincial contributions’ under the Meston Settle-
ment of the nineteen-twenties, there has always been the need for
substantial transfers of funds from the Government at the Centre to
the constituent units,

9. The trend of administrative evolution of the country has been
towards the transfer of a widening range of functions—in the field
of social services and, more lately, also in the field of economic deve-
lopment—to the Provinces or the States. There has thus been the
need for maintaining the financial viability of these units at expand-
ing levels of expenditure. One alternative methoq for meeting the
requirements would be to divide all revenue heads into two water-
tight compartments—one for the Centre and the other for the tnits—
in the expectation that the finances and functions would match in
every case. Another alternative would be to give concurrent taxing
powers to both levels of Government. The first of these alternatives
was tried in India under the Government of India Act of 1919, while
the second has generally been recognised as economically unsc‘)und.

10. The failure of the system of a rigid division between the Cen-
tral and Provincial heads of revenue introduced by the Government
of India Act of 1919 could not be prevented by the Meston award and
the ultimate result was unsatisfactory both to the Centre and to the
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units, The experience of the nineteen-twenties led, however, to the
emergence of the idea that the authority most suited for discharging
a particular governmental function need not necessarily be the
authority most suited to raise the financial resources required to
discharge the function. The taxes on income had already been
recognised before 1919 as a balancing factor and it continued to be
recognised as such after 1935. But it also came to be recognised trat
ovher laxes could appropriately be levied and collected by the Central
Government and distributed, wholly or partly, to the Provinces or
States. The Government of India Act of 1935 recognised this principle
and the Constitution adopted in 1950 made clear provision for (i) the
assignment of the taxes raised by the Union Government urder
article 269 wholly to the States, (ii) for the obligatory division cf the
income-tax proceeds between the Union and the States, and (iii) for
the division, with the approval of Parliament, of the proceeds of the
Union excise duties,

11. The principle behind all these provisions is that in regard to
some of the major revenue-yielding taxes and also in the case of some
other taxes, where a country-wide uniformity of rates is desirable, the
best authority for legislating and in most cases also of collecting, is
the Union Government. The requirements of the Centre as well gs
those of the component States could be met in the most equitable and
efficient manner, by distributing the proceeds after these have been
collected by the Central Government, rather than by dividing powers
of tax collection between the Centre and the States as has been done
in some federations—which would not only mean high costs of decea-
tralised collection and large scope for evasion, but also varying rates
of taxation in different areas and rigidity of distribution in the face of
changing requirements. Under this system, the Union Governmcnt
is the agency for raising certain revenues for the benefit of both the
Centre and the States and for distributing the proceeds between the
Centre and the States and among the States themselves according to
the pr)inciples and procedures set out in the Constitution.

12. This makes the problem of determining what part of the
divisible revenues should go to the States and what should be the
distribution among the States inter se very important, Whatever
principles are laid down with regard to these two issues have, how-
ever, to be based upon the economic realities of the country and
formulated within the framework of the provisions of the Constitution.
It is not possible to derive much direct help from the experiences of
other Federal Countries, though the course of evolution by which
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each federation has sought to adapt its system of financial relations
to changing political and economic conditions is very instructive.

13. A special feature of importance in India is the introduction of
Five-Year Plans and the consequent distinetion that has evolved be-
tween plan and non-plan expenditure. Many States urged upon
the Commission to include expenditure on the Fourth Plan in
estimates for the coming five years. Some Stales supplied detailed
expenditure forecasts on new projects and also on the likely reverue
cornponents of their Fourth Plan outlays, The Commission has, how-
ever, felt it desiruble to leave all such expenditure out of its consi-
deration.  This decision is based not on grounds of any Constitutional
limitation of the powers of the Finance Commission but on practical
considerations consequent on institutional arrangements relating to the
Five-Year Plans,

14. When the provisions regarding the Union-State financial rela-
tions were incorporated into the Constitution, it was not possible for
any onc to anticipate the importance and magnitude of our successive
Five-Year Plans, There was no reference to Plan expenditure as such
in the terms of reference of the First Finance Commission (November
1951=-December 1952) and that body did not find it necessary to draw
a line of distinction belween plan and non-plan expenditure. In fact,
it emphasised the nced for taking into account development expen-
diture of various types in determining the transfer of resources from
the Ccentre to the States. The Second Finance Commission (June
1956—Scptember 1957) was, however, specifically asked to take into
account both the requirements of the Second Five-Year Plan and the
elforts made by States to raise additional revenues. The dimensions
of Plan expenditure, however increased rapidly and it became the
normal practice to make grants for plan expenditure under the dis-
cretionary provisions of article 282 instead of making statutory grants
under article 275, on the basis of the pre-determined plan allocations
as phased and modified by the annual plan discussions. The Third
Finance Commission (December 1960—December 1961) recommended
grants under article 275 to cover 75 per cent of the States revenue
expenditure on the Third Plan, but the Government of India did not
accept this recommendation.

153. The terms of reference of the Fourth Finance Commis-ion do
not expressly mention plan expenditure. The fact that the Commis-
sion is to make its recommendations in the light of its estimates of
revenue receipts of the States in the coming five years on the basis
of taxation levels likely to be reached in 1965-66, takes additional
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taxation outside its scope. And the fact that the Commission is spe-
cifically asked to take into account the committed expenditure on the
maintenance and upkeep of the completed Third Plan schemes may be
taken to imply that new outlays on Fouth Plan schemes are nct
expected to enter into its estimates.

16. The Constitution does not make any distinction between plun
and non-plan expenditure, and it is not unconstitutional for the Fin-
aace Commission to go into the whole question of the total revenue
expenditure of the States. It has been pointed out to us that the
reference to “Capital and recurring sums” in the first proviso to article
275(1) of the Constitution suggests that even capital expenditure need
not necessarily be outside the scope of the Finance Commission, It
is, however, necessary to note that the importance of planned econo-
mic development is so great and its implementation so essential that
there should not be any division of responsibility in regard to any
element of plan expenditure. The Planning Comimission has been
specially constituted for advising the Government of India and the
State Governments in this regard. It would not be appropriate for
the Finance Commission to take upon itself the task of dealing with
the States’ new plan expenditure,

17. The present Finance Commission has, therefore, confined itself
to non-plan revenue expenditure vis-a-vis the revenue receipts anti-
cipated in the coming five-year period on the basis of taxation levels
in 1965-66. We have not, however, taken the view that the function
of the Finance Commission is simply to recommend such devolution
and grants-in-aid as would merely fill up the non-plan revenue dcficit
as reported by the States because such an approach will be extremely
mechanical. We have reassessed the States’ estimates in the manner
detailed in a subsequent Chapter. We have not taken budgetary
deficits as a criterion for distribution in the case of divisible taxes and
duties.

18. In regard to income-tax, the Constitution does not say that it
should be distributed on the basis of budgetary needs. In fact, how-
ever great the budgetary needs, a State will not get a share, if, for
some reason or other, the tax is not leviable in that State. And, even
when there is no budgetary need in a particular case, a State cannot
be denied some share in the income-tax proceeds if the tax happens
to be levied within that State. In the case of the Union excises also,
the provisions are almost similar, though the Union Government has
in this case the option of not distributing any share among the States.
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The estate duty on non-agricultural property is in effect a State tax
collected by the Centre—the receipts do not enter the Consolidated
Fund of India—and here also the budgetary needs do not come in as
a criterion for distribution. The additional excise duties in lieu of
sales tax are again States’ taxes in substance and the distribution
should logically be based on the principle of compensation for loss of
revenue,

19. The only article in the Constitution which refers to the need for
financial assistance is article 275. The grants-in-aid under this artick
are to be made only to “such States” as are in the opinion of Parlia-
ment “in need of assistance”, The obvious implication of this provi-
sion is that if any State is in need of assistance, after the taxes o be
compulsorily or optionally shared with the States have been distri-
buted on the basis of the principles uniformly applicable to all States,
such assistance is to be granted under article 275. Corrective action
for residuary deficits can be taken only under the authority of this

article.

20. The Third Finance Commission took “the relative financial
weaknesses of the States” as one of the criteria for determining the
shares of the States in the divisible pool of the Union excises. We
have departed {rom this approach on the ground that if any State is
in nced of specific financial assistance because of large deficits that
cannot be covered by uniformly applied principles of tax-sharing,
such assistance should appear explicitly as grant, rather than being
disguised as shares of taxes. If in the case of some States. our
recommendations appear to invelve large grants under article‘ 215,
the reason is that the required financial assistance to meet the residual
deficit has in each case been shown explicitly as grants. The size
of these grants could have been made smaller by devising the sharing
of the Union excise receipts in such a way as to incoporate a grant
element based on anticipated budget deficits into the shares goi;g to
some States. This would not have affected the total transfers {rom
the Centre to the deficit States and it would have reduced somewhat
the total amount of transfers from the Centre to the States. It would
however, have had the effect of concealing the fact of their ﬁnanciai
deficits.

21, The States for which we have not recommendeq article 275
grants should have surpluses in their non-plan revenue budgets and
in a few cases the surpluses are substantial, The Planning Eommis-
sion will, we expect, take these surpluses into account when deter
mining the pattern of Central assistance. i
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22. An attempt has been made in the above paragraphs to state
briefly the basic principles adopted in deciding the scheme of sharing
of taxes and grants. Further discussion of the issues involved will be
found in the subsequent Chapters.



CHAPTER 3
ESTATE DUTY

23. Paragraph 4(b) of the Order of the President constituting
the Fourth Finance Commission requires us to make recomme.n:ia,-
tions in regard to the changes, if any, to be made in the principles
governing the distribution among the States under article 269 of tbe
Constitution, of the net proceeds in any financial year of estate duty
in respect of property other than agricultural land. We are also
required under that article lo determine the proceeds attributable
to Union territories,

24. A number of suggestions were made by the States in regard
to the principles of distribution. The different suggestions were:
(i) distribution of estate duty wholly on the basis of population,
(ii) distribution partly on the basis of collection and partly on the
basis of location, (iii) distribution on the basis of population with
weightage to Scheduled Castes and Scheduled Tribes, (iv) distri-
bution on the basis of 80 per cent population and 20 per cent loca-
tion, and (v) continuance of the existing scheme of distribution. We
are in agreement with the principles laid down by the earlier Com-
missions and recommend the continuance of the following prin-
ciples. We recommend, however, that the share of Union territories
may be raised to two per cent, taking into account population and
the value of immovable property assessed in these territories in
recent years.

(i} Out of the net procceds of the duty in each financial year
a sum equal to two per cent be retained by the Union as proceeds
attribuiable to Union territories;

(ii) The balance be apportioned between immovable property

and other property in the ratio of the gross value of all such proper-
tics brought into assessment in that year;

(iii) The sum thus apportioned to immovable property be dis-
tributed wmong the States in proportion to the gross value of the
immovable property located in each State; and

(iv) The sum apportioned to property other than immovable.
property be distributed among the States in proportion to their
population.

12
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25. On the basis of the 1961 Census figures, the percentage will
be as follows:

States

Percentage
Andhra Pradesh 8-34
Assam 2-75
Bihar 10-76
Gujarat 4-78
Jammu & Kashmir 083
Kerala 3-92
Madhya Pradesh 7-50
Madras 7-80
Maharashtra 9-16
Mysore 5-46
Nagaland 0-09
Orissa 4-07
Punjab 4-70
Rajasthan 4-67
Uttar Pradesh 17-08
West Bengal 8-09

Total i100-00

26. One of the considerations which the Commission is required
to take into account in determining the sums to be paid to the States
in need of assistance by way of grants-in-aid of their revenues
under article 275 is the creation of a fund out of excesses, if any,
over a limit to be specified by the Commission, of the net procceds
of estate duty on property other than agricultural land accruing to
a State in any financial year, earmarked for the repayment of the
State's debt to the Central Government. As the total annual net
proceeds of estate duty assignable to the States are cnly about
Rs. 7 crores at the current levels of taxation, it would not be of any
practical value to create a fund by contributing a part of these pro-
ceeds. The whole question of making provision for amortisation of
the debts owed by all the States both to the public and to the Cen-
tral Government has been dealt with elsewhere in this report.



CHAPTER 4
GRANT IN LIEU OF TAXES ON RAILWAY FARES

27. According to paragraph 4(c) of the Order of the President,
the Commission has to make recommendations in regard to the
changes, if any, to be made in the principles governing the distri-
bution among the States of the grant to be made available to the
States in licu of taxes on railway fares”.

28, The tax on railway passenger fares was imposed under the
Railway Passenger Fare Act, 1957 and the Second Finance Com-
mission was, for the first time, requested to make recommendations
as to the principles which should govern the distribution under
article 269 of the Constitution of the net proceeds in any financial
year of the tax. The Second Finance Commission decided that the
proceeds of the tax should be distributed among the States in the
ratio of passenger earnings which may be determined with reason-
able accuracy by allocating passenger earnings among States on
the basis of railway route mileage within each Stale with due
allowance f{for variation in density of traffic between the various
railway zones and as between the wvarious gauges in each zone.
Thus the earnings from passenger traffic of each zonal railway (ex-
cluding earnings from suburban services) were allocated by route
mileage located in each State separately for each gauge. The
Second Commission recommended that the proceeds of the tax be
distributed in the ratio of Statewise earnings so worked out and in-
dicated each State's share as a fixed percentage applicable for five
vears from 1957-58.

29. The Railway Passenger Fares Act, 1957 was repealed by Act
VIII of 1961 and the tax was merged in the basic fares, The Union
Government, however, decided to make an ad hoe grant of Rs. 12.50
crores per annum to the States in lieu of the {ax for a period of five
years from 1961-G2 to 1965-66. The Third Finance Commission which
was asked to recommend the principles on which the ad hoc grant
should be distributed, recommended that the distribution should
be on the principle of compensation to place the States broadly on
the same footing as belore and accordingly worked out the distribg-
tion of the sum of Rs. 12-50 crores per year.
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30. We agree that the distribution of this grant should be on the
basis of compensation and that the percentage share of each State
in which the tax is leviable should be worked out on the principles
enunciated by the Second Finance Commission. In our term of
reference on the subject, while we have been asked to make recom-
mendations regarding changes, if any, to be made in the principles
governing distribution among States of the grant to be made avail-
able to the States in lieu of taxes on railway passenger fares, the.
actyal amount of grant to be distributed has not been indicated.
Therefore, instead of recommending the sums payable to each
State, we consider it desirable to express the States’ shares in per-
centages. In determining the percentage share as stated below, we
have utilized the latest available statistics of railway route length
in each State under each gauge and the average annual earnings
from passenger traffic (excluding earnings from suburban traffic)
for three years ending 1964 for which actuals were available:

Percentage share of each Stafe in grant in lieu of tax on railway
passenger fares

States Percentage
share
Andhra Pradesh 9-05
Assam 2-79
Bihar 9-99
Gujarat 7-11
Jammu & Kashmir —_
Kerala 1-85
Madhya Pradesh 9-85
Madras 5-81
Maharashtra 8-98
Mysore 3-98
Nagaland 0-01
Crissa 2-12
Punjab 7-43
Rajasthan 6-40
Uttar Pradesh 18-23
West Bengal 6-40

Total 100-00
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31, In view of the fact that the tenure of the present ad hoc
grant of Rs. 12:50 crores per year expires at the end of 1965-66 and
the recommendation of the Railway Convention Committee about
the future quantum of grant would be available only by the end of
this year, we have adopted the only practical course of recommend-
ing cach State's share in terms of percentages. However, for cal-
culating the residuary revenue deficit of the States to be covered
by grants-in-aid under article 275 of the Constitution, some as-
sumption had to be made about the likely amount of grant to be
made available to the States in lieu of taxes on railway fares. In
this regard, we considered that the best course would be to adopt
the present level of annual grant viz., Rs. 12-50 crores. If, as a
result of any increase in the grant the States were to receive larger
amounts, such amounts would be available to the States as surplus.

32. While the determination of the quantum of the grant does
not lie within our jurisdiction, we feel that it is desirable to place on
record the views of the States on this subject. The States have
almost unanimously represented to us that fixation of the grant
at a particular level has deprived them of a potentially elastic
source of revenue and have urged that the level of grant should be
raised in the proportion in which the railway passenger earnings
have increased since the merger,



CHAPTER 5
INCOME TAX

83. Article 280(3) (a) read with article 270 (1)} of the Constitution
provides that it shall be the duty of the Commission to make rccom-
metdations to the President as to the allocation between the Union
and the States and the distribution among th= States themselves of
the “net proceeds” of taxes on income other than agricultural in-
come levied and collected by the Government of India. Corporation
tax, the proceeds attributable to Union territories and taxes payable
in respect of Union emoluments are excluded from the divisible
pool. Accordingly, we have to make recommendations in regard to
three matters namely: —

(a) the percentage of the “net proceeds” of income-tax to be
assigned to the States;

(k) the manner of distribution among the States of their
share; and

(c) the percentage of the “net proceeds” which shall be deem-
ed to represent proceeds attributable to Union territories.

34, Before we deal with them, we give below a brief account of
the claims advanced before us by the State Governments on the
.aforesaid matters affecting them. Practically all the States have
urged for an increase in the share to be assigned to them and have
pointed out that as a result of the change in the classification of the
income-tax paid by companies brought about by the Finance Act,
1959, the rate of growth of the divisible pool has been adversely
affected, It was further argued that what the framers of the Consti-
tution had intended to be a flexible and expanding source of revenue
to the States had ceased to have the significance that was once con-
templated. While the collections from corporation tax have in-
creased by well over 600 per cent in the course of the last 12 years,
the corresponding growth in the divisible pool of income tax was
less than 50 per cent. Some of the States have reiterated the views
placed by them before the previous Commissions that though the
Government of India was competent to levy any surcharge, wholly
for the purposes of the Union under article 271, such a levy in the
very nature of things, was intended to be a temporary measure to

17
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serve a particular situation. It was, therefore, urged that during
normal times there should be no need for any surcharge exclusively
for the Union. However, if at all such a surcharge was levied, it
should as a maiter of course be merged with the basic rates after a
period of three years.

35. On the question of the percentage of the States’ share, while
some Stales did not suggest any change in the existing percentage,
some others suggested that the entire net proceeds be assigned tb the
States. The suggestions by other States fell between these two
views. One State proposed that 50 per cent of the proceeds of both
income-tax and corporation tax should be assigned to the States.
Another view was that the permanent solution to the shrinkage in
the divisible pool was suitably to amend the Constitution so as to
provide for inclusion of the proceeds from corporation tax in the
divisible pool; alternatively, the Centre should make good to the
States by way of grants the loss on account of non-inclusion of cor-
poration tax in the divisible pool.

36, We have considered the claims put forward by the States. We
are in general agreement with the observation of the Third Finance
Commission that in the case of a divisible tax in which there was
obligatory participation between the Union and the States, a sound
maxim to observe would be that all participating Governments,
more particularly the one responsible for levy and collection, should
have a significant interest in the vield of that tax. Due note should
also be taken of the States' representation about the need for abating
in some measure the loss sustained by them, consequent upon the
reclassification of income {ax paid by companies.

37. The fixation of the States’ share should take into account the
present level of yield of this source of revenue and its likely future
rale of growth; on these points we have accepted the forecasts as
supplicd to us by the Ministry of Finance. Considering the various
facts placed before us, we are of the view that sonfe further increase
in the Stiates’ share is justified. We accordingly recommend that
%5 per cent of the divisible pool of income-tax should be allocated
to the States for distribution among them,

38. As rcgards the priniciples of distribution of the States’ share
inter se, the views expressed by the States were widely divergent.
While some States wanted the share to be distributed entirely on the
basis of population, another view was that the distribution should be
solely on the basis of collection. The other suggestions made were
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that the distribution should be made on the basis of (i) 80 per cent.
on population and 20 per cent on area; (ii) 75 per cent on population,
15 per cent on area and 10 per cent on colltction; (iii) 70 per cent on
total population, 20 per cent on collection and 10 per cent on urban
population; (iv) population with proper weightage to Scheduled
Castes and Tribes, by counting twice over, the Iribal population;
(v) population, relative financial weakness and economic backward-
negs; (vi) 50 per cent on population and 50 per cent on inverse ratio of
per capita income; and (vii) 50 per cent on population and 50 per
cent on collection. Some States were in favour of the continuance of
the existing principle, namely, 80 per cent on the basis of popula-
tion and 20 per cent on the basis of collection.

39. We have no hesitation in rejecting some of the factors, put
forward by the States, like area, backwardness and financial weak-
ness and proportion of Scheduled Castes and Tribes in the popula-
tion as proper bases for a scheme of distribution of the proceeds of
income tax among the States. There remain only two factors which
we were convinced are relevant, namely, population and contribu-
tion. Though centribution is not synonymous with collection, in the
absence of data necessary for a correct determination of the contri-
bution of each State, collection must be taken as the only available
indicator of contribution. Taking these two factors of population
and collection, there can be divergence of opinion as to the relative
proportion to be assigned to these two factors. Though we discussed
various proportions, we were eventually impressed by the fact that
a sense of certainty and stability as regards the principles to be
adopted in the distribution of income-fax should prevail. It is not
desirable that every time a new Finance Commission is appointed,
there should be reopening of the basis of distribution. We have
therefore decided that the principle of distribution to individual
States of their share in the divisible pool of income-tax proceeds
should ke the same as recommended by the First Finance Commis-
sion and by the Third Finance Commission, that is to say, 80 per cent
on the basis of population and 20 per cent on the basis of collection.

40, A regards the actual manner of distribution of the States’
share in each year, we feel that it will be convenient both to the
States and to the Union if the shares are expressed as fixed percen-
tages. Taking, therefore, the average of the collections of the three
years ending with 1963-64, and the population figures according to
the 1961 Census, the percentage share of each State in the distribut-
able amount would work out as given in the table below. We accord-
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ingly rccommend that 75 per cent of the net proceeds in any finan-
cial ycar of taxes on income other than agricultural income, except
in so far as those proceeds represent proceeds attributable to Union
territories or to taxes payable in respect of Union emoluments, be
assigned to the States and distributed among them in the following
manner { —

Stules Percentage
Andhra Pradesh 7:37
Assam 2:44
Bihar 9-04
Gujarat 5-29
Jummu & Kashmir 0-73
Kerala 3-59
Madhya Pradesh 6-47
Madras 8-34
Mauharashtra 14.28
Mysore 5-14
Nagaland 0:07
Orissa 3-40
Punjab 4.36
Rajasthan 3:97
Uttar Pradesh 14-60
West Bengal 10-91

Total 100-00

41, As regards the percentage to be fixed under clause (3) of
article 270 which shall be deemed to represent proceeds attributable
to Union territorics, we recommend that this should be prescribed
as two and a half per cent of the net proceeds of the tax. We have
arrived at {his figure by allocating to the Union territories taken
together, the share which would have accrued to them collectively,
had they been entitled to a share of income-tax, on the same basis,
namely, 80 per cent population and 20 per cent collection, as that
recommended by us in respect of the States,



CHAPTER 6

UNION EXCISE DUTIES

42. Under sub-clause (a) of clause (3) of article 280 of the
Constitution, the Finance Commission is required to make recom-
mendations to the President as to the distribution between the Union
and the States of the net proceeds of taxes which are to be, or may
be divided between them under the provisions of Chapter I of Part
XII of the Constitution and the allocation between the Stales of the
respective shares of such proceeds. Union excise duties, which are
referred to in the Constitution in article 272 and entry No. 84 in List I
(Union List) of the Seventh Schedule, fall in the category of taxes
which ‘may be’ distributed between the Centre and the States and
hence the entire subject of their division between the Centre and the
States on the one hand and as between different States on the cther,
comes within the purview of the Commission.

43, The first question we had to consider was whether the States
should at all be given a share out of Union excises. We note that
under the Constitution the distribution of proceeds of Union excise
duties between the Centre and the States is merely permissive and
does not stand on the same footing as the compulsory assignment to
the States of proceeds of taxes enumerated under article 269 of the
Constitution or compulsory distribution between the Centre and the
States of the proceeds of income tax under article 270 of the Con-
stitution, The States thus do not have a constitutional right to claim
a share out of the proceeds of Union excises. It is for Parliament to
decide if the States should at all be given a share. In taking a deci-
sion however, Parliament is required to take into account the recom-
mendations of the Finance Commission on this subject made available
to it under sub-clause (a) of clause (3) of article 280 of the Constitu-
tion. ‘The factual position is that ever since 1952-53, the States have
been getting a share out of Union excise proceeds. The first three
Finance Commissions had taken the view that having regard to the
growing requirements of funds by the States for developmental and
other essential services, recourse to permissive sharing contemplated
under article 272 of the Constitution was not only justified but even
necessary. We endorse this view.

21
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44. The next question that we had to consider was: Which of the
excisable commodities should be selected for the distribution of pro-
ceeds between the Centre and the States and what percentage of the
total proceeds on those commodities should be made over to the
States? Before giving our recommendations on this aspect, we would
state the legal and constitutional position in regard to the excise levy.
Articles 246 and 272 of the Constitution empower the Union Govern-
ment to levy and collect excise duties on all goods manufactured or
produced in India, excepting alcoholic liquors for human consumption
and opium, Indian hemp, and other narcotic drugs and narcotics.
This power is exercised by the Union Government through certain
enactments, the most important of them being the Central Excises
and Salt Act, 1944, The Union excise levies which are currently in
operation could be grouped under the following categories:

(i) Basic excise duties on a large number of items levied under
the Central Excises and Salt Act 1944 as amended from time
to time by the Finance Acts of each year;

(ii) Cesses or excise duties levied on certain goods under special
Acts , the proceeds of the duty being earmarked for speci-
fied uses, for example, excise duty or cess on the production
of copra, oil extracted from oilseeds, salt, coal, iron ore,
rubber, mill-made cloth, ete.

(iii) Additional duties of excise in lieu of sales taxes on sugar,
tobacco and textiles under the Additional Duties of Excise
(Goods of Special Importance) Act, 1957;

(iv) Additional duties of excise on motor spirit, kerosene, refined
dicsel oils and vaporising oil, diesel oil not otherwise
specified and furnace oil under the Mineral Qils (Additional
Duties of Excise and Customs) Act, 1958;

*Some of the special Acts are listed below:
(1) The Indian Coconut Committee Act, 1944.
(2) The Indian Oilsecds Committee Act, 1946,
(3) The Coal Mines Labour Welfare Fund Act, 1947.
(4) The Coal Mines (Conservation and Safety) Act, 1952,
{5) The Rubber Act, 1947,
(6) The Rubber (Amendment) Act, 1960.
(T) The Iron Ore Mines Labour Welfare Cess Act, 1961.
(8) Khadi and other Handloom Industries Development (Addi-
tional Excise Duties on Cloth) Act, 1953.
(9) Dhoties (Additional Excise) Act, 1953,
(10) Cotton Fabrics (Additional Excise Duty) Act, 1957,
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(v) Special duties of excise on certain goods levied for the first
time in March 1963 in the form of surcharges on basic duties
on certain iterhs under the Finance Act of 1963 and later
amended by subsequent Finance Acts; and

(vi) Regulatory duties of excise levied under the Finance Acts,
the purpose of the provision being to give to the Executive,
powers to vary rates of duties on any item within certain
limits.

All the above levies are imposed in exercise of the legislalive power
given to the Union Government under article 246 of the Constitution,
read with item 84 in List I of the Seventh Schedule and therefore fall

within the scope of article 272.

45, The additional duties of excise in lieu of sales taxes on sugar,
tobacco and textiles levied under the Additional Duties of Excise
(Goods of Special Importance) Act, 1957 fall in a distinct category as
the net proceeds of these levies are wholly paid to the States after
retaining a small portion representing the share attributable to Union
territories. We discuss the issues connected with these duties in a

separate chapter.

46. The special duties of excise levied under the Finance Acts are
of recent origin. These were introduced in 1963 in the_ context of
the Naticnal Emergency and the present position is that the proceeds
of these duties are earmarked exclusively {or Union purposes and are
not sharable with the States. It has been contended that the proceeds
of special duties of excise should also be made sharable with the
States. We take the view that it is open to us to suggest that proceeds
of special excises should also be shared with the States. This would
not at all be repugnant to the constitutional position as the Constitu-
tion nowhere lays down, as indeed it does in article 271 for taxes
falling under articles 269 and 270, that surcharges on excises would
be exclusively for the use of the Union. So far as the legal ban under
the Finance Acts is concerned, that is something that can always be
reviewed by Parliament, particularly in the light of such recom-
mendations as the Finance Commission may make. On practical con-
siderations, however, we think that it would be desirable to keep the
proceeds of special duties of excise outside the sharing scheme. These
duties are renewed on a year to year basis and are not on the same
footing as the basic duties of excise under the Central Excises and
Salt Act, 1944. Further, if the object of including these duties in the
sharing scheme is to enable the States to have larger resources, this



24

can equally well be achieved by suggesting a larger share to the
States out of the basic duties.

47. The regulatory duties of excise which were for the first time
introduced in 1961 have not yet become important; no collections
were made upto 1964-65. The imposition of these duties is essentially
a regulatory measure and we do not think that it is necessary to bring
the proceeds of these duties into the sharing scheme.

48. The cesses, or the additivnal excise duties on items like copra,
sult, iron ore, coal, oilseeds, mill-made cloth, fabrics, dhoties, ete.
referred to as item (ii) in paragraph 44 above have special objects in
view and the proceeds are utilized for only earmarked purposes
enumerated in the relevant legislations pertaining to each of these
levies, In view of this, the sharing of the proceeds of these levies
between the Centre and the States would not be desirable.

49, Under the Mineral Qils {Additional Duties of Excise and Cus-
toms) Act, 1958, additional duties are lcvied on certain mineral oil
products, These duties are levied to give effect to the price reductions
enforced on the oil distributing companies from time to time and to
adjust the benefits accruing to these companies as a result of fluctua-
tions in the “posted prices” of bulk refined products in the Persian
Gulf and variations in freights therefrom the Indian ports—ceiling
selling prices in the country being built up on the basis of import
parity linked with the Persian Gulf. These price reductions and cost
and freight accumulations are mopped up and credited to the Govern-
ment exchequer through the mechanism of these additional duties.
The duties are recovered from the oil companies and the benefit of
the reduction in cost is not passed on to the consumers. Thesge levies
are basically in the nature of excise duties under the Central Excises
and Salt Act, 1944. We suggest that for the purpose of distribution of
the proceeds between the Centre and the States the yield of the two
levies, viz,, the basic and the additional may be taken together and
the total made sharable in the same manner as the proceeds of the
basic excise duties.

50. The first two Finance Commissions confined the sharing scheme
to a few sclected items: the First Finance Commission to three, viz,
tobacco, matches and vegetable products and the Second to eight, viz.,
tobacco, matches, vegetable products, sugar, tea, coffee, paper and
vegetable non-essential oils. The Third Finance Commission's
approach to the question of selection of items for sharing was differ-
ent from that of the earlier Commissions. It accepted in principle
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the reasonableness of the demand of the States for participation in
the proceeds of all Union excises; for purposes of distribution, how-
ever, it included only the commodities on which duties collected in
1960-61 amounted to Rs. 50 lakhs or more. The duty on motor spirit
was excluded from the sharing scheme as that Commission had recom-
mended a separate special purpose grant of a corresponding amount
for the development of communications. In their representations to
us, the States have almost unanimously argued that whatever reser-
vations the last Finance Commission’s distribution scheme had should
now go and that they should be entitled to a share out of the proceeds
of excise duties on all commodities, including the commodities which
might be taken up for the levy in the coming quinquennium.

51. The arguments advanced by the States in favour of extending
the sharing scheme to all commodities run on the following lines:

(i) If a coordination between the excise policy of the Union
Government and the sales tax policies pursued in the States
is at all to be achieved, it would be necessary to put the
States in a position in which they have and continue to have
a substantial interest in the collection and levy of Union
excises. One method of achieving this object would be to
make Union excise duties on all commodities sharable with
the States;

(ii) The larger the number of commodities brought within the
divisible pool, the greater would be the evenness in the
flow of resources to the States, as fluctuations in the yield
on certain items would be neutralised by fluctuations in the
yield of some other items. The States' requirements are
growing and, therefore, an elastic source of revenue like a
share in excises on all commodities would go to strengthen
their position,;

(iii) As the commodities covered by the Union excise duties are
of country-wide consumption, there is no justification for
selecting only a few of the commodities for sharing;

(iv) The system of sharing only selected commodities suffers
from the defect that if, for one reason or another, the
excise duty on a shared commodity is reduced or abolished
and substituted in part or whole by a levy on a related
product not included in the sharable list, the States stand
to lose. For example, the excise duty on steel ingots was
one of the sharable items listed by the Third Finance Com-
mission. For various reasons, the Union Government later
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substituted the duty on sieel ingots by a levy on iron and
stecl products, but the States did not get any share out of
the new levy although it was in replacement of a levy,
procecds of which were sharable; and

(v) In any economy where industry is getting diversified, new
linvs of production will emerge continuously and any
formula for the sharing of excise duties should therefore
co.cer such new products,

We find considerable force in the above arguments and therefore,
recommend that all Union excise duties currently levied as also those
that might be levied in the coming five years should be shared
between the Centre and the States.

52. As to the question of sharing special excises, our attitude, as
alrcady explained, is that no sharing need be provided. We, however,
sugpest that in future the resort by the Union Government to special
excises should not be the rule but the exception. Any departure from
the normal levy of basic excises should be on the basis of provisions
expressly inserted by Parliament in the Acts levying the special
excises.

53. On the question of the percentage of the proceeds of distribut-
able excises, it has been suggested to us by practically all the States
that in order to impart viability to Stales’ finances and to introduce
in them a measure of elasticity, a higher proportion than the one
reccommended by the last Finance Commission should be prescribed
for distribution to the States. Some have suggested as high a propor-
tion as 50 per cent. of the net yield from basic and special excises on
all commoditics, We take the view that in determining the over-all
share of the States, due regard has to be given to the requirements
of the States on the one hand and the needs of the Union Government
on the other, Having considered the issue in this light and keeping
in mind the estimates of yicld from the existing excise duties in the
coming quinquennium as ulso the requirements of the States, we have
come 1o the conclusion that the States’ share out of the distributable
exciscs may be fixed at 20 per cent, of the net proceeds. We would
like to stress that the financial significance of the figure of 20 per cent
recommended by us is not comparable with that of the same figure
recommended by the Third Finance Commission, in as much as we
visualize the sharing of the duties on all commodities, including 1he
commodities that might be taken up in the coming quinquennium,
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whereas the last Finance Commission had confined the sharing scheme
to 35 selected commodities. It appears from the data available before
us that if we had confined the sharing to the 35 commodities, we
would have fixed the proportion at around 30 per cent, so as to keep
the transfer to the States at about the same level as visualized in our
present scheme.

54. In regard to the principles for the distribution of the total of
the States’ share as between different States, the vicws placed before
us are divergent. Some Statcs have argued that the most relevant
factor for determining the state-wise allocation would be not ‘popu-
lation’ or ‘needs’, as measured by any other indicator or indicators,
but consumption of excisable commodities in each State. Some others
have advocated the use of population as the sole criterion. Then,
some others have argued that the factor of economic backwardness
should be brought in for determining the distribution. And finally
there is a suggestion from certain States that following the principles
adopted by the last Finance Commission, the factor of ‘relative finan-
cial weakness should also be taken into account for determining the
State-wise share.

55. The logic behind the proposal for dislributing excises on the
basis of consumption of excisable commodities is that such a distribu-
tion would be in accordance with the ‘contribution’ that each State
has made to the total proceeds. Then it is also pointed out that if
ever a large scale substitution of sales taxes by Union excises were
to take place, the resistance from the States to this substitution would
be less if the distribution of excises took into account the ‘contribution’
factor. Tt appears to us that there is no case for the adoptinn of
contribution’ as the sole criterion. One may, however, arguc that
consumption’ or ‘contribution’ should be taken into account by com-
bining this factor with other factors like population and cconomic
and social backwardness. We wish we were in a position to give
our considered judgment on this issue, but in the absence of reliable
state-wise data regarding consumption of excisable commodities, we
find ourselves unable to use ‘consumption’ or ‘contribution’ as a factor
in the distribution scheme. Some States suggested to us that in the
absence of reliable consumption data we could use such factors as
the ratio of urban and rural population. We have avoided using such
indirect data and we think that it would be more desirable to devise
the distribution scheme on the basis of ascertainable factors than on
the basis of uncertain indicators. Elsewhere in this report we have
emphasized the need for a systematic collection of data bearing on
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consumption, particularly consumption of commodities subject to
Union excise duties.

56. The proposal for devising the distribution scheme entirely on
the basis of ‘population’ is supported on the ground that population
of a State represents the ‘needs’ of the State and since the sharing
of excises with the States is not compulsory under the Constitution
and is only permissive, the proceeds of excises should be so distributed
between the States that each gets according to its needs. It may.also
be argued that in the case of some commodities, population is a reugh
index of total consumption. There is some substance in both these
arguments but we do not agree with the view that population is the
only index of the needs of a State. There are other factors which
are equally relevant. In our view while population should be the
major factor for determining the distribution, relative economic and
social backwardness of States should also be taken into account.

57. Before we go to define the factors that we have taken into
account for determining the relative backwardness of each State, we
would like to deal with the suggestion of certain States that following
the lead given by the last Finance Commission, we should also take
into account the factor of relative financial weakness as measured in
terms of revenue deficits. We have stated at the very beginning of
our Report that we do not think that it is proper to bring in the
element of grant into the distribution scheme of divisible taxes. In
our view such non-plan revenue deficits as are left in certain States,
after taking into account the share of central taxes on the basis of
general and uniform principles applicable to all States, should be
covered by explicit grants under article 275 rather than by adjustments
in the formulae for distribution of taxes. Another point on which
we wish to clarify our stand is that we distinguish between economic
and social backwardness of a State and its financial weakness. It is
possible that a State may be economically backward and poor in social
scrvices and yet it may have fairly comfortable position on revenue
account. There are States of this type. In the distribution of pro-
ceeds of excise duties we have not taken financial weakness but have
taken economic and social backwardness as indicated by the following
factors:

(i) Per capita gross value of agricultural production:
(ii) Per capita value added by manufacture;

(iii) Percentage of workers (as defined in the Census) to the total
population;
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(iv) Percentage of enrolment in Classes I to V to the population
in age group 6—11;
(v) Population per hospital bed;
{(vi) Percentage of rural populatjon to total population; and
(vii) Percentage of the population of Scheduled Castes and Tribes
to total population,

58. We consider that it would be adequate if the factor of relative
economic backwardness is given weight equivalent to 20 per cent.
For the other factor, namely population, we would recommend weight
equivalent to 80 per cent. We have worked out a schedule of distri-
bution on this basis, which is set out in the following paragraph.

59. We recommend that under Article 272 of the Constitution, in
each of the years 1966-67 to 1970-71, a sum equal to 20 per cent of
the net proceeds of the Union duties of excise on all articles levied
and collected in that particular year, excepting regulatory duties,
special excises and duties and cesses earmarked for special purposes,
should be paid out of the Consolidated Fund of India to the States
and distributed among them in the following proportion:

SCHEDULE OF DISTRIBUTION

States Percentage

1. Andhra Pradesh 777
2. Assam 3-32
3. Bihar 10-03
4. Gujarat 4-80
5. Jammu and Kashmir 2-26
6. Kerala ' 4-16
7. Madhya Pradesh 7:40
8. Madras 7-18
9. Maharashtra 8-23
10. Mysore 5-41
1i, Nagaland 2-21
12. Orissa 4-82
13. Punjab 4-86
14, Rajasthan 5-06
15. Uttar Pradesh 14-98
16. West Bengal 7-51

ToTAL 100-00

60. We deal in a later Chapter with the topic covered by para. 4(e)
of the Order of the President. The scheme of distribution outlined
in this Chapter is in consonance with our views expressed there.

112 M. of F.—4.



CHAPTER 17

ADDITIONAL DUTIES OF EXCISE IN LIEU OF
SALES TAX ON SUGAR, TOBACCO AND TEXTILES

61, Paragraph 4(d) of the Order of the President requires ug to
examine the present distribution scheme in regard to the proceeds of
additional duties of excise in lieu of sales tax on cotton fabrics, silk
fubrics, rayon or artificial silk fabrics, woollen {abrics, sugar and
tobacco (including manufactured tobacco) and to recommend changes,
if any, in the principles of disiribution. We have howewr, to ensure
that whatever distribution scheme we suggest does guarantee to each
State an amount, in each of the financial years 1966-67 to 1970-71,
which shall not be less than the revenue realized from the levy of
sales tax on these items in the financial year 1956-57 in that State.

62. Before going into the principles of distribution, we would like
to stay: briclly the background and the rationale of the scheme of
additional excises. This is important because several non-official
organizations and individuals have urged that we should on our own
recommend an extension of the scheme of substitution of sales taxes
by additional duties of excise to several other commodities, important
ones being paper and related items, rubber goods, glass and glass
ware, siecl products and mineral oils and related items.

63. Under the Constitution, the power to levy Union excise duties
is vested in the Union Government and that to levy tax on the sale
or purchase of goods, except those in the course of inter-State trade
and newspapers, in the State Governments. There is, however, no
bar in the Constitution to the Union and the States extending to a
larger number of commodities the scope of the present agreement
that the Union Government would levy additional duties of excise
in lieu of State sales tax.

64. The present arrangement, under which the State Governments
do not levy any sales tax on textile, sugar, and tobacco owes its
origin to the consensus of opinion that emerged at a meeting of the
National Development Council held in December 1956. In anticipation
of the Council's decision being implemented by an Act of Parliament,
the President asked the Second Finance Commission to make recom-
mendations as to the principles which should govern the distribution
among the States of the net proceeds of the additional duties and

30
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the amounts which should be assured to each one of them as the in-
come derived by them from such taxes during the financial year
1956-57. The Council’s decision and the recommendations of the
Second Finance Commission were implemented through the Additional
Duties of Excise (Goods of Special Importance) Act, 1957. The first
schedule of the Act prescribed the rates of additional duties of
excise and the second the scheme of the dstribution of the net procceds
among the States. The Act does not state that the States shall not
levy sales taxes on the specified commodities, but merely provides
that if in any year any State levies and collects a tax on the sale or
purchase of such commodities, no sums shall be paid to that State
in that year by way of share oul of the nct proceeds of the additional
duties of excise, unless the Central Government by special order
otherwise directs.

65. A scheme of centrally levied additional duties of excise in
replacement of States’ sales taxes combined with a distribution
scheme is essentially in the nature of a tax rental agreement. It
can come into operation or be expanded in coverage only if the
Union and the States agree amongst themselves. The Finance Com-
mission comes into the picture only for the purpose of determining
the principles of distribution of the net proceeds. The present
scheme has been in operation for almost eight years. During this
period certain merits and disadvantages of the scheme have come
to light. At present, on the one hand there is a demand from the
trade and other interests that the scheme be expanded so as to cover
some additional items and on the other almost all the States have
argued before us that the operation of the scheme has not benefited
them to the extent they initially hoped and that they would be
disinclined to get the scheme expanded in coverage unless certain
safeguards are provided to protect not only their existing revenues
but also the prospeclive increases in their revenues. Some States
have second thouchts even about the continuance of the existing
arrongemenis. We deal with these aspects later in this Chapter.

€G. The rationale behind the currently opcrative scheme of
additional excises in lieu of sales taxes is that if the tax is lcvied
at the first point, the chances of evasion would be minimized and that
a unilorm levy at the point of production of such mass consumption
items as sugar, tobacco and textiles would be welcome to the trade,
industry, and the consumer as it would save them from the adminis-
trutive complexities involved in the collection and payment of sales
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tax. It was recognized from the very beginning that no State should
suffer because of the centralization of the levy, and hence each
State was assured that it would continue to get annually from the
Centre, by way of its share out of the proceeds of additional duties
of excise, at least that amount which it raised in 1956-57 in the form
of sales tax on commodities brought within the scheme of additional
duties of excise. QOur terms of reference as well as those of the
Second and the Third Finance Commissions refer specifically to this
assurance.

7. It has been suggested to us that the assurance of the guaranteed
amounts is an indirect recognition of the logic that in the distribution
of the net proceeds, the accent should be on compensating each State
for the loss that it has suffered in its revenue by surrendering its
right to levy sales tax on cerain commodities. The distribution
formula should be so devised that each State gets almost the same
amount as it would have got, had sales taxes on these commodities
been in operation with the same order of incidence as the additional
excise duties. Wider considerations such as needs of the States,
relative economic and social backwardness and population, it has
been emphasized, have absolutely no relevance so far as the deter-
mination of a distribution scheme relating to proceeds of additional
duties of excise is concerned.

68. We first deal with the question of guaranteed amounts. In
our terms of reference, it has been clearly stated that the share
accruing to each State shall not be less than the revenue realized
by that State in the year 1356-57 from the levy of the sales tax on
the commodities which are currently subject to these additional
duties of excise. We have thus to estimate the yield in each State
in 1956-57 on such commodities.

69. The Second Finance Commission adopted an elaborate pro-
cedure for working out estimates of yield for the year 1956-57. It
obtained from each State figures of collection of sales taxes for the
years 1954-55 to 1956-57 in respect of the commodities brought within
the additional excise scheme. It also explored the possibility of
working out the estimates from the consumplion data as available
{rom the Fourth Round of the National Sample Survey, the estimates
prepared by the Textile Commissioner, the statistics of the clearance
or off-take of sugar prepared by the Sugar and Vanaspati Directorate
and the statistics of consumption of tobacco contained in the report
on the marketing of tobacco prepared by the Agricultural Marketing
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Directorate of Government of India. Taking all the relevant statistics
into account, that Commission worked out its own estimates of the
likely revenue. These were primarily based on consumption esti-
mates but a corrective on the basis of population was also applied.
It was the view of that Commission that the figures taken by it,
which were a mixture of consumption-based yield and population,
were. the nearest possible approximation to the income of each State
from sales taxes on the relevant commodities during the financial
year 1956-57. The Third Finance Commission accepted the estimates
worked out by the Second Finance Commission but added to the
figure of each State marginal sums representing the estimated yield
in 1956-57 on account of sales taxes on silk fabrics, We have not
attempted to work out a fresh set of estimates for the year 1956-57,
as we feel that because of lapse of time a task of this nature will be
even more difficult now than it was at the time when the Second
Finance Commission framed its estimates. We, therefore, accept the
estimates worked out by the Second Finance Commission, and later
adjusted by the Third Finance Commission to take into account the
bifurcation of the old Bombay State as also imposition of additional
excise duty on silk fabrics.

70. We examined the issue whether out of the net proceeds of
additicnal duties of excise, the total of the guaranteed amounts shculd
first be set apart and then the balance be distributed in a certain
manner, or the entire net proceeds should first be distributed in a
particular manner and then the question of guaranteed amounts
brought in. We feel that the latter procedure might create difficulties
inasmuch as under certain circumstances it might happen that some
States' share may fall short of the guaranteed amount. We have taken
the view that the appropriate course would be the first and the more
direct one, namely that of giving to each State the guaranteed amount
first and then distributing the balance between different States on the
basis of certain uniform principles.

71. In regard to the principles for the distribution of the balance of
the net proceeds over the total of the guaranteed amounts, the Third
Finance Commission considered that it would be equitable to distribute
the excess collections partly on the basis of the percentage increase in
the collection of sales tax in each State since the year 1957-58 when
the additional excise duties were imposed and partly on the basis of

* Onsik fabrics the substitiution of sales taxes by additional duties of excise was
made in 19671,
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population. There is no indication as to the relative weightage given
to these factors. In our opinion, figures for collections of all sales
taxes in a State are a more direct indicator of the contribution made
by each State to the divisible surplus than population. Therefore, we
recommend that the distribution of the balance over ihe total of
guaranteed amounts may be made on the basis of the proporticn of
sales tax revenue realised in each State to the tolal sales tax collecticns
in all the States taken together. For the purpose of determining the
proportion for each State, we have utilized the data relating to actual
collections of sales taxes over the years 1961-62 to 1963-64.

72. During the year 1956-57 the State of Jammu and Kashmir did
not have any sales tax and, therefore, the question of giving any
guaranteed amount to that State does not arise. The Second Finance
Commission had taken the view that since the incidence of the addi-
tional duties of excise would fall as much on the people of this State
as on the people of other States, Jammu and Kashmir should be given
a share out of the net proceeds. That Commission had fixed the share
of Jammu and Kashmir at 1} per cent of the net proceeds. The Third
Finance Commission increased it to 1} per cent.. We do not consider
it necessary to change the Third Finance Commission’s figure.

73. Both the Second and the Third Finance Commissions had taken
the view that an appropriate share of the total net proceeds should be
retained by the Union Government as being attributable to Union
territories, the figure recommended by both the Commissions being
1 per cent. With the establishment of Nagaland as a scparate State,
the President by an Order made under Section 23 of the State of
Nagaland Act, 1862, assigned for the year 1964-65 and thereafter 0-05
per cont, of the net proceeds to that State. Since this percentage was
tuken out of the share of 1:00 per cent attributable to Union territories
in effect the share attributable to Union territories has got reduced t(;
0-95 per cent. We are of the view that the amount attributagle to

Union territories may be taken at 100 per cent of the total net
procecds,

74. On the basis of the principles outlined abote, we recommend
that in each of the years 1966-67 to 1970-71, the net [;roceeds ofA ddi
tional duties of excise on cotton fabrics, silk fabrics rayon or rt'?‘x i :;
silk fabrics, woollen fabrics, sugar and tobacco inclu'ding manu?acltu(::d
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iobacco, may be distributed among the States on the I{ollowing
basis:

(i) A sum equal to 1-00 per cent of the net proceeds of these
duties in any year may be dcemed as being attributable to
Union territories and may, therefore, be retained by the
Centre;

(ii) A sum equal to 1-50 per cent of the net proceeds in any
year be paid to the State of Jammu and Kashmir;

(iii) A sum equal to 0-05 per cent of the net proceeds in any
year may be paid to the State of Nagaland &s its share;

(iv) Out of the remaining 97-45 per cent of the net proceeds, the
following sums representing the revenue realised in
1956-57 by each respective State on account of sales taxes
on the six commodities be first paid annually to the
following States:—

States {Rs. in lakhs)
Andhra Pradesh 235-24
Assam 85-08
Bihar 130-16
Gujarat 323-45
Kerala 65-08
Madhya Pradesh 155 17
Madras 285-34
Maharashtra 63771
Mysore 100-10
Orissa 85-10
Punjab 175-19
Rajasthan 9010
Uttar Pradesh 57581
West Bengal 26041
Total: 3,254-00

and (v) the difference between $7-45 per cent. of the net proceeds
in any year and the total guaranteed amount of Rs. 3,254
lakhs would constitute the balance which may be distributed
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among 14 States, namely all States other than Jammu and
Kashmir and Nagaland, as follows:—

States Percentage
Andhra Pradesh 7-42
Assam 1-98
Bihar 617
Gujarat 7-43
Kerala 565
Madhya Pradesh 4-62
Madras 11-13
Maharashtra 19-87
Mysore 521
Orissa 258
Punjab 5-01
Rajasthan 317
Uttar Pradesh 7-83
West Bengal 11-93
Total 100-00

75. Before we leave this subject, we would like to mention that the
States in their representations to us have been critical of the way that
the scheme of substitution of sales tax by additional duties cf excise
has so far been operated. Their main point of criticism is that
whereas over the period 1957-58 to 1965-66, the rates of basic duties of
excise on some of the items brought within the scheme have been
raised, and even special duties of excise introduced, the rates of addi-
tional duties of excise have remained unchanged. If the substitution
had not taken place, so runs the argument, the States would have had
the opportunity of raising sales tax rates on these items and would
have also benefited from the rise in prices, sales tax being an ad
valorem levy. It is further argued that over the past eight years,
sales tax revenues have shown a much higher rate of growth than
the yield from the additional duties of excise and that if the scheme
had not been introduced, the rate of increase in sales tax revenues

from these items would have been closer to the rate for sales tax
revenue on other items.

76. As against the above views of the States, it has been pointed
out to us that over the period 1958-59 to 1965-66, the yield from addi-
tional duties has increased by as much as 45 per cent, the increase
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in the yield from basic duties of excise on these commodities (exclud-
ing the yield from special duties of excise which fall in a distinct cate-
gory) being hardly 21 per cent. The items covered under the scheme
of additional duties of excise are essential consumer items; and it is
not as if the States could have just gone on increasing the 1ates.
Indeed on items of comparable nature like matches, kerosene, coal and
vegetable products, the sales tax rates between 1958-39 and 1963-6%
have either remained altogether unchanged or shown very little
increase. An important reason why the Union Government had not
revised the additional duties of excise rates with every change in basic
rates is that sugar and textiles are items in the case of which often
downward adjustments had to be made and the Union Government
did not want that the States’ revenues should be adversely affected
by these downward adjustments. It is only in the case of tcbacco
that basic duties have been increased and never lowered. The increase
in sales tax revenue in the States is inter aliz due to enhancement
of rates in the case of luxury and semi-luxury items and coverage of
new items. It ijs argued that it would therefore not be correct to
assume that the States would have managed to realize the same rate
of increase in the sales tax revenue from these items as they have
realized in the case of the total sales tax yield.

77. We have not thought it necessary to go into the validity of the
arguments for or against the manner of the implementation of the
scheme by the Union Government. We feel that if some sort of insti-
tutional arrangement existed and both the Union and the State
Governments had the opportunity of explaining each others views,
the implementation of the scheme would have been considerably better
and misunderstandings less.



CHAPTER 8

COORDINATION BETWEEN SALES TAXES AND UNION
EXCISE DUTIES

78. This Chapter deals with paragraph 4(e) of the Order of the
President in which we have been asked to make recommendations
in regard to (a) the effect of the combined incidence of a Stale’s
snles tax and Union dutics of excise on the production, consumption
or export of commodities or products, the duties on which are shar-
able with the States, and (b) the adjustments, if any, to be made in
the State's share of Union excise duties, if the sales tax rates levied
by the State exceed certain specified ceilings.

79. This term of reference involves the determination of two
jssues:
(i) Measurement of the impact of the two levies on produc-
tion, consumption or export of various commodities and
a finding as to the cases in which the combined incidence
has an inhibiting effect on consumption, production or
export; and
(ii) in the light of the finding on (i), construction of an
adjustment formula under which the share of the States
out of Union Duties of excise could be reduced if the
States exceeded certain specified ceilings in regard to
sales tax rates.

The first issuc concerns economic aspects of commodity taxation,
while the second concerns devolution of taxes from the Union to
the States,

80. Before poing into the problems of measurement of the inci-
dence  of these two levies and their economic consequences, it may
be uscful to explain briefly the nature and import of these levies.
Both the Unlon duties of excise and the sales taxes levied by the
States are taxes on commodities. Although from the point of view
of the incidence on the consumer, there is no essential difference
between  the two levies, the two taxes are not identical or inter-
chanpeable. An excise is a levy at the production point whereas a
sales tax touches a commodity at one or more points of sale or pur-
chase between the stages of production and final consumption. For



each given commodity, there can be only one stage at which the
commodity completes the production process, and so an excise levy
should theoretically be only at one point. Since, however, the
component parts might themselves have been the subject of excise
levy, an excise duty on the final product may in practice involve
multiple duty on the components unless the duty is based on the
wvalue added by manufacture, as is done in some countries, In the
case of sales, however, the same commodity may pass through
different stages of sales, thereby exposing itself for taxation at
more than cne point, depending upon the system of the sales tax
levy. An excise levy ends at the production point and does not take
into account, even indirectly, elements of cost that are incurred
after the production stage, e.g. freight, insurance, distribution
charges, etc. whereas a sales tax is on a more comprehensive con-
<ept of cost and touches not merely the cost at the production point,
but also subsequent elements, including profits and the excise duty
itself. An excise duty in India, being a Union levy, does not differ-
entiate between one region and another and is uniform throughout
the country. On the other hand the sales tax system and the rates of
sales tax differ from State to State. Again, while most of the excise
duties are specific, sales taxes are ad valorem levies. In a phase of
rising prices, other things remaining the same, the sales tax yield
automatically goes up.

81. In some countries where excise duties are exclusively re-
served for the Centre, the levy of sales tax by States has been held
to be unconstitutional on the ground that they are substantially the
same as excise duties. Similarly the question has been raised
whether ad valorem excise duties are not really sales-taxes, But
the point that needs to be noted is that although on the surface
sales taxes and excises may appear to be similar in nature, they
have distinguishing features. Both have a positive place in a com-
prehensive system of taxation and are expressly mentioned in our
Constitution,

82, In the wake of developmental planning and the scarch for
resources over the last fifteen years, both Union excise and sales
tax systems have expanded considerably, in depth as well as ranpe.
In 1950-51, the aggregate yicld from the two levies was roughly
Rs. 128 crores, representing 1-3 per cent of the national income in
that year. By 1963-64, the level had risen to Rs. 998 crores, account-
ing for 5-8 per cent of the national income. On the basis of 1965-66
budget estimates, the total of the receipts comes to Rs. 1135 crores.
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The growth rate in the case of excises has, however, been higher
than in the case of sales taxes.

83. In 1950-51, the aggregate excise revenue amounted to Rs. 63
crores. Only 15 items were subject to levy at that time. For the
year 1965-66, the level of receipts, including additional duties of
excise in lieu of sales tax and the special excise, is estimated at
Rs. 819 crores. Among the tax receipts of the Union Government,
the excise revenue occupies the most dominant position and
accounts for as much as 42 per cent of the total.

84. As regards the yield of sales taxes, the growth rate over the
past fifteen years differs from State to State. Taking all the States
together the yield in 1950-51 was around Rs. 60 crores, accounting
for 27-5 per cent of the aggregate State taxes. According to the
budget estimates for 1965-66, the sales tax revenue is expected to
be Rs. 318 crores, representing roughly 41 per cent of the total yield
from State taxes. In the structure of States' finances, sales taxes
occupy about the same position as excises in the Union finances,

although the relative importance of sales tax differs from State to
State.

85. We have been called upon to measure the combined incidence
of these two taxes and the effect of the incidence on production,
consumption or export of the commodities taxed. The incidence of
a tax refers to the burden that the tax imposes on the tax payer.
The incidence can be measured in terms of either ‘formal’ or
‘effective’ incidence. It is comparatively easier to measure the
former than the latter. The Taxation Enquiry Commission of
1953-54 was asked to examine the incidence of Central, State and
Local taxation on the various classes and in different States., That
Commission worked out only the formal incidence and did not find
it possible to measure the effective incidence. The study made by
that Commission was carried forward by the Tax Research Unit of
the Union Ministry of Finance and the latest year for which find-
ings are available is 1958-59. Both these studies estimate the in-
cidence of all the Central excises taken together as also of Isales
taxes on different classes of consumers. There is no commodity-

wise analysis and hence these studies do not have much bearing on
our work.

86. We examined the possibility of determining the proportion
that the combined money burden of excises and sales taxes bears
to the sale price of each taxed commodity, with the help of data
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given in the Central Excise Tariff and information on the rates of
sales taxes obtained from the States. We found that even this
limited study bristles with many difficulties. As stated earlier
while excises are mostly in terms of specific rates, sales taxes are
ad wvalorem levies. This creates the problem of converting the
excise rates to ad velorem rates. For the same commodity the
excise rates differ for different categories, whereas generally in the
case of sales tax there is no such differentiation. Further, there is
so much diversity in the system of sales tax levy from one Siate to
another that the question of bringing them to a uniform scale is a
job in itself. Wherever the sales tax rates are on the basis of a
single-point levy, the problem is simple. But where these rates are
in terms of multi-point, double-point or a combination of various
systems, the conversion of these levies into single-point rates
creates many  problems. As per proforma given at Appendix
III (v) we tried to obtain from each State the data regarding total
value of sales and total sales tax collections under each item. IE
these data had become available to us, the problem of converting
multi-point and other levies into single-point levies would have
been easier, but we found that most States were not in a position to
supply these data. Finally, the total incidence of the excise duty
and sales taxes on manufactured commodities may also have to in-
clude the incidence of excise duty and sales tax on their components;
the determination of this multiple incidence is not always eacy.
In view of &ll these reasons, we found it difficult to pursue even the
limited study of the proportion that the money burden bears to the
price in the case of each excisable commodity.

87. Even if we were able to determine the proportion that the
money burden of the two taxes bears to the total price of a commao-
dity, it would not have taken us far in relaticn to the main task
before us. We have to assess the effect that that money burden has
on production, consumption or export of a commodity. Admittedly,
the factor of taxation has a bearing on the price of a commodity
and yet this is no more than one out of a host of important factors.
Unless we are in a position to undertake for each excisable item de-
tailed cost-analysis studies of the type that are usually undertaken
by the Tariff Commission, we would not be able to determine
whether its production, consumption or export is heing hampered
because of the excessive burden of these fwo taxes of because of
some other factors. In order to recommend any ceilings on sales
taxes we have not only to determine the combined incidence of the
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two taxes, but also the separate incidence of each, Even if data
were available, it would be analytically impossible to be precise
about the effect of one or two variables when the number of vari-
ables is so large. We have found ourselves unable to undertake

these detailed studies,

£8. In the course of their representation to us, certain States
have pointed out that in judging the reasonableness of the restraint
that a tax imposes on production and consumption, one has to keep
many {actors in mind. In the case of certain commodities it may
well be the objective of Government policy to limit the growth of
consumption and production, In the case of such commodities no
corrective action is called for. If the combined incidence of the
two levies goes to inhibit consumption of essential consumer items
to the detriment of the living standards, corrective action has to be:
taken. Similarly if taxation has an inhibiting effect on the produc-
tion of intermediate and capital goods, it is definitely a matter for
concern. Apart from the quantum of the tax there is also the manner
of imposition and collection. If the taxes are levied or collected in
a manner which will stand in the way of the efficient organisation
and development of industry—if it will prevent the diversification
or location of industry on rational lines or the organisation of pro-
curement of raw materials or distribution of products in the most
economic manner—there is a case for overhaul of the taxation
scheme. In our present context, the question is also important from
the point of view of promotion of exports. Most States have as-
sured us that so far as this aspect is concerned, they themselves
are very conscious of the need for exports and are devising suit-
able adjustments in sales tax levies with a view to reducing any
disincentive effect that the sales taxes might have on exports.

89. We now turn to an examination of the manner in which a
belter coordination between Union excise duties and sales taxes
levied by the States can be brought about. All the States concede
the point that unrestricted and un-coordinated taxation might
affect production as also exports and that, therefore, there is need
for coordination between the tax policies of the Union and the
States. As to whether this cooordination can be achjeved through a
system of ccilings on sales tax rates on certain commaodities, com-
bined with a financial sanction in the form of the possibility of 3 cut
in the State's share out of Union cxcises in case a State exceeded
the ceilings, is a matter on which the States have expressed strong

views,
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90. The States have pointed out that sales tax is the only elastic
source of revenue left with them. Any attempt to place restrictions
on their freedom in this field of taxation would affect their capacity
to raise resources and would thus handicap them in relation to the
requirements of the Fourth Plan. Sales tax is essentially of regional
application and is almost the only major instrument left with them
for shaping their economic and industrial policy. States have becn
using it, along with power tariffs, for giving incentive to industry
and trade and any dilution of their power in this respect would
mean s2tback to their eflorts for encouraging the growth of industry
and trade within their respective areas. Any ceiling on sales lax
rates determined by the Finance Commission for a period of five
years, it has been emphasized, will remove the element of flexibility
from the taxation system of the States and would cut at the very
root of the principle of States’ autonomy, thereby weakening the
federal structure. It has also been contended that the meachanism of
adjustments in the share out of an item of devolution, depending
on the observance of specified conditions by the States, might well
be inconsistent with the constitutional provisions regardirg sharing
of taxes. Union excises are not compulsorily divisible, but, it is
argued, once a tax is made divisible according to a certain formula,
it acquires all the elements of a devolution item and any conditions.
imposed on the sharing scheme may not be logally valid. It has
also been pointed out that the linking of the shares of excise duties
with the rates of sales taxes might run counter to the principles that
a Finance Commission may decide for distributing excises.

91. Certain States have expressed the view that between cales
taxes and Union excises, it is the latter category of levies which in
the case of most of the commodities impose a higher money burden.
According to them, if at all any restrictions were necessary, the
proper course would be to put ceilings on excise dutics.

92. Out of the 08 items that are currently on the excise list, the
problem of coordination between excises and salcs taxes does not
arise in 19 items, accounting for over 45 per cent of the aggregats
excise revenue. Eight of these items, namely (i) cotton fabrics,
(ii) silk fabrics, (iii} rayon or artificial silk fabrics, (iv) woollen
fabrics, (v) sugar, (vi) tobacco (unmanufactured) (vii) cigars
and cheroots and (viii) cigarettes are exempt from the levy of sales
tax under the scheme of additional excise dutizs in licu of sales tax.
In respect of four other items common to-excise and sales tax lists,
namely, (i) cotton yarn, (ii) jute, (iii) steel ingots, and (iv) pig iron..
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there is already a ceiling of 2 per cent on sales tax rates under the
Central Sales Tax Act, 1956. Then there are certain other items
known as ‘special goods’ in respect of which all the States are at
present uniformly levying a sales tax at the rate of 10 per cent. The
sugpestion for this uniform levy was given by the Union Govern-
ment and the States have accepted it. There are in all 15 items in
this category out of which 7 items, namely (i) motor vchicles, (ii)
tyres and tubes, (iii) cycles and parts thereof, (iv) refrigerators and
air conditioners, (v} wircless receiving sets, (vi) gramophones and
{vii) certain iron and steel products are row in the excise list. In
the case of these items, no upward revision is likely in the near
future; at any rate, since the current rates have been fixed after
consultation with the Centre, in future alsc the revision would be
after mutual consultation, Thus out of the 68 commoditics, it is
in the case of 49 commoditics that the question of coordination
between excise and sales tax arises. The States’ view generally is
that if on a proper study of the facts, it is found that in the case of
a few selected items out of these 49, a coordinated tax policy is
called for, that could certainly be effected. But the proper course,
they point out, for such coordination is not the mechanism of a
financial sanction in the form of reduction in the share out of a
devolution item but a periodic exchange of views between the
Union and the State Governments on problems of taxation and
related subjects, with a view to evolving coordinated lines of action

93. Tt has been pointed out to us that there is no need to resort
to a scheme of linking the share out of Union excises with sales tax
rates as the existing powers with the Union Government under
article 286(3) of the Constitution together with Section 14 of the
Central Sales Tax Act, 1956 are adequate for controlling the upper
limit of sales taxes in the case of such items as might be deemed to
be of special importance. If such action is necessary and the States
agree, so runs the argument, the Union Government could further
enlarge the existing list, after providing for compensation to tha
States for loss of revenue, rather than resort to a financial sanctiocn
of the type contemplated in the term of referrence.,

94, Certain States have argued that a scheme of ceilings on sales
tax rates would be inequitable as between industrially and com-
mercially advanced States with a fairly large urban sector and
the States which are predominantly agricultural. In the case
of the former, the sales tax vield occupies a much more
pivotal position in their finances than in the latter: if ceilings are
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imposed, their finances would be more adversely affected than the
finances of agricultural States. As against this argument, the com-
mercially backward States point out that the sales tax revenue oa
inter States sales accruing to the advanced States is largely paid by
consumers in other States and that in the distribution of Central
Sales Tax-—a source of revenue which the Central Government should
have distributed on some equitable basis—the backward States have
been discriminated against, under the present arrangements
according to which each State keeps what it collects on behalf of
the Central Government,

95. We feel that in view of the fact that adequate data for
determining the combined incidence of the two taxes and their
economic effects are not available, the question of proceeding to ihe
next stage viz that of fixing the ceiling and devising a formula for
adjustment in the share out of excises does not arise. The procadure
for framing a scheme of ceilings on sales tax rates and for its
implementation should be the same as in the case of additional
duties of excise in lieu of sales tax. Both can be evolved by mutual
agreement; their successful functioning again depends on mutual
understanding.

96. In view of what we have stated above, we do not recommend
any scheme of ceilings on the sales tax rates of any of the excisable
commodities and the question of suggesting a formula for adjust-
ments in the share of the States out of Union excises does not,
therefore, arise.



CHAPTER 9
PRINCIPLES GOVERNING GRANTS-IN-AID OF REVENUES

97. Article 280(3) (b) of the Constitution requires us to make re-
commendations as to the principles which should govern the grants-
in-aid of the revenues of the States out of the Consolidated Fund of
India.

08. The First Finance Commission considered the matter in detail
and recommended that budgetary needs of the States should be an
important criterion for determining the assistance required by the
States, but that in arriving at the needs, appropriate allowances have
to be made based on a number of considerations. The first considera-
tion was that the budgets should be reduced to a standard form by
eliminating non-repetitive items. Second, due consideration should
be given to the tax effort by the State and the extent to which the
State itsclf had made efforts to raise resources in relation to its tax
potential. Third, allowance should be made for the scope for
economy in expenditure. Fourth, the system of grants-in-aid should
be designed to avoid large disparities in the standards of basic social
services. Fifth, grants-in-aid may be given to help individual States
to meet their special burdens, if such burdens are of national con-
cern and if they are likely to cause undue strain on the States’ fin-
ances. Sixth, grants-in-aid may be given for broad national purposes
with a view ‘to further any beneficient service of primary import-
ance in regard to which it is in the national interest to assist the less
advanced States to go forward'.

99. The Sccond Finance Commission considered these principles
unexceptionable. It, however, added that the eligibility of a State
to grants-in-aid and the quantum of such aid should depend upon
its fiscal nced in a comprehensive sense, That Commission also felt
that the gap between the ordinary revenue of a State and its normal
revenue expenditure should as far as possible be met by sharing of
taxces and that grants-in-aid should bLe the residuary form of assist-
ance. Although it recognised that specific purpose grants may be
given, no such grants were given by that Commission.

100. The Third Finance Commission also was in agreement with
the general principles enunciated by the earlier Commissions. It,
however, felt that the ‘fiscal needs’ as assessed by the Commission
should take into account not only non-plan expenditure but also

46
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plan expenditure; it also felt that it would be advisable to attach
strict conditions of utilisation to any grants-in-aid given for activi-
ties meant to serve national purposes but that States should have
freedom to reappropriate funds from one allocation to another in
respect of grants meant generally to strengthen the State sector.

101. The above principles laid down by the previous Commis-
sions are still valid and we agree with them except to the extent
that we do not recommend the inclusion of plan grants and special
purpose grants in grants-in-aid, for reasons which are given else-
where in this report. In applying these principles and working out
the grants-in-aid admissible to States, our terms of reference re-
quire us to have due regard to certain special considerations which
were not specifically mentioned in the terms of reference to the
earlier Commissions. Among these considerations are the expendi-
ture devolving on the States for servicing of their debt, the creation
of a fund out of part of the proceeds of estate duty, and the scope
for economy consistent with efficiency which may be effected by the
States in their administrative expenditure. We have dealt with
some of these considerations in other parts of this Report. The pro-
cedure followed by us to work out the fiscal needs of the States is
also discussed in the following chapter in connection with the deter-
mination of the quantum of the grants-in-aid under article 275(1)
of the Constitution.



CHAPTER 10

FORECAST OF REVENUE AND EXPENDITURE
—ARTICLE 275 GRANTS.

102. Paragraph 4 of the Order of the President requires us to
make recommendations in regard to the States which are in need of
assistance by way of grants-in-aid of their revenues under article 275
and thie sums to be paid to those States other than the sums specified
in the proviso to clause (1) of that article. In making our recom-
mendations, we are required to have regard, among other considera-
tions, to a number of factors specified in the terms of reference,

103. For the purposes of the scheme of devolution including the
grants under arlicle 275 recommended by us, we have accepted the
estimate of yield of Central taxes and duties as furnished to us by
the Ministry of Finance. We have also assumed that the grant in
licu of the tax on railway passenger fares will remain at the present
level of Rs. 12.5 crores per year.

14. The Third Finance Commission considered that ‘the total
amount of grant-in-aid should be of an order which would enable the
States, along with any surplus out of devolution, to cover 75% of the
revenue component of their plans’. Such a procedure may help to
avoid a situation in which, as a result of the Commission’s award,
while certain States will have just sufficient means to meet specified
revenue commitments, other States will be left with considerable
surpluses. Although we agrge that it would be within our province
to recommend that the grants-in-aid of the revenues of the States
should also take into account part or whole of the cost of the
revenue component of the State plans, for several reasons, we doubt
whether in present circumstances it will be desirable for us to do so.

105. Certain States pleaded for grants for special purposes, The
Third Finance Commission suggested in its report that the utilisa-
tion of a grant of this kind for a special purpose could be reviewed
from year to year by Parliament under article 275 of the Constitu-
tion. We have been unable to find any sanction for such an annual
review by Parliament under article 275 of the Constitution. Even if
a special grant could be made under article 275 such a grant would
get merged with the general revenues of the States. A review by
the subsequent Finance Commission of the utilisation of the grant
may be possible, but cannot be of any practical value. We have,

4R
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therefore, not made any special purpose grants but have included
certain special requirements in our forecasts of expenditure.

106. In October 1964 we were informed by the Government of
India that the question had been under consideration for some time,
whether the expenditure incurred by the State Governments on
Police forces maintained for the security of their border with
foreign countries should be the liability of the Central Government
and that the Government of India had since decided that the entire
expenditure incurred by the States on such forces as have been
maintained for this purpose with the approval of the Central Gov-
ernment would be met by them. No expenditure on this account will
therefore have to be met by the States during the Fourth Plan
period out of their own revenues and we have accordingly excluded
this expenditure from cur assessment of the forecast. The Govern-
ment of Assam have claimed that the Government of India should,
as a special case, extend a similar treatment to the expenditure in-
curred by them on their border with Nagaland. The decision com-
municated to us by the Government of India is not applicable to
this claim and we have included in our assessment of Assam Govern-
ment’s police expenditure the cost of maintaining law and order on
Assam’s border with the neighbouring State of Nagaland.

107. Although it would constitute part of the States’ normal reve-
nue expenditure, we have excluded from our assessment the cost of
participation by States in the new all-India services which are pro-
posed to be created for the Education, Medical, Agriculture, Forest
and other Departments in the States. The main reason for its ex-
clusion was that decision had so far not been taken by all States on
the actual number and grades of posts to be included from each De-
partment and there was no sufficiently firm decision or material on
the basis of which reasonably reliable estimates of additional cost
could be made. Not all States had given estimates and the esti-
mates which had been received did not show a reasonable degree of
consistency.

108. The Second and Third Finance Commissions took into
account, in their assessment the likely expenditure on the cost of
relief measures, necessitated by unforeseen natural calamities like
famine, floods and droughts. The amounts so included were esti-
mated by the Second Finance Commission roughly on the basis of
the average annual expenditure incurred over a decade. We have
reassessed the amounts likely to be required by each State for this
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jitem on the basis of the figures of gross expenditure for eight years
ending with 1964-65 (RE). Where the reassessed figure was lower
than the figure adopted by the Second and Third Finance Commis-
sions, we have retained the latter figure. Since eight years’ figures
were not separately available for Maharashtra and Gujarat, the
amounts asked for by them have been adopted for these States. The
annual amounts included by us in our estimates of expenditure are

given below:
(Rs. lakhs)

Annual  estimated
expenditure on
8. No. States relief from natural
calamities included
in our assessment

1. Andhra Pradesh . . . . . . . 75
2. Assam . . . . . . . . . 40
3. Bibar . . . . . 140
4. Gujarat . L. . . . . . 80
s. Jammu snd Kashmir , . . . . . . 28
6. Kemla . . . . . B . . . 10
7. Madhys Pradesh . . . . . . . . 30
8, Mnadras . . . . . . . . . 50
9, Maharashira . . . . . . . . 60
10. Mysore . * . . . . . . . 33
11, Orissa . . . . . . . . . 123
12. Punjab . . . . . . ' . . 197
13. Rajasthan . . . . . . . . . 93
14. Utwar Pradesh . . . . . . . 75
IS, West Bengal . . . . . . . . 535
TotAL . . . 1569

Foor-NoTE :

() West Bengal's expenditure under head “64-Famine Relief” included some expen-
diture which was not normaily included under this head in other States. The
figure of West Bengal is, therefore, not strictly comparable with those of the
other States.

(2) No provision is made for Nagaland since no expenditure has been incurred
under the head ¢ Famine Relief ™. pe "

109. We have included in our assessment estimated expenditure on
the continuance of any existing schemes for the subsidised distribution
of milk and foodgrains and for rural electric supply.

110. In March 1965, after we had received the forecast from the
States and concluded our discussions with the representatives of most
States, the Government of India sent us a copy of their communica-
tion to the State Governments suggesting an increase in the upper
monetary limits adopted for debiting the expenditure on individual
works or schemes to revenue. From the commencement of (he Fourth
Plan, it was proposed to increase the existing monetary limits, ie.,
Rs. 20,000 for individual works and Rs. 1 lakh for works of the same
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character forming part of a scheme to Rs. 1 lakh and Rs. 5 lakhs res-
pectively. The State Governments were requested by us to indicate
the increases in their estimated revenue expenditure during the Fourth
Plan period occasioned by this enhancement of limits. The States
reported varying amounts. Since we have not been able to get any
reliable and consistent basis for the increases claimed by the States
as g result of this letter of the Government of India, we have not
taken into account for any State, the effect of this change of classifica-
tion on the revenue during the Fourth Five-Year Plan,

111. For the purpose of our estimates, we have not taken into
account as expenditure, the estimated loss that will be incurred during
the Fourth Plan period by enterprises (including electricity schemes)
departmentally managed by the State Governments,

112, We have added in our estimates of expenditure the require-
ments of the States for payment of annual interest on loans outstand-
ing at the end of the Third Plan period (public loans, Central loans
and other loans) on the basis of annual outstanding amounts as at the
end of each year (i.e, net of repayments) as reported by the State
‘Governments and the Accountants-General. Interest liability on
account of other non-plan loans likely to be raised during the Fourth
Plan period has also been allowed in our estimates of expenditure, on
the basis of information obtained from the State Governments. The
interest liability during the Fourth Plan period on account of the
above two classes of loans is as follows:

(Rs. crores)
S. No. States Amount
1. Andhra Pradesh . . . . . . . 76-95
2. Assam . . . . . . . . . 30-20
3. Bihar. . . . . . . . . . 86-08
4. Gujarat . . . . . . . . 50-81
§. Jammu and Kashmir . . . . . . . 20-14
6. Kerala . . . 40-48
7. Madhya Pradesh . 73-§3
8. Madras . . e . . . . . 79°13
9. Maharashtra . . . . . . . . 97-81
10, Mysore . . . . . . . . . 5§8-66
11. Orissa . . . . . . . . . 62-37
12. Punjab . . . . . . . . . 75-53
13. Rajasthan . . . . ' . . . $8-01
14. Unar Pradesh . . . . . . . . 104-21
15. Waest Bengal . . . . . . . . 73:73
ToraL . . . 987-64

————

e T e . — v —i——— — JRp—
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113. We have also included in our assessment of expenditure the
requirements for payment of full interest on Fourth Plan loans that
will be raised by the States during 1966—71. We have not allowed
for capitalisation of any portion of the interest. We have utilised
the data obtained from the Planning Commission for our cstimates
of borrowings by the individual States. For Central loans we have
not provided any interest for the year of borrowing while for other
loans we have provided for interest for half a year, in the year of
borrowing. The amounts estimated by us on this account for each
State, for interest payments on the gross Fourth Plan loans are as
follows:

(Rs. crores)

S. No. States Amount
1. Andhra Pradesh . . . . . . . 43°48
3. Amsam . . . . . . . . 16-10
/3. Bihar . . . . . . . . . 4131
4. Jammu end Kashmir . . . . . . . 8:90
5. CGujarat . . . . . . . . . 2530
6, Kerala . . . . . . . . . 22-00
7. Madhye Pradesh . . . . . . . . 37'97
§. Madras . . . . . . . . . 41°61
9. Maharashira . . . . . . . . 51°15%

10, Mysore . . . . . . . . . 2992
11, Orissa . . . . . . . . . 31-58
12. Punjab . . . . . . . . . 29-99.
13. Rajasthan . . . . . . . . 29-46
14. Uttar Pradesh . . . . . . . . 6838
15. West Dengal . . . . . . . . 45714

ToraL . . . 522'29

114, Paragraph 4(a)(iii) of the Order of the President requires us
to icke into account, for the purpose of determining the needs of
S.uales for assistance under article 275(1) of the Constitution, the
expenditure likely to develve upon the States for the servicing of
tneir debt. Elsewhere in this report we have expressed our cpinion
that the service and amortisation of the market borrowings of the
State Governments must form part of the revenue liabilities of the
State Governments. We have accordingly included in our assessment
expenditure on these items estimated on the basis of the existing
practices adopted by the State Governments. This has resulted in
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allowing provisions only at nominal rates for some States and for
other States at adequate rates which will enable full repayment of
the loans on maturity. We feel that the entire question of indebted-
ness of the States and the soundness of the existing borrowing, inter-
est payment, repayment and accounting practices in this respect
should be reviewed on the basis of detailed study and report by a
competent body to be set up for the purpose. The rate at which
eontributions to the sinking fund should be charged to the revenue
account by States and the steps necessary to make the accumulations
available for the purposes {or which they are intended should con-
stitute part of the terms of reference to that body about which we
have made further recommendations in a later chapter of this
report, We consider it proper te include in our estimates of revenue
expenditure, provision for contribution to sinking funds for publie
loans on the basis in force at present., The amounts included for
the five years for the various States on account of sinking fund provi-
sion for public loans (including Fourth Plan loans) are as below:

(Rs, crores)
8. No. States Amount
1. Andhra Pradesh . . . . . . . 494
2, Assam . . . . . . . . . 11°19
3. Bihar . . . . . . . . . 9-04
4. Gujarat . . . . . . . . . 2841
S. Jammu and Kashmir . . . . . . . —_
6. Kerala . . . . . . . . . 363
7. Madhya Pradesh . . . . . . . . 719
8. Madras . . . . . . . . . %90
9. Maharashtra . . . . . . . . 40- 85
10. Mysore . . . . . . . . . 15:00
11. Nagaland . . . . . . . . . -_—
12. Orissa . . . . . . . . . 349
13. Punjab . . . . . . . . . 1215
14. Rajasthan . . . . . . . . . 1690
15. Uttar Pradesh . . . . . . . . 6197
16. West Bengal . . . . . . . . a8-56
ToTAL . . . 28622

115. The instructions in our lelter requesting for forecasts of
revenue and expenditw » from the State Governments required that
expenditure on schemes financed by non-plan grants from the Centre-
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should be included under expenditure and that an explanatory note
indicating the Central grants likely to be received should also be
furnished. Some States furnished such information but certain
other States provided expenditure estimates after deducting the
Central grants expected by them. In forecasting their expenditure,
State Governments have assumed the continuance of non-plan grants
on the existing basis for the following items: (i) labour and employ-
ment schemes, (ii) implementation of gold control rules, (iii) rehabi-
litation of displaced persons, (iv) subsidy in respect of interest on
loans for flood control schemes, (v) civil defence expenditure,
(vi) expenditure on outside police force borrowed in connection with
emergency (in respect of Assam), Additional Punjab Armed Police
Battalion deployed in Lahul and Spiti (in respect of Punjab),
(vii) Administration of Lahul and Spiti (in respect of Punjab),
and (viii) expenditure on Uttar Khand Division (in respect of Uttar
Pradesh), The deficits and surpluses arrived at by us are, therefore,
derived after taking credit for the non-plan grants expected to be
received by the States for such schemes.

116. The Third Plan schemes, more especially in the social service
sectors, create liability for ‘committed expenditure’ during the Fourth
Plan period. The expenditure on this account in 1966-67 has been
calculated by us on the basis of the estimated level of revenue plan
expenditure in 1965-66 in each State as ascertained from the Planning
Commission and its composition as assessed on the basis of informa-
tion furnished by the States. Provision was also made for an annual
growth rate of 3'5 per cent. in the committed expenditure. The total
amount included in our estimates on account of committed expendi-
ture of Third Plan Schemes for all States for the five-year period
comes to about Rs. 1,230 crores.

117. In scrutinizing the forecasts of revenue and expenditure pre-
sented by the States, we have taken into account the normal caution
with which estimates ranging over a large variety of items and over
a long period of five years, have to be prepared in the interest of
sound finance. Most States produced successive revised forecasts
either revising the original figures on the basis of further information
or including fresh items of expenditure not included in the criginal
forecasts. We have accepted the revisions wherever they were justi-
fied on the basis of the latest actuals. While revising expenditure
estimatcs on account of inclusion of such new items, the Commission
has taken into account the possibility of accommodating part of the
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expenditure on these new items by means of marginal reappropriations
in the large aggregate amount of the expenditure budget.

118. Paragraph 4(a){v) of the Order of the President requires us,
while recommending grants under article 275 of the Constitution, to
take into consideration the scope for economy consistent with
efficiency which may be effected by States in their administrative
expenditure. In examining the forecasts of revenue and expenditure
we have kept this aspect in mind. We have excluded from our &ssess-
ment of expenditure items such as loss in the working of public
enterprises. We have also assumed full realisation of current interest
dues from States corporations.

119. Our terms of reference specify that in making recommenda-
tions for assistance to States by way of grants-in-aid, we should have
regard, among other considerations, to the creation of a fund out of
the excess, if any, of the net proceeds of estate duty (over a limit
to be specified by the Commission), for repayment of States’ debt to
the Central Government. We have given our views elsewhere in
this report why we do not think there would be an advantage of any
consequence in adopting a scheme of the kind suggested by implica-
tion in this part of our terms of reference; in view of that position, we
have not allowed any transfers of revenue from the proceeds of estate
duty for creation of the proposed fund. We have, however, indepen-
dently considered the subject of States’ indebtedness to the Union
Government in another part of our report.

120. It was represented to us by almost all States that their present
levels of expenditure for maintenance of public works, more espe-
cially roads were grossly inadequate and that application of past
growth rates for forecasting the non-plan expenditure on public
works during the Fourth Plan period would not meet the need for
improving the existing conditions of roads. Some States have, there-
fore, urged the continuation of the special purpose communications
grant while some others have made substantial additions in srriving
at the base figure of 1966-67 expenditure on public works in their
forecasts. We agree that there is need for improving the standards
of public works maintenance in States but for reasons given elsewhere
we have not recommended any specific purpose grants. However, to
meet the needs of the situation and for according a uniform treatment
to the different States, we have estimated the 1965-66 expenditure on
public works with reference tn past trends over actuals of 1963-64 and
have made due allowance for tns enhanced standards of maintenance.
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121. On the receipts side, we have not included any transfer from
Central Road Fund since the amounts are intended to be utilised for
financing developmental outlays in the Plan. These receipts may,
therefore, be counted as resources for financing the Fourth Plan. We
have also excluded any expenditure which was proposed in the
States’ forecasts to be financed out of Central Road Fund grants,

122. We have allowed transfer to Zamindari/Jagir Abolition Fund
from the revenue account in the case of States which have been mak-
ing such provision from the revenue account. We have taken the
view that land reform measures were largely in the nature of basic
social reform and that as such the net burden falling on the States
exchequer on account of this reform might appropriately be met out
of the revenue budget itself. Even if the Zamindari Abolition Bonds
were trcated as public loans, some provision for their amortization
would have to be made in the revenue budget on the same basis as
amortization provision for public loans. Further, increases in land
revenue receipts on account of Zamindari Aholition measures accrue
in the revenue budget. In view of all this, we felt that it vsould ke
proper to make provision in the revenue budget for payment on
accqunt of Zamindari/Jagir abolition operations.

123, We have included in the revenue receipts the proceeds of
betterment levies and of sale of State property.

124. In the assessment of non-tax revenues of the States, we
could take into account only the revenues likely to accrue from
schemes completed by the end of the Third Plan period. Receipts
arising from the Fourth Plan schemes, including interest on fresh
lendings, have been left out since the size of the Fourth Plan and
its distribution among various sectors for each State are yet to be
finalised. These receipts may, therefore, be counted as resources
for financing the Fourth Plan.

125. While examining the forecast of receipts and expediture,
we found that some States have shown transfer of proceeds from
oertain taxes like tax on motor vehicles, sales tax on motor spirit,
sugar cane cess, education cess, electricity duty and toll on bridges
to funds set apart for meeting specific items of expenditures. Some
of these items formed part of non-plan revenue expenditure already
included in the forecast while others constituted Fourth Plan
expenditure or capital expenditure outside the plan with which
we are not concerned. We took the view that we should allow
for such transfer of tax revenues not only where the Fund is meant
for financing the non-plan revenue expenditure but also when it



57

is specifically earmarked for a particular purpose outside the nom-
plan revenue account. This would have the effect of making the
balance in these funds which is not being used for non-plan
purposes, available for plan expenditure.

126. For determining the needs of the States for assistance under
article 275(1) of the Constitution, it was necessary to examine in
detail the forecasts of revenue and expenditure furnished by each
State, taking into account the trends of growth of revenue and
expenditure in the past and the facts and arguments produced in
support of the detailed items in the discussion and correspondence
with the State Governments.

127. The interest receipts from Electricity Boards and other
autonomous enterprises had been estimated by several States on
the assumption that they would be unable to pay the entire amount
due under this head and that there would be a further increase in
arrears, over the levels existing at the end of the Third Plan, In
our assessment for the purpose of determining the revenue gap
and the requirements of grants under article 275, we have assumed
that the States must treat as resource their entire interest dues—
excluding interest on Fourth Plan loans. We have not assumed
any reduction in the arrears of interest as outstanding at the end
of the Third Five-Year Plan, except where expressly indicated
otherwise, in the States’ own forecast.

128. Many States included in the forecast demands for large
increases over present levels and past trends under police expendi-
ture, grants to local bodies and pay and allowance of State
employees. These demands by the States were not always
supported by firm decisions and detailed data. The Commission
therefore decided to include only those increases in expenditure,
which were based on firm decisions of the State Government
incorporated in orders which committed the Government to liability
on that account. As a consequence of this decision we had to leave
out a few cases on which proposals calculated to involve commit-
ments are at various advanced stages of consideration and action
has been held up awaiting the report of a Commission or the
passing of an Act by the Legislature. These are listed in Annexure
1, Part 1, We recommend that in case these propcpsals mature
into commitments before the President issues orders under article
275 of the Constitution, and the Union is approached by the State
Governments, those requirements may also be taken into account
by the President in determining the amounts to be granted under
article 275.
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129. Our estimates of revenue and expenditure take into account
all firm Government orders (including orders granting interim
reliefs in pay and D.A.) and enactments up to the end of June 1963.
We had hoped to take into account all revisions of estimates of
States’ expenditure on account of pay and allowances of employees
of State Governments and local bodies and schoel teachers
intimated to us by the Governments upto the end of July, 1965 on
the basis of firm Government orders creating the liabilities but
we have not been able to do so in respect of the liabilities created
by the orders listed in Annexure 1, Part 2 either because there was
not sufficient time after their receipt to reassess the estimates, or
the proposals were not accompanied by the basic particulars and
other data necessary to enable us to determine the need for
additional grants-in-aid. We recommend that the effect of these
liabilities may also be taken into account in fixing the article 275
grants to be included in the Crder of the President.

130. An assessment of needs of the type undertaken by us
cannot obviously take into account various items of requirements
which might emerge during the next five years and which cannot
be foreseen at this time. An appropriate procedure will have to
be evolved to take such needs into account and to afford Central
assistance wherever necessary.

131, Our assessment of revenue receipts and non-plan revenue
expenditure of different States for the five-year period 1966-67 to
1970-71 made in the manner explained in the preceding paragraphs
works out to the following estimates of non-plan revenue gap:

o (Rs. crores)
S. No., States Non-Plan revenue
gap during 1966-71
1. Andhra Pradesh . . . . . :
2. Assam . . . . . . . ig:;g
3. Bihar . . . . . . . . . 108-21
4 Guijarat . . . . . . . . . 113-55
5. Junmu and Kashmir . . . . . 66-10
6, Kerula . . . ' ; 18861
7. Madhva Pradesh . . . . . 162-0
B Mudras . . L Lo 207-32
9. Minharnshtra . . . . .
10. Myvsore . . . . . . ) . . ‘(‘)4 o
1. Nagalind . . . . ' . . 2‘;52
12. Orissa . .o . . . zét-gs
13. Punijab . . . . . :
14. Rajasthan | . . . . i . . 173-03
15. Unar Pradesh | . . . . . ' 136-4l
16, West Bengal . . . . . 183'33

——

ToraL . . . 242669
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132. After meeting the revenue deficits estimated for the five-
year period, the amounts accruing to the following States as their
shares of the various taxes and duties (i.e., shares of income-tax,
estate duties, Union excise duties, additional excise duties and
grants in lieu of tax on railway passenger fares) result in the
surplus noted against each State for the five-year period. We do
not recommend any grants under article 275 for them:

(Rs. crores)

S. No. States Surplus
1. Bihar . . . . . . . . . 89-25

2, Gujarat . . . . . . . . . 8-c0

3. Maharashtra . . . . . . . . 21566

4. Punjab . . . . . . . . . 2983
Uttar Pradesh . . . . . . . . 1702

6. Woest Bengal . . . . . . . . 13:97

TotaL . . W.’s—

133, The revenue deficiis for the five-year period are in excess
of the amounis accruing to the following 10 states as their shares
of the various taxes and duties (i.e., shares of income-tax, Union
excise duties, additional excise duties, estate duty and grants 1n
lieu of tax on railway passenger fares) by the sum shown against
each and we recommend that annual granis equal to one fifth of
the sum may be given to each of them wunder articl: 275 of the
Constitution:

(Rs. crores)

S. No. States Deficit, {5 times
annual grant)

1. Andhra Pradesh . . . . . . . 3610
2, Assam . . . . . . . . . 82-60
3. Jammu and Kashmir . . . 3285
4. Kenala . . . . . . . . TO4 1C
s. Madhya Pradesh . . . . . . 1350
6. Madras . . . . . . . . . 34-20
7. Mysore . . . . . . . . . 91-20
3. Nagaland . . . . . . . . . 35-31%
Q. Or!ssa . . . . . . . . . 145-9C
£0, Rajasthan . . . . . . . . . 3365

ToraL . . . 609-45




CHAPTER 11
GENERAL OBSERVATIONS AND SUGGESTIONS

134. We now deal with certain questions of a general mnature
which are of importance in connection with the topics constituting
our terms of reference and the recommendations made by us on

these topics.
1. Institutional Provision for Inter-Governmental Consultation—

135. While we were considering the requests of several States
in regard to the sharing of centrally levied taxes. and in particular
when we discussed with them the implications of our term of
reference contained in para 4(e) of the Order of the President—i.e.
adjustment of a State’s share of Union Excise Duties if the State’s
sales tax exceeds a specified limit—, we noticed that a very wide-
spread misunderstanding about the Union Government’s policy is
prevalent among them. The general charge is that the Union
Government has a tendency to neglect shared revenues, even
shared parts of one and the same item, in favour of non-shared
revenues and that there had not been adequate exploitation of the
assigned taxes mentioned in article 269 of the Constitution. Each
State illustrated this view with what it thought was an apt case.
Some States had a feeling that as the Constitution now stands, a
temptation on the part of the Union Government to neglect the
State’s needs is inescapable. A general review of inter-govern-
mental financial relations to be followed by constitutional amend-
ment, if necessary, was also urged. A more general feeling,
however, favoured more frequent consultations among the State
Governments, and between State Governments and the Union
Government on all matters of common financial interest.

136. It was neither necessary nor possible for us to go into the
merits of these opinions except in so far as they appeared to affect
the prospects of a cooperative and coordinated policy in regard
to complementary and alternative sources of revenue such
as Union excises on the one hand and sales taxes of States on the
other. Article 274 of the Constitution would appear to have been
purposcfully framed to forestall and to remedy misunderstandings
such as these. This article provides in effect that no proposal
which in any way affects existing or prospective financial interest

60
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of a State shall be presented to Parliament except on the recom-
mendation of the President. An explicit provision for a recom-
mendation by the President should normally entail some mechanism
other than the wusual briefing and advice from the concerned
Ministry at the Centre. While on several important subjects of
common financial interests, consultations with individual States
and groups of States have been held in the past there is no regular
provision or convention about preliminary consultation with
concerned States before the President makes a recommendation to
Parliament.

137. Thus, though procedural requirements of article 274 have
all along been observed, such observance may be capable of further
improvement in such manner as would more fully carry out the
purpose of this article and would convey greater reassurance to
the States. Contacts among States, and between the States and
the Union Government, for discussion of matters of common
financial interest ought to be much more regular than they have
been in the past, Zonal meetings and meetings of the National
Development Council are concerned with such a large number of
important questions that they cannot always be expected to give
to specific financial issues the close and detailed attention which
they deserve. The real intention of article 274, namely that all
aspects of the impact on State governments of financial proposals
to be made to Parliament should have been previously studied «¢nd
approved by the President of the Union can be better served if
regular meetings at policy, as well as implementation, levels are
held among representatives of the Union and State Governments.
The proceedings of such meetings will be helpful to all concerned,
including the President, in promoting clearer understanding and
firmer approval of common financial policies. Once the practice
of regular consultation is established it will tend to cover a growing
area of common financial interest, not confined to tax-sharing, but
extending to exchange of experiences which may lead to greater
and greater co-ordination in policy and procedure, the need for
which appears to have been pointed out by the Taxation Enquiry
Commission even a decade ago. In countries having comparable
financial relationships between a Central and several State
Governments the functioning of similar institutional devices of
regular consultation has produced valuable results. It would
appear that the time is ripe in India to make at least a beginning
in this respect.

112 M. of F.—6.
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II. Establishment of an Organisation in the Ministry of Finance
for continuing the Commission’s work.

138. The First Finance Commission had recommended the
establishment of a small organisation preferably as part of the
Sccretariat of the President, for making a continuous study of the
finances of the State Governments, the rates of taxes in operation,
the effects of the further measures of taxation undertaken by them,
the working of their commercial enterprises and their effect on the
State finances and cognate matters. It was intended that this
organisation should also obtain direct from the State Governmenis
periodical information in regard to the progress-of various social
scrvices such as education, medical and public health and other
material and data, tabulate them and make available the results of
these studies in the form of papers to the successive Finance
Commissions. Although this recommendation was accepted by the-
Government, only a small Cell was established, initially in the
President’'s Secretariat and subsequently transferred to the Finance
Ministry following the recommendations of the Taxation Enquiry
Commission.

139. The Second Finance Commission also recommended that
a nucleus staff with experience of the work of the Finance Com-
mission should be retained within the Finance Ministry and made
available to future Commissions. It also suggested that arrange-
ments may be made by the Finance Ministry for the necessary
statistical and other research work likely to be of assistance to
the future Commissions. The Third Finance Commission also
stressed the importance and necessity of arranging for the compi-
lation of reliable statistics relevant for the determination of the
needs of the states, their taxable capacity and the efficiency of their
administration,

140. The Cell maintained in the Finance Ministry, however,
consists of only some ministerial staff. No data except the Conspectus
of Central and State Budgets has been made available to us by the
Cell. The work of the Finance Commissions could be facilifated,
if adequate arrangements are made to make a continuous study of
State revenues and expenditure. For instance the result of such
studies would probably have enabled us to deal more satisfactorily
with our terms of reference relating to an examination of the scope
for economy in administrative exependiture and a study of the
combined incidence of States’ sales tax and Union excise duties on
preduction, consumption or exports than we have been able to do.
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We, therefore, suggest that the present Cell maintained in the
Finance Ministry may be re-organised and strengthened by the
addition of personnel with suitable research experience who would
be able to continue to collect and analyse the relevant material.

JII. Natural Calamities

141. The Government of India has a scheme for assistance to
States to meet expenditure on natural calamities in excess of the
provision made by the Second and Third” Finance Commissions in
their schemes of devolution on the basis of the past average annual
expenditure. In the course of their discussions with us, many States
have urged that the conditions governing the grant of assistance under
the scheme were too stringent and that the scheme should be libera-
lised so as to meet more adequately the needs of the States. The
complaints related in particular to certain items of relief expenditure
which were held to be ineligible for assistance under the scheme, the
provision necessitating local inspection by officers of the Government
of India, and the manner in which the excess of expenditure over
the fixed amounts provided by the Finance Commission was shared
between the Centre and the States. We have refixed the amounts
included in the expenditure forecast on the basis of actual expenditure
for eight years. We suggest that the working of the existing scheme
may be reviewed and modifications made wherever required in
consultation with the States.

IV. Transfer to Local Bodies

142, The forecasts of State expenditure accepted by us include
large amounts by way of transfer of resources and grants to local
bodies. These involve a large step-up over current levels of transfers.
Although the amounts admitted by us are what are payable according
to commitments incurred by the State Governments on the basis of
existing laws or orders, most States were unable to supply us state-
ments showing the break-up of the amounts among different heads of
expenditure, We have admitted the amounts on the basis that the
expenditure will have to be incurred exclusively on items which are
ineligible for inclusion in the Plan, but it should be easy to take this
reservation into account while finalising plan arrangements with
each State.

V. Borrowing

143. The subject of borrowings by State Governments has come
before the Commission in two contexts, By its terms of reference
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the Commission has been asked to pay regard among other things,
to any further expenditure for the servicing of their debt likely to
devolve upon  States, which are in need of assistance by way of
grant-in-aid of their revenues under article 275, and to the creation
by them of a fund out of the excesses, if any, over a limit to be
specified by the Commission, of the net proceeds of estate duty on
property other than agricultural land accruing to a State in any
financial year, for the repayment of the States’ debt to the Central
Government, Even the total net proceeds of estate duty on property
other than agricultural land accruing to States are so small in relation
to the existing and prospective burden of borrowing by States from
the Government of India, that unless the approach underlying Lhis
part of the Commission’s terms of reference is carried substantially
forward a satisfactory solution to the problem will not be found.
On their side the State Governments have as a rule expressed grave
concern at the mounting burden of their debts, and they have in
effeet requested the Commission either to provide them with enough
resources for the service and amortization of their debts or to find
some other way out of what many of them feel is an impasse.

144, The Commission must. therefore, squarely face the whole
problem of the budgetary implications of borrowings by State Gov-
ernments. In one specific respect, namely the service and amortization
of the market borrowings of State Governments, the Commission is
definitely of opinion that both these must form part of the revenue
linbilities of State Governments. While interest liability has in
the past been readily accepted as a revenue liability, amortization
provision has been allowed as a legitimate charge on revenue only
in the case of States which are not in need of grants in support of
their revenues under article 275. The acceptance of the item of
amortization as a legitimate part of revenue expenditure is, in our
opinion, unaffected by the source from which the revenues are
derived—revenues levied and collected by States, revenues accruing
to States under the scheme of devolution, and grants out of the
Consolidated Fund of India made in support of revenues of States
as recommended by the Finance Commission. While almost all
States have urged a claim for adequate strengthening of their revenues
to enable them to make a suitable provision for amortization of
their market borrowings, only a few among them have made any
substantial provision for the same in their budget.

145. It is likely that this lack of adequacy and of uniformity of
budget provision has been at least partly due to the view taken so
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far that provision for amortization of market borrowings is admis-
sible only to the extent to which a State’s revenue resources, other
than grants to which they are entiled under article 275, can bear
the financial burden. We have accepted as legitimate items of
revenue expenditure the provision already included in the
budgets of State Governments on acount of amortization of
their market borrowings. We recommend that an early inquiry
through a representative and expert body should be undertaken to
decide the principles of a scheme of amortization of public borrowings
by the States, The recommendations of this body should form the
basis on which all State Governments should be given an opportunity
to recast their expenditure forecasts of the next five years. As the
programme of public borrowings by State Governments is normally
formulated in consultation with the Government of India there should
be no difficulty in ascertaining the factual position of each State in
regard to its amortization needs under an approved scheme., As the
several guarantees given by a State Government to third parties
constitute a contingent liability which it owes to the public the
soundness of the practices currently followed in this respect should
also be examined by the body to be set up to consider the question
of public indebtedness of State Governments.

146. By far the more important in regard to amounts involved,
and more complicated in regard to underlying policies is the problem
of borrowings by States from the Government of India. The Central
Government as a creditor of State Governments is in a peculiar
position. Cases in which a State Government approaches the Centre
with a request for a loan for a purpose which it decides by its unaided
judgment as being in need of such finance are becoming very few.
As a rule most of the objects of expenditure and investment by State
Governments are determined by joint consultation either directly or
through the Planning Commission. At least in some cases the Centre
is keen on offering an inducement to a State Government te undertake
a fresh responsibility. While the ultimate judgment of the State
Government is in no way fettered, over a growing area of public
expenditure, the relations between the two authorities are developing
into an unlimited partnership. Whatever may be the position in law
the Government of India cannot appraise the credit of a State Gov-
ernment, and certainly not of a number of State Governments,
differently from its own credit. A survey of the soundness of the
present system of inter-governmental borrowing is necessary as much
in the interests of the States, as that of the Government of India.
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147. It is necessary to be clear about the purpose and nature of a
loan before its service and amortization can be put on a sound basis.
When borrowing was largely confined to meeting either distress
expenditure or the provision of a public amenity no serious doubt
existed as to the burden both of interest and repayment being
borne by revenues over an appropriate number of years. The mere
fact that certain items of expenditure resulted in the creation of
durable assets did not alter the fact that the expenditure had to be
finally met out of revenue. Only items of expenditure which
created a productive asset, bringing in a net revenue which would
pay for interest and repayment, could be classified as investments
and kept out of the revenue budget. A number of items fell between
the two clearly defined classes, as being partly a revenue amenity
and partly a capital investment. The extent to which each such
jtem constituted a burden on general revenues had to be deter-
mined by the extent of its being an amenity and not an investment.
This in substance was the prevailing practice of State and Central
Governments till the developmental functions of both the State
and Central Governments became increasingly important.

148. In 1955 the Government of India advised the State Govern-
ments that all expenditure on capital assets, that is durable or fixed
though not necessarily productive or self-liquidating assets, should
be held eligible for being serviced out of loans, and that the amorti-
zation of such loans need not be treated as a charge on revenue
except to the extent that the State Governments were bound to
provide in accordance with any law or with any specific under-
taking given in the case of any loan [Appendix III (xi}]. In its
initial stages this practice, which ran counter to the more discrimi-
nating policy of the earlier period of keeping out of the revenue
budget only productive and self-liquidating items of capital ex-
penditure, did not produce serious results, though it appears that
some at least among the State Governments had repeatedly urged
the claims of the more orthodox policy. The diversion of large items
of unproductive or inadequately productive capital expenditure
from the revenue to capital budgets made it possible to show a
balanced revenue budget and to go on balancing the capital budgets
also by fresh borrowings. As the sources and purposes of borrowings
were numerous and ever on the increase, no serious question about
the soundness of the new system projected itself for some time on
the attention of Governments. But as the burden of Central loans
began to pile up, and as the unproductive i.e. non-revenue earning
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nature of a large part of it e.g. education, health, protective irriga-
tion, ete. became clear, the States felt that any further continuance
of this policy by the Government of India could only mean that the
Centre would ultimately take care not only of the interest, but also
of the repayment liability of the whole debt, at least of that part of
it which was not clearly productive of a net return equal to these
obligations. As we have noted above more than one State has urged
us to take this view of their indebtedness to the Centre.

149. As recently as March of this year the classification of
expenditure as between capital and revenue accounts has received
attention from the Finance Ministry of the Government of India.
[Appendix III (x)]. While it is recognized that only clearly pro-
ductive items of capital expenditure can be kept out of the revenue
budget no definite provision has yet been made to ensure the obser-
vance of this salutary principle. Even when the general principle
is accepted its application, or rather its reapplication in a develop-
mental pattern of expenditure, is bound to raise a number of diffi-
cult procedural and financial issues. Apart from the current and
prospective application of a more rational principle, the scrutiny,
classification and treatment of accumulated indebtedness would
need an elaborate, expert and representative deliberation, We are
convinced, however, that in the interest of financial soundness
such an inquiry ought not to be delayed any further. In regard to
periods, rates of interest and other terms of each loan made by the
Government of India to a State Government a much Imore specific
and discriminating approach, than it has been possible to adopt in
recent years, appears to be called for. It is only in the light of a
thoroughgoing investigation of past commitments and of future
borrowings that the exact impact of Central loans on State budgets
can be measured, and incorporated into the scheme of devolution
and grants which it is the function of the Finance Commission to
recommend.

150. The overshadowing of current budgets by plan budgets, and
generally of maintenance by developmental objectives has naturally
created a ready acceptance of higher expenditure targets and of
continued borrowing. A few State Governments readily admitted
that their budgeting was optimistic in regard to revenue, that is
they had budgeted for higher figures of revenue than they hoped
to receive. This unusual attitude was sought to be defended partly
as a target for achievement and partly as an apparent justification
for higher expenditure budgets than were justified. Somehow this
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was thought to be consistent with a welfare State. Even with this
leavening of optimism budgets were not balanced in every case.
Such situations, it was claimed would be met by ways and means
overdraft. While as yet such attitudes and occurrences are rare the
very fact that they are beginning to come to the surface indicates
that a thorough revision of the policy underlying borrowing by
States, especially from the Centre, is urgently called for. In their
turn borrowers from State Governments are developing attitudes
which reflect similar ideas of optimism and complaisance. A
sounder and more rational arrangement between the purposes and
the terms of loans must be reinstated to secure and enhance the
strength of the fiscal system.

VI. Statistical data reqiired by the Commissions.

151, The earlier Finance Commissions had emphasised the need
for collecting reliable Statistical data on a continuous basis and
making them available to Finance Commissions at the very com-
mencement of their work. We have mentioned elsewhere that very
little information had already been collected and compiled. We
had to make our own arrangements for collection and analysis of
the statistical data required by us. We issued a questionnaire to
the State Governments requesting them to furnish information on
30 subsidiary points which were relevant to the work of the Com-
mission, The questionnaire will be found in Appendix III(iv).

152. The lask of the Commission involved the assessment of
revenue receipts and expenditure of the States over the Fourth
Plan period. This in turn required the estimation of the past and
current growth rates of a number of components of receipts and
expenditure. The data available in the budget papers could not be
used for trend analysis without adjustment. There were many
elements which made it difficult to compare the data over time.
Changes introduced from time to time in budget classifications
and accounting practices, step-up in receipts on account of addi-
tional taxation measures and take-over by corporations of depart-
mentally run industrial and commercial enterprises are some of the
major causes of non-comparability in the statistics of revenue
receipts and expenditure of the States. Some of the items of statis~
tics that should be collected are the following: —

(i) Information on additional taxation and other elements

necessary for adjustments to make budget figures com-
parable over time;
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(ii) rates of the principal taxes, duties and fees levied and the-
changes made from time to time in the rates;

(iii) details of schemes outside the plan financed partly or
wholly by the Central Government or commodity com-~
mittees;

(iv) regular comparable data on arrears of taxes in different
States;

(v) loans advanced by State Governments to corporations,.

electricity boards ete.; rate of interest and other terms.
and conditions;

(vi) debt position of the States—Central and Public Debts—
interest rates, terms of repayment and provision for
apropriation;

(vii) number and pay ranges of State Government employees
and employees of local bodies including Panchayat ins-
titutions and teachers in aided schools,

(viii) data on financial and economic results of irrigation (com-
mercial), multipurpose river schemes and departmentally
run commercial and industrial enterprises; and

(ix) details of transfer of resources to local bodies in each
State and the manner of utilisation of these funds.

153. It has been stated in the Chapter on Income-tax that we:
have been obliged to accept collection as the only available measure
of contribution for the distribution of income tax proceeds amongst
the States. It may be said that a better indicator of contribution
would be provided by measures of income orginating in an area or
accruing to the residents of an area but adequate data are not
available, An early attempt should be made to collect such infor-
mation in future.

154. Successive Commissions have felt the need to have rcliable
data on State’s contribution to excise duties, on the basis of consump-
tion. The commodities concerned fall under two categories:
(i) excisable goods consumed by households, and (ii) producer and
intermediate goods., There is no readily available information in
respect of the second category. As regards the first category, the
National Sample Survey collects information on household consumer
expenditure annually, but State-wise information is not available for
any round except for the 13th round (1957-58); the 13th round data
were considered by the Third Commission and found not usable
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for the purpose of distribution of excise duties. We urge that in-
formation on consumption data, both household and non-household,
.on excisable articles should be collected and maintained ¢n an
up-to-date basis.

155. Qur terms of reference include the study of the effect cf
the combined incidence of States' Sales tax and Union duties of
-excise on the production, consumption or export of commodities or
products, the duties on which are shareable with the States. We
have said elsewhere that due to lack of statistics, we are not in a
Jposition to study the problem, Only one or two States have made
any real attempt to collect information on commodity-wise yield of
Sales tax, Even in those States, the information collected is far
from satisfactory. We recommend that immediate steps should be
taken to collect commodity-wise information on Sales tax and excise
duties. This information would be useful to the State Governments
themselves,

156. Some States urged that per capite income should be taken
as a criterion for the distribution of excise duty and income-tax.
We examined the available data on State income and found that
they are not comparable from State to State and therefore not nsable
for the purpose. We urge that the process of building up reliable
and comparable estimates of State income should be accelerated.



CHAPTER 12

SUMMARY OF RECOMMENDATIONS

157. Qur recommendations to the President in regard to devolu-
tion and grants-in-aid are set out below :—

Under article 269 of the Constitution:

I. Estate Duty.—In each of the five years commencing from lst
April, 1966 :—

(i) Out of the net proceeds of the duty in each financial year,
a sum equal to two per cent be retained by the Union as
proceeds attributable to Union Territories ;

(ii) The balance be apportioned between immovable property
and other property in the ratio of the gross value of all
such properties brought into assessment in that year;

(iii) The sum thus apportioned toc immovable property be
distributed among the States in proportion to the gross

value of the immovable property located in each State;
and

(iv) The sum apportioned to property other than immovable
property be distributed among the States as follows :—

State Percentage

Andhra Pradesh . . . . . . . . 8 34
Assam . . . . . . . . . . 275
Bihar . . . . . . . . . . 10-76
Gujarat . . . . . . . . . 478
Jammu and Kashmir . . . . . . . 083
Kerala . . . . . . . . . . 392
Madhya Pradesh . . . . . . 7-50
Madras . . . . . . . . ' . 7-80
Maharashtra . . . . . . . . 916
Mysore . . . . . . . . . . 5-46
Nagaland 0-09
Orissa . . . . . . . . 407
Punjab . . . . . . . . . . 4-70
Rajasthan . . . . . . . 467
Uttar Pradesh . . . . . . . . . 17:08
West Bengal . . . . . . . R . 809

100° 00
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f taxes on Railway Fares.—In each of the five

II. Grant in lieu o
grant made

years commencing from lst April 1966, the amount of .
available on the basis of the recommendations of the Railway

Convention Committee be distributed among the States as follows:—

State Percentage
Andhra Pradesh . 9-05
Assam 279
Bihar . 9-99
Gujarat 71
Jammu and Kashmir
Kerala 1-85
Madhya Pradesh 985
Madras . . . 581
Maharashtra 898
Mysore . 398
Nagaland 00l
Orissa 2-12
Punjab 743
Rajasthan . 6-40
Uttar Pradesh . . . . . . . . . 18-23
West Bengal . 6- 40

100° 0O

Under article 270 of the Constitution:

111, Income-tax.—In each of the five years commencing from 1Ist
April, 1966 :—

(i) the percentage of the net proceeds in any financial year
of taxes on income other than agricultural income, except
in so far as these proceeds represent proceeds attributable
to Union territories or to taxes payable in respect of Union
emoluments to be assigned to the States be 75 (Seventy
Five) per cent;

(ii) the percentage of the net proceeds of taxes on income
which shall be deemed to represent proceeds attributable
to Union territories be 2§ (Two and a half) per cent; and
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