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CHAPTER_ T

INDIAN FEDERATION

The federal principle in the Indian constitution is
clearly reflected in the distribution of legislative and
financial powers among the Union and the State Governments.
Under the constitution, the distribution of legislative pewers
between Union and the States is in three categories viz,
Union list, State list and concurrent list, The Unlon list
enumeratgs 97ﬂsubjeet§ whiﬁh are_of‘natiqnal_importance. _
These important subjects include, inter alla, defence, atomic
energy, defence indu;trie;, forelgn affailrs, railways,
currency, foreign exchange., The state list consists of 66
items, wore important of which are public order, police,
administration of justice, educatlion,medical and public
health, agriculture etc, The concurrent list éontains 47

items, These include criminal laws, labour disputes, social
‘legislations, social security, economic and social planning
etc, This 1list provides an in.bullt mechanism of cooperation
between the Union and States, and covers subjects of common
interest. 1In case of conflicts the policy sdopted by the
Central Government prevails over the policies of the units,

The scheme of division of revenue is a combination of
division of taxing powers and borrowing powers between the
Unicn and the States, It is to be noted that resources which
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are allowed to the Central Government are not meant exclusively
for the benefit of the Central Government., In wany cases they
are also meant for subsidising eentrally preferred and/or
sponsored schemes to be executed by the States so as to ensure
a reasonably possible uniformity in public services., ,

Most of the taxes having an inter-state base have been
allocated to the Centrsl Government. These include taxes on
income (other.than agricultu:gl_inqqme), corporation tax,
custom duties, estate.and‘guccesgion duties on property other
than agricultural lend ete. Many of the taxes allocated to
‘the State Governments have a local character e.g. land revenue,
tax on agricultn:al income, gugcessiop_and_qstgtg dutiesrin_ ]
respect of agricultural land, sales taxes and certain excises,
It 1s noteworthy that not a single tax power is involved in
the concurrent 1ist. The major consideration in this case
seems to be the avoidance of the overlapping of the tax
Jurisdicetion between the Central end State Governments as also
the avoidance of unnecessary multiplicity in tax legislation
in different states, which tend to distort inter-state re;
source flows. '

In a sense, fiscal federation is best realised in the
Indian constitution, It provides the legislative powers and
financlial resources between the Union and the State Govern;
ments in an elaborate manner, The areas ei friction are wini.
mized and a grealt scope for financial cooperation is provided.

The political harmony between the federal and Unit Governments
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has received careful attention. Indian constitution is a good

exsmple of cooperative federalism existing by consent.
Trangfer of Financial Resources

In an earlier éection, it has been noted that the v
transfer of financial resources from the Union to States 15
a basic feature of :ederal_poiity,_AIt ;s»pppp?sed“tqlgxapiné
why such federal transfer of resources is made. vIp;this‘rqs;°
pect, Prof, D. T. Lakadawala observes, "The fundamental aim of
the Union-staxe.ﬁransrers is to ensure eéualisatign of publie
services among different state especially in soclal overheads
like health, medicine and education end to a larger extent
also economie overheads like communications, irrigations and

pwer.""1

However, the major objectives of resource transfers
from Centre to States are (a) to reduce the vertical fiscal
imbalance and (b) to eéualise and promote levels of infra.
structural development and services in the constituent units
of the federation,

The principle of fiscal edualisation adopted by the
constitution logically indicates the pre;existenca of both
vertical and horizontal fiscal imbalance. Of course, vertical
and horizontal fiscal imbalances are attributable to certain

provisions of the constitution as well as the changing socio-

1l D, T, Lakadawala, *Centre State Financial Relations'
(Key paper), Indian Economic Association, 55th Annual Cone
ference, 19%2, P.Vo
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economic conditions in the country. Let us consider vertical
imbalance to begin with,

The verticel fiscal imbalance means an excess ©of current
expenditure over revenue at the states level and a current
surplus at the Centre, The Indian constitution assigns more
flexible and prqductive_sources'ot revenue liké'ingome tax,
corpération tax, union excise dﬁty to the Union Government,

As against this, the 1inite¢,41ngﬂeéuaté:and.inelaﬁtié*éources
are allocated to the States, This 1s done on gfqnhds of
figscal efficlency, At the same‘time_important_functions‘such
" as agricultu:e, education, mgdica;_gaxg, pub;;cuheaiph, law
“and order gssigneﬁ'to states. These §ap Eg effectively ad;v
ministered, in a vast country, agcordinglﬁo the sixth Finance
Comulssion, only by the State Governwents, who aie oioser to
the people and more keenly alive to their problems and needs.2
It 1s clear that State Governments are assigned important
functlions, Therefore it is desirable that State Governmwents
should have adeégate resources to discharge thesq important
Tesponsibilities, ﬁowever, it 13 a fact that resources that
are allocated to the States are not only 1nade§uate but are
also inelastic excepting to some extent sales tax, This
peculiar situation in our federal economy is the result both
of bolitiéal expediency and needs of economic integration of

the wvhole econouwy, Consequently the major objectives of

2 . The Report of the Finance Commission, 1973, D.6.

£ T feforemce hoe b bmot to income eleaticity or taaleobivily
[ of tawalion but M‘WLH’ 1 renvenue Paodmgtcv.’ta of a tax ao )
‘ CoWMomﬂa done ua U*ux,afww.l ta Indianm federad fimamce .

P
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resource transfers menticnsd above sssume greater significance,
Resource transfer should additionslly aim at redressiqg'the
| disabilities of some of the federal units,

Table 1.1 given below establishes the real naturefpf _
vertical fiscal imbalance. The data in this table require some
explanation, Ihe data relates to overall receipts qt c¢ntra;
GoverhmentAi.e. recelipts qn_both'rgvenue'apd cap;talvaccount.
In the éasé of‘cénﬁral Government receipts, these include
among other things, the total recsiptg.:rqm shareable taxeé
ccllected by the Central Government i.e, not only the Centre's
share in shareable taxes but also shares of these texes which
ultimately get transferred te the State Governments. This _
approach is Justified because it shows how much is collected
by Central machinery and the extent to which ;t can_iprlueﬁce
the state receipts, On the other side, the receipts of States
have to depend on the Centre for this transfer, In thevcase
of expenditure, the central figures are exclusive of loans and
advances male and grants-in-eid because these do not in any way
show the direct expenditure responsibility of the Central
Governuent, The data regarding thé expanditure of the State
Governments includes both revenue and capltal expenditure of
developmental and non;develcpmental nature. These figures
indicate relative functional responsibilities of thé_state
Governments, lMoreover, arrangement of data in this manner
reveals the inabullt nature of the fiscal iwbalance in the

Indian federation,



Table 1,1 hevenue and Capital Account of the Central and State Governments

{(Rs, in crores)

) @B @ SN ap & @ & W o W W W » W =-» W W W W WS S R W G W S G W R S e TR W G e e e W ‘ cd G e ay

r Central Government : : S State Governments
ear - , .
Receipt Expendi Imbalance 3 as £ )7 Receipt Expendi. Imbalance 7 es § 757 7°°F
ture of 2 7 ture _ of '
- - 1 2 -3 by He 5 .6 . 8 - - 8A
'197l+;75 11078,7 6885,8 +4192,9 = 60.89 37.2 5278 . 8634 «3356 . 38,87 63-5

1975-76 143717 8698.1  +5673.6 65,23 394 6420 10457 k037 . 38,61 fxé
1976-77 16035.3 9357,1 +6698,3 7L.7% 417 8289 11872 ;3583 30,18 %3-2-
1977-78  17178.7 10197,9  +6980.8 6845 5% 757 13358 578k . 43.30 7636
1978-79  20135.0 11332.5  +8772.5 77.38 ks 12 15778 lséué M2 mer

W W a A W W Gh WD W W G .G W OGP W AR WR W G AR YR e W A W WE WR W W SR W A R Gk A AR AR IR W SR e W e @

Notes : 1. Recelpts of the Centre includes States share from income tax, estate
. duty and exclse duty including additional dutles of execise. . ..

2. Expenditure of the Centre is exclusive of loans and advances, grants- -
in.ald to states and Union territories for development and non-develop-
. Ment purposes,

3. Receipts of the States exclude resources transferred from the Centre
{ shared taxes, grants-in-aid, loans Lrom Central Government).

Scurce : RBI Bulletins, Deceuber 1976, p,864; November 19774 1.750; September 1978,
P.627; September 1979y p.572; August 1980, p.598; September 1980, P. 647,
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The data from Table 1.1 clearly shows how Central
Covernment is placed in a strong fiscal position as sgainst
the unfavourable fiscal imbalance which the States have to
face. On an average, the overall surplus of the Central
Government is around 69,5 per cent of its expenditure resa
plnsibility whereas the States* fiscal adversity is of'tha
tune bf 39.52 per cent of the exﬁen@itqre reénipementgf
~ . The fiscal imbalance in respect of the States can be
shown also by the ratlo of Qentral_tran;fgrs.(tax Tevenue +
grants + loans) to the States' total expenditure inclusive of
both capital and revenue ahcounts, This directly depicts |
the States dependence on the Central devolution and so direetly
reflects the adverse naturs of fisegl imbalance for the States.
The data from Table 1,2 reveals the situation,

Table 1,2: Transfer of Resoureces

(Rs. in crores)

Period Total transfer Total expenw Ratlo of transfer

o vgﬁggegentre't? _g%guggagié o -to expenditure )
1951-56 LY R 3463 ¥1.3
1956-61 2868 4622 W7
196166 5600 11981 46,7
195669 5349 11637 45.9
196974 15101 31766 47,5

---------'----------_-----------

Source : A. 8. Nadkarni "Satwa Witta Ayog", Arth Samvad
(Marathi), AprileJune, 1979, Vol.3,No.l1, p.k4,
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During the period 1951;56 the ratio of total transfers‘
from Central Government to States' total expenditure was 41,3
per cent, It inereased upto 47.5 per cent during the period
1969-74. During the period of 1951-56 to 1969o7k the average
degreeior dependence of States onthyernment>pt_Indig resources
vag h5-per cént of their expenditnre. This conclusively shows
that States have been eonstantly dependent on the Centre with
whon resources are centralised, 3, Inevitably transfer of rew
source; from_antre ‘to States becpmgs 1mpe:at1ve»to engble
the Stﬁtes.té_carry out the_funét;ons>assigne¢ to them,

. ﬁorizntal federal fiscal imbalance refers to a fiseal
situation of 1nd1vidua1 constituent States of a federation
where the extent of non-correspondence between the States' own
revenues and expenditures varies from State to State owing to
difrerenges'in their fiscal capaéity, level of economie deve;
lopment etc,  The other 1mportant reason for federal resource
transfer derlives  from regional economlie (fisecal) dieparities.
The problem of uneven fiscal potentials of the stata Govern-
‘ments 1s fawilliar, Some states are relatively more endowed

th natural resources than others, Consequently the rates
of growth 1n.d1rferent78tat¢g are different. Naturaily some
states lag behind the others, particularly in the developuwent
of'puplic services, These disparities can roughly be adjudged
in terms of per caplta incomes wﬁich differ significantly from

3 ef. I. 8, Gulati, Refer to his "Centre-State Financial
?;%;tioni; The M, S.University Economie Series, No,6, Baroda,
’ p . . '
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Stete to State. Consequently transfer of rescurces from the
Centre to States becomes necessary to ensure balanced regional
development on which ultimately hinges the stability of the .
federal structure. This kind of resource transfer necessarily

involves some transfers at the cost of more developed States,

Channels of Transfer of Resources

_ In this section, it is now proposed to examine the
mechanism by which certain kinds of Cantral Tevenues are trans-
ferred to the stg§§s,_.Tha_qonstitpﬁianal provisiqns regarding
the process of resource transfers are given below,

b % Finance Commission

N Wa have already established the ract that thero has always
been a fiscsl ilmbalance both at the Central and State level in
the Indian federation. We have also pointed out that the emer;
gence of fiscal imbalance is attributable not only to the
differences in fiscal capacities of the States but 1s more
importantly attributable to the constitutional provisions re-
garding the division of_functions and financial powers between
the Centre end State Governments., As we know the constitution
has provided more elastie financial resources to the Central
Governwent while states have been given most of the growing
functions., However, the constitution - makers in India have
been duite awvare of this fiscal imbalance and therefore they
made a number of constitutional provisions to ensure a regular

transfer of resources from the Centre to the States. The
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Finance Commission deals with the more important constitutional‘
provi;ions related to transfer of revenue which are enumerated
below,

Article 280 of the Constitution requires the President
of Indian Union to constitute the Finance Commission at least
once in every five years., The :eqommgh@gtqry.funcpions of the
Financé Commission are laid down ﬁnder clauses of 3 of Article
280 of the Constitutlion which are as follows:

- 1) The distribution between the Union and the States of
the net proceeds of tg;es_which are to be or may be divided
between them and allocation between the States of the respec-
tive shares of such proceedsy

2) The principles vhich would govern the grants-in-aid
of the revenue of the States out of the Consolidated Fund of
India; and

3) Any other matter, referred to the Commission by the
President of India in the interests of establishment of sound
financlal systen,

The other 1mportant fiscal provisions of the constitfue
tion regarding sharing of tgxes and other waysvof transferring
resourced under the Jjurisdiction of Finaﬁce Commissibn are
briefly explained below: |

1) Article 269

Under Article 269 are included seven texes.

1) daties in respect of succession to property
other than agricultural land;
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ii) estate duty in respect of property other than
agricultural land;
111) terminal taxes on goods or passengers carried by
‘railvay, alr, sea; _
iv) taxes on raillvay fares and freights;
v) taxes other than stamp duties on transaction in
stock exchanges and future markets; S
- vi) taxes on the sale and purchase cf revspapers and
on edvertisements published therein; ’
~ vii) texes on the sale or purchase of goods other than
newspapers, where such sale or purchase taxes place in the
course of ;nter~s§ate trade or commerce. Of these»seven“taxgs
coming under Article 269, only two i.e. (11) and (1v) have been
actually imposed by the Central Government. The tax on rallwey
fares and freights repealed and merged with the basic fares in
1961. As railwey is the Central subject, the_proceeds from _
railvay fares and freights are not shareable with the States,
This resulted in a revenue loss to the States which the Central
Government decided to offset by givigg compensatory grants in
lieu of taxes on rallway passenger and freights. The Finance
Commission has to make“recommendations regarding the interw
State distribution of grants in lieu of taxes on rallway fares
and freights and revenue from estﬁte duty.
The inter-state distribution of net proceeds of estate
duty 1s recommended by Second Finance Commission on the follow;

ing principles:
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a) the net distributable proceeds are first apportioned
between movable and immovable property.

b) the amount apportioned to immovable property is then
distributed in proportion to the gross value of such prbpgrty
located in each and brought into assessment in each State,

¢) the amount_apportioneq to movable property is dis;
tributed on a population bas@g,‘A.'l S o

In the case of distiribution of grants in lieﬁ of taxes
on rallway fares and freights upto sixth plan, the prineciple
of compensation and Toute milsge vas used. The Sixth Finance
Comuission made slight changes and allocated States' share on
guagewise route ;gpgths ofﬁ:ailways and‘pas§enggr.earpings for
each zonal rallway. The Seventh Finance Commission adopted
proportion of non-suburban passenger earnings from traffic
originating in each state to the total earnings in all the
States as the basis for the inter-State distribution of this

grant,

2) Artiele 270

 As per the provision of Article 270 of the Constitu-
tion, tax on income other than agricultural income is to be
1%¥ied and collected by the Central Government but the net
_proceeds from this are to be compulsorily sharsd with the
States., Here again the duantum of the States' share and its
inter-state distribution is to be determined on the basis of
principles derived by the Finance Commission,
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3) Article 272

This Article provides for taxes which are lavied and
collected by the Central Government, but which may be shared
with the State Governments, The taxes coming under this
Article are Union excise dutles other than such duties of excise
on medicinel and tollet preparation., This Article siwply makes
pernissive prpvision.wigh_regarﬁ toﬂ;haring Qf these duties,
Parliament has been empowered.to exercise discretion to make
law providing for their ghgring.as:wall as laying down the
prineiples of distribution, It is to be noted that the Parlia-
ment has acted 1n a positive manner by using this Article to meake
Government of India ahare the revenue from excise dutles with

the States according to the recommendations of the Finance

CQmmission.

L) Article 225

Grants-in-aid of the revenue of the State Govgrnments‘
to be made by the Central Government derive their valldity from
Article 279 of the constitution. These grants need not be
given to all the states and not be necessarily of the same
amount in the case of the States receiving the grants, They
are to be pald out of the Consolidated Fund of India., The
basic conditlon which a state must fulfil to get grants-in.aid
is that in Parliament's opinion on the basis of Finance
Commission's recomuendation it should be in need of the Central

assistance, These grants are known as statutory grants, A |
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Finanee Commission 1s reénired to assess the budgetary needs
in view of the fiscal efforts of the States and recommend the
principles which will govern the grants-in-.ald of revenue to
the States, It camnot be disputed that the constitution 1t.
self makes the reference to the ﬁeed criterion to determine the
grants-in-aid, 3owever?jthe constitution does nqt specify the
purposes for which the grants-in-sid can be wade, Under Article
| 280(3)(b)‘ot‘the_gonsf;tntiqn, ;t.becomés the re;poﬁsibility
of the Financs Counission to recomsend to the Parlisment the
principles which should govern the gpants-ip;a;d_of_ﬁpe re; '
venues of the States, It 1s however, necessary to realise that
the Finance Cqmmissiqp assesses only.tha_non;plan'nge@_elements
es Toflected by the gap between the noraslly growing committed,
non;plgn_expgp§itnre on revenue accoﬁnt on theippe hand“apd the
antic;patgdrreygnue_fécqipts at the existing rates of taxation
and receipts accruing to a State from'tax gharing on the other.

It 1s clear that thé resource transfers in the form of
tax sharing and_grants#in;aid under Article 275 are the wajor
types of resource transfers to be recoumended by the Finance
Commissibn. More particularly, the.Finanee>Commission e~
commends the principles on which receipts from shareable taxes
wholly or partly are to be transferred to the States and then
distributed among them as also the principles on which grants-
in.aid under 275 are to be made,

In 1957, additional duties of excise on mill;made
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textileé, sngaf and tobacco were imposed replacing the States
sales tax on these commodities. According to an agrgement
between the States and Central Government, the net proceeds of
additional duties of excise are to be distributed among the
States on the basis of recomrendations made bj the Finance
Commission,
2, Planning Commission

- Eventhough planning as a subject falls under the cdn;
current 1list of p?e Constitqtion, thgreAig norspegifiglﬁréfi;
sion for the establishaent of the Planning Commission. Ko
ever, the Central Government by a Cap;net resqlution.approved_
by the Parliament constitutgd_@he Planning Commission in 1950,
It 1s entrusted with the responsibility of foruulatlng the
plan for‘the entire economy, assess the aya;lablerrésourcgs
and allocate them in accordance with the priorities of the
plan., One of the important functiona of the Planning COmmi;
sslon is to recommend_the'distribution of plan grants and '
loans to different States, The Planning Commission grants are
made unde: thg provislons of Article 282 of the Constitutioh.
. This Article empowers the Central Government as well as State
Governmwents to give grants for certaln public purposes. This
Article can be used for transfer in the form of grants from
- the States to the Central Government., Fowever, the reverse
flow has never taken plage since the Constitution came inte

force after independence. The extensive use of this Article
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by the Government for meking plan grants to the States 1s one
of the important and significant phenoxena in figscal affairs
of the Indien Federation, This is easily corroborated by the
fact that on an average nearly 3% per cent of the total trcns;
fers from the Centre to the States during 1951:7# period are
accounted for by the Planning Commission, these transfers be:
ing even greater_than_the transfe;s made by the Firnance Couni-
ssion (31.5 per cent).u_ In the subseduént period thig tendency
has beécome more pronognced es 1s reflected in the Fifth Plan
(197%#79) transfef where Wl per cent of the total transfer are
made by the Planning Qommission.s -

- In otherwords, a non;constitutional body like Planning
| Comrission bag assumed an important role in Central transfers

to the States,

3. Discretionary Transfers

The Central Governzent is autho;ised to give loans to
the State Governments under Article 293 of the Constitution.
This Article confers on State Governments the power to borrow
within the territory in India on the security of their Cone
solidated Funds and guarantees with such limits as wmay be fixed

'y The Revort of the Finance Cowmmission, 1973, p.6, the
folloving data about toal transfers of revenue from Centre to
States during 1951.74 period agencywise are gilven:

1) The Finance Commission - Rs.10053 (31.5%)
2) The Planning Commission - R3.11109 (34.9%)

5 The Report of the Finance Coumission, 1978, Appendix
v 1 (111), p.217. » 1979 App
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by the Legislature., Siwmultaneously this Article empowers the
Central Government to give loans to the States br to stand
surety for the loans ralsed by the States. This Article ex-
plicitly states tﬁat the States in Indlan Federation cannot
borrow from outside the country.

The loans provided by the Central Government to the States
under £his Article have been cgnsistently increasing and have
been mgde,for.purposes likeAexpenditure.on*the<nationa1 cala;
mities, improvement of police force, developmgntal works and
schémas, educatiori, medicinal aid, health ete, It is under
for'the~s;até Gove;nmept;_tq ayail of loans in foreign currency.

~ Apart from grants made by the Central Government with
the recommendations of'Fin'a.nc:e Commission and Planning Comi-ﬁ |
ssion under provision of Article 275 and 282 respectively,
there 1s one more category of resource transfers which includes
discretionary grants and loans which are made by various o
Central ministries to State Governments for specifie non;plan.
purposes, Most of the time they are reimbursement of expendi;
ture already_incurred by the State Governments, The objective
of these discretionary grants and loans appears to be to
assist the State Governments in specific areas of public ex-
penditure outside the plan, It is exactly for this reason
that these discretionary grants and loans are outside the

scope of the Finance Commission as well as Planning Commission,
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This study concentrates mainly on the issues involved in
tﬁe sharing of income tax and union excise duties, The sharing
of other taxes, viz, estate duty and taxes 6n rﬁilway fares and
freights 1.;. Article 269 taxes is not taken uﬁ for the foliowa
ing reasons, Firstly, the contribution of these two taxes to
the total éuantum of transferred resources in the form of |
shared taxes 1s insignificgnt.wh;éh is evident from the dgta
in Table 1(5.” Horeover, tax on rallway pasgenger fares and
freights was abolished in 1961, and even the contributlon of
~ the grants;in;aidjin lieu of this tax to the total transferred
tax revenue has been both‘inglaspiq and insignificant, This
vas inevitsble because the amount of grants in lieu of this tex
was de;erminednaccgrding to.phe_gompensation ptinciplg fo; which
thg'tben income from thls tax was considered as the basis,
Further more thers i3 no possibility of_reimpos;tiog of»thege
taxes as pointed out by the Fifth Finance Commission Report.6
The FTifth Finance Qommisgicn.agreed with the Third and Fourth
Finance Commwissions and considered that the principle of dis:
tribution should be such that the States were generally in the
sa@e position in this matter as they were before the repeal of
the Act, Finally, income tax has been for a long time the most
important dirgct tax though lately Corporation tax 1is usurp:

‘ 1ng its place, and the excise duties are the most important

indirect tax which are shared with the States by the Central

é The Report of the Finance Commission, 1969, p. 7%,



Table 1,3 : Compogsition of Revenue from Shared Taxes

(Rs. in erores)

- S E G W @ @ W S W W G A S W s A W W G M G W AN W W W s W SR G SR AD G W Uk N ar A AR W@ an B W

Period Total : .Total of rail-
revenue Income tax Exclise duty Estate duty vay passenger
of shar- revenue revenue revenue grants revenue
ed taxes transferred transferred #* - transferred - transferred -
trans- - . - - ‘
ferred Abso= % to Abso= % to Absce % to Abso=- % to

lute  the lute the lute the lute the

amount total amount total -amount total amount total
revenus revenue revenue : Trevenue
transe . transe transe trans-

- - - - - ferred - - - - ferred - - - ferred- - - - - -ferred - -

1951-56 3L 278 80 81 64 18,60 2 9358 - -

1956-61 668 375 56,13 281 42,06 12 .79 - -

1961.66 1196 555 h6,ho 615 51,&2 26 2,17 - 63 5,26

1966-69 1282 507 39.55 757  59.0 18 1.40 %9 3.79

1969-7% K562 2138 46.86 2385 52,27 39 0.85 81 1.77

197%-79 8337 3310 39.70 4979  59.72 1.k 0,57 b 0.58

% JIncludes additional duties of excise.
Source : The Report of the Finance Commission, 1978, Appendix IV I (11), p.l?k
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Government. The examination of these taxes naturally makes
the analysis representative in theoretlcal sense also because
it covers both direct and indireet taxes and aécounts almost
for more than 99 per cent of the transferred tax revenue,

In this study, we are mainly interested in revenue account
transfers which come under the scope of Article 280 of the
Constifutiop and are mainly relatéd to sharing of taxes, As
such resource transfers in the form of loans are excluded from
this study because they relate to the capltal account., The
Finance Commlssionm has‘nq authority to make recommendations in
this respect, except in a limited way'when‘tpé.Prgsident asks
a Comm;sslon to cons;¢gr the problem gf‘non;plan capitel gap of
States, As for the grants under Article 275 of the Constitu-
tion, they have become relatively less significant because of
the growing importance of plan grants., Moreover, their signi;
ficance in the transfer recommended by the Finance Commlssion
1s also not very important as it reflected in the fgct that in
the First Five Year Plan, out of total transfers Rs. 447 crores
only Rs, 27 crores were in the form of grants, Similarly in
the Fifth Five Year Plan, out of the Rs. 11168 erores trans-
ferred by the Finance Commission only Rs. 2740 crores were iﬁ
the form of grants. It 1s also to be noted that in Indian
Federal Finance grants have three different channels and three

different controls, therefore, they are excluded from study,



CHAPTER T

SHARTNG OF INCOME T

The Central Government is bound by Article 270 of the
Indian Constitution to share the net revenue from the Income
Tax with the State Governments, Article reads as follows:-

‘1) Taxes on income other than agricultural income shall
be levied and collected by the Government of India.and”dis-
tributed between the Union and the States in the manner pro-
vided in clause (2),

2) Such percentage, as may be preseribed of the net
proceeds in any financlal year of any such tax, except in so
far as those proceeds represent proceeds attributable to Unlon
territories or to taxes payable in respect of Union amendments
shall not form part.of the Consolidated Fund of India but shall
be assigned to the States within which that tax i1s leviable in
that yeer and shall be distributed among these states in such
a wanner and from such time as way be preseribed,

3) For the purpose of clause (2), in each financial year
such percentage 4> may be preseribed of so mach of the net
proceeds of taxes on income as does not represent the net
proceeds of taxes payable in respect of Union emoluments shall
be deemed to represent prbceeds attributable to Union terri-
tories,
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k) In this Article -
a) "taxes on income" does not include a corporation
tax,
b) "prescribed® means - |
1) Until a Finance Commission has been constituted,
prescribed by the President by order and
ii) After a Commissien hss been constituted prescrib-
ed by the President by order, after considering the recommendap
tions of the Finance Commission; S
- e) “Union -emoluments™ includes all emoluments and _
pensions payable out of the Consolidatéd Fund of India 1n»res;
pect of which income tax is chargeahle.*___

A careful reading of the ‘above provisions highlights the
follqwing points. First, the revenue from the income tax only
on non;agricultuxa; income 1s shareable because ggpigultnre
is state's subject, Second, gﬁe sharing by States in the
révenue of income tax 1s coumpulsory and not at the discretion
of the dentre. ‘Third, the revenue from income tax according
to the present'provision of the_constitution means'revenue net
of the cost of collection and also excludes union emoluments,
share attributable to union territories and revenue from core
poration tax. Before the amendment of Income Tax Act 1959,
the divisible pool of incomé tax included net proceeds from

basic income tax both on individuals and companies but exeluded

1 The Constitution of India (As modified upto 15th
Jenuary 1980), pp. 164-165.
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raevenue from income tax on union emoluments and super tax on
Company incomes - which was known as Corporation tax.2 Fourth,
this Article clgarly,indicates Finance Commission as the
agency to recommend the sharing of proceeds from income tax
between Centre and the States. Before the adoption of the
Constitution in 1950, the sharing of income tax vas governed
by the'provisions_of_Governgent"otLquig;Aet, 19353> For the
purpose, Government of Indla appointed periodical committees.
The reports of these committgqq‘irerknown as.Neimeyér‘Awgrd
and Deshmukh Awards, This arrangement was later substituted
by Finance COmmission. |

A. Sharinq between Centre and States

In the sharing of revenue from any tax between the Central
and State Governuwents, the first and toremost question that
comes up 1s to determine as to how much 1s to be transferred
to the States and why? The answer to this»éue;tion as given
by the Constitutional provisions is very vague, Our constitu;
tion does not specify the rules or proportion on the basis of -
vhich the proceeds of income tax may be shared with @he states,
The Finance Cowmission is to recommend States' share, The
Constitution provides that ths net revenus from income tax 1s
to be shared with the States as per the recommendations of the

Finance Commission, The Seven Finance Commissions so far

2 J. N. Sharma. The Union and the States = A Study in
Fiscal Federation, 197%, pp. 73-74.
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appointed, have recommended 1ncreasing_percentage share to the
States which ig evident from Table 2.1,

Table 2,1 : Percentage Share of the Central and the States
Governuents in Divisible Pocol of Income Tax

- e G G G e W W NS M W GR e s Np W ap W W e W WP AR W W S W W W e .

nPereeptage Share

Central Govt, ‘State Govt, _

G W G G Gs ah &) Wy W Gk Gk SF EP A& WD WP G 4 S W D 4p W 4D & W W W W I W

Commission

1st Finence Counission e 55
2nd Finance Cownission .ho ' 60
jrd.Finange Commission 33 1/3 66‘2/3
4th Finance Cowmission 25 75
Sth Finance Commission 25 75
6th Finance Coumission 20 80
7th Finance Commission 15 85

- e W @ e o

However, a critical examinatioh of the Finance Commie

W W W SR W W W P W R MR A S BB @ W R R o ar & W o W

ssion's reports as well as the Memoranda submitted by the

State Governments 1nd1ca$e that the tollewing considerat;qn

gulded the Finance Commissions to recommend the incresasing

pereegtage share of the shareable pool of the State Govern-

ments,

First, prior to 1959, the shareable pool of income tax

revenue, included revenue froam Corporation tax also, but by

amendment of the Income Tax Act, the entire revenue fronm

Corporation Tax was wade non-shareable and was made available
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exclusively to the Central Government, This reduced the size of
the shareable pooi and naturally the States emphatically asked
for a higher percentage of smaller pool to waintain their posi-:
tlon, The effect of exclusion of Corporation tax from share-
able pool 1is clearly seen from Table 2,2,

Table 2,2 : The Position of Corporation Tax

(Rs. 1in crares}

-----‘-U-ﬂ-C&‘n-udoﬂﬁﬂoﬁc-qwﬁw-‘

Total Receipts Revenue Account
Year ' -
- S R - - - Income -Tax' - Corporation Tax -

W @ ar W P A W W@ W W W W W UR P AP GE SREs TRER AN P A A W Ak W WR as - e .

1960-61 | 167,0 111,0
1965-66 272,0 305.0
1969-70 8,5 3534
197475 874 b 709.5
1976-77 1194,k 98k, 2
197778 1002,0 1220,8
1978-79 B AN 1251, 5
1979-80 (B.E.) 1247,1 1529.5
1979-80 (R.E.) 1320.0 13800
1980-81 (B.E.) 1476.0 1515.0

b—----------h--&nﬂ------QQ---‘--

Souree : RBI, Report on Currency and Finance 1971-.72, p.588
== T 1970275, bl 100; 1979-B0, pulowe " T27He72 D385

It 1s clear from the above table that had the wvhole of

the corporation tax remalned a part of the shareable pool, the
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States would have received a much larger quantum of income tax
revenue than what they have received so far after the exclusion
of the corporation tax from the shareable pool.

~ Second, Article 271 of the Constitution empowers the
Central Government to levy a surcharge on revenue from income
tax which shell be exclusively used for the national purposes
at any'time.3 Hoyevqr,_the_gurcparges hawg_bgcqme gvpe:manént
feature_of‘thg_incomg_ta;rgystgm.__;t_is againigommcnsgnse
that a surcharge of perpaneptﬂggtqre should become shareable
vith the States, In the absence of this the States naturally
.feglhthag they are not getting a pqrprqf‘thiqlrevgnua which
should form a part of the shareable pool, Table 2,3 highlights
this point,
Iabie 2,3 ¢ Revenue from Surcharge

(Rs. in crores)- -

"7 7 "Finsnce Commission
1 . 2. 3 N 5 6~-

B G e T W S W W M M @ W T M W G T W G SR W W O WR MR G W S e v A W A

Receipts from sur- . ~ .
chargs on income tax 26 34 ko 28 134 299

.----'-----------ﬂ----‘—O-ﬂh-~--

Sourcé t Government of Karnatska, Memoranda submitted to
Seventh Finance Commission, 1978, p. 17,

3 The Congtitution of India (As wmodified upto th
J‘anuary, 1980), Pe 1650 : P the ISth



27

From the sbove discussion, it becomes clear that above
considerations emerging from the view points of the State
Governments persusded the Finance Commissions to increase the
share of the States in revenue frow the income tax, However,
these view points cannot be taken as objective criteria to
enhance the share of the States. The Constitution also does
not prévide.fo: quectiyq c;iterid as stated‘earlie:.VNgturally
it becomes very necessary to knov in dapthdtberconsiQeratiqns
which might have guided the Finance Commigsi@ns to determine
the share of the States as against the Central Government,

A Tbe fipsi F;nange_Cqmm;sston_toqkAinto_congidgraxion the
demand of the majority states to increase their share in‘theA

divisible pool of the income tax revenue and conceded that some
. Jon R R _ N

increase in ghare assignable to the stgtegrgs Justifiec. 'This
position of the First Finance Coumission was based on two cOn:
siderations, First, the need for reducing the emphasis on the
role of income tax as a balancing devolutlonary measure, be;
cause the Finance COQmigsion felt that an increase in the
States' share of this tax should not be used as a wajor factor
in the devolution of further revenues to the States. Second,
unanimity of demand of the States for an increase in the share
from the divisible pool of revenue of income tax. The Second
Finance Commisaion also Justifies the increased share for the
States on the grounds of unsnimous desire of the States for

the sama.s The Third Finance Commission made a very typical

L The Report of the Finance Commission, 1952, p. 71,
5 The Report of the Finance Commission, 1957, p. 39.
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statement regarding the basic principle on which shariqg of the
divisible pool of income tax revenue between ertral GOVgrnment
and State Governments should be decided, In the opinion of the
Third Finance Commission, the division of the poql'between the
Centre andvtﬁe States should hawe soume relations to the res-
ponsibility for levy and efficient collection of the tax. It
wéuid ﬁgan that' the Centre pqing.fegpongible it should get some
share in the yleld of the tex to malntain efficiency in levying

and collection of thg_tgx,év

‘E_I'owev_er, the same Commission also
agreed to ;ncreasa'ﬁhe sbaxekqfltye’state Governuents from 6Q_
per cent to 66 2/3 per cent mainly on the basis of the clamour
of the hiéhgr shar§ wade ﬁy ﬁhq S§9t¢s4;n a@ pngn;mougumanper,?5
The Fourth and Fifth Finance Commissions broadly adhered to the
view pé;nt expressed bywthe Third Finance Commission to Justify
some increase in the shares of the State Governments in the
divisible pool of income th revenue.8 Similarly the s;zth
Finance Commission also agreed with the view of the Third
Finance Commission that the Central Government which is res;
ponsible for levy and collection of income tax should continue
to bave a significant share in it,”? which by implication

suggest that thq increased share to the States 1s permissible

6 The Report of the Finance Couwmission, 1961; pP. 17.
7 Ibid,

8 The Report of the Finance Commission, 196 . 25_06.
The Report of the Finance Commission, 1965, p? ?é,pp‘ 5-26

9 The Report of the Finance Commission, 1973, p. 12,
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80 long &8s the quantum of the share ayailablé roi the Céntral
Governwent suffices to motivate to levy and eoileet 1ncome tax
in zn efficient manner, The Seventh Finance Commlssion re-
emphasises the views of the earlier Finance Commissions by say;
ing that *"It would be nécessary and propervto give weight to
the strong feelings of the States on the subject by incraasing
the gize of the divisible pool.l;o Powaver, the changes con-
templated require a long drawn out procass of constitutional
amendmgnt and realising this implieity, the Seventh Finance
Commission once again increased the states share from 80 to 85
per cent, L S .

Therefore even at the cost of redundancy it has to be
amphaaiéed that no objJective criteria apart from the practical
considerations earller mentioned have beem formulated by the
Seven Finance Commissions which have reported so far regarding
the shares of the Central and State Governments in the divi;
sible pool of income tax revenue, Moreover, the.Finance COmmi;
ssions emphasised the need for continuing the interest of the
Central Government in efficient adwinistration of income tax,
This however, does not conflict with the States* demand for in-
creased share in income tax revenue for reasons mentioned

above .

B, Inter-State Distribution of State's Share

Compared to the determination of all the States! share

10 The Report of the Finance Couwmission, 1978, p, 63,
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in the divisible pool of income tax revenue, the problem of
determining the shares of the individual States and the princil
Ples which should gulde them presants a md%e complex ﬁfoblem.
It should be noted that the net proceedé of income tax which
| are to be shared between the Central Government and State
Governments are equal to‘gross,prcheds rrom_incomq_tax minus
the following items (a) cost of collection (D) 1nqoqa_tai_pay;u
able in fespect’of union emoluments (e) incowe tax atiributable
to Unlon territorles., Similarly revenue from sufdbarge# on
income tax and the corporation tax which is essentially a tax
on net income of the Companies, do not form a part of the net
proceeds of the income tax, The States' share in thg_net}pro;
ceeds of income tax is first determined by the Finance Commi;}
ssion, keeping in view the practical considerations which have
'been mentioned earlier. Now comes the problem of determin;ng
the criteria on vwhich individual states share can be based.
In this connection we shall first discuss various criteria
which could be and have been considered by the Finance CQmmi;
ssions so far, The criteria are the basis of origin, the |
basis of residence, the basis of collection of taxes, the
basis of population, the relative volume of industrial labour
in each State, the relative wealth indices of the different

£tates and the relative per capita ;ncoma.ll

C)Lotm
While discussing these interis as guides to allocation of

11 The Report of the Finance Commission, 1952, p, 73.
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States! share among different States, it must be realised that
1t is very difficult to prepare a mix of the bases which will
ensure the fulfilment of reéniraments of justice as well as
need as between States; In this regard the Report of the
Expert Committee on Financial provisions of the Union Constitu.
tion had clearly rejected orig;p as a criteria for inter-state
distribution, In their opinion, o:;giguisva‘telgyapt.fgetor
but in the complex industrial and commercisl structure of
modern times, ﬂhera a single point of eontrol‘often regulates

a vast net work of transesctions, it is difficult to concep.
tualise, so unreliable.lg Eecondly, the criterion of residenee_
has &lso been rejected for reasons of @efinitipnalAcqqplexit;es.
dispersal of share holders and ;imultaneous :esidenqe,;3 Now
we come to the accepted criteria of collectiqn and_pcpulatiog
which seem to have clicked with all the Finance Commissions and
have now become almost inviolable principles of 1nter;state
distribution. It 1s true that different Finance Comunissions
have given different weightege tq.the criterion of ccllection
but none of them has discarded it, More importantly even those
states which clamoured for complete reliance on population as

a eriterion, have reconciled themselves to the criterion of

1%

collection, Eere it i3 also important to note that even the

constitution implicitly admilts the'eriterion of collection when

12 The Report of the Expert Committee on Finaneial Provi-
sions of the Union Constitution, 1948, p. 12,

13 Ibid
1% The Report of the Finance Commission, 1952, p. 62,
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it provides for exelusioh of income tax collected by Union
territories and revenue from tax on Unicn emoluments from the
divisible pool; In fact, the criterion of collection can be
supported on the basis of the ﬁrinciple of reciprocal immu-
nity,15 which has always been accépted as one of thavprinci-
ple?lof_fedépal finance. Ageprding to tpis_prihc;ple federél
property ete. spould be 1mmuﬂe frpﬁ State Taxes‘and'state N
property etec, shoula be 1mmuhe.fromHCentra1 tex, Indian Cone
stitution provides that income tax revenue from Union terri.
tories and Union emdbluments shall be excluded from thg'diyi;
sible_poo;. Applying the same logic, it becomes élqar_that .
incowe tax on State emolument and property etc, also should not
form a part of the divisible pool, 4And if for the sake of
administrative convenience it begomes_a part of the divisib}e
pool then a wmajor part of the divisible pool should be assign;
ed to the Staxes and a significant part of the States' share
shou}d be sssgigned to the States on the principle of collgc;
tion, In my opinlon the views of the Governuent of Maharashtra
about the criterion of collection expressed in the Memorandum
submitted to the Sixth Finance Commission deserve special

16

mention, The Government of Maharashtra strongly argued for

a large welghtage for the collection eriterion for the following

15 B. P. Adarkar, "The Principles and Problems of Federal
Finance", 1933, p. ﬁB.

16 Government of Maharashtra, Memorandum submitted to Sixth
Finance Commission, 1973, pp. 2-3.
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reasons:
| 1) The proceeds of income tax are compulsorily share
able with the States,

2) The States' share does not form a part of Consolidated
Fund of India,

" 3) Fo state vhere income tax not 1aviable is entitled to
sha;e_in the spaxeg'_share wpich'py 1mp;ica$$qn means»;he right
1s conferred on States in the proceeds of income tax es it is
levied and collected by them, | |

» k) Exclusion of the tex procesds attributable to Union
territories clearly indicates the principle of collection. .

o 5) The proceeds from Corporation tax have been excluded
from divisible pool and thus maie non-shareahle for the reasons
that incouq.pf cqrporgtg sec;or hgs‘no 1o¢g1A9r;g1n'as sudh.

6) Excessive dependence on population as a basis for
inter-State distribution wey have adverse effect on natlonal
programue of Family Planning., It weans that the State making
greater efforts at Fami;y_Plapn;ng and pgpulgtion_eontrol is
punished rather than encouraged.‘ Therefore‘collection becomes
a more relevant principle from the foregoing discussion, We
can conclude that the collection criterlion is a valid and
relevant factor in the inter;State distribution of States!
share of the divisible pool of income tax revenue, It is
understendable that there may be differences about the weight;
age that should be given to this principle.
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The criterion of population comes a proxy for the cone
sideration of need of the different states for federal fiscal
assistance. The Expert Committee on Finanecial Provision§ of
the Union Constitution felt that the need of the state should
form a possible guide to regulate 1nter.staxe'd;str1bution of
income tax revenue. However, need is a very vague criterion
to determine in case of whichrso.many different states, will
have to be exawined and compared. Thls will reéulrg elaborate
enéu;pies_wh;ch‘voulq not_be:feagib;g in view of the size of
the problen as vell as the lack of Tequisite data, S0 the
Expert Comnittee mentioned above assuwes that population cen
be taken as a rough measurgAgf the needs of_therstgtes,l7 In
other words 1t amounts to saying that the need of a state is
directly proportional to the size ofvthe population, A larger
population reflecting a_larger neeg conseduently entitles the
state to a lapger share. - '

Table 2.4 shows that the weightage given to therpopula;'

tion criterion has varied between 80 per cent and 90 per cent,

Table 2.4 : Weightage to the Criterion of Population

W m TR WG @ A A NG S W W W EF O WE AR WY G SR MR AR W N W MR AR e ok wp ew e dn

Finance Commission

i1 2 3 % 5 6  7-

B M d B EE T @ @ W W W S E AF B G SR SS R SR MR A R W G AR W Wk ws am e

Welghtage in % 80 90 80 80 90 90 90

.---ﬁﬂou--------ﬂw—ﬂ----n--a-un--

Source 3 Verious Finance Commigssions' Reports,

17  Op.cit., p. 12,
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The inference iz not far to see, It can be noted that
all the Finance Commissions fully agreed that the size of the
population is a definite indicator of the fiscal needs of the
states, Moreover, it cannot be denied that the criterion 9f
population s definitely unambiguous and based on authorita-

tive data and thus_avclean>obje¢tive_criter;on.lsr ?heoretically

speaking, the per capita income of the different states will
also serve as an objective weasure of the need of the state. But
the concept of per capita in-come requires the knowlsdge of the
size of the population. Noreover, up-to-date data regerding

per capita income of different States 1s gengra;ly‘nqt_gvai;:
able and when avallable it 1s very tentat;ve,.noq;gompgrable_

and unrellable, If 1t 1s accepted that the basie objective of
financial devolution is the edualisat;on of fiscal méans as per
the needs of the States then pppulationvalong with some_weight;
age to dif:erences 1n sociqleconomic{levels obtaining in ditfer;
ent states, becomes a dependable measuring rod which can’éuantify
the fiscal needs of the states with reasonable precision.19
The vliew that the criterion of collection which, if gilven more
wvelghtage will allocate more funds to economically prosperous
states presumed to have higher fiscal capacities, directly
conflicys with the objective of redistributive allocation can;

not be questioned., G, Thimmaiahzo goes to the other extreme

18  The Report of the Finance Commission, 1952, p. 75.

19 Government of Rajasthan, Memoranda submitted '.to the
Seventh Finance Commission, Vol,7, 1978, p.21.

20 ' G, Thimmalsh, Studies in Federal Finance, Bangalore
1973, p. 76. rUERERTORes
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and suggests that the net yield from income tax should be dls«
tributed entirely on the basis of population., It is evident
that this approach will conflict with the needs of economie
efficiency, Therefore an increased weightage to collection
along with a reduced welghtage for population will ensure boﬁh
redistributive Justice and developmental efforts which depen&
certainly on fiscal rewards rather than on fiscal punishments.

These various points discussed so far highlight two
iwportant things, First, excepting 1ndustr1a1 states 1ike -
Maharashtra and West Bengal which try to underplay the crite~
rion of population, most other states have’ repeatedly and often
- emphatically dewanded g;este?_vsightsge’for the_need‘cr;tstion
as reflected by the size o:‘populat;on';h determining in;sr;
State distribution of states* ghare. Secondly, all the Seven
Finance Commissions have more or less accepted the criterion
of population as weasuring the.nood and reouirsmonhs of ree
diSt?ibutiqﬁ,gpd therefore a principle of 1nter;state distribu;
tion, However, their acceptance to a limited extent of the
criterion of collection shows thelr awareness of the considera-
tion of the fiscal efflciency of the states.

Other criteria 1ike the relative vclume of labour in each
state, the relative wealth indices, the areas of different
states, have been discussed by the'Finance Commissions as
relevant factors but were not considered important because the
criterion of population in a way covers them all for practical
purposes, With increasing availability of up.to-date and
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reliable data regarding these criteria, 1t may be possible to
devise a composite criterion on which inter-state distribution

can be based,

C. Views of the Finance Commission

In this section, 1t 1s proposed to stress the evolution
of the acceptance of the criterion of collection and population
for inter-state distribution of<§he'inqoma tax revenue allocat«
ed to the states. First we discuss the criterion of eollee;

tion.

C.l1 Criterion of Collection

~ Table 2.5 shows the waightage given to the criterion
collection by different Finance Commissions so far.

Table 2,5 : Welghtage given to Collection Criterion

W e R Sp W e ar S W aE W W W W M W R W O W A O a W W W W S A W W .

Flnance Comuission

- 1 2 3 & 5 6 7

“p ds W am W M W G W W Ay W W AR SR G A YR EE W A TR AR R AR WD W AR R MR W

Weightage in % 20 10 20 20 10 10 10

A B o4 S WD A M R R D A W M Wb W W W W W ar W W Gp A W WE R R N ™ W

The first thing cleer from this table is the fact that
the collection criterion has been accepted by all the Seven
Finance Commissions, Secondly, it 1s evident that the collec-
tion €ériterion has been given a relatively very small in.

portance in inter-state distribution of states' share of the
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income tax revenue. A scrutiny of the memorgnda submittgd by
the different state governments to the Finance Commissions so
far helps us to classify the states into two groups, First,

the industrisl states like Maharashtra, West Bengal, Gujarat
and second, less industrialised and undeveloped states like
Uttar Pradesh, Bihar, Assam, Rajasthan etec. The states belong
to first group have consistently argged for increasing weight;
age given to criterlon of collection, The states belonging to
the 1atter'g:oqp hayg sqgcesgfully_pppqsed.;o increase 1n the
wgigptage given'to the_cglleqtiqn_criteriq_nf In fact Prof,

A. K, Chanda argued that, "In dolng so (1,3, recommending 20
per cent only) the Commission lacked the courageAqf 1tsA;n; '
tention. An analysis hgd‘clegrly gshown that 1t would have been
correct to allocate 40 per capt of the yield as attributable
to incomes of local incldence., The only Justificationperhaps
wag that such a distribution would have been lopsided and
would have given by itself, two or three states more than thelr
reduirements of finance including partly that needed .to meet

their 1liability towards tbg_g;ggu@ion of the respective compo-
nents of the Third Plan sessseee « The consideration of
equity has dominated the scheme of overall distribution of
federal assistance, It has been generally assumed that the
alm of the assistance should be to equalise the standard of
adeinistration and provision of social services in the states,

As an abstract principle, this postulate i3 unexceptional but
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it should not be foregotten that whether rich or poor, all the
states have a constitutional right to a share of income tax,
A principle of distribution {(i.e. collection) which is sound
itself, should not be discarded and addusted Just because 1t
would give unedual benefits to the staxes.al '

From the reference éuoted at length gbove, it 1s clear
that collection as a criterion of inter-state distribution
has the basic validity of specific principles and Teguires
some increase in its weightage. The views of the Government
of Maharashtra elaborated in Section B earllier can be taken
as representative of industrial states., All strengthen the
case for the increase weightage for the collection criterion
in a convincing manner, _ _
- Notwithstanding all these arguments, the Finance Commi—}_
ssions have lacked the courage of their intention and they have
stuck to the position of the marginal weightage to the collec~
tion criterion, Naturally it becomez necessary to eritically
summarise the views of the different Finance Commissions on
which they supported the limited weightage and rejected the
Pleas of the industrial states to increase the weightage to be
given the collection criterion,

The First Finance Commission rejected higher percentage

21 A. K. Chanda, Federalism in India - Study of Union
State Relations, 1965 « 42, The reference 1s to the
recomzendations of Third Finance Commission, 1961,
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to the collection eriterion mainly on the ground that; the basis
of colleetion either unadjusted or adjusted with reference to
residence to tax payers will not secure by itself an equitabie
distribution among various states.22 Income tax from a person
who resides in Bombay but has property'and,income in say, Bihar,
cannot be attributable to Maharashtra. The Second Finance
Commlgsion went a step ahead and totally opposed the principle
of collection as a criterion of inter-state distribution. The
Commisaion was of the view thax 1ncome tax is paid by an 1n-'
finitesimal portion of the population and the bulk or the tax
arises out of the business incomes. The principle of collec—
tion in the context of economic integration of the country and
the disappearance of barriers to inter-state trade, can no
longer be considered an equitable basis of distribution. “There;
fore the Commission contended that it should be completely
abandoned in favour of population as the basis of distribu;
t;on.23 The collection criterion received a more sympathetie
consideration from the Third Finance Commisslion which is evi.
dent from the increased welghtage of 20 per cent assigned to
it. This inc ease in welghtage given to the collection cri-
terlon was Justified by the Third Finance Cowmission on the
consideration of incentive to the industrial and urban states

to maintain the environments which'promote industrial and trade

22 The Report of the Finance Commission, 1952, p. 75
23 The Report of the Finance Commission, 1957, p. 40.
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activities, as also a compensation for the increased expenditure
by the states on administration consequent upon probleﬁs of law
and order resulting from industrial coneentration.zh The Fourth
Finance Commission in a way thoﬁgh that the problem of cr;teria
for distribution need no further analysis aend controversy.zs

At the same.time it epposed any increase in the welght for tbg
colleetion‘criterion for the reasons that a sensé_o: certainty
and stabillty‘as rega:ds the principles t9 be adopteﬁ in thg
distribution of incowe tax should prevail,?® The gist of the
thinkihg q:'thé Fifth Finance Commwission 1s almost similar to
that of the Second Finance Commission, and therefore, instead
of increasing welghtage given tp the qollgction eriterion, it
reduced it cnce agaln back to 10 per cent., The reasons for

this adduced by this Finance‘Commigsiop are factors 1ike'diffi;
culty in locating the ultimate origin of»income,vinterdepen;i“
dence of the economic activities in different states, the graw;
ing impact of developument underteken through national plans

and diversion of the point of collection and actual residence

of the assessee.27 Dr. D, M, Nanjundappa alzo seems inclined

to agree with this view.28 The Sixth Finance Commission also

24 The'Repqrt of the Finance Commission, 1961, p. 18,
29 The Report of the Finance Commission, 1965, p. 19.
26  Ibid, o
27 The Report of the Finance Commission, 1959, p. 28,

28 D, M, Nanjundappa, Inter Governwental Financlal Relae
tions in India, 1974, p. 47,
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examined the controversy regarding the collection eriterion and
came to the conclusion that it is both inadequate and unsatis-
factory because it does not consider the incomes originating
outside the states and provides 1arger transfer to 1ndustrial
states which ﬁpnflicts with the ainm of redistribution.29 The
weightage of 10 per cent given to the collection eriterion by
the F;fthAFingpce4Ccmmisaion was relterated by the Sixth
Pinance Counission end latter by the Seventh Finance Comui
ssion.3? Prof. Rajkrishna, in bis note of Dissent, states that
any weight given to the collection eriterion is Tegressive be-
.cause a larger colleetion is invarlably assoclated with a‘higher
level of the State Domestic Product, The collections are
mainly a function of the gross 1ncome generated 1n the factory
sector. The wore 1s the factory income of a state, the more

1s the extra weight it would get 1n‘fhe income tax award. This
wechanism will be more favourable to the more.industrialiéed
states and therefore the progressivity of transfers due to-
other criteria is reduqed'by the regressivity of the welght
attached to collection,3t |

The clear conclusion from the comparative examination of

29 The Report of the Finance Commission, 1973; Pe 12,

30 Ibid., Ps 12 and the Report of the Finance Comwission,
1978' Pe 63,

31 Rajkrishna, Note of Dissent entitled entitled "A more
Equitable Distriﬁution of Resources", The Report of the
Finance Commission, 1973, pp. 113-11#
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the view of all the Finance Commissions is that none of the
Finance Commissions has considered the collection parameter of
major 1mportance.32 The ressons for underplsying the collec-"
tion parameter that emerge from this review belong mainly tg
two groups. The first group consists of practical difficulties
regarding the divergence between the point of actual and real
origin 6f lncowe. The gecond group ot cogs1derations shows
anti:redistributive potential-ﬁf éollection criterion in the

allocation cf national resources.

c.z Population as. a Criterion of

Population has been accepted by all the Finance Commi-
ssions as the major critg:1on_pf{;ntey.§taxe distribution of
stateg' share of the income tax revenue, It 1s also note.
worthy that not a single state during the last 30 years has
elther totally rejected or wapted a drestic reductions in the
welghtage given to popu;atipn. We have already stated that the
population is taken as a proxy to the fiscal needs of the
states, It is Indeed undeniable that given other things a
larger population will reéuire a state government to spend
wore to provide its citlizens with public services at a certain
level., By extension of this analysis and on the basis of the
bistorical fact that a larger population is generslly an im.

portant characteristie of a more underdeveloped area, it is

32 8, Venu, The Finance Coumission of Indlas, I.,F.M.R.,
Madras' 1978’ P» 51.
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evident that the more underdeveloped states will have greater
fiscal needs because, on the one hand, their ability to ralse
revenue is limited and, on the other, thelr requiremént_to
spend on public services will be larger. Therefore, populationA
becomes a very important, relevant and valid consideration in
the context of federal.rgvenue t:ansfers._ We propose here to
critically review the va:iqﬁsAaiguments_putforwa:d_in_sgppbrt
of overwhelming weightage given to the population critéfion in
the 1nt9r;stata distribution of statesi share of income tax
revenue. | - . PO . .‘ |
Table 2,& shoés_the weightaggvgiygn by_dif:erent_Figance
Commissions to the population eriterion, The First Finance
Commission gave 80 per cent weight to the population criterion,
It means that 80 per cent of the States' share of the income
tax revenue was to be distributed dirsctly in p:opcrtion te the
respective states’ population.i In the opinion of the First
Finsnce Commission fiscal needs of the states are indicated
b:oad1y4by the size of the population. Mofeover.»in their
opinion, the population parameter ensures to a certain extent
the fulfilment of redistributive Justice in the context of .
allocation of national resources among the different states,
The First Finance Commission felt that to secure inter-state
distribution satisfying the reduirements of distributive
equity and at the same time conforming to the relative fiscal
responsibilities of the different states, population is a more
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efficient guide for policy formulation.33 .8imilarly in its
opinion the population eriterion is definite unambiguous and
anthorifativé. The Second Finance Commission increased the
veightage given to the population eriterion from 80 per cent

to 90 per cent mainly due to following reasons. . Firstly, it
found that excepting the then Bombay State and West Bengal,

all other_statesvdemanded’a h;gher'weightage to the pppulation
ceriterion, Secondly it believed that the population adeeugately
subserved the considerstion of fiscal needs which are a direct
function of the size of the population on the one hand and the
prevalling economie conditions on the other., The Second A
Finance COmmission is so much in fayour of population eriterion
;ha;_it_vas_gyen prepaggd_to complgtely abandon theﬂcriterion

of collect;qn,Bk _However, it did not do this in view of the
following cqnside:ations‘: some of the 1ncomes have specific
lock origin; there was going to be some reduction in the share#
able pool consequent upon redistribution of income tax and
industrial states were staunchly against any reé;é;;igﬁhin the
welghtage of colleetion, The Third Finance Commission was in
general agreement with the preceding Finance Commission's views

regarding the population criterion.ss However 1t reduced

33 The Report of the Finance Coumission, 1952, P 75,
3% The Report of the Finance Commission, 1957, p. 40.
35 “he Report of the Finance Commission, 1961, p. 70.
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weightage given to the population criterion from 90 per cent to
80 per cent in order to compensate the states' for the loss of
revenue they had to suffer because of exclusion of company
taxes from divisible pool of income tax revenue 1n the wake of
constitutional amendment making 8ll revenue from taxes on COoN=
pany profits a part of cqrppration_tax which is excluded from
sharing by the Constitution, Itq;; 1nte:est;hg to nqte'he?é
that ths chairman of the Third Finance Commission Mr. A. g..’
Chanda had reconsidered the issue and was more inclined to re-
duce the weightage given to population criterion.36 The Fourth
Finance Commission instead of going intqrthe_merits'or the
population snd collection criteria emphasises the need for
certaini& and stability ;n.thgvprinciples of inter;state dis;
tribution of income tax revenue and therefore it retained the
formula recommended by the First and the Third Finance Commi;
ssions i.,e, 80 per cent on the basis of population. According¥y
to the Fifth Finance Commission, the wain purpose of federal
devolution 13 to augment the resources of the States in an
equitable wmanner and enable them to meet their growing needs.37
Naturally it accepted the consideration of equity without
questioning its validity and thought it necessery to increase the
welghtage for population criterion, Moreover, in order to ,

secure a more balanced corraspondence bstween nesads snd resources

36 A, X, Chanda, op.cit., p. 42, ‘
37 The Report of the Finance Couwalssion, 1969, p, 28,



47

of the states having different soclo-economic circumstances
and to avoid market disparities between more or less developed
states resulting from a ﬁigher wei‘ghtage‘ for the collection
eriterion, tﬁe Fifth Finance Commission wanted thai the weight-:
age for population criterion should be inereased.3g 'I'lmé
weightagev given to popnlvat;on criterion by the s;_lxth and the
Seventh Finance Commissions is @her same as that of the F_iftﬁ
F;népcg Commission, These two _c;pmmissioné were in genérai
agr.ee‘mer;tr\q:}.pt_x‘ Athe analysig giv_e.n‘ by Itble Fi!‘th Fingnce_ Qommi.:
ss_iox) in support of the higher welghtage to population crite;
rion. | |

38 Ibid,



CHAPTER 1IT

SHARING OF DUTIES OF EXCISE AND
= ADDITIONAL DUTIES OF BXCISE

In the preceding chapter ve have g;am;ned the centre; _
state and_intgr;state distribution of revenue from income tax
which is one of the_iwportant_ﬁiyect paxas 1pvthe.1n§;ap tax
systeu., Dutles of excise along with additional dutles of
excise constitute the other important central revenues coming
from the indirect taxes, In this chapter we c;i;ically_re;
view the eyolgpion‘o: the criteria accqrdipg to.which the
'qeﬁtre-stata and 1nter;statg distribution of revenue from
central excise duties is done., Similarly a critical examina-
tion of sharing o: revenue frow additional dutles of_excise'
is slso attempted. This review is divided intorthree parts.
The first part briefly presents the constitutional provisions
regarding the federal sharing of revenue from excise dutles,
The part two discusses the evolution of principles which

governed actual sharing so far, as well as the changing pattern

of the quantum of the revenue share., The third part deals with

genesis of the additional exclise duties and examines the
changing principles which govern the federal sharing of the

revenue from them,
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Part I - Constitutional Provisions
Regarding Excise Duties

Excise dutles belong to that group of taxes which are to
be levied and collected by the Centrel Government but the revenue
from which way be distributed between the Union and the states.
Article 272 of the Indian Constitution reads thus - = _

"Unlon duties of excise other than such duties of exeise
on_med;c;nal_gpd tgilgt preparations as are mentioned in the
Union 1ist shall be levied and collected by the Government of
India, but if Parliement by law so provides, there shall be
pald out of the anéblidatedAFqnd of India to theAgtates to
which the law imposing the duty extends sums eégiyalent to the
vhole or any part of the net proceeds of that duty, and those
suws shall be distributed among these.statesuin aceordance with
such principles of distribution as way be formulated by such
lawn 'l . L . .

If we read carefully the wording of Article 272 of_the
Constitution following important aspects become evidents,

1) The entire revenue frow excise dutles form a part of
Consolidated Fund of India.

2) The exclise duties can be levied and collected only by
the Central Governuent,

3) The revenue from excise duty need not necessérily be

shared with the states and the digcretion lies with the

1l The Constitution of India (As modified upto the 15th
January 1980), p. 166,
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Parlisment to make a law making this revenue shareasble with the
states,

) The Parliement may decide to transfer even the entire
net proceeds 6! excise dutles to the stateg..‘_ |

5) Just as in the case of income tax, only those states
where the law imposing the excise dutles 1s applicable, will
have a right to share in the excise revenue provided it is made
shareable, o o

Part 3(a) of Article 280 of the Constltutlon szys that
the principles regarding the distribution of revenue of exclse
duties shall be laid down by the Finance Commission, : _

Although the federal sharing of revenus from exclse duties
is permissive 1ts contributlion to the shared revenue went on
becoming more and more significant, Earlier, the sharing of
income tax was the only iaportant and effective balancing
factor (1.3, 8 fgctor.in.the forq orrintgrygoyernmental trans;
fer of resources, which c¢an reduce both vertical es well as
horizontal fiscal imbalance in a federal structure) in the
context of reallocation of national resources between the
Centre and the States. It might be true that the freamers of
the Constitution thoughtthat the sharing of income tax revenue
only vill not be adeéuate}in the changing circumstances of the
states resulting from increasing functional and developmental
responsibilities assigned to the states. As such they incor-
porated an additional discretionary measures of reallocation
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of revenue in the éonstitution itself., The choice of excise
duties in this regard is Jjustified on the grounds of its
national coverage and high revenue productivity,

Eventhough the constitutional provision virtually em-
power the Perliament to appropriate all the revenue from the
excise duties, the President took a wise decision in asking
the First FinancevcommissiqgAto_make rgcommendations_regarding
the federal sharing of excise revenues, The wisdom of this
decision has been accepted so far by succeeding Parliaments,

Theiéugntum_ang revenue significance of this sharing of
excise revenue will be evident from Table 3,1, From this table
it is clearly seen that the total revenue of excise duties 1n;
creased by about 3576* per cent during the perlod of 1955;56 _
to 1978-79, Siwilarly during the same period the central share
in the excise revenue increased by 3077* per cent and the ‘
states share in exclse revenue ingreased by 7kh5¢_per cent. In
other words, the growth of the States! share in exclse revenue
is much grester than in the case of the Central Government,
This shows that the sharing of excise duty has become more and
more lmportant for the stﬁtes; Similarly the revenue from 1n;
come tax which was transferred to tﬁe states was Rs, 53 crores
in 195152, 1# increased to Rs, 706 crores in 1978-79. This is
a growth by 1332 per cent, We therefore can say that the share

ing of excise revenue has become wore lmportant for the states

* These figures are arrived at by calculating the percen-
;ggg gzowth of 1978.79 figure related to the figure for



Table 3.1 3 Quantuwm of Revenue Slgnificance of Excise Duties for the Cen

tre and State

r44

Governments .
e e e cceecmeemeeeeeemecaooom-w=~o. (RS 1incrores)
Year Total Total Contral Share States' Share  Total Revenue Revenue
tax Tevenue - - tax signi. signie.
revenus of ex« AbsSOe Pere AbsOw Per« Trevenus ficance Tficance
{centre) ciss lute cene lute cen- (States) for for
amount  tege “amount - tage - states* centre®
195152 357,0  €7.5% - - - - 10 - -
1955-56 411,47 145,25 128,68 88,60 16,57 11,40 356,20 k.65 31,27
1960-61 730,14 416,35 341,25 BL.96 75,10 18.04 624,80 12,01 46,73
1965-66 1784.62 897.20. 751,28 83.7% 145,92 16,26 1117,80 13,05 42,09
1969-70 220140 152k,31 1202,80 78,90 321,51 21.10 1980.90 16,23  5%.63
1973-7% 3899.80 2602,10 1971.%0 75,76 630,70 k.24 3467,80 18,18 50,55
1977-78 7060.30 4221.50 3193,50 75,64 1028.00 24,36 6155.10 16.70 45,23
1978.79 8568,30 %367.20 4127,70 76.90 1239.50 23,10 6923.10 17.9C 48,17

revenue of exeise duties (or any other tax) to the total gross c¢olleetion of the tax
revenue of the particular (Ceptrg/Btate) Governuent under consideration,

Source : RBI Bulletin, June 1971, July 1979 and August 1980.
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than even the sharing qf.income tax revenue, Consider the
revenue significance i.,e. the percentage ratio of revenue from
excise duties.(or from any other tax) to the total gross
collection of.tax revenue of the part;cular government under
consideration, In the case of excise duty the revenue signi.
ficance for the.central_Gqfernmené was 31,27 per cent in 1955;56
which became h2,09 per cent in 1960;61“and rosg.to_§8.17 per
cent 1n_1978;79._ The r?venue s1gn1f;qance of excise duty for
State Governments was_k,65 per cent in the year 1955556 which
vas became.16.23'per cent in 1969;70,and rose to 17.90 per cent
1n.19?8;79.“'fhesg figures show clearly that both for the
@entral as well as the State Governwents, revenue significance
of excise duties has grown over the jears and 1s now éuite higb.
Naturally wve are an;ineé‘to‘ag:eeAwith the view of A, K.
Cﬁanda that *Just as.e;cise become the dominant element in the
revenues of the Centrej so has 1t now become.the major element
in the devolution of Tesources to the States.">
In view of the facts that sharing of execise revenue has
become more important than the sharing of income tax and it
has equally significapt revenue importance both for the Central
and State Governments, Critlcal examination of distribution
between Centre and States, and further inter-state distribue
tion of excise revenué, assumwes great importance, Part two

discusses ell these issues involved,

2 A, K. Chanda, Federalism in India - A Study of Unlon
State Relations, 1965, p. 25.
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Part I -~ Centre-State Distribution

Institutional provision for gome kind of sharing of
revenue from excise duties were made in the Government of
India Act, 1919, Previously exeise duties on salt, cotton,
cloth and petroleum were fully appropriated by the Central
Governwent., In some of the p:ovinces thgsg duties were par;
tially shared and in some proyincg# the revenue from such
duties accrued entirely to the provinece concerned. However,
the 1919 Act wholly provincialised the exéige_duties‘on
intoxicating spirit- and drugs. In the”gubseduent period the
number of goods covered by excise duties went on 1ncreasiﬁg.
Salt is @he only exception.as a mark of respect for Mahatwa
Gendhiji. The 3tatutory Cépmission under the Government of
India Act, 1935 made the first attempt to devise a scheme
under which the Government of Indla would shars Central revenue
with the provinces in an indirect manner. It was suggested
ﬁhat & provinclisl fund should be established from the proceeds
frow certain new excises and possibly of the salt duty. The
amount of the fund was automatically distributed emong the
provinces on a per capita basis accepting totally the popula;
tion criterion.A In 1932 the Parsee Committee suggested that
thevFederal‘Government should be ewpowered to assign to the
provinces the whole or any part of the proceeds of federal
exclses, This proposal was also included in the Government of

India Act, 1935, which was also approved by the Expert
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Committee on financlal provisions of the union constitution,
1948, providing explicitly that 50 per cent of the proceeds
from excise duties on tobacco be assigned to the states. How-
ever, no explana@ion wvas given as td why only 50 per cent and
not more or less. This ambiguity regarding the determination
of Centre-State distribution was continued even in the Indien
Constitution with one modification 1,e, the distribution was
wade permissive, _ o

In 1952, the First Finance Commission considered this
issue breaking new'grounﬁs_;n_tha_1np¢:;g9vernmept'§ fiscal
transfers in India., In view of the constitutional provision o
for permissive sharing of excise revenue, the nature of the tax,
the declining importance of income tax sharing, 1t became
"necessa:y that the role of a balancing factor be played more
and more by sharing of excise revenue, This means that at
least in absolute terms the states' share is the excise revenue
must go on increasing, However, the relative share of the
States has‘bgen reduced from 40 per cent revenue from these
commodities as per recommendations of the First Finance Conmi-
ssion‘to 20 per cent as per thgt of the Sixth,Finance COmmi;
sslon, However, the latter proportion actually resulted in a
sizeable growth or the absolute quantum of exclse revenue
geing to states, The Seventh Finance Couwumlsslon Increased
the state's share further, as we shall presently‘see.

We shall examine in the following parsgraphs tha grounds
on which éhanges have been made by the different Finance

Commisgssions,
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The rationale for the increasing number of excisable
goods revenue from which will be shareable with the states was
given by the First Finance Commission, It stated that the
selected exclses should be such as are levied on commodities
which are of common and widespread consumppion gnd which yleld
a sizeable sum of revenue for distribution, There_should-also
be reasonable stability of yleld and comparativé 1mmun1tf_p£
the dutles selected from the fluctuatlions related to changes in
the custom's tariff.3 It 1s evident that duties on tobacco,
matches, vegetable products were selected because they presumably
satisfy the above conditions. Subsequently the number of commoe
dities were 1ncreased“from three to eight by the Secopd.F;nance’
Commission, 8 to 55 by the Third Finance Commission and after
that the revenue from basic exclses on all commodities became
sheresble, Finally revenue from a&ll kinds'or exclse duties was
made shapaable’byithersevepth_F;pange Commigsion except that
from cesses covered by special acts, However, the States' overw

s

all share;exclse revenus oscillated between 20 per cent and 40
per cent only. _ - '

The converlent reason for this, given by these commissions
seems to be that the absolute amount of the states' share went
on increasing even on the basis of small percentage because of
the inclusion in the divisible pool of the excise revenue from

increasing number of commodities as also of different types of

3 The Report of the Finance Comwmission, 1952, p. 82,
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excises, In fact the percentage of overall share‘of’the states
in the excise revenue suggested dy the various State Governments
to the First and Second Finance Commissions varied from 50 per
cent to 70,“ 50 per cent maxigum in case of Fourth Finance
Commission,s 3°_PPP cent to 50 per cent in case of Fifth Finance
Conmis_sion,6 33,33.per cent to So_pgr.cent'in the case of Sixth

7‘and finall& around 50 per cent of in the

8

Finance Commission,
case of Seventh Finance Commission,™ . L
The increase 1n tha pereentage of states share was expect»
ed because of increase in the number of commoditieg, exclse
revenue from which was to be shared, It is interesting to note
that phglredugtiop in the percentage share Q{_gzggse revenue to
be assigned to the states was‘Jns;iriedwby’the.Fpnrth Finance
Commission in the followlng mamner 3 "We take the view that in
determining the overall shares of the states, due regard has to
be given to the reéuirements of the states on phe one hand and
the needs of the Union Government on the other,"9 However, the
report of the sald Commission did not specifically explain how

the requirements of the Centre and the State Governments are to

4  The Report of Finance COmmlssion, 1952, p.82 and the
Report of the Finance Coumission, 1957, p. k2.

5 The Report of the Finance Commission, 1965, p. 26.
6 The Report of the Finance Commission, 1969, P. 52,
? The Report of the Finance Commission, 1973, Pe lk,
8 The Report of the Finance Commission, 1978, p. 8#,
9 The Report of the Finence Commission, 1965, p. 26,
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be determined and whether needs of the Central Government as ‘
such are the Justification for reducing the éhare of the states,
The Sixth Finance Commission has a more explicit view regarding
this matter in so far as it pointed out that increased share of
the states would bemefit the industrisl states, more than the
backward states, In its opinion 1t is necessary to strike a
balance between the plea of.the.statas for g.substantial in-
crease in the divisible pool and the needs of the Central GCovern-
ment while at the same time eduity_in the_aggregate tyanéfe: of |
resources as betyeep surplus and deficit states has to be ep;
sured. It further maintained that an 1pcpeased divisible pool |
will givg'mp?e benefits powthe gnrplus étates than to the de;'

ficit states,lo -However, whetiher undefined condition like
needs and eduity are gqrmanelllto tax sharing and can form the
basis for reducing a particular states' share in the excise
revenue, remains still“;nadeduately explained.,

On the other hand, the demand of the states, for an
en}argemegt of the divisible pool was based on the following
arguments.l2 -

1) Increasing incidence of the central excise dutiles

adversely affects the levy and collections of the sales tax

10 The Report of the Finance Commiesion, 1973, p. 15,

11 The Government of Maharashtra, Memoranda submitted to
Sixth Finance Coumission, 1973, p. 6. '

12 The Report of the Finance Commlssion, 1965, pp. 25-26;
The Report of the Finance Commission, 1969, Dp. 33-3%; The
Report of the Finance Commission, 1973, p. 15 and The Report
of the Finance Commission, 1978, p. 62.
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vhich is the only elastic and also the wmost significant tax of
the states.

2) Increasing commitied expenditure of the plans forms
a revenue account item which increases the needs of the states,
but for which plan assistance is not_qbtainable._ _

3) A larger share of the states, in the excise revenue
vwill achieve the objective of ensuring greater efficiency in
the levy and collection of excise duty because only then both.
Central end State Governazents will have common interest in the

) Excise duties have high slasticity and buoyancy values
end therefore states' larger particlpation in the exclse revenue
will make their revenue also more elastie, ‘

The arguments made by the states for brinzing all excis-
able comnoditles within the divisible pool are of the following
nature.13 First, the commodities subject to the excise duties
have almost invariably a country.wide consumption, There 18 no
Justification for selecting only new commodities for sharing,
Second, inclusion of a larger number of commodities in the
divisible pool of the excise revenue would ensure the evenness
in the flow of resources to the stﬁtes because there will be
internal neutralisation of fluctuations in the revenue from
different commodities subject to excise duties, As a result,

the states revenue position will become more stable, Third,

13 Ibiq,
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if for any reason 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 shareable list, the states
stand to lose, Fourth, in a developing economy new lines of
product willvemergg and_phergfofe any_formu;g_of sharing mst
include these lines of production also. Finally the states
have been arguing agsin end agaln that sharing of income tax
13 becoming less and less significant which makes a larger
sharing of revenue frou all excises for the states a practiecal
neeessity, - ' N ,

In the memaraﬁdg subwitted to the Seventh Finance Comuil.
ssion by various State Governwents, all the above arguments
were once again strongly reiteraxed.lh For the first time in view
of 1itas exercise regarding the weasurement of increasing central
needs as well as the needs of the state governuents, the Seventh
Finance Commlssion agreed to the damapd of the states for a
larger share in the excise revenue irrespective of categories
of excise dutles and increased it to 40 per cent of ithe net

proceeds of excise revenue of all commodities.ls-
Inter-State Distribution

A look at Table 3.2 shows that weightage given by seven
FPinance Commissions to population as a eriterion for distribui.

ing inter-states' ghare of the excise revenue allotted to the

14 The Memoranda submitted "the State Governments to
Seventh Finance Commission, 1973,

15 The Report of the Finance Commission, 1978, p. 85.
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Table 3.2 ¢t Weightage of the Population Criteria in the Inter.
state Distribution of Excise Revenue

M e e G S5 6 S Sy W S WP O WP AF AR N AR AN ap W dF W S I G @ W A A 9 W W

Finance Commissicn
1 2 3 4 5 6 7

W W W S S e W AP Ay AP AP W5 48 AP 9 b S S W U ap W W &0 & Ay A I 6 W W =

Welghtage in 4 100 90 . 80 80 75 25

M WG WS W G Ns P SR A b G AP M OB WP WD W S SR W S W AR G Gy G WR W WS W W

L Not_specified.

states. All the Finance Commissions used populatiph as a ;
critepion on;y as»g'ppoxy‘far consumption Qf exclsable gqods.
They cops;dered_copsumptiqn as a more relevant criterion, The
userf population as a proxy fo:_cqnsumptipp_was accepted by
these Finance COmmissions_in view of the paucity of reliable
consumption data, It_is‘against this background that we shall
discuss the alternative criteria governing_tbe 1nter;state
distribution of revenue from excise dutles,

The First Finance Commission assigned 100 per cent weight;
age to the population eriterion which means that it cons;dered
population as only :glevant factor measuring the statewise eon;
sumption of excise commodities., This implies that the First
Finance Commission accepted the nalve assumption that a larger
population necessarily leads to a larger consumption of the
excised commodities, and thus larger excise revenue, It wvas
but natural that this methcd led to equal per capita transfer

of excise revenue to all states, The First Finance Commission
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adopted thils approach for two reasons, First, there was almost
total lack of relevant eonsumption data which e¢an preclsely
measure the contribution of the different states to the excise
revenue and as such the population became the proxy to measure
consumption, Second, it though that population criterion would
satisfy both needs and eéuity cqnsideraxion in resocurce trans;
fers’16 . . . L P . . .

. The Second Finance Commission introduced a slight change
in the system, It econsidered population as a wajor determinant
of shares of the states but reduced ths weightage given to the
population to 90 per_cent_apd'g;ve 10 per cgnt_wgightage to
adjustment mechanizm, The adjustment was to be wade in favour
of the states having a more disadvqntggeous positien in relation
to the rest, However, the exact basis of adjustment waévnot ,
specified by the Commission, In this case also, the weightage
given to population criterion was Justified on the grounds of
non;ayailability of consumpt;on date and also the consideration
of need and equity in resource transfer, | |

In recomrrendation of the Third Finance Cowmission, no

specific weightaze 1s given to the population eriterion even;
though ths Commission felt that ”Population should continue to
be the major factor of distritution,"*7” However, it considered

factors like relative financial weakness of the states,

16 The Report of the Finance Commission, 1952, p, 82,
17  The Report of the Finance Cowmission, 1961, p. 22.
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disparities in the levels of development reached, the percen;
tage of scheduled castes and scheduled tribes and backward
classes in their population as relevant factors in 1nter;
state distribution of excise revenue.la It 15 inexplicable
vhy the Third Finance Commission did not speclfy exact we;ght:
ages glven to the above factors as also to the population.
Instead, it gave only a schedglé of distribution purportedly
based,on éhese considersations. The Fourth Finance Commission
gave 80 pér cent weightage»to the populastion criterion, and
the remaining 20 pe? cent of the states’share ofn. exciée Tevenue
wes to be distributed among the_statesvon the basis of back;
vardness of the states as reflected by.19

“1) per capita gross value of agricultural production;

11) per capita value added by manufacture;

iii) percentege of enrolment in classes I to V to the
population in age group 6 to 11; _

1v) population per hospital bed;

v) pereentage of workers (as defined by census) to

the total population; '

vi) percentage of rural population to the total
population; and .

viil) percentage of population of scheduled castes and
scheduled tribes to the population;

The consideration of go many variables by the Finance

18 Ibid,
19 The Report of the Finance Commission, 1965, pp.28-29,
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Commission to ascertain the needs of phe states as well as to
satisfy the dictates of equity shows that population is neither
a precise indication of consumptionjor a good measure of finan;
clel weakness, which in turn is not necessarily a measure of
socio;eeonomic backwardness, However, it has to be noted that
the Fourth Finance Commission did not specify the weights given
to tﬁesc‘different 1ndicators of soéio;economic backwardness.
The Fifth Finance CONmission vas broadly in agreement N
with the Fourth Finance Commission's approach; it did not change
the wveightages given to the population and economic backwardness
eriteria namely 80 per cent 20 per cent respectively., However,
the indicators of SGcio;economic backwardness selected by the

Fifth Finance Commission are slightly different, namely

1) Scheduled tribes populaxion- :
iL) Tumber of factory workers per lakh of population-
111) Net irrigated area per cultivator;
iv) Length of railways and surfaced roads per 100 sq.kms.
v) Short fall in number of school going children as
compared to those of school going age;

vi) Number of hospital beds per 1000 population.

These factors were to contribute what the Finance Commi;
ssions desceribed as the integrgted index of backWardnéss and
the weight given to this was 6.66 pércent end the remaining
13,33 per cent weightage was given to the criterion of per

capita income, 1In other words,‘13.33 per cent of the states
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‘share was to be distributed to all the states in proportion to
the shortfall of tﬁe states per capita income from all states'
average per capita income multiplied by the population of the
state.2’ Here again the exact method by which the integrated
index was cqnstructed was ﬁept undisclosed by‘the Finance-
Commissions, . L _

B The Sixth Finance Commission reduced the weightage of.
popula%;qn slightly‘frqm 80»pgrvc9nt to 75_per cent and thg
welghtage fof socio;eeonomic backwardness was increased to 25
per cent, It isAinterqsting to recopd‘here that the‘Finance
Commisgion holdly rejected a long l1§t4ot_23'1n@icators of §
backwardness suggested by different states on the ground that
most of the indicators refer eithgr‘to.eha:gcﬁerist;c>thatkare
themselves the causes of low per capita income or to character-
istic that are direct of indirect conseduences of low per
capita income, Moreover, the assignment of veigbtage among
the different indicators is an intractable issue, Therefore
the Finance Commissions took per caplta income a3z the sole
criterion in assessing the relative econoazic position of the
states,?’ The exact manner of distributing this 25 per cent
share as given by the Sixth Finance Commission is more eduit;
able because larger the distance of a particular states' per

capita income from that of the highest per caplita income state,

20 The Report of the Finance Commission, 1969, p. 36.
21 The Report of the Finance Commission, 1973, pp. 16:17.
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greater aﬁd greater will be the share available to the state,
More simply, poorer states will get more and’relatively better-
off states will get less with the state with maximum per eapita
produqt getting no share in this portion. The share of the
states will be given by distance of the state's per ecapita
income from_that of the state with the highest per capita 1g;
come multiplied by the populatién of the state conéerned accord«-
ing to 1971 Census, L ]

~ The Seventh Finance Commission made an important con: |
tribution to the method of 1nter-state distribution of statest
share of the excise revenue, Along with the population, 1t
| considered per capita incowe as a relevant ecriterion for 1nter; A
gstate distribution, More importantly for the first time the
Seventh Finance Coumission Telated to the inter-state distribu-
tion to the problem of poverty. Moreover, to satisfy the
condition pf the'revenug_reégirements of the states in an
objectivg manner, it suggested the principle of revenueveéan
lisation. In other words Seventh Finance Commission suggested
that the states'! share in the excise revenue should be dis=
tributed among ;hg states on the basis of equal weightage to_
four criteria i.e. population, inverse of per capita Stats
Domestiec Product, the percentage of poor in each state and
revenue equalisation.22 In conseduence the recommendation of
the Seventh Finance Commission significantly reduced the ime

portance of population as a criterion for inter-state

22 The Report of the Finance Commission, 1978, p. 86,

X.1910k792.2.N7



67

distribution. The reason for this is to minimise the re-
gressivity inherent in the population eriterion and to make
the inter-state distribution more progressive i.,e, more favour-
eble to the ecoﬁomically backward states, The criterion of in-
verse of the per capita State Domestic froduct wasz brought in,
The value of_inverse of per capita State DomesticﬂPrqdugt_will
be greater for the backward_s@ates'than_the.respective value
for the more developed states. Xaturally,_inter;state distri;
bution, directly in proportion to the inverse of the per capita
State Domestie ?rodgqt, will_transferAg larger share to'the
backward states. The c:iterion of poverty ratio might be eqn;A
sldered as an attempt to relate resource transfer to the states®
relative_poverty, the contention‘being that the needsnaf 8
state having larger poverty ratio will be greater than the needs
of a state having smaller poverty ratio, This 1s_accgptable
because the ability of a state having a larger pcvérty ratiq
t4 raise revenues is necessarily limited both by way of direct
and indirect taxes, whereas in a federal set-up welfare exe
penditure responsibilities_of the state will be greater pre=
cisely for the same reason, Finally revenue eénalisation aims
at transferring more shars to those states whose revenue rais;
ing capacities are evidently smaller than the more developed
stafes. This is done by calculating the average of own tax
and non-tax revenue for 1975.76 and 1976;77 period. Regressing
these on the average per capita income for the period of

1973.76, we get the estimate of per capita revenue potential of
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each state, The distance of the per capita revenue potentisal
of a state from that of the state having lowest per capita
revenue potéhtial is ﬁeasured. This disténce is multiplied ‘
by the estimated population of the state as on lst March 1976.
Similar products will be calculated for all sfates. The per;
centage of such product for a pgrtieular‘state to'the sum of
such products of all states give the percentage sha;e of that
state»in”the'zﬁlpgr,cent_of the component of the divisible'pool
of excise,revenqe,?3 The Finance Comaission felt that the
adoption of this eoypqs;t criteria would satisfy tpg_peéq;re;
ments of eénity!_negd, attributabilitx and aﬁ‘the_same_time
encourage greater tax ef:o:ﬂs in so far as state lacking in
tax efforts will not bg_rewarded‘nor a state will be penalised
for mobilisation of resources in excess of its estimated re;
source potent#i;Zk ' o _ -
This survey of the ecriteria for inter state distribution
of the excise revenue highlights the emphasis pleced by all
the Finance Commissipns on the ﬁopulation criterion, It 1is
true that the Seventh Finance Commission drastically reduced
the weightage given to population from 75 per cent to 25 per
cent, However it can be argued that the population itself
even with reduced weightage cannot represent precisely the
consunption of execise commodities in a particular state. It

is also to be noted that population in itself cannot be

23 The Report of the Finance Commission, 1978, pp. 86;87.
o8 Ibid, ‘
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accepted as a proxy of collection., The collection will depend
only on consumption which in turn depend wainly on levels of
income., However, in the absence of consumption data population
has been accepted as a proxy for collection because given the
level of income, larger population mean larger collection,

' Moreover, the acceptance by all Finance Commissiocns of the
population criterion der;vesltrbm»the lack of acgurate'com;” _
parsble data of consumption of excise goods in different states
rather fhan from the scientific validity. This does not mean:
that the ayailabi;;ty‘q:_thedp:§cise dgtg'ﬁi;l;pa'the_Jusﬁ;-
ricatiqn for mgkingicopsuppt;qggrphe only gritgrion_for the
1nter;stgtaAd;gt:ibution of excise revenue, We know that the-
shaping_ofvreyenue from excises is permissive unlike income »
tax, The argument for the collection criterion becomes logically
as well es legally unassallable in the case of income tax be;
cause of constitutional provisions which confers on states a
right to share in the income tax revenue which dg not form a
part of the Consolidated Fund or‘India. On the other hand and
perhaps conseduently the constitution makers made the sharing
of exclse revenus permissive gnd the enpire proceeds cf‘the
excise revenue a part of the_ﬂonsolidated Fund of India., This
enables the Parliament through the sgency of the Finance Commi-
sslon to adopt consideration which are more relevant from
equity and need point of view, It is indeed a credit to the
mewbers of the Third Finance Commission (to a lesser extent,

also to the mewbers of the Second Finance Coummission) that they
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started th;nking about different indicators of socio;economic
backwardness as criteria for inter.state distribution. The
Fourth Finance Commission also adopted the same way of thinking -
as that preceding Finance cOmﬁission. The Fifth and the Sixth
Finance Commission refined this approach whioh has subseéuentiy
been perfected by the Seventh Finance Commission, ‘It is fel£
thax_insiead of continuingrvith'gS per_gent weightage of pqpﬁlap
tion, the same should be given to the consumptipg_erggiissffn
and reéuisite data should be collected in an_ga:nest_manne:.

' The lack of this data cannot now be allowed as gﬁ_e;guselto rely
on 1nappropriat¢Agndringdqéuéte_criter;on_likqﬂpqpulation. wWith
this modification, the composite cr@térion suggested by'the _
Seventk Finance Commission will become ideal because it satis;
fies conditicn of needs, redistributive Justice and fiscal

efficiency,
Part 11T « Additional Duties of Execlse

This part examines the problems_conngcted with resource
transfers due additionsl duties of exeises.In May 1957,
Governwent of India introduced additional duties of excise
replacing sales tax (of the states) on mill made textiles,
sugar, tobacco (including manufactured tobacco). For this
change the consent of the State Governments was obtained in the
form of an unanimous agreement in the National Development
Councll in December 1956, The net proceeds of such additional
duties of excises were to be distributed among the states
subject to the cohdition that the then income devised by each
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state from these particular salgs'taxes in 1956 will be assure
ed to them, Subsequently, the ?arliament passed Additional
Duties of Exeise (goods of specisl importance) Act 1957. The
manner 1n‘which the amount will be determined and excess if

any distributed among the states, formed an additional term of
reference of the Second Financé”Commission._ The additional
duties of excises are in the sense a tax rental agreement be-
cause in this case a taxing hower constitutionally givén to the
states is taken over by the Central Government with the consent
of the states in the 1ntorest of economic efficlency and ad-
ministrative convgnignca, ”It_implies_thevpringiplg of fpll_ﬂA
compensation»to the pa:ty_which yacates the}field”qf_tgxgtion,
in this case;/the State Governments in Indian Federgt;dn.‘The_
rationale of the additional duties of the excises emanates from
following points which have been cited by the subseéuent Finance
Commissionsa5 A » ‘

1) Unlike sales tax whieh‘caﬁ be single point, two
point and multiple point in nature, additional duties of excise
will be collected from only the first’poini i.e. final stage of
production, As a result the chances of evasion are reduced and
revenue productivity is enhanced,

2) Sales tax being a state subject, will be regulated in
each state by different legislation with different administrae.

tive structure, This creates inconvenience for trade industry

25 The Report of the Finance Commission, 1965, pp. 31-32
and the report of the Finance Commissgion, i969, PP 38239,
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and c&nsumer particularly vhen the conoerned commodities ass Ul
ed special-impor@ance beéanse of their national production and
fonsumption base, Additional duties of excises removae all
these couplications, . v

3) The provision of guaranteed compensation of a certain
quantum ensures that the state will not be put to an apparent
'1058. R . . . R . . . o .
' h) Unlike sales tax additional duties af'excises lead to -
uniformity in the inter.staie ineidence of the tax, This
facilitates a more effective control of incidence of commodity
taxation particularly when the commodities have g‘nqtional wide
mass consumption, Naturally additional duties on excise become
useful instruwent of naticnal fiscal policy,

Following are soma of the important issues uhich emerge
from the introduction of additional dutles of exelse, Firstly,
the guaranteed amount or the concept of present income, The
1957 Act provides that the states will be compensated for the
sales tax revenue they lose hecause of additional duties of
exclse, The compensation was to be equal to the present income
derived from the data on the sales tax of the states on the
commodities concerned for the budget 19%6-57, This compensa;
tion, known as guaranteed smount, should also be determined
with reference to the subseduent increzses in the sales tax

rates, coverage etc.,6 because most of the state governments

26 The Report of the Finence Commission, 1961, p. 26.
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had in fact made some increases in the rate and/or coverage of
the sales taxation, These increases would have become applil
cable to the commodities subject to additional duties of excise
which would have definitely increased the revenue for the |
states in the subseéuent period in the absence of this tax
rental agreement., Regarding this énestion Second to Fifth
.Finance Commissions interpreted the meaning of the concept of
present ;ncqmg gs_that'which_haye accrygd to the 5t°@°§,§t.

the 1956;57, rates of sales tax. The cleims of_thg_sta#es‘re;
garding subseéuept increases in the rates, better collection
and future incresses in the rate of ssles tax were relected on
the ground that ;t»woqldvmerp_digcriginat;pg against_the states
vhich did not increase the tax rates. ESecondly 1t has to be
noted that the states have vacated a part of the field of sales
taxation and es a result there could be no 1nter;state gales
taxes in the case of these commodities,27 ‘Upto'the_Fifth_
Finance Commission the guaranteed amount was first calculated
accordingvpo the wethod adopted by the Second Finance Commission
and the excess was distributed among the states on the basis of
certain other considerations. However, the Sixth Finance CQmm1:
ssion and later also the Seventh Finance Commission thought this
unnecessary in viev of the enormous increase of the proceeds
from the additionsl excise duties which even 1f distributed
totally on the basis of other considerations would definitely

27 The Report of the Finance Commission, 1957, p. 603 The
Report of the Finance Commission, 1961, p.io%hThe Repori of
the Finance Commission, 1965, pp, 32-33 and The Report of the
Finance Commission, 1969, Dp. 42-k3,
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ensure more than the guarantged amount to each of the states,
The actual proceeds during 197h;79 would be Rs.'i037 crores
while the gusranteed amount was only Rs.l62 crores. It is
interesting to note that only Gujlarath, Maharashtra and Uttar
Pradesh wanted the practice of setting a part guarenteed _
amount first and distributing the balance afterwards continued.
Uther states elther kept mum on this or agreed with the Sixth
Finance Coumission's approach because any way.they.would be
getting more than the guaranteed amount. In short, the Sixth
end Seventh Finance Comnission discarded the practics of ol
Qulaxing‘gugrgptge¢ amount_flrs? end dagi@ed_tor§;sppibuta the
entire net proceeds of additionel dutles of exclse on the basis
of criteria selected, B o , _ L .

- As to whether the additional dutles of exeise should be
advalorew or specific, the Finance Comwlsslons have conceded
the demand of the states tha@ they should be advalorem. 31m1:
larly all Finance Commigsions which_studied‘the problem felt
that on the whole arrangement has worked smoothly and not at
all to the detriment of the states,23 The trading and indu-
strial sector has_somgtimes rep:esgn?ed to the Finance Commil
ssion that the coverage of the arrangement should be inecreased
by increasing the number of commodities subject to the addi;
tional duties of excise, They Justified this demand on the
grounds_of administrative gimplicity and commercial convenience.

Hovever, the state governwents strongly opposed the widening

28  The Report of the Finance Commission, 1969, p. k2,
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the coverage of this arrangement because sales tax constitutes
the only elastie and productive source for the states. In
order to provide larger share of revenue from additional excise
taxation, it was decided by the National Develeopment Council
in 1970 to increase the incldence of additional excises to the
level of 10.8 per cent of the value of clearance.
Inter-State Distribution

| Now we come to the principles of inter-state distribution
of excess over guaranﬁegd gmonnt‘qp.as”gtdp:qsgpt the entirell
net proceeds of the additional duties of exclse. The National
Devqlopmgnt Cognci}_pad_agrqed.to tpq_prinq?ple of_qqngumppion
wvhich was almost accepted by the Second Finance ¢ommi§sipn,?9
The Sgoond Financg‘cémmigsion made marginal use o: population
as a corrective factor to minimise the distortion resulting
from 1nade§uate consunption data of different states., The
ThirdrFiﬁance COEmissiqn recommended that the excess amount of
~the aiditional duties of excise should be distributed partly
on thg basis of the percentage increase in the‘sales ta;_ _
collection since 1956-57 and partly population.3® However, 1t
did not specify the weightages of these eriteria., The Fourth
Finance Commission suggested a more direct princliple that
excess smount be distributed on the basis of the ratio of
gtates sales tax collection to the total sales tax collection

29 The Report of the Finance Comwission, 1957, p. 60,
30 The Report of the Finance Comuission, 1961, p. 27,
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in all the states.31 The Fifth FinanceéCommission suggested -
that the distribution of excess amount be on the basis of 50
per cent of sales tax collection and 50 per cent on the populap ;
tion size.32 The Sixth and Seventh Finanee Commissions as not-
ed earlier discarded the concept of the guaranteed amount and
suggested a uniform set of eriteria for the 1nter~state dis-.
tribution of the entire procseds of additional dutles of excise.
According to the Sixth Finance Commission mere sales tax '
collection cannot reflect the consuwption of commodities sub.
Jeet to additional guties of_excisg. It argued that consump-
ticn 1s directly related to the levels of incoue and that the
latest data on the state domestic product could be taken as a
broad indication of phe likely consumption of these commo;
dities in the states.33 However, 1t slso accepted the claim
of.thg states that they should be compensatad for the losg of
revenue which they could have obtalned by way of 1nteragtate'
sales tax in the absence of additional duties of excise. In
this regard, the Finance Comuission accepted the productiqn

of excised commoditles as the proper indicator because revenue
from inter-state sales tax is directly related to the export

of excised commoditles from a staté. It can be presumed that
with increasing production éxports also tend to increase. In

tha absence of data regarding exports the production of such

31 The Report of the Finance Coumission, 1969, p. 3.
32 The Report of the Finance Commission, 1969, p. Lk,
33 The Report of the Finance Commission, 1973, p. 20.
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commodities in a particular state can be taken as a proxy for
exports and thus for possible revenue frowm the inter-state
sales tax, The Finance Commission suggested the following
formula for the inter-state distribution of the entire net
proceeds of additional dutlies of excise. ’

1) 70 per cent on the basis of population;

~ 41) 20 per cent on the basis of State Domestic
Pro&uct'at current prices; o S o

| 111) 10 per cent on the basis of the production of
comnodities,

At the time of Seventh Finance Commission, the states like
Maharashtra'an¢vGuqargt;3&__9b1e¢§ed to the cancellation of the
provision for gusranteed amount by the Sixth Finance Commission,
The Government of Maharashtra and Gujarat waintalned that this
-was against the spirit of the agreement reached ;n the National
Development Council 1997. Moreover, they once agaln emphasised
tax rental nature of the additional duties of excise a¥ a
result of which the states have a full claim to the revenue/
being collected in their areas. Theref@re the Government of
Gujarat suggested that the practice of guaranteqd amount should
be revived and these amounts should be taken as indicators of
sales tax collection in the different states and maintain that

the excess amount of the revenue from additional duties of

3%  The Government of Maharashtra, Memoranda submitted to
the Sixth Finance Commission 1977, p. 15 and the Government
of Gujarat, Memoranda submitted to the Sixth Finance '
Commission, 1977, pp. 4546,
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excise should be distributed among the states in proportion to
the guaranteed amount only. The Seventh Finance Commission
accepted the view that the principle of compensation is appro=.
priate in regard to inter-state distribution of the revenue.

It therefore adopted the followiﬁg approach, The sales tax

is ultimately paid by consumers., Naturally larger the con;.
sumption of the texed commodities larger will be the revenue
from the tax, So 1t would be appropriate to distribute the -
revenue from additionai du@ies_of excise on the basis of =
statewise consumption data. In view of the paucity of reliable
consumptiog data‘eaglier.Finapce_Commiss;¢ns_had)suggested'
populafion, sales tax revenue, State Domestie Product and
production of commodities as criteria, The Seventh Finance
Commission tried to find out indireect indicators of consump;
tion of tobacco, textile and sugar, In the case of sugar, it
relied on the figures of dispatches of sugar from Central
Government to State Covernments ;23 Indicators of eonsumption35
of sugar in a particular state,On the strength of the advice
given by the Food end Agricultural Department, Government of
India, finally it suggested that the revenue of additional
duties of excise on sugar should be distributed among the
states on the average of dispatches for three year period
ending 1976-77.3° Regerding tobacco and textiles, the Comui-
sslon could not get even the reliable indirect indicators, so

35 The Report of the Finance Commission, 1978, p. 48,
36  The Report of the Finance Coumission, 1978, p. 62.
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1t argued that consumption of thesa commodities will be direectly
related to the state domestic product and recommended that the
revenue from the additional excise duties on tobacco and textiles
should be distributed among the states in direct proportion to
the product of the average per capita state domestic product
for the pe:iod 1973-76 and population acgording to_1971 Censgsus,
In the process the Seventh Finance Commission rejected states!
(Kefala, Haryang; Maharashtra and Tawil Nadu) view that collec-
tlon of tofal saies tax revenue in the states should be taken

as an 1pd1catiqq‘of'also the eo;lection‘of additional excise
~duties on tobacco and textiles end 1nter;state distribution

related to it,



CHAPTER IV

SUMMARY AND_CONCLUSION

In a country having a federal political struéture, 1nter-
governmental fiscal relations assume strateglc significance,

A smooth working of fiscal federalism 1s, if not a sufficient
condition, at least one of the necessary.cpnditiong_qf the
stabllity and continuity of the federal organisation. In this
study an sttempt hes been wale to examine criticslly a major
aspect of Indien Federal finances i.e. tax sharing mainly with
reference to the system that generally evolved from 1952 oni
ward's' . . . . .

A review of the fiscal provisions in the Indian_constitu;
tion shows that legislative powers and_fingnc;al_resourcegAgre
divided between the Union and the State Governments in a very
elaborgte and explicit manner., The areas of. frictions are
minimised and a great scope for financial cooperation 1s
provided. The political harmony between the Federal and Union
Governments has received careful attention.

Chapter I shows how both vertical and horizontal fiscal
imbalances have grown in Indian set up despite the e;aborate
and careful division of functions and fiscal powers. It is
clearly seen that the Central Government is placed in a
strong fiscel position as aga;nst the state which have to face
unfavourable fiscal imbelance. It i1s seen that the Central

80
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Government has had eonéistently an average of 69.9 per cént
surplus revenue in relation to its expenditure responsibility,
whereas the States' fiscal adversity (excess of expenditure
over revenue) has been on an average of the tune of 39.92 per
cent. This vertlcal imbalence can also be measured by the
ratio of central transfers to states!_ﬁotal'gxpenditure.‘Ihig}
ratio in the First Plan period was k1,3 per cent which increas=
ed to 47,5 per cent during the Fourth Plan petioda.vfhis '
tendency has continued in the snbseéueut period a;sé, Tﬁe»
existence of horizontal fiscal imbalance in Indian Federation
is the result of regional economie disparities, Different
states have different fiscal potentials becqnse'qf'difrerenges
in economic endowments. These lead to differences in the rate
of economlc growth and naturally some states lag behind others
particularly in provision of public services. In such a '
situation redistributive transfers of resources from the Centre
to States become necessary to ensure balanced regional deve;
1opment_because the stability of the federal structure depends
on this, _

In Indian federal structure, federal resource transfers
ere done through three channels, (1) On the recommendations
~of the Finan¢e Commissions appointed under Article 280 of the
Constitution, These relate to mainly to obligatory and pere
missive sharing of taxes under Articles 269, 270 end 272 and
grants under Article 275; (2) by the Planning Commission mainly
in the form of grants under Article 282 and Central loans;
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(3) by discretionary transfers made by various Central Mini.
stries in the form of grants and loans to the states mainly for
specifie purposes,

The Finance Commission i1s entrusted with the responsi.
bility of making recommendations regarding the principles of
Centre-state distribution and inter-state distribution, Our
study clearly shows that resource transfers in the form of tax
sha:igg constitgte the gaqcr'pgsk of the Finance Commission.
~ During 1951-56 of the total transfer made by the Finance
00mmissions 72 per cent'were in the form ef trensferred tax

revenue and in the 197&-79 period this inereased to 7% per cent.

The Sharing of Income Tax

Accarding to thn pravision of the COnstitution under
Article 270, net revenue from the tax on incoms (excluding
agricultural income, corporation incqme, union emolﬁments)‘has
to be shared with the State Governments, The Finance Commi-
ssion recommends the principles according to which the shares
of the Central Government and the State Governments are detera
mined as also~tha principles on which 1nter-state distribution
is to be wmade. Our review has shown that in the pre:indepen-
dence period Centre-State sharing of this tax was considered
wainly as an instrument for correcting vertlcal iwbalance,
Fromw 1952 onwards, 1t started being considered as a corree:
tive factor not only for vertical fiscal iwbalance, but also

for horigontal fiscal imbalance. All Finance Commissions
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thought of two criteria namely population and collectlion in
inter-state distribution of states! share. The populatién is
getting overwhelming welghtage. This review also shové that
consecutive Finance Commissions increased all over share of ﬁﬁe
states from 55 per cent to 89 per cent of the income tax
revenue. This increase in the states' share seems to be
Justified on the following grounds : (1) The redefinition of
income, which excluded tax on corporation incomes from sharing,
(2) The continuous use of surcharges made by the Central
Government and kept non-sharaable. (3) Exclusion of tax on
Union emoluments from gharing.l_Thg_more»intgtgst;ng point 1s
the exclusion of the corporation tax from sharing. If we look
at thg g;owth gf,rgyepqg”;rom.1ncoye_§gx_and gorpqtat;on tax N
overtime, it heconmes _clear that the corporatien tax 13 assuming
a greater revenue significancs. In 1960.61 revenue from income
~ tax was Rs,_igb erores which rose to Rs. igﬁé crores in 1980.81
while the revenue fromw ineeﬁd“fax was only Rs. 111 crores
1960761, but increased to Rs, 1515 orores in 1930-8l., More.
over, the revenue significance of income tax for both Central
and State Governments has generally decreased because of the
increasing importance of indirect taxation at both levels, It
1s for this reason that demands for msking revenue from corporae

tion tax shareable will go on becoming more and more emphatlic,

Znter-state Distribution of States'
Share of Income Tax Revenue

The problem of determining the inter-state distribution
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of states' share of income tax revenue has consistently attract;
ed the attention both of the state governments and ¥Finance
Commissions, Generally it can be sald that the Finance comml;
ssions have glven importance to the criterion population vary-
ing between 80 per cent and 90 per cent apd made_ehanggs in the
criteria of collection from Zolpe: eent to 10 per_cent.. In
fact the welghtage given to population has rewained between 80
per cent an@"90,perreent.main1y on tbevqonsideration of need
element, Most of the Finance Comwissions thought that the need
of the states as reflected by_popula@ion‘gohstitqtes g‘me}e re;
levant factor than collection, The collectlon was given limit:
ed consideration on the grounds that collection relates the
presumed origin of income which in ltself 1is not traceable )
reglonally in view of the complex inter relation of economie
factors which are spregd iu'g continuous manner ove:“all the
regions of the country. Secondly, in a federal structute,
where the Centrel Government is entrusted with the responsibi;
1lity of redistributive of imjustice, population becomes a more
direct indicator of the need elemwent in view of the differences
in economic endowments among states. A perusal of view points
of State Governwents as reflected in their wemoranda submitted
to the different Finance Coumissions reveals two different . =
approaches; (a) more industrialised and richer states want a
greater weightage to the collection criterion and (b) less
industrialised and poorer stetes went greater emphasis on

population criterion, It is indeed very difficult to resolve
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this conflict because the consideration of economic efficiency
Jjustify greater emphasis on collection and consideration of-
redistributive justice domands greater emphasis on population
criterion, in a developing economy where economie efficienej
should be guiding principle, some increase in weightage given_
to collection eriterion may seem to be 4in the right direotion;
lest, ‘the allocation of resources may go against the dictates |
of the needs of economic development. »

Discussion regarding the appropriateness of the criterion
for inter-state distribution of the states' share compel us
to meke eome_conoluding}remarke, Firstly, it is clear that the
population eriterion has»been aocepted by all Finance Commi-'
ssions on the ground of_eouity considerations‘of enabling states
with different capacities to have more revenuo{adeouately_so
that they correspond with their needs, In spite of the fact
that an ewinent authority 1ike Mr. A, K, Chanda emphasised
the objective soundnessvof colleotton criterion to be more
1mportant,_it‘has been given a marginei velghtage only, the
major reason of this being the regressivity of resource transfers
that will result from its adoption..1 According to D, M,
Nanjundappa, population is a very simple indicator of the need
of the states. If the inter-state distribution of the states!
share 1s made on the basis of population criterion it vill
gilmply be tpntamount to equal per caplta grant, As a result

1l A, K. Chenda, op., clt.
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per capita resources transferred acecording to this prineiple
will become regreséive.z This 1is clear from the fact that per
capita transferred based on population criterion will be equal
for the citizens of both more developed and less developed
states, Moreover, one has to take into consideration the
problem of the area of the state as well as the density of
population of the state which effeect significantly per upiﬁ
cost of providing the same standard of public goods. It,
therefore, 1is doubtful whether population criterion is really
a non-tegressive_cr}tgpiqn o: inpe:;spatg distribution. This
apprehension is aqbstantiglly_strgngthqped‘by the recent tegl;
ings among leading expe:_'ts_ like 3, Vem_x‘,_ R, Chellia that thq |
resource transfers ef{eete@_by the Finance Commissions so far
have in fact tended to be regressivg.s_ It isitherefore necessary
to persuade the next Finance Commission to discontinue the
practice of inter-state distribution of.iheome tax»rgvenua on
the basis of collection and population eriteria enly. Indeed
it is now high time that states' share of revenue of income
tax 1s distributed among statss on the basis of relative needs
vhich can be measured precisely only on the basis of a cpm;'
posite index consisting of seversal indicators of the stage of
econdmie development, the actual performance (tax efforts and

expenditure economy and efficlency), population, area and social

2 D. M, Nanjundappa, op.cit., p. 50,

3 S. Venu, op,cit,, p, 62 and R, Chellia, Trends and Issues
in Indian Federel Finance, NIPFR, 1981,
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measures of backwardness as also the speelal problem and
features of the states. Fortunately, beginning of this‘think;
ing on these lines have been made with the work of the Third
Finance Commission and improved by the subsequent Finance
Commissions but only in regard to the inter.state distribution

of excise duty.

In Chapter IIT, a critical examination of the sharing of
excise duties and\a@@;tiongi dutipsvéf éxcisé_has been made.
_Article 272 of the constitution provides :6: phe'pérﬁiésivg N
sharing of upion'dutias qf_gxqige w;thgthe_;pates, ?he revenue
from these dpﬁias ;orqs a part of{ansq}@dated Fund of India
according to the raqommandations‘df Finance Commissionsj even
the whole of the revenue from excise duties way be tranérerred
to the states. _ - 7 ‘

Although the sharing of excise dutles 1s permissive 1ts
contributionvto phe shared revenue went on becoming wore and
wore significant, Well from the beginning, the Central
Government made sharing of excise revenue & part of the terms
of referencs of the Finance Comelssions, 1In fact the sharing
of exc¢lse revenue has become more 1mportant for the étates
than sharing of income tax revenue. The revenue significance
of excise duties for the Central Government was 31,37 per

cent in 1953.56 and 48,71 per cent in 1978.79, Similarly the
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revenue significance of the excise duties for the State Govern-
ments was only 4,65 per cent in 1955;56 which rose to 17,90

per cent in 1978-79, Therefbfe, it is evident that excise
dutles have become a major element of the devolution of the
resoufces to the states, _ S .

It is also intgrestingrto_note that over the last 30
yesrs, the scope of this sharing has increased because of the
increased numbqr of shareable excise duties as also the 1n;
clusion 6f special'au;iliary_and other typses of excise duties
in the shgreéble pool, However, the states! overell share of
exclse revenue oscillgted betwgen 20 per cgpt_to ko per cent
only, In fact the states' share was gradusally decreased from
40 per cent to 20 per cent ti1l the Sixth Finance Commission,
The Seventh Finance Commission increased this share of the
states to 40 per cent of the net proceeds, The reassons for
the plea for increese in shgre adduced by the State Govern:
wents to the Finance Commissions mainly related to :.(1) ad-
verse effects of increasing 1n¢idepce of central excise on the
levy and collection of sales taxes. (2) increasing committed
expenditurg of the states for which plan assistance wag not
obtainable., (3) high elasticity and buoyancy values of excise
duties so that larger share for the states will make the states!

revenue also more elastie, (%) the over all consideration
'determining the Centre-States distribution related mainly to

predominant revenue significance of excise duties, the needs
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of sufficiency of the Central Government as also growing needs
of the State Governmentis on account of rapid growth of comuitt

ed expenditure.
Inter-State Distribution

All the Finance Comwmissions eonsidered population as one
of the wajor criteria for 1nterg§ta§e diétfib@fiqn of the
states? share in the excise revenué, Thé;ygightgge given to
this population factor was 100 per cent ;n‘case of First
Finance Cowmission which was warginally dqéieésed ta 75 Def
cent by the Sixth Finance Commission. The Seventh Finance
Comwission, however, reduced the weightage'ofjpopulafion to
only 25 per cent, In this regard initially, population was
considered to be the cnly relevant factor measuringlstatewise
consumption of excised commodities. Thls was donelbeeause
statewise consumption data of excised commodities are not
avallable, In other words, the predominaht weightaga given
to population by First Six Finance Commisgsions 1s based on
assumption that eonsumption is proper indicato: of the states!
éhare and pqpulation is a proxy to consumptlon. Beginning
with the Second Finance Cowmission other criteria came into
for the inter-state distribution of exéise Tevenue, The
Second Finance CONmission gave 10 per cent welghtage to
ad justment wechanism to be in favour of the weaker states,
The Third Finance Comuwission considered factors like relative
financial weakness of the states, dlaperities in the level of
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development and percentage of scheduled castes, scheduled
tribes and backward classes in the states population, It aid
not, however, specify the exaét welghtage for ény of thesé
criteria including population. This appréach of the Third
‘Finance Commission hoveier became a routine consideration for
subseéuent Fourth and Fifth Finance Commissions, whlch dis;
cussed 8 host ofﬂipdigg@ors‘pf”soc;q;egqpomic backwardness_
of different states accepting the principle that ﬁore‘the
socic~econouic backwardness of the states greater will be the
share in a po?p;onw?f the divisible pool., The Sixth Finance
Coumission disqarded»the.p?agpicq of considering ﬁhese';ndi;
cators and took the pepvcapita ;ncome as“a_sqla criterion in
assuring the economie posi@ion_of the states, _It_repommqnded
that after allocating 75 per cent of the states' share on the
population criterion, the rewaining 25 per cent should be
allocated on the test of soeio;econom;c backwardness. The
Seventh Finance Commissiop‘broke new grounds in inter.state
distribution of excise revenue. The criteria qf_disfripution
recommended by the Coumission, comprising of population, in-
verse per capita Domestic Product, poverty peréantage gnd _
revenue.eqalisation with 25 per cent we;ghtage given to above
factors, It is felt that by edopting the s&bove criteris, it
vwould be possible to reduce the chances of the formula becoming
either unduly-fawou;able to certaln states or working harshly
sgainst some others, However, it is not appropriate to rely

continuously on population ass a proxy for consuwmption and as



9

such ihis composite criteria should be modified slightly by
replacing population by consumption with25 per cent weightage.-
For this purpose, collection of consuuption data commodltywise
and statewise on & permanent footing 1s evidently a precondil
tion,
Additional Duties of Excise

Additionel duties of excise were not visualised in the
constitution, They were introduced mainly in the interest éf
economic efficigncy and adwinistrative convenience by rep}gc;
ing sales tax of the states on textlles, sugar and tobacco,
which are comzodities of wass congumption thrpughpqq the
country. The introduction of these duties was possible be;
cause the Central Governmen#lagrged touthe p:incip;e of ful;
coupensation to the State Covernwents which vacated a part of
these sales tax area, The nel proceeds of additionﬁi duties of
exclse used to be distributed (upto Fifth Finance Commission)
between the states in two ways. First, every state gets the
guaranteed amount calculated on the basis of 56-57 revenue
from sales taxes on these commodities in respeétive states,
The 1nter;state distribution of the excess over the guaranteed
amount also led to a gradual evolution of changing sets of
criteria. These different criteria include eonsumption,
population a3 a corrective factof, percentage increase in the
sales tax collection, ratio of the states' seles fax collec;

tion to the total statest sales tax eollection upto the Fifth
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Finance Commission, The Sixth and Seventh Finance Commissions,
however, scrapped the practice of guerenteed amount and start;-
ed distributing the whole of the additional duties of excise
on.the basis of population, per capita income, and preduction
of commodities of this tax. In faect both Sixth and Seventh
Finance Commisslons considered consumption as the most appro-
priate in¢1cator of the states! share in the additional duaties
of exeise, | S _

- In view of the tax rental nature of the arrangement, '
regarding the additional duties of exeise; wade possible through
the mechanism of Natlonal Development Councilts deliberatioms,
the adoption pf the principle pf compénsation_by’thguFinancq
Commissiqns seems to be»sgtisfactqry,__Thg oppqsit;on qf the
State Governments to e;tend;ng_the‘seope of this arrangement
to other cowmodities 1s also Justifiable on the grounds of
fiseal sutonoumy compr;singvindependence of both expenditﬁre
decislon and revenue collection, The arguwents of uniforuity
of tax system, adwinistrative efflecliency end convenience to
the trading snd industrial sector are alright but in a federal
organisation the Stats Governments mus b have some sources of
revenue significant for productivity und elasticity on the
basis of which the State Covernments can get reéuired_budgetary
flexibility, To preserve sanctity of the National Developmgnt
Council sgreement regarding the gunaranteed amount we feel that
the review of the practice of ealculating snd setting aside
the guaranteed amount should be a step in the right direction,
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Apart from these considerations, the agreement evolved by the
Financé Commissions regarding additionsl duties of excise and
their 1nter-state distribution have charaecteristiecs which make

them acceptable,
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