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CONSIDERATIONS RELEVANT TO THE TERMS OF
REFERENCE OF THE THIRTEENTH FINANCE
COMMISSION

GOVERNMENT OF KERALA
FINANCE DEPARTMENT

The widening gap between the resource raising powers of the State Governments
and their constitutional responsibilities undoubtedly remains the single biggest cause of
the imbalance in centre-state fiscal relations. Rectification of this persistent problem
calls for innovative and insightful policies aimed at correcting the state of public finances
in the country. No doubt, this process will have to stem from the first step of drafting
of the Terms of Reference (TOR) of the Finance Commission itself.

“Terms of reference of successive Finance Commissions have conformed to a typical
two part structure. The first merely reiterates the constitutional provisions . enshrined in
Article 280 of the Constitution. This section of the TOR, which holds the key to the
working of the Finance Commission, is often invariant in style and has not gone through
any significant deviation over the years. In the second part, the TOR details out the
considerations that the Commission should bear in mind while going about its tasks
assigned to it under Article 280. These considerations are often set out in the TOR as
broad contours of areas that should be looked into by the Finance Commission while
making their recommendations. In other words, the TOR does not ensure that these
considerations get finally translated into actual devolution of resources. The persistent
incremental approach that is clearly evident in the reports of the Finance Commissions
in the past, originates to a large extent from the high degree of immutability of the TOR
itself. Thus, the structure of the TOR itself might itself have been the most serious
limitation on what could otherwise provide an opportunity for a Finance (Commission
to conduct a meaningful and exhaustive probe into several of the inter related issues of

revenue augmentation and expenditure management.

To overcome this limitation, the Terms of Reference of the Thirteenth Finance

. Commission should not leave issues in the form of considerations alone but specifically
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and expll(:{tly charge the. Comrmsswn with the responsibility of ﬁndmg solutlons to
severai vexmg problems’ that bestc {Centre State financial relations.) '

Equxtable sharing of growth in total revenues of the centre

Thc basic asymunetry in command OVET resources betwccn the Centre and the Statm

* which the Finance Commissions are supposed to mitigate has starkly accentuated of late

by the nature of India’s growth process. The service sector is increasing far more rapidly

" than the commodity producing sectors, but the taxation of the service sector which has

become an extremely lucrative revenue resource is in the hands of the Centre. The
devolution formulae devised by the Finance Commissions till incapable of overcoming
this discrepancy. The Centre is left with far greater dlscretmn than is censtlmnonaliy

. warrantcd in devolving funds to the Statcs

The Consnmtzonally-mandated devolution through the F;nance Commission ﬂacrefore
shrinks relatively compared to other types “of devolution, such as through the Planning
Commission and th:rough dxscreuanary transfers It is \mperauve therefore that the Finance
Commission’s formulae should change, to allow for a certain amount of fixed transfer,

"and additional transfer over and above th;s amount in proportion to the Centre’s tax
‘ recmpts The following terms of reference mercforc should be added:

“To review the formulae under which transfers have been made till now by the

_ successive Finance Commissions, and io devise a system, whereby in addition to spécif ed
~ absolute amounts trasferred to the states to- meet their basic ﬁscal needs some extra
 transfer is prov1ded in propomon to the Centre s tax revenue

7

2. Centrally Sponsored Schemes

For nearly three decades now, States have been afguing for -camplete transfer of

AC’entrally Sponsored Schemes with funds earmarked for them. “The schemes in the, domain

of State subjects in the constitution, should best be designed and administered by the
States themselves using the funds transferred by the Centre. But of late, a new dimension
has been added which makes the present arra;igernent even mote violative of the spirit
of federalism. There is a growing tehdency to load Centrally Sponsored Schemes with -
conditions that seek to impose policies or views of the (centre or the ministry

‘administering the scheme INNURM is an abvious case in point, where the Central

Government makes the provision of its assistance conditional upon the states: reducing
Stamp Duty to 5 per cent. This is sought to be Justlﬁeci through Laffer Curve-typc
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reasoning. It defics reason that the Central Government should now insist that all State

 Governments should subscribe intellectually to Laffer Curve Economlcs The issue

concemns not only the spirit of federalism but also the effi icacy of the schemcs themselves

~ since the “one-size-fits-all” formula underlying such schemes is not even conducive to

meeting their social {}bjmtwes The foﬂowmg terms of reference therefore should be
added:

“To review the eﬁcisting arrangement of Central transfers to states under Centrally
Sponsored Schemes and to suggest ways of altering these arrangements to pfi')vide greater
autonoiny to the State Governments in the design and admmlstratlon of such schemes”.

5, Impact of pohcies of the Centre an State Fmances

~ The third area relates to compensation to states for Central policies. We now have
a scandalous situation where the Union Government enters into bilateral and multilateral
trade agreements with other countries, which have an immense bearing on the agricultural
sector, without even consulting the State Governments, even though agriculture - is a
state subject.” The justification givén for such agreements is that they are “in the national
interest”. Since they hurt agriculturists, they can not obviously be in every one’s interest,

- but must be favounng only some groups. Elementary economics suggests that in all

such cases, at the very least, a system of compensation of losers by the gainers should .
be put in place, which in the present context raahsnca}!y can only mean compensation
by the Central Govcmment to State Governments for the losses suffered by agncu]tunsts
belonging to the later’s domam The Central Government produces at present occasional

“relief packages”™ for those who are hit by distress caused by its own policies, but such
occasional “relief packages”, which are subject to the Centre’s discretion are no substitute
for a system of compensation that would be in keeping with the spirit of the Constitution
in allocating powers between the Centre and the states. This situation has become
particularly urgent now, since the increase in the value of the rupee, which is a result of
the Centre’s policy, is hurting peasants everywhere, including in Kerala, with no system
of compensation in place. Hence the.fql‘lbwing must be added to the terms of reference:

““To devise a system whereby the states are compensated by the Centre for losses

suffered in sectors, like agriculture, which are under the jurisdiction of thé states, owing

directly to the policies of the Central government”.

2/721/110—42



o

LIBRARY ARCHIVES Kerala Legislative Assembly

Page 7 of 8

320

4. Greater recognition of special problems faced by individual States

A direct offshoot of the restrictive terms of Reference of the past Finance
Commissions, is that each Finance Commission invariably ends up with a mechanically -
drawn up normative scheme for devolution., Such a.scheme by itself alone, ignores the
diversity of the States, the magnitude and nature of their problems and the Iimi't.s on the
resources that each individual State faces in discharging its constitutional responsibilities.
We would like to propose that while a normative approach should.continue to the
primary basis for devolution; the Thirteen Finance Commission should be given a mandate
to give greater attention to the special problems faced by the individual states.

5. Devolution to Local Self Governments (LSGIs)

Article 280 (3) (c) of the Constitution stipulates that the mcasurd; needed to augment

" the Consolidated Fund of a State to supplement the resources of the Panchayats and

Municipalities in the State should be on the basis of the recommerdations made by the
State Finance Commissions. But State Governments, as a whole have a mixed record in
the manner in which ‘they have approached the reports of the State Finance Commissions.
Some State Governments have accepted the recommendations of their State Finance

.Commissions in toto there are other States who after accepting the recommendations

have failed to implement them. There are a few States who have done practically next
to nothing on the recommendations of their State Finance Commission. Hence we would
recommend strongly that the Terms of Reference should provide that the actual extent of

‘devolution and the breadth and depth of the decentralisation process in each State should
be the basis for further devolution and resource transfer to the local bodies.

. Theoretically State Governments should stand relieved of a number of functions
which have been devolved to LSGIs. This should have been reflected as a direct reduction
in the expenditure side of the budget of the State Government. But. in reality, the situation
is far more complex. It is not easy for State Government to shed their financial
commitment in spheres that legitimately belong to local bodies, for the primary réason
that, most -LSGIs are little equipped now to take on this additional burden, Hence in
Kerala, the State Government continues to meet the salaries of staff (e.g. teachers and
PRI staff) working in institutions under LSGls. Clearly, such expenditure met by the
State Government should be reckoned as part of the devolution to local bodies. LSGls,
being a creation of the constitution, it is only legitimate that the Centre should share
the burden of providing such support equally with the State Government. We‘m.’e of the .
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view, that the TOR should make dcﬁnite.prevision in it for evaluating the financing

gap on account of committed expenditure in local bodies that are now being met by
State Governments and provide for corresponding devolution targeted to fill the same,

The devolution to the LSGIs by the last three Fmance Commissions constitute a
miniscule ratio when considered in relation to GSDP. The Thirteenth Fmance Commission
should be given an explicit mandate to ensure that the post devolution Revenue ratio of
LSGIs to GSDP reaches a minimum average level equal to other developing countries.

6. Additional resenice inobiﬁzaticn by Local Self Governments

In many developed countries where LSGls have a strong presence and role in
economic and social growth, LSGIs enjoy extensive resource raising powers often

Page 8 of 8

comparable with sub-national and national Governments. Many such countries have

given tax-exempt status for bonds raised by there municipal bodies. Given the rapid
growth of debt markets in India it is appropriate that LSGIs should be given opportunities
to raise funds in the primary debt markets. Unless this is done, LSGIs would find
themselves unable live up their constitutional requirements and effectively fulfill their
role in building local infrastructure in particular.” In India, State Governments are allowed
some access to miarket borrowings. Such' a limited facilitiy is now not available to
LSGls. While we would not argue for diluting prudential considerations while facilitating
LSGIs in accessing debt markets, we feel that there could be several channels opened
up for LSGls for additional resource mobilization, The terms reference should require
the Finance Commission to draw up a blueprint for creatmg Opportumtxcs for local bodics
to access the growmg deht markets in India.

7 Conclus:on

The Constitution of Indxa recogmzes that there is a clear mismatch between the

functions allocated to the Centre and the States and their powers to raise resources. It

also implicitly acknowledges that that the more buoyant tax sources fall within the domain
of the centre. While drawing up the Terms of Reference, it would well be worth to
constantly keep in mind that the Finance Commission is the only constitutional mechanism
that can attempt to rectify this imbalance perodically. We hope that the Terms of Reference
of the Thirteenth Finance Commission will ambitiously set the frame work for the

Commission to respond to the challenges in the context of the chariges‘ in the Indian -

economy and correct the distortions and imbalance in the Centre State financial equation
that have starkly been increasing over time.



