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Chapter 1
Introduction

1.7 Background on Federalism

Federalism can be described as a principle of governance that explains the relationship
between the government at the national level and its constituent units at the regional,
state and local levels. Under this principle of government; power, authority and
resources are divided between the national and local governments, in such a way that
each tier of government is allocated an area of power and authority solely exercised by
it, while other powers must be shared between governments (Gol, 2017). However,
federalism does not mean any one particular distribution of authority between
governments, but rather it is a process that is characterised by a set of institutions
through which authority is distributed and redistributed between levels of government
(Rodden, 2003). The word federalism originated from the Latin word foedus, which
means "formal agreement or covenant” (Rodden, 2003).

The recent history of fiscal federalism in independent India can be traced back to the
Government of India Acts of 1919 and 1935 during the British rule. While the Act of
1919 allowed for the division of revenue sources between the Centre and the provinces,
the 1935 Act allowed for the sharing of Centre’s revenues and for distributing grants-in-
aid to provinces. The British had a highly centralized and a unitary political system
during their rule in India. A strong Central authority was an important requirement for
the British rulers both in their imperial as well as administrative endeavors. Hence in
order to control India, the British government saw to it that power remained centralized
during their rule (Gol, 2017).

At the time of independence there were strong arguments for decentralized governance
in India and the planners initially wanted to entrust the Union with few powers.

However, the Constitution that was finally implemented by the Indian Parliament had
16



"quasi-federal™ features. This probably happened for two reasons: Firstly, the Muslim
majority regions separated from India to form Pakistan and hence the main reason for a
loose federal structure for India lost its importance. Secondly, it was felt by the
planners that power needed to be concentrated at the Centre in order to protect against
divisive tendencies among sub-national units (Chelliah, 1991). Hence, the
decentralization system provided by the Indian Constitution was an experiment in
applying a federal setup to a country that had huge inter-regional differences in terms of
language, culture and socio-economic background. However, the planners of the Indian
Constitution adopted many important features of the colonial rulers including a heavy
central bias as well as the administrative and judicial structure of the British rulers (Rao,
2000).

1.8 Phases of Federalism in India

Though the Indian Constitution is federal in its setup, the planners deliberately
described India as a Union and not a federation. This is because the planners felt that
though the country comprised of different states purely for administrative convenience,
however in reality these states and its people ultimately belonged to the same country
governed by the Central government (Gol, 2017). Federalism in India can be basically
classified into the following two phases.

1.2.1 Centralized Federation (1950s-1980s)

From 1950’s right up to the 1980’s, the entire power was concentrated at the Centre
through a number of ways. One way was through the Planning Commission (PC). The
PC was entrusted with managing the strategy of planning that was undertaken by the
individual states with the objective of ensuring quick national development. The basic
industries were reserved for the public sector and were mostly under Central control.
There was also the system of heavy licensing that controlled the development of private

industries in the country. There was nationalization of the insurance sector, aviation
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sector and in 1969 of major commercial banks. The need to undertake large
industrialization projects, the need to cover huge risks, and to undertake investment
with large externalities were some of the reasons put forth to explain the Centre's direct
involvement in economic activities of the states. However, the failure of centralized
planning to sustain economic growth revealed the shortcomings of concentration of
power at the Centre (Bagchi, 2003). While trying to manage and direct growth, the
Centre is said to have crowded out private enterprise or any initiative on the part of the
state governments (Bagchi, 2003). In fact according to Bagchi (2003), the character of
India's federalism during its first phase has been a significant factor in contributing to
India’s poor economic performance. Managing the economy at the micro level from
Centre directly or indirectly did not take into account the vastness and diversity amongst
states and within states. Political concerns and interests outweighed economic rationale.
For example, steel plants were established in places far away from the sources of raw
material and despite having sufficient powers the Centre failed to promote a common
market in the country where trade and commerce could be freely undertaken throughout
the country (Bagchi, 2003).

1.2.2 Decentralized and Cooperative-cum-Competitive Federalism (1990 onwards)

With the liberalization of the economy in 1991 there was de-licensing of industries and
states were given greater powers with regard to implementation of their industrial
policies. Besides, states were given greater powers to follow their own social and
economic priorities as well. With the emergence of coalition politics since the 1990’s,
states that had governments which were members of the ruling coalition at the Centre
were able to wield considerable power in the Union government. Judicial rulings and
coalition party politics have reduced the power of Article 356 of the Constitution that
previously enabled the Centre to dismiss state governments. During this phase India

moved towards cooperative federalism and decentralization finally took its firm roots.
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Under Cooperative federalism different levels of government interact cooperatively and
collectively to solve common problems. The significant feature of cooperative
federalism is the key role it accords to state and local governments in the provision of
public goods and services (Bagchi, 2003). At the same time, economists felt that there
was a move towards market-determined borrowing for states in the 2000’s and overall
restraints on borrowing at the sub-national level. And hence it was felt that economy
was moving towards the “Market Preserved Federalism” condition with the presence of
hard sub-national government budget constraints (Singh & Srinivasan, 2005). It was
also felt that there might have been a need for differential treatment of states as each
state had needs and conditions that are particular to it. Thus, it was stated that
federalism in India could also be described as “asymmetric" federalism in certain
situations. However such intervention required to be strictly guided by rules and not
political convenience (Bagchi, 2003). Hence after liberalization India advanced into a
two-tiered federal structure with the powers, functions and resources set apart for the

Union and the states (Rao, 2000).

1.9 Constitutional Division of Functions and Resources

The allocation of legislative powers in the Indian Constitution followed a federal
structure with the idea to promote diversity along with the attainment of a single
national objective (Gol, 2017). The main aim was to promote cooperation along with
coordination, rather than dividing powers between different levels of government. This
was to promote inter-dependence so that a balance was maintained between the
functioning of independent states along with the presence of a strong Central
government. As can be seen in Table 1.1, the legislative powers were divided into three
different lists according to the Indian Constitution (Gol, 2017). The Union list
comprised of matters that were of national significance, matters specific to certain

regions were allotted to the State list and those that needed co-operative intervention
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were allotted to the Concurrent list. The Union was entrusted with the residuary
powers. In case of a situation of conflict in a concurrent jurisdiction the Constitution

provides the Centre with overriding powers (Kalirajan & Otsuka, 2012)

Table 1.1: India’s Constitutional Expenditure Assignments

List I Union List

(i) Country’s defense, overseas dealings, overseas and public debt, International and
Interstate trade and commerce, treaties, conferences, and social order on the high seas,
international civil matters.(ii) Country’s fiscal and monetary instruments inclusive of
currency, Reserve Bank of India, Post Office Savings, lotteries, banking, insurance,
stock, futures and derivative markets. (iii) Country’s infrastructures which includes
airways, railways, national highways and waterways, shipping & navigation,
lighthouses, ports, posts & telegraphs, telephones, wireless, broadcasting. (iv) Matters
related to Intellectual property rights, standards of weights and measures; regulation of
exports and interstate Natural resources, cultivation, manufacture, and sale of opium for
export. (v) Coordination and standardization of higher education and research, country’s
heritages and institutions, Union public services, All-India services, Census. (Vi)
Elections to Parliament and State Legislatures, Office of President, functioning of the
Union government, Parliament and the Union judiciary, Audit of the finances of the
Union and the States. (vii) Inter-state migration and quarantine Jurisdiction and control
over all matters on List | apart from the Supreme Court. Any other function not

mentioned in State or Concurrent List

List 11 State List

(i) Operation of State and local governments and State Legislatures, the State judicial
and correction units and elections at the State level. (ii) Public goods and services like
public health and sanitation, pilgrimages, social relief, regulation of liquor, burials &
cremations, State public libraries & museums, communications not included in List I.

(iii) regulation of Land, water, fisheries, gas, markets, fairs, inns, sports, entertainments,
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gambling, incorporations other than those included in List I.(iv) Agriculture, Intra-State
Trade and Commerce, State Public debt, Treasure trove Jurisdiction and control over all

matters on List Il apart from the Supreme Court.

List 111 Concurrent List

(i) Criminal laws & dealings about the items not included in List I & Il, property
transfers except for agricultural land; domestic civil laws regarding marriage, family
etc. Contracting except for agricultural land; bankruptcy and insolvency, trust and
trustees. (ii) Administration of justice other than Supreme Court and High Courts
vagrancy, migratory tribes, country’s environment, protection of animal and plants. (iii)
Economic and social planning inclusive of family planning matters, matters related to
social security and insurance, labor welfare, education, interstate public health, vital
statistics , price control, charities and religions.(iv) Monopolies both commercial and
industrial, trade unions, industrial and labor disputes, mechanically propelled vehicles,
factories, boilers, electricity, and publishing presses jurisdiction and control over all

matters on List 11l apart from the Supreme Court.

Source: (Gol, 2015)

Matters pertaining to areas of strategic and national importance such as the supply of
money, international affairs, national security, atomic energy, national highways and
those having sizeable economies of scale are assigned completely to the Centre.
Matters with statewide and localized implications are given to states. Functions
involving benefits across states and matters with major developmental potential have to
be undertaken concurrently by the Centre along with the states. These include important
areas such education and health (Table 1.1).

The concurrent list exhibits the federal structure taking into account heterogeneity and
diversity amongst states. It provides the right balance between the uniformity in national
laws along with accounting for the diversities and peculiarities of different states. The

concurrent list comprises of such items of common concern that cannot be placed solely
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under the jurisdiction of only states or the Centre (Gol, 2017). However in actuality, the
unilateralism exercised by the Union government in implementing the powers that come
under the concurrent list remains a serious reason for contention between Centre and
states. Many economists have criticized concurrency as the Union undertakes
expenditure on subjects in the concurrent list without proper discussion with the states,
and that it is mainly done to enforce the power of the Centre rather than to strengthen
co-operation with states (Gol, 2017).

Inclusion of economic and social planning in the concurrent list created a way that the
Centre could intrude into the matters of the state. It bypassed the assignment scheme of
functions of the Constitution, one of the key fiscal features that define a federation.
While the states after liberalization definitely have more room to undertake their
policies, the system of getting the states to have their "plans™ approved annually by the
Planning Commission continued till the scrapping of the Planning Commission in 2014.
States had to draw up their "plans” to serve the objectives of the Central plan. Hence it
was felt that though planning was originally meant to be undertaken in a decentralized
manner, the actual involvement of sub-national governments in resource allocation had
been limited (Kalirajan & Otsuka, 2012).

Besides this, states also were called upon to implement the Centrally-Sponsored
Schemes designed by the Centre to mainly fulfill national priorities (Bagchi, 2003).
Hence it was felt that there was an increasing “centralisation of expenditure” on State
subjects. There is a trend by the Central government of getting increasingly involved on
subjects of expenditure that are under the concurrent or the state list in the Constitution,
sometimes through the state governments and sometimes bypassing them (Rangarajan
& Srivastava, 2008). According to Bagchi (2003) in order to establish greater

accountability, the concurrent list of expenditure functions should be re-analysed and
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compressed so that there is no overlap of functions unless large externalities exist and
the Centre’s intervention becomes unavoidable.

Two important elements of federal finance are adequacy and elasticity. Adequacy
means sufficient resources for undertaking the responsibilities assigned by the
Constitution and elasticity means an expansion of finances along with the increasing
needs of government. However the actual effect of the Constitutional division of tax
powers has been that both these characteristics have been denied for states in India
(Vithal & Sastry, 2001).

A vertical imbalance between the Centre and states is thus intentionally built into the
Constitution by the provisions relating to powers of taxation. Certain countries like
India and Australia have a system where the tax bases are totally separated between
Central, sub-national and local governments. Some other countries have an arrangement
wherein the same tax base can be taxed by various levels of government. Countries
which have a considerable degree of sharing of the same tax base by different levels of
government include USA and Canada (RBI, 2006). In India the tax powers are granted
solely either to the Centre or the states. The most progressive taxes have been allotted to
the Centre. The residuary tax powers have also been assigned to the Centre. It means
that the subjects which have not been included either in the Union or in the State list
may be taxed only by the Union government. While the Centre restricts itself to the
taxation on manufacturing (excise duty); the states are entrusted with power to tax the
sale of goods (Table 1.2). While states have the power to tax agricultural incomes and
wealth, only the Central government can impose taxes on non-agricultural incomes and
wealth (Rao, 2000). Taxation of agricultural incomes by states is not only seen as
politically unsuitable but it also difficult to implement. At the same time, the separation
of the tax base provides an easy way to avoid and evade personal income tax (Rao,

2000).
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Goods and services tax (GST) was rolled out in India from July 1% 2017. Although GST
was supposed to comprise of a single tax rate across states, the current GST tax
structure has four different tax rates that is 5 percent, 12 percent, 18 percent and 28
percent with lower rates imposed on essential goods and higher rates on luxury items.
GST is expected to make India one big common market by removing tax barriers across
states. Another huge gain expected from GST is the removal of cascading effect of taxes

involved in the cost of production (Bhagat 2017; Rao, 2017)

Table 1.2: India’s Constitutional Revenue Assignments

Union List |

(i) Custom duties inclusive of export duties; excise duties, estate duty on property
except for agricultural land, duties on property succession other than agricultural land.
(if) Terminal goods or passengers taxes carried by rail, sea, or air, railway fares and
freights. (iii)Taxes on letters of credit and corporation tax, debentures. (iv)Taxes on the
capital value of the assets, , insurance, except for stamp duties on transactions in stock
and future markets, share transfers (v) Taxes on the purchase and sale of newspapers
and advertisements taxes, taxes on the delivery of inter-state goods, trade or commerce;
taxes on services; residuary tax powers not mentioned in List Il; fees in respect of any

of the items in List I.

State List 11

(i) Duties on agricultural land succession; estate duty on agricultural land, excise duties
on certain goods manufactured or produced in the state. (ii) Electricity taxes, land and
building taxes, taxes on animals, vehicles and boats mineral rights taxes (iii) Sales tax
excluding newspapers and advertisements, advertisement taxes except those appearing
in newspapers. (iii) Entry tax for local consumer goods, tolls, Goods and passenger tax.
(iv)Taxes on professions, trades, callings, and employment, capitation taxes; luxury and
entertainment tax, taxes on gambling; rates of stamp duty with respect to documents

except for those specified in List |

Source: (Gol, 2015)
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Though the exclusive power of taxation of the Union and the state governments has

been clearly stated, there are three other categories of taxation (Gol, 2015).

a) The first category comprises of taxes that are imposed by the Centre but the states
are allowed to collect and use them. Examples of such taxes include excise on toilet
and medicinal items.

b) Certain duties that are imposed and collected by the Union but the net proceeds of
such taxes are distributed among the states. Each state gets that amount of the tax as
is collected within its territory. Examples of such taxes are succession duty, estate
duty on property other than agricultural land, taxes on railway fares and freights,
taxes on newspaper sales and advertisements etc.

c) Certain taxes that are levied and collected by the Union but the revenue from these
taxes are distributed between the Centre and the states. These taxes include taxes on
non-agricultural incomes and excise duties on items in the Union list, except
medicinal and toilet preparations.

The Constitution has also clearly specified the borrowing powers of the Central and
sub-national governments. The states are allowed to borrow from the Central
government as well as from external sources at the market rate. However, if a state
has taken loans from the Central government, it has to seek the Centre’s permission
if it wants to further borrow from the market. Since most states borrow heavily from
the Central government, the borrowing by the states is mainly controlled by the
Ministry of Finance, the Reserve Bank of India and the Planning Commission (when
it was in existence) (Kalirajan & Otsuka, 2012). The states can borrow from public
accounts as well and the main item under this is the share of small savings loans and
public provident fund. Basically through this provision the Constitution tried to
allow the Central government to have control over the state borrowing. However, in

reality, the states are able to borrow from the market as well (Rao, 2000).
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1.10 Institutions to Address Fiscal Imbalances amongst States

Since the mismatch of the states’ fiscal resources and its responsibilities had been
foreseen by the planners at the time of framing the Constitution, the following
institutions to deal with these concerns had been put in place

(@) According to Article 280 of the Indian Constitution, the President of India is
entrusted with task of appointing the Finance Commission (FC) for a period of five
years, to deal with the vertical imbalances in fiscal resources and expenditure
responsibilities between the Centre and states and to determine the share of resources to
be distributed horizontally among the states (FC, 2009). Since the Indian Constitution
came into effect, Fourteen Finance Commissions have submitted their reports as at the
time of submission of this study (FC, 2009). The Fourteenth FC covers the time period
2015 to 2020 and the Fifteenth FC has only just been notified.

(b) On March 15, 1950, the Indian government passed a resolution by which the
Planning Commission (PC) was instituted in order to make an evaluation of the
material, capital and human resources of the country and to develop a plan for efficient
and balanced employment of the country’s resources (PC, 2004). Since the inception of
the PC till 2014 it has undertaken twelve Five Year Plans in India. The Twelfth Five
Year Plan was for the time period 2012-13 to 2016-17, however in August 2014,
midway through this Plan the Government of India scrapped the Planning Commission
(HT, 2014)

(c) A National Development Council (NDC) was instituted in August 1952 to support
Five year plans, assess the progress of the National Plans and suggest measures for
achieving Plan objectives. In fact, the secretary of the PC also acted as Secretary to
NDC and the PC was expected to provide administrative and any other assistance as
required by the NDC. The NDC comprised of the Prime Minister, Union Cabinet

Ministers, Chief Ministers of all States and Union Territories as well as members of
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the PC. Setting up of the NDC was considered as one of the most significant measures
to increase understanding and consultation between the Union and state Governments
on planning and other common economic problems (MHA, 2017). Since the PC has
been dismantled there has been a move to dismantle the NDC as well however till date
there has not been any notification (ET, 2016; IE, 2017).

The functions of the FC comprise of the following (FC, 2009)

(@) The determination of the vertical distribution of sharable taxes between Centre and
the states as well determination of the sharable taxes between states

(b) Distribution of grants-in-aid to the states

(c) Suggest ways to improve finances of the state government in order to enhance the
finances of the local bodies

(d) Look into any other matter referred to the Commission that will encourage healthy
fiscal behavior of governments.

The PC too had assisted states financially to fund their developmental plans until 2014.
The assistance was given both in terms of grants as well as loans in the ratio 30:70 for
the general category states and 90:10 for the special category states (PC, 2008). The
special category states include Arunachal Pradesh, Assam, Himachal Pradesh, Jammu
and Kashmir, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim, Tripura and
Uttarakhand. The general category states include Andhra Pradesh, Bihar, Chhattisgarh,
Goa, Gujarat, Haryana, Jharkhand, Karnataka, Kerala, Madhya Pradesh, Maharashtra,
Odisha, Punjab, Tamil Nadu, Rajasthan, Uttar Pradesh, West Bengal and the newly
formed state of Telangana. This categorization of special and non-special category
states was determined by the NDC. Special category status was given to states based on
certain criteria such as low resource base, mountainous and tough geographical land,
low population density, large share of tribal people, hostile location along borders with

neighboring countries and little scope for undertaking economic activities (FC, 2009).
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The functions of the PC till its replacement by the Niti Ayog could be summarized as
follows (PC, n.d.):

(@) Formulate Five Year Plans, set economic growth targets and strategies

(b) Discussion with the state governments regarding their respective state plans and put
forth recommendations with regard to distribution of Central assistance to the state
plans as well as providing inputs while developing Centrally sponsored schemes.

(c) Recommendation for disbursement of funds for Central sector schemes

(d) Assessment of large projects and schemes including private public partnership
projects.

(e) Putting forth infrastructure targets, monitoring key sectors and sorting out inter-
ministerial problems

(f) Secretariat to support NDC.

(g) Advice on important economic policy matters

(h) Evaluation of government programmes.

Besides the FC and PC, Central Ministries provide funds to the states in the form of
Central schemes. States undertake expenditure on behalf of the Central Ministries who
entirely fund the Central sector schemes. On the other hand the costs are shared in terms
of Centrally Sponsored schemes (CSS) between the Centre and states. Here states are
required to make matching contributions, the matching ratio differs according to the
projects (Rao & Singh, 2001).

Thus the transfers from the Centre to the states can be classified as follows:

(1) Devolution of states share in Central Taxes from the FC

(2) Grants from Centre to the states which are classified as statutory or non-statutory;
and plan as well as non-plan which include the following:

(i) Non-Plan grants, comprising — (a) Statutory grants disbursed by the FC to cover gap

in revenue; (b) Assistance for relief measures after natural calamities
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(if) Non Statutory grants as follows: (a) State and Central plan schemes (b) Centrally
Sponsored Schemes (c) Special schemes (North eastern states) etc.

(3) Loans from Centre (Plan and Non Plan) (FC, 2009; PC, 2008).

Besides these transfers mentioned above there are transfers that are implicit in nature.
These implicit transfers are mainly a result of regulation of prices undertaken by the
government. The main type of implicit transfers are subsidized loans given by the
Centre to the states. Besides, implicit transfers also include subsidized loans provided
to priority sectors by the banking sector (Rao, 2000). Such implicit transfers are not
examined in this study.

The PC was replaced by another institution known as NITI Aayog in August 2014. The
full form of NITI is National Institution for Transforming India. It was conceived as a
“Think Tank’ of the government. NITI Aayog is expected to provide strategic and
technical advice to the governments both at the Centre and the states on key policy
matters. It includes issues of national and international economic relevance, propagating
best national and international practices, new policy ideas and specific issue-based
support. The idea to restructure the PC by the government arose due to the need to
match the government’s ideology (which wants to promote cooperative federalism) with
the policies that are being undertaken in the country. The members of the NITI Aayog
include Chief Ministers of States and & Lieutenant- Governors of UTs and is expected
to foster a spirit of cooperative federalism (Chatterjee, 2015). However, although states
and UTs are represented in NITI Aayog it is not very clear whether they can approve or
reject NITI Aayog’s proposals. There is no clarity whether NITI Aayog can determine
the transfers or funding to states as was done by the PC. Soon after the PC was

dismantled its functions were taken over by the Ministry of Finance (The Hindu, 2015).
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1.5 Third tier Level of Governance in India

The Community Development Programme (CDP) recommended by the Balwant Rai
Mehta Committee was started in the First Five Year Plan and was the first move
towards decentralization in independent India (Alagh, 1999; Jha, 1999). Consequently,
the NDC approved a three-tier system of decentralization in 1958. Different states
pursued different models for the formation of local bodies.

The progress of three tier system of governance was slow for several reasons. Political
resistance at the state level who were not willing to share powers and resources
hampered the progress of an effective decentralized system (Rao, 1989). Lack of funds
also hampered the effective functioning of local bodies. To add to this there was
complete lack of clarity about the responsibilities and functions of these bodies and
hence most of these local bodies functioned as mere units of administration without any
real powers. It was in the 1960s and early 1970s, that the Ashok Mehta Committee
proposed that the entire structure of Panchayati Raj institutions should be redone in
order to undertake rural development programs more effectively (Alagh, 1999).
Consequently states like Gujarat, Jammu and Kashmir, Karnataka, Maharashtra and
West Bengal took many major steps towards decentralization at the local level.
However large states like Bihar, Madhya Pradesh, Rajasthan, and Uttar Pradesh, where
decentralized planning was required more due to their large size, did not take any
important steps towards decentralization at the local level. Even in states like Gujarat
and Maharashtra which were one of the first in undertaking decentralization at the local
level, effective devolution was extremely inadequate. A relatively better system of
decentralized governance was seen in Karnataka, West Bengal, and Jammu and
Kashmir (Rao, 1989). Karnataka and West Bengal undertook legislation to empower

elected local bodies with greater power and resources.
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The mid-1980s saw a lot of support for decentralization, which paved the way for the
Panchayati Raj Bill in 1989. This Bill gave discretionary political freedom to states to
devolve functions and resources to Panchayati Raj institutions (PRIs). Finally in 1992
through the 73rd and 74th Constitutional amendments, local bodies in India got
Constitutional status. By these amendments, states had to mandatorily form elected
local bodies. Panchayats and Urban Local Bodies (ULBs) became the units of local self-
government. Thus finally in 1992 a three tiered system of federalism actually evolved in
India (Asfaw et al., 2007).

The decentralisation envisioned in the Constitutional amendments had the objective of
making rural local bodies self-governing units with the capacity to significantly
ameliorate the efficient delivery of public goods and services in the country (Rao et al.,
2011). With this 73" amendment, each of the state governments had to establish PRIs
through the necessary legislation. Each state had to create three levels of rural local
governments at village, Taluk (block) and district levels (Figure 1.1). The Ministry of
Panchayati Raj was established in 2004 to enact and implement various policies and
plans (Jha et al., 2015).

The evolution of Urban Local Governments was also on similar lines as that of PRI’s.
The Constitutional recognition of the ULBs was through the 74th amendment in 1992.
The ULBs consist of Municipal Corporations in large cities, Municipalities or
Municipal Councils in smaller cities and towns and Nagar Panchayats (Asfaw et al.,

2007). The decentralized structure of federal India can be illustrated in Figurel.l
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Figure 1.1: The Decentralization Structure in India
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Accordingly in line with amendments, a list of 29 subjects for PRIs and another list of
18 subjects for ULBs were proposed to be transferred to them by states. However the
revenue and expenditure responsibilities in the lists overlapped with the states’
responsibilities and the actual assignment of these functions was left to the state
governments. Hence the extent of decentralization of local bodies has seen a wide
variation across the country depending on the extent that the states were willing to
decentralize.

State governments had to set up a State Finance Commission (SFC) to analyse the
revenue of the local bodies and accordingly allocate tax shares and grants. The
responsibilities of the Commission include the following (World Bank, 2000a)

(@) Allocation of the state finances between the state and local governments as well as
determining the share of individual local governments.

(b) Allocation of revenue powers to PRI’s and ULBs

(c) Determining the amount of state grants to local governments.
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Most states formed SFCs, which submitted their reports in less than two to four years
since they were setup. The SFC’s did not follow any common approach while
determining the allocation across the country except that most SFC’s suggested transfer
of finances according to the existing tax powers of the local governments. In fact due to
the lack of clarity regarding transfer of functions by states, all SFCs could not really
assess the resource requirement of the local bodies (World Bank, 2000a).

SFCs in different states followed different ways of determining the resource
requirements of PRIs. However all SFC’s strongly recommended that whenever state
governments devolved any of the functions as proposed in the Schedules they must also
devolve sufficient finances so that local bodies are empowered to discharge their
responsibilities effectively (World Bank, 2000a). Besides state transfers based on the
recommendations of the SFCs, the Central government also gives grants based on the
recommendations of the Union Finance Commission (Rao et al., 2011). There are also a
number of Central sector and Centrally sponsored schemes that are being undertaken by
local governments and the funds are given to them through the state governments and
sometimes directly from the Central government (Rao, 2000).

Despite Constitutional recognition, the design and implementation of decentralization
does not enable the Rural and Urban Local Bodies to be self-governing units. Both in
terms of revenue raised and expenditures incurred, local bodies play a negligible role.
Despite constitutional amendments, local bodies still do not have autonomy in their
spending decisions. One of the main causes is due to the discretionary nature of the
devolution of powers and resources to local bodies depending on the willingness of state
governments (World Bank, 2000a).

1.6 Drawbacks of Federalism in India

There have been some negative outcomes associated with cooperative federalism,

particularly coordination failure amongst the sub-national governments and Central
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government as well as the prevalence of fiscal indiscipline amongst sub-national
governments. In India for example after some improvement was seen in state fiscal
balances immediately after the 1991 reforms period, the fiscal situation worsened for
almost all states due to heavy debt burdens. The fiscal imbalances had increased greatly
both at the state and Central level (Bagchi, 2003). On average the outstanding liabilities
as a percentage of GSDP of 14 major states increased from 21 percent during the pre-
reform period to 27 percent in the 1990’s and 31 percent in 2000’s (Table 1.3).
Although there was an overall average increase in the outstanding liabilities in the
2000’s mainly due to the increase of outstanding liabilities during the initial years of
this decade, however almost all states witnessed a decline in their outstanding liabilities

as a percentage of GSDP after the implementation of the FRBM act in the respective

states.
Table 1.3: Average Outstanding Liabilities as a Percentage of GSDP
1981-82 to 1991-92 to 2001-02 to
States 1990-91 2000-01 2012 -13
Andhra Pradesh 19 21 27
Bihar +Jharkhand 27 56 57
Gujarat 16 22 28
Haryana 18 19 19
Karnataka 17 18 22
Kerala 24 26 30
Maharashtra 14 17 23
Madhya Pradesh
+Chhattisgarh 20 21 26
Odisha 31 38 36
Punjab 21 33 37
Rajasthan 30 28 35
Tamil Nadu 15 18 20
Uttar Pradesh
+Uttarakhand 22 32 40
West Bengal 19 23 39
Source: (EPWRF, Various Years; MOSPI, Various Years)

During the 1990’s the public services decayed while states in distress continued to

undertake unproductive wasteful expenditure programs. Many of the state-owned
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enterprises continued to exist with large interventions from state governments, despite

not serving any useful purpose (Bagchi, 2003). Very little expenditure was kept aside as

capital expenditure which is the more productive expenditure by the states. In the

1980’s the average revenue expenditure of all the 14 states as a share of the aggregate

expenditure was 74 percent. It increased to 83 percent in 1990’s and declined to 79

percent in 2000’s (Table 1.4). Again the decline in the revenue expenditure as a

percentage of aggregate expenditure can be attributed to the implementation of the

FRBM Act.

Table 1.4: Average Revenue Expenditure as a Percentage of Aggregate

Expenditure

1981-82 to 1991-92 to 2001-02 to
States 1990-91 2000-01 2012-13
Andhra Pradesh 80 80 75
Bihar +Jharkhand 70 87 77
Gujarat 72 80 76
Haryana 71 84 80
Karnataka 75 82 77
Kerala 77 85 86
Mabharashtra 78 82 80
Madhya Pradesh
+Chhattisgarh 74 85 75
Odisha 72 80 80
Punjab 64 82 84
Rajasthan 71 78 79
Tamil Nadu 76 88 79
Uttar Pradesh
+Uttarakhand 71 81 77
West Bengal 79 84 83

Source: (EPWRF, Various Years; MOSPI, Various Years)

Tax competition was resorted to amongst states in order to attract business and trade

which slowed down government revenue growth. Inadequate realization of user charges

in water and power services led to further reduction of state revenue resources (Bagchi,

2003).
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Figurel.2: Average State Own Revenue as a Percentage of GSDP
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For 10 out of the 14 states the average state own revenue as a percentage of GSDP was
less in the 2000’s as compared to the pre-liberalization period. The states which had the
highest share of state own revenue as a percentage of GSDP were Punjab and Karnataka
at 11 percent during 2001-02 to 2012-13. The state with least value was West Bengal at
5 percent followed by Bihar at 6 percent (Figure 1.2).

Clearly, Constitutional provisions could not be held liable for the adverse state fiscal
balances. Broadly, the causes are rooted in the functioning of the political institutions
(Bagchi, 2003). In the absence of a well designed and transparent transfer system,
federalism incentivizes fiscal indiscipline among sub-national governments, putting at
risk macroeconomic stability of the country. There are shortcomings in India’s transfer
system. The ‘gap-filling’ approach followed by some of the FCs together with soft
budget constraints for the states led to adverse incentives (Gol,2017). When states were
allowed to borrow heavily from the Centre, there was an inherent expectation that the

Centre will bail them out from time to time. This led states to fund even current
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expenditures through borrowing from the Centre and other sources as they expected that
either a gap-filling grant or a debt-service write off would bail them out in future
(Rangarajan & Srivastava, 2008). Some economists view federalism as “a constitutional
bargain among politicians” to achieve political objectives (Rao & Singh, 2001). Even in
India it was felt that though the FC and even some transfers of the PC were devolved
using transparent formulae, there were many transfers that were disbursed in a
discretionary manner and may be subject to political factors (Bagchi, 2003). It was only
after the implementation of the Fiscal Responsibility and Budget Management (FRBM)
Act since 2002-03 in respective states and other similar measures initiated around the
same time that states began reporting improvements in their fiscal situation. Hence if
proper institutions are in place there can be efficient functioning of a decentralized
economy.

1.7 Statement of the problem

The stability of India as a nation depends critically on its federal structure (Bagchi,
2003). The introduction of market oriented reforms since 1991 has necessitated an
examination of fiscal relations between the Central and state governments and its impact
on key economic indicators (Rao, 2000). Despite so many years of decentralization
being undertaken in the country in the delivery of public goods and services, not many
empirical studies have been undertaken in India to understand the impact of
decentralization on major economic indicators at the state level. Among the few studies,
Jin (2009) assesses the impact of decentralization at the state level on economic growth
from 1980 to 2005 using 29 Indian states. However there is a difference in the way the
author calculates the expenditure decentralization as compared to our study. Jin (2009)
computes decentralization at the state level by including the aggregate expenditure at
the state level inclusive of Central transfers. However more recent studies deduct those

expenditures from state government expenditures in order to compute the true measure
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of fiscal decentralization (Akai & Sakata, 2002). Our study tries to compute an indicator
of fiscal decentralization using expenditures over which the governments have
autonomy and is an improvement over Jin (2009). We find that there is a gap in the
literature with regard to the impact of decentralization on fiscal balances in India. While
there are some international studies in this area, our study tries to fill this gap for India.
There is also a need to assess fiscal decentralization in India at the local level.
Decentralization at the local level has not been uniform across states with different state
governments undertaking differing levels of decentralization at the local level. It is
important to examine the extent of local decentralization achieved in different states and
its impact on economic indicators (Rao, 2000). Two previous studies have used
econometric models to understand the impact of decentralization on major socio-
economic indicators at the local level in India. Kalirajan & Otsuka (2012) studied 25
Indian states to understand the impact of rural decentralization at the local level on
agricultural share of GSDP for the time period 2000-01 to 2002-03. Asfaw et al. (2007)
in their study tried to understand the influence of decentralization between 1990 and
1997 on infant mortality rates in rural India. Hence both the studies are mainly focussed
on the impact of rural decentralization on socio-economic indicators. However there is a
gap in the literature on the impact of overall decentralization at the local level that is
inclusive of ULBs and PRIs and our study tries to fill this gap.

We also undertake a detailed study of the extent of decentralization in Goa at the third
tier level of governance and its impact on its Gross State Domestic Product (GSDP).
Our study is the first of its kind for Goa. While there is an individual Panchayat level
analysis (Karmali, 2015), there is no study which has undertaken an overall view of the
extent of decentralization. Goa is a high income state with relatively smaller population
and area. Therefore it would be helpful to know the contribution of decentralization at

the local level to its GSDP.
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In 1991 there was a shift from centralized planning which enhanced the role of state
governments in providing social and physical infrastructure. There were also disparities
in resources and expenditure needs across states that necessitated greater Central role
through inter-governmental transfers. While loosening of Central control clearly gave a
boost to the growth momentum of the economy, inter-state disparities and fiscal
imbalances in the states increased as well (Bagchi, 2003). If the states can simply get
larger transfers due to their increasing expenditures, it could increase their overall
deficit (Rao, 2000). Our study investigates the disincentives that transfers create for the
tax effort and fiscal deficit amongst states. The impact of Central transfers on fiscal
deficit has been studied by Bhatt & Scaramozzino (2013). They examined the causality
between federal transfers and fiscal deficits using a panel dataset in India from 1990 to
2010. We improve upon these results by using a fixed effects two stage least square
instrumental variable model on a panel dataset for the time period 1981-82 to 2012-13.
With regard to impact of transfers on state tax effort there are quite a few studies that
have been undertaken in India (Dash & Raja, 2013; Naganathan & Sivagnanam, 2000;
Panda, 2009). However these studies fail to disaggregate the transfers according to the
type of institution by which they are determined and whether these are formula based or
discretionary transfers.

According to Rao & Singh (2001) transfers in India are determined by a complex host
of factors which includes constitutional assignments, institutional precedents, discretion
and negotiation. There have been empirical studies that have analysed the impact of
political variables on Central transfers to the states (Biswas & Marjit, 2014; Garg,
Goyal, & Pal, 2014; Khemani, 2003; Rao & Singh, 2001; Singh & Vashishtha, 2004).
We study a longer time span and offer a methodological change over these studies. The
net proceeds of Central taxes are considered to be the principal resources from the

Centre to states (FC, 2009). Different FCs have used different criteria for the
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devolution of shareable taxes to states which are formula driven. However there have
been many recommendations by individual states asking to change either the existing
weights or the criteria used by the FCs as they feel that the existing weights and criteria
provide wrong incentives to states. Earlier FCs have not used any outcome indicators in
the devolution formula to determine Central transfers to states. Our study attempts to fill
these gaps. The broad objectives of our study are:
1.8 Objectives of the study
1) To analyse how decentralization has impacted on growth and development in
India.
2) To assess whether transfers act as a disincentive to tax effort by states and
whether these transfers are influenced by lobbying.
3) To examine whether an incentive or outcome based allocation rule for
devolution of finances by Finance Commissions would be a better alternative.
With these broad objectives we now state the specific research questions that we would
like to examine in our study.
1.9 Research Questions
This study proposes to address these issues by investigating the following research
questions:

i)  What has been the extent of decentralization that has been undertaken in India at
the sub-national level and sub-state level?

i) Has India benefited from fiscal decentralization at the sub-national level in terms
of enhancing the Gross State domestic product and fostering fiscal discipline
amongst states?

iii) What has been the impact of the fiscal decentralization at the sub-national level on

outcome indicators?
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iv) What has been the extent of decentralization at the third tier level of governance
with specific reference to Goa?
v) What has been the impact of transfers on fiscal deficit and tax effort amongst the
states?
vi) Are the Central transfers that are disbursed to states influenced by political
factors?
vii) If we introduced outcome indicators and changed the weights and variables used
by the Finance Commission how would it alter the shares received by states?
1.10 Data
The study makes use of a panel data set of 14 major non-special category states for the
time period 1981-82 to 2012-13. All the data used in our study is in current prices. Data
on all types of expenditures, fiscal and revenue deficit, interest payments, different
types of inter-governmental transfers have been taken from the Economic and Political
Weekly Research Foundation database. Data on Gross State Domestic Product (GSDP)
is from the Government of India, Ministry of Statistics and Programme Implementation.
GSDP data from 1980-81 to 1992-93 is based on the 1981 series, data from 1993-94 to
1998-99 is based on the 1993-94 series, data from 1999-00 to 2003-04 is based on the
1999-00 series and finally data from 2004-05 to 2012-13 is based on the 2004-05 series.
Data on infant mortality rate, literacy rate and poverty is taken from Government of
India, Planning Commission. The data on poverty is based on the NSSO rounds as
follows - 68" (2011-12), 66" (2009-2010), 61 (2004-2005), 55" (1999-2000), 50™
(1993-1994), 43" (1987-1988), 38" (1983) and 32" (1977-78). Data on sex ratio is
from the Government of India, Ministry of Home Affairs. State-wise data on the third
tier level of governance is taken from Indiastats which claims its original source as the
Report of the Twelfth Finance Commission, 2005-10. Data to compute political

variables is obtained from the Election Commission of India, (\Various Years). Data on
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forest cover is from the Forest Survey of India, Ministry of Environment and Forests.
Data on Central expenditure and transfers is taken from the Government of India,
Ministry of Finance. Data on Central taxes is taken from the Reserve Bank of India.
Data on expenditure and revenue components of local bodies in Goa is taken from
Government of Goa, (Various years).

1.11 Structure of the thesis

The present study is composed of eight chapters. The present (first) chapter is the
introductory chapter of the study. This chapter provides a general outline and the
structure of the study. It states the objectives of the study, puts forth the research
questions addressed in the study and states the data used in the study. It also provides a
brief summary of the chapters included in the thesis

The second chapter entitled “Fiscal decentralization and Fiscal Equalization”
summarizes the theoretical and empirical developments in the area of fiscal
decentralization and fiscal equalization. The objective of this chapter is to identify the
research gap that exists in the literature and to identify methodological and
measurement problems in the previous studies.

Chapter three is titled “Research Methodology” and it gives a detailed description of the
econometric issues and methods that are commonly used for panel data analysis. This
chapter also explains the different measures used to determine inter-regional
inequalities.

Chapter four entitled “Impact of fiscal decentralization” is divided into two sections.
The first section deals with different measures of fiscal decentralization and provides a
quantitative analysis of the extent of decentralization. The second section looks at
empirical models and the findings of the impact of fiscal decentralization on economic

and development indicators.
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Chapter five entitled “Inter-governmental transfers amongst non-special category states
in India” tries to understand the extent of fiscal equalization achieved amongst the 14
non-special category states in India as a result of inter-governmental transfers. The
chapter also tries to empirically analyse the impact of political factors on the
disbursement of inter-governmental transfers to states and the consequences for fiscal
imbalances and state tax effort.

Chapter six is titled “Fiscal decentralization at the third tier level of governance with
special reference to Goa”. This chapter tries to measure the extent of decentralization
undertaken at the third tier level of governance for 14 non-special category states in
India. It tries to test empirically the impact of fiscal decentralization at the third tier on
Gross State Domestic Product. The second part of the chapter tries to understand the
impact of fiscal decentralization that is undertaken in a high income state like Goa at the
local level. It undertakes a taluka-wise quantitative analysis of the expenditure and
revenue components at the local level in Goa. Lastly it tries to understand the extent of
expenditure inequalities of Village Panchayats across talukas in Goa.

Chapter seven entitled “Impact of alternative devolution weights” experiments with the
weights and variables used by the Thirteenth and Fourteenth Finance Commissions in
order to find out their impact on respective shares of states. The study tries to see how
the shares of states would change if they were rewarded for the improvement on social
and environmental indicators.

Chapter eight concludes the thesis. This chapter will summarize the major findings of
the study.

We now turn to the second chapter of our study.
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Chapter 2

Fiscal decentralization and Fiscal Equalization

2.1 Introduction

It is often stated that an identical set of policies differ in effectiveness across states
within a country due to constraints posed by institutional and organizational factor
heterogeneity. Fiscal decentralization is cited to be one of the major institutional factors
directly involved in the delivery of public services and in implementation of
development policies (Kalirajan & Otsuka, 2012). It is felt that higher levels of human
development can be obtained even with the given structure of the economy, by merely
improving the delivery system (PC, 2008). Therefore, a better understanding of the
extent and process through which various forms of decentralization contribute to
development may be the key to enhancing the efficiency of policies that are being
undertaken in the country. In fact, economic efficiency in governance can be improved
by allocating functions across governmental levels based on their comparative
advantage (Oommen, 2006). Thus if fiscal decentralization is indeed growth enhancing
then without changing the total budget share in the GSDP, growth can be improved by
re-allocating the expenditure responsibilities across different levels of government.
Rondinelli & Nellis (1986) have put forth four popular typologies of decentralization:
devolution, delegation, deconcentration, and divestment (or privatization).
Deconcentration means that the Central government allocates responsibilities for certain
services to its regional offices. This does not involve any real transfer of power to sub-
national governments and thus will not lead to the potential advantages or pitfalls
associated with decentralization. Delegation refers to the transfer of responsibility by
the Central government for decision making and administration to local governments.

Here local governments are not wholly controlled by the Central governments but are
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ultimately accountable to it. Divestment is the transfer of public services and institutions
to private companies. Lastly devolution is the transfer of power by the Central
government for decision-making, finance, and management to nearly independent units
of local government. Thus devolution actually comprises of empowering sub-central
governments with autonomy in spending decisions and revenue collection (Sharma,
2006).

The first wave of decentralization that began in the 1950’s and 1960’s focused on
administrative decentralization amongst countries, which meant merely delegating
responsibilities funded by the Centre to local governments. The second wave of
decentralization from the mid-1970’s up to 1980°s attempted to devolve central
government responsibilities and revenue sources to local governments. As it was
realized that decentralized planning with increased local participation was more
effective in implementing development programs targeted at meeting basic needs, such
as health and education. However, local governments were often given a greater share
of responsibilities but not the revenue sources. The third wave of decentralization which
is ideologically driven is based largely on the principle that in an increasingly
globalized economy states need to be more market oriented. The third wave mainly
focuses on the fiscal devolution model of decentralization (Lindaman & Thurmaier,
2002).

2.2 Definitions and Measures of Decentralization used in Empirical
Papers

Decentralization at the sub-central and local levels is a phenomenon involving fiscal,
administrative and political aspects and can take many forms. Political decentralization
refers to the transfer of legislative powers from Union government to democratically
elected lower level governments that are autonomous in nature. Administrative

decentralization comprises of the transfer of planning and implementation
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responsibilities to elected local governments. Fiscal decentralization can be understood
as a transfer of revenue and expenditure autonomy to local governments (World Bank,
2000b). Decentralization is thus multi-dimensional, that is there are many aspects of a
country’s fiscal system that can be decentralized (Martinez-vazquez & Mcnab, 2003). It
is quite probable that an economy may be decentralized in some aspects, not in others
(Bardhan, 2002). There are many different ways in which decentralization is defined
and it differs across countries and thus it has to be contextually defined and understood
(Bird & Vaillancourt, 1998). It is necessary to define decentralization in order to
understand its effects on economic growth (Akai & Sakata, 2002). In order to measure
the effects of decentralization on economic growth we need to derive a gquantitative
measure of decentralization based on the definition used. However, according to Akai
& Sakata (2002) only a single indicator cannot fully capture the various aspects of
decentralization. To get a reliable result that can be generalized it is essential to
construct different measures of decentralization. These measures should encompass
different aspects of decentralization even beyond the field of economics (for example,
governance and administration). We have tabulated the various definitions of
decentralization as well as their corresponding measures that have been used in earlier
empirical studies (Table 2.1). The table is further classified into decentralization at the

third tier level of governance (local government) as well as the sub-national

government.
Table 2.1: Definition and Measures of Decentralization
Author | Definition of Decentralization Measure
(Date)
Decentralization at the third tier level of governance (Local Bodies)
1 | Oommen | Fiscal decentralization | (i) Expenditure Decentralization: The
(2006) | comprises of empowering local | total expenditure  of local

governments with taxing and | governments, divided by the
spending powers aimed at | combined expenditure of state and

reducing mismatches in | local government.
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resources and responsibilities

of local governments.

(if) Tax decentralization: The own tax
revenue of local bodies divided by the
combined tax revenue of the state and
local governments

(iii) Autonomy: The ratio of own
revenue to total expenditure. The
author assumes that if a local
government covers fifty percent of its
expenditure through own revenue, it

should be considered as autonomous.

Kaliraja | Decentralization is defined as | (i) Rural decentralization measured as
Q)t%uka the devolution of revenue, | per capita expenditure of Panchayati
(2012) | expenditure and  decision- | Raj Institutions divided by per capita
making authority to | expenditure of Urban Local Bodies.
democratically elected local | (i) The share of state’s revenue
governments, which are largely | inclusive of statutory transfers divided
independent of Central | by state’s expenditures
government (World Bank,
2000a).
Asfaw | Decentralization is defined as | (i) Decentralization index was
?;gcl)'?) the transfer of responsibilities | developed using factor analysis for the

between levels of government
through several fiscal, political

and administrative instruments.

variables:
the

following Panchayat

expenditure in total state

expenditure, Panchayat expenditure
per capita, Panchayat own revenue
divided by

expenditure.

total Panchayat
(if) Political decentralization index
was developed using factor analysis
for the following variables: voters'

turnout, women's involvement in
polls, and the number of polling

stations divided by its electors.

Decentralization at the Sub- national Level
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Qiao, Expenditure decentralization | Fiscal decentralization is calculated
\I\;I;Zr;igszz,- can be described as a decrease | by dividing provincial fiscal
& Xu in the share of the Central expenditure to total fiscal
(2008) government expenditures in | expenditure in per capita terms as
total government expenditures | follows :
i
Decentralization;; = ﬁ:_ﬂ:’”f-ir_
POP,, " POP,
Where CX; is Central expenditure,
POP: s the total population and LXit
is the provincial expenditure and
POP;: is the provincial population.
Falch & | Decentralization is described Same as definition
Fisher as the percentage of sub-
(2012) national government spending
in total government spending.
De Mello | Fiscal decentralization is the | Sub-national government size
(2000) devolution of expenditure and
revenue powers to state
governments including fiscal
policy-making authority. The
latter includes more autonomy
in debt management, tax
administration, and budget
implementation.
Lin & Liu | Fiscal decentralization means | Marginal retention rate is the rate at
(2000) the surrendering of fiscal | which revenue increments are kept
powers by the Central | by provincial governments
government to sub-national
governments.
Lindaman | Decentralization comprises of | i) Sub-national expenditures divided
'f"hurmaier deconcentration, delegation, by total government expenditures
(2002)
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privatization and devolution

as defined in the section 2.1

minus national social security and
military expenditures.

i) Sub-national revenues inclusive
of Central transfers divided by total
net of
the

government revenues

international aid grants to
Central government

iii) Sub-national revenues net of
Central transfers, divided by total
net of

the

government revenues

international aid grants to

Central government.

9 |Jin& Zou | Fiscal decentralization occurs | (i) Expenditure decentralization is
(2002) when a Central government | measured as sub-national
gives up its fiscal powers and | expenditure  divided by total
responsibilities  to sub- | government expenditure
national governments. (i) Revenue decentralization is
measured as sub-national own
source revenue divided by total
government revenue
10 | Zhang & Fiscal decentralization can be | (i) Total provincial expenditure
Zou (2001) determined by the relative | divided by total Central expenditures
sizes of local and Central | in per capita terms
government expenditure and | (ii) Provincial budgetary
revenue. expenditures divided by Central
budgetary expenditures in per capita
terms
(i) Provincial  extra-budgetary
expenditures divided by Central
extra-budgetary expenditures and
this ratio is divided by the income.
11 | Akai & Fiscal decentralization can be | (1) Decentralization indicator
?Zaggg understood as empowering | measured as the mean of the ratio of
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local governments  with

greater  decision  making

pOWers.

local revenue to the sum of sub-
national and local revenue and ratio
of local government spending to
combined state and local
government spending.

(2) Autonomy indicators: (i) Own
revenue of the local government
divided by total revenue, minus
federal grants from both revenues
(fiscal independence at the local
level).

(ii) Local government own revenue
divided by total revenue, with both
revenues containing Central grants
(actual independence from the state

government).

12

RBI
(2006)

Fiscal decentralisation
consists of the shift of Central
and

spending revenue

functions to the states

Level of decentralisation can be
measured by the extent of autonomy
given to state governments by the

Central government.

13

Jin (2009)

Fiscal decentralization is the
transfer of fiscal powers and
the

responsibilities  from

Central to state governments.

Expenditure decentralization is the

ratio of  state  government
expenditures to total government

expenditures.

Hence most of the definitions in Table 2.1 are expressed in terms of fiscal

decentralization and though specified differently basically state the same thing - that is

decentralization can be understood as the transfer of political decision making authority

especially authority of spending and revenue functions to lower tiers of governments.

However the measure used to construct decentralization does not really reflect this

aspect in some of the measures stated in Table 2.1.
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One reason for difference in results between the studies mentioned above may be
differences in the decentralization measure used. High sub-national spending and
revenue shares do not always mean high local autonomy. Hence if autonomy is the key
growth-enhancing characteristic of decentralization, then many of the previous studies
(De Mello, 2000; Falch & Fisher, 2012; Jin & Zou, 2002; Jin, 2009; Kalirajan &
Otsuka, 2012) that did not consider this fact probably over-estimated the degree of
effective decentralization. Some amount of local revenues/expenditures are often
controlled by Central governments and hence the results of these empirical studies can
be misleading. Decentralization in such cases turn out to be not more than mere
delegation. Sub-national governments become mere spending agents of higher levels of
government with not much decision making autonomy over utilization of public funds.
By contrast, some studies have used a more restricted measure of decentralization that is
constructed using the following components, local government spending minus
conditional/discretionary transfers and local revenues over which sub-national
governments have some measure of control over the tax rate, the tax base, or both (Akai
& Sakata, 2002; Ebel & Yilmaz, 2004; Lindaman & Thurmaier, 2002; Meloche,
Vaillacourt, & Yilmaz, 2004; Oommen, 2006). Akai & Sakata (2002) defined
decentralization in terms of autonomy of expenditure and revenue functions of sub-
national governments. To measure actual amount of decentralization, one must capture
the degree of devolution or the level of authority of the lower-level government.
Allocation of decision making authority is normally done through legal and
constitutional arrangements between levels of government. However, it is not easy to
quantify the devolution of authority. For example, expenditure by state governments
may actually be funded by grants from higher-levels of government. Hence, the mere
share of state expenditure in the total state budget may not reflect the actual level of

authority allocated. In fact, when the grantor specifies how the funds need to be utilized,
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then the grants should be credited to the grantor who has the actual decision making
power (Oates, 1972). Unconditional grants on the other hand, must be credited to the
level of government that spends the funds (Akai & Sakata, 2002). Similarly in terms of
revenue decentralization as well, though shared taxes seem as state revenue, however,
the state government has no power to decide either the revenue base or tax rate and
hence such transfers should be attributed to the Central government (Gemmell, Kneller,
& Sanz, 2013). Thus although the state governments in a country have a greater share of
expenditures or tax revenues, a second country may be more decentralized than it
because they have greater autonomy in revenue collection or spending decisions
(Martinez-vazquez & Mcnab, 2003).

2.3 Advantages of Decentralization

Theoretically there is a basic rule for the decentralized provision of public goods and
services to be Pareto-superior compared to centralized provision of public outputs.
Three important conditions are required to implement decentralization by states;
heterogeneity, externalities, and economies of scale. Welfare is maximised under
decentralization when regions are heterogeneous in nature in terms of their preferences
for public goods and services. When regions do not show evidence of inter-regional
spill-overs of the benefits of their expenditure to other states nor cost saving from a
uniform centralised provision of public goods and services, decentralization is
considered beneficial. With spill-overs and no heterogeneity, a Central government
providing a uniform level of public goods and services at the local level is more
efficient. With spill-overs, decentralization leads to under provision of local public
goods, as local decision makers do not take into account benefits of the provision of
public goods accruing to other states (Oates, 1972). The issue of spill-overs is specially
relevant to investment in certain areas, like highway transport and communication,

public research and extension and controlling pollution or epidemics where the benefits
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of such expenditure can impact the entire country or at least larger parts of the country
rather than just a particular state. It is less significant when the public goods and
services are more local in nature. This includes local roads, minor irrigation, village
health clinics and sanitation.

In fact through centralized provision it is possible to exploit economies of scale better in
the construction of overhead facilities, but these economies of scale are less important in
local management and maintenance. For example in South Korea, the Centre undertook
the construction of the canal irrigation system but maintenance was handed over to the
local governments. Similarly, in terms of primary education, while the local government
oversees the daily functioning of schools, the upper-tier government undertakes
responsibility of designing the curricula and enforcing minimum quality standards due
to economies of scale. Yet another instance is in public delivery of electricity, wherein
generation and transmission is the responsibility of centralized power plants due to
benefits of economies of scale in grids, while the distribution is handed over to local
governments (Bardhan, 2002).

2.3.1 Decentralization Better Matches the Local Demands

It is often stated that one of the defining features of a federal setup is the ability of
regional governments to make independent fiscal decisions (Boadway & Shah, 2007).
Decentralized provision of public goods and infrastructures caters to varied demand
conditions in different regions and matches their resource endowments better than
Central provision. This is because local governments are considered to have better
knowledge of the local conditions, needs and preferences of their residents. Even in
terms of provision of quasi-public goods, like the identification of target groups of
beneficiaries is simpler and implementation of policies more effective when undertaken
by decentralized governmental units (Ostrom, Schroeder, & Wynne, 1993). The basic-

needs approach to development states that if the local beneficiaries are given a
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participatory role in the decisions, their attachment and commitment to the project will
be greater, and they may be able to tap their pooled resources more effectively to fund
the recurring costs of basic services (Lindaman & Thurmaier, 2002).

Experience with several community development projects around the world has shown
that communities are able to undertake quality work similar to that undertaken by hired
contractors but at a significantly lower cost (Binswanger et al., 2009). In fact, the
effectiveness of government expenditure is increased when the spending activities are
assigned to the level of government that is directly associated with the beneficiaries of
these expenditures (RBI, 2006).

2.3.2 Increases Efficiency of the Public Sector

Fiscal decentralization is seen as a solution to reform the inefficient public sector by
promoting competition amongst sub-national governments (Bahl & Linn, 1992; Bird &
Wallich, 1992; Oates, 1993). Inter-jurisdictional competition leads sub-national
governments to create a suitable environment in order to attract mobile production
factors and thus promote investment and economic growth. They do so by using fiscal
policy, among other instruments. Firms select their investment locations based on the
highest expected returns which in turn depend to a great extent on public inputs. Thus
sub-national governments are motivated to raise the productivity and quality of their
public sectors.

Competition between sub-national governments can work in two ways. First, sub-
national governments may increase expenditure on productive services that benefit the
business sector rather than spending on consumption, residential or social services;
secondly it may increase the efficiency of total public spending irrespective of whether
it is for productive or welfare purposes (Bléchliger & Campos, 2011).

The Tiebout (1956) hypothesis states that inter-jurisdictional competition for mobile

production factors guarantees that local governments provide citizens with their
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preferred mix of taxation and public expenditure (Boadway & Shah, 2007). Thus sub-
national government competition can lead to innovations and promote cost effective
delivery of goods and services for example fiscal decentralization in the 1980s and
early 1990s incentivised local governments in China to compete based on market
liberalization and institutional innovation, which was essential in China's reforms (Huan
& Chen, 2012). In fact it is stated that the more decentralised a country, the stronger the
competitive forces could be and that the total government size in the economy is
inversely related to the extent of tax decentralization that has been undertaken in the
country (Brennan & Buchanan, 1980).

2.3.3 Increases Accountability of the Local Government

Another advantage of decentralization is that it is easier to hold authorities accountable
(Falch & Fisher, 2012). Sub-national governments may be subject to greater scrutiny by
the public since they are closer to them in a decentralized setup. Public scrutiny forces
authorities to appoint competent staff and to undertake efficient expenditure.
Decentralization can reduce moral hazard and agency problems and reduce the number
of layers of bureaucracy (Boadway & Shah, 2007).

Although many advantages have been attributed to decentralization, the positive
impact of fiscal decentralization depends on the existing institutional structure of the
economy (Tanzi, 1987). For the potential benefits of decentralization to be realized in
an economy it depends on certain important factors including the size of country, the
level of privatization in the economy; capacity of local governments to raise revenue;
transparency, local administrative and institutional capacity (Neyapti, 2010). In fact an
efficient local administrative capacity is identified as a strong determinant of the

positive effects of decentralization (Lindaman & Thurmaier, 2002).

55



2.4 Disadvantages of Decentralization

Although a number of benefits have been associated with fiscal decentralization,
however there are some potential risks associated as well. Some economists have
associated decentralization with slower growth as it leads to macroeconomic instability
(Prud’homme, 1995). Decentralization will be destabilizing if it leads to increased
corruption wherein local elites capture larger share of public resources at the cost of the
poor (Dreze & Sen, 1996).

2.4.1 Fiscal Decentralization and Regional Inequalities

Decentralization without proper equalizing resources across sub-national governments
can lead to an adverse outcomes. This is because regions differ in fiscal capacity and
expenditure needs. Thus differences in net fiscal benefits give rise to efficiency and
equity problems. Decentralization along with competition between sub-national
governments may worsen the condition of poor regions that cannot compete for mobile
factors with the richer regions, and so poor regions get poorer, while the rich regions get
richer. This increases the disparities. Previous empirical studies indicate that the system
of decentralized governance in China resulted in considerable horizontal fiscal
inequalities and the equitable distribution of fiscal resources deteriorated (Lou, Li, &
Xiang, 2002; World Bank, 2002).

Decentralization funded by a "common pool™ of resources such as grants and revenue-
sharing might have an adverse effect on fiscal balances. By separating the link between
taxes and benefits, mere expenditure decentralization might turn the public sector's
resources into a common pool that competing local governments will attempt to take
advantage as per their requirements and extract greater resources from the Central
government (Rodden, 2003). This happens because regional governments’ fail to absorb

the full costs of transfers on national taxpayers (Rodden, Eskelund, & Litvack, 2003).
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Since citizens link state goods and services with relatively low tax burdens, they
undervalue the costs to themselves of public goods provided by the state as a
considerable part of the state expenditure is funded through transfers. The result is
excess demand on state spending by its residents (Boadway & Shah, 2007). These
adverse incentives mostly arise in federal setups with tax sharing arrangements or
unrestricted fiscal equalization programs or when heavily indebted states can easily
expect a bail-out (Goodspeed, 2002). When sub-national governments can attain funds
from the Central government to deal with their financial difficulties, then fiscal
consolidation becomes impossible (Schaltegger & Feld, 2009).

2.4.2 Problems of Agency and Monitoring

The presence of different levels of government in funding, legislating, and
implementing the same policies and programs makes it tougher for voters to identify
and punish wasteful and rent-seeking activities of local politicians. Moreover, the
Centre has to face adverse selection difficulties, because local governments have
incentives to inflate costs and distort information when reporting to the Centre to
receive larger transfers (Rodden, 2003).

2.4.3 Coordination Failures

Effective and timely synchronization between the different levels of government is
difficult in a decentralized setup (Marinkov, 2013).Without institutional transparency,
inter-governmental units may face severe coordination failures (De Mello, 2000). Sub-
national governments would spend inefficiently and excessively. In a federal system
sub-national governments cater to different constituencies. This is one of the reasons for
policy divergence across levels of government (Riker, 1987). For example state
governments may continue to overspend to gain favour from their constituencies
although the Central government continues to follow fiscal austerity. Policy divergence

occurs because the public holds national and not sub-national, governments accountable
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for macroeconomic performance, and international pressures tend to focus attention on
national governments. Because states are not really held responsible for their nation's
macroeconomic performance, state governments are subject to collective action
problems (Rodden & Wibbels, 2002). The fiscal problems of Latin American countries,
for example, have been ascribed largely to the profligacy of sub-national governments
(Bagchi, 1998).

2.4.4 Macroeconomic Instability

In a decentralized economy sub-national governments can affect macroeconomic
performance in three ways. Firstly, state fiscal policy can cause financial imbalance at
the Centre by eroding the revenue of Central governments. Secondly, monetary policy
of Central governments can give rise to inflationary pressures if the Centre finances
state fiscal imbalances by printing more currency. Thirdly, Central government debt can
increase if it continuously engages in bailing out debt of sub-national governments. On
the other hand unitary governments where sub-national governments are considered as
mere agents of Central governments no such problems arise (Rodden & Wibbels, 2002).
In fact in a decentralized setup national priorities in public spending have many a times
been side lined by public projects of local governments (Zhang & Zou, 1998).
Decentralized decision-making can also hinder the attainment of national equity
objectives for example equality of economic outcomes and opportunity and hence the
Central government tries to achieve these objectives in a decentralized set-up through
transfers to sub-national governments. However, some of the benefits of
decentralization, such as accountability and diversity, may be compromised by using
transfers (Boadway & Shah, 2007).

Local governments may also lack the capacity and the expertise available at national
institutions. These challenges point out to the need for effective planning, design and

training prior to implementation of decentralization (Sharma, 2006).
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2.4.5 Tax Competition

Decentralized set up can result in wasteful tax competition amongst sub-national
governments (Hindricks, Peralta, & Weber, 2008). Rao & Singh (1999) refer to tax
competition as a “race to the bottom” in which competing state governments engage in
aggressive tax breaks and concessions to attract mobile factors of production, specially
capital. This could lead to under-provision of important local public goods. With the
introduction of Goods and Service Tax with a single uniform rate throughout the
country, tax competition will no longer be a problem for India. However in the 1990’s
state tax revenue collection decreased due to increased competition among state
governments because of lowering of their tax rates (FC, 2000).

The effect of decentralization on government size is influenced by the type of fiscal
federalism that is undertaken. Decentralization that is funded by a common pool of
resources is associated with faster growth in total government expenditure. However
decentralization that is funded by own local taxation leads to slower growth in
government size (Rodden, 2003).

Hence it is felt to avoid the adverse consequences of fiscal decentralization and promote
its positive effects, decentralization should be accompanied by greater fiscal autonomy
of the sub-national governments. The greater the fiscal independence of state
governments, the higher is the possibility of achieving fiscal consolidation. When a sub-
national jurisdiction has to finance its spending by own tax revenue, the local politicians
will restrict from over-spending. This promotes fiscal competition amongst regional
governments wherein they resort to use of improved quality of public goods and taxes
as instruments to attract mobile production factors. The resulting fiscal competition
provides for a check on government size and, and even on government debt (Brennan &
Buchanan, 1980). Fiscal balance may be used as a strategy by state governments to

compete with their successes in obtaining sound public finances in order to attract good
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taxpayers and this in turn will encourage fiscal consolidation at the sub-national and
consequently at the Central level.

Successful fiscal adjustment thus becomes more likely under competitive federalism
(Schaltegger & Feld, 2009). Optimal efficiency in a decentralized system requires that
lower-level governments absorb all the social benefits and costs of their policies and
programs (Boadway & Shah, 2007). The decentralization system should incorporate
rewards for prudence in debt and expenditure management and thus encourage sub-
national governments to practice fiscal discipline. The enforcement of severe constraints
on sub-national indebtedness and effective scrutiny of sub-national fiscal conditions are
necessary prerequisites for successful implementation of fiscal decentralization. Some
countries have undertaken measures to monitor sub-national spending. For example
Colombia had introduced a “traffic-light" system that equates a sub-national
government's debt to its repayment capacity. In the United States, many states had
introduced a Fiscal Watch Program wherein local governments were brought under an
emergency regime if they failed to payback loans in time or failed to pay employees
within a predetermined time period. During emergency the state was required to form a
Financial Planning and Supervisory Commission. This Commission was authorized to
analyze the local government's tax, spending, and borrowing to guarantee proper
accounting (Bagchi, 2003).

2.5 Summary of Findings of Previous Empirical Studies.

2.5.1 Fiscal Decentralization and Income

Most of the empirical studies have analysed the impact of decentralization at the state
level. A study of 28 Chinese provinces for the period 1978 to 1992 found that a higher
degree of fiscal decentralization of government spending was associated with lower
provincial economic growth (Zhang & Zou, 1998). Another study of 29 Chinese

provinces for a shorter time period (1987 — 1993) also revealed a negative association
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between fiscal decentralization and provincial economic growth. The authors undertook
the same study for 16 Indian major states from 1970 to 1994 and found that fiscal
decentralization is positively related to state economic growth (Zhang & Zou, 2001).
However, Jin (2009) undertook a panel data study on 29 states in India from 1980 -
2005 and found that decentralization had a negative and significant impact on economic
growth when two stage least square and two-step generalized method of moments
(GMM) models were used. Another study using a sample of 50 states of the United
States between 1992 and 1996 for the first time found that fiscal decentralization
contributes positively to economic growth in the US (Akai & Sakata, 2002). A province
level study in China for the time period 1985-98 found that decentralization has led to
higher growth rate but it has also widened regional disparities (Qiao et al., 2008). For a
region primarily relying on agricultural revenues, growth in productive expenditure is
slower than a region endowed with a large non-farm tax base. In contrast to the earlier
studies on China. Justin & Zhigiang (2000) looked at province-level panel data from
1970 to 1993 and found that fiscal decentralization contributed positively to the growth
process in China. Another study undertaken for the U.S. economy for the time period
1948 to 1994, found that state and local governments’ expenditure share had contributed
to growth maximization and further decentralization in public spending may be harmful
for growth (Xie, Zou, & Davoodi, 1999). This shows that fiscal decentralization beyond
a certain ideal level can also have negative impact on economic growth. Jin & Zou
(2005) wused a panel dataset for 30 provinces in China to examine the relationship
between fiscal decentralization and economic growth over two phases of fiscal
decentralization (a) from 1979-1993 under the fiscal contract system and (b) from
1994-1999 under the tax assignment system. The authors found that divergence, rather
than convergence, in revenue and expenditures assignments at the provincial level is

associated with higher rates of growth. The results suggested that provincial economic
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growth was negatively affected by expenditure decentralization and positively
associated with revenue decentralization. That is, further revenue decentralization and
expenditure centralization would promote growth. The negative association between
expenditure decentralization and provincial real GDP growth rate challenges the
conventional wisdom of fiscal decentralization. It is, however, in line with Zhang and
Zou’s (1998) result. According to the authors the negative effect of expenditure
decentralization supports the argument that Central government was in a better position
to undertake public investment with nation-wide externalities in the early stages of
economic development. There were few studies that tried to assess of decentralization at
the local level. A study in China which examined county level panel of 1860
observations from 1993 to 2000, found that the successful implementation of fiscal
decentralization depends on the structural and institutional factors of the province in
which it is implemented (Zhang, 2006). The authors found that the heterogeneous
economic structure is an offsetting divergent force.

Kalirajan & Otsuka (2012) used a panel data analysis on 25 states to understand the
impact of rural decentralization at the local level on agricultural share of GSDP for the
time period 2000-01 to 2002-03. The authors found that rural decentralization has a
significant positive impact on agricultural GSDP. There have also been studies across
countries to understand the impact of different levels of decentralization on economic
growth. An empirical study using a panel data set of 46 countries during 1970-89 found
that fiscal decentralization negatively affects growth in developing countries, but no
such relation was found among developed countries (Davoodi & Zou, 1998).

Hence most of the empirical studies show that the impact of fiscal decentralization
differs from country to country as well as it may differ between different time periods
for the same country depending on the extent of fiscal decentralization that has been

undertaken. The empirical findings also reveal that the impact of decentralization on the
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economy’s growth depends on the economic structure and institutional factors prevalent
at the time. According to the RBI (2006), the extent of decentralization should be
undertaken in such a way that it matches the needs of that particular country keeping in
mind its political, social and economic climate. Ultimately, however, each country
requires a system that is designed to suit its specific needs.

2.5.2 Fiscal Decentralization and Fiscal Deficit

There are only a few papers that have studied the impact of fiscal decentralization on
fiscal discipline. A study was undertaken using a panel of 25 emerging market
economies from 1980 to 2001 to examine the effects of fiscal decentralization on the
success of fiscal adjustments (Baldacci, et al., 2006). The study does not report any
robust effect of fiscal decentralization that leads to fiscal consolidation. However it was
felt that the variable used in the paper to capture the effects of fiscal federalism does not
differentiate between the impact of fiscal competition between sub-national
governments and the off-setting impact of grants and thus it was felt that the variable
used by Baldacci et al. (2006) does not allow for testing on the effects of fiscal
competition on fiscal consolidation (Feld, Baskaran, & Schnellenbach, 2007). In
another study that used a panel of 26 Swiss cantons from 1981 to 2001 it was found that
fiscal centralization decreases the possibility of successful budget consolidations.
Central government institutions encourage the discretionary use of public funds and
thus hamper long-lasting fiscal adjustments. In addition, the authors present empirical
evidence that an increase in federal transfers significantly reduces fiscal discipline. On
the other hand, fiscal competition in a federation strengthens fiscal discipline thereby
strengthening fiscal stabilization (Schaltegger & Feld, 2009). In one instance a measure
of Vertical Fiscal Imbalance (VFI) was used to find out the relationship between overall
fiscal performance and the financing structure of sub-national governments using data

from 28 OECD countries for the time period 1995-2007. On average, the general
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government fiscal balance is found to improve by one percent of GDP for each 10
percentage point reduction in VFI (Eyraud & Lusinyan, 2013).

A panel data study of 30 OECD and Non-OECD countries showed that sub-national tax
autonomy was found to worsen fiscal imbalances at the sub-national level for the entire
sample as well as for the sub-samples. This according to the authors could be the result
of coordination failures due to moral hazard in a decentralized setup. Evidence of
coordination failures due to sub-national fiscal dependency on federal transfers was
found in the Non-OECD sample, in which reliance on inter-governmental transfers was
found to worsen Central government fiscal balance. The converse was nevertheless
found in the full sample and in the OECD sample. According to the authors, in the
OECD sample, the dependency of sub-national governments on Central transfers would
tend to improve fiscal positions, as long as sub-national spending was not too large
relative to that of the Central government. Sub-national expenditure share which was
used as a proxy of fiscal decentralization was also found to lead to higher fiscal deficit
both for the full sample and Non-OECD countries (De Mello, 2000). Using a panel data
of 30 countries from industrial and developing countries for the time period 1980-1994
the authors found that expenditure decentralization leads to smaller national
governments, larger sub-national governments, but on the whole it leads to larger
aggregate governments. On the other hand revenue decentralization increases sub-
national governments by less than it reduces national governments, hence leads to
smaller aggregate governments. The authors argue that revenue decentralization is
better than expenditure decentralization in promoting fiscal consolidation at the sub-
national level (Jin & Zou, 2002). Bhatt & Scaramozzino (2013) using a panel dataset
examined the relationship between federal transfers and fiscal deficits in India from
1990 to 2010 and they found that there exists bi-directional causality between Finance

Commission transfers and fiscal deficit.
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2.5.3 Fiscal Decentralization and Outcomes

Faguet (2004) through empirical tests found that decentralization in Bolivia increased
the responsiveness of public investment by local governments to local demands. His
tests revealed that investment in human capital and social services, such as education,
water supply and sanitation, improved significantly after decentralization. In another
study a country panel data set was used to understand the impact of public sector
decentralization on international student test scores for the time period 1980-2000. The
regression results suggested that expenditure decentralization enhances student
performance. This was meant to demonstrate the linkage between government
decentralization and the quality of public sector services (Falch & Fisher, 2012). Galiani
& Schargrodsky (2002) show that the decision to decentralize public education in the
early 1990s raised student achievement in Argentina, while Naper (2010) reports that
decentralized hiring of teachers increases school effectiveness in Norway. On the other
hand, Merrouche (2007) finds that decentralization of education expenditure in Spain
did not affect the illiteracy rate.

Decentralization has been advocated by health care reformists as an influential means of
improving the provision of health services. Advocators of fiscal decentralization argued
that devolving power to local governments would improve health outcomes by bringing
authorities closer to the people and by enhancing the participation of the community in
the decision making and implementation processes (Arun & Ribot, 1999; Besley &
Burgess, 2001; Mill, 1994; Peabody et al., 1999; Robalin, Picazo, & Voetberg, 2001).
Various studies conducted by the World Bank have also suggested that public goods
and services including health care should be provided by the lowest level of government
in such a way that they can fully bear the costs and reap the benefits (World Bank,
1997, 2004). In fact centralization has been considered to be unsuitable with the

objective of providing primary health care services (Collin & Green, 1994). A panel
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data study undertaken on provinces in Argentina from 1970 to 1994, revealed that
Infant Mortality Rates (IMR) decreased with increased fiscal decentralisation. In
addition, this study also found that disparities in regional IMR declined considerably
over the period after decentralization reforms were initiated (Habibi et al., 2003). In yet
another study the authors tried to understand the influence of decentralization on IMR
for 14 major general category states in rural India for the time period 1990-1997. The
results show that rural IMR reduced due to the influence of fiscal decentralization.
Besides, the extent of political decentralization in rural India was also found to enhance
the effects of rural decentralization (Asfaw et al., 2007).

Cantarero & Pascual (2008) and Jiménz-Rubio (2010) found that fiscal decentralization
was inversely related to IMR in the Spanish regions and Canadian provinces,
respectively. However the major limitation of the study by Cantarero & Pascual (2008)
was that they used a measure related to fiscal decentralization on health, such as the
ratio of sub-national health expenditure to the total, instead of overall public-sector
indicators. IMR besides health and medical services are also affected by education and
other related factors and hence its share in public expenditure would be a better
measure. Another study to assess the effect of health expenditure decentralization on
IMR in Colombia for 1080 municipalities from 1998-2007 found that IMR decreased
due to fiscal decentralization. But the decrease in IMR was also attributed to the socio-
economic status of the municipalities as the effect was greater in non-poor
municipalities. In this study health resources were lagged by three years to deal with
possible endogeneity problems in the model estimation. Endogeneity may arise from a
reverse causality problem since not only can the level of health expenditures have an
effect on infant deaths, but municipal governments may spend on health sector
depending on the level of IMR (Soto, Farfan, & Lorant, 2012). In a cross country study

for different years including 1985, 1990 and 1995 a significant relationship was found
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between greater fiscal decentralization and better performance on measures of basic
needs such as health and education. And it was found that fiscal decentralization in
terms of own-source revenue had the strongest positive effects on basic needs
(Lindaman & Thurmaier, 2002).

2.6 Vertical and Horizontal Fiscal Imbalances and Inter-governmental
Transfers

In a decentralized setup lower-level governments often have insufficient revenue
capacity to meet all their expenditure needs and fiscal decentralization can increase
these fiscal disparities leading to horizontal and vertical fiscal gaps (Falch & Fisher,
2012). Such fiscal and cost disparities occur due to an unequal endowment of natural
resources, factors of production, varied topography, demographic distribution of
population, climatic and socio-economic conditions that affect costs of providing public
goods and services across regions. Equalization can be seen as a natural complement to
decentralization as it aims at correcting these fiscal imbalances.

Federal governments use inter-governmental transfers also referred to as equalizing
transfers to close the fiscal gap (Boadway & Shah, 2007). The importance of fiscal
equalization is seen not only by its extensive use in federal and unitary nations, but also
by the fact that its objectives and principles are upheld by Constitutional provisions.
Fiscal equalization varies from country to country and depends on the wider
institutional framework such as size, number and geographical distribution of sub-
central governments, the resources and the autonomy allocated to sub-national
governments as well as the expenditure responsibilities devolved to them. In fact, while
some countries resort to distinct equalization transfers, others do not even refer to the
word “equalization” although most nations have some embedded instruments to
decrease inter-governmental fiscal inequalities. Although equalization is a concept with

many different interpretations, fiscal equalization simply means transfer of resources
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across sub-national jurisdictions in order to reduce differences in their revenue raising
capacity or cost of provision of public services (Bird & Smart, 2002).

In Canada, the intent of equalization has been stated in the constitution wherein
equalisation transfers are meant to guarantee that provinces have adequate finances to
supply reasonably comparable levels of goods and services at reasonably comparable
levels of taxation. According to Canadian legal institution, equalization is a result of the
rule of equality of all citizens before the law. Unlike Canada, Australia does not have
any formal equalization requisite mentioned in its Constitution. However section 96 of
the Australian Constitution enables the federal government to render financial assistance
to any state based on the terms and conditions as determined by the Parliament
(Boadway & Shah, 2007). Section 96 of the Australian Constitution was meant to assist
states that suffered due to lack of fiscal capacity. The equalization of objectives of the
Australian federal government was clearly stated in the terms of reference of the
Australian Commonwealth Grants Commission, 2005. It stated that the funding of state
governments should be guided by the principle that if each state made the same effort to
raise its own revenue and functioned at the same level of efficiency, each would have
the capacity to provide services at the same standard (Boadway & Shah, 2007). The
German equalization system is given a constitutional justification based on the rule that
citizens should not be given different treatment by the government just because they
reside in different parts of the country. The goal of fiscal equalization in Switzerland is
to make available minimum acceptable levels of certain public services with more or
less equal tax burden in all cantons (Boadway & Shah, 2007).

2.6.1 Measures of Horizontal and Vertical Fiscal Equalization

Vertical deficiency refers to the mismatch between comparative responsibilities and
available resources of different levels of government. In other words, vertical imbalance

results from the disparity between the cost requirements and the revenue raising ability
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between the Central and state governments. In India for example the Constitutional
scheme of transfers was planned in such a way that a vertical imbalance was embedded
into the assignment of resources and responsibilities for the two tiers of government.
While the Centre was assigned comparatively larger resources, the states were given the
greater responsibilities of service provision. Economies of scale in tax collection by the
Centre provides an efficiency argument for assigning greater taxation powers to the
Central government (Boadway & Shah, 2007). These are the traditional efficiency and
equity arguments that support asymmetry in expenditure and revenue-raising
responsibilities between different levels of governments that gives rise to vertical fiscal
imbalances. Vertical imbalances can also arise when sub-national governments resort to
beggar thy-neighbour tax policies that is they undertake wasteful tax competition by
reducing the tax rates in order to attract business and trade. Another reason for vertical
imbalances is when the Centre and state governments share the same tax base and there
is little tax room left at state levels due to heavier tax burdens imposed by the Central
government (Boadway & Shah, 2007). In order to measure the Vertical imbalances

empirical studies have used different measures as listed in Table 2.2.
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Table 2.2: Measures of Vertical Fiscal Imbalances used in Literature

No Author Measures of Vertical Fiscal Imbalances (VFI)
1 Ahmad (1997) __ Subnational resources not under subnational control
B Total subnational expenditures
2 Collins(2002); Ebel & _ __ Own source revenue
Yilmaz(2002) Own purpose expenditures
3 Hunter (1997) Net intergovernmentalgrants (SNG *)
Expenditure + Lending (SNG *)
4 Rodden & Wibbels (2002) Grants + revenues sharing
Total revenue (SNG )
5 Jin & Zou (2002) Percentage of expenditures at the sub-national level financed by
Central transfers
6 Eyraud & Lusinyan (2013) | VFI =Transfer dependency + SNG deficit
. . _ SNG net borrowing
SNG deficit ~ SNG own spending
Transfer dependency = oo rettransfers
SNG own spending
i revenue decentralization
7 Eyraud & Lusinyan (2013) VFI =1 — ' Z ™ (GG deficit)
spending decentralization
Revenue decentralization = SNG own-revenue
General Government revevnue
Spending Decentralization= —SN¢ own-—spending
General Government spending
%k . .. _ General Goverment spending—General Government revenue
GG deficit = General Government spending
8 Rangarajan & Srivastava | 1) VF] = (Expenditure—own revenue)
(200 ) Expenditure
4
_ (Expenditure—own revenue+transfers)
2) VFI= Expenditure
9 Srivastava & Rao (2009) In order to measure VVFI one must measure per capita transfers
given to the average state. Deviation of transfers in per capita terms
from this average can then be seen as a redistribution of these
transfers from the richer to the poorer states.
10 (Srivastava & Rao (2009) Alternate Measure: vertical transfers can be measured as transfers

given to the highest per capita fiscal capacity state and an equal
amount given to all states. Compared to this amount, for the states
that have larger per capita transfers, the difference between this
vertical component and the total per capita transfer to the state is

taken as the horizontal component of transfer

Note *SNG= Sub-National Government **GG= General Government

Vertical transfers are given to all states regardless of their individual fiscal capacities.

Most of the measures of VFI stated in Table 2.2 contain horizontal imbalances as well
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in the VFI measure. Bird & Smart (2002) on the other hand argued that VVFI is attained
when expenditures and revenues inclusive of transfers are balanced for the richest local
government. Fiscal gaps will still be there for poorer sub-national governments, but
such gaps should be regarded as horizontal fiscal imbalances between sub-national
governments rather than vertical imbalances between levels of government. This
definition is also the one used by Srivastava & Rao (2009). However Bird & Tarasov
(2002) accept that the two concepts of fiscal imbalances i.e. vertical fiscal imbalance
and horizontal fiscal imbalance cannot be cleanly separated.

According to Boadway & Shah (2007), to reduce the vertical fiscal gap, it is necessary
to deal with its causes through a mix of policies. It may require a re-devolution of
responsibilities between Centre and states which may need Constitutional amendments
in certain cases. This includes greater tax decentralization or tax options to the Centre
wherein it does not levy a particular tax in order to provide greater tax options to states.
Another way is tax-base sharing wherein sub-national governments are allowed to levy
supplementary rates on a national tax base. Many economists feel that unconditional
formula-based transfers reduce accountability to local taxpayers and should be
considered only as a last resort. Taxation by tax sharing, as seen in countries like China
and India, have adverse effects, as it induces donors to put in less effort in collecting
taxes that are shared than they would have if these taxes were fully retained by the
donor. This trend has been seen in India wherein the amount collected under income tax
and Union excise duties both of which are shared with the states declined whereas
revenue collected through cesses, surcharges etc. which are retained entirely by the
Union increased (FC, 2009). In many of the industrial countries the fiscal gap is
normally addressed with tax decentralization or tax-base sharing programs. Canada and
the Nordic countries have put into operation coordinated personal and corporate income

tax systems wherein the Central government provides tax abatement and sub-national
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governments impose supplementary rates on the national tax base (Boadway & Shah,
2007).

2.6.2 Measurement of Horizontal Fiscal Imbalances

Horizontal imbalances refer to the differential fiscal capacities of the states, relative to
their needs in respect of their assigned responsibilities. Horizontal fiscal imbalances can
arise due to revenue or expenditure differences amongst states. Revenue disparities
across states can be due to either differences in fiscal capacity due to resource
endowments or due to differences in tax effort which includes populist tax concessions
or it could also be the result of an incompetent tax administration. Similarly, there are
expenditures which need to be undertaken to improve development indicators which
differs across states or expenditures that are a consequence of higher cost of providing
goods and services due to factors beyond the control of states. But some are
unproductive and wasteful expenditures, merely driven by political motives (fiscal
populism). Some differences between state expenditures can be due to differences in the
standard of delivery of public services (Mukhopadhyay & Das, 2003).

Cross-country research suggests that inter-country fiscal differences may also be
attributed to large variations in the levels of economic development and economic
structure; these findings can be applied to disparities between regions within a country
as well (Tanzi, 1987). Local governments that comprise of a primarily agricultural
based economy are more revenue deficient than those with large non-agricultural
sectors getting revenues mainly from business tax and value-added tax. According to
Yu & Tsui (2005) the evolution of institutions and policies peculiar to China may be the
cause of the spatial distribution of fiscal resources. They adopted a regression-based
approach used by Morduch & Sicular (2002) to decompose fiscal disparity with respect
to per capita fiscal expenditure in China. The empirical results showed that GDP per

capita and urban-rural dichotomies are the two most important variables that affect

72



fiscal disparities. Other relatively important factors were economic structure and
population.

Inter-governmental transfers can be designed in various ways, and its effect, therefore,
depends crucially on a particular design. Hence a crucial prerequisite for designing an
efficient transfer mechanism is the identification of the determinants of horizontal
imbalances (Mukhopadhyay & Das, 2003). For example, very little revenue efforts by
states could be an important cause for horizontal imbalances. Since it is an endogenous
factor, an unconditional grant can create a moral hazard problem and hence in such a
case Central transfers should not be unconditional. However an unconditional grant may
be desirable when there are exogenous parameters, for example higher cost of providing
public utilities due to geographical location or higher shar