DIVIDING THE TRANSFER SYSTEM INTO FOUR 'POTS'—

® FINANCE COMMISSION TRANSFERS

"RETURN", "REDISTRIBUTION", "RISK

SHARING" AND "REWARD"—VIOLATES THE OBJECTIVE OF OFFSETTING REVENUE DISABILITIES

The Subramanian formula
is flawed

APID CHANGES IN the
Union-state fiscal land-
scapearereceiving increas-
ingattentionfromscholars
and policymakers. Abolish-
ingthe Planning Commission and creat-
ing theNITIAayog,changesinthe nature
and quantum of centrally-sponsored
schemes, the award of the 14™Finance
Commissionand the terms of reference
of the 15*Finance Commission, haveall
generated new debates. Arvind Subra-
manian,who recently demitted office as
ChiefEconomicAdviser{CEA)—inapub-
lic debatein Mumbaiin July —suggested
anew framework for Finance Commis-
sion transfers. He had written on the this
in the Economic Survey 2016-17. More
recently,in Business Standard, he pre-
sented a new framework for the Com-
missions’transfers evenas hedescribed
the14*Finance Commissionaward asa
‘game-changer’Subramanian’sempha-
sis forchanging the framework by the
Finance Commissions underlines the
fact that the dynamics of Union-state
relationships need to be debated upon.
According to him, the new framework of
transfer should satisfy the objective of
redistribution and risk sharing in
response to shocks and should incen-
tivise better performance by states. He
suggeststhatthetransfer systemshould
be divided into four ‘pots) viz., return or
true devolution; redistribution, risk shar-
ingand reward and incentivisation.

As per Subramanian, “return or true
devolution”is“what getsreturned tothe
states as theirshare of the tax base”and
this can be approximated by nominal
GSDP.This needsto be viewed in light of
the intent of principles of intergovern-
mentaltransfers and constitutional pro-
visions. As is well known, unconditional
transfersaregiven tothe statesto enable
them to provide comparable levels of
publicservices at comparable tax effort.
This implies that the objective of such
transfersistooffset revenueand costdis-
abilities of states. In recognition of this,
thefounding fathersofthe Constitution
made the provision for an independent
Finance Commission to actasanarbiter
forthe sharing of Union taxes.

There are three major concerns with
Subramanian’s ap proach. First, GSDP
mayberelated to,but does notrepresent,
states’tax bases and, therefore,does not
tantamount to “return”. The states’ tax
bases predominantly comprise mar-
keted consumption that is different
from GSDP. Second, if tax collection,
instead of GSDP, is taken as a proxy, it
doesn’trepresent taxaccrual. Mamny busi-
nesses paytaxandfile theirretunsin big
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citiesalthoughthe production/distribu-
tion activities are spread in other states.
Finally, there is a more fundamental
objection, thatitviolatesthe objective of
offsetting revenue disabilities.

The Constitution assigns all broad-
basedand mobile taxes tothe Centre for
reasons of comparative advantage, but
theseneedtobedistributed amongstthe
statesforthelatter to carryout theircon-
stitutionally mandated functions. It is
notabout payingback a particular state
based on collection; it is to compensate
forthe shortfall in revenue capacity and
meet expenditure needs. Source of col-
lectionisirrelevanthere. The objective of
federal transfer is fiscal equalisation.
Besides, the basis of estimating the
states’shares raises conceptual difficul-
ties due to the difference between col-
lection and accrual. How does one allo-
cate customs duty? Every state doesn’t
have an international border. Should
those without forgo a share? Similar
arguments can be made in the case of
both personal and corporate income
taxes.Taxes are paid in placeswhere the
returns are filed; this may be different
from where the income isaccrued. The
second issue is the desirability of such a
Pproposition.Some historyisworth high-
lighting here The“collection”factor,with
weightage varying between 10% and
20%, wasused for tax sharing by the 1st

to the 9*Finance Commissions for
income tax.The 10* Finance Commis-
sion discontinued it, stating:

“The generation of income, especially
nen-agriculture income, is a spatially
interdependent activity.Aninput being
producedinaspecific placemaybe using
inputs produced invarious other loca-
tions.The income generated from the
sale of this output also depends on the
income of consumers who may be spa-
tiallydispersed throughoutthe country.
The countryasawholerepresentsacom-
mon economic space and market,and
growing interdependence in economic
activities has considerablyweakened the
caseoflocallyoriginatingincomesinthe
non-agricultural sector”.

Whatwould true devolutionmeanin
terms of numbers? If we compare the
shares of GSDP of each state with the
sharerecommendedbythe 14*Finance
Commission, and if ‘true devolution” is
introduced, the 10 richest states would
claim 62.83%and the shares of thoseat
the bottom rung of per-capita income
would be reduced to 37.18%. Even a
fraction of tax devolution by way of so
called “true devolution"would mean sig-
nificant erosion of the principle of off-
setting revenue disability.

From an operational point of view, if
the principleoffsetting revenue disabil-
ities are diluted in tax devolution, the

If devolution is made according to per capita GSDP as compared to 14FC shares
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burden of offsetting the disabilities will
fall on the grants. Who, then, will decide
on the principles of grant distribution
and its quantum? Empirical evidence
shows that the ts for the Central
schemes do not offset fiscal disabilities.
Besides, it will relegate the states into
mereagenciesofthe Uniongovernment.

On the issue of risk-sharing, the 13*
Finance Commission had suggested the
following mechanism:“macroeconomic
stabilisation and counter-recessionary
actionsarethe primaryresponsibilityof
the Central Government. It is true that
the implementation of counter-reces-
sionary measures has, to some extent,
been customised, requiring measures
which the State Governments are best
placed toimplement. However, the asso-
ciated fiscal costs should be borne
nationallyand hence, be financed by the
Centre.This is because the desired out-
comes-macroeconomic stability and
maintenance of the highest possible
growth rate-are targets that need tobe
secured nationally”.In any case, the Com-
missions since the 9* have been giving
separate grants for disaster relief as
required in theirterm of reference and
there is no justification for a separate
“pot”inthe devolution.

Finally,onlocal governmenttransfers
and service delivery, the Finance Com-
mission’s Constitutional roleis onlysup-
plementary. Article 280 (bb and C)
requires it to only make recommenda-
tions on “the measures needed to aug-
ment the Consolidated Fund of State to
supplement the resources of the Pan-
chayats and Municipalities in the State
on the basis of the recommendations
made by the Finance Commission of the
State”. It is only about recommending
measurestoaugmentresources and not
aboutprovidingresources.Of course, the
Commissionshavebeen givinggrantsto
thelocal bodies,but this mustbeseenas
supplementary,and thelargerresponsi-
bility for funding them lies with the
states. Besides, if the devolution has to
accommodate this “pot”, are we not
proposingaonesizefitsalldecentralisa-
tion? This, in a way, is recentralisation
through Finance Commission transfers.

Finally, the role of Finance Commis-
sions, as described by Subramanian, is
certainlynotmaking awards “politically
satisfying” Thefounding fathers desired
the Commission to be an expert body to
make recommendations in a fair and
equitable manner, and it is for this rea-
son that the successive Commissions
have eamed respectability by perform-
ing their Constitutional role admirably
andhave stood thetest of time.



