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Award of the Finance Commission—I 
Review of State Finances 

UNDER the provisions of the Con
stitution, a Finance Commission 

has to be appointed on the expiry of 
every five years, or earlier if the 
President so desires. The task of 
the second Finance Commission was, 
in the Commissions own words, in 
many ways made easy by the work 
that had been done by the first 
Finance Commission. But certain 
developments had taken place since 
the first Commission reported, which 
made the task of the second Com
mission somewhat less easy. The . 
most important development in this 
connection was the reorganuation 
of the States. Another development 
was the financial integration of 
Jammu and Kashmir w i t h the Union. 
Also the scope of the task entrusted 
to the second Finance Commission 
was somewhat wider than that 
entrusted to the first Commission 
because of the three additional re
ferences made by Government. 

Firstly, the Commission was ask
ed to advise on the principles to be 
embodied in a legislative measure 
regarding the distribution of the not 
proceeds of the estate duty on pro
perty other than agricultural land 
and the taxes on railway fares. 
Secondly, Government invited the 
Commission to make recommenaa-
tlons regarding the principles of 
distribution of the additional excise 
duties proposed to be levied by the 
Union in replacement of the sales 
taxes levied by the States on mi l l -
made textiles, sugar and tooacco, 
and the amount to be guaranteed to 
the States as their present income 
from these sales taxes. The th i rd 
reference made to the Commission 
was regarding modification, which 
may be found necessary or desira
ble, in the rate of Interest in the 
terms of repayment of loan., made 
by the Union to the State Govern
ments between August 15, 1947 and 
March 31, 1956. 

As regards grants-in-aid, the Com
mission was asked to make recom
mendations after giving due regard 
to the requirements of the Second 
Five Year Plan. Although the First 
Five Year Plan was in operation 
when the first Commission delibe
rated on the States' finances, it did 
not make any specific recommenda
tion bearing on the implementation 
of the Plan. According to the 

second Commission, since the Five 
Year Plan has now become an inte
gral part of the budgec of the 
Union and the States, the basic 
needs of the States cannot be con
sidered in isolation from the needs 
for development as embodied in the 
Plan. Since the sums involved in 
the Second Plan are much larger 
than in the First Pian, the Comuus-
sion feit that it would be inappro
priate on its part to treat them out
side its scheme of devolution The 
Commission, mere fore, decided that 
in Us assessment of the needs of the 
States it shourd take into account 
their basic as well as developmental 
needs. The Commission, however, 
decuncd to go into the question of 
adequacy or inadequacy ;of the ap
proved Pians of different States 
ana based us concusions on the 
allocations as finany indicated by 
the Pranning Commission. 

I 
Error in States' Estimates 

in assessing the financial needs of 
the States, the Finance Commission 
obviousty took into account the esti
mates on the basis of which the 
financial scheme for the States' 
Kans was drawn up by the Pannmg 
Commission. But the Finance Com
mission discovered in the course of 
its investigations that in arriving at 
the estimates of their existing re
sources and committed expenditures 
"many States had over-estimated 
the yield from existing sources of 
revenue and under-estimated com
mitted expenditure''. According to 
the Commission "not only were the 
contributions from existing reve
nues, which were assumed for 
financing the Plan, not available but 
also that, in some states, the com
mitted expenditure would absorb 
part of the resources which they 
were expected to raise for the Plan 
through additional taxation". 

Finance vis-a-vis Planning 
Commission 

In the very first few pages of the 
Report there appears a small but 
significant paragraph wherein the 
Commission comments on the func-
tions of the Finance Commission 
vis-a-vis the Planning Commission 
The Commission does not clearly 
give its view whether It is In favour 
of or against the appointment of 

these two separate bodies. But it 
is not difficuit to make out that the 
Finance C a m i s s i o n was aware of 
the anomaly of having two separate 
bodies covering almost the same 
ground within one year of each 
other. It is in this context that the 
commission a recommendation "that 
so long as both these Commissions 
have to function, there appears to 
be a real need for effectively co
ordinating ther work ' and that "at 
wi l l be an advantage if, in future, 
the period covered by the recommen
dations of a Finance Commission 
coincides wi th that of the Five Year 
Pian". Of course, it is desirable to 
eanunate the necessay of making 
two separate assessments of the 
needs of the States, and to avoid 
duplication the Government could 
vest the statutory powers for the 
devolution of Central divisible laxes 
in the Pranning commss itseif. 
That would enable the Planning 
Commission to base its financial 
estimates on firmer grounds. 

I I 
States' Poor Showing 

The second Commission's review 
of the trends in State Finances was 
restricted to reviewing the expendi
ture of the State Governments since 
the last Commission reported. I t s 
review dise.osed that a though the 
scheme of devolution recommended 
by the last Commission did not 
make any direct provision lor the 
implementation of the First Plan, it 
turned out to be quite liberal in rela
tion to the normal expenditure of 
the States and, for most of them, 
left a substantial margin which 
helped them in implementing the 
Plan. Because of this liberal devo
lution, the States did not find it 
necessary during the period of the 
First Plan to h o d up any scheme for 
lack of funds although some of them 
ran into sizeable deficits. Stil l , the 
Commission did observe that the 
tax effort of many States, during 
this period, fell far short of the ex
pectations of the Planning Commis
sion. In the view of the Commission, 
if the States had raised the resources 
expected of them, some of them 
which ran into deficit might not 
have done so. The First Plan as
sumed that the States taken together 
would raise through additional taxa
tion a sum of Rs 230 crores for 
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financing their. Plans. But the States 
actually raised only Rs 80 crores in 
additional taxation during that 
period; i e, their performance was 
only 35 per cent of what the State 
Governments had themselves agreed 
to when the First Plan was drawn. 
It must, however, be added that 
performance in this respect was not 
uniformly bad. Bombay had the 
distinction of over-reaching the tar
get, though by a very small margin. 
Assam and Punjab also did fairly 
well. The State which lagged be
hind the mo a was PEPSU; follow-
ed by West Bengal, Hyderabad, 
Madras, Orissa, Madhya Pradesh 
and Uttar Pradesh; their perfor
mance was below or around 20 per 
cent of the targets fixed for them. 

The Commission's review also dis
closed a deterioration in the net re-
celpts from irrigation and electricity 
undertakings. Only two States, 
Punjab and U P, are able to obtain 
a net return from productive irr iga
tion works. Also, in more than one 
State, there has been accumulation 
of losses in the working of trans
port, industrial and commercial un
dertakings. Another disturbing as
pect of State finances, pointed out 
by the Commission, is that in a 
number of States there has been a 
steady increase in recent years in 
the accumulated arrears of revenue. 
The Commission concedes, however, 
that, to some extent, particularly in 
the case of arrears of land revenue 
and irrigation, these arrears might 
have been due to failure of crops. 
The Commission still felt that suffi
cient attention was not always paid 
to the recovery of arrears. A simila" 
position appears to prevail in the 
case of loans. The Commission em
phasizes the need for reducing these 
overdue arrears, recovery of which 
w i l l materially assist the States In 
implementing their development 
Plans. It also observes that the 
public debt of the States is increas
ing rapidly on account of the imple
mentation of the Plans but that a 
considerable part of this debt might 
turn out to be deadweight debt and 
the cost of its servicing might, f a l l 
on the general revenues. 

Assessment of Needs 
In assessing the needs of the res

pective States, the main objective 
which the Finance Commission kept 
before itself was to ensure that the 
States had sufficient revenue to meet 
not only their normal expenditure 
but also their demands in resrect of 
the Plan on revenue account. In 
order to arrive at what may be re

garded as a reasonable level of nor
mal expenditure, the Commission 
made certain adjustments in the 
estimates submitted to them. The 
more important adjustments were: 
(a) A l l items of capital nature, if 
they appeared in the estimates for 
revenue account, were omitted. 

(b) No provision was allowed for 
payments f rom revenue accounts to
wards the capital cost of abolition 
of zamindari. (The existing practice 
of meeting the capital cost of abo
l i t ion of zamindari out of additional, 
land revenue throws, in the opinion 
of the Commission, an excessive 
burden on the revenue budges. In 
the Commission's view, the cost of 
compensation for zamindari aboli
t ion should be met from outside the 
revenue account.) 

(c) No provision was allowed for 
amortisation of debt. In the pre
sent circumstances, says the Com
mission, when the public debt of the 
States is incrcasing and the States 
e'epend, in a substantial measure, on 
devolution of Central revenue for 
meeting even their committed ex
penditures, it is unrealistic to pro
vide for amortisation of debt from 
revenue; as such provision has, in 
effect, to come from further devolu
tion of Central revenues. 

(d) Transfers to special funds 
meant for financing capital outlays 
were also ex eluded. 

(e) On the revenue side, the Com
mission proceeded on the assumption 
that the cost of any extention of 
prohibition w i l l be met by special 
taxation, and also that the tax re
venues expected to be raised by the 
States under the Second Plan wil l be 
forthcoming. 

i f ) The Commission assumed that 
specific grants to be made by the 
Centre w i l l be of the same order as 
indicated in the Second Plan. 

Import Requirements of Small 
industries 

A P P L I C A T I O N S from .small scale 
industries for import of essenti

al raw materials, machinery and 
components w i l l be considered by the 
licensing authorities on an ad hoc 
basis. To assist these industries, the 
form of the Essentiality Certiiicate, 
to be obtained from the State Dire
ctor of Industries concerned, has 
been simplified and published in the 
current Red Book. 

Applications from small scale in
dustries, duly supported by the 
Essentiality Certiiicate, should be 
made to the licensing- authority con
cerned through the Regional Joint 
Development Commissioner for 
Small Scale Industries. Applications 
should not be submitted . to the 
licensing authorities direct. 
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