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FEDERAL INDIA - BURNING ISSUES IN UNION-STATE RELATIONS 

G. Thimmaiah 

The last decade of the 20th century has witnessed both break-up of two federations and an attempt 
to form a new federation. This has got some lesson for India. India is a quasi federation. Both political 
and@nancial powers are tilted in favour of the Union government. These were used by the Congress 
party to promote the centralisation process in political, financial and administrative spheres. This 
led to discontentment among the states and demand for more autonomy. The most contentious issues 
in regard to the Union-state relations today are: the increasing number of Centrally-sponsored 
Schemes, declining proportion offnancial transfers on the recommendations of both Planning and 
Financial Commissions, attempt to centralise states' sources of revenue, refusal to revise royalty on 
minerals, impact of administered prices on state finances, location of Central government units in 
direrent states and the distrib-ution of Central assistance for state Plans based on Gadgil formula. 
However, the states also have got some responsibility in a federation. They include, reducing the 
revenue and fiscal deficits, controlling non-plan expenditure, pricing of the goods and services 
supplied by Aeir public enterprises, reforming the tar systems to harmonise with the national tax 
reforms and devolving adequate funds to the Panchayat Raj Institutions (PRZs) and Urban L,ocal 
Bodies (ULBs) to enable them to function as grassroots level democratic units. All these require a 
more dispassionate decision making by the national and state level political leaders. 

BACKGROUND identity in the changed unipolar world scenario 

The last decade of the 20th Century has where-the United states o f  ~ m e r i c a  (USA) has 

witnessed the most unexpected developments in emerged as the single largest economic and 

the sphere of federalism. Paradoxically we have military power. While the earlier fear of Soviet 

before us a trend which is characterised by Union is no longer relevant for these European 

movements towards both of new countries, the new fear of domination by the USA 

federations and disintegration of two federations. in the has 

The European countries who fought two world European countries to work towards a 
wars in order to retain their political identity, are union. Even so, the anticipated federal union has 

moving a unified monetary and political not yet come into operation. Factors which are 
system. ~h~~ are encouraged by impressive delaying formation of afederal union are theethos 
economic benefits of the economic union which of their linguistic and cultural identities, long 
was formed after the second World War. The year history of independence, existence and hidden 
1993 witnessed their determination to aim at fear of one or two European nations dominating 
financial integration, paving the way for Euro- the other members of the union. These inhibiting 
pean federation. The Maastricht Treaty has been factors are important pointers to the Indian 
signed and a road map has been prepared for federation. For, we have been trying to develop a 
achieving total economic and political integration nation out of much more diverse regional iden- 
of the European nations. tities. The recent demand for separate statehood 

based on ethnic and cultural identity like 
TheEuropean trend is a miracle viewed against Jharkhand gives a clear indication of the need for 

their historical background. Their diverse accepting the cultural diversity and ensuring 
languages, their ethnic heterogeneity and even political autonomy within the federation. 
their independent political history have not come 
in the way of the proposal to form a United On the other side of the European continent, 
Europe. Even a proverbially neutral country like USSR and Yugoslavia have disintegrated as 
Switzerland has joined this movement attracted federations. It is a well known fact that these two 
by a bigger market for its labour force and federal nations were put together through coer- 
productive capital. This movement is also moti- cion and wete held together by very powerful 
vated by the desire to claim independent political Union governments. Over-centralisation led to 

G. Thimmaiah is Member, Planning Commission, New Deihi. 
This paper was presented at a seminar organised by Centre for New Perspectives, New Delhi. September 19, 1997. 
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absence of regional participation in the gover- 
nance. Absence of regional participation in the 
affairs of these countries led to alienation of their 
people. Centralised allocation of resources 
created dissatisfaction apart from stagnation of 
the pace of development resulting in deterioration 
of the standard of living of the common people. 
Lack of autonomy for the regions led to the 
collapse of the two federal systems when the 
Union authorities became weak. This event has 
also got a lesson forIndian Union in that the States 
have been demanding adequate degree of political 
and financial autonomy for a long time. If the 
demand for fair degree of autonomy is not 
conceded by the Union government, the mutual 
trust between the Union and the state govern- 
ments will be lost and the whole edifice of the 
federal structure may shake when the power of 
the Union government becomes feeble. 

INDIAN EXPERIENCE 

It is a well known fact that India is a quasi- 
federation. The constitutional provisions have 
tilted the balance of power in favour of the Union 
government. The political and economic 
circumstances which followed Independence 
further eticouraged centralisation process. The 
Indian poQtical system started with one party rule 
until almost the end of the 1960s. This no doubt 
enforced harmony between the Union and the 
state governments. But it also developed unjus- 
tifiable centralisation process in both, political 
and financial, spheres. The unquestioned policy 
of the Union government to direct the state 
governments' policies even in areas which were 
constitutionally assigned to them created grum- 
bling dissatisfaction even when there was one 
party rule. It became more vocal and got an open 
outlet when different parties started ruling at the 
state level. The dominating centralisation process 
of the Union government's political and financial 
policies have distorted the original intentions of 
the framers of the Constitution, particularly in the 
sphere of federal financial set up. This centralis- 
ing process deserves some elaboration. 

Immediately after Independence, the national 
leaders decided to adopt government sponsored 
economic planning for achieving rapid develop- 
ment of the country. Though this policy was 
resented by the private sector, a vast majority of 
the people of the country welcomed it in the hope 
that it will usher in an era of prosperity to all 
sections of the society. But the past 46  years of 
experience with planning has shown that ,it has 
not helped achieving the intended objectives of 
promoting rapid economic development and 
social justice in the country to the expected extent. 
As a result, the number of people in absolute 
poverty has increased over the years though the 
proportion is showing some declining tendency. 
Indian development process has created two 
Indias - relatively prosperous urban India and 
poverty ridden rural Bharat. 

When it was realised that the Indian Constitu- 
tion had created powerful Union government 
within aquasi-federal political system, but amore 
balanced federal financial structure, the Union 
government probably thought it  necessary to  
expand the centralisillg process and exercise 
control over the state governments in the financial 
sphere also. The constitutional division of func- 
tions and the sources of revenue between the 
Union and state governments, no doubt, made the 
Union government financially powerfd. But 
certain constitutional provisions also ensured 
financial autonomy of the state governments. This 
financial autonomy came in the way of extending 
financial control of the Union government over 
the state governments. Therefore, the Union 
government devised policies and institutions 
outside the framework of the Constitution to 
overcome this hurdle to impose its dominance 
both in political and also in financial spheres. The 
political supremacy was the source of su eriority 
impulse felt by the Union government. TI! e Union 
government adopted such policies which made i t  
powerful even financially at least de facto, if not 
dejure. Thus, the superiority impulse of the Union 
government was let loose by the urge to dominate 
over the state goverhments. Any act of domina- 
tion should, however, have the appearance of 
legitimacy in the field of federal financial 
relations. In other words, any domination requires 
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the support of some justifiable excuse in a 
democracy. The Constitution has built some 
checks and balances through the financial 
provisions into the financial system of the coun- 
try. The Finance Commission is a constitutional 
body. Once its recommendations are accepted, 
they become an award, and therefore, they have 
got to be adhered to. Further, the Finance 
Commission can probe into the financial position 
and performance of the Union government also. 
Though there was resistance to such a decision of 
the Finance Commission, in the recent past the 
seventh, eighth, ninth and tenth Finance 
Commissions did probe into the finances of the 
Union government. Furthermore, the Finance 
Commissions may even pull up the Union 
government for any violation of the constitutional 
provisions relating to federal financial transfers. 
In fact, the third, fifth and the seventh Finance 
Commissions have done it, though other 
Commissions have mildly advised the Union 
government to follow the established norms 
relating to Union-state financial relations. 
Therefore, the Union government was not sure of 
exercising its control over financial powers of the 
states through the instrumentality of the Finance 
Commission. In order to overcome this difficulty, 
the Union government started using the Planning 
Commission outside the framework of Consti- 
tution to function as a countervailing force to the 
independent Finance Commission. The 
exceptional provision made under Article 282 
came in quite handy for the Planning Commission 
toexerciseits powers as other financial provisions 
cannot be used by any extra-constitutional body. 
Thus, the legitimacy of the Planning Commission 
to use Article 282 came to be willy-nilly accepted 
by all the state governments. This has been made 
possible partly by its composition (and in theearly 
years by one party rule both at the national and 
the state levels), and partly by the need to have 
government sponsored economic development 
plans to make India economically powerful by 
eradicating mass poverty. Thus, the institution of 
Planning Commission became a very attractive 
design for legitimising the process of financial 
eentralisation in the country. This extra- 
constitutional institution evolved alternative 
method of financial relations between the Union 

and state governments in the name of planning 
and development. The Planning Commission 
determined the plan size, objectives, priorities, 
strategies, programmes, schemes and even their 
location without actively involving the state 
governments. Realising the logistic disadvantage 
of the Union government, the responsibility for 
the implementation of the plans drawn up by the 
Planning Commission has been entrusted to the 
stategovernments. Because ~f their constitutional 
existence, the state governments could not be 
forced to accept the dictates of the Planning 
Commission. Therefore, they had to be induced 
to undertake the task of implementing the plans. 
A traditional and effective means of inducement 
in a federation is through the bait of financial 
assistance. Though constitutionally provided 
Finance Commission was there, it was found 
inadequate for determining the financial assis- 
tance for the states' plans. Thus, the political 
leaders of the post-Independent India overlooked 
the wisdom of the Constituent Assembly on 
matters relating to the financial transfers through 
the instrumentality of the Finance Commission. 
Consequently, the scope of the recommendations 
of the Finance Commission came to be restricted 
to non-plan part of the states' financial needs 
through the terms of reference, and all plan needs 
were made the domain of the Planning 
Commission. The Planning Commission being a 
quasi-political body having the Prime Minister as 
the Chairman and Finance Minister as member, 
concentrated economic policy making powers in 
its own hands. Then an alternative financial 
relationship under Articles 282 and 293, other 
than the one which was built into the Constitution 
under Articles 270,272,275 and 280 between the 
Union and the state governments was devised in 
the name of the plan assistance to states. In this 
alternative relationship, financial assistance for 
the purpose of undertaking plan programmes and 
projects came to be channelled by the Union 
government on the recommendations of the 
Planning Commission. In this plan assistance, 
loans loomed so much as to establish unequal 
exchange in the flow of financial resources 
between the Union and the states. 
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The Union government has not been satisfied 
with even this alternative mechanism of financial 
relationship between the Union and the state 
governments through the instrumentality of the 
Planning Commission. It has gone beyond both 
Finance Commission and even the Planning 
Commission and started providing direct finan- 
cial assistance through the individual Union 
government ministries. Such direct discretionary 
financial transfers can be made under Article 282. 
But this constitutional provision is supposed to be 

used sparingly and only under exceptional 
circumstances. It was not at all intended for 
making regular financial transfers and, that too, 
on such an extensive scale. It may be observed 
from Table 1 that during the First and FourthFive 
Year Plans periods, discretionary financial 
transfers surpassed both Finance Commission 
and the Planning Commission transfers, and even 
during the subsequent plan periods they were 
quite comparable to Planning Commission 
transfers. 

Table 1. Financial Transfers from Union Government  t o  State Governments under  Instrumentalities of Finance 
Com:nission, Planning Commission a n d  a t  the  Discretion of Union Ministries 

(Rs crore) 

Five-Year Plans Planning Commission Discretionary 
Finance Commission Transfers Transfers Transfers 

Total 
Tax Share Grants Total Percent to Total Percent to Total Percent to Financial 

Total Total Total Transfers 
Financial Financial Financial 
Transfters Transfters Transfters 

First Plan (1 951 -56) 344 103 447 31.24 350 24.46 634 44.70 1,431 
Second Plan (1956-61) 668 250 918 32.00 1.058 36.89 892 31.1 1 2,868 
Third Plan (1961-66) 1.196 394 1,590 28.39 2,515 44.91 1,495 26.70 5,600 
Fourth Plan (1969-74) 1,252 500 1,782 33.33 1,767 30.05 1,798 36.62 5,347 
Fifth Plan (1974-79) 8,275 2,773 11,048 43.01 7,722 30.55 6,683 26.44 25.278 

Sixth Plan (1980-85) 21,335 1,711 22.888 41.00 16,099 29.34 16.267 29.65 54,862 
Seventh Plan (1985-90) 49,465 9,113 58,578 43.77 38,729 28.94 36,523 27.29# 1,33829# 
Eighth Plan (1992-97) 1,32.009 19,215 1.5 1,224 47.09 94,292 23.35 75,588 23.54 3.21.104 

Notes: Finance Commission transfers include tax shares, all grants-in-aid under Article 275 and grants in lieu of tax on railway fare. 
Planning Commission transfers include plan grants under Article 282 and loans under Article 293 for state sector plans only under 
Godgil formula. 
Discretionary transfers include grants under Article 282 and loans under Article 293 forcentrally-sponsored and central sector schemes, 
plus small savings loans, loans for clearing overdrafts and other ad hha assistance. 
# Discretionary transfer excludes Ways and Means Advance (Rs 1,649 crore). 
Source: Reserve Bank of India (RBI) Bulletins. 

Thus, it is increasingly becoming evident that makes financial transfers to state governments. 
the Union government is not happy.with the rules The first mechanism is the constitutionally 
of  the game provided under the instrumentalities provided Finance Commission. The second is on 
of both the Finance Commission and the Planning the advice of the Planning Commission which is 
Commission. 'Discretion' has become an an extra-constitutional body created,nodoubt, for 
expression of superiority complex and therefore a genuine purpose.  id the third is the 
the financial transfers at the discretion of Union political-cum-bureaucratic transfers at the 
ministries have grown substantially both in discretion of the Union ministries. The financial 
number and amount. As a consequence of these assistance provided on the recommendations of 
unexpected developments, today w e  have three the Finance Commission comprises tax revenue 
mechanisms through which Union government shares and conditional and unconditional grants. 
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No loan assistance is provided under this insti- 
tutional process, except in the form of loan 
adjustments or writing-off of past loans. But in 
the case of financial assistance provided through 
the second and the third mechanisms, loan 
assistance predominates. 

However, the recent experience with coalition 
government at the national level has generated 
even international curiosity and has perplexed the 
blinkered intellectuals of the country. At long last 
we have a Union government chosen by the state 
level political parties and supported by a national 
party. Though Indian Constitution is ,charac- 
terised as quasi-federal with a tilt in favour of the 
Union government, the true federal polity has 
come to operate under the present coalition 
government. This is the outcome of excessive 
centralisation of political, administrative and 
economic powers at the Union in the past and the 
dissatisfaction of the masses with the national 
political parties coupled with the readiness of the 
Indian political leaders to experiment with new 
form of political governance. It is heartening to 
note that the present 13-party coalition govern- 
ment has provided confidence not only to the 
regional political parties but also to the state 
governments in regard to their own powers and 
status in the Indian polity. Going purely on the 
basis of the way the political power was organised 
basedon the Constitutional provisions from 1950, 
nobody expected such a sudden transition from a 
centralised political system to a de facto federal 
political system to emerge. 

BURNING ISSUES IN THE UNION-STATE RELATIONS 

Notwithstanding the changed political situation 
which has brought about perceptible change in the 
attitude of the Union government towards the 
states, there are still certain contentious issues 
which create conflicts in the Union-state rela- 
tions. They include political, economic and 
financial issues. It would be appropriate, 
therefore, to highlight at least the most important 
burning issues i n  the Union-state relations which 
are coming in the way of harmonious functioning 
of the Indian federal polity. 

If there is any one single provision of thc 
Constitution which has encouraged centralisation 
process and undermined the federal spirit of the 
Constitution, it is Article 356. This Article 
empowers the Union government to advise the 
President to dismiss any elected government at 
the state level and even dissolve the elected 
assembly on the pretext of break-down of the 
constitutional machinery. This one provision has 
come to be used more than one hundred times 
during the past fifty years fcr trampling people's 
mandate at the state level, to serve the interest of 
political parties in power at the national level. 
Though there were some honourable exceptions 
when the use of Article 356 was considered 
necessary, it was misused on more occasions than 
used for valid reasons. This issue was referred to 
the Sarkaria Commission (Report of the 
Commission on Centre-State Relations, Chair- 
man: R.S. Sarkaria, generally known as the 
Sarkaria Commission Report) which, while 
highlighting the misuse of this provision in the 
Constitution, expressed the need for the retention 
of this provision to handle unforeseen situations. 
Such recommendation of the Sarkaria Commis- 
sion was brought before the Inter-State Council 
in 1997 which witnessed divided opinion. While 
the Dravid Munnetra Kazhagam (DMK) party, 
which was a victim of this Article 356 for four 
times, and the Telugu Desam Party, which was 
also a victim, continued to oppose its retention in 
the Constitution thereby showing consistency of 
their view, the West Bengal government led by 
Communist Party (Marxist) (CPM), which was 
also a victim of this Article, modified its earlier 
view and suggested that the provision may be 
retained with appropriate safeguards to prevent 
its misuse by the Union government. Thus, the 
non-Congress party governments were divided on 
its retention in the Constitution. As a result, it is 
likely that Article 356 may continue without any 
safeguards for its use. However, most of the state 
governments agreed on the principles which were 
suggested by the Sarkaria Commission for the 
appointment and removal of the Governor and 
selection of leader to be Chief Minister for 
forming the government at the state level. Thus, 
the recommendation of the Sarkaria Commission 
in regard to the retention of Article 356, and the 
role of the Governor have come to be accepted by 
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Table: 2. Transfer  of Financial Resources from Union t o  States for Selected Years 
(Rs  crore) 

Receipts of the Union Government Resources Transferred to the States 
Year 

Revenue Capital Budge- Total Share of Grants Loans Gross Repay- Net Tran ( I  I) as 
Receipts Receipts tary Defi- Receipts States in from the (Gross) Trans- ment of sfers to per cent 

Including Excld. cit of  of Union Union Union to from the fers to Loans by States (6 of (5) 
States' Repay- Union Govern- Taxes States & Union to States States & +7+8-10) 

Share in ment of Govern- ment UTs States & (6+7+8) UTs 
Taxes Loans ment (2+3+4) UTs 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Note: Figure in the bracket represents the ratio after adding the loans given to the states for clearing their overdraftsldeticits 
with the RBI to the total receipts of the Union Government as well as t o  the gross transfer to  the states. 
Source: Union Ministry of Finance, Government of India, Indian Public Finance Statistics, New Delhi, 1995, p. 73. 

3 1.4 per cent in 1994-95. This issue was referred 
to the Sarkaria Commission which recommended 
that it would be better to have different propor- 
tions of loan-grant components for different states 
depending upon their level of development. This 
recommendation has not been accepted by the 
Union government as it would involve substantial 
transfer of grant assistance. In any case, time has 
come that some of the states like Uttar Pradesh., 
Bihar, Qrissa, Madhya Pradesh and Rajasthan 
which cannot afford to accept large scale plan 
assistance in the form of loans be given more plan 
grants than loans. A new scheme will have to be 
devised in order to help these backward states. 

A further complication has been introduced 
from 1996-97 in the wake of additional central 
assistance provided by the United Front govern- 
ment to the states for implementing the Basic 
Minimum Needs Programme and the Accelerated 
Irrigation Benefit Scheme. This additional central 
assistance is not distributed on the basis of the 
Gadgil Formula. The Chief Ministers' Confer- 
ence which was held in July 1996 suggested that 
it should be distributed on the basis of the gap 
between the existing level of Basic Minimum 
Services prevailing in different states as com- 
pared to the national average level. During 
1996-97, some ad  hoc formula was used by 

truncating the Gadgil Formula which resulted in 
giving more assistance to the states like Kerala 
where Basic Minimum Services are at a much 
higher level than in states like Andhra Pradesh. 
Therefore, from 1997-98, an attempt is made to 
estimate the relative shares of the states in the 
additional central assistance for Basic Minimum 
Services based on the relative gaps in the mini- 
mum services. Further, the assistance meant for 
Accelerated Irrigation Benefit is not distributed 
on the basis of any formula at all. There is a whole 
lot of ad-hocism and discretion which create 
misunderstandings. This has also created dis- 
satisfaction and the Chief Ministers' of some 
states protested against giving arbitrarily more 
money to some states and less money to other 
states. Furthermore, as will be shown below, no 
criterion is used for providing central assistance 
for centrally-sponsored schemes. Whichever 
state implements the scheme gets money and 
whichever state can match the central assistance 
with its own funds will get more funds. This has 
enabled the better-off states to receive more 
central assistance under centrally-sponsored 
schemes than the poorer states. Whatever equity 
is attempted to be achieved in the distribution of 
central assistance for State Plans on the basis of 
the Gadgil Formula has been neutralised by the 
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distribution of central assistance for centrally- 
sponsored schemes because proportionately more 
assistance goes to better-off States. 

Furthermore, the recent decision of the Union 
government to provide central assistance for 
Targeted Public Distribution System (TPDS) 
under which people below the poverty line will 
get foodgrains at lower price than the PDS price, 
has created another problem for the government. 
Here, the Union government will provide, on an 
average, approximately Rs 251- per family per 
month. It has been decided to distribute this 
assistance in proportion to the population below 
the poverty line in different states. But there is 
dispute about the proportion of people below the 
poverty line. The Planning Commission esti- 
mated much lower figure by adjusting the Central 
Statistical Organisation (CSO) estimates on 
consumption with the National Sample Survey 
(NSS) consumer expenditure data. But the 
Lakdawala Committee which was asked to look 
into this problem revised it upwards. Recently the 
Planning Commission has accepted in principle 
the estimates made by the Lakdawala Committee 
but has made a minor modification. This will 
affect different States differently because of 
change in the proportion of people below the 
poverty line. In other words, in a vast and diverse 
country like India where statistical data base is 
still weak, it becomes very difficult to be objective 
while distributing the central assistance to the 
states for implementing various development and 
welfare programmes. An element of discretion is 
bound to be there. In such cases Planning 
Commission and the Union Ministry of Finance 
have tried to compensate the losing states through 
other means. This has kept the states satisfied. But 
such ad-hocism should not become a rule because 
in the past political alignment was used for 
making such ad hoc loans to undeserving states 
or denying them to some deserving states. 
Therefore, it is necessary for the Planning 
Commission to come up with more reliable esti- 
mates of poverty. It is also necessary to revise the 
criteria used in the Gadgil Formula whieh deny 
20 per cent of the share to the states whose per 
capita income is above the national average per 
capita income. Knowing as we do, the degree of 

error involved in estimation of GDP and State 
Domestic Product (SDP) in the country, it would 
be unfair to deny any state a share in as much as 
20 per cent of the central assistance among non- 
Special Category States. Similarly, it is time the 
Planning Commission revised the loan-grant 
component of the Gadgil Formula assistance. 
Definitely Bihar, Uttar Pradesh, Orissa, Madhya 
Pradesh and Rajasthan should get central assis- 
tance more in the form of grants than in the form 
of loans as their capacity to service the loan is 
limited. The Sarkaria Commission recommended 
for using two to three varying loan-grant 
proportions. But the Planning Commission has 
not been able to introduce change in the existing 
loan-grant proportion. Since any change affects 
the states differently, it is very difficult to arrive 
at a consensus. The philosophy of co-operative 
federalism might help resolve this issue. 

In the field of expenditure functions like agri- 
culture, animal husbandry, health, and social 
welfare come under State List. But the Union 
government has not only created ministries but 
also started dictating the policies to the state 
governments in these spheres in the name of 
achieving national standard, promoting moder- 
nisation, etc., so much so that the state govern- 
ments have lost their initiative as a result of the 
Union government's day-to-day interference in 
these spheres. While some of the pilot projects 
are found to be necessary, they have been used 
only as an excuse for introduction of continuing 
schemes and programmes. Though Public 
Interest Litigation has come to be excessively 
used in this country, surprisingly nobody has 
tested in courts whether the Union government 
can incur so much of expenditure and give so 
many directions to the state governments on the 
subjects which are exclusively reserved for the 
states. 

The centrally-sponsored schemes have 
remained a source of friction between the Union 
and the state governments. Under the Five Year 
Plan regime, the Union government decided to 
introduce pilot projects first and then develop- 
ment programmes and schemes in areas of 
national importance like education, health, 
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agriculture, etc., to create the interest of the state 
governments in some common goals. But over 
time they have increased to such proportion as 
might kill the initiative of the state governments. 
Today we have centrally-sponsored schemes 
under virtually every Union ministry. The number 
of centrally-sponsored schemes increased from 
90 at the beginning of the Fourth Five Year Plan 

to 146 at the end of the Fifth Plan. Today, they 
are as many as 182. The details about the number 
and the MinistriesIDepartments and the amount 
of central assistance provided are presented in 
Table 3. It may be observed that most of the 
schemes fall under the subjects which fall under 
the State List and hence were within the states' 
domain. The state governments have always felt 

Table: 3 MinistrylDepartment-wise Expenditure (1992-96) and Outlay (1996-97) on Centrally Sponsored Schemes 
(Rs crore) 

S1. No. Min~strylDepartment No. of Schemes Anticipated Proposed 
Expenditure Outlay 

1992-96 1996-97 

1. Agriculture & Cooperation 44 2,277.07 830.65 
2. Animal Husbandry &Dairying 16 174.57 75.19 
3. Women & Child Development 5 2,022.58 682.40 
4. Education 17 2,774.42 2,219.97 
5. Industrial Development 2 297.77 98.99 

6. Youth Affairs and Sports 
7. Environment and Forests 
8. Rural Areas & Employment 
9. Rural Development 
10. Urban Development, Urban Affairs 

& Employment 

11. Surface Transport 
12. Welfare 
13. Power 
14. Planning 
15. Health & ISM & H 

16. Family Welfare I 6.21 1.02 1,535.00 
17. Civil Supplies 2 50.95 30.00 
18. Water Resoarces 3 551.95 171.92 
19. Labour 2 88.80 55.05 
20. Non-Conventional Energy Sources 6 426.28 171.80 
21. Commerce 1 73.26 30.00 

182 42,308.34 16,038.19 

Note: ISM & H - Indian System of Medicine and Homeopathy, 
Source: Government of India, Planning Commission, New Delhi, 1996. 

that their sponsorship should have been left to the 
states and the allocation of funds for them should 
have been made according to the states' priorities. 
The initiative has been taken out of the hands of 
the state governments in regard to identifying and 
designing the scheme, and prescribing the 
guidelines by asking the state governments only 
to implement them at the state level. These 
centrally-sponsored schemes cany varying 
proportions of central assistance both in grants 
and loans. However, loan assistance predomi- 
nates. Once the state governments accept them, 

they have to find resources for matching the 
central fund. This results in diversion of states' 
own funds from their own important priority 
projects. Wherever central assistance is provided 
in the form of loans it results in additional burden 
of debt servicing. It has been found by the Plan- 
ning Commission that financially better-off states 
have utilised more central funds under 
centrally-sponsored schemes thereby distorting 
the equity principle built into the distribution of 
central assistance to the states under the Gadgil 
Formula. Many a time these centrally-sponsored 
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schemes compel the state governments to appoint 
additional personnel. But after the project came 
to an end the state governments were left high and 
dry and they had to pay salary for these employees 
without work. Redeployment of such surplus staff 
was not allowed till recently. All these factors 
forced the state governments to demand for 
transferring the centrally-sponsored schemes to 
the states. The Union government did respond to 
this demand positively. But here again, such 
transfer has taken place only when non-Congress 
government was in power at the national level. 
When the Janata Party was in power in 1979-80, 
the Union government agreed to transfer 71 
centrally-sponsored schemes involving Rs 2,000 
crore to the states. But subsequently the number 
has goneon increasing. Today, the number stands 
at 182 and the amount of central assistance for the 
centrally-sponsored schemes amounts to Rs 
16,038.19 crore in 1996-97. Thus, it may be 
observed that the centrally-sponsored schemes 
have not only resulted in centralising process of 
plan formulation and implementation, but also the 
justification for having Union ministries under 
the states' subject. Recently, this issue was 
discussed at the July 1996 meeting of the Chief 
Ministers' Conference and it was decided to 
transfer long operating centrally-sponsored 
schemes along with the funds to the states. But 
the Union ministries are still resisting. 

Another areaof friction is the revision ofroyalty 
for the minerals located in the states. Under the 
Constitution, mineral deposits are the national 
asset but the states are entitled for reasonable 
amount of royalty. The Union government has 
passed legislation controlling the royalty 
payment under which they have to be revised once 
in three years. But they tend to remain unrevised 
for a long period of time making the state 
governments lose revenue from mineral royalty. 
Even when they are revised they aredone in small 
amounts and as a result the states do not benefit 
much. This matter was also presented before the 
Sarkaria Commission which recommended that 
royalty should be revised once in two years. Till 
today it has not been done. On the contrary, there 
have been attempts to convert ad valorem rates 
on royalty, which are more elastic, into specific 

rates of royalty which are not so elastic. Further, 
the Union government has gone on increasing the 
excise duty on the minerals and kept the royalty 
rates constant for long stretch of time. Classic 
example is the royalty on coal and oil which has 
adversely affected the revenues of Bihar and 
Assam, respectively. It so happens that econo- 
mically backward states have got more minerals 
and the Union government and its agencies (now 
the private sector) go and exploit them for their 
benefit without passing on adequate benefit to the 
poor, the tribals and the state governments. Poorer 
states like Assam and Bihar believe that by 
denying higher amounts of royalty for their 
minerals, the Union government is preventing 
them from undertaking larger plan outlay for 
improving the economic conditions of their 
people. The people in these states tend to believe 
that this is the major reason for the inability of 
their state governments to spend more funds on 
welfare activities. The Union government is 
getting the blame for not so significant an issue. 

STRUCTURAL REFORMS 

The state governments have not been able to 
implement the necessary structural reforms in 
tandem with the Union government. This is 
mainly because of the fear of the unknown. For 
example, there is a demand for introduction of 
VAT at the state level in place of states' sales tax 
to reduce its cascadingeffect on prices. The Union 
government appointed a Committee and 
persuaded the state governments to implement its 
recommendations. But the state governments do 
not trust the Union governments' intentions in 
regard to the financial sphere. They always 
suspect a hidden hand of the Union government 
to centralise the sources of revenue or take-over 
some functions and, as a result, h e r e  is a natural 
tendency to resist. Because of this distrust based 
on past experience, even the well intentioned 
policies intended for promoting structural 
reforms are not accepted and implemented by the 
state governments. This has resulted in fiscal 
indiscipline at the state level. For example, 
electricity, public transport and irrigation water 
are under-priced at the state level. Attempts to 
revise them have not been successful, partly 
because of the Union government's own political 
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populism. The states' sales tax systems riddle 
with inefficiency. They ought to have been 
replaced by modern VAT system. Some partial 
attempts were made by Andhra Pradesh, Tamil 
Nadu and Maharashtra. But such partial VAT 
failed. Consequently, tax reforms are not 
proceeding at the state level at the required speed. 

Even so, since the UnitedFront government has 
implemented the Alternative Devolution Scheme 
recommendedby the Tenth Finance Commission, 
it will meet many demands of the state govern- 
ments in regard to the financial transfers to meet 
their non-plan requirements. The resultant happy 
mood of the state governments should be 
exploited for persuading them to embark upon a 
comprehensive programme of fiscal consolida- 
tion at the state level. For this purpose, it would 
be better to use the Eleventh Finance Commission 
which is going to be appointed soon. In view of 
the fact that the Alternative Devolution Scheme 
which is going to be implemented from April 1, 
1997 will reduce the scope of work of the Eleventh 
Finance Commission, it should be asked to take 
upon the responsibility of recommending a 
scheme of fiscal consolidation at the state level. 
First, the Eleventh Finance Commission should 
formulate its recommendations on disinvestment 
programme of state governments' public enter- 
prises and consolidate those enterprises which the 
state governments would like to retain. Second, 
the Commission should make a detailed review 
of the finances of State Electricity Boards, the 
State Road Transport Corporations and Multi- 
purpose Irrigation Projects, and recommend 
appropriate pricing of their outputs. This is 
absolutely necessary to promote efficient opera- 
tion of these infrastructures in the country. Third, 
the Commission should formulate a more 
comprehensive policy of determining the central 
assistance for state governments affected by 
natural calamities. In view of the fact that the state 
governments will receive more funds under the 
Alternative Devolution Scheme, central assis- 
tance for drought relief should be terminated. 
Only the expenditure on natural calamities relief 
should be assisted. Fourth, the Commission 
should review the debt position of all the state 

governments and make appropriate recom- 
mendations to reduce the debt servicing burden 
of the state governments. Fifth, the Commission 
should realistically assess the likely growth of 
non-plan expenditure on maintenance of capital 
assets created under various plans and recom- 
mend earmarked grants for maintaining them. 
Finally, the Commission should suggest a scheme 
of replacing the existing sales tax system by a 
Value-added Tax within a period of two to three 
years and consequential adjustments in the tax 
structure of the state governments. These 
recommendations are absolutely necessary to 
harness the benefits of liberalisation and struc- 
tural reforms introduced at the national level. 

There are some economic issues which have 
also contributed to the disharmony in the 
centre-state relations. They include the impact of 
frequent revision of administered prices by the 
Union government and revision of pay scales and 
dearness allowances of the Union government 
employees on the state governments non-plan 
expenditure. Maintaining price stability is the 
function of the Union government. But whenever 
prices go up because of the inappropriate policies 
followed by the Union government, the Union 
government asks the state governments to  main- 
tain price stability. This has become a sort of 
paradox. No doubt, state governments also 
contribute to inflation through reckless spending, 
by incurring budget deficit and by revision of 
administered prices, particularly relating to the 
agricultural inputs and produce. Even though the 
Union government fixes the prices of agricultural 
inputs and announces procurement prices of 
agricultural commodities, the state governments 
go on adding their own mark-up. Besides, in sugar 
cane growing areas even after the Union 
government fixes sugar cane price, the state 
governments on their own add their own mark-up 
to win the support of the farmers. Consequently, 
the sugar factories have not been able to  make 
payment to the farmers. There is need for 
co-ordination between the policies of the Union 
government and the state governments in these 
areas to  maintain price stability. 
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Another issue relates to competitive populism 
of the state governments which has also spread to 
the national level. The state governments go on 
announcing target group oriented benefits even 
though they do not have adequate funds to 
complete many on-going development projects. 
What is more, they also indulge in competitive 
tax rate war in order to attract industries. Such 
policies ultimately prove to be counter- 
productive. There is a mistaken belief that 
industries tend to be located on the basis of tax 
concessions. I t  is a well known fact that good 
infrastructure, peaceful industrial climate and 
efficient government are important for industries 
rather than small tax concessions. 

Yet another issue is the location of Union 
government projects in different states and allo- 
cation of bank funds mobilised by nationalised 
commercial banks in different States. While the 
banks and other development financial institu- 
tions are supposed to provide investment and 
working capital funds to the entrepreneurs based 
on their financial and economic viability, the state 
governments think that it is their right to ask for 
a share in these funds, even though there is no 
entrepreneurial activity in some states. The case 
in point is Kerala where the industrial climate is 
very poor and hence financial institutions do not 
lend much money. But this is attributed to the 
failure of the Union government to get them a fair 
share in the funds mobilisedin thestate. The same 
is true of the location of Union government 
industries. However, now that the Union 
government has stopped investing in industrial 
projects, this issue has lost its relevance. But the 
proportion of bank advances and institutional 
funds flowing into different states remains a 
contentious issue between the Union and the state 
governments. It will be very difficult to compel 
the commercial banks to lend loans for the 
economic activities which do not yield adequate 
returns. They cannot be forced to lend to sectors 
where recovery of past loans has been very poor. 
This cannot be questioned by the Union govern- 
ment and the Reserve Bank of India (RBI). All 
these sectors1sections should re-establish their 
creditworthiness and obtain bank credit. 

Fiscal Deficits of the States 

The objective of reducing fiscal deficit has 
become very prominent after economic liberali- 
sation programme was introduced in 199 1. The 
main reasons for aiming at reduction of fiscal 
deficits of the Union as well as the state govern- 
ments are that fiscal deficits have contributed to 
expansion of money supply and, through that, to 
rise in prices, andalso that fiscal deficits 'crowded 
out' the private sector from having access to 
adequate investment funds for achieving higher 
growth rate of industrial output. Therefore, it was 
decided that the country should aim at reduction 
of fiscal deficit. The Government of India 
implemented it but in a distorted way. Instead of 
reducing the non-plan expenditure and raising 
non-loan revenue receipts, it reduced the 
budgetary support to power sector, railways and 
agriculture. The argument was that the private 
sector investment will flow into power sector and 
agriculture. This did not materialise. Therefore, 
the power generation capacity could not be 
enhanced during the Eighth Plan period. 
Agriculture continued to suffer from inadequate 
capital formation, particularly in areas like irri- 
gation. No doubt, fertiliser subsidies were 
reduced which resulted in reduction in the use of 
fertilisers and consequently fall in the agricultural 
production during some years, notably in 
1995-96. It is surprising that the Government of 
India has been trying to reduce fiscal deficit only 
by reducing expenditure side of the budget. It has 
not been making required efforts to increase the 
revenue by increasing the ratio of tax to GDP 
probably because it wanted to give tax.incentives 
to the private corporate sector by reducing the tax 
rates. Whatever measures which were introduced 
have, no doubt, reduced the fiscal deficit of the 
Union government from 8.33 per cent in 1990-9 1 
to 4.5 per cent in 1997-98. It is important to note 
that the revenue deficit constitutes 30 per cent of 
the fiscal deficit and the monetised deficit also 
constitutes another 30 per cent. The remaining 40 
per cent forms the capital account deficit. The 
Government of India has no doubt entered into an 
agreement with the RBI to control the monetised 
deficit. But the revenue deficit is still continuing 
to grow - thanks to the Fifth Pay Commission 
recommendations and fall in the buoyancy in the 
tax yield. 
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The Union government has also started reduc- 
ing the flow of financial resources to the state 
governments on the recommendations of both 
Finance and Planning Commissions with a view 
to reducing the fiscal deficit. In fact, during the 
Eighth Five Year Plan period though in absolute 
terms the federal financial transfers have 
increased, net financial transfers from the Union 
government as proportion of the total revenues of 
the Union Government have declined from 30.1 
per cent in 1992-93 to 26.2 per cent in 1996-97. 
In 1997-98, they have come down further to 23.1 
per cent. This is evident from the data presented 
in Table 7. The state governments feel that they 
are punished for the sins of the Union govern- 
ment. As a matter of fact, the TFC was asked to 
formulate its recommendations with a view to 
reducing the fiscal deficits of the states. The TFC 
did try to accomplish this. But the state govern- 
ments are very vigilant and now they are 
demanding increase in the share of the revenues 
of the Union government over and above 29 per 
cent recommended by the TFC under Alternative 
Scheme of Devolution. 

The state governments' fiscal deficit is equi- 
valent to the net capital receipts of the state 
governments, namely market borrowings, central 
loans, including loans against small savings, 
provident fund receipts and institutional loans. 
The Government of India has already reduced the 
quantum of market borrowings with a view to 
reducing the fiscal deficit. This has been evident 
from the sharp reduction of the Statutory 
Liquidity Ratio (SLR) from 38.5 per cent to 25 
per cent. The main objective of reducing the 
market borrowings is to make available more 
funds for the use of private sector. It should be 
noted that there is a fundamental difference 
between the fiscal deficit of the Union govern- 
ment and that of the state governments. In the case 
of the Union government, fiscal deficit also 
includes monetised deficit, i.e., the net borrow- 
ings from the Reserve Bank of India. But at the 
state level monetised deficit is limited to the ways 
and means advances and overdrafts when 
permitted. Moreover, since the limits for ways 
and means advances have been fixed for some 
duration of time, no increase in the monetised 
deficit takes place on this account. Hence, for all 

practical purposes monetised deficit is only 
incurred by the Union government. At the state 
level, the state governments do have revenue 
deficits and overall budget deficits. In the absence 
of monetised deficit, the only relevant part of the 
states' fiscal deficits is the public debt of the state 
governments. However, the responsibility of 
reducing the fiscal deficit through market 
borrowings and central loans lies with the Union 
Ministry of Finance and the Planning Commis- 
sion. But they cannot reduce them sharply and 
arbitrarily without taking into account the 
developmental needs of the state governments. 
Even so, the state governments should be able to 
reduce their capital deficits by reviewing the 
performance of the state government public 
undertakings so that the budgetary support 
provided to the loss making public sector 
undertakings would come down which would, in 
turn, reduce market borrowings of the state 
governments. There should not be any budgetary 
support to the commercial undertakings of the 
state governments. The state governments' 
revenue deficits should also be reduced by 
tapping the available sources of revenue, by 
appropriately pricing the public services, partic- 
ularly irrigation water, electricity supply to 
agriculture, road transport service, urban water 
supply, etc. More importantly, the state govern- 
ments should be able to control their non-plan 
expenditure and also not so productive part of 
their plan expenditure by not announcing populist 
programmes. 

The state governments' fiscal deficit today is 
about 3.5 per cent of the GDP (Table 4). If we add 
both the Union and the state governments fiscal 
deficits, it will come to 7.5 per cent, (Table 6) 
which is a danger signal to inflation and private 
sector capital formation. Therefore, it is necessary 
for the state governments also to make a begin- 
ning in reducing their fiscal deficits by first 
reducing their revenue deficits. They should not 
revert back to the same old demand for increased 
share in the Union government's revenues for 
reducing their revenue deficits. That is now fixed 
for five years under the Alternative Devolution 
Scheme of the TFC. They should tap their sources 
of revenue to the hilt, probably by switching over 
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Table 4. Measures of Deficit of State Governments 
(As per cenr of GDP at current prices) 

Year Fiscal Deficit Primary Deficit 
Monetised Conventional Revenue 

Gross Net Gross Net Deficit* Deficit Deficit 

(1) (2) (3 (4) (5) (6) (7) (8) 

Average for 
1985-90 3.1 2.2 1.7 1.6 +O. I 4-0.1 0.3 

Annual 

Notes: RE = Revised Estimates BE = Budget Estimates - Negligible 
@ Provisional data relate to the budgets of 26 state governments including National Capital Territory of Delhi. 
* Data pertain to 23 state governments having accounts with the Reserve Bank of India. 
+ Indicates Surplus 
The monetised deficit of state governrnents refers to loans given to them by the RBI net of their deposits with the RBI. 
Source: Reserve Bank of India, Annual Report, 1996-97, Bombay, 1997, p. 190. 

Table 5. Select Budgetary Variables of State Governments 
(Per cent) 

Item 1997-98 1996-97 1995-96 1990-95 1985-90 
(BE)$ (RE)$ $ (Average) 

(1) (2) (3) (4) (5) (6) 

I. GFDICFD Expenditure 19.49 21.0 18.7 14.9 19.6 
2. Revenue Deficit/Revenue 6.7 9.0 5.7 5.6 1 .9 

Expenditure 
3. Conventional Deficit1 Aggregate 4-0. 1 2.0 +I  .5 tO.7 +0.6 

Disbursements 
4. Revenue DefrciVGFD 29.6 27.3 26.1 24.8 7.7 
5. Non-Dev.Exp.1 Revenue Receipts 44.4 41.4 41.3 35.4 29.8 

6. Interest Payments1 Revenue 17.7 16.9 16.0 14.4 11.0 
Receipts 

7. States Tax Revenue/ GDP 5.8 5.7 5.8 5.7 5.7 
8. States Non Tax Revenue1 GDP 1.6 1.9 2.1 2.0 2.0 

Notes: RE = Revised Estimates BE = Budget Estimates 
$ Provisional data relate to  26 state governments including the National Capital Temtory of Delhi. 
GFD = Gross Fiscal Deficit Non-Dev. Exp. = Non-Developmental Expenditure 
+ Indicates Surplus 
Source: Reserve Bank of India, Annual Report, 1996-97, Bombay, 1997, p. 190. 

toVAT and by bringing agricultural income from Finally, the 73rd and 74th Amendments to the 
commercial crops under taxation. They should Constitution providing constitutional status to the 
control non-plan expenditure so as not to have any Panchayati Raj Institutions (PRIs) and Urban 
revenue deficit. It is in this way that the structural Local Bodies (ULBs) have added another 
reforms should be implemented at the state level. dimension to the Unioc-state relations in general 
This is necessary to make Indian federation a and Union-state financial relations in particular. 
stable one. Till now, the state governments used to criticise 
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Table 6. Measures of Deficit of The Union Government 
(As per cent of GDP at current prices) 

Year Fiscal Deficit Primary Deficit 
Monetised Conventional Revenue 

Gross Net Gross Net Deficit $ Deficit Deficit 

(1) (2) (3 (4) (5) (6) (7) (8) 

Averages 
1985-90 8.21 5.39 4.83 3.80 2.28 2.07 
1991-96 6.1 1 4.41 1.63 1.67 0.7 1 1.04 

Annual 

1990.9 1 8.33 5.73 4.32 3.35 2.75 2.12 3.47 
1991-92 5.89 3.99 1.58 I .45 0.89 1.11 2.64 
1992-93 5.69 4.28 1.29 1.65 0.60 1.74 2.63 
1993-94 7.44 5.68 2.90 3.00 0.03 1.35 4.04 
1994-95 6.05 4.23 1.43 1.26 0.22 0.10 3.25 

1995-96 5.48 3.86 0.93 0.98 1.81 0.89 2.71 
1996-97 (RE) 5.00 3.35 0.37 0.45 0.15 0.55 2.23 
1997-98 (BE) 4.50# 3.030 -O.l8@ 0.01 @ 1.100 ** 2.08 0 

Notes : RE = Revised Estimates BE= Budget Estimates 
$ As per RBI records after closure of Government accounts. 
** With [he discontinuance of the ud hoc Treasury Bills, and tap 91-day Treasury Bills, the concept of conventional budget deficit 
has become redundant. 
# As per the Budget Speech of the Union Finance Minister 1997-98. 
@ Worked out on the basis of the implicit nominal GDP underlying the Budget Estimates of fiscal Deficit1 GDP ratio of 4.5 per cent . - - 
for 1997-98. 

Theconventional deficit is the difference between all receipts and expenditures (both revenue and capital) excluding the 91 -day 
Treasury Bill and cash balances. The revenue deficit denotes the difference between revenue receipts and revenue expenditures. The 
monetised deficit is the increase in the net RBI credit to the Union Government, which is the sum of increase in the RBI's holdings 
of: (i) Government dated securities, (ii) 91-day Treasury Bills, and (iii) rupee coins adjusted for changes in cash balances with the 
RBI. The gross fiscal deficit is the excess of total expenditure including loans net of recovery over revenue receipts (including external 
grants) and non-debt capital receipts. The net fiscal deficit is the difference between gross fiscal deficit and net lending. The gross 
orimarv deficit is the difference between therrross fiscal deficit and interest oavments. The net orimarv deficit denotes net fiscal deficit - . - . . 
hinus k t  interest payments. 
Source: Reserve Bank of India, ArmualReport, 1996-97, Bombay, 1997, p. 186. 

the Union government for encouraging centrali- 
sation process in decision making. They also used 
to grumble about the inadequate financial 
transfers and always demanded more and more. 
With the PRIs and ULBs coming into existence, 
the state governments will also be under pressure 
from below for giving more administrative 
autonomy to the local bodies and more funds for 
performing their assigned functions. In a way, the 
73rd and 74th Amendments have taken away 
some part of the political pressure on the Union 
government by creating these local institutions. 
The state governments will be under great pres- 
sure to satisfy the PRIs and ULBs which are going 
to ultimately determine the political fate of many 
members of Legislatures and of Parliament. 

The TFC made ad hoe assessment of the 
financial needs of the PRIs and ULBs and 
recommended the grants for development 

purposes. They are routed through the Planning 
Commission. Several state governments have 
appointed the State Finance Commissions (SFCs) 
to make recommendations on the devolution of 
funds from the state governments to the PRIs and 
ULBs. Some state governments have, by and 
large, implemented their recommendations. 
However, some state governments are reluctant 
to implement the recommendations. The most 
disturbing feature is that some state governments 
have not held elections to the PRIs and ULBs and 
have not appointed SFCs while some other states 
have not taken any decision on the recom- 
mendations of the SFCs. These require the 
intervention of the Union government. The Union 
Minister for Rural Areas and Employment 
convened several meetings of the State 
Panchayati Raj Ministers and advised them to 
expedite their decisions relating to the holding of 
electjons, appointment of SFCs, implementing 
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their recommendations and constitution of 74th Amendments to the Constitution have added 
District Planning Committees. Even then the state one more dimension to the Union-state relations, 
governments have acted On the advice- including financial relations. It will take some 
Therefore, more serious Union government time for the states to accept the PRIs and ULBs 
intervention is called for in forcing the state 
governments to implement the 73rd and 74th as necessary part of Indian federal structure. The 

~~~~d~~~~~ to the constitution both in letter and state governmentg' attitude towards the PRIs and 
spirit, This will invariably invite criticism from ULBs will also determine their reIation with the 
the state governments. In other words, 73rd and Union government. 

Table 7. Transfer of Resources from the Union to States 
(Rs crore) 

A Total Receipts of the Union 
(1 +2+3) 

1. Gross Tax Revenue 
2. Non-tax Revenue 
3. Capital Receipts 

B Transfer of Resources from 
the Union to States 

1. States' Share in Union 
Taxes 

2. Non-plan Grants 
3. Non-plan Loans 
4. Plan Support (Grants 

& Loans) 
5. CSS 

C Gross Transfers to States as 
per cent of Union's Total 
Receipts 

D Resources from States to 
Union 

1. Loan Repay rnent 
2. Interest Payment 

E Net Transfers from Union 
(B-D) 

F Net Transfers from Union as 
per cent of its Total Receipts 

Note: CSS means Centrally Sponsored Schemes. 
Source: Computed from Budget Documents. 



AN UNEQUAL TREATY 
World Trading Order After GATT 

Muchkund Dubey 

The principal outcome of the Uruguay Round of Trade Negotiations was the Treaty establishing 
the World Trade Organisation (WTO). This Treaty incorporates agreements and understarldings 
which provide for new rules of the game in international trade, also in new areas such as services, 
TRIPS* and TRIMS which had remained outside the purview of GATT. The treaty also restricts the 
choices of developing countries in the world trading order and severely limits the9exibility they used 
to enjoy in the traditional GATT regime. 

Here, the motivating forces behind the launching of the Uruguay Round of trade negotiations 
and the economic and political factors which shaped the agenda and determined the course of these 
negotiations, have been assessedfrom the perspective of the developing countries, particularly India. 
The institutional implications of the WTO have been brought out. An attempt has been made to 
suggest how the developing countries can best cope with the challenge of the new world trading 
order and to use to their advantage the flexibility provided in the texts of the agreements included 
in the Final Act. In the concluding chapter, the critical choices to be made by India have been 
elucidated and strategies for future negotiations have been outlined. 

I. BACKGROUND 

Theinternational trade during theinter-War and 
the Second World War period was characterised 
by trade strifes, various kinds of discriminations 
and trade restrictions erected under high protec- 
tionist walls. As apart of the immediate post-War 
effort to reconstruct the international system, an 
attempt was made to restore order to international 
trade, through the provisions of the Havana 
Charter which was adopted at the conclusion of 
the Conference on Trade and Employment held 
in Havana in 1948 under the aegis of the United 
Nations. The Havana Charter provided for the 
establishment of an International Trade Organi- 
sation (ITO) as a specialised agency of the United 
Nations. But the I T 0  proved abortive as the US 
Congress could not bring itself round to ratifying 
the Havana Charter. However, the General 
Agreement on Tariffs and Trade (GATT), which 
had been concluded during the course of the 
negotiations on the Havana Charter and which 
had been envisaged as a part of the ITO, came 
into effect in 1948. 

The post-War international trade has, by and 
large, been governed by the rules and regulations 
of GATT. ~ m o n ~ ' t h e  most important purposes 

of GATT were the removal of discriminatory 
practices in trade and the progressive liberalisa- 
tion of trade through the reduction or elimination 
of tariff and non-tariff barriers. The first purpose 
was sought to be served by the incorporation - of 
Article 1 of GATT, the most-favoured-nation 
(MFN), and the second, by the provision in Article 
XXVIII of GATT; for periodical rounds of wade 
negotiations for the removal of trade barriers. 
Eight rounds of trade negotiations have so far 
been held under GAIT, the last one being the 
Uruguay Round. 

The idea of a new round of trade negotiations 
under GATT after the conclusion of the Tokyo 
Round in 1979, was mooted by developed 
countries, particularly the United States, in the 
early 1980s. This initiative was taken whzn the 
economies of major developed countries were 
still reeling under the severe recession of 1980 
and 198 1. A low rate of growth was not sufficient 
to maintain the accustomed increases in the 
already high standards of living nor the social 
security system in these countries nor to enable 
them to make the long-postponed massive 
investments in their infrastructure. What was at 
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stake for the United States and some of its close 
allies was their way of life and their continuing 
hold on the world power structure. 

Due to the compulsion to continue.the arms 
race, unwillingness to bring about any change in 
the pattern of profligate consumption, rigidity of 
wage structures, the power of domestic lobbies, 
etc., these countries, particularly the United 
States, were not in a position to cany out the 
structural changes in their economies which could 
have put them on a path of higher rates of growth. 
They, therefore, decided to resort to an external 
means as a substitute for domestic structural 
adjustment. If Super and Special 301 provisions 
of the US Trade and Competitiveness Act 1988 
constituted a crow bar to pry open the markets of 
developing countries, the new round of trade 
negotiations was designed to dismantle all the 
defences of these countries against the unre- 
stricted entry of the US goods and services in their 
markets. 

In the early 1989s, there was also a perception 
in the United States that while it had become less 
competitive in the world trade in goods, it had 
come to acquire a decisive competitive edge in 
trade in services. That partly explained the US 
insistence on bringing trade in services and Trade 
Related Investment Measures (TRIMS), within 
the scope of the new round of trade negotiations. 

Another area in which the United States per- 
ceived itself to be competitive was agriculture. 
Here, its interest coincided with that of some of 
the other low-cost agricultural producing coun- 
tries. This led to the formation of the CAIRNS 

In the beginning, the developing countries were 
reluctant to get involved in another round of trade 
negotiations so soon after the last round from 
which their gains were rather limited and yet to 
be implemented. Some of the specific tasks 
remaining after the Tokyo Round were reaching 
an agreement on non-discriminatory safeguard 
measures, phasing out the Multi-Fibre Agreement 
(MFA) and eliminating other grey area measures, 
and removing restrictions on the access of their 
tropical products. Developing countries were 
also very much concerned about the implications 
of the efforts of developed countries to bring on 
the GATT agenda new areas of negotiation, such 
as Services, TRIMS and Trade-Related Intellec- 
tual Property Rights (TRIPS), and considered 
them as an intrusion into their sovereign 
macro-economic decision-making. In the Pro- 
gramme of Action that emerged at the end of the 
GATT Ministerial Meeting in November 1982, 
the developing countries succeeded in substan- 
tially underplaying such new areas and keeping 
the limelight focussed on the issues of interest to 
them. 

The developed countries. while paying lip- 
service to the 1982 Programme of Action, fully 
used the GATT forum for putting relentless 
pressure on the developing countries for launch- 
ing a new round of trade negotiations. The only 
area of interest to them being market access, the 
developing countries tried to resist the new round, 
as long as they could. They were ultimately 
obliged to yield in Punta del Este in September 
1986 when the Uruguay Round was launched. By 
that time their unity and cohesion had been 
severely dented. Consequently, at Punta del Este, 
agroup of only 1 Odeveloping countries including 
India was left to defend the interest of developing 
countries as a whole. 

Group of both developed and developing 
countries, committed to seeking maximum lib- 

The new issues introduced by the developed 
countries into the negotiations were not of the' 

eralisation in agricultural trade. That is how traditional nature, involving simple exchange of 
agriculture becamea key issue in the negotiations, trade concessions~ ~h~~ were either in the 
not only as a major bone of contention between of domestic macro-economic decision-making or 
the United States and the European Community had far-reaching external implications. The 
(EC) but also having the effect of breaking the developing countries, had taken common posi- 
rank of the developing countries. tions on related issues, like transferof technology, 
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dealings with transnational corporations, etc., in negotiation, such as Services, TRIMS and TRIPS. 
the relevant international fora. This precedent They sought to improve the prospects of their 
should have warranted these countries adopting a textile exports in the markets of developed 
common strategic position on these issues in the countries, to strengthen the safeguards arrange- 
GATT f ~ r u m .  Unfortunately 9 no such Strategy ment and the dispute settlenient mec hanism under 

emerge because a variety GATT and, finally, to lodge the possible regime 
on services outside the GATT, SO as to prevent 

Owing to the harsh conditions of the cross-retaliation, The fragile unity of the South in 
late 1970s and lggos' the the Uruguay Round collapsed at the resumed 
process in a large number of these countries had mid-term review of the negotiations in Geneva in either come to a standstill or suffered serious 
set-backs. Many of these countries had to go to April, 1989. 
the International Monetary Fund (IMF) and the 
World Bank for monetary and financial accom- Until the last the mid-term 
modation. B~ the time the Uruguay Round was review session, India had firmly adhered to the 
launched, more than half of the developing position that GATT was not the forum to discuss 
countries had become dependent on developed norms and standards of Intellectual Property 
countries and on the IMF and the World Bank, on Right (IPR) protection nor could a higher level of 
their behalf, for repeated rescheduling of their IPR protection be a part of a liberal multilateral 
debts. In forcing the Uruguay Round, with its trading system. Then came the sudden reversal of 
agenda of the new areas the India's position in Geneva. What led to the shift 
developed countries fully exploited this vulner- in G~~~~~~~~~ of ~ ~ d i ~ ~ ~ , ~ ~ ~ i ~ i ~ ~  has to remain 
ability and succeeded in breaking theirunity. The a mystery for to The argument 
United States used the and given in justification of this tilrnabout in policy 
Special 301 measures to force a change in the 
negotiating stance of important developing is that India found itself isolated in Geneva. 
countries. B~ the mid-1980s, the ~ ~ ~ - ~ l i ~ ~ ~ d  However, the issue is not whether India was 
M~~~~~~~ (NAM) and the G~~~~ of 77 had also isolated, which might as well have been the case, 
ceased to be forums for effective joint action. ~h~ but how this isolation came about. The fact is that 
developing countries had begun to wilt under we ourselves brought this isolation upon us as a 
bilateral pressure and give up the position of part of a conscious polity. From December 1988, 
common interest. the word passed on to the Indian delegation at the 

political level was that India should not try to  be 
In arguing for the new round, the developed on the vanguard of the struggle of the developing 

countries repeatedly stressed that what was at countries and should leave the leadership role to  
stake was the future of the multilateral some other developing country or countries. 
trading systemy that protectionist measures Consequently, at Montreal, the Indian delegation 
against the exports of developingcountries would did not even take the initiative of convening a 
be intensified, and that there would be a multi- meeting of the like-minded developing countries 
plication of exclusive trading arrangements and 
withdrawal from the GATT system, reducing the to adopt common positions on various issues. 

multilateral trading system to chaos. 
India's retreat in Geneva came as a surprise to  

The tenuous unity of the developing countries countries, particularly from 
in the form of the group of 10 was maintained Africa. They knew that they were too vulnerable 
almost until the end of the review of the negoti- to put up a credible fight, but they somehow 
ations at the Ministerial level in Montreal in believed that India was the only developing 
December 1988. Developing countries undertook country capable of offering resistance on their 
a damage limitation job in the new areas of behalf. 
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Between the launching of the Uruguay Round 
in 1986 till its formal conclusion in theMarrakesh 
Ministerial Meeting in April 1994, more than 60 
developing countries reported unilateral liberal- 
ization measures to GATT, 24 acceded to GATT 
and 24 others were in the process of doing so 
[World Bank, 19941. By the and of 1991, the then 
Director General of GATT, Arthur Dunkel, 
presented a Draft Final Act, embodying what he 
thought could be the agreed outcome of the 
Uruguay Round. This was offered as a single 
treaty no element of which could be considered 
as agreed until the total package was agreed. The 
persisting differences between the EC and the 
United States on the Agreement on Agriculture, 
the attempt of Japan to retain its rice protection 
policy, difference between the US and France on 
the extent of liberalisation of cinematic material, 
the attempt of the United States to still tighten the 
noose round the developing countries in the area 
of TRIPS and their import of textiles from 
developed countries, combined with domestic 
political developments in some of the major 
developed countries, resulted in afurther delay of 
two years. 

During the best part of this period, the Gov- 
ernment of India did not take any step known to 
the public, to renegotiate on issues of interest to 
India. No indication was given to the Parliament 
or to the public that the minimum 'must', which 
India should have taken up for renegotiation, had 
been identified. Nor was there any indication that 
either the Director General of GATT or major 
negotiating partners had been notified of India's 
negotiating position. On the contrary, the notes 
prepared and the statements made by the Gov- 
ernment of India sought to bring out the great 
virtues of the Draft Dunkel Text from the point 
of view of India and gave reasons why India 
should sign this text on the dotted lines. During 
this period, the Government of India also stuck to 
its policy of not taking any initiative to mobilise 
the support of other developing and like-minded 
countries, to bolster its position. It was only 
towards the end of 1992, and that too under the 
strong pressure of nation-wide agitation mounted 
against some of the key provisions of the Dunkel 
Text, that the Government of India bestirred itself 

and identified a few issues in which our interest 
needed to be protected. But that was too little and 
too late. There was no substantial change in the 
Dunkel Draft as finally adopted, from the point 
of view of India's interest. 

The Final Act embodying the results of the 
Uruguay Round was ultimately agreed to on 
December 15, 1993 and formally approved and 
signed at the Ministerial level in Marrakesh, 
Morocco, on April 15, 1994. After the receipt of 
the necessary number of ratifications, the 
Agreement for WTO came into effect from Jan- 
uary 1, 1995. 

The Uruguay Round was different from all 
previous rounds of trade negotiations under 
GATT in seveial ways. Firstly, this was the only 
round of trade negotiations which the deve1,oping 
countries went on resisting for several years and 
when they ultimately did agree to its being 
launched, they saw their main task as minimizing 
the damage, and a rationalization of the inevita- 
ble. 

Secondly, these were the first GATT trade 
negotiations in which the developed countties, 
apart from seeking the liberalization of the agri- 
cultural trade in all countries, targeted the markets 
and the economic playing fields of a dozen or so 
large-size and more developed among developing 
countries, including India, for seeking liberali- 
sation for their goods and services. This circurn- 
stance gave to these developing countries a 
bargainingpower to the kind they hadnot enjoyed 
in any of the previous rounds of trade negotiations 
which were conducted mainly among the 'prin- 
cipal suppliers' and in which the concessions 
exchanged in the process were extended to all 
others on the basis of the Most-Favoured-Nation 
principle. Developing countries lamentably 
failed to take advantage of this unique bargaining 
power mainly because, under the pressure of the 
IMF and World Bank, they were already com- 
mitted to a much more extensive programme of 
unilateral liberalization than that involved in the 
Uruguay Round. 
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Thirdly these were the most far-reaching 
negotiations ever undertaken under the GATT. 
For the first time, it brought under the discipline 
of GATT agriculture and the new areas of TRIPS, 
TRIMs and Services. The Final Act includes as 
many as 19 new Multilateral Agreements on 
Trade in Goods, 4 Plurilateral Trade agreements, 
an Agreement each on TRIPS and Services, an 
Understanding on Dispute Settlement, an 
Agreement on Trade Policy Review Mechanism 
and numerous Decisions and Declarations 
adopted at the Marrakesh Ministerial Meeting. 

Finally, these were also the first GATT trade 
negotiations which went beyond the traditional 
GATT jurisdiction of regulating trans-border 
trade transactions and paved the way for amassive 
intrusion into 'the sovereign economic space' of 
the developing countriesby providing for right to 
establishment and operation in the sovereign 
territory of other states and moderation in the 
macro-economic policies followed by Member 
States, upsetting their development priorities and 
inhibiting their pursuit of self-reliant growth 
based on the maximum utilisation of their own 
material and human resources. 

11. GENERAL ASSESSMENT OF THE OUTCOME 

A brief and rough ljalance sheet of the advan- 
tages and disadvantages from the Uruguay Round 
for India is given below: 

Advantages 

Benefits from reduction of tariffs on the 
products of export interest to India. 

Improved prospects for agricultural exports as 
a result of likely increase in the world prices of 
agricultural products, due to reduction in 
domestic subsidies and barriers to trade. 

Likely increase in the export of textiles and 
clothings, due to the phasing out of the MFA by 
2005. 

Advantages from greater security and predict- 
ability of the international trading system, due to 
the revamped dispute settlement procedures and 
the agreements on Safeguards, Subsidies and 

Anti-Dumping Measures, and from compulsion 
imposed on us to be competitive in the world 
market. 

Disadvantages 

Tariff reductions on goods of export interest to 
India are very small. On the other hand, there will 
be erosion of the preferences enjoyed by India and 
India will most probably be graduated out of the 
Generalised System of Preferences (GSP). 

Meagre prospects of increase in agricultural 
exports due to the very limited extent of agri- 
cultural liberalisation. 

- 

There will be hardly any liberalisation of our 
textile exports during the next 10 years, with most 
of the liberalisation expected to come at the end 
of this period. 

We will be put under tremendous pressure to 
liberalise our services industries. 

There will be only marginal liberalisation of the 
movement of labour services in which we are 
competitive. 

We will lose policy options in several areas 
because of (i) the extensive bindings undertaken 
by us, (ii) prohibition of certain types of subsidies 
and making certain other types actionable, (iii) 
giving up the option of granting process patents 
only in some sectors, and (iv) limitations put on 
our ability to apply restrictions on balance of . 
payments ground. 

Increased outflow of foreign exchange due to 
commitments undertaken in the field of TRIPs, 
TRIMs and Services. 

Technological dependence on foreign firms will 
increase a s  the Research and Development 
(R&D) required to take advantage of the Uruguay 
Round may not be undertaken on an adequate 
scale due to paucity of resources. 

Concentration in market structure whereby only 
a few large firms or transnational corporations 
may benefit and smaller and tiny firms may 
disappear. 

Increasing intrusion in our sovereign domestic 
space in TRIPs, TRIMs, Services and Agricul- 
ture. 

The Uruguay Round has paved the way for 
similar other intrusions in future through linkages 
between trade and environment, trade and labour 
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standards, and a new regime for the treatment of 
foreign capital. 

Trend towards neo-protectionism in developed 
countries against our exports. 

Possibility of cross-retaliation against our 
export of goods and services. 

Several assessments, mostly of a quantitative 
nature, calculate the loss or gain of the Uruguay 
Round in terms of overall export expansion, 
growth in Gross National Product (GNP), etc. On 
the whole, they do not provide a reliable basis for 
reaching any firm conclusions because of their 
inherent limitations, such as use of different 
models with different sets of assumptions, and of 
different time horizons. Besides, some of the 
changes in trade policies would have taken place 
autonomously under the momentum of structural 
adjustment programmes. 

The GATT Secretariat has estimated that as a 
result of the Uruguay Round agreements, world 
trade will grow by $257 billion per annum by 
2000 A.D. From this figure it has been facilely 
calculated that there will be an increase of $1.5 
billion to $2 billion per annum in India's exports 
by the year 2000. This is apparently based on the 
assumption that India's share of world exports 
will increase from its present level of 0.5 per cent 
(1 99 1 figure) to 1 per cent by the year 2000. This 
calculation of export benefit to India suffers from 
several infirmities. Firstly, the GATT estimate of 
increase in world trade is itself of dubious value. 
Secondly, in the face of a trend till recently of a 
decline in India's share of the world exports, it is 
unrealistic to assume that this share will go up to 
1 per cent by the end of the century. Finally, 
increase in world trade depends not only upon 
trade liberalisation, but also upon a variety of 
other factors such as the micro management of 
exports, level of technology, level of human 
resources development, etc. This is particularly 
true in the case of India where export efforts suffer 
from lack of or poor infrastructure, absence of 
quality consciousness, supply bottlenecks aris- 
ing, among others, out of unmet domestic 
demand, and from tariff differentials and currency 
fluctuations. Besides, the gains to developing 

countries are likely to be long delayed because of 
the long period of phasing out of some of the 
restrictive measures, particularly the Multi Fibre 
Agreement (MFA). 

Given the extreme uncertainty in the world 
economic and political situation, even the best of 
projections is a risky game. Projections become 
pernicious if the intention is to mask reality and 
indulge in half truths. Many of the assumptions 
behind the projections change even in the short 
and medium term. All the estimates indicate that 
the African countries are going to be the biggest 
losers from the Uruguay Round negotiations 
[OECD, 19941. Exports of tropical products froni 
the African, Caribbean and Pacific States (ACP) 
will suffer the heaviest loss in terms of prefer- 
ential treatment - as much as by 51 per cent. For 
developingcountries in general, as a consequence 
of the Uruguay Round cuts, preferential margins 
will totally disappear in some sectors. In several 
cases, MFN rates are now below the rates of the 
Generalised System of Preferences (GSP). 
Because of these changes and other features like 
graduation, application of political criteria such 
as disarmament and labour standards - introduced 
by major developed countries in their GSP 
schemes - GSP is no longer a reliable or achiev- 
able tool for the expansion of the exports of 
developing countries. 

Regarding the tariff reductions agreed to in the 
Uruguay Round, tariff cuts o n  goods of export 
interest to developing countries are less than those 
on goods of export interest to developed coun- 
tries.For example, in developed countries, tariff 
reductions for industrial goods average 38 per 
cent for imports from all origins, but only 34 per 
cent for imports from developing countries 
[GATT, 19931. Average reduction in tariff during 
the negotiations is calculated to be 38 per cent, 
though the reduction in the tariffs on goods of 
export interest to developing countries is going to 
be only about 30 per cent as against 56 per cent 
reduction in the tariffs on goods of export interest 
to developed countries [GATT, 19931. The 
escalation of tariff rates according to the degree 
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of processing will remain high on several product 
groups of export interest to developing countries, 
particularly leather, coffee, tea, jute, fabrics, 
cocoa products and tropical fruits. Cuts in high 
tariff goods - clothing, rubber, shoes, travel goods 
and transport equipment - have been very small. 

Integration into GATT of the trade in textiles 
within 10 years after the Agreement on Textiles 
goes into effect back-loaded in that the bulk of 
the liberalization will come at the end of the 
period. The stipulated reduction in the internal 
support for agriculture and in the trade barriers 
will, no doubt, lead to an increase in world 
agric~lltural prices, thus making agricultural 
exports of the developing countries more com- 
petitive. However, the fact remains that the 
reductions agreed upon are very modest. 

The provision on safeguards, anti-dumping 
measures and subsidies will make for greater 
transparency. The revamped dispute settlement 
mechanism would make for greaterpredictability 
and security but this depends entirely on how it 
is used. Here the bargaining positions of the 
contending parties is going to be of crucial 
importance. Moreover, the dispute settlement 
mechanism will for the first time enable 
developed countries to cross-retaliate against 
developing countries, for example to withdraw 
concessions on the export of their goods in 
retaliation if they fail to live up to their commit- 
mentfor the liberalization of trade in services. The 
developing countries, on the other hand, made 
major concessions in the Uruguay Round by 
accepting new and rigorous multilateral disci- 
plines in the new areas and substantial erosion, if 
not disappearance, of the differential and more 
favourable treatment provided for them in Part IV 
of the GATT and reiterated in the Punta del Este 
Declaration. In the Final Act, the differential and 
more favourable treatment promised in the Punta 
del Este Declaration has been reserved for the 
least developed among developing countries, 
largely because this group of developing coun- 
tries, on account of their extreme vulnerability, 
pose no competitive threat to the developed 
countries. The developing countries in general 
including the least developed countries will have 

no separate regime and no exception or waiver 
from the general rules other than those permitted 
to developed countries. They have been given 
merely some relief by way of longer transitional 
period and lower level of liberalization commit- 
ment in agriculture but, in general, they have to 
assume all the obligations and join all the regimes 
provided for in the different agreements of the 
Final Act on par with developed countries. 

The provisions of Article XVIII on Government 
Assistance to Economic Development and Part 
IV of GATT on Trade and Development still exist 
on paper. But they will gradually become inef- 
fective as a major lhrust of the Final Act is to do 
away with the special privileges and the positive 
discrimination the developing countries have so 
far enjoyed under GATT. Now measures of 
positive discrimination, such as non-reciprocity, 
preferences, and other forms of assistance for 
development, cannot be taken for granted. These 
can henceforth be obtained only by negotiation 
and after the payment of quid pro quo. This is 
very clear from the provisions in the General 
Agreement on Trade in Services (GATS) where 
every form of flexibility for an assistance to 
developing countries is subject to negotiation, and 
where no provision is made for deveIoping 
countries to apply import restrictions on protec- 
tionist ground - a privilege which developed 
countries have so far enjoyed in the services 
sector. 

And finally and most importantly, the new order 
will result in foreclosing, for developing coun- 
tries, several of the policy options and instruments 
that today's developed countries have been able 
to use for decades until a very late stage of their 
economic development, in order to accumulate 
capital and knowledge, attain self-sufficiency and 
export surpluses in production and reach the 
present level of affluence. Given the same starting 
points, they have had much longer time margins 
under government patronage and behind protec- 
tionist walls, than they seem to be inclined to grant 
for the developing countries. 
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In the Uruguay Round the developing countries 
have undertaken extensive commitments of an 
irrevocable nature in diverse areas. They have 
abandoned several of their restrictive and dis- 
cretionary trade and industrial policy tools and 
accepted new disciplines in areas previously 
beyond the pale of any international regime. To 
give only a few examples, the developing coun- 
tries have bound 72 per cent of their industrial 
tariff lines as against 22 per cent prior to the 
Uruguay Round [GATT, 19931. In agriculture, 
the bindings of the developing countries 
increased from 22 per cent to 100 per cent, as 
against the increase in the bindings of developed 
countries from 81 per cent to 100 per cent 
[GATT, 19931. Binding means effectively end- 
ing freedom to turn back to the protectionist 
instruments of the past. In the Agreement on 
Subsidies, the developing countries have under- 
takenacommitment to eliminate subsidies having 
an impact on export prices. This means that they 
have lost ope of the most important instruments 
for pursuing a policy of export-led growth which 
the present developed countries followed for 
decades and the newly industrialised countries 
followed up to the present. 

The ability of the developing countries to 
impose quantitative restrictions for balance-of- 
payment purposes will be severely curtailed and 
all such existing restrictions will have to be 
phased out within a time limit. They would no 
longer be able, in effect, to impose such restric- 
tions for protectionist purposes and broader 
developmental purposes as they were entitled to 
do under Article XVIII of the GATT. Above all, 
they have accepted far-reaching obligations and 
restrictions on domestic policy actions in such 
areas as intellectual property rights, services, 
agriculture, etc., at a much earlier stage of their 
development. 

111. TRADE-RELATED ASPECTS OF 
INTELLECTUAL PROPERTY RIGHTS (TRIPS) 

Until the early 1980s, protection of intellectual 
property rights was never considered as an aspect 
of a trade regime. Nations, both developed and 
developing, recognised that for both, as a reward 
and as an incentive for innovation, it was neces- 
sary to make payments for intellectual prpperty 

rights, particularly patents. But the public interest 
took precedence over the interest of the patent- 
holder. There was greater emphasis on using 
patents as a means for seeking transfer and 
indigenous development of technology and as a 
tool for industrialisation. The public interest also 
warranted steady and adequate supplies of 
patented products at reasonable prices. For these 
reasons, several nations enacted patent legis- 
lations providing for compulsory licensing for the 
working of the patent, i.e., local manufacture of 
the patented product and for the grant of process 
patent only in sensitive sectors of the economy. 

Several developing countries, including India, 
did not adhere to the Paris Convention for the 
Protection of Industrial Property (1967), because 
they thought that it would come in the way of their 
industrialisation policy. During the late 1970s and 
the early 1980s, at the initiative of UNCTAD, the 
developing countries tried to bring about changes 
in the Paris Convention mainly in order to make 
the working of the patent as an obligation of the 
patent-holder and, generally, to reflect their 
development needs and priorities. But this exer- 
cise turned out to be infructuous. However, from 
the beginning of the 1980s, the major developed 
countries, particularly the United States, seized 
the initiative and went about systematically 
reversing the direction of change from greater 
flexibility in national patent systems, to take care 
of varying needs and levels of development, 
towards a tightening up of such systems. 

One of the motives of the United States was to 
prevent the newly industrialising countries from 
catching up with the US lead in technology by 
what the US regarded as the widespread piracy 
and counterfeiting of the innovations of the US 
companies. The USA regarded the very open 
technological and scientific system prevailing at 
that time as inimical to its interest in this area. The 
monopoly position to be granted by a higher level 
of protection of IPRs was seen as an instrument 
to neutralise in part the relative decline in US 
competitiveness and to prevent further 
catching-up based on an approach of imitative 
industrialisation. 
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Also new knowledge and technology are now- 
a-days diffused more rapidly. Capabilities to 
absorb new knowledge have increased 
worldwide. Besides, the new technology is 
knowledge-intensive, in  a sense, an intangible 
asset whose flows are more difficult to control. 
Technological leaders consequently wish to 
strengthen the private character of new 
knowledge. Moreover, the most dynamic eco- 
nomic sectors are those linked to new technolo- 
gies. The ability to control the diffusion of such 
technologies permits the technological leaders to 
keep control over the most dynamic economic 
sectors. 

Besides, growing investments by the transna- 
tional corporations and other private sector 
enterprises in the North on research and 
development calls for quasi-rent through a more 
stringent regime of intellectual property rights. 
With increasing globalisation, governments of 
developing countries wanted to impose obliga- 
tions on the corporations to work a patent and 
transnational corporations wanted to eliminate 
such requirement and other conditions on the 
exercise of IPRs. The governments of developed 
countries openly sided with their transnational 
corporations and mounted a campaign to safe- 
guard their interest, The Agreement on TRIPS 
was the culmination of this effort. The TRIPS 
Agreement is thus a movement in the opposite 
direction from the draft Code of Conduct on the 
Transfer of Technology negotiated in the UNC- 
TAD. and the draft Code of Conduct for Trans- 
national Corporations negotiated in the United 
Nations, both of which were designed to require 
transnational corporations to transfer technology 
to developing countries and to function in con- 
formity with public interest and national devel- 
opment objectives and priorities of the host 
country. 

In Geneva in 1982, the developing countries 
called for a discussion on the clarification of the 
existing GATT rules and provisions dealing with 
intellectual property rights, and with thzmeasures 
to restrict trade in counterfeit goods. They, 
however, regarded any discussion of norms and 
standards of IPRs as  beyond the competence of 

GATT. Under extreme pressure from the devel- 
oped countries, including the threat of unilateral 
trade sanctions under the Special 301 section of 
the US Trade Act, they agreed for the first time 
to discuss norms and standards of IPRs in Geneva 
in April, 1989. 

After that, developing countries took a nego- 
tiating position which was aimed at safeguarding 
their interest to the maximum extent possibl.e, 
particularly with regard to the scope, extent and 
duration ofpatent protection. But the negotiations 
on TR.IPS turned out to be asymmetrical and 
non-transparent. No opportunity was provided to 
the developing countries for serious bargaining 
with developed countries and for a trade-off 
between the losses to be suffered by them on 
account of accepting a higher level of IPR pro- 
tection and gains in terms of compensatory pro- 
visions in the area of TRIPS or other areas of 
Uruguay Round negotiations. The finally 
arbitrated text in the Dunkel Draft came as a big 
surprise to developing countries. 

The TRIPS Agreement basically universalises 
the levels of IPR protection now prevalent in the 
developed countries. Protection will be available 
for 20 years for patents and 50 years for copy- 
rights. And the protection of IPRs provided in the 
Agreement will be enforced through the common 
Dispute Settlement Mechanism of the WTO, 
which provides for retaliation and cross- 
retaliation. The TRIPS Agreement opts for 
copyright protection of software and data base, as 
though these are literary works under the Berne 
Convention. In addition, patents will be available 
in the area of computer development and infor- 
mation technology. Patent protection in these 
areas would impede both the independent 
development of functional equivalents and 
reverse engineering, while enhancing the market 
power of large firms which, through cross- 
licensing agreements, might erect barriers toentry 
that smaller firms will find difficult to overcome. 
The TRIPS Agreement goes against the Patent 
Act of India i n  practically all important respects. 
For implementing the TRIPS Agreement, a total 
revamping of the Indian Patent Act will be 
required. 
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The protection of intellectual property rights is of IPR protection provided in the text will per- 
no part of liberal multilateral trading system. IPR petuate the near monopoly ofdeveloped countries 
protection is anti-competition and anti- of knowledge and technology and prevent 
liberalisation, as it is intended to guarantee the newcomers from threatening this monopoly 
rentier's income to the monopolists in this area. position. Viewed in this context, the TRIPS 
The main reason for bringing the protection of Agreement is nothing but an instrument of tech- 
IPRs under GATT was to secure the right to use nological protectionism. 
the GATT retaliatory trade sanctions, because 
other enforcement mechanisms at the national Most of the present developed countries intro- 
and international levels were proving ineffective duced product patent in important and sensitive 
and inadequate. In fact, the protection of intel- sectors of their economy only after reaching a 
lectual property rights can itself be a barrier to fairly highlevel of industrialisation. UKdid so in 
trade. This is recognised in the Agreement on 1970, Germany in 1968, Japan in 1976, Italy in 
TRIPS in the first paragraph of its Preamble, 1978, Switzerland in 1977 and Sweden in 1978. 
further also in Article 8(2) of the Agreement. In The TRIPS Agreement prohibits the present 
spite of this, the Agreement does not contain any practice in many developing countries and the 
binding or enforceable measures to prevent erstwhile practice in several developed countries, 
abuses. On thecontrary, the text ofthe Agreement of granting process patent only in such areas as 
is weighted heavily in favour of patent-holders pharmaceutical, chemical, food-processing, etc. 
who will have under the Agreement all the rights This will adversely affect the policies of 
they claim, but hardly any obligations. technological self-reliance. It will prevent the 

developn~ent of processes appropriate to the 
Purely in economic terms, global welfare domestic environment, socio-economic condi- 

deteriorates with higher level of intellectual tions and the resources endowment of developing 
property protection. In extending patent protec- countries. More specifically, it will prevent the 
tion, a society incurs costs in terms of inefficient so-called 'reverse engineering' which several of 
factor allocation and in the form of monopoly the present highly developed countries have 
profits paid to investors. There is also a distortion resorted to, in order to reach the present level of 
of consumer's choice due to monopoly pricing. , sophistication of their industrial and technologi- 
Moreover, patent protection conflicts with con- cal structures. It will be a strong disincentive to 
sideration of equity, for it involves a substantial local R&D effort because a large part of the 
transfer of welfare from developing to developed present process of making incremental innova- 
countries. Technology having emerged as the tions on technologies acquired from abroad will 
most potent factor for economic growth, the be declared illegal and, hence, will have to be 
technological gap between developed and dismantled. 
developing countries is the critical factor 
responsible for the ovetall economic gap between According to Article 46 of the Agreement, 
these two groups of countries. Technology is also goods produced in units operating on the basis of 
the strategic element for gaining control over a system of process patent only and the resources 
global production and distribution of goods and and implements used for producing such goods 
services. The net effect of the provisions in the may be ordered to be destroyed or dismantled. 
Agreement on TRIPS will be to freeze the present Indian companies have successfully explored 
technological asymmetry between developed and alternative technological routes to produce the 
developing countries. It will consolidate a system same products. It was made possible by the 
ofan international division of labour under which process patent only regime. Superior Indian for- 
developedcountries will generate technology and mulations are the cheapest in the world. Now 
developing countries will provide the markets far India will be required to  close down some 10,000 
the resulting goods and services. The higher level units i n  the pharmaceutical sector, throwing out 
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of employment thousands of scientists and tech- text under the title 'Other Use Without Authori- 
nicians and adversely affecting an export business sation of the Right Holder' under exceptional 
of approximately $ 550 million per annum. circumstances for a limited purpose of 
Foreign entrepreneurs would displace local firms, non-commercial use only and for limited dura- 
pafiicularly in areas of very advanced technology tion. A number of conditions must be fulfilled 
and there be a sharp increase in the profits before 'use without authorisation' is made. All 

and royalties remitted abroad. these stipulations, i.e., reasonableness of terms 
and conditions and of the time period, adequacy 

Strong protection of IPRs is likely to be used by of the compensation offered, etc.. are subject to 
foreign patent-holders to preserve their import judicial review. Further, the provision in the 
right than to work the patent locally. Even in TRIPS text of 'use without authorisation' is 
working the patent, their enhanced monopoly virtually ~ r e - e m ~ t e d  by another provision in the 
position and hence bargaining power, thus text (Article 27(1)) which states: '....patents shall 
allowing them to charge higher prices, will hurt be available and patent rights enjoyable without 
the developing countries more because as discrimination ..... as to ..... whether products are 
pared to developed countries they are to a far fmported or loca l l~  produced' In other ~ ( 3 r d ~  the 
greater extent users rather than generators of import of the product will be as good as producing 
technological innovations. Also, higher level of it locally working the patent This gives carte 
IPR protection will impose additional burden on blanche to the right-holder not to work the patent 
their balance-of-payments position; they will locally and go on supplying the market by 
now be importing goods which they have been imports. It will no longer be possible to use 
producing domestically through reverse engi- prolonged non- working as a ground for giving a 

compulsory licence. neering. 

The welfare loss to a sample of developing 
countries, i.e., Argentina, Brazil, India, Mexico, 
Korea and Taiwan, due to higher level of IPR 
protection provided in the TRIPS Agreement 
would range from $ 3.5 billion to $ 10.8 billion, 
while the income gains by foreign patent-owners 
would be between $1.2 billion to $ 14.4 billion 
[Julio, 19901. Countrywise annual welfare losses, 
according to various estimates, would be $ 67 
million to $ 387 million for Argentina, $ 220 
million to $ 1.3 billion for India, $ 153 million to 
$879 million for Brazil and $75 million to $428 
million for Mexico [Harmsen and Subramanian, 
19941. 

Most of the national patent laws have provided 
- and several of them still provide - for com- 
pulsory working of patents, in order to ensure that 
essential products for which patents have been 
granted can be made available to the people in 
sufficient quantities andat reasonable prices. The 
TRIPS Agreement contains no explicit provision 
for compulsory licensing. A measure of invo- 
luntary licensing is implicit in Article 31 of the 

There is no evidence to show that a higher level 
of protection of IPRs brings in larger flows of 
foreign private investment and technology. A UN 
study has brought out that innovating companies 
of developed countries prefer selling their pro- 
ducts directly to transferring technology through 
foreign direct investment [The United Nations, 
19931. It is also simplistic to believe that there 
would be an outburst of inventive genius in 
developing countries once they raise the level of 
IPR protection in their territories. An invention is 
not just one stroke of genius; i t  is a result of 
centuries of research. Invention, above all, 
requires skilled manpower, technological 'infra- 
structure, and investment in R&D. The transna- 
tional corporations of developed countries, by 
virtue of their command over global resources, 
global production and global market, have a 
decisive advantage over the governments and the 
enterprises in developing countries. The example 
of India shows that invention has been possible 
not by the grant of product patent:but by the 
dedicated effort of a group of scientists, by a 
mission approach and by selective delinking as in 
the case of nuclear and space technologies. 
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IPRs, particularly patents, constitute a contract 
that grants monopoly privileges for a limited 
number of years as a reward not only for the 
invention per se but mainly for the public dis- 
closure and diffusion of the invention. The very 
meaning of the word 'patent' is to make known. 
That is why the phrase: to make patent what is 
latent. Social benefits of a new knowledge lie 
more in its diffusion throughout the society than 
in its mere creation. A higher level of IPR pro- 
tection seeks to prevent this diffusion. The 
intention to restrain the diffusion of new 
knowledge is also emphasised by the acceptance 
of trade secret as qualifying for protection. Until 
recently, it was only under the US IPR laws that 
they were protected, now it has become a part of 
the international regime under the TRIPS 
Agreement. The role of IPR as a mechanism to 
stimulate invention and innovation has been 
exaggerated, while the great social benefit that is 
derived from the diffusion of the new knowledge 
and the external economies, that such a diffusion 
creates, are neglected. 

There is also, no doubt, that in those developing 
countries where drug prices have been dramati- 
cally brought down through theinvention of local 
formulations based on a policy of process patent 
only in the pharmaceutical and chemical sector, 
the introduction of product patent along with the 
other provisions of the TRIPS text will lead to a 
substantial increase in the prices of life-saving 
drugs, most of which are covered by patents. In 
India, it is extremely important to make drugs 
available to the people at low prices. Our lower 
drug prices have been a mainstay of our health- 
care system and our strategy for achieving the 
goal of 'health for all'. The introduction of 
product patent in this sector will deal a severe 
blow to our effort i n  the field of public health 
services. In an exercise carried out in 1994 which 
compares the prices of patented drugs in Malaysia 
(where patent protection for pharmaceuticals is 
reasonably high) with those in India (where it is 
not), it has been found that the Malaysian prices 
are 17 to 767 per cent higher than those in India 
[Subramanian, 19941. 

The argument that the consumers in the 
domestic market can switch from the more 
expensive on-patent drugs to less expensive off- 
patent drugs is misplaced. For, there is no con- 
sumer's sovereignty in the market of life-saving 
drugs. The patient follows the doctor's 
prescription and the doctor prescribes under the 
influence, both direct and indirect, of the sales 
drive of the drug companies. The problem of 
prescription is further compounded by the fact 
that the therapeutic value of a new patented drug 
is never exactly the same as that of the old 
off-patent drug. There is always some improve- 
ment which becomes the critical factor in 
selecting a drug. Moreover, even after the patent 
expires, the original innovator is able to maintain, 
through brand loyalty, prices higher than those 
that would prevail in the absence of the patent. 
Any drug price control regulation prevailing in a 
developing country will not be of much use. The 
importers cannot be forced to sell the drugs, they 
would import, at prices 5-10 times lower than 
what they would have paid. Of course, the gov- 
ernment can subsidise the price; but this will be 
at the cost of the exchequer. 

With regard to pharmaceutical and agricultural 
chemical products, the TRIPS Agreement effec- 
tively, even if not nominally, provides for pipeline 
protection. Pipeline protection is given to those 
patents for which an application is pending in one 
member country and for which patent has been 
granted in another member country and mar- 
keting approval obtafned in the latter country. 
Article 70(8) of the agreement obliges member 
states to provide, as from the date of entry into 
force of the WTO Agreement, a machinery for 
the filing of applications for patents for inventions 
in the pharmaceutical and agricultural chemical 
sectors. However, the application will be con- 
sidered on the basis of the criteria for patentability 
laid down in the Agreement and it is presumed 
that action on the application need not be taken 
until after the expiry of the transition period of 
ten years in respect of such products, for the 
developing coudtries. This would appear to rule 
out any obligation to grant pipeline protection. 
But paragraph 9 of the same Article provides that 
once an application for patent protection in these 
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areas has been filed and a patent is granted for 
that product in another member country and 
marketing approval obtained there, 'exclusive 
marketing rights' (EMRs) shall be granted for a 
period of five years. This will enable the patent 
holder to enjoy monopoly rights even if proper 
patent protection may not be granted until after 
the expiry of the interim period. The provision of 
'exclusive marketing rights' confers as much a 
monopoly right as does a patent. This provision 
makes the 'transition period' for the developing 
countries an empty promise. To give effect to the 
provision on pipeline protection through the grant 
of exclusive marketing rights, the Government of 
India introduced the Patent Amendment Bill, 
1995, in the Parliament. The Bill was passed by 
the Lok Sabha but is held up in the Rajya Sabha. 

The problem with giving EMRs under the 
conditions laid down in the TRIPS Agreement 
will be that its effect will be the same as of 
granting patent rights and yet it will not be 
necessary to follow such rigorous scrutiny of the 
application as will be done if patents were to be 
granted. Exclusive marketing rights will have to 
be grven if a patent or marketing approval has 
been taken in any other member country. That 
country may not have an adequately developed 
chemical industry or a testing facility. This will 
mean that new drugs will be introduced in India 
without any proper chemical trial. This will be 
injurious to public health. Besides, giving 
exclusive marketing rights means that the patent 
will not be made public antl no objection will be 
invited. And yet, local invention in the product 
will be pre-empted. The best thing for the Gov- 
ernment of India to do will be. not to allow an 
application to lie in the black box, but to examine 
it as though a patent has to be given without much 
delay. The Government should go through the 
whole drill of examining the application, notify- 
ing it and inviting public objections, even though 
what is involved is the granting of EMRs and not 
a patent. . . 

Another significant feature of the TRIPS 
Agreement is that it provides for a reversai.of the 
burden of proof in the case of process patents. 
Article 34 of the Agreement stipulates that in the 

case of a complaint of infringement of a patent 
right, the judicial authorities can oblige the 
defendant to prove that the process used to obtain 
an identical product is different from the patented 
process. 

Patenting of Plant Varieties 

One of the most far-reaching provisions in the 
TRIPS Agreement is that relating to the patenting 
of plant varieties. In developing countries, pro- 
tecting the farmers' rights to use their own seeds 
and to propagate high-yielding and pest-resistant 
varieties to other farmers is key to increasing 
agricultural production and attaining food self- 
sufficiency. Besides, generations of farmers since 
time immemorial have been responsible for the 
discovery of genes and for their development to 
their present stage of maturity and variety. They 
have, therefore, a right to claim their legitimate 
share by virtue of their past contribution to the 
development of new plant varieties. It will be 
unfair if a breeder who effects some mutation in 
the plant, already discovered and brought to the 
present stage by farmers, is allowed to acquire an 
exclusive right on the new plant variety. But this 
is precisely what the TRIPS text provides by way 
of 'protection of plant varieties'. The discretion 
to individual countries to have an effective sui 
generis system of their own is impractical and can 
only make for international anarchy in this field. 

Therefore, the effective sui generis system 
adopted by individual countries will be expected 
to conform to an international norm and that norm 
is provided in the Convention for the Protection 
of New Varieties of Plants, which is commonly 
known as UPOV, its French abbreviation. Most 
of the developed countries adhere to UPOV as 
amended in 1978. The Treaty has, however, been 
further amended in 1991, but has not come into 
force pending its ratification by the requisite 
number of countries. 

Both UPOV-1978 and UPOV-1991 are 
designed basically to protect the breeder's rights, 
and not the farmer's rights. Breeder's rights 
provided in UPOV- 1978 permit the use by other 
breeders of a protected variety as a basis for the 
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development of a new variety ('the breeder's specified in Article 14. These might have 
exception') and the re-use by the farmers of seeds been implied i n  Article 5 of UPOV- 1978, but 
obtained f ~ r r n  their own harvests ('the farmer's are not specifically spelt out. 
~rivilege'). But in UPOV- 1991, a much higher 5. The period of protection under UPOV-1978 
level of protection is provided to the breeders, is 15 and 18 years; under UPOV-1991, it is 
generally at the cost of the farmers. Farmer's 20 and 25 years. 
exception has lost its character as a general 
principle and has become a real exception to be In formulating their sui generis system, the 
established in each case. A comparison between developing countries would be expected to con- 
UPOV-1978 and UPOV-1991 is attempted form, perhaps only for the time being, at least to 
below: UPOV-1978. That is how the 'effectiveness' of 

their sui generis system will be judged. And as 
Comparison Between UPOV- 1978 and UPOV- there is a provision in the TRIPS text for areview 
19.91 after four years, they would be expected then to 

adhere to UPOV- 1991 which, it will be then said, 
1. UPOV- 1991 dispenses with the Preamble of is the only system providing 'effective' protec- 

UPOV- 1978 which refers to 'the limitations tion. In the world of cornmercialised agriculture 
that the requirement of public interest niay in developed countries, the evolution is clearly 
impose on the free exercise of breeders' toward higher and higher level of protection of 
rights'. the breeder's rights. The developing countries 

2. UPOV- 1978 makes its provisions applicable will be pressurised to follow the same path, in 
within 8 years to at least 24 genera or species order to pave the ground for multinational seed 
in all, while underlining the objective to cover corporations' entry into their markets. In the 
progressively all genera; UPOV-1991 process, the rights of the farmers in these coun- 
obliges a member state to apply its provisions tries will be sacrificed. Developing countries, by 
to all plants and genera, within five years after and large, have not developed any commercial 
it becomes a party to the treaty. interest in the marketing of seed varieties nor are 

3. In UPOV-1978, restrictions on the exercise most of them likely to be able to develop such an 
of breeders' rights are 'for reasons of public interest in the face of competition from multina- 
interest'; in UPOV- 1991 exceptions are spelt tional companies. 
out in functional terms, such as acts done for 
experimental purpose, acts done for the Under the provision on the protection of plant 
purpose of breeding other varieties, etc. The varieties, once farmers decide to use a protected 
latter category includes use by farmers for variety, they would no longer be able to make 
propagating purposes on their own holdings, seeds out of their produce of this variety available 
the product of the protected variety obtained to other farmers on a commercial basis. Other 
by planting on their own holdings. But this farmers will have to go to the firm which can 
exception must be 'within reasonable limits supply the protected variety. The prevailing 
and subject to the safeguarding of the legiti- practice among farmers in most of the developing 
mate interest of the breeder'. countries is that of obtaining a large proportion 

4. In the Article on the rights of the breeder of their seeds requirement from other farmers. In 
(Article 5 of UPOV-1978 and Article 14 of India, the proportion is as high as 70 to 80. It was 
UPOV- 199 1) UPOV- 199 1 mentions the the unimpeded and uncircurnscribed freedom of 
following additional acts in respect of the the farmers to obtain improved varieties of seeds 
propagating material of the protected variety, from all available sources, including other 
which shall require the authorization af the farmers, which was in no small measure respon- 
breeder: 'reproduction', 'conditioning forthe sible for the low cost of the improved varieties of 
purpose of propagation', 'exporting', seeds and the rapid propagation of such varieties 
importing' and, 'stocking' for the purposes - the factors which played such an important role 
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in bringing about the Cirean Revolut~on. Farmers 
may be free to use any of the  hundred.^ and 
thousands of varieties which are locally available 
and for which no patents have been taken. But 
they are vulnerable to the advertisement and sales 
propaganda of the multinational seed companies. 
Moreover, if they want to produce for exports, 
they would be obliged to use the seeds of varieties 
that are globally traded, internationally standar- 
dised, and quoted in the global market. Moreover, 
because of rapid environmental depredation, a 
process of fast depletion of plant varieties has 
already set in motion. 

Through the patenting of plant varieties, the 
patent holder will be able to replace the plant 
itself, thereby rendering infructuous the provision 
in the TRIPS Agreement on non-patentability of 
plants, animals and biological material found in 
nature. If theessential traits ofa plant variety, e.g., 
higher oil content, disease resistance, higher 
yield, etc., can be patented, then very little will 
remain in the original plant for people to crave for 
it. Biotechnology has revolutionary potentials for 
bringing about economic transformation. 
Because of their rich bio-diversity resources, 
developing countries have the best chance of 
catching-up with developed countries through the 
bio-technological route. But the TRIPS Agree- 
ment, by allowing patenting of plant variety and 
micro-organisms and mutations involving 
non-biological processes, will prevent the diffu- 
sion of advances in the field of biotechnology. 
India will be hindered by patent to develop an 
indigenous biotechnology industry using its own 
germ plasms. With the adoption of the TRIPS 
Agreement, patenting of life forms themselves is 
round the corner. The patenting of plant varieties, 
and of plants and animals essentially using non- 
biological and micro-biological processes, is the 
first step in this direction. since micro-organisms 
which are patentable are living organisms, their 
patenting can lead to the patenting of all life 
forms. In the USA, patenting of micro-organisms 
and of life forms created by gene manipulation 
has already become a part of law. 

Patenting of Life 

In 1971, General Electric and one of its 
employees, Ananda Mohan Chakrabarty applied 
to the US Patent Office, for a patent on a gene- 
tically engineered Pseudon~onas bacteria. Taking 
plasmids from three kinds of bacteria he trans- 
planted them into the fourth. As h e  explained 'I 
simply shuffled genes changing bacteria that 
already existed'. The Patent Office rejected the 
application on the basis that animate life forms 
were not patentable. ?he case was appealed in the 
Court of Customs and Patents Appeals Office, 
and in the Supreme Court nine years later, 
Chakrabarty was granted his patent on the ground 
that the micrc-organism was not a product of 
nature but Chakrabarty's inbention and, there- 
fore, patentable. As Andrew Kimbrell, a leading 
US lawyer recounts 'In coming to its precedent 
shattering decision, the Court seemed unaware 
that the inventor himself had characterised his 
'creation' of the microbe as simply shifting genes, 
not creating life'. On such slippery grounds the 
first patent on life was granted and, in spite of 
exclusion of plants and animals in the US Patent 
Law, the US has since then rushed on to grant 
patents on all kinds of life forms. It is this 
inexorable rush for patenting all life forms that 
will be extended to our country through the 
opening provided by the TRIPS Agreement 
[Shiva, 19941. 

The European Patents Treaty prohibits 
patenting of life but the European Commission, 
at the instance of industries, has been proposing 
amendments which would lift the ban. Their 
attempt received a set-back recently when the 
European Parliament rejected their move, but the 
Commission has not abandoned the objective. 

Patenting, or effective protection otherwise, of  
plant varieties will be a disincentive to the kind 
of innovation that takes place at the farm level in 
several developing countries. They possess most 
of the bio-diversity available in the world, they 
improve plant varieties and preserve bio- 
diversity. Patenting of plant varieties, genes. 
genetic material and genetically engineered crops 
and plants will accelerate the process by which 
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plant and agricultural diversity is eroded. And 
erosion of bio-diversity poses a serious threat to 
the environment as well as to development. 

The TRIPS Agreement thus is in contradictior~ 
with the objective of the Bio-diversity Conven- 
tion, to 'conserve biological diversity and make 
sustainable use of its components'. Moreover, 
there are other contradictions between the TRIPS 
Agreement on the one hand and the Bio-diversity 
Convention and other multilateral environmental 
agreements on the other hand. For example, 
genetically modified organisms are alien to the 
ecosystem in which they are released and they, 
therefore, carry risks to bio-diversity and indeed 
to the entire environment. Moreover, Article 8 of 
the Bio-diversity Convention includes, among the 
obligations to conserve biological diversity, the 
duty to ensure the in situ conservation of plants, 
crops and animals which may depend heavily on 
their natural habitat for protection. Patenting of 
plant varieties and micro-organisms would 
amount to an assault on the knowledge, innova- 
tion and practices of indigenous and local com- 
munities whose traditional lifestyles are in 
keeping with the conservation and sustainable use 
of biological diversity. 

Utilising the Flexibility of the TRIPS Agreement 

It will be necessary for member states of the 
WTO to enact new legislations or bring about 
necessary adjustments in their existing legis- 
lations, to give effect to the TRIPS Agreement. 
In order to safeguard their development and other 
interests, the developing countries should take 
full advantage of the flexibility provided in the 
TRIPS Agreement in drafting or revising their 
national legislations. In particular, full advantage 
should be taken of the provisions in the Agree- 
ment regarding exclusions from patentability. 
The exclusions should include life forms, plants 
and plant varieties on the plea that they are in the 
nature of discoveries and not inventions, also on 
the ground of human health and environment and 
for protecting public order and morality. National 
legislations should provide for compulsory 

licensing on the grounds covered not only in 
Article 31 on Use Without Authorisation but also 
in Article 7 (Objectives) and Article 8 (Princi- 
ples). Article 3 1 provides that a patent can be used 
without the authorisation of the patent-holder, by 
reason of national emergency, in circumstances 
of extreme urgency, in cases of public non- 
commercial use, for dealing with anti- 
competitive practices or for the exploitation of a 
dependent patent. According to Article 8, 
member states can adopt measures necessary to 
protect public health and nutrition, to promote 
public interest in sectors of vital importance to 
their socio-economic and technological devel- 
opment, to prevent the abuse of IPRs by right 
holders and prevenr resort to practices which 
unreasonably restrain trade or adversely affect the 
international transfer of technology. These pro- 
visions would justify compulsory licensing in the 
sensitive sectors for ensuring adequate supply at 
reasonable prices of essential goods, like food and 
medicines, to the public and for facilitating 
transfer of technology. 

The following other suggestions have been put 
forward for inclusion in national legislations: 
(a) Preserve the 'breeder's exception' and 'far- 

mer's privilege'. 
(b) Provide for compensation by the title holder 

to traditional farmers who have supplied 
genes or knowledge for the development of 
the protected variety. 

(c) Provide for protection of traditional 
knowledge and innovation of the local and 
indigenous people. 

(d) Specify, in accordance with Article 40(1), 
'licensing practices or conditions that may in 
particular cases constitute an abuse of intel- 
lectual property rights having an adverse 
effect on competition in relevant market'. 

(e) Use Article 6 on exhaustion to provide for 
parallel imports of patented goods. 

The developed countries are bound to brand 
such measures in the national legislation of 
Member States, as a violation of the patents which 
are protected in the TRIPS Agreement. They may 
also be expected to take punitive actions against 
such violations. This raises the question as to 
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whether a country has the freedom to have an services under the discipline of GATT mainly 
intellectual property regime which is really sui because, given the incipient stage of development 
generis. The developed countries are also likely of their service industry, it would not be in their 
to point out that measures permitted under interest to open up this industry to foreign com- 
Articles 7 and 8 must be 'consistent with the petition, mainly from the transnational corpora- 
provisions of this (TRIPS) Agreement', which on tions of the developed countries which dominate 
the whole arc designed mainly to safeguard the trade in services. Also international trade in 
commercial interest of the patent-holders and services, different from trade in goods, could call 
that, so far as compulsory licensing is concerned, for the exercise of the right of establishment 
the measures to be provided in national legislation which would have implications for the develop- 
on the basis of Articles 7, 8, 27 and 40 must be ment strategy, resources mobilisation, industrial 
consistent with Article 3 1 which lays down dra- policy, socialobjectives, andeven, for the cultural 
conian conditions for 'use without authorisation'. identity and the security of the country opening 
There is already an example of a developing up its market for services. Besides, discussing 
country, Argentma, having been obliged to services in GATT could lead to the establishment 
rescind or drastically amend alegislation on IPRs of a link between concessions in trade in goods 
which was fully consistent with the provisions of and those in trade in services. 
the TRIPS Agreement. 

The compromise reached in 1982 was that 
The United States is linking access for devel- contracting parties to GATT with interest in trade 

oping countries to its Generalised System of in services could undertake national studies on 
Preferences (GSP), to its bilateral aid, to IPR trade problems in this sector and exchange rele- 
protection, to revamping its patent legislation vant information through international organisa- 
much before the endof the transitionalperiod, and tions such as G A T .  The results of such 
not to availing itself of all the flexibility provided examinations were to be reviewed at the 40th 
in the TRIPS Agreement. The best course of session of the GATT Contracting Parties in 1984, 
action for India will be to prepare a draft legis- which would also consider whether action on 
lation using fully the flexibility in the TRIPS negotiations on services was appropriate and 
Agreement and start a public debate on it in the desirable. The 40th session of the Contracting 
country right now, even though the legislation Parties decided to establish a Working Group 
may be passed by the Parliament only towards the aimed at improving infomarion regarding ser- 
end of the transition period. For, the most effec- vices. 
tive way to frustrate outside pressure is to take the 
Parliament and public into confidence, maintain At Punts del Este, the developing countries, no 
full transparency about what we are allowed by longer able to prevent the inclusion of services in 
the TRIPS Agreement to do, and what the Gov- the Uruguay Round, tried to safeguard their 
ernment intends to do and go about enacting the interest mainly by two devices. At the substantive 
new legislation with full national preparedness level, they managed to get included amo.ng the 
rather than being hustled into it under the pressure objectives of the negotiation, 'development of 
of foreign governments. developing countries'. They also tried to ensure 

IV. TRADE IN SERVICES that their commitments in this area were consis- 
tent with their development priorities and their 

In the 1982 GATT Ministerial Meeting, the national laws and regulations. However, the 
United States had argued that one ofthe objectives compromise accepted by developed countries 
of the Meeting should be to establish a work was the clause: 'while giving due respect to 
programme on services i n  GA'IT so as to prepare national policy objectives'. At the procedural 
a technical basis for multilateral negotiations in level, the developing countries succeeded in 
this area. The developing countries were corn- establishing a distinctly separate negotiating 
pletely against the idea of bringing trade in process for services from that for goods, ta be 
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conducted in an ad hoc juridical framework 
outside GATT. However, firm determination of 
developed countries to bring services within the 
scope of GATT was clear from such other pro- 
visions in the Punta del Este Declaration as the 
negotiations in all areas being 'a single 
undertaking', and the same Trade Negotiating 
Committee monitoring the negotiations in the 
areas of both goods and services. The Dunkel 
Draft Text brought all the agreements resulting 
from the Uruguay Round of negotiations under 
the single umbrella of the proposed Multilateral 
Trade Organisation (MTO) (later WTO), which 
presented the entire package on a take-it-or- 
leave-it basis and which proposed asingle dispute 
settlement mechanism for all the agreements. 

The GATS basically provides a multilateral 
framework of principles and rules which should 
govern trade in services under conditions of 
transparency and progressive liberalisation. It 
spells out certain general obligations such as 
extension of the MFN principle, maintenance of 
transparency and, also, a commitment for liber- 
alisation in general terms. Specific commitments 
for liberalisation related to sectors or sub-sectors 
of services have been left to be negotiated sub- 
sequently. However, some guidelines for nego- 
tiation in selected key sectors have been laid 
down. 

Article XVI of GATS provides for specific 
commitment regarding foreign market access. 
The provisions in this Article are very sweeping. 
It stipulates that in sectors or sub-sectors where 
market access commitments are undertaken, a 
member shall not maintain or adopt: 

(i) any limitation on the numbers of services 
providers; 

(ii) any limitation on the total value of services 
transactions; 

(iii) any limitation on the total number of service 
operations or on the total quantity of service 
output; 

(iv) any limitation on the total number of natural 
persons that may beemployed in aparticular 
service sector; 

(v) any measure which restricts or requires 
specific types of legal entity orjoint venture 
through which a service supplier may pro- 
vide a service; and 

(vi) any limitation on the participation of foreign 
capital in terms of maximum per cent limit 
on foreign shareholding or the total value of 
individual or aggregate foreign investment. 

A footnote to Article XVI (l).clarifies that 'If a 
Member undertakes amarket access commitment 
in relation to the supply of a service .... and if the 
cross-border movement of capital is an essential 
part of the service itself, that Member is thereby 
committed to allow such movement of capital'. 

Article XI provides that, except on balance- 
of-payments grounds, 'a ~ember'shall  not apply 
restrictions on international transfers and 
payments for current transactions relating to its 
specific commitments'. 

Access commitments of such a sweeping nature 
will have far-reaching consequences for devel- 
oping countries. Some of these are: 
(a) They will lose their right to control the 

transfer abroad by foreign firms of resources 
earned in the form of profits, interest, royal- 
ties, etc,, and resources needed for carrying 
out their current transactions. 

(b) They will not be able to control equity par- 
ticipation or expansion by foreign firms. 

(c) They cannot impose any restrictions on the 
number of experts that the foreign service 
provider may decide to bring. 

(d) Once they undertake a commitment to lib- 
eralise financial services like insurance and 
banking, no state monopoly will be permitted 
in these sectors. In the case ofIndia, insurance 
and banking will have to be denationalised. 

Article XVI, of course, has amajor qualification 
and it is conveyed by the phrase 'unless otherwise 
specified in its schedule'. This means that 
Member States will be able to specify in their 
respective scheddes of commitment, limitations 
relating to all the stipulations for liberalisation 
under Article XVI and its footnote. depending 
upon the member's bargaining power in the 
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negotiation. Developing countries will be under 
tremendous pressure to liberalise their service 
industry and not to specify too many restrictions 
and limitations in their schedules, or be held 
responsible for not being serious in the negoti- 
ation. And because of their IMFNIrorld Bank- 
imposed structural adjustment programmes, very 
few developing countries can afford not to be 
judged serious in negotiations. 

Article XIX of GATS provides that members 
shall enter into successive rounds of negotiations 
on services 'with a view to achieving a progres- 
sively higher level of liberalisation'. The Article 
also states that 'there shall be appropriate 
flexibility for individual developing countries for 
opening fewer sectors, liberalising fewer types of 
tra'nsactions, progressively extending market 
access in line with their development situation' 
and attaching conditions to market access in 
certain circumstances. But these forms of flexi- 
bility are not in the nature of commitment. These 
are supposed to be kept in mind during the course 
of the negotiations for undertaking liberalisation 
commitments in specific sectors or sub-sectors. 
Whether ultimately the developing countries will 
be able to exercise any flexibility will depend 
upon their bargaining position. 

The Preamble of GATS expresses the desire of 
the member states 'to facilitate the increasing 
participation of developing countries in trade in 
services and the expansion of their service exports 
including, inter alia, through the strengthening of 
their domestic services capacity.. .'. This is further 
elaborated i n  a separate Article under the title 
'Increasing participation of developing countries' 
(Article IV). This Article mentions the measures, 
such as access to technology and to distributional 
channels, liberalisation of market access in sec- 
tors of export interest to them, etc., for increasing 
the participation of developing countries in world 
trade in services. 

But here also, there is simply an identification 
of the necessary measures; there is no commit- 
ment to take these measures. Article IV provides 
that 'the increasing participation of developing 
countries in world trade in services shall be 

facilitated through negotiated specific commit- 
ments by different parties'. Development of the 
service industry in developing countries requires 
transfer of resources and technology. No 
developed country would undertake such a 
commitment in a trade negotiation under 
GATTIWTO, because commitments undertaken 
in trade negotiations under GATT are of a con- 
tractual nature, and not in the form of recom- 
mendations, exhortations, norms and guidelines 
which are the outcome of negotiations in other 
economic forums like UNCTAD, ECOSOC and 
the General Assembly of the United Nations. 

Article XI1 of GATS provides for restrictions 
to safeguard the balance-of-payments position on 
the lines of Article XVII1:B of GATT. But unlike 
Article XVI1I:B of GATT, Article XI1 of GATS 
is available to all members and not only to the 
developing country members. Besides, there is no 
provision in GATS corresponding to Articles 
XVII1:A and XVII1:C of GATT, which permit 
restrictions for the protection of infant industries. 
As a matter of fact, paragraph 3 of h t ic le  XI1 of 
GATS specifically prohibits restrictions 'for the 
purpose of protecting a particular service sector'. 
It is ironical that restrictions on protectionist 
grounds should be available i n  the field of goods 
(as Article XVII1:A and XVII1:C are still valid), 
but should be specifically prohibited in the field 
of services where the developing countries have 
made only a beginning and where developed 
countries have long enjoyed protection. 

So far as restrictions on balance-of-pay ments 
ground are concerned, these will have to be 
removed as soon as the balance-of-payments 
position improves. And recent experience shows 
that in developing countries, high levels of 
external indebtedness and payment liability can 
co-exist with a reasonably satisfactory balance- 
of-payments position. 

The MFW provision of the GATS is not an 
unconditional one. Article I1 ofthe GATS enables 
Member States to enter exemptions from the 
MFN clause, i.e., to specify sectors or sub-sectors 
where they will not extend the most favoured 
nation treatment. 
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In fact, in the recently concluded negotiations stipuiate in their schedules that their commitment 
on services many developed countries have for access in service sectors is conditional upon 
enteredMFN exemptions. One of the Ministerial the service suppliers not engaging i n  unfair trade 
Decisions in Marrakesh provided that MFN practices. 
exemptions can be entered in relation to financial, 
basic telecommunications and maritime transport In addition, an on 
services until the conclusion of the negotiations Commitments in Services, has also 
in these sectors. In their offers, developed coun- 
tries have entered far more MFW exemptions than been adopted. In general, this Understanding 

developing countries. contains more onerous liberalisation obligations 
than those contained in Part 111 of GATS on 

The absence of multilaterally agreed criteria 
governing the conditions on which exemptions 
can be sought means that exemptions would be 
claimed not only on the ground of any genuine 
economic problem but mainly to gain negotiating 
leverage. This state of affairs has the potentiality 
of undermining not only the whole process 
launched through the GATS, i.e., progressive 
liberalisation of trade in services, but also the 
entire international trading system. 

Specific Commitments. The Understanding 
stipulates that market access and national treat- 
ment shall be provided to non-resident suppliers 
of certain types of financial services like non-life 
insurance, reinsurance, and provision of financial 
information, financial data-processing, and 
advisory and other auxiliary services relating to 
banking and other financial services. The 
Understanding also requires Member States to 
grant permission to foreign service suppliers to - .  
offer new financial services in their territories, 

Because of of such as derivatives, futures, options, swaps, etc. 
corporations in the realmof services, curbing their By far, the most important provision in the 
restrictive business practices becomes very 
important in the context of liberalisation of trade Understanding is that each Member State is 

in services. This problem is recogntsed in Article expected to grant to the financial service suppliers 
1~ o f ~ A ~ ~  but there is no Drovision in the GATS of any other Member State established in its 
text in terms of a specific commitment to deal with 
this problem. The only provision is that 'each 
Member shall, at the request of any other Member, 
enter into consultations with a view to eliminat- 
ing' restrictive business practices, and that 'the 
Member addressed shall accord full and 
sympathetic consideration to such a request....'. 

This provision is not only totally inane, but 
could also be interpreted by transnational enter- 
prises as a clear indication that there is no 
intention on the part of governments to deal with 
their anti-competitive practices within a multi- 
lateral framework. So far as dealing with them 
through national legislations is concerned, trend 
is towards obliging developing countries through 
structural adjustment programmes to eliminate 
whatever regulation exists for dealing wi!h such 
practices, rather than legislate fresh regulations 
to control such practices. Nor is it possible for 
generally vulnerable developing countries to 

territory, access to payment and clearing systems 
operated by public entities, and to official funding 
and refinancing facilities available in the normal 
course of ordinary business. Moreover, national 
treatment is to be accorded to foreign financial 
service suppliers formembership of, participation 
in or access to any self-regulating body, securities 
or future exchange or  market clearing agencies 
and any other organisation or association, access 
to which is needed for providing financial ser- 
vices on an equal basis. 

Developing countries choose not to make 
commitments specified in the Understanding. 
However, the fact remains that by acceding to the 
WTO, the developing countries have become 
parties to this highly intrusive Understanding on 
Financial Services, which indicates the future 
direction in which developing countries will be 
required to move. 
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Some of the key provisions on the free move- 
ment of labour to seek employment in foreign 
markets, the only service sector in which the 
developing countries have decisive competitive 
advantage are given below: 
Annex on Movement of Natural Persons Supply- 
ing Services under the Agreement: Paragraph 2 :  
'The Agreement shall not apply to measures 
affecting natural persons seeking access to the 
cniployment market of a Member, nor shall it 
apply to measures regarding citizenship, resi- 
dence or employment on a permanent basis'. 

Paragraph 4: 'The Agreement shall not prevent 
a Mem ber from applying measures to regulate the 
cntry of natural persons into, or their temporary 
stay in, its territory, including those measures 
necessary to ensure the orderly movement of 
natural persons across its borders ....' [GATT 
I 994bj. 

This Annex of GATS eliminates the possibility 
of negotiation on labour services except for a very 
limited category relating to only highly skilled 
natural persons who move for temporary stay. 
Hence, the peculiar situation now is that all factors 
of production except labour can move freely 
across national borders and that the movement of 
the labour service depends on the discretionary 
power of national governments, whereas the 
movement of other factors of production is gov- 
erned by some international regime or the other. 

In its schedule, the United Sta.tes has offered to 
accept only 65.000 persons annually on a 
worldwide basis covering all professions. Out of 
:his total, [he share of India may not exceed a 
couple of hundreds. In the schedules submitted in 
the beginning, offers of almost all developed 
countries were largely limited to ( i )  intra- 
corporate transfers of managers, other high 
cxccutives and specialists linked with a 
commercial presence in the host country, and (ii) 
short-term business visitors who are not gainfully 
einployed in the host country. Few developing 
countries are in a position to benefit from such an 
offer. Very few developed countries responded to 
the key  demand of developing countries for 

commitment for independent professionals to 
work abroad without the requirement of com- 
mercial presence. 

The sectors covered by the offers of major 
developed countries were very wide including 
most of the areas of interest to developing coun- 
tries, like tourism, construction and engineering, 
business services, health-related services, 
maritime transport, etc. But the professions cov- 
ered horizontally across these sectors were highly 
specialised. There were very few offers for 
contract professionals looking for delivering 
services in the importing country and none at all 
for any semi-skilled or unskilled categories like 
construction workers. Besides, several developed 
countries in their offers imposed a need test. Some 
developing countries, particularly India, Egypt, 
Philippines and Pakistan, tried to establish a link 
between the negotiations on financial services 
and those of the movement of natural persons. 
However, the developed countries rejerted any 
notion of a linkage. In the final offers made on 
July 28, 1995, some modest improvements were 
made by deveioped countries. 

Another aspect of labour services, on which the 
negotiations are supposed to conclude before the 
end of 1996, is the examination of the discipline, 
necessary to ensure that measures relating to 
qualification requirements and procedures, and 
technical standards and licensing requirements in 
the field of professional services do not constitute 
unnecessary barriers to trade. For this purpose, a 
Working Group on Professional Services was set 
up at the Marrakesh Meeting and i t  was asked, as 
a matter of priority, to elaborate multilateral 
disciplines in the accountancy sector. The 
Working Group is yet to be convened. It is not 
clear as to why India should have agreed to take 
up the harmonisation of standards in the 
accountancy sector on a priority basis, when its 
ability to supply services and competitive 
advantage would appear to lie in other sectors like 
managers, medical personnel, teachers, computer 
specialists, etc. 



VOL. 9 NO. 4 AN UNEQUAL TREATY 

There are two major points of asymmetry in the and which can trigger capital outflows. Liberal- 
treatment of capital and labour services. Firstly, isation of the capital account of the balance-of- 
the Annex, by excluding movement of labour for payment must await the achievement of the 
seeking employment abroad and by asserting the objectives of macro-economic balance and 
supremacy of national immigration and citizen- transition to export-led growth [Edwards, 19891. 
ship regimes, has taken out of the purview of 
liberalisation the bulk of the labour services in At the end of the Uruguay Round 
which developing countries have competitive the United States askedfor - and got - six months' 
advantage. There is nocommensurate recognition extension of the negotiations on financia] service 
of the supremacy of national laws and drastic as it did not find satisfactory the offers made until 
exclusion on that basis. SO fax' as the mOVement then. The USA also entered an Mm exemption 
of capital is concerned. Secondly, the Annex, in for this sector as a lever of putting pressure on 
paragraph 4 permits restrictions, among others, other trading partners. As a result of this pressure, 
for ensuring the orderly m o v e ~ e n t  of natural as of the middle of June 1995,23 countries had 
persons. There is no similar restriction applicable submitted revised and improved offers. A large 
to the movements of capital, even though capital number of them were from developing countries. 
movements today have becorne singularly dis- According to an estimate of the Financial Times, 
orderly and volatile. the financial services package on the table at that 

time covered more than 96 per cent of global 
The of offers made devel- banking, insurance and securities business, rep- 

oped countries provide very limited access to their resenting per cent of the world output. 
markets for the labour services in which 
developing countries enjoy a competitive 
advantage. In the areas where greater market 
liberalisation has been offered, the developing 
countries lack -the capability of taking advantage 
of it. These countries are, nevertheless, being 
advised to liberalise their service sector on the 
ground that liberalisationper se will help them by 
enhancing the competitiveness of their econo- 
mies, lowering the costs of development through 
a more rational allocation of resources, and 
enhancing access to new resources of external 
finance and technology. This argument on the 
advantages of liberalisation should apply to 
developed countries also, in so far as it concerns 
free movement of labour to their territories from 
more competitive sources. 

In the absence of physical infrastructure, tech- 
nological capability, human resources develop- 
ment, capacity for resources mobilisation, etc., 
liberalisation can lead to deindustrialisation by 
retarding the development of competitive 
domestic industries and by squeezing out small- 
scale enterprises. Besides, theliberalisation of the 
financial services, in the absence of economic 
stability, may result in the inflow of short-term 
capital which is very volatile and destabilising 

In spite of this, on the penultimate date (29 
June), the United States indicated that it regarded 
the concessions offered by other countries, as 
inadequate and it would not, therefore, open up 
its own services market and would file an MFN 
exemption with WTO for the whole of the 
financial services sector. On the final day, at the 
initiative of the European Union, the deadline for 
the completion of the negotiations was extended 
until July 28, 1995 before which the WTO 
Member States were to make up their mind on the 
options: either to withdraw their offers and pro- 
vide future access on a reciprocal and discrimi- 
natory basis or put their best offers officially in 
their schedules as a multilateral MFN 
commitment, for a limited period of 3-5 years 
after which each of them would be free to review 
the situation and decide anew. The United States 
at the end of the four-week extension, would no t  
change its position. Just before the expiry of the 
extended dateline, some thirty-five countries 
participating in the negotiation reached an 
agreement on the liberalisation of financial ser- 
vices on an interim basis after the completion of 
ratification procedures from July 1 ,  1996 up to 
November 1,1997. 
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In its final offer, India is reported to have made 
a few more concessions on financial services, 
which are not of great consequence. In labour 
services, the improvements, which Australia and 
Canada had indicated informally, were formally 
tabled but other developed countries, particularly 
US, Japan and EU, did not include any major 
improvements in their final offers. India's deci- 
sion to table its final offer and join the consensus, 
means that it has given up whatever leverage it 
has in negotiating with the United States for 
enhanced access fgr its financial services in the 
US market. In any event the Government of India 
should have taken the public into confidence and 
explained the reasons for the position it took at 
the final stage of the negotiations on services. 
Failure of the negotiations on financial services 
would negatively affect the on-going negotiations 
on telecommunications and maritime services. 
The manner in which the United States broke the 
negotiations and made an easy slide to bilateral- 
ism is a major set-back to the new international 
rule-based trading system enshrined in the WTO. 

V. TRADE-RELATED INVESTMENT 
MEASURES (TRIMS) 

The treatment of foreign investment has been a 
controversial issue for centuries. In the late 18th 
and 19th centuries, the European imperial powers 
and the United States were able to extract from 
foreign governments, treatment for their citizens' 
or companies' investment which has  superior to 
national treatment or treatment accorded to 
domestic investors. According to the regime 
imposed by them, host countries were not per- 
mitted to interfere in foreign assets, and seizure 
and expropriation of such assets were prohibited. 
These standards diverged from the general prin- 
ciple bf international law under which foreigners 
were subject to local laws and not entitled to 
standards of justice higher than those applicable 
to the nationals. 

In the post-Second World War period, as alarge 
number of erstwhile colonies emerged as sover- 
eign national entities, there was a trend towards 
assertion of national sovereignty and curbing of 
the activities of foreign investors which were 
regarded as a threat to national sovereignty. 

Treatment of foreign investment was an impor- 
tant issue discussed at the Havana Conference in 
1948. The negotiations that led up to the Havana 
Charter demonstrated that governments were not 
prepared to subject their investment policies to 
international rules and regulations. There was, in 
fact, much greater emphasis on controlling the 
restrictive business practices (RRBs) of both 
national and foreign enterprises. It did not become 
possible to achieve an international harmoniza- 
tion of rules and regulations designed to control 
such practices. However, the Havana Charter 
contained a separate chapter (Chapter V) on 
restrictive business practices which stipulated in 
Article 50 that each Member State shall take all 
possible measures by legislation or otherwise to 
ensure within its jurisdiction that private and 
public enterprises do not engage in restrictive 
business practices. These practices were specified 
in Article 46 of the Charter. 

In the 1950s and early 1960s, the General 
Assembly of the United Nations in successive 
sessions adopted resolutions on permanent 
sovereignty over national resources, which 
recognised the inalienable rights of all States 
freely to dispose of their natural wealth and 
resources according to their national interests. 
This trend culminated in the adoption of the 
Charter of Economic Rights and Duties of States 
in 1974, in the draft Code of Conduct on the 
Transfer of Technology negotiated in UNCTAD 
and the draft Code of Conduct for Transnational 
Corporations negotiated in the United Nations. 
The Charter of Economic Rights and Duties of 
States provides that each state has the right to 
-regulate and exercise authority over foreign 
investment within its national jurisdiction in 
accordance with its laws and regulations and in 
conformity with its national objectives and prio- 
rities, so that no state shall be compelled to grant 
preferential treatment to foreign investment. The 
issues covered by the draft Code of Conduct for 
Transnational Corporations were: respect for 
national sovereignty, observance of national 
laws, adherence to the socio-economic objectives 
of host countries, appropriation of foreign assets 
andcompensation and regulationof therestrictive 
business practices of foreign enterprises. 
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Having reached its peak in the 1970s, the 
process was once again reversed after the early 
1980s when the United States and other major 
developed countries introduced this subject in the 
Uruguay Round with a view to: 
(a) reversing the past trend of emphasis on per- 

manent sovereignty over national resources 
and right to nationalisation and 
expropriation, 

(b) reducing what they regarded as unreasonable 
barriers to the establishment of foreign 
enterprises in developing countries, and 

(c) establishing a regime for a privileged treat- 
ment of such enterprises. 

While striving for the above broader objectives, 
the United States set the following specific goals 
in the negotiations on TRIMs in the Uruguay 
Round: 
(a) Reduce or eliminate trade-distorting barriers 

to foreign direct investment; 
(b) Extend .the MFN and national treatment 

principles to foreign investment; 

(c) Identify certain trade-related investment 
measures (TRIMs) and seek their prohibi- 
tion; 

(d) Introduce greater transparency in such mea- 
sures through the process of notification, etc; 

(e) Subject TRIMS to the dispute settlement 
procedures of GATTJWTO; 

(f) Create a body which will oversee the 
implementation of provisions on TRIMs; and 

(g) Keep this subject under continuing review 
with a view, ultimately, to establishing a 
full-fledged regime for the treatment of for- 
eign investment. 

Developing countries, on the other hand, 
wanted investment measures that would oblige 
foreign investors to observe their national prio- 
rities, make foreign investment supportive of 
transfer of technology and industrialisation, and 
control anti-competitive and trade-restrictive 
business practices of foreign investors. Some of 
the restrictive business practices and associated 
investment measures to counter them are given 
belovl: 

Restrictive Business Practices by the TNCs in Developing Countries and TRlMs Designed to Deal with Them 

RRBs Associated TRIMS 

Market allocation 
Refusal to deal (boycott) 
Price fixing 

Collusive tendering 
Exclusive dealing 

Trade-baiancing requirement, export requirement 
,Manufacturing requirement 
Local content requirement; local equity requirement; joint venture with 
government participation 
Local content requirement; domestic sales requirement 
Export requirement 

Differential pricing Local content requirement; domestic sales requirement 
Resale price maintenance Export requirement; local equity requirement 
Tied selling Domestic sales requirement; licensing and technology transfer requ' irement 
Predatory pricing Manufacturing requirement 
Transfer pricing Remittance and exchange restrictions; manufacturing requirement: domestic 

sales requirement 

Source: Puri and Brusick, 1989, p. 219. 

In view of the developing countries, the focus 
of discussion should be on the examination of 
direct significant negative effects on trade of 
investment measures, and not investment mea- 
sures per se, which were not covered by G A R .  
Developed countries, on the other hand, argued 
that effects could not be separated from the cause, 
i.e. the TRIMs themselves, and, th'erefore, they 
called for the elimination of TRIMS themselves. 

The agreement on TRIMs identifies five 
investment measures as incorisistent with the 
GATT provisions on according national treat- 
ment and on general elimination of quantitative 
restrictions. TRIMS inconsistent with Article 111.4 
of GATT are as follows: 
(a) the purchase or use by an efiterprise of 

products of domestic origin or from any 
domestic source, whether specified in terms 
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of particular products, in terms of volume or 
value of products, or in terms of a proportion 
of volume or value of its local production; or 

(b) that an enterprise's purchases or use of 
imported products be limited to an amount 
relzted to the volume of local products that it 
exports. 

TRIMs inconsistent with Article XI. 1 of GATT 
are as follows: 
(a) the importation by an enterprise of products 

used in or related to its local production, 
generally, or to an amount related to the 
volume or value of local production that it 
exports; 

(b) the importation by an enterprise of products 
used in or related to its local production by 
restricting its access to foreign exchange to 
an amount related to the foreign exchange 
inflows attributable to the enterprise; or 

(c) the exportation or sale for export by an 
enterprise of products, whether specified in 
terms of particular products, in terms of 
volume or value of products, or in terms of a 
proportion of volume or value of its local 
production [GATT, 1994b1. 

Themeasures are of an illustrative nature. With 
the passage of time, more investment measures 
that may be considered inconsistent with GA?T 
provisions would be identified and required to be 
eliminated. 

According to the TRIMs Agreement, all spe- 
cific measures in the above five categories being 
applied by any member will have to be notified 
within 90 days of the entry into force of the 
Agreement establishing the WTO, and they will 
have to be eliminated within two years - within 
five years by the developing countries and 7 years 
by the least developed countries. A developing 
member country shall be free to deviate tempo- 
rarily from the obligation to eliminate such 
measures on balance-of-payments grounds. The 
operation of this discipline shall be reviewed after 
five years. A Committee on Trade-Related 
Investment Measures has been set up to monitor 
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the operation and implementation of this Agree- 
ment. Article 6 of the Agreement provides for 
strengthened obligation for maintaining 
transparency in the administration of TRIMs. 

The United States and other major developed 
countries achieved almost everything they 
wanted from the negotiations - identification of 
trade-restrictive TRIMs and their prohibition, 
possibility of the identification and prohibition of 
additional TRIMs, expanding the boundary of the 
GATT provisions on national treatment and 
elimination of quantitative restrictions to cover 
investment measures, introducing greater trans- 
parency in TRIMs, establishment of a permanent 
machinery tomonitor implementation, subjecting 
TRIMs to the WTO dispute settlement procedure, 
and n review of the whole question of the treat- 
ment of foreign investment after five years. 
Developing countries succeeded in only 
preventing for the time being the establishment 
of a full-fledged regime on the treatment of 
foreign investment. 

In order to make the Agreement balanced from 
the point of view of developing countries, pro- 
visions for elimination of TRIMs should have 
been accompanied by international rules for 
controlling restrictive business practices. There is 
very little evidence to show that developing 
countries made even an effort in this direction. 

The safeguard provided on balance-of- 
payments ground does not apply to  the two 
measures declared as inconsistent with Article 
III:4. They apply only to the last three measures 
declared as inconsistent with Artic1eXI:l . Due to 
the new 'Understanding on Balance-of-Payments 
Provisions', it would not be possible to apply 
these safeguards once there is an improvement in 
the host country's balance-of-payments position, 
and it will be required to eliminate the identified 
measures, even if there is a justification to 
maintain them on broader macro-economic and 
strategic grounds. 
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Besides, national treatment in GATT is sup- agricultural trade and globalise their agricultural 
posed to be extended to imports of goods in the economy even though, in so far as they are 
nature of trans-border transactions, and not to the exporters of agricultural products, they have 
activities and privileges of investors inside a varying degrees of interest in the liberalisation of 
country. Introducing into GATT issues such as agricultural trade in developed countries. 
national treatment for foreign investors represents 
a considerable widening of the scope of interna- The Agreement on Agriculture does not go as 
tional jurisdiction over domestic policies. far towards liberalising agricultural trade as the 
Investment measures have broader United States and other like-minded countries 
macro-economic and strategic objectives, such as would have liked, mainly because of the 
exercise of sovereignty over natural resources, resistance put up by the European Community. 
creating employment, etc., and not only the trade The commitments undertaken are: 
purpose. Thus the Agreement, on the whole, (a) To reduce domestic support, measured in 
seriously restricts policy autonomy in an area that terms of AMS (Aggregate Measurement of 
has traditionally been viewed as being primarily Supports), by 2 1 per cent; 
of domestic concern. (b) To reduce barriers to trade (comprising tariff 

and tariffed non-tariff barriers) by 36per cent 
It is true that there is today competition among (tariffication means that all border non-tariff 

developing countries to remove restrictions and barriers will be replaced by tariffs yielding 
provide positive incentives far attracting foreign the same level of protection); besides, all 
private investment. These go far beyond the agricultural tariff lines will have to be bound; 
restrictions that have been identified in the (c) TO reduce export by 36 per cent of 
Agreement on 'TRIMS and are supposed to be budget outlays and 24 per cent in quantity; 
eliminated. However, the eventuality of devel- (d) For those cquntries which decide to convert 
oping countries wanting to revert to some of these their non-tariff barriers into equivalent 
measures in future cannot be ruled out. Attempts ' 

tariffs, to maintain the current level of market 
are bound to be made by developed countries to access and to grant minimum access through 
extend TRIMS. In fact, Article 9 on review Pro- tariff quotas representing four per cent of 
vides for the consideration of the question domestic consumption in the base year in the 
'whether the Agreement should be complemented first y e a  of the implementation period, going 
with provisions on investment policy and Con- up to g per cent by end of the period. For an 
petition policy'. agricultural commodity that is a designated 

VI. AGRICULTURE staple food in a developing country, the 
minimum access opportunity would have to 

In the Final Act, agriculture has, for the first be 1 percent of consumption in the first year, 
time, been brought under GAlTlWTOdisci~line. going up to 2 per cent at the beginning of the 
Major developed countries started thinking about fifth year, and further to 4 per cent at the 
liberalising agricultural trade only after they had, beginning of the tenth 
through protection, achieved self-sufficiency in 
the production of some of the important agricul- A number of special have been 
tural products, after they developed exportable made for the developing countries. These include: surpluses in these products, after the share of 
agriculture in GNP had touched a very low level (a) Their commitments to liberalise will be only 
where ag.icv]ture is looked upon in wade two-thirds of thoseundertaken 
terms, and after the burden of providing support 
to farmers had become increasingly intolerable. (b) For them, the implementation period be 
me developing counuies, barring a few excep- 10 Years instead of 7 Years for developed 
tions, are hardly in a position to liberalise their countries; 
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(c) They will not be required to reduce domestic 
support as long as it does not exceed 10 per 
cent of the total value of production of basic 
agriculturalproducts, as against the threshold 
percentage of 5 per cent for developed 
countries; 

(d) A number of items have been excluded for 
them from the list of domestic support mea- 
sures, as well as export subsidies, which are 
subject to reduction. As regards domestic 
support measures, apart from general 
exceptions for all countries in such areas as 
stockholding costs, disaster relief and assis- 
tance under regional and environmental 
programmes, the developing countries may, 
in addition, claim exemption for subsidies 
linked to development programmes such as 
general investment subsidies, input subsidies 
for low-income producers, etc. As regards 
export subsidies, the developing countries 
can get exemption for subsidies on marketing 
costs, internal transport, etc.; 

(e) Least developed among developingcountries 
are exempt from all the commitments under 
export subsidy, domestic support measures 
and tariff cuts. 

Given the subsistence nature of agriculture in 
most of the developing countries and their 
inability to subsidise agriculture on any sizeable 
scale, these countries will not, for the time being, 
be required to assume many of the liberalisation 
obligations provided for in the Agreement. But 
the fact remains that they have, in principle, 
agreed to bring their agriculture under a 
multilateral discipline - something which the 
developed countries did not do for a good 50 years 
after GATT came into force. The implications of 
the decision on the part of developing countries 
to globalise their agriculture are indeed far- 
reaching. This step can affect their plans of food 
security, agricultural self-sufficiency, 
agricultural exports and prices, crop pattern and 
even consumption pattern. 

Since the domestic support level in India at 
present is much below the ceiling of 10 per cent. 
India will not be required for the time being to 
undertake any commitment for the reduction of 

domestic support. However, our subsidies in 
some sectors, like oilseeds and sugar, may well 
exceed 10 per cent. Besides, if wewant tocompete 
in the world market, we may have to increase our 
subsidies substantially, which may soon cross the 
limit of 10 per cent. In that event, we will also 
have to accept commitment for reduction of 
domestic support. 

The Agreement on Agriculture will also require 
the developing countries to target agricultural 
input subsidies at 'low-income and resource- 
poor' producers and food subsidies on the basis 
of 'clearly-defined criteria related to  nutritional 
objectives'. In India, agricultural input subsidies 
are available to all farmers, and not only to low 
income producers. If we want to exclude agri- 
cultural input subsidies from the AMS, we will 
be obliged to provide such subsidies only to low 
income farmers. Similarly, for exemption from 
AMS of subsidies on food, we will have to confine 
access to the public distribution system (PDS) to 
those who do not meet a minimum nutritional 
criterion. This implies that we may have to subject 
our PDS to international surveillance. 

The Agreement on Agriculture provides that so  
long as developing countries are authorised to  
apply balance-of-payments restrictions under 
Article XVII1:B of GATT, they will not be 
required to convert these restrictions into tariffs 
and undertake the resultant reduction commit- 
ment. In that situation, they will also not be 
required to undertake any minimum access 
commitment. But this safeguard is not fully reli- 
able. Firstly, thanks to the IMFNVB imposed 
structural adjustment programmes, not a few of 
these countries have seen their balance-of- 
payments position improve at the cost of a 
growing burden of external debts and stagnant 
growth. The balance-of-payments cover can be 
withdrawn from these countries whenever it suits 
the convenience of the major agricultural trading 
nations. In that event, developing countries also 
will have to provide minimum access. Secondly, 
what the developing.countries need is restrictions 
on protectionist grounds as the developed coun- 
tries have applied all these years, and not only 
restrictions on balance-of-payments ground. 
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India may not also be able to escape for too long 
the commitment for providing minimum access. 
Once our balance-of-payments protection is 
removed - and this may come very soon because 
of our vastly improved reserve position - we will 
be required to convert the existing non-tariff 
restrictions into equivalent tariff values and aiso 
simultaneously accept the minimum access 
commitment. We will then have to import agri- 
cultural products, including foodgrains, even if 
we do not need to do so. This will impair our 
balance-of-payments position and prevent us 
from attaining agricultural self-sufficiency which 
is a very crucial element of national security. 

Thanks to the reductions in the domestic support 
level and in the barriers to trade in the developed 
countries, there will be an improvement in the 
prospects of developing countries' agricultural 
exports to their markets. Eut the improvement 
will be very limited, determined by the very 
modest extent of liberalisation agreed to in the 
Agreement on Agriculture. An average of some 
70 per cent of the present restrictions will still 
remain intact. 

Secondly, the competitive position of the 
developing countries will improve only in rela- 
tion to the domestic suppliers in importing 
developed countries. They will still have to 
compete with suppliers in other developed and 
developing countries whose relative competitive 
position vis-a-vis the domestic suppliers, would 
also have improved. So far as India is concerned, 
the competitive position of Argentina, Australia 
and New Zealand will improve in the export of 
wheat, and that of Thailand and Burma in the 
export of rice. These countries are lower cost 
producers of wheat and rice than we are. 

Thirdly, any advantages gained by way of price 
increases in the markets of developed countries 
due to reduction in domestic subsidies, may be 
swamped by the disadvantages of exchange rate 
fluctuations. 

Fourthly, the price factor is not the only deter- 
minant of exports. Agricultural exports in par- 
ticular, depend very much on the efficiency and 
effectiveness of micro-management - that is, the 
ability to adhere to quality and standards speci- 
fications, adherence to the time-schedule for 
delivery, etc. This in turn, depends upon the 
infrastructure of trade in developing counrries, 
such as transporl, refrigerat~on facilities, etc., 
which are generally in a poor state of develop- 
ment. 

Fifthly, agriculturai exports, being dependent 
on a gamut of services which many developing 
countries are unable to provide or can provide in 
very partial or inefficient way, are becoming 
increasingly controlled by a few trading com- 
panies having a mastery over the different ser- 
vices required for such exports. 

The Final Act includes a separate Agreement 
on Sanitary and Phyto-sanitary Measures which 
lays down very stringent standards to be followed 
by potential agricultural exporters. Very few 
developing countries will be able to meet these 
standards. One of the more rigorous provisions of 
this Agreement is that the exporting countries are 
required to prove that their standards are equiv- 
alent to those of the importing countries (Article 
14). Further, even in the modest liberalisation 
commitment undertaken in the Agreement on 
Agriculture, there is a big loophole in the form of 
Special Safeguard provisions. These permit the 
application of additional duties in case of prices 
below a certain reference level and could rein- 
troduce some of the most restrictive practices of 
the past, such as the use of variable levies by the 
then European Community. 

The agriculture trade liberalisation will result in 
an increase in food prices which will adversely 
affect the food importing developing countries. 
According to the World Food Programme, 
virtually all least developed countries are food 
deficit countries, while a majority of low-income 
countries are recipients of food aid. The positive 
effect of the implementation of the Agreement on 
Agriculture could be that as the size o'f the present 
residual free market for agricultural products 
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increases due to liberalisation, the prices in these 
markets will become less volatile. However, price 
instability arises mainly because of the specu- 
lative behaviour of the actors in the market and 
not necessarily due to its small size. Speculative 
transactions could increase as the market 
becomes less protectionist. A recent FA0 study 
has concluded: 'These simulated results show that 
the Uruguay Round appears to have very little 
effect on the stability of cereal market prices' 
[Greenfield and Konandreas, 19951. 

V11. OTHER MAJOR AREAS 
OF CONCERN TO INDIA 

Agreement on Textile and Clothing 

The Agreement to integrate trade in textile and 
clothing into G A T  by phasing out the discrim- 
inatory and protectionist Multi-Fibre Agreement 
(MFA) is indeed a gain for developing countries. 
In the negotiations, the developing countries 
wanted the dismantling of the restrictions to 
commence from the very beginning and continue 
progressively throughout the transition period 
until it was completed. However, the scheme of 
phasing out over a ten-year period is back-loaded 
in that it may involve no liberalistion at all on the 
date of commencement, only marginal liberali- 
sation at the end of three years, only some 
liberalisation at the end of seven years, and full 
liberalisation only at the end of ten years. 

The stipulated integration of the MFA into 
GATT will be in four phases, first on January 1, 
1995; the second on January 1, 1998; the third on 
January 1, 2002; and the fourth on January 1, 
2005. The four-phase removal of restrictions will 
proceed by percentages of the total volume of 
imports in 1990, 16, 17, 18 and 49 Der cent, 

per cent of the total import of textiles and clothing 
by theunited States was outsideMFA restriction, 
the figure for the then EC being 34 per cent. This 
means that the USA and EU need not assume any 
obligation at all to liberalise on the date of entry 
into force of the WTO. In reality, the first stage 
of integration of MFA carried out on January, 1, 
1995, did not result in any MFA liberalisation in 
the EU and the USA. 

The programme for the subsequent stages of 
liberalisation published by the United States 
indicates that very few restrictions will be liber- 
alised at the beginning of the second stage. The 
extent of cumulative liberalisation to be 
undertaken at the commencement of the third 
phase being 16+17+18=51 per cent, the USA and 
the EU by including in their package of liberali- 
sation all the non-MFA imports, will be liberal- 
ising MFA restrictions only to the tune of 14 per 
cent and 17 per cent, respectively. 

At the end of the implementation period of 10 
years, i.e., at the beginning of 2005, liberalisation 
of MFA restrictions to be undertaken by the USA 
and EU will not be only 49 per cent as is popularly 
believed, but 86 per cent and 83 per cent, 
respectively, of their imports under MFA 
restrictions. Thus, the bulk of the MFA restric- 
tions will remain to be liberalised at the end of the 
implementation period. Since each importing 
country will unilaterally select the products to be 
integrated into GATT, it can be expected that the 
most sensitive products in which the growth rates 
are the lowest and quota levels consistently filled, 
will be left to be liberalised at the final stage. 

and the percentage lo Going by the experience of the 4Jhort-tem 
the textile products mentioned in the Annex to the Textiles Agreement 

960-61), the Long-tem Agreement. The Annex includes many products 
that have never been restricted under the MFA in Textiles Agreement (1962-73) and MFA (1974-), 

any irnpo*ng country.  hi^ will the the insistence during the Uruguay Round of 
importing countries to meet the integration per- negotiations upon reciprocity by developing 
centage under the Agreement with an countries, and the inability of developing coun- 
inflated volume of base imports, and to avoid the fries to reciprocate, this c~mmitment by the 
liberalisation of the existing MFA restrictions developed countries to liberalise almost 
during the earlier stages of the integration. three-fourths of imports under MFA restraint at 
According to the figures of imports in 1990,37 once in 2005 does not sound credible: 
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If the liberalisation of sensitive items can be 
postponed till the end of the implementation 
.period, then the importing country will have no 
incentive to bring about structural adjustments in 
their textiles and clothing industry before then. It 
will then become very difficult for the developed 
countries to liberalise all the sensitive items 
without having carried out any structural adjust- 
ment. The major review to be undertaken at the 
end of the third phase could become an occasion 
for a demand for renegotiation. 

The provisions of Article 7 of the Agreement 
establish a direct link between the commitment 
regarding the integration process and some of the 
other obligations, e.g., to achieve improved 
access to markets for textiles and clothing 
products through the reduction of tariff and 
non-tariff barriers, and to apply policies relating 
to fair and equitable trading conditions in such 
areas as dumping, subsidies and protection of 
IPRs. Some importing developed countries 
interpret these provisions as linking the integra- 
tion process to further tariff concessions by 
exporting developing countries on their import of 
textiles from developed countries, and their 
compliance with other agreements in the Final 
Act. The developing exporting countries on their 
part are not, as a matter of principle, prepared to 
pay for the phasing out of a scheme which is 
illegal and a derogation from GATT. 

Whle existing MFA restrictions are being 
phased out, new restrictions of a discriminatory 
nature, are permitted under the provision on 
'transitional safeguards', to be applied to products 
which are still under MFA restrictions. There is 
an increasing evidence of the developed countries 
resorting to these safeguards. Almost simulta- 
neously with the announcement of the integration 
of unrestricted products on January 1, 1995, the 
United States called on th'e exporting countries to 
exercise voluntary restraints on their exports 
considered sensitive by the United States, failing 
which they would be subject to the US quotas. 
During the short period of the existence of the 
WTO, the Untied States has initiated 20 actions 
to institute new quotas. Japan which never used 
the MFA is now considering the application of 

transitional safeguards. In terms of market access, 
almost all the developing countries have made 
significant reductions of textiles tariffs and 
several of them have also liberalised their import 
regime autonomously. Their liberalisation com- 
mitments are being fulfilled from the day the 
WTO was established. 

Understanding on Balance-of-Payments 
Provisions of the GA 7T 1994 

This Understanding is more in the nature of an. 
interpretationand extensionof theexisting GATT 
rules than making new rules or establishing a new 
regime altogether. The understanding critically 
affects the position of the developing countries, 
particularly their claim to special and differential 
treatment. Besides, it has been claimed, rather 
erroneously, that since the developing countries 
can go on applying restrictions under Article 
XVIII of GATT, the obligations that they are 
assuming under some of the new regimes esta- 
blished under the WTO, are not at all as onerous 
as they are made out to be. Article XVIII of the 
GATT is entitled: 'Government Assistance to 
Economic Development'. This Article recognises 
a category of countries 'the economies of which 
can only support a low standard of living and are 
in the early stages of development' and extends 
special dispensations to them. This category of 
countries, synonymous with developing coun- 
tries, can, according to this Article, deviate tem- 
porarily from the other Articles of GA7T and 
withdraw or modify concessions or otherwise 
adopt restrictive measures, as a means of gov- 
ernment assistance for economic development. 

Article XVIII of GATThad come to be regarded 
by developed countries as providing for 'free 
riding' by the developing country members of 
GATT. To bring this 'free riding' to an end, 
'Understanding on Balance-of-Payments Provi- 
sions' put the developing countries on par with 
all other members of the WTO, so far as the 
imposition of restrictions on the balance-of- 
payments ground is concerned. By adopting the 
text, the developing countries are now committed 
to giving preference toprice-based measures such 
as import surcharge, import deposit requirement, 
etc., and imposing quantitative restrictions only 
when price-based measures cannot arrest a sharp 
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deterioration in their external payments position. 
Every restriction will have to be notified, expla- 
nation will have to be given as to why price 
measures could not be adopted and a time 
schedule will have to be fixed for the removal of 
restrictive import measures taken for balance- 
of-payments purposes. 

The developing countries had not assumed such 
explicit obligations either under Article XI1 or 
XVII1:B of GATT. Moreover, the entire Article 
XVIII is on 'Governmental Assistance to ECO- 
nomic Development'. The Understanding on 
Balance-of-Payments Provisions makes no 
reference to the problem of development and 
contains no differential or special provisions for 
developing countries. The text of the 'Unders- 
tanding' also contains no provisions equivalent to 
Article XVII1:A and XVI1I:C of GATT which 
enable the developing countries to maintain or 
apply import restrictions for the purpose of pro- 
tecting their infant industries. It is significant also 
that GATS has no similar provision. According 
to Article XI1 of GATS, member countries need 
not offer any liberalisation commitments in their 
schedules in sectors or sub-sectors which in their 
view require to be protected. They are also free 
not to offer any bindings in these, and are free to 
adopt fresh restrictions for protecting their service 
industries. But this is only a technical position. 
Whether they will be able to-do so in practice will 
depend upon their clout as trading nations and 
their consequential bargaining power. So far as 
trade in goods is concerned, the technical position 
is that the whole of Article XVIII is still valid. 
But in reality, with the adoption of the 'Unders- 
tanding', the days of 'free riding' for the purpose 
of applying import restrictions as a form of 
governmental Assistance to Economic Develop- 
ment, are over. Thus, the relief or reprieve that 
the developing countries can claim on the 
balance-of-payments ground, in the application 
of the new regimes under the WTO, is of a very 
limited character. 

VIII. SECURITY AND PREDICTABILITY 

The WTO apparently enhanced security and 
predictability of the international trading system. 
The agreements singled out in this regard are 

those on Dispute Settlement, Safeguards, Anti- 
Dumping and Countervailing Duties, and Subsi- 
dies. 

Understanding on the Rules and Procedures 
Governing the Settlement of Disp~ltes 

The Dispute Settlement Body (DSB) of the 
WTO is claimed to be the central element pro- 
viding security and predictability to the multi- 
lateral trading system. In the GATT provisions 
there was considerable scope for procedural 
delays. Also the offended party could apply 
sanctions without the specific permission of the 
Contracting Parties. In the dispute settlement 
mechanism of the WTO all Member States have 
undertaken a commitment to eschew unilateral 
action and instead use the DSB. A faster and 
definitive time-table has been laid down for 
dispute settlement so that the entire process may 
be completed within 12-15 months. Neither the 
Panel Report nor the verdict of the Appellate 
Review Body can be rejected except by consen- 
sus. Concessions cannot be suspended without the 
authorization of the Dispute Settlement Body. 
Similarly cross-retaliation is allowed only as the 
third stage in a three-step procedure. 

In spite of these elements of certainty and 
predictability, there are several weaknesses in the 
WTO dispute settlement mechanism. Firstly, the 
enforcement of any dispute settlement action will 
depend entirely upon the complaining country's 
willingness and ability to take action on its own. 
If it is not a major trading partner of its opponent, 
its action will be of no avail. This has been very 
effectively, rather blatantly, brought out in an 
editorial of the New York Times of 23 July, 1994. 
The editorial says: The United States has so much 
leverage that it has little to fear from retaliation; 
in fact, the WTO would not change the dynamics 
of trade for any strong industrialised nation. 
Currently, the United States can block any unfa- 
vourable rulings and, while complaining coun- 
tries can still retaliate, they rarely do  so out of fear 
of triggering a self-destructive trade war. The 
same fear will govern retaliation under the World 



VOL. 9 NO. 4 AN UNEQUAL TREATY 

Trade Organisation even though the United States Agreement on Safeguards 
cannot resort to the legal necessity of blocking 
unfavourable rulings. Safeguards against serious injury to domestic 

industry due to a sudden spurt in the imports of a 
Throughout the negotiations and following the particular product were originally provided for in 

establishment of the WTO, the United.States has Article XIX of GATT. Under this Article, a 
insisted that nothing in the WTO requires it to Contracting Party is allowed to impose restric- 
give up taking recourse to Section 301 of its Trade tions or withdraw concessions in order to remedy 
~ ~ t .  fact, Japan, the Eu, India and Pakistan the ~ituation. However, such safeguard measures 
have been threatened by action under 301 since must be applied on a non-discriminatory basis and 
the establishment of the wT0. The ~~~~~h only after it has been demonstrated that a serious 

Government has proposed that the EU adopt a injury has been or is threatened to be caused to 
the domestic industry. There are also provisions provision of 301' The consequences for international survei]]aince of such measures 

be in spite of the WTo's DSB' and for the affected Contracting Party, after due country secure against a strong process of consultation, to demand compensation 
panner which decides lo act as a The or failing that, to take retaliatory action by with- 
ultimate sanction in the new dispute settlement drawing, suspending or altering concessions. 
mechanism remains the same as in the GATT, i.e., 
denial ofmarket access. This is hardly an effective Over the years, the major trading powers 
instr~ment for a country with a small market or resorted to restrictive measures outside GATT, on 
under various kinds of Pressure, to use. It is the basis of voluntary agreements, often imposed 
suggested that the Understanding on Dispute through pressure. The Multi-Fibre Agreement 
Settlement needs to be amended to incorporate a was the quintessential example of such measures. 
provision on collective sanction. However, the Other measures which came to be known as 'grey 
dominant trading powers would never agree to area measures' included voluntary export 
such an amendment and no amendment to the restriction, orderly marketing arrangements, 
Understanding on Dispute Settlement can be price monitoring system, etc. These measures are 
made without their approval. The only area in clearly illegal, as they are taken outside GATT. 
which sanction can be is Nor do they conform to the basic provisions of 
breach of or threat to peace, under Chapter VII of Article XIX as they are discriminatory in nature, 
the UN charter. H~~~ too, the major political they are bilateral and, hence, beyond international 
powers have brought immunity by virtue of their surveillance and do provide for 'Om- 

veto power as the Permanent Members of the pensation Or 

security Council. They have given themselves a 
The great majority of these measures were taken 

veto in the WTo 'Iso by providing that amend- by major developed countries against the exports 
to the Understanding On of developing countries. As of April 1988, 191 

ment can be made only by consensus. restrictive arrangements were in force covering 

The dispute settlement mechanism of the WTO 
was diluted right in the beginning when the USA 
added a rider stating that decisions of the DSB 
involving the United States could be reviewed by 
US judges, who would report to the Congress. If 
within five years they found three decisions to be 
unjust, the Congress could authorise unilateral 
action by the United States or even recommend 
that the USA withdraw from the WTO. 

such products as automobiles, transport equip 
ment, steel and steel products, electronics, tem- 
perate zoneagricultural products, textiles outside 
MFA, footwear, machine tools, etc. Nearly 8 0  per 
cent of these actions were taken by EC, USA and 
Canada. According to UNCTAD statistics, 
developed countries subjected some 8 per cent of 
their total imports (excluding fuels) from devel- 
opingcountries andcountriesin transition, to grey 
area measures. 
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The Agreement on Safeguards in the Final Act 
prohibits grey area actions and provides for the 
phasing out of theexisting ones within four years, 
to be extendable for another four years in 
exceptional circumstances. It subjects future 
safeguard measures to certain strict procedures 
like investigation by the importing country which 
will include reasonable public notice to all 
interested parties, publication of the report of the 
investigation, etc. Future safeguard measures will 
be applied generally on an MFN basis. And no 
safeguard action will be taken against a devel- 
oping country which claims not more than 3 per 
cent of the total import of the product being 
subjected to such action (Details of de minimis 
provisions in the Agreements on Safeguards. 
Anti-Dumping Measures and Subsidies are given 
in Appendix I). 

In spite of these improvements, the Agreement 
on Safeguards permits flexibility to the importer 
to allocate its global quota among exporters in 
proportion to the extent of injury caused by them. 
This departure from MFN is permitted in cases 
where imports of a product from certain members 
have increased disproportionately in relation to 
the total increase in imports in a representative 
period. The Agreement lays down that reasons for 
such a departure should be given and consulta- 
tions should be carried out in advance. Yet, it is 
a reversal back to selective safeguards. 

Another weakness of this Agreement is that it 
does not apply to trade in textiles, to GATS and 
to trade in agriculture. The special safeguard 
measure provided in the Agreement on Textiles 
and Clothing maintains the discriminatory ele- 
ment of the MFA for the products which remain 
to be integrated into GATT. Finally, the special 
exemption given to a developing country 
exporting less than 3 per cent of the total imports 
is diluted by the provision that no such exemption 
will be given if collectively these minor suppliers 
account for 9 per cent or more of the total: imports. 

Anti-Dumping Measures and Countervailing 
Duties 

Anti-dumping measures constitute apernicious 
form of protectionism, particularly against the 
developing countries. The entire justification for 
such measures is the price differential. But the 

price differential may be due to natural factors 
relating to the structure and stage of development 
of an economy and may not be attributable at all 
to unfair pricing practices. Besides, the items that 
enter into variable costs may differ from one 
economic system to another. Moreover, anti- 
dumping measures are directed against imports at 
low prices, and the developing countries are 
mostly regarded as the low cost countries. They 
became a favoured protectionist tool in the 1980s 
for the USA, EU and Australia, and developing 
countries were the principal targets. They were 
the subject of 40 per cent of the investigation 
carried out during the period of the Uruguay 
Round of negotiations. 

The very initiation of the anti-dumping action, 
irrespective of the outcome of the investigation, 
inflicts damage on the exports. Provisional duties 
can be introduced quickly. Even if the final 
finding is that there is no dumping, harm would 
have already been done to the exporter. After a 
negative finding on the allegation of dumping, the 
duties levied provisionally are refunded, but there 
is no compensation for lost trade. And the con- 
tinuation of the anti-dumping investigation quite 
often degenerates into 'voluntary export 
restrictions'. Anti-dumping measures, therefore, 
ought not be a part of any fair and liberal trading 
system. One of the most desirable outcomes of 
the Uruguay Round of negotiations would have 
been, instead of anti-dumping actign, inclusion of 
unfair pricing practices of exporters. 

The text (Agreement on Implementation of 
Article VI of the General Agreement on Tariffs 
and Trade, 1994) lays down more transparent and 
detailed norms with regard to all the three stages 
of the anti-dumping procedures, i.e., the estab- 
lishment of the existence of dumping, demon- 
stration of in!ury caused by dumping, and the 
causal relationship between the two. The text also 
has de minimis provision according to which 
anti-dumping proceedings will be terminated if 
dumping price margins do not exceed 2 per cent 
or if dumped imports constitute less than 3 per 
cent of the total import of the product. However, 
there are many features in the text on this subject 
which will make anti-dumping action easier to 
resort to, for protective purposes. 
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Firstly, the text retains the use of constructed 
value in price comparison and in the calculation 
of dumping margins. This lends itself to conti- 
nued protectionist abuse of anti-dumping 
measures. Secondly the new procedures still 
allow the use of arbitrary profit levels, and do not 
require a minimum period for the allocation of 
start-up costs. Thirdly, the new text introduces the 
concept of cumulative effect on the domestic 
industry and permits a country to take action, 
without further investigation, against parts sent 
for the assembly of an item already subject to 
countervailing duty. Fourthly, the text provides 
for the possibility of one country asking another 
to start anti-dumping procedures on imports from 
a third country on the ground that these are 
damaging its own exports. Fifthly, this is going 
to be the only agreement to be administered by 
the WTO to which the common dispute settlement 
procedure will not apply. A last minute modifi- 
cation introduced by the United States does not 
grant authority to the WTO Panels to challenge 
the substance of a national investigation [Agosin, 
et al., 1995, p. 303. Therefore, the new anti- 
dumping regulations will remain subject to dis- 
cretionary interpretation in national laws. De 
minimis provisions are not of much value because 
they are set at extremely low levels, are close to 
the existing practices of the users of anti-dumping 
measures, and are expressed in terms of per- 
centages of total imports and not total consump- 
tion. 

Since the new text is lawyer-intensive, the 
developing countries would not have the capa- 
bility to contest the anti-dumping procedures 
which will remain a rich country's trade remedy. 
Many analysts believe that as MFA is phased out, 
the new anti-dumping procedures may become 
the most convenient device to restrict the imports 
of textiles and clothings [Agosin, et al., 1995; 
Weston, 1995al. Whereas in the pre-WTOperiod 
they still formed part of avoluntary code to which 
very few developing countries had acceded, in the 
WTO they are part of the package which all 
Member States must accept. 

Agreement on Subsidies 

Agreement on subsidies is another area in which 
the developing countries have emerged worse off 

from the Uruguay Round. No doubt, there arc 
someelementsof clarity introduced in classifying 
subsidies in three categories - prohibited, 
actionable and non-actionable - in defining the 
actionable subsidies in quantitative terms, and in 
laying down more stringent norms for imposing 
countervailingduties. Another redeeming feature 
from the point of view of India is a provision 
enabling countries with a per capita GNP below 
$ 1,000 to continue to subsidise. But these pro- 
cedural improvements and this temporary 
exception to a group of countries is totally 
neutralised by the qualitative changes effected by 
the Agreement, in the pre-WTO system of export 
subsidies. In the old system, the developing 
countries were free to subsidise their exports. The 
only limitation was the resources that they could 
muster for this purpose. Several of these countries 
used subsidies as an important component of their 
strategy for export-led growth. 

The Agreement on Subsidies dramatically 
changes the whole situation in two important 
respects. Firstly, it categorically prohibits direct 
subsidies on exports and those on the use of inputs 
for production of goods for exports. Further, it 
makes actionable or subject to countervailing 
measures, non-trade subsidies which are not for 
development and other general purposes, but 
which are specific to certain enterprises or 
industries and which have an effect on export 
prices. All existing prohibited subsidies must be 
phased out within 5 years. The low-income 
countries are required to eliminate their subsidies 
within 8 years after they achieve a position of 
export competitiveness. Thus the developing 
countries adopting an outward-oriented indus- 
trialisation strategy will not be able to resort to 
subsidies, as applied by such successful 
economies as Japan, Republic of Korea, Taiwan, 
etc. Most of the developing countries are already 
being forced under the structural adjustment 
programmes to phase out their subsidies; but the 
Agreement on Subsidies would further limit their 
option. This will become a classic case of cross- 
conditionalities as the WTO will be utilised to 
reinforce the FundBank conditionality to 
eliminate subsidies. Finally, whereas the Tokyo 
Round Subsidy Code was applicable only to the 
signatories, the Uruguay Round Agreement is 
applicable to all Member States of the WTO. 
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IX. THE WOKI,D TRADE ORGANISATION 

Towards the end of the Uruguay Round of 
negotiations, came the proposal for the estab- 
lishmcnt of a comprehensive over-arching orga- 
nisation to administer all the agreements reached 
during the negotiations. Neither Punta del Este 
Declaration nor the 1988-89 Mid-Term Review 
Agreement foresaw that the results of the Uru- 
guay Round would be implemcnted through the 
establishment of a new organisation. The 
proposal had been mooted in 1990 by the Euro- 
pcan Community and, separately, by Canada and 
supported by other major industrialisedcountries. 
The developing countries had been generally 
opposed to the idea of establishing a compre- 
hensive trade organisation within the framework 
of GATTbecause their objectivehadbeen to work 
towards converting UNCTAD into an interna- 
tional Trade Organisation of the kind envisaged 
in the Havana Charter. 

Towards the closing stages of the negotiations, 
when the developing countries had yielded on 
most of the substantive issues and when they had 
become even more vulnerable than they were in 
the early 1980s, the idea of a comprehensive 
international trade organisation within the GATT 
framework was sprung upon them. And here also, 
as in the substantive negotiations, all the shots 
were called by developed countries and the 
developing countries bent their efforts mainly at 
minimising the damage. 

The Draft Final Act proposed by the then 
Director General of GATT, Arthur Dunkel, 
included as its integral part, the text of an 
Agreement Establishing a Multilateral Trade 
Organisation (MTO). It remained so until the 
Final Act was approved by representatives of 
governments in December, 1993. However, at the 
instance of the USA, the MTO was changed into 
WTO before the Marrakesh Meeting. The USA 
apparently thought that the nomenclature could 
override the substantive content of treaty and that 
a WorldTrade Organisation (WTO) would permit 
the US Congress and Administration greater 
leeway in international trade policy than a Mul- 
tilateralTrade Organisation (MTO) could do. The 
organisational structure of the'WTO is shown in 
Chart 1.  

The purpose of the WTO is spelled out in the 
Preamble and Article I1 of the Agreement Esta- 
blishing the WTO. Paragraph 1 of Article 11 reads: 
The WTO shall provide the common institutional 
framework for the conduct of trade relations 
among its members in matters related to the 
agreements and associated legal instruments 
included in the Annexes to this Agreement. 

Article 111 defines the functions of the WTO 
which include the implementation, adrninistra- 
tion and operation of all the multilateral trade 
agreements included i n  the Final Act, as well as 
the administration of the Rules and Procedures 
governing the Settlement of Disputes and of the 
Trade Policy Review Mechanism. 

The GATT Secretariat was set up as an interim 
arrangement pending the establishment of the 
I T 0  provided for in the Havana Charter. Since 
the IT0  never came into being, GA?T remained 
an interim arrangement and was not recognised 
as a properly constituted international organisa- 
tion. One of the purposes of the WTO is, therefore, 
to provide the long-awaited institutional abode 
for GATT. For several developed countries, it  
must also have been designed to pre-empt 
UNCTAD from developing into an IT0 or pre- 
empt the establishment of ITOperse for keeping 
the international trade regime firmly under the 
control of the major industrialised countries and 
keeping it within an institutional framework in 
which these countries can effectively retaliate. 

The WTO will administertheunderstanding on 
Dispute Settlement which provides for cross- 
retaliation. Article 22(3) of the Understanding 
lays down that 'the general principle is that the 
complaining party should first seek to suspend 
concessions in the same sector ....'; and if it 
considers that 'it is not practicable or  effective' 
to do so then 'it may seek to suspend concessions 
.... in  other sectors under the same agreement'; 
and if that is also 'not practicable or effective it 
can suspendconcessions . . . under another covered 
agreement'. 

The flexibility provided for cross-retaliation 
can be deemed to be almost a priori exhausted. 
Taking for example the area of services. since 
developing countries will find it extremely 
difficult to enter the services markets of the 
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developed countries, the latter will not be able to 
retaliate in the services sector against non- 
compliance of the obligations of developing 
countries in that sector. Similarly, the developed 
countries cannot retaliate against the developing 
countries in the area of TRIPS because the latter 
have taken out very few patents. So the entire 
burden of retaliation for acts of non-compliance 
by developing countries in the services and 
TRIPS sectors will fall on their exports of goods 
to developed countries. Through its provision on 
cross-retaliation, the WTO in a sense legitimises 
and unjversalises Section 301 ofthe US Trade and 
Competitiveness Act which also provides for 
cross-retaliation, The United States will still be 
able to apply 301 in the trade fields not covered 
by the WTO, in economic fields other than trade, 
and in non-economic fields. 

The developing countries should not be under 
any illusion that they can also use the cross- 
retaliation provision of the WTO. Because of the 
lower stage of their economic growth, with its 
associated need to import from developed coun- 
tries in order to keep up the tempo of economic 
growth, and also due to their weak bargaining 
position, the developing countries were seldom 
able to retaliate under Article XXIII of GATT. It 
is indeed a wishful thinking to believe that they 
would now be able to retaliate simply because 
there are now alternative sectors of retaliation. 

Another important purpose of the WTO seems 
to be to compel all Memlier States to accept each 
one of the agrecments negotiated under the 
Uruguay Round. Either a country accepts without 
reservations all the instruments covered by the 
WTO or is condemned to remain outside the 
international trading system. It appears that if a 
country does not become a member of the WTO, 
it  will lose its membership of the GATT, because 
the G A m ,  as amended before the entry into force 
of the WTO and as supplemented by various 
Understandings reached during the Uruguay 
Round negotiations, is now a part of the WTO. 

Another purpose of WTO is to give enhanced 
visibility and stature to the international trading 
system, by strengthening its legal basis through 
greater transparency, more clear-cut obligations 
and better enforceability, and by raising the for- 
mal status of the organisation through biennial 

Ministerial Conferences. Another step taken in 
this direction is to make the new organisation 
more overtly a part of the dominant international 
economic policy system consisting of the World 
Bank and the IMF. 

Significant changes have also been made in the 
minimum voting requirements for taking deci- 
sions on major issues. As was the case with 
GATT, the WTO will continue the practice of 
decision-making by consensus. However, where 
a decision cannot be arrived at by consensus, the 
matter at issue will be decided by voting on the 
basis of one-member-one-vote principle. Deci- 
sions of the Ministerial Conference and the 
General Council will be taken by a majority of 
the votes cast. However, on very important mat- 
ters, much larger majorities will be required for 
taking decisions. For example, for decisions on 
an interpretation of a WTO provision and on 
granting waivers, a three-fourths majority of the 
entire membership will be requil-cd. There are 
three issues on which decisions will have to be 
taken by consensus. These are: amendments to 
the MFN clause in any agreement; amendment to 
the Understanding on Rules and Procedures 
Governing the Settlement of Disputes; and on the 
rejection of a panel Report or of the ruling of an 
Appellate Body. Decisions on other amendments 
or on a country's accession to the WTO will be 
taken by a two-thirds majority of the Members 
(and not those present and voting). 

The WTO will deprive the GATT Contracting 
Parties of their basic right under GATT of non- 
discriminatory access for their exports of goods 
in other member countries' markets. According 
to Article XXX of GATT, the basic provision of 
GATT under Article I cannot be amended without 
unanimity. But with the entry into force of the 
WTO, Article I will stand amended, because its 
enjoyment will become conditional upon a Con- 
tracting Party accepting new obligations in the 
fields of Services, TRIPS, TRIMS, etc. The 
provision of cross-retaliation under WTO is the 
specific measure through which the dilution of a 
Contracting Party' srightsunder Article 1 will take 
place. 
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The Agreement on the WTO provides that new 
agreements imposing fresh obligations on mem- 

,hers can be incorporated by a decision by a 
two-thirds majority. Any member refusing to 
accept such a decision can be expelled by a 
three-fourths majority. The inability of aMember 
State to bring its domestic legislation in confor- 
mity with the relevant WTO agreements can also 
result in its expulsion by a two-thirds majority. 
Thus, amember can be deprived of its rights under 
Article I of GATT for its failure to comply with 
the provisions of any agreement covered by the 
WTO or with any fresh agreement under the 
WTO. 

One of the functions of the WTO, as defined in 
Article 111 (5) ,  is: 'With a view to achieving 
greater coherence of global economic policy- 
making, the WTO shall co-operate, as appropri- 
ate, with the International Monetary Fund and 
with the International Bank for Reconstruction 
and Development and its affiliated agencies'. The 
term 'achieving greater coherence in global 
economic policy-making' has been elaborated in 
a Declaration adopted on this subject at the 
Marrakesh Meeting. The Declaration describes 
how 'the positive outcome of the Uruguay Round' 
itself constitutes a 'major contribution towards 
more coherent and complementary international 
economic policies'. It underlines the need on the 
part of the international institutions concerned 'to 
follow consistent and mutually supportive poli- 
cies'. Finally, it invites the Director-General of 
the WTO to review with the Managing Director 
of the IMF and the President of the World Bank, 
'the implications of the WTO's responsibility for 
its co-operation with the Bretton Woods institu- 
tions, as well as the forms such co-operation 
might take, with a view to achieving greater 
coherence in global economic policy-making' . 

The decision of the WTO to single out the IMF 
and the Bank for co-operation in ensuring 
coherence of global economic policy-making 
appears to be a move towards collaborating with 
these institutions for applying cross- 
conditionalities in the areas of money, finance and 
trade. While the Marrakesh Declaration 
emphasises the need to avoid 'the imposition on 
governmentsofcross-conditionality or additional 
conditions', given the present policies of the Fund 
and the Bank and those of the major industrialised 

countries, it is difficult to visualise how the WTO 
can collaborate with the Bretton Woods Institu- 
tions in ensuring coherence in global economic 
policy-making without getting involved in their 
conditionalities which are becoming increasingly 
more rigid and assuming new forms. There is a 
real danger that the financial power of the Bretton 
Woods institutions and the stronger bargaining 
power of the developed countries will be utilised 
to enforce mainly on the developing countries the 
rules of the WTO, while leaving the stronger 
trading powers wide latitude to apply restrictive 
trade measures. 

Article I11 (2) of the Agreement establishing the 
WTO reads: 'The WTO may also provide a forum 
for further negotiations among the members 
concerning their multilateral trade relations, and 
a framework for the implementation of the results 
of such negotiations ...'. The major economic 
powers intend to use WTO as a forum of perpetual 
negotiation rather than keep re1 ying o n  periodic 
rounds of negotiations, for addressing issues 
related to each other's internal policy, and other 
domestic regulatory policies as well as environ- 
ment protection and labour standards. Even an 
agenda for continuing negotiation has been laid 
down. Future negotiations are going to be con- 
cerned more with harmonising standards to bring 
them to the levels of those prevailing in or desired 
by developed countries and with establishidg new 
regimes, than for horse-trading for the purpose of 
wresting trade concessions. 

Relations with the United Nations 

The intention of those who have been instru- 
mental in setting up the WTO is to snap even those 
links which existed between the United Nations 
and GATT. GATT was the outcome of the 
Havana Conference which was summoned under 
a decision of the Economic and Social Council. 
The GATT Secretariat came into being in terms 
of the mandate of the Interim Committee for the 
International Trade Organisation (ICITO) which 
was set up by the United Nations in 1948 pending 
the establishment of the ITO. The first meeting of 
the GATT Contracting Parties was convened by 
the Secretary-General of the United Nations, as 
provided for in Article XXV (2) of GATT. No 
formal agreement was ever concluded between 
the United Nations and GATT, the latter being an 
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interim arrangement and not a full-fledged 
international organisation. For all intents and 
purposes, GATT functioned as an independent 
international organisation outside the UN system. 

But the WTO has decided to cut even the 
vestigial umbilical cord that existed between 
GATT and the United Nations. The WTO 
Agreement will be deposited with the Director 
General o f  WTO and not with the Secretary- 
General of the United Nations, as was the case 
with GATT. The WTO has been entrusted with 
the task of co-operating with the IMF and the 
World Bank 'with a view to achieving greater 
coherence in global economic policy-making'. 
According to the UN Charter, it is the UN's 
responsibility to formulate global macro- 
economic policies and strategies which the spe- 
cialised agencies, including the WTO, IMF and 
World Bank, should follow. They should also 
regularly report to the UN and agree to their own 
activities and policies being co-ordinated by the 
UN. In the WTO Agreement, there is not even a 
separate mention of the UN which is grouped 
among 'other international organisations' . 

Subsequent developments indicate that major 
economic powers, Members of the WTO, are not 
interested in bringing the WTO within the UN 
system. Links of across-the-board co-operation 
have already been forged with the Fund and the 
Bank. But so far as the UN is concerned, the WTO 
has only made arrangements with individual 
agencies and the UN bodies like the WIPO, ILO, 
ITU, UNCTAD and ITC for consultations and for 
assistance in helping Member States, particularly 
the developing ones, in their transition to the new 
WTO rules and regimes. 

Article 57 of the UN Charter makes it obligatory 
for organisations like the WTO to be brought into 
relationship with the United Nations. Article 58 
of the UN Charter provides that the UN 'shall 
make recommendations for the co-ordination of 
the policies and activities of the specialised 
agencies'. The WTO is a specialised agency as 
defined in ~ r t i c l e  57. Hence, it is incumbent upon 
the UN to bring the WTO into relationship with 
the United Nations and make recommendations 
for the co-ordination of its policies. However, the 
United Nations is nothing but the totality of 
nations constituting the membership of the United 

Nations. And the same nations more or less 
happen to constitute the membership of the WTO 
also. It is up to these members to uphold the 
Charter and compel the WTO to become one of 
the specialised agencies of the United Nations and 
to accept such obligations as may be imposed 
upon it by the United Nations in terms of Article 
58 of the Charter. 

Relations with UNCTAD 

The UNCTAD was conceived as an approxi- 
mation to the ITO. At the first session of the 
UNCTAD in 1964, the developing countries 
wanted to establish an ITO. But as there was no 
consensus, they were reconciled to establishing 
UNCTAD as a body of the United Nations and 
decided to work through the UNCTAD for the 
eventual establishment of an ITO. This ultimate 
institutional goal is reflected in the General 
Assembly resolution (number) 1995 (XIX) esta- 
blishing the UNCTAD. The mandate of UNC- 
TAD covered many of the subjects which were 
dealt with in the HavanaCharter and which would 
have come within the scope of ITO. These 
included the problem of commodities, develop- 
ment, restrictive business practices, etc. How; 
ever, UNCTAD was not created as  a specialised 
agency as the I T 0  was intended to be; UNCTAD 
functioned under the authority of the General 
Assembly. 

Like GATT, the WTO is  also no ITO, and given 
its mandate and the present thinking on interna- 
tional economic co-operation, it is unlikely to 
become one. The major developed countries are 
simply not prepared to give to any international 
organisation an interventionist mandate such as 
was implicit in the Havana Charter. Besides, the 
developed countries can be expected to bring only 
those issues to the WTO on which i t  is possible 
to establish rule-based regimes offering possibi- 
lities of retaliatory action. Many of the subjects 
that were included within the objectives and 
functions of I T 0  and have been dealt with by 
UNCTAD, do  not lend themselves to such a 
treatment. Examples are development strategies, 
the problem of poverty alleviation, commodities, 
resources transfer, debt, technology, etc. In these 
areas nations can accept only moral commitments 
in the interest of human solidarity, and guidelines 
and norms for the conduct of their policies. It is 
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not possible to bind the developed countries with the private barriers tomarkets, mainly the barriers 
contractual obligations in these areas, with the created by the transnational corporations, who 
possibility of retaliatory action to enforce corn- persistently - and almost as a matter of policy - 
pliance. violate norms of competition. There areexamples 

There has been a systematic and concerted 
effort by major developed countries on the one 
hand, to downsize the more democratic bodies 
like UNCTAD, the Economic and Social Council 
and the UN General Assembly and, on the other 
hand, to strengthen and further build up the role 
and functions of organisations like the IMF and 
World Bank, where decisions are taken on the 
basis of weighted voting, and GA?T/WTO, 
where major industrialised nations can use their 
economic muscle to retaliate and cross-retaliate. 
This evolution appears to be a part of a grand 
design to perpetuate the stranglehold of these 
nationsover international global economic power 
structure, particularly on theinternational trading, 
financial and monetary systems. They intend to 
use the instrumentaliiy of WTO and the other 
means they have devised recently, to achieve this 
purpose. These include: various conditionalities 
for providing aid and giving trade concessions; 
pursuing the objective of non-proliferation of 
weapons of mass destruction on a discriminatory 
basis; establishment of ad hoc discriminatory 
regimes for controlling the transfer of dual- 
purpose technology, equipment and material; and 
increasing interventions in the domestic affairs of 
developing countries on the so-called humani- 
tarian grounds. 

X. NEW ISSUES FOR NEGOTIATION 

The inclusion in the Uruguay Round negoti- 
ations of new issues, which are trade-related in a 
very tenuous way, has opened the way for similar 
other new issues to be brought on the agenda of 
t h e  WTO. Among them, the three which are most 
important and of immediate concern to the 
developing countries are: trade and environment, 
trade and labour standards or the 'social clauses', 
and competition policy. 

As regards competition policy, the basic ratio- 
nale of trade liberalisation is the encouragement 
of competition. Following the reduction or 
removal of governmental trade barriers, the 
logical step forward in the progressive liberali- 
sation of international trade will be to dismantle 

of foreign patent-holders having abused their 
monopoly power to penetrate foreign market and 
to indulge in over-pricing and transfer pricing, 
and having raised barriers to the entry of com- 
peting firms. There is now a more frequent resort 
than before to restrictive business practices and 
to cartels andcollusions on a global scale, because 
of the current gaps in the national and interna- 
tional anti-trust laws and the absence of an 
international regime on this subject. 

The fact that several of the practices of business 
enterprises constitute barriers to trade has been 
recognised and provisions made on how to deal 
with them, in the GATS and the Agreement on 
TRIPS. However, these provisions are mainly in 
the nature of granting flexibility to governments 
to restrict such practices in their national laws and 
calling upon governments to respond to requests 
forconsultations. There are no provisions in terms 
of specific obligations imposed on Member 
governments. On the whole, Uruguay Round 
Agreements address competition issues in a 
piecemeal and ineffective manner. Besides, they 
do not deal with such anti-competition practices 
as export cartels, market exclusion, etc. They do 
not provide for any mechanism at the global level 
to monitor restrictive business practices affecting 
competition, let alone establishing an interna- 
tional regime to deal with them. 

There is a long history, beginning from the 
HavanaCharter, of the internationalcommunity's 
effort to evolve an international regime to deal 
with restrictive business practices. A Set of 
Multilaterally Agreed Equitable Principles and 
Rules for the Control of Restrictive Business 
Practices was negotiated in the UNCTAD and 
adopted unanimously by the UN General 
Assembly in 1980 (Resolution 35/63). The res- 
olution provided for the creation of an UNCTAD 
Inter-Governmental Expert Group on Restrictive 
Business Practices. The Set is not legally binding, 
but it was expected to be a stepping stone to the 
elaboration of a legally binding instrument on 
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competition linked to the rules ofthe international 
trading system. However, the process of moving 
towards legally-binding instrument, the UNC- 
TAD Draft Code of Conduct on Transfer of 
Technology and the UN Draft Code of Conduct 
for Transnational Corporations, have got 
derailed. 

In the Uruguay Round negotiations, the deve- 
loping countries should not have accepted the 
extension of international trade laws to invest- 
ment measures without extending the laws of 
competition to investment. Similarly, in the 
negotiation on GATS, they should have insisted 
that developed countries should take all possible 
measures, by legislation or otherwise, to ensure, 
within theirjurisdiction, that service suppliers do 
not engage in unfair trade practices, and that 
international standards and disciplines for the 
control of such practices and a multilateral 
mechanism to enforce such standards and disci- 
plines are expeditiously put in place. 

At Marrakesh, competition policy was included 
among the priority items for discussion in the 
WTO, though it has not been put formally on the 
WTO agenda. This is partly because there is a 
wide gulf separating the positions of developed 
and developing countries on this issue, which is 
inherent in their respective interests and is yet to 
be articulated fully and publicly. The work done 
in the UNCTAD and the UN Centre for Trans- 
national Corporations provides a good basis to 
build a competition policy at the international 
level. India should take the initiative to mobilise 
the support of developing countries for the 
inclusion of this subject as a principal item on the 
agenda of the developing countries for urgent 
negotiation under the WTO. Another issue 
relating to competition policy is the formulation 
of competitive laws to replaceanti-dumping laws. 
Some regional trade agreements have already 
eliminated anti-dumping duties on intra-regional 
trade, by extending the scope of competition 
policy. Since the developing countries are the 
worst sufferers from anti-dumping measures, 
they should take the initiative of replacing such 
measures by an internationally agreed competi- 
tion policy. 

The developed countries have already suc- 
ceeded in including on the WTO agenda the 
question of trade and environment and are making 
strenuous efforts to include an item on trade and 
labour standards. These two subjects raise some 
common issues, notably whether the trade rules 
should govern the production process, and 
whether the interest of the developed countries in 
seeking discussions on these subjects really arises 
out of their concern for the environment and the 
human rights of the workers in the Third World 
countries or these are merely a disguise for 
neo-protectionism. The entire edifice of the 
GATT rules has been held together by the concept 
of 'like products'. There is adanger of this edifice 
coming apart if GATTIWTO rules are applied not 
on the basis of like products but on the basis of 
the process of production, i.e., the manner in 
which technology and factors of production are 
employed for the manufacture of like products. 
The G A n  panel verdict on the US-Mexico 
tuna-dolphin case was that technical standards 
governing the production process go well beyond 
the present GATT notion of like products. 

The rise of the protectionist wave in the 
developed countries has been mainly due to the 
long-postponed adjustments in their industries in 
order to create space for competitive products 
from developing countries. Moreover, recently 
these countries, particularly the United States, 
have become concerned about the marked dete- 
rioration in the relative earnings of their unskilled 
labour, which they are attributing to cheap 
imports from low-cost countries. In the Uruguay 
Round, the developed countries have agreed to 
phase out the restrictive and discriminatory sys- 
tem of Multi-Fibre Agreement. They have agreed 
on Safeguards, Anti-Dumping and 
Countervailing measures which are more trans- 
parent than before. As a part of the Agreement on 
Safeguards they have also agreed to phase out 
grey area measures which were taken outside 
GATT to restrict imports of competitive items, 
other than textiles, from developing countries. 
Hence, the developed countries are concerned 
that with the commitment for liberalisation 
assumed by them under the  Uruguay Round, their 
flexibility to protect their industries against 
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competitive imports from developing countries is 
substantially reduced. This is an important factor 
pushing the governments of the developed 
countries to reintroduce protection through the 
backdoor by linking environmental and labour 
standards with trade. 

The main economic argument given by deve- 
loped countries is that free trade acts as a conduit 
for a downward harmonisation of environmental 
and labour standards, as the enterprises are 
encouraged to produce in countries and regions 
where environmental and labour standards are the 
lowest. Hence, there is a need of an upward 
harmonisation of these standards and linking 
them to trade. The basic argument against this 
linking of trade with environment and labour 
standards is that the norms and standards of 
environment and labour are a function of the stage 
of development of the economy. To impose on 
low income countries environmental and labour 
standards prevailing in advanced countries 
would, internally, artificially raise their costs of 
production and, externally, extinguish their 
comparative advantage in the export sector. 

The developed countries have also argued that 
lower labour standards in developing countries 
give these countries an unfair advantage in trade 
which aggravates the unemployment situation in 
developed countries. However, as the latest 
UNCTAD Trade and Development Report ( 1  995) 
argues, the occurrence of twin phenomena of 
rising unemployment in developed countries and 
growth in their imports from developing countries 
is a mere coincidence. Not all manufactured 
exports from developing countries are labour- 
intensive. Neither does their competitive advan- 
tage always derive from cheap labour. Besides, 
empirical studies show that the quantitative 
impact of environmental and social dumping is 
quite small. As regards the decline in the relative 
wage levels of unskilled workers in developed 
countries, several studies have shown that the 
decline is due to skill-based technological change 
rather than cheap imports from developing 
countries [Krugman and Lawrence, 1993; 
Bhagwati and Kosters, 19941. 

Furthermore, there is wide variation among 
developed countries themselves in the environ- 
mental and labour standards applied by them. For 
example, workers' participation in 
decision-making on the operation of the plant is 
more wide-spread in Europe than in the United 
States. Coming to international labour standards, 
each international convention laying down such 
standards, has its own qualifications and limita- 
tions. Most of these standards make allowance for 
countries at lower levels of development. The 
international organisations where these conven- 
tions have been adopted have devised procedures 
and mechanisms of their own to seek the 
implementation of these conventions. There are 
also commensurate legislations and mechanisms 
at the national level. There is no reason why all 
these arrangements should be disregarded and 
these norms and standards should be incorporated 
into the WTO, unless the objective is to seek their 
implementation through the WTO retaliation 
procedure. 

International trade is only one of the factors 
affecting the economic and social conditions of 
workers in both developed and developing 
countries. If the real concern is the social condi- 
tions of workers, then all these factors, and not 
only international trade, must be taken into 
account. The fact that the social condition of the 
workers is not the real concern is also demon- 
strated 'by the following: Firstly, international 
labour standards do not cover the unorganised and 
informal sectors where more than 90 per cent of 
the Indian workforce is concentrated. Secondly, 
workers engaged in trade-related production 
constitute only a small percentage of workers in 
the entire production activity. Thirdly, the trade 
restrictive effect of the insertion of the social 
clause in the WTO will adversely affect the 
interest of workers in both, the developed and 
developing countries. In the developed countries, 
higher import costs may have an adverse effect 
on GNP and on the real wages of the workers. In 
the developing countries, it will artificially raise 
labour costs which will have a negative effect on 
output, exports and hence employment opportu- 
nities in these countries. Fourthly, linking labour 
standards with trade targets only those developing 
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countries which have succeeded in building 
competitive advantages in certain lines of exports 
over developed countries, not those developing 
countries which do not pose a competitive threat 
and where labour standards are either non- 
existent or wantonly violated. 

In any event, there is no justification for seeking 
an equalisation of wage levels across the countries 
of the world. There can be no globalisation of 
wage levels without the globalisation of the levels 
of development and technology. The highly 
industrialised countries have a deliberately con- 
trived ambivalent attitude on the issue of the 
globalisation of wage levels. Recently, the 
Deputy Assistant Secretary, International Labour 
Affairs, US Department of State, referred to the 
desirability of 'levelling the playing field by 
reducing wage differentials' and, in the same 
breath, mentioned that 'the USA is not seeking to 
deny the principle of comparative advantage 
based on lower labour costs in developing 
countries'. 

Moves towards bringing new areas under 
GATTIWTO discipline have proceeded very fast 
since the adoption of the Final Act. In particular, 
the consideration of the link between trade and 
the environment has progressed rapidly. At 
Marrakesh, it was decided to direct the first 
meeting of the WTO General Council to establish 
a Committee on Trade and Environment after the 
entry into force of the WTO, which should report 
to the first Biennial Meeting of the Ministerial 
Conference. Pending the convening of the first 
meeting of the General Council, the work of the 
proposed committee was carried out by a Sub- 
committee of the Preparatory committee of the 
WTO. The terms of reference of this 
Sub-committee were laid down in considerable 
detail and depth in a Decision taken at the Mar- 
rakesh Meeting. The Sub-committee and subse- 
quently the full-fledged Committee on Trade and 
Environment, established after the entry into 
operation of the WTO, have made considerable 
progress in their work. 

As in the case of TRIPS, the UN specialised 
bodies whose sole vocation is to deal with these 
subjects, i.e., UNEP for environmental standards 
and ILO for labour standards, are being side- 
stepped and an attempt is being made to establish 
the new regimes in the WTO. This is because the 
WTO Agreement provides for retaliatory sanc- 
tions for the enforcement of these standards, 
whereas no UN specialised body is equipped to 
impose such a sanction or with any other really 
effective instrument of enforcement. Starting 
from the Havana Conference in 1948, persistent 
efforts have been made to bring the question of 
labour standards into the discussion of trade 
issues. The Havana Charter recognised that 'un- 
fair labour conditions, particularly in the pro- 
duction for exports, create difficulties in 
international trade'. There was, however, no 
provision in the Charter on an international 
regime for linking trade with labour standards. 
The USA tried in 1979, 1987 and 1990, to get 
labour standards discussed in GATT, but was 
unable to forge a consensus in favour of its 
proposal. The international labour standards 
which the major developed countries want to be 
included in the trade regime under the WTO are: 
(a) Freedom of Association (ILO Convention No. 

87). 
(b) Right to Organise and to Collective Bar- 

gaining (No. 98). 
(c) Forced Labour Convention (No. 29). 
(d) Equal Remuneration Convention (No. 100) 
(e) Minimum Age Convention (No. 1 1 1). 

The developed countries are exerting tremen- 
dous pressure to get the link between trade and 
labour standards .widely accepted. In this, the 
Governments of the countries of the North have 
been joined by their transnational corporations, 
their trade unions and their non-governmental 
organisations (NGOs) active in the field of 
environment and human rights. There is also 
pressure from their legislatures, including the  US 
Congress and the European ~arlianient, to apply 
restrictions on imports from developing countries 
which do not apply stipulated labour standards. 
Appropriate provisions on this, subject are 
included in the NAFTA and in the Treaty esta- 
blishing the European Union. Observance of 
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minimum labour standards has been put in the US a global scale and command the largest possible 
preferential scheme as a condition for granting resources and markets, to be able to stay ahead in 
preferences. The World Bank includes environ- competition. This calls for merger of markets 
mental assessment as a part of its project devel- which has been the motivating force behind the 
opment and appraisal, and a 1994 US legislation integration of the European market, NAFTA and 
requires the Bank to include compliance with various proposals for regional groupings in 
minimum labour standards by the borrowers as a ~~i~ and E~~~ ~ ~ i ~ .  
condition for lending. 

XI. CONCLUSIONS, CRITICAL 
CHOICES AND STRATEGIES 

Conclusions 

The international trading system that has 
emerged from the Uruguay Round is a combi- 
nation of highly qualified and only partially 
liberal multilateralism, discriminatory 
regionalism and arbitrary unilateralism. It bears 
a striking resemblance to the present international 
security system which is acombination of limited 
and qualified multilateralism, regionalism based 
on the outmoded concept of balance of power, and 
arbitrary unilateralism. Besides, there can be no 
truly liberal multilateral trading system until there 
is a curb on restrictive business practices of the 
TNCs. No international regime is envisaged to 
control these practices. 

Nobody now talks about 'free trade'; all that one 
aspires for is 'fair trade'. 'Fair trade' itself has 
become a highly subjective concept and all kinds 
of crimes including adoption of measures, which 
directly contravene the principles of liberal 
trading, are committed in the name of 'fair trade'. 

Another important feature of the nascent 
international trading system is the proliferation of 
discriminatory regionalism. Article XXIV of the 
GA?T permits a departure from the MFN prin- 
ciple for the purpose of establishing a free trade 
area or a customs union. No proposal was made 
during the Uruguay Round negotiations to delete 
or otherwise substantively tamper with Article 
XXIV. While earlier, regionalism was justified 
on the ground of economies of scale and the 
trade-creating effects of regional groupings, 
modern regionalism is technology-driven. Mod- 
ern technology makes it essential to produce on 

Regional integration by definition involves 
practising discrimination against the countries 
outside the integration scheme. The immediate 
and medium-term effect is to discriminate against 
the inflow of goods and services from outside 
countries, and in the outflow of capital and 
technology to these countries. In the longer run, 
the trade-creating effectsof an integration scheme 
are expected to swamp the trade-diverting effect. 
But with the growing complexity of and imbal- 
ances in the world economy and owing to the 
increasing intrusion of non-economic factors, the 
trade-creating effects of a regional integration 
scheme have become highly problematic and 
elusive. As a consequence, the prospects of 
countries outside such schemes are very bleak. 
Most of the countries of Africa and the 'South 
Asian countries today find themselves in this 
situation. Some of these countries have formed 
groupings of their own, but these have not really 
taken off. 

In the post-Second World War reconstruction 
of the international system, Keynes attached 
priority to building first the international mone- 
tary system and then proceeding to put in place 
an international trading system to buttress the 
monetary system. For, he knew that exchangerate 
variations and distortions could neutralise all 
efforts to operate an orderly trading system. 
Today, after the establishment of the WTO, the 
situation is reversed. We have an international 
trading system without there being a worthwhile 
international monetary system. After the trans- 
ition to the floating exchangeratesystem, theIMF 
is no longer discharging the functions assigned to 
it in its statute to regulate exchange rates. An 
international trading system, operating in condi- 
tions of exchange rate volatility, misalignment of 
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currencies and massive-scale, untrammeled 
currency speculation, cannot function in an 
orderly and effective manner. The international 
trading system under the WTO, therefore, suffers 
from basic uncertainty and unpredictability. The 
developing countries were forced by the cir- 
cumstances to join the Uruguay Round of nego- 
tiations and accept its outcome containing 
far-reaching and, generally, one-sided 
commitments on their part. Most of the devel- 
oping countries actively participated in the later 
stages of the negotiations and subsequentlyjoined 
the WTO. A large number of them, which were 
not members of GATT, acceded to GAlT during 
the course of the Uruguay Round and several of 
them are currently engaged in negotiations with 
a view to acceding to the WTO. 

Critical Choices 

The first priority in any alternative paradigm 
should be to create the minimum social and 
political conditions which are indispensable for 
the success of any development strategy. These 
are also the conditions for holding our nation 
together. Moreover, these are t h e  commitments 
we have undertaken in our Constitution, but have 
not so far fulfilled. These are the commitments of 
equality, democracy and secularism. 

Secondly, we must mobilise resources of our 
own for the massive investment that is needed in 
infrastructure, for human resources development, 
in the social sectors, and for research and devel- 
opment. Very few countries in the world have 
grown, except by their own resources. Even 
foreign investment is unlikely to come in the 
absence of the availability of domestic resources. 

In this context, a question that is frequently Thirdly, we should be able to integrate with the 
asked is: When almost countries global economy at the axes of our choice, also be 
including China, have either joined the WTO or able to follow a policy of selective delinlung from 
are knocking at its door, was it possible for India 
to have stayed out of it? This is, of course, a the global economy for the development of 

hypothetical question because the fact is that India in 'Ome of the and 

has already joined the WTO. so long as we are sensitive sectors of our economy. We followed 
following a policy of far-reaching internal and such a policy for developing our capabilities in 
external liberalisation, there was no need for us the nuclear and space fields and achieved spec- 
to have stayed out of the system. For we have gone tacular results. 
much further in our liberalisation policy than what 
we are required to do  under the Uruguay Round Fourthly, we should consciously avoid adopting 
agreements. This is particularly true in the areas those measures of liberalisation which have the 
of tariff reduction and measures designed to effect of enhancing our economic and political 
facilitate the inflow of foreign private investment. dependence on other countries. n i s  should 

include financial sector liberalisation carrying the 
Modifications, if not a reversal, of this policy risk of flight of capital, external liberalisation 

areessential if we want to safeguard and recapture 
domestic economic space in the critical areas. The involving imports of consumer goods designed to 

basic modification required is to reduce the extent meet the demands of the elites of the society, and 
of ourdependence on foreign markets and foreign measures which will further increase the existing 

private capital for realising our development colossal burden of foreign debts. We should also 
goals and resume the path of self-reliant growth, quickly devise and implement a plan to liquidate 
without isolating ourselves from the rest of the our foreign debts before we fall into the debt trap 
world. We need a development policy based on and start swapping ourreal resources forreducing 
an alternative paradigm. our debt burden. 
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Instead of misleading the people in an attempt 
to do a hard sale of the WTO agreements, the 
Government of India should explain both the pros 
and cons of their main provisions and leave it to 
the people and Parliament to decide the extent to 
which our laws should be brought in conformity 
with the agreements. If the people and Parliament 
decide not to amend or replace existing legis- 
lations, the government will have to abide by their 
wishes and take a firm stand to uphold them. This 
would put the onus on the rest of the members of 
the WTO to accommodate us and modify the 
take-it-or-leave-it character ' of the Uruguay 
Round package. 

Strategies 

More specifically, we should take full advan- 
tage of the flexibility and loopholes in the WTO 
agreements, to retain control over economic 
decision-making and policy formulation. The 
best opportunity to do so will be in the legislations 
that we will be enacting to give effect to our 
commitments under the Final Act. We should 
build our public opinion and mobilise other 
developing countries in favour of our own inter- 
pretation of the important provisions of the WTO 
agreements. 

India should, at the same time, make domestic 
preparations to face the reality of the new trading 
order. For this we will have, above all, to upgrade 
our technological capability, make large-scale 
investments in infrastructure, and develop our 
human resources. Per capita expenditure in R&D 
in India is one of the lowest in the world. It is only 
$ 3 as against $ 700 in Japan, $600 in the USA 
and $ 400 in Canada. Development of 
technology cannot be left to the private sector 
alone. The government has to play a crucial role 
in this area. It is again the government which can 
invest in and support the development of appro- 
priate technologies and the application of 
advanced technologies in the small-scale 
industrial sector. 

Minimising the Damuge: In order to minimisc 
the harm that can becauscd to our interest by some 
of the WTO agreements, we need to monitor very 
carefully the future evolution of the rules and 
practices under the various regimes established 
under the WTO, and coordinate our effort with 
other developing countries to take joint action to 
protect our interests. With a view to preventing 
developed countries from reintroducing grey area 
measures under the legal cover of some of the 
agreements of the WTO, we must guard against 
the introduction through the  backdoor of dis- 
criminatory protectionism under the Agreement 
on 'Anti-Dumping Measures' and that on 
Safeguards, including .the special safeguards 
provided in the Agreement on Textiles and 
Clothing and on Agriculture. Then again, several 
of the agreements under the WTO, particularly 
those on TRIPS, TRIMS, Services and Agricul- 
ture, are likely to put severe strain on our 
balance-of-payments position. We should be very 
circumspect in irnple~nenting the relevant provi- 
sions of these agreements. In this context, we 
should be particularly careful in  accepting access 
commitment in the sector of financial services. 
Liberalisation of the financial sector should come 
last in the sequence of economic reforms, only 
after the achievement of macro-economic stabi- 
lisation and the commencement of export-led 
growth. When the liberalisation of this sector is 
undertaken, priority should be accorded to mea- 
sures for enhancing the efficiency of the domestic 
financial sector and strengthening domestic 
financial and monetary institutions. Special pre- 
caution should be taken to ensure that liberali- 
sation commitments undertaken in this sector do 
not lead to short term and speculative capital 
inflows. 

We should carefully monitor the liberalisation 
plan of each major importer and take advantage 
of the review at each phase of the integration of 
MFA into GATT, to press for steady and credible 
progress towards final integration. All attempts 
to use the financial powers of the IMF and World 
Bank to reinforce the WTO disciplines on 
developing countries and use the WTO sanctions 
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to reinforce IMFNorld Bank conditionalities 
must be resisted. Trade policy review by the WTO 
should not be allowed to become a prerequisite 
for access to Fund/Bank resources. 

Preparations for Continuing Negotiations: The 
WTO has become a forum for continuing nego- 
tiations. We will now have to be prepared to 
engage in negotiations under the aegis of the 
WTO on a range of issues on a continuing basis. 
Some of  the negotiating issues are already iden- 
tified in the Final Act; the others we should be 
able to anticipate. The following are some of the 
relevant issues. 

(i) Trade and environment. 
(ii) Negotiations on Subsidies, Safeguards, 

Professional Services, Basic Telecommu- 
nications and Government Procurement - 
all in the service sector, to be completed by 
1996. 

(iii) Negotiations on audio-visual and maritime 
services, to start within three years. 

(iv) Negotiations in other service sectors to be 
completed within five years. 

(v) Negotiations for the continuation of the 
agricultural reform process, to be initiated 
one year before the end of the implemen- 
tation period, i.e., 1999. 

(vi) Review of the implementation of the Tex- 
tile Agreement before each phase, i.e., 
1998,2001 and 2005. 

(vii) Review of the question of patentability - 
1999. And 

(viii) review of the TRIMS Agreement - 2000. 

India should take initiatives for organising 
consultations among developing countries on 
these negotiating issues, in common forums like 
NAM, G-77, G-15 and regional groups of 
developing countries. A study on the experience 
of the NAM countries during the Uruguay Round 
negotiations, with an analysis of the negotiating 
strengths and weaknesses of the developing 
countries during the negotiations, can be of great 
use and help to the developing countries, as they 
confront the new negotiating challenges in the 
WTO. 

Developing Countries' Own Agenda for 
Negotiation: The agenda for negotiations is set 
by developed countries. If the developing coun- 
tries are to meet the challenge of the new world 
trading order, they must have their own agenda 
for the forthcoming negotiations. The following 
items could be included in the agenda which India 
should project and round which a consensus can 
be built among the developing countries: 

For Renegotiation: 
(a) Dispensing with anti-dumping measures 
(b) Excluding the provision on quota modulation 

in the Agreement on Safeguards. 
(c) Securing free movement of labour for 

employment in other member countries. It 
will carry credibility, only if we are prepared 
to open our own economy to labour from our 
neighbouring countries. 

(d) The Agreement on TRIPS should be rene- 
gotiated for achieving the following pur- 
poses: 

(i) To ensure that patenting of life is not 
given an international legal sanctity. 

(ii) To get the provision on the patenting of 
plant variety deleted on the ground that, 
in effect, it amounts to the patenting of- 
plants themselves. 

(iii) To include in the Agreement explicit 
recognition of the principle of prwection 
of the public interest and provision for 
compulsory licensing. 

(iv) To include a provision which adequately 
protects the farmers' rights. 

For Introducing New Issues: (a) Competition 
Policy: Establishing an international regime on 
competition policy, with the focus on controlling 
the restrictive business practices of transnational 
corporations. (b) Keeping Certain lssues Outside 
WTO: Subjects which are best dealt with by other 
organisations of the UN system, particularly, 
UNCTAD, ECOSOC and the General Assembly, 
include commodities, resource-flow, debt, tech- 
nology transfer, poverty alleviation, etc. Bringing 
these subjects to the WTO will encourage the 
imposition of cross-conditionalities on the 
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developing countries, apart from eroding the 
a~thority of the UN proper and its subsidiary 
bodies like UNCTAD. (c) South-South Co- 
operation: The developing countries should, in 
particular, forge a common strategy on the 
interpretation of and the best way of giving effect 
to some of the important provisions of the 
Agreement on TRIPS. They should co-operate in 
the design of national legislations and social 
policies to safeguard the public interest and 
achieve their development objectives in the pro- 
cess of the implementation of the TRIPS Agree- 
ment. 

There is also considerable scope for co- 
operation among them for facilitating adjust- 
ments to the new regimes and rules and 
regulations of the WTO. They can help each other 
in building enforcement and administrative 
capacities, in strengthening national institutions 
and i n  devising legislative and regulatory mech- 
anisms to cope with the problems posed. Given 
India's long experience of G A l T  and its strong 
institutional capabilities, it is in a uniquely 
advantageous position to co-operate with other 
developing countries in all these areas. Such 
co-operation can be extended bilaterally as well 
as as a part of schemes of the South-South 
Co-operation adopted by the Non-aligned 
Movement, the Group of 77 or the Group of 15. 

ABBREVIATIONS 

ACP 
AMS 
CAIRNS 
Group 

Cross- 
Retaliation 

Draft Final 
Act 

DSB 

EC 

African, Caribbean and Pacific States. 
Aggregate Measurement of Support. 
An informal coalition of developed and 
developing countries formed in Cairns, a small 
town in Australia, and committed to seeking 
maximum liberalisation in agricultural trade. 
Denial or withdrawal of tariff concessions in one 
sector (say goods) in retaliation against non- 
fultilment of access commitment in another 
sector (say services). 
The Draft prepared in 1961 by Arthur Dunkel, 
the then Director General of GATT, containing 
the outcome of the Uruguay Round of Trade 
Negotiations also known as the Dunkel Draft. 
Dispute Settlement Body as provided for in 
the Understanding on Rules and Procedures 
Governing the Settlement of Disputes. 
European Community. 

EU European Union. 
FA0 Food and Agriculture Orgn~iisat~on of the 

United Nations. 
Final Act The document adopted at the Marrakesh 

Ministerial-level Meeting incorporating the 
outcome of the Uruguay Round. 

GATS General Agreement on Trade in Services. 
GATT 1947 General Agreement on Tariffs and Trade, dated 

October, 1947, as subsequently rectified, 
amended or modified. 

GATT 1994 It consists of (a) GATT 1947, (b) the provisions 
of the legal instruments that entered into force 
under the GATT 1947 before the date of entry 
into force of the WTO Agreement, (c) Under- 
standings reached duringthe Uruguay Round of 
Trade Negotiations on certain provisions of 
GATT 1947, and (d) the Marrakesh Protocol to 
GATT 1994. 

GNP Gross National Product. 
GSP Generalised System of Preferences. 
ICITO Interim Committee for the International Trade 

Organisation. 
ILO International Labour Office. 
IMF International Monetary Fund. 
IPRs Intellectual Property Rights. 
ITC International Trade Centre. 
IT0 International Trade Organisation, provided for 

in the Havana Charter. 
ITU International Telecommunications Union. 
MFA Multi-Fibre Agreement. 
MFN Most-Favoured-Nation principle. 
MTO Multilateral Trade Organisation, as proposed in 

the Dunkel Draft. 
NAFTA North American Free Trade Association. 
N AM Non-Aligned Movement. 
OECD Organisation for Economic Co-operation and 

Development. 
Paris Con- Convention for the Protection of Industrial 
vention Property, originally concluded in 1883: the last 

revision made in 1967 at a Conference in 
Stockholm. 

Part IV of This Part of GATT dealing with Trade and 
GATT Development was adopted in 1965. 
R&D Research and Development 
TNCs Transnational Corporations. 
TRIMS Trade Related Investment Measures. 
TRIPS Trade Related Aspects of Intellectual Property 

Rights, includings Trade In Counterfeit Goods. 
UNCTAD United Nations Conference on Trade and 

Development. 
UNDP United Nations Development Programme. 
UNEP United National Environment Programme. 
WIDER World Institute for Development Economics 

Research. 
WIPO World Intellectual Property Organisation. 
WTO World Trade Organisation, the organisation 

underpinning the present international trading 
system. 
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Appendix I collectively account for more than 7 per cent of imports of the 
like product in the importing Member' (Article 5(8) of the 

De Minimis Provisions in WTO Agreement Agreement on Implernentalion of Article V1 of GATT 1994). 

I .  S(ifeguur.ds 3. Subsidies 

Safeguard measures shall not be applied against a product 
originating in a developing country Member so long as its 
share of imports of the product concerned in the importing 
Member does not exceed 3 per cent, provided that developing 
country Members with less than 3 per cent import share 
collectively account for not more than 9 per cent of total 
imports of the product concerned (Article 9(1) of the Agree- 
ment on Safeguards). 

Least developed countlies and those with an annual income 
below $ 1,000 may continue to use prohibited subsidies 
without risk of countervailing action until their exports of a 
product areconsidered competitive - defined to involve a 3.25 
percent shareof world trade for twoconsecutivc years (Article 
27(2) of the Agreement on Subsidies and Countervailing 
Measures). 

Any countervailing duty investigation of a product origi- 
nating in a developing country Member shall be terminated 
as the authorities concerned determine that: '-Thereshall beimmediatetermination (ofinvestigations) 

in where the authorities determine that the margin of (a) the overall level of subsidies granted upon the product 

dumping is de tnininris, or that the volume of dumped imports, i"uestion does exceed per cent of its 

actual or potential, or the injury, is negligible. The margin of On a per unit basis; Or 

dumping shall be considered to be de *inimis if this margin (b) the volume of the subsidised imports represents less than 

is less than 2 per cent, expressed as apercentageof the export Per cent of the the like product in  the 

price. The volume of dumped imports shall normally be importing Member, unless imports from developing 
regarded as negligible if the volume of dumped imports from county Members, whose individual shares of total 
a particular country is found to account for less than 3 per cent imports represent less than 4 per cent, collectively 
of imports of the like product in the importing Member, unless account for more than 9 per cent of the total imports of 
countries which individually account for less than 3 per cent the like product in the importing Member (Article 27(10) 
of the imports of the like product in the importing Member of the same Agreement). 

Appendix Il 

Chronology of Events 

Havana Conference and entry into force of GATT 1948 
Conclusion of the Tokyo Round of Trade Negotiations. 1979 
The GATT Ministerial Meeting in which the idea of a new round of trade negotiations covering November, 1982 
new areas like TRIPS, TRIMS and Services, was mooted. 
Launching of the U ~ g u a y  Round of Trade Negotiations at Punta del Este September, 1985 
Mid-term Review of the negotiations at the Ministerial level in Montreal December, 1988 
Resumed Mid-term Review in Geneva when, among others, it was conceded that norms and April, I989 
standards of IPRs can be brought within the scope of the negotiations. 
Presentation of a Draft Final Act by Arthur Dunkel incorporating the outcome of the December, 1991 
negotiations. 
Agreement reached on the Final Act. December 15, 1993 
The Final Act formally approved and signed at the Ministerial level in Marrakesh, Morocco. April 15. 1994 
Entry into force of the WTO January 1, 1995 
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DOCUMENTATION 

The purpose of this section is to make available to the 
readers official documents such as reports of commit- 
tees, commissions, working groups, task forces, etc., 
appointed by various ministries, departments, and 
agencies of central and state governments which are not 
readily accessible either because they are old, or because 
of the usual problems of acquiring governmental pub- 
lications, or because they were printed but not published, 
or because they were not printed and remained in 
mimeographed form. It will be difficult and probably 
not worthwhile to publish the documents entirely. We 
shall publish only such parts of them as we think will 
interest our readers. The readers are requested to send 
their suggestions regarding official documents or parts 
thereof for inclusion in this section. 

In the present section we publish: 

Commission on Centre-State Relations, Report, Part 
I, 1988 (Chairman: Justice R.S. Sarkaria), Govem- 
ment of India, New Delhi, Chapter X. 



COMMISSION ON CENTRE-STATE RELATIONS 

CHAPTER X FINANCIAL RELATIONS 

I .  INTRODUCTION 

10.1.01 Mobilisation. sharing and utilisation of 
financial resources play a very crucial role in all 
systems of multi-tier government and can give 
rise to difficult problems of inter-governmental 
relations unless handled in a spirit of mutual 
understanding and accommodation. 

10.1.02 In some of these systems, the national 
and lower tiers of government have concurrent 
powers in regard to certain taxes, borrowings and 
outlays. This concurrency of jurisdiction often 
results in serious economic and administrative 
problems which have to be sorted out through 
difficult negotiations, compacts or resort to 
courts. 

10.1.03 In other bifurcated systems, there is 
clear-cut division of the powers of taxation and 
borrowings between the national and lower levels 
of government which, by its very nature, can 
rarely match their re-sources and needs. It 
requires a mechanism for adjusting the surpluses 
and deficits, and reducing unavoidable vertical or 
horizontal imbalances of different constituent 
units, through resource transfers. 

10.1.04 India falls in the latter category. The 
Constitution allots separate legislative heads of 
taxation to the Union and the States. There are no 
taxesin the sphere of their concurrent jurisdiction. 
Borrowing and foreign exchange entitlements are 
controlled by the Union. 

10.1.06 There is a second institution, rhe Plan- 
ning Commission, set up by an executive ordcr of 
the Union Government regarding the desirable 
transfer of resources to the States over and abovc 
those recommended by the Finance Commission. 
Its recommendations cover, among other things, 
feasible changes in tax rates and efforts by both, 
quantum and allocation of borrowings between 
the Union and the States. Since the Planning 
Commission is a continuing body, its recom- 
mendations are based on 'dynamic' assumptions 
which take into account the changes in the 
economic structure. 

10.1.07 Bulk of the transfer of revenue and 
capital resources from the Union to the States is 
determined largely on the advice of these two 
Commissions. During the Sixth Five-Year Plan 
(1980-85), about 41 per cent of total resources 
transferred from the Union to the States was done 
on the advice of theFinance Commission and over 
43 per cent was done on the advice ofthe Planning 
Commission. 

10.1.08 Apart from the above, the Union Gov- 
ernment also makes certain other transfers to the 
States. These comprised 15 to 16 per cent of the 
total resources transferred from the  Union to the 
States during the Sixth Plan period. Of the total 
revenue and capital resources raised by the Union 
and the States, the share of the two was roughly 
equal after these transfers. 

(10.1.09 not inserted) 

10.1.10 This Chapter has been divided into ten 
Sections, including the Introduction (Section 1). 
Section 2 of this Chapter gives a broad account 

10.1.05 The Constitution envisages an institu- of the historical evolution of Union-State finan- 
tion of a quasi-judicial character, the Finance cial relations and an outline of Union-State 
Commission, which is set up periodically, for financial arrangements provided in the 
advising the President, among other things, on the Constitutions. Section 3 enumerates the various 
division of certain tax revenues raised by the issues and problems raised in the union-state 
Union, between the Union and the States. The financial relations. Section 4 contains a factual 
recommendations of the Finance Commission are review of the trends in respect of growth in 
based on certain norms evolved by it in respect of revenues and sharing of resources between the 
growth rates of taxes, levels of expenditure, Union and the States. Section 5 deals with the 
returns on investment, etc. Since the Finance suggestions for enlargement of States' resources 
Commission is constituted only periodically, the by transferring more taxation powers to them. 
assumptions made by it remain broadly 'static' Section 6 deals with t h e  issues in the enlargement 
during the period covered. of the sharable or divisible pool. In Section 7, the 
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complaints regarding the pattern of devolution 
have been considered. Section 8 examines the 
various issues relating to the working of the 
Finance Commission mechanism. Section 9 and 
10 are devoted to the examination of the 
remaining issues, e.g., allegations regarding 
Union Government's decisions adversely 
affecting States' finances, indebtedness of States, 
overdrafts, sharing of capital resources and some 
operational irritants. 

2. HISTORICAL BACKGROUND 

( 10.2.0 1 to 10.2.1 1 not inserted). 

CONSTlTUTfONAL PROVlSlONS IN OUTLINE 

10.2.12 Chapters I and I1 of Part XI1 of the 
Constitution contain the main provisions gov- 
erning the Union-State financial arrangements. 
Of these, Articles 268 to 270 and 272 deal with 
taxes levied by the Union, the proceeds of which 
are either assignable to the States, or compulsorily 
or optionally sharable with the States. Article 275 
provides for grants-in-aidof revenues made under 
a law by Parliament to States in need ofassistance. 
Article 275 provides for grants-in-aid of rev. ~ n u e s  
made under a law by Parliament to States in need 
of assistance. Article 282 contains a provision for 
grants by the Union or a State for any public 
purpose. Articles 276 and 285 to 288 put certain 
limitations on the taxation powers of the States. 
Article 274 requires prior recommendation of the 
President to Bills affecting taxation in which the 
States are interested. Article 289 exempts the 
property and income of the States from Union 
taxation. Article 230 requires the constitution of 
aFinance Commission every five years or earlier. 
Clause (3) of this Article sets out the duties of the 
Finance Commission. Article 281 requires the 
recommendations of the Finance Commission 
together with an explanatory memorandum about 
the action taken thereon, to be placed before 
Parliament. Articles 292 and 293 define the bor- 
rowing powers of the Union and the States. 

10.2.13 Financial arrangements under the 
Constitution have two main aspects. One relates 
to distribution of taxation heads, and the other to 
distribution of revenues and sharing of resources 
between the Union and the States. Articles 246, 

248 and 265, read with the Legislative Lists I and 
11, constitute the core of the first aspect, while the 
main provisions relating to the second aspect are 
contained in Chapters 1 and I1 of Part XIJ of the 
Constitution. 

DISTRIBUTION OF TAXATION POWERS 

10.2.14 Legislative Lists I and II ofthe Seventh 
Schedule to the Constitution enumerate the gen- 
eral subjects of legislation separately from the 
heads of taxation. The distinction construed in the 
light of Articles 246 and 265 implies that no tax 
can be levied unless it is related to a specific head 
of taxation in List I or List 11. The Constitution 
provides in Lists I and 11, separate heads of 
taxation for the Union and the States. There is no 
head of taxation in the Concurrent List. This 
means, the Union and the States have no con- 
current power of taxation. The residuary power 
of taxation vests in the Union. There are thirteen 
taxation heads comprised in Entries 82 to 92B in 
the Union List a.nd nineteen taxation items com- 
prised in Entries 45 to 63 of the State List. The 
detailed particulars of these Entries in List I and 
List I1 are given in Annexure X. 1 (Not inserted). 

10.2.1 5 Allocation of the heads or taxation 
between the Union and the States is based on the 
broad principle that taxes which are location- 

.specific and relate to subjects of local consump- 
tion have been assigned to the States. Those taxes 
which are of inter-State significance and where 
the tax-payer can gain or evade tax by shifting his 
habitat, or where the place of residence is not a 
correct guide to the true incidence of tax, have 
been vested in the TJnion. This clear-cut division 
of heads of taxation between the Union and the 
States has minimised the scope for conflict and 
litigation between them. 

DISTRIBUTION OF REVENUES 

10.2.16 The taxation powers allocated to the  
Union and the States are mutually exclusive. But 
the scheme of accrual of revenues envisages total 
assignment to the States of the net proceeds of 
specified taxes and sharing of some others by 
them. This scheme contemplates: 
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(a) Certain stamp duties and duties of excise on 
medicinal and toilet preparations mentioned 
in the Union List are to belevied by the Union 
but collected by the States and the proceeds 
shall not form part of the Consolidated Fund 
of India but assigned to the States in which 
collected (Article 268). 

(b) Taxes mentioned in Article 269(1)' levied and 
collected by the Union but assigned to the 
States, within which they are levied, as laid 
down in Article 269(2). 

(c) Taxes levied and collected by the Union but 
shared with the States, viz., tax on non- 
agricultural income (Article 2 7 0 ) ~ ~  

(d) Taxes which are levied and collected by the 
Union but may be shared with the States, if 
Parliament by law so provides, viz., Union 
Excise ~ u t i e s ~ ( ~ r t i c I e  272). 

(e) Taxes in the Union List levied, collected and 
retained by the Union subject to the excep- 
tions mentioned above. 

(f) Taxes in the State List, levied, collected and 
retained by the States. 

GRANTS 

10.2.17 The Constitution Provides for payment 
by the Union of such sums as Parliament may by 
law provide each year as grants-in-aid of the 
revenues of such States as Parliament may 
determine to be in need of assistance. Besides, the 
Union Government is required to give grants- 
in-aid to the States for the welfare of the Sched- 
uled Tribes and for raising the level of 
administration in the Scheduled Areas and 
separately for Assam (Article 275). 

10.2.18 Apart from the above provisions, under 
the heading 'Miscellaneous Financial Provisions' 
Article 282 provides that the Union or astatenzay 
make any grants for any public purpose not- 
withstanding that it is not one with respect to 
which Parliament or aStateLegislaturemay make 
laws. Thus, a distinction has been made in the 
Constitution between grants under Article 275 
and those under Article 282. The former (except 
those covered by the proviso to Article 275) are 
made in accordance with the recommendations of 
theFinance Commission. However, under Article 
282 the Union as well as the States may make 
grants for any public purpose. The use of the word 
'may' in this article has been taken to signify the 
discretionary nature of these grants. 

(10.2.19 not inserted). 

BORROWING POWERS 

10.2.20 The executive power of the Union 
extends to borrowing upon the security of the 
Consolidated Fund of India within such limits, if 
any, as may from time to time be fixed by 
Parliament by law and to the giving of guarantees 
within such limits, if any, as may be so fixed. 
Similarly, the executive power of a State extents 
to borrowing upon the security of the Consoli- 
dated Fund of the State within such limits, if any, 
as may from time to time be so fixed. However, 
the executive power of the States extends to 
borrowing within the territory of India only. 
Further, the Government of India may, subject to 
such conditions as may be laid down by or under 
any law made by Parliament, make loans to any 
State or, so long as any limits fixed under Article 
292 are not exceeded, give guarantees in respect 
of loans raised by any State, and any sums 
required for the purpose of making such loans 
shall be charged on the Consolidated Fund of 

1 (a) duties in respect of succession to property other than agricultural land; (b) estate duty in respect of property other than 
agricultural land; (c) terminal taxes on goods or passengers carried by railway, seaor air; (d) taxes on railway fares and freights: 
(e) taxes other than stamp duties on transactions in stock exchanges and futures markets; (f) taxes on the sale or purchase of 
goods other than newspapers where such sale or purchase takes place in the course of inter-State tradeor commerce: (g) taxes 
on the consignment of goods (whether the consignment is to the person making it or to any other person), where such con- 
signment takes place in the course of inter-State trade or commerce. 
2 Taxes mentioned in Articles 269 and 270 do not form part of the Consolidated Fund of India, but a surcharge levied on 
these taxes under Article 271, does so. 
3 The proceeds of these duties form part of the Consolidated Fund of India. Article 266(3) mandates that no money out of 
this Fund shall be appropriated except in accordance with law. Consistently with this principle, thesharing of these duties has 
been made dependent upon Parliamentary legislation. 

a 
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India. But a State may not without the consent of 
the Government of India raise any loan if there is 
still outstanding any part of a loan which has been 
made to the State by the Government of India or 
by its predecessor Government, or in respect of 
which a guarantee has been given by the Gov- 
ernment of India or by its predecessor Govern- 
ment. A consent under Article 293(4) may be 
granted by the Government of India subject to 
such conditions, if any, as the Government of 
India may think fit to impose. 

10.2.21 Flexibility and objectivity in revenue- 
sharing between the Union and the States are 
important features of the constitutional scheme. 
Sources of revenue with the Union are not entirely 
meant for its exclusive use but are to be shared 
with the States, mandatorily in thecase of Income 
Tax other than on agricultural income, and 
optionally, with the approval ofparliament, in the 
case of Union Excise Duties. Proceeds of duties 
and taxes levied by the Union under Articles 268 
and 269 are wholly assignable to the States. 

10.2.22 In all the federations of the world, the 
revenues of the federal governments have grown 
enormously during the past half a century. Con- 
current taxation powers, as in the case of United 
States of America, had led to much litigation and 
difficulties which are inherent in any overlapping 
tax system. Similarly, as in Australiaand Canada, 
negotiations and agreements played an important 
role in determining the shares in the proceeds of 
taxes. Even in West Germany, the evolution of 
tax sharing arrangements took many years after 
the introduction of the Basic Law. Yet, when 
political expediency holds sway conventions 
have the uncanny habit of going underground. 

10.2.23 In our country, the determination of 
shares of the States in the aforesaid taxes and 
duties and their inter se allocation as also of 
grants-in-aid of revenues, follows the recom- 
mendations of the Finance Commission. Unlike 
the Commonwealth Grants Commission of 
Australia, the Indian Finance Commission is a 
constitutional body and the objectivity in its role 
has been facilitated by keeping it outside the 

4 Government of India, Ministry of Finance - Indian Econo 

Union executive. Compared with its Australian 
counterpart, the Indian Finance Commission has 
a greater scope inasmuch as it recommends 
sharing of tax proceeds also, besides the grants- 
in-aid, and advises on other matters referred to it 
in the interests of sound finance. The absence of 
clear constitutional provisions for revenue shar- 
ing created many problems in other federations 
and they had to evolve a variety of arrangements 
to overcome them. For example, in Canada, 
tax-rental arrangements were resorted to. In 
Australia, the Australian Commonwealth Grants 
Commission was set up to consider allocation of 
grants among the claimant States. Specific- 
purpose grants, with strict enforcement condi- 
tions, came into existence in countries like U.S.A. 

3. THE COMPLAINTS AND ISSUES 

NEEDS AND RESOURCES 

10.3.01 In the evidence of the State Govern- 
ments, some political parties and several experts 
before us a common thread is seen, viz., the 
resources allocated to the States are not adequate 
to enable them to discharge their responsibilities. 
The State Governments, as well as some all-India 
political parties have claimed that not only the 
States' resources are relatively inelastic but also 
that their tax-base is narrow. Of the various taxes 
levied by them, Sales Tax alone and, to  a lesser 
extent, the State Excise Duties, have exhibited a 
significant degree of elasticity. However, some 
of the other resources like Land Revenue have 
today lost importance. The yield from Land 
Revenue including cesses, etc., for all States in 
1951-52 was about Rs 49 crore comprising 21.3 
per cent of their own tax revenue and in 1984-85 
it was about Rs 318 crore constituting only 2.6 
per cent of their own tax r e ~ e n u e . ~  

10.3.02 The States have pointed out that the 
Constitution has assigned to them the responsi- 
bility for building up vital social and industrial 
infrastructure, which is an essential pre-requisite 
for rapid socio-economic development. They are 
responsible for rural development, education, 
medical and public health facilities, welfare of 

'mic Stalistics, Vol. 11. Public Finance. 1964 and 1986 
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Scheduled Castes and Scheduled Tribes, etc. 
Further, they have to spend large sums on the 
development of roads, generation and distribu- 
tion of power, etc., which are essential for 
industrial development. These responsibilities, 
particularly the creation of social infrastructure, 
involve large investments which do not yield 
immediateor directreturns. The maintenance cost 
of the social and economic infrastructure has also 
increased by leaps and bounds. Apart from the 
above, the expenditure on non-developmental 
activities like maintenance of law and order, has 
also shown large increases, particularly in the 
wake of emergence of fissiparous tendencies and 
divisive forces. Over the years, the general 
administrative costs have risen steadily and today 
they form a large part of the States' expenditure. 
Inflation has made the situation worse. Faced with 
high cost of administration and inflation, the 
States complain of ever-widening gap (often 
referred to as the vertical fiscal gap) between their 
own resources and needs. Some studies in the 
field of federal finance have compared the levels 
of expenditure of the States with their 'own' 
resources and pointed out the existence of sig- 
nificant gaps between them. It has been argued 
that these gaps are a measure of the large 
dependence of the States on the Union for 
resources and indicate a weakness in the existing 
arrangements. 

10.3.03 States argue that in orderto enable them 
to discharge their responsibilities properly, there 
is need for ensuring correspondence between 
their obligations and resources. It has been sug- 
gested that for this purpose, more rational system 
of savings and credit allocation should be evolved 
and the power and scope of various institutions - 
Finance Commission, Planning Commission and 
the National Development council - should be 
suitably redefined. 

10.3.04 It has been pointed out by a State 
Government that the heavy dependence of the 
States on the Union for financial resources has 
resulted in progressive erosion of the jurisdiction. 
authority and initiative of the States in their own 
constitutionally defined spheres. Further, it has 

manifested in a gradual decline in the relative 
share of States' Plan outlay in the total, growing 
outlay of the Union on State subjects, prolifera- 
tion ofcentrally Sponsored Schemes and Union's 
tight control over planning in  the States. 

10.3.05 Some political parties have also 
emphasised that the States' resources should be 
commensurate with their expenditure needs. 
Indeed, an all-India political party has observed: 
'If States suffer from inadequacy of financial 
resources and powers, the autonomy of States 
faces serve constraints and the federal character 
of the Constitution is also jeopardised.' 

10.3.06 On the other hand, the Union Ministry 
of Finance has argued that the Union also is facing 
a widening gap between resources and needs. It 
has also pointed out that its own resources are no 
more elastic than :hose of the States. Further, 
defence, interest payments and subsidies take 
away the bulk of Union revenues. It has argued 
that there is need for the  States to make greater 
efforts to increase resources within their existing 
powers before seeking more powers or larger 
Central assistance. It has pointed out: 'Though 
agriculture contributes nearly 40 per cent of the  
GDP, States have made no attempts to tap this 
source. Another disturbing feature is that the 
power and irrigation projects which are executed 
at enormous costs are not providing, sufficient 
returns to the State Governments'. 

10.3.07 An all-India political party has argued 
along the same lines and concluded: '..... t he  
complaint of the States regarding an inadequate 
and inelastic tax-base appears to be unfounded. 
The potential tax base available for the States is 
quite large and relatively more elastic. If effec- 
tively managed, the tax-base of the States can 
yield much larger revenues and this alone would 
solve the present problems. In a situation of 
over-all resource constraint, maximum effort at 
mobilisation of resources is required on all fronts 
and mere transfers of additional resources from 
the Centre can only be a temporary measure at the 
cost of wider national interests'. 
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10.3.08 The criticism of the existing arrange- 
ments of allocation of resources should be con- 
sidered in the light of the constitutional scheme 
and the manner in which it has worked over the 
years. Most of thc States are of the view that the 
existing constitutional arrangements are basically 
sound and no radical changes are called for. A 
few States have, however, observed that the 
existing arrangements have not worked well and 
substantial changes are necessary. Some State 
Governments have pointed out that the scheme of 
the Constitution is marked by a trend towards 
over-centralisation in regard to both policy and 
administration. Further, the States should be able 
to command means of meeting their wants in the 
same way as the Union Government possesses the 
means in respect of its wants. 

10.3.09 We have already noted that the Con- 
stitution envisages clearly demarcated areas of 
taxation for the Union and the States. These have 
been enumerated in List I and List I1 of the 
Seventh Schedule. Generally, the States have 
stated that there is no need to make any changes 
in the division of the areas of taxation envisaged 
in the Constitution. In fact, one State has pointed 
out that any transfer of taxation fields now with 
the Union to the States would make the rich States 
richer and the poor States poorer. The Union 
Ministry of Finance also holds that the 'Present 
system has a sound rational basis and may not 
require any alteration'. 

10.3.10 On the other hand, some State Gov- 
ernments are of the view that their fiscal powers 
should be enlarged. Some specific suggestions 
have been made to empower the States to levy 
taxes and duties including those enumerated in 
Articles 268 and 269 as well as to remove some 
of the restrictions on States' taxation powers. It 
has also been suggested that States may be 
enabled to levy any taxes not mentioned in List I 
and List I1 of the Seventh Schedule. It has been 
further suggested that the Union Government 
should voluntarily withdraw from excise duties 
on certain commodities and give up additional 

excise duties now imposed on certain commodi- 
ties in lieu of Sales Tax. It has also been suggested 
by a State Government that the Union should 
voluntarily abstain from levying Excise Duties on 
certain commodities leaving the State Govern- 
ments free to levy Additional Sales Tax on these 
commodities to an equivalent extent. Another 
State Government has suggested that the States 
should be given the powers to levy excise duty on 
medicinal and toilet preparations containing 
alcohol, tax on futures markets, etc. Yet another 
State Government has proposed that the proceeds 
of Income Tax and Union Excise Duties should 
be made mandatorily assignable to the States in 
full although, for the sake of uniformity, they may 
continue to be collected by the Union. 

10.3.1 1 A State Government has suggested that 
the States may also be permitted to levy Corpo- 
ration Tax on companies whose factories are 
situated in the respective States, which wouid 
imply concurrent taxation in this field. 

ISSUES IN OPERATION OF THE SCHEME - CORPORATION TAX 

10.3.12 State Governments have criticised the 
policy of the Union Government to keep out of 
the divisible pool certain resources which, 
according to them, should have been shared with 
them. An important instance of this, the States 
allege, is the exclusion of Corporation Tax from 
the divisible pool by an amendment of Income 
Tax Act in 1959. A number of State Governments 
and some political parties have suggested that the 
proceeds of Corporation Tax should be made 
sharable with the States. 

SURCHARGE ON INCOME TAX 

10.3.13 The States have complained that the 
long continuance of Surcharge on Income Tax 
(given up only i n  1985-86) deprived them of 
considerable revenue which would have been 
sharable with the States if only Government of 
India had, instead, adjusted the basic rates of 
Income Tax. Some States, an all-India political 
party and several others have suggested that the 
proceeds from Surcharge on Income Tax should 
be made sharable with the States. 
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OTHER BASIC EXCISE DUTIES 

10.3.14 Revenues from Union Excise Duties 
(Basic duties), levied under Article 272, are being 
shared on the recommendations of the Finance 
Commission. It is alleged that the.Union Gov- 
ernment has levied separate excise duties on 
commodities (e.g., special, regulatory and 
auxiliary excise duties on some commodities) 
thus keeping these revenues outside the purview 
of sharing. 

CONCESSIONS/REBATES ON INCOME TAX 

10.3.15 Some of the States have alleged that the 
Union Government has not been showing suffi- 
cient interest in raising revenues from Income 
Tax, 85 per cent of which is now sharable with 
the States. On the other hand, through the Special 
Bearer Bonds Scheme, the Union Government 
mobilised resources for its exclusive use which 
would have been otherwise shared by the States, 
if better compliance of Income Tax Act had been 
enforced. 

ADMINISTERED PRICES 

10.3.16 Many States have complained against 
the increases in administered prices, e.g., of 
petroleum and coal, unilaterally made by the 
Union instead of increasing excise duties, which 
would have been sharable with them. 

CURBS ON STATES' SALES TAX 

10.3.17 Several State Governments have drawn 
attention to the changes introduced by the Con- 
stitution (Sixth Amendment) Act. 1956 in 
Articles 269 and 286 and by the enactment of the 
Central Sales Tax Act, 1956. They allege that 
these amendments have adversely affected the 
yield from States' Sales Tax which is the most 
important source of revenue to them. The modi- 
fied Article 269 read with the new Entry 92A, 
empowers Parliament to levy tax on sale or 
purchase of goods in the course of inter-State 
trade but makes its proceeds assignable to the 
States. Article 286 as modified by the Sixth and 
forty-Sixth Amendment Acts takes away the 
power of the States to levy tax on essential goods 
by authorising Parliament to impose restrictions 

by law on the States to impose tax on sale or 
purchase of goods declared by Parliament to be 
of special importance in  inter-State trade and 
commerce. 

10.3.18 One political party has asked for dele- 
tion of Entries 92A and 92B from List I and their 
transfer to the State List. It has also suggested 
modification of clauses (3)(a) and (b )  of Article 
286 arid removal of limitations imposed on the 
power of the States to levy tax on the sale or 
purchase ofgoods imposed under Article 286 read 
with Article 269 and Entry 92A of List I. 

PROPERTY TAXATION 

10.3.19 Some of the States have pointed out that 
in view of the provisions of Article 285(2), read 
along with Section 154 of the Government of 
India Act, 1935, the municipal bodies in the S tates 
cannot levy tax on properties of the Union Gov- 
ernment which came into being after 1-4-1937, 
norare the States' local bodies allowed toenhance 
the old rates. Similarly, the Railway properties 
are protected by Section 135 of the Indian Rail- 
ways Act, 1890 read with Section 4 of the Rail- 
ways (Local Authorities Taxation) Act, 1 94 1 ,  
which permit only such taxation as is allowed by 
the Government of India. Because of these pro- 
visions the local bodies of the States are losing 
revenue whereas they are required to provide 
services to the Union Government and Railway 
establishments. 

SCHEME OF ADDITIONAL EXCISE DUTY 

10.3.20 Some of the States have complained 
that replacement of Sales Tax by Additional 
Duties of Excise (Goods of Special Importance) 
Act, 1957 which covered sugar, tobacco and 
textiles resulted in loss of revenue to them. 
Although the yield from the Additional Excise 
Duties is assigned to the States, the revenue raised 
from them is allegedly not as high as what could 
have been realised had the Sales Tax on them 
continued. A few State Governments have sug- 
gested withdrawal of this scheme to enable the 
States to levy Sales Tax on these commodities. 
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GRANT IN LIEU OF RAILWAY PASSENCiER FARES TAX 

10.3.21 Most of the State Governments have 
drawn attention to the fact that the grant in lieu of 
the Tax on Railway Passenger Fares, which was 
abolished in 1961, has been far less than what they 
would have realised had the tax measure been 
continued, owing to the growth in revenue from 
railway fares. A few States and an all-India 
political party have demanded re-imposition of 
the tax on the Railway passenger fares. 

ROYALTY RATES 

10.3.22 Two States which have resources of 
petroleum and natural gas, have demanded revi- 
sion of royalty corresponding to the increase in 
the prices of these items. Similar demands have 
been made in respect of minerals by other States. 

PAY1D.A. REVISIONS 

10.3.23 Union Governinent's decisions on pay 
revision, terminal benefits, granting instalments 
of dearness allowance, etc., are said to cast a 
corresponding burden on the States. This is cited 
as an instance where actions of the Union result 
in additional expenditure to the States. A few 
StateGovernments have stated that this additional 
burden should be shared by the Union. 

ARTICLES 268 AND 269 

10.3.24 Some States have pointed out that the 
failure of the Union Government to mobilise 
sufficient revenue under Articles 268 and 269 has 
adversely affected their interests. A few States 
have suggested that the powers to levy some taxes 
and duties included in these Articles may be 
transferred to the States. An all-India political 
party has suggested that through constitutional 
amendment levying of taxes and duties included 
in Article 269 should be made compulsory. 

TRANSFERS UNDER FINANCE COMMlSSlON 
VIS-A-VIS OTHER TRANSFERS 

10.3.25 Closely related to the issue of vertical 
imbalance is the alleged inadequacy of the 
mechanism provided in the Constitution to rectify 
the same. Almost all the State Governments have 
pointed out that resource transfers outside the 

channel of the Finance Commission, have 
increased year after year and now overshadow the 
statutory transfers. 

FINANCE COMMISSION 

10.3.26 Another complaint is that in determin- 
ing the composition of the Finance Commission 
and laying down its terms of reference, the States 
are not taken into confidence. Further, by listing 
certain considerations which the Finance Com- 
mission might, inter alia, keep in view in rec- 
ommending grants-in-aid of revenue to the States, 
the Finance Conimission has been 'shackled'. 

10.3.27 Some State Governments are of the 
view that the recommendations of the Finance 
Commission should be implemented in toto. The 
non-implementation of the final recommenda- 
tions of the Eighth Finance Commission in full, 
has added yet another dimension to the problems 
in financial relations between the Union and the 
States. 

10.3.28 Several State Governments have criti- 
cised the so-called 'gap-filling' approach of the 
Finance Commission in determining the quantum 
of Central transfers. 

(10.3.29 to 10.3.36 not inserted). 

NATURAL CALAMITIES 

10.3.37 There are complaints of delay, inade- 
quacy and even discrimination in providing relief 
for major calamities which need to be dealt with 
as a matter of national concern. 

UNION EXPENDITURE ON STATES' SUBJECTS 

10.3.38 It has been pointed out by some of the 
States that the Union Government incurs sub- 
stantial expenditure on several subjects, belong- 
ing to the sphere of the States (e.g., agriculture, 
rural developnlent, cooperation, health and 
irrigation) through the Centrally Sponsored 
Schemes and by maintaining large establish- 
ments. These have, on the one hand, allegedly 
deprived the States of substantial transferable 
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revenues and, on the other, distorted their prio- this connection, some suggestions have been 
rities by requiring them to find matching funds made for setting up a National Credit Council 
for the schemes sponsored by the Union having representatives of the State Governments 
Government. on its panel. 

EXPENDITURE CONTROL 

10.3.39Most of the StateGovernments feel that 
the functioning of the existing institutions - 
Comptroller and Auditor General and the Public 
Accounts Committees of the Parliament and State 
Legislatures - should be strengthened for 
improving expenditure control. A State Govern- 
ment has, however, complained that the present 
centralisation of audit results in procedural 
delays. It is pointed out that accounts are finalised 
with gaps of three to four years. In this connection, 
it has drawn attention to Section 167 of the 
Government of India Act, 1935 which empow- 
ered a Provincial Legislature to create the office 
of an Auditor-General. Another State 
Government has stated that considering the 
desirability of evaluation audit, it should be 
entrusted to an agency constituted by the State 
Government itself. 

EXPENDITURE COMMISSION 

10.3.40Many States have emphasised that there 
is need for a thorough examination of the Union 
Government's expenditure since this has impli- 
cations for resources available for transfer to the 
States. Some have suggested that this should be 
done by an Expenditure Commission as the 
existing mechanisms are inadequate for this 
purpose. 

INSTITUTlONAL FINANCE 

FINANCIAL INDISCIPLINE 

10.3.42 The Union Government has, on the 
other hand, drawn attention to the considerable 
increase in transfer of resources to the States over 
the years, particularly during the last three Plan 
periods. The demand of the States for financial 
assistance to deal with natural calamities has 
expanded 3 to 4 times in recent years, showing 
inadequate financial control and discipline. 

10.3.43 The issues in Union-State financial 
relations revolve round the States' case for having 
access t o  more resources in a situation of overall 
resource shortage. Interlinked are the problems 
regarding the patterns and modes of Central 
transfers, relative revenue mobilisation efforts, 
prudence in incurring expenditure, sharing of the 
community's savings, deficit financing, etc. 
There is demand for greater objectivity and 
automaticity in resource transfers and allocations. 

4. FACTUAL REVIEW 

10.4.01 We have in the preceding Section noted 
the criticism and the main issues. In order to 
examine them, it is necessary to look into the 
broad trends in respect of the major areas of 
resource mobilisation and transfers. This has been 
attempted in this Section. 

GROWTH IN RESOURCES 

10.3.41 Union Governments' exclusive control 
over the policies and resources of the Banks and l0.4.O2 The basic data in regard lo growth of 

the Public Sector financial institutions is also one revenues or" the Union and the States and trends 

of the irritants in Union-State financial relations, in actual sharing or resources by them is set out 
although these are Union subjects. The fact that in Annexure X.2 (Not inserted). The trend rates 
more than half of the loans from the public sector of gowth5 in revenues of the Union and State 
financial institutions have gone only to two Governments covering the period 1951-52 to 
States, has been adversely commented upon. In 1984-85 are given in the following table: 

5 Obtained by fitting the function, y = a.bl where, y = revenue; a =constant; b = I + (r1100); t =time; and r = growth rate. 
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Annual Percentage Trend Rates of Growth in the 
Combined Resources of the Union and the States, 

1951-52 to 1984-85 

Item Revenue Capital Total 
Account Account 

( 1 )  (2) (3) (4) 

1. Resources: 
Conrbirled Union 13.43 11.49 12.80 
(i) Before transfers to the 13.76 11.51 12.89 

States 
(ii) After transfers to the 13.05 12.03 12.58 

States 
Srures 
(i) 'Own' revenues 12.86 11.76 12.67 
(i i )  Total revenues 13.74 10.77 13.04 

(including transfers) 
11. Transfers to Statcs 15.60 10.30 13.67 

10.4.04 The Union Government has been rais- 
ing bulk of the financial resources. Of the 
combined aggregate resources during the period 
1951-85, Union Government raised 7 1.5 per cent 
and States 28.5 per cent resources. Before trans- 
fers, during the First Plan period, the resources 
raised by the Union were Rs 4,495 crore. They 
increased to Rs 1,74.756 crore in the Sixth Plan 
period. Correspondingly, the aggregate resources 
of the States, before transfers from the Union, 
were Rs 2,241 crore in the First Five Year-Plan 
period and they increased to Rs 69,640 crore 
during the Sixth Plan period. The resources raised 
by the States as a percentage of the combined 
resources have shown a decline from 33.3 percent 
in the First Plan period to28.5 percent in the Sixth 
Plan period (Annexure X.2) (Not inserted). 

10.4.03 During the 34 Years, 1951-52 to 10.4.05 Yields from individual taxes of both the 
1984-85, the resources of the Union and State Union and the States, have shown large variations 
Governments registered a very significant in growth during the period 195 1-85. Their rela- 
increase. It is seen from the above table that the tive importance in some cases has also changed 
resources of the States are not less elastic than significantly as would be evident from the 
those of the Union. following table: 

1951-52 1984-85 

Rs in Crore Percentage Rs in Crore Percentage 
Share in Total Share in Total 
Tax Revenue Tax Revenue 

of of 
UnionIStates Union/States 

I. Union Tuxes: 
1. Income tax* 
2. Corporation Tax 
3. Union Excise Duties* 
4. Customs Duty 

All Union Taxes 

11. Srare Tuxes: 
1. Land Revenue, etc. 
2. Sales Taxes 
3. State Excise Duties 
4. Motor Vehicles' Tax 
5. Entertainment Tax 

All States' Taxes 229.05 100.0 12,342.81 ' 100.0 

* Before transfer of States' share. 
Source: Ministry of Finance: Indian Economic Stutistics-Public Finance. 1959 and 1986. 
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10.4.06 It is pertinent to note that at the time of 
framing of the Constitution, when Income Tax 
was made compulsorily sharable, it was, apart 
from Customs Duty, the rnost important source 
of revenue to the Union. Its share in the aggregate 
tax revenue of Government of India stood at 28.5 
per cent in 1951-52 but has come down to 8.2 per 
cent in 1984-85. Excise and Customs Duties, 
having 47.5 per cent share and 30 per cent share, 
respectively, in 1984-85, are now the most 
important taxes of the Union. 

10.4.07 The structure of tax receipts of the 
States has also undergone significant changes 
during this period. Land Revenue (2 1.3 per cent 
share in 195 1-52 in States' own tax revenues) has 
now become insignificant (2.6 per cent share) as 
compared to the receipts from Sales Tax and State 
Excise Duties (56.9 per cent and 15.0 per cent 
shares, respectively). 

10.4.08 State taxes have shown widely different 
growth rates. Some, like Land Revenue, have 
hardly grown. But the important taxes like Sales 
Tax, State Excise Duties and Entertainment Tax, 
have shown considerable buoyancy. The growth 
rate in States' own tax revenue has been signifi- 
cant and, indeed, somewhat higher than that of 
the Union. This discounts the general impression 
that the sources of revenue allotted to them are 
less elastic compared to those of the Union. This 
is also in conformity with the findings of some 
studies which have observed that the States' 
resources have grown in tandem with those of the 
~nion."his is evident from the following table 
giving compound annual growth rates in all-tax 
revenues and in those of selected taxes of the 
Union and the States, before any transfers from 
the Union to the States, for the period 1974-75 to 
1984-85: 

Union Taxes Percentage Compound States' Taxes Percentage Compound 
Annual Growth Rate. Annual Growth Rate. 
1974-75 to 1984-85 1974-75 to 1984-85 

(1) (2)  (3) (4) 

All Tmes 14.0 All Tuxes 15.5 
Income Tax 8.2 Land Revenue, etc. 7.9 
Corporation Tax 13.7 Sales Taxes 16.6 
Customs Duty 18.1 Motor Vehicles Tax 14.8 
Unlon Excise Duties 13.2 State Excise Duties 16.8 

Entertainment Tax 12.2 

10.4.09 It is noteworthy that a State Govern- 
ment has also highlighted the fact that the States' 
aggregate tax revenue is fairly elastic to prices 
and incomes. According to it, any disadvantage 
that the States might have relatively to the Union, 
in this respect, is of only minor and not crucial 
significance. 

TRANSFERS FROM THE UNION AND THEIR GROWTH 

10.4.10 An analysis of data relating to resource 
transfers to the States from the Union reveals 
certain interesting facts. On revenue account, 
prior to transfers to States, the Union Govern- 
ment's share has been stable around two-thirds of 
the combined revenue resources of the Union and 
the States. On capital account, its share was 85.4 

per cent during the period 195 1-85 and that of 
States 'own' resources 14.6 per cent7 (Annexure 
X.2) (Not inserted). 

10.4.11 Transfer of total resources during the 
period 1951 -85 from the Union to the States has 
been substantial, being 22.6 per cent of the 
combined aggregate resources. As a percentage 
of the total resources raised by the Union, the 
transfers to the States accounted for 3 1.6 per cent. 
As a result of these transfers the resources of the 
States became a little over half of the combined 
resources of the Union and the States. Transfers 
to the States during the period 1951-85 have 
increased from Rs 1,307 crore during the First 

6 See, for example, Wallich, Christine - State Finances in India, Vol. I - Revenue Sl~nring, World Bank Staff Working 
Papers. No. 523 (1982), p. 22, Econometric studies by the National Institute of Public Finance and Policy and others have 
also estimated high elasticity and buoyancy in State Taxes. 
7 This is o n  the basis of net sharing of resources, i.e., as they are actually available for financing respective expenditures. 
However, if the amounts o f  repayment by the States on Central loans are added back to  them, as has been done by some 
studies, their share will be a little over one-fifth. 
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Plan period ( 1  95 1-56) to Rs 56,03 1 crore during 
Sixth Plan period (1980-85) showing an annual 
trend growth rate of 13.67 per cent. This brings 
out the significant role of the resource transfers 
to the States (Annexure X.2) (Not inserted). 

REVENUE AND CAPITAL TRANSFERS 

10.4.12 Further break-up of the transfers in 
terms of revenue and capital shows that on rev- 
enue account, the transfers to the States have been 
approximately three-fourths of the total transfers 
(Annexure X.2) (Not inserted). In the initial years 
( I  95 1-56) the transfers on revenue account were 
about 46 per cent. Thus, the revenue account 
transfers have not only shown volume growth but 
alsoas a percentage of the total transfers they have 
risen steadily from 46 per cent to 73 per cent. The 
trend growth rate of transfers on revenue account 
works out to 15.60per cent per annum (Annexure 
X.3) (Not inserted). 

STATES' SHARE I N  COMBINED RESOURCES OF 
THE UNION AND THE STATES 

10.4.13 After taking into account the transfer of 
resources from the Union to the States, the per- 
centage share of the States in combined aggregate 
resources has remained around 50 per cent. Their 
shares since the First five Year Plan in the 
combined aggregate resources and separately on 
revenue and capital accounts, have been as under: 

(Percentages) 

Revenue Capital Total 

P A T E R N  OF TRANSFERS 

10.4.14 It will also be pertinent to consider the 
pattern of transfers. Resources are transferred 
partly on the recommendations of the Finance 
Commission, partly through the Planning Com- 
mission and also directly from the various Min- 
istries of the Union Government. We have 
considered in detail the pattern of devolution in 
Section 7 and the salient features are noted below. 

10.4.15 The transfers on account of the Finance 
Commission have gone up from 31.2 per cent in 
the First Five-Year Plan period to 41.3 per cent 
in the Sixth Plan period (Annexure X.4) (Not 
inserted). Transfers on the recommendations of 
the Planning commission show considerable 
fluctuations during this period. During the last 
two Five-Year Plan periods, they were around 4 2  
to 43 per cent. These transfers include those on 
account of Central and Centrally Sponsored 
Schemes. These were only 2.8 per cent during the 
period 1966-69 (i.e., after the Third Plan) and 
have gone up to over 1 1 per cent in the Sixth Plan 
Period. During the last two plans, 'other transfers' 
were 15.0 and 15.3 per cent, respectively. . 

10.4.16 Another interesting aspect of these 
transfers is seen in the split between Revenue and 
Capital components. Transfers through the 
Finance Commission have been almost wholly on 
revenue account. Out of these revenue transfers, 
85.1 per cent were by way of tax-sharing and the 
remaining 14.9 per cent were in the nature of 
grants or sharing of other resources for the period 
1952-84 (see Annexure X.5) (Not inserted). On 
the other hand, Plan transfers carry a large loan 
component. 

1951-85 57.2 35.9 51.2 TRENDS IN UNION FINANCES 

10.4.17 Looking at the pattern of non-plan 
This is in so far as the direct sharing of resources expenditure of the Union, i t  is seen that a large 
is concerned. In addition, the Union Government part of it is on defence, interest payments and 
incurs considerable expenditure through subsi- subsidies. These three items which constituted 
dies, Central plan investment and on other items 65.1 per cent of the total non-plan expenditure in 
which benefit the States and indirectly reduce 1970-71 have risen steadily to 73.3 per cent in 
pressure on their expenditure. 1987-88 (B.E.) 
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10.4.18 Since 1979-80 the Budgets of the Union the Sixth Plan period) and commercial irrigation 
Government have persistently shown deficits on systems (Rs 592 crore in 1984-85)."' With these 
the revenue account. The Balance from Current losses in the Centre and in the States, the regimen 
Revenues became negative for the first time in laid down by the Finance Commission for the 
1985-86. We have dealt with these matters in Public Sector has been frequently violatedand the 
greater detail in Section 7 subsequently. hopes expressed by the Planning Commission in 

NEED FOR IMPROVING RESOURCE MOBlLlSATlON 
the Five Year Plan have been belied, notwith- 

AND MANAGEMENT standing the approval of the National Develop- 
ment Council. It has been observed by one State 

10.4.19 There is still considerable scope for G~~~~~~~~~ that and measures to 
both the Union and the States to step up revenue improve the financial perfomance of states3 
mObilisation- The Long Term departmental and non-departmental undertakings 
document Of the Government must be an important element of the required 
recognises the need to increase the Balance from many-sided effons towards establishing more 
Current Revenues as to reduce the dependence even financial balance between the Centre and the 
on substantial internal borrowing for financing States. The resulting improvement in the return 
the Internal borrowings have of late gone on investment andenterprise secured by the States 

in large interest Payments. would make a sizeable contribution to reducing 
as many as non-de~artmental under- the gap between their revenue expenditure and 

takings of the Union Government incurred a loss own tax and non-tax revenues'. We are in full of Rs 1,656.34 crore in 1985-86.' The funding of agreement with this observation. 
the Seventh Five-Year (Central Sector) Plan 
crucially depends on the generation of sufficient 
surpluses by the Union Public Sector Under- 
takings. 

10.4.20 Similarly, over the years most of the 
States have given exemptions on Land Revenue, 
etc., whereas the gross value and volume of 
agricultural production have increased manifold 
during this period. Only a few States are at present 
levying Agricultural Income Tax and that too, to 
an insignificant extent (total receipts Rs 91.33 
crore in 1984-85). Wide State-wise variation in 
the effective rates of taxation in relation to the 
relevant bases is also indicative of the consider- 
able potential yet to be tapped for revenue 
mobilisation." Agricultural income taxation is not 
easy to administer and not amenable to easy 
solution in respect of its assessment and collec- 
tion. Further, large commercial losses are 
reported to have been incurred by States' public 
sector enterprises - State Electricity Boards (Rs 
1,123 crore in 1984-85), State Road Transport 
Corporations (Rs 150-200 crore in each year of 

10.4.2 I One State Government has complained 
that the Union-State financial relations 'grie- 
vously violate the basic principle of federal 
finance that each level of government must be 
substantially, if not wholly, self-reliant with 
regard to financial resources required for the due 
discharge of its responsibilities'. On an analysis 
and comparison of the aggregate figures of 
expenditure and the revenues of all the States 
relating to the financial years 1983-84, 1984-85 
and 1985-86, it maintains that the States' 
dependence on resource transfers from the Union 
for financing their revenue expenditure is now 
close to 40 per cent and for financing their capital 
expenditure is much greater than this percentage. 

10.4.22 On the basis of a study of the growth in 
the respective revenues of the Union and the 
States over the period 1975-76 to 1985-86, it 
holds that the indirect taxes of the States in 
comparison with those of the Union, are equally, 
if not more, elastic, to prices and income. It rejects 

8 Governmhit of India, Bureau of Public Enterprises -Public Enterprises Survey, 1985-86, p. 10. 
9 Please refer to Chelliah, Raja J. and Sinha, Narain - State Finances in India. Vol. 3, - The Measurement of Tnx EJort of 
State Governments, 1973-76, World Bank Staff Working Papers, NO. 523, (1982). 
10 Government of India, Ministry of Finance - Economic Survey, 1985-86, p. 75. 



JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY OCT-DEC 1997 

the oft-trotted argument that this dependence of 
the States on the Union for financing their revenue 
expenditure, is due to the overall inelasticity of 
the States' own taxes. After further discussion, it 
propounds the thesis that the 'crucial factor for 
States' financial dependence on the Centre is their 
very narrow tax base in relation to their revenue 
expenditure as well as thecentre's tax base'. This 
State Government has also noted 'that the States' 
non-tax revenue contributed by their depart- 
mental and non-departmental undertakings has 
deteriorated over the years'. 

10.4.23 The difference between States' own 
revenues and their revenue expenditures over a 
period of years, is not an infallible measure of the 
extent of their dependence on the resource 
transfers from the Union. The main snag is that 
the quantum of the revenue expenditure of a State 
carries a substantial component relatable to rev- 
enue received by transfer from the Union. This 
component is a variable factor which has an 
incremental effect on the level of the States' 
revenue expenditure. The alleged 'narrow tax- 
base of the States', therefore, cannot be related 
quantitatively to the level of their revenue 
expenditure as the latter itself depends upon their 
total revenue resources including revenue trans- 
fers from the Union. Nor can it be appropriately 
related to the Union. Governments' tax-base as 
the Union expenditure obligations as well as 
transfer of revenues to the States, are on a different 
footing. For analysing the issues in question, it 
will be pertinent to distinguish between States' 
indirect and direct taxes. The State Government 
mentioned above, has candidly conceded after a 
quantitative analysis, that the States' indirect 
taxes (Sales Tax, State Excise Duties, Taxes on 
Motor Vehicles, Entertainment Tax, Taxes on 
Passengers and Goods, Electricity Duty and 
Stamp Duties and Registration Fees) are fairly 
elastic to prices and income but their direct taxes, 
such as Land Revenue and Profession Tax, are 
highly inelastic. 

relating to the agricultural sector, viz., Land 
Revenue, Agricultural Income Tax, returns on 
commercial irrigation, etc., however, is poor. 
Most of the States have partially given up Land 
Revenue. The Agricultural Income Tax, as dis- 
cussed subsequently in paragraphs 10.5.67 to 
10.5.72 is beset with complicated problems. 

10.4.25 In line with this analysis, it would be 
advantageous at this stage to take note of the broad 
trends in other federations. Due to great diversity 
of political systems and lack of full information, 
it is not possible to make accurate international 
comparisons of revenue centralisation and 
expenditure decentralisation. Nonetheless, it can 
be said without fear of contradiction that gener- 
ally all over the world the federal governments 
have a large and increasing control over revenues. 
This is particularly true of Australia and to alarge 
extent of the United States of America. A more 
balanced situation exists in Canada and West 
Germany. A comparative study held under the 
auspices of National Institute of Public Finance 
and Policy has observed: 

We may conclude that there is slightly higher 
degree of centralisation of revenues in India 
than is generally found in the economically 
developed federations. But the expenditure 
decentralisation in India is greater than in those 
federations. As a result, the degree of depen- 
dence on the Centre, in terms of the share of 
federal transfers in States' revenue, is higher. 
However, in so far as ths transfers take place in 
the form of constitutionally assigned taxes, the 
high share of federal transfers cannot be said to 
be an indicator of dependence." 

Our studies show that the increasing quantum of 
the constitutionally assured revenue transfers to 
the States substantially reduces their initial 
dependence on the Union for revenue expendi- 
ture. 

10.4.24 The indirect tax structure of the States 10.4.26 The factual review carried out in the 
is quite board-based (broad-based). The States' preceding paragraphs brings out three important 
financial performance in respect of direct taxes conclusions. They are: 

1 1 Trends and issues in Indian Federal Finance ( I  982). p. 6. 
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(1) The Union has been raising the major part of 
the combined resources; 

(2) The growth-rate in States' own revenues, 
given theinitial small base, has kept pace with 
that of the Union; and 

(3) Transfers to the States have grown signifi- 
cantly over the years. 

10.4.27 At this stage it would be advantageous 
to deal with the general issue noticed in para 
10.3.02 that the large dependence of the State on 
the Union is indicative of a weakness in the 
existing arrangements. We have earlier noted that 
the division of the heads of taxation between the 
Union and the States envisaged in the Constitu- 
tion follows certain basic principles according to 
which those taxes which require a uniform 
treatment and/or have inter-S tate significance are 
with the Union. As a result, the major and 
expanding sources of revenue are with the Union. 
In recognition of this situation, the constitutional 
scheme has provided for sharing of revenues 
raised by the Union and mechanisms for their 
transfer from the Union to the States. Therefore 
the mere fact that a considerable gap exists 
between the requirements and 'own' resources of 
the States need not per se be regarded as a 
short-coming in the present system. The real 
issues for consideration are 

(i) whether it is possible to enlarge the 'own' 
resources of the States by transferring more 
powers of taxation to them; 

(ii) should the size of the sharable pool be 
increased; and 

(iii) whethertheexisting mechanisms for transfer 
of resources from the lJnion to the States are 
adequate. 

We have considered these issues in the ensuing 
Sections. 

10.4.28 Before concluding, it is necessary to 
take note that apart from the above, on the 
methodological plane, a difference between 
expenditure incurred by the States and their 'own' 
resources is not an infallible indicator of a genuine 
gap between them. The problem is not so simple 
and bristles with several complications. It 
involves an objective assessment of the fiscal 

needs, tax efforts, tax potential of the States and 
efficiency of fiscal management. Quantification 
of all these factors is extremely difficult, if not 
impossible. Further, the level of expenditure of 
the States is itself determined by transfers from 
the Union, besides their own resources. It cannot, 
therefore, be taken as a sure measure of  their 
needs. The determination of gaps i n  resources 
vis-a-vis the fiscal needs of the States is thus not 
amenable to any simple analysis. 

5. ENLARGEMENT OF STATES' RESOURCES 

ALTERNATIVES 

10.5.01 In our Questionnaire, we had invited 
suggestions on how the States' resources could 
be augmented. The possible alternatives put forth 
to elicit replies comprised any one or a comhi- 
nation of the following: 
(a) Complete separation of the fiscal relations of 

the Union and the States, abolition of the 
scheme of transfer of resources and instead, 
transferring more taxing heads to List 11, 
Seventh Schedule. 

(b) Transfer of a few more elastic taxation heads 
to List 11. 

(c) All the taxing headdtaxing powers be trans- 
ferred to the Union List to form a sharable 
pool, the respective shares of the Union and 
the States as a whole being specified in the 
Constitution itself, the amounts and the 
principles on which the States' share would 
be distributed amongst the various States, be 
determined by the Finance Commission. 

(d) More Central taxes such as Corporation Tax 
Customs Duty, Surcharge on Income Tax, 
etc., be brought into the sharable pool. 

(e) Financial resources, other than.tax-revenues 
of the Union, be also distributed between the 
Centre and the States. 

10.5.02 None of the State Governments or 
experts has favoured alternatives (a) and (c). As 
regards transfer of a few more elastic taxation 
heads to the States, most State Governments have 
not suggested any change in the division of 
taxation subjects as enumerated in the Seventh 
Schedule of the Constitution. As stated in Section 
3, some of the States have suggested enlargement 
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of States' tax-base by transferring more taxation mentioned in the proposal are either essential 

powers to them, if necessary, by amending the commodities andor important industrial inputs, 
Constitution Even do not suggest lransfer of Significant inter-state differentials in their prices 
any of the more important heads of taxation, like 
Union Excise Duties and Customs Duties, from may serious problems' 
the Union List to the State List. 

In view of the above considerations, we are 
10.5.03 However, one State Government has to agree to this proposal, 

suggested that with a view to widening substan- 
tially the States' tax-base, the Union should ENLARGEMENT OF STATES' TAXATION POWERS 
abstain from levying Excise Duty on certain 
produch (present yield 40 per cent the 10.5.05 These suggestions fall broadly into 
total Union Excise revenue) and allow the States 
to levy Additional Sales Tax for an equivalent three groups. Firstly, those relating to the taxes 

amount on them in lieu thereof, Further, States and duties included' in Articles 268 and 269; 

may also be allowed to levy Surcharge on the secondly, those relating to transfer of residuary 
Additional Sales Tax, if needed- It has been powers of taxation to the States, and thirdly, those 
suggested that such selected commodities should which aim at removing or relaxing the limitations 
be the industrial products on which Sales Tax 
cannot be easily avoided, viz., petroleum prod- 0" the Powers of the States to raise resources 
ucts, tyres, processed vegetabli oils, vanaspati, including transfer of powers of taxation in regard 
cement, iron and steel and products thereof, sheet to certain commodities to them, 
glass, T.V. sets, and motor vehicles and tractors. 

10.5.04 At the outset, we will consider the 
suggestion regarding levy of Additional Sales 
Tax in lieu of Union Excise Duty on certain 
commodities. At present, 40 per cent of the net 
proceeds from Union Excise Duty is already 
being transferred to all the States and another five 
per cent to the revenue-deficit States as per 
recommendations of the Eighth Finance Com- 
mission. The above-mentioned proposal will put 
the poorer States with low levels of consumption 
and corresponding lower capacity to raise reve- 
nue in this manner to serious disadvantage. Fur- 
ther, the implications of the proposal involve a 
very substantial revenue loss to the Union in 
addition to the present scale of transfers, and will 
thus drastically cut into Union's resources. 
Moreover, inasmuch as some of the products 

10.5.06 We have considered the above- 

mentioned suggestions in the chapter on Legis- 

lative Relations mainly from the view-point of 

constitutional implications. Here, the focus 
would be on the functional implications of the& 

suggestions. 

DUTIES UNDER ARTICLE 268 

10.5.07 Article 268 lays down that such stamp 

duties and such duties of excise on medicinal and 
toilet preparations as are mentioned in the Union 

List shall be levied by the Union but collected and 
appropriated by the States. These duties are 
referable to Entries 8412 and 9 113 of the Union List 

12 '84. Duties of excise on tobacco and other goods manufactured or produced in India except - 
(a) alcoholic liquors for human consumption; 
(b) opium, Indian hemp and other narcotic drugs and narcotics; 

but including medicinal and toilet preparations containing alcohol of any substance included in sub-paragraph (b) of this 
entw'. 
13 '91. Rates of stamp duty in respect of bills of exchange, cheques, promissory notes, bills of lading, letters of credit. 
policies of insurance, transfer of shares, debentures, proxies and receipts'. 
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with corresponding qualification of Entry 5 1 l 4  of 
StateList. The Medicinal and Toilet Preparations 
(Excise Duties) Act, 1899 governs the levy of 
these duties. 

10.5.08 It has been suggested by a State Gov- 
ernment that the power to levy the duties men- 
tioned in Article 268 may be transferred to the 
States and for that purpose, Entries 84 and 91 may 
be transposed to the State List and corresponding 
changes made in the provisions of Article 268. It 
is argued that these duties do not form part of 
inter-State transactions 'to any large extent'. 
Further, the differential rates which might arise if 
States are given powers to levy these duties will 
not affect the optimum utilisation of sources in 
any way. A general principle enunciated by this 
State Government in support of its suggestion is 
that the efficiency in taxation is highest when the 
tax is administered and collected by the same 
authority which has the power to appropriate it. 
The thrust of the argument is that for augmenting 
the inadequate resources of the States, it would 
be desirable to empower them to levy these duties. 

10.5.09 Entry 84 comprehends, among other 
things, a range of medicinal items which are 
important from the view-point of public health 
policy. In the Government of India Act, 1935, the 
subject was, however, included in the Provincial 
List (Item 40). The framers of the Constitution, 
while transferring this head to the Union List, 
noted that it was not then being significantly 
exploited for raising revenue by the Provinces. 
Moreover, they felt the necessity of an all-India 
Drugs ~ o l i c ~ . ' ~  

10.5.10 In furtherance of the constitutional 
Directive Principles of State Policy in Article 47, 
the primary objective of the tax-laws should be to 
regulate and control the production of these 
intoxicants and preparations on a uniform basis, 

and revenue earning should be a secondary pur- 
pose. The Union Ministry of Finance has also 
emphasised this aspect in the information 
supplied to us. The items covered by this Entry 
have inter-State aspects. Uniformity even in 
regard to the principles of their taxation is desir- 
able in the larger national interest. 

10.5.1 1 So far as stamp duties under Entry 91 
(List I) are concerned, the desirability of uniform 
rates throughout the country in commercial and 
related transactions (involving bills of exchange, 
cheques, promissory notes, bills of lading, letters 
of credit, life insurance policies, general insur- 
ance policies, transfers of shares, debentures, 
proxies and receipts) is self-evident. Inter-State 
disparities in their rates and tax-regulations can 
play havoc withcommercial activity and free flow 
of trade. We are, therefore, of the view that no 
change in the present position and content of 
Entries 84 and 9 I of List I is called for. 

10.5.12 Some State Governments have pointed 
out that all the duties mentioned in Article 268 
should be better exploited. The scope for raising 
revenue from these duties was examined for the 
first time recently by the Eighth Finance Com- 
mission. It noted that inasmuch as the duties of 
excise on medicinal and toilet preparations were 
raised only in 1982, there was not much scope for 
a further increase then. Some scope for raising 
stamp duties on bills of lading (excluding those 
in respect of inland navigation, letters of credit 
and policies of general insurance) was considered 
feasible, but in the absence of adequate data, the 
amounts could not be quantified. The Finance 
Commission, therefore, left the matter to the 
Union Government for appropriate revisions in 
rates of duties. We have been informed by the 
Union Ministry of Finance that the Government 
'has already implemented most of these recom- 
mendations'. The Ministry has further com- 
mented: 'Since the Finance Commission is being 

14 ' 5  1. Duties of excise on the following goods manufactured or produced in the State and countervailing duties at the same 
or lower rates on similar goods manufactured or produced elsewhere in India:- 

(a) alcoholic liquors for human consumption; 
(b) opium, Indian hemp and other narcotic drugs and narcotics; 

but not includinrr medicinal and toilet preparations containing alcohol or any substance included in sub-paragraph (b) of this - - .  
entry'. 
15 See Cr~nrtituentAssemblyDebates(New Series) Book 5, September, 1,1949, page 839 (Statement by Dr.B.R. Ambedkar). 
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asked to comment on the manner in which these 
duties could be exploited in the best interests of 
the States without affecting the national economy, 
the interests of the States are sufficiently safe- 
guarded by the present procedure'. 

10.5.13 Under the present circumstances, duties 
on all the items covered by Article 268 do not 
appear to be a buoyant source of revenue ame- 
nable to frequent revisions. Since basic circum- 
stances do not always remain constant, we 
recommend that the Union Government should, 
in consultation with the State Governments, 
periodically consider and explore the revisions of 
these duties. We further recommend that the 
revenues raised from these duties should be 
separately specified in the budget and other 
relevant publicaf ons. 

TAXES AND DUTIES UNDER ARTICLE 269 

10.5.14 Article 269 refers to taxes levied and 
collected by the Union but assigned to the States. 
It enlists eight taxes and duties (mentioned in the 
footnote to para 10.2.16(b) above). These are 
referable to Entries 87, 88,89,90, 92A and 92B 
of the Union List. Of these, at present, onIy under 
Entry 92A, a tax on sale or purchase of goods in 
the course of inter-State trade and commerce is 
being levied. 

10.5.15 Some State Governments have pointed 
out that the Union Government has not raised 
adequate revenues from these heads of taxation. 
They have suggested that the relevant Entries 
(specially Entries 87,88,89 and 90 of the Union 
List) may be transferred to the State List. 

10.5.16 Entries 87 and 88 of List I: 
'87. Estate duty in respect of property other than 

agricultural land'. 
'88. Duties in respect of succession to property 

other than agricultural land'. 

For reasons abstracted in paragraph 10.5.06 
above, the same State Government has suggested 
that 'duties in respect of succession to property 
other than agricultural land' and 'estate duties in 

respect of property other than agricultural land', 
mentioned in Article 269(1) (a) and (b), respec- 
tively, 'be delegated to the States for levy'. 
Somewhat inconsistently with this plea for 
'delegation', the State Government has also asked 
for transfer of the corresponding Entries 87 and 
88 of the Union List to the State List. 

10.5.17 The incidence of both the taxes, viz., 
EstateDuty and Succession Duty, is on the same 
object, viz., property passing on the death of the 
owner to his successors. But while in the case of 
the former, value of the whole estate (movable 
and immovable even if situated in more than one 
State) would be the base, the succession duty is 
relatable to the value of individual shares passing 
on to the successors. In view of this commonalty 
of incidence, the Fifth and the Eighth Finance 
Commissions, which had a term of reference to 
examine the scope for raising revenue from taxes 
in Article 269, took the position that as Estate 
Duty was then being levied, it was not worthwhile 
to levy Succession Duty also. The Economic 
Administration Reforms Commission, 1981 -83 
(Chairman: L.K. Jha) had recommended abolition 
of Estate Duty on the consideration that it had 
failed in both its objectives, namely, to mitigate 
the building up of dynastic wealth and raising 
reasonable resources. It had noted that 96.8 per 
cent of the assessees in 1980-81 related to the 
estates whose 'principal value' was less than Rs 
3 lakh.16 In the financial year 1985-86, Estate 
Duty was abolished in view of its meagre yield 
(gross collections Rs 22.50 crore in 1984-85). 

10.5.18 Although apparently Estate Duty has 
local base significance, there are several reasons 
for which it would be desirable to retain it in the 
Union List if it is re-imposed. An individual may 
have properties located in more than one State and 
a total view of his assets can be better taken by 
the Union Government. Further, if the tax is levied 
by the States the persons inheriting properties in 
different States wilI have to deal with several tax 
codes and regulations. It is necessary to recognise 
that taxes like estate/succession duties are not 

16 Government of India, Economic Administration Reforms Commission - Reports on Tax Adminisrration, 1981-83 (p. 33). 
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expected to be buoyant sources of revenue. If they 
are levied by the State Governments there is a 
possibility of unhealthy competition among the 
States, and consequent bewilderment and 
embarrassment to the assessees. Uniformity in the 
main principles of law with respect to these duties 
is essential in the national interest. Administra- 
tively also, it will be far more convenient if this 
tax is levied and administered by the Union in 
view of better access to information. Moreover, 
the net proceeds of Estate Duty till it was abol- 
ished were being allocated to and distributed 
among the States on the basis of formulae 
recommended by Finance Commission. In view 
of these considerations we are unable to support 
the plea that Entries 87 and 88 be shifted from 
List I to List 11. 

10.5.19 One State Government has suggested 
that 'terminal taxes on goods or passengers, 
carried by railway, sea or air, taxes on sale or 
purchase of goods which takes place in the course 
of inter-State trade, etc., be brought under the 
purview of Article 268'. It has argued that it will 
be in the interest of tax administration to pro- 
gressively allow the State Governments to levy 
and administer these taxes which have now been 
included in Article 269. One State Government 
has asked for the transposition of the taxation 
heads comprised in Entries 89 and 92 of List I to 
List 11. We have dealt with these aspects in detail 
in the chapter of Legislative Relations. 

10.5.20 Entry 89 of List I: 
'89. Terminal taxes on goods or passengers, 

carried by railway, sea or air; taxes on railway 
fares and freights'. 

The above Entry covers taxes listed at (c) and 
(d)of Article 269(1). While by virtue of this Entry 
Parliament is empowered to levy 'terminal' taxes 
on goods and passengers camed by railway, sea 
or air, the State Legislatures by virtue of Entry 
52,17 List I1 are competent to impose Octroi 
(terminal tax) on entry of goods into a local area 

for consumption, use or sale. Similarly, under 
Entry 56'"f List 11, the State Legislatures are 
competent to levy taxes on goods and passengers 
carried by road or on inland waterways. A State 
Government has suggested that the States may be 
empowered to levy the taxes mentioned in Entry 
89 of List I. 

10.5.21 One of the most important develop- 
ments in post-Independence period is the emer- 
gence of a vast common market. Transport sector 
constitutes an important element in the basic 
infrastructure and its development is vital for the 
growth of the economy. Uniform rate-structure 
and policies with respect to them are desirable to 
ensure that free flow of inter-State trade is not 
hampered by discriminatory and differential trade 
barriers raised by the States. Further, the sug- 
gestion under consideration carries greater scope 
for raising revenue by the advanced States with 
well-organised transport services and would 
discourage already under-utilised transport in 
less-developed areas. Finally, in spite of these 
taxes being within the competence of the Union, 
in agreement with the Eighth Finance Commis- 
sion, we do not think that there is much scope for 
raising revenue from the terminal taxes on goods 
and passengers.'Y In view of the above consider- 
ations, we are of the view that the power to levy 
terminal taxes on goods and passengers carried 
by railway, sea or air should remain with the 
Union Government. 

10.5.22 Entry 90, List I: 
'90. Taxes other than stamp duty transactions 

in stock exchanges and futures markets'. 

Two State Governments have pointed out that 
'futures markets' are essentially intra-State in 
character dealing with local mercantile and 
commercial subjects and have suggested transfer 
of 'futures markets' to the State List. In line with 
the aboveargument, they have also suggested that 

17 '52. Taxes on the entry of goods into a local area for consumption, use or sale therein'. 
18 '56. Taxes on goods and passengers carried by road or inland waterways'. 
19 At present a terminal tax is, however, being levied on passengers carried by railway to certain places of pilgrimage or 
where fairs. Melas, exhibitions, etc., are held. 
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Entry 90, List I (along with Entry 4820 of List I) 
be suitably modified by transferring taxes other 
than stamp duties on transactions in 'futures 
markets' to the State List. 

10.5.23 Futures transactions comprise contracts 
for sale and purchase of goods at a future date 
primarily with a view to guarding against adverse 
price fluctuations. By its very nature futures 
trading has an organised character and is, in 
practice, conducted through Commodity 
Exchanges which frame rules and regulations 
concerning the contracts. At present, futures 
trading is allowed at specific centres in respect of 
four commodities, viz., jute products (sacking 
bags), paper, turmeric and gur. No tax is currently 
being levied by Government of India on futures 
transactions. Indeed, the Fifth and the Eighth 
Finance Commissions, which considered the 
scope for raising revenue from taxes included in 
Article 269, did not find much scope in this tax 
commensurate with the administrative costs and 
the difficulties involved. 

10.5.24 The futures transactions generally 
involve operations affecting interests of traders, 
manufacturers, etc., in more than one State. For 
example, in the case of 'gur', there are nine major 
centres where futures trading takes place. If power 
to tax these transactions is transferred to the 
States, it may lead to problems in regard to 
availability ofthe commodities and prices in other 
areas of the country. Entry 90 is functionally 
linked to Entry 48 of List I. We have noted in the 
chapter on Legislative Relations that stock 
exchanges and futures markets have an inter-State 
character. The latter also entails over-seeing 
development of a broadbased capital market 
which can be done effectively and uniformly by 
the Union Government only. In view of these 
considerations read along with the discussion in 
the chapter on Legislative Relations, we cannot 
support the suggestion for transfer of Entry 90 of 
List I to List 11. 

20 '48. Stock exchanges and futures markets'. 

10.5.25 Entry 92, List I: 
'92. Taxes on the sale or purchase of newspa- 

pers and on advertisements published therein'. 

The State Governments which have suggested 
the transfer of this Entry to List 11, have not given 
cogent and specific reasons, apart from saying in 
general terms that such transfer will augment the 
fiscal resources of the States. 

10.5.26 The Union Ministry of Finance has 
informed us that this tax was placed in the Union 
List 'to ensure the freedom of the Press, promote 
the newspaper reading habit and increase the 
circulation of regional language newspapers'. 
The scope for raising revenue from this tax was 
found to be very limited by the Taxation Enquiry 
Commission (1953) and the Fifth and the Eighth 
Finance Commission, in view of the itill narrow 
base of newspaper readership and the need to 
encourage the newspaper reading habit. We have 
also been given to understand by the Union 
Ministry of Finance that to encourage the news- 
paper readership the Union Government 'has 
even been canvassing the exemption of newsprint 
from State Sales Taxes'. 

10.5.27A well-informed pubiic opinionis asine 
qua non of a healthy democratic system. News- 
papers play a crucial role in disseminating 
information, mobilising and focussing public 
opinion on major issues or concerns of the  day. 
No less significant are the services which news- 
papers with a large India-wide clientele, render in 
fostering national outlook and integration. As it 
is, there is a paucity of newspapers having an 
India-wide circulation and a sound financial 
position. If the power to impose this tax is 
assigned to the States. such newspapers may face 
cost-differential among States, adversely affect- 
ing their circulation and financial viability. 

10.5.28 Moreover, under the present arrange- 
ments envisaged in Article 269, the net proceeds 
of this tax, if levied, are to be distributed on the  
recommendations of the Finance Commission 
among the States within which it is levied. If the 
power to levy or collect this tax is transfened to 
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the States, it will be disadvantageous to the 
less-developed States with low urbanisation and 
nascent readership. 

10.5.29 Since the power to tax has also a 
potential to destroy, the adoption of a uniform 
policy which balances the claims of a free viable 
Press with the need for raising revenue for the 
States from this meagre albeit dubious source, is 
essential in the larger interest of the nation as a 
whole. Only the Union is to do so. 

included in Entries 92A and 92B are entirely for 
the benefit of the States and are not retained by 
the Union. In planning the Consignment Tax 
(Entry 92B) a series of consultations with the 
State Governments have already taken place. It 
would, indeed, be desirable that from time to time 
the Union Government takes the State Govern- 
ments into confidence in organising all the taxes 
coming under Article 269. In view of the 
above-mentioned position, no change in respect 
of Entries 92A and 92B is called for. 

10.5.30 In view of the above considerations, we TAXATION OF PRoPERnEs 
are unable to support the demand for transfer of 0.5.33 Enlry 32, I: 
Entry 92 of List I to List 11. '32 Property of the Union and the revenue 

10.5.31 Entries 92A and 92B, List I: 
therefrom, but as regards property situated in a 
State, subject to legislation by the State, save in '92A. Taxes on the sale or purchase of goods so far as Parliament by law otherwise provides'. other than newspapers, where such sale or Dur- . .  , 

chase takes place in the course of inter-State tkde 
or commerce'. 

'92B. Taxes on the consignment of goods 
(whether the consignment is to the person malung 
it or any other person), where such consignment 
takes place in the course of inter-State trade or 
commerce'. 

A regional political party has suggested that 
these Entries be omitted from List I, and from 
Entry 54*' of List 11, the words 'subject to pro- 
visions of entry 92A of List 1', be deleted. 

10.5.32 We have dealt with this matter in the 
chapter on Legislative Relations under the Sec- 
tion 'Issues regarding Article 286 and related 
provisions'. We may reiterate here that the broad 
purpose of the system encompassing Article 286, 
Entries 92A and 92B of List I and Entry 54 of List 
11, is to check multiple taxation of the same 
transaction by different States in the course of 
inter-State trade and commerce and ensure uni- 
formity in taxation at a relatively lower rate on 
sale and purchase of certain goods declared to be 
of special importance. Union Government's 
overall control in such spheres of taxation to 
subserve this national purpose is essential. It is 
also pertinent to note that net proceeds of taxes 

Articles 285 and 289 provide immunity from 
taxation of the properties of the Union and the 
State Governments by the other. A State Gov- 
ernment has suggested deletion of the provision 
'save in so far as Parliament by law otherwise 
provides' in Entry 32 of List I as well as in Article 
285. It has pointed out that on account of this 
limitation, ldca~ bodies in the States are foregoing 
substantial revenues. Another State Government 
has suggested omission of clauses (2) and (3) of 
Article 289 as they  allegedly discriminate against 
the States inasmuch as Article 285 does not have 
clauses analogous to these. On t h e  other hand, it 
has been represented by a Union Government's 
Corporation that it should also be exempted from 
taxation under Article 285. 

10.5.34 We have examined at length the ratio- 
nale of the relevant provisionsof Articles 285 and 
289 in the chapter on Legislative Relations. 
Briefly, we have noted therein that the immunities 
apply to direct taxes on property of the Union in 
a case falling under Article 285 and to direct taxes 
on income and property of theS tates under Article 
289. There is no immunity in regard to taxes, such 
as Customs Duties, in relation to property. 
Similarly, the Union Government also has to pay 

21 '54. Taxes on the sale and purchase of goods, other than newspapers, subject to the provisions o f  entry 92A of List I' 
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Sales Tax. A necessary precondition fur the har- 
monious working of a two-tier polity is that 
neither thc national nor the regional government 
should have powers to make laws which are direct 
against each other. Properties of the Union 
Government's Corporations are not on the same 
footing as the properties of the Union Govern- 
ment. Tax immunities cannot be extended to 
them. In view of the above and the detailed 
reasons given in the chapter on Legislative 
Relations, we do not suggest any changes in 
Articles 285 and 289 and Entry 32 of List I. We 
may, however, reiterate our recommendation 
made in para 2.35.13 of the chapter on Legislative 
Relations that a comprehensive law (under Clause 
( I )  of Article 285 read with the saving clause in 
Entry 32 of List I) analogous to Section 135 of 
thc Indian Railways Act, 1890 and Sections 3 and 
4 of the Railways (Local Authorities' Taxation) 
Act, 194 1 be passed making liable to taxation the 
properties of the departmental commercial 
undertakings of the Union Government at  such 
fair and reasonable rates as may be notified from 
time to time by the Union Government after 
taking into consideration the recommendations of 
a person, who is or has been a Judge of a High 
Court or a District Judge. 

10.5.35 So far as the issue of service charges is 
concerned, since April 1, 1954, on the recom- 
mendations of the Taxation Enquiry Commis- 
sion, 1953, the Government of India has agreed 
to pay charges in lieu of property tax for the 
services rendered in respect of its properties by 
the local bodies. The services provided by the 
local bodies vary considerably and may include 
conservancy, water supply, drainage and sewer- 
age, roads and lighting, etc. Large and compact 
Union Government's establishments, like the 
Railways and public sector undertakings, usually 
provide their own internal services and share the 
construction and maintenance costs on link ser- 
vices like roads, sewerage and drainage, with the 
local bodies. 

10.5.36 The norms in regard to the service 
charges were determined by Government of India 
in 1962 and subsequently revised in 1967 and 
1968.'* The procedure has been systematised. 

10.5.37 Problems like inadequate service 
charges paid for Government property or accu- 
mulation of their arrears are administrative issues 
and should be settled by mutual discussion 
between the Union and the State Governments. It 
is only fair that reasonable service charges should 
be paid by all beneficiaries. 

10.5.38 We recommend that an official level 
committee may be set up to review the problems 
and evolve mutually agreeable solutions. This 
committee may have on its panel representatives 
of the Union Ministries of Finance, Home, Urban 
Development, Railways and from some State 
Governments. 

10.5.39 Entry 40, List I: 
'40. Lotteries organised by the Government of 

India or the Government of a State'. 

A State Government has suggested that a new 
Entry may be added to the State List, reading 
'Lotteries organised by the Government of a 
State' with suitable change in Entry 40 of List I. 
The import of the suggestion is that the State 
Governments be empowered in matters relating 
to lotteries organised by them and by implication, 
the jurisdiction of the Union should be restricted 
tolotteries organised by the Government of India. 
A similar suggestion has been made by another 
State Government and also by a State level 
political party. 

10.5.40 We have dealt with this issue in detail 
in the chapter on Legislative Relations. State 
lotteries cannot remain confined within the 
boundaries of the State and the distributors are 
scattered all over the country. Problems of 
inter-State character have, indeed, arisen in this 

22 Government of India,Ministry of Works, HousingandSupply O.M. No. 23(8)-v-Cont. dated25-8-62; Ministry ofFinancr, 
Department of Coordination letter No. 4(7)-PI65 dated 29-3-67, and Ministry of Works, Housing and Supply, Directorate of 
Estates O.M. No. 2001 1 (8)/67-Pol. dated 3-4-68 and 5-4-68. 
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regard.2"t would not be possible for any partic- 
ular State Government, being territorially limited 
in jurisdiction to legislate, if and when necessary, 
for regulating matters in regard to other States' 
lotteries. As observed in Chapter 11, only Parlia- 
ment can have the legislative competence to 
regulate such inter-State matters. We reiterate our 
finding that the changes proposed in respect of 
Entry 40, List I and addition of a corresponding 
Entry in the List I1 cannot be supported. 

10.5.4 1 Entry 45, List I: 
'45, Banking.' 

A State Government has pointed out that in 
other federal countries like United States and 
Australia, the States have also established banks 
and, therefore, banking should not be an exclu- 
sively Union subject. It has suggested that in 
Entry 45, List I, 'Banking' should be replaced by 
'Central Bank or Reserve Bank'. Further, the 
entry 'Banking' must be transferred to the Con- 
current List. Another State Government has also 
suggested such a change arguing that banking 
represents too big a concentration of economic 
power and that there is no reason why it should 
be the monopoly of a particular level of Gov- 
ernment. 

10.5.42 We have dealt with the issue in the 
chapter on Legislative Relations also. As men- 
tioned there, banking operations transcend 
beyond territorial limits of the States. 
Functionally, banking has close links with matters 
like 'Currency' coinage and legal tender; foreign 
exchange' (Entry 36), 'Foreign loans' (Entry 37), 
'Bill of exchange, cheques, promissory notes and 
other like instruments' (Entry 46), 'Insurance' 
(Entry 47), and 'Stock exchanges and futures 
markets' (Entry 48) which all belong to the Union 
List. Banking is also basic to trade and, indeed, 
to all aspects of socio-economic development and 
planning. Centralised control is essential for 
proper credit management and implementation of 
monetary policy. Banks have a crucial role in the 
economy and there is need to regulate their 

activities so as to ensure that they are in conso- 
nance with the economic and devclop~nent poli- 
cies and are fully integrated with them. We are of 
the view that the subject 'Banking' should 
continue in the Union List and the transfer of 
Entry 45 'Banking' to the Concurrent List would 
not be desirable in our special situation. 

10.5.43 Entry 84, List I: A State Government 
has suggested that the States should be allowed 
tolevy excise dutieson items like sugar, molasses, 
and Khandsari. This suggestion implies transfer 
of taxation powers from the Union to the States 
with respect to the items cited. 

10.5.44 The items under reference are classified 
in Chapter 17 of the Central Excise Tariff Act. At 
present, no Central Excise Duty on Khandsari is 
being levied. Sale of sugar is one of the items 
covered by the Central Sales Tax Act, 1956 and 
the Additional Duties of Excise (Goods of Special 
Importance) Act, 1957. Sugar industry also finds 
a place in the First Schedule of the Industries 
(Development and Regulation) Act, 195 1 since 
its inception. The importance of sugar and related 
items in the context of industry as well as an item 
of mass consumption is obvious. Sugar has for- 
eign trade implications also. An integrated and 
uniform policy with respect to production, 
pricing, distribution, storage, trade, taxation, etc., 
in regard to items like sugar is called for and it 
has to be a part of national economic policy. 
Transferring power of excise taxation to States in 
respect of these items may create difficulties in 
the implementation of national policies. More- 
over, the proceeds of Union Excise Duty (the 
basic duty) on sugar, are already being shared 
with the States (at present 45 per cent) on approval 
by ~ a r l i a m e n t . ~ ~  

10.5.45 We are, therefore, not persuaded to 
recommend that the States be given the power to 
levy excise duty on sugar, r~olasses and Khand- 
sari. 

23 See, for example, H. Anrai and others v. Stare of Maharashtra, AIR 1984 SC 78. 
24 Sugar is also subject to Additional Excise Duty in lieu of Sales Tax and the net proceeds of the duty, except the portion 
attributable to Union Territories, are distributed to the States. 
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10.5.46 A State Government has suggested that 
excise duty on industrial units, defined by Par- 
liament by law as small-scale units, may be 
excluded from the jurisdiction of the Union and 
shifted to the States. It has been argued by this 
State that as the burden of excise duties ultimately 
falls on the consumers of excisable items in the 
form of higher p k e s ,  the higher per capital-(per 
capita) income States, because of their larger 
consumption of such items, contribute a relatively 
higher proportion of the excise revenue, but the 
distribution criteria adopted by the Finance 
Commission affect redistribution of such reve- 
nues in favour of the less-developed States. The 
State Government has pleaded that an alternate 
arrangement which would be fair to all the States 
and also provide them a strong incentive to 
develop industrial production should be evolved. 
According to it, if the excise duty on small scale 
unit is made leviable by the States and if the 
definition of small-scale industries is liberalised 
by Parliament, this could become a growing 
source of revenue to the States and provide them 
incentive to develop the small-scale sector. 

10.5.47 Several products in the small-scale 
sector have wide inter-industrial and inter-State 
linkages and it will create problems if they are 
subjected to differential rates of excise. More- 
over, the present efforts towards rationalisation 
of commodity taxatiop in the form of MODVAT 
will face serious administrative difficulties if levy 
of excise duties is bifurcated between the Union 
and the State Governments corresponding to scale 
of production. Administrative problems will also 
be encountered in plugging evasion of excise by 
the entrepreneurs who often exhibit some of the 
stages of production as taking place in the 
small-scale sector. At present, excise duties, 
including those on production in small industries, 
are sharable with the States as per provisions of 
Article 272. All the States benefit under this 
sharing arrangement. The Finance Commissions' 
formulae for allocation of the divisible portion of 
Union's tax-revenue among the States are based 
on a number of considerations, including the 
re-assessed revenue and expenditure forecasts of 
the States, the desired extent of re-distribution, 
amounts of grants-in-aid of revenues, etc. Such 

re-distribution of revenues effected on the rec- 
ommendations of the Finance Commissions is an 
essential ingredient of inter-governmental 
sharing of resources. Mere consideration of the 
'collection' factor in permitting the States to levy 
excise on small-scale industries individually, 
which is implied in the above-mentioned proposal 
of a State Government, would run counter to this 
spirit and place the less-developed States in par- 
ticular, at a disadvantage. However, the manner 
of allocation of the divisible tax-revenues and the 
relative weights to be given to the various com- 
ponents of the formulae qre matters to be con- 
sidered by the Finance Commissions from time 
to time. It is best to leave these matters to their 
expert judgement. So far as the argument for 
giving the States incentive to promote small-scale 
industries is concerned, it may be pointed out that 
the Union Government also is providing signifi- 
cant support to this sector. 

10.5.48 In view of the above considerations, it 
is not possible to support the suggestion that the 
power to levy excise duty on small-scale sector 
be shifted from the Union List to the State List. 

10.5.49 Entry 85, List I: A State Government 
has suggested that the States may be authorised 
to levy their own Corporation Tax on companies 
whose factories are located in their areas. The 
suggestion has been made in the contest of aug- 
menting the States' resources. 

10.5.50 By virtue of Entry 85 of List I read with 
Article 270(4)(a), the receipts from Corporation 
Tax belong exclusively to the Union Government. 
Historically, the power to impose this tax in India 
has always been with the Union. Themain reasons 
for reserving this power for the Union have been 
two-fold. Firstly, it ensures uniformity of 
approach to the taxation of corporate incomes and 
profits. Secondly, this arrangement secures 
greater efficiency in the administration of this tax. 
It obviates problems which arise in determining 
the locale of income accruals where units and 
offices of the same company or undertaking are 
located in different States and, incidentally makes 
evasion of tax more difficult. 
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10.5.5 1 This State Government has, however, 
not indicated how such an authorisation can be 
made. If this suggestion of the State Government 
implies conferring of concurrent jurisdiction on 
the Union and the States to levy this tax or 
delegation of the legislative power of imposing 
this tax by the Union to the States, it will run 
counter to the basic schemeof division of taxation 
powers between the Union and the States envis- 
aged by theconstitution. The principles on which 
the taxation powers have been divided by the 
Constitution between the Union and the States, 
and none of them has been included in the sphere 
of their concurrent jurisdiction, have been 
explained in paragraph 10.2.15 ante. The alter- 
native aspect as to delegation by the Union of its 
legislative power of taxation has also been 
considered in the chapter of Legislative Relations 
(paragraph 2.34.02). Suffice it to say here that 
neither aspect of this suggestion is based on terra 
jirma. 

10.5.52 For all the foregoing reasons, we do not 
agree with the suggestion that the States should 
also be authorised to levy this tax on companies 
located within their territories. 

10.5.53 Entry 97, List I: 
'97. Any other matter not enumerated in List I1 

or  List 111 including any tax not mentioned in 
either of these Lists'. 

A suggestion has been made that the above 
Entry may be transferred to List 11. 

10.5.54 In  the chapter on Legislative Relations, 
we have already dealt with this issue in some 
detail in the context of Article 248. Here we are 
basically concerned with the residuary power of 
taxation. On five occasions, so far, these provi- 
sions have been invoked for enacting taxation 
laws which incIude tax on gifts of movable and 
immovable property, including land;25 wealth 
tax;26 a tax on building contracts, and a cess upon 
the entry of sugarcane into premises of a factory.27 

In our Constitution, the heads of taxation have 
beenenumerated specifically in the Union and the 
State Lists but no such head has been placed in 
the Concurrent List. We have already noted in 
Chapter I1 that the power to tax may be invoked 
not only to raise resources but also to regulate 
economic action. New subjects of taxation may 
involve matters with inter-State or national 
implications, requiring uniformity in approach. 
For these and other reasons indicated in Chapter 
11, we do not agree with the suggestion that 
residual taxation powers under Entry 97, List I be 
transferred either to the State List or the Con- 
current List. 

10.5.55 Entry 57, List 11: 
'57. Taxes on vehicles, whether mechanically 

propelled or not, suitable for use on roads, 
including tram cars subject to the provisions of 
Entry 35 of List 111'. 

A State Government has suggested that the 
expression 'subject to the provisions of Entry 35 
of List 111' in the above Entry may be deleted and 
a new ~ n t r y ~ ~  in theList I1 may be added, as under: 

'Entry 57-A: Taxes on mechanically propelled 
vehicles including the principles on which taxes 
on such vehicles are to be levied'. 

Another State Government has also made a 
similar proposal. 

10.5.56 The above proposal amounts to fully 
empowering the States not only to levy a tax on 
such vehicles but also lay down the principles on 
which such taxes are to be levied. Under the 
present arrangements, the restriction on States' 
power in respect of Entry 57 (List 11) arises only 
in case of repugnancy from any Union legislation 
under Entry 35 (List 111). According to our 
information, no law has yet been enacted by 
Parliament under Entry 35 of List 111. The issue 
raised is, therefore, at present premature and 
mainly academic. 

25 Second Gij? Tar OfJer v .  Hazareth, AIR. 1970 S C  999. 
26 Union of India, v.  Dhillon, AIR. 1972 SC 1061. 
27 Mithan La1 v. Stare of Delhi, 1959 SCR445. 
28 This subject at present is covered by Entry 35 of List 111 v 
principles on which taxes on such vehicles are to be levied'. 

vhich reads: '35. Mechanically propelled vehicles including the 
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10.5.57 We have been informed by the Union 
Ministry of Finance that there had been a wide 
disparity of motor vehicle taxes in different States 
and the vehicle operators have been representing 
against the resultant problems, specially in 
inter-State vehicular movements. ' Distortions 
have also been observed in the rates and policy 
on vehicle-registration followed by different 
States. One of the measuresevolved is the scheme 
of national permits and composite fee. 

10.5.58 Development of the transport sector is 
vital for the growth of the economy and devel- 
opment of inter-State trade and social inter- 
course. It is desirable to evolveuniform principles 
of taxation in this sector, so that free transport of 
goods through various States is not impeded. This 
is possible only if the Union has necessary powers 
to ensure uniformity in the main principles of the 
laws of the States with respect to tax on such 
vehicles, throughout the country. This is the 
rationale for including Entry 35 in the Concurrent 
List. We are, therefore, unable to support the 
suggestion for change in the constitutional 
arrangements in this regard. 

10.5.59 Entry 60, List 11: 
'60. Taxes on professions, trades, callings and 

employments'. 

The scope of these taxes has been spelt out in 
Article 276. According to clause (2) of that 
Article, the total amount payable by a persons on 
account of these taxes 'shall not exceed two 
hundred and fifty rupees per annum'. Because of 
this limit, it has been alleged, the yields from such 
taxes, wherever levied, have been a minor source 
of revenue to the concerned States. It has been 
suggested by several States that this limit should 
be suitably raised in view of several-fold increase 
in income levels. If this is to be done, amendment 
of clause (2) of Article 276 will be necessary. 

10.5.60 We are of the view that there is a strong 
case for upward revision of the monetary limit 
fixed 37 years ago on taxes leviable under Entry 
60, List I1 and for periodic review of this limit in 
view of persistent inflation. The linkage between 
its incidence and that oflncome Tax will also have 

to be considered simultaneously. We have been 
given to understand by the Union Ministry of 
Finance that it is already considering the revision 
of the monetary limit on professions tax, etc. In 
view of the same, we do not wish to make any 
specific recommendation in regard to a higher 
limit to be fixed in Article 276, except that such 
limit should be revised at frequent intervals in 
consultation with the States. 

TAXATION BY STATES UNDER ARTICLES 287 AND 288 

10.5.61 A State Government has suggested that 
the States should be allowed to levy tax on power 
sold to the railways as the railways are a com- 
mercial organisation. Article 287 lays down, 
among other things, that save in so far as 
Parliament may by law otherwise provide, no law 
of a State shall impose or authorise the imposition 
of a tax on consumption or sale of electricity 
consumed or sold to Government of India or 
consumed by the railways. 

10.5.62 Indian railways constitute a basic- 
infra-structure. With the gradual shift from coal 
and diesel to electric traction, the consumption of 
power by railways is likely to increase. In the 
construction and maintenance of railway works, 
the consumption of electricity by railways may 
significantly add to its costs. In our opinion this 
may have serious repercussions on the extension 
and operation of railways. We, therefore, do not 
agree with the suggestion that the States should 
be given unrestricted power to levy a tax on 
electricity sold by the States to the railways by 
effecting an amendment to Article 287 of the 
Constitution. 

10.5.63 Further, a suggestion has been made 
that Article 288(2) may be suitably amended to 
enable the State Legislature to impose a tax in 
respect of water or electricity stored, generated, 
consumed, distributed or sold by any authority 
whether subservient to the Union or a State 
Government. The proposal seems to imply 
removal of preconditions under Clause (1) of that 
Article requiring President's prior approval for 
effecting such a legislation by a State. 
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10.5.64 We have considered the above issue in 
the chapter on Legislative Relations. In the 
present context, we niay reiterate that the provi- 
sion under Clause (2) of the Article 288 is a 
corollary to the principle of 'inter-governmental 
tax immunities'. Further, inasmuch as subject of 
taxation under this clause functionally involves 
inter-State aspects, the same becomes a matter of 
national concern, given the crucial significance 
of the items of water and electricity for the 
economy. Hence, thejustification ofthe provision 
for the President's prior approval to a Bill seeking 
to impose such taxation. We are, therefore, of the 
view that Article 288(2) needs no change. 

10.5.65 An all-India political party has sug- 
gested that the States should be permitted to tax 
generation of electricity within their areas as 
distinguished from mere sale of electricity. The 
basic principle followed in the Constitution in the 
division of taxation powers between the Union 
and the States is that tax on production, with a few 
exceptions, is levied by the Union and on sale by 
the State Governments. In our opinion, this 
principleis germane to taxation ofelectricity also. 
Electricity is an important ingredient of infra- 
structure. While its generation has to be 
location-specific in most cases, its consumption 
may be of inter-State significance. Even on tax- 
ation of inter-State sale of electricity, limitations 
have been put on States' powers, vide Article 288. 
A tax on generation of electricity by the States, if 
allowed, might operate as an additional barrier to 
inter-State flow of this strategic input. In view of 
these considerations, we do not agree with the 
suggestion that the States may be allowed to levy 
tax on generation of electricity. 

TAXATION OF AGRICULTURAL INCOME 

10.5.66 We have noted in paragraphs 10.3.06 
and 10.3.07 that a criticism levelled against the 
States is that they have not sufficiently made use 
of the taxation powers allotted to them. In par- 
ticular, the example of not levying or withdrawing 
the levy of Agricultural Income Tax is often cited. 
An all-India political party has submitted to us as 
follows: 

Under Entry 46 of the State List, the State can 
levy tax on agricultural income. Because of the 
efforts as to the enormous expansion of irriga- 
tion facility, hybrid seeds, chemical fertilisers 
andresearch in soil fertility, avery large number 
of agriculturalists have come to occupy the 
upper bracket of elite group in the society. 
Green Revolution to the extent of burgeoning 
stocks of Food Corporation of India, search of 
export market of wheat and rice and ever-rising 
support prices for agricultural products have 
combined to bring into existence an affluent 
class of agriculturists, yet, save Kerala no State 
has levied agricultural income tax ...... It is a 
truism that State Governments in order to keep 
intact their vote banksdo not levy taxesand shed 
crocodile tears of shortage of resources. 

A suggestion often made is that in order to 
overcome the resistance by interested groups and 
in the interest of uniformity in taxation, the Union 
may levy a tax on agricultural income and its net 
proceeds be assigned to the States. 

10.5.67 The Government of India Act, 1935 
empowered the Provinces to levy lax on agri- 
cultural incomes while the income tax on other 
incomes was allotted to the Federal Government. 
This division was retained in the Constitution. At 
present, about half a dozen States are levying 
Agricultural Income Tax. In three of them, it is 
confined to plantation crops. Several States, 
which had been earlier levying taxes on agricul- 
tural incomes, gave them upor are collecting only 
nominal amounts following various exemptions. 

10.5.68 In order to ascertain the factual position 
and views of the State Governments on the type 
of criticisms mentioned in para 10.5.66 above, we 
had issued a Supplementary Questionnaire. 
Several States have highlighted serious problems 
in the assessment of agricultural incomes; 
shrinkage of the tax bases due to land reforms 
(ceiling on holding); widely dispersed potential 
assessees; fluctuations in production and incomes 
due to vagaries of nature; problems in maintaining 
systematic accounts of income and expenditure 
in agriculture, etc. A few State Governments are 
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of the view that a direct tax on agricultural 
incomes will act as a disincentive to the spread of 
improved technology and high productivity. 

10.5.69 The State Governments have generally 
expressed reservations and have opposed the 
suggestion that the Union Government may levy 
a tax on agricultural incomes and assign the net 
proceeds to the States. They have given different 
reasons for the same. Those already levying the 
tax on agricultural incomes are of the view that 
there will be no additional advantage if the tax is 
levied by the Union Government. Others have 
highlighted the difficulties in levying Agricul- 
tural Income Tax and pointed out that the Union 
Government will face similar problems. Indeed, 
according to them there is not much scope for such 
a tax. Some of them have also expressed appre- 
hensions about the alternative of the Union 
levying the tax and have cited the 'unhappy' 
experience of the scheme of Additional Excise 
Duties in lieu of Sales Tax. Yet another State 
Government has argued that it was not so much 
a question of raising revenues as of a State's 
discretion to levy or not to levy a tax. Another 
State Government has pointed out that fixation of 
agricultural prices at levels much lower than those 
recommended by the States is already a tax in 
disguise on the agricultural sector. Only one State 
Government has suggested that in the interests of 
raising revenue and a uniform tax on agricultural 
sector, the Union Government might levy this tax 
as per arrangements under Article 268. 

10.5.70 The Union Ministry of Finance has 
observed: 

.... the Central Government has no intention of 
seeking a transfer of power to tax agricultural 
incomes on behalf of the States forthe following 
reasons: 

While there may be justification for imposi- 
tion of agricultural income tax in view of 
increased income due to the Green Revolution, 
substantial investmentin theagricultural sector, 
low revenues raised from the agricultural sector, 

and greater need for raising additional resources 
for development, there would, however, be 
serious difficulties in the implementation of this 
policy at the Central level due to conceptual 
difficulties regarding the definition of agricul- 
tural income. No uniform definition of agri- 
cultural incomecan be precisely formulated due 
to diversity of the quality and productivity of 
land. Moreover, due to the illiteracy of the 
agricultural population, agriculturists would 
not be able to maintain accounts for taxation 
purposes and may not be able to follow the rules 
and regulations prescribed. Besides, some sort 
of agricultural income tax is already being 
levied by a few States and others could follow 
suit. 

10.5.71 In the Long Term Fiscal Policy 
announced by the Government of India in 
December 1985 also it was recognised that tax- 
ation of agricultural income presented many 
conceptual and administrative problems. It 
categorically stated: 

Land revenue and taxation of agricultural 
income are States' subjects under the Consti- 
tution. The Centre has no intention of seeking 
any change in this position.2Y 

10.5.72 Taxation of agricultural income is, 
indeed, a sensitive matter requiring simultaneous 
consideration of an appropriate base, adminis- 
trative convenience and costs, reasonable yield 
from the tax, parity with tax burden on 
non-agricultural sector, peculiar nature of agri- 
culture as an enterprise, impact of the tax on 
productivity improvements in agriculture, and the 
like. Both the Union and the State Governments 
do not also at present seem to be inclined for a 
change in the constitutional provision in regard 
to Entry 46 of List 11. We have also taken note of 
the findings of a number of expert studies3" in this 

29 Government of India, Ministry of Finance - Long Term F~scal Policy, 1985, para 5.36, p. 35. 
30 See, for example, the Reports of Direct Taxes Enquiry Committee, 197 1 (Chairman: Justice K.N. Wanchoo), Committee 
on Taration on Agricultural Weubh and Income, 1972 (Chairman: Dr. K.N. Raj), and Direct Tax Laws Commirlee, 1978 
(Chairman: G.C. Chokshi). 
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regard. In view of the problems highlighted by Working Committee demanding that the inter- 
the Union and the State Governments as well as ference of the Union should be restricted to 
the expert studies, the question of raising Defence, Foreign Relations, Currency and 
resources from this and other related aspects General Communications only and all other 
would require an in-depth and comprehensive governmental powers (including residuary pow- 

in the and ers) should be assigned to the States. Further, the 
Development Council. States would contribute for the expenditure of the 

RATIONALE OF CONSTITUTIONAL SCHEME Union in respect of the abovementioned subjects. 
We have pointed out therein that the resolution of' 

10.5.73 The present division of fields of taxa- the 'whole H~~~~~ of the same party had sub- 
tion between the Union and the States is based on stantially amended that in thefinal resolution, l-he 
economic and administrative rationale. Levying State Government supported by this Regional 
of taxes, with inter-State base and where unifor- P,ty has not made such an extreme demand and 
mity in rates is desirable, are(is) with the Union while suggesting various changes in the Seventh 
Government. Taxes that are location-specific are Schedule to the Constitution, it has not asked for with the States. Canons of efficiency and equity 
in administration of taxes and the imperative need any major change with respect t o  the heads of 

for the Union to have adequate resources, inter taxation enumerated in the Union List. 

alia, to help the States with lower level of 
socio-economic development and tax-potentiaj, 10.5.76 As explained in paragraph 2.9.12 
leave hardly any scope for shifting any major 2.9.15 of the chapter on Legislative Relations, no 
sources of revenue of(t0) the States from the Union or federation can survive if it has no 
present allocation of areas of taxation to the financial resources of its own and is entirely 
Union. We may note here the views of the dependent on contributions from the constituent 
Administrative Reforms Commission Study units. Indeed, this proposal cuts at the very root 
Team that, if at all, a review of taxation powers of the basic postulate that both the Union andstate 
is carried out, economic considerations would Governments should each have independent 
most probably compel a shift in favour of the financial resources of its own to meet bulk of the 
Union and not the other way. Some experts have expenses for its exclusive functions. 
also expressed similar views during their evi- 

, dence before us. 10.5.77 It is pertinent to note here that 
approximately 85 per cent of the Union's tax 

10.5.74 A well balanced distribution of heads revenues are from offices located in 
of taxation based on economic and administrative eight port and metropolitan cities situated in seven 
rationale between the Union and the States and maritime and one Union Territory. 
adequate arrangements for sharing of resources is 
vital for the proper functioning of the two-tier 10.5.78 Owing to different levels of develop- 
polity. We are of the firm view that the basic 
scheme of the Constitution dividing the field of ment obtaining in the country, the tax potentials 

taxation between the Union and the States and of States vary widely. If the financial arrangement 

incorporating adequate arrangements for sharing suggested the regiona1 party is a 
ofresources between them, is sound and no major few States would be able to collect for themselves 

modifications in it are called for. most of the revenues and all the less-developed 
States would be in perpetual financial crisis. All 

10.5.75 We have, in the chapter on Legislative the advantages of efficiency in tax collection, 
Relations (paragraph 2.4.04), referred to the uniformity in rates, economy in tax administra- 
memorandum submitted by a Regional Party in tion, etc., will be lost. Trade barriers will come 
which it has referred to the draft resolution of its up and the Union will collapse. 
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10.5.79 In view of the above considerations, we 
are unable to support the scheme of financial 
arrangements implicit in the suggestion referred 
to in para 10.5.75 above. 

6. ENLARGEMENT OF THE DIVISIBLE POOL 

10.6.01 We now consider the suggestions made 
by many State Governments and experts for the 
enlargement of the States' resources within the 
existing constitutional scheme of division of 
taxation powers. All the State Governments and 
many experts have emphasised the need for 
extending the present divisible pool which at 
present mainly consists of the mandatorily shar- 
able Income Tax and permissively sharable 
Union Excise Duties. We have already noted in 

Section 4 the substantial increase in resources 
transferred to the States over the period 195 1-85. 
Considering the transfers through the mechanism 
of the Finance Commission, it is seen that overall 
devolution effected has gone up from Rs 476 crore 
(Annexures X.5 and X.6) (Not inserted) during 
the period of the First Finance Commission 
(1952-57) to an estimated Rs 39,452 crore during 
the Eighth Finance Commission period 
(1984-89). Since the First Finance Commission, 
the devolution of revenues on account of Union 
taxes which are sharable, has increased signifi- 
cantly in relation to the total revenue realised from 
these taxes as well as to the total tax receipts and 
total revenue resources of the Union. This is 
evident from the following table: 

Sr. 
No. 
(1) 

1. 

(2) 

Income Tax transferred as percentage of total Income Tax 
receipts of the Union 
Union Excise Duties transferred as a percentage of total 
receipts from Union Excise Duties 
Combined Income Tax and Union Excise Duties transferred 
as a percentage of the total receipts from these taxes 
Tax devolution as percentage of total tax receipts 
Total devolution (taxes+grants as percentage of total 
receiots on revenue account 

1952-57 1979-84 1984-89 
(estimated) 

(3) (4) ( 5 )  

* Not available separately. 
Sources: (1) Ministry of Finance - Indian Economic Statistics, Vol. II - Public Finance, various issues. 
( 2 )  Report of the Eighth Finance Commission, 1984. 

10.6.02 The various suggestions requiring (d) Revenue from increase in administered 
changes in the arrangements regarding the prices of items like petroleum and steel, 
divisible pool, i.e., proceeds of the taxes levied yields from schemes like Special Bearer 
by the Union but sharable with the States, may be Bonds, and Compulsory Deposits (In- 
grouped into three categories: come Tax Payers) Scheme, 1974. 

(i) A11 tax receipts of the Union be made shar- 
able with the States. TOTAL REVENUES OF UNION AS DIVISIBLE POOL 

(ii) Fix the collective share of all the States in 
the Constitution and leave its allocation 
among the States inter se to be done on the 
recommendations of the Finance Commis- 
sion. 

(iii) Enlargement of the present sharable pool by 
including the proceeds from any or all of the 
following: 
(a) Corporation Tax, 
(b) Surcharge on Income Tax, 
(c) Some other Unjon Taxes, e.g., Customs 

Duty, and 

10.6.03 A few States, some political parties and 
other knowledgeable persons have urged that the  
States may be given a share out of the total tax 
revenues of the Union on the ground that so long 
as the total quantum of transfers remains the same, 
it is immaterial whether the share comes out of 
specified taxes or out of the total tax receipts. It 
is argued that in this scheme the base will be larger 
and the States will be insulated to a greater extent 
from the effects of fluctuations of individual 
sharable taxes and would thus be given a more 
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predictable and assured share. The proponents of 
this view point out that as the share of the States 
in Income Tax has already reached a high level 
(85 per cent), the Union Government may lose 
interest in maximising revenues from this source. 
They also allege that in order to reserve some 
resources for its exclusive use, the Union Gov- 
ernment has been resorting to increasing admin- 
istered prices on certain items rather than the 
sharable Union Excise Duties. So, in order to get 
over the disincentive in raising revenue from the 
two taxes (with very high percentage ofshares for 
States) and absolving the Union Government of 
the criticism of manipulating resources out of the 
divisible pool, it would be advantageous to make 
the entire receipts of the Union divisible. 

10.6.04 We have considered these suggestions 
carefully. At the time of the framing of the 
Constitution also, this matter came up for con- 
sideration. The Sarkar (Expert) Committee made 
a specific recommendation that certain taxes like 
duties of customs (including those on exports) 
should be for the exclusive use of the Union. Such 
duties are subject to frequent adjustments keeping 
in view the terms of external trade and, therefore, 
are not suitable for sharing. Further, the scheme 
of the Constitution earmarking certain taxes for 
the exclusive use of the Union is sound in view 
of the very onerous responsibilities cast on it. We 
are of the view that while there is no particular 
advantage in bringing all tax receipts into the 
divisiblepool, it may, on the other hand, place the 
Union at a disadvantage. 

FIXED SHARES IN CONSTITUTION 

10.6.05 Yet another aspect of division of 
resources for consideration is the suggestion that 
the percentage shares of States should be built into 
the Constitution and the Finance Commission 
then need concern itself only with the division of 
such resources among the States. A State Gov- 
ernment and a political party have suggested that 
at least 75 per cent of the revenue of the Union 
should be made sharable with the States as a 
constitutional obligation. They have, however, 
not spelt out the basis for the same. 

10.5.06 We have already noted that at the time 
of the framing of the Constitution, Income Tax 
was the most important source of revenue. Rev- 
enue from Union Excise Duties was small and 
from Corporation Tax insignificant. Today, 
Union Excise Duties and Corporation Tax have, 
by far, overtaken the Income Tax. A moment's 
reflection would show that the States will be put 
to great disadvantage if percentage shares were 
fixed in the Constitution itself. The situation is 
dynamic, both in regard to availability of 
resources and in regard to needs of the Union and 
the States. It is the hallmark of the mechanism of 
the Finance Commission provided in our Con- 
stitution that i t  takes into account such factors in 
recommending a reasonable sharing of resources. 
We are not in favour of changing this system in 
view of its obvious merits. Further, a transfer of 
as high as 75 per cent of Union's revenue 
resources to the States is most impracticable 
inasmuch as such priority items as defence, 
interest payments and subsidies at present absorb 
about two-thirds of the Union's revenue 
resources. 

SELECTIVE ENLARGEMENT O F  DlVlSlBLE POOL 

Corporation Tax 

10.6.07 We now consider the suggestion that 
the divisible pool may be enlarged by adding to 
it proceeds of some specified taxes, e.g., Corpo- 
ration Tax, Surcharge on Income Tax, etc. A 
number of State Governments and others have 
suggested that the proceeds from the Corporation 
Tax should be included in the divisible pool. This 
demand stems from the fact that in 1959, Income 
Tax paid by companies, which was earlier 
included in Income Tax and was, therefore, 
mandatorily sharable with the States, was con- 
verted into Corporation Tax which, as per pro- 
vision of Article 270, ceased to be sharable. In 
due course, it proved to be a buoyant source of 
revenue to the Union Government. Article 366(6) 
defines Corporation Tax as 'any tax on income so 
far as that tax ,is payable by companies' subject 
to the qualifications that it is not chargeable in 
respect of agricultural income, that no deductions 
in tax are made with respect to the authorised 
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dividends and that the tax so paid is not taken into Tax in view of the reduction of the divisible pool 
account in computing the income for purposes of consequent to the reclassification of Income Tax 
Income Tax, etc., thereon. on companies as Corporation Tax. The Sixth 

Finance Commission suggested that the matter 
10.6.08 A simplification in the scheme of should be reviewed by theNationa1 Development 

company taxation was introduced in 1959. Prior Council and, at the same time, highlighted that 
to it, out of the Income Tax paid by a company inclusion of Corporation Tax in the divisible pool 
before declaring the dividends, a portion of such would not ipso fact* upset the balance of the 
tax was 'deemed' have been paid by the Union-State resources as it would depend upon 
shareholders. When the shareholders' income the percentage of resources that would be allo- 
was assessed for purposes of cated to the States. The Seventh Finance Com- 
Income Tax the dividends were included in it, mission also suggested that the Union 
after being 'grossed' (i.e., portion of 'deemed' tax 
paid added to it). The slab for their Income Tax Government should hold consultations with the 

and the amount was then and out of State Governments to settle the issue of Corpo- 

the Income Tax liability the amount of 'deemed' ration Tax. 

tax-paid deducted. As this process of grossing was 
b u n d  complicatedT,31 the entire 10.6.10 The Eighth Finance Commission took 
Income Tax Paid by companies was defined as the view that the States should have access to such 
Corporation Tax. highly elastic source of revenue as the Corpora- 

tion Tax. It, however, did not favour the sug- 
10.6.09 This change, however, created a prob- gestion for making a grant to them in lieu of a 

lem in Union-State financial relations inasmuch share in the Corporation Tax as it would amount 
as, according to the Constitution, the proceeds of to 'circumventing' the Constitution. 
the Corporation Tax are not sharable with the 
States. Before 1959, the Corporation Tax was 10.6.11 The Union Ministry of Finance, whose 

compared to Income Tax, but later the comments were sought on this issue, has opposed 
receipts from it had overtaken those from Income the inclusion of corporation T~~ in the divisible 
Tax (Annexure X.7) (Not inserted). this pool on several grounds, viz., it is not provided 
change came about at a time when the report of for in the Constitution; the disadvantage [o the 
Ihe Second Finance was under States due to definitional changein 1959 has been implementation and the Third Finance Commis- 
sion was yet to be 'constituted', compensatory compensated by the Finance Commissions by 

ad-hoc grants were given to the States to make raising their share of Income Tax; the devolution 
good their loss in the share of rncome T ~ ~ .  Since to the States should be considered as  a 'package'; 
the reclassification of Income Tax on companies a number of States are having 

as Corporation Tax, most of the States have been On consequent to devolutions 
asking for restoration of status quo ante. In view from other sources whereas the Union Govern- 
of the explicit constitutional provision precluding ment 1s experiencing revenue deficits since 1979 
the revenues from the Corporation Tax being and that the very fact of a tax being elastic should 
sharable with the States, the first five Finance not be treated as a justification for its sharing. It 
Commissions did not consider this demand. The has also been argued that the Finance Commis- 
Third Finance Commission, however, recom- sion has several other ways of effecting transfer 
mended increase in States' share in the Income of revenues to the States. 

31 See, Budget (1959-60) Speech of the then Union Finance Minister (Paragraphs 67 to 71). It was explained that the 
complications arbse as (a) the rate of grossing depended on the rate at which company's profits viere initjally taxed, (b! there 
were problems and litigation when dividends were paid out of accumulated reserves, and (c) assessment of shareholders was 
delayed. 
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10.6.12 We have given careful consideration to 
the views of the Union Government as well as 
those of the States and the observations of the 
various Finance Commissions. We have already 
noted that at present 85 per cent of the net 
proceeds of Income Tax are distributBdamong the 
States. As aresult, theremay be arisk ofthe Union 
Government losing in future its interest in 
increasing the receipts from this tax. There is also 
very little scope for any further increase in the 
States' share of Income Tax. 

10.6.13 Further, as a consequence of the Eighth 

Finance Commission's recommendations, as 
much as 45 per cent of the net proceeds of Union 
Excise Duties constitute the share of the States. 
I-Iere again, a significant increase in this share, if 
resorted to in future, might act as a disincentive 
to the Union to increase the receipts from the 
Union Excise Duties and look more towards 
non-sharable revenues. 

10.6.14 We have presented in the Table below 
the Additional Resource Mobilisation (ARM) 
efforts of the Union Government conveniently 
divided into three periods: 

Period Income Tax Union Excise Customs Duties Corporation Tax Others Total 
Duties 

( 1 )  (2) (3) (4) (5) (6) (7) 

1974-75 to 9.90 1,004.04 99.09 95.50 -95.18 1,113.05 
1978-79 (0.9) (90.2) (8.9) (8.6) -(8.6) (100.0) 
1979-80 to -111.30 1,153.14 1,242.68 108.50 3.55 2,396.57 
1983-84 -(4.6) (48.1) (5 1.9) (4.5) (0.1) ( 100.0) 
1984-85 to -244.00 130.21 1,152.27 244.00 -169.76 1,112.72 
1986-87 -(21.9) (1 1.7) (103.6) (21.9) -(15.3) (100.0) 

Note: Figures in parentheses are percentages to total additional resource mobilisation. The data is as shown i n  the relevant 
year's budget documents presented to Parliament. The negative sign indicates taxes given up or concessions given. 

The above figures do not include additional 
resources raised by the Union through revision in 
administered prices, railway fares and freight and 
in items of posts and telecommunications, which 
are not shared with the States. The Table above 
shows that while there has been a negative ARM 
in the case of Income Tax, Corporation Tax has 
been found to be a good source for additional 
resource mobilisation. Union Excise Duties 
contributed 90.2 per cent of the ARM in the 
seventies with Customs giving only 8.9 per cent. 
In the latest period it is the reverse with Customs 
Duties contributing 103.6 per cent and Union 
Excise Duties only 1 1.7 per cent. There may be 
many reasons for these changes in the pattern of 
ARM but the trend is significant. 

10.6.15 It is a fundamental principle of taxation 
that the taxing authority should have interest in 
its proceeds. In order to maintain this principle 
and giving a more meaningful choice to the Union 
among fiscal alternatives, it is necessary to 
enlarge the base of devolution to the States but 
with a lower percentage share in individual taxes. 

This can be done by bringing into the divisible 
pool a ma-lor union tax but still keeping a sizeable 
revenue source for exclusive utilisation by the 
Union. It is, therefore, necessary to enlarge the 
base of devolution. Corporation Tax is the largest 
source of tax revenue after the Union Excise 
Duties and Customs Duties. 

10.6.16 We recommend that by an appropriate 
amendment of the Constitution, the net proceeds 
of Corporation Tax may be made permissibly 
sharable with the States, if and as Parliament may 
by law so provide. This would have the advantage 
of enlarging the base of devolution so that in the 
revenues of the States there would be greater 
stability and predictability in future. Further, 
being an elastic resource, the States would also 
benefit from its growth. 

10.6.17 The justification for enlarging the 
divisible pool also emanates from the  fact that in 
an inflationary situation the gap between the 
expenditure and revenues widens, particularly in 
case of poorer States. Inclusion of Corporation 
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Tax in the divisible pool would enable the States 
to cover partly this gap, since this tax responds 
well in an inflationary situation. 

10.6.18 However, it is necessary to recognise 
that consequent upon inclusion of Corporation 
Tax in the divisible pool, adjustments will have 
to be carried out by suitably bringing down the 
shares of States in Income Tax and Union Excise 
Duties. If this recommendation is implemented in 
the middle of a period dealt with by a Finance 
Commission it may creak serious complications. 
It would be for the Finance Commissions con- 
stituted in future to determine the quantum of 
transfers as well as the allocation among the 
States. 

10.6.19 Keeping in view the constraints on the 
Union's finances, we suggest that the netproceeds 
of Corporation Tax, while continuing to form part 
of the Consolidated Fund of India, should be 
permissively sharable with the States and dis- 
tributed among them on the authority of law 
passed by Parliament. This arrangement would 
impart the needed flexibility in revenue-sharing 
between the Union and the States. 

10.6.20 A State Government has suggested that 
while the proceeds of Customs Duty may remain 
exclusively available to the Union, which at 
present fully cover the defence expenditure - its 
'foremost constitutional responsibility' - 50 per 
cent ofthe revenue from Income Tax, Corporation 
Tax and the Union Excise Duties may go to the 
States as their share in Central taxes. This prop- 
osition has been made along with the proposals 
by this State Government that the Union should 
give up excise revenue on selected commodities 
to enable the States to raise an equivalent amount 
through additions1 Sales Tax on them and that the 
power to levy excise duty on small-scale indus- 
tries should be transferred to the States. We have 
dealt with these proposals in paragraphs 
10.5.03- 10.5.04 and 10.5.46- 10.5.48, respec- 
tively. Further, this State Government has sug- 
gested that the divisible portion of the Central 
taxes be allocated among the States on the basis 
of specific objective criteria with given rates. 

10.6.21 States' share in the divisible pool and 
the principles of its inter-State allocation are to 
be determined on the recommendations of the 
Finance Commission which pays attention to the 
changing situations and needs of the Union and 
the individual States. As has already been dis- 
cussed in paragraph 10.6.06, the present system 
has considerable merit and it would not be 
advantageous to proceed on the basis of fixed 
shares. Further, if a certain set of objective criteria 
were to be laid down before-hand, it will take 
away theneeded flexibility in therevenue-sharing 
arrangement. The argument linking specific 
needs (viz., defence expenditure in this case) to 
the proceeds of a particular tax is not in accor- 
dance with the established principles of public 
finance. In view of the above reasons, it is not 
possible to agree with the scheme proposed by the 
State Government in the previous paragraph. 

SURCHARGE ON INCOME T A X  

10.6.22 The Constitution providcs for the levy 
of a Surcharge on Income 'Tax, the proceeds of 
which are not sharable with the States. The Expert 
Committee on the Financial Provisions of the 
Union Constitution (1 947) had treated Surcharge 
for the exclusive use of the Union Government 
but had simultaneously warned that it should be 
levied 'whenever conditions require such a levy; 
obviously such occasions should be rare and not 
last for long periods'. Surcharge was levied in 
1951-52 and continued up to 1985. It has been 
used in many forms (e.g., surcharge, special 
surcharge, additional surcharge, etc.) and has in 
the past been distinguished between earned and 
unearned incomes (1957-58 to 1963-64) and 
salaried income (in 1960s). Since 1975, it was 
being levied in auniform manner till March, 1985. 

10.6.23 It may be seen from Annexure X.7 (Not 
inserted) that not only the revenue from Surcharge 
on Income Tax has increased sharply, its relative 
importance, gauged as percentage to Income Tax 
and Union's tax revenue, has also increased 
considerably and i t  has been continued for 34 
years without interruption. This has given rise to 
the criticism that instead of meeting any special 
expenditure requirement, the Surcharge was 
being used by the Union Government as  a regular 
source of revenue. 
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10.6.24 The States have also been raising the hand, inasmuch as most of these items are 
issue of bringing the Surcharge on Income Tax in essential for building up the basic infrastructure 
the divisible pool before successive Finance by the States, the costs of their projects go up for 
Commissions. The first six Finance Commissions which they are not only not compensated, but 
did not consider this demand in view of the available resources get spread thinly, thereby 
explicit constitutional provisions. The Seventh leading to a vicious circle of delay in completion 
Finance Commission, however, observed sig- causing further cost-escalations, It has been 
nificantly that 'surcharge, continued indefinitely, suggested by the States that instead of  raising the 
could well be called an additional Income Tax, administered prices, the Union Government 
sharable with the rest of the proceeds of the should raise the Union Excise Duties which are 
Income   ax'.^^ The Eighth Finance Commission sharable or otherwise agree to share the increased 
not only endorsed the views of the Seventh netreceipts on account of increase in prices. Some 
Commission but went further when it observed of the States have suggested that such sharing 
'.....for the sake of amicable Centre-State rela- should be applicable only in cases where the 
tions it (Union Government) should reconsider Central Public Sector enterprises are mahng 
the indefinite continuance of the surcharge ..... .profits. 
Therefore, we suggest that with the commence- 
ment of the financial year 1985-86, the Surcharge 10.6.28 There seems to be an insufficient 
be withdrawn and the basic rates of Income Tax appreciation of the role of prices of Public Sector 
suitably adj~sted' .~'  products in such proposals. The Union Govern- 

ment has invested very large amounts in building 
10.6.25 we cannot but describe the continuous UP various Public Sector units mostly in such core 

levying of Surcharge on Income Tax, in one form Sectors as steel, heavy engineering, etc. ~ h e s e  
or the other, for thirty-four years ending March, units have not been generating the surpluses as 
1985," as substituting a special privilege for expected of them for new investment. Moreover, 
performing routine tasks. We have considered the in the Seventh Five-Year One the 
various alternatives suggested like merging sur- important functions of the Public Sector enter- 
charge with the basic rates thus mafing it sharable prises is to generate surpluses for financing of 

with the States, putting a ceiling on the period further 
beyond which it should not be allowed in normal pricing is give 
times, etc. priate signals to the products to utilise resources 

efficiently and to penalise inefficiency. Increase 
10.6.26 we are firmly of the view that the in prices could be due to a variety to factors and 

Surcharge on Income Tax should not be levied by it be determine 
t h e  Union Government except for a specified whether a pa* Of it be regarded as a 

purpose and for a strictly limited period only. substitute for increase in Excise Duty. Therefore, 
increases in administered prices do not easily lend 

ADMINISTERED PRICES themselves to sharing. The difficulty gets 
enhanced when other objectives of Public Sector, 

10.6.27 Revisions in the prices of items like e.g., development, import-substitution, 
~etroleum, steel, cement, etc., which are produced conserving a scarce product, etc., are simulta- 
mostly in the Public Sector by the Union GOV- neously considered, 
ernment, have implications for Union-State 
financial relations. It is argued by the States that 10.6.29 We are, therefore, of the view that it 
an increase in prices of these commodities results would not be advisable to make the proceeds of 
in placing substantial additional resources at the increase in administered prices sharable with the 
disposal of the Union Government. On the other States. 

32 Report of the Finance Commission. 1978, para 22, p. 82. 
33 Report of the Eighth Finance Commission, 1984, para 5.10, p. 41. 

* Re-imposed for the accounting year 1987-88 on selected incomes as part of package measures to meet drought 
expenditure. 



JOURNAL OF INDlAN SCHOOL OF POLITICAI, ECONOMY OCT-DEC 1997 

SPEClAL BEARER BONDS AND COMPULSORY 
DEPOSITS SCHEME 

10.6.30 With a view to improving the Gov- 
ernment's financial position and reducing the 
budgetary deficit and also bringing out black 
money, the Government of India introduced the 
Special Bearer Bonds Scheme, 1981, effective 
from 2nd February, 198 1. The Scheme provided 
certain immunities to the holders of these Bonds 
in order to encourage sale of these Bonds. 
According to the Ministry of Finance, an amount 
ofRs 964.59 crore (Rs 88.67 crore in 1980-81 and 
Rs 875.92 crore in 1981-82) was collected. 

10.6.31 The Union Government introduced the 
Compulsory Deposit Scheme in July 1974, as a 
part of its measures to contain inflation. The 
scheme had two parts. The first part provided for 
compulsory deposit of whole of the additional 
dearness allowance given to Government ser- 
vants. This was expected to immobilise about Rs 
600 crore in a year. The second part of the scheme 
covered all Income Tax payers whose aggregate 
net annual income exceeded Rs 15,000. There 
were different slabs of deposit rates for different 
income groups. It was expected to bring in a sum 
of Rs 50 to Rs 55 crore in a year. Both categories 
of deposits were to be repaid in five annual 
instalments together with interest. 

10.6.32 The States have criticised the two 
schemes as measures to circumvent~increases in 
Income Tax or as directly resulting from the 
inability of the Union Government to administer 
the same efficiently. They have, therefore, argued 
that the receipts of these two measuresshouid also 
be shared with them as they have the same 
tax-base as the mandatorily sharable Income Tax. 
It has also been argued that as they represent 
savings they could be shared like the Small 
Savings collections. On the other hand, it has been 
countered that Union Government's access to 
these resources is in the nature of loans which are 
not sharable with the States. 

10.0.33 Demand for sharing of the proceeds 
from schemes like the Special Bearer Bonds and 
Compulsory Deposit (Income Tax- Payers) 
Scheme, 1974, are only of academic and illus- 
trative significance today as these are not in force 
now. We are of the view that the Union 
Government should adopt such measures only 

under special circumstances when considered 
necessary as part of its fiscal and monetary 
policies. Sharing of such capital receipts with 
States will be beset with a host of problems in 
regard to allocation, terms of repayment, etc. 
However, nothing prevents the Union Govern- 
ment from providing special purpose assistance 
to the States keeping in view its overall financial 
position and the receipts from these sources, if 
found necessary. 

FISCAL POTENTIAL AND RESOURCE MOBlLlSATlON 

10.6.34 The above consideration of issues and 
suggestions in revenue-sharing between the 
Union and the States has been in the context of 
the realised revenue mobilisation. The pressures 
felt on resources is a typical feature of a devel- 
oping economy. The problems in their sharing by 
the different levels of Government are bound to 
be less acute ifthe overall availability ofresources 
is considerably larger. Economy in expenditure 
and prudence in fiscal management, i.e., greater 
efficiency in tax-assessment, tax-collection, bet- 
ter returns on investments on public enterprises, 
irrigation and power projects - at all levels of 
Government, are equally important factors which 
augment the totality of resources at the disposal 
of the nation as a whole. Further, the organic 
linkage in policies and measures adopted by 
different levels of Government in resource 
mobilisation and expenditure must be duly 
recognised. This, indeed, is the crux of the 
problem in Union-State financial relations. 

In this regard, a State Government has urged: 
'A proper development perspective for the 
country calls for greater and not less tax efforts 
by both the Centre and the States, as well as 
greater efficiency in public expenditure'. We 
fully agree with this perception. 

10.6.35 A thoroughexamination ofthe potential 
and directions of revenue-raising both by the 
Union and the States is desirable. In our tax 
structure, the receipts from indirect taxes now 
contribute well over three-fourths of the total tax 
proceeds. In the resource mobilisation effort in 
future also, substantial reliance will have to b e  
placed on indirect taxes. The Long Term Fiscal 
Policy announced by Government of India in 
December 1985 seeks to introduce reforms both 
in regard to direct and indirect taxes. It contains 
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directions for rationalising and simplifying tax 
laws and securing uniformity in procedures for 
direct taxes. It also aims at simplification of 
Central Excise Duties, introduction of MOD- 
VAT, reduction in arrears, and periodic upgra- 
dation of specific duties. Although in the 
Constitution, the taxation powers of the Union 
and the States are not concurrent, functionally 
(e.g., in terms of impact on prices and elasticity 
of taxes), the Union taxes like Excise/MODVAT, 
Central Sales Tax, etc., interact with the States' 
Sales Tax. This has implications for actual use of 
taxation power by the States. The States complain 
that the Union Government's policies have 
restricted their scope to raise revenues from Sales 
Tax. There have been consultations between the 
Union and the States to levy the Consignment 
Tax. A comprehensive and expert consideration 
of reforms in taxation will be necessary to place 
consideration of Union-State fiscal relations by 
the concerned institutions in a proper perspective. 

10.6.36 We recommend that an Expert Com- 
mittee, with suitable representation on its 
penal(pane1) from the States, may be appointed 
by the Union Government to recommend desir- 
able directions of reforms in taxation and, inter 
alia, consider the potential. for resource 
mobilisation by the Union and the States. The 
report of this Committee should be placed before 
the Standing Finance Sub-committee of the 
National Economic and Development Council, 
the establishment of which has been recom- 
mended in Section 9. 

7. PATTERN OF DEVOLIJTION 

10.7.01 We have noted that the devolution of 
resources from the Union to the States has been 
very significant. These transfers are crucial in 
effecting a balance in the sharing of over-all 
resources between the Union and the States and 
their distribution among the States inter se. Fol- 
lowing are the important issues that have been 
raised in respect of the pattern and efficacy of 
devolution of resources from the Union to the 
States: 

(i) The devolutions effected on the recom- 
mendations of the Finance Commission - a 
body which has its origin in the Constitution 
- constitute only a part of the total transfers. 
Bulk of the transfers made for the Plan and 
other purposes under Article 282 and 293 are 
'discretionary', and by implication allow 
free-play to the Union Government's choice 
in respect of their magnitude and allocation. 
It is alleged that the expectations of the 
Constitution-makers that the devolution of 
resources from the Union to the States 
through the mechanism devised by them, in 
an impartial and 'automatic' manner free 
from 'interference', has suffered change. 

(ii) Some expert studies have highlighted the 
iniquitous nature of the Central transfers with 
respect toallocations among the States. A few 
less-developed States have suggested special 
dispensation to them in Central transfers. 
Apart from the above issues, another aspect 
is whether the Union Government is trans- 
ferring sufficient resources to the States. 
Before considering the above-mentioned 
issues, we may briefly review the factual 
position on the pattern of devolution of 
resources from the Union to the States. 

P A T E R N  OF TRANSFERS 

j0.7.02 De.volution of resources from the Union 
to States may be placed under three categories: 

(i) transfers based on the recommendations of 
the Finance Commission; 

(ii) transfers by way of assistance for execution 
of the Plan recommended by Planning 
Commission, including Centrally Sponsored 
Schemes; and 

(iii) others consisting of small savings loans, 
assistance for natural calamities, etc., 
canalised through the Union Finance Min- 
istry. 

Annexure X.4 (Not inserted) summarises the 
pattern of over-all transfers of resources from the 
Union to the States. 
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STATUTORY TRANSFERS 

10.7.03 Transfers effected on the recom- 
mendation of the Finance Commission (called by 
some as 'statutory transfers') are normally 
determined for a period of five years. Bulk of 
these transfers are unconditional and have a 
built-in buoyancy with respect to the growth of 
the concerned tax receipts. In the totality of 
resource-transfers, those on the recommenda- 
tions of the Finance Commissions accounted for 
40 per cent during the period 1951-85. 

CENTRAL PLAN ASSISTANCE 

10.7.04 A substantial part of the transfers in the 
second category are by way of assistance for the 
execution of the State plans. These accounted for 
3 1 percent of the total resource transfers from the 
Union to the States during the period 1951-85. If 
to these transfers are added those on account of 
Central and Centrally Sponsored plan-schemes, 
the totality of plan transfers during the period 
195 1-85 works out to about 41 per cent of the total 
transfers. The Central assistance for the plan is 
based on the recommendations of the Planning 
Commission. It includes both loans and grants. 
During the Sixth Plan period the grant component 
in the total plan transfers was about 56 per cent. 
A large part of the Central assistance for the State 
plans is allocated on the basis of the Modified 
Gadgil ~ o r r n u l a ~ ~  and other pre-determined 
considerations. We have discussed and com- 
mented on this aspect in detail in the chapter on 
Economic and Social Planning. 

OTHER TRANSFERS 

OCT-DEC 1997 

10.7.05 Besides the transfers effected on the 
recommendations of the Finance Commjssion 
and on plan account, the Union Government gives 
grants and loans for various other purposes, like 
relief for natural calamities, improvement of 
roads, upgrading the salaries of teachers, relief 
and rehabilitation ofdisplaced persons, etc. These 
comprise the third category. During the period 
195 1-85 such transfers accounted for ahout 19 per 
cent of the total transfers. 

TRANSFERS ON REVENUE ACCOUNT 

10.7.06 The pattern of Central transfers on 
revenue account (Annexure X.8) (Not inserted) 
shows that the transfers on the recommendations 
of the Finance Commission, comprising tax- 
shares, grant-in-aid under Article 275(1) and 
grants in lieu of other taxes, in the various Plan 
periods have generally been well over 60 per cent 
of the total transfers on revenue account. The 
'shares in taxes' and grants-in-aid under Article 
275(1) have reinforced each other to maintain a 
fairly stable share of such transfers taken together. 
The share of 'other grants' under Article 282, 
which are given as part of the Plan assistance for 
the various schemes of the Union Ministries, 
natural calamities, etc., outside the purview of the 
Finance Commission, has been significant and, 
on the average, a little over 37 per cent. 

34 The forn~sla (popularly known as Gadgil Formula) for allocating Central assistance for State Plans was originally evolved 
in 1968 and modified in 1980. After keeping aside provisions for the special-category States and some other specific purposes, 
the amount of Central assistance allocated among the States in the original and modified formulae has been (dependent) on 
the following criteria: - 

Weights (per cent) 
Sr. Criteria 
No. In the Original As Modified by NDC 

Formula in 1980 (Modified 
Gadgil Formula) 

(1) (2) (3) (4) 

1 .  Population 60 6 0  
2. Per capita income below the national average 10 2 0  
3 .  Per capita tax-effort 10 10 
4. Outlay on continuing irrigation and power projects 10 
5. Special problems 10 10 

Total 100 100 
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TRANSFERS ON CAPITAL ACCOUNT Finance Commission envisaged in the Constitu- 

10.7.07 The position of  the States is signifi- tion, the balance of transfers has been discre- 

cantly different on capital account as their bor- tionary in character. It is contended that Article 

rowings other than the Central loans - reckoned 282 was intended to be a sort of residuary Articlc 
as their 'own9 resources are also to be allowed by to take care of unexpected kind of things, inter 

the Union Government in accordance Article alia, for making marginal adjustments; but the 

293 of the Constitution. Transfers to the States for grants made by the in excise its 
financing rapidly increasing Plan outlays have power under Article 282, by assuming a dominant 
bee-, largely in the form ofcentral  loans (gross). role in devolving resources to the States, have 
The trends in the pattern of States7 indebtedness distorted the ~ 0 n ~ t i t ~ t i o n a l  scheme. We have 
as given in Annexure X.9 (Not inserted) signify noted that although the financial assistance given 
more than 70 per cent share of the Central loans to the States on the recommendations of the 
in States' indebtedness and also a declining share Finance Commission has substantially increased 
of their internal debt - from the market and since the period of the First Five Year Plan the 
financial institutions. bulk of the transfers (close to 60  per cent during 

the period 1951 -85) have been in the form of Plan 
TRANSFERS AND FINANCING OF STATES' EXPENDlTURE and Gother transfers'. 

10.7.08 Financing of revenue expenditure of the 
States by different sources individually (Annex- 10.7.lO This criticism has two aspects - one 

ure X-10)  NO^ inserted) and cumulatively (An- technical and academic, the other oblique and 
nexure X- 11) ( N ~ ~  inserted) throws further light imputative. As regards the first, these transfers 
on the respective roles of States' own resources, under Article 282 are discretionary only in a 
Central transfers, the pattern of Central transfers as to 
and trends in States' finances. The 'own' Whereas sharing with or assignment to the States 
resources of the States on the average have had by the Union of the net proceeds of certain taxes 
62 per cent share in financing their revenue mentioned in Article 270 and 269 (on the advice 
expenditure. However, the 'sharein taxes', which of the Finance Commission) is mandatory, there 
is the category most preferred by the States in is no such constitutional obligation on the Union 
view of its statutory andcondition-free status and for making grants to the States under Article 282. 
buoyancy, has been significant(23 per cent during The oblique aspect of this criticism, however, 
1951-85) and rising over the period. The two raises the question whether in substance and 
together, constitute 85 per cent of the States' practice, the transfers made for Plan purposes 
revenue expenditure during 195 1-85. If to this are under Article 282 on revenue account to the States 
added, 'grants-in-aid of revenue under Article are discretionary in the sense that they allow 
275(1)' and 'grants in lieu of other taxes, etc., also free-play to the Union Government's choice in 
given on the basis of the Finance Commissions' respect of their magnitude and relative allocation. 
recommendations, the total accounts for the 
financing of about 89 per cent revenue expendi- 10.7.1 1 So far as the Plan transfers are con- 
lure of the States. The scheme of financing of cerned the size of Central assistance for the Plan 
States' revenue expenditure resulted in an is determined as part of the exercise for the 
over-all surplus of 4.4 per Cent during 1951-85, financing of the Five Year Plan, which is 
and has been quite substantial since 1974-75. The approved by the National Development Council 
State-wise ~osi t ion would, however, show sig- on which all the States are represented. Any 
nificant variations. increase in the actual devolutions to the States 

'STATUTORY' VS. 'DISCRETIONARY' TRANSFERS 
over the Five Year Plan estimate corresponds to 
the assessed needs for the Plan on annual basis. 

10.7.09 It is often alleged that inasmuch as only This is effected on the advice of the Planning 
40 per cent of the total transfers from the Union Commission. Indeed, there has not been any 
have been effected on the recommendations of the criticism from the States on increasing the flow 
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of Central Plan assistance to them as compared to the scope of the Article is, therefore, not neces- 
the Five Year Plan estimate or on its inter-State sary, specially because to meet unforeseen situ- 
allocation. So far as the allocation of Central ations, the Centre should have a degree of 
assistance for the State Plans js concerned, as has flexibility in the use of the ~ r t i c l e ' . ~ ~  w e  fully 
been discussed in detail in the chapter on Eco- endorse this ~bservation. 
nomic and Social Planning, bulk of it is decided 
in terms of the Modified Gadgil Formula and 10.7.13 In view of the above, the Plan and other 
other objective determinants and special invest- transfers, which are labelled 'discretionary', do 
merits (including ~ ~ i b ~ l  and  ill A~~~~ sub- not aniount to subversion of the constitutional 
plans) which are also approved by the National scheme. be either 
Development council and are subject to,review unreasonable or discretionary in a literal sense as 
by that body. ~h~~~ do not leave any significant their allocation follows predetermined criteria, or 
discretion to the planning ~ ~ ~ ~ i ~ ~ i ~ ~  which is is tied to meet specific requirements of the States. 
confined to only 10 per cent allocation of Central The large magnitude of 'lan transfers 
assistance under the Modified Gadgil Formula. In Pose in this regard as the framers 
thecase of the Centrally Sponsored Schemes also, of the Constitution could not anticipate the extent 

the pattern of financing, viz., Central assistance of development resource-needs under the Plans 

vis-a-vis States' own contribution, for the various of the States. The significant growth of Central 

schemes is determined and known well in assistance to States for planned development is, 

advance. The States have also not objected to the indeed, a natural response to such needs. The crux 

flow of Central assistance as such in this respect. of the matter is that the States' participation in the 
planning process should be such that the Plan The thrust of their complaint is on the system of transfers are treated by them as 

of a matching contribution and their allegedly inade- monly agreed programme for the deployment of quate involvement in the formulation of these the nation,s resources. We have discussed at 
schemes' These aspects, though otherwise very length this aspect in the on Economic and 
important, should not confuse the issue in ques- Social planning In addition, in Section 8 we have 
tion. We have dealt with them in detail in the dealt in detail with the controversy whether the 
chapter on Economic and Social Planning. Finance Commission could also attend to the 

assessment of financial requirements for the Plan. 
10.7.12 So far as the category of 'other trans- 

fers' (for natural calamities, etc.) is concerned, 10.7.14 We are of the view that the controversy 
the of purposes for which are made between statutory vs: discretionary transfers to 

their nature cannot be sufficiently the States is based more on theoretical than 
anticipated by either the Finance Commission or realistic considerations. lt is not humanly possible 
the Planning Commission. Such transfers are to devise ~ o o ~ - p r o o ~ ~ o m u ~ a e  which would 
~ u r ~ o s e - s ~ e c i f i c  and have to cater to the contin- the totality of Central transfers conform fully to 
gent problems which arise from time to time. the idea] of automatic and free-from-interference 
These transfers being mostly on revenue account, devolutions. Some amount of flexibility and room 
do not can7 much repayment liability on the part for subjective judgement will have to be left to 
of the States. The States have not voiced any theconcerned institutions todeal with the specific 
Serious complaints against these transfers. The situations as they arise. What is really important 
study Team of the Administrative Reforms is that the institutions involved should function in 
Commission, which examined in detail the use of afajr and non-partisan manner and take decisions 
Article 282 for such grants, observed that 'a with due discernment and.expertise, which are 
constitutional amendment defining or restricting implicitly acceptable to the States. 

- - -  

35 Government of India - Administrative Reforms Commission - Reporr of the Study Team on Centre-Stare Relationships 
(1967), Vol. 1 ,  para 4.23, p. 28. 



VOL. 9 NO. 4 CENTRE-STATE FINANCIAL RELATIONS 

EQUITY IN TRANSFERS 10.7.17 Finance Commissions carry out a re- 
10.7.15 *,, important direction ofenquiry in the assessment of forecasts of revenue receipts and 

Union-State financia] relations is whether the (on non-plan account) of the States 
transfers from the Union to the states have before determining the devolutions necessary. 
satisfied the basic principle of equity, ~h~ Their formulae of tax devolutions have generally 
Directive Principles of State Policy enshrined in resulted in kaving substantial surpluses with 
the Constitution require that the 'State9 should about half the number of  States. In the case of 
strive to rninimise inequalities amongst groups of States still remaining in deficit, grants-in-aid 
people residing in different areas. In our country, under Article 275(1) have been given to make 
both inter-State and intra-State disparities are good the assessed gaps and needs. Resources of 
glaring and persistent in the backdrop of overall different States differ considerably owing to 
under-development. Lack of adequate financial widely varying levels of development. Five or six 
resources has been recognised to be one of the States which have a better resource-base have 
basic constraints in the development of the surpluses from their own resources. Any further 
backward areas. Provision for necessary admin- devolution only adds to their surpluses. Some 
istrative services, social and industrial infra- other States, though not as well-off in respect of 
structural facilities is crucial for mitigating their own resources, reach the stage of surpluses 
regional disparities. consequent upon devolution of resources by the 

Finance Commission. 
10.7.16 A number of empirical studies have 

been made to ascertain how far the transfers 10.7.18 The weightage given to population size, 
effected have been progressive. In hnexu re  which is essentially a scale factor, as a major 
X. 12 (Not inserted) we have summarised the data criterion in the formulae of devolutions, when 
indicating Per capita transfers through channels combined with othercriteria, has resulted in lower 
of the ~ inance  Commission. Planning Commis- per capita transfers to the less-developed States. 
sion and the Union Finance Ministry. It will be ~ h ,  last two ~i~~~~~ ~ o m m ~ s s i o n s ,  however, 
observed that for which are sought to evolve formulae with greater progres- 
ecOnOmicall~ backward, the Per sivity, by further emphasising the poverty criteria. 
are lower than the all-States' average. The find- 
ings of the various studies indicatecbroadly that 
the transfers on the recommendations of the 
Finance Commissions and the Planning Com- 
mission have not been significantly progressive 
in earlier years. However, during the last three 
Five-Year Plan periods there has been consider- 
able improvement in this regard. Transfers falling 
in the category of 'other transfers', which are 
mostly purpose-specific, have been found to be 
generally regressive, tending to dilute the pro- 
gressivity of overall transfers to the States. Sim- 
ilar has been the pattern of allocation of the 
institutional finance from the commercial banks, 
term-lending financial institutions, etc. On the 
whole, several of the less-developed States have 
been getting less that the average per capita 
devolution and share in institutional finance. This 
has contributed to  the persistence of regional 
disparities in the country. 

10.7.1 9 However, during the five-year period, 
on account of inflation, States' expenditure has 
gone up. To some extent it is compensated by 
increase in revenues on account of buoyancy in 
tax receipts. The States with revenue surpluses 
are better equipped to meet the adverse impact of 
inflation. On the other hand, grants-in-aid being 
fixed for most part, the effect of inflation is felt 
much more by the States in receipt of a larger 
proportion of grants. These States are precisely 
those which are less developed and lack the 
essential infra-structure which alone can enable 
them to develop quickly. The Seventh Finance 
Commission had observed as under: 

........ a Finance commission's scheme of 
transfers which leaves a few States with sub- 
stantialsurpluses on revenue account which can 
be ploughed back into fresh investments, and 



JOURNAL OF' / N D / A N  SCHOOL OF POLUICAI, ECONOMY 

the rest of the States with a zero surplus could 
contribute to widening of the economic dispa- 
rities .36 

10.7.20 The application of the Modified Gadgil 
Formula (increasing the weightage of the 'States 
having per capita income below the national 
average' from 10 to 20 per cent in lieu of the 
'expenditure on continuing irrigation and power 
project') and provision of special Central assis- 
tance for the Tribal and Hill Areas Sub-Plans, 
North Eastern Council and Special Component 
Plans, has(have) made the allocation of Central 
Plan assistance more progressive. 

10.7.21 Many suggestions have been placed 
before us in regard to the basis for inter-State 
allocations. The less-developed States have 
argued strongly in favour of formulae which place 
more resources at their disposal. On the other 
hand, the States with revenue surpluses have 
pointed out that they have their own peculiar 
problems, e.g., management of large metropolitan 
cities which, while generating resources, also 
require very large investments for providing 
essential services. 

BACKWARD AREAS 

10.7.22 Provision for the special needs and 
basic requirements of the backward areas, par- 
ticularly in the backward States, would necessi- 
tate increasing attention to them in the allocation 
of funds by way of special provisionson soft terms 
over and above the general formula devolutions. 
The Union Government has a crucial role in 
helping the backward areas to get over the initial 
handicap of poor basic infrastructure. This would 
involve investments which may not produce 
returns for long years and, for the gestation period, 
need subsidisation by the Union Government. It 
is, indeed, in the long-run interests of the back- 
ward regions, and the country also, that by cre- 
ating stimuli for development, they are helped to 
generate their own resources, rather than remain 
dependent indefinitely on the largesse of the 
Union, or the State Government, as the case might 

be. At the same time the overall resources being 
scarce, their(there) is need for caution to ensure 
that the incentives given to the backward regions 
for accelerating their development do not, in the 
reverse, jeopardise for want of resources, the 
tempo and levels of development achieved in the 
relatively developed areas. 

10.7.23 The financial problenis of backward 
areas are, indeed, challenging and involve both 
availability of sufficient financial resources and 
their effective utilisation. It will be necessary to 
ensure that the less-developed or backward areas 
and States get adequate resources to meet their 
special requirements and bring their standards of 
administration at par with the advanced States. 
Both, the Finance Commission and the Planning 
Commission, will have to take coordinated and 
concerted action in devolving adequate resources 
to the less developed States and those havinglarge 
backward areas. The Planning Commission will 
have to take a comprehensive view of the flow of 
Central investment and other institutional finance 
to the less-developed areas. Suitable institutional 
mechanisms need to be devised to ensure finan- 
cial support and tying-up of the funds to the 
specific projects in such areas. 

UNION'S FINANCES AND TRANSFERS 

10.7.24 Another issue which is important in the 
context of Union-State financial relations is 
whether the Union Government has been making 
reasonable transfers to the States and, further, 
whether these could be significantly enhanced. It 
may be seen from Annexure X.13 (Not inserted) 
that, of late, the Union Government has been 
transferring about one-third of gross resources 
raised by it to the States - the revenue account 
transfers showing an upward trend. Transfers 
from theunion continue to play an important role 
in meeting the expenditure of the States. 

10.7.25 It is significant that since 1979-80 the 
Union Government has been running a deficit on 
revenue account (Annexure X. 14) (Not inserted). 
The Balance from Current Revenues became 
negative in 1985-86. During the Seventh Plan 

- 

36 Report ofthe Finclnce Commission, 1978, Chapter 9, Para 
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period, the Balance from Current Revenues has 
been estimated at (-) Rs 12,011 crore. Thus, over 
the last several years the Union Government has 
been finding it increasingly difficult to meet its 
obligations on revenue account from its current 
budgetary resources and has had to take resource 
to meeting them frorn borrowed funds. 

10.7.26 As noted earlier in para 10.4.17, 
approximately three-fourths of the non-Plan 
expenditure of the Union now consists of defence, 
interest payments and subsidies. In recent years, 
massive anti-poverty programmes have been 
taken up and these have added substantially to the 
revenue expenditure. Of the total receipts (gross) 
in 1986-87, defence interest payments and sub- 
sidies absorb 36 per cent, transfers to States and 
Union Territories 29 per cent, leaving 22 per cent 
for Central Plan and 13 per cent for Union's 
non-Plan expenditure. 

10.7.27 The broad analysis of the pattern of 
Union Government's expenditure on revenue 
account brings out that whileon development side 
expenditure on high priority items has been pro- 
vided, in the non-developmental component, 
because of compulsions of defence, interest 
payments, subsidies, etc., not much manoeuvra- 
bility exists. Further, in addition to transfers of 
resources in the form of tax-shares and statutory 
and Plan grants substantial expenditure on sub- 
sidies and Central Sector and Centrally sponsored 
Schemes goes to benefit the States. The Union 
Government is thus already transferring sub- 
stantial resources to the States. Under the present 
circumstances, there is need to pay attention to 
structural changes in transfers for which there is 
apparently greater scope. 

wake of the fast-rising Plan expenditure. The 
annual trend-rates ofgrowth work out to be 14.30 
per cent in case of the Union and 13.52 pe r  cent 
in case of the States for the period 195 1-85. The 
proportion of developmental expenditure on 
revenue has been rising in the case of the Union 
as well as the States (Annexure X.15) (Not 
inserted). On capital account, an overwhelming 
part of the expenditure is incurred for develop-. 
mental purposes. Net disbursements of loans 
account for about half of the Union's capital 
expenditureand more than one-third ofthat of the 
States. Development loans constitute about 
three-fourths of the loans disbursed. 

10.7.30 Several experts have pointed out that 
substantial expenditure is incurred by both the 
Union and the State Governments on schemes 
which have come to be known as populist mea- 
sures. These are often uneconomic but are sup- 
posed to earn popularity for the sponsoring 
Government. It will be in  he best interests of the 
concerned Governments to take explicitly into 
account the high opportunity cost of such schemes 
and to examine whether any important pro- 
grammes of development are compro~nised due 
to such diversion of scarce resources. 

10.7.31 The Union Government provides 
directly large subsidies for a number of items of 
whichfertilisersubsidy, food subsidy and subsidy 
for promotion of exports, constitute the bulk. The 
State Governments also give subsidies on 
schemes of food and nutrition, interest payments 
and on certain schemes for the benefit of the 
weaker sections. Apart from subsidies which can 
be directly seen as such, subsidisation is also 
inherent in a variety of measures, e.g., exemption 

10.7.28 the needs of the fully or partially from a tax or duty; allowance to 
States also are not to be understated. The over-all channelise investments into particular sectors; 
situation, therefore,calls for all-out efforts to raise refund of certain taxes to exporters, etc. Cross- 
resources, increased rationality in their allocation subsidies are given by public corporations to 
at the two levels of Government, a judicious 
priority-ordering and improved efficiency in particular groups of clients at the expense of 

resource-management. others. 

PATTERN OF EXPENDITURE OF UNION AND STATES 10.7.32 The total amount of (i) direct, (ii) 

10.7.29 The over-all expenditure of the Union indirect and(iii)cross-subsidies is thusvery large. 
and the States has grown rapidly, especially in the The share of direct subsidies has been substantial 
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since 1977-78. Unfortunately, no reliable esti- 
mate, especially of indirect and cross-subsidies, 
is available. The need for keeping down the 
expenditure on account of these subsidies has 
been emphasised time and again. The essential 
point to recognise is that subsidies introduce a 
distortion in the economy. Flow of resource is 
directed away from sectors to which they would 
have normally been applied. It is not to suggest 
that all subsidies are per se wrong. But i t  is very 
important to scrutinise to whom the benefits are 
really flowing. Each type of subsidy needs to be 
carefully reviewed from the point of view of 
overall impact on the economy and consideration 
of growth with social justice. 

10.7.33 It is necessary that a comprehensive 
paper on direct, indirect and cross-subsidies, 
covering both Union and State Governments, is 
prepared by the Planning Commission every year 
and brought up before NEDC for discussion since 
the increasing burden of subsidies has a direct 
relevance to the availability of resources for the 
execution of the Plan. 

UNION'S EXPENDITURE ON STATE SUBJECTS 

10.7.34 It has been pointed out that the Union 
Government incurs a lot of expenditure on 
maintaining establishments and on schemes 
relating to subjects which fall in the States List or 
the Concurrent List of the Seventh Schedule, e.g., 
Agriculture, Rural Development, Cooperation, 
Education, Health, etc. Bulk of such expenditure 
is channelised through the Centrally Sponsored 
Schemes either as grants or loans. In case of many 
schemes, the Union and the States share the 
expenditures. We have taken note of a study3' 
which has tried to project the issue empirically by 
showing that very high expenditure is being 
incurred by the Union Government, directly or 
through Central institutions, on Centrally Spon- 
sored Schemes in violation of directives of the 
NDC in this regard, on subjects which belong to 
the States. We have dealt with various aspects of 
Centrally Sponsored Schemes in the chapters on 
Economic and Social Planning and Agriculture. 

OCT-DEC 1997 

8. ROLE OF THE FINANCE COMMISSION 

CONSTITUTIONAL PROVISIONS AND EVOLUTION 

10.8.01 We have earlier noted the inevitability 
of substantial transfer of resources from the Union 
to the States. Another important aspect is the 
allocation of the resources so transferred among 
the States with wide differentials in fiscal capa- 
bilities and needs. The Constitution provides for 
the setting up of a Finance Commission 
periodically ,for this purpose. Article 280(1) 
enjoins on the President to constitute a Finance 
Commission, within two years of the com- 
mencement of the Constitution and, then after, at 
the expiration of every fifth year or before, if it is 
considered necessary. Clause (2) of that Article 
empowers Parliament to determine by law the 
requisite qualifications of its members and the 
manner of their selection. Clause (3) of the same 
Article enumerates the duties of the Finance 
Commission. It reads as under: 

'(3) It shall be the duty of the Commission to 
make recommendations to the President as to - 
(a) the distribution between the Union and the 

States of the net proceeds of taxes which are 
to be, or may be, divided between them under 
this Chapter and the allocation between the 
States of respective shares of such proceeds; 

(b) the principles which should govern the 
grants-in-aid of the revenues of the States out 
of the Consolidated Fund of India; 

(c) any other matter referred to the Commission 
by the President in the interests of sound 
finance'. 

10.8.02 It would be pertinent to consider 
broadly the position in this regard in some of the 
other federations in the world. In USA and Can- 
ada the idea of an independent or regular agency 
for this purpose did not find acceptance. The 
Australian Commonwealth Grants Commission 
is an advisory body established by an Act of 
Parliament and recommends on special grants to 
the claimant States or on any other issue referred 
to it by the federal government. 

37 George, K.K. and Gulati, I.S. - 'Central Inroads into State Subjects: An Analysis of Economic Services: Economic and 
Political Weekly, Vol. I1 (XV), No. 14, April 6,1985, Pp. 592-603. 
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10.5.03 In the absence of a well laid down and 
constitutionally recognised institutional mecha- 
nism for revenue-sharing between the federal and 
unit Governments, in some of the countries 
numerous adjustments had to be resorted to. In 
the first place, because of concurrent taxation, in 
countries like USA, Canada and Australia, 'which 
level uses what kind of tax and to what extent has 
been decided more by custom and negotiation, 
embodied in statute or agreement, than by con- 
stitutional pro~ision' .~'  In USA, the tax system 
which came to be developed over the years is 
described to be 'uncoordinated and over- 
lapping' .39 In Canada, recourse had to be taken-to 
elaborate tax-rental arrangements. In Australia, at 
least in the initial years, the interests of the poorer 
states suffered. Even in West Germany, the 
constitutional provision specifying the shares of 
the Lander (States) and Local governments, came 
to be incorporated between 1955 and 1967 after 
facing serious problems. 

10.8.04 The processes of inter-governmental 
transfers in other federations, besides other 
problems, are often intricately linked with polit- 
ical understanding and have given rise to con- 
troversies. For example, in USA, federal grants 
are based on agreements enforcing strict 
conditionality on the States and Local govern- 
ments. The shift towards general grants in 1982, 
accompanied by substantial overall cuts is 
understood to have created serious problems for 
the States to implement social programmes. In 
Canada, the policy of revenue equalisation grants 
has always been politically controversial. The 
trend towards ' provincialisation' of federal funds 
is said to have reduced the ability of federal 
government to redistribute financial resources 
and has brought up the question of national 
standards. In Australia, the Commonwealth 
Grants Commission recommends special purpose 
grants to the claimant States, but the general 
grants are determined largely on the basis of 
discussions at the political level. In West Ger- 
many, the problem of matching the revenues and 

needs of the poorer States is sought ro be solved 
through vertical and horizontal equalisation 
payments and inter-governmental grants and 
subsidies for special and joint projects. 

10.8.05 The Finance Conlmission in India, in 
contrast, because of its constituticnai status, 
constitutes as unique arrangement. The framers 
of the Constitution by building it into the Con- 
stitution and by making it an expert body, 
removed the devolution of resources from the 
arena of political bargaining. The role assigned 
by the Constitution to the Con~mission has been 
deliberately given an advisory character. In a 
technical sense its recornmendations are not 
definitive or self-executing. Parliament has been 

+ ion given the supreme authority to oversee the apt' 
taken by the Union Executive on the recom- 
mendations of the Commission. This has been 
ensured by requiring the Union Government to 
place before each house of Parliament every 
recommendation made by the Finance Commis- 
sion, together with an explanatory memorandum 
as to the action taken thereon. 

ISSUES 

10.8.06 The constitutional status accorded to it 
and its functioning as a semi-judicial expert body 
has earned for the Finance Commission high 
regard of the Union and State Governments. 
However, some aspects of the working of the 
arrangements have attracted criticism. This 
criticism may be classified into four categories: 

(i) Deficiencies in the institutional mange- 
ments envisaged in the Constitution. 

(ii) Constraints imposed by the Union on the 
Finance Commission by prescribing certain 
terms of reference. 

(iii) Non-implementation of important recom- 
mendations of the Finance Commission by 
the Union Government. 

(iv) Problems arising out of the methodologies 
followed by the Finance Commissions. 

38 Advisory Commission on Inter-governmental Relations, USA - Studies i n  Cornparafive Federalism: Austrulia. Citni~do. 
the United Stares and West Germuny (1981). p. 43. 
39 Ibid, p. 42. 
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10.8.07 While many State Governments arc of Since the Finance Commission is the only insti- 
t l~c view that the existing institutional arrange- tutional mechanism envisaged by the Constitu- 
lnents are adequate, some of them desire that its tion to recommend devolutions in all aspects it 
functions should be enlarged. Some of them have would be but appropriate that it should deal with 
drawn attention to the fact that since Finance the problems in their entirety. Another suggestion 
Commissions arc established periodically, their is that the two bodies should be merged. 
approach has been inevitably somewhat ad hoe 

ENLARGEMENT OF FUNCTIONS 
and there has been lack of continuity from one 
Commission to another. They have suggested a 10.8.10 There has been some divergence of 
more permanent set-up. The various suggestions opinion as to whether the jurisdiction of the 
could be broadly classified as under: Finance Commission under Article 275(1) is 
(a) The functions of the Finance Commission be limited to grants on revenue account, and capital 

enlarged. It should also consider Plan and grants needed to meet expenditure on Plan 
other transfers and/or undertake compre- schemes are outside its purview. The First 
llensivc annua]/periodical reviews of the Finance Commission was of the opinion that this 
financial performance of the Union and State problem has to be considered 'in the larger per- 
governments. spective of ensuring an equitable allocation of 

(b) The Finance Commission should be made a resources among the units'. On this broad 
permanent or standing body to cope with premise, the Commission recommended special 

enlarged responsibilities. grants-in-aid to eight States for development of 
(c) ~h~ coordination between the pinance primary education. The Second Finance Com- 

commission and planning ~ ~ ~ ~ i ~ ~ i ~ ~  is mission took adifferent view. In its opinion, there 
very important and should be improved, so was no scope under Article 275(1) for special 
that an integrated view on the flow of Central purpose grants for removal of inequalities in the 
assistance to the States becomes possible. standards of basic social services in States and 

(d) It should be provided with a permanent and that this function in a planned economy belonged 
well-equipped secretariat to carry on studies to the Planning Commission and the National 
and maintain operational continuity for the Development Council. The Third Finance Com- 
benefit of the subsequent Finance Commis- mission took a view similar to that of the First 
sion. regarding the broad scope of Article 275 and 

recommended 'special grants' to ten States for 

10.8.08 The Finance Commission's recom- development of communications. 
mendations generally remain effective for a 
period of five years. Many changes take place 
during the period in the estimates made by the 
Finance Commission at the beginning. Some of 
the State Governments have drawn attention to 
the fact that their financial position is adversely 
affected by inflation and various actions of the 
Union during this period. There is at present no 
mechanism to take care of the impact of these 
changes and provide relief. 

10.8.09 It is argued that only one agency 
should deal with all the transfers, as the present 
dichotomy between plan and non-plan transfers 
is unnecessary and creates avoidable problems 
arising from differences i n  estimates and norms. 

10.8.11 The issue was clinched by the Fourth 
Finance Commission when it observed: 

The Constitution does not make any distinction 
between plan and non-plan expenditure, and it 
is not unconstitutional for the Finance Com- 
mission to go into the whole question of the total 
revenue expenditure of the States. I t  has been 
pointed out to us that the reference to 'Capital 
and recurring sums' in the first proviso to article 
275(1) of the Constitution suggests that even 
capital expenditure need not necessarily be 
outside the scope of the Finance Commission. 
It is, however, necessary to note that the 
importance of planned economic development 
is so great and its implementation so essential 
that there should not be any division of 



VOL. 9 NO. 4 CENTRE-STATE FINANCIAL REIATIONS 723 

responsibility in regard to any element of plan 
expenditure. The Planning Commission has 
been specially constituted for advising the 
Government of India and the State Govern- 
ments in this regard. It would not be appropriate 
for the Finance Commission to take upon itself 
the task of dealing with the States' new plan 
expenditure.40 

10.8.12 The Fifth Finance Commission also 
held that in the language of Article 275, 'there is 
nothing to exclude from its purview grants for 
meeting revenue expenditure on Plan schemes, 
nor is there any explicit bar against grants for 
capital purposes'. However, its terms of reference 
required it not to take into account the Plan for 
purposes of recommending grants-in-aid under 
Article 275. It did not even agree to recommend 
grants for higher expenditure outside the Plan on 
specific social services for improving their levels 
'as it would blur the entire division of functions 
between this Commission and the Planning 
 omm mission'.^' 

10.8.13 One of the terms of reference of the 
Sixth Finance Commission enjoined it to assess 
the non-Plan capital gap of the States for the 
period 1974-75 to 1978-79. Adopting a pragmatic 
approach, the Commission described 'the sepa- 
ration of revenue from capital expenditure and of 
non-plan from plan expenditure' in re-assessment 
of States' forecasts as one of the 'ground rules'.42 

10.8.14 The approaches of the Seventh and the 
Eighth Finance Commission marked a significant 
departure from the earlier one. They recom- 
mended some capital grants for the upgradation 
of levels of administration. The Eighth Finance 
Commission, recommended capital grants in 
Health and Education sectors, which are included 
among developmental sectors, treating them as 

essential non-plan earmarked capital require- 
ments of the less-developed States. These rec- 
ommendations were accepted by the Covcrnment 
of India. The observations of the Seventh Finance 
Commission on the issue need mention: 

'We have given careful consideration to the 
scope for grants-in-aid under Article 275 for 
meeting capital expenditure. The operative part 
of this Article speaks of 'sums'. There is no 
restriction or bar in the Article for capital 
expenditure. The first proviso of the Article 
expressly speaks of grants of capital sums. This 
goes to show that the expression grants-in-aid 
of revenues does not limit grants for revenue 
expenditure only. We are fortified in this view 
by the note of the Chairman of the Fourth 
Finance Commission appended to its report on 
the interpretation of Article 275. Further, it 
seems unreasonable to hold that the operative 
part of the Article enables the Commission to 
make grants for revenue expenditure only, 
while the proviso enables grants being made of 
revenues as well as (of) capital nature. It is quite 
clear therefrom that it is open to us to recom- 
mend grants for capital expenditure also, apart 
from grants for revenue expenditure under 
Article 275' .43 

10.8.15 The Union Minisfry of Finance in 
response to a query on this issue, has provided the 
following clarification: 

'It is settled policy of the Commission to cover 
the capital requirements of the States under the 
upgradation grants. In case the Commission on 
Centre-State Relations is alluding to the entire 
range of the capital requirements of the States 
during the forecast period, the roles of the 
Finance Commission and the Planning Com- 
mission in that case will overlap. The Planning 
Commission which is primarily concerned with 
asset-creation is given the near-exclusive 
responsibility for catering to the capital 
requirements of the States by the mechanism of 
Plan assistance for the 5-year plans. The 

40 Report ofthe Finance Commission. 1965, para 16, p. 9. 
41 Report of the Finance Commission. 1969, para 2.9, p. 12. 
42 Report of the Finance Commission, 1973, Chapter IX ,  para 1 ,  p. 29. 
43 Report offhe Finance Commission. 1978, Chapter 10, para 8, Pp. 93-94. 
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Finance Commission takes care of the capital COORDINATION BETWEEN FINANCE COMMISSION 
AND PLANNING COMMISSION 

requircments of States in non-developmental 
sedtors by way of upgradation grants ...... It may 10.8.18 Need for greater coordination between 
thus be seen that even in recent years the Finance the Finance Commission and the Planning 
Commissions have imaginatively and progres- Commission has been emphasised by many State 
sivcly made use of Article 275 grants both for Governments and experts. The Administrative 
capital and revenue and both for developmental Reforms Commission had recommended that in 
and non-developmental purposes. This is not- order to ensure greater coordination between the 
withstanding the fact that the Presidential Order two bodies, one Member of the Planning Com- 
of the Eighth Finance Commission refers to mission should also be nominated as Member of 
upgradation requirements of non- the Finance Commission. Since the Sixth Finance 
dcvelopinental sectors only'. Commission, one Member is common to both the 

Commissions. It is, however, a matter of concern 
10.8.16 Finance Commission is constituted that only two of the four common Members so far 

periodically and works for a short period. Plan- appointed were in charge of the Financial 
ning is a dynamic process and as such continuous Resources Division in the Planning Commission. 
appraisal and adjustments are essential. A static As this defeats the very purpose of having a 
five-year frame would not meet the requirements common Member, we would suggest that the 
of planning. The Planning Commission reviews Member in-charge of financial resources in the 
annually the resources and plan needs of the States Planning Commission should automatically be 
and recommends plan assistance. In a dynamic the common Member and remain in this charge 
situation, net resources available for transfer from even after the report of the Finance Commission 
the Union to the States towards Plan assistance is submitted. This arrangement would enable the 
will also be known only on a yearly basis. The adoption of an integrated approach in the 
necessary expertise, support and competence for assessment of financial resources and needs of the 
dealing with such a situation has been developed States by the two Commissions. 
by the Planning Commission. For obvious rea- 
sons, it would not be possible for the Finance 10.8.19 Apreconditionforsmoothcoordination 
Commission to perform such a role. Therefore, between the two bodies is the synchronisation of 
practical difficulties would arise if Plan transfers Five Year Plan period with the reference period 
are also entrusted to the Finance Commission. of the Finance Commission. There is an impres- 
The present division of labour which has devel- sion that once the Finance Commission's report 
oped over the years is that the Finance Commis- is submitted, it is not of much consequence 
sion advisers on the non-Plan revenue beyond determining major parameters like tax 
requirements and non-Plan capital gap. In certain shares, grants-in-aid, etc. A planned economy 
sectors, where the problem is clear and the presupposes utmost financial discipline. The 
numbers are reasonably sure, the Finance Corn- entire system of resource transfer built up on the 
mission has recommended capital resource basis of the recommendations of a semi-judicial 
devolution also only to a limited extent. body of experts would crumble in case there is 

scant regard for the norms evolved by it. 
10.8.17 We are of the view that the present 

division of responsibilities between the two 10.8.20 We have already noted that Finance 
bodies, which hascome to be evolved withmutual Commissions re-assess the receipts and expen- 
understanding of their comparative advantage in ditureofthestates on anormative basis. Aperusal 
dealing with various matters in their respective ofthereports of the various Finance Commissions 
spheres, should continue. The present arrange- shows that practically all the Finance Commis- 
ments have also not given rise to any serious sions have had occasion tonote that on the receipts 
problems to necessitate any change. side the norms determined by the preceding 
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Finance Commission were seldom reached, par- 
ticularly in regard to returns from irrigation and 
power projects and from State Road Transport 
Corporations. On the other hand, on the expen- 
diture side, the norms have been invariably 
exceeded. In many cases, large expenditure on 
new non-Plan items has been incurred. Some- 
times schemes which could not be accommodated 
in the Plan have been included as non-Plan items 
and large sums spent on them. Finance Com- 
missions build into their forecasts of expenditure 
certain amounts for maintenance of assets already 
created, e.g., irrigation schemes, buildings, roads. 
etc. Often the amounts intended for maintenance 
of these assets have been diverted for other uses 
with very adverse impact on the upkeep of assets 
already created. 

10.8.2 1 Finance Commissions have determined 
norms of returns from the irrigation schemes, 
State Electricity Boards and Road Transport 
Corporations. One of the terms of reference to the 
Sixth Finance Commission was to have rqgard, 
while determining the grants-in-aid, to 'the scope 
for better fiscal management and economy con- 
sistent with efficiency which may be effected by 
the States in their administrative, maintenance, 
developmental and other expenditure'. It 
observed that 'with the increasing investments in 
irrigation and power projects and road transport 
undertakings, non-tax revenues in the form of 
interest receipts and dividends should be expected 
to become increasingly important in State finan- 

,M ces. After detailed consideration of irrigation 
schemes it reached the conclusion that in the case 
of multipurpose river valley projects and com- 
mercial irrigation, the receipts should cover the 
working expenses. However, this was not 
achieved. The Seventh Finance Commission, 
while reviewing the same, observed that working 
expenses continued toexceed the receipts and that 
'complacency in this regard would be harmful and 
~njustified'.~' The Eighth Finance Commission 
also observed that the norms evolved by the 
Seventh Finance Commission had not been met 

by the State ~overnments.~"he position is 
similar in the case of State Electricity Boards and 
Road Transport Corporations. 

10.8.22 We are of the view that these raise very 
serious questions in regard to fiscal management 
and financial discipline. In a situation of severe 
overall financial constraint, it is imperative that 
in-efficiency and imprudence in fiscal manage- 
ment is discouraged by evolving suitable proce- 
dures and systems of reward and punishment. We 
would emphasise that each Finance Commission 
should view with greater concern the violation of 
the regimen given by the preceding Commission 
and thus try to enforce a stricter discipline in 
checking wasteful expenditure. 

10.8.23 The Finance Commission CellIDivi- 
sion in the Planning Commission should contin- 
uously monitor the behaviour of the States' 
finances. It should also estimate annually the 
deviations from the norms evolved by the Finance 
Commission. The Planning Commission would 
then be able to bring up before the national 
Economic and Development Council such annual 
reviews indicating, among other things, the 
deviations from the forecasts of Finance Com- 
mission and the reasons for the same. This would 
afford an opportunity to the National Economic 
and Development Council to monitor effectively 
and evolve consensus on the mobilisation of 
resources and contain the non-developmental 
expenditure. 

10.8.24 The Sixth Finance Commission 
observed: 'Fiscal management is a multidimen- 
sional concept. In the application of this concept 
to concrete situations, both qualitative and 
quantitative aspects deserve attention. Briefly 
stated, in assessing sound fiscal management one 
should have regard both to the manner in which 
the State has endeavoured to raise the resources 
needed for meeting its commitments and also the 
manner in which it has deployed the resourccs so 
raised so as to get the best possible results for the 

44 Report of the Finance Commission, 1973, Chapter XII, para 4, p. 53.  
45 Report of the Finance Commission. 1978, Chapter 2, para 44, p. 23. 
46 Report of the Eighth Finunce Commission, 1984, para 3.17(V), p. 14. 
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expenditure incurred. A review of fiscal man- 
agement in this broad sense will call for a com- 
prehensive and critical survey of the fiscal 
policies and administration of State Governments 
over a period of time. This is a task which is too 
difficult to undertake within the limited time at 
our di~posal'.~' 

10.8.25 During the interregnum between one 
Finance Commission and the appointment of the 
next Commission, the Finance Commission 
Division (reinforced as suggested in paragraph 
10.8.30) should, in cooperation with the States, 
organise comprehensive studies in trends in 
growth of public expenditure in the States in the 
light of  the findings of the previous Finance 
Commission. It shall also collect, study and 
analysc the data with reference to the relevant 
parameters which would help a more critical 
appraisal of the achievements and failings of the 
Statcs in the fiscal sphere. The studies conducted 
by the Finance Commission Division should be 
available well in time for the use of the next 
Finance Commission. This Division can also, 
with the cooperation of the Union Ministries and 
agencies under their control, arrange similar 
review of the expenditure of the Union Govern- 
ment. Professional institutes, organisations and 
Universities aided by Union Government funds, 
can also be involved in such studies. 

PERMANENT FINANCE COMMISSION. 
ITS SECRETARIATIDIVISION 

10.8.26 Finance Commission has to deal with 
complex issues and the time available to it for the 
same is barely sufficient. Much of its time now 
spent on gathering data could be saved, if data 
collection is carried out on a continuing basis. 
Studies which may take time could also be 
organised in advance so that these are available 
to the subsequent Commissions and consider- 
ation of important matters would not be con- 
strained for want of time. Two considerations are 
pertinent in this connection. Firstly, the Finance 
Commission is essentially an expert recom- 
mendatory body and cannot be expected to par- 
ticipate in active determination of the transfers on 

annual basis corresponding to changes in the 
economic situation. Indeed, the very scheduling 
of such exercises in an annual setting may be quite 
cumbersome and reopen a whole host of issues 
for consideration every year. Secondly, a measure 
of stability is desirable in the transfers and fre- 
quent changes may be very unsettling and 
counter-productive, giving rise to avoidable 
friction in Union-State financial relations. We 
are, therefore, of the view that there is no need for 
a permanent Finance Commission. 

10.8.27 The next question for consideration is 
whether it is possible to mitigate the difficulties 
and handicaps of a Finance Commission resulting 
from its periodic constitution with new members, 
in  assessing the fiscal needs of the States, 
projected over the next five-year period. The 
Seventh Finance Commission had observed: 'The 
position which prevails now is that once a Com- 
mission completes its work, a small and ineffec- 
tive cell comes into being in the Union Ministry 
of Finance, and this cell is merged in the 
Secretariat of the next Commission. This 
arrangement, in our view, is inadequate. We do, 
however, feel that it will be extremely useful to 
future Finance Commissions and greatly facili- 
tate their work, if an expert non-political agency 
were to beestablished by the Central Government 
and were to perform such functions as the Sec- 
retariat of the Commission is expected to perform. 
In addition, it would be expected to play a 
watching and advisory role with regard to 
Centre-State financial relations generally. As and 
when a full-fledged Finance Commission is 
appointed, this agency could get merged into the 
Commission and its Secretariat. It should have the 
authority to call for whatever information may be 
required from the Central and State Governments 
and their institutions and should analyse and 
prepare the data based upon which a Finance 
Commission when appointed can act without 
further loss of time. It should carefully oversee 
the implementation of the recommendations of a 
Finance Commission as accepted by the Central 

47 Report of the Finance Commission. 1973, Chapter XIII, para 1, p. 52. 
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Government and its advice should be sought by 
the various Ministries of the Central Government 
on matters which may require follow-up action'.4X 

10.8.28 The Eighth Finance Commission also 
observed: 

........... we do think that there should be a 
permanent Secretariat which should continue to 
function during the interregnum between one 
Commission and the next. Such a Secretariat 
should be headed by a senior officer, and may 
function as a Division in the Ministry of 
Finance. We are not satisfied by the present 
arrangement under which a small Cell consist- 
ing of a few officials functions as a part of the 
Ministry of ~ inance .~ '  

10.8.29 We have been informed that in  pur- 
suance of the recommendations of the Eighth 
Finance Commission, a Finance Commission 
Division has since been created in the Union 
Ministry of Finance with the following functions: 

(i) Continuously update the data, both in 
financial and physical terms relating to 
performance of the Union and each of the 
State Governrr~ents in fields which have 
been or could be of interest to the work 
ordinarily assigned to the Finance Com- 
mission; 

(ii) Compilation of data and analysis of the 
working of the State undertakings includ- 
ing irrigation schemes to see whether the 
prescribed norms are being achieved and to 
suggest remedial measures; 

(iii) To prepare analytical studies on the basis 
of the data collected from the State Gov- 
ernments regarding revenues, expenditure 
and prepare comprehensive reviews; 

(iv) Re-scheduling and consolidation of loans 
on the basis of the Finance Commission's 
recommendations; 

(v) Allocation of additional grants to States for 
meeting interest liability in respect of fresh 
loans advances, 

(vi) Allocation of additional grants in respect of 
committed liability for the new schemes 
taken up in 1984-85; 

(vii) To monitor and evaluate the utilisation of 
the upgradation grants provided by the 
Finance Commission to States; 

(viii) Collection of data about non- 
developmental sectors for preparation of 
comprehensive proposals for achieving 
equalisation of the standards of adminis- 
tration and social services in States within 
a definite period; 

(ix) Organisation of suitable training work- 
shops for the benefit of States which may 
be in need of such assistance. 

10.8.30 We are of the opinion that there is need 
to further strengthen the Finance Commission 
Division. It would result in much closer coordi- 
nation between the Planning Commission and the 
Finance Commission if this Division were to 
work under the general supervision of the 
Member in-charge of financial resources in the 
Planning Commission. Such an arrangement will 
also make available to the Planning Commission 
data and analysis on various parameters relevant 
for resources discussion for the Plan and 
reviewing of the finances of the Union and the 
States. 

COMPOSITION O F  FINANCE COMMISSION 

10.8.31 Article 280(1) requires the President to 
constitute by order a Finance Commission within 
specified time-frame, comprising achairman and 
four other members. Clause (2) of Article leaves 
it to Parliament to determine by law the requisite 
qualifications of the Members and the manner of 
their selection. Parliament enacted the 'Finance 
Commission (Miscellaneous Provisions) Act, 
1951'. 

10.8.32 No serious objection has come to our 
notice regarding the composition of the various 
Finance Commissions. A review of the compo- 
sition of the nine Finance Commissions confirms 
that the prescribed strength, requisite 

48 Report of the Finance Commission, 1978, Chapter 12, para 4, p. 119. 
49 Report of the Eighth Finance Commission, 1984, para 16.1 1, p. 123. 
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specialisations and background of  their Members important matters which the ~ inance  
and time-limit in their constitution were duly Commission should look into. In. the context of 
adhered to. the Seventh and the Eighth Finance Commis- 

sions, a more systematic consultation with the 
10.8.33 A suggestion has, however, been made States on their terms of reference took place.   he 

that the State Governments should have repre- then Union Finance Ministe,r invited suggestions 
sentatives on the Finance Commission. One of the from all the Chief Ministers in regard to the terms 
suggestions (not recommendation) of the Expert of reference for the Seventh Finance Commis- 
Committee on Financial Provisions of the Con- sion. An official-level Committee formed in the 
stitution (1947) was that two of the Members of Union Ministry ofFinance to formulate the terms 
the Finance Commission be selectedout of apanel of reference considered, among other things, the 
of names from the States. Further, the appoint- replies received from the States. In the case of the 
ment of the Chairman and Members of the Eighth Finance Commission, while no sug- 
Co~nniission should be made by the President in gestions were invited from the State Chief Min- 
his discretion as the Cornmittee anticipated that isters on 'terms of reference', an official-level 
the Commission would be required to deal with Committee under the ' Union Expenditure 
points of conflict between the Union and the State Secretary was set up on which some State Gov- 
Governments. This was not accepted by the ernments were represented. The same procedure 
framers of the Constitution. This suggestion was followed in the case of the Ninth Finance 
arises out of an apprehension that the States' case Commission. 
may go by default unless they are represented on 
the Finance Commission. The record of the 10.8.36 The step taken by the Union Govern- 
Finance Commissions, which have been known ment to initiate a process of consultation with the 
to be non-partisan, clearly shows that there is no States in finalising the terms of reference of the 
basis for any anxiety on this score. We are, Finance Commission is in the right direction. Any 
therefore, of the view that there is no need for any consultation to bemeaningful should beadequate. 
changes in the present arrangements in regard to However, we do not see any advantage in for- 
the constitution of the Finance Commission. malising the same through a change in the con- 

stitutional provisions which would introduce 
10.8.34 Finance Commissions should draw undue rigidity. Nonetheless, it is desirable that 

from all over the country experts for assisting this healthy practice of informal consultation with 
them in their work. Considerable amount of talent the States in this matter should continue. 
and expertise in regard to Union-State financial 
relations is in the States. Itwould be advantageous SPECIAL CoNsrDERAnoNs 

if suitable experts are drawn from the States also 10.8.37 Another criticism relates to the 'con- 
for staffing the Secretariat of the Finance Com- siderations' which the Finance Commissions are 
mission. asked to have regard to, among other things, in 

recommending grants-in-aid under Article 275. 
10.8.35 The broad duties of Finance Commis- These are in addition to the special terms of 

sion have been enumerated in Article 280 of the reference as per sub-clause !3)(c) of Article 280. 
Constitution. Over the years, a number of special These 'considerations', it is alleged, have con- 
terms under sub-clause (3)(c) of Article 280 and ditioned the methodology of the Finance Com- 
some 'special considerations' come to be missions. 
included in the Presidential Order. Although the 
Presidential Order appointing the Finance Com- 10.8.38 In making recommendations, the 
mission and specifying its terms of reference is Finance Commissions have been asked to have 
drafted by the Union C;overnment, some of the due regard, among other things, to certain 'con- 
States in the past are understood to have volun- siderations'. To illustrate, the Sixth Finance 
tarily suggested to the Union Government Commission was required to consider the 
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requirements of States' backwardness in general 
administration with a view to raising the levels to 
those of the advanced States over a period of ten 
years. Similarly, some of the 'considerations' 
listed for the Seventh Finance Commission were: 

(i) the resources of the Central Government and 
the demands thereon on account of expen- 
diture on civil administration, defence, bor- 
der security, debt-servicing and other 
committed expenditure or liabilities; 

(ii) adequate maintenance and upkeep of capital 
assets and of completed plan schemes as on 
a specified year and monitoring of such 
expenditure; and 

(iii) the need for ensuring reasonable returns 
on investments in irrigation and power 

. projects, transport undertakings, industrial 
and commercial enterprises and the like.'" 

In the Presidential Orders constituting both the 
Seventh and Eight Finance Commissions it was 
stated that 'the Commission shall adopt the 
population figures of 1971 census in all cases 
where population is regarded as a factor for 
determination of devolution of taxes and duties 
and grants-in-aid'. 

10.8.39 On this issue, the Union Government 
has communicated to us that the Finance Com- 
missions are free to make recommendations on 
matters covered by Article 280, in any manner 
they deem fit. The Presidential Order in all these 
cases stateithat the Finance Commissions shall 
'among other things' have regard to the listed 
considerations. These considerations are, there- 
fore, to be viewed as 'an illustrative list of the 
factors considered germane by the Government 
to the task of the Finance Commissions'. The 
Union Government has observed that the stipu- 
lation that the population figures of 1971 census 
should be adopted wherever population is used as 
a factor in making recommendations for either 
devolution of taxes or grants-in-aid is in keeping 
with the Family Welfare Policy approved by 
Parliament on June 29, 1977. 

10.8.40 Finance Commissions have enunciated 
from the very beginning considerations to be kept 
in view by them while determining the grants- 
in-aid, e.g., fiscal needs, considerations of equity 
in resource allocation among the States, etc. They 
have also taken into account, while assessing the 
fiscal needs, the considerations listed in the 
Presidential Order. But these conditions, have not 
by themselves restricted their approach. In fact, 
the Seventh Finance Commission observed: 'The 
Commission's freedom to take into account other 
factors is not inhibited'.." We note that a con- 
troversy has arisen in regard to the terms of 
reference of the recently constituted Ninth 
FinanceCommission, particularly on para4 ofthe 
Presidential Order which, it is alleged, binds it to 
follow a 'normative approach' and to take into 
account certain other aspects. In view of the 
reasons already stated by us in the preceding 
paragraphs, we are not convinced that any refer- 
ence to Finance Commission unless constituting 
a term of reference vide Article 280(3) of the 
Constitution, can bind or delimit its approach. 
However, it will only be appropriate and befitting 
the statutory and high status of the Finance 
Commission that any considerations suggested to 
it, besides its terms of reference under Article 
280(3), are put in a language which does not give 
an impression of formally binding it to adhere to 
a given approach or methodology. 

10.8.41 The review made above clearly shows 
that from the practical angle the listing of various 
terms of reference and 'considerations' only 
facilitate the work of Finance Commissions. They 
are, indeed, found to bereasonable, in the interests 
of equity and social justice. We have noted that 
the Finance Commissions have made recom- 
mendations in regard to various matters enu- 
merated in the terms of reference as well as some 
others. It would thus appear that the ob-jections 
are more on the theoretical plane. We are, there- 
fore, of the view that the existing procedure has 
considerable merit in focussing the attention of 
the Commission on important problems faced by 
the States. and may continue. 

50 Repor~ oj'rhe Finance Cowrmission. 1978, Introduction, para 5,  p. 2. 
51 Report ofthe Finunce Cowrmission. 1978, Chapter 9,  para 4, p. 76. 
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10.8.42 Several of the less-developed and 
middle income group States have drawn our 
attention to what is called the 'gap-filling 
approach' of the Finance Commission. This 
approach implies that the revenue deficits which 
remain after determining and setting off the tax- 
shares of individual States are covered by the 
Commission through grants-in-aid. It is argued 
that the adoption of such an approach, in essence, 
has led to the phenomenon of huge surpluses with 
some of the more-developed States after devo- 
lutions and slender or zero surpluses with the 
others. On the other hand, according to one of the 
advanced States, the highly 'progressive' for- 
mulae of distribution of tax-shares followed by 
the Finance Commissions, entirely benefit the 
Union by minimising its total burden of devolu- 
tion at the cost of revenue-surplus States. Further, 
such formulae also do not benefit the deficit States 
fully as their deficits persist even after tax devo- 
lutions, though at a somewhat reduced scale. 
Moreover, the norms adopted by the Finance 
Commissions in re-assessing revenue and 
expenditure forecasts do not obtain in reality, 
inter alia, on account of inflation and emergence 
of unforeseen situations. It is argued that in such 
a situation, with expenditures building up faster, 
the States receiving Article 275 grants to make up 
revenue account deficits are the first to be 
adversely affected followed by other less- 
developed States. 

10.8.43 It is for the futureFinanceCommissions 
to go into the details and merits and demerits of 
the methodologies followed by the previous 
Finance Commissions and to suggest improve- 
ments therein. There has been a discernible trend 
towards refinement in the methodologies of the 
successive Finance Commissions. However, it 
may be necessary to go into the broad causes of 
dissatisfaction so far as the role of the Finance 
Commission is concerned. 

10.8.44 The most important parameter esti- 
mated by the Finance Commissions is the non- 
Plan revenue gap/surplus of the States. It is 
anived at by re-assessing tax and non-tax revenue 
forecasts of the States and deducting from them 

the non-developmental and non-Plan develop- 
mental expenditures. In 'projecting the revenues, 
the rates of taxes and tariffs as obtaining in the 
base-year immediately prior to the period of the 
Finance Commission are taken into account, as 
specified in the Presidential Order setting out the 
terms of reference. By implication, additional 
resource mobilisation effected in the subsequent 
period through revision in rates of taxes and 
tariffs, better collection, etc., is deemed as 
resource available for financing the plan. 

10.8.45 This approach adopted by the various 
Finance Commissions has been criticised on the 
following grounds: 

(i) The more-developed States have a surplus 
on non-Plan revenue account on their own 
resources, before taking into account devo- 
lution of taxes. Given the heavy reliance on 
tax-shares, any devolution from the Finance 
Commission only adds further to their sur- 
pluses. These surpluses enable them to 
finance higher levels of expenditure, both 
Plan and non-Plan. In the case of the weaker 
States, they are heavily in deficit on their own 
resources. In the case of some of them the 
deficit persists even after devolution by the 
Finance Commissions through tax-shares. 
This deficit is made up by giving grants-in- 
aid to them leaving them in a situation of zero 
surplus. It has been argued that sucha system 
is totally opposed to principles of equity 
which would, in fact, require that they be left 
with large surpluses. It has been observed 
that since revenue account has been balanced 
with the help of grants-in-aid, and grants- 
in-aid are fixed, the effect of inflation is to 
convert the zero surplus into a deficit. 

(ii) The Finance Commissions have necessarily 
to adopt normative approach. The norms 
of receipts and expenditure adopted are 
stated to be unrealistic, particularly in the 
case of returns assumed from past invest- 
ments on irrigation and power projects. 

(iii) Specific grants have been given to States 
irrespective of whether they are, in deficit, 
or are enjoying a revenue surplus. 
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(iv) The 'gap-filling' approach of the Finance 
Commissions has induced financial indis- 
cipline in the States. The critics suggest 
incorporation of some system of incentive 
and penalty corresponding to the quality of 
fiscal effort and management, in the absence 
of which the mechanism tends to become 
anomalous and iniquitous. 

10.8.46 The Constitution provides that grants- 
in-aid of revenues charged on the Consolidated 
Fund of India in each year may be given to such 
States as arein need ofassistance (Article 275(1)). 
The question as to which States are in such need, 
is determined by Parliament after considering the 
recommendations of the Finance Commission. 
The gap between the estimated expenditure on 
current administration and the revenues of a State 
after including the devolutions by way of tax- 
sharing, is taken by the Finance Commission as 
the 'need' of that State. This may not be a 
fool-proof method of assessing the need of a State, 
but there is no alternative except to improve upon 
it. Several imponderables complicate this pro- 
cess. The Finance Commissions have themselves 
been conscious of the infirmities of this method, 
that, inter alia, it tends to encourage unsound 
fiscal policies and wasteful expenditure on the 
part of a State. In his key-note address at a 
symposium in August, 1974, Dr. Brahmananda 
Reddy, an experienced statesman and Chairman 
of the Sixth Finance Commission, emphasised the 
difficulty of evolving infallible formulae for 
assessing the fiscal needs ofthe States, as follows: 

..... a fool-proof scheme of grants-in-aid can be 
worked out only if Finance Commissions are 
able to evolve suitable yardsticks for adjudging 
the reasonableness of levels of public expen- 
diture attained in several States. Finance 
Commissions have not been able to find 
satisfactory answers to such questions as 
whether there is evidence of over-staffing or 
other forms of wasteful and unproductive 
expenditure. It is not merely lack of time that 
inhibits aFinance Commission from embarking 
on such enquiries. Finance Commissions also 
possibly apprehend that they may be called 
upon to pronounce value judgements on issues 

of policy once they attempt a detailed analysis 
in qualitative terms of expenditure in different 
areas of administration. Finance Commissions 
are handicapped in probing public expenditure 
in depth in the absence of sufficient details on 
such matters as strength and disposition of staff 
and norms for assessing productivity of public 
expenditure. Audit reports highlight major 
irregularities, but they do not enable us to 
quantify the extent of econornies consistent 
with efficiency that are possible. 

According to the Seventh Finance Commission: 
'Grants-in-aid may, in the first place, be given to 
States to enable them to cover fiscal gaps, if any, 
left after devolution of taxes and duties so as to 
enable them to maintain the levels of existing 
services in the manner considered desirable by us 
and built into their revenue forecasts' ." 

10.8.47 No doubt various Finance Commis- 
sions have taken pains to enunciate rational 
principies taking into account fiscal needs, 
tax-efforts, equity, efficiency, etc. But much work 
remains to bedone in regard to defining principles 
for determining relative fiscal needs, quantifying 
relative tax-potential, etc. In the absence of this, 
the importance of revenue gaps has stayed. We 
are of the view that serious attention should be 
given by future Finance Commissions to these 
aspects also. 

10.8.48 ThevariousFinanceCommissions have 
been effecting refinements in the methodology, 
keeping in view the emerging situations and terms 
of reference. Some notable developments in this 
regard have been: the increase in the tax-shares 
of the States in the divisible pool, progressivity 
introduced in the criteria of allocation, consid- 
eration of States' non-Plan capital gaps, provision 
of grants for upgradation of levels of 
administration along with their monitoring, 
standardisation of arrangements regarding grants 
for natural calamities, and building 5 per cent 
annual increase in revenue gap grants and linking 
distribution of 5 per cent of the divisible proceeds 
of the Union Excise Duties with the assessed 

- -- 

52 Report of the Finance Commission, 1978, Chapter 9, para 



rcvenue-deficits of the States. We note that the than at any time before, owing to the emergence 
terms of reference of the recently constituted of a substantial resource crunch both in the Union 
Ninth Finance Commission require it, inter alia, and in the States. 
to adopt a normative approach in assessing the STATE PLANNING AND FINANCE BOARDS 

receipts and expenditure on the revenue account 
of the States and the Centre; have due regard to 10.8.51 Consideration of adequate flow of 
the need for providing adequate incentives for funds to the backward regions in the States would 

better resource mobi]isation and financial disci- necessitate creation of expert bodies like the 

pline as well as closer linking of expenditure and Finance Commission at State level also. Without 
revenue-raising decisions; take into account the such an organisation at the State level to effect 
need for speed, efficiency and effectiveness of regional distribution, skewness will persist in 

large pockets even in an advanced State. In the Government functioning and of delivery systems 
chapter on Economic and Social Planning we for Government programmes; and keep in view have stated that the State Planning and Finance 

lhe balancirlg the Boards suggested by us can, with take 
and expenditure on revenue account of both the an objective view ofresources to be devolved to 
States and the Centre, but also generating sur- the districts, 
pluses for capital investments. We hope that these 
terms of reference of the Ninth Finance SUPPORTTO ADMINISTRATIVE CAPACITIES 

Commission will help in evolving a more com- AND INFRASTRUCTURE 

prehensive and integrated approach and will 10.8.52 Another point which we would like to 
ultimately result in providing the much needed emphasise is the desirability of continuing the 
financial discipline both in the States and at the provisions for upgradation of administrative 
Centre. standards and maintenance of infra-structure and 

capital assets in the States. Since the Sixth 
10.8.49 state Governments and aperts have Finance Commission, a process has been initiated 

made various suggestions in regard to to give grants for upgradation of levels of 

methodological improvements, e.g., regarding administrative/organisational support in back- 
ward areas (which) is a sine qua non for making changes in criteria of devolution, incorporation of the investment effective in consonance with the 

in place of the accepted policy of reducing regional disparities. 
gapafil1ing approach, special provisions for the As has been observed by the National Committee 
hill States in the devolution, etc. These are also on the Development of ~ ~ ~ k ~ ~ ~ d  A ~ ~ ~ ~ ,  the 
the issues raised before successive Finance present capacity of such States to absorb invest- 
Commissions. We feel that such matters should ment is a limiting factor for their long-run 
appropriately be considered by the future Finance development. It may even be desirable to provide 
Commissions. in the special terms of reference of the Finance 

Commission to make available finances, with 
10.8.50 We cannot but emphasise two matters effective monitoring arrangements, to fill up the 

in this regard. Firstly, there is need to recognise inter-state gap in administrative capabilities. 
that the less developed areas, would require Otherwise also, we hope that the Finance Com- 
greater attention than hitherto in the over-all missions will continue paying attention to this 
interests of the nation. Even within a more vital aspect. 

advanced State, there are backward regions, TREATMENT OF THE FINANCE COMMISSION'S 

which call for special attention. Secondly, it is RECOMMENDATIONS 

imperative that the system devolution 10.8.53 An important aspect connected with the 
encourages resource mobilisation, efficiency and role of the Finance Commission is the treatment 
cost-effectiveness in the application of the same. accorded to its recommendations by the Union 
This aspect has assumed greaterimportance today Government. By and large, the recommendations 
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made by the Finance Commissions have been 
accepted by the Union Government. However, 
there have been three instances when the rec- 
ommendations of the Finance Commissions were 
not accepted: 

(i) The Third Finance Commission's recom- 
mendation for devolution, as part of Article 
275 grants, towards 75 per cent of the 
revenue component of the Third Five-Year 
Plan was not accepted. The reason given by 
the Government was that no real advantage 
was seen in channelising grants for the same 
purpose from two different sources. 

(ii) Two recommendations made by the Seventh 
Finance Commission were not accepted. 
They were: 
(a) The loss equal to the difference between 

the amount of excise revenue realised on 
sale of potable liquor and that assumed 
by the Commission may be compensated 
by the Centre to the full extent. 

(b) The small savings loan should be treated 
as 'loans in perpetuity'. 

The former recommendation was not 
accepted on the ground that as prohibition 
was among the Directive Principles of State 
Policy, the State should also bear the loss. 
The Union Government's contribution was 
fixed at 50 per cent. In the case of the latter 
recommendation, the Government was not 
convinced of the logic given by the Com- 
mission and did not accept the recom- 
mendation. However, a decision was 
subsequently taken to postpone the recovery 
of these loans from the States for the period 
of the Finance Commission (1979-1984). 

(iii) Recently, the final recommendations of the 
Eighth Finance Commission were not 
implemented during 1984-85, i.e., the first 
year of the Commission's period of refer- 
ence, during which its Interim Recom- 
mendations remained in force. 

were belied, this has also adversely affected the 
prestige of the Finance Commission. In view of 
the latter aspect, in part'icular, this case requires 
a review here. 

10.8.55 I h e  Union Government stated in the 
Explanatory Memorandum placed before Par- 
liament that as four months of the financial year 
1984-85 had already passed by which time the 
budget and annual plans were already finalised 
and were in operation, the implementation o f  the 
final recommendations would have caused 'un- 
due disruption in the economy' if the budgets and 
the annual plans were then changed. In particular, 
it was stated that changes in the shares of taxes 
and duties, if effected at that stage, would have 
caused problemsresulting in lower shares to some 
of the States. 

10.8.56 Subsequently, in reply to a query on this 
issue, the Ministry of Finance gave following 
additional reasons for non-implementation of the 
final recommendations of the Eighth Finance 
Commission in 1984-85: 

(i) If the Union Government had received the 
report of the Finance Cornmiss-ion in time, it 
would not have agreed to give to the States 
Central assistance towards the Annual Plan 
of the ordei made. The Central assistance 
was stepped up for the Annual Plan, 
involving additional transfers, of about Rs 
790 crore over the balance left for the last 
year of the Sixth Plan. Further, a decision 
was taken to provide an extra assistance of 
Rs 499 crore to the States as medium-term 
loan to clear their overdrafts at the end of the 
financial year. 

(ii) The recommendations of the Finance Corn- 
mission, according to constitutional provi- 
sions 'do not constitute an award'. These are 
'recommendations' to the President. Finance 

10.8.54 It is this last instance which has been Commission is 'an aid to the administrative 

strongly protested against by several States, machinery'. The executive may or may not 
experts and others. It is alleged that, besides accept its recommendations considering 
causing serious hardship to several States as their their feasibility and desirability of imple- 
expectations for higher devolutions in that year mentation on objective considerations. 
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(iii) Finding additional resources to implement 
the final recommendations would have 
required unpleasant measures like additional 
taxation or deficit financing. 

10.8.57 The above-mentioned reasons are to be 
evaluated in the light of the following facts: 

(i) Presentation of the final report of a Finance 
Commission in the course of the financial 
year of its period of reference is not an 
unusual phenomenon. The Fifth Finance 
Commission presented its report on July 31, 
1969; yet it was implemented from that very 
year. 

(ii) The argument that the Union Government 
would not have released substantially high 
order of Central Plan assistance to the States 
if the final report had been available in time, 
cannot be a justification for non- 
implementation of the recommendations as 
the nature of the two transfers is different. 
Central plan assistance carries a heavy loan 
component whereas the devolutions through 
the Finance Commission are in the nature of 
tax-shares and grants. 

(iii) While some of the States might have lost in 
the mid-year implementation of the report in 
terms of tax-shares, etc., corresponding loss 
to other States due to non-implementation 
was much larger. 

(iv) The final report of the Commission was 
submitted on April 30, 1984 but was pres- 
ented to Parliament only on July 24, 1984. 
The Budgets and Annual Plans for 1984-85 
were prepared on the basis of the recom- 
mendations contained in the Interim Report 
of the Commission which were provisional 
in character. Nonetheless, there existed an 
expectation of more funds becoming avail- 
able to the States during the course of the 
year. 

(v) Assistance given on the basis of the Interim 
Report could be adjusted against dues based 
on the Final Report. 

10.8.58 It is, indeed, unfortunate that the Eighth 
Finance Commission's final recommendations 
were not implemented in 1984-85 which caused 
serious financial problems to some States. Several 

State Governments have voiced protest in this 
connection be,fore us. It has to be appreciated that 
non-implementation of Finance Commission's 
recommendations not only causes damage to its 
prestige but may give rise to serious friction in 
Union-State relations in future. We, cannot but 
stress that while the recommendations of the 
Finance Commission are not binding on the 
Union Government in a technical sense, the 
expectation is that, as far as possible, these would 
not be departed from without compelling reasons. 
We hope that in future there would be no occasion 
for such departure. It is necessary that the time- 
schedule for the completion of the Finance 
Commission's work is so drawn up that it can 
reasonably submit its final report 4 to 5 months 
before the beginning of its period of operation. 
Such a step would also give the Union Govern- 
ment sufficient time to get the recommendations 
examined, place the Explanatory Memorandum 
before Parliament and make necessary budgetary 
provisions. 

FINANCE COMMISSIONS' DATA AND 
OTHER OBSERVATIONS 

10.8.59 We would like to mention two more 
aspects regarding the Finance Commissions 
which have been brought to our notice: 

(i) During the course of its work the Finance 
Commission collects and processes massive 
statistical data and other information. This 
does not become available for research and 
analysis by the experts and research insti- 
tutions and even to the Government depart- 
ments generally. This indeed, i s  not a happy 
state of affairs. We understand that the 
Australian Commonwealth Grants Com- 
mission publishes the details of its calcula- 
tions and the intermediate data for scrutiny , 

' of public and use by researchers. As much 
of the information gathered by the Finance 
Commission, as well as the detailed meth- 
odology followed by it, is (are) of public 
interest, we recommend that it should be got 
published, say within six months of the 
submission of the Report, to enable informed 
discussion and responsible research in the 
relevant spheres and better appreciation by 
the State Governments. 
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(ii) In addition to the matter specified in the 
terms of reference, the Finance Commis- 
sions make a number of other observations 
and suggestions which they deem important. 
Some of these suggestions are taken note of 
by the Government. We are of the view that 
it will be a healthy practice if these obser- 
vations and suggestions are also considered 
expeditiously by the Union Government and 
a comprehensive statement placed before 
Parliament subsequently indicating its views 
and action taken. 

9. SPECIFIC PROBLEMS AND INSTITUTIONS 

10.9.01 We have already considered the general 
issues, trends and the arrangements in Union- 
State financial relations. We now consider a 
variety of specific problems which have been 
raised by the State Governments in the working 
of the arrangements. Firstly, there are allegations 
regarding restrictions on States' power of sales 
taxation, inadequate exploitation by (he Union 
Government of the revenue heads under Articles 
268 and 269, insufficient royalty on minerals and 
pressures on States' resources following revisions 
in pay-scales, rates of dearness allowance, etc. 
Secondly, some suggestions have been made for 
setting up institutions for consultations between 
the Union and the States on financial matters and 
for expenditure control. Finally are those prob- 
leins arising in the day-to-day financial man- 
agement, viz., regarding release of instalments of 
Central Plan assistance, natural calamities relief 
assistance, grants for upgradation of levels of 
administration, etc. The issues relating to 
indebtedness, market borrowings, rationalisation 
in the allocation of capital resources, the problem 
of overdrafts and flow of institutional finance 
have been discussed in Section 10. 

CONSTRAINTS ON RESOURCE MOBILISATION 
SALES TAXATION 

10.9.02 The enactment of Central Sales Tax 
Act, 1956, while declaring a number of goods to 
be of special importance in inter-State trade or 
commerce, has also put restrictions on States' 
powers to impose any tax on the sale and purchase 
of such goods inside the State to 4 percent (which 
is the current rate) of the price, and that too only 

at one stage of its transaction. 'Tl~is followed 
amendment of Articles 269 and 286. A Statc 
Government has suggested that the power of 
Parliament under Clause (3) of Article 286 should 
not be exercised without cor~sulting the States. A 
regional party also has suggested omission of 
Entries 92A and 92B from the Union List with 
corresponding modification of Entry 54 of the 
State List. 

10.9.03 We have already noted that Sales Tax 
is the single most important and elastic source of 
revenue to the States., Its share in States' own 
tax-revenue has increased from about one-fourth 
in 1951-52 to 56.9 in 1984-85. Arbitrary 
abridgement, if any, of States' powers in this 
regard, therefore, has to be viewed seriously. 

10.9.04 In the Government of India Act, 1935, 
vide Entry 48 of List 11, the Provincial Legis- 
latures had powers to levy 'taxes on the sale of 
goods and advertisements'. By the time the 
Constitution came to be framed, a tendency on 
the part of the States was observed to tax goods 
in inter-State sale as internal sale leading to 
unregulated and multiple taxes on such goods 
which was burdensome both to the consumer and 
the trader. In the Constitution, therefore, certain 
restrictions were incorporated to meet this situa- 
tion. 

10.9.05 Article 286, prior to the Constitution 
(Sixth Amendment) Act, 1956, read as under: 

'286. (1) No law of a State shall impose, or 
authorise the imposition of, a tax on the sale or 
purchase of goods where such sale or purchase 
takes place:- 
(a) outside the State; and 
(b) in the course of the import of the goods into, 

or export of the goods out of, the territory of 
India.' 

10.9.06 Parliament had declared a number of 
goods as 'essential goods' vide Essential Goods 
(Declaration and Regulation of Tax on Sale or 
Purchase) Act, 1952, thus prohibiting the States 
from taxing them. The Taxation Enquiry Com- 
mission, 1953-54 which, among other things, also 
looked into the inter-State sales taxation and 
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anomalies in the approach to sales-taxation, made 
recommendations which led to the Constitution 
(Sixth Amendment) Act, 1956. Union List (Entry 
92A) and the State List (Entry 54) of the Seventh 
Schedule, Articles 286 and 269 were amended 
with the following effect: 
(i) The States cannot impose, or authorise 

imposition of any tax on sale and purchase 
of goods outside the State or in the course of 
imports and exparts of goods across the 
territory of India (Clause (1) Article 286). 

(ii) Parliament acquired the power to levy taxes 
on inter-State sale or purchase of goods (vide 
Entry 92A, List I, Seventh Schedule). 

(iii) The proceeds of inter-State taxation became 
assignable to the States (Article 269). 

(iv) Parliament was empowered to formulate, by 
law, principles determining inter-State sale 
and purchase of goods and their import and 
export across the territory of the country 
(vide Clause (2), Article 286). 

(v) Parliament was also given powers to declare 
goods which are of special importance in 
inter-State trade or commerce and subject to 
the States' powers of taxation in this respect 
to such restrictions and conditions in regard 
to the system of levy, rates and other inci- 
dence of the tax as Parliament may by law 
specify (vide Clause (3) Article 286). 

Article 286 which had given rise to litigation. The 
arrangements as they stand today have several 
advantages. They are intended to prevent multiple 
taxation of the same transaction and thus keep the 
burden of taxes low on both consumers and 
producers of subsequent items. They facilitate 
maintaining of uniform rates of taxation of items 
declared as 'goods of special importance' with 
respect to which the powers of Parlianient under 
Article 269 (Entry 33 of List 111) were enhanced 
by the Essential Commodities Act, 1955. They 
have also sought to plug loopholes in the law and 
are in consonance with the spirit of Article 19(g). 
A more or less uniform rate of taxation of such 
items throughout the country and exercise of 
check in their taxation becoming too heavy on 
consumers and other users, are abundantly justi- 
fied in terms of principles of equity and efficiency 
in the system. It is a matter of choice which the 
community as a whole has to make regarding the 
extent to which the essential goods need to be 
taxed but the need for uniformity cannot be 
disputed. Indeed, one of the objects of the 1956 
Act was also to enable the state Governments to 
raise additional revenue from items then immune 
from taxation. Thus. while the Union Govern- 
ment levies sales tax on goods in inter-State trade, 
the proceeds are collected and retained by the 
States. 

10.9.07 On the recommendations of that 10.9.09 In view of the above considerations, we 
Commission, the Central Sales Tax Act was are of the view that the restrictions on the powers 
passed in 1956;essentially to achieve a degree of of the States to tax sales of specified goods cannot 
uniformity in taxation of goods of special be regarded as arbitrary. Any other problems 
importance by the States. It enabled the Union arising in this regard can be resolved by discus- 
Government to regulate taxation of goods of sion in the proposed National Economic and 
special importance by the States. The original Development Council or the Sub-committee on 
limit of 1 per cent of States' Sales Tax, that too Finance ofits Standing Committee recommended 
at single point, was raised to 2 per cent in 1958, by us later in paragraph 10.9.50. These could also 
3 per cent in 1966 and 4 per cent in 1975. The list be referred for expert advice to the Authority 
of the 'goods of special importance' was revised recommended by us to be set up under Article 307 
in 1976, and at present includes fifteen items (List (see para 8.4.05). 
of goods is given in Annexure X.16) (Not 
inserted). CONSIGNMENT TAX 

10.9.10 A regionaI Party has suggested that 
10.9.08 As observed in the chapter on Legis- Entry 92B should be deleted. We have considered 

lative Relations, the constitutional amendments in the chapter on Legislative Relations this 
referred to above were necessitateddue to noticed demand. Any tax levied by the Union under Entry 
ambiguity as it stood originally in Clause (2) of 92B is assignable to the States and apart from 
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augmentingstates' resources it will alsohelp plug 
loopholes. We have, therefore, not supported the 
proposal for deletion of this Entry. Entry 92B of 
List I was inserted by the Forty-Sixth Amendment 
to the Constitution in 1982. Even though five 
years have elapsed, no legislation has been 
undertaken to give effect to the intent of the 
constitutional amendment. This has given rise to 
serious apprehensions. According to an estimate, 
the revenue realised from Consignment Tax 
during this period would have been in the range 
of rupees 2,000 to 4,000 crore per annum. The 
States have a legitimate grievance that they are 
losing substantial revenues on account of inaction 
or delay by the Union. Indeed, one State Gov- 
ernment as strongly represented that due to delay 
in the levy of the Consignment Tax, it has lost 
substantial revenues - around rupees 100 crore 
every year. Inasmuch as the entire amount is 
assignable to the States, the Union is also laying 
itself open to the charge that precisely for this 
reason it  is not showing sufficient interest in the 
levy of this tax. 

10.9.1 1 The Union Government has pointed out 
that the basic decisions about levying the tax and 
the manner of allocation of its proceeds were 
taken by consensus in a Conference of Chief 
Ministers convened by the then Finance Minister 
as early as on May 28, 1984. When asked out the 
reasons for the delay in the imposition of the 
Consignment Tax, the Union Ministry of Finance 
has informed us in July 1986, as under: 

'It was decided by the Conference, among other 
things, that power of exemption might vest only 
in the State Government. Subsequently, sug- 
gestions were received from various Ministries 
that it was essential that power of exemption 
might also vest concurrently with the Central 
Government along with the States. It was felt that 
the concurrent power of exemption would enable 
thecentre to have uniformity of taxation on goods 
and transactions of all-India importance 
throughout the country and also to avoid any 
marked fluctuations of the prices of the commo- 
dities of national importance and those which are 
subject to the scheme of administered prices. 
Accordingly, Finance Minister wrote to the Chief 
Ministers in this regard. Some States agreed to 

this suggestion while others opposed it. The 
matter is proposed to be placed before the Chief 
Ministers' Conference to be convened shortly by 
the Finance Minister'. 

10.9.12 There are two aspects which should be 
kept in view. Firstly, the levy ofconsignment Tax 
wili help to plug loopholes and enable a better 
check on evasion of inter-State Sales Tax. Here, 
the rate of tax is not the important aspect, but the 
fact that even a low rate of tax will help in 
detecting the evasion. The other aspect is that this 
tax is a potential source for raising substantial 
revenues for the States. It is a matter of serious 
concern that even after a lapse of about five years 
no legislation has been broughtin for giving effect 
to the intent of the constitutional amendment. By 
any reckoning, five years is long enough period 
sufficient for consultations with States and 
experts for formulating a Bill laying down the 
broad substantive guidelines, spelling out the 
methodology of levying the tax, delegating to the 
Union Executive authority to work out the details 
in regard to rate, etc., in accordance with the 
guidelines. We are of the firm view that the Union 
Government should bring in suitable legislation 
in this regard without further loss of time. 

ADDITIONAL EXCISE DUTIES IN LIEU O F  SALES TAX 

10.9.13 Another area where allegations of 
Union Government's inroads into States' sphere 
of raising revenue are made is the replacement of 
States' Sales Tax by Additional Duties of Excise 
on selected commodities. This arrangement came 
into being after the consensus arrived at in the 
meeting of the National Development Council in 
1956. Additional duties of excise in lieu of States' 
Sales Tax have since been implemented through 
the 'Additional Duties' of Excise (Goods of 
Special Importance) Act, 1957 covering mill- 
made textiles, sugar and tobacco including un- 
manufactured tobacco. The receipts on this 
account are distributed among the States on the 
recommendations of the Finance Commission. 
The major considerations which weighed in 
evolving such 'tax-rental' arrangement, as 
described by the Fourth Finance Commission, 
consisted of removal o f  administrative com- 
plexities and simplification of the structure of 
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commodity taxation, preference indicated by 
trade, industry and consumers for excise taxation 
vis-a-vis sales tax, reduction in cost of collection 
andopportun,ities of evasion, and bettercollection 
and coordination keeping in vie.w the total inci- 
dence of commodity taxation. 

10.9.14 In their memorandum submitted to the 
Fourth and Fifth Finance Commissions, the State 
Governments complained that the receipts from 
additional excise duties were much lower than 
what they would have got if they had imposed 
sales tax on them. In pursuance of the recom- 
mendatiorls made by the Fifth Finance Commis- 
sion, the National Development Council in its 
meeting held on December 28, 1970, reviewed 
the arrangements and approved continuation of 
the scheme subject to: 

(i) conversion of specific duties into ad valorem 
duties except in respect of unmanufactured 
tobacco; 

(ii) the raising of the incidence of additional 
excise duties as a percentage value of 
clearance to 10.8 per cent 'in a period of two 
to three years'; and 

(iii) achieving and maintenance of ratio of 2:l 
between the yields of basic excise duties and 
the additional excise duties on these com- 
modities. 

10.9.15 A Standing Review Committee con- 
sisting of Central and State Government repre- 
sentatives was also constituted for reviewing the 
scheme. The Committee suggested that the rate 
of 10.8 per cent be reached in phases, viz., 8.5 per 
cent by 1984-85, 9.75 per cent by 1987-88 and 
10.8 per cent, by 1989-90. It also suggested that 
the States should not insist on 2:l ratio of basic 
to additional excise duties till the incidence of 
additional excise duties of 10.8 per cent (with a 
total incidence of 32.8 per cent) was reached. 
Further, it was recommended by the Review 
Committee that the level of incidence should not 
beallowed togo below 7.4percent in future years. 
The Eighth Finance Commission expressed the 
hope that the above recommendations of the 
Standing Review Committee would be implem- 
ented by the Union Government within the time 
schedulecontemplated. In 1984-85, the assurance 

regarding achievement of the incidence of 8.5 per 
cent of the value of clearances i n  respect of the 
additional excise duties was reached. The inci- 
dence of additional excise duties for 1987-88 is 
estimated at 9.90 per cent as against 9.75 per cent 
recommended by the Standing Review Com- 
mittee. We hope that the level of 10.8 per cent of 
the net value of clearance will also be realised as 
per schedule indicated by the Standing Review 
Committee. 

10.9.16 On the recommendations of the Report 
of the Indirect Taxation Enquiry Committee, 
1978 (Chairman: L.K. Jha), aproposal hasalready 
met with general approval of the Chief Ministers 
in their meeting in September, 1980 to extend the 
scheme of additional excise duties to five more 
commodities; (i) Vanaspati; (ii) Drugs and 
Medicines; (iii) Cement; (iv) Paper and Paper 
Boards; and (v) Petroleum products. Some of the 
State Governments have, however, expressed 
reservations about the proposed extension of the 
scheme. 

10.9.17 This scheme of extension of Additional 
Duties of Excise was examined by an Expert 
Committee (Chairman: Kamlapati Tripathi) 
1983, which, among other things, suggested 
formulae for distributing the revenue realisable 
by additional excise duties from the five com- 
modities under the proposed scheme. 

10.9.18 On a consideration of the arguments 
given by the State Governments against the 
arrangement of additional excise duties in lieu of 
sales-tax, it has been observed that the problem 
is not so much with the rationale or principles 
involved as for not raising the tax to the level 
accepted by the National Development Council. 
The State Governments, in view of the past 
experience, do not feel assured with the formulae 
suggested and that the recommendations made by 
the Tripathi Committee would be duly honoured. 
One State Government has mentioned that this 
has happened because the decisions of the 
National Development Council have no statutory 
backing and that the recommendations of the 
Tripathi Committee might meet with the same 
fate resulting in considerable loss to the State 
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Governments. Another State Government has 
challenged in the Supreme Court the provisions 
of the Constitution (Sixth Amendment) Act, 
1957, Sections 10 and 1 1 of the Central Sales Tax 
(Second Amendment) Act, 1958 and Additional 
Duties of Excise (Goods of Special Importance) 
Act, 1957. 

10.9.19 We note that whatever be the theoretical 
arguments in favour of levy of additional excise 
duties in lieu of Sales Tax, in practice, many 
problems have arisen. The experience of the 
States during the past decade, and more in regard 
to Additional Duties of Excise on mill-made 
textiles, sugar and tobacco, has given room for 
genuine apprehensions. Unless these misgivings 
are removed by devising a suitable formulae 
acceptable to the States, any extension of the 
scheme to additional commodities is likely to 
create quite an amount of Union-State friction. In 
view of the advantages of the scheme of Addi- 
tional Excise Duties cited in para 10.9.13, we do 
not favour withdrawal of the present scheme as 
has been suggested by a State Government. We 
also note that the document on long Term Fiscal 

Government to raise exclusive and additional 
revenues. These have gradually become sharable 
with the States. However, the yield from certain 
cesses levied through special Acts of Parliament 
have remained outside the sharable pool of 
resources. Such cesses and duties earmarked for 
special purpose constitute about 10 per cent of the 
gross proceeds of the Union Excise Duties. The 
Finance Commissions, including the last one, 
have treated them on a different footing from the 
other variants of Excise duties and have not 
considered it desirable to suggest their sharing 
with the States. In the Long Term Fiscal Policy 
(1985), it has been recognised that although the 
revenue from these cesses is earmarked for spe- 
cific purposes, they contribute to the multiplicity 
of taxes and that the 'Government will endeavour 
to reduce the number of these cesses to the extent 
feasible.' 

10.9.21 We recommend that while it may 
become necessary for the Union Government to 
levy cesses in view of the special needs, their 
application should be for limited durations and 
for specific purposes only. 

Policy has stated: ARTICLES 268 AND 269 

' ~ e r g e r  of additional excise in lieu of sales tax 
with basic excise duties, though desirable, is not 
feasible for the present as it would require 
evolving a suitable formula for allocating a part 
of the excise duties on textiles, tobacco and sugar 
for distribution among the States. The matter will 
be referred to the next Finance Commission for 
determination of a suitable formola'.j3 

We note that this matter has since been referred 
to the Ninth Finance Commission for examina- 
tion. 

SPECIAL CESSES/DUTIES IN EXCISE TAXATION 

10.9.20 There have also been areas of inade- 
quate understanding in the sphere of excise- 
taxation and sharing of its proceeds. State 
Governments have viewed with dissatisfaction 
the various types of special regulatory and aux- 
iliary duties which were imposed by the Union 

10.9.22 Some State Governments have pointed 
out that the fields of taxation mentioned in 
Articles 268 and 269, particularly in the latter, 
should be better exploited. In Section 5 we have 
already dealt with the suggestions made by some 
of the State Governments and political parties 
involving constitutional changes with respect to 
vowers to impose taxes enumerated in these 
Articles. Here we are concerned only with the 
allegation made regarding their inadequate 
exploitation by the Union Government thus 
depriving the States of the revenues assignable to 
them on their account. 

ARTICLE 268 

10.9.23 Article 268 relates to Stamp duties that 
are to be levied by the Union Government but 
collected and retained by the States. The scope 
for further mobilising revenues from various 
types of duties was examined by the Eighth 

53 Government of India, Ministry of Finance - Long Term Fiscal Policy. December 1985. para 6.5, Pp. 36-37 
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Finance Commission i n  consultation with the 
Reserve Bank of India, Department of Banking, 
the Life Insurance Corporation and other con- 
cerned institutions. Some scope for raising stamp 
duty on bills of lading, letters ofcredit and policies 
of insurance and proxies was considered feasible 
but in the absence of adequate data the Reserve 
Bank of India could not quantify the amounts. 
This matter has to be further pursued by the 
Government of India. 

ARTICLE 269 

10.9.24 Some State Governments havc pointed 
out that the Union has not been taking steps to 
levy taxes covered by Article 269 and has thus 
deprived them of potential revenue. The Eighth 
Finance Commission considered the scope for 
raising revenues from the taxes and duties under 
Article 269 in pursuance of one of its terms of 
reference. A variety of problems in levying taxes 
and duties undpr Article 269 have been high- 
lighted by the Commission. For example, 
although a majority of States favour levying of 
terminal taxes on goods or passengers carried by 
railway, sea or air, there are complex problems of 
detailed accounting, concurrent taxation by States 
on road transport, the need for maintaining a 
balance among the various modes, etc. Besides, 
meagre yields are estimated from these taxes and 
duties. Similarly, levying of a tax on railway 
freights on any considerable magnitude has to be 
considered against the odds of fuelling of inflation 
and the fact that the revenue yields may not be 
much, in case the essential goods and raw rnate- 
rials are reasonably exempted from such a tax. 
The nascent stage of development of stock 
exchanges in the country was reckoned as a 
weighty consideration by the Eighth Finance 
Commission for not favouring a tax on transac- 
tions in stock-exchanges; the expected yield from 
a tax on transactions in 'futures market' was also 
considered to be insignificant. Further, a tax on 
the sale of newspapers, it is feared, will severely 
hit their circulation and not be in the larger 
interests of the country. The Eighth Finance 
Commission, however, did find some scope in 
levying tax on advertisements published in 
newspapers and journals which according to the 
estimates of Ministry of Finance, may fetch a 

revenue of Rs 400 to 500 crore. Several States, 
however, favour exempting small newspapers 
from such a tax. 

10.9.25 The scope for raising additional 
resources to any considerable extent on items 
covered by Article 269 would thus appear to have 
serious limitations. In fact, the opinions of the 
State Governments themselves are divided on the 
scope for levying these taxes and duties. It i s  
necessary that the social and economic implica- 
tions and administrative complexities are care- 
fully gone into before any decisions are taken in 
this regard. 

10.9.26 We are of the view that an expert 
committee should be constituted to enquire into, 
and review from time to time, in consultation with 
the States, the operational feasibility of the scope 
of levying such (Article 269) taxes and the 
complementary measures the State Governments 
would be required to take. 

TAX ON ADVERTISEMENTS BROADCAST 
BY RADIO OR TUEVISlON 

10.9.27 A State Government has made the 
following suggestions: 

'A taxon advertisements should be imposed and 
the scope of Article 269(1)(f) may be widened to 
include, besides newspaper advertisements, 
advertisements broadcast by radio or telecast by 
television'. 

10.9.28 In paragraphs 10.9.24 and 10.9.25 
above we have, interalia, dealt with the scope for 
tax on advertisements published in the newspa- 
pers. States' power to levy tax on 'advertisements 
broadcast by radio or television was precluded in 
Entry 55, List I1 by the Constitution (Forty- 
second Amendment) Act, 1976 in addition to the 
already existing exception in that Entry of tax on 
'advertisements published in the newspapers'. 
But, whereas the latter had a corresponding 
mention in  Entry 92, List I and Article 269(1)(f), 
the subject of tax on 'advertisements broadcast 
by radio or television' was not provided in the 
above-mentioned Amendment Act. We have not 
been able to get a satisfactory explanation for the 
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same. The Union Ministries of Information and GRANT I N  L ~ E U  OF RAILWAY PASSENGER FARE TAX 

Broadcasting and of Law and Justice have 
expressed the view that the rationale of amending 10.9.3 1 The State Governments have expressed 

Entry 55, List I1 was that the revenue from serious dissatisfaction with the inadequate grant 

advertisements broadcastltelecast by radioltele- given in compensation of the repealed Railway 

vision should be fully available for the develop- Passenger Fare Tax. Such a tax was initiated in 

ment of these services. Further, a tax on such 1957 in accordance with the Railway Passenger 

advertisements might seriously erode accrual of Fares Act, 1957. It was repealed from 1st April, 

revenue from them. We are not able to agree with 1961 in pursuance of a recommendation by the 

these views as a tax on advertisements would have Railway Convention Committee on the ground 

to beadditionally borne by the advertisers without that the tax had reduced the scope for raising 

cutting into the revenues accruing to the Union. railway passenger fares. The States have since 

In view of the fast-growing commercialisation been paid grant in lieu of the tax which was 
and competition, any adverse indirect effect of fixed at Rs 12.5 O r e  per annum and 

such a tax on revenue from advertisements on raised to Rs 16.25 crore from 1966-67 and again 

television and radio shall not be serious. For Rs 23.12 crore for the period 1980-81 to 

example, a steep hike in rates of advertisements 1g83-84. The Eighth Finance Commission has 
on television effected in February 1987 did not raised the grant to Rs 95 crore per annum.   he 
result in  reduced demand for advertisement time, States have in the past felt dissatisfied about the 

fixed nature of this grant whereas the yield from 

10.9.29 such, the implications of the railway passenger fares has increased manifold 
amendment under reference amount to taking since 1961. Following this, a suggestion has also 

away the States' power in respect of taxation of been made for re-imposition of the tax. The 
advertisements broadcast on radio or television S U C C ~ S S ~ V ~  Finance C O ~ ~ ~ S S ~ O ~ S ,  while gener- 

and, in to denying them a share in the ally sympathising with the States' viewpoint did 
net proceeds, should the Unioll Government levy not find re-imposition of the tax advisable. The 
this tax (presumably under Entry 97 as it does not Eighth I?inance Commission- however, found 
find a mention elsewhere in List 1). This position scope for levying the tax but observed that nosuch 
appears quite anomalous to us. Such a tax, in tax should be levied So long as the Present 
principle, is on the same footing as the one on arrangement of grants to States in lieu of the tax 
advertisements published in newspapers (Entry c ~ n t h u e s . ~ ~  
92, List I) - only the media differ. It is, therefore, 
only logical that it should have found a place in 10.9.32 BY raising the lump sum grant in lieu 
Entry 92, List I and also been included in Article of the Railway Passenger Fare Tax, the Eighth 
269. As the television/telecasting network gets Finance Commission has assuaged the feelings of 
extended to large partsof this country, therevenue the State Governments. While the matter, for the 
from this source is bound to increase fast. It will present, seems to have been settled amicably, for 
then be forthe Union Government and Parliament future we would only suggest periodical review 
to consider and exercise this power of taxation and suitable adjustment of such lump sum grant 
under this newly added head. on the recommendations of the Finance Com- 

mission. 
10.9.30 For all these reasons, we recommend 

that the Constitution should be suitably amended 10.9.33 We have also noted that the imple- 
to add the subject of taxation of 'advertisements mentation of the above-mentioned recom- 
broadcast on radio or television' to the present mendation by the Eighth Finance Commission 
Entry 92, List I and Article 269(I)(Q. was somewhat delayed. In the Explanatory 

54 Report of the Eighth Finance Commission, 1984, Para 15.61, Page 1 17. 
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Memorandum laid before Parliament the proce- 
dure of its considcration by the Railway Con- 
vention Committee was mentioned. 

10.9.34 The Finance Commission makes rec- 
ommendations to the President. It would be 
unfortunate if the recommendations of the 
Finance Commission are again subjected to 
detailed scrutiny by yet another body, only 
because of likely impact on a department of the 
Union Government. Such matters should be 
treated as internal matters calling for inter- 
departmental adjustments in the functioning of 
the Union Government. We recommend that the 
Union Government should signify its acceptance 
of the Finance Commission's recommendation in 
regard to this item also along with the other items 
while placing the Explanatory Memorandum 
bcfbrc Parliament. 

IMPACT 01: DEARNESS AL1,OWANCE. ETC. 

10.9.35 A major complaint of the State Gov- 
ernments is that periodical upward revisions of 
pay, dearness allowance, terminal benefits, etc., 
of the Union Government's employees cast 
considerable burden on their finances as there is 
pressure on them to raise the benefits to their own 
employees, covering not only Government ser- 
vants but also employees of local bodies, teachers, 
etc. Due to bunching of such 
expenditure-obligations, the burden on the States' 
budgets often becomes unbearable, particularly 
for the less-developed States, thus wiping out the 
availability of surpluses from current revenues for 
development. On the other hand, during the last 
few years, revisions in the rates of salaries and 
emoluments in many States have been frequent 
and substantial and in some cases have overtaken 
the pay-scales and benefits of the Union Gov- 
ernment's employees. 

10.9.36 The Finance Commissions have shown 
increasing concern with the States' expenditure 
requirements in this regard. The Eighth Finance 
Commission allowed dearness allowance up to an 
average of 520 points (All India Consumer Price 
Index Number with base 1960= 100). However, 
the experience in this regard has been that the rate 
of inflation has beer, significantly higher than the 

original estimates on which such provisions were 
based. The burden and uncertainty in financial 
development due to dearness allowance, pay 
revisions, etc., has been faced by both the Union 
and the State Governments. 

10.9.37 We note that the Finance Commissions 
take into account the expenditure liability of the 
States with respect to dearness allowance, etc., 
and make a provision for the same. According to 
some States, this provision has proved inadequate 
due to the actual rate of inflation being substan- 
tially higher than the projected rate. But if infla- 
tion increases outlay, it increases revenue also. 
The permanent secretariat of the Finance 
Commission recommended by us should make an 
annual review of the situation. We recommend 
that, if in any year the net burden of the State 
seems unduly heavy, the Planning Commission 
and the Union Ministry of Finance should jointly 
evolve appropriate relief measures. 

ROYALTY ON MINERALS. CRUDE PETROLEUM. ETC 

10.9.38 Some State Governments have alleged 
payment of inadequate royalty on minerals, 
petroleum, etc., extracted from their territories. 
The rates of royalty on minerals were to be fixed 
by the Union Government once in four years 
under Section 9(3) of the Mines and Minerals 
(Regulation and Developdent) Act, 1957. Fol- 
lowing an amendment of the Act in 1986, this 
period has been reduced to three years. Similarly, 
in case of crude oil, the rates of royalty are fixed 
under the Oil Fields (Regulation and Develop- 
ment) Act, 1948. Section 6(A)!4) of this Act 
restricts the Union Government to fix the rate of 
royalty in case of any mineral oil not to exceed 
20 per cent of the sale price of that oil at the field 
or well. The provision for considering the revision 
of the rates of royalty in the case of crude oil. etc., 
has been modified on persistent demand by the 
States to three years recently, vide Section 2 of 
the Oil Fields (Regulation and Development) 
Amendment Act, 1984. 

10.9.39 A major demand of the State Govern- 
ments has been payment of royalty on an a d  
valorem basis and not on the basis of a specific 
amount per tonne, specially in view of frequent 
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and sharp increases in the prices of many minerals 
and crude oil. A State Government has cited the 
Nehru Award of 1962 and Indira Gandhi Award 
of 1968 in support of its demand that the royalty 
on crude petroleum should be based on 'full- 
posted price' rather than on an artificial selling 
price of indigenous crude. On the other hand, the 
State Governments have levied cesses, mineral 
rights tax and surcharge which are not uniform 
among the States. This is alleged to have imposed 
a discriminatory burden on the price of minerals' 
over and above the rate of royalty. 

10.9.40 The question of royalty on mineral 
products is an area where, besides providing 
adequate rates to the States, the principles of 
pricing policy, the real factors behind movement 
of international price of crude-petroleum, the 
implications of increase in the price of basic 
inputs, etc., are to be considered. We have dealt 
with these issues in our chapter on Mines and 
Minerals. If there are administrative consider- 
ations against making royalties advalorem, there 
are equity considerations against not revising 
them for 3 or more years in times of persistent 
inflation. As recommended therein, the review of 
the royalty rates on minerals should be made 
every two years and well in time, as and when 
they fall due. The same procedure should also 
apply to royalty on petroleum and natural gas. 

SUGGESTIONS FOR NEW INSnTUnONS 

10.9.41 While suggesting solutions to the 
problems in Union-State financial relations some 
State Governments, as also others, have sug- 
gested creation of new institutions. Such sug- 
gestions are made for two categories of 
institutions: (a) a machinery for consultation and 
discussion on issues of mutual economic interest 
between the Union and the States, and (b) insti- 
tutions, with adequate representation of the 
States, also for specific purposes such as a Loans 
or Credit Council and an Expenditure Commis- 
sion. The suggestions for the new institutions thus 
emanate from both a positive urge for a larger 
measure of consultation between the Union and 
the State Governments on financial and economic 

issues and from a feeling of arbitrariness in the 
approach of t h e  Union Government to some 
matters. 

10.9.42 One State Government has observed: 
'A large part of the inadequacy in the functioning 
of Union-State financial relations, as reflected in 
persistent grievances seemingly harboured by the 
States and the concern expressed by them before 
different forums, could have been taken care of 
by providing effective means of consultation, on 
a regular basis, between the Centre and the States 
on all matters pertaining to financial relationship 
between them'. Another State Government has 
suggested that consultation between the Union 
and the States on financial matters could be 
ensured by a Committee of Finance Ministers of 
the States presided over by the Union Finance 
Minister. Some others have suggested that it 
would be desirable if the views of the State 
Governments are ascertained before moving a 
Bill to levy or vary rate-structure or abolish any 
of the duties enumerated in Articles 268 and 269. 
Granting of exemptions and lowering of rates of 
Income Tax. n e t  proceeds of which are now 
sharable with the States to the tune of 85 per cent, 
by the Union Government is often cited as another 
area where the State Governments should be 
taken into confidence. 

10.9.43 The Fourth Finance Commission had 
observed that there should be provision for 
inter-Governmental consultation as there was a 
wide-spread misunderstanding about the Union 
Government's policy arising from its alleged 
tendency to neglect shared revenues and inade- 
quate exploitation oftaxes under Article 269. The 
Sixth Finance Commission was also of the view 
that a significant improvement in the financial 
relations between the Union and the States would 
be achieved if decisions affecting revenues of 
States were taken after the widest possible mea- 
sure of consultation as underlying the spirit of 
Article 274 of the Constitution. A State 
Government has also suggested that Article 274 
be amended to include 'States' besides the 'Pre- 
sident' for introducing or moving any Bill or 
amendment in which States are interested. 
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10.9.44 The Srinagar Conclave of Opposition 
Parties (October, 1983) had also suggested an 
institutional forum for consultation between the 
Union and the State Governments on fiscal issues 
of mutual concern. However, neither the State 
Governments nor the Finance Commissions have 
dwelt on the organisational details of a forum for 
regular and formal consultations on financial 
matters. 

10.9.45 In the context of planning relationship, 
one State Government has suggested a National 
Planning and Development Council. An eminent 
economist has suggested setting up of a similar 
Council, with representation from the States, to 
take carealso of their wider interests, for example, 
in the field of industrial licensing, export and 
import licensing. subsidies, incentives, employ- 
ment, etc. 

10.9.46 Evolution of healthy Union-State 
relations in respect of all financial matters is basic 
to the proper functioning of a two-tier polity. We 
have noted that in the Constitution the thorny 
problem of division of resources between the 
Union and the States and among the States has 
been removed from the political arena by pro- 
viding for a Finance Commission. Transfer of 
resources for Plan purposes also, to a very large 
extent, is based on accepted formulae and 
objective criteria. However, apart from the 
question of devolution of resources, there is a 
large area having interface between the Union and 
the States in respect of financial and economic 
relations. There is imperative need for organic 
linkage and coordination between the two levels 
of Government in raising resources and control- 
ling of expenditure. 

10.9.47 The major areas or matters requiring 
coordinated action may be classified broadly into 
four groups: 

(i) actions of the Union Government which 
could result in higher resources for the States 
and also prevent loss of revenues to them; 

(ii) restrictions resulting from Union action on 
taxation by the States; 

(iii) actions of Union Government causing 
increase in States' expenditure obligations; 
and 

(iv) fiscal andmonetary policies having a bearing 
on States' finances. 

Group l 

(a) Raising Resources from Heads of Taxation 
covered by Articles 268 and 269: We have already 
noted in paragraphs 10.5.13,10.5.32 and 10.9.26 
that the question of raising more revenues from 
taxes mentioned in these Articles, requires peri- 
odic review in consultation with the States. 

(h) Revision on Rates of Royalty: We have 
cansidered this matter in detail in the chapter on 
Mines and Minerals. We have noted therein the 
complaint of the States that not only the rates of 
royalty are low but they are also not  revised 
frequently. The Union Government has pointed 
out that the States have been imposing large 
cesses and varying them frequently. This is 
causing serious problems in ensuring the avail- 
ability of these basic inputs for economic 
development at uniform prices throughout the 
country. Clearly, there is need here for consul- 
tation and coordinated action between the Union 
and the States in this matter. 

(c) Policies and Administration of Additional 
Duties of Excise on Specified Coinmodities in lieu 
of Sales Tax: States complain that the Union 
Government has for long followed a policy of 
adjusting the Basic and Additional Excise Duties 
in a manner that deprived the States of revenues 
which they wouldhaverealised, had the Sales Tax 
on these items been continued. Recently, steps 
have been taken by the Union Government to 
enhance these Additional Excise Duties. 

(d) Rebates/Concessions in Income Tax, Union 
Excise Duties, etc; Where the Proceeds are 
Sharable With the States: Much of the misun- 
derstanding that exists in these matters could be 
cleared if only a measure of prior consultation is 
resorted to. 
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Group 11 

Many measures adopted by the Union Gov- 
ernment amount to curbs on States' powers of 
taxation of purchases or sales. We have.noted in 
paragraph 10.9.02 the complaints of the States in 
this regard arising from control of the Union over 
taxation of inter-State trade and commerce and 
taxation of transactions in respect of essential 
commodities. Levy of Consignment Tax has been 
made possible by the Forty-sixth Amendment to 
the Constitution and this tax is expected to yield 
substantial additional revenues to the States. We 
have noted that this power has been vested in the 
Union to ensure that the free flow of inter-State 
trade, commerce and intercourse throughout the 
country is not thwarted and the economic unity 
of the nation is not endangered by the States by 
erecting discriminatory or oppressive tax- 
barriers. Taxation of essential commodities has 
also to be kept low and reasonably uniform 
throughout the country. 

Group IIl 

(a) Actions of the Union in the field of admin- 
istered prices of steel, coal, oil, etc.. have large 
implications for the States. These increases affect 
significantly the costs of various projects under- 
taken by the States. While in the case of irrigation 
projects the capital costs go up, in power projects 
the capital as well as operational costs both 
escalate. 

(b) Upgradation of pay, dearness allowance, 
pensionary benefits and the like of Union Gov- 
ernment employees by its inexorable impact, 
often leaves the States with no choice but to 
provide similar benefits to  their own employees. 

Group IV 

One of the most important areas requiring 
coordination of policies is the field of indirect 
taxation. The Taxation Enquiry Commission, 
1953-54, had observed: 

'It is in the field of commodity taxation, however, 
that the need for understanding and coordination 
is greatest between the Central Government and 
the States. The sales taxes, as they have evolved 
in India, do not consist merely of a tax on the 
generality of sales, but also include special rates 
on specific commodities, many of which are 
subject to taxation by the Central Government in 
the form of excise duties. There are, besides, 
questions regarding the use of State sales tax 
system for purposes of economic policy that may 
have repercussions on areas and interests outside 
State ju r i sd ic t i~n ' .~~  

10.9.48 We have attempted above to illustrate 
through certain examples the existence of a vast 
area requiring inter-governmental coordination 
of economic policies. As observed by the Taxa- 
tion Enquiry Commission, with growing impor- 
tance of public finance in the national economy, 
and with increasing linking of the Union and the 
States in the fiscal system, it has become impor- 
tant to develop an integrated, national approach 
to the problems of mobilisation of resources 
including taxation and expenditure. 

10.9.49 We are of the view that consideration 
of various financial matters, in the setting of a 
national perspective is essential to remove any 
misunderstanding with respect to fiscal measures 
adopted by the Union and the States as also to 
evolve mutually accepted policies. Keeping in 
view the importance of financial relations, it is 
necessary to provide a forum which will ade- 
quately respond to these needs. It is essential that 
various issues are examined by expert groups 
from time to time before the same can be brought 
up for consideration at a political level. This will 
facilitate crystallisation of issues and indicate 
possible solutions and remedial actions. We have 
recommended in the chapter on Economic and 
Social Planning that National Economic and 
Development Council should be constituted 
under Article 263 as the apex institution for 
Inter-Governmental consultations on all eco- 
nomic and social developmental policies. 

55 Report of the Taxation Enquiry Commission, 1953-54, Vol. I, p. 167. 
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Therefore, any forum for discussing financial 
aspects should be integrated fully into this 
arrangement. 

10.9.50 We recommend that a Sub-committee 
on Finance of the Standing Committee of the 
NEDC may be constituted consisting of the Union 
Finance Secretary and the Finance Secretaries of 
various States and Union Territories. It will 
consider all such matters calling for coordination 
of economic policies, as may be entrusted to it by 
the NEDC or its Standing Committee. This body 
will report to the Standing Committee of the 
NEDC. Since Planning Commission would be 
providing the secretarial support to the NEDC, 
the same may be extended for this body also. This 
will ensure expert consideration of various 
aspects of the problems and adequate consider- 
ation of the views of the Union and the State1 
Union Territories. The role of this 
Sub-committee will be deliberative and advisory 
and helpful in forging a consensus on financial 
matters. 

EXPENDITURE COMMISSION 

10.9.5 1 Given theoverall resource shortage and 
growing responsibilities of both the Union and 
the State Governments, increasing concern has 
been shown about their pattern of expenditure. 
Criticism has been levelled against both the tiers 
of Government with respect to their priorities in 
spending, coupled with allegations of wastage 
and fiscal inefficiency. There is also a specific 
allegation that the Union Government incurs 
substantial expenditure on State-subjects all of 
which cannot be justified in terms of its role 
specified in the Constitution. It has been pointed 
out by many in response to our Questionnaire that 
the present agencies concerned with expenditure 
control, namely, the Comptroller and Auditor 
General of India and Public Accounts Commit- 
tees of Legislatures have not been very effective 
in this regard. For quite some time there has been 
a suggestion that a National Commission on 
Expenditure should be created to examine the 
patterns of expenditure of the Union and the State 
Governments. The idea of an Expenditure 
Commission was also endorsed in a Seminar on 
Centre-StateRelations held in Bangalore in 1983. 

However, none of the State Governments, except 
one, has favoured the proposal for such a Com- 
mission. This particular State Government has 
suggested a National Expenditure Commission as 
an ad hoc body, to 'go into the expenditure of the 
Central and State Governments thoroughly and 
rationalise the basis for assessment of revenue 
surpluses for the guidance of future Finance 
Commission'. 

10.9.52 Indeed, a Commission on Public 
Expenditure was set up in India by a Resolution 
of the Union Government on May 29, 1979, as a 
result of the stress laid by the then Deputy Prime 
Minister-cum-Finance Minister on the need for 
containing the growth in public expenditure, 
while presenting the budget for 1979-80. Among 
other things, the Commission was required to 
look into the areas in which economy could be 
effected, identify non-essential activities or 
overlapping functions between the various 
departments of Government of India and State 
Governments, review the creation of new posts 
and suggest measures for containing expenditure 
on staff. It was also required toreview the existing 
arrangements for planning, execution, monitor- 
ing and evaluation of major projects and pro- 
grammes. The Commission was wound up on 
January 31,1980, i.e., after about eight months of 
its becoming operational, but before it could 
submit its report to the Government. 

10.9.53 Before considering the need for an 
Expenditure Commission it is necessary to go into 
the adequacy of the existing machinery for 
expenditure control. The basic control on budget 
rests with the legislature. After passing the 
budget, the legislative control continues with the 
object of ensuring that the funds appropriated are 
properly used for the purposes specified and in an 
efficient manner. 

10.9.54 The important instruments of Parlia- 
mentary control are the Committees of Parlia- 
ment, viz., the Public Accounts Committee and 
the Estimates Committee. The latter is  also 
required to keep an eye on securing economy and 
efficiency in expenditure and to suggest neces- 
sary modifications. The Committee on Public 
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Undertakings also seeks to ensure prudence in the 
management o i  finance by the public under- 
takings. 

10.9.55 In a Parliamentary system, the role and 
authority of the legislature in determining prio- 
rities are supreme and cannot be questioned. 
However, for ensuring adherence to the priorities 
evolved, the legislature has to pay utmost atten- 
tion to the budgetary proposals. Pre-vote scrutiny 
of the estimates is a very crucial stage. It may not 
be possible for Parliament or a State Legislature 
to go into the details of all the estimates. A 
practical way may be to constitute small Sub- 
Committees which could consider the estimates. 
However, it is for Parliament and State 
Legislatures to evolve suitable procedures in this 
regard. 

10.9.56 A significant feature of the Constitu- 
tional provisions is that the Comptroller and 
Auditor General of India has the authority to audit 
all expenditure from the revenues of the Centre 
and the State Governments. He has to ascertain 
that the amounts shown in the accounts are duly 
disbursed and the expenditure conforms to the 
authority which governs it. The reports of the 
Comptroller and Auditor General are placed in 
Parliament and the State Legislatures and form 
the basis for further discussion by the Public 
Accounts Committee with the concerned 
departments. 

10.9.57 While the system of audit and expen- 
diture control is quite elaborate, some problems 
in its working have been highlighted. For 
example, i t  has been pointed out that there are 
delays in the preparation and submission of audit 
reports. The maintenance of accounts in the 
Treasuries and their reconciliation leaves much 
to be desired. There has to be a greater emphasis 
on evaluation audit. We are given to understand 
that processes are afoot to bring about qualitative 
improvements in these respects. However, the 
need for an efficient system of audit and accounts 
to serve as basis for expenditure control cannot 
be over-emphasised. 

10.9.58 It has to be appreciated that there are 
processes subsequent to audit which are impor- 
tant for effective expenditure control. Indeed, the 
Comptroiler and Auditor General of India can do 
little to reshape priorities and norms in spending. 
We have been informed that In several States, 
audit reports do not get the importance they 
deserve. They are often submitted to the Legis- 
latures towards the fag-end of their sessions, 
leaving little time for a fruitful discussion. 
Otherwise also, the discussions, it is alleged, are 
often insufficient and done in a routine manner. 
It has also been enlphasised that the Public 
Accounts Committee, the Committee on Public 
Undertakings and the Estimates Corilmittee need 
pay greater attention to the Audit Reports and it 
should be ensured that the executive responds to 
them well in time. Backlog of arrears in the 
consideration of the Audit Reports has been 
observed. In the case of a particular State, as in 
September 1 986 the last report on which discus- 
sion had been completed related to 1971-72.56 
Such delays, as also non-regularisation of excess 
expendilure in relation to amounts granted, create 
a slackening tendency in expenditure-control, 
which is incompatible with the spirit of the 
Constitution. The post-audit process, indeed, 
needs to be further strengthened. 

10.9.59 We are of the view that the establish- 
ment of an Expenditure Commission as a per- 
manent or an adhoc body for 'one-shot operation' 
is not necessary. A better alternative is to 
strengthen the existing system itself. For this 
purpose, it will have to beensured that the existing 
institutions themselves play the role expected of 
them. This is indeed, an area where further 
institutional mechanisms and safeguards cannot 
be expected to substitute the conscience, will and 
responsibility of those on whom a duty in this 
regard has been appropriately devolved by the 
system. 

56  Observation made by the Comptroller and Auditor General of India in his address to the Seventh Conference of Chairmen 
of Public Accounts Committees on September 9, 1986. 
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10.9.60 The Constitution has done away with 
the multiplicity of audit authorities and has made 
the Comptroller and Auditor General of India as 
the sentinel of the country's finances. The merits 
of the present system of terms of uniformity and 
economy in the cost of audit are obvious. There 
is functionally a close interaction between the 
Union and the State Governments in fiscal and 
financial matters. Application of uniform prin- 
ciples and procedures in the maintenance of 
accounts at the two levels of Government, their 
supervision by a common and independent con- 
stitutional authority, early detection of any 
irregularities and initiation of timely remedial 
action are the hall-marks of our audit system. It 
will, indeed, create complications, both in 
administration and understanding, if inultiplicity 
of authorities come into being and prescribe their 
own systems of accounting and procedures. 
There is also advantage in the present uniform 
authority in terms of economy in cost and audit 
services. We are, therefore, unable to support the 
suggestion that Entry 76 of List I be modified to 
provide for separate Auditors General at the State 
level. We are further unable to agree with the 
view-point of a State Government that the present 
centralisation of audit is the root-cause of the 
procedural delays. Scope for reducing delay in 
the finalisation of accounts has to be considered 
by the Comptroller and Auditor General himself, 
who indeed is seized of the problem and has over 
time brought about improvements. 

10.9.61 It is also not possible to support the 
suggestion made by another State Government, 
that evaluation audit should be entrusted to an 
agency constituted by the State Government 
itself, as a qualitative improvement in the pro- 
cedures of audit has to be intrinsic to the system. 
In our view, there is no pressing necessity at 
present to have separate Federal and State audit 
services. 

OPERATIONAL IRRITANTS 

10.9.62 The last thirty-seven years have wit- 
nessed progressive enlargement in the scale of 
fiscal operations and proliferation in the activities 
of both the Union and the State Governments. 

This has obviously increased the area of inter- 
action between the two levels of Government. A 
few StateGovernments have brought to our notice 
some 'irritants' in the day-to-day working of the 
financial arrangements. By their very nature these 
do not call for constitutional remedies, or far- 
reaching institutional changes, but merit mention 
for consideration of procedural improvements. 
Some of these problems have been noticed in the 
context of the issues discussed earlier. The other 
irritants relate to the arrangements and procedures 
governing release of funds to relieve natural 
calamities, grants for upgradation of administra- 
tive standards and Central assistance for State 
plans and Centrally Sponsored Schemes. 

RELIEF FOR NATURAL CALAMITIES 

10.9.63 The system regarding financing of 
relief expenditure in the present form was stan- 
dardised by the SeventhFinance Commission and 
modified with respect to the provision of 
margin-money by the Eighth Finance Commis- 
sion. The salient features of the present scheme 
are: 

(i) Margin-moneys towards expenditure on 
natural calamities have been fixed by the 
Eighth Finance Commission taking into 
consideration the average of non-plan 
expenditure on the relevant items during 
1978-83 (aggregate for all States Rs 240.75 
crore in contrast to Rs 100.55 crore recom- 
mended by the Seventh Finance Commis- 
sion). 

(ii) Half of the margin-money for each State was 
built into its re-assessed expenditure forecast 
by the Finance Commission and the 
remaining half left to be provided by the 
Union Government. 

(iii) On the occurrence of a natural calamity, if 
the order of expenditure is estimated to be in 
excess of the margin-money, the concerned 
State sends a memorandum to the Union 
Government. After examination of the 
memorandum in the Union Mihistry of 
Agriculture, a Central Team visits the State 
for on-the spot assessment of the damage. 
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(iv) The report of the Central Team is considered 
by the High Level Committee on Relief, 
which recommends ceilings for different 
items. After considering the recommenda- 
tions of the Committee, the Finance Ministry 
fixes the ceiling of expenditure and 
communicates the same to the State Gov- 
ernment. The amount in excess of the 
margin-money qualifies for Central 
assistance. 

(v) The pattern of Central assistance distin- 
guishes between drought as one category and 
'floods, cyclones, earthquakes, etc.', as 
another. In case of drought, the expenditure 
is to be treated as part of the Plan for which, 
subject to approval by the Central 
TeamIHigh Level Committee, advance 
Central assistance is released up to five per 
cent of the outlay of that year's annual plan. 
If the relief expenditure cannot be contained 
within this limit, the extra amount is pro- 
vided by the Union Government as 50 per 
cent loan and 50 per cent grant. In case of 
floods, cyclones, and other natural calami- 
ties of the excess of expenditure over the 
margin-money, 75 per cent is given as grant 
against which a matching expenditure of 25 
per cent is made by the State Government. 

(vi) The unspent amount of margin-money is 
carried forward to the next year. 

10.9.64 The State Governments have high- 
lighted the following problems with respect to the 
arrangements for financing natural calamities 
relief: 

(i) A few States have suggested that relief on 
natural calamities should be treated as a 

' national obligation. 
(ii) Central assistance towards drought should 

be put on the same footing as for floods and 
cyclones and should preferably be given 
outside the Plan. 

(iii) The procedure for deciding Central assis- 
tance is time-consuming and does not ensure 
an objective assessment. 

(iv) Because of the delay in receiving Union 
Government's decision, the State Govern- 
ments have often to incur expenditure cov- 
ering the former's portion of margin-money, 
at the cost of burdening their own finances. 
Besides, there is uncertainty that the pattern 
of expenditure might not find approval. 
States should have freedom to incur expen- 
diture on any item subject to an overall 
ceiling. 

(v) The assistance should continue even beyond 
the financial year, say up lo the month of 
September. 

10.9.65 Successive Finance Commissions have 
considered the question of providing relief to the 
States in the event of natural calamities. They 
have recognised that the State Governments are 
primarily responsible for organising such relief. 
The Seventh Finance Commission had observed 
that with a view to minimising any tendency for 
wasteful expenditure on the part ofthe States, they 
should bear a significant share of total relief 
expenditure burden. The Union Government is 
expected to supplement their efforts through the 
provision of Central assistance. This is as it 
should be. There is no doubt that natural cala- 
mities are to be viewed as a national problem, but 
this cannot be interpreted to mean that the Union 
Government should bear the entire expenditure 
on their account. 

10.9.66 The Seventh Finance Commission, for 
the first time, brought out the distinction between 
a situation arising out of drought and that due to 
floods, cyclones, etc. This distinction has been 
continued by the Eighth Finance Commission 
also. The Seventh Finance Commission had 
provided for a more favourable flow of Central 
assistance for floods, cyclones, etc. vis-a-vis a 
drought situation, on the grounds that the serious 
damage caused to the assets by the former cate- 
gory of natural calamities 'cannot be properly or 
adequately taken care of in the present scheme of 
Central assistance. A clear indication of this is 
the inclusion in recent years .... . ... of expenditure 
of non-Plan nature in items taken into account for 
advance Plan assistance which, by definition 
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should be available only for expenditure which 
creates new assets'." We are in  agreement with 
the above views. 

10.9.67 There cannot be two opinions that in the 
event of a natural calamity, relief must be given 
immediately. State Governments should be able 
to utilise their margin-money as well as the share 
of the Union Government as intended. We do not 
see any insuperable difficulty in sending a Central 
Team to the affected State immediately after the 
receipt of the State's request supported by ade- 
quate details of the damage incurred and the 
nature and extent of the assistance needed. We 
note that thecentral Teams visit theaffected areas 
and hold detailed discussions with the State 
Government. We see no better alternative for 
arriving at an objective assessment keeping in 
view the urgency of the situation. It is for the 
State Governments to assess and convince the 
Central Team in making such assessment of the 
damages caused by the natural calamity. In a 
situation of drought, it should be possible for the 
State Government to prepare a detailed memo- 
randum and for the Union Government to assess 
the extent and nature of assistance to be given well 
in time. The drought situation gets built-up over 
a period of time. In the event of a cyclone or 
floods, immediate need is for providing relief to 
the victims by way of clothing and shelter. 
Emergency repairs to roads for restoring com- 
munication, irrigation and drinking water 
sources, etc., are also to be taken up immediately. 
If appropriate norms are formulated by the Union 
Government, in consultation with the States, there 
should be no difficulty for the State governments 
in taking up relief operations immediately with- 
out waiting for formal approval from the Gov- 
ernment of India. The Central Team to assess the 
damage caused by natural calamities should 
invariably be headed by the Adviser in chaige of 
that State in the Planning Commission, as was the 
practice in the past. It would be his responsibility 
to help the Commission in assessing the States' 
performance over time in this regard. 

10.9.68 We recommend that a procedure which 
enables States to expeditiously provide necessary 
succour and relief to the affected people should 
be evolved in consultatior! with the States along 
with suitable norms in regard to the scale of relief. 
This calls for a time-bound programme. For- 
mulation of standard formats for submission of 
memoranda by the States will greatly help the 
Union in dealing with the requests of various 
States urgently and on a uniform basis. 

10.9.69 As regards the suggestion to give the 
States freedom to incur expenditure on any item 
within the ceiling, it may be observed that the 
Central assistance is computed on the basis of 
requirements of various individual sectors. In our 
view it is not possible to give the States blanket 
permission to incur expenditure on any item 
whatsoever within the ceiling. Nevertheless, it is 
necessary to recognise that it is the State afflicted 
by the calamity which is better conversant with 
the local needs. The State visited by such a vis 
majore must form the focal point itself - rather 
than placed in a strait-jacket - with better scope 
for necessary adjustments. In a calamitous situ- 
ation, the State should have a reasonable discre- 
tion to make inter-district or inter-sectoral 
adjustments. To allay the apprehensions that the 
expenditure pattern adopted under the stress of 
urgency may not find approval, we would suggest 
that normsin regard to items ofexpenditure which 
are to be incurred immediately, e.g., relief by way 
of free issue of foodgrains, clothing and 
rebuilding of shelters in the event of floods may 
be evolved by the Union and communicated to all 
State Governments. 

10.9.70 We find considerable merit in the 
suggestion that relief assistance would extend 
beyond the financial year. The main working 
season in most parts of the country is from 
December to June-July. The rainy season begins 
in June or July. Thus, if restoration works are to 
be carried out in the event of floods, or if 
employment is to be provided in case of drought, 
the financial year loses its importance. We would 
suggest that assistance required till the next  

57 Report of the Finance Commission, 1978, Chapter IV, Para 13, p. 52. 
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JuneIJuly should be decided in the beginning 
itself so that relief works can be properly planned 
and executed. 

10.9.71 The Union Ministry of Finance has 
drawn our attention to certain disturbing trends. 
It has been pointed out that the demands made by 
State Governments are rising sharply and the 
ultimate relief found necessary is only a fraction 
of this demand. Even with this order of relief, the 
total burden on the Union has been going up 
steadily year after year and in 1985-86 it was well 
over Rs 1,200 crore. It is suspected that there is 
a connection between the very large demands for 
relief and increasing deficits emerging in the 
States' budgets. This is most unfortunate. Such 
a situation needs to be effectively tackled. Per- 
sistent irresponsibility in this regard by a State 
should be taken into account by the Finance and 
Planning Commissions in recommending future 
assistance. 

10.9.72 We have pointed out in the preceding 
paragraphs, the need for leaving with the States 
considerable discretion in the financing of natural 
calamities relief. While this is necessary, it is 
equally important that wasteful expenditure is 
avoided and the intended benefits are really 
achieved. The present arrangements for moni- 
toring of expenditure appear to be grossly inad- 
equate. It is necessary that the responsibility for 
proper monitoring rests on agencies concerned 
with the administration of relief. Repeated 
demands for large relief assistance in the case of 
drought clearly underscore the need to evaluate 
the effectiveness of schemes undertaken in the 
previous years both under relief and as part of 
States' development plans. There should be a 
system of strict penalties for diversion and mis- 
application of funds. We would like to lay the 
greatest stress on setting up of an adequate 
machinery urgently for this purpose. 

10.9.73 A few State Governments and some 
others havesuggested that a National ~ u n d  should 
be created out of which relief should be provided 
to the States whenever natural calamities occur. 
The details ofthesize, operation and management 
of such a Fund have not been spelt out. One of  

the State Governments has suggested that this 
should be a State Relief Fund and its funding 
should be on a statutory basis. The rationale 
behind this demand for creating a National Fund 
appears to be that such a Fund will ensure more 
expeditious flow of assistance to the States in 
need, unhindered by political considerations, do 
away with limitations of margin money and cast 
a smaller burden on the States facing natural 
calamities. It may be pertinent to point out that 
the Sixth Finance Commission (1973) was spe- 
cifically required to go into this question. The 
Commission weighed the pros and cons of 
creating a National Fund towards natural cala- 
mities relief. It was the advantage in the proposal 
in terms of a single focal point at the Centre for 
coordination, promotion of purposeful inter- 
Ministerial cooperation if the Fund had an 
administrative arm of its own, development of 
technicalexpertisein analysing natural calamities 
and creating a sense of common concern among 
the Centre and the States. On the other hand, that 
Commission took note of complex administrative 
problems, the danger of the National Fund 
arrangement degenerating into a creditor-debtor 
relationship with the States, introduction of an 
additional complication in the federal financial 
structure and the difficulty in covering the 
requirements in case of natural calamities of very 
large magnitude. The Finance Commission also 
noted that most of the State Governments were 
against the creation of aNationa1 Fund. It reached 
the conclusion that creation of a National Fund 
for meeting natural calamities funded by both 
Central and State Governments, was 'neither 
feasible nor desirable'. 

10.9.74 It is important to mention that the 
existing arrangements for natural calamities relief 
assistance were evolved subsequent to the con- 
sideration ofa National Fund by the Sixth Finance 
Commission. If any switch-over to an alternative 
arrangement is to be made, i t  must constitute a 
distinct improvement over the present system and 
also take into account other relevant matters like 
recent introduction of crop insurance schemes, 
inter-Sate differences in capacity to make con- 
tribution to the Fund, relative proneness of the 
region to natural calamities, etc. An advantage 
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of the Fund, however, could be to further insulate 
provision of relief assistance from political con- 
siderations. A11 these require expert examination 
along with an assessment of overall expenditure 
commitments of the States. We note that one of 
the terms of reference of the Ninth Finance 
Commission is to examine, along with other 
aspects of natural calamities relief arrangements, 
'the feasibility of establishing a national insur- 
ance fund to which the State Governments may 
contribute a percentage of their revenue receipts'. 
As the matter has already been referred to this 
expert statutory body, we refrain from making any 
recommendation i n  this regard. 

RELEASE OF GRANTS FOR UPGRADATION 
OF STANDARDS OF ADMINISTRATION 

10.9.75 Since the Sixth Finance Commission, 
special purpose grants are being provided to the 
States for upgradation of standards of adminis- 
tration in specified spheres. The present 
arrangements for the release of these grants have 
been spelt out by the Eighth Finance Commission: 
These have been accepted by the Government of 
India, and are under implementation. These are 
briefly as under: 

(i) Initially, the Ministry of Finance would. 
release a grant of 10 per cent on an 'on 
account' basis to a State, with a request for 
necessary institutional arrangements, i.e., 
setting up of State-Level Empowered 
Committee to determine various aspects of 
the schemes, including specification of 
physical norms and costs, and a plan of 
action. 

(ii) On receipt of the information about the 
constitution of the institutional arrange- 
ments and plan of action in the State, the 
Ministry o f  ~ inance  would release another 
15 per cent of the grant. 

(iii) Subsequent releases ofgrants are determined 
on the basis of implementation and physical 
progress achieved. 

10.9.76 The Finance Commission has specified 
the amounts of such instalments of grants to be 
released for each of the selected sectors. A 
Central-Level Inter-Ministerial Empowered 
Committee has been set up to monitor the progress 
of the projects and utilisation of grants. It was 
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hoped that this institutional set-up would reduce 
the delays, and difficulties hitherto experienced 
in the release of such grants. 

10.9.77 A few State Governments have brought 
to our notice that the Central-Level Inter- 
Ministerial Empowered Committee had been 
laying down conditions which made it difficult 
for them to implement the schemes. It has been 
argued by them that as the implementation of 
these schemes casts a burden on the States con- 
cerned due to cost-escalation or fluctuations in 
cost-norms, they should be allowed greater 
flexibility in incurring expenditure, including 
changes in year-wise phasing. 

10.9.78 As the system has recently come into 
being, such teething troubles cannot be ruled out. 
The Central and State-Level Empowered Com- 
mittees were set up with a view to streamlining 
the various operational problems, including the 
types mentioned above, by developing proper 
rapport between them. The Eighth Finance 
Commission has recommended that the Central- 
Level Empowered Committee should be autho- 
rised to alter physical targets within the amounts 
specified by the Finance Commission and also to  
transfer grants from one scheme to another in the 
same sector. We are confident that with the 
flexibility provided in the scheme, it should be 
possible to implement the same without any 
serious difficulty. No doubt, these arrangements 
would be reviewed by the subsequent Finance 
Commissionsin the light of the experience gained 
and necessary procedural changes recommended 
by them. In view of this, we do not make any 
recommendation in this regard. 

RELEASE OF CENTRAL PLAN ASSISTANCE 

10.9.79 Central Assistance for the Plan for all 
the categories of schemes now constitutes over 
two-fifths of the total transfers by the Union to 
the States. The details of the mechanism and the 
problems in this regard have been dealt with in 
the chapter on Economic and Social Planning. 
Over the years, some streamlining of the proce- 
dures has taken place with respect to its alloca- 
tion, pattern and release. So far as the State-plan 
sector is concerned, ten instalments, each 
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representing '1112th of the amount of allocation 
for a State, are released every month from April 
to January and the balance is released during 
February-March after ascertaining the progress of 
Plan expenditure as a whole and on the earmarked 
sectors. The additional Central assistance 
towards the externally-aided projects isrelease on 
a quarterly basis, in the months of June, Sep- 
tember, December and March. Advance Plan 
assistance towards natural calamities is released 
on the basis of the recommendations of the 
Central Study Team and the High Level Com- 
mittee on Relief in suitable instalments keeping 
in view the progress of expenditure. 

10.9.80 For the schemes in Central Sector Plan 
being implemented in the States, the Ministries 
concerned sanction and release the amounts along 
with monitoring of the schemes. So far as the 
Centrally Sponsored Schemes are concerned, 
since 1977, the Union Ministries have themselves 
been releasing the amounts. Although no set 
schedule is followed they have been advised to 
maintain regularity in the releases. 

10.9.8 1 Some operational problems highlighted 
by the State Governments in regard to release of 
Central assistance for the Plan are: 

(i) The delay in the auditing of the figures for 
which the States are dependent on the 

Comptroller and Auditor Gencral of India, 
in turn, causes delay in the. settlement of 
assistance. 

(ii) In case of Centrally Sponsored Schemes, the 
conditions imposed by the Union Ministries 
compel the State Governments to make 
special efforts to get the Central assistance 
released. 

(iii) Often the Central component of financial 
allocations for the Centrally Sponsored 
Schemes are communicated late in the 
financial year. As the States continue 
incurring expenditure on the basis of pre- 
vious year's amount, serious pressure on 
finances is felt by them. 

10.9.82 The above-mentioned problems are 
procedural in nature. We are given to understand 
by the Union Ministry of Finance that over the 
years there has been an improvement in the 
release of Central assistance to States. So far as 
the Centrally Sponsored Schemes are concerned, 
as has been pointed out by u s  in the chapter on 
Economic and Social Planning, their modalities 
should be discussed along with the Annual Plans 
of the States and monthly releases of Central 
assistance on their account made on that basis. 

(Section 10 not inserted), 
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PATTERNS OF AFFIRMATIVE ACTION: THE AMERICAN, 
MALAYSIAN AND INDIAN EXPERIENCES 

S. P. Sathe 

Equality is one of the cherished aims of any 
society that wants to be just. Equality is, however, 
not understood by every one in the same sense. 
There are different meanings of equality and 
different ways of achieving it. In societies that are 
pluralistic, equality also means absence of dis- 
crimination on grounds such as ethnicity, reli- 
gion, language or gender. A formal concept of 
equality means equal treatment to all and equal 
protection of law without any regard to inequal- 
ities that exist in life and which stem from unequal 
power relations. Another concept of.  equality, 
known as substantive equality, asserts that 
equality does not mean merely equal treatment of 
all but also means that only the equals should be 
treated equally and theunequals should be treated 
differently. Thesecond view ofequality is usually 
prevalent in democratic societies. The doctrine of 
reasonable classification is developed by courts 
for this purpose. It allows the legislature to clas- 
sify people or things for different treatment if (1)  
those who are grouped for such different 
treatment are identifiable as distinct from those 
who are not included in such a group, and (2) the 
basis of such grouping is rationally related to the 
object of different treatment [Chiranjit La1 v. 
India, 19511. For example, the Income Tax Act 
provides different rates of income tax to people 
depending upon their income. Persons with 
higher income are required to pay tax at a higher 
rate. Here persons earning higher income con- 
stitute a group which is distinguishable from those 
earning less income and income which is the basis 
of such classification is rationally related to the 
object of the Income Tax Act of levying tax 
according to the capacity of a person to pay. This 
is an example of affirmative action to undo 
inequality. Fiscal policy is often directed towards 
reducing disparities of wealth and income. 

Such a classification, however, cannot be made 
on grounds such as religion, race, caste, sex or 
place of birth. Classification can be made on 
secular considerations such as physical disability 
or poverty but not because some one is a Muslim 
or a Hindu. Normally, ascriptive status is not 
allowed to be used as a basis of classification. Our 
Constitution prohibits the use of any of such 
criteria for providing differential treatment. 
Article 14 of the Constitution says that the State 
shall not deny to any person equality before the 
law or the equal protection of the laws within the 
territory of India. Article 15 ( I )  says: 'the State 
shall not discriminate against any person on 
grounds only of religion, race, caste, sex, place of 
birth or any of them'. This provision clearly bars 
any different treatment to a person on the ground 
of her religion or caste, or sex or place of birth. 

In societies, which contain unequal segments 
and where such inequality is the result of past 
unjust policies, affirmative action which gives 
additional opportunities for the disadvantaged 
sections to catch up with the forward section is 
required to be taken. Such affirmative actions are 
protective as well as compensatory. The words 
'protective discrimination' or 'compensatory 
discrimination' or 'reverse discrimination' have 
been used interchangeably. Reverse discrimina- 
tion is in vogue in the United States in respect of 
the Blacks and in India in respect of the backward 
classes of people and the tribals. Affirmative 
action is recommended even by Article 1 (4) of 
the International Convention on the Elimination 
of All Forms of Racial Discrimination, 1969, 
which reads as follows: 

Special measures for the sole purpose of 
securing adequate advancement of certain racial 
and ethnic groups or individuals requiring such 
protection as may be necessary in order to 
ensure such groups or individuals equal 
enjoyment or exercise of human rights or fun- 
damental freedoms shall not be deemed racial 
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discrimination, provided, however, that such 
measures do not, as a consequence, lead to the 
maintenance of separate rights for different 
racial groups and that they shall not be 
continued after the objective for which they 
were taken had been achieved (p. 5). 

BeneJiciaries of Afirmative Action 

The book under review surveys the affirmative 
action in the United States, India and Malaysia. 
Really speaking, the affirmative action in 
Malaysia is not of the same category as those in 
the United States and India. 

In Malaysia, protective discrimination is in 
favour of the majority, whereas in the United 
States as well as India, the protective discrimi- 
nation is in favour of those sections which are 
considered to be victims of the past social policies 
and inequitable social structures. The beneficia- 
ries of such reverse discrimination are 
numerically minorities but cannot be called 
minorities in the sense in which that term is 
generally understood. The term 'minorities' is 
generally used to refer to ethnic or religious or 
linguistic minorities. Protective discrimination in 
favour of the Blacks in the United States or the 
backward classes and particularly the Scheduled 
Castes and scheduled-~ribes in 1ndia is because 
of their social backwardness and not because they 
are minorities. It is difficult to call the Scheduled 
Castes a minority because they are part of the 
majority community (the Hindus).. One of the 
requirements of their entitlement to reverse dis- 
crimination prescribed by the Constitution 
(Scheduled Castes) Order, 1950 is that they must 
be professing the Hindu religion. This require- 
ment was upheld by the Supreme Court in Soosai 
v. India, 1986. This writer has expressed a 
contrary view [Sathe, 1986, p. 3591. The Sched- 
uled Castes are those people who have been the 
victims of the Hindu caste system. It is not 
necessary that they should be professing the 
Hindu religion in order to be entitled to reverse 
discrimination. Even if they are converts to 
Christianity or  Buddhism, they should be entitled 

to reverse discrimination if they were born or if 
either of their parents was born in any of the castes 
mentioned as the Scheduled Castes. 

The fact remains that the Scheduled Castes 
(SCs) do not constitute a minority in the sense in 
which that word is understood in Article 30 of the 
Constitution. The ScheduledTribes (STs) are also 
not characterised as a minority because they are 
either Hindus (though the Hindu family law does 
not apply to them) or Christians or of any other 
religion to which they might have been converted. 
This has to be stated explicitly because other 
minorities such as ethnic, religious or linguistic 
minorities are not given the kind of preferential 
treatment that is given to the Scheduled Castes, 
Scheduled Tribes and Backward Classes. In 
Malaysia, what is done is to protect the local 
majority against the immigrant minorities such as 
the Chinese and the Indians. Social and economic 
backwardness is a common factor that necessi- 
tates affirmative actions in all the three countries, 
though causes of such backwardness are different 
in three countries. In the United States, the social 
backwardness is the result of the racist policies of 
the dominant White majority, in India it has 
resulted from the traditional caste system and, in 
Malaysia, it is the result of colonialism. 

Gender and Affirmative Action 

Gender is another ground for discrimination. 
Women have been subjected to subordination in 
all patriarchal societies. In all the three countries 
that are compared, gender discrimination has 
existed almost to the same extent. In the United 
States, until 1873, women were not allowed to 
practise law and such a ban was upheld by the 
United States Supreme Court [Justice Bradlay in 
Bradwell v. Illinois, 18731. Affirmative action to 
undo discrimination against women is a recent 
phenomenon and is qualitatively different from 
the affirmative actions that are needed for the 
disadvantaged people, such as the Blacks or the 
Scheduled Castes and Scheduled Tribes. Gender 
inequality is reinforced by various social and 
cultural factors. Women are spread over all the 
classes, they are part of the bourgeois as well as 
the proletariat classes. Even women who are pan 
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of the bourgeois are the underdogs as compared 
to the men folk of their class. A Black woman or 
a dalit woman is as much exploited by Black men 
or dalit men, respectively, as a white woman by 
White men or a Brahmin woman by Brahmin 
men. Gender related protective discrimination, 
therefore, needs to be treated separately. It is 
much deeper than racial or caste discrimination. 
In gender justice, the very framework of rela- 
tionship between man and woman is questioned. 
The questioning of the framework is also 
necessary while dealing with the socially and 
educationally disadvantaged sections like the 
Blacks or the Native Indians in the United States 
or the Scheduled Castes and Scheduled Tribes or 
Backward classes in India. In the case of the 
minorities, no such questioning of the framework 
is necessarily called for. What is required is the 
corrective justice within a framework by assuring 
equal protection, freedom of religion and 
guarantees of separate identities as cultural or 
ethnic group. By minority, I mean an ethnic or 
religious or linguistic group which is numerically 
small as compared to the majority. The target 
group for affirmative action is identified by its 
powerlessness and not because of its numerical 
minority. A majority also may be powerless, e.g., 
other backward classes or women or the Blacks 
in South Africa before the end of apartheid. It is 
the treating together of all such affirmative 
actions in respect of these diverse target groups 
that has made the work under review rather 
superficial.The canvass being wide, the subtleties 
and sophistications of each of such discrimina- 
tions and the ameliorative strategies adopted to 
combat them have been blurred and diffused. 

Minorities Distinguished From Victims 
of Social Injustice 

We would like to point out that the question of 
ethnic, religious or racial minorities is not similar 
to the question of the powerless people who need 
special opportunities. The ethnic, religious or 
linguistic minorities are entitled to two types of 
rights : (a) the right to equal protection of law and 
(b) the right to preserve their distinct identity as 
a group having its own culture, traditions and 
language. Majoritarian nationalism often insists 

on only the first and describes the second as 
appeasement. Considering the fact that every 
nation in modern times tends to be pluralistic and 
therefore contains sub-national groups conscious 
of their distinctness, an integrationist approach, 
which contemplates both of the above guarantees 
to the minorities, tends to provide for greater 
peace and stability. The Constitution of India 
provides for both of the above guarantees to the 
minorities. It guarantees them equality before the 
law and equal protection of law (Article 14, 
Constitution) and prohibits discrimination on the 
ground of religion, race, caste, sex, etc. (Articles 
15, 16 and 29(2), Constitution), also grants them 
the right to freedom of religion, (Article 25, 
Constitution) the right not to be imparted any 
religious instruction without their consent, (Ar- 
ticle 28, Constitution) the right to preserve their 
distinct language, script or culture (Article 29 (I) ,  
Constitution), and the right to establish and 
administereducational institutions ofthcirchoice 
(Article 30(1), Constitution). The minorities are 
not entitled to any reverse discrimination, which 
is provided for the Scheduled Castes, Scheduled 
Tribes and other Backward classes. To this list of 
beneficiaries of reverse discrimination, women 
are now being added recently.' 

The problem of unequal growth of various 
sections of society due to historical reasons is 
much more complex and needs a variety of legal 
and political strategies for bringing about equality 
than the problem of accommodating various 
ethnic minorities. Minority rights are now uni- 
versally recognised and they form part of the 
international human rights charter. According to 
the author, 'Malaysia, though not free of ethnic 
prejudice and discrimination, was never socially 
stratified in the manner that American or Indian 
society has been' (p. 94). In Malaysia, what is 
being done is the assertion of the majority's right 
against the Chinese and Indian minorities. It is 
somewhat similar to what the Indian Constitution 
provides in clause (3) of Article 16 which reads 
as follows: 
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Nothing in this article shall prevent Parliament 
from making any law prescribing, in regard to 
a class or classes of employment or appointment 
to an office under the Government of, or any 
local or other authority within, a State or Union 
territory, any requirement as to residence within 
that State or Union territory, prior to such 
employment or appointment. 

Article 16 (1) guarantees the fundamental right to 
equality of opportunity for all citizens in matters 
relating to employment or appointment to any 
office under the State. Since the residents of a state 
may require protection against persons coming 
from outside the state in respect of getting 
employment, Clause (3) of Article 16 has been 
made. It protects local people, who are often in 
majority, from competition with those coming 
from outside. The Malaysian legal provisions go 
further than the above mentioned Indian consti- 
tutional provision in so far as they discriminate 
not on the ground of residence but on the ground 
of ethnicity. They use the technique of reserva- 
tions in favour of the local Malaysians not only 
because they are backward but because they are 
ethnic Malaysians as opposed to the Chinese and 
Indian Malaysians. 

Auditing the Affirmative Action 

The author asks: under what circumstances, if 
any, are racial classifications and preferences 
permissible in remedial action? Are preferential 
policies applicable exclusively to historically 
oppressed groups or also to other groups currently 
handicapped? Are such measures necessarily of 
short term duration or can they be the basis of 
medium and long term programmes? The author 
also examines the following questions with ref- 
erence to the experiences in the United States, 
India and Malaysia: (1) How effective are laws 
which prohibit discrimination in eliminating 
discrimination, reducing prejudice and promot- 
ing mobility? Do they work or merely drive 
discrimination underground, i.e., make it less 
open? (2) If prejudice is overcome (or is absent), 
under what circumstances, if any, are discrimi- 
nation and barriers to mobility likely to exist? (3) 
What kinds of group-based preferences and what 

circumstances (if any) are least likely to reinforce 
group identities and can help to promote mobility 
and reduce prejudice? What kinds of preferences 
are most likely to reinforce group identities and 
prejudice? (4) What is meant by efficiency and 
merit? Can ethnicity, gender and other prefer- 
ences be compatible with the notions of merit and 
efficiency? (4) Do preferences always yield net  
benefits to the favoured group? Or, is it a mixed 
blessing of doubtful value? Are there effective 
alternatives to group based preferences? If so, 
what are they and what has their track record 
been? Do preferential policies constitute an easy 
and (apparently) cheap short-run solution to 
social problems? Do these, in fact, prove to be 
economically inefficient, even in the short-run, 
and avoid any long-term solution to the  social 
problems? And (5) can preferential policies, once 
instituted, be withdrawn or phased out without 
triggering a political crisis? 

The author asks when is group preferential 
affirmative action justified? Differences are 
bound to exist among individuals which rise from 
the differential in intellectual capacity, physical 
capacity, genetic reasons and so on and so forth. 
What is usually done is to provide equal oppor- 
tunities and the best ones will doubtless go further 
than the inferior ones. In a liberal society, such 
disparities arising out of performance and ability 
are not grudged. They are considered essential for 
social progress. This, however, presupposes that 
the competitors are on the same level. If a person 
works hard and succeeds more than the other who 
does not work so hard, her success is considered 
to be socially desirable and no intervention is 
called for. However, if a person cannot compete 
because of the factors beyond her control, inter- 
vention may be needed. For example, if a person 
cannot compete because of poverty, the State may 
give financial assistance to such a person to 
overcome poverty. But such financial assistance 
is not given because of her religion or caste or any 
other ascriptive factor but because of her poverty. 
Poverty is a non-ascriptive, secular criterion for 
entitlement to such preferential treatment. Any 
one who is poor and who is merited can aspire for 
such assistance. But can any one claim to get a 
job because she is poor? Obviously not, because 
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while society benefits by giving scholarship to a 
poor but merited student, it does not benefit by 
giving a job to a poor but inefficient person. The 
former is an input for providing equal opportu- 
nities, the latter is a sacrifice of public interest for 
helping a poor person. Poverty can therefore be a 
ground for preferential policy in respect of 
scholarship for education but not for recruitment 
to a job. But if there are two candidates who are 
equal in merit, could a person coming from 
poverty background not be preferred? Similarly, 
if two candidates are equal in merit, could one, 
who is physically handicapped not be preferred? 
Such preferential policies also subserve the cause 
of equality. But again, this is preference and not 
reservation, since both are equally meritorious. 

Types of Preferential Policies 

Preferential policies are of various nature: 
Where distribution of largess is concerned, 
preference may be given to persons of certain 
preferred categories such as physically handi- 
capped persons or persons who have suffered 
from an earthquake or famine or so on. All such 
policies are governed by secular considerations. 
Preference is given to individuals because of 
certain precipitating factors which they satisfy. 
The poor may be preferred for allotment of 
housing in a public housing scheme or a licence 
for a fair price shop or availability of certain goods 
at cheaper prices. All these are affirmative actions 
to mitigate the evils of poverty. Preferential 
strategies may be embodied in fiscal policies as 
well as in economic policies. These are affirma- 
tive actions which a modern welfare state has to 
take in order to provide for welfare of the 
comparatively weaker sections of society. 

Affirmative actions in respect of the Blacks and 
the SCsISTs and Backward classes are of a 
different nature. These actions are based on dis- 
crimination in favour of the groups which are 
identified by their race or caste. In the United 
States, it is in the nature of preference, in India, 
it is in the nature of reservations. Such discrimi- 
nation in favour of a group of persons on the basis 
of religion or caste or race is per se against the 

principle of democracy and equality. Such dis- 
crimination is, however, justified when it is 
undertaken with a view to undoing inequality 
which is the result of the past racist or casteist 
policies. Groups which have remained far behind 
others because of lack of access to education or 
other resources cannot compete with the 
advancedsections and, therefore, thegap between 
them will almost be permanent, unless some steps 
are taken to mitigate it. Therefore, greater 
opportunities will have to be given to suchvictims 
of social injustice to help them catch up with the 
advanced sections. Such victim groups have to be 
identified by their race and caste, as the case may 
be, which has been the basis of the past discri- 
mination against them. Therefore, protective 
discrimination is often based on such forbidden 
criteria as race or caste, where race and caste are 
not grounds for discrimination but are identifying 
criteria for such discrimination. True, the Con- 
stitution of India tries to secularise those criteria 
by using expressions such as 'the weaker sections 
of society' or 'socially and educatiorially back- 
ward classes of people' but for the purpose of 
greaterspecificity also uses the words 'Scheduled 
Castes and Scheduled Tribes'. 

Reservation means that a candidate from a 
category so earmarked is preferred for appoint- 
ment, even ifshe is less meritorious than the other 
candidate who does not belong to such a group. 
Only those who belong to those categories, which 
are identified by their social, economic and edu- 
cational backwardness, are entitled to such res- 
ervation. Mere poverty does not entitle a person 
to secure a job by reservation. Therefore, the 
Supreme Court did not allow the Union Gov- 
ernment to provide 10 per cent reservation for 
economically backward classes [Indra Sawhney 
v. India, 19921. Reservations were not contem- 
plated as a method for combating poverty. They 
were conceived as a strategy for combating 
backwardness, whichincludespoverty, which has 
arisen from caste injustice. The caste system in 
India has had the most debilitating effect on 
people and it will take generations for those 
people to overcome those effects. Poverty and 
backwardness overlap in most of thecases. Those 
who are backward aremost often poor but all poor 
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are not backward. SCs and STs in India and the White and Black children. The Court clearly said 
Blacks in the United States are invariably poor. that separate treatment was inherently discrimi- 
But there are poor higher caste people in India as natory and resulted in denial of equal protection 
there are poor Whites in the United States. of law. 

Affirmative actions in the United States and It is interesting that for some time there was a 
India differ in respect of reservations. The United conflict between the movement for racial equality 
States Supreme Court has shown greater allergy and the movement for gender equality. In order 
to reservation$ of jobs or seats in educational to avoid division among men, the supporters of 
institutions. It, however, allows preferences racial equality were willing to play down the 
wherever the White and the Black candidates are gender issues. This had infuriatedsome feminists 
equally positioned. It allows greater weightage to who retaliated by underplaying the movement for 
women candidates in order to facilitate their racial equality. However, later the feminists 
recruitment to services or admission to educa- realised that racial equality and gender equality 
tional institutions. could not be pitted against each other and, 

therefore, supported the movement for racial 
The American Experience and equality. In India, fortunately, the feminists did 
the radian Parallels. not experience such a dilemma. Women's 

movement in India is comparatively of a recent 
The American history of providing equality to the origin than the dalit movement, though the 
Blacks has been long and arduous. The author movement for social equality had an element of 
tells us how Jefferson's reference to slavery in the feminist thought right from the beginning. Jotirao 
Declaration of Independence was omitted in the Phule, the first Maharashtrian rebel against 
ultimate draftdt reflected the racist elements that Brahminism was also a crusader for man-woman 
lurked in the minds of the Founding Fathers of equality. Fortunately, the women's movement in 
the American Constitution. They survived for India kept its links with not only the dalit move- 
long even in the judgments of the Supreme Court ment but also with the movement against funda- 
of the United States. The Supreme Court's deci- mentalism and communalism [Kapur and 
sion in 1896 in Plessey v. Ferguson, in which the Cossman, 19961. An attempt is now being made 
doctrine of equal but separate was upheld, to draw a wedge between the backward classes 
manifested such racism. The American law pro- and women by raising objection to reservation of 
vided that the Blacks could not travel by train in seats for women in the Lower House of Parlia- 
compartments which were reserved for the ment and the state legislative assemblies on the 
Whites. There were different compartments for ground that such reservations would benefit only 
the Whites and the Blacks. This law was chal- the daughters and daughters-in-law of the higher 
lenged in the Supreme Court on the ground that castes/classes (Bahu Beti brigade). This could be 
it violated the equal protection clause of the overcome by providing that women of the 
Fourteenth Amendment of the United States Scheduled Castes and Scheduled Tribes would 
Constitution. The Supreme Court held that sep- share one third of the seats reserved for those 
arate treatment was not per se violative of groupsand their numberwould be included in the 
equality. If the separate treatment was an equal overall 33 per cent seats reserved for women. 
treatment, the equal protection clause was sub- Such provisions exist in respect of the panchayats 
stantially complied with. This doctrine is known andmunicipalities (Article243D, clauses (2) and 
as the doctrine of equal but separate. This (3) and Article 243T, clauses (2) and (3), Con- 
pernicious doctrine was ultimately buried as late stitution). There is no reservation of seats for the 
as in 1954 in Brown v. Board of Education, in Backward classes in the legislatures, so the 
which the Supreme Court under the leadership of question of reservation for women of that class 
Chief Justice Earl Warren mandated the states to should not really arise. Women of the Backward 
integrate all schools and abolish segregation of classes (those other than the ScheduledCastes and 
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Scheduled Tribes) would naturally be included in 
large number in the overall quota for women of 
33 per cent seats, since electoral considerations 
would weigh in their favour due to their numbers. 

Fighting Against Caste Tyranny: 
Pre-independence Era 

The author's account of theIndian history of caste 
discrimination tends to be rather sketchy and full 
of generalisations. His comments on Gandhi and 
Ambedkar are too sweeping. Both Gandhi and 
Ambedkar have grown with the times and it is 
unfair to hold them by what they said at a 
particular time during the early years of their 
encounters with their problems. True, Ambedkar 
'wished to ensure that, before the British left, 
dalits would gain a fair measure of social 
advancement, adequate legislative safeguards 
against discrimination, a degree of political 
organization and empowerment, and recognition 
as an independent ethnic group' (p. 45). But some 
expressions are less than fair to them. For example 
about Ambedkar, the author says: 

A brilliant lawyer and shrewd politician, 
Ambedkar had a strong hand and played it well. 
He gave qualified co-operation to the Congress 
in the period immediately before and after 
independence. In turn, the Congress recognised 
the need for reservations (quotas) for Dalits and 
tribals in the Constitution of free India. Gandhi 
(a 'twice-born' Vaisya) was uniquely equipped 
to deliver the support of the Congress (including 
its ultra-conservative Hindu elements) in this 
bargain (p. 45). 

This paragraph gives a very distorted vision of 
both Ambedkar and Gandhi, showing them as 
machiaveillianpoliticians. Gandhi being aVaisya 
or a 'twice-born' has absolutely no relevance 
here. Ambedkar's dalitness is relevant because he 
was securing certain rights for that victim com- 
munity and he belonged to it. But both Gandhi 
and Ambedkar could transcend the narrow 
bounds of their communal interests and consider 
that question from the point of view of national 
interest. For Gandhi, separate electorates for the 
Scheduled Castes were divisive of the Hindu 
society and ultimately of the Indian nation. For 

Ambedkar, separate electorates would have 
ensured greater political leverage to the depressed 
people. It is surprising that the author does not 
refer to the analysis of Ambedkar's contribution 
made by M. S. Gore in his book on Ambedkar 
[Gore, 19931. Further, the following observation 
is again unfair to Gandhi as well as to Ambedkar 
and is historically wrong. The author says: 'In a 
typical Gandhian move, Ambedkar was 
appointed Chairman of the drafting committee for 
India's Constitution, and Minister of Law in the 
first post-independence cabinet' [p. 4.51. 

Ambedkar had come to the Constituent 
Assembly after being elected from a constituency, 
which was in Bengal. During the shora term as a 
member, which abruptly came to an end when the 
constituency from which he had been elected 
ceased to be part of India due to partition, 
Ambedkar had contributed significantly to the 
debates of the Constituent Assembly. When his 
membership of the Assembly came to an end, the 
Congress party on its own thought it fit to retain 
his services for Constitution-making by getting 
him elected to the Assembly from the Bombay 
State (present Maharashtra). There was no bar- 
gain involved in this, though according to Gran- 
ville Austin, the CongreSs Party purposely 
surrendered some of its seats in order to bring in 
members of diverse viewpoints and also the 
minorities which had not been represented such 
as Christians, Parsis, Scheduled Castes, Sched- 
uled Tribes and women to the Assembly, in order 
to make it truly representative [1966, p. 13, 
footnote 441. What was the typical Gandhian way 
in such induction of Ambedkar? 

Protective Discrimination: 
Constitutional Mandate 

The Indian Constitution specifically provides 
for reverse discrimination in favour of the 
Scheduled Castes, Scheduled Tribes and other 
socially and educationally backward classes of 
people. The original Constitution, enjoined upon 
the State to 'promote with special care the edu- 
cational and economic interests of the weaker 
sections of the people, and, in particular, of the 
Scheduled Castes and the scheduled Tribes,' and 
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further mandates it to 'protect them from social or caste. Since the Constitution does not mcntion 
injustice and all forms of exploitation' (Article any limits to the extent of such discrimination, the 
46, Constitution). The Constitution, while pro- Supreme Court did it by laying down a rule that 
viding for equality of opportunity for all citizens reservation should not exceed 50 per cent of the 
in mattersrelating to employment or appointment total number of seats in an educational institution 
to any office under the State (Article 16(1), orjobs inpublic service [Balajiv. Mysore, 19633. 
Constitution), empowers the State to make 'any 
provision for the reservation of appointments or The phraseology used by the Constitution is no t  
posts in favour of any backward class of citizens uniform because each expression seems to have 
which, in the opinion of the State, is not ade- been used with a specific purpose. Clause (4) of 
quately represented in the services under the Article 15 uses the words 'socially and educa- 
State' (Article 16(4)9 Constitution). Such tionally backward classes of people'. Clause (4) 
provision for reservation Was constrained by of Article 16;which provides for reservation of 
another provision which saysv'The claims of the government jobs uses the expression 'backward 
members the Castes and the classes'. For a long time the Supreme Court held 
Scheduled Tribes shall be taken into consider- that the expression 'backward classes- in clause 
ation, consistently with the maintenance of effi- (4) of Article 16 had the same meaning as the 
ciency of administration, in the making of words 'socially and educationally backward 
appointments to services and posts in connection classes of citizens' in clause (4) of ~ ~ ~ i ~ l ~  5 ,  
with the affairs of the Union or of a State' (Article However, recendy the Supreme Court held 
335, Constitution). the words 'backward classes' had n narrower 

The original Constitution did not contain clause 
(4) of Article 15 which permits the State to make 
any special provision for the advancement of any 
socially and educationally backward classes of 
citizens or for the Scheduled Castes and the 
Scheduled Tribes. This provision was added by 
the Constitution (First Amendment) Act, 1951. 
Under Clause (4) of Article 15, the State has been 
given greater freedom to organise its affirmative 
action programme. It can be in the form of 
reservations in educational institutions, prefer- 
ential treatment in the distribution of largess 
including scholarships and loans for 
self-employment, etc. Since Clause ( I )  of that 
article says that the State shall not discriminate 
against any citizen on grounds only of religion, 
race, caste, sex, place of birth or any of them, 
Clause (4) of that article allows such discrimi- 
nation on the forbidden grounds, if it subserves 
the objective of bringing about the advancement 
of the socially and educationally backward 
classes of people and of the Scheduled Castes and 
the Scheduled Tribes. If discrimination is in 
favour of 'any socially and educationally back- 
ward classes of citizens or  for the Scheduled 
Castes and the Scheduled Tribes', it cannot be 
faulted on the ground that it is based on religion 

meaning than the words 'socially and educa- 
tionally backward classes' [lndra Sawhney v. 
India, 19921. These provisions must be 
distinguished from the provisions which provide 
for reservation of seats for the Scheduled Castes 
and the Scheduled Tribes in the House of the 
Peopleand the legislative assemblies of the states 
(Articles 330 and 332, Constitution). There is a 
time limit of 10 p a r s  for such reservation and that 
time limit was extended by constitutional 
amendments by 10 years every time. The present 
time limit is 50 years. But it is hound to be 
extended by constitutional amendment. There is 
no time limit for reservation of jobs or seats in 
educational institutions. The provision for reser- 
vation of seats in legislatures was in continuation 
of the earlier consensus reached between Gandhi 
and Ambedkar in the Poona Pact in 193 1. 

The restrictions which the courts have imposed 
on reservations under Articles 15 (4) and 16 (4) 
are not applicable to the reservation of seats in 
legislatures. These two types of affirmative 
actions need to be clearly distinguished. Reser- 
vations or affirmative actions under Articles 
15(4) and 16(4) are benefits derived by 
individuals because of their belonging to certain 
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disadvantaged groups. Here, whether an indi- 
vidual is really disadvantaged is an irrelevant 
Sactor. Her entitlement to reservation is because 
of her membership of a caste or a tribe. In view 
of the fact that the Supreme Court has now held 
that creamy layers from among the reserved 
category may be excluded, whether an individual 
is really most disadvantaged, has become rele- 
vant. Reservation of seats in legislatures also 
benefits the individuals who contest elections but 
the purpose is not to give them the benefit as much 
as to improve the representation of that caste 
group in the legislature. In respect of reservation 
of jobs, the individual is the main beneficiary and 
the community is benefited incidentally whereas, 
in the case of reservation of seats in legislatures, 
the community is the beneficiary and the indi- 
viduals get benefit incidentally. Both reservations 
are, however, intended to empower the 
disadvantaged communities. 

The Judicial Activism and Discourse 
on Protective Discrimination . 

Referring to the decisions of the Indian courts, 
the author says: 'With a few notable exceptions, 
Indian judges have been less activist than 
American judges and more cautious in tapping 
the "secret roots" for the "juices of life" referred 
to by Holmes' (p. 62). The author cites a para- 
graph from Marc Galanter's book [I9841 to 
support the above view. The view expressed by 
Galanter in 1984 needs to be reexamined in 1997. 
On the whole, the judges of the Indian Supreme 
Court, have been quite activist (liberal) so far as 
protective discrimination is concerned. The only 
exception is of the decision in State of Madras v. 
Champakam Dorairajan [I9511 in which the 
Court had held an order of the Government of 
Madras (now Tamil Nadu) reserving seats 
community-wise as constitutionally void. In fact, 
that decision was rather misunderstood because 
of an observation regarding the relationship 
between the fundamental rights and the directive 
principles of state policy. The Court said that 
when there was a conflict between the two, the 
fundamental rights had to prevail. The Communal 
Order of the Government of Madras did not 
reserve seats only for the Scheduled Castes or the 

Scheduled Tribes but distributed all the seats in a 
medical college among various castes and com- 
munities. This certainly violated the right to 
equality guarantee.d by Article 15 (1) of the 
Constitution. Barring such a solitary instance in 
which, though mistakenly, the Court was criti- 
cised for being reactionary, there is no other 
instance of judicial indifference to the cause of 
protective discrimination. 

There are obviously some limitations of the 
judicial process. One is that it is easier for the 
haves than for the have-nots to invoke it because 
of lack of resources as well as of know-how. It is 
the haves who have more often gone to courts to 
stall the programme of protective discrimination. 
Further, the courts' have intervened more often 
where the OBCs were invoived than where the 
SCs and STs were involved. The category of the 
OBCs, being more nebulous, was capable of 
manipulation by the politicians and, therefore, the 
determination of backwardness as well as the 
limits of protective discrimination had to be 
judicially monitored [Galanter, 19971. 

The Supreme Court's activism was invoked to 
constrain the power of protective discrimination 
given to the State so as to make it consistent with 
the right to equality before the law or the equal 
protection of the law. Although majority of the 
judges are drawn from the higher castes and 
classes [Gadbois, 1968-69, Pp. 3 17-36], they do 
not seem to have shown any bias against the 
SCsISTs or the BCs. In lndra Sawhney v. India 
[1992], the Supreme Court upheld reservation in 
favour of the other backward classes but imposed 
some curbs on the reservation power of the State. 
These two curbs were: (1) that total reservation 
should not exceed 50 per cent; and (2) that there 
shall be no reservation in promotion. After this 
decision, Parliament amended the Constitution 
and legitimised reservation for the Scheduled 
Castes and Scheduled Tribes in promotion (The 
Constitution (Seventy-Seventh Amendment) 
Act, 1995), and also reservations exceeding 50 
per cent in Tamil Nadu (The Constitution 
(Seventy-Sixth Amendment) Act, 1994). The 
Court's decisions thereafter show that it has no t  
taken objection to those amendments. On the 
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contrary, the Court has in most of the cases taken in the United States, the appointment ofthe judges 
favourable view of the claims of the backward of the Supreme Court is not so politicised. Since 
classes [See, particularly, Commissioner of Nixon's times the Supreme Court of the United 
Commercial Tax, Hyderabad v. G. Sethumad- States has been transformed from a liberal court 
hava, 19961. into a conservative court through appointment of 

judges. Judicial appointments in India are com- 
The basic difference between the Constitutions paratively more professional and the judges have 

of the Untied States and India is that the former generally projected themselves as apolitical 
was based on the philosophy of individualism and professionals. Yet, the Supreme Court of India 
minimum State whereas the latter is a product of has been consistently expanding the rights of the 
the twentieth century philosophy of an interven- underprivileged sections such as the dalits and 
tionist State. The Constitution of the Untied States women [Galanter, 1997; Sathe, 19931. 
guaranteed equal protection of law while glossing 
over the existing inequality in social, political and Excessive Emphasis on Reservations 
economic life. Affirmative action is implicit in 
the Indian Constitution and even reservations In India, unfortunately, there has been too much 
have been expressly provided for. The American focus on reservations. Reservations can be 
Constitution does not expressly provide for an meaningful only if other supporting policies are 
affirmative action and it had to be legitimised pursued. Since primary education has not been 
through judicial interpretation. Therefore, we made free and compulsory, as the directive 
constantly see ups and down in American pro- principle ofstate policy under Article45 required, 
gramme of affirmative action. It has gone only many SC and ST boys and girls do not come up 
upto preferential policies but has not accepted to the stage of higher education. Reservation of 
reservations. Affirmative action has been legiti- seats in professional colleges, therefore, benefits 
mised by the United States Supreme Court as an only a few. Similarly, very few can reach up to 
important component of the right to equal the level of competing for higher jobs. The result 
protection of law guaranteed by the Fourteenth is that either standards have to be relaxed to meet 
Amendment. the need to fill in the reserved vacancies or the 

posts remain vacant. A slipshod way of imple- 
Other two important differences between the menting the policy of reservation evokes anger of 

American and Indian constitutional scenarios on the elite community against the beneficiaries of 
protective discrimination are (1) that in the United reservation. Unless education and primary health 
States there is a division among the Republicans are provided to all the poor, even the Scheduled 
and the Democrats regarding affirmative action Castes and ScheduledTribes are not likely to reap 
in favour of the disadvantaged sections whereas the benefits of reservation. Reservations have 
in India all political parties have unanimously unfortunately become more a matter of political 
supported protective discrimination. The latest expediency than social justice. I t  i s  easier to 
constitutional amendments which removed the satisfy the lobby of the dalits by providing for 
constraints imposed by the Supreme Court reservations than by really combating poverty and 
through Indra Sawhney [I9921 decision were ignorance that prevail among them. Reservations 
passed almost by unanimous voting. The lone are, after all, helping only the more advanced 
dissenter was a Member of Parliament (M.P.) among the dalits or the tribals. They do not reach 
from Shiv Sena. Therefore, the policy of protec- a large number of people who continue to suffer 
tive discrimination in India does not have such from poverty and exploitation. Land reforms and 
swings as there are in the United States. The improving the purchasing capacity of the ordinary 
author tells us how that policy has suffered during dalit by satisfying her basic needs such as shelter, 
the tenure of President Reagan and how President work and education ought t o  have been given a 
Clinton is finding' it difficult to restore it during higher priority in the ameliorative programme. 
his term. (2) The second difference is that unlike The political elite has found reservation as the 
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safcst way of silencing the critics of its inaction 
on economic and social fronts and of appeasing 
the leaders of the dalits who are eager to show 
results in terms of sops even if long term interests 
of the dalits have to be sacrificed. 

The Malaysian Experience 

Malaysia provides an entirely different sce- 
nario. The past colonial regime had sustained 
itself onexploitation ofthe local communities and 
taken advantage of the cheap labour available 
from the Chinese and Indian immigrants. Initially 
immigration was encouraged to suit the conve- 
nience of the local aristocratic class. When the 
1930 census showed that the combined Chinese 
and Indian population had far outstripped the 
Malay population causing unemployment among 
Malays, and with the trauma of great depression, 
immigration control was introduced in 1933. The 
immigrants were mainly the Chinese and the 
Indians. By the Second World War, the Malays 
had regained their numerical ascendancy. The 
Chinese immigrants were enterprising and knew 
modern business and, therefore, established 
themselves well. The Indians fell into two cate- 
gories, wealthy traders, professionals and white 
collar employees at the one end and an exploited 
population of poverty-stricken estate labourers 
without means of mobility and hope of a better 
life at the other end. Britain ruled till 1949. In 
between, during the Second World War, it was 
occupied by Japan. The Japanese government 
treated Indians and Malays not as harshly as they 
treated the Chinese. 

Malaya failed to generate a powerful, united, 
nationalist movement in the years following the 
Second World War. In fact such a movement did 
not grow because of the colonial policy of 'divide 
and rule'. Protection of the local Malays had been 
the policy even of the colonial rulers. Since 
independence, such policies have been critical 
election issues. Malaysia has never been racist, it 
has been feudalistic. There is no history of slavery 
or untouchability in Malaysia. If any section of 
Malaysians hassuffered discrimination and social 
exclusion, it is the tribals. They havederived only 
marginal benefit from the preferential policies. 

Mostly the preferential policies have benefited 
only the middle and upper classes. The creamy 
layer concept, which the Indian Supreme Court 
has recently invoked in making reservations more 
selectively available to those who have not 
received them, has not been thought of in 
Malaysia. 

Impact of Affirmative Action 

The author assesses the impact of affirmative 
action policies in the US  in terms of improvement 
in the socio-economic status of the beneficiaries. 
He says that there are few studies of the actual 
impact. The affirmative action has targeted var- 
ious minority groups but the main disadvantaged 
sections are (1) the Blacks, (2) the Native 
Americans, and (3) women. The author writes: 

The civil rights movement, the Kennedy and 
Johnson presidencies, federal civil rights leg- 
islation, and aremarkable sequence of landmark 
civil rights judgments by the Supreme Court 
helped to create a trend which became evident 
in the actions of state legislatures, the lower 
courts, public sector agencies, professional 
bodies, educational institutions, private firms, 
and the public. Certain leads were accepted as 
signalling new values and a new perspective on 
what was acceptable or unacceptable conduct 
and, as a consequence, there was much volun- 
tary 'affirmative action' on the part of bodies 
with previously poor records in relation to 
minorities and women [p. 1 171. 

The Indian Supreme Court has also been 'very 
liberal in interpreting provisions regarding res- 
ervations but its decisions do not seem to have 
propelled similar action on the part of the private 
bodies, which still continue to nurse resistance to 
employment of dalits, tribals and women. Even 
today, the Indian Government has not been able 
to persuade the private sector to adopt reserva- 
tions in its labour practice. A strong dalit lobby 
monitoring the execution of the reservation policy 
in government and public sector organizations 
has, doubtless, improved the position of thedalits 
so far as jobs are concerned. Even now, dalit 
percentage in services continues to be negligible. 
But stagnation of the economy, increase in 
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unemployment caused by the new economic 
policy, and the loss of ideology by the political 
elite reflected through cases of corruption have 
together strengthened the resistance of the higher 
castes/classes to the policy of reservation. The 
fact that N.A. Palkhivala describes the decision 
of the Supreme Court on Mandal issues [Indra 
Sawhney v. India, 19921 as unfortunate [Palkhi- 
vala, 19971 is typically representative of the high 
caste/class bias against reservations/affirmative 
action. Unlike in the United States, where the 
Blacks have not merely relied upon the law, but 
have built a strong movement in favour of 
equality, thedalits in India have unfortunately not 
built a strong movement for equality. They have 
depended rather too much on reservations. This 
is quite inconsistent with what Ambedkar had 
visualised. Ambedkar envisioned reservations as 
a means to equality, the post-Ambedkar move- 
ment has unfortunately projected reservations as 
synonymous with equality. This has sharpened 
the acrimony between them and the others who 
see a threat to their own entitlements from res- 
ervations. In India, any suggestion for affirmative 
action in favour of the minorities and, particularly 
the Muslims, is considered as appeasement or 
communalism. Considering the marginalisation 
of the Muslims in services as well as politics, 
affirmative action to improve their position needs 
to be considered more seriously. Those who 
regard reservations in favour of the backward 
classes as casteist are bound to view reservations 
in favour of the Muslims as communal. But for 
promoting greater national integration, affirma- 
tive action to prevent such marginalisation would 
be desirable. 

The book is indeed a good contribution in so far 
as it gives so much information on the subject of 
affirmative action. It is weak in analysis because 
the canvass of comparison is vast and it under- 
takes comparison of the uncomparables. 

NOTES 

I .  Women have been given 33 per cent of the seats in 
panchayats and municip~lities by the Constitution (Seventy- 
Third Amendment) Act, 1992 and the Constitution 
(Seventy-Fourth Amendment) Act, 1992, respectively. A 
similar reservation for women in the lower House of Parlia- 
ment and the state legislatures is  contemplated by the Con- 
stitution (Eightieth Amendment) Bill, 1996, which lapsed 
with the dissolution of the Lok Sabha. 
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REVIEW ARTICLE* 

ISSUES IN URBANISATION: A TALE OF MANY CITIES 

Abhay Pethe 

Introduction General Issues: A Backdrop 

Urbanisation is an important - perhaps nume'ro 
uno - emerging concern in India for very obvious 
reasons. After all, the urban concentration of the 
third world population in general and India in 
particular has been growing at a tremendous pace 
(too rapid for some). So that especial attention to 
the concern of urban problems is urgently called 
for. It is in this context that the work, in relation 
to which the current article is written, assumes 
importance. It is acollection ofpapers andarticles 
written by a budding young scholar, Vibhooti 
Shukla, who tragically is no more. This inevitably 
means that even when one is being critical, one 
cannot help but feel a certain sense of poignant 
loss and sympathy that hence must pervade our 
treatment. 

The work covers a fair ground in the vast area 
of urbanisation and yet there are serious omis- 
sions which I shall mention a bit later. Perhaps 
one of the reasons (apart from the fact of one's 
own choice and the fact that one can only do so 
much) is that, implicit and explicit tenor of the 
book is dictated by quantitative approach to the 
problems. It is true that there are limits to this 
methodology, yet where it treads it does with 
rigour and clarity so that one is not kept guessing 
as to what precisely is being argued. This is in 
stark - and, we may add, not unwelcome - contrast 
to the other writing in India on the subject which 
has been largely verbose. What we do now is to 
kick off, by providing an entree into the subject 
matter so as to provide aperspective within which 
to situate the 'urban issues'. We then turn to the 
book fora selective review, and intersperse it with 
our (sometimes lengthy) comments. In the end, 
we dwell on the crucial issues related to slums, 
throwing in an illustration of Mumbai. We believe 
that without a discussion of slums, no treatment 
of urbanisation can even begin to pretend to be 
comprehensive. 

Urbanisation has always been positively asso- 
ciated with economic development. Urban area is 
not merely a place with high population density 
and an absolute population above a specified 
magnitude. It entails a specific attitude and 'cul- 
ture'. The concomitant social and institutional 
structures essentially emerge as a necessary 
consequence. Urbanisation when viewed nar- 
rowly however, refers to the process of positive 
movement over time, in a country's urban 
population. As per some rough estimates avail- 
able, nearly half of the total people in the world 
are urban dwellers. One of the crucial features of 
the trend in urbanisation the world over, has been 
large agglomerations or the coming into being of 
the so called mega-cities. These mega-cities have 
been continually changing in their characteristics 
and to some extent their nature. The number of 
metropolises has tripled the world over in the past 
thirty five years [Dogan and Kasarda, 19881. 
Projections indicate that there will be over five 
hundred by the year 2010, and thereafter forty 
more will be added every five years. The metros 
in developed world are expected to increase 
modestly from 110 in 1985 to 128 by the year 
2000 and 153 by 2025. In contrast, those in the 
Less Developed Countries (LDCs) will grow 
from 146 in 1985 to 279 in 2000, to 374 in 2010 
and are projected to rise to a massive 486 in 2025. 
Thus in 75 years (since 1950) metros in LDCs 
will grow 16 times! Also the large agglomerations 
will be concentrated in developing countries (1 14 
out of the 135 the world over). Of late however, 
there is a discernible shift in the pattern of growth 
in urbanisation. While the pace of urbanisation 
continues in Africa and South Asia, it has begun 
to slow down in the Middle East and especially 
Latin America due to various factors, some of 
which we will touch upon later. The good news, 
therefore, is that while the urban city growth 
continues in the third world cities, theacceleration 
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is clearly reducing. The 'plateau' will hence be cities have becomes sites of immense economic 
reached at much lower levels than earlier feared power. The once major manufacturing cities may 
[Paddison, et al., 19941. suffer an inordinate decline. 

As the twentieth century draws to a close, The Book 

massive developments in telecommunications 
The book under consideration is entitled 

and the ascendance ofinformation industries have Urbanisarion Economic Apart from 
led analysts and social commentators to proclaim the quantitative method that runs through the 
the end of cities. Cities, they tell us, should now entire book, much of the theoretical apparatus is 
be obsolete as economic entities. Of course, this provided by the idea of 'agglomeration effect', 
is not entirely true, for, while it may be true that which Vibhooti Shukla had worked on as a pb.D. 
the nature and characteristics of a city may student at the Princeton University. The essential 
undergo achange, it must be realised that whether idea is easily conveyed. Clearly, for firms, pro- 
it is globalisation or integration, there must be a ducers and even consumers there are advantages 
place where the work of globalisation gets done. in  being to producers and 
Fu,.themore, technologies (indu- consumers. Thus, it is more profitable for firms 

stries) require vast physical infrastructure con- to belocated in cities with large population rather 
than in sparsely populated areas. The extension 

taining strategic nodes with hyper concentration of the idea, that when a city becomes loo large 

of facilities. After all, even the most advanced there can be a negative effect on produc- 
information industries have to have a production tivity, leads to the idea of negative agglomeration 
Process. Once this is acknowledged, there is no effect. Thus, the analysis here has important 
way to keep out secretaries and cleaners! Thus implications for the city size. 
despite the deeply entrenched image of a global 
city, thanks to media, the importance and the The book has been divided into six sections, 
spatial dimension of major global cities ought not v~z. ,  (i) City Size* Productivity and Policy 
to be forgotten. Implications, (ii) Agglomeration and Migration, 

(iii) Sectoral Versus Spatial Considerations, (iv) 

Major cities that may be termed as global cities, 
have been centres for world trade and banking for 
centuries, but beyond these long standing func- 
tions, today's global cities are command points in 
the organisation of world economies; key 
locations and market places for leading industries 
and major sites for production, including pro- 
duction of innovations [Sassen, 19941. The new 
empirical and theoretical trends have made cities 
prominent once again in most social sciences. 
Cities have re-emerged not only as objects of 
study but also as sites for the theorisation of a 
broad array of social, economic and political 

Urban Structure and ~ m ~ l o ~ r n e n t  Dynamics, (v) 
Consequences of Urban Growth, and (vi) 
Research Agenda. Some of the papers have been 
individually written by Vibhooti Shukla whereas 
some others have been co-authored with eminent 
scholars in the field. Obviously, the treatment of 
the work in this article has not been uniform. 
Apart from the allowance for one's own biases 
and interests, the overriding concern has been the 
relevance to the Indian situation, thus some of the 
chapters on Sub-Saharan Africa and the Texas 
experience have been treated rather cursorily, 
except for the general implications or lessons that 
they may have for the Indian case. 

processes central to the current era: viz., glob- city size, productivity and policy ~ ~ ~ l i ~ ~ ~ i ~ ~ ~  
alisation, international migration, the emergence 
of specialised services and finance as leading The first part is divided into four chapters 

'growth sectors in advanced economies, and the dealing with different aspects of city size 
new type of inequalities. Thus, present day global including infrastructural requirements. It is 
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widely recognised that there are certain kinds of 
activities that are most productively carried out 
in an urban environment. The term agglomeration 
is used to describe the risk-spreading opportuni- 
ties of denser markets and the informational 
advantages that accrue to a firm located in close 
spatial proximity to its customers, suppliers and 
even competitors. The concept is used to 
cncompass both the size and concentration. 
Economists have characterised this advantage as 
being technological in nature, further it is 
assumed to be neutral in character. 

Agglomeration economies have been empiri- 
cally verified for the U S  as well as othercountries. 
Sveikaukas [ 19751 and Segal [I9761 estimated a 
5-6 per cent increase in productivity with every 
doubling of  urban size. Shukla [I9881 working 
with Indian data, measured an average of 9 per 
cent increase in factor productivity achievable 
upon a 100 per cent increase in city size, cor- 
roborating the presumption that the economies 
are even more relevant and important for less 
developed economies like India. Shukla's results 
imply that city with a population of 100,000 can 
be 23 percent more efficient than one with 10,000. 
They can be 5 1 per cent more efficient for a 
million city as compared to a city of 10,000. There 
is one problem here, one must wonder, whether 
the author has got her causation right. Could it not 
be that highly efficient and productive urban 
environs lead to large clusters? There is nothing 
by way of either verbal evidence or statistical tests 
provided to suggest that Shukla has after all got 
hold of the right end of the stick. 

' 

It is well known that developing countries 
including India have had policies affecting the 
location of industries. These measures are termed 
as 'industrial dispersal' policies and are meant to 
increase the contribution of the various regions to 
the national output. It is important to be clear 
about the target where these policies are aimed, 
the avowed objectives and the instruments being 
used to implement the policies. 

In constructing a theoretical model for a region, 
the aggregative representation of the region's 
productive possibility is : Q = G(N) F(N,K) (N: 
Population, K: Capital) where G(.) and F(.) are 
the technology's external (those governed by 
change in technological knowledge) and internal 
(governed by change in technique, given tech- 
nological knowledge) components, respectively. 
G'> 0 indicates that the agglomeration economies 
are present whereas F exhibits decreasing returns 
to scale. The decision problem leading to the 
determination of the equilibrium urban size in the 
region is given by : Max. G F(N,K) -wN -rK, (w: 
wage rate; r: interest rate) since individual deci- 
sion maker treats G as being constant. Here the 
output price is normalised to one and w'(N) > 0, 
which reflects the disamenities of scale as also the 
cost of attracting migrants from afar. All the 
behavioural traits are captured by the wage 
function and no separate utility function is pro- 
vided. The stage is now set to discuss the private 
equilibrium level of city size as an aggregate of 
employment functions of private firms and hence 
arrive at the implicit optimal city size. On the 
other hand, it is now possible to take into account 
the agglomeration effects and work out the social 
equilibrium and then compare the two equilibria. 
Intuitively obvious and hence none too surpris- 
ingly, the conclusion that emerges is that the 
social equilibrium is greater than the equilibrium 
size implied by the private considerations. This 
as a consequence has important implications for 
migration, for the suboptimality of size leads to 
suboptimality of migration rate and size. 

As an important application of the model we 
have the considerations of infrastructure defi- 
ciency and the consequent implication for the 
dispersal strategy. The region is defined as 
backward if it is deficient in infrastructure. Lack 
of infrastructure is seen as a general institutional 
barrier to the development of the region. The 
governmental social welfare function, which is 
required to specify the advantages due to the 
removal of the barrier (or lessening of it), is 
characterised by expansion in industrial 
employment. 
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After all, infrastructure investment in any used. Given these, of course, the results continue 
region is bound to have unambiguous rewards. to be illuminating bench-marks if used carefully 
But while there are a number of areas where for deriving real policy measures. It cannot be 
fruitful intervention is possible and a variety of overemphasised that important as such analytical 
actions which are feasible, a non-trivial decision studies are they provide bench-marks. Thus, it is 
problem arises because the governmentresources not at all straightforward to cite (as is done) this 
are indeed scarce. Under the specification of the paper in the book under review and argue that all 
problem it is seen that there is a case for diversion calls for stopping the influx in a city are wrong. 
of resources from region A to re,gion B provided One has to remember that the result is true only 
the divergence between the 'optimal' social and under strict assumptions andon techno-economic 
private size in B is greater than the similar criteria. Of course, the onus of showing why in 
divergence in the region A. This as a corollary reality these will not hold must now fall on the 
leads to some trivial results that are definitionally other party in argument and that such a paper 
self-evident and some others that provide exists means that argument can be so much 
bench-marks. These bench-marks can then be precise. A similar point of method may be made 
operationalised and econometrically tested using about the result about the superiority of capital 
real life data. An important proviso has to be subsidy. After all, in actual practice, in evaluating 
entered here: the optimal size (whether private or a system's performance, one should consider the 
social) as obtained here as well as the case for aspects of equity, efficiency and adequacy so that 
specific intervention may be invalidated if the the result reached on the basis of a narrowly 
implicit social welfare function disfavours large defined objective function may not be extended 
agglomerations for administrative, political or in a straightforward fashion to the real world. 
any other reasons. Whilst this is a serious lim- 
itation of this study under review, the fact that it The book now turns to an empirical exercise on 
is explicitly recognised means that the arguments the sources of urban productivity and city sizes. 
for or against may be clearly set out in a discrete The relevant chapter is broadly divided into three 
and hence more meaningfill fashion. Thus, in a parts. The first deals with a direct estimation of 
situation with agglomeration induced externality, firm production function, taking into account the 
the correction must be brought about by a gov- agglomeration influence. The second part deals 
ernment financed intervention. Independent of with some microfoundational issues as well as 
the target identification which was the concern looks into the 'wage-size relationship', whilst in 
thus far, the optimal instrument selection is the the third part, the localisation hypothesis is put 
present issue. Using the same simple model and under scrutiny. The chapter mentioned earlier 
neo-classical presumptions, and concerning one places a technological interpretation on the urban 
with a single region problem, it is possible to do agglomerative advantage, in consonance with the 
a bit of algebra to compare and assess the relative theory developed, which whilst imparting preci- 
efficiency of different instruments, specifically sion to the concept, narrows its meaning to some 
the labour versus capital subsidy. The results extent. The agglomeration estimates are derived 
show the capital subsidy to be consistently at the industry level, using the firm level data 
dominating the labour and output subsidies. derived from financial statements. There are three 
Within the plausible range of parameter values, it advantages in working with firm level data. First, 
is seen that the capital subsidy is about 20-35 per this is superior to aggregate data for recovering 
cent cheaper than labour subsidy for attaining parameters of production technology. Second, it 
optimal employment levels. Moreover, these may be possible to uncover sources of economies 
values are seen to increase with agglomeration enjoyed by a unit due to location. Thirdly, firm 
elasticity. Important as they are, in appreciating level disaggregation represents the best level of 
these results, it is necessary to bear in mind the data for ensuring exogeniety from an econometric 
strict limitations of the neo-classical assumptions point of view. Different specifications of pro- 
made, also the narrow objective function being duction function are used to derive the estimates, 
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such as the constant elasticity of substitution 
(CES), the variable elasticity of substitution 
(VES) and indirect estimation. For each of these 
different functional forms are used. Theestimates 
thus obtained uniformly show higher values than 
those rcported internationally, especially for US. 
But that is quite intuitive and indeed obvious. A 
growing developing economy would yet not have 
reached a stage where the diminishing returns 
have set in as against the case of developed 
ccononlics which have stabilised, save for the 
sudden shocks due to technological breaks. Also 
the results reported arc rather weak, in that only 
for two of the five industry classifications one 
finds :in invcrtcd U which is required for calcu- 
lating an optimum size. In any case the results 
rcported as well as the framework for formulating 
the questions provide a useful framework for 
conccptualisir~g and contextualising a firm's 
optimisation problem, in respect of location 
decisions in a manner compatible with macro 
formulations such as the equilibrium city size. 
Next the attention is turned to whether it is the 
localisation or the urbanisation economies that 
predominate in a developing country. One major 
problem here is the presumption of being able to 
distinguish between pure urbanisation and 
localisation, using the simple production function 
model given earlier. Using standard procedures, 
it is seen that any localisation influence is mea- 
ningfully discerned only for two industries viz., 
'Basic Metals and Alloys' and 'Manufacture of 
Transport Equipment and Parts'. All in all, it 
appears that the localisation influence, at least as 
captured by the narrow localisation variable used, 
viz., industry size, is very small in Indian cities 
compared with the more dominant urbanisation 
influence. In fact, one would suspect that these 
issues cannot be really looked at (leave alone 
settled) at the present juncture. The urbanisation 
process in India is far from near completion and 
as such any suchinquiry IS bound to fetch garbled 
results. Only after some stability is acquired in 
the process that econometric estimation will yield 
meaningful and stable parameter estimates. 

The next chapter concerns itself with population 
redistribution in sub-Saharan Africa and the 
policies pursued and institutional structures 
emergent in that region. I shall give this well- 
argued piece only a glance since in my reckoning 
it  does not offer any useful insight in studying the 
Indian situation. The article begins by posing the 
problem: Is there an objective way to determine 
optimal population distribution? It is pointed out 
that there need not necessarily be any superiority 
attached to a spontaneously arrived at distribution 
of people over space. The neo-classical free flows 
do not always emerge and a persistent spatial 
mismatch may arise due to immobilities, regional 
preferences and incomplete information. Gov- 
ernments alarmed at the erosion of already 
inadequate infrastructure, have both through 
exhortation and statutory measures tried to dis- 
courage an accentuation of what was believed to 
be unsatisfactory urban trends. City systems have 
been characterised in a negative way as being 
primate, non-generative and parasitic. 

As a component of productive infrastructure 
with the most explicit and pervasive spatial 
impact, transportation merits special mention. 
What mix of private and public sector financing 
is to be used has implications for subsidy corn- 
ponent contemplated. A situation of no account- 
ability or recovery will lead to disuse and wastage. 
Above all, social investment in health and 
education is very important and a general moral 
to be learnt is that concentration should be in areas 
with maximum multiplier effects and linkage 
possibilities, and that design of policies has to be 
incentive compatible rather than coercive. The 
book now turns to the more general issue of urban 
infrastructure and productivity. 

Investment in infrastructure represents the most 
potent instrument available to governments at all 
levels for promoting economic growth especially 
in the developing countries context. Spatial 
specificity is important. The relevant paper aims 
at empirically exploring the contribution of urban 
infrastructure to economic efficiency within a 
regional production framework. This is a detailed 
study looking at 60 items using urban district level 
cross sectional data in the year 1976-77 for the 
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state of Maharashtra comprising then of 26 dis- 
tricts. There are several interesting conclusions 
emerging from this study. If it is desired to obtain 
more accurate measures of the relative contrib- 
utions of various specific infrastructural compo- 
nents, it is advisable to use physical rather than 
financial infrastructure proxies. This enables 
purer formulation of public infrastructure as an 
input, and can provide a more explicit guide to 
regional policy making. The sub-components of 
several infrastructure categories contain both 
capacity as well as utilisation variables. Some 
useful insights about congestion o r ,  under- 
utilisation may be obtained by examining the 
relative success of each kind of index. It is 
observed, by and large, that with economic 
infrastructure, utilisation index coefficients fare 
better than those on capacity measures. For 
example, water consumption is better than length 
of the pipeline, or public transport service routes 
better than length of urban roads. This superiority 
of utilisation coefficients is reversed whilst stu- 
dying the social infrastructure, with number of 
public hospitals performing better than number 
of patients in public hospitals. Also different 
technologies matter, thus asphalt roads are better 
than total urban roads, i.e., they contribute more 
to regional productivity. The results are indeed 
very revealing. The positive sign of many of the 
elasticities of substitution indicate that infra- 
structure and private inputs are, by and large, 
substitutes. Moreover, in general, the elasticities 
between infrastructure and capital are higher than 
those between infrastructure and labour. Two 
points need to be made in this context. One, that 
numbers alone are not enough to provide useful 
and relevant results, but they certainly provide a 
basis for asking relevant questions. Second, 
whilst there is a great deal to be said for this 
exercise at this level of aggregation, a further 
dis-aggregation would lead to added utility. It is 
undoubtedly true that one cannot do without 
indices, but perhaps one needs to consider a 
specific urban area, look at its production struc- 
ture,and identify the kind of infrastructure that it 
needs. This information would lead to assignment 
of relevant weights in the construction of an 

index. Such an index, one would daresay, hc rnorc 
policy potent as well as more useful as an eval- 
uative device. 

Agglomeration and Miaratiorr 

In this part of the book, optimal migration, 
policy ranking and the scrutiny of' Harris-Todaro 
paradigm are dealt with. In the opening paper, it 
is demonstrated, that it is possible to utilise urban 
economics to identify socially optimum levels of 
urbanisationand by implication, optimal levels of 
rural-to-urban migration. A 1983 United Nations 
survey of 126 governments of less developed 
countries found that all but three small island 
nations did not consider the distribution of their 
populations 'appropriate' : more than three quar- 
ters stated that they werepursuingpolicies to slow 
down or reverse internal migration. These 
policies do not have a remarkable success record. 
May be that this lack of success is due to the fact 
that side by side with congestion and pollution, 
there are remarkable agglomeration economies to 
be reaped, conferred by urban concentration. 

Although thccapital subsidy is cheaper than the 
outputsubsidy, the difference between capital and 
labour subsidies cannot be signed analytically, 
that is, one cannot determine a priori whether the 
difference between the capital and labour subsidy 
has apositive oranegativesign and this is a purely 
empirical question contingent on specific data at 
hand. Fortunately, simulation experiments under 
plausible conditions can be conducted which 
yield interesting insights. Based on earlier 
research and complemented by work reported 
here, it is concluded that subsidising capital 
utilisation may be a more efficient means of 
bringing about socially optimal levels of indus- 
lrial production, urban concentration and rural to 
urban migration. Thus the important insight here 
has to be that although migration is a labour 
market phenomenon, an optimal response there 
may be got by intervention in the capital market. 
This is akin to the view that in certain cases, a 
rupee spent in rural area may be more beneficial 
for urban situation than the same expended in the 
urban area. 
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Urbanisation processes and the impetus for city The book now turns to the question of the 
growth in LDCs continue to attract much interest. Coexistence of high wage rates and unem~loy- 
Underlying this interest is the recognition of the ment in the urban Libour markets of LDCs- BY 
empirical association between urbanisation and and large, this simple question has not been 
economic development. Also of interest are the properly answered or discussed in either devel- 
pol,cy concerns with the problems of cityward opment or migration literature. The standard 
migration and urban unemployment. The many approach has been to the high wages On 

variants of the ~ ~ ~ ~ i ~ - T ~ d ~ ~ ~  model (1970) have institutionalfactors. The question thenmust arise, 

addressed the issue of migratory responses in the that if the framers of wage legislation are aware 
face of sector specific institutional rigidities and of expected income model and if they believe that 
the consequent inefficiencies, have ignored the agent behaviour is indeed captured by the model, 
tremendous exercised by the economies of then such ainstitutionally hiked wage will lead to  
urban agglomeration.  hi^ relevant paper incor- further increase in migration and hence unern- 
porates the agglolneration economies in the ployment. This result is further strengthened 

dualistic model of a developing economy. when it is realised that the firms will switch over 
Simulations of the model specified under from high cost regimes (artificial) and shift away 

expenditure-income frame are carried out. Hav- to places where the wage costs are lower. A more 

ing considered two intervention options, uniform plausible explanation is the so-called efficiency 

wage subsidisation and differential optimal wage wages which will be above the market clearing 

subsidisation, a welfare superiority of subsidisa- levels. In all this it is important torealise that many 

tion with attention to agglomeration economies, of the productivity gains that arise from the fact 

as against that ignoring such effects, on the of urban labour force being larger than the 

grounds of both cost as well as benefits, is employed, are external to the individua! firm and 

established under plausible conditions. Even are reiated to agglomeration econc.niLs. These 
considerations are clearly in contradiction with 

where cost superiority is not demonstrated, it may 
the more standard paradigm, viz., the Harris- 

still be the case that the benefits outweigh the Todaro model whose variants crucially depend 
increased costs. Analytically, the presence of on the assumption of rigid urban institutional 
%glomeration economies breaks the p re  wage, in the postulated 
viously construed optimal prescription involving expected income-migration response leads to 
equal subsidisation across sectors even when they  unemployment^ The relevant paper contains a fair 
are characterised income-1ed amount of analytical work, albeit within the 
migration and calls for a higher rate of assistance standard neoclassical micro foundations frame- 
to urban as against the rural productive activities. work. Whilst the analysis serves to establish a 
This must fly in the face of consistency between the dualistic urban wage rate 
consider the urban activities as being largely postulated in the expected income-migration 
parasitic in nature. The nature of models con- model, with an economies expla- 
strains (necessarily) the kind of results that are nation, it stops short of fully explaining [he 
Xhieved. the stringent assumptions in the forination of the institutional wage rate. For that, 
analytical exercise mean that the results have to themodel will have to be broader and cast in 
be treated with caution, at least SO far as robust- ofrational behaviour of firms. ~h~ current paper 
ness of the results to more general setting is not thus provides a synthesis and an explanation of 
established. Three further research areas are stylised LDC urban labour market phenomena 
mentioned. One, the microfoundations of such as dualism and institutional wage rigidity. It 
agglomeration economies are to be investigated. is also provocative, thus providing intermediate 
Two, the financing sources and administrative insights that'should invite fresh research in sev- 
costsaretobe explored s~stematically.Third, the eral related aspects. Perhaps at this juncture, a 
legitimisation of urban informal sector and detour concerning the informal sector (which gets 
rigidity of the wage rate for formal sector. only a marginal treatment in the book) may not 
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be out of place. The paper in the book looks at 
this sector from the firms' point of view, but there 
is also a case from the viewpoint of the members 
of the so-called informal sector. 

Informal Sector 

The heterogeneous nature of urban economies 
is well documented in the literature. At the risk 
of simplification, it has been suggested that there 
are two parallel sectors of activity, which provide 
employment to the urban labour force. These two 
streams are popularly labelled as the formal and 
the informal sectors. The enterprises in the 
informal sector are hypothesized to have virtually 
no access to credit, skills or technology from 
private or public institutions, such as banks, 
training institutions, etc. In reality, there is no 
such clear cut demarcation and there is always an 
overlap, leading to a continuum [Sethuraman, 
1 9761. 

Informal sector was attempted to be defined for 
the first time by an ILO mission which studied 
employment situation in Kenya in 1972 [Hart, 
19731. Yet, the term informal sector has eluded 
precise definition because there is no agreement 
on the nature and characteristics of the informal 
sector. Far less is there an agreement on the role 
it can play in the development of an economy and 
the measures needed to develop the informal 
sector itself [Mujumdar, and Lall, 1992; Lall, 
19891. Various appendages like unregulated, 
unregistered, residual, peripheral and self 
employed sector have been used to describe this 
sector. In the past there had been a neglect of this 
sector perhaps due to the perception that it is too 
amorphous. The one area of consensus is that the 
existence of 'informal sector' is inevitable in the 
context of an urban industrial economy. Further 
there is a recognition that activity in this sector is 
decidedly no t  in the nature of an 'apology for 
employment' but is most of the times viable and 
may indeed occupy a position comparable to any 
productive activity in any of the other sectors in 
the economy. Indeed, activities in the informal 
sector arise as a response to the perceived or felt 
demand in the market. One study that makes a 
distinction between formal and informal sector 

[Bapat, 19921 clearly states as follows: 'Thc 
possibility that the informal cconorny with its 
emphasis on tertiary activities, may bedeveloping 
at a rate faster than other sectors of the national 
economy and thus taking up some of the slack 
created by inadequate growth rates in well doc- 
umented modern sector, cannot be dismissed on 
a priori grounds. When half the urban labour 
force falls outside the organised labour market, 
how can we continue to be satisfied with eco- 
nomic indicators of economic performance which 
ignore their productive activities?'. The pertinent 
question raised in this context is whether we want 
to shift the emphasis of income opportunities in  
the direction of formal employment for its own 
sake and, if so, how or only to reduce the pro- 
portion of socially disapproved informal activi- 
ties in those activities where the marginal 
productivity is too low? In view of the limitations 
of the earlier classifications (dualistic, organi- 
sed/unorganised, etc.) the dichotomy between 
formal-informal was regarded being both, 
meaningful and convenient. Here the concept of 
the 'informal' sector, one has in mind, refers to 
'the small and unprotected producers in the urban 
economies who on account of being in disad- 
vantaged position areunable toderive the benefits 
of development and contribute to the process of 
development to the full extent of their potential' 
[Mitra, 19941. Yet they undoubtedly form a cru- 
cial and substantial part of urban economies 
[Papola, 19811. In all this is implicit a plea for 
providing a 'level playing field' (a phrase pop- 
ularised by domestic entrepreneurs in the context 
of globalisation) vis-a-vis the forma1 sector. For, 
in dichotomising, we must not lose sight of the 
total production system with the provision of a 
range of functions from credit availability to 
marketing promotion, otherwise we would have 
lost an opportunity to augment the capital accu- 
mulation emanating from this sector. 

We may say that sluggish industrialisation and 
bias for labour saving technology restrict the 
process of productive absorption of labour. Sus- 
tained growth of income originating from orga- 
nised activities may raise the overall growth to 
reasonably high level, but it does not cater to the 
need for productive income generation of 
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unskilled variety of labour. This gives rise to 
informal sector activity, characterised by low 
capital intensity, high degree of competition in 
the product market, small operational units and 
unskilled nature of labour which generate meagre 
earnings. Urbanisation as mediated by the growth 
of informal sector is accompanied by urban 
poverty on the one hand and growth of slum and 
squatter settlements on the other [Mitra, 19941. 

Rural Urban Shifts 

Immediately after this paper is a review article 
written by Vibhooti Shukla on a related theme: 
'Rural Migration to an Indian Metropolis: 
Examining the microfoundations of the Harris- 
Todaro Paradigm', review of a book by Biswajit 
Banerjee, which is a case study of Delhi. 
Theoretical development of the migration model 
due to Harris-Todaro [I9701 has come along way. 
Taking into account many obvious facets of 
LDCs, it rapidly proved to be an attractive alter- 
native to Lewis' model. The model's solution 
features an economy in underemployment 
equilibrium, which is off its production efficiency 
frontier, as a result of harbouring a serious 
intersectoral misallocation of labour resources 
wherein a part of the rural labour force removes 
itself from productive agricultural activity and 
migrates to urban areas. In general there are four 
sub-hypotheses which are on trial: (i) migration 
is a response to the rural-urban difference in 
expected income. (ii) The would-be migrant 
experiences job uncertainty in particularistic 
terms whilst enjoying general information 
regarding destination employment possibility. 
Thus he is precluded from the rural job search and 
encouraged to seek an urban job. (iii) The infor- 
mal sector is a residual sector. (iv) There are 
institutionally determined high wages which fail 
to equalise the formal-informal wage-rate 
through market clearing. 

The dominant reason advanced for migration is 
the absence or inadequate economic opportunity. 
To infer from this that rural development effort 
or investment in rural income generating activi- 
ties will stem the tide of migrants, a classical 
Harris-Todaro prescription, will hold only if only 

the poorest migrate (which is not the case!). Thus, 
for examplqthe assumption that rural folk migrate 
on the basis of general information and search for 
specific opening does not hold for the case of 
Delhi. The study vindicates urban growth through 
migration as being privately welfare augmenting 
and not merely the result of mass miscalculation. 
By and large, it appears that the rural migrants 
know what they are doing when they make the 
move. Compelling evidence of migrant rational- 
ity must call into question the view of migration 
as social cost and private mistake. Also, the value 
creation is not limited to formal sector alone but 
extends importantly to informal sector too, as we 
have already noted. In considering the rural-urban 
shifts, one gets the lurlung suspicion that 
according to the view under scrutiny somehow 
(a) it is a negative process, and (b) that the rural 
folk are to be blamed for this 'irrationality'. To 
set the record straight about the reviewers own 
views on the subject, it might be pertinent to say 
a few words. 

It is common knowledge that considerable 
attention has been paid to the rural urban shifts 
and the consequent overurbanisation. Now, 
upward income mobility, involving locational, 
occupational and industrial shifts of the individ- 
uals and their incomes, along with progressively 
better income opportunities has always been 
considered to be a most important feature of 
economic growth [Kuznets, 19661. Of course, the 
increase in population takes place due to natural 
causes as well as migration. The demographic 
features, generally, are such that even a deceler- 
ated influx of rural workers leads to  the vexing 
problem of productive absorption of labour force 
[Todaro, 19761. It is now well recognised that 
both the 'pull and push' factors are operative 
[Sundaram and Tendulkar, 198 81. As an offshoot 
of rural-urban shift is the overurbanisation thesis, 
which had considerable currency during the 
decade of 3.9 per cent growth in urbanisation, 
even in India. This thesis propounded by Hoselitz 
[1953, 19571 and Bairoch [1975], noted that the 
share of industrial employment of the third world 
countries was unusually low as compared to the 
historical experience of the currently developed 
countries [Sovani, 1966 and Williamson, 19881. 
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Davis and Golden [I9541 examined the rela- Unfortunately, one of the consequences of this 
tionship using cross sectional regression and influx, given the lack of provisioning, has been 
outliers were interpreted to have overurbanised. the concomitant creation of slums, to which we 
The emergence of this mismatch between shall turn at the end of this paper. 
industrialisation and urbanisation in Asian 
countries came to be interpreted as 'ov&urbani- An important point needs to be mentioned in 
sation'. The main cause of overurbanisation is to this context. Whilst i t  may be worthwhile to see 
be traced to the increasing Pressure of population the rural urban wage differentials and focus on 
on the farm land in a densely populated agrarian the income strata of those actually migrating, it 
economy. It is clear that if urban area is not will not explain the whole picture, There are 
dynamic then Poverty will coexist in both the different motivational forces operating for dif- 
urban and rural areas. Rural migrants pushed into ferent agents, further there is a community based 
cities are forced to engage themselves in the networking that is operational, which leads to a 
informal service Sector in the face of sluggish chain of migration. Further urban areas work as 
prospects in the highly paid industrial segment.  reservoirs of hope' which play a crucial role in 
One recommendation favours rural restructuring this process, 11 may be Peninent to quote Ignacy 
for labour absorption. In a similar vein, Biplab Sachs who says, .they (cities) work as gigantic 
Dasgupta has that perhaps One way Las Vegas, in the sense that bulk of them are 
improve the urban situation and ease the strain on gamblers. Except that games are different. The 
delivery systems i s  to spend more on rural sector. rewards may look in terms of high 
Of course, the industrial growth in the third world price of tickets, in terms of daily life difficulties, 
cOunuies has not been there the important thing is that there are for 
has been a slowing down of in flu' info urban some. ~h~ large cities are places of hope while 
areas. Indeed informal sector has been put in a the drudgery of life (in their rural situation) looks 
disadvantageous position due to the more hopeless' [Dogan and Kasarda, 19881. These then favourable condition available to the modern become important considerations if one is to economic activities. State help - mainly political 
will - is thus required to create a level playing fathom the reasons for migratory behaviour. Hard 

field. This image is in contrast to the image that traditional modelling, however rigorous, will be 

emerges from the overurbanisation thesis. of no avail. 

There are a plethora of loose ends., e.g., does it 
mean thatslowingdown will help?There has been 
no evidence to support this. Indeed, the fact of 
slowing down has not elicited any positive 
response from the academic experts. The premise 
of excess labour supply caused by influx of rural 
migrants runs, as Kannappan [I9831 argues, the 
'risk of sweeping the urban ills under the rural 
carpet'. According to him this requires the 
assumption that the rural-urban transfer is an 
irrational process. Even if there is no immediate 
possibility of absorption of the rural migrants into 
gainful formal activity, they will continue to stay 
(as we have argued earlier) if there is a possibility 
in the near future, for, from their point of view, 
unemployment or under employment would be 
transient in nature, especially when they do not 
have apossibility of earning more in the rural area. 

Sectoral and Spatial Considerations 

The author now turns to sectoral versus spatial 
considerations. This part has three articles of 
which the first one is on 'Pace of Indian Urba- 
nisation'. The paper begins by critically looking 
at a model proposed by George Tolley [Tolley, 
1984; Tolley and Thomas, 19871. He proposed a 
simple supply driven urban growth model for the 
two-sector economy of a country closed to foreign 
immigration and to emigration but open to trade 
in commodities. Contrary to  the 'traditional' 
income elasticity driven view of development and 
urban growth, that emphasises domestic demand 
factors and makes prices endogenous, Tolley sets 
out to enunciate a more general explanation, one 
applicable in the international trade setting where 
countries could be considered to be price takers. 
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A prediction of the conventional model 
of urbanisation has growth in urban productivity 
leading to less, and that in non-urban productivity 
to more, urbanisation, spatially. Given that rising 
productivity in urban areas enhances cities' 
ability to compete in international markets and to 
compete with production in rural areas, Tolley 
claims that the idea that urbanisation is primarily 
explained by massive changes in relative prices 
of urban goods is not appealing.The present paper 
by Shuklais an attempt toextend the Tolley model 
and verify its relevance and validity for India. The 
whole of India and at a more dis-aggregated level 
her states are subjected to empirical explorations. 
Detailed study using the Indian data reveals that 
only for three states, viz., Maharashtra, Rajasthan 
and Uttar Pradesh, do predictions conform to 
reality. The thrust of the results of the state level 
simulations indicate a widespread overprediction 
which is in conformity with the result obtained in 
the national level exercise. In order to explain the 
deviation of reality from the model predictions, 
reasons from several broad categories may be 
considered, e.g., (i) structural economic factors 
are not considered in the model. The wage 
equalisinglabour force transfer mechanism of the 
model may not be realistic for India. Several 
structural factors may be present which account 
for non-uniformities in mobility propensities 
amongst different states. General economic 
backwardness, institutional dualism, rigidities in 
asset and labour markets can render the rural 
population inoptimally mobile from a strict pro- 
ductivity view-point, resulting in either excessive 
or deficient flows. (ii) Sectoral complexity is not 
accounted for by the typical analytical classifi- 
cation. While it appears that rural poverty and 
landlessness contribute to the unproductive 
urbanward migration, agriculture is not the sole 
employer in the rural areas. Indeed, agriculture 
and manufacturing do not exhaust the possibili- 
ties of employment in either the urban or rural 
areas. (iii) Public policy intervention and its 
impact are not considered. A reasonable course 
of policy might be to encourage rural non-farm 
activity in the overurbanised states, whilst letting 
the natural forces of urbanisation responding to 
intersectoral productivity differentials in those 
that are not. 

Whilst it is possible toevaluate the performance 
on the basis of the predictability, the other way is 
to normatively rationalise the results, keeping in 
view the restrictiveness of the model assumptions 
and, hence, its optimality. Whilst it is true that 
alternative traditional explanations do not fare too 
well either, it is of little solace and the conclusion 
is inescapable that there is a real need for realistic 
analytical extension of the model in its empirical 
manifestation. The simplistic two-way classifi- 
cation of employment avenues is simply not rich 
enough to capture the complexity of reality. 
However, it does serve as a useful benchmark for 
a starting point of useful analysis. 

The second article is concerned with the rural 
non-farm activity and is an empirical analysis of 
the case of Maharashtra state. The rural non-farm 
sector in India has been growing in aggregate size 
and appears to have a significant impact on the 
augmentation process of the rural non-farm 
income. This is important to note, especially, 
since most dual economy formulations, be they 
guided by growth or equity considerations, 
oversimplify the spatial dimension of economic 
development by locating the non-farm activity in 
urban areas. Here, the rural non-farm sector is 
perceived as regional labour market competing 
for labour with the spatially coterminous agri- 
cultural sector and the physically removed urban 
sector that is linked with the rural through labour 
migration flows. The paper then goes on to 
conduct both static and dynamic estimations 
using several relevant variables. The contribution 
envisagedfrom this paper to the study of non-farm 
sector has been primarily one of offering a para- 
digm to examine the substantive issues relating 
to rural non-farm employment in a regional 
framework that explicitly emphasises the role of 
sectoral and spatial dimensions in affecting rural 
labour market flows. Where the theory was absent 
or ambiguous, several substantive insights have 
been afforded by the case study analysis here. One 
could not agree with the author more when she 
asserts that: 'A challenging research agenda 
awaits'. 
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The third article from this part deals with the 
rural non-farm employment i0 India: Issues and 
Policy. The rural non-farm sector is expected to 
feature in sectoral policy debates regarding 'im- 
miserizing' agricultural growth and calls for the 
rapid diversification of rural economic activities 
away from agriculture, as well as those relating 
to the consequences of alleged 'urban bias' in 
policies. This area of research assumes added 
importance when it is recognised that it is phys- 
ically impossible that the structural transforma- 
tions that accompany economic development will 
be articulated through massive movement to the 
cities. Agricultural and labour market linkages are 
investigated by Vibhooti Shukla using four cru- 
cial variables, viz., consumption, production, 
migration and labour force. It is seen that the 
consumption linkages are by far the most strong 
and significant. The production linkages (back- 
ward, via the processing industry) are rather 
weak. The rural in-migration rather than 
out-migration shows the greatest affinity to 
non-farm employment growth. Generally, strong 
spatial consumption linkages are seen between 
the agricultural and non-agricultural subsectors 
of the rural economy. This observation that con- 
sumption linkages are stronger than production 
linkages is not peculiar either to this study or to 
this country. Finally, it is found that emphasis on 
efforts to support industrialisation in already well 
developed areas may yield higher pay-offs (first 
law of development in operation). It is also noted 
that substantial rural employment in manufac- 
turing does not spontaneously take place in rural 
areas in the presence of more competitive urban 
locations. To the extent this is artificial, corrective 
policy measures are called for. In respect of 
infrastructure provision, one of the most effica- 
cious instruments for generating overall non-farm 
employment growth appears to be capital 
expenditure on major irrigation projects and roads 
which should not surprise anyone. 

City Structure and Employment Dynamics 

This part of the book deals with city structure 
andemployment dynamics. We will not deal with 
this part in too much detail as it is purely technical 
and pertains to a Western city, viz., Dallas Fort 

Worth, which provides little insight for the Indian 
situation. The treatment here is reminiscent of the 
work of Jay Forester [ 1975). 

The first article looks at firm location and land 
use in discrete urban space and tries to answer the 
question about the implications of intra- 
metropolitan firm location choices to the urban 
form. An understanding of employment 
decentralisation is central to the understanding of 
the 'new urban form'. An innovative feature of 
the study is that it seeks to account for multidi- 
mensional spatial interactions in a way not pos- 
sibie in purely monocentric approaches to the 
problem. In fact at the end of all the technical and 
theoretical arguments the conclusion that 
emerges is that polycentric or multicentric 
approaches are the only meaningful ones, so that 
one can no longer' follow the traditional method 
of identifying central business district (CBD) and 
look at suburbs as residential extensions. This is 
clearly the unifying theme through the article 
which links the employment (spatial) dynamics 
to business cycles, and shows how the employ- 
ment gravity is clearly to the north of CBD in case 
of Dallas Fort Worth. The tale of centre city 
decline is statistically as well as graphically 
worked through in the final article of this part, 
which is too specific and hence of limited interest 
to us: That brings us to practically the last part of 
this book. That is because the very last part is 
largely speculative in nature dealing with the 
thinking of the author about various issues, the 
research agenda as yet unfinished, e l  al. Though 
this gives insights into the working of a creative 
mind of a young bright scholar that Ms Vibhooti 
Shukla undoubtedly was it contains no concrete 
research and as such will be given a go by. 

Environment, Energy Use and International 
Agreements 

This part deals with the relevant and contro- 
versial issues of environment, energy use and 
international agreements. The first article in this 
part deals with the environmental consequences 
of urban growth and seeks to provide a cross 
country perspective. There has been a strong 
revival of interest in environmental matters in 
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developed countries and a long overdue recog- revealed weak or no association between coun- 
nition o f  environmental problems in countries trywide emission rates and urbanisation as dis- 
that have come late in the development game. tinct from effects of incomes, population and 
World Resources Institute, in 1989, characterised share of manufacturing activities. A related 
six urban trends that are supposed to be important observation is that environlnental problems are 
in considering environmental problems arising no problems at all when urban densities are 
out of human settlements. They are as follow: (i) manageable. Further research needs be con- 
~h~ proportion of people living in urban areas is ducted to find the directly measurable deleterious 
increasing. (ii) Urban popu~ation is increasing at effect of pollution due to increased congestion. 

a higher rate in LDCs as compared to the devel- 
oped countries. (iii) In the LDCs, large absolute The World Resources Institute air 

number increase is expected in urban dwellers. quality in most large cities in developing cOun- 
( iv)  ~h~ number of cities in all size categories are tries to be far below that of the cities in Western 
rapidly increasing in LDCs. (v) The megacities and America and the 
are growing faster in L D ~ s  while the rate of acceptable international standards for good 

growth of megacities in developed countries is on health. The report noted the particularly poor 

the decline. And (vi) the distribution of people quality of air in cities in India that are indus- 

living in absolute poverty is shifting from rural to trialising and depend on wood and coal for fuel. 

urban areas. Whilst one may not question the High carbon monoxide and sulphur dioxide levels 

growth in urbanisation and industrialisation in of automobile exhaust were also noted. Rigorous 
empirical studies reveal a well articulated these countries in their quest for higher standard . 

of living, it may be pertinent to ask ifthe attendant inverted U relationship between city population 
and micrograms of pollutants per cubic meter of changes are desirable or costless. This paper 
air volume, especially for developing countries. attempts a quantitative assessment of the envi- 
By and large, the results confirm the positive ronmental consequences of urbanisation in gen- 
impact of urban densities (measured overall city era1 and city bigness in particular. The study also as well as micro level persons per room), 

the local of urban P~~~~~~~~ with the results being more significant in the case 
the ambient air quality Over of latter measure. There are hawever no signifi- 

'One lypes. After the LDCs are thought cant results of relationship between pollutant 
to hold potential for much greater pollution than presence and city sizes, which however in no way 
is anticipated for developed countries, given that diminishes the problem of urban pollution. There 

the former have a long way lo go in the path of are cost effective ways of curbing emissions that 
industrialisation. Since it cannot be assumed that need to be in place and quickly, in 
the develO~ing CountrY strategies for combating metropolitan regions. o n l y  higher incomes and 
pollution will or should follow developed econ- better knowledge, combined with enlightened 
Omies? there may be "'Iue in comparing the policies, will ensure that the incremental pollution 
differences and simulating the two contexts. As in the future will be limited to manageable limits, 
already noted urbanisation is progressing rapidly The book now turns to considering international 
in LDCs. agreements for global environmental protection. 

Empirically, the expansion of non-agricultural 
production pattern goes hand in hand with urba- 
nisation, since such production is most suited for 
urban areas. This becomes an important channel 
through which rising incomes are translated into 
urban growth. When different proxy variables 
were used in the context of studying the structural 
features o f  the development problems these 

Early global environmental research focused on 
the scientific basis for linking emissions toglobal 
environmental quality. Only recently has there 
been a growing recognition of the human 
dimensions of the subject as well as the role of 
public policy. The primary purpose of this paper 
is to develop and test models for understanding 
of the political economy of behaviour regarding 
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the global environment. The parameters of the 
empirical model are estimated using a probit 
estimator. The model implies that the likelihood 
of voting for an environmental agreement 
depends upon the national income, the emissions 
of the other countries, the cost of compliance and 
tastes and preferences. The approach here is 
admittedly simple. Yet it is likely to be useful in 
future environmental negotiations, since it can 
help focus the bargaining on incentives designed 
to increase the support for the agreement. There 
are two caveats to be entered here, one, that 
international power relations and the specific 
conveniences of the super power(s) at a particular 
juncture play a far greater role in the climate in 
which the lesser (developing) countries are to sign 
agreements. Two, the use of game theory would 
enhance the insight of strategic play that is likely 
to be more useful than the straightforward hard 
core macro-modelling as has been attempted in 
this paper. The final paper in this section is 
devoted to energy use and green house effects in 
the context of urbanisation in developing coun- 
tries and presents a cross country analysis. Whilst 
the methodology used here is essentially a 
continuation of the earlier articles in this book the 
results derived are rather trivial and axiomatic. 
The results of acidic deposition, climate change, 
stratospheric ozone depletion, third world debt 
and national security are all exacerbated by 
wasteful energy use. Finding more efficient ways 
must be apart of a comprehensive policy package 
that needs to be negotiated and devised. Here 
again politics and externality are likely to play a 
huge role. Thus, again, game theory in our opinion 
is likely to be more potent tool for analysing such 
problems. Cities in developing countries face 
immediate problems due to local rather than 
global issues. Yet, they must ready themselves to 
position themselves strategically to extract 
maximum mileage in international negotiations, 
earning for themselves the benefit of positive 
externalities. They need to be treated as equal 
partners. International organisations concerned 
with relevant issues and policing global envi- 
ronment and drafting policies thereabout must 
heed this essential message. 

As promised by us at the beginning, we now 
take up the topic of slums, which in a certain 
sense, is a necessary consequence of some of the 
other aspects of urbanisation. We also illustrate 
the situation with the example of Mumbai city, 
which is a classic prototype of a megacity in the 
developing world. 

Slums 

Whilst, 'slum' as an urban malady originated 
from the West, the 'avtar' of squatter settlements 
is perhaps the trade mark of the third world 
[Nandy, 19871. Slums basically are an area of 
worst form of struggle for basic needs of life. They 
have been allotted the worst quarters of the city. 
The slaves of Roman times, the workers of 
industrial dawn, the hewers of wood and the 
drawers of water have always had to contend with 
the most demeaning varieties of accommodation 
[Desai and Pillai, 19901. 

It is easy to see that slums are an integral part 
of the process of industrial development in and 
around cities. There have been differing attitudes 
towards slums vis-a-vis the academia. At the 
outset it needs to be mentioned that we believe 
that the so-called slums are for us not only lively 
but also places of livelihood. 

According to areport of the U.N. on Urban Land 
Policies, aslum is 'a building, agroupof buildings 
or area characterised by overcrowding, deterio- 
ration, unsanitary conditions or absence of faci- 
lities or amenities which because of these 
conditions or any of them, endanger the health, 
safety or morals of its inhabitants or the com- 
munity' [Anderson, 19601. Slums are in some 
cases, places of residence of criminals or 
destitutes but this is clearly inessential. We would 
concur with Bergel [I9551 that slums refer to 
areas and that a single building in the worst stage 
of deterioration is not a slum. 

As noted earlier, there have been differing 
attitudes and misrepresentations of slum situa- 
tion. We present a quote to make our point: 'Like 
dark gloomy clouds hanging over a haunted city, 
the breath of death hovers over the residents of 



JOURNAL OF INDIAN SCHOOL OF POI,ITICAL ECONOMY OCT-DEC 1997 

[Shantinagar]. But unaffected and resigned to 
their fate, they hang on to life as long as they are 
spared, for even if they cry for help there is none 
to hear. The living dead heave a sigh of relief, 
tragic though it  is, with the passing of their dear 
ones, because there will be a few more less in the 
hovel and more room for the rest ..... There is 
nothing like social life for the residents of Shan- 
ti,nagarl [Owen, 19691. In a similar vein, Clinard 
[ 19701 characterises them as, 'overcrowded 
mudstructures, to be shunned and avoided, 
because they are evil and strange'. 

As against this is the,opinion that 'studies and 
"saviours" who refer to the slum dwellers as living 
dead and tottering on the brink of starvation, 
betray a total lack of slum life', [see, Desai and 
Pillai, 19901. They further state, that the stereo- 
type image of a slum dweller as lazy, inferior and 
unintelligent, being resigned to fate and lacking 
in motivation and thus living in a 'culture of 
poverty' is a view jaundiced with fetishism of 
academic categories. Slum habitat, perhaps rep- 
resents the best possible (given other things) and 
a rational choice in the circumstances. 

Perhaps a word on 'culture of poverty' may not 
be out of place. From his extensive studies of 
Mexican and Latin American milieu, Oskar 
Lewis [I9591 came to be well known for this 
concept. This concept applies to those at the very 
bottom of the scale of socio-economic ladder. The 
culture has several characteristics, the economic 
ones being, 'constant struggle for survival, 
unemployment and underemployment, low 
wages, et al.'. Though this has been one of the 
most critically discussed concept of the decade, 
it however does not apply to Indian city realisa- 
tions like Mumbai and we may dare say, does not 
appear to be an analytically useful concept. Even 
realistically, they do not display 'isolated sub- 
cultures' like ethnic American or China towns. 
Here there is sufficient networking with the 
outside world. Another related concept is that of 
marginality, which refers to a condition that 
'excludes a labour force from participating in 
industrial production, especially due to lack of 
requisite skills'. This too has negligible relevance 
if any. Both these concepts have been heavily 

criticised as being 'myths' or 'fetishes'. Indeed, 
Lynch [I9791 asks that we 'examine the fetishism 
of academics and check what concrete social 
interests lie behind the use of these in the analy- 
sis'. We do not believe in the romantic picture of 
slums as being exotic in any sense, but at the same 
time, it is also not proper to hold that all slums 
arise out of acts of criminal, vagrant and anti- 
social elements. The hutment and pavement 
dwellers are also respectable citizens of India, 
who come to the city to earn their livelihood and 
contribute in a no mean way by their productive 
activities. 

The word slum actually, is derived from 
'slumber' and was originally used to refer to 'dark 
backalleys.. soot grimed ... indisrepair', [see, e.g., 
Webster Dictionary, 1931: foul back street of a 
city ... a low squalid neighbourhood). Also, orig- 
inally, it referred exclusively to the physical fact 
rather than to the social dimension, with the 
consequent focus being on purely financial 
solutions. Operationally, slums can be grouped as 
(i) areas comprised of permanent and multi- 
storeyed buildings, which were constructed years 
ago, when the standards for living were much 
lower and principles of sanitation were different, 
(ii) properties or areas built with authorised but 
temporary or semi-permanent structures, whose 
deterioration is fast, (iii) areas with unauthorised 
or unsanitary dwellings, by vagrants or homeless 
[Bombay Municiple Corporation (B.M.C.), 
19571. Nowhere has the urban policy been more 
lacking than in the area of housing thanks largely 
to a policy imbued with 'lofty irrelevance'. The 
 ask Force on Housing and Urban Development, 
set up by the Planning Commission has aptly 
pointed out, 'one of the key challenges for urban 
policy for the next couple of decades will be the 
search for means to provide adequate shelter to 
the poor. If it is not possible to provide anyone 
with housing of high standard, it should at least 
be possible to  make provision of healthy envi- 
ronment in areas which are normally called 
slums' [1990]. 
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India has upward of 75 per cent of its total 
population residing in rural areas and yet it has 
some of the'largest cities in the world. The growth 
of metropolitan cities has been rather haphazard 
and unplanned. This can be seen from the fact that 
between a fourth and around a third of the total 
urban population lives in slums and squatter 
settlements [De Souza, 19831. 

Mumbai: An Illustration 

The island city of Mumbai and its extended 
suburbs form the Greater Mumbai city. On this 
narrow land mass of 603 square kilometers reside 
over 10 million people, supporting around 17,000 
persons to a square kilometer. As the richest city 
in the country, and as the capital city of the most 
urban state in the country, it is staking claim to 
becoming a major international centre (especially 
financial) in a fast globalising economy. Yet, 
Mumbai truly is a city of contrasts, for, the city 
of 'global' pretensions also 'houses' more than 
half of its people in slums, and over 6 per cent go 
to bed hungry and has 0.3 per cent pavement 
dwellers. In spite of all this, migrants continue to 
come in - albeit at a slower pace - for, the income 
and expenditure levels in Mumbai are more than 
twice as much as in rural Maharashtra and the 
physical infrastructure though rapidly deterio- 
rating, is still better than many a city in India. 

Let us now turn to looking at some of the facts 
and features about the city of Mumbai. At the 
outset, we must mention that whereas the general 
features about Mumbai have been derived from 
various sources, we have made use of two 
important documents [Deshpande, S. and Desh- 
pande, L. 1993 and Mujumdar, N. and Pethe, A. 
19961 in getting the latest data on population, 
migration and slums. The Census of Mumbai 
enumerated 9.9 m. persons in the district of 
Greater Mumbai in 199 1 .  According to this count, 
1.7 m. persons were added in the preceding 
decade. The 1980s thus mark the watershed in the 
population history of Mumbai. During 195 1-8 1, 
Mumbai's population grew at a compound rate of 
3.4 per cent. In the 1980s, the growth was at 1.9 
per cent showing a slower growth than both 

Maharashtra as well as India. Migration con- 
tributed barely 17 per cent as compared with 47 
per cent in 1971 -81. Indeed, migration's 
contribution has been continuously declining 
ever since 1951. Of course, both these figures are 
suspect according to Deshpandes. They cite 
alternative sources and methods to show that they 
reach a population figure of 10.5 m. with a 
contribution from migration at 39 per cent. They 
also opine that in the context of planning for 
infrastructural requirements of Mumbai city the 
undercounting may have been deliberately 
underbiased. 

Continuing the past trend, the sex ratio of 
Greater Mumbai moved closer to equality from 
1,296 males per 1,000 females in 198 1 to 1,222 
males in 1991, which clearly implies that the 
implicit (potential) need for residential dwelling 
must increase. Also, it shows that the earlier 
impression that males migrate to a city like 
Mumbai in search of livelihood, leaving behind 
the female folk may not be entirely true anymore. 

Nowhere is the failure of urban planning more 
clearly discernible than in the area of housing, 
given that the slum and squatter colonies have 
mushroomed. Data given by the Census reports 
reveals that between 196 1 and 198 1, nearly 70 per 
cent of households in Murnbai, occupied a one 
room unit with 5 persons in each one of them. 
Whilst all kinds of material is used in the con- 
struction of these 'houses' leading to Census 
reporting them as structurally defective, themajor 
problem is to do with other amenities such as 
drinking water, electricity and sanitation. The 
main problem in this case is of toilet facilities. 

Slums have been rationalised as being neces- 
sary concomitants of industrial cities. The dif- 
ference between formal housing provision and the 
resources set aside, when compared even with the 
severely underestimated official figures show that 
the crux lies elsewhere. There has been a severe 
under-investment in formal housing that the poor 
can afford, almost giving the impression that there 
is a tacit agreement amongst the rich and the 
middle-classes to share the civic amenities 
between them leaving the slum dwellers at the 
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margin of periphery, to fend for themselves. The 
Census count in 1976 was 3.8 m. Making rea- 
sonable assumptions, Deshpandes predict the 
slum-dwellers to be around 6.8 mn. currently, 
which works to over 65 per cent of the total 
population. Thus, as per Census proportions of 
recognised slums, the lower limit of persons 
living in such areas may be estimated at 55 per 
cent. The most deprived people in Mumbai are of 
course, the homeless which are currently around 
3,50,000. Not only this sector and other crucial 
infrastructural facilities required for supporting 
the system need tremendous amount ofresources, 
also along with the financial resources another 
crucial input is the political will. It is strange that, 
Mumbai which occupies barely 0.02 per cent of 
the total land in the country, houses 1.2 per cent 
of its populace and 4.6 per cent of its urban 
populace and contributes around 3 per cent of the 
NNP, should face dearth of resources. Despite a 
lot of work being undertaken by Brihanmumbai 
Metropolitan Regional Development Authority 
(BMRDA) and Maharashtra Housing and Area 
Development Authority (MHADA), clearly 
much remains to be done and perhaps the solution 
should not sought within - the demonstrably 
non-viable -conventional framework. In passing, 
one may note that the problem here is also one of 
information. The present methodology for col- 
lecting data on informal sector capital foimation 
(especially housing) is so full of lacunae that 
unless the municipal authorities are mandated to 
take up this issue, much of the discussion is likely 
to take place in near factual vacuum [see 
Mujumdar, N. and A. Pethe 19961. In discussing 
the issue of the growth of Mumbai, there has been 
always the claim that it is terribly overcrowded 
with no place for more people. Of course, other 
studies have shown this to be quite untrue and 
have claimed that with proper policies, even with 
a low floor-space-index (FSI), it would be quite 
possible to accommodate twice the number as of 
now. One of the offshoots of the earlier argument 
was that (and this has grown more strident of late) 
migration toMumbai should be stopped or at least 
controlled. It may be interesting to note that even 
in the seventies and eighties, the cities in general 
grew more by natural factors than in-migration. 
In the case of Mumbai the contribution of 

migration to population growth has been close to 
half. Unfortunately, most people tend to under- 
play, if not completely overlook the positive 
contribution of migration. It has to be noted that 
the poverty ratio in the city has tended to decrease 
even when the migration increased. The metros 
(like Mumbai) attract people who are quite skilled 
and indeed their incomes at home (native place) 
and Mumbai tend to stand in the ratio of 1 :3. There 
is one discernible qualitative difference in the 
migrants. Earlier, they used to be predominantly 
male. Of late, the ratio is turning in favour of the 
females, i.e., there is evidence of family migration 
and it is noteworthy that this phenomenon is not 
limited to the poorest lot amongst the migrants. 
This is a vast intricate and interesting issue and 
in the later phase of this survey work will be gone 
into in greater detail. We now turn to a snapshot 
of a typical household in the slums of Mumbai. 

A typical household in informal slum in 
Mumbai comprises (this is derived from a study 
by Mujumdar and Pethe, 1996) around four per- 
sons, with a chance of one or two of them being 
females. The sample households here are not 
particularly uneducated, compared to the rest of 
the city population. The income level is around 
33,000 rupees per year and, typically, there would 
be a TV and a radio in the house. The size of the 
house is rather small, i.e., around 135  square feet, 
out of which a small area is kept aside for cooking 
and another small area is denoted as a bathroom. 
The WC is missing on the premises. The house 
costs around Rs. 50,000 to construct, and though 
the surroundings are dirty and unhealthy, at least 
there is a modicum of safety and some social life. 
There is electricity available, but the water con- 
nection is not as easily available, though water is, 
albeit with some effort. The (formal) financial 
sector, reformedliberalised or otherwise does not 
form part of their operating parameters. 

From the general income levels, it could be 
hazarded that instead of 'upward mobility', or  
poor classes moving upward, we are seeing here 
a process of slums becoming the semi-permanent 
habitat of the lower middle classes. Two things 
are obvious, one, that the slum dwellers are not 
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transitory and are here to stay, because a metro 
with all the hardships represents a hope and the 
potentiality for future growth. Even such a 
potential growth environment is non-existent 
elsewhere. Second, that it is well known that the 
problem though enormous, has a solution; studies 
have shown that even with alow FSI it is possible 
to house 20 million people in Mumbai!. Thus, 
what is required is a combination of alternative 
technology, requisite resources and above all the 
political will to deliver. 

Summing Up 

Let us sum up the article by going over some of 
the salient features of India's urbanisation. To 
start with a well-worn cliche, 'India lives in her 
villages', it is no surprise then that there exist 
numerous misapprehensions and fears about 
urbanisation. For instance, the fear that India is 
overurbanised, is true, if at all only partially. India 
is less urbanised than is to be expected, if the 
experience of all the countries (developed and 
developing) is taken into account. It is more urban 
than may be forecast using data only of the poor 
countries [Mills and Becker 1986; Shukla, 19881 
Shukla opines that, 'increasingly, high quality 
studies converge to estimate that factor produc- 
tivity rises by 5 per cent with every doubling of 
the city, which is a dramatic finding and indeed 
calls into question all fears and policies to restrain 
the city size adopted in India and elsewhere'. 
Contrary to the general impression of 'explosion' 
there is no evidence to support it, except for the 
decadeending 1970, when urban population grew 
at a massive 3.9 per cent. This may be partly 
explained by refugees, partly definitionally and 
partly as being due to relocation/rezoning effort. 
The urban population in India grew at 3.1 per cent 
in 1981-91 and the total population grew at 2.1 
per cent. There is a discernible deceleration in 
urban growth [Deshpande and Deshpande, 19931. 
Further, there have been fears expressed by some 
experts, e.g., A. Kundu, that the class size I cities 
have been growing faster than the rest and con- 
sequently leading to structural distortion. It is true 
that the share of relevant proportion in total urban 
population has risen from 60.4 per cent in 1981 
to 65.2 in 199 1, but this can be easily rationalised. 

The economic progress must lead to an increase 
in share of city dwellers of modest size. Also, in 
many cities (e.g., Delhi) agglomeration has in fact 
slowed down. With the improvement in transport 
facilities, people who work in the city centres can 
well afford to stay away and commute to their 
work place, rather than migrate. This has led to a 
transformation in the city growth and its structure. 
This is generally true and is not peculiar to India. 
Fortunately, there is a pesitive feeling about the 
urbanisation trend (notwithstanding some nega- 
tive aspects) amongst scholars and policy makers, 
thanks largely to the research of scholars like 
Vibhooti Shukla. 

In the end, let us say a word about the book 
which triggered off this article. It is undoubtedly 
a positive and important contribution by a bud- 
ding young economist of great achievement and 
promise who, alas, is no more. The science of 
urban studies in general, as also specifically for 
India, is yet to emerge in afully mature form. The 
issues raised and discussed by Shukla will go a 
long way in contributing to furthering the science 
of Urbanisation. Of course, the book is not a 
comprehensive treatment. Indeed it cannot be, for 
this is but an unfinished work, so that issues of  
human settlements are completely ignored and 
those of informal sector treated only briefly. The 
treatment too - which is at times overly and 
unnecessarily technical - may not satisfy all. But 
to the extent it goes, it treads positively and none 
can deny that quite a few topics of importance are 
treated with rigour and sincerity rare1 y seen in this 
sphere of research, which all too often is over- 
taken by politics, sociology and, worse still, by 
ideological rhetoric. 
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ROOK REVIEWS 

Knorringa, Peter, E(.otiottiics of Collaborcttion: 
Indian Shoentukers 6e1kveen Mctrket and Hier- 
archy in the Livelihood and Environment, 
Series, 3, Sage Publications, New Delhi, 1996, 
Pp. Price: Rs  2951-. 

This book is a third volume in the series Live- 
lihood and Environment, a long-term research 
programme of the Faculty of Environmental 
Studies, University of Amsterdam, The Nether- 
lands. This series, we learn from the foreword, is 
directed towards opportunities and constraints 
faced by groups of poor people in their pursuit of 
livelihood, within an international context. In this 
book, the focus is on economic relations between 
small-scale producers and traders of footwear in 
Agra, a well-known cluster of shoe production. 
The study of such clusters of small-scale 
manufacturers has attracted much international 
attention in recent years. The successful eco- 
nomic performance of industrial districts in Italy 
is an important reason. A wide variety of 
production units, traditional and modern, coexist 
in Agra with varying marketing channels, 
including the ancillaries of large national com- 
panies like Bata and Carona. Moreover, leather 
working is the traditional occupation of thelargest 
Scheduled Caste group, the Chamars. In Agra, 
Jatavs, a subgroup of the Chamars predominate 
as footwear workers. For Agra-Jatavs footwear is 
not just a line of work but a way of life, which 
provides people with identity. The Chamars are 
the first ranking Scheduled Caste in Uttar Pra- 
desh, as in several states, where they constitute 
56.5 per cent of the total Scheduled Caste 
population [Waardenburg, 19881. The author's 
choice of Agra footwear for a study in livelihood 
and environment is well justified. 

Reportedly, the Abid Hussain Committee on 
small-scale sector reforms has recommended the 
concept of 'clusters' as solution to the problems 
of small-scale industry in India. Most existing 
studies focus on producer-producer relation in 
non-hierarchical clusters where equals compete 
or co-operate. Agra is an example of non- 
hierarchical cluster. There could be hierarchical 
clusters where a large firm farms out parts of the 
production to small enterprises and thus engineers 
a division of labour. The study is based on a 
extensive field work carried out during the winter 
of 1990-91 and the winter of 1992-93. A sub- 
sector approach enables the author to identify five 
types of small-scale manufacturing units in the 

Agra cluster, namely, home based units, small 
workshops, larger workshops, large enterprise 
groups and small-scale industry (SSI) units. 
Home based units are estimated to constitute 60 
per cent of total units, 25 per cent of the labour 
force and had a physical output share of 2 0  per 
cent. At the other extreme, the modern organised 
units are estimated to constitute only 5 per cent 
of the units but have an employment share of 2 5  
per cent and an output share of 40 per cent. The 
higher productivity of large units is mainly due to 
subcontracting of labour-intensive operations to 
the home based women workers. 

The study deals with producer-trader relations 
from the producer's perspective. The content of 
producer-trader relations is a primary concern to 
rational small-scale producers for two reasons. 
First, they do not sell directly to consumers but 
through market intermediation of traders. Their 
prime and, perhaps, the only source of informa- 
tion on demand conditions in the market is the 
traders. Second, their chance of success depends 
on their ability to respond to the received infor- 
mation on changing demand conditions and the 
terms of saleltransaction that they are able to 
obtain. 

The study rightly recognises in the beginning 
that the question of what products to be 
manufactured is decided by economic agents 
other than the small-scale producer in question. 
This is a decision controlled by the leading actors, 
in this case the marketing agent or the local 
representative of the leading actors like foreign 
buyers, government emporia, large domestic 
companies, in the marketing and production chain 
(Chapter-3). To study interaction between agents 
in such marketing and production chains the 
author develops an analytical framework in 
Chapter 4. This framework draws upon, among 
others, recent theoretical approaches to the basic 
question in industrial organisation economics of 
buy or make decision: why in some cases firms 
decide to buy the product(s) from small-scale 
manufacturers, while in other cases they decide 
to build their own manufacturing plants to pro- 
duce the chosen product. The answer given by 
economist Ronald Coase and elaborated by 
Olivier Williamson, is that there are costs o f  
transaction (Pp. 49-50). Transaction costs include 
search costs of finding information about prices 
and quality of products, writing and enforcement 



VOL. 9 NO. 4 BOOK REVIEWS 78 7 

of contracts and the costs of monitoring per- The author goes on to identify three main 
formance. When transaction costs are high the institutional peculiarities that affect the content 
firm will decide to produce the product in-house of economic relations in Agra's footwear indus- 
rather than purchasing it from the market. That is try: instability of the industry due to demand as 
internalise an external transaction, making the well as supply factors, a legal infrastructure which 
activity apart of the hierarchy of the organisation. weakens contract enforcement and caste based 
In this abstraction the relationship between identity clash. The first two factors stress the need 
leading actors and small producers is only one of for network relations to reduce transaction costs. 
arm's length. In reality we observe several But the third factor blocks any form of collabo- 
intermediate cases between market and hierarchy ration between artisans and traders. In Agra 
like subcontracting, franchising and other types producer artisans belong to the Scheduled Caste 
of collaboration between economic agents. How of Jatavs and the traders are predominantly from 
does one explain the existence of intermediate the so-called forward caste background. Jatavs 
regimes between market and hierarchy in the real run home-based units, work in home based units 
world? The author emphasises the limitations of or work as production workers in workshops or 
transaction cost economics. The received small-scale factories run by white-collar entre- 
transaction economics focuses on transaction preneurs. The relation between Jatav artisans and 
rather than on economic relation. Transactions traders falls in the category of auction regime. 
should be considered as being embedded in Agra's manifestation of the auction regime is the 
ongoing relations. And any economic action is central footwear market where a fierce price 
always embedded in the prevailing institutional haggling takes place between artisan producers 
setting. Mainstream institutional economists tend and traders. This is not just raw opportunism but 
to assume a particular institutional setting also outright hostility, a reflection of caste based 
implicity instead of examining the actual impact antagonism. 
of variations in institutions. Further, the received 
transaction economics does not give due weight The author with admirable clarity shows a 
to issues of collaboration and trust. Empirical significant correlation between entrepreneurial 
experience shows thatsuccessful actors gain from identity, the sort of units they run, and the market 
selective collaboration. The success of clustering channel they supply. Jatav artisans deal directly 
firms in Italy has been shown to depend on the with commission agents. Small and larger 
resilience of the wider network in which it is workshops,owned by white-collarentrepreneurs, 
embedded. work on order for the larger wholesalers. Modern 

small-scale factories deal with purchasing offi- 
In this background, the author argues that cers of export trading firms or large Indian finns 

durable professional collaboration can be a or directly with foreign buyers. The remaining 
rational strategy for actors in the vertical pro- small-scale factories operate as departments of 
duction and marketing chain. Collaboration one of the larger enterprise groups. The com- 
requires trust. Greater trust lowers the transaction mission agents, wholesalers, purchasing officers 
costs because it lowers the perceived risk of of large Indian firms and foreign buyers are the 
becoming a victim of opportunistic behaviour. In leading actors in this characterisation of trans- 
brief, economic agents may choose different action regimes. They (leading actors) may choose 
mixes of market, hierarchy and collaboration. In aparticularstrategy in shaping the marketing and 
the light of the theoretical literature the author production chain they control (Chapter 3). 
distinguishes between six types of transaction Braodly two forms of strategies are distinguished. 
regimes to understand the producer-trader rela- First is called the low road strategy i n  which the 
tionships. Depending on the institutional setting, leading actors focus on minimising the labour 
actors are more likely to choose specific cost, sell in low price segment of the product 
transaction regimes. The labels used for the six market, use low level technology and pursue a 
transaction regimes are meant to symboloise sweatshop organisational strategy. Employment 
different types of bilateral producer-trader rela- conditions in sweatshop strategy are informal, 
tions. They are direct control, clan, auction, insecure and low paid. Second is called the high 
industrial district, subcontracting and networks. road strategy in which the actors see labourers as 
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an asset, use high level technology, sell in pre- 
mium segments of the market and provide better 
employment conditions. They pursue what is 
labelled as premium-artisanal strategy. The roots 
of this typology are briefly discussed in Chapter 
4. 

Is premium-artisanal manufacturing feasible 
given the current state of footwear industry in 
Agra? The author answers in the affirmative and 
presents a carefully argued case in Chapter 7. 
Obviously, it is in the long run interest of the 
manufacturers to secure admittance to attractive 
marketing and production chains. The more dif- 
ficult question is with respect to demand and 
competitiveness of Agra's footwear. Here, 
perhaps, one would like to see more evidence. The 
author argues that demand is growing for cheaper 
varieties of premium-artisanal shoes in world 
markets (presumably!). Another source of 
demand is the new premium domestic market. 
Agra's manufacturing sector with its abundant 
supply of skilled labour has a comparative 
advantage in supplying to niche markets in India 
and abroad. 

What are the barriers to the envisaged trans- 
formation? Lack of professional collaboration 
between sellers and manufacturers. Premium 
markets are volatile and these demand highlevels 
of flexibility, which cannot be attained without 
close collaboration between sellers and rnanu- 
facturers and build-up of trust. It is important to 
notice that personal trust often based on caste in 
India is exclusive. What is essential is process 
trust. This brings us to the question of the role of 
the government. What forms of interventionist 
strategies help? The author is very cautious in 
answering this vexed question. He favburs a 
supportive role for the government in the form of 
support to industry associations and skill upgra- 
dation programmes. However, he notes a more 
general condition for the success of the transition, 
that is, a broader policy attack to reduce h 
pressure of labour surplus on income earning 
opportunities of the workers. Finally, the author 
considers that the solution could emerge only 
from within the Agra footwear community itself. 

Other studies of industrial clusters have also 
underlined the importance of trust and social- 
cultural networking for the success of small-scale 
units [Holmstom, 19971. What factors promote 
or hinder process trust in an industrial cluster is a 
significant area for further research. Limited 
evidence seems to suggest that it is necessary to ' 
provide some kind of initial push for consortia or 
similar forms of trade associations to work. 
Indiscriminate public provision of supporting 
services may be a waste of effort and public 
money. Selective and sub-sector specific inter- 
ventions like public investment in training can 
have positive spill-overs. 

This careful and well-organised study could 
serve as a model for aspiring Indian research 
students. The author's conceptualisation of 
transaction regimes is illuminating. Bargaining 
atmosphere and depth of transactions is well 
captured in the description presented, based on 
field notes. This study clearly demonstrates the 
insights that can be gained by studying economic 
relations in a production and marketing chain 
framework. A useful and highly relevant contri- 
bution to our understanding of problems of 
industrial restructuring in developing countries. 
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Maheshwari, Shriram, The Census Administra- 
tion under the Raj and After, 1996, Concept 
Publishing Company, New Delhi, Pp. 227, 
Price Rs 3001-. 

Introduction 

Census is the most important source of data on 
population and their characteristics. Considerable 
efforts go into its operation - recruiting and 
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training of about a million enumerators and census slotted for 1941. Though India too got 
supervisors, listing of every household in the embroiled in the war effort, it did not give up the 
country, organising the final count of anearly one 1941 Census. 
billion population, ascertaining the characteris- 
tics of every individual in the population, corn- Keeping this as background, the second chapter 
piling and publishing of the data. gives valuable insights into the problem of census 

taking in India, a country of continental dimen- 
The Book Under Review sions - populous, vast and diverse. The problem 

is compounded by low literacy of the masses. 
his book, ~h~ Cpnsus Administration under When the first census was launched, people were 

the Raj and After, Maheshwari seeks to give a the government wanted 

historical account of this massive operation under collect all manner of data about each and every 

foreign domination and after Independence. The individual. Rumours spread like wild fire that the 
government required the information to levy new blurb on the jacket makes a dis~utableclaim that taxes, to young men to army, to procure 

it is the first study of its kind. The Census women for British soldiers or to force labour to 
organisation itself has brought out two publica- migrate to overseas British colonies, The 
tions [Srivastava, 1972; Census of India, 1971, administration found it difficult to scotch such 
19731 which contain rich materials on the rumours. 
evolution of Indian Census. Ashish Bose [1973, 
PP. 18-32] and later Asok Mitra [I9771 have The next three chapters are devoted to a dis- 
contributed scholarly articles on Indian Census in cussion on Plowden Committees Report [ I  8781 
historical perspective, Curiously enough, the which drew a blue print for Indian Censuses, 
bookdoes not refer to these landmark studies even especially the first Census conducted in 188 1 . The 
once. Committee Report spelt out the modus operandi 

of the Census and the time limit for every oper- 
Evolution of Census Organisation ation such as house-listing and final counting of 

the individuals. It prescribed the.questionnaire to 
The book begins with an estimate of India's be canvassed, the agency to be employed for 

population at various points of time between 300 enumeration work, the mode of compiling sta- 
B.C. and A.D. 1800. Havingconducted thecensus tistics and the printing of the necessary fornu and 
of England as far back as 1 80 1, the British wanted reports. The C~mmittee pleaded for a legislation 
to introduce Census in India too. It took them to backup census work* to make the co-operation 
some time to plan and execute a full-fledged of each citizen mandatory and to ensure the 
census. order to meet the exigencies of confidentiality of the information provided by 
administration, a series of sporadic Censuses individual respondents. The committee felt that 

were, however, undertaken between 1822 and in a nation-wide Census, the number of questions 

1869 covering one province or another. Besides, seeking information on individual characteristics 
should be kept to the barest minimum in order that estimates of population of individual cities were the bridge bore the traffic. While expatiating on 

attem~ted as early as 1687. The 1857 u~rising the committee repon, the author reviews the 
made the British sit up and a serious attempt was Census methodology and procedures and the 
made the size of Indian population concepts behind them. For example, he discusses 

actual head It turned Out be a at length the appropriateness of synchronous 
long drawn operation stretching over a period of (single day versus non- 
five Years from 1867 and 1872. Yet the entire sync!-u-onous (enumeration spread over a longer 
country could not be covered. The next ~ ~ n s u s  period of time) Census for a large country like 
taken in 1881 was s~nchronous and systematic India. He elaborates on cle facto (counting of 
and, therefore, is considered to be the first modern persons actually present in the place on the day 
Census in India. Since then, Indiahasan unbroken of enumeration) and de jure.(counting of persons 
record of decadal Censuses. When the Second normally residing in the place) approaches to 
World War broke out, England abandoned its Census enumeration. 
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The next two chapters address themselves to collecting and analysing these data. The ~ r i t i s h  
describing the administrative set up and orga- wanted to understand the people they governed. 
nising the field work. The census work was The Census, no doubt, whetted their intellectual 
conceived of as a periodic task and the appetite. More than that, it provided them a 
oi-ganisation set out to accomplish the task was powerful tool in their colonial administration. 
aptly described a phoenix arising out of its ashes After the advent of Independence, the inadequa- 
every ten years to perform a country-wide oper- cies of Census data for planning purpose was 
ation and to die after its completion. Census realised. The Census abandoned the earlier 
organisation has always ridden piggy back on the practice of cross tabulating all and sundry data by 
normal administrative system. At the top level. religion, caste or language. Instead economic 
some important changes have taken place though, orientation was given to Census. 
The Census Commission has been made a per- 
manent organisation. With the strengthening of The British administrators were not used to the 
vital statistics and social division, there is institution of caste in their own country. They 
considerable expansion in the technical wing of were fascinated by the phenomena of castes and 
the organisation. With the passage of the Regis- sub-castes and sought to find some order in them. 
tration of Births and Deaths Act in 1969, a post The Census came in handy to collect enormous 
of Registrar General was created andmerged with amount of data on castes and to classify caste 
the post of Census Commissioner. The new groups on status based hierarchy. It gave fillip to 
functionary was redesignated as Registrar Gen- caste groups to form caste based associations 
era1 and Census Commissioner and a senior level calling themselves by new and high sounding 
Indian Administrative Service (I.A.S.) Officer in Sanskrit names. These caste associations exerted 
the rank of Joint Secretary to the Government of pressure on the government and Census to give 
India is appointed to the post on a regular basis, their caste a higher status than before in the caste 

hierarchy being evolved by the Census. It should 
At the grass roots level, the Census has therefore be amusing to the present observers of 

remained much the same even today. The Census Indian society that the very same caste groups are 
enumerators who work at grass roots are, by and vying with one another to get backward or most 
large, drawn from primary school teachers and backward caste tags for themselves in order to get 
patvaris in rural areas and from clerks and other preferential treatment from government. The 
staff in government offices in urban areas. The government of free India realised that collection 
job of the enumerator is to visit every household of caste data would make people more and more 
within the locality assigned to him and collect the caste conscious and decided to do away with the 
required information. He is paid a small hono- questiononcastefrom thecensus questionnaires. 
rarium for this extra work. This has made the Except for Scheduled Castes and Scheduled 
Indian Census one of the most economically run Tribes, the Census has stopped collecting infor- 
operation in the world. Indian Census, by any mation on all the other castes from the first 
standard, is an extraordinarily large and complex post-Independence Census of 195 1 onwards. The 
undertaking. The author has been able to lay his exemption shown in the case of scheduled groups 
hands on a variety of documents, but he has failed is due to the constitutional provisions which 
to organise them properly and present the facts necessitate the monitoring of their socio- 
cogently. Consequently, the reader of the book economic condition. 
must strain himself rather too much to get at these 
facts. The British authorities sought to create a wedge 

between tribals and non-tribals by playing on 
Change of Thrust in the Area of Investigation religion. They generated a needless polemics 

whether those practising tribal religion be clas- 
The rest of the book is concerned with shift in sified as Hindus or Animists. All important tables 

the focus of Census investigation. During the were cross-classified by religion till 1941. The 
colonial era, the Census was pre-occupied with post-Independence Census publishes ollly one 
caste, tribe, religion and language related themes table, giving just the distribution of population by 
and a great deal of its energy was spent in different religions. The government's idea was 
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that by withholding sensitive information on Concluding Remarks 
occupation and education by different religious 
groups, it can. disarm those who are out to fan The plus point that can be given in favour of the 
communal passion. It is pertinent tonote that even book is that it contains a number of excerpts from 
the limited tabulation on religion has not pre- government dispatches and official letters in 
cluded certain political parties from whipping up addition to copies of Plowden Committee Report 
communal animosities by harping on the and the Census Act of 1948. But these materials 
increasing proportion of certain minorities in total are mechanically reproduced and many a trivial 
population. information is repeated ad nauseam page after 

page. By meaningfully summarising the materials 
The Census had from the very beginning pro- and subjecting them to rigorous analysis, in the 
found interest in language. The language data light of changes taking place in Indian polity and 
were found to be very useful for drawing up of society, the author could haveenhanced the value 
administrative boundaries and electoral constit- of the book and made it more readable. At best, 
uencies and also to divide the people on the sly. the book is a compendium of archival materials 
~ ~ l ~ ~ i ~ ~  example was thepartitionof~engal and which are not easily accessible to uninitiated 
later annulment of the partition. The figures on researchers. 
the number of speakers of Hindi, Urdu, Punjabi REFERENCES 
and Maithili languages were often contested by 
~ i ~ d ~ ~ ,  ~ ~ ~ l i ~ ~  and sikhs who were bent upon Bose, Ashish, 1973; 'The Census of India: A Historical 

Perspective', Demography India, Val. 11 .No.  I, June 1973. carving Out separate territories for Census of India 1971, 1973; Indian Cellsus Through a 
Hundred Years,. Census Centenary Monograph No. 2, 

With the ushering in of planned development in Manager of Publications, Government of India Delhi. 

the country, the census was called upon to pro- Mitra, Asok, 1977; 'The Census of India Past and Future', in 
Bose, A, D.B. Gupta and G. Ray Chouduri (Eds.), Pop- 

vide On the sOciO- ulrctionStatisticsin India, VikasPublishing Company, New 
economic and demographic characteristics of the Delhi. 
people and also their geographic distribution. In Plowden Committee Report, 1878; Report by the Officers 

response, the questions relevant for working Appointed to Consider the Su~~estions for Generul 
Census in India in 1881, President: W.C. Plowden, Gov- 

population, migration were expanded to include ernment India, London. 
new questions and sub-questions. The tabulation Srivastava, S.C., 1972; Indian Census in Perspecrive. Census 

scheme has become more comprehensive and India, Ig7l. 

meaningful. The post-Independence Census M. Johnson Samuel, 
adopted the international practice of collecting Associate Professor, 
data on workers and giving distribution of Institute for Social and Economic Change, 
workers by industrial and occupational catego- Bangalore. 
ries. Another major contribution of the free India 
to Census was in the field of migration. The scope H ~ ~ ~ c  ~ ~ j ~ ~ ,  ~ ~ ~ ~ ~ i ~ ~ h  centuly ~ ~ ~ ~ ~ ~ ~ l ~ ~ ~ :  
of migration has been enlarged in the schedule. It shifting c~~~~~~~ and changing ~ ~ ~ ~ ~ ~ ~ i ~ ~ ~ ,  
is now possible to identify rural to rural, rural to Sage Publications, New ~ ~ l h i ,  1997, pp. 276, 
urban, urban to rural and urban to urban migration price: R~ 3501- (cloth), R~ 1951- (paper). 
streams and to assess the motivating forces behind 
migration. A great deal of thought is now given An enduring concern of intellectual enquiry 
to tabulation of data on urban places. This has over the past two centuries has been the effort to 
resulted in a clearer picture of urbanisation pro- explain and overcome the problem of inequality 
cess in India. The district Census handbooks and exploitation in human society. Among 
added to Census publications provide valuable scholars in the discipline of International Rela- 
data even at village and urban-ward level and are tions, only those of the Marxian persuasion (to 
a boon to micro-level planning. The technology whatever degree) make this theirproblernatique. 
of data processing too has changed from cum- Rajen Harsht's Twentieth-Century Imperialism, 
bersome slip counting to elegant and easy corn- firmly located within this paradigm,' treats 
puter processing. imperialism as an integral manifestation of the 
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global capitalist system and its agents (advanced 
capitalist states, multinational corporations). At 
its broadest, imperialism signifies 'an asymmet- 
rical relationship of interdependence between 
materially advanced and backward societies' (p. 
10). This may take the form of direct political 
control (colonisation) or economic and political 
structures of dominance (neocolonialism, 
dependency). In either case, advanced capitalism, 
which is the centre or core, is held to thrive on the 
extraction of surplus from the exploited periph- 
ery. 

Despite the tendency in the West, especially the 
United States, to marginalise it, the Marxian 
paradigm has produced an abundant andrich body 
of work.2 Much of this is on the phenomenon of 
imperialism. HarshC's work attempts to capture 
the diversity of this literature in order to present 
a critical and comprehensive picture of the 
complex manifestations of imperialism. As a 
concept, imperialism has a wide range of mean- 
ings, from 'folk' theories of biologically-driven 
or population-propelled aggression to 
Schumpeter's social-psychological theory of 
'object-less expansion'. The author explicitly 
confines himself (Ch. 1) to Marxian conceptions 
of imperialism, but in his detailed analysis of the 
Soviet Union's imperialist tendencies (Ch. 5),  
admits that 'imperialism need not be confined to 
capitalism'. (p. 216). A brief consideration of the 
several meanings of the term 'imperialism' would 
not only have been useful in locating the concept, 
but would have made the author's own under- 
standing of it clearer, since nowhere in the book 
is imperialism properly defined. 

HarshC's work comes at a time when the Mar- 
xian enterprise isvery much on thedefensive. The 
Soviet Union is history, Eastern Europe has 
turned away from socialism, and China and 
Vietnam are experimenting with market econo- 
mies. The 'Third World' is fast losing that 
nomenclature as it abandons its adversarial view 
of the developed countries and embraces capi- 
talism with unprecedented enthusiasm. The term 
'imperialism' is itself less and less frequently 
used in current political debate, even in critical 
analyses of capitalism. In this sense, the book is 
more a useful history than a reflection of current 
Marxian thought on the dynamics of capitalism. 
It, nevertheless, serves to familiarise the student 

with a balanced and critical analysis of the 
structural aspects of capitalism that facilitate - 
from the Marxian standpoint - processes of 
exploitation in the global economy. A brief 
summary of the book will be useful at this point. 

Chapter 1 reviews radical expositions on 
imperialism, encompassing Lenin, Mao, Nkru- 
mah and dependency theory. Drawing upon the 
works of Magdoff, Petras and Morley, the author 
stresses the importance of strategic factors in the 
expansion of the 'imperial state' (the United 
States). In Chapter 2, the post-colonial state is 
examined in the context of sub-Saharan Africa. 
While 'moderate' States like Nigeria and Kenya 
consciously retained links with their former 
colonial masters, 'radical' States such as Ghana, 
Tanzania and Angola engaged in a futile effort to 
stave off neocolonial dominance. Chapter 3 
focuses on semiperipheral or 'intermediate' 
capitalist states. Harsh6 distinguishes among 
three subtypes within this category: sub-imperial 
states (Brazil, the Shah's Iran), which facilitate 
imperialist penetration while trying to preserve 
some space for domestic capital; the proto- 
second-tier imperial state (India), which is rela- 
tively autonomous and represents the horizontal 
expansion of capitalism into other developing 
countries; and the special case of apartheid South 
Africa, which combined 'internal colonialism" 
(white over non-white) with close links toEurope 
and North America. 

Shifting from concrete economic and .political 
structures to structures of legitimation, Chapter 4 
focuses on the Gramscian concept of hegemony. 
Harsht reviews the analytic contributions of 
Robert Cox, Stephen Gill and others, and 
examines the operation of hegemony in the realm 
of values and understandings through the Trilat- 
eral Commission (representing the United States, 
Western Europe and Japan) and 'fraternal' 
organisations such as the Council on Foreign 
Relations and the Ford Foundation. Gramscian 
analysis, appreciated for its contribution to our 
understanding of the more subtle workings of 
imperialism, is faulted for its failure to grasp the 
complexities of the Third World and for its 
neglect of counter-hegemonic pro-jects, such as 
those represented by the Non-Aligned Movement 
(NAM) and the Soviet Union. The latter is 
assessed in critical detail in Chapter 5. Was the 
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Soviet Union's project emancipatory and 
counter-hegemonic or, as the realist and Marxist 
critics charge, imperialism in socialist guise? 
Acknowledging the simultaneous existence of 
both tendencies, Harsh6 concludes that, on the 
weight of its relations with the Third World, the 
soviet pro-ject was more emancipatory than 
imperialist. 

The last chapter is a broad review of sorts, 
touching lightly upon the US hegemonic decline, 
globalisation, the relevance of Marxism as a 
method of analysis, the complexity of the Third 
World societies, and the post-cold War weaken- 
ing of NAM. 

From the standpoint of those unfamiliar with 
the literature, the book provides a useful exposi- 
tion of the Marxian perspective on post-colonial 
mechanisms of control which are held to facilitate 
ex~loitation. These encomDass market domina- 
tion through the overwhelming power of finance 
and technology; the core-serniperiphery-core 
chain; and the role of hegemony in facilitating the 
chain of exploitative relationships. HarshC's 
analysis, however, does not accept an overly 
simplified view of this chain: he argues that 
stronger Third World states do have degrees of 
autonomy and do not play a wholly subordinate 
role in relation to the capitalist centre. Never- 
theless, the book reflects the ambivalence of 
Marxian analysis. On the one hand, there is a 
tendency to view capitalism as a unified and 
integrated force. This is particularly evident in the 
writings of world-system analysts and Nkrumah. 
On the other hand, the Marxian paradigm 
recognises capitalism's internal 'contradictions': 
rivalry among capitalist states, competition 
among firms, and differences of interest between 
capitalist states and multinational corporations 
(MNCs). HarshC's position is not clear, since he 
at times speaks of 'conjoint' controllmanagement 
by capitalist states andMNCs (Pp. 52-3,245), and 
elsewhere acknowledges that in the era of glob- 
alisation, financial markets are resistant to state 
control, while the links between capitalism and 
the state are being diluted by the 'increasingly 
stateless and nationless character of MNCs' (p. 
246). 

Where, then, is imperialism to be located? If 
capitalism is a highly disaggregated set of phe- 
nomena unified only by a broad 'mode of pro- 
duction' (whether in an industrial or 
post-industrial context), it must surely be more 
useful to think of diverse imperialism. But that 
pulls the rug out from under the Marxian para- 
digm, since it leaves us with a congeries of 
exploitations that can arguably be better 
accommodated by non-Marxian modes of anal- 
ysis, such as the simpler power-based concep- 
tions, central to the realist paradigm. 

HarshB's neglect of the processes of globalisa- 
tion, on which there is a growing body of writings 
over the past decade, is in large part responsible 
for his failure to tackle this problem squarely. A 
number of issues raised in the globalisation lit- 
erature raise awkward questions for any thesis on 
imperialism. What are the implications of the 
emerging post-industrial economy based on 
information technology and global information 
flows? On the one hand, it is evident that 
monopolistic drives do exist (e.g., Microsoft's 
efforts to dominate the software market and the 
Internet). But not only are these being resisted by 
rival firms, it is far from clear whether the market 
itself is conducive to centre-periphery analysis. 
Firms going global today do not simply distribute 
a centrally-developed product in the periphery. 
Increasingly, they design and source products 
globally and adapt to local market demand in 
order to maximise sales in a highly competitive 
system. As in the case of manufactured products, 
this applies to information technology products 
ranging from financial consultancy packages to 
television programmes. In this context, it is not at 
all clear to what extent information flows can be 
controlled from a 'centre'. A relatively neglected 
aspect of academic theorising on globalisation is 
the way in which individuals everywhere are 
upgrading their personal slulls and challenging 
power and authority structures in every kind of 
society and at every level [Rosenau, 19903. 
Whether any theory of imperialism, which must 
ultimately rest on the power and authority of one 
or more imperial centres, can stand up to these 
phenomena is doubtful. 
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The global capitalist economy today is char- resist standard Western categories like 'class'. 
acterised by high-velocity financial flows. The However, he does not explore these domestic 
major portion of  these flows is in the form of complexities or their implications for a potential 
fast-moving currency trading and short-term transition to real economic growth.4 An exposi- 
investment by large, professionally-managed tion on imperialism that does not give adequate 
institutions such as pension funds. Thesecan have consideration to the role of domestic factors in 
highly destabilising effects on stock and money either generating or inhibiting economic growth 
markets (the Crash of 1987 on the New York can only present a limited picture of the reality. 
Stock Exchange, the 1997 Thai crisis). Can The Marxian paradigm as a whole is vulnerable 
pension funds and the like be endowed with to this criticism. 
'imperialist' characteristics? 

Ultimately the ability of not a few states to 
The Marxian approach has also been internally undertake the transition from peripherylsemi- 

divided on the question of the 'progressive' periphery to centre challenges the very basis of 
aspects of capitalism/imperialism. Marx himself the dominant Marxian view of imperialism. This 
viewed the spread of  capitalism in a positive light fundamental weakness, combined with the col- 
because it helped destroy pre-capitalist social lapse of orthodox socialism and of developing- 
structures and was, from this perspective, in tune country hostility to capitalism, has had a 
with his conception of historical advance. Lenin significant impact on Marxian thought. Still 
was aware of both the generative and repressive reflecting Marx's basic concern with regard to 
aspects of imperialist expansion. With some alienation, recent Marxian writing has shifted 
exccptions, the Marxian paradigm has tended to away froin conceptions of imperialism and 
stress the latter, HarshC, too, leans toward this dependency to a broader enquiry into estrange- 
view. The historical evidence is far from clear. ment between all sorts of human groups, includ- 
On the one hand, there is the evident failure of ing those based on gender, language and religion. 
many developing countries to achieve their This marks a revival of the cultural themes 
potential, which the radical critics reviewed in stressed by the early-twentieth century Austo- 
Chapter 1 put down to the structural constraints Marxists and a retreat from the universalising 
imposed by imperialism. On the other hand, there tendencies of Marxian thought in the face of 
is evidence a plenty of 'periphery' states under- post-modern critiques [Linklater, 19961 
going a successful transition to the centre, e.g., 
the United States (once a dependency of Britain) If imperialism as a concept is hard to sustain, 
and, more recently, South Korea and Taiwan. what might be said of counter hegemonic proj- 

ects? The Soviet Union's ambivalent and ulti- 
Both the Marxian approaches tend to neglect the mately unsuccessful role in this regard is recorded 

importance of domestic arrangements that affect by HarshC, as is the failed effort of developing 
the capacities of particular societies to undertake countries to restructure centre-periphery rela- 
the transition from periphery to ~ e n t r e . ~  Aside tions. Uncertainty over what exactly constitutes 
from focusing on the collaborative role of imperialism today perhaps leads him to conclude 
developing-country elites in facilitating the with the vague hope that the Third World's 
exploitation of their own masses, these 'responses to imperialism are likely to crystalize 
approaches apportion little..spa~e for an analysis through fresh emancipatory ventures launched 
of the nature of social and ~ol i t i cd  organisation . under the banner of broad movements like the 
in developing countries or the kinds of growth NAM' (p. 257). The author might usefillly have 
strategies adopted by them. Inevitably, ,their consideredother possibilities. China, on which he 
understanding of the problems experienced by scarcely dwells, might be seen as a counter- 
these societies is limited. HarshC's own under- hegemonic project in spite of its having embraced 
standing is more sophisticated, for, he argues that 'market socialism', if such a project is viewed in 
developing-country elites do have concerns and political terms. What the Chinese seek to counter 
interests that do not reflect those of  the capitalist is not capitalism itself, but its political form. The 
centre(s) (e.g., in Brazil and India), and that same might be said of the weak but continuing 
developing societies are complex entities that efforts of the developing countries through the 
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Group of 15 (G- 15) or NAM to shape the terms 
of their integration into the global economy. In 
the long run, it is not inevitable that capitalism 
will sustain its present form of increasingly 
uncontrolled growth accompanied by the dis- 
mantling of state-established welfarist structures. 
There are challenges not only from developing 
societies, but also from within in the form of a 
range of humanist emancipatory movements 
(based on issues such as gender and ecology) that 
seek to modify capitalist society. 

Notwithstanding left-wing scholarship's 
growing shift away from theories of imperialism 
and dependency [See, e.g., Paul, 1997, Pp. 
205-261, the concerns of the imperialism thesis 
still remain valid. Inequality, alienation, mar- 
ginalisation and the rising tide of materi- 
alisnl/consumerism are problems central to an age 
in which capitalism appears to have triumphed in 
the putative 'end of history'. The simultaneous 
expansion of the global capitalist economy and 
the empowerment of ordinary people means 
continuing tension between economic power and 
the needs of the poor and the marginalised. 
Fundamental shifts in technology and economic 
organisation have in the past augured eras of 
turbulence. Current debates on the direction of 
'post-Fordist' society and on the potentialities of 
civilisational conflict are awkward, groping 
efforts to peer into an uncertain tomorrow. In this 
respect, Harshk's work seems dated. For those 
seeking to grapple with the future, it will be 
necessary to start where the Twentieth-Century 
Imperialism stops. 
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3. Liberal theorists, by ignoringexternal structural obstacles thought, development planning, poverty, envi- 

togrowthandemphasising internal distortions, do thereverse. ronment, and world economic order. This a useful 
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Gros, 1996 Pp. 455-71 and Lewis, 1996, Pp. 92-129. For a 
balanced view of the success stories of four Asian Tigers, see 
Hanis, 1996. In reading these, one has a sense of deja vous. 
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critical and honest they do not throw up any 
striking insights into the inwardness of the events 
of that period. 

There are a few instances of this information. 
An example is the author's observation on p. 91: 
'The most outstanding example of populism 
intruding into the orderly process of planning was 
the introduction of the 20-point programme by 
Indira Gandhi. Professor D.R. Gadgil, the then 
Deputy Chairman of the Planning Commission 
who felt uneasy about it, had to go'. This was not 
so. Gadgil was not Mrs. Gandhi's choice for 
heading the Planning Commission. He had been 

thrust upon her because of her initially weak 
political strength. As soon as she gained strength 
after the 1972 elections she got rid of him and the 
other members of the Planning Commission, and 
fashioned it according to her heart's desire. The 
20-point programme had nothing to do with it. 
But such instances are few and far between. 
Nevertheless, these thoughtful musings are 
instructive and interesting. 

N.V. Sovani, 
Former Professor, 

Gokhale Institute of Politics and Economics, 
Pune. 
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