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I
Introduction

The political and economic ration-
ales of increased political respon-
siveness and participation at the

local level, allocative efficiency of public
spending reflecting local needs, higher
competitiveness of local governments
leading to better innovation and increased
willingness to pay for local services, have
led many countries towards decentralis-
ation. India gave a boost to the process of
rural decentralisation in 1992 with the
73rd Constitutional Amendment Act that
provided for an institutional reform of
local government. The act helped establish
a uniform three-tier structure of local gov-
ernments in rural India – the panchayati
raj institutions (PRIs) – arranged in a hi-
erarchical order with lower level govern-
ments being subordinate to the next higher
level government.1 But the financial status
of rural local governments remains elusive
despite a number of studies on rural
decentralisation in India since the act,
[Gulati 1996, Oommen 1998 and Rani
1999].2 One of the reasons for this is the
time lag in the implementation of the
amendment to empower rural bodies.
Another related reason is the lack of
availability of appropriate fiscal data, a
problem shared by many others develop-
ing countries [Litvack et al 1998]. In this
paper we use the latest budget data of PRIs
to comment on the level of fiscal de-
centralisation that has taken place and what
needs to be done in future. We take a closer
look at the fiscal aspects of panchayats in
seven states of India; namely, Andhra
Pradesh, Kanataka, Kerala, Madhya
Pradesh, Maharashtra, Rajasthan and Uttar

Pradesh. To examine how far the transfer
of powers and responsibilities enables the
PRIs to have effective control over local
expenditure decisions we measure the
extent of fiscal decentralisation and enu-
merate the changes being brought about
in the PRIs fiscal position.

We begin Section II with a description
of the fiscal characteristics of rural govern-
ments with a background of their recent
history and evolution touching upon the
new mechanism design through institution
building in line with the constitutional
amendment. We then discuss the size of
budget and sources of income of these
governments. In the following section we
discuss various fiscal problems and limi-
tations faced by panchayats and how these
are being tackled in states. In Section IV
we evaluate the autonomy of PRIs in
expenditure decision-making based on their
control on income and spending priorities.
We define and measure the degree of rural
fiscal decentralisation by means of certain
indicators. Finally, based on our findings,
in Section V we list possible ways of
making decentralisation more effective.

II
Fiscal Characteristics of PRIs

The Evolution of Current
Panchayats

Panchayats in India have for long been
an integral part of village administration,
though the character and institutional set-
up of a ‘panchayat’ varied over time and
across regions. After independence, the
Constitution gave the responsibility of
organising and shaping local institutions
to the state governments. The tasks of the

state governments included endowing
village panchayats with the necessary
powers and authority to function as units
of self-government. But despite recom-
mendations of various committees such as
the Balwantrai Mehta Committee set up
in 1957, the PRI structure failed to lead
to adequate rural development, as political
and bureaucratic control and various social
factors marred it. Except in a few states
such as MP, Punjab and Tamil Nadu, the
gram sabhas have had no powers to ap-
prove plans and budgets. Their role has
been only consultative in nature. It was
made more difficult by the presence of
officials of the state government who
occupied key positions in local govern-
ment, for example, the local executive
functionary is a civil servant appointed by
the state government. DeSouza (2000)
discusses various ways in which the
state government exercised control over
the PRIs, such as, by withholding grants
to them.

As the central government initiated
‘central plan schemes’ and ‘centrally spon-
sored schemes’ to strengthen rural devel-
opmental programmes, the urgency of
empowering the panchayats became signi-
ficant. In 1986, the L M Singhvi Commit-
tee recommended constitutional status for
PRIs with gram sabha as the basic unit.
This series of recommendations culmi-
nated in 1992 in the 73rd and 74th con-
stitutional amendments (for rural and urban
areas respectively), requiring the state
governments to pass appropriate legisla-
tion, as local governance is a state subject.
To make the amendment effective, the
states and union territories amended
their respective Panchayat Acts by the
deadline of April 1994, one year after the

Strengthening Local Governments
Rural Fiscal Decentralisation in India

This paper evaluates the fiscal success of recent efforts towards reforming and strengthening
rural governments in India through the process of rural decentralisation initiated with the

73rd Constitutional Amendment Act in 1992. It measures the extent of fiscal decentralisation
that has taken place in order to evaluate how far the rural governments have effective

control over expenditure decision-making. The analysis is based on budget data of rural
governments in seven Indian states for the decade of the 1990s and presents

recommendations to make fiscal decentralisation more effective.

SHIKHA JHA



Economic and Political Weekly June 29, 20022612

amendment act came into force. The
amendment is designed to promote self-
governance through statutory recognition
of local bodies. It provides for uniformity
in structure in terms of three-tier local
governments at the district (zilla parishads
– ZPs), block (panchayat samitis – PSs)
and village levels (gram panchayats –
GPs).3 Some of these levels did not exist in
all states prior to the act. Currently, a total
of around 2,47,000 rural governments
in the three-layered hierarchy cover a
population of 624 million.

With the amendment, panchayats have
for the first time been statutorily recognised
as having constitutional functional and
fiscal powers. The degree and extent of
power and responsibilities delegated to
them has, however, been left to the state
governments with their legislatures ex-
pected to endow them with the ‘necessary’
powers, responsibilities and authority.
The latter are expected to move away from
their traditional role of simply executing
the programmes handed down to them by
higher levels of government and to formu-
late and implement their own programmes
of economic development and social jus-
tice. The amendment gives incentives to
states in the form of Schedule XI to enlarge
the domain of panchayats and to include
functions with distributional consequences.
This schedule includes such key functions
as agriculture, irrigation, drinking water,
poverty alleviation, public distribution
system, rural electrification, roads, pri-
mary, secondary and adult education, and
maintenance of community assets.

Functions and Responsibilities:
Statewise Picture

In this section, we look at the PRIs’
functional responsibilities. The 73rd
amendment merely provides an illustrative
or indicative list of functions that are
suitable for devolution to panchayats.
Unlike the division of subjects and finan-
cial relationship between the central and
state governments provided by the Con-
stitution, no such clear-cut demarcation of
responsibilities and financial relationship
exists between the state and local bodies.
Apparently, the suggestion to specify a
‘local list’ in line with the central, state
and concurrent lists was not approved by
the National Commission on Urbanisation
in order to prevent rigidity and conflict
with the interests of the state government.

The functions and responsibilities of
PRIs at different levels show a distinct

pattern across states. GPs seem to be the
most active in most states. In general, while
the GPs carry out major functions (includ-
ing some obligatory ones) such as public
facilities, health, minor construction,
minor irrigation, and village roads PSs
and ZPs in most states are allotted super-
visory functions or act mainly as execut-
ing agents for the state government.
While the PSs, in general, are highly de-
pendent on state grants, most of their
expenses are on salaries. The smaller states
have been allowed to drop this level of
government.

In Andhra Pradesh, PSs undertake pri-
mary functions such as community develop-
ment, agriculture and health, while the ZPs
statutorily have to take care of establish-
ment and maintenance of schools. The
GPs are required to undertake obligatory
functions in addition to their discretionary
functions. Over time, the state government
withdrew a number of functions from the
PRIs, as pointed by its state finance com-
mission (SFC).4 But with meagre funds
available, they are not in a position even
to executive the limited number of obliga-
tory functions. The first SFC was thus
faced with a problem in arriving at the
assignments to local bodies. Its recom-
mendations, therefore, based solely on the
functions currently being carried out by
PRIs, were the functional responsibilities
should be accompanied with development
of requisite funds.

In Karnataka, PSs came into existence
only in 1995 and the GPs did not have the
staff to maintain records. Specific func-
tions are assigned only to ZPs and PSs with
ZPs performing the major functions in-
cluding health and primary education, water

supply and sanitation, welfare, agriculture
and rural development. According to the
Karnataka SFC, most of the funds are
spent on priorities decided at the district
and block levels while the GPs are dys-
functional. This is probably because of
the non-existence of any administrative
machinery below block level.

In Kerala, PSs and ZPs were created in
1995 by the 1994 Panchayat Raj Act. Prior
to this rural areas had GPs as the only form
of government. The act enhanced the
responsibility for local bodies in the form
of additional responsibilities. These com-
prised activities that were the direct re-
sponsibility of the state government prior
to the act, which met the entire expenditure
on them on both revenue (current) and
capital  accounts from resources
available to it. However, since the 1994
PR legislation did not increase the access
to sources of revenue to PRIs, a question
arises as to how the additional responsi-
bilities, that were earlier financed from
resources available to the state govern-
ment, will be met. The traditional func-
tions of the local bodies are funded from
revenues raised by them and supplemented
by grants from the state.

In MP, provisions of the Panchayat Raj
Adhiniyam 1993 entrusted certain obliga-
tory functions relating to basic amenities
only to GPs, which are expected to provide
basic public services, services related to
public health and public works. In the
absence of any obligatory functions for
PSs and ZPs, both these bodies function
as agents to the state government in per-
forming certain functions. The district
panchayats lack financial resources and
power with which they could formulate

Table 1: Per Capita Expenditure in Rural Areas by All Levels of Government: 1998-99
(Rs per annum)

Level of Gram Panchayat Zilla Total State (5) Centre (6) Grand Total Per
Government Panchayat Samitis Parishads (1)+(2)+(3) (4)+(5)+(6) Capita

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

AP 77 207 309 594 2598 2199 5390 13751
Kerala 383 84 80 548 3406 2199 6153 13269
MP 125 44 88 257 1993 2199 4450 8049
Maharashtra 55 0 576 631 3148 2199 5978 28865
Rajasthan 32 188 3 223 2712 2199 5135 11400
Uttar Pradesh 69 6 18 92 1864 2199 4156 9364
Simple average 123 88 179 391 2620 2199 5210 13145

(Per cent of NSDP)
Kerala 2.89 0.63 0.61 4 26 17 46
MP 1.55 0.55 1.09 3 25 27 55
Maharashtra 0.19 0.00 2.00 2 11 8 21
Rajasthan 0.28 1.65 0.03 2 24 19 45
Uttar Pradesh 0.73 0.06 0.19 1 20 23 44
Simple average 0.94 0.67 1.36 3 20 17 40

Note: The NSDP figures are estimates.
Source: Author’s calculations based on data obtained from SFC reports, RBI Bulletin on state finances, PRI

and central government budgets.
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and implement plans of development for
their respective areas.

In general, the ZPs are responsible for
rural development and social welfare in
Maharashtra. However, central government
schemes such as IRDP and (the erstwhile)
JRY are implemented by the district rural
development agency (DRDA). Each ZP
carries out functions listed in the ‘district
list’ with a ‘district fund’. This list consists
of the subjects in Schedule 1 and can be
amended by the state government. When
ongoing development projects under this
list are passed on to a ZP by the state
government, the latter also gives a corre-
sponding grant. Using local resources, the
PSs prepare plans and estimates of the
functions to be undertaken by the ZP and
report their work to the ZP. The SFC
recommended transferring to PRIs the
functions of DRDA, which have so far
been entrusted with the task of implement-
ing rural development and social welfare
programmes.

In Rajasthan, the PSs are the most
powerful rural bodies with rural develop-
ment funds channelled through them. They
are entrusted with guiding, supervising
and monitoring the works of GPs. The ZPs

are the least powerful. The Rajasthan SFC
considered only those functions that were
currently being performed by the PRIs. It
noted that the financial resources currently
available to the PRIs are highly inadequate
to meet even their existing functions,
particularly in view of the fact that the
1,856 new GPs that were created after the
PR Act 1994 needed basic infrastructure.

In UP the PSs coordinate and implement
various development programmes within
their areas of jurisdiction and look after
essential non-plan functions relating to
maintenance of capital assets. The ZPs
perform the agency function of imple-
menting state plan and centrally sponsored
schemes. The largest component of
ZPs’ expenditure in UP is that on office
establishment, constituting nearly 80 per
cent of the total in 1995-96. This com-
ponent has been rising over the years
owing to larger staff costs associated
with the execution of additional state plan
and centrally sponsored schemes. Ac-
cording to the UP SFC, including this as
non-plan cost is inappropriate since it is
incurred for plan schemes, and the ac-
counts should be corrected to reflect this
autonomy.

Income and Expenditure

In this section, we consider PRIs’ spend-
ing and sources of income including their
tax powers and the authority to borrow
(see below)

Sources of Income of PRIs

Own revenue sources
Tax sources
Non-tax sources

Tax shares, assignments and other central
and state transfers
Central Finance Commission
National Planning Commission
State government: loans, grants, tax shares

Borrowing
No independent borrowing powers

The following quote from the report of the
10th Central (National) Finance Commis-
sion (CFC, p 47, para 10.14) aptly sum-
marises what was expected as a package
of transfers to local bodies.

It can be assumed that the transfer of
functions and responsibilities from the
state to panchayats would be accompanied
by the transfer of staff already working
on these schemes/projects as also the

Table 2: Per Capita Expenditure in Rural Areas by PRIs, State and Central Governments
(Rs per annum)

Year 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 Annual Growth Rate
Nominal Real

Per capita (rural plus urban) expenditure by state and central governments net of intergovernmental transfers
I Centre 920 989 1117 1208 1356 1534 1649 1858 2199 2337 11 3
II States

AP 879 1053 1197 1385 1644 1872 2096 2161 2598 2952 13 5
Karnataka 942 1190 1403 1595 1763 2018 2292 2400 2951 3284 13 5
Kerala 991 1162 1413 1613 1842 2101 2395 2879 3406 3911 15 7
MP 831 890 1013 1168 1163 1420 1578 1753 1993 2086 11 3
Maharashtra 1201 1346 1642 1836 2237 2337 2705 2939 3148 3836 12 4
Rajasthan 963 1165 1296 1486 1676 2120 2125 2403 2712 3053 13 5
Uttar Pradesh 764 741 1006 1015 1225 1270 1351 1528 1864 1983 11 3

Simple average 939 1078 1281 1443 1650 1877 2077 2295 2667 3015 13 5
III PRIs

AP 208 236 282 285 310 320 382 462 594 672 12 5
Karnataka 410 470 544 625 707 747 799 11 2
Kerala 133 242 314 548 632 39 33
MP 45 45 62 60 55 87 125 304 257 270 24 16
Maharashtra 215 234 274 293 323 515 571 631 700 10 2
Rajasthan 160 181 161 223 261 12 6
Uttar Pradesh 39 40 41 53 51 58 54 74 92 97 10 3

Simple average 183 205 241 263 289 251 328 314 391 439 9
Per capita total public expenditure in rural India (I+II+III)
AP 2006 2277 2596 2878 3310 3725 4127 4481 5390 5961 12 4
Karnataka 2272 2648 3065 3428 3826 4299 4741 4258 5150 5621 12 3
Kerala 1911 2151 2530 2821 3198 3768 4287 5051 6153 6879 16 10
MP 1796 1924 2193 2436 2574 3041 3352 3915 4450 4693 11 3
Maharashtra 2335 2569 3033 3336 3915 3871 4870 5368 5978 6872 12 4
Rajasthan 1883 2154 2414 2694 3032 3814 3955 4422 5135 5651 10 5
Uttar Pradesh 1723 1770 2164 2276 2632 2862 3054 3459 4156 4417 11 3
Simple average 1989 2213 2571 2838 3212 3626 4055 4422 5202 5728 12

Notes: The growth rate is calculated only for the years for which all the three types of expenditure data are available.
The state’s rural population is used for obtaining per capita PRI expenditure. Total population is used for state and central expenditure.
From 1996-97, PRI data in Maharashtra are based on SFC projections. For Karnataka it relates to ZPs only; 1995-96 and 1996-97 data being Plan and
non-Plan outlays.

Source: Author’s calculations based on data obtained from SFC reports, RBI Bulletin on State Finances, PRI and central government budgets.
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financial allocations budgeted for and en-
visaged to be spent on the transferred ac-
tivities. Such a transfer is, therefore, not
likely to result in any extra burden on the
state. …A few states have already reported
that the number of panchayats may in-
crease as a result of fresh delimitation
exercise. …there would still be a need for
supplementation of resources in order to
provide for not only the additional set-up,
including infrastructure facilities, but
also the heightened expectations of people
from these bodies.

The states differ substantially as between
the fiscal size and sources of revenue
available to different levels of PRIs and
their administrative set-up. Rural local
governments remain fairly small in size,
as shown in Table 1. In terms of their total
pre capita spending the PRIs in Maha-
rashtra are ranked first followed by AP,
Kerala, MP, Rajasthan and UP. But
Maharashtra being one of the richest states,
its ranking goes down when measured in
terms of PRI expenditure as a share of net
state domestic product, which is 2 per cent.
Kerala ranks highest by this criterion at 4
per cent. It is noteworthy that in Kerala
per capita public expenditure multiplied
almost five times between 1995-96 and
1999-2000, reaching Rs 632 from Rs 133
(Table 2). In contrast, the PRIs in
UP continue to spend on abysmally low
amount, although this has shown a little
increase over the years. In terms of the
level of their per capita spending, GPs
seem to be the most power in Kerala, MP
and UP while ZPs are the strongest in
Maharashtra and PSs in Rajasthan. GP are
the weakest form of rural governments in
AP, where ZPs are the most powerful
followed by PSs.

Table 3 presents the average size of local
governments at the three levels. The av-
erage budget of GPs is much higher in
Kerala than in other states. Similarly, PSs
in Rajasthan and ZPs in Maharashtra are
much larger than the corresponding bodies
in other states. But the population served
per panchayat is much larger in Kerala than
in other states (Table 4). Thus the per
capita expenditure by panchayats in
Kerala is not the highest among all states
considered.

Over Revenue Sources

Theoretically, certain revenues are better
raised at the local level while some others
are best if levied by the state government.
Stein (1998:103-04) very succinctly
summarises the theoretical issues of tax

assignment in a federal framework.
…sub-national governments should avoid
collecting taxes on mobile tax bases, re-
distributive taxes, taxes which are liable to
be exported to other jurisdictions, taxes on
unevenly distributed tax bases, those sub-
ject to large cyclical fluctuations, and those
that involve significant economies of scale
in tax administration, or that require inform-
ation at the national level. All these taxes,
for efficiency or equity considerations,
should ideally be left to the central govern-
ment...It should be clear from the above
list that the conditions for a tax to be a
‘good’ local tax are rather restrictive. As a
result, the potential revenue from the tax
bases that can efficiently be exploited
locally…is more limited than the spending
obligatiions typically assigned to the sub-
national governments in decentralised
economies.
Rural governments generate small

amounts of revenue from their own tax and
non-tax sources (Table 4). In general, the
tax objects of local bodies are less mobile
and not easily exportable. They include
objects such as taxes on land revenue,
lands and buildings, animals and boats.
The PRIs are entitled to levy very few taxes
and often they do not levy those that they
are entitled to due to their proximity to the
taxpayers (AP, Karnataka, MP, Rajasthan
and UP). GPs have the constitutional right
to raise own tax revenues. Accordingly, in
most states, only the GPs are empowered
to levy taxes directly (AP, Karnataka). The
two higher rural tiers, PSs and ZPs, levy
only surcharge on GP taxes (AP and Kerala),
rely on state and central grants and loans
and user charges (Kerala) or do not need
special funds as they do not carry out any
compulsory functions (MP). In Karnataka,
there is a striking contrast between func-
tional responsibilities and tax powers of
rural governments. While GPs are dys-
functional for the most part, only they are
entitled to impose taxes. In contrast, the
higher level rural bodies do not have tax
powers although specific functions such
as drinking water, street lights, roads,
primary education and health are assigned
only to them. These bodies are left out
under the fear that tax powers to PSs and
ZPs would result in tax-base fragmenta-
tion and inter-jurisdictional conflicts.

The logic behind transferring taxes that
are local in nature to the local bodies is
to endow them with a strong revenue base
that can be utilised according to their own
development plans. While the amendments
did lead to the setting up of SFCs for
improvement of the fiscal scene at the local
level, most SFCs chose to leave unchanged

the existing tax powers of local bodies
(AP, Kerala).5 For the next five years
beginning 2000, the 11th CFC was man-
dated to recommend measures to augment
the consolidated funds of the state govern-
ments in order to supplement the resources
of the panchayats as per the 73rd amend-
ment. In determining the share of states
in allocation for panchayats, it is for the
first time that the formula incorporates the
revenue efforts of panchayats as also an
index of decentralisation based on 10
different parameters. The ministry of rural
development suggested that the PRIs be
encouraged by the states to levy market
fees, tolls, tariffs and user charges for the
amenities provided by them. User charges
provide another important source of in-
come for PRIs. Evidence from UP/MP
shows that people are willing to pay user
charges provided the quality of supply
(such as of electricity/water) is good.
However, there is evidence that though
there is a willingness to pay, it is too low
and does not add up to the total required
investment. To improve civic services, the
11th CFC recommended suitable restruc-
turing of tax rates and bases for the levy
of user charges for drinking water and
other services and property/house tax,
which is the single largest local tax in most

Table 3: Average Size (Budget) of Local
Governments at the Three Levels

in 1998-99
(Rs crore)

State GPs PSs ZPs

AP 0.02 1.01 78.62
Kerala 0.89 1.13 17.18
MP 0.02 0.53 6.46
Maharashtra 0.01 104.18
Rajasthan 0.01 3.04 0.35
Uttar Pradesh 0.01 0.08 2.88

Note: The size is obtained by taking the average
of budgets across all GPs, all PSs and
all ZPs.

Source: Author’s calculations based on total income
in 1998-99 and the number of PRIs in
1998.

Table 4: Total Expenditure and Revenue
from Own Sources of PRIs: 1999-2000

Year All PRIs Population
Total Own Served Per

Expenditure Revenue Panchayat
(Rs Per (Rs Per (in thousand)

Capita Per Capita Per
Annum) Annum)

AP 672 11.8 7.2
Kerala 632 57.9 61.1
MP 270 30.9 5.7
Maharashtra 700 49.6 6.1
Rajasthan 261 7.4 12.8
Uttar Pradesh 97 0.4 6.6
Average 439 31.5 7.6
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states. Similarly, it recommended rational-
isation of taxes on land/farm income, cess
on land-based and other state taxes, and
tax on professions, trade, callings or
employment. To augment the consolidated
funds of states to supplement the resources
of the panchayats, these taxes could be
levied either by states or local bodies with
appropriate transfer of tax powers. Another
way is for the state (or higher tier of PRIs)
to raise these revenues and pass them on
in toto (after deducting collection charges)
to the concerned local bodies. Such rev-
enue is generally categorised under
assigned revenue.

The non-tax income of panchayats in
states comes from various types of fees,
receipts from property (rent, lease and sale),
penalties, sale of land, disposal of dead
animals, licence fees and public contribu-
tion among other. In assessing additional
resource mobilisation by the PRIs, the
Rajasthan SFC noted that not only and the
tax powers vested with the PRIs have been
under-utilised but also that there is not
much effort being made to augment non-
tax revenue, for which there is good scope.

Tax Shares, Assignments and
Other Central and State

Transfers

Apart from its own revenue generation,
additional funds can accrue to a local body
in a number of ways. Some funds flow
from the central government on the basis
of the recommendations of the CFC and
the Planning Commission. There is also
compensation and grants-in-aid from the
consolidated fund of the state, grants from
the central government tied to special
schemes, and loans from state government
or financial institutions. The state govern-
ments give a variety of grants to PRIs,
some of which are for specific purposes
while others are untied. Various types of
grants from the state include grants to run,
maintain and implement development
schemes, and establishment grant for staff
expenses. Post-amendment the centre no
longer channels the requisite funds for
central schemes through the states but
directly passes them on to the local bodies.
But data on PRI finances show that the
share of central grants in their income has
come down in recent years while that of
state grants has gone up. Moreover, as
states become more dependent on the
centre, with their debt rising faster than
their revenues, their transfers to local bodies
are likely to be affected adversely, which

is reflected in a slight slow down in these
transfers in the past two-three years in
most states.

Other sources of revenue for PRIs in-
clude sharing of existing state taxes, levy
of new taxes by the local bodies or even
by the state government with a provision
for tax sharing and state grants as recom-
mended by the SFCs. GPs have the con-
stitutional right to get specific shares of
taxes from the state’s consolidated fund.
Moreover, certain revenues currently lev-
ied and collected by the state government
may be assigned to local bodies. Assigned
revenue is different from sharing of taxes
levied by the state government between
state and the local bodies. The decisions
as to which taxes, duties, tolls and fees
should be assigned to local bodies and
which should be shared by the state with
them are with the state legislatures. Con-
sequently, while expenditure responsibili-
ties of local bodies are likely to be exten-
sively enhanced, there is no law to ensure
a corresponding assignment of taxes or
shares to match the additional responsi-
bilities. But it is to be noted that the SFCs
in severaly states unanimously and strongly
recommended that whenever state govern-
ments decide to devolve any of the func-
tions of Schedule XI to PRIs, they must
also devolve finances along with the func-
tionaries and empower them to discharge
the responsibility effectively.

Given the (in)efficiency in tax admin-
istration and collection by local bodies,
some SFCs preferred to transfer a higher
percentage of shared taxes instead of
assigning taxes to panchayats (as in AP).
Furthermore, the SFCs in Rajasthan and
AP did not recommend assignment of taxes
levied by the state government to local
bodies, as the taxes were perceived to be
unpopular with voters. In Kerala, the own
sources of tax revenue make up as much
as one-third of the total income of the
panchayats excluding JRY/NRY grants for
centrally sponsored schemes. This perhaps
reflects, at least partly, a good administra-
tive set-up for tax collection. If so, then
the assigned taxes, that generate more than
20 per cent of the GPs’ income but are
collected by the state government, could
also be transferred to the GPs with author-
ity to directly levy them.

At present, rural local governments have
no borrowing powers and are have not
empowered to raise loans on their own.6

Whatever loans they have received in the
past and are receiving at present relate pri-
marily to loans from the state government

(such as in UP). They face the requirement
that their expenditure must be strictly within
the limit of their income so that a situation
of deficit budget does not arise (as in
Maharashtra). This requirement results in
postponement/avoidance of certain essen-
tial expenses, particularly capital, and
makes the PRIs even more dependent on
the state government.

The K Santhanam Committee had rec-
ommended as early as 1963 the establish-
ment of a panchayati raj finance corpora-
tion to give loans and financial assistance
to PRIs. But it is only with recent develop-
ments that GPs, self-help groups and NGOs
are now allowed direct lending from the
revamped Rural Infrastructure Develop-
ment Fund for providing roads, primary
education centres, rural health centres and
drinking water in villages. This, however,
does not mean that the PRIs can directly
raise loans on their own, particularly for
other purposes. But there are certain ex-
ceptions. The Maharashtra SFC has rec-
ommended a rating system to be developed
in consultation with commercial credit
rating agencies or financial institutions
such as CRISIL or ICICI to help the state
government decide on whether to give
loans or guarantees to PRIs and urban
bodies. The SFC for MP recommended
setting up of a rural development fund
from 50 per cent of the amount (Rs 44
crore) received from the central govern-
ment on account of recommendations from
the 10th CFC. This fund would be used
as guarantee money or margin money for
projects on drinking water. In general,
limited borrowing rights could be permit-
ted to local governments for infrastructure
investments since it is inappropriate for
current taxpayers to pay for the entire cost
of infrastructure. Such borrowing could be
limited to the extent that the marginal rate
of return from investment of borrowed
funds does not fall below the interest rate
and subject to its inclusion in the budget.
Singh (1997) also argues for market bor-
rowing rights to urban municipalities so
long as their budget constraints remain
hard and bail-outs do not occur.

 III
Problems, Constraints and

Hurdles

The PRIs continue to face several prob-
lems on the fiscal front. But there are
solutions to these problems, including some
recommended by the SFCs. In this section,
we discuss various possibilities. A number
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of factors are responsible for the seemingly
persisting poor performance of PRIs. A
lack of transparency and informational
constraints also contribute to this problem.

The problems faced by PRIs in raising
local tax revenue include narrow tax base,
lack of administrative machinery and staff
trained in tax collection, lack of guidelines
to levy new taxes and unpopularity of
certain taxes among voters. As a result
some local bodies do not impose and collect
taxes that they are authorised to [Thimmaiah
1998]. Ways of improving collections from
existing sources even without raising the
tax rates include correcting the method of
valuation of the tax base, charging differ-
ential rates for commercial and residential
property, imposition of taxes on an ad
valorem basis, fixation by the state govern-
ment of only the minimum rates and cutting
out exemptions. In states where minimum
and maximum rates have been prescribed
in the panchayat acts, there is a general
tendency to impose the minimum rate
[Vithal 1997]. Local tax collections can
be improved by improving the administra-
tive capacity of local bodies before giving
them higher tax authority and through more
frequent revision of their tax rates. A
solution suggested by the Rajasthan SFC

to tackle the problem of unpopularity of
taxes is to tax only the rich villagers through,
for instance, a tax on ‘pucca’ (brick/stone)
houses and big ‘havelis’ (mansions).

Inadequacy of staff, particularly techni-
cal staff, has seriously affected the func-
tioning of the PRIs whose expenditure
needs are rising due to the requirement of
additional administrative, trained and tech-
nical staff for schools, water supply, com-
munications, accounts, tax collection,
sweeping, drain cleaning and others. There
is hence an urgent need to develop training
infrastructure and train the technical staff,
where the accounts staff need to be trained
in PRI finance, accounts and budgeting.
Apart from induction courses, they also
need refresher courses at regular intervals.
Lack of adequate trained personnel results
in PRIs not being able to spend the re-
sources that they otherwise would. For
instance, in AP the number of schools in
PSs has gone up but there is no correspond-
ing increase in staff to support them, and
while they JRY has been passed on to the
GPs, no staff has been sanctioned to attend
to its work. In Rajasthan, there is a shortage
of about 60 per cent in secretarial staff with
the GPs. A large fraction of senior staff
of the PSs and the ZPs are drawn on

deputation from various state departments,
and are regulated by the state government
rules, and their sudden transfers severely
affect the functioning of the PRIs.

Based on international experience, Bird
and Rodriguez (1995) suggest minimis-
ation of staff costs through ‘profes-
sionalisation’ by attrition, channelling
unskilled workers into cooperative enter-
prises, maintaining core professional staff,
drawing local expertise from universities,
professional associations, state enterprises,
and regional service agencies. The AP
SFC suggested appointment of temporary/
short-term contract staff to keep service
costs low and to avoid legal complications.
To solve the staffing problem and cut non-
plan expenditure, the Karnataka SFC sug-
gested appointing departmental staff from
health, education and agriculture and other
sectors to work in divisions covering dis-
tricts together. It also advised on proper
training and follow-up of both elected
representatives as well as officials work-
ing in the PRIs by experts in rural devel-
opment, and panchayati raj from research
and academic institutions based in the state.
This is to be complemented by clearly
specified ‘rules of business’ defining the
powers and privileges of the elected rep-

Table 5: Per Capita Own Revenue Generated from Rural Areas by PRIs, State and Central Governments
(Rs per annum)

Year 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 Annual Growth Rate
Nominal Real

Per capita (rural plus urban) own revenue of state and central governments net of shared taxes and transfer of grants
I Centre 650 766 844 841 977 1179 1329 1387 1603 1825 11 3
II States

AP 512 593 644 672 802 852 939 1184 1388 1545 12 4
Karnataka 616 750 819 999 1042 1298 1455 1464 1622 1826 12 4
Kerala 523 641 718 851 1029 1188 1273 1558 1726 2048 15 7
MP 378 449 533 621 603 677 723 816 846 960 9 2
Maharashtra 881 964 1038 1152 1448 1599 1709 1896 1923 2054 10 2
Rajasthan 464 509 600 677 752 1020 889 967 1043 1159 10 2
Uttar Pradesh 278 313 354 382 436 479 445 480 528 681 8 1

Simple average 522 603 672 765 873 1016 1062 1195 1297 1467 11 4
III PRIs

AP 9.49 10.18 9.52 9.08 9.55 11.05 11.24 11.51 11.79 11.83 3 -5
Karnataka
Kerala 34.33 38.86 42.59 51.26 57.93 13 7
MP 2.37 3.00 2.92 3.13 4.70 5.28 13.30 36.72 30.95 30.86 34 26
Maharashtra 20.35 20.98 21.59 25.73 28.77 33.23 38.25 43.52 49.56 11 3
Rajasthan 6.98 8.28 7.78 7.36 7.44 -6
Uttar Pradesh

Simple average 10.74 11.39 11.35 12.64 14.34 14.41 20.98 27.37 28.98 31.52 13
Per capita total (own) revenue generated in rural India (I+II+III)
AP 1172 1369 1497 1522 1788 2041 2279 2582 3003 3382 12 4
Karnataka 1266 1516 1663 1839 2019 2477 2785 2851 3225 3651 13 4
Kerala 1173 1407 1562 1691 2005 2402 2641 2987 3380 3931 12 6
MP 1031 1218 1380 1465 1585 1861 2066 2240 2480 2816 11 3
Maharashtra 1551 1751 1903 2019 2453 2778 3072 3321 3570 3928 9 1
Rajasthan 1114 1275 1444 1518 1728 2206 2227 2361 2653 2991 8 2
Uttar Pradesh 928 1079 1198 1223 1413 1658 1774 1867 2131 2506 10 3
Simple average 1176 1374 1521 1611 1856 2203 2406 2601 2920 3315 11

Notes: The growth rate is calculated only for the years for which all the three types of revenue data are available.
The state’s rural population is used for obtaining per capita PRI revenue. Total population is used for state and central revenue.
Own revenue of PRIs comprises own tax and non-tax revenue, additional resource mobilisation and assigned revenue.
Own revenue of state and central governments is net of shared taxes, transfer of grants and assigned revenue.

Source: Author’s calculations based on data obtained from SFC reports, RBI Bulletin on State Finances, PRI and central government budgets.
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resentatives and government officials
working in rural areas.

Diversion of Funds and Misuse
of Resources

Some panchayats are not able to make
the best use of their resources due to
embezzlement/diversion of funds to non-
productive uses. There are reports of di-
version of PRI funds and leakage from
poverty alleviation programmes in various
states [Kothari 1999, Lieten and Srivastava
1999]. For example, in UP there is large-
scale diversion of public funds earmarked
for poverty alleviation and related
programmes particularly through influen-
tial officials who have access to important
financial information on disbursal of grants
for such programmes [Gaiha 1998 and
Gaiha et al 2000]. In this state, both ZPs
and GPs spend far less on state and central
plan schemes than the grants received by
them for these schemes, thus diverting
these grants to other purposes. In MP, the
SFC found that funds for different projects
under different schemes such as JRY,
destitute pension, water supply, and Rajiv
Gandhi mission were used up by GPs but
these funds did not find their way to the
budget. In Kerala, the SFC noticed diver-
sion of specific-purpose tied grants in some
panchayats towards expenses associated
with establishment cost, public works and
debt servicing. It, therefore, recommended
the abolition of earmarked non-plan grants.
As a result, in 1996-97 untied grants to
local bodies for development purposes went
up to Rs 212 crore from an earlier average
of Rs 20 crore. The SFC suggested flexible
use of these grants so long as they are not
spent for certain ‘negative’ purposes such
as salaries and wages, and travelling al-
lowances.7 The Rajasthan SFC hinted at
possible embezzlement of money meant
for implementation of rural development
programmes, even before it reached the
PRIs. To quote, “... though there is a fixed
ratio of funds to be transferred to the PRIs,
there is no monitoring as to whether the
PRIs receive the funds under schemes to
be implemented by them in the fixed ratio.”
To control misappropriation of funds for
spending under newly devolved powers to
the PSs, this government devised a new
procedure. Under which inappropriate use
of panchayat funds will be recovered from
the sarpanch, gram sevak or junior engi-
neer concerned.

Unless panchayat leadership is made
accountable to the public through trans-

parency in its operations, its functioning
is not likely to improve much. It has been
shown that the level of education of elected
representatives and the people’s access to
information on the powers of the sarpanch
on how to enforce the villagers’ rights or
how to question the misdeeds of the
sarpanch make a substantial difference in
effective decentralisation.8 A 1997-98
survey of villages in three districts of UP
showed that while the village development
officer and the chairperson of the GP, had
access to information on various govern-
ment schemes and the panchayat secretary
kept financial records, they extracted
monopoly rents from such information.
The decision-making was not transparent
and did not involve other panchayat
members. The success of such rent-seek-
ing activities owed, among other things,
to the lack of police protection and the
economic security of the vulnerable groups
[Gaiha 1998]. Before the elections in 1995,
lack of accountability of governments in
UP was a significant factor in implemen-
tation failure reflected in poor scope and
quality of public provision of basic ser-
vices [Drèze and Gazdar 1997]. But recent
field evidence from this state suggests that
the scene is changing for the better and
there is greater accountability of panchayat
leadership in the formulation and imple-
mentation of JRY schemes [Srivastava
1999]. Similarly, in Rajasthan, state offi-
cials posted in rural districts are becoming
answerable to elected members of the
rural local bodies.

AP is the first state to computerise JRY
accounts of GPs and JRY allocations from
ZPs. The information is first transmitted
from village to district headquarters and
then to the state government. Each ZP is
sanctioned funds for the purchase of a com-
puter to maintain accounts and other re-
cords. Village-level computerisation under
the government’s programme to collect
and disseminate information will ultimately
help improve accountability apart from
being used for monitoring/redesigning of
various programmes and schemes.

Karnataka introduced decentralisation in
the1980s through a formula-based trans-
parent system of transfers to local bodies,
which changed the processes. It led to fair
elections, improved attendance in rural
institutions, frequent visits to villages by
councillors to ascertain their problems,
reduced corruption, improved service deli-
very and communication with citizens due
to initiatives taken by bureaucrats, and so
on [Crook and Manor 1998 and Meenakshi-

sundaram 1994]. A lesson to be learnt from
this experience is that the elected represent-
atives need constant monitoring to perform
well and improve their accountability.

IV
Autonomy in Expenditure

Decision-Making

The autonomy for PRIs in making de-
cisions on spending priorities comes from
two sources.9 One, the revenue generated
from their own sources, and two, the
total amount of funds available at their
disposal. By default, these also capture the

Table 6:  Indicators of Rural Fiscal
Decentralisation: Pre- and Post-73rd

Amendment Scene

Indicator Expenditure Revenue
Decentralisation Decentralisation

State 1990-91 1995-96 1990-91 1995-96
to to to to

1994-95 1999-00 1994-95 1999-00

AP
All PRIs 10.17 10.09 0.66 0.44
GPs 1.91 1.34 0.66 0.44
PSs 4.29 3.63
ZPs 3.97 5.11

Karnataka
All PRIs 18.05 17.12

Kerala
All PRIs 6.70 1.46
GPs 4.57 1.46
PSs 1.31
ZPs 0.81

MP
All PRIs 2.46 5.18 0.24 0.98
GPs 2.34 2.71 0.22 0.20
PSs 0.08 0.80 0.01 0.77
ZPs 0.04 1.67 0.00 0.00

Maharashtra
All PRIs 8.87 10.49 1.22 1.18
GPs 0.62 0.90 0.70 0.60
PSs 0.05 0.00
ZPs 8.20 9.58 0.52 0.58

Rajasthan
All PRIs 4.28 0.31
GPs 0.60 0.14
PSs 3.61 0.12
ZPs 0.07 0.05

UP
All PRIs 2.14 2.07 0.03 0.02
GPs 1.97 1.66 0.03 0.02
PSs 0.00 0.10
ZPs 0.18 0.31

Notes: The numbers for Maharashtra from 1996-
97 onwards are based on SFC projections.
The expenditure in Karnataka relates to
ZPs only. For 1995-96 and 1996-97 the
numbers are based on Plan and non-Plan
outlays.
Own revenue of PRIs comprise own tax
and non-tax revenue, additional resource
mobilisation and assigned revenue. Own
revenue of state and central governments
is net of shared taxes, transfer of grants
and assigned revenue.

Source: Author’s calculations based on data
obtained from SFC reports, RBI Bulletin
on State Finances, PRI and central
government budgets.
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dependence of PRIs on funds flowing from
higher-level governments that include
grants, loans, assigned taxes and share in
taxes. Our interest is to study both the
extent of autonomy that exists at any given
point in time across PRIs of different states
and the changes in it over time. On the
revenue side, a measure of autonomy
must capture the extent to which local
bodies can raise their revenue indepen-
dently that is, on their own account with
the freedom to spend according to their
own priority.10 Own-income of local
bodies is one component of fiscal de-
centralisation and consists of revenue raised
by way of tax as well as non-tax receipts.
On the expenditure side, a measure of
autonomy must reflect the extent of the
right and the capacity of PRIs to allocate
their resources.

Spending Priorities

With the 73rd amendment, the centrally
sponsored schemes (funded by the central
government) are now implemented through
the District Rural Development Agencies
(DRDA), which are hitherto under the
administrative control of state govern-
ments. In 1995, the union government
decided to bring DRDA under the overall
supervision, control and guidance of the
PRIs, the elected head of the ZP being the
chairperson of its governing body. Propos-
als for development programmes are now
supposed to be initiated and processed at
the lower level of GPs and PSs and the
proposals cleared by them submitted to the
DRDA. The district collector, who is the
chief executive officer of the DRDA and
who has the executive and financial pow-
ers over these agencies, will execute the
schemes approved by the governing body
of the DRDA. There is thus a serious
attempt at giving the panchayats an upper
hand in determining their expenditure
priorities. But the following quote from
the report of the SFC for Rajasthan (p 65)
paints a dismal picture, which characterises
to a large extent, the general scenario in
most states.

... the current expenditure pattern of PRIs
does not really reflect meeting their func-
tional obligations according to their own
needs and priorities, but indicates pro-
grammes and schemes under which funds
are transferred by the external agencies
with national norms and conditions for
expenditure. For lack of their own resource
base to determine a function-related, local
need based expenditure pattern, these
institutions have merely been reduced to

executing arm at the field level, of the
external funding agencies.
It is not surprising then to find that the

PRIs in most states are restricted in spend-
ing their funds. For instance, a common
complaint to the Karnataka SFC from the
heads of GPs was that they had neither the
access to funds from the state nor the
power to make their own decisions about
their requirements while the higher-level
rural governments fixed the priorities and
spent the funds. In most states a major
portion of funds allocated to the three tiers
of PRIs involves payment of salaries, most
of which come from ongoing programmes
and centrally sponsored schemes. Thus,
the size of the salary component in these
schemes can give some indication of the
degree or lack of expenditure autonomy.
In particular, in the second half of the
1990s, PSs in AP and Rajasthan spent
close to 90 per cent of their total expen-
diture on salaries of PRI staff alone. The
corresponding figure for MP is about 70
per cent. Similarly, ZPs in Rajasthan spent
46 per cent on salaries. Data for 1999-2000
shows that general administration, most of
which goes on salaries, and expenditure
on development grants (tied) constitute
more than 80 per cent of total spending
of PRIs in all the states except in Kerala,
with 63 per cent. But most of the remaining
expenditure is then incurred towards obliga-
tory services, leaving less than 2 per cent
for services at the discretion of the
panchayats.

 Control on Income

A measure that takes only own income
of local bodies into account underesti-
mates the extent of decentralisation. In
addition to own income, a measure of
revenue decentralisation must take into
account assigned revenue, which is the tax
collected by the state on behalf of the PRIs
and then passed on to them in full. This
is captured in own revenue as defined for
Table 4. Data on PRI budgets reveal that,
despite this adjustment, the per capita own
revenue of PRIs is much lower than their
expenditure. For GPs it varied from Rs 58
in Kerala to Rs 0.42 in UP in 1999-2000.
From their self-raised resources, GPs in
Kerala make about 13 per cent of their total
expenditure. The corresponding shares of
the important rural bodies in other states
are not only negligible but they do not even
enjoy sufficient power to utilise it. For
example, in Maharashtra the ZPs are re-
sponsible for rural development and social

welfare but the state government gives
guidelines and earmarks almost half their
own income for spending on social wel-
fare and water supply. We find that rev-
enue autonomy, defined as the ratio of own
income to total income, was in general
lower in the post-amendment period than
in the pre-amendment period for all the
three tiers for all the states considered.11

Grants are normally given to local bod-
ies to undertake functions for which money
is provided by the state government. One
of the ideas behind providing grants is to
enable local bodies to manage functions
entrusted to them which could not other-
wise be undertaken because of their lim-
ited taxable capacity. Grants are also given
to encourage local bodies to increase their
income. To capture the role of grants in
deciding the spending priorities of PRIs,
we calculate revenue dependency, which
is defined as the share of grants in PRIs’
total income. This indicator shows the
extent to which local governments rely on
the central and state governments and
higher level local bodies for their expen-
diture needs. Revenue autonomy and rev-
enue dependency are almost two sides of
the same coin in the sense that if revenue
from own sources rises, the relative share
of grants in the income of PRIs falls, and
vice versa. In a comparative study of 31
developing and OECD countries, Fukasaku
and de Mello Jr (1998:127-29) find a stable
negative relationship between sub-national
fiscal autonomy and dependency; a lower
dependency and higher autonomy indicat-
ing an increase in fiscal decentralisation.

But this need not always be the case. We
find that in India, along with a reduction
in revenue autonomy in the 1990s, revenue
dependency also reduced in the major PRI
tiers across the six states, implying thereby
that sources of income other than own tax
and non-tax revenue and grants from higher
level governments have become more
important.12 These sources include shared
taxes and loans. These changes show up
in larger total transfers. But to the extent
that there is an increase in loans, this will
raise the debt liabilities of the PRIs in
future. An interesting case in this context
is that of Kerala, which has normally been
cited as a leading example of fiscal au-
tonomy. It is to be noted that the share of
own revenue in total income of GPs in this
state declined continuously from 61 per cent
in 1995-96 to 15 per cent in 1999-2000.
But at the same time, per capita expen-
diture multiplied by close to five times
over this period. This has been possible
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through an ever-increasing reliance on
grants from higher level governments. That
is, per capita PRI spending in this state
went up substantially despite lower rev-
enue autonomy coupled with higher de-
pendency. This example shows that high
revenue dependency is not a matter of
concern so long as grants are largely untied
or in block form, which has been the case
in Kerala.

It is not surprising to find weak rural
governments, given the history of their
evolution. It would be revealing, however,
to find if they can change the priorities of
spending, especially of earmarked or tied
funds. The general-purpose or untied grants
such as per capita grant are given so that
local governments can spend them on items
of their priority. A break-up of grants into
tied and untied grants could therefore also
reflect the local government’s expenditure
autonomy. In general, state government
grants are tied. For example, in AP the
freedom with which the local bodies can
spend the grants provided to them by the
state government is very limited, with even
some of the general-purpose grants having
been earmarked for schemes meant for
scheduled castes, scheduled tribes and
women. See, among others, Bird and Smart
(2001) for an argument against such tying
of general-purpose grants. Moreover, there
have been orders from the state govern-
ment specifying the use of per capita grants
for minor irrigation and roads by PSs. In
Kerala, where grants constituted one-fourth
of the receipts of panchayats in the first
half of the 1990s, untied grants formed a
little over 60 per cent of total grants or
about 15 per cent of their receipts. It is
interesting to note that the SFC in this state
recognised the fact that specific-purpose
tied grants in some panchayats are being
diverted to other uses and, therefore, it
recommended abolition of earmarked
non-plan grants.

Another aspect of grants is the require-
ment for matching funds. For instance, in
Rajasthan even the untied funds coming
from the state to the rural government
require 50 per cent contribution from the
latter. Most of the central schemes require
a matching contribution from the states,
for example, IRDP 50 per cent, TRYSEM/
JRY 20 per cent, and DPAP 50 per cent.
But such a requirement reduces the amount
of funds available locally for spending on
other purposes. The requirement of match-
ing funds is one of the reasons why some
states are unable to utilise central funds
for various rural development schemes.

These include EAS meant to provide
employment to the rural poor in lean
agricultural season, Swarnjayanti Gram
Swarozgar Yojana (SGSY) to promote self-
employment, Jawahar Gram Samriddhi
Yojana (JGSY) for creating village infra-
structure and the National Social Assis-
tance Programme for social benefits to the
poor. Even the states seem to follow this
line. The SFC in AP recommended statu-
tory sharing of the state’s tax and non-tax
revenue, with PRIs to make a matching
contribution from their side. In Rajasthan
the untied funds coming from the state to
the rural government require 50 per cent
contribution from the latter. The grants
from the CFC “require suitable matching
contributions by raising resources” and are
not meant for salaries and wages.

The requirement of matching grant may
persuade local governments to improve
their revenue collection. While such grants
can help improve accountability, they can
also add to the fiscal burden of local bodies.
For example, it is often believed that foreign
aid could ease the resource crunch faced
by local governments. But Agbonyitor
(1998) finds that local financing constraints
in most low-income countries become
worse in the short run with the inflow of
aid requiring additional matching funds

for utilisation of aid resources, implying
cutting down of spending in other areas.
Expenditure reform in such cases requires
focusing on quality expenditure including
on local capacity building for better review
and management of local funds and to
spend for enhancing growth and thereby
enlarging the tax base for higher revenue
generation in the long run.

Another indicator is local financial
autonomy, which refers to the right and
capacity of local governments to access
capital markets. These governments do not
depend on higher level governments for
funds to the extent they are free to choose
and use loans from the latter. However, as
discussed earlier, rural governments have
no unconditional borrowing powers in India
and so no authority to spend according to
their preferences. As a result, we cannot
measure this indicator.

Revenue and Expenditure
Decentralisation

To further comment on the levels and
changes in rural fiscal decentralisation that
have taken place in various states in re-
sponse to the constitutional amendment,
we break down total rural expenditure and
the own net revenue locally generated into

Figure 1: Trends in Per Capita Own Revenue from and Total Public Expenditure
in Rural Areas
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those by the three tiers of government in
rural areas, that is, by centre, state and PRIs.
In Table 2, we present the break-up of per
capita total public expenditure incurred in
rural areas of the state by the central, state
and rural governments and their nominal
and real growth rates during 1990s.13 In
1999-2000, the centre spent roughly Rs
2,300 per capita in rural areas. The seven
states under consideration spent an aver-
age amount of a little over Rs 3,000 per
capita ranging from about Rs 2,000 in UP
to Rs 3,900 in Kerala. The PRIs have much
smaller budgets ranging from less than Rs
100 in UP to Rs 700 in Maharashtra,
averaging across the seven states to about
Rs 440.

In Table 5 we present the break-up of
per capita revenue collected by the three
tiers of government from rural areas from
their own tax and non-tax sources. Of the
total revenue thus generated in the seven
states under consideration, in 1999-2000
the centre collected 55 per cent followed
by 44 per cent by the states and only about
1 per cent by the PRIs. It is interesting to
note that on an average across all the levels
of government, own revenue generated
from rural area finances roughly 58 per
cent of total public expenditure incurred
in these areas by these governments. Per
capita own revenue of all PRIs taken
together grew at 13 per cent per annum
during the past decade, a pace much faster
than the 9 per cent rate of growth in their
expenditure. But the absolute level of own
revenue relative to income or expenditure

continues to remain too insignificant to
give them much fiscal autonomy. But at
the same time it is important to note that
over the years all the three levels of govern-
ment have been spending relatively larger
amounts in rural areas than the resources
they are generating from there. Thus, the
gap between their respective per capita
expenditure and own revenue has been
widening. Of course, how these gaps are
financed is another important question to
ask. See Figure 1, where we plot the trends
in per capita annual expenditure and own
revenue by the three levels of government.

We now calculate certain indicators of
fiscal decentralisation, which are restricted
in definition by the type of data available.
McLean et al (1998) discusses such indi-
cators. Expenditure decentralisation is
defined as the ratio of expenditure of PRIs
to total rural expenditure by PRIs, state and
central governments. Revenue decentral-
isation is similarly defined as the ratio of
own revenue of PRIs to total own revenue
of local, state and central governments
generated from rural areas.14

In 1990-91 the shares in rural expendi-
ture in per capita terms by the centre and
the seven states were roughly equal at
about 46-47 per cent. (Figure 2). But the
share of the centre declined to 42 per cent
by the end of the decade. The average share
of PRIs in these states increased margin-
ally from about 6 per cent to 7 per cent.
On the other hand, the share of spending
by states increased much more from 46 per
cent to 52 per cent during 1990s. These

changing shares are reflected in the annual
real growth rate of per capita expenditure
of only 3 per cent by the centre as against
5 per cent by the states (Table 2). But the
shares of revenues generated from rural
areas by the centre and the states remained
at their respective levels at the end of the
decade as they were at the beginning
(Figure 3). These two together added up
to more than 99 per cent implying almost
negligible revenue raising by the rural local
bodies. The summaries of these indicators
for all the PRIs put together are illustrated
in Figure 4.

In Table 6 we present these indicators
in the pre- and post-amendment periods
for individual levels of PRIs in the seven
states. On an average expenditure, de-
centralisation increased slightly in the post-
decentralisation period. Karnataka, fol-
lowed by AP and Maharashtra, leads the
group of states in this indicator. However,
while we do not have revenue data for
Karnataka, the other two states show a
downward trend in revenue decentralisation
in the second half of the 1990s. MP is the
only state where both the indicators show
an upward movement although there is a
large scope for increasing them further to
at least the levels achieved in the ‘best
practice’ states. In terms of revenue de-
centralisation, Kerala is at the top, fol-
lowed closely by Maharashtra. But reve-
nue decentralisation is below 1.5 per cent
in all the states considered whereas their
spending responsibilities as reflected in
expenditure decentralisation are much
higher. One of the reasons for this is that
a large fraction of PRI spending is on staff
salaries financed from grants from higher
level governments. These in most cases
pertain to the central and state schemes,
implying thereby that the manoeuvrability
of PRIs in setting spending priorities is
rather limited. There is a need for improving
the levels of both the indicators in all the
states especially as there has been a general
slowdown in fiscal decentralisation.

V
Future Directions

We have evaluated the position of rural
local bodies in seven Indian states to
ascertain the extent to which fiscal
decentralisation has been effective, changes
that are taking place and the problems that
continue to persist. Based on these obser-
vations, we now present certain policy
conclusions to give future directions for
strengthening the financial status of PRIs.

Figure 2a: Per Capita Rural Public Spending Figure 2b: Per Capita Rural Public Spending
1990-91: Rs 1,989 1999-00: Rs 5,728
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Figure 3a: Per Capita Own Rural Revenue Figure 3b: Per Capita Own Rural Revenue
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While rural decentralisation began on a
positive note in 1992, criticisms and ac-
tions from both state and local govern-
ments have slowed down the process. On
the one hand, some state governments are
trying to retain control or are looking for
and devising ways to make sure that the
local governments adhere to their advice.
On the other hand, representatives of
panchayats accuse the state government of
withholding their due grants and external
funds and not devolving sufficient tax
powers and authority. Their demands have
sometimes resulted in agitation, strikes
and violence.15 This is not to say that none
of the state governments has shown any
keen interest in transferring powers to local
bodies. On the contrary, examples abound.
In Karnataka, the power to disburse sala-
ries of school staff has been passed on
from ZPs to the lower-level government
of PSs. It would be a power and not a
burden so long as it is accompanied by the
requisite funds too. In Kerala, panchayats
at all levels have been empowered to write
off loans up to certain limits, though with
prior approval. MP gives incentives to
PRIs for good performance in rural develop-
ment. In UP, the district collectors’ per-
formance is evaluated on the basis of their
success in introducing decentralisation in
their districts.

While more functions are transferred
to local bodies, in order to cut down
transfer of associated funds, some states

are adopting more efficient methods of
expenditure control. For instance, the
state governments in MP, Rajasthan and
UP are trying to outsource funds by
contracting out work such as replacing
government teachers with ‘shiksha
karmis’ (para-teachers). Positive incen-
tives and proper training facilities for such
teachers could help create and promote
better teachers.

A question that is often asked is how far
is the transfer of responsibilities accom-
panied by matching resources/tax powers?
One of the points noticed in AP, Karnataka,
MP, Rajasthan and UP is that the panchayats
have not been able to impose/collect cer-
tain taxes assigned to them because of their
nearness to the taxpayers. PRI budget data
show that on average revenue autonomy,
defined as the share of own revenue in total
income of PRIs, declined in the post-
amendment period for every tier of PRIs.
This is a very pertinent observation that
throws further light on the effectiveness/
usefulness of the decentralisation process.
Due to lack of sufficient data, we have not
been able to measure a more important
indicator of expenditure autonomy,
namely, the share of untied or general
purpose grants in total expenditure. Reve-
nue dependency shows the extent to which
local governments rely on grants from the
state government and higher level local
bodies for their expenditure needs. Inter-
estingly, along with a reduction in fiscal

autonomy, revenue dependency has also
reduced on average, implying thereby that
sources of income other than grants and
own revenue have become more impor-
tant. These sources include shared taxes
and loans, with the latter raising the debt
liabilities of the PRIs in future. If the
component of untied grants is large in
total grants, it may even be desirable to
have a high revenue dependency until the
revenue generation capacity of PRIs is
increased.

Revenue decentralisation, defined as the
percentage share of revenue generated by
PRIs in the total revenue generated from
rural areas, increased by about 36 per cent
(from 0.54 to 0.73) after the amendments.
At the same time, expenditure decentral-
isation, defined as the percentage share of
PRIs in total rural expenditure, went up
by 9 per cent (from 5.91 to 6.47). An
interesting observation from these indica-
tors is that in Kerala, an undisputed ‘suc-
cess story’, although revenue decentral-
isation to PRIs is the highest among all the
states considered, its level is too low in
absolute terms. Similarly, while the annual
PRI expenditure as a percentage of NSDP
is the highest in the state, the relatively
higher contributions from the state and
central governments bring its ranking down
in terms of expenditure decentralisation.
That is, looking at a single indicator may
not always show the entire picture. More-
over, higher expenditure decentralisation
needs to be coupled with higher expendi-
ture autonomy, that is, expenditure allo-
cation not dictated by higher level govern-
ments. Successful and effective fiscal
decentralisation could then be measured
by the percentage of local expenditure
under PRIs’ discretion. But fiscal
decentralisation is not an end in itself. It
is a means to achieving better living
standards and towards that end, the next
step would have to be a move to an ef-
ficient and equitable public expenditure
management.

Making Rural Decentralisation
More Effective

(1) Set the expenditure responsibilities of
PRIs clearly for each level;
(2) Make higher spending responsibilities
commensurate with higher devolution of
power to raise resources;
(3) Ensure necessary resources to PRIs
through assignment of better tax instru-
ments, user charges and fees for more
efficient resource use;

Revenue decentralisation: Share of PRIs in total revenue from rural areas (per cent) – 1990-91  to 1994-95.

Revenue decentralisation: Share of PRIs in total revenue from rural areas (per cent) – 1995-96  to 1999-2000.

Expenditure decentralisation: Share of PRIs in total expenditure in rural areas (per cent) – 1990-91  to
1994-95.
Expenditure decentralisation: Share of PRIs in total expenditure in rural areas (per cent) – 1995-96  to
1999-2000.
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Figure 4: Indicators of Decentralisation
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(4) Identify taxes that are difficult to
administer locally and let the state govern-
ment collect them and pass on to the
PRIs until their institutional capacity is
improved;
(5) Improve administration of local taxes
and build/create local institutional capa-
city to improve service delivery and ac-
countability;
(6) Raise state transfers to PRIs in the form
of untied grants;
(7) Keep staff costs under control by
improving local capacities through a core
professional staff, temporary appointments
without fringe benefits and drawing from
local professional expertise;
(8) Give grants to cover additional salary
and infrastructure costs;
(9) Take account of the revenue-raising
potential and tax effort to avoid penalising
low-capacity PRIs while recommending
matching grants;
(10) Allow rural governments to borrow
like municipalities but make their budget
constraints hard by restricting the bor-
rowings and limiting possibilities of
bailouts;

(11) Improve local finance database to
inter alia ascertain more clearly and im-
prove the degree of effective fiscal de-
centralisation.

While this study reports on the current
status of PRI finances, there are some
questions that remain unanswered due to
lack of adequate evidence. These include:

Does the transfer of tax powers to rural
bodies increase their total income?

If so, how does it affect the transfer of
resources from the state? Is the change
fiscally neutral? Does the state transfer
increase to reward the good tax efforts?
Or, does it decrease to neutralise the effect
of higher local earnings?

Do higher transfers result in higher or
lower tax effort?

Does higher expenditure autonomy at
the local level result in better and more
efficient service delivery?

If so, how well does it translate into
better indices of achievement in, say, infra-
structure development and social sectors
such as health and education?

Fiscal decentralisation is only the first
step towards achieving better living stan-

dards. Its effectiveness can be improved
through greater fiscal autonomy to
panchayats and public participation to
make PRIs’ fiscal operations transparent,
responsible and accountable. The PRIs
have indeed taken root. But to flourish
into strong governments they need sub-
stantial nourishment in the form of
better institutional capacity, larger re-
sources and, most importantly, higher
authority to spend them on improving
local services.

Notes

[This paper draws on a background paper prepared
for the World Bank’s ‘Overview of Rural
Decentralisation in India’, 2000. Earlier versions
of this paper were presented at seminars at the
University of Mumbai, the National Institute of
Rural Development, Hyderabad and at the 57th
Congress of the International Institute of Public
Finance, Linz, Austria, August 2001. I would like
to thank participants at these meetings as well as
Luis F Constantino, Stephen Howes, William
J McCarten, Keith McLean, M Govinda Rao,
P V Srinivasan and Vinod Vyasulu for discussions,
comments and suggestions. The usual disclaimer
applies.]
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1 In this paper we refer to all the three levels
together as panchayats unless otherwise
specified.

2 Rural decentralisation refers to the transfer of
political, functional and fiscal responsibilities
to locally elected bodies in rural areas and the
empowerment of rural communities to exert
control over these bodies.

3 Although these bodies are named differently
in different states, for ease of reference we
shall in general refer to the local government
at village level as GP, at the block level as PS
and at the district level as ZP.

4 In this paper all references to the SFCs are in
general or to the first SFCs of the states, unless
otherwise specified.

5 In the context of central-state fiscal relations,
see Tanzi (1995) for a discussion on how
decentralisation of spending responsibilities
without a corresponding revenue raising
capability can adversely affect the central
government’s efforts to reduce fiscal deficit.

6 In the context of decentralisation from the
centre to the states, McCarten (1999) discusses
the process by which the central government’s
control over borrowing by state governments
makes their budget constraints hard.

7 Rajaraman and Vasishtha (2000), using cross-
section data of Kerala panchayats for 1993-94,
found that higher untied grants led to lower
tax efforts. But this happened when the transfers
were “unvarying”, “regular” and hence
“predictable” and without any strings attached
as recommended by the SFC in terms of the
“negative” list.

8 For example, Vyasulu (2000) reports on the
elaborate search process that took place in
many villages for educated women, SCs and
STs for the recent second round of elections
to PRIs.

9 Even if local governments have substantial
fiscal autonomy, political manipulation,
capture of power and rent seeking by middle
class and local elite such as landlords may
mean that such autonomy will not be exercised
in favour of the poor. But it is possible to
motivate the non-poor towards pro-poor
activities by emphasising factors such as
“growth-inducing effects” of lower poverty
and inequality and reduced potential of
communicable diseases, crimes and growth of
slums from better living conditions of the rural
poor [World Bank 2000].

10 Gaiha (1998) reports that the share of revenue
from taxes, fees and cesses levied by the
panchayats varies from just 1 per cent in
Punjab to 63 per cent in Kerala.

11 This is with the exception of GPs in AP, and
ZPs in Rajasthan, which are the weakest tiers
of rural government in these states.

12 In the absence of such other sources, the two
measures of fiscal autonomy and revenue
dependency would add up to 100 per cent.

13 To get per capita expenditure by the centre,
we take its total expenditure net of its total
transfers on account of loans and grants to the
states and union territories. We then divide
this by the total population of the country on
the assumption that its spending is uniformly
distributed across states. To obtain the
expenditure by a state, we subtract from its
total expenditure its transfers to local bodies

and then divide its net expenditure by the
state’s total population. Once again, the
assumption is that the state government’s
expenditure is uniformly distributed across
all regions of the state. Finally, we calculate
per capita expenditure by PRIs by dividing
their total expenditure by the state’s rural
population.

14 Note that taxes that have indeed been passed
on to the local bodies but which have not been
imposed by them would not show up in this
measure of decentralisation. Another indicator
of effective revenue decentralisation would be
the ratio of actual tax collections to statutory
revenue. However, in order to obtain the latter,
that is, the official or potential tax revenue,
we need to know both the local tax rates and
their bases, variables on which we do not have
sufficient information.

15 Reported in various issues of Panchayati Raj
Update, published by the Institute of Social
Sciences, New Delhi.
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