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Abstract

State extraction depends in part on the degree and type of accountability to
citizens. Accountability relationships are especially complex in federal sys-
tems, where multiple and overlapping jurisdictions must compete to respond to,
and extract from, common citizen bases. The current project examines the
operation of accountability and taxation in India. India has always been a
centralised federation in which a powerful central government, made even more
powerful by single-party dominance, overwhelmed most state interests. The
result was a fiscal system in which the central government controlled most
resources. Over the last few decades, the Indian party system has increasingly
fragmented and oriented towards interests in the states, and the fiscal system
has shifted in turn. What was originally a highly centralised federation has now
evolved into a more decentralised regime in which resources and powers are held
significantly by state governments, which compete with each other and with
the federal government. Interestingly, as competition increased, the overall
amount of tax decreased and, in turn, more coercive mechanisms of extraction
were adopted.
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Citizens pay taxesto their government and expect to receive ben-
efits in return, or at least to be |eft alone by the state. In federal
countries, the relationship between citizens and government is far
more complicated. Citizens make tax paymentsto multiple, over-
lapping jurisdictions, making the rel ationship between taxesand the
benefitsreceived highly circuitousand difficult to follow; and often
completely disconnected. It is not uncommon for taxes from citi-
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zensinonejurisdiction to pay for benefitsto citizens of another, or
for revenues raised by one government to pay the debts of another.
Asaresult, conflicts are common among groups of taxpayers seek-
ing to control contributions and among governments seeking to se-
curerevenuesor at least claim credit for benefits. To mediate these
conflicts, federations reconnect taxation and expenditures through
mechanisms of accountability that extend across jurisdictions and
between citizens and the state.

The current project examines shifting structures of accounta-
bility and tax in India. Indiabegan asacentralised federationinwhich
apowerful central government, made even more powerful by sin-
gle-party dominance, overwhelmed most state governments. This
centralised federalism provided direct mechanisms of accountabil-
ity between citizens and the central government, and limited the
strength of direct links between citizens and states. Instead, the states
were largely held accountable by the central government, or more
precisely, the party that governed the centre. This pattern of ac-
countahility wasreinforced and institutionalised in centralised deci-
sion-making bodies. Theresult for the distribution of revenues and
revenue power among levels of government was a basically cen-
tralised tax system.

The centralised system of partisan accountability and finance
peaked during the late 1960s/early 1970s. By the end of the 1980s,
however, the political cohesion of the dominant party declined, re-
gional partiesand coalition government emerged, and state govern-
ments became less accountable to the centre and more directly
accountableto citizenswithin their borders. State governments, often
governed by opposition parties, pressed for and obtained greater
influence in national decision-making. The result was a more de-
centralised system of revenues in which states controlled more
resources and centralised planning was less important.

The trgjectory observed in India offers a specific confirmation
of the pattern noted by William Riker. ‘ In avariety of governments,
then, the structure of the parties parallels the structure of federal-
ism. When partiesare fully centralised, so isfederalism (e.g. inthe
Soviet Union and Mexico). When parties are somewhat decentral -
ised, then federalismisonly partialy centralised’ (Riker, 1975: 137).
In India, we can observe how thisis manifest in taxation. Tax rev-
enues, especially direct taxes, depend on mechanisms of account-
ability to legitimise them. As party system change shifted
accountability from the central government to the states, India’ stax
system followed suit. The states controlled a greater share of rev-
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enues and made particular use of less accountable, indirect taxes.
Interestingly, this coincided with amove towards more market-ori-
ented fiscal strategies, which included withdrawing government
from economic intervention.

Thefollowing sections describe the operation of accountability
in federal countries and the role of accountability in tax. Next, we
examine the party system changes that partly replaced accounta-
bility to the central government with accountability to states. Final-
ly, we examine the implications of this shift for the structure of tax
powers and revenues in India’s federation.

1. Accountability and Federalism: A Framework
Accountability refers to the relationships that control power
(Schedler, 1999; Schacter, 2001; Newell and Bellour, 2002; UNDP,
2002: 65). The most common metaphor has been that of an agent
acting on behalf of, and in responseto, the demands of the principal
(Soberg et al., 2000). New institutional economics has made much
of the moral hazard problem inherent in principal—agent relation-
ships, in which agents have incentivesto shirk responsibilitiesand
otherwise serve their own interests rather than those of the princi-
pal. To defend against moral hazard problems, the principal re-
quires accountability mechanisms that can keep the agent
responsive (Schedler, 1999: 18-20).1

One of the problemswith the principal—agent metaphor isthat it
does not consider the (almost always) reciprocal nature of account-
ability. Itisnot only agentsthat are held to account; principals, too,
are required to fulfil certain obligations. In the case of federal ac-
countability relationships, reciprocity isquite clear. Central govern-
ments ask states to implement public policieswithin their borders,
and the states ask the centre not to abuse its power over them.

Subtypes of accountability coexist in federal systems. Vertical
accountability between civil society and the state operates simul-
taneously on parallel tracks. Lower levels of government are ac-
countableto citizensin their regions and the national governmentis
accountableto all citizens. The most common mechanism of verti-
cal accountability iselections (O’ Donnell, 1999).

A different type of accountability operates between the levels
of government. Layered accountability mechanismstie one juris-
diction to another. For example, local governments are expected to

1 For adiscussion of different types of accountability see Schedler (1999), Kenney
(2000), Soberg et al. (2000), O’ Donnell (1999).
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implement policiesthat meet national standards. What makes lay-
ered accountability unique and potentially in conflict with vertical
accountability isthe fact that each level of government represents
adifferent, geographically defined, subset of the citizenry. In het-
erogeneous poalities, this can mean that median voter preferences
differ acrossjurisdictions. Thus, citizens of the nation may demand
high spending on education while citizens of a single state prefer
lower spending on education. For that state government, vertical
accountability to itscitizensisdirectly in conflict with layered ac-
countability to standards set by the central government.

In most federal systems, layered accountability trumps vertical
accountability. Higher echelons of government lay claim to wider
legitimacy because they represent a larger subset of citizens, and
they frequently possess|legal and military power toimposetheir will
onlower levels. Still, most federal systemsinclude mechanismsthat
alow lower levels to restrain the federal level, such as a second
chamber of parliament or constitutional provisionsthat specifically
attribute some competencies to state governments. In extreme sit-
uations, afew individual units can restrain the national majority, for
example if small states are over-represented at the national level

@ and hold effective veto power over national decisions (‘ demos-con- @
straining federalism’) (Stepan, 1999: 24).

2. Federalism and Tax

Most studies of federalism take only alimited view of accountabil-
ity when it comes to tax. In general, fiscal federal studies ask,
‘Who should tax, where, and what? (Musgrave and Musgrave,
1984). To derive an answer, fiscal federalists posit a government
that maximisesasocial welfarefunction by distributing varioustax
powers and revenues across levels. This approach defines taxa-
tion as an assignment problem in which fixed and distinct layers of
government (which are like layers of a cake) control power and
resources (Musgrave, 1959; Oates, 1972: 55; 1996: 36; 1999). The
general conclusions reached are that centrally imposed co-opera-
tion is necessary to manage broad macroeconomic policy and eg-
uity whilelocally driven competition in allocation can provide gains
in efficiency. As much as possible, a direct relationship between
taxes paid and benefitsreceived isthe most efficient. For example,
user feesestablish ‘fiscal equivalence’ between the cost of provid-
ing a service and its welfare benefit to contributors (Buchanan,
1987: 5-25).
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New institutional economicsprovidesfurther guidelinesonwhen
competition among jurisdictionsis appropriate (Eggertsson, 1990).
One begins with the assumption that competition among units to
provide expenditures for taxes is akin to competition among firms
to provide goods for a price (Tiebout, 1956). For some tax bases,
competition among states matches packages of taxes and spend-
ing to citizen preferences. Competition may be imperfect, howev-
er, if tax basesinclude externdlities, transaction costs, or information
constraintsthat are difficult for any one jurisdiction to manage. For
such taxes, central government intervention is required (Oates,
1972).

Most of these observations are probably correct, but a more
nuanced view of accountability is necessary. First and foremost,
levels of government are rarely distinct layers of a cake; more of -
ten federalism isa‘marble cake’ in which governments penetrate
and collaborate across|evels (Elazar, 1962). For example, national
governments often intrude on local revenue authority to unify mar-
kets, redistribute across regions, stabilise revenues and achieve
administrative economies of scale (Ter-Minassian, 1997; Musgrave
and Musgrave, 1984). Also, local units often influence macroeco-
nomic policy and pursueincome transfer policies (Gramlich, 1987;
Eichengreen and von Hagen, 1996; Pauly, 1973; Bird and Chen,
1998). Finally, policies pursued at one level, say microeconomic
policies, arelikely to influence policies assigned to another level, such
as macroeconomic policies. These overlaps makeit difficult to as-
sumethat onelevel or another can be exclusively assigned tax func-
tions.

Even if one allows for exclusive assignment, the notion of a
market among states rarely fits reality. Citizens are far from com-
pletely mobile; governments do not respond solely to citizen prefer-
ences; and local governmentsarelikely to vary significantly intheir
ability to gather enough revenuesto cover their outlays (Bird, 1999).
The opportunities for government policy providers to operate a
market for citizen taxpayers are highly suspect.

3. Accountability, Capacity and Taxation

The current approach addsthe political dimension of accountability
to considerations of tax in federalism. Accountability in tax is not
new. Most conceptualisations of tax see it along the lines of an
accountabl e exchange between citizens and the state. Governments
offer ‘services (external defence and internal regulation and se-
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curity; welfare; and specific lines of policy) and channels of ac-
cess (types of property; civil and political rights and representa-
tion) inreturn for both the general loyalty or consent of citizensand
for resources from them — above all, taxes (Moore and Rakner,
2002; Tilly, 1992). This notion underpins the slogan ‘no taxation
without representation’.

Still, our ability to understand the role of accountability intax is
limited. Citizens do not always want to contribute, and they often
attempt to evade taxes outright. Tax under these circumstancesis
clearly not an accountabl e exchange but a painful burden that gov-
ernment tries to impose and citizens attempt to minimise. Some
observerstake this view to an extreme and portray government as
aleviathan that uses a monopoly on the use of force to maximise
revenues. Inthisview, citizens havelittle power to hold government
accountable while government holds citizens fully accountable to
tax requirementsthrough coercion and force (Brennan and Buchanan,
1980).

Most observers conclude that accountable methods of collect-
ing tax reap more revenues than coercive methods, but coercion
remains an important element of most tax systems. Levi (1988)

@ suggeststhe concept of ‘ quasi-voluntary compliance’ in which cit- @

izens cannot unilaterally stop paying taxes but they effectively ac-
cept the legitimacy of contribution. Following Levi, the current
project assumesthat most sustainabletax systems balance elements
of coercion and accountability. If the voluntary (or the coercive)
element dominatestoo heavily, tax collection becomes captured by
particular interests (or eventually becomes completely coercive)
(Fjeldstad, 2002; Prud’ homme, 1998).

The simultaneous combination of coercion and accountability
becomes easier to understand if we accept the possibility that ele-
mentswithin society negotiate their tax burdenswith each other and
with government, which enjoys relative autonomy to enforce tax
agreements (Evans et al., 1985). The tax bargain struck between
the state and different groups of citizens varies according to the
degree of coercion or accountability manifest in collection. What
determinesthe amount of coercion or accountability will vary across
socia groups and with the degree of autonomy and capacity of the
state (Tilly, 1985). Gradual changesin economic structure or polit-
ical relationships can shift the balance of coercion and accountabil-
ity in tax and ultimately shift the capacity of government to extract.

We can borrow this view in understanding the way taxation
operates in federal systems. In systems where vertical accounta-
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bility to states predominates, citizens enjoy access to their state
governments, they can control their use of funds, and they can ne-
gotiate bargains over tax with local units (Newell and Bellour, 2002;
5; Blair, 2000: 22). Competition to keep their citizens satisfied en-
courages statesto specialise and innovate (Oates and Schwab, 1988:
333-354; Breton, 1996) and guards against excesses by central
government (Brennan and Buchanan, 1980; Weingast, 1995). In such
systems, one might expect central government tax capacity to be
lower, and limited to afew coercivetax bases, whilethe states enjoy
greater revenue capacity and can tax more accountably.

By contrast, where layered accountability predominates, citizens
aremore closely linked to the federal government than they are to
states. At the centre, citizens enjoy representation and hammer out
an agreement on tax. The central government then holds state gov-
ernments accountabl e through layered mechanisms. This places a
brake on competition among jurisdictions and imposes co-operation
(Elazar, 1962). As new institutional economics has suggested
(above), thiscan be agood thing. Too much competition among states
can be ‘unhealthy’; states may begin from unequal starting posi-
tions; they may compete by racing to the bottom; and they may be
little accountable to the local level (Wildasin, 1988: 229-240;
Prud' Homme, 1995). In such instances, vertica accountability tothe
centre and layered accountability to the statesis an important com-
plement to direct vertical accountability to states (Fiszbein, 1997).
In such systems, where layered accountability predominates, one
could expect the central government to enjoy greater revenue capacity
and to depend on taxes that rest on abasis of accountability.

4. Accountability and Political Parties

To examine accountability and tax in India, one more element is
necessary: an observable indicator of changes in accountability
relationships. For vertical accountability between governmentsand
citizens, parties, party organisationsand inter-party competition are
indispensable. The way in which parties choose candidates, man-
age resources, mobilise supporters, organise activists and define
issues of competition decisively influences the nature of vertical
accountability.

In addition, partiesalso play akey roleinthe layered accounta-
bility that operates across levels of government. Party system dy-
namics determine whether citizen links to state governments are
stronger than their linksto local governments. Wherelinksto local
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government predominate, thetax systemisgoverned by thesevertical
accountability relationshipsto local governments. Wherelinksto the
central government predominate, the tax system is governed by lay-
ered accountability in which the centre holds the states accountable.

Inlayered accountability, partiesare centralised. They act asthe
‘universal solvent’ of federalism by homogenising politics across
districtsand imposing the will of the centre in the states (Grodzins,
1960). Where a single party dominates both the national and the
local level, as occurred in Indiafor the first 40 years of independ-
ence, accountability can be enforced entirely within the party hier-
archy. Layered accountability resulting from party system centralisation
simplifies co-operative relationships among states and the federal
level. It allows the federal government to depend on accountable
tax bases, and enhances central government revenue capacity.

By contrast, decentralised party systemslead to the dominance
of vertical accountability to states. Decentralised party systemsare
characterised by different parties in each state contesting over di-
verse cleavages and representing different interests. Elections, and
thus political careers, are determined by fighting local battles, and
citizens are more closely tied to their state government than to the
centre (Ames, 1995; Samuels, 2000). As aresult, the central gov-
ernment will have to depend more on coercive tax bases and will
have less tax capacity overall, and state governments are more
competitive with each other and with the central government.

Party system changes over time offer a unique opportunity to
view changesin accountability. These are expressed in shiftsin the
predominance of vertical and layered accountability relationships.
Layered accountability encourages co-operative federalism and
strengthens central government tax capacity and the accountabili-
ty of central government tax. As vertical accountability to states
replaces|ayered accountability, states compete more, and they gain
greater tax revenues and power at the expense of the centre. In
addition, the central government increasingly relies on coercive
methods of taxation and findsitstax capacity falling.

5. India

India’s federal system has been characterised as ‘quasi-federa’,
‘unitary with subsidiary federal features’, and a‘federation with a
strong centralising tendency’ (Wheare, 1963). Over the past few
decades, this structure has given way to a more decentralised sys-
teminwhich vertical accountability relationshipswith state govern-
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ments has replaced layered accountability to the centre. The result
has been greater competition among states, a decrease in central
government control of resources, and a shift towards more coer-
civetax bases. Thefollowing paragraphs describethe parallel shifts
inthe Indian party system and the structure of federal taxation.

Until the late 1800s, the British maintained ahighly centralised
administration. The new democracy that emerged in 1947 was
marked heavily by its colonial legacy, not |east the pain associated
with the partition of Pakistan.2 The constitutional framersand early
leaders were sceptical of localist pressures, and favoured nation-
building over regional movements.® They attributed the most impor-
tant enumerated powersto the centre; |eft residuary powersto the
centre; and allowed the centre progressively to absorb powers sup-
posedly held concurrently with the states. Appendix 1 describesthe
legal framework ascribing central-state powers. Most pernicious-
ly, the constitution allowed the centre to assume control of any of
the statesif therewasa ' failure of constitutional machinery’ (Arti-
cle 356), and this power was often used to prevent the formation of
governmentsin opposition to the centre. Such interventions occurred
110 times before a 1994 Supreme Court ruling limited its use and
regional parties defended themselves more effectively. Centralisa-
tionintensified asaresult of three additional factors. the dominance
of the Congress party, the centralised administrative bureaucracy
and anational development strategy that further centralised resourc-
es and power (Arora and Radin, 2000: 1-18).

The dominance of the Congress party is the main focus of the
current discussion. This party dominated the centreand virtually all
of the states for thefirst 30 years of independence. It remained the
dominant partisan actor for at |east another ten years; and Congress/
Anti-Congress continues to be a major cleavage in many states.
Internally, Congress had accommodated multiple regional factions
and interests, but it became more centralised in organisational and
leadership terms asits power began to slip in the 1970s and 1980s.

2 ‘Partition is a watershed in the modern history of India. It damaged the dream
of all-India federalism and provided enough opportunities to the non-federalists
and centralists to dominate the Constituent Assembly’, Rethinking Indian Fed-
eralism (Khan, 1997: 107).

3 ‘The Congress thus represented the organised “centripetal force”. Leaders like
Jawaharlal Nehru, B.R. Ambedkar, Sardar Patel, and Raendra Prasad certainly
did a lot in silencing the dissents within as well as outside the party. Together
they constituted a sort of an oligarchy.” Ambedkar in particular criticised the
idealised view of the local level: ‘I hold that these village republics have been
the ruination of India. What is the village but a sink of localism, a den of
ignorance, narrow-mindedness and communalism? (Khan, 1997: 108).
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During the period immediately following independence, layered
accountability between the central government and states dominat-
ed. Conflictswereinternalised and defused within the Congress party
machinery, and consultations and negotiations that might have oc-
curred on an intergovernmental basis occurred within party chan-
nels. Some state and regional interests emerged, but they limited
their maobilisation to internal factional manoeuvres. A few compet-
ing parties emerged, but they operated more as ‘ parties of pres-
sure’ that mobilised demands outside of Congresswith the hope that
Congress would take up the issue and incorporate the demands
(Kothari, 1964: 1161-1173).

During this period in which layered accountability dominated,
national-level Congressleaders could simply useArticle 356 to dis-
miss any recal citrant opposition leaders that won state power. Less
Draconian safety valveswere also avail able to head off regionalist
movements, such as the reorganisation of states along ethnic-lan-
guage lines, which required only anational parliamentary majority.*
The most common deviceto sustain layered accountability wasthe
strategic distribution of development spending or ministerial posi-
tions. During the mid-1960s (1964—67)), national Congress|eaders

@ appeared to accept the inevitability of increased vertical accounta- @
bility to stateswhen national power was exercised by acoalition of
state-level leaders, commonly called the Syndicate (Frankel, 1978).

In many ways, this period reflected growing gaps in Congress
power that had emerged in state government contests from 1957
t0 1967. By the late 1960s mgjor regionalist parties were in power
or threatening in several states, especially in the south. Congress
defeatsin state assembly el ections began to mount and boil upwards
tothenational level (Brass, 1994; Rudolphand Rudolph, 1987). Though
Congressremained themost significant national party among apleth-
oraof regional ones, its national dominance was on the decline, as
evidenced by the brief turn towards Emergency Rulefrom 1975t0 1977.

IndiraGandhi attempted to stave off this decline when shetook
office in 1967. After achieving an electoral mandate in 1971, she
became more assertive and destructive, atrend sheintensified from
1980 to 1984. She centralised and personalised power, depending
ondirect, populist plebiscitary appealsthat circumvented potential

4 Of the current 28 states and seven Union Territories, some were carved from
neighbouring territory (Goa and Sikkim), others were upgraded versions of
Union Territories (such as Himachal Pradesh, Manipur, and Tripura, among
others), and still others emerged from subdivisions of already constituted states
(such as Maharashta and Uttaranchanal, among others). (Stuligross, 2002).
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rivalsamong regional elites (Rudol ph and Rudolph, 1987). For some
observers, thisimposed a“ patrimonia’ federal systeminIndia, and
undercut the local institutional and organisational strength of the
Congress party. Local brokers, who had always been important, now
sought direct linksto the centre at the expense of channelsthrough
state leaders. The impact was to weaken the Congress party or-
ganisation inthelong run, especially with respect to its capacity to
respond to regionalist demands (Manor, 1981: 32; Manor, 1988: 62—
98; Arora, 1989: 198; Kohli, 1990).

By the late 1980s, when her son, Ragjiv Gandhi, succeeded In-
dira, centralised Congress dominance was no longer sustainable.
The party system was characterised by fragmentation, regionali-
sation and coalition government (Manor, 1988: 8). Party system
cleavages had shifted, and the states were now an important, if not
the mgjor, site of contestation. Homogeneous national appealsdid
not necessarily resonate (Manor, 1995). Regional partiesthat demand-
edlanguagerightsand greater local control governed numerous states.

Changes in the number and kinds of parties that were gaining
representation display these trends vividly. Despite prior one-party
dominance and first-past-the-post el ectoral lawsthat favoured two-
party competition, electionsincreasingly began to produce three or
more ‘effective’ parties.® The graph below displays the average
number of effective partiesin state el ections. In yearsin which more
than one state held el ections, the effective number of partiesisplot-
ted over time. In 1972, the average number of effective partieswas
2.9. By 2002, theaveragewas5.7. Thetrend line displaysthe steady
increase that occurred over time.

Graph 1. Average effective parties in states (Rae Index of Fragmentation
with trendline)
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Source: Compiled from Election Commission of India, http://www.eci.gov.in/

5 The term ‘effective parties' refers to Rae’s Index of Fragmentation, which
downplays the role of overly small (or big) parties in counting those that are
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Graph 2. Regional parties in Lok Sabha (percentage of seats)
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Source: Saez (2002: 61)

The trend towards a more decentralised party system is also evi-
dent intheincreasing percentage of seatsin the national legislature
controlled by regional parties. Graph 2 displaysaconsistent risein
the number of seats held by regional parties with a brief interrup-
tioninthelate 1970s associated with emergency rule and the Janata
Da government. In 1957, only 1.6 per cent of Lok Sabha seats
@ was held by regional parties; by 1998, the percentage was 9.7. @

Increased fragmentation and the rise of regional parties meant
that central government hopefuls would have to seek state allies.
These allegiances were only forthcoming in exchange for resourc-
esand access, and morethan one coalition government toppled when
fickle state Chief Ministers withdrew their support.

These changesin the party system reflected the shift away from
layered accountability to the centre. As Congress control declined,
the central government could no longer imposeitswill on the states.
Perhaps the most extreme reflection of this shift is offered by the
pattern in use of Article 356, the proclamation of president’sruleto
depose a state government. In the 1960s and 1970s, Congress in-
creasingly used Article 356 as partisan mechanisms became less
effective. By the end of the 1980s, state interests had become in-
creasingly mobilised and their bargaining position strengthened as
aresult of coalition government at the centre. Direct central inter-
vention of the type symbolised by president’s rule was unaccepta-
ble. Graph 3 showsthe number of interventionsthat occurred during
each five-year period. There were three interventions from 1961

most important. The formula for effective parties is 1/ OP?2 in which P, is the
percentage of seats or votes of each party.
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Graph 3. President’s rule proclamations per five-year period (Article 356)
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Source: Khan (1997: 111)

to 1965, 13 from 1966 to 1970, 22 from 1971 to 1975, and 35 from
1975 to 1980. This was when the Janata Dal movement finally
wrested power from Congress after the Emergency Period, and
the number of interventionsrapidly declined thereafter.

During the first 30 years of independence, Indiawas a central -
ised federation. Citizenswere only weakly connected to state gov-
ernments, and state governmentswere held in check through partisan
channels directed outwards from the centre. Over time, interests
in the states becameincreasingly organised and mobilised and they
sought representation through regional parties and mobilised around
state-oriented cleavages. State governments became lessrestrained
by the central government and more directly connected to local
interests. In sum, India's party system shifted from one in which
layered accountability to the central government predominated to
onein which vertical accountability to stateinterestsdid.

6. Fiscal Impact of Party System Changes
Accountability relationships expressed in the party system shaped
fiscal structures. During the long period of Congress dominance,
the central government controlled most resources and exerted in-
fluence over resources held by states. Asvertical accountability to
stateinterestsincreased, the centre lost aportion of itsrevenuesto
the states, and with it some of itsability to influence what the states
did with their money. In addition, increased vertical accountability
to state governments meant that the centre was no longer as di-
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rectly connected to citizens and could not extract as much from
citizens. The following paragraphs describe the way the tax sys-
tem shifted to match the overall shift from layered accountability to
vertical accountability to states. At the end, afew observationswill
be made about the way this contributed to a basic withdrawal of
government and weakening of its capacity to intervene in the
economy.

In the early years of independence, revenues and revenue pow-
erswere highly centralised.® The division of taxesand dutiesin the
seventh schedule of the 1947 constitution included some tax han-
dleswholly appropriated by the centre and other tax handleswhol-
ly attributed to the states (see Appendix 1). Among the state taxes,
the potentially most buoyant was agricultural incometax, but rural
leaders with large vote banks held power in state assemblies, and
revenues from this base were low. Moreimportant in terms of rev-
enue productivity was the tax on the sale and purchase of goods,
but attemptsto significantly raise revenuesthrough these baseswere
limited by the central government in the interest of internal trade.
In sum, alocation of revenue power limited the potential for states
to mobilise revenues on their own.

The constitution writers recognised that weak revenue poten-
tial inthe stateswaslikely to generate serious imbalances between
the revenues availableto states and state requirements (vertical im-
balances) and between the revenues available to one state or an-
other (horizontal imbalances). To correct these imbal ances, several
taxes were to be divided between the centre and the states. For
example, sometaxes collected by the centre were assigned to states
where they were levied while other taxes were imposed by the
centre but collected and appropriated by states. In addition, some
centrally collected taxes were to be shared with states (non-agri-
cultural income), and others could be shared with states (excises
excluding a cohol and narcotics).

Two ingtitutions were established to manage the stream of rev-
enue from the centre to the states: the Finance Commission and
the Planning Commission. The Finance Commission, appointed every
fiveyearshby the president, determinesthe portion of centrally col-
lected taxes to be shared across levels and the formula for alloca-
tion across states. In addition, the Finance Commission makes
recommendations for grants-in-aid to cover states in need of as-
sistance. Thelevel of need is calculated according to the shortfall

6 Much of this discussion is taken from Chaubey (2003: 27).
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in current liabilities and current revenues of the states, in other words
not including capital investments, which are calcul ated separately.’

The Finance Commission provides an institutional mechanism
to protect the statesfrom central influence, yet it isuniquely apoliti-
cal in comparison with the mechanisms in place in other federal
systems. Itisatechnical body whose members are a Chairman who
has had experience in public affairs and four other members who
have been judges of a High Court, have special knowledge of fi-
nances, wide experiencein financial matters and administration, or
specia knowledge of economics. No political provisionismadeto
represent states adequately or to defend their interests. In other
federations (e.g. the United States, Germany, Brazil, Canada) the
negotiation between the states and the centre occurs through the
upper house of the legislature. Only the Commonwealth Grants
Commission in Australiais remotely similar to the Finance Com-
mission, though itsmandateislargely targeted at equalising resources
across states. Asamechanism to provide political restraintsonthe
central government, the Finance Commission is extremely weak.

On the other hand, its apolitical character gives the Finance
Commission legitimacy that meansits recommendations are almost
always accepted in their entirety (Vithal and Sastry, 2001: 46). The
fundstransferred are wholly and autonomously controlled by states.
These funds weaken layered accountability to the centre and
strengthen vertical accountability relationships between state gov-
ernments and their citizens.

The same cannot be said about the other major stream of reve-
nues from the centre to the states. Funds channelled through the
Planning Commission aretied to specific plans devised by the states
and negotiated with the centre through the National Development
Council (NDC). The council isaforum for consultation among the
states, but it has no binding legal authority and most distribution
decisions since 1969 have been set according to aformula, know
as the Gadgil Formula. The formula and the negotiations with the
state governments determine the overall amount to be transferred,
and the transfer is split between loans and grants (70-30 for most
states). Additional development schemes are funded through Un-
ion Ministries and can be opted into by states.

Thefundstransferred through the Planning Commission and the
Union Ministry Schemes strengthen layered accountability to the

7 The practice of ‘gap-filling’ generated incentives for states to inflate the size of
their shortfalls, perhaps by investing more in one period to generate greater
current costs in the next (Vithal and Sastry, 2001: 67).
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central government. The funds transferred are earmarked, and in
the case of the Union Ministry schemes, the development agenda
isentirely set at the central government. At least in the NDC the
states have some capacity for negotiation, but their bargaining power
isnotoriously weak.

One ingtitution that was intended to defend the states from ex-
cessive central intervention wasthe Inter-State Council. This Coun-
cil includes the Chief Ministers from each of the states and was
mentioned in the original constitutional debates. Asatelling dem-
onstration of the predominance of layered accountability to central
interests, the Inter-State Council was not convened until 1990.

Thefact that the Inter-State Council was convened only in 1990
is testament to the dominance of the central government for most
of India’sindependence. It aso suggeststhat the centreis progres-
sively depending on newly assertive states. An additional ingtitutional
example can be drawn from the decisions of the Finance Commis-
sion. For example, several Finance Commissions noted that the
central government was collecting the taxes it would not have to
share and was not exerting as much administrative effort to collect
those taxes that were to be shared with the states. After ignoring
the problem for several decades, the behaviour was only finally
corrected in 2000, based on the recommendations of the Tenth Fi-
nance Commission. Instead of dividing shared tax bases (income
and excise) only, afixed percentage (29.5) of all central taxes, sur-
charges and cesses are now shared.

Graph 4. Transfer of resources from the centre to the states 1974 to 1997
(percentage of receipts)

1974 1977 1980 1983 1986 1989 1992 1995

Source: Compiled from http://www.indiastat.com
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Shifts in revenue streams over time also reflect the growing
importance of vertical accountability to state interests and falling
importance of layered accountability to the centre. One reflection
can be seen in the increased pressure states could exert to transfer
funds. From a highly centralised beginning at independence, the
Indian fiscal system had become even more centralised over itsfirst
30vyears. Starting in the 1970s, it began to decentralise rapidly, and
the overall amount of transfers increased as a percentage of total
central receipts. Graph 4 displaysthe trend that rose from 28.5 per
cent in 1974 to 36.8 in 1997. The overall trend is towards decen-
tralisation, though some fluctuation and reversal during the early
1980s reflects Indira's last ditch attempts to restore her authority.

The composition of transfers displays further evidence of the
impact of accountability to state interests. Centrally Sponsored
Schemesthrough Union Ministries proliferated during the 1970sand
1980s. As a percentage of Central Government Plan Expenditure,
thesefell from aheight of 37.7 per centin 1984 to 24.3 by 1998. In
addition, Planning Commission grants and discretionary transfers
aso allowed the centre to steer state policies. Thesetransferswere
earmarked and allowed the central government to steer state poli-
cies.® By contrast, block grants through the Finance Commission

Graph 5. Composition of transfers
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Source: Compiled from http://www.indiastat.com

8 | am indebted to James Manor, who correctly pointed out that the Fifth Pay
Commission in 1997 introduced an additional twist to the central—local dynam-
ics. By raising all public servant salaries, including state employees, the Com-
mission placed a tight constraint on state finances. Those states that could not
adjust on their own depended on the centre for transfers, loans and bailouts, and
were forced to accept fiscal adjustment conditions imposed by the centre.
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were autonomously controlled by states and offered little layered
accountability to the centre. The relative weight of the types of
transfers over time displays the increasing importance of the cen-
tral government until the 1980s and the rapid decrease afterwards.
Although Finance Commission transfers remained the largest por-
tion of transfer revenues, Planning Commission transfers crept
above 35 per cent during the 1970s and 1980s. By the mid-1990s,
they had returned to their previous levels. Discretionary transfers,
which allowed the greatest degree of central control, all but disap-
peared. Graph 5 above displays the relative proportions from one
Plan period to the next.

The decrease in layered accountability to the centre was driven
in part by an increase in vertical accountability to the states. Citi-
zens were becoming more closely connected to their state govern-
ments, and this strengthened state government claimsto resources.
In addition, increased vertical accountability to state interests meant
that regional and local representatives could respond to local inter-
estsinwaysthat centralised government did not. State governments
could tap into local bases that lay dormant before. The graph be-
low demonstrates the rising capacity of state governmentsto raise

@ their own revenues from citizens instead of depending on central @
government transfers. As apercentage of total state revenues, own-
revenues accounted for only 37 per cent in 1951, but by 1998 they
were collecting 58 per cent.

Graph 6. States’ own taxes as percentage of receipts
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Source: Indian Public Finance Statistics 1999—-2000, Ministry of Finance, Govt. of
India
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Graph 7. Direct and indirect tax as portions of the total state tax burden
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Source: Compiled from Reserve Bank of India, 1999, Handbook of Statistics on
Indian Economy

The increased vertical accountability to the states and declining
layered accountability to the centre had an additional impact on the
kinds of taxes citizens were willing to pay. Citizens pay visible,
direct taxes only when they have strong links of accountability to
government. Otherwise, government has to depend on coercive
mechanisms of lessvisible, indirect tax. Asvertical accountability
to state interests replaced layered accountability to the centre, one
would expect states to expand their accountable mechanisms of
tax. Instead, they expanded less visible, more coercive, indirect
taxes. In 1980, states collected 3.5 per cent of all direct taxes and
30.4 per cent of al indirect taxes. By 1999 state direct taxes had
increased only marginally to 4.5 per cent while stateindirect taxes
had increased from 30.0 to 34.6 per cent over the same period.
The graph below demonstrates the steady rise in the portion of
state taxes collected through coercive mechanisms.

Thislast graph deserves several additional considerations. Itis
clear that state governments have responded to their increased
vertical accountability links to citizens by expanding their use of
indirect taxes. Still, direct and indirect tax categories do not cap-
ture the concepts of accountable and coercive taxes as well as
necessary for firm conclusions to be drawn. Ideally, one could re-
categorise tax bases according to the degree and type of account-
ability they required, but regrettably, the dataon individual basesis
not currently available. Inthe current categorisation, direct taxesin
particular may be difficult to interpret. State governments have few
direct tax bases to mobilise, and it israre that subnational units of
government mobilise significant direct taxes.

It is appropriate at this point to inquire whether the increased
vertical accountability to states offset the declinein layered account-
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Graph 8. Tax as a percentage of GDP
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Source: Compiled from World Bank, World Development Indicators

ability to the centre in terms of the amount of resources that could
be mobilised. In other words, was the trade-off between layered
accountability and vertical accountability to states neutral with re-
spect to tax capacity? As Graph 8 shows, it was not. The propor-
tion of GDP collected intaxesby all levelsof government increased
from 8.4 per cent in 1974 to 10.7 per cent in 1986, only to fall off
again to 8.9 per cent in 1997.

7. Conclusion

Accountability in the Indian federation shifted over time, and the
tax structure followed suit. For the first 40 years of Indian inde-
pendence, layered accountability to central government interests
dominated. Congress party dominance meant that fiscal policy-
making and resources could be channelled through central govern-
ment i nstitutions. The dominance of layered accountability increased
over time, and this was reflected in the weakness of institutional
restraints on the centre and progressive centralisation of resources.
After the 1980s, vertical accountability to state interests slowly
replaced layered accountability to the centre. The party system
decentralised, and non-Congress and regional parties grew inim-
portance. State governments became more assertive in securing
revenues and powers. Eventually, the Congress party and the cen-
tral government lost their pride of placein the Indian federation. At
the current juncture, Indiaisamuch more decentralised federation
in which vertical accountability to state interests predominates.
Coalition government is the norm at the centre, Congress is no
longer dominant, state governments are much more competitive
with each other and with the central government, and
governmentintervention in the economy ismuch morelimited. Ta-
ble 1 summarises the argument.
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Table 1

1960s and 1970s

1980s and 1990s

Vertical accountability to states

Regional parties in states and coalition
government at the centre

Transfers mostly through apolitical,
technical Finance Commission

States control significant revenues
States expand indirect taxes

Decreasing tax capacity

Layered accountability to the centre
One party dominates

Significant transfers through centrally
controlled Planning Commission
Centre retains most revenues

Centre expands direct taxes

Increasing tax capacity

Theseobservationscall for somewider cosideration about the switch
away from layered accountability in terms of Indian political
@ economy. The 1990s began with afiscal crisisthat took Indiato the
IMF for the first and only time in its history. It was clear to most
observers that the centrally planned economy of the previous 40
years had stalled. The response favoured by conservative elites
was to decrease state intervention, liberalise trade, privatise state
enterprises and shrink the size of the central government.
These plans found support with the masses of small businesses
and consumers who had not benefited much from central planning
(Candland, 1997: 25-27). Such groups were available but would
have to be drawn away from long-standing tiesto Congress. M ost
important among the appeals used to capture these sectors have
been communal appeals based on traditional animosity to minori-
ties, such asMuslims (Jeffrey, 1994: 182—200). The chief benefici-
ary of these trends was the right-wing Hindu-nationalist Bharatiya
Janarta Party (BJP), which adeptly combined marketising reforms
with communalist appeals. A crucia ingredient to BJP successwas
itsability to form parliamentary coalitions, especially with regional
parties that were powerful inindividual states but held only afew
seatsin the national parliament. With the support of these parties,
the BJP built agoverning coalition at the national level.
In purchasing the support of regional interests, the national gov-
ernment had to give up power and resourcesto the states. Conveni-
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ently, this starved the central government of funds and contributed
to marketising plansto cut central government economic interven-
tion. In addition, the centre could place part of the blamefor cutsto
economic programmes on states that did not pick up the slack.

For the state governments, the bargain was attractive as it in-
creased their role in the federation. They were important partners
inthe national governing alliance and they could secure power and
resources in exchange for their support. This meant that they had
more autonomy in setting local agendas, allowing them to respond
moreflexibly tolocal demands. Interestingly, the statesdid not re-
spond to increased fiscal leverage by increasing their taxesto com-
pensate entirely for cuts made by the central government.

An explanation for this phenomenon lies beyond the purview of
this article, but several possibilities for future research are appro-
priate. First, at least sincethelate 1990s, the states have come under
significant fiscal pressure of their own, especially because of the
Fifth Pay Commission that raised all public sector salariesand con-
strained room for fiscal manoeuvre on the expenditure side. Second,
asthe central government increasingly withdrew from developmental
investment, state governments offered tax incentives to compete

@ for private investment; a competition that wealthy and well-posi- @
tioned states usually won. Third, the turn towards conservative and
communal politics may operate along similar lines to right-wing
populist movements in other contexts that press for weakening
central governments and decreasing tax takes. These and other
factors might account for the particular way in which increased
vertical accountability to states has coincided with increased ine-
quality across states and falling tax capacity. In particular, key in-
sights might be gained by comparing the political determinants of
fiscal behaviour in different states (Chhibber and Nooruddin, 2004).

In Indiainthe 1990s, the growing role of vertical accountability
strengthened thefiscal bargaining position of state governments and
was congruent with marketising reforms. The confluence of strength-
ened regional interests, national marketisation, and decreased tax
capacity suggests an interesting relationship that deserves to be
studied in other federal contexts.
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Appendix 1. Tax Heads

*

National

State

Excise on tobacco and other manufactured
goods except alcoholic liquors for human con-
sumption; narcotics

Non-agricultural income

Non-export customs duties

Corporation tax

Capital value of assets except agricultural land;
capital assets of companies

Estate duty in respect of property other than
agricultural land

Property succession except agricultural land
Terminal taxes on goods and passengers by rail,
air and sea; taxes on railways fares and freights

Non-stamp duty tax on transactions in stock ex-
changes and futures markets

Rates of stamp duty in respect of bills of exchan-
ge, cheques, promissory notes, bills of lading,
letters of credit, insurance, debentures, proxies
and receipts

Sale or purchase of newspapers and advertise-
ments therein

Sale or purchase of goods other than newspa-
pers, where such a sale or purchase takes place
in the course of inter-state trade or commerce
Consignment of goods where such consignment
takes place in the course of inter-state trade or
commerce

Any other matter not enumerated in the Natio-
nal List or the State List including taxes not in
either or both Lists

Land revenue, including the assessment and collection of re-
venues, the maintenance of land records, survey for revenue
purposes

Agricultural income

Duties in respect of agricultural land

Estate duty in respect of agricultural land

Mineral rights subject to any limitations imposed by Parlia-
ment by law relating to mineral development

Entry of goods into a local area for consumption, use, or sale
therein

Goods and passengers carried by road or inland waterways
Excise on goods manufactured or produced in the state and
countervailing duties at the same or lower rates on similar
goods manufactured elsewhere in India

Sale or purchase of goods other than newspapers (Sixth
Amendment, 1956)

Taxes on advertisements other than advertisements publis-
hed in the newspaper and advertisements on radio or televis-
ion (42nd Amendment, 1975, s.57)

Stamp duty in respect of documents other than stamp duties
in National List

Tax on vehicles suitable for use on roads including tramcars,
whether mechanically propelled or not, subject to provision
of entry 35 on the list of shared taxes

Luxuries, including taxes on entertainment, amusements,
betting, and gambling

Professions, trades, callings, and employments

Tolls

Animals and boats

Capitation

Land and buildings

Consumption or sale of electricity

Source: From Seventh Schedule, National Constitution of India
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