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LOCAL FISCAL RESPONSE TO EXPENDITURE REASSIGNMENT

AND FISCAL DECENTRALISATION IN INDIA

Abstract

R e a s s i g n m e n t  of local f u n c t i o n s  to S t a t e  g o v e r n m e n t  

and fis c a l  d e c e n t r a l i s a t i o n  s e e m  to be c o n t r a d i c t o r y .  W h e t h e r  

t h e s e  fiscal s t r a t e g i e s  are c o m p a t i b l e  p o l i c y  p a c k a g e s  is an 

e m p i r i c a l  qu e s t i o n .  The c r u c i a l  issue is as to h o w  d o  local 

g o v e r n m e n t s  r e s p o n d  to r e a s s i g n m e n t  w h i c h  m a y  be r e f l e c t e d  in 

t h e i r  w i l l i n g n e s s  to s p e n d  on the r e m a i n i n g  f u n c t i o n s .  If 

r e assignment stimulates local expenditures such that the extent of 

d e c l i n e  in f i s c a l  d e c e n t r a l i s a t i o n  (local s h a r e  in t o t a l  

S t a t e - l o c a l  e x p e n d i t u r e )  is less tha n  the w a r r a n t e d ,  t h e  two 

fiscal s t r a t e g i e s  can be t a k e n  to be c o m p a t i b l e .  To t e s t  this 

hypothesis, conditions for compatibility are p o s t u l a t e d  in terms 

of e x p e n d i t u r e  e f f o r t s  of State, and local g o v e r n m e n t s .  U sing 

I n d i a n  fiscal data, S t a t e  and local e x p e n d i t u r e  e f f o r t s  are 

c o m p u t e d  a n d  c o m p a r e d  f o r  s e l e c t e d  S t a t e s ,  as a f i r s t  

a p p r o x i m a t i o n .  T h e r e  is no c o n c l u s i v e  e v i d e n c e  to s h o w  that 

reassignment has invariably exerted any d a m pening impact on local 

expenditures. For given equity considerations, this result has a 

bearing on any policy which aims at e x p e nditure reassignment.



LOCAL FISCAL RESPONSE TO EXPENDITURE REASSIGNMENT

AND FISCAL DECENTRALISATION IN INDIA*'**

1. Introduction

T h e  dispersal of population and econ o m i c  a c t i v i t y  is 

o n e  o f  t h e  o b j e c t i v e s  o f  p u b l i c  p o l i c y  w h i c h  n e c e s s i t a t e s  

d i s t r i b u t i o n  of f u n c t i o n s  a m o n g  g o v e r n m e n t s  in a c o u n t r y .  It 

p a r t i c u l a r l y  holds implication for the assig n m e n t  of e x p e n d i t u r e  

r e s p o n s i b i l i t y  at the local level i.e., fiscal d e c entralisation. 

In r e c e n t  decades, however, t h e r e  is a t e n d e n c y  t o  t r a n s f e r  

f u n c t i o n s  h i t h e r t o  w i t h  u r b a n  l o c a l  g o v e r n m e n t s  to  S t a t e  

government. Reassignment of an urban local function has ge n e r a l l y  

t a k e n  t w o  forms, namely, S t a t e  a s s u m p t i o n  of a local f u n c t i o n  

(centralisation) and creation of special pu r p o s e  board under the 

State control for a given function (functional d e c e n t ralisation). 

E v e n  if the latt e r  c o n s t i t u t e s  'off b u dget' a c t i v i t i e s  of S t a t e  

government, both the forms of r e a ssignment redu c e  the share of 

local governments in total State-local e x p e n d i t u r e  and hence the 

extent of fiscal decentralisation. Thus e x p e n d i t u r e  r e a s s i g n m e n t  

a nd fiscal d e c e n t r a l i s a t i o n  a p p e a r  to be  c o n t r a d i c t o r y  p o l i c y  

p a c k a g e s .  The two s t r a t e g i e s  are in fact f o u n d e d  o n  d i f f e r e n t  

e f f i c i e n c y  grounds*. Reassignment has taken place on  t h e  g r o u n d  

of technical efficiency gain (economies of scale) and u n i f o r m i t y  

of service. Fiscal decentralisation, on the contrary, is a d v ocated 

o n  t h e  g r o u n d  of e c o n o m i c  e f f i c i e n c y  g a i n  in t h e  s e n s e  of 

p r o v i d i n g  citizens with the kind of services they want.

R e a s s i g n m e n t ,  h o w e v e r ,  m a y  s t i m u l a t e  l o c a l  

e x p e n d i t u r e s  on the r e m a i n i n g  f u n c t i o n s  a n d  t h e r e b y  a r r e s t  t h e  

extent of decline in fiscal decentralisation. In this w a y  the two 

s t r a t e g i e s  can be shown to be c o m p a t i b l e .  Thi s  d i m e n s i o n  of 

e x p e nditure reassignment has not been a d d ressed in the literature 

w h i c h  is the c o n c e r n  of thi s  paper. T h e  p l a n  of t h e  p a p e r  is as
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follows. S e c t i o n  2 d i s c u s s e s  the concept and forms of expenditure 

r e a s s i g n m e n t  f r o m  local t o  S t a t e  g o v e r n m e n t s  a n d  m e a s u r e m e n t  

issues. S e c t i o n  3 deve l o p s  conditions for e x p e n d i t u r e  s t i m ulation 

of r e a s s i g n m e n t  in o r d e r  to test compatibility of reassi g n m e n t  and 

d e c e n t r a l i s a t i o n .  S e c t i o n s  4 g i v e s  t h e  m e t h o d  of  e s t i m a t i o n  of 

e x p e n d i t u r e  e f f o r t s  o f  S t a t e  and local g o v e r n m e n t s .  S e c t i o n  5 

c o m p r i s e s  e m p i r i c a l  results along wit h  policy implications.

2. C o n c e p t u a l  a n d  M e a s u r e m e n t  issues

a. Co n c e p t  of Reassignment: The conventional fiscal assignment

l i t e r a t u r e  s u g g e s t s  t h a t  g o v e r n m e n t ' s  r e d i s t r i b u t i o n  a n d  

s t a b i l i z a t i o n  f u n c t i o n s  s h o u l d  be g r e a t e r  r e l a t i v e  to its 

a l l o c a t i v e  f u n c t i o n s ,  t h e  high e r  one m o v e s  in t h e  federal 

hierarchy. W i t h i n  the allocative functions for w h i c h  sub-national 

g o v e r n m e n t s  ( S tates and  local) are mos t  suited, d i s t r i b u t i o n  of 

f u n c t i o n s  w o u l d  d e p e n d  o n  h o w  large or  s m a l l  is t h e  b e n e f i t  

j u r i s d i c t i o n  of a function. Smaller the b e nefit jurisdiction of a 

function, g r e a t e r  w o u l d  be the likelihood of it b e i n g  allocated to 

l o c a l  as a g a i n s t  S t a t e  g o v e r n m e n t s .  T h u s  t h e r e  e x i s t s  a 

t h e o r e t i c a l  f i s c a l  a s s i g n m e n t  w h i c h  r e p r e s e n t s  an e f f i c i e n t  

d i v i s i o n  of f i s c a l  r e s p o n s i b i l i t i e s  b e t w e e n  S t a t e  and local 

g o v e r n m e n t s  ( a p p r o p r i a t e  a s s i g n m e n t ) .  A n y  d e v i a t i o n  from the 

e f f i c i e n t  d i v i s i o n  of f u n c t i o n s  w o u l d  r e p r e s e n t  e x p e n d i t u r e  

r e a s s i g n m e n t  (theoretical reassignment).

E v e n  t h o u g h  m o s t  of t h e  l ocal p u b l i c  s e r v i c e s  are 

c h a r a c t e r i s e d  b y  s e g m e n t e d  b e n e f i t  j u r i s d i c t i o n s , h i s t o r i c a l  

p r e c e d e n t  a n d  l a c k  of p r o p e r  p e r c e p t i o n  in r e g a r d  to inc o m e  and 

t a s t e  d i f f e r e n c e s  of popu l a t i o n  may constrain a c c o m p l i s h m e n t  of an 

a p p r o p r i a t e  l evel of local fiscal r e s p o n s i b i l i t y .  In fact, the 

d i s t r i b u t i o n  of f u n c t i o n s  b e t w e e n  State, m e t r o p o l i t a n  and local 

g o v e r n m e n t s  to p r o v i d e  s e r v i c e s  in a l o c a l i t y  has b e e n  found to
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var y  s i g n i f i c a n t l y  from one jurisdiction to a n other (See t a b l e  1). 

Therefore, ch a n g e s  in the division of functions do m i n a t e d  by  S t a t e  

as s u m p t i o n  of local functions indicate obse r v e d  reassignment.

b. F o r m s :  In India, local expenditure reassignment b e t w e e n  S t a t e  

a nd local g o v e r n m e n t s  in an urban area has t sken t h r e e  p r i n c i p a l  

forms: e x a c t  reassignment, non-assignment and S t a t e  fi n a n c i n g  of 

local functions i.e., State grants spending. Exact r e a s s i g n m e n t  

e n t a i l s  t a k i n g  o v e r  o f  local f u n c t i o n  by  S t a t e  g o v e r n m e n t  

d e p a r t m e n t s  or  special purpose autonomous boards under the S t a t e  

control. In some of the metropolitan cities such as B a n g a l o r e  and 

Madras, m a i n t e n a n c e  and cost recovery functions rela t i n g  to u r b a n  

w a t e r  s u p p l y  a n d  s e w a g e  disp o s a l  h i t h e r t o  w i t h  t h e  m u n i c i p a l  

c o r p o r a t i o n s  h a v e  b e e n  t a k e n  ov e r  by t h e  m e t r o p o l i t a n  level 

special p u r p o s e  boards. In many States, p a r t i c u l a r l y  in the case 

of f i n a n c i a l l y  a n d  t e c h n i c a l l y  weak local b odies, t h e  S t a t e  

g o v e r n m e n t  dep a r t m e n t s  such as the public health and e n g i n e e r i n g  

or  l ocal self g o v e r n m e n t  have g r a d u a l l y  a s s u m e d  m a i n t e n a n c e  and 

s o m e t i m e s  d i s t r i b u t i o n  r e s p o n s i b i l i t y  as well. C o s t  r e c o v e r y  is 

e i t h e r  d o n e  by  a S t a t e  g o v e r n m e n t  a g e n c y  or left to u r b a n  l o c a l  

bodies.

The second form of reassignment is no n - a s s i g n m e n t  of a 

local function to local bodies. For instance, this has h a p p e n e d  in 

S t a t e s  like K e r a l a  a n d  Bihar w h e r e  t h e  f u n c t i o n  of p r i m a r y  

e d u c a t i o n  w a s  n e v e r  a s s i g n e d  to u rban local b o d i e s .  G i v e n  t h e  

n a t u r e  of t h i s  servi ce, t h e  functions r e l a t i n g  to  t h i s  s e r v i c e  

h a v e  b e e n  a s s i g n e d  t o  local bodi e s  in m o s t  of t h e  S tates. T h e  

t h i r d  f o r m  of r e a s s i g n m e n t  takes t h e  for m  of S t a t e  f i n a n c i n g  of 

local functions, i.e., State grants spending. In m a n y  Sta t e s  local 

f u n c t i o n s  suc h  as p r i m a r y  e d u c a t i o n  and p u b l i c  h e a l t h  a n d  m o r e  

p a r t i c u l a r l y  road mai n t e n a n c e  are performed by urban local bodies 

by  m e a n s  of n e a r l y  c e n t  p e r  cent s p e c i f i c  g r a n t s  by t h e  S t a t e  

g o v ernments.
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c. M e a s u r e m e n t ; Exact reassignment can be m e a s u r e d  in terms of an 

a b s e n c e  of local g o v e r n m e n t  e x p e n d i t u r e  or a p r e s e n c e  of S t a t e  

g o v e r n m e n t  e x p e n d i t u r e  on  a p a r t i c u l a r  f u n c t i o n  h i t h e r t o  w i t h  

local g o v e r n m e n t s .  N o n - a s s i g n m e n t  of a local f u n c t i o n  c a n  be 

c a p t u r e d  on  an average, by g r o w t h  of S t a t e  e x p e n d i t u r e  on t h a t  

function. G r o w t h  of State grants to local bodies can be taken as a 

m e a s u r e  of S t a t e  f i n a n c e s  of local shares. F o r  a n a l y t i c a l  

purposes, however, it w ould be worthwhile to m e a s u r e  e x p e n d i t u r e  

r e a s s i g n m e n t  at t h e  a g g r e g a t e  level. It m a y  be n o t e d  t h a t  w h i l e  

exact reassi g n m e n t  and non-assignment tend to d e c r e a s e  the local 

s h a r e  in t o t a l  S t a t e  local expend i t u r e ,  S t a t e  g r a n t s  s p e n d i n g  

t e n d s  to i n c r e a s e  the local share. The latter, however, d o e s  

i nterfere w i t h  local fiscal autonomy and therefore, should exert 

da m p e n i n g  impact on fiscal decentralisation. For this reason, for 

m e a s u r i n g  reassignment we use local government e x p e n d i t u r e  net of 

grants. In this analogy, grants to local bodies c o n s t i t u t e  State 

g over n m e n t  expenditure.

G i v e n  the fact that the demand for local services is 

r esponsive to u r b anisation and income growth, e c o n o m i c  d e v e lopment 

w o u l d  t e n d  to  i n c r e a s e  local s h a r e  in t o t a l  S t a t e -  l o c a l  

e x p e n d i t u r e .  Thi s  res u l t  w o u l d  p a r t i c u l a r l y  h o l d  w h e n  f u n c t i o n s  

a r e  o p t i m a l l y  a l l o c a t e d  (absence of e x p e n d i t u r e  r e a s s i g n m e n t ) .  

H ence a constant or decl ining local share net of S t a t e  gra n t s  to 

local b o d i e s  in t o t a l  S t a t e  local e x p e n d i t u r e  m a y  be t a k e n  to 

indicate o b s e r v e d  reassignment. This me a s u r e  w o u l d  also indicate 

the degree of fiscal decentralisation, if the latter is m e a s u r e d  

in t e r m s  of l ocal e x p e n d i t u r e  net of S t a t e  g r a n t s  to local 

bodies'^. Thus, higher the expenditure reassignment, lower will be 

the degree of fiscal decentralisation.
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3. Expenditure Stimulation of Reassignment

T h e  c o n d i t i o n s  for compatibility between reassignment

a n d  d e c e n t r a l i s a t i o n  c a n  be  d e r i v e d  b a s i c a l l y  f r o m  l o c a l  

g o v e r n m e n t  e x p e n d i t u r e  response to reassignment. Local governments 

m a y  b e c o m e  less e n t h u s i a s t i c  about the remaining functions w hich 

w o u l d  ha v e  d a m p e n i n g  impact on their resource raising efforts. If
•v. *

h o w e v e r ,  l o c a l  g o v e r n m e n t s  are c o n v i n c e d  by the u n d e r l y i n g  

r e a s o n i n g ,  t h a t  is, t e c h n i c a l  gai n  due to reas s i g n m e n t ,  t h e i r  

e x p e n d i t u r e s  m a y  r i s e  o n  t h e  r e m a i n i n g  f u n c t i o n s  as  a 

c o n s o l i d a t i o n  exercise, on the ground of efficiency gain. A good 

d e a l  of r e s e a r c h  e x i s t s  on local g o v e r n m e n t  fiscal r e s p o n s e  to 

g r a n t s  i n c r e a s e  (For a r e v i e w  see Gramlich, 1977). If local 

g o v e r n m e n t  e x p e n d i t u r e s  rise by more than grants increase, it is 

t e r m e d  as e x p e n d i t u r e  stimulation of grant. Af a corollary of this 

p h e n o m e n o n ,  e x p e n d i t u r e  s t i m u l a t i o n  m a y  be  o b t a i n e d  if 

e x p e n d i t u r e s  adj u s t  downwards by more than grants withdrawal. A 

s i m i l a r  s i t u a t i o n  c a n  be v i s u a l i z e d  w h e n  a local f u n c t i o n  is 

r e a s s i g n e d  t o  S t a t e  g o v e r n m e n t .  If local g o v e r n m e n t s  r e s p o n d  to 

t h e  r e s u l t a n t  e x p e n d i t u r e  cuts by r a i s i n g  t h e i r  e x p e n d i t u r e  

e f f o r t s  in o r d e r  t o  c o n s o l i d a t e  on t h e  r e m a i n i n g  functions, the 

d e c l i n e  in l o c a l  e x p e n d i t u r e s  c o u l d  be less t h a n  the warra n t e d .  

T h i s  less t h a n  t h e  w a r r a n t e d  d e c l i n e  in local e x p e n d i t u r e s  and 

h e n c e  f i s c a l  d e c e n t r a l i s a t i o n  can be t a k e n  to d e n o t e  local 

e x p e n d i t u r e  s t i m u l a t i o n  of r e a s s i g n m e n t .  The latter w o u l d  als o  

r e n d e r  r e a s s i g n m e n t  to be compatible w i t h  fiscal decentralisation. 

S ymbolically,

Let

Lo
D1

D2

A  Lo > °
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D3 Lg _ - A L g _+jiL_ 

LQ + SQ + A  S + £ L

w h e r e  L Q and SQ are p r e - r eassignment local and State e x p e n d i t u r e s  

r e s p e c t i v e l y  (LQ is net of State grants). A  L0 i-s wa r r a n t e d  de c l i n e  

in l o c a l  e x p e n d i t u r e  (i n c r e a s e  in S t a t e  e x p e n d i t u r e  i n c l u d i n g  

g r a n t s  increase) due to r e a s s i g n m e n t .  £ L  and £ S  a r e  a d d i t i o n a l  

local and State expenditures due to r e a s s i g n m e n t  respectively.

For e x p e n d i t u r e  s t i m u l a t i o n  of r e a s s i g n m e n t ,  and 

t h e r e f o r e ,  for r e a s s i g n m e n t  to be c o m p a t i b l e  w i t h  f i s c a l  

d e c e n t r alisation, D3 should be greater than D2 w h i c h  would require 

the fo l l o w i n g  conditions to be met:

(1) & L  > 0 ( necessary condition)

£L AS
(2) ---------- > -----------  (sufficient c o n d i t i o n )4

L - A L + £  Lo O 0 * ^ 0

S i n c e  A  L and A  S are unobservable, co n d i t i o n  (2) can be taken to be 

s a t i s f i e d  if local g o vernment's w i l l i n g n e s s  to spend, m e a s u r e d  as 

l o c a l  e x p e n d i t u r e  e f f o r t  is g r e a t e r  t h a n  S t a t e  g o v e r n m e n t  

e x p e n d i t u r e  effort.

4. Measurement of Expenditure Effort

a. C o n c e p t : T h e  c o n c e p t  o f  e x p e n d i t u r e  e f f o r t  is l e s s

u t i l i s e d  in the literature. O n e  could c o n c e i v e  e x p e n d i t u r e  effort 

as a c o u n t e r p a r t  of tax e f f o r t  (For the l a tter, see Bahl, 1971, 

1 9 7 2 ) '5 A n a l o g o u s l y  defined, e x p e n d i t u r e  e f f o r t  r e p r e s e n t s  the 

w i l l i n g n e s s  of a governmental unit to p r o v i d e  services. G i v e n  the 

d e m a n d  for s e r v i c e s  in a l o c a l i t y  and g i v e n  t h e  a v a i l a b l e  

r e s o u r c e s  at hand, it m a y  not a l w a y s  be p o s s i b l e  to p r o v i d e

6



s e r v i c e s  t o  t h e  d e s i r e d  e x t e n t .  O n e  i m p l i c a t i o n  of s u c h  

p o s s i b i l i t y  o v e r  a p e r i o d  of ti m e  w o u l d  m e a n  a lag in t h e  

a d j u s t m e n t  of  e x p e n d i t u r e s  to t h e  d e s i r e d  level. Howe v e r ,  t h e  

i m m e d i a t e  o u t c o m e  of s u c h  a gap, w h i c h  has r e l e v a n c e  t o  

e x p e n d i t u r e  e f f o r t ,  w o u l d  h a v e  i m p l i c a t i o n s  s u c h  as (i) 

g o v e r n m e n t ' s  i n a b i l i t y  to  p r o v i d e  a d e q u a t e  s e r v i c e s ;  (i i ) 

c i t i z e n s '  d i s s a t i s f a c t i o n  or p o l i t i c a l  stress, a n d  (iii) the 

i n s t i t u t i o n a l  r i g i d i t i e s  w h i c h  m i g h t  h a v e  c o m e  in t h e  w a y  of 

p r o v i d i n g  or e x p anding e x p enditures to the desired levels.

In an attempt towards calculating e x p e n d i t u r e  effort, 

e x p e n d i t u r e  r a t i o  d e f i n e d  as the r e l a t i o n s h i p  b e t w e e n  actu a l  

a m o u n t  of e x p e n d i t u r e s  i n c u r r e d  and some m e a s u r e  of e x p e n d i t u r e  

c a p a c i t y  (say t a x a b l e  income bas e  of locality) is t h e  s t a r t i n g  

point. The e x p e nditure ratio is conceived to be d e p e n d e n t  on two 

s e t s  of v a r i a b l e s  w h i c h  fall e i t h e r  u n d e r  e x p e n d i t u r e  c a p a c i t y  

factors or exp e n d i t u r e  effort factors. The former set includes two 

m a i n  variables: 1) the ability of the citizens to pay for services 

and 2) the a b ility of the administration to p r ovide services. The 

l a t t e r  set i n c l u d e s  f a c t o r s  that i n f l u e n c e  t h e  g o v e r n m e n t a l  

d e c i s i o n s  r e g a r d i n g  t h e  e x t e n t  of e x p l o i t i n g  t h e  e x p e n d i t u r e  

capacity.

In o n e  of the approaches, t e r m e d  as r e g r e s s i o n  

a p p r o a c h  for e s t i m a t i n g  e x p e n d i t u r e  effort, it is a s s u m e d  that 

t h e r e  is no simul t a n e i t y  in influence on e x p e nditure r a t i o  between 

e x p e n d i t u r e  c a p a c i t y  and e x p e n d i t u r e  e f f o r t  fact o r s .  W i t h  this 

a s s u m p t i o n ,  r e g r e s s i o n  is p e r f o r m e d  on  e x p e n d i t u r e  r a t i o  u s i n g  

e x p e n d i t u r e  c a p a c i t y  f a c t o r s  as e x p l a n a t o r y  v a r i a b l e s .  T h e  

d i f f e r e n c e  b e t w e e n  the actual expenditure ratio and t h e  estimated 

o n e  on  t h e  b a s i s  of th i s  r e g r e s s i o n  is t a k e n  as u n e x p l a i n e d  

v a r i a n c e  r e p r e s e n t i n g  e x p e n d i t u r e  effort. Thus, e i t h e r  the 

residual v a r i a n c e  or a c omparison of the actual e x p e n d i t u r e  ratio 

a n d  e s t i m a t e d  e x p e n d i t u r e  r a t i o  d e r i v e d  by u s i n g  e x p e n d i t u r e
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c a p a c i t y  f actors (as explanatory variables) provides an index of 

e x p e n d i t u r e  e f f o r t .  G e n e r a l l y ,  the ratio of a c t u a l  to e s t i m a t e d  

e x p e n d i t u r e  c o u l d  be considered as an index of exp e n d i t u r e  effort, 

w h i c h  s i g n i f i e s  an a v e r a g e  e x p e n d i t u r e  effo r t  if it t akes v a l u e  

unity.

A l t e r n a t i v e l y ,  e x p e n d i t u r e  e f f o r t  c o u l d  be c o m p u t e d  

d i r e c t l y  u s i n g  potentia l expenditure bases. Unl i k e  the regre s s i o n  

a p p r o a c h , w h e r e  potential expenditure bases termed as exp e n d i t u r e  

c a p a c i t y  f a c t o r s  are u s e d , t h e  a l t e r n a t i v e  a p p r o a c h  known as 

r e p r e s e n t a t i v e  e x p e n d i t u r e  a p p r o a c h  w o u l d  a i m  at c o m p u t i n g  

e x p e n d i t u r e  e f f o r t  by m a k i n g  use of p o t e n t i a l  e x p e n d i t u r e s  

directly. The latt e r  would constitute a desired level which would 

d e p e n d  on t h e  no r m a t i v e  levels of quantity and q u ality of service 

d e m a n d  and p e r  unit cost of service output.

b. E s t i m a t i o n : The o b j e c t i v e  of the e m p i r i c a l  e x e r c i s e  is to

test w h e t h e r  r e a s s i g n m e n t  and decentralisation are compatible by 

c o m p a r i n g  e x p e n d i t u r e  efforts of local and S tate governments. In 

v i e w  of t h e  fact tha t  e s t i m a t i o n  of p o t e n t i a l  e x p e n d i t u r e  b a s e s  

w o u l d  re q u i r e  n orms on quantity and quality of services and costs 

o f  s e r v i c e s  p r o v i s i o n ,  w h i c h  is c o n s t r a i n e d  in v i e w  of

n o n - a v a i l a b i l i t y  of such information, our attempt takes recourse 

t o  r e g r e s s i o n  a p p r o a c h .  F o l l o w i n g  the t r a d i t i o n a l  r e g r e s s i o n  

approach, the r a t i o  of local expenditure to income is taken as the 

d e p e n d e n t  v a r i a b l e  a n d  i n c o m e  a n d  g r a n t s  w h i c h  r e p r e s e n t

e x p e n d i t u r e  c a p a c i t y  f a c t o r s  are t a k e n  as  t h e  v a r i a b l e s ^ .  

R e g r e s s i o n s  h a v e  b e e n  r u n  on ti m e  series d a t a  p e r t a i n i n g  to  10 

m a j o r  S t a t e s  a n d  t h e  v a r i a b l e s  have be e n  e m p l o y e d  in p e r  c a p i t a  

terms. In S t a t e  level regressions, expenditure de n o t e s  ag g r e g a t e

of e x p e n d i t u r e s  ( r e v e n u e  and capital) net of g r a n t s  to local

bodies. The latter adjustment is basically needed to avoid double 

count i n g  as local governments receive substantial amount of grants 

f r o m  S t a t e  g o v e r n m e n t .  G r a n t s  include bot h  p l a n  and n o n - p l a n
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g r a n t s  f r o m  t h e  C e n t r a l  g o v e r n m e n t .  I n c o m e  is S t a t e  d o m e s t i c  

p r o d u c t  w h i c h  is a c o m p o n e n t  of the G r o s s  N a t i o n a l  P r o d u c t  

o r i g i n a t i n g  in a State. In t h e  local level r e g r e s s i o n s , t h e  

ex e r c i s e  has be e n  carried out with respect to  State a g g r e g a t e  of 

e x p e n d i t u r e s  o n  public services incurred by u rban local bodies. In 

t h e  a b s e n c e  of  i n f o r m a t i o n  p e r t a i n i n g  to m u n i c i p a l i t i e s  w h i c h  

c o u l d  p r o v i d e  S t a t e  a g g r e g a t e  of e x p e n d i t u r e  on  u r b a n  p u b l i c  

s e r v i c e s  by  m u n i c i p a l i t i e s  a n d  m u n i c i p a l  c o r p o r a t i o n s ,  t h e  

e x e r c i s e  has b e e n  c a r r i e d  out in t erms of a g g r e g a t e  of  s e l e c t e d  

m u n i c i p a l  corporations, grouped according to States, as a m e a s u r e  

of State a g g regate of exp e n d i t u r e  on public services i n c u r r e d  by 

u rban local bodies.

c. D a t a : The information on grants and e x p enditures p e r t a i n i n g

t o  m u n i c i p a l  c o r p o r a t i o n s  ha v e  been c o l l e c t e d  from t h e  A n n u a l  

S t a t i s t i c a l  A b s t r a c t s  p u b l i s h e d  by t h e  C e n t r a l  S t a t i s t i c a l  

O rganization, G o vernment of India. Per capita urban income (urban 

d o m e s t i c  product) is computed by using the information a v a i l a b l e  

f r o m  N a t i o n a l  A c c o u n t s  Sta t i s t i c s .  The c o m p o n e n t  of n a t i o n a l  

i n c o m e  fr o m  n o n - p r i m a r y  s e c t o r s  r e l a t i n g  to v a r i o u s  S t a t e s  has 

bee n  e x p r e s s e d  as per capita urban income by using the r e s p e c t i v e  

State p o p u l a t i o n  as the deflator. This State average of per cap i t a  

u r b a n  income is assumed to hold for the cities be l o n g i n g  to these 

S t ates. A s i m i l a r  set of i n f o r m a t i o n  c o n s i s t i n g  of a g g r e g a t e  

e x p e n d i t u r e  a n d  g r a n t s  for t h e  S t a t e  g o v e r n m e n t s  h a s  b e e n  

c o l l e c t e d  from the respective State budgets. Dat a  on  S t a t e  income
%

( S t a t e  d o m e s t i c  p r o d u c t )  a r e  t a k e n  f r o m  N a t i o n a l  A c c o u n t s  

Statistics. The period covered under this study e x t e n d s  g e n e r a l l y  

from 1966 to 1987.
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5. Results and Policy Implications

T h e  estimat es of i ndices of e x p e n d i t u r e  reassignment 

(R: L o c a l  S h a r e s  in t h e  t o t a l  S t a t e  - l o c a l  e x p e n d i t u r e ) ,  L o c a l  

e x p e n d i t u r e  e f f o r t  (EL) and S t a t e  e x p e n d i t u r e  e f f o r t  (ES) are 

r e p o r t e d  in T a b l e  2. The r e p o r t e d  valu e s  of the indices are five 

y e a r l y  a v e r a g e s .  E s t i m a t e s  of  t h e  e q u a t i o n s  u s e d  in o b t a i n i n g  

local and S t a t e  expenditure e f f o r t s  are prod u c e d  in cables 2 and 3 

r e s p e c t i v e l y .  A c o m p a r i s o n  of  t h e  t r e n d s  in e x p e n d i t u r e  

r e a s s i g n m e n t  and local e x p e n d i t u r e  e f f o r t s  w o u l d  s h o w  that in 5 

o u t  of 10 States, namely, Bihar, G u j a r a t ,  M a d h y a  Pradesh, 

K a r n a t a k a  a n d  Kerala, t h e  i n d e x  of e x p e n d i t u r e  r e a s s i g n m e n t  is 

a s s o c i a t e d  w i t h  h i g h e r  local e x p e n d i t u r e  e f f o r t s .  T h e s e  r e s u l t s  

c o n t r i b u t e  to  the contention that u r b a n  local bodi e s  have probably 

r e s p o n d e d  to exp e n d i t u r e  r e a s s i g n m e n t  by raising their e x p e ndi tu re  

e f f o r t s  so as to consoli date on the r e m aining functions. Further, 

a c o m p a r i s o n  of the trends in local and S tate e x p e n d i t u r e  efforts 

w o u l d  i n d i c a t e  that local e x p e n d i t u r e  e f f o r t s  h a v e  g r o w n  faster 

tha n  t heir State counterparts in not less than half of the States, 

namely, Bihar, Gujarat, Mad h y a  Pradesh, Kerala and west Bengal.

A l t h o u g h  the evid e n c e  from e x p e n d i t u r e  effort indices 

is a m i x e d  one, r e a s s i g n m e n t  in q u i t e  a few S t a t e s  had a 

s t i m u l a t i n g  influence on local expenditures, t h e r e b y  implying the 

c o m p a t i b i l i t y ,  as h y p o t h e s i s e d  by us, b e t w e e n  r e a s s i g n m e n t  and 

fiscal decentralisation. T h e s e  results, however, should be treated 

as h i g h l y  s u g g e s t i v e  and t h e  a p p r o a c h  a d o p t e d  w o u l d  d e m o n s t r a t e  

t h e  n e e d  for f u r t h e r  i n v e s t i g a t i o n  in the l i g h t  of a d d i t i o n a l  

i n f o r m a t i o n  o n  S t a t e  and l ocal g o v e r n m e n t  fis c a l  e x p e r i e n c e s .  

N e v e r t h e l e s s  t h e s e  r e s u l t s  b e a r  s i g n i f i c a n t  i m p l i c a t i o n s  w i t h  

r e s p e c t  to S t a t e - l o c a l  fis c a l  d e c i s i o n  m a k i n g  as t h e r e  is no 

c o n c l u s i v e  e v i d e n c e  to s h o w  th a t  r e a s s i g n m e n t  has i n v a r i a b l y
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e x t e r t e d  a n y  d a m p e n i n g  impa c t  on local e x p e n d i t u r e s .  G i v e n  t h e  

e q u i t y  c o n s i d e r a t i o n s ,  t h e  r e s u l t  has a b e a r i n g  on  a n y  p o l i c y  

w h i c h  ai m s  at e x p e n d i t u r e  reassignment.
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Table 1

Inventory of Go vernment in M e t r o p o l i t a n  Cit ies  of India

Fu nc ti on Bombay Ca lc u t t a M ad r a s

Po li ce  P ro te c t i o n L(S) L(S) L (S )

Traf fic  Control L(S) L (S ) L (L )

Public He a l t h  & Sanitation L(L) L (L ) M (S )

W at er  Supply L(L) L (L ) , M (S ) M (S )

Dr ai n a g e  and S ew era ge L(L) L(L) , M ( S ) M (S )

Highways S(S) S(S) L ( L ) , S(S)

Roads L(L) L(L) L (L )

Education: P ri ma ry L(L) M L ) L (L )

Education: Se c o n d a r y L(L), S(S) S(S) L(L) , S(S)

Pub li c T r a ns po rt L(L) M ( S ) M(S)

Ho u si ng M (S ) L ( L ) , S VS) M ( S )

U rb an  D ev e l o p m e n t M (S ) M ( S ) , L ( S ) S(S)

H o s pi ta ls L(L), S(S) S(S) S(S)

Parks and R e c r e a t i o n L(L) L (L ) L(L)

City B e a u t i f i c a t i o n L(L) L (L ) M  L )

Bu il d i n g  R eg u l a t i o n s L(L) L(L) L ( L ) , M ( S )

and De v e l o p m e n t  Control

Stadia L(L) L (S ) L(L)

E l e c t r i c i t y L(L) M ( S ) , S(S) S(S)

Fire S er vices L(L) S(S) L (L )

M u s e u m s  and M o n u m e n t s S(S) S(S) S(S)

L = Local; M = Metrop ol it an ; S = State

O u t s i d e  n o t a t i o n  indicates jurisdiction; n o t a t i o n  w i t h i n  b ra c k e t s  

in d i c a t e s  o w n e r sh ip '(c on tr ol )

Source: D at ta and C ha k r a v a r t y  (1981), p . 43
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Table 2 

Fiscal Indicators

State R EL ES State R EL ES

Andhra Pradesh

1 0.034 0.899' 1.020

Kerala

1 0.028 0.909 1.002

2 0.019 1.054 1.007 2 0.030 0.968 0.961

3 0.033 0.979 1.031 3 0.024 1.016 1.028

4 0.040 0.943 0.968 4 0.021 0.993 0.999

Bihar

1 NA NA 0.819

Madhya Pradesh

1 0.036 0.824 1.027

2 0.021 0.968 1.122 2 0.039 0.993 1.002

3 0.017 0.989 0.956 3 0.037 1.084 0.934

4 0.011 1.008 0.995 4 0.028 0.983 1.000

Gujarat

1 0.155 0.826 1.052

Maharashtra

1 0.021 1.005 0.645

2 0.142 0.836 0.927 2 0.019 0.994 0.679

3 0.125 1.130 1.037 3 0.019 1.000 0.747

4 0.011 0.899 1.003 4 0.016 0.994 0.866

Himachal Uttar Pradesh

1 NA NA 0.349 1 0.033 1.004 0.843

2 0.116 1.568 1.068 2 0.026 0.996 1.022

3 0.069 0.880 1.012 3 0.024 0.997 1.062

4 0.134 0.895 1.030 4 0.020 0.999 1.001

Karnataka

1 0.106 0.750 1.069

West Bengal 

1 0.014 1.028 0.221

2 0.120 0.895 0.798 2 0.012 0.976 0.074

3 0.115 1.156 1.124 3 0.010 0.948 0.081

4 0.103 1.084 1.051 4 0.010 1.421 0.094

Notes: 1. R * Reassignment (Local share in State*local expenditure)

EL * Local expenditure effort 

ES * State expenditure effort

2. 1,2,3 & 4 denote 1965-70, 1970-75, 1975-80 & 1980-87. However, there are

some deviations due to data constraint.

NA « NOT AVAILABLE

Source: col. 1 computed; cols 2 and 3 estimated.
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Table 3

Time Series Regression for Expenditure Effort (State Level) 

(Dependent Variable : Per Capita Expenditure/Per Capita SDP)

State/Variable Constant Per Capi ta 

SOP

Per Capita 

Grant

2

R

-2

R

SEE DU DF

Andhra Pradesh 0.129

(7.578)

.00003

(2.695)

0.00009

(0.578)

0.353 0.273 0.031 1.649 16

Bihar 0.152

(8.006)

-0.00005

(-0.00005)

0.002

(1.360)

0.210 0.117 0.028 1.884 17

Gujarat 0.092

(9.743)

0.00002

(1.857)

0.005

(0.062)

0.598 0.523 0.027 2.063 16

Himachal Pradesh 0.277

(6.698)

-0.00008

(-2.840)

.064

(40.987)

0.994 0.993 0.067 1.368 14

Karnataka 0.089

(2.696)

0.001

(1.997)

-0.322

(-1.252)

0.588 0.515 0.037 1.882 17

Kerala 0.127

(24.171)

0.0001

(11.284)

-0.108

(-4.525)

0.915 0.899 0.012 1.657 16

Hadhya Pradesh* 1.248

(1.180)

-0.326

(-2.351)

0.479

(5.618)

0.876 0.855 0.107 1.875 17

Maharashtra 0.247

(1.476)

-0.00002

(-2.159)

0.123

(4.735)

0.878 0.856 0.007 1.875 16

Uttar Pradesh 0.144

(4.976)

-0.0001

(-1.605)

0.517

(2.326)

0.577 0.498 0.031 2.021 16

West Bengal 1.625

(0.077)

-0.00004

(-1.919)

0.030

(1.490)

0.781 0.739 0.010 2.410 16

Notes: * Log linear variable used Source: Estimated

Figures within parentheses indicate t-values.
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Table 4

Time Series Regression for Expenditure Effort (Local Level)

State/Variable Constant Per Capita 

SOP

Per Capita 

Grant

2

R

-2

R

SEE OW DF

Ancftra Pradesh -6.034

(-1.346)

0.190

(0.326)

-0.013

(-0.187)

0.563 0.444 - 0.255 2.023 11

Bihar -1.385

(-1.094)

-0.558

(-3.836)

0.247

(2.134)

0.662 0.535 0.213 2.093 8

Gujarat 0.066

(9.771)

-0.000009

(-2.002)

0.00027

(0.417)

0.825 0.795 0.007 1.93 18

Himachal Pradesh -0.0002

(-0.092)

0.0000005

(2.482)

0.00001

(0.597)

0.733 0.733 0.002 1.57 17

Karnataka 0.089

(5.458)

0.0001

(-2.599)

-0.0001

(-0.657)

0.503 0.421 0.016 2.139 18

Kerala 0.012

(6.633)

-0.000001

(-3.697)

-0.001

(2.592)

0.581 0.507 0.002 1.836 17

Madhya Pradesh* 0.16

(12.401)

-0.000001

(-2.356)

0.0001

(1.684)

0.583 0.513 0.001 2.339 18

Maharashtra -1.705

(-2.459)

-0.207

(-2.005)

0.192

(2.603)

0.490 0.400 0.046

t

1.922 17

Uttar Pradesh -5.510

(5.270)

0.115

(0.755)

-0.0001

(-2.557)

0.751 0.708 0.101 2.083 17

West Bengal 0.028

(13.456)

-0.000003

(-5.773)

0.0004

(6.567)

0.664 0.605 0.005 1.898 17

Notes: * Log linear variable used. Source: Estimated

Figures within parentheses indicate t-values.

15



NOTES

* This paper was pre sen te d at the 46th C on g r e s s  of the International

I ns titute of Public Finan ce  on Public Finance with Several Level; 

of Government, held at Brussels, 27-30, August, 1990.

** A u t h o r s  are r e s p e c t i v e l y  Pro fe ss or  of E c o n o m i c s ,  U n i v e r s i t y  ol

M a u r i t i u s  , R E D U I T  ( M a u r i t i u s )  a n d  F a c u l t y  m e m b e r ,  Inc.an 

I n s t i t u t e  of H e a l t h  M a n a g e m e n t  R es earch, J a i p u r  (India). This 

p ap er  was p repared whi le  the authors we r e  at the NIPFP.

1. For equity and b u d get ar y implications of financial assum pt io n of 

local services by the State or by a regional government, see 3ahi 

(1976). D i s tr ib uti on  of state burdens and expend itu re  benefits ~ay 

be di fferent from those of local tax and e xp enditure policies.

2. B e l l  (1988), h o w e v e r ,  f o un d o b s e r v e d  a s s i g n m e n t  of fisral 

r e s p o n s i b i l i t y  in US s y s t e m  of p u b l i c  school f i na nc e :c oe 

c o n s i s t e n t  w it h  the a s s i g n m e n t  s u g g e s t e d  by the o p t i m a 1 federal 

de si gn  literature.

3. T h e  e x t e n t  of fiscal d e c e n t r a l i s a t i o n  has also  been m e a s u r e d  i ,n 

the li terature in terms of the share of revenue g enerated in tr.e 

l ocal g o v e r n m e n t  sector. The  r e v en ue  m e a s u r e ,  however, b e c o m e s  

i n a p p r o p r i a t e  if th e r e v e n u e  ra i s i n g  a u t h o r i t y  r e m a i n s  highly 

concentrated, as is the case in India.

4. For D3 > D2,

£  L A L  +/5S

or + SQ ) >4L ( L 0 - /)L0 ) + A S ( L Q - ̂  Lq )

or ^  I'Lq + A  L Sq - £ LLq + 4 L A  Lq > ̂  S ( L q - ^  LQ ) 

or A L ( S q + £  L0 ) > £ S ( L 0 - £ L Q )

or /JL £  S
---------- > -----------

“ A L ^  S„ + A Lo o o o

A str on ge r con di ti on for reassignment to be c o m p a t i b l e  with fiscal

d e c e n t r a l i s a t i o n  is that D3 > D1 which w o u l d  require the following

co n d it io n to be met:

A L - 4 A  ' '0 i A  S
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Given the small size of local budgets relative to State budgets, 
the latter condition would necessitate tremendous local 
expenditure effort which cannot be backed by the existing revenue 
assignments to local bodies in India.

5. It may be argued that local fiscal response to reassignment can be 
better explained in term of tax effort. In fact as in the case of 
grants impact, expenditure stimulation of reassignment amounts to 
an increase in tax effort.

6. Local expenditure as dependent variable in regressions includes 
State grants. The impact of the latter on the total local 
expenditure is, however, isolated when State grants to local 
bodies is introduced as an explanatory variable.
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