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COURSE INTRODUCTION
The Course entitled Public Finance and Administration attempts to orient the
learners with a general overview of the key aspects of public finance and its
administration. The concept of public finance, its types, nature, scope and
importance of financial administration and key components of fiscal federalism
are explained. Budgeting and budgetary systems are core constituents of public
finance. The Course analyses the concept of public expenditure, fiscal policy
and monetary policy. The Course brings forth the concept and types of
government budgeting and the process involved from the preparation to
execution of budget in India. It examines the components of public resource
mobilisation and important aspects of tax administration in India. The
accounting and auditing systems in India are examined. The Course deals with
major components of financial control including the instruments and role of
financial committees.

BLOCK 1 INTRODUCTION TO PUBLIC FINANCE AND
ADMINISTRATION

This Block has three units. It introduces to the learners the concept of public
finance and its types. The nature, scope, importance, and principles of financial
administration are examined. It provides an overview of the concept, principles
and components of fiscal federalism.

Unit 1 Public Finance: Meaning, Types, Distinction between Public and
Private Finance

Public finance as a part of study of economics assesses the government revenues
and expenditure and its adjustment to achieve the desirable objectives. The
unit introduces to the learners the concept of public finance and its types. It
familiarises the learners with the distinction between public and private finance.
Public finance and public policy are intricately linked. The monetary and fiscal
policies ensure the fulfilment of government’s objectives laid down in public
policies through optimum resource allocation, increase in savings, public
spending and so on. These aspects are examined in the unit.

Unit 2 Financial Administration: Nature, Scope, Importance and
Principles

Financial administration deals with the study of public funds. It encompasses
several activities such as budgtting, tax administration, accounting and audit.
This unit examines the nature and scope of financial administration. A good
financial administration is important to strengthen the country’s socio-economic
conditions. This unit brings out the significance in a detailed way. This unit
explains the principles of financial administration.
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Unit 3.Fiscal Federalism: Principles, Centre-State Financial Relations,
Finance Commission

Fiscal federalism encompasses the division of functions and financial relations
among levels of government in accordance with public policies. This unit
explains the concept and principles of fiscal federalism. The Constitution of
India lists out in detail matters relating to centre-state fiscal relations. It analyses
the recent reforms in fiscal federalism in India and their impact. The Constitution
provides for Finance Commission to recommend the tax revenue distribution
between the centre and states and amongst states. The unit elaborates on the
functions of Finance Commission. It examines the recommendations of the
Fourteenth and Fifteenth Finance Commissions.

BLOCK 2 BUDGETING AND BUDGETARY SYSTEMS

Public expenditure, monetary and fiscal policies have a prominent place in the
budgeting system. The discussion on budgeting and budgetary systems brings
out the important components of public expenditure, fiscal and monetary
policies and the role of Reserve Bank of India, World Bank, and International
Monetary Fund.

Unit 4 Public Expenditure: Meaning and Classification

Public expenditure and its management impact the economic stability of a
country. Public expenditure implies the money that a government spends on
collective needs such as education, health, housing etc. Globally over the last
few years there has been a significant increase in public expenditure. This unit
brings out the concept and objectives of public expenditure. It elaborates on
the principles of public expenditure. Public expenditure and governance are
interlinked as public expenditure also is a key determinant of good governance.
The interlinkages focusing on rule of law, transparency and accountability are
analysed. The unit discusses the public expenditure classification as laid down
by international agencies such as World Bank, United Nations, International
Monetary Fund.

Unit 5 Fiscal Policy and Monetary Policy: Meaning, Objectives and
Instruments (Role of Reserve Bank of India, World Bank and International
Monetary Fund)

The fiscal and monetary policies are important components of macroeconomic
policy. They attempt to ensure economic growth and stability.  The unit
introduces the concept and goals of fiscal policy.  The monetary policy laid
down by the central bank of the country shape the economic growth, and controls
inflation by adjusting the money supply and rates of interest. The concept and
objectives of monetary policy are dealt with in the unit. Important instruments
of monetary policy are discussed. The multifarious roles of Reserve Bank of
India is analysed. International institutions such as World Bank and International
Monetary Fund play an important role in providing financial and technical
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assistance, facilitate international trade, price stability and so on. These are
analysed in the unit.

BLOCK 3 GOVERNMENT BUDGETING

This Block provides a comprehensive description of important facets pertaining
to the budget in general and relating to India. The budgeting activity in
government is a vital and key component of public finance. The block introduces
the concept, features, types, and principles of budget. There are new types of
budgets in the realm of public finance. The new approaches such as green and
gender budgets are discussed. The Indian budgetary cycle comprises preparation,
execution, and enactment of budget. The Block provides a detailed discussion
on these phases.

Unit 6 Government Budget: Concept, Features, Types, Functions and
Principles

Public funds are a key resource which are the repository of government. Budget
is a key instrument to facilitate spending of money in an effective and economic
manner.  It is not only a financial plan but also a comprehensive plan of action
that provides direction for the achievement of policy objectives laid down by
the government. This unit provides an overview of various aspects relating to
the budget especially government budget. It orients the learners with the concept
and objectives of the budget. Government budget is based on principles of
sound budgeting and financial management such as comprehensiveness,
discipline, accountability, transparency and so on. The unit brings out key
characteristics of government budget such as annuality, rule of law, accuracy
and so on. The complexion of budget is changing. It has evolved from being a
just a document that focuses on receipts and expenditure to one that links it
with performance and outcomes. This unit delves into the types of budget such
as planning performance budgeting system, performance budgeting and zero-
based budgeting. It also explains the types of union budget. Budget performs
important functions such as planning, accountability, responsibility and control,
communication etc. These are elaborated in the unit.

Unit 7  Contemporary Approaches to Budgeting (Green Budgeting,
Gender Budgeting)

In the arena of budgeting certain contemporary approaches are gaining
prominence. The present times is witnessing various environmental issues of
climate change and global warming and associated effects posing serious threat
to human and animal lives, biodiversity and so on. One of the ways to tackle
this is to integrate ecological dimensions into budgetary frameworks. This
facilitates allocation of resources towards sustainable measures to preserve
and protect environment. This is facilitated through green budget. The unit
introduces to the learners the concept of green budget and brings out its
importance. The Paris Collaborative is an important step in achieving
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biodiversity and sustainable development goals. The unit examines the objective
of this, and the components of green budgeting framework prescribed by Paris
Collaborative. The initiatives in India at the union and state levels towards
introduction of green budget are reflected in the unit. Another approach is
gender budgeting. Budget as an economic and political tool has to incorporate
a gender perspective and ensure that a public funds are spent towards promotion
of gender equality and women’s rights. This unit introduces the concept of
gender budgeting and brings out its importance. It touches upon the gender
budgeting initiatives in India. This initiative in our country is still in its infancy
and has a long way to go. Certain measures are to be taken towards gender
budgeting as brought out in the unit.

Unit 8.  Budgeting in India: Preparation, Enactment and Execution (Role
of Ministry of Finance)

The task of budget formulation, preparation and execution of budget are
important phases of budgetary cycle. This unit provides an overview of the
important phases of budget formulation in India. This encompasses preparation
of budget estimates, consolidation, approval by the cabinet for presentation by
the finance minister in the Parliament. The second phase is the enactment of
the budget in the Parliament and the unit brings out the procedure in a detailed
manner. This includes presentation of the budget, general discussion, scrutiny
by the standing committees, voting of demands for grants, consideration and
passing of appropriation and finance bills. The budget execution is the final
phase of the budgetary procedure that involves the utilisation of allocated funds
for implementation of government policies and programmes. There is a detailed
discussion on the different activities in budget execution.

BLOCK 4 RESOURCE MOBILISATION

Resources constitute the key component for achieving overall sustained
development of the country. Hence mobilising resources is an important
responsibility of government. A sound fiscal policy ensures resources in the
form of tax and non-tax revenues and other forms of revenue. Also, the
administration of tax and non-revenues through institutionalised structures is
important. This Block focuses on various forms of public resource mobilisation
in the form of taxation, public borrowings, deficit financing and Goods and
Services Tax. A strong tax administration structure is imperative for a vibrant
and sustainable tax administration, which are discussed in the block.

Unit 9 Public Resource Mobilisation (Taxation, Public debt and
Borrowings, Deficit Financing, Goods and Services Tax)

Resource mobilisation is a key component of public finance. The government
requires financial resources to manage various activities. Taxation, public debt
and borrowings, deficit financing, goods and services tax are important sources
of resource mobilisation. The unit discusses the types of taxation, and public
debt. It elaborates on direct and indirect taxes. The various forms of public
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debt are elaborated. The government has two sources of public borrowings-
internal and external and there is discussion on these in the unit. Public debt
impacts the economy in several ways such as production, consumption,
distribution etc., as discussed in the unit. Another important source of resource
mobilisation is deficit financing which is analysed in the unit. The recent
introduction of Goods and Services Act (GST) as a multi-stage and single
domestic indirect tax has several advantages which are elaborated in the unit.

Unit 10. Tax Administration in India: Types of Taxes in India, Methods of
Taxation (Role of Central Board of Direct Taxes and Central Board of
Indirect Taxes and Customs)

Taxation is a vibrant economic and social mechanism and has to undergo
modifications with growth in economy. Tax administration is a key component
of public finance and administration. An efficient and well administered tax
system helps in accessibility to more resources with government as it facilitates
public services delivery to people. A strong and effective tax administration is
required to establish a ‘robust and sustainable’ tax collection system. This unit
orients the learners with key aspects of tax administration focusing on the
policy, technological and administrative reforms brought in the Income Tax
department. There is discussion on the types of taxes-direct and indirect. The
recent tax reform in the form of Goods and Services Tax (GST) is based on
cooperative federalism and economic integration with a view to reducing
corruption and improving transparency.  There is an elaborate discussion on
the advantages to GST to the government, trade and industry, consumers, and
states. The unit explains the constitution and role of GST Council. The Central
Board of Direct Taxes (CBDT) and Central Board of Indirect Taxes and Customs
(CBIT and C) play a key role in the administration of direct and indirect taxes.
There is a detailed discussion on this in the unit.

BLOCK 5 ACCOUNTS AND AUDIT

This Block provides a comprehensive account of accounting and auditing
system in India. Proper classification and maintenance of accounts and
compliance to various types of audit is essential for sound public finance
administration.

Unit 11 Accounting System in India: Classification of Government
Accounts, Accounting System in India, Scheme of Departmentalisation of
Accounts

Accounting is an important tool in public finance and administration that
facilitates record of financial transactions, proper planning and maintenance
of investments, revenue, and expenditure. The unit introduces the concept of
accounting and gives a detailed description of the three types of accounts-
Consolidated Fund of India, Contingency Fund and Public Account. The
government accounting refers to the way the accounts are categorised, and
records are maintained. The unit gives a detailed description of accounting
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system in India. There is discussion on cash and accrual accounting in India.
The scheme of Departmentalisation of Accounts that came into operation
since1976 is discussed. The office of the Controller General of Accounts (CGA)
is entrusted with key accounting functions as dwelt in the unit. The maintenance
of accounting standards as laid down by the Government Accounting Standards
Advisory Board (GASAB) is needed for improving and maintaining the
standards of government accounting and financial reporting as discussed in
the unit.

Unit 12 Auditing System in India: Concept and Types of Auditing,
Functions and Role of Comptroller and Auditor General of India

Auditing which ensures the accountability of the executive is an important
component of public finance and administration. It is one of the four pillars of
democracy, the other three being parliament, judiciary, and media. The unit
provides a conceptual framework of audit and analyses its role in promoting
and maintaining good governance. There is a detailed discussion on the various
types of audit that include performance, financial, compliance, supplementary,
efficiency, environmental, information technology and social audit. The
institution of Comptroller and Auditor General (CAG) of India is considered
the supreme audit authority in India. The unit examines the duties and powers
of CAG.

BLOCK 6 FINANCIAL CONTROL

The financial control over executive is important to ensure responsible,
responsive, and accountable governance. The parliament is mandated by the
Constitution to exercise control over the spending by the executive. There are
several instruments of parliamentary financial control such as question hour,
zero hour, debates, and discussions and so on. The three parliamentary
committees - Public Accounts Committee, Estimates Committee, Committee
on Public Undertakings have an important role in monitoring and control. The
block orient units in the learners with these aspects.

Unit 13 Financial Control of Parliament over Executive, Nature of
Financial Control, and Instruments of Parliamentary Control

The Parliament is an important pillar of democracy. It is an institution mandated
to provide a responsible government and, in the process, ensuring its own
accountability to the electorate. The Constitution has vested Parliament with
several instruments of financial control through which the executive is made
accountable. This unit discusses the instruments of parliamentary control such
as question hour, zero hour, debates and discussions, adjournment motions
etc. There is a detailed discussion on these instruments.

Unit 14 Financial Committees- Parliamentary Committees in India (Public
Accounts Committee, Estimates Committee, Committee on Public
Undertakings)
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 The committee system in India is one of the ways of ensuring effective and
efficient financial control. These committees relieve the parliament from
additional burden of examining various aspects of estimates of revenue and
expenditure of the ministries and departments. They act as the watchdogs of
the legislature over the government. The unit brings out the need for and
importance of committee system. The unit orients the learners with the
composition, functions and working of three important parliamentary
committees — Estimates Committee, Public Accounts Committee and
Committee on Public Undertakings. The committee system despite its
weaknesses plays an important role in maintaining a balance in activities of
the government.





BLOCK 1

INTRODUCTION TO PUBLIC FINANCE AND
ADMINISTRATION
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UNIT 1 PUBLIC FINANCE: MEANING,
TYPES, DISTINCTION
BETWEEN PUBLIC AND PRIVATE
FINANCE*

Structure

1.0 Objectives

1.1 Introduction

1.2 Public Finance: Meaning

1.3 Public Finance: Types

1.4 Public Finance and Public Policy

1.5 Distinction between Public and Private Finance

1.6 Conclusion

1.7 Glossary

1.8 References

1.9 Answers to Check Your Progress Exercises

1.0 OBJECTIVES

After going through this unit, you should be able to:

 Explain the meaning and the concept of public finance;

 Describe the categorisation of public finance;

 Discuss the interlinkages between public finance and public policy; and

 Bring out the distinction between public and private finance.

1.1 INTRODUCTION

Public finance is a part of the study of economics. It borders on the fields of
government and political science. It deals with many of the same problems and shares
some of the techniques employed in the field of corporate economics, but essentially
it is contained within the field of economics.  Public finance implies broadly the
money that is with the government. It is the branch of economics that assesses the
government revenues and expenditure and its adjustment to achieve the desirable
objectives. Thus, comprehending the essence of public finance depends upon an
understanding of the nature of economics. This unit provides an overview of the
concept of public finance, types, and differentiates it from private finance.

* Contributed by Dr. Anupama Puri Mahajan, Former Post-Doctoral Research Fellow (Public
Administration), Himachal Pradesh University, Shimla.
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Public finance is defined as the study of the financial activities of government and
public authorities. It describes and analyses the expenditures of government and the
techniques used to finance these expenditures. It studies the activities discharged,
and services provided by the government and the taxes being used to generate its
funds. It examines the influence of government financial operations on growth,
employment, prices etc.

In simple terms, public finance is a study of the financial aspects of the government.
Charles F. Bastable stated, “public finance deals with expenditure and income of
public authorities of the State and their mutual relation as also with the financial
administration and control”. Public finance stands for the resources of a public body
and a study of the principles to acquire finances and using the funds for public services
and activities.

Carl Plehn defined public finance as, “the science which deals with the activity of
the statesman in obtaining and applying the material means necessary for fulfilling
the proper functions of the State”.

Findlay Shirras defined public finance as, “the study of the principles underlying the
spending and raising of funds by public authorities.”

Hugh Dalton considered public finance as “concerned with the income and
expenditure of public authorities and with the adjustment of the one to the other. The
principles of public finance are laid down regarding these matters”.

Musgrave stated that “the objectives of public finance are allocating resources for
the provision of public services and to ensure growth and development, ensure
macroeconomic stabilisation and bring about the desired distribution of incomes”.

It can be summarised from the above-mentioned definitions that public finance is
categorised into public income and public expenditure as two symmetrical branches
of the subject.

Public Finance in India

The objectives of public finance are to ensure microeconomic stability and the desired
distribution to be done by the State to provide public services to the people. It aims
at bringing about economic growth and development. Earlier, the private sector in
general was not entrusted with the responsibility of providing public services and
the public sector had to step in to fill this gap. The public services and goods are
called ‘merit goods’, for example, defending the property rights of the citizens or
maintaining law and order to create a conducive environment for economic growth.
The physical and social infrastructures are integral to the objectives of public finance.
The State’s role and activities are all linked to public finance.

In India, State intervention through policies related to public finance, includes ensuring
safety and security of the people, which are:

 Protection of property rights of the citizens;

 Reduction of wide regional disparities;

 Development of physical and social infrastructure;
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 Correction of markets;

 Lessening the gap between income inequalities; and

 Provision of education, health care, sanitation and hygiene, support price to
agriculture etc.

Over time, increase in public spending on subsidies and transfers in employment
guarantee, food security, national housing schemes, periodic loan waivers and
recapitalisation of banks to meet the deficiencies of capital is being observed. In
India, public spending is beset with the issue of poor productivity. The government’s
flagship programmes, namely, Sarva Shiksha Abhiyan for elementary education and
National Health Mission for ensuring health for all, are unable to yield results because
of lack of flexibility and poor targeting. Even though there is an improvement in the
public spending in health and education sectors, the quality standards of the outcomes
are yet to come up to the acceptable norms.

1.3 PUBLIC FINANCE: TYPES

The area of public finance is studied by its categorisation into five types, which are:

1. Public Expenditure: The governments - union, state and local, spend money on
providing public services for collective social wants of citizens or other government
associated entities. Earlier, it used to be relatively much smaller amounts but with
the rise in governmental activities, there has been a tremendous increase in government
budgets in proportion to their activities. Some of the activities of a government that
call for increasing public expenditure are promotion of:

 rapid economic growth;

 rural development;

 balanced regional growth;

 trade and commerce;

 agri-business, manufacturing, and service sectors;

 social infrastructure;

 social welfare; and various such areas which are needed to achieve inclusive growth
and the Sustainable Development Goals.

Given below are the types of public expenditure:

i. Capital and Revenue Expenditure: The capital expenditure results in the
creation of fixed assets as investment which adds up to the net productive assets
of the economy. It helps in the carrying out developmental works, for example,
building schools, hospitals, infrastructure, etc.

Revenue Expenditure: The current expenditures of a government which are
continual in nature such as civil administration, defence forces, etc.

ii. Productive and Non-Productive Expenditure: Promoting physical
infrastructure, public sector undertakings and developmental works in a country
is productive expenditure which provides income to the government.
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Non-Productive Expenditure: Some governmental activities such as training,
law, and order, etc. do not yield income to the government. It is non-productive
expenditure.

iii. Transfer and Non-Transfer Expenditure: Transfer expenditure or grants have
no corresponding transfer of real resources like old age pension. Non-transfer
expenditure results in exchange of goods and services for money. For example,
expenditure on education, posts, and telegraph etc.

iv. Plan and Non-Plan Expenditure: Plan expenditure involves the development
activities, while non-plan expenditure is outside the purview of the planned
expenditure such as the subsidies or social services. However, in India now the
distinction has been done away with.

v. Other Categorisations: There are some other categorisations according to the
functions of a government, which are:

 Defence Expenditure

 Civil Expenditure

 Development Expenditure

2. Public Revenue: The gross income of a government from all resources is called
public revenue/income. The income of a public authority may be defined either
in a broad or a narrow sense. In the broad sense, it includes all “incomings” or
“receipts” whereas in the narrow sense, it includes only those receipts which are
related to revenue. The broad meaning is called ‘public receipts’ and the narrow
sense is called, ‘public revenue’. Public revenue does not include receipts from
public borrowings or public debt. There are two types of public revenue, which
are:

i. Tax Revenue: The tax policy in a country is an important tool through which
resources are transferred from the private sector to the government for
accumulating funds to deliver public services. The best practices considered by
national and international agencies recommend the following regarding raising
the tax revenue:

 Minimising the collection costs;

 Reducing the compliance costs;

 Provision of a broad base;

 Laying down low rate;

 Lessening the rate of differentiation; and

 Maintaining a transparent tax system.

A government has the right to impose taxes and duties to raise revenue to fund its
developmental works and the provision of public services. It includes direct and
indirect taxes; fees; fines and penalties; special assessments; price; gifts and donations;
and grants-in-aid.

ii. Non-Tax Revenue: It includes the public income that is received from
administration, public sector undertakings, gifts, and grants. This includes:
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 Administrative Revenue –These include funds in the form of fees, fines, penalties,
and special assessments raised by public agencies.

 Profits from Public Sector Undertakings (PSUs) –The PSUs, if they make profits,
are a source of non-tax revenue.

 Gifts and Grants – These are generally be given by another government or any
institution.

Problems in the Indian Tax System

India in general faces the problem of low revenue productivity and a narrow tax
base. The reasons for a narrow tax base are:

 Fragmentation of the Constitutional assignment of taxes.

 Ambiguity in the objectives of tax policy which leads to tax evasion and
avoidance.

 Non-compliance of taxation rules by the multinational companies results in tax
base erosion and diverting of profits;

 Difficulty in enforcement of tax laws is due to overburdened tax administrative
machinery.

 Deficiencies in the data and information systems in the tax departments and
agencies.

The tax system is required to achieve objectives such as incentivising savings,
promoting exports, achieving balanced regional development, promoting investments
in the economy.

3. Public Debt: The government‘s borrowing constitutes public debt.

4. Financial Administration: The entire gamut of the processes and systems
through which public finance is managed. The fourth type of public finance is
the financial administration, which deals with the public expenditure and public
revenue through the budgeting procedure. We shall be discussing this in detail
in subsequent units of this Course.

5. Economic Stability and Growth Policies: This includes the various policies
and measures to ensure economic stability and growth.

Check Your Progress 1

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) What do you understand by the concept of public finance?
...........................................................................................................................
...........................................................................................................................
...........................................................................................................................

2) Elaborate on the types of public finance.
...........................................................................................................................
...........................................................................................................................
...........................................................................................................................
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The Ministry of Finance deals with public finance to allocate funds within the
constraints of the budget with proper mandated procedures. Public finance
encompasses evaluation of the Indian government’s policies included in the Union
budget along with other functions. Its main activity is to improve and update the
economic procedures pertaining to the policies of the government.

Public finance and public policy are intricately linked with each other in India and in
other democracies as well. Public policy sorts out the issues of public finance. There
are two policies that fall under public finance, which are:

1. Fiscal Policy: It is the overall government policy framework which is formulated
by considering the government’s income, expenditure, and borrowings.

2. Monetary Policy: The monetary policy is formulated with respect to the amount
of funds, rates of interest and exchange. The Government has the responsibility
of keeping the aggregate demand and inflation in check. The government has
the following objectives to achieve through the monetary policy:

 Bringing in equity in wealth and income distribution to reduce the gap between
the rich and the poor;

 Increasing the rate of economic growth and sustaining it by a proportional
increase in savings and public spending;

 Attaining optimum resource allocation through taxation and subsidies; and

 Stabilising the economy by keeping fluctuations at bay.

Indian Public Finance: Deficits and Debt

Public debt is the debt owed by the government. On the other hand, public deficit is
the difference between government receipts and its spending in a fiscal year. The
developing countries are facing large fiscal deficits. In the past decade, there has
been a marked increase in the infrastructural growth. The developed countries have
managed to control their public debt by keeping it at a domestic level whereas the
developing nations could not do so and had to resort to external borrowings also.
The higher the fiscal deficit in an economy, larger is the public debt. Hence, it can be
said that fiscal debts are a prerequisite for the accumulation of the public debt.
However, if the fiscal deficit is financed by foreign grants and monetary expansion,
it does not lead to a rise in the public debt.

Public debt management and fiscal deficit control are part of public finance. There
could be various reasons of growth in public debt such as, war, developmental
expenses, accessibility to low rates of interest, etc.

The Government of India published its first Debt Management Strategy (DMS) on
December 31, 2015. The objective of this is to secure the government’s funding at
low cost over the medium /long-term loans while avoiding excessive risk. The DMS
has been laid down for the medium-term for a period of three years and would be
reviewed annually and rolled over for the next three years.

In India, the public debt is largely funded through domestic savings, using largely
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fixed interest rate instruments and has a large domestic institutional investor base.
There must be limits to borrowing as a source of financing public spending. In normal
times, the golden rule is that all current expenditures for paying salaries, interest,
maintenance of capital assets, subsidies and other transfers should be financed from
current revenues, and tax and non-tax sources while capital expenditure could be
financed from borrowing. This is only a broad rule to ensure that borrowed funds are
used to finance expenditures which would accelerate the growth rate of the economy
that balances the interest to be paid on the borrowing.

While it is not possible to give a general rule on the optimal level of deficits and
debt, borrowing can be resorted to so long as it leads to net increase in employment
and incomes. Excessive borrowing to finance public spending can have severe adverse
implications. First, as already mentioned, excessive drawing of household sector’s
financial savings would put upward pressure on interest rates and crowd out private
investments. Second, high volume of debt results in high interest payments which
pre-empts public spending on productive activities. Third, borrowings now will have
to be repaid later through higher taxes and therefore, involves a burden on the future
generation. Fourth, high deficits could lead to balance of payment problems. For
these reasons credit rating agencies attach high risk perception to countries with
high levels of deficits and debt resulting in higher borrowing at international costs.
Therefore, in many countries, fiscal rules are legislated to contain the levels of deficits
and debt. In India, there have been concerns about the deficits and debt for long and
the economic crisis of 1991 was mainly attributed to lax fiscal policy.

1.5 DISTINCTION BETWEEN PUBLIC AND
PRIVATE FINANCE

There is a clear distinction between private and public finance. Public finance refers
to the public funds and their utilisation to meet people’s needs, whereas private
finance alludes to individual wealth. Given below are the differences in Table
No. 1.1:

Table No. 1.1: Distinction between Public and Private Finance

S. No. Public Finance Private Finance

1. The government agencies balance Individual adjusts the
their income and expenditure. expenditure to the income.

2. A government agency does not save Individuals tend to save money
any funds and has to spend and keep it aside for rainy
whatever revenues have been days or simply to have a
accrued. surplus budget.

3. The government agencies have the A person can only take loan
power to raise loans internally and from another person or from
externally. another external agency.

4. There is flexibility in public finances, Individuals do not have
for example, the government can unlimited funds.
resort to deficit financing.
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5. The government can take recourse to An individual cannot use
compulsive measures. compulsive measures to get

income.

6. The government in case of any A private individual cannot
emergency has the authority to print print notes.
notes.

7. The scope of public finance is wide. Private finance has limited
scope.

8. Has a compulsory characteristic as Private finance can be optional
it has to incur certain expenditure as some expenses can be
which is necessary for example, postponed.
defence or civil administration.

It can be summarised that public sector finance comprises all the government owned
agencies, companies, and other offices with the objective of creating social benefits.
The main beneficiary is the citizen. Public finance many a times faces the problem
of scarcity. On the other hand, private finance is related to the corporate sector and
individuals. The beneficiary of private finance is the individual. However, public,
and private finance both contribute to the economy and rely on each other towards
economic growth.

Check Your Progress 2

Note: i) Use the space given below for your answer.

ii) Check your answers with those given at the end of the unit.

1) Distinguish between public and private finance.
..............................................................................................................................
..............................................................................................................................
..............................................................................................................................

1.6 CONCLUSION

Public finance is a key component of government activity. It deals with government
revenue, expenditure, public debt, borrowings, and related financial aspects. This
unit provides an overview of the concept of public finance, types, and its linkages
with public policy and makes distinction between public and private finance.

1.7 GLOSSARY

Debt Management Strategy: It is the strategy laid down by the government to
secure funds at low cost over medium/long-term to avoid excessive risks. It revolves
around low cost, risk mitigation and market development.

E-commerce: It is the activity of buying and selling of products and services through
electronic means, online over internet.

Fiscal Policy: It is the policy that indicates the use of government spending and tax
policies to influence economic conditions including demand for goods and services,
employment, inflation, economic growth etc.
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National Health Mission: This was launched by Government of India in 2013 to
achieve universal access to equitable, affordable, and quality health care services to
the people.

Recapitalisation: It is the strategy of enhancing the financial base of a company or
institution (public or private) by putting more finances to overcome a rough financial
situation or enhance its financial health.

Sarva Shiksha Abhiyan: It is the Government of India’s flagship Programme for
achievement of universalisation of Elementary Education (UEE) in a time bound
manner. It was mandated by the 86th Constitutional Amendment Act making free and
compulsory education to the children of 6-14 years of age, a fundamental right.

Sustainable Development Goals: These are global goals laid down in 2015 by United
Nations General Assembly, for all the countries to achieve a better and sustainable
future for all by 2030.
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1.9 ANSWERS TO CHECK YOUR PROGRESS
EXERCISES

Check Your Progress 1

1) Your answer should include the following points:

 Public finance is the branch of economics that assesses the government
revenues and expenditure and its adjustment to achieve the desirable
objectives.
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 Public finance is defined as the study of the financial activities of governments
and public authorities. It describes and analyses the expenditures of
governments and the techniques used by governments to finance these
expenditures.

 It is divided between public income and public expenditure as its two
symmetrical branches of the subject.

2) Your answer should include the following points:

 Public expenditure: The governments at the Union, State and local levels
spend money on providing public services for collective social wants of
citizens or other government associated entities.

 Types of public expenditure:

i. Capital and Revenue Expenditure;

ii. Productive and Non-Productive Expenditure

iii. Transfer and Non-Transfer Expenditure

iv. Plan and Non-Plan Expenditure

v. Other Categorisations

 Public revenue: The income of a public authority may be defined either in
a broad or a narrow sense. The narrow sense is called, ‘public revenue’.
Public revenue does not include receipts from public borrowings or public
debt. There are two types of public revenue, which are:

i. Tax revenue

ii. Non-tax revenue

 Public debt

 Financial Administration

 Economic Stability and Growth Policies

Check Your Progress 2

1) Your answer should include the following points of distinction:

 Balance of income and expenditure;

 Savings

 Raising of loans;

 Flexibility;

 Compulsive measures; and

 Printing of notes.
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UNIT 2 FINANCIAL ADMINISTRATION:
NATURE, SCOPE, IMPORTANCE
AND PRINCIPLES*

Structure

2.0 Objectives

2.1 Introduction

2.2 Nature of Financial Administration

2.3 Financial Administration: Scope

2.4 Financial Administration: Importance

2.5 Principles of Financial Administration

2.6 Conclusion

2.7 Glossary

2.8 References

2.9 Answers to Check Your Progress Exercises

2.0 OBJECTIVES

After going through this unit, you should be able to:

 Explain the nature of financial administration;

 Examine its scope;

 Discuss its importance; and

 Describe the principles of financial administration.

2.1 INTRODUCTION

Financial administration deals with the study of public funds. All government activities
are carried out with money that is collected through taxes from its citizens and profits
from public sector organisations. Hence, the study of financial administration deals
with the finance and taxation including the departments and agencies at the union
and the state level dealing with budgeting, tax collection, administrative systems,
disbursement systems, accounting, debt and borrowings, administration, and audit.
This unit orients the learners with the nature, scope, importance, and principles of
financial administration.

2.2 NATURE OF FINANCIAL ADMINISTRATION

Let us first discuss the meaning of financial administration. Given below are some
of the definitions put forth by various scholars:

* Contributed by Dr. Anupama Puri Mahajan, Former Post-Doctoral Research Fellow (Public
Administration), Himachal Pradesh University, Shimla.
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Kautilya: All State activities depend first on the treasury. Therefore, a King shall
devote his best intention to it. A system with a depleted treasury eats into the very
vitality of citizens and the country.

L. D. White: Fiscal management includes those operations designed to make funds
available to officials and to ensure their lawful and efficient use.

Jaze Gaston: Financial administration is that part of government organisation which
deals with the collection, preservation, and distribution of public funds, with the
coordination of public revenue and expenditure, with the management of credit
operations on behalf of the State and with the general control of the financial affairs
of public household.

M.S. Kendrick:  Financial administration covers all the aspects of managing the
economy and balancing the payments for socioeconomic development in the country,
the preparation of budget, method of administering the various revenue resources
the custody of the public funds, procedures in expending money, keeping the financial
records and the like. These functions are important to the effective conduct of
operation of public finance.

Dimock: Financial administration consists of a series of steps whereby funds are
made available through certain official procedures ascertaining their legal and efficient
use. The main ingredients are budgeting, auditing and purchase and supply.

To conclude, from all the above-mentioned definitions, financial administration is
the study of financial systems, procedures, and processes of a country.

Regarding the nature of financial administration, there has always been a debate
over whether the discipline is a science or an art. It has been agreed upon that it is a
social science at best. Given below are the arguments in favour and against financial
administration being a science or an art to determine its true nature:

Arguments in favour of Financial Administration being a Science: Financial
administration is a subject bordering on science and art. Given below are the bases
why scholars consider it as a science:

1. System: Every science is considered as such only if it is systematic and analyses
the relationship between cause and effects. The subject of financial administration
carries out the activities in a manner that characterises accuracy and facts. It
determines the relationship between revenue and expenditure of the government.

2. Definiteness: Public finance studies the definite knowledge with facts and does
not claim to know and study all about human knowledge.

3. Principles: It studies and formulates best practices to be followed in financial
administration, thereby, establishing them as the principles of the discipline.

4. Scientific Methods: Financial administration uses scientific methods to study
all the four aspects of public finance which are public revenue, public expenditure,
public debt, and financial administration.

5. Empirical: Financial administration bases its studies and analyses the concepts,
principles, processes, and procedures on empirical analysis.

It can be concluded here that financial administration is a science as it uses all the
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methods of science based on facts. As science, it can be positive and normative
which means it can be ‘what is’ or ‘what ought to be’. It sees the processes and
procedures as they are.

Arguments in favour of Financial Administration as Art: Keynes stated that art
is the application of knowledge for achieving definite objectives. Given below are
the arguments put forth in favour of financial administration being an art:

1. Application of Knowledge: Financial administration applies the knowledge of
all the types of public finance to determine mechanisms of policies regarding
employment, economic equality, controlling inflation, etc. The budgeting process
and formulating taxation policies are an art in itself.

2. Acquired: The study of financial administration can be acquired as an art through
training. The example of scientific management approach is best suited to describe
this perspective. The training of managers make them better executives.

3. Human Perspective:  Financial administration strives to work on the facts and
figures  to meet the developmental needs of the society. Hence, this branch of
public finance is an art which considers human beings as their end, clients whose
needs are to be met and satisfied due to their efforts.

4. Subjective: Besides using facts to formulate budgets and accounts, financial
administration activities are carried out by officials who have their own opinions
and perspectives to deal with an issue. So, it is subjective as an art is.

After considering both the views of financial administration being an art or a science,
it can be concluded that it is both. It uses scientific facts and methods while being
subjective and applying the knowledge. It is more popularly called as a science of
administration having a body of knowledge which is applied to human beings living
in a society. There is need for a lot of research on developing methods and principles
to strengthen the discipline.

2.3 FINANCIAL ADMINISTRATION: SCOPE

Kautilya many centuries ago stated that the entire nation can be managed by financial
administration. This is true in the present day too, the governments in the modern
democracies are facing an astounding increase in their activities, which can be carried
out only with finance. Sound administration is required to do this task with economy,
efficiency, and effectiveness. The range of activities has widened with the age of
information and technology that has brought the world together. The global market
has become an integral component to be managed by governments as e- commerce
also has expanded in size. Finance is the lifeblood of every government action and
financial administration has a wide scope. Given below are the areas which come
under its purview:

1. Public Sector Organisations (PSUs): The PSUs are managed with the
government funds and do business to make a profit so that it can be used for the
welfare of the citizens. Financial administration ensures that the PSUs are run
smoothly without any inefficiencies.

2. Public Revenue: Financial administration makes the procedures and processes
to collect revenue through tax and non-tax channels. Revenue is most important
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to achieve economic development and growth, for example in the present context,
the attainment of Sustainable Development Goals, 2030. India ranks very low
on all the indices of development and needs to increase its revenue to meet the
demands.

3. Public Expenditure: The governments have the responsibility to spend on
accomplishing the developmental goals with the accumulated public revenue.
To do so, it has to ensure that the budgeting process is carried out according to
the mandated procedures by the legislature. No amount of money can be spent
without the legal allocation or be left unspent without a justifiable cause.

4. Legislative Control: The public expenditure is subjected to legislative controls
with its Parliamentary Committees. In India, there are three major Committees
– Public Accounts Committee, Estimates Committee, and the Committee on
Public Sector Undertakings – which exercise control over the justified use of
public funds and ensures that no misappropriations take place. We shall be
discussing about these committees in detail in subsequent units of the Course.

5. Resource Mobilisation: Financial administration takes care that resources
required for developmental funds are mobilised through proper management of
the PSUs and revenue collection. The environment must be made conducive to
increase the opportunities of business to reap more benefits and subsequently
more revenue. The additional revenue can be used for better facilities and social
and physical infrastructure.

6. Accounting and Auditing: Financial administration deals in accounting of the
items on which the public funds were spent to ensure that the appropriated funds
were utilised on the purpose specified for. After the procedure of accounting is
complete, the Comptroller and Auditor General of India conducts the audit of
the accounts to ascertain that there have been no misappropriations.

7. Ease of Doing Business: The governments today have the responsibility of
increasing the ease of doing business in the market economy so that the nation’s
economic growth increases in the global market. E-commerce growth requires
the fiscal and monetary policies to accommodate new methods of business.
Financial administration has the responsibility to build up an environment without
any constraints that hinder economic growth.

Check Your Progress 1

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) Discuss the nature of financial administration.
............................................................................................................................
............................................................................................................................
............................................................................................................................

2) Elaborate on the scope of financial administration
............................................................................................................................
............................................................................................................................
............................................................................................................................
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2.4 FINANCIAL ADMINISTRATION:

IMPORTANCE

Financial administration, in general terms, deals with the collection of public revenue
and spending on public administration. The financial activities of the government
are managed by financial administrative structure to ensure economic growth and
inclusive development. As has been established by public administration scholars, it
is the lifeblood of any economy; it impacts the health of the economy and the
development. A good financial administration is important in many ways to  strengthen
the country’s socioeconomic condition. Given below are the justifications to indicate
the importance of financial administration:

1. Economic Activity: The financial sector in a nation is the most important sector
in an economy. Financial administration takes care that the finances in a country
are generated in sufficient proportions to promote and sustain the economy.

2. Adjustment of Public Expenditure to National Income: With the growth in
the activities of a government, there is a need to adjust the ratio of public
expenditure to the national income which is done by financial administration.

3. Administration of the Government Machinery: The government needs funds
to deliver good governance which also requires sound administration of finances.
Funds are needed to pay salaries of the personnel, run the offices of the
government departments and agencies and their programmes and projects.

4. Operating Systems: The operating systems must work efficiently to get work
done with economy. Every decision in an agency has financial repercussions
which calls for wise financial administration.

5. National Objectives: Every government has defined objectives to be achieved
in alignment with its policies. Such objectives can be accomplished only if they
are backed by funds with increased plan outlays. Hence, financial administration
facilitates the achievement of the targets of the government.

6. Socio-economic Elevation: As more national objectives are achieved,
developmental work helps in elevating the socioeconomic status of the people.
They will be able to have a better standard of living.

7. Reduction of Wastage: Financial administration uses various tools of materials
management to reduce wastage of funds and resources.

8. Resource Generation: Sound administration of government finances leads to
generation of internal and external resources.

9. Public Debt and Public Borrowing: Financial administration deals with public
debt and borrowing methodically so that it remains within means and do not
destabilise the economy.  The mismanagement of debt and borrowing leads to
an unstable market giving rise to inflation and weak political economy.

10. Fiscal Policy: Financial administration resorts to fiscal policy to reduce regional
disparities in income by generating more employment, controlling prices,
promoting foreign direct investment, and balancing the payments.
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Hence, the domain of financial administration is extremely important to handle the
rise in public debt and deficit due to increase in government’s developmental work.
It aids in diversification of the banking system, for example microfinance credit for
Self Help Groups to enable the marginalised sectors integrate the mainstream
economy.

2.5 PRINCIPLES OF FINANCIAL
ADMINISTRATION

It has been established that financial administration is an art as well as science.  It
formulates policies to promote economic growth and inclusive development according
to the country-specific socio-economic and political situations.  Financial
administration deals with problems in implementation of the policies through plans,
programmes, projects, and activities. However, they can be achieved only if it is
based on sound principles. They guide the general administration of the government
and other departments and agencies. Given below are the important principles of
financial administration on which it formulates its procedures and processes:

1. Unity of Organisation: The efficiency of government agencies in the execution
of the policies can be improved through a unified budgeting process. This also
involves the principle of coordination so that there is no duplication of work
and wastage of physical, financial and human resources. The principle of
centralisation also works with the unity of organisation. The more centralised is
the agency, according to P.J.J. Pinto, the more it is efficient. However, decision-
making must be decentralised so that localised problems can be considered to
achieve optimum productivity and utility.

2. Legislative Control: The Parliamentary Committees exercise legislative control
over the formulation and execution of the plans through the Appropriation Act,
the Finance Act, monetary policy and other fiscal policies and measures. The
audit by Comptroller and Auditor General serves as a tool to monitor the financial
activities.

3. Political Direction: Financial administration is a branch of public administration
and has to align itself to the political economy of a nation. The population in
developing countries lives in abject poverty without basic necessities for which
the government formulates policies and plans to ensure inclusive development.
Financial administration must facilitate the national objectives to cater to the
socioeconomic problems of the people.

4. The Principle of Correspondence: The principle of correspondence means
that there must be equivalence between the objectives and functions of financial
administration. The executives and the officials who have the ultimate
responsibility of carrying out the activities of financial administration must be
given proper training. In an age of information and technology, the personnel
must be imparted training to enable them to use the latest technologies. The
digitisation of the government departments and agencies necessitates the officials
to be not only conversant but also to be experts to achieve the objectives in the
shortest time possible.

5. Primacy of Public Interest, Public Choice and Public Policy: The economic
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problems need to be studied with the public choice theory with the help of modern
economic mechanisms. The public choice theory focuses on the attitudes and
behaviour of politicians and government officials and claims that they work for
self-interest. Their social interaction with citizens and their functioning as
government officials and elected representatives is analysed by public choice
theorists. This theory is premised in the positive analysis (what is) but is often
used for normative purposes (what ought to be) to determine a problem. It can
highlight the behavioural problems of the people in power and who hold authority
and public interest be inculcated in them. Public policy must include the base of
public interest as a prime factor with focus on public choice in their formulation.

6. Stability and Balance: Human Resource Development is essential for financial
administration to achieve stability and balance. Capacity building is a subsequent
need to implement the plans and programmes of the government.  Building stable
and balanced personnel resource results in effectiveness, efficiency, and economy.

7. Awareness and Accountability: Contrary to the belief that the government has
the power and authority, it is the electorate in a democracy that has the real
power. There must be awareness amongst the citizens of the electoral procedures
and their fundamental rights to hold the elected representatives accountable. An
aware and alert citizen will be able to make the right choice by exercising his/
her voting rights and capable to evaluate the government and administration’s
performance. It enables the voters comprehend and evaluate the government’s
performance, to choose the candidates.

8. Flexibility: Financial administration must be flexible so that plans, and projects
can be modified to suit the ever-changing socio-economic needs of the people.

Check Your Progress 2

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the Uunit.

1) Discuss the importance of financial administration in a modern democracy.

............................................................................................................................

............................................................................................................................

............................................................................................................................

2) What are the principles of financial administration?
............................................................................................................................
............................................................................................................................
............................................................................................................................

2.6 CONCLUSION

Financial administration is the lifeblood of an economy. India, since its independence
in 1947 from the British Rule,  has been striving hard to have a stable economy as it
was lagging on several fronts.  Gradually a stable financial administrative system
evolved. It is only in recent times that financial administration has gained so much
importance to make India the fastest growing market economy. It has the capacity to
provide good governance. The collection of resources, whose quantity is not unlimited,
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and proper utilisation of those limited resources. The economic progress as well as
backwardness both depend, to a large extent, upon effective   financial administration.

2.7 GLOSSARY

Micro-finance Credit: It is a low amount credit bearing interests given to micro
entrepreneurs who are into income generating activities, who do not have access to
traditional banking services.

National Income: It is the sum total of the value of all the goods and services
manufactured by the residents of the country during a financial year. It is the net
result of all economic activities of a country during one year.

Political Economy: It refers to the interrelationship between politics and economy.

Public Choice Theory: Public choice theory focuses on people’s decision-making
process within the political realm. The politicians and bureaucrats are said to be
motivated by their self-interests in decision making. This has been propounded by
Niskanen, Buchanan and others.
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2.9 ANSWERS TO CHECK YOUR PROGRESS
EXERCISES

Check Your Progress 1

1) Your answer should include the following points:

Arguments in favour of Financial Administration being a Science:

 System

 Definiteness

 Principles



35

Financial Administration:
Nature, Scope, Importance

and Principles

 Scientific Methods

 Empirical

Arguments in favour of Financial Administration as an Art:

 Application of Knowledge

 Acquired

 Human Perspective

 Subjective

2) Your answer should include the following points:

 Public sector organisations

 Public revenue

 Public expenditure

 Legislative control

 Resource mobilisation

 Accounting and auditing

 Ease of doing business

Check Your Progress 2

1) Your answer should include the following points:

 Economic activity

 Adjustment of Public Expenditure to National Income

 Administration of the Government Machinery

 Operating Systems

 National Objectives

 Socio-economic Elevation

 Reduction of Wastage

 Resource Generation

 Public Debt and Public Borrowing

 Fiscal Policy

2) Your answer should include the following points:

 Unity of Organisation

 Legislative Control

 Political Direction

 The Principle of Correspondence

 Primacy of Public Interest, Public Choice and Public Policy

 Stability and Balance

 Awareness and Accountability

 Flexibility
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3.8 References

3.9 Answers to Check Your Progress Exercises

3.0 OBJECTIVES

After going through  this unit, you should be able to:

 Explain the meaning of fiscal federalism;

 Discuss the principles of fiscal federalism;

 Examine the centre-state financial relations; and

 Analyse the role of Finance Commission.

3.1 INTRODUCTION

Fiscal policy refers to the policy or strategy by which a government adjusts its
expenditure/spending levels and tax rates that helps monitor the economy.  Fiscal
and monetary policies provide direction to the country’s economy. Monetary policies
are integral to the fiscal measures in a government to adjust interest rates and making
the funds available for public expenditure. In present day market economies, the
Central Bank of the country handles the monetary policy. Fiscal federalism refers to
shared taxation and spending policies.

This unit explains the meaning of fiscal federalism and its principles. It analyses
various facets of centre-state financial relations and the role of finance commission.

* Contributed by Dr. Anupama Puri Mahajan, Former Post-Doctoral Research Fellow (Public
Administration), Himachal Pradesh University, Shimla.
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3.2. FISCAL FEDERALISM: MEANING

Fiscal federalism encompasses the division of functions and financial relations among
levels of government in accordance with public policies to achieve laid down targets.
It examines the division of responsibilities including finances among the federal,
state, and local governments. Fiscal federalism is part of broader discipline of public
finance. This term was introduced in 1959 by the German-born American economist
Richard Musgrave. It refers to shared taxation and spending policies. In any federation
there is division of powers and responsibilities between the centre and federating
units. There is a system of devolution of financial resources too.

In India, the Government of India Act 1935 is considered to have established the
basic structure of fiscal federalism. It separated the revenues and finances of provincial
governments from federal government and detailed the distribution of financial
resources and grants in aid to provinces. Post-independence, the Constitution laid
down clear cut division of powers at central and state government levels. As you are
aware, the Seventh Schedule of the Constitution provides this in the form of Union,
State and Concurrent lists. The Constitution has also provided for provisions for
levy and collection of taxes. Some are levied and collected by the centre and assigned
to states, while some are levied by the centre but collected and utilised by the states.

 Fiscal federalism involves examining and stabilising the horizontal and vertical
imbalances in centre-state financial relations. Horizontal imbalances arise due to
variations in the levels of development attained by the states. Vertical imbalances
arise due to vertical asymmetry in taxation powers vested with different levels of
government. They are generally stabilised through various types of transfers, grants,
and transfers.  In Indian context these issues are examined by the Finance Commission.
The new policy initiatives in the form of Ayushman Bharat, New Education policy,
and so on have increased the responsibilities of central and state governments. The
core of fiscal federalism lies in the fiscal transfers on a vertical level from central to
governments at state and local levels.

3.3  FISCAL FEDERALISM : PRINCIPLES

Fiscal federalism is a well-framed mechanism to determine the assignment of powers
in federal states and in decentralised unitary states. It encompasses decentralisation
of government‘s economic activities. The principles of fiscal federalism deal with
the modalities of taxation, expenditure, inter-governmental transfers.

Given below are the principles of Fiscal Federalism:

1. Span of Public Goods: The powers should be assigned in such a way that the
span of public goods which is the number of persons to whom the benefits of a
public good accrue or are made available in equal amount and must equal the
spatial boundaries of jurisdictions as much possible.

2. Principle of Subsidiary: The assignment of powers must be based on the
principle of subsidiary which comprises assigning them the resources to the
extent possible to the governments that are closest to the people.

3. Innovation: The assignment of powers must be such that it promotes
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experimentation and innovation amongst smaller governments. This would result
in risk-reduction costs with the larger governments guiding and protecting them.

4. Independence and Responsibility: Each government must have independent
financial resources. Fiscal federalism requires financial independence and
responsibility. Both the governments at the union and state levels must have
taxation autonomy to have their own resources to promote equitable economic
and social development.

5. Adequacy and Elasticity: The financial resources with the union as well as
state governments must be adequate and elastic to cater to the welfare of people.
Adequacy results from sufficiency of funds based on the following principles
given by Seligman:

 the efficiency of administration; and

 the adequacy of the revenue.

Elasticity of funds implies that they must be capable of expansion in case of an
increase in the number of projects or cost inflation.

6. Economy and Efficiency: The tax-sharing between the central and the state
governments must be done in such a way that it promotes economy and efficiency.
The tax autonomy with the states creates an issue of having its own rates and
exemptions. Tax-sharing jurisdictions must be made to increase efficiency and
economy which must be based on the ease of tax-collection, whether it is
economical, to be done at the local or at the central level.

7. Integration and Coordination: The principles of integration and coordination
are essential in planning and executing fiscal federalism because there are
multiple levels of government. If they all work on their own, it leads to wastage
of resources and duplication of efforts.

8. Equity: The principle of equity states that the burden of taxation should be
equally distributed among all the tax paying citizens of the country. The tax
burden must be as uniform as possible on all members of the society. As far as
possible the rates of taxation also must be uniform in all states.

9. Accountability: The governments at all levels must be accountable to the people
to achieve transparency. The Parliament must be aware of the expenditure
incurred by the governments in a given fiscal year.

10. Fiscal Equilibrium: The principle of fiscal equilibrium states that there should
be fiscal equality between the union and the state governments. A system of
resource transfer will help fiscal equalisation.

11. Financial Discipline: This principle demands that there must be a system of
self-imposed financial control. This will lead to controlling superfluous
expenditure.

The above-mentioned principles of fiscal federalism help in maintaining fiscal stability
in a nation’s economy.
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Check Your Progress 1

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) What is fiscal federalism?
...........................................................................................................................
...........................................................................................................................
...........................................................................................................................

2) List the principles of fiscal federalism.
...........................................................................................................................
...........................................................................................................................
...........................................................................................................................

3.4 CENTRE-STATE FINANCIAL RELATIONS

Centre-State fiscal relations in India depend on the distribution of financial resources
between the Centre and the States based on:

 Taxes assigned to the Union.

 Taxes assigned to the States.

 Taxes imposed by the Union but collected and appropriated by the States; and

 Taxes imposed by the Union but assigned to the States.

The Constitution lists out in detail the matters relating to centre-state fiscal relations.
The implementation of Goods and Services Tax (GST) has added new dimensions to
this area. The assignment of concurrent jurisdiction to the centre and the states for
the levy of GST would requires a unique institutional mechanism that would ensure
that decisions about the structure, design and operation of GST are taken jointly by
centre and states.

In India, the First Administrative Reforms Commission made a case for establishing
a new balance between the national and state level requirements. It recommended a
greater role for the states in matters of finance and planning.

The Sarkaria Commission set up in 1983 was the first national level Commission
that reviewed the centre-state relations.  It considered several matters relating to
autonomy of states in raising of resources, levy of cesses and surcharges etc. Its
recommendations encompassed resource sharing, expenditure reform, modalities of
financial assistance by states during natural calamities, etc. The major tax reform
introduced later was the introduction of Goods and Services Tax. Another key
development was the enactment of Fiscal Responsibility and Budget Management
Act (FRMBA) to institutionalise fiscal discipline, reduce fiscal deficit and strengthen
the financial prudence.

In 2007, the second commission on centre-state relations headed by Justice Puncchi
was set up. It also examined matters relating to transfer of resources, cost-sharing in
case of implementation of legislations such as Right to Education, meeting expenditure
to ensure food security to the people, sharing of proceeds of service tax etc.
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Recent Reforms in Fiscal Federalism in India and their Impact

1. Goods and Services Tax (GST): The GST was implemented on 1st July 2017. It
subsumed most of the indirect taxes in India like the excise tax, service tax,
sales tax and octroi, etc. This has led to ‘One Nation, One Market’ which was
said to resolve many issues of the market economy in determining pricing. The
GST comprises  the Central Goods and Services Tax (CGST), State Goods and
Services Tax (SGST) and the inter-State Goods and Services Tax (IGST). The
GST Council decides the rates of taxation from time to time depending on the
needs and issues of the traders. The States are not a part of the decisions that are
made by the GST Council as the tax rates are determined by the Centre. However,
the Minister in charge of Finance, Taxation, or any other minister is nominated
by the state government.

2. NITI Aayog: NITI Aayog that replaced the erstwhile Planning Commission
came into existence on 1st January 2015 as the nation’s largest ‘think-tank’ to
formulate policies and plan suitable actions. It recommends to the government
the various initiatives in tune with those indicated in the Union Budget which
percolates down to the state governments. Its objective is to foster cooperative
federalism through well chalked out strategies with the states.  The five year
plan is replaced with the new three-year action plan which will be a part of
seven-year strategy paper and 15 year vision document. The states are given
equitable representation and allocation of resources that is done in a decentralised
and a non-partisan manner. The centre-state fiscal relations have taken a dynamic
turn with the formulation of action plans by NITI Aayog. It has also included the
Sustainable Development Goals – 2030 in its Action Plan.

3. Reduction of Centrally Sponsored Schemes (CSSs): Since the fiscal year 2016-
17, the number of CSSs have been reduced from 66 to 28 and have been subsumed
under the umbrella of government schemes. The restructuring of schemes has
led to the state governments in designing schemes according to their needs.

4. Official Development Assistance: The states have been permitted to make
borrowings from bilateral Official Development Partners (ODA) since 2017 for
infrastructure development. The state government entities can now receive
funding to increase public spending on welfare schemes. The guidelines facilitate
the state government entities to directly borrow from the external bilateral funding
agencies subject to fulfilment of certain conditions.

In India, the market economy is fast replacing the erstwhile centralised command economy.
In a market economy, the role of the governments at all levels is of pivotal importance as
they have to design and implement policies and programmes to develop social and
economic infrastructure to suit the local needs. To achieve this, financial autonomy is
essential for the states and local bodies. The above-mentioned trends indicate that, though
the state governments are more empowered now when compared to over a decade ago,
the local governments are still lagging in terms of financial autonomy.

3.4. FINANCE COMMISSION

In India, the Finance Commission (FC) was constituted under the Article 280 of the
Constitution of India. Its basic purpose is to recommend the tax revenue distribution
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between the centre and the states and amongst the states. The two basic objectives of
the Finance Commission are checking the vertical imbalances between the powers
of the taxation and the expenditure responsibilities of the centre and the states
respectively and secondly, the equalisation of all public services all over the states.
It has an important role to play in India’s federal structure. The FC broadly assesses
the overall gross tax revenues of the union; cesses, surcharges and non-tax revenue
meted out from gross tax revenue to arrive at the net divisible pool (NDP).

The first Finance Commission was constituted on 6th  April 1952 vide Presidential
order under the Chairmanship of K.C. Neogy. Till date, fifteen Finance Commissions
have been set up. Finance Commissions are mostly constituted in a federal system
with the purpose of resolving the horizontal and vertical imbalances and to have a
institutional mechanism to plan resources sharing between the centre and states.

Constitution of the Finance Commission

Article 280:  The provisions under Article 280 of the Constitution of India are:

i) The President, shall, within two years from the commencement of this
Constitution and thereafter at the expiration of every fifth year or such earlier
time as the President considers necessary, by order constitute a Finance
Commission which shall consist of a Chairman and four other members to be
appointed by the President.

ii) Parliament may by law determine the qualifications which shall be requisite for
appointment as members of the Commission and the manner in which they shall
be selected.

iii) It shall be the duty of the Commission to make recommendations to the President
as to the distribution between the Union and the State of the net proceeds of
taxes which are to be, or may be, divided between them and the allocation between
the States of the respective shares of such proceeds.

Functions of the Finance Commission (FC)

The FC makes recommendations to the President as to the:

 Distribution between the union and the states of the net proceeds of taxes which
are to be divided between them and the allocation between the states of the
respective shares of such proceeds;

 Principles of governing the grants-in-aid of the state revenues out of the
Consolidated Fund of India;

 Ways the Consolidated Fund of a state can be increased so that the state
Panchayats may have more funds;

 Measures required to raise the Consolidated Fund of a state to increase the funds
of the municipal corporations in the state; and

 Any other matter which is referred to the commission by the President in the
interests of sound finance.

The Commission shall determine their procedure and shall have such powers in the
performance of their functions as the Parliament may by law confer on them.



42

Introduction to Public
Finance and Administration

Composition of the Finance Commission

The Chairperson of the Commission is selected from among such individuals, who
are experienced in public affairs, as per the provisions contained in the Finance
Commission Act, 1951and the Finance Commission (Salaries and Allowances) Rules
1951.

Four other members are also selected from among persons who:

a)  Are or have been or are qualified to be appointed as a judge of a High Court; or

b) Have special knowledge of the finance and accounts of the government; or

c) Have had experience in financial matters and administration; or

d) Have special knowledge of economics.

Implementation of Recommendations of the Finance Commission

The implementation of the Finance Commission recommendations is done by:

 An order of the President with respect to distributions of union taxes, duties,
and grants-in-aid.

 An order of the Executive with respect to profit petroleum, debt relief, mode of
central assistance, etc.

Fourteenth Finance Commission (FC IV)

The Fourteenth Finance Commission was constituted by the President on January 2,
2013, for the period 2015-2020. The FC IV was required to submit its report by 31st

October ,2014 but it was extended to December 31, 2014. The former RBI Governor
Y V Reddy was appointed as its Chairman.

Terms of Reference

The terms of reference with the respect to the IV FC are given below in brief:

1. Tax Sharing: The IV FC was to recommend with respect to the following:

i) As per Chapter I, Part III of the Constitution, the FC would recommend the
distribution between the union and the states of the net proceeds of taxes
and also appropriation of funds between the states of the respective shares
of such receipts.

ii) Grants-in-aid principles must be framed to execute the grants-in-aid of the
State revenues out of the Consolidated Fund of India along with the moneys
to be allocated to the States in need of financial help as per Article 275 of
the Constitution of India other than the Clause (1).

The FC would make efforts to increase the Consolidated Fund of a State so that the
panchayats and municipalities have more funds.

Recommendations of the XIV FC

These are given below in brief:

1. The commission was of the view that tax devolution should be the primary
route for the transfer of resources to the states. It ignored the plan and non-plan
distinctions in understanding the states’ needs.
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2. The XIV FC considered 1971 census population figures to take decisions in
devolution of taxes and duties and grants-in-aid wherever the deciding factor
becomes population.  In recommending horizontal distribution of resources, it
has used broad parameters such as population (1971), changes in population
since then, income distance, forest cover and area, among others.

3. It recommended distribution of grants of states for local bodies using
2011population data (90 per cent weightage) and area (10 per cent weightage).

4. The grants to rural and urban local bodies of states were divided into two types.
One to duly constituted gram panchayats and the other to duly constituted
municipal bodies. The grants are divided into two parts - base and performance
grants for gram panchayats and municipal bodies.

5. The Commission delinked eight Centrally Sponsored Schemes (CSS)from
centre’s support.

6. It decided that 42 per cent of the Net Divisible Pool (NDP) should go to the
states by way of devolution, or net proceeds of taxes and balance should go to
central government.

The Fifteenth Finance Commission

The Fifteenth Finance Commission was constituted in November 2017 and was
entrusted with the responsibility to give recommendations for devolution of taxes
and other fiscal matters for five fiscal years commencing from April 1,2020. It was
headed by Sh.N.K. Singh.

Terms of Reference:  The terms of reference and the matters that were taken into
consideration by the Fifteenth Finance Commission in making the recommendations
are as under:

(i) Tax Sharing:  The distribution between the Union and the States of the net
proceeds of taxes which are to be, or may be, divided between them under Chapter
I, Part XII of the Constitution, and the allocation between the States of the
respective shares of such proceeds;

(ii) Grants-in-Aid: The principles which should govern the grants-in-aid of the
revenues of the States out of the Consolidated Fund of India and the sums to be
paid to the States by way of grants-in-aid of their revenues under Article 275 of
the Constitution for purposes other than those specified in the provisos to clause
(1) of that article; and

(iii) Measures to Increase the Consolidated fund of State: The measures needed
to augment the Consolidated Fund of a State to supplement the resources of the
panchayats and municipalities in the state based on the recommendations made
by the Finance Commission of the state.

Recommendations: The Fifteenth Finance Commission in its report (2021-26), tabled
on 1st February 2021 made the following recommendations:

1) Maintaining vertical devolution of funds at 41 per cent as suggested by the
commission in its report of 2020-21. This would help in maintain the
predictability and stabilising the resources during covid times.
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2) The criteria and weights assigned for horizontal devolution of funds are:

 Population 15 per cent

 Area 15 per cent

 Forest and Ecology 10 per cent

 Income distance 45 per cent

 Tax and fiscal efforts 2.5 per cent

 Demographic performance 12.5 per cent

3) It recommended two subtypes of higher education grants. One is for promotion
of online education and the other is development of professional courses in
Indian languages. This is in accordance with the New Education Policy of 2020.

4) Towards Disaster Risk Management, the contribution of states to State Disaster
Risk Fund is to be 25 per cent except by the Northeastern states (10 per cent).
Also, it recommended creation of disaster mitigation funds at central and state
levels.

Check Your Progress 2

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) Discuss the recent reforms in fiscal federalism that have taken place in India.
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................

2)   What are the functions of Finance Commission?
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................

3) What were the recommendations of the Fifteenth Finance Commission?
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................

3.6 CONCLUSION

Fiscal federalism is a key component of public finance. It brings forth the modalities
and institutional mechanisms dealing with devolution of financial resources. The
unit focuses on these aspects. The various measures taken in India over time have
been dealt with. Finance Commission plays a significant role in determining the
basis of devolution and distribution of financial resources between the centre and
states. The unit discusses this and with reference to the Fourteenth and Fifteenth
Finance Commissions.
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3.7 GLOSSARY

Centrally Sponsored Schemes: These are schemes implemented by the state
governments but are largely funded by the central government with a defined state
government share.

Income Distance: It is the distance of the state’s income from the state with the
highest income.

Net Divisible Pool: It refers to the taxes of the central government that are to be
shared with the sub-national or state governments in accordance with the
recommendations of the Finance Commission.

Profit Petroleum: It is the non-tax revenue receivable by the central government
out of the profits generated on account of production of crude oil and natural gas
from the fields awarded by the government under a production sharing contract.
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3.9 ANSWERS TO CHECK YOUR PROGRESS
EXERCISES

Check Your Progress 1

1) Your answer should include the following points:

 Fiscal federalism encompasses division of governmental functions and
financial relations among different levels of government in accordance with
public policies to achieve laid down targets.

 It examines division of responsibilities including finances among federal,
state and local governments.

 Fiscal federalism involves examining and stabilising the horizontal and
vertical imbalances in centre -state fiscal relations.

2) Your answer should include the following points:

The principles are:

 Span of Public Goods

 Subsidiary

 Innovation

 Independence and Responsibility
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 Adequacy and Elasticity

 Economy and Efficiency

 Integration and Coordination

 Equity

 Accountability

 Fiscal Equilibrium

 Financial Discipline

Check Your Progress 2

1) Your answer should include the following points:

Recent Reforms in Fiscal Federalism in India and their Impact

1. Goods and Services Tax (GST)

2. NITI Aayog

3. Reduction of Centrally Sponsored Schemes (CSSs)

4. Official Development Assistance

2) Your answer should include the following points:

The Functions of Finance Commission are to recommend to the President the:

 Distribution between the union and the states of the net proceeds of taxes
which are to be divided between them and the allocation between the states
of the respective shares of such proceeds;

 Principles of governing the grants-in-aid of the state revenues out of the
Consolidated Fund of India;

 Ways the consolidated fund of a state can be increased so that the state
panchayats may have more funds;

 Measures to raise the consolidated fund of a state to increase the funds of
the many municipal corporations in the state; and

 Any other matter which is referred to the commission by the President in the
interests of sound finance.

3) Your answer should include the following points:

The recommendations of the Fifteenth Finance Commission are:

 Maintaining vertical devolution of funds at 41 per cent.

 The criteria and weights assigned for horizontal devolution of funds are:

a) Population 15 per cent

b) Area 15 per cent

c) Forest and Ecology 10 per cent

d) Income distance 45 per cent
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e) Tax and fiscal efforts 2.5 per cent

f) Demographic performance 12.5 per cent

 Two sub-types of higher education grants. One is for promotion of online
education and the other is development of professional courses in Indian
languages.

 Contribution of states to disaster Risk Fund to be 25 per cent except by
Northeastern states which is 10 per cent.

 Creation of disaster mitigation funds at central and state levels.




