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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.
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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.


