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Abstract  

India's fiscal federalism is a complex system that involves the distribution of 

financial resources between the central government and its constituent states. At the 

heart of this system lies the Union Finance Commission (UFC) and State Finance 

Commissions (SFCs), which play crucial roles in determining the allocation and 

utilization of funds across different levels of governance. This paper presents a 

comprehensive analysis of the functioning and significance of the UFC and SFCs in 

India's fiscal landscape. The study begins by examining the constitutional framework 

that delineates the powers and responsibilities of the central and state governments in 

fiscal matters. It then delves into the historical evolution of fiscal federalism in India, 

tracing the development of the UFC and SFCs over time. By exploring the mandate, 

composition, and functions of these institutions, the paper sheds light on their role in 

promoting fiscal discipline, equity, and efficiency. 

Furthermore, the analysis evaluates the effectiveness of the UFC and SFCs in 

achieving their objectives, taking into account factors such as resource mobilization, 

fiscal transfers, and intergovernmental relations. It also examines the challenges and 

limitations faced by these institutions, including issues related to autonomy, 

transparency, and accountability. In short, the paper offers insights into potential 

reforms and policy recommendations aimed at enhancing the functioning of India's 

fiscal federalism. By addressing gaps in governance, strengthening institutional 

capacity, and promoting greater fiscal autonomy at the sub-national level, these 

reforms seek to foster sustainable economic development and inclusive growth across 

the country. The study paper presents a significant, pressing, and relevant subject 

from a social, political, and economic standpoint. The research work's topic is clear 

from the title alone and is thought to be important. 

Keywords: Fiscal Federalism, Mobilization, Fiscal Transfers, Fiscal Discipline, Fiscal  

Autonomy,Political, Economic Factors, Public Administration and Fiscal Imbalances.  
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The theme of the article  

Fiscal federalism is a crucial aspect of governance in India, delineating the 

distribution of financial powers and responsibilities between the central government 

and state governments. At the heart of this fiscal architecture lie two pivotal 

institutions: the Union Finance Commission (UFC) and the State Finance 

Commissions (SFCs). These entities play a fundamental role in shaping the fiscal 

landscape of the country, ensuring equitable resource allocation, and fostering 

cooperative federalism. The Union Finance Commission, established under Article 

280 of the Indian Constitution, holds the mandate to recommend the principles 

governing the distribution of tax revenue between the Union and States and among 

States themselves. It operates on a five-year cycle, meticulously assessing the 

evolving fiscal dynamics and recommending measures to enhance fiscal equity and 

efficiency. 

In parallel, the State Finance Commissions, constituted under Article 243I, 

serve as crucial actors in the fiscal decentralization framework. Tasked with 

reviewing the financial position of states and making recommendations on matters 

concerning fiscal devolution, these commissions serve as vital intermediaries in 

ensuring fiscal autonomy and empowerment at the sub-national level. This 

comprehensive analysis aims to delve into the intricate workings of India's fiscal 

federalism, dissecting the roles, functions, and interplay between the Union Finance 

Commission and State Finance Commissions. By scrutinizing their mandates, 

methodologies, and outcomes, this study seeks to unravel the underlying dynamics 

shaping resource allocation, fiscal discipline, and intergovernmental relations. 

Through an interdisciplinary lens encompassing economics, political science, and 

public administration, this analysis endeavors to provide insights into the 

effectiveness, challenges, and potential avenues for reform within India's fiscal 

federalism framework.  

By critically examining past experiences, emerging trends, and international 

best practices, it aspires to contribute to informed discourse and policymaking in this 

critical domain. Ultimately, this exploration endeavors to enrich our understanding of 

India's fiscal federalism, elucidating its complexities, nuances, and implications for 

governance, development, and democratic accountability. By shedding light on the 

Union Finance Commission and State Finance Commissions, this analysis endeavors 
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to catalyze dialogue, innovation, and reforms aimed at fostering a more equitable, 

efficient, and inclusive fiscal architecture in India. 

Statement of the problem  

India's fiscal federalism is a complex system involving the allocation and 

distribution of financial resources between the central government and state 

governments. At the heart of this system are the Union Finance Commission (UFC) 

and State Finance Commissions (SFCs), which play pivotal roles in determining the 

fiscal relations between the Union and the States. However, despite their significance, 

there exist various challenges and issues that need to be addressed in understanding 

and effectively implementing fiscal federalism in India. 

The UFC and SFCs' roles and responsibilities are often unclear, leading to 

potential conflicts between central and state governments. The issue of ensuring an 

equitable distribution of financial resources between the Union and States is crucial, 

with disparities in revenue generation capacities and developmental needs among 

states complicating this matter. The efficiency and effectiveness of resource allocation 

by UFC and SFCs must be evaluated to ensure optimal utilization of funds for 

developmental purposes. Transparency and accountability are crucial for maintaining 

stakeholder trust and promoting good governance practices in both UFC and SFCs' 

operations. India faces significant regional disparities in economic development and 

resource availability, which can be addressed through targeted policies and resource 

allocation mechanisms within the fiscal federalism framework. Strengthening the 

capacity and institutional framework of UFCs and SFCs is crucial for enhancing their 

effectiveness in addressing fiscal challenges and promoting fiscal discipline at central 

and state levels.  

The fiscal federalism framework must be adaptable to evolving economic 

conditions and emerging challenges, including technological advancements, 

globalization, and environmental sustainability concerns. Addressing these challenges 

requires a comprehensive analysis of the functioning of the UFC and SFCs, as well as 

a thorough understanding of the broader fiscal federalism framework in India. Such 

an analysis can provide valuable insights and recommendations for policymakers to 

improve the efficiency, equity, and effectiveness of fiscal relations between the Union 

and the States. The study article's problem is handled expertly and is clear from the 

title alone. This was discovered to be the gap in the research area. Over time, this 

study aims to close this gap by focusing on these topics. The research paper addresses 
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an important, pressing, and pertinent topic that is relevant from a worldwide social, 

political, and economic perspective.The subject matter of the study article solely 

makes the problem apparent and is a matter of great importance. 

Objective of the article  

The overall objective of this research article is to discuss the history, functions, 

and role of the Union and State Finance Commissions in India, their role in financial 

resource allocation, and their impact on economic development.  In order to carry out 

the analysis, secondary sources of information and statistical data pertaining to the 

theme of the article are used. 

Methodology of the article 

In this study, empirical data is combined with theoretical, diagnostic, and 

descriptive study designs related to the topic at hand as secondary sources. For desk 

research, the data used in secondary research has already been gathered. A study's 

effectiveness can only be maximized when the available data is collected and 

arranged correctly. In order to encourage more productive research in the future, this 

study offers guidelines for gathering and arranging relevant data. For data and figures 

relevant to the study's topic, several academics and subject matter experts were 

consulted. This subject still needs to be worked on. Other secondary sources of 

information and statistical data include books, specialized media, journals, websites, 

public documents, research papers, and other published and unpublished materials. In 

order to use a variety of data sources, equal effort and discussion are required. Data 

and information must be organized and presented in a way that is both consistent with 

the article's theme and easily understandable in order to draw conclusions. 

Historical Evolution of Fiscal Federalism 

The evolution of fiscal federalism in India has been a dynamic process shaped 

by historical, political, and economic factors. Understanding this evolution requires an 

examination of the roles played by various institutions, particularly the Union Finance 

Commission (UFC) and State Finance Commissions (SFCs), which are pivotal in 

distributing fiscal resources between the central government and the states. During 

British rule, fiscal powers were centralized, with colonial government controlling 

revenue and expenditure, leading to discontent and demands for greater 

decentralization. The Indian Constitution, adopted in 1950, established fiscal 

federalism, dividing fiscal powers between the central government and states through 
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the Union List, State List, and Concurrent List. Initially centralized, there has been a 

gradual shift towards greater fiscal decentralization. 

The Union Finance Commission (UFC) is a crucial agency responsible for 

redistributing fiscal resources between the Union and states, recommending revenue 

sharing and grants, and has evolved to emphasize fiscal discipline, equity, and 

efficiency. Article 243(I) of the Constitution mandates the establishment of State 

Finance Commissions (SFCs) in every state to recommend principles for fiscal 

decentralization, ensuring resources are allocated to local bodies. Cooperative 

federalism has gained prominence in recent years, fostering increased fiscal 

coordination between central and state governments. However, challenges persist, 

including fiscal imbalances and revenue disparities. 

Deciphering India's fiscal federalism involves understanding the key 

milestones and reforms in the relationship between the Union (central government) 

and the states regarding fiscal matters.  The Indian Constitution outlines fiscal powers 

and responsibilities between Union and states, with Articles 268-293 addressing 

revenue distribution. The first Finance Commission (1951) introduced fiscal 

federalism principles. Taxation reforms, such as the Goods and Services Tax (GST) 

introduced in 2017, aim to streamline tax structures and increase revenue. The 

Finance Commission's recommendations determine financial resource distribution 

between states. The Fourteenth Finance Commission (2015) increased states' tax share 

from 32% to 42%, enhancing autonomy and resources. GST compensation 

mechanisms ensured fiscal stability and revenue loss compensation for states.  

The  Fiscal Responsibility and Budget Management (FRBM) Act, promotes 

fiscal discipline among states. In contrast, the GST Council, a collaborative forum 

between Union and state finance ministers, addresses issues related to GST 

implementation, tax rates, and revenue sharing. Increased funds devolved to states 

enhances financial autonomy and decentralized governance. State finance 

commissions recommend principles for local government finances, ensuring fiscal 

decentralization. These milestones and reforms reflect the evolving nature of fiscal 

federalism in India, aimed at balancing the fiscal powers and responsibilities between 

the Union and the states while promoting economic growth, equity, and fiscal 

discipline.  

The 15th Finance Commission of India, has played a crucial role in shaping 

fiscal federalism in the country. The commission revised the terms of reference for 
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allocating resources between central and state governments, recommending vertical 

and horizontal devolution of central funds. It also projected tax revenues, including 

GST, and recommended mechanisms for compensating states for revenue losses. The 

commission also emphasized the importance of strengthening local governments 

through grants for better service delivery and infrastructure development. 

 The commission proposed measures for better debt management, disaster 

management, efficiency, accountability, performance-based incentives, sectoral 

allocations, and special category status. It stressed the importance of fiscal 

sustainability, disaster management, transparency, and improved service delivery. The 

commission also reviewed the criteria for granting special category status and 

proposed modifications to better reflect economic dynamics. These milestones and 

reforms outlined the 15th Finance Commission's efforts to promote cooperative fiscal 

federalism, ensure equitable resource distribution, and strengthen fiscal management 

at both central and state levels in India. In short, the historical evolution of fiscal 

federalism in India reflects a gradual transition from centralized control to greater 

fiscal decentralization, with the UFC and SFCs playing crucial roles in redistributing 

fiscal resources and promoting cooperative federalism. Continued reforms and 

improvements in fiscal governance are essential to address remaining challenges and 

ensure equitable and sustainable development across the country. 

 Finance Commissions in India : Roles and Responsibilities 

The Union Finance Commission is responsible for recommending tax 

distribution principles between the Union and states, as well as among the states 

themselves. The function involves evaluating the Union and States' financial situation, 

recommending tax revenue distribution, advising on grants-in-aid, reviewing fiscal 

discipline, and making necessary fiscal recommendations. State Finance Commissions 

are appointed by state governments to recommend the allocation of financial 

resources between the state government and local bodies. The function involves 

evaluating the financial status of local bodies, suggesting resource distribution 

principles, advising on improvement measures, reviewing financial discipline, and 

making recommendations on other financial matters. Both commissions play crucial 

roles in ensuring fiscal stability, equity, and efficiency in the distribution of financial 

resources between different tiers of government. 

In India, the Finance Commission is a constitutional body established under 

Article 280 of the Constitution of India. Its primary role is to recommend the 
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distribution of tax revenues between the central government and the state 

governments, as well as among the states themselves. The Finance Commission plays 

a crucial role in ensuring fiscal federalism and maintaining a balance between the 

fiscal powers of the central and state governments.  The Finance Commission's main 

role is to recommend the distribution of tax revenues between the central and state 

governments, including income, goods and services tax (GST), and other central taxes. 

The Commission recommends grants-in-aid to states based on population, fiscal needs, 

and geographical factors to address fiscal disparities and promote balanced regional 

development. The Finance Commission recommends debt relief measures for states to 

ensure financial sustainability, while also enhancing fiscal management to enhance 

discipline and sustainability.  

The Commission recommends measures for resource mobilization and 

financial devolution, ensuring adequate revenue generation and sharing of central 

taxes, grants, and loans among central and state governments. The Finance 

Commission evaluates the financial health of central and state governments, 

examining revenue, expenditure, debt, and fiscal deficits, and may recommend fiscal 

federalism or financial management matters. Overall, the Finance Commission plays a 

crucial role in ensuring fiscal equity, stability, and efficiency in the Indian federal 

system by making recommendations that promote cooperative fiscal federalism and 

address the diverse fiscal needs of different states. 

Finance Commission Dynamics: Union and State Roles in Fiscal Governance 

The Union Finance Commission (UFC) in India is a constitutional body 

established under Article 280 of the Indian Constitution. Its primary function is to 

recommend the distribution of tax revenues between the central and state 

governments and among the states themselves. The UFC recommends grants-in-aid to 

states to address fiscal imbalances and ensure regional development. It considers 

factors like population, per capita income, and fiscal capacity. It also examines tax 

revenue distribution between central and state governments. UFC recommends 

enhancing state consolidated funds to support local governments, and improving 

fiscal management through revenue augmentation, expenditure rationalization, and 

deficit reduction. The Commission sets resource distribution criteria based on 

population, area, and fiscal capacity, while UFC evaluates central and state 

governments' finances, assessing revenue, expenditure, deficits, and debt levels. The 

Commission reviews grants utilization and suggests efficient resource allocation, 
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consulting with stakeholders and submitting reports to the President of India, who 

then presents them to Parliament. The Union Finance Commission (UFC), appointed 

by the President and composed of economists and financial experts, operates 

independently from the government, ensuring impartiality and objectivity in its 

recommendations. 

Determining revenue sharing, grants-in-aid, and recommendations for fiscal 

consolidation in India involves multiple stakeholders and processes at both the central 

and state levels.  The Finance Commission of India, determines revenue sharing and 

grants-in-aid between the central and state governments. Its primary mandate is to 

recommend tax revenue distribution and fiscal consolidation measures. The central 

government, with significant authority, formulates fiscal policies, allocates resources, 

and oversees consolidation efforts. India's state governments generate revenue 

through taxes and duties, while receiving grants-in-aid from the central government. 

They implement fiscal consolidation measures, controlling expenditures and 

improving tax collection efficiency. The Finance Commission's recommendations 

require approval from the Parliament for implementation and oversight. The 

Economic Advisory Council (EAC) and financial institutions like the Reserve Bank 

of India (RBI) provide expert advice on economic issues, including fiscal matters, 

influencing policy decisions on revenue sharing, grants-in-aid, and fiscal 

consolidation. 

State Finance Commissions (SFCs) in India play a crucial role in 

recommending fiscal transfers and devolution of funds between the central 

government and state governments, as well as among different tiers of government 

within a state. SFCs, constituted under Article 243-I of India's Constitution, make 

recommendations on financial distribution between the Union and states, based on the 

President's principles. They assess state government revenue potential, financial 

resources, and expenditure commitments, recommending revenue sharing. SFCs 

guide the distribution of funds among local bodies, ensuring fairness and 

strengthening governance. They also assess the financial position of the state 

government, assessing revenue receipts, expenditure patterns, debt burden, and fiscal 

management practices. SFCs recommend grants-in-aid to local bodies, based on 

population, area, and revenue potential, to supplement their financial resources. They 

also recommend special fiscal transfers for states or regions facing challenges, aiming 

to promote balanced regional development. SFCs monitor and evaluate their 
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recommendations on fiscal decentralization, local governance, and management, 

providing government feedback for policy refinement. They function autonomously, 

ensuring impartial, objective, and fiscal federalism-based recommendations. 

In short, the Union Finance Commission in India is vital for fiscal federalism 

and regional development by recommending tax revenues and grants-in-aid 

distribution among central and state governments. Its functions are enshrined in the 

Constitution, ensuring coordination among stakeholders. State Finance Commissions 

in India also play a crucial role in promoting fiscal decentralization, strengthening 

local governance, addressing regional disparities, and ensuring fiscal sustainability. 

Assessing Fiscal Federalism: Union and State Finance Commissions in India 

The Finance Commission in India is a constitutional body formed under 

Article 280 of the Indian Constitution. Its primary function is to recommend the 

distribution of tax revenues between the Union government and the state governments, 

as well as among the states themselves. The performance of past Finance 

Commissions in India can be evaluated based on various criteria, including their 

recommendations, their impact on fiscal federalism, and their ability to address 

emerging economic challenges.  The First Finance Commission (1951) established 

fiscal federalism in India, while the Second Finance Commission (1956) introduced 

tax devolution and abolished income tax-sharing arrangements between the Centre 

and states. The Fourth Finance Commission (1964) introduced grants-in-aid to states, 

emphasizing fiscal discipline, while the Tenth Finance Commission (1992) 

recommended measures to address state fiscal deficits and suggested public finance 

management reforms. The Twelfth Finance Commission (2004) and the fifteenth 

Finance Commission (2015) recommended increased state share in central taxes, 

performance-based incentives, and fiscal sustainability for state allocation, 

respectively. The Fifteenth Finance Commission (2020), proposed measures to tackle 

economic slowdown, GST implementation, cooperative federalism, fiscal 

consolidation, and state incentives for demographic and environmental objectives. 

Assessing the effectiveness of recommendations and their impact on fiscal 

federalism in India requires considering various factors, including policy outcomes, 

fiscal behavior of states, intergovernmental relations, and economic development.  

Improving fiscal federalism can enhance policy outcomes by increasing revenue-

sharing mechanisms and improving fund utilization efficiency. Effective 

recommendations promote cooperation between central and state governments, 
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facilitating smoother policy implementation and reducing friction between different 

government levels. Recommendations can impact state fiscal behavior by encouraging 

prudent management practices and taxation increases, leading to improved fiscal 

discipline and sustainability. They can also contribute to overall economic 

development by promoting equitable resource distribution, infrastructure investment, 

and poverty reduction initiatives. Recommendations should prioritize equity and 

fairness in resource allocation and fiscal transfers, reducing regional disparities and 

ensuring development opportunities for states with fewer resources. Implementation 

and enforcement of these recommendations are crucial for fiscal federalism. Public 

perception and acceptance of recommendations significantly influence their 

effectiveness, with fair, transparent, and beneficial recommendations being more 

likely to be embraced and implemented effectively. 

State Finance Commissions (SFCs) in India are constitutional bodies set up 

under Article 243-I of the Constitution of India to recommend the principles 

governing the distribution of tax proceeds between the state government and local 

bodies. Their primary aim is to ensure fiscal autonomy and adequate financial 

resources for local governance.  SFCs determine state finances allocation to local 

bodies, affecting distribution across government tiers. Their recommendations 

promote fiscal decentralization, empowering local bodies with financial resources and 

decision-making authority, promoting local development and governance. SFCs aim 

to promote equity and efficiency in resource allocation by considering factors like 

population, area, revenue collection potential, and local bodies' responsibilities. They 

also strengthen local governance by providing financial autonomy for essential 

services. SFCs ensure transparency and accountability in state finances by conducting 

regular reviews and making objective recommendations.  

However, they face challenges like political interference, inadequate local 

interest representation, lack of expertise, and limited enforcement mechanisms. 

Overall,  Past Finance Commissions in India have significantly shaped the country's 

fiscal federalism, addressing imbalances and promoting cooperative federalism. Their 

recommendations reflect India's economic and social landscape. The effectiveness of 

recommendations depends on factors like quality, political will, local capacity 

building, and monitoring mechanisms. Properly constituted, SFCs can strengthen 

fiscal federalism and promote sustainable development. 
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Financial Resource Allocation in India: Challenges and Solutions 

The allocation of financial resources in India faces several issues and 

challenges, reflecting the complexities of the country's economic, social, and political 

landscape.  India needs significant infrastructure investments to support its growing 

population and economy, but inadequate financial resource allocation and regional 

disparities hinder these initiatives, necessitating equitable distribution of financial 

resources. India faces challenges in allocating resources effectively for social sectors 

like education and healthcare, and rationalizing its inefficient subsidy regime, 

particularly in agriculture and energy, to address diverse population needs. Tax 

reforms and debt management are crucial for India's fiscal sustainability, but 

resistance from interest groups and balancing borrowing for development with debt 

sustainability remain challenges for policymakers.  

Corruption and leakages in financial resource allocation undermine 

development programs and public services effectiveness. Addressing corruption 

requires strengthening institutional mechanisms and promoting transparency in 

governance. Encouraging private sector participation requires policy reforms. India's 

climate change mitigation and adaptation efforts require effective resource allocation, 

requiring integration into budgetary processes and leveraging technology for 

efficiency, transparency, and accountability, while addressing digital divides. 

Addressing these issues and challenges requires a comprehensive approach that 

involves policy reforms, institutional strengthening, capacity building, and 

stakeholder engagement. It also necessitates a long-term vision for sustainable and 

inclusive development, with a focus on optimizing the allocation of financial 

resources to achieve desired outcomes and improve the well-being of all citizens. 

Finance Commission Challenges in India: Fiscal Imbalances, Resource Allocation, and 

State Mandates 

The Finance Commission in India plays a crucial role in addressing fiscal 

imbalances, allocating resources, and ensuring the implementation of state mandates. 

India's federal structure divides fiscal responsibilities, causing fiscal imbalances due 

to revenue generation and expenditure differences. Finance Commission must 

promote fiscal stability and equitable development. The Finance Commission 

manages resource allocation, balancing equity, efficiency, and fiscal discipline, 

despite diverse socio-economic profiles and developmental needs across states. The 

Finance Commission must consider the governance capacities and constitutional 
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mandates of Indian states when recommending grants and devolving funds, ensuring 

adequate financial resources for effective governance. The Finance Commission relies 

on accurate data to evaluate states' fiscal needs and allocate resources effectively, but 

inconsistent availability and quality can hinder objective recommendations. 

India's economy is constantly evolving, influenced by global and domestic 

factors like growth, inflation, demographic changes, and technological advancements. 

The Finance Commission must adapt its recommendations for sustainable growth. 

The Finance Commission faces political pressures from stakeholders like state 

governments, political parties, and interest groups, requiring a balance between fiscal 

prudence and equitable resource distribution. Addressing these challenges requires a 

comprehensive approach that emphasizes transparency, accountability, and 

stakeholder consultation. The Finance Commission must leverage data analytics, 

economic modeling, and policy analysis to formulate objective and evidence-based 

recommendations that promote fiscal stability, resource efficiency, and socio-

economic development across India's diverse states. Additionally, enhancing 

intergovernmental coordination and institutional capacity building can strengthen the 

effectiveness of the Finance Commission in addressing these challenges. 

Impact of Fiscal Federalism on Economic Development 

Fiscal federalism refers to the division of fiscal responsibilities and financial 

powers between central and subnational governments within a country. In the case of 

India, fiscal federalism has a significant impact on economic development due to its 

diverse and decentralized governance structure.  Fiscal federalism in India distributes 

financial resources among government levels, promoting efficient allocation based on 

local needs, contributing to regional development and economic growth. India's fiscal 

federalism addresses regional disparities in income, infrastructure, and development 

by empowering state and local governments to undertake development initiatives, 

promoting inclusive growth across the country. Fiscal federalism enhances local 

governance by decentralizing financial powers to lower government levels, enabling 

states and local bodies to manage healthcare, education, infrastructure, and social 

welfare, promoting sustainable economic development. 

Fiscal federalism promotes fiscal discipline and accountability at all 

government levels, encouraging prudent fiscal policies and transparency in public 

fund utilization through increased autonomy in revenue generation and expenditure 

management. Fiscal federalism promotes policy innovation and competition among 
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states, fostering efficiency gains, entrepreneurship, and investment attractiveness, 

ultimately contributing to economic development and learning from each other's 

experiences. Fiscal federalism offers benefits but also presents challenges in 

coordination and harmonization across government levels, leading to inefficiencies 

and project delays, necessitating the implementation of effective mechanisms. 

In short, fiscal federalism plays a crucial role in shaping economic 

development in India by empowering subnational governments, promoting regional 

equity, enhancing service delivery, fostering accountability, encouraging policy 

innovation, and addressing governance challenges. However, achieving the full 

potential of fiscal federalism requires continuous efforts to strengthen 

intergovernmental coordination, improve fiscal management practices, and promote 

cooperative federalism for sustainable and inclusive growth. 

Institutional Mechanisms for Fiscal Coordination in India  

Fiscal coordination in India involves various institutional mechanisms at 

different levels of government to ensure coherence and efficiency in fiscal policies.  

The Finance Commission, a constitutional body, recommends tax revenue distribution, 

grants-in-aid, and fiscal management improvements to the central and state 

governments every five years. The GST Council, composed of central and state 

government Finance Ministers, advises on GST-related issues, coordinates indirect 

taxation, and ensures coordination among governments. The Inter-State Council is a 

constitutional body promoting state cooperation on fiscal matters, focusing on broader 

inter-state issues like fiscal coordination and cooperative federalism. The National 

Development Council (NDC) was a crucial forum for central and state governments to 

discuss and coordinate economic planning and development matters, especially during 

the planning era.  

Finance ministries and departments at central and state levels are crucial in 

fiscal coordination, formulating policies, preparing budgets, and monitoring 

performance through regular consultations and meetings. The Planning Commission, 

once a key player in fiscal policy coordination, has been disbanded, focusing on 

cooperative federalism and policy coordination. Joint Economic Councils and 

Committees are forums formed by central and state governments to address specific 

fiscal issues, promoting dialogue and coordination to resolve fiscal challenges. The 

Financial Stability and Development Council (FSDC) is a government agency that 

promotes financial stability and regulation, while also addressing macroeconomic 
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issues like fiscal coordination. These institutional mechanisms aim to foster 

cooperation, coordination, and coherence in fiscal policies across different levels of 

government in India, thereby promoting sustainable economic growth and 

development. 

Assessing the Effectiveness of Fiscal Transfers 

Assessing the effectiveness of fiscal transfers in India involves evaluating 

various aspects such as their impact on economic development, income distribution, 

regional disparities, and overall fiscal sustainability. Fiscal transfers in India typically 

take the form of funds allocated from the central government to state governments or 

from higher-income states to lower-income states.  The  impact of fiscal transfers on 

economic growth and development in recipient regions by examining changes in key 

economic indicators like GDP, investment, and poverty rates. The impact of fiscal 

transfers on income inequality by examining changes in income distribution metrics 

like Gini coefficient or poverty headcount ratio. Assess the impact of fiscal transfers 

on reducing regional disparities in income, infrastructure, and public services by 

comparing development and living standards between recipient and non-recipient 

regions. The fiscal sustainability of transfer programs is assessed by analyzing their 

impact on government budgets and debt levels, focusing on trends in expenditures, 

revenues, and deficits. The  efficiency and accountability of fiscal transfer 

mechanisms, focusing on their ability to deliver resources efficiently and effectively. 

 The policy design and implementation of fiscal transfer programs are 

analyzed to identify strengths, weaknesses, and areas for improvement, considering 

factors like allocation formula, eligibility criteria, monitoring mechanisms, and 

capacity-building efforts. The social and environmental impact of fiscal transfers, 

focusing on their contribution to human development outcomes like education, 

healthcare, and environmental sustainability. The fiscal transfers should be considered 

in relation to long-term development goals like sustainable growth, environmental 

conservation, and social cohesion.  It is imperative to take into account the wider 

socio-economic milieu, policy preferences, and political intricacies that impact the 

efficacy of fiscal transfers in India. 

 

 

 

 

Degres Journal

Volume 9 Issue 2 2024

ISSN NO:0376-8163

PAGE NO: 143



Enhancing Fiscal Federalism in India: Reforms, Roles, and Trends 

Strengthening fiscal federalism in India requires a multifaceted approach 

aimed at empowering both the central and state governments while ensuring fiscal 

discipline, equity, and efficiency.  The  need for clear taxation powers and increased 

devolution of funds from the central government to states, focusing on population 

density, fiscal discipline, and development needs, and revisiting the division of 

subjects under the Seventh Schedule. State revenue generation should be enhanced 

through tax administration and broadening the tax base, while fiscal responsibility 

legislation should be implemented at both central and state levels for prudent fiscal 

management. Establish robust inter-governmental coordination mechanisms, such as 

regular meetings and policy committees, to facilitate dialogue between central and 

state governments. Improve transparency and accountability in fiscal matters by 

mandating timely disclosure of budgetary information. 

Invest in state-level capacity building to improve financial management, 

including budgeting, taxation, and debt management training. Address  Goods and 

Services Tax (GST) reform issues for efficiency and equity, simplifying tax structure 

and addressing compliance challenges. Strengthen institutions like Finance 

Commission, Comptroller and Auditor General (CAG), and Public Accounts 

Committees (PACs)  for effective fiscal federalism oversight. Promote inclusive 

planning by involving local governments, civil society organizations, and 

stakeholders for responsive and equitable resource allocation. 

The Union and State Finance Commissions in India are primarily governed by 

constitutional provisions and laws, but can be influenced by economic conditions, 

political priorities, administrative reforms, and emerging challenges. The focus is 

shifting towards strengthening fiscal federalism, ensuring more autonomy for states 

and revisiting financial resource distribution. Commissions may be tasked with 

targeted resource allocation, addressing specific development needs and challenges. 

The focus could shift towards sustainability and equity principles in fiscal transfers 

and resource allocations, considering environmental factors and marginalized 

communities. Commissions could undergo digital transformation for improved 

efficiency, transparency, and accessibility. The capacity building and institutional 

strengthening of Union and State Finance Commissions through training programs, 

knowledge sharing, and reforms, and involving non-governmental stakeholders in 

decision-making processes to ensure efficient performance and adaptability to 
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changing economic and fiscal contexts. The commissions should adapt to global 

economic trends and best practices in fiscal decentralization, revenue sharing, and 

intergovernmental fiscal relations, incorporating lessons from other federal systems 

and reviewing the legal framework to clarify roles and procedures. 

Fiscal federalism in India has been undergoing several shifts and 

transformations, driven by economic, political, and social dynamics.  The Goods and 

Services Tax (GST) regime, introduced in 2017, aimed to streamline indirect taxation 

across states. However, challenges like revenue shortfalls and compliance issues have 

been addressed. Future directions may involve refining the GST structure and 

increasing devolution of funds to states. India is prioritizing revenue mobilization to 

boost public spending on infrastructure, health, and education amid economic 

slowdown. This may involve expanding tax bases, improving tax compliance, and 

exploring innovative revenue-raising strategies. Inter-state cooperation and 

coordination are increasingly recognized in fiscal matters, addressing tax competition 

and regional disparities. Public finance reforms are needed to enhance transparency, 

accountability, and efficiency, involving technology adoption, capacity-building, and 

strengthening fiscal management institutions.  

Fiscal federalism ensures equitable resource distribution across states, 

promoting inclusive growth in less-developed regions. It also integrates 

environmental and social considerations into fiscal policies, promoting green 

budgeting, social impact assessments, and earmarking for conservation and welfare 

programs. In short, India can improve its fiscal federalism framework by 

implementing reforms that promote balanced economic development across regions, 

ensure fiscal discipline, and maintain accountability at all government levels. The 

Union and State Finance Commission's roles and functions will evolve to ensure 

fiscal sustainability, decentralization, and inclusive growth. 

Critical assessment of 15th Finance Commission recommendation in India 

The 15th Finance Commission's recommendations in India are subject to 

various interpretations and critiques, reflecting the complexity of fiscal federalism and 

the challenges of balancing the needs of different states.  Critics argue the 15th 

Finance Commission's criteria for devolution, such as population, are outdated and 

fail to consider factors like development indicators, fiscal discipline, and state 

resource mobilization efforts. The Finance Commission's efforts to address vertical 

imbalances between central and state governments are criticized for insufficient 
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transfers to states, potentially leading to fiscal stress and reliance on central grants. 

The 15th Finance Commission's recommendation on Goods and Services Tax (GST)  

compensation to states has been scrutinized for its impact on fiscal health, essential 

services, and development projects. The commission introduced performance-based 

incentives for states to encourage reforms, but critics argue these may not align with 

diverse needs, potentially overlooking regional disparities and socioeconomic 

challenges. The Finance Commission's recommendations for a dedicated disaster 

relief fund have been questioned due to the long-term implications of climate change 

and environmental degradation.  

Critics argue that the Finance Commission's opaque proceedings undermine 

accountability and may not adequately reflect the interests of all stakeholders, 

including states, local governments, and citizens. In short, while the 15th Finance 

Commission's recommendations represent an attempt to address fiscal disparities and 

promote cooperative federalism in India, they are not without limitations and areas for 

improvement. A critical assessment underscores the need for continuous dialogue, 

evaluation, and reform to ensure that fiscal arrangements effectively support inclusive 

and sustainable development across all states and regions.   

Political Intervention and  Finance Commissions: Impact on Indian Economy 

Political intervention in finance commissions can have significant impacts on 

the Indian economy, both positive and negative, depending on the nature and intent of 

the intervention. Finance commissions in India are constituted by the President of 

India every five years to recommend the distribution of financial resources between 

the central government and the states.  Finance commissions' role involves 

recommending central tax revenue sharing, with political intervention potentially 

altering resource allocation, impacting development priorities, economic growth, and 

equity. Political interference can undermine fiscal discipline by promoting populist 

measures over sound economic principles, leading to resource misallocation, 

widening fiscal deficits, and compromising economic stability. Political interference 

in finance commissions can impact investment climate by creating uncertainty about 

fiscal policies, deterring investors who seek stable economic environments, and 

hindering economic growth. 

 Finance commissions are crucial in allocating resources for infrastructure 

development, but political intervention can skew allocations towards projects favoring 

certain constituencies, hindering efficient development for sustained economic growth. 
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Finance commissions aim to address regional imbalances by allocating resources to 

less-developed states, but political intervention may distort efforts, exacerbating 

regional disparities and hindering inclusive growth. Finance commissions advise on 

fiscal consolidation and debt management, preventing political interference that could 

lead to reckless borrowing, high interest rates, and inflation, negatively impacting the 

economy. Political intervention can either support or impede structural reforms for 

economic growth, potentially delaying necessary policy changes and hindering long-

term economic prospects. Political intervention in finance commissions can align 

resource allocation with political objectives, but distorting economic priorities and 

undermining fiscal discipline can hinder long-term economic growth and stability. 

Political favoritism in financial allocation to states in India by Union Finance 

Commissions is a contentious issue that has been subject to debate and scrutiny over 

the years. The Union Finance Commission, constituted every five years under Article 

280 of the Indian Constitution, plays a crucial role in recommending the distribution 

of financial resources between the Union government and the states, as well as among 

the states themselves. However, concerns have been raised regarding the impartiality 

and transparency of these allocations, with accusations of political favoritism being 

leveled against successive Finance Commissions. Critics argue that political 

considerations influence fund allocation, with ruling parties receiving preferential 

treatment for states. The lack of clear criteria and opaque decision-making contribute 

to suspicions of bias. Concerns arise regarding the representation and independence of 

the Finance Commission, as political appointees may prioritize partisan interests over 

equitable resource distribution based on objective criteria. Supporters argue Finance 

Commission's recommendations prioritize fiscal equity and balanced regional 

development, balancing population, fiscal capacity, and special needs, despite 

political factors. 

The Finance Commission needs to be reformed to improve transparency and 

accountability, involving increased stakeholder consultation, transparent criteria, and 

measures to ensure its independence and integrity, thereby reducing political 

interference. In short, while political favoritism in financial allocation to states by 

Union Finance Commissions is a legitimate concern, addressing it requires systemic 

reforms aimed at enhancing transparency, accountability, and the independence of the 

allocation process. By adopting a more objective and inclusive approach, the Finance 
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Commission can play a more effective role in promoting equitable development 

across all states in India. 

Conclusion  

The conclusion of a comprehensive analysis of India's fiscal federalism, 

focusing on the Union Finance Commission and State Finance Commissions, would 

likely summarize key findings and insights drawn from the research.  The analysis of 

the Union Finance Commission (UFC) and State Finance Commissions (SFCs) 

revealed key findings and insights, revealing patterns and trends during the research 

process. The Union Finance Commission (UFC) and State Finance Commissions 

(SFCs) play crucial roles in India's fiscal federalism, and their effectiveness in 

fulfilling their mandates and responsibilities is assessed. The  challenges and 

limitations faced by UFC and SFCs, such as resource allocation, political dynamics, 

administrative capacity, and institutional framework, is crucial. The UFC and SFCs' 

recommendations on fiscal stability and equity at national and state levels are being 

assessed, with potential disparities or inequalities discussed. 

The  policy recommendations to enhance India's fiscal federalism framework, 

including reforms to improve UFC and SFC efficiency, enhance intergovernmental 

coordination, and promote fiscal sustainability and equity. Future research should 

explore the influence of digitalization, globalization, and decentralization on fiscal 

federalism in India, building on the analysis's findings. In short, it underscores the 

importance of understanding and addressing fiscal federalism issues in India, 

emphasizing the need for continuous dialogue and collaboration between central and 

state governments. Overall, this research article provide a cohesive summary of the 

analysis while offering insights and recommendations for policymakers, researchers, 

and other stakeholders involved in India's fiscal federalism framework. 
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