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Chapter 1
THE ECONOMICS AND POLITICS OF FISCAL FEDERALISM
UNDER GLOBALIZATION
The critics of globalization posit that the impact of economic globalization and the
associated phenomenon of economic liberalization is deleterious for the economic
integration of nations, indeed that it will necessarily lead to economic segmentation and
eventually to national disintegration. This position is held not only by Marxists, but also
by some mainstream scholars.1
This study examines the impact of globalization and economic liberalization in
one area of India’s political economy, that of fiscal federalism, through an analysis of
change in the work and approach of the Finance Commission as an institution of the
nation-state. As against the position of the critics, the study maintains that the impact is
not as unambiguous, nor as one-directional, as the critics claim. The outcome of the
impact can be just as likely to be the strengthening of national integration, that is, it can
be “nationalizing” rather than simply disintegrative. Thus, globalization and economic
liberalization can be Janus-faced in their impact, making for economic segmentation as
well as facilitating the countering of it.
There are two basic reasons for taking this considered position.
One,
globalization and economic liberalization – though conceptually distinct, the two terms
are taken to be synonymous here – are not single variable phenomena; rather, they are
meta-economic or meta-social processes, encompassing many contradictory forces and
crosscurrents. Two, as a political institution, the state is a critical intervening variable
that stands as a gatekeeper between globalization and its intra-national impact, even in
the era of increased international economic integration. What particular choices a state
makes and what particular policies a state adopts in respect of the forces generated by
globalization can and do have an influential bearing on outcomes. The state is not an
epiphenomenal entity, simply reflective of the economic base or understructure; even
though it interacts with the economy, the state has its own separate logic. Consequently,
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See, for example, Prabhat Patnaik, The Retreat to Unfreedom: Essays on the Emerging World Order (New Delhi: Tulika
Books, 2003), pp. 42-43; and Paul Streeten, “Paradoxes of Globalization,” in Jonathan M. Harris and Neva R. Goodwin
(ed.), New Thinking in Macroeconomics: Social, Institutional, and Environmental Perspectives (Cheltenham UK:
Edward Elgar, 2003), Chapter 4.
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while its role may undergo change with globalization, the state tends to not only resist
the erosion of its overall position in society and economy but rather to strengthen it.
In looking at this important issue of the impact of globalization and economic
liberalization, this study is divided into several chapters.
The present chapter
encompasses a broad overview of the economics and politics of fiscal federalism. Its first
section takes a closer look at the relationship between globalization and economic
segmentation as well as at the role of the state; it discusses also the nature of
segmentation prior to economic liberalization; and it sets out the problem for
investigation in the area of fiscal federalism in India. The second section examines the
challenges ostensibly emergent from economic liberalization for fiscal federalism, the
roots of these challenges in the pre-liberalization period, and the role of politics and
democracy in their emergence and persistence. The third section discusses the
imperative of economic efficiency that globalization gives rise to, the imperative’s
implications for fiscal federalism, and the three distinctive national policies emergent in
response to that imperative in the management of fiscal federalism – policies that mark
off the post-liberalization era from the one before it, in particular fiscal consolidation and
the rationalization of the revenue sharing process.
The three chapters that follow the present chapter deal more substantively with
the evolution of each of these three national policies through an investigation of the work
of several successive Finance Commissions. Chapter 2 is devoted to fiscal consolidation,
Chapter 3 to the rationalization of the revenue sharing process, and Chapter 4 to aiding
local governments. Finally, Chapter 5 offers a summary and the conclusions of the study.

Globalization, Economic Segmentation and Federalism
Economic liberalization undoubtedly means expanding the economic area open to the
market and limiting, in some ways, that which is open to the state. But the critics of
globalization believe that its impact extends far beyond the mere shrinking of the
economic space of the state through the dismantlement of controls and the resort to
deregulation. Their sombre prognosis has been expressed in the pithy phrase – made
popular earlier by dependency theorists, the intellectual forebears of the present-day
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critics – “if there is international integration, then there is national disintegration.”2
As the Marxist economist Prabhat Patnaik forthrightly argues: “The era of
‘globalization’, paradoxically, therefore witnesses an acute accentuation of local
antagonisms. The third world gets reduced to the position of a ghetto, characterized by
poverty, hunger, disease, crime and conflicts. These conflicts, once they cross a certain
threshold, generate demands for secession and give rise to wars.” He further maintains,
“‘globalization’ necessarily involves a fracturing of the economic integrity of the nation….
Secessionism is simply the outcome of this fracturing.” The causal connection between
economic globalization and state break-up could not have been expressed with greater
clarity and directness than in the preceding quotation. Somewhat similarly, the more
mainstream economist Paul Streeten makes the pithy adage on integration and
disintegration central to his review of the paradoxes of globalization, with a major section
of his contribution devoted to a comprehensive discussion of “International Integration
and National Disintegration.” A subsection of it discusses “National Breakup and
‘Retribalization’,” proclaiming, in part, that “global integration has provoked national
disintegration.”3
Regardless of how one assesses the position of the critics of globalization, it is
the particular virtue of their position that it conceptualizes the impact of globalization in
larger terms that relate it to the very fate of the national economy and the nation-state.
In this fashion, it underlines the difficult choices that confront nation-states in coping
with the consequences of globalization in various spheres, including fiscal federalism.
The national leadership therefore has to take into account in its decision-making a broad
spectrum of considerations that necessarily involve geopolitics and national security,
economic stability and growth, and political cohesion and governmental effectiveness,
than simply narrowly-defined issues of whether or not economic controls be dismantled
and deregulation be instituted.
2

Osvaldo Sunkel, “Capitalismo transnacional y desintegracion nacional en la America Latina,” Trimestre Economico, vol.
63, no. 250 (April-June 1996), pp. 525-85; William G. Tyler and J. Peter Wogart, “Economic Dependence and
Marginalization: Some Empirical Evidence,” Journal of Inter-American Studies and World Affairs, vol. 15, no.1 (1973),
pp. 36-45. For an overview of dependency theory – the dominant social science paradigm of the 1960s and 1970s that
rejected modernization theory – see Gabriel Palma, “Dependency: A Formal Theory of Underdevelopment or a
Methodology for the Analysis of Concrete Situations of Underdevelopment,” World Development, VI (July-Dec. 1978),
pp. 881-922.
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Patnaik, The Retreat to Unfreedom, pp. 42-43; Streeten, “Paradoxes of Globalization,” Chapter 4. Interestingly, another
mainstream economist, Dani Rodrik, also refers to the classic phrase when underlining the adverse consequences of
globalization in his book Has Globalization Gone Too Far? (Washington, DC: Institute for International Economics,
1997).
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Whatever the larger merits of the position of the critics of globalization, that
position, however, tends to be reductionist insofar as it takes social processes to be
fundamentally driven by economics, with the economy taken to be the base or
understructure while the nation-state is regarded as epiphenomenal, simply a reflection
of the underlying economic processes and lacking in autonomy. To be sure, economic
liberalization does widen the sphere of the market, but that does not mean that the state
is rendered a mere bystander in economic affairs under the new, more liberal
dispensation. Quite the contrary, the state has an independent logic of its own, for it is
the comprehensive authority responsible for the integration and adaptation of the society
of which it is a part. It derives this authority from the fact that it is the repository of
political legitimacy; groups of various kinds all, in the ultimate analysis, look to the state
for succour when confronted by crisis. The state’s logic – related to power and
legitimacy – is different from, and independent of, that of the economy, which has to do
with profit and wealth.4 In that logic, the dynamics of geopolitics and national security
play a considerable, indeed decisive, part. Once established, a state tends to generate
strong institutional interests that favour its own survival and persistence.
However, states differ in their capacity to handle the national tasks that they
must undertake. Consequently, the consequences of globalization for a given society
would depend to a considerable degree on the very nature of the state. Perhaps, unitary
states may be better at coping with such consequences than are federal states, which
already incorporate some degree of segmentation.
A federal state recognizes
segmentation as an existing reality and accommodates it within a constitution, even as it
attempts to build a centre with some important functions that the units accept as being
essential for their common security and interests. Even so, the fact that segmentation is
already embedded in society and polity may well render a federation more vulnerable to
the centrifugal effects of globalization. Additionally, beyond the nature of the state, the
nature of society would also have considerable influence on how the impact of
globalization will play out. How segmented is the society to begin with, how many
cleavages exist, and do such cleavages reinforce or cross-cut each other? Both the
nature of society and that of the state are, thus, relevant factors in any analysis of
globalization’s impact. Globalization alone cannot be seen as determinative. Therefore,
the outcome of the interaction with globalization in particular cases cannot be predicted
in advance; rather, it must remain a matter for empirical examination.
4

On the two separate logics of the state and the economy, see David K. Rapkin, “The Inadequacy of a Single Logic:
Integrating Political and Material Approaches to the World System,” in William R. Thompson (ed.), Contending
Approaches to World System Analysis (Beverly Hills, CA: Sage Publications, 1983), pp. 241-68.
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India’s Segmentation and Integration before Economic Liberalization
A, perhaps the, key feature of India as a national entity is its abundant, indeed rampant,
diversity in every sphere of life – linguistic-cultural, religious, social and political.
Politically, India is essentially an ethnic federation, the constituent units of which are not
simply separate political units but also represent particular linguistic-cultural or subnational communities, with some of them straining at the leash to secede from the Union.
If globalization leads, as the critics maintain, to economic segmentation and
disintegration, then its implications for the economic and political integration of India
could only be far graver, given the country’s already existing abundant and multifaceted
segmentation. That would be especially so in the context of India’s simultaneous
commitment to democracy, which can quickly arouse political passions and populist
outbidding.
India’s founding fathers were therefore deeply concerned about the future
integrity of the nation-state, long before contemporary globalization entered the scene.
For that reason, they provided for a strong centre with a plenitude of powers in order
precisely to attenuate the various threats to the infant Republic; they even refrained from
using the term federal or federation for the polity, preferring instead to characterizing it
as a Union of States.5 But formal constitutions by themselves are no guarantee of
success, and the postwar developing countries of the world are witness to the immense
decay and demise of countless such documents.
What enabled India to hold together, in contrast, as a nation-state in the early
years after its independence were two important extra-constitutional factors. One was
“the single party dominant system” with the Congress Party at its core, which carried the
institutional charisma of having led a historic freedom struggle under a remarkable band
of dedicated and enormously capable political leaders, particularly the popular political
hero, Jawaharlal Nehru. This party held largely unchallenged political power at both the
centre and in most of the states under regular popular mandates from the electorate for
some two decades, a period sufficiently long for the constitution and its institutional
framework to become entrenched – a political miracle of sorts among the developing
countries. This political element favouring integration was additionally supported by a
non-political professional military and the steel frame of a competent higher bureaucracy.

5

The classic work on the framing of the constitution is Granville Austin, The Indian Constitution: Cornerstone of a Nation
(Oxford: Clarendon Press, 1966).
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The second factor was the system of state-led economic planning that the
farsighted leadership of the country instituted at the level of the national government,
but one which encompassed the entire polity, including the states, within a common
economic framework. It had as its central aim the building of an autarkic socialist regime
after the Soviet model but within a democratic framework. The key feature of economic
planning in the early decades of independent India was an ambitious import substitution
industrialization strategy, centred on heavy industries, which were set up largely under
the auspices of a far-flung state-owned public sector across the nation. In this period,
the state was in possession of the “commanding heights” of the economy; the private
sector functioned under a system of controls and licensing established by the national
government. By the late 1960s, however, both factors – the Congress Party’s dominance
and the system of economic planning – were in crisis. Though they lingered on for
another two decades, eventually both gave way to different political and economic
configurations.
In 1991, India decisively opted for – in many eyes, it was coerced into –
economic liberalization through a radical programme of reform that marked a “paradigm
shift” to an extensive freeing of the private sector from the system of state controls over
the economy under the autarkic socialist regime that had prevailed until then.6 This turn
in economic policy resulted in the dismantlement of many of the controls, particularly
those that had made it mandatory for private firms to obtain a license from the national
government (alternatively, Union, centre, or central government) for establishing or even
expanding industrial capacity in any part of India. In a sense, economic liberalization can
be said to have reinforced India’s segmentation through the substantial dismantlement of
controls, which took away the discretionary authority of the centre and allowed the states
to develop their own economic and industrial policies or regimes. Understandably, such
dismantlement of national controls raises fears, even if often unstated, about economic
disintegration.
Such fears are perhaps aggravated by the fact that there has been evident since
the late 1960s a secular trend of political assertion by the regions or states in the wake of
the decline of the Congress Party. This assertion is manifest not only in the rise of
regional parties to governmental power in the states, but also in their becoming critical
participants in coalition governments at the centre. In some sense, governments at the
6

Two collections provide a comprehensive view of globalization and economic liberalization in India: Baldev Raj Nayar
(ed.), Globalization and Politics in India (New Delhi: Oxford University Press, 2007), and Rahul Mukherji (ed.), India’s
Economic Transition: The Politics of Reforms (New Delhi: Oxford University Press, 2007).
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centre may not any more themselves be regarded as something standing above or
pressing over the regions, but simply as “shifting coalitions of the regions.” The
fragmentation of “the one party dominant system” and the regionalization of politics,
which together confront the Indian polity with serious challenges, predate the onset of
contemporary globalization, and cannot therefore be attributed to it. Their patently
indigenous roots are confirmed by the prognostications of observers as early as the
1950s that India was, because of its internal social diversity and competing subnationalisms of the regions, inevitably destined for turbulent times and disintegration,
only to be rescued perhaps by military intervention and dictatorship.7 India, however, by
its success in holding together for over six decades has been able to defy and disappoint
such prophets of doom. Regardless, the likely presumption among most observers of the
political scene in India would be that globalization will only accentuate the centrifugal
tendencies already inherent in the local situation. It is this new situation that makes the
question that the critics raise about economic segmentation and disintegration so salient,
examined here in respect of the area of fiscal federalism.

Fiscal Federalism
The state’s integrative role in the context of challenges emergent from globalization can
be investigated in several different areas of economic and political life. In this study,
however, the examination of the impact of globalization and the state’s response to it is
limited to fiscal federalism in India, a particularly important area in which economics and
politics, and as well the Union and the units, or the centre and the states, are conjoined.
Fiscal federalism has principally to do with the sharing of national revenues between the
centre and the states. The key integrative institution of the nation-state in India in this
respect, but not the only one, is the constitutionally-mandated Finance Commission,
which is appointed every five years. Since 1950, there have so far been thirteen such
commissions.
The appointment of the Finance Commission is constitutionally a
prerogative of the national government as are the setting out of the terms of reference
for the conduct of its work.
Consisting of highly reputed professionals and public figures, the Finance
Commission has, as a considerably independent body, the responsibility for making
recommendations – not final decisions, which are a constitutionally-derived function of
the national government as a popularly-elected authority – on the sharing of revenues
between the centre and the states and on the distribution of the states’ share among the
7

See, for example, Selig S. Harrison, India: The Most Dangerous Decades (Princeton: Princeton University Press, 1960).
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various states. The very institution of the Finance Commission as a constitutional
authority apportioning shares to the states from central revenues serves as an integrative
device in India’s largely ethnically configured political system, where the states are at
different levels of development and vary in their revenue potential.
The commission’s integrative role lies in the fact that it travels all across India
and receives representations from both the national government and the states, and
exchanges views with them. After making a considered assessment of all the issues
brought before it, including evidence from independent studies done under its own
auspices, the commission sets out, in one or more reports, its broad approach to the
“devolution” of revenues from the centre to the states and the “distribution” of the states’
share among the states, and then makes specific recommendations on such devolution
and distribution for the ensuing five-year period. Because of the very thorough and
judicious manner in which the finance commissions have conducted their business, their
recommendations have commanded considerable authority and it has for long been a
convention with the national government to accept them, barring occasional exceptions,
as if they constituted an award.
The core question for consideration in this study is as to how globalization has
affected fiscal federalism.8 While fiscal federalism may also encompass issues relating to
the taxation system and to economic planning, the treatment here is limited to the area

8

There is an extensive literature on fiscal federalism in India, though it is often repetitive. The leading figures in the work
on the subject, dominated by economists, belong to what may be referred to as “the NIPFP school”; they are: the late
Raja J. Chelliah, founder-director of the highly-respected and well-run National Institute of Public Finance and Policy
(NIPFP); the late Amaresh Bagchi, former director of NIPFP; and M. Govinda Rao, the prodigious present director of
NIPFP.
The school tends to be “state autonomist,” favouring the devolution of more powers from the centre to the states in the
name of some unspecified and undefined “federal principle” or “true federalism.” While it often invokes “the
subsidiarity principle” for decentralization, strangely such invocation stops at the doors of the states. Considering that
many of the states in India are very large, indeed larger than most members of the United Nations, the attention given by
the school to sub-state decentralization is nominal or formal. The school also tends to concentrate on the acts of
omission and commission of the centre, but overlooks those of the states, particularly in respect of devolution of power
below the level of the states or the management of state public enterprises, particularly the state electricity boards..
Further, the role of the Planning Commission in centre-state fiscal transfers is an anathema to the school, which wants
that role reduced, if not altogether eliminated, in favour of the Finance Commission, the latter preferably made into a
permanent body. It bears acknowledgement, nonetheless, that the school is strongly supportive of the common market
in India, the hard budget constraint, and the reduction of inter-state disparities.
For a comprehensive treatment of fiscal federalism, see M. Govinda Rao and Nirvikar Singh, The Political Economy of
Federalism (New Delhi: Oxford University Press, 2005). For a more recent contribution from the NIPFP school, see M.
Govinda Rao, “A Review of India’s Fiscal Federalism,” in GoI, Commission on Centre-State Relations, Supplementary
Volume-II: Research Studies (New Delhi: 2010), pp. 1-107.
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that has been under the jurisdiction of the Finance Commission, though some discussion
of these other issues is unavoidable.

Economic Liberalization, Fiscal Federalism, and Politics
One of India’s eminent contemporary experts on public finance, M. Govinda Rao, avers
that “Indian fiscal federalism faces formidable challenges due to economic liberalization
and globalization.” Employing the term “fiscal federalism” quite broadly as almost
synonymous with public finance, he immediately follows up that proposition by stating:
“Creating a competitive environment by providing efficient infrastructure is a major
challenge, especially in light of the severe fiscal stress faced by the states.” He goes on
to add: “Finding appropriate substitutes for declining customs revenue, reforming the tax
systems to enhance revenue productivity while minimizing distortions, and ensuring a
common market in the country are important challenges.”9 All this may well be true.
There can be no doubt that globalization and economic liberalization can and do give rise
to serious challenges for fiscal federalism, in considerable measure due to the fact that
they make for drastic changes in the system of national revenues, such as the sharp
curtailment of customs duties and the consequent decline in tax revenues.
That said, however, the causal chain as between economic liberalization and
“formidable challenges” in fiscal federalism does not simply run one way. Indeed, it can
be more accurately maintained that economic liberalization itself was, in fact, triggered
by a fiscal crisis of the state, at the heart of which was the desperate condition of public
finances, both at the centre and in the states. Economic liberalization as a reform
project, of which fiscal reform is a key part, was itself touched off as a “structural
adjustment programme” under IMF auspices by the already existing “severe fiscal stress.”
The findings of the Tenth and Eleventh Finance Commissions, which are discussed in a
subsequent chapter, establish authoritatively and conclusively the desperate nature of
India’s fiscal situation prior to economic liberalization.
One can therefore robustly aver that it was the key challenge of the deterioration
of the republic’s finances that had led to economic liberalization in the first place. The
causal relationship is thus to be seen as running from the “formidable challenges” of
fiscal federalism to economic liberalization, which then, in turn, generated radical reform
9

M. Govinda Rao, “Republic of India,” in Anwar Shah (ed.), The Practice of Fiscal Federalism: Comparative Perspectives
(Montreal: McGill-Queen’s University Press, 2007), p. 152; emphasis added. See also I.M. Trivedi, “New Horizons of
Fiscal Federalism in India and Unfinished Tasks,” in P.K. Chaubey, Fiscal Federalism in India (New Delhi: Deep &
Deep Publications, 2003), p. 82.
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in the area of public finance, and therefore in fiscal federalism. In other words, rather
than economic liberalization just giving rise to the particular formidable challenges for
fiscal federalism that are ascribed to it, both liberalization and those challenges were
directly or indirectly rooted in the straitened circumstances of the economy and public
finances before the advent of liberalization. Indeed, decision-makers saw economic
liberalization as the solution to India’s desperate economic situation, more immediately to
overcome the balance of payments crisis and over the longer run to accelerate the
growth rate so as to reverse India’s relative decline in Asia and to end the persistent
poverty among its people. India was thus driven to economic liberalization by the deep
distress of the economy and dissatisfaction with its earlier longer-term economic
performance. Needless to add, the high fiscal and revenue deficits and the rising public
debt had also placed severe constraints on the national government to generate
surpluses in revenues to meet the ever-escalating demands of the states for revenue
sharing.

Fiscal Discipline and the “Democracy Dilemma”
The facts as stated above establish the proposition that it was the pre-existing fiscal
deterioration and stress that led to economic liberalization. Behind this deterioration and
stress, however, lay the fiscal profligacy of the state during the 1980s. But what lay
behind the fiscal profligacy? In a broad sense, it can be suggested that the fundamental
cause for the profligacy was a political one. What one of India’s seasoned economic
decision-makers offered as an explanation for inflation holds equally true of fiscal
profligacy. The late I.G. Patel had once argued:
Inflation is essentially the result of a struggle between different sections of the
community for a larger share in the national cake than what others are prepared to
surrender; and its outward manifestation generally is an excessive supply of money.
Too much attention to the medium – that is money supply – can divert attention
from the underlying forces.10
In essence, Patel’s argument offers a political explanation – the inability of interest
groups to agree on a financially prudent compromise – for an economic phenomenon,
that is, inflation. The same applies to the case of fiscal profligacy; indeed, fiscal
profligacy may itself be a prelude to inflation.

10

I.G. Patel, “New Economic Policies: A Historical Perspective,” in Debendra Kumar Das (ed.), Structural Adjustment in
the Indian Economy (New Delhi: Deep & Deep Publications, 1993), pp. 113-33.

10

The prescription, of course, for fiscal profligacy is fiscal discipline. However,
fiscal discipline is difficult to establish and maintain in societies in transition from an
agricultural and backward stage to an advanced industrial one, since expectations run
high in them while state capacity to enforce discipline is often weak. However, even
developed countries are not immune to the lures of fiscal profligacy, as the experience of
the United States and especially large parts of the European Union evidenced, for
example, during the first dozen years of the twenty-first century.
What does fiscal discipline imply? Fiscal discipline entails the imposition of
sacrifice by way of denying material gratifications to people. Perhaps it is possible to
impose such sacrifice for limited or extended periods under authoritarian rule, or at times
even in a democracy under emergency situations. But it is difficult to do so in a
sustained manner within a democratic framework, since decision-makers in order to get
re-elected need the support of the very people they have subjected to such sacrifice.
Why would people vote for them rather than for others who promise to put an end to
deprivation in respect of material gratifications?
Decision-makers thus face a genuine dilemma here, which is: whether to impose
fiscal discipline and probably not get elected, except in emergencies or special situations,
or not to impose such discipline and perhaps get elected. A dilemma is by definition not
something that can be definitively resolved; it can only be managed under propitious
circumstances with a compromise here and a compromise there. Even in circumstances
that are conducive, such as accelerated economic growth, the “democratic dilemma”
persists because of the concomitant rise meanwhile in popular expectations. It may be
hard for democrats to admit, but the conclusion is inescapable that democracy places
severe constraints on solutions that require fiscal discipline; the issue is structural,
especially in less developed countries. Advice about principles of sound public finance
does not avail much against the realities of democratic politics. Admonitions about
exercising political will in imposing fiscal discipline, or about strictly implementing the
tenets of mainstream economics, can come easy to academicians and technical experts,
but then they themselves do not have to face the electorate. Political leaders, on the
other hand, have to constantly navigate between the Scylla of the necessity of fiscal
discipline and the Charybdis of electoral rejection.
True, the avoidance of fiscal discipline is a compelling temptation in outbidding
for electoral support, but it is not without its own perils, which, too, in turn, invite
electoral punishment. Mounting fiscal deficits are likely to crowd out private sector
11

investment and, as a consequence, disrupt economic growth; more critically, they may
fuel the fires of inflation and thus alienate the very electorate that they were intended to
appease. Democracy thus offers no easy choices to political decision-makers. It may
well be that sustained fiscal discipline or fiscal consolidation is an unlikely prospect under
democracy. Perhaps democratic regimes are condemned to swings between fiscal
firefighting when in fiscal distress and fiscal profligacy when facing electoral challenges.
If the “democratic dilemma” is really genuine, how is it that prior to the 1980s
India was able to avoid succumbing to it in the sense that it had until then followed the
path of fiscal prudence? The answer lies in the political fact that, despite its democratic
framework, India operated for most of the three decades of the 1950s, 1960s and 1970s
under the hegemony – shaky, though, from the late 1960s onwards – of “the single party
dominant system,” with the Congress Party in control of both the centre and most of the
states. Political conflict could then be managed within the single dominant party. The
system, however, broke down in 1977 with the collapse of that party in elections. The
Congress Party did return to power in 1980, but the political context had in the meantime
been transformed. The party system was now fragmented. Elections for office were
hotly contested, time-horizons had sharply shortened, and competitive outbidding for
popular support through massive subsidies and costly welfare programmes became a
characteristic feature of the electoral process. At the same time, the Congress Party was
eager to spend its way out of the stranglehold of the inherited economic stagnation by
means of deficit finance.
The party’s turning away from fiscal prudence coincided meanwhile with – and
was perhaps spurred by – the rise of regional parties in the states, intense political
competition among political parties in which competitive populism was the norm, the
coming to power of regional parties in many states, and a general assertiveness toward
the centre on the part of states under the control of regional parties. It is in this entirely
different political scene that fiscal federalism came under stress. In the ultimate analysis,
then, the challenges for fiscal federalism emerged out of the shift from the one dominant
pan-Indian party system to an intensely competitive and fragmented party system and to
the rise of regionalism in politics and governance. The cause of the challenges for fiscal
federalism was, thus, fundamentally political. Economic liberalization came later and, as
demonstrated earlier, was itself a policy response with the expectation of resolving those
challenges, and in that sense can be regarded to have been caused by them. If politics
lies at the root of certain economic or fiscal challenges, as has been shown to be the
case here, one then has to recognize that there are likely to be strong constraints to
12

applying strictly economic or fiscal solutions in a democracy. However, that does not
mean that there are no consequences from fiscal profligacy, which rarely allows escape
from an eventual reckoning.

The Centre and the Regions
In 1989, the Congress Party lost power to a rag-tag coalition, and could return to power
in 1991 only as a minority government. Since the mid-1990s, the centre in India has
known only coalition governments. What is equally manifest is that in the formation of
these coalitions, regional political parties have come to occupy a pivotal role even as the
two main national parties – the Congress Party and the Bharatiya Janata Party (BJP) –
have formed an essential core of such coalition governments. In this circumstance, when
the states themselves are lodged within the centre, it is difficult to strictly separate the
centre from the states. When state parties themselves reign at the centre as veto groups
in coalition governments, repetition of past rhetoric about a domineering centre is likely
to seem somewhat overblown to neutral observers.
Notwithstanding that, there is no doubt that the centre continues to have a core
set of responsibilities that it must discharge, not least because the outside world and a
considerable part of the population with a pan-Indian outlook as well as civil society
expect it to. Even most of the states themselves expect the same of the centre, despite
the exaggerated rhetoric about state autonomy. Thus, if there is the threat of famine in
a state, whether because of floods and tsunamis or droughts, the population of that
state, and indeed the world, looks to the centre to take the initiative, not necessarily the
particular state. For example, even though agriculture is a state subject, it was the
centre that found the longer-term solution to the problem of famines through the
conceptualization of the Green Revolution, the orchestration of its implementation across
several states, and the mobilization of funding for it. Few states had the vision, the
competence or the capacity to do so. Similarly, even though maintenance of law and
order is a state subject, states rush to the centre for help in the form of more and more
police battalions, or of preemptive show of force through flag marches by the army,
whenever they encounter problems of agitations or eruptions of violence or terrorism. In
such cases, both states and their populations look to the centre for succour. Besides,
economic liberalization tends to build pressures for the development of common national
standards in higher education and professional fields, such as medicine, management
and engineering, which is evident in the creation of national admission tests and in the
regulation of the professions.
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The centrality of the centre in the contemporary world is not unique to India,
however. At one time, the United States was known for its stricter separation of
jurisdictions as between the centre and the states, with a considerable emphasis on
states’ rights. But the rise of both the national security state and the welfare state in the
postwar period led to the sharing of powers in place of the earlier division of powers
between the separate jurisdictions. In this process of political and administrative
evolution, the emphasis shifted from the layer cake model of “competitive federalism” to
the marble cake model of “cooperative federalism,” with its suggestion of the intertwining
of jurisdictions in areas like internal security, health and medicare, and interstate
highways.11 The story is similar for Canada. The lesson for India in all this is the
necessity of cooperation and coordination between the centre and states (“cooperative
federalism”) in the solution of problems, rather than opposition and tension between
them (“competitive federalism”).
Perhaps this is a vain expectation in India’s
contentious, harsh and often stormy politics, with battle lines sharply drawn between the
various political formations. There does not seem, however, to be any alternative to
cooperation if the polity is to function at all adequately for the security and well-being of
the population.
India’s political system is a complex and delicately balanced one, featuring
elements of both competition and cooperation, as do most federal systems. While states
complain about their fiscal autonomy, the centre, too, has its concerns about its own
autonomy against excessive intrusion by the states, since the latter are now lodged
within the centre through many state parties in governmental coalitions. A weak and
stalemated or subordinated centre is likely to be fatal for all, including the states
themselves. Certainly, the centre has a moral and legal obligation to come to the help of
the states when they are in trouble, but it is no cornucopia and the resources at its
disposal are not limitless. Indeed, driven by the same political imperative to mobilize
electoral support, both centre and states are compelled to labour under severe fiscal
constraints. The states would not be satisfied even if all the centre’s revenues were
handed over to them, while the centre would find all its revenues insufficient for the
programmes that it would like to develop in order to be seen as directly and visibly
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serving the welfare of the electorate.12 The common welfare, however, demands that
they cooperate; conflict would only drag both down.

The Limits of Economics
There is a line of thought in the literature on fiscal federalism that posits that economic
liberalization in India has entailed a reassessment of the role of the state, resulting in the
retrenchment of the state in favour of the market and heralding, as a consequence, a
broad-front economic and political decentralization from the centre to the states.
Apparently, this development is considered to have enhanced the responsibilities of the
states in a wide variety of areas – from regulation to poverty alleviation to social security.
Importantly, together with the rise of self-assertion on the part of states, the particular
development seems to mandate a reform of India’s fiscal federalism, wherein “intergovernmental fiscal arrangements and the institutional framework to conduct them will
have to adapt to the new role of the state,”13 presumably in the direction of greater tax
powers to the states.
A further elaboration of this line of thought asserts:
To an extent, these [federal fiscal arrangements in India] have been shaped by
the development strategy [of the pre-liberalization era], and economic
liberalization would call for a review of the arrangements. Therefore, in
reorienting the federal fiscal arrangements to complement the needs of a market
economy, reforms are needed in both politics and institutions.
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Federal fiscal arrangements in a market economy should aim at the efficient
delivery of public services, ensure a nationwide market unfettered by
impediments, and activate welfare-improving competition among the
governmental units. Unlike in a planned economy where economic power is
centralized, fiscal functions in a market economy call for decentralization.
Further … human resource development plays a critical role in a developing
country. This primarily belongs to the domain of sub-central governments, and
in the new environment, their relative role is likely to increase.14
The above comments imply both an expectation of fiscal decentralization
following the change in the role of the state under economic liberalization and a
recommendation that India’s policies and institutions should preferably move in this
direction out of considerations of economic efficiency. There may be considerable merit
in the overall stance in respect of both expectation and recommendation. However,
there can be no inevitability about either aspect. The issue is not one of simply adapting
to what exists or is in the process of development. That would be tantamount to
averring that since, say, inequality exists or is increasing the system should adapt itself to
it. Quite the contrary, a public-spirited national leadership would tend to counter it on
normative grounds.
Fiscal decentralization is not simply a technical matter of economic efficiency but
one that has implications for the nature of the Union as established over more than six
decades. Since it touches on issues of economic and national integration, any national
leadership is likely to seriously take into account a broad spectrum of considerations than
simply the application of textbook economics in order to adapt to the requirements of
economic liberalization. Certainly, economic efficiency would be an important factor in
developing policy, but the national leadership will pay attention to a wide range of
factors, such as equity among the regions and political acceptability to various groups,
but none more paramount than the unity and integrity of the nation-state. It is
particularly likely to show great wariness in respect of prescriptions that tend to
strengthen disintegrative tendencies. Indeed, if economic liberalization leads to the
erosion of existing integrative mechanisms, the leadership is just as likely to search for
alternative mechanisms to sustain national integration.
It is possible that such
endeavours may create some unpleasantness with some states, but no national
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leadership is likely to desist on that account from resisting advice that has a
disintegrative potential.
In brief, fiscal decentralization is an issue deeply implicated in politics, and one
not susceptible to easy resolution on the basis of economics and efficiency considerations
alone.15 And politics has to do not with mundane affairs only, but with questions of
national vision and national destiny. That is not, however, to take the mindless position
that efficiency ought to be excluded from consideration in policy but only that it is one
among several factors to be taken into account.

Fiscal Federalism
Efficiency

and

the

Globalization-Induced

Imperative

of

Under the new economic dispensation after the shift to liberalization in 1991, as India
opened up its economy through drastically reducing customs tariffs, it now faced the
heightened challenge of economic competition from the world economy. This challenge
required India to become competitive in producing goods and services, not only to pay
for its essential imports but also to prevent its own productive structure from being
overwhelmed or decimated by foreign firms and their products. The requirement of
competitiveness under a regime of economic liberalization thus made economic efficiency
an imperative. It is not without significance that the then Finance Minister Manmohan
Singh, who presided over the shift to economic liberalization in the early 1990s, declared
economic efficiency to be the central aim of economic reform in his very first budget
speech in 1991: “The thrust of the reform process would be to increase the efficiency
and international competitiveness of industrial production.”16
The turn to economic efficiency, though not in full measure, demanded that India
now refashion its internal economic and financial order. For, the quest for efficiency in
the domestic production of competitive goods and services depended not simply on
employing more modern technology and management practices. It depended equally on
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a healthier economic and financial environment that would enhance savings and
investment flows, both internal and external, to attenuate the capital and foreign
exchange constraints on economic growth. Indeed, the requirement of improved
efficiency extended to increasing the productivity of capital itself, necessitating reform of
the financial sector.17 As should be evident, economic restructuring and reform had to be
wide-ranging and far-reaching. Economic liberalization, like the ripple effect of a pebble
thrown into a pond, thus served to detonate a social process that left few sectors of the
economy and polity unaffected. As such, it made urgent fiscal correction and fiscal
consolidation in the face of persistent and rising fiscal deficits and high public debt, since
“the overall fiscal position of India’s federal system, in particular the central and state
governments”18 was fundamental to the healthy functioning of the national economy.
Fiscal correction and consolidation, in turn, required reform not only in respect of
the direct and indirect taxation system, but also of fiscal federalism since the public
finances of the centre and states were inextricably linked. Rao and Singh point out that
“the problem of fiscal deficits has, to a large extent, been pushed down to the level of
state governments, making it very much an issue of federalism.”19 Perhaps they err in
one-sidedly seeing only a downward movement when in fact the pattern is more likely to
be one of deficits being pushed upwards from the states to the centre.20 Regardless,
there is no question that economic liberalization would not and did not leave the arena of
fiscal federalism unaffected. In this fashion, the quest for economic efficiency in a causal
chain, as it were, necessitated harmonization between centre and states in fiscal
federalism, even as it also required attention to issues of accountability and transparency
as well as of system design and appropriate incentives. In these distinctive ways, the
impact of economic liberalization stretched into the arena of fiscal federalism. This is not
to say that change in fiscal federalism was altogether absent prior to economic
liberalization, but such change was either episodic or not substantial. In contrast, the
change in fiscal federalism during the last decade of the twentieth century and the first
decade of the twenty-first century has been sustained and comprehensive, though
stretched over a considerable period.
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Fundamentally, the changes in fiscal federalism following economic liberalization
were designed to meet the challenge of fiscal stress that the polity, including the states,
faced. Three elements entered into the adoption of the changes. The first element
pertained to the greater sensitivity of decision-makers, as a result of economic
liberalization, to the threat that the lack of fiscal prudence would create for domestic
firms in their quest for international competitiveness. For example, under the new liberal
dispensation, the state needed to be more prudent in borrowing by it from the financial
markets since excessive borrowing may crowd out private investment and thus affect
both economic growth and the competitive position of domestic firms. There is an
international dimension to this element also; as the national government informed the
Eleventh Finance Commission: “As global integration of trade and capital markets is
taking place, an emerging economy like India’s needs to maintain a sound fiscal
environment for the inflow of foreign capital.”21 Similarly, high fiscal deficits and public
debt levels may affect adversely India’s credit standing with the ratings agencies and
make external borrowing by domestic firms costlier.
The second element was that of emulation, which economic liberalization
encouraged among decision-makers by opening up India and its institutions to the
outside world. This aspect is certainly manifest in the new inclination among decisionmakers to adopt “best international practices” as well as in setting limits, following the
Maastricht treaty in the European Union, on levels of fiscal deficit and public debt.
Finally, the third element concerned the facilitative role that economic liberalization
played through the growth acceleration that it engendered, especially in the first decade
of the twenty-first century. Accelerated growth made it easier for the government to
initiate, adopt or accept modifications or innovations in policy than would have been
possible in a situation of economic stagnation.

The Revenue Sharing Process in India
Revenue sharing between the national government and the states in India takes place
through three different channels. First, there is the Planning Commission, which annually
provides grants and loans to the states for purposes of investment in projects and
programmes under the various Five Year Plans. These annual allocations to the states lie
outside the purview of the Finance Commission though it may take the amounts thus
provided into account in making its own recommendations. Second, different ministries
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of the national government provide grants at their discretion to the states, with or
without matching finance requirements, for the implementation of programmes that the
former regard as of national importance. Third, as a body mandated under the
constitution – unlike the Planning Commission, which is not – the Finance Commission
makes recommendations to the national government on the vertical “devolution” of a
certain part of the centre’s revenues to the states and, additionally, on the horizontal
“distribution” of that part among the states.22 It is this third category of revenue sharing
that is under consideration here in respect of examining the impact of globalization on
fiscal federalism. Such revenue sharing is extremely important to the states since it
increases their own revenue receipts by about 45 percent.23
India is not unusual in vesting the particular function of revenue sharing in a
special institution or bureau. There are important reasons of efficiency and equity for
establishing a body like the Finance Commission in a federation to decide or advise on
such revenue sharing. To begin with, federations often face the problem of “vertical
imbalance” between the national government and the constituent units (variously called
provinces, regions, or states), with the former having access to more abundant and
buoyant revenues than the units; India is not at all novel in this respect. Apparently, this
favourable position of the national government is built into modern public finance in
federations. Since the different constituent states are usually endowed with varying
revenue potential, for reasons of equity certain revenue sources are assigned to the
national government because assigning them to the units would reinforce the
disadvantage of the weaker units.
Besides equity, efficiency considerations may also favour assignment of certain
taxes to the centre. Such is the case with what are referred to as mobile taxes, where
the targets of such taxes in one jurisdiction can simply move to another jurisdiction that
does not impose them or does so at a low or lower rate. In addition, there may be some
sources of revenue the collection of which can be done more efficiently by the national
government than by the various units. Regardless of the reason, since such assignment
of tax powers increases the revenues of the national government, it becomes necessary
22
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to create an institutional mechanism to decide or advise on the criteria for revenue
sharing in order to assure a proper fiscal balance between the national government and
the units, taking into consideration the revenue needs of both.
Besides the vertical imbalance, there is also the issue of “horizontal imbalance.”
There are bound to be economic disparities, and therefore differences in revenue
potential, among the various constituent units of any federation. Equity considerations
demand that the economically weaker units are not unduly disadvantaged in providing
essential public goods and services to citizens resident in their jurisdiction. Maintaining
some semblance of balance across the units in the provision of essential public services is
precisely the responsibility of the national government. This progressive function is one
of two that the eminent authority on public finance, Richard Musgrave, reserves for the
national government – stabilization and redistribution.24 In India’s political system, it is
the role of a body such as the Finance Commission to render advice to the national
government in the discharge of this redistributive function. Besides that, the commission
also makes recommendations on the award of grants-in-aid to the states both for general
purposes and for needs specific to one or more of them.
While India is not unusual in respect of the national government having to share
revenues with the constituent units, it is decisively different from federations like
Australia and Canada in two major respects. One, unlike the other two, India is not an
advanced industrial economy with high standards of living, a fact that many economists
tend to forget when applying public finance theories or tenets derived mostly from the
experience of federations in developed countries. Its national government does not
preside over an already established and running industrial economy where the primary
governmental concern is of maintaining economic stability and a reasonable rate of
growth.
Rather, it is charged with and aims to perform the historic task of
transformation of an agricultural and poor economy into an industrial and advanced one.
As such, a key function of the national leadership is to provide a national vision for the
entire nation, that is, a conception of the nation’s economic destiny, which sets out the
overall goals that the management of the economy, including the necessary structural
24
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changes, should accomplish; the vision includes as well the roadmap to achieving these
goals.25
The national government therefore has multiple economic and political
objectives, not the single one of sharing revenues with the constituent units, and it has
necessarily to make trade-offs among them.
Two, set within enormous social diversity and a continent-sized civilization-state,
India’s political unity is fragile; as Rao and Singh underline, “the ‘idea of India’ is still
contested.”26 Consequently, nation-building remains a historic task of the leadership of
the nation-state in India. Continuous with the founding fathers of the republic,
contemporary national decision-makers have therefore to be constantly sensitive to a
multiplicity of internal and external threats to achieving that task, and in particular to any
weakening of the national government as the key guardian of the republic. As the
Thirteenth Finance Commission put it, “The federalist developmental State is a domain
for evolutionary policymaking, responsive to internal and external policy imperatives such
as political integration and globalization, with sovereign powers to fulfill its mandate.”27
Considerations of national integration are likely to have priority with national decisionmakers over those of solely applying textbook theories of public finance.
The
requirements of politics, sometimes noble, other times base, may therefore at times
trump arguments based solely on grounds of efficiency.

Globalization’s Impact on Revenue Sharing
Earlier, we have seen more broadly how the imperative of economic efficiency arising out
of globalization reverberated widely through the economy, including the arena of fiscal
federalism. The more specific question that arises is as to how globalization or economic
liberalization has affected the functions and functioning of the Finance Commission.
Economic liberalization could not but have a significant impact on such functioning
because it initially aggravated the existing situation of fiscal stress. The sharp cuts in
customs duties and income taxes, coming on top of the earlier accumulated fiscal stress,
affected the national finances adversely. The institutional response on the part of the
national government and Finance Commissions to this serious situation reveals change in
three particular areas.
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The single most important effect of economic liberalization has been the
expansion of the jurisdiction of the Finance Commission to encompass the completely
new task of fiscal consolidation, rightly so given the situation of extreme fiscal stress.
The new task vastly expanded the scope of the commission’s work beyond the usual
tasks of devolution and distribution in revenue sharing. In the wake of economic
liberalization, the commission gradually assumed the role of monitoring performance in
select areas of management of public finances and to make specific recommendations on
the restructuring and consolidation of public finance in those areas.
This role expansion stemmed from the heightened realization that the health of
public finances could no longer be treated in separate compartments of the national
government, on the one hand, and state governments, on the other. A comprehensive
view needed to be taken on the state of public finances at both levels and on the
corrective action necessary to set it right. Harmonization and coordination between
centre and states on issues pertaining to fiscal federalism became a regular function of
the commission. Fiscal correction, fiscal consolidation and fiscal sustainability were
urgent requirements since there had to be adequate revenues first before they could be
shared and distributed, and there had to be some assurance that such revenues would
be productively deployed for the purposes that they were intended for. Inaction in the
face of fiscal stress could only generate more fiscal crises. Interestingly, the postliberalization period saw new terms, such as “fiscal deficit” and “primary deficit,”
accountability and transparency, enter public discourse about public finance and fiscal
federalism. It would seem that the centre in India has been both prescient and
precocious, though undoubtedly compelled by circumstances, in undertaking the role
expansion of the Finance Commission. This fact can be particularly appreciated in
retrospect in that it is precisely in this direction that the European Union was forced to
move in December 2011 through resolving to impose some supranational fiscal discipline
on what are otherwise sovereign states.
It may be objected that in extending the scope of the Finance Commission in the
area of fiscal consolidation, the centre was simply responding to the situation of fiscal
stress, not economic liberalization. But liberalization was a reform programme addressed
precisely to overcoming fiscal stress – which initially it also undoubtedly aggravated –
and fiscal consolidation was an essential part of the reform programme, regardless of
whether it was externally dictated or internally generated.
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Another significant effect of economic liberalization on fiscal federalism lay in the
area of rationalization of the processes concerning the traditional business of the Finance
Commission about devolution and distribution of revenues. This was in line with what
was being attempted in the matter of reform of the tax systems, and was in accord with
the new reformist orientation in economic thinking. There was now greater emphasis on
economic rationality, simplicity in system design, transparency and accountability,
reliance on incentives for the different stakeholders, and avoidance of perverse incentives
and moral hazards.
Perhaps more arguably, a third important effect of economic liberalization on
fiscal federalism can be seen in the new focus of the Finance Commission on local
government below the level of the states, that is, on the sub-state level or on the “third
tier” of government. The new salience given to local government cannot be attributed
entirely to economic liberalization, however. The emphasis on the third tier of
government had its own independent origins in the reform-oriented political regime of
Prime Minister Rajiv Gandhi in the 1980s, and it was inaugurated in the political system
prior to the launching of economic liberalization. However, it was only subsequent to
economic liberalization that local government became a concern of the Finance
Commission. This reorientation followed from the belief that the allocation of revenues
specifically for use by local rural and urban bodies was not only in accord with “the
principle of subsidiarity” but would also result in more effective use of public finances
because of the perceived greater efficiency of local government as a delivery mechanism
for public services.28 Consequently, fiscal empowerment of the third tier below the
national and state levels was made part of economic reform. As one of India’s leading
economic advisers, who served as chairman of the Twelfth Finance Commission, pointed
out in private: “The idea of decentralization and giving more powers and responsibilities
at the local level in a sense predates liberalization because it all happened in Rajiv
Gandhi’s time. But it has also been adopted as a part of the liberalization process.”29
The impact of economic liberalization on fiscal federalism in the three areas
delineated above – fiscal consolidation, devolution and distribution of revenues, and
28
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support to local governments – did not develop all at once in one sudden move. Rather,
this impact evolved over the tenure of four successive Finance Commissions during the
period after the initiation of economic liberalization – Tenth, Eleventh, Twelfth and
Thirteenth. The analytical treatment that follows in Chapters 2 to 4 traces the evolution
of the impact of globalization in these three areas in the work of these four commissions
even though the narrative itself does not necessarily make specific reference to
globalization or liberalization.
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Chapter 2
THE NEW THRUST OF PAN-INDIAN FISCAL CONSOLIDATION
The “core” or primary task of the Finance Commission has historically been to make
recommendations on the devolution of revenues between the Union and the states and
on the distribution of such revenues among the states. That is its constitutionally
mandated task (Article 280). But the commission does not do as it pleases in an
economic and political vacuum. The constitution states that the national government
(formally, in the name of the President) can refer to it “any other matter … in the
interests of sound finance.” In this sense, the commission does not entirely stand on its
own, separate from the Union’s executive, like the judiciary does, and it is not the sole
determinant of its agenda and outcomes on federal finance in respect of devolution and
distribution. Rather, it functions within a frame of reference established by the
democratically-elected Union executive, which also appoints the Finance Commission in
the first place. The constitution, in line with its general tenor of favouring a strong
centre, gives the Union executive considerable latitude in setting out the tasks for the
commission, keeping in view the exigencies of the time. Over the course of the various
commissions, the terms of reference have “reflected some of the dominant concerns in
the area of Centre-State relations and the emerging issues in national public finance.”30

Tenth Finance Commission (1995-2000): Laying the Groundwork
Customarily, the national government has asked the Finance Commission to take into
account the resources and needs of the national government and of the states in making
its recommendations. However, when the Tenth Finance Commission was appointed in
1992 under the chairmanship of a seasoned public figure, Krishna Chandra Pant, a new
issue made an entry into the terms of reference. The commission was asked to consider
“the objective of not only balancing the receipts and expenditure on revenue account of
both the States and the Central Government, but also generating surplus for capital
investment and reducing fiscal deficit.”31 That this was an innovation was recognized at
the time: “The reference to fiscal deficit is an innovation” but it only “takes cognizance of
the serious fiscal imbalance prevailing in the country.”32 Indeed, the economic and fiscal
30
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situation that the country, and therefore the commission, faced was certainly a grim and
daunting one.
Earlier, this study put forward the claim that it was not so much economic
liberalization that caused the challenges for fiscal federalism, but rather that it was really
the already existing economic and fiscal condition resulting from past policies that was
responsible for both economic liberalization and the challenges for fiscal federalism. The
opening sentence of the first substantive chapter of the Tenth Commission’s report now
seems to confirm that claim: “Our approach has been guided by the paramount need to
restore fiscal equilibrium in the economy.” The commission recognized that its terms of
reference “mirror the anxiety regarding the finances of the country and have been
influenced by the economic regime” installed in 1991. It went on to discuss in sombre
words the long-term roots of the dire straits into which the economy had been driven by
fiscal profligacy, bemoaning:
The macroeconomic vulnerability of the economy is linked in no small measure to
the secular deterioration in its fiscal balance. The magnitude of aggregate deficits –
revenue and fiscal – had reached levels in the late eighties that set the economy on
a medium term path of stagflation and a recurring balance of payments problem….
the principal factor underlying the fiscal imbalance is the unbridled growth of
government expenditure…. borrowings are financing such revenue expenditure…. it
is the burden of interest payments arising out of the none too prudent use of
borrowings that lies at the root of the fiscal malaise….33
The position of the states was no better, since they “exhibit a similar picture of increasing
revenue deficits emerge on a secular basis from 1987-88.”34 No doubt, the country’s
stabilization and structural adjustment programme was meant to correct the serious
macroeconomic imbalances, but over the short and medium term, tax reform by bringing
down rates plus the inflexibility of revenue expenditure accentuated the problem of
inadequate revenues.
The commission faced an unenviable task in having to decide on devolution and
distribution, given the additional requirement to keep in view both the need to generate
surpluses for capital investments and the need to reduce fiscal deficits. The task set for
33
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the commission demonstrates vividly how the dominant concern of the day had
influenced the government in setting out the commission’s terms of reference. Critics
might well object that this took the Finance Commission away from its normal task, but
the grim economic situation confronted the national government with difficult choices.
Desperate situations call for desperate remedies. In this circumstance, it could not be
business as usual, with the commission expected to mechanically increase the shares of
the states, which would have only worsened the government’s fiscal deficits. The task of
sharing revenues between the Union and the states had to be executed in the context of
the larger economic condition. In a departure from earlier commissions, which dealt
basically with the devolution and distribution of the centre’s tax proceeds to the states,
the Tenth Finance Commission had to contend with “the need to reduce the fiscal
deficit.”35
In the commission’s view, the reason for India coming to this pass was that the
central and state governments had not made an adequate effort to exploit the potential
for mobilizing resources, even as they had allowed expenditures to keep rising.
Recommending action on the fiscal consolidation front in a situation of fiscal
disequilibrium was not in the commission’s mandate, however. The commission had
been asked merely to take the fiscal situation into account in making its
recommendations on devolution and distribution, not to rectify it. Still, the commission
had abundant advice for the national and state governments on fiscal discipline, most of
which was in line – not unexpectedly, given the country’s turn to economic liberalization
– with the structural adjustment package that required cutting expenditure, eliminating
or reducing subsidies, and selectively privatizing the public sector.
More specifically, the commission wanted expenditure growth to be curbed and
contained within revenue receipts in order to avoid adding to the public debt. It was
particularly concerned that public investments should yield adequate returns; much of its
criticism in this regard was directed at state governments in contrast with the usual
stance of the critics of India’s fiscal federalism, who have tended largely to focus on the
failings of the national government and have neglected to seriously assess the
performance of state governments. While narrating “the sad story of rapid deterioration
in the financial position” of the centre and states, the commission lambasted the state
governments for fixing “user charges in irrigation and power at levels which do not cover
even the operation and maintenance expenditures in irrigation and generate meagre
35
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surpluses, if at all, in power.” It went on to add: “No society can move forward if its
citizens are encouraged to believe that costs of services do not have to be borne by
those who benefit from them.”36
The commission’s excursion into macro fiscal deterioration had the function of
establishing the point that the business of devolution and distribution had to take into
account the larger fiscal condition of the republic and that it could not be done in a
vacuum. This stance would provide an opening for both the government and future
commissions in requiring stricter fiscal discipline on the part of states.
The Tenth Commission’s report on fiscal consolidation was not entirely limited to
giving stern advice, however. It offered debt relief to the states but by itself this was not
novel; earlier commissions had also done it, and perhaps more generously. The dilemma
it faced was that this very generosity in the past may have pushed the states into “a
vicious cycle.” The states had taken loans, largely from the national government in
support of projects under the Five Year Plans, at set rates and for set maturity periods.
However, in view of their high indebtedness, the states had been able to obtain debt
relief from various finance commissions in terms of write-off of loans and relaxation of
maturity periods and interest rates, “thus converting loans effectively into grants, partially
or fully.” Perhaps this perverse incentive had even persuaded states to exaggerate their
need for loans. The Tenth Commission was eager, on the other hand, to develop a
mechanism that would instead “provide an in-built incentive for prudent use of borrowed
funds.” This was necessary, particularly in view of the national government’s stand that
debt relief to the states would not leave the centre unaffected, and that indeed debt
relief measures offered by past commissions “have at least partly been responsible for
the rise in Central debt and consequently the burden of increased interest payments.”37
In view of this situation, the Tenth Commission devised – apart from providing
specific relief to states suffering from severe fiscal stress – a scheme offering debt relief
to all states, but it linked the relief to fiscal performance. It did not call it “conditionality”
but that is what it was (though only in a minor way), and this step would, again, provide
an opening for more substantial “conditioning” by subsequent commissions. Under this
incentive scheme, a state’s performance by way of improvement in the ratio of revenue
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receipts to its revenue expenditure in one year would enable the state to obtain debt
relief in the next year in terms of a write-off of part of the repayment owed. Besides,
another scheme proposed by the Tenth Commission encouraged states to retire part of
their debt through the proceeds from the sale of their equity in government-owned
firms.38 One of India’s distinguished administrators, the late S. Guhan, thought that
these were “interesting innovations,” marked by “a touch of sophistication” and “an
invocation to the virtues of self-help on the part of the states.”39 Meanwhile, the opening
pointed by the Tenth Commission by way of employing the conditionality mechanism was
carried forward further by the Eleventh Commission.

Eleventh Finance Commission (2000-2005): A Valiant Effort at Fiscal
Restructuring
When the Eleventh Finance Commission was appointed in July 1998, under the
chairmanship of Dr. A.M. Khusro, the central government entrusted it with new
responsibilities beyond the regular functions regarding devolution and distribution. One
of these new responsibilities pertained to providing aid to the third tier of government.
However, what was really novel among the additional tasks and unheard of in the annals
of the preceding ten finance commissions – “a striking departure from the past,” in the
words of the Eleventh Commission – was the instruction to the commission in the terms
of reference to go beyond the usual assessment of the state of finances of both the
Union and the states and “suggest ways and means by which the governments,
collectively and severally, may bring about a restructuring of the public finances so as to
restore budgetary balance and maintain macroeconomic stability.”40
The seriousness with which the government now viewed the issue of fiscal
consolidation was made further evident by its subsequent and rather belated action to
ask the commission, when it was almost finished with its final report, to not confine itself
merely to suggestions on fiscal restructuring but to also draw up “a monitorable fiscal
reforms programme aimed at reduction of revenue deficit of the States and recommend
the manner in which the grants to States to cover the assessed deficit … may be linked
to progress in implementing the programme.” 41 In other words, the central government
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opened up explicitly the issue of a quantifiable fiscal reforms programme for the states,
which may be accompanied by “conditionalities” that would include incentives and
penalties to encourage implementation. Following this new instruction, the commission
then deliberated specifically on a monitorable reform programme and submitted a
supplementary report, which incidentally resulted in open dissent within the commission.

Fiscal Restructuring
While the task for economic restructuring had been instituted by the national
government, the Eleventh Commission was easily persuaded of its necessity by the
patent deterioration in India’s public finances, which it discussed in its own assessment.
Its narration of the condition of the public finances constitutes one long tale of fiscal
woes. On starting its work, it soon found that “the fiscal profile of the country was,
perhaps, worse than ever before with almost every key variable striking into highly
disturbing magnitudes and moving in a negative direction. All the states of the country
… had fallen into large revenue deficits as well as fiscal deficits and were showing no
signs of improvement.”
To the commission, it was abundantly evident that “in this
disturbing scenario, growing worse and worse over time … without major structural
reform no improvement was going to be possible.” The commission was, indeed,
grateful that it had been entrusted with the task of fiscal restructuring at both the centre
and in the states. It believed that “mere tinkering” with public finance would no longer
suffice and “breakthrough recommendations” were necessary. 42
The commission’s review of the issues and its approach centred on the fact that
the serious situation of fiscal imbalance, underlined earlier by the previous commission,
had continued to persist, only to deteriorate in the late 1990s, with the combined fiscal
deficit for 1999-2000 at 9.84 percent of GDP (centre 5.64, states 4.71) standing at a level
higher than that in the crisis year of 1990-91, even as the revenue deficit was 6.77
percent (centre 3.81, states 2.96).43 The high level of such deficits and their persistence
had, in its view, a deleterious impact on the economy. Further, this situation made
macroeconomic management difficult by putting pressure on interest rates and prices
and complicating external balances; it preempted private savings for government
consumption while crowding out private investment; and it increasingly added to public
debt and concomitantly to government’s interest payments. While there were some
cyclical elements in the recent rise in fiscal deficits, in the commission’s assessment the
42
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causes of the phenomenon of persistent fiscal deficits were “predominantly structural,”
reflecting decline in the tax-GDP ratio and stagnation in non-tax income on the revenue
side and periodic higher wage packages for government employees, higher interest
payments, and “burgeoning subsidies” as a consequence of “competitive populism” on
the expenditure side.44
The commission thought that it was understandable that public expenditure
would expand in view of the rising expectations of the population and that it was not
uncommon under democracy in a developing country to find decision-makers with their
short term horizons to go in for borrowing rather than make tough choices in favour of
mobilizing greater resources. But it believed that it was “possible to turn around budget
deficits with appropriate strategies and checks against profligacy, especially institutional
reforms to strengthen the revenue base and install effective incentives to induce fiscal
discipline on the part of policy makers.”45
In the commission’s view, several institutional infirmities lay behind the structural
weaknesses that had resulted in fiscal imbalances. It found three key deficiencies in the
area of fiscal transfers from centre to states that had evolved over half a century.
Interestingly, its account of these deficiencies followed the line of argumentation
developed by “the NIPFP school” in its critique of India’s fiscal federalism; it will soon be
apparent that the commission’s prescriptions to rectify these deficiencies were also in line
with those of the school. It would be hard to discern definitively whether or not this was
a consequence of one of the commission members being a prominent representative of
that school – Dr. A.K. Bagchi, a former director of NIPFP (1985-1995). Significantly,
however, one authority maintains: “In 1998-2000, he was the specialist Member and
guiding light of the Eleventh Finance Commission.”46
The deficiency that was of most concern to the commission was the
segmentation of fiscal transfers from the centre to the states, since there were three
different institutions dealing separately with parts of these transfers: Finance
Commission, Planning Commission, and central ministries. The multiple channels of fiscal
transfers and the intermingling of tax revenues and capital borrowings in Plan allocations
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had resulted in promoting competitive inflating of expenditures by the states, in relaxing
the hard budget constraint, and in excessive borrowing under various subterfuges. The
second deficiency pertained to the design of devolution and distribution, where a
“normative approach” had not been strictly followed in the past in applying objective
norms in assessing need and capacity across the board in distributing shares to the
states. The Eleventh Commission found objectionable the “gap-filling” practice of the
past in which grants-in-aid were made to cover budget deficits of some states that were
left over after devolution and distribution, in effect rewarding states that may have been
imprudent and profligate.
Finally, there was the third deficiency relating to the weakness, indeed the
absence, of institutional arrangements for centre and states to consult with each other
and coordinate policy. The commission thought that this feature had resulted in tax
competition and tax exportation among states, and had in general made for “runaway
increase in government expenditure.” The commission’s strategy for fiscal restructuring
was precisely to rectify these three deficiencies by (1) “addressing in particular the
complications created by segmentation of transfer channels,” (2) “reformulating the
principles governing the transfers and installing potent incentives for fiscal discipline and
efficiency,” and (3) “activating the institutions of intergovernmental consultation and
policy coordination.”47
The key aim in the commission’s scheme of things in relation to restructuring of
public finances was the restoration of budgetary balance over the medium term. It
sought to do this through recommending a reduction in the fiscal deficit from 9.84
percent of GDP in 1999-2000 to 6.5 percent by 2004-05 (centre 4.5 percent, states 2.5
percent) and the near elimination of the revenue deficit (centre 1.0 percent, states 0.0
percent). This change in the budgetary balance would have to be accomplished through
increasing revenues and reducing expenditures. The commission’s adjustment path
called for increasing the tax-GDP ratio by 2.63 percentage points from 14.09 percent
(centre 8.80, states 5.29) to 16.73 percent (centre 10.28, states 6.44).48
In order to achieve the budgetary targets that the commission had established,
its restructuring plan called for reforms in several areas. First, in relation to restructuring
sources of tax revenues, the commission asked the centre to widen the tax base and to
47
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incorporate services more fully in the tax base by bringing them under a comprehensive
VAT system for goods and services; and it asked the states to make use of their
constitutional powers in respect of profession tax and agricultural income tax to increase
their resources. As for non-tax revenues, it wanted central and state governments to
impose effectively user charges for goods and services supplied by them that are
adequate and are revised periodically keeping in view the increases in input costs, and
also to improve the efficiency and profitability of public sector enterprises and statutory
corporations.
Second, in respect of restructuring government expenditure, the commission
wanted reprioritization of expenditure in favour of elementary education, primary
healthcare and infrastructure.
On the other hand, it wanted expenditures on
administration and subsidies to be cut. It objected to the appointment of pay
commissions routinely every ten years, since they invariably boosted the salary bill not
only at the centre but also in the states, which had been mindlessly replicating the
centre’s salary profile even when they did not have the capacity to pay. Similarly, the
commission “unhesitatingly recommended the reduction, and even abolition, of non-merit
subsidies.” It also offered some radical proposals to reform financing of expenditure by
the Planning Commission and the ministries. It asked that the assessment of the
requirements of the states for revenue under planning be based on “deficiencies in basic
minimum needs” instead of automatically following the Gadgil formula (30 percent
revenue grant; 70 percent capital borrowing), which it wanted replaced by some other
method of financing. Moreover, it insisted that the responsibility for assessing the total
revenue expenditure of states, regardless of whether it is plan or non-plan, should rest
with the Finance Commission in the interest of “restoring budgetary balance.”
Furthermore, the commission desired that the centrally sponsored schemes together with
the funds intended for them should be handed over to the states.49
Third, in regard to the restructuring of public sector enterprises (PSEs), the
commission first professed neutrality on the question of ownership of such firms,
disclaiming any bias for or against the public sector. However, it found that the major
economic reforms in the 1990s had simply bypassed the public sector, and that
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disinvestment in the sector had been used only to cover budget deficits. For it, public
enterprises at the state level were of greater concern and in more urgent need of
restructuring, particularly as state electricity boards and state transport undertakings
were perpetually in loss and a “chronic drain on state budgets.” As for other state level
PSEs, most of them were “in the doldrums” and needed to be sold off or shut down in
order to “help reduce the fiscal burden.”50
Fourth, the commission placed high importance on institutional reform as a
prerequisite for sustainable budgetary balance, and it offered some radical proposals in
this regard. To begin with, it wanted the vertical imbalance in fiscal federalism reduced
to the largest extent possible, and to that end it asked for a reassignment of tax powers
in the constitution so as to give the states greater access to revenues, thus reducing their
dependence on the centre in the process. As a further element in institutional reform,
the commission viewed with great concern the debt problem assuming serious
proportions, and it favoured stricter controls – if necessary through statutory or
constitutional changes – on incurring debt and other contingent liabilities; such limits
could be in terms of a share of the country’s or a state’s GDP. Finally, it insisted on
having the Inter-State Council meet regularly to decide on issues bearing on fiscal
federalism.51
It is clear that the commission’s analysis of fiscal federalism was thoroughgoing
and comprehensive, leaving few aspects of public finances of the centre and the states
untouched. This was the first time that a finance commission had carried out an
examination of such wide scope. It would not be farfetched to say that the Eleventh
Finance Commission had assumed a role that paralleled, especially in respect of the
states in India, that of the IMF in relation to nation-states in the world, in particular those
that were faced with an economic or financial crisis. In that respect, it was a homegrown surrogate IMF. Experts may differ over whether or not India’s turn to economic
liberalization in 1991 was the cause of this development, but it is noteworthy that the
package of reforms recommended by the Eleventh Commission – the very term
“economic restructuring” is significant – followed the lines of a “structural adjustment
programme” under IMF auspices, pejoratively called “neoliberalism” or “the Washington
consensus.” The hallmark of structural adjustment is the imposition of fiscal prudence on
a political entity by requiring it to balance the books through compressing expenditure
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and expanding tax revenues, and in general downsizing the public sector. In that sense,
the commission’s recommended economic restructuring was an extension of economic
liberalization to the arena of fiscal federalism though India was no more under financial
tutelage to the IMF. Soon, the commission added to this recommendation, on the
request of the centre, the element of monitoring the performance of the states on the
basis of quantitative indicators.

Towards a Monitorable Fiscal Reforms Programme
It was not until near the end of the commission’s tenure that the national government
asked it to supplement its fiscal restructuring proposals with “a monitorable fiscal reforms
programme” designed to reduce the fiscal deficit in the states along with
recommendations on linking deficit-covering grants for states to performance in meeting
programme targets. The commission complied on short order, completing an additional
report in four months.52
Consistent with its broader analysis of the country’s fiscal malaise and the
recommended aim of bringing down the revenue deficit of the states to zero over the
five-year period 2000-2005, the commission developed a quantifiable and measurable
programme to evaluate performance in respect of (1) growth in revenue receipts (tax
and non-tax) and (2) reduction in revenue expenditure (salaries, interest and subsidies),
with equal weight assigned to both. It then went on to recommend the establishment of
an “incentive fund” amounting to Rs. 106.07 billion – comprising in part funds withheld
from post-devolution deficit-covering grants and in part from a contribution by the centre
– to be used to motivate states to reduce their revenue deficit.53
In view of the diversity of the country, the commission recommended entrusting
the state-specific tasks – such as the development of a monitorable fiscal reform
programme for each state, the assessment of fiscal performance of the state, and the
decision to release or withhold grants from the incentive fund – to a “monitoring agency”
for each state, consisting of representatives from the Ministry of Finance and the
Planning Commission at the centre and from the government of the state. Meanwhile,
the commission called on the centre to act on its recommendations on the reduction of
the centre’s revenue deficit to 1.0 percent and other necessary measures for fiscal
restructuring in the main report, since these had implications for the financial position of
52
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the states. In order to avoid any confusion or misunderstanding, it needs to be
underlined that the monitorable programme applied only to the deficit-covering grants-inaid, and absolutely not to the horizontal distribution of tax revenues. Indeed, the centre
has been punctilious to a fault, in the present case as well as later, in avoiding any
suggestion of conditionality in relation to devolution of tax revenues, treating that strictly
to be a matter of constitutional entitlement of the states.

Dissent on Monitoring and Conditioning
The noteworthy outcome of the supplementary task for the commission was not so much
the generation of a monitorable fiscal reforms programme, but the exposure of the fault
lines in India’s fiscal federalism to public view. To begin with, the states questioned the
constitutional validity of the additional term of reference, holding that the constitution
contained no provision for “any conditionality” on grants-in-aid to the states. They boldly
insisted that “the grants recommended by the Finance Commission on the basis of the
assessed needs of the states should be provided to them without any link to the progress
in the implementation of fiscal reforms programme.” This would seem to be an
audacious position to take for states that were head over heels in debt to the centre,
asserting, in effect, just hand us the money and ask no questions and lay no conditions.
Some states not particularly known for cooperation with the centre – indeed, perpetual
antagonism and hostility toward the centre would be a more accurate description of their
posture – suddenly declared that the new term of reference went against the “spirit of
federalism” since the states had not been consulted about it. Unusual among the states,
only Gujarat thought there should be a linkage between the availability of grants and
fiscal performance.54
More seriously, on top of the objections of the states there came a vigourous
note of dissent from within the commission by Dr. A. Bagchi,55 in which he held the
conditionality on release of revenue deficit grants to be both “unjustifiable” and “contrary
to the spirit of Article 275 of the constitution which authorizes the Finance Commission to
recommend such grants-in-aid.” He averred:
… a fundamental principle is involved in proposing conditionality to be attached to
the release of grants-in-aid to meet revenue deficits. For, in essence, these grants,
like tax devolution, come within the category of “general purpose grants” required to
meet the vertical and horizontal imbalances in the system. It will create a most
54
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unhealthy precedent to impose conditionalities on the release of any part of these
grants.
While he also questioned the necessity of monitoring – believing that states, too, if
properly approached, would be just as much interested in sound finance – and the
fairness and technical feasibility of implementing the monitorable programme, at heart
the issue for Bagchi was not the constitution as it existed but his own particular vision of
what it ought to be.
“A fiscal reform programme,” he thought, “unavoidably enters into the arena of
the fiscal policy of the states and this has the potential of interfering with the priorities of
the states” in their fiscal policies. Displaying extraordinary, but perhaps unjustified, faith
in good intentions prevailing over partisan interests in India’s messy politics, he wanted
budgetary balances to be achieved “through cooperation and acceptance of the need for
fiscal discipline on the part of the states themselves.” Consistent with the state
autonomist theme that runs through his note of dissent, Bagchi believed that “to require
the states to get their fiscal policies reformed according to a plan approved by a
monitoring agency heavily dominated by the centre detracts from their autonomy in a
fundamental way.”56 He, no doubt, acknowledged the need for “fiscal discipline all round
and not in the states alone, and such discipline calls for coordination in fiscal
management between the centre and the states but as equal partners.” More broadly,
and philosophically, he maintained: “A durable federal system, in my view, must be
founded not on coercion but on a judicious blend of cooperative and competitive
federalism. And federalism alone, in its true spirit, can hold a diverse nation like ours
together.”57
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It would seem that there is an apparent contradiction in Bagchi’s position.
Elsewhere, as shall be evident in the next chapter, Bagchi recognizes that India’s
constitution overwhelmingly favours the centre in the assignment of powers. That fact is
well-known; the constitution does not even defer to use the term federation and takes
India to be a Union of states. Given all that, it would seem a hyperbole, to put it mildly,
to talk of centre and states as equal partners. Even in his dissent note, Bagchi
acknowledged that it can be argued that the constitution allows the centre to lay down
“any conditionality to grants-in-aid under Article 275,” and that there would be support
for this argument in judicial decisions. In the event, he appealed to the vague notion of
“federalism” – without specifying its content or its empirical referent – in support of his
position.
What this posture revealed was that the note by Bagchi reflected an attempt to
insert a stance, based not on the constitutional position as it existed, but one founded on
personal or political and ideological preferences. It is not surprising, then, that the other
four members of the commission found his argument unconvincing and dismissed the
note, asserting that the Indian constitution did, indeed, permit the imposition of
conditionalities in relation to the states in this matter. Actually, were it not so,
discontented states would have readily gone to court on the issue, but did not. Perhaps
they were deterred also by the expected public reaction to the sheer audacity of
demanding, after spending recklessly, that there be no conditionalities when being bailed
out by the centre.
Regardless, the Eleventh Commission settled the issue of
conditionalities, and future finance commissions were free to apply conditionalities to
fiscal transfers, at least to their grants-in-aid component.

Economic Logic and Political Interests in Fiscal Federalism
There is a certain irony in the divergence of opinion in the Eleventh Finance Commission
over the monitoring and conditionality issue in its additional report because, as indicated
earlier, the analysis and prescriptions on fiscal restructuring in the main report, which
was signed by all the members, had followed by and large the main lines of argument
advanced by “the NIPFP school,” to which Dr. Bagchi belonged. In essence, the tenets of
the school flow from the application of the principles of mainstream economics to the
arena of governance – in this case, fiscal federalism – basically driven by the quest for
efficiency.58 There is merit in this quest, given the archaic nature of administrative
processes and procedures in India; indeed, the vigour and persistence with which the
58
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exponents of this school have pursued this aim have made for significant improvements
in government, as exemplified most significantly in the area of taxation. Yet, many of the
more radical measures suggested by the school have gone unappreciated. What is the
reason for this neglect? Are Indian decision-makers so hidebound that they do not see
the merit in the suggested measures? Is it sheer bureaucratic inertia or cussedness that
blocks acceptance of such measures?
Quite the contrary, the actual record of reform in fiscal federalism over the years
is quite impressive: widening the tax base of revenue devolution to encompass all central
taxes, the acceptance of including the service tax in the combined pool, the introduction
of progressive criteria in revenue distribution among the states, the application of
uniform criteria to distribution of both income tax and excise duties and, most
importantly, the secular increase in the share of the states in pan-Indian revenues – all
these demonstrate a remarkable interest in improving inherited procedures and
structures and a high degree of administrative and political flexibility. On the other hand,
it would seem that the school’s reliance on the application of the principles of mainstream
economics at the cost of neglect of history and politics tends to make some of its
proposals unrealistic and impractical in India’s social and political context. This is
demonstrated effectively by the issue of assignment of tax powers, which is discussed in
the next chapter, but it could also be illustrated by the cases of economic planning and
subsidies, where, apart from genuine need, institutional and political compulsions under
democracy make for their persistence.
Notwithstanding this observation, the Eleventh Finance Commission played a
historic role in the evolution of fiscal federalism in India. It did not merely take an
integrated view of the nation’s fiscal federalism, in which fiscal performance at the centre
and in the states were treated as linked. Rather, it settled once for all the issue that
establishing “conditionalities” in fiscal transfers from the centre to the states, at least in
terms of grants-in-aid, was a legitimate and constitutionally legal function of the Finance
Commission and, by extension, of the national government. Henceforth, the application
of conditionalities to grants would be treated as normal by finance commissions. Where
the commission could be faulted would be in the inadequacy of its actual effort to
overcome the fiscal predicament of the states.
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Twelfth Finance Commission (2005-2010): Radical Breakthrough in
Fiscal Restructuring
If there had ever been the hope that the Eleventh Commission’s monitorable fiscal
reforms programme would over a single five-year period overcome the challenges facing
fiscal federalism in India, that hope was soon belied. In reality, the budgetary balances
not only did not improve but they worsened. As against the targets of less than 1.0
percent and 6.5 percent share in GDP for the revenue deficit and fiscal deficit,
respectively, which had been posited by the Eleventh Commission, the Twelfth
Commission subsequently estimated the figures to actually stand at 4.5 percent and 8.9
percent for 2004-05.59 The blame for this outcome could hardly be placed at the door of
the Eleventh Commission, however. For an economy that continually jumps from one
crisis to another, it would be difficult to make projections for five years hence in the
future. For one thing, hefty wage and pension packages for public employees all over
India – due to the political compulsions of coalition governments and the power of public
sector unions in a democracy – plus a considerable economic slowdown intervened to
wreck the budgetary balances, particularly of the states. As the Twelfth Commission
pointed out in retrospect:
the six years from 1997-98 to 2002-03 have been the worst in the history of state
finances…. Unable to adjust their expenditure downwards, states depended more
and more on borrowing to finance their revenue expenditures in a period when the
nominal interest rates hit a peak. While the states finances smarted under these
multiple pressures, the economy … went into a recession, showing some of the
lowest real and nominal growth rates in the first three years of the new decade.
The impact of these changes, being felt in a short span of six years, was swift and
debilitating. In no other stretch of six years of the fiscal history of the states, has
there been a rise of more than 10 percentage points in the debt-GDP ratio as the
one which occurred in this period.60
This assessment serves as an apt reminder that decision-making in India often takes
place under the shadow of crises.
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The deterioration in the budgetary balances in the first half-decade of the
twenty-first century was, in large part, the result of one-time events, such as the
excessive wage concessions to public employees. But, for all the debate that had taken
place over the Eleventh Commission’s restructuring programme, that programme suffered
from the fundamental flaw that there was not enough incentive in it for the states to take
to the path of fiscal discipline. That commission’s “incentive fund” for deficit covering
grants was too small to motivate states to undertake adequate fiscal reform. The states
themselves maintained that “the size of the fund is insignificant and does not provide a
proper incentive,” and the centre tended to agree: “The size of the incentive fund … was
relatively small.”61
Under the circumstances, the task of providing a solution to the worsened
budgetary balances was passed on to the Twelfth Finance Commission, which was
appointed in November 2002 under the chairmanship of the highly respected economist
and administrator, Dr. C. Rangarajan.62 For its part, the new commission offered some
radical proposals to set India’s federal fiscal house in order; as the ever-authoritative
Amaresh Bagchi opined, the commission “has broken new ground in several key areas
and made recommendations which, if fully implemented, will have a far-reaching impact
on the finances and functioning of government in the country at all levels.”63
The terms of reference of the Twelfth Commission were largely similar to that of
the previous commission, in which over and above the standard task of dealing with the
vertical and horizontal imbalances and dispensing grants-in-aid, the national government
instructed the commission to “suggest a plan by which the governments, collectively and
severally, may bring about a restructuring of the public finances restoring budgetary
balance.” But going beyond that, the instruction included at the end of that sentence the
additional words “and debt reduction along with equitable growth,” thus adding new
tasks to the work of the Twelfth Commission.64 No doubt, the reference to debt
reduction and equitable growth was justified in view of the fiscal deterioration and also
the increase, meanwhile, in regional disparities. Significantly, however, the incremental
progression in the importance accorded to fiscal reform – from the Tenth to the Eleventh
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and then to the Twelfth Commission – underlined as well the expansion in the scope of
the finance commission’s work and the shift from the traditional task of devolution and
distribution to the newer task of fiscal consolidation and restructuring, making the latter,
in effect, the “centrepiece”65 of the Twelfth Commission’s report.
The priority task for the Twelfth Commission was the rescuing of the centre and
the states from the parlous fiscal condition in which they were placed as a consequence
of the persistence of revenue and fiscal deficits. In this respect, the commission saw
some promise for fiscal reform in the advance already made in the institutional
environment through the enactment by the national government in 2003 of the Fiscal
Responsibility and Management (FRBM) Act. That Act sought to bring down the centre’s
fiscal deficit to 3.0 percent. As is indicated below, this legislation, inspired perhaps by
the European experience as manifest in the Maastricht treaty and compelled by the
country’s own fiscal deterioration, soon became the basis for a more generalized fiscal
restructuring across the states.66

Attacking Public Debt
In its multi-dimensional strategy for fiscal reform, the Twelfth Commission continued to
place growth at the forefront, and was therefore concerned with issues of savings and
investment. But in view of the serious fiscal imbalances, it focused centrally on public
debt, which had serious consequences for public finance. The commission was struck by
the acceleration of growth in the debt-GDP ratio since 1996-97, with the ratio jumping in
a matter of half a dozen years from 56.3 percent in 1995-96 to 76 percent in 2002-03.
In the commission’s own understanding, however, a more adequate accounting of
liabilities would actually place the ratio at 85 percent. The villain of the piece here was
persistent fiscal deficits, but the result nonetheless was a vicious cycle in public finance
with fiscal deficits leading to rising debt, which in turn ended up in persistent fiscal
deficits.67
Consequently, the commission needed to attack the issue of debt
sustainability. Its key recommendation in this regard required the centre and the states
to bring down, in equal proportions, the combined debt to 56 percent (28 percent at the
centre, 28 percent for the states) and the fiscal deficit to GDP ratio to 6 percent (3
percent at the centre, 3 percent for the states).
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In its multipronged strategy for fiscal restructuring, the commission
recommended reforming the taxation system, imposing adequate user charges,
rationalizing subsidies, reducing the role of the public sector, reforming the planning
process, and increasing the role of the third tier of government in the delivery of public
goods. Of particular importance in terms of fiscal federalism was the targeting for reform
of the two areas of (1) the planning process, so as to remove the role of the centre as a
lender while at the same time enforcing a hard budget constraint, and (2) the public debt
of the states, with a view to restructuring it in order to reduce the fiscal burden on the
states.

A New Borrowing Regime
As already intimated, under economic planning, central assistance to the states for the
mutually agreed quinquennial and annual outlays for each state consisted of two parts –
30 percent grant and 70 percent loan in the case of general category states (the special
category states, often mountainous, are treated differently). The loan component was
borrowed by the centre from the market and then passed on to the states at an interest
rate which was at times 300 to 400 basis points higher than the borrowing cost incurred
by the centre. However, with states unable to abide by their debt obligations and the
centre unwilling to interrupt the planning process, the states were able to borrow more
and more funds from the centre to just keep going.
The Twelfth Commission now advanced a radical solution for the states’ debt
problem. It now required that in the future the centre terminate its role as an
intermediary between the market and the states (that is, “disintermediation”), while the
states would be encouraged to rely henceforth directly on the market themselves for
their borrowing needs at market interest rates. The centre would, however, continue to
provide the states the grant element under planning. The commission extended
somewhat similar treatment in respect of the centrally sponsored schemes, where the
grant element would be given to the states while the states would be allowed to
determine for themselves the precise mix of such schemes that they preferred. Along
with these changes, which linked the states directly to the market and its discipline, the
hard budget constraint would be enforced in order to induce fiscal discipline among the
states and to attenuate moral hazard.68
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Debt Restructuring
Even with the installation of this new “borrowing regime” for the states, there still
remained the issue of the overhang of debt accumulated in the past. Here, the
commission offered a debt restructuring plan, which consisted of two parts. One part
involved a debt swap under which the debt owed by any state to the centre would be
consolidated and then rescheduled for a new period of 20 years at an interest rate of 7.5
percent (compared to the contemporaneous average of 10.5 percent). This package of
consolidation and rescheduling of debt would make for a saving for the states of Rs.
212.76 billion on interest payments and Rs. 119.29 billion on repayments of the
principal.69 The commission sought to use this facility as an instrument of fiscal reform in
the states, and therefore made it dependent on compliance with an explicit conditionality.
That conditionality required, first and foremost, that the states adopt fiscal responsibility
legislation on the pattern of the centre’s FRBM Act that would commit them to phasing
out the revenue deficit entirely by 2008-09. At the same time, such legislation would lay
down annual targets for reducing revenue and fiscal deficits and also require the states
to supplement the budget with a statement on their fiscal strategy.70
The other part of the debt restructuring plan was much bolder, and it involved
debt write-offs. Under this debt write-off scheme, repayment write-offs were linked
directly to fiscal performance; they were made dependent on the quantum of annual
reduction of the revenue deficit. Eligibility for the scheme was limited to states that
contained their fiscal deficits to at least the level of 2004-05. As with debt consolidation,
debt write-offs also required fiscal responsibility legislation as a prerequisite. If all states
abided by these requirements, the total amount to be written off would be a staggering
Rs. 322 billion by 2008-09.71 The commission hoped that its debt restructuring provisions
“may prove to be effective instruments of fiscal discipline without compromising the
autonomy of the states.”72
A former senior advisor to the Planning Commission believed that “Overall, the
recommendations of the TFC [Twelfth Finance Commission] relating to debt relief for
states are far more significant than those made by previous commissions. The quantum
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of relief is substantial and the conditionalities are not unreasonable.”73 It is interesting to
note that Bagchi, who had as a member of the Eleventh Commission written a strong
note of dissent against the conditionalities of the monitorable fiscal reform package, was
quite appreciative of the Twelfth Commission’s work and raised no objection to its
conditionalities on the states. Perhaps, he was mollified by the Twelfth Commission’s
overall emphasis on equalization, its endorsement of the hard budget constraint, and its
encouragement of reliance on the market for fiscal discipline – all features that have
been important to Bagchi and the NIPFP school. Indeed, it would not be farfetched to
regard conditionalities as the moral equivalent of the hard budget constraint.
For the Finance Commission as an institution, the encounter with the task of
fiscal consolidation was a novel experience. Understandably, an adequate policy to cope
with the challenge of fiscal deterioration and fiscal stress did not emerge suddenly in
response. Rather, the institution evolved such a policy through an evolutionary process
of learning by doing over the course of three commissions from the Tenth to the Twelfth.
The Tenth Commission had started the process with a sharp analysis of the fiscal
deterioration that had taken place and it tentatively felt its way toward reform by linking
its debt relief scheme to fiscal performance. The Eleventh Commission carried forward
the process with a thorough and comprehensive analysis of the country’s fiscal malaise
and recommended a monitorable fiscal reform programme supplemented by
conditionalities. However, the incentive fund that it had provided for the purpose was
insufficient to motivate states to take to fiscal reform earnestly. It is with the Twelfth
Commission that there finally emerged a substantial fiscal reform programme that was
linked to adequate incentives. The programme had a significant impact through its wide
acceptance by the states though in the actual fiscal recovery and consolidation other
factors were involved as well.

Thirteenth Finance Commission (2010-2015):
Consolidation and Economic Growth

Sustaining

Fiscal

When the Thirteenth Finance Commission was appointed in November 2007, with the
renowned and influential economist and technocrat, Vijay Kelkar, as chairman, India’s
fiscal situation had vastly improved, principally perhaps because of the growth
acceleration after 2002-03.74 Over the five years from 2003-04 to 2007-08, the economy
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had grown at a rate of around 8.5 percent. Indeed, the commission itself exulted at the
growth acceleration and the accompanying improvement in revenue growth.75 While
other factors may have been at work, not least the fiscal correction measures
recommended by the Twelfth Commission, the buoyant economy had been instrumental
in restoring fiscal health at the centre and in the states, essentially by boosting revenues.
Fiscal deficit, revenue deficit and public debt at the centre as a share of GDP had
dropped from 4.48, 3.57 and 43.12 percent, respectively, in 2003-04, to 2.69 (that is,
less than 3.00), 1.11 and 40.66 percent in 2007-08. The fiscal performance of the states
proved to be even better; their aggregate fiscal deficit and revenue deficit as a share of
GDP came down from 3.40 and 1.25 percent, respectively, in 2004-05, to 1.51 and minus
0.94 percent in 2007-08; similarly, their public debt as a proportion of the aggregate
GSDP (gross state domestic product) fell from 40.49 to 35.28 percent.76 India seemed
well on its way to accomplishing its goal of fiscal consolidation.

Expanded Agenda for Finance Commission
Encouraging as these developments were, they could not be sustained, however.
Buoyed perhaps by the bonanza in revenues and believing as if the Indian economy was
on auto-pilot in terms of high growth, the central government launched several welfare
or populist measures, the most significant of which were the waiving of repayments on
bank loans to farmers and the rural employment guarantee programme on a national
scale. However, the main spoiler turned out to be external economic forces, comprising
first the boom in commodity prices (with oil prices tripling between early 2007 and mid2008) and then the wild financial contagion spreading from the bursting of the housing
bubble in the United States in 2006 to engulf the major American financial institutions,
eventually pushing the world into a deep recession in the second half of 2008. Little
wonder that the centre hurried to add another item to the Thirteenth Commission’s terms
of reference on August 28, 2008, asking it “to review the roadmap for fiscal adjustment
and suggest a suitably revised roadmap with a view to maintaining the gains of fiscal
consolidation through 2010 to 2015.”77
This additional task came on top of an already heavy and complex agenda for the
commission, which included – besides its customary tasks of devolution and distribution –
suggesting measures to maintain “a stable and sustainable fiscal environment consistent
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with equitable growth.” This latter task was to be accomplished after reviewing the state
of the finances of the centre and the states, particularly in respect of debt consolidation
and debt relief for the states following the recommendations of the Twelfth Commission.
In performing these tasks, the Thirteenth Commission was further instructed to
take into account: the resources and needs of the centre and states, the objective of
balancing revenues and expenditures and, additionally, the need to generate surpluses
for capital investment; the taxation efforts and additional resource mobilization by the
centre and states; the impact of the proposed installation of a GST regime; improvement
of public expenditure in order to get better outcomes; “the need to manage ecology,
environment and climate change consistent with sustainable development”; the proper
maintenance of capital assets created under economic planning and its monitoring; and
ensuring the commercial viability of irrigation and power projects as also of public sector
enterprises. In addition, the commission was asked to review the existing arrangements
for financing disaster management and disaster relief and to recommend appropriate
changes.
It is clear that the work of the Finance Commission is now of wide scope. It is
not surprising that the Thirteenth Commission’s report is the longest so far; it stretches
into two volumes, totaling 476 pages; the main report in Volume I covers 258 doublecolumn letter-size pages; Volume II, comprising appendices, covers another 217 pages.78
Any criticism of the length of the report should, however, be more appropriately placed
at the doors of the government, which establishes the scope of the commission’s work.
It would seem that the government – whether because it really needs expert advice or it
wants to avoid being seen as intrusive in imposing conditionalities on the states on its
own – has increasingly turned to the commission to undertake tasks that have to do with
fiscal consolidation and fiscal restructuring rather than simply deciding on fiscal transfers
as originally envisaged.
In the process, there has been a transformation of the Finance Commission into
a broader, though not permanent, think tank on public finance. Although deference is
often still paid to the notion that devolution and distribution of the divisible pool of taxes
is “the core task” of the Finance Commission, in fact that designation more appropriately
belongs to fiscal consolidation and the conditionalities that go with it; in fact, the
processing of devolution and distribution has now become only, in the words of the
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Thirteenth Commission, “one of the core tasks,” albeit “the most important task.”79 It
may well be that the rationalization and modernization of the task of devolution and
distribution since the Tenth Commission has simplified and standardized that task,
rendering it less demanding than it was earlier, thus enabling the commission to advise
on other tasks that the government deems important.

A New Roadmap for Fiscal Consolidation
As noted earlier, India may well have seemed as being on the way to accomplishing fiscal
consolidation during the first three years of the second half of the first decade of the
twenty-first century. However, this fiscal correction was undermined and reversed in the
remaining two years of the decade by three factors: (1) domestic policy shocks by way of
the implementation of the Sixth Pay Commission’s award with its hefty wage hikes for the
bureaucracy (first at the centre and then in a domino effect in the states), a populismdriven massive waiver of farm loans by fiat by the centre, and the launching of welfare
measures like the national rural employment guarantee programme; (2) global spiraling
of commodity prices, which added to the centre’s subsidy bill for fuel and fertilizer; and
(3) the global financial and economic meltdown in 2008, which necessitated a stimulus
programme that added to revenue and fiscal deficits. In this situation of fiscal
deterioration, the government entrusted the Thirteenth Commission with the task of
coming up with a new roadmap for fiscal consolidation.
In charting out such a roadmap, the commission was clear-eyed on what its
central aim ought to be. That aim was not merely to get back to the path of fiscal
adjustment that the Twelfth Commission had set out, from which the country now
seemed to have gone off track. To be sure, in its essentials, the new roadmap was not
very different from that of the Twelfth Commission. But, as Mihir Rakshit points out, the
Thirteenth Commission’s focus was “more on growth-enhancing public and private
investment than on reduction in deficit and debt per se. The latter, it is repeatedly
averred, is designed primarily to promote the former.”80 Indeed, the commission was
clear in its mind that the key to effective fiscal consolidation really lay in sustaining the
economy’s growth dynamism. It saw a two-way relationship in its “strategy of
expansionary fiscal consolidation,” where fiscal consolidation engendered higher
economic growth since it made possible increased investment in both the public and
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private sectors, while higher growth was enabling for fiscal stability because of the
increased revenues it brought in to the government. Sustaining the resultant virtuous
cycle was not, however, simply a matter of reducing deficits and debts, but it needed to
be supplemented by structural reform so as to widen and deepen markets, including
enhancing the productivity of public expenditure and advancing competition in both the
private and public sectors “and above all better governance at all levels of government
through increased transparency and accountability.”81
The commission was particularly mindful of the changes that economic
liberalization and accelerated economic growth had made to the national economic
scene. Where the state had once, in line with its larger geopolitical and strategic
priorities, assumed the principal role in pushing industrialization forward, the private
sector had now, after economic liberalization and accelerated economic growth, vastly
expanded its capacity to supply goods and services. Meanwhile, there had emerged
“new strategic imperatives like environmental sustainability, human development, rapid
urbanization and expansion of a knowledge society to capitalize on the demographic
dividend.”
Consequently, government needed to reorder its priorities for public
investment. Here, in order to add to the government’s fiscal space in attempting to cope
with these new challenges, the commission supported disinvestment and privatization of
the existing public sector enterprises, reasoning that it would allow the government “to
meet its overriding fiscal priority” of reducing the debt-GDP ratio while simultaneously
increasing public investment “in key strategic areas.”82
Strictly in terms of resuming the path of fiscal consolidation, the commission
emphasized the need to bring down the nation’s public debt – assumed to be 82 percent
of GDP in 2009-10 – sharply in view of “the imperative of creating an environment
favourable to private investment in the Indian economy.”83 The commission laid down
the target for debt at 68 percent by 2014-15 (centre, 45 percent; states, less than 25
percent). This was slightly more ambitious than the Twelfth Commission’s earlier target
of 75 percent. The Thirteenth Commission’s consolidation path for the centre in terms of
revenue and fiscal deficits was similar to the Twelfth Commission’s, however. It required
the progressive reduction and final elimination of the revenue deficit by 2013-14 and the
instituting thereafter of a permanent policy of no more revenue deficit in the future
81
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(except, of course, in exceptional circumstances) in line with the “golden rule” of no
borrowing for consumption purposes. Similarly, it asked for the fiscal deficit to be
reduced to 3.0 percent by 2013-14.84
There were some additional requirements also in the commission’s roadmap for
fiscal consolidation at the centre. One related to the FRBM Act, 2003, which the
commission valued highly. In the light of the experience of the economic shocks
experienced since its enactment, the commission wanted it amended in respect of three
aspects in order to make it more comprehensive and transparent: (1) specifying the
values of parameters on which revenue and expenditure projections are based and the
range within which variance in them is allowed without violating the FRBM targets, thus
enabling the government to make an evidence-based case for relaxing the targets; (2)
specifying the nature of the shocks under which FRBM targets could be relaxed; and (3)
requiring the national government to assume the additional costs of counter-recessionary
efforts implemented through the states – instead of revising the borrowing limits of the
states and adding to their debt burden – since macroeconomic stabilization and countercyclical policy are “the primary responsibility” of the centre; additional resources
mobilized for the purpose should be disbursed to the states on the basis of the formula
determined by the Finance Commission for horizontal distribution to the states.85
Beyond specifying the targets for fiscal correction and the revisions to the FRBM
Act, the Thirteenth Commission wanted the budgetary process improved through
requiring the annual budget to be supplemented by a Medium Term Fiscal Plan for the
next three years, which, modified every year, would commit the government to a fiscal
roadmap over the medium term.86
In addition, in continuity with the Twelfth
Commission’s call to end its role as an intermediary in the borrowing by states from the
market, the commission asked the centre to write off the loans to the states under the
centrally sponsored schemes and to desist from extending loans to states any more for
such schemes.87
In its attempt to mete out symmetrical treatment to the centre and states, the
Thirteenth Commission required monitoring of the centre’s performance in respect of
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FRBM through a special committee that would conduct an annual independent review.
The inspiration for this institutional innovation was its perception that the Twelfth
Commission’s conditionalities for debt relief had been quite effective in bringing about
fiscal correction in the states. The Thirteenth Commission envisaged this committee
becoming transformed in due course into an independent Fiscal Council which would
report to parliament through the Ministry of Finance. The commission believed it to be
“imperative that such an institution be developed to assist the government in addressing
its fiscal tasks in a professional, transparent and effective manner.”88
As for fiscal consolidation in the states, the Thirteenth Commission was evidently
pleased with their performance following the adoption of fiscal responsibility legislation
by 26 of the 28 states (Sikkim and West Bengal being the only two exceptions). There
may have been multiple causes for the fiscal consolidation, but it would be undeniable
that the Twelfth Commission’s conditionalities had played a significant role. Whatever
the underlying causes for this performance,89 the states had met the revenue and fiscal
deficit targets ahead of schedule; even their debt at less than 30 percent of GDP was
quite close to the target of 28 percent, while all general category states and three special
category states no longer had post-devolution non-plan revenue deficits.90
In the circumstance, the Thirteenth Commission encouraged the states to
continue doing what they had been doing in following the golden rule of zero revenue
deficit and, indeed, make it “a long term and permanent target.” It believed that the
target of bringing down their debt to less than 25 percent of GDP was a manageable one,
considering the success that they had achieved in the previous five year period. This
target would require them simply to maintain their aggregate fiscal deficit at 3 percent of
GDP. The commission further asked the states to amend their fiscal responsibility
legislation to set the targets for revenue deficit at zero percent or less and for fiscal
deficit at 3 percent. As an incentive for the states to do so, it made the release of all
state-specific grants conditional on such amendments.
The commission also required the states to implement structural reforms similar
to those that it had recommended for the centre, such as the medium term fiscal plan
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and an independent review mechanism. At the same time, it asked that the centre
prescribe borrowing limits for each state on the basis of that state’s performance in
respect of the fiscal deficit roadmap as determined by the commission; these borrowing
limits were to serve as “an enforcement mechanism for the fiscal correction by states.”91
It recognized that Sikkim and West Bengal had not been able to benefit from the scheme
of debt consolidation offered by the Twelfth Commission because of their failure to
comply with the required conditionality of enacting fiscal responsibility legislation; the
Thirteenth Commission was still willing to extend to these two states the benefit of debt
consolidation, but not of the debt write-off, if they were to abide by the conditionality.92
The Thirteenth Commission was apparently sensitive to objections about
conditionalities, but it recognized at the same time the imperative nature of
macroeconomic stability. While it requires coordinated national effort, macroeconomic
stability is nonetheless uniquely and inescapably the responsibility of the central
government. Fiscal consolidation of the nation-state is, however, inextricably linked with
the fiscal behaviour of the constituent states; the two cannot be compartmentalized, nor
can either in isolation be shielded from the impact of international economic forces,
especially in a more integrated world economy under globalization. Conditionalities at
the state level thus flow from these fundamental facts of contemporary economic
existence. The commission’s overall approach in this context was:
We have also carried forward the practice, introduced by FC-XII [Twelfth Finance
Commission], of incentivizing fiscal consolidation by states. The intent is not to
restrict the discretionary latitude of states with respect to their fiscal domain, but to
secure commitment by all states to the national fiscal consolidation required for
achievement of macroeconomic stability.93
In summary, with the Twelfth Commission having shown the way of what could
be accomplished through effective incentives, the Thirteenth Commission could take a
more relaxed view of fiscal consolidation in the states. It was, no doubt, helped in this
view by the realization, meanwhile, on the part of the states, too, that conditionalities
had been helpful to their own fiscal recovery and contributed more to their fiscal
autonomy in substantive terms by giving them control over larger resources than any
invocation of, and rhetoric about, such autonomy would have done.
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Chapter 3
RATIONALIZATION AND MODERNIZATION OF DEVOLUTION AND
DISTRIBUTION
Contemporary economic thinking on public finance places considerable emphasis on
issues of system design, sound incentives, avoidance of perverse incentives,
simplification of procedures, and transparency and accountability. Advancing this
element of rationalization and modernization is certainly evident in the work of postliberalization Finance Commissions in respect of fiscal transfers in the areas of both
devolution and distribution – the former between the Union and the states, and the latter
among the states – which had constituted the principal function of past commissions.

Tenth Finance Commission: Path-Breaking Innovations
While Guhan had certainly appreciated the Tenth Commission’s initiatives in the area of
fiscal consolidation, he thought that “conceptually, the most interesting part of the
report” related to its alternative scheme on fiscal devolution and distribution.94 Looking
at devolution first, the Tenth Commission dealt with the issue in two different ways – the
conventional and the novel or radical. Realizing that the shift to the novel procedure
would require a time-consuming constitutional amendment and was therefore not
relevant for the immediate future, by deliberate choice it worked out a formula within the
conventional approach in which the final outcome in terms of devolution to the states
would be the same as in its radical proposal. It did this in order to facilitate the transition
from the conventional mode to the novel one. In both cases, with fiscal stress as the
backcloth, it was guided by considerations of efficiency and equity, eager to provide
incentives to greater tax effort in relation to the former and to not disturb the share of
the states in respect of the latter.

Radical Change in Vertical Devolution
Constitutionally and traditionally, fiscal transfers from the centre to the states through
the Finance Commission had been tax-specific, revolving around the “net” proceeds from
two taxes – income tax and excise duties – each dealt separately, using different criteria.
The share of the states had climbed incrementally from 55 percent of net revenues from
income tax with the First Commission to as high as 85 percent with the Seventh, Eighth
and Ninth Commissions, leaving little incentive to the national government to be efficient
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in its collection of this particular tax. Interestingly, however, some of the states
clamoured for even more, asking for the share to be raised to 95 or 100 percent. Their
rationale for an enhanced share was based on the assumed higher buoyancy of the
centre’s revenues, especially from corporation tax, and on “the expenditure
responsibilities of the States, particularly for infrastructure, hav[ing] grown in the wake of
economic liberalization.”95 As in the case of income tax, the share of the states in excise
duties, which began modestly at 40 percent in respect of only three commodities with the
First Commission, had expanded over time to 45 percent for all commodities. Again, the
states wanted this share increased to 55 or 60 percent.
The Tenth Commission, however, decided to reduce the share of the states in
income tax from 85 percent to 77.5 percent in order to provide the centre greater
incentive in tax collection. At the same time, to compensate the states by an equivalent
amount for the loss from income tax, the commission raised the share of the states in
excise duties to 47.5 percent.96 Importantly, the Tenth Commission dispensed with the
application of separate criteria to the distribution of revenues from income tax and excise
duties. Instead, it used the same criteria for both taxes. Guhan believed that this
“adoption of an identical formula, predominantly based on population and the distance
criterion [in terms of per capita income], is a reform that is sound and progressive in its
logic.”97
Far more interesting than these changes in the traditional approach, however,
was the radical step that the commission recommended on an “alternative devolution
scheme,” the essence of which was to get away from limiting devolution to the states
from the centre to just income tax and excise duties. Under the new scheme, future
finance commissions would bring under their mandate the entire corpus of gross
proceeds of all taxes of the centre (except surcharges and cesses), with the commissions
then allocating from this combined or “divisible” pool a certain share to the states. This
was a sharp change from the constitutionally-dictated practice and a giant leap forward
to simplicity in fiscal transfers. The Tenth Commission saw merit in the new move since
“it would make the vertical sharing simple and transparent.” It felt: “In the context of
the current economic reforms, this new arrangement is likely to have distinct advantages
over the present system.” More specifically, the new scheme would allow the states to
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share in the overall buoyancy of the central taxes even though they would also feel “the
impact of the fluctuations” as well. The scheme would also give the national government
the freedom to determine its tax policy in an integrated manner, uninhibited by concerns
over not getting an adequate share of the tax proceeds. Importantly, it would
additionally remove suspicions on the part of states about the centre being selective in its
application of efficiency in collecting specific taxes.98 In Guhan’s view, the alternative
scheme “may prove to be a historic contribution if it stimulates thought and action on a
rational restructuring of federal fiscal transfers.”99
The idea of this alternative pattern of devolution was not original to the Tenth
Commission; the Tax Reforms Committee under Raja Chelliah had broached it in 1991.
Indeed, the Ministry of Finance itself had suggested to the Tenth Commission that it may
want to examine whether it would be a desirable proposition to move to a pattern of tax
sharing that was based on the centre’s entire tax pool. It had favoured placing the share
for the states at 22-23 percent for a fixed period of 20 years.100 It is apparent, however,
that it is only with economic liberalization that the idea was first mooted and became a
matter for serious consideration. The Tenth Commission made a formal recommendation
for its adoption, allocating a share to the states from the total divisible pool, but one that
was much larger than what the Ministry of Finance had contemplated – 26 percent plus
an additional 3 percent, in a fifteen-year arrangement.101
The Tenth Commission’s bold move on vertical devolution demonstrated the selfcorrecting and self-steering capacity of the state in India for fiscal reform at the time,
though it required the pressure of fiscal distress and the general thrust of economic
liberalization to persuade it to act.

Horizontal Distribution
In relation to horizontal distribution among the states, too, the commission’s proposals
were “a significant step forward in terms of logic, simplicity and equity” insofar as they
applied uniform criteria in respect of distribution for both income tax and excise duties.
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The origins of this seminal change, though unacknowledged, actually lay in a note of
dissent that the late Dr. Raj Krishna had given in 1978 to the Seventh Commission.102
The hallmark of horizontal distribution is supposed to be progressiveness, but
ironically several past commissions had at one time – by using, even if only in part, the
criterion of the contribution made by individual states to the central proceeds of income
tax – advantaged the richer states, thus reducing such progressiveness. The Tenth
Finance Commission’s own common criteria for distribution of both income tax and excise
duties were based on population, 20 percent; per capita income distance (or
disadvantage relative to the top three states), 60 percent; tax effort, 10 percent; area, 5
percent; and infrastructure weakness, 5 percent. Conceptually, population and income
distance represented need; area (dispersed territory) and infrastructure weakness
reflected cost disability; and tax effort as also fiscal discipline depicted fiscal efficiency.103
If one takes income distance and infrastructure weakness as representing economic
backwardness, the Tenth Commission’s total weight of 65 percent for it in horizontal
distribution was symbolic of its readiness to be helpful to the disadvantaged states.
Overall, the Tenth Finance Commission’s work on devolution and distribution was
truly path-breaking and established the mold for the functioning of subsequent finance
commissions.

Eleventh Finance Commission: Tweaking the Numbers, But Questioning
Tax Assignments
The predominant concern of the Eleventh Commission was the situation of extreme fiscal
stress and how to promote fiscal correction. In the circumstance, it did not invest too
much effort on the nuts and bolts of the task of devolution and distribution, but its
concern with fiscal correction did not leave that task entirely unaffected.
The centre’s memorandum to the Eleventh Commission had underlined that a
key reason for the high fiscal deficit at the centre was the high magnitude of revenue
transfers to the states. However, the commission made little change in respect of
devolution of tax revenues; it merely tweaked the ratio of 29 percent of centre’s net tax
revenues for devolution to states by raising it to 29.5 percent. At the same time, it took
a more comprehensive view of resource transfers in order to protect the interests of both
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the centre and states. In this endeavour, it now placed an “indicative limit” or ceiling on
total transfers to the states (including transfers by the Planning Commission and central
ministries) at 37.5 percent of the centre’s gross revenues, regardless of the channels
under which they were transmitted.104
With little change in respect of devolution of tax revenues, the commission
sought to accomplish its goal of reducing fiscal and revenue deficits through “providing a
structure of incentives which is designed to reward fiscal prudence and discourage fiscal
profligacy.” This it did directly by adding fiscal discipline (7.5 percent) to the criteria for
distribution of revenue shares among the states – population, 10 percent; income
distance, 62.5 percent; area, 7.5 percent; infrastructure weakness, 7.5 percent; and tax
effort, 5 percent – and it specified the indices for measuring tax effort and tax discipline.
It attempted to aid fiscal consolidation indirectly also by strengthening the “normative
principle” or “normative approach” through applying it more systematically in assessing
the needs and resources of the states.105 Again, it designed its debt relief scheme “to
promote improvement in revenue balances without resort to such doubtful methods as
writing off of debts, extensive rescheduling and moratorium.”106

“Vertical Imbalance” and Reassignment of Tax Powers
Although the Eleventh Commission may not have elaborated much on the nuts and bolts
of devolution and distribution, it raised a more fundamental issue about the assignment
of tax powers that demands a deeper analysis. The commission pointed out in its
analysis that there existed a “vertical imbalance” between the centre and states in regard
to revenues because of the specific assignment of tax powers in the constitution, and it
went on to prescribe reassignment of tax powers:
Restoration of budgetary balance on an enduring basis would require institutional
reform. A major source of fiscal instability is the vertical imbalance that necessitates
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transfer of revenues from the Centre to the States. The first step towards achieving
fiscal stability and accountability is to reduce this vertical imbalance as much as
possible so that the governments at all levels are able to raise the resources they
require, keeping the need for transfers at a minimum. This in turn calls for a review
of the scheme of assignment of tax powers and functions between the Centre and
the States in our Constitution.107
This position of the commission corresponds closely with Bagchi’s own view that “the new
India’s constitution built into it provisions that invested the centre with a position of
dominance. These detracted from its character as a true federation…. The governmental
form created by free India’s constitution has been characterized as ‘quasi-federal’. In
several respects, the unitary elements clearly overshadowed the federal attribute.”108 By
extension, apparently the same imbalance between the centre and the states manifested
itself more specifically in the fiscal arena as well. Similarly, Govinda Rao holds that “the
constitution exhibits a clear centripetal bias in the distribution of tax and regulatory
powers” and he also refers to “the centralization inherent in the constitutional assignment
of powers…. a high degree of fiscal centralization and vertical fiscal imbalance.”109 He
reiterates: “Responsibility for most broad-based and progressive tax handles has been
assigned to the centre…. The constitutional assignment and developments over the years
have caused a high degree of vertical imbalance.”110
Interestingly, both Bagchi and Rao attribute the centre’s dominance or
centralization to the fact of the constitution being framed under special circumstances.
Bagchi assumes that the constitution-makers were “driven by fears following the Partition
that accompanied Independence, of the country breaking up further on the one hand and
by the vision of a strong and united nation on the other.” Rao, too, brings in the
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partition but in a different manner: “first, once the Muslim majority areas opted out of
India to form Pakistan, the major reason for a loose federal structure had vanished;
second, a strong centre was found desirable to safeguard against fissiparous tendencies
within some of the constituent units.”111
While there may be merit in this attribution of the overall domination of the
centre or its centripetal character to the historical fact of partition and secessionist
threats – and their proposition in this respect is certainly not novel – Bagchi and Rao err
in assuming that the same argument holds for the assignment of tax powers and, thus,
for the “vertical imbalance.” There is likely an ecological fallacy at work here, according
to which what is true of the whole is necessarily true of all its parts. Quite the contrary,
the vertical imbalance in federal finance does not flow from some hidden attempt by the
centre at independence to grab excessive tax powers at the cost of the states in a grand
endeavour at centralization. Indeed, it is absolutely wrong to set the centre against the
states on the particular issue of vertical imbalance. Fundamentally, the vertical
imbalance flows directly out of the “horizontal imbalance” actually existing in the country
– the fact of unequal development among the states, where the states were and are at
different levels of development and, therefore, of wealth. In other words, if there had
been no horizontal imbalance, there would likely have been no vertical imbalance except
perhaps that which was dictated by considerations of efficiency in tax collection. There
were certainly plenty of political stalwarts from the regions to fight for the rights of the
provinces (states) in the Constituent Assembly, incidentally a body elected indirectly by
provincial legislatures. Despite that, the provinces agreed to the distribution of financial
powers in the constitution that made the centre the custodian of the more lucrative
taxes.
The fundamental reason for the agreement by the provinces on the particular
distribution of financial powers was the division among them, then as now, between the
rich and the poor provinces. That made equity considerations paramount. The basic
question then was, as it would be now if the issue were reopened, what would happen to
the poor provinces if a larger area of tax powers was left with the provinces. The poor
provinces of the time were interested more in resources or revenues rather than in tax
powers as such. The redistribution on the basis of need that they wanted could not take
place among the provinces on their own if it were left to them alone to manage. They,
therefore, chose to let the centre have the tax powers and to let it distribute the
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revenues. It is, thus, the division between the rich and poor provinces, not the partition
or the fear of secession, which is responsible for the particular vertical fiscal imbalance.
As Granville Austin pointed out in his classic work on the making of the Indian
constitution:
The logical result of these views was increased Union authority. With the provinces
– or at least seven out of the nine of them, not counting the former Princely States –
in favour of sharing revenues on the basis of need, there had to be an agency to
fulfil this coordinating role, to collect the revenues of the richer provinces and to
distribute them among the poorer. Certainly revenues could not be effectively
divided by province-to-province negotiations. The inevitable third party between the
wealthy and the poorer provinces was the Union Government – whose part as
dispenser of bounty would be watched over by the Finance Commissions.112
The issue of assignment of tax powers is important enough to deserve a fuller citation
from Austin’s analysis:
The focus of the problem was the three richest provinces – Bombay, West Bengal,
and Madras. On their willingness to share depended much of the effectiveness of a
cooperative system of revenue distribution. And, as might be expected, these
governments entered the negotiations proclaiming their right to the largest
percentage of tax revenue collected within their province. Because the personal
income tax provided the largest sum of divisible revenue, it evoked the most
interest. The Government of Bombay expressed to the Expert Committee the belief
that it should receive one third of the total divisible revenue from income and
corporation taxes, as it was the largest contributor under these heads. The
Government of West Bengal believed that the distribution of income tax proceeds
should be on the basis of ‘collection’ or derivation. Madras apparently put forth no
demands of this sort. According to these demands, Bombay would have received 33
percent of income tax revenues, after having contributed 45.8 percent of the total
revenue, and West Bengal would have received her contribution of 28.6 percent of
income tax revenue. Together the two provinces would have received between
them approximately 62 percent of the divisible amount, although they had but 17
percent of the nation’s population. Fortunately, neither Bombay nor West Bengal
held fast to these demands which were morally untenable, anyway, because their
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large tax revenues were mainly due to the fortuitous location in Bombay and
Calcutta of the head offices of many large business concerns. And in the end they
agreed to leave the distribution to Parliament, subject to later adjustments by the
Finance Commissions. This demonstration of a cooperative spirit again contrasts
with the Nigerian experience, where the richer Western province was most reluctant
to support the poorer Northern and Eastern provinces.
The other provincial governments joined Bombay, Bengal, and Madras in
demanding an increased share of revenues from the Union, but for the provinces as
a group, not merely for themselves. They were content, however, to cite ‘need’ as
the principle upon which revenue distribution should be based and to leave the
details of distribution to subsequent negotiations – in fact, to the Finance
Commissions. Although the role the Union Government was to play in disbursing
funds may not have been wholly satisfactory to the provincial governments, as there
was no alternative it had the attraction of the inevitable.
One provincial
government, the Central Provinces and Berar, went so far as to suggest that the
Union’s role be increased.113
It needs to be underlined that Austin also pointed out that:
… when provincial representatives called for increased provincial revenues they did
so out of pride and the desire that their province might meet its social responsibilities
rather than from any dream of ‘provincial autonomy’. The Assembly’s approach to
the framing of these portions of the Constitution, as well as the financial provisions
themselves, exemplify Birch’s description of cooperative federalism…. In twenty
memoranda from provincial governments to the Assembly about sales tax and on the
distribution of revenues, each placing the strongest possible claim for increased
funds, no provincial government couched its demands in terms of protecting its
autonomy or of ‘states rights’.114
In retrospect, perhaps the poor states have not benefited sufficiently from the
mechanism for distribution of tax revenues in the constitution as they thought they
would. It is well-known that inter-state disparities have continued and, in some respects,
increased over the decades. There may be many causes for the persistence or the
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increase of regional disparities, such as initial conditions, nature of governance, and
economies of agglomeration. However, such persistence or increase cannot necessarily
be attributed to the failure of finance commissions to single-handedly mitigate regional
disparities.
Whatever may have been the failure earlier in this respect, since the Eighth
Finance Commission considerable weight has been accorded to economic backwardness
in the recommendations of finance commissions.115 In the schema of the Tenth
Commission for distribution of revenues among the states, the weights were: population,
20 percent; per capita income distance (that is, disadvantage), 60 percent; infrastructure
weakness, 5 percent; and others, 15 percent. The Eleventh Commission marginally
improved the progressive elements: population, 10 percent; per capita income distance,
62.5 percent; infrastructure weakness, 7.5 percent; and others, 20 percent. What is
noteworthy is that its report was followed by an uproar on the part of the richer states,
led by the then Andhra Pradesh Chief Minister Chandrababu Naidu, over the commission
having allegedly discriminated against them in favouring equity over superior and
prudent fiscal management.116 The moral of this episode, however, is that the poor
states could not really expect social justice from their richer fellow states, but only from
the centre and its institutions (regardless of their many imperfections), and that their
ancestors had chosen wisely in determining the assignment of tax powers. In this light,
it would seem that the position of the Eleventh Commission and of the NIPFP school on
reassignment of tax powers to rectify the vertical imbalance is really a regressive one
and, in objective terms, means siding with the richer states even if it may not have been
so intended.

Twelfth Commission: Further Modernizing Devolution and Distribution
At first sight, any superficial review of the recommendations of the Twelfth Commission is
likely to suggest that the commission merely tweaked the numbers inherited from the
previous commission by increasing – undoubtedly, to the benefit of the states – the share
of the states in the net proceeds of the centre’s shareable taxes from 29.5 to 30.5
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percent and by similarly increasing the “indicative limit” of all central transfers to the
states from 37.5 to 38.0 percent.117
Indeed, it may further seem that the commission had grievously erred – perhaps
in an attempt to preempt protests by the richer states like the ones that they had
mounted against the Eleventh Commission’s report – in reversing the progressive trend in
the distribution among the states by downgrading the role of equity. Such a reversal
may be seen in the commission drastically reducing the weight given to the criterion of
per capita income distance (to 50.0 percent from the Eleventh Commission’s 62.5
percent) and eliminating altogether the criterion of infrastructure weakness, while
upgrading the role of efficiency by increasing the weight for tax effort from 5.0 per cent
to 7.5 per cent and retaining that of fiscal discipline at 7.5 per cent.118 Such a reading of
the commission’s intent would, however, not only be a misrepresentation of the
commission’s thinking but also the very opposite of the direction that the commission
wanted fiscal federalism to take. Of course, it has to be kept in mind that the principal
task entrusted to the commission was fiscal restructuring in view of the sorry state of
public finances, and spurring tax effort and rewarding fiscal discipline had necessarily to
be part of any fiscal design to that end.
An indication of what was central to the thinking of the commission in terms of
equity among the states is the highlighting by the Twelfth Commission, at the very outset
of the report, of the concept of “equalization” as a guiding principle in fiscal transfers in
view of its potential contribution to both equity and efficiency.119 The aim of equalization
in fiscal transfers is to insure that all citizens, regardless of the state in which they may
be located, have the same access to certain basic public goods and services. The
concept itself is not new to finance commissions in India. Interestingly, it was first
articulated by the First Finance Commission (1952-1957), which stated that “an important
purpose of grants-in-aid is to help in equalizing standards of basic social services.”120
While in this manner equalization funds compensate the states for any deficiency
in fiscal capacity, it is also important that they ought not to undermine the states’ own
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revenue effort, which point makes intelligible the commission’s emphasis on tax effort
and fiscal discipline among the criteria for the horizontal distribution of shareable taxes.
In this respect, the Twelfth Commission re-emphasized the importance of the normative
approach – where finance commissions make their independent assessment of the
resource position and needs of the states – in order to neutralize any adverse incentives.
At the same time, it was appreciative of the application of the equalization principle in
Canada and Australia, both of which it visited. The commission, no doubt, was
constrained by the weight of past practice in India’s fiscal federalism from making a clean
break in favour of applying the principle on a larger, if not full, scale, but Bagchi gave it
“credit for at least trying to carry the logic of equalization further than any FC [Finance
Commission] in the past.”121
A key mechanism in the explicit introduction – partial, no doubt, at this stage – of
the equalization principle by the Twelfth Commission was the considerable change it
recommended from the recent past about dividing the fiscal transfers from the centre
between tax devolution and grants-in-aid. Traditionally, the fiscal transfers under the
auspices of finance commissions have accounted for about two-thirds of the total fiscal
transfers from the centre to the states (the remainder being managed through economic
planning and the central ministries). For their part, finance commissions have employed
two routes to further distribute this share to the states – tax devolution (which states
prefer since it is without conditions and is regarded as flowing from a constitutional
entitlement), and grants-in-aid which may be either “unconditional and general purpose
or conditional and purpose-specific.” For its part, the Twelfth Commission saw the
grants-in-aid as a superior instrument for purposes of redistribution and, accordingly,
“allowed a greater role for grants in overall finance commission transfers.”122 It is
noteworthy that, in the case of the five finance commissions prior to the Twelfth
Commission, grants had a share on the average of less than 10 percent as compared to
tax devolution, which was apportioned a little over 90 percent; even the 10 percent share
is an exaggeration since the average is boosted by the unusual figure of 13.47 percent
for the Eleventh Commission. In any case, as against this average, the Twelfth
Commission raised the share of grants to 18.87 percent in an effort to advance
equalization.123
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With the extra leverage of a larger share for grants, the Twelfth Commission
decided to contribute to equalization among the states, even if only in a limited manner
at this time, through focusing on two social sectors, that of education and health:
While the amount of transfer required for a full application of the equalization
approach would be too large, we have decided to focus on two critical areas of
deficiencies, namely, education and health. But only a partial correction could be
made, because of [the] large disparity between the relevant group average and the
actual per capita expenditure of some of the constituent states, particularly those
having low fiscal capacity and large population.124
The amounts allocated were strictly an additionality, intended to supplement what was
currently being spent by either the state or the centre (under planning or centrally
sponsored schemes) in these areas.
Besides the equalization grants for education and health sectors, the Twelfth
Commission made a variety of other grants to the states for the maintenance of roads
and bridges, public buildings, and forests. In addition, it provided grants to meet certain
needs of specific states, such as for water supply, technical education, e-governance,
building state capitals for new states, modernization of police forces, sports facilities,
tourism development, agricultural breakthroughs, and so forth.125 It would not be remiss
to point out that some of these areas would have been more appropriately handled by
the Planning Commission.

Thirteenth Finance Commission: Refining and Elaborating Devolution
and Distribution
The Twelfth Finance Commission had made equalization a key objective in its handling of
the issue of devolution and distribution. Perhaps continuity with that objective over a
substantial period would have made for stability in policy over time and thus enabled
analysts to assess its consequences. However, the Thirteenth Commission chose to
replace it with an idiom that had greater resonance with contemporaneous policy-making
– “inclusiveness.” As it proclaimed, “The overall approach of the Commission is to foster
‘inclusive and green growth promoting fiscal federalism’. This is the vision underlying the
Commission’s recommendations on inter-governmental fiscal arrangements and on the
124
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roadmap for fiscal adjustment.”126 Perhaps, the difference need not be exaggerated, and
equalization may be regarded as simply a subset of inclusiveness. Indeed, the
Commission itself states that it is “concerned with equalization, not equity,” and goes on
to explain:
all citizens of India should expect to receive a comparable standard of public
services, irrespective of where they reside within the Republic of India. The intent is
to ensure that the states and local bodies have the fiscal potential to provide
comparable levels of public services, at reasonably comparable levels of taxation.127
As the necessary initial step to horizontal distribution, the Thirteenth Commission
increased the share of the states in the divisible pool of net tax proceeds of the centre
from the Twelfth Commission’s 30.5 percent to 32 percent, and raised the “indicative
ceiling on all revenue account transfers” (including those from the Finance Commission,
Planning Commission and central ministries) from the Twelfth Commission’s 38.0 percent
to 39.5 percent. There seems to be a pattern here of every successor commission
proceeding as if it has invariably to incrementally raise the share of the states established
by its predecessor.
Table 3.1: Fiscal Transfers to States by Finance Commissions: Criteria and
Weights (%)
Criterion
Population
Area
Income Distance/Fiscal Capacity Distance
Infrastructure Weakness
Fiscal Discipline
Tax Effort

Tenth
20
5
60
5
-10

Eleventh
10
7.5
62.5
7.5
7.5
5

Twelfth
25
10
50
-7.5
7.5

Thirteenth
25
10
47.5
-17.5
--

Source: Reports of the various Finance Commissions; see also D.K. Srivastava, “Vertical Sharing and Horizontal
Distribution of Resources: The Equity and Efficiency Trade-Off,” Economic and Political Weekly, vol.
45, no. 48 (November 27, 2010), pp. 64-70.

After deciding on the vertical devolution from the centre to the states, the
commission tackled the issue of the criteria for horizontal distribution of fiscal transfers
among the states, and here it chose to make some changes by way of both simplification
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and innovation. Recent commissions have used both equity and efficiency as the guiding
principles in their choice of criteria and the weights assigned to them. Table 3.1 displays
the criteria and the weights from the tenth to the thirteenth Finance Commissions.
It is apparent that the Thirteenth Commission has further simplified the
distribution by reducing the number of criteria to four from the six of the Eleventh
Commission and five of the Twelfth Commission. But it has also added to the complexity
of the schema by changing the simple criterion of per capita GSDP distance as a proxy
for tax capacity (or, interpreted differently, need) to a more complicated one of “fiscal
capacity distance,” worked out on the basis of three-year averages of state GSDP
separately for two sets of states – general category states and special category states
(the latter consisting largely of states in mountainous regions and northeastern India).
Experts in public finance did not see much merit in this particular innovation over the
existing per capita income distance criterion.128
Regardless, what is striking is the decline in the element of progressiveness or
equity as reflected in the shrinking weight of the distance criterion from the Eleventh (70
percent, as a combined figure for distance and infrastructure) to the Twelfth (50 percent)
and then again to the Thirteenth Commission (47.5 percent). Correspondingly, there is a
consistent rise in the weight of fiscal discipline from the Eleventh (12.5 percent, as a
combined figure for fiscal discipline and tax effort) to the Twelfth (15 percent) and to the
Thirteenth Commission (17.5 percent). It is interesting to note that the protests that the
richer states mounted against the Eleventh Commission’s report were not evident after
the Twelfth and Thirteenth Commissions submitted their reports. That the appeasement
of the richer states through reducing the weight of the distance criterion and boosting
the weight of fiscal discipline may have really been part of a considered design is
intimated in the advice offered in a book by two authors, one who had served as
chairman of the Twelfth Commission and the other as a member of the same
commission:
A large part of equalization should be delivered through grants rather than
devolution. This will create the possibility of reducing the weight attached to the
distance formula a little more and arrest the fall in the share of high income and
middle income states.129
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A detailed analysis by Professor Pinaki Chakraborty at NIPFP attempts to
determine the gainers and losers by dividing the states into three groups – low-income,
middle-income and high-income – and comparing the impact on them of the
recommendations of the Eleventh, Twelfth and Thirteenth Commissions (in that order).
In this analysis, there has apparently been stagnation in the share of the low-income
states (53.76, 53.79, and 53.62 percent) and a sharp improvement in the share of the
high-income states (9.75, 11.20, and 10.94 percent). On the other hand, the share of
the middle-income states is said to have declined (29.19, 26.84, and 25.84 percent).130
These results, however, are misleading in that they are largely an artifact of limiting the
comparison through making the Eleventh Commission the base for generalization.
Extending the base even to just the Tenth Commission reverses part of the results. What
is more, Rangarajan and Srivastava document the secular decline in tax transfers to highincome states from the Third Commission onwards. What their data for the longer term
show is a considerable rise in the share of the low-income states, which they describe as
“the major gainers”, and a corresponding decline in the share of the middle-income and
high-income states.131 The two latter groups of states, however, derive economic
benefits in many other ways from being part of the Union.132
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As political jurisdictions that are predominantly oriented to production and manufacturing, the medium and rich states
benefit by way of the higher income and larger employment that they are able to avail of from the vast national market
in which the poor states belong largely to the category of consumers. In a sense, tax transfers to the poor states lead in a
circular process to enrich the middle and high income states as they facilitate the purchase of goods and services from
the latter. Besides, taxes levied on the goods that are exported to the consuming states bring additional income to the
producing states.
The middle and high income states benefit, too, from the higher plan investments, location of central public enterprises,
concentration of public sector bank branches, higher credit-deposit ratios, and the consequent higher economic growth;
see M.Govinda Rao, “Reform of Intergovernmental Fiscal Arrangements for Balanced Regional Development in a
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Additionally, these states have been able to make much more effective use of the central subsidies for food, fertilizer
and fuel because of their superior administrative capacity and higher incomes; indeed, such subsidies are regressive from
the perspective of the poor states; see GoI, Thirteenth Finance Commission, Report, p. 33. The richer states have also
been the principal beneficiaries of economic liberalization and globalization by way of advancing their industrial
growth.
It should be noted that the centre’s requirement that Finance Commissions use 1971 census, rather than current census,
figures for population in their calculations on distribution also works to the advantage of the richer states. While
initially the requirement was meant to reward states with more effective population control, it is now considered by
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Some have objected to the schema for distribution as harboring contradictory
elements insofar as it incorporates both the redistributive element of income or fiscal
capacity distance and the fiscal discipline element133 which tends to be more associated
with states having higher fiscal capacity. The point is well taken, but there seems to be
no escape from it as long as one objective continues to be to provide an incentive for
fiscal discipline, that is, greater fiscal prudence, even while assuring a reasonable
measure of redistribution. Even if the requirement of fiscal discipline were not to be
included in this schema, as long as that objective remains important then the criterion
will appear somewhere else in the overall scheme of fiscal transfers.
Table 3.2: Grants-in-Aid to States (Rs. Billion)
I

Local Bodies

II

Disaster Relief
(including Capacity
building)
III Post-devolution Nonplan Revenue Deficit
IV Performance Incentive
V

Elementary Education

VI Environment

875.19

VII Improving Outcomes

263.73

(a) Reduction of Infant Mortality Rates

518
15
240.68
150

144.46

(b) Improvement in Supply of Justice
(c) Incentive for Issuing UIDs
(d) District Innovation Fund
(e) Improvement of Statistical Systems at
State and District Level

(a) Protection of Forests

(f) Employee and Pension Data Base

(b) Renewable Energy

VIII Maintenance of Roads and Bridges

(c) Water Sector
Management

IX

State-specific

X

Implementation of model GST
Total

199.3
279.45
500
3,185.81

Source: GoI, Thirteenth Finance Commission, Report, p. 10.

Grants-in-Aid
Beyond the vertical devolution of tax proceeds, the Finance Commission, as already
known, provides grants-in-aid for defined purposes.
The Thirteenth Commission
allocated a total sum of Rs. 3,185.81 billion to the states in grants-in-aid for a variety of
purposes, which are summarily indicated in Table 3.2. Some have objected to the large
many to be anachronistic and as penalizing the more populous and poorer states; see, for example, Srivastava, “Vertical
Sharing,” pp. 64-70.
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number of types of grants-in-aid,134 which fact is not fully revealed in the table; for
example, the improvement of supply of justice (VII.b) includes projects for: operation of
special shifts of courts outside regular hours; establishing alternative dispute resolution
centres and training of mediators/conciliators; lok adalats (people’s courts); creation of
posts of court managers; and maintenance of heritage court buildings. There were, in
addition to these India-wide grants, state-specific grants; these covered over 200
projects in 28 states, a considerable expansion over the 63 projects in the Twelfth
Commission’s report.135 There has been some criticism of the Finance Commission
dealing with such a large number of matters, but it would seem that the Finance
Commission has no option but to deal with them when they are included by the
government in its terms of reference. A more positive perspective on the issue would be
that the mechanism enables the Finance Commission to serve as a national forum where
states can approach the centre for extra funding for special projects that are important to
them.
A pertinent issue in relation to grants-in-aid is the lack of continuity from one
commission to the next. The Twelfth and Thirteenth Commissions were about similar in
the share of grants-in-aid in fiscal transfers (18.89 and 18.03 percent, respectively).
However, the Twelfth Commission with its emphasis on equalization in the supply of
public goods and services had focused on two social sectors – education and health – as
an initial step. The Thirteenth Commission, however, did not continue and expand on
this focus, but chose instead to emphasize only elementary education.

The Issue of Conditionalities
One probably contentious issue relating to the grants-in-aid pertains to conditionalities
that require the states to treat the grants as an additionality in funding for the purposes
specified and to bear with the monitoring that they entail. By and large, the Thirteenth
Commission’s report did not provoke much reaction, whether from the states or
elsewhere, testifying to the reasonableness and acceptability of such conditioning. Some
critics have, however, raised objections to the practice. Placing the issue in a larger
context than that just relating to the grants-in-aid, Rao avers:
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and (10) establishment of a centre for innovations in public systems.
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A major concern is the abundance of conditionalities imposed by the THFC
[Thirteenth Finance Commission]. Besides the conditions on GST compensations…,
there are several conditions stipulated for achieving fiscal consolidation and
incentivizing local bodies. There are questions over the design and implementation
of these conditions, in addition to monitoring compliance. Not surprisingly, some
states have raised the issue of autonomy.”136
The reference to autonomy would seem to have more to do with the GST than with
conditionalities more generally. But the NIPFP school can tend to be more royal than the
king in advocating state autonomy, eager to set the states against the centre; for
example, on a broader canvas, Chakraborty writes, appealing again, in a style typical of
the school, to the spirit of the constitution without specifying where in that document
the particular spirit resides:
On the revised road map for fiscal consolidation, it needs to be emphasized that
suggesting state-specific, year-wise, fiscal adjustment paths not only limits the fiscal
manoeuvrability of states but also impinges heavily on their fiscal autonomy. This
approach of the THFC seriously compromises the idea of the Finance Commission
itself, which, in accordance with the spirit of the Constitution, is required to protect
the fiscal autonomy of states. It is high time that India as a federal country starts
seriously thinking about how to get out of this kind of technocratic approach to a
subject that goes beyond the deficit numbers and a very narrow idea of fiscal
prudence. The prime issue here is nurturing federalism in the country by correcting
vertical and horizontal imbalances without compromising fiscal autonomy, and that
cannot be done in a dictatorial way. Even though the Finance Commission is an
independent arbiter, it should refrain from making recommendations that clamp
down heavily on the fiscal autonomy of states. Mute acceptance of these
recommendations by the states and their adherence to them is also surprising.137
Other observers, equally expert, beg to differ on the issue, however, and defend the use
of conditionalities on the reasonable ground that without them funds are likely to be
diverted elsewhere.
In his broad survey of the Thirteenth Commission’s
136
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recommendations specifically regarding grants-in-aid, Narayan Valluri, a former civil
servant, is clear about the need for conditionalities because in their absence “there would
have been no guarantee that the states would spend these amounts for the purposes
that the Thirteenth Commission intended. They could have squandered the additional
resources on schemes of self-aggrandizement … or on politically populist schemes that
are economically indefensible and may also have had ecologically deleterious
consequences.”
Facing squarely the issue of state autonomy, Valluri argued: “As long as
conditionalities are not intrusive, they do not circumscribe the autonomy of states…. By
and large, the conditionalities imposed by it [Thirteenth Commission] are intended and
designed to ensure that the moneys that states would otherwise have spent on these
areas are not reduced and substituted by the grants-in-aid recommended by it. In other
words, they are fashioned to ensure genuine additionality of expenditure.” Indeed, he
took a wider swipe at critics who set the states against the nation, asserting: “Purists
may cavil at tied and conditional grants-in-aid linked to ‘directed’ spending, protesting
that they erode the autonomy of states. However, one could take the view that
autonomy rooted in the principle of subsidiarity is overshadowed by the larger national
interest of ensuring incremental expenditure on desirable, and in the long run, growthenhancing social-sector expenditures, which otherwise might be starved of adequate
funding.”138
Valluri was not alone. M.A. Oommen, who specializes on local government at the
Institute of Social Sciences in New Delhi, also did not have any problem with the
Thirteenth Commission’s conditionalities in respect of the third tier of government. He
thought that “All of them are important and desirable measures to incentivize the states
to carry on and make decentralized governance durable.” Indeed, he was miffed by the
commission not conditioning its grants in support of local bodies as an additionality.139

Criticism of “the Gap-Filling Approach”
Among the many grants-in-aid awarded by the Thirteenth Finance Commission, three
stand out in terms of their amounts: local bodies, Rs. 875.19 billion; post-devolution nonplan revenue deficit, Rs. 518.00 billion; and implementation of the model GST, Rs.
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500.00 billion. Together they represent close to 60 percent of the total for all grants.
The GST grant is a special case, specific to the period of the Thirteenth Commission and
is designed to persuade the states to sign up for a GST regime by assuring them that the
centre will cover any losses to the states for switching to the new tax regime. The grant
for local bodies will be taken up for discussion in the next chapter. The grant for postdevolution non-plan revenue deficit has been a regular feature for finance commissions.
Its intent is to cover any revenue deficit of one or more states that still remains after the
distribution from the centre’s divisible pool of tax revenues among the states.
Because of the likely adverse incentive effect on the states of covering such
revenue deficits, the practice has been the subject of repeated and sharp criticism, in
which it is characterized as “the gap-filling approach.”140 Whatever may have been the
merit in this criticism in the past – and it has undoubtedly served a useful function in
underlining this shortcoming to policy-makers – it does not seem to have much relevance
in regard to the Thirteenth Commission. Whether as a result of the buoyancy in fiscal
transfers to the states from the centre, or because of the buoyancy in the states’ own
revenues – following their switch to VAT in 2005 and the post-Twelfth Commission fiscal
correction – none of the general category states qualified for this particular grant.
Among the eleven special category states – special because of certain locational,
demographic or social disabilities – eight states qualified, all of which except Himachal
Pradesh and Jammu & Kashmir are located in the northeastern region of India; the three
remaining states in this category that did not qualify were Assam, Sikkim and
Uttarakhand.141

Impact of Distribution on Equalization
A critical question relates to the impact of the fiscal transfers from the centre to the
states under the auspices of the Finance Commission, both by way of tax devolution and
grants-in-aid. Despite the various criticisms leveled from time to time against the
Finance Commission’s schema of fiscal transfers, it can still be maintained that the
commission does a fairly reasonable job in providing for equalization. Important insight
into this aspect is provided by a sophisticated analysis by Dr. D.K. Srivastava, a senior
authority on public finance, in which he investigates the impact of fiscal transfers by the
Thirteenth Finance Commission.
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Srivastava takes the fiscal transfers to a state to consist of three components: (1)
a “vertical component,” which is an amount equal to that received by the highest per
capita income state, on the understanding that all the other states will receive an amount
that is higher than that because of the additional transfers coming from the other two
components; (2) an “equalizing component,” which reflects compensation for the
weakness in fiscal capacity; and (3) a “residual component” that covers special needs and
incentive allocations. In his analysis, Srivastava found that the vertical component in the
fiscal transfers to all the states amounted to 54 percent of the total transfers, with the
rest belonging to the other two components. The residual component covering special
needs and incentives was less than 10 percent of the total transfers. The remainder of
about 36 percent thus belonged to the equalizing component, and Srivastava concluded
that it would “be able to achieve 90.5% of the needed equalization.
This is
142
commendable.”
In an another analysis in respect of the Twelfth Commission,
Rangarajan and Srivastava maintain that “the degree of equalization achieved was nearly
88 percent.”143 Govinda Rao, too, finds that, while central transfers taken together
manifest “a fair degree of interstate redistribution”, the equalization is basically a function
of Finance Commission transfers.144

Stability in Fiscal Transfers
Although any commission’s treatment of fiscal transfers from the centre to the states by
way of both tax revenues and grants-in-aid often leads to considerable contention on the
part of analysts and public figures, the outstanding fact is that there has been an
amazing stability over time in the shares of the different states. An analysis by the
Thirteenth Commission of the awards of the previous twelve commissions demonstrates
that the deviation from the mean share for a state over all the commissions has rarely
been over 1 percentage point, particularly since the Fifth Finance Commission. Indeed,
the deviations in the case of tax transfers alone are largely less than half a percentage
point, although differences in the case of grants tend to be larger. As a consequence,
the Thirteenth Commission provides an interesting and significant conclusion on the
revenue sharing process in India:
… in general, the inter se shares of Finance Commission transfers have not varied
widely over the various Commissions. This is an important feature of the political
economy of India’s fiscal federalism.
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This remarkable stability across time and over a variety of circumstances (for
instance, the years of fiscal squeeze as well as the relative fiscal abundance of
recent years) has meant that the structure of inter-governmental fiscal relations has
not been ‘shocked’ by changes in macro-fiscal circumstances and has, in turn, not
caused structural shocks to the macro-fiscal situation in the Indian economy.145
Undoubtedly, in statistical terms the variations among the states fall within a narrow
range. However, since vast sums of money are involved in these transfers a quarter or a
half or three-quarters of a percentage point means a difference of hundreds of millions of
rupees for some of the larger states; for example, total transfers to Uttar Pradesh and
Bihar under the Thirteenth Commission’s award were Rs. 3,121.40 billion and Rs.
1,729.44 billion, respectively.146 Regardless, it is obvious that at least insofar as the fiscal
transfers under the auspices of the Finance Commission are concerned, partisan
considerations are absent since such commissions have functioned under a variety of
political dispensations at the centre. In that sense, the institution of the Finance
Commission performs a crucial integrative function in the Indian political system. It is
noteworthy that fiscal transfers through the offices of this institution have constituted
more than 68 percent of all fiscal transfers from the centre to the states under the Tenth,
Eleventh and Twelfth Commissions.147
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Chapter 4
THE NEW SALIENCE OF AIDING LOCAL GOVERNMENT
Aid to local government is a new development in the history of the Finance Commission.
Interestingly, even as late as the Tenth Finance Commission there was no mention at all
in its terms of reference about fiscal transfers to local government, whether rural or
urban. Yet, that commission on its own initiative decided to provide grants to local
bodies to the tune of Rs. 53.81 billion (1.38 percent of the total divisible pool).148 No
previous finance commission had advanced grants specifically intended for local bodies.
In offering such grants, however, the Tenth Commission was taking cognizance of events
in the wider polity.
While India’s constitution had instructed the state to encourage the development
of local self-governing institutions, particularly in the rural sector, it was not until the
enactment of the 73rd and 74th amendments, initially introduced by the government
under Prime Minister Rajiv Gandhi in 1989, that constitutional status was conferred on
such institutions as a third tier of government besides the Union and the states. Some,
of course, with a touch of conspiracy theory, saw in this move a sinister attempt by the
centre to stem the rising power of the states by boosting a countervailing power at the
local level. In actuality, the local rural and urban bodies are still without any legislative
power, are politically and administratively subordinate to the states, and are financially
poor and dependent. Although post-independence India saw several efforts to make
local government into an effective agency of development and democracy, such efforts
did not prove to be fruitful. Ultimately, the government appointed a committee in 1986,
under the chairmanship of the jurist L.M. Singhvi, to investigate how the weaknesses of
local government could be overcome.
This committee recommended that local
government be given constitutional recognition. After much delay, the constitution was
amended in 1993, requiring the states “to devolve power and responsibilities upon local
bodies with respect to the implementation of schemes for economic development and
social justice.” The amendments had as their objective, in part, to meet “an imperative
need to enshrine in the Constitution certain basic and essential features of Panchayati Raj
Institutions to impart certainty, continuity and strength in them.”149
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The constitutional amendments required state governments to enact legislation
on the financial management of the local bodies, including delegation of authority for
collection of certain taxes and provision of grants-in-aid. They further asked that each
state appoint a State Finance Commission every five years to assess the financial needs
of the local bodies and to recommend funding for them. Under the amendments, the
Finance Commission at the centre was asked to take on the additional function of
assessing the reports of the various state finance commissions and making
recommendations on supplementing state revenues for supporting the local bodies.
The Tenth Finance Commission had been appointed before the 73rd and 74th
amendments on local government had come into effect. However, no change in the
commission’s terms of reference was made after the constitutional amendments. The
commission, nonetheless, felt that not providing funds to the third-tier institutions at their
inception would impair their development. It was strongly of the view that: “The
panchayats/municipalities are late entrants in our federal democratic structure but their
action or inaction is likely to affect the welfare of the people and area under their
jurisdiction more directly than either the actions of the State or the Union.”150 The
commission therefore decided to push ahead and it made additional grants to the states
to augment the resources of the local bodies on an ad hoc basis (Rs. 43.81 billion for
rural local bodies, and Rs. 10.00 billion for urban local bodies). It warned, however:
we think it is necessary to guard against generation of dependency for resources at
each sub-national level. The three-tier structure, with two layers of Finance
Commissions, may generate expectations that in the end it will be the responsibility
of the Centre to channel resources through the State Governments to the
panchayats and urban local bodies. The fiscal system can scarcely meet such
expectations. Panchayats and urban local bodies need to have well-defined sources
of income and taxing powers. They must be encouraged to exploit them in the full,
relying on transfers from the above only at the margin and preferably on a matching
basis. Decentralization of the development process is a desirable objective. But it
can prove effective only if local resources are mobilized for local development, thus
ensuring minimum leakage and cost-effective deployment.151
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This warning has proven to be in vain, however, in the face of the step-motherly
treatment of local bodies on the part of state governments: “in actual fact central funds
constitute the bulk of the funding to local bodies through the Centrally Sponsored
Schemes and Additional Central Assistance.”152
Subsequently, when appointing the Eleventh Commission in 1998, the centre
explicitly asked it in the terms of reference to advise on aiding the local bodies after
reviewing the reports of the states’ finance commissions. However, the reports of these
state commissions were of unequal quality, so the Eleventh Commission and, later, the
Twelfth Commission also, continued the practice of making ad hoc grants to local rural
and urban bodies.

Thirteenth Commission: Strengthening Aid to the Third Tier of Government
Many had seen the 73rd and 74th amendments of the constitution as making the
decentralization of power to the local level more effective, which would in turn aid in the
more efficient delivery of public services. However, the experience of the two decades
since the enactment of the amendments points to mixed results in actual
decentralization. On the one hand, there have been regular elections to the local bodies,
as result of which three million representatives are elected to a quarter million local
institutions.153 On the other hand, the states have, with a few exceptions such as Kerala
and Karnataka, proven largely resistant to transferring adequate functions, funds and
functionaries to the local bodies. Instead, they have simply importuned the centre to
give more funds to local bodies over and above the fiscal transfers that they themselves
receive. There is profound irony, some call it hypocrisy, in this behaviour since the states
often make demands for greater decentralization from the centre to themselves and
invoke the principle of subsidiarity to that end. However, they remain non-cooperative in
extending decentralization downwards from the states to the local bodies.
Since the Tenth Commission for the first time set aside an ad hoc grant for local
bodies, subsequent commissions had been making grants also on an ad hoc basis,
apparently because the poor quality and non-comparability of the reports of state finance
commissions prevented them from making a systematic assessment of the needs of the
local bodies. The reports of the state commissions have, however, continued to be poor
or not comparable. The Thirteenth Commission nonetheless made a departure from past
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practice and recommended that the funds for the local bodies be allocated as a share of
the divisible pool of the centre’s taxes, which would be over and above the share of the
states in fiscal transfers.154 In this manner, the commission gave some recognition to the
third tier as a distinct entity in fiscal transfers even as it accorded that tier access on a
more stable basis to a buoyant source of revenues.
The Thirteenth Commission’s allocation of a share of 1.93 percent of the divisible
pool to the third tier, made available after converting it into a grant-in-aid,155 was quite
generous in comparison to those of the earlier commissions when configured as a share
of their respective divisible pools (Tenth, 1.38 percent; Eleventh, 0.78 percent; and
Twelfth, 1.24 percent).156 The commission was persuaded to make the “larger fiscal
transfers to the local bodies” by the need “to encourage speedier implementation of the
73rd and 74th amendments regarding the transfer of functions and functionaries in
consonance with the subsidiarity principle.”157
The distribution of the local body grant among the states was based largely on
the criteria of population (50 percent) and area (10 percent). Even though the
commission favoured using the additional criterion of an index of decentralization in order
to “incentivize states to empower” local bodies, it did not employ it because of lack of
adequate data for it; instead, it used an index of devolution (15 percent), which referred
to the amount transferred to local bodies by state governments from their own
resources.158 Other criteria used were: per capita income distance (10 percent for rural
bodies, 20 percent for urban bodies); proportion of scheduled castes/tribes in the
population (10 percent for rural bodies); and the index of utilization of the Finance
Commission local body grant (5 percent).
The grant allocated by the Thirteenth Commission for the local bodies consisted
of two components. One was a basic grant, which would be provided to all states. The
other was a performance-based grant, which would be made available only to those
states that met a package of nine conditionalities,159 all of which one expert observer
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described as “important and desirable measures to incentivize the states to carry on and
make decentralized governance durable.”160 Some of the conditionalities required state
governments to institute an audit system for local bodies, a system of independent local
body ombudsmen, and a system for electronic transfers of grants intended for local
bodies within five days after receipt from the central government. Others asked state
governments to remove any impediments to the levying of property tax by local bodies,
and to set standards for the services that local bodies provide.161
Keen supporters of local self-government, while concerned at the excessive,
almost complete, and increasing dependence of local bodies on funds from above, were
overall appreciative of the initiatives undertaken by the Thirteenth Commission. They
believed that it had made “significant departures” and that, despite some deficiencies, its
recommendations “could help to strengthen the process of democratic decentralization in
the country.”162
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Chapter 5
SUMMARY AND CONCLUSIONS
The critics of globalization have posited economic segmentation, and eventually the
disintegration of the economy, as one of the key consequences of globalization and the
associated phenomenon of economic liberalization. India with its two-decade experience
of coping with the challenges of economic liberalization offers a valuable opportunity for
examining the possible occurrence of such a consequence as well as the policy response
to it on the part of the state. This study has addressed the issue of globalization’s
alleged causal linkage to economic segmentation and disintegration through more
narrowly focusing on a single area of the economic and political life of a nation, though a
critically important one – that of fiscal federalism, more particularly the institution of the
Finance Commission that advises on fiscal transfers from the centre to the states.
Political and economic segmentation in one form or another has, of course, long
been a feature of social life in India as evident in the splintering of the political party
system, the regionalization of politics, the fragmentation of the country’s potential
common market, the tendency to intermittent economic crises, and the rise in regional
disparities – all of this being well in evidence in the years and decades prior to economic
liberalization. Immediately before economic liberalization, India also confronted a major
fiscal crisis of the state, which in a sense precipitated the shift to liberalization in the first
place. However, liberalization, in turn, initially aggravated the fiscal deterioration at the
centre and in the states, because of the reduction in taxes and revenues.
Regardless of the sources of the challenges to India’s fiscal federalism –
economic liberalization or the fiscal crisis that preceded it – India’s two-decade
experience suggests that, despite its many failings and weaknesses, the state in India
has coped with these challenges by and large with a fair measure of success. The state
has been able to do so because of the nature of its inherited institutions, no matter how
weakened over time, and also because of the policy choices – no doubt, evolved through
a process of trial and error – made by its sophisticated political and bureaucratic elites,
even while functioning in a highly competitive and fractious political system.
With these institutions and elites, the state has shown a remarkable capacity for
self-correction and self-steering in the midst of challenges and crises. Like other states,
this state has a logic that is independent of the economy; while it, no doubt, constantly
interacts with the economy, the state is not necessarily epiphenomenal and cannot
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simply be reduced to the economy. Rather, it attempts to play an integrative role in
countering the tendencies toward economic segmentation, whether these preceded
economic liberalization or were generated by it. For its part, economic liberalization, too,
despite initially aggravating the fiscal stress, turned out to be helpful to the state in
fostering economic integration by virtue of the growth acceleration that it facilitated,
which proved enabling for policy-makers to cope with the challenges in fiscal federalism.
Thus, globalization and economic liberalization can be seen to have benign effects also.
The key institution in the state in relation to fiscal federalism in India has been
the Finance Commission. This institution, which was envisaged and established by the
founding fathers of the republic as part of the country’s constitutional framework, is by its
very nature an integrative mechanism in fiscal federalism. As a sort of pan-Indian
institution, the Finance Commission promotes integration through its very engagement in
an active process of consultation on an India-wide basis with all the major stakeholders
in the fiscal federal process – centre, states, local government, and interest groups –
before rendering its award-like recommendations on the extent and mode of fiscal
transfers from the centre to the states. It has worked under a variety of political
dispensations and, consisting of highly qualified professional authorities, it has shown a
considerable degree of independence.
Both the Finance Commission and the state of which it is a part have
demonstrated remarkable adaptive capacity in dealing with the challenges to fiscal
federalism emergent from economic liberalization, directly or indirectly. In the process,
the Finance Commission itself has undergone substantial change in its management of
fiscal transfers from the centre to the states. The direct and indirect impact of economic
liberalization on the functioning of the Finance Commission is evident in three different
areas. First, the Finance Commission has vastly expanded the scope of its work after
being entrusted with the entirely novel task of assessing the country’s fiscal condition and
making recommendations on fiscal correction and consolidation both at the centre and,
especially, in the states. This expansion has come about as a consequence of the
situation of fiscal distress that the country faced before and after economic liberalization
and of the ongoing need for fiscal sustainability in a competitive international
environment. The expansion has an uncanny resemblance to the much later move in
2011 by the EU to introduce fiscal discipline among its member states and thus perhaps
install an incipient fiscal union among what until now have been sovereign states. It is
interesting that this move has taken place in the context of a major financial crisis
threatening the solvency of the EU states.
86

Second, the Finance Commission has rationalized and modernized the process of
devolution and distribution of fiscal transfers from the centre to the states, bringing in
greater simplicity and transparency to the process. It made a bold and radical departure
from past practice in fiscal devolution. Under a new transfer regime, it replaced the
earlier constitutionally-mandated tax-specific transfers to the states, along with their
different criteria for distribution among the states, with a single fiscal transfer to the
states from a combined or divisible pool comprising all the net tax proceeds of the centre.
The Finance Commission has further attempted with reasonable success to juggle the
competing claims of equity and efficiency in the further distribution of this fiscal transfer
among the states with varying needs and fiscal capacity.

Third, the Finance Commission has additionally assumed the important task of
supplementing the resources of the local government bodies, which have been made into
“the third tier” of government by constitutional amendment. While this is not a direct
consequence of economic liberalization, since local self-government as a political goal has
antecedents that long predate that event, decentralization has increasingly come to be
regarded as a part of the country’s economic reform programme. The inclusion of local
government in economic reform rests on the assumption that it is a more effective
vehicle in using public finances since it is a more efficient mechanism for the delivery of
public services.
However, the states, which are otherwise strong votaries of
decentralization in principle, resist the real decentralization of functions, funds and
functionaries to below their own level.
Responding to the challenge of fiscal consolidation has since economic
liberalization literally become the core task of the Finance Commission, and therefore
forms the focus of the conclusion here. Through a process of learning by doing over the
course of several successive appointments, the Finance Commission finally figured out
the right mix of policies, incorporating financial incentives and conditionalities, to
encourage fiscal reform in the states with a view to fostering fiscal correction and
consolidation. Indeed, as a result, India and the Indian states were on course in fiscal
consolidation before that process was suddenly interrupted by the global financial
meltdown near the close of the first decade of the twenty-first century. In this process of
fiscal consolidation, which was resumed after the global financial crisis subsided, the
Finance Commission and more broadly the Indian state provided an astute mix of
accommodation and firmness to assure compliance with fiscal reform in the states. Given
the parlous condition of the states’ public finances and its linkages to the nation’s
finances, such reform was deemed essential to macroeconomic stability, which is not only
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the responsibility, in India as elsewhere, of the national government, but is also essential
to the overall efficiency of the Indian national economy in functioning in a globalized
competitive world economy.
While the conditionalities may have been initially resented by the states, they
were made palatable, indeed profitable, for the states through the accompanying
financial accommodation in the form of debt consolidation and debt write-offs, the
burden of which the Finance Commission placed on the centre. With the hindsight of
experience, the states, too, came to realize that the conditionalities had widened their
fiscal space by enabling them to put their public finances on a more solid basis. Through
the combination of firmness (conditionalities for fiscal reform) and accommodation
(additional resources), the Finance Commission and the centre were able to cope with
the challenges to fiscal federalism during the period of economic liberalization. It is
worth noting that, even though appointed by the centre, the Finance Commission has
endeavoured not only to be fair-minded in responding to the concerns of the states but
also to be even-handed by insisting that the centre, too, abide by the roadmap laid out
by it for fiscal consolidation at the centre. Ironically, insofar as the process of fiscal
consolidation on a national basis was inspired or aided by economic liberalization and
globalization since such consolidation is central to these social processes, it would seem
that globalization and liberalization have been “nationalizing” for India rather than simply
segmenting as assumed by the critics.
Table 5.1: Share of the Centre and States in Combined Revenue Receipts
(Percent)
Average for
Commission
Periods
Eighth
Ninth
Tenth
Eleventh
Twelfth*

Share of Centre
Before
After FC
After
Transfers Transfers
Total
Transfers
65.4
49.1
38.7
62.8
45.6
35.3
60.8
44.1
36.3
58.5
40.4
33.3
62.6
42.4
35.7

Share of States
Before
After FC
After
Transfers Transfers
Total
Transfers
34.6
50.9
61.3
37.2
54.4
64.7
39.2
55.9
63.7
41.5
59.6
66.7
37.4
57.6
64.3

Source: GoI, Thirteenth Finance Commission, Report (New Delhi: December 2009), p. 61.
*Average for first three years.

The fiscal accommodation extended by the Finance Commission and the centre
to the states is certainly evident not only in the consolidation of debt of the states and
the debt relief accorded to them, but also in the overall fiscal comfort provided to them
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with more generous fiscal transfers from the centre. These fiscal transfers to the states
demonstrate a slight rising trend over the recent medium term. Table 5.1 provides data
on the share of the centre and the states in the combined revenue receipts of the centre
and states. It shows that the share of the states has tended to rise after Finance
Commission transfers (and also after total transfers), while conversely the share of the
centre has tended to decline, during the period since the Eighth Finance Commission
(1984-89), which largely coincides with the period after economic liberalization. Any
conception of the centre as having been niggardly toward the states is thus shown
decidedly to be a myth.163 Note that the share of the states in the total revenue receipts
of the nation (centre and states combined) is almost two-thirds under the Eleventh and
Twelfth Finance Commissions, while that of the centre is only about a third – that is, the
share of the states is about twice that of the centre in India’s total revenues. Note, too –
in view of the criticism about the multiplicity of channels in fiscal transfers – that the bulk
of transfers have taken place under the auspices of the rule-based institution of the
Finance Commission, particularly during the periods of the Tenth, Eleventh and Twelfth
Commissions.
Statistical data can at times, especially over the short or medium term, make for
differing interpretations. But the considerable change in favour of the states in resource
transfers from the centre is made tellingly manifest by data over the long term. This is
abundantly evident in Table 5.2 on total (including Finance Commission) transfers to the
states as a share of the centre’s gross revenue receipts (CGRR) and as a share of GDP at
market prices over the entire period of the first twelve Finance Commissions. It should
be noted that the data in this table cover a different dimension than in the previous table
in that they pertain to the receipts only of the centre (not the combined receipts of the
centre and states), and they bring in the aspect of transfers as a proportion of GDP.
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Table 5.2: Total Fiscal Transfers from Centre to States (Percent)
Finance Commission Period

First
Second
Third
Fourth
Fifth
Sixth
Seventh
Eighth
Ninth
Tenth
Eleventh
Twelfth*

Transfers as a share of
Centre’s Gross Revenue Receipts
(CGRR)
23.9
30.7
25.1
31.1
34.7
31.8
38.2
38.1
39.1
35.6
35.9
40.8

GDPmp
1.2
2
2.3
2.6
3.3
3.5
4.4
4.8
4.8
4.1
4.2
5.2

Source: C. Rangarajan and D.K. Srivastava, Federalism and Fiscal Transfers in India (New Delhi: Oxford
University Press, 2011), p. 227.
*Average for first three years only

The time span of the twelve Finance Commissions can be conveniently divided
into four successive periods of three commissions each. The table makes obvious that
there is a significant jump from the share of the states in CGRR and GDP at an average
of 26.6 percent and 1.8 percent, respectively, in the first period to 32.5 percent and 3.1
percent in the second period, and then again to 38.5 percent and 4.7 percent in the third
period. The last period sees a small decline to 37.4 percent and 4.5 percent, a function
perhaps of the fiscal stress of the time, which is reflected also in a reduction in the share
of taxes as a proportion of GDP; the figures themselves for the period may be somewhat
tentative because they cover only the first three years of the Twelfth Commission. Even
with its small decline, the fourth period provides a significant contrast with the first and
second periods. In its totality, this table reinforces some of the conclusions drawn from
the previous table.
To be sure, states are likely to continue to manifest “voice” (complain) against
the centre, since that provides them with greater leverage in bargaining with the centre
for more and still more revenues. However, the OECD has conclusively shown how India
is unusual compared to OECD federations in the generous apportionment of revenues to
the states (see Table 5.3) though it at the same time notes that the centre in India does
90

not carry the responsibility of social insurance taxation and payments. Moreover, even as
strong a critic of India’s fiscal federalism as Bagchi had perforce himself to acknowledge
in 2003 that:
Judged by the share of the states in aggregate government expenditure the
allegation about centrist bias would not appear to be valid. Of the total government
expenditures in India the states have consistently accounted for more than 50
percent, and the proportion now stands at nearly 58 percent…as compared to no
more than 40 percent in USA (including the expenditure of local governments) and
45 percent in Australia.164
Table 5.3: Tax and Revenue Structure of State Governments in Selected
Federal Countries: 2002, Percentage of Total Central and Second Tier
Government Tax Revenues
Countries

Australia
Austria
Belgium
Canada
Germany
Mexico
Switzerland
United States
India

States
Own Tax
Revenue

States
Shared Tax
Revenue

15.9
1.7
15.3
38.2
3.2
2.4
29.1
22.4
39.4

13.4
8.1
8.7
0.6
20.2
0
3.1
0
15.8

States
Total Tax
Revenue
29.3
9.7
24
38.8
23.4
2.4
32.2
22.4
55.2

Grants from
Central to
State Govts.
9.5
8.8
2.8
8.8
6.2
46.1
18.5
13.3
12.1

States Tax
and Grant
Revenue
38.8
18.5
26.8
47.7
29.7
48.5
50.7
35.2
67.3

Source: Richard Herd and Willi Leibfritz, “Fiscal Policy in India: Past Reforms and Future Challenges” (OECD
Economics Department Working Paper No. 595; Paris: OECD, 2008), p. 31.

The pattern of distribution of revenues before transfers, no doubt, demonstrates
a vertical imbalance as between centre and states (Table 5.1), but that is a function of
the horizontal imbalance in fiscal capacity, in turn related to the state of development,
among the states. The poorer states seem to trust the centre more with the assignment
of larger tax powers than they do their fellow richer states. While economic disparities
may have increased, the Finance Commission still provides a considerable degree of
equalization in revenue sharing.
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Overall, it is evident that the Indian state has managed quite reasonably well the
challenge of economic segmentation that the critics of globalization had underlined. This
has been done not only through fiscal transfers under the auspices of the Finance
Commission but through other mechanisms as well. The state has additionally sought to
counter economic segmentation through tax reform in the form of VAT at the centre and
in the states, and through the ongoing efforts to create a common market by pushing tax
reform in the form of GST, which though is still a work in progress.
Although the state has been fairly successful in its efforts at fiscal consolidation,
it is reasonable to assume that such success is likely to be tentative and its future
uncertain. That is so because a transitional society under a democratic framework tends
to push political elites towards intermittent bouts of competitive populism and, thus,
towards fiscal profligacy. But that is less a function of globalization and economic
liberalization, and more of the internal nature of society and polity.
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