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GS II Functions and Responsibilities of the Union and the States, Issues and Challenges 

Pertaining to the Federal Structure, Devolution of Powers and Finances up to Local Levels 

and Challenges Therein. 

1.  Fiscal federalism in India 

India has a Federal form of Government (rather quasi-federal). Therefore, the system of 

indirect taxation which is followed is also federal in nature. 

Fiscal federalism 

· Fiscal federalism refers to the financial relations between Union Government and the state 

governments. 

· It focus on how expenditure and revenue are allocated across different vertical layers of the 

government administration. 

· Article 246 and Seventh Schedule of the Indian Constitution distributes powers and allots 

subjects to the Union and the states with a threefold classification. 

Broad principles associated with fiscal federalism 

· Fiscal equivalency: The principle of “fiscal equivalency” requires a separate jurisdiction for 

each public service. 

· Principle of subsidiarity: The “subsidiarity principle” states that functions should be 

performed at the lowest level of government. 

· The principle, if not explicitly but implicitly, implies hierarchy. 

· The deeper questions that arise are who will decide, and for whom, coupled with which 

functions will be assigned to which level. 

Federalism in India, pre-independence 

· Under the Act of 1773, the Calcutta presidency was given full powers over the other two 

presidencies of Madras and Bombay, which for the first time resembled setting up a 

government. 

· Only in the Charter Act of 1833, however, was a central fiscal authority with presidencies as 

integral constituents actually formed, which vested the financial and legislature powers in 

India solely in the Governor-General of Bengal, who was designated the Governor-General 

of India, centralising the entire administration. The current system of the financial year 



 

 

ending on 31 March, along with the principles of the English budget system, was adopted 

with the Crown taking direct control in 1858.  

· The Union, State and Concurrent Lists in the current Indian Constitution have its genesis in 

the first budget, which was presented in 1860-61 under the new system. 

· A system of diarchy, dividing the administrative subjects into two categories of central and 

provincial was the result of the Montague-Chelmsford reforms enacted in the Government of 

India Act, 1919.  

· Under the Act, provinces gained power by way of delegation, whereas the central legislative 

retained the power to legislate on any subject for the entire country. The Act also divided the 

sources of revenue between the centre and provinces. 

· The Government of India Act, 1935, established a federal system with provinces and Indian 

states as two distinct units. Under the act, legislative powers were distributed under three 

lists: the Federal List, the Provincial List and the Concurrent List. This act made the revenues 

and finances of the provincial government distinct from those of the federal government.  

· The act also provided for the collection and retention of levies by the federal government and 

spelt out details for the distribution of financial resources and grants-in-aid to provinces. As 

per the act, such sums as prescribed by his majesty – in Council – were to be charged on the 

revenues of the federation.  

· The Government of India Act, 1935 established the basic structure of fiscal federalism in 

India, one that survives today. 

· The Constituent Assembly was constituted in 1946, which adopted a unitary form of 

government. The federal framework evolved, though indigenously, over a period. The final 

shape of the federal form of government and federal finance was incorporated in the 

Government of India Act, 1935.  

· The framework also had some features of a parliamentary system. However, the nature of the 

relationship between the proposed federal government and the provinces of British India 

relative to that of the princely states was resolved only after independence, but before the 

Constitution was adopted. 

Federalism in India, post-independence 



 

 

· For most of the post-independence era, the existence of the Planning Commission injected 

centralising dependence in more ways than one. The Planning Commission became a parallel 

institution for the transfer of resources from the Union of States.  

· While the focus of the Finance Commission remained on the revenue account, the Planning 

Commission was concerned predominantly with the capital account. Successive Finance 

Commissions commented on this as being inconsistent with the spirit of the Constitution in 

the devolution of resources.  

· There were other developments, like the 73rd and 74th Amendments of the Constitution in 

1992 giving status to Panchayat Raj institutions and Urban Local Bodies with specific 

functions assigned to them under the 11th and 12th schedules. 

· As coordinating entities between the central and subnational governments, two key 

institutions have remained: the National Development Council constituted in 1952 to oversee 

the work of the Planning Commission (to approve their five-year plans and their mid-term 

appraisals), and the Inter-State Council, set up following a Constitutional Amendment in 

1990, based on the recommendations of the Sarkaria Commission Report. Centre-state 

relations and their dynamics have kept pace with the changing needs of the time. India has 

changed remarkably in its economic policies and its governance rubric. 

The role of the Finance Commission in India’s federal architecture 

· The Finance Commission has an important role to play in India’s overall federal architecture. 

In fact, it may be older than the Constitution of India.  

· Article 280 of the Constitution says the Finance Commission was formed to define the 

financial relations between the central government of India and the individual state 

governments. 

· The Finance Commission broadly assesses the overall gross tax revenues of the union: 

cesses, surcharges and non-tax revenue are netted out from gross tax revenue to arrive at the 

net divisible pool (NDP).  

· Following a constitutional amendment in 2000, the divisible pool now consists of all taxes of 

the union and not merely income tax and excise duty.  

· Thus, in deciding the distribution of the corpus contained in the net divisible pool, the 

Finance Commission undertakes consultations and visits all subnational governments, and 

receives their memorandums/submissions as well as those of the union government.  



 

 

· Bearing in mind the needs of the central and subnational governments, the Commission then 

decides on what percentage out of the net divisible pool should be assigned to the subnational 

governments and thereby, leaves the balance to the central government. 

Emerging challenges in India’s fiscal federalism 

· In recent years, fiscal relations between the union and state governments have undergone 

significant changes. 

· The three landmark changes include: 

· The abolition of the Planning Commission in January 2015 and the subsequent creation of 

the NITI Aayog; 

· Fundamental changes in the system of revenue transfers from the centre to the states through 

the provision of higher tax devolution to the states based on the recommendations of the 

Fourteenth Finance Commission  and 

· The Constitutional amendment to introduce the Goods and Services Tax (henceforth, 

GST) and the establishment of the GST Council for the central and state governments to 

deliberate and jointly take decisions. 

· These changes and their implementations have far-reaching consequences for the provision 

of public services and the union-state fiscal relations. 

GST and Fiscal federalism 

· The GST has taken away much of the autonomy available to states and has made the 

country’s indirect tax regime unitary in nature. 

· After the introduction of the GST in 2017, state governments lost their independent taxation 

powers. 

· Liquor and fuel are the only two significant avenues left for states to generate their own tax 

revenues, without having to seek approval from the Union government, since they are outside 

the GST regime. 

· India’s GST is precariously held together by the loose thread of "compensation guarantee", 

under which states surrendered their fiscal powers in return for guaranteed revenues. 

· However, during the Covid-19 pandemic, the Union government repeatedly violated the 

compensation guarantees to the States under the GST regime. Delay in paying the States their 

due worsened the impact of the economic slowdown. 



 

 

· The Supreme Court in a judgment invoking the spirit of "Cooperative Federalism" for 

the well-being of democracy, held that Union and State legislatures have “equal, 

simultaneous and unique powers” to make laws on Goods and Services Tax (GST) and the 

recommendations of the GST Council are not binding on them. 

Way Ahead 

· In a framework of cooperative federalism, it is important to have provisions for a higher 

devolution to the state governments in order to fiscally empower them to achieve the goals of 

the national development programme of New India-2022, which expresses goals that pertain 

to the subjects in the State List. 

· In fact, all tiers should be fiscally empowered to achieve state-specific targets of fiscal 

deficit, rather than adopting a top-down approach. 

· Future legislations issued by the Central Government in relation to states should enact more 

provisions for cost-sharing to aid them in fulfilling their duties. 

Source: The Hindu 

Practice question: The erosion of fiscal autonomy does not bode well for India’s federal structure 

and will thwart the growth of developed States. comment 

 



GOVERNANCE IN INDIA  
By M. KARTHIKEYAN  

KIND ATTENTION !!
OUR BOOK IS THE ONLY BOOK 

ON GOVERNANCE WHICH COVERS 
THE WHOLE SYLLABUS

Aram.Academy.IAS           aramias_academy           aramias_academy           aimcivilservices           aramiasacademy.com

89396 96868 
89396 96869

info@aramiasacademy.com     
www.aramiasacademy.com

# C-40, 2nd Avenue, 
Anna Nagar West, Chennai - 40.

 


	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8

