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STATES AND THE CHALLENGE BEFORE THE FINANCE COMMISSION

Introduction: The Role of the Finance Commissions

The Finance Commissions play a crucial role in determining the distribution of India’s tax

revenue between the Union and the States. The Sixteenth Finance Commission, chaired by

Dr. Arvind Panagariya, is tasked with addressing current fiscal challenges, with a particular
focus on ensuring equitable resource distribution.

It will also factor in significant global shifts, such as “friendshoring” and “reshoring,” which
offer unique opportunities for India’s economic growth. However, to fully understand the
Sixteenth Finance Commission’s approach, it is essential to first consider the work and
challenges of its predecessor, the Fifteenth Finance Commission.

The Fifteenth Finance Commission’s Contribution and Challenges

The Fifteenth Finance Commission, which was tasked with allocating resources for the
period 2020-2025, aimed to ensure a fair and just distribution of India’s tax revenue. It
recommended that 41% of the divisible pool of taxes be allocated to the States, a significant
increase from previous allocations. However, in practice, the effective devolution to States
amounted to only 33.16% due to the Union’s increasing reliance on cess and surcharges.

This discrepancy highlighted a significant challenge—while the Commission’s goals of
equitable resource distribution were well-intentioned, the outcomes were undermined by
fiscal measures that reduced the actual funds reaching the States. This issue of imbalanced
devolution led to discussions around reforming the distribution system in the subsequent
Finance Commission.

Global Economic Shifts and Opportunities for India

Both the Fifteenth and Sixteenth Finance Commissions must consider the global economic
trends impacting India’s economic future. Concepts like “friendshoring” and “reshoring” are
reshaping international trade patterns, creating new economic opportunities for India. With its
growing role in the global economy, India must capitalize on these trends while ensuring that
its fiscal policies enable States to perform optimally.

This presents a challenge for the Sixteenth Finance Commission, which must not only ensure
equitable resource distribution among States but also incentivize high-performing States like
Tamil Nadu, allowing them to continue to grow and contribute to India’s broader economic
development.
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Key Differences Between the Fifteenth and Sixteenth Finance Commissions

e The Fifteenth Finance Commission faced challenges related to inadequate devolution of
funds to States, despite its recommendations for a larger share. It highlighted the need for
increased devolution but also revealed gaps in how resources were allocated. The Sixteenth
Finance Commission, therefore, inherits the task of addressing these gaps. A key focus will
be increasing the States’ share of tax revenue, which the Fifteenth Commission set at 41%.
The Sixteenth Commission could propose an increase to around 50% to provide States with
greater fiscal autonomy and enable them to manage developmental needs more effectively.

e Moreover, the Sixteenth Finance Commission is likely to adopt a more comprehensive
approach, considering global economic shifts, demographic challenges, and urbanization
trends that were less of a focus in previous commissions. Tamil Nadu, for example, is facing
significant challenges due to an aging population and rapid urbanization. The Commission
will need to find a balance between equitable distribution and incentivizing States to drive
further growth without falling into the “middle-income trap.”

Incentivizing High-Performing States and Addressing Challenges

e One of the significant challenges of the Sixteenth Finance Commission is incentivizing high-
performing States while ensuring that less-developed States are not left behind. Tamil Nadu,
which is experiencing rapid urbanization and demographic changes, faces unique fiscal
challenges.

e The aging population reduces consumption-based tax revenues while increasing costs for
social welfare. Additionally, the State is undergoing the fastest urbanization rate in the
country, requiring significant investment in infrastructure. The Sixteenth Finance
Commission must ensure that States like Tamil Nadu have access to the resources they need
to maintain their growth trajectory while addressing emerging challenges.

The Broader Mandate of the Finance Commission

e The role of the Finance Commission goes beyond fiscal arithmetic. It is tasked with ensuring
that all States contribute to and benefit from national progress. The Fifteenth Finance
Commission focused on increasing vertical devolution but faced challenges due to the
Union’s increasing reliance on cesses and surcharges.

e In contrast, the Sixteenth Finance Commission has the opportunity to address these
discrepancies and propose reforms that ensure a more transparent and effective devolution
process. It will also need to address broader concerns such as manufacturing, climate
resilience, and urbanization.

Conclusion: The Way Forward for India’s Fiscal Policy

e The work of the Fifteenth Finance Commission revealed critical gaps in fiscal devolution,
particularly in the face of Union reliance on cesses and surcharges. As India moves into a
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new phase of economic growth, the Sixteenth Finance Commission will play a pivotal role in
reshaping the country’s fiscal policies.

It will need to strike a delicate balance—ensuring that States receive an equitable share of
resources while encouraging growth in high-performing States. By addressing global
economic trends and the unique challenges posed by demographic changes and urbanization,
the Sixteenth Finance Commission has the opportunity to lay the foundation for India’s future
economic prosperity. Ultimately, its decisions will impact not only the fiscal health of States
but also India’s long-term trajectory as a global economic power.
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