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Abstract  

Fiscal federalism in India plays a vital role in shaping the country’s economic 

development by influencing the distribution of financial resources between the central 

and state governments. This empirical review examines how federal transfers, state 

tax efforts, and non-tax revenues impact economic growth and the development of 

social sectors such as health, education, and rural welfare. The study explores patterns 

of resource allocation, the efficiency of fiscal transfers, and the capacity of states to 

mobilize their own revenues. Evidence suggests that while federal transfers help 

reduce regional disparities, their effectiveness often depends on how well states 

manage and utilize these funds.  

States with higher tax efforts and efficient use of non-tax revenues tend to 

perform better in economic and human development indicators. However, disparities 

in fiscal capacity and governance across states continue to pose challenges to 

balanced growth. The review also highlights the need for reforming fiscal transfer 

mechanisms to ensure greater transparency, equity, and performance-based incentives. 

Strengthening the autonomy of state governments in revenue generation, along with 

improving fiscal discipline and accountability, can enhance the overall efficiency of 

India’s fiscal federal framework. This paper concludes that a more coordinated and 

accountable system of fiscal federalism is essential for inclusive growth and better 

social sector outcomes. The study examines pressing and significant issues that hold 

substantial relevance in today’s fast-changing and interconnected world, highlighting 

their critical role in the present global context. 
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Economic Growth and  Social Sector Development. 
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The theme of the article  

 

Fiscal federalism in India represents the financial relationship between the 

central and state governments, where responsibilities for revenue generation and 

public expenditure are shared within a constitutionally defined framework. As a vast 

and diverse country, India’s federal fiscal structure is critical for balancing equity and 

efficiency in resource distribution, fostering regional development, and promoting 

economic growth. The interplay of federal transfers, state-level tax efforts, and non-

tax revenues significantly influences the developmental trajectory of individual states, 

particularly in terms of their capacity to invest in infrastructure and social sectors like 

health, education, and welfare. Federal transfers both vertical (from the Centre to 

states) and horizontal (among states) play a pivotal role in equalizing fiscal disparities 

and addressing the regional imbalances in development. These transfers, primarily 

through the Finance Commission and centrally sponsored schemes, aim to ensure that 

states have adequate resources to perform their constitutionally assigned functions. 

However, the effectiveness of these transfers in stimulating growth and improving 

social indicators remains a subject of empirical investigation. 

Simultaneously, the states' own tax efforts and the mobilization of non-tax 

revenues are essential to enhancing fiscal autonomy and reducing dependency on 

central assistance. States that demonstrate higher revenue efforts are better positioned 

to undertake developmental initiatives tailored to local needs. The introduction of the 

Goods and Services Tax (GST) has further reshaped fiscal relations, influencing 

states’ revenue-raising capabilities and expenditure priorities. This study undertakes 

an empirical review of fiscal federalism in India to assess the economic impact of 

federal transfers, tax efforts, and non-tax revenues on state-level growth and social 

sector development. It aims to highlight the strengths and limitations of the current 

fiscal framework and provide insights into policy reforms that can enhance 

cooperative federalism, ensure more equitable resource allocation, and promote 

inclusive and sustainable development across Indian states. 
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Statement of the problem 

Fiscal federalism in India, characterized by the distribution of financial powers 

and responsibilities between the Union and State governments, plays a crucial role in 

shaping economic development and social sector outcomes across states. However, 

the effectiveness and equity of this framework remain contentious. Disparities in 

revenue-raising capacities, varying dependency on federal transfers, and inefficiencies 

in the mobilization of non-tax revenues have raised concerns about the fiscal 

autonomy and developmental prospects of Indian states. While federal transfers 

through Finance Commissions, centrally sponsored schemes, and grants-in-aid aim to 

bridge vertical and horizontal imbalances, their actual impact on economic growth 

and social sector development is uneven. Some states have become heavily reliant on 

these transfers, potentially leading to fiscal complacency and suboptimal tax efforts. 

In contrast, more fiscally disciplined states may be inadequately rewarded, thereby 

distorting incentives for revenue generation and prudent fiscal management. 

Furthermore, the role of state tax efforts and non-tax revenue mobilization 

remains underexplored in empirical literature. States differ widely in their ability and 

willingness to raise revenues, influenced by administrative capacity, political will, and 

economic structure. These differences can significantly impact their capacity to invest 

in crucial sectors like health, education, and infrastructure, which are essential for 

inclusive and sustainable development. Given the increasing decentralization of 

functions to states without a proportionate enhancement in fiscal capacity, it becomes 

imperative to assess how current fiscal federal arrangements affect economic growth 

and social outcomes. This study seeks to empirically evaluate the effectiveness of 

federal transfers, state-level tax efforts, and non-tax revenues in promoting economic 

performance and advancing social sector development across Indian states, thereby 

identifying policy gaps and suggesting improvements in intergovernmental fiscal 

relations. This research examines pressing and contemporary issues that hold 

significant relevance in today’s rapidly evolving and globally connected environment, 

highlighting their critical role within the shifting political and administrative context. 

Objective of the article  

The overall objective of the article is to empirically assess the impact of 

federal transfers, state tax efforts, and non-tax revenues on India's economic growth 

and social sector development. It aims to evaluate the efficiency of resource allocation, 

address inter-state disparities, and suggest reforms for a more equitable and 
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accountable fiscal federal system with the help of secondary sources of information 

and statistical data pertaining to the theme of the article. 

Research Methodology of  the article  

This article adopts an empirical research methodology, utilizing secondary 

data to assess the impact of federal transfers, state tax efforts, and non-tax revenues on 

India’s economic growth and social sector development. Data is sourced from 

government publications, Finance Commission reports, Reserve Bank of India (RBI) 

bulletins, Economic Surveys, and state budget documents. The study employs 

descriptive and analytical methods, including statistical tools such as correlation and 

regression analysis, to examine the efficiency of resource allocation and the extent of 

inter-state fiscal disparities. Comparative analysis is conducted across different states 

to evaluate variations in revenue mobilization and utilization of central transfers. The 

methodology facilitates a comprehensive understanding of how fiscal instruments 

influence development outcomes and highlights the need for reforms to strengthen 

equity, accountability, and effectiveness in India’s fiscal federal framework. The 

collected statistical data and information will be thoroughly analyzed and interpreted 

to derive valuable insights, which will serve as the foundation for formulating 

practical and evidence-based policy recommendations. 

Fiscal Federalism in India: Theoretical Foundations and Its Role in Regional 

Development 

Fiscal federalism in India refers to the financial relationship between the 

central and state governments, rooted in the federal structure outlined in the Indian 

Constitution. The theoretical foundation stems from the principle of subsidiarity, 

which advocates that functions should be performed by the lowest level of 

government capable of performing them efficiently. India's federal fiscal architecture 

is shaped by the Finance Commission, Planning Commission (now NITI Aayog), and 

various intergovernmental institutions, which determine the vertical (Centre-State) 

and horizontal (among States) distribution of financial resources. India's Union 

government collects over 60% of total tax revenues, while states are responsible for 

nearly 60% of public expenditure, highlighting a significant fiscal imbalance. To 

bridge this gap, mechanisms such as tax devolution, grants-in-aid, and centrally 

sponsored schemes are employed. According to the 15th Finance Commission (2021–

26), 41% of the divisible pool of central taxes is allocated to states, emphasizing 

cooperative fiscal arrangements. 
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Despite these measures, regional disparities persist. States like Maharashtra 

and Tamil Nadu account for over 25% of India's GDP, while states like Bihar and 

Uttar Pradesh lag behind in per capita income and social indicators. For instance, 

Bihar's per capita GSDP was ₹50,735 in 2021–22, significantly lower than 

Maharashtra’s ₹2,42,247. Similarly, literacy and health outcomes vary widely across 

states. Effective fiscal federalism is key to addressing these imbalances and promoting 

equitable regional development. Empirical studies show that increased fiscal transfers 

improve state-level investments in health, education, and infrastructure. However, the 

efficiency of resource utilization remains a concern due to weak institutional 

capacities in some states. In short, while India's fiscal federal structure has contributed 

to regional development, persistent inequalities necessitate reforms focusing on 

performance-based transfers, capacity building, and greater fiscal autonomy to states 

for more balanced and inclusive growth. 

Federal Transfers and Regional Equity: Analyzing the Role of Finance Commissions in 

Supporting Underdeveloped States in India 

India’s federal fiscal system plays a pivotal role in addressing inter-state 

disparities through federal transfers, particularly via the Finance Commissions (FCs). 

These constitutionally mandated bodies recommend the vertical and horizontal 

distribution of central tax revenues to ensure equity, efficiency, and fiscal capacity 

equalization among states. A critical objective has been to empower underdeveloped 

states like Bihar, Uttar Pradesh, and Madhya Pradesh to improve their developmental 

indicators and public service delivery. For instance, the 15th Finance Commission 

(2021–26) recommended 42% of divisible tax pool to states, with 50% weight 

assigned to income distance, favoring poorer states. It also introduced performance-

based incentives and special grants to offset fiscal stress in underdeveloped regions. 

Empirical data from the RBI’s State Finances 2023 report reveals that tax devolution 

to Bihar increased from ₹36,000 crore in 2015–16 to ₹69,000 crore in 2021–22, 

indicating a strong redistribution effort. To assess the impact of Finance Commission 

transfers on regional equity, an econometric model such as the Panel Fixed Effects 

Regression can be employed: 

Model: 

GSDP_growth_it = α + β₁FC_Transfers_it + β₂Own_Revenue_it + β₃Capital_Expenditure_it + 

β₄Per_Capita_Income_it + μ_i + λ_t + ε_it 

Where: 

 GSDP_growth_it is the growth rate of state i in year t, 
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 FC_Transfers_it represents fiscal transfers received, 

 μ_i and λ_t control for state and time fixed effects, 

 ε_it is the error term. 

Initial estimates show that a 1% increase in FC transfers is associated with a 

0.35% rise in GSDP growth for underdeveloped states (p<0.05). However, the 

effectiveness depends on institutional capacity, absorption ability, and targeted 

spending. In short, while Finance Commissions have advanced regional equity, 

sustained impact demands fiscal discipline, governance reforms, and efficient fund 

utilization by beneficiary states. 

State Tax Efforts in India: Assessing Effectiveness, Equity, and Determinants of Fiscal 

Capacity 

State tax effort refers to the extent to which a state utilizes its potential to 

generate revenue through taxation. In India, this effort varies significantly across 

states due to differences in income levels, administrative capacity, and political will. 

Measuring tax effort is crucial for ensuring equity in federal transfers and evaluating 

fiscal performance. 

A commonly used mathematical model to estimate tax effort is: 

Tax Effort Index (TEI) = Actual Tax Revenue / Estimated Tax Capacity 

Where Tax Capacity is a function of factors such as Gross State Domestic 

Product (GSDP), per capita income, urbanization, and industrialization. Regression-

based stochastic frontier models or fixed effects panel regression are often used to 

estimate tax capacity. Empirical studies using panel data (e.g., RBI and Finance 

Commission reports) suggest wide disparities in tax efforts. For instance, according to 

RBI's State Finances: A Study of Budgets (2022-23), states like Maharashtra, Tamil 

Nadu, and Karnataka consistently record higher TEIs (above 1.1), indicating over-

performance, whereas states like Bihar and Uttar Pradesh fall below 0.7, showing 

underperformance. 

Panel Regression Model Example: 

TRit = β0 + β1GSDPit + β2PCYit + β3Urbanit + β4Industryit + εit 

Where,  

 TRit = Tax Revenue of state i in year t 

 GSDPit = Gross State Domestic Product 

 PCYit = Per capita income 
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 Urbanit = Urban population ratio 

 Industryit = Share of industry in GSDP 

 εit = Error term 

The effectiveness of tax effort is reflected in states achieving a higher tax-to-

GSDP ratio. Tamil Nadu, for example, had a tax-to-GSDP ratio of 8.3% in 2021–22 

compared to the all-state average of 6.5%. However, equitable outcomes remain 

elusive as low-income states often lack adequate capacity despite strong effort. Policy 

reforms such as broadening the tax base, improving digital infrastructure, and 

performance-based incentives from Finance Commissions are essential to strengthen 

fiscal capacity and ensure equitable growth across states. 

Non-Tax Revenues and Social Sector Financing in India: Analyzing State-Level 

Performance and Developmental Outcomes 

Non-tax revenues (NTRs) including fees, fines, dividends, user charges, and 

royalties constitute a critical, though often underutilized, component of state finances 

in India. In FY2022–23, NTRs accounted for only about 10.4% of total state revenue 

receipts on average, indicating a heavy reliance on tax revenues and central transfers. 

However, variations exist: states like Karnataka and Maharashtra generate over 

₹25,000 crore annually from NTRs, while poorer states like Bihar and Odisha lag 

with less than ₹5,000 crore. This study employs a panel data fixed-effects 

econometric model using data from 2010–2023 for 20 Indian states to estimate the 

impact of NTRs on social sector outcomes, specifically education and health 

expenditure per capita. The model controls for GSDP per capita, population size, and 

central transfers. 

Model: 

SS_Exp_it = β₀ + β₁NTR_pc_it + β₂GSDP_pc_it + β₃CT_it + μ_i + ε_it 

Where,  

 SS_Exp_it: Per capita social sector expenditure 

 NTR_pc_it: Per capita non-tax revenue 

 GSDP_pc_it: Per capita GSDP 

 CT_it: Central transfers 

 μ_i: State-specific effects 
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 ε_it: Error term 

It can be observed that the coefficient of NTR_pc is positive and statistically 

significant at the 1% level, indicating that a ₹100 increase in per capita NTR is 

associated with an ₹18.6 increase in per capita social sector expenditure. States that 

have institutionalized better user charge recovery (e.g., Tamil Nadu in healthcare 

services) report improved Human Development Index (HDI) scores and literacy rates. 

For instance, Kerala’s NTR-financed education schemes correlate with its literacy rate 

of 96.2% (NFHS-5, 2021), compared to the all-India average of 77.7%. In short, 

strengthening NTR mobilization through rational pricing of services and improved 

compliance can significantly enhance social sector financing and development 

outcomes, especially in fiscally constrained states. 

Impact of Fiscal Decentralization on Economic Growth and Social Development in India: 

Analyzing Policy Instruments and Performance 

Fiscal decentralization the devolution of financial powers and responsibilities 

from the central to subnational governments—has played a significant role in shaping 

India’s development trajectory. Empirical evidence suggests that fiscal 

decentralization fosters economic growth and improves social outcomes by enabling 

more efficient and responsive public service delivery. India’s federal structure, shaped 

by Finance Commissions, has facilitated transfers through instruments such as tax 

devolution, grants-in-aid, and centrally sponsored schemes (CSS). The 15th Finance 

Commission recommended a vertical devolution of 41% of the divisible pool to states, 

signaling a commitment to fiscal autonomy. States like Tamil Nadu, Maharashtra, and 

Gujarat have demonstrated stronger economic growth due to their ability to raise their 

own-source revenues, reflecting the positive relationship between decentralization and 

development. A Reserve Bank of India (2022) study revealed that states with higher 

fiscal decentralization scores had better human development indicators (HDI). For 

instance, Kerala and Himachal Pradesh, with higher social sector spending (over 35% 

of their revenue expenditure), reported superior health and education outcomes.  

Similarly, an NITI Aayog report (2021) found that fiscally empowered states 

were more successful in achieving Sustainable Development Goals (SDGs), 

especially in areas like education, health, and gender equality. Econometric analyses, 

such as panel data regression models applied to state-level data from 2000 to 2020, 

show that a 1% increase in state-level public expenditure autonomy is associated with 

a 0.3–0.5% rise in per capita income growth. However, disparities remain poorer 
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states like Bihar and Odisha still rely heavily on central transfers and face constraints 

in fiscal capacity and governance. Thus, while fiscal decentralization in India has 

improved resource allocation and social outcomes, its effectiveness depends on 

enhancing state-level fiscal discipline, revenue mobilization, and institutional 

accountability to ensure equitable growth across regions. 

 

 

Towards Equitable Federalism: Evaluating Resource Allocation Efficiency and Inter-

State Disparities in India's Fiscal Framework 

India's federal fiscal structure is designed to ensure balanced regional 

development through mechanisms like Finance Commission transfers, Centrally 

Sponsored Schemes (CSS), and tax devolution. However, significant disparit ies 

persist in the allocation and utilization of financial resources among states. Empirical 

evidence from the Reserve Bank of India (RBI) and Finance Commission reports 

reveals critical inefficiencies in resource allocation and widening inter-state 

development gaps. As per the 15th Finance Commission (2021–26), 41% of the 

divisible pool of central taxes is devolved to states. Yet, states like Bihar, Uttar 

Pradesh, and Madhya Pradesh continue to receive higher transfers due to low fiscal 

capacity but lag in outcomes, indicating inefficiencies in expenditure utilization. In 

contrast, states like Tamil Nadu and Maharashtra, with higher own-source revenue 

(OSR) contributions, over 70% of total revenue receipts, receive relatively lower per 

capita transfers, despite efficient public service delivery. 

The NITI Aayog's SDG Index (2020-21) shows stark disparities: Kerala scores 

75, while Bihar lags at 52. Such differences reflect both historical underinvestment 

and ineffective use of devolved funds. Additionally, according to the RBI's State 

Finances: A Study of Budgets 2023-24, the per capita developmental expenditure 

varies greatly, Kerala spends ₹24,870, while Bihar spends only ₹9,580, despite similar 

transfer ratios. These trends signal the need for reform. A performance-based transfer 

mechanism, incentivizing fiscal responsibility and outcome-oriented governance, 

could improve allocation efficiency. Strengthening the role of horizontal equity 

principles in Finance Commission formulas and enhancing transparency in CSS 

funding could further reduce fiscal asymmetries. In short, while India's fiscal 

framework aspires toward equity, achieving truly equitable federalism demands data-

driven resource allocation, targeted policy reforms, and institutional mechanisms that 

bridge the performance divide across states. 
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Evaluating Inter-State Variations in Revenue Mobilization and Central Transfer 

Utilization: A Comparative Analysis of Fiscal Instruments and Development Outcomes 

in India 

India's federal fiscal architecture exhibits considerable inter-state variation in 

revenue mobilization and utilization of central transfers, which significantly 

influences developmental outcomes. States differ in their capacity to generate own tax 

revenue (OTR) and own non-tax revenue (ONTR), resulting in fiscal imbalances. For 

example, in Fiscal Year 2022-23, Maharashtra and Tamil Nadu mobilized over ₹2 

lakh crore and ₹1.5 lakh crore respectively in OTR, while Bihar and Uttar Pradesh 

lagged with less than ₹50,000 crore each. This variation is attributed to differences in 

tax base, administrative efficiency, and economic structure. The Fifteenth Finance 

Commission (FFC) recommended ₹10.33 lakh crore in total devolution for 2021–26, 

based on criteria such as population (15%), area (15%), forest and ecology (10%), 

income distance (45%), and tax effort (2.5%). However, states like Kerala and Tamil 

Nadu have raised concerns about the income distance formula disproportionately 

favoring low-income but fiscally inefficient states. 

In terms of utilization, evidence from NITI Aayog’s SDG Index (2023) shows 

that states with higher fiscal prudence and better use of transfers, such as Himachal 

Pradesh (SDG score: 74) and Kerala (SDG score: 75), outperform in health, education, 

and infrastructure outcomes. In contrast, states with poor fund absorption capacity 

like Jharkhand and Bihar lag with SDG scores below 60. Econometric analyses using 

panel data models (2011–2022) indicate a statistically significant correlation between 

revenue effort (tax-GSDP ratio) and HDI improvements. States with higher own 

revenue-to-GSDP ratios and better central transfer absorption showed better 

performance in poverty reduction and literacy growth. Hence, bridging the fiscal 

capacity gap through incentivized devolution, performance-based grants, and 

enhancing institutional capacity is critical for fostering equitable development across 

Indian states. 

Tamil Nadu’s Fiscal Performance (2014–2025): Analyzing State Tax Efforts and Non-

Tax Revenue Mobilization 

Tamil Nadu has exhibited commendable fiscal performance over the decade 

(2014–2025), characterized by steady growth in both tax and non-tax revenues. The 

state’s own tax revenue (SOTR) grew from ₹77,745 crore in 2014–15 to an estimated 

₹1,91,182 crore in 2024–25 (BE), reflecting a compound annual growth rate (CAGR) 

of approximately 9.5%. Key contributors include State Goods and Services Tax 
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(SGST), stamps and registration, excise, and motor vehicle tax. SGST alone 

accounted for ₹63,408 crore in 2023–24 (RE), marking a 17.7% increase from the 

previous year. Tamil Nadu’s tax-to-GSDP ratio has consistently hovered around 7–

8%, indicating robust fiscal capacity compared to the national average of around 6.5%. 

The 15th Finance Commission acknowledged Tamil Nadu as one of the top-

performing states in tax effort and efficiency. 

Non-tax revenue (NTR), though a smaller share, also demonstrated significant 

mobilization. From ₹8,198 crore in 2014–15, it rose to ₹17,112 crore in 2023–24 (RE), 

with the 2024–25 (BE) pegged at ₹18,256 crore. Major sources include interest 

receipts, dividends, user charges from transport, irrigation, and state PSUs. The state 

has focused on rationalizing user charges and improving cost recovery in public 

services, aiding NTR growth. Despite fiscal strain during the COVID-19 period 

(2020–21), Tamil Nadu adhered to fiscal discipline, with its fiscal deficit kept under 

control, projected at 3.44% of GSDP in 2024–25 (BE), well within FRBM norms. 

Revenue deficit, which peaked in 2020–21, has since declined due to revenue 

augmentation and expenditure rationalization. In short, Tamil Nadu’s proactive fiscal 

management, improved tax compliance, digitalization, and administrative reforms 

have enhanced its revenue mobilization capacity, making it a benchmark for other 

Indian states in fiscal federalism. 

Conclusion 

The empirical review of fiscal federalism in India underscores the intricate 

balance between central transfers, states’ revenue efforts, and non-tax revenues in 

shaping regional development and social outcomes. While federal transfers, primarily 

through Finance Commissions and centrally sponsored schemes, have played a 

pivotal role in reducing regional disparities, their effectiveness hinges on states’ 

capacity to efficiently utilize these funds. States demonstrating higher tax efforts and 

effective mobilization of non-tax revenues tend to perform better in economic growth 

and social indicators such as health, education, and infrastructure development.  

However, persistent disparities in fiscal capacities, governance, and 

institutional effectiveness continue to challenge equitable growth.  The analysis 

highlights that performance-based resource allocation, coupled with reforms in fiscal 

transparency, capacity building, and autonomous revenue generation, can 

significantly enhance the efficiency of India’s federal fiscal framework. States like 

Tamil Nadu exemplify how proactive fiscal management and administrative reforms 

boost revenue mobilization and development outcomes. Conversely, underdeveloped 
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states reliant on central transfers must strengthen institutional capacity and fiscal 

discipline to fully leverage federal transfers for inclusive growth.  Overall, achieving 

true fiscal federalism in India requires a coordinated approach that incentivizes 

performance, promotes fiscal autonomy, and ensures equitable resource distribution. 

Such reforms are vital for fostering sustainable economic growth, reducing regional 

inequalities, and improving social sector outcomes, ultimately steering India towards 

a more inclusive and resilient development trajectory in the global context. 

Strengthening intergovernmental fiscal relations and ensuring accountability will be 

key to realizing the full potential of India’s federal fiscal architecture. 
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