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Implications for 
Local Governments 

M A Oommen

The subject of local governments 
has not been comprehensively 
treated by the Fourteenth Finance 
Commission. The implications 
of the new inter se distribution 
formula of the commission’s 
award for local governments have 
not been thought through and 
important conditionalities have 
been changed or watered down.

The Fourteenth Finance Commission 
(FFC) has attracted considerable 
attention for increasing the states’ 

share of the divisible pool to 42% and for 
further expanding the fi scal space to sub-
national governments. Avowedly taking 
“a comprehensive view”1 of intergovern-
mental fi scal relations, public fi nance, 
plan/non-plan distinction and so on while 
working towards cooperative federal-
ism, the FFC outlines the arguments for 
reforming the existing system of fi scal 
transfers. The FFC has given the refresh-
ing title “local governments” as against 
local bodies used by the previous com-
missions to the chapter dealing with 
grants to the third tier of government, 
although the text in the report also fol-
lows the old tradition without exception. 
Actually the recommendations relating 
to the panchayati raj institutions (PRI) 
and urban local governments (ULG) 
leave many things to be desired. Some of 
them even seem to give wrong signals. 

Equity is and should be the overarch-
ing concern of any federal polity worth 
the name. It is the underlying rationale 
for federalism. The criteria chosen for 
inter se distribution of transfers are 
therefore very important in determining 
the share of each state. Generally they 
are governed by the objectives to be 
served by the transfers. For inter se dis-
tribution of local government grants to 
the states, the FFC uses the 2011 popula-
tion with weight of 90% and area 10%. 
The undue weightage given to popula-
tion is iniquitous especially because 
of the use of 2011 Census fi gures. The 
deliberate omission of other relevant cri-
teria can only help to put democratic de-
centralisation on the back burner. 
Clause 7 of the terms of reference (TOR) 
of FFC reads:

In making its recommendations on vari-
ous matters, the Commission shall gener-
ally take the base of population fi gures as of 
1971 in all cases where population is a fac-
tor for determination of devolution of taxes 
and duties and grants-in-aid; however, the 
Commission may also take into account the 
demographic changes that have taken place 
subsequent to 1971 (Report, p 3).

The decision to use 1971 population 
followed from the days of the Seventh 
Finance Commission was taken to avoid 
possible bias or disadvantage to any 
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state that might choose to pursue family 
planning to contain population, a policy 
initiated and vigorously incentivised by 
the central government. The qualifi ca-
tion “may also take into account the de-
mographic changes that have taken 
place subsequent to 1971” does not nec-
essarily mean 2011 population. Demo-
graphic changes obviously involves 
changes in fertility rate, ageing, migra-
tion (this is taken into account in tax 
devolution) and so on. That the choice of 
2011 population has adversely affected 
states like Kerala, Tamil Nadu, West 
Bengal and Andhra Pradesh is abun-
dantly clear from the fact that the popu-
lation share of Kerala in 1971 was 3.93%, 
Tamil Nadu 7.59%, West Bengal 8.16% 
and Andhra Pradesh 5.10% while the 
corresponding share in 2011, is 2.76% for 
Kerala, 5.96% for Tamil Nadu and 7.55% 
for West Bengal. In sharp contrast to this 
the population shares of B ihar, Gujarat, 
Chhattisgarh, Rajasthan, Uttar Pradesh 
and most others have increased in 2011.2 
The inter se share for states worked out 
by the FFC after adjusting for rural and 
urban population ratio and area works 
out to 2.67% for Kerala, to mention 
the most conspicuous case. The 90% 
weightage to population is unprece-
dented and certainly a quantum jump 
compared to the 50% followed by the 
Thirteenth Finance Commission and 
40% by the Twelfth and Eleventh 
F inance Commissions.

Constitutional Responsibilities

A fi nance commission constituted after 
the historic 73rd/74th constitutional 
amendments has a moral if not manda-
tory responsibility to respect the letter 
and spirit of Part IX and Part IXA of the 
Constitution which demand a vibrant 
and viable local democracy for the coun-
try. In fact, all the previous commissions 
used criteria relating to devolution and 
decentralisation for inter se distribution. 
Here it is instructive to listen to FFC 
which says:

In our view, neither the ToR nor the 
Cons titution permits the Finance Commis-
sion to play any role in the devolution 
of powers to panchayats and municipalities 
or to promote a particular model of decen-
tralization. Therefore, we considered it 
appropriate not to use an index or indices of 

devolution or decentralization for the 
purpose of transfer of resources to states for 
panchayats and municipalities (p 111, emphasis 
as in original).

Indeed, there was no need “to promote 
a particular model of decentralization.” 
However, the Constitution mandates 
the creation of gram sabhas, people’s 
participation, fi ve yearly elections, reser-
vation of seats for women and back-
ward communities, creation of “institu-
tions of self-government”3 at the level of 
panchayats and municipalities, tasked 
to prepare plans for “economic develop-
ment and social justice” (Article 243G 
and 243W) establishment of the District 
Planning Committee to consolidate the 
plans at the local levels and prepare “a 
draft development plan for the district 
as a whole” (Article 243ZD) and the like 
which proclaim a sui generis model of 
democratic decentralisation. 

Again, no union fi nance commission 
can ignore the state fi nance commission 
(Articles 243I and 243Y), because Arti-
cle 280(3) establishing the union fi n-
ance commission was amended as part 
of the 73rd/74th constitutional amend-
ments, adding sub-clauses (bb) and 
(c) to 280(3) requiring to supplement 
the consolidated fund of a state through 
appropriate measures on the basis 
of the recommendations of the state 
fi n ance commission. The TOR No 4, sub 
clause (iii) of FFC is derived directly 
from these clauses. The condition “on 
the basis of the recommendations made 
by the Finance Commission of the state” 
is not to be treated as a needless irri-
tant. It is a fi rm acknowledgment of the 
organic link between the union and 
state fi nance commissions as part of 
I ndian fi scal federalism. 

Also the language of the provisions 
establishing the union and state fi nance 
commissions with reference to their 
tasks does not differ substantially except 
that the former was designed to rectify 
the fi scal imbalances at the centre–state 
level and the latter at the state sub-state 
level. In this situation, staying neutral is 
im pro per for a fi  nance commission ex-
pected to play a decisive role in shaping 
the federal fi scal architecture of the 
country, more so, when we witness a 
wilful negligence on the part of several 

states in honouring their constitutional 
o bligations.

Reducing Conditionalities

To be sure, it is well known that the 
states in general have been reluctant to 
part with power, authority, functions 
and funds to the local governments and 
failed in creating the required institu-
tional framework as mandated by the 
Constitution. The effort of the Thirteenth 
Finance Commission to divide l ocal 
government grants into basic uncondi-
tional grants and conditional perform-
ance grants was meant to incentivise the 
“laggards.” To avail of performance 
grants, the PRIs had to fulfi l six condi-
tionalities and urban local bodies nine. 
The FFC has not only reduced the share 
of performance grants to 10% from 34%, 
the conditionalities are also made 
less demanding. This commission which 
swears by continuity rather than change 
should have reviewed the performance 
by states for its own edifi cation and for 
the benefi t of the public before making 
new conditions. The suggestions for 
property tax reform by TFC were very 
valid. The FFC’s recommendations about 
property tax without any reference to 
the earlier suggestions do not seem to 
be the right approach. According to the 
FFC the gram panchayats will have to 
submit audited accounts that relate to a 
year not earlier than two years preced-
ing the year in which the panchayat 
claims the grant. It will also “have to 
show an increase in the own revenues.” 
These are tepid conditions. Leaving the 
design of details to state governments 
was probably not the right approach 
as they generally would opt for less 
demanding conditionalities. 

Accrual System

That Kerala has followed an accrual-
based double entry system of accounting 
from 2011–12 for gram panchayats and 
municipalities shows that the suggestion 
is operational and requires to be incen-
tivised because accounting reforms have 
been underway with the help of the 
Comptroller and Auditor General (CAG) 
since the days of the Eleventh Finance 
Commission (EFC). The CAG responding 
to the task entrusted to it by the EFC for 
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prescribing a system had recommended 
accrual based double entry accounting 
to the urban local governments. CAG 
prescribed cash-based single entry for 
panchayats in a model accounting sys-
tem (MAS). The PRIASoft now used 
in some states was developed by the  
National Informatics Centre (NIC), based 
on the MAS. Given the decision an-
nounced by the CAG as part of its 
Regulation on Audit and Accounts that 
accrual-based double entry accounting 
system should be introduced in the  
accounting of central and state govern-
ments, it would have been advisable  
for the FFC to consider recommending 
this system for PRIs too at the national 
level. Kerala could have been cited as  
a viable example. Ensuring a reliable  
financial reporting system at the local 
government level, and provision of 
funds for promoting this system 
through suitable measures could have 
been a better option. It is important to 
usher in a foolproof accounting system 
which is related to the local government 
budget preparation, annual financial 
statements and other aspects requiring 
accounting reform. 

Advising local governments after 20 
years of statutory existence that the 
“books of accounts prepared by the local 
bodies should distinctly capture income 
on account of own taxes and non-taxes, 
assigned taxes, devolution and grants 
from the state, grants for any agency 
functions assigned by the union and 
state government” (para 9.61) seems  
redundant if not irrelevant. Evidently 
the FFC has not seen Annexure 8.9 
of the Twelfth Finance Commission  
and Annexure VIII – 2A, 2B, etc, of the 
EFC that carry all these details. The 
Thirteenth Finance Commission has  
given these details on its website. Local 
governments actually require a financial 
reporting system as in the case of the 
union and states. The EFC’s efforts were 
followed up by the other commissions 
notably the Thirteenth Finance Commis-
sion which presented the state-wise po-
sition of audit arrangements and recom-
mended the measures needed to im-
prove the financial reporting system 
with the help of the CAG. The FFC should 
have furthered the reforms more “com-
prehensively” and in greater depth. Going 
through the comments, the assertion 

that the FFC “studied and analysed” the 
reports of state finance commission is 
questionable.

On the whole, it appears the FFC has 
not given local governments the signifi-
cance they deserve in the fiscal federal 
map of the country. To achieve the gran-
diose objective of providing comparable 
basic services to all citizens irrespective 
of their choice of residence, it is impor-
tant to strengthen the local governments 
and make them viable components of the 
Indian federal polity. Giving funds only 
to PRIs and ULGs without complementary 
skill upgradation (a project that is best 
feasible at the state and/or union ministry 
levels) can be counterproductive. 

Notes

1   The two words “comprehensive view” repeatedly 
surface in most of the chapters.

2   It is instructive to note that Kerala has the  
lowest decadal growth rate namely, 4.9% as 
against 25.1% for Bihar, 22.3% for Jharkhand, 
21.4% for Rajasthan and so on (Source: Census  
data 2011).

3   The commission refers to “institutions of local 
self-government” which is incorrect as will be 
evident from a reading of Articles 243G and 
243W. These Articles do not use the word  
local. What is implied is the functional and  
financial autonomy or self-reliance of local 
governments.
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