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Executive Summary

The Sixteenth Finance Commission, chaired by Dr. Arvind Panagariya, submitted its report on

17 November 2025 for the award period 2026—-27 to 2030-31.

The Commission recommended retaining the States' share in the divisible pool of Union taxes at

41%, introduced a new GDP-contribution criterion for horizontal devolution and substantially

restructured its grants-in-aid recommendations.
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Its recommendations have triggered policy debates around the balance between fiscal equity

and incentives for economic performance.

Key concerns include the unchanged vertical devolution percentage, cesses and surcharges
outside the divisible pool, the discontinuation of revenue-deficit grants, and the implications of

performance-linked local government grants.

The broader issue is how India's fiscal federal system can reward economric efficiency without

compromising the fiscal capacity of less-developed and structurally dis¢c 1ve. ‘tayed States.

Weight for GD6 tribution
C
O
OF

\
&> ?9.47L cr
o2
N Recommended five-year grants

el

Important UPSC Note: The 41% recommendation refers to the divisible pool of Union taxes,
not gross Union tax collections. The Commission's recommendations and stakeholders'

criticisms must be distinguished from one another.
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1. Introduction. r 'scal Federalic at a Crossroads
Fiscal feder lis. > concerns the divizion of revenue powers, expenditure responsibilities and financial
tran~.er. among different lev=!5 of government.
India's federal structure creates two major fiscal challenges.
First, the Union and States differ in their revenue-raising capacities and spending responsibilities.

Second, States have different economic capacities, demographic profiles, geographical conditions

and development requirements.

The Finance Commission attempts to address these imbalances through recommendations on tax

sharing, grants and related fiscal arrangements.

Core UPSC Argument: A sustainable fiscal federation requires an appropriate balance

between redistribution to disadvantaged States, incentives for good fiscal management and

adequate resources for public services.
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2. Constitutional Basis of the Finance Commission

Article 280
Article 280 provides for the constitution of a Finance Commission by the President of India.

The Commission generally makes recommendations on:

¢ Distribution of specified Union tax proceeds.

¢ Allocation of States' share among States.

e Principles governing grants-in-aid.

e Measures to supplement local government resour ec.

Other matters referred under the Constitutic »

Article 281

The Finance Commission's re ‘0 ~mendations, along with an explanatory memorandum on the action

taken, are laid before P2rhic nent.

Article 270

Article 277  ‘ovides the framewark for distribution of specified Union taxes between the Union and

Ste s, s. Yject to constitutional exclusions.

Article 275

Article 275 deals with grants-in-aid of revenues of States from the Union.

Vertical versus Horizontal Devolution

Vertical Devolution

Determines how much of the divisible pool goes collectively to States.

Horizontal Devolution

Determines how the States' collective share is allocated among individual States.
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3. Major Recommendations of the Sixteenth Finance Commission

3.1 Vertical Tax Devolution

The Commission recommended maintaining the States' share at 41% of the divisible pool for

2026-31.
This continues the share used under the Fifteenth Finance Commission.

3.2 Horizontal Devolution
The Commission revised the formula used to distribute the Su *__' share of Union taxes.

A significant development was the introduction of a r-itc..on based on contribution to GDP with a

weight of 10%.

3.3 Grants-in-Aid

The Commission recommendr . ap,. Jximately ?9.47 lakh crore in grants over five years for local

governments and disaste: n-.ne jement.

3.4 Discontinuation of ~zrtain Grants

The Commi siu 1 uid not recommend the continuation of revenue-deficit, sector-specific and State-

sperfic ‘ran.s provided under ine previous Finance Commission framework.

3.5 Local Government Financing

A substantial share of grant support was directed towards rural and urban local governments, with

basic and performance-linked components.

3.6 Fiscal Sustainability

The Commission also addressed fiscal deficits, debt, subsidies and the financial management of

public entities.

|4. Changesin Horizontal Tax Devolution

Income Distance 45% 42.5%
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Population (2011) 15% 17.5%

Demographic Performance 12.5% 10%

Area 15% 10%

Forest 10% 10%

Tax and Fiscal Effort 2.5% Not retained se, ~rately
Contribution to GDP Not included 10%

Total 100% 0L A

Income Distance
Income distance seeks to address differences in fist Al ¢ pacity among States.

A higher weight generally places greater emp ~.sis on redistribution towards States with lower per-

capita incomes.
GDP Contribution
The Sixteenth Financ: C~m..ussion introduced DP contribution as a distinct criterion.

It is calculate”' u ‘nr a transformation tased on the square root of State GSDP, rather than a direct

proportic. 2l ha,e of national output.

Thi. mr dification moderaiss the difference between large and small contributors.

Why the Change Matters
The new formula attempts to incorporate both economic contribution and redistributive considerations.

However, changes to the weights influence individual States differently.

UPSC Analytical Point: A State's final share cannot be determined from any one criterion

alone. It depends on the full formula and the underlying State-level data.

5. Major Missesand Concerns

5.1 Retention of 41% Vertical Devolution

Several States sought a higher share of Union tax revenue.
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The Commission retained 41%, creating debate over whether that share adequately reflects State

expenditure responsibilities.

Supporters of the existing arrangement emphasise the Union's own spending obligations, fiscal

constraints and national-level responsibilities.

5.2 Discontinuation of Revenue-Deficit Grants

The withdrawal of revenue-deficit grants has raised concerns among States ™Mat relied on them to

finance recurring expenditure needs.

Critics argue that disadvantaged States may find it difficult to i 'olc. *e (hese transfers through their

own tax capacity.

An alternative perspective is that open-ended de’cit suu.port may weaken incentives for revenue

mobilisation and expenditure discipline.

5.3 Treatment of Cesses and Surchai ‘e.

Cesses and surcharges exclu~’. 1 1. a the divisible pool can limit the volume of Union tax receipts

available for ordinary sha:” 1~ wi. Y States.

The concern is particular’, important when the headline devolution percentage remains unchanged.
5.4 GDP Co tri uuon Criterion

The new 0% criterion reccgnises economic contribution.

Critics question whether it could benefit States with stronger existing production bases at the expense

of regions facing structural disadvantages.

Supporters consider it a means of recognising economic performance while retaining substantial

redistributive weight.

5.5 Lower Weight for Demographic Performance

The reduction from 12.5% to 10% has raised questions about incentives for States that achieved

earlier demographic transitions.

5.6 Local Government Grant Conditionality

Performance-linked grants can encourage transparent accounts and better service outcomes.

However, local governments with weak administrative capacity may face challenges meeting

compliance conditions.
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5.7 Regional Cost Disabilities

Mountainous terrain, dispersed settlements, climate vulnerability and border-related conditions can

raise the cost of service delivery.

Policy debate continues over whether the formula adequately captures these different cost conditions.

Critical Examination: The debate is not simply whether redistribution or performance is
preferable. The key issue is designing a transfer system that promotes co. Jn..c efficiency

while preserving access to essential public services across all State -

6. The Divisible Pool and Cesses-Sur ‘hc "ges Debate
The divisible pool is derived from the ‘elevant net proceeds of Union taxes after constitutional
exclusions.

Cesses earmarked for spe-.iiec ouposes and Unicii surcharges are generally excluded from ordinary

tax devolution.

lllustrative E: an "le

Assum @i~ Union tax collections are ?100 and the shareable divisible pool is ?80.

At 4.7 vertical devolution, States collectively receive ?32.80 from that pool, not ?41 from gross taxes.
This illustration ¢iemonstrates why the composition of Union tax revenue matters.

Policy Options

e Increase transparency of cess and surcharge collections.

¢ Review continued justification for individual levies.

Publish clear and accessible divisible-pool calculations.

e Improve predictability of fiscal transfers.

e Strengthen Union-State consultation.
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|7. Equity versus Efficiency in Fiscal Federalism

Equity Approach Efficiency Approach

Primary objective  Reduce fiscal and developmental disparities =~ Reward improved economic and fiscal

performance
Policy instruments  Income-distance criteria and equalisation Economic corti. utic » and performance
transfers incentives
Major concern Potentially weaker incentives for fiscal effort P =n. I’ iinforcement of existing advantages
Required Accountability and expenditure efficiency Srcection for structural disadvantages

safeguard
Why Equity Matters
States have different historical endow ne ‘ts, economic bases and public-service needs.
Redistributive transfers helr p1 e, /e minimum levels of public services across the federation.

Why Efficiency Matte. -

Fiscal incertii »s ~.1 encourage struniger revenue mobilisation, productive expenditure and better

govern ‘nc.

The ~ uanced Approacn

An effective fiscal formula should combine basic revenue adequacy with appropriate incentives for

performance.

|8. L ocal Body Grantsand Disaster Management

Grant Category Recommended Amount

Rural local bodies ?4,35,236 crore
Urban local bodies ?3,56,257 crore
Total local government grants ?7,91,493 crore
Disaster management grants ?1,55,916 crore

Total ?9,47,409 crore
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Local Government Concerns

¢ Ability to meet conditions for grant release.

Administrative and accounting capacity.
e Need for predictable basic transfers.

Different needs of rural and urban bodies.

e Autonomy in expenditure decisions.

Disaster Management

Financing for disaster preparedness, relief and mitigation rema. s mnportant because States have

different exposure to climatic and geographical hazards.

The transfer framework must consider both fiscal di. i Ye and risk-responsive funding.

9. Fiscal Discipline, State De™ and Autonomy
A central challenge of '.idia. fiscal system is balancing State borrowing flexibility with debt
sustainability.

State-Level C "nc > s
e Hioh »m,. .tted expenditure

e Du = servicing obligations.

Off-budget liakilities.

e Power-sector fiscal risks.

e Limited discretionary spending capacity.

Why Fiscal Discipline Matters

Unsustainable borrowing can increase interest costs and reduce future development spending.
Why Flexibility Matters

States may require countercyclical fiscal capacity during economic slowdowns and natural disasters.

UPSC Analytical Insight: Fiscal responsibility should not be interpreted as indiscriminate cuts

to development expenditure. Spending quality, debt sustainability and economic growth must be

evaluated together.
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10. Way Forward: Strengthening Cooper ative Fiscal Federalism

1. Improve Divisible-Pool Transparency

Publish clear accounts of Union tax sharing and excluded revenues.

2. Examine State Revenue Adequacy

Assess whether transfers support essential public-service obligations.

3. Design Targeted Equalisation Mechanisms

Consider support for States facing significant structural disc vc 2tages.

4. Balance Performance and Need

Create incentives for sound fiscal manage nen. *.tout undermining basic developmental equity.
5. Strengthen Local Body Capac*v

Support accounting syster ., fi. ancial managemen® and reliable grant delivery.

6. Improve Own-Source ' .evenue

Encourage fiu ~ti. _ State tax adminiztration and sustainable non-tax revenues.

7. A udre s Off-Budget Fisca Risks

Strengthen disclosures, guarantee management and medium-term debt assessment.

8. Protect Development Expenditure

Prioritise healthcare, education, infrastructure and human capital.

9. Support Constructive Federal Dialogue

Use institutional consultation to evaluate changing fiscal needs and revenue arrangements.
10. Measure Fiscal Outcomes

Evaluate transfer systems through service delivery, regional convergence, fiscal resilience and

economic opportunity.




CIVIL SERVICE GURUKUL Daily News Analysis

L ) . www.civilservicegurukul.com
Excellence in Civil Services & State PCS Preparation

I 11. UPSC Syllabus Relevance

GSll Federalism and Centre-State relations
GSll Constitutional bodies and governance

GS Indian Economy and government budgeting
GS Fiscal policy, debt and public finance

GS Inclusive growth and regional disparities
Essay Equity, efficiency and national developm .t

12. UPSC Mains 2027 Pra 'ti. 2 Questions

Question 1| 150 V' ords .0 Marks

Explain the m. ior recommendations of the Sixteenth Finance Commission regarding vertical and

horizc “tal -ax devolution.

Question 2| 250 Words | 15 Marks

"The Sixteenth Finance Commission has renewed the debate between fiscal equity and

economic efficiency." Critically examine.

Question 3 | 250 Words | 15 Marks

Discuss the implications of discontinuing revenue-deficit grants for States with structural fiscal

constraints.

Question 4 | 150 Words | 10 Marks

How do Union cesses and surcharges affect the divisible pool of central taxes?
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Question 5| 250 Words | 15 Marks

Evaluate the opportunities and challenges associated with introducing GDP contribution as a

criterion for horizontal tax devolution.

13. UPSC Mains Model Answer

Question

Critically examine the major recommendations 210 <o cerns associated with the Sixteenth

Finance Commission in the context of Indian fiscc ' fe ueralism. (250 Words)

Introduction

The Sixteenth Finance Com. ~is ior,, constituted under Article 280, recommended fiscal
transfers for 2026-31. I*s . ... >work retains 41%5 vertical devolution while revising horizontal
distribution and gra-..s.
Key Recomn =ndations
e 419% " re for States in the divisible pool.
10"% weight for contrihution to GDP.
e 42.5% weight {2 income distance.
e Approximately ?9.47 lakh crore in grants.

¢ Discontinuation of revenue-deficit and certain other grants.

Major Concerns

e Retention of 41% may not fully address demands for increased State fiscal flexibility.
e Cesses and surcharges reduce the size of the shareable tax pool.

¢ Discontinuing revenue-deficit grants may affect fiscally weaker States.

e GDP contribution as a criterion may raise equity-versus-efficiency questions.

e Grant conditionality may challenge local bodies with weak institutional capacity.
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Way Forward

India should improve transfer transparency, strengthen State revenue capacity, provide support

for structural disadvantages and improve local public-finance management.

Conclusion

The Commission's framework highlights the continuing challenge of balancing fiscal discipline,

economic incentives and equitable development. A sustainable federation re vuires all three.

|14. Quick Revision Notes

Commission Sixteenth Finance Commission
Chairman Dr. Arvind Panagariya
Constitutional Article Arucle 280

Report Submitted 17 November 2025
Award Period 2026-27 to 2030-31
Vertical T ~ve tic. 41% of divisible pool
Inc hrme L stance 42.5%

Population 17.5%

Demographic Periormance 10%

Area 10%

Forest 10%

GDP Contribution 10%

Recommended Grants ?9,47,409 crore

Local Government Grants ?7,91,493 crore
Disaster Management Grants ?1,55,916 crore

Final UPSC Takeaway: The Sixteenth Finance Commission has made fiscal incentives a more

explicit part of the devolution framework, while retaining substantial redistributive criteria. Its

long-term effects must be assessed through State fiscal capacity, regional equity and quality of
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l public services.

I 15. Frequently Asked Questions

Who chaired the Sixteenth Finance Commission?

Dr. Arvind Panagariya.

What is the 16th Finance Commission award period?

Financial years 2026—27 through 2030-31.

What percentage of taxes is devni =L *~ States?

41% of the divisible pool of ! \1, 2n 1e«es, not 41% of aross Union tax collections.

What is the new GDf contribution cricerion?

It is a ho. zo..tal devolution criteiion carrying 10% weight, calculated using the Commission's

s ecifi 1 GSDP-based mathodology.

Were revenue-deficit grants continued?

The Commission did not recommend continuing revenue-deficit grants for the 2026-31 award

period.

Why is this topic important for UPSC Mains?

It connects constitutional federalism, public finance, regional inequality, economic incentives and

cooperative governance.
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16. Conclusion: Building a Fair and Sustainable Fiscal Feder ation
India's fiscal transfer system must respond to very different economic and developmental conditions
across States.

The Sixteenth Finance Commission has introduced important changes in the method of distributing

tax resources and structuring grants.

At the same time, concerns relating to State fiscal autonomy, ~= qwisible pool, structural

disadvantages and the adequacy of development financing deser\ » s stained examination.

A resilient fiscal federation must reward prudent financic® mc 1agement while protecting the capacity of

every State to provide essential public services.

Memorable UPSC Conclusion: Fi. ~a. “e~.eralism succeeds not when every State receives an
identical amount, but when the . ~t sfer system balances fairness, fiscal responsibility and the

opportunity for all regior . t¢c tevelop.
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