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Abstract - India is a classical federation with a constitutional division of the revenue powers and expenditure functions 
between the central government and state governments. The central government has continued with the reform process since 
1991, the states have been slower in initiating the fiscal reforms. States are trying to reduce expenditure by introducing 
FRBM Act since 2003. To supplement the effort of states in the direction of evolving Medium Term Fiscal Reform 
Programme, a Debt Swap Scheme has been formulated by the central government in 2002-03. 
 
 
I. INTRODUCTION 
 
The framers of the Indian Constitution wanted to 
build a strong united India. The Commission on 
centre-state relations, 1988, observed, "In a country 
too large and diverse for a unitary form of 
government, the framers of the Constitution 
envisaged a system which would be worked in co-
operation by the two levels of government - national 
and regional - as a common endeavor to serve the 
people". So India has adopted federalism to actualize 
and uphold the values of national unity, cultural 
diversity, democracy, regional autonomy and rapid 
socio-economic transformation. 
 
India is a classical federation with a constitutional 
division of the revenue powers and expenditure 
functions between the central government and state 
governments. The Constitution makes elaborate and 
complex arrangements relating to the distribution of 
revenue, expenditure and the power of borrowing 
between the central government and the state 
governments. The Indian Constitution has assigned 
the powers of the central government and state 
governments into three lists: a union list, a state list 
and a concurrent List.  
 
Amongst the sources of revenue of the government, 
taxation being the major source, Article 265 of the 
Constitution specifically states that no taxes shall be 
levied or collected except by the authority of law. 
Entries 82 to 92(b) of union list in the Seventh 
Schedule refer to the taxation powers of the central 
government. Entries 45 to 63 of state list in the same 
schedule specify the taxation powers of the state 
governments. Concurrent list does not contain any 
head of taxation which means the union and the states 
have no concurrent powers of the taxation. The 
Constitution (73rd and 74th Amendment) Act 1992 has 
conferred constitutional status to the structure and 
mandate of Panchayats and Municipalities, 
respectively.  
 
In the case of distribution of expenditure powers, "the 
functions of the central government are those 
required to maintain macro-economic stability, 

international trade and relations, and those having 
implications for more than one state. The major 
subjects assigned to the states comprise public health, 
agriculture, irrigation, land rights, fisheries, and 
industries and minerals. The States also assume a 
significant role for subjects in the concurrent list, 
such as education and transportation, social security 
and social insurance." (Singh, 2004). 
 
The borrowing powers of the centre and state 
governments are regulated by Articles 292 and 293 of 
the Constitution. Article 292 of the Constitution 
empowers the Government of India to borrow upon 
the security of the consolidated fund of India, i.e., the 
resources of the centre; subject only to such 
limitations as Parliament by law may impose. The 
Government of India can borrow internally as well as 
externally. States too are empowered to borrow under 
Article 293. According to this Article, a state cannot 
borrow outside India. The borrowing powers of the 
states are limited. Furthermore, if a state is indebted 
to the centre, it may not resort to further borrowing 
without prior consent of the central government. It is 
a knotty problem of the fiscal system that the 
Constitution has restricted the borrowing powers of 
the states.  
 
It is often mentioned by experts that the arrangement 
of distribution of financial resources relating to taxes 
and non-taxes and power of borrowing is not 
equitable. "Most of the buoyant sources of revenue, 
such as customs duty, corporation tax, etc, are in the 
purview of central government for the stated reason 
of administrative efficiency and the implicit desire to 
make the centre strong vis-à-vis the states. This has 
culminated in central government having a 
comparative advantage over the States in raising 
revenues. But the fiscal responsibilities in meeting 
huge expenditures remained with the state 
governments" (Jena, 2001). These factors have 
created acute problems for the fiscal adjustment in the 
states. 
 
As the central government has continued with the 
reform process since 1991, the states have been 
slower in initiating the fiscal reforms. The fiscal 
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position of the state governments has been under 
stress since 1980s. While the gross fiscal deficit was 
quite high, a very high proportion of the same 
resulted from the revenue deficit. The stress stemmed 
from the inadequacy of receipts in meeting the 
growing expenditure requirements. The low and 
declining buoyancies in tax and non-tax receipts, 
constraints on internal resource mobilization due to 
losses incurred by state public sector undertakings, 
electricity boards and decelerating resources transfers 
from the centre had resulted in rising fiscal deficit of 
the state governments during mid-nineties. 
 
The deterioration in the fiscal position of the states 
(and its peaking in 1998-99) was also reflected in the 
ways and means advances and overdraft position of 
the states with the Reserve Bank of India (RBI). 
“State governments resorted to overdraft and Ways 
and Means Advances (WMA) much more frequently 
than prior to 1997-98. The central government was 
unable or unwilling to limit the borrowings of the 
state governments" (Sawhney, 2008). As a result, the 
debt of states had gone up. In order to remedy this 
situation, " several major states which were hesitant 
and lagging behind the central government in 
adopting the fiscal reforms have now come forward 
to initiate economic reforms with multiple goals to 
achieve" (Rao, 2005). It was in the late nineties that 
some reforms in the field of taxation, management of 
public expenditure, and borrowings were undertaken 
by only a few states. “Specific time bound fiscal 
reform programmes have, therefore been discussed in 
the National Development council on Feb 19, 1999 
(represented by the Chief Ministers of States). It was 
felt that joint effort on the part of the central 
government as well as state governments is required 
to devise a medium term strategy for fiscal reforms 
programme for states.” (JBIC Research Paper No. 11, 
2001). 
 
The main objective of fiscal reforms programme for 
states was to progressively improve the ‘Balance on 
Current Revenues’ and reduce the revenue deficit in 
the medium term. Consequently, nine states entered 
to an agreement with the centre during 1999-00 and 
availed of assistance under Fiscal Reform Programme 
for the states introduced in April 1999. These states 
were: Punjab, Rajasthan, Himachal Pradesh, 
Manipur, Nagaland, Mizoram, Orissa, Sikkim and 
Uttar Pradesh. In fact, even states which were not 
facing with acute financial distress have recognized 
the need for prudent fiscal management and come 
forward to discuss their reform programme, but the 
name of resource poor, heavily running into deficits, 
the state of Bihar was lagging behind. During the year 
2000-01, thirteen states undertook their own Fiscal 
Reforms Programme. These states were: Punjab, 
Rajasthan, Himachal Pradesh, Manipur, Nagaland, 
Mizoram, Orissa, Sikkim, Uttar Pradesh, Madhya 

Pradesh, Assam, Andhra Pradesh and Jammu & 
Kashmir. 
 
II. FISCAL REFORM PROGRAMME FOR THE 
STATES 
 
Reforms undertaken by the states are broadly grouped 
under tax reforms, expenditure reforms and reforms 
in borrowing process. In addition to states’ own 
efforts, the central government has also taken 
initiatives to strengthen the reform process at the state 
level. 
 
(i) Tax Reforms  
There was no systematic attempt to streamline the 
reform process even after 1991 when market oriented 
reforms were introduced. Most of the reform attempts 
were ad hoc and were guided by exigencies of 
revenue rather than attempts to modernize the tax 
system (Rao and Rao, 2005). Even in 2000, Rao 
cautioned, “A good deal of progress has been made in 
the tax system reform of central government; 
progress in the case of state tax systems has not been 
commensurate” (Rao, 2000). Recognizing the need 
for strengthening state finances, “States have initiated 
measures towards enhancement/restructuring of 
various taxes within their fold, such as, land revenue, 
vehicle tax, entertainment tax, sales tax, betting tax, 
electricity duty, tax on trades, professional tax and 
luxury tax" (Kapila, 2003). 
 
With a view to harmonizing inter-State taxes and 
ultimately switch-over to state level value Added Tax 
(VAT), states were guided to introduce, uniform floor 
rate during 2000. In fact, "Gujarat was the first state 
to implement the uniform floor rate for sales tax" 
(Upadhay, 2006). The most important reform 
initiative in the case of the states is the replacement of 
the cascading type sales tax with the state level VAT 
from April 1, 2003, "based on a blue print finalized 
by the empowered committee of State Finance 
Ministries" (Bernardi and Fraschini, 2005). 
Accordingly, VAT was introduced by all states/UTs 
by 2007-08. Uttar Pradesh introduced VAT on 
January 1, 2008. 
 
After deliberations with the Empowered Committee 
of states regarding inconsistency of the Central Sales 
Tax (CST) with the concept of VAT, the roadmap for 
Central Sales Tax was finalized in 2007-08. This 
provided a gradual phase out by reducing the CST 
rate from its level of 4 per cent from April 1, 2007, by 
1 per cent every year, to be finally phased out 
completely by March 31, 2010. The scheme finalized 
in consultation with the Empowered Committee of 
State Finance Ministers (EC) provides for new 
revenue generating measures for states as the primary 
source of compensation. It also provides for meeting 
100 per cent of the residuary losses to a state, if any 
thereafter, through the budgetary resources of the 
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centre. This reduction of CST rate by 1 per cent every 
year was entailed to eliminate CST with the 
introduction of Goods and Services Tax (GST). 
The introduction of GST would entail a restructuring 
of state VAT and central excise and as such involves 
a degree of coordination and due process of 
consultation with various stakeholders. The GST 
would facilitate greater vertical equity in fiscal 
federalism. 
 
Besides this, states have also undertaken a few 
measures to enhance non-tax revenues by reviewing 
the royalties payable to them, including “those on 
major and minor minerals, forestry and wildlife, 
revision of tuition fees, medical fees, irrigation water 
rates and tariff on urban water supply”. Some states 
have also initiated measures towards “reviewing of 
user charges for power, water and transport; 
introduction of a new scheme of summary assessment 
by Maharashtra in April 2003; introduction of self-
assessment scheme under Sales Tax and Entry Tax 
Act by Karnataka" (Dhanasekaran, 2006). 
 
(ii) Expenditure Reforms 
The state governments' measures to contain 
expenditure inter alia include restrictions on fresh 
recruitment/creation of new posts, review of 
manpower requirements and cut in establishment 
expenses and reduction in non-merit subsidies 
through better targeting (Kapila, 2003). 
 
Measures initiated by Orissa regarding expenditure 
restructuring include rightsizing the government by 
abolishing 24 thousand posts, introducing Voluntary 
Retirement scheme (VRS) for government 
employees, suspending CTC and surrender leave to 
employees. 
 
Punjab has constituted the Public Expenditure 
Reforms Commission. On the other hand, NCT Delhi 
has set up on expenditure review committee to review 
non-plain expenditure (JBIC Research Paper No.11, 
2001). To monitor the government's fiscal 
performance, Kerala government appointed the 
Kerala Public Expenditure Review Committee 
(PERC) in November, 2005. It put much emphasis on 
expenditure rationalization which aimed to prioritize 
productive expenditures. 
 
Most of the state governments have taken initiative 
towards rationalization of expenditures. Measures 
towards containment of committed revenue 
expenditure included introduction of new pension 
schemes based on defined contributed system by the 
states. The states that have introduced the new 
pension scheme are Andhra Pradesh, Assam, Gujarat, 
Goa, Himachal Pradesh, Manipur, Rajasthan, Tamil 
Nadu, Uttar Pradesh, Chattisgarh, Jharkhand, Madhya 
Pradesh, Bihar, Haryana, Karnataka, Maharashtra, 
Orissa, Sikkim, Uttranchal. 

 
State governments have also undertaken measures 
regarding “identifying performance indicators to 
assess the quality of expenditure restructuring, 
conservation of resources by compressing non-plan 
revenue expenditure, introduction of Voluntary 
Retirement Scheme and introduction of zero-base 
budgeting" (Dhanasekaran, 2006). 
 
(iii) Reforms in Borrowing Process  
After one decade of economic reforms, the issue of 
debt restructuring and reforms in borrowing process 
has attracted the attention of policy makers. To 
address the growing burden of states and to 
supplement the effort of states in the direction of 
evolving of Medium Term Fiscal Reform Programme 
(MTFRP), the central government formulated a Debt 
Swap Scheme in 2002-03. Under the Scheme, with 
the mutual agreed between the states and the centre, 
states were allowed to retire loans taken from the 
central government bearing a coupon rate in excess of 
13 per cent. Up to Rs.10,00,000 million of high loans 
contracted before April 1999 were to be replaced 
under the debt swap scheme by 2004-05. 
Subsequently, states replaced loans worth Rs. 
1,37,660 million in the first year (2002-03), Rs. 
4,45,660 million in 2003-04 and the balance of Rs. 
4,16,680 million in 2004-05 (Bhargava,2007). 
 
The states have taken several policy initiatives to 
stabilize their finances. To help retire debt 
repayments, the states of Andhra Pradesh, Assam, 
Arunachal Pradesh, Goa, Maharashtra, Mizoram, 
Meghalaya, Tripura, Uttaranchal, West Bengal, 
Chhattisgarh, Gujarat, Kerala, Orissa, Punjab, Sikkim 
and Tamil Nadu have set up consolidated sinking 
funds. Fifteen states have legislated ceilings on 
guarantees i.e., Statutory Ceiling – Goa, Gujarat, 
Karnataka, Sikkim, West Bengal, Tamil Nadu, 
Nagaland, Andhra Pradesh, Assam and Manipur and 
Administrative Ceiling - Assam, Orissa, Punjab, 
Madhya Pradesh and Rajasthan. The states of Assam, 
Andhra Pradesh, Goa, Gujarat, Haryana, Jammu & 
Kashmir, Karnataka, Madhya Pradesh, Orissa, 
Sikkim, Tamil Nadu and Rajasthan have set up a 
Guarantee Redemption Fund. 
 
(iv) Centre's Initiatives  
Recognizing the nexus between the centre and state 
finances, the central government also initiated 
measures to encourage fiscal reforms at the state 
level. The Eleventh Finance Commission (FC) 
recommended a monitorable fiscal reform 
programme for all the states which aimed at reduction 
of revenue deficit of the states. Subsequent to the 
recommendations of the Eleventh FC, the 
Government of India has drawn up the States’ Fiscal 
Reforms Facility 2000-01 to 2004-05 and an 
incentive fund of Rs. 10,607crore was earmarked to 
encourage states to implement fiscal reforms 
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programme. All 28 states have drawn up medium 
term fiscal reforms programme. The Twelfth FC 
discontinued this facility. 
As a prudent fiscal reform measure in order to 
introduce fiscal discipline, the central government 
enacted a FRBM Act on August 26, 2003 and the Act 
and the rules were notified to come into effect from 
July 5, 2004. "The objective of this Act is to ensure 
reduction in deficits, prudent debt management 
consistent with fiscal sustainability through limits on 
borrowings, transparency in fiscal operations, and 
conduct of fiscal policy in a medium term 
framework" (Singh, 2005). So far 27 out of 28 states 
have enacted Fiscal Responsibility and Budget 
Management Acts till 2011-12.  
 
To link the states to fiscal responsibility, the Twelfth 
FC recommended a Debt Consolidation and Waiver 
Facility (DCRF) for states. This facilitates states to 
achieve targets of elimination of revenue deficit and 
containing fiscal deficit to gross state domestic 
product (GSDP) at 3 per cent well ahead of 2008-09. 
The Government of India further relaxed the fiscal 
deficit target for States for 2009-10 from 3 per cent to 
4 per cent of States’ respective GSDP, to enable 
States to borrow up to 4 per cent of their GSDP as 
projected under the DCRF guidelines, to undertake 
capital expenditure. However, benefits under the 
DCRF helped States by easing debt and interest 
pressures and also incentivized States to follow the 
path of fiscal correction.  So far, debt consolidation 
has been done for 19 states namely, Andhra Pradesh, 
Assam, Bihar, Chhattisgarh, Gujarat, Haryana, 
Himachal Pradesh, Karnataka, Kerala, Madhya 
Pradesh, Maharashtra, Manipur, Orissa, Punjab, 
Rajasthan, Tamil Nadu, Tripura, Uttarakhand and 
Uttar Pradesh. Central loans in respect of these states 
have also been consolidated.  
 
CONCLUSION 
 
States were slower and late by one decade in 
initiating their own fiscal reforms programme. To 

supplement the effort of states in the direction of 
evolving Medium Term Fiscal Reform Programme, a 
Debt Swap Scheme has been formulated by central 
government. States reduced the rate categories in the 
case of sales taxes, reduced exemptions, and 
introduced floor rates. The states are also trying to 
contain expenditure by compressing spending with 
the help of enactment of their FRBMAs. To provide a 
statutory backing to the fiscal reforms, 27 states have 
implemented fiscal responsibility acts.   
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