
Manual 4: Finance Commissions – Central and State 

4.1 Central Finance Commissions: 

The Article 280(1) of the Constitution of India says that President shall constitute a Finance 
Commission within two years of the commencement of the Constitution and shall thereafter 
constitute it at the expiration of every fifth year or earlier if necessary. As per this constitutional 
provision and Finance Commission (Miscellaneous Provisions) Act, 1951 (33 of 1951), the 
President of India constituted the First Finance Commission at national level on 22nd November 
1951 consisting of Shri K.C Neogy as Chairman and 4 other members. The Commission was 
appointed for a period of one year ending 30th November 1952. The Second Commission was set 
up by an order of President dated 1st June 1956 with Sri K.Santhanam as Chairman, and completed 
its work on 30th September 1957. Till date twelve Finance Commissions have been constituted and 
the move is now afoot to constitute the Thirteenth Finance Commission for the 5-year period 2010-
2015. Until the constitution of 11th Finance Commission (2000-2005), the primary mandate of 
these Commissions, as provided under Article 280(3) of the Constitution was to recommend the 
manner of distribution of the net proceeds of taxes between the Centre and States along with inter 
se allocation among the States and the principles that should govern the provision of grant-in-aid 
from out of the Consolidated Fund of India in favour of the States. The issue of allocation of 
resources to Panchayti Raj Institutions and Urban Local Bodies as an obligatory item was never a 
part of their Terms of Reference. But with the enactment of 73rd and 74th Constitution 
Amendments in 1992, the Article 280 (Finance Commission) was amended and two sub-clauses 
(namely (bb) and (c ) were added to Clause (3) of Article 280 to provide for additional 
recommendation by the Commission on the ‘measures needed to augment the Consolidated Fund 
of the State to supplement the resources’ of the Panchayats and Municipalities in the state based 
upon the recommendations of the State Finance Commission. Though the Tenth Finance 
Commission (1995-2000) started the first ever exercise in earmarking and allocating resources for 
the local bodies, its ToR had however no explicit reference to the issue of devolution of finances to 
PRIs or ULBs. For the first time the 11th Finance Commission was constituted with a set of ToR 
that sated inter alia to deal with the issue financial devolution to local bodies as a matter of 
constitutional obligation.   

4.2        Vision of 73rd and 74th Amendments : 

It is worth mentioning here that following 73rd and 74th Amendments of 1992, two new Schedules 
(11th and 12th ) were added to the Constitution. The 11th Schedule lists out 29 subjects and 12th 
Schedule lists out 18 subjects, which are to be brought under the administration by Panchayats and 
Municipalities respectively. The objective behind the proposed transfer of these subjects is to 
endow the local bodies in rural and urban areas with ‘powers, authority and responsibility’ (Article 
243G and Article 243W) which would enable them to function as ‘institutions of self-government’ 
as envisaged under Article 40 of the Constitution (Part-IV Directive Principles of State Policy) and 
as sought to be legitimized by 73rd and 74th Amendments of 1992. 

4.3 Tenth Finance Commission (1995-2000)-  

As already mentioned, the ToR of 10th Central Finance Commission didn’t carry any agenda for 
financial devolution to local bodies. Neither were the Reports of State Financial Commissions 
available to them. Despite this inherent limitation, the Commission being guided by article 275 
of the Constitution made a bunch of recommendations on provision of grants-in-aid needed by 
different States consequent on the Constitutional amendments.  



Outlining their role vis-à-vis local bodies the Tenth Commission observed, “In the above 
background we have approached our task as one of making an ad hoc provision of specific grants 
to States. This has been estimated with reference to the rural population according to the 1971 
Census figures. .. . We are making an ad hoc provision of Rs.100 per capita of rural population. .. 
This amount should be distributed amongst the panchayati raj institutions, over and above their 
due by way of their share of the assigned taxes, duties, tolls, fees, transferred activity related 
budgets and grants.  

“Our recommendations have a time span of five years i.e. 1995-2000. This entire period would 
witness the emergence and consolidation of the new place and role of panchyats/ municipalities in 
the Constitution. Now the Constitution envisages supplementation of their resources by the State 
with the help of the Union. It would not be wrong to assume, therefore, that while a proper 
consideration of the measures as such to augment the resources of the States must await the 
recommendations of respective State Finance Commissions, ad hoc augmentation of the 
Consolidated Fund of States would be in keeping with the spirit of the amendments”. It is worth 
noting that the States and areas excluded from the operation of the 73rd and the 74th amendments 
as per Articles  243 M and 243 ZC were also provided grants to supplement the resources of their 
local bodies, even if these were not panchayats/municipalities. The local bodies were required to 
prepare suitable schemes and provide matching contributions. It was made clear that no amount 
was to be used for expenditure on salaries and wages. 

4.4         Tenth Finance Commission allocations for Orissa:   

Grants to Orissa P.R.Is as Recommended by Tenth Finance Commission (1998-2003)  
                   (Rs in crore) 

 

(Source: Chapter VI, Report of 2nd SFC Orissa, 2004)  

As reported by Dept. of Panchayati Raj, Orissa, a sum of Rs.20099.00 lakh was received from 
Tenth Finance Commission and a sum of Rs.16750.00 lakh was available as State Matching share 
during the TFC plan period. The total amount of Rs.36849.00 lakh has been utilized for Rural 
Connectivity Programme (RCP) and construction / renovation of Zilla Parishad / District Rural 
Development Agency / Block / Gram Panchayat office buildings and Staff Quarters and other 
roads. The financial and physical achievement of award of Tenth Finance Commission is 
summarized below:- 

 
Table : Utilisation of Tenth Finance Commission Grant ( 1995-2000) 



 

Source: Website of Dept. of Panchayati Raj, Orissa http://orissagov.nic.in/panchayat/pgs1-
36.pdf) 

 
 

4.5       Eleventh Finance Commission (2000-2005)  
According to 11th Commission there are certain critical areas, which normally get over-looked in 
the normal flow of funds from the State. The first such area identified by them is the maintenance 
of civic services in the rural and urban areas which includes provision of primary education, 
primary health care, safe drinking water, street lighting, sanitation including drainage and 
scavenging facilities, maintenance of cremation and burial grounds, public conveniences, and other 
common property resources etc. Transfer of these responsibilities to the local bodies needed to be 
speeded up accompanied with funds and staff. The Capital cost of these civic services would be 
met under the concerned budgetary heads of the States. The cost of Operations and Maintenance of 
these services should be met by raising tax revenues and user charges and by devolution of funds 
from the States. In the words of the Commission, “However, the maintenance of these services in 
rural and urban areas has not received adequate attention so far. It is more for the purpose of 
re-emphasising the attention to this aspect, with concern for the people in focus, that we are 
recommending grants to the States for immediately passing it on to the Panchayats and the 
urban local bodies that have a primary responsibility in this sphere. No amount of this grant 
should be given to intermediate or district level panchayats where these do not have a direct 
responsibility for maintenance of these services. … These grants would be untied except that 
they should not be used for payment of salaries and wages”.  
 
4.6 Eleventh Finance Commission’s priority on book-keeping:    
Besides the Eleventh Finance Commission with great concern had deliberated on the issue of 
maintenance of accounts and conduct of audit of the funds of the local bodies. They have observed 
that though in most of the States, general provisions for these purposes are available, detailed 
guidelines or rules are wanting. They have expressed their concern in the words-“ In many States, 
the formats and procedures for maintenance of accounts by these bodies prescribed decades ago, 
are continued without making any improvements to take into account the manifold increase in their 
powers, resources and responsibilities. Most village level Panchayats do not have any staff except 
for a full or a part time Secretary, because of financial constraints.” In the circumstances, the 
commission suggested for setting things right under the close supervision of the C & A.G., with 
specific earmarking of funds from the grants recommended by them. The specific 
recommendations of Eleventh Finance Commission as summarized by the Second State Finance 
Commission Orissa in the Chapter-8 of their Report are as follows:  

 



(i) Six minor heads should be created, three for PRIs and 3 for U.L.Bs, under the major head 
through which funds are transferred, for giving a clear picture of transfers to each category of 
local bodies. 
 
(ii) Specific demand heads should be created in the State Budget, in consultation with the C & 
A.G., for the rural and the urban local bodies, respectively, wherein transfers to these bodies 
under various detailed heads of account can be enlisted. 
 
(iii) C & A.G. should be authorized to exercise control and supervision with regard to proper 
maintenance of accounts and their audit in respect of all the local bodies. 
 
(iv) The Director of Panchayats or the Director of U.L.Bs or any officer having functional 
responsibility in regard to any of the local bodies should not be made responsible for the audit of 
accounts of the local bodies. 
 
(v) The Director / Examiner Local Fund Audit or any other agency responsible for audit of 
accounts of the local bodies, should work under the technical and administrative supervision of 
the C & A.G. 
 
(vi) The C & A.G. should prescribe computer compatible formats usable in network environment 
for preparation of budgets and for keeping of accounts for the local bodies. 
 
(vii) Maintenance of accounts may be contracted to outside agencies / persons, particularly for 
G.Ps, Panchayat Samitis and urban local bodies having no trained accounts staff. 
 
(viii) Audit of accounts of the local bodies should be entrusted to the C & A.G. who in turn may 
either get it done through his own staff or by engaging outside agencies on payment of 
remuneration fixed by him. An amount of half-a-percent of the total expenditure incurred by the 
local bodies should be placed with the C & A.G. for this purpose. 
 
(ix) Report of the C & A.G. relating to audit of accounts of the local bodies should be placed 
before a committee of the State Legislature constituted for the purpose on the same lines as the 
Public Accounts Committee. 
 
The EFC also emphasized the need for switching over to ��������	 ����
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(Source: Report of Second State Finance Commission, Orissa 2004) 

 
4.7  Progress in EFC recommended reform in accounts- 
The progress in respect of implementation of the Eleventh Finance Commission   
recommendations relating to accounts, as reported by the Comptroller & Auditor General of 
India, is as follows:  

 
i. Entrustment of technical guidance and supervision (TGS) over proper maintenance 
of accounts and audit of all 3 tiers of PRIs and ULBs to C&AG of India – As of now, 19 
states have entrusted the TGS over local bodies to the C&AG. 
Leaving out the states where the 73rd & 74th amendments are not applicable, five major 
states viz.Punjab, Haryana, Andhra Pradesh, Gujarat and Arunachal Pradesh have not yet 
implemented this recommendation; 
 



ii. Documents prescribed by C&AG for providing TGS – The C&AG has prescribed 
auditing standards for PRIs and ULBs, guidelines for certification audit of the account of 
PRIs, budget and accounts formats for PRIs and ULBs and list of codes 
for programmes, functions and activities for PRIs; 
 
iii. Acceptance of Budget and Accounts formats for PRIs and ULBs – 18 states have 
agreed to accept the formats prescribed for PRIs and 6 states of Bihar, Tamil Nadu, 
Himachal Pradesh, Uttar Pradesh, Kerala and Orissa have issued formal orders in this regard. 
For ULBs, the report of the task force set up by C&AG for devising the 
budget and accounts formats has been accepted by all states for uniform implementation; 
 
iv. Arrears in accounts maintenances -– As per the guidelines issued by the Ministry of 
Finance, the C&AG has to lay down the qualifications and experience for the person/agency 
to whom the work of maintenance of accounts wherever in arrears, could be awarded. 
Accordingly, the C&AG has approved the parameters for engaging the outside agencies in 
the states of Bihar, Tamil Nadu, Kerala and Rajasthan based on the request from the state 
government. The Accountants General concerned are in touch with the remaining state 
governments to assess the extent of arrears and send proposals accordingly; 
 
v. Capacity Building, Training Initiative by C&AG – Comprehensive training 
programmes to upgrade the skills of the staff of local fund audit department and PRIs in the 
states are being conducted by the C&AG through the Institute of Public Auditors of India as 
nodal agency. This training is to be provided in two phases wherein the first phase would be 
the training of trainers and in the second phase, these trainers would impart training to the 
remaining staff. The first phase which is being funded by the C&AG has been completed in 9 
states of Bihar, Uttar Pradesh, Orissa, Chhatisgarh, Uttaranchal, Assam, Kerala, Himachal 
Pradesh and Gujarat. It is being taken up in the remaining states; 
 
vi. Creation of Central Database on Finances of Local Bodies – The C&AG has 
formulated draft standard formats for creation of a networked database on finances of PRIs at 
the district and state levels. As of now, 10 states have agreed to adopt of the 
formats and 7 states have initiated action to set up the infrastructure for collection, 
transmission and maintenance of the database. 

(Source: Chapter-8 : Local Bodies of the Report of Twelfth Finance Commission 
 
4.8 EFC’s Allocations to Orissa 
The Eleventh Finance Commission awarded to the State of Orissa, Rs.6911.76 lakh per annum, for 
five years, commencing from 1st April, 2000. The funds awarded were to be utilised under the 
following heads- 

 
-Maintenance of Civil Services Rs. 6242.36 lakh 
-Maintenance of accounts of village Level & Intermediate level Panchayats Rs.222.76 lakh 
-Creation of data base Rs. 446.64 lakh. 
(Source: Annual Report 2002-03 Dept. of Panchayati Raj, Oriissa) 
  
4.9 State Matching Share for EFC grnats:  
 



 
(Quoted in Chapter-VI of Report of 2nd SFC, Orissa, 2004) 
 
As per the recommendations of the Commission, the local bodies should raise 25 % of the grants 
received as Matching contribution failing which the State Government would make such 
provision. Considering the poor financial conditions of the Rural Local Bodies, the State 
Government decided to provide 25 % of the EFC recommended grants as State Matching 
Contribution. As reported by the Dept. of Panchayati Raj Orissa, keeping the recommendations 
of Eleventh Finance Commission in view, guidelines for utilisation of EFC grants were 
communicated to all Rural Local Bodies, with the approval of Cabinet. However, priority would 
be fixed by the Grama Panchayats as per the felt need and requirement of the people. Funds were 
to be distributed as per population of the Grama Panchayats. 

(Source: Website of Dept. of Panchayati Raj, Orissa http://orissagov.nic.in/panchayat/pgs1-36.pdf) 
 

4.10 Ongoing Reform of Accounts and Audit of RLBs in Orissa: 

As reported by the Dept. of Panchayati Raj Orissa,  in pursuance of the recommendation of the 
Eleventh Finance Commission, the State Government have decided to reform the process of audit 
of rural local bodies. Maintenance of accounts of the PRIs will be done under the technical 
guidance and supervision of Comptroller and Auditor General. A Committee has been constituted 
with one of the representatives of the A.G. Orissa as its member to examine and suggest necessary 
modification in the system of auditing and maintenance of accounts to make it more transparent 
and focused. The audit wing of Panchayati Raj (GP) Department has been transferred to the 
control of Director, Local Funds, Finance Department with effect from 01.04.2003. Orissa Grama 
Panchayat Act was amended during December 2003 to provide for auditing of the accounts of 
Grama Panchayat by the Auditors of Local Fund Accounts. Finance Department have prepared 
action plan for utilisation of funds received under maintenance of accounts. 

4.11 Twelfth Finance Commission (2005-2010): 

The awards of Central Commissions are made on the basis of the recommendations of State 
Finance Commissions and in situations where such Commissions have not been constituted or the 
Reports of such Commissions not yet submitted, the Central Commission can declare awards for 
the concerned States basing on their own estimations. In respect of inter-se allocation of grants 
among the States for Panchatiraj and Muncipal Bodies the Central Commission is guided by 
certain factors and weights. For instance, the Twelfth Finance Commission followed the following 
matrix (Table 2.2) of factors and weights in determining its awards to States on account of PRIs 
and ULBs.  

           Table : Factors and Weights assigned by Twelfth Finance Commission 

Criterion  Weight (per cent) 
i) Population  40 
ii) Geographical area  10 
iii) Distance from highest per capita income  20 



iv) Index of deprivation  10 
v) Revenue effort  20 
Of which (a) with respect to own revenue of states                                                                    

             (b) with respect to GSDP 

10 

10 

        Source: Guidelines of Release and Utilisation of Local Bodies Grants recommended by 12th 
Finance Commission, Ministry of Finance, Govt of India 

Based upon the above norms of factors and weights, the Twelfth Finance Commission have 
recommended the shares of States in the local bodies grants for the period 2005-10.  

Table : Shares of States in Allocations for Local Bodies by 12th FC (2005-10) 

Panchayats Municipalities Sl.No. STATE 
Per cent (Rs. Crore) Per cent (Rs. Crore) 

1 Andhra Pradesh 7.935 1587.00 7.480 374.00 
2 Arunachal Pradesh 0.340 68.00 0.060 3.00 
3 Assam 2.630 526.00 1.100 55.00 
4 Bihar 8.120 1624.00 2.840 142.00 
5 Chhattisgarh 3.075 615.00 1.760 88.00 
6 Goa 0.090 18.00 0.240 12.00 
7 Gujarat 4.655 931.00 8.280 414.00 
8 Haryana 1.940 388.00 1.820 91.00 
9 Himachal Pradesh 0.735 147.00 0.160 8.00 
10 Jammu & Kashmir 1.405 281.00 0.760 38.00 
11 Jharkhand 2.410 482.00 1.960 98.00 
12 Karnataka 4.440 888.00 6.460 323.00 
13 Kerala 4.925 985.00 2.980 149.00 
14 Madhya Pradesh 8.315 1663.00 7.220 361.00 
15 Maharashtra 9.915 1983.00 15.820 791.00 
16 Manipur 0.230 46.00 0.180 9.00 
17 Meghalaya 0.250 50.00 0.160 8.00 
18 Mizoram 0.100 20.00 0.200 10.00 
19 Nagaland 0.200 40.00 0.120 6.00 
20 Orissa 4.015 803.00 2.080 104.00 
21 Punjab 1.620 324.00 3.420 171.00 
22 Rajasthan 6.150 1230.00 4.400 220.00 
23 Sikkim 0.065 13.00 0.020 1.00 
24 Tamil Nadu 4.350 870.00 11.440 572.00 
25 Tripura 0.285 57.00 0.160 8.00 
26 Uttar Pradesh 14.640 2928.00 10.340 517.00 
27 Uttaranchal 0.810 162.00 0.680 34.00 
28 West Bengal 6.355 1271.00 7.860 393.00 
  Total 100.000 20000.00 100.000 5000.00     

        Source: Guidelines of Release and Utilisation of Local Bodies Grants recommended by 12th 
Finance Commission, Ministry of Finance, Govt of India 

The Twelfth Finance Commission has recommended grants amounting to Rs.25,000 crore over 
the award period (2005-2010) for local bodies in the whole country. Of this Rs.20,000 crore is 
for Panchayats and Rs.5,000 crore is for urban local bodies. The inter-State distribution and the 
criterion adopted in arriving at the proposed distribution are given in Chapter 8 of the Report. 
Orissa has got Rs.803 crore (4.015%) for RLBs and Rs.104 crore (2.080%) for ULBs. The 



Commission has emphasized that of the grants allocated to Panchyats, priority should be given to 
expenditure on the O&M (Operation and Maintenance) costs of water supply and sanitation and 
that at least 50% of the grants provided to each State for the urban local bodies should be 
earmarked for the schemes of solid waste management. Besides expenditure on O&M costs of 
water supply and sanitation in rural areas and on the schemes of solid waste management in 
urban areas, Panchayats and urban local bodies should, out of the grants allocated, give high 
priority to expenditure on creation of data base and maintenance of accounts.  
 
4.12       Recommendation of TFC Grants to Orissa: 
 

   
(Source: Letter No. 18325/FC(12)-15/2005 F Dt. 7.4.2005 from K.C.Badu, Special Secretary to 
Govt of Orissa in Finance Dept. addressed to Commissioner-cum-Secretary Dept. of 
Panchayati Raj, Govt. of Orissa)  
 
4.13         Decision of Govt of Orissa on utilization of Grants of 12th FC-  

  
(Source: Letter No. 42298/FC(12)-15/2005 F Dt. 1.9.2005 from K.C.Badu, Special Secretary to 
Govt of Orissa in Finance Dept. addressed to Commissioner-cum-Secretary Dept. of 
Panchayati Raj, Govt. of Orissa)  
 
4.14 Mode of Release of Local Body Grants:  
As per the stipulations by the TFC the Local Bodies grants will be released in two equal 
instalments in July and January every year.  States have to mandatorily transfer the grants 
released by the Centre to the PRIs and ULBs within 15 days being credited to the State's 



account. State Finance Secretary would be required to provide a certificate within 15 days of the 
release of each installment by Government of India under his signature certifying the dates and 
amounts of local grants received by the State from the Government of India, and the dates and 
amounts of grants released to the PRIs and ULBs. State Finance Secretary would also be 
required to provide a certificate every year of the percentage of grants spent by the ULBs on 
schemes of solid waste management and on schemes of water supply and sanitation by the PRIs. 
States would also be required to provide details of recurring O&M cost recoverable by the PRIs 
on schemes of water supply. In case of delayed transfer to PRIs /ULBs beyond the specified 
period of 15 days, the State Government shall transfer to PRI/ULB amount of interest at the rate 
equal to the RBI Bank rate alongwith such delayed transfer of grants. Government of India will 
withhold the amount short spent on the schemes of solid waste management by the ULBs and on 
schemes of water supply and sanitation by the PRIs. The withheld amount will be subsequently 
reimbursed upon confirmation that the short spending has been compensated in the subsequent 
period. 

4.15 TFC’s emphasis on Best Practices for Augmenting the Resources of PRIs  

i) Levy of certain major taxes and exploitation of non-tax revenue sources be made obligatory 
for the Panchayats. The minimum rates for all such levies be fixed by the state government;  

ii) A minimum revenue collection from the Panchayat taxes be insisted;  

iii) Incentive grants related to revenue collection beyond a prescribed minimum be introduced by 
the State government;  

iv) User charges be made obligatory levies;  

v) All common property resources vested in the village Panchayats may be identified, listed and 
made productive of revenue;  

vi) Valuation of taxable lands and buildings should be done by a separate cell in the Panchayati 
Raj Department of the State Government and not left to the Panchayats;  

vii) Powers to levy a tax/surcharge/cess on agricultural holdings should be given to the 
intermediate or district Panchayats;  

viii) Revenue transfers from the States to Panchayats in the form of revenue sharing/ revenue 
assignment be made statutory in nature;  

ix) State Governments should desist from unilaterally taking decisions in regard to revenues 
whose proceeds are to be transferred either in full or in part to the panchayats;  

x) The quantum of revenue that a Panchayat can reasonably expect under the revenue sharing 
mechanism should be predictable;  

xi) State Government should adhere to its commitment in regard to the grants-in-aid; all untied 
grants to the panchayats should be made statutory in nature;  



xii) SFC (State Finance Commission) should be constituted for a lifespan of 18 months and a 
time limit of six months be prescribed for a State government to act on the SFC 
recommendations;  

xiii) The maintenance of accounts by the Panchayats be standardized; Panchayat department 
officials should not be made statutory auditors of the village Panchayats; the accounts of the 
intermediate and district Panchayats be subjected to audit by Comptroller and Auditor General 
(C&AG); and 

xiv) A performance audit system be adopted.   

4.16 Monitoring of TFC grants 
Every State shall constitute a High Level Committee (HLC) to ensure proper utilisation of Local 
Bodies Grants. This HLC shall be headed by the Chief Secretary to the State Government and will 
include Finance Secretary and Secretaries of the concerned Departments as members. HLC shall 
be responsible for the following:  

a. Approval of the projects at the beginning of every year to be undertaken in each sector, 
quantify the targets, both in physical and financial terms and lay down a time-table for 
achievement of specific milestones; 

b. Monitoring both physical and financial targets and ensuring adherence to the specific 
conditionalities in respect of each grant, wherever applicable;  
 
HLC shall meet at least once in every quarter to review the utilisation of grants and to issue 
directions for mid-course correction, if considered necessary. Minutes of HLC meetings shall be 
provided to the Department of Expenditure (Finance Commission Division), Ministry of Finance, 
Government of India for information. 
 
Besides a Central Review Committee will be constituted in the Government of India, headed by 
Secretary to Government of India, Ministry of Finance, Department of Expenditure to review the 
releases and utilisation of grants. The Committee will include representatives from the Ministry of 
Panchayati Raj, Ministry of Urban Development and Poverty Alleviation, Ministry of Home 
Affairs and Ministry of Finance (Department of Expenditure). The Committee shall meet at least 
once in a year.  
 
Moreover, given the much higher quantum of grants and larger number of rural local bodies, a 
separate Committee for Panchayati Raj Institutions (PRIs) will be constituted to monitor the mode 
of release of local body grants to Panchayats as mentioned in the guidelines. The Committee will 
be chaired by Secretary to Government of India, Ministry of Panchayati Raj with the Joint 
Secretary (State Finances) and Financial Adviser ( Panchayati Raj ) as Members and  Jt. Secretary 
(Panchayati Raj) as Member Secretary.  The Committee shall meet at least once in a quarter. This 
Committee shall bring out the points for intervention by Government of India in Ministries of 
Panchayati Raj and Finance to ensure smooth and uninterrupted flow of funds to PRIs. 

 
4.17         Overall Recommendations of the TFC relevant to PRIs :  
The Twelfth Finance Commission have also put forward a set of recommendations for the State 
Governments to follow with a view to fulfilling the Constitutional mandate of strengthening the 
process of transfer of resources to PRIs. Major recommendations are as follows:    

i) The States should avoid delays in the constitution of the SFCs (State Finance 
Commissions), their constitution in phases, frequent reconstitution, submission of 
reports and tabling of the ATR in the legislature. It is desirable that SFCs are 



constituted at least two years before the required date of submission of their 
recommendations, and the deadline should be so decided as to allow the state 
government at least three months’ time for tabling the ATR, preferably along with the 
budget for the ensuing financial year.  

iii)  The SFC reports should be readily available to the Central Finance Commission, 
when the latter is constituted so that an assessment of the state’s need could be made 
by the Central Finance Commission on the basis of uniform principles. This requires 
that these reports should not be too dated. As the periodicity of constitution of the 
Central Finance Commission is predictable, the States should time the constitution of 
their SFCs suitably.  

iii) The convention established at the national level of accepting the principal 
recommendations of the Finance Commission without modification should be 
followed at the State level in respect of SFC reports. 

iv)  The SFCs must clearly identify the issues which require action on the part of the 
central government to augment the consolidated fund of the State and list them out in 
a separate chapter for the consideration of the Central Finance Commission. 

v) It is desirable that the SFCs follow the procedure adopted by the Central Finance 
Commission for transfer of resources from the Centre to the States in respect of 
resources transfers from State Governments to local bodies. The SFC reports should 
contain an estimation and analysis of the finances of the State government as well as 
the local bodies at the pre and post transfer stages along with a quantification of the 
revenues that could be generated additionally by the local bodies by adopting the 
measures recommended therein. The gaps that may still remain would then constitute 
the basis for the measures to be recommended by the Central Finance Commission.  

vi) While estimating the resources of the local bodies, the SFCs should follow a 
normative approach in the assessment of revenues and expenditure rather than 
constructed forecasts based on historical trends.  

vii)       A permanent SFC cell may be created in the finance department of State 
governments as the collection and collation of data would need to be done constantly 
and data would need to be made available to the SFC as and when it is constituted.  

viii) The PRIs should be encouraged to take over the assets relating to water supply and 
sanitation and utilize the grants for repairs / rejuvenation as also the O&M costs. The 
PRIs should, however, recover at least 50 percent of the recurring costs in the form of 
user charges.  

ix)       Of the grants allocated for Panchayats, priority should be given to expenditure on the 
O&M costs of water supply and sanitation. This will facilitate Panchayats to take over 
the schemes and operate them. 

x)  Most States do not have credible information on the finances of their local bodies. 
Local bodies would continue to need funding support for building data base and 
maintenance of accounts. States may assess the requirement of each local body in this 
regard and earmark funds accordingly out of the total allocation recommended by us.  



4.18 Audit of TFC Grants to Local Bodies: 
Comptroller and Auditor General of India shall audit the release and use of the local bodies 
grants within the time and for the purposes sanctioned by the TFC. Government of India may 
take appropriate decision about withholding grants of a State if the Comptroller and Auditor 
General of India reports that the State has either not transferred the grants to the local bodies or 
has allowed the grants to be used for purposes other than for which these are being provided or 
that local bodies have not been able to give priority to spend on the O&M of water supply and 
sanitation for the rural areas and on schemes of solid waste management in the urban areas. 
 
4.19 Utilisation of 12th FC Grants in Orissa 2006-07 (upto Sept. 07) 

 
(Source: Dept. of Panchayati Raj, Orissa  
http://www.orissapanchayat.gov.in/English/download/TFC/financial_TFC.pdf ) 
 
4.20 Progress in Physical Achievement in 12th FC Grants-   



 
(Source: Dept. of Panchayati Raj, Orissa  
http://www.orissapanchayat.gov.in/English/download/TFC/financial_TFC.pdf ) 
 

4.21      Thirteenth Finance Commission (2010-1015)-  
Meanwhile the 13th Finance Commission (2010-2015) has been constituted (vide Notification 
dated 13th November 2007 with Dr. Vijay L.Kelkar Former Union Finance Secretary and Adviser 
to the Finance Minister as Chairman and 5 other members. Like the previous two Commissions, 
the Terms of Reference of the Thirteenth Commission include ‘measures needed to augment the 
Consolidated Fund of a State to supplement the resources of the Panchayats and Municipalities in 
the State on the basis of the recommendations made by the Finance Commission of the State’. The 
Commission is scheduled to submit its Report by 31st October 2009 covering the period of five 
years commencing on the 1st day of April, 2010. In making its recommendations on various 
matters, the Commission shall take the base of population figures as of 1971, in all such cases 
where population is a factor for determination of devolution of taxes and duties and grants-in-aid. 
The Commission has elicited public response in general on the subjects covered under its ToR and 
has also floated three questionnaires, one each on Local Bodies, Union Finance and State Finance 
inviting response from the interested citizens. The Commission has also appointed a Public 
Information Officer and an Appellate Officer as required under RTI Act 2005. One may download 
the information available about the constitution of the Commission and also send in his/her 
opinion/views via the website of Finance Commission 
(http://fincomindia.nic.in/fincom13/qulb/index.htm).    
 
4.22      Orissa State Finance Commissions: 

As per Article-243(I) and Article 243(Y) of the Constitution of India, a State Finance 
Commission is to be constituted within one year of the commencement of 73rd and 74th 



Amendments of 1992 and would thereafter continue to be constituted at the expiration of every 
fifth year.  
 
In line with these Constitutional provisions, Orissa Gram Panchayat Act, 1964 was amended in 
1994 (Orissa Act 6 of 1994) and a new provision called Section 100-A was added to the mother 
Act.  The new provision calls for constitution of Orissa State Finance Commission for a 
periodical review of the financial position of Gram Panchayats and recommendation by such 
Commission for improvement of financial position of GPs. The Governor as required under 
Article 243-I (Constitution of State Finance Commissions) of the Constitution. The 
Recommendations of the State Finance Commission together with an Explanatory Memorandum 
on the Action Taken Report by the Government shall be laid in the State legislature.   

  
In post-73rd Amendment period, in pursuance of Article-243(I) and Article 243(Y) of the 
Constitution of India read with Section 100-A of amended OGP Act, 1964 and Sections 3 & 8 of 
the Orissa Finance Commission (Miscellaneous Provision) Act 1993 two State Finance 
Commissions have so far been constituted to review the financial position of Panchayati Raj 
institutions and Urban Local Bodies and to make necessary recommendations for their further 
empowerment. The following Terms of Reference were common to both Commissions.  
 
(1) The principles which should govern (a) the distribution between State and Panchayati Raj 

Institutions and the Municipalities of the net proceeds of taxes, duties, tolls and fees leviable 
by the State which may be divided amongst them under Part-IX and Part-IXA of the 
Constitution and the allocation between the Panchayats at all levels and the Municipalities of 
their respective shares of such  proceeds, (b) the determination of taxes, duties, tolls and fees 
which may be assigned to, or appropriated by Grama Panchayats, Panchayat Samitis and Zilla 
Parishads or, as the case may be, Municipalities, and (c) the grants-in-aid to the Grama 
Panchayts, Panchayt Samitis, Zilla Parishads or, as the case may be, Municipalities from the 
Consolidated Fund of the State; 

(2) The measures needed to improve the financial position of the Grama Panchayats, Panchayt 
Samitis, Zilla Parishads and Municipalities. 

 
These two Commissions have submitted their Reports to the Governor in 1998 and 2004 
respectively, and the said Reports together with the explanatory memoranda on action taken have 
been laid in the legislature of the State.  
 
4.23       First State Financial Commission, Orissa (Report Submitted 1998):	
The First State Finance Commission, as per the mandate of the Constitution was constituted 

on 21.9.1996 with Justice Shri Subhranshu Kumar Mohanty as Chairman and 4 other members 
including Shri Krushna Chandra Badu, I.A.S. as Member Secretary. The date by which the First 
State Finance Commission would submit their report/recommendations was fixed on 31.3.1998. 
The Commission could not complete the work assigned to it and so the Commission was 
reconstituted by the Government on 24.8.1998 with Dr. Baidyanath Mishra as Chairman The 
Commission completed its job in time and submitted its Report with recommendations to the 
Governor on 30.12.1998. The Cabinet approved the Report of the First Finance Commission on 
3.2.1999. Thereafter the Report was laid in the Orissa Legislative Assembly on 9.7.1999. The 
First State Finance Commission had adopted the method of collection of data in the form of 
questionnaire from Gram Panchayats, Panchayat Samitis, Zilla Parishads and Urban Local 
Bodies. The Commission had also interacted with Members of Parliament, Members of 
Legislative Assembly, and eminent persons of the State and persons who were interested in 
administrative matters of Local Bodies and in the development of these democratic institutions, 
Academicians, researchers, politicians, peoples’ representatives, media persons and virtually 



people from all sections of the society were invited through advertisements to give their 
considered opinions on issues affecting the local bodies in the state to the State Finance 
Commission. Besides paying visits to other States for gathering first-hand information the First 
State Finance Commission had also interacted with Secretaries of different Departments of 
Government of Orissa, interacted with employees of Local Bodies, Collectors and other Senior 
Officers of the State, Officers of Finance Commission of other States, Presidents of Zilla 
Parishads, Chairmen and Executive Officers of Urban Local Bodies and academicians from the 
colleges, universities and research institutions. Data collected from different sources were 
computerized and interpreted with the help of the Naba Krishna Choudhury Centre for 
Development Studies, Bhubaneswar. 
 

4.24 Funds transferred to PRIs as Recommended by 1st SFC-    
The first SFC recommendations came into force from the year 1998-99. As reported by Panchayati 
Raj Dept. Orissa, before the very constitution of first SFC, transfers of resources in favour of RLBs 
were made as per the requirement and need. However, there was no uniformity in the year-wise 
transfers so made. The growth rate also varied from year to year. In some years negative growth 
had also occurred. For the purpose of calculation of the transfers, the average figures for the first 
five years (1993-94 to 1997-98) preceding the first SFC recommendations has been taken and the 
same has been compared with the annual average of the transfers during post-SFC 5 years 1998-99 
to 2002-2003. The Table 1.8 shows the comparison between the two 5-year periods pre and post 
First SFC in terms of fund transfers to PRIs.  
 

Table : Fund Transfer to PRIs preceding and following Report of 1st  SFC  
(Rupees in lakh) 

 

(Source: Panchayati Raj Institutions & Achievements under 11th Finance Commission Award - 
http://orissagov.nic.in/panchayat/pgs1-36.pdf) 

As seen from the above Table, in the pre-SFC 5 year period, only a total of Rupees 5653.10 lakh 
was transferred while more than twice that amount i.e. a total of Rupees 15709.66 lakh could be 
transferred in the 5-year period post SFC. In fact the actual fund transferred exceeded the amount 
recommended by 1st SFC. These fund transfers were made in terms of assignment of taxes, grants 
and devolution.     

4.25 Second State Financial Commission Orissa (Report Submitted 2004):  
The Second Orissa State Finance Commission was constituted on 5.6.2003 under the 
Chairmanship of Sri Trilochan Kanungo, Member of Parliament comprising 4 other members 
including Sri Durga Prasad Dash, I.A.S. as Member Secretary. In addition to the subjects covered 
by the 1st Commission, the notification on the constitution of the 2nd Commission mentioned,  
 



“In making its recommendations, the Commission shall have regard, among other considerations, 
to 

i. the revenue proceeds of the State Government and the demands thereon, on account of 
expenditure on Civil Administration, Police and Judicial Administration, Education, 
Maintenance of Capital assets, Social Welfare, Debt Servicing and other committed expenditures 
and liabilities; 
 
ii. the functions and liabilities of Panchayati Raj Institutions and, Municipalities in respect of 
discharging and implementing the schemes entrusted to them under article 243 G and 243 W of 
the Constitution; 
 
iii. the revenue resources of Panchayati Raj Institutions and, Municipalities at all levels for five 
years, commencing from the 1st April, 2005 on the basis of levels of taxation reached in 2001-
2002, target set for additional resource mobilization and potential for mobilizing additional 
resources; 
 
iv. the scope for better fiscal management consistent with the need for speed, efficiency and cost 
effectiveness of delivery of services; and 
 
v. the need for providing adequate incentive for better resource mobilization as well as 
closely linking expenditure and revenue raising decisions”. 

 
In their effort to prepare the Report the Second State Finance Commission adopted the 
questionnaire method of collection of relevant data from the offices of Government Departments, 
Panchayati Raj Institutions and Urban Local Bodies. The Commission also contacted and  
interacted with prominent persons, economists, planners, retired Government Servants, members 
of different Local Bodies and politicians besides common people. The Chairman and the 
Members of Commission also visited different places in the State with a view to acquiring direct 
information from people and to see the states of affair existing in the field. The Commission 
presented an Interim Report on 25th October 2003 to the Governor, which contained the 
suggestions to be made to Twelfth Finance Commission when they would visit Orissa. During 
February 2003, the Chairman & Members of the Commission interacted with the Chairman & 
Members of the 12th Finance Commission at Bhubaneswar during their visit to the State and 
presented their views to the visiting group. The Chairman of Commission along with Chief 
Minister and Chief Secretary had a Video Conference with 3 Revenue Divisional Commissioners 
on 21.11.03. In order to acquaint themselves with the resources position, levy of taxes, different 
modes of organization of resources, manner of functioning etc. of Local Bodies in other States of 
the Union, the Commission visited the States of West Bengal, Karnataka, Maharastra and Kerala 
and held discussions with the Ministers, Secretaries and other officials of concerned Departments 
and Zilla parishad functionaries. The Final Report of the Commission was presented to Governor 
on 29th of September 2004.   
 

4.26        Recommendations of Second State Finance Commission: 
The Report of the Commission submitted on 29th Sept. 04 contained a total of 28 recommendations 
on various matters covered under its ToR.. The salient recommendations among them are 
mentioned below:     

- An activity mapping depicting transfer of various activities now performed by different 
Departments of the Govt to different levels of PRIs in respect of 29 subjects of 
Schedule-11 of the Constitution to be pursued meaningfully;  

- Merger of DRDA with Zilla Parishad ; 



- Internal resource mobilization by PRIs, such as through Re-intropduction of Panchayat 
Tax and introduction of Turnover Tax on agricultural Farms, Livestock Registration 
and Development Fee, Capital/Property Transaction Fee, Population Welfare Cess, 
Pisciculture Cess, Education, Environment and Health Care Cess on Industries, Mines, 
Ports and Jeties and Power Plants, Parking Fees, License Fees from shops on the basis 
of turnover, Toll Fees for using village, GP and PS Roads, Local Body Cess by Forest 
Corporation  for Kendu Leaves collected, Local Body Health Fees from Private 
Hospitals and Nursing Homes, Pilgrim fee and Turnover Tax on Monor Forest Produce.  

- Transfer of Markets under the Regulated Marketing Committees to Gram Panchayats; 
- Transfer of Sairat Sources and Minor Minerals to Grama Panchayats;  
- Fee for Birth and Death Certificates to be collected by GP; 
- Sharing of Net Internal Income by the 3 Tiers of PRIs; 
- Implementation of Circular on devolution of Powers to PRIs; 
- Change of Budget Heads in respect of Employees of CD Blocks;  
- Devolution of 10% of the average of State’s Gross Own Tax Revenue from 1999 to 

2002 ( i.e. Rs.211.83 crore) to PRIs and ULBs each year during the Award Period from 
2005-06 to 2009-10.  

- Allocation of devolvable funds to PRIs and ULBs in the ratio of 80:20 and punctual 
release of devolved funds;          

- 12th Finance commission to reimburse the total amount for 5 years i.e. Rs.1059.15 crore 
in order to augment the Consolidated Fund of the State to supplement the depletion of 
resources on account of transfer of a percentage of the tax revenue to the local bodies; 

- Devolution of Funds to PRIs in key areas such as Primary and Secondary Education, 
Health Care, Drinking Water and Watershed Management etc. out of the devolved 
resources; 

- Grants-in-Aid for the PRIs and ULBs from out of the Consolidated Fund of the State as 
assistance for discharging various functions nad responsibilities entrusted to them under 
the Constitution and respective laws of local bodies. 10% of the Gross Own tax 
Revenue of the State for the year 2002-03 (Rs.383.30 crore) minus Devolvable amount 
(Rs.211.83 crore) i.e. Rs.171.47 crore is recommended towards GIA for addressing to 
specific concerns;  

- Amendment of Constitution needed to bring about synchronization of recommendation 
periods of National and State Finance Commissions; 

- Statutory Provision for Placement of Report of State Finance Commission along with 
ATR before the State Legislature within 6 months of the submission of the Report;           

- Continuance of a Skeleton Branch of SFC even after the Report of the Commission is 
submitted;  

- Provision of a VLW or VAW to each GP on whole-time basis exclusively as EO, and 
conferment of powers on a GP to exercise adequate control over them, for ensuring 
accountability;  

- Revamping Public Distribution System by involving PRIs; 
- The Twelfth Finance Commission apart from providing the total amount of Rs.1059.15 

crore meant for devolution during the Award period should extend funding for certain 
problem areas amounting to Rs.121.93 crore. Thus the TFC should replenish a total of 
Rs.1181.08 crore for the Award period; and 

- Oriya rendering of the Report of 2nd SFC and its dissemination to all PRIs and ULBs 
across the State.      

 
4.27 ATR by Orissa Cabinet Sub-Committee on Report of the 2nd SFC - 
We find that the Government of Orissa published Action Taken Reports on the Recommendations 
of 2nd SFC in two phases, the first by a Cabinet Sub-Committee chaired by the Minister Finance in 



January 2006 and the next by the Department of Finance in August 2006. As regards the genesis of 
first ATR, the State Cabinet in its

 
meeting held on September 30, 2005 had decided that a Cabinet 

Sub-Committee consisting of Minister Finance, Minister Panchayati Raj, Minister Urban 
Development, Minister Law and Minister Higher Education would examine the recommendations 
of the Commission in detail and submit their report for consideration of the Cabinet. In pursuance 
of the above decision of the State Cabinet, the Cabinet Sub-Committee was constituted vide Office 
Memorandum No. OLA/1- 48/05-7056/PAD dated 25.10.05 of Parliamentary Affairs Department. 
The Cabinet Sub-Committee submitted their recommendation on January 13,2006. The 
recommendation of the Cabinet Sub-Committee was placed before the Cabinet, which approved 
the same. The following were the recommendation of the Cabinet Sub-Committee:-  
 

a. The Rural Local Bodies would receive Rs.156.63 crore in 2005-06 and Rs.250.90 crore in 
2009-10 at an average of Rs.201.00 crore per annum. This amount would include the various 
items, which the Rural Local Bodies were receiving from the State Government. The existing 
system of profit from Kendu Leaf Trade will flow to the Rural Local Bodies @ Rs.10.00 crore 
per annum.  
 
b. The Urban Local Bodies would receive Rs.39.17 crore in 2005-06 and Rs.62.73 crore in 2009-
10 at an average of Rs.50.26 crore per annum. This would include Rs.25.00 crore per annum for 
maintenance of roads, Rs.3.00 crore per annum towards surcharge on stamp Duty and Rs.0.15 
crore per annum towards surcharge on Entertainment Tax.  
 
c. Compensation on Entry Tax will flow to the Urban Local Bodies independent of the above 
amount hike of 20% per annum as against present level of 10% hike. Out of this 20% hike, 10% 
hike would be passed on to the Urban Local Bodies as untied resources and the balance 10% 
hike would be released by the State Government to the concerned Urban Local Bodies based on 
their performance in undertaking various reforms including augmentation of internal non-debt 
resources.  
(Source:http://orissagov.nic.in/panchayat/atr-2nsfc.pdf) 
 

4.28       ATR by Dept of Finance on Report of 2nd  SFC- 
In the second phase the Report of the Second Orissa State Finance Commission covering the 
five-year period commencing from April 1, 2005 together with the Explanatory Memorandum on 
the Action Taken Report on the recommendations of the Commission have been laid on the Table of 
Orissa Legislative Assembly by Minister of Finance, Govt of Orissa on 11th August, 2006. Some highlights 
of the second ATR are as follows:  
 
- Against the transfer of Rs.383.301 crore per annum on the average recommended by 
the Second State Finance Commission, the 12th Finance Commission has recommended 
Rs.432.66 crore per annum on the average. (Compensation and assignment Rs.251.26 
crore + grants Rs.181.40 crore); 
 
- As per the recommendation of the Second State Finance Commission Rs.735.43 crore is to be 
transferred to the Local Bodies (Rs.588.34 crore for RLBs + Rs.147.09 crore for ULBs) by the 
State Government from its own resources during the period from 2005-06 to 2009-10, the annual 
average being Rs.147.09 crore (Rs.117.60 crore for Rural Local Bodies + Rs.29.49 crore for 
Urban Local Bodies). Since the devolution by the State Government from its own resources as 
per the estimate by the 12th Finance Commission is more (Rs.1256.29 crore), the State 
Government have decided to transfer Rs.1256.29 crore to Local Bodies in place of Rs.735.43 
crore recommended by the 2nd State Finance Commission. 
 



- For effective functioning of the Local Bodies, there should be simultaneous transfer of 
functions, functionaries and fund. Without transfer of functions and functionaries, mere transfer 
of fund will not make the Local Bodies effective and vibrant. The concerned Administrative 
Departments should take steps in these directions. 
 
- After meeting the committed expenditure for the Local Bodies on different items under which 
they are receiving fund from the State Government under the recommendation of the 1st State 
Finance Commission, the Panchayati Raj Department and Housing & Urban Development 
Department should indicate projects / programmes under which the remaining amount would be 
utilised by the Local Bodies for specific work and programmes towards non-salary component 
only. 
 
-The Local Bodies should ensure appreciable growth in their own non-debt revenue from year to 
year to take care of the basic services supposed to be provided by the Local Bodies. Appropriate 
incentive schemes should be worked out by Panchayati Raj Department and H & U.D. 
Department to encourage the Local Bodies to increase their own revenue as recommended by 
the 2nd State Finance Commission as well as by the 12th Finance Commission. A part of the 
additional devolution may be earmarked for such performance linked incentives. 
 
-Other recommendations and suggestions including revenue generation measures as 
recommended by the 2nd State Finance Commission have been accepted by Government. The 
respective Departments would examine the feasibility and of implementation in detail and take 
follow up action with concurrence of Finance Department, other concerned Departments and 
with approval of the Chief Minister. 
(Source: The Explanatory Memorandum on Action Taken Report Laid by Minister Finance, 
Govt of Orissa in the Orissa Legislative Assembly in August 2006 : Dept of Finance, govt of 
Orissa:  available on http://www.orissagov.nic.in/finance).   


