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PREFACE

IT is not necessary to offer any explanation for writing
a book on the problem of financial re-adjustment at this
hour. The importance of the problem is self-evident ;
and it is also obvious that the smooth working and the
harmonious development of the new constitution will to
no small extent depend upon the nature of its financial
nounterpart. The problem of national reconstruction hds
many aspects, and has to be approached witha ;iﬁe
appreciation of the concrete facts of the present situwation.
But it has also to be realized that it can be solved only if
a conscious attempt is mads to express and develop a
unity of purpose through all our national institutions.
It will not do to attempt things piecemeal or deal with
each problem of national life withont taking:into account
thesignificance and bearing of the integral whole. For
reconstruction we need vision and practical craftsmanship.
Both are equally necessary; and one without the other
will lead to a fragmentary, and therefore ineffectual,
action. :
Two points are intended to be emphasized in this book.
First that we must pay due regard to the future and its
tteeds. The latter is a living factor in the affairs of men,
4nd anyone with an adequate understanding of the trend
of things cannot fail to feel its impact at a thousand and
one points in our daily life. Financeis a part of life, and
4 study of the working of the financial institutions of the
different countries cannot but bring home to our minds
the fact that a new world is in the making, and has to be
teckoned in all qur constructive efforts. The fact is borne
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in upon us if we make an earnest effort to understs
the nature and meaning of the changes that are in p1
gress in every sphere of life. But even in the domain .
finance it is clear that there is what one author ca,
luminous confusion—a lack of order and symme":
because the old is giving place to the new and the pror-
of substitution has just begun. In India as elsew!.
we have to make allowance for the fact and anticipate
future. )

The second point, which is also of fundamental imy
tance, is that we must show our understanding of
purpose implicit in things by handling the various ot
standing issues in an adequate manner. The future
not going to burst upon us with a thunderclap and assert
its ascendency. It will become increasingly effective
by informing the ideas and institutions of men with a
new purpose. We must take things as they are an
modify and transform them with a view to speed up om
progress. This can be done only if we face facts and
realize the limitations under which we have to work.
We must set to our task in the spirit of an artist. Our
limitations must be regarded as our opportunities, 7 ~d
we would use them as our material out of which .z v
pattern has to be woven and a new model hewn. The
future and the past seem to be in conflict with each other,
but the latter will give place to the former.if it is pro-
perly understood and its exit facilitated by the adoption
of adequate and effective measures, we must, in othel
words, liquidate the past.

These two points have been emphasized in this boc’
in order to make a practical contribution to the proble.
of impending financial re-adjustment in India. The boo:
is not a utopia in any sense of the word. It is concerneo
with the next step in our financial evolution, and its%

vi
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“tiguments are based on the assumption that India wilk
-8 self-governing in a very large measure in'the ‘imme-
dgiate future. At a time when the air is rent with war
«ibies and the prospect of working out a solution of our
£af4tical problem on the basis of mutual understan@ing
s«agemoter than ever, it is not easy to get men to-listen
‘s12the voice of reason and do strenuous thinking. But
“fitthave to take ourselves seriously and address our-

.ives to the problem of reconstruction in the hope that
. ¢ freedom for which we are longing will soon be ours.
+}may be that those who have lost faith in the methods
-3#f persuasion and are resorting to direct action are in the
atight; but even then the work of reconstruction has to be
iseriously taken in hand. The problem of financial re-
adjustment has to be solved in any case, and it is hoped
.that earnest students of our national problems will think
fout the various issues involved in the consideration of
rour financial problem, and find in this book material and
arguments which will help them to come to the right
conclusion with regard to them.

I must express my gratitude to friends who have
talped me in various ways. To Mr. E. A. Horne, M. A.,
421, late Principal, Patna College and now Pro-Vice-
Chancellor, Aligarh Muslim University, I owe more than
I can tell. The patience with which he has corrected the
proofs and the pains which he has taken over the whole
book, and that at a time when his hands were otherwise
so full, make it necessary for me to convey to him my
sense of indebtedness for all that he has done for me. I
laeeded just the kind of help that he has given me, and 1

.gannot be too grateful to him for it. [ also owe my
#sincere thanks to Dr. S. K. Maitra, M.A., pPh. D.,
{Professor of Philosophy, Benares Hindu University,
* for having translated Dr. Albert Hensel’'s Der Finanzsa
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usgleich in Bundes Staitten for me from German into English.
I am also greatly indebted to Professor E. R. A. Seligman
of Columbia University for his having replied to my
qgueries with the utmost promptitude and cordiality. 1
ought to add that I alone am responsible for the views
expressed in this book.

GYAN CHAND
2¢th Aprsl 1930
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CHAPTER I

The Problem

India is to have a new constitution. The prospect of
framing one which will meet with general approval is
rather remote at present. The general attention is just
now engrossed by events, which, whatever their im-
portance under the exigencies of the present political
situation, cannot be of much account in determining the
ultimate destiny of our people. The world is full of
portents and presages; and sensitive spirits are every-
where feeling the vivifying touch of the future on the
ideas and institutions of the people. A new world seems
to be in the making ; and though this cannot be ushered
in all at once, or without some painful readjustments, it
is already a factor to be reckoned with in the affairs of
men. India’s political freedom is an essential constituent
of the new order, and has to be conceived as a part of the
world-process. It cannot come to us as a gift of the gods.
:No nation deserves to be free without strenuous exertion
or great so.criﬁces) But one important condition of
sucecess under the overwhelming difficulties of the times
is that we should have a right sense of values. We
must learn to distinguish between essentials and non-
essentials, and assess the relative importance of measures
and policies in the light of our vision of things to be. It
is wrong to let the past come into conflict with the
present or pay undue attention to survivals which have
no future. 7The past may live in the future, but it is the
latter which must provide the pattern for schemes of
reconstruction. The Jeaders of national life have to
cultivate, in some measure, the qualities of seers, and
look ahead for inspiration. It is necessary for right
thinking and action that our gaze should be fixed on the
India of our hopes and aspirations; and the proposals
for the solution of our national problems bear the impress
of coming events.
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India is a world problem. She is the cornerstone in
the edifice of British Imperialism, and her freedocm will
not only be a boon to herself but also to the British
Empire and the world at large. The British Empire
will become a real commonwealth of nations and cease
to be a menace to the peace and harmony of the world,
which it undoubtedly is at present, if India comes to her
own as a self-governing member of this confederation.
India’s freedom will also be an effective answer to what
is called the challenge of Asia, and stem the rising tide of
colour. This cloud on the international horizon need not
grow bigger if India becomes a signpost on the path to
new freedom instead of an achievement of forces which do
not make for righteousness. But there is another and more
important sense in which India is really a world problem.

India is a land of contrasts and contradictions. The
differences, which are the hope of the enemies of our
freedom and the despair of its friends, are great, and give
rise to problems which are as baffling as they are urgent.
The diversity of races, religions, languages, cultures and
interests is the most striking fact of our national life. It
was Sir John Strachey who wrote that the first and
most essential thing that could be learnt about India was
that there was no such country. The argument has,
since then, had its edge blunted on account of the
frequency with which it has been used against our national
claims. But the differences do exist, and have to be
taken into account by the architects of our future. India
is, to use Walt Whitman’s words, ‘ immense and contains
multitudes’. This fact makes it necessary that in our
nation-building we should work for a synthesis which
makes this diversity an organic part of our common life.
The task is difficult, and needs a combination of courage
and caution, vivid imagination and practical good sense,
and qualities of craftsmanship of the highest order.
But this is our work in the scheme of things, and there
are elements in our heritage, which qualify us for its
accomplishment if we know how to use that heritage
to the best advantage. [t is obvious that the unity of
our national life must be multiple in its essential
character, and provide for the full expression of the

2
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diverse clements which go to make what has to be the
Indian nation of the future. This elementary but cardinal
fact suggests a consideration of vital importance, and
one that ought to take precedence of all others in
our constitution-making experiments. Its immediate
bearing on our political future is, of course, obvious.
It is making it exceedingly difficult for us to present a
united front to the hostile forces, and makes it possible
for them to count upon the support of some sections of
our population for the continuance of the foreign
domination of our country. Itis a very unpleasant fact of
the present situation, one which makes it necessary for us
to consolidate our position in every possible manner.
Some of us have, as a matter of fact, begun to speak
of the past as a great incubus, and feel poignantly the
truth of the dictum ¢ Happy is the nation that has
no past’. As such thoughts and feelings cannot
change the realities of the situation, it is of greater
importance to look for those factors in the working of
our corporale life which can be utilized to erect the
superstructure of our national life on sound foundations.
Some of the most competent students of our history are
of opinion that we have, through the ages, shown our
genius for constructive synthesis in a manner which
has no parallel anywhere in this world. If the
people of India to-day present, to use the words of Lord
Ronaldshay, ‘an ethnologic pageant epitomizing the
gradual growth of civilization through centuries of time’,
it is not because it was impossible to realize unity when
there was so much diversity, but probably because
diversity was considered essential for evolving unity of a
higher order. Indian history is, if we read it aright, an
experiment in nation-making without stamping out
differences. The process is essentially different from
the one which has been so often tried by the western
nations in recent years and with such grievous conse-
quences. The experiment seems to have failed ; and
the view that national unity in India is a phenomenon
of recent growth, and has to attain a higher stage of
maturity before it can be made the basis of a new politi-
cal fabric appears prima facie specious, if not convincing.

3
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But if we leave out the last four or five centuries, and
take a bird’s eye view of Indian history from the earliest
times to the sixteenth century, we shall te able to
appreciate the greatness of the achievement, which our
people have to their credit, in assimilating so many
different communities, races and cultures into one organic
whole without resorting to the use of what are now
called Imperialistic methods. The Indian view of life
which postulates the necessity of difference for all vital
and life-giving processes of growth made it possible for
India to become a melting pot of races and cultures
without imposing a uniform standard of thought and
action on the different streams of immigrants who
made this country their home. The idea that any culture,
system of beliefs, or code of morals is inherently
superior to all others, and has a right to replace them is
alien to the ethos of our peopie, and has never been
made a regulative principle of our national life. This
great social and eugenic experiment has given us
these numerous divisions of our society, and is now a
travesty of what it was intended to be on account of
the divorce between institutions and their social purpose.
It is the tyranny of the dead hand which is our greatest
obstacle, and if we can once tise over our dead selves
and cultivate the sense of reality, which is the most
valuable part of our heritage, our past will come to life
again, and will be recognized as our greatest asset in
the task of nation building. Our vertical and horizontal
divisions will then cease to be separative forces, and the
magaitude of our difficulties will become a measure of
our opportunities. India’s many will become one through
a unity which sees no contradiction between the two, and
will evolve in a way which will not only be suited to
our needs but also to our destiny. If we can achieve
national unity through these divisions, we will not only
solve our problem, but point the way to the larger
harmony of the world. We shall thereby fulfil ourselves ;.
and these divisions will become the distinctions that
enrich and not remain the differences that divide.

All this may appear to be metaphysics, and not
finance, but it is what may be called the metaphysics of.

4
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federal finance which is, in reality, the subject mattet
of this book. To deal with. the problems of federal
finance, one has to assume that the future constitution o:
India will be federal ; and it is possible to question the
validity of this assumption, and, thereby, call in questior
the relevance of this enquiry. In fact, it has beer
suggested that the students who are seeking a federa
solution of India’s political problems are on the wrong
track, and will, if they succeed in their quest, be letting
loose on the country the furies of regional and sectiona
patriotism, which will be our undoing. The worc
‘ federal’ covers a multitude of facts and meanings.
¢ The most striking and pervading characteristic of
federation’, in the words of Bryce, ¢is the existence
of a double government, a double allegiance, a double
patriotism.” This is the orthodox view of the matter,
and one that generally dominates our discussion of the
subject. Federations have in the past been brought into
being as a grudging concession to the might of
circumstances. The federal sentiment is historically a
combination of two opposites. Dicey considers it as
an essential condition of the formation of a federal
state that the inhabitants of the country concerned should
not wish to surrender the individual existence of the
political unit to which they owe their allegiance; and
even postulates the existence of a feeling which implies
that ‘inany of the inhabitants of the separate states feel
stronger allegiance to their own state than to the federal
state represented by the common government’. A
federal state is, according to him, formed when the
people desire union but not unity. This, of course,
means that a federal state is a political contrivance to
reconcile otherwise mutually exclusive sentiments of
separation and union; it is a partial surrender of powers
by the constituent units to realize specific objects of
general importance. It is stern necessity which calls
for the adoption of this measure, and only those powers
are surrendered which must be exercised by the federa-
tion if the union is to be a reality. A federal state is,
from this point of view, an intermediary stage in the
political development of a people, and a device by which

5
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the way is prepared for a stable and lasting unity on
basis of strong national spirit. It is a half-way hot
to complete and absolute union, and a landmark in
history of the evolution of large states. This is
general conception of federation; but recent devel
ment of political theory and practice have made it «
of date, and antiquated. It assigns to the federal forn
government a réle which makes it an historical survis
and is utterly unsuited to modern conditions. 1
economic changes of the last 150 years have altered -
entire basis of social life and set into motion for
which make local or even national barriers obstacles in
way of ¢ rationalization’ of economic and social orge
zation. Integration of economic life is the vital fact
modern social structure, and has brought into p
centripetal forces which are making separation of pow
a source of conflict and friction in the working of -
organic life of the people. ‘The universal tendency
federal states to increase the powers of the central g
ernment is evidence of this fundamental change in
existing situation. India can have no use for an expedi
which, whatever its historical value, is out of accord w
the facts of modern life. She is already a unitary, ¢
within certain limits, a unified state. The pres
territorial distribution is unsatisfactory ; but it is rij
to assume that, barring the Indian States, the differ
administrative units have a subordinate place in «
political system, and are not considered to have a pr
lien on the allegiance of the people. There is not o
desire for union but also unity; and though
occurrences of every-day life reveal a state of mut
distrust and suspicion, our problem is communal ¢
not territorial. The communal problem has its territos
aspect, but it may be taken for granted that the latte:
not very important, and does not necessitate the ad
tion of a federal form of Government. Federation, i
is to mean a loose form of union, cannot, therefore,
the right political ideal for us.

The word ‘ federal’ has, however, already acquire
different meaning, and it denotes and connotes a gr
deal more than a political contrivance with import

6
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historical antecedents. If the Canadian, the South
African and the new German constitutions are to be
characterized as federal, the word must be used in a
sense different from the one in which it was used by
Hamilton and Maddison in their essays in the Federalist.
In the constitution framed by them the powers dele-
gated to the federal government were ‘ few and definite ’
and those which remained with the state governments
were °‘numerous and indefinite’, and care was taken
to prevent the ascendancy of the federal authorities
over the governments of the particular states. 'The
powers of the federal government were intended to be
extensive and important in times of war and danger,
and those of the state government in time of peace and
security. But the federal governments in the recent
constitutions are intended not only to be important in
times cof war and danger, but also in those of peace and
security. The constitutions of those countries are federal
not because the powers of their central governments
are ‘ few and definite > and those of the constituent states
‘numerous and indefinite’. The powers vested in the
central government in those countries are, as a matter
of fact, wide and extensive and capable of very great
expansion without any violation of the letter or spirit of
their organic laws ; and still their constitutions are, in
a sense which is new but nevertheless true, essentially
federal in their intent and effects. This brings us to
the heart of the problem. Federation is not a scheme
of the division of powers, but the means of achieving a
synthesis based on the assumption that the differences
are essential for unity. This view implies a theory of
human nature, a political philosophy, and, in its last
analysis, a conception of man’s place and function in the
cosmic order. It will take us too far afield to make
explicit what is implicit in this view of the real nature
and purpose of federation or the federal constitution.
But it is in keeping with the trend of contemporary
political thought, and correctly expresses the significance
of the relations between the central and local authorities
in modern federal states. The view is gaining ground
that the monistic conception of society is essentially

7
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wrong, and ‘any theory of society’, to quote Las
¢ which avoids complexity will be untrue to the facts
seeks to summarize’. The state cannot exhaust

articulate the sum-total of human experience which see
expression in associative action. It is not the concr:
embodiment of a human ¢‘over-soul’ but one org
among others for attaining and realizing the soc
purpose inherent in the constitution of man. T
necessity of ‘some single centre of ultimate referenc
has to be postulated in a world in which we have

reckon with legal fictions; bDut the supremacy of t
state as an instriument of the organized will of t
community is limited by the fact that we live in what
really a multiverse of wills and not a simple univer
These wills have to be integrated; but the unity, whi
is cardinal for complete self-expression, has to be realiz
and, therefore, created, and cannot be imposed. La:
applies the word * federal’ to this ccnception of soc
organization because, according to him, ¢ what there is
unity in our relations is not @ préor7 there. Qur grou
do not grow together into a vast monistic whole. 1\
build them together as and how we can’. In the pure
political spheres, though according to this view t
political sphere does not exist as such, federation is r
a temporary expedient rendered necessary by the dor
nance of particularistic interests, but a vehicle of t
fuller life of the community. In this sense, it is not
thing of the past, but of the future. It is an instituti
which has to express and embody the new politic
philosophy of the new age and not one in ‘ which, thou;
the soul has departed from it, the body [thereo
continues apparently to flourish, and retains its soc
status to all outward seeming unimpaired’. It is not
dream that is dying, but one that is coming to birt
Austria, under the new constitution of 1920, has becor
a federation of nine states. The Union of the Social
Soviet Republics consists of six autonomous republit
two of which are themselves federations. The Germ
constitution provides for territorial re-distribution ; ar
though the Reich has acquired wide powers, the princit
of the progressive revision of the territories of the stat
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has been accepted in order that the new unities may form
organic divisions of the Republic. These states are
federal not cecause of the circumscription of the powers
of the central government therein, but because their
constitutions are based on the necessity of affording the
constituent members full opportunities of self-expression.
In 1803 Napoleon, in opening the Council of Switzerland,
which had been set up by him, envisaged her political
future in the following words :—* Switzerland resembles
no other state in regard to its history, its geographical
and topographical position, its languages and religions,
and lastly its extraordinary diversity of customs and
manners. Nature has made you for a federal state ; no
wise man will run counter to nature.” The raison d’étre
of federation lies not in the existence of mutually
repulsive forces, but in the variety and wealth of
-differences. India has to realize a multiple unity. 7The
vastness of our country and the diversity of its parts
make it inevitable that our political system should be
-essentially federal in order that our resources—economic,
social and intellectual-—may be fully developed. We have
to realize the federal ideal not only in our political life
but also in our entire social structure. This has to be
done in every country ; but more so in India, on account
of the vital needs of our national life and the facts of
history. This ideal is the modern version of the ancient
ideal of Svadhiarma. We have lived it through the ages,
and have to live it again in order to fulfil ourselves.
Atrophy of our institutions makes it exceedingly difficult
for us to organize our national life on this basis. We
have to revive it not on account of its antiquity, but
because of the imperative necessity of the hour, its
supreme value and importance as a means of expressing
the genius of our people, and the utter futility of
centralization. India has to bhe a federal state, as the
facts of history and needs of our national life make it
impossible for us to adopt any alternative method of
solving our constitutional problems.

If the validity of this view is granted, it makes it easy
for us to understand the real issue between those who
.advocate the view that residuary power should reside in
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the Central Government and those who want to make the
Provinces the repository of this authority. The question
is not really important in the sense in which it is
commonly understood. The advocates of vesting it in
the .Central Government are anxious to provide safe-
guards against disintegration. The danger of centrifugal
forces undermining the foundations of national unity is
real. The centripetal forces are working everywhere,
and are likely to grow in importance and ecfficacy in the
future. But India cannot take any risks in the matter.
It is necessary to promote cohesion of the parts and to
foster the habit of subordinating local interests to the
interests of the entire body politic. Really speaking,
the choice is not between interests but values. People
should be taught to view things in their right perspective,
and it is, therefore, important that their horizon should
not be limited by their local environments. It Iis,
however, necessary to appreciate the misgivings of those
who propose to place the centre of gravity of our poli-
tical life in the Provinces. They are afraid lest the
Central Government should disregard the view-points of
the Provinces altogether, and impose upon them measures
and policies repugnant to their corporate life. The
Central Government may unduly rely upon its coercive
powers, and enforce decisions upon the Provinces,
obedience to which may entail sacrifice of their cherished
convictions. The exercise of residuary power by the
Central Government may be used to the detriment of
the Provinces. There is a possibility of the Central
Government acting in a high-handed manner; but if the
federal principle is rightly understood, and consent is
accepted as the basis of political authority, the Central
Government will have to keep in view the limitations
imposed by its responsibility, and, therefore, the limits
of its powers. It should, of course, have the constitu-
tional right to maintain the conditions necessary for the
exercise of its functions, but for that it should depend
upon the co-operation of the constituent units and not
upon its statutory powers. The right point of view is
not to think in terms of powers but functions. ¢The
question of local and central government is not’, as
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Mr. G. D. H. Cole has put it, ‘in fact, primarily a
question between federation and decentralization, but a
question of right allocation of social functions’. There
is not, in practice, any real difference between a federation
and what is called a decentralized unitary state. Both
serve the same purpose and perform the same functions.
¢ The relation between larger and smaller bodies of the
same kind’, to quote from Mr. Cole once more, °is
increasingly defining itself in terms not of powers alone,
but of powers in relation to functions’. The question
of the residence of residuary powers is more a question
of jurisprudence than of political science or practical
policy. Empirically, it is a matter of indifference from
what source the smaller political units derive their
authority. The fact that here it is for the Government
of India to give and the Provinces to receive need not
make any differeace so far as the essential working of
the constitution 1s concerned. Centralization is an
advantage in constitution-making in as much as it is
possible to devise a political arrangement suited to our
needs, unembarrassed by the existenc: of independent
political states. There are no political rights that are
sacrosanct except those which have to ke vested in the
Central or Provincial Governments to give free play to
the vital forces of our national life. The only interests
that need be taken into account are the interests of the
future. But the limits within which the Central Govern-
ment has to function have to be clearly recognized. It
cannot impose its authority on the Provinces, it must
demonstrate its utility as an institution charged with the
duty of co-ordination. It may be pre-eminent, but cannot
be supreme in the working of our political constitution.
It may, from the point of view of the constitutional
lawyer. be the centre of uitimate reference, but cannot be
omnipotent or omnicompetent. The limitations are, as
already stated, inherent in the facts of our national life
and the conditions essential for its free and unhampered
development,.

The foregoing discussion is germane to our enquiry.
The objection that a discussion of the problem of federal
finance presupposes that India is going to have a federal
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constitution is met by the consideration that no other
will and can suit Indian conditions. Decentralization
is a measure of federation, and carried far enough will
give us a constitution which will possess all the essential
features of a federal system. A scheme of federal
finance must fit in with our political constitution ; but it
is the division of functions and not of authority or
powers which is vital for a satisfactory financial settle-
ment. It is, therefore, safe to assume that it will be
necessary to frame a constitution whose financial counter-
part can be characterized as federal without raising the
issues of the residence of residuary powers, or other
cognate questions. In matters of finance, the integration
of economic life has everywhere altered the very basis of
the relations between the central and local authorities ;
and the central government, in every federal state, has
had to assume wide financial powers to ensure the
co-ordination of financial policies and avoid a duplication
of efforts and a conflict of jurisdictions. The importance
of viewing the question of financial re-adjustment from
what may be called a realistic standpoint is greater
even than in the case of constitutional re-adjustments.
The Provinces need to bec assured of two things. They
must, in the first place, have adequate and expansive
resources to discharge their dynamic responsibilities.
The progress of the country will in a very large measure
depend upon their enterprise in matters that are really
vital for the well-being of the community, and their
enterprise will be very largely conditioned by funds at
their disposal. The failure of the Reforms is often
attributed to the financial settlement. The difficulties
inherent in the Reformed coustitution and the peculiar
political conditions of the country have as much to do
with the disappointing result of ‘these constitutional
changes as the financial arrangements incidental to them ;
but this experience points to the necessity of working
out the financial proposals with greater care, and making
provision for the development of the economic and
social resources of each Province. The other condition
which has to be satisfied is that the Provinces must
have financial autonomy. They must have adequate
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funds, and freedom to spend them in their own way.
This freedom has already been conceded to them within
very wide limits ; and if certain consequential changes
are carried out, the Provinces will be in a position to
shape their own policies according to their judgment of
what is right and desirable. The scheme of re-distribu-
tion of resources and financial re-adjustments must
provide for adequate and buoyant revenues to the
Provinces, and give them final powers over their
budgets. The constitution which ensures that the
Provinces will be given the largest measure of inde-
pendence, legislative, administrative and financial of the
Government of India which is compatible with the due
discharge by the latter of its own responsibilities as an
organ of the common life of United India, and the
resources to use that independence to secure the benefit
of continuous progress will be federal in theory and
practice, and can be made the basis of a scheme of
federal finance. The division of political functions into
static and dynamic is convenient, though it does not
give us a really satisfactory differentia for classifica-
tion, and the Provinces will have to be in charge of
the dynamic functions under the new constituticn, as
they are even under the existing one, and will have to
be provided with the wherewithal to discharge their
responsibilities efficiently and well.

A scheme which will answer the real needs of the
future cannot be devised on the basis of a correspond-
ence between the incidence of costs and benefits.
Between the Provinces, as between individuals, these
costs and benefits are incalculable and indivisible ; and
we have to proceed on the basis of the well-known com-
munistic formula ‘* From each according to his capacity,
to each according to his needs’. It is necessary to
provide conditions, which may foster the sense of res-
ponsibility amoxug the Provinces, and give them an
incentive to develop their own resources to the utmost
limit of their capacity. It will not do to create hopes
‘which may weaken the habit of self-reliance and selt-help
ramong them or lead them to depend upon largesse for
the funds required to finance their activities. The system
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under which the Provincial Governments depended upon
doles out of the Indian surplus for what the authors of
the Joint Report called ¢ large and costly innovations’,
can have no place in a scheme of federal finance. But it
is not possible to allocate fairly the contributions of each
Province to the central exchequer, or to assess its taxable
capacity with a view to formulate proposals for giving it
a share of the receipts of the central heads of revenue.
Inter-provincial jealousies have to be avoided ; but if this
is to be done by making each Province depend upon those
resources to which it can be considered to have an exclu-
sive claim, the task cannot be accomplished. The growing
unity of economic life and the difficulty oftracing the origin
of income has in most cases rendered that impossible.
Bengal and Bombay have becn urging their claims to
more favourable treatment on the ground of their large
contributions to the central revenue. The incidence of
customs is very widely diffused ; and the claim of the
Provinces, in which their receipts are collected, to
special consideration on that score obviously cannot be
substantiated. But, even in the case of income-tax, it is
not right to maintain that the receipts in each Province
properly belong toit. Calcutta and Bombay are all-India
cities ; and apart from being the headquarters of a
large number of firms which are carrying on their opera-
tions in other Provinces as well, their economic position
and prosperity have a national basis and the Provincial
Governments of Bengal and Bombay cannot establish
a right to the exclusive economic allegiance of the resi-
dents of these great industrial centres. This fact makes it
necessary to approach the problem from a different stand-
point. The allocation of revenues will have to be made
on the consideration of the needs of the different political
authorities in view of the functions which are to be assigned
to them. The oge outstanding fact of the existing situa-
tion is that the different Provinces are at different stages
of development ; and it is not possible for them to keep
pace with one another. This disparity is partly due to
natural causes. The difference in the physical endow-
ments and native abilities of the people accounts for the
«difference in their material equipment. These differences
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have, however, been accentuated by the differential treat-
ment accorded to some Provinces during the long
period of financial centralization. This aspect of the
matter will be further considered in the next chapter,
but there is not the slightest doubt that the distribution
of funds from the central purse has not been fair or
equitable in the past; certain Provinces have received less
than their due, and their backward position is due not
so much to their fault as their misfortune. It is evident
that this disparity is an extremely undesirable feature of
our national life and has to be redressed in the interests of
the healthy and all-round development of the entire
country. The backward Provinces, Jike the backward
communities, are a national responsibility, and their
levelling up must be a charge on national revenues. This
would be so even if all the Provinces had been fairly
treated by the Central Government in the past; but in
.view of the fact that some Provinces owe their compara-
tive backwardness to the sins of omission and commis-
sion of the Government of India, it is a matter of the
utmost importance that in the financial re-adjustments
the national standpoint should have precedence over the
interests of the individual Provinces. The problem of
federal finance cannot be solved in any calculating spirit.
It is a task for fiscal architects with imagination and vision,
and not for expert accountants or competent statisticians.
In the re-allocation of revenues it will be necessary to
have some guiding principles. The one referred to in
the preceding paragraph is of great importance. The
present financial settlement has been influenced and
shaped by considerations other than those relating to
the needs of the Provinces. This defect will have to be
remedied. But there are other important considerations
which have to be taken into account in making the
necessary financial re-adjustments. The Australian
Commission on Taxation of 1923 recommended that a
scheme of allocation of resources should comply with the
following conditions, viz.
1. It should not have any tendency to weaken the
federal spirit.
2. It should be capable of early application.
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3. It should, in the first instance, be by voluntary
agreement between the Commonwealth and the States.

4. 1t should be reciprocal.

5. It should not involve the financial embarrassment
either of the Commonwealth or any State.

6. It should sensibly reduce double taxation, the
duplication of effort, and the wunnecessarily large
expenses involved in the existing system.

7. It should attach to the respective authorities the
spheres of taxation which seem most appropriately to
belong to them.?!

The recommendations of the Australian Commission
were, of course, framed to solve the Australian problem ;
but they are, perhaps with the exception of conditions
(3) and (4), of general application. They are applicable
to India, and as a matter of fact to every federal state
which may be on the eve of radical constitutional changes.
The history of public finance in all federal states points to
the necessity of making provision for what the Australian
Commission calls the harmonization of taxation. A
conflict of jurisdiction in the domain of finance not
only impairs efficiency of administration and gives
rise to the evils of multiple taxation, but also weakens
the sense of national unity and leads to acute develop-
ment of local patriotism. A fiscal reformer can never
have a clean slate to write upon. The facts of history,
vwhich may be embedded in the political structure or the
system of administration, have to be duly considered
and allowed for in all schemes of financial re-adjust-
ment. The consideration relating to the avoidance of
financial embarrassment has both positive and negative
aspects. The scheme of re-allocation should not only
involve dislocation of administration or necessitate the
adoption of radical measures but should also provide for
the expansion of beneficial activities. In the sphere of
finance, co-ordination is even more necessary than in
other spheres of administration. The respective autho-
rities must, of course, be in charge of the sources of

1 See Second Report of Royal Commission on Taxetion,
p. 79.
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revenue which most appropriately belong to them ; but
it is not possible to avoid an overlapping of the orbits of
their financial operations under modern conditions. The
Central Government may have to exercise general super-
vision in the assessment or collection of certain taxes,
which may otherwise be properly assigned to the
Provinces, or assume charge of the administration of
others to prevent friction among the different taxing
authorities, or promote harmany and efficiency in the work-
ing of the tax-system as a whole. The Provinces must, of
course, have each a fiscal system of their own, i.e. they
must be in a position to vary the rates of taxes they
impose or even determine the choice of taxes themselves
within certain limits ; but if the tax burden is to be evenly
and equitably distributed, the general structure of the tax-
system should be based on the same fundamental princi-
ples everywhere in order that the integrity of the system
as a whole may not be disturbed by the adoption of ill-
cons.dered or ill-administered fiscal measures on the part
of the different taxing authorities. It is a commonplace
of writers on fiscal science that equity in taxation can be
realized only through the tax system as a whole and not
through a particular tax or taxes imposed by particular
authorities. It is not easy to incorporate an ideal of
equity in a tax-system, when the development of the
latter is in the hands of authorities who enjoy a consider-
able latitude of action within the spheres assigned to
their special care ; but as there is only one way of achieving
this pre-eminently desirable object, it is absolutely essen-
tial to provide safeguards against the intrusion of disturb-
ing elements in the scheme for the allocation of resources.
Seligman has laid down three general principles for
making a permanent choice of revenues for the competing
tax jurisdictions. He calls them the principles of
efficiengy, suitability and adequacy. If to these is added
the principle of integrity, they ought, if widely interpreted,
to afford general guidance in solving the problem of the
division of resources between the Central and Provincial
Governments.

The present territorial distribution of the Provinces
makes it exceedingly difficult to develop a sound system
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of federal finance. The division of the country into
Provinces is a purely arbitrary one, and the result of
historical accident or considerations of administrative
convenience. There is no rational basis for it, and to
argue the guestion of the division of resources as if each
Province were a sub-nation, which ought to be financially
self-supporting and develop into a self-contained fiscal
unit, is contrary to the facts as we find them. The re-
distribution of Provinces is inevitable ; but the prospect of
the present defective system being remedied at an early
date is somewhat remote, and the Provinces will continue
to be fortuitously composed administrative units, and
provision will have to be made for the division of the
country into more homogeneous parts on the basis of the
organic divisions of national life, when later developments
make it possible to carry out this task without creating
further complications. The only logical basis of distri-
bution which has so far been suggested, besides, of
course, the wishes of the people concerned, is the division
of the country into linguistic areas. ‘Language,’ in the
words of the Nehru Committee, ¢ as a rule corresponds
with a special variety of culture, of traditions and liter-
ature.” It is a bond of unity, and a means of self-
realization. The fact that most of the Provinces are
polyglot is a hindrance in the way of their organic
development, and makes it very difficult for the soul of
the people to find opportunities of self-expression. The
national renaissance must carry with it the full develop-
ment of Indian languages, and will realize its possibilities
only when each linguistic area is vitalized into a self-
conscious cultural unit. But it is not possible to attain
this object in the immediate future, and it may not even
be necessary to equip each linguistic area with all the
requisites of a self-contained administrative unit. There
is, it has to be admitted, a danger that by accentuating
linguistic unity we shall be creating a linguistic patriotism,
and dividing the country into Provinces which may not
be in a position to command adequate resources for the
efficient discharge of the functions assigned to them as
organs of national life. There are at present twenty-two
languages which are spoken by over a million persons,
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and the areas inhabited by these persons can very well be
constituted into separate Provinces, if the linguistic test is
to be adopted as valid and conclusive for this purpose. But
the huge Hindi-speaking block cannot be constituted into
one Province. It is too big to constitute a single unit in
our political system. There are other linguistic areas,
like the Kerala and Karnatak, which cannot be given a
distinct political status on account of the population of
these territories being divided between the Indian
States and British India. The suggestion that there
should be a few big Provinces, comprising a number of
sub-provinces, is probably more in line with the natural
political evolution of our national life ; but this process
will most likely follow and neither precede nor
accompany the inauguration of the new constitution.
The authors of the Joint Report considered it unwise to
unite the difficult task of revising the constitution of India
with the highly controversial one of simultaneously
revising the political geography of the entire country;
but they were of opinion that the redistribution of
Provincial areas was necessary, and regarded it as one of
the earliest duties incumbent upon all Reformed
Provincial Governments to test Provincial opinion on
schemes directed towards such an end. It was in pursu-
ance of this recommendation that provision was made, in
Section 52 (a) of the Government of India Act, for re-
constituting a new Governor’s Province or placing a
part of a Governor’s Province under the administration
of a Deputy-Governor. But since then nothing has been
done in this respect; and even the possibility of
instituting sub-provinces in Orissa and Berar, the
necessity of which was admitted in the Joint Report, has
not been seriously considered. It is not possible to
carve out Provinces, according to any theoretical scheme,
as a part of the next constitutional re-adjustments ; but
the obligation to constitute linguistic or racial units of
administration later on will have to be imposed on the
Government of India. The whole situation is full of
numerous possibilities, and the ultimate result cannot be
forecast. The conclusion, of course, is that, difficult
as it is to have a satisfactory scheme of federal finance
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with the present distribution of Provinces, it is not
possible to introduce,a scheme of Provincial redistribu-
tion in the immediate future. It is necessary to take a
realistic view of the situation, and to try to fit theory to
facts and not facts to theory.

If this conclusion is correct, it naturally follows that
we have to proceed experimentally, make tentative
arrangements for the immediate future, provide for
intermediate steps to make transition to the new order
gradual and easy, and retain the freedom to make
changes which may be desirable and necessary in the
light of later developments. The past has to be
liquidated and the future anticipated without overlooking
the limitations of the present situation. The problem
of federal finance has everywhere assumed a new form,
and is making it necessary for practical financiers to
break the old moulds. They are, however, proceeding
cautiously, and on the assumption that the future has
still to reveal itself and is full of possibilities which
cannot be even clearly envisaged in the existing
circumstances. The re-adjustments, the urgent need of
which has to be admitted, have, therefore, to be made
without incurring any unnecessary commitments. In
India the situation is even more obscure than in other
federal states, and the vision of the future has to be
qualified by a proper sense of reality. We have to
devise arrangements which may be flexible and capable
of being modified without much difficulty. Even our
political constitution should not be unduly rigid ; but its
financial counterpart must unquestionably bz based on
empirical considerations, and have within itself the seeds
of growth and the power of adaptation to future changes.
The financial arrangements should, in view of this all-
important consideration, be essentially provisional and
definitely provide for periodic stock-taking. Some short-
sighted public men have suggested that the distribution of
Provinces should be made on the lines which commend
themselves to their judgmeat, and declared unalterable
under the new constitution. This suggestion and
others similar are inspired by a dread of the future, and
its unknown consequences. 1n an atmosphere of mutual
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distrust and suspicion, it is natural that each party
should first seek to drive a bargain profitable to itself,
and then put on it the seal of finality in order that the
future vicissitudes of political fortune may not upset
the present equilibrium of interests. But it has to be
realized that the future will make ever greater demands
on our creative craftsmanship, and it will be exceedingly
unwise to bind ourselves to any permanent settlement of
this kind. We have to allay all reasonable doubts and sus-
picions, and make gerrymandering in the future as difficult
as possitle ; but we shall be laying in store for ourselves
serious troubles and acute dissensions, which may even
lead to the evils of civil war, if we declare sacrosanct any
arrangement whatsoever that may otherwise be suitable
to our immediate needs and convenient on account of
being based on a large measure of general consent. What
is true of all constitutional changes 1is, of course,
particularly true of financial changes. There can be no
finality aboutithem. They must, in order to be workable,
be sufficient unto the next step, but should be no more
than that. It isnecessary to remove the anomalies and
inequalities of the existing arrangements. They cannot
be combed out all at once; and any measures that may
have to be adopted will have to be determined by
considerations of expediency, and must be provisional
on that account. It will also be necessary to stimulate
the Provinces to fresh fiscal enterprise, and make it
worth while for them to tap new sources of revenue.
The general belief that the limit of the taxable capacity of
the people has already been reached, if not actually
exceaded, is based on a well-grounded conviction that
public expenditure under present conditions is wasteful
in the extreme, and involves what is really a deadweight
burden on account of its sterile character. But it will be
necessary to change the fiscal outlook of the people and
to educate them into appreciating the real nature of public
expenditure. It will have to be realized that beneficial
public expenditure is the best form of national invest-
ment ; and unless the Provinces are to be doomed to
stagnation, it will be necessary for them to impose fresh
taxation. It will, however, take time before the yield
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of the new taxes is stabilized and their position in our
fiscal system ascertained with any degree of accuracy.
In the meanwhile, the Provinces will have to be provided
with sufficient funds to undertake progessive measures
for the development of the people. The arrangements
by which the Provinces can face the immediate future
with hope and confidence, and develop habits of self-help
and enterprise, must necessarily be flexible. They will
be based on certain hypothetical considerations, and it
will be for the future to measure the extent to which the
hypotheses agree with actual facts. India has to develop
into a federation of federations. That is to be her political
goal, but it must be reached by progressive stages; and
though the time and measure of each advance must be
determined by the judgment of our own people, they
will be guided by practical considerations in taking
each step, and their willingness and ability to go
ahead will, in no small measure, depend upon financial
considerations. It will, therefore, be necessary to
embark on this political venture without any preposses-
sions or encumbrances. The next step is to be the first
of a series of similar steps, and must be taken in a
manner which may leave future generations free to
solve their own problems. The Permanent Land
Revenue Settiement of Lord Cornwallis is now
generally characterized as a monumental blunder. The
disillusionment of the thinking section of our people,
which has taken place in recent years, as regards the
real nature and effects of this measure, has a very
important lesson for us; and that is, that in making
our financial re-adjustments, the worst mistake that we
can commit is to assume that all the major problems of
federal finance are to be disposed of by us once for all,
and that coming generations will only have to proceed
on the lines chalked out for them. Any assumption of this
kind is absolutely unwarranted, and betrays our ignorance
of the essentials of federal finance. Attempts have to be
made to rectify the mistake of 1793 ; but it is a matter of
common knowledge that the redress of this historic
wrong calls for an uncommon degree of political
courage, and carries with it risks which incline many to
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argue that this act of fiscal redemption is really not
practical politics. It is always difficult to undo the past
or make amends for past failings. In laying the founda-
tions, therefore, of our system of federal finance and, in
providing for its development, we should fix our gaze
steadily on the future, and keep the system plastic. The
political horizon just now is full of so many signs that
he will be a bold soothsayer who can divine all that
they mean. Transitional arrangements are necessary in
order to enable the new constitution to find its financial
bearings by actual experience; and, above all, we
must avoid creating fresh obstacles in the way of future
re-adjustments.

The financial settlement should be comprehensive and
cover problems other than that of the re-allocation of
revenues. A solution of the problems relating to ex-
penditure, borrowing, audit, balance and resource opera-
tions, has to be made an integral part of the financial
settlement. We have suffered so much from centraliza-
tion in the past that we are likely to go to the other
extreme, and underrate the importance of provid-
ing for the co-ordination of various public activities. We
have to take into account the all-important fact that
growing economic solidarity has made it necessary for
the central governments in all countries to assume the
responsibility for stimulating and guiding the develop-
ment of certain vital activities of the state. If it is
realized that it is on account of the necessity of securing
the greatest possible efficiency in the working of the
political system, and not from the standpoint of relative
power or authority, that the problem of the division of
functions is important, we shall appreciate the necessity
of enlisting the interest of the Central authorities even in
the functions which may normally be assigned to the
Provincial Governments. “T'hey should not be precluded
from spending from the Central resources for purposes
like education, public health and industries, though the
possibility of an undue encroachment on Provincial
spheres has to be carefully guarded against. They may
even have to set the pace in certain cases, which the
Provinces will be expected to keep up. At any rate,
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rigid demarcation of the two spheres of activities is to be
deprecated; and it should be possible for the Central
Government to finance measures necessary for the pur-
pose of co-ordination. In other matters the unity of the
financial system as a whole is to be secured without
thereby introducing centralization of powers. It is not
possible to make the different political units autonomous
in the sense of isolating their operations and giving to
each a completely independent orbit of activities. In the
sphere of finance, even more than in other spheres, errors
of policy and practice are bound to have far-reaching,
though inscrutable, reactions; and it is necessary that
certain fundamental principles, or what are called canons
of financial propriety, should be considered binding on
all political authorities in the country. The use of public
credit carrics with it risks of its own, and it is a matter of
very great importance that borrowing powers should be
exercised with due regard to the needs of the country as
a whole, and hedged with restrictions which may make a
reckless increase of public debt really a very remote
contingency. The money market in India is, and for a
long time will remain, sensitive ; and it will be necessary
to protect it against the stress of competitive bidders
or an indiscriminate use of borrowed funds. These
aspects of federal finance are not likely to attract much
attention, but are, nevertheless, very important, and have
to be carefully considered in schemes of financial re-
adjustment.

The Indian States present problems of their own ; but
it is now generally admitted that they have to find a
place in the political system of the country. The frontier
between the Indian States and British India is really an
imaginary line, and it is not possible to set up barriers
which may make the former proof against the dynamic
forces now working in the latter. They are already
subject to the same influences, and the trend of events
must draw them still closer into what the authors of the
Joint Report called ¢ the orbit of the Empire’—a phrase
which really means the ambit of the larger life of the
nation. The Indian States.cannot possibly keep out of
the new constitution, or establish independent relations
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with the Crown; for they will inevitably be drawn
into a close and living contact with the Central Gov-
ernment of a self-governing India. They are anxious
to safeguard their treaty rights and keep intact their
internal autonomy. In their case, it is true, the neces-
sity for devising a federal constitution for India arises
on account of the existence of a double government,
a double allegiance and a double patriotism. They
have certain vested interests which, within the limits set
by the paramount necessity of providing for the deveiop-
ment of the common life of a united India, have to be
duly respected. The States are historical survivals; but
it cannot be assumed that they have had their day.
Their Governments have to be democratized. Personal
rule, which is such an outstanding characteristic of their
polity, has to be tempered by the recognition of the
political rights of their subjects. But they cannot be
regarded merely as Provinces in the Indian political
system, and must have a distinct and well-recognized
position of their own. They will enjoy a larger measure
of independence of the Government of India than the Pro-
vinces, and will even be allowed to retain certain privi-
leges which, whatever their intrinsic importance, they
have learnt to cherish as the insignia of their higher
political status. But, in all matters that are vital, they will
have to fall into line with other parts of the country as a
whole, and appreciate the necessity of putting the inter-
ests of the nation above their own particular interests.
The ties—racial, social and economic—which bind them to
British India are strong and indissoluble ; and they cannot
stand aloof from the universe of our political life.

It is in financial matters that the Indian States feel the
hand of the Paramount Power lying most heavily on their
internal sovereignty or autonomy. In dealing withthese
questions, it is not the business of practical statesmanship
to raise the issue of their precise political relations with
the Government of India. The usages and conventions,
which have grown up under the stress of compelling
circumstances, have already considerably modified their
original position ; and if the necessity of specifically pro-
viding for the harmonious adjustment of mutual relations
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is conceded, it will be possible to get away from legal
fictions and discuss the outstanding questions of financial
re-adjustment between British India and the Indian States
in an atmosphere of reality. It will not do merely to
state that in these matters, as in all others, the Central
Government of a self-governing India shall exercise
the same rights in relation to, and discharge the same
obligations towards, the Indian States as the Government
of India exercises and discharges under the existing
conditions. The present rights and obligations of the
Government of India with regard to the Indian States are
not at all easy to define, and are not based on any intelligi-
ble principle. The whole situation is not only obscure,
but is the outcome of what is really a fortuitous con-
course of events; and though the need of ensuring the
harmonious development of the whole country has been
a very important determining factor in the compromises
which have been adopted, it is not possible to deduce
any regulative principles of general application from the
analysis of the usages and conventions on which the
existing relations are based. The anomalies and contra-
dictions of the situation are far too numerous to make it
possible for constitution makers to take the sfafus quo as
the basis of the new order. It is necessary to discuss the
whole question from the standpoint of the future, and
enunciate certain principles governing the reciprocal
relations between British India and the States, which may
leave no doubt regarding the intent and the purpose of
the new conventions. In the past, the premise of the
suzerainty of the British Governinent has often been
used to impose arrangements on the Indian States which
they would not have accepted if the matter had been left
to their free choice. The supreme authority of the
Paramount Power has been exercised in an arbitrary
manner, and the Princes have had to submit to its decrees
on account of their helpless condition. It is to be
recognized that, as between British India and the Indian
States, the obligations are bilateral, and financial re-
adjustments must take into account the interests of the
States as much as those of British India. But more
important than the consideration of justice is the
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paramount necessity of laying the foundations of internal
national unity truly and well, and providing against all
stresses and strains of the body politic. India cannot be
a house divided in itself, and it is as much in the interest
of the Indian States as that of British India that the
supreme importance of this elementary fact should be
admitted. It is not possible to make radical changes and
ignore the past altogether ; but we have to safeguard the
economic integrity of the country on which, of course,
the structure of political unity must ultimately rest. A
scheme of federal finance which leaves out the Indian
States will not only be incomplete, but also un-
workable., It is, therefore, absolutely necessary to
realize that in financial matters we have to adopt measures
which may both be fair to the parties concerned, and
embody principies of national unity. The solution of
these questions must be worked out on the basis of
matter-of-fact considerations, and the complications
suggested by the sophisms of jurisprudence have, as far
as possible, to be avoided. The problem is, as the
Nehru Committee has rightly pointed out, not a problem
for the constitutional lawyer but one of constructive
statesmanship.

There is a disposition in some quarters to treat these
financial questions as minor issues and hold over their
settlement till the more important problems of the
devolution of powers and other constitutional problems
have been solved. For 'a nation striving for freedom,
the one thing that matters is emancipation from foreign
domination, and other considerations must be of
secondary importance. Itisnatural for our public leaders
to concentrate all their energies cn the problems of
political strategy, and to take it for granted that when
the time is ripe for decisive action, and thc nation’s
freedom is within sight, it will be possible to find a
solution of the problems of financial re-adjustment.
The Nehru Committee has recommended the appointment
of a commission immediately after the establishment
of the Commonwealth to institute an enquiry into the
¥ources of revenue, which may be assigned to the
Commonwealth and to the Provinces, and into the
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financial relations between the Central Government and
Provincial Governments. It is wise to put off the
financial settlement if we are to take the recommenda-
tions of the Nehru Committee or any other proposals
for constitutional changes as preliminary efforts in
constructive thinking, and if they are not made on the
.assumption of the imminence of our political freedom.
But if we believe in the early advent of the era of self-
government and have to prepare ourselves for assuming
full responsibility for running the government of our
country, we have to address ourselves seriously to
financial problems and to try to find a solution which will
answer the needs of the immediate future and pave the
way for an orderly development of our financial system.
In one sense finance is an incident of administration, but
in another and a more real sense its fundamental basis.
It is not possible to settle the political issues without the
settlement of our outstanding financial problems. It is,
as already stated, not possible to put the stamp of finality
on the scheme of federal finance which it may be
advisable or practicable to adopt as a part of the next
constitutional adjustment. Our scheme will, as a matter
of necessity, have to be made provisional, and suitable.
changes introduced later on to keep it in harmony with
the evolution of the political system. But we shall have
to make a working settlement before we take the next
step, and to base it on sound principles and a large
measure of general consent. Money furnishes not only the
sinews of war but also the sinews of peace; and the
success of the new constitution will, to no small extent;
depend upon its financial counterpart.

The plan of this book is determined by practical
considerations. The problem of federal finance in India
has a history of its own, and proposals for financial re-
adjustment cannot be understood, nor different aspects of
the issues involved appreciated, unless their historical
background is borne in mind. It will, therefore, be
necessary to explain the present position in detail with
reference to its historical setting, and to set forth the out-
standing issues after an analysis of the basic facts of
what is known as the Meston Settlement and its later
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developments. It is also necessary to know something
of the systems of finance in other federal states. In
India, the situation is the reverse of that which had to be
faced by constitution-makers in other federal countries,
and we have, therefore, to beware of facile analogies
drawn from federal systems; but the problem of the
financial relations between the Central Government and
Provincial ‘Governments can very well be compared to
those of the financial relations between a federal authority
and its component parts; and it will be useful to know
the methods by which these problems have been solved
in other countries. A survey of the existing situation
in India and of the systems of finance in other federal
states will lead to a discussion of the possible lines of
development in India, and of the remedies for removing
the inequalities arising from the present distribution of
resources. It will also be necessary to bring under
review questions other than those relating to the re-
allocation of resources, and to discuss the relative merits
of the different methods of placing the financial relations
between the Central Government and Provincial Govern-
ments on a sound basis. It is not possible to attempt
anythmg like an exhaustive consideration of the question
Of the financial relations between the Indian States and
British India ; but the general lines on which a solution
of these questions may be sought will briefly be indicated.
In conclusion, the necessity of taking an all-India view
of our financial questions will be stressed and the futility
of developing a system of independent and self-sufticient
fiscal units pointed out.
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CHAPTER II

History of Provincial Finance

The problem of fiscal re-adjustment between the Central
and Provincial Governments has a history of its own.
As the new constitution is to be based on assumptions
entirely different from those which have determined our
political evolution in the past, itis not necessary to revive
the old controversies or unduly stress the mistakes which
have been committed, and which could, with greater fore-
sight and care, have been easily avoided. But it is not
possible to bury the past altogether. It hasan important
bearing on the present and the future, and cannot be
completely left out of account. It is not dead as yet, and
will, for years to come, continue to be a living factor in
our financial affairs. It is seldom given to a nation to
make a fresh start by wiping the slate clean; in India we
cannot possibly expect to liquidate the past immediately.
The process will take time, and an attempt to cut the
Gordian knot, when we cannot untie it, may be heroic
but will not contribute to the efficiency or harmony of
fiscal relations. It is, therefore, proposed to deal with
the history of the question briefly in this chapter, only to
the extent to which it is necessary to do so, to under-
stand the present position.

It has already been pointed out that the outstanding
characteristic of the present situation is the financial
inequality of the Provinces. This, of course, means that
it is not possible for them to come into line with one
another for a long time to come nor to maintain the same
pace of progress. This is unfortunate, but cannot be
helped, on account of the difficulties inherent in the facts
of the case. There are two aspects of the matter, the
importance of which has to be properly appreciated,
‘Thefirst is that this disparity of development is extremely
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undesirable from the national standpoint. It is un-
necessary to dwell at length upon this point. Its
importance is self-evident. The Provinces must march
together. It is not in the interest of the nation to
let one or afew of them lag behind the restin their
onward journey. Itis wrong for any Province to develop
parasitical tendencies or expect to be provided with the
means of carrying out progressive policies at the expense
of other Provinces. DBut it is necessary to ensure the
attainment of a national minimum in our public ad-
ministration ; and the emergence of what the geologists
call ¢ fault’ in the constitution of the body politic has to be
provided against. The other aspect of the matter,
which is more important for our purpose, is that these
inequalities are, to no small extent, due to historical
causes. Their origin can be traced to the years of
extreme centralization; and, what is more, no attempt
has ever been made to redress the inequalities or devise
measures for levelling up the Provinces. The successive
settlements were not only made on the basis of existing
facts, but also accentuated these differences, and have
made the task of the fiscal reformer extremely difficult.
The anomalies of the past were taken for granted, and
‘to them more were added on account of the inability of
the Government of India to make an equitable apportion-
ment of common resources. At times, the Central
authorities had to levy benevolences, at others to dis-
tribute doles, according to the exigencies of finance or the
results of a gamble in exchange or in the rains. But in
years both of stringency and plenty the Government of
India found themselves face to face with a very difficult
situation, and did not act upon any rational or intelligible
principle in handling it. They followed the line of least
resistance which, of course, was very convenient for them,
but did not lead to the observance of principles of
equity or even-handed justice in the assignment of funds
to the Provinces. An attempt must now be made to rectify
these mistakes, as far as possible, in the interest of the
Provinces which have suffered from unmerited neglect
§n the past and also of the paramount need for the organic
development of the country as a whole. A knowledge of
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the historical background is necessary in order to ap-
preciate the nature and extent of this disparity. What
are really, historic wrongs have to be righted ; not to
square up old accounts, but to provide conditions neces-
sary for the healthy and all-sided progress of the nation.

This historical narrative makes the use of figures
necessary. They are given in tables at the end of the
book, and index numbers of expenditure will be found
facing the pages to which they relate. They are further
illustrated by diagrams for the benefit of those who have
an innate prejudice against the use of figures. These
figures have been analysed with a view to explain the
existing facts, and only those figures have been compil-.
ed which are relevant from this point of view. The
financial settlements till 1919-20 were based on needs and
not on revenues, and the revenues were assigned on the
basis of the estimates of the requirements of the
Provinces, The figures of expenditure on subjects
which are of primary interest to the Provinces, and
have, since 1877, been under the control of the Pro-
vincial Governments, are given in the tables ; and though
the figures of the total revenue and expenditure of the
Provinces have also been given, they are of secondary
importance. The question of control is, as a matter of
fact, comparatively unimportant, as the Government of
India exercised wide and extensive powers of control
even over so-called Provincial subjects of administration
till the introduction of the Reforms. The distinction
between Imperial and Provincial exvenditure is not of
much consequence so far as the growth of expenditure on
these subjects is concerned.

The year 1833 is, as is well known, an important
landmark in the history of Indian administration and public
finance. British India became inthat year, by the Act
of 1833, * one sole grand Power in dependence on Great
Britain, having undivided interests, a single exchequer,
controlled in all essential and general principles by one
Government, ‘the Governor-General in Council’.? This,
of course, led to extreme centralization in administration

1 The G.O.1. ¥, D, Resolution, dated 22 November, 1843.
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and finance. The Government of India were vested
with the powers of superintendence, direction and
control of the whole civil and military government, and
were given to understand that for ‘ what was good or
bad in the administration of it, the honour or dishonour
would redound upon them’. The Court of Directors
recognized the necessity of drawing a correct line
Letween ¢ the functions which properly belonged to alocal
and subordinate government and those which belonged
to the general government ruling and superintending
the whole’, but found it impossible to define the exact
limits between *‘a just control’ and ‘a petty, vexatious,
meddling interference’, and left it to the practical good
sense of the Governor-General in Council and other Gov-
ernors to carry the Jaw into effect in a manner consonant
with its spirit. In practice, however, the Government of
India exercised a control which was as far-reaching as it
was extensive, and had a paralyzing effect on the enter-
prise and resourcefulness of the Provinces. The figures
of expenditure in 1857-58 on different services in the
various Provinces are given in Table I. Their value for
a comparative view of provincial finances is practically
very little on account of the existence of entirely differ-
ent conditions and of changes in the system of accounts.
They are given for what they are worth.

In 1861 the financial, as apart from the legislative,
control of the Central Government over the Provin-
cial Governments was not modified in any way, and
centralization continued to be_ the most conspicuous
and basic fact of the Indian administration. The re-
venues of the Government of India were treated as
constituting one undivided fund and applied for the pur-
poses of the Government of India as a whole. They
exercised sole control over the entire Indian revenues
and were alone liable for all the demands that could be
made thereon. The Provincial Governments had to
apply to the Government of India for the means where-
with to satisfy local needs, and for their guidance had
no authoritative ruling as to the limits within which they
were to keep their total expenditure or expenditure on
any one department. The Provinces, as was natural,
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took a parochial view of the financial situation, and asked
for as much as they could for the needs, to whose
urgency and magnitude they were fully alive, but whose
relative importance they were not in a position to judge
on account of their ignorance of the requirements of other
Provinces or of the country as a whole. The Govern-
ment of India, on the other hand, could not exercise an
effective control over provincial expenditure on account
of their ignorance of local conditions, in spite of the fact
that every addition to expenditure, however trivial, had
to be sanctioned by them. The distribution of funds
was not and could not be effected according to any fixed
or intelligible principle, and the expenditure of the Pro-
vinces was determined, not by their resources or require-
ments, but by the degree to which they were clamant in
pressing their demands on the Government of India.
The result, in the oft-quoted words of Sir Richard
Strachey, was that ¢ the distribution of public income
degenerated into something like a scramble, in which the
most violent had the advantage, with very little atten-
tion to reason’. The centralized system of finance gave
rise to anomalies of a very glaring character, and put a
premium on qualities which were incompatible with the
ends of economy or with equity in the working of the ad-
ministrative or the financial system of the country. The
system had all the defects of the joint-family system
without its redeeming features. The sense of com-
munity of interests was conspicuous by its absence, there
was irritation and heart-burning, and the beneficiaries
of the arrangement were not the weakest units of the
political organization.

It was not long before the defects of the system be-
came manifest. The finances of the Government of
India from 1860 to 1870 were subjected to a very heavy
strain. In spite of additional taxation and retrenchment,
it was found difficult to balance the annual budgets, and
time after time proposals for relieving the Imperial
Treasury by imposing local taxaticn for local needs were
made ; but on account of the constitutional and other
difficulties nothing was was done till 1870. On .
December 14, 1870, was issued the famous resolution
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of Lord Mayo in which the scheme by which the Govern-
ment of India proposed to enlarge the powers and res-
ponsibility of the Provincial Governments in respect
to public expenditure was explained. Services like
jails, police, education and medical were transferred to
the administrative control of the Governments of the
Provinces, and to meet their cost were assigned to them
departmental receipts under those heads and fixed Iump
grants from central revenues. The primary object of
decentralization was relief to Imperial finances. The
amount of the fixed grant for the transferred services was
Rs. 4,68,87,110, or about seven per cent less for the whole
of India than the assignments that had been made for these
purposes in the last year of the old system. The Provincial
Governments were expected to find funds for develop-
ment by the re-distribution of expenditure on different de-
partments and by local taxation. The measure was also
expected to yield beneficial results in other ways. It was
hoped that conflicts of opinion on account of the ill-defined
character of the division of responsibility would be avoid-
ed, and that the new system would produce care and
economy in public expenditure, import an element of
certainty into the fiscal system, and lead to greater har-
mony in feeling and action between the Central and
Provincial Governments. It was also anticipated that the
operation of the scheme ¢ in its fullmeaning and integrity
would afford opportunities for the development of self-
government, for strengthening municipal institutions and
for the association of Natives and Europeans to a greater
extent than heretofore in the administration of affairs’.
The change from annualassignments for each department
in the Provinces to fixed assignments for the transferred
services could not possibly have led to all these important
results, and allowance has to be made for the fact that the
authors of every measure of reform are apt to magnify the
anticipated benefits of their plans; but this measure did
effect a wide change in Indian administration, and was
an important step in financial decentralization.

There is, however, another aspect of the measure
which calls for special consideration on account of its
important effect on later developments. The settlement
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of 1871 was based on the actual expenditure of 1870-71.
The expenditure of that year was, on account of the’
defects of the old system, very unequally distributed.
Mr. Gokhale, in his evidence before the Welby Commis-
sion in 1897, drew the attention of the Commission to this
fact. He said:.¢ The fact is that these inequalities are
a legacy from the pre-decentralization period, when the
expenditure of different Provinces was determined, not
by the resources or requirements of those Provinces, but
by the attention that their Governments succeeded in
securing from the Central Government, i.e. by the
clamour that they made. And when the first step was
taken in 1870 in the matter of decentralization, the level
of expenditure that had been reached in different
provinces was taken as the basis on which the contracts
were made, and the inequalities that then existed were,
so to say, stereotyped. I think that it is high time that an
effort should be made gradually to rectify these inequa-
lities '.* Nothing was done to rectify these inequalities
in 1897, and nothing has been done since to achieve this
highly desirable object. It is necessary to appreciate
the relative position of the different Provinces in this
respect. The figures of the assignments per 1,000 of
population of the different Provinces for the transferred
services will give an idea of these inequalities.? Assam
in that year was a part of Bengal and is, therefore, not
separately shown. Burma was and is still a very thinly po-
pulated Province with an extensive area, and its figures
are on that account not comparable with the figures
of the other Provinces.? Bombay was ¢ easy first’ and its
expenditure on the transferred services was more than
double that of Madras and the United Provinces, and near-
ly treble that of Bengal. The Central Provinces and the

L The Welby Commission Report, vol. 1, p. 217, Q. 18094,

2 Table II.

3 Nothing will be said about Burma in the comments on
successive settlements, as its position was peculiar. Upper Burma
was not annexed till 1886, and even then it remained a charge on
central revenues for many years. But it will be seen that, judged
by figures of revenue and expenditure, its comparative position was
and is not unsatisfactory.
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Punjab were also far below Bombay in respect of
expenditure,

The figures of expenditure on six heads, which are the
most important from the standpoint of Provincial adminis-
tration, are given for 1876-1877,1 and show the level of
expenditure reached in the different Provinces during
the period of increasing financial decentralization. The
figures of 1876-77 speak for themselves, and clearly
show how, taking everything into account, Bombay and
Bengal maintained the first and last position in the scale
of expenditure.2 The expenditure on district adminis-
tration in Bombay was more than double that of the
Punjab, the United Provinces, Assam and Madras,
and was more than eight times that of Bengal. The
expenditure of Bombay on general administration
again was double that of the Central Provinces, Madras,
the United Provinces and Assam, and about four times
that of Bengal. The expenditure on law and justice
did not vary quite to the same extent, but still the
Bombay expenditure was far in excess of the expenditure
in Bengal, and though the United Provinces was at the
bottom of the scale, the position of the Central Provinces
and Bengal was only slightly better than that of the
United Provinces. The expenditure on police was again
the lowest in Bengal; in other provinces it was more
than double that of Bengal, and the Bombay index number
is 365 as compared with 100 for Bengal.

The expenditure on education and medical services also
shows striking inequalities which, on account of their
intimate connexion with the well-being of the people, are
even more damaging. In education Madras, the United
Provinces, Assam and Bengal were on about the same
level, though Bengal stood lowest. In Bombay the ex-
penditure on education was about treble the expenditure

1 The year 1876-77 has been selected as the starting point as it
just preceded the year in which these services were provincialized,
and also on account of changes of classification. The figures of
years before 1875-76, as admitted by Mr. Jacob in his evidence
before the Welby Commission, do not admit of a fair comparison
with those of the subsequent years.

2 Table III.
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in these Provinces. The Punjab and the Central Pro-
vinces, though not anywhere near Bombay, were well-
off compared to the other four Provinces. In medical
services Bengal, Assam and the United Provinces were
badly provided. The expenditure in the Central Provinces,
the Punjab and Madras was a little less than double that
of the United Provinces and a little less that half that
of Bombay. The expenditure in Bengal was a little
morte than one-third that of Bombay. These were the
inequalities which, as Mr. Gokhale pointed out, were
stereotyped when the first step was taken in decentraliz-
tion in 1871. The attenpt to carry on the financial adminis-
tration of a country like India from one centre not only
involved friction between the Government of India and the
Provinces, but made it possible for some Provinces
to go ahead at the expense of others. Bengal was the
Province which came under British rule first, and still,
comwpared to the other Provinces, it did not make much
progress so far as its expenditure on vital services was
concerned ; and Bombay, for reasons which it is not easy
to understand,reached a standard of expenditure far above
the Indian average or the standard of any other Province.
As will be shown later, it not only continued to retain
this pre-eminent position till the inauguration of the
Reforms, but has also occupied a position of differential
advantage since then, and is still far above the other
Provinces in respect of its standard of expenditure. The
foundations of this disparity were laid in the pre-
decentralization years. These figures, which are only
approximately correct, arc illustrative of the order of
things under ¢ which the most violent had the advantage
with very little attention to reason’.

The next step in decentralization was taken in 1877.
Sir John Strachey in his financial statement of 1877-78
expressed his entire satisfaction with the system intro-
duced in 1871, both on its financial and administrative
side, and announced that the Government intended
to carry it further. It was believed that the Provincial
Governments, under the scheme of 1871, had no incentive
to develop the revenues raised through their agency ; and
the services in which they were given a financial interest
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were relatively few. The Government of India decided
to transfer to the Provinces other services like land
revenue, general administration, law and justice and
excise,and at the same time gave them the revenues raised
from law and justice, excise, stamps and licence (income)
tax. The departmental receipts from the services com-
mitted to their charge were, of course, assigned to the
Provinces, but as the anticipated yield of the revenue
heads and departmental receipts was not sufficient
for defraying the cost of the transferred services, the
Provincial resources were supplemented by giving to
each Province an adjusting assignment, the amount of
which was fixed by taking into account the normal
yield of assigned revenues and their normal rate of
growth. Any increase over the revenues as they
stood at the time of settlement was to be shared with
the Government of India, who were also to bear a
share of any decrease. Burma and Assam, with whom
settlements were made in 1879 did not receive fixed
assignments. They were given instead a share of the
land revenue, a departure which was more in line with the
changes introduced at the next settlement. Madras kept
out of the new settlement, and continued to receive its
revenues under the system introduced in 1871.

The expenditure of the different Provinces on the
selected heads is given in Table IV. As the difference
between the figures of 1876-77 and 1877-78 is inconsider-
able, it is not necessary to comment again upon the
relative position of the Provinces. A comparison of the
two index numbers will show that the position was
practically unchanged and the expenditure on these
services covers the same range of variations. In 1877-78
all these subjects were provincialized, and, therefore,
the responsibility for their development was entirely
thrown on the Governments of the Provinces. The
reforms of 1871 and 1877 were, in the words of Sir
Richard Temple, expected to ‘cause a more complete
understanding to arise between the executive authorities
and the tax-paying classes respecting the development
of the fiscal resources’. For this understanding, how-
ever, is required an atmosphere of confidence which
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has been all along and is still lacking in India. !
even if the conditions had been more favourable for 1
development of the fiscal resources of the Provinces,
would not have been possible for the Provinc
Government, whose administration was in an undevelog
condition, to command the necessary resources

accelerating the rate of progress. As a matter of fact, !
adjusting assignments were based on the appropriatic
of 1876-77, and the consolidated net grant was in m
cases decreased. The system of decentralization v
welcomed by the Provinces, because friction with

Central Government was thereby obviated and mt
useless correspondence avoided. But it did not g
adequate resources to the Provinces nor provide cor
tions for the progressive administration of the servi
transferred to them. The only consideration which res
weighed with the Government of India was that
administrative convenience. Sir Richard Temple in
speech on the scheme of 1870 dwelt at length on i
advantages of his proposals, but added: ¢ The hopes wh
I am expressing, however sanguinely or confiden
entertained, are after all but hopes, and like all otl
hopes may or may not be fully realized. But let allt
eventuate as it may, sure I am, with certainty {ree fr
the shade of doubt, that the measure is advantageous
the Imperial budget of British India. For it will have
direct effect of definitely limiting, for the present, i
expenditure from the general exchequer on cert
important branches of civil expenditure, the very brancl
indeed, where, in the progressive state of the age, -
demands for the increased outlets have arisen’. I
other hopes which were so confidently entertained we
so far as they affected the welfare of the people, 1
realized, but the expenditure on subjects, for wh
additional expenditure was necessary, was definit
limited. It actually decreased after the inauguration
the system; and the expenditure on the provincializ
services, as Lord George Hamilton admitted in his spec
in the House of Commons on June 21, 1877, whicht
amounted to £6°03 millions in 1868-69, was reduced
453 millions in 1877. As measures of economy ¢
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harmony the reforms of 1871 and those also of 1877 were
a great success, but otherwise they left the Provinces to
stew in their own juice, and the problem of the resultant
inequalities did not receive even a passing consideration
at the hands of the Government of India. The position
at the end of this period, i.e. in 1881-82, was about the
same except that the expenditure on the provincial
services was definitely lower than in 1877-78. The
relative position of the Provinces remained the same.?!
The settlement of 1877 remained in operation till
1882 when the system, that had been applied to Burma
and Assam in 1879, was extended to the whole of
India. The practice of assigning fixed permanent grants
to the Provincial Governments was definitely abandoned,
and instead they were granted the whole product of
some sources of revenue and a share in the product of
others. Receipts from forests, excise, licence (now
income) tax, stamps and registration were divided
between the Government of India and the Provinces.
But as the revenue from these heads and the departmental
receipts, which were, of course, provincialized, was not
sufficient to meet the outlay devolving upon the Provincial
Governments, the excess of Provincial expenditure was
made up by assignments from the Central Government
expressed as percentages of the land revenue in each
Province. The expenditure on land revenue, general
administration, law and justice, police, education and
medical services was, with some minor exceptions, wholly
provincial, and the distribution of expenditure on forests,
excise, licence-tax, stamps and registration followed the
incidence of revenue. Till then the revenue and expendi-
ture had been classified either as Imperial or Provincial.
To these two categories was added another in 1882—
viz. divided heads, which remained tili the intro-
duction of the Reforms the most significant and
characteristic feature of the system of Provincial finance.
To the institution of this system were attributed later
on all the complications of the pre-Reforms finauce.
But at that time it was introduced to secure financial

1 Tables IV and IV (a), Vand V (a).
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stability for the Provinces by broadening the basis of
their revenues, and to bring the financial interests of the
Central and Provincial Governments as nearly as possible
into unison with each other, The fact that the Govern-
ment of India not only shared the receipts of, but also
the expenditure on, certain heads was supposed to make
them partners not only in their revenues but also in
their cost; and further it was calculated to make them, to
quote from the Report of the Decentralization Commis-
sion, ‘ more interested in and identified with local develop-
ment.” The system of divided heads remained the most
important feature of the Provincial settlements till the
inauguration of the Reforms.

Another important feature of the financial settlement
of 1882 was that it was made on a quinquennial basis.
The settlement of Lord Mayo was subject to revision
every year, and it lasted till 1877 by the process of
constant renewals. The settlements were not made on a
uniform basis. In 1882 the settlements with all the Pro-
vinces were revised at one and the same time, and were
made for five years. The Government of India declared
that they would make no demand on Provincial revenues,
except in the case of a disaster so abnormal as to
necessitate a suspension of the entire machinery of
improvement throughout the Empire.! The object of
quinquennial settlements was to ensure a greater conti-
nuity of financial policy; but, as will be pointed cut
a little later, the periodical revisions caused a great deal
of friction and irritation, and involved a protracted and
controversial discussion with the Provincial Governments.

The figures of total revenue and expenditure of the
Provinces and of expenditure on the seiected heads for
the year 1882-83 will give an idea of the comparative
financial position of the different Provinces.? If we leave
out Burma on account of its special circumstances, we
find that Bombay was far above other Provinces in respect
of both revenue and expenditure. The revenue and
expenditure of all were the other Provinces per 1,000 of

1 The G.O.1. Resolution No. 3352, dated September 30, 1881.
2 Table VI, VII and VII (a).
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population less than one-half of those of Bombay,
and of Bengal was less than one-third. There was some
increase in 1886-87 in the revenue and expenditure of
practically all the Provinces; but Bombay increased its
expenditure per 1,000 of population by 396, the Centrai
Provinces by 160, Madras by 109, the Punjab by 80 and
the United Provinces by 45, while the expenditure of
Assam and Bengal was actually less in 1886-87 than in
1882-83.

The figures of expenditure on the Provincial services
in 1882-83 and 1886-87 will show the relative position
of the different Provinces during this period.! Burma
may again be omitted, and, if we take the figures of
expenditure in 1882-83, we find that, with Bengal as
the base, the index number of Bombay for district ad-
ministration was 766, for general administration 353, for
law and justice 215. for police 401, for education 326,and
for medical services 390. The Madras expenditure on
district administration was about five times the Bengal
expenditure for the same purpose, and the Central Pro-
vinces and the United Provinces spent about three times
as much as Bengal on this head. The Punjab expenditure
on general administration was higher than that of all
other Provinces except Bombay. In respect of expendi-
ture on law and justice, Bengal compared fairly well with
the other Provinces though even on this head it spent
less than half as much as Bombay, but in police ex-
penditure again there were striking inequalities. The
index number of Bombay is 401, of the Central Provinces
262, of Assam 254, of the Punjab 224, of the United
Provinces 204 and of Madras 190, Bengal of course
being 100. The difference in expenditure on education
among Provinces other than Bombay were not very
wide, though the latter spent twice as much as any
other Province of India. 'The United Provinces spent
less even than Bengal on education, while the Punjab,
Madras and Assam spent a little more, and the Central
Provinces expenditure on education exceeded that of
Bengal by 53 per cent. In medical services again the

1 Tables VII, VII (a}, VIII, VIII (a).
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Bombay expenditure was more than double that of the
other Provinces except Madras and the Punjab whose
index numbers are 240 and 200 respectively.! The figures
for 1886-87 show that theratios between the expenditure
of Bombay and Bengal on district administration, general
administration, law and justice, were practically the same
as those for the year 1882-83 ; while the ratios of expendi-
ture on police, education and medical services changed in
favour of Bombay.2? In other respects the position did not
undergo any considerable change, except that the Central
Provinces and the Punjab spent more on district adminis-
tration and that Assam raised appreciably its standard of
expenditure on police, education and medical services.
The United Provinces and Bengal, whose expenditure
on education and medical services was the lowest in
1882-83, did not make any progress worth the name, while
on medical services, Bombay continued to spend twice
as much as any other Province of India except that Madras
maintained its position in this respect though it was not
much nearer Bombay in 1886 -87 than it was in 1882-83.
The total Provincial revenue increased from Rs. 16-8
crores in 1882-83 to Rs. 182 crores in 1886-87, while the
average for this quinquennium was Rs. 17:35 crores It
was not possible for any Province to make more liberal
provision for its needs on account of the inadequacy of its
resources ; and the increase of expenditure, whatever it
was, did not in any way rectify the inequalities of 1870-71
and 1877-78. Bombay increased its expenditure and
improved its relative position in certain respects. The
backward Provinces remained backward, while the
more advanced ones were slightly better off at the end
of this period. There was no attempt to temper the
wind to the shorn lamb.

The first revision of the quinquennial settlement took
place in 1887. In 1886 a special Finance Commuittee was
appointed to consider Provincial finance, and to advise the
Finance Department in carrying out this revision. This
Committee was presided over by Sir Charles Elliot,

1 Tables VIII and VIII (a).
2 Table VII (a).
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and three other members of the Committee were
Sir W. W. Hunter, Mr. Justice Cunningham and Mr.
Justice Ranade. This Committee submitted a proposal for
the abolition of the divided heads, and the introduction
of the system of Provincial contributions. This scheme
was not seriously considered, and the Government of
India proceeded to exercise the right, which they had ex-
pressly reserved to themselves, of revising the settlement
to their own advantage. It was estimated that, on the old
basis, the revenue of the Provincial Governments would
be in excess of the expenditure by Rs. 65,52,000. This
surplus the Government of India took from the Provincial
Governments and added to their own resources. The
amount of this resumed surplus was distributed among
the Provinces as follows:—The United Provinces
Rs. 10,31,000, the Central Provinces Rs. 1,56.000, Bom-
bay Rs. 22,19,000, Madras Rs. 17,44,000, Bengal
Rs. 11,56,000, Assam Rs. 2,46,000. Five out of eight Pro-
vinces were left with revenues which were estimated to be
just equal {or the time being to the liabilities that had to
be met from them, and it was expected that the growth
of expenditure would be provided for by the growth of
revenues. But the net result of the revision was that
the expenditure in 1887-88 on Provincial services had to
be reduced on account of the resumption of surpluses.?

We can get a definite idea of the etfect of the new
settlement on Provincial expenditure by examining the
figures.?2 The figures of the total Provincial revenue and
expenditure for 1887-88 and 1891-92—the first and the
last years of the five years’ period—are also given.? As
Burma need not be taken into account, the position of
Bombay, in respect both of revenue and expenditure, was
what it had been in the preceding period. The revenues
of Bombay were more than those of any other two
Provinces taken together,and its expenditure in proportion
to its population was correspondingly high. In 1887-88
both the revenue and expenditure of Bengal were the

1 Tables VI and IX.
2 Tables X and X (@), XI and XI (a).
3 Table IX.
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lowest; and the Punjab and Madras were nearly in the
same position. The United Provinces were assigned
revenues which, though higher than those of Bengal, gave
them very limited resources, and their standard of expendi-
ture was lower than that of all other Provinces except
Bengal. In 1891-92 the United Provinces was the only
Province whose expenditure was actually lower than that
of 1687-88. In the last year of this period there was a
tendency to increase expenditure in order to get more
favourable terms in the next Provincial contract, and the
total Provincial expenditure in 1891-92 was Rs. 20-45
crores as compared with Rs. 18:36 crores in 1890-91 1,
and the standard of expenditure in that year was con-
siderably higher than that of 1887-88. The increase of
expenditure in 1891-92 was unduly large on account of
the stimulus given to it by the prospect of revision, and the
average for this period was Rs. 18-31 crores as compared
with Rs. 20°45 crores in 1891-92. This fact has, there-
fore, to be allowed for in the interpretation of these
figures.

Table X gives figures of expenditure on the main
Provincialized services for 1887-88. They do not differ
materially from those of 1885-87 though on account of
the reduction of Provincial revenues, the expenditure on
various heads was somewhat lower than that of the
preceding year. The revenue and expenditure of the
Provinces increased during the following years, and in
1891-92 the expenditure was, as already stated, consi-
derably higher than that of 1887-88. The decrease
shown in Table XI is due to the f{act that the averages
have been worked out on the basis of the population of the
1891 census, which in all cases was much larger than that
of 1881. The population of India in 1891, according to
the 1891 census, was 287 millions as compared with 253
millions in 1881. The index numbers of expenditure of
the different Provinces in 1891-92 given in Table XI (a)
show their relative positions at the end of this pzriod.
A comparison with similar tables for the previous year
shows that the standard of expenditure in Bengal was

3 The Welby Coinmission Report, vol. 1, Appendices, p. 48.
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raised during this period, while that of the United
Provinces remained practically stationary. On district
administration Bombay spent more than twice as much
as Assam and the United Provinces, and though the
Central Provinces and the Punjab were nearly equal, the
expenditure of Madras on this head was much higher than
that of all other Provinces except Bombay. On general
administration the Bombay expenditure was more than
double that of Madras, the United Provinces and Assam
and more than fifty per cent higher than that of the
Central Provinces and the Punjab. The expenditure of
Madras on police was less than half that of Bombay,
while the difference between the expenditure of the latter
and that of the other Provinces, though not as wide as
on the other three heads, was still not inconsiderable.
On education the United Provinces expenditure was again
the lowest, and the expenditure of Bombay was more than
double that of any other Province. Madras increased
its expenditure on education and spent nearly as much
per 1,000 of population as the Punjab and Central
Provinces, while the United Provinces and Bengal also
increased their expenditure, but Assam did not make any
progress in this direction. The medical expenditure of
the United Provinces and the Central Provinces was low;
the Punjab, Madras and Assam were fairly well off, and
Bombay, of course, was ahead of the other Provinces.
The expenditure of Bengal on district administration, in
spite of improvement in its position, was less than one-
sixth that of Bombay ; and on all other heads, except law
and justice, less than one-third, and on law and justice a
little more than one-half. This period was not as
unsatisfactory as the preceding one on account of the
fact that Bengal made up the leeway to a certain extent,
but the progress was accidental and not the result of
any attempt to remedy the evil of inequalities. No
readjustment was made on this account during the
period, and its necessity was not at all recognized by the
Government of India.

The Provincial contracts were due for revision again
in 1892. The framework of the settlement was not
changed. The heads, which were Imperial and Provincial,
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remained Imperial and Provincial in this quinquennium,
and the divided heads continued to be jointly shared by
the Central and Provincial Governments. But the
Government of India once more revised the settlement to
their own advantage, and made the position of the
Provinces worse and their own better by a net sum
of Rs. 46,63,000. This amount was distributed among
the Provinces as follows :—Bombay 13,11,000, Central
Provinces 2,27,000, Punjab 4,10,000, Madras 10,38,000,
the United Provinces 5,69,000, Bengal 5,19,000, Burma
5,89,000. But it was found necessary to provide adjusting
assignments under land revenue to establish equilibrium
between Provincial revenues and expenditure. This again
introduced an element of rigidity in Provincial finances,
and it was not possible for the income of the Provinces
to keep pace with their growing expenditure.

The system of resumption of Provincial surpluses was
the cause of acrimonious controversy between the
Central and Provincial Governments. Sir H. Waterfield,
the Finance Secretary, India Office, thus described the
nature and objects of these revisions: ¢ The object is, on
the one hand, to ensure to the Imperial Government a
due share of the improvement that has taken place in
the revenue from the development of the country ; and
on the other hand, while giving the Provincial Govern-
ments a fair proportion of the increase to lessen the
chance of their being called upon to render abnormal
assistance to the Imperial Government.”* It has already
been pointed out that the Government of India took
more than their due share of the improvement that
had taken place in the public revenues, and rendered
it necessary for the Provinces to reduce their ex-
penditure after the revisions of 1887 and 1892. But
another result of these periodical revisions, was that
they tended to encourage extravagance rather than
economy, and introduced an element of fiscal uncertainty
in Provincial finances, the removal of which was consider-
ed one of the most important objects of the scheme of
1882. The system came in for a great deal of adverse

1 The Welby Comniss
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criticism at the hands of the Provincial Governments.
Sir A. Mackenzie, the Lieutenant-Governor of Bengal,
considered it his duty to condemn it publicly in his
speech in the supreme Legislative Council in 1896. He
said, ‘I deprecate the way in which these quinquennial
revisions have too frequently been carried out. The
Provincial sheep is summarily thrown on its back, close
clipped and shorn of its wool and turned out to shiver
till its fleece grows again.” The ‘shearing’ of the
Provincial sheep had an extremely demoralizing effect on
the administration of Provincial finances. Its effect was
described by Sir A. Mackenzie in the following words :(—
¢ The normal history is this: two years of screwing and
saving and postponement of works, two years of resumed
energy on a normal scale, and one year of dissipation of
balances in the fear that, if not spent, they will be annexed
by the supreme Government at the time of the revision.’
Economy was not considered an economic virtue as it
was known that, if a Province practised it, its reduced
standard of expenditure would be the basis for a corres-
pondingly unfavourable settlement at the next revision.
The Provinces, in order to avoid this consequence,
increased their expenditure, depleted their balances and
assumed an appearance of financial stringency just
before the expiry of the quinquennial period. In
these circumstances it was inevitable that economy in
expenditure should come to be regarded by the Provinces
as a despised quality, and a premium put on unnecessary
and even wasteful expenditure. Sir james Westland,
the Finance Member of the Government of India, in his
speech delivered in the Legislative Council on March 27,
1897, in the course of the discu-sion on the Financial
Statement of 1897-98, put forward a number of reasons
in favour of the periodical revision of the Provincial
contracts. Among others there was one on which he
laid very great stress, and that was that, without the
resumption of surplus Provincial revenues, it would not be
possible for the Government of India to satisfy the claims
of the tax-payers and remit taxation. ¢It is this neces-
sity (of remission of taxation),” he said, ‘an absolute
necessity of a sound financial system—which gives
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rise to the periodical revision of Provincial contracts.’?
The resumption of revenue surpluses in 1887 and in 1892
was necessitated by the financial position of the Govern-
ment of India, and was not followed by any remission of
taxation. The real reason why the Government of India
did not want to foster the belief that the Provinces had
a permanent claim on any portion of the Indian revenues
was that, having assumed all the risks of Indian finance—
risks of war, famine, opium revenue and exchange—they
wanted to rctain their hold on the entire tax system, and
assert their right to re-distribute public revenues to their
own advantage at the end of the quinquennial period.
"The constitutional position of the Government of India
being what it was, it was not possible for them to alienate
any portion of their revenues permanently; but the
practice of resuming Provincial revenues had a very
undesirable effect on the integrity of the whole fiscal
system, and accentuated the arbitrary character of the
financial settlements with the Provinces.

The figures of revenue and expenditure for 1892-93
and 1896-97%—the first and the last years of this quin-
quennium—may now be analysed. The fact that their
expenditure per 1,000 of population in 1892 was lower
than in 1887 was due to the increase of population and
not to any decrease of their resources. It would appear
that all the Provinces were on the same footing,® inas-
much as they received revenues just sufficient to make
both ends meet, but otherwise there was no change in
their positions in the scale of expenditure, except the
United Provinces and the Central Provinces changed
places, the latter getting the better of the former. The
revenues and expenditure of Bengal, though still the
lowest in the whole of India, were a little less inadequate
than before. In 1896-97 Bengal improved its position
still further, but the United Provinces did not make any
headway. Madras and Assam were distinctly better off
at the end of this period ; and in the Punjab, the expansion

1 The Welby Commission Report, vol. 1, Appendix 84, p. 371.
2 Tables X1I, XIII and XIII(e), XIV and XIV(a).
3 Table XII.
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History of Provincial Finance

of resources and expenditure, though not as great, was
not inconsiderable. The index numbers of expenditure of
the different Provinces show their relative positions.?
The scale of expenditure of Bombay in 1896-97 did not
compare as favourably with that of Bengal as it did in
1892-93 and the preceding years, but even in 1896-97 its
position was not unenviable. The expenditure on general
administration was increased in all the Provinces except
Madras and the United Provinces, where, however, the
standard was practically the same. In respect of law and
justice, Bombay was far above the other Provinces; and its
expenditure was about treble that of the Central Provinces
and Assam, and was considerably higher than that of the
Punjab, Madras and the United Provinces. In expenditure
on education all the Provinces were much worse off than
Bombay, and each of them spent less than one-half
of the latter. The United Provinces once again was at
the bottom of the scale. On medical services also Bombay
spent more than twice as much as the United Provinces
and the Central Provinces. Madras and the Punjab were
fairly high in the scale, but the expenditure of Assam
on this head was little more than half that of Bombay.
In 1896-97 the general standard of Provincial expenditure
was appreciably raised, but there was no substantial
change in the relative financial positions of the Provinces.
The expenditure per 1,000 of population showed the
same range of variations, and the standing of the different
Provinces in respect of expenditure on various heads
was practically the same. This period was favourable
for the Provinces taken collectively; and though one
or two Provinces even improved their relative posi-
tions, there was not any really material change in the
situation.

This result was due to the fact that the inequalities
which were crystallized in the standards adopted in 1871
and 187/ continued to affect the financial settlements in
later years. Sir Charles Elliot, the President of the
Finance Committee ot 1886, giving evidence before the
Welby Commission in 1897, stated this fact in the

1 Tables XIII(¢) and XIV(a).
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History of Provincial Finance

following words :— ¢ No attempt has ever been made to
compare the wants of one Province with another on a
theoretical basis, and to establish them all on a common
footing of financial prosperity. In each contract the
existing status has been taken as a starting point, and
some addition, greater or smaller, has been made to
their existing income or expenditure.”? The Government
of India did not make any effort to establish them all on
a common footing on account of the difficulty of making
an equitable re-adjustment. Mr. Stephen Jacob, Compt-
roller and Auditor-General, India Office, explaining the
nature of this difficulty to the Welby Commission, said,
¢ It is an undoubted fact that the original allotments were
made on the basis of existing facts. The plan adopted
by the Government of India was not that of sctting up a
theoretical standard of expenditure for all Provinces, and
endeavouring to introduce it suddenly and at once. Any
such changes must be introduced gradually and the
Government recognized this, But it was one of the main
objects of the decentralization scheme to get rid of the
haphazard allotment of resources in the future, and
starting, as they must, from the existing state of things,
to introduce a plan under which the lLocal Governments
would be able gradually to develop their resources and to
expand their expenditurc on useful objects. If the Local
Governments are at each revision to press their claims to
consideration of what they deem the requirements of
their Provinces, and to demand additional resources to
meet those requirements, the so-called allotment by
clamour would continue in force.” 2 The fact that the
contract system was engrated on the previous sysiem
made it difficult for the Government of India to set up a
theoretical standard of distribution of reverues, but it
should have been possible for them to introduce a greater
degree of financial alignment in 1896-97 than was
actually the case In 1856-37 the total expenditure on
education in Bengal was Rs. 948 lacs, in Bombay
Rs. 852 and in Madras 3-42 lacs. In 1876-77 the

1 The Welby Commission Report, vol. 1, Appendix 88, p. 411.
2 1bid., p. 324, Q. 20052
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expenditure for the same purpose in Bengal was
Rs. 40-77 per 1,000 of population, in Bombay Rs. 130-06
and in Madras Rs. 45-85. In 1896-97 the educational
expenditure of the same Provinces per 1,000 of popula-
tion was Rs. 55:23, Rs. 1834 and 72'4 respectively.
These inequalities were, therefore, practically created
after 1856-57, and it should have been possible for the
Government to undo a part of the mischief that had been
done in twenty years of centralization by making more
liberal provision for those Provinces which were com-
paratively undeveloped in 1876-77. The allotment by
clamour was allotment without any fixed or intelligible
principle ; but if the Government of India had laid down
the principle of raising all the Provinces to the same
level of development and tried to rzalize it by gradual
steps in the successive financial settlements, they could
have acted on their own initiative without having the
claims of the Provinces pressed on their attention by
the Provincial Governments. This, of course, means
that the Government of India should have taken what
may be called a dynamic view of their own respon-
sibilities, and considered themselves under an obliga-
tion to provide conditions for the development of the
country as a whole. This obligation the Government of
India have never assumed in the past, and they will only
assume it when they are animated by a determined purpose
to stimulate the nation to a much higher level of con-
structive activity. This sounds almost Utopian even now.
In the two decades before 1896-97 the conditions were
much more static than at present, and the Government of
India were mainly concerned with keeping things going.
The fault was in the system of administration and not
in the Provincial contracts; but it was there, and the
result was extremely unsatisfactory from every point of
view.

The nextrevision took place in 1897. On this occasion
the Government of India did not aiter the settlements to
the detriment of the Provinces, but the shares of the
different Provinces of the divided heads were changed to
obviate as far as possible the necessity of making fixed
assignments, The figures of revenue and expenditure
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for 1897-98 and 1906-07 may now be examined.! The
year 1906-07 has been selected for comparison because
the next financial settlement, though introduced in 1904-05,
was not concluded till 1907. The figures of revenue and
expenditure of Bengal and Assam are not given for
1906-07 on account of the territorial changes of 1905.
The position in 1897-98 was the same as that in 1896-97
in respect of the total revenue and expenditure. In
1906-07 there was considerable expansion in the revenue
and ‘expenditure of all Provinces as compared with
1897-98. The Central Provinces revenue and expendi-
ture per 1,000 of population in 1906-07 exceeded those of
Madras and the Punjab, but otherwise there was no
noteworthy change. There is the same monotony about
the figures of expenditure of 1897-98 and 1906-27.2 If
we compare the Bombay and Bengal expenditures in
1897-98 and again in 1906-07, we find that the Bombay
expenditure is relatively higher in 1897-98 than in
1896-97, and in 1906-07 still higher than in 1897-98. For
1906-07 the Bengal and Assam figures of 1904-05 have
been used on account of the amalgamation of Assam with
Eastern Bengal in 1905. The Central Provinces con-
siderably improved its position during this period, and the
United Provinces expenditure on education and medical
services was increased; but as, for Bengal, the figures of
1904-05 have been taken, the comparison is slightly vitiat-
ed on that account. As between the different Provinces
the expenditure in Bombay on district administration was
more than double that of the United Provinces and
Assam as was the case in 1896-97 and 1897-98; on
general administration it was more than double that of
the United Provinces and Madras, and in this respect again
the position in 1906-07 was not very different from that
in 1896-97 and 1897-98. The expenditure on law and
justice in 1906-07 was low in Assam and the United
Provinces as compared with that of Bengal and other Pro-
vinces, and the Central Provinces, Madras and the Punjab
raised their level of expenditure on this head during the

1 Tables XV, XVI and XVI (¢), XVII and XVII (a).
2 Tables XVI and XVII,
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period. The police expenditure of the United Provinces
and the Central Provinces shows a remarkable increase ;
while Madras, whose expenditure on police was, next to
Bengal, the lowest in 1896-97 and 1897-98, occupied
the same position in the scale in this respect in 1906-07.
On education again the Bombay expenditure was more
than double that of all other Provinces except the
Central Provinces; and though the latter increased its
expenditure on education from 1897-98 to 1906-07, it was
still very much lower than that of Bombay. In 1897-98
the medical expenditure in certain Provinces was inflated
owing to the measures taken by them against the out-
break of plague. The expenditure on this head in 1906-07
was particularly low in the Punjab and the United
Provinces; and in Madras and Assam, though very much
lower than that of Bombay, it compared favourably with
that of the remaining Provinces.

During this period there was a great improvement in
the finances of the Government of India on account of
the stability of exchange and other favourable circum-
stances, and they were in a position to give grants-in-aid
to the Provinces. These grants or ¢ doles’, as they were
(opprobriously called, were generally given for specific
purposes and were in some cases recurring. The total
amount so distributed was considerable, and in Table
XVIII are given the figures of the grants received by the
different Provinces from 1897-98 to 1906-07. They are
given per 10,000 of population for facility of comparison.
The Government of India could easily have disregarded
the established tradition in the distribution of their sur-
pluses; but an analysis of these figures shows that they
followed the policy of adding more to those who were
already well off and there was no attempt to adjust these
subsidies to the needs of the different Provinces. The
amount received by Bengal per 10,000 of population was
Rs. 233:33 and by the United Provinces Rs. 340-42 as
compared with Rs. 2,542°10 by Bombay. These grants
were given in a haphazard manner, and unfortunate
Provinces like the United Provinces and Bengal received
Wery little. The bias in favour of the Provinces which
had a high standard of expenditure, was not made any
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less pronounced by this lack of method in the distributior
of grants.

In 1904 the financial settlements were made quasi-
permanent with some of the Provinces, and by 1907
these settlements were concluded with all the Provinces.
¢ The object of making the Provincial settlements quasi-
permanent,” as stated by Lord (then Mr.) Meston in his
evidence before the Decentralization Commission, was
‘to give the Local Governments a more independent
position and a more substantial and enduring interest in
the management of their resources than had previously
been possible.’t Each Province was given, in the form
of a defined share of revenues and fixed assignments,
an income sufficient for its normal expenditure ; and the
Government aimed at making these assignments as small
as possible in order that each Province might derive the
bulk of its resources from growing revenues. The revenue
assigned to the Provinces was definitely fixed, and they
were spared the necessity of having recourse to what
Sir Alexander Mackenzie called ¢the tactics of the weak’,
and could husband their resources with an assurance that
the Central Government would not deprive them of their
unspent balances.

The comparative positions of the Provinces can be
judged by the figures of revenue and expenditure for
1907-08 and 1911-12 and those of expenditure on the
selected heads for the same years.? It is not necessary
to offer any remarks on them as once more the compara-
tive financial position of the Provinces was practically
unchanged. The Bengal and Assam figures of expendi-
ture on the selected services are the same as those in
Table XVII, as the partition of Bengal was not annulled
till 1912-13. The figures of the grants-in-aid distributed
during this period are given in Table XVIII. Bengal
and the United Provinces received better treatment dur-
ing this period, and the grants to the Punjab were also
increased. Madras did not fare well, and the amount

X The Decentralization Commission Report, vol. X, p. 123, Q.
144, 860.
2 Tables XI1X, XX, and XX(a), XXI and XXI(a).
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received by Bombay was again very high. Assam
received handsome assistance, but subsidies to the
Central Provinces were lower by comparison. Grants
continued to be distributed during this period in spite
of the protests of some Provincial Governments against
their being used as an instrument of centralization,
Their effect on the relative positions of the Provinces
was to accentuate the inequalities of resources and
expenditure.

The problem of the financial relations betwecen the
Central Government and the Provincial Governments was
examined by the Decentralization Commission in 1907-09.
The Commission approved of the underlying principles
of the Provincial settlements, and did not recommend a
more definite separation between Central and Pro-
vincial finances by the abolition of the divided heads
of revenue and expenditure. They considered three
alternative methods by which the Government of India
could be placed in funds for meeting their expenditure,
but found all of them unworkable ; and they were further
of opinion that the system of divided heads had certain
advantages of its own which rendered its continuance
desirable on its own merits. They did not consider it
practicable to prohibit the grant of fixed assignments, but
recommended that, when they became unduly large in any
Province, they should be commuted into a share of
growing revenues. They also approved of the system
of special grants, and were of opinion that these grants
made it easier for the Government of India to call upon
all the Provinces to take simultaneous steps towards the
development of a particular service. In a word, they
did not recommend any fundamental change in the
Provincial settlements, though they considered that the
grant to the Provincial Legislatures of more effective
powers of control over the Provincial finances would
render it desirable to give the Provinces more distinct
sources of revenue and concomitantly more final powers
over their budgets. The Commission did not consider
the question of the rectification of inequalities, and,
therefore, did not make any recommendations on this

point,.
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The quasi-permanent settlements were revised in
1910-11, and a reconsideration of the whole question
was necessitated by the defects of the arrangements of
1904-07. The Government of India did not want to make
any radical change in the system, for it was, in their
opinion, ¢preferable to abide by the main lines of the
system which had gradually been built up to meet the
needs of the country than to look about for an untried
scheme of greater abstract perfection,”! but they con-
sidered it desirable to give greater permanency to the
settlements, and remove the minor defects in them,
preliminary to the introduction of the permanent arrange-
ments. With this object they made a detailed review of the
financial position of each Province, with direct reference
to the outlay which it might reasonably claim to incur
upon the services which it administered ; and, as a result
of this examination, it was found advisable to make
variations in the terms of the settlements. The financial
effect of this arrangement was to convert fixed assign-
ments amounting to 350 lacs of rupees into a share of
growing revenues, and todeprive the Central Government
in future years of an annual net increment of 815 lacs in
their share of the divided heads. The Government of India
retained the option of declaring the purposes for which
special grants might be provided out of the surplus re-
venues with an assurance, however, that these grants
would not involve greater interference by the Central
Government in the internal administration of the Pro-
vinces. The scheme was intended to mark an advance
along the path of decentralization, and to place upon
the Provincial Government a greater responsibility
for the stability of their finances. These permanent
settlements remained in force till the introduction of
the Reforms.

The Government of India, in their Resolution referred
to in the preceding paragraph, examined the charge that
the settlements were of unequal liberality in the Jifferent
Provinces. They admitted the difficulty of giving a
conclusive reply to the arguments by which this charge

1 The G. O. I. Resolution No. 27-F, dated 18 May 1912.
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was supported, but were of opinion that the inequality
of treatment, if it existed at all, was historical and in-
evitable rather than an outcome of administrative
partiality and even maintained that its existence was
‘extremely doubtful. They were of opinion that the in-
fluences that had been at work since 1882 had reacted
on each successive revision of the Provincial settlement
and had inevitably worked towards an equalization of
the scale of expenditure in the different Provinces. ¢ The
higgling of a quarter of a century had,” according to
them, ¢established a rough equity which could not now
be replaced by theoretical calculation . . . Taking the
administrative equipment as a whole, the Government of
India found it impossible to believe that inequality in
the settlements had gone far enough to starve one Pro-
vince in its necessities in order to load another with
luxuries.” No Province was loaded with luxuries, for even
the most advanced Provinces could not satisfy adequately
the elementary needs of progressive administration, but
some Provinces were starved more than others of their
necessities. That during the intervening years since 1882
this aspect of the Provincial settlements did not receive
any consideration is the thesis which has been put for-
ward in this chapter, and supported by the figures of the
total revenue and expenditure and also of the expenditure
on the more important Provincial services. Their argu-
ment was concluded by the Government of India with the
-gtatement that they considered it ‘ entirely unnecessary,
in seeking a basis of permanency, to make any radical
alterations in the existing settlements which had been
evolved by a slow process of years’. ¢ By a slow process
of years > had been evolved not only the settlements them-
selves but also the inequalities which were inherent in
them ; and the refusal of the Government of India to
admit their existence—not to speak of rectifying them—
accounts for the exceptional complexity of the problem
of federal finance in India and the impossibility of
estaklishing *‘a basis of permanency ’.

The figures of 1912-13 and 1920-21 may now be
analysed to see whether ‘rough equity ’, which certainly
did not- exist previously was established during this
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period.? In 1912-13 Bengal was reconstituted, Assam
was separated from Eastern Bengal, and Bihar and Orissa
became a separate Province. The separation from Bengal
of the latter, with its population of 34 millions, has a
special significance of its own, for it-changes the basis of
comparison for later years, and shows that Bengal proper,
though by no means a favoured Province, was not as
low in the scale of expenditure as would appear from
the figures of the preceding tables. It was the low scale
of expenditure in the districts, now included in Bihar and
Orissa, which gave Bengal the lowest position in respect
of revenue and expenditure. Before 1912, this Province,
as an outlying portion of the province of Bengal, did not
receive its proper attention from the Provincial Govern-
ment ; and the result was that, when it was given its own
administration, its scale of expenditure was much lower
than that of Bengal proper. The revenue per 1,000 of
population in Bihar and Orissa in 1912-13 was Rs. 971-5,
as compared with Rs. 1,592:28 in Bengal; and the ex-
penditure per 1,000 was Rs. 767-97 in Bihar and Orissa
and Rs. 1,265'51 in Bengal. The expenditure onlaw and
justice and education in Bihar and Orissa was one-half
that of Bengal, on medical services less than two-fifths;
and on district administration, general administration
and police the difference between the expenditure
of these Provinces was also considerable. This, of
course, means that since 1861 Bihar and Orissa had
suffered from continuous neglect, and in the successive
financial settlements the needs of a Province, whose
population is about one-seventh of the total population
of British India, practically received no consideration
whatsoever. ‘The centralization of finances did this
Province a double wrong. The revenues assigned
to Bengal were utterly inadequate on account of the
adoption of a low standard of expenditure for the
Presidency; and Bihar and Orissa did not receive its
proper share even of the limited income of Bengal on
account of its being regarded merely as an adjunct to the
latter. In 1912-13 the low scale of expenditure then

1 Tables XXII, XXIII and XXIII (¢), XXIV and XXIV (a).
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existing in Bihar and Orissa was made the basis of the
settlement with this Province. Even in the distribution
of grants-in-aid from 1912-13 to 1918-19, this Province
did not receive any adequate consideration; and its share
per 10,000 of population was only Rs. 653-85, while
Bengal received Rs. 1,323:07 and Assam Rs. 4,411°76.1
The position of Bihar and Orissa is at present almost
desperate. This, it must be remembered is, due to the
history of its finances since 1861 ; and it is impossible to
ignore this cardinal fact in the impending financial
re-adjustments. A comparison of the position of Bengal
with that of other Provinces in 1912-13 2 brings out the
same fact clearly. In 1911-12, if we adopt what is
admittedly an unsatisfactory basis, viz. that of 1904-05,
the Bengal expenditure was the lowest in India under
practically all heads. The only exception was law and
justice, in respect of which even in 1876-77, the initial
disadvantage of Bengal was not as striking ; and the
expenditure on which was higher in 1911-12 than that in
Assam and the United Provinces. In 1912-13 the expendi-
ture of Bengal was higher than that of four Provinces on
general administration,of five Provinces on law andjustice,
of five Provinces on education, and of three Provinces
on medical services. This relative improvement in its
position was due to the separation of Bihar and Orissa,
which, as stated above, had been a depressing factor in the
calculation of averages. But even if we make allowance
for this fact, Bengal compared unfavourably with some
other Provinces. The expenditure of Bombay on general
administration, police, education and medical services
was more than 100 per cent higher than that of Bengal,
on district administration 400 per cent higher, and even
on law and justice the Bombay standard was far above
that of Bengal. Among other Provinces the disparity was
just as remarkable. The Central Provinces expenditure
was less than one-haif of that of Bombay under all heads,
and the level of expenditure in Madras was lower than that
of the Central Provinces on all Provincial services except

1 Table XVIII.
2 Tables XXI and XXI (a), XXIII and XXIII (a).
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district administration, education and law and justice.
The United Provinces expenditure was about one-third of
that of Bombay on all services except police and medical,
the expenditure on the former being about one-half and
on the latter a little over one-fifth of the Bombay
expenditure. The expenditure of Bihar and Orissa was,
of course, lower than that of all other Provinces. The
only Province, whose standard of expenditure could not
be taken as an ideal for Bihar and Orissa to work up to
was the United Provinces ; but even its expenditure on
district administration and police was about double that
of this unfortunate Province. 'The Punjab expenditure,
though very much lower than that of Bombay, was
higher than that of Madras, the United Provinces, the
Central Provinces, Assam, and Bihar and Orissa; the
only two heads under which its expenditure did not
come up to their level were district administration and
general administration. On the former Madras spent
about 50 per cent more than the Punjab, and on the latter
the Assam expenditure was in excess of that of the
Punjab by about 25 per cent. These variations can,
however, be explained by differences of local circum-
stances; and on the whole it may be said that, next to
Bombay, the Punjab received what may be called the
most-favoured-province treatment. The Government of
India, in their Resolution of 1912, referred to above, said
that one Province might be behind another in its jails,
or a third in its roads, and its subordinate officials might
be worse paid than in the fourth, but the higgling of a
quarter of century had established a rough equity which
they did not want todisturb. This statement must, in spite
of its authoritative character, be treated as a disingenuous
attempt on the part of the Government of India to deny
facts which they could neither explain nor justify. There
was no equity, rough or refined, in the settlement of
1911. '

The figures of revenue and expenditure for 1920-21
show the cumulative effect of these inequalities just-
before the introduction of the Reforms and the new
financial settlement, There was considerable expansion
of Provincial expenditure after 1912-13, and all Provinces
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were spending much more on the services transferred to
them. But the inegualities among the Provinces were
greater in 1920-21 than in the first year of the permanent
settlement. The level of expenditure in Bombay was,
comparatively speaking, raised still higher; and Bihar
and Orissa was even in a worse position than before.
The United Provinces and the Central Provinces improved
their position ; and there was a large increase of expendi-
ture in Madras on law and justice, education and
medical services. The Punjab maintained its position, and
Assam was also better off at the end of the period than
at its beginning. In the distribution of grants-in-aid
Assam received the largest amount in proportion to its
population.? The Punjab and the Central Provinces had
also good luck, while the United Provinces and Bihar and
Orissa, whose needs were much greater, did not receive
the assistance to which they were entitled. Bengal was a
little more lucky than before, and the revenue of Bombay
was expanding so very rapidly that even the Government
of India felt that it would not do to give it assistance on
the scale to which it had been accustomed. Even then
it received nearly twice as much as the United Provinces
and Bihar and Orissa; and the share of Madras, which
even in the past had never been high, was not much
higher than that of these unlucky Provinces. The charge
that these ¢doles’ were distributed in a haphazard
manner is borne out by these figures, as itis by those
relating to the preceding periods.

It is now possible to offer a few observations on the
general character of the pre-Reforms settlements. Their
salient characteristics may first be summarized. Being
based on the estimated needs of the different Provinces,
the amounts which they received had no connexion with
their revenues. Their income was mainly derived from
the divided heads, and though the Government of India
laid down the principle that the same share of the chief
sources of revenue should be given to each Province to
ensure a reasonable equality of treatment, it was not
followed in actual practice, and there was a great deal of

2 Table XVIIL.
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diversity as regards the percentage of each head of
revenue allotted to the different Provinces. This was
inevitable, as it was not possible to secure a cor-
respondence between the estimated expenditure of the
Provinces and their share of the receipts of the divided
heads, if it was to be given on a uniform basis. The
same facts accounted for the continuance of the adjusting
assignments to supplement the income of the Province
from the divided heads. The Decentralization Com-
mission had pointed out the desirability of converting
fixed assignments into shares of growing revenue,
but this could not be fully given effect to on account
of the need of securing an adjustment between the needs
of the Provinces and their revenues. The contributions
out of the surplus revenues of the Central Government
were an important feature of these settlements, and they
were larger from 1912-13 to 1920-21 than in the period
when the quasi-permanent settlements were in force.
The Provinces did not enjoy independent powers of
taxation; and the Decentralization Commission was of
opinion that these powers should be granted only if there
was a more effective control over the Provincial finances
by the Legislative Councils. It was held that in the
absence of the responsibility of the Provincial Govern-
ments to the tax-payers and their representatives, which
acted as a check upon increased taxation in other
countries, there would be a tendency to cast fresh
burdens on them, and specially on the landed interests
whose fiscal obligations in respect of Imperial and
Local taxation were already very heavy. The Pro-
vinces were given a share of growing revenues, but
could not levy special taxation to increase their scale
of expenditure.

The Central Government exercised considerable control
over Provincial expenditure, and this was attributed
later on to the system of financial settlements based on
Provincial requirements and the existence of the divided
heads. It was, therefore, held to be a condition precedent
to the relaxation of Central control over Provincial ex-
penditure that the needs of the Provinces should no longer
be made a basis of the settlements, and that the divided
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heads should be abolished. Itis important to understand
the real position. There were a few divided heads of
expenditure, but those were the heads corresponding to
the sources of revenue whose receipts were shared by the
Central and Provincial Governments, i.e, land revenue,
stamps, excise and income-tax; and as the Provincial
Governments were not given wider powers with regard
to heads which were wholly Provincialthan those possessed
by them with regard to the divided heads, the latter could
not possibly have been a contributory cause of the circum-
scription of the financial powers of the Provincial
Governments. As regards the divided heads of revenue
and Provincial needs being the basis of the settlements,
it is to be remembered that the settlement of 1911 was
declared permanent with a view to provide the Provinces
‘once and for all’! with settlements so framed that all
Local Governments could develop their administration
from their ownassigned revenues. This meant that there
could be no occasion for the revision of the estimates of
Provincial needs after the introduction of the permanent
settlement ; and as the Provinces were to determine their
own scales of expenditure within the limits of their re-
sources, the neccssity of continuing the control of Provin-
cial expenditure could easily have been obviated. When the
needs of agovernment have to be estimated by a superior
executive authority, and this has to be done every year,
the latter is, of course, bound to exercise a close control
over the discretion and liberty of the former to incur
expenditure. But that need not be the case if, in the
financial relations of the two, is introduced what the
Government of India called ‘an element of fixity > which
throws the responsibility on the subordinate authority
of keeping the growth of its expenditure within the
limits set by the growth of its assigned revenues. The
ostensible purpose of the permanent settlement was to
give finality to the financial relations between the Central
Government and the Provincial Governments, and should
in itself have made it possible for the former to relax
their financial control over the latter. As regards the

1 The G. O. I. Resolution No. 27-F, dated 18 May 1912,
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divided heads of revenue, there is even less to be said
against them so far as the pre-Reforms limitations of the
financial powers of the Provincial Governments were
concerned. They received in all cases half the receipts
of these heads, and in some cases even three-fourths.
They had, therefore, a very strong interest in keeping
the administration of these taxes up to a high level of
efficiency. It was not necessary for the Central Govern-
ment to interfere in the details of their administration on
account of the fact that they shared the receipts of these
taxes with the Provincial Governments., The fraction to
which they were entitled being fixed, they could leave
the Provinces to husband their resources and get the
maximum possible yield out of them through the incentive
of their enlightened self-interest.

This argument, of course, leads to the conclusion that
these three factors in themselves need not have given
the Central Government a motive for imposing restric-
tions on the financial powers of the Provinces, and not
that in actual practice they did nothave that effect. The
control of the Central Government in the domain of
finance was fairly extensive; and these factors had their
own share in contributing to this result. This result
was, however, due to the whole system of administration
under which, in the words of the Joint Report, ¢the
paramount justification for restrictions on the spending
powers of Local Governments . . . . . was the need
of ensuring that, in a poor country, official Govern-
ments were fully sensible of the duty of economy,
and of making good the lack of effective popular cviticism
by close control from above’ (italics mine).! The Provincial
Governments had to submit to these restrictions on
account of the basic principles of the whole political
structure. The codes, rules and standing orders, the
periodical reports and returns, the Inspectors-General,
the need of obtaining the previous sanction of the Govern-
ment of India and the Secretary of State in legislative,
administrative and financial matters, all belonged to an
order of things which premised the necessity of ¢ control

1 Joint Report, Para 113
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from above’ on account of the constitutional responsi-
bility of the Government of India to the Secretary of
State, and of the latter to the British Parliament. The
financial settlements, based on needs, and the divided
heads were a part and parcel of the whole system of
administration, and acquired all the essential characteris-
tics of the latter; but the statement that the control of
Provincial expenditure was due to them is a piece of
exaggeration, and has to be assessed at its real value.
It is necessary to bear this clearly in mind in order that
we may not be biased against certain proposals of
financial re-adjustments owing to their superficial
resemblance with the pre-Reforms conditions. Under
these the Central Government exercised control over the
Provinces, which was as rigid as it was far-reaching ; but
in the revision of the Meston Settlement we have to rid
ourselves of all prejudices, and not rule out of court
proposals merely because they revive in our minds the
memories of the evil days of excessive centralization.
This is the only way in which the problems of federal
finance in India can be successfully solved.
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Diagram showing the relative position of the different
Provinces in respect of Expenditure on District
Administration in certain years.,

(1927-28 omitted on account of the change

in classification.)

- & o0 v

g3 3338338888

Bombay
central Province
Madras
Punjab

United Provinces
Bengal
Assam

[:14]
00z
S
0

oS

ook
<
0

Le Hasi

Burmca

IR = o7 by
MR Cen/ral Province

Burma

central Province
radras
Puryab .
United Provinces
Bengal
ASsam
Buyrma

Bombay
cenlral Province
Madras
Punjab,
Uniled Provinces
Bengal
ASsam

Brhars Orissa

12-0261

United Provinces
Bengal
Ageam

Bihar s Qrissa

82a

0S0

ocot

osu

e ———
Madras
Punjab

Bombay

Burma



Diagram showing the relative position of the different
Provinces in respect of Expenditure on General
Administration in certain years.

(1927—28 omitted on account of the change
in classification)
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Diagram showing the relative position of the different
Provinces in respect of Expenditure on
Law and Justice in certain years.
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Disgram showing the relatlve position of the different

Provinces in respect of Expenditure
on Police in certain years.
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Diagram showing the relative position of the different
Provinces in respect of Expenditure
on Education in certain years.
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Diagram showing the relative position of the different
Provinces in respect of Expenditure on
Medical Services In certain years.
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CHAPTER III

The Meston Settlement and After

The financial settlement now in force is generally
called the Meston Settlement. It is not quite correct to
give it that name, but it may, since it has become
current, be used to describe the present allocation of
fiscal resources between the Central and Provincial
Governments. The introduction of this settlement was a
new departure in the development of Provincial finance,
and was necessitated by a radical change in the concep-
tion of the place of the Provinces in the Indian political
system. It was an integral part of the process ¢of
devolution, of drawing lines of demarcation, of cutting
long-standing ties’, which was the foundation on which
the structure of the Reforms was erected; and it was
pivoted on the abolition of the ‘divided’ heads. The
fact that the financial settlements were based on
Provincial needs was taken as the cause of the Central
control of Provincial expenditure, and as the Government
of India took a share of the proceeds of certain taxes,
they were considered to have a direct motive for
interfering in the details of administration. In view of
these considerations, it was taken for granted that the
Provinces could not become self-governing unless they
adjusted their expenditure according to their income, and
there was a definite and complete separation of resources.
The new settlement was, therefore, to be based on
revenues and not on needs, and made completely free
from the ‘taint of the divided heads’. There was
to be not only separation but also what the Americans
call segregation of resources, and expenditure on
Provincial subjects from Central revenues was to be
completely banned. There was to be no overlap-
'ping between the domains of Central and Provincial
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taxation, and each authority was to have not only in-
dependent sources of revenue, but also an exclusive right
to use them for its own purposes, and the other authority
was not even to enjoy concurrent powers with regard to
them. This was the new doctrine of the financial ¢clean
cut ’ which determined and circumscribed the allocation
of resources in the new settlement.

The new scheme was, therefore, a corollary of the
new system of government which the authors of the
Reforms sought to establish in India. It was sketched
by them in paragraphs 201-210 of their Repors, and its
fundamental principles were later on accepted as sound by
the Government of India, the Functions Committee, the
Joint Select Committee of Parliament, and the Financial
Relations Committee. These principles, as stated above,
started from a new standpeoint. The Provinces were to
be given the largest measure of independence of the
Government of India, and could attain the higher political
status which they were to be given only when they had
their own financial resources and final powers over their
budgets. The Central Government was to have resources
for the upkeep and development of services of all-India
importance, and all other resources were to be handed
over to the Provinces. This did not mean that on the
financial side the Provinces were to be granted all
residuary powers, for in paragraph 210 of the Recport, in
view of the ultimate responsibility of the Government of
India for the security of the country as a whole, the
authors of the Report definitely provided against proposals
which might trench on their field of taxation or in any
way impair their supreme authority. But the Provinces
were to have large and buoyant sources of revenue for
the development of the functions appertaining to their
spheres, the vital importance of which for the well-being
of the nation had of course to be taken as an admitted
fact. The introduction of wide measures of legislative
and administrative devolution rendered it necessary that
the Provinces should be given distinct and growing
sources of revenue.

This decision regarding the disposal of the divided
heads gave rise to the difficult problem of their
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allocation. It was solved mainly by the consideration of
administrative convenience or what Seligman would call
efficiency. Each Government was to be given the sources
of revenue which properly belonged to it, i.e. those
which could be conveniently and efficiently administered
by it. Customs, sait and opium were already Central
heads, and it was taken for granted that they should be
allocated to the Central Government. Land revenue and
income-tax, however, were divided heads, and it was
necessary to assign them either to the Central Govern-
ment or to the Provincial Governments. It was proposed
to make land revenue a Provincial head on account of
its intimate connexion with administration in rural
areas. This consideration was held conclusive, and the
soundness of the proposal was taken as self-evident.
As regards income-lax two reasons were urged in favour
of making it a Central head. The first was the necessity
for maintaining a uniform rate throughout the country
on account of the inconvenience of having different rates
in different Provinces. The other was the necessity of
avoiding multiple taxation in the case of ramifying
enterprises. The complications arising from the difficulty
of reconciling the conflicting claims of domicile and
status were anticipated by centralizing this important
source of revenue. Excise was made Provincial on
grounds which cannot be considered adequate in them-
selves, but were accepted as sufficient by the authors of
the scheme. It was stated that excise was to be made a
Provincial receipt as it was already Provincial in Bombay,
Rengal and Assam, and there was no valid reason why
it should not be made Provincial throughout India. The
fact that it has been assigned to the central government
in all federal countries should in itself have suggested a
doubt regarding the soundness of making it a Provincial
head in India, but this consideration was not taken into
account owing to the horizon being limited by Indian
conditions. Stamps were to be Central on account of the
advisability of avoiding discrepancies of rates, while
court-fees were to be assigned to the Provinces and
regarded by them as a means of augmenting their
resources. Irrigation was also handed over to the
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Provinces on account of its close connexion with land
revenue. Forests and registration were already Pro-
vincial ; and, as in other cases, it was assumed that it
was not necessary to disturb the existing arrangements.
This scheme was based on two other assumptions, which
were not explicitly stated, but were taken as essentially
valid for the division of resources. One was that the
interest of equity required that all the Provinces should
be given the same sources of revenue ; or, in other words,
uniformity was considered necessary for equalily of
treatment. Till 1920, as already stated, there was no
uniformity as regards the percentage of each divided head
of revenue allotted to the Provinces in spite of the fact that
the Government of India had laid down the principle of
uniformity in 1904, and it was endorsed by the Decen-
tralization Commission in 1909. Now, however, the
soundness of the principle was accepted as obvious, and
it was not felt even necessary to formulate it. In
the second place, it was assumed that the resources
assigned to the Provinces gave them revenues which were
theirs by right, and also that they should adjust their
expenditure to them; and it, of course, followed that
the receipts from the Central heads were the property of
the Government of India and could be used only for
all-India purposes. It was held that the scheme gave to
the Provinces what was of the Provinces, and gave to
the Government of India what was of the country as a
whole. By a coincidence, the strangeness of which did
not even strike the authors of the scheme, a settlement
dictated primarily by the considerations of administra-
tive convenience also answered the needs of equity, and
each Government got what was really its own. It was
admitted that the scheme under which income-tax was a
Central and land revenue a Provincial head would be
somewhat unfair to the Provinces which had large
industrial and commercial interests, for income-tax was
recognized as only the industrial and professional com-
plement of land revenue. But this consideration was
not allowed to have any weight in the allotment of
revenues, as it was thought that it was impossible ‘to
extend the principles of equality to individual heads of
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revenue’. It was claimed by the authors of the scheme
that it secured equality of treatment between one Province
and another, and otherwise provided a suitable basis for
the new financial settlement.

To this comforting conclusion there was, however,
one very important exception. According to this dis-
tribution of resources, the income of the Government of
India fell short of the expenditure on services for which
they were made responsible, and it was necessary to meet
the resultant deficit. The authors of the Reforms were
hard put to it to suggest methods by which this end could
be achieved. They discussed three or four alternative
methods, but rejected them all as they did not fit in with
the existing facts; and they then proposed to make up the
deficit by levying fixed contributions on the Provinces to
be assessed as a percentage of the difference between the
gross Provincial revenues and the gross Provincial
expenditure, both to be calculated on the basis of the
proposed scheme for the division of resources and
functions. Taking the figures of 1917-18 as the basis of
their calculations, they concluded that, if each Province
contributed 87 per cent of its gross surplus, the Central
budget would be balanced. This proposal laid bare the
difficulty which was inherent in the whole scheme, but
was not otherwise clearly perceived. 'The fact that some
of the Provinces, under the plan, were to be called upon
to bear a much heavier proportion of the Central deficit
than others at once challenged attention, and had to be
explained. The difficulty was got over by admitting that it
was there already, and that there was no way of avoiding
it. ¢ The plan,” it was stated, ‘continues the disparity
which is at present masked by the system of divided
heads.” The worst that could be said against it was that
it made the inequalities which were latent in the old
settlement patent to the eye, but it was easier to put up
with them inasmuch as the contributions were to be a
transitional feature of an otherwise even and well-balanc-
ed scheme of allocation of resources. This disparity
among the Provinces, it was assumed, arose on account
of the inequality of their contributions; and, with their
cessation, they would all be put on the same footing
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and get the resources to which they were entitled by the
dispensations of Providence.

The Provinces, which were prejudicially affected by
the plan, thought more of the immediate burdens than of
the distant gains and lodged vehement protests against
it. A scheme by which Madras had to pay five times as
much as Bombay, the United Provinces also about five
times as much as Bengal, and the Punjab and Burma
much more than other and richer Provinces obviously
made very invidious distinctions, and could not be
tolerated as a necessary evil even for the time being. The
Government of [ndia saw the point of these protests, and
contended on behalf of the Provinces that an arrangement
which undoubtedly disclosed their true position in the
past did not justify the continuance of these inequalities
in the future. They suggested that the initial scale of
contributions should be treated as provisional, and steps
be taken to fix a standard scale to be determined on some
equitable basis. As the whole question, according to
them, needed skilled investigation, they urged that a
committee of experts be appointed to enquire into the
matter, and recommend the initial and standard scale of
contributions. This view was endorsed by the Joint
Committee of Parliament, and accordingly a commitee
consisting of Lord Meston, Mr. Charles Roberts and
Sir E. Hilton Young was appointed to report on the
question of contributions.

This committee, which we may henceforth call by its
popular name—The Meston Committee—submitted its
report with great expedition. The only question which
was referred to the committee in the first instance was the
question of contributions, and later they were asked to
advise whether Bombay should be allowed to retain
any share of the revenue derived from income-tax.
The Committee found it difficult to treat this issue
as applicable to one Province only, and upheld the
objections of the authors of the Joint Report against
the provincialization of income-tax. Their main task,
however, was to suggest the initial and standard scale
of contributions. It is necessary to bear this in mind,
as generally it is assumed, that the whole financial
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settlement was brought under review and reported upon
by them., They, as a matter of fact, stated definitely that
since the scheme of re-distribution of resources proposed
in the Joint Report had already been approved by the
Joint Select Committee they considered it outside their
duty to advise any alteration in it unless they found the
strongest reason for a change. The only change, which
they recommended, was that general stamps should be
made a Provincial head throughout India, instead of a
Central head, as proposed in the Joint Report. They gave
two reasons in support of their proposal. The first was that
it was necessary to make this change ‘ to secure a genuine
and complete separation of resources’, as otherwise
stamps would continue to be a divided head of revenue.
The other reason given by them was that, without this
change, some of the poorer Provinces would start with
little or no surplus, andthe initialdistribution of the Central
deficit would be difficult. They based their calculations
on the revised estimates of revenue and expenditure of
1919-20, and fixed the deficit of the Government of India at
Rs. 9:83 crores. This amount had to be distributed among
the Provinces. They did not approve of the proposal to
levy the contributions as an all-round ratio of the normal
surplus of the Provinces. This, according to them, was
not desirable as there was a difference of opinion
regarding the normal standard of expenditure, and a
uniform ratio would leave out of account the special needs
of particular Provinces. They made allowance for very
great disparity in the financial strength of the Provinces,
and gave exceptional treatment to Burma, the Central
Provinces, Bihar and Orissa, and Assam, and proposed
to assess the initia: contributions on the increased spending
power of the Province, i.e. the additional income which a
Province would acquire on the-introduction of the new
scheme of the separation of resources. They also
suggested a standard scale of contributions, which was
to be worked up to in seven years, based on the taxable
capacity of the Provinces. It is not necessary to say
anything about the ideal scale of contributions as it
\was not incorporated in the settlement approved by
Parliament ; but the fixed ratios suggested by them as
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representing an equitable basis of the relative contribu-
tions of the Provinces were based on considerations of a
very nebulous character ; and the committee, in assessing
the relative taxable capacity of the Provinces in the shert
time which they had at their disposal, betrayed an utter
lack of appreciation of the complexity of the task which
they had undertaken. This fact, however, need not be
stressed any further, as it has no bearing on the present
financial position. It is of greater importance to point
out the significance of the fact that the Meston Committee
modified the original proposals of the Joint Report by
attaching some weight at least to the general financial
position of each Province, and the more imminent claims
upon its resources; in other words they were, to a
certain extent, influenced by the consideration of the
needs of the Provinces in fixing the initial contributions,
and accorded, as stated above, preferential treatment to
four Provinces. They did not go far enough in making
the adjustment of resources to needs to affect or alter the
essential character of the settlement, but they had a dim
understanding of the difficulties which the latter sought
to evade in vain.

The change was, however, of a very inconsequential
character, and the burden of Central expenditure was
unevenly distributed in spite of a change in the basis of
assessment of contributions. Madras, the United Provin-
ces and the Punjab had to bear 351, 241 and 18 percent
respectively of the total initial contribution, making 78
per cent of the whole ; while Bengal and Bombay contri-
buted only 6} and 5} per cent of the levy respectively.
The Meston Committee also followed the line of argu-
ment, which had been urged in the Joint Report, in
meeting the objection that the scheme imposed dispro-
portionately heavy burdens on some provinces. The
contributions were not new or additional burdens. They
were only a temporary expedient; and their weight was
the best index of the amount of the gains of the Pro-
vinces, both immediate as well as eventual, under the
new financial scheme. The Provinces which had to pay
more were merely asked to forgo for a period the full’
enjoyment of their ultimate advantages; and all, it was
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stated, would be well when the Government of India
remitted the contributions, the reduction and the eventual
cessation of which was to be the first charge on the
improvement of their revenues. The problem of in-
equalities was considered only as a part of the problem of
assessment of contributions, but the fact that inequalities
of revenue and expenditure would continue even after
the extinction of the contributions was not held to be of
any consequence or importance either by the authors of
the Reforms or by the Meston Committee.

The Joint Select Committee of Parliament consid-
ered the Meston Committee’s Report, approved of the
fundamental features of the proposals, and were definite-
ly opposed to the provincialization of income-tax. They
rejected the scheme of standard contributions, but
recommended that the Provinces which had to pay heavy
contributions in the beginning should be the first to be
benefited by their remission, and laid down a formula
according to which the reduction was to be effected. On
grounds of policy they gave the Provinces a small share
in the growth of revenues from taxation of income so
far as the growth was due to increase in the amount of
the income assessed. The scheme, as modified by the
Joint Select Committee, was embodied in the rules made
under the Government of India Act, and is now in
operation.

The Provinces were also given powers to impose ad-
ditional taxes for provincial purposes, and the taxes which
could be imposed by them without obtaining the previous
sanction of the Government of India were specified
in Schedule 1 of the Scheduled Taxes Rules. They in-
cluded taxes on amusements and betting, succession
duties, a tax on non-agricultural land and taxes on adver-
tisements, etc. ‘T'he Government of India were given
residuary powers in taxation as in all other matters.

After the introduction of the Reforms, the Govern-
ment of India and the Governments of all the Provinces
passed through a period of financial stress. The Gov-
ernment of India attributed their misfortunes to war,
frontier expeditions, exchange and trade depression.
The Provincial Governments were unable to find any
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natural calamities, except the failure of the monsoon, to
account for their troubles, and fulminated against the
Meston Settlement in their inability to balance their
budgets. The Meston Committee held out the prospect
of *abundant general resources’ and considered it an
unthinkable sequel to the Reforms that the Provinces
cshould embark on new taxation at the outset of the new
era. They also saw no justification for the Government
of India imposing fresh taxation for carrying on the ad-
ministration of Central subjects. For the first three years
of the Reforms all the Governments in India had to face
enormous financial difficulties, and the efforts to over-
come them invoived a very great strain on their resources
and good temper.

The Meston Settle:nent became a by-word for financial
iniquity and injustice, and the frequency with which
it was condemned both by officials and non-officials
convinced the general public that the case against
it admitted of no difference of opinion. The Govern-
ment of India, pressed on all sides for assistance, found
it impossible to afford any relief, on account of their
own financial difficulties. They, however, made an
exception in the case of Bengal, and in 1921, on the
recommendation of the Finance Member, the Legislative
Assembly agreed to the remission of the Bengal contri-
bution for a period of three years. This concession gave
the much-needed relief to Bengal, but did not improve the
general atmosphere. The protests of the other Provinces
became more vehement than ever, and the tension of
feeling over the question was increased on account of
the prevailing political distrust and suspicion. A con-
ference of Finance Members at Simla was called in
April 1922. Various proposals for easing the situation
were discussed and the whole position reviewed at
some length, but no change was made in the financial
settlement. The Government of India decided to uphold
it, and once more repeated their promise to treat the
abolition of the Provincial contributions as the first charge
on the betterment of their revenues. Since the remission of
the Provincial contributions, Madras, the United Provinces
and the Punjab have adopted a more quiescent attitude.
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They consider their abolition merely an act of tardy
justice, and feel that the financial outlook, so far as they
are concerned, is quite hopeful. Their revenues can never
be in excess of their needs; but they are sure to expand,
and provide them with funds for the development of
their vital services. But other Provinces still hold that,
without the revision of the whole settlement, their future
is far from reassuring, and expect that the next step in
constitutional advance will not only give them wider
power, but also larger resources to enable them to use
those powers to the advantage of their people. There are
not many who understand the Meston Settlement, its
genesis and subsequent developments. But there is a
general feeling that it is to go, and make room for a
more generous and equitable financial arrangement. The
psychological atmosphere is full of hopes of change for the
better, and it is necessary to take this general expectation
into account in making the financial re-adjustments.
The prejudice against the Meston Settlement is very
strong ; and though, like all prejudices, it has very little
rational basis, it cannot be summarily dismissed on that
account.

It is necessary to examine the position a little more in
detail to understand its full significance. This cannot
be done without acquiring a closer acquaintance with the
financial history of the Reforms period; but before
dealing with this it is desirable to give an account of some
of the concrete proposals which have been made during
the period in order to get an idea of the general trend
of subsequent discussions. The Reforms Enquiry Com-
mittee of 1924 considered the problem of finance, and
expressed the opinion that the difficulties arising there-
from formed one of the main obstacles to the success of the
Reforms. They urged the need of reducing the Provincial
contributions; but as that in itself could not meet the
needs of certain of the Provinces, they considered that a
revision of the whole settlement was inevitable, and
should be undertaken as soon as a favourable opportunity
occurred. They themselves, however, did not make any
(ecommendations owing to the absence of definite in-
formation which could be made the basis of a revision.
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The question was again examined at some length by
the Taxation Enquiry Committee. The Committee was
not required to consider the equity of the Meston Award,
but only to indicate the theoretically correct principles
ot distribution of taxes between Imperial, Provincial and
Local. Sir Basil Blackett, in his speech in the Legislative
Assembly on 18 September 1924, stated that the taxation
enquiry was an essential preliminary to framing a more
satisfactory settlement. The Committee was not
expected to enquire into the expenditure side of the
question. Their function was to suggest what may be con-
sidered as a scheme for the ideal division of resources.
Being debarred from dealing with the practical issues,
their treatment of the problem was lacking in precision,
and conveyed an impression of their inability to come
to close grips with its realities. They pointed out
certain general tendencies relating to the division of
taxes in other federal countries, but stated that there was
no ideal system for the division of sources of revenue, and
the allotment of taxes, owing to historical and other factors,
had everywhere to be supplemented by further adjust-
ments. They based their proposals on the assumption
that all Provinces would be treated alike. Their object
was to devise a satisfactory method by which the re-
distribution of resources could be brought about without
disturbing the existing equilibrium. They did not
recommend any change in the present allocation of land
revenue, irrigation, fees including judicial stamps, import
duties and revenue excises. ‘They were in favour of
general stamps, excise on country-made ‘foreign’
Jiguors and the whole of the revenue from opium being
transferred to the Central Government; and they
also suggested the use of export duties, a ¢basic’
rate of restrictive excises and the probate duty as
balancing factors, which presumably meant that export
duties might be provincialized, and the probate duty
and a basic rate on restrictive excises centralized, if it
was necessary to introduce these changes in the interest
of an equilibrium of revenues. But they wanted these
balancing factors to be used only in case of rea),
necessity. g
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As they advocated the transfer to the Central Govern-
ment of general stamps, excise on country-made foreign
liquors and opium revenue on administrative grounds,
they mainly relied upon the division of the proceeds of
the income-tax for restoring the equilibrium. They also
discussed the alternative methods by which the receipts
of the income-tax could be divided, and recommended
that the Provinces should be given the proceeds of
a basic rate on personal incomes, graduated propor-
tionately to the general rate, to which would be
added a small fraction of the receipts from the cor-
poration-tax, in order to give ¢ a partial recognition to the
principle of origin’ in assessing taxable capacity. The
basic rates for the income-tax and the corporation-tax were
to be determined, with a view to give the Provinces a
share of the proceeds of these taxes equal to the revenues
which the Provinces derived from the sources, which,
under their plan, were to be centralized. They did not
realize that the same basic rates would not do as compen-
sating factors in the case of all the Provinces on account
of the variations in the yield of these taxes in the
different Provinces. But the Committee was not concerned
with the effects of their recommendations on Central or
Provincial finances. Their duty was to recommend an
allocation of resources which gave to the Central and
Provincial Governments sources of revenue which
appertained to their respective spheres, and could
therefore be efficiently administered by them. The
inequalities were to be adjusted by the use of balancing
factors; and they took it for granted that the present
distribution of the total revenues of India between the
Central Government, on the one hand, and the Provincial
Governments, on the other, was not to be disturbed.
The scheme was of some theoretical value in the sense
that it sought to carry further the principle of adminis-
trative efficiency in the allocation of the sources of
revenue; but, as a practical solution of the problem of
federal finance in India, its value was strictly limited.

The recommendations of the Taxation Enquiry Com-
mittee were carefully considered by the Government of
¥ndia. They rejected the proposals to centralize the

95



The Essentials of Federal Finance

excise duty on country-made foreign liquor and the
excise on opium owing to administrative and other
difficulties. They were willing to centralize general
stamps; but, on account of the opposition of the
Provinces in which it had been an elastic source of
revenue, it was ultimately suggested that only duties on
documents which were of a commercial and quasi-com-
mercial character should be transferred to the Central
Government. The proposal of the Taxation Enquiry
Committee to compensate the Provinces for the loss of
revenue from general stamps by giving them the
proceeds of a basic rate on personal incomes, graduated
proportionately to the general rate, was not accepted by
the Government of India., They considered that the
adoption of a graduated rate would be inconvenient both
from the point of view of the Central Government and of
the Provincial Governments, since it would create com-
plications in the event of a decision to alter the rates or
to adopt a new system of graduation. They, therefore,
suggested an alternative method for the division of
income-tax, by giving the Provinces a share of income-
tax, calculated at the rate of three pies in the rupee on
personal incomes from all sources of assessees resident
within each Province. This proposal was made on the
assumplion that domicile was a satisfactory criterion of
liability to taxation so far as the Provinces were concern-
ed, and a flat rate assessed on personal incomes would,
therefore, be a suitable device for giving the latter a
share in the proceeds of income-tax. There is nothing to
be said against this as a makeshift arrangement; but, as
the object of the proposal is not to disturb the equilibrium
of revenues under the Meston Settlement, its intrinsic
importance as a means of permanent re-adjustment is
limited on that account. The Government of India also
rejected the Taxation Enquiry Committee’s proposal to
give the Provinces a small share of the receipts of the cor-
poration-tax, as the distribution of the tax on companies,
according to them, could not be made without making
assumptions of an extremely hypothetical character.
These proposals were discussed in the Conferences of
the Financial Representatives of the Provinces held in’
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1926 and 1927 ; but, as each Province wanted to get as
much and give as little as possible, it was decided to put
off the whole question and let its settlement await the
deliberations of the Statutory Commission. The Meston
Settlement, along with the constitution of which it is an
integral part, is now in the melting pot; and there is,
as stated above, a general expectation that it will be
replaced by an arrangement which will provide ampler
scope for the free play of the dynamic forces of national
life. However that may be, it is clear that the theoretical
scheme for the distribution of resources, suggested by
the Taxation Enquiry Committee, has never received
official countenance, and need not be further considered.
We now can undertake a review of the financial events
of the Reforms period. The position of the Government
of India may first be considered. The year 1921-22
opened in very unpropitious circumstances. It was the
intention of the authors of the Joint Report and that of
the Meston Committee that the Central Government should
be given adequate revenues to meet the expenditure of the
functions assigned to them ; but the actual developments
belied this expectation, and the equilibrium Dbetween
revenue and expenditure, for the attainment of which
they had incurred so much odium, could not be realized.
The budget, which the Finance Member presented in
1921, showed that the anticipated surplus of 104 crores of
1920-21 had been converted into an actual deficit of 113
crores by the Afghan War, the frontier operations, the
trade depression and the vagaries of exchange and, what
was worse, the estimates for 1921-22 revealed a deficit of
184 crores. The Finance Member held that the deficit
was not solely due to temporary and transient causes,
and that it was necessary to impose additional taxation
if India was not to slip down ¢‘the hell of financial
demoralization’ which had led so many countries to
national bankruptcy. He proposed additional taxation,
which was calculated to yield Rs. 1917 crores and leave
a surplus of 84 lacs after meeting the deficit of 183}
crores. Next year, however, the revised estimates of
1921-22 showed that expenditure was in excess of
revenue by 34 crores on account of the increase of
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charges and the falling-off of receipts, and the actual
deficit for 1920-21 was 26 crores instead of 18 crores. The
outlook for 1922-23 was not more cheering, and a deficit
of 31% crores was anticipated. The Finance Member
once again pointed out that their financial difficulties
were not due to temporary causes. ‘¢ The problem before
us,’ he said, ¢ is one that cannot be shelved or left to look
after itself.” 7The only way out of the difficulty was
to levy additional taxation, proposals for which were
put forward by the Finance Member and were expected
to bring extra revenue of about 29 crores. Some of
these proposals were very unpopular and were rejected by
the Legislative Assembly, and the uncovered deficit was
increased from 2% crores to 9 crores. In response to the
insistent demand for economy in Central expenditure, a
committee, commonly known as the Inchcape Committee,
was appointed in the latter part of 1922 to recommend
measures for effecting reductions in the expenditure of
the Central Government. 'I'he Committee, after a careful
scrutiny of the expenditure of every department,
recommended reductions amounting in all to Rs. 19%
crores.

The budget for 1923-24 again showed that the financial
position and outlook were anything but reassuring.
Sir Basil Blackett, who assumed the charge of Indian
finances a few weeks before the introduction of the
Budget for 1923-24, dwelt at some length on the
unsound financial position of the country and pointed out
how India had come perilously near the limit of safety
on account of the deficits of five years in succession. The
deficit for 1922-23, according to the revised estimates,
was 171 crores instead of 9 crores; and in spite of the
fact that the Government of India proposed to effect
economies to the amount of about 12 crores, as recom-
mended by the Inchcape Committee, the anticipated
deficit for 1923-24 amounted to 5:85 crores. The Finance
Member proposed to cover this deficit partly by crediting
to revenue the interest from the investments in the
Paper Currency and Gold Standard Reserves, and partly
by doubling the salt-tax. The latter proposal evoked a,
storm of opposition, and was rejected by the Legislative
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Assembly. The Government of India being convinced
of the imperative necessity of balancing the budget,
the Viceroy certified the Finance Bill, including the
enhanced salt duty. The reactions of this step on the
political situation were distinctly disturbing ; but what
Sir Basil Blackett called ¢ the rake’s progress’ in Indian
finances was thereby arrested, and budget equilibrium
established.

The position continued to improve from 1923-24
onwards, and the Government of India have since then
been enjoying a period of financial prosperity. The
revised estimate of 1923-24 showed a slight deficit of
Rs. 38 lacs; but the actuals of the year produced a
surplus of Rs. 2'39 crores, exclusive of a windfall of
Rs. 473 crores representing profits accruing to India
from the sale of enemy ships. According to the forecast
for 1924-25, a surplus of Rs. 3-36 crores was estimated.
As this was regarded as a real surplus, the Government
of India proposed to utilize a sum of Rs. 1:82 crores in
reducing the salt-tax from Rs. 2-8-0 per maund to Rs. 2
per maund, and a sum of Rs. 1'5 crores in reducing the
Provincial contributions. The Finance Member did not
make any secret of the fact that he himself was in favour
of applying the whole of the surplus to the reduction of
the Provincial contributions, keeping the salt-tax at the
higher level to which it had been raised in the previous
year; but as he knew that this course would not com-
mend itself to the Legislative Assembly, he proposed this
compromise as a measure which would satisfy public
opinion, or what he regarded as popular prejudice, and
also make a beginning * in dealing with this running sore
of Provincial contributions’. The Legislative Assembly
did not agree even to this compromise, reduced the
salt-tax to Rs. 1-4-0 per maund, and pronounced (in the
words of Sir Basil Blackett) ¢ a message of despair to all
those who were looking forward to expenditure for
the amelioration of the conditions of life and for im-
proved educational and sanitary expenditure throughout
India’.

» Since 1924-25 there have been recurring surpluses.
The next year brought a surplus of just under four crores
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instead of the modest balance of 18 lacs allowed for in the
original budget; and the budget estimates for 1925-26
disclosed a surplus of Rs. 3:25 crores. The Govern-
ment of India decided to apply Rs. 2'5 crores for
the reduction of Provincial contributions, and to keep
75 lacs as a margin against possible misadventures.
The reduction of Provincial contributions was granted in
accordance with the order of priority laid down in the
Devolution Rules. In 1926-27 the surplus of the
Government of India was Rs. 3:05 crores. They devoted
Rs. 1:25 crores to the turther reduction of Provincial
contributions ; and Rs. 1'75 crores were disposed of by the
abolition of the cotton excise duty, which had already been
suspended in December 1925. In 1927-28 the Provincial
contributions were practically abolished. Though the
remission of Rs. 2°58 crores was definitely declared tem-
porary, it was known that, unless events took a very
unfavourable turn, the contributions would not be revived.
Sir Basil Blackett spoke of this achievement with very
great satisfaction, and referred to the advantages which
would accrue to the Provinces in having additional
resources at their disposal. ¢ Ever since the Reforms
have been inaugurated,” he said, ‘the Provincial contri;
butions have been a millstone round the neck both of the
Central Government and of the Provincial Govern-
ments, poisoning their mutual relations and hampering
their every action. ‘Their quality more than their
amount has strained the resources of the giver and the
patience of the recipient. They have brought curses
and not blessings, both to him who has given and
to him who has taken. The year 1927-28 sets India
free from their incubus’.

In 1928-29 the Government of India again anticipated
a surplus of Rs. 2:63 crores, which enabled them to
bring about a complete and final abolition of the Pro-
vincial contributions. Just now the margin between
Central revenue and expenditure is not wide; but it
may be assumed that it will continue to increase if
the tendencies, which have been at work in recent
years, are allowed to produce their full effect.. Sir Ba»ﬂ
Blackett expressed the view that, with the extinction
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of the contributions, it would be possible for the Central
Government to satisfy the claims of the tax-payers. The
Government of India have already reduced Central taxation
by the abolition of the cotton excise duty, the reduction
of the salt tax and several other minor changes. There
are, however, other claims on the Central revenues which
till now have been ignored. But the fact that the Central
Government have climbed the steep hill of financial
recovery is a great advantage in itself ; and though it has,
to adapt the words used by Sir Basil Blackett in his
budget speech of 1925, brought us within a distant view
of still higher peaks, it is possible to take an optimistic
view of the future.

Improvement in the finances of the Central Govern-
ment is not to be measured merely by the extinction of
the Provincial contributions or the restoration of budget
equilibrium, great as these achievements are in them-
selves, The Government of India have since 1924
secured several other important gains. The unproduc-
tive debt of India has, during this period, been reduced
from Rs. 250 crores in 1924 to Rs. 178 crores in 1928.
By the introduction of the Debt Redemption Scheme,
Jdefinite provision has been made for the progressive
reduction of public debt; and, though there is a difference
of opinion regarding the advisability of adopting this
ambitious policy, the introduction of the scheme must be
counted as a major achievement of this period. The
separation of railway finance from general finance and
the institution of the depreciation and reserve funds have,
besides emancipating the railways from the control of
the Finance Department, been a source of strength to
the latter, and made it possible for it to finance its ways
and means programmes with greater ease. The balances
have also been drawn upon to a considerable extent for
capital expenditure ; and the Government of India have,
on several occasions, been able to find money for outlay
chargeable to loan funds without fresh borrowing in
India or in England. The credit of India has, as a
result of these measures, been raised ; and the situation is
otherwise well in hand. The victory of the Government
of India over adverse circumstances is a great asset; and,
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now that we are straining our eyes to the vision of the
future, we can do so with an assurance that reconstruc-
tion can proceed on sound foundations.

In Table XXXVIII the figures of revenue and expendi-
ture of the Central Government under principal heads
are given. The only head of revenue, the yield of which
has increased considerably during the period, is customs.
This increase is due to the enhancement of the general
tariff rate and the imposition of * protective '’ duties, the
receipts from the latter being about Rs. 14 crores. The
revision of the tariff schedule with a view to framing
what may be called a scientific tariff, has been, as is
well known, long overdue ; but if the policy of maintain-
ing taxation at the present level is to be adhered to
and the duties as a whole kept as high as they are
now, the yield from customs can be expected to grow
steadily. There is a great deal to be said against
customs on account of their undesirable reaction on
economic life in general, and their incidence on the
poorer classes ; but in view of the necessity of providing
funds for development it will be short-sighted to reduce
these duties in order to afford relief to the tax-payers.
The other two important sources of revenue are the.
income-tax and the salt-tax. Income-tax has not shown
much capacity for expansion on account of the trade
depression, but now that the tax has been modernized
and the administrative machinery brought to a higher
level of efficiency, it should contribute to the expansion of
the Central revenues. The salt-tax yields about Rs. 7
crores and is still an important source of revenue for the
Central Government. If the present rate is maintained,
its revenue will increase, though not very rapidly. The
contribution of railways to the Central revenues is likely
to increase ; but whether it can be depended upon to
give greater elasticity to Central revenues will be
determined by considerations of policy regarding which
something will be said in Chapter VII. The net
receipts from opium amount to about Rs. 2'5 crores,
but it will disappear as a source of Central revenue in a
few years on account of the stoppage of the opium
export to foreign countries.
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The only important function for which the Central
Government is responsible is defence, and the expendi-
ture on defence during this period has been reduced
from Rs. 69 crores to Rs. 55 crores. The Inchcape
Committee suggested a standard figure of Rs. S0 crores.
It should not be impossible to reduce the military
expenditure to that figure; and if the Government of
India is responsive to public opinion, it should even be
possible to attain the standard of 43 crores adopted by
the Meston Committee as a basis of their calculations.
The expenditure on civil administration has been slowly
rising ; but as prices are falling and increments to
salaries have already been granted, it may be expected
that this item of expenditure will not throw an additional
burden on Central revenues unless the Government of
India assumes new functions. The conclusion is, of course,
obvious that the growth in the revenues and decrease in
the expenditure of the Central Government will be an
important factor in the financial re-adjustments of the
future. The only consideration that can be urged against
it is that the Central Government has to be prepared for
war, and ought to have a sufficient margin for emer-
gencies. With the general tariff rate at 15 per cent and the
present rates of income-tax, which are by no means low,
the margin for emergencies is very narrow; and the
argument that, if the rates of these taxes are not ap-
preciably reduced, there will be very little reserve for
emergencies like war, is valid as far as it goes. But
it cannot be pressed very far. The Government of
India should, if they follow the policy demanded by en-
lightened public opinion in India, keep out of wars, the
financial burden of which can be properly thrown on the
Indian exchequer; but even if this consideration is not
given the weight that it deserves, it will be wrong to shape
the taxation policy of India to provide her with fiscal
reserves for these emergencies. War has become such
a big enterprise that no country can expect to meet its
cost by taxation. It is necessary to have recourse to
borrowing on a large scale for the purpose; and to delay
the development of the country, by reducing taxation
with a view to hold in reserve the potential taxable
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capacity of the people, is as useless as it is short-sighted.
It is worth while to take a little risk in order to accelerate
the rate of national progress so that the people may be
able to rise to a higher level of achievement, and at the
same time be better fitted to bear the fiscal burdens of war.
A high level of taxation is, from this point of view,
itself an insurance against wars and other contingencies.

104



CHAPTER IV

The Meston Seltlement and After—(continued)

It is now necessary to examine the financial position
of the Provinces during the Reforms period. This will
have to be done in respect of each Province individually
because a general survey of their collective position,
though useful in some respects, will not disclose some of
the most vital facts of the present situation. The
Provinces may be taken in order of the size of their
population.

Bengal

Bengal, of course, comes first, and the peculiarities
of its financial position lends to its study a special
interest. Under the Meston award, the normal revenue
of Bengal was fixed at Rs. 8:57 crores; and the con-
ference of Provincial representatives, held in September
1919, fixed its normal expenditure at Rs. 7-91 crores.
The Government of India, however, later on admitted
the inadequacy of this scale and fixed it at Rs. 9 crores.
The actual expenditure * of Bengal in 1921-22 was
Rs. 10-48 crores, and its revenue Rs. 832 crores. There
was, in other words, a deficit of Rs. 2-16 crores. Since
then Bengal, but for a small deficit of Rs. 21 lacs in
1926-27, has been able to baiance its budgets; and,
according to the revised estimates for 1928-29, Bengal
will have a revenue of Rs. 12-17 crores,? an expenditure of
Rs. 11-83 crores, and a closing balance of Rs. 2:53 crores.
This seems to show that Bengal is doing fairly well;
and its financial position, in spite of a very large deficit in
1921-22, has not been unsatisfactory during this period.
This result has, however, been achieved by exercising
rigid economy and imposing additional taxation. During

! Table XXV. 2 Ibid.
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the first two years of the Reforms, Bengal undertook
retrenchment to the extent of Rs. 89 lacs and Rs. 49 lacs
respectively, and levied additional taxation which was
expected to yield Rs. 104 lacs. The figures?! of expendi-
ture show that the Bengal expenditure on education,
sanitation and other beneficent departments has not
expanded to any considerable extent. The increase of
expenditure on education from 1921-22 to 1927-28 was 22
lacs, on medical services about Rs. 18 lacs, and on other
departments Rs. 5lacs. There was an increase of Rs. 13
lacs in expenditure on general administration, but on
police and law and justice expenditure was practically
stationary. Bengal has, since 1922-23, received a conces-
sion in the form of the suspension of its contribution
to Central revenues; but the Government of Bengal
has, ever since the introduction of the Reforms, main-
tained that the injustice done to Bengal under the Meston
Settlement has nothing to do with the question of con-
tributions, and that the extinction of the latter does not
in any way weaken their case for a thorough overhauling
of the whole settlement. They have never lost an
opportunity of pressing their point of view on the
attention of the general public and the Government of
India, and have urged persistently that the financial
settlement was wrong ab initio and treated Bengal most
unfairly.

_ The difficulties of Bengal are due to the inelasticity of
its resources. ‘The principal heads of revenue in this
Province yield receipts which are quite inadequate for its
needs and are not capable of expansion. Land-revenue
is, it need not be said, an inexpansive source on account
of the existence of the Permanent Settlement, and so
long as the latter is treated as sacrosanct, it is not
possible to impart elasticity to the revenues of Bengal.
The increase under excise and stamps? during the period
is 47 and 73 lacs, respectively. In 1921-22 there was
a sudden decline in excise revenue on account of
an extensive propaganda against the use of excisable
articles, and the revenue in 1922-23 exceeded that of the

* Table XXVIII, 2 Ibid.
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previous year by about 19 lacs ; the net increase therefore,
in excise receipts may be taken at about 28 lacs. The
increase in stamps revenue is due to the revision of fees,
judicial and non-judicial, and it is not possible to raise
them much higher to augment the Provincial revenues.
There has also been an increase of receipts under
forests and registration. But these are minor sources
of revenue, and cannot be used to develop the resources
of this Province. Bengal has levied what are known as
the scheduled taxes, and increased its revenues by Rs. 20
lacs, but it is very unlikely that there will be any substan-
tial growth in the receipts from these taxes unless a
succession duty, which is also a scheduled tax, is levied
and fully developed. The Meston Committee referred to
the inelastic revenue and low scale of expenditure of
Bengal in their report; but, in view of ‘its size, intrinsic
wealth and general economic possibilities’, they did not
consider it right to differentiate in its favour in the assess-
ment of the Provincial contributions. Its size, wealth and
possibilities, whatever they were, are still there; but it
is extremely doubtful whether they will help the Province
to find a margin for development. Bengal has, since the
inauguration of the scheme of decentralization, received
much less than its due; and though it has partly itself to
thank for its inadequate revenues, it has certain claims
on the Government of India, which the latter will have to
take into account in any equitable scheme of re-allocation
of resources.

United Provinces

The Meston Committee estimated the normal revenue
of the Province at Rs. 12:32 crores, its normal expen-
diture at Rs. 10:735, including the Rs. 2-40 crores of the con-
tribution to the Government of India, and its additional
spending power at Rs. 1:57 crores. The actual revenue
for 1921-22 was Rs. 10-02 crores, and the expenditure
Rs. 11'49 crores; and there was a deficit of Rs. 1:47
crores. This year was followed by four years of

1 Table XXV.
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deficits in succession, and the total deficit up to
1925~26 amounted to over Rs. 3 crores. This was,
to a certain extent, due to falling-off of receipts; but
the principal cause of the financial difficulties of the
Province was increase in expenditure, which in the
first two years of the Reforms amounted to Rs. 2:84
crores. The revision of pay of services and establish-
ment alone cost Rs. 1:52 crores, and there was an increase
on all other heads of expenditure. The successive deficits
were met from the Provincial balances and the funds ob-
tained from a loan raised in the open market. The United
Provinces Government put an unwarranted construction
on the word ¢ productive ' expenditure, used the loan funds
for charges which should have been met out of revenue,
and violated the letter as well as the spirit of the rules
under which the Provincial Governments are allowed to
raise their own loans. The Accountant-General pointed
out this irregularity in his Appropriation Report, and the
Government of India had to warn the United Provinces
Government that no loan would be sanctioned, whether
raised in the open market or obtained through the
Provincial Loans Fund, if its procecds were applied in
practice for meeting the revenue deficit. The era of
deficits came to an end in 1926-27, and for the last two
years this Province has been able to balance its budgets
and make provision for considerable surpluses. This
hes been rendered possible by the remission of its contri-
bution of Rs. 2:40 crores by the Government of India.
The estimated revenue and expenditure for 1928-29 were
Rs. 12:47 crores and Rs. 11.95 crores,? respectively ; and
since the latter amount does not include the contribution,
it means that expenditure in 1928-29 was estimated
to exceed the actual expenditure of 1921-22 by Rs. 2:86
-crores. The prospect for the United Provinces is now quite
satisfactory, and its financial position fairly good. But its
scale of expenditure is, as it has always been, low; 2 and
it has even now to make up what the Meston Committee
«called considerable arrears of administrative progress.

1 Table XXV,
2 Tables XXVII and XXVII (a)
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There has not been much additional taxation in the
Province during this period, though court fees and water
rates have been raised. The receipts under stamps,
and irrigation?! in 1927-28 show considerable increase, as
compared with 1921-22 ; but excise, which has, in almost
all Provinces, yielded gtowing revenue, has not in any
way contributed to the increase of the revenues of the
United Provinces, and its total yield in 1927-28 was less
than that of 1921-22 by about Rs. 101acs. The incidence
of the excise duties in the United Provinces in 1926-27
was the lowest among the major Provinces,? and it may
be possible to increase the revenue from this source by
revising the rates. This Province should to a certain
extent be able to enlarge its spending power by developing
its fiscal resources,

Madras

Madras, like the other Provinces, had to face great
financial difficulties in the first two or threc years of the
Reforms ; but its financial situation is now, to use the
language of the money market, distinctly easy. The
Meston Committee anticipated that it would have
additional spending power of Rs. 2-58 crores, after paying
the contribution of Rs. 3:48 crores to the Government of
India. In 1921-22 it had a deficit of Rs. 99 lacs; and
in spite of additional taxation of Rs. 77'5 lacs® and
considerable reduction of expenditure, there was an antici-
pated deficit next year of Rs. 42 lacs. During these years
its protests against the contribution were vehement, and
Madras was often spoken of as the ¢ milchcow ’ of India.
In 1923-24, however, the position considerably improved ;
and since then Madras has been, in spite of the provision
for fresh expenditure under various heads, realizing large
surpluses; and its balances, which had been reduced to
Rs. 17 lacs in 1924-25, have again risen to Rs. 4-85

1 Table XXIX.

2 The incidence per capita in the different provinces in 1926-7 is
as follows: —Bombay Rs. 2-1-10, Madras 1-3-4, Burma 1-0-0, Central
Provinces 0-15-7, Assam,0-15-2, Punjab 0-9-7, Bihar and Orissa 0-9-3,.
Bengal 0-7-9, United Provinces 0-4-9,

3 Table XXV,
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.crores in 1929-30. During this period large sums have
been spent on the repayment of loans and on capital
expenditure out of revenue. The estimated revenue
of 1928-29 was Rs. 16-97 crores and the expenditure
Rs. 1695 crores. The expenditure on education has
increased by Rs. 72 lacs from 1921-22! to 1927-28,
on medical services by Rs. 12 lacs, and on general
administration by Rs. 93 lacs. The improvement in
the financial position of Madras is due to the remission
of its comtribution to the Central Government and an
increase in the yield of taxes. The Meston Committee
expected that Madras would, under their plan, receive
¢ a windfall so vast as would not be profitably employed
for several years’. As a matter of fact, however, Madras
-.could not, as stated above, even balance its budgets in
1921-22, but it is now the lucky recipient of a ¢ windfall’
the spending of which will require a great deal of
careful thinking. ¢There has been,” as was admitted by
the Finance Member in his Budget speech of 1929, ¢ a
scramble for funds among the departments; every time
that there was a remission in the contribution, money
was allotted to them, with the result that, not having any
far-seeing objective or well-planned programme, they
spent away as best as they could.” The Finance
Member also spoke of ¢the immensity of the needs
which have still to be met’. The unsatisfied needs of
Madras, as of the country as a whole, are immense, and
any amount of money can be usefully spent on progres-
sive schemes; but the scale of expenditure? in Madras
cannot be described as unduly low, and it will be idle to
deny that Madras now finds itself in possession of funds,
the largeness of which is embarrassing for the time being,
though they can certainly be used to'very great advan-
tage when well-considered and well-matured schemes are
taken in hand.

There has also been a great expansion of revenue in
Madras. It has increased from Rs. 11'75 crores® in

1 Table XXX,
2 Tables XXVII and XXVII (a).
3 Table XXV,
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1921-22 to Rs. 16-97 crores in 1928-29. Land revenue
receipts increased from Rs. 6:07 crores in 1921-22 to
Rs. 7-55 crores in 1927-28, stamps revenue from Rs. 1:09
crores to Rs. 2:45 crores, and excise receipts have also
shown an upward tendency in the last two years.! The
financial position of Madras, both in respect of revenue
and expenditure, compares well with that of the other
Provinces, and the incidence of its burden in the early
years of the Reforms is also the measure of its gains at
the close of this period.

Bihar and Orissa

In contrast to the United Provinces and Madras, Bihar
andOrissa is very unfortunate; and its position is now, as it
has been since 1912-13, a complete anomaly in the scheme
of financial decentralization. Judged by the figures of
surpluses and deficits, this Province has not done badly as
compared with the other Provinces, for, till 1925-26, it
achieved what was not possible for most of the other Pro-
vinces, i.e. equilibrium between revenue and expenditure.
For the last three or four years it has not been able to
avoid revenue deficits ; but these amounts are not large,
and Bihar and Orissa has, on the whole, been able to
make both ends meet. But to say this is to say very
little, and that little has no significance so far as the real
financial position of the Province is concerned. Among
the nine major Provinces, Bihar and Orissa stands fourth
in point of area and population, but both in respect of
revenue and expenditure per thousand of population it
stands lowest. Ii occupied that position in 1912-13, in
1920-21, in 1921-22 and 1928-29, and there is no prospect
of its being able to make up the lee-way with the present
distribution of resources. The origin of this disparity
has already been explained, and it is impossible to
view its future without dismay unless this Pro-
vince is placed in a position to increase its fiscal
resources. During the Reforms there has been some
increase of expenditure. The total expenditure has
increased from Rs. 4:58 crores in 1921-22 to Rs. 5:88

! Table XXX.
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crores in 1928-29 ; the expenditure on education has risen
from Rs. 55 lacs in 1921-22 to Rs. 86 lacs in 1927-28,
on medical services from Rs. 21 lacs to Rs. 46 lacs and
on other beneficent departments from Rs. 12 lacs to
24 lacs.! There has aiso been a slight increase of
expenditure on general administration, police and law
and justice. This again appears at first sight quite satis-
factory. The expenditure on education is up by about
60 per cent., and on public health and other beneficent
activities by more than by 100 per cent. This compares
well with Bombay, where the expenditure cn education
has risen only by 17 per cent,and on other heads not even
in that proportion. In one way such a comparison is very
misleading, but it has been made to show that progress
in the industrial Provinces has not been as rapid as in
the agricultural Provinces. In spite of the remarkable
progress in Bihar and Orissa, the industrial Province of
Bombay spends about four times as much per head on
education, about three times on public health and more
than twice as much on other beneficent activities.?2 It
is not necessary to make any comments. The facts speak
for themselves. The inadequacy of public expenditure in
Bihar and Orissa is obvious, and it is unthinkable that
this Province should be doomed to stagnation while the
other Provinces and the country as a whole are going
ahead; but that is the only way in which its future can
be envisaged if there is no substantial improvement in
its present financial position.

This gloomy outlook is, of course, due to the inelasti-
city of the resources of this Province. Itstotal revenue
has increased from Rs. 4-43 crores in 1921-22 to Rs. 5-74
crores in 1928-29.3 This increase is mainly due to the
growth of revenue from stamps and excise. Revenue
from stamps has increased from Rs. 58 lacs in 1921-22 to
Rs. 1:05 crores in 1927-28, and excise revenue from
Rs. 1:23 crores to 1:90 crores. There has also been
an increase of revenue under the other heads, but that
is not considerable. Revenue from stamps and excise

1 Table XXXI, 2 Table XXVII.
2 Table XXV,
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cannot be expected to go up much higher. Excise
revenue has, after reaching the highest point in
1927-28, been stationary for the last two years with
a slight downward tendency. Stamps revenue also
seems to have attained a position of stable equilibrium,
and is not growing. The Permanent Settlement makes
it impossible to obtain an expanding revenue from the
taxation of land, and other sources of revenue do not
possess any capacity for growth. The Province as is
well known, is the richest Province in the country in respect
of mineral resources ; but the public right over them has
already been alienated by the declaration of Lord
Cranbrook, the then Secretary of State for India, in 1880,
that, evenif the legal right to minerals in permanently
settled estates could be established, it would not be desir-
able to enforce it. The Province has, by this ill-advised
decision, been reduced to a position of utter helplessness,
and a right which could have been used to increase its
fiscal resources has thereby been given away on account
of an undue regard for vested interests. The position, to
repeat once more, is almost desperate. The Finance Mem-
ber of Bihar and Orissa in his last Budget speech spoke of
¢ the bleak poverty’ of the Province, and the imperative
necessity of securing ¢ better terms and much better
terms ’ under the new financial settlement. That Bihar
and Orissa has not been fairly treated in the past cannot
admit of any doubt; and that it is, on that account,
entitled to special consideration, must also receive general
assent if we take a really national view of the question. But
it can vindicate its right to get ¢ much better terms’ only
by its willingness to cultivate the qualities of self-help
and self-reliance to a much larger extent. This is, how-
ever, a line of argument which will have to be developed
at some length in a later chapter. It is not necessary te
anticipate it here. This brief review of the financial
position of Bihar and Orissa during this period shows that,
in spite of the balanced budgets and the growth of
revenue and expenditure under some principal heads, the
Province is still in an undeveloped condition, and special
,efforts will have to be made to accelerate the pace of its
progress in all spheres of administration.
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Punjab

The Province, which comes next in size of population,
is the Punjab. Under the Meston Settlement, it has
enjoyed a period of financial prosperity ; and its revenues
have, as anticipated by the Meston Committee, moved
upwards with marked ease. Its revenue and expenditure
have risen from Rs..7-1 crores and Rs. 8 81 crores,
respectively, in 1921-22 to Rs. 12:73 crores and Rs. 12:77
crores in 1928-29.1 It passed through a period of revenue
deficits in the first two years after the introduction of the
Reforms ; but since 1923-24 the upward tendency of its
revenues has asserted itself, and its revenue surpluses
from 1923-24 to 1925-26 amounted to over Rs. 45
crores. There has been an increase inits expenditure 2 on
all heads except police, on which there has been a slight
decrease. The increase on general administration from
1921-22 to 1927-28 amounts to Rs. 13:32 lacs, on law and
justice to Rs. 11-83 lacs, on education to Rs. 6697 lacs,
on medical services to Rs. 25'65 lacs, and on other
beneficent departments to Rs. 25-14 lacs. This pace
has been kept up since then; and from the details
given by the Finance Member of the Province
in his Budget speech of 1929, it appears that the
allotment on education has increased since 1926-27
by 21 per cent, on medical services by 33% per cent,
on public health by 19 per cent, on agriculture by
34 per cent and on industries by more than 50 per cent.
This is a remarkable expansion of expenditure, and
has been accompanied by an all-round progress of
the Province. It has also been in a position to provide
large funds for capital expenditure out of its revenue.
In 1927-28 and 1928-29 the capital expenditure, financed
from revenue, amounted to about Rs. 2:60 crores. It has
also made a beginning in building up a Revenue
Reserve Fund, and large sums have been credited to it
to provide a stand-by for the lean years. Its relative
position in the scale of expenditure has been considerably
improved during this period, and it compares favourably

! Table XXV. 2 Table XXXII,
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with all the Provinces except Bombay and Burma. The
Punjab cannot possibly have any grievance against the
present financial settlement in view of this general
improvement in its position.

There has been an increase of receipts from all the main
sources of revenue.! Land revenue, including the receipts
from irrigation credited to this head, has risen from
Rs. 379 crores in 1921-22 to Rs. 49 crores in 1927-28,
and irrigation receipts proper from Rs. 1:74 crores to
Rs. 2:57 crores during the same period. That means
that land revenue and irrigation, taken together, account
for an increase of over Rs. 2 crores. Revenue from
stamps has risen from Rs. 81 lacs to Rs. 1-14 crores,
and has thereby contributed Rs. 33 lacs to the
growth of the Provincial revenue. In 1927-28 there was
a temporary set-back in the receipts from excise, but
there was steady increase in the excise revenue
from 1921-22 to 1926-27, and the receipts rose from
Rs. 1408 crores to Rs. 1:24 crores. The Province has
also been realizing very large amounts by the sale of
land, and the total amount credited to this head till
1926-27 amounted to Rs. 549 crores. The remission of
the Provincial contribution has, of course, increased its
resources, and placed at its disposal an additional spend-
ing power of Rs. 1'75 crores. [n irrigation this Province
has a very valuable asset, which has great fiscal
possibilities. Water-rates do not, according to the
Irrigation officers of this Province, truly represent the
obligation which should be imposed on the classes
benefited by the provision of irrigation facilities made at
the expense of the general tax-payer, and ought to be
considerably raised. The tendency now at work is the
other way ; and already this Province has sacrificed an
annual revenue of Rs. 25 lacs on account of the lowering,
as a result of the pressure of the rural parties in the
Provincial Legislature, of the occupiers’ rates in 1925-26.
But if the standard of civic ethics can be raised to a
higher level, this Province can very well expect to
expand its revenue still further by the revision of

* Table XXXII.
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its water-rates; and with the completion of the Sutlej
Valley project and the hydro-electric scheme, its
non-tax revenue should, in due course, provide still
larger funds for the development of the Province. The
fiscal future of this Province is, therefore, very reassuring
in every respect, and now that it is in a position to
choose between the development of services and the
remission of taxation it can, by making the right choice,
consolidate the position that it has won for itself, and
become one of the most progressive Provinces of India.

Bombay

The equity of the Meston Settlement was questioned
by Bombay before its introduction, and it has since then
been persistently criticized by the Government and the
people of the Province. Bombay had, like other Provin-
ces, a heavy revenue deficit in the first year of the
Reforms; and then, after having balanced budgets for
three years and realizing a total surplus of Rs. 1:20 crores,
it has, since 1925-26, been having recurring deficits, and
the future outlook is distinctly depressing. This unhappy
result, is, in no small measure, due to the misadventures
of this Province in its handling of what is known as the
Bombay Development Scheme, which has proved to
be an exceedingly bad business investment and has
thrown an annual interest charge of Rs. 66-11 lacs
on the Provincial revenues ; and a sum of Rs. 9516 lacs
has had to be provided every year since 1921-22 for the
sinking fund of the loan. The loss, which the Province has
had to suffer, has nothing to do with the financial settle-
ment, though it has hit it hard, and cannot be taken into
account in evaluating the actual results of the Meston
Award. ‘IThere has been practically no increase of
expenditure! on any service except education, the expen-
diture on which shows an increase of about Rs. 33 lacs.
The apparent increase of the expenditure on general
administration is mainly due to the re-classification of
expenditure and not to its growth. There is an actual

 Table XXXIII.
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decrease of expenditure on police, law and justice and even
medical services and public health. In spite of this
arrested progress of expenditure, Bombay still retains its
position of eminence as a spending Province, and its scale
of expenditure in 1927-28! is, as it has been since 1876-77,
far above the Indian average. On education its expen-
diture per 1,000 of population is more than double that of
every other Province except Burma and the Punjab; on
medical services and public health, its expenditure is
higher than that of all other Provinces except Burma ; and
on the other beneficent departments, the only Province
which can claim priority over it is the Punjab. Its expendi-
ture on police, law and justice and general administration,
in spite of the retrenchment of the Reforms period, is
far in excess of that of the other Provinces, the only
exception being Burma, whose expenditure on police and
law and justice is higher than that of Bombay. It is
neither practicable nor desirable to ask Bombay to reduce
its expenditure for the benefit of the other Provinces. It
cannot even be expected to stand still till the other
Provinces come up to its level. But the fact that it is in
advance of the other Provinces is an important considera-
tion in itself; and their needs must naturaliy have
precedence over its needs when there is a question of
providing for Provincial development at the expense of the
Central revenues. Bombay has, in the new financial settle-’
ment, to be placed in possession of funds to meet its grow-
ing expenditure. That, however, cannot be done by an
arrangement which involves a sacrifice of the income of
the Central Government, when the less fortunate Provin-
ces like Bihar and Orissa and Bengal, are in such financial
straits. In 1919 the Meston Committee expressed an
opinion that Bombay could without inconvenience forgo
the greater part of its new resources, and help the other
Provinces out of its balances. Its balances have been
reduced to a very low figure, having fallen from Rs. 306
lacs in the beginning of 1921-22 to Rs. 7 lacs at the end
of 1928-29, and its new resources have not been sufficient
even to meet its own expenditure. Now Bombay has to

1 Table XXVII.
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find new resources for itself ; and its high scale of expen-
diture carries with it an obligation to rely to a greater
extent than other Provinces upon its own efforts for
enlarging its resources.

The revenues of Bombay, in the opinion of the Meston
Committee, had a pace of expansion distinctly higher
than in any other Province. They based their view on the
fact that from 1912-13 to 1919-20 the revenue from excise
had grown in Bombay by 10257 per cent, from stamps
by 119-13 per cent, from land revenue and other sources by
32 per cent, and from all Provincial heads taken together
by 52 per cent. This pace of expansion has, however, not
been maintained during this period.! It would appear that
from 1921-22 to 1927-28, the Provincial receipts from land
revenue have decreased by Rs. 73 lacs ; and from stamps
and excise they have increased by Rs. 22 lacs and Rs. 67
lacs respectively. From the scheduled taxes Bombay is
getting about Rs. 23 lacs a year, which is an addition to its
resources ; and Bombay has, of course, gained Rs. 56
lacs by the remission of contributions. This means that
Provincial revenues in Bombay have gone up by about
Rs. 1:58 crores, of which the growth of its tax-revenue
accounts for only about Rs. 92 lacs. These are the
principal sources of revenue, and they have not shown
the same buoyancy after 1921-22 as they did before that
year ; and it is not likely that their receipts will grow
rapidly in future. ILand revenue, excise, and stamps
yield more than 95 per cent of the total tax-revenue of
Bombay, and as the incidence of these taxes per head of
population is, leaving aside Burma, the highest in India,
they cannot be expected to provide much margin for deve-
lopment. The situation is certainly, therefore, disquieting
in Bombay. Its scale of expenditure is high, but it has
been practically stationary in recent years. Its resources
are also large, but they too have not been growing of
late, and there is no reason to believe that they will
pick up their rate of growth in the immediate future.
With inexpansive resources and expanding expenditure,
the Province cannot help feeling that its financial condi-

1. Table XXXIIIL.
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tion is acute; and the prospect of stagnation even at a
high level of development is sure to cause a serious
revulsion of sentiment. The insistence of Bombay that
nothing. short of a thorough revision of the Meston
Settlernent will meet the requirements of the case is,
therefore, easily intelligible, and, viewed in the light of
these facts, entitled to a sympathetic consideration.

Central Provinces

In the first year after the introduction of the Reforms
the accounts of the Central Provinces showed a deficit,
which was met out of its balances. In the following four
years the Government secured an equilibrium of revenue
and expenditure by imposing additional taxation and
reducing expenditure. But the two Taxation Acts, passed
by the first Council, expired on the 31st March 1926; and in
1926-27 the Province had again a revenue deficit of Rs. 67
lacs. With the remission of the Provincial contribution of
Rs. 22 lacs, the position has again improved, though the
margin between revenue and expenditure is very narrow,
and any mishap is likely to upset the equilibrium.
Revenue and expenditure have increased from Rs. 4:72
crores and Rs. 495 crores, respectively, in 1921-22 to
Rs. 5:54 crores and Rs. 568 crores in 1928-29.! The
expenditure on general administration has increased
by Rs. 17 lacs from 1921-22 to 1927-28,% on law and jus-
tice by Rs. 1 lac, on police by Rs. 3 lacs, on education by
Rs. 10 lacs, on medical services by Rs. 2 lacs and on other
beneficent departments by Rs. 5 lacs. The scale of
expenditure? in the Province is low, though it compares
favourably with that of Bihar and Orissa and the United
Provinces. The Central Provinces has also to be
considered a backward Province ; and the need of sup-
plementing its resources in order to provide funds for
development thust receive due attention in the general
re-adjustments of the future.

Excise has been the most elastic source of revenue in
the Central Provinces during this period, and its yield

1 Table XXV. 2 Table XXXIV. 3 Table XXVIL.
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has increased from Rs. 1:05 crores in 1921-22 to Rs. 1°47
crores in 1927-28 ; and according to the statement of the
Finance Member of the Province, made by him in his last
Budget speech, a normal annual increment of Rs. 8 or 9
lacs in the Provincial revenues from this source may be
expected. Income from land revenue has been actually
decreasing from 1921-22 to 1927-28; and its yield was
Rs. 2:50 crores in the latter year, as compared with
Rs. 2:65 crores in the former. Revenue from forests
has increased by Rs. 8 lacs and from stamps by Rs. 12
lacs ; but irrigation revenue is a minus quantity in the
finances of this Province. The bulk of its revenue is
derived from land revenue and excise ; and as the former
is slow to expand, excise is the only source of revenue
which is capable of some expansion. If it is considered
wrong to depend upon this ¢ tainted money ’ for carrying
on and developing the administration of the Province,
it must find new sources of revenue to keep pace with its
expanding expenditure. What those new sources should
be is the problem of the Central Provinces, as it is of the
other Provinces and of the country as a whole.

Burma

The financial position of Burma is very peculiar. With
a population slightly less than that of the Central
Provinces, it stands first in point of area. Its total
revenue and expenditure in proportion to its population
are the highest in India, and its expenditure on different
services, with one or two exceptions, is higher even than
that of Bombay, and still it is contended on its behalf
that Burma is far behind India proper in what its
Government does for its people. The total revenue and
expenditure have risen from Rs. 9:18 crores and Rs. 9:0%
crores, respectively, in 1921-221 to Rs. 10:73 crores and
Rs. 11:78 crores in 1928-29. The Province has had
deficits for seven years in succession since 1922-23,
which have been met out of the huge opening balance of

1 Table XXV.
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Rs. 5:72 crores. It has been spending very large amounts
on buildings and communications, which have had to be
constructed on account of the vastness of its area and its
undeveloped condition. It has had at its disposal
very large receipts realized before the Reforms from the
system of rice control, which it has utilized subsequently
for capital expenditure. The opening balance to the
credit of this account amounted to Rs. 897 crores, which
was drawn upon from 1923-24 to 1926-27 to the extent
of over 6 crores till the end of 1926-27., This made it
possible for the Government of Burma to do without
borrowing till 1927-28 in spite of its heavy non-recurring
capital expenditure. The expenditure on general adminis-
tration increased from 1921-22 to 1927-28 by Rs. 24
lacs, on law and justice by Rs, 32 lacs, on police by Rs. 2
lacs, on education by Rs. 53 lacs, on medical services
and public health by Rs. 30 lacs, and on the other bene-
ficent departments by Rs. 10 lacs.! The recurring deficits,
it is clear, are not due to the deficiency of revenues, but
are an index of the enterprise of the Provincial Govern-
ment in developing its administration. The case of
Burma is not on all fours with that of tiie other Proviances
on account of the fact that, racially and geographically,
it is not a part of India proper, and the conditions here
cannot be compared with those prevailing in other parts
of the country. The demand for separation from India
has, of late, been growing more and more insistent, and
it is not easy to refute the arguments by which it is
supported. Even if the new constitution does not satisfy
this demand, the fact that the union of Burma and India
is to be continued merely as a matter of expediency or
administrative convenience will necessitate a special
treatment of the whole question of financial re-adjust-
ment between them. The Accountant-General and the
Auditor-General have, for some years past, been taking
a pessimistic view of Burma’s finances; but if it does
not embark upon very ambitious projects of expenditure,
its financial position need not be viewed with any
misgivings.

1 Table XXXV,
121



The Essentials of Federal Finance

Land revenue receipts in 1927-28 were practically the
same as those in 1921-22,* the difference of 5 lacs being
due to ordinary contingent variations. Income f{rom
excise and stamps has gone up from 1921-22 to 1927-28
by about Rs. 24 and 20 lacs respectively. The increase
of income from forests is not large ; but if we take into
account also the decrease of expenditure, the net
increase amounts to about Rs. 21 lacs. Burma has also
gained by the operation of Devolution Rule 15,2 but that
is due to a circumstance which is purely fortuitous. Under
this rule, the year 1920-21 is adopted as the basic year for
the calculation of the Provincial share of income-tax
receipts, and as till very recently there did not exist any
properly organized machinery for the assessment of
income-tax outside Rangoon City, the extension of the
activities of the income-tax department has led to an
increase of assessed income and therefore to a pro-
portionate increase of the assignments to Burma under
this rule. In 1927-28 Burma’s assignment was Rs. 15-00
lacs, as compared with Rs. 385 lacs in 1921-22. The
remission of the Provincial contribution has increased
Burma’s resources by Rs. 64 lacs. In forests this
Province has a valuable public estate which can be further
developed. Itis already getting more from this source
than any three other Provinces put together, and with
proper management it should be able to get much more.
More than 67 per cent of its vast area is under forests,
and though a very large part of it consists of inaccessible
and undeveloped hill tracts, it cannot be assumed that
the point of maximum revenue has been reached.®
Burma’s complaint is that the Central Government is
taking from it an unduly large share of its total revenues.
With a population not more than one-twentieth of that
of British India, it is contributing not less than one-tenth
of the receipts of the Central Government, and as there
can be no question of the locale and incidence of revenue

* Table XXXV. 2 Table XXXVII. .

3 The net receipts from forests in Burma have already increased
from Rs. 53'64 lacs in 1899-1900 to Rs. 1-46 crores in 1926-27, and it
s;hould be possible to count upon their further expansion in the
uture,
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collected in Burma being different, it is possible to argue
that it has to pay very heavily for union with a country
+with which it has otherwise so very little in common. It
is extremely difficult to allocate to Burma and the other
Provinces their share of the Central expenditure ; but as
Burma is an organic unit in itself, and the separation from
India will cause it no wrench, it is not likely to attach to
the needs of the Central Government their due weight
and importance. The need for special treatment empha-
sized in the preceding paragraph is re-inforced by these
considerations. The problem of federal finance in relation
to Burma has a special aspect of its own. There is no
strong desire for unity on either side; and it is not easy
to devise an arrangement which will be accepted as
equitable by the less willing partner. The position
obviously needs careful handling.

Assam

Assam passed through two years of revenue deficits
after the introduction of the Reforms, but since 1923-24
it has been having balanced budgets and realizing small
surpluses. Its revenue has increased from Rs. 1:82 crores
in 1921-22 to Rs. 2:78 crores in 1928-29, and its expendi-
ture from Rs. 2:05 crores to 2:82 crores.! The expendi-
ture on general administration has increased from 1921-22
to 1927-28 by Rs. 3 lacs, on law and justice by Rs. 2 lacs,
on police by 1 lac, on education by Rs. 5 lacs, on
medical services by Rs. 8 lacs and on other beneficent
departments by Rs. 2 lacs.,? Its scale of expenditure is
one of the lowest in India, being only a little higher
than that of Bihar and Orissa.

There has been an increase of receipts from 1921-22 to
1927-28 from all sources of revenue. The increase of
income from land revenue amounts to Rs. 17 lacs and from
excise to Rs. 11 lacs. A very large proportion of its area,
like that of Burma, is under forests; and it can be develop-
ed and made a source of growing revenues for the Provin-
cial exchequer. The working of the Devolution Rulel5has

1 Table XXV. ? Table XXXVI.
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also specially favoured Assam, and its assignment under
this rule has increased from Rs. 0:02 lacs in 1921-22 to
600 in 1927-28.1 This is due againto an accidental circum-
stance, and has not been accompanied by any marked
expansion of assessable income. The income of tea
companies in Assam forms the major portion of the
assessed income in this Province ; and as these companies
were assessed to income-tax after 1920-21, it has been
receiving large assignments under the rule. The revenues
of Assam, in spite of an increase of 41:1] per cent
since 1921-22, are inadequate for its needs, and it requires
much larger resources to attain a higher level of deve-
lopment. It has to be helped to come into line with the
more advanced Provinces.

The Meston Settlement may now be reviewed as a
whole. It has very few friends. Sir Basil Blackett has
defended it against its adversaries on a number of occa-
sions, and expressed the view that what is required is
the amendment of the Meston Settlement, rather than a
fresh deal. But this view is not shared by the Finance
Members of the various Provinces, and they have de-
clared themselves in favour of its revision and the
redistribution of revenues. There 1is, as already
stated, in the Provinces, a unanimity of opinion among
-officials and non-officials on this point, which is as
significant as it israre; and they are vying with each
other in expressing their strong disapproval of the exist-
ing financial arrangements. The Finance Member of
Bengal concluded his Budget speech of 1929 by referring
to the manner in which the Government had put the case
of Bengal before the Statutory Commission, and said:
* We presented a united front, and feel convinced that
we impressed the members of the Commission that we
have a strong case. We can only wait for the result of
their deliberations and hope for the best.’” This policy
of presenting ‘a united front’ has also been followed by
the other Provinces, and the Commission must have been
impressed not only by the fact that some Provinces had
a strong case for revision, but also that they were all

1 Table XXXVII.
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dominated by purely Provincial considerations, and were
apt in their zeal to make out a good case for themselves,
to emphasize their rights more than their duties. Each
Province has, of course, to speak for itself, and knows
best the hardships which it has had to suffer under the
present financial settlement; but the problem of federal
finance cannot be solved without taking an all-India
view of the matter, while at the same time the case
of each Province is important, inasmuch as equity to
all must be an essential feature of its solution.

Now let us see what is wrong with the Meston Settie-
ment. The grievance that the Provincial contributions
to the Central Government, fixed by the Meston Com-
mittee, were not equitable as between the different
Provinces need not be considered. The abolition of
the contributions being a settled fact, the grievance
has now only a historical interest ; and its only bearing
on the present problem is that its redress has, in some
cases, increased the inequalities in the allocation of
resources. As that aspect of the question has already
received sufficient attention, and is still to receive much
more, it can be overlooked here. The contributions
are a matter of the past now, and the other defects of
the Settlement are of much greater practical importance.

There is another defect of the Settlement, which, in
spite of the prominence which has been given to it by
Bombay, is really a’ minor defect, and may be soon dis-
posed of. The authors of the Reforms and the Meston
Committee were, as will be easily remembered, against
the provincialization of income-tax, and their view was
strongly endorsed by the Joint Select Committee. But
the latter assigned to the Provinces a share of the increase
in the receipts of income-tax, due to the increase of the
assessable income, to alleviate the disappointment of
Bombay and Bengal. The actual results of the operation
of Devolution Rule 15, in which this recommendation
was inserted, show that, judged from the point of view
of the Provinces, and especially of Bombay and Bengal,
it has been a failure.! The only two Provinces which have

1 Table XXXVII.
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received comparatively large amounts as their assign-
ments under this rule are Burma and Assam ; but that, as
already stated, is due to their good luck on account of the
changes of the income-tax law, and is not in accordance
with the general intention of the rule. The failure of the
rule is due to the adoption of the year 1920-21 as the
basic year, and its results would have been different if a
different datum line had been taken. The Government
of Bombay have, as a matter of fact, advocated a change
in the datum line for the calculation of the Provincial
share of income-tax receipts. The defect is there;
but since the assignment of a share of the revenue from
this source was never regarded as an integral part
of the Meston Settlement, it is not necessary to dwell
upon it at greater length. Its failure has been a source
of disappointment to the industrial and commercial
Provinces, but that cannot be urged as a reason for
condemning the settlement itself.

This brings us to the three most important defects of
the Meston Settlement. They have already been
referred to again and again in the course of the argu-
ments of this and the preceding chapter, but now have
to be stated specifically. One defect, with regard to the .
existence of which there can be no difference of opinion,
is that the revenues of the Provinces, with one or two
.exceptions, are utterly lacking in buoyancy. Itis general-
ly admitted that the functions assigned to the Provinces
under the present constitution, and those with which
they are likely to be charged under the new constitution,
require that their resources should be capable of consid-
erable expansion in order to keep pace with their
growing expenditure. The real trouble now is that,
while the pressure of demand for increased expenditure
falls on them, the most elastic and expanding sources
.of revenue are reserved to the Central Government.
Financially the Central Government has done well since
the introduction of the Reforms. They have remitted
the Provincial contributions of Rs. 9-83 crores, the cotton
-excise duty, reduced the salt-tax and the export duty on
hides and tea and the import duty on cars (the total loss
of revenue by the remission and reduction of taxation
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amounting to about Rs. 6 crores), reduced railway rates and
fares, built up the Railway Depreciation and Reserve
Funds, reduced the unproductive debt by Rs. 72 crores,
financed heavy capital expenditure without having recourse
to loans in several years, and made a liberal provision for
the redemption of debt, both productive and unproductive.
These are remarkable achievements, but they have been
made possible more by the reduction of expenditure and
better financial administration than by the growth of
revenue. There has been increase of Rs. 9 crores in the
receipts from customs, but the other important sources
of revenue, viz. the income-tax and the salt-tax, have
not shown any marked capacity for expansion. The salt
revenue cannot grow rapidly without an enhancement of
the rate; and the income-tax receipts have not been
increasing on account of the trade depression, though
they are now showing some signs of an upward movement.
Since 1921-22 Provincial revenues as a whole increased
more rapidly than Central revenues, and there has been
considerable growth of Provincial expenditure. But the
outlook for the Provinces is gloomy when we look ahead,
and take a forecast of their resources and requirements.
They have to face the prospect of being called upon to
meet the demands for increasing expenditure, which
cannot possibly be met without the re-allocation of
resources. Their principal heads of revenue are all
inelastic. In the permanently settled areas the yield of
land revenue has been and will remain almost fixed.
The conditions in other Provinces are rapidly approxi-
mating to what we may call a state of quasi-permanent
settlement. We have believed so long in the Permanent
Settlement as the specific for our agricultural ills, that
even though our enthusiasm for it has recently been on the
wane, the habit of mind generated by long association of
ideas still persists and is efficacious enough to become
the cause of the increasing rigidity of what is and has to
be the mainstay of Provincial finance.

It is extremely short-sighted to allow ourselves to
move in the rut which we have made for ourselves. We
yshall thereby stereotype the anomalies and contradictions
of our existing system of land taxation, and make the
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task of the fiscal reformers even more difficult in the
future than it is to-day. The tendency which is at work
is to be deplored, but one cannot expect that it will be
revised without inviting the charge of being absolutely
out of touch with the facts of the case. There is, there-
fore, no prospect of any change in this respect, and
land revenue is and will remain an inelastic source of
revenue. From 1921-22 income from excise duties has
increased by about Rs. 2 crores ; but though it may be
possible to raise a larger revenue in those Provinces where
the incidence of excise duties is low, their income on
the whole is not likely to grow owing to the fact that
excise rates have already been raised to a high level, and
violation of the excise law has consequently increased.
Prohibition will remain a distant ideal for years to come ;
and as the practical difficulties of enforcing it are more
clearly appreciated, the people will learn to take a more
matter-of-fact view of the question. But even so excise
revenue is likely to decrease rather than increase, and
restrictive measures will be applied with greater rigour.
Excise is, therefore, to be looked upon as a liability and
not an asset of our fiscal system, and it will give to the
latter an inverted elasticity which will make the necessity
of finding compensating factors more imperative than
ever. Provincial revenue from stamps has increased by
about Rs. 25 crores, but that is mainly due to the
revision of fees, judicial and non-judicial, and it is not
possible to enhance them much further. Stamps revenue
has been stationary since 1924-25, and its growth in the
{uture will not import into Provincial revenues the elasti-
city which they need so urgently. Irrigation and forests
will yield growing revenues in some Provinces; but
receipts from these sources can grow only if large outlay
is incurred for capital expenditure, and even then it will
take some time before its full benefits can be realized.
The factors which led to the increase of Provincial
revenues after 1421-22 seem to have spent their force in
1925-26, for Provincial revenues have not increased since
that year. The present allocation of resources between
the Central and Provincial Governments is open to
serious criticism on the ground that the actual and
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potential sources of revenue allotted to the latter are
inelastic and their receipts will be quite inadequate for
their requirements. Revenue from customs and income-
tax will expand with the recovery of trade, internal and
external, and the expenditure of the Central Government
will and should decrease unless there is another war and
the conditions are abnormal. The Central Government
will thus have a surplus which ought to be available for the
development of the country. The Provinces, on the other
hand, will need funds which they will not be able to get
from their existing resources, and it is only a matter of
putting two and two together to conclude that the
Central Government ought to give and the Provincial
Governments ought to receive the funds which are now
at the disposal of the former. That in itself, however,
will not do; and the necessity of imposing additional
taxation cannot thereby be obviated, for the amount of
money which the country needs for development is
almost unlimited. But we have to make the most of our
resources, and it is necessary that the Provinces should
get some relief at the expense of the Central Government.
The modus operandi of this transfer will have to be
devised, and carefully considered. But what is to be
done is clear, and the rest is a matter of detail.

Another defect of the Meston Settlement is that it leaves
the Provinces with very unequal resources, and thus
continues the disparity in their financial strength which
has existed since 1871-72. The inequalities are due to
historical factors : but as the past cannot be wiped out
at once, they have to be taken into account. The authors
of the Reforms and the Meston Report knew that they
were there, but expected that they would be smoothed out
by the extinction of Provincial contributions and the
growth of Provincial revenues. But thathas not happened,
and the disparity of revenue and expenditure is now even
more striking than it was after the introduction of the
Reforms. It was in 1897 that Mr. Gokhale pointed out
the existence of these inequalities, and said that it was
high time that they should be rectified. But nothing was
done then, and nothing has been done since to remove
them. The advice, which was not taken thirty-three
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years ago, has now to be acted upon. It will not do to
say that, if Provincial autonomy is to come and to be a
reality, the Provinces must face the task of raising their
own taxation. This consideration is important, and has
determined the allocation of resources under the
Reforms. But the inequalities are so glaring, and have
stch serious reactions on our whole political life, that it
is not possible to proceed on the assumption that each
Province must now cut its coat according to iis cloth.
The Government of India cannot disown responsibility
for their existence. In the successive settlements till
1920-21, which were, as has been stated so often, based
on needs, the Government of India either ignored or
denied their existence, and allowed the factors, which
aggravated them, to have free play. In 1921-22 they
made an entirely new departure, and changed the basis
of the financial seftlement from needs to revenue with a
view to ensure the fiscal independence of the Provinces,
and relied upon their undemonstrated faith in the future
for the rectification of inequalities. This was, to say the
least, extremely unfair. For over fifty years the Gov-
ernment of India blundered on in the distribution of
revenues which, as was pointed out again and again,
formed one consolidated fund, and were to be applied to
the purposes of the Government of India as a whole ; and
in 1920, finding that they had created a tangled problem
for themselves, they sought to solve it by laying down
the maxim of the fiscal independence of the Provinces,
and leaving them to their own devices.!

1 Itis not quite correct to say that the Government of India
escaped from the consequences of their policy by cutting the knot
when they could not untie it. The doctrine of the ¢ clean cut’
was first propounded in the Joint Report, and received the approval
of the Joint Committee and Parliament. But the Government of
India also endorsed it, and did not point out the need of making
a trangition from the old system to the new gradually, and with
due regard to the disparity in the financial strength of the Pro-
vinces, except in the matter of the Provincial contributions. They,
however, had never shown special solicitude for the welfare of the
Provinces, which needed special assistance; and it was not sur-
grising that they did not stand by them at the time of the new

cancial settlement. They had been always for letting sleeping
dogs lie, and they did not depart from their old policy in 1920,
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Provincial autonomy is and must remain the sine gua
non of all political progress in India. Such independ-
ence as the Provinces have already achieved has to be
conserved, and a larger measure of independence secured
for them under the new constitution. But the Govern-
ment of India cannot ignore the irreducible and stubborn
facts, and assume that each Province can now rise to the
level of others by self-help and enterprise, when all the
realities point to the necessity of a well-considered and
concerted action for the removal of these inequalities.
Here again the problem is difficult, and has to be
carefully thought out. Provincial autonomy is the
foundation on which our whole political system is to rest.
Nothing must be done to impair or weaken it, though the
needs of co-ordination and national integrity are also
paramount and have to be provided for. Financial
autonomy is essential for political autonomy, and has to
be duly ensured. The task of levelling up has to be under-
taken without undermining the position of the Provinces
as self-governing units of the national Commonwealth.
The misgivings of those who are keenly alive to the
dangers of retarding the political progress of the
country by making the Central Government again a
predominant partner in its financial business are based
on past experience, and have to be allayed. The
problem is how the re-adjustments necessary for
rectifying inequalities can be made without making the
Central Government supreme in the administration of
Provincial finances. Inequalities, due to the mistakes
of the past, must be taken as a liability which has
to be liquidated and made a charge on the national
revenues; and this has to be done without placing the
Provinces under the financial tutelage of the Government
of India. The problem, to repeat ourselves once more,
is difficult, but has to be faced. It cannot solve itself.
The flux of time, to which so much is left, has already
made it acute. It cannot be shelved any longer.

Both these defects have arisen out of the third, which
is still more fundamental. The doctrine of the ¢clean
cut’, which has been the most important limiting factor
in the whole settlement, was first laid down in the Joint
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Report, but has since then been so generally endorsed
that it has become an article of faith with all who stand by
the present constitution and its premises. This doctrine, as
understood and applied in India, is a false doctrine, and
must be discarded. In the allocation of resources, as point-
ed out already, the decisive factor was administrative con-
venience. Each Government was assigned the sources
which it could administer efficiently and independently,
and was to appropriate the yield of those sources for its
own purposes. It was assumed that the sources so
assigned would provide adequate revenues for the needs
of the Governments concerned and satisfy the considera-
tions of equity. It is not at all surprising that this
anticipation has not come true, as there is nothing in the
nature of things to ensure that the income of taxes, which
each political authority can or ought to undertake to
administer, will be adequate and no more than adequate
for its requirements. On account of the broadening basis
of the assessment and administration of taxes, it is
becoming increasingly desirable to put the Central
Government in charge of a number of direct and indirect
taxes; and it is, of course, out of the question to reserve
their entire income for the discharge of the functions for
which the Central Government is made responsible.
It is not at all possible to ensure a correspondence be-
tween the considerations of adequacy and administrative
convenience. It is because in the Meston Settlement
this obvious fact was lost sight of that the Provinces were
left with inelastic sources of revenue, and the disparity
in their financial strength was so completely overlooked.
It is important that the administrative responsibility of
the several taxes should rest on the Government which
is in a position to discharge it well ; but it does not follow
that it should use the proceeds of those taxes exclu-
sively for its own needs, or depend upon them only
for carrying on its administration. Dr. Albert Hensel
distinguishes between what he calls ¢ object sovereignty’
and ‘ produce sovereignty’ of taxes. By the former he
means the exclusive right to impose a tax, and by the
latter a similar right to utilize its income. The doctrine
of the ‘clean cut’ takes it for granted that both these
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rights should be vested in the same authority, but their
combination is neither necessary nor practicable. It is
at variance with the facts of economic life, and disregards
the vital needs of the body politic. In the new financial
settlement it is necessary to shake off the obsession of
¢ securing a genuine and complete separation of resources’.
Such a separation, as will be clear from the contents of
the next chapter, does not exist anywhere in the world, and
it is not possible to devise a settlement suited to our own
special needs if we are to be bound by this doctrine of
segregation of resources.
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CHAPTER V

The Financial Settlements in Federal States

This book, as stated in Chapter I, has been written on
the assumption that the Indian constitution in its func-
tional aspect is to be federal in its essential character,
The process in India, it is true, is the reverse of what
has taken place in other federal states, but that will not
make any difference so far as the actual working of our
political system is concerned except that it will be
possible to implement therein the essential principles of
federal finance more systematically on account of the
absence of inherent political rights in the Provinces.
Decentralization, as already remarked, is a measure of
federation, and carried far enough will give us a constitu-
tion essentially similar to the constitutions of other
federal states. A study of the financial systems of the
federal countries of the world cannot therefore but be of
great interest for the solution of the problem of financial
re-adjustments between the Central and Provincial
Governments in India.

In ‘almost all federal states the question of fiscal
relations between the federal governments and their
constituent states has of late assumed very great impor-
tance owing to a radical change in the basis of their entire
economic life and to a lack of adjustment between the
needs and resources of these federations and their com-
ponent parts. A great deal of attention is being given to
it in the United States of America, Switzerland, Germany
and the self-governing dominions of the British Empire ;
and it is being felt necessary to adopt measures for the
harmonization of taxation and for better adjustment
between the expenditure and revenue of the different
political authorities. The question having come to the
fore on account of the increasing integration of economic
life and the enlargement of the functions of governments,
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it is not easy to find expedients which, while reconciling
the conflicting claims of administrative efficiency and
adequacy of revenues, will fit in with the facts of political
and economic life. The defects of the old systems of
federal taxation enable us to understand the difficulties of
introducing the necessary improvements, and it will take
time before the fiscal inter-relations of these authorities
are stabilized. The problem in India has special features
of its own ; but, in the words of Sir Basil Blackett, ¢ there
is much to be learnt from the failures and the successes
in the direction of federal finance of existing federal
governments,'! and it is worth while to know and
understand the position in other countries in order to
make whatever use we can of the lessons of their
experience. Limitations of space make it necessary to
deal with this aspect of the subject very briefly, but still
it should be possible to get some idea of the salient
features of the systems of federal finance in other
countries.

United States

The United States of America is the oldest federal
state, its constitution has served as a model for other
countries, and the spirit of its constitution has exercised a
great influence over the development of all federal consti-
tutions. The distinctive characteristic of the American
constitution is, as is well known, its rigidity. The con-
stitution of 1789 is stillin operation. Its practical working
has undergone a change on account of the development of
a well-organized party-system, enunciation of the doctrine
of ‘implied powers’, and the immense influence acquired
by High Finance, which has suggested to Bertrand
Russell the Aristotelean conception of ¢the unmoved
mover’, of the ruler at rest in the centre while all else
revolves round him at varying rates. But there have
been very few formal changes in the framework of the
constitution and of them only one is of significance from
the standpoint of federal finance. As the problem of the

* Speech in the Legislative Assembly, 18 September 1924.
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relation of federal and state finance hardly existed in
Hamilton’s time, on account of the fiscal needs of the
States being practically non-existent, at the outset ¢ the
Federal Government was not’, to quote Seligman,
¢ seriously embarrassed in the choice of revenue by any
consideration affecting state finance.” In spite of the fact
that the functions assigned to the Federal Government
were few and limited, the only restriction imposed upon
its financial power was that the direct taxes levied by
it had to be apportioned according to the population
of the States ; and as now even that restriction has been
removed, the range of financial powers of the Union
is virtually unlimited. The Federal Government can
levy any tax, direct or indirect, and determine its princi-
ples and rates according to its own lights and require-
ments. In the meanwhile, the fiscal situation of the
States has entirely changed, and since the American
Civil War they also have felt the impact of the forces
which have everywhere necessitated the extension of
governmental functions and therefore the expansion of
expenditure. And as they too are not precluded from
imposing any taxes whatsoever except import and export
duties (the imposition of the latter was also forbidden
to the Federal Government), their fiscal powers are very
wide, and they have in practice used them to raise their
revenues by taxation, the variety of which is as great as
its magnitude. The result is, of course, anarchy in the
domain of public finance. There is no system of federal
finance in America, the unity and co-ordination necessary
for creating one being conspicuous by their absence.
In the political sphere the United States of America
stands for an ideal which bas no future. This great re-
public is itself trying to circumvent its limitations by all
kinds of makeshift devices, though not with unqualified
success in all cases. In matters relating to finance,
the United States of America serves more as a warning
than an example. Its financial administration, in spite of
recent improvements, is easily the worst we can find ;
the fiscal inter-relations of the States among themselves
and between the States and the Union are characterized
by a confusion and disharmony which are not known to
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exist in any other federal states. But the wealth of
differences that exists in the United States of America
has made it a laboratory of fiscal experiments ; and the
study of its financial system is, on that account, of very
great interest and importance.

There is, as stated above, no specific allocation of
resources between the Federal Government and the States.
in the U.S.A. except that import and excise duties are
reserved to the former under the provisions of the original
constitution. In theory, the States could levy excises;
but they could not do so in practice since, under the
constitution, the rates of duty must be uniform through-
out the U.S.A. It was also open to the Federal Govern-
ment to levy an income-tax; but if it was held to be a direct
tax, it had to te apportioned in the manner prescribed in
the constitutional provisions relating to federal taxation..
But till the end of the ninteenth century the customs
revenue was the principal source of income for the
Federal Government, and other taxes were regarded as
supplementary to the customs. The receipts of customs
taxation, however, fluctuated within very wide limits, and
the country passed from a period of large and embarras-
sing surpluses to equally large and paralysing deficits in
quick succession ; and as the tariff duties were determined
by political and protective considerations, their fiscal
aspect received very little attention. The violent transi-
tion from surplus to deficit produced the most disturbing
and demoralizing effect on federal finances. But after
1862 a system of excise duties was developed, which by the
end of the nineteenth century became a very productive
source of revenue. The system of excise taxes or internal
revenues, as it is called, was inaugurated by Hamilton
himself in order to forestall the States in the use of these
duties ; but it had to be abandoned in 1802 on account of
its extreme unpopularity. It was again used as an emer-
gency measure in 1812 when war broke out with England,
but was once more abolished in 1817 with the return of
peace and prosperity. The Civil War made it necessary
to make use of every fiscal expedient to increase the
revenues, and excise taxes were imposed again. By 1872
all the war taxes were repealed; but excise duties on

139



The Essentials of Federal Finance

liguors and tobacco were continued, and became a per-
manent feature of the federal fiscal system. The outbreak
of war with Spain in 1898 made it necessary to introduce
a more comprehensive system of excise taxes, and
included what we in India call stamp duties and amuse-
ment taxes. These special war taxes were repealed in
1902, but excise duties remained an important element
of the federal revenue, and their receipts were sufficient
to cover more than 40 per cent of the ordinary expenditure
of the Federal Government from 1896 to 1910. The
Great War increased immensely the fiscal necessities of
the Federal Government, and it had to take recourse to a
number of new excise taxes and to enhance the rate of the
old ones. Some of these taxes have now been repealed
or reduced ; and the development of direct federal taxes
has decreased the relative importance of all indirect taxes,
including both customs and excise, but the excise duties
.even now contribute 17-41 per cent ! of the enormous tax
revenue of the Federal Government. These duties include
a wide variety of taxes, and can be called excises only in
the most comprehensive sense of the word. But the
development which has overshadowed the whole fiscal
system of America is the imposition of federal direct
taxes since 1913. Income-tax and inheritance taxes were
levied during the Civil War, but were then regarded as
indirect taxes. They were, however, repealed in 1872
along with other war taxes ; and the attempt made in 1894
to re-impose the income-tax, after the great commercial
«crisis of 1893, was frustrated by the ruling of the Supreme
Court that it was unconstitutional, and the Act passed in
1894 never came into force. In 1909 was imposed the
Federal Corporation Tax, which was really a tax on
corporate income; but the constitutional difficulty was
avoided by calling it a ¢special excise tax’, and the
Supreme Court upheld it on the plea that it was not a
direct tax, but a tax on the privilege of conducting busi-
ness in a corporate form. In 1913, by what is known as

1 The estimated receipts of these taxes in 1926-27 amounted to .
666 million dollars. — Te League of Nations Memorandum on Public”
Finance, 1922-26 (to be referred to hereafter as L.O.N.M.).
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the Sixteenth Amendment, the apportionment clause of
the constitution was repealed, and thereby the Federal
Government was placed in a position to use a fiscal
engine of great power without which it would have been
considerably handicapped in handling its war finance. It
made full use of it for increasing its resources during and
after the war, and now it is the most important source of
revenue for the Federal Government. The estates duty
was also imposed in 1916, has been developed since then,
and has now a recognized place in the federal tax
system. In 1926-27 the revenue of the Union from
taxation amounted to 86-44 per cent of its total revenue
of which income-tax contributed 40-16 per cent, the
estates duty 2-88 per cent, other direct taxes 2:51 per cent,
customs, once the sheet anchor of federal finance, 14-43
per cent, and excises, as stated above, 17-41 per cent.!
War has in the U.S.A., as in so many other countries,
worked a fiscal revolation, and the situation now is
pregnant with great possibilities. But the important
point which we have to bear in mind is that the Federal
Government in the U.S.A. occupies a position of splendid
isolation in the fiscal sphere; and levying as it does
every kind of tax, it shapes its taxation policy, in its
principles and their application, with superb indifference
to the tax systems and policies of the States. That is in
keeping with the spirit of the constitution of 1789, but
does not answer the needs of to-day, and cannot lead to
the ¢ scientific management ’ of finances, of the principles
of which the U.S.A. is the leading exponent and example
in the realm of industry.

The States in the U.S.A., in the fiscal as in other
spheres, have all the residuary powers, and are independ-
ent of one another and of the Federal Government. The
source, on which they have mainly relied, ever since they
began to feel the pressure of the increasing cost of govern-
ment, is the general property tax. But it has now gone
to pieces on account of the escape of intangible personal
property fromassessment and the competitive under-valua-
tion of real property. There has been some improvement.

1 L.ONM.
141



The Essentials of Federal Finance

in administration on account of the appoinitment of State
‘tax-commissions for the centralization of assessment ;
but the inadequacy of the tax, as the mainstay of the
State finances, is now an established fact. The States
have had, as a matter of necessity, to look for other
sources of revenue, and are now making use of the
.corporation tax, inheritance tax, income-tax, and a number
of other taxes. Itis notpossible to go into details, and it
is sufficient to state that this search for the means of ex-
panding revenues is not over for the States. They still
find that their needs are outpacing their resources. They
have imposed corporation taxes, general and special;
and a number of States have introduced ¢ business’
taxes. The movement towards the imposition of inheri-
tance taxes received an impetus in 1891 ; and now all
the States but two have their own inheritance taxes.
Since 1911 they have also been developing their
income-taxes, and now thirteen States are competing
with the Federal Government in this domain of taxation,
and more are likely to come into the field. They are
also extending their fiscal activities in other directions,
and their privilege, occupation, severance taxes are
-disguised taxes either on incomes or on consumption.
As the exercise of their sovereign rights by the States
does not leave any room for co-ordination, there is no
provision for harmonization of taxation. Difficulties
arising out of the conflict of jurisdiction have in a few
cases been avoided by conventions; but the multiple
taxation of incomes, legacies and corporations is very
common, and a source of great vexation and hardship
to the tax-payers. ¢The possible combinations,” in
the words of Prof. Seligman, ¢ are terrifying in their
complexity,” and it is impossible to say how these
.complications can beremoved. The Federal Govern-
ment and the States have their own orbits of fiscal
activities ; but as these are not parts of a fiscal
cosmos, the results are extremely bewildering for the
tax-payers and the assessors and administrators of taxes.
Dr. Albert Hensel regrets the unwholesome effects of
what he calls the ‘ politicizing of finances in the U.S.A.,
.and attributes the fact of her having been able to steer
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clear of serious disaster till now to her immense
material resources. The mistakes of America may, in the
words of Bryce quoted by Dr. Hensel, be ¢the glorious
privileges of youth, the privileges of committing errors
without suffering from their consequences’, but they
cannot be repeated in any other country with impunity.
The serious defects of the Meston Settlement are all due
to its having been ‘ politicized ’, to its having been made
merely a corollary of political re-adjustments. The
experience of the U.S.A. points to the dangers of
adopting such a course, and is for us a warning against
the repetition of the same mistake in the new con-
stitution.

There is another interesting development in the United
States of America about which it is necessary to say a
few words. Students of American affairs know that
there has been, for some time, a trend towards federal
centralization; and the Federal Government, besides being
important in times of war, is also getting important in
times of peace. This was not contemplated by the fathers
of the American constitution, but as the changes in the
basis of economic life have greatly increased the number
‘and importance of matters which are national in their
scope and character, and with regard to which, of course,
the Federal Government was expected to be supreme, it
has made it necessary for the latter to assume functions
of a very diverse character. It has now its own Bureau of
Corporations, Department of Commerce and Labour, Pure
Food and Drug Act, Inter-State Commerce Act, Federal
Reserve Banking System, Federal Trade Commission,
Federal Farm Loan System, Federal Farm Bureau, and
the process of the extension of its activities is not yet over.
One of the methods, among others, which it has employed
for widening the scope of its activities is the use of federal
grants to the States for specific purposes and with a stipu-
lation in some cases regarding the manner in which the
money is to be spent. The practice is not new, and ever
since the adoption of the constitution, grants of land and
money have been made for internal improvement and
bducational purposes. But of late the grant of these sub-
ventions has imposed on the States certain obligations, the
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most common among them being the State appropriation
of an equal amount for the purpose for which the grant is
made. This plan of ¢ matching dollar for dollar’ has been
very widely used, and hundreds of millions of dollars have
been spent onsuch grants since 1914, The grants have been
used to promote vocational education, maternity and in-
fancy hygiene, industrial rehabilitation, social hygiene and
good roads. The construction of highways is, measured

in terms of the payments made, the most important single

undertaking for which grants have been given. The

policy has been criticized from the standpoint of ¢ States

rights’, but it has been upheld by the courts, and having

been initiated in circumstances whose compelling effect
is overwhelming, it is receiving the approval of en-

lightened public opinion all over the United States.

There is a danger of going too far towards centralization,

but in America the danger is very remote on account of
the wide powers of autonomy enjoyed by the States, and
the restrictions inherent in the constitution. The anarchy,

which prevails in America, calls, as a matter of fact, for
the application of a much more thorough policy of co-ordi-
nation, and a determined action on the part of the Federal

Government to ‘rationalize’ the whole system of fiscal,
administration. That is, however, not practical politics

in the United States at present, and the Federal Govern-

ment has to do the best that it can to promote objects of

general utility by the use of its constitutional and implied
power. In 1926-27, 110 millions of dollars-were appro-

priated for federal grants to States; and out of this

amount 80 millions of dollars were reserved for postal

roads, and there was an additional obligation to fird

116 millions of more for the same purpose.! It is

also interesting to mention that the federal grants are

larger in the case of rural and sparsely populated States,

in view of their limited resources and more pressing

needs, and are not quite as liberal in the case of the

industrial and wealthy States, their distribution being

regulated by the needs of the recipients and not their

revenues.

' L.ONM.
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Latin-American Federal Republics

There are three Latin-American federal republics,
whose financial systems have some points of interest, but
their treatment has necessarily to be brief. Full informa-
tion about their finances is not available; and it is
necessary to economize space in order to deal with
the systems of finance of the more important federal
states at greater length. Some noteworthy features
may, however, be mentioned. Mexico is in a state of
chronic disorder; and its finances cannot, therefore, be
in a sound condition. The reciprocal relations of the
Federal Government and the States are not clearly
defined, and there is a great deal of uncertainty regarding
the delimitation of their respective spheres of compe-
tence. In financial matters the connexion between the
two is close and important. Only the customs duties and
port dues are reserved to the Federal Government, and as
regards other taxes the Union and the States possess
equal and concurrent powers. The receipts of different
sources of revenue are generally shared by them, and there
are otherwise numerous poinis of contact in the financial
sphere between the two. The conditions, however, are not
stable on account of the instability of the administration,
In Argentine also there is, in the financial relations of
the Federal and State Governments, what may be called a
penumbral region ; but the most outstanding characteris-
tic of its finances is the dependence of the States on
federal grants for carrying on their normal administra-
tion. Distribution of these grants is provided for in the
constitution, though the subvention clause is indeter-
minate, and it has been left to the Federal Government
to determine the amounts, the sources and the objects of
these grants. The subventions are substantial, and more
than two-fifths of the expenditure of some States is met
out of federal grants. In Brazil there is almost complete
separation of resources. The division of resources is laid
down in the constitution. The States have their own
independent sources of revenue, and among them the
one which has to be specially mentioned is the export
duties. While import duties are here, as in other
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commonwealths, reserved to the Federal Government, the
States have an exclusive right to levy export duties, and a
number of States derive more than fifty per cent of their
whole revenue from them. Other important sources of
revenue for the States are duties on transfer of property,
taxes on commercial and industrial establishments, vehicle
taxes, etc. The Federal Government imposes direct and
indirect taxes ; but the former are not important, and only
6:08 per cent of its revenue was derived from them in
1926-27.1 In the same year import duties yielded 39:87
per cent, excise duties 2602 per cent and taxes on tran-
sactions 19:20 per cent of the total revenue. The Federal
Government is, in other words, dependent upon indirect
taxes to the extent of 85 per cent of its revenue. It does not
give any grants to the States; but educational and other
institutions, which are not a charge on the federal
revenues, receive handsome grants from the Federal
Government. This brief review of the federal finance of
these States shows that each one of them has followed its
own line of development; and their financial settlements
have not been framed after the same pattern. It would
have been surprising if it had been otherwise ; for each
State has its own needs, and what is more the Latin
temperament is averse to standardization.

Switzerland

In Europe there are four Federal States :—Switzerland,
Germany, Austria and Russia. Of these Switzerland is
the smallest, both in point of area and population (its
population is little more than half of that of Assam, the
smallest Province of India, and its area is even less than
that of Berar); but still a study of its financial system is
of very great interest, because it is, in a sense, the oldest
federation, and has developed on lines which have made
its institutions an object of special interest to the
students of constitutional history and political science,
and ‘the Swiss Federation’, to quote Dicey's words,
¢is the natural outgrowth of Swiss history and bears a
peculiar character of its own that will repay careful

1L.O.N. M.
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study.’! The same statement can be made with regard
to the Swiss financial system. It is intimately connected
with the political institutions of the Swiss Republic, and
is animated by the same spirit., The Swiss constitution
is, as is well known, as flexible as the Americanis rigid ;
and its developments have kept pace with the growing
needs of the political life of the people. The residuary
powers are vested in the Cantons, and they are not by
any means merely administrative districts; but the
Federal Government is not an outside authority in
respect of the functions assigned to them, and is actively
associated with the whole cultural and social life of
the people. It has assumed a number of important
progressive functions; and in spite of the fact that the
execution of policies is in most cases entrusted to
officials under the direct administrative control of the
Cantons, it is in living contact with their political life.
There is a clear demarcation of the fiscal spheres of the
Federation and the Cantons, and they do not encroach
upon each other’s jurisdiction, but there is nothing like
segregation of resources. There is a number of
divided heads of revenue, and the Cantons receive
grants for specific purposes from the Federal Govern-
ments. The financial settlement between the Federation
and the Cantons has, since 1874, the year in which the
present constitution was adopted, been constantly
modified. Re-adjustments have been easy and made
without any delay ; and there is, therefore, no maladjust-
ment between the needs of the Swiss Republic and its
system of federal finance. Switzerland is, to use a word
which is expressive though not altogether suitable, an
integrated federation. Its constitution has not been
framed with a view to establish a balance of powers; and
it is possible for it to meet new contingencies with an
assurance which is lacking in the United States and some
other federations on account of a different conception of
federalism. Switzerland is a very small country; but
is, as Dicey has said, by nature a federation, and has
realized multiple unity in her national life.

1 Dicey, Law of the Constitution, p. 517.
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The functions which are exclusively assigned to the
Federal Government are few. They are defence, posts and
telegraphs, control of insurance companies and emigra-
tion. But the Federal Government lays down fundamental
conditions for the discharge of functions which have to
be performed by the Cantons, and provides funds for
the purpose. The matters of which it thus takes direct
cognizance are many and important, and the Cantons with
regard to them are in the position of self-governing but
not autonomous units. The part played by the Federal
Government has to be specially mentioned. It has been
given power in the constitution to establish its own
educational institutions ; but it has, excepting the Federal
Polytechnic Institute in Zurich, not got any institutions
of its own. The Universities and the Secondary Schools
are looked after by the Cantons; but with regard
to primary education, the Federal Government has
assumed power of exclusive control, provides funds,
and has, by legislative measures, determined the
essential conditions for the administration and de-
velopment of the system. For the discharge of these
and other functions, the Federal Government imposes
direct and indirect taxes; but the former have an
unimportant place in its revenue system. Before the
war, the only direct tax in which it was interested was
the military (exemption) tax, which was and is levied by
the Cantons, but half of whose gross receipts go to the
federal exchequer. In 1915 an income-tax was introduced
to meet the cost of mobilization, but was and is treated
as a special war-tax and, according to the present
programme, will be abolished in 1934. Income-tax
yields about five per cent of the total revenue, and is
being used for the amortization of debt. The bulk of
the federal revenues is derived from indirect taxes. In
1925 the proportion contributed by them was 72-80
per cent, of which the share of customs was 61:22
per cent. Before the war the customs were responsible
for 81-6 per cent of the total federal revenue. Of the
other indirect taxes, the most important is stamps, the

* L.O.NNM.
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yield of which in 1925 was 9'94 per cent. The Federal
Government has some monopolies and public under-
takings, but they are not very productive from the fiscal
standpoint. It shares with the Cantons the receipts from
these sources and also, to a certain extent, the yield of
war taxes and stamps. This shows that the Federal
Government relies mainly upon customs for its revenues,
which is due (besides, of course, the undeveloped
state of direct taxation) to the fact that excise duties are
unknown in Switzerland. It has been estimated that, if
a system of taxation of liquor similar to the English,
were introduced, it would yield about 310 million francs.
But a proposal to levy an excise duty on liquor was
rejected by a referendum in 1923. The Swiss people
have obviously a strong prejudice against these duties;
and the introduction of what Jefferson called this
‘infernal system’, is not likely in Switzerland. The
result, of course, is that the Federal Government has to
depend upon customs, the yield of which is liable to
great fluctuations, and likely to shrink in times of war.
But the inviolability of Swiss territory has been guaran-
teed by the Great Powers since 1815, and the danger
of Swiss neutrality being violated is so remote that
the narrow basis of the federal fiscal system need not be
considered an element of weakness from that standpoint.
It may be desirable to develop direct taxes further,
but there is no necessity for it just at present, and as in
financial matters opportunism has been the guiding
principle of the Swiss Federation from the very outset,
it is probable that the income-tax law will be allowed
to expire in 1934. The Federation is also entitled
to levy contributions on the Cantons in times of
emergency, but it has not made use of this power
since 1849 ; and that may now be regarded as having
been relegated, in the words of an eminent Swiss
financial expert quoted by Hensel, ‘to the historical
lumber-room .

The Cantons exercise the fiscal powers which have
not been expressly allotted to the Federal Government.
The most important source of revenue for the Cantons
is the tax on land, property and professions, which in

149



The Essentials of Federal Finance

1924 yielded 174 million francs.! The other direct
taxes contributed 23 million francs, indirect taxes 39-4
millions, and the taxes:administered by the Federal Gov-
ernment 252 millions. The total revenue of the Cantons
in that year was 510 million francs, and the balance
over their tax revenue was made up by their receipts
from cantonal property and from federal grants, ordinary
and extraordinary. The variety of taxes imposed by the
Cantons is very great, and gives them a very wide fiscal
sphere of their own.

The most distinctive characteristic of federal finance
in Switzerland is the system of assignments and
subventions to the Cantons, which has made it possible
for the country to adjust itself to the changing
circumstances. The assignments are a share of the
receipts of the Federal Governments, which have
been granted in most cases to compensate the Cantons
for the loss of revenue on account of some new
developments. The tax on commercial travellers is,
for example, collected by the Federation, but its yield
is handed over to the Cantons. The primary object
of the levy is to regulate the trade and commerce of the
country ; and since it can best be fulfilled by making
it a federal subject, it is administered by the Federal
Government, but the latter does not add to its resources
thereby. Similarly the revenue from the liquor monopoly
and the bank note issue is also shared with the Cantons,
as these functions have been assumed by the Federal Gov-
ernment for non-fiscal reasons. The liquor monopoly
was introduced to check its consumption, and as it entailed
some financial loss to the Cantons they have been allowed
to take a part of its income.? In 1905, on account
of the establishment of the National Bank and the cen-
tralization of the note issue, the Cantons had to give up
their right to levy their bank-note tax and to issue notes

1 LO.NM.

2 One-tenth of this income has to be expended for combating
alcoholism in its causes and effects. To this extent, the amount
received by the Cantons from the Union is not really an assign- .
ment but a subsidy in the sense in which this term has been

- defined later in this chapter.
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of their own. 7This again meant loss of revenue, and the
Cantons had to be compensated. The Cantons derived
11 million francs in 1911 from assignments; and this
amount had, as stated above, risen to 26+2 millions in
1924. These are adjusting assignments, or what the
Taxation Enquiry Committee would call balancing
factors. The administrative necessity of centralizing a
function has been met by letting the Federal Govern-
ment assume the function, and compensating the Cantons
for the loss of their revenue. The revenue derived by
the Cantons from this source is theirs by right, and does
not weaken their autonomy. 7The subventions, however,
are on a different footing, and are granted by the Fede-
ration for specific purposes, and subject to certain con-
ditions. They are granted for objects of social utility,
and the Federal Government exercises powers of appro-
val and supervision with regard to the purpose and
manner of their expenditure. The risk of the Federation
increasing its power unduly at the expense of that of the
Cantons is, of course, there ; but it is well known that the
Cantons are an important factor in the political life of
Switzerland, and are not dominated by the Federal Gov-
ernment. The subventions have had a great educative
value for the Cantons, and spurred them to activities of
vital importance from the national standpoint. In 1903
the subventions amounted to 24'2 million francs, and in
1927 to 57-5 million francs.! The fact that the execu-
tion of the policies in question is in most cases left to the
Cantons makes it necessary for the Federal Government
to utilize the subventions as a means of financial settle-
ment in each individual case. These adjustments are
frequent and many; and as the traditions of cantonal
autonomy are strong and well-established, it is possible
for the Federal Government to stimulate the progressive
development of the country by a free use of the sub-
ventions without undermining the federal character of the
whole constitution. The fact that the Swiss Federation is
an indigenous growth is a great safeguard against any
unwholesome development of this kind.

1 L.ON.M.
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Germany

A careful study of the system of federal finance in
Germany is necessary for a number of reasons. The
German Constitution is a child of revolution. It
embodies the aspiration of a valiant nation to assert the
integrity of its national life against the disruptive effects
of a crushing defeat and the working of the reactionary
forces which had been so powerful under the Constitu-
tion which it has replaced. It is also an experiment in
the application of new political principles of great poten-
tial importance. It has been said that the constitution
of 1919 ¢vibrates with tramp of the proletariat’.
That is so inmasmuch as it bears the impress of a con-
spicuous attempt to broaden the base of national culture,
and establish it on the foundations of a highly organized
and developed social life. The avowed object of the
constitution is ‘to promote the highest cultural and
economic efficiency of the people’,’ and the provisions
for territorial re-distribution and the administration of
economic life have been framed with that end in
view. They have led to the creation of institutions,
which are, in some cases, regarded as costly failures ; but
the German constitution is to be judged not by its
achievements, though these in themselves are a record
to be proud of, but by its promise. Opinions are divided
regarding the essential character of the new constitution.
The Reich has become supreme in all matters under the
law, and the States, or rather the Linder (territories) as
they are called, have no inherent rights which limit the
exercise of the authority of the Reich. This is, however,
merely a legal aspect of the matter; and as Professor
Herman Kautorowic has said, ‘ The right of the Reich to
treat its territories as Provinces is unquestionable, but it
could not dream of using such a right.”2 ‘The German
constitution is in fact federal; and the prevailing opinion
in favour of this view is strong, and based on intuitive
appreciation of the realities of the situation, in spite of

1 Article 18 of the Constitution.
® Economica Mirch 1927, p. 46.
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many reasons urged against its validity, which, of course,
are derived from a dogmatic interpretation of the pro-
visions of the German Constitution. In consonance with
the spirit of the whole constitution, the Reich has acquir-
ed also very wide financial powers. It administers and
controls the most important taxes of the Republic, and
exercises powers of supervision and regulation over
the States in all financial matters. It has the right to
utilize all taxes and other sources of income, in whole or
in part, for its own purposes, subject to the condition that
it has to make adequate provision for carrying on the
administration of States, if it claims any source of revenue
which formerly belonged to them. Its hegemony in
financial matters is complete, and with regard to them
its structure can hardly be distinguished from that of a
decentralized unitary state. But that merely shows that
Germany has, by a conscious effort, sought to establish
conditions which are held to be essential for efficiency
and for the harmony of financial institutions in all Federal
States. The financial system of Germany is still in
the making, and is, therefore, in a highly plastic state.
It has had to function in adverse circumstances since
its very inception, and as the international liabilities
of Germany are still very heavy, it will take some time
before a state of normal equilibrium is established. It
may even be necessary to take measures to counteract its
centralizing tendencies, after a further experience of its
actual working ; but there is no doubt that the system of
federal finance in Germany is, in several important res-
pects, in advance of the systems of other Federal States,
and may later on become a model for their development.

About the financial settlement of the German Empire
it is unnecessary to say much. The Empire had the sole
right of legislation in all affairs relating to customs, and
in the taxation of salt, tobacco, beer, spirits and sugar.
It was also empowered to levy direct taxes, though it did
not make use of this power till 1906, when a federal
inheritance tax was levied and its yield was shared
between the Empire and the States in the proportion of
two to one, which was changed to three to one a few years
later on account of the heavy burden of the naval
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programme of the Empire. The fiscal necessities of the
Empire also caused an extension of the number and scope
of excise duties, and they were utilized to make encroach-
ments on the fiscal sphere of the States in adisguised form.
Customs and all other taxes were assessed and collected
by the officials of the States, but their revenue went into
Imperial treasury subject to the deduction of the cost of
collection. The distinctive feature of the financial system
of the German Empire was the payment of contributions
by the States. They were introduced in 1871 as a
provisional measure to make up the Imperial deficit, and
would have been remitted in 1879 but for the fact that
they came to be regarded as the constitutional guarantee
of the right of the Empire to levy them to meet its own
needs, and were continued, in spite of the fact that they
were in most years covered by Imperial assignments to
the States. But their amounts and those of the covering
assignments were uncertain, and their effect on the
finances of the States was very disturbing. The States
imposed taxes which were not exclusively assigned to
the Imperial Government. Their tax-systems included
income-tax, inheritance tax, excise duties, and taxes on
property. They also derived revenue from railways and
other public undertakings. Posts and Telegraphs were an
Imperial concern. The Empire gave grants for specific
purposes, and these became an important factor in its
finances just before the war. The financial relations of
the Empire and the States were not marked by any
degree of cordial co-operation; and every proposal for
change or adjustment gave rise to bitter disputes.

The financial settlement of the new German Republic
has been separately provided for by the Law of Taxation of
the States and the National Duties Ordinance, and can be
changed without the necessity of resorting to the process
of constitutional amendment. Underthe Law of Taxation
of the States, there is a definite delimitation of fiscal
jurisdiction. The States can impose only those taxes
which do not in any way affect the financial supremacy of
the Republic or go contrary to the ¢ presumptions’ of its
constitation. ‘That, in effect, means that the Reich has a
prior claim in all cases, and doubtful and disputed points
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have to be submitted for the decision of the Federal
Finance Court (Reichsfinanzhof) or the Reichsrat, the
Upper House of the Republic. The Reich derives its
revenue from customs, and excise duties, direct taxes, and
taxes on transport and transactions. In 1927-28 indirect
taxes were estimated to yield 16-54 per cent of the total
revenue, direct taxes 3557 per cent, taxes on transport
4-84 per cent, and taxes on transactions, the most import-
ant of which is the turnover tax, 1313 per cent.! The
States share in the yield of income-tax, corporation tax,
turnover tax and the tax on real estate transactions. The
proportion of these taxes assigned to them are not
fixed, and are changed every year to suit the exigencies
of the situation; but the yield of these divided taxes
is important for the finances of the States, and they
are guaranteed a certain minimum, in order that
they may be able to frame their budget estimates on
an assured basis. The amount thus guaranteed was
2,100 million marks for 1924-25 and 1925-26. [n 192€6-
27 Prussia, which embraces three-fifths of the whole area
and the whole population, was estimated to receive 668
million marks from the taxes of the Reich, and to raise
1167-5 million marks from its own taxes. The tax revenue
of Bavaria was estimated at 500-4 million marks for 1925
and 461-6 millions for 1926, of which 3244 and 285
millions, respectively, were transfers from the Reich.?
Taxes which the States levy on their own account are
taxes on lands, buildings and trades, and taxes on
vehicles and on entertainments.

The law also recognizes the necessity of grants by the
Reich to the States for specific purposes. For all under-
takings in the cultural, economic and social spheres, whose
importance extends beyond the limits of the States, they
are entitled to receive subventions from the Reich, which,
of course, determines their amounts and the conditions
under which they are granted. The grants have already
attained very large dimensions; and in 1926-27 Prussia
was to receive, besides the revenue assignments referred
to above, a sun of 328:8 million marks as grants for

T L.ON.M. ? Ibid.
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specific appropriations. In 1926-27 and 1927-28 210 mil-
lion and 190 million marks, respectively, were given to
the States by the Reich in aid of the police expenditure. -
These subventions are an important feature of the
new financial settlements. The railways have now
been taken over by the Reich, and are administered
as ‘a single undertaking’. They and Posts and
Telegraphs have been constituted into autonomous
corporations, and have their own assets and their own
liabilities.

The Reich now administers its own taxes by its own
officers, and has estabiished a complete set of courts for
the disposal of revenue cases, The Finance Court is
the supreme authority in all matters relating to the
administration of federal taxes, and secures unity of
jurisdiction for them. The States have their own officers
for the administration of their taxes; but provision has
been made under the National Duties Ordinance to co-
ordinate their activities with those of the federal officers,
and bring them into line with the latter. The move-
ment towards the Reich’s officers administering some of
the States’ taxes has already commenced ; and it is likely
that, except in cases where a taxis of a purely locz’
character, the Reich will assume the responsibility for
administering all taxes. It is clear that it is proposed to
preveat all unnecessary duplication of the administrative
machinery of taxation.

The responsibility of the Reich in the fiscal sphere does
not end with the provision for administrative co-ordina-
tion.* The Constitution definitely requires it to pres-
cribe by law fundamental principles concerning the
validity and mode of collection of State taxes in order
to prevent :—

(1) 1injury to the revenues or to the trade relations
of the Commonwealth ;

(2) double taxation;

(3) the imposition of excessive burdens or burdens,
in restraint of trade, on the use of the means and agencies
of public communications ;

1 Article 11 of the Constitution.
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(4) discriminations against the products of other
States in favour of domestic products, in inter-State and
jocal commerce ; or

(5) export bounties ;
or in order to protect important social interests.

These are very wide powers, but none too wide for the
efficient discharge of duties which must devolve on the
Commonwealth in every Federal State. The conflict of
jurisdictions is a growing evil in the fiscal administration
of all countries, and it is necessary to take effective
measures against its far-reaching reactions on the whole
economic life. The framers of the German constitution
have realized this fact, and made the Reich the custodian
of fiscal harmony within the Republic. These and
similar provisions are not an evidence of their desire
to make the Reich all-powerful, but of their under-
standing of the basic facts of economic life, and
their determination not to let the fiscal system of
the country develop in a manner prejudicial to its
economic and social unity. They have, as already
remarked, made an attempt to keep abreast of the
times, and develop their institutions in accordance
with the world-wide trend of events. In details it may
be necessary later on to modify or revise their arrange-
ments, but their principles are likely to stand the test of
experience. They have been wise enough to understand
the tentative character of their whole plan of financial
adjustment, and by taking it out of the constitution they
have greatly facilitated the task of introducing changes
which may be suggested by the later developments of
theory and practice.

Auslria

Austria has also been declared to be a Federal
Republic and consists of nine provinces (Ldnder), one of
which is the city of Vienna, whose population is 28 per
cent of the whole population of the country. According
to the scheme embodied in the Protocol of 1922, Austria
has been enabled by the League of Nations to rehabilitate
her finances, and her financial position is now sound and
stable. The Federal Government retains the supreme
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fiscal power, and has the right to decide what taxes shall
be reserved for the Federation, and also those whose
yield is to be shared between it and the Provinces. The
taxes are either exclusively federal or exclusively provin-
cial, and the rest are to use the familiar term ‘divided
heads’. The taxes, whose yield is shared between the
two authorities, are either administered by the Federation,
the Provinces being allowed to take a fraction of their
receipts according to a concerted scale, or they are
administered by the Federation, and the Provinces are
permitted to impose surcharges of their own, or they are
such that the Provinces can levy an analogous tax on
their own account. The Federation administers, besides
customs and excise, an income-tax, a corporation tax,
succession duties, a turnover tax, stamp duties and fiscal
monopolies. It has also a number of public undertakings,
which have been, however, transferred to autonomous
economic organizations. The Provinces levy taxes on
lands, buildings, domestic servants, increment of value,
vehicles, entertainments, luxuries, and a surcharge on
transfer of property, betting and successions. Excepting
the import duties, the yield of most of the important
federal taxes is shared with the Provinces in different
proportions, and an assignment of a minimum amount is
generally guaranteed to them. They also receive
subventions from the Federal Government for specific
purposes.! In 1924 the taxes of the Provinces yielded
5896 million shillings, their share in joint taxes was
42-70 millions, and they received from federal grants
12-36 millions. It is clear that a very large proportion
of their revenues comes from the federal exchequer.
Austria has risen, Phoenix-like, from her own ashes,
but she has been doing fairly well since her resurrection.
As a minor power, she may even be better off than
she was when, as the centre of an heterogeneous Empire,
she could claim a seat among the Great Powers.
Her comparatively obscure position ensures for her a
greater degree of security, and she can proceed with the
work of reconstruction without feeling the necessity of

1 L.ON.M.
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spending huge amounts on armaments. Her expendi-
ture on defence in 1926 was estimated to be only 565
per cent ! of her total expenditure, and she was spending
very large amounts on education and schemes of social
welfare. Though a federation in her constitutional
structure, Austria is more like a unitary State; but her
finances bear a close resemblance to the settlements of
some federal states, and the fact that each Province has
its own legislature and executive council with a sphere of
competence, within which it enjoys a very large measure
of autonomy, will in due course make Austria federal
in reality in the sense in which Germany, Canada and
South Africa are and will remain federations. It may
be that she will eventually throw in her lot with
Germany, join the German Reich, and become one of
its States. Article 80 of the Peace Treaty makes that
impossible in the present circumstances; but as the
Peace Treaty has to be scrapped if world peace is to be
something more than anidle dream, the union of Austria
with Germany is one of the possible developments of the
future. This, however, is a digression. What interests us
just now is that Austria’s financial system is based on the
recognized necessity of promoting local initiative and
enterprise without impairing the efficiency of the organs
of national life. Austria’s constitution is an experiment
in the new federalism, and its finances are designed to
express and realize its social purpose.

Russia

About Russia very little is known that is authentic,
and the available information regarding her finances is
even more scanty and unreliable. But she is a federation ;
and two of its constituent Republics are themselves feder-
ations. Deliberate attempts, made during the first years
of the Revolution, to destroy the monetary system also
involved the destruction of the fiscal system, and the
restoration of the currency on a gold basis has also neces-
sitated the return to a budget economy. Since 1923-24 a
great deal of progress has been made in the stabilization

*L.O.N.M.
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and development of the fiscal resources of the Union.
The federated Republics, according to all accounts, have
been given independence within the spheres assigned
to them, and are doing good work in organizing
their own life. In matters relating to culture and social
economy they are developing on lines suited to their
local circumstances ; and though, on all vulnerable points,
the will of the communist executive is supreme, a
conscious effort is being made to give free play to
vital forces. The whole political system of Russia is
in the early stages of its development, and all the
tendencies inherent in it have not been fully worked
out as yet; butits federal structure and the concep-
tion of the Soviet organization carry with them a
presumption that the whole society is to be organized
on a federal basis. The fiscal system of the Union,
which may fit in with its political constitution, has
still to be evolved. Itis being elaborated; but ¢the
actual financial powers at present held by the various
components of the Union are,’ to quote from the Repor?
of the British Trade Union Delegation, ¢ so varied in pre-
cept, vary so much in practice from the precept, and are
still so clearly in rapid development that it is impossible
to review them here.”! The Union makes use of all
the usual taxes, and derives considerable revenue from
non-tax sources. From the statistical’abstract, published
by the Central Statistical Board of the U.S.S.R.,
it appears that in 1926-27 the tax-revenue amounted to
about forty per cent? of the total revenue of the

1 Report of the British Trade Union Delegation, 1925, p. i6.

2 The total estimated tax-revenue in 1926-27 was 23,336 million
roubles and the total revenue 50,024 million roubles. Of this
amount the revenue appropriated by the Union itself was
37,441 millions, and the rest was assigned to the Republics. These,
though all considered autonomous financial entities, are of varying
sizes, and their assignments range from 186 million roubles in the
case of the Turcoman S. S. R.to 8,614 millions in that of the
R. S. F. S.R., which is Russia proper. This Republic is, as
stated in the text, itself a federation. Its population is more than
100 millions out of a total population of 147 millions, and its
area is 7.626,717 out of a total area of 8,241,921 sq. miles, It is
not surprising that in the counsels of the Union Russia carries
very great influence.
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Union, and the rest was derived from State property and
undertakings ; and from 1922-23 to 1926-27 the yield of
tax and non-tax sources of revenue considerably
. increased. The constituent Republics derived their
revenue from the same sources, though they had their
own property and undertakings which contributed con-
siderable revenue to their treasuries. Most of the
sources of revenue were joint, and were administered
and controlled by the Union. The Republics, accord-
ing to the Report of the British Trade Delegation,
cannot impose fresh taxation without the sanction
of the Union. This centralized control will have to be
relaxed ; but the whole scheme of organization is
exceedingly interesting and instructive, and its finan-
cial counterpart will in due course develop into a
system which will have special features of its own.
The Soviet political philosophy is essentially pluralistic,
and a system of centralized finance cannot possibly do
for it in its pragmatic aspects. In Russia there are
already a number of autonomous financial entities; and
as they ¢draw air into their lungs’, they will become
vital factors in the structure and operation of her
finances. No one can say what Russia will be ten years
hence, but it has great possibilities in the sphere of
public finance as it has in all other spheres.

Canada

There are three federations in the British Empire,
whose financial systems may be described before bring-
ing this chapter to a close. Of these, Canada is the oldest;
and the development of the Dominion Government there
is a triumph of British statecraft, and is of great interest
for the student of federal finance. In spite of the fact that
residuary powers are vested in the Dominion Govern-
ment, Canada is, to quote the words of the British North
America Act, 1867, ¢ federally united into one Dominion ’,
and its financial settlement has been conditioned by this
fundamental feature of its constitution. But the actual
working of its financial system has to a very large extent
been determined by certain other factors, among which
the most important is the administration of finance on
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lines dictated by party interests. The * spoils system’
and waste of public money for promoting purely party
ends have lowered the standard of public morality and led
to the sacrifice of all sound principles of public finance,
and financial administration. The relations between the
Federal Government and the Provincial Governments
must necessarily leave a great deal to be desired when
the party returned to power makes use of federal funds
to reward the constituencies which have polled in its
favour and to penalize those that have been less amenable
to the control of the party managers. The Provincial
Governments have also imbibed the same tradition and
are in the habit of using for purely local needs funds
derived from the federal treasury. The organization
which exists for financial administration in Canada is not
different from the British, but in respect of efficiency and
integrity they represent the two extremes; which only
shows how little depends upon the system, and how much
upon the spirit in which it is worked. The evils which
have arisen on account of these corrupting influences
have created an atmosphere which is not conducive to
the health or vigour of the financial system. It is only
an incidental condition of the operation of the financial
settlement; but it is there, and affects its actual working.

In 1867, under the Act of the Union, the Dominion
Government acquired wide fiscal powers. It was granted
the exclusive right to levy and collect customs and excise
duties, and Parliament was authorized to legislate
upon ‘the raising of money by any mode or system of
taxation’; but in actual practice customs and excise
duties were the main sources of revenue for the
Dominion Government. In 1914, they accounted for
receipts amounting to 126 millions of dollars out of
total receipts on ‘consolidated funds’ account of $163
millions ; and of the remainder the Post Office and
Government railways furnished between them more
than $26 millions which was, however, offset by expen-
diture on those services, amounting to over $27-5
millions. Miscellaneous revenue in that year was large-
ly made up of fees, and amounted to $10:7 millions.
The war made it necessary to impose other taxes, and
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their yield has since then considerably increased, being
in 1925 $157 millions, while customs and excise duties
contributed $127 millions.* The war taxes comprise
taxes on banks, insurance companies and other corpora-
tions, a business profits tax, income-tax, sales tax and
stamp duties. Of these the most important, from the
point of view of yield, are the income-tax and sales tax.
These taxes are now a permanent feature of the federal
fiscal system, and the fact that they are still called war
taxes is indicative more of their origin than their purpose.

Under the Act of 1867, the Provinces were allowed to
impose direct taxation ‘within the Province . . . for
provincial purposes ’ and licence fees ; but in earlier years
they did not feel the necessity of making use of their
powers as the revenue derived from subsidies, natural
resources and fees for specific services rendered was
sufficient for meeting the provincial expenditure, which
was not large on account of the limited scope of their
functions. But from the commencement of the twentieth
century the Provincial Governments have had to incur
growing expenditure on education, sanitation and the
operation of public utilities, and have had to levy taxes
to supplement their resources from other sources. In
1925 the total receipts of the Provinces amounted to $132
millions, out of which the tax-revenue was $65 millions.
This latter sum was made up of $11 millions, the yield of
succession duties, $26 millions, the yield of corporation
taxes, and $28 millions, the yield of licence fees. In
the administration of succession duties difficulties have
arisen on account of the conflict of jurisdiction. They
have been partially overcome by making reciprocal con-
cessions, but the solution of the problem of double
taxation in Canada has still to be found. It will need a
large measure of central co-ordination. The tax revenue
of the Provinces is still inadequate for their needs, and
can be further developed.

The feature of the financial settlement, which has
attracted the greatest attention, is the payment of what
are called provincial subsidies, but are really provincial

1 The Canadian Official Year Book, 1926.
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assignments, These assignments in 1925 amounted
to $12,375,128, or about one-tenth of the total receipts
of the Provinces. They were introduced in 1867 as a.
balancing factor. As the Provinces were deprived
of their revenue from customs and excise duties, they
were compensated by the grant of these assignments,
which were of two kinds, a specific sum to meet the
expenses of the Government, and a grant of 80 cents
per head of population. Special indemnities, recurring
and non-recurring, were given to the Provinces which
joined the federation later, to make up for want of public
lands, the rights over which were vested in the Crown,
and also for the cession of other privileges. In 1902,
1903 and 1910 inter-provincial conferences were held with
the purpose of petitioning for the increase of the annual
assignments, and as a result thereof the Act of 1867 was
amended in 1907 to enable the Dominion Government to
revise the whole arrangement. The grants, under the
amended Act, are still specificand general ; but both vary
according to the population. The minimum sum fixed
for the expenses of the Government is $ 100,000 for all
Provinces, having a population under 150,000, and is to
be increased up to $240,0C0 according to the growth r¢
population. The per capita grant is 80 cents until the
population reaches 2,500,000, when the rate is reduced
to 60 cents per head on the number in excess of this
limit, on the assumption that the conduct of public
administration is subject both to the laws of decreasing
costs and increasing returns. Special grants were given
to British Columbia and Prince Edward Island. As a
result of these changes, the totalamount of these assign-
ments was increased from $4,516,038 in 1906 to
$9,032,775 in 1909, and has since then risen to
$12,375,128 in 1925. 'This amount has not grown in the
same proportion as the federal revenues or the provincial
revenues, forthe former have increased from $85 millions
to $380 millions during this period, and the latter have
increased four-fold since 1916, having risen from $16
millions in that year to over $65 in 1925. But it is their
quality, and not their quantity, which has given these
assignments a special place in the financial system of
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Canada. The Hon'ble George E. Foster, the late Finance
Member of the Dominion, thus described the effects of
‘the arrangements as they existed before 1907 : *The
Proviaces have mostly fixed revenues, pretty well-defined,
and not very elastic. For increase beyond these, they
canresort to forms of direct taxation, a proceeding which
is unpopular and might be dangerous to party managers.
The tendency, therefore, is to constantly press upon the
Federal Government for adjustment and additional
allowances. . . . To spend money extravagantly in the
Provinces, and for largely party reasons, with the distant
hope that eventually the Dominion Government can be
persuaded and forced to come to the rescue, is not an
unknown contingency in the history of our party politics,
and the contingency constitutes an element of menace to
the stability of the confederation itself.” ! It was to avert
this danger that the terms of the assignments granted
under the Act of 1907 were declared *final and un-
alterable ’, though the right of making special grants to
particular Provinces in the light of subsequent events or
changes was reserved to the Dominion Government.
The situation has now appreciably improved, and the
Provinces have developed their resources, but even now
federal contributions constitute a very large proportion
of the total revenue of Provinces like Prince Edward
Island and British Columbia; and in the opinion of
some competent students of the subject, the abandon-
ment of the assignments is absolutely necessary for
purging the country of a number of financial abuses.
But they are only one aspect of the pernicious practice
of using public funds to further party interests; and it is
generally recognized that the practical and constitutional
difficulties in the way of abolition of the provincial
assignments are almost insuperable. Their relative
importance in Dominion finances has, since their in-
troduction in 1867, decreased. Inthat year the Dominion
Government paidtwenty-four per cent of its revenues from
customs and excise duties to the four Provincesthen in the

1 Quoted from an extract given by Dr. S, Vineberg, Provincial
and Local Taxation in Canada, p. 163.
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Union, and now out of total federal revenues of over
$330 millions, the assignments to nine Provinces, as
already stated, amount to $ 12,375,128, i.e. less than three
per cent of the total Dominion receipts. They neither
involve any heavy strain on the resources of the Federal
Government, nor can they be described as ¢ an element of
menace’ to the Dominion ; but the history and effects
of these assignments illustrate the risks of granting the
power of spending money which does not carry with it
the obligation of providing it. They also point to the
necessity of making such grants in some way pro-
portional to the extent to which the constituent units
of a federation are prepared to help themselves in the
management of their finances. The Dominion Govern-
ment has, besides granting these assignments, provided
funds for local improvements at the expense of the
federal revenues, and that again at the biddings of the
party managers. The evil has taken root, and is now
deep-seated; but it is a symptom of a disease the
prevalence of which in' tnodern democracies damps the
enthusiasm of even their most ardent admirers. At
the same time, it cannot seriously be maintained that the
criticism directed against the system of assignments ir'
Canada is based merely on ignorance or prejudice.

The Dominion Government also gives grants for
specific purposes. Under the Canadian Highways Act,
1919, it has spent $20 millions for the purpose of con-
structing and improving the highways of Canada. It has
also given grants to the Provinces for agricultural and
technical education on a population basis, The Pro-
vinces have to spend as much for technical education out
of their own revenues as they get from the Dominion
Government. These grants are unobjectionable and have
given a great impetus to the development of the services
for which they are allotted.

Australia

The Australian States are united into ‘an indissoluble
Federal Commonwealth ’, whose constitution is in many
respects similar to that of the United States of America. ’
The Commonwealth has unlimited constitutional powers
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of taxation, and in respect of customs and excise duties
it has an exclusive jurisdiction. The States possess con-
current powers over all taxes except customs and excise.
Till the outbreak of the War, the Commonwealth derived
its revenues mainly from indirect taxes, and the States
had the field of direct taxation to themselves. But the
increasing cost of federal administration made it neces-
sary for the Commonwealth to enter what had been
practically a close preserve of the States, and to develop
direct taxation to a very considerable extent. The result
was that what the Australian Commission on Taxation
called ‘ the sovereign right of the Australian tax-payers
to have tk.e mechanism of taxation so designed and con-
trolled as to impose the minimum of inconvenience and
involve the minimum of cost ', was attacked from all sides.
The States enhanced their rates of taxes, the Common-
wealth rates were also high, and the tax-payer not only
had to shoulder a very heavy burden of taxation, but the
maxims of simplicity, convenience and economy were
sacrificed at every step in the fiscal administration of the
country ; and it was felt necessary to devise means by
which these difficulties could be surmounted. Inter-state
conferences of taxation officers and of premiers were
convened and the question was discussed. A Royal Com-
mission was appointed to recommend measures for the
harmonization of Commonwealth and States taxation and
the simplification of the duties of tax-payers in respect of
the returns required of them. Proposals and counter-
proposals were made by the Commonwealth and the
States for finding a remedy for the trouble. The right
to self-determination and autonomy on the part of the
States had to be keptinviolate and other constitutional
rights safeguarded. It was, in these circumstances,
not easy to evolve a solution, but some progress has
been made in the direction of administrative co-ordina-
tion. Australian federation is animated by the American
spirit of delimitation of spheres and definition of rights;
and the Australian people have much to learn in the
school of experience and much hard thinking to do in
order to acquire the outlook necessary for solving
the problems of federal finance. But they have started
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to move in the right direction, and may be expected to go
ahead.

The Commonwealth constitution, as already stated,
confers almost unrestricted powers of taxation upon the
Commonwealth Parliament, subject to the qualification
that there shall be no discrimination between States or
parts of a State. The Commonwealth has exclusive
power to impose customs and excise duties. These duties
were to be uniform, and for ten years ¢ after the establish-
ment of the Commonwealth and thereafter, until the
Parliament otherwise provides’, the Commonwealth had
to return to the States three-fourths of the net revenue
from customs and excise, one-fourth only being available
for Commonwealth expenditure. The share of each
State in the customs’ receipts had to be calculated accord-
ing to the goods consumed in that State. This necessit-
ated an elaborate system of book-keeping, and was very
vexatious for the commercial community. In 1910 this
system was abandoned, and replaced by a payment of
25 shillings per capita according to the population of the
States. In the same year, the Commonwealth imposed
its first direct tax in the form of a progressive land-tax
on the unimproved value of land. In 1915, on account o
the enormous increase in the Commonwealth expenditure
arising out of the War, it was decided to impose an
income-tax ; an estate duty, a war profit tax and an
entertainments tax were introduced soon after, and in
1924-25 out of the total tax revenue of £52'8 millions,
the yield of the direct taxes amounted to 4156 millions,
the rest being made up of customs and excise receipts.?!

The revenues of the States are derived from taxation
and public undertakings, the most important of which
are Railways and I'ramways. The net revenue from
State property and undertakings in 1924-25 was £19'5
millions ; and the tax revenue in that year was about 420
millions.? The revenue from State undertakings is,
therefore, as important as the tax revenue. For the latter
the States impose an income-tax, probate duties, a land

Y Official Year Book of the Commonwealth of Australia, 1926,
t L.ON.M.
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tax and company tax, and an amusements tax. Some of
them also have introduced taxes like an ability tax and a
dividend tax, which are really disguised income-taxes.
The rates of succession duty and income-tax differ widely
in different States. Several attemipts have been made since
1916, by Commonwealth and State authorities, to secure
uniformity of taxation legislation, the creation of a single
collecting authority and the adoption of one form of in-
come-tax return. Three conferences of the premiers, two
of the taxation officers, one of the treasurers and a
board of enquiry held meetings to consider the questions
of having one collecting authority for the Commonwealth
and the States and one form of return; but, except for
an agreement entered into between the Commonwealth
and the State of Western Australia in 1920, under which
the former undertook to collect the taxes for the latter,
nothing was done till 1921, when the Royal Commission
on 'Taxation was appointed to report upon this and other
questions of taxation. The Commission was of opinion
that only by a delimitation of spheres, or allocation of
subjects of taxation, between the Commonwealth and the
States could an ordered and satisfactory system of tax-
ation be brought into being in Australia.! They recom-
mended that power to impose an income-tax should be
exclusively vested in the Commonwealth, and power
to impose other forms of direct taxation—land, probate,
entertainments—in the States, but as they regarded it
as impracticable that the Commonwealth and the States
should surrender immediately and permanently their
existing powers, they proposed the adoption of a
provincial scheme, under which the States were to
have exclusive operation in the field of all direct
taxation except income-tax, with regard to which the
Commonwealth and the States were to retain their con-
current powers. There was to be a uniform system of
assessment of income-tax, which tax was to be adminis-
tered by the Commenwealth, and its cost of collection
distributed between it and the States upon an agreed

t Second Report of the Australian Royal Commission on
Taxation, p. 78.
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basis; and the Commonwealth was to grant financia
assistance to any State or States in order to facilitate th
financial adjustments necessary under the scheme. Th
provisional scheme was to be tried for ten years, afte
which the allocation of subjects of taxation was to be in
augurated by mutual agreement. During the transitio:
period, and thereafter, the right of the Commonwealt]
to have exclusive jurisdiction over customs and excis:
was to remain intact. A conference of premiers met i.
May 1923, and considered a plan by which the entir
taxation system of Australia could be simplified and th
capitation grant of 1910 terminated. In 1924 a systen
was inaugurated, under which the Commonwealth Centra
Taxation Office assessed Commonwealth income-tax o1
all tax-payers whose income was derived from two o
more States, while in all States except Western Australi
taxation officers of the States collected both classes o
income-tax. In Western Australia there has beer
since 1920, one collecting authority only, i.e. th
Commonwealth. In 1926-27 a new arrangement fo
the division of the proceeds of direct taxatior
between the Commonwealth and the States cam
into force. The direct taxes were collected by the
Commonwealth, and their yield was either to be handec
over to the States, as in the case of the estate duty anc
entertainments tax, or divided between them and the Com
monwealth, as in the case of the land-tax and income-tax.

1 The proceeds of the direct taxes collected by the Common
wealth during 1926-27 were divided between it and the States &
follows :—

(£ 000’s omitted).

Total Commonwealth States
Land-tax 2,311 200 2.111
Income-tax 10,506 6,150 4,056
Estate duaty 1,350 50 1,300
Entertainments tax 370 50 320
14,537 6,750 7,787

The amounts credited to the Commonwealth, under estate duty
and entertainments tax, represent the arrears of assessment of the
previous year. The assessments for 1926-27 were to be handec
over to the States. (L.O.N M.)
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This arrangement has made it possible to discontinue
the grant of the capitation allowance of 25 shillings to the

" States, though Tasmania and Western Australia, which

“have, since 1910, received special subsidies, received
assistance to the extent of £450,000 and £378,000, res-
pectively, on account of special difficulties and disadvan-
tages.

This administrative centralization has been accompanied
by another important development. The Commonwealth
has taken over all the existing debts of the States; and
for future loans the Australian Loans Council, consisting
of the Treasurers of the Commonwealth and the States,
created in 1924, is to determine the order in which the
Commonwealth, the States and the various public bodies
created by the State lLegislatures shall come upon the
Australian market. The Council has already been acting
as the central borrowing authority, and the loan opera-
tions both ot the Commonwealth and the States have been
conducted in accordance with the plans adopted by it.
The borrowing in New York and in London is now
conducted solely by the Commonwealth, and the loans
floated under the new arrangements have been a great
success. The Commonwealth has assumed liability for
interest on State debts to an amount of £7,585,000, and
will contribute towards the sinking fund of the existing
debts at the rate of 2s. 64. per cent per annum ; and all
new debts created by the States are to be paid off through
a sinking fund of 10s. per cent per annum, of which the
Commonwealth will contribute 5s. The subventions of the
Commonwealth towards the interest on State Debts and
the sinking funds of their old and new debts will in the
aggregate be larger than under the per capita system.
The discontinuance of the capitation grant, therefore, has
led only to its being replaced by another calculated on a
different basis. The States will still receive substantial as-
sistance from the federal exchequer. Instead of receiving
an assignment for general expenditure, they will receive
a grant for the payment of interest on public debt and the
repayment of the debts themselves. Moreover the estab-
lishment of the Loans Council and the flotation of loans
according to its plans will be a great advantage all round.
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Under section 9 of the Constitution, the Common-
wealth is authorized to grant financial assistance to any
State on such terms and conditions as Parliament may
think fit. It grants a subsidy of 415,000 per annum
to the various States for the treatment of venereal
diseases, and is also performing the function of co-
ordination in a number of other ways.

The creation of a central tax-collecting and borrowing
authority is a milestone on the path of financial co-
ordination. It is a recognition of the need of providing
against conflicts of authority, duplication of efforts and
undue competition in the fields of borrowing and taxation.
There is great reluctance to adopt any measures which
might be construed as implying any derogation of the
dignity of the States on the one hand, or any abdication
of the unrestricted authority of the Commonwealth to
impose and collect taxation on the other. It is not
easy to break the old moulds; and progress towards a
better adjustment of financial relations is slow, and in
some respects halting. But, as remarked above, a move
in the right direction has commenced, and is likely to
continue, gaining in effectiveness and momentum with
the passage of time.

South Africa

South Africa is hardly a federation. Officially it is
called a ¢legislative union’. Despite the fact that prior
to 1910 the territories now included in the Union were
dominated by particularistic tendencies, the Central
‘Government in South Africa is all-powerful, and the
Provinces have only limited powers of legislation and ad-
ministration. Natal has not altogether reconciled itself to
the supremacy of the Union Government ; but the other
three Provinces regard the fact as an element of strength,
and do not find the restrictions under which they have to
conduct their administration specially irksome. In finan-
.cial matters the Central Government is, if anything, even
more powerful. The Provinces have extremely limited
powers of taxation. The bulk of their revenue is derived
from sources administered by the Central Government or
assignments. The Union is in exclusive control of all
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the important sources of revenue. But even so it is.
worth while for students of federal finance to know
something about its finances. The unity, which is the
basis and the purpose of the South African Constitution,,
has had to be evolved, and was not there in the past; and
the process of evolution is not yet complete. Central ad-
ministration is now an economic necessity, and most of
the taxes have of necessity to be assessed and collected
by the Union ; but the problem of the twentieth century is
to discover methods by which it may be possible for the
constituent units of a federation to develop their own
life without introducing local anarchy in the administra-
tion of finances. This has to be done in all countries which
are, or are aspiring to be, federations; and complete
success has not been achieved anywhere as yet. South
Africa is also in a state of transition. It has secured the
initial advantage of having established constitutional unity.
It has still to make it a living fact ; but once that has been
done, it will have to enlarge the powers and resources of
the Provinces. The Union of South Africa can never be
a political merger. It will be necessary to pool the
achievements of the different Provinces, and remain
united for common ends; but that can be done on the
basis of functional and, therefore, financial autonomy. Its
finances even now are instinct with a purpose which can
only be described as federal ; and with the development of
its latent tendencies, the financial system will appproxi-
mate more and more to the modern federal ideal. A
brief outline of the existing arrangements may, therefore,
be attempted.

The constitution of the Union did not define the
financial relations of the Union and Provincial Govern-
ments during the years 1910 to 1913. When the Financial
Relations Act came into operation, the funds required
by the Provinces were provided by grants from the
Union exchequer. A provision was made thetein for
the appointment of the Financial Relations Commis-
sion, whose report was made the basis of the Act of
1913. Under it all the important sources of revenue
like customs, excise, mining revenues, succession duties
and income-tax were reserved to the Union Government..
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They were administered by that Government and all
receipts go to the Union treasury. The revenue from the
transfer duty on fixed property, licences for the sale or
supply of liquor and native pass fees were collected by
the Union Government ; but, instead of being credited to
the Consolidated Revenue Fund, were paid over to the
Province in which they were collected. The average
revenue of the Union Government from 1910-11 to 1914-15
was £415:8 millions, and the provincial revenue only £1-2
millions. In 1922-23 the central revenue amounted to
£27-25 millions and the provincial to £3+5 millions.? The
Union Government has had, and still has, an undivided
control over the bulk of the total revenues of the
Union.

The Provinces were to derive their revenues from
assignments from the Union exchequer, revenue trans-
ferred or assigned to them, and taxation which they
levied by virtue of their taxing powers under the
constitution. These powers were limited, and the taxes
which the Provinces could impose were specified. The
principal taxes which they imposed under their own
authority were an amusements tax, tax on totalizators,
vehicle tax, house-tax and a tax on immovable property.
The receipts of the three taxes mentioned in the preceding
paragraph were assigned to them. But they relied
mainly upon subsidies from the Union for their funds.
The Act of 1913 provided for a subsidy from Union
funds for one-half of their normal and recurrent expendi-
ture ; but later on these grants were made subject to some
limitation as regards the annual increase in such expendi-
ture, as it was felt that the Provinces were expanding their
expenditure at a rate which was neither justified by their
needs nor by the growth of the revenues of the Union.
A special subsidy of £100,000 each was granted to Natal
and the Orange Free State, in view of the fact that the
funds otherwise placed at their disposal were insufficient
to balance the initial expenditure of these Provinces.
It was specially provided that the expenditure incurred
by certain local bodies should be included in the ordinary

1 Official Year Book of the Union of South Africa, 1910-24,
174



The Financial Settlements in Federal Stalcs

expenditure of the Provinces, for the purpose of assessing
the subsidy, in order to put the Cape Province on terms
.of equality, financially, with other Provinces, since its
provincial services were largely carried out and paid for
by the subsidiary local authorities. In 1922-23 the sub-
sidies of the Union Government amounted to £4 millions,
having risen to that figure from an average of £2'8
millions for the years 1910-11 to 1914-15. As the total
revenue of the Provinces for that year was £3'5 millions,
these subsidies accounted for more than half of their
total receipts. In Natal and the Orange Free State the
Union subsidies, general and special, amounted to
£563,032 and £577,408, respectively, out of total receipts
of £976,251 and £940,827.1

In September 1922 a Commission was appointed to
enquire into and report upon the finances of the Provinces.
This Commission is known as the Baxter Commission,
after the name of its President, Mr. W. O. Baxter. The
Commission condemned the system of subsidies to the Pro-
vinces on the pound for pound basis, pointed out that the
growth of expenditure on certain heads, and particularly
on education, had been excessive, reccmmended certain
sources of revenue as appropriate to Provincial adminis-
tration, and was of opinion that the sources of revenue
open to the Provinces should be clearly defined and
limited, and should be enumerated in an Act of Parliament
as their only sources of revenue. They also recommended
that a general survey of the four Provinces should
be made with a view to drawing up a programme of
capital expenditure. For the economical administration
of the country, there should be more co-operation between
the Union Government Departments and the Provincial
Administrations, and local authorities with financial
responsibility should be developed. As a result of their
recommendations, in 1925 a new Act was passed to
regulate the financial relations between the Union and the
constituent Provinces. The system of subsidies has been
changed; and now they will be distributed on the basis of
the number of pupils attending the schools in the
X

1 Orficial Year Book of the Union of South Africa, 1910-24,
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Provinces, and the method to be employed in prepa
educational statistics is to be laid down by the Ui
Government. The taxes which the Provinces can img
are specified, and include, besides an amusements

auction duties, taxes on betting, a tax on immov:
property, taxes on personal income, and taxes on ¢
panies, other than mutual life insurance compan
but are subject to certain limits laid down in the .
The object of the measure is to promote gre
co-ordination, and to bring home to the Provinces t
own financial responsibility for the administratior
the functions assigned to them. The Provincial subsi
till 1922-23 were really subventions, being half

provincial expenditure ; but the Union Government

no power to regulate this expenditure or its grov
Now it will be possible for them to make the subsic
proportionate to the school enrolment and to adjust tt
to the needs of the Provinces without impairing
financial authority of the latter. They will now be m
like assignments, though they will be granted on

basis of educational statistics. The change is certai
an improvement, and will increase the efficiency
financial administration in South Africa.

This account of the system of public finance of ele
federal States, in all cases brief and in some necessa
fragmentary, may now be concluded with a few genc
observations. What have the successes and the failu
of these systems to teach us ? A great deal, if we are o
willing to learn. The first and the most obvious fact,
importance of which has to be appreciated, is that all th
federal States are, in respect of their financial relati
with the constituent units, passing through what may
called a twilight period. This is due to two reasons. ']
first is that the growing unity of economic life has m:
local boundaries unimportant; and indeed they are n
obstructions in the way of a more efficient organizat
of economic life. In the fiscal sphere this developm
has changed the base of assessment and administrati
and has given rise to the necessity of a central cont
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of direct and indirect taxes. The coalescence of
different parts of every country into one economic
whole renders it difficult to carry on their adminis-
tration on the assumption that each part should have its
own orbit of political life and fiscal activities. Railways,
ramifying enterprises, and the dispersion of economic
interests have necessitated a re-orientation of the whole
policy of the federal Governments. They must still be
in charge of functions which are common to the whole
nation, °either because all the parts of the nation are
alike interested in them, or because it is by the nation
as a'whole that they can be satisfactorily undertaken.’ ?
But the integration of economic life has increased the
number and importance of the functions in which all the
parts of the nation are alike interested, and also of those
which can only be satisfactorily undertaken by the nation
as a whole. It is not sufficient that the federal Govern-
ments should be responsible for national defence and the
regulation of commerce. They have to assume respon-
sibility for guidance, supervision and even control in many
new spheres, and cannot remain passive when the needs of
the times call for concerted action in so many directions.
The other reason, which accounts for the change that is
coming, is that the quickened social consciousness of the
people requires that the nation should rise to a higher
level of creative activity. In matters relating to educa-
tion, public health and social policies, there is a demand
for the attainment and maintenance of a national minimum
of efficiency and progress. The federal Governments
have had to undertake numerous cultural and economic
functions which, fifty years ago,would have been regarded
as the sole concern of the constituent states. The joint
result of the working of these factors is that the necessity
of financial re-adjustments has become imperative, and
they are being made in all federal states. But it is not
possible to make them without disturbing old preju-
dices and long-established traditions. The American
Constitution was framed in 1787, and its fathers could
not possibly have envisaged the developments that have

1 Bryce, American Commonwealth, p. 33.
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taken place since then. The constitutions of other federal
states are more recent, but the ideas implicit in them are
not always in harmony with the needs and ideals of the
times. Most of them aim at a balance of powers, and an
attempt to put them to unaccustomed uses is producing
internal stresses and strains of varying degrees. The new
constitutions, framed after the war, avoid the pitfall of a
rigid demarcation of spheres, but have still to find their
own moorings. Their difficulties are due to the necessity
of making adequate provision for constructive initiative
on the part of the component parts of the federation
without undermining the efficiency of the national life
as awhole. The two extremes of local anarchy and
local atrophy have to be provided against. There isa
middle path, but it is not easy to find it. The result is
uncertainty all round. Tentative plans, experimental
measures, provisional schemes have had to be adopted
in order to find a new and stable basis for financial rela-
tions in federal states. There is no doubt that one
chapter in the history of federal finance has been closed.
It was related to the federalism of powers, which is now
a thing of the past. But another has not been definitely
opened as yet. It belongs to the federalism of functions-
which in its fullness has still to be inaugurated. It is’
already there, and must be regarded as a formative
factor of great potency, but it has not crystallized into a
political creed as yet. It has to find its own mechanism,
develop its own technique and forge its own instruments
for the realization of its purposes. That will take time.
In the history of nations there are no wild bells to ring
out the slowly dying causes, and ring in the things to be
all atonce. There is always what H. G. Wells would call
‘ the meanwhile ’—the period of anticipations, of trial and
error, of new modes of thought and action. In federal
finance things are in a state of flux. We are passing
through a stage of re-adjustments, There is, therefore, a
great deal of confusion and uncertainty ; but there is also
an ever-increasing understanding of the purpose which has
to be realized. Whatever we may do in India, it is hoped
that we shall not commit the error of giving any finality to,
our financial settlement. Besides the conditions peculiar
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to India, which suggest the need of our adopting only
provisional measures, the working of world factors
goints to the necessity of not incurring any commitments
which may make future adaptations a matter of difficulty.
The financial settlement must be flexible, if it is to satisfy
our special needs; and it must be in keeping with the
tendencies that are in operation everywhere.
Administrative centralization in the fiscal sphere, which
is proceeding apace in so many countries, is the direct
outcome of the working of these forces. It is complete in
Germany, Austria, South Africa and Russia, and its need
is being felt in other countries. In Australia unity in the
principles and rates of assessment has still to be achieved ;
but a central assessing and collecting authority has been
established. The importance of the central control of
customs and excise duties has been appreciated ever since
the inauguration of the American Constitution. The fact
that, in almost all federal constitutions, the federal
Governments are invested with exclusive jurisdiction over
these taxes is clear evidence of the inherent necessity of
centralizing their administration. But now it is being
realized more and more that a conflict of jurisdictions due
3 the decentralized administration of direct taxes is a
serious inconvenience, and can be put an end to oaly by
doing away with such decentralization; and it is also
obvious that this end cannot be achieved without giving to
the central Government full authority over the assessment
and collection of the direct taxes which are imposed on
‘ objects’ of national importance. In 1919 the Common-
wealth of Australia made an offer to the States to collect
their direct taxes at one-third cf the cost which was being
incurred by them. This offer was followed by a counter-
offer by the Treasurer of the State of Victoria in these
words : ¢ I am prepared to offer that Victoria will collect
your (Commonwealth) taxation, in Victoria, at half what
it is costing you at the present time.’! The Common-
wealth Treasurer replied: ¢ I have thought it over, and I
rejected it for reasons explained to the House of

‘FSecond Report of the Australian Royal Commission on
ZTaxation, p. 71.
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Representatives ;’ and the most important reason given
for the rejection was that, while it was possible for the
federal machinery to be mobilized and organized so
that the State machinery might disappear, it was im-
possible to administer through State agency a graduated
tax on persons who did business in many States and
derived income from diverse and widely scattered
sources. The answer was conclusive; and after giving
a trial to a method which admitted of both the Federal
and State taxation officers having a hand in the
administration of direct taxes, it was decided in 1926 that
their administrative control should be taken over by the
Commonwealth. This is the only way in which the evil
arising from a clash of competing jurisdictions can be
remedied. The fact that direct taxes, at varying rates,
are being assessed and collected independently by the
State and Federal authorities in the United States,
Canada, Switzerland and some other federal States is no
argum ent against administrative centralization. Con-
stitutional theory and practice in these countries have
not kept pace with changing circumstances; and the
makeshift devices adopted there, to get over the difficul-
ties created by ‘the possible combinations which are
terrifying in their complexity ’, only show that it is the
past which is an obstacle in the way of fiscal reform.
A country, whose own past presents such formidable
difficulties and in so many directions, can ill afford to let
the past of other countries be a determining factor in its
financial re-adjustments. ‘
The necessity of administrative centralization leads to
another result which follows it ‘as night the day’. If
all important taxes, direct and indirect, are to be under
the legislative and administrative control of the central
authorities, there cannot be a ¢genuine and complete
separation of resources’; or to use the terminology of
Dr. Hensel, the ‘object’ sovereignty and *‘ produce’
sovereignty cannot be vested in the same authority. If
the federal Government is to administer customs, excise,
income-tax, the inheritance tax and sales tax, it cannot be
allowed to appropriate their entire yield. There must be
a division of receipts. There are different methods by
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which this can be done. Some of them will be discussed
in the next chapter. Apportionment of yield brings
everal complications in its train, and it is not possible to
eliminate the element of arbitrariness from it altogether.
Itis much simpler to have a segregation of resources and
functions, a financial and administrative clean cut. But
the conditions of the world are not simple to-day, and
simple solutions of complex problems do not fit in with
existing facts. Each Government ought to be assigned
the sources which are appropriate to its administration.
But it is impossible to ensure that they will yield it
revenues adequate, and no more than adequate, for its
needs; and as most sources of taxation are appropriate to
the central administration, it is inevitable that the states or
provinces should receive a large portion of their receipts
from taxes which they are not in a position to administer
or control themselves. Social surplus has now become
an all-important element in the income of individuals
and groups. Organization and conjuncture count for so
much, and the isolated efforts of the individual for so little,
that it is difficult to allocate to each his contribution to
the common heap. This is why a national minimum
fvage-fixing machinery has been introduced in so many
countries, and why family allowances and maternity
endowments are acquiring such a great vogue. The
same considerations apply to political authorities, whose
jurisdiction is not co-extensive with the entire economie
life of a nation. It is very difficult to say how far the
incidence of taxation rests on those on whose political
allegiance they may be considered to have a prior claim,
and how far the incomes of such persons can be credited
to their public account. There has to be a central
administration of taxes and an apportionment of their
vield on an equitable basis. Equity is an object which
it is extremely difficult to realize. But the difficulty is
rooted in the facts of economic life ; and we have to do
the best that we can under the circumstances to secure
an equitable distribution of resources. This, however,
cannot be done by combining the ¢ object ’ and ¢ produce’
Xovereignty of taxes in the same authority.

The same factors also account for the contributions
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paid by the federal Governments to the state authorities,
which are such a common feature of federal finance all
over the world. Payments corresponding to our Provin-
cial contributions are practically non-existent. The
matricular contributions in Germany disappeared in 1919 ;
and would have disappeared, as already stated, in 1879 if
political considerations had not come in the way. In
Switzerland the Federal Government has the constitu-
tional right to impose contributions on the Cantons ; but
the right has fallen into disuse, and is now only a rusty
and ineffective weapon in the fiscal armoury of the Swiss
Federation. A federal Government ought to possess
an overriding power in the case of war and.disasters of
the same magnitude; but as a normal feature of the
financial settlement of federal states, contributions by
the states to the federal exchequer have no claim to
serious consideration. But contributions from the central
treasury are found in almost all federal states, and they
are likely to remain an important characteristic of their
financial settlements. There are differences both of kind
and degree in these payments, which are important and
significant, It is necessary to distinguish them from
each other, and to use different words for each, though in
practice these distinctions are generally overlooked.
The first in order of importance are what we have called
assignments, the amounts credited to state or provincial
treasuries under the terms of an agreement. They
accrue to the states or provinces as a matter of right,
and do not involve any control of their policy or adminis-
tration by the federal Government. The revenues
handed over to the States by the Reich in Germany, the
per capita allowance in Canada under the Act of 1907,
and in Australia under that of 1910, come under this
category. The so-cailed subsidies in South Africa,
granted as a share of the normal and recurrent expendi-
ture of the Provinces till 1925, though not quite on g par
with these payments, are also assignments. They had
to be abandoned on account of a disproportionately rapid
growth of Provincial expenditure ; but the Provinces had
a claim to them not as a matter of grace but of right.
These assignments are necessary on account of the
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Federal Government having the administrative control of
revenues which are more than sufficient for their needs.
They are a means of division of the yield of taxes; and,
as stated in the preceding paragraph, are inevitable in
the existing circumstances. In the second place, there
are grants for specific purposes, which, however, do not
carry with them any material curtailment of the
autonomy or powers of the States or the Provinces.
The specific grants to meet the expenses of Provincial
Governments in Canada, the payments according to
the number of pupils on the rolls in South Africa, and
the new grants towards interest charges and sinking
funds in Australia belong to a class by itself. Being
given for specific purposes, they are more like the
grants referred to below; but as they do not circum-
scribe the financial powers of the constituent States,
they partake of the character of assignments. It is
not possible to suggest that the States in Australia
or the Provinces in South Africa are less autonomous
than they would be otherwise because the former receive
a contribution from the Commonwealth towards their
interest charges and sinking funds, and the latter
receive grants from the Union Government in propor-
tion to the number of pupils on the rolls. In spite
of their superficial resemblance to grants which do in-
volve central control, they must be differentiated from
the latter. In the terminology of finance they have not
been given a distinctive name, and may, for want of a
better term, be called subsidies. In the third place, there
are grants-in-aid for specific purposes which are paid,
subject to definite conditions as regards the objects and
manner of their expenditure, and entail an inspection and
supervision of the State or Provincial administration
by officers of the Federal Government. The federal
grants in the United States for vocational education,
hygiene and highways, in Switzerland for numerous
objects of social utility, in Germany for specific appro-
priations, in Canada for highways and for technical and
agricultural education, and in Australia for venereal
diseases, are of this description. They are paid either be-
cause the constituent States have to undertake ¢ national’,
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and therefore ‘ onerous ’, functions or because they need
an impetus for embarking upon certain desirable
activities, and get it in the form of monetary assistance
from the Federal Governments. These grants are, to
use the words of Sidney Webb, ¢the necessary hinge in
the flap.’ Federal Governments have now to enlist the
co-operation of the States or Provinces for promoting
objects of national importance; and their ability to back
their invitation to the latter to participate in the realiza-
tion of these objects with a conditional offer of pecuniary
aid makes the States more responsive to this call from
the centre, and also more willing to submit to central
direction. These grants may be called subventions, and
their centralizing intent and purpose must be admitted. It
is, however, to be noted that in most cases their object is
to promote co-ordination and not to establish control.
The line which divides co-ordination from control cannot
be clearly drawn; and in practice a great deal has to be
left to the good sense of the administrative authorities.
But in a federal state the independent status enjoyed by
the states or provinces isa great safeguard against their
being used to sap the autonomy of the latter. They
have their own legislatures, their own administrative
machinery, and their own resources; and the success of
policies introduced on the initiative of the federal
authorities depends upon the willing and even enthusiastic
co-operation of the constituent states, which cannot of
course be forced from above. In India it is not easy
to appreciate this point on account of the deadening effect
of years of centralization; but, in federal states with a
well-developed political life, even the subventions need
not be a menace to the political autonomy of the states
or provinces. They are only the means by which the
urgent need of co-ordination is satisfied. Assignments,
subsidies and subventions are the three forms in which
the federal Government makes payments to the states
or provinces ; and though the distinction between them is
not always clear-cut, it is of great practical importance.
These payments are likely to remain a permanent feature
of systems of federal finance, and may be further
developed owing to the facilities which they afford for the
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apportionment of funds and the co-ordination of activities

~of common interest and importance. These grants-in-aid
have been acclaimed by eminent thinkers as an instru-
ment pre-eminently suited to the needs of modern
democracies. Prophecy is rash when we are moving
so fast, but it is not improbable that in the further
elaboration of assignments, subsidies and subventions
the federation of the future will find a convenient
and adequate method of evolving unities out of
enduring differences. That is, however, a matter for
the future and therefore uncertain; but it is clear that
contributions from the federal Governments to the
states or provinces are a normal feature of almost all
federal constitutions.

It is also noteworthy that special grants to particular
states are not uncommon, and their necessity is taken
for granted. Such grants have been given to the
Western States in the United States, to British Columbia
and Prince Edward Island in Canada, to the Orange Free
State and Natal in South Africa, and to Tasmania and
Western Australia in Australia. They are given because
of the special difficulties and disadvantages of the
states or provinces concerned, and their amounts are
determined by the needs of the recipients. They are
in the nature of assignments, and the states receiving
them are not subjected to a larger degree of central
control owing to the special assistance to which
they are considered entitled on account of their special
needs.

The Taxation Enquiry Committee remarked that there
was no federal state in which the distribution of the
taxes between the federation and the states that com-
posed it was based upon considerations of pure theory.
This is so, and there is no objective standard for the
allocation of resources. The conditions of the problem
differ so widely that its solution has to depend mainly
upon considerations of expediency. But it is likely that
the re-adjustments, which are in progress in all countries,
will make the fiscal inter-relations of different political
authorities less essentially dissimilar in the future; and
there will be a tendency to assimilate to the same ideal
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and to express the same purpose. Therelare not and
cannot be any ultimate values in federal finance; but as
Burke said, ¢ The revenue of the State is the State. In
effect all depends upon it, whether for support or for re-
formation; ’ and the reconstruction, whichis now a world-
wide phenomenon, will, because it is prompted by the
same forces, produce similar reffects upon the fiscal
systems of different countries.
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CHAPTER VI

The Re-allocation of Resources

We have now come to a point at which it is possible
to turn to the problem of reconstruction in the immediate
future. Reconstruction has to proceed on many lines,
but the redistribution of revenues is of primary impor-
tance, and will cause the greatest difficulty. There is a
general agreement of opinions as to what has to be done.
The country is in an extremely backward condition, and
cannot take its rightful place in the comity of nations
without the fullest possible development of its material
and moral resources. Political freedom is an essential
and preliminary condition of realizing this object, because
we cannot rise to the height of our possibilities without
self-confidence and self-respect, which that alone can give.
But political freedom cannot be turned to the best account
unless the nation is equipped with an adequate and
efficient organization, and knows how to use it. Finan-
cial reconstruction, being an integral part of the general
reconstruction of our national life, has to provide condi-
tions necessary for the attainment of a high level of
development and progress. Its aim, as that of all other
measures of reform, should be to open new avenues for
organized activities and to utilize fully those which are
already there. Finance is not mere political arithmetic,
it is the science of national economy ; and.theutility of its
formative side depends upon its discovering opportu-
nities for constructive enterprise and fresh adventures in
the field of concerted efforts. This is the practical
aspect of the problem of federal finance; and there
cannot be any doubt or dispute regarding its supreme
importance. '

For the full development of our national life we
require almost unlimited fiscal resources. The needs,
which have to be satisfied, are so many and so urgent
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that even the utmost expansion of the public revenues
will fall short of the barest minimum which it is neces-
sary to provide. It has been estimated that a scheme of
free and compulsory mass education will, if it is to be put
into operation, cost about Rs. 60 crores. This is a need
about the urgency and importance of which there cannot
be any difference of opinion. There are many others,
which are equally pressing, and for which an enormous
amount of money will be needed. The provision of the
civic minimum for one-fifth of the human race cannot but
be a very costly undertaking. Itis impossible to find all
the money that will be required for the purpose ; and for
a very long time to come we shall have to give precedence
to those public wants which must be first satisfied before
others are attended to. But even thenit will be absolutely
necessary to develop our fiscal resources as much and as
fast as we can, if we are to have the satisfaction of feeling
‘that we have done our best. This, of course, means that
additional taxation will have to be imposed ; and the pre-
valent belief that the limit of our taxable capacity has
already been reached, if not exceeded, will have to be
given up. The limit of taxable capacity is conditioned
by the purpose for which the yield of taxationis used;
and, given the will, it ought to be possible to increase
the supply of funds for beneficent activities. There is
need of and room for economy in every direction. We
shall have to acquire the habit of going without a
number of costly luxuries to which we have become
accustomed under foreign rule. A poor country has to
make the most of its limited resources, and must use
every pie to the best advantage. Economy ought
to be our most important source of revenue. But even
if we were free to introduce ail the measures of economy
which we consider necessary, we shall not be able
to save amounts large enough to finance even a small
fraction of our needs; and if we raise the salaries of the
subardinate public employees, who are, as is well known,
extremely ill-paid, the funds, which even the most rigorous
measures of economy can make available for develop-
ment, will be utterly inadequate even for our most urgent
reforms. Moreover, one elementary fact of the present
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situation has also to be borne in mind, viz., that political
conditions render it impossible for us to enforce economy
in the directions in which it is most needed, and the
possibility of our adding much to our public revenues is
still further limited on that account. 1t is, of course, not
suggested that we should acquiesce in the present order
of things, or cease to protest against the wasteful and
disproportionately high scale of expenditure which has
been set up in India. We must introduce an Indian
scale of expenditure, and make use of all the political
power which we possess and may acquire to bring
home to the public authorities the need for the most
rigid economy in our administration. Our experience,
since the Reforms, shows that the need of extreme vigil-
ance against the extravagant demands of the Indian
element in our public services is even greater than in the
case of the non-Indian personnel. The latter will be with
us for some time to come, but must now be treated as a
factor of decreasing importance. The former, however,
we shall have with us for all time; and once entrenched
in a position of power and authcrity, they will make a dead
set against all efforts that may be made later on to
reduce the scale of salaries of the higher services. There
is need, therefore, for the utmost vigilance in this matter;
and we must do our utmost to build up new and better
traditions in the public expenditure of the country. But
the facts of the situation must be faced. There are certain
things which are not possible in the immediate future, and
it will be folly to act as if they were ; and one among them
is that the scale of expenditure cannot be appreciably
reduced for years to come. It is no use insisting that
the greatest possible economy must precede additional
taxation for financing the development of our resources,
when we know that the former, besides not being
possible, cannot take us very far, and that without the latter
we have to face the alternative of complete stagnation in
our national life.

We have, as a matter of fact, to change our whole
attitude towards taxation, and accept fully the obligations
of our coming freedom. Our political subjection has.
fostered in us a belief that taxation is a necessary -evil,.

189



The Essentials of Federal Finance

and that there is no point below which it is not right to
reduce it. This negative view of taxation is not confined
to India, but it is more potent here owing to the absence
.of political freedom. It has to be abandoned, if we want
to create an atmosphere which may stimulate us to intel-
lectual endeavours worthy of the citizens of a free state.
The general attitude towards taxation has undergone a
change everywhere in the last generation; and it is, to
quote the words of Professor Seligman, ‘ no longer regard-
ed as a burden to be exacted from the unwilling victim,
but as a contribution cheerfully rendered by those who
are alive to a sense of collective responsibility implicit
in the very conception of democracy ’. Another factor,
which has brought about this change and is closely
related to the first, is that it is realized that public
expenditure in most cases means better economy for the
nationthan an equivalent amount of expenditure by
individual citizens, and, therefore, additional taxation is
to be welcomed as a means of diverting national resour-
ces from individual to collective channels. We have to
develop that ‘sense of collective responsibility implicit
in the very conception of democracy’, and to realize the
importance of taxation as a method of utilizing the total
income of the community to the greatest advantage.
This change has to come if we are to discharge the civic
duties which our new civic rights will bring with them.
The Meston Committee considered it an unthinkable
sequel to the administrative changes introduced by the
Reforms that they should be followed by measures ot
additional taxation. They were right from their own
point of view, but now we must adopt a different stand-
point. The best thing that.can happen to India, after the
introduction of the new constitution, is that there should
be a general movement towards raising the level of
Central, Provincial and local taxation, with a view to
provide the country with the amenities of a progressive
and up-to-date administration. It will be the most con-
clusive evidence of the determined purpose of our people
to embark upon our new freedom with a full understanding
of its responsibilities, But this consummation, how-
soever devoutly we may wish for it, cannot take place
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for years to come ; and a long period of political education
must elapse before the people learn to appreciate the
true character and importance of taxation. Yet it is
certainthat we cannot afford to reduce taxation in the
near future, and the talk of doing our duty by the
general tax-payer is utterly beside the point ; and this is
so in spite of the fact that our present system of taxation
is extreimely regressive, and the need of giving relief to
the poorer classes, which, of course, means the bulk of
the community, is great and pressing. There is no country
in the world in which the state takes away from one-third
to one-half of the net profits of cultivators, owning three
to five acres of land and in most cases less, and also taxes
them through customs, excise, salt, fees and public
utilities. Our people are heavily taxed, but still the
best way of giving them relief is to change the incidence
of the benefits of expenditure and not to reduce the
taxation itself. It is, of course, a necessary corollary of
this line of reasoning that the richer classes must be
made to carry much heavier fiscal burdens, and the
principle of progression and differentiation more fully
developed in our tax system. The inequalities of
incomes in India are even more glaring than in other
countries, and it is in the interests both of fiscal and social
equity that the upper ten should be required to contribute
much more than they do at present to the public
exchequer. There is, therefore, no prospect of reducing
taxation; and it ought, if possible, to be raised with the
willing consent of the accredited representatives of the
people.

It was necessary to emphasize the necessity of addi-
tional taxation as it is generally assumed that one of the
first uses to which we ought to put our political freedom
is to reduce the existing level of taxation. This is a false
hope which we have been holding out to ourselves, and
the sooner we give it up, the better. Some re-adjust-
ments will, of course, have to be made ; but, on the whole,
the level of taxation has to be raised, and the distribution
of its burden can be made less regressive only within
very narrow limits. That, however, does not affect the
necessity of the re-allocation of resources, In the first
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chapter, the principles which ought to guide us in making
fiscal re-adjustments between the Central and Provincial
Governments were enunciated. They may be briefly
stated again. The integrity of the system of taxation
must be safeguarded. The problem of taxation must be
viewed as a whole, and the allocation of resources must
not undermine the federal spirit, which implies that the
ends of unity and autonomy must both be adequately
provided for, and that measures must be adopted for the
prevention of the serious evil of the conflict of jurisdic-
tions. A scheme of re-allocation of resources, to be of
any use, must be capable of early application. It must
respect the facts as they are, but should also be designed
to meet the need of changes that may have to be intro-
duced in the interests of harmony and efficiency. It
should be based on a large measure of general consent,
and give adequate revenues both to the Central and Pro-
vincial Governments. The Central Government should
have funds to discharge its duties in respect of national
defence, regulation of commerce and co-ordination of
functions of national importance; and the Provincial
Governments should, of course, have large and buoyant
resources for the progressive development of the func-
tions assigned to them. The basic feature of the scheme
must be that each authority should be placed in charge of
the taxes which appropriately belong to it, and the
adjustments necessary to provide adequate revenues to
all Governments made by a suitable apportionment of
their yield. To these principles may be added another,
which is of special importance under the peculiar circum-
stances of India. The scheme must make provision for
the rectification of the old and long-standing inequalities
among the Provinces. This point has already been
dealt with in almost wearisome detail, and it is not
necessary to labour it further. The Government of
India must assume the obligation of making some
amends for the neglect of this duty in the past.

The consideration, then which is of paramount im-
portance is that each Government must have assigned to it

the sources of revenue which are appropriate to its own -

administration. The question of re-allocation of resources
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may first be discussed in the light of this consideration.
There are certain sources of revenue about the allocation
of which there is not any room for difference of opinion.
These can be easily disposed of. They are of customs,
revenue excises, salt and land revenue. Of these the first
three must be administered by the Central Government,
and the fourth by the Provincial Governments. Customs
are in all federal states reserved to the Central
Government; and as a number of federations are
the outgrowth of a customs union, or were created
to establish uniformity of tariffs, a federation without
the centralization of customs is unthinkable. In Brazil,
export duties are imposed by the Provinces; but as
very little is known about the practical effect of this
allocation, it may be assumed that the experience
of all countries and ordinary commonsense are in favour
of the Provinces being precluded from having anything to
do with the determination of the policy and rates of cus-
toms duties or with their assessment and collection. It
may be possible to allow the Provinces, or some of them,
to appropriate the yield of export duties; but that is a
different matter, and will be dealt with in the next chapter.
The same considerations hold good in the case of revenue
excises and the salt-tax. The latter is partly a customs
and partly an excise duty, and has to be administered
according to the principles applicable to both. Excise
duties are also exclusively imposed by all federal
Governments ; and the necessity of this provision arises
from the impossibility of preserving the economic unity
of a country or inter-State harmony withoutit. No Pro-
vince can be permitted to create impediments in the way
of the freedom of internal trade; and the imposition of
excise duties must, therefore, be the sole concern of the
Government of India. This ought to be true of all excises,
both revenue and restrictive ; but the case of restrictive
excise duties has some special features of its own, and
must be considered by itself. The revenue derived from
the export of opium will, of course, remain a Central
receipt for a few years more till its export is stopped
é}ogether as a result of the fulfilment of the international
obligations assumed by the Government of India.

193
13



The Essentials of Federal Finance

The land revenue should go to the Provinces. It is
an anachronism, and cannot be given a place in the fiscal
system of a country which wants to re-model its taxation
in accordance with the principles of fiscal science. But
very few countries are in that happy position, and India
is not one of them. This archaic tax has, therefore, to
be with us for a long time yet. It is full of anomalies
and contradictions, the removal of which will take a long
time. The incidence and effects of land-revenue not only
vary from Province to Province, but also from district to
district in the same Province ; and in spite of voluminous
codes and elaborate regulations the assessment is in most
cases made on the basis of nebulous and hypothetical
data, and the process gives free play to subjective factors.
In Provinces like Bengal and Bihar, its yield is absolutely
fixed; and in other Provinces conditions of rigidity
are supervening with a rapidity which augurs ill for the
future. Its administration is practically a part of district
administration; and through it the district officers are
brought into contact with the every-day life of the people.
These considerations make it par excellence a Provincial
head ; and it is not possible to think of any arrangement
under which it can be administered by the Government of
India. 7The land-tax in Australia is now being assessed
and collected by the Commonwealth; but in all other
countries the tax on land and fixed property is adminis-
tered by the State or the local authorities, and its
suitability for local purposes is beyond question. Land
revenue in India must, therefore, remain a Provincial
head.

There are four other sources of revenue which ought
to remain Provincial. Irrigation is a semi-commercial
undertaking, and its fiscal importance in some Provinces
is considerable. Its administration is now closely
connected with the land-revenue administration ; and the
charge levied for water is, over a large area, merged in
the land-revenue demand. It is a bad combination, and
makes it extremely difficult to say whether all the
revenue credited to irrigation is really due to it, for the
manner in which receipts, due to irrigation, are differen-
tiated from the land revenue proper is arbitrary in the
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extreme, and from the point of view of sound accountancy
these charges present almost insoluble problems. The
- amalgamation of the two is an act of folly for which the
Government of India are responsible, and is to be ex-
plained by their having lost sight of the essential
differences between them in their desire to introduce
a convenient arrangement from the administrative stand-
point. The result is that what is really a public price has
come to be regarded as a tax; and it is becoming
increasingly difficult to charge the full value for the water
supplied to the agriculturists, which means that the latter
are being supplied at the expense of the general tax-
payer. All this is unfortunate, but cannot now be helped ;
and it is necessary that irrigation should also be
administered by the Provincial Governments.

This will give rise to certain difficulties and complica-
tions, for, as the Agricultural Commission has said,
‘rivers and drainage lines do not respect Provincial
boundaries,”* and the need of settling differences
between the Provinces, and between the Provinces and
the States, has already arisen and is to be regarded as a
recurrent possibility. The Thal project has had to be
‘practically abandoned on account of the differences be-
tween the Governments of Bombay.and the Punjab, and
the execution of important irrigation works like the Kistna
and Tungabhadra projects and the scheme of the Woolar
Lake as a storage reservoir have had to be postponed
owing to the failure to reach an agreement with
the Hyderabad and the Kashmir States. The dispute
between the Mysore State and the Madras Govern-
ment regarding the Cauvery project is now before an
arbitration board. Apart from these initial difficul-
ties, which will require action on the part of the
Central authorities, the administration of irrigation will, in
certain cases, necessitate the adoption of a common policy
and a common organization by otherwise autonomous
units of the federation. The Sutlej Valley project, to
give an illustration, will, when completed in 1933-34,
provide perennial irrigation to two million acres, out of

1 The Agricultural Commission Report, p. 348.
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which a million and a half acres will be in the Bahawal-
pur and Bikanir States; and it will, therefore, be
necessary for the Punjab Government and these States
to pursuc an agreed policy and maintain a common
agency for the administration of this important irrigation
work. The Provincial administration of irrigation will thus
be attended with some difficulties, and it will be necessary
to provide for a certain measure of Central co-ordination
and even control. But, as already remarked, past com-
mitments make it necessary to administer irrigation
works on a Provincial basis; though even if these were
not there, it would probably be more convenient to
entrust their management to the Provinces with an
adequate arrangement for preventing friction between
the different Governments. In any case there is now
no room for a choice in the matter, and irrigation has to
be made a Provincial subject.

Forests are of very great importance as a valuable
public estate, and can be developed to increase the
public revenues; but at present their receipts are
important for fiscal purposes in only some Provinces.
Out of a total net income of Rs. 2:64 crores! from
forests in India in 1926-27, Burma’s share was Rs. 147 |
crores ; and Bombay, which came next to Burma in this
respect, realized net receipts of only Rs. 33 lacs. In
Assam also the receipts from forests are important for
the Provincial exchequer, and have increased from Rs. 3
lacs in 1921-22 to Rs. 17 lacs in 1926-27. The forest
receipts of the Central Provinces have not been growing,
but they account for about 3 per cent of its total revenue.
In other Provinces the proportion of forest receipts to
total revenue is much smaller ; and in Bihar and Orissa the
forest department is to be regarded as a spending
department. The variations in net receipts show the
importance of local factors in the operation of forests,
and are also indicative of the fact that forests are a
field in which Provincial enterprise can find free scope.
It will be necessary to devise safeguards against a

1 Annual Return of Statislics relating to Forest Administration
in British India for the year 1926-27, Statement xix, page 31.
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particular Province charging a monopoly price for forest
products, some of which may be important raw materials
of industry, and thereby introducing excise duties of its
own in a disguised form,! but otherwise the Provincial
administration of forests is likely to be suitable and
beneficial in every respect.

Court fees and fees charged for the registration of docu-
ments are closely connected with services, which are and
and will remain Provincial ; and such receipts should go
to the Provinces, if they are to be regarded as payments
made for services rendered and assessed on the cost of
service principle. But the revenue derived from them
leaves a surplus over and above the cost of administra-
tion ; and, as it is not possible to graduate them according
to the cost of service or the direct benefit derived, they
are for all practical purposes taxes. The justification
for their being administered by the Provinces lies in the
fact of their being receipts incidental to the administra-
tion of law and justice. Whether the Provinces should
have afree handin dealing with them is another question.
The Taxation Enquiry Committee were of opinion that in
the matter of court fees uniformity of rates was desirable.
There is a possibility of transfer of litigation from one
Province to another owing to variations in the rates of
fees, but it is very doubtful whether this has taken
place to any appreciable extent. The experience of the

1 At present, under various Forests Acts, some Provincial Govern-
ments are imposing export and import duties on forest products.
Under the Burma Forests Act of 1902, forest royalties, which are
practically export duties, are being levied on a number of forest
products. These are actually collected by the customs officers,
and their annual yield is Rs. 4 to 5 lacs. This practice is justified
on the ground that it is not possible to collect forest royalties in any
other way on account of the geographical features of the Province.
Under the Indian Forests Acts, Provincial Governments can, with
the previous sanction of the Government of India levy import
duties on timbers entering their territories from outside British
India, and some Provinces are getting a small revenue by imposing
such duties. On principle, the imposition of these duties by the
Provincial Government is essentially wrong ; and, even when there

re special circumstances justifying this practice, as in the case of
Burma, it needs to be carefully watched lest it should be used for
ends for which it is not intended.
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Reforms period does not show that there is any need to
impose restrictions on the freedom of the Provincial
Governments in fixing the rates of court and registration
fees. Probate duties, which are now collected as court
fees, are the nucleus out of which a system of inheritance
taxes has to grow in India, and their administration
and assessment will have to be placed on a different
basis ; but, otherwise, there is everything to be said for
provmmahzmg these receipts.

Income-tax is a head which has been, and is llke]y to
be, a bone of contention in the ﬁnanmal adjustment bet-
ween the Central and Provincial Governments. There
are arguments in favour of the division of its yield, but
they do not weaken the case for the centralization of its
administration. The reasons given by the authors of the
Joint Report and the Report ot the Meston Committee in
support of their recommendation to assign income-tax to
the Government of India are as valid as ever, and there are
forces at work which render the necessity of its centrali-
zation more imperative with the advance of years. The
chief reason why it is undesirable to provincialize
income-tax is that it is not possible to provincialize in-
come; in other words, as the base of the assessment
of the tax is wide and transcends Provincial boundaries,
it cannot be efficienitly administered unless it is placed in
the hands of a central authority with national jurisdiction.
Provincial administration of the tax will be costly,
and lead to evasion; and diversity in the rate and
principles of assessment will give rise to the evils of
multiple taxation, and involve serious inconvenience to
the tax-payers. It is not necessary to elaborate the
argument. °‘If there is anything ’, to quote the words of
Prof. Seligman, ‘that may be considered as a well-
settled induction from experience, it is that income-tax
is less successful as the basis of the tax becomes
narrower.”? The tendency, all the world over, to
centralize the administration of this tax has already
been described; and where this end cannot be achieved
on account of constitutional difficulties or local

L The Income-tax, p. 645.
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jealousies and prejudices, the situation leads to anomalies
and abuses which involve inequity and friction in fiscal
administration. A Provincial income-tax is unworkable
because, when income is derived from an inter-Provincial
business, or its sources are diverse in character and
situated in different Provinces, it would, to adapt the
words of the League of Nations’ Committee on Double
Taxation, be impossible in economic theory to get a
direct assignment of a quantitative character of finally
resultant income amongst all the Provincial agents who
may be said to have had a finger in the pie. To put the
same argument in simpler words, it may be said that it
is impossible to secure an allocation of income among
the different Provinces on a rational basis, if each one of
them is to assess or collect its own income-tax according
to the principle and rates determined by itself. In India
local factors are still of some importance in economic
life, but their importance is decreasing with every succes-
sive year; and, what is more, income-tax is imposed
on classes of persons who, in most cases, do not owe
economic allegiance to any one Province. The argu-
ments in favour of the centralization of income-tax
administration are conclusive and incontrovertible.

The same reasons can be urged against the adoption
of a method which is sometimes advocated for giving
the Provinces a share in the income-tax receipts, though
their force is decreased by the fact that it provides for a
basis of administrative centralization. It is said that
income-tax may continue to be levied exclusively by the
Government of India, but the Provinces may be allowed to
levy what the French call centimes additionels or a surcharge,
which will also be assessed and collected for the Provinces
by the Central agency. This method is not used in any
federal state for the benefit of the component states, but
is employed in France, Belgium and various other
European countries to supplement the income of the local
authorities. It corresponds to our land revenue cess,
which is levied all over India to raise revenue for the
rural boards. A limit will have to be prescribed, up to
'which the Provinces may levy their surcharges; but even
then there will be variations in rates within the limited
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range, and it will not be possible to solve the problem of
allocation of income without adopting some compromise
or making arbitrary assignments.

The difficulty referred to above is, of course, increased
manifold in the case of corporate undertakings with a wide
basis of operation. In India, the super-tax on companies
is a tax on corporations, with an arbitrary and illogical
exemption limit. The Taxation Enquiry Committee
has recommended that it should be converted into a true
corporation tax. This has to be done as much in the
interest of revenue as that of fiscal consistency. It is
wrong in principie to treat individuals and corporations
alike in the matter of taxation; for the latter have only
a legal personality, and their existence and functions are
determined by conditions of an entirely special character.
The corporation tax is really a tax on franchise or privi-
lege ; and it should be assessed according to the principles
applicable only to ¢immortal’ but fictitious persons,
which are invested with individuality in order to secure the
continuity of industrial undertakings and their manage-
ment by competent men. Such corporations do business
all over the country, and have branches and agencies in
different cities and towns ; their head-offices and factories
are not necessarily situated at the same places, and their
capital is either mainly raised in one Province and
invested in another, or is raised from shareholders in
all parts of the country and utilized for the develop-
ment of industries in particular places. There are a
large number of companies whose capital has been
raised outside India, but which are doing business in
many Provinces, though their Indian head-office is
generally located at some important industrial centre.
It is, in these circumstances, impossible for any one
Province to tax the whole or a part of the income of
firms with such wide ramifications. This point may be
illustrated by an analysis of the figures of the companies’
super-tax receipts for 1926-27.1 In that year, out of
about 5,900 companies, incorporated both in India or
elsewhere, only 848 paid super-tax, i.e. had an income of

Y All-India Income-tax Relurn, 1926-27.
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Rs. 50,000 or more. The total yield of the tax was
Rs. 2:56 crores ; but out of this amount the share of the
companies, whose income was Rs. 5 lacs or more, was
Rs. 2:07 crores, and their number was 173. These com-
panies had, in most cases, their head-offices in Calcutta,
Bombay, Rangoon and Cawnpore ; but they were carry-
ing on their business in all Provinces, and their incomes
assessed to super-tax may very well be said to have been
earned in the country as a whole. The super-tax receipts
were, to not a small extent, made up of contributions
levied on banking, insurance, transport and trade
corporations ; and it is impossible to say how far a parti-
cular Province can be credited with the net earnings of
such for the purpose of income-tax assessment. The
problem of the allocation of income among the Provinces
is insoluble in such cases. We have only to take the case
of a railway company, which operates over different
Provinces, or amining or an insurance company, with their
head-office at one place but selling branches and agencies
over a large portion of India, to realize the futility of
apportioning their net profits among the different Provin-
ces. The economic facts have rendered a narrow basis
of assessment in such cases extremely anomalous ; and it
is well to appreciate the importance of the factors which
have produced this result. There are a number of federal
States, in which corporation taxes are being assessed
and collected by the constituent States ; but the resulting
chaos in their fiscal administration is a warning against
the reproduction of similar conditions in other countries.
We have still to introduce a comprehensive and well-
developed corporation tax in India. It will probably be
necessary to have, besides a general corporation tax,
special taxes for corporate undertakings like public
utility, banking and mining enterprises. The need of
centralized administration of the corporation tax or taxes
will, moreover, increase with the passage of time. The
basis of taxation, in all these cases, is, in the words of Prof.
Seligman, *shot through with social considerations’;
.and this fact makes their centralization a social necessity.

Excise duties on liquors and drugs have been assigned
to the Provinces in India, which is at variance with the

201



The Essentials of Federal Finance

practice followed in all federal States. where excises
of all sorts are reserved for the central authorities.
A diversity of rates is generally regarded as a practice
subversive of the principles of a federal union, and is,
therefore, not permitted. In India, on the other hand,
there is a great diversity of rates. They vary not only
from Province to Province, but are by no means uniform
within each Province; and, with the exception of
Madras, the necessity of making them uniform is hardly
appreciated in any Province. There is a prevailing
belief among Provincial excise commissioners that these
variations are inevitable, and that it is not possible to
introduce uniformity. They attribute this diversity to
differences in the conditions under which the excise
administration has to be carried on and differences in
the drinking propensities of the people. There are
certain tracts of country, where excise control cannot be
made as effective as in other parts, and people in some
Provinces are much more sober than in others; but it is
difficult to believe that this wide diversity of rates is really
justified by differences in the conditions of administration
and the habits of the people. It ought to be possible to
reduce this diversity within very narrow limits, and to
have uniform rates atleast in the same Province. But the
existing diversity is so great that it is impossible, for
years to come, to have anything like a uniformity of rates
in the country as a whole. The administration of
restrictive excise duties has, therefore, for the present, to
be entrusted to the Provincial authorities ; but it will be
necessary to make a concerted effort to reduce the
variation in rates. Madras has practically established
the same rate for country spirits all over the Province, and
there is no reason why other Provinces should not be able
to do as much. The incidence of excise duties is, in some
Provinces, very low; and unless there are some compelling
circumstances which make their enhancement difficult,
they ought to be raised to a higher level. The whole
question needs a sifting investigation; the Government
of India has to give a lead in the matter, and urge
upon the Provinces the desirability of co-operation
for the introduction of a greater uniformity of rates.
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Inter-provincial difficulties, due to the excisable articles
produced in one Province being sold in another, have
already been overcome by the general acceptance of
the principle that duty should follow consumption.
Something isto be said for the view that, if prohibition is
to be introduced, it should be done on a national scale,
the Central Government administering the excise duties
and taking the necessary steps for the realization of the
ideal ; though the other view, that the experiment should
first be tried in localities where the conditions are favour-
able, has also been long held, and found expression
in the demand for local option. But it is not necessary to
attach much weight to these considerations in the present
discussion of the question of the allocation of sources of
revenue. Prohibition will remain, for a long time to
come, a distant ideal in India. The United States is
spending nearly 30 million dollars for the enforcement of
prohibition. In India, illicit distillation is much easier;
and it will be necessary to have an even more effective
preventive organization if the law is to be respected.
India, to use the common phrase, cannot foot the bill of
prohibition and has to be content with less drastic
measures for combating the drink evil. This is the logic
of facts, and has to be accepted, however disagreeable
it may be in itself. Excise duties have, therefore, to be
assigned to the Provinces.

These considerations apply to the duties on country
spirits, toddy and drugs ; but the consumption of country-
made ‘foreign liquors’ and of imported liquors presents
some special characteristics of its own, and their case
has to be separately considered. At present, the
imported articles are subject to a specific customs duty,
which amounts to from 75 to 100 per cent ad valorem ; and
the Provinces are allowed to levy vend fees or transport
fees, and thereby practically tap a central source of
revenue. The country-made ¢ foreign liquors ’ are taxed
by the Provinces at varying rates, which are in most cases
lower than the customs duty. The situation thus created
is obviously unsatisfactory, and involves possibilities of
conflict between the Central and Provincial Governments.
It is undesirable that the Provincial Governments should
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levy an additional internal duty, or that they should have
a motive for encouraging the sale of locally made liquors
in order to realize alarger excise revenue for themselves.
There is no reason why imported liquors and their Indian
substitutes should not be taxed at the same rate. The
local industry does not, as the Taxation Enquiry
Committee has pointed out, need any protection ; and the
duty, which it has to pay, should be treated as a counter-
vailing excise duty, and made equal to the import duty.
This can be done either by raising the Provincial rates to
the level of the customs duty or, at any rate, raising the
excise duty to a point which may be considered suitable
from the administrative and fiscal standpoints. But it
does not foilow that the yield of both customs and excise
duties should be assigned to the same authority. This may
be necessary as a measure of re-distribution of revenues ;
but it is not essential, as the Taxation Enquiry Committee
thinks that it is, that both should be credited to the same
head ‘to put an end to the unheaithy competition that
results from the division’,! Uniformity of rates with
division of yield introduces, indeed, another complication,
for the level of customs and excise duties will have to be
decided upon by joint consultation, and it will not be
possible to change it in the future without a previous
common understanding on the point between the Central
and Provincial authorities. But this complication is due to
the anomaly of assigning customs to the Central Govern-
ment and excises to the Provincial Governments, and has
to he put up with on account of the peculiar circumstances
in which we are placed.

The assignment of the yield of customs and excise
duties on foreign liquors will also involve difficulties of
re-adjustment on account of the varying consumption of
imported liquors and differences in the amounts of
revenue derived from excise duties by different Provinces.
It will be impossible to ensure that gains or losses should
be evenly distributed, or, at any rate, bear some relation
to the financial position of each Province. It may be
possible to get over some of these difficulties by making

Y The Taxation Enquiry Committee Report, p. 174.
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adjusting assignments from Central revenues, but even
that will not meet the requirements of the case. The
difficulties can be avoided altogether by not disturbing
the existing arrangements, so far as the division of yield
is concerned ; and if uniformity of rates can be secured
without any such changes, it is unnecessary to credit the
receipts of these duties to the same head.

The Taxation Enquiry Committee has also recom-
mended that the excise revenue from opium should be
transferred to the Central Government. From the
administrative standpoint, no convincing reason has been
given by the Committee for introducing this change. The
control of inter-provincial smuggling, a high uniform
rate of duty, and the abolition of the system of the sales
of shops by auction, are measures which can be adopted
without the centralization of receipts. The international
obligations, assumed by the Government of India, may
make it necessary to exert simultaneous efforts in all
Provinces to reduce the consumption of opium ; but as
this is not the only matter with regard to which it will be
necessary to co-ordinate the activities of the different
Provinces, that fact in itself does not necessitate the
transfer ot receipts from ‘ excise’ opium to the Govern-
ment of India. It is doubtful whether the complete
cessation of the internal consumption of opium can be
regarded as an imminent possibility ; and as the applica-
tion of more rigorous restrictive methods will in any
case require the co-operation of Provincial authorities, it
is not necessary to make this change. The Government
of India are of opinion that centralized administration of
¢ excise ’ opium presents difficulties of its own ; and as the
Provincial Governments are in a position to discharge
efficiently the duties devolving upon them in respect of
the control of opium consumption, the steprecommended
by the Taxation Enquiry Committee need not be taken.
Such a change would create difficulties of re-adjustment,
as the proportion which opium revenue bears to the total
revenues varies from Province to Province, and its
centralization would involve a dislocation of Provincial
finances in different degrees. These difficulties ought,
if possible, to be avoided; and as administratively it is
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desirable that * excise ’ opium should remain a Provincial
subject, there is no necessity for introducing these
complications.

General stamps are another head whose centralization
has been recommended by the Taxation Enquiry
Committee, on the plea that uniformity of rates is essential
for commerce, and cannot be secured unless this head is
transferred to the Central Government. The need of
uniformity of rates is generally admitted ; but it is not
quite clear why it is impossible to achieve this end by
retaining the Central control of certain items in the
Stamps Schedule. They are already subject to Central
legislation, and it would be possible to prevent variations
in the rates of duty on documents of a commercial and
quasi-commercial character if the Government of India
continues to reserve to itself the right to fix the duties in
such cases. There are two difficulties, which have to be
provided against. One is that, if the Government of India
decide to reduce the rates of certain duties in the interests
of commerce, it will cause a loss of Provincial revenues.
Such cases may arise, but will not involve serious
inconvenience; and when the Provincial exchequers suffer
any considerable loss on account of changes introduced
by the Government of India, it should be possible to
compensate them by making adjusting assignments from
the Central revenues. The other difficulty is that a
transaction relating to one Province may be carried
out in another, and the former may suffer ioss of
revenue on that account. The Taxation Enquiry
Committee has referred to the need of re-adjustment
which has already arisen between the Governments of
Bengal and Assam cwing to transactions relating to
Assam being executed in Bengal. The difficulty is merely
technical ; and it ought to be possible to pass on the
credit for the stamp duty charged on transactions to the
Provinces to which they relate. Stamps are an elastic
source of revenue, and receipts therefrom increase with
the growth of economic prosperity. In some Provinces
they are more important than in others; and it is not
desirable to centralize these receipts, unless circum-
stances arise which make it imperative to adopt such a
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course. Such circumstances have not arisen up till now;
and though the duties leviable upon certain important
documents will remain subject to Central legislation, on
the assumption that diversity in these cases cannot be
permitted, it is not necessary to credit their receipts to
the Central treasury.

This concludes the examination of all the major sources
of revenue for the purpose of their allocation between
the Central and Provincial Governments, from the
administrative standpoint. The conclusion to which it
leads us is that there is no need for re-allocation; and
though in a few cases it would simplify matters if the
receipts were centralized, the necessity of this does
not exist, as the transfer ot these receipts to the Govern-
ment of India would involve the need of re-adjustments
and cause great inconvenience. It is necessary to provide
for a certain measure of co-ordination in such cases; but
there are many other matters, with regard to which the
Central Government will have to secure concerted action,
and that in itself does not necessitate their transfer from
the Provinces to the Government of India. In all matters,
in which co-ordination is essential, machinery for the
purpose has to be so designed as to enable the Province
to have an effective share in the evolution of common
policies, and to minimize the possibility of arbitrary control
by the Government of India as the supreme executive
authority of the country. This aspect of the matter will
have to be further considered in Chapters VII, VIII and
X ; and nothing more need be said about it here. There
is, to state this once more, no need of the re-allocation
of existing resources on administrative grounds. But this
does not solve the problem of the re-adjustment of fiscal
relations between the Government of India and the Pro-
vinces. If revenue is to follow control, it leaves matters
as they are, and cannot, therefore, be accepted as a
satisfactory arrangement in view of the admitted need of
giving to the Provinces much larger fiscal resources. In
fact, the heart of the problem has still to be considered,
and the discussion of its administrative aspect only clears

» some preliminary difficulties out of the way. But before we
take up the question of specific re-adjustments, and discuss
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the ways and means of enlarging the revenue of all the
Provinces taken together, and of certain Provinces whose
resources are more limited than those of others, it is
necessary to consider the ways in which the total public
revenue of the country can be increased; for, as already
stated, it is our national duty to explore all avenues of
additional taxation and increase the income of all public
authorities in India to the largest possible extent. This
will really be true economy. The standard of public expen-
diture, generally, in India is low, though in particular
directions it has risen to heights at which it cannot possibly
be maintained. We shall have to spend more and not less
in the years to come for the satisfaction of our common
needs, for, as Viscount Milner has put it: * Mere reduction
of expenditure is not necessarily economy. It may be, it
often is, the most pernicious form of waste.” ' In India it
will be ¢ the most pernicious form of waste’ to check
the growth of expenditure on the crying needs of our
national life. We must prevent what is unmistakably
waste in our existing public expenditure, and pursue
economy by what Viscount Milner calls ¢ steady, con-
tinuous, minute control of details ’; but the necessity of
a large and rapid expansion of expenditure on vital public
services is writ large on every detail of our national life,
and cannot be avoided. We need all the money that we
can raise by additional taxation to make this increase of
expenditure possible; and it is, therefore, necessary to
discuss how the expansion of public revenues can be
brought about by imposing new taxes and enhancing the
rates of old ones. The question of the allocation of the
new taxes will, of course, have to be considered along
with the general discussion of their place in our national
fiscal system.

There are three new taxes whose potential importance
as revenue producers has already received considerable
attention. These may be taken up first; and the
inheritance tax is one with regard to which, on theoretical
grounds, there cannot be much difference of opinion.
The other two are a tobacco excise duty and an income-tax

1 Viscount Milner, Questions of the Hour, p. 131.
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on agricultural incomes. The inheritance tax as is well
known, is imposed in almost all the important countries
of the world. In 1885 it was ¢ a fiscal curiosity’, but now
it is an important constituent of nearly all fiscal systems ;
and its further development as perhaps one of the
most powerful engines of social reconstruction, is only
a question of time and that not along time. India
is the only country of importance, which has not made
use of this fiscal expedient in a well-developed form ; and
now that there is a need for the widest possible expan-
sion of public income, it is only natural that we should
look upon the imposition and development of death
duties as the method which has the first claim on our
attention. The Taxation Enquiry Committee have
examined the question at length, and have expressed their
opinion that the introduction of this tax is necessary in the
interests alike of fiscal equity and necessity. But their
recommendations are open to criticism on the ground of
their halting character. The intricacies of the laws of
inheritance in India make it necessary to proceed with a
certain amount of caution, but do not justify compro-
mises which may involve the differential treatment of
particular communities, or are based on the assumption
that the inheritance tax is a levy on transfers and not on
legacies. The social purpose of the tax cannot be fulfilled
unless its amount bears some relation to the ability to pay
of the beneficiaries or reduces the inequalities in income.
The Committee on National Debt and Taxation in Great
Britain, commonly known as the Colwyn Committee,
have defended the estate duty against the charge that it
takes no account of differences in the ability to bear
the burden, and say : ¢ There is some justification for
looking on wealth acquired by inheritance in the nature
of a windfall, the taxation of which does not call for the
same nice adjustment as the taxation of income towards
the existence of which a man has himselt contributed.’?
The argument is specious but not convincing ; for ¢ the
trend of modern thought’, in the words of the Australian
Commission on Taxation, ¢is in the direction of taxing a

1 The Colwyn Commitlee Report, p. 182,
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person in respect of his interest in something of value
rather than taxing the thing of value, irrespective of its
ownership or the distinction of any beneficial interests
derivable from it.’* An inheritance tax should not be
imposed in India merely as a tax on estates in transit, but
should make due allowance for personal factors in its
incidence and effects. It may be that, in certain cases, there
is no succession or acquisition, but only devolution by sur-
vivorship ; but, in fact, the social effects of the institution
of inheritance are the same in both cases, and it is of
greater importance, in the imposition of death duties, to
pay heed to the practical working of the tax than to
¢ the medley of laws and customs of inheritance’. The
law of personal inheritance has nothing to do with the
payment of the tax; and the legal aspect of the matter
only needs to be examined with a view to prevent the
tax-payers from defeating the purpose of the tax by
recourse to the innumerable niceties of the law. An in-
heritance tax would have been introduced in India long
ago but for the undue importance attached to legal in-
tricacies ; and we must no longer allow these to obstruct
a measure of great social and fiscal importance. Inequal-
ities in the distribution of wealth are even more glaring
in India than in other countries; and the incidence of
taxation on the poorest classes in even more dispropor-
tionate to their economic capacity. An inheritance tax
has to square with the facts of our economic life and our
fiscal system ; and the measure should be conceived and
executed in a such way as to function both as an
important compensating factor and as a productive
fiscal expedient. The Taxation Enquiry Committee have
recommended a scale of inheritance duties ranging from
4 per cent on amounts falling between Rs. 5,000 and
Rs. 10,000 to 6 per cent on amounts in excess of Rs. 20
lacs. We cannot impose very high duties in India at
the outset; but the scale proposed by the Committee is
definitely too low, and on amounts exceeding a lac the
tax should be steeply graduated. It ought not to be
impossible to administer the tax successfully if legacies

1 Report of the Australian Commnission, Fifth Report, p. 232.
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exceeding 5 lacs are taxed at the rate of 20 or 25 per cent.
even in the beginning. The question requires exhaustive
examination and also a great deal of courage, on the
part of the progressive parties in India, if it is to be
made a living issue in our national politics; but it is
high time to realize that we cannot do without an in-
heritance tax any longer. It is not possible to form an
estimate of its prospective yield, but it ought to be
considerable ; and in Provinces like Bengal, Bihar and
Orissa, the United Provinces and Bombay, where in-
equality in the distribution of wealth is very striking,
the contribution made should go a long way in increas-
ing their fiscal resources. In Bengal, even the present
probate duty on a rich estate brought in 1929 a wind-
fall of Rs. 52 lacs. In Bihar, there are estates one
of which will, if subjected to an inheritance tax of even
10 per cent, yield a revenue whose amount will mean
very great relief for its straitened finances. The rates
of the duty and the revenue from it will be determined
by the interplay of factors, with regard to which it is
impossible to make a definite forecast. There is general
agreement among the students of Indian taxation that
this tax ought to be introduced; and if we are to be a
truly democratic nation, one can very well expect that
it will in due course occupy a very important place in
our fiscal system.

As regards the administrative aspect of the measure,
it is unnecessary to say much. The Taxation Enquiry
Comumittee have pointed out the necessity of Central
legislation, owing to the undesirability of making changes
affecting the personal law of communities which
might operate differently for the same community in
different parts of India. It is also highly desirable that
the administration of the tax should be centralized. The
administration of inheritance and income-taxes by the
same authority leads to an efficient assessment and
collection of both ; and the conflict of situs and domicile
is likely to occur as frequently in the case of the inheri-
tance tax as in that of the income-tax. Inheritance taxes
&re being levied and administered by the State authori-
ties in several federal states ; but this has led, as already
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stated, to conflict of jurisdictions. In the United
States, as stated in the note by the legal adviser to the
Taxation Enqguiry Committee on death duties,* it has
been pointed out that it is theoretically possible for a
particular item of property to be taxed cumulatively by
different States to a sum amounting to 130 per cent of its
value. Centralized administration of the inheritance tax,
therefore, is a necessity if similar confusion is to be
avoided in India. It is, however, not necessary that the
receipts of the tax should be appropriated by the Govern-
ment of India. They can, if necessary, be assigned to
the Provinces ; and difficulties of apportionment, owing
to the situs of the property and the domicile of its owner
being in different Provinces, can be overcome by accept-
ing the convention tbat the tax on real property should
go to the Province of location, and that on personal
property follow the residence of its owner. Since, how-
ever, the tax will have to be graduated according to the
total value of the property, this convention will mean
that the tax will be apportioned between the Provinces
of location and residence in the proportion which realty
and personalty bear to the total value of the estate.
Division of the yield is also adopted when multiple taxa-
tion of the same estate by different authorities is to be
avoided. In the United States and Canada, the States
and Provinces which are trying o promote a comity of
fiscal inter-relations, have adopted the method of recipro-
cal exemption of personalty ; and the draft convention”
prepared by the Economic Committee of the League of
Nations, which is to serve as a basis of bilateral interna-
tional negotiations, makes what is practically a similar
provision for avoiding double taxation as regards death
duties. In India, double taxation will not arise if the
administration of the inheritance tax is centralized ; and
it will be possible to divide its yield on the basis referred
to above. This arrangement will satisfy the needs of
efficiency, harmony and equity.

1 The Taxation Enquiry Commitice Report, vol. 11, p. 251,
2 Monthly Summary of the League of Nations, vol. VIII g

No, 10, November 1928.
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It is generally admitted that a tax on tobacco is a
desirable source of revenue on account of the inelasticity
of our resources. Proposals for the imposition of such
a tax have been made whenever the Government of
India found themselves in need of funds, but were
dropped on account of the administrative difficulties.
Now the situation, as the Taxation Enquiry Committee
have shown, has considerably changed. With the
import duty at about 100 per cent, a large tobacco manu-
facturing industry has grown up, and is producing millions
of cigarettes. As many as seventy-two Indian States are
successfully levying tobacco duties, and deriving a large
revenue from this source. On economic grounds, the
argument in favour of an excise duty on tobacco is, of
course, that, being a tax on a conventional necessity, its
incidence will rest on what Sir-Josiah Stamp would call
a non-functional surplus. It is not possible to say, with
any amount of precision, what the yield of the tax will
be; but it will be large. According to the Review of
the Trade of I[ndia, 1927-28, the total consumption of
cigarettes in India in that year was about 16 million
pounds, out of which 10 million pounds' were made
in India. The total customs revenue from tobacco in that
year amounted to Rs. 2:17 crores. The rates of duties
on cigarettes were Rs. 7 and Rs. 10-8 per thousand ; and
as cigarettes are the most important item of tobacco
imports, the bulk of the revenue was derived from duties
on cigarettes. Excise duties on Indian-made cigarettes,
if they are to be specific duties, cannot be as high as the
import duties since they are cigarettes of a cheaper va-
riety; but assuming they are 75 to 100 per cent ad valorem,
andthere is no reason why they should be lower, their yield
should not fall short of Rs. 1-5 crores. Cheap cigarettes
have in éidis a very important rival ; and if they are to
be taxed, the latter will have to be subjected to an equi-
valent duty., As regards the locally produced tobacco,
though the area under cultivation exceeds one million

1 It is estimated that Indian-made cigarettes weigh about 2}
Ibs. per thousand. At this rate, the total production in India in
1927-28 was about 4,000 millions.
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acres, and its production is very large,! the difficulty
in the way of imposing an excise duty, as has been point-
ed out by the Taxation Enquiry Committee, is that
tobacco does not pass through any well-recognized stage
of production at which an excise duty can be levied.
The only method, which is likely to succeed, is the one
which has been suggested by the Committee, i.e. to
begin by a system of fixed fee licenses, gradually bring
the trade under control, and then develop a system of
monopoly of vend and the sale of that monopoly by
auction. It will take some time to bring this system into
full operation ; but once it has been developed, it ought
to yield a revenue, whose amount cannot be estimated
just at present, but ought to be considerable. In England
the incidence of the tobacco duty is about £1-4s. per
head; but even if we aim at an average incidence of
only four annas per head in India, the yield of the duty
should exceed Rs. 6 crores. The fragrant weed is
indulged in so widely in India that asystem of excise
duties, once it has been brought into working order,
should be a productive source of revenue here as it has
been in other countries of the world. The imposition
of the duty will have a certain restrictive effect on
consumption, but that would not be unfortunate. The
incidence of the duty will fall mainly on the poorer
classes ; but, as already remarked, in India we have to
look more to a change in the incidence of the benefits of
expenditure than to changes in the incidence of taxation
for mitigating the regressive character of the latter.
Here it is quite impossible to make the incidence of
taxation as a whole proportional, not to speak of making
it progressive. We have to develop our revenues
all the same; and this necessity imposes upon us the
corresponding obligation to keep a close watch on all
expenditure which is not primarily of interest and
importance from the standpoint of the well-being of the

1 According to the estimate given in 7axation Commitiee
Report, vol. 11, the gross annual production of British India is
about a thousand million pounds, and its value about Rs. 20+

crores.
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masses. This tobacco excise duty has, then, to be
fully developed.

" An excise duty on the manufacturing industry will, of
course, have to be assessed and collected by the Central
authorities. Development of the duty on vend will
depend upon the extent to which the trade can be
brought under control; and it will not be possible, for
some time, to ensure the same degree of effective con-
trol in all areas. Experiments will have to be made
in selected tracts, and then the results applied over
wider areas. This means that, in the initial stages, the
Provincial authorities will have to administer the duties
on unmanufactured tobacco. It will be necessary to
prevent all avoidable variations in the rates, and to
maintain uniformity in the methods of assessment of
the duties as far as possible. Diversity in the rates
of excise duties is to be deprecated in all cases ; and it
should be kept within well-defined limits, and permitted
only in the early stages of the development of the
system of excise duties on tobacco. Later on, probably
it will be necessary for the Government of India to ad-
minister these duties themselves, as also perhaps the
excise duties on liquors and drugs.

The exemption of agricultural incomes from the
operation of the Income Tax Act is a feature of our tax-
system, which has, of late, attracted considerable
attention ; and it is generally held that the concession
granted to the agricultural classes is not justified by the
circumstances of the case, and ought to be abrogated.
‘This change is advocated by those who strongly maintain
that land revenue should be regarded as a tax and not a
rent. Land revenue is, from this point of view, an
agricultural counterpart of income-tax. It is true that
there is no exemption limit, no abatements or allowances
for wife and children, and no graduation in the assess-
ment of this tax. But, in theory, it is a tax on net profits
or rent ; and the rates of the tax in spite of the wide range
of their variations, are relatively high even in those
areas in which re-assessment has not taken place for
-about 150 years. It has been estimated that the average
incidence of land revenue in Bengal and Bihar is about
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12} per cent of the net profits, though it varies very
widely from district to district. In the temporarily
settled areas, the incidence of land revenue is, of course,
much higher, and varies from 25 per cent to 50 per
cent or even more. It is a flat rate, but quite a high
one ; and as most of the owners of land are poor and
those, who are well-off, can be regarded in most cases
only as moderately rich, its incidence is heavy, and it is
by no means fair to say that their exemption from
income-tax is an unwarranted concession and ought to be
repealed. Under the Income Tax Act, when the total
income is Rs. 40,000 or upwards, the rate of income-tax
is one anna and six pies in the rupee, which gives a
percentage rate of about9-4; and though incomes above
Rs. 50,000 are subject to super-tax, the effective rate per
rupee does not become 25 per cent till the total income
exceeds Rs. 4'5 lacs. The number of landlords, whose
incomes exceed Rs. 45, lacs, is exceedingly small; but
if land revenue is to be regarded as a tax, then compar-
ing class with class, the fiscal burden of even the richest
professional or business man is less heavy than that of
the landlords with the same incomes. The incomes of
the vast majority of the land revenue payers are below
Rs. 40,000; and, as they are, in almost all cases,
paying more than 9-4 per cent, persons liable to income-
tax cannot have a grievance that the tax-laws of the
country discriminate against them. It is really the
agricultural classes who have, if a comparative view
is taken, a legitimate grievance in the matter.

It is, therefore, not possible to advocate the repeal of
exemption granted to agricultural incomes, in the
interests of fiscal equity, unless we shift the ground on
which we support the additional taxation of landed
interests. It has now been fully established that
the recipients of agricultural incomes have no pre-
scriptive rights in the matter. They have been liable
to income-tax before ; and its re-imposition upon them
will not involve any breach of promise, express or tacit.
That clears a preliminary difficulty out of the way ; but
the question has still to be argued on its own merits, and
with special reference to the case for the levy of
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additional taxation on agricultural incomes. It is not
difficult to find reasons which are both adequate and valid,
‘if we emphasize the social as distinguished from the
fiscal aspect of the question. Our system of land-
taxation is purely impersonal, i.e. it has no relation to
the economic capacity or ability to pay of the tax-payers,
and treats the rich and the poor alike. That is against
all accepted tenets of taxation, and is a defect which
should have been remedied long ago. But since nothing
has been done to introduce a personal element into the
assessment of the land-tax all these years, it is all the
more necessary that something should be done in the
immediate future to realize this highly desirable object.
In theory, the first step in this direction should be the
exemption of the small land-holders from the payment of
this onerous tax. That would be an act of elementary
justice ; but the amount of revenue which will have to be
sacrificed, if this reform is introduced, is so enormous as
to make this quite impracticable. But it should not be
impossible to graduate the tax, and thus make its
incidence heavier on the more prosperous members
of the agricultural community. The value of land has
tisen very rapidly in the last six or seven decades in all
Provinces ; and the rise is almost entirely due to social
causes. There is much greater pressure of population
on land, and, therefore, competition for its acquisition is
intense and acute ; prices have risen on account of the
increasing demand for agricultural products, the working
of our currency system and world factors ; the general
progress of the country and the development of com-
munications have reacted on land values, and increased
them immensely ; and in a large number of cases the
provision and extension of irrigation facilities, at the
expense of the State, have also contributed largely
to the same result. The increase in land values and land
incomes varies. very widely in different parts of the
country owing to the varying importance of these
factors, and owing, above all, to the varying incidence
of land revenue from district to district and even,
¥n some cases, among the sub-divisions of the same
district. There is a large element of unearned surplus
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in the capital value of land and, of course, in the income
which it yields. To these considerations is to be added
another, which is generally present in the minds of those
who are in favour of the imposition of the income-tax on
agricultural incomes, though it is not explicitly stated.
Landlords, big and small, do not deserve well of the
nation. In Provinces in which they are predominant,
their influence on the economic and social life of the
people is of an unwholesome character; they resort to
high-handed and oppressive practices for the realization
of their legal and illegal dues; and being so generally
absentees, they do nothing for the agricultural improve-
ment of the country. It is because the landlords are the
special beneficiaries of social progress, and are also
otherwise rendering no useful service to the community
that it is desirable to impose heavier fiscal burdens
upon them. In other words, we have to introduce in the
system of land taxation in India the principle of differen-
tiation. Landlords are not the only persons who are
not doing their bit in return for all that they are
getting from society ; but they are the most conspicuous
members of the class to which they belong, and the
reasons for which they have received the special atten-
tion of social and fiscal reformers in all countries also
make it necessary in India to take action and limit
their sphere of influence. Landlordism is, as a matter of
fact, an exotic institution in India; and the vested interests,
which it represents, are of comparatively recent growth.
It is not possible to abolish it all at once; but it is
desirable to levy a differential tax on those who are
occupying a privileged position on account of the
introduction of this institution.

It is, as a measure of differentiation, that additional
taxation on landed magnates and even smaller proprietors
justified. It is not possible to change the frame-work of
the land-revenue system. It is rigid, and is growing
more and more so every year. The imposition of a
differential tax within the four corners of the land-
revenue settlements is, therefore, out of the question.
This object can be realized by repealing Item viii of
Clause 3 of Section 4 of the Indian Income Tax Act of 1922,
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and making agricultural incomes liable to income-tax like
other incomes, allowing, of course, for the deduction of
the amount paid as land revenue. This may probably be
the form in which it will prove expedient to introduce
differentiation ; but is a very rough and ready method
of achieving this purpose. There is no relation between
the scale of graduation of the income-tax and the progres-
sion, which it may be necessary to introduce, if it is to be
really a measure of differentiation. The scale which will
do for the one purpose cannot possibly also fulfil the other.
The principle of differentiation requires that the scale of
progression should be determined by the extent to which
social factors determine the amount of an income or the
capital value of the source from which it is derived, or by
the relative weight of unearned increment in the income
of an individual or in the capital value of the property
owned by him. It has already been remarked that the
extent to which accretion to land values has taken
place, owing to the working of social factors, varies in
different parts of the country. In Bengal and Bihar much
of the unearned increment is due to the low incidence of
land revenue and to pressure of population, in the Punjab
to the construction of canals and the development of new
markets, in Oudh to the liberal provisions of tenancy
legislation and to some other features of land-tenures,
in Sindh to the prospective benefits of the Sukkur
Barrage Scheme, and in all other Provinces there are
special causes at work which make it impossible to
devise an all-India measure for taxing the differential
element in land values. The limit of exemption, the
scale of graduation and other provisions of the tax-law
must be adjusted to the special circumstances of parti-
cular Provinces. Mere repeal of the exemption of agri-
cultural incomes from income-tax will be a very inade-
quate method of differentiation. This end can be attained
much more effectively by introducing a graduated tax
on the capital value of land. In theory, a tax on income
or on capital value, as the source of income, can both be
made to serve the same purpose, for the latter is a
function of the former ; but in India, as income-tax cannot
be at once an ordinary progressive tax and a differential
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tax on land, we shall have to make use of a special fiscal
expedient for the latter purpose. A tax on the capital
value of land will be eminently suitable as a measure
for appropriating a part of the social income which is
in the hands of those who have done least for its pro-
duction. A tax on capital value will be easily and
efficiently administered. Its cost of collection will be
low, as in most Provinces the revenue department
can also undertake to assess and collect it. Capital
value being an objective fact, it will not be necessary
to employ hypothetical data for its assessment. It will
be possible to know the market value without much
difficulty. And its chief merit will be that it will be pos-
sible to develop it as a real differential tax. The
measure can be framed in the light of local circumstances,
and due weight can be assigned to those factors which are
of special importance in particular areas. This tax, if
properly developed, contains within itself the potency
and promise of becoming a real balancing factor in our
tax-system It will introduce a personal element into
our land taxation; redress the inequalities due to the
varying incidence of land revenue ; enable Provinces like
the Punjab, the United Provinces and Sindh to get at the
fortuitous accretion of wealth due to State irrigation for
fiscal purposes; and make it possible for Bengal and
Bihar to urge their claim for some special consideration
in the new financial settlement, to which they are other-
wise undoubtedly entitled, with an assurance which, in
the absence of this obvious means of self-help, they
would otherwise be unable to command. There is one
cardinal objection against such a tax, and that is, that it
is new. There will be a tremendous outcry against it.
The favourite method of damning a new taxation proposal
by strong words, which has been used in all lands and at
all times, will be brought into full operation. We shall
hear a great deal about broken promises and natural
rights. The difficulty is formidable, but has to be faced.
Opposition will also arise if it is proposed to make agri-
" cultural incomes liable to income-tax, though it may not
be quite as vehement in that case. Now the only,
justification for an income-tax on agricultural incomes
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is that it will differentiate against certain classes, who
are rightly liable to discriminatory taxation. The advant-
ages of imposing a tax on capital value instead are so
many and so considerable that it is fully worth while
to raise the issue in a form in which it bears its true
character on its face. There was never a new tax which
was introduced without opposition ; only in some cases
it was more determined than in others. Vested interests
may be depended upon to give battle royal to all who
have an eye on what they have been accustomed to call
their own. They will put up a stiff fight. But when
justice, necessity, convenience and even expediency are
in favour of a particular fiscal measure, first, it is neces-
sary to educate the public opinion in its merits, and then
to carry it through with the conviction that all new taxes
are unpopular in the beginning but that time wears off
the edge of opposition in the end.

The administration of the tax on the capital value of
land will, of course, be in the hands of the Provincial autho-
rities. Each Province will have its own exemption Jimit,
scale of graduation and administrative machinery. The
revenue officers, as already remarked, will probably be
‘able to discharge all administrative duties in connexion
with the new tax in most Provinces. Its yield cannot be
estimated. It has been estimated that the yield of
income-tax on agricultural incomes will be about Rs. 70
lacs in Bihar, and it is expected that about the same
amount can be realized in Bombay. The capital value
duty should contribute at least that much in the begin-
ning, and later on it should be possible to increase the
revenue derived from this source. It may not perhaps
be very much beside the mark to say that for the whole
country a revenue of about Rs. 5 crores may be expected
from this levy. But this is a matter, with regard to
which each Province will decide for itself as to whether
it would like to introduce this tax ; and if so, how much
it would raise from it. Provinces, whose resources
are limited and inelastic, will have to show that they
have fully developed this tax and all other taxes, if they
are to receive special consideration in the financial
settlement of the future.
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These three taxes are the most important taxes which
can be levied to increase the public revenue. The turnover
tax, which is being levied in a number of countries, will
probably have to be left for the use of local authorities.
‘I'here are other excise duties which can be introduced,
but it is not possible to discuss them here. The develop-
ment of these taxes will, in any case, take time. Itis
necessary to elaborate such proposals in detail, study
local circumstances, provide suitable machinery and
make other arrangements for their administration. In
the case of the inheritance tax, tobacco excise duty and
capital value duty, the creation of administrative
machinery should not involve much trouble or delay as
they can be assessed and collected by the income-tax,
excise and revenue departments, respectively ; stilla new
tax has always to pass through a period of experimenta-
tion, and cannot give its full yield for a few years after
its introduction. As it is a matter of great importance
to provide for the immediate expansion of revenue, the
question of the enhancement of existing taxes, and even
of the re-imposition of those which have recently been
remitted, has next to be considered. As few of the Pro-
vincial taxes can be expected to be of much use in this
respect, consideration must be confined to the central
taxes.

Of these, customs are the most important. They yield
about Rs. 50 crores. The rates of the duties are high
for a revenue tariff, and only in few cases it is possible
to raise them higher. The need of a thorough scrutiny
of tariff schedules and its further elaboration is admitted.
It is necessary to examine the duties and increase the
number of specific items, and though in some cases it
may be necessary to reduce them on account of the point
of diminishing returns having been reached, there are
also cases in which the dutiable article can stand higher
duties. In the case of tobacco, for example, it may
perhaps be necessary to raise the duties still further
and to raise from them another Rs. 50 lacs in order to
facilitate the imposition of excise duties. 'The duty on
motor cars should again be raised from 20 to
30 per cent; this will bring an additional revenue
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of about Rs. 40 lacs. The tax on liquor also, as the
Taxation Enquiry Committee has pointed out, would
bear an increase, though it will be necessary to
take into account the rates on Indian-made liquors and
fix a rate which can be borne both by Indian-made and
imported liquors. There is no reason why gold and
silver bullion and sheets should be allowed to be imported
free of duty,! and an ad valoremn duty of even 5 per cent
in the case of gold, and 3 per cent. in that of silver,

1 Prior to 1910 silver bullion and coin, other than current coin
of the Government of India, were included in the general tariff sche-
dule of articles liable to an import duty of 5 per cent ad wvalorem.
In that year it was necessary to raise additional taxation, and it
was decided that silver was a luxury article on which an additional
import duty might suitably be imposed. The rate was accordingly
raised to 4 as. per ounce. The yield of this silver duty was about
one crore annually before the war. During the war, on account of
the prohibition of the import of silver, there was no yield ; and the
silver duty was abolished after the war in pursuance of the
recommendations of the Babington Smith Committee. Seeing
that the bullion value of the silver rupee is much lower than its
monetary value, the duty on silver can have no effect on our
cprrency system. A three per cent duty is, as a matter of fact,
é:ry low, and it ought soon to be raised to the pre-war rate. Now

hat it is proposed to ‘ dethrone’ the rupee, the currency aspect
of the duty will decrease in importance with every step that is
taken towards the ultimate deposition of silver.

The duty on gold, however, is on a different footing ; and it is, in
theory, not desirable to create obstacles in the way of the free in-
flow and outflow of a commodity which is to be the basis of
our monetary system, and through which the balance of our 1nter-
national account will be adjusted. But Indiais the proverbial sink
of the precious metals, and her import of gold for non-monetary
purposes is far in excess of her monetary requirements. The im-
position of asmall duty will, besides yielding revenue, have a
slight deterrent effect on the gold-using propensities of the people.
The official selling price of gold for delivery in Bombay will
have to be raised so as to include the amount of the duty, i.e.
it will be Rs. 21-3-10, plus twice the cost of transport, plus a 5 per
ceat duty. The selling price of gold for delivery in London will,
of course, not be changed on account of the imposition of the
duty. The duty ought to be much higher; but the currency
complications render it impossible to realize its full fiscal
possibilities. Under Indian conditions, high import duties on
gold and silver are an extremely suitable method of increasing the
public revenues.
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may be expected to yield a revenue of about Rs, 140
crores.!

These are all luxury taxes, and can, therefore, be
imposed without causing any hardship. Careful enquiry
will suggest other articles which can also be taxed at a
higher rate.

In the arithmetic of customs, two and two do not
always make four ; and it is necessary to gauge the degree
to which the demand for a commodity is elastic, before
levying a higher import duty on it. It ought however
to be possible to increase the revenue from import duties
by about Rs. 3 crores by making well considered changes
in the rates.

The normal growth of trade, and higher rates in a few
cases, will make it possible for the Government of India
to add to their resources. The administration of tariff
duties can, it is admitted, be made more efficient; and
any necessary additional expenditure will be a good
investment from the revenue standpoint.

As regards export duties, it may be admitted that
they ought to be used sparingly, and the conditions laid
down by the Fiscal Commission ought to be adhered to.
But even so there is no reason why the revenue derived
from export duties should not be considerably increased.
The export duty on tea was abolished in 1927-28. The
Taxation Enquiry Committee recommended that the
daty should be continued, unless the condition of trade
indicated that it was having a prejudicial effect. They
referred to the increase since 1913-14 in India’s share
of the world trade from 39 to 49 per cent., and did not
see any necessity for the repeal of the duty. India has
more than maintained her position in world markets
since the Committee submitted their report, and the pros-
pects of the teaindustry are in every way satisfactory.
In 1927-28 the duty was abolished, merely because the
Government of India found that they could levy
higher taxation on tea companies in another way. Till
then they had been assessed to income-tax on 25 per

! Imports of gold in 1927-28 on private account were valued
at 18°14 crores, and those of silver at 16'44 crores.
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cent of their total profits, the balance being regarded as
agricultural profits and, therefore, not liable to income-
tax. It was pointed out that this proportion was unduly
low, and that the non-agricultural profits of the tea
companies amounted to at least 50 per cent of their total
profits. This change made it possible for the Government
of India to get an additional 45 lacs. The under-assess-
ment of tea-companies was till 1927-28 a serious defect of
the Indian Income-Tax Law, and its partial removal in that
year was only a measure of reform, the adoption of which
had been overdue for a very long time. The position
of the tea companies olight to be further examined, and
any possibility of under-assessment fully provided
against. But that has nothing to do with the question of
levying an export duty on tea. India is holding her
own in world markets, and the resumption by Great
Britain of trade relations with Russia, which took about
7 million pounds of Indian tea before the war, will make
it possible for the industry to regain a lost market. More-
over, her principal competitor levies an export duty,
which is double the rate of the repealed Indian duty.
There isno reason why the export duty on tea should not
e revived, and its rate made equal to the rate levied in
Ceylon. The old duty was yielding about Rs. 50 lacs.
Since then trade has expanded, and it should be possible
to get one crore by the imposition of the duty; and we
may expect the amount to grow in future years. It is also
necessary to impose an excise duty on tea consumed with-
in the country. India imports about 8,000,000 lbs. of tea
from foreign countries, and consumes about 13,000,000 1bs.
of indigenous tea. The imported commodity has to
pay an ad walorem duty of 15 per cent; and it is proper
that a countervailing duty should be imposed on Indian
tea. This duty should yield about Rs. 40 lacs a year,
if not more. The re-imposition of the export duty and
the introduction ot an excise duty will bring to the public
exchequer nearly Rs. 1-5 crores, a year or two after the
levy of these duties. This is a substantial amount ; and
India can ill afford to do without it.
The use of export duties for protective purposes is
undesirable, but the imposition of light revenue duties on
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the exports of oilseeds need not be deprecated. Oilseeds
occupy the fifth place among our exports. In 1927-28 the
exports of oilseeds were valued at Rs. 2669 crores. India
supplies a very large proportion of the world demand.
In the linseed, rapeseed and sesamum trade, India’s per-
centage is very high. A duty of 5 per cent on our exports
will easily yield over a crore, and need not weigh heavily
on the trade. It may also be possible to levy a light duty
of Re. 1 per bale on the exports of raw cotton, and thereby
realize about Rs. 40 lacs; but it will be advisable to wait
for a few years till the conditions of trade are more
stable than they have been for $ome time past. The
Taxation Enquiry Committee were of opinion that lac was
a suitable article upon which an export duty could be
levied. The invention of a synthetic substitute is a pos-
sibility which has been in the air for some years, but the
risk of its consummation will not be increased by the im-
position of a light export duty. The value of our exports
in 1927-28 amounted to about Rs. 7 crores, and a duty
of Rs. 5 per maund will add about Rs. 30 to 35 lacs
to our resources.! India has practically a monopoly of
lac. It is an industry which is capable of very great
development, for the methods of production and manu-
facture are in most cases very crude. A small export
duty will do the industry no harm.

There are three duties, two of them excise, and one
of them customs and excise, whose case may also
be briefly considered from the standpoint of revenue
expansion. Of these, the excise duty on kerosene
oil can be disposed of easily. At present, imported
kerosene pays a duty of 21 as. per gallon, while kero-
sene produced in India is subject to an excise duty
of one anna per gallon. In 1927-28 India imported 94}
million gallons, and as the total quantity of kerosene
available for consumption has been estimated at 229
million gallons ; it means that the quantity produced in
India amounted to 134} million gallons. The excise

1 The price of shellac fluctuates within wide limits, but an
average of Rs. 95 per maund can be assumed for calculating the
likely yield of the export duty.
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duty yielded Rs. 97:42 lacs in that year. Now the Tariff
Board has enquired into the conditions of the industry, and
is of opinion that it is not entitled to the grant of pro-
tection. The Government of India have accepted this
conclusion, and it may be assumed that the industry can
stand on its own legs and need not be subsidised. The
price of kerosene is determined by world parity, and
the fact that the excise duty is lower than the import duty
means that the oil industry is receiving a subsidy of about
a crore, to which it has no claim; and the interest of the
tax-payer requires that the excise duty should be raised
to the level of the import duty. The price of the kerosene
produced in India is slightly lower than that of the im-
ported article; and an equal specific duty would press more
heavily upon it. It may, therefore, be right to make the
excise duty a little lower than the import duty; and
probably a duty of 2 as. per gailon will do to neutralize
the ditferential advantage which the industry is now
enjoying on account of the disparity of the two rates. It
is necessary to make this change in the interests both of
tiscal rectitude and addition to the public revenues. The
enhancement of the excise duty to 2 as. may be expected
to yield about a crore.

The other two duties which we have in mind have
been the subject of bitter controversy in the past,
and it is almost impossible to secure a dispassionate
consideration of their place in our fiscal system. They
have both been political issues, and any reference
to them will at once revive the battle-cries which were
raised against them in the past, the echoes of which are
still ringing in the air. The salt-tax is to the Indian voter
what a tax on bread has been to the British voter even
since the repeal of the corn-law duties. It is generally
assumed that the reduction of the duty, if not its complete
repeal, should be the first charge on any surplus that
may acerue in the near future; and any proposal for
its enhancement must, of course, be keenly resented
and resisted with the organized strength of the whole
nation as an outrage upon its dearly cherished senti-
ments. But, in spite of the situation being what it is,
it is here proposed that the salt-tax should be doubled, in
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order that the additional revenue thereby derived may be
available in making the necessary financial re-adjust-
ments. The salt-tax is a tax on the poor man, and also on
a necessity of life. Belief in its iniquity is an article of
faith with us, and its enhancement may be said not to be
practical politics. All this is true; but the argument of
this chapter is based on the assumption that things are
going to be very different in the near future. The founda-
tions of our present political and non-political system
will have to be examined; and once the need for their
revision becomes patent, the fact will have to be cheer-
fully accepted. Itis an obvious and imperative necessity
to lay our hands on all the money that we can get for our
national development. We are moving too slowly, and
have to make a determined effort to forge ahead. This
fact has been referred to so often that it is not necessary
to reiterate it. All other classes must be taxed and
taxed much more heavily ; but in India, where the poor
are in such a vast majority, it is impossible to raise
additional revenue which will be adequate for the
purpose in view, without taxing them in one form or an-
other. The nation cannot pull its full weight without
putting additional taxation on the great bulk of its people.
It is much better that the poor man should pay about
as. 12 a year on his family consumption of salt, and
provide Rs. 6 crores for public expenditure on education,
health, agricultural improvement and other vital needs
of his life than rot in his pathetic contentment with
things as they are. The Reforms have made very little
impression on his inertia, ignorance and outlook. He
has to be aroused from passivity, and made to take his
proper place in the march of progress. It must, of course,
first be made sure that the money, which will be taken
from him, will be returned to him in a form which will be
much more beneficial for him. In one of the ancient
books of the Hindus the king has been counselled to take
money from the people as the sun takes water from the
earth little by little, but only to return it in the form of
fertilizing showers. We have no right to take a pice
more from the poor man unless we realize the moral
obligation of giving it back to him in a manner which
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can be compared to a ‘¢ fertilizing shower’. As itis, he is
not getting an adequate return for the fiscal burdens
which he has to carry. Taking it for granted, then, that
the revenue raised from the doubling of the salt-duty
will be spent for the benefit of the masses, it ought to be
possible to obtain support for the view that the duty
should be raised to Rs. 2-8-0 per maund. This will yield
an additional revenue of about Rs. 6 crores. In 1923-24,
when the duty was doubled, it contributed only Rs. 3
crores. But that was due to exceptional circumstances ;
and we can count upon an increase of 6 crores, if the
rate of duty is raised to Rs. 2-8-0 per maund.

The cotton excise duty was abolished in 1926-27.
That year signalized, in the words of Sir Basil Blackett,
the demise of this unlamented duty. It has now been
buried, and its resuscitation would be considered almost
a political miracle. And yet, if the matter is viewed from
a rational standpoint, there is no reason why it should
not come to life again. The Fiscal Commission hoped
that, as the duty had an unhappy history, its abolition
would clear the air of all prejudices, and make it possible
to discuss the points at issue in the clear light of reason.
Now that it has been definitely taken off, one would think
that it would be possible to consider the question on
its merits. Unfortunately, the apparitions of the past
are still haunting us ; and in the prevailing atmosphere of
distrust and suspicion there is no chance of anyone, who
is not prepared to agree that the duty is gone beyond
recall, getting even as much as a hearing. The difficul-
ties are stupendous ; but need not prove insuperable, if
we assume that the nation, under the new constitution,
will rise above the limitations of the past, an assumption
without which it is not possible to proceed with the
discussion of any proposal of this kind. There is
now no question of vindicating India's honour. We
ought to look at the question simply as part of our
scheme of fiscal reconstruction. The present position is
easy to understand. Cotton imports are paying a duty
of 11 per cent, domestic production is tax-free, and
the Indian cotton industry is therefore receiving protec-
tion to that extent. This protection is merely incidental,
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as the 11 per cent duty is a revenue duty. India supplies
her demand for cotton goods very largely herself by mill
and handloom production.? The Indian cotton industry is
passing through difficult times ; but the condition of the
Lancashire and Japanese industries, which are its prin-
cipal competitors, is quite as bad, if not wotse, and that
fact in itself need not have any weight with us. The
Textile Tariff Board recommended the grant of protection
only till the end of 1929-30 ; and as the end of that period
is at hand, the presumption is that the industry will
not then need any protection. It is the mills situated in
Bombay which are finding it specially difficult to pull
through ; but as they are only 77 out of 274 mills, working
in India, and their misfortunes are due to inefficient
organization and the increasing competition of the up-
country mills, it is not necessary to make much of the
fact that they are in for hard times. They cannot be
allowed to be ruined; but as the nation cannot possibly
put a premium on inefficiency, their future depends, as
the Textile Tariff Board pointed out, upon reorganization
and the introduction of internal economies. In a year or
two things ought to improve, and even for the Bombay
mill-industry the outlook need not be gloomy. The real
point is whether an excise duty on cotton manufactures
in India is in itself essentially wrong. To this question
it is possible to answer emphatically, no. The whole
question turns on how the prices of imported cotton
goods are related to those of the products of Indian mills.
There are two alternatives. Either the latter are regula-
ted by the former, or they are independent of each
other owing to their having different markets. It is very
unlikely that there is no connexion between the two.
For counts between 30 and 40 they are even now substi-
tutes for each other ; and the range over which there is a
competition between the two is sure to become wider in
course of time. It will not, therefore, be wrong to assume
that domestic prices depend upon the prices of imported
goods in a very large measure. If this is so, then the

1 India’s share of the total consumption of mill-woven cloth is
now about 52 per cent.

230



The Re-allocation of Resources

case for the imposition of an excise duty on the Indian
cotton industry is irrefutable. Without it, the mill-
owners will continue to make money at the expense
of the consumer; and the total amount, which they
will be able to put in their pockets, will come to
about Rs. 7 to 8 crores. The consumer will pay
11 per cent, both on the imported and locally produced
goods; but only the proceeds of the duty on imports
will go to the public treasury, those on locally produced
goods being appropriated by the mill-owners. In these
circumstances, the reimposition of the excise duty is
clearly a national duty. Itis wrong to let any class of
producers charge consumers higher prices merely because
the fiscal needs of the State make it necessary to raise the
prices of imported goods. The precise relations between
the prices of foreign and Indian made goods must be
studied more carefully ; and if it is found that the latter are
determined by the former, it would, as stated above, be
wrong in principle not to impose a countervailing excise
duty. But even if the prices in the home market are
fixed by internal competition, there is no reason why an
excise duty should not be levied on cotton industry. It
is not a duty on production but on consumption, and will,
of course, be passed on to the consumers. The rate of
the duty will, in that case, not necessarily be equal to the
import duty, but will he fixed by revenue considerations.
The protection which the cotton industiry is receiving now
is a haphazard protection. The condition of the industry,
if protection is asked for, will have to be enquired into
again, and either the present import duty will be convert-
ed into a definitely protective duty, and its rate changed to
suit that purpose, or the excise duty will be reimposed, and
its rate will depend upon the relations between the prices
of imported and India-made goods. But the presump-
tion against an old and well-established industry, like the
cotton industry, being really in need of protection is very
strong, and in all probability it will be possible to levy an
excise duty on the industry, and get at least three to four
crores of rupees for the treasury. The annual yield of
the 3} per cent duty was nearly two crores. But there is
no reason why the rate of the duty, which it may be
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desirable to levy, should be 3} per cent, and no more. It
ought to be possible to have a higher excise duty.
Protection without some guiding principle is, as is well®
known, one of the most corrupting factors in the political
life of modern democracies. A democracy in the making
cannot afford to play with this dangerous instrument. If
it is to be used at all, it must be used under proper
safeguards.

There is, of course, no reason why an excise duty
should be imposed only on the cotton industry. There
should be excise duties on the consumption of jute, wool,
silk and other industries which are localized and are not
in need of protection. It may, later on, be possible to
impose excise duties on matches and sugar. Since it is
necessary, in many cases, to have high revenue customs
duties, a system of excise duties will have to be introduced
if the discriminating character of our tariff protection is
to be kept intact.

There are, as already stated, about 5,000 joint stock
companies which are not paying super-tax, which in
this case is really a corporation tax. This exemption
has to go. There is nothing to be said for it. It is
difficult to say what the withdrawal of the concession
will add to the revenue. But, at the rate of one anna
per rupee, a yield of about 30 to 40 lacs may be expect-
ed. It will also be desirable to levy even higher rates
on companies earning larger profits. The rate may be
1} as. per rupee on profits ranging from one lac to four
lacs and 2 as. on profits above four lacs. The 11 as, rate
will bring in an extra revenue of Rs. 20 lacs, and the
2 as. rate over Rs. 2 crores. The removal of the
exemption limit and the revision of rates will mean an
addition of about Rs. 260 lacs to our resources. In
theory, the principle of progression is not applicable
to the earnings of corporations; but these may be
considered as three different rates, and not three rates in
the same scale. The companies, whose profits exceed
4 lacs and which are now contributing more than 2 crores
out of the Rs. 2:55! crores of revenue from the super-tax

Y All-India Income-Tax Report and Returns, 1926-27.
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on companies are either public utility enterprises, or,
in most cases, concerns which are enjoying special
privileges. This differentiation in rates will be a stepin
the direction of developing different taxes for different
kinds of corporations.

Any scheme for an all-round enhdancement of the
rates of taxation must, of course, include the income-tax
as well. There are certain considerations which suggest
the need of caution in this matter. In the case of the
income-tax, administrative efficiency is of vital im-
portance, and any enhancement of rate must be preceded
by an efficient organization of the assessing and
collecting agency. The administrative machinery of the
income-tax in India is still in an early stage of develop-
ment, and cannot be subjected to an unduly heavy strain.
The young officers are new to their work, and have yet to
develop the traditions which have made the Inspector of
Income-Tax in Great Britain what the Royal Commission
on Income-Tax calis ¢ a pivotal figure’ in the whole sys-
tem of the British Income-Tax. The Indian Income-Tax
Act has only been recently modernized, and its provisions
have still to show that they can stand the acid test of
experience. But in spite of these considerations, it is
undoubtedly necessary to enhance the rates. Persons,
who are liable to income-tax in India, represent a much
higher stratum in the social order than income-tax payers
in most of the western countries. They occupy a much
more elevated position in the social scale on account of the
abject poverty of the masses in India. The Indian scale
should, therefore, be much more steeply graduated than
in other countries. The exemption limit is far above
the subsistence level ; but as there are no family and
children allowances in the Indian Income-Tax law, and
the increase of administrative work resulting from the
lowering of the exemption limit will be out of proportion
to the anticipated yield, it need not be changed. But the
rates of tax on incomes above Rs. 2,000 should berevised.
The Taxation Enquiry Committee have recommended an
enhancement of rates for incomes above Rs.10,000. There
ought to be also a slight increase of rates on incomes
below this limit; but on incomes above it, the increase
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ought to be appreciable, and the limit for super-tax
should, as the Committee here suggested, be lowered to
Rs. 30,000 and the rates also enhanced. Itis notneces-
sary to draw out here a revised scale of rates. In 1926-27
income-tax collections amounted to about Rs. 11-30?
crores, and super-tax collections from individuals to
Rs. 1469 crores. Income-tax receipts are now on the up
grade; and even with the existing rates, collections ought
to amount to Rs. 15 to 16 crores. The enhancement of
rates should yield another five crores without involving
the risk of a breakdown of income-tax administration.
As remarked above, income-tax payers in India are a
highly privileged section of the community, and ought
to assume heavier fiscal obligations. An addition of 5
crores to their burden will not be a great hardship, in view
of the fact that every section of the community is to be
required to make additional contributions to speed up the
pace of our national progress.

The foregoing proposals for the imposition of new taxes
and enhancement of the rates of old ones are merely
tentative suggestions. They make no pretence to be
regarded as a definite programme of fiscal development.
If they have any meaning, it is this, that the nation has
to take the task of the renovation of the life of the in-
dividual and of society in India seriously in hand, and
make an earnest effort to mobilize all possible fiscal
resources for the purpose; further that there do exist
ways of escape from the overpowering sense of futility
with which we are so often afflicted. There may be
alternative and better methods of increasing our public
revenues. By all means let us use them, though
these also will probably be found on examination to
be worthy of careful consideration. What is essential
is that we should give up the belief that we have come
to the end of our tether in the matter of taxation. If
we mean business, we must find a way of expanding
our revenues and getting out of what looks like the
slough of despair. It will, however, be said that there is
no chance of comprehensive proposals, like those outlined

 All-India Income-Tax Report and Returns, 1926-27,
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above, being passed by the Central and Provincial legis-
latures. They will hit so many powerful interests, run
counter to such deep-seated convictions, hurt so many
susceptibilities, and involve such heavy extra burdens
that a student of federal finance, who bases his plans
of financial re-adjustment on such impracticable pro-
posals, may well be considered to have forfeited his
right to be taken seriously. They may, as a matter of
fact, be cited as an apt illustration of the extravagant
lengths to which an academic student of the subject can
go, once he allows his theories to run away with his
judgment. This objection has to be answered ; for it has
great force and can be driven home very effectively.
The central plan, which is very simple but has still to
be elaborated, does not stand or fall by the success or
failure of the particular fiscal expedients which have
been discussed in the foregoing paragraphs. It certainly
postulates the necessity of the enlargement of our
resources ; but the means by which that end can best be
attained is another matter. If there are other ways
of imposing additional taxation, which commend them-
- selves to the collective judgment of our people, they
will of course have to be used. As the Governor-
General cannot be expected to use his emergency
powers for certifying the fiscal measures which may
have to be adopted, the consent of our people is
indispensable for the success of this or any other plan of
re-adjustments. There are difficulties, but it is possible
to overcome them if two essential conditions are ful-
filled. One of them is that the Government of India must
restore their credit in the domain of public finance. Just
now it is at a very low ebb, and their motives are freely
and openly questioned. The possibility of putting on
the people burdens, which they are not prepared to
shoulder willingly, should be definitely put an end to. If,
two years after the inauguration of the new constitution,
another Lee Commission is to swoop down upon the
country and impose a charge of 1} crores on the Indian
exchequer, or if spending departments like the military
and the police, which are already suspect, put up their
demands and appropriate revenues which are so urgently

235



The Essentials of Federal Finance

needed for other purposes, in spite of popular opposi-
tion, or again, if money is squandered on works whose
utility is extremely doubtful from the standpoint of
the people, there is not the slightest chance of a
programme of additional taxation, which may be adequate
for our needs, being carried through. The administra-
tion must be run on the assumption that the higher
services in India are, if not overpaid, getting more than
the country can afford to pay, or at least that it cannot
afford to pay them more; and further, that if the legis-
latures can bring themselves to pass measures of addi-
tional taxation, their yield will be used only for purposes
which can meet with their approval. In other words,
the principle of autocracy must be completely abandoned
in the financial administration of India. Taxation is un-
popular everywhere ; but in a country, which is striving
to be free, the prejudice against it becomes a part of the
intellectual make-up of the people owing to their political
subjection. In India, it will take years of political'education
to work off this legacy of the past; and any incipient
tendency on the part of the people to emancipate them-
selves from it will be nipped in the bud if, in the allotment
-of funds, the objects of which they do not approve have
precedence over those of which they do.

The other essential condition for embarking upon a
programme of additional taxation is that political India
should realize that, without it, we cannot make any head-
way against our enormous difficulties. Even before
the war, it used to be said that the limit of the taxable
capacity of the people had been reached. During the
war the Government of India increased their tax-revenue
from Rs. 7821 crores in 1914-15 to Rs. 127-52 crores in
1919-20, i.e., by about 50 crores. After the introduction
of the Reforms, in the two years 1921-22 to-1922-24, the
Legislative Assembly voted additional taxation of over
Rs. 40 crores, and the Provinces taken together realized
about Rs. 14 crores in three years by the enhancement
of their taxes. Our past experience shows that the
country can put forth efforts for adding to the public
revenues, if the circumstances necessitate it. It may,
however, be said that those were extraordinary times, and,
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the country cannot sustain the energy which the perils of
war or of financial insolvency called forth in those critical.
.years. This consideration, however, is less weighty
than it appears. The additional taxation imposed during
and after the war was really not a people’s undertaking.
The extra burdens had to be borne by them ; but it is wrong
to say that it was an act of voluntary sacrifice, or that the
obligation was assumed to avert a clearly perceived
danger. The point, however, is that taxable capacity
was there, and it was pressed into service by the Govern-
ment. Every nation has its hidden reserves, which can
be drawn upon in times of need.

Is it too much to expect that our public leaders will
also exercise their powers of imagination, will realize
the necessity of ushering in at once an era of national
regeneration, and will call upon the nation to put its
shoulders to the wheel and not grudge the payment of
the necessary additional taxation. The suggestions
made above, after all, involve additional taxation of
about Rs. 40 crores. Such amount will not suffice even
to touch the fringe of the problem of national recon-
struction ; and much more will have to be found later on.
‘But, as an earnest of our intention to do our best, it
will do. This amount has to be found. If the nation
needs some slogans in order that the proposals may
have a popular appeal, they can easily be provided.
It can be declared that money is mmperatively needed
to wage war against ignorance, disease, poverty and
the numerous other evils which are eating into the vitals
of our nation. Ours is a poor country, but it need not
abandon all hope on that account. Once people know
that they will get a good return for the money that they
are asked to give, and their leaders set them a good
example by first taxing the classes to which they them-
selves belong, the enthusiasm necessary for carrying
out a programme of additional taxation will not be
lacking. This is an essential condition of the success of
these proposals; and it is up to our educated classes to
ensure that it is provided.

We have, however, not dealt with the real problem to.
which this chapter, if its heading is not misleading, is
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to be devoted, i.e. the problem of re-allocation of
resources. Indirectly, a solution of the problem has
been suggested. It may now be specifically stated that,
on administrative grounds, the Provinces must be left in
charge of the sources which have been assigned to them
under the existing arrangements. Two new taxes will
also be administered by them. These are the tobacco
duty on vend and the tax on the capital value of land.
It is also possible to assign to them the yield of the inheri-
tance tax which, however, will be administered by the
Central Government. It will take some time for these
taxes to get into proper working order, and their yield
is uncertain. If a guess is to be hazarded at all, it may
probably amount to about Rs. 15crores. Itis impossible
to say how far each Province will be helped by their
introduction ; and as the revenue which will be derived
from them is of a speculative character, the Provinces will
need some other additional resources in order that they
may face the immediate future with the assurance of being
able to do something. The Government of India will
administer all the more elastic sources of revenue. The
normal tendency of their receipts to expand will give
them a surplus. But that by itself will not carry us very
far, and it will be necessary to revise the existing taxes,
and impose some new ones. It is, as already stated,
possible to hold divergent opinions regarding the taxes
which ought to be levied or enhanced ; but those mention-
ed above are probably not much worse than others that
can be utilized for the purpose. At any rate, they can
do us service in illustrating the method by which larger
funds can be placed at the disposal of the Provinces. It
is certain that the only way in which this can be done is
that a part of the revenue, collected by the Central
authorities, should be assigned to the Provinces. The
yield of the additional taxation suggested above will
amount to about Rs. 25 crores, and comprise :(—

Rs. Crores
Import duties... .. 3
Export duties ... 25
Excise duties, mcludmg tobacco kerosene
cotton .. 6
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Rs. Crores

Salt tax .. 6
Corporation tax .. 2°5
Income-tax ... eee D

These figures, though not imaginary, are merely
illustrative ; and their claim to precision is strictly
limited. The cardinal point is that this amount, and the
surplus that may be realized by the process of normal
growth, is to be handed over to the Provinces for meeting
their needs. Some of it may be set apart for securing
co-ordination, but the bulk of it must be transferred to
the Provinces for developing the important services for
which they are and will remain responsible. How is the
transfer of funds from the Central to the Provincial ex-
chequer to be effected ? This is a most important aspect
of our enquiry; and as it can be more conveniently dealt
with in the next chapter, this chapter may be closed with
the general remark that, in handling this issue, we must
rise above the prejudices, which we may have inherited
from the past, and all narrow parochial considerations.
It is only from the elevated plane of the well-being of the
nation as a whole and equity, of course, that we can do
full justice to this question.
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CHAPTER VII

The Redistribution of Revenues

In this chapter we are mainly concerned with the
problem of finding a method or methods by which funds
can be transferred from the Central Government to the
Provincial Governments. But before we take this up for
consideration, it is desirable to see whether it is not
possible to increase the Central revenues, by means
other than additional taxation, the necessity of which
has been emphasized already and need not be further
stressed. Public opinion in this country is likely to
discount the utility of any scheme, which does not
provide for the reduction of expenditure as one means of
increasing the spending power of the State for the
promotion of objects like education, sanitation, etc. It
has already been stated that economy, though highly
desirable, cannot carry us very far; and the cost of
revision upwards of the salaries of the lower services will
more than neutralize any economy that may be effected
by reducing the scale of salaries of the higher services.
But there is one head, the expenditure on which is
regatrded as so much out of proportion to the economic
resources of the nation, that it is impossible to convince
even the most reasonable student of public affairs that
economy can be of no avail in solving our financial
problem. The head on which the expenditure is so
universally regarded as inordinately high, is, of course,
Defence. The issue is political rather than financial; and
as the divergence of opinions regarding the right scale
of military expenditure is due to a fundamental difference
of standpoints, the issue must be discussed in the light
of those premises.

From the Indian point of view, there is only one
aspect of the matter which is really important; and that
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is that, if India is to be a free country, she must have her
own national army. The Indian Army, as it is constituted
to-day, is not a national army in any sense of the word.
It is an army of occupation, and the British element in it
is a constant reminder of the fact that India’s connexion
with the British Empire rests ultimately on force. It
is humiliating for any self-respecting nation to have to
put up with large contingents of foreign troops as a
guarantee of her own safety. Any scheme of self-
government, which is not to be a hollow sham, must,
therefore, make provision for rapid Indianization of the
army. The national army in India must be manned and
officered by Indians and only by Indians. The British
section is the most costly portion of our army, and its
elimination will mean very large savings. It is also
generally assumed that, as the Indian army is maintained,
not only for the defence of India, but also for Imperial
purposes, the gap caused by the withdrawal of British
troops need not be filled. This is a purely hypothetical
assumption, and how far British troops will have to be re-
placed by Indian troops is a question which has never so
{ar been carefully examined. The Indian army, however,
is, at present, a part of the Imperial Defence forces; and
it is probable that its numerical strength will be reduced
if India, in the future, has to provide only for her own
defence. She will, of course, contribute her own share
to the expenditure, which mayr have to be incurred, for,
the defence of the Empire; but as a scheme for the
purpose has still to be evolved, that need not be regarded
as an imminent liability. The reduction of our military
expenditure is inevitable if the new constitution is to
prove, as has often been foreshadowed by responsible
statesmen, a basis for a final settlement between Great
Britain and India, and to contain in itself the germs of
its own evolution. This saving will be a direct outcome
of the constitutional changes, and its accrual must be
regarded as an integral part of the impending develop-
ments. It is, however, impossible to forecast with any
degree of precision the amount of this saving ; and even
rthe most sanguine amongst us must admit that the
process of Indianization will have to be spread over
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years. Moreover, the quicker the pace at which this
liquidation of the past proceeds, the less will be the
possibility of our adding materially to our resources by
such means in the immediate future on account of the
heaviness of the terminal charges. The scheme of
financial readjustments outlined in this book, though
based in its principles on intelligent anticipation of
even the distant future, is in its details only con-
cerned with the next step in our financial evolution ;
hence the savings that we may be able to realize by
the progress of Indianization of the army cannot be
taken into account in discussing the immediately possible
methods by which we can finance schemes of national
development. The savings, as stated above, will be large;
but in the immediate future they will not be a factor of
any importance in the distribution of revenues between
the Central and Provincial Governments.

It cannot be maintained, however, that there is no
room for further economies in military expenditure,
even apart from this wider issue. Since 1924-25 military
expenditure has been practically unchanged. After the
economies realized in 1923-24, on account of the cuts
recommended by the Inchcape Committee, no efforts
have been made to reduce this expenditure. As is
pointed out in the memorandum on military estimates
every year, it is well below the limit of Rs. 57 crores,
fixed for established charges by the Inchcape Committee ;
but, at the same time, it is well above the limit of Rs. 50
crores which, as is well known, was the figure to which
the Committee expected that expenditure would be
automatically reduced by the fall of prices and other
economies. Prices have fallen since 1922-23; and, in
particular, the English charges debited to the military
estimates have been reduced by the rise in the exchange
value of the rupee on account of its stabilization at
1s. 6d. The revision of the pay of British soldiers,
which gives reduced rates to all new recruits after
October 1925, has resulted in a large reduction of the
liability on this account; and its full cumulative effect
on the military estimates has not been realized as yet.
The Inchcape Committee did not recommend any
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reduction in the expenditure on the Air Force since they
anticipated that the extended use of this new arm would
result in economies in expenditure on ground troops.
Since then the expenditure on the Air Force has in-
creased from Rs. 1:10 crores in 1922-23 to Rs. 2'6 crores
in 1928-29 ; but still the expenditure on the other fighting
services is the same as before. The military authorities
appear, as a matter of fact, to have taken for granted
that Rs. 55 crores is their block grant ; and any reduction
of expenditure that they can realize is being utilized for
improvements of all kinds. The Inchcape Committee,
while recommending the reduction of military expendi-
ture to a sum not exceeding 50 crores, emphasized the
necessity of keeping a strict eye on military expenditure,
with a view to its further reduction even though revenue
might increase through a revival of trade. This is what
the Government of India have not done. They seem, as
remarked above, to have taken it for granted that so long
as military expenditure does not exceed Rs. 55 crores, it
is not incumbent upon them to exercise any pressure
on the military authorities for reduction of expenditure.
It is necessary that they should take an entirely different
view of the matter, and should realize that Rs. 55 crores
is much more than the tax-payer should be called upon to
pay, and that though the era of deficits is now at an end,
the need for exercising the utmost vigilance in the
direction of reducing military expenditure is as urgent
as ever. The necessity of the Government of India
winning the confidence of the general public in matters
of finance, as an essential condition of stimulating the
nation to adopt a different view of taxation, was referred
to in the last chapter. The riost convincing way in
which the Government of India can establish their boza-
fides is to demonstrate their willingness to participate in
a truly national campaign for increasing the resources
available for the vital services by making an appreciable
reduction in their expenditure on defence. It is not
possible to indicate the limit to which such reduction
could be made. The figure of Rs. 50 crores, adopted
'y the Inchcape Committee, is based neither on a careful
calculation of what India can afford to spend nor on an
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estimate of our minimum military requirements. No
special significance need, therefore, be attached to it.
But the Government of India must undertake a thorough
scrutiny of the military estimates, and put an end to all
unnecessary or wasteful expenditure with a rigorous hand.
It is difficult to say how the Government of India will be
reconstructed under the new constitution, but even if they
are not fully responsible to the legislature, they will
have to be much more responsive than at present to the
demands of the articulate voice of India. Mr. Gokhale
used to say that the Government of India should be
national in spirit even though they might not be national
in personnel. The Government of India will have to
be national even in personnel to a much greater extent
than they have ever been before ; but if they do not also
imbibe the national spirit, and appreciate the imperative
necessity of bringing themselves into unison with the
impulses of what is called the Indian renaissance, the
outlook for the country is gloomy indeed. One tangible
proof of this change will be their readiness to meet
public opinion more than half way with regard to the
reduction of military expenditure. It is not possible, as
remarked above, to state definitely what amount can be
realized by these economies; but for our present purpose
we may assume that it will not be less than Rs. 5 crores.
This is an arbitrary figure; but it is difficult to make it
lower, if it is to be taken as an indication of an earnest
resolve on the part of the Government of India to go as
far as they can in the direction of creating an atmosphere
favourable for the success of the required programme of
additional taxation.

In 1925-26 a definite scheme of debt redemption was
brought into operation ; which was, in the first instance,
to be tried for a period of five years. Under this scheme,
a sum of Rs. 4 crores, and such additional sum as is
equal to one-eightieth (on the assumption that this
will be productive debt) of any excess shown in the total
of the debt outstanding on 31 March of the preced-
ing year over the total outstanding on 31 March,
1923, is provided every year for the reduction ox’
avoidance of debt. The scheme aims at the extinction
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of the productive debt of India in 80 years, and of the
unproductive debt in varying periods of 15, 25 and’
50 years, according to the purpose for which the debt
was incurred. But the actual progress in the reduction
of debt has been much more rapid than that which
is required by this time-scale. The unproductive debt
of India, as already mentioned in Chapter III, has
been decreased by Rs. 72 crores; and according to
Mr. E. Burdon, Finance Secretary to the Government
of India, it will vanish altogether in another eleven years
if the present rate of progress is maintained.? Every
year, the addition of one-eightieth is made in view of
the increase in the productive and so in the total debt.
In 1928-29 the total amount provided for the amorti-
zation of debt amounted to Rs. 5-40 crores. On 31 March,
1928, the productive debt of the Government of
India stood at Rs. 686-54 crores, and the unproductive at
Rs. 178:73 crores. A very large portion of the amount
provided for debt redemption is thus intended to cover
the repayment of productive debt, and indeed this
latter amount has increased by Rs. 1:78 crores from
1923-24 to 1928-29. This policy of debt redemption
kt(s held to have been a great success; and the improve=-
ment in the credit of the Government of India, the
rise in the price of Government securities, and the
reduction in the interest charges on deadweight debt are
attributed to it and to the strenuous efforts made to
secure budget equilibrium. The Government of India can
now borrow at a lower rate of interest, both in India and
in England, the prices of Government securities have
gone up; and the aggregate interest charge on un-
productive debt has fallen from Rs. 1597 crores in
1923-24 to Rs. 9-51 crores in 1928-29. The Provinces
have, of course, been benefited by this all-round improve-
ment, as they have done most of their borrowing
through the Government of India. In the face of these
facts, it would appear to be the height of unwisdom
to suggest that this policy should not be proceeded with,
or the provision for the reduction of debt diminished.

1 The Governinent of India Budget, 1928-29, p. 50.
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A raid on the sinking fund, when the financial position of
the country is satisfactory in every respect, will be
deprecated ; and it will be urged that it would recoil on
the public credit of the State, and in its consequences
will be a real boomerang. It is not easy to dissent from
this view, but still there are some considerations which
do not point to the same conclusion. In the first place,
it is not certain that all this improvement is due to the
operation of the debt redemption scheme. The bulk of
the amount provided under it represents contractual
obligations. In 1923-24 they accounted for Rs. 3-72
crores ; and out of the total provision of Rs. 5:40 crores
in 1928-29, these obligatory payments amounted to
Rs. 4-31 crores. The optional amount of redemption, it
would thus appear, for which credit can be taken by the
introduction of this scheme, is not very large; and it is
not unlikely that the economies which the Government
of India have been able to realize as a result of lower
interest charges are due far more to budget equilibrium,
the stabilization of exchange and the general economic
recovery of the world as a whole than to the effects of
the adoption of this scheme. The bulk of this provision
would have had to be made even if, to use the words
of Sir Basil Blackett, ‘a regular programme based on
stable and well considered principles, not subject to
haphazard changes’ had not been adopted. There has,
it is true, been an increase in the provision made for
the redemption of debt during the last six years, as stated
above, of Rs. 1:78 crores ; and it may be conceded that
this has, to a certain extent, exercised a wholesome
influence on the general position. It would be wrong,
however, to say that, but for the adoption of this scheme,
the large saving which has been effected in our debt
service would not have materialized.

It is, moreover, impossible to maintain that the policy
of amortizing the productive debt in a country like
India is not open to question in principle. As regards
the revenue surpluses of the first decade of the twentieth
century Mr. Gokhale was wont to criticize severely the
policy of using these for the reduction of debt, and’
earnestly urged upon the Government of India the
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necessity of utilizing them in ¢vigorous and states-
manlike efforts for the promotion of the material and
.moral interests of the people’; but the same Govern-
ment, which turned down his proposal for the introduction
of free and compulsory elementary education on the
ground that it was °¢extravagant and impracticable’,
spent more than Rs. 100 crores from 1900-01 to 1914-15
for the reduction of debt, and had almost succeeded in
extinguishing our unproductive debt before the war.
This was possibly right from the standpoint of strict
financial orthodoxy, but it must be regarded as ex-
tremely bad economy from the national standpoint.
These pre-war surpluses, moreover, were used, after
all, for the reduction of unproductive debt; but the
scheme, which is now in operation, makes permanent
provision for the progressive reduction of our productive
debt, and the debt redemption charge on this account
is likely to increase every year. The prospect of our
acquiring a fee simple of our railway property, in due
course, has a charm of its own ; but to a country whose
people are steeped in poverty and ignorance, and where,
on account of the ravages of disease and the absence of
elementary sanitary arrangements, life itself is so pre-
carious, the value of this investment is bound to appear
exceedingly doubtful. The redemption of debt cannot
be left to accidents. There ought to be a stable policy,
and a well-considered programme; but whether this
should include provision for the liquidation of debt,
against which we hold valuable assets, is a proposition
whose soundness cannot be accepted as a matter of
course. In Australia the debt of the States, most of
which is productive, is, under the scheme of 1926-27,
to be extinguished at the rate of § per cent every year.
In India, we propose to pay off our productive debt at
the rate of 120 per cent every year. This would
probably be considered a very liberal provision in any
country of the world. Great Britain is repaying her
debt of over £7,000 millions, the whole of which is war
debt, by a sinking fund of £50 millions every year;
¥.e. about 1/140 of the debt is to be annually liquidated
under this scheme. In the opinion of the Colwyn
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Committee, the provision of £50 millions a year out of
revenue is insufficient; and they recommended that the
sinking fund should as early as possible be increased
to 475 millions a year, and the aim should be to in-
crease it to 4100 millions per annum.! This is the
outside limit up to which they are prepared to go, but
they do not recommend that it should be reached at once.
Even if the sinking fund is raised to that figure, Great
Britain will be repaying about one-seventieth of her debt
every year; and that is only a little more than the
provision, which has been made under the scheme of
1925, for the repayment of our productive debt. The
total debt of the Government of India in 1928 was
Rs. 846:27, i.e. in round figures, about £650 millions, and
less than the pre-war unproductive debt of Great Britain,
so that our provision, judged by that standard, is really
very satisfactory indeed. The Provincial debt in 1928
amounted to Rs. 126:34 crores ; and as the whole of it is
productive, it is also proposed to pay it off in eighty
years. Sir Basil Blackett, in speaking of the advantages
of this scheme, once said that he had always been a
financial purist, and that events had justified his policy
of unswerving rectitude. Financial purism is a great
virtue ; but it looks as if, in India, we were going to
have too much of this estimable quality.

But there is yet another consideration which has an
important bearing on this aspect of this question. The
productive debt of the Government of India consists of
Railway debt, debt of other commercial services and
Provincial debt. As the Provinces are making their own
provision for sinking fund, their debt can be left out of
account. The remaining productive debt is mainly
Railway debt, tnat has been incurred for railway
construction. Now the railways are an autonomous
undertaking. They have their own assets, their own
liabilities, their depreciation fund, and are building up
their reserve fund. Sir Basil Blackett, in his Budget
speech of 1925, speaking of the Provincial Loans Fund,

-

1 The Report of the Committee on Nalional Debt and Taxation,
1927, p. 341.
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said: ¢ The scheme contains within itself the germs of
development; and I look forward to the day when the
Fund may be administered by an Indian body correspond-
ing to the National Debt Commissioners or Public Works
Loan Commissioners in England, and the money required
for the advances from the Fund raised in the open market
by the controlling body on the security of the assets of
the Fund. Not only these advances to the Provincial
Governments, but also the Railway debt of the Govern-
ment of India, may ultimately be separated from the
ordinary debt, and raised, subject perhaps to a Govern-
ment of India guarantee, not on the general credit of the
revenues of India, but on the security of the assets of the
Provincial Loans Fund, and of the Railway undertakings
of the State, respectively.” The development, foreshadow-
ed by Sir Basil in 1925, must now be realized; and the
proposal outlined in the next chapter will, if it is given
effect to, lead to that result. The Railway debt will then
be raised on the security of Railway assets, and will be
placed on the same footing as the Provincial debt. The
Provinces now provide their own sinking fund, and will
continue to do the same in the future. Thereis no reason
‘why the Railways should not do likewise, and be made
responsible for providing their own sinking fund. This is
an obligation which they have to assume as a necessary
concomitant of their being an independent corporation.
Till 1923 Railway annuities were a charge on Railway
receipts ; but now they are being paid out of ordinary
revenues, and in 1928 a charge of Rs. 1:73 crores was
thrown c¢n the Indian exchequer on this account. The
transfer of this charge from Railway receipts to general
revenues involves an unwarranted burden on the tax-
payer, and is against the spirit of the convention of 1924,
according to which railway finance was separated from
general finance. The same consideration applies to
Railway sinking funds, and other such charges for the
redemption of productive debt, on the revenues of
the Government of India. The contribution from
Railways to general revenue in 1928 amounted to
(LRS. 523 crores; and as the tax-payer had to provide
Rs. 540 crores for sinking funds in that year, the bulk
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of which was due to Railway debt, the net gain to the
treasury by the operation of the Convention of 1924 was,
comparatively speaking, inconsiderable. This convention
and the Debt Redemption Scheme of 1925 are now both
due for revision. One necessary change, which has to be
made, is that general revenues should be relieved of the
charge of making provision for Railway sinking funds,
and the liability, if it is to be continued, should be met
out of Railway receipts. This is obviously an eminently
fair arrangement, and ought to be introduced. Such a
change would, in 1930, give relief to general revenues to
the extent of about Rs. 5 crores, and also prevent
practically any increase in the charges for debt
redemption.

Now we can take up the question of increasing the
resources of the Provincial Governments by transferring
revenue from the Central to the Provincial exchequer.
The Government of India will, according to the illustra-
tive figures referred to at the end of the last chapter, have
a surplus of Rs. 25 crores from taxation; and if they
reduce their military expenditure by Rs. 5 crores, and if
general revenues are increased by another five crores by
making the Railways responsible for providing their own
sinking funds, the total surplus will amount to Rs. 35
crores. Admitting once more the semi-hypothetical
character of this figure, we can now proceed to discuss
the method or methods by which this amount is to be
placed at the disposal of the Provinces. There is one
consideration which is of supreme importance from the
point of view of the country as a whole, and ought to be
specially stated. Whatever scheme of fiscal re-adjustment
may be adopted, it should make provision for giving ade-
quate resources to all the Provinces, and should
therefore take into account the existing disparity in
their financial strength. It is not necessary to restate
why this consideration is all-important. If India is
to be a united nation, she has to look to the needs of
all her constituent units, to ensure that they all maintain
a certain level of development and progress, and to
redress, as far as possible, the unequal advantages.
which are a drag on the progress of some Provinces, and
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are due to historical causes. The best way to help the
Provinces is, of course, to get them to help themselves;
but that does not rule out of court the possibility of
making an adjustment such as will suit the special features
of the problem in India. Indeed, it may be necessary to
accord special treatment to particular Provinces if their re-
sources, in spite of their best efforts, are inadequate for
attaining the national minimum. This should be the
limiting factor in every scheme of the re-distribution of
revenues. The Government of India have to give, and
the Provinces have to receive ; but this transfer has to
be effected in such a way as to make it possible for the
latter to perform their functions with due regard to the
entire national economy.

One method for the transfer of revenue from the
Central to the Provincial treasury, which is likely to sug-
gest itself readily, is that the yield of income-tax should
be allotted to the Provinces. The present yield of the
personal income-tax is about 12 crores,! and an increase
otfive croresmay safely be counted on, whether as a result
of normal growth or enhancement of rates. The Govern-
ment of India can easily do without it, if the assumption
‘that it can increase its resources by aboutRs 35 crores may
be taken as correct, Provinces like Bombay and Bengal will.
welcome this change, as till now they have been asking
for a part of the income-tax revenue, and will be glad to
get the whole of it. As the administration of the tax will
remain Central, its efficiency will not suffer; and there
will be no multiple taxation, as there will be unifor-
mity of rates all over the country. There will be some
conflict between the principles of situs and domicile in
the allocation of receipts among the Provinces; but, if
there is reciprocal exemption of non-residents, this
difficulty will be surmounted. It may even be necessary
to modify this method in the interests of Provinces like
Assam, Bihar and the Central Provinces whose resources
are being exploited by outside enterprise ; but it may not
be impossible to devise conventions by which a rough

1 This amount does not include the amount credited to ¢ India-
General’,
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.equity may be attained. Even then the transfer of
income-tax receipts to the Provinces will not be a solution
of the problem. In 1926-27 the total yield of income-
tax and super-tax on individuals was distributed among
the Provinces as follows:—Madras Rs. 1'18 crores,
Bombay Rs. 2:83, Bengal Rs. 4:23 crores, United Provin-
ces 63 lacs, the Punjab 65 lacs, Burma Rs. 1°51 crores,
Bihar and Orissa 53 lacs, Assam 18 lacs. The enhance-
ment of rates will not change the relative position of the
different Provinces ; but the adoption of conventions for
the allocation of receipts between the Provinces of
origin and residence will make it possible for the
Provinces, whose receipts are now the Jowest, to im-
prove their position. That, however, will not lead to
any complete adjustment of their resources to their
needs. The Provinces which will really gain most will
be Bengal and Bombay, and the addition to the resources
of Burma and Madras will also be considerable. But
the other Provinces will not get much by the adoption
of this method; and, leaving aside the Punjab, these
are just the Provinces which are very much undevelop-
ed, and where the pace of progress has to be speciaily
accelerated. It will bring to Bengal very great relies,
which it needs badly ; but the problem of re-adjustment is
not confined to that Province. It may, however, be urged
that the industrial Provinces of Bengal and Bombay are
entitled to receive what they will get under this arrange-
ment, for they will get what they produce ; and moreover,
it will compensate themn for the fact that the agricultural
Provinces gain on account of the provincialization of
land revenue. The latter point may be taken up first.
Bengal gets only a little over three crores out of land
revenue ; but that is certainly not due to the fact that it
is not an agricultural Province, and consequently the
question of compensation does not arise. Bombay
derives more than five crores from land revenue and
taking into account its population and cultivabie area,
that is not at all a poor yield. Itis, indeed, larger than
that of the Punjab (where, however, the amount credited
to the land revenue account is low, as a large portion is
shown as revenue due to irrigation) ; and the Punjab is
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par excellence an agricultural Province. The income
from land in the United Provinces and Madras is higher
than that in Bombay but, not very much higher ; and as
each of these Provinces has more than twice the popula-
tion of Bombay, it cannot be said that the differences?
represent any special advantage. The land revenue in-
come of other Provinces is less than that of Bombay ;
and, therefore, the general belief that the latter has
suffered on account of the provincialization of the land
revenue is not based on facts. The land revenue yield
per capite in Bombay is higher than in any other
Province except Burma ; and though that is also the
measure of its incidence, it is, at any rate, clear that
Bombay cannot have a grievance on the score that the
arrangement under which land revenue is Provincial
and income-tax is Central is specially prejudicial to it.
The whole argument is based on a misconception. There
are no agricultural or industrial Provinces in India in the
sense in which the Eastern States in the U.S.A. are
industrial, and the Western States agricultural. All the
Provinces are agricultural ; only in some of them there
happen to be situated the gateways of India, through
which the whole trade of the country has to be carried
on. Industrial beginnings have also been made in some
Provinces, and these do not in all cases owe their exist-
ence and development to the people of the Province in
which the industries have been established. In a
country, in which out of the total population of 247
millions only 1:5 million persons are emploved in
factories subject to the Factories Act, the distinction
between agricultural and industrial Provinces has no
meaning ; and the question of the allocation of revenues
cannot, therefore, be discussed as a question of industrial
versus agricultural Provinces.

But still it may be maintained that there is no com-
parison between the yield of income-tax in Bengal and
Bombay and its yield in other Provinces, and that it is

1 In 1927-28 the land-revenue receipts of Bombay were Rs. 5'30
crores, of the United Provinces 6°92 crores, and of Madras Rs. 7°55-
crores. Tables XXXIII, XXIX and XXX.
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not unfair to let them appropriate the receipts which are
assessed and collected by them. It will, however, be
admitted that the receipts which are collected in these
Provinces are not all theirs by right, owing to Calcutta
and Bombay merely being the head-quarters of concerns
operating in other parts of the country. Apart from
the necessity of making adjustments on this account,
it ought also to be admitted that the economic import-
ance of Calcutta and Bombay themselves is due to
factors whose scope is national and not Provincial,
and the Provinces of Bengal and Bombay cannot claim
that the economic prosperity of these great commercial
centres is of their making. Sir James Westland, in his
speechinthe Legislative Council on 27 March 1897, refer-
red to the theory that each Province was entitled to get a
large share of the revenue collected there, and pointed out
the futility of any such contention. He said, ¢ Bengal is
a wealthy country, which has many large cities, but its
wealth is derived from the fact that it lies in such a position
that the wealth and trade of other Provinces drain through
it. The revenue of Bengal cannot be justly claimed by
the people of Bengal as entirely appropriable to their own
purposes, but must be considered at least with reference
to the claims upon them arising out of the administration
of the Provinces further away. I amtaking Bengal only
as an illustration, but exactly the same arguments apply
to the Provinces of Madras and Bombay. They are all
territories which derive their wealth from the fact that
threy lie between a hinterland and the sea, and through
them the wealth of the hinterland passes to the sea-
board.’* This argument against the exclusive right of
Provinces like Bengal and Bombay to the benefit of
revenues raised within their territories has now much
greater force than it had thirty-three years ago, for
customs duties and income-tax at that time occupied,
relatively speaking, an unimportant place in our fiscal
system, and the importance of Calcutta and Bombay as
all-India cities has greatly increased during this period.
Since then Karachi has risen in importance ; and it has a

1 The Welby Commission Report, vol. 111, p. 370.
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bright future on account of the additional five million
acres, which will be brought under cultivation after the
_completion of the Sukkur Barrage, and of the further
development of the Punjab. Again it is the economic
progress of the country as a whole and its growing
integration which increase the importance of these
nerve centres of economic life, and enable them to
draw wealth from ali parts of the country. The wealth
of these Provinces is, in‘a very large measure, what may
be called a national surplus ; and the income-tax revenue
which it yields, therefore, rightly belongs to the country
as a whole. It is futile, as already remarked, in the first
chapter, to try to establish a correspondence between
benefits and costs in making fiscal re-adjustments. The
development of the economic system has made such an
attempt out of accord with the facts of the situation ;
and the future trend of events will throw into even
bolder relief the utter impossibility of making any such
attempt.

To revert, however, to the consideration with which
we began, the assignment to each of the Provinces of the
yield of income-tax is not a solution of the problem, as it
gives very little to the Provinces, in which the need of
development is most pressing. Moreover, an assignment
of Rs. 17 crores to the Provinces taken together will by
no means exhaust the possibilitiesof increasing the latter’s
resources. The Government of India will, it has been
assumed for the sake of argument, have a surplus of
Rs. 35 crores; and as the additional revenue derived
from customs and excise duties, the corporation tax and
from savings on military and interest charges cannot be
allocated among the Provinces on any basis of yield at
all, it will be necessary to utilize some other method for
handing over to the Provinces, what will, in the first
instance, come into the hands of the Government of
India. Indeed, even in the case of income-tax revenue
this method of allotment is inherently defective from the
national standpoint, and will in itself be inadequate for
effecting a transfer of resources ; hence it is necessary to
turn to other alternatives for the re-distribution of
revenues.
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Another method, which can be suggested for in-
creasing the Provincial resources, is that the revenue
derived from export duties should be handed over to the
Provinces. At present, there are two important export
duties, i.e. the duties on jute and rice. The primary
justification for levying these duties is that they are
duties on a national monopoly and semi-monopoly, and
that their incidence is mainly on the foreign consumers.
The duties on tea, lac and oilseeds, the imposition of
which has been proposed in the last chapter, will also be
of the same character ; and the revenue raised will, partly
at least, be at the cost of the foreign consumer. The
Provinces, in which these articles are mainly produced,
cannot claim these receipts on the ground that they are
abstracted from the total income of their citizens. The
argument against the assignment of the revenue of
export duties to the Provinces put forward by Sir Basil
Blackett in his speech in the Legislative Assembly on
8 March 1928, is one that must be taken into account in
the consideration of this question. He pointed out the
undesirability of the Provincial Governments depending
upon export duties for their revenue, to any considerable
extent, owing to the Government of India *¢having
to deal with the jute duty, or an export duty of any
kind, at a moment when world conditions may have
made it desirable in the economic interests of every-
body that the duty should be abolished ’. But the reason
which is most conclusive for our purpose is that the
provincialization of the receipts of export duties will not
give relief to all the Provinces, and particularly to
those Provinces whose difficulties are the greatest. In
1927-28 the export duties yielded Rs. 459 crores, of
which rice yielded Rs. 1'06 crores and hides and skins
Rs. 37 lacs. If the revenue of these duties is to be given
to the Provinces, the only two Provinces which will
gain will be Bengal and Burma, though in very
different proportions. Bengal will, of course, be happy
under this dispensation; but the other Provinces will
not feel its beneficent character. Burma will get
90 per cent of the revenue from rice, but it will ke
such a small sum in comparison with the yield of the
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jute duty, that it will give it very poor satisfaction. It
will not be possible to allocate the small sum of Rs. 33
lacs derived from the duty on hides and skins; and the
receipts from export duties on lac, tea and oilseeds, if
they are to be imposed, cannot be fairly allocated either,
though the predominant interest of Bihar and Orissa
in lac, of Assam in tea and of Madras in oilseeds can
easily be demonstrated. The total revenue of Rs. 9
crores will, moreover, be insufficient for provincial
requirements, and it will be necessary to utilize other
methods. On account of these considerations, the yield
of export duties must also go to the national exchequer.

As it is out of the question to suggest that the yield of
import and excise duties, which are the only sources
left, if income-tax and export duties are to be wholly
central, should be apportioned between the Central
and Provincial Governments, the only method by which it
is possible to supplement Provincial revenues is to make
assignments to the Provinces and grant them, if necessary,
subsidies and subventions for specific purposes out of the
consolidated fund of the Government of India. It has
already been stated that such payments are made by the

ederal Government to the States or the Provinces in all
federal States; and they are a factor of growing import-
ance in their finances. But, in India, reference to this
method is likely to recall to our minds evil memories of
the years of centralization ; and we shall be very suspi-
cious of any contributions by the Central Government to
the Provinces which may bear even a slight resemblance
to what used to be called ¢doles’, and which, as every-
one admitted, were used as instruments for increasing
the control of the Government of India over the Provin-
cial Governments. Under the Government of India Act,
it is not considered permissible to incur expenditure
from Central revenues for expenditure on a Provincial
subject, except in so far as such expenditure represents
payment for services rendered by the local Government.!
This rule is taken to derive its authority from section 21
of the Act; and is clear evidence of the fact that any

1 Book of Financial Powers, p. 1, note.
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payment by the Central Government to the Provinces,
which is not merely in the nature of a guid pro quo, is
regarded as subversive of the whole structure of our
political constitution. In India, the Government of
India has been and is supreme ; and besides being the
highest executive authority of the country, it is the
agency through which the Secretary of State, as the
minister in charge of Indian affairs, exercises the powers
of superintendence, direction and control over the whole
Indian administration on behalf of the British Parliament.
The control of the Government of India, therefore, is not
the control by a national Government over the component
parts of a federation, but the control of one nation over
another, one of which has been claiming and still claims
to be the final arbiter of the political destiny of the
other. The Provincial Governments are much more
amenable to the control of the people and will, it is
expected even by the most cautious advocates of
political advance, be made almost completely responsi-
ble to the elected legislatures. The Government of
India, on the other hand, is still autocratic; and though
an element of responsibility may be introduced into its
constitution in the near future, it is extremely improbablée'
that it will become a national Government in the real
sense of the word. It will have to cultivate more and
more the habit of enlisting the co-operation of the Indian
public in framing its policies in matters of importance ;
but it can scarcely be hoped that it will cease to be the
visible hand of the Providence, which has placed Great
Britain in a position to exercise control over the life of
our people. We have not the strength, and the British
people have not the disposition, to put an end to this pre-
ordained relation ; and consequently, in the discharge of
its constitutional responsibilities, the Government of
India will have the power to enforce upon us deci-
sions, which may not be palatable to us, but will
have to be accepted as the decrees of the ruling
nation. The control of the Government of India will,
apart from being contrary to the federal principle in case
it is excessive, be open to objection owing to the
undemocratic and un-national character of the constitutiou
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and functions of Government. It is, therefore, natural
that payments by the Government of India should be
viewed with great misgivings; and a scheme of finan-
cial re-adjustment, which gives them an important place in
its working, may, whatever its other merits, fall through
on account of this cardinal political consideration. The
objection is serious, but need not be fatal to the success
of such a scheme if we take a realistic view of the
matter. The Government of India will, in spite of its
dual character, be our Central Government and has, in due
course, also to be our National Government. When it
will shed its dual character, and become only the
custodian of national interests, in our political system,
will depend solely upon our own inherent capacity to
determine our political future. But this transforma-
tion should not take very long ; and in the meanwhile we
must discriminate between the essentials and non-essen-
tials, must not condemn measures and policies because
of their misleading appearances, and must be prepared to
work compromises which will, when we are masters of
our own house, develop into the means of preserving
the integrity of bur national life. Assignments must
fnevitably be an important feature of our federal finances,
because without them it is not possible to evolve a
system which may really be adequate for our needs ; and
it is wrong to refuse to use them merely because
they can be mistaken for distant cousins of the ¢doles’
of the pre-war period. That, of course, means that in
actual practice these payments should not be capable of
being used for thwarting, directly or indirectly, our
dearly cherished political ambition of getting autonomy
for the Provinces. That is an important consideration,
and has to be borne in mind in the elaboration of the
scheme of fiscal re-adjustments, under which the Pro-
vinces are given larger revenues in the shape of contri-
butions from the central treasury.

It was stated, at the end of Chapter V, that payments
made by the federal Governments to the States in other
federal States can be conveniently classified under three
g.ategories—assignments, subsidies and subventions—and

re to be differentiated according as they are or are not
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made for specific purposes, and involve or do not involve
control of the States by the federal Government.
Assignments may be taken to signify payments which
are made for general purposes, and do not involve the
control of the States by the federal Governments.
Subsidies is a somewhat unsatisfactory name for pay-
ments, Which are made for specific purposes, but do not
materially affect the autonomy of the States; and pay-
ments made by the federal Government to the State for
specific purposes, and with definite stipulations regarding
the objects and the manner of their expenditure, may be
called subventions. The Government of India used to
make adjusting assignments to the Provinces, under the
pre-Reforms financial settlements, to make up for the
deficiency of receipts from the divided heads. They were
open to objection on the score that they were fixed, and
introduced an element of rigidity in Provincial finances ;
but they were never criticized as instruments of centraliza-
tion. Assignments, general and special, in other
countries are received by the States as a matter of right,
and are not objected to anywhere on the ground of their
centralizing effect. Subsidies imply a possibility of
control in theory, but can be granted in such a manner as
to avoid any material reduction of the power of the States
in actual practice. Subventions should be made primarily
for the purpose of co-ordination; and though the line
which divides co-ordination from control cannot, as
already stated, be clearly defined, the distinction between
the two is real, and can be made operative in the execution
of policies. The objection, therefore, that contribu-
tions by federal Governments to the States give a
handle to the former to interfere in the administration of
the latter does not hold good in all cases; and its force
can be considerably diminished by introducing proper
safeguards in those cases, where they have a tendency to
produce that effect. This is, therefore, not the most
serious difficulty in the way of their being made an
important feature of our new financial settlement. But
the grant of assignments, subsidies and subventions is
supposed to be open to another objection, which is, in ther
words of the Decentralization Commission, that * there is
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no readily available criterion by which grants of this
character could be distributed in a manner which would
he recognized as generally equitable’. Federal contri-
butions in other federal States are paid to the States
on a number of different bases. They are, in some cases,
compensatory assignments, and are made either because
the States concerned have to labour under special
disadvantages or assume special obligations, which are
not undertaken by other States of the federation. In
such cases, of course, the only criterion which can be
adopted for the assignment of funds is the extent to
which these special disabilities or functions involve
pecuniary loss to the States in question. Special assign-
ments to particular States, on account of their straitened
finances, are also granted on the basis of their needs. It
is more difficult to calculate the amounts payable on this
ground than those which are made by way of compensa-
tion, for it is not easy to estimate how far a particular
State can be considered rightfully entitled to special
assistance at the expense of the federal exchequer.
These grants are generally lump sum assignments, and
are made to prevent the States concerned from falling
below the other States in their level of administration.
A rough measure has usually to suffice for the purpose ;
though in certain cases it may be possible to frame a
self-acting formula on the basis of the deficiencies of
these States in respect of the vital services, and vary the
grants in inverse ratio to the level of development
attained. When such a basis is adopted, it is desirable
that the grants should either be made for a limited
period in order to give time to the States to make the
necessary re-adjustments, or in such a way as to stimulate
them to a strenuous effort to help themselves. General
assignments are usually made on a per capita basis. The
objection against such grants is that their amounts are
larger in the case of the States which are thickly
populated and, therefore, generally prosperous States,
and are comparatively scanty in the case of sparsely
populated and undeveloped States. The device adopted
¥n Canada for meeting this objection is that the
capitation allowance is reduced as the population
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increases ; but it is not fully effective for the purpose,
as it is not possible to draw up a scale perfectly
graduated according to the decreasing needs of the-
States. Assignments, which are a fraction of the yield of
certain specified sources of revenue, or bear a certain pro-
portion to the total expenditure of the States, also give
rise to difficulties of their own, as the proportion adopted
must be more or less arbitrary ; and may, in the case of
grants based on expenditure, as in South Africa before
1925, become the cause of an unnecessary increase of
expenditure. Subsidies can be made for particular ser-
vices; and either their entire expenditure can be met out
of the grants, or only a part of it. When a part of the
expenditure is met in this way, the basis of the grants
is generally the amount which is spent by the States
themselves on the service, while if the whole is found, and
the amount does not depend upon the service conforming
to certain prescribed conditions or regulations, a per
capita basis is again adopted. Subventions vary either
according to the amount spent on the service, for which
they are made, by the States, the most common standard
being half and half, or according to the progress made in
particular directions to which special importance is
attached. In such cases, of course, the plan according to
which the service is to be administered by the States is
laid down for them ; and the continuance of the grants
depends upon their submitting to supervision and inspec-
tion, and working up to and maintaining a particular level
of efficiency. It is clearthat there is nothing like a science
of assignments, subsidies and subventions; and the art
of making them is conditioned by factors to which it
is not possible to attach correct weights in their
evaluation. Each country has to select its own bases for
these contributions; and though any rigorous tests of
equity cannot be satisfied, it is possible, if sufficient care
is taken, to adopt criteria which may, generally speaking,
afford a fair basis for making these payments.

The general trend of our discussion of the problem of
financial re-adjustment must have, by this time, made it
clear that in India we have to provide for two kinds of
payments from Central revenues to the Provinces. There -
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must, in the first place, be special assignments to those
Provinces whose revenues are low and inelastic, and
-‘which are in a very backward condition on account of
their low standard of expenditure; and, then, there
ought to be payments from Centyal revenues on a basis
which may be the same in the case of all Provinces.
These can either take the form of assignments or sub-
sidies ; and as neither will involve increased control of
the Provincial Governments by the Government of India,
the bulk of payments to the Provinces must be made in
these two ways. Subventions are dealt with in a subse-
quent paragraph. They ought not to be ruled out
altogether ; but, for some years to come, they will
occupy a subordinate place in our system of federal
finance.

Special assignments to the Provinces, which are in
great straits, may first be considered. There is
ample justification for these in the facts of the history of
Provincial finance, which have been set forth in such
detail already, and also in the vital necessity of bringing
all parts of the country to an approximately uniform
level of development. It is no use burking the issue.
That has been done too long ; and it has now to be faced.
Taking the amount, which will be available for allotment
among the Provinces, as Rs. 35 crores for the purpose of
our argument, the earmarking of Rs. 85 crores for
initiating a process of levelling up need not be regarded
as an excessive provision for the purpose. ‘T'he account
of the relative position of the different Provinces, given
in Chapter IV, may, in a general way, be taken as a
conspectus of their finances; and the figures of the
corresponding Tables! show, again very roughly, the
extent to which measures of special assistance are
necessary. It is not possible, merely on the basis of
such data, to draw up a scheme of special assign-
ments; and an exhaustive enquiry into the relative
position of the various Provinces is necessary before
a satisfactory scheme can be elaborated. It will be
necessary to appoint a committee to assess the needs and

1 Tables XXV, XXVI, XXVII and Tables XXVIII to XXXVI.
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revenues of the Provinces, and to suggest the standard
according to which the assignments should be made. It
may be necessary, if it is possible, to frame a formula
designed to measure the needs and the ability to pay of the
different Provinces, according to which the assignments
may be automatically made. Such a formula has been
framed for the distribution of grants to the local bodies
in Great Britain under the new De-rating Scheme. It is
highly complicated ; but, according to Mr. Neville
Chamberlain, the late Minister of Health, it has been
found from the results, which the formula produces, that
it puts the moneyv where it is meant to go, i.e. to the
counties whose needs are the greatest.! The formula is
based on population, which is taken as a measure of
needs in the first instance. But as that in itself is an
inadequate measure, population is ‘weighted’ by the
rateable value per head, by the number of children
under five years of age per 1,000 of the population (and
this on the assumption that children increase as one goes
down in the social scale), and, in some cases, by
abnormal unemployment and sparsity of population.
In India, the basis of the formula and its weights will
have to be adopted in the light of local circumstances ;
for conditions here are entirely different, and the weight-
ing of the basic factor by considerations such as the
number of children per 1,000 of the population will not
do, for on account of the excessively high rate of infant
mortality among the poorest classes, the process of the
nation dying on the top has not commenced here as yet.
The rate of mortality, and particularly among children
below the age of five, may well prove to be one fairly re-
liable guide to the relative wealth or poverty of a Province.
The whole question will have to be carefully examined, and
an attempt made to work out an empirical formula which
may then be automatically applied for making special
assignments. The formula miay be complicated ; but if it
serves the purpose for which it is designed, and makes
it possible for the Provinces, whose needs are the

1 Neville Chamberlain, ¢Local Government’, Nineleenth
Century and After, vol. CV, No. 623, January 1929, p. 7.
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most urgent, to receive the largest grants out of the
money set apart for redressing inequalities, the lack of
simplicity need not be considered a serious or damaging
defect.

But it is not at all certain that an attempt to find a self-
acting formula for making special assignments, even if
we are prepared to do without mathematical accuracy
which, of course, cannot be attained, will succeed. It is
not easy to find a rod for measuring the magnitude and
the urgency of Provincial needs ; and even our committee
of experts may have to report that such a formula can-
not be found. It will, in that case, be necessary to fall
back upon general considerations, argue the question on its
merits, and make the assignments on a presumptive basis.
The total amount of Rs. 8:5 crores will have to be as-
signed to the Provinces according to a scale, for which
it may be possible to claim that it will establish a rough
adjustment between the needs of particular Provinces and
the amounts assigned to them. It is clear that the Pro-
vince, which will have a first lien on our special assign-
ments grant, will be Bihar and Orissa ; and if the figures
given in the tables! are to be taken as some measure of
its needs, the amount, which it should receive, should be
a fairly large portion of the total grant. In Bihar and
Orissa the incidence of taxation per head is, at the same
time, low ; 2 and it must make earnest efforts to raise it
to a higher level.

1 Tables XXIII, XXIV, XXIV (q), XXV, XXV (a), XXVI,
XXVI (@), XXVII, XXVII (a), XXXI.

2 The two most important sources of revenue in Bihar and
Orissa are land revenue and excise ; and about three-fourths of its
tax-revenue is derived from these taxes. The comparative inci-
dence per head is as follows :—

Land Revenue Excise (1926-27)
RS. A. P. RS, A. P,
Madras.....cccvveeiienennnennnians 1-11-6 (1923-24) 1-3-4
*Bombay...cosureciieinnnenininas 2-10-1 (1925-26) 2-1-10
Bengal...ocveeeieviiiiinianrinnans 0-10-2 (1922-23) 0-7-9

265



The Essentials of Federal Finance

The continuance of the initial special assignment of
this Province or its increase must be conditioned by its
satisfying the National Finance Commission, whose
appointment is suggested in the last chapter, that it has
done and is doing its very best to help itself. This is a
crucial consideration, and will have a very important
bearing on the working of the whole scheme of special
assignments. But taking it for granted that Bihar and
Orissa is prepared to develop its own fiscal resources
more fully, it will be entitled to receive liberal help from
the national exchequer. The amount which may be
considered due to Bihar and Orissa (taking the total
allotment for annual special assignments as Rs. 85
crores) ought not to be less than Rs. 3 crores per year.
This amount, and whatever general assignment it may re-
ceive, will not enable it to come up to the level of the more
advanced Provinces, for the accumulated inequalities of
years cannot vanish at once. All the same, the special
assignment will enable it to raise its level of expenditure
far above the present level, and to look forward to the
future with hope and confidence that it need not mark
time while the other Provinces and the country as a whole
are going ahead. Bihar and Orissa has very cheering
economic prospects. It can be predicted, in general

Land Revenue Excise (1926-27)

RS. A. P. RS. A. P,
United Provinces...... ....... 1-9-5 (1926-27) 0-4-7
The Punjab....ecceuveneniannns 2-8-5 Do. 0-9-7
Burma.............. ceeereneienien 4-15- 8 Do. 1-0-1
Bikar and Orissa.... ........ 1-7 -0 Do. 0-9-3
Central Provinces............ 1-9-9 Do. 0-15-7
Assam....... cereireensaiaenent e 1-7-10 Do. 0-15-2

It must be admitted that low incidence of taxation is, to no
small extent, responsible for the low level of development of Bihar
and Orissa ; and the Province cannot vindicate its claim to special
assistance without taking effective measures to raise its taxation to
a higher level. An inheritance tax, a tax on the capital value of.
land and a tobacco duty will, if properly developed, enable it to
realize this object in a very large measure.
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terms, that there is practically a certainty of Chota
Nagpur developing into a most important industrial area;
and it has to be provided with funds which may be
adequate for its present requirements and future develop-
ments. A special assignment of Rs. 3 crores will, there-
fore, be a substantial measure of assistance, though, as
already remarked, it will not place at its disposal resources
large enough to remove entirely the inadequacy of its
financial resources. Next to Bihar and Orissa, the
Province which needs special assistance most urgently
is, of course, Bengal. The level of taxation is also very
low in this Province; and it will have to tap its own
resources to a much larger extent than it is doing at
present. Assuming, however, once more that it also will
be able to satisfy the National Finance Commission that
it is taking every possible step for adding to its own
resources, an annual grant of, say, Rs. 1:75 crores out of
the special assignments fund will not be in excess of its
immediate needs, and may, if we take into account its
vast population, insanitary climate and other handicaps,
be considered inadequate by the people of that Province.
But as we cannot set up an exacting standard of equity,
if we are to depend upon general considerations for
making these assignments, this amount will probably do
as a very rough measure of the needs of Bengal. Next
to Bihar and Orissa and Bengal, the United Provinces
standard of expenditure is and has for long been the
lowest in India;* but the relief which it has received on
account of the remission of its contribution to the Govern-
ment of India, and the prospect of its receiving a large
amount as its share in the scheme of general grants
if they are, as suggested below, made on the basis of
population, render it unnecessary to give it a large
special assignment. A block grant of one crore ought
to do for its needs, taking into account, of course, the
fact that every Province and the country as a whole,
have to be content with what is practicable for the time
being and to continue to make unremitting efforts to

1 Tables XVII, XXVII (a) and the Tables of 1876-77 and
subsequent years. )
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expand the public revenues. The Central Provinces and
Assam?! are, taking an all-India view, nearly in the same
position, though as between themselves the Central Pro-
vinces is slightly better off. The population of the Central
Provinces is larger than that of Assam, and its general
assignment will be correspondingly greater. A special
assignment of one crore to each of them will probably
be fair as between themselves, and also from the point of
view of the country as a whole. Their general grants
are likely to be small; and as they are backward Provin-
ces, special assignments equal to that which the United
Provinces will get will not, even relatively speaking,
be excessive for them. As Burma is wholly s«7 generes for
the purpose of financial re-adjustments, there are three
Provinces left whose cases have to be considered. They
are Madras, the Punjab 2nd Bombay. It will generally
be admitted that the first two do not stand in need of
special assignments. Their financial condition, indeed,
is buoyant, comparatively speaking. Madras will receive
a large general grant; its standard of expenditure,
leaving aside Bombay and the Punjab, compares favour-
ably with that of other Provinces ; 2 and the addition of
Rs. 3:48 crores to its resources on account of the remis-
sion of the Provincial contributions makes it unnecessary
to devise any special measure of assistance for Madras.
The Punjab has also received Rs. 1:75 crores by the
abolition of Provincial contributions; its standard of
expenditure is high, and has risen since the introduction
of the Reforms at a rate® which may well turn, if a
colloquial phrase is permitted, the other Provinces green
with jealousy ; and its revenue, as remarked in Chapter [V,
will retain its expansive character. It can afford to adopt
an attitude of benevolent indifference towards the less
fortunate Provinces, and let them receive special assist-
ance from Central revenues without claiming any share
in the favours going. The case of Bombay is very
peculiar. Its standard of expenditure and revenue per

1 Tables XXV, XXVII, XXVII(e), XXXIV and XXXVI.
2 Tables XXVII, XXVII(a).
3 T'able XXXII.
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nead have been and are so high, and it will take most of
the other Provinces! so long to make even an approach
thereto that it is difficult to sustain the claim which is
so often put forward on its behalf that it has a right to be
provided with funds to maintain the standard which it has
been allowed to establish in the past, and have a liberal
margin for expansion into the bargain. Now no one
suggests that hecause an exceptionally high standard
has been set up in Bombay, we should try to reduce it to
the all-India average. That is both unfair and impracti-
cable. But it is not possible for Bombay to ask for
special treatment on account of its having been a
favoured Province in the past. Those who hold a briet
for Bombay cannot compare the percentages of the
growth of expenditure in different services in other
Provinces with the corresponding percentages in this
Province, and ask for consideration for Bombay’s
financial) difficulties on the strength of that comparison. 1f
Bombay’s expenditure is to grow at the same rate as that
of other Provinces, it means that its income will have to
expand more than twice as fast as theirs—a proposition
to which even the most extravagant advocates of
Bombay’s claims would scarcely subscribe. Bombay,
as compared with the other Provinces, has been progress-
ing so rapidly in the past that it has to realize the
necessity of slackening its pace. It must be content to
go slower than the othet Provinces, and permit the
distance that separates it from them to diminish in the
future. If it is not prepared to accept this result with
good grace as a part of its national duty, it must do so.
owing to the sheer necessity of the circumstances. On
the other hand, it is too much to expect that Bombay
should stand still while the other Provinces are march-
ing on. Movement is a necessary condition of the:
health and efficiency of the organs of national life, and
as each Province has to function as such an organ, it is.
necessary that Bombay also should have larger resources.
It will, of course, get its general grant; but that, com-
paratively speaking, will not be large, and as the level

1 Tables XXV and XXVII and XXVII(a).
269



The Essentials of Federal Finance

of taxation is already high in Bombay, it will be necessary
to give it a special assignment to make it possible for
it to stave off the prospect of complete stagnation.
The amount cannot be large owing to the pressing needs
of other Provinces ; but if it gets Rs. 75 lacs as a special
assignment, this, together with a general grant and the
amounts which it will be able to raise by other measures
of taxation, ought to give it scope for development,
which will not be less than what it has a right to expect
under the existing conditions.

As the special disadvantages, which necessitate the
grant of special assignments, will continue to affect the
financial position of the Provinces concerned for some
years to come, it is necessary to make provision for their
increase in order that the measures of improvement,
which may be undertaken, should not become less effective
later on on account of the growing burden of the charges,
which their further development will necessarily bring in
its train. The increase of these special assignments
will, of course, depend upon the Govermment of India
being able to realize a permanent and recurrent surplus ;
but as the latter ought to shape its financial policy
so as to ensure the accrual of the amount required for
meeting this additional liability, a scale ought to be laid
down according to which the increase in the total amount
of special assignments might be regulated. If a formula
for the payment of these grants can be found, and
brough into operation, this increase should be governed
by its provisions ; but, otherwise, the additions to special
assignments should be determined by the same consider-
ations by which the initial assignments are fixed and
should, of course, bear a definite relation to them. As
the initial assignments referred to above have been
suggested merely by way of illustration, the scale
according to which they ought to increase may also be
sketched with the same purpose. The total amount
may be increased from Rs. 8'5 crores to a little over
Rs. 13 crores in five years, and worked up to according
to the following scale.
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(In lacs of rupees)

|
Q ~ '
= © o 5 e o
= 1 A4 8 | & = e &
Bihar and Orissa.| 300 | 33| 33| 33| 33| 18| 450
Bengal w| 15| 20| 20| 20| 20| 10| 265

United Provinces.| 100 12 12 12 12 6| 154
Central Provinces.| 100 12 12 12 12 6 154
Assam 100 12 12 12 [ 12 6| 154

Bombay 75 11 11 11 11 6| 125

Total 850 | 109 | 100 100[ 100 52 | 1302

The increase of these special assignments, and the
continuance of the assignments themselves not only in the
case of Bihar and Orissa and Bengal, but also of the other
Provinces should depend upon their giving full satisfac-
tion to the National Finance Commission regarding the
development of the Provincial taxes. These grants should
not only be regarded as a means of quickening the pace of
progress in backward Provinces, but also an incentive for
bringing about the fullest development of our tax-system
without any unnecessary delay. The Government of
India should help not only those Provinces whose needs
are the greatest, but also those which are prepared to help
themselves. It will be one of the most important duties
of the National Finance Commission to keep a watch over
the tax-system of the country as a whole, and make sure
that its development in all parts of the country is
even and well-balanced. Our system of federal finance
must not, as has been emphasized already, weaken the
motives for seif-help .and self-reliance. Each Province
should receive according to its needs, but not till it can
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satisfy itself and the nation that it is giving according to
its capacity. The aim is to embody all that is best in the
joint family system without entailing the drawbacks which
are commonly associated with it. Here it is necessary to
state specifically, though it has been implied all through
the foregoing paragraphs, that these special assignments
should be given to the Provinces without attaching any
conditions to their payment, except the one referred to
above ; and they should be free to spend them according
to their needs and the judgment of their Governments,
subject, of course, to the sanction of the Provincial legis-
latures. They are assignments in the sense in which the
word is being used in these pages, and the fact that they
are special grants does not change their essential
character.

Though the question of special assignments may be
taken as settled for the purpose of this book, the bigger
and more difficult question of general grants to the
Provinces has still to be considered. How are they to
be distributed ? Of the different bases which can be
adopted for these grants, the basis of population is the
one most generally used, on account of the ease with
which the grants can be administered if their amount
can be determined by the mere counting of heads. The
popularity of this method as a means of settling all
important issues of politics is due to its being the basis
of modern democracies. It is supposed to ensure that
every one counts, and that no one counts for more than
any other. In the working of political institutions this
assumption, as is well known, is based on the political
myth that it is the best method of ascertaining and
registering the common will, and more often than not, it
is a method which fails grievously in actual practice. In
finance, the population basis is generally equally un-
satisfactory, for it is neither an accurate index of needs
nor of resources. This objection is serious, for the
method at times works in such a perverse manner as to
give rise to all kinds of anomalies. In India, however,
in the present circumstances, the method can be used
for satisfying what is perhaps the most paramount,
need of our national life, and one which can be measured
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fairly well by the democratic device of ¢weighting’
according to numbers. It is necessary to say a few
words about this need itself before explaining its
Tinancial aspect.

¢ Few people will be found to deny that lack of educa-
tion, specially among the masses, is one of the main
roots of India’s ills,—social, economic and political,—and
her comparative backwardness in so many spheres of
human activity is traceable to this one ultimate cause.
On the eradication of this defect depends alike the
economic uplift of the people, and the full and intelligent
realization ot the ideals of nationhood and self-govern-
ment so long and fervently cherished by her political
leaders.’ This extract from a well-known official
publication is as good a summary of the situation, with
regard to education, as it is possible to have in a few
words. The amount of ignorance in India, as every one
knows, is appalling ; and in spite of the rapid progress
made in recent years, the position is that in 1927, out of a
population of 247 millions in British India, the number
of literates was only 186 millions. The percentage of
literacy among the total population of 20 years of age
tnd over was 21 (the percentage among females being
only 1'9); out of 18} miilions of boys of primary school
age in 1925-26 the number of pupils in primary schools
was 6°88 millions ; out of 18 millions of girls of the same
age there were 175 million pupils in primary schools;
the total expenditure on education from all sources was
Rs. 24:58 crores in 1926-27 and on primary education
Rs. 6°95 crores. Finally. the movement towards adult
education has hardly commenced, the total expenditure
on it in 1927 amounted to but Rs. 1:28 lacs, the number
of pupils to 98,000, and only one Province, viz. the
Punjab, has really made any progress in this direction.
It is not necessary to give the figures for previous years,
and indicate the extent to which the situation now is a
great deal better than before. What matters is not what
has been done, but what remains to be done for the
education of our people. Poor as is the quantity of our

1 India in 1927-28, p. 362,
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education, its quality is poorer still. The amount of
waste in our educational system is so great that we are
not getting at all good value for the money that we are
spending upon running it. The Agricultural Commissicn
has drawn pointed attention to the wastage that is taking
place in our primary schools on account of the boys,
and even more the girls, leaving school before literacy
has been firmly attained.! The inefficiency of our secon-
dary schools, and even of our colleges, is a matter of
common knowledge ; and the village schoolmaster, to
quote from /ndia in 1927-28 once more, ‘is too feeble
a ray to dispel the surrounding gloom of ignorance
unaided’. We need, not only more education, but better
education, much better than we are getting now.

All this is well known. What we need is immediate
action, and that on a large scale. We cannot afford to
listen to the counsel of hastening slowly. In 1911
Mr. Gokhale initiated the movement in favour of compul-
sory education. To-day, in spite of the enactment of the
Primary Education Laws, which have provided for com-
pulsion by the local bodies in almost all Provinces since
the introduction of the Reforms, the latest available
figures show that only in 114 municipalities and 1,527
rural areas has compulsion been actually introduced ; and
of these the Punjab contains half of the municipalities
and all but 28 of the rural areas. This will not do. The
Agricultural Commission are of opinion that the enor-
mous wastage, which is taking place in the primary
stage, cannot be stopped without compulsion; and still
they think that the introduction of compulsion in the
rural areas is not only a question of years but of decades.
The imperative necessity of raising the cloud of depres-
sion which hangs so heavily over our entire national
life, of changing the whole outlook of the masses, of
breaking the ‘bond of iron tradition and age-long
custom’, of mobilizing all the latent energy and enter-
prise of the people for economic progress, and of
educating our masses owing to the impending advent
of democracy make it essential for us to plan and carry

1 The Report of the Royal Agricultural Commission, pp. 521-22°F
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out a scheme of mass education with the utmost
expedition and despatch. We cannot wait for decades ;
we must have a scheme in full operation in a few years,
and make it yield quick and good results. However
ambitious and even chimerical it may sound, we must
realize the need of the hour, which is that we must take
the work of the enlightenment of our people immedia-
tely in hand, and strain every fibre of our being to
complete it as soon as we can. The Russians have
achieved marvellous results - in banishing ignorance
and illiteracy in one decade; and it is not necessary to
subscribe to their creed in order to command the courage
and the faith necessary for undertaking a similar pro-
gramme. It is not enough to provide for -children
between five and ten, we must also carry through a
programme of adult education ; otherwise, we shall have
to wait for a generation in order to realize the advan-
tages of literacy in the different spheres of our naticnal
life. We must, of course, take special measures for
pushing on the education of girls and women; for that
is the surest and most efficacious way of educating the
nation. The difficulties in the way of making a rapid
bdvance in all these directions are not all financial. We
have to reckon with our atrophied social institutions, the
influence of a ‘tradition that has lost its soul’, the false
ideals in education, and the apathy of our people. We
shall have to make a frontal attack on these bulwarks
of darkness and inertia, if we want to make any progress ;
but the essential condition of our success is that we
should have a good stock of ‘silver bullets’ for our
crusade against these internal enemies of our national
freedom. In plain language, we should devote all the
money that we can get to developing primary and adult
education. This duty should be at once attended to, and
performed by the nation as a whole. Everyone will
agree that all the Provinces have an equal interest in the
question of compulsory elementary and adult education;
and it will not mean any derogation of their authority
and status, if they are granted subsidies by the Govern-
ment of India for education in the territories under
their jurisdiction. There is no other object which can be
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said to have a prior claim in any Province over our
resources ; and the Provinces in co-operating to carry
out this national programme will not only be rendering a
national service, but also fulfilling a primary obligation
of their own. Subsidies from the Central revenues to
the Provinces, unlike the Provincial contributions, will
be twice blessed—they will bless the Government of
India and the Provincial Governments alike—and need
not give rise to anything discordant o anything but the
consciousness that all are participating in fulfilling a
duty, the discharge of which is the one thing which is
absolutely necessary for ¢the full and intelligent reali-
zation of the ideals of nationhood and self-government,
so long and fervently cherished by India’s political
leaders’.

Such a scheme of primary and adult education will be
very costly; and it is very difficuit to estimate the
amount which will be required for its execution. Ac-
cording to one estimate, as already stated, we shall need
Rs. 60 crores for compulsory primary education alone.
Now we are spending about Rs. 7 crores for 8:58 million
pupils, i.e, about Rs. 8-4-0 per head. There are more
than 27 millions of children of primary school age, who .
have still to be provided for; and even at this rate we
shall need over Rs. 20 crores for recurring expenses.
But the standard of expenditure on primary education
has to be raised. The increase in the number of pupils
will lead to some economies. It has been said that the
full economies of administration cannot be realized unless
the number of pupils per schooi is 100 ; and the present
average is 43. But even so it will be necessary to
increase the expenditure per pupil on account of the
admitted need of improving the quality of the teacher.
Everything depends upon him; and as the standard of
culture and life, which he can maintain with the miserable
pittance which he gets at present, can neither be calcu-
lated to inspire confidence in others nor preserve his
own self-respect, he will have to be much better paid, if
he is to do one-fourth of all that is generally expected of
him. Compulsory primary education is, therefore, going.
to be a costly undertaking ; and if we are to introduce
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schemes of adult education also, we shall have to
provide larger funds than we can expect to raise for
seme years. Still a determined and a big effort has to
be made to forge ahead; and if we can spend about
Rs. 25 crores for this national enterprise at the outset,
it will not be a bad beginning. The Provinces should
receive this amount from the Government of India,
and devote it to the cause of primary and adult
education.

A per capita grant for this purpose to all the Provinces
will not be inequitable, as the population basis is a fairly
satisfactory measure of the amount which will have to be
spent by each Province for increasing the facilities of
mass education. Though the percentage of scholars at
the primary stage to the total population of school-going
age, and that of literacy among the total population of
twenty years or more, vary {from Province to Province,
yet the uncovered field in every Province is so vast that
it will be fair, as well as necessary, to make grants for
education on a population basis. In the beginning, it
will not be possible to give more than Re. 1 per head.
If this rate is adopted, the different Provinces will receive
approximately the following amounts :—

In lacs of Rupees.

Bengal—467 Punjab—206 Burma—132
United Provinces—454 Bombay-—194 Assam—76
Madras —423 Central

Bihar and Orissa—340 Provinces—140
Total 2,432

It will be seen that, according to this basis, the four
Provinces which receive the largest amounts are, with the
exception of Madras, just those Provinces whose general
standard of expenditure, including expenditure on educa-
tion, are the lowest.t As Madras does not get any special
assignment under this scheme, a large general grant will

! Tables XXVII and XXVII(a).
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not unduly increase its resources, though it will, rela-
tively speaking, be quite adequate for its requirements.
From the point of the view of the nation, each Province
will be placed in funds to perform a national duty and a
primary obligation, and amongst the Provinces them-
selves payment of grants on this basis will produce
results which will not involve injustice to any one of
them.

The question as to whether these grants will in any way
impair Provincial autonomy has still to be answered. The
negative answer has already been suggested, but it needs
to be explicitly stated. These grants will be subsidies
in the sense in which the term has been defined. They
will be made for a specific purpose, and, of course, spent
accordingly. It will be for the audit officer to see that
such subsidies are used only for the purpose for which
they are granted, and that their expenditure is governed
by the canons of financial propriety which will be appli-
cable to all expenditure, Central and Provincial. Other-
wise the Provincial Governments will not be a whit less
autonomous than if they never received these grants, and
their administrative control over the services, on which,
they are spent, will not be in any way decreased. In order
to avoid waste and to frame an all-India policy, it will
probably be desirable to appoint a National Commission
on Primary and Adult Education. This, with the help
of Provincial Committees, will survey the whole field,
collect the relevant data, and prepare a scheme for the
general guidance of the Provincial Governments and their
Legislatures, which ought to be comprehensive enough
to embody the principles of a national policy and also to
contain proposals suited to the local conditions of parti-
cular Provinces. The scheme of the Commission will,
if it is properly constituted and imbued with the right
spirit, have great weight with the Provinces, and will,
in all essentials, be put into effect by them ; but that will
be due to its intrinsic merits, and not to any ¢ sanctions’
behind it. It will also be necessary to create an Inter-
Provincial Board, which will be a standing body for the
purpose of co-ordination and on which all the Provinces
will be duly represented. This Board will be a clearing
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house of ideas, a means of pooling the experience of the
different Provinces and enabling their representatives
to appreciate all-India aspects of the policies which they
will have to administer. The organization of the all-
India body will probably be divided into two parts, a
General Council, and an Advisory Board consisting of
experts, whose function it will be to compile and collate
information relating to all the Provinces, and to acquire a
first-hand knowledge of the conditions of administration
by occasional visits to the different Provinces. Its only
means of impressing the national standpoint on the
Provinces will be to advise the General Council to
suggest to them certain measures and policies, which
again will receive the earnest consideration of the
Provinces but will not be in any way binding on them.
The Inter-Provincial Board will only prepare, to use words
which find such a conspicuous place in the reports of the
proceedings of the League of Nations Committees and
Conferences, draft conventions which will afterwards have
to be ¢ ratified ’ by the Provincial Legislatures. The occa-
sions on which the latter will not ¢ ratify ’ them will, of
course, be very rare ; but the voluntary character of these
common policies will always be preserved. In brief,
the Provinces will spend these grants on primary and
adult education, according to a national plan, which will
be evolved and carried out in such a manner as to provide
scope for the greatest amount of inter-Provincial
co-operation, but will not involve control of the Provin-
cial Governments by the Government of India.

Special assignments and subsidies will, between them,
almost exhaust the surplus resources of the Govern-
ment of India; and very little will be left for grants-
in-aid or subventions. If we take Rs. 35 crores as the
amount available for payments to the Provinces, the
special assignments and subsidies will, if the above
plan is carried out, cost Rs. 33:82 crores; and only
Rs. 2:18 crores will be available for subventions. For
some years to come, therefore, subventions will not be an
important feature of the fiscal relations of the Govern-
ment of India with the Provinces. This will not be alto-
gether unfortunate, tecause it will give the latter time to
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stabilize their finances, as well as reassuring them that their
financial autonomy is not put in jéopardy by the system
of assignments and subsidies. But even so there is no
reason why the Government of India should be precluded
altogether from making grants for specific purposes, for
objects of national importance, and prescribing conditions
for their expenditure. Such grants are now, as already
stated, practically unconstitutional ; but it would be a
mistake to make a similar provision in the new constitu-
tion. The Agricultural Commission and the Road Com-
mittee have both pointed out the advisability of removing
this ban on the expenditure from Central revenues on
Provincial subjects in the interest of the development of
agricultural research and of the road system of the country.
They are both subjects possessing national significance ;
and particularly ‘road development here, as else-
where, is now,” as the Road Committee have stated,
¢ passing beyond the financial capacity of local Govern-
ments and local bodies, and is becoming a national
interest which may, to some extent, be a charge on
Central revenues.’! Our arterial routes must be deve-
loped according to a national plan; and - it is’, to quote
from the Road Committee Report once more, ‘difficult to
foresee, and difficult to exaggerate, the effect on the life of -
the nation of this annihilation of distance and of the con-
sequent awakening of the rural population.’? The road
system must now be a national concern ; and it is neces-
sary to ensure that its development will proceed on
national lines. In this case, co-ordination will have an
element of control in it; and grants from Central revenues
will only be made for approved projects and approved
expenditure. There are other matters, with regard to
which it is necessary to stimulate Provincial enterprise,
and synchronize the pace of development. The Govern-
ment of India should, in such cases, be in a position to
safeguard the national interest, to ensure that co-ordina-
tion among the different Provinces and even the Indian

2 The Indian Road Development! Cowmiltee Report, p. 32,

para. 57,
* 1bid., p. 19, para. 34,
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States will be complete, and to lay down a standard of
efficiency below which the administration of such services
should not be allowed to fall. The best method of
administering the funds set apart for such purposes is to
create separate funds for the subjects, with regard to which
co-ordination is deemed essential, which would be under
the control of Central Boards. Such Boards will occupy
a fiduciary position in the administration of the country,
and administer these funds as trustees. Their constitution
will be akin to that of the newly created Agricultural
Research Council; and the Provinces and other
interests affected by these grants will be fully repre-
sented on them. The Road Committee has rejected
the proposal for constituting a Central Road Board,
mainly on the ground that it would trench upon a
sphere which ought to be under the exclusive control
of the Central Legislature. This view is based on a
misconception of the nature of the subjects for which
co-ordination will be necessary, and does not take
into account the need of associating the representatives
of the Provinces in the administration of these funds.
The subjects, which will require congcerted action, will
be of a highly technical character, and will approximate
to the socialized undertakings, with regard to which
‘neither committee control through Parliament,” as
Mr. G. D. H. Cole has pointed out in his latest book,
‘nor purely departmental control, subject to occasional
Parliamentary interference, will meet the need’.? The
administration of these subjects, to quote Mr. Cole's
words again, ‘whatever qualities of personality and
political wisdom it may demand besides, is essentially an
affair of the experts’.2 The Central Legislature should, of
course, have the right of laying down the general policy,
and also to hold in reserve the authority to interfere if the
funds are mismanaged; but their actual administration
should be entrusted to ad /4oc bodies, specially created for
the purpose. On these Boards, non-experts should also be

2G D. H. Cole, The Next Ten Years in British Social and
rEconomic Folicy, p. 135.
3 1bid., p. 136.
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represented ; but these are not matters for amateurish
handling, and ought to be in the hands of those whose
competence to deal with them is beyond question. It is
also desirable to let the Provinces feel that they are
partners in the execution of national policies and in the
administration of grants for national undertakings and
this end cannot be attained, if the grants are to be under
the control of Departments of the Government of
India. This is the form in which the new conception of
the social control of services of vital importance is likely
to embody itself in all countries; and India, in adopting
it, will not only be devising a machinery suited to her
own needs, but also coming into line with the develop-
ment of social policies all over the world. These grants,
as a rule, will be apportioned among the Provinces
according to a fixed formula ; but it will, as in the case
of the Road Fund, be necessary to have a reserve for
¢ special grants, where for some reasons there is need for
special aid’. Such reasons will always exist; and it
will not be possible to regulate Central expenditure on
these subjects merely by rule of thumb. These sub-
ventions will thus be granted [or purposes in which
co-ordination is essential in the interests of India as a
whole, and will be so administered as to minimize the
possibility of their being used merely as instruments of
centralization. The Provincial Governments will have
to submit to a certain measure of Central control; but
it will be self-imposed in a very large measure, and
there will be nothing arbitrary or haphazard about it.
The amount of the subventions, compared to the pay-
ments made in the other two forms, will not be large ;
but an amount of over Rs. 2 crores ought to be available
for the purpose, and will be a fairly good nucleus of the
funds reserved for °¢rationalizing ’ the administration of
subjects, whose scope and importance transcend Provincial
boundaries.

Burma (to come again to Provinces) will, under the
above plan, get the education grant of Rs. 132 lacs, and
will be at liberty to increase its own resources by addi-
tional taxation. The standard of expenditure in Burma
compares very well with that of other Provinces; and
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judged by the Indian standard, its resources are adequate
for its needs. As already remarked, however, from the
point of view of financial re-adjustment, the case of Burma
is very peculiar; and it is difficult to devise a scheme
which will be satisfactory both for Burma and India as a
whole. The Road Committee have recommended that
schemes of road development in Burma should not need
the approval of the Governor-General in Council, as
‘road development there ’, according to the Road Com-
mittee, ¢ is a self-contained problem, and has no all-india
aspects’. The same consideration applies to so many
other problems; and though it cannot be said that the
problem of financial re-adjustment with Burma has no
all-India aspect, it is not possible to settle it as a
part of an all-India plan, and Burma has a very good
case for a separate financial settlement. The whole
position is very obscure just now; and if Burma is
to remain a constituent unit of an all-India federation,
it will do so on special terms, for the ties which
bind it to India are not very close, and time is not
likely to make them any closer than they are to-day.
There is, therefore, a case for a special enquiry and a
separate settlement.

The position of other Provinces under this scheme
may, however, be briefly summarized. They will con-
tinue to administer and appropriate the yield of the
sources of revenue which are now Provincial, though with
egard to some of them Central regulation will be neces-
sary. These sources are : land revenue, excise, stamps,
registration, irrigation, forests and departmental receipts.
They will also assess and collect the tobacco duty on vend
and the tax on the capital value of land, and will use their
receipts for their own purposes; while the death duties will
be administered by the Central authorities, and their yield
allotted to the Provinces according to an accepted con-
vention. The Government of India will administer
customs, income-tax, salt and revenue excises; but by
revising the rates of these taxes, introducing some new
ones and practising certain measures of economy, will aim
at realizing a substantial surplus, which, for the purpose
of the argument of this book, has been assumed to be
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Rs. 35 crores. The whole of this amount will be
apportioned among the Provinces in the form of special
assignments, subsidies and subventions. Special
assignments will be determined by the needs of the Pro-
vinces ; and some of them which, on account of historical
causes and special circumstances, are in grave financial
straits, will get larger amounts than others, while Madras
and the Punjab will not get any special assignments owing
to their having increased their resources considerably
under the existing settlement. The initial special
assignments will amount to Rs. 85 crores, and will be
increased to Rs. 13 crores in five years. The additional
assignments will be given on the same basis as the
initial assignments; but the payment of special assign-
ments, both initial and additional, will depend upon
each Province fully developing its own fiscal resources.
The proposed subsidies will be paid for elementary and
adult education, and on a population basis. There will
be provision for evolving a national policy of mass
education without involving control of the Provincial
Governments by the Central Government. These
grants will amount to Rs. 24-32 crores. Special assign-
ments and subsidies will, otherwise, be applied by the
Provinces as may seem good to each, and will not be
used to circumscribe their financial powers. Subventions
will be made for specific purposes and subject to
certain conditions ; but generally they will be credited
to special accounts, and administered by ad /4oc bodies
of trustees. On these bodies, the Provinces and other
interests will be fully represented. The amount
available for subventions will be Rs. 2:18 crores, and
will, comparatively speaking, remain small for years to
come.

In order to get a concrete idea of the effect of the
scheme on the relative position of the Provinces other
than Burma, their resources in 1928-29, in 1931
(assuming it to be the first year of the introduction
of the scheme), and in 1936 may be set forth in a tabular
form.

Statement showing the financial position of the
different Provinces in 1928-29, 1931-32 and 1936-37.
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I
Revenue in lacs of Rupees
1928-29 1931-32 1936-37
Bombay i 1,574 1,843 1,918
Central Provinces 1 554 794 848
Madras \ 1,697 2,120 2,120
Punjab 1.273 1,479 1,479
United Provinces f 1,247 1,801 1,855
Bengal } 1,093 1,735 1,825
Assam 28 454 508
Bihar and Orissa ! 578 1,218 1,368
II
Revenue per 1,000 of population
E 1928-29 1931-32 195637
Bombay L8284 9,500 9,887
Central Provinces : 4,267 5672 | 6,057
Madras L 4,010 5,012 5,012
Punjab 6,365 7,185 7,185
United Provinces 2,771 3,968 | 4,086
Bengal 2,376 3,716 3,951
Assam 3,971 5,975 6,687
ylﬁar and Orissa 1,688 3,552 4,024




The Essentials of fFederal Finance

III

Index Number of Revenue per 1,000 of population
supposing the revenue of Bihar and Orissa to be 100

—_— S 1928-29 1931-32 1936-37
!
Bombay 492 265 245
Central Provinces 253 154 150
Madras 239 140 125
Punjab 379 ;‘ 201 179
United Provi;ces 164 r 111 102
Bengal ‘ 145 | 104 98
Assam 235 I 162 166
Bihar and Orissa 100 l 100 100

This comparative view of the financial position of the
different Provinces is based on certain arbitrary assump-
tions with regard to the normal growth of revenue
and increase in resources by additional taxation, which
cannot be expected to be completely realized in actual
practice. The existing sources of revenue are expansive
in varying degrees in the different Provinces, and the
additional taxation contemplated will not bring the same
quantity of grist to the Provincial mills, compared
to the size of their population; but still it is clear that
re-adjustment on the lines suggested above will remove
the disparity in fiscal resources to an appreciable extent.
The Provinces will not be placed on a position of absolute
equality ; but the inequalities will be greatly reduced, and
more than that cannot be asked of any scheme of re-
adjustment. Absolute equality among the Provinces
will not only be unattainable in the near future, but is a
conception which is very difficult of application in actual
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practice. That the glaring inequalities should be re-
dressed is, however, not a chimerical object and ought
to be realized. In Provinces like Bihar and Orissa,
Bengal and the United Provinces, the incidence of
taxation is low; and they ought to be able to improve
their position still further by adopting measures of
additional taxation.

This scheme of re-distribution of revenues will accord
with the general principles enunciated in the previous
chapters. It will give to each authority the sources of
revenue which it can efficiently administer, and will avoid
the possibilities of conflict among different tax jurisdic-
tions. It will be capable of early application, and will
not involve any dislocation of the finances either of the
Government of India or of the Provinces. There will be
provision for the expansion of the resources of the
Provinces, and, therefore, for the development of the
vital services for which they are and will remain respon-
sible. They will have their own fiscal sphere; and
though the range within which they will be able to vary
the rates of taxation will not be very wide, there will be
plenty of room for Provincial enterprise in the develop-
ment of fiscal resources, and they:will have an incentive
to help themselves by expanding their revenues. The
Government of India will make large payments to the
Provinces out of the revenues which they will be collect-
ing, but they will not thereby increase their control over
the Provincial Governments. Provincial autonomy will
not be impaired in any way by the operation of the
scheme. There will be definite provision for satisfying
the need of removing financial inequalities, and the
measures suggested for the purpose will be efficacious to
a very considerable extent. The scheme will most likely
take about five years to come into full operation, and
ought to be given a fair trial. But nothing should be
done to make it less flexible than it ought to be. Itis
necessary to be prepared for unexpected contingencies
and new developments. This aspect of the matter
will be further considered in the lastchapter of the
book.
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CHAPTER VIII

Financial Relations

It was pointed out in the first chapter that the financial
settlement should, if it is to be comprehensive, include
matters other than the re-allocation of resources. These
are important, and have to be carefully considered.
Under the existing settlement, though there is a complete
separation of the sources of revenue of the Central and
Provincial Governments, in other matters the transactions
of the Government of India and those of the Provinces
are intermingled; and it is impossible at any point of
time to distinguish Central transactions from Provincial.
The administrative clean-cut does not extend to financial
matters; and the Government of India are in charge
of funds which, properly speaking, belong to the
Provinces, and perform functions which are of very great
interest and importance from the standpoint of the
stability and solvency of Provincial finances. In theory,
the revenues of India still constitute one consolidated
fund ; and the liabilities of the Provinces are the liabilities
of the Government of India. Officers, under the adminis-
trative control of the Government of India, are performing
what are purely executive duties for the Provinces; and
some officers of the Provinces are, in their turn, under
the dual control of the Provincial and Central authorities.
These are matters which were, to a certain extent, slurred
over by the authors of the Reforms; and it will now be
necessary to devise arrangements consistent with the
underlying principles of the new constitution. It has
already been made clear that we ought not to strive to
introduce a system under which the points of contact
between the Government of India and the Provinces are
deliberately made as few as possible, or allow ourselves
to be dominated by old and worn-out traditions of federal
constitutions. The division of powers should depend
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upon the division of functions, and not the division of
functions on the division of powers. If we are to combine
the solidarity of the whole with the vitality of the parts,.
‘we should make use of theory to clarify our ideas, but
not allow theory to control our thinking. The dangers.
of ‘politicizing ’ our financial settlement, to ' use
Dr. Hensel’s word again, must be carefully provided
against. The need of this safeguard is specially great
with regard to the matters which are to be discussed in
this chapter.

The first question which has to be considered pertains
to the general relations of the Provinces with the Govern-
ment of India in respect of taxation. The system of
Indian taxation has to be viewed as a whole. It will not
do to assign certain taxes to the Government of India
and others to the Provinces, and give them an absolutely
free hand with regard to the taxes which they can call
their own. In the region of taxation, little importance
is to be attached to mere names. The Taxation Enquiry
Committee have pointed out how some of the recent de-
velopments of local taxation have brought certain factors
into play which, if allowed to operate unchecked, will
introduce very grave abuses in our system of taxation.
There is no use, for example, in centralizing income-tax,
if the local bodies can practically introduce their own
income-tax under the names of trades and professions
taxes and Haisiyat duties. The centralization of customs
and of revenue excises is also of very little avail, if the
municipalities can have their own consumption taxes, and
even make use of them to discriminate between the goods
of different countries or it may be even of different
Provinces of India. What matters is not the names of the
taxes, but their incidence and economic effects. The
integrity of the tax system, as a whole, must be kept
intact. Harmonization of taxation means not only that
friction between the different taxing authorities should be
prevented, but that the whole tax-system should, within
the limits set by the necessity of giving them their own
resources, be well-balanced ; and it should not be possible
for any governing body to disturb its equilibrium by ill-
considered action. This is essential for the ordered.
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development of the system of taxation as a whole. For
the attainment of this end, two provisions are necessary.
In the first place, the Government of India should have
all residuary powers in the matter of taxation; i.e. no new
‘taxes, which are not specifically assigned to the Provincial
Governments or the authorities subordinate to them,
should be imposed without the previous sanction of the
‘Government of India. They should not be allowed to
trench upon the fiscal sphere of the Central Government,
or introduce measures which involve taxation of the
‘residents of other Provinces. The principles and details
.of all new proposals of taxation should be examined from
‘the national standpoint, and all possibilities of disharmony
or conflict duly provided against. But it is not sufficient
‘merely that all new taxes should be sanctioned by the
.central authorities. Even with regard to those taxes,
which may be Provincial or local, it is necessary to safe-
-guard the unity of the tax-system, and make it possible
to prevent developments which might be undesirable
from the point of view of the country as a whole, or
-come in the way of the due discharge of certain of the
functions of the Central Government. The Government
of India are committed to certain international obliga-
‘tions. Some have been imposed upon them on account
of Great Britain being a party to commercial treaties,
.certain provisions of which are applicable to India. In
future, it may be hoped that India will only be a party to
those treaties, which have received the approval of the
Central Legislature. Still it is wrong, in principle, that
local authorities should be in a position to adopt measures
which may have wide repercussions, and the Govern-
ment of India not have any cognizance of the matter.
The Bombay Corporation is levying a town duty on
.cotton which is, to all intents and purposes, an export
duty; and it is possible that other cities may like to
follow its example, and tax staple exports under
different names. The Provinces and local bodies should
not be allowed to introduce taxes, in disguised forms,
which have important all-India aspects, or otherwise
upset the balance of the tax-system by using their taxing
-powers in an indiscriminate manner. All inter-Provincial
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disputes will, of course, be adjudicated upon by a central
body ; and procedure must be prescribed, according to
which they will automatically come up for its considera-
tion. In the region of taxation, co-ordination is a vital
mnecessity of national life, and should be completely
ensured.

The National Finance Commission, referred to in the
preceding chapter, will be the organ through which the
integrity of our tax-system will be preserved. The Com-
mission should be placed in a position to keep a watch
on the working of the tax-system as a whole, should be
kept fully informed of all its important developments, and
have the power to prevent the adoption of any measures,
which may be expected to have undesirable reactions on
the fiscal inter-relations of the Government of India and
the Provincial Governments. Under the Reforms, the
Government of India, in spite of their wide powers, have
been unable to exercise this regulative authority with
regard to the scheduled taxes; and the local bodies have
had a free hand in dealing with matters, which ought to
have been outside the purview of their authority. It
was suggested in the Joint Report that, even when a tax
fell within a schedule, the Bill should be forwarded to
the Government of India to enable them to satisfy
themselves that the proposal was not open to objection
as trenching upon their own field of taxation.! A similar
provision should be made in the new constitution, but
should have much wider scope. It will be the National
Finance Commission, and not the Government of India,
which will ensure the harmonization of taxation in the
widest sense of the word. The Commission will be
charged with specific functions, and occupy a position of
dignity and detachment; and the coutrol exercised by it
will really not be control by the Government of India
but by a national organ, specially created for safeguard-
ing the highest interests of the country in matters
relating to the finances of the Government of India, the
Provincial Governments and the various local authorities.
They will all send to the Commission drafts of their

X The Joint Report, para. 210,
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proposals for the introduction of new taxes, or the
revision of old ones, in time to enable it to satisfy itself
that not only will these changes not involve an encroach-
ment on the fiscal spheres of other governments, but also
that they will not cause injury to the trade relations of
the country, or give rise to double taxation, excessive
burdens on particular sections of the community or on
particular parts of the country, or tax discriminations.
In short, the Commission will exercise powers analogous
to those, referred to in Chapter V, which the German
Reich has reserved to itself under Article 11 of the new
constitution. The Commigsion will, on account of the
nature of its duties, acquire an all-India outlook, and will
judge the validity or otherwise of any proposed measures.
in the light of the facts relating to the fiscal systems
of India and other countries, which it will have to
collect and collate for the efficient discharge of its duties.
Its functions in the domain of finance will be more or
less judicial, and the Government of India will be guided
by its advice and experience as mach as the Provincial
or local authorities, though the character of its functions
will bring it into closer coatact with the Government of
India than with other public authorities.

The Government of India, as such, do not exercise any
control over Provincial expenditure, but the Secretary of
State does; and as all applications for sanction of the same
are sent to him through the Government of India, the
latter have an effective voice in the decision of matters
with regard to which the sanction of the Secretary of
State is required under the rules. It may be presumed
that, under the new constitution, the Secretary of State
will have nothing to do with Provincial expenditure, and
it will not be necessary for the Provincial Governments
to obtain his sanction for expenditure chargeable to their
revenue and capital accounts. Should the Government
of India, then, exercise any powers of control over the
‘expenditure of the Provinces? To this question, in the
‘form in which it is here stated, there need be no hesita-
tion in giving a negative answer. The Provinces should be:
emancipated completely from the control of the Finance
Department of the Government of Indid, and have final
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powers over their budgets. The control, which is now
indirectly exercised by the Government of India, is
limited to— ‘

(@) the pay, allowances, etc., of all-India Services ;

(6) the expenditure of Provincial Governors ;

(¢) the creation of posts on a maximum rate of pay
exceeding a certain amount, and the revision of establish-
ments involving expenditure exceeding a certain
limit ; and

(d) capital expenditure upon irrigation and navigation
works, including docks and harbours, and upon projects
for drainage, embankment and water storage and the
utilization of water power, where the original estimates
exceed Rs. 50 lacs.

The first two categories are not important from a
financial standpoint. If{ the Provinces are granted
full autonomy, they will have complete control over
the services ; and it will only be necessary to safeguard
the interests of the present members of all-India
services. The Provincial Governors will, it may be
hoped, become constitutional rulers; and their salaries
and conditions of service will be laid down by statute or
the rules made thereunder. The creation of new posts
and the revision of establishment sought to be left to the
Provincial Governments and their legislatures, and the
present limits of pay and expenditure are unnecessary.
Coming to the last category, there is room for some
difference of opinion as to whether the Provinces should
be free to incur expenditure to an unlimited extent on
irrigation works and other projects of the same kind,
These works will generally be constructed ouit of loan
funds ; and it will, as stated in a succeeding paragraph,
be necessary to make provision for the regulation of
expenditure when money is to be raised by borrowing.
Apart from this consideration, some of these works will
give rise to inter-provincial issues, and expenditure on
them may have to be allocated between two or more
Provinces. In such cases, it will be necessary to have
some machinery for the settlement of the outstanding
issues, the allocation of expenditure and the adoption
of common policies and measures. The necessity of
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co-ordination in such cases was pointed out in Chapter VI;
and it is sufficient to add that, in all such matters, it will
be in the interests of the Provinces themselves to take
advantage of the advice and experience of competent
officers in other Provinces, who may be in a position to
give expert advice on projects for which large expendi-
ture is to be incurred. It is not possible to avoid all
risks in the undertaking of such projects; but it is
desirable that the number of costly failures should be
as small as possible, and that Joan funds should be used
to the best advantage. It will probably be necessary
to have a standing All-India Board to which such matters.
may be referred, and whose advice will be sought and
acted upon by all Provinces when they are about to
embark upon very heavy capital expenditure. It is very
difficult to say how far this Board should have definite
powers to control expenditure. But the more it can make
its existence felt, in regulating the course of provincial
expenditure on capital works, without losing its advisory
character, the more useful will it be. A great deal will
have to be left to the traditions which this body can build
up for itself. But, at any rate, it is clear that the control
of departments of the Government of India- over the
Provincial Governments will have to be abandoned. Its
continuance will be against the spirit of the new
¢constitution.

The Provincial Governments were given powers, under
the Government of India Act, 1919, of raising their
own loans, subject to certain conditions; and some of
them have made use of these powers. There are two
arguments in favour of the Provinces having independent.
borrowing powers. The first is that such powers are an
essential part of the complete financial autonomy of the
Provinces. If they have their own revenues, the
Provinces should be in a position to raise’loans on the
security of these revenues, and to determine the extent
to which they will incur capital expenditure out of
borrowed funds. This argument is not conclusive
for the grant of independent borrowing powers to
the Provinces. In the first place, the Government of
India can never allow a Province to default or become
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insolvent. The Government of India guarantee, tacit.
or express, will always remain behind Provincial loans.-
In the second place, there is no reason why the Provinces
should not make use of the superior borrowing powers.
of the Government of India and get their loan funds
through a central authority. ‘There is no sense in the
Provinces floating their own loans, when tkey can get the
money cheaper on the credit of the Government of India.
But it is possible that considerations of economy
may come into conflict with those of autonomy, if the
Government of India insists on scrutinizing the purposes
for which the loans are required. This objection will, of
course, not hold good, if the Government of India under-
take to make money available to the full extent of the
requirements of the Provinces without examining the-
purposes of the loans. The Provinces will, in that case,
have to make provision for the payment of interest and
for amortization ; but that will not involve any restric-
tion of their borrowing powers, and they may just as well
waive the power of floating their own loans, and get funds
for their capital requirements from the Government of
India. This aspect of the matter is, however, important,’
and will be further dealt with in a subsequent paragraph.

The other arcument in favour of the Provinces
borrowing money on their own account is that they will
thereby tap sources which will not be touched by all-India
loans. This would be a valid reason for the Provinces
raising their own loans, if the experience of those Provincial
Governments, which have made use of these powers
since the introduction of the Reforms, pointed to the
existence of any hidden reserves of capital resources
which could be drawn upon only by provincial loans.
This hope was entertained by the authors of the
Retorms, when they recommended the grant of inde-
pendent borrowing powers to Provinces; but actual
experience has belied this expectation. The Provinces.
have, in all cases, obtained thLeir loan-funds from the
same markets on which the Government of India usually
depend for their internal loans, and, what is more, have
shad to pay higher rates of interest for those loans. The
facts tabulated overleaf speak {for themselves.
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A statement, comparing the rates of interest paid by
+he Provincial Governments on loans raised in the Indian
money market with the corresponding rates paid by the
Central Government.

o | e z o
¢ |5 8825 |a | 288
— g0 by ga> ® o ] 8‘4.. 9 g-
S¢ |2y | gE2y | 88 L,8EE
Provincial Loans | 55| o& | 258 | 8§51 28505
Ev | 2% | 03Tu |52 |59,
Suw | 0L o8B0 | ¥ g1 %50 <
£6 | g5 | 3052 & 2587
— < |mEl=sca|” | “g4a
The Bombay Develop-
ment Loan, 1920 ... | 9,39 | 713 65 0-56 526
‘The United Provinces
Development Loan,
1921 ...| 4,20 | 736 657 0:79 3-32
The Punjab Develop-
ment Loan, 1923 ...| 1,92 | 626 5-88 038 073
The Punjab Develop-
ment Loan, 1925 ...| 89 | 576 5-48 028 025
Total .| ... 956

The Provinces are thus paying Rs. 9:56 lacs every
year for the privilege of exercising their newly acquired
powers in respect of borrowing without any ‘correspond-
ing return. They have to obtain the sanction of the
‘Government of India before raising these loans, and have
to submit to any conditions which the latter may specify
regarding the amount of the issue, the rate of interest,
the form of the loans, etc. The loan-funds can, as a
rule, only be used for productive purposes; and sinking
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funds have to be provided. Under these circumstances,
there does not seem to be any special gain in the
Provinces issuing their own loans. The money market
in India is still limited and extremely sensitive, and
it is not possible to change its character in the near
future. The central control of borrowing by the Pro-
vincial Governments, or authorities subordinate t» them,
is necessary, if harmful competition between them and
the Government of India is to be avoided. The Pro-
vinces may have the constitutional right of borrowing on
the security of their own revenues, subject to the sanction
of the Government of India; but as the exercise of this
right will neither result in economy nor in the increase of
their financial powers, the Provinces will do well to do all
their borrowing through the Government of India.

The existing arrangements for borrowing by the Pro-
vincial Governments are governed by the Local Gov-
ernment Borrowing Rules and the Government of India
Resolution of 25 March 1925, according to the provisions
of which the ¢ Provincial Loans Fund’ was established.
The Provinces can raise their own loans on the secu-
rity of the revenues allocated to them. The loans
can be raised only for purposes specified in the rules;
and the intention of these rules is that loans for non-pro-
ductive purposes should generally be avoided. For
loans raised outside India, the previous sanction of the
Secretary of State is necessary ; and for those in India,
that of the Government of India. The Provinces, as the
table given above shows, have not so far raised loans out-
side India. The Governor-General in Council, or the
Secretary of State in Council, as the case may be, can
prescribe the conditions under which the loans are raised.
The Provincial Loans Fund has been established to
systematize the arrangements regulating advances from
the Government of India to the Provincial Governments.
The Fund is intended to be self-supporting; and is,
for the present, financed by advances from the Govern-
ment of India. All loans to the Provinces are made
through this Fund, and their capital liabilities to the

overnment of India on the date of the establishment of
the Fund have been transferred to it. The Provincial
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Governments have to provide annually out of their
ordinary revenues a sum sufficient to redeem all advances
from the Fund within a period not exceeding eighty-
years. The rate of interest charged by the Central Gov-
ernment is determined on the basis of the cost of new bor-
rowing. The standard rate of interest is charged on all
capital expenditure, which can be classed as productive.
For all other advances, the rate is one-fourth per cent
above the standard rate. Sums borrowed for productive
purposes cannot be diverted to any other purpose, and
sums borrowed on special terms for specific purposes have
to be applied to the object for which they are borrowed.
The advances to the Fund are voted every year by the
Legislative Assembly; and the approval of the local
Legislative Council for expenditure from loan-funds has
to be obtained in the form of demands for the grant of
the necessary funds for the purposes for which they are
required. The approval of the Central or Provincial
Legislatures is not required for the terms oh which loans
are raised in the open market, or advances made to the
Provinces from the Provincial Loans Fund.

These arrangements can be regarded as satisfactory,
if the Government of India can raise sufficient money
every year to meet their own capital requirements as
well as those of the Provinces. In that case, the
Government of India need not go into the relative
merits of the schemes for which the loans are wanted,
and can advance funds to the Provinces out of the
Provincial Loans Fund to the full extent of their re-
quirements, provided the latter are prepared to make
suitable arrangements for the payment of interest and for.
amortization. But the capital requirements of public
authorities in India are large and growing ; and it is very
doubtful whether it will always be possible to raise’
sufficient money in and outside India to satisfy the
demands of all of them. If the fundsavailable for capital
requirements are not adequate for the needs of the Gov-
ernment of India and the Provinces combined, it will be
necessary to arrange for their distribution on a basis
which may be recognized as fair and equitable by the
parties concerned. The authors of the Joint Report
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suggested the appointment of a small committee, on:
which the Central and Provincial Governments might be
represented, to settle the distribution in such cases.?!
This suggestion has in it the germ of the development.
of an institution, which ought to be an integral part
of the system of financial administration in India. We
have been spending large amounts on capital ex-
penditure ; and it is necessary to devise arrangements.
by which loan-funds mayv be employed to the fullest
economic and social advantage. Sir Basil Blackett, in
his budget speech of 1925, referred to in the preceding
chapter, foreshadowed the establishment of an Indian
body, corresponding to the National Debt Commissioners
or the Public Works Loan Commissioners in England, for
the administration of the Provincial Loans Fund and all
other funds required for capital requirements. The Liberal
Industrial Inquiry Committee? have suggested the creation
of a Board of National Investment in Great Britain, which
should take over the functions of the National Debt
Commissioners and of the Public Works Loan Commis-
sioners, and should discharge also some additional duties.,
According to the recommendations of the Committee, all.
capital resources, accruing in the hands of Government
departments, and raised by the issue of special bonds,
should be pooled in the hands of this Board ; and that out
of this pnol should be financed the new capital expenditure
of all central, local, or ad /oc official bodies. The Board
would draw up a programme of capital expenditure, with
reference to the amount of resources flowing into the
pool, the state of the investment market, the urgency
and importance of the demands upon it for advances and
certain other factors. ‘I'he Committee point out that
the method and aims of such a Board would necessarily
be matters of gradual evolution, but they anticipate that
it would in time become a factor of the utmost importance
in the development of the national resources of Great
Britain. Mr. G. D. H. Cole, while approving of this

, Y The Joint Report, para. 211.
" ®!Brilain's Industrial Fulure’, being the Report of the-
Liberal Industrial Inquiry, pp. 111-15.
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suggestion of the Liberal Industrial Inquiry Committee
for the establishment of a National Investment Board,
emphasizes the fundamental importance of a more effective
utilization of the national economic resources as the first
object of public economic policy.! In India, there are
special circumstances which justify the creation of a body
analogous to the one contemplated by the Liberal Indus-
trial Inquiry Committee. If any country has reason to
promote the utmost economy in the use of its available
capital and to direct its investment into the most profitable
fields of enterprise, it is India ; for the extreme urgency of
our needs for development is only equalled by the strict-
ly limited character of our economic resources. We have
to foster habits of thrift and economy, and to mobilize
our savings by developing a banking organization more
adequate for our national needs; but even then <we
cannot expect to find all the money that we require for
the development of our resources within the country. We
shall have to continue to raise loans outside India; but
there are very good reasons for regulating the increase
of our liabilities to foreign countries lest they should come
in the way of our political progress. It is, therefore
necessary to have a national policy for financing scheme.
of development and an institution for administering it.
The evolution of a fully developed body for adminis-
tering the resources available for capital requirements
will, of course, take time; but we can make a good
beginning by constituting what might be called a National
Loans Council on the’lines on which the Loans Council
of Australia, referred to in Chapter V has been con-
stituted.. The Australian Council has, it will be re-
membered, been functioning since 1924, and is practically
the central borrowing authority for the Commonwealth. It
prepares plans, according to which borrowing operations
are conducted, decides the order in which the Com-
monwealth, the States, and the bodies created by State
legislatures shall come upon the Australian market; and
loans in foreign markets are floated by it in the name of

3 ¢ The Next Ten Years in British Social and Economic Policy,’"
pp. 76-83.
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the Commonwealth, and their proceeds distributed among
the various public authorities according to the relative
urgency of their wants. This, of course, means that the
Council exercises a selective influence over the distribu-
tion of loan-funds, arranges the demands for capital in
order of their importance, and indirectly draws up a
programme of capital expenditure. The Council consists
of representatives of the States and the Commonwealth ;
but they are there to develop and carry out a common
policy, and not to promote the special interests of the
Governments which they represent. In India, the National
Loans Council will have similar, though not precisely
same, functions. It will, in the first place, be in charge of
the management of our public debt, and also of capital
resources accruing in the hands of the different public
authorities. These comprise service funds, provident
funds, postal life insurance and life annuity funds, post-
office cash certificates, the famine insurance fund, and the
depreciation and reserve funds of the various commercial
departments of the Government, and in the aggregate
amount to Rs. 114-84 crores at the present time. These
funds and others will be administered by the National
Loans Council, and will be utilized, as now, for financing
the capital programme of the Central and Provincial Gov-
ernments. The Council will also administer the Provincial
Loans Fund, and it may be the Railway Loans Fund, and
similar other funds which it may be desirable to establish
later on. All loans in and outside India will be issued
by the Council, and have the guarantee of the Government
of India, though they may not in all cases be issued in
their name. The Council will distribute funds among all
public authorities in India, according to the plans of capital
expenditure prepared by it. It will probably be desi-
rable to make a general survey of the country, similar to
the one recommended by the Baxter Commission for the
Union of South Africa, and referred to in Chapter V, as a
basis for drawing up a programme of capital expenditure
for the Central Government, the Provinces and the local
bodies. The Council will every year prepare a Budget of
Capital Expenditure, and provide money out of loan-funds
for the different Governments. It wiil not arrogate to itself
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‘the functions of the central or provincial legislatures, with
regard to the capital expenditure of the Government of
India ot of the Provinces. Funds will be asked for by the
Governments concerned in the form of demands for a
grant, and the expenditure therefrom will be sanctioned
by the Legislatures. The Council will only make funds
available if they are required; and in allocating them, it
will scrutinize the requirements of the different authorities
not only from the point of view of finance but also of
administration ; that is to say, it will assess the relative
importance of different schemes of capital expenditure.
This is, of course, implied in the fact that it will prepare
every year a Budget of Capital Expenditure on the basis
-of the results of asurvey of the whole country. The
constitution of the Council will have to be carefully con-
sidered, and the procedure of its work thoughtout in
detail; but both the Provinces and the Government of
India will, of course, be represented on it, and the
co-operation of all the important banking institutions fully
ensured. The National Loans Council will, in due
course, assume other functions and extend the scope of
its activities; but, even at the outset, it will discharge
very important duties, and occupy a position of great
power in our national economy. ‘There is not the
slightest doubt that this power will be used for the good
of the country, if the Council is properly constituted,
and animated by the right spirit.

There are four important financial functions, which are
now being performed by the Government of India, but
with regard to which it has been suggested that certain
changes are necessary. These functions are resource
operations, ways and means operations, accounts and
audit. The first two are of a technical nature, and have
to be explained. The resource operations are designed
to provide adequate funds, at the numerous disbursing
centres, for meeting the obligations of the Government
>f India, the Provincial Governments and other public
authorities. There are 1,500 treasuries and sub-trea-
suries in India, and more than ninety branches of the
Imperial Bank, which receive and pay out money on
-public account. The financial operations of the Govern-
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;ment have to be conducted in such a way that the public
funds available at these centres may be adequate, and
no more than adequate, for the obligations that have to be
met. It is, therefore, necessary to prepare a forecast of
receipts and disbursements at these centres, keep an
eye on the actual incomings and outgoings from month to
month, and transfer all surplus funds from centres which
.«do not need them to those which do, or to the public
.account of the Imperial Bank, in order that a balance may
be maintained between the receipts and disbursements
.and the unnecessary locking up of funds in the treasuries
avoided. These operations are considerably facilitated
by transferring funds from the paper currency reserve to
the treasury balances, or vice versa, according to a system
which is very efficient and economical, but which cannot
be explained here, as it is somewhat complex, and it is not
possible to describe it in a few words. Suffice it to say
that the Government of India have, by facilitating these
transfers between the two funds, reduced the total
amount of balances in the treasuries, and transferred
them to the Imperial Bank, which is a great gain
from the standpoint of Indian banking, as the process
has increased the amount of liquid resources available
for the use of the business community. As far as the
Imperial Bank is concerned, the Government of India
have very little to do with the provision of adequate
funds at different centres, so long as the funds in the
public account are sufficient for meeting the demands of
the public authorities. The agents of the branches of the
Imperial Bank are given information as to the likely
receipts and disbursements on account of the Govern-
ment at particular places, and are also apprised of any
heavy payments that may be in sight; but the Imperial
Bank has to make its own arrangements for the distribu-
tion of funds, though it is to a certain extent helped by
Government by being allowed to make use of the arrange-
ment by which funds are transferred by interchange
between the currency reserve and cash balances. If the
Imperial Bank increases the number of its branches, or
should a Central Bank be established and assume re-
sponsibility for making payments for Government through
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its own branches or with the help of auxiliary institutions,
the Government of India will be relieved of the duty of
providing funds at those places at which the Central Bank
or its allied institutions does this work. Incountries where:
banking is fully developed, and where there is a wide
diffusion of banking facilities, the necessity for resource
operations does not exist. The Government banker can
in such cases be depended upon for undertaking this
function. But, in India, it is very doubtful whether the:
Government of India will be able to relieve itself entirely
of this responsibility for some years tocome. There are
more than 500 towns, with a population of 10,000 or
more, which are without modern banking facilities ; and
the work of bringing these places within the ambit of a
well-developed banking system will necessarily take
time. The Government treasuries and sub-treasuries
will have, therefore, to be maintained for the transaction
of financial business at such places, though their number-
and importance ought to decrease with the development of
the Indian banking system. The working of the treasury
system is, as already stated, very closely associated with:
our paper currency system ; and as its efficiency depends
upon the mobility of funds from one centre to another,.
and that can best be promoted by a central authority,
‘ resource ’ ought to remain a function of the Government
of India. It will have to be performed in close co-
operation with the Central Bank; and that is another
reason for entrusting it to an authority which has a wide:
jurisdiction and an equally wide horizon in financial
matters. The Provinces will lose nothing by letting the-
Government of India carry on this work for them ; and the
country as a whole will have the advantage of co-ordinated:
action in a field in which division of responsibility means
waste and inefficiency. If the Provinces get money,
whenever and wherever they want it, ‘they can leave:
it to the Central Bank and the Government of India to-
make the arrangements by which they are placed in funds.
The interests alike of efficiency and economy require:
that ¢ resource’ should remain a central function.

The existing system is responsible for a division
of administrative functions between the central and the-
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Provincial authorities, with regard to the working of
treasury system, which need not be continued. The:
actual work of receiving money or making payments is.
‘done by the Treasury Officers, who are employed and
paid by the Provincial Governments; and the District
Officers are also, to a certain extent, responsible for the
efficiency of the system. But the Treasury Officers work
under the direction of the Deputy Controllers of Currency,.
so far as the custcdy and transfer of funds is con-
cerned, and under the Accountants-General, for accounts
purposes. An officer subordinate to the Accountant--
General inspects the treasuries once a year, to see whether
the procedure prescribed for the transaction of business
is strictly adhered to. His report is submitted in two-
parts—one for the Accountant-General, and the other for
the Deputy Controller of Currency—and action on the
points raised in the report has to be taken by the
District Officers. The Accountant-General and the Deputy
Coatroller of Currency are both officers of the Govern-
ment of India ; but they have to enforce the observance of
rules by the Treasury Officers through the District Officers
of the Provinces. Though there is no cardinal objection
to the Government of India making use of the agencv
of the Provincial Government for the performance of
certain functions, the complication which arises in this
case, on account of the Treasury Officers being the
officers of the Provincial Government, is unnecessary,
and can be avoided by bringing the personnel of the
Treasury department under the exclusive control of
the Government of India, and charging its cost to the
central revenues. The treasuries should become merely
counters over which money is paid and received on behalf
of the public authorities, and should be in the charge of
officers who are under the Controller of Currency and his.
deputies.

The cognate function, known as the ways and means
operations, is also in the hands of the Government of
India. The revenue received by the revenue-collecting
departments, and the receipts of all other departments,
both of the Government of India and the Provinces, are-
paid into the nearest treasury or branch of the Imperial
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Bank ; and the money thus received becomes a part of
the general balances, which constitute a fund in which
there are no compartments. It is one undivided whole,
and can be drawn upon for meeting all public charges,
whether central or provincial. As the Government of
India have taken upon themselves to provide funds for
the payments of the Provincial Governments at all dis-
bursing centres, there is no distinction between central
and provincial revenues in the common reservoir of cash
resources ; and the revenues credited to provincial
accounts are merely book entries, and cannot be
differentiated from the revenues of the Government of
India and their quasi-commercial departments. This
amalgamation of balances has been objected to by
responsible authorities, and it has been held that the
separation of provincial from central balances is essen-
tial for the grant of financial autonomy to the Provinces.
The Provinces should, it is contended, be made the

custodians of their public accounts’, if they are to have
real independence in financial matters. ¢ The revenues
allocated to local Governments,” to quote from the
Report of the Muddiman Committee, ‘ must in fact be
separated and held in separate accounts from the central
revenues before anything in the nature of Provincial
autonomy could be set up’;! and, in another para-
graph of their Report, the Committee said ‘that ap-
preciable further advance towards autonomy in provincial
finances depends on the separation of provincial balances
from the balances of the Government of India’.* The
Committee were persuaded to take this view by two
highly placed financial officers of the Government of
India—Sir Frederick Gauntlett and Mr. J. E. C. Jukes—
both of whom advocated the separation of provincial
from central balances in their evidence before the Com-
mittee. Sir Frederick Gauntlett was of opinion that
‘the recognition of a right to separate balances almost
necessarily seems to imply the recognition of a right
to a larger freedom from external financial control.

1 Report of the Reforms Enguiry Committee, p. 44, para. 15.
2 1bid. p. 96, para. 116.
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Moreover, until a Government has its own separate
balances, it cannot adequately realize the importance of
financial considerations’; and Mr. Jukes held that ‘it
would undoubtedly be a considerable advance in the
direction of provincial autonomy if the local Govern-
ments were permitted to assume the custody of their
own balances, and their procedure in the matter of
withdrawal, transfer and disbursement of provincial
moneys’. These extracts have been quoted to indicate
the weighty .character of the evidence in support of
the case for the separation of provincial balances. If it
is not possible to have provincial autonomy without
introducing this change, the change will have to be made,
even if certain financial considerations can be urged
against it; but we must examine the position a little
more carefully before we can understand the relation
hetween ways and means and provincial autonomy.

'The ways and means operations+of the Government
'ndia, though closely connected with their resource
:ations, are distinct therefrom, and will still have to
c;arried on, even when the latter are taken over by the

.ntral Bank and its auxiliaries. The reservoir of cash

Jalances is a pool which has many inlets and outlets.
Into it flow the revenues derived from taxation, Central
and Provincial, receipts of the quasi-commercial depart-
ments, proceeds of rupee and sterling loans, repayments
of loans advanced by the Government of India to the
Provinces and local bodies, the different kinds of receipts
which constitute the unfunded debt of the Government
of India, and all the miscellaneous deposits which accrue
in connexion with the administration of Central and
Provincial subjects. All payments, chargeable to the
revenue account of the Government of India and the
Provinces, or on account 6f their expenditure—both
revenue and capital—on-their quasi-commercial depart-
ments, payments of interest on and repayment of the
capital of funded and unfunded debt, advances to the

* The object of their ways and means policy is to ensure that
ash in hand shall at all times be sufficient for meeting all public
charges.
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Provinces out of the Provincial Loans Fund, and with-
drawals of funds temporarily deposited with Government,
all come out of this common reservoir. The inflow
and outflow of moneys has to be so regulated that at no
time will the cash in the reservoir be depleted below a
particular limit; and, generally speaking, its increase
beyond a certain limit is also considered undesirable and
avoided. The balances are partly located in England,
and remittances from India are effected through the pur-
chase of sterling bills, the funds for which are drawn from
the cash balances in India. Provincial revenues derived
from taxation, the unspent portion of loans borrowed by
them and deposits in connexion with the administration
of Provincial subjects merge into these balances ; and the
Central Government undertake to make money available
to the Provincial Governments at the times and places at
which they desire to draw it. In other words, th
Government of India are the universal banker for
public authorities, including the Provinces ; have thr

of their balances and deposits for their own purpc

and in return are ready to make ail payments for tl
The Provinces, if they are to be autonomous, hav.
right to expect that their balances and those of th
authorities subordinate to them should be at their disposalk
in the same way, and to the same extent, as they would
be if they had a separate account of their own with a
Central Bank. If they are in a position to draw on them
according to their own needs and judgment, the mere
fact of their having a banking account with the Govern-
ment of India instead of a joint-stock bank cannot in any
way detract from their posltlon as autonomous units of
the Indian Federation.

. Regarding the deposit of the provincial balances with:
the Government of India in the light of a banking
transaction, the present position is, however, far from
satisfactory. Its most striking feature, and one which
is open to serious criticism, is that it is not possible to
give the approximate position of a Province from month
to month or to say, at any given time, whether it
has an overdraft or a surplus in its banking account,
No distinction is made, at the initial stages, between
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a payment on account of the Central Government and
a payment on account of a Provincial Government.
#he exact position of the Provinces is ascertained at the
end of the year; and it is only then that their pass-books
are, so to speak, written up. It is obvious that it is very
unsound banking, when the clients of a bank can draw on
their accounts without knowing for months after the trans-
actions whether they have overdrawn or underdrawn
their accounts. The Central Government do not pay
any interest on provincial balances, unless their amount
is in excess of Rs. 25 lacs (for Assam, the minimum
limit 1s Rs. 10 lacs), and they are deposited for a period of
not less than six months. The interest allowed in such
cases is one per cent less than the rate charged by the
Government of India during the period on advances to the
Provincial Loans Fund on deposits, which are initially
declared fixed for twelve months and over, and at two
per cent less for shorter periods. Departmental and
judicial deposits, arising out of the administration of pro-
vincial subjects, which in the aggregate amount to over
Rs. 15 crores, are, as already stated, mergedin the general
balances; and the Government of India do not pay any
interest on them. These sums are, of course, eventually
withdrawn ; but they represent a constant balance, which
can be and is used for financing the ways and means
programme of the Government of India. The Provinces
are not allowed to reckon these deposits as parts of their
balances or use them for their revenue or capital
expenditure.* It is unnecessary to add that from the
financial standpoint, even apart from the political, some
change is clearly required ; the only question is the form
which it should take.

1 According to Rule 21 of the Devolution Rules, the Governor-
General has the power to require any Provincial Government to
regulate its expenditure in such a way as not to reduce the balance
at its credit in the public account on a specified date cr dates below
a stated figure. This power is to be exercised ‘in the financial
interests of India as a whole’, when it is necessary to invite the
Provinces to co-operate in conserving the financial resources of
the State in the case of war or a similar crisis of first-rate
importance.
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The Reforms Enquiry Committee have suggested that
the provincial balances should be separate and held i
a separate account. The balances, in that case, will
presumably be deposited with the Imperial Bank ; and the
Provinces will use the agency of the Government of
India for their resource operations, i.e. for making funds.
available at places at which the Imperial Bank has no
branches, and the remittance and transfer of these funds
will be effected by the same agency. What will be the
result ? The Provinces will become responsible for their
own ways and means; thatis to say, they will regulate
their incomings and outgoings in such a way as to have
a surplus balance with the Imperial Bank or arrange, if
necessary, for temporary advances from it. They will,
if their balances grow unduly large, invest them for
short periods, or use them for capital expenditure if the
excess is of a permanent character. The deposits.
accruing from the administration of their services will, of
course, be at their disposal ; and as their amount is large,.
they will, in the words of Mr. Jukes, * be far more than
sufficient to place the Provinces in funds to meet their
day-to-day requirements.” They will not get any interest
on their current account, and will have to pay for the
transfer and remittance of funds through the agency of
the treasuries of the Government of India. There is
nothing to be said against this change so far as these
effects are concerned. But it will have another effect,
which will involve financial loss and will, on that account,
be undesirable. There is at present a single Government
balance, the amount of which is determined by the
receipts and disbursements of all public authorities. If
each Province has its own account with the Imperial
Bank, there will be ten separate balances, nine Provincial
and the tenth that of the Government of India ; and their
total amount will, of course, exceed the amount which
is now considered sufficient for the needs of the Central
and Provincial Governments. This, however, is un-
necessary, since all the advantages of this change can
be realized without complete separation of provincial
balances. The accounts will have to be so maintained’
that the exact position of each Province can be known at
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the end of every month, if not oftener ; and each Pro-
vincial Government can either draw to the extent of its
balance or geta temporary advance from the Government
of India, or, it may be, from the Imperial Bank. It should
also have the liberty to withdraw its balances, and invest
them for short periods in treasury bills or other short-
dated securities, if it thinks that it can thereby get a
better return than it would by leaving them on deposit
with the Government of India. Miscellaneous deposits
and the balances of local authorities will be credited to:
the account of the Provinces; and they will be allowed
to use them as freely as their own balances. All these
changes can be made, without the necessity of having
ten public accounts with the Imperial Bank. Provincial
autonomy will certainly not be advanced merely by
increasing the public deposits of the Imperial Bank; and
the Provinces can be granted the freedom to use.their
balances in their own way without impairing the
efficiency which results from the Government of India
being ¢ the custodian of public accounts’. The resource
and ways and means operations of the Government of
India represent what are really banking functions, and
must be performed by them owing to the undeveloped
state of banking in India. In the course of time, resource-
operation will, as pointed out above, be taken over by
a properly constituted Central Bank; and the modus
operandi of ways and means will also be considerably
modified. We have to regard these arrangements from
a functional standpoint ; and if we do so, we shall realize
that considerations of economy and efficiency alike
require that the Government of India should have the
custody of all public balances in India. What is of real
importance to the Provinces, is free use of their balances,
and not the custody of them ; and so long as they have
the former, they need not insist on having a hand in
the management and distribution of the public ¢till
money ’.

The changes proposed with regard to the banking
arrangements of the Provinces make a change in the
System of public accounts necessary. It is important
that, at least once a month, the Provincial Governments.
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-should be able to know the amount to their credit, and be
able to regulate their withdrawals in the light of this
knowledge. But there is another reason which makes it
necessary to change our system of accounting. At
present, audit and accounts functions are combined, and
performed by officers of the Central Government. The
Accountants-General, who maintain the accounts both of
the Central and Provincial Governments, and also audit
them, belong to an all-India service, the expenditure on
which is a charge on central revenues. The Accountants-
General, as accounts officers, perform what are really
executive functions. The bills are provisionally classified
by the treasuries, but their detailed classification is done
in the office of the Accountant-General ; and then the
accounts are .compiled according to departments and
territorial units. The form of the accounts corresponds
to the form of the budget estimates; i.e. the major,
minor and sub-heads, under which the figures of antici-
pated expenditure are arranged in the estimates, are the
same as those under which the figures of actual expendi-
ture are compiled in the accounts. The reason for this
-correspondence is that, without it, it is impossible to
ensure that in actual practice the sanctioned estimates
will not be exceeded. It is the duty of the Accountants-
General and their subordinates to compare the figures of
.expenditure, month by month, with the estimates, and so
help the heads of departments to entorce what is known
as the scheme of appropriations. They warn the officers
concerned either to slacken their pace of expenditure or
to ask for additional grants, if they think that the
-.expenditure will, if allowed to proceed at that rate, be in
excess of the appropriations. This is a very important
duty, and should devolve upon the Finance Departments
and the officers under their control, for they are res-
ponsible for watching the state of Provincial finances
during the year. The Accountants-General have also to
help the departments in preparing the budget estimates,
and to criticize them in the light of the actuals of the
past year. This is, again, an executive function which
forms part of treasury control, and ought to be per-
formed by officers who receive their directions from the
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Provincial Chancellors of the Exchequer. The Inchcape
Committee advocated a change in the existing system,
specause they considered it wrong for the Provincial
Governments to require officers, who were not paid by
them, to perform duties in connexion with the prepara-
tion of their estimates. This is, however, the least
important objection against the existing system. The
real reason why it has to be changed is that it militates
against the efficiency of treasury control, and makes it
necessary for the Provincial Finance Departments to use
the agency of officers, who are not subordinate to them,
for carrying out their most important duty. The
accounts officers ought to be officers of the Provincial
Governments, and work under the administrative control
of their Finance Departments.

There is another and a wider aspect of the matter,
which may also be briefly considered. Under the exist-
ing system, audit and accounts duties are combined.
Accounts duties are, as remarked above, executive
duties ; while audit is, or ought to be, a function of a
different order, and can very well be compared to the
judicial function. Audit cannot be efficient unless it is
independent ; and the audit officers ought to be able to
do their work without fear or favour. The Accountants-
General, as audit officers, are subordinate to the Auditor-
General, who is independent of the Government of 1ndia;
but their independence is more or less illusory since,
as accounts officers, they are directly under the Finance
Department of the Government of India. As it is not
possible to have unity in duality, the Accountants-
General are not really independent; and they must be
relieved of their accounts duties, if they are to take their
proper place in the financial administration of the coun-
try. The independence of the Auditor-General himself
is also impaired by the fact that he is under the Secretary
of State, who is really the Chief Executive of the State;
and his independence of the Government of India is only
independence of a subordinate branch of the administra-
tion. In spite of this fact, the Auditor-General does
occupy a position of dignity and importance ; and if his
officers are made independent of the Government of India,
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their status will be raised, and they will do their work
with greater independence. It may be hoped that, under
the new constitution, the Auditor-General will be made
directly responsible to the Indian Legislature, and will
conduct the audit of accounts against appropriations and
sanctions on its behalf. He ought, in that case, to have an
organization at his command, which can direct the search-
light of scrutiny on to the entire financial administration
of both the Central and Provincial Governments, and
function as an efficient instrument of supervision and
control. Sir Frederick Gauntlett has defined audit as the
‘scrutiny of expenditure with the rules issued by the
competent authority ’; and if the audit officers examine
the accounts, not only from the point of view of their
conformity to the letter of the rules, but also their spirit,
they can render a very important and useful service in
ensuring efficiency and honesty in the conduct of the
financial affairs of the State. Since the introduction of the
Reforms, a separate branch has been constituted in each
audit office, consisting of picked men, who are charged
with the duty of conducting what is called the higher
audit. This section works under the personal guidance of
the Accountant-General, and is expected, to quote from
a well-known despatch of the Government of India, ¢ not
only to see whether there is quoted authority for
expenditure, but the necessity for it’. It is not known
how far the higher audit sections have really been
performing the functions for which they were constituted ;.
but it is necessary to go a great deal further, and trans-
form the whole of the audit into what is now known as
the higher audit. The fidelity to rules is important, but
fidelity to ¢ the legitimate principles of public finance’ is
much more so ; and the real purpose of audit scrutiny is
to ‘ ask every question that might be expected from an
intelligent tax-payer, bent on getting the best value for
his money’. The separation of audit from accounts
ought to enable the audit officers to devote their whole
attention to securing the observance of ‘the legitimate
principles of public finance’ and to shake off the unwhole-
some effect of the multiplicity of rules, which has, as is
generally admitted, weighed very heavily on them in the
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past. It is difficult to infuse a spirit of intelligent
enquiry into a Government department; but the difficulty
of the task is greatly increased, if there is a confusion of
duties and functions. Audit should, therefore, be sepa-
rated from accounts, in order to secure full independence
for the former, and raise it to a different and higher plane
of achievement.

The organization of the audit and accounts departments
will, i{ this measure is introduced, be similar to their
organization in the United Provinces and the Railways,
which have already separated audit from accounts. The
accounts departments will be under the Finance Depart-
ments of the Governments, whose accounts they maintain;
and each department will have an accounts officer of its
own. It will be his duty to classify and compile
accounts, to apply an ¢ internal check ’ by the pre-audit of
bills, to make payments by cheques, and to help the head
of the department to which he is attached to exercise
closer control over the expenditure of funds and the
preparation of estimates. These officers, though closely
associated with the administrative departments, will not
belong to those departments. They will be officers of
the Finance Department; and it will be their duty to
exercise supervision on behalf of the latter, and they will
be directly responsible to it for the efficiency of their
work. In matters relating to their promotion and pros-
pects, they will be independent of the admiristrative
departments; and will report to the Finance Member,
through the Chief Accounts Officer, any differences that
might arise between them and the heads of the admini-
strative departments. They will work in close co-opera-
tion with the administrative officers, but will not in any
way be subservient to them.

The audit officers will be officers of the Government of
India, bat will not be subordinate to the latter’s Finance
Department. They will be under the Auditor-General
who, it may be assumed, will be responsible to the
Central Legislature. They will audit the accounts of
all public dspartments—central, provincial and quasi-
commercial—and report the results of their scrutiny to
their respective Governments, who will submit them to
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the Public Accounts Committees of the legislatures,
and take the necessary action on the recommendations
of the Committees. These officers will be recruited by
the Public Service Commission, and will be subject to
the public servants’ conduct rules; but, taken together,
they will be an autonomous public service corporation,
and required to perform one of the most important
financial functions. Freed from the obsession of codes
and formalism, they wiil rely more on their own judgment
and discretion than on merely mechanical industry ; and
experience of an audit conducted on these lines will enable
them to enunciate general principles of wide applicability,
and help the Government to formulate rules in the light
of these principles. The general framework of accounts
will be determined by the Finance Department of the
Government of India, both for the Central and Provincial
Governments, but it will very largely be guided by the
Auditor-General and his officers in the discharge of this
duty. The audit of revenues and stores is at present
not as extensive and intensive as it ought to be ; special
measures will have to be adopted for improving the
efficiency of the department in these respects. In view
of the importance of the quasi-commercial activities of
the State in India, the audit of commercial accounts will
have to be made the concern of a specialized branch
of the audit service. Though the services of the Audit
Department in the past are not to be under-rated, there
is no doubt its future will be much greater than its past,
if it can be constituted into ah autonomous, self-regulated,
organization, imbued by the spirit of public service in
the best and highest sense of the word.

There are two objections to the separation of audit
from accounts. One is that of cost. It has been
estimated that the reform will cost Rs. 35 to 40 lacs, if it
is to be introduced in all Provinces and all depaitments.
The measure has already been in operation in the
United Provinces since 1926, and has been introduced
on all Railways since April 1929. It will have to be
extended to the other commercial departments and the
remaining Provinces. This will involve an additional
expenditure of about Rs. 20 lacs. The amount is large ;
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but it will pay for itself many times over, if all the antici-
pated advantages of the measure can be realized in actual
practice. On the other hand, if it merely means that the
reconstituted accounts and audit departments will, with
an enlarged staff, be doing practicably no more than they
are doing to-day, only doing certain things twice over
and perhaps a little more intensively, the additional ex-
penditure will be sheer waste, and the administrative
system unnecessarily complicated. If, however, the in-
ternal check takes the place of a merely technical audit,
and enables the accounts officers to exercise closer control
over appropriations and estimates by coming into close
contact with the realities of the administration, and, what
is more, if audit comes to mean the application of
organized common sense to the scrutiny of public ex-
penditure, and is really made independent of all executive
authorities, the expenditure will be a very good invest-
ment, and give an adequate return to the tax-payers in a
number of ways. That, of course, means that some one
with imagination will have to set to work to clear the
weeds of rules and regulaticns, and let in fresh air into
the nooks and corners of the audit offices ; but granting
that this can be done, the expenditure will be certainly
worth while. The other objection to this change is that
the audit officers will not be able to keep themselves in
touch with the day-to-day administration, and will neither
appreciate nor have any insight into the complexity of the
problems with which they will have to deal. This
objection loses much of its weight, if we can assume that
the accounts officers will not be in league with the
administrative officer to thwart the scrutiny of the audit
officers, and to withhold facts from them without which
they will not be able to perform their duties efficiently.
The fact that audit and accounts officers will, in future,
perform distinct duties does not mean that there will be
no co-operation between them. They need not start
playing a game of hide and seek, merely because they will
specialize to a much greater extent than they have done
up till now, and will be responsible to different authori-
ties. The accounts officers will, as stated above, be
representatives of the Treasury; and the Treasury and:
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Audit will, it may be assumed, be allies and not mutually
hostile or even apathetic organizations. Audit will help
the Treasury to enforce economy and regularity in the
conduct of the financial affairs of the State, and will,
therefore, receive all possible help in return in the dis-
charge of its own duties. Treasury control and audit
scrutiny are complementary functions, and the depart-
ments charged with them will be only helping themselves
by helping each other. The separation of audit from
accounts, it may be repeated, is a reform which will
facilitate the necessary adjustments between the Govern-
ment of India and the Provincial Governments and to
stimulate both the departments concerned to greater and
more useful activities.

There is another matter, comparatively speaking of
minor importance, with regard to which it is necessary
to come to a decision. India is a country of famines ;
and famine relief should be regarded, as 