
PUBLIC FINANCE 
A SURVEY OF FUNDAMENTAL PRINCIPLES 

AND 

THEIR APPLICATION TO INDIAN PROBLEMS 

BY 

PROF. KRISHNA KUMAR SHARMA, M.A., B.com. 
ProfeBBor of Economic• and C()mmerre 
Sanatan Dharma Colkge, Cawnport! 

and Author of" Thl Indian Money Markrt,. and 
II cu,rrer~ty and Commerce "• lie. 

WITH A 

FORE\VORD 

BY 

CIIANDULAL N. VAKIL, M.A., M.SC. (Eco~.), I.S.S, 

University Professsor of Ecooomics, Boml!ay 

PUBLJ'EHED BY 

THE BANCALORI PRINTING ! PUBUSHING CO .. LTD, 

BANGALORI CITY 

1937 

Price Ra. 3 



PUBLIC FINANCE 



PUBLIC FINANCE 
A SURVEY OF FUNDAMENTAL PRINCIPLES 

AND 

THEIR APPLICATION TO INDIAN PROBLEMS 

BY 

P'EWF. KRISHNA KUMAR SHARMA, M.A., B.com. 
Professor of Economics and Commerce 
Sanatan Dharma College, Cawnpore 

and Author of "The Indian Money Market 11
_; 

" Currerwy and Commerce ", etc 

WITH A 

FOREWORD 

BY 

CHANDULAL N. VAKIL, :ll.A., M.sc. (EcoN.), F.s.s. 

UniversUy Professsor of Economics, Bombay 

PUBLISHED BY 

tHE BANGALORI PRINTING .t PUBUSHING Co .. LTD. 

BANGALORE CITY 

1937 



All Rights Reserved 

PRlNtiD AT THE BANGALOki PRt.ss, BANGALORE clfV 



FOREWORD 

'ram importance of the study of Public .Finance is well 
known, but a:lequate steps to make that study easy and popu
lar are not taken in most countries. In countries with a 
democratic form of government, the control of the public 
purse is vested in the hands of the representatives of the people. 
This enables a growing number of persons in such a country 
to acquire an intelligent grasp of the financial arrangements 
and problems of the country. There is, in spite of this, a 
general impression that problems of public finance are things 
of mystery and controversy which the layman dreads to 
think of. The only way to remove this wrong impression is 
to provide the lay public with simple and easily accessible 
literature on the subject, which would create both a correct 
understan1ling of it and develop an intelligent interest in the 
same. For this purpose, there should be a simple and lucid 
exposition both of principles and facts devoid of technicalities 
and controversies. 

Professor K. K. Sharma has, in this book, made a worthy 
attempt in this direction. He has covered a wide field in a 
comparatively brief space. He has aimed at a treatment of 
the subject which will be found useful both to the student and 
the general reader, who is seeking an introduction to the study 
of public finance with special reference to the problems of 
this country. In view of the growing importance of educating 
the public in India, regarding the way in which they are taxed, 
and the way in which the money so raised by the State is 
spent, it is to be expected that works of this kind will make a 
wide appeal. 

SchooZ of Economics and Soci<Jlogy, 
University of Bom,bay. 

0. N. VAKIL. 



PREFACE 
THIS book on Public Finance has been specially written 

to meet the requirements of students of Indian Universities 
and it should also prove useful to the general reader. The 
plan adopted of treating the subject is very simple. The 
fundamental principles of Public Finance as enunciated by 
classical writers have been discussed and explained with a 
view to enable the lay public to understand the subject. 
Book II deals with Indian Finance. The various stages 
through which the Indian System of Finance has passed 
during the last 100 years have been explained in a simple 
and lucid manner. The chief aim has been to create in the 
reader's mind a genuine taste which would lead him to a 
methodical study of Indian Finance. 

Subjects like the Indian Public Debt, Financial Adminis
tration, Indian Railway Finance, etc., are of great importance 
and very difficult to grasp at the same time. An attempt 
has been made to present them in a simple, and non-technical 
language to create a correct underrtanding of them and an 
intelligent interest in the same. 

The subject of Indian Finan<'e has rect>ived a new impor
tance in view of the impending constitutional changes in the 
country. It. has consequently been discussed by many 
committef's and they have made many important recom
mendations. The findings and recommendations of these 
committees have received a careful attention in .this book. 
By a perusal of the book, the reader can have an adequate 
and connected idea underlying the mass of literature on 
rndian Finance, contained in the valuable Reports of the 
v-arious committees which have reviewed the subject on the 
eve of the great constitutional changes in the country at 
present. The position of Indian Finance as finally emerges 
under the changes to be introduced by the Government of 
India. Act, 1935, has been lucidly and briefly stated. 
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The book contains a separate chapter on Local Finance 
which gives an idea of the evolution of functions of local autho
rities in India and other countries and of their sources of 
income and of the ways of spending their resources. 

Prof. C. N. Vakil, University Professor of Economics, 
Bombay, has very kindly introduced the book to the readers. 
My very special thanks are due to him for this fact and also 
for the valuable guidance that he gave me in this connection. 

Prof. Kalka Prasad Bhatnagar, M.A., Professor of Econo
mics and Vice-Principal of D. A. V. College, Cawnpore, favoured 
me with his valuable ad vice and help in various ways, and 
I am very grateful to him for it. I also take pleasure in 
acknowledging my indebtedness to my honoured colleague, 
Prof. Kalishanker Bhatnagar, M.A., Vice-Principal, S. D. 
College, Cawnpore, for his ungrudging assistance in connection 
with the preparation of the book. 

K. K. SHARMA. 
March S, 1937. 
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BOOK I 

GENERAL 



CHAPTER 1 

Introductory 

THE subject-matter of public finance may be said to be 
concerned with the manner in which public authorities obtain 
their income and spend it. In other words, it deals with the 
income and expenditure of public authorities, and with the 
manner in which the one is adjusted to the other. The term 
" public authorities " mainly implies Central or Federal 
Governments and Provincial or State Government's ; but it 
also includes local authorities such as municipalities, district 
boards and councils. They differ widely among themselves 
with regard to the magnitude of the areas, the range of their 
functions, the objects or their expenditure, the sources of their 
income, and their financial relations with other public autho
rities, subordinate or superior to themselves. In a. broad 
survey of the subject, however, these differences a.re of second
a.ry importance. 

The word " finance" relates to money matters and their 
management, and public expenditure, in its modern sense, 
implies the existence of a. money economy. In modern times, 
the income and expenditure of public a.uthorities consist 
mostly of money receipts a.nd money disbursements. 

The main divisions in public finance a.re :-(1) public 
ineome, which deals with the manner in which public a.utho
rities find money for meeting their expenditure ; (2) public 
expenditure, which has to be incurred by public authorities 
to discharge their functions and duties ; (3) public debts, 
because if revenue is insufficient to meet expenditure, borrow
jug is resorted to in order to make both ends meet ; and 
( 4) financial administration. The last braneh has assumed 
great importance since the War and it includes the framing 
of budgets, audit and the financial work of the legislature. 
The right of controlling expenditure and voting supplies is 
different in different administrations, but the methods pursued 
are largely responsible for the efficient or inefficient working 
of the finances of a country. The legislature must keep an 
.eye over the ('Xecutive in order to avoid waste and inefficiency. 

PtTBLIC AND PRIVATE FINANCE 

It is useful and instructive to compare private with public 
finance. It is a common tendency to bring to the study of 
public finance the same attitude of mind which one brings 
to bear upon private finance ; but it is a. mistake to assume 
an exact parallelism between the two. In some cases there 
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are almost fundamental distinctions in their respf'ctive nature 
and purpose. · 

One obvious distinction between private and public 
finance centres on the relationship to income. The amount 
that can ordinarily be spent by an individual or a company 
is limited by the extent of the income available, bnt govern
ments and local authorities do not rigidly observe this limi
tation. They decide first what they wish to spend and then 
proceed to obtain the necessary amount of money. In other 

· words, while an individual adjusts his expenditure to his 
income, a public authority regards its expenditure as the 
deciding factor and adjusts its income in response to it. This 
broad statement is, however, subject to qualifications. To a 
certain extent an individual adjusts his income to his expendi
ture for as his l'esponsibilities increase, l1e will try his best tOo 
find new sources to meet them; while similarly, schemes of public 
expenditure ·cannot be devised without bearing in mind the 
capacity of the taxpayers, and consequently in bad times, 
when its income falls off, a public authority may practise 
retrenchment as has been done in recent years in different 
countries. To that extent, therefore, it is not correct to 
say that the expenditure determines the revenue in the case of 
public authorities and pot vice versa. 

Public expenditure should also be differentiated from 
private expenditure in. the motive force behind it. Apart 
from purely personal expenditure, an individual tries to secure 
a , surplus of revenue over expenditure and this anticipated 
surplus determines whether a particular outlay shall be made. 
Public departments are not generally inspired by this motive 
excepting the commercial departments like the post-office1 

which are intended to be financially self-supporting and possibly 
profit-making also . 

. Another difference springs from the liability of public 
bodies to he influenced by powerful sectional interests in the 
manner of spending their income. The defence departments 
may be pressing for expenditure on armaments and air forces 
in excess of the proposed allowances. This has been the case 
in all advanced countries of the world since the Great War. 
· The investment character of some public expenditure is 

also responsible for the difference between private and public 
finance. Some forms of outlay are very essential from the 
standpoint of the community as a whole ; but private persons 
cannot be expected to undertake them, because they cannot give 
any monetary return for generations to come. Afforestation 
is a case in point. Such schemes must be financed by the 
State, because they cannot be expected to yield a revenue for 
a generation or more. 

The distinction between the two kinds of finance resolves 
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itself into a difference in functions. .:.rhe individual trader 
regards the net surplus as the real test which will indicate 
whether the business is to be allowed to continue or not. The 
ordinary profit index may be useful in private and competitive 
enterprises, but not so in the case of the activities of most 
public departments. A private trader will close down his 
business if it fails to make a profit ; but a public department 
will go on. There a1e ·~ertam articles the consumption of 
which is very necessary in public interest and the same cannot 
be aUowed to fluctuate in supply according to variations in 
price. The State may have to sell the article at a price lower 
than the cost price, if any serious abstention on the part of 
the consumer, following the ''economic price", would limit 
the expenditure on such an article and entail a loss of welfare. 
Water supply is a case in point, an adequate and wholesome 
quantity of which is absolutely essential for the well-being 
of the civic population and it may have to be supplied at a 
price lower than the cost. 

The adjustment of ari individual's income and expendi
ture need not be exact in a given year and this is also true of 
a public authority. Both· can draw upon their savings, or 
the excess may be met from the sale of assets, or they may 
run into debt. But the similarity ends here ; because a public. 
authority may raise either an internal or an external loan, 
or it may meet its needs by inflating the currency ; but an 
individual cannot raise an internal loan and the device of inflat
ing the currency is not open to him. 

For nt?,king deliberate changes in its income, and parti
cularly for increasing it, a public authority is generally 
in a much h!'tter position than an individual. The reason is 
that the former has the wealth of the whole community to 
draw upon. 

I"ike the science of economics, the science of public 
finance is an advancing science. As the functions of public. 
authorities are becoming wider, new ways of getting income 
to disrharge the growing duties are being tapped. The 
Physiocrats assigned very limited functions to the State and 
they advocated that it should perform the police functions, 
provide security against external aggression and arrange 
for instruction, In modern times State int,ervention in 
business sphere also is taking place to a greater and greater 
extent. The State is itself running certain enterprises like the 
post-office, etc., and is controlling those which are in private 
hands, but whose regulation and control by the State is neces
sary to promote pnblic welfare. Railways and certain other 
monopolistic undertakings are in every country being controlled 
by the State and separate State departments have been estab
lished for these purposes. The doctrine of laissez faire has 
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given place to State intervention in most aspects of business 
:and industry. In many cases the State runs enterprises in 
new industries to demonstrate their success and eventually 
to ha.nd them over to private concerns. In other cases money 
bas to be obtained for granting eash help to nascent. and grow· 
ing industries. All these factors have revolutionised the art 
<>(raising revenue and have compelled the far-sighted states· 
.men to make an analysis into the taxable capacity of the people. 
Thus a close study of the various tax systems and other sources 
of yielding revenue together with their immediate and ultimate 
direct. and indirect effects upon production and distribution 
of wealth and also upon economic welfare is an important. 
aspect of the study of public finance. 

In modern times the defence expenditure is growing and 
it has vast repercussions on economic and political conditions 
oQf the people. It necessitates a study of t.he ways in wbicl1 
t,he defence expenditure can be financed and of the economic 
:and social effects of the different wavs of financing that 
-expenditure. The problem of public debts, their merits and 
.demerits a,s compared with taxes, the different ways of re
·deeming public debts and their ~conomic and social effects 
:are questions which fall within the scope of the science of 
:public finance. , 

These post-war developments have also necessitated some 
1nodifications in financial administration and financial control. 
'The growing field of State activity and increa.sed consciousness 
·of a nationalistic spirit made a wider outlook almost inevitable. 
Jn almost all countries questions of retrenchment in public 
·expenditure have loomed large in the economic horizon and 
·Committees have been set up to investigate into such possi
.hilities. All these important questions form a part of the 
;study of public finance. The necessity for providing for the 
repayment of public debts has increased the importance of that 
-part of the subject which is called taxable capacity and which 
is an important development in the sphere of public finance 
.(IOnfined particularly to the post-war period. The post-war 
period is one in which the legislature has continually shown a 
-desire to impress on the executive the necessity of treating 
the system of taxation as a systematic whole, and of examining 
t.he distribution of taxation and the principles on which it is 
based. 

The growth of the art of central banking policy in the 
-post-war period is closely connected with the financing and 
:raising of loans for the economic reconstruction of various 
countries and for the repayment of inter-allied debts and the 
settlement of reparations problems. These are all gre~t 
.questions forming an important part of the study of pubhc 
:financE>. 
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There has been a tendency on the part of the ruling races. 

for conferring an increasing measure of control over their· 
internal and foreign affairs to what formerly were, and to a,. 
great extent are, still subject nations. These changes hav&
necessitated the gradual transfer of- financial control also along· 
with the development of democratic institutions with or without
certain safeguards. Indirectly hut in important res}Jects, the· 
financial aspeets of these constitutional changes conferring as. 
they do an increasing measure of financial control to the legis-· 
lat,ure form a part of the study of public finance. 

The increase in public expenditure in recent years bas; 
coincided with a marked set-back to industrial prosperity. 
The question is whether the growth of national and local 
spending has caused the present depression or both of them 
are due to, and symptoms of, a. deeper cause. There are some
people who hold that money left in the pockets of the private
owners is used to greater advantage than if it bas to pass. 
through the public purse. They consider, therefore, that. 
only a ruthless limitation of the spending departments can. 
rest.ore the economic situation. On the other band, there are 
others who deny the growth of public expenditure as a,. 
cause of our economic difficulties, thou{!b they admit that 
exceptional times have entailed a very large increase in certain. 
types of expenditure. 

Questions like these are too wide to be answered in a few· 
words and the problems to which they givc> rise form an. 
important part of t.be study of public finance. The common. 
notion that all taxation is a burden should be treated with. 
reserve. Up to a certain point the benefit of the revenue and. 
expenditure to the community is greater than the loss to its. 
taxpayers. The taxes become burdensome only when that. 
point has been reached. The weight of taxation may be so
mal-adjusted in some cases that it may fall with undue severity 
on the producing classes and consequently, it may have very· 
unfavourable repercussions on production. Thus in a dis
cussion of such questions, it is necessary to know the character 
and composition of the public expenditure and of the nature
and methods of the tax system employed. Taxation, there· 
fore, to be seen in its proper perspective, should be examined. 
from all these standpoints, and its effects should be judged. 
over a long period of time in order to strike out a fair balance 
between the total amount of taxation and the national income as. 
a whole, and also as between the different types of expenditure. 

RELATION OF PuBLIC FINANCE WITH ECONOMICS 
AND . STATISTICS 

n ca.nnot be too strongly emphasised that public finance
is a part of the Economic Science. The subject of public 
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finance presumes a knowledge of other branches of economic 
science, specially of the theory of money, credit and banking. 
As Bastable observes, " an acquaintance with Pconomic 
science is, it may be said, an indispensable part of the equip
ment of the student of finance" .1 To take an instance on 
the point, it may be observed that a knowledge of the laws 
governing value under competitive and monopolistic condi
tions is indispensable for a clear comprehension of the inci
dence and effects of taxation on production and distribution. 
In a study of public debts with particular reference to ·the 
modes of their redemption, a sound knowledge of money, 
banking, etc., is indispensable. It is thus clear that a study 
of public finance pre-supposes a knowledge of economic 
science. 

The science of public finance l1as also an intimate relation 
with statistics. The ground-work of the subject is largely 
based on full and accurate statistics. In a discuRsion of the 
taxable capacity a comprehensive knowledge of statistics is 
necessary. In the preparation of budgets and in estimating 
the distribution of taxation among the various classes in a 
~!tate, statistical knowledge is indispensable. 'Ihe "Budget 
Estimates" in India as well as the "Actuals '' and "Rel'ised 
Estimates" are based on statistical information. 

It is largely with the aid of statistics that new financial 
polici~s can be pursued in order to suit the economic condi
tions of a. country. Thus the rival claims of direct and 
indirect .taxes in the scheme of 2.n adequate tax system can 
be carefully weighed and a balance can be struck only with the 
help of statistical information relating to them. The incidence 
of .customs duties on the manufacturers and consumers can 
Qnlv be determined with the aid of accurate and scientific 
statistical information. The conflicting considerations of 
import and excise duties and their effects on home indus
trit~S pre-suppose an adequate amount of statistical informa-
tion. , 

In modern times the tendency has been to raise a larger 
portion of the tax revenue of a country by direct taxation, 
because the same hlls on the rich. This fact has been proved 
with the help of statistics. Thus the old and existing theories 
-can be criticised in the light of statistical information that 
is aYailable. In estimating the yield from the sugar excise 
duty, for instance, a knowledge of the per capita and aggregate 
o(lOnsumption pf the commodity is necessary, a task which. 
belongs to the sphere of statistics. 

The science of public finance like the science of economics 
is in an advancing stage. Finance is a great policy. Without 

1 Publk Finance (London, Macmillan & Co.), 3rd Edition, pa~e 10. 
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sound finance sound government is not possible ; while with
out sound government sound finance is also not possible. 
Economic welfare cannot be augmented, and even maintained, 
without the right type of financial policy, which should make 
the people more prosperous and leave an adequate purchasing 
power in their hands to improve trade and industries. The 
evolution of an adequate type of financial control and adminis
trative machinery is indispensable for enabling the people 
of various countries to have adequate means of economic wel
fare. Thus the importance of the study of the science of public 
finance cannot be over-emphasised both from the theoretical 
and practical points of view. 

F 



. CHAPTER II 

Public Revenue , 
THE functions of modern governments are increasing in 

:~~cope and variety and adequate revenues are 'required to 
-discharge them successfully and systematically. In order to 
iind out the increasing sums of money necessary for discharging 
·their duties, modern governments have a tendency to tap 
;all possible resources. 

A good revenue system should be truly a system securely 
·based on comprehensive statistical information. It should 
have the characteristics of a good tax system, i.e., the charac
·teristics of equality, certainty, convenience of payment and 
·economy in collection. The subjects of a government should 
contribute revenue according to their respective abilities, that 
is, in proportion to the revenue which they respectively enjoy 
under the protection of the State. Further, the amount should 
oe certain and not arbitrary, and it should be collected to suit 
the convenience of the taxpayers. The collection thereof 
.should also not be very costly. 

A good revenue system should also possess elasticity, which 
is of special importance in times of emergency. It should be 
-eapable of increasing automatically with the wealth of its 
-citizens, and with the consequent demands for more expendi-
ture on t.he part of governments. In India, for instance, the 
:Provinces have not got the clastic sources of revenue under 
the Act of 1919 and, therefore, they cannot adequately finance 
-eomprehensive schemes of universal primary education and 
-of public health. 

Finally, there ate the characteristics of sufficiency and 
productivity. The revenue should be sufficient to meet the 
-demands of the public authority. Hence revenue is generally 
:raised from a small number of productive taxes rather than 
from a large number of unproductive ones. Too much con
centration on a few taxes should be avoided and in order that 
the revenue may be productive, the taxes should be scattered 
-over a large number of commodities. Thus taxes should be 
apread over a large number of commodities. Productivity 
·is therefore an important quality of a good revenue system. 

Tlie income of a public authority may be defined or con· 
. .sidered from either a narrow or a broad point of view. In the 
broad sense, it includes all receipts including receipts from 

·public borrowing and from the sale of public assets, such as 
·war stores. In the narrow sense, it does not include the receipt~! 
irom these sources but concerns only with those receipts whieh 
-ordinarily come under the category of revenue. 
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CLA..SSIFIC.ATION OF PuBLIC REVENUE 

11 

The classification of public revenue has been discussed 
by many writers at great length ; but much of this discussion 
is of small practical utility, for the chief purpose of any such 
classification should be to throw light on the nature of pnhlic 
income. Adam Smith writing on the classification of public. 
revenue remarks, " The revenue which must defray not only 
the expense of defending the society and of supporting the 
dignity of the chief magistrate, but all the other necessary 
eipenses of government, for which the constitution of the 
State has not provided any "[%rticular revenue, may be drawn 
either, first, from some fund which peculiarly belongs to thet 
sovereign or commonwealth, and which is independent of the 
revenue of the people ; or, secondly, from the revenue of the 
people. The funds or sources of revenue which may })eculiarly 
belong to the sovereign or commonwealth must consist either 
in stock or in land ...... Public stock and public lands, there-
fore, the two sources of revenue which may pe_culiarly belong 
to the soverign or commonwealth, being both improper and 
insufficient funds for defraying the necess'1ry expense of any 
great and civilised State ; it remains that this expense must, 
the greater part of it, be defrayed by taxes of one kind or 
another ; the people eontributing a part of their own private 
revenue in order to make up a public revenue to the sovereign 
or commonwealth ".1 

Thus he divides public revenues into two classes: (1) 
property belonging to the sovereign, and (2) revenue derived 
from the people. This divi~.ion is not adequately compre· 
hensive. 8ince Adam Smith's time the scope and functions 
of local authorities have grown rapidly and social services have 
also developed Vf'Jry much. The property of the sovereign 
is now a. very insignificant source of annual income, the main 
source being taxation. Other sources are public undertakings; 
public lands ; special assessments ; loans and mit~cellil.neous 
sources a.s gifts, fines, etc. 

Taxes are compulsory contributions to public authorities 
made by the people to meet the general expenses of the State 
incurred for the public good and. without re1erence to any 
special benefits in return. All classes of people get protection 
of life and property from the machinery of government ; and 
taxes are thus paid in return for such common benefits and the 
taxpayers do not get any direct and special advantages for 
thflse payment.s. As Prof. Taussig puts it, "the essence of a. 
tax, as distinguished from other charges by government, is 

1 Th W~alth of Nation~~, Book V, Chap. II. 
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the absence of a direct quid pro quo between the tax-payer and 
the public authority".• · ' · · · · , 

Fees are payments made by people to public authorities 
primarily in the public interest for special services which people 
accept willingly or otherwise. They confer a special advantage 
()n those who pay the fees ; though· this· special advantage is 
secondary to the primary motiye of regulation in the public inte· 
:rest as in the case of registration fees. In this respect they differ 
from prices. Prices are charged by a public authority for specific 
services and commodities supplied by it, including the prices 
<lharged for the use of public property. As a general rule, these 
pdces are paid voluntarily by ind~vidna.ls, who enter into con· 
tract with public authorities. Thus the difference between fees 
and prices is that the former may be compulsory contributions, 
but the latter are voluntary ; while both are for speci~l services. 

Fees also differ from taxes inasmuch as they are payments 
for special benefits enjoyed by the payer ; while taxes are for 
~eneral benefits and not for any direct advantage. It is some
times very difficult to distinguish clearly betwe.en fees and 
taxes. When, for example, is a licence a fee and not· a tax ! 
Accordin~ to Prof. Seligman, a licence is ar fee when the licensee 
gets a special benefit for the privilege, bu't where the licence 
<lharge is so high as to bring in a net revenue to the public 
authority, it is a tax.3 On the whole, licence fees may be 
:regarded as taxes ; because they are ordinarily far more than 
the mere cost ·of service, a.nd the posit,ive or direct service 
rendered is often absent. 

Special assessments ·are sometimes classified with fees ; 
but unlike fees, they are levied ·especially by municipalities, 
once for all to meet some extraordinary expenditme, such as 
a special improvement to property undertaken in the public 
interest. They are levied on property in proportion t,o the 
resultant benefit. According to Prof. Seligman, special assess· 
ments possess the following characteristics; "(1) there is the 
.element of special purpose ; (2) the special benefit is measur
able; (3) these assessments are not progressive but proportional 
to the benefits received; (4) they are for specific local improve
ments; and (5) they provide for the capital account to increase, 
as it were, the permanent plant of the community." A special 
assessment is a device to secure for the treasury part of the 
unearned increment in the value of fixed property, which may 
.arise in the neighbourhood of newly opened thoroughfares. It 
:resembles a tax in that it is a compulsory payment, but differs 
:from it in that the payer has received a definite and direct 
'J.Uid pro quo. In the latt<>r sense it resembles a price, but 

s Principles of EcO'nomics, Vol. II, p. 483. 
a Seligman, Euays on Tcuation, p. 411. 
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differs from it in that the payment is not voluntary and does 
not arise out of a contract with a public authority. 

Under "miscellaneous'' fines and gifts are the best 
~xamples. Fines like taxes are compulsory contributions 
levied by public authorities ; but unlike taxes their object is 
not to obtain revenue, but mainly to deter people from certain 
-acts. The revenue should fall if their object is successful, 
that is, if people are deterred from committing those acts. 

Voluntary gifts form, unfortunately, only an infinitesimal 
part of the income of public authorities. Examples are "con
:science money" in the British fiscal system, which is usually 
l()nly a delayed part payment of taxes, which have already 
been evaded ; and gift,s in the form of gilt-edged securities, 
as when certain citizens handed over War loan for cancellation 
,during the war on patriotic grounds. 

In modern financial literature there has been a tendency 
to lay an unnecessarily great stress on the classification of 
~evenue. The main object of classification is the light which 
it throws on the nature of public income. The object in view 
is a practical one. It prevents loose thinking and confusion 
.of thought, and is of help in dealing with matters of fact. No 
.system of classification possesses clear-cut lines of demarcation 
throughout, and no system is absolutely good or absolutely 
bad. 

Bastable divides public revenue into two classes : (1) ''that 
.obtained by the State in its various functions as a great corpo
ration or 'juristic person,' operating under the ordinary 
conditions that govern individuals or private companies," 
and (2) ''that taken from the revenues of the society by the 
power of the sovereign".' 

This classification is not comprehensive, and fees, gifts, 
fines, special assessments, etc., are difficult to classify under 
this classification. It has advantages as it is a. practical divi
.sion of the two well-known classes of income. In Bast&ble's 
own words, "These are broadly contrasted and must form the 
basis of any division : it is to their discussion that by much the 
largest part of any work on the subject must be devoted, and 
it is by the way in which he handles them that a writer will 
be judged.''5 

According to Adams there are three main groups of classi
fication with sub-groups.• 

I. Direct revenue, comprising of:
(a) public domains, 
(b) public industries, 

' BMt.able, Public FiMnct, Book II, Chapter I, p. 158. 
5 Quoted by Findlay Shirras in the Science of Puhlic Finance, 

pp. 115, 116. 
6 TM Scienct of Finance, p. 219ft. 
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(c) gratuities, gifts, etc., 
(d) confiscations and indemnities. 

II. Derivative revenue, comprising of :
(a) taxes, 
(b) fees, assessments, fines and penalties ; and 

III. Anticipatory revenue, comprising of:-
(a) the sale of bonds or other forms or commercial 

credit, and 
(b) treasury notes. 

The first group deals with revenue mainly from public 
lands, and public industries ; while the second group has for 
its scope ta:xation, and the third public credit. These classes 
overlap and cannot be s.a1d to be clear-cut. 

Another classification is attempted by Seligman, which is 
based on the relative importance of the public- and private 
purposes in the service rendered by the public authority. .All 
public revenues are divided by him into three classes as below :-

I. Gratuitous as gifts ; 
II. Contractual as prices, including public property and 

industry; 
III. Compulsory, (a) eminent domain-expropriation; 

(b) penal power-fines and penalties ; (c) taxing 
power, including fees, special assessments and taxes. 

This classification depends upon the relative importance 
of special to common interest. ''In the one case the individual 
is the chief or only factor; in the other case the individual 
sinks his own importance in the common welfare of the 
community, and whatever benefits he derives come to him 
only incidentally as a result of his membership in the com
munity. At one extreme lie prices, which depend upon the 
relation of the government to some particular industry or 
individual ; at the other extreme lie taxes, which depend 
upon the relation of the government to all industries or 
individuals; midway between these extremes lie fees." 7 

The proper classification would be to divide the revenue 
into (a) tax revenue and (b) non-tax revenue. Tax revenues 
should include both special assessments and fees. Fees in 
this respect refer to revenue obtained from monopoly enter
prise as registration ; while fees from education and other 
social services would not come under tax revenue. Fees in 
the technical sense refer to cases where "there is a special and 
measurable benefit accruing to . tlie individual together with 
a. predominant public object". 

Taxes can be grouped into two main classes, direct taxes 
a.nd indirect taxes. Direct taa:es are defined to indicate t,hose 

7 Quoted by Findlay Shirras in the Science of Public Finance, · 
p.ll6. 
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taxes which are paid once for all by the person from whom 
they are co1lected and not passed on to others ; while indirect 
taxes are paid by the producer or importer and passed on to 
the consumer. For purposes of obtaining revenue it has been 
found more suitable t,o levy taxes at ·the source of income, 
and the person upon whom the tax is levied is said to bear 
the impact, whereas the incidence is upon the person who 
ultimately pays it. Thus when a government is deciding upon 
its methods of taxation, it should be fairly clear with regard 
to the ultimate incidence of the system and the ability of the 
taxpayers to meet the charges. When the impact and the 
incidence are on the same person, the tax is a direct tax ; while 
if the impact and the incidence are on different persons, the 
tax is an indirect one. 

John Stuart .Mill defined a direct tax as "demanded 
from the very persons who it is intended or desired, should 
pay it " and an indirect tax as one ''demanded from one person 
in the expectation and intention that he shall indemnify him
self at the expense of another". 8 In this case the intention 
is that of the legislator, which may not always conform to 
actual facts. For instance, in the British income·tax under 
Schedule A the tax on the income of the landlord from the 
.ownership of land and buildings is collected from the occupier 
i>f the land although legally imposed upon the landlord. The 
.occupier deducts it from rent, and any contract not to deduct 
same is void at law. According to the definition of Mill, this 
tax would be indirect ; but in reality it is direct. 

The intention of the legislator is not thus sufficient for 
the distinction between direct and indirect taxes. According 
to Hadley the distinction between direct and indirect taxation 
should be based on the immediate and not on· the ultimate 
incidence.9 According to him, taxes which are not shifted 
at all and those which are legally shifted are direct ; while 
those which are shifted quickly through commercial competi
tion among consumers are indirect. According to Bastable 
''those taxes are direct which are levied on permanent and 
recurring occasions, while charges on occasional and parti~ 
-cular events are placed under the category of indirect taxa
tion".10 Generally death duties are regarded as direct taxes 
in the terminology of finance ; but if Bastable's definition 
were accepted, these inheritance taxes would come under the 
-category of indirect taxation. 

All things considered, direct taxes should be defined as 
those levied immediately on the property and income of 

• Principle&, Book V, Chap. III, para 1. 
• Economics, pp. 459-461 (Putnam's, London). 

lO Public Finance, p. 291. 
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persons and those which are paid by the consumers to the State 
direct. In this way, income and property taxes and consump
tion taxes directly paid to the State would come under the 
category of direct taxes, while other taxes would be grouped 
as indirect. Thus those taxes which reach the income and 
property of persons through their acts and enjoyments and 
also through their consumption of commodities under customs 
and excise would be indirect. This distinction does not depend 
upon the intention of the legislator, but the basis is. whether 
the tax is immediately paid from income or property and 
directly by the consumer. In that case, it is a direct tax; 
otherwise it would come under the category of indirect 
taxation. 

Most ta,x systems contain both direct and indirect taxes. 
The former are generally imposed on income, house property, 
land and estate passing at death, while the latter are chiefly 
taxes on commodities, i.e., the customs and excise duties. In 
each case there are certain advantages and disadvantages 
as compared with the other form of taxation, and, therefore, 
attempts are ma.de in practice . to utilise both forms so that 
the disadvantages of one may, to a certain extent, be neutral
ized by the advantages of the other. 

The advantages of direct taxes may be summarised as 
below:-

1. Economy in the· cost of collection is secured : because 
the tax is paid direct to the State by the taxpayer and no 
wastage is incurred. 

2. Certainty.-Xhe taxpayer knows what he has to pay; 
while the State can estimate the yield with a certain degree 
of precision, .and it can adjust its finances accordingly. 

3. Equity.-Direct taxes are equitable as they permit 
of a reasonably just system of progression, and also enable 
certain adjustments to be made to meet individual circum
stances. Their incidence is not difficult to judge, and as a 
general rule, it may be assumed to be upon the person taxed. 

4. Elasticity.-The yield from direct taxes increa.ses 
automatically as wealth and population increase and thus 
they permit of an adjustment between the income and ex· 
penditure of public authorities. 

5. Social effect.-The social effect of direct taxes is bene
ficial inasmuch as they develop the civic consciousness of 
taxpayers, and when the latter feel the taxes, they take an 
intelligent interest with regard to the disbursements of the 
revenue. 

Their disadvantages are as follows :;_ 
1. Inconvenience."'-The payment of such taxes in lump 

sums is not as convenient to the taxpayers as the continuous 
payment of very small amounts in the case of indirect taxes. 
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In the compilation of forms and the supplying of returns to 
the tax collectors, the taxpayers are put to some inconv('ni
ence. Further, many people prefer to be taxed '' in the 
dark" ; and they are prepared to pay without hesitation a. 
small tax in the selling price of a commodity. On the other 
hand, few persons like to pay a. large sum in income-tax as 
their contribution towards the finances of public authorities. 
In many cases, the demand for direct taxes may fall at incon
venient periods. 

2. Possibility of e'l:asion.-.A direct tax has been called a 
tax on honesty, and the contribution can only be evaded by 
fraudulent returns ; while in many cases the payment can be 
altogether evaded. 

'3. Inequality.-It is difficult to frame a just basis of 
assessment for all classes of people ; and though experience 
and care may remove inequalities, any tax system is to n. 
certain extent likely to be arbitrary. 

On striking a balance we find that on the whole ~irect 
taxes are advantageous and the objections to them are based 
more on t,he methods of application and administrat.ion than 
on matters of fundamental principles. Some of tltese objec
tions ran be gradually removed as experience of the working 
of these taxes is acquired. 

The advantages of indirect taxes are:-
1. They provide . a great convenience both to the tax

payPr and the State. The taxpayer does not feel the burden 
a,s hea.vilv as in the cas~ of direct taxes inasmuch as he makes 
payment' when he purchases the commodity. The State also 
collects such taxes conveniently in bulk from importers, ex
porters and producers. 

2. Elasticity is another advantage of indirect taxes; 
but much depends upon the nature of the article and its 
demand. A tax on necessaries may be very productive if slightly 
varied to meet the circumstances ; while a tax on luxuries may 
result in a diminished demand and a falling off in revenue. 
Thus indirect taxes are elastic when imposed on articles of 
inelastic demand, and they tend to be inelastic when imposed 
on articles of elastic demand. They are also elastic inasmuch 
as their yield usually increases or decreases with the increase 
and decrease in population. In particular this applies to taxes 
on necessaries. 

3. Difficulty of evasion.-Such taxes are included in the 
prices of commodities purchased and, therefore, their payment 
cannot be avoided. 

4. Equity.-They are equitable because they demand a 
contribution even from those with small incomes ; while 
indirect taxes on luxuries exact contribution from those who 
are best able to bear the ~urden of such payments. 
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5. Social bene.fit.-Indirect taxes on drugs and stimu
lants perform a useful social and economic service by restrict
ing the consumption of articles which are detrimental to 
€fficiency, and at the same time they produce revenue. 

In addition to direct and indirect taxes, special assess
ments and fees, certain other contributions or impositions as 
tributes, capital levies and indemnities should also be included 
in tax revenue. Fines and penalties are more correctly in
<lluded under non-tax revenue than under tax revenue. As 
~ompared with taxes, fees and prices, they are of little impor
tance as sources of revenue. 

Under non-tax revenue should be included (1) the revenue 
from government. or public 1mdertakings. This would in
~lude railways, irrigation and other public works, posts, tele
graphs, etc. ; (2} the revenue from social services as education, 
hospital fees, etc. ; (3) revenue from loans when the state is 
a lender of money ; and ( 4) miscellaneous. In India under 
the last head are included military receipts, exchange and 
receipts in aid of superannuation. 



CHAPTER III 

Canons and Distribution of Taxation 

THE principles of taxation which were laid down by Adam 
Smith in his Wealth of Nations regarding the characteristics 
of a good tax system are an indispensable part of any exposi
tion on public finance. The theory of taxation has indeed 
been considerably extended since the time of Adam Smith, 
but the fundamental truth of his propositions has not been 
questioned so far and they form an excellent basis for further 
enquiry. He succeeded in condensing the principles into 
such clear and simple canons that none of the later writers 
has, to any material degree, improved on these principles or 
succeeded in displacing them from the position which they 
hold in the science of public finance. Some writers have 
indeed altered the relative importance of these canons ; while 
others have tried to introduce new fundamental principles, 
but none has been able to displace them. They may be 
summarised as below :- , 

1. Equality or equity.-" The subjects of every State 
ought to contribute towards the support of the government, 
as nearly as possible, in proportion to their respective abilities ; 
that is, in proportion to the revenue which they respectively 
enjoy under the protection of thf> State. The expense of 
government to the individuals of a great nation, is like the 
expense of management to the joint tenants of a great state 
who are all obliged to contribute in proportion to their res
pective interests in the estate. In the observation or neglect 
of this maxim consists what ifl ealled the equality or inequa
lity of taxation. Every tax, it must be observed once for all, 
which falls finally upon one only of the three sorts of revenue 
above-mentioned, is necessarily unequal, in so far as it ·does 
not affect the other two." Equality in this connection means 
equality of sacrifice, and not necessarily of the amount paid. 
In the treatment of taxation, much discussion centres around 
the best method of ensuring equity or relative sacrifice. 

2. Certainty.-" The tax which each individual is bound 
to pay ought to be certain, and not arbitrary. The time of 
payment, the manner of payment, the quantity to be paid, 
ought all to be clear and plain to the contributor, and to every 
other person. Where it is otherwise, every person subject 
to the tax is put, more or less, in the power of the tax-gatherer, 
who can either aggravate the tax upon any obnoxious contri
butor, or extort, by the terror of such aggravation, some pre
sent or perquisite to himself.. . . . The certainty of what 
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-each individual ought to pay is, in taxation, a matter of so 
great importance, that a very considerable degree of inequa
lity, .... , is not near so great an evil as a very small degree of 
uncertainty." · 

A taxpayer should be able to know with certainty and 
without difficulty ho'Y muc~ he will be called upon to pay, 
so that he may adJUSt his expenditure accordingly. The 
State should also be able to estimate with a fair degree of 
accuracy the yield of a tax, and it should also be able to know 
with a certain amount of accuracy when the funds derived 
therefrom will be at its disposal. Certainty implies an absence 
of arbitrary exaction on the part of the State, and, therefore, 
an avoidance of economic waste which is a characteristic 
feature of an uncertain tax system. The expression ''an old 
tax is no tax'' is expressive of the advantages of a tax which 
is well-known and well-provided for in the monetary calcula
tions of individuals and business corporations. 

3. Convenience of time of payment.-'' Every tax ought 
to be levied at the time, or in the manner, in which it is most 
likely to be convenient for the contributor to pay it. A tax 
upon the rent of land or of houses, payable at the same term 
at which snch rents are usuaJ.ly paid, is levied at the time when 
it is most likely to be convenient for the contributor to pay ; 
·or, when he is most likely to have wherewithal to pay. Taxes 
upon such consumable goods as are articles of luxury, are all 
nnally paid by the consumer, and generally in a manner that 
is very convenient for him. He pays them by little and little, 
as he has occasion to buy the goods. As he is at liberty, too, 
either to buy, or not to buy, as he pleases, it must be his own 
fault if he ever suffers any considerable inconvenience from 
such taxes." A convenient tax is justified on the grounds of 
-productivity and good government, and also from the point 
of view of the taxpayer, particularly when he is poor. The 
principle of convenience should be kept in view, becallse it 
.avoids waste of time and of resources involved in the 'collec
tion and payment of taxes. Indirect taxes usually conform 
to this requirement, because they are paid in very Bmall 
amounts in the price paid by the consumer, and are not, there
fore, noticed at the time of payment . 

.!. Economy.-"Every tax ought to be so contrived as 
both to take out and to keep out of the pockets of the people 
as lit~le as possible, over and above what it brings into the 
public trea..~ury of the State. A tax may either take ·out or 
keep out of the pockets of the people a great deal more than 
·it brings into the public treasury, in the four following ways. 
First, the levying of it may require a great number of officers, 
whose salaries may eat up the greater part of the produce of 
-.the tax, and whose perquisites may impose another additional 
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tax upon the people. Secondly, it may obstruct the industrY. 
<>f the people, and discourage them from applying to certain 
branches of business which might give maintenance and em
ployment to great multitudes. While it obliges the people to 
pay, it may thus diminish, or perhaps destroy, some of the 
funds which might enable them more easily to do so. Thirdly, 
by the forfeitures and other penalties which those unfortunate 
individuals incur who attempt unsuccessfully to evade the 
tax, it may frequently ruin them, and thereby put an end to 
the benefit which the community might have received from 
the employment of their capital. An injudicious tax offers 
a great temptation· to smuggling. . ..... Fourthly, by sub
jecting the people to the frequent visits and the odious exami
nation of the tax-gather&'s, it may expose them to much 
unnecessary trouble, \"exation and oppression ; and though 
wxation is not, strictly speaking, expense, it is . certainly 
-equivalent to the expense at which every man would be 
·willing to redeem himself from it." 

Thus to conform to this principle a tax should. be so 
<lontrived that its cost of collection and administration should 
be as low as possible, and it should cause the least possible 
disadvantage to the taxpayer and to the country as i whole. 
Taxes which require a large and expensive staff to collect them 
and which impose restrictions on trade and industry and cause 
unnecessary vexation to the taxpayers are contrary to the 
spirit of this principle. 

''All nations have endeavoured, to the best of their 
judgment, to render their taxes as equal as they could contrive, 
as certain, as convenient to the contributor, both in the time 
and in the mode of payment and in proportion to the revenue 

·-which they brought to the prince, as little burdensome to the 
people." Thus if a tax combines all these advantages, it 
should be called a good tax. 

OTHER CANONS 

The following further principles for a good system of 
taxation were added by later writers to the four Smithian 
Canons mentioned above. 

5. A tax should fall on revenue and not on capital. It 
.should not interfere with the minimum of subsistence and it 
should not involve the transfer of capital. 

6. Produ.ctivity.-According to Bastable taxation should 
be productive of revenue. Therefore, one large tax which is 
producti\"e should be preferred to several small taxes, whose 
collection entails much time and expense. "The very object 
for which the revenue system exists is to provide for the 
maintenance of the State, and, therefore, the Minister in 
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charge of the finances naturally estimates the merits of a tax 
by the amount of its yield." 

7. Elasticity.-The tax system should be elastic, that is 
it should be capable of producing a larger revenue to meet 
sudden or exceptional demands without increasing the expendi
ture on its administration or collection. It should automat
ically provide an increased return with an increase in wealth 
and population. Taxes on stimulants give an increasing 
return with an increase in wealth and population ; while 
increased taxes may cause a falling off in their demand and a 
consequent decrease 'in the total yield. · 

8. Simplicity.-" A system of taxation should be simple
7 

plain and intelligible to the common understanding." 
When these principles are in conflict with one anotherr 

the right course is to choose the more important canon in 
preference to the comparatively less important one. Pro
ductiveness, for instance, is of greater importance than equity 
and convenience. In the same way a large amount of economy 
should outweigh a small amount of equality and vice versa. 
The primary object is the successful administration of the 
State and, therefore, it is not unreasonable that equity and 
convenience should yield place to productiveness. Thus in. 
cases of conflict, the more important principles should be 
chosen, and within limits the less important ones may be 
sacrificed. · 

DISTRIBUTION OF TAXATION 

Except the principle of equity, all other principles re
ferred to above are administrative principles, and they are 
regarded as the fundamental rules which should be applied 
in any financial system. A great difficulty arises in connec-

-tion with the application of the principle of equity or the 
ethical principle of taxation to which various interpretations 
have been given by writers on public finance. 

At this stage a. few terms. which arise in all discussions on 
this subject may be defined. Gmduated taxation usually 
means an increase in the rate of the tax with an increase in 
the amount of income, property, etc. Taxation may be 
graduated upwards when it is known as progressive taxation. 
Progressive taxation implies that the larger the income of a 
taxpayer, the larger is the proportion thereof which he contri
butes: If graduation is downward, that is, if the increased 
income implies a reduced proportion of contribution, it is 
known as regressive taxation. Under regressive taxation, the 
larger the income of a. taxpayer, the smaller is the p:o
portion which he contributes. Under proportional taxatwn, 
all taxpayers contribute the same proportion of their income. 
When all incomes below a certain amount are free from 
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taxation or rated only in parts and all above this sum are 
taxed proportionally on the surplus, the system is known 
as degressive taxation. 

THEORIES OF JUST DISTRIBUTION 

There are three theories which have been commonly put 
forward regarding the just distribution of the money burden 
of taxation : first, the cost to the public authority of the 
services rendered to individual taxpayers ; second, the bene
fit to individual taxpayers of such services; and third, indi
vidual "ability to pay'' taxation. 

The cost of service principle can be applied to the supply 
of postal services, electric light, etc., because the prices of such 
Bervices can be determined in accordance with this principle. 
It cannot, however, be applied to services paid for out of the 
J>roceeds of taxes as against prices. A tax, by definition, is 
a compulsory levy, in return for which no direct and specific 
quid pro quo is rendered to the payer. Thus the "cost of 
service principle'' cannot be of practical application. 

The ''benefit of service principle'' fails in the same way. 
Since the cost of services rendered to individual taxpayers 
cannot be determined, the benefits for such services cannot 
also be determined except in a few rare cases such as old age 
pensions. Under the benefit of service principle, the pensioner 
would have to return his pension to the Treasury ; and if 
exceptions are to be made, then it is not clear on what principle 
and to what extent they should be made. Thus we come 
back to the "ability'' or "faculty'' theory. 

The principle that taxation should be distributed between 
individuals in accordance with their ability to pay seems to be 
practical on the face of it. But the question is : what method 
should be applied to measure faculty or ability to pay t If 
emphasis is· laid on the subjective side, the sacrifice involved 
in the payment of the taxes will be clear ; while on the obje:ctive 
side, the ability or faculty of the ta.xpayer as measured by 
his income will come into prominence. 

The three most common principles of sacrifice are those 
of "equal sacrifice," "proportional sacrifice'' and "minimum 
.sacrifice". Mill states: ''equality of taxation, therefore, as 
a. maxim of politics, means equality of sacrifice. It means 
apportioning the contribution of each person towards the 
expenses of government, so that he shall feel neither more 
nor less inconvenience from his share of the payment than 
every other person experiences from his. "1 This practical 
suggestion, however, that a minimum income should be 
exempt from the tax, while all incomes above this should 

1 Principia of Political Economy, Book V, Chap. II. 
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contribute in proportion, did. not go far enough at attaining 
equality ; although it implied. progression in the amount of 
tax with an increase in income. The principle of progression 
is, of course, recognised a.s an important attribute of modern 
fiscal systems. . . 

Regarding the principle of proportional sacrifice Adam 
Smith laid down that the subjects of the State should contri
bute to its support as nearly as possible in proportion to their 
abilities, and according to him abilities may be. measured by 
the amount of revenue enjoyed under the protection of the 
State. The general conception of ability to. pay may be 
accepted ; but ability in this respect cannot be judged merely 
by objective or monetary income: If, for example, one-fifth 
of all incomes were taken by the State in taxes, a person 
earning one thousand rupees annually would contribute two 
hundred rupees; while a workman earning two hundred 
rupees annually would contribute forty rupees. It is clear 
that the sacrifice in the latter case would be much greater 
than in the former case .. Moreover, the ability to pay of a 
man with a large family is less than that of a. man having no 
dependents but enjoying the same income. Money . income 
alone, therefore~ is not the true measure of ability to pay. 

:MINIMUM SACRIFICE 

"Minimum sacrifice, the direct emanation of pure utili
tarianism, is the sovereign principle of taxation ..... ·Before 
leaving the principle of minimum sacrifice, let it be observed 
that, under the limitations which have been described, this 
principle may also be applied to justify differential taxation 
on the ground of differences in other respects besides sign of 
inconie : for instance, difference in the permanence of the 
income, differences in civil state, munber of children, age and 
other attribrites."2 

• 

.Thus if 'it is assumed that utility decreases in inverse 
ratio to means and also if it is assumed that the relation 
between income and economic welfare is. the same for all tax
payers, the principle of equal sacrifice leads to proportional 
taxation, of proportional sacrifice to progressive taxation, 
and the principle of minimum sacrifice to a relatively high 
level of exemption and very steeply progressive taxation of 
incomes not exempt. The principles of equal sacrifice and 
proportional sacrifice make all members of the State pay 
something ; but minimum sacrifice does not involve this. 

Judged from an objective point of view, the ability to pay 
can be measured with reference to consumption, property 
and income. The test of consumption is clearly inapplicable, 

2 Economic Journal, Vol. VII, 1897, p. 556, quoted by Findlay 
Sbirras in The Science of Public Finance, p. 164. 
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because the consumption of the poorer classes is out of pro· 
portion to their ability to pay. Property also is not an 
equitable basis. Firstly, it differs greatly in productiveness ; 
and secondly, people with little property may be earning 
much, and consequently, their ability to pay may be greater 
than that of property owners having small incomes. 

Income is adopted as the measure of ability in almost 
all countries, subject to allowances and modifications to meet 
the different circumstances and responsibilities of the reci
pients. The modern conception of the faculty theory allows 
for the exemption of a certain minimum for economic reasons 
t,hat ''taxation which diminishes the general efficiency of 
labour diminishes the whole faculty of the State'' (Nicholson). 
The wealthier classes have the power to pay more than the 
poorer classes and thus the system of progression is advocated 
on this ground also. 

THE PROGRESS! VE PRINCIPLE OF TAXA.TION 

The principle of progression achieves the real proportion:>,! 
.sacrifice and the idea that was indicated by 1\Iill was that the 
rate of tax should increase with the amount of income subject 
to tax. This conception is based on the following assump
tions : first, that the utility of income to individuals generally 
may be regarded as equal; second, that the utility diminishes 
with each addition to income and that the amount spent on 
luxuries tends to increase with every subsequent addition to 
income ; and third, that expenditure on necessaries is more 
vital to national efficiency than expenditure on luxuries. The 
first assumption does not seem to be very much in accordance 
with facts ; while the last two are clearly closer to the truth. 

The assumptions, however, provide a working basis for a 
progressive system, whose main features are the exemption 
of a minimum income and the taxation of incomes above the 
minimum at increasing rates~ The main difficulty underlying 
the progressive principle is the framing of a scheme involving 
equal sacrifices from all taxpayers. The question centres 
around the standard with reference to which such relative 
.sacrifices are to be judged. We may a,ccept the view that 
equal incomes bring equal utility to different persons, but it 
is difficult to make allowances for the psychological factors 
in\"'olved in the idea of sacrifice and the system of graduation 
to a certain extent is bound to be arbitrary. Moreover, the 
system of progression may penalise the property-owning 
<·lasses, and thus it may prove detrimental to saving and to 
national production. 

THE FINANCIAL PRINCIPLE OF TAXATION 

The proportional system of taxation is sometimes consi
dered on financial grounds alone. It is held that the aim 
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of taxation is to raise money for public expenditure 
and that, therefore, taxation should not be concerned with 
principles of equity or ability to pay. The aim of the tax
gatherer should be to obtain the necessary revenue with as 
little trouble and discontent to the public as possible. There
fore, each person should pay according to his income and the 
wealthy should pay more than the poor in proportion in which 
their incomes are greater. This would leave the existing 
system of distribution undisturbed. 

A similar financial principle is sometimes described as the 
cynical theory of taxation. The maxim of Colbert the well
known French Finance Minister was ''Pluck the goose with as 
little squealing as possible". The principle is based on this 
maxim, and the upholders of the theory maintain that the 
main object of taxation is to obtain the necessary revenue 
with the least possible vexation on the part of the taxpayers. 
Thus a tax is good if it brings in an adequate net revenue 
without too much protest from taxpayers generally. This. 
principle is indeed at the root of modern taxation and the 
great proportion of indirect taxation is attributable to the 
desire to limit opposition to the least possible extent. 

THE SOCIAL PRINCIPLE OF TAXATION 

People who arc dissatisfied with the existing system of 
distribution advocate taxation to reduce the glaring inequa
lities in the distribution of incomes in modern communities. 
They maintain that the tax system should be so planned and 
designed as to bring about a better distribution of wealth and 
to produce revenue at the same time. This object could be 
attained if the wealthier classes could be taxed more than in 
proportion to their income. This would discourage produc
tion and penalise saving and would also interfere with economic 
progress. There seems to be little possibility of a very sharp 
progressive system of taxation; because the object of reducing 
inequalities can be, to a certain extent, achieved by a careful 
application of revenue as to improve the economic condition 
of the poor. In practice, however, progression does result in 
taxing the rich to a much greater extent than the poor, and 
to a certain extent it aims at reducing inequality also. 

TAXATION TO REGULATE CONSUl\IPTION 

Taxation is also advocated and adopted in practice to 
regulate consumption and to reduce the use of alcoholic drugs, 
which are injurious to health and which reduce efficiency. 
The aim in such cases is moral rather than economic and 
financial, and in practice such taxes are very productive of 
revenue to the taxing authority. They satisfy the canon of 
economy by providing a revenue and by rendering social 
service. 
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PROGRESSION IN TAXATION AND THE NATURE OF INCOME 

The principle of progression as noted above is being used 
to a greater extent with the growth in democr,acy and with an 
increase in the scope of the functions of the State as educa
tion, public health, social services, etc. Progressive taxation, 
:as a general rule, should be on the amount and not on the kind 
of income, if it is to be applied on a large scale. The best 
progressive taxes are income-tax, property taxes and inheri
tance taxes, and it is these taxes in regard to which .the principle 
()f progression is likely to be applied. 

Incomes from work should be taxed at a lower rate than 
incomes from property in order to reduce the sacrifice of the 
taxpayers to the minimum. Incomes from work are regarded 
even by those having no socialistic tendency to be on a different • 
. footing from unearned incomes of the leisure class. For this 
reason unearned incomes are taxed at a higher rate than in
-comes from work. Finance Ministers realise the supreme 
necessit,y of raising the largest revenue with the least possible 
trouble to taxpayers and without making the income-tax 
an instrument of oppression. Excess profits and conjecture 
gains are suited for special taxation. In other words, there 
is a plausible case on grounds of equity for taxes on "windfall 
wealth". War profits and unearned increment in the value 
()f land are examples of windfall gains. This type of wealth 
has two characteristics. The first is undeservedness, which 
means that this wealth accrues to its owner without his render
ing any equivalent services in return ; and the second is un
expectedness, that is, the whole of this wealth is not expected 
by the recipient. The first characteristic justifies the taxa· 
tion of windfall wealth on grounds of equity ; while the second 
()ne justifies it on grounds of economy. According to Adam 
.Smith, ''Both ground rents and the ordinary rent of land are 
.a species of revenue which the owner in many cases epjoys 
without any care or attention of his own, though a part of 
this revenue be taken from him in order to defray the expenses 
()f the State, no discouragement will thereby be given to any 
.sort of industry ...... ground rents, ...... , are altogether 
()Wing to the good government of the sovereign, which, by 
protecting the industry either of the whole people or of the 
inhab~tants of some particular place, enables them to pay so 
much more than its real value for the ground which they build 
their houses upon. Nothing can be more reasonable than 
that a fund which owes its existence to the good government 
(){ the State should be taxed peculiarly, or should contribute 
.something more than the greater part of other funds towards 
the support of that government."3 

8 The Wealth of Satit>M, Book V, Chap. II, Part II, Art. I. 
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DOUBLE TAXATION 

Double taxation in the general comity of nations is 
far more important than has hitherto been imagined. It 
arises when the place of the origin of the income is one country 
and it is taken to another country where the recipient resides. 
The income would then be taxed in both the countries. The 
importance of this sort of taxation has increased with an in
crease in the volume of international indebtedness and with 
an increase in the economic solidarity which binds nations. 
together. For example, the International Shipping Confer
ence of 1921 passed a resolution that "Whilst the shipping 
industry recognises its obligation to bear its full share of taxa-

• tion, it is economically impossible for the individual ship
owner to. bear that burden in each and all of the countries to 
which his vessels sail. It is therefore desirable in the interests 
of international trade that legislation be enacted in every 
maritime country of the world, giving immunity from taxa
tion in respect to the earnings of foreign shipping in all cases. 
where similar immunity is reciprocally given." 

The difficulty of avoiding double taxation arises where the 
question is asked which governments should forego revenue 
and to what extent ! On the ground that taxes seem to be 
paid by things rather than by persons, many countries follow
the principle of taxing according to origin. The origin is. 
looked on as the main principle, and residence as a purely 
secondary principle. There is a tendency among governments. 
to be more inclined to give up the principle of residence than 
the principle of origin, although origin is generally dropped 
in the case of new investments. For inst&nce, the Dominions 
of Australia and New Zealand and Brazil have offered their 
securities yielding fixed rates of ;interest free from all taxation~ 
present and future. ' · 

The I.Jeague of Nations Committee on Double Taxation 
submitted certain draft conventions to avoid double taxation 
and fiscal evasion for adoption by members of the League. 
In the course of an interview with the Chancellor of the 
Exchequer, a deputation from the Federation of British Indus· 
tries was informed that the British Government was prepared 
to consider any fair and reciprocal arrangement witi, any 
foreign country. According to the Finance Act of 1930, the 
British Government was authorised to enter into reciprocal 
agreements with any other government to avoid double taxa
tion of the nationals of one country trading in the other. 

There are four methods of avoiding double taxation : 
(1) The method of exemption for income going abroad; 
(2) The method of division of the tax ; 
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(3) The method of classification and assignment of 
sources ; and 

(4) The method of deduction for income from abroad .. 
The first one is based on the theory that the borrowing 

country cannot successfully tax the foreigner, but can only 
shut him out. In this case, all non-residents are exempted 
from taxation imposed on income drawn from sources in the 
country of origin. The advantage is that the inflow of foreign 
capital increases the economic development of borrowing 
countries. This princ·iple is recommended in the Report on 
Double Taxation submitted to the Financial Committee of 
the League of Nations. The principle that residence and not 
origin of income should be the controlling consideration in 
solving the problem could be adopted by countries on a com
parative plane of economic equality. 

A good deal may be said with regard to the second method 
of dividing the tax. If countries are reluctant to abandon 
the principle of origin, the difficulty could be solved by a. 
system of exemption on settled lines. The Royal Commission 
on Income-tax in 1920 recommended the principle that where 
income-tax is charged on the same income both in the United 
Kingdom and in a Dominion or India, the total relief to be 
given should be equal to the tax at the lower of the two rates 
(t'"nited Kingdom and Dominion or India) imposed. 

The third method may be described as below :-
,,By convention it might be determined to attach origin 

taxation specifically and wholly to particular classes of invest
ments or embodiments of wealth, such as rents of land and oi 
houses and mortgages on real property, but to exempt the 
non-resident in respect of income derived from business secu
rities. The country of residence would allow the whole of 
the foreign tax as a deduction from its incom~·tax on the 
resident in respect of such sources of income, but would charge 
other sources in full. The country of origin would retain its. 
specific origin taxes in full. It would be necessary to give the 
country of residence complete power of charging all sources, 
except for certain specified exemptions, so that the scope of 
its liability to remit the tax would be easily determined, and 
the investor, from his total income-tax demands, would be 
able to deduct certain specified taxes on any real property 
he might have. It might be desirable to impose some limit 
upon the power of the country of origin to levy in future spe· 
cially heavy specific origin taxes, which would unduly deplete
the exchequer of the country of origin." (League of' Xations
Rcpott, 1923.) 

The fourth method is opposed to general practice and the
whole burden of increased taxation in borrowing countries is. 
placed upon the creditor country. 
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The ideal of double taxation is to exempt income going 
abroad. Where it is difficult to adopt, "a plan based on the 
<l~a~s~fication and assignment of sources and modified by the 
divlSlon of the tax would appear to offer the best solution of 
a very difficult problem. 

THE SINGLE TAX 

The single tax is the tax on some one class of commodi· 
ties only in the revenue system of a country. Various types of 
single taxes have been proposed. The Physiocrats proposed a 
single tax on the economic rent of land ; because it would 
not be shifted and it would not check saving. This idea, 
however, involved a false theory of incidence. Henry George 
made a similar proposal partly on economic and partly on 
ethical grounds. 

The objections to a single tax are:-
(1) It would not produce adequate revenue. 
(2) It would mean a very unsatisfactory distribution of 

the burden of taxation. A millionaire owning no land would 
escape taxation ; while a poor man, who had invested all his 
savings in the purchase of a house, would pay a proportion· 
ately high taxation. 

A single tax on income could be devised with advantage. 
It could yield adequate revenue and avoid unfairness in the 
distribution of the burden of taxation by means of graduation, 
differentiation and other devices. There are three grave 
.objections to such a· single tax. 

Firstly, it would be difficult and expensive to collect, 
particularly in relation to small incomes. 

Secondly, it would secure no special contribution from 
the inheritors of wealth. 

Finally, it would check saving more than other taxes 
would do. 

The first objection could be overcome by administrative 
improvements and by exempting small incomes altogether ; 
while the second one could be overcome by treating inheri
tances or gifts as taxable income at the time of acquisition. 
The third could be overcome by exempting savings from tax
able income, and thus imposing a single tax upon personal 
expenditure in place of personal income. This method will 

· also involve grave practical difficulties and expense and leave 
loopholes for frauds. An easy way to tax expenditure would 
be to tax commodities or· services direct. But such taxes 
would necessarily be multiple ; while no single tax on one 
eommodity would produce adequate revenue. In ClllSe 
attempts were made to find out such a commodity, heavy taxa
tion would drive it out of use in case substitutes were available 
ior ~t. In case it were a necessity of life without substitutes, 
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it would result in a very bad distribution of tax burden and ' 
would hit the poor very much. 

MULTIPLE TAXATION 

A multiple tax system is generally preferable to a single 
tax system, but too great a multiplicity of taxes would be 
undesirable. A large number of taxes, however small, would 
involve a large cost and vexation in collection. It is, there· 
fore, best to rely on a few substantial taxes for the bulk of the 
revenue. Income and inheritance taxes are the best to tax 
the rich ; while indirect taxes on a few commodities of wide 
consumption, preferably on commodities not necessary t() 
health and efficiency, should be used to tax the poor. 

Another question is whether the characteristic of a good 
tax is that it' should be felt very much or very little. Some 
people argue that the best tax is that which is least felt and 
which causes the least inconvenience and conscious sacrifice 
to the taxpayer. But others think that political responsi~ 
bimy comes when people feel the taxes and that mankind 
can only learn through suffering. Probably, it is on this 
ground that many war indemnities are imposed upon the 
defeated countries if they are responsible for wars. It is als() 
pointed out that if income-tax is imposed upon all, including
the poor, all would co-operate in checking wasteful expendi· 
ture and the poor would gain in moral stature. It has, how· 
ever, been generally recognised that taxes which are least 
felt are the best, and this is a well-known and well-accepteo 
principle in public finance. 



CHAPTER IV 

Problems of Incidence of Taxation 

IT is very necessary to distinguish between the incidence 
and the effects of taxation. The problem of the incidence 
of a tax is commonly understood as the problem of who pays 
it. The incidence of a tax is upon those who bear the direct 
money burden of the tax. The problem of incidence is: who 
.actually bears the money burden of a tax ! In connection 
with the effects of taxation, the question resolves itself to 
.a discussion of the ultimate economic conditions to which a 
tax gives rise. In a study of the practical problems of parti
-cular taxes, it is sometimes very diilicult to separate the prob
lems of the effects from those of the incidence. But to obtain 
a clear view of the distribution of the money burden of taxa
tion, the distinction has to be made between the two set,s of 
_problems. 

A distinction must be made between the direct and the 
indirect burden of a tax, and also between its real burden and 
its money bu1'den. The total direct money burden of a tax 
is equal to the total yield. of the tax to the public authorities 
which impose the tax. There is a corresponding direct money 
burden or incidence falling upon some to every pie of revenue 
Taised. The payment of a rupee in the form of tax means 
.a greater sacrifice of economic welfa.re for a poor man than 
ior a rich man. This is a question of the direct real bw·c7en of 
the tax and not of its incidence. In case a family is com
J>elled to consume less sugar when there is a rise in its price 
on account of the imposition of a tax, the family in question 
has to sacrifice economic welfare. This is a question of the 
indirect real burden of the tax and not of its incidence. vVhen a 
tax is imposed upon a manufacturer or producer of sugar, 
.some time has to pass before he can shift it on, and in the 
meantime he incurs a loss of interest on the amount of 
money given to the tax-gatherer. This is a question of the 
indirect money burden of the tax and not of its incidence. 

Thus the incidence of a tax on a commodity collected 
irom the seller may be on the buyer entirely, if there is a rise 
in its price by the full amount of the tax. The incidence will 
be wholly on the seller, if the price does not rise at all; while 
it will be partly on the seller and partly on the buyer, if there 
is a rise in the price by less than the amount of the tax. 

DIFFUSION THEORY 

Sometimes, the view is held that a tax may for some time 
J~tick at or near the place where it is originally imposed, but 
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that it is eventually shifted again and again until it spreads 
over a large number of the people, whether they may be called 
upon specifically to contribute to the State or not. This is 
known as the " diffusion'' theory of taxation. This theory 
assumes that in the long run it does not matter what form a 
tax may take or what methods are adopted for its collection. 
It is sure to shift from one person to another, until finally. 
everybody shares its burden. . 

This theory is shallow and misleading, the former because 
it does not consider it useful to trace the incidence of a parti· 
cular tax and thus avoids the real difficulties; and the second, 
because it assumes a state of perfect mobility and competition 
which is far removed from actual, practical conditions. Tho 
theory assumes that originally a tax may hit one class of people, 
but ultimately it must be borne by the people as a whole. It 
ma.y be said that the incidence of ta.xes presents some of the 
most complicated questions in applied 'economics and cannot 
be dismissed so summarily as is done under the "diffusion'' 
theory. 

We may now make some observations on the direction 
of shifting, the form which it takes, and the manner in which 
it is measured. When a tax is placed upon a. commodity 
which enters into trade, it usually moves forward, that is, 
on to the consumer. The movement is in the forward direc
tion from the seller to the consumer. Whether the whole of 
the tax is so transferred or only a part is a question which 
will be examined presently. This depends upon a number of 
considerations. Firstly, the economic position of the person 
on whom the impact of the tax falls has some bearing on the 
question. If the person is engaged in buying and selling the 
commodity on which the tax is imposed, he will do his best 
to shift it on to his customers, and failing that, he will try to 
pass it on to those persons from whom he purchases that 
commodity. But this backward shifting, though not rare, 
is yet more difficult to accomplish. 

Sometimes, shifting takes place without any outward 
change in the price of the commodities taxed. The producers 
may not like to risk friction with the public, and may reduce 
the quality or size of the commodity concerned. Where 
the tax ia upon the commodities produced by the manufac
turer, the shifting is easy, because the consumer is in a better 
frame of mind to hear the duty as he knows it. The tax may 
be upon raw materials which ent'A>r into the production of the 
commodity concerned. In this case, it is more hidden, and 
the producers will try to shift it by reducing the quality or 
the quantity of their goods, leaving the price aa before. Again, 
the price may rise by the full amount of the tax, but a part 
()f the burden may remain with the seller. rerhaps his sales. 

2 
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may fall at the increased price, and he is prevented from rais
ing the price by more than the amount of the tax owing to
the competition of other producers. Further, the price ma.y 
rise by more than the amount of the tax, becaus~ the currency 
may not be sufficiently divisible to allow of an exact contri
.bntion by the consumer ; while the seller in charging a round 
figure will select the upper and not the lower limit in self
interest. For example, if there is a tax of 4d. per dozen boxes 
of matches, the price may rise by td. per box if bought sepa
rately. 

In some cases it is difficult to distinguish the problems 
of incidence from those -of effects. 1'he seller may suffer a. 
reduction in his business or may have to bear a larger interest 
charge on his capital. This problem is one of effects and not 
of the incidence of taxation. . The tax may be one shilling 
and the extra charge for interest, etc., may come to one pence. 
If the price rises by ls. ld. the consumer bears the whole of 
the tax as well as the extra charges ; whereas if it goes up 
only by one shilling, the whole incidence is upon the lmyer ; 
though actually ld. is being contributed by the seller. In 
case the price goes up by 8d., the incidence is upon the seller 
to the extent of 4d. in addition to the charge of ld. These 
two charges should be k~pt separate in tracing and estimating 
the incidence and effects of taxation. 

The movements in prices may coincide with variations in 
the rate of taxation ; but to a certain extent they may be 
attributable to other factors, and to that extent, may be 
independent of the imposition of the tax. They may be due 
to changes in the demand for or the supply of the commodity 
taxed, or they may be caused by conditions of the currency 
system of the country concerned or by considerations of ex
change~ etc. One cannot, therClore, measure the exact inci
dence . of a tax on imported commodities by comparing their 
prices before and after the imposition of the duty. 

Secondly, conditions inherent in the tax also have some 
bearing upon its incidence, though they may sometimes be 
ignored. Shifting may be prevented by the design and struc
liure of a tax, quite independently of the nature of the articlo 
taxed. A tax may be imposed upon one commodity or upon 
a. whole class of commodities. The demand for some commo
dities; say, tea and coffee, is competitive or alternative, and a. 
rise in the price of one of them may lead to its replacement 
or substitution by the other. If a tax is imposed on tea, the 
seller may not be able to shift it on for fear of the demand 
being diverted to coffee, which is not taxed. But if both 
are taxed, the tax can be shifted, though here the amount 
of the tax and the comparative effects upon prices must be 
taken into consideration. It may, therej&re, be generalised 
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that a tax which is common to all commodities of a certain group 
is more likely to be shifted than a tax imposed exclusively on a 
particular commodity in that group. 

'l'he magnitude of a tax is another important consideration 
in determining its incidencE'. A tax of a large amount cannot 
be wholly borne by the seller, though he may bear a part of 
it ; but where a tax is of small amount, the force of circum
stances may he such as to make the burden rest on the seller. 
There is some amount of trouble and inconvenience to all 
parties every time when a tradJlr increases his prices, and the 
resentment of the buyers is great if the duty is not imposed 
specifically upon the goods offered for sale. The extent of the 
competitive nature of the conditions of the sale determines 
the disinclination of individual traders to raise their prices, 
because the rise in the price will mean a falling off in 
business. It may be said that if the price were to change 
only to a slight extent, the aggregate demand might not fall 
off, and therefore the seller would not hesitate in shifting the 
tax. But this would be true in case all the sellers acted 
together even without actually entering into a formal agree
ment to that effect. But if some of them were to follow a 
policy of undercutting prices, the producers who would raise 
their prices must suffer a reduction in their sales. 

The Rh~fting of the duty on a commodity is also influenced 
to a certain extent by its form, i.e., whether it is specific or 
ad valorem. In the case of a specific duty, the sellers of the 
cheapest grades would not be able to bear it as the ratio of 
tax to profits per unit is altogether excessive. If they are to 
continue in business, the prices of their goods must rise by 
the full amount of the tax. In this case, the incidence will 
be on consumers. If owing to market conditions, prices 
cannot rise adequately to make.up for the duty, the producers 
of the coarser goods may have to cease production. This 
will result in a fall in the supply, in an increase in prices and 
in the transference of the tax to the purchasers. It would be 
a case of long-run effects rather than of direct shifting, but 
the outcome is the same from the buyer's point of view. In 
the case of an ad valorem tax the producers of coarser goods 
ha,ve not to bear such a high ratio of duty to profit per unit. 
If they have to bear the burden themselves, they do not suffer 
so much as in the case of a specific duty. A specific duty is, 
therefore, somewhat easier to be shifted than an ad valorem 
duty. In other words, the opportunity of shifting the tax 
to the buyers is not quite so favourable in the case of the 
ad t:alorem duty as in that of the specific duty. The duty ot 
both kinds may be shifted; but there are greater chances 
for the shifting of the specific duty than of the ad vaWf'em 
duty. 
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The capacity for progression in the case of income tax 
has. some influence upon its incidence. In the lowest ranges 
of mcome, a. proportional income tax is liable to be shifted 
like a specific duty on commodities. In the case of the pro
portional income tax-, the tax on very low incomes would be 
shifted backward to the employers or forward to those who 
buy the products of persons on whom the tax is imposed. 
Manufacturers making the smallest profit could not pay a. 
proportional duty, based on average profits, but would pass 
it on either backward or forwatd or go out of business. But 
a progressive tax would not be. shifted with the same facility 
even in the lower ranges of income. The marginal producers 

-would not be required to pay at the same rate as those making 
large profits and would not thus be impelled to raise their 
prices. Thus in the case of progressive taxation, the likelihood 
is that the duty may remain where it is first imposed. 

Conditions inherent in the objects of taxation also 
determine the nature of the money burden or of the incidence. 
An income tax is shifted, if at all,· in a different manner from 
a tax imposed upon commodities. The income tax is not 
intended to be shifted and the payer finds it difficult to transfer 
the burden. A manufacturer or trader may try to raise the 
price of his goods, but this is rarely practicable. In case he 
draws his income as salary, the difficulties are even greater. 

Taxes on commodities are usually intended to be shifted. 
The fact that the articles taxed enter into exchange facilitates 
shifting ; because the machinery for the shifting of the tax 
is present. Excise and customs duties themselves vary in 
their capacity of transference according to the relative position 
of the taxed commodities in the different stages of production. 
Duties on producers' goods can be more easily shifted than 
those on consumers' goods. In the former case, there is .an 
opportunity of transfer at every stage when the goods change 
hands. In the case of consumers' goods, the tax comes ·to 
stay there ; because the consumer is at the end of the chain 
of production. He can lighten his burden by shifting the 
tax backward, which is very difficult. 

In the case of a tax of a recurring nature, the incidence 
is partly determined by the degree of durability possessed by 
the commodity. A person buying the property takes into 
consideration the question that he will have to pay annual 
taxes thereon, and the price offered is less than it would be if 
no such charges were to be borne. The price is the value of 
the property minus the capitalised amount of the tax. · 

The owner .of such property at the time when the tax is. 
first imposed suffers a double loss. His income is reduced by 
the amount of the tax and the value of his property by the 
amortised value of the annual taxation. The advocates of tbe 
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amo1·tisation theory hold that the incidence of the tax is upon! 
the original owners of the property ; because the purchaser 
buys it free of tax himself. The annual payments that have• 
atill to be made to the State are said to be balanced by the· 
interest from the capital sum that is saved when the property
is oht.ained, and, therefore, they do not represent a net charge. 
at all. 

The elasticity of demand and supply is a more important 
consideration influencing the incidence of a tax than the nature
and form of the tax itself. The demand for luxuries is usually
elastic ; while that for necessaries is comparatively inelastic~ 
Elasticity and inelasticity are not absolute terms, but are. 
relative only. Those who can buy the most costly luxuries 
will not restrict their purchases, if there is a rise in the pric~ 
by a moderate amount. Some people buy them merely
because they are expensive and in case they were very cheap, 
they would refrain from purchasing them. But the number 
of persons, who are just in a position to purchase the article. 
at the original price, and who, after the imposition of the tax,. 
would not purchase it, is perhaps more numerous. 

The demand for necessaries is not as inelastic as is gene
rally supposed. There are persons who have a surplus after 
purchasing their necessaries. .After the rise in price, they
would purchase the same quantity as at the original price .. 
But those whose income was barely adequate before would 
cut down their expenditure on the articles for which their 
need was least insistent. 

Subject to these generalisations it may be said that the. 
demand for luxuries is elastic ; while that for necessaries is. 
inelastic ; and a tax on luxuries is less likely to be shifted. 
than one on necessaries. The demand is also rendered more. 
elastic by substitutes ; and thus if a substitute is left untaxed 
or taxed at a lower rate, the demand for the former commodity
is likely to be very elastic. In general then a tax on luxuries. 
raises their prices by a smaller amount than a corresponding 
tax on necessaries. A tax on commodities that compete with 
untaxed commodities is more difficult to be shifted than a 
tax levied upon the whole range. 

The determination of the incidence also depends upon th& 
elasticity of the supply of a commodity. The greater the 
elasticity of the supply, the greater iR the bargaining power 
of the seller, and the easier it is t() shift the burden to the buyer. 
If a tax is placed on a commodity whose supply can be increased 
or diminished very quickly, the producer will immediately
rt>duce the output in response to a possible curtailment of the· 
demand therefor. He will then be in a more advantageou 
position than sellers having fixed stock in his negotiations for 
prices with purehaaers. · , 
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The elasticity of supply is influenced by the mobility or 
adapt.ability of the capital goods employed in production . 
.Machinery and plant may . be highly specialised and may be 
employed only for. the original purpose, or they may be used 
for somewhat different purposes, should occasion require. The 
latter is the case with machinery intended for making parts of 
watches, which can be employed in case of necessity for 
producing delicate parts of other things. If a tax were 
Imposed on goods produced by these two types of machinery, 
specialised and adaptable, assuming the elasticity of demand 
for the commodities produced to be the same, the manu
facturer of watch parts would be in a better position than the 
other manufacturer. He can shift the tax more easily than 
the other one can. · 

The comparative mobility of capital is an important 
factor in determining the incidence of customs duties. 
Producers in a certain country may have invested large sums 
of money in specialised machinery to supply goods to a foreign 
market. The degree of specialisation will depend upon the 
extent of . the demand. The country importing the goods 
may imp9se a tariff. The demand in the importing country 
may be so elastic that a rise in price by the ~mount of the 
duty may reduce sales considerably. Under these circum
stances, for a time, the sellers have to bear a portion of the 
duty themselves. It is only in rare cases that the foreigner 
can be made to contribute to the exchequer of the home 
country and this is one of them. The producer cannot use 
his capital for other purposes, and he may have no alter
native market of important size for his goods. Then he will 
bear a portion of the tax himself . 

.An important consideration determining the incidence 
of import duties is whether the foreign producer is in effective 
competition with producers in the country levying the duty 
and in other parts of the world, or whether he enjoys monopoly 
{)f the supply of goods in question. The competition between 
the different foreign producers, even in the absence of compe
tition from home producers, may be so keen that some of them 
may themselves bear the duty rather than risk a reduction in 
their sales. If the foreigner is a monopolist and is charging 
the m~ximum prices, then he may not be able to raise the 
]>rices of his goods. The amount he pays in duties may thus 
be less than the loss he would suffer in profit by increasing 
the prices of the goods. 

But such instances of monopoly are rare. Even in the 
case of exclusive power over production, substitutes may be 
available, which provide a check upon the price policy of the 
monopolist. If a customs duty is imposed or increased, ~he 
:policy of the monopolist may be influenced by the taxatiOn 
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of the substitutes. If, however, all commodities of this class 
are taxed at a proportionate scale of duty, without involving
any preference or protection, the price may go up by the full 
amount. The incidence then may entirely fall upon the· 
home consumer. But if the foreign monopolist has to pay 
a relatively higher duty than his competitors, he may not 
be able to recoup himself by charging higher prices. Then 
he may have to contribute something to the exchequer of the 
home country. 

Another condition determining the incidence of import 
duties is the comparative importance of the country's market 
from the producer's point of view. The country imposing 
the duty may have a monopoly of the demand of the goods, 
of the foreign country. The foreign seller will then find it 
difficult to raise the price. But if other markets are available 
to him, he can sell his goods there, and .if the demand of the 
consumers of the country imposing the duty is very insistent, 
the latt<>r will have to bear an incidence of the import duty. 

Thus the incidence will also depend upon the elasticity 
of the demand for the foreigner's product. In case of the 
inelastic demand for those goods, the price would be raised 
by the amount of the tax without reducing sales, · and the 
incidence will fall upon the consumers. But if the demand, 
besides being exclusive to the people of the taxing country, 
is of an elastic nature, the foreign seller may have to bear the 
whole of the duty himself. 

A fourth condition is the extent to which )t may be 
possible to produce the commodity at home. If the article 
cannot be produced at home, the price will rise as a result 
of the imposition of the tax, partly because of the tax itself 
and partly because of the reduced supplies from abroad. In. 
case, however, the demand is very inelastic, there would be 
no possibility of a reduction in the supplies from abroad. In. 
the past, however, home production might have been restricted, 
not through natural, physical and climatic conditions, but 
because of the early start of the foreigner in that industry, 
so that only the best home firms could carry on production. 
and compete with the foreigner. Under such circumstances, 
the increased price resulting from the imposition of the duties 
would afford protection to the industry, and producers who 
were hitherto below the margin would begin to supply for 
the home market. The higher the level of the- new prices, 
the greater would be the possibility and inducement for such 
firms to enter the field and provide for the home market. 

The conditions of varying costs also determine the inci
dence of import duties. If the commodity is produced under 
increasing returns, the larger sales of the home producers may 
permit of a reduction in prices. This will, however, depend 
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upon the effectiveness of competition among home producers. 
If such competition is very keen, prices may go down, the 
duty remaining at the original level. 

The conditions of joint demand and supply also deter
mine the incidence of taxes. If conditions permit, a tax on one 
of such articles may be partly shifted to the consumer or pro
ducer of the other commodity that enters into the joint rela
tion. For instance, in the case of the demand for wines and 
bottles, the wine producer may try to shift the duty to the 
eonsumer. If he cannot do that, he will reduce the price of 
the bottles, and thus a part of the burden of the tax on wines 
will fall on the makers of bottles. The manufacturer of motor 
tyres and other rubber goods will similarly try to pass on the 
duty to the purchasers of motor tyres, but if he cannot do .so, 
he will have _to increase the prices of other rubber goods. 
Under such circumstances, the incidence of a tax on tyres 
would fall partly on consumers of the other joint products. 

He may have already been charging the highest prices 
eonsistent with maximum profits for his several products. 
Then he will have to consider other means of dealing with the 
problem or may bear the tax himself. Even if he can raise 
bis prices, it may be argued that as he could have charged the 
:same prices before the imposition or increase in the tax, 
.shifting in the real sense of the term has not taken place. The 
-tax may have a considerable effect upon the policy of the 
:seller ; but it has not directly entered into price. 

Another factor of great importance is the time element in 
determining the incidence of taxation. A tax may be of small 
-amount and the seller may be prepared to bear it himself to 
avoid friction with his customers. In the long run, however, 
.conditions may be different. The supply may be inelastic in 
the short period but elastic in the long run. Expensive and 
:specialised machinery may have been employed and production 
.cannot be curtailed immediately. The burden of the tax in 
the short run will fall upon the manufacturer. In the long 
:run the supply can be adjusted by restricting the investment 
.of new capital. Then the prices can . be raised by the full 
amount of the tax. Thus in the long run, the incidence 
may fall upon purchasers. 

INCIDENCE UNDER COMPETITION 

The factor of competition is another important considera
tion determining the incidence of a tax. Many firms with· 
differences in adv~tntages of production may be producing a 
.commodity. Some of them may be marginal and others 
.superior and there would be grades of superiority from the 
])Oint of view of the advantages of production. Thus under 
(!Ompetition, there may be a number of firm~, each with a. 
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different unit cost of production, and each with a. varying 
rate of profit. The selling price of the goods of all mav be
at the same level. If a tax is imposed, its incidence will varv 
according as it is imposed upon the commodities or upon the 
p':'ofits of the producers. .A tax on the product is likely to b& 
shifted on to the . consumers. If it is of a small amount, the 
superior and the more profitable concerns may decide to bear 
it themselves, when the marginal firms will go out of business, 
because the latter cannot reduce their prices. In the case of 
a great elasticity of demand also, the price may not be reduced 
for fear of a falling off in sales, with similar consequences to 
the marginal producers. A1J a. general rule, however, a. tax 
on a commodity is shifted to the consumers and the respective 
positions of the several firms remain as before. 

The incidence of a tax on profits is different. There is 
minimum tax-free income and the marginal firms will remain 
unaffected by a tax on profits. If the superior firms increase 
their prices as a result of a tax on their profits, tlJCy stand the 
risk of losing their customers to the marginal firms whose 
prices remain unchanged. If the rate of duty goes up in pro
portion to profits as the case actually is, the difficulty of 
shifting the tax becomes even greater. Those produeers who 
make very high profits and thus have to pay the highest rate 
of tax are in fear of being undercut by firms whose profits are 
taxed at a lower rate. Thus the shifting of taxes on profits 
under competitive conditions is very difficult. 

INCIDENCE UNDER MONOPOLY 

Under monopolistic conditions the consumer may not 
have to bear the whole of the money burden of a. tax. Under 
monopoly, cost and price may not be identical as the mono
polist can charge as much above the actual cost as he thinks 
practic~,ble. The price charged by him is determined by 
conditions of demand. He cannot charge a high price if the 
amount demanded is likely to be small at that price. Simi
larly, he will not charge a very low price if he thinks that the 
resultant increase in demand would not be sufficient to com
pensate for the reduced profit. To a certain extent, the price 
is also determined by reference to the unit costs of production 
at the different levels of output. Generally, the cost per 
unit will fall with an increase in the volume of production or 
output. The monopolist thus fixes the price at a point, which. 
having regard to the conditions of cost and demand, gives 
him the highest net profit. The monopoly price is generally 
at a higher level than the competitive price. 

A tax may be imposed either on the monopolised commo
dity or upon the profit of the monopolist. A tax on the 
commodity may be so small that the monopolist may not , 
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1'egard it worth his while to raise the price. · If it is appreciable, 
be may decide to increase the price by the full or by the partial 
:amount of t,he tax, even though his sales are slightly reduced 
:and his unit costs increase. He does not fear the possibility 
-of being undercut by his rivals, because the commodity tax 
:affects ail equally. Thus the possibility of shifting is very great. 

A tax on the profits of the monopolist would be more 
difficult .to shift. He can raise his prices in this case only if 
-formerly he was charging less than the price which was most 
:advantageous to him: If the price is already at the point of 
maximum net revenue, he cannot recoup himself by raising 
it. The incidence of a tax on monopoly profits is thus 
-entirely on the monopolist. 

In practice it is not so easy to devise such a tax. All 
·monopolists do not work out their prices as explained above. 
:Some of them fix up the prices by guess work ; while others 
:may be charging low prices to avoid potential competition 
from becoming effective. Their monopoly may be due to 
-efficient organisation and can continue only so long as prices 
:are kept low. The prices of many monopoly products are 
purely arbitrary, and thus the incidence of a tax cannot be 
determined with certainty. · 

Some people would advocate the taxing of a monopolist 
in order that he may return to the public a part of his mono· 
poly gains. They argue that if it is true that he cannot charge 
more than he is already doing, his share of taxation may be 
increased so that he may return to the public some of his 
:monopoly gains. Others hold that a monopolist may restrict 
production and may cut down the total output after elimi· 
nating competition. To combat such an anti-social policy, 
they"'fl.dvocate that the monopolist should be taxed at a dimi
nishing rate as his output increases. This would let the 
incidence rest on the monopolist; while it would not be to his 
.advantage to reduce the output and to charge high prices. 

It may be said that the above view is not quite correct ; 
because the main object of a monopolist is not to restrict the 
-output and charge prices higher than under competitive 
.conditions. He fixes the prices with reference to profits. If 
he can_get the maximum profit at prices lower than under 
.competitive conditions, he would do so in self-interest; while 
if he can get the highest net profits by curtailing production 
.and by charging high prices, he would not hesitate in doing so. 
The latter can take place only under conditions of diminishing 
:returns and not under those of increasing returns. Mono· 
polies under conditions of diminishing returns are very rare ; 
-while those under conditions of increasing returns are common. 
They are due to better organisation, and, therefore, generally 
it would not be to the advantage of a monopolist to restrict 
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production and to charge high prices ; though it may be so 
in particular cases which are, however, rare. 

To summarise the factors determining the incidence of 
taxes, it may be said, first, that price movements following 
the imposition or increase of a tax do not always indicate the 
extent to which it may have been shifted. Secondly, the inci
dence is, to a certain extent, determined by the nature of the tax 
itself, by its exclusiveness or otherwise, by its magnitude and 
form. Thirdly, the character of the commodity taxed has some 
bearing upon the problem. For instance, a tax on consumer's 
goods falls in a different way from a tax on producer's goods. 
Fourthly, the elasticity of supply and demand is a factor of 
great importance in determining the incidence, and the time 
element is important in this connection. Fifthly, the incidence 
of import duties need not necessarily fall upon the foreign 
producer. Finally, the examination of competitive and mono
polistic conditions shows that the incidence varies according 
as the tax is placed upon the commodity or upon the profits 
of producers. The tax on profits is not easy to move both 
under competitive and monopolistic conditions ; while that 
on the products can be shifted with comparative ease. 



CHAPTER V 

Eff~cts of Taxation 

HAVING considered the pr~blems of the incidence of 
taxation, we may now consider the economic effects of ta.xes. 
'They may conveniently be considered under three heads, 
.\1) effects on production, (2) effects on distribution, a.nd (3) 
·other effects. 

The effects of taxation on production can similarly be 
·classified under three heads, (1) effects on people's ability 
·to work and save, (2) effects on people's desire to wOJ'k a.nd 
:save, and (3) effects on the distribution of economic resources 
·.between different employments and localities. 
· A person's ability to work will be reduced by taxation 
·which reduces his efficiency. Thus taxes should not be imposed 
·upon the poor, because that would mean a reduction in their 
·efficiency. This argument applies to taxes on small incomes, 

. :including deductions from wages, and to taxes on necessaries. 
It also applies to taxes en commodities whose consumption 
ceontributes to efficil'1ncy . 

.Ability to save is reduced by taxes on persons who have 
:any margin of income and who are thus In a position to s&ve. 
'The only taxes which do not reduce the ::~bility to save are 
-those that fall on the poor, because they have no such margin. 

There is the further danger that high taxation may react 
:adversely on the payer's will to save and produce. S.ome 
J>eople may be discouraged from producing ; while others may 
oe encouraged to work harder than before. If a man hr,s 
:accumulated a sufficient amount of money to help him without 
working, high taxation would reduce his income and penalise 
:iurther efforts. .Another man, having no other source of 
·income, may be encouraged to work harder than before ; 
·because thereby he has the opportunity to earn the extra 
:money out of which he can pay his taxes. 

The effects of any particular tax upon the desire to work 
:and ·say:e depend partly on the nature of the tax and partly 
.on the nature of individual reactions to taxation. .A person's 
:reaction to taxation is governed by the elasticity of his demand 
:for income in terms of the efforts and sacrifices which he makes 
·to earn his income. If as a result of increased taxation a 
:given effort or sacrifice produces less income than before, the 
·desire to work or save is strengthened, if the elasticity of his 
.demand for income is small and it is weakened if this elasticity 
is very large. He will try to work and save more than before 
in the former case, and less than before in the latter case. 



EFFECTS OF TAXATION 45 

People, who have dependents to maintain or who are saving 
to secure a certain fixed income ~t a future date, feel com
-pelled by the pressure of increased taxation to work harder 
or to save more. People desire not only to be well-off but to 
be better off socially than their rivals. They are impelled to 
increase their efforts to save more in order to meet the tax. 

Whatever the elasticity of the demand for income of the 
taxpayer, certain taxes have hardly any tendency to influence 
the desire to work and save. Taxes on windfalls, i.e., taxes 
in periods of great economic disturbance or even in periods 
of rapid economic changes do not. effect the desire to work 
and save, and, at the same time, are very productive of revenue. 
Inherited wealth is sometimes a windfall to the inheritor, 
and inheritance taxes may also fall in the same category. A 
tax on a monopolist which gives him no inducement to alter 
bis output or selling price is another example on the point. 
A tax on a monopolist, which makes a larger output and a 
lower selling price more profitable, will increase his desire to 
work and save, whatever the elasticity of his demand for 
income may be. 

In the majority of cases, however, the effect of various 
taxes upon the desire to wmk and save depends upon the 
elasticity of taxpayers' demand for income. Let us start 
on the assumption that this t-lasticity of demand is very large, 
and then consider the comparative effects of various taxes 
upon the desire to work and save of the taxpayers. 

Taxes on particular commodities will reduce this desire to 
a very small extent inasmuch as the income derived by the 
taxpayer from a given effort will have less purchasing power. 
A general tax on income will reduce the desire to save more 
than taxes on commodities which fall on expenditure only. 
Thus some people advocate the exemption of savings from 
income tax in whote or in part in the interests of production. 
A sales tax is also proposed to be substituted with the same 
object in view. The chief objection to the substitution of 
,;ales tax for income tax arises from considerations o~ distri
bution, and also from those of the cost of rollection. 

Where an income tax differentiates in favour of earned 
income, i.e., taxes incomes from work at a lower rate than 
~qual incomes from property, it checks the desire to save to a. 
greater extent and the desire to work to a smaller extent than' 
a. tax which, while yielding the same revenue, made no such 
differentiation. But probably the recipients of income from 
work have a. greater desire to save than recipients of equal 
incomes from property ; because the former have a greater 
in<'entive to make provision for the future. In other words, 
the demand for in<'ome is probably less elastic among the former 
than among the- latter. A moderate degree of differentiation 
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in an income tax does not, therefore, introduce anv 
additional check to the desire to work and save. A very high 
rate of progressive taxation will certainly check the desire to 
work and save very sharply, and the sharpness of the check 
.will increase more rapidly than the rate of the tax. Thus 
though progressive taxation is to be preferred to proportional 
taxation, and almost always to regressive taxation, it is. 
possible to find instances in which the application of the 
method involves an economic loss both to the taxpayer and 
to the community. ·A business man with a large income 
may be induced to retire f.rom economic activity sooner than 
he would do if the rates of taxation were lighter. He may 
think that as he is advancing in years and is already assured 
of a comfortable income from investment the net return 
after paying the heavy duties is not sufficient to compensate 
him for the hard work. The community is the poorer in 
case he withdraws from economic activity when he is still 
capable of useful production. 

From the point of view of its effects on production, a tax 
on inherited wealth has certain advantages over an income 
tax. If its payment is not insured against beforehand the 
inheritance tax checks saving to the extent to which an income 
tax does, As regards its actual payment an inheritance tax 
will probably be paid by realisation of securities to a greater 
extent than an income tax will be paid out of money which 
would otherwise have been saved. As regards the effects of 
the expectation of having to pay in the future, saving is pro
bably more reduced by the prospect of having to pay income 
tax each year than by the remoter prospect of one's heirs 
having to pay inheritance tax at some distant date. But if 
the payment of an inheritance tax is insured against before
hand the actual payment is made out of money received from 
an insurance company. In Western countries, the habit of 
insuring against inheritance taxes is becoming very common. 
The effects on saving of the annual premium payments would 
be the same as the effects of the annual payments of income 
tax. In both cases, saving is only checked inasmuch as the 
annual payments are made with money which would other
wise have been saved. "If, therefore, an inheritance tax is 
generally insured against, it seems clear that it checks saving 
to a smaller extent than an income tax yielding the same 
revenue."1 

The above arguments apply to an inheritance tax of the 
ordinary type, assessed on the total property passing at death. 
It is assumed that such a tax checks the desire of persons~ 
accumulating wealth, to work and save. In the case of a tax of 

1 H. Dalton, Pubfic Finance, p. 91. 
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the type proposed by Professor Rignano, an eminent Italian 
economist, the desire to work and save would be checked to a 
much smaller extent, if it would at all be checked. According 
to this proposal, the tax on inherited fortune should be gradu· 
ated according to the number of times it changes bands by 
inheritance. The greater the age of the fortune, the heavier 
would be the rate of the tax. A differentiation would be made 
between the wealth of a person which he acquires as a result 
of his own. work and saving and wealth which comes to him 
by inheritance. On his death, the inherited wealth would 
be taxed at a higher rate than the earned wealth. This will 
give him a stronger inducement to work and Rave in order 
to provide for his heirs.8 

Both income and inheritance taxes differ in respect of 
their effects upon production from another point of view also. 
The prospective inheritors of wealth will be less inclined to 
work and save if the inheritance which they expect is likely 
to be very substantial. They may even begin to run into 
debt on the strength of their expectations. By reducing 
these expectations, an inheritance tax stimulates work and 
.saving on the part of prospective inheritors, and the stimulus 
will be stronger in proportion to the heaviness of the tax. It 
may be concluded that an inheritance tax on the Rignano 
plan would stimulate the productive energies of those affected 
by it in place of checking them. 

We may now consider how taxation may affect production 
through its effects on the distribution of economic resources 
between different employments and localities. It is generally 
held that the diversions of economic resources from their 
natural channels tend to check production ; but in a large 
number of practical instances this rule does not hold good. 
It may generally be s'1.id that "in the choice of taxes, there is 
a presumption in favour of those which cause the miniinum of 
diversion of economic resources. But this presumption is 
frequent!ly overthrown by special arguments applicable to 
particular taxes." 

Taxes which have been defended on the ground that they 
eause little or no diversion of economic resources are those 
~n windfalls, on the site value of land, on monopolists 
which offer no inducement to change output or selling price 
and certain others falling with equal weight upon all users of 
land. When a. person is taxed on the employment of his 

1 For a. fuller discussion of Prof. Rignano's scheme and of inherit.. 
.anee taxes, see Dalton, lrll!lluality of Incomes, Parli IV, Chaps.· IX, X; 
and also Pigou, Eeorwmica of Welfare, Part IV, Chaps. II and VII, for 
a discussion of the comparative effects of income and inheritance 
taxe!l upon production. Also see Silverman, Tx:ration, Chaps. VIII 
.and X in COil nection with the effects of income and inheritance taxes. 
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resources, he will try to divert them to some other employment 
free from or taxed at a lower rate of taxation. This diversion 
will be profitable to him only if the loss of income, apart from 
taxation due to the change of employment, is less than the 
gain through the payment of lower taxation. Such diversion 
is, however, very difficult, because capital and labour become 
specialised in particular employments. But no such difficulty 
stands in the way of the diversion of new resources, not yet 
specialised, to· other employments, which, but for the tax 
would h!tve entered the taxed employment. It is, however, 
the diversion of new resources, rather than of the existing 
ones, which is of great importance. 

A tax on windfalls gives no inducement for diversion. 
Similarly, a tax on the site value of land, irrespective of the 
employment to which the land is put, causes no diversion ; 
because its incidence is wholly upon the land owner. The 
supply of land is fixed by nature, and no restriction of its supply 
is consequently possible. A tax on a monopolist, which does 
not give him any inducement to alter his output or selling 
price, gives no inducement to \liversion. It is because the 
mol1opoly still remains more profitable than the employment 
of resources in open competition. 

A tax, falling upon all employments of resources with equal 
weight, does not give any inducement to diversion, because no 
diversion would be a source of profit. Some people hold that 
a general tax on income is non-differential ; while others 
argue that it difierentiates against saving and diverts savings 
to expenditure. The reason is . that it taxes income when 
saved and income subsequently derived from savings. If the 
latter argument be correct, a perfect non-differential tax 
would be on expenditure only or an income tax which exempts 
the income saved. . Whether a general income tax causes a.. 
diversion from saving to spending depends upon the elasticity 
of the taxpayer's demand for the future income to be derived 
from savings. If this elasticity is large, the diversion will 
take place ; if it is small, the diversion will be from spending 
to saving ; while there might be no diversion if this elasticity 
were of an intermediate size. 

Some diversions may be advantageous. .A tax on whisky, 
which diminishes its consumption, increases health and effi
ciency, and the diversion will increase production. The tax 
on a. commodity whose consumption is disadvantageous also 
causes a desirable diversion of resources. A tax on land used 
for particular purposes will cause diversion to other purposes, 
which may be more beneficial to production. A tax on a 
monopolist, which induces him to increase his output and 
reduce his selling price, is likely to cause a beneficial diversion ; 
becaus~ the additional resources employed would be more 
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productive than they would have been under competitive 
employment. · 

The case of a protective tariff, a classical example of the 
deliberate diversion of economic resources from their natural 
channels, may now be consideren. Under certain circumstances 
a scientifically devh;ed protective tariff may mcrea~e production 
in the long run, by developing ('erta.in productive resources 
faster than would have been the case otherwise. Some writers 
regard this as a bare theoretical possibility. Dr. H. Dalton 
in his PubUc Finance observes, "The circumstances, in which 
such a result is likely, are rare, and can hardly arise in highly 
developed industrial communities. Further, even when the 
circumstances are present, the likelihood of a protective tariff 
being skilfully devised from the point of view of the com
munity as a whole, as distinct from that of powerful organised 
interests, which ought not to be protected, is slight. Further, 
List's argument 'assumes that protection should be temporary, 
whereas one of the most difficult tasks in practical politics is 
to get rid of a protective tariff once established. And such 
a tariff, even if originally justifi&ble. may inflict far greater 
loss on productive power, if too long maintained, than would 
have been incurred if it had never been adopted at all. 
Sidgwick probably said the last word on this matter, when he 
remarked that many people s(lem to suppose thP.,t in theory 
free t.rade is the best policy, but that in practice free trade will 
not do much harm and may do some good, whereas the true 
situation is the exact opposite of this ; in theory a. case may 
often be made out for protection, but in practice it is far safer 
to stick as closely as possible to free trade. The prevalence of 
high protective tariff in modern world is to be accounted for 
by the great. political power of organised interests, which a.ided 
by certain elementary but widespread, confusions of thought 
on the subject of international trade, benefit by protection at 
the expense of the unorganised general public."8 

Diversion may also take place as a result of taxation from 
one locality to another, and production may decrease in the 
localit.y from where the rliversion of resources takes place. 
Local diversions are likely to take place in comparatively small 
communities, where the pressure of taxation drives people or 
capital into neighbouring commuoities, where taxation is less 
heavy. A tax on the site value of land cannot cause local 
diversions and it cannot be evaded even by dishonest tax
payer~. 

To summarise the effects of taxation on production it 
may be -said that heavy taxation must react unfavourably on 

1 See png-f's 100, 101. For a fullf'r discussion ~onsult also my book 
Currency tllld Conunerct, Chapter X VI. 
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production. The extent of this check will depend upon th~ 
character of the taxes imposed and upon the character of th~ 
taxpayers. The check may be caused, first, through th4 
effects of. taxation on people's ability to work and save; second 
through Its effects on their desire to work and save ; arid third 
through diversions of economic resources between differen1 
employments and localities. The check is most serious anc 
most certain when it is caused as a result of reduced abilitJ 
to save. Under the second head, much depends on thE 
elasticity of demand of the taxpayers for their income. h 
this case a check to production is possible. Under the third 
head, a wise selection and administration of taxes will deter· 
mine whether production will be checked or stimulated. 

The proceeds of. taxation may be spent in such wise 
that economic welfare does not improve or public expenditure 
raised by taxation may stimulate production. In the former 
case, it would result in a clear economic loss'; while in the 
latter, it would be conducive to increased production and 
economic welfare. 

Again, if a tax is levied on a commodity produced under 
the conditions of increasing returns and subject to a sensitive 
demand, the price is likely to go up by more than the amount 
of the tax. The output will be restricted and the unit costs 
will rise as a result of the tax. The profit per article will also 
be diminished though the consumer will bear the whole of the 
duty. Total production will fall as the marginal firms will 
eventually disappear from .the market. Thus the supply may 
fall even below the new level of demand, and consequently, 
:prices may go up by more than the amount of the tax. 

If, however, the newly taxed commodity is produced mider 
conditions of diminishing returns, the smaller demand will be met 
by a smaller supply at ~ lower unit cost of production. The 
:producer will make a larger profit per unit, when the price 
rises by the full amount of the duty, but ,his total sales will 
be reduced. In this case, there are two conflicting tendencies. 
Under competitive conditions, the prices may be somewhat 
lower than they were previous to the imposition of the tax. 
The fall would correspond to the saving in unit costs. The 
:producers would like to be compensated for their diminished 
volume of business by raising prices. · On the whole, the 
chances of the price ultimately settling at a lower level than 
that previously reached are not very bright. 

Thus the imposition of a tax upon a commodity produced 
under increasing returns is likely to jeopardise the interests 
of the industry and to damage production. It does not, 
however, imply that instead a tax may be imposed upon 
commodities obeying the law of diminishing returns, particularly 
if they are food-stuffs. In such cases the economy in the costs 
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of production would be more than compensated by the hardship 
to which the masses of the people would be subjected. 

EFFECT~ UPON DISTRIBUTION 

Just as in prefering one tax system to another, it should 
be seen that it has a. smaller .,endency to check production ; 
similarly, within limits, it should have a. tendency to reduce 
the inequality of incomes. The German economist Wagner 
was the first to advocate the use of taxation to reduce this 
inequality, and this view is increasingly adopted in modern 
practice. . 

A regresBive tax system tends to increase the inequality 
of incomes, and probably, similar is the effect of a. proportional, 
and even a. mildly progregsive tax system. On the other hand, 
a very steeply progressive tax system tends to reduce the 
inequality and the steeper the progression, the greater is this 
tendency. In the interests of distribution, therefore, the most 
sharply progressive system that is practicable might be 
adopted. A rough approximation to such a system would be 
to cut down all incomes above a. certain amount to that 
amount, and to leave incomes below that level untaxed. In 
the interests of production, such a system is highly disadvan
tageous. The case for a considerable degree of progression 
may, however, be taken to be firmly established. In such 
cases, particularly in the case of small communities, the possi
bility is to drive persons and capital outside their areas to 
neighbouring places. This danger will not be serious if the 
area over which the progressive tax system is adopted is very 
wine, and if the mobility of persons and capital across their 
boundaries is small. 

A poll tax, equal in amount for each taxpayer, would 
be very simple, and a proportional tax would be very ·con
venient if n,ll incomes were equal. It, however, becomes 
regressive when incomes are unequal and thus it is unsuitable 
for modern communities. Genera.ll~, taxes on commodities 
of wide consumption are regressive ; because the larger 
the income of a person the smaller is its proportion srent 
by him on any one such commodity. Thus taxes on food-stuffs 
are generally very regressive. An ad t'alorem tax on a. com
modity is not so rf\gressive as a 1.1pecific tax ; because the 
former difterenti!\tes to a c.ertain extent against consumers of 
the more costly varieties of the commodities. A proportional . 
tax on individual expenditure and a sales tax are also regressive, 
the former because the ntio of expenditure to income falls 
with an incr<>a.se in income. A tax system, including regressive 
taxe3, can be made progN>ssive by including other taxes which 
are themselves progressive, and whose influence on the general 
charactt>r of the tax s~ stem is stron,:?;er. 
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Income and inheritance taxes and general taxes on pro
perty can be made very progres11ive. An income tax can be 
made progressive by taxing larger incomes at higher rates 
than smaller incomes. The Indian income tax is progressive, 
and there is an additional graduated or super-tax only on 
larger incomes. An argument for differentiation in favour of 
income from work is that an income from property will give a 
larger amount of economic welfare than income from work: 
There is no corresponding disutility in earning- incom€' from 
property as in regard t.o income from work. In the latter 
ease personal efforts, sacrifices, etc., are the subjective costs 
which must be debited against the income. In the interests 
of proportional sacrifice, therefore, the income from work 
should be taxed at a lower rate than the income from property. 

There is the question of the allowances which should be 
made for the domestic circumstances of the taxpayer. Under 
the British income tax law, the incomes of a husband and 
wife are treated as one taxable income, and then allowances 
are given in respect of the wife and of children below sixteen. 
No such allowances for the domestic circumstances of the 
taxpayer are made in India. 

A sales tax cannot niake any allowances for the domestic 
circumstances of the taxpayer. Between taxpayers of equal 
income, it falls more heavily on those who have the largest 
number of dependents. It cannot also be conveniently made 
progressive. 

A progressive tax on individual expenditure might be 
devised by exempting savings from a progressive income tax. 
But it is difficult to exempt savings from income tax and 
then to devise a progressive income tax system. The 
reason is that savings are large in proportion to income. Hence 
a very steep rate of progression on income would be required 
to devise a tax which should be progressive- on expenditure. 
Thus it would be nry difficult to devise a progressive income 
tax system in which savings could be completely exempted 
from tax. 

An inheritance. tax may be assessed and graduated in 
various ways. As between different inheritors, it would be 
progressive, if on death, it is assessed on a progressive scale 
on -the amounts inherited by different individuals. Mill 
proposed to fix a maximum sum, beyond whjch no individual 
-could inherit. This only implies a steeply sharp progressive 
tax system. But 'complications arise when a person receives 
inheritances on different occ!lsions. For instance, a person re
ceiving two legacies of Rs. 2,000 each would be less heavily 
taxed than one receiving a. single legacy of Rs. 4,000. Thus from 
the point of view of distribution, it is desirable to graduate 
an inheritance tax, not only according to the amounts of 
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inheritanc-es received, but also according to the amount of 
wealth possessed by them. This principle has recently been 
adopted in Italy. In En~land, ~he British estate duty . is 
assessed on a different ba.s1s. It IS assessed on a progressive 
seale on the total value of the property passing at death, 
without regard to its distribution among inheritors. The· 
"British legacy and succession duties are progressive according 
to the remoteness of the relationship of t,he inheritor to the 
deceased. These principles do not necessarily lead t,o 
progression as between inheritors. The British estate duty 
would faU more heavily upon an estate of £ 50,000, to be 
equally divided among five inheritors than upon an estate of 
£ 40,000 going to a single inheritor. Thus an inheritance tax 
can be made progressive by assessing individual inheritances 
and the wealth of inheritors on a progressive scale. A heavy 
inheritance tax also reduces the inequality of incomes by 
stimulating gifts from the old to the young to avoid the tax. 
This tendency is not, however, so strong as it might be aupposed 
at first sight; because the recipients.of such gifts are those 
who would have inherited a little later. Now that gifts come 
to them earlier, the tax is successfully avoided and they are 
richer than they would have been if they had to pay the tax. 

A general property tax can be made progressive as between 
property owners by introducing graduated rates, exemptions 
and allowances. The annual value of the property is a more 
satisfactory basis of assessment than its capital value ; . but 
a progressive tax in certain cases is better on the capital value 
than on the income of the property. 

The principle of progression can also be introduced in 
other taxes. A tax on land values can be made progressive 
on the total value of land owned by individuals, with a mini
mum of uemption. Some taxes which at first sight appear 
})rogressive may not be so. A corporation tax progressing 
according to the ratio of . the profits to the capital of the 
business is not necessarily progressive on individual incomes 
obtained from business subject to it. For instance a. dividend 
of 5 per cent. on an investment of £ 5,000 in one company 
would be taxed at a lower rate than a. dividend of 10 per cent. 
on an investment of £ 1,000 in another. It would be still less 
progressive on in~ividual . ~comes from property ; because 
mcomes from pubhc securities or land would escape it how
ever large they may be ; while even small income~ from 
business subject to it would be taxed even below the level of 
income tax exemption. 
. It is c.lai~1ed .that a. protec.tive tarifi may also be used t,o 
1mpr?ve d.istnbu.tJOn by reducmg the inequality of incomes. 
I~ .llllght do ~o m ~wo ways .. Firstly, the imported commo
dttles competmg w1th home mdustries, paying comparatively 
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'higher wages, might be taxed. It · would divert production 
and employment from industries with lower wages to these 
more favoured industries. Secondly, the imported commodi· 
ties mainly consumed by the rich might be taxed. This would 
mean the substitution of such other imports, which would 
be more useful to the majority of the community. 
· These results are, however, possible only theoretically; 

but in practice, their attainment would amount to very little ; 
while considerable damage might be done. There are other 
direct methods referred to above which can be successfully 
used to improve distribution. • 

OTHER EFFECTS OF TAXATION 

Some other economic effects of taxation may now be 
considered. The cost of collection should be as low as possible ; 
because a high cost of collection decreases production by in· 
volving a waste of labour and materials. The cost of collection 
is less for a heavy tax than for a light one. Therefore, thera 
should be a small.number of fairly heavy taxes on commodities 
rather than a large number of lighter ones. The cost of collec· 
tion is generally highel' for ad valorem than for specific duties, 
and specially heavy for elaborate duties, which differentiate 
between commodities from difierent sources of supply. On 
this ground, there is a case against the introduction of a large 
element of discriminatory and preferential duties in the Indian 
fiscal system. Such elaborations should, therefore, be avoided 
unless they serve really very good and important purposes. 

The cost of collcting an income tax or inheritance tax 
at a. flat rate is the same per taxpayer, whether the tax is 
high or low. It is, therefore, cheaper to collect a given revenue 
at a high flat rate from a small number of taxpayers than from 
a large number at a low rate. In the latter case, there is also 
the additional cost of collection with regard to exemptions, 
allowances, graduation, etc. The cheapest way to collect 
an income tax on wages would be to require employers to 
deduct the tax ; but the introduction of a tax on low wages 
would be very disadvantageous in other ways. It would 
damage production by reducing the efficiency of wage earners .. 

-The cost of collection is smaller for income and inheritance 
taxes on the relatively rich than for commodity taxes, which 
generally fall on the poor. It is thus better to tax the rich 
through income and inheritance taxes and the poor through 
a few commodities of wide consumption. In comparatively 
thinly populated and industrially backward communities, 
the cost of collection of income tax may be relatively higher 
than that of commodity taxes and of customs duties. 

It is also necessary to see that the cost of collection is 
as low as possible from the point of view of taxpayers also: 
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They should not be subjected to unnecessary trouble and 
inconvenience. Certain taxes involve much cost and trouble 
to those from whom they are collected, even though the 
latter may be able to pass them on to others. The Italian 
tax on visitors' hotel bills and the British entertainments tax 
are cases on the point. · 

There is a misunderstanding with regard to the etiect.s of 
taxation upon employment. It is sometimes supposed that 
taxation of the rich, in particular, increases unemployment. 
On a close examination, we come to the irresistible 
conclusion that it is not so. The money obtained by taxation 
is spent by public authorities, and thus it implies a transfer of 
purchasing power from the taxpayer to the public authority 
to give employment. It may imply a change in the character 
but not in the total volume of the demand for labour. Taxa
tion, considered along with the corresponding public expendi
ture, does not, in general, tend to cause unemployment. It 
is possible that large and sudden changes in taxation may 
increase unemployment through large and sudden displace
ments of labour. But this applies equally to the taxation of 
the rich and of the poor. It also applies to large reductions 
as much as to large increases in taxation. It may be noticed 
that taxation can be used as part of a policy for steadying the 
demand for labour and thus for reducing unemployment ; 
but that will depend upon the corresponding public expenditure 
made by public authorities. A perusal of the various editions 
of the Anrwal World Economic Survey shows the extent to 
which public expenditure is being incurred out of the proceeds 
of taxation for giving employment to the unemployed persons 
in the present period of depression in various countries. 



CHAPTER VI 

Taxable Capacity 

IN recent times the conception of taxable capacity has 
become a matter of very great importance. It is becoming 
increasingly necessary to raise larger revenues to balance 
budgets, to repay war debts and reparations and to find out 
money for meeting social charges, which have increased out of 
all proportion in the period of depresRion. It is a question 
that is taxing the brains of expert financiers. It is true that 
the usefulness of the statistics of a country's consumption, 
production and of the surplus of the former over the latter is 
immense, and it is necessary for a government to know even 
roughly the amount of income that it can raise in ordinary 
and emergency times. 

It is not easy to determine the amount of taxable capacity, 
and no mathematical formula can be constructed from which 
one may be able to deduce that a particular percentage of the 
national income of a coimtry represents its taxable capacity. 
The conception of taxable capacity is purely relative depending 
upon the economic and non-economic circumstances of a nation. 
The circumstances vary from nation to nation and from time 
to time and so is the case with taxable capacity. 

Numerous definitions of taxable capacity have been given. 
It has been defined as "the limit of squeezability," i.e., the 
extent to which the people of a country can be squeezed to 
obtain revenue for the State. As Silverman in his Taxation, 
its Incidence and Effects observes, this description "is forcible 
and expressive, but it is very vague. Some nations will permit 
themselves to be squeezed much less than others, although 
if occasion requires, their relu~tance may give place to a marked 
expression of willingness."1 Inside a nation itself the limit 
of squeezability will vary from person to person, and even 
if. the taxable capacity of _a person with a certain income could 
be worked out arithmetically, the total taxable capacity of 
a million persons would not necessarily be a million times as 
great ; because, the power and willingness to work ·and to 
carry on economic activities will be differently affected in. the 
case of different persons. 

Another usual definition of taxable capacity is "the 
maximum amount that can be deducted from a country's 
income, consistent with the maintenance of that income in 
years to come". In other words, it is the maximum amount 

1 Seep. 53. 
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which the people of a. country can contribute towards the 
expenses of public authorities without undergoing an un
bearable strain or in the words of Sir Josiah Stamp "without 
having a really unhappy and down-trodden existence and 
without dislocating the economic organisation too much". 
To put it in a difierent way, it is said that there is a minimum 
sum which must be allowed to be left with people to permit 
them to be able and willing to work. But does the expression 
" minimum sum" point to the bare level_pf subsistence below 
which people cannot possibly live. and carry on production ! 
Or does it indicate the standard of living of the masses ! If 
the former is implied, 'the taxable capacity of the progressive 
countries would be much higher than the sum of the taxes 
they are paying to the State. With regard to the second case, 
it may be said that the standard of living is not a. fixed and 
certain quantity. It varies from person to person and from 
time to time. "Thus it is not satisfactory merely to adopt 
such a method as taking the individual subsistence level or 
standard of living, multiplying it by the number of the people, 
deducting the total from the national income, and from the 
balance obtaining the supposed taxable capacity of the 
country." · 

In defining taxable capacity, it is not desirable to lay down 
that the income-producing capacity of the country should 
-remain at the existing level. The people of progressive nations 
expect their incomes to grow from year to year. Unless, 
therefore, an estimate of taxable capacity were to be made 
for abnormal times like a war, it would have to take into 
account the customary additions to wealth and income. 

In ordinary times allowance should be made for the growth 
of capital in estimating taxable capacity. A certain rat~ of 
increase in income and capital is regarded as normal and a 
nation which docs not go forward is bound to lag behind other 
nations in economic power and production in course of time. 
In times of wars or other emergencies there is. some justifica
tion for excluding such considerations from the estimates of 
taxable capacity. On such occasions statesmen generally 
disc~unt the future heavily to safeguard the present and they 
~a,n JUstly be forgiven for this attitude under the circumstances. 

Thus there are two limits to the ta.x~:;ble capacity of a 
nation, one applicable to peace tinles and the other to be con
s~dt>red in times of emergency. l'nder exceptionally embarrassing 
~1rcumstances, even the wider limit may have to be passed 
on'r and probably on sentimental and patriotic grounds, the 
people taxed would be willing to bear that heavy burden. 

It may, however, be said that neither limit is clearly 
ma;ked. :For peace times, it may be said that when the same 
or mcreased 11eale of taxation results in a reduced revenue, one 
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may conclude that the taxable capacdty has been reached to 
· its maximum and that people are now being over-taxed. 

But this too cannot be said to be a reliable index of the real 
state of affairs ; because the limit may have been reached 

· long before, but some time has to pass for reactions to take 
place. A government should not, therefore, wait until the 
actual revenue begins to fall off ; because it may cause serious 
damage in the meantime. 

The falling off in the revenue may also be indepenii.ent of 
taxable capacity, the limits of which may not yet have been 
reached. It may depend on the character of the taxation 
and on the nature of the objects on which it is based. If 
taxes are mainly indirect and principally on articles of luxury, 
a decline in the revenue may only indicate an elastic demand 
for the commodities in question, without in any way giving 
any indication of the limit of the taxable capacity of the 
country. When, however, the bulk of the taxes falls directly 
on the income of the people, a decline in the revenue is a better 
indication of the fact that the limit of taxable capacity has 
been reached for the volume of production has begun to fall off. 

Thus, in brief, taxable capacity is the true surplus of 
production over the minimum of consumption which is required 
to produce that volume of production, the standard of living 
remaining the same. The minimum of consumption here 
includes the minimum of subsistence for the people giving 
allowance for the replacement of and an addition to capital 
for promoting industries and commerce. Some writers exclude 
capital on the ground that in emergency times these additions 
need not be made ; but obviously in peace times these addi
tions are neeessary for maintaining the standard of living of 
the growing population. By the minimum of subsistence is 
meant necessaries for efficiency. This will rliffer from country 
to country and will depend upon the level of prices and a 
number of other factors. If the income that is at a minimum 
level of subsistence is used to purch2Jse other things than neces
saries, it is a conclusive proof of the fact that people are having 
more than mere necessaries of existence . 

.Thus the surplus or difference between the total quantity 
o~ production and the minimum of consumption necessitated 
by the volume of that production is not a fixed quantity, i.e.~ 
the determination of taxable capacity depends upon a number 
of factors. 

Firstly, the nature and the methods of the taxation itself 
have a great deal to do with the determination of taxable 
capacity. A well-thought-out mixture of taxation produces 
a larger revenue than if any one line of taxation were followed. 
Indirect taxation alone, for instance, could not have produced 
the large revenues required by modern states. Without the 
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introduction of direct taxation, the taxable capacity of various 
nations would have been much lower than it is. Thus it is 
necessary to stop increasing taxation in one direction ~h~n 
it is felt to be exceedingly burdensome, and to increase- It 1.n 
another direction, such as by heavier death dnties. In th1s 
way an unscientific method of raising revenue may be lf'ss 
productive ~nd arouse greater resentment than a carefully 
thought-out system. Those taxes which are least resented or 
which interfere the least with economic enterprise permit of 
a higher taxable capacity than taxes which constantly cause 
friction. Thus taxable capacity is a dynamic and not a static 
problem. An examination of the immediate economic conse· 
quences of taxation upon the income of different people is 
not enough. What is evtn more necessary is to know the 
probable reactions upon the economic incentive of taxpayers 
and upon the wealth-producing capacity of the community 
in gem•ral. In this sense, the t.ask of computing the taxable 
capacity of a nation is indeea. difficult. 

Tl1e size of the poplllation in relation to the national 
income is another factor upon which the determination of the 
taxable capacity of a nation depends. If the population 
increases at a faster rate th:m the national income, the taxable 
capacit;v of the people is reduced ; while it is increased if the 
national income grows more rapidly than the population, as 
is the ease in the progressive industrial countries of the West. 
"Even though the estimate of what. constitutes the minimum 
standard of living is apt to become more generous as the 
income of the people is increased, the surplus of income over 
this minimum tends to grow even more quickJy, and it is from 
the surplus that the taxable capacity is computed." 

Merely an arithmetical statement of the national income 
doef! not take us far. A knowledge of the general nature of 
the goods and services that constitute the real income of a 
country is necessary in addition to the knowledge of the aggre~ 
gate volume of production. The taxable capacity is greater 
if a larger proportion of tha income is devoted to C(lnsumption 
of an uneRsential ldnd. In the same way, one country's total 
income may be the same as that of another, but if the ratio 
llpl'nt on necessaries in the first country is greater than that 
in the second, the taxable capacity will be smaller, and t·ice 
t·ersa.. For instance, country A may have the same income 
and the same population as country B. The necessaries of 
life may be relatively more expensive in A than in B. Th~ 
inhabitanh of the former country will then have less to spend. 
on comforts and luxuries than those of the latter. They may 
be romparatively cheaper in A than in B, but the people are 
not in a J!osition to buy a<lequate quantities of them to raise 
the real income to the lerel in country B. The taxaMe capacity 
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of people in A under the circumstances will be less than t.hal ol 
people in R. 

The distribution of the aggre£\'ate income among th( 
peopls of a country is another condition determining t11eii 
taxable capacity. It may be said that, within limits the 
greater the inequality in the distribution of income, the greatei 
is the taxable capacity of the people. For example, if one 
man earns Rs. 2,000 a ye21r, and 20 men earn Rs. 100 a year~ 
then, in gener.al, the taxable capacity of the man with Rs. 2,000 
as yearly income will be greater than the collective tauble 
capacity of the other twenty. If the aggregate income of 
Rs. 4,000 were equally divided among the twenty-one men, 
the aggregate taxable capacity would be reduced. This conclu
sion is in accordance with the r.aw of Diminishing Utility, 
according to which a consumer derives a smaller and smaller 
utility from equal units of wealth successively added to his 
stock. A pe.rson obtains less satisfaction from the second 
instalm~nt of Rs. 100 than from the first, and on the same 
parity of reasoning, the man with an yearly income of Rs. 2,00(} 
does not gain nearly twenty times as much utilit,y as does th~ 
man with l.'Jn annual income of Rs. 100. In other worrls, the 
total utility of the fonrier is much less than the aggregate 
of the twenty men. The surphl$ enjoyed by the prosperous 
individual is greater thsn the ::-.ggregate surplus of the 20 men 
combined and thus his taxable capacity is higher. In the 
same way, if two countries are alike in all respects, but if the 
income in one is more unequally distributed than in the other, 
'the taxable capacity of the former will be higher than that of 
the latter. On the same parity of reasoning, the taxable 
capacity of a country like England is higher than the taxable 
capacity of a country like India ; because the distribution of 
income is more unequal in the former than in t.he latter country. 

It does not, however, mean that bec&use inequality makes 
for a greater taxable capa.city, the uneven distribution in 
modern communities is justifiable. .A higher tax2,ble capacity 
in itself is no merit. .A government need not always raise the 
maximum of revenue. .A large amount of revenue in modern 
states is necessary to alleviate the hardship that is partly 
attributable to the existing defective system of distribution. 
If the aggregate income were to be more equally distributed~ 
the motive for higher taxation would be reduced ; and there 
would then be no cause for alarm as one of the main reasons 
for a. large amount of revenue and taxation would have dis
appeared. Poverty would be reduced and the obligations or 
the State to meet the more urgent wants of the poor would be 
pro tanto reduced. 

The taxable capacity of a. nation is also governed by the 
nature of the objects to which the tax revenue is devoted. The 
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purposes to which the bulk of the revenue is devoted may not 
materially reduce the gross wealth and income of the country 
as a whole. A large portion of the revenue may go to the
people of the country in question by way of interest charges. 
on loans raised internally in that country. It, therefore,. 
comes back into the pockets of the people of that country. 
The taxable capacity would be much less if these payments 
went abroad instead of remaining at home. To the extent,. 
therefore, that public expenditure implies internal transferences. 
of income, without actually exhaURting any of the country's. 
resonrces, neither the national income nor the taxable capacity 
suffers any damage. Thus a crude comparison between the. 
tax burdens of different countries is liable to lead to false
conclusions. Some countries may have large foreign debts ;. 
while others may have large internal debts. In the former
case, a large part of the revenue will go out ; while in the
latter case it will remain inside the country. The national 
income and taxable capacity in the former case will be lower
than in the latter case. 

These considerations have even more force when th& 
revenue is spent on reproductive works, e.g., the construction 
of roads, canals, etc. ; and in such cases the burden of taxation. 
cannot be estimated without taking into account the return. 
on the capital outlay spent on such objects. Thus the amount. 
that a country can afford to spend is a relative matter depend
ing upon the objects of expenditure. A country may not b~ 
able to afford money for the army or the navy ; but it would 
be justified in spending a fairly large sum of money on deve
lopmental work, which would ultimately add to the income,.· 
welfare and material and moral prosperity of the nation. 

Finally, the taxable capacity of a country is also mate
rially influenced by political and psychological considerations,. 
which cannot be measured in economic terms. The taxable
capacity of a nation is grPater in war than ·in peace times; 
partly because the amounts, which in peace times, would hav~ 
been devoted to capital extensions and replacements w011Id,. 
in war time! be used for war purposes, and partly because the
people would, out of sentimental and patriotic considerations,. 
cut down the so-called minimum standard of life. Other 
circumstances may have a similar effect in modifying th~ 
view taken of the unprecedented level of taxation. For instance, 
in the post-war depression large sums of money have been spent 
on unemployment, and this expenditure has been met out of 
taxation. 

There are many circumstances which render accurate
comparison of the taxable capacity of different countries very 
difficult, some of which have been referred to above. On& 
diffieulty is that local expenditure is not always included in 
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the publications of governments, which are often the only 
records that can be obtained. The local authorities in one 
country may impose a heavier taxation than in another. 
Further, some central governments give grants-in-aid to local 
bodies ; while others do not. Differences in the accumulated 
wealth, in the relative purchasing power of money, in the 
character of the public services, etc., prevent a really accurate 
comparison being made from the information available from 
the published records. 

The conclusions regarding the taxable capacity may now 
be summarised. The main test is the effect upon the economic 
organisation and productive power of a country. The limit 
of taxable capacity may be said to be exceeded when taxation 
reduces the productive power of the community ; but no 
precise limit of this capacity can be laid down, and the con
ception is a relative one difi.ering from time to time and from 
country to country. The taxable capacity is determined by 
(1) t.he character of the taxation itself; (2) the population 
in relation to the volume of production; (3) the nature of the 
goods and senices produced; (4) the mode of distribution 
of wealth in a State ; (5) the purposes of taxation or the 
objects upon which the revenue is spent; and (6) the political 
and psychological considerations. Some Of these factors can 
be measured ; while others r.re indeterminate. Thus the 
respective taxable capacities of different countries can be 
determined only in a broad general manner ; but nonetheless 
the general conclusions yield useful results. 

MEASultEMENT OF TAXABLE CAPACITY 

The statistical determination of taxable capacity is a 
difficult matter. There are two methods in vogue to measure 
it. One of them is the personal aggregate income method, which 
analyses individual incomes based on income tax returns 
supplemented by statistics of death dutics and other direct 
taxes. This method is pursued in Great Britain, where a 
very efficient system of income tax is in existence derived 
from (1) interest on investments; (2) income from land and 
buildings; (3) profits from agriculture; (4) income from employ· 
ment; -(5) profits from professions; and (6) profits from trade. 
The following table2 shows the taxable capacity for the United 
Ktngdom for the pre-war year 1913-14 and for 1.921-22. 

z Findlay Shirras, The Science of Public Finance, p. 137. 
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TAXABLE CAPACITY OF THE U.K. 

(In£ millioru~) 

Pre-war year 
1913-14 1921-22 1922-23 

1. Dif'lerence between production 
and minimum consumption 750 960 810 

2. Savings for ordinary replace-
ment of and addition to 
capital •• 500 150 140 

Taxable Capacity (1-2) 250 810 670 

3. Actual budget (excluding non· 
tax revenue) 163 964 729 

4. Interest paid on Government 
loans 15 200 200 

5. Redemption of internal debt 
by Government .. 10 100 100 

Effective taxation 3-(4+5) 138 664 429 

Balance 112 146 241 

The results may be summarised as below :-

Pre-war year 
1913-14 1921-22 1922-~3 

Taxable capacity expressed as a 
percentage of the difference be· 
tween production and minimum 
consumption .. 

Effective budget (tax revenue only) 
expressed as a percentage of the 
difference between production and 
consumption • , 

Balance expressed as a percentage 
of taxable capacity 

33 

18 

45 

84 83 

69 53 

18 36 

The second method is known as the production method, 
according to which the various parts of the aggregate produce 
are added up. The following table3 shows the taxable capacity • 
of British India according to this method. 

1 Findll\y Shirras, The Sciei!Cf of Public Finance. p. 146. 
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TAXABLE CAPACITY OF BRITISH INDIA 
(In lakhs of rupees) 

1920-21 
1!110-14 (Census 

Details (Census 1921, a 
1911) distinctly 

bad year) 

1. Income-
Agricultural .. .. 1,412,00 1,715,00 
Non-agricultural .. .. 530,00 883,00 

Total income .. 1,942,00 1 2,598,00 

:2. Allow for minimum consump· 
tion .. .. .. .1,214,00 2,220,00 

3. Allow for seed and manure 141,00 172,00 
4, Allow for replacement of and 

ordinary additions to capital 25,00 45,00 
5. Taxable capacity 1-(2+3+4) 562,00 161,00 
-6. Tax revenue-

Central and Provincial Govts. 79,83 130,15 
Local bodies .. .. 7,17 11,64 

Total .. .. 87,00 141,79 

7. Expenditure on internal debt-
Central and Provincial Govts. 5,61 2l,o4 
Local bodies .. .. 1,70 2,34 

Total .. .. 7,31 23,38 

8. Effective taxation (6-7) .. 79,69 118,61 
9. Balance (5-8) .. .. 482,31 42,39 

1921-22 
(good for 

agriculture, 
but year of 
trade depres· 

sian) 

1,983,00 
883,00 

2,866,00 

2,220,00 
198,00 

55,00 
393,00 

135,30 
11,64 

146,94 

24,27 
2,34 

26,61 

129,33 
272,64 

The figures for taxable capacity and the balance remaining 
untaxed should not lead one to the conclusion that the total 
taxation could reach up to the taxable capacity in case of 
necessity. In this connection, however, Sir Walter Layton, 
the Financial Adviser to the Simon Commission, remarked 
that "though the population of India consists in the main of 
~xtremely poor people, it is at the same time a country in 
which there are large accumulations of wealth on which the 
burden of government rests very lightly ......... The public 
:revenues of India can be substantially increased without 
taxation becoming intolerable, provided its incidence is 
.adjusted to the capacity of the taxpayers to pay and that heavy 
.additional burdens are not put upon primary necessities."' 
It may, however, be remarked that the public revenues of 
India can be increased without making taxation unduly 
intolerable only if they are spent on nation-building activitiefl. 

• Simon Commission Report, Vol. II, para 239. 



CHAPTER VII 

Public Expenditure 

DURING the greater part of the nineteenth century com
-paratively slight attention was paid to public expenditure by 
writers on Political Economy. This important branch of the 
science of finance wa,s not analysed and considered in its proper 
perspective. A study of the theory of public expenditure was 
then not necessary, because the scope of the functions of 
government was very restricted and narrow. In the present 
century, public expenditure has grown very much because of 
the development of the functions of the State in social matters 
as education, sanitation and public health, and in commercial 
and industrial undertakings like railways, irrigation and 
similar other projects. English finance wa,s deeply influ
enced by the social reform which produced old age pensions. 
'fhe march of democracy, the rise of prices, and finally the 
Great War were the main causes responsible for the growth 
in public expenditure in the twentieth century. In the six 
financial years from 31st March, 1914 to 31st March, 1920 
Government expenditure in the United Kingdom exceeded the 
total expenditure for the two and a quarter centuries preced
ing 1914.1 The British national expenditure averaged 
£ 1,500,000 a day in 1914-15 ; while the corresponding figure in 
1917-18 was £6,986,000. The War cost Great Britain over 
£ 10,000 millions. During the five years 1918-19 to 1922-23 
the deficits in India's budgets amounted to Rs. 113 crores. 

During the years 1931 and 1932 there was an unmistakable 
downward trend of expenditure in all countries except· in 
China, Japan, Spain, Italy, Sweden and the U.S. S. R.1 In 
many countries, the depression has been responsible for the 
growth of capital expenditure on public works to serve as a. 
remedy for unemployment ; while in recent years the expendi
ture on armaments has substantially increased. 3 

ECONOfi AND RETRENCIDIENT 

In more recent years, the falling revenues have necessitated 
measures relating to economy and retrenchment ; while the 
Btationary or increasing expenditure on armaments has been 
pressing very hard upon the people. The terms "economy" 
and ''retrenchment" may now be explained. Economy means 

1 F. Shirras, Tht Scienct~ of Public Finance, p. 28, 
t World Economic Stm<ey, 1932-33, p. 11'3. 
*Ibid., p. 174. 
J 
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a wise spending of money so that the greatest possible benefit 
may be obtained from public funds. Economy, therefore, 
implies expenditure which does not involve any waste and 
which confers the best advantage. Retrenchment, on the other 
band, means the removal of superfluous expenditure. A time 
sooner or later comes when the expenditure on existing objects. 
requires scrutiny, and if the expenditure on them is reduced to 
the minimum, the advisability of continuing it further on these 
objects may have to be considered. Then these objects may 
be reduced in number so that expenditure may fall. It will 
then imply economy over expenditure as a whole~ but it will 
mean retrenchment of certain items of expenditure. 

The actual normal expenditure in any given year is largely 
deterntined by historical conditions or by previous legislation. 
The expenditure ,must always be viewed as a whole and the 
conflicting claims must be carefully considered. When 
Gladstone remarked that ''good finance consists more in the 
.spending than in the collecting of revenue," he indicated the 
importance of this principle. Re was, however, living at a. 
time when public expenditure on social objects had not grown 
as much as it is now. .There is generally a tendency to ask 
for more money on the part of public authorities and if they 
get it they spend more than is necessary. The object, there
fore, of a well-organised financial administration should be to 
.take measures to prevent a waste in public expenditure. Before 
placing the expenditure for sanction before the Legislature~ 
a Finance Committee of the House considers the proposals 
for expenditure and in many countries a further check is 
exercised by a Public Accounts Committee of the Legislature 
which follows up any question of audit to which attention 
has been drawn to avoid any improper expenditure of money 
which has already been sanctioned. Such committees have 
nothing to do with matters of policy which do not arise out 
of the accounts. 

PuBLIC AND PRIVATE EXPENDITURE 

Public expenditure differs from private expenditure in 
certain fundamental respects. It is sometimes said that 
private expenditure is deterntined by income, while public 
expenditure determines the amount of income which has to be 
obtained by public authorities. In a broad general way this 
statement is true. In the case of a private individual, there is. 
a minimum expenditure below which be cannot go without 
sacrificing efficiency ; while similarly, a public authority has. 
also to curtail its expenditure to meet financially bad times. 

Public expenditure can also be distinguished from private 
expenditure inasmuch as the- former is of a. compulsory 
character. From a legal point of view, the government of a. 
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country has a claim on all the property and services of its 
subjects, which in practice it does not exercise to avoid resent
ment among people. In practice, it is, therefore, careful not 
tC> over-tax its people. 

Another important difference between public and private 
expenditure is that the former should balance income and 
])Ublic authorities do not seek a profit in the manner that an 
individual would do. 

Further, in the case of public expenditure, special interests 
may be powerful enough to oppose those of the State as a 
whole and thus expenditure may go very high. This is true 
with special reference to defence and also to higher and uni
versity education. In a small degree this is also true of private 
companies. The individual, however, usually spends on what 
he considers to be for his advantage. 

Ordinarily, net advantage governs the expenditure of a. 
private individual who undertakes an occupation which 
appears most advantageous to him taking all things into 
consideration. The State cannot adopt this principle as the 
basis of its expenditure. The State undertakes expenditure 
on law and order and defence ; on objects like education, 
])Ublic health and sanitation ; on undertakings of a quasi
e,ommercial nature like roads, waterways, etc.; and it assists 
agricultural and industrial research and subsidises C<'rtain 
industries. 

The main schools of thought in regard to public expendi
ture may be divided into two classes : one school would 
restrict the functions of Government mainly to the primary 
functions of defence, law and order, public debt and civil 
administration ; while the other school is more generally in 
favour of increasing State intervention. Adam Smith was an 
('Xponent of the former view and according to him the sovereign 
has only three duties to attend to : "first, the duty of protect
ing the society from the violence and invasion of other 
independent societies: secondly, the duty of protecting, as 
far as possible, ev.ery member of the society from the injust,ice 
or oppression of every other member of it, or the duty of 
establishing an exact administration of justice j and, thirdly, 
the duty of erecting and maintaining certain public ·works and 
certain public institutions, which it can never be for the 
interest of any individual, or small number of individuals, to 
erect and maintain, because the profit could never repay any 
npense to any individual, or small number of individuals, 
though it may frequently do much more than repay to a 
great society." The people of this school of thought hold that 
private individuals spend money better than Government. 
Gla.t~stone, a ehampion of Victorian Finance, used to speak of 
lt•a.nng money to fructify in the pockets of the people. Twentieth 



68 PUBLIC FINANCE 

centUry finance has, however, proved that State does spend 
money to advantage and private expenditure is in many cases 
wasteful. Huxley and other German writers go to the opposite 
extreme and the latter would extend the scope of public 
expenditure to new social undertakings and magnify the claims 
of the State against those of the individual. The general 
position, however, is that the State should spend money on 
primary functions, on social services and also on what will 

·increase the material resources of the country. 
Social services are of immence advantage to the State and 

public expenditure on them is a sound investment. "In 
other words, public expenditure should be carried up to the 
point where the advantage to the community of an additional 
dose of expenditure in any direction is counterbalanced by the 
disadvantage of a smaller dose of taxation. This is the ideal 
of public expenditure. A careful system of expenditure should 
always outweigh ·the possible check resulting from taxation 
required to finance it."" 

Public expenditure can bring about large changes in the 
volume and character of production. It should increase 
production. Production .may be increased by expenditure on 
primary functions, because this creates favourable conditions 
for business and wealth production. Production may als() 
be increased by the way in which public expenditure affects 
the community's working and saving power. The expenditure 
on social services may indirectly increase the ability and· the 
desire of people to save. In public expenditure unlike that in 
private expenditure, the future should be discounted as little 
as possible and financiers and legislators should make generous 
provision for the future by cautious expenditure .. 

CANONS OF EXPENDITURE 

There are four important canons which should be kept in 
view in regard to public expenditure :-

1. The Canon of Benefit.-In this case the ideal is 
maximum social advantage. Public expenditure should bring 
important social advantages such as increased production, the 
preservation of social life against external aggression and 

. internal disorder and a reduction in the glaring inequalities of 
incomes. Public funds must be spent in those directions 
which are most advantageous to the public. It does not mean 
that expenditure on primary heads must always have prece
dence over secondary heads of public expenditure. It should 
always be incurred as a whole, and adjudication should be 
made on the various competing claims for the new expenditure. 
According to Nicholson, "The ideal of public expenditure on 

4 F. Shirras, The Science of Public Finance, p. 38. 
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the utilitarian principle would be attained when the public
utility of t~e marginal expenditure in each case is equal. The
ideal is no doubt unattainable, but it is not unthinkable, and 
the jlursuit of it may lead to important practical results. 
Witli.out a beaeon of this kind expenditure may be continued 
in certain. directions long after it is justified by changing condi· 
tions, and the most .necessary reforms may be met with the: 
non-possumus of passive inertia. "5 

It is a rec()gnised rule that no public expenditure should 
be allowed for the benefit of a particular person or a section 
of the community unless (a) the amount is small; (b) a claim 
for the amount can be enforced in a law court ; aud (c) the 
expenditure is in pursuance of a. recognised policy. 

2. The Canon of Economy.-It implies that the same 
vigilance is required in public expenditure as an ordinary 
individual exercises over his own expenditure. It means 
protecting the interests of the taxpayer not only by a judicious 
curtailment of expenditure, but also by e. careful development 
of revenue. In the ca.se of public works, it should be seen 
that the expenditure incurred is necessary and that the rates 
are fair. Too frequent transfers of individuals and offices 
should be avoided in order to save an unnecessary expense 
of taxpayers' money. 

3. The Canon of Sanetion.-This canon implies that n() 
public expenditure should be incurred without proper authority. 
It also implies that no expenditure should be sanctioned 
by an authority which at a later date may incur expenditure 
beyond its own powers of sanction ; and loans should be spent 
only on those objects for which money may be so borrowed~ 
arrangements being made for a proper liquidation of the debts . 

• 4, The Canon of Surplus.-This canon implies ~hat 
deficits in public expenditure should be avoided. In arriving 
at a surplus or deficit the Finance 1\lember should be careful 
not to debit to capital what should properly be met from revenue 
and vice versa ; otherwise it would not be possible to determine 
a true surplus or deficit. The main bet is the avoidance of 
deficits. Public authorities like private citizens must earn their 
living and pay their way. Balanced budgets must be the order 
of the day. The annual expenditure must be met with
out creating fresh credits unrepresented by new assets. The 
Brussels International Financial Conference of 1920 laid down 
"that the country which accepts the poqcy of budget deficits 
is treading the slip}.)('ry path which leads to general ruin i t<> 
escape from that path no sacrifice is too great". .According 
to Gladst{)ne, "It is not from mere extravagance, but it is. 
from disregarding the balance between income and expenditure 

1 Nicholson, Prirteiplu of Political Rcooomy, Vol. III, p. 379. 
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that those cases of financial confusion have arisen in different 
countries which have found their upshot in revolution and 
:ruin. So long as you keep your income up to your expenditure, 
and the people pay their way, in a country like this, if the¥ find 
the burden too heavy, they will take care that you reduce 
expenditure. Therefore, this is the real test and real safeguard, 
and the true corner-stone of all sound finance. "6 

CLASSIFICATION OF PuBLIC EXPENDITURE 

Public expenditure may broadly be divided into (a) primary 
expenditure and (b) secondary expenditure. The former 
includes all expenditure which governments are obliged above 
everything else to undertake and which is absolutely necessary 
for protecting people against internal disorder and external 
attacks, i.e., defence, law and order and the payment of debts. 
&econdary expenditure includes social expenditure, expenditure 
Qn public undertakings and some miscellaneous expenditure. 

The primary functions of Government fall under four 
main classes: (1) defence including naval, military and air 
forces; (2) law and order, including law and justice and police; 
{3) civil administration, tlovering the salaries and allowances 
o0f heads of governments, the charges of secretariats, etc. ; the 
cost of collection of taxes ; and ( 4) debt services. 

Secondary expenditure includes under social expenditure, 
-education, public health, poor relief, famine relief, unemploy
ment insurance, and similar other social services. Public 
-works include concerns of a quasi-commercial or industrial 
nature as railways, canals, ·roads, and other public works, 
posts and telegrap'tls, subsidies for industrial and agricultural 
:research, etc. Under the miscellaneous group are included 
:pension charges, refunds, etc. 
. It may be said without any fear of contradiction that it 
is very difficult to draw up a rigid classification of the different 
types of public expenditure. Many such attempts have been 
made, but they are either so general or hedged in by numerous 
()_ualifications, that their practical value becomes insignificant. 
J, S. Nicholson7 divided public expenditure into the following 
classes- by making revenue as the determining condition. 
•.• First, expenditure without any direct return by way of 
l'evenue, e.g., poor relief, or in extreme cases even with indirect 
loss, e.g., expenditure on war. Second, expenditure without 
direct return, but with indirect benefit to the revenue, e.g., 
ior education ; it beihg supposed that eventually the educated 
.are better taxpayers or cause less expense than paupers or 
.criminals. Third, expenditure with partial direct return, e.g., 

• Quoted by F. Shirras, The Science of Publie Finance, pp. 45, 46. 
7 Principles of Politieal Economy, Bk. V, Chapter XV, Sec. 3. 
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education for which fees are received, subsidised railways that 
pay part of their expense. Fourth, expenditure that obtains 
a full return or in extreme cases yields a profit in addition~ 
e.g., the post office, gas works, and generally State industries.'• 

Another classification is attempted by Professor C. C. 
Plehn,8 who classifies expenditure under the heads of benefit 
rather than of revenue. He regards that expenditure as most 
important which confers a common benefit on all, e.g., defence, 
roads, education ; second, that which confers a special benefit 
on certain classes of people, but which in a way may be. 
regarded as a common benefit, e.g., poor relief and pensions ; 
third, that which confers a special benefit on certain rlasses and 
general benefit on the community as a whole, e.g., administra· 
tion of justice ; and fourth, that which confers a special 
benefit on individuals, e.g., public-owned industries. 

A common division is between productive and unproduc
tive expenditure. A service may be called productive in more> 
senses than one. Some would take profit as the criterion. 
If money on tramways gives some net surplus, the under
taking is called productive, but if the same is run at a loss, 
it is unproductive. This argument has its limitations. Many 
undertakings are of such a nature that their value to the. 
community should not be judged merely by the amount of 
profit that they make, e.g., a good water supply. The expendi
ture may be distinctly productive, even though the publie 
authority appears t~o incur a financial loss. 

These classifications are not thus rigid, but they are over
lapping whether classified according to revenue, benefit or 
product, while several important forms of expenditure cannot. 
satisfactorily be assigned to any one of them. Even. the. 
expenditure on defence might be regarded as a. form of insur
ance premium and might be justified from a. quasi-economie 
point of view. 

EFFECTS OF PUBLIC EXPENDITURE 

Public expenditure has important effects on the production. 
and distribution of wealth and on employment. The effects. 
of public expenditure on production may be considerj.ld from 
three points of view, viz., (1) effects upon ability to work 
and save, (2) effects upon desire to work and save, and (3) 
effects of diversions of economic resources between different 
employments and localities. 

Public f"xpenditure will increase a. man's ability to work 
and save, if it increases his efficiency. This necessita~s a, 
great dt>al of expenditure on socially desirable objects. Grant& 
in money may increase the efficiency, not so much of the direct 

8 ln1roductioK to Publk FinanctJ, Part I, Chapter I, Sec. 61. 
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l'ecipients, as of their children in the future. Hence the case 
for widows' pensions and other similar forms of expenditure. 
Certain payments in kind as educational and medical services 
and the provision of house accommodation at uneconomic 
l'ents would do more at increasing efficiency of the recipients 
than grants in money. 

With regard to the effects of public expenditure upon 
people's desire to WOI'k and save, it may be said that the 
expectation that public expenditure will continue in the futur~ 
has an important influence. The extent of these future 
benefits may be independent of the amount of the recipients' 
future work and saving, e.g., war pensions. Such unconditional 
grants may not increase the desire to work and save, and 
where, the demand for income in terms of efforts is very elastic, 
the desire to work will fall and hence the income of the recipient 
from work will fall by nearly the full amount of the grant. 
,Conditional grants, however, as unemployment and sickness 
benefits, will not decrease the present desire to work, but 
they might even increase it. Again, a grant which increases 
with the future efforts of the recipient, such as a bounty on 
his earnings or savings, would increase his desire to work and 
save unless the demand for income is very elastic. Grants 
()f this kind a.re not, however, feasible in practice. The pros
pect of a grant which decreases with the future efforts of the 
l'ecipient will reduce his desire to work and save. The British 
()ld age pension system acts in this way; but obviously, the 
pension cannot be made payable in full to all persons reaching 
the pensionable a.ge, because it would involve the grant of 
pensions to millionaires. 

We may now consider the effects on production of diver
sions, due to public expenditure, of economic resources as be
tween different employments and localities. The expenditur(l on 
defence, etc., should be governed by the principle of economy, 
otherwise it will reduce people's ability to work and save. 
Grants and subsidies to particular industries may sometimes 
increase production. Thus the diversion through public 
expen!fiture of economic resources into particular employments 
will so:tpetimes increase production. This m!y be done either 
by subsidising private enterprises or by running public enter
prises at a loss, which may be made good by taxation. 

Diversions of a. far-reaching character may be justified to · 
8ecure a more effective provision for the future. This can 
()nly be done by the intervention of public authorities. Thus 
irom the point of view of production, those forms of public 
-expenditure are socially desirable, which will increase pro-
-ductive power more than it would be increased, if the funds 
-were left in private hands. To this category belongs expendi-
ture on debt services, railway development, promotion of 
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industrial and agricultural research, education, public health, 
and unemployment and other kinds of expenditure. 

Diversions of economic resources between different localities 
through public expenditure will sometimes increase productive 
power, e.g., when grants are made by a provincial government 
to a local authority to enable the latter to discharge its 
duties efficiently. The same is the case with regard to grants 
ma.de to poorer localities for education, public health, etc. 

To sum up the discussion it may be said that public 
expenditure in many cases is likely to stimulate production. 
A reasonable amount of expenditure on armed forces creates 
conditions necessary for organised production. In other 
cases, expenditure reacts on production in three ways : first, 
through its effects on people's ability to work and save ; 
second, through its effects on their desire -to work and save ; 
and third, through diversions of economic resources as between 
different employments and localities. Under the first head 
the stimulus to production is obvious, while under the second, 
much depends upon the character both of persons and of 
policy and some slight check to production may take place 
as a result of the expectation of grants. Under the third 
head, there are great possibilities of increasing production 
through judicious expenditure on education, public health and 
the increase of knowledge. Striking a balance, it may be 
said that a wise system of public expenditure will stimulate 
production and will more than compensate the' check resulting 
from the taxation required to finance it, provided taxation is 
well-contrived and judicious. 

PUBLIC EXPENDITURE AND DISTRIBUTION 

Public expenditure has important effects also upo~ the 
distribution of incomes. A progressive money grant system 
reduces the inequality of incomes and so does a. proportional 
or even a mildly regressive grant system ; though a. more 
sharply regressive grant system increases inequality. The 
sharper the progression, the stronger is the tendency to reduc· 
tion in the inequality of income. 

A grant is regressive if, the smaller the recipient's income, 
the smaller the proportionate addition made by the grant ; 
while it is progressive if, the smaller th~ recipient's income, 
the larger the proportionate addition. It is proportional if, 
irrespective of the size of the recipient's income, the propor· 
tionate addition is the same. 

It is diflicult to assess the money value to the recipients 
of grants in kind as free education and medical treatment ; 
but such grants increase the economic welfare of their recipients, 
and also the productive power of the community to a greater 
ext<'nt than probably money grants would do. 
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. .Again, distribution would be aiiected, and the inequality 
-of incomes reduced by educational expenditure which enables 
people to move from the worse paid to the better paid occupa
-tions. Grants may also improve distribution by adjusting 
:individual incomes more closely to individual or family needs 
-during different periods. This is the aim . of much modern 
legislation relating to old age pensions, unemployment bene. 
:fits, etc. . · . 

Certain grants may confer common benefits on all members 
-of a community or of a particular class. The effects of such 
:grants upon distribution are difficult to trace ; but common 
·benefit is sometimes traceable when grants-in-aid from the 
~entral exchequer benefit local rate-payers. · The benefit of 
.security is common· to all members of a community except 
.a few criminals. The greater a man's wealth, the greater is 
·the benefit which he derives from security of possession. But 
-the relative advantage accruing to people of different degrees 
..of wealth from the protection of life and property cannot 
l>e accurately estimated. 

OTHER EFFECTS OF PuBLIC EXPENDITURE 

There is the possibility of steadying the demand for 
labour and thereby reduCing unemployment through public 
-expenditure. Such public expenditure - may increase the 
-economic welfare of those directly affected and may result in 
a. better use of the community's productive resources. This 
:policy may take various forms. 

Firstly, a public authority may keep its own demand for 
-various kinds of labour as steady as possible and it may allow 
it to fluctuate in the inverse direction to the private demand 
ior the same classes of labour. 

Secondly, a public authority may so arrange its ordinary 
-expenditure as between different years, without undertaking 
~pecial enterprises in periods of trade depression, that the 
public demand for the various kinds of labour may fluctuate 
·in the opposite direction to the private demand for the same 
:kinds of labour. This involves only a change in the distribution 
-of thil! expenditure through time, but does not involve any 
;greater public expenditure. 

Thirdly, during periods of bad trade a public authority 
·may itself undertake the construction of public works, or may 
:make grants-in-aid of enterprises undertaken by private firms 
-or by subordinate authorities. In this manner, the increased 
public demand for labour, financed by taxation or by loans, will 
·partly offset the reduced private demand for the same or 
·~ther kinds of labour. To a certain extent this increased 
public demand will itself be offset by a decreased private 
.demand, because loans or the taxes required to finance public 
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works would otherwise have been spent in creating such private 
demand. But only a part would have been spent in that 
manner ; while the other ·would have remained idle. Thus 
there is a net increase in the demand for labour or a net reduc
tion in unemployment inasmuch as accumulated stocks of 
goods are drawn upon which otherwise would have remained 
idle. If these public works are of such a nature that wages. 
form a large proportion of their cost, a given increase in expendi
ture would result in a comparatively large increase in employ· 
ment and in production. 

There is thus a great scope for public authorities to pursue 
a policy which would make tlie demand for labour steady and 
diminish the great waste of productive power, brought about 
by trade depressions. But probably such a policy would not 
be efficacious in reducing unemployment, the main causes of 
which are connected wit.h fluctuations in the value of money. 



CHAPTER VIII 

Public Debts 

.AN important method by which a public authority may 
<Obtain income is by floating loans. The proceeds of such 
-public borrowing form part of public income; while the pay
ment of interest on, and the repayment of the principal of, 
-public debts form part of public expenditure. Nationa.l debts 
(lame into existence when the fl1der method of State hoards ~ 
·decayed. The tendency in early times and in primitive 
·Conditions, with trade and commerce in an undeveloped State, 
·is to hoard. With improvement in trade and commer~e, 
;governments provide only what is required for current. 
-expenses, and to meet ext.raordinary emergencies e.xtraordi
:nary means of raising funds are resorted to. 

States borrow money for temporary requirements, for 
ii!Udden emergencies as war, and for the construction of public 
works which could not be .undertaken if the whole burden were 
to fa11 on the revenues of a particular year. New countries, in 

·-particular, borrow large sums of money for constructing public 
works. Certain peculiarities of State borrowing may be 
-emphasised at this stage. Firstly, the State can compel the 
taxpayer to provide funds which can be subsequently met 
-out of future revenue. Secondly, a State cannot retrench 
.quite so effectively as an individual, although the method of 

· Tetrenchment becomes absolutely indispensable in case of 
deficit budgets and when the proceeds of new taxes are not 
Teadily available. Thirdly, a State may repudiate its debts 
by an act of its legislature and the classic instance in recent 
times on the point is provided by Soviet R-ussia ; but repudia
tion undermines the foundation of credit a.nd is also politically 
-disadvantageous. 

MERITS AND DE~ERITS ·OF . PUBLIC DEBTS 

A J>Ublic debt provides a convenient form of investment. 
'The proceeds of public debt are spent by Government and the 
:income of the debt holders is obtained by means of taxes from 
the property and industry of others. Some economists hold 
-that the property of the public creditor is a portion of the 
national taxes ancl that his riches are at the cost of the public 
which pays the taxes. It may be said that the interest-receiving 
·classes are generally the interest-paying classes in the case of 

-:-an internal debt. The country's national income is not 
.affected by transferring a portion of the wealth of the country 
:from one class of persons to another class though there are 
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eertain indirect effects. In the case of an external loan, how· 
ever, the wealth of the debtor country is reduced when interest 
payments are made to the people of the creditor country. 
Dead weight debt is not a creation of wealth, but there are 
indirect advantages of this kind of debt also. Sometimes 
war debts are nE-cessary to preserve the solidarity of a. nation 
:and for protecting the rights and liberties of the people of a 
country. 

A public debt tends to encourage the establishment of 
banks. Trade follows the flag a.s well as the bank. A Stat.e 
may have to borrow money in exceptional circumstances and 
this may be a sort of stimulus to industry when these loans are 
quickly spent on various objects. It is extravagant to accu
mulat.e debts in periods of rising prices, because the interest 
:as well as the principal sum may have to be paid in periods of 
falling prices when the incomes and the taxpaying capacity 
of the people are reduced. If governments do not raise loans 
from savings, and if they do not obtain revenue from taxation, 
they may create new purchasing power by inflating the currency. 
Inflation reduces the real income of the individual without 
giving a claim for repayment and, therefore, it acts like a tax 
in this respect. 

The purpose of the debt should be taken into view in 
estimating its merits and demerits. The contraction of debts 
by the State does not mean that the capital is unprofitably 
invested. It is very advantageous for undeveloped countries 
to borrow loans to spend same for developmental purposes. 
This investment of capital increases the national income of 
the country by improving its trade and industries. It. is 
sometimes said that public debts tend to make more permanent 
the differences between the interest-receiving and the interest
paying classes, and they are thus open to a social objection. 
But the differences between the two classes are not really so 
pronounced as often imagined and the argument is not, there
fore, of any real significance. 

The question then is : what should be the general principle 
in the raising of loans t Taxation should be raised only as 
much as the nation can bear and abnormal expenditure should, 
as far as possible, be raised from this source. As compared 
with a loan, a tax has the advantage of not leaving any charges 
behind it in the form of repayment of the principal to disturb 
.subsequent budgets. Taxation is preferable to loans if com
merce and industry are not prejudicia.lly affected by increased 
taxation. But there is a. limit to an increase in the amount 
of taxes, and loans are necessary to avoid too rapid an increase 
in taxation. Some systems of taxation can be more easily 
adjusted to increa.sing expenditure than others and an un
.satisfa.ctory system of taxation is a very great impediment 
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in the way of raising adequate revenue through this device. 
A debt should not be allowed to accumulate to such an extent 
that it may consume a very large part of the revenue. 
Hamilton and Ricardo emphasised the great importance of 
taxation over loans in the finances of a State. 

FORMS OF PuBLIC DEBTS 

Public debts may be classified in various ways, but the 
classification cannot be uniform. The various forms into 
which public debts are usually divided are, however, given 
below:-

(a) Voluntary and Involuntary Loans.-A voluntary loan 
is a loan which is issued strictly on business principles and 
the creditor subscribes as much as be likes out of his free will. 
The advantage of this loan is that the investor pays just as. 
much as be wishes. The advantage of a tax is that it does not 
involve any repayment and does not necessitate any provision 
in future budgets. A compulsory or forced loan is one which 
is to be compulsorily made by the creditors to the public 
authority issuing the loan. Such a loan lacks the advantag-es 
of both voluntary loans .and taxes and resort to it is ma.de 
only when voluntary loans and taxes cannot serve the purpose. 
Such loans are now rare. 

(b) Internal and External Loans.-A.n internal loan is one 
held by nationals within a country. The payment of interest 
on an internal loan does not affect the national income and it 
is merely a redistribution of income. An external debt is one 
which is floated outside the country in question. It thus 
means the transfer of wealth from the lending to the borrowing 
country when the loan is made, and a transfer in the reverse 
direction when interest payments fall due or when the principal 
is to be repaid. In the case of external debts a part of the 
income of the debtor country has to be transferred to the 
creditor country in payment of interest or principal, which 
reduces the net income of the debtor country. The burden 
of an external debt is specially heavy and unbearable when it 
has been borrowed for unproductive purposes and does not 
create_its own means of repayment or when it is imposed by 
the authority of a foreign governJD.ent as the war indemnities. 
Such loans create economic and political complexities of the 
first magnitude. The debtor country has to raise revenue by 
taxation, borrowing_ or inflation. Taxation has its limits and 
inflation is specially burdensome for the poorer classes ; while 
further borrowing may not be possible at times, particularly 
when the debtor country is not financially sound. There are 
exchange difficulties also which such debts very often produce. 
The debtor country has to export goods or gold in satisfaction 
of its obligations to foreigners. 
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(c) Produetive or Reproduative ana Unproductive or Dead 
Weight Debt.-Productive or reproductive loans are debts which 
are fully covered by assets of equal or greater value. They are 
easy to repay from the recurring income which they produce. 
The interest on such loans is normally paid out of the income 
derived by the public authority from the ownership of pro
perty or the conduct of the enterprise. Dead weight or 
unproductive debts are those which have no existing assets. 
They are caused by wars and also by deficit budgets. The 
interest on dead weight debt must be obtained from some 
other source of public income and generally from taxation. 

(d) Funded and Unfunded or Floating Debts.-Funded debt 
is one which is repayable at a distant date and for the payment 
of interest on which regular provision is made. Unfunded 
debt is a debt which is repayable within three to twelve months, 
such as Treasury Bills and the Ways and Means Advances 
from the Imperial Bank to the Government of India in antici
pation of revenue payable at -a later period. The dividing 
line between funded and floating d~bt is the period of a year. 
In English official publications funded debt means debt, the 
principal of which will never be repaid ; while unfunded debt 
is one the principal of which must be repaid within a. fixed 
period of time. Unfunded debt is disadvantageous inasmuch 
as its repayment might be difficult in a period of financial crisis 
and it might necessitate borrowing on less favourable terms. 

Governments also borrow money upon annuities. For a. 
certain sum advanced on loan1 governments undertake to 
pay a. specified §Urn for a number of years. .A. contingent 
annuity is one which may be paid over or may be for a. certain 
period as 10, 20 or 50 years. .A. life annuity is one determined 
by the duration of one or more lives. .A. deferred or reversional 
annuity is one that does not commence until after a certain 
period of years or after the death of a person. An annuity in 
possession is one that has already commenced. 

It may be pointed out that a public authority may pur
chase its own securities on the Stock Exchange at any time 
at their current prices and then cancel them even though 
those securities may not be repayable before a certain date. 
To make debts not repayable before a certain date is an addi
tional inducement to lenders, if they think that the rate of 
interest is going to fall. In that case the public authority is 
binding itself not to take advantage of this fall in order to 
~onvert the debt into another at a lower rate of interest. On 
the other hand, to make debts repayable at an early date is 
an additional inducement to lenders, if they anticipate tha.t 
the ra.te of interest is going to rise. A public authority can 
offtir other additional inducements to lenders, e.g., exemption 
from taxation of the income from the securities, the right to 
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tender these securities at a price above the market price in 
payment of taexes, the right of convf'rsion into subsequent 
loans if offered at a higher rate of interest, the right to repay
ment at a premium, etc. Such additional "inducements are 
substitutes for the higher rate of interest on the loan which 
would otherwise have to be offered to induce lenders to come 
forward and subscribe to the loan. 

As a rule public debts bear interest at a fixed rate ; but 
there is a strong case for making the rate of interest on new 
public debts vary in accordance with changes in the general 
rate of interest, or with changes in the general level of prices~ 
or with a combination of both. If the rate is to vary with the 
general rate of interest alone, the date of repayment would be 
a matter of indifference to lenders, It would automatically 
secure the advantage of conversion to the public authority 
when the general rate of interest would fall and to the investors. 
when it would rise. To make the rate vary with the general 
level of prices alone would prevent an increase in the real 
burden of the debt when ,prices fall. This advantage would 
neutralise the disadvantage of preventing a decrease in the 
burden of the debt as prices rise and the public authority 
would then have no inducement to depreciate its currency by 
issuing large quantities of inconvertible paper money. 

THE BURDEN OF PuBLIC DEBTS 

The direct money burden of an external debt is measured 
by the sum of money payments in the form of interest and 
principal to external creditors ; while the direct real burden 
is equal to the loss of· economic welfare, which these money 
payments involve, to members of the debtor country. Money 
payments to be made to the creditors are raised by taxation 
and if a larger share of taxation comes from the rich the direct 
real burden will be smaller than if they are made mainly by 
the poor. In other words, the money payments are used by 
the external creditors to obtain goods and services which would 
otherwise have been used by members of the debtor country. 
The latter are. thus deprived of goods and services to this 
·extent, and the amount of the direct real burden will depend 
on the way in which this deprivation or loss to the debtor 
community is distributed. 

The indirect burden of an external debt arises because of 
the check to the productive power of the debtor community 
caused by the taxation required to meet the debt charges and 
also because of the check to public expenditure which would 
have promoted production. The character of an internal debt 

. is quite different. The debtors and creditors here live in the 
-same community and all transactions in this connection imply 
a series of transfers of wealth within the community. There 
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cannot thus be any direct money burden or money benefit of 
an internal debt, because all the money payments cancel out. 
There will be a direct real burden if the inequality of incomes 
increases as a result of the taxation required to meet the debt 
charges ; while the direct burden is less if the inequality is 
less. The distribution of taxation and the distribution of 
public securities among the various classes of the community 
require examination. If the rich pay in taxes proportionately 
less than the amount, of public securities held by them, 
then there will be a direct real burden. Dr. Dalton summarises 
the position in the following words : "The debt will involve 
a direct real burden or a direct real benefit to the community, 
according as this series of transfers from taxpayers to public 
creditors increases or decreases the inequality of incomes ..... 
If the British debt consisted exclusively of Savings Certificates 
held by wage earners, and if British taxation consisted exclu
sively o( income tax and death duties on the wealthy, the 
British debt transactions would involve a large direct real 
benefit to the community. But the actual facts are very 
different from this, both in this country and elsewhere. Owing 
to the large inequality of incomes, which is a feature of nearly 
all modern communities, public securities are held mainly by 
the wealthier classes. On the other hand, taxation, even if 
progressive, is seldom likely to be so sharply progressive as to 
counterbalance, among the wealthier classes, the income 
derived from the public securities."1 

An internal debt involves an additional and indirect 
burden on a community, because the taxation t:equired for the 
service of the debt checks production by reducing taxpayers' 
ability and desire to work and save and because of the intro
duction of economies in desirable social expenditure, which 
also tends to check productio11. The taxpayers' ability to 
work and save will be reduced ; but that of the creditors will 
be increased through the receipt of the debt payments. It 
might thus be argued that the effect would introduce a state 
of equilibrium ; but this is not so. There is likely to be a 
net loss t.o the community. Where the debt involves a direct 
real burden, it is probable that taxation will reduce personal 
efficiency more than the receipt of debt charges will increase 
it. Thus there would be a net loss in ability to work, while 
the ability to saYe would be unaffected by the transfer of income. · 

Turning from effects upon ability to effects upon desire 
to work and saYe, it may be said that the position is more 
unsatito;factory. On the whole, taxation is likely to check the 
desire to work and saYe. In the case of internal creditors, the 
prospect of receiving an annual income, irrespective of any 

1 Publit Finantt, pp. 191, 192. 
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work or saving which they may perform, is not likely to increase 
their desire to work and save. Probably it might reduce it 
and thus cause a further loss to production and a further 
increase in the indirect burden of the debt. · 

To come to dead weight public debts, it may be said that 
they originate in war times when both the general level of 
prices and interest rates are very high, the former owing to 
reduced production combined with floods of paper money, 
and the latter owing to shortage of real capital combined with 
a large and inelastic government demand for loans. A dead 
weight debt thus involves both a direct real burden and an 
indirect burden upon the debtor community, and the larger 
the debt, the heavier is the burden. If it remains unpaid 
for a long time, the burden is likely to increase in the following 
period of falling prices when a larger quantity of goods and 
services will be required to satisfy a given amount of debt. 
Thus dead weight public debts should not be lightly created. 

In peace times the financing of schemes of economic 
development by internal loans stands on a more legitimate 
footing. There is no burden on the community as the assets 
give an income sufficient to cover the debt charges. Even 
in such cases, it would be better to rely more on taxes and less 
on loans so that on the maturity of the schemes there might 
be a positive benefit due to compulsory and collective saving. 
Where, however, the new expenditure is large and variable 
from year to year, taxation should yield place to internal 
1oans, provided their repayment within a. reasonable time is 
-ensured. 

METHODS OF ESTIMATING .THE BURDEN OF PuBLIC DEBTS 

There are various methods of estimating the comparative 
burden of public debts. One method is to compare the nominal 
-capital of the debt in various countries. A second method is 
to take the per capita debt. The per capita interest charges are 
.small and are seldom taken as a basis for comparison. The 
growth of population, the increase in wealth, and public 
assets available for liquidation should be kept in view in 
<lomparing one year with another and one country with 
another. 

The annual debt charges in their relation to national 
income is another basis of comparison. If the per capita 
figures alone are taken, the relative income and wealth of the 
two countries are omitted and hence this method is efficacious. 
The proportion of annual state expenditure spent on debt is 
another useful index of the burden of debt. Other methods 
have also been suggested, such as a comparison of the actual 
or market value of the debts. The market price refers only 
to a small amount of the total debt which is in the market for 
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sale. A comparison based on the relative proportions of 
internal and external debts is also difficult. The conclusion 
is that no one method should be adopted by itself as a basis of 
comparison ; but a combination of the various methods would 
prove useful. Perhaps the most useful are the methods of 
(1) taking the ratio of national debt to national wealth and 
income, and (2) the percentage of expenditure on the debt 
service to total ordinary expenditure. 

THE REPAYMENT OF PUBLIC DEBTS 

The burden of public debts may be lightened in four ways. 
One of those methods is to repay them. In this connection 
the chief decision to be taken is how fast repayment shall 
proceed. In the case of an external debt, the rate of repayment 
depends upon the wealth of the debtor community in relation 
to the amount of the debt. The greater the wealth, and the 
smaller the debt, the faster should it be paid off, and vice 
versa. The rate at which an internal debt should be repaid 
depends upon different considerations; because here repay
ment involves only a tr~tnsfer of wealth within the community. 
In this connection there is a strong case for rapid repayment 
irrespective of the wealth of the community and of the size of 
the debt. If the debt is repaid only slowly, the burden of 
interest payment will decrease slowly and will continue for a long 
time. Thus the check to beneficial social expenditure a.nd to 
productivity will continue for a long time. If, on the other 
hand, the debt is repaid rapidly by special but short-lived 
taxation, the burden of interest payments will diminish rapidly. 
The burden of taxation will be heavy while it lasts, but will 
not last long. The check to productivity and to beneficial 
public l'Xpenditure will, tlwrefore, be grl'atly reduced i!l a. 
comparativl'ly short period of time. 

A second method of escape from the burden of debts is to 
repudiate them in full or in part. This is inequitable because 
it hits bard only one class of property owners; while it leaves 
others unaffected. If all contracts involving payments to 
property owners are repudiated simultaneously, no discrimina
tion is involved; but this would entail a social revolution the 
effects of which would be harmful for all classes of people. 

There are economic consequencl's also of a policy of 
r('pudiation. The future floatation of loans would become 
almost impossible as the credit of the repudiating authority 
would be damaged bl'yond repair. In the case of external 
loans, there is a dan~er of provoking aggressive action against 
the repudiating public authority on the part of the aggrieved 
foreign creditors. The methods of aggression may be overt 
military action, secret support of the l'nemies of the public 
authority, trade boycott, campaigns of propaganda., etc. 
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The same arguments apply, though with a diminished 
force, to such partial repudiation as a reduction in the rate of 
interest or the reduction of the burden of debt by currency 
depreciation through currency inflation. Except as a mere 
incident in a social revolution, an effective demand for the 
repudiation of an internal debt is ·not likely to arise. A 
movement for the repudiation of an external debt may arise 
when the debt is a legacy of war and when the debtor commu
nity develops a sufficient military strength. The existence 
of international indebtedness is, therefore, a source of danger 
to the world's financial stability and to its peace. 

A third method of escape from the burden of public debts 
is conversion, i.e., the reduction of the annual debt burden 
in the form of interest to a minimum. This is a method 
pursued by all financially sound countries, which are always 
on the alert to see whether conversion is possible and the 
extent to which the rate of interest may be reduced to effect 
a saving in debt charges. For this purpose the price movements 
of the securities of various public authorities have to be closely 
watched.· 

PRINCIPLES OF CONVERSION 

A fundamental principle of conversion is that the financier 
should keep in close touch with the money market with a view 
to reduce the annual burden of debt. Secondly, in considering 
whether the policy of conversion should be followed or not, 
it is necessary to keep in view the probable course of interest 
rates, taxation and prices. Lar~ holders like banks, insurance 
companies, etc., should take into account the probable tendency 
of interest rates in the long run as well as in the near future. 
Thirdly, the capital of the debt in making conversions should 
not be increased except for good reasons. Finally, the con
version should be as simple. as possible. A reduction in the 
rate of interest if accompanied by a guarantee against a further 
conversion for a certain period will ensure a successful con
version. A variety of loans at varying rates of interest may 
be consolidated into a single debt of uniform interest. In 
1757,_greater uniformity was introduced into the system of 
British public debt, when several classes of debt were consoli· 
dated into one loan bearing a uniform rate of 3 per cent. and 
this operation gave rise to the term "consols". 

Capital levy is another method of escaping the burden of 
public debts. The growth in public debts and the consequently 
heavy interest charges have made the question of the repay
ment of War debts an urgent one. Above a certain level of 
exemption, individuals should be taxed on a progressive scale 
upon an assessment based upon their net wealth. Wealth in 
this case is to be interpreted to mean capital rather than income. 
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Such a debt redemption levy has also been described as antici
pated death duties and as one writer phrases it, a. law would 
be passed, "by which every man and woms.n of a. suitable 
degree of wealth would be deemed to die, and to come to life 
again next morning as the fortunate heir to his own property 
on payment of an appropriate ransom."2 Relief would be 
given to trade and industry consequent upon the remission of 
taxation made possible by the extinction of debt and the 
ces~ation of interest. This reduction in taxation in the future 
would reduce the evil effects of taxation on production and 
thus it would be possible to devot.e money to social services 
to a greater extent. 

The case for and against a capital levy has been ably set out 
by many writers. The British Labour Party proposed to have 
a special levy on accumulated wealth, the limit of exemption 
being £5,000. Beyond this exemption, there was to be pro
gressive taxation. Dr. Dalton in his Capital Levy Explained 
deals with the whole subject in a thorough manner ; while 
the treatment of the subject by Prof. Pigou in his Capital 
Levy and a Levy on War Wealth is also masterly. A Select 
Committee of the House of Commons also in 1920 thoroughly 
thrashed out the subject and formulated a case for capital 
levy. The arguments for and against a capital levy may now 
be set forth in a summary form. 

It is argued that it is most unfair that millions of men who 
fought in the War must work to provide interest on money 
which the lenders were able to lend in large amounts while the 
former were fighting. "If it was right that young men should 
give their lives, it was right that rich men should give their 
wealth in taxation, instead of being invited to make a. profit
able investment."8 Another argument in favour of a. capital 
levy is that with a general fall in prices the burden of debt 
wtll increase and the holders of Government securities will 
gain still more at the cost of the general taxpayer. Thus 
a capital levy is regarded as expedient. 

Some writers hold that in order to secure a rapid reduction 
of the debt, the contributors to such a. levy should be encouraged 
to pay as soon as p-ossible and should be required to pay in 
full within a reasonably short period of time. The normal 
period of payment should be extended where payment within 
the normal period would seriously injure the business of 
individual contributors. Interest will have to be paid on the 
sum outstanding at the end of the normal period in such cases. 
The amount of the future instalments would depend upon the 

' Dalkln, Publw Finane,, p. 203. 
1 Labour and lhl War Debt, p. 5 (The Labour Pa.rty, 33 Eccleston· 

SquiU'e, London, S.W.l.), quoted by F. Shi.rras. . 
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wealth of the contributor at the time of assessment and not 
upon his future activities. Thus the payment of these instal· 
ments for a longer period would not check production. 

The main objection to a capital levy is its effect on capital 
and credit. Prof. Findlay Shirras sets out the case against a 
capital levy in the following words : "Traders use War debt 
to finance their business, and if t.he War loan were handed 
over to Government they would be deprived of this. Thus 
a capital levy would involve a violent deflation of credit, and 
in the long run a scaling down of wages and prices. Govern· 
ment securities held by banks in the form of Treasury Bills, etc., 
would not be available for industry for the simple reason that 
they would cease to exist. Bank deposits would be reduced, 
and it would be necessary for banks to curtail their loans. 
The result of this severe deflation of credit is an equally rapid 
fall in prices, with loss to industry and dislocation and probably 
unemployment. The trade of a country is carried on with 
the capital in the bands of citizens, and the destruction of this 
capital, if paid in War debt, would certainly lead to a decrease 
of credit in the hands of the mercantile community. If the 
levy is paid in other securities these would probably be kept 
for sale by Government, in which case they would depress the 
prices of all securities, or their dividends and interest would 
be devoted to the payment of interest on War debt."' 

Another adverse effect of a capital levy on an organised 
money market like the London Money Market would be to 
prevent the inflow of capital from abroad. This would affect 
industry and commerce adversely permanently or at least 
for a long period. Thus it appears to be better to repay debt 
every year out of a surplus which must be made from income 
aftd not from capital. An internal debt is generally spent or 
invested in the country which increases wages and employment, 
and thus the interest thereon is not a dead loss to the country. 

There are other reasons also why a capital levy should not 
be introduced and one of them is that it penalises thrift. Those 
who do not save are not taxed, and at the present time thrift 
is indispensable to promote prosperity. "The shadow of 
uncertain levies discourages the accumulation of capital, and 
industrial expansion is hindered." 

It is also pointed out that the cost of collection would be 
high and perhaps ass~ssment would not be possible ex.cept by 
computing from the mcome-tax returns. The Comlllittee on 
Increase of War Wealth pointed out that though the adminis
tration of such a tax would involve many difficulties, yet they 
would not be insurmountable. At present, however, the question 
of a. capital levy or of a. levy on War wealth does not arise. 

' F. Shi.rras, The Science of Public Finance, pp. 546, 54 7. 
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The main argument against a capital levy is that it would 
imply a violent reduction in values as it would result in currency 
deflation to a very large extent. Wages and prices would 
fall, and the borrowing capacity of .traders would be reduced 
considerably owing to the loss of working capital. What is 
necessary at present is a plentiful and cheap supply of capital. 
The War debt now being a part of the economic system of a. 
.country, it is doubtful whether at the present time the intro· 
duction of a capital levy would be advantageous. "It would 
be a case of burning your house to roast your pig, and it would 
be far better to reduce greatly the debt by a sinking fund and 
to exercise the strictest economy." A levy should be kept 
only for a time of emergency ; but at the present time an easy 
money market is necessary and a levy is not efficacious in a 
-period of trade depression such as is now prevailing. "The 
greater productiveness of industry and the greater well-being 
of the community are the real sinking funds which a wise 
Government should exert itself to build up and encourage, 
and this will be best done by giving all that freedom to industry 
that is consistent with right and justice." The Committee 
on War Finance appointed by the American Economic Asso· 
eiation in 1918 to consider the proposal for a capital levy 
reported against its introduction. The time for a capital levy 
was suitable immediately after the War when people had made 
fat profits ; but that opportunity was allowed to slip and now 
-probably the discussion of a capital levy is only of academio 
and not of practical importance. 
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CHAPTER IX 

The System of Public Finance in India 

EcoNOMIC and social conditions in every country control 
the structure of public finance in a great measure and the 
-prominent features of the Indian situation which influence 
and explain the general financial system of British India may 
be assembled before attempting a more detailed description. 
The predominantly rural character of the country ; the vast 
importance of the agricultural industry ; the low standard of 
living of the masses, and their poverty ; and the long tradition 
-of centralised administration have deeply affected the nature 
-of the fiscal arrangements in India. 

Though India is recognised by the League of Nations to 
·be one of the eight principal industrial countries of the world, 
more than 70 per cent. of her population still depends on agri· 
~ulture. The exports consist mostly of agricultural produce ; 
while the bulk of the imports consists of manufactured goods. 
The isolation of Indian villages is being modified by motor 
transport; "but motor traffic from Indian villages is sti1l 
-confined to passengers, and there has been as yet no marked 
-extension of mechanical transport of goods. Thus, the Indian. 
village is still, to a large extent, economically self-sufficient, and 
normally consumes what is grown in its own vicinity."1 

The monsoon has a great influence upon the Indian budget, 
because in spite of the security against the vagaries of nature 
in the form of the organisation of the famine relief operations, 
the exte-nsion of irrigation arrangements and of railways, ·the 
growth of industries, the mobility of labour, etc., more than 
four-fifths of the cultivated area of the country depends upon 
a preearious rainfall. When the monsoon is about to break, 
its arrival continues to be a matter of deep concern not only 
to the cultivator and administrator, but also to the finance 
member. 

All this has a great influence upon the methods and calcu
lation of public finance. The central and provincial budgets 
are adversely affected by an unfavourable monsoon. This 
lll{'ans a great deal of expenditure on famine relief works and 
involves suspensions and remissions of land revenue. It also 
implies a fall in the internal and foreign trade and a reduction 
in the railway earnings and the profits of commerce. The 
loss of revenue e.ontinues in the subsequent year also. For 

1 Rtport of tht Indian Statutory Commissum., Vol. I, Part V1 
.Chapter I, page 332. 
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this reason, the Indian budget estimates have been described 
as "gambling in rain," and though the risk has been redistri
buted by the prevailing arrangements, the uncertainty of the 
monsoon is still ::. serious and disturbing factor in budgetary 
calculations. 

The standard of living of the masses is very low a~d poor 
as shown by the estimates of the annual per capita income 
for British India. given below :-

Year Annual per capita income 
190l-o2 Rs. 30 
1920-21 " 107 
1921-22 , 116 and Rs. 7 4 for India as a whole. 

Thus "even if the most optimistic of the above estimates 
is adopted, the result is that the average income of India per 
head in 1922 was equivalent, at the prevailing rate of exchange~ 
to less than £8, while the corresponding figure for Great 
Britain was £95. The contrast remains startling, even after 
allowing for the difference between the range of needs to be 
satisfied." 

There is a great disp'arity in the incomes of different classes. 
of people and also in the distribution of taxation. A cultivator 
pays a substantial portion of his income from land to the
State and bears the burden of the indirect taxation while the
land holder in permanently settled areas "may pay to the· 

• State a merely nominal charge fixed over a century ago and 
declared to be unalterable for ever, while his agricultural 
income is totally exempt from income-tax". There is also an 
absence of death duties in India. Thus the predominance of 
agriculture and the poverty of the masses explain why Indian 
revenues are largely derived from land and from taxes on 
consumption. The scope of internal excises has been limited 
to a few articles as salt, kerosene oil, etc., on account of the 
self-sufficiency of the Indian villages ; while income tax has. 
not been as important a source of revenue as in the industrialised 
countries of the West. 

The system of Indian public finance has also been affected 
by the tradition of centralisation of administration. From 
very early times it has seemed natural that the prevailing
financial system should be imposed by the decrees of a distant 
authority and applied in every district under the orders of the 
Central Government. Thus the Indian villager has been 
accustomed to look to the State for help and it is by the orders 
of Government that he has been accustomed to pay his contri
butions. There has been a devolution of power to local bodies~ 
but an adequate system of local finance bas not yet been. 
evolved. The local authorities are disposed to look for help 
to the Government. In British India, local rates of all kind11, 
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urban as well as rural, produced in 1927-28 £12l millions, 
which means a. little more than the income from rates in that 
year of the London County Council alone. 

INDIAN FISCAL SYSTEM BEFORE THE REFORMS 

In the pre-Moghul times, land revenue was collected in 
grain. Later on, this system gave place to payments in cash 
and the assessment began to be fixed for a number of years. 
The most notable reforms are associated with the name of 
Raja Todar Mal, the Finance Minister of Emperor Akbar. 
"In the revenue system established by him, we can discern 
in faint outline many of the distinguishing characteristics of 
the more scientific methods elaborated under British rule, 
two centuries later.· Akbar had the land carefully measured 
and classified according to the fertility of the soil, and introduced 
a system of decennial settlements, the assessment being fixed 
at one-third of the normal produce commuted into money." 
A chaotic state of affairs came into existence when the Moghul 
Empire was in dec~y. This system of revenue administration 
has been described as a "disorganised scramble for the greatest 
amount of income which would be wrung from the land".s 

GENESIS OF PERMANENT SETTLEllffiNT 

This was the, c.ondition when the East India Company 
assumed the Diwani of Bengal in 1765. Land revenue was 
the main source of the income of the State. It was collected 
by the zemindars who intervened between the Government, 
and the cultivators. In 1793 Lord Cornawallis recommended 
that the land revenue t.o be paid by the zemindars to the State 
should be fixed permanently, the amount to be determined on 
the basis of the actual collections of previous years. +he 
Permanent Settlement Regulation I of 1793 was enacted under 
which the zemindars were made full proprietors of the areas 
over which their revenue collection extended, subject to the 
payment of land revenue. Their lands were liable to be sold 
for failure of payment of land .revenue. The assessment was 
also declared to be unalterable for ever. It was 10/llths of 
what t.he zemindar received from the ryot by way of rent, 
the rl:'maining 1/llth being retained as the return for his 
trouble and responsibility. The assessments were based on 
inadl:'quate data and in the early years the system did not work 
well. The rl:'sult was sub-infeudation under which the zemindars 
shared the land revenue burden by subletting the land. , 

Tbe low cost of collection -and the punctuality of payment 
of land revenue were the features of the system which appealed 
to the bm.iness instincts of the Company. Further experiments 

1 ImpnWl Gazetret>r, Yol. IV, p. 206, quoted in the Report of thll 
Indi4n Statutory Commisaion, Vol. I, pagA 338. 
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in this direction in Madras met failures. Meanwhile Sir 
Thomas Munro had introduced in certain parts of Madras a 
system of direct settlements with the cultivators themselves. 
This system, introduced in the greater portion of the Madras 
Presidency, Bombay Presidency and Burma, is commonly 
known as the ryotwari system. Its distinctive feature is 
t.hat the Government deals direct with the cultivator or the 
ryot and the subletting of land is not prevented. The settle
ment is periodically revised. 

In Oudh, there were petty rulers who had been allowed 
to contract for a sum of revenue and were called Taluqdars. 
Over the rest of the province, there were bodies of villagers 
elaiming descent from some common ancestor and they were 
in possession of the village area. The British merely recog
nised the proprietary rights of these individuals and bodies 
and made them jointly and severally liable for the payment 
of land revenue. In the Central Provinces, under the Mahratta 
administration which preceded the British, the revenues of 
the villages had been farmed out to individuals, who in course 
of time had acquired a quasi-proprietary position. They were 
made responsible for payment of land revenue. The Indian 
land revenue system is thus largely an inheritance from pre- · 
"British rulers and this factor explains its development on 
divergent lines in different provinces. · 

Other pre-British sources of revenue acquired by the 
East India Company in 1765 were royalties on salt, customs 
and internal transit duties. The latter were abolished in 
1842, but the former two continued to expand. · IJand revenue 
at the time of the Mutiny was by far the most important 
source of income, yielding about two-thirds of the total revenue 
of the country, while salt and opium contributed over a fourth. 

When the control was transferred to the Crown in 1858, 
the Governor-General-in-Council retained complete control 
over the provincial expenditure and revenues. Provincial 
governments remained entirely dependent on annual allot
ments by the Central Government for the maintenance of their 
administration and even the most trivial expenditure required 
the sanction of the Government of India. The financial 
history of the next sixty years is very largely a history of the 
growth of the financial authority of the provincial governments. 
An important feature of this financial devolution was the 
development of a system of allocation known as "Provincial 
Financial Settlements"~ The main stages of this devolution 
are given below :-

MR. WILSON'S REFORMS 

In 1859-60 the military charges absorbed over 50 per cent. 
of the total Indian revenues and the burden of debt had grown 
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very heavy. Budget deficits bad become the rule and when 
l\ir.' James Wilson became the Finance Minister of India. in 
1859, his first task was to restore the financial equilibrium. 
He made drastic reductions in the military and civil expendi
ture, reformed the customs tariff and introduced the income
tax for the first time in the Indian financial llystem. Re also 
created a State paper currency and established a new system 
of accounts and audit board. The control of the CE'ntral 
Government over the provincial income and expenditure was, 
however, reta.ined. 

DECENTRALISATION 

In 1870, the first important step towards financial devo
lution was undertaken in India. The administration of certain 
departments was transferred to the provincial governments, 
which were given a fixed grant for this purpose, in addition to 
the departmental receipts. The provincial departments 
including education, police and medical services yielded little 
revenue and provided no inducement to' the provincial govern
ments to develop their own resources. 

In 1877 a further step was taken under the Viceroyalty 
of Lord r~ytton. Important heads of revenue, such as stamp 
duties, alcoholic excises and income tax collected in the pro
vinces, were provincialised and the responsibility of provinces 
regarding expenditure was further extended. Fixed grants 
continued still in most of the provinces. 

The system of divided heads of revenue was evolved 
from 1882. The problem was to provide funds for the Central 
Government aud for the provincial governments, which were 
subordinate to the central authority, but nonetheless had some 
expenditure to meet. The method adopted is described 
below:-

" To meet its own expenditure, the Government of India 
retains, in the first place, the entire profits of the commercial 
department~ and, secondly, all the revenues whose locale is 
no guide to its true incidence, such as the net receipts from 
customs, salt and opium. The income derived from these
sources is, however, insufficient to cover the cost of the imperial 
services, and an arrangement had therefore to be made by • 
which the other sources of revenue should be distributed 
betw .. en the Central and the various provincial governments/' 

The provincial heads regarding expenditure in the pre· 
vious years were ascertained and adequate revenues wer<~ 
assigned for this purpose. This system of doles made those 
provinct>s bt>tter off which exercised the greatest pressure upon 
the lwa.dquart~rs and there was no incentive to economy. 

The functions of the provincial governments gradually 
in(·r<>a.sed and financial settlt>ments with them began to assume 
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a. quasi-permanent character. Up to 1921, however, recurring 
and non-recurring special grants remained an important feature 
of the system. They were utilised for stimulating and con
trolling the development of provincial services, e.g., education 
and sanitation. 

FINANCIAL DEVOLUTION UNDER THE REFORMS 

The authors of the Montagu-Chelmsford Report, which is 
the most important landmark in the history of financial devo· 
lution in India, wrote :-

"The existing financial relations between the Central and 
provincial governments must be changed if the popular principle 
in government is to have fair play in the provinces. The present 
settlements by which the Indian and provincial governments 
share the proceeds of certain heads of revenues are based 
primarily on the, estimated needs of the provinces, and the 
Government of India disposes of the surplus. This system 
necessarily involves control and interference by the Indian 
Government in provincial matters. An arrangement, which 
has on the whole worked successfully between two official 
governments, would be quite impossible between a popular 
and an official government. Our first aim has, therefore, 
been to find some means of entirely separating the resources 
of the Central and provincial governments."3 . 

The object was to estimate the expenditure for central 
services and to find resources to meet same. All other revenues 
were to be given over to the provincial governments, which 
should be made wholly responsible for provincial services. A 
complete separation was in theory regarded as desirable and . 
the difference of opinion related to the question of carrying 
it out into practice. The divided heads were recommended 
to be abolished, and subjects were divided into "central" and 
"provincial". Customs, non-alcoholic excise including salt, 
income tax, general stamp duties, receipts from railways, 
posts and telegraphs were to be assigned to the Central Govern
ment. Land revenue, irrigation, alcoholic excise, forests, 
court- fee stamps, registration fees, etc., were to be entirely 
P!'Ovincial sources of revenue. 

This would mean a deficit in the Central budget and as a 
transitional measure the system of provincial contributions 
was recommended. Such contributions were to be a definite 
proportion of the estimated provincial surplus, i.e., of the 
difference between the estimated gross revenue of each pro
vinc~, under the new scheme of distribution, and that pro
vince's estimated normal expenditure. Certain subjects of 
taxation were to. be reser.ved for the provinces, but the 

3 Momagu-Chelmsjord Report, para. 200. 
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residuary powers of taxation were to be retained in the hands 
of the Central Government. 

THE ltiESTON COMMITTEE 

The Meston Committee was appointed to devise a scheme 
of provincial contributions and it endorsed the conclusions of 
the Montagu-Chelmsford Report and advised against a divi
sion of income-tax proceeds. The initial contributions were 
recommended to be assessed on the "increased spending power" 
of each province re11ulting from the new scheme of distribution, 
i.e., the additional income which each province would get on 
the separation of the sourcef! of revenue. These contributions 
were to be reduced or increased over a period of seven years 
so as to conform to certain standard proportions based on the 
relative taxable capacity of the provinces. 

The Joint Select Committee accepted the scheme of 
initial contributions and considered that the ideal proportions 
should be reached not by a process of redistribution, but by 
a gradual reduction of the aggregate contribution. The aim 
should be the abolition of these contributions and not a per
petuation of standard contributions. 

The Devolution Rules govern the distribution of the sources 
of revenue between the centre and the provinces and the pro
vincial reYenues consist of the following :-· 

"(1) Receipts aecruing in respect of provincial subjects 
(which include irrigation, land revenue, forests, excise on 
alcoholic liquors and narcotics, stamps and minerals). 

"(2) A share in the growth of revenue derived from income-. 
tax collected in the provinces, so far as that growth is attri· 
butable to an increase in the amount of income assessed. 

"(3) The proceeds of any taxes which may be lawfully 
imposed for provincial purposes." 

The central sources include customs, income-tax, salt, 
posts and telegraphs, railways and opium. They also include 
an item reserving to the Central Government all matters not 
included among provincial subjects. 

The Devolution Rules also provided for the payment of 
provincial Mntributions to the Central Government. These 
eontributions varied in amount from 348 lakhs of rupees in 
the case of Madras, 24(1 lakhs in the case of the (T. P., and 
175 lakhs in the case of the Punjab, to 63 lakhs from Bengal, 
56 lakhs from Bombay, 22 lakhs from the C. P. and 15 from 
Assam. There was no contribution from Bihar and Orissa. 
Under emergencies the Government of India with the previous 
sanction of the Secretary of State could raise the contribution 
of any province. · 

4 
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JOINT VB. SEP !RATE PURSE 

The Joint Report provided that the provincial budget 
was to be framed by the Executive Government as a whole. 
The provincial contribution was to be the first charge on the 
provincial revenues and the supply for reserved subjects came 
next. The Ministers were to allocate the supply for the 
transferred subjects, and in collaboration with the Governor, 
were also to decide the imposition of new taxes. 

The Government did not accept this method and prepared 
the division of provincial resources, but the troint Select Com
mittee did not endorse the suggestion of the Government. It 
recommended that the Governor should allocate a definite 
proportion of the revenue to the two sides, unless agreement 
could be reached between them without his intervention. 
The Act embodied this scheme and in each Governor's pro
vince the two sides confer on this matter and try to reach an 
agreement on the amounts of the estimates to be put forward 
by the different departments. The finance department collates 
the various demands and the Governor promotes the spirit of 
adjustment. The Governor in no province has had to resort 
to this power of allocating the available funds in a proper 
manner ; and the two sides of Government have reached 
agreements without his intervention. 

FISCAL DEVEI.OPMENT SINCE THE REFORMS 

The provinces were expected to have substantial initial 
surpluses with which the nation-building services could be 
developed. Circumstances, however, made their realisation 
impossible. The construction work suspended in the War had 
to be resumed after its termination and the currency fluctua
tions impeded industrial and commercial development which 
seriously disturbed the financial situation. The following 
table brings out the consequences of the adverse circum
stances:-

Madras 
Bombay 
Bengal 
U.P. 
Punjab 
Burma. 
Bihar and Orissa. 
O.P. 
Assam 

(In Lakhs of Rupees) 
Estimates by Meston Committee 

of increased spending power 
gained by the provinces 

under its scheme 

+228 
+ 37 
+ 41 
+157 
+114 
+182 
+ 51 
+ 30 
+ 21 

Actual surplus ( +) 
or deficit (-) 
in 1921-22 

- 99 
-191 
-215 
-148 
-·111 
+ 14 

15 
24 
24 
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The consequence was that financial equilibrium had to be 
established by retrenchment and in place of there being any 
marked development of nation-building services, expenditure 
on the transferred departments at the end of 1923-24 was 
less than in the year 1921-22 as shown by the following 
figures:-

EXPENDITURE ON TRANSFERRED DEPARTMENTS 

(In Lakhs of Rupees) 
1921-22 1923-24 

'Madras 428 418 
Bombay 561 4 78 
Bengal 352 321 
U. P. 352 314 
~~~ 007 2~ 

There was a great agitation against the Meston Settlement 
and the provinces were very much against the scheme of con
tributions. The Muddiman Committee observed in this con
nection as follows :-

"It is due to it (i.e., the Meston Settlement) that Ministers 
have been unable to enter upon a policy of progressive develop
ment in the spheres of administration committed to their care. 
If they had been able to do so, they would have been able to 
provide an answer to those critics who have reiterated the 
allegation that the reforms were a sham, and they would also 
have been able to consolidate their position or else have been 
required to make way for other ministers who could have 
enunciated a. policy more acceptable to the Councils which 
would incidentally have assit;ted in the establishment of the 
responsibility of the ministers to the Councils." · 

CENTRAL FINANCE 

The situation regarding central finance was equally 
embarrassing. For three successive years before the introdu~ 
tion of the Reforms, there were budget deficits aggregating 
over Rs. 55 crores. The military expenditure in 1921-22 
stood a.t Rs. 71 crores being slightly more than the entire net 
revenue of the Government excludin ~ the provincial contribu
tions. In the first Reforms budget, additional taxation 
mostly under cust<lms had to be imposed. Later on, the in
come-tax and super-tax rates were increased and duties on 
sugar, machinery, wat-ches, etc., had to be increased. Still 
the budget could not be balanced. The result was the appoint
ment of the Inchcape Committee which recommended retrench
ment to the extent of Rs. 19 crores in the Central expenditure. 
There was gradually an improvement in the situation with the 
result that the cott<ln excise duty was abolished in 1923 and 
the provincial contributions in 1928. 
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FiscAL CONVENTION 

The Joint-Select Committee had 1·ecommended that in 
the case of agreement between the Government and the legis
lature in India, the Secretary of State should not intervene in 
matters of purely Indian interests. This is clear by the 
ex~ct from the report of the Committee which runs as 
below:-

"Wbatever be the right fiscal policy for India, for the 
needs of her consumers as well as for her manufacturers, it is 
quite clear that she should have the same liberty to consider 
her interests as Great Britain, Australia, New Zealand, Canada 
and South Mrica. In the opinion of the Committee, therefore, 
the Secretary of State should, as far as possible, avoid inter
ference on this subject when the Government of India and its 
legislature are in agreement and they think that his inter
vention, when it does take place, should be limited to safe
guarding the international obligations of the Empire or any 
fiscal arrangements '\tithin the Empire to which His Majesty's 
Government is a party.?' 

This principle was accepted by the Secretary of State as 
is evident from the following words used by Mr. Montagu on 
3rd March, 1921, in reply to a deputation from Lancashire in 
connection with import duties on cotton in India. He said :-

,,.After the Report by an authoritative Committee of 
both Houses and LoriJ Curzon's promise in the House of TJords, 
it was absolutely impossible for me to interfere "ith the right 
which I believe wa.~:~ wisely given and which I am determined 
to maintain-to give to the Government of India the right to 
consider the interests of India first, just as we, without any 
complaints from any other parts of the Empire, and the other 
parts of the Empire without any complaint from us, have 
always chosen the tariff arrangements which they think best 
fitted for their needs, thinking of their own citizens first." 

As a result of the establishment of the fiscal convention, 
the Indian Fiscal Commission was appointed which endorsed 
a policy of discriminate protection for the country and declared 
itself to be against any general system of imperial preference, 
but pointed out "that the possibility of preferential duties on 
a limited number of commodities should be considered by the 
Indian Legislature after a preliminary examination by the 
Tariff Board." 

After a heated debate in the Assembly the Government's 
resolution to the effect "that India's fiscal policy should be 
legitimately directed towards fostering the development of her 
industries'' was passed. A ~ari:tl Board was appointed and 
since then it has been dealing with claims put forward by 
various industries from time to time. 



CHAPTER X 

Layton's Report 

THE total annual income of the :British people is estimated 
at £4,400 millions or £100 per head, whereat! the corresponding 
figure for per capita income in India is £8 per annum. The 
proportion of this annual income spent upon military and naval 
defence is £2 Ws. per head or about 2! per cent.; while the 
corresponding figure for Briti11h India is 3s. 4d. per head or 
about 2 per cent. of the average annual income. The figures 
for expenditure upon education in Enghnd and India res
pectively are £ 2 15s. and 9d. per bead. 

The chief features of the Indian financial situation in the 
light of the above information are :-

"The. mass of the people are extremely poor. 
"She is incurring expenditure on the primary functions of 

government, such as defence and the maintenance of law and 
order, as high in proportion to her wealth as Western nations. 

"Her expenditure on social services such as education,. 
health, sanit~ttion, etc., on the other hand, is far behind Western 
standards and indeed in many directions is almost non-existent. 

"The insufficiency of India's revenues to provide adequately 
for the latter classes of expenditure has been a. factor of political 
importance in that it has created dissatisfaction with the very 
small headway that it has been possible to make in the direction. 
of so<'ial amelioration under the Reforms." 

The percentage of taxation to income for Britain, Japan. 
and India is 20 per cent., 20 per cent., and 8 per cent., res
pectively. Aceording to Mr. Layton the revenue in India can. 
increase provided the tax "incidence is adjusted to the capacity 
of taxpayers to pay and that heavy additional burdens ar& 
not put upon primary necessities". Secondly, the proceeds. 
should be wisely spent to increase the wealth production and 
efficiency of the people of the eountry. The eeonomic welfare 
of the eountry can increase if public expenditure is so designed 
as to give greater economic security, better physical well-being 
and education. 

The reasons for inadequate revenues in India are :--
1:-l.rstly, the electro representatives are not willing to 

incur the unpopularity of voting increased taxation so long as
there are no means of ensuring that the revenue will be spent 
on nation-building departments to an adequate extent. The 
Ct>ntra.l Government is not permitted bY" the constitution to. 
subsidise the social services falling within the provincial sphere; 
"and in any ca.se there are very definite limits to the extent to 
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which an irresponsible Government can force increased taxa
tion on a poor country." 

Secondly, there is lack of harmony between the distribution 
of functions on the one hand and the allocation of sources of 
revenue between the provinces and the Centre on the other, 
with the result that the functions falling within the provincial 
sphere require large expenditure, but the provincial revenues 
are inelastic. 

Thirdly, the present settlement has left the provinces very 
dilferently situated financially, which has created dissatis
faction and the endeavour of the provinces has been to secure 
a redistribution of the existing resources rather than to try to 
increase the total available funds. 

Finally, it is evident "that the dominant factor in India's 
financial situation is her large expenditure on the army". 
Mr. Layt9n does not, however, think that a reduction in t.he 
expenditure on defence will produce adequate revenues to 
enable the country to make satisfactory progress socially ani 
economically.1 

The following conditions should be the main features of 
financial reforms in India :-

"(a) that responsibility for imposing additional taxation 
is definitely laid upon those who will have to incur additional 
expenditure ; 

"(b) that sources of revenue appropriate to their require
nlents are available to those authorities who have urgent and 
expanding services to administer, and · 

''(c) that all parts of India shall make an equitable contri
bution to common purposes." 

As explained above,2 India had a highly centralised 
system of administration before the Reforms. The main 
beads of revenues collected within the provinces were divided 
between them and the Central Government and subsidies 
from the Centre to the provinces were an important feature 
of tbe financial arrangements. The total provincial revenues 
were based on provincial needs in theory, though in practice 
they were the result of tradition and history. 

The Montagu-Chelmsford Report proposed to give the 
provinces a constitutional control over certain resources which 
they would incrrase or decrease as they liked. In fact, they 
laid down that all the Indian fiscal resources should be at the 
disposal of the provinces subject to some deduction for the 

1 This view cannot be accepted because a reduction in the mili
tary expenditwoe in India to the pre-War level will make a net annual 
saving of Rs. 15 crores, which should ease the financial situation very 
considerably to enable the country to make progress socially and 
economically. 

I See Chapter IX. 
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requir<>ments of the Centre. This doctrine was not, however,. 
carried to its logical conclusion by assigning all revenues to the
provinces and making them contribute to the central exchequer 
on a certain basis. This could be possible only when the
federation of independent states came together for the first 
time ; though even in such cases this method has rarely been 
followed, the general plan being to allocate to the central 
authority certain definite sources of revenue. For example, 
in the case of the federation of the thirteen original states of 
the F. S. A., the customs revenue was from the beginning 
assigned for federal purposes. 

'Ihe idea that all revenues should be provincialised cannot 
work unless the provincial units have full power to determine 
the scale and nature of the expenditure of the Central Govern· 
ment. The Centre should have certain specific sources of 
revenue of its own so long as it has the power to determine 
its budget independently. The Montagu-Chelmsford Report~ 
therefore, sought to solve the problem by abolishing the divided 
heads of revenue and allocating some of them to the provinces 
and others to the central exchequer. The conception of all 
taxes being provincialised was even more spec.ifically given up 
in the Government of India. Act inasmuch as the residuary 
powers of taxation were given to the Central Government. 

The award of the Meston Committee was criticised on 
the following grounds :-

(a) The provincial sources are inelastic though they have. 
growing needs ; but the case with the Centre is the reverse. 

(b) The provinces were given unequal treatment, because 
some of them were given a much greater proportionate increase: 
of revenue than others. . 

FINANCIAL SITUATION 

Budget estimates of Revenue and Expenditure of Central 
and Provincial Governments in 1929-30 (in crores of rupees)3:-

CENTRAL REVENUE CENTRAL EXPENDITURE 
Customs 51.22 Defence (net) 55.10 
Income-tax , o 16.60 Debt Charges (net) 12o19o 
Salt • . 6. 35 Civil Administration 
Other Taxes .. 1.19 (net) .. 

Total Taxes 
Railways (net) 
Opium (net) . . . , 
<:urrency and Mint (net) 
Tributes from Indian 

States . o 

Other Receipts (net) 

75.36 
6.25 
2.35 
2.35 

Loss on Post Office, Irri-
gation and Forests 

Cost of Collection 
Civil Works (net) 
Pensions .. 
Other Expenditure (net) 

.74: 
1.17 

11.56 

.39-
3.3a 
2.41 
2.7S 

.41 

Total .. 88.22 Total .. 88.22 

1 Rtport of thl India" Stattdllry Co~~tmission, Vol. I, p. 215. 
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PRoVINCIAL REVENUE 

Land Revenue .. 35.48 
Excise • • 19.44: 
'Stamps • • • • 14.35 
Registration • • 1.47 
Scheduled Taxes • 39 

ToW Taxes • • 71.13 
Forest.s (net) • • 2.07 
Irrigation (net) 2. 77 
Other Surpluses of 

Revenue • • • • 12.28 

Total • • 88.25 

PRoVINciAL ExPENDITURE 

Land Revenue and 
Central Administration 15.76 

Police . . • • 12 . 28 
Jails and Justice 8.31 
Debt .. 3.21 
Pensions · • • 4. 05 
Education • . • • 12. 57 
Medical and Public 

Health .. .. 6. 38 
Agriculture and Indus-

tries · .. .. 3.53 
Civil Works .. • . 11.84 
other Expenditure 9. 00 

Total • • 86.96 

The following table compiled from the Indian Year Book 
gives the revised budget estimates for 1933--34 and 1934-35:-

(Figures in OrMes of Rupees) 
Revenue 1933--34 1934-35 

Principal Heads of Revenue-
Customs 46·87 48·48 
Taxes on Income 17·13 17·25 
Salt 8·55 8·73 
Opium 1·59 ·95 
Other Heads i·86 1·82 
Irrigation Receipts 
Interest 1·59 1·86 
Civil Administration ·77 ·78 
Civil Works ·24 ·24 
Currency and Mint .. 1·23 1·27 
Miscellaneous ·68 ·57 
Extraordinary Receipts ·36 
Posts and Telegraphs (net) ·32 ·70 
Railways 32·87 32·58 
Defence 5·25 5·20 

Total 119·31 120·43 

Expenditure 19~3-34 1934-35 
Customs ·99 1·01 
Taxes on Income ·83 ·85 
Salt 1·14 1·15 
Opium ·12 ·42 
Other Heads ·59 ·58 
Irrigation .. ·04 ·06 
Civil Administration 9·59 9·59 
Currency and Mint .. ·61 ·66 
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Expenditure 1933-34: 1934:-35 
Civil Works 2·07 2·02 
Allowances and Pensions 2·96 3·08 
Miscellaneous 1·30 1·25 
Extraordinary Expenses 1·39 ·03 
Posts and Telegraphs : 

Interest on Debt .. ·83 ·84 
Railways 32·87 32·58 
Defence Services ... 49·67 49·58 
Interest 9·66 10·34 
Reduction of Debt .. 3·00 3·00 
Miscellaneous Adjustments 1·00 3·16 

Total 119·31 120·24 

The above table shows the following facts:-
(a) The expenditure on defence, civil administration and 

debt amounts to a very large proportion of the total expendi-
turE>, and · 

(b) The expenditure on nation-building departments in 
the provinces is very low. 

"An outstanding feature of this summary is the high 
proportion (62! per cent.) which current expenditure on de
fence bears to the total expenditure of the Central Government 
-a higher pro}Jortion in fact than in any other country in the 
world.... . It is more significant that even when account is 
taken of provincial and central expenditure together, the 
ratio (3It per Cflnt.) is still a very high one....... Security 
is, of course, essential, if production is to develop; but it 
cannot be claimed for expenditure on defence either that ·it is 
a mere redistribution of income or that it promotes productive 
efficiency. · Indeed, economically speaking, it is the most 
burdensome form of expenditure, and this is particularly the 
case where, as in the case of India, the a,rmy contains a. large 
element drawn from elsewhere. If, therefore, the high 'de
fence ratio' in Indian Government expenditure is partly due 
to the low level of other expenditure, it remains a. peculiarly 
burdensome one, and it would be reasonable to assume that, 
even if the total expenditure of India were increased, the 
burden would be more tolerable and more readily borne, 
provided this particular charge were diminished."' 

The following table of figures giving a. comparison of the 
military (lXpenditure of various countries of the world shows. 
that India. is seventh on the list in this respect among the 
Great Powers and that her defence expenditure is between. 

• See Ibid., p. 216. 
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two and three times as great as thali of the whole of the rest 
~f the Empire excluding Great Britain. The figures ares:-

U.S. A. 4,453 million gold francs 
Great Britian 2,900 , , 
Russia 2,440 , , 
France 2,286 , , 
Italy 1,333 , , 
Japan 1,215 , , 
India 1,069 , , 
Germany 942 , , 
Rest of the British Empire 370 , , 

l1r. Layton in his Report says that "It is relevant to my 
-present purpose to point out that the total is at present so 
1a.rge, both absolutely and in relation to the revenues of India., 
:as to be a dominating factor in the financial situation." 

STATEMENT COliPARING THE ACTUAL REVENUE AND EXPENDI· 
TURE OF THE CENTRAL GOVERNMENT SINCE 1921-22 

(In L'l~hs of Rttpees) 

Year Revenue Expenditure Surplus ( +) 
Deficit ( -) 

1921-22 1,15,21 1,38,40 -27,65 
1922-23 1,21,41 1,31,88 -15,02 
192S:..24 1,33,17 1,27,16 + 2,39 
1924-25 1,38,04 1,28,58 + 5,68 
1925-26 1,33~33 1,25,05 + 3,31 
1926-27 1,31,70 1,2.3,77 + 2,96 
1927-28 1,25,04 1,22,22 - 2,21 
1928-29 1,28,24 1,23,88 - 32 
1929-30 ' 1,32,69 1,26,68 + 27 
1930-31 1,24,60 1,30,04 -l1,58 
1931-32 1,21,64 1,26,50 --11,75 
1932-33 1,26,40 1,18,01 + 1,55 
1933-34 1,19,31 1,15,02 Surplus to 

1934-35 1,20,43 1,15,10 
earthquake fund 

+ 4,95 
1935-36 (Revised) 86,52* 84,10* -1- 2,42* 
1936-.17 (Budget) 87,35* 85,30* + 2,05* 

The above figures show that the years of deficits have 
oeen more frequent than years of surplus, and in some years 
the deficits have been very great. 

1 P. Ja.cob:;on, .4rmaments Expenditure of the World • • o\lso see 
·world Economic Sttrvey, 1932-33, p. 171. The figures in the latter 
'.book are in national currencies and consequently are not comparable. 

* Figures arJ net. 
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The following table shows the yield of the principal 
sources of revenue :-

(In Crores of Rupees) 

Year Customs Income-
tax 

1921-22 34·41 18·74 
1922-23 41·35 17·99 
1923-24 39·70 18·24 
1924-25 45·75 16·01 
1925-26 47·78 15·86 
1926-27 47·38 15·65 
1927-28 48·21 15·06 
1928-29 49·28 16·70 
1929-30 49·72 17·10 
1930-31 53·40 18·00 
1931-32 
1932-33 52·28 17 ·70 
1933-.34 46·96 17·30 
1934-35 
1935-36 54 ·71 16 ·80 
1936-37 Buiget 54 ·82 17·60 

Railways 

9·09 
1·22 
6·44 
6·78 
5·49 
6·01 
6·28 
5·23 
6·12 
5·74: 
7·35 
5·22 

Salt Opium 

6·34 1·27 
6·82 1·92 

10·02 1·66 
7·39 1·44: 
6·33 2•04: 
6·70 3·33 
6·63 3·0& 
7·60 2·72 
6·72 2·19 
7·05 2·01 

9·23 ·08 
7·38 

The above figures show that the revenue receipts from the 
principal sources are having a downward trend and this in spite 
of the extraordinary taxation of 50 crores of rupees that has 
been imposed during the last five years. 

REVENUE PROSPECTS 

Regarding the revenue prospects the conclusions of Mr. 
Layt.on may be summarised as below :-

(1) The key to the situation will be found in the yield 
of customs revenue. 

(2) This would depend upon the state of the monsoon. 
".A monsoon failure would, however, affect the general pur
chasing power of the country, and, therefore, the receipts 
from rust{)ms ; and although transport development, the 
diversification of India's economic activities and anv rise 
that n1ay have taken place in the standard of life in eerta.in 
parts of India may mitigate its effect, it would not be prudent 
to assume that the steady rise of imports and of cuswms revenue 
that bas taken place in the last decade, will continue without 
interruption. Indt>E'd the rise has been checked at the moment 
by the almost univE'rsal set-back t{) trade." 
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· (3) India's economic development would be more rapid 
than in the past owing to the completion of some gigantic 
irrigation projects, railway and road development and the 
development of harbours. These factors would improve the 
.stat~ and volume of India's trade. 

. (4) The fiscal policy would play an important part . 
.Certain duties were regarded by him as beyond the point of 
maximum yield and he, therefore, pointed out that more 
:revenue might be obtained from a general lowering of rates. 

_ (5) A revenue of nearly Rs. 100 crores was anticipated 
io be realised by 1940 from the existing central sources. 

Year 

1921-22 
1922-23 
1923-24 
1924-25 
1925-26 
1926-27 
1927-28 
1928-29 
1929-30 
1930-31 
1931-32 
1932-33 
1933-34 

EXPENDITURE 

CHIEF ITEMS OF EXPENDITURE 

(In Crores of Rupees) 

Military Civil 
Services Services 

69·81 8·64 
65·27. 9·50 
65·23 8·65 
55·63 9·39 
56·00 9·87 
55·97 10·28 
54·79 10·22 
55·10 10·43 
55·10 11·56 
54·35 12·20 

46·74 20·89 
46·20 20·53 

Debt 
Services 

14·89 
15·00 
14·17 
15·27 
14·12 

-12·66 
11·99 
12·82 
12·19 
14·36 

The military budget which stood at 55 ·1 crores in 1928 
-was expected to remain at the same figure until 1932-33 and 
·thereafter to drop to a lower figure in three ways. Firstly, 
India was expected to be relieved of the capitation charges 
.amounting to Rs. 2 crores annually. This expectation has in 
·part been realized owing to the award of the Capitation Tribunal. 
·secondly, the progressive Indianisation of the officers of the 
Indian Army was another method of effecting a saving therein. 
Thirdly, "the substitution of Indian Army units for the much 

·more expensive units of the British Army in India," woul4 
·reduce this expenditure but the Joint Parliamentary Committee 
-did not make any sat.isfactory recommendations in connection 
-:therewith and the new Act also is on the same Jines. 
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Re~arding the cost of general a.dministration, Mr. Layton 
pointed out "that the Indian Government is expensive, owing 
to the level of salaries in the upper grades of the Indian Services, 
which have had to be fixed on a standard high enough to induce 
Eritiflh members to leave their home country and to work for 
the best part of their lives in an uncongenial climate"; but he 
Tegarded that these standards would continue for the British 
Jlersonnel and pointed out that the salaries of the British and 
the Indian Officers should be the same but that the overseas 
allowances of the former could be increased. Without an 
increase in the additional duties upon the Central Government, 
he did not anticipate an increase in the total expenses under 
this head. The total debt charge was expected by him to 
come down. 

PROVINCIAL EXPENDITURE 

Regarding provincial expenditure, :Mr. Layton concluded 
as below:-

"In short, so long as the State is unable to acquire a share 
of the increment in the value of land in the form of land revenue, 
irrigation dues or in some other way, and so long as the present 
allocl1.tion of sources of revenue persists, there is no direction 
in which the provinces can look for a substantial or even a 
continuous increase in revenues, except under the heading 
of Stamps." 

The following two tables show the position of provincial 
Tevenues from 1921-22 to 1928-29 :-

PROVINCIAL REVENUES, 1921-29 

(ln Lakhs of Rupees) 
(a) Gross Revenues (before deduding provincial contributM?ns) 

Year I Madras I Bombay I Heogal I U. P. I Punjab 

1921-22 •. 1,523 1,367 895 1,242 885 

1922-23 .. 1,606 1,473 985 1,246 1,003 

1923-24 .. 1,647 1,509 1,013 1,271 1,091 

1924:-25 •. 1,627 1,555 1,034 1,240 1,153 

1925-26 .. 1,693 1,558 1,071 1,270 1,266 

1926--27 .. 1,683 1,486 1,050 1,289 1,171 

1927-28 •. 1,700 1,534 1,081 1,286 1,206 

1928-29 .. 1,753 1,522 1,099 1,U5 1,116 
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Burma (in· Bihar ' 
Year eluding Shan and 

States) Orissa 
C. P. Assam Coorg Total 

1921-22 .. 982 443 494 196 .. 8,027 

1922-23 •. 950 494 537 199 .. 8,493 

1923-24 •• 980 528 539 226 .. 8,R04 

1924-25 •. 1,095 537 547 245 15 9,048 

1925-26 •. 1,113 579 548 259 14 9,371 
I 

1926-27 •• 1,104 574 529 258 13 9,157 

1927-28 •• 1,126 572 540 269 14 9,328 

1928-29 •. 1,112 578 536 274 14 9,149 

(b) Net Revenues (after deducting prbVincial contributions) 

Year I Madras I Bombay I Bengal I U. P. I Punjab 

1921-22 •. 1,146 1,311 832 1,002 710 

1928-29 •. 1,753 1,522 1,099 1,145 1,116 

Increase 
per cent. 53 16 32 14 57 

Population 
in millions 42.3 19.3 46.7J 45.4 20.7 

Burma (in· Bihar 
Year eluding Shan and C. P. Assam Coorg Total 

States) Orissa 

1921-22 0. 918 443 463 181 

I 
.. 7,006 

1928-29 •• 1,112 587 536 274 .. 9,144 
Increase 
per cent. 21 30 16 50 .. 30 

Population 
13.2 34.0 13.9 7.6 243.1 in millions .. 
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PROVINCIAL REVENUES AND CENTRAL REVENUES COLLECTED 

IN THE PROVINCES-1928-29 

(In Lakhs of Rupees) 

Madras I Bombay I Bengal I U. P. I Punjab 

PROVINCIAL. 
Land Revenue 

Excise .. 
Stamps .. 
Income-Tax •• 
(D.R.15) 

Irrigation .. 
(net) 

Forests .. 
Other Heads •• 

TOTAL .. 

PROVINCIAL. 
Land Revenue 

Excise 

Stamps 

lncome·TII.x •. 
(D. R.15) 

Irrigation •• 
(net) 

ForeRts 

525 

559 

251 

5 

183 

62 

168 

1,753 

Burma 

540 

133 

71 

12 

33 

161 

Other Bea.ds • • 105 

TOTAL , . 1,055 

485 

392 

168 

.. 
66 

73 

338 

1,522 

·Shan 
States 

5 

1 

20 

Bihar 
and 

Orissa 

174 

189 

110 

5 

21 

11 

327 604. 278 

225 131 121 

355 173 121 

.. .. 4 

1 85 374 

31 62 85 

160 90 182 

1,097 1,145 1,115 

C. P. Assam Total 

219 117 3,27! 

123 

70 

2 

54 

66 

22 

7 

38 

1,940 

1,341 

35 

761 

547 

32 68 68 24 1,235 

--.-58--·l--5-78 __ 1 
____ 5_3_6-~ 9,133-
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Madras I Bombay I Bengal I U.P. I Punjab 

CENTRAL 
(Collected in 

Provinces) 

Customs .. 469 1,921 1,850 .. 9 

Taxes on In-
come .. 131 317 615 90 61 

Salt .. 148 158 176 .. . . 
Opium .. .. .. .. 327 .. 
Other Heads •• 19 88 36 5 31 

TOTAL .. 767 2,484 2,677 422 101 

Shan Bihar 
Burma 

~tates 
and C. P. Assam Total 

Orissa 

CENTRAL . 
(Collected in 

Provinces) 

Customs .. 657 .. .. . . 23 4,929 

Taxes on In· 
come .. 185 .. 91 33 15 1,538 

Salt .. '35 .. .. .. .. 517 

Opium .. .. .. .. .. .. 327 

Other Heads 10 .. 3 3 1 196 

TOTAL .. 887 .. 94 36 39 7,507 

T-he figures for transferred services are as below :
EXPENDITURE 

Madras 
Punjab 
U.P. 
Bombay 
Bengal 

(In Lakhs of Rupees) 

1922-23 1929-30 Increase 

411·3 
299·0 
298·0 
453·5 
353·9 

763·8 
542·7 
388·2 
567·6 
404·0 

352·5 
243·7 
90·2 

114·1 
50·1 

Percentage 
Increase 

86 
82 
30 
25 
14 
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The following table shows the expenditure on nation
building services separately :-

PERCENTAGE INCREASE BETWEEN 1922-23 AND 1929-30. 

Madras 
Punjab 
U.P: 
Bombay 
Bengal 

Education 

82 
78 
41 
23 
21 

Medical Relief and 
Public Health 

115 
94 
67 
43 
24 

The main conclusions regarding provincial budgets are as 
below:-

" (a) As a result of the division of resources in 1920 the 
provinces received substantially increased spending power as 
compared with the pre-War situation, and though higher 
salaries and prices absorbed a large amount of the increase, 
they have been able to finance the considerable expansion of 
social services that has taken place all over India in the last 
decade. 

"(b) The benefit was, however, unequally felt owing to the 
fact that for historical and other reasons certain specific items 
of revenue are productive to varying extents in the different 
provinces. 

"(c) The growth of revenue continued fairly generally 
during the first half of the decade partly as a result of new 
minor taxes and higher rates of stamp duty and also through 
the assessment of newly irrigated land. 

"(d) The full effect of the allocation was not felt until the 
final abolition of the contributions. This gave the contribut
ing provinces further increases of revenue and enabled them 
to continue the expansion of their services during the last half 
of the decade ; but it increased the disparity that had already 
been created. Other provinces have had the difficulty in 
making even small increases in expenditure, and in Bengal 
the npansion of educational and other services had practically 
ceased. 

"(e) From now onwards any increase of revenue from 
t>xisting sources-except receipts from large irrigation schemes 
mainly in the Punjab and Sind-is likely to be small. The 
small 11tagnation of other revenues will affect aJl provinces 
alike.',. 

NEW SOURCES OF REVF..NUE 

A case has been made out in the Report of the Indian 
Statutory Commission for an increase in revenue. It is 

• Report of the Indian Statutory Cotnmiuwn, Vol. II. p. 235. 
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suggested that the tax revenue of India is capable of l1eing 
increased provided that the incidence of taxation can be 
:adjusted to the taxable capacity of the various classes of people. 
It is pointed out that thdugh on theoretical grounds, direct 
taxes are preferable to indirect taxes because their incidence 
can be definitely determined and they are economical to the 
taxpayer inasmuch as he is not called upon to pay more than 
the Government receives, yet to suit Indian conditions~ the 
latter are neccsary. The principal items of taxation suggested 
are:-

Firstly, the exemption limits of income-tax should be 
1owered and there is considerable scope for steepening the 
:progression of the rate of income-tax on incomes between 
Rs. 5,000 and Rs. 100,000. It may be remarked that this 
bas already been done. The provisions relating to income 
from foreign investments should be amended so that it may 
be possible to tax same whenever it comes to India. 

Secondly, there should be taxation of agricultural incomes. 
The exemption is neither supported by fiscal theory nor by 
:practical considerations and expediency. In the permanently
-settled provinces and elsewhere also, the tendency for land 
Tevenue is to remain fixed. It is also s~,id that the net value 
-of the land produce has increased much in recent years, but 
t.hat the tax-gatherer has not gained any share of the increase. 
This can be done either by adjustments of land revenue assess
ments or by imposing income-tax on agricultural incomes. 
'The latter plan is preffrred by the Indian Statutory Com
mission. It may be said in this connection that the heavy 
fall in prices after the Statutory Commission had made this 
Tecommendation has changed the situation entirely in this 
-respect. 

The principal advantage of levying income-tax on agri
-cultural incomes according to the Commission is "that it 
-will subject the non-agricultural earnings of people who own 
land to a higher rate of income-tax. For instance, if the 
income from all sources of rural money-lenders, who are often 
landholders, were taxed, not only would more income become 
·liable to tax but t.he tax would be assessed at a higher rate". 
{Page 240 of the Report of the Commission, Vol. II.) 

Thirdly, a large income is not expected from death duties 
::and it is suggested that if levied, the tax would have to be 
.administered by a central authority and distributed among 
ihe provinces. 

Fourthly, an excise duty on factory produced tobacco 
.and matches is recommended. The two excises at the end of 
10 years were expected to yield 7 or 8 crores. It may be said 
that in the budget for 1934-35 these duties were imposed and 
:many others also besides them. 
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Fifthly, terminal tax was also recommended and it was 
estimated that in course of time it might be capable of yielding 
10 crores easily. Its main objections, namely, that it might 
impede trade and prevent specialised production and that .it 
might impede short distance traffic, were dispensed with m 
the Report with a remark that if levied at a low rate and 
subject to the approval of the G-overnment of India, it could 
work with advantage. When motor traffic develops, its 
applicability should be considered in that connection also and 
that it should be levied on river traffic also. It should not be 
rPgarded as a permanent feature of India's financial system, but 
rather as one suited to a country in a comparatively early 
stage of development and that its imposition is sanctioned by 
the precedent of European countries. Subject to these consi
derations, it could be made a fruitful source of revenue. 

Finally, the limit of one anna in the rupee of the local 
cess on land was recommended to be abolished to increase the 
yield of the cess. 

PRINCIPLES OF DISTRIBUTION OF REVENUES 

Substantial sums of money must be collected by a central 
agency and distributed among the provinces on some agreed 
basis to meet nation-building services. The proposal to re
cognise the right of the provinces to all the revenues which 
arise in the.m and to finance the needs of the Centre by pro
vincial contributions was rejected by the Commission, inter 
alia, on two main grounds. "Firstly, that if there are to be 
no internal barriers in India customs duties and similar taxes 
must be collected at a uniform rate, and in any case can most 
conveniently be collected by a central organisation ; and 
secondly, that the plan would involve conferring on the Central 
Government the right to intervene and to compel a defaulting 
province to produce its quota." Thirdly, the scheme is based 
on the assumption that each province has some natural right 
to tbe revenues which are collected in it. This is not so ; 
because the customs revenue collected at the main ports is • 
tax paid to some extent by people throughout India and not 
merPly by tbe people in the province where the port is situated. 
No principle of allocating the customs revenue according to 
the place of consumption of imported goods would work satis
factorily. Similarly, in the case of income-tax on profits it is 
impossible to say whether these profits arise in the province 
where the head office is situated; because a. big business may 
have branches in many provinces. Even, if the administrative 
difficulties could be overcome, the yield within the borders of 
a province could not be said to be legitimately its own share. 
The prosperity of big towns depends upon the prosperity of 
the country as a. whole. The expansion in the revenue from 
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income-tax, say, in Bombay would be due in a. great measure 
to the fact that the imported goods are consumed elsewhere. 

DISTRIBUTION ACCORDING TO NEEDS 

The existing provinces on these grounds were regarded as 
unsuitable fiscal units. It is thus necessary that some of the 
Tevenues of India should be redistributed according to the· 
needs of the various provinces. The income from taxes on 
~rofits and on trade cannot be earmarked to the benefit of the 
territory in which it happens to be levied and it arises from the 
-economic activities of the whole country. Further, large areas 
should not be left in a backward state of development. It 
does not, however, mean that a uniform standard should be 
-enforced aU over India ; while the rapidly advancing provinces 
:should be really left to make the pace for others. But it is 
Teally not desirable to leave the backward provinces without 
Tesources to follow the lead of the progressive ones. This 
difficulty can be overcome by readjusting some of the proceeds 
()f taxation according to needs. 

LIMITATIONS OF 'THE PRINCIPLES OF NEEDS 

The principle of distribution of revenues according to 
needs has its limitations. Firstly, a province which feels that 
~art of its taxation is being used for other provinces would 
Tesist the imposition of taxation and there would be no incentive 
to develop taxation properly. Secondly, a province receiving 
Tevenue which it does not collect would spend same carelessly 
and thus it would encourage extravagance. Thirdly, the 
developing resources throw responsibilities on the particular 
Jlrovinces where they develop and involve them in increasing 
expenditure. It would be unfair to deprive such provinces 
()f the revenues increasing from their economic progress. 
Therefore, the principles of distribution according to origin 
and on the basis of population remain the only two practicable 
principles. 

POSSIBILITY OF CENTRALISING SERVICES 

The problem could be solved by a centralisation of nation
building services or by adopting a system of grants-in-aid. 
But the arguments against any such solution are very weighty. 
Firstly, the advance is likely to take place more rapidly in the 
provinces than at the Centre and to transfer more financial 
control to the Centre would be a backward step. Secondly, 
the important field of training in civic responsibility and affairs 
will be the provincial legislatures as they will have to direct 
the social services. Thirdly, the nation-building services 
cannot be directed efficiently from a single centre. 
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The principle of distribution according to population 
seems to be simple, int.elligible and equitable, and the cases of 
other countries offer some precedents in this direction. The 
finances of the German Zollverein were organised on this basis 
and the system was till recently prevalent in the Australian 
Commonwealth and in the Dominion of Canada. "To distri
bute the whole or even the larger part of the revenues of India 
on this principle would certainly be unfair ; and would severely 
-penalise those provinces which have already made great 
headway ; but, if a suitable proportion of centrally collected 
revenues were distributed on this basis, it would ...... introduce 
just that kind of corrective that is needed to adjust some of the 
present inequalities between the provinces without introducing 
complicated formulre or making separate arrangements with 
regard to every class of revenue." (Page 250 of the Report 
of the Statutm·y 'Cummission, Vol. II.) 

The conditions to which any new financial settlement 
must conform may be summarised as below :-

"(a) We must envisage an additional expenditure of at 
least 40 to 50 crores of rupees by 1940, in order to finance the 
expanding functions of Government, most of which will fall 
within the sphere of provincial governments. 

"(b) There is no prospect of existing provincial revenues 
expanding to meet these requirements. 

"(c) After the loss of the opium revenue has been made 
good by the expansion of other items in the central budget, 
and certain claims have been met, and assuming peace and 
internal order, there should, in course of time, emerge a surplus 
over e.xistinl!' items of central expenditure. In the absence. of 
a rapid expansion of the functions of the Central Government, 
or a policy of drastic tax remission, this surplus should become 
available for provincial purposes. The extent of this surplus 
will be largely affected by the extent. of India's future expendi
ture on defence and by her fiscal policy. 

"(d) This central surplus, however, will, in any case, be 
oquit.e insufficient for the purposes envisaged, and provincial 
re\'enues must, therefore, be supplemented by new forms of 
taxation, most of which should be uniform all over India, and 
centrall v- c~ollected. 

"(e) In order to maintain the es~entialconnection between 
spending and raising revenue, the responsibility for imposing 
these new taxes must rest upon the representatives of the 
provincial legislatures. 

"(/) Continuous and detailed administrative control by 
the Central Government over the functions referred to in 
(a) above will not be practicable, and it will, therefore, not be 
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possible to finance a large proportion of provincial expenditure 
by means of grants-in-aid out of centrally collflcted revenues. 

"(g) Hence a simple and automatic basis must be found 
for the distribution to the provinces of centrally collected 
revenues. This basis must be permanent, or at all events, only 
changeable by general agreement of the provinces. 

"(h) The system of distribution must enable a province 
to benefit from its own economic development and from the 
enlargement of its own tax-producing capacity. In other 
words, it must recein some benefit from an increase of the 
revenue which arises within it. In particular, a case has been 
made out for enabling the industrial provinces to benefit to 
some extent from the increase in revenue arising from their 
industrial activities. 

"(i) The haphazard geographical distribution of the pro
vinces makes it, however, inequitable to distribute all centrally 
collected taxes on the basis of the province from which they 
arise, and the distribution mm;t to some extent accord with 
the needs of the various provinces. The only saUsfactory 
automatic test of this kind is population. 

"(j) The complete scheme should, therefore, be based in 
part upon distribution according to population. The desired 
compromise between these two principles can be obtained by 
assigning the various sources of revenue to be distributed 
according to one or other of them." (Pages 250-251 of the 
Report of the Statutory Commission, Vol. II.) 

APPLICATION OF THE FOREGOING PRINCIPLES 

Indian revenues were considered under four heads in the 
Report of the Indian Statutory Commission. 

(a) Revenue collected and spent by the Central Govern
ment; 

(b) Revenue collected and spent in the provinces; 
(c) Revenue collected by the Central Government and 

distributed to the provinces according to the basis of origin ; 
and 

(d) Revenue collected by the Central Government and 
distributed to the provinces on the basis of population. 

Under the first head a surplus of 14! crores was estimated 
to be realis(:\d at the end of 10 years on the basis of existing 
taxation as below :-

1. Expansion in the customs revenue at the rate of about 
! crores a year, giving 7! crores at the end of 10 years ; 

2. An increase of at least 4 crores in income-tax due to 
a reduction in income-tax limit, taxation of income from foreign 
investments and greater progression ; 

3. Saving in the military budget which was expected to 
be counterbalanced by increased civil expenditure ; and 
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4. Increase in railway receipts, but for this no credit 
·was allowed owing to the urgent need for a reduction in 
rates and fares and for obsolescence of railways. An allow
ance of 2 crores was made for the disappearance of the 
opium revenue. 

RE-ALLOCATION OF REVENUES 

Foreign Liquor.-To avoid conflict of interests between the 
Central and the Provincial Governments, it was proposed that 
the customs duty should be brought into relation with the 
excise policy of the provinces by reducing the customs duty 
to the standard luxury rate of 30 per cent. and by giving the 
provinces the right to impose furt,her duties on foreign liquor 
in the form of excises. In this way the provinces would 
gain lt crores and they would also have the advantage of 
controlling the taxation level on alcohol consumed within their 
borders. This would also increase their excise revenue sub
stantially, because "the present customs duties are very low 
as compared with the corresponding duties imposed in the 
country." 

Commercial Stamps were recommended to be centralised 
so that the revenue might as far as possible be assigned to the 
authority which controlled the rates of duty. Centralisation 
would also prevent competition between provinces by creating 
uniform rates. 

Income·Ta:c.-A. substantial portion of the income-tax 
revenue should be assigned to the provinces either on the 
basis of the collections made within a province ; or the basis 
of allocation should be the tax paid by the residents of the 
provinces on their income from all sources, including 'the 
income from dividends rrcei ved by th1>m from companies 
<'arrying on their business elsewhere also. The latter method 
was prt>ferred by Mr. Layton; though the method has the 
disadvantage because it does not take into account incomes 
earned in India of persons living abroad, or of the tax levied 
upon the undistributed profits of companies. 

Salt Duty.-The proceeds of the salt duty should also be 
transferretl to the provinces on the population basis, which 
would cost the Central budget 5! crores net. 

This transfer was to be gradual according to a certain 
sehedule so that the loss of revenue to the Central Exchequer 
should he about 1! to 1! crores a. year. Exceptional 
circumstances might postpone the transfer, but the agreement 
betwe('n the Centre and the provinces would provide that this 
transfer ought to be a. first charge on the surplus, the delay to 
be made good subs('quently. 
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NEW PROVINCIAL TAXES 

Agricultural Incomes should be taxed by removing their 
exemption and the whole of the proceeds should be allocated 
to the provinces in which they are collected. 

Surcharge on Tncome-Tax.-It was suggested that the 
provinces should be allowed to impose a surcharge amounting 
to one-quarter of the tax on personal incomes or one-half of 
that which would be transferred to them under the scheme of 
the Statutory Commission. At the end of ten years, this was 
expected to produce a. revenue of three crores. 

Terminal Taxes.-Provinces should also be empowered 
to levy terminal taxes which might produce about 10 crores 
at the end of ten years. They would enable the provinces 
to vary the level of direct taxation and to impose a general 
consumption tax capable of producing good revenue. 

A Provincial Fund should be established to which excises 
on cigarettes, matches and the salt duty would be transferred. 
At the end of 10 years this fund would be provided with an 
annual yield of 14 crores .. It should be distributed among t.he 
provinces on a per capita basis, which would benefit t.he poorer 
provinces to a certain extent. 

Item (a) revenues raised and spent by Central Govern
ment would thus include customs, income and super-tax less 
the assignment of half the personal income-tax to the provinces, 

. commercial stamps, railway profits and profits from central 
services. In the eventuality of the emergence of a. further 
surplus, a certain proportion of the customs reyenue should go 
to the Provincial Fund. Further, the Cl:'ntral Government 
should have the power to raise additional revenue for emergency 
purposes. In order that the Provincial Fund might not be 
directed by the emergency powers of the Central Government, 
the latter should consist in the right to make surcharges on 
certain taxes only. 

Item (b) revenues raised and spent by the provinces would 
include terminal taxes and the right to levy surcharges on per
sonal incomes subject to income-tax. In order to rrevent 
harmful reactions on inter-provincial trade, the maximum r::ttes 
to be levied by the provinces should be fixed. 

Group (c) including taxes centrally collected but distributed 
to provinces according to origin would include 50 per cent. of 
the yield of personal incpme-tax allocated to the provinces and 
the tax on a.gricnltura.l incomes. 

Group (d) would include All-India taxes collected centrally 
but distributed according to population and it would also 
include the general excises. 

The provincial situation at the end of 10 years was esti
mated to be as foBows :-
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Existing revenue (budget 1929-30) •• 
Existing revenue (budget 1929-30) •• 
Group (b) 

In crores of rupees 
78 

Surcharge on personal income-tax •• 
Terminal taxes •• 

Group (c) 
Half personal income-tax 
Tax on agricultural income 

Group (d) 
Provident Fund 

78 

3 
8 

6 
5 

14 

Total •• 114: 

The Central Budget would be as below : 
(In Croru of Rupees) 

REVENUE 
Customs (after allowing the 

loss of liquor duties) , • 54 
Income-tax . • 20 

Less Provincial 
share 

Commercial stamps 
Railways (net) 
Miscellaneous , • 

Total 

6 
14 
2 
6 
51 

Slt 

EXPENDITURE 
Defence 
Debt 
Civil Administration 
Cost of collection •• 
Civil works 
Other items 
Surplus 

Total 

45 
.. 10 

13 
3 
21 
31 
H 

Sll 

The conception of a Provincial Fund fed by All-India taxes 
is E'ssentially a federal idea and some machinery was, therefore, 
regarded necessary for discussion and action in relation to these 
taxes by the provincial governments themselves. It wa.s 
suggested that this machinery should be an Inter-Provincial 
Financial f't>uncil "onsisting of the provincial Finance l1inisters 
and the Finance Minister of the Central Government. This 
Council would meet once a year to r,onsider propoRals for changes 
in the taxes within the scope of the Provincial Fund. These 
proposals would be considered in the special session of the 
Assembly ; and the Governor-Genera.l-in..CouMil would not 
have the right to certify hxes for the Provincial Fund. The 
proposed changes would not come before the Council of Stat,e, 
and they would not be vot-ed upon by the provincial legislative 
('A)Uncils ; though it would be open to any council to indicate 
its views by a re~olution. 

GENERAL FINANCIAL RELATIOSS 

The following proposals were made r£'garding the financial 
relations of the provincial governments with the Central Govern
ment and with the Secr£'ta.ry of State:-

(a) At prest>nt the a.cc.ounts of the provinces except in 
the U.P. are kept .bY a central service. It was suggested in 
tbia connection that the accounts should be provincialised., 
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which would be in keeping with the tendency to make greater 
fiscal autonomy. As the accounts of the provinces would 
increase and become complicated, this growing expense should 
not be put on the Central Government. lJltimately the 
accounts of the provinces would be kept by a provincialised 
service under the control of the provincial governments. 

(b) The provincial balances are kept with the Central 
Government and the minimum balances to be held are pre
scribed. 'l'his system was not proposed to be altered because 
" the provincial governments have no organisation in being 
to supersede the existing one and would presumably have to 
enter into arrangements with the Imperial Bank of India. If 
and when a. Central Bank is created in India, this institution 
will probably t2.ke over this function. Meanwhile, there are 
obvious advantages in the Government continuing to do this, 
but it should perform this service on "! commercial basis, and 
should not attempt to make undue profits out of the business for 
the benefit of the central -budget." (Repm of the Indian 
Statutm'y Commissi®, Vol. II, p. 266.) 

(c) Regarding the· borrowing operations, the proposal 
was to set up in India a Provincial l;oan Council, consisting 
of the provincial Finance Ministers and the Finance Minister of 
the Government of India. This Council would establish a 
borrowing programme, and lay down the regulations for borrow
ing. This would co-ordinate the policy of raising loans and 
prevent competition between the provinces themselves and 
between the provinces and the Central Government. With the 
gradual development of responsible government in India, 
external control over the borrowing operations of the central 
and provincial governments would disappear. The constitu
tion of the Loan Council would have to be modified and the 
functions to be assigned to it may be similar to those of the 
Council of the Australian Commonwealth, which deals with the 
requirements of the Commonwealth Government and the 
Constituent States. A joint borrowing programme is estab
lished and provision is made for co-ordinating the issue of all 
loan~r through a single channel. 

The raising of sterling loans is at present controlled by 
the Secretary of State for India, which has prevented the 
Government of India from coming into direct touch with the 
City and complicated the management of Indian finances. 
It was, therefore, suggested that this function should be trans
ferred to the High Commissioner for India, who should be 
a.~sisted by a small committtle of experts of a standing similar 
to that of the members of the Finance Committee of the India. 
Council. The existing provision requiring the authority of an 
Imperial Statute for sterling loans raised by the Secretary of 
State for India was recommended to be abolished, because 
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" there is no corresponding provision in the case of loans raised 
by the Crown Colonies or the Dominions,, 

(d) The audit staff was recommended to be separated 
from the staff keeping the accounts, whether accounts were 
provincialised or not. 

Regarding the claims of the States for a portion of the 
customs duties, the proposal of the Butler Commitwe that an 
expert body should be appointed to examine the claims and 
counter-claims was endorsed. The development of India's 
finances as laid down in the Report of the Statutory Commission 
would make the Central Government increasingly dependent 
on customs revenue and the taxation imposed on the population 
of the States would thus increase at a time when the cost of the 
Imperial burden would fall or remain stationary. " It will 
thus strengthen the case for determining what is the burden 
that may in equity be imposed upon the States. Further, if 
uniform national excises are to play an increasing r6le in Indian 
finances, they will, if levied at the point of production, consti
tut.e. a new form of taxation on the population of the States and 
make it still more important to find a means of harmonising 
the financial policy of the Indian States and of British India." 

BoRROWING AND AUDIT UNDF.R THE NEW AcT 

When Part III of the Government of India Act, 1935, 
comes into force, the powers vested in the Secretary of State 
in Council, of borrowing on the security of the revenues of 
India shall cease ; but this will not .affect the provisions 
of Part XIII of this Act relating to borrowing in sterling by 
the Sectreary of State. .According to Section 315 of the Act, 
the Governor-General-in-Council will not be empowered 
to raise sterling loans ; but in lieu thereof, the Secretary of 
State may contract such loans on behalf of the Governor-General
in-Council. The latter will be able to exercise SU<~h borrowing 
powers only if at a meeting of the Secretary of State and his 
advisers the borrowing bas been approved by a. majority of the 
person~ present. 

A Province will be able to borrow money upon the securities 
of its rt>venues within the limits laid down by the Act of the 
Pro~incial Legislature. The federation may make loans to~ 
or gtve guaranteE's in respect of loans raised by any Province 
and any sums required for the purpose of making loans to a. 
Province shall be charged on the revenues of the federation. 

A Province may not borrow outside India. without the 
('On~t>nt of the Federation nor may it raise any loan if any 
part of a loan made by the Federdtion or by the Governor
General-in-Council to the Province is still outstanding, or in 
reRpeet of ·which a guarantee bas been givt>n by the Federation 
or by the Governor-General-in-Council. The Federation shall 
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not withhold such consent unreasonably, and in the event of 
a refusal to make a loan or to give a. guarantee, the decision of 
the Governor-General in his discretion shall be final. 

AUDIT AND ACCOUNTS 

An Auditor-General of India shall be appointed by His 
Majesty, who shall exercise such powers in relation to the
accounts of the Federation and of the Provinces as mav be
prescribed by an Order of His Majesty in Council, or by· any 
subsequent Act of the Fed1:1ral Legislature varying or extending 
such a.n order; but no Bill for such a purpose shall be introduced 
without the previous sanction of the Governor-General in hiS' 
distntion. 

The accounts of the Federation shall be kept in such form 
as the Auditor-General of India may prescribe with the approval 
of the Governor-General. The .Auditor-General can also issue
directions regarding the methods or principles in accordance 
with which any accounts of Provinces ought to he kept. 

The reports of the, Auditor-General of India relating t() 
the accounts of the Federation shall be submitted to the
Governor-General, who wi11 get them placed before the 
Federal Legislature, and the reports of the .Auditor-General 
of Indilll, or of the Auditor-G-eneral of the Province as the case
may be, relating to the accounts of a Province shall be sub
mitted to the Governor of a Province, who shall get them placed 
before the Provincial Legislature. 

A Provincial Aud.itor-General could be appointed by His 
1\lajesty to perform the same duties and exercise the same 
powers regarding the Audit of the Accounts of the Province con
cerned as ·would be performed by the Auditor-General of India. 
The former will be appointed, if the Provincial Legislature
concerned passes an Act charging the salary of the Auditor
General of the Province on the Provincial revenues. 



CHAPTER XI 

Percy and Davidson Committees 
THE Federal Finance Committee presided over by the 

Lord Eustace Percy and the Indian Statt'\s Enquiry Committe& 
presided over by Mr. Davidson were appointed in 1932 t() 
enquire into the financial adjustments of the Federation and 
the British Indian Provinces on the one hand and those between 
the Federation and the Indian States on the other. N() 
complete picture of the financial position of the Federation 
could be presented, except by co-ordinating the results of thes& 
Committees. The division Qf the work that was entrusted t() 
each of these Committees was purely artificial and the tw() 
enquiries were necessarily linked together. 

Their reports are thus closely connected and interdepen
dent, though for purposes of convenience it was decided t() 
entrust the enquiries to separate Committees. These reports. 
have not evoked any general feelings of satisfaction or approval . 
from the parties affected. The constitution of a Federal 
Finance Committee was opposed by several members of th& 
first Round Table Conference1 partly because it would delay the 
process of framing the constitution, partly on the ground that 
it was unnecessary, and partly from a fear that it might result 
in a departure from the principles accepted by the Sub-Com· 
mittee presided over by Lord Peel. 

Though the recommendations of the Peel Committee 
were endorsed by the Federal Structure Committee in their 
anxiety to expedite the framing or the new constitution, 
the former body did not feel sufficient confidence in tbeir 
findings, but desired their conclusions to be tested by an expert 
Committee in the light of a careful estimate of the probable 
revenue and expenditure of the Federation and its Units. 
Bearing the close connection of the two enquiries in mind, 
the recommendations of these Committees may now be 
examined. 

The main duty entrusted to the Percy Committee was t() 
test the soundness of the cla~sification of the sources of revenue 
int.o ~ederal and Provincial in the light of facts and figures, 
to estimate the financial position of the Federal and Provincial 
Governments on the basis of such allocation of revenues and 
to recommend the necessary adjustments for securing the 
financial equilibrium of the Federal Government and the 
~rovinces. It was also to advise upon and examine the sub
Jects of the pre-Federation debt, pow<>rs of taxation, new sources 
of rev<>nue, the t-mt>rgency powers of the Federal Government, 

1 Tlu India" &v~r, September 1932, page 617, 
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borrowing powers, the division of pension charges, etc. It 
was, therefore, necessary for the Committee to make a forecast 
of the financial position of the Federal and Provincial Govern· 
ments in the near future. In view of the abnormal conditions 
of the country's finances, it was unavoidable for the Committee 
to make certain assumptions regarding the time required for 
the revival of trade and the restoration of comparatively normal 
conditions and as to the level of taxation. Thev could not 
help making these assumptions on these points. Though their 
assumption of three years as the period of return to normal 
conditions was too sanguine, yet the assumption of a longer 
period of depression would have involved an assumption as 
to the continuance for the same period of the existing burden 
of taxation and of an increase in that burden probably. An 
endeavour to look too far into the future would increase tbe 
speculative element in the calculations and it was probably 
safer to proceed on the basis adopted by them ; but the sub
sequent facts have belied their assumption in this respect. 

Their conclusions are of a gloomy character, but probably 
this is partly due to the difficulties inherent in the nature of the 
task entrusted to them. The abnormal financial depression 
prevailing in India. as in other countries of the world, the 
inelasticity of her revenues, the inherent costliness of a 
modern system of administration, the uncertainty regarding 
the revival of trade and prosperity by a rise in world prices and 
the limitations imposed upon the enquiry by their terms of 
reference are undoubtedly responsible within limits for the 
cheerless and gloomy charact,er of their findings. 

The Committee could perhaps suggest some relief from 
taxation even with their restricted terms of reference, but 
unfortunately this was not done. 

THE FEDERAL FORECAST 

The following table given in the Percy Committee Report 
sho .vs the estimates of the Federal income and expenditure. 

Customs 
Collection 
Net 

Salt .• 
Expenditure 
Net 

Opium •. 
Manufacture 
Net 

Railways •. 

REVENUE 

Currency and Mint (net) 

(In Lakhs of Rupees) 

51,20 
90 

50,30 .. 6,70 .. 1,15 
5,55 

78 
73 

05 
5,00 
3,80 

Carried over . • 64,i0 
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(In Lalchs of Rupees) 
REVENUE (Contd,) 

Brought forward • • 64,70 

1,66 
30 

Miscellaneous 
Ordinary 
Reparations 
Total 

State Contributions 
Income-taxes 

Collection 

•• -- 1,96 
74 

Net 

TOTAL REVENUE 

EXPENDITURE 
Debt Services 

•• 18,00 
80 

17,20 

84,60 

Interest (net) 11,25 
Sinking Fund • • 6,5() 

Posts and Telegraphs (net) nil. 
Military Budget (net) 4:7,00 
Frontier Watch and Ward 1,70 
Civil Administration including Territorial and 

Political Pensions and excluding other pen· 
sions and cost of collecting revenue, and allow-
ing 60 % for provincialisation of Accounts and 
Audit 

Pensions 
N. W. F. P. Subvention 
Civil Works .. .. .. • • 
Chief Commissioners' Provinces and Central Areas 

Revenue 
Net 

TOTAL EXPENDITURE •• 

Surplus : 4:,50 lakhs. 

6,85 
2,65 
1,00 
1,6() 

2,86 
1,31 

1,55 

8,010 

This forecast "has been based on the rates of taxation 
impos<>d by the First Finance Act of 1931 ; that is to say, we 
have not taken into acoount the special surcharges on customs, 
income-tax and ~alt at present in force. This is an assumption, 
which in all the circumstances, we feel obliged to make, but 
we do not wish to be understood to be expressing the view 
that the present level of taxation ought necessarily to be 
reduC<'d. On the oontrary, we think it might be wise to regard 
some at least of these surcharges as a possible reserve." 

Thus on the existing basis of revenue and expenditure, 
the Federal Government was expected to have a surplus of 
4 ·50 crores, and the Provincial Governments were expected 
to have a. deficit in the aggregate of 3 ·82 crores in the year 
1935-36 when the Federal Constitution was to have oome into 
opt>ration. Several questions of importance arise npon this. 
estimat~. Firstly, whether the Committ~e were right in adopt
ing the c>xisting lev(\1 of revenues and expenditure. The extent 
to which retrenchment in expenditure could be effected i& 
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a question into which the Committee did not go. On the 
existing scale of Federal expenditure and the existing sources 
and yield of revenues, a surplus of 4 ·50 crores was estimated 
to be available for di11tribution among the provinces. 

By far the most important question relating to the alloca· 
tion of sources between the central and provincial governments 
relates to the treatment of income-tax. The Peel Committee 
held that taxes on income other than corporation tax should 
be treated as provincial sources of revenues. The arguments for 
this view are :-

1. that the Federal sources of revenue should be such 
as could be raised both from the inhabitants of British India 
and the Indian States also. As the States would resist the 
imposition of income-tax by the Federal Legislature, it would 
not be fair that the income-tax should be levied on the British 
Indian Provinces only ; and 

2. that some provinces like Bengal can meet their deficits 
by provincialising the income-tax. 

The arguments for income-tax being treated as a Federal 
source of revenue are :-· 

1. It would not be practicable to balance the Federal 
budget, if the income-tax were surrendered to the provinces. 

2. Indirect. taxes alone would not yield adequate revenue 
to balance the Federal budget and are objectionable inasmuch as 
they press more heavily upon the poor than upon the rich. 
The Peel Committee pointed out that Federations which began 
only with indirect taxation as a federal source were compelled 
to levy an income-tax on the profits of companies in some 
form or another and that for that reason the constitution had 
to be amended in the U.S.A. and Switzerland. 

3. On the ground of uniformity of burdens upon the 
Units of Federation, the Peel Committee had recommended· 
the provincialisation of income-tax ; but they did not carry 
the principle to its logical end. They recommended the imposi· 
tion of a corporation tax corresponding to the super-tax on 
the profits of companies throughout India ; but they were not 
certain if the States would agree to the imposition of the cor· 
poration tax ; or even if they agreed to its imposition, they 
might not agree to the appropriation of its procee:ls within the 
States to federal purposes. The Percy Committee pointed out 
that if the corporation tax were abandoned as a federal source 
of revenue, the Federal Government would lose the one direct 
tax which could be counted upon to make up for a fall in the 
cust-oms revenue. 

4. It would not be adhering to the principle of uniformity 
of burdens if after provincialising the income-tax, provincial 
contributions were to be introduced from which the States would 
be exempted. According to the Percy Committee the provinces 
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would be called upon to contribute for some time to come out 
of their income-tax receipts towards the finances of the Federal 
Government. There would thus be no proportionate special 
burdens upon the States. It would then be straightforward to 
treat income-tax as a Federal head of revenue and then distri
bute such federal surplus as may accrue to the provinces. 

5. This procedure would obviate the sense of grievance 
among the provinces which would arise if they were to surrender 
a portion of what they might be encouraged to regard as their 
own source of revenue. 

6. It would also avoid the difficult questions of the basis 
of contributions to the Federal Government. 

The scheme as outlined by the Percy Committee regarding 
the distribution of income-tax is given below :-

Out of the total estimated yield of income-tax which 
came to 18 crores of rupees, 80 lakhs was the estimated cost of 
collection and 3 crores and 70 lakhs was to be retained by the 
Federal Government, being super-tax on companies and 
the tax on salaries of federal officer" and personal income-tax 
and super-ta.x in federal areas. Out of the remaining 13! crores, 
2 crores represented the collection of personal super-tax and 
was to be distributed on the basis of the actual collections 
from residents. Of the remaining 11! crores, about 1f7th 
would represent the estimated tax on the undistributed profits 
of companies and on the incomes of persons resident outside 
British India and was to be distributed on population basis. 
The remaining 6j7ths of 11! .crores was to be distributed on the 
basis of the estimated share of personal income-tax creditable 
to each province. The fo11owing table given by the Committee 
sets out the position:- · 

Distribution of Inoome·T~ 

6/7ths of lit 
2 crores on l/7th of crores on basis 

Province collections of ll! crores of personal Total 
personal super-tax on popula· income--tax with· 

tion basis out federal 
salaries 

'Madras .. 7 30 1,46 1,83 
Bombay .. 50 14 2,79 3,43 
Bengal .. 1,10 32 2,63 4,05 
U.P. .. 8 31 84 1,23 
Punjab .. 2 15 74: 91 
Bihal' and Orissa 13 24: 65 1,07 
c.r. .. 8 10 46 59 
As!'am .. 1 6 22 29 
:x. w. F. r. .. 1 2 1 10 

TOTAL .. 2,00 1,64 9,86 13,50 

s 
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PROVINCIAL CONTRIBUTIONS 

If income-tax were to be made a provincial revenue, the 
Federal Government would be left with a deficit and for this 
rea-son and also to provide surplus of about 7 crores for the 
Federal Government, the provincial contributions abolished in 
1928 were recommended to be revived. The basis of provincial 
contributions was to be the proportion of the shares of income
tax of the provinces. The aggregate contribution to be paid 
by the provinces was to be a fixed sum to be reduced gradually 
as and when the Federal Government could afford to do so. 
The provinces would contribute 8! crores and on the above· 
named basis the position would be as disclosed in the following 
table:-

Surplus ( +) or Contribution Surplus(+) 
deficit (-)on payable or deficit (-) 

Province the basis of Share of proportionally if full contri· 
present provincial Income-tax to the bution is amount in revenues column 3 paid 

Madras .. -20 1,83 1,15 +48 
Bombay 
excluding Sind -65 3,22 2,03 +54 

Bengal .. -2,00 4,05 2,55 -50 
U.P. .. +25 1,23 78 +70 
Punjab .. +30 91 57 +64 
Bihar and Orissa -70 1,07 68 -31 
C.P. .. -17 59 37 +5 
Assam .. -65 '29 18 -54 
N.W.F.P. .. .. 10 6 .. 
Sind .. .. 21 13 .. 

_According to the above table, three provinces, namely, 
Bengal, Bihfl.r and Orissa and Assam, would be left with a 
deficit of 50, 31 and 54: lakhs of rupees respectively as shown 
in column 5. The Committee proposed that 50 laklts should be 
remitted to Bengal, 33 to Bihar and Orissa. and 18 to Assam 
and this sum of nearly a crore should be ratably borne by 
the other provinces in such a way that their surpluses should 
not be converted into deficits. This would enable every 
province except Assam to balance its budget and the position 
would then be as follows :-



PERCY AND DA. VIDSON COMMITTEES 131 

Province Contribution Contribution Final surplus 
payable proposed 

Madras 1,15 1,41 22 
Bombay 2,03 2,48 9 
Bengal 2,55 2,05 
U.P. 78 95 53 
Punjab 57 70 51 
Bihar and Orissa 68 25 2 
Assam 18 -36 

The Committee came to the following conclusions. in this 
connection :- . 

"(1) 7! crores is the amount required to carry out a 
logical distribution of income-tax among the provinces with 
special treatment only for the two provinces which are gene· 
rally recognised to be in need of such treatment. 

"(2) 6 crores would be sufficient to give special treatment 
to Bengal as well as to these two provinces ; while leaving 
Madras, Bombay, t,he United Provinces and the Punjab each 
with a substantial surplus ranging from about 45 lakhs to 
about 70 lakhs. 

"(3) On the basis of five crores, a method of distribution 
can be devised which, while calling for temporary sacrifices 
from these four provinces, would enable every province except 
Assam to balance its budget. 

"On our estimated Federal surplus of 7 crores, a net distri
bution of five crores would leave 2 crores available for. the 
contingencies to which we have referred. We ca.n express 
no opinion as to whether this balance will prove more than 
sufficient to meet those contingencies, bnt we should hope 
that any new expenditure arising out of the establic;hment of 
the Fed(•ration, including the separation of Sind, will not 
exceed about one crore." 

INJUSTICE OF TuEsJt: CoNTRinlTTIONS 

There are four objections against these contributions. 
Firstly, n.s a. comparison of the last ('.olumns of both the tables 
will show, l\ladras, Bombay, the U. P. ann the Punjab have 
to sutler to the extent of 26, -15, 17 and 13 lakhs respectively 
to give ht>nefit to Bengal, Bihar and Orissa and Assam ; but 
the rt>maining provinces would not share this deficit. This is 
unfair to these four 1novinces. Secondly, these contributions 
are to continue indefinitely and though the Peel Committee 
had recommended that the constitution should specifically 
provide for the extinction of provincial contributions by annual 
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stages O\'er a definite period such as ten or fifteen years, the 
Percy Committee could not anticipate any such period. 
Thirdly, it is noteworthy that the States were not to pay any 
such contributions and the report ignored the basic principle 
that Federal taxation should be borne equally by all units of 
the Federation including the Indian States. In spite of the 
difficulties facing the Indian' States, it would not be fair on 
that account to expect British India to make any sacrifices 
in order to induce the States to join the Federation. Income
tax should be regarded as :the legitimate property of the 
British Indian Provinces andi the deficit caused by the resto
ration of the proceeds to those who paid the tax should not 
fall only on British India ; but should be shared by all the 
Federating Units alike. These contributions cannot be justi
fied on grounds of equity and a tax to which nothing is contri
buted by the Indian States cannot justly be regarded as a. 
Federal tax. Fourthly, the revival of these contributions is 
undesirable as it would revive the old controversies. 

NEW EXCISES 

.As the Federal Government would be left with a great 
deficit, the Committee proposed excise duties in order to obtaiu 
new sources of revenue. Regarding excise on tol1acco, they 
expected a substantial revenue from vend licenses and fees, 
but an excise on it could not be relied upon in the near future 
to yield a substantial revenue. Such a duty could not be 
imposed on the cultivator and on the manufactured product 
it could not be successful when its manufacture cont.inues to 
be so largely carried on in small establi11hments and even as 
a domestic industry and they regarded it unsafe to tely on 
it in the near future. Regarding excise on matches, they 
contemplated its existence from the outset of the Federation 
and anticipated an yield of about 3 crores with due allowance 
for reduced consumption, of which 2 ·50 crores would be ra.ised 
in British India.. This duty has now been imposed.2 Other 
excises might occupy an important place in the fiscal policy 
of India. in the future, but they could not rely upon the intro
duction of such measures in the early years of the Federation. 

They also examined the case of augmenting the Federal 
revenues by a few selected monopolies. From a fiscal point 
of view they did not prefer the monopoly method of raising 
revenue to that of an excise duty and further, they did not 
think that the monopoly method coulil be applied with 
advantage in India to any new commodity. Tht' manu
facture of arms and explosives was already subject to license ; 
while public utility monopolies stand on a different footing and 

z See Chapter on The Indian Budaet, 1934-,-35. 
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the monopoly from the only new eonimodity of broadcasting 
was regarded as problematical from the revenne point of view. 

Commercial Stamps.-They did not recommend the fede· 
rali11ing of commercial stamps in the near future as the loss of 
revenue to the different provinces would be unev«>nly distri
buted and their federali~ation would not ease the problem of 
distributing income-tax. The difficulties in the way of sepa
rating stamp duties into two classes, commercial and non
commercial, would be grave and thus stamp duties were re
commended to be provincialised. Further, in proposing that 
the proceeds of commercial stamps should be assigned to the 
Gnits, tlwy were influenc('d by a doubt whether the problems 

.arising from the imposition of Federal stamp duties in tb& 
States might not be disproportionate to the rev«>nue involved6 

PROHNCJAL SOURCES 

For augmenting the provincial revenues the Committee 
sugge~<t~d that the taxation of tobacco, otherwi'\e than by 
excise on production or manufacture, should rest 'With the 
rnits, with a right to the Federal Government to impose a. 
general Federal excise. Suceession duties were classed amon~ 
taxes leviable by the Federal Government. for the benefit of 
the Units though they were not prepared to rely on them as a. 
source of revenue in the near future. Terminal taxes wer& 
also recommended to be imposed by the Federal Legislature
for the benefit of the l'"nits. Such terminal taxes as were in. 
existt•nce, mainly as municipal taxes, would fall into wuch the
same catPgory as other taxes classed as Federal, which, at the: 
time of Federation, were being levied by certain rnits. The
municipalities and provinces were to continue to raise .thes& 
taxes only within limits laid down by the Federal Legislature~ 
The rhrht to tax a_gTicultural incomes was also recommended to. 
be ginn to the provinces becanse of the close connection betwee11 
this subject and land revenue. This right should he restricted to. 
the taxation of income originating in the province concerned. 

Regarding the general financial position of the provinces, 
the Committ~ pointed out that, on the basis of their existing
revenut-s, most of the provinces would be in a difficult position 
at the outset of the J:ederation. even if they balanced their 
budgets in the intervening period and carry over into Federa
tion only the liabilities which they had incurred. "If, during
the interrening period, they continue ·to accumulate deficits 
yf'ar by year, the position \rill become quite unmanageable, 
and the prospects of real provincial autonomy will pro tanto be-
endangerctl ...... If, ...... the provinces can be provided 'With 
a substantial addition to their revenues -.rhen the proceeds of 
income-tu begin to be distributed, it is of the utmost im
l'Ortance that they should make, during the in~rvening period, 
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the sacrifices necessary to enable them to take full advantage 
()f the prospective improvement in their position. Otherwise 
the additional expenditure required to provide for the service 
of further loans, taken to cover deficits, __ may mortgage the 
new revenue tl') such an extent that in many cases provincial 
autonomy would start under the .most unfavourable conditions." 

"We regard it, therefore, as essential that the Government 
of India and the Local Governments should give this matter 
their immediate attention, and should endeavour to concert 
measures to secure equilibrium in the provinces during the 
intervening period." (Page 20 of the Report.) 

Excise.-In this connection the Committee regarded the 
estimates on receipts from excise on country liquor as very 
low and they thought that the Provincial Governments were 
sacrificing revenue without effecting a corresponding restriction 
of consumption. According to them a province which deli· 
berately sacrificed revenue had no right to ask for preferential 
trea.tment in the distribution of income-tax at the cost of other 
provinces. 

Regarding expenditure, they did not take into account the 
possibility of economies other than those already adopted by 
Provincial Governments. Some further retrenchments 
might be possible within the framework of the existing ad· 
ministrative sy11tem ; but they did not think it- safe to assume 
that savings in that direction would do more than balance any 
increased expenditure directly due to the int.roduction of the 
new reforms. 

EMERGENCY CONTRIBUTIONS 

Emergency contributions were recommended to be levied 
:for Federal purposes upon the Units on three possible bases
(1) the revenue of the Units ; (2) their population; and (3) a. 
:formula based upon a scientific survey of their relative taxable 
capacity. The last wa.s commended as the best; but in view 
of the absence of any scientific survey, the first one wa.s regarded 
as the best solution after determining the revenue of each 
Unit on a. comparable basis. Where it was not possible, the 
assessment might be made on a population basis, the amount 
of the total distribution being divided for this purpose in pro· 
portion to population between these Units and those accepting 
the revenue basis. 

In case there was any permanent Federal surplus, the 
:Peel Committee had recommended its distribution to the 
constituent Units and that the constitution itself should lay 
down the proportions in which funds thus available should 
be divided among the Units. The Percy Committee pointed 
.out that the situation could not arise until any prescribed 
process of extinguishing Provincial or State contributions had 
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been completed. In that case the Committee suggested that: 
the surplus should be distributed on a popuJ.a,tion basis as it 
would arise mainly from taxes on consumption. The Federal 
Government could, however, distribute any part of such a. 
surplus for specific purposes on a basis determined by the 
:Federal Legislature. 

BORROWING POWERS OF THE PROVINCES 

The Peel Committee reported that there must be a consti
tutional right in a province to raise loans in India. upon th~ 
security of its own revenues ; but the Percy Committee did 
not agree with this view and pointed out that so long as the 
security for the pre-Federation debt included the revenues of 
the provinces, the latter should be allowed to borrow with the 
consent of the Federal Government. As this procedure would 
be inconsistent with provincial autonomy, a middle course 
was suggested by them, based on the distinction between the
general debt of the Federal Government and loans made t() 
the Units by the Federal Government. They presumed that 
all the Units would have a right to apply to the Federal Gov
ernment for loans, subject to the latter being satisfied regarding 
the security for such loans. The Provincial Loans Fund 
would then become a Federal Loans Fund. Then the Govern
ment of every Federal Unit should have the right of independent 
borrowing, provided the Federal Government was informed of 
this intention and an opportunity was given to offer advice. 
In case a Federal Unit had loans outstanding with the Federal 
Government, the former would raise a further loan only subject 
to the consent of the Federal Government. 

An impartial and not a representative body of Loan 
Commissioners was recommended to be created to which the 
Federal Government could refer applications from Units for 
loans. Applications from Units having loans outstanding from 
the Federal Loans Fund for consent to independent borrowing 
should also be referred to these Commissioners. The decision 
on all applications should rest with the Federal Government. 

In making the Federal forecast, the Percy Committee did 
not know the effe.ct of a financial settlement between the 
States and the Federal Government, and the Davidson Com· 
mittee pointed out that it would mean a burden of one crore 
upon tbe Federal resources. In that case the Federal surplus 
would be reduced to 6 crores. To compensate the deficiency 
in the 71 crores required to secure financial equilibrium in the 
provinees, the Government might rely upon the savings in 
military and civil expenditure. 

It would be undesirable that the portion of income-tax 
proeeeds to be distributed to the provinces should vary from 
yt>ar to year or be dependent upon th~ bounty of the Federal 
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Government. An automatic principle of division would be 
to assign the corporation tax to the Federal Government 
exclusively and fix a definite share of the rest of income-tax, 
excluding any tax on agricultural income. The Committee 
showed much ingenuity in elaborating their scheme regarding 
the distribution of the tax; but the tests of simplicit,y, ad
ministrative convenience and intelligibility laid down by them 
can hardly stand scrutiny. It may be said tha.t no system of 
contribution by the provinces is likely to be devised which 
will satisfy all the contributing Units ; while the growth of 
indirect taxes with the Federal Government might in the near 
future prove insufficient to restore equilibrium without income
tax. 

If it is assumed that income-tax would remain a Federal 
source of revenue, it is futile to know the exact amount raised 
in every province to find out a basis for distribution. This is 
necessary only when it is treated as a provincial source of 
nvenue.. In public finance, taxation has no quid pro quo to 
the member paying it and it is as true of the Federal Govern
ment as of the local authorities. A combination of the popula
tion and revenue basis would be suitable. The population 
l'atio would determine the needs of provinces ; while its combi
nation with the ratio of the total revenue raised by each 
province to the total of British India would encourage re· 
sponsibility and avoid improvidence. 

The laying down of the principle of subventions to the 
weaker provinces is to be deprecated. It may be consistent 
with a spirit of mutual help and fraternity ; but it would also 
encourage applications from other Units and would increase 
the clamour for the constitution of new provinces. The 
correct solution, therefore, to deal with the case of weaker 
Jlrovinces is to grant temporary accommodation with a warning 
that they must develop their resources in course of time. The 
method of providing relief to the deficit provinces as a perma
nent measilre is to be deprecated ; while even as a temporary 
measure, it is better to grant relief on the basis of a loan on 
favourable terms than by subventions. 

It may also be said that the claim of Bengal to a share of 
the export duty on jute or of Assam to the excise duty on 
kerosene oil, etc., is wrong in principle and is inconsistent 
-with the scheme of allocation of revenues between the Federal 
Centre and the Units. The recommendations of the Committee 
to empower the Federal Government to impose a surcharge 

. for its own purposes on any tax levied by it for the benefit of 
the Units and to distribute its surpluses am()ng the latter are 
likely to meet with approval. 

The fact that the States would not be subject to any 
direct taxes even for emergencies, while the provinces would 
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have to bear some obligations is unfair to the latter. In cases 
of emergency they would like to make voluntary contributions 
to the Federal fisc instead of submitting to a levy of it by the 
authority of the Federal Government. This underlying 
unwillingness of the States to part with power is inconsistent 
with the essentials of Federalism. There can be no secure 
foundation for a constitution which depends upon the voluntary 
offers of any of its Units for dealing with grave emergencies. 

Paragraphs 99 and 101 are unfair to British India in which 
the Committee recommend that British India should take 
its associates as they are and act upon the principle of main
taining the status quo in non-essentials as a better guide t() 
policy than any ambitious ideals of equality or uniformity. 

THE DAVIDSON COMMITTEE 

The Davidson Committee were to examine the extent to 
which t.he existing financial relations of the Indian States with 
the Government of India and the Crown put obstacles in the 
attainment of an ideal system of Federal Government. Re· 
garding the tributes or cash contributions paid by the States 
to British India, the Peel Committee had pointed out that 
contributions of a feudal natur.e were out of place under a Federal 
constitution and that only the probability of inadequate 
Federal resources at the outset prevented them from recom
mending their immediate abolition. The Davidson Committee, 
however, pointed out that the "feudal analogy is often very 
remote and affords no safe criterion for determining the legiti
macy or otherwise of the claim for remission of tributes. Only 
some of these contributions such as those which represent the 
commutation of an obligation to render military service -can 
properly be held to be of a feudal origin or nature. Many of 
them have no analogy to the feudal system as ordinarily 
understood, and others, paid under an agreement or treaty 
to the paramount power for military forces to be provided 
or for services to be rendered by the latter, are obviously in 
important respects in direct contrast to feudalism." 

The Committee pointed out that contributions to Federal 
resources should be on a uniform basis and in the light of this 
principle, contributions made by the States whether in the 
form of a continuing cash payment or a. past cession of terri
tories, tributes and revenues stand on the same footing. The 
Committee reeommended the cancellation of the assigned 
tributes even though th~ assignor State might not be willing 
in its turn to cancel the tributes as between itself and its debtor. 

The Peel Committee recommended the remission of the 
nc\'i\S of contribution of any State over five per cent. of its 
total rewmws and this was endorsed by the Davidson Com· 
mitte. This recommendation was to take place immediately. 

r 
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With regard to the remainder of the cash contributions by 
the States, it was recommended that they should disappear pari 
passu with the contributions in the form of income-tax from 
the provinces to the Federal Government. With regard to 
.ceded territories, the Committee opined that the net value at 
the date of the cession should be adopted as the criterion in 
making the financial adjustment. 

It was also recommended that the cession of jurisdiction 
oQver railway lines for administrative purposes should not be 
-exploited for fiscal purposes. In the case of civil stations in 
:States, the area of foreign jurisdiction should be confined 
to the Residency itself and to the buildings under the control 
-of the Resident. If any civil station is retained beyond these 
limits on political grounds, the conditions of the lease should 
be examined periodically. Under such circumstances, the 
'State should have a right to the surplus revenues after meeting 
the administrative expenses of the locality. 

Both the Davidson and the Peel Committees recognised 
that it would not be possiple for the States to surrender internal 
land customs and thereby secure internal free trade in the 
Federal limits because of the importance of these duties as 
sources of revenues of the States. They recommended, however, 
the relaxation of the restrictions now existing upon the power 
-of levying internal customs duties. Their conclusions regarding 
the claims of maritime States are sound ; while their view that 
a uniformity of burdens and benefits which should be the ideal 
-of a Federal system would not be possible of achievement is in 
.accordance with the views of the Percy Committee. 

The net financial result of the recommendations of the 
<Committee is to impose an additional burden of a crore of 
:rupees annually upon the finances of the Federation which 
:seems to be unfair to British India. It is true that no State 
-can be compelled to join the Federation against its will ; but 
-when once they think of joining it and do actually enter it, 
they must share its burdens and benefits. 

The Commit«'e held that Federation would be desirable 
-even -if their recommendations involved a substantial addition 
t~ the financial burdens of British India. It may be remarked 
that the transfer of responsibility at the centre was made · 
.conditional on the establishment of an AU-India Federation. 
·The Princes cannot of course be compelled to join the Federa
tion against their will and as British India is eager to get 
responsibility at the centre, the States are probably asserting 
their rights with greater vigour than might be necessary. The 
ideal Federation would be achieved only if the States are 
])tepared to make sacrifices pari passu with British India in 
:financial and other matters just as has been done by Federal 
-units in other Federal syst-ems. 



CHAPTER Xll 

Recommendations of the Joint Parliamentary 
Committee 

AccoRDING t,o the Joint Parliamentary Committee, the 
problem of the allocation of resources in all federations is one 
of great difficulty in view of the fact that two different authori
ties, each with independent. powers, have to raise money from 
the same body of taxpayers. The problem can be simplified 
if sPparate fields of taxation are allocated to the two authorities. 
Even then the revenues resulting from thif! division may not 
fit the financial and economic requiremt>nts of each party. 
It is also true that these requirements do not neccssa,rily con
tinue to bear a constant relation to each other and it is, of 
course, extremely difficult to devise a variable allocation of 
resources. According to the Committee, in no Federal system 
has an entirely satisfactory system of the allocation of revenues 
been devised between the Federal authority and the Govern
ments of the Units. 

Under the existing system in India, the position from the 
point of view of expenditure is that the provinces have an 
nnlimite,d field for th<~ development of social services ; while in 
normal times the demands upon the centre are more or less 
constant. The provinces have not had adequate means for a. fnll 
development of social needs, " while the centre with taxation 
at a normal level, bas no greater margin than is requisite in 
view of the vital necessity for maintaining unimpaired· both 
the efficiency of the defence services and the credit of the 
Government of India, which rests fundamentally upon the 
credit of India as a whole, Centre and Provinces together." It 
should be pointed out that central resources in normal times are 
capable of expansion to a great extent. 

The present depression has adversely affected both the 
Centre and the Provinces, whose financial position has been 
severely strained; while there has been an all-round increase 
in taxation. The Committee point out that in a few provinces 
the available sources of revenue are never likely to be suffi
cient to meet reasonable expenditure, and that the existing 
division of the heads of revenue leaves the Centre with an 
undue share of those beads which respond most readily to an 
improvement in economic conditions. For this reason the 
provinces demand a substantial share in the taxes on income. 

The attitude of the States in the matter of direct 
~axa.tion bas given added impetus to the provincial claim for 
mcome·tax. If the income-tax is retained by the Federation 
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-as by the Centre at present, it would be natural on the part of 
"'British Indian Provinces to insist that the subjects of the 
'States also should pay income-tax, a part of which should be 
111ade available for the Federal fisc ; but the States are not 
]>repared for this arrangement. ' 

The Federal Finance Committee in 1932 had recommended 
-the plan evolved at the earlier sessions of the Round Table 
.Conference to allot income-tax to Provinces and to meet the 
·deficit at the Centre by provincial contributions, which would 
:gradually be reduced over a prescribed period of years and 
-would finally disappear with the development of new federal 
·sources. The Committee could not, however, foresee their 
:abolition in the near future. His Majesty's Government, 
-therefore, abandoned this scheme. 

The Joint Parliamentary Committee pointed out that 
-the Provinces should, if practicable, share in the proceeds 
-of the income-tax. The question then centres reg:1rding the 
:amount of this share. The Committee did not regard it possible 
-to strike a theoretically correct balance between the States and 
"'British India, on the assumption that the States will not be 
:subject to the federal income-tax. Many factors should be 
-taken into account in this respect. There is the question of 
-the pre-Federation debt whether it should not fall on British 
lndia. alone, and expenditure like subsidies to the deficit 
-provinces would be for British India purposes only. Further, 
a part of the income-tax proceeds is obtained from subjects of 
Indian States also, e.g. from the holders of Indian Govern
ment securities, etc. The States also make a contribution in 
:kind to the defence of which there is no counterpart in British 
India. The Joint Committee therefore regarded it wiser 
-to base the division upon the financial and economic needs of 
-the Federation and the Units. They did not think the resulting 
.disequilibrium to be of a serious character. The Federal Centre 
-.cannot, however, spare adequate fresh resources for the 
·provinces for some time to come barring the needs of the deficit 
:areas. _ But it is undesirable to leave the provinces with no 
indication of the share which they may ultimately expect 
-when the existing difficulties become less severe. The Commi
:mittee held that the transfer should be gradual to avoid 
.dislocation of both Federal and provincial budgets. 

According to the White Paper, taxes on income 
obtained from federal sources, i.e., federal areas or emolu
·ments of federal officers should be assigned to the Feder~tion. 
·Of the rest of the normal taxes on income except the corporation 
tax, a certain percentage was to be assigned to the provinces. 
'This percentage was not to be less than 50 per cent. nor more 
than 75 per cent. Of this sum, the Federal Government would 

:.retain a certain amount. This latter ammmt was to remain 
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.constant. for three years and thereafter to be reduced to nil 
during the next seven years. The Federal Government and 
]Jegislature would, in addition, be empowered to impose a 
:surcharge on taxes on income for federal purposes only. This 
power was to be exercised only in serious financial difficulties, 
when the States also would contribute to the Federal fisc. 

The Joint Parliamentary Committee did not like the 
:scheme, because any alteration in the rate of income-tax would 
:affect both the Centre and the Provinces though only one of 
·t,he parties might like to introduce a change. An alternative 
is to assign the yield of a given basic rate either to the Federation 
.or the Provinces, the remainder going to the other ; but this 
-scheme would not fit well into the Indian income-tax system. 
'The Joint Committee with slight modifications recommended 
the White Paper Scheme. The percentage to be ultimate1y 
attained should be fixed as late as possible by Order in Council; 
but the percentage of the rest of the normal taxes to be assigned 
to the Provinees is not expected to be higher than 50 per cent. 
It is not also possible to fix in advance a. time table for the 
process of transfer. The actual periods referred to above in 
the 'White Paper proposal should preferably be left to be 
determined by Order in Council rather than be fixed by law. 
'The proposal of the British Indian Delegation embodied in 
their Joint Memorandum that there should be an enquiry after 
three years did not find favour with the Joint Committee and 
was rejected. The actual method of distribution of income
t.ax between the various provinces was not recommended by 
the Committee : while the solution suggested by the Percy 
.Committee for fixing an automatic basis of contribution was 
regarded as a useful line of approach to the problem. Beyond 
this, the Committee did not say anything in the matter. 

CORPORATION TAX 

According to the proposal of the White Paper the taxes 
~n the income or capital of the companies were to be ratained 
bv the Federation and the tax was to be extended to the States 
:after ten years, a right being reserved to any State which pre
ferred that companies subject to the law of the State should 
not be directly taxed to pay to the Federal fisc an equiva.
h•nt lump sum contribution. This desire of the Stares was 
appreciat~d by the Joint Committee though the details of the 
:arrang!'Ulent with the States seem to be complex and the adop
tion of the alternative procedure was regarded economically 
undesirable. 

PROVINCI!L StJRCHARGES 

The White Paper proposed that a Provincial Legislature 
should be empowered to impose a surcharge not exceed.ing 121 
JWr ('t•nt. on the taxes levied on the personal income of persons 
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resident in the Province, and to retain the proceeds for 1~ts 
own purposes. The Joint Parliamentary Committee did not 
favour this proposal for three reasons. Firstly, it would lead 
to differential rates of tax on the inhabitants of different 
provinces, which is undesirable; secondly, the rates of taxes on 
incomes are likely to be high enough to make it difficult to 
increase the rate by way of surcharge; and thirdly, this power 
to the provinces would nullify the emergency power of the 
Federation of imposing a surcharge. 'Xhe advantage of the 
proposal is that it would give a certain amount of elasticity 
to the provincial revenues, which would be desirable until the 
transfer of their share of the income-tax was completed. 

TAXES ON AGRICULTURAL INCOMES 

In this respect the White Paper proposal giving the pro
vinces exclusive power to impose taxes on agricultural incomes 
not subject to imcome-tax at present was approved by the 
Committee. 

THE DEFICIT PROVINCES 

Sind, Orissa, Assam and the North-West Frontier Province 
are provinces with deficits for which the Centre is to make 
contributions to enable them to balance their budgets. Sind 
is not expected to be permanently a deficit province ; while in 
the case of Orissa and Assam there is no likelihood that revenue 
and expenditure would balance under any scheme of allocation 
of resources, present or proposed. According to Proposal144 
of the White Paper, a fixed subvention would be granted to 
such provinces from the Federal revenues. This contribution 
is· to be made a permanent and stable contribution to avoid 
the danger that the province concerned may be tempted to rely 
on expectations of extended federal assistance and may not 
thus develop its own resources. The scheme was agreed to 
by the Joint Committee. The proposal was that the Provinces 
to be assisted and the amounts of the subvention should be 
determined after further expert enquiry which was conducted 
by Sir-Otto Niemeyer. At present the North-West Frontier 
Province is receiving a contribution of 75 lakhs of rupees 
annually from the Centre, which is to continue ; but the Federal 
Centre was recommended to have power to review the amount 
from time to time. 

EXCISE AND EXPORT DUTIES 

In this connection the White Paper Proposal contained 
in Papagraph 137 was to empower the Federal Legislature to 
assign to Provinces and to States the whole or a part of the net 
revenu~s obtained from salt, federal excises and export duties 
under a scheme of distribution as the Federal Legislature might 
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determine. In the case of export duties on jute a.nd jute pro· 
ducts, at least 50 per cent. of the net revenue from the duty is 
to be compulsorily assigned to the producing Units. The object 
of the provision in relation to salt duties and excll!es is to make 
the financial scheme more elastic in the interest of future 
development, and it might facilitate the introduction of a. new 
tax. The Joint Committee endorsed this proposal. In regard 
to the proposal relating to the assignment of 50 per cent. of the 
revenue from jute export duty to Bengal, the Committee held 
that the special circumstances of the province justified this 
special treatment. They did not, however, express an opinion 
in relation to a. share in the proceeds of the excise duty on 
petroleum for the benefit of Assam. 

TERMINAL AND OTHER TAXES 

Proposall38 of the White Paper lays down that the power 
to impose certain terminal and other taxes should be vested 
solely in the Federation, though the proceeds would be distri
buted to the provinces ; but the Federation would have a. 
right to impose a surcharge for federal purposes. Such cases 
relate to the following items :-

(1) Duties on property other than land passing on death ; 
(2) Taxes on mineral rights and on personal capital (other 

than land); 
(3) Terminal taxes on railway, water or air-borne goods 

and passengers, and taxes on railway tickets and goods freight ; 
(4) Stamp duties which are the subject of legislation by 

the Indian Legislature at the date of Federation ; and 
(5) Taxes on income other than on agricultural income 

barring taxes on the income of companies. 
This proposal was endorsed by the Committee because of 

the necessity of securing uniformity in the rate of the tax or 
its administration. 

INTEREST OF THE UNITS IN THE FEDERAL BUDGET 

The Federal Units may share in the yield from certain 
federal taxes. This means that the Federal Budget cannot be 
the concern of the Federal Government and Legislature alone. 
In order to promote mutual consultation between the Federation 
and the 'C'nits in such cases, Proposa.ll40 of the White Paper 
lays down that Federal legislation upon them should require the 
prior assent of the Governor-General. This should be given 
after consultation with both the Federal Ministry and the 
Gowrnments of the Cnits. According to the Joint Committee 
this statutory obligation to consult the Units might cause 
difticulties. It was, therefore, recommended that there should 
be directions to the Governor-General in his Instrument of 
ln8tructions t() ascertain the view of the Units in the manner 
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that he thought best under the circumstances. The suggest' n 
to create a special Provincial Fund to which all receipts in id 
of Provincial revenues should go, to be administered for ihe 
benefit of the Provinces by the Governor-General on the advice 
of a statutory Inter-Provincial Council representing lhe 
Provincial Governments, was not favoured by the Committee. 

FINANCIAL ADJUSTMENTS BETWEEN THE FEDERATION AND 
THE STATES 

The principles underlying the recommendations of the 
Davidson Committee in general were endorsed by the Committee. 
Any contribution paid by a State to the Crown which was in 
excess of the value of the immunities which it enjoyed 
was recommended to be abolished gradually over a period 
of years, corresponding to the period during which it was 
proposed to defer the full assignment to the Provinces of a 
.share of the taxes on income. 

LAND CUSTOMS DUTIES IMPOSED BY STATES 

Many States derive . substantial revenues from customs 
duties levied on their frontiers on goods which enter the States 
from other parts of India. These duties are called as internal 
customs duties, but in the cases of the smaller states they 
correspond to octroi and terminal taxes more than to customs. 
In the case of the larger states the right to impose them is 
limited by treaty. Internal customs barriers are inconsistent 
with the freedom of intercharge of a fully developed Federation 
and the Joint Committee were of the opinion that every effort 
should be made to substitute other forms of taxation for these · 
internal customs duties. The change should be left to the 
discretion of the States concerned as alternative sources of 
revenue become available. The Committee thought that the 
accession of a State to the Federation should imply its accept
ance of the principle that it would not set up a formidable 
barrier to internal free trade which might jeopardise the future 
of the Federation. The Committee, therefore, endorsed 
Proposal 129 of the White Paper which empowered· the 
Governor-General in his disl:retion to instruct a member-State 
of the Federation to secure the fulfilment of the federal obliga· 
tions. 

STATES' MARITIME CUSTOMS 

The Committee favoured the principle that the maritime 
States which levy sea customs duties should be allowed to 
retain only so much of the customs duties collected by them as 
was properly attributable to dutiable goods consumed in their 
own territory. If the treaty rights stood in the way of the 
attainment of this ideal and if the same were insisted upon, 
the Committee held that the question would have to be seriously 
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considered whether the State could be admitted to the Federal 
system. It is thus important to secure a. genuine uniformity 
in the rates of customs duties levied at State ports and at the 
ports of British India respectively. 

BORROWING POWERS 

The provisions with regard to borrowing powers are con
tained in Paragraphs 146-149 of the White Paper. The Federal 
Government will have power to borrow for federal purposes 
upon the security of federal revenues within limits fixed by 
Federal Law. The trustee status of existing India sterling 
loans will be maintained and extended to future sterling federal 
loans. 

The Federal Government will have the power to grant 
loans to or to guarantee loans of the Federal Units on terms and 
conditions to be prescribed by it. The Government of a 
Governor's Province will be empowered to borrow for provincial 
purposes on the security of provincial revenues within limits 
which may be laid down from time to time by provincial law. 
In case the loan granted or guaranteed by the Federal Govern
ment is outstanding or the loan is to be raised outside India,. 
the consent of the Federal Government will be required. 

The Joint Committee accepted these proposals subject 
to one modification that when the loan guranteed or granted 
by the Federal Government was outstanding or the loan was 
J".J,ised outside India by a Federal Unit, the ultimate decision 
whether consent had been unreasonably withheld by the Federal 
Government should rest with t.he Governor-General in his 
discretion. The Federal 1\finistry might like to control the 
general policy of a province by refusing the application or by 
insisting upon unreasonable conditions. The Committee, there
fore, suggested the modification mentioned above. 

ADDITIONAL EXPENDITURE 

The additional cost of the scheme as given in the Report of 
the Joint Parliamentary Committee may be summarised below:-

Item Cost per annum 
Rupees 

Qyerhead charges for provincial autonomy ! crore 
Qyerbead charges for Federation ! crore 
Separation of Burma 3 crores 
Subyention to Sind ! crore 
Subyention to Orissa 30 lakhs 
Financial adjustments with States 1 crore 
SubYention to .X. W. F. P. 75la.khs 

The total annual additional cost would thus come to seyen 
crort>s and thirty lakhs of rupees and taking into consideration 
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the subvention to other deficit provinces, it might come to 
about eight crores of rupees annually. The Committee, however, 
argued that the additional expenditure due to the separa
tion of Sind and Orissa would come to 10 and 25 lakhs respec
tively which is already included in the overhead charges referred 
to above and that the remaining expenditure would have to be 
-found somehow even if these provinces were not created into 
:separate units. The case of Assam for an increase in its 
-revenues has been recognised for some time and the subven
tion to the North-West Frontier Province has already been 
granted. Then the additional cost would come to about 5! 
-crores of rupees annually. 

The Committee conclude that the proposed constitutional 
changes would not directly involve any new formidable financial 
burdens upon the tax-payers of India as a whole, but "the 
necessity for giving greater eleasticity to provincial resources, 
the subventions to the deficit Provinces, and also the separation 
of Burma, will impose a further strain on the finances 'at the 
<:lentre." 

It is suggested in Paragraph 60 of the White Paper that 
at the last possible date there should be a financial enquiry 
.and the Committee endorsed this suggestion. They pointed out 
that no expert body could say that the new constitution would 
not aggravate the financial difficulties to a dangerous extent. 
In this connection they held that Parliament must receive 
direct assurance from His Majesty's Government at the appro· 
priate time. Sir Otto Niemeyer made the enquiry and issued 
nis report. 

CRITICISM 

The above recommendations of the Joint Parliamentary 
Committee have been embodied in the Government of India Act, 
1935. The scheme of the division of financial resources between 
the Federal Centre and the Units does not seem to be fair to 
the British Indian Provinces and it is open to the following 
.objections :-

Firstly, the constitutional advance is to involve an addi
tionaf expense of about seven crores of rupees which the Indian 
tax-payer cannot bear without curtailing the most vital neces
saries of life. The average per capita income in India is very 
1ow and the possibility of an additional tax thereon cannot 
.certainly be contemplated with equanimity. The masses are 
,groaning at present under a system of top-heavy and costly 
administration, and any constitutional advance which does not 
promise a reduction in taxation cannot be in the best interests 
of the Indian masses. 

Secondly: the creation of separate new provinces is altogether 
-uncalled for and unnecessary. This would involve addi
tional charges which could have been easily avoided. For 



jOINT PARLIAMENT. COMMITTEE RECOMMENDATIONS 141 

a. long time to come Sind cannot be a. self-supporting province 
and the findings of the Sind Financial Enquiry Committee 
were ably questioned by the late Prof. Chablani and in the 
face of these facts, the constitution of Sind into a separate 
province is altogether unjustifiahle. The separation of Burma 
and also the constitution of Orissa into a separate province 
should not have been done. 

Thirdly, the system of subventions to the deficit provinces 
is unjustifiable on economic grounds. It is at the cost of the 
general tax-payer. A better alternative would have been to 
grant loans to the deficit provinces guaranteed by the Centre 
to give the advantage of low rates of interest to the former. 
These loans would have been repaid according to a. scheme 
formulated in advance. This would have put a check upon the 
extravagant demands for the creation of new provinces which 
could not be self-supporting. 

Fourthly, the provisions regarding the raising of loans by 
the provinces are that if they borrow money outside India or 
if the loan granted or guaranteed by the Federal Government 
is outstanding and further loans are required, the decision for 
allowing t.o borrow an additional sum would rest with the 
Governor-General in his discretion. The decision should have 
been with the Federal Legislature and not with the Governor
General in his d'iscretion. 

Fifthly, the provisions regarding the customs duties imposed 
by the States entering the Federation at·e unsatisfactory. They 
would prevent a uniformity in the rates of customs duties 
levied at State ports and at the ports of British India. This 
would divert trade from the British Indian ports to. the 
State ports to a great extent. Land customs duties imposed by 
States would impede internal trade of the country and would 
consequently put a check upon industrial development. The 
possibility of alternative sources of taxation like the income
tax should have been seriously considered. 

Sixthly, the assignment of 50 per cent. of the jute export 
duty to Bengal is unjustifiable on financial and economic 
(!rounds. The principle of equity also does not sanction it. 
If this principle of assignment is granted, then customs import 
duties should go to the provinces where the ports are situated 
and ncise duties should go to those provinces where the revenue 
is raised. This principle cuts at the root of uniformity and co
operation and is bound t.o create inter-provincial jealousies. 

Finally, the British Indian Provinc~s and the Indian 
Statl.'s entering the Federation should bear the burden of the 
constitutional changPs in adequate proportion; but it is not 
so aceording to the provisions of the Government of India Act, 
19:~5. Almost all the additional expense is to fall on the British 
Indian ProvincPs. A portion of the income-tax is to be retained 
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by the Federation ; but there would be no direct taxes in the 
States subject to the control of the Federal Centre and this 
involves injustice to the British Indian Provinces. 

The States which like to come into the Federation must 
be prepared to share the common burdens to be imposed upon 
the Federating Units; because as members of the Federation 
they would enjoy common privileges. As the provisions 
stand, this is not the case. Moreover, the additional burden 
of about seven crores of rupees would m2,ke it still more difficult 
for the provinces to pursue the nation-building activities on: 
an adequate scale. 

The progressive Ministry in a province would not be able 
to finance provincial schemes of economic development in an 
unfettered manner ; because in some cases further borrowing 
would depend upon the Governor-General in his discretion. 
The sanction of the Federal Ministry should have been quite 
~nough under the circmnstances. 



CHAPTER XIII 

Sir Otto Niemeyer's Report 
THE further constitutional advance of the country was 

made dependent upon a satisfactory financial position of th~ 
Provinces and the Centre, and accordingly, Sir Otto Niemeyer 
was deputed to make this investigation. .According to his 
findings, the budgetary prospects of India, if given a prudent 
management of her finances, justify the view that adequate 
arrangements can be made step by step to meet the financial 
implications of the new constitution. .After dealing with the 
financial position of the Provinces and the Centre, he has pro
posed assistance for eight out of the eleven provinces, which 
will cost the Centre about two crores of rupees annually. 
According to him, " His Majesty's Government may safely 
propose to Parliament that Part Three of the Government of 
India Act of 1935 should be brought into operation a year 
hence." 

Further, income-tax amounting to six crores of rupees 
assignable to the provinces will be retained by the Centre for 
the first five years, unless the railways are able to make a sub
stantial contribution. The Centre should begin relinquishing 
it gradually during the second five years, so that within ten 
years of provincial autonomy, the provinces may hope to enjoy 
full share from this revenue head. • 

He started on the assumption that at the inauguration 
of provincial autonomy each of the provinces should be so 
equipped that it may enjoy a reasonable prospect of maintain
ing financial equilibrium and that the chronic state of deficit 
into which some of them have fallen should come to an end. 
His object was, therefore, to examine the existing and pros
pective position of the provinces in matters of finance and to 
determine the extent to which special assistance would be 
nt'eded for that end. He also considered how far the 
Central Government would be able to render such assistance 
without jt'opardising its own solvency. He also suggested to 
what extent and when it may be possible for the Centre to 
pla<'e additional resources at the disposal of the provinces out 
of the proct'eds of taxes on income. From the provincial 
point of view, it is desirable to attain this end ; but the question 
is to determine an equitable basis of distribution from the 
eentral point of view. He also laid emphasis on the para
mount considt>ration of maintaining the financial stability and 
('1\:'uit of India. aa a whole. 
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According to him, expenditure on the Centre cannot be 
further reduced consistently with safety. Provincial expendi· 
ture could be advantageously increased as the provinces are 
in charge of nation-building departments like sanitation, 
education, public health, agriculture, etc. In his opinion, some 
expansion may now be anticipated from the recovery of pro
vincial revenues not all of which are, or need be, static. But 
the main hope of the provinces for future expansion lies in the 
allocation at an early date of a share in taxes on income under 
Section 138 of the Government of India Act, 1935. 

Regarding the existing position of provincial budgets, he 
remarks that no settlement can ensure freedom from the ordi· 
nary risk of a casual budgetary deficit to a province, whatever 
the course of its administration may be. He further observes 
that special assistance to certain provinces can only be given 
at the cost of the central revenues in whatever form it may be. 
Further, it must operate to delay pro tanto the general transfer 
to all provinces of their share of taxes on income. " Thi~ 
consideration cannot be absent from the mind of anyone 
endeavouring to deal fairly with the whole problem and sets one 
a limit to the amount of prior readjustment which can reason· 
ably be admitted. At the same time it is equally clear that 
some provinces are intrinsically better off than others and at 
the moment less urgently in need of additional resources, and 

-it is both fair and inevitable that a certain measure of correction 
should be applied even if it means that the provinces which 
have been able to attain higher standards of administration 
should now to some slight extent have to progress more 
slowly." 

The United Provinces are to get Rs. 25 lakhs per annum 
for the next five years and it is pointed out that while the 
ultimate future of the Province gives less cause for anxiety, its 
immediate difficulties are considerable. It is recommended that 
Sind subvention should remain at Rs. 105 lakhs for a period of 
ten y.ears and should then be reduced by stages after ten years. 
At the end of ten years it should diminish by 25lakhs a year 
for twenty years, by 40 lakhs a year for the next five years, by 
45 lakhs a year for the next succeeding five years and thereafter 
until the whole barrage debt is repaid by 50 lakhs a year. 
When the debt has been repaid in about forty years from fund· 
ingin1942, any remaining portion of the subvention will in any 
event cease. For Orissa an annual help of approximately Rs. 50 
lakhs is recommended, and further grant is to be made by the 
Government of India to the Orissa Famine Fund so as to raise 
the total in the latter to the figure of 10 lakhs and for this pur· 
pose a further non-recurrent sum of Rs. 4 lakhs would be 
needed in view of the fact that Rs. 5 lakhs have already been 
provided for this purpose and a contribution of Rs. 1! lakhs is 
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included in the Orissa budget for 1936-37. Further, the pro
vision in the Government of India Budget 1936-37 towards 
the cost of the buildings for the headquarters of the Province, 
amounting to Rs. 27! lakhs is regarded as insufficient, and a. 
further sum of Rs. 15 lakhs at the rate of Rs. 3lakhs per annum 
in each of the first five years is recommended. Thus the total 
help recommended to be given to Orissa comes to about Rs. 57 
lakhs in the first year, Rs. 53 lakhs a year in the next four 
years and thereafter Rs. 50 lakhs a year. 

The measure of the assistance for Assam is to depend 
partly on the prospective revenue of the Province, allowing for 
a moderate amount of c.ontinued recovery, and partly on the 
degree to which the existing provincial deficit, about Rs. 4 7 
lakhs in 1935-36, can be regarded as having been unavoidable. 
Allowance has further to be made for the cost of provincial 
autonomy and for certain adjustments of expenditure with the 
Centre, including the cost of Assam Rifles, hitherto mainly 
borne by the Central Government. Thus Assam is to get Rs. 45 
lakhs annually, and in addition, the proposal of the Central 
Government to bear Rs. 7 lakhs of the cost of the remaining 
Assam forces is endorsed as an equitable arrangement by Sir 
Otto Niemeyer. In view of this assistance, he does not endorse 
the special claim of the Assam Government in connection with 
the proceeds of the excise duty on Assam oil. 

Since 1932 the North-West Frontier Province has been 
receiving an annual subvention of rupees one crore and Sir Otto 
has rcommended that this annual subsidy of one crore should 
be supplemented by approximately Rs. 10 lakhs per annum 
and it should be fixed for a period of five years after which it 
should be subject to revision in the light of the then existing 
circumstances. By revision, he does not mean an increase, 
but a mere review of the position is contemplated in the light 
of five years' further financial administration. 

The separation of Burma would involve a net loss to 
central revenues, amounting to about 2! crores of rupees. 
These two items together would clearly present a budgetary 
problem of some magnitude, if they had to be faced at one 
blow in 1937-38. But according to Sir Otto they need present 
no special difficulty in view of the possibility of expansion in 
C('ntral resources, which he anticipates with confidence. 
Owing to the Reserve Fund of about Rs. 2 crores, constituted 
out of the anticipat~d surplus of the year 1935-36, he does not 
st>e any reason why the grant of these additional resources to the 
pro,·inct:>s should not commence in 1937-38. He further re
marks that the scope in the next five years for relaxation of 
~·wnue burdt>ns is likely to be extremely small unless economic 
unprowmt>nt takes phwe at a. rate well in excess of what can 
now safdy be assumed. 
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JUTE EXPORT DUTY 
Sir Otto does not agree with the argument that the inci

dence of the jute export duty falls wholly on the producer, 
because no statistical proof of this contention has been pro
duced. Even if it could be produced for a specific date, it 
would not hold good in all circumstances of a changing market. 
Further, no source of revenue can in any country be derived 
equally from all parts of the country alike, rich and poor, 
industrial and agricultural. He, therefore, concludes that in so 
far as a claim may be put forward on the ground that· the 
taxable capacity of Bengal is limited by the incidence of this 
duty, that is a claim not so much to this part.icular duty as to 
the financial assistance generally. It is part in fact of the case 
for a share in taxes on income or for such prior special treat
ment as it is the object of his recommendations to ensure. 

It may be said that his conclusion in this respect is econo· 
mically sound. A tax by its very definition is a compulsory 
contributim levied upon the members of a state witholtt involving 
any QUID PRO QUO. Bengal or for the matter of that no pro· 
vince can have a special claim for an exclusive allotment of 
the proceeds of a tax raised within its borders. Further, 
whatever validity there may be in the argument has already 
been met by the surrender to the provinces concerned of 5() 
per cent. of the net produce of the duty. But Sir Otto has 
recommended that the percentage should be increased to 62! 
per cent. on the estimated gross yield of the duty in 1936-37 
at Rs. 380 lakhs. This would mean in round figures the follow
ing additions to the resources of the provinces concerned at a 
corresponding cost to the Central Government : Bengal Rs. 42 
lakhs, Bihar Rs. 2! lakhs, Assam Rs. 2! lakhs, Orissa rather 
over Rs. ! lakh. 

It may be mentioned at this stage that the United Pro· 
vinces have not been given that consideration which is their 
due. The Government have resorted to special taxation 
measures and to retrenchment and still there is a deficit budget 
which-does not augur well for the future of the Province. In the 
matter of literacy our province is far behind others and there is 
a great scope and necessity too, for an expansion of the nation· 
building departments, if prosperity is to be secured for the 
people. Thus the U. P. deserves more help than has been 
recommended to the Province. 

He further makes two observations in connection with 
taxation measures. He says, " I wish to add two comments 
on these recommendations. After the abolition of tax on the 
smaller incomes and the two successive reductions in the rates 
imposed in 1931 the rates of income-tax and super-tax in India, 
especially on the higher incomes, are by no means excessive. 
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The general scheme of Indian taxation (Central and Provincial) 
operates to relieve the wealthier commercial classes to an 
extent which is unusual in taxation schemes and there would 
be no justifiable ground of complaint if a slight correction of 
this anomaly were maintained. The assignment of taxes on 
income is the main method of assisting provincial finances 
contemplated by the Government of India Act and, if the 
remaining surcharge were maintained, it would materially 
contribute to the early re<~eipt by the provinces of additional 
resources." 

POSITION OF RAILWAYS 

The early establishment of effective co-ordination between 
the various modes of transport and the thoroughgoing over· 
l1aul of railway expenditure in itself are considered to be thE'~ 
vital elements in the whole provincial problem. Each pro
vince advocates the basis of a division, population, residence 
etc., which gives it the largest net dividend. Sir Otto does not 
regard any of the proposed bases as having any particular 
scientific validity. They do not satisfy in any appreciable 
degree the ideal, but practically unascertainable, test of the 
capacity to pay. The mere accident of place of collection is 
an unsuitable guide. The residence of the individual too, 
though it may be a convenient dividing line for avoiding 
double taxation between separate political units, is not in 
itself a very scientific criterion, particularly in a Federation. 
Finally, even supposing it were practicable to ascertain to 
what part of India particular fractions of income, and there· 
fore the incidence of the taxation burden properly adhere, it 
is still arguable that in a Federation other considerations· also 
are involved, particularly if the benefits and incidence of other 
forms of c.ommon taxation are unequally divided as between 
the various partners. 

It may thus be said that three forms of assistance to the 
provinces have been suggested: cash subventions, debt cancel· 
lation and the distribution of further 121 per cent. of the jute 
tax. In the cases of Bengal, Bihar, Assam, the X. W. F. P. 
and Orissa, the entire net debt is to be cancelled ; while in the 
<·ase of the C. P. all pre-1936 deficit debt, plus approximately 
Us. 2 crores of the pre-1921 debt is to be cancelled. Cash 
subwntions have been recommended for all provinces except 
for Madras, Bombay and the Punjab. The reason given is that 
:Madras bt>nefits immediately to the ext~nt of Rs. 20 lakhs 
throu~h the Sl'paration of Ganjam district, and Bombay likewise 
bt•m•tits to the ext.,nt of Rs. 90 lakhs through the separation 
of 8ind, and on the merits of the case the Punjab benefit~d 
long ago "'hen its deficit districts of the frontier were constituted 
into a s..·parate province. On merits, Sir Otto does not uphold 
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the claim of Bengal to the whole of the jute export duty and 
proposes the enhancement of Bengal's share merely as a most 
convenient method of giving relief. 

His findings are based on the consideration " that the 
expenditure at the Centre cannot be expected consistently 
with safety to decrease much below the point to which it has 
now been reduced". This has, however, been the pivotal 
point of dispute and Indian businessmen and economists have 
laid emphasis on a proper rationalisation of the central expendi
ture with a view to reduce same on items like the Army, the 
Civil Services, etc., so that the same may be in keeping with 
the economic standards of the people of the country, consist
ently with efficiency. 

A thorough overhauling of railway expenditure too has 
been recommended as a vital element in the whole provincial 
problem. He does not suggest any increase in the railway 
rates and fares. Indeed, the railway finances appear to be the 
crux of the problem in determining the speed of relief to the 
provinces. Taking the worst view, if the railways are unable 
to meet the deficit out of their own reserves and have to be 
subsidised from the Central Budget, the entire financial struc
ture of the new constitution is liable to be completely upset. 
If the railways are able to pay their way, the Niemeyer scheme 
of help to the provinces would stand ; otherwise the proposed 
devolution of income-tax share to the provinces during the 
second five-year period may have to be interrupted by the 
Governor-General suspending the operation of the scheme 
owing to fall in other revenues not made good by contributions 
from the railways. 

The Report suggests the retention of the remaining sur
charge on income and super-tax as a permanent feature of 
taxation system in the country. An increase in or a high level 
of taxation is in itself absolutely no indication of its burden 
on production and distribution. The distribution of the 
burden of taxation would depend upon the ways of spending 
the :revenue. If they are spent on nation-building depart
ments and if they provide increased opportunities of employ
ment to people, they are economically justifiable ; otherwis& 
perhaps they are not. According to Prof. Marshall, " a slight 
and temporary clteck to the accmnulation of material wealth 
need not necessarily be an evil even from economic point of 
view, if, being made quietly and without disturbance, it pro
vided better opportunities for the great mass of the people, 
increased their efficiency and developed in them such 
habits of self-respect as to result in the growth of a much 
better race of producers in the next generation." Judged 
from this test, the high level of taxation would be 
very burdensome to the businessmen and producers. There 
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is to be no relief in the military and civil expenditure 
and the new constitution would not confer any economic 
advantages upon the masses. Provincial and Federal Ministers, 
perhaps, would not be in a position to formulate schemes of 
economic development as they would not have a free scope to 
do so. Under such circumstances, economists and business
men cannot afford to be enthusiastic over the retention of the 
existing high level of taxation. 



CHAPTER XIV 

Indian Public Debt 
THE subject of our external obligations is of special signi

ficance for two reasons. Firstly, it is very closely connected 
with India's economic position and has an important bearing 
upon her future economic development. Considerations of 
national economic autonomy require that the nation should 
have no external obligations which may act as a dead weight 
on its economic progress. Secondly, the future constitution 
of the country should be based upon a just and workable 
underst,anding regarding foreign obligations. India will redeem 
every pie of her foreign obligations and repudiation is abso
lutely out of the question ; but what is necessary is that there 
should be a fair and equitable settlement of these debts just 
to see if any items have been wrongly debited to the Indian 
Exchequer. A settlement of these questions will necessitate 
the devising of ways and means for meeting these obligations. 

Our external obligations may be divided into fom sections: 
firstly, debts which India owes to foreigners on account of 
government borrowings ; secondly, Home Charges, repre~ 
sented by interest on foreign loans and expenditure on account 
of the civil and military services ; thirdly, debts of semi
public bodies· like the municipal and port trust authorities; 
and fourthly, India's liabilities on account of foreign com
mercial investments in the country. 

The burden of these various obligations on India, on her 
revenues and consequently on her economic conditions is very 
great. When the balance of trade is unfavourable to India, 
these obligations have to be met by borrowing money. This 
state of affairs is detrimental to the economic stability of the 
country and it points to the imperative necessity of reducing 
the burden of these obligations. 

The natme and origin of our public debt may now be 
examined with a view to find out its bearing on the economic 
position of our country and to suggest measures how best 
these obligations can be redeemed so that they may not entail 
a· heavy burden. 

These debts originated with the East India Company, who 
borrowed money whenever the revenues were insufficient to 
meet their demands. The Company's debt stood at £7 
million in 1792 ; but it had risen to nearly 60 million pounds 
just before the Mutiny because of Wars and conquests. The 
Mutiny was responsible for raising the debt still higher, and 
the whole cost of suppressing it was borne by India., so that 
by 1860 the public debt stood at £100 million. When the 
Crown took over the Government of the country in 1858 from 
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the Company, the former also aRsumed the responsibility of 
the whole of the debt of the Company and also paid £12 mill· 
ion for the capital stock of the East India Company. War, 
famine and exchange were responsible for augmenting the 
public debt of India between 1860 and 1900. 

From the year 1860 there hP.s been a steady increase in 
India's productive or public works debt, because the Govern· 
ment adopted t,he policy of borrowing for constructing pro
ductive works like railways and irrigation works. The interest 
on Public Works Debt was charged to a separate R,ailway and 
Irrigation Account, and the interest on the ordinary debt 
(as the unproductive debt began to be described after 1870) 
was charged under the general heading of debt. The Public 
Works Debt increased when the Government had to borrow 
for purchasing some of the railways from the Companies or 
for making advances to them for capital account. 

The total public debt of India stood at 510 crores in 1914, 
but it rose to 1136 crores in 1930. The following table shows 
the position in this connection1 

:-

31st 31st 31st 
March March March 
1929 1930 1931 

Total in India •• .. .. 602.71 648.28 651.78 

Total in England .. .. 353.81 366.15 387.76 

At ls. 6d. per rupee .. .. 471.75 488.20 518.12 

Total interest-bearing obligations 1,074.46 1,136.50 1,1~9.90 

31st 31st 31st 
March March March 
1932 1933 1934 

Total in India •• .. .. 707.18 706.18 700.78 

Total in England .. .. 379.84 379.02 383.70 

At Is. 6d. per rupee .. .. 506.45 505.36 511.60 

Total int-erest-bearing obligations 1,213.63 1,211.84: 1,212.38 

CAUSES OF INCREASE 

The sterling dflbt of the Government of India. was about 
£120 million in 1900, and £247 million in 1914:; while it grew 

1 The Indian Ytar-Book, 1934-35, pp, 871-872. 
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up to £363 million by 1930 and to £383 ·70 ·by 1934. The 
increase in the debt in this century has been dne to the con
struction of new or the purchase of old State Guaranteed 
Railways. The 1\lackay Committee of 1907 recommended 
that £12! million should be spent annually on railway con· 
struction ; whereas before that the Government of India had 
never borrowed more than £3 million in any year. The result 
was that heavier loans were raised during the three years 
1907-1910 at a higher rate of interest. During the nine years 
from 1921-22 to 1929-30, no less than £93! million worth of 
open market loans were raised in London ; but this does not 
completely explain the heavy post-War sterling borrowings. 
In 1924 and 1925 respectively the State took over the manage
ment of the E. I. R. and the G. I. P. which added £22 million 
to the Indian debt on account of the debenture liabilities of 
these companies. 

The Government's sterling obligations l1ave also increased 
on account of book debits made in respect of railway annuities. 
In ac.cordance with the undertaking of the Government to buy 
out certain Company-owned railways, the purchase price of 
these lines has been distributed over a period of years in annual 
instalments. The actual appearance of t,he liability as a 
sterling liability began from 1924-25 ; although it was in . 
existence a long time before its actual appearance. 

The War was also responsible for increasing our foreign 
obligations to the extent of £100 million, which was a gift 
made by India to Britain for the prosecution of the War. 

There are external rupee obligations also. Rupee loans 
are not necessarily internal obligations. They are called rupee 
loans merely because they are raised in India. in rupees and 
the interest and principal are payable in rupees. It cannot 
be supposed that they are held exclusively by Indians. Some 
portion of these loans is held by British investors who live 
in England and to whom interest has to be remitted. This 
could have been excluded from consideration if a corresponding 
amount of our sterling obligations had been held by Indians, 
whicli is not the case. 

Another important feature of India's post-War sterling 
borrowings has been the high rates of interest paid in many 
cases. They were even higher than those ofiered for rupt-e 
loans in India during the same years. In 1921-22, the £7~ 
million loan was issued at par at 7 per cent.; whereas in India 
in the same year 49 crores were borrowed at par at 6 per cent. 
A major portion of the post-War sterling loans was raised on 
higher terms than those ofiered in India for rupee loans. 
During this period India had become a much cheaper market 
than London for raising loans for the Government of India. 
The difference in the interest rates would be still wider if we 
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consider the fact that while the interest paid on sterling debt 
held in England is exempt from Indian income-tax, the interest 
on rupee loans is liable to it. 

In addition to these capital obligations, India has also 
current obligations, some of which are due to capital obliga
tions. The Home Charges include interest on our productive 
debts, on unproductive debts, and payments for servicl's, civil 
and military, which India has accepted, These charges have 
also increased from Rs. 30 ·46 crores in 1913-14: to the maximum 
of Rs. 46 ·52 crores in 1922-23. They declined to Rs. 36 ·87' 
crores in 1925-26 to mark a further rise thereafter ; while in 
1932-33 they amounted to £35 ·3 million, or nearly 44 crores 
of rupees. The existence of these charges implies the existence 
of the dead weight debt on our revenues. 

A small part of India's sterling obligations consists of 
loans raised by the Municipal Corporations of the Presidency 
towns and Port Trusts. The total amount of these obligations. 
was £13 million in 1929. 

FOREIGN PRIVATE INDUSTRIAL INVESTMENTS IN INDIA 

Reliable figures relating to the estimates of foreign private 
investments in India are not available and they are thus 
necessarily a,pproximate. At the end of the year 1929-30 the 
total foreign industrial a.nd commercial investments were 
valued at £7 40 million. This amount represents the paid-up 
capital of joint-stock companies rPgistered outside India but 
working here. This figure is evidently wrong if the entire 
paid-up capital of these companies has been considered as 
invested in India, because it is not employed in India. in its 
entirety. The capital of companies registered elsewhere but 
working exclusively in India may be taken as invested in India. 
though in their cases also, a portion must be employed at the 
Head Office. Then there is the case of companies with huge 
paid-up capital whose operations in India form only a. small 
part of their activities, e.g.~ a concern like the Imperial Chemical 
Industries. Evidently, it would be wrong to include its entire 
paid-up capital in the figures of foreign investments in India. 
or any part of it except what is employed in its Indian business. 
As these concerns are not required by law to frame a. separate 
balance-sheet of Indian business, it is difficult to understand 
how the figures given in the Statistical Abstract have been 
arriwd at. 

On the other hand, the paid-up capital of foreign concerns, 
·working exclusively in India., may not represent the total 
amount of capital tmployed by them. A part of their Indian 
inn•stments may have bt>en raised as loans and if they are not 
inehHh•d in the figures of invl•stments, our foreign obligations 
have to that extent be-en under-rated. Further, a part of the 
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capital of foreign companies may be held by Indians and non· 
Indians may have large interests in Indian companies as in 
the case of jute mills, tea and cement concerns. 

Thus there is the inadequacy of statistics and it is 
necessary that we must have more accurate and comprehensive 
figures. The Government should devote particular attention 
to the correct estimate of India's foreign obligations of every 
class, and a separate section of their Annual Statistical 
.Abstract should be devoted to the subject. To have a correct 
estimate of the amount of foreign capital invested in India, 
foreign concerns working in the c.ountry should be obliged to 
submit returns in a prescribed form, furnishing all the 
necessary information. This should apply to all foreign 
concerns, whether individual, partnership or joint-stock. 
Such returns are obligatory in many other foreign countries 
and, therefore, this obligation would not be unusual. 

In their economic implications these foreign commercial 
investments in India stand on a somewhat different footing 
as compared with our national debt. Firstly, we have not 
to pay any fixed interest on them and if they have earned a 
profit, it will be remitted abroad. Thus they do not represent 
a fixed charge upon this country unlike the debt obligations 
of the Government. Secondly, in times of depression when 
it is difficult for the Government to meet her fixed foreign 
obligations, the burden of these variable obligations corres
pondingly diminishes. In such times, these investments 
may even be sold out and transferred to more profitable fields 
abroad. But they are an important obligation, and the transfer 
of the original amounts and their profits exert a strong infln· 
ence upon exchange. 
· The total annual charges on our total foreign obligations 
come to Rs. 100 crores and it is thus necessary that India 
should have a constant visible balance of trade at least large 
enough to meet them, failing which she would have to export 
gold or borrow more in foreign markets. The following table 
shows the actual position of our trade2 

:-

1925-26 
1927-28 
1928-29 
1929-30 
1930-31 
1931-32 
193~-33 

Rs. 
109 · 00 crores 

49 ·78 crores 
52 ·11 crores 
52 ·78 crores 
37 ·62 crores 
90 ·48 crores 
68 ·00 crores 

a The Indian Year-Book, 1934--35, p. 011; also seeN. R. Sarker, 
The External Obligations of I ntlia, p. 11. 
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These figures, barring those of 1925-26, show that India 
is unable to meet her recurring annual obligations without 
drawing upon her· gold resour~s. From the financial point 
of view the country has not been paying her way. This is 
indeed a grave state of affairs, for, if we are unable to meet 
our recurring annual obligations, the possibility of reducing 
our foreign capital obligations may be impossible of adlieve
ment without deliberate efforts either to increase our. trade 
balance or to reduce progrer;sively our foreign commitments~ 

THEIR INCIDENCE AND EFFECTS 

The effects of these obligations may now be considered. 
rhe most direct and immediate effect is upon the Budget and 
upon the finance.s of the Government. Interest payments 
and othPr charges are to be met out of our revenues and their 
burden is fairly heavy. In 1932-33, a sum of forty-four crores 
of rupees waR required to meet the expenses connected with 
these obligations. It means that e.bout one-third of our 
revenues is required to meet the foreign interest payments,, 
pemions, etc. It is true that. a large part of it is interest on 
c.apit?.l raised abroad for more or less productive purposes. 
8till at times they can prove very embarrassing. 

The burden of these foreign obligations bas been enhanced· 
on account of a rise in the value of money or owing to a fall in 
prices. This has diminished the profit-earning capacity of 
the assets which correspond to these . debts, and India has. 
been finding it exceedingly difficult to meet the charges with-. 
out imposing a very heavy strain upon her resour~s. In 
other countries, negotiations are going on between the debtor· 
and the creditor nations for a reconsideration of the. debt. 
question. India's case for revision is still stronger, for countries · 
like England acquire the necessary· foreign balance by. the,' 
t>xport of manufactured goods, whereas India mainly depends: 
upon the exports of raw produce, whose prices l1ave fallen to 
a much greater extent than those of the manufactured goods~. 

EFFECTS UPON EXCHANGE 

The external obligations of India also exert a considerable 
infiut'nce upon exchange. The Government makes provision 
for them at some fixed rate of exchange and in order that 
tlwir t>stimatt>s may not be falsified, they have to do every 
thing possible to maintain that rate of exchange. Even if 
t>conomic conditions alter the situation to such an extent that 
th.- rate cannot be maintained, the Government persist in 
maintaining it as far aa they can. Thus these foreign obliga
tions are Uf'rting a great deal of influence indirectly upon 
our intt"rna.l pril't--lt>rel through the rate of exchange. Prob· 
ably a large part of our recent economic trouble can be traced 

6 
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to this source. In order that in a period of depression a smaller 
revenue may meet the same obligations, the Government 
would be naturally inclined to raise the value of money in 
order to raise the rupee exchange. But a rise in the exchange 
value of the rupee checks exports and stimulates imports, 
which impedes our industrial development and reduces the 
balance of trade out of which these obligat.ions must be met. 
Thus the very method applied by Government to lighten the 
burden of the payments upon the Indian Exchequer has the 
effect of reducing our trade balance. 

PROBLEMS re EXTERNAL CAPITAL 

Foreign capital raises important problems. The first 
question is whether foreign capital should be allowed to come 
freely into the country under the control and management of 
foreigners in the form of investment capital. If the answer 
be in the negative, what restrictions should be imposed there
on Y It is now an economic truism that foreign capital in the 
form of loans to be used for productive purposes either by 
Government or for commercial and industrial investments by 
nationals is an imperative necessity to develop the economic 
resources of a backward country. In this case the borrowers 
judge whether the capital is available on reasonable terms and 
conditions. Such transactions are to be distinguished from the 
import of foreign capital under foreign enterprise. The un
controlled influx of foreign capital into a country confers 
serious disadvantages upon the economic and political inde
pendence of a country. It becomes a question of time only 
as to when foreign investments should modify the foreign 
policy of a particular country. To give a concrete example, 
the Sino-Japanese troubles are due to the economic interests of 
Japan in China. Egypt has also been in such a situation and 
the political troubles there regarding the Sudan question and 
the rights over the Nile waters are to be attributed to the 
inspp-ation of commercial vested interests. The issues arising 
out of commercial and financial safeguards in the case of India 
may be traced to the same source. In fine, wherever foreign 
capital has been allowed freely into a country, international 
financial difficulties have come into existence. 

FISCAL PROTECTION . 

Foreign obligations involve a disadvantage to India in 
the matter of tariff policy. India i.11 now committed to a policy 
of protecting her infant industries. When restrictions are 
imposed upon the free entry of foreign goods, they are inevitable 
on the entry of foreign capital also ; otherwise foreigners 
would export their capital and run their own enterprises in 
India. This would be a grave menace to Indian-owned enter
prises as the foreign enterprises would get the advantage of 
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the Indian tariff wall and compete with Indian concerns. It 
might be said that foreign capital would give employment to 
Indianll ; but thill would not be ultimately to the advantage of 
India as it would turn Indians from consumers of foreign goods 
to employers of foreign capital. The object of t.he policy of 
protection is to develop India's resources with Indian capital 
and for the benefit of Indians. When protection involves 
sacrifice, it is necessary that as far as possible the benefits of 
these sacrifices should also be secured for Indians. If foreign· 
ers want to take advantage of the protected ma.rket of a count.ry, 
it should be on terms fixed by the nationals, who have to bear 
the burden of protection. " It is one of the first postulates of 
national economy followed in practice by many of the advanced 
countries that in a protected market foreign capital cannot 
have absolute freedom, for that would destroy the significance 
of protection." In India, however, this principle does not 
seem to have principally determined the policy of the Govern· 
ment, presumably owing to the powerful opposition of vested 
interests. 

REDEEMING THESE OBLIGATIONS 

An important issue in relation to these obligations is 
wht>ther they should be repaid or the payment of interest 
should continue. The debts of a productive nature may not 
require an urgent repayment; but in response to canons of 
prudent, public finance all unproductive debts must be ulti
mately extinguished. Evt>ry nation must have a definite 
plan even to reduce productive debts. This is necessary for 
two reasons. Firstly, the accumulation of current revenue 
surplus should be devoted either to reduce the existing obliga.· 
tions or t.o avoid the increase of these obligations in the future. 
The principles guiding the finances of commercial corporations 
should as far as possible apply to the problems of public 
finance. The accumulation of public debts means a burden 
on national finances and imposes a strain on the future genera
tions of tax-payers. It also deprives other national services 
of their share of ht>lp from the national budget .. 

Another important consideration requiring the redemption 
of debt is the maintt>nance of the credit of a State. In modem 
times, constant borrowing on the part of Governments has 
become an impt>rative necessity. Provision for debt redemp
tion is, therefore, absolutely essential to avoid a. crushing 
dt.•bt burden and to fadlitate borrowing at reasonable rates of 
intt.'rest in the future. We cannot go on borrowing larger 
sums of mont>y year after year without impairing the national 
<"rt•dit. The fact that modern states are constant borrowers 
makes it. necessary that they must have a set plan of repay
nwnt. The period of repayment may be longer or shorter 
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according to the nature of the assets created by the debt ; 
but a planned repayment is absolutely indispensable. 

A perusal of the methods of debt redemption that existed 
in India some time back may be made in a cursory manner to 
pave the way to describe the improved provision recently 
made. Formerly, there were three methods for debt redemp
tion. Firstly, a portion of the capital invested in State rail· 
ways was repaid with railway annuities and sinking funds that 
were accumulated out of railway earnings. Secondly, a part 
of the annual Famine Insurance grant of one million sterling 
was also used for reducing debt. Thirdly, before the War, 
in prosperous budget years, at times surpluses were utilised in 
writing down the unproductive portion of the Indian public 
debt. These methods were not, however, systematically 
followed as they did not form a part of a deliberate policy of 
debt redemption. Further, in the post-War period, the re
current budget deficUs stopped even these attempt,s at debt 
redemption. 

THE ScHEME OF Sm BASIL BLACKETT 

It was Sir Basil Blackett who formulated a systematic 
policy of debt redemption in India. He laid down a compre
hensive scheme in 1924 for co-ordinating and regnlarising the 
existing provisions for debt redemption into one general Sink
ing Fund to reduce the Indian public debt. He suggested 80 
years as the period of redemption and the scheme was in the 
first instance applied to the quinquenniall925-26 to 1929-30. 
It was estimated that a sum of nearly £2 million or 298 lakhs 
of rupees would be required for reducing or avoiding the debt 
in England. This arrangement eased conditions in the money 
·market and the Government almost immediately got more 
favourable terms for conversion and re-borrowing. A large 
part of the War and post-War debts was converted into lower· 
rated loans, which implied considerable savings on interest 
charges. The rise in the exchange rate after 1922-23 also 
had-the effect of reducing the amount of rupees that we had 
to pay on sterling obligations by way of interest. 

DEFECTS OF THE SCHEME ~ 

The scheme has certain defects from the financial point of 
view. Firstly, no part of the Sinking Fund was kept in London 
to buy up our sterling securities in the event of a fall in their 

. prices. The range of prices of India's sterling securities is 
lower in London than in India and, therefore, this omission 
is rather surprising. For this purpose, Australia and South 

· Africa maintain a part of their sinking funds in London . 
.Another defect is the lack of a cumulative character of the 
sinking fund. The scheme does not provide for the invest

. ment and re-investment at a compound rate of interest, and 
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thus it will not appreciably assist in reducing the total am~unt 
of our public debt ; because it can only be taken as a contnbu
tion towards capital expenditure from revenues. Both 
Australia and South Africa maintain cumulative sinking funds. 

A comprehensive and carefully planned National Debt 
Redemption Fund should be devised to reduce India's external 
obligations. It is necessary to have two separate redemption 
funds for extinguishing our external and internal obligations. 
The basic principles of these two funds would be identical, 
but the annual amounts to be provided, their location and 
management would be governed by different considerations. 

In certain years it may not be possible to make provision 
for both funds. In those cases, provision should be made for 
the Foreign Debt Redemption Fund ; and in faet, contributions 
to this Fund should be made obligatory, so that no Finanee 
:Minister may avoid setting aside a certain amount for the 
repayment of our foreign obligations. "Methods of easy 
finance should not be allowed to interfere with the repayment of 
our national obligations. It ought to be clear to all students 
of public debt that any considerable reduction could only be 
accomplished by the introduction of a fixed minimum budgetary 
provision for debt redemption." 

This task may be entrusted to some kind of statutory 
body as in Fra.nce and South Africa, which may be called 
''The National Debt Commission". It would be the duty of 
this body to use the fund for the purpose and for the cancel· 
lat,ion of old securities or for investment in new loans. The 
Commission would fix up periods for the redemption of debts 
of different kinds and they would arrange for interest and 
sinking fund to come from the various borrowing bodies and 
provide for the yearly reduction of our unproductive debt out 
of the general revenues of the Central Government. 

The existing Railway Depreciation and Reserve Funds can 
also be put to a better use to reduce our foreign obligations. 
The object of the Depreciation Fund is to provide for the 
replacement of wasting assets ; while the Reserve Fund aims 
at making provision for contributions to the general revenues 
and for writing off capital. These funds are invested on behalf 
of the railways, but their interest is credited to railway revenues. 
AB a matt.,r of principle, such investments should be permitted 
to accumulate at Mmpound int~rest and their annual interest 
should not be credited to the railway revenue account. 

POSSIBILITY OF CONVERSION 

In <~ase the immediate repayment of our exwrnal obliga· 
tions or their redemption '\\ithin a reasonably short time ia 
found difficult, the possibility of their conversion into internal 
loans should be considered. With the proceeds of the rupee 
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loans, our sterling obligations can be met. The provision of 
Debt Redemption or Sinking Fund and the conversion ~cheme 
should go side by side. The advantages of conversion will be 
lower interest rates and the income to Government through 
taxation of interest on rupeo loans. 

The policy of conversion of sterling obligations of higher 
rates of interest into those of lower rates should ·be seriously 
considered ; because a large part of our sterling borrowings 
was made at very high· rates of interest. A syst,ematic pro· 
gramme should be laid down in this connection. 

The annual obligations of the Government or the Home 
Charges have been expanding and considerations of sound 
1inance necessitate their gradual reduction, because they do 
not bring in any commensurate return, but have got to be paid 
off in the same way as productiv~ debts. Relief is also needed 
in regard to the civil and military charges; and there is parti
eular scope in this direction. This also calls for a systematically 
:planned and well-conceived scheme. 
. In this connection Britain and India might come to terms 
-with particular reference to pension charges. India may pay 
to Britain an agreed amount in settlement of pension charges 
after which the liability to meet them would devolve upon 
Britain or we can agree to :pay her a fixed annuity for some 
years in consideration of her undertaking to assume liability 
for the charges on account of pensions and salaries. India 
should have the option of commuting the remaining annuities 
into a capital sum whenever she is in a position to do so. This 
would necessitate a progressively accelerated reduction in 
foreign recruitment for Indian services and its ultimate 
extinction. 

COMMERCIAL INVESTMENTS 

The foreign commercial investments have certain problems 
:peculiar to themselves. They differ from Government debts 
inasll!uch as the claim of the investor in the case of the public 
debt is on the nation as a whole, whereas in the other case 
it is on the individual borrowers or private companies which 
have contraeted these loans. These loans may be either 
under foreign management or they may have been borrowed 
by Indians and invested in business. The amount of the 
latter class is very small as compared with that of the former, 
but it is likely to increase in the future. They are, however, 
similar to public debts, because the payments for them have 
to be found by India in the form of goods and services and 
the transfer of these values has e:liects upon the balance of 
payments, upon exchange and upon the growth of national 
wealth. They necessitate some scheme of regulation and 
.control. It should be seen that the investment of foreign 
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funds by nationals is in productive enterprises and does not 
add to our dead-weight debt; while in the case of funds 
brought by the foreigners themselves and invested here, ways 
and means should be devised for their reduction and for their 
further stoppage. 

It is clear that they cannot be completely prohibited. 
But certain basic industries like mining, coastal shipping~ 
plantation, etc., can be reserved to the nationals of the country, 
thus involving a curtailment of the scope of foreign capital 
investments in certain directions. 

On economic grounds foreign industrial enterprises should 
be excluded from the benefit of direct State bounties or subsi
dies ; otherwise it would mean the handing over of Indian 
tax-payers' money to foreign investorR. Foreign enterprises 
intending to set up business in India to take advantage of a. 
protected market should be rigidly controlled. If foreign in
vestors want to benefit from a policy of protection in India~ 
it must be upon terms acceptable to Indians. Foreign in
vestment in protected industries should be subject to certain 
restrictions, those for instance, which were laid down by the 
External Capit,al Committee. But unfortunately such restric
tions do not find an adequate place in the Government of India. 
Act of 1935. 

There is one important aspect of our borrowing policy 
to which attention may be drawn at this stage. There is the 
id('ntity of the agent of the borrower with that of the lender 
and this position is very anomalous indeed. This has been 
responsible for suspicion among Indians that the loans in 
England have not been obtained on terms favourable to Indians. 
and that interest rates have been excessive and the proceeds 
of the loans have been utilised for purchasing British materials. 
"·hose prices have not always been scrutinised as carefully 
as if Britain were buying for herself. At times loans hav& 
been raised not because the funds were needed but merely 
because of exigencies of exchange or the difficulty of making 
remittances. a 

CONCLUSION 

The ext('rnal obligations as shown above exercise strong 
influences upon our economic conditions in various ways. 
They impose a heavy burden upon the finances of the country 
and cons('quently upon the tax-payer. They materially 
determine the balance and direction of our foreign trade and 
also influence the rat~ of exchange and the level of prices. 
within the country. They have also been responsible for the 
creation of vested intel'('sts who stand in the way of India's. 
economic freedom. These obligations must, therefore, be 

1 S. R. Sarker, Tlu Ezttmal Obliga1iou of India, pp. 24, 25. 
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redeemed as ·early as possible. Further borrowing must be 
curtailed, considerably and stopped unless it be absolutely 
essential. Current charges thereon can be reduced by availing 
of easier money conditions to effect conversion and also by 
converting sterling loans into internal rupee loans whenever 
circumstances are favourable for this course. Foreign re
.cruitment for the services should be stopped to reduce 
expenditure upon pensions and salaries and pensions should 
be commuted with Britain on the basis of fixed or variable 
annuities. In these various ways our foreign liabilities can 
be reduced progressively; but this requires a carefully
thought-out and deliberately-planned scheme of reduction of 
these liabilitie~ which will pave the way for their ultimate 
extinction. 4 

'·Ank, pp. 121, 122. 



CHAPTER XV 

Financial Administration 

THE State has certain important functions to perform and 
t.he scope of these functions has increased considerably in the 
present century. In order to discharge its duties systematically 
and in the bf'~t interests of the country, the State must be 
provided with a systematised plan of work. Finance plays 
a very fundamental part in the framework of that plan; 
because the plan cannot be properly executed or the duties 
and functions of the State cannot be discharged in the best 
interests of the country without first knowing how much money 
will be required to carry them out and without finding out 
ways and means for meeting tha.t expenditure. 

Financial administration is thus an important branch of 
public finance, which ha.s received considerable attention in 
recent times. The study may be considered in three parts : 
(1) the preparation of the Budget; (2) its legislation or voting; 
and (3) its execution. · 

The Budget is in reality the pivot of the administration 
as the absence of a sound Budget is bound to throw a State 
into financial insolvency. The word ''budget" is derived from 
the French word ''bougette," which meant a case in which the 
Chancellor of the Exchequer kept his papers. In 1763, .the 
expression was first adopted in England when the annual 
statement of expenditure and income was called " opening the 
budget". In 1803, the expression was adopted in French 
financial terminology as a substitute for estimates of receipts 
and expenditure. Financial administration is a. study of 
the principles governing the Budget and also a study of the 
underlying laws and conventions. 

The Budget is an annual statement of expenditure and 
revenue prepared by public authorities which usually covers. 
two fiscal periods-the rlosing period and the period to come. 
In short, it is a. statement of the receipts and expenditure 
of the preceding year, an estimate of the rooeipts and expendi
ture of the coming financial year, and proposals regarding the 
ways and means for meeting a deficit or distributing a. surplus. 

To present a balanced Budget is a service of a far-reaching 
nature that can be rendered to the State by a. Finance :Uember. 
This requiN's unusual qualities in him. He must bring to the 
task of public finance a keen and alert mind, a natural business 
capadty and a gt>nuine and practical sympathy with the 
nwrcantile community. 



170 PUBLIC FINANCE 

THE PREPARATION OF THE BUDGET 
The Budget is prepared by the Executive for the legisla

ture. The methods of preparation of the budget differ in 
detail in different countries ; but the general principles are 
the same. In India, t.he budget is presented to the legislature 
generally four weeks before the close of the financial year 
ending on the 31st of March, so that the whole diseussion may 
be completed before the ensuing year begins. Various de· 
-partmental heads prepare their estimates which are in some 
-cases taken in hand early in August of the previous year, 
namely, six or seven months before the end of t.he financial 
year. The returns filled in are in three parts. Firstly, the 
:revenue and standing charges of a permanent nature as the 
f!alaries of t.he permanent establishment a.nd ordinary contingflnt 
-expenditure : secondly, charges of a fluctuating nature, but not 
being new objects of ex}>enditure; and finally, new items of 
.expenditure. The estimates give the actual expenditure of 
the previous year, the expenditure sanctioned for the current 
year and the anticipated expenditure for the ensuing year. 
In this country the estimates do not include any new charge 
unless the same is sanctioned by a competent authority. 

The heads of offices submit their estimates to the Adminis
trative Departments of Government at headquarters and the 
latter scrutinise the estimates. The first part rE>ferred to in 
the above paragraph is mainly scrutinised by the Adminis· 
trative Department and the Accountant-General ; while the 
second part is reviewed by the Finance Department and the 
.Accountant-General, the latter accepting the orders of the 
Finance Department as final. The third part of the return 
is very carefully scrutinised. Before placing the expenditure 
in the budget, the head of the office obtains the administ.rative 
.approYal of the Department. These new items come under a 
-careful scrutiny of the Finance Department also. The Adminis
trative Departments then forward to the Finance Department 
memoranda explaining the necessity of each new item of ex
-penditure, so. that these explanations may come first before 
. the Finance Committee of the legislature and then before the 
1egislature itself in a. statement of new items. This statement 
-will show: (1) the cost of the new items and the head by 
-which the same should be borne in the budget ; (2) whether 
the cost is recurring or non-recurring; and (3) any explanatory 
-memorandum giving the reasons for the new expenditure. 
·The Accountant-General includes these approved items in 
·the preliminary budget forecast submitted to Government in 
December. In India in each province there is a Finance 
~ommittee of the Legislative Cmmcil with the Finance Member 
.as the Chairman. 'rhere is no provision for the Finance Com
..mittee in the constitution or in the Rules, while the Public 
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Accounts Committee which reviews the expenditure after it 
has been incurred has a position under the Rules under the 
Government of India Act. . 

~rwo editions of the Budget are prepared by the Accountant
General : one on the basis of the actual eight-monthly figures, 
and another on the basis of the nine-monthly figures. The 
second edition of the Budget is prepared by about the second 
week of February, and changes based on ten months' actual$ 
are incorporated in the Budget. The Budget is then ready 
for being presented to the legislature. In November, that is, 
eight months aft,er the beginning of the financial year, four 
sets of figures are available for Budget purposes : (1) the 
accounts or final figures of the previous year; (2) the budget 
estimat<'s of the current year ; (3) revised estimates for the 
current year; and (4) the budget estimates for the following 
year. 

In India the budget is prepared before the monsoon falls, 
and consequently, there is considerable uncertainty in the 
finality of the figures. The selection of the financial year, 
and the fixing of the date of the presentation of the Budget 
to the legislature are determined by administrative conveni
ence. J mportance is also attached to the accuracy in fore
casting the revenue of the coming year and in finally estimating 
the receipts and expenditure in the preceding year. It was 
for this reason that the Chamberlain Commission suggested 
in relation to India the consideration of the question of the 
calendar year or the commencement of the year from the 1st 
of November ; but the suggestion was not accepted. Further, 
the sanction of the legislature should be secured in time for 
raising taxation and authorising expenditure, and these two 
considerations should mainly govern the selection of the dates. 

THE CONTENTS OF THE BUDGET 

Another important question is whether receipts and 
expenditure should be gross or net, and to what extent detailed 
heads of expenditure should be given. If gross figures are 
given, all transactions will ordinarily be placed before the 
legislature ; but certain heads of income and expenditure will 
be unduly swelled, e.g., those connected with commercial 
service&. Where the expenditure in the revenue-yielding 
departments is low and receipts in the spending departments 
small, net figures are of great importance ; but on a balance, 
gross figures are preferable, except in the ease of commercial 
concerns where the budget proper may include the net figures ; 
while the date relating to the gross revenue and expenditure. 
may be in the form of an appendix. This would give more 
information and would be better for the country's finance in 
the long run; because the legislature would be in a better .. 
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J>Osition to appreciate and pass judgment on the state of 
:affairs. 

The budget should be comprehensive, accmate and intclli· 
:gible. The revenue and expenditure beads should be properly 
.classified so that the legislature may be able to discuss without 
-difficulty all questions of public interest a.nd policy and to record 
-their vote without prejudicially affecting other items of revenue 
·and expenditure. The classification of the heads should be 
-permanent as far as possible and there should be no change 
-without ample notice ; otherwise the real budgetary position 
-would be impaired. 

THE VOTING OF THE BUDGET 

The next stage in financial administration is the passage 
. <Of the Budget through the legislature. It is mainly through 

-the Budget that the general policy of the Government is 
.controlled. In India each Provincial Government bas a sepa· 
l'ate budget. · According ·to the .Act of 1921, the Provincial 
:subjects are divided into two cla.sses : (1) Transferred, t.hat is, 
-those services which are placed under the charge of a Minister 
<Selected out of the E'lected members of the legislature, and 
(2) Reserved, that is, services which are not under popular 
.control but are in charge of a Member of the Executive Council 
-of the Governor. Except certain items, the whole expenditure 
-on reserved and transferred subjects is voted on by the Legis· 
1ative Council. The budget estimates for expenditure are 
-placed before the J,egislative Council in the form of demands 
for grants and the legislature bas the final say with regard to 
-the expenditure proposed for the transferred services. The 
{1ouncil may not increase the grant. In reserved subjects the 
Governor can ovem1le the legislature if the amount sanctioned 
is thought to be insufficient. The Governor is also empowered 
in regard to both classes of subjects in emergency cases to 
:authorise such expenditure as may be necessary in his opinion 
for the safety or tranquillity of the province, or for the carrying 

·on of any department. Ba.rring certain items, the entire 
·expenditure of the Central Government is voted on by· the 
Legislative Assembly. The Governor-General in Council can 
·overrule the Assembly if the expenditure refused by it is 
.essential for the discharge of his responsibility. In emergency 
·cases be can ·also authorise such expenditure as is necessary 
·in his opinion for the safety or tranquillity of British India or 
any part thereof. The method of examining the budget is 
·not uniform in all countries, but differs from country to country. 
In India and the self-governing Dominions the British example 
is followed to a great extent. In England, the Chancellor of 
the Exchequer in April in each year lays before the House of 
-commons (1) a statement of the actual results of the revenue 

• 
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and expenditure in the past financial year showing the extent 
to which his estimates have been realised, and if there has 
been any surplus or deficit in the income as compared with 
expenditure and (Z) a statement of the estimates of the revenue 
for the ensuing year, on the supposition that taxation would 
remain as in the past year, and also on the estimate of the 
expenditure in the current year. In the case of a surplus, 
a remission or reduction in taxation may take place ; while 
in the case of a deficit proposals for new taxation are 
a~ubmitted. 

There is a speeeh from the Throne, a speech containing a 
reference to the financial requirements of Government, and the 
first vote is that the supply be granted. When the formal 
vote of supply is passed, the House of Commons by another 
vote appoints a day on which it will resolve itseU into a Com· 
mittee of the whole House to consider the supplies to be granted. 
This is known as the Committee of Supply. :J;his Committee 
examines the budget. :rhen the House resolves itself into a 
Committee of Ways and Means to consider the ways and 
means of raising the money required, and the Chancellor of 
the Exchequer delivers his budget speech in this Committee 
of Ways and Means. The budget must also be discussed in 
the House of Commons and the discussion in the Committee 
of Supply lasts for 20 days when the guillotine is applied. The 
remaining votes are then put to the House without discussion. 
Inside the House the Executive is represented by heads of the 
Departments, specially by the Members of the Cabinet. The 
Lower House bas the final voice in regard to all financial 
business. The British Parliament exercises control "(l) by 
legal restrictions, which prevent the Crown or its Ministers 
from imposing any charge without the consent of Parliament 
either in the form of taxation or expenditure or loans, and, 
from maintaining a standing army in time of peace ; (2) by 
the doctrine of the c.onstitution, by which supplies are granted 
annually by the House of Commons, this supply necessitating 
Matutory sanction each year; (3) by the rule of the constitu
tion by which .l\Iinist~rs of the Crown are held responsible to 
Parliament for any aet done by them in their ministerial capa· 
.city or for any advice tendered by them to the sovereign; 
( 1) by means of the rule by which supply granted must be 
.appropriated to the particular purpose for which it was granted; 
(5) by the presence of llinisters in Parliament, so that their 
aetions .-an be namined and criticised; and (6) by other means, 
t.g., ~arliament may be supplied with information, such as by 
questwns and answers, by royal commissions or committees, 
and by "rommand papers", which with the exception of the 
annual estimatt>s which are print.ed by the order of the Hous6-
~f Commons, are printed on the authority of the Department 
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presenting them. "1 In each House, Command Papers are 
p1·esented by being laid on the table by the Minister responsible 
for them, and by being delivered to the clerk of the Parliament 
during a recess they may be presented to the House of Lords 
or to the House of Commons by delivery to the librarian of 
that House. By means of an address to the Crown or by the 
order of the House, either House can obtain information from 
any department regarding its work or administration. It is 
not generally possible for any member of the House, except a 
member of Government, to propose expenditure ; but he can 
move a resolution to the effect that public money might be 
spent in a particular manner, and the resolution is binding if 
the House accepts it. A private member cannot, however, 
move that a certain sum be granted for a particular Jmrpose ; 
because it must emanate from a Minister of the Crown. 

In India, the Budget is presented in the central legislature 
to both the Houses at the same time, to the Upper House by 
the Financial Secretary and to the Lower House by the Finance 
Member. In his Budget speech the Finance Member deals 
with the general economic conditionR in the country, and 
explains the variations between the budgeted revenue and 
expenditure, and ways and means for the coming year are 
also dealt with. In the provinces, the Budget is presented to 
the Legislative Council by the l!1nance Member. 

The discussion on the Budget does not take place on the 
date of its presentation. The discussion is in two parts : 
(1) a general discussion and (2) the voting of supplies. The 
general discussion takes place about a week after its presenta
tion and a day or two are allotted for same. .At this stage, 
details cannot be discuss.ed. Certain subjects are non-votable 
according to the Government of India .Act ; but the Governor
General has the power to allow them to be discussed to meet 
the wishes of the legislature. Then comes the voting of supplies 
for which 15 days are allotted, and no single demand can be 
discussed for more than two days. If the discussion is not 
:finished within 15 days, the President disposes of all the out
standing grants by simply putting them to the vote without 
any discussion. From 1923 the practice has been adopted 
according to which the Government consults the convenience 
of the members with regard to the order in which the demands. 
may be discussed. Each demand is introduced by the member 
in charge of the department, and they are voted by major 
heads of expenditure. They may be reduced by the .Assembly 
with a view to effect economy and retrenchment. Motions. 
for reduction are usually brought forward to elicit information. 

1 Findlay Shirras, The Science of Public Finance, pp. 573, 57-i. 
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The Finance Bill is introduced in the Assembly after 
formal permission for its introduction has been granted. The 
discussion is opened by the Finance ~Iember, and after this is 
finished the Bill is taken up clause by clause with the schedules. 
After its passage in the Legislative Assembly, the Finance 
Bill goes to the Council of State, which does not discuss the 
demands for grants in detail. It discusses in detail only the 
:Finance Bill which deals with revenue. After it is agreed 
to by the Council of State, the Bill has to receive the assent of 
the Governor-General, when it becomes law. If it is not 
assented to or is amended, as wa.s the case with the Finance 
:Bill of March 1935, it is returned to the Assembly for furt.her 
discussion. The Act provides for a joint sitting of both Houses ; 
but as it takes pla.ce only after six months, the Bill cannot wait 
till then. The only course then is either that the Assembly 
should a.ccept the amendments of the Council of State or the 
Bill can be passed under certification before the month pre
scribed under the Provisional Collection of Taxes Act expires. 

INITIATION OF MONEY BILLS BY GOVERNMENT 

As a general rule, in most countries money Bills can be 
initiated only by Government. The }Pgislature can reduce or 
refuse supplies or taxation, but it cannot originate or increase 
t.hem. In India a.lso, expenditure or taxation both at the 
Centre and in the Provinces can take pla.ce on the reoommenda
tion of the Executive Governments and not on those of the 
ll'gislature. According to the English constitutiona.l rule 
demands for supply can only proceed from the Crown. The 
legislaturP can reduce, but it cannot increase expenditure. 
In India also, an anwndment, except by a member speaking 
()n behalf of the Government, which has the effect of increasing 
taxation propo.~ed by the Bill is not in order, unless it pro
poses taxation by way of equivalent to a tax brought by the 
Bill under consideration of the legislature. The point at 
issue is that the demand comes from Government, which can 
propose taxation. The CoQuncil cannot increase the demand 
or taxation except at the instance of a member of the Govern
ment : but it can reduce same. It is, however, open to 
members to propose an increase in one item compensated by 
a corresponding reduction in another item. In this connection, 
the following ruling of the President of the Indian Legislative 
Assembly may be cited on the point. He said, "I think it is 
()b\'ious that the Imperial Parliament intended to confer the 
same powers and the same restrictions regarding the levy and 
appropriation of public J'('Venues which it itself enjoys. :!\either 
tht• House of Commons nor the Legislative Assembly is em
voweJ'('d to incrt>ase a dt>mand for a grant. The House of 
.Commons is t>qually forbidden to increase a tax. The general 
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principle has been laid down many times, and I think tMt it 
is one :which we ought to apply here. Therefore, those amend~ 
menta which propose increases of taxation will not be in order."3 

. , . REAPPROPRIATIONS AND RESERVE FUNDS 

The question of reappropriation deserves consideration ; 
because it necessitates the sanction of the legislature in most. 
cases. The power to reappropriation in modern constitutions 
is generally conferred on Governments under rules or otherwise. 
In India after grants have been voted by the Legislative Council, 
the Finance Department can sanct.ion reappropriation within 
a grant from one major, minor or subordinate head to another. 
Every reappropriation fro~ one grant to another, and every 
reappropriation within a grant not conforming to the rules 
of the Finance Department, .should be brought to the notice 
of the legislature. In some countries token grants, i.e., demands 
for nominal 1;1ums, .the total expense being by reappropriation, 
are applied for simply to bring the matter to the notice of the 
legislature. The Executive is also generally left with. CE'rtain 
funds to be used as a reserve and to be accounted for in the 
next budget. 

VETO AND CERTIFICATION 

The- power of veto and certification is generally provided 
for in modern constitutions. The Indian constitution provides 
that when legislation is refused to be passed by the legislature, 
it may be certified by the Governor-General or the Governor 
of a Province. In regard to local legislatures according to the 
.Act of 1921 the Governor can certify only in the case of reserved 
subjects. The Governor-General has also the power to restore 
grants refused by the legislature. These powers have been 
maintained in the new .Act also. 

THE EXECUTION OF THE BUDGET 

. After the Budget has been voted on by the legislature, 
adequate machinery is necessary to give effect to its wishes. 
This branch of the subject is known as the execution of the 
Budget. It includes the collection of revenue, the services 
performed by the Treasury or the Finance Department and 
the mode of spending in accordance with appropriations. The 
topics of control and audit also belong to the scope of this 
aspect of the subject. 

In India, the revenue collection is supervised by District 
:Magistrates ; while there is separate departmental staff for 
collecting customs, income-tax and excise revenue. Then for 

I Legislative ASBembly Debates, p. 3719, 19th 1\Ia.rch, 1923. 
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the movement of funds from one place to another, there is 
Paper Currency Reserve distributed throughout the country in 
the various treasuries by means· of currency chests through 
which funds are transferred. The Imperial Bank of India. 
conducts the treasury business wherever it has a local head 
office. The deposit of notes in a currency chest decreases the 
amount of notes in circulation, and the deposit, of rupees in a. 
currency chest increases the amount of coin in the Paper 
Currency Reserve. · \Yhen notes or coins are deposited in a. 
currency chPst, the Government is enabled to issue notes 
elsewhPre up to the amount of the deposit. 

With regard to the method of spending it may be said 
that in India the work of communicating grants to the disburs
ing and controlling officers is taken up immediately after the 
passage of the budget. Grants are divided into primary units 
of appropriations and they are sometimes further subdivided 
for purposes of financial control. Appropriation is in force 
only up to the close of the financial year, and this requires 
considerable control to avoid extravagance and a rush of ex· 
penditure in March. The unspent portion of the grant lapses 
in 'March and, therefore, the Government departments 
concerned make a rush to spend that money. Before incurring 
any expenditure, both administrative sanction and budget 
provision are necessary. Only one of the two by itself is in
adequate. Engineering works, for instance, require in additio~ 
to administrative sanction and Budget provision what is known 
as the approval of the plans and estimates. The actual expendi· 
ture is watched by the heads of departments concerned. The 
Accountant-General in each province communicates with ·the 
Finance Department if the expenditure is 1ikely to exceed the 
budgeted amount. A review of the estimates for the current 
year takes place four times annually, once after three months, 
the second after six months, the third and fourth being the 
Budget forecasts referred to ab(Jve. 

SYSTEM OF FINANCIAL CONTROL 

Ever since the time of the Bast India Company the British 
Parliament has been exercising control over the Indian finances 
through the Board of Control in the beginning, and later, 
through the Secretary of State in Council. Up to the introduc
tion of the Reforms this control remained absolute, but adminis
trative convenience and promptitude of business had neces
sitat~d a delegation to the Indian authorities. The Governor
Gt•neral in Council could incur a limited amount of expenditure 
without the prt'vious sanction of the Secretary of State, and 
the Govt>rnnwnt of India exercised a rigid control over provin
cial t>XJWnditure. Taxation proposals required the previous 
sanction of the Secrt>tary of State and the Government of India. 
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eould not raise loans in India without his consent. The 'intro-
duction of reforms in 1921 involving a partial control of the 
Executive by the provincial legislatures has rendered inevitable 
a, considerable abatement of the control hitherto exercised by 
Parliament and by the Secretary of State. 

The manner in which the central and provincial legislatures 
-exercise their influence over finance together with the powers of 
the Secretary of State and the way in which his control over 
Indian financial administration is made effective are described 
below. 

LEGISLATIVE CONTROL 

The legislative control over Indian finance under the 
Government of India Act of 1919 is modelled on the British 
system. Corresponding to the Estimat.es Committees in 
England, there are Standing Finance Committees attached to 
the central and provincial legislatures, whose business is to 
~crutinise the proposals for fresh expenditure and suggest 
-economies. ~be Finance Member, like the British Chancellor 
.of the Exchequer, open~ his budget with a detailed survey of 
the financial position and certain taxes are voted annually in 
the central legislature. Certain demands of the Government 
:are to be voted by the legislatures annually, but items like 
debt charges, army expenditure, salaries of certain officials and 
:services are not subject to vote. There is an elected Committee 
.on public accounts to ·consider the Report of the Auditor
-General through the instrumentality of which the legislatures 
11atisfy themselves that the money voted by them is satisfac
-torily spent. 

The Standing :Finance Committees were intended to be 
:advisory bodies and were not to have any administrative control 
.of departments. Their object was to familiarise the elected 
111embers of the legislatures with the process of administration 
-and to make the relations between the Executive and the 
legislature more intimate. They are presided over by the 
Finance Member and contain a majority of members elected 
"by the legislature. The nature of their work and the range of 
-their influence over administration have varied considerably 
;n the different provinces. Their functions are to examine 
proposals for new taxation, to advise on supplementary esti· 
:mates and to consider and initiate proposals for retrenchment. 
In the provinces, "there has been a distinct tendency to en· 
.eroach on the sphere of administrative policy", but the Stand· 
:ing Finance Committee of the Legislative Assembly has been 
a purely advisory body and has confined its activities to an 
~xamination of new proposals for expenditure. The Committee 
" bas usually taken a reasonable and intelligent view of its 
.duties " and has helped to familia1ise the elected members 
.and the public with the details of financial administration. 
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On being approved by the Gove~or-General in Counc.il, 
the estimates of revenue and expenditure of the Central 
Government are laid before the Assembly on the occasion 
when the Finance Member makes his budget speech, which 
may not include proposals for new taxation. The statement 
of the Finance Member is followed by a general discussion 
regarding the whole field of administration, but no motion is 
moved at this stage and the discussion -is not detailed. The 
debate furnishes the legislature with the opportunity of criticis
ing the revenue estimates and the loan policy of the 
Government. 

The second stage consists of the presentation of the 
Government demands to the Assembly in. the form of a series 
of motions. A limited time is allotted for the discussion and 
the items of debate are chosen in consultation with the opposi
tion leaders, the rest of the votes being put without debates. 
The non-votable heads also can be thrown open to the discus
sion of the Rouse at the discretion of the Governor-General 
and this practice has been invariably followed. The non
votable expenditure can also be attacked by moving a cut in 
the votable expenditure ancillary to it. For example, the 
non-votable defence expenditure can be criticised by moving a 
reduction in the expenditure proposed to be voted for the 
secretarial establishment of the Army Department. 

Even in the case of the votable items the refusal of the 
Assembly to vote an item is not necessarily effective, because 
the Governor-General in Council ha.s the power of restoring 
a cut made by the Assembly. This power has been used on 
many occasions. There is also a reserve power by which the 
Governor-General can authorise such expenditure which he 
del'ms necessary for the safety of British India. 

Provincial procedure is also on the same lines. The 
Government's proposals are laid before the Legislative Council 
when the budget is presented by the Finance Member. The 
budgi.'t statement is followed by a general discussion and then 
the demands for supplies are dealt with. The proportion of 
vot.('d to non-voted expenditure is greater in the provinces 
than at the centre. 

THE FINANCE BILL 

There is an annual Finance Bill at Delhi, introduced at 
the time of the budget speech of the Finance Member, though 
it is discussed after the estimates have been passed or certified. 
All the central taxes except the tariff are annually voted. In 
the Jlrovinces there is no annual Finance Bill. The Indian 
practice of the annual Finance Bill dates from 1921 when an 
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amendment to the Taxation :Bill was moved to limit its opera
tion to one year, whose object was to establish. a convention 
similar to that in force in the House of Commons. 

PlrnLIC AccouNTS CoMMITTEE 

There is a Public Accounts Committee of the Central 
Legislature, consisting of eight members elected on the principle 
of proportional representation, while three are nominated by the 
Government. The Finance Member is the Chairman. The 
position is embarrassing, because the Committee deals with 
financial irregularities of all the departments, including those 
for which the Finance Member is directly responsible. 

',rhe main functions of the Committee are to scrutinise the 
annual report of the Auditor-General, and to satisfy itself that 
the money voted by the legislature is properly spent. The 
Committee has exercised powers in respect both of the votable 
and non-votable expenses. It deals with the Auditor-General's 
report regarding extravagance in military expenditure, but in 
this case the report is· in the first instance examined by a 
small ad hoc committee of officials. The Public Accounts 
Committee has no executive powers. It can make recommenda
tions and point out irregularities, but it cannot issue orders or 
disallow any expenditure. 

Its report is presented to the Assembly, but there has been 
no general desire to discuss it, because it is of too technical a 
nature to be of general interest. . The deliberations of the 
Committee receive publicity and its scrutiny of expenditure 
" is jealous, detailed and enthusiastic ". The constitution, 
powers and functions of the provincial public accounts com
mittees are similar to those of the Central Committee. 

SECRETARY OF STATE'S CONTROL OVER FINANCE 

I. In the Provinces 
The Secretary of State exercises control over the provincial 

transferred and reserved subjects. No proposal for the appro· 
Jlriation of funds can be made in respect of the transferred 
subjects except on the recommendation of the Governor. The 
Jlrevious sanction of the Secretary of State in Council is required 
under the Devolution Rules for certain proposals regarding 
expenditure in respect of transferred subjects before they can 
"be included in a grant. 

The control over the reserved subjects has been consider
ably relaxed, but the delegation of powers is by means of 
.executive orders embodied in the Provincial Audit Resolution. 
The items of expenditure which require his sanction are the pay 
.and allowances of all-India services, the expenditure of 
-Governors, the expense on establishments exceeding a certain 
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amount and capital expenditure on irrigation and other public _ 
works exceeding Rs. 50 lakhs. 

PROVINCIAL. BORROWING 

The provinces are within limits autonomous and the 
provincial budgets are not approved either by the Central 
Government or by the Secretary of State before presentation to 
the provincial legislatures. Provincial solvency is ensured 
indirectly by the control over provincial borrowings. Before 
1920 t.he provinces could not raise loans in the open market and 
they could borrow only through or from the Government of 
India. Since the Reforms they have obtained considerable 
freedom in this respect, but their borrowings are regulated by 
statutory rules. No provincial government can raise a loan 
outside India without the sanction of the Secretary of State 
or within India wit,hout the Government's approval. 
They can borrow only for ca.pital expenditure on projects of a 
lasting public utility, famine relief and repayment of previous 
loans. The bulk of provincial borrowings has been from the 
Central Government for which purposes a Provincial Loans Fund 
was established in 1925. In this manner the control of 
the Secretray of State and the Government over provincial 
financial solvency is ensured. 

The Central Government is armed with other powers also. 
It can, with the previous permission of the Secretary of State, 
prescribe the procedure to be followed in the payment of money 
into and the withdrawal, transfer and disbursement of money 
from public account. It can regulate provincial programmes 
of expenditure so that provincial balances may not be red~eed 
below a. stated. figure. 

II. .At the Cent1'e 
The Secretary of State maintains a rigid control over the 

financial a.dminiRtration at the Centre. The previous sanction of 
the Secretary of State in Council is required in a limited number 
of cases and the budget proposals affecting taxation require 
his previous sanction. He also controls the management of 
the gold standard and the paper currency reserves, the exchange 
antl currency policy and the borrowings in India and England. 
In the matter of the Fiscal Convention, he is not expected to 
interfere when the Government of India. and the legislature 
are in agreement. 

THE AUDITOR-GENERAL 

This control is exercised through the Auditor-General and 
his staff, one of whose principal functions is to see that the 
line of dt'mal"('ation betw~n the powers of the Secretary of 
~tate and the Indian authoritil's is maintained. This officer is 
aPiwinted by the Secretary of State in Council and holds office 
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during His 1\Iajesty's pleasure. He is the final audit authority 
in India and an important part of the machinery through 
which the legislatures enforce economy in the administration 

-of public finance. The Auditor-General has thus a dual res
ponsibility to the Secretary of State and to the Indian legisla
tures and the compilation and audit of accounts are entrusted 
to this agency. 

PROVISIONS OF THE NEW CONSTITUTION 

I. In the Pro1Jinces 

The financial proposals are based upon the principle that 
no proposal for the imposition of taxation or for the appropria
tion of public revenues can be made without the recommenda
tion of the Governor; that is to say, that it can only be made 
on the responsibility of the Executive. Legislative procedure 
in financial matters differs in India from that in the United 
Kingdom. There is no annual Appropriation Act in India. 
The proposals for the appropriation of revenue which require 
a vote of the legislature are submitted to the legislature in 
the form only of Demands for Grants and a resolution of the 
legislature approving a demand is sufficient for the appro
priation. 

The proposals in the Constitution Act for the annual 
appropriation of revenue have been framed on the existing 
lines. They may be grouped in three categories: (1) those 
which will not be submitted to the vote of the legislature, 
though, with one exception, they will be open to discussion ; 
(2) those which will be so submitted ; and (3) others which the 
Governor may regard as necessary for the fulfilment of his 
special responsibilities. 

The non-votable heads of expenditure falling in the first 
category are given below :-

"(I) Interest, Sinking Fund charges and other expendi
ture-relating to the raising, service, and management of loans ; 
expenditure fixed by or under the Constitution .Act; expendi
ture required to satisfy a decree of any Court or an arbitral 
award; 

(II) The salary and allowances of the Govet·nor (these 
will not be open to discussion) ; of Ministers; and of the 
Governor's personal or secretarial staff ; 

(III) The salaries and penf!ions, inclu~g pensions 
payable to their dependants, of Judges of the H1gh Cou~t or 
Chief Court or Judicial Commissioners ; and expenditure 
certified by the Governor, after consultation with his Ministers, 
as required for the expenses of those Courts ; 
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(IV) Expenditure debitable to Provincial revenues 
required for the discharge of the dutieR imposed by the Consti
tution Act on the Secretary of State ; 

(V) The salaries and pensions payable to, or to the 
dependant,s of, certain members of the Public Services and 
certain other sums payable to such persons." 

The Joint Parliamentary Committee recommended that 
expenditure for the administration of excluded areas, whether 
derived from central or provincial revenues, should also be 
a non-votable item. 

All other proposals for appropriation other than those 
falling in the first category and enumerated above would be 
11ubmitt.ed to the legislature in the form of Demands for Grants 
and it would be open to the legislature to assent to, 
or reduce, or to refuse assent to, any demand including demands 
necessary for the fulfilment of the special responsibilities of 
the Governor. In the latter case the Governor would be 
empowered to restore such grants ; while in the former case 
the decision of t.l•e legislature would be final ; and in this 
power would lie the real control of the Legislature over the 
Executive. It may be said that the heads of Non-votable 
Expenditure are so extensive that they would diminish the 
field of responsible government in the provinces. 

POWERS OF LEGISLATIVE COUNCILS AND CONFLICTS 

BETWEEN THE TWO CHAMBERS 

In the provinces where the legislature is bicameral, money 
bills shall be initiated in, and Demands for Grants submitted to, 
the Legislative Assemhly alone. In the case of the possibility 
of a conflict between the two Chambers, the proposal under the 
White Paper authorised the Governor to summon the two 
Chambers after a lapse of three mont,hs to reach a decision on 
any legislation passed by one Chamber but rejected by the 
other. The Bill would be l'('garded as passed by both Chambers 
if approved by a majority of the members voting at the Joint 
Session. The Joint Parliamentary Committee regarded the 
period of three months as too short and suggested a duration 
of at least twelve months. In the case of Bills involving the 
special responsibilities of the Governor, the Governor is em
powered to summon forthwith a Joint Session. In view of the 
rt'lative powers of the two Chambers. a Bill introduced in the 
Legislati,·e Council but rejected by the Legislative .Assembly 
(the Lower Chamber) would lapse; but the machinery of the 
Joint Session would be confined to the converse case and 
would be put in motion only if desired by the Legislative 
Asst>mbly. The Bill would not be amended in the Joint 
t'i.>88ion exct>pt on points relating to the difference of opinion 
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:between the two Chambers and the decision of the presiding 
officer on the admissibility of any amendment would be final. 

n: 'At the Centre 

It, is unnecessary to repeat what has been said in connec~ 
tion with the Provincial Legislatures : but certain heads of 
~xpenditnre which have no counterpart in the provinces and 
which would not .be submitted to the vote of . the legislature 
are (1) expenditure for a Reserve.d Department; (2) upenditure 
for the discharge of the functions of the Crown in and arising 
out of its relations with the Rulers of Indian States ; and (3) 
expenditure for the discharge of the duties imposed by the 
Constitution Act on the Secretary of State. The inclusion of 
the first follows from the reservation of administration and 
control to the ·Governor-General. The second includes the 
expenses of the Political Department· and other matters con~ 
nected with the rights and obligations of the Paramount Power ; 
while the third refers to such matters as expenditure in con
nection with the Secretary of St.ate's establishment in JJondon, 
liabilities on contracts to which he is a party under the Consti
tution Act, and payments of compensation to members of the 
Public Services under his powers on that behalf. 

RELATIONS BETWEEN THE Two HOUSES 

The two Houses of the FederaJ. Legislature will have 
nearly co-equal powers ; but there will be a difference in the 
sphere of finance. Money Bills would be introduced only in 
the Lower House, the lJpper House having power to amend 
or reject them ; and in relation to Demands for Grants the 
power of the Upper House would be limited to requiring at the 
instance of the Government that any demand reduced or 
rejected by the Lower House should be brought before a Joint 
Session. The Joint Parliam~ntary Committee recommended 
larger powers for the t:pper House in relation to finance. It 
should be able not only to secure that a rejected Grant is re
considered at a Joint 8ession of the two Houses, but also to 
refuse its assent to any Bill, Clause or Grant accepted by the 
Lower House. According to the Joint Committee " all 
demands should be considered first by the Lower House and 
subsequently by the rpper, and that the powers of each 
House in relation to any demand. should be identical, any 
difference of opinion being resolved at .a Joint Session to be 
held forthwith." (Page 117.) 

There would be joint sittings of both Houses at the 
instance of the Governor-General under the following cases :-

(1) Il a Bill bas been passed by one Chamber, but reject
ed by the other; 
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(2) There is no agreement on amendments to the· Bill 
among the two Chambers ; . 

(3) More than six. months pass from the date of the 
reception of the Bill by the other Chamber without presenting 
it to the Governor-General for his assent; · 

( 4) In case of Finance Bills and Bil111 relating to a matter 
affecting t,he discharge of his funct.ions in his discretion, he 
can call a • joint sitting even in the absence of llisagreement: 
between the Chambers an(l even if the said period of six 
months is not over, in case he is satisfied that the Bill wilt 
not be presented to him for his assent without undue delay. 

In the case of differences at the Joint Sessions, the decisioii 1 

of a majority of the two Rouses would be necessary ; but in. 
order to give an effective voice in the final decisions to the 
lTppPr House, a proportion of approx.imately 2: 3 was endorsed· 
by the Joint Parliamentary Committee. The period after 
whieh a ,Joint Session would be held is six months and it would 
not be hPld during the session of the legislature in the House 
of which the difference of opinion arose between the two Houses. 
J n the former caRe, the Government would inform the legis· 
]ature of their decision before the end of the current session. 
The above would be the ordinary procedure ; "but in the c.ase 
of Bills affecting the Reserved Departments, or Bills which 
in the opinion of the Governor-General involve his special 
responsibilities, or would affect the financing of the Federal Gov· 
ernment's requirements, the Governor-General must have 
power in his discretion to 11ummon a Joint Session and obtain 
a decision forthwith." Amendments to anv Bill before a Joint 
Session would be governed by rules applicable to the J 9int 
Session of the Provincial I.egislatures. 

CouNcrr. OF INDIA 

According to the Act of 1858 any expend.iture incurred by 
the Secrl.>tary of State out of Ind.ian revenues requ.ired the 
concurrence of the Council of Inrlia to grants or appropriations 
of any part of those revenues and the consent of both Houses 
of Parliament t,o the defraying from Indian revenues of the 
cost of any military operation beyond the external frontiers of 
India was nect>ssary. Under the new Constitution the Council 
of India. with a statutory control over the decisions of the 
&'<'retary of State in financial matters would not exist; and 
the authority of the Secretary of State would not extend to 
estimatt's submitted to an Indian legislature on the advice of 
Indian 'Mini~ters. Tht're would, however, be a small body of 
advist•rs to advise the Secretary of State on financial and service 
mattt>rs and on mattt'rs conCt'rning the Political Department. 
1'he Secretary of State is empowered under the new Constitu
tion to appoint not. less than three nor more than six p<+rso114 
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to advise him, of whom at least two must ha·ve held office 
for at least ten years under the Crown in India. He would 
be free to seek their advice individually or collectively on any 
matters, but would not be bound to do so except in one respect 
only. So long as he is charged with the control of any members 
of the Public Services in India, ''he must lay before his Advisers, 
and obtain the concurrence of a majority of them to, the draft 
of any rules which he proposes to make under the Constitution 
Act for the purpose of regulating conditions of service, and 
any order which he proposes to make upon an appeal to him 
from any member of the Service, which he controls." (Page 227 
of the J .. P. C. Report). The Service of the Advisers should 
not have terminated more than two years before their appoint
ment ; and at lea.st half of them should have the service 
qualification ; while the Secretary of State would effectively 
participate in their deliberations in matters where the 
concurrence of the majority of his Advisers v.ill be requirt>d. 



CHAPTER XVI 

Indian Budgets 
A STUDY of the Indian Budgets of the last few years may 

now be made with a view to understand the practice of Indian 
finance and to see how that important branch of public finance 
which iR known as ''Financial .Administration" is developed 
in this country. This study should a.lso indicate the lines 
along which and the extent to which the Indian legislature 
exercises control over the Executive in this country in the 
sph<'re of finance and it should draw attention to the necessity 
of a greater measure of control of the legislature over the 
Executive in fmancial and fiscal matters in relation to India. 
The study of the budgets in the following pages is intended 
to be explanatory, deseriptive as well as critical, and an attempt 
is made to approach this subject also with impartiality and 
moderation. 

INDIAN BUDGET, 1933-34 

The budget for 1933-34 was presented by Sir George 
Schuster, the Finance Member of the Government of India, 
on February 28, 1933. He proposed neither fresh taxation 
nor any r<'laxation in taxation. In his budget speech he said, 
"The story which I have to tell this year of the public finances 
of India is a simple and-viewed merely as a matter of public 
finance-a satisfactory one. The emergency plan, which. we 
introduced in September 1931, was designed to produce 
budgetary equilibrium for the two years 1931-32 and 1932-33, 
and now as. we approach the end of the se.cond of these two 
years and take stock of the position we can confidently say that 
our plan has worked." The year 19n-32 closed with two crores 
bett<>r than expected at the time of the budget in the previous 
year with a deficit of 111 crores after providing for Rs. 689 
lakhs for reduction of debt. The year 1932-33 closed with a 
surplus of 217 lakhs against the estimate of 215 lakhs after 
providing for 684 lakhs for debt reduction. Thus during a 
period of two years 1931-33 which may fairly be described 
as the two most difficult years for public finance which the 
·world in times of peace has ever known, we shall not only 
have paid our way, but provided a. balance of Rs. 415 lakhs 
for reduction of debt. This amply justified the great im· 
11rovement in the credit of India. The Finance Member 
said, "It is int~re~ting to make a short comparison between 
these results and the forecasts which I gave when I intro· 
duced the emergency plan in Sept~mber 1931. We then 
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anticipated, after allowing for the normal provlSlon for 
reduction of. debt, a deficit of 10 ·17 crores for 1931-32 to 
be followed by a surplus of 5 ·23 crores for 1932-33 and that 
the net amount available for the reduction of debt in the two 
years, after allowing for the deficit on the combined results, 
would be 9 ·11 crores ....... We now antieipate that the net 
figure available for the reduction of debt will be 4 ·15 crores 
so that we are about 5 crores below our original estimate for 
the two years. As the combined amount involved in the two 
years is about 260 crores on each side of revenue and expendi
ture, I think we may claim that our forecast showing a variation 
of only two per cent. from the result ..... was fairly near the 
mark." 

Basing the estimates for the subsequent year on the 
assumption that the conditions would be similar to those ·of the 
current. year, he had budgeted for a surplus of Rs. 42 lakhs. 
This reduetion of the surplus took into account the follow
ing changes :-a fall of about one crore of rupees in the 
customs allowing for reductoin in imports of sugar and cotton 
piece-goods, and Rs. 1! crores under salt owing to the disappear· 
ance of a special non-recurring addition during current year 
resulting from the abolition of the salt credit system. These 
reductions on the revenue side were counterbalanced by a 
reduction of Rs. 54 lakhs in the army expenditure and Rs. 36 
lakhs in the civil expenditm·e in spite of the extra cost of 
Rs. 51 t lakhs and Rs. 28 lakhs respectively under these heads 
owing to restoration of 50 per cent. cut in ]lay. 

The detailed position of the main items of revenue for 
1932-33 and 1933-34 may be summarised as follows according 
to the budget statement :-

Customs--
Budget Estimates 
Revised Estimates 

- Budget Estimates 
Income-Tax-

Budget Estimates 
Revised Estimates 
Budget Estimates 

Salt-
Budget Estimates 
Revised Estimateta 
Budget Estimates 

Opium-
Budget Estimates 
Revio;t>d Estimates 
Budget Estimates 

1932-33 
1932-33 
1933-34 

1932-33 
1932-33 
1933-34 

1932-33 
1932-33 
1933-34 

1932-33 
1932-33 
1933-34 

Revenue in lakhs of 
Rs. 

52,31.27 
52,28.55 

.. 51,24.60 

.. 18,73.38 
17,70.00 

.. 18,23.00 

8,27.71 
9,23.23 
7,58.04 

61.01 
8.56 

62.69 
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Ref<'rring to the 'Finance Heads,' the Finance 1\lember 
said, " It will be seen from wha.t I have said that as regards 
Finance Beads there is no great change compared with the 
revised estimates for the current year. Net interest charges 
are down by 51 lakhs, Reduction and Avoidance of Debt is 
up hy 4 lakhs and the net revenue from Currency and l\Iint 
is down by 61 lakhs. Interest receipts show a small decrease 
of 1 lakh. There is, therefore, a net deterioration of 15 
lakhs." 

The. figures for two main items on the expenditure side 
are:-

Civil Expenditure-

Lakhs of 
Rs. 

Budget Estimates 1932-33 20,6:; 
Revised Estimates 1932-33 · 20,89 
Budget Estimates 1933-34 20,53 

In this connection the Finance Member said that there was 
a net 'reduetion of 36 lakbs on the current year in spite of the 
following facts ; first, that we have allowed for reducing the 
cut in pay to 5 per cent., thereby incurring extra charges of 
28 lakhs on these particular Civil Heads; secondly, that we 
ha.ve to meet the normal increments in time-scale pay which 
still involve an annual addition of something like 15 lakhs ; 
ann thirdly, that we have to meet new obligatory expenditure 
amounting to about 17 lakbs. If all these items are taken 
into account it will be seen that the t.otal of the net reductions 
otherwise effected under the normal heads of expe,nditure 
amounts to no less than 96 lakhs.' It must be said that the 
public is not concerned with items responsible for a decrease 
in savings, but only with the saving of 36lakhs actually effected. 

Military Expenrliture-

Lakbs of 
Rs. 

Budget Estimates 1932-33 allowing for 10 per cent. cut .. 46,74: 
Budget Estimates 1933-34 allowing for 5 per cent. cut . . 4:6,20 

The comparison between the two years for the total budget 
is shown as follows :-

Revenue 
Expenditure 

Balance •• 

Croru of Rupees 
1933-3! 1932 
Budget Budget. 
124:.52 129.96 

.. 124.10 127.81 

.4:2 2.15 

1933 
Revised 
127.13 
124.P6 

2.17 

The net deterioration for next year is estimated at 175 
lakhs as follows:-
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Lakhs of Rs. 
Better Worse 

Revenue-
Customs :-(Reduction due to fall allowed for in 

imports of sugar and cotton piece-goods) 1,04: 
Income-Tax :-(Increase due to removal of ex

emption from surcharge on Government ser-
vants) 53 

Salt :-(Reduction mainly due to termination of 
temporary receipts or termination of credit 
system) , . 1,63 

Opium 25 
Finance Heads :.....:.(Net charges including addi-

tional expenditure of 1 on account of past 
restoration of cut in pay) . , 15 

Commercial Departments-
Net Revenue 11 
Miscellaneous :-(Reduction of 30 due to no 

provision being included in next year's esti-
mates for gain by exchange) 45 

Expenditure-
Military-Civil Heads :-(Net reduction effected 

in spite of past restoration of pay cut costing 
79! lakhs under these head..o:; as compared with 
the revised estimates. This net reduction 
together with the reduction of 5 under Irriga
tion and Currency and Mint taken on the re-
venue side gives a total reduction of 90) 85 

TOTAL • , 1,63 3,38 

The surplus after deducting 175 from 217 is thus reduced 
to 42 lakhs. 

THE CuT IN PAY 

The Government restored the cut to the extent of 50 per 
cent. whose total cost on the civil and army side for 11 months 
was estimated by Government to amount to 108 lakhs and 
taking into view the fact that the exemption of surcharges was 
with_drawn and more tax was expected to be yielded on 
incomes of Government servants below Rs. 2,000, the net cost 
of the proposal to the Government was estimated at 55 lakhs. 

It should be said in this connection that the question from 
the point of view of the public is not about the net cost but 
about the total aggregate cost for full one year of the restora· 
tion of the cut ; because in the absence of restoration the 
burden of taxation could have been reduced. The action of 
the Government in reducing the cut was highly indefensible. 
Ten per cent. was taken off the salaries when the surplus 
estimated was Rs. 2 crores, but when the estimated surplus 
was only Rs. 42 lakhs the Government had reduced the cut 
by 50 per cent. The Finance :Member said, '' The second 
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point is this that "We regarded a. cut in the fixed pay of Govern
ment officials as an extreme measure only to be taken in the 
very last resort after the efforts of all other feasible mP..asures 
for dealing with the suitation had been exhausted. Obviously 
a measure which is thus only justified in the la.at resort ought 
to be the first to go v. hen any relaxation is possible ..... To 
those who think that we have gone too far or that we ought 
not to have taken this step in priority to relaxation of measures 
of taxation, I wish particularly to emphasise that this must 
not he regarded as optional expenditure to be weighed in the 
balance against other possible demands on the public funds. 
Government is not really meeting it.s full obligations as long 
as it is not paying its fixed rat.,s of pay of its officials-raws, 
moreover, which in certain cases are guaranteed by the Govern
ment of India Act." The salary bill in India is very high. 
India has been made to pay much more than she can afford 
to pay. The service men in India get more than their com
patriots in any other country of the world. The salary of 
the Finance 1\lernber of the Government of India. is higher 
than that of the Chanc(\llor of the Exchequer of His Majesty'& 
Government and the CTOvernor-General of India. is decidedly 
better off in this respect than any Minister of the Crown. 
Therefore, the special plea put forward by the Finance Member 
on behalf of the service men was not r.onvincing. 

The }'inance Member talked of ' sound finance'. He 
said, 'Therefore, by sound finance I mean a policy which pro
Yides for the pa.ying of the expenditure of fach year by the 
income of each year and does not put on to the tax-payer of 
to-morrow a burden which is properly that of the tax-payer 
of to-day.' It is true that expenditure of each year should 
be ml:'t from the income of each ye:u, but what if the collt>etion 
of the incornP causes an unbearable burden to the tax-payer 
of to-day ' Should there be no consideration of the burden 
of the tax-payer of to-day in 'sound finance'! Can he oo 
squN>zed to any limits for any period of time f If the income 
of a business man cannot go up or cannot evf'n be maintained, 
he is bound to cut down his expenditure and even the salary 
o( the manager will he reduced though the latter may have 
bt-.'n engaged on definite terms. This is ~al, sound finance. 
The samt> principles should be applied to the case of Govern
ments. Their expenditure should be reduced under certain 
circumliltanr.es and thev cannot alwavs start with the idea of 
a fixt>d expenditure to"be met by increasing taxation: If this 
is not done, the finance cannot be called sound. The very 
fa<·t that the cut in the pay can be restored, even partiallr, 
only ~·ben all emergency taxation is kept intact proves 
that tbt'se salarit's t'annot be paid by ordinary taxation. 
Tht> scalt>s of 1)ay are guaranteed by the Government of India. 
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Act, but is there any sort of guarantee, moral or legal, that 
the poor man in India will be allowed to eke out a livelihooil Y 
If without paying their scales of ~alaries at the full rate, the 
Government is not really meeting its full obligation, then is the 
Government really meeting its full obligation when more than 
50 million people are unemployed and the burden of taxatdon 
is paralysing trade and industry ' . The Finance 1\'Iember did 
not hold out any prospect of a reduction in emergeney taxation, 
lmt assured the service men that 'what we hope is that condi
tions will so improve during the next year that it may be 
_possible not merely to avoid retracing the ·step now taken, 
but to take the further step of restoring the full pay and after 
that making a start in reducing the burden of taxation.' In 
future if finanees improve the benefit should first go to the 
tax-payer, but it will not be Ro unless full cut is restored~ 
Where· is the well-known principle of equality of sacrifice in 
this T The Finance 1\'Iember in his budget statement of 1931 
had said that these surcharges and the salary cut will go together, 
but he had partially restored the one and had ·held out full 
hopes of restoration in futUI·e before touching the other. 

With regard to the incidence of taxation Sir George 
Schuster quoted Sir Walter Layton according to whom taxa· 
tion in India was only about 6 .per cent. as compared with 20 
per cent. in Britain and Japan. But income also should be 
compared before coming to any conclusion. In this connection 
the Simon Commission pointed ·out that the average income 
per head in India in 1922 was less than £8, while the corres· 
ponding figurtJ for Britain was £95. 'The. contrast remains 
startling even after allowing for the difference in the range of 
needs to be satisfied.' (Simon Commission Report, Vol. I, Para; 
374.) It is thus clear that the lower proportion of a low 
national income may represent a very much heavier burden 
than a higher percentage of a high income. Further, the 
relative burden of taxation in different countries cannot be 
considered apart from the nature of the services rendered to. 
the 'People by the Government in return for taxation .. .In 
Great Britain the expenditure per head on education is £2 15s. 
whereas in British India it is less than 9ll. (Simon CommissUm, 
.Report, Vol. II, Para. 23R.) If, therefore, in England the burden 
of taxation is more than three times as much as in India, the. 
amount spent on education is 75 times as much as in India. 

With regard to relief in income-tax, he made a very vague 
statement and said, " As regards taxes on income .... all that 
we can promise .... is that they will not be continued longer 
than is necessary and that all our efforts will be directed to 
keeping down expenditure, and to preparing in other ways 
for a lightening of this particular burden." The continuance 
of the reduction of the taxation limit to one thousand and the. 
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maintenance of t.he surcharges so far was highly undesirable. 
Taking into view the income per head, the Indian tax-payer 
should be said to be the highest taxed in the world. There 
was no justification for lowering the tax. limit under the 
circumstances and their continuance for any length of time 
was improper. 

The best way to balance the budget was to reduce tho 
military expenditure. Sir George Schuster said that Sir 
Walter had wished it t.o be reduced toRs. 48 crores in ten years, 
while the Government of India had reduced it to 46 crores 
within three years. That is true but firstly, Indians cannot 
accept as gospel truth the limit laid down by Sir Walter 
Layton and secondly, the reduction has not even been com
mensurate with the tremendous fall in the prices of commodi
tirs. The military expenditure of India in 1913-14 was 29 ·84 
erores and there is no rear;on why it should not be immediately 
reduced to this figure. Taking into view the budget estimates 
for 1933-34 ~tnd the military expenditure for the same 
year, the figures are 124 ·52 crores and 46 ·20 crores respec
tively which means that more than one-third of the revenue 
is still spent upon the army or more than 50 per cent. 
is eaten away by the military .and civil heads. Of course, 
an increase in public expenditure is not always a cause for 
regret and alarm and as the late Mr. Gokhale pointed out in 
his written evidence before the Welby Commission, 1897, 
' everything dep!'nds in this matter on the nature of the pur
posE's for which the increase has been incurred and the results 
produc!'d by such outlay of public money ..... While increased 
upenditure in other countries under popular control. .... has 
helped to bring increased strength and security to the nations, 
and incr!'ased enlightenment and pro11perity to the people, 
our continually increasing expenditure has .... only helped 
to lJring about constantly increasing exploitation of our natural 
resources, has retarded our national progress, weakened our 
natural defences and burdened us with undefined and indefinite 
financial liabilities.' We must beware of making a fetish of 
military efficiency and rememb!'r that a very poor country 
likt' India cannot afford to spend so much on military as is 
being done by the Government of India. · 

The Finance )!ember made provision in the budget for 
war dt•bts for the current year and for the next year amounting 
to £65~,800. There was no need for making this provision 
when it was not known whl'ther England would demand it 
tl1at yl'ar or next year and when there was the possibility that 
Australia, South .-\frica and Canada would either not pay or 
nprt'SR inability to pay the debt. The Finance Member 
pomted out that \\ithout this provision, it would have been 
unsound finance. But then, it is not clear why no provision 

7 
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was niade for India's reparation claims also. In this connec
tion in reply to an interjection of Sir Cowasji Jahangir, Sir 
George Schuster remarked, ' Unfortunately one must suffer 
for being virtuous. We are good debtors while those who owe 
us may not be in a posit.ion to pay.' We are good debtors 
because the Government can levy taxation to any extent in 
utter disregard of Indian public opinion. 

STAMP DUTY ON CHEQUES 

A proposal was made for reimposing the stamp duty on 
cheques for a period of three years which was estimated t() 
produce a revenue of about 7 lakhs for one year and a large 
part of the proceeds was likely to go to Bombay and Bengal. 
Happily this proposal was thrown out by the Assembly. This. 
duty was abolished from the 1st July 1927 in response to the 
recommendation of the Hilton-Young Commission wl1ich wrote, 
"This charge is undoubtedly an obstacle in the way of the 
development of banking in the country. It probably tends 
t.o restrain many people. from opening current accounts and 
so making payment by cheque instead of cash. This .... might 
well prove an important factor in bringing about a profound 
and still more widespread change in the economic habits of 
masses." (Paragraph 216.) The Finance Member said that 
from enquiries made by the Government of India it was clear 
that it had not increased the use of cheques as a means of 
payment. 1 The Report of the Indian Central Banking En
q1~iry Committee tends to confirm this belief.'. . . . This was. 
a highly misleading statement as the Indian Central Banking 
Committee in very clear and unambiguous language saidt 
1 Evidence is forthcoming from all directions of a substantial 
increase in the number of cheques which daily pass through 
the clearing houses. The recent abolition of the stamp duty 
on cheques appears to have contributed materially to a more 
extensive use of the cheque, not only in the Presidency towns 
and other big commercial centres, but also in the mofussil.' 
(Para 663.) In a subsequent speech he did admit that he was 
mistaken regarding the views of the Indian Banking Committee 
in this respect, but none the less persisted in holding that 
the cheque habit had not increased by the abolition of the 
duty .. His contention does not deserve as much weight as 
the considered views of two expert commissions. This pro
posal would have been highly detrimental to the growth of 
banking habit in India and would also hinder the establishment 
of the Reserve Bank. (For details see my article in the Leader 
of Sunday, 26th :March 1933, p. 8.) 

. GOI.D. EXPORT 

The Finance Member supported the exports of gold which 
during the last fifteen months amounted to 107 ·04 crores. 
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He said that with the present level of merchandise exports 
India could not support the present volume of imports simulta· 
neously with meeting her external obligations unless they were 
supplemented by the exports of gold. He elaimed that it was 
beneficial for India to use these reserves which lay idle and did 
not bring any revenue. Against £ 80 millions worth of gold 
exported from September 1931 to the end of 1932, Government 
was able to purchase £ 70 millions, £ 10 millions being used to 
repay foreign loans temporarily invested in India. Out of the 
£ 70 millions Government uRed £ 34! millions to meet its own 
current requirements and 35! millions to repay sterling loans 
and strengthen its reserves. Out of the latter the Government 
used £ 15 millions in repaying the £ 5! per cent. sterling loan 
maturing on January 1, 1932, added about £ 11 millions to 
its currency reRerves an1l about £ 9! millions to its treasury 
balaucel!. He also l!flid that it implierl the suhRtitution of one 
form of hoards by another, namely, investment,s in Postal 
Cash Certificates and Savings Bank Deposits whieh were at 
the reeord figure of 10 crores and 4 ·35 crores respectively. It 
was also S!i.id that the Go-vernment could not possibly prevent 
the individuals from selling t,heir gold at profitable rates outside 
India,. 

In connection with these arguments it may be said that 
to export gold iu payment for imports is a dangerous way of 
living on capital and does not indicate the prosperity of the 
people, but their helplessness ; because they have been able 
to keep the wolf out of the door only by the sale of gold. 
Seenndly, if investments have increased, it is because the 
~l1rewd investor of the Indian money market could not invest 
his money in industries owing to business depression and 'thiil 
does not mean that the poor have been able to increase tl1eir 
investments. They have in fa(;t nothing to invest. It is the 
cultivaturs who have been forced to part with ' di<;tress gold ' 
awl hy no stretch of imagination can it be said that they have 
invested their money in the Postal Cash Certifica.t~s and Savings 
Ra!lks DepositA. Thirdly, the export of goM in payment of 
debts (~annot be contemplated with equanin.ity. We never 
borrowed money in the form of gold and should not, therefore, 
pay those debts in gold. For paying only about£ 17 millions 
of th<' Deei'!Hber instalment, there was so much agitation in 
Ingland and India, therefore, cannot rega.rd the factor with 
satisfaction. If the whole of our external debt is paid in 
gold, probably none of the yellow metal will be left in tho 
country. Sir G"orge &hust,er was not ,.oicing Indian senti· 
nwuts when he said that even if thrre times as mueh gold more 
weN.' txportt'd as was done so far, we woul1! still have more 
~old than we ltad ll ytars ago. Further, the Governmt'nt 
li!N•ms to be ac~umulating stel'ling securities in the rt'servea 
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contrary to the recommendations of the Hilton-Young Com
mission which laid down tl1at the securities should be snch the 
principal and interest of which should be payable in gold and 
sterling at present is not gold. The argument'that by exporting 
gold, India has been ab]e to take more imports and thereby 
increas<'d the potential power of her own customers is no valid 
argument. America, France and England and specially the 
former two countries need this sort of sermon where in spite of 
large gold hoards in the vaults of banks, nothing is being done 
to improve the purchasing capacity of their potential customers. 
Moreover, to say that the Government could not do anything 
to prevent people from making profits by sales of gold is irrele
vant because in 1919 there was an embargo laid on the exports 
of silver which could have been sold at very high prices in the 
Eastern markets, but this argument was not remembered at 
that time. Public memory is short and this fact was not 
referred to in the Assembly by the oppoF!itionists. The same 
thing could have been done in the interests of the currency 
situation in the country. at present. The Hilton-Young Com
mission was afraid of a very adverse effect of the purchase of 
gold by India upon the world markets ; but in the past 15 
months a golden opportunity came for the Government t() 
purchase gold without disturbing the world money markets. 
and they could do so if they had the will to do it. So long as. 
retention of gold is the cherished ideal of the Central Banks 
in western countries and they allow only the inflow of gold 
and place restrictions on its outflow, India should also d() 
the same. Gold cannot be regarded simply as a commodity 
except by tlle gold mining countries and India must do all 
that can be done to retain her gold resources. 

The Finance Member referred to the extraordinary power 
of resistance of India when he said, 'In the first place, the results. 
as regards imports combined with the figures of Indian pro· 
duction of such articles as salt, kerosine and cotton piece
goods seem to reinforce one of the points which I emphasized 
in my speech last year-namely, the extraordinary power of 
resistance in spite of diminished purchasing power which India, 
shows in maintaining the consumption of certain standard 
necessities of the masses.' The Government may derive 
satisfaction from the fact that Indians are purchasing the 
same quantity of salt, kerosene and cotton piece-goods as. 
before ; but this statement cannot delude t,he Indian econo
mists who know only full well that the standard of living of 
the masses in India has reached an irreducible minimum. Is it 
that the Finance Member could have been convinced of the 
miserable lot of the masses only if they could not afford to 
purchase even a commodity like salt! The growing unemploy
ment, the sale of distress gold by cultivators and the miserable: 
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economic plight of the masses coupled with the lowest pitch 
to which trade and industry have fallen in India at present 
are not, it seems, enough indications of the grim realities of 
economic conditions of India. 

The budget should have been balanced by reduction in 
military and civil expenditure and by keeping the salary bill 
as low as possible and not by the maintenance of emergency 
taxation. This would have been real sound finance, but such 
a stC'p could not even be thought of by the Finance Member. 
Our customs revenue has fallen and our railway receipts have 
gone down and with all emergency taxation measures remain· 
ing as before, the surplus of 217 lakhs shown in the revised 
estimates for the current year will be reduced to a surplus of 
42lakhs, i.e., the situation has worsened by 175lakhs. And still 
the Government refuse to realize that the Law of Diminishing 
Returns has begun to operate. In face of these facts the royal 
road to sound finance lies in reducing the expenditure and not 
in maintaining the abnormally high level of taxation which is. 
killing initiative, enterprise and paralysing industry, trade and 
business. The duty of Indian economists is to offer safe 
and sound advice and its acceptance or rejection lies with 
the Government. 

INDIAN BUDGET, 193!-35 

Sir George Schuster, the Finance Member, gave a brilliant 
survey of the economic position of the country in his budget 
speech and outlined his main taxation proposals. In the 
Assembly the budget was styled a,s " distress budget ", "deficit 
budget ", " Bengal budget ", " realistic budget ", etc., by 
various mf'mbers according to the light in which they viewed 
the taxation proposals. If one more epithet were pardonable, 
it might be styled as " disappointing proposals budget" or 
" extraordinary taxation budget ". 

According to the usual practice and procedure the Finance 
Member gave an analysis of the Actuals of the past year, Revised 
Estimates for the current year and the Budget Estimates for 
the ensuing year. In connection with the Actuals of 1932-33, 
it was pointed out that after providing 6,84: lakhs for Reduction 
of Debt, there was a surplus of 1,55lakhs so that without taking 
into aceount Reduction of Debt, the excess of receipts over 
outgoings was 8,39 lakhs. The Finance 1\Iember said, "The 
net result is that over the two years combined we not only 
paid our wa:v so far as budgetary income and expenditure is 
eoncerned, but in addition provided a sum of 3,53 lakhs for 
Ueduetion of Debt." 

Turning to the Revised Estimates, the Finance Member 
pointed out that leaving out of aeeount the Reduction of Debt 
proYision, there would be a surplus of 4,29 lakhs. In the 



198 PUBLIC FINANCE 

Budget Estimates fo1· 1933-34 a surplus of 25 lakhs had been 
expected after providing 6,88 lakhs for Reduction of Debt. 
The result was 2,84 lakhs less favourable than the estimates. 
This deterioration was caused by a drop of 5,04lakhs on revenue 
partly balanced by a saving of 2,20 lakhs on expenditure. 

The fall in revenue was due to the following items :--
(a) A Deficiency of 4,38 Lalchs under Custl»ns.-The 

Finance Member pointed out that last year's estimates were 
based " on the assumption that the conditions of the previous 
year as regards exports and imports of merchandise would be 
repeated, subject to the allowance of a drop of about one crore 
in import duties to cover decreases in sugar import duty due 
to the growth of Indian production and in the cotton piece
goods duty where the figures for 1932-33 had to be regarded 
as abnormal. The results have proved that we did not allow 
enough for these changes." He expected 1,10 lakhs less on 
sugar and on the whole range of textiles, fabrics and yarn both, 
the actuals estimated were to be 2,67 lakhs less than the budget 
estimate and 3,63 lakhs less than the actuals for 1932-33. 
There was a falling off under a number of other heads also. 

· It was pointed out that " the falling off in imports of sugar and 
textiles at least means that Indian producers have had a greater 
share in the home market, while as regards the general falling off 
in imports, this had been balanced by a substantial increase in 
exports and a satisfactory feature is that as a result of these 
changes India is moving back towards her normal favourable 
balance of trade in merchandise and is thus diminishing her 
reliance on gold exports in order to maintain an even keel." 

(b) Receipts frl»n Income-tax were expected to fall short 
of the estimates by 93 lakhs. 

(c) Interest and C1trrency and Mint Receipts were down 
by 7 4 lakhs. This was counterbalanced by a windfall under 
the head of " Extraordinary Receipts " of 33 lakhs due to 
the repayment of a pre-War debt by the Persian Government. 

The revenue position may be summarised as below:
(+ =Better -=Worse) 

Customs .• 
Taxes on Income •. 
Salt •• 
Opium Receipts (gross) 
Interest Receipts .• 
Currency and Mint Receipts 
OthP-r Eends 

+ 

39 

82 

4,38 
93 
20 

23 
51 

1,21 6,25 

- 5,0! 
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EXPENDITURE, 1933-34 
On the expenditure side a saving of 2,20 lakhs over the 

budget estimates of the previous year was due to two causes, 
firstly, the award of the Capitation Tribunal and secondly, the 
non-payment of 88 lakhs interest on war debt for which provi
sion had been made in the budget. 

PROSPECTS OF 1934-35 
Coming to the prospect,s of 1934-35 the Finance l\Iember 

was optimistic about conditions of trade and agricultural 
production. He said, " Speaking generally one may say 
that on the whole .... agricultural conditions have been favour
able and crop yields satisfactory .... In the agricultural season 
which is now current or just compl~ted there have been marked 
increases in the production of India's main money crops .... and 
so far as export crops are concerned, the increased quantities 
seem to be finding a market." He thought that in all 
these respects conditions were such as warranted normal 
prosperity and that the only trouble had been the low level 
of prices. In this respct also the Finance l\Iember was optimistic 
inasmuch as he pointed out that the disparity between the 
pril'eR of primary agricultural products and of manufactured 
goods bad become less during 1933 than previously. A more 
optintistic feeling in business centres than last year, 'while 
the recent steady increase in tl1e goods traffic receipts on the 
railways and the improvement in our export trade figures• 
were referred to by him as encouraging signs. 

A moderate recoverv under certain heads of customs 
import duties over the revised figures for 1933-34 was antici
pated by the Finance '!!!ember and an improvement of 20 lakhs 
in the jute export duty was allowed. In regard to certa.in 
items a reduction in revenue was anticipated. These items 
were : sugar in which case the revenue was lOt crores in 1930-31 
while only 1,80 lakbs bad been budgeted in the estimates for 
193t-35. In land customs, only 35 lakhs had been provided 
showing a loss of 65 lakbs under this head as compared with the 
revised estimates for 1933-34:. Regarding machinery a drop 
of 35 lakbs on the revised estimates of the current year was 
made. This means that it had been put at one crore. 
lnc·luding cigarettes these items accounted for a. drop of 4,00 
lakhs as compared with the revised estimates for the cnrrent 
year. " On all the other cust.orr1s it-E'ms combinell we are 
hudg .. ting for a net increase of 1,75lakbs so that the net deterio
ration under customs as compared with the revised estimat~s for 
th~> current year is 2,25 lakhs." He pointed out that on the 
whole including income-tax, salt duty, opium receipts, ere., 
thE> total drop to be allowed for the revenue as compared -.ith 
ttw reYh;ed estimates for the current year w·as 2,7! lakhs. 
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Coming to the prospects of the expenditure side the Finance 
]!ember said that strict economy in expenditure was being 
enforced. The continuance of the 5 per cent. cut in pay, reduc
tion in the army budget, etc., were referred to by him in a tone 
of optimism and approbation. He referred to the fact that 
the net Defence Budget came down to 4J,3R crore11 for 193-t-3fi 
~nd that the total net expenditure came down from 93!20 erores 
m 1930-31 to 76,61 in 1934-3.1 (estimates). 

PROPOSALS FOR 1931-35 
The mn.in proposals for 1934-3n are as below:-
(1) B·uga1· Excise Dvty at Re. 1-5-0 per hundred-weight 

which was expected to yield 1 ,40'lakhs. 
(2) Re-vised Duties O'n Tobacco and C'igarctt~?s which were 

expectf'd to yielrl 30 lakhs. 
(3) .Redm:tion i·u the Import Dnty tm Sil·ver from 7-! to 5 

annas per ounce, uet revenue expected to be 4 Jakhs. 
(4) An Extise Duty on :Matches which was expected to 

yield 1·47 lakhs. · 
(5) Re1rised Postal Rates including:-
(a) A reduction in the initial weight of inland letters from 

2l to ~ tola coupled witl1 a reduction in the cl1arge from It anna 
to 1 anna. In the first year, allowing for a recovery of 10 per 
cent. in traffic, it was expected to involve a loss of 27 lakhs in 
revenue. 

(b) The remission of the extra pie per five pice embossed 
enveloile. 

(c) Re:>vised poRtal rates on packets "here the initial 
charge on inlanrl ·book packets for the flrst 5 to las had been 
inc~reased from G pies to 9 pies. 

(d) Revised charges for telegrams. .A minimum charge of 
9 annas for a telegram of 8 '"ords had been fixed. This had 
necessitated a change in the case of express telegrams also for 
which the charges are double those of ordinary telegrams. 

(6) Abolition of the ExpO'rl Duty on Raw Hides expected 
to irwolve a loss of Rs. 5lakhs. 

(7) Handing O'l'er half the Jute ExpO'rl Duty to the jute 
producing provinces which next year was expected to amount 
to 1,90 lakhs. About 1,67lakhs was to go to Bengal, 12! lakhs 
to Bihar and Orissa, and about 9 ~ lakhs to Assam. 

(8) There was expected to be a net improvement in 
:revenue of 1,69 lakhs which would cover the deficiency of 
Bs. 1,53lakhs and leave a surplus of 16lakhs. 

HELP TO Bm.AR 

Out of the surplus of 4.39 crores for 1933-34 Rs. 3 crores 
was to be used for reduction of debt and Rs. 1.29 crores to be 
utilized towards creating a special fund for giving relief to 
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Bihar. The problem of reconstruction was treated under four 
heads:-

(a) Firstly, Reconstrtwtion of Government Buildings, etc.
The cost of the construction of Government property was put 
at one crore, half of which was to be provided by the Govern
ment of India as capital expenditure on its own account. For 
the other half the Government was to make a loan to the 
Provincial Government through the Provincial Loans Fund. 

(b) ~Financial Help to Local Authorities.-Secondly, the 
extensive damage to the property of local bodies was Jlllt at over 
one crore. " For all these purposes we propose to make a free 
grant from central resources, that is to say, from the special 
fund already mentioned which is to be formed out of t.his year's 
surplus." As the whole amount was not necessary all at one 
time, the Government provided in next year's estimates for 
expenditure of only 75 lakhs on this account. The :Finance 
Member assured the House that if more than this could be 
advantageously spent "we shall have no hesitation in provi
ding the additional sum required." 

(c) Assistance to Private Individuals.-Thirdly, there was 
the question of assisting private individuals to rebuild their 
houses and shops. The poorest sufferers were to be provided with 
free grants from the various public relief funds, but the middle 
class people, who would not accept charity, were to be provided 
with loans throug-h the Provincial Government at reasonable 
terms. He said, - " At the moment all I can say is that we 
have every intention of making available to the Provincial 
Government, on terms that will not be onerous to them, or to 
those who are ultimately to receive the advances, whatever sum 
may be found to be needed for this purpose." 

(d) Agricultural Problems.-Fourthly, there was the agri
cultural problem and vast damage was done by the earthquake 
t.o agricultural land over wide areas of North Bihar due to 
deposit of sand. The balance held by the Bihar Government 
in their Famine Relief Fund could be properly regarded as 
available and beyond this the Provincial Government was assured 
of the Central Government's financial support in any further 
action. " But some portions at any rate of the cane cannot 
be dealt with in this way, and the Provincial Governments are, 
therefore, providing the country mills and other equipment, in 
order to convert it into gur. We have informed them that 
we are prepared to bear the whole cost of this measure from 
central rewnues : it will probably not exceed five lakhs." 

Hegarding the borrowing programme for 1934.-35 the 
Finance Member said, "We have already dealt with all the loans 
the maturity dates of which afiord us an opportunity of convert
ing them. The only securities actually maturing for repayment 
next yt>ar, are the 4! per cent. bonds of which 12,98 lakhs have 

p 
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already been converted during the current year, leaving a. 
balance of 13,00. In England there is nothing. If we allow 
for receipts of 11,50 lakhs from the Post Office Cash Certificates 
and Savings Bank deposits as against 16,90 during the current 
year, this will mean that after taking into account the 2 ·85 
million balance of 3! per cent. sterling loan which has still to be 
-paid up, we will not require to float any regular loan either in 
India or in England ..... We have two large loans which we 
have the option to repay in London in 1935 and 1936 amounting 
to £ 29 millions or nearly 40 crores. We have also the 4 per 
.cent. loan 1934-37 in India amounting to 19,54 lakhs, the 5 per 
.cent. 1935 Bonds amounting to 11,43 and the 6! per cent. 
Treasury Bonds also payable in that year amounting to slightly 
{)Ver 16 crores which it may be possible to convert if conditions 
are favourable." It was also pointed out that though the posi
tion was strong in respect of sterling reserves, they would be 
further fortified if conditions were favourable. The rupee 
treasury bills in the Paper Currency Reserve might be replaced 
by sterling securities and a corresponding increase in public 
borrowings might be necessitated. The budget provided for 
30 crores outstandings of treasury bills held by the public for 
the subsequent year. 

GENERAL COMMENT 

Concluding his survey the Finance Member said, " India's 
financial position in its strength challenges comparison with 
that of any country in the world. In these times of increasing 
economic nationalism, there is no country that has brighter 
:prospects or greater potentialities for economic advance than 
India with her own vast market and with her place in the 
:British Commonwealth of Nations." It should be said that 
the Finance Member depicted a much too brighter condition of 
India's economic position than was actually warranted by 
:facts. There might have been brighter prospects or greater 
-pos_sibilities for economic advance in India than in other coun
tries, but the actual economic prosperity was far less probably 
than in other countries taking into view the amenities provided 
:and services rendered by the State. 

During the previous five years, abnormal taxes amounting 
to about 45 crores were imposed but it cannot be said that 
there had been a proportionate increase in economic prosperity. 
Was there a pro tanto increase in the amount of money spent 
{)n education, sanitation, public health, social insurance, 
-etc. ! In other countries the Stat.e is spending a very large 
sum of money on social insurance. According to the W orlil 
1Jccnwmic Survey for 1932-33, " The number of workers covered 
by compulsory insurance schemes bas been estimated by the 
International Labour Office as over 38 millions, with a further 
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three and a half millions covered by voluntary schemes .... , in 
general, the funds are derived from contributory systems 
in which the State subsidises the contributions of workers and 
employers. The increased payments caused by the depression, 
together with shrunken receipts, have necessitated an increase 
in State subsidies or advances in most compulsory insurance 
schemes." 

" Despite the strain thrown on the funds and the heavy 
burden of supplementary relief, the principle, not only of 
unemployment, but of other forms of social insurance, is stoutly 
defended and seems to have won ground-for example, in the 
United States. The State of Wisconsin bas already adopted 
legislation for this purpose, and it seems certain that more 
comprehensive legislation will be initiated in the near future. •• 
(Pp. 113, 114.) 

In the United Kingdom expenditure out of the unemploy
ment fund was £ 51 million during the year 1924-25, of which 
28.3 per cent. was contributed by the State. In 1931-32, 
the total had risen to £ 120 million, of which 72 per cent. was 
contributed by the State. These sums were in addition to the 
heavy burden carried by the local authorities. In Germany 
in 1931, the expenditure on unemployment relief was R.M. 
2,331 millions, of which 38 per cent. was borne by Federal and 
State Governments. In the Netherlands, unemployment 
E'xpenditure rose to 2-1.9 million florins in 1931 from 5.2 million 
florins in 1924, of which 32 per cent. was borne by the Govern
ment. In Switzerland the fi~ures rose from 1.6 million francs 
in 19:?4 to 37.9 millions in 193i, of which 84 per cent. was borne 
by the public authorities. Thus it is clear that the relative 
pressure of taxat,ion in different countries cannot be considered 
apa.rt from the nature of the services rendered by the State to 
the people in return for the taxes levied. In India the Govern· 
ment turned down the proposal for social insurance on gr01mds 
of economy. There is .no system of old age pensions, social 
insurance, etc., in India as compared to other countries. Even 
statistics of unemployment are not compiled in any scientific 
manner and thus the extraordinary increase in taxation, 
amounting to about 45 crores during the last five years, does 
not seem to have implied a corresponding increase in services 
rendered by the State like those in countries named above. 

EXCISE DUTY ON 'MATCHES 

The Finance Member made a proposal to levy excise duty 
on matches to the extent of Rs. 2-4-0 per gross of boxes to 
fnable the Government to give half the jute export duty to 
the jute-producing provinC(>s. The proceeds of this duty would 
bP pooled in a. common fund and divided among the States and 
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province.~ on consumption basis. The States would also be 
invited to levy in their own territory excise duty on matches. 

The Match Excise Duty Bill was referred to a Select Com
miUee whic.h recommended an excise duty of Re. 1 per gross of 
boxes containing on an average 40 matches. The Select Com
mittee write,"We hold that the duty should he at the correspond
ing rates for matches in boxes of 60 and for matches in boxes 
()f 80 and that classification of matches according to these 
standards is most suit,able and convenient from the administra
tive standpoint." Rebate was recommended for the cottage 
industry in response to the recommendations of the Tariff 
"Board, vide paragraph 136 of the latter's report. 

The dissentients objected to the recommendations of the 
majority on the following grounds :-

Firstly, " All the Indian States having match factories 
-within their territory have not yet consented to enter into an 
1tgreement with the GoverJliii.ent to pay into a common pool 
the proceeds of the excise dut,y which they would collect from 
their States. Such States as do enter into agreement are to 
Teceive back from the common pool an amount calculated on 
the population basis." This is not regarded equitable because 
the difference in standards of living in Brit-ish India and Indian 
States is considerable and the consumption of matches in British 
India must be great,er than the ratio of population. " The 
States in India which have no match factories within their 
territory are going to be allowed to enter into agreement with 
the Government whereby they are to get their proportionate 
share of the excise duty from the very start in return for the 
undertaking that they will levy the excise duty when a match 
:factory or factories are constructed in their States." 

Ser.ondly, " The excise on matches to be collected in all 
units of the Federation was considered to be one of the most 
valuable sources of revenue for the future Federal Government. 
If all the States are to be given the privilege of sharing this 
Tevenue immediately, it will be most difficult in future to get 
them to give it up for the benefit of the Federal Government." 

It mav be said that the match excise duty would penalize 
the consumer or neutralize protection to a certain extent and 
thus retard the development of the growing nascent match 
:industry. 

SUGAR EXCISE 

The Finance Member proposed a duty of Re. 1-5-0 per 
llundred-weigltt which according to llis estimates would give au 
yield of Rs. 1,47 lakhs. Out of this one anna per hundred
-weight amounting to about 7 lakhs would be distributed among 
the sugar-producing provinces to form a fund for the purpose of 
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assisting the organization and operation of co-operative societies 
among the cane growers to help them in securing fair prices, or 
for other purposes directed to the same end. 

The Finance :Member pointed out that the Tarift Board had 
recommended a basic import duty of Rs. 7-4-0 per hundred
weight and that with the surcharge of Re.1-13-0 the duty was 
Rs. 9-1-0 per hundred-weight. This would leave a margin of 
Rs. 7-12-0 per hundred-weight which he considered adequate. 
This was designed to prevent over-production, to give the cane 
growers a sufficient advantage and to get adequate revenue for 
the country. He said, "We trust, however, that as a result 
'()f the legislation which we propose to introduce, the immediate 
position of the cultivators would be protected, while taking a 
view of the more distant future we have been compelled to the 
.conclusion that if the present conditions are allowed to continue 
there is a danger of over-production which might, in the long 
Tun, bring disaster to the interests of cultivators and manufac
turers alike. We believe that the measure of protection which 
will remain is sufficient to allow all reasonably well-organized 
fa.ctories a fair margin of profit after paying a fair price to the 
-cultivator, and here again we feel that in the long run the 
industry will enjoy a more healthy life and growth if this change 
is made now than if the present excessive duty is allowed to 
-continue." 

It may be pointed out that the majority of the Select Com
mittee to which tl1e Sugar Excise Duty Bill was referred 
recommended a reduction of duty to Re. 1 per hundred-weight. 
'The 'Majority WTote, " We have reduced the rate of duty pro
posed by tl1e Bill to the rate of Re. 1 per hundred-weight upon 
sugar generally and the rate of 10 as. per hundred-weight on 
Khandsari sugar. Although we recognize that the difterence 
between import duty plus surcharge now in force, Rs. 9-1-0 
and excise duty, Rs. 1-5-0, proposed on the original Bill 
amounting as .it does to Rs. 7-12-0 per hundred-weight, repre
.sents the maximum duty recommended by the Tariff Board and 
accepted by the legislature as measure of protection, we are 
not satisfied that the preservation of difference in this manner 
will produce exactly the same effect as measure of protection 
promised. We are also apprehensive that the imposition of 
an excise duty of Re. 1-5-0 may in the early stages of the 
developmt>nt of the sugar industry prove unduly onerous and 
check the development. On the other hand, we consider that a 
duty of Re. 1 may be safely imposed. Our reduction of ra.te of 
duty to bE' payable on Khandsa.ri sugar is prompted by consider
ation that there is a lower margin of profit in the case of &U!!al' 

made by factories working by the Khandsari process and that 
Jmrh sugar is accordingly less capable of shouldering the 
proposed duty. " 
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The Minority consisting of the Government members did 
not agree and pointed out that "We feel, therefore, that the 
case for the Government proposal has in no way been shaken 
and that a reduction of duty to Re. 1 is purely an arbitrary 
proposal based on no careful examination of what the industry 
can stand. Apart from the above considerations which induce 
us to support an excise duty of Re. 1-5-0 on its merits, we must 
point out that a reduction toRe. 1 would entail a loss of about 
Rs. 34 lakhs in 1934-35 or Rs. 38 lakhs on full year's working 
at the estimated rate of Indian production for 1934-35. As 
the Indian production increases the loss will, of course, increase. 
Such a change would, therefore, disturb the whole financial 
plan on which the Budget was framed with its proposal for 
transfer of half the jute export duty to Bengal aud other 
provinces." 

" We consider that Government should be under an obliga
tion not to do anything without the approval of the legislature 
to vary their declared policy of maintaining difference betweeJ:!. 
the import and excise duties at the level recommended by the 
Tariff Board. If the excise duty were to be reduced to Re. 1 
then the difference. would be in excess of this level even in the 
present conditions when the selling price of Java sugar justifies 
an additional margin of eight annas. We consider that the 
Government should be free to reduce this difference to that 
recommended by the Tariff Board without bringing the excise 
legislation under review.'' 

It may be pointed out that the Sugar Excise Duty Bill as 
originally proposed by the Government was passed by the 
Legislative Assembly and the proposal of the Majority of the 
Select Committee which was styled by the Minority as " purely 
an arbitrary proposal based on no careful examination of what 
the industry can stand " was rejected. 

A grave injustice was done to the Indian sugar interests by 
the passage of the Sugar Excise Duty Bill and by fixing the 
excise duty at Re. 1-5-0 per hundred-weight. 

BASIS OF PROTECTIVE DUTY 

There was some misunderstanding about the recom
mendations of the Tariff Board regarding the basis of 
protection to the sugar industry. The protective duty that 
was recommended by the Tariff Board was Rs. 7-4-0 per 
hundred-weight on the imported sugar on the calculation 
that Java sugar at the ports would be sold at Rs. 4 per 
hundred-weight. It was also assumed that the price of 
Indian factory-made sugar would be Rs. 8-12-0 per maund 
in the beginning of protection period and that molasses would 
fetch Re. 1-8-0 per maund. Molasses fetch nothing and 
are becoming a liability for factories. It is, therefore, possible 
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that some factories may have no option but to close down not 
because of any inherent inefficiency in the beginning, but 
because of a penalty imposed by the excise duty. The internal 
competition has resulted in a lowering of prices and a decrease 
in profits. . 

Indian sugar cannot withstand competition of Java sugar . 
. Java is supposed to have a large store of sugar and the imposi
tion of the sugar excise on Indian sugar industry is likely to give 
some advantage to Java sugar. Further, if Java goes off the 
gold standard conditions will become highly unfavourable for the 
Indian industry and possibly the Government of India might 
then have to bring into operation the Safeguarding of Industries 
Act. 

Much has been said about the high profits made by the sugar 
<Joncerns. Profits have been made by the older-established 
-concerns which have been able to survive the lean years and 
if an average were struck, it will not show a higher rate of return 
on capital than in other industries. 

The Finance Member pointed out that the excise duty 
would check over-production which was rampant in India. It 
is the internal competition and not the excise duty which is a 
better remedy for over-production if it really exists and it was 
therefore unnecessary for the Government to interfere with the 
inexorable economic law to check over-production. Granted 
that there was or is a tendency to over-production the question 
is whether an excise duty is the real remedy. In other coun
tries this device is not followed to check over-production. The 
.surplus produce could have been sent to other countries. The 
remedy for over-production is not a curtailment of production, 
but to find out new markets and to develop the purchasing 
power of the people to consume more sugar. In place of pursu
ing these remedies, the Government had chosen to penalize the 
industry. If really there was over-production, why should 
the Finance Member estimate that one lakh tons of Java sugar 
would come into India ! If there was no over-production, the 
excise duty would check the expansion of the industry to the 
full requirements of the country. 

The cane grower would lose much. He can get better 
prices from sugar factories in the absence of handicaps like 
the ('Xcise duty than if the latter are in operation. In the 
Tariff Board Report it was laid down that the sugar industry 
included the cane grower, the manufacturer of gur and of all 
·other indigenous forms of raw sugar, as well as the manufacturer 
of white sugar. All these branches of industry use about 50 
million tons of sugarcane annually, and of that quantity, about 
6 million tons are crushed in white sugar factories. .Any dit
advantage to the factories would also reaet unfavourably on the . 
.(lane growers, 
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A section of the Minority of the Select Committee do not 
accept the statement of the Finance Member that a reduction 
in duty would lower the estimated revenue. 'rhey write as 
follows:-

" The Finance Member estimated that he would get Rs. 1,4 7 
lakhs by imposition of this excise duty at Re.1-5-0 per hundred
weight. We consider this to be an under-estimate. Owing 
to the growth of new factories in the current year we estimate 
that at least 7,50,000 tons of sugar will be produced as against 
the Government estimate of 6,48,000 tons. Moreover as the 
Government estimate did not include Khandsari sugar which 
amounts to nearly 2,50,000 tons and of which at least 60 per cent. 
is produced by factories, the total amount of revenue at 
Re. 1-5-0 per hundred-weight would come to Rs. 2,36,25,000. 
In a taxation measure it is the duty of the legislature to see 
that no more revenue is granted than is asked for by the 
Government.'' 

" We find even on the basis of Re. 1 that Government 
would get at least Rs. 1,47 lakhs that they have budgeted for. 
Increase in the initial production of sugar has an obvious bearing 
on the imports of sugar. But the Finance Member has estimated 
this year's imports to be only 110,000 tons as against the imports 
of 330,000 tons during the last year. There is no possibilit-y 
of the estimated figure of imports being reduced owing to 
increased int,ernal production particularly in view of the fact 
that due to imposition of excise duty the competitive conditions 
will be keener and that, as estimated by the sugar technologist, 
consumption of sugar will also be larger." It is thus clear that 
the duty as passed by the Assembly was unnecessarily high. 

ASSISTANCE TO BENGAL 

The proposal to give financial assistance to I~engal on the 
ground that " it has been recognized in the White Paper and 
the Government of India is also prepared to accept a similar 
conclusion" was unjustifiable on principle. Further, merely 
because Bengal has been incurring deficits at the rate of about 
2 crores annually is no ground for taxing the general tax-payer. 
It is a premium on inefficiency, extravagance and unsound 
finance, and this is bound to arouse inter-provincial jealousies. 
This is a bad precedent and on this principle Burma deserves 
half the rice export duty, Assam half the oil export duty and the 
sugar-producing provinces half the sugar excise duty. 

The budget would really have been a deficit budget but for 
the raid on the Debt Redemption Fund. There was still a very 
great possibility of reduction in the military expenditure. The 
liemand under the defence head, for next year was Rs. 44 ·38 

, crores. The expenditure on education, health and medical 
services iB very small. In 1929-30 the defence expenditure alone 
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was 55 crores, law and order, justice, etc., 27 crores and pensions 
7 crore~. Education accounted for 13 crores and health and 
medical services 6! crores. (Indiam Statutory Commissim 
Report, Vol. II, p. 215.) 

The views of U1e Indian Statutory Commission on military 
expenditure burden in India may be quoted below :-

" An outstanding feature of this summary is the high 
proportion (62 t per cent.) which current expenditure on defence 
bears to the total expenditure of the Cent,ral Government-a 
higher proportion in fact than in any other country in the world . 
. . . . . It is more significant that even when account is taken of 
provincial and central expenditure together, the ratio (31~ per 
cent.) is still a very high one. This ratio is high in part because 
other kinds of expendit,ure are low. 

" Security is, of course, essential, if production is to develop, 
but it cannot be claimed for expenditure on defence either that 
it is a mere redistribution of income or that it promotes produc
tive efficiency. Indeed, economically speaking, it is the most 
burdensome form of expenditure, and this is particularly the 
case where, as in the case of India, the a.rmy contains a large ele
ment drawn from Plsewhere. If, therefore, t.he high "defence 
ratio " in Indian Government expenditure is partly due to the 
low level of other expenditure, it remains a peculiarly burden
some one ..... 

"Rut apart altogether from the question of other forms of 
exprnditure in India, the defence charge is undoubtedly high. 
A reeent comparison of the military expenditure of the nations 
of the world shows that in this respect India is seventh on the 
list among the Great Powers and that her expenditure on arma
ments is between two and three times as great as that of the 
whole of the rPst of the Empire outside Great Britian. Again, 
the total is not only high in itself and as compared with other 
countries, but it has also greatly increased as compared with the 
pre-War situation. India, in fact, has not obtained any relief 
from the greater sense of world security, which has succeeded 
the World War. On the contrary her defence expenditure 
has risen even after allowing for the rise in prices and has grown 
more rapidly than in other parts of the Empire. This is 
appart>nt from the following figures:-

ARMAMENT EXPENDITURE 

(Jn million £) 

1913 1928 

Great Britain 77.2 115 
India •. 22.0 44 
The Dominions 9.0 12 

TOTAL 108.2 171 

Percentage 
Increa.se 
+ 48.9 
+ 100.0 
+ 33.0 

+ 58.33 
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"Finally, it is frequently urged that expenditure for the 
defence of India is not a matter that concerns India only, but is 
also one which is of vital importance to the Empire as a whole 
and should, therefore, not be at the sole charge of India ..... . 
But it is relevant to my present purpose to point out that the 
total is at present so large, both absolutely and in relation to the 
l'evenue of India, as to be a dominating factor in the financial 
situation." (Pp. 216-218 of the Report.) 

These facts are self-evident and no comment seems to be 
necessary. The price-level at present is fa,r lower than in the 
pre-War period; but the military expenditure has not been 
brought down to the pre-War level which means that nation
building departments are bound to be starved unless there is 
-considerable reduction in the expenditure on defence. 

The reduction in postal charges is to be welcomed, but it is 
not as much as it should have been. There should have been 
a reduction in the price of the llostcard also. 

The Finance Memb~r challenged the statement on the floor 
of the Indian J.Jegislative Assembly that the J.Jaw of Diminishing 
Returns was operating regarding the taxes in India and pointed 
out that this term had been most abused during the last two or 
three years. It may be said that the reduction of postal rates in 

. <!ertain cases as effected by the Government is a proof of the 
prevalence of the Law of Diminishing Returns. Let the price of 
the post card also he reduced and the yield will increase in 
-course of time. The fall in customs and income-tax of 4.38 
-crores and 93 lakhs respectively was another proof of the opera-
tion of the Law of Diminishing Returns. 

It was also pointed out by t.he Finance Member that 
scientific taxation would necessitate an increase in taxation 
which would fall on the masses, but that it would not be liked 
by the House. Increase in indirect taxes would not be bad 
provided the masses have the capacity to bear them and provided 
t.he proceeds are spent in a way that is most conducive to econo
mic_welfare. 

The need of the hour is to increase the purchasing power of 
the people by industrialization and this is not possible unless 
the Government frame the budget from a different angle of 
vision. This is done in India }lrimarily with reference to the 
expenditure side which penalizes industries. Unless this policy 
is changed industrialization cannot increase at an adequate pace. 

INDIAN B-UDGET, 1935-36 
The Indian budget for the year in question was balanced 

with a surplus ; while there was some remission in taxation 
and the pay -cuts were restored. The Financ'e Bill as moved 
by the Finance Member was modified in the Assembly, but the 
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Government ignored the vote of the House and the Governor
General used his extraordinary powers to certify the Bill. 
The main features of the Indian Finance Bill as miginally 
moved by the Finance Member and eventually enaeted as 
an Act for the ensuing year were as follows : 

1. Reduction by one-third of surcharges on income-tax 
and super-tax ; 

2. Reduction of duty on silver from five annas to two 
annas an ounce ; 

3. Abolition of export duty on raw skins ; 
4. Extension of additional import duty on salt for one 

year. 
The revised budget figures for the year 1934-35 were:

Revenue 91 crores, expenditure 87 ·73 crores, surplus 3 ·27 
crores. The revised figures were better than budget figures 
by 3 ·17 crores. The budget; figures for 1935-36 were:
Revenue 90 ·19 crores, expenditure 88 ·69 <'rores, surplus 1·50 
crores. The accrued balance of 3 ·89 crores left over from 
previous years was allocated by setting aside one crore for 
provincial rural development schemes ; forty lakhs for Road 
Development Fund Reserve; twenty-five lakhs for North
West Frontier Roads; and twenty lakhs for rural broadcasting. 

These schemes left a balance of 2 ·04 crores, a part of which 
wa.s Sf't apart for the civil aviation programme and the transfer 
of the Pusa Institute to Delhi ; while the remainder amounting 
to 75 lakhs was earmarked as an additional allotment for debt 
redemption. 

The figure.s for the three financial years may now be 
examinf'd. According to the budget of 1934-35, the revised 
figures for 1933-34 wE're expected to give a surplus of 1·29 
crores; while the actual figure came to Rs. 2 ·72 crores. The 
main causes of this improvement were :-

1. An unusually large number of holdt>rs of Government 
Securities failed to draw their interest ; 

2. Recoveries from commercial departments were larger 
than expt>cted ; 

3. Forestalling in anticipation of an increase in the salt 
duty; and· 

4. The non-realisation of the expectations of a reduction 
in inl'ome-tax I'e('eipts in the areas affected by the earthquake 
of 1934. 

FINANCIAL YEAR 1934-35 

The revised foreeast. for the year showed a material im
proHment over the original budget estimates and the surplus 
came to Rs. 3 ·27 crores instead of 10 lakhs. The revenue 
improved to the extent of 3 ·87 crores ; while the expenditure 
d~teriorated to the extent of Rs. 70 lakhs. 
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The actual figures, excluding railways, may be stated as 
below:-

(in lakhs) 
Budget RevisPd 
1934-35 1934-35 

Revenue .. 87.13 91.00 
Expenditure 87.03 87.73 
Surplus .. .10 3. 27 

The surplus on the revenue side may be explained by the 
fact that Customs contributed a good deal to improving it, 
the principal items being :-

(in lakhs) 
Sugar 1. 38 net. 
Cotton fabrics • 90 
Yarn and textile fabrics other than silk • 80 

There were also increases under motor cars, machinery, 
petrol and kerosene, offset by decreases in the export duty on 
jute and rice and in t~e excise duty on matches, the actual 
figure for the export duty on jute being 3,40 lakhs as com
pared with the budget estimate of Rs. 3,80 lakhs. The other 
item on the revenue side requiring special mention is Interest. 
In this connection, the head disclosed an increase of Rs. 26 
lakhs only, which was made up of a considerable reduction of 
rupee, combined with a somewhat greater increase of sterling 
receipts. The latter was due to increased sterling balances ; 
while in the case of the former the Government remitted the 
instalments of interest payment on the loans granted to 
Bhawalpur State. 

The expenditure increased by Rs. 70 lakhs mainly because 
of the allocation to Bengal, Bihar and Orissa and Assam of a 
larger share of the proceeds of the jute duty than was originally 
provided for, the revised figures being:-

Bengal .• 
Bihar and Orissa •. 
Assam .. 

(in lakhs) 
149.3 
11.2 
8.5 

It was because originally the match excise was expected 
to be less than the estimates for 1934-35, that the jute pro
ducing provinces could not be promised the full amount of 
assistance originally proposed. The final estimates were 
accordingly based on the assun1ption that those provinces 
would be given only one-third instead of one-half of 
the total receipts from the export duty on jute. It was, how
ever, made clear that in case the budget as a whole should 
turn out better than was then anticipated, the Government 
'Would be prepared to increase this proportion to one-ha.lf. 
Hence the position explained above regarding the increase in 
the expenditure due to the allocation of the jute export duty. 



INDIAN BUDGETS 213 

The position regarding posts and telegraphs may be 
stated as below:-

(in lakhs) 

Budget Revised 
1934-35 1934-35 

Gross receipts 70 98 
Interest charges 84 84 
Balance • • -14: 14 

The vear would thus close with a surplus of Rs. 14: lakhs as 
comp~red with a deficit of B.s. 14 lakhs which was originally 
anticipated. Apparently, the Department which, since 1927-28 
had been working at a loss, was expected to show a surplus 
for the year in question, but the Finance Member explained 
that the position was not so satisfactory as it looked ; because 
the Depreciation Fund was drawn upon to the extent of B.s. 27 
lakhs. 

FINANCIAL YEAR 1935-36 

The final position for 1935-36 is as follows :- • 
Crorea 

Revenue • • 90. 1 9 
Expenditure 88. 69 
Surplus • • 1. 50 

Coming to details, it may be said that the revenue is 81 
1akhs less than the revised estimate for 1934-35. The most 
important head is "Customs," the estimate for which is 
Rs. 51,92 lakhs altogether or an increase of B.s. 75 lakbs over 
the revised estimate for 1934-35. The main variations are a 
rlecline of Rs. 2 crores in the import duty on sugar together 
with increases of Rs. 35 lakhs on the sugar excise, of Rs. 65 
lakhs on the mat<:h excise and of Rs. 43 lakhs on kerosene 
and petrol. The Finance Member did not expect, and rightly 
so, that the import duty would remain in 193f1-36 at the level 
of 1934-35 and the increaser\ revenue from the exci~e duty 
would not compensate for this decrease. When Indian pro
duction reaches its full level, imports of foreign sugar for 
ordinary ('Onsumption would almost disappear. The process 
might not be completed during 1935-36 and the figures esti
matt'd for import revenue and excise yield are Rs. 1·75 lakbs 
and Rs. 1·50 lakhs respectively. 

rnder the head" Income tax" the improvement estimated 
was at Rs. 57 lakhs, the actual figures being Rs. 17,76lakbs 
for 1935-36 and Rs. 17 ,~5 lakbs for 1931-35. Cnder the 
head "Opium," the estimate was Rs. 61 lakbs as compared 
with Rs. il lakhs for 193-l-35. The interest head showed a 
large r•:duetion amounting to Rs. 1,:'?9 lakbs. 
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EXPENDITURE 

Expenditure as a whole excluding railways came to 
Rs. 88,69 lakhs, showing an increase of Rs. 96 lakhs caused by 
the restoration of pay-cut. Minor increases on new schemes, 
e.g., the marketing scheme, grants to the handloom and seri
cultural industries, etc., should also be held responsible for 
the increase. The defence expenditure shows an increase of 
Rs. 7 lakhs over the original estimate for 1934-35, excluding 
the pay-cut. The budget expenditure, actual or estimated, 
may be compared for the years 1931-32 and onwards and to 
get a fair basis of comparison, the provision for debt reduction 
and avoidance is deducted and the figures for Interest, PoRts 
and Telegraphs and Defence are net. The position is then 
as below:-

1931-32 1932-33 1933-34 
Actual 
88.78 

1934-35 

Actual 
80.59 

1934-35 

Acctual 
75.97 

1935-36 
Budget Budget Budget 

Revised 
78.12 78.50 80.06 

The lowest year was 1933-34 excluding Rs. 2,72 lakhs 
transferred to the earthquake fund. The estimate for 1935-36 
shows a net increase from this level of Rs. 4,09 lakbs. Of 
this, Rs. 1,79 lakhs is due to the grant of a share of the jute 
duty to Bengal, Bihar and Orissa and Assam, Rs. 1,30 lakhs 
is due to .the increased provision for bonus on Cash Certificates 
and Rs. 1:08 lakhs represents the cost of restoring the 5 per 
cent. cut. 

Regarding gold exports, it may be said that for the 10 
months ending on January :n, 1935, the figures were approxi
mately 41 crores as against Rs. 42! crores fur the corresponding 
period of the previous year. The Finance Member in this 
connection said, " I do not propose to discuss, at length, the 
arguments which have been ailvanced in favour of restricting 
these exports, but I take this opportunity of saying that I 
cannot share the views which· attribute to them some abstruse 
monetary significance, nor do I find in them an indication that 
India is being driven by distress to part with her last reserves. 
Indeed, I can see no sufficient reason for placing them in a 
different category from exports of any other commodity of 
which India has a surplus, and I, therefore, find no cause for 
regret or alarm in the fact that India is still able to obtain so 
handsome a profit from the reserves of gold which had been 
accumulated in previous years." Notwithstanding this argu
ment, it is true that the continued gold exports show that the 
country is living on its capital, which is not a healthy sign. 



INDIAN BUDGETS 215 

The surplus of Rs. 3,89 lakhs left ovt>r from previous yea.rs 
aml that of Rs. 1,50 lakhs estimated for 1935-36 were proposed 
to be spent in the following manner. The former being non
recurrent could be made available only for non-recurring 
'Purposes ; while the latter represented the maximum limit 
of sums wl1ich could be devoted to tax reduction during the 
year 1935-36. Thus out of the non-recurrent balance of Rs. 3,89 
lakhs, a sum of rupees one crore was set aside for distribution 
to the provinces to be spent on schemes for the economic 
development and improvement of such areas. Out of this 
one crore, about rupees ten to fifteen lakhs is to be earmarked 
for the development of the co-operative movement and as 
regards the remaining sum of Rs. 85 to 90 lakhs, the same is 
to be distributed on the baR.is of rural populatrion subject to 
the following conditions:-

1. That the grant should be spent on schemes approved 
by the Government of India which would improve the economic 
condition of the people ; and 

2. That it would be devoted only to schemes which the 
I~ocal Government would not otherwise have been able to 
undertake in the immediate future. The money need not all 
be spent! however, immediately or during the year 1935-36. 

A special contribution of Rs. 40 lakhs was proposed to be 
ma.de t.o the Government of India's Reserve in the Road 
Development Fund ; whereas a further sum of R.'3. 25 lakhs 
wa.s to be set aside for schemes of development in the North
West Frontier Province. A provision of Rs. 20 lakhs was 
also made for the development of broadcasting. The civil 
aviation programme was to have Rs. 93 lakhs and a sum of 
Rs. 36 lakhs was provided for the scheme of transferring the 
Pusa Institute to Delhi; whereas the surplus of Rs. 75 lakhs 
would go as an additional allotment for the reduction of debt. 

The sum of Rs. 1,42 lakhs ·was utilised for providing 
relief in two directions; firstly, in the restoration of the 5 per 
cent. salary cut; and secondly, in taking off the surcharges 
on the income-tax. The surcharges have been removed by 
ont>-third and this left the Gowrnment with a nominal surplus 
of 6 lakhs. 

The Opposition made certain amendments to the Finance 
Bill, which the Gol'ernment ignored ; and the Viceroy recom
mended the reconsideration of the Finance Bill to the Assembly 
in its original form, ·which the Assembly rejected. In course 
of time, the Viceroy certified it. 

Certain comments have already been made on the budget 
and now they may be restated in a. summary form. 

1:-'irstly, the allotment of rupees one crore for rural develop
ment Schemes and the reduction in surcharges should be 
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welcomed, although the sum of one crore of rupees for rural 
economic development is very insignificant, while the reduction 
in surcharges on income-tax cannot be said to be adequate. 

Secondly, the statement relating to gold exports is not 
convincing. 

Thirdly, certa.in of the amendments carried out by the 
.Assembly should have been accepted. 

Fourthly, the speech of the Finance Member did not make 
any reference to the acute problem of unemployment calling 
for an adequate and immediate treatment. 

Finally, as usual, t.he Finance 1\Iemher failed to take 
account of the poverty of the Indian masses. The military 
expenditure has eaten up the largest JJart of the revenue, while 
much of the remainder is taken away by· the civil and other 
services. 

INDIAN BUDGET, 1936-37 
It is gratifying to note that in the Budget for 1936-37 t.he 

overdue relief in taxation was announced by the Finance 
Member. The income-tax on incomes up to Rs. 2,000 was 
abolished and thus the exempted limit came up to Rs. 2,000. 
The surcharge on income-tax and super-tax was halved or 
reduced to a third of the original surcharge. With regard 
to postal charges, there was an increase in the weight of one 
anna letter from one-half to one tola and for every additional 
tola, the charge will be half an anna. 

The relief to the tax-payer was delayed so long because the 
revenue was grossly under-estimated both in 1934-35 and 
1935-36. It is possible that the rate of economic recovery 
would have been greater, if the income-tax had been reduced 
in 1934-35. Last year the Finance Member estimated t.hat the 
final accounts for 1934-35 would disclose a surplus of Rs. 3,27 
lakhs ; whereas the actual surplus for the year amounts to 
Rs. 4,95 lakhs. 

FINANCIAL YEAR 1934-35 
IJast year the surplus for the year 1934-35 was estimated 

at Rs. 3,27 lakhs ; but the actual figure comes to Rs. 4,95 
Iakhs, or it means an excess of Rs. 1,68 lakhs over the revised 
forecast of last year. This was due to the following:-

(1) .An increase of Rs. 1,50 lakhs in Customs and Excise; 
(2) .An excess of Rs. 30 lakhs on Income-tax; 
(3) .An excess of Rs. 24 lakhs on Posts and Telegraphs; 

and · 
(4) .An excess of Rs. 19 lakhs on Currency and Mint. 
These were partially counterbalanced by a fall of Rs. 55 

lakhs on salt. The decrease in salt was attributed to a post
ponement of clearances at the end of 1934-35; while the 
increases under the heads, according to the Finance Member, 
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pointed to one cause, namely, that the recovery in India's 
economic position had set in more strongly than could have 
been foreseen a year after. Under the Customs and Excise 
heads, the increases were on imported and on indigenous 
kerosene, improvements in the yield of the export duties on 
jute and rice, an improved yield from matches and high seasonal 
importations of cotton fabrics, raw cotton and machinery. 

Last year, it was decided to devote the surplus of Rs. 3,27 
lakhs to various non-recurring objects, including a crore for 
constituting a Fund for the Economic Development and Im
provement of Rural Areas. There was then a surplus of Rs. 13 
lakhs. The whole of this unallotted surplus was proposed to 
be transferred to the Rural Development Fund. Thus, the 
transfers to the Fund would amount not to Rs. 1,13 lakhs but 
to Rs. 2,8llakhs. Out of this Fund, Rs. 15 lakhs were allocated 
for the improvement of the Co-operative Movement and Rs. 92! 
lakhs for grants to provinces, thus leaving in the Fund a balance 
of Rs. 1,73! lakhs. 

FINANCIAL YEAR 1935-36 
The revised forecast anticipated a surplus of Rs. 2,42 lakhs 

instead of a surplus of Rs. 6 lakhs. This surplus was the result 
of an improvement of Rs. 3,53 lakhs in revenue, offset by an 
increase of Rs. 1,17 lakhs in expenditure. The actual figures 
are given below :-

Revenue •• 
Expenditure .. 

Surplus 

(Rs. Lakhs) 
Budget Revi!>ed 
1935-36 1935-36 

82,99 ~11.52 
82,H3 8-1-,10 

6 2,42 

These items are net and exclude railways altogether and 
they may now be analysed. The Revenue side shows an excess 
of Rs. 3,53 lakhs made up as below:-

1. An improvement of Rs. 1,85 lakhs on import duty 
on sugar ; and 

2. An improvement of Rs. 1,68 lakhs under all other 
heads. 

The increase in expenditure is made up as below :-

I. Extr~Wrdinary payments .. 
2. Interest .. .. 
3. Cur~ncy and Mint •• 
(. Miscellanoous Adjustments 
5. Civil Administration, etc .•• 

(Rs. Lakhs) 
.. 41! 
.. :!4: 
.. 10 

Q 

.. 32! 

117 
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POSTS AND TELEGRAPHS 

The position of Posts and Telegraphs may be summarised 
as below:-

Gross Receipts 
Working Expenses 

(Rs. Lakhs) 
Budget Revisf'd 
1935-36 1935-36 
11,33 11,50 
10,02 10,6! 

Net Receipts 71 86 
Interest Charges 84: 80 
Balance -13 6 

It is thus expected that the current year of the Indian · 
Budget will close with a surplus of Rs. 2,42 lakhs, instead of 
the estimated surplus of Rs. 6 lakhs according to the Proposed 
Estimates for 1935-36. 

FINANCIAL YEAR 1936-37 

The position for the year 1936-37 may be summa.rised as 
below:- · 

(R.r. Lakhs) 
Revenue • • 87,35 
Expenditure .. 85,30 

Surplus 2.05 

The Revenue side shows an improvement of Rs. 83 lakhs 
over the Revised Estimates for the current year ; while there 
is shown an increase of Rs. 1,20 lakhs on the expenditure side. 
The details of the Revenue side are as follows :-

Customs.-Undcr this head, the receipts are estimated at 
Rs. 54,82 lakhs. This figure presumes a deterioration of 
Rs. 1,60 lakhs under the sugar import duty and an all-round 
improvement of Rs. 1, 71 lakhs under other heads. There are 
three elements in the calculation of the margin available for 
imports of sugar. Firstly, the growth of factory production; 
secondly, the extent to which this displaces other forms of 
indigenous production; and thirdly, the growth of consump~ 
tion. The Finance Member predicted that the result of the 
operation of all the factors would be the reduction of sugar 
imports to a very small extent. "On the whole," said the 
Finance Member, "the best we can do is to assume a figure of 
Rs. 2 crores for next year's yield of the import duty which is 
higher than last year's original estimate but considerably lower 
than this year's results are likely to be." The yield of the 
excise has been estimated at Rs. 1,96 lakhs, allowing for an 
increase of roughly 15 per cent. over the revised estimate of the 
current year's out-turn. 
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Taxes on Income.-On account of the continued improve· 
ments in economic conditions, the Finance Member anticipated 
a surplus of Rs. 17,60 lakhs under this head for next year, or 
an increase of Rs. 80 lakhs even over the revised estimate for 
the current year, or Rs. 1,20 lakbs over the current year's 
original estimate, after allowing for the reduction in the 
surcharges. 

Currency Receipts.-Tbe estimate of Rs. 81 lakhs under 
this bead assumes Rs. 65lakbs as the share of the profit accruing 
to the Government from the Reserve Bank on a full year's 
working. 

EXPENDITURE 

The total figure for expenditure exclusive of Railways 
came to Rs. 85,30 lakbs, which means an increase of Rs. 1,20 
lakhs over the current year's revised estimat,e. Under the 
head of Interest, there was a total figure of Rs. 9,20 lakbs as 
against Rs. 10,63 lakhs in the revised estimate for 1935-36. 
This means a reduction of nearly Rs. 1 i crores. On the whole 
the improvement in this case came to about Rs. 2 crores. 

There was an increase under the head Miscellaneous .Adjust
ments, due to the provision of Rs. 1,58 lakhs for subventions 
to Sind and Orissa-Rs. 1,08 lakhs for the former and Rs. 50 
lakhs for the latter. 1'bere was an incre-ase under the head 
Civil .Administration due to the following :-

Rs. 18 lakbs for two health schemes for Delhi ; 
Rs. 4 lakhs for Delhi Broadcasting Station ; 
Rs. 5 lakhs for Civil .Aviation; and 
Rs. 27 lakhs for other items ; thus making up a total of 

Rs. 65 lakhs. 
The proposed estimate of expenditure on Defence came 

to Rs. 44,85 lakbs, which, according to the Finance "Member, 
showed a real increase of Rs. 21 lakhs. But, in reality the 
Defence Budget revised figure for 1935-36 stood at Rs. 45,45 
lakhs and from this the Finance Member deducted Rs. 60 
lakhs being special provision for the construction of Quetta and 
Rs. 18lakhs being the sum for new measures. Thus, according 
to him, the Revised Budget for the current year was Rs. 44,98 
lakhs which included Rs. 34 lakbs for Indian Military Service 
.Family Pensions and thus the amount came to Rs. 44,64 lakhs. 
This last itt>m had been Hcluded from the Budget Estimates 
of 1936-37 also. If this amount was not excluded and if the 
deficit in the Railway Budget caused by strategic lines amount
inJZ to about Rs. 2 crores, was taken into consideration, the 
:\lilitary Budgt>t would stand at about Rs. 4 7 crores and not at 
Rs. 44,85 lakhs, as estimated by the Finance Member. 
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WAYS AND MEANS 

In accordance with Section 4 7 of the Reserve Bank Act, 
the Government received Rs. 43lakhs as its share of the profits, 
and this sum was included in the revised estimates for the 
current year 1935-36. 

REMITTANCE 

The ways and means estimates for the current year pro
vided £26 millions as the sterling requirements of the Secretary 
of State. The revised forecast stood at £12 millions. This 
reduction was due to the large opening balance which the 
Secretary of State had on April 1, 1935. Up to the end of 
January 1935, the Bank purchased about £29 millions of 
sterling in ten months of which about £19! millions was shown 
among the assets of the Banking Department. In the Issue 
Department, there were considerable sterling assets in excess 
of the statutory requirement and the external position of the 
Bank was thus very strong. In the subsequent year, the 
Finance Member expected to call upon the Bank for £41 millions, 
including the repayment of £16 ·8 millions of 5! per cent. 
Stock, 1936-37, without fresh borrowing· in London. 

POSTAL CASH CERTIFICATES AND SAVINGS BANK DEPOSITS 

The 6! per cent. Treasury Bonds, 1935, and the 5 per cent. 
Bonds, 1935, matured in September, and the smaller holders 
deposited the funds thus received by them in the Postal Savings 
Bank Accounts. This was responsible for the increase in the 
revised estimate to Rs. 9,50 Iakhs as against the Budget figure 
of Rs. 8,25 lakhs. The following year's forecast assumed 
these deposits to be Rs. 8,25 lakhs net, which means the excess 
of deposits over withdrawals. 

LOANS TO PROVINCES 

The estimates for provincial requirements for 1936-37 are 
Rs. 5! crores in place of about Rs. 11 crores for 1935-36, 
accerding to the revised figures. 

BORROWING PROGRAMME 

The Government took considerable advantage of the low 
market rates for borrowing, which prevailed both in India and 
in England during the year. Two loans were issued; the 
first in July for £10 millions of 3 per cent. Stock, 1949-52, in 
part replacement of £12 millions of 6 per cent. Sterling Bonds, 
1935-37. The loan was issued at 98. The second loan was 
issued at the end of July. It was a 3 per cent. rupee loan, 
1951-54, for Rs. 15 crores at Rs. 96-8, issued through the 
Reserve Bank. Applications for conversion of 5 per cent. 
Bonds, 1935, and 6! per cent. Treasury Bonds, 1935, were 
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accepted in full and were allotted nearly Rs. 13 cores. £3! 
millions of the East Indian Railway 4! per cent. Debenture 
Stock, 1935-55, were also repaid during the year. 

:Sext year there are no rupee maturities, but 16 ·8 millions 
of 5! per cent. Sterling Stock, 1936-38, fall due for repayment 
and this amount is expected to be repaid without further 
borrowing in London. " This together with the full effect of 
the conversion operations of the present year enables us to 
reduce the estimate for interest charges to Rs. 9,20 lakhs, or 
nearly Rs. 1 t crores less than the revised estimate for the 
current year." 

TREASURY BILLS 

The Treasury Bills outstanding on 1st April 1935, 
amounted to Rs. 18,27 lakhs with the public and Rs. 36,07 
lakhs with the Reserve Bank, making a total of Rs. 54,34 lakhs. 
The Revised Estimate provided for the reduction of the amount 
to Rs. 13,99 lakhs with the public and Rs. 20,10 lakhs with the 
Reserve Bank, Rs. 34,09 lakhs in all by the end of March 1936, 
as against a total of Rs. 46 crores anticipated in the Budget. 
The outstanding balance of Treasury Bills on 31st March 1937 
was expected to be Rs. 20,10 lakhs with the Reserve Bank an1l 
Rs. 24,99 lakhs with the public, making a total of Rs. 45,09 
lakhs. 

The surpluses of the two earlier years and of 1936-37 
came to Rs. 9,42 lakhs. In 1936-37 the improvement under 
interest heads was over Rs. 2 crores which accounted for the 
surplus in the year. These surpluses would be utilized for 
beneficial objects, for assisting the newly created provinees an1l 
for the reduction of the surcharge ; while the small concession 
in the postal charges should be appreciated. 

The Assembly had passed two important amendments to 
the Finance Bill. Firstly, the amendment for abolishing the 
salt duty was carried; and secondly, that relating to the 
reduction of the price of the post card to 2 pice was also passed. 
The Government, however, got the Bill certified and the 
Finance Bill restoring these charges was recommended to the 
Assembly for consideration by the Viceroy. It was rejected 
there; but the Finance Bill in the original form became law 
with the help of the extraordinary powers of the Viceroy. 



CHAPTER XVII 

Financial Implications of Separation of Burma 
THE Joint Select Committee of Parliament on Indian 

Constitutional Reform recommended the separation of Burma 
from the Indian Federation, which necessitated an equitable 
apportionment of assets and liabilities between the two new 
countries. The Select Committee assumed "that it will be 
necessary to appoint some impartial Tribunal which will in 
the first place lay down the principles of the apportionment, 
leaving the application of those principles to be worked out 
in detail at a later date. It will be necessary to include in the 
Constitution .Act provisions giving the force of law in both 
countries to the award or awards issued from time to time by 
the Tribunal." It was further pointed out that steps should 
be taken for its appointment at as early a date as was reasonably 
practicable. 

In response to this recommendation of the Committee, 
His Majesty's Secretary of State for India appointed the 
Amery Tribunal to investigate into the question. The Tribu· 
nal was requested- . 

1 
• "(1) to advise as to the basis on which a just financial 

settlement between the Government of India and the Govern· 
ment of Burma when separated should be made ; 

''(2) to indicate-
(i) how their findings under the first 'rerm of Reference 

should be applied ...... for allocating . to the 
Government of one country or the other the 
possession and control of certain property and for 
imposing certain legal liabilities on the revenues 
of one country or the other ; and 

(ii) so far as practicable the financial consequences of 
such application ; and 

-"(3) to advise, in the light of the findings under the First 
and Second Terms, as to the lines on, and the method by which 
a complete financial settlement may be achieved between the 
Government of India and Burma in respect of assets and 
liabilities existing at the date of separation." 

The question was previously examined by the Indian 
~tatutory Commission and an investigation, thereof, was also 
made after the first Round Table Conference, the results of 
which are embodied in the Howard-Nixoo Report. The 
joint investigators were not able to agree as to the basis of 
adjustment to be adopted in respect of certain charges. Much 
valuable information on the subject is also contained in ~he 
Repart of the Standing Finance Committee of the Ind1an 
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Legislature, laid before the Assembly in March 1932, and the 
dehates thereon and also in the Report of the Financial Com
mittee of the Burma, Legisla,tive Council and the Memorandum of 
the Government of Burma. 

The Government of India, in paragraph 93 of their Des
patch, dated 20th Sept,ember 1930, to the Secretary of State 
for India, suggested that the problem should be solved by 
drawing up through mutual co-operation between the twO' 
Governments an agreed statement of the case for reference to 
an "Impartial Tribunal". The Sub-Committee of the first 
Round Table Conference on Burma recommended in their 
Report dated, 19th December 1930, to the first Round Table 
Conference a proposal tha,t the case about the adjustment 
after heing explored by the experts of the two Governments 
should. in the first place, be placed before the Standing Finance 
Committees of the Indian Legislative Assembly and the Burma. 
Legislative Council and that the representatives of the two 
countries should be associated with the work of the Tribunal. 
The first Round Table Conference ado})ted this recommenda
tion on the 16th January 1931, and it was further confirmed 
by the Round Table Conference at its eighth Plenary Meeting 
on t,he 19th .January 1931. On the same day in his speech, 
the Prime Minister gave an undertaking regarding Burma to 
the effect that " the Government will pursue the decisions of 
the Sub-Committee". The Joint Parliamentary Committee, 
also as noted above, suggested the appointment of an 
"Impartial Tribunal" to investigate into the question. 

The Secretary of State announced the personnel of the 
Amery Tribunal in February 1935 and the Indian Legislative 
Assembly recorded its protest by adopting a motion for ad
journment on 26th March 1935 against the action of the Secre
tary of State for India in not adhering to the arrangement 
arriv~d at on this issue at the first Round Table Conference. 
The Government of India should indeed have pressed before 
the Secretary of State for the acceptance of their recommenda
tions. 

The fact, that the representatives of India and Burma. 
were not associated with the Tribunal, has been very much 
resented by the Indian public ; and on September 26, 1935, 
in its Simla Session, the Indian Legislative Assembly carried 
a resolution on the Indo-Burma Tribunal Report for the in
vestigation of the question by a fresh impartial Tribunal. It 
would have, therefore, been in the fitness of things if the 
l'('prest•ntatives of India. and Burma were associated with the 
Tribunal; for then much of the bitterness and ill-feeling 
would have been avoided. 

In addition to this handicap, the terms of refert>nce of th~ 
Tribunal were too narrow inasmuch as they were to investigate 
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the apportionment of the burden between India and Burma 
only and were thus precluded from considering whether any 
portion of the burden could properly be assigned to the United 
Kingdom. 

THE BASIS OF SETTLEMENT 

Under the first head of their terms of reference, the Tribunal 
were a.sked to ad vise as to the basis on which a financial s!'ttle
ment could be made between India and Burma on an equitable 
basis. The Government of Burma have advocated that the 
existing relation between India and Burma is that of an 
administrative partnership between· two distinct Governments. 
Thus according to this view, the separated portions should, 
after division, meet the outgoings appropriate to the functions 
performed in their respective territories. The method advo
cated by the Government of India is that they would assign 
to each Government a share of liabilities corresponding to the 
central assets of which it gets possession. The balance of 
liabilities remaining would be divided in a proportion based 
on the combined revenues, central and provincial, collected 
in their individual territories during a given period prior to 
separation. 

Regarding the basis of settlement, the considered views of 
the Tribunal are that the existing Government of United India 
is not a partnership between two existing entities. It is a 
single Government which will cease to exist after separation 
and thus leave certain assets and liabilities behind for distri
bution. "It is our task to advise as to the method by which 
these assets and liabilities should be valued at the date of 
separation and in what proportion the two new states which 
will be created by the act of separation should bear the burden 
of the excess of liabilities over assets." In assessing these 
proportions, the Tribunal did not consider the historical aspect 
of the question and did not enquire whether the terms of the 
past association had been mutually satisfactory. 

-The method recommended by the Tribunal (vide para· 
graph 11 of their Report) "is that the whole of the assets and 
liabilities of the present Central Government of India should 
be valued on lines which we indicate hereafter; that the ascer
tained value of the assets should be deducted from that of the 
liabilities; and that responsibility for the balance of liabilities 
should be assigned to the new countries in a proportion or 
ratio to be determined by a general consideration of their 
relative financial and economic situation. The balance to be 
so divid('d should include the liability for pensions, whether 
in course of payment at the date of separation or coming into 
payment thereafter as a result of central service before sepa· 
ration. We hold pensionary payments to represent, not an 
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item of the cost of current governmental activity, but the 
discharge of a liability incurred in the course of past 
:activities, and therefore correctly allocable in the same manner 
anrl in the same proportions as a debt outstanding at the date 
·of separation." 

The main criticism to the basis of settlement., as determined 
by them, is that they have taken no account of the fact whether 
the past association has been mutually advantageous to the 
two countries. The question sl10uld have been approached 
from a historical point of view, for that woulrl have brought 
the economic aspect of the separation problem to the forefront 
and would have set the separationists to ponder over their 
attitude for separation. Burma should be held responsible 
for the debt caused by the cost of the Burmese wars. In the 
·early years, she was a deficit province and for many years her 
railways were operated at a loss. A consideration of factors 
like these would have made a great difference with reference 
to the respective shares of liabilities of the two countries and 
.also in r('gard t,o oth('r economic matters of importance. 

VALUATION OF ASSETS AND J.~IABILITIES 

The terms of reference of the Tribunal required them to 
-consider the various categories of assets and liabilities to be 
brought into the account. According to the new Government 
<Jf India Act, existing physical assets such as railways and public 
buildings will be vested in the Government of the geographical 
:area within wl1ich they are located, and the responsibility for 
the liabilities of the Central Government will likewise . be 
.allocated between the two countries. The great bulk of this 
responsibility will fall on continental India. 

The bulk of the liabilities consists of interest-bearing 
<>bligations a.nd they are given below in detail:-

Permanent Debt.-This refers to debt so described in the 
]<'inance and Revenue Accounts of the Government of India 
leaving out the liability assumed in respeet of British War 
loan. It means all rupee or sterling loans, held by the public, 
with or without fixed dates of redemption, and all Railway 
Annuities, but not Treasury Bills. 

According to the Howard-~hon l\Iemora.ndum the Per
manent Debt was proposed to be assessed as a liability at the 
nominal amount of the various items ; but according to the 
Tribunal "the nominal amount of the debt is, ...... , an in-
JJ.<'curate ID('asure of its true burden." They point out that the 
public debt must include on the date of separation loans 
ditTt•ring widdy in regard to rates of interest and dates of 
J'('dt•mption. Th('se loans range from irredeemable stock 
bearing a rate of interest of 2l per cent. to redeemable loans 

8 
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bearing interest at 4!, 5 or 5t per cent. The actual burdens, 
therefore, represented by these loans may differ widely from 
their nominal amounts. The burden of a loan includes the 
sum payable on redemption and also the payments made 
periodically on account of interest. The Tribunal point out 
that in the case of an irredeemable loan, the latter factor alone 
is of significance. 

In paragraph 18 of their Report, the Tribunal hold that 
the liability attaching to all loans should be assessed with 
reference to the amounts payable in the form of principal, 
interest or instalments of annuity, up to the date of repayment. 
The Tribunal, therefore, recommend that these sums should 
be reduced at a uniform discount rate to equivalent values 
at the dates of separation and that the total of these values 
should be taken to be the liability at that date. 

This method necessitates the assumption of the date of 
redemption of the loan and of the rate of interest at which future 
payments are to be dis.counted. The determination of the date 
of redemption is easy enough according to the Tribunal. 
Where optional dates are available, it may be assumed that 
the redemption will take place at the earliest if the loan stands 
above par and at the latest if it stands below par. With 
regard to the rate of interest, the Tribunal point out that it 
should represent the average yield, over a period of two years 
preceding the date of separation, of the rupee and sterling 
securities of the Government of India with an unexpired 
currency, ,reckoned up to the probable date of redemption of 
15 years or more .. This could be reduced from the recorded 
prices on a fixed date in each month, and the result rounded 
to the nearest quarter of one per cent. This rate could also 
be employed in calculating the interest to be paid by Burma 
on her obligation to the Government of India. 

This use of an estimated rate introduces an arbitrary 
element into the assessment of Burma's liabilitv ; but the 
Tribunal point out that a variation of the rate would operate 
on the annual charge against Burma in two compensatory 
directions. An increase of the rate would climinish the present 
value of the total liability and consequently of the net liability 
payable by Burma. The net effect, therefore, would be that 
she would become liable for a higher rate of interest on a smaller 
debt and for a lower rate of interest on a larger debt. 

British War Loan.-This debt differs from the Permanent 
Debt inasmuch as instalments of interest have, for the present, 
been discontinued in accordance with general arrangements 
and the sums payable in future are t,hus uncertain. The 
Tribunal recommended that Burma should be directly re· 
sponsible to the British Government for her appropriate share 
of this form of debt. 
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Treasury Bills are recommended to be valued at issued 
price plus accrued discount to the date of separation. 

Ca.Yh Cert~ficates are recommended to be valued at issue 
price pltts bonus accrued at the date of separation. 

In the case of the following liabilities their nominal 
amqunts are recommended to be accepted as their value on 
the assumption that the date of separation will coincide 
with the date to which interest is paid or added to the princi
pal. These liabilities include the following:-

Post Office Savings Bank Deposits. 
Balances of Family Pension Funds. 
Balances of Provident Funds. 
Special Loans and Treasury Notes. 
Provincial Balances on which Interest is payable. 
Sinking Funds for JJoans granted to loc!ll bodies. 

ltfiscellaneous Liabilities.-Their list was not examined 
by the Tribunal, and according to them a final pronouncement 
regarding the correctness of these items could be made after 
the date of separation. 

Regarding the Military Reserve and the Road Develop
ment Fund, the balances under these heads are recommended 
to be omitted by the Tribunal. 

Pensi-ons.-Thc liability of Burma extends not only to 
pensions actually in course of payment at the date of separa
tion, but to pensions commencing after that date and earned 
in part by central services prior to separation. This obligation 
would be accurately discharged by the periodic refund to India. 
of a due share of the actual pensionary payments. But this 
method would be very cumbrous in practice. The Tribunal, 
therefore, recommend " that the liability of Burma should be 
ascertained as a present value at the date of separation and 
added to the debt due to the Government of India." 

.AsSETS 

Coming to the assets side, the Tribunal considered them 
under various heads. There are commercial assets including 
the railways. These are assets with a direct earning capacity, 
the capital cost of which, though met wholly or partly from 
revenue, has been shown as an oft-set to an equal portion of 
the public debt. 

The Tribunal considered three methods of valuation with 
reference to commercial assets. The method of valuation on 
a commercial basis with reference to earning capacity was 
rejected as being impracticable and irrelevant. The method 
of valuation, on a. replaeement basis, was also excluded from 
consideration owing to practical difficulties i while the method 
of valuation, on a cost basis, subject to suitable allowance for 
depreciation was recommended. The nf't value assigned 
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to railways as on 31st 1\farch 1933 is Rs. 768 ·62 crores. On the 
same basis, the valuation attached to other commercial assets~ 
namely, Posts and Telegraphs, Irrigation, Security Printing
Press, Currency Note Press, Northern India Salt Department, 
Forests and Vizagapatam Port, is calculated by the Tribunal 
at Rs. 1845 ·14 crores at 3! per cent. rate of interest. 

Similarly, the valuation of other assets is given as below 
vide the appendix on page 25 of the Report of the Tribunal:-

New Delhi . • •• 
Military Lands at Bombay •. 
Dead Assets . . • . 
Advances to Provinces •• 
Other Interest-bearing Advances 
Investments of Cash Balances 
Investmehts of Sinking Funds 
Cash and Miscellaneous Assets 

Add : Railways •• · •• 
Other Commercial Assets 

TOTAL 

Lakhs of 
Rs. 

14:,49.29 
2,31.12 

91,50.00 
1,73,03.74 

20,92.48 
1,88.24 
3,22.49 

31,82.90 

3,39,20.26 
7,68,61.86 

18,45.14 

TOTAL AssETS .. 11,26,27.26 

Having indicated the methods for calculation of the value
of assets and liabilities, the Tribunal determine the ratio in 
which the balance of liabilities should be divided between 
India and Burma and then they proceed to calculate the ~tnnual 
annuity required to redeem the principal and interest in 45 
years. 

The total value of liabilities, exclusive of liabilities for 
pensions in issue, has been calculated by the Tribunal at 
14,00,77 ·36lakhs of rupees. The total assets in value comet() 
11,26,27 ·26 lakhs of rupees and the excess of liabilities over 
assets thus comes to Rs. 2,74,50·10 lakhs. The share of 
excess assignable to Burma at 7 ·5 per cent. is calculated at 
20,58 ·76 lakhs of rupees. 

The total assets of which Burma will assume possession 
have been calculated at Rs. 48,50 ·93 lakhs, and the liabilities. 
for which she will assume direct responsibility come tO> 
Rs.12,95.64lakhs. Thus the value of net assets to be assumed 
by Burma comes to Rs. 35,55 ·29 lakhs. By adding the share 
of excess liabilities amounting to Rs. 20,58 ·76 lakhs, the total 
is Rs. 56,14 ·05 lakhs. Allowing for annual interest on this. 
sum at 3! per cent. or Rs. 1,82 ·46 lakhs, the annuity required 
to redeem the principal and interest in 45 years is calculated 
at 2,38 ·32 lakhs of rupees. This annuity at 3~ per cent. and 
3! per cent. rate of interest is calculated at Rs. 2,35 ·46 lakhs. 
and Rs. 2,33,·12 lakhs respectively. The Tribunal, therefore, 
come to the conclusion that these annual annuities at the 
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three different rates of interest assumed by them would liqui
date the debt of Burma to India in 45 years. 

The ratio in which Burma is to share the excess of liabilities 
over assets, has been calculated at 7 ·5 per cent. by the Tribunal. 
In paragraph 53 of their Report, the Tribunal point out that 
it is not possible to formulate any theoretical principle, by 
means of which the relative contributions to be levied can be 
precisely determined. In paragraph 54 of their Report, they 
indicate the method of calculating the relative proportion in 
which the relative contribution is to be borne by Burma and 
India. The actual existing contributions for common pur· 
poses have been accepted as the natural starting point. In 
other words, the respective proportions are to be represented 
by the respective contributions of India and Burma to the 
central revenues of the existing undivided Government. Thus, 
only the central revenues have been taken into account for 
calculating the ratio. The method of taking central as well as 
provincial revenues which was advocated by the Government 
of India has been rejected by the Tribunal. They point out 
"that in practice our main guide must be the actual adm.inis
tratiV(l and financial organisation of the Indian Empire which 
is one undt>r which central obligations are met from central 
revenues alone and pronncial revenues are assigned to meet 
provincial needs. We do not, moreover, consider that we could 
take cognisance of provincial revenues for this purpose without 
bringing into the account provincial assets and liabilities. 

The grounds advanced in favour of taking the total of 
provincial and central revenues are, firstly, that the existing 
division of functions between the centre and the provinces. 
is domestic which is subject to amendment or revocation ; 
secondly, that the existing obligations are ultimately secured 
on all the revenues, provincial and central ; and thirdly, that 
the combined revenues offer a more equitable basis for deter· 
mining the relative capacity to pay than is afforded by central 
revenues alone. 

The authors of the Howard-Nixon Memorandum had 
excluded, from their survey of revenues, the figures relating to 
Inrome-tax and considered ouly the reeeipts arising from 
Customs, Salt, Opium, Tributes and Railways. The Tribunal 
haw not excluded the important item of Income-tax i hut 
have rij!htly excluded Opium, whose rt>i!eipts are no longer a. 
relevant faetor. The receipts, from Railways, have been ex· 
<'lnde<l both on a<-count of their uncertainty and also because 
they do not represent contributions by the inhabitants of the 
reF-pt'<·tive areas in their capaeity as tax-payers Their com
putations of tht> dirt>ct revenu~> contributions are thus based 
on 1\'t~<'ipts from Customs, Salt, Tributes and Income-tax 
aftt•r being rt>a<ljusted. 
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In the case of customs duties, the Tribunal point out that, 
owing to the geographical position of Burma and her remote· 
p.ess from the main centres of Indian industry, "the protective 
effect of the Indian ta.rifi has been very much less marked in 
Burma than in Continental India, and it has, in fact, operated 
mainly as a high revenue tariff. In other words, the visible 
revenue element in Burma's contribution to the maintenance 
of Indian fiscal policy has been disproportionately high." 
Hence, according to the Tribunal, " it would not be fair to Burma 
to take the customs revenue actually collected in Burma into 
our calculation without some adjustment to correct the peculiar 
effects of her geographical situation." 

On this basis according to the Tribunal, Burma's real 
contribution for the years 1928-29 to 1S31-32 would be about 
8 per cent. of the total central revenues of the Indian Empire. 
In paragraph 64 of their Report, they have held "that, for 
our particular purpose of arriving at a just financial settlement, 
the proper ratio in whi~h Burma should contribute in respect 
of the liabilities outstanding at the date. of separation. . . . . 
should be 7 ·5 per cent. 

It may be pointed out that the ratio worked out by Sir 
Walter Layton was 10 per cent., while the estimate of the 
authors of th\'l Howard-Nixon Memorandum was slightly 
higher .. For the reasons mentioned above, the total of central 
and provincial revenues would have been a better basis than 
the central revenues alone. Tributes should have been left 
out of account; firstly, because of their non-economic nature; 
and secondly, because the revenue from the Indian States is 
likely to be reduced by a sacrifice of Customs revenue on the 
part of British India ; while Spirit and Kerosene Excise should 
have been taken into consideration. The receipts, from rail· 
ways too, should have been included into the account. No 
apecial adjustment is necessary on the grounds advanced by 
the Tribunal to adjust Income-tax or any other form of revenue 
to ~nit the geographical incidence. Such adjustment cannot 
be made with precision and hence it cannot be of much value. 

Even accepting the basis of the Tribunal, the quinquennial 
average of 1929-30 to 1933-34 would be as below:-

(000 omitted.) 

Customs (Gross) 
Income-tax (Net) 
:Motor Spirit Excise 
Kerosene Excise 
Salt (1925-26 to 1929-30) 

TOTAL 

India including 
Burma. 

Rs. 
• • SR,33,57 
• • 17,20,05 

2,72,31 
2,10,69 
5,56,12 

65,92,74 

Burma 
Rs. 

3,17,92 
1,87,81 
2,02,94: 
1,79.44 

32,51 

9,20,62 
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The ratio would then work out at 14 per cent., and making 
some allowance for miscellaneous considerations, it would not 
fall below 12 ·5 per cent. 

The ratio of contribution could also be based upon relative
national wealth or income. The standard of liYing and income 
are higher in Burma than in India. Moreover, the greater 
mineral and forest wealth of Burma and the existence there 
of a higher proportion of non-indigenous interests liable to 
taxation would suggest a higher revenue-producing capadty. 

Some comments may now be made with regard to the 
principles of assessment of the value of asset.s and liabilities. 
The limit of apportionable liability has bel'n arrived at by 
deducting the total value of the assets from that of the liabi
lities. It may be said that this limit cannot be calculat~d 
with fairness to India by a deduction of the value of all her 
assets, commercial or other, from the total of liabilities. 

Before considering individual items of assets and liabi
lities, a. comparison may be made of the amount of apportionable 
liability as calculated by the Tribunal with that of other 
official estimates which preceded the Tribunal. Against the 
estimate of Rs. 27 4 ·50 crores of the apportion able liability 
according to the Tribunal, the estimate of Sir Walter Layton. 
came to about Rs. 3CO crores in 1930 : while the estimate of the 
Burma Government was 240 crores of rupees (vide Government 
of India Finance Department Memorandum in Appendix IX 
of the Despatch of the Government of India to the Secretary 
of State, dated 30th September 1930, on the Report of 
the Indian Statutory Commission). The estimate of· the 
authors of the Howard-Nixon 1\Iemorandum was Rs. 226 
crores. It may be said that the estimate of the Tribunal 
indudes Rs. 8.7 crores of part-earned pensionary liability ; 
while none of the other estimates includes the pensionary 
liability. To bring them to the same parity Rs. 87 crores 
may be deducted from Rs. 27 4 ·50 crores, which would bring 
the estimate of the Tribunal to Rs. 186 ·50 crores. This i& 
the lO\\'est of all the estimates. 

The item Miscellaneous Liabilities might be excluded from 
the list of liabilities on page 24 of the Report of the Tribunal ; 
while some items as Deposit of Local }"'unds, Balance of the 
Sinking I~und on Central Loan Account not covered by the 
credit balance of the Sinking Fund on Central I.oan Invest
nwnt. Aecount should be included in the list of apportionable 
liabilities. The position of Local Funds is identical with 
Provincial Balances, and the one it.em having been admitted 
for calcnlatin~ the apportionable liability, the other one should 
also be treatt·d on the same parity. The case of Sinking Funds 
not transferred to the Investrut>nt Arcount for inclusion is 
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strengthened by the inclusion of Sinking. Fund Deposits, pre
sumably received in respect of loans granted to local bodies. · 

On the liabilities side, the Tribunal have included part
earned Pensions amounting to Rs. 87 crores for calculating the 
apportionable liability; while the fully-earned pensionary 
liability ·of the Government of India on 31st. March 1933 has 
not been included. In paragraph 29 of their Report, the 
Tribunal write that " Burma's liability extends not only to 
pensions actually in course of payment at the date of separa
tion, but to pensions commencing after that date and earned 
in part by central service prior to separation.'' The Tribunal 
have not attempted a calculation of this liability ; while in 
l'espect of part-earned pensions also the Tribunal in foot-notes 
on page 27 of their Report mention that on account of lack of 
material for the accurate assessment of this liability, the 
rough estimate of Mr. Nixon has been adopted for illustrative 
purposes. 

The Tribunal did not calculate the fully-earned pensionary 
liability on the ground that it could not be done with precision 
in advance of the date of separation. A large part of the 
:statistical appendix of their Report being of an illustrative 
character, an attempt should have been made to capitalise the 
pensionary charge of 1932-33 also. 

In paragraph 83 of their Report, the Tribunal have re
commended a scheme of . a decreasing annuity payment in 
l'espect of pensionary liability. They write, "We have re
commended that the liability in respect of pensions should, 
if possible, be capitalised. There will, however, be a charge 
coming into course of payment after separation for pensions 
of staff transferred to Burma, the growth of which would 
in the normal course be an offset to the decrease in the charge 
for pensions previously in issue. There are practical advantages 
in preserving this compensatory action, which has the effect 
of keeping the total charge for pensions approximately constant. 
This. may, to some extent, be achieved if the liability to India 
is discharged by an annual payment, decreasing by level decre
ments over a period of, say, 20 years, and we advise that this 
course should be followed." This recommendation applies 
to the liability for pensions in course of payment at the date 
of separation. The liability for part-earned pensions, which 
will begin to be discharged by payment after separation, has 
been recommended to be added to the general debt and to be 
included in the annuity. It may be pointed out that this 
latter course should also be adopted in the case of fully-earned 
pensions, which should also be capitalised. 

Attention may now be drawn to the case of the assets 
that have been deducted from liabilities. The principle 
.should be that only those assets should be deducted which can 
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meet the interest charge on their capital outlay. All of the 
asseta arc not realizable ; while their corresponding liabilities 
are redeemable at some date, and till that date they will continue 
to be a dead-weight charge on the revenues Qf the country. 
Hence, the liability on account of Security Printing Press, 
Currency Note Press, Vizagapatam Port, New Delhi, Bombay 
Military Lands and Dead Assets is a dead-weight charge on 
Indian revenues and these assets should not be deducted from 
the liabilities to arrive at the apportionable liability. 

Regarding the "Dead Assets" the Tribunal have recom
mended in paragraph 48 of their Report that an attempt 
should be made "to make such estimate of their value, on the 
basis of cost as is possible from the departmental records of 
all substantial civil and military properties in India and Burma, 
subject, however, to the proviso that where the information 
is not readily available no investigation should be made of the 
records of a period earlier than the last 50 years". The question 
is why should not a similar attempt be made to take credit 
for the "dead" liabilities Y Obviously, such an estimate of the 
value of assets for the past fifty years would very much reduce 
the apportionable liability and it would be very unfair to India. 
If this is done, then the question of the past association of the 
two countries and the contributions made by India to the 
deficit budgets in Burma in the past should also be fully 
investigated. But in paragraph 10 of their Report, the 
Tribunal hold that they ''do not think it right to enquire 
whether the terms of the past association have been mutually 
satisfa.ctory". In view of what they recommend for the ~sti
mate of the value of dead assets over the last fifty years, this 
attitude of the Tribunal towards a calculation of the past 
liabilities also is not justifiable from the Indian point of view. 

Certain other assets also as advances to Provinces, Other 
Interest-bearing Advances and Cash and Miscellaneous Assets 
should not be taken into account for the purposes of calculating 
the apportionable liability. They are in the nature of current 
business, and each of these assets has a corresponding liability. 
The advances to Provinces represent liability items and they 
often exc~ed the recoveries of the amounts advanced. Hence 
such assets should not be deducted to arrive at the apportion
able liability. 

CURRENCY PROVISIONS 

Some observations may now be made with regard to the 
currenry portion of the problem of apportionment. According 
to the Agreement between the Government of India and the 
present Government of Burma, the latter country after sepa
ration also is to continue within the Indian currency system, 
and certain assets and liabilities ariiling out of the working of .. 
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the currency system are to be apportioned. The main provi· 
sions of tbis Agreement may be stated briefly as below :-

1. The Reserve Bank of India will manage the currency 
and carry on t)le banking business of Burma. 

2.. The Bank will issue notes which will be legal tender in 
Burma and not in India; while Indian notes will cease to be 
legal tender in Burma after some time. 

3. The Burma Government will have the right after due 
notice of issuing distinctive Burman coins. When that right 
is exercised, Indian coins in Burma will be retired through the 
Government of Burma. The latter Government will not be 
(lntitled to receive in return the equivalent of the nominal 
-value, but must dispose of them in the following ways :-

(a) It may deliver them to the Government of India 
-against their bullion value plus the cost of minting an equiva· 
lent amount of new coinage ; 

(b) It may arrange with the Government of India to 
Tecoin them with Bul'1I,lan designs and such recoinage will be 
free of charge unless the number and composition of the coins 
are to be materially altered ; 

(c) Subject to certain restrictions, the Burma Govern
ment may itself dispose of the silver content of rupees which 
it does not desire to recoin. 

4. The Agreement is to be terminable on two years' 
notice by either side, with a minimum period of three years 
from the date of separation. When the Agreement terminates, 
the Burma Government will be free to make its own arrange
ments for the management of currency and the control of 
credit. It would thus be free to sever its connection with 
the Reserve Bank of India. It will be liable for the note 
issue outstanding in Burma and will receive a corresponding 
share of the Assets of the Issue Department of the Bank. 

5. If the Government of Burma leaves the Indian cur
:rency system, she shall have the option of returning currency 
to the amount of the Treasury balances held in Burma at the 
date of separation and of cancelling an equivalent amount 
-of her debt to India. Tbis portion of the Agreement is not 
favoured and endorsed by the Tribunal, who recommend that 
no exception should be made in this respect to the general 
arrangement for the redemption of Indian currency. (Vide 
J>aragraph 79 of their Report.) 

6. The surplus sterling assets of 19! crores and the liability 
-of 14! crores, being 5 crores. of security handed to the Reserve 
Bank and 9! crores of rupee securities issued to provide the 
cover, and also the net liability of the Government of India 
arising out of the past currency or coinage operations shall, 
according to the Agreement, be excluded from the general 
;Scheme of adjustment, and apportioned between the two 
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countries in a special ratio to be determined from the note 
issue. After the initial period, the ratio applicable to any 
year shall be that borne by the average circulation of Burman· 
notes to the total average circulation in Burma and India. 
combined. If Burma decides to sever her connection with the 
Indian currency system, she would be entitled to a share, cal
culated on the note ratio applicable at the time, of the surplus 
assets which would accrue to the Government of India in the 
event of the liquidation of the Reserve Bank. 

The Tribunal have recommended in this connection a. 
modification. They "recommend that all debt outstanding 
on the date of separation, and all securities or cash held as a 
result of currency working, but not the store of metallic silver, 
should be included in the common account" and divided in the 
proportion in which the general liability is to be divided. 

It may be said that the arrangements in respect of the 
regulation between the monetary systems of India and Burma 
are not fair to India. Huge losses have been incurred in the 
past from the revaluation of sterling securities on the changes 
in the parity of the rup~e made from time to time and Burma 
should bear a share of these losses. No adequate mention of 
them is made in the Agreement between the two Governments 
and the Tribunal also did not seek to analyse and investigate 
them. The Tribunal only mention that there are many 
"other items less readily distinguishable and perhaps less 
obviously appropriate for inclusion, and an exhaustive enquiry 
might result in a list of great length, but of doubtful validity." 
(Paragraph 73 of their Report.) This is hardly a fair position 
to assume and an investigation of such items is very necessary 
in fairness to India as well as to Burma. The sale of silver 
also in the past has resulted in huge losses and their extent 
should be determined. 

The position created by the proposed new Burmese 
coinage in due course and the obligation to retire Indian rupees 
imposed on India is an unfair liability. The Burma Govern
ment will have the right after due notice of issuing Burman 
coins and the Indian coins in Burma will be retired through 
the Government of India. The provision that such retired 
coins may have tobe recoined with Burman designs by the 
Government of India free of charge will impose an unfair 
obligation on India. Even if they are to be delivered to the 
Government of India at their bullion value, the cost of minting 
an equivalent amount of new coinage shall be defrayed by the 
Government of India. 

Moreovt>r, the possibility that in course of time Burma 
may st>ver her connection with the Indian currency system 
introduces an element of uncertainty into the Indian currency 
systt>m which may have vast unfavourable repercussions upon 
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Indian trade and industry. These provisions require a detailed 
-examination, and the Tribunal have not bestowed that atten· 
tion to them which is commensurate with their great impor· 
tance. 

Certain heads have been treated in a very summary manner 
by the Tribunal and the decisions of the Tribunal with regard 
to them require further investigation. These heads a.re given 
below:-

(1) The Tribunal have taken into calculation the assets 
and liabilities only of the Central Government ; but it is to be 
:seen whether all assets and liabilities of all Central and Pro
-vincial Governments constituting India and Burma should 
oe taken into consideration or not ; 

(2) The liability arising out of the Burmese Wars should 
oe assigned wholly to Burma, instea.d of only in the ratio of 
7 ·5 per cent. ; 

t3) For several years, the deficits to Burman budget 
were contributed to from the Indian revenues, and the question 
is whether they should or should not be reckoned amongst 
the liabilities assignable wholly to Bul]Ila; 

(4) Certain liabilities have already been liquidated out 
-of taxation in India and the contribution of Bmma towards 
them was meagre. When the "Dead Assets" are to be calcn· 
1ated for the last fifty years, the question is whether. such 
liabilities should or should not be reckoned for this purpose ; 

(5) Whether the valuation of the assets is correct at 
book value less depreciation and explanation is necessary with 
regard to the value of forests at Rs. 12 ·95 lakhs vicle page 25 
of the Report of the Tribunal. It cannot be the va.lue of 
Government of India forests or all forests including Burma 
forests. Perhaps it refers to the forests of Andamans and 
Nicobars, and even then the valuation is incorrect; 

(6) The ratio of 7 ·5 per cent. is not fair to India in view 
.of the greater potentiality for population in Burma, greater 
iores_ts and mineral wealth, higher standard of living and greater 
taxable capacity ; 

(7) Whether the net assets to be assumed by Burma in 
the share of Burma's liability and the share of Burma in excess 
of liabilities over assets, should remain as a debt from Burma 
to India, or this debt should be assumed by the United 
Xingdom, which would correspondingly reduce the liability 
.Qf Indian sterling debt ; 

(8) The rate of interest of 3! per cent. on the debt assumed 
·by Burma to India is rather low in view of the fact that it is 
the Government of India's own borrowing rate to-day; while 
the lending rate to States and Provinces is much higher. 
ln the past, India has paid as high a rate of interest over her 
debt as 7 per cent. ; 
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The question was debated in the Simla session of the 
Indian Legislative Assembly, when a resolution for a fresh 
impartial Tribunal to investigate into the financial adjust· 
ments bet"'een India and Burma was carried bv the Rouse 
()U September 26, 1935, the Government remaiclng neutral. 
In the course of the debate, it was pointed out that the terms of 
reference of the Indo-Burma Tribunal were too narrow inas
much as they precluded them from considering whether any 
liability should be borne by the United Kingdom or not. The 
Finance Member promised to forward the debate to the 
Secretary of State for India. The Government should indeed 
respect the verdict of the Indian Legislative Assembly and 
appoint a fresh impartial Tribunal, with which the representa
tives of Indian and Burman non-official opinion should also 
be associated, to investigate into the question. 

The Amery Tribunal recommend the appointment of an 
Application Committee consisting of three members to apply 
their principles into practice and to consider, inter alia, the 
following questions :-

"The determination of the rate of interest to be used for 
the valuation of debt. 

The assessment of the capital value to be assigned to 
divisible pensions, both earned and part-earned. 

The appraisement of the value of dead assets both in con· 
tinental India and in Burma." 

In place of the Application Committee, the appointment 
()f a fresh impartial Tribunal would meet the wishes of the 
Indian Legislative Assembly, and the Government would be 
acting in response to the verdict of the House if they get the 
question investigated again by a fresh impartial Tribunal. 



CHAPTER XVIII 

Recent Tendencies in Indian Fiscal Policy 

THE industrial revolution in England gave her an immense 
advantage over other countries in the development of large
scale industries. She became an exporter of manufactured 
goods and an importer of raw materials and food products. 
It was, therefore, to her advantage to pursue the free trade 
policy propounded by Adam Smith in his well-known book 
The Wealth of Nations. He was so pessimistic about the 
adoption of the laissez faire policy that he was constrained to 
remark that it was as difficult to achieve free trade in practice 
in England as to bring an utopia upon this earth ; but this 
achievement was made possible in his own life-time. 

This policy was suitable for England ; but not for other 
countries whose economic conditions were far different from 
those in England. In spite of this, the influence of the writ
ings of Adam Smith made writers like J. B. Say, etc., believe 
in the universality and immutability of economic doctrines. 
The hypothetical character of the laws of political economy 
was forgotten and the universality of economic doctrines as 
propounded in popular English text-books became the order of 
the day. It began to be urged that as free trade was good 
for England, it must necessarily be good for other countries 
also. 

Friederich List was probably the first of the economists 
who protested emphatically against . the dogmas and the so
called universal truths of classical political economy. His 
classical book The National System of Political Economy 
was a powerful protest against the cosmopolitan principle in 
the modern economic system, and also against the doctrine 
of free trade, which was in harmony with that principle. List 
gave prominence to the national idea, and insisted on the 
special requirements of each nation according to its circum
stances, and specially to the degree of its development. His 
remark that though it was true that the wind in course of time 
would carry thistles and there would be forests in place of 
deserts, and that it was no reason why a good forester should 
wait for that favourable wind, but he should himself create 
it, has become classic. 

In India also, during the greater part of the 19th century, 
Government policy was unduly doctrinaire and was sought to 
be guided by the universal principles of political economy as 
expounded in English text-books of the day. In the judgment 
of many thinking people, Government policy in economic 
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matters did not serve the best interests of the country. The 
}loliticians accused the Government of sacrificing Indian 
national interests for the sake of Imperial or British interests. 
The late lVJ:r. Justice Ranade led the attack from the economic 
point of view "with his accustomed erudition and in words 
unmatched, at least by any other Indian writer, in respect of 
vigour and brilliance." He drew his inspiration from the 
writings of List and he set himself the task of proving that 
economic laws were not universal and immutable and that the 
fiscal policy in India could not ignore peculiarities of Indian 
economic conditions, if it was really to be beneficial for the 
economic development of the country. 

The War gave a natural protection to Indian industries. 
The Indian Munitions Board was established in February 
1917, "to control and develop Indian resources, with special 
reference to the needs created by the War, to limit and co
.ordinate demands for articles not manufactured and produced 
in India and to apply the manufacturing resources of India to 
war purposes with the special object of reducing demands on 
shipping". Departments of industries were established in all 
the provinces as recommended by the Industrial Commission. 
The War-time stimulus was, however, temporary in character 
and in course of time, Indian industries were subjected to 
foreign competition in the absence of any protective duties. 
Under these circumstances, the long-standing demand for a 
revision of tariff policy became more insistent than ever before. 
Tse Montagu-Chelmsford Report rightly emphasised that 
Indians should have full liberty of deciding their own tariff 
policy and that Government had no right to force their. free 
trade convictions on them. The recommendation of the 
Joint-Select Committee on the Government of India Bill of 
1919, in favour of the establishment of fiscal autonomy 
strengthened the case for protection. The Indian Fiscal 
Commission was appointed in October 1921 in response to the 
suggestion of the Committee of the Imperial Legislative Council 
of 1920 which was to report on the feasibility of Imperial 
Preference and the future· fiscal policy of the Government of 
India. 

The Indian Fiscal Commission recommended discriminate 
protE'ction and laid down the following principles subject to 
which protection was to be applied:-

Firstly, the industry must possess some natural advantages, 
such as an abundant supply of raw materials, cheap power, 
sutncient labour supply, and a large home market. 

Secondly, it must bE' one which cannot at all develop or 
d(•velop as rapidly as is desirable without protection. 

1'hirdly, the industry must be suffering from the effects of 
for<'ign competition and undt'r the spur of protection in course 
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of time, it should be able to face foreign competition without 
protection and thus be able to stand on its own legs 
without any artificial prop. ~/ 

The creation of an expert body known as the Tariff Boal,ti 
was recommended to enquire into the case for protection of 
different industries on application from them to that effect .. 
The Tariff Board was created in 1924, and since that time,. 
protection has been granted to a number of industries. 

Thus it may be said that all these steps implied a departure 
from the traditional policy of laissez faire. They also show that 
much could be done in India in the sphere of industrial develop
ment with the active co-operation and assistance of govern~ 
ment. The indifference of the State towards the industrial 
development of the country has thus been definitely abandoned 
and efforts are being made to proceed along sound lines. Non
official opinion, however, would favour even greater activity 
than is being displayed by the Government to bring about more 
rapid industrialisation of the country. With proper State 
guidance, the country can go a long way in the matter of indus~ 
trial development within a measurable distance of time. It is 
very difficult to agree with the opinion of Mr. Calvert when in 
his book Wealth and Welfare of the Punjab he remarks that 
"little but failure and disappointment will result from any 
attempt to compress six hundred years of the industrial history 
of Europe into a short period of state-subsidized activity."1 · 

The rapid industrialisation of Germany and Japan in a very 
short period of tin1e gives the direct and definite lie to such 
·a remark. 

The progress of the fiscal policy in India has, however~ 
not been as it should have been. Instead of a policy of "dis
criminate protection," the steps taken as a whole justify the 
remark that the Indian fiscal policy is one of discriminate 
free trade. In place of protection, the policy ha.s definitely 
become one of imperial preference to which non-official opinion 
in India has never subscribed as being in the best interests of 
the-country. The Steel Protection Act of 1927 provided for 
an imposition of differential rates on certain iron and steel 
articles with a basic duty on articles of British manufacture 
and an additional duty on those of non-British origin. The 
opposition in the Assembly did suspect that the Bill contained 
the principle of preference to British steel to which they were 
opposed. The protection granted to the iron and steel industry 
in 1934 definitely provides for preference to British goods and 
the levying of the excise duty in the case of the industry 
is in no way conducive to the best interests of the country. 
Further, the Cotton Industry Protection Act of 1930 embodied 

1 Page 76. 
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the principle of imperial preference. It raised the general 
ad valorem duty to 15 per cent. and a minimum duty of 3l 
annas per lb. was to be levied on plain grey goods. A special 
protective duty of five per cent. was also imposed, the scope of 
which was limited to non-British goods. The safeguarding 
of the interests of the consumer was the stock argument of the 
Government ; but when the Bill was introduced in the Assembly, 
the Government took the extraordinary step of announcing 
in advance, that they would a.ccept only Mr. Chetty's amend
ment, and no other. The threat of the Government to with
draw the Bill, in case any other amendment,.for example Pt. 
l\1alaviya's amendment, which proposed a uniform rate on all 
goods, was passed, led the millowners to vote for the Bill and 
this did amount to a negation of the Fiscal Autonomy Conven
tion which India is supposed to be enjoying even at present. 

It is true that the miltowners had asked for protection 
only against Japan and this they obtained in an adequate 
measure. But in spite of the declaration of the Government 
that the preference to British goods was wholly accidental, 
many people suspect that it was deliberate. The cause of 
imperial preference cannot be helped by a policy of getting it 
through the back door. It has been argued that the preference 
will be interpreted in England as a friendly gesture froni India 
and will have a distinct political value. The counter-reply 
is that the gesture has not been spontaneous. 'lts spontaneity 
would have been definite if the official bloc were neutral and 
the majority of the elected non-official members had voted for 
the imperial preference policy that was embodied in the Bill. 
Further, even if it is granted that the endorsement of imperial 
preft>rence policy by Indians would win the confidence and 
good-will of British business interests and would help India. 
in her constitutional advance, then in practice it has not been so. 

RECENT TRADE AGREEMENTS 

It is very important that the country's economic interest3 
should be regulated by sound policies and long-range vision 
and eontrolled by an efficient business organisation. This 
will be evident by a brief reference to the recent trade agree
ments (lntered into on behalf of India with the British Empire 
countries and with Japan. In order to promote her trade and 
to offset the effects of contraction in world trade due to the 
upward movem(lnt of tariffs, the United Kingdom has been 
trying to cultivate closer trade relations with the British 
Dominions and Dependencies ; and has negotiated an agree
nwnt with tht>m for charging preferential tariff rates in future 
for products Hchanged betw(len any two Empire countries. 
The first move in this direction was made at the Ottawa. Con
ft•rPn<·e in 19:t! at which the Government of India "'as also 
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represented. Among the agreements entered into at that 
Conference, there was one in respect of India which committed 
this country to certain reciprocal obligations with Great 
Britain and with Empire countries for three years, at the end 
of which period, the agreement was subject to reconsideration. 

The official report on the results of the year 1933-34 
showed, that in respect of several important commodities 
included in the Ottawa scheme of preference, .the anticipated 
results to India did not materialise. The share of the British 
Empire in India's foreign trade has steadily declined in recent 
years. India's foreign trade with Empire countries fell from 
57 ·1 per cent. during the War to 45 ·3 per cent. in 1932-33 
and with the United Kingdom from 41·2 per cent. to 32 ·2 
J>er cent. Thus the bulk of India's foreign trade is with non· 
Empire countries "and India cannot, therefore, be too careful 
that in accepting comparatively rninor advantages from Empire 
eountries she does not antagonise non-Empire countries and 
jeopardise the prospects of further expansion of her valuable 
trade with them". The Agreement was terminated in due 
course, and negotiations are going on for a fresh agreement. 

Indo-Lancashire Agreement.-In September 1933, pre· 
ferential rates were sanctioned separately for a short period 
for certain classes of Lancashire goods imported into India 
on the understanding that the Lancashire manufacturers will 
buy more raw material from India and help her to find markets 
for her products in the Empire countries. The Indian side 
undertook not to press for the reimposition of the surcharge 
on British goods, if the same was removed.2 

Indo-Japanese Agreement.-A trade agreement was also 
.entered into between India and Japan which provided for 
admitting into India 400,000,000 yards of cotton piece-goods 
on the understanding that Japan would purchase 1,500,000 
bales of raw cotton from India. Before the War, Japan's 
proportion of the total import trade of India was only 2 ·6 
J>er cent.; while it rose to 15 ·4 per cent. in 1932-33. Japan 
has _advanced relatively little in her share of the Indian export 
trade, which was 9 ·1 per cent. in 1913-14 and 10 ·3 per cent. 
in 1932-33. These figures show that the advantages accruing 
to Japan are far greater than those to India. In the same year, 
Japan shipped into India nearly 600,000,000 yards of cotton 
piece-goods. Under the Agreement, her maximum shipments, 

' which will depend upon her consumption of Indian cotton, 
will be two-thirds of the amount. The balance of 200,000,000 
yards is to be divided between Lancashire and the Indian 
mills over and above their respective contributions in 1932-33. 

! See my article in The Mysore Economic Journal, 1934, Vol. 20, 
No.1. 
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Indo-British Trade Pact.-This Pact was signed on January 
9, 1935, and was to operate during the continuance of the Ottawa 
Agreement. The Indian Government would give full oppor· 
tunity to an industry in the United Kingdom to represent her 
case to the Indian Tariff Board when the case of an Indian 
industry would be under consideration for protection. Further, 
the extent of protection shall not be more than will equate the 
pric£>s of imported goods to fair selling prices for similar goods 
produced in India, and whenever possible, lower rates of duty 
would be imposed on the goods of the United Kingdom origin. 
Even during the currency of prot.ection, the Government of 
India either on a representation from liis :Majesty's Govern
ment or on their own initiative might make an enquiry into 
the appropriateness of the existing duties and full opportunity 
would be given to representations put forward by any interested 
British industry. The Brit,ish side would consider the steps to 
be taken to encourage the use of Indian raw materials in 
England. This agreement was rejected by the Indian Legis
lature; but nonetheless effMt was given to it by the Govern
ment. In pursuance to it, the Textile Tariff Board presided 
over by Sir Alexander Murray was appointed to investigate into 
the case of the cotton textile industry ; and it recommended 
a reduction in import duties on British goods. These recom
mendations were immediately given effect to by the Govern
ment. Later, the abolition of the Tariff Board was announced 
by the Government on the ground that there was no new case 
to be examined by it. The Indian business and commercial 
opinion was not consulted in the matter; and naturally, this 
step has been taken to mean in Indian business circles that the 
Government has departed from the policy of discriminate 
protection. That there was no new case for examination by 
the Board was no argument for its abolition; because accord
ing to the Indian Fiscal Commission, the Board was to examine 
the working of protection and make recom~ndations to tht> 
Government from time to time for the extension or withdrawal 
of protection. 

These steps taken together go to show a substantial 
change in Indian fiscal policy, which has become one of im
pt>rial prt>ft>rt>nce and t>vt>n of free trade from that of discrimi
nat~ prot~ction. This policy deserves a c-areful examination 
by some compt>t.,nt ad hoc or permanent body on which the 
reprt•sentatives of Indian business and commercial interests 
should have an effective voice. 

In some cast>s, the protection accorded has bt>en neutralised 
to a J!feat ntent by some subsequent action. In the budget 
for 1934-35 excise duties were proposed to be levit>d on mat~hes 
and on white sugar. This was directly against the intention 
of the r{'('ommt>ndations of the Tariff Board which regarded 
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the. recom~ended ~rotect~on as necessary and the levying of 
excise duties does Imply madequate protection. 

India by inte~national recognition as expressed through 
the League of N atwns is one of the eight principal industrial 
countries of the world ; but her industries are at present small 
in relation to the future extension which they are likely to 
achieve. This development must be along the lines pursued in 
Canada. There should be an improvement in agricultural 
production with the simultaneous enlargement of industrial 
and commercial activity. In this development, the actiYe 
assistance and guidance of Government and the official machi
nery must play a very important part. Under these circum
stances, two criteria are of great importance. Firstly, the 
Government should have for its guidance the benefit of the 
best expert opinion and secondly, the interests which may be 
adversely affected by any proposalmust be represented directly 
or indirectly. A careful plan of economic development must, 
therefore, be prepared, which should inter alia include within 
its purview the whole fiscal policy of the Government. Trade 
Pacts like the Ottawa Agreement, etc., can become very useful 
if they are made part and parcel of a carefully-prepared and 
well-thought-out economic plan. 

It is necessary for this purpose that there must be some 
machinery to guide the Government. In western countries, 
such advisory bodies are expert bodies and representative 
bodies. In India also, some central organisation must be created. 
There can be a Central Advisory Economic Council, represen
tative of all possible interests supplemented by Provincial 
Advisory Bodies, to prepare a careful economic plan for the 
country. Its duty will be to draw up in main outline a general 
plan of India's economic and industrial development for the 
next few decades which would provide some guide to the 
direction of State policy. It would also review periodically 
the steps taken and the progress made in connection with the 
realisation of the programme. The whole work would be done in 
collaboration with the Provincial Economic Advisory Councils. 
Sub-Committees could also be made a part and parcel of the 
plan. The machinery could make enquiries and surveys on 
its own initiative and submit recommendations to the Govern
ment from time to time. This would replace the present 
piecemeal investigations and lead to an orderly development 
·of the economic resources of t.he country consistent with 
her best interests. There is a tendency in almost all countries 
for some sort of economic planning to meet the needs of the 
situation and India cannot afford to be only an indifferent 
spectatpr. There is a vast scope for the increase of the national 
dividend in the country if . the necessary steps are taken in 
time. 
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In this respect, it should be emphasised that fiscal policy 
must pla,y a very important part. Even England, once the 
home of free trade, has become definitely a protectionist country 
under the regime of the Nationalist Government. In the 
"G. S. A., wide powers have been conferred upon the President 
to control dumping and a vigorous protectionist policy is being: 
pursued. The colonies and the British Dominions have, in 
.spite of the ratification of the Ottawa Agreements, pursued 
their fiscal policy to suit their own interests. India must do the 
.same and must give preference to her own economic interests 
to those of the Empire countries to improve her industrieii 
in an adequate degree. The abolition of the Indian Tariff 
Board is inconsistent with the policy of discriminate protection 
pursued during the last decade and goes contrary to the spirit of 
the recommendations of the Indian Fiscal Commission of 1921. 



CHAP;r'ER XI~ 

Finance and Commerce in the New Constitution 

THE Indian Constitution contains important provisions of 
far-reaching consequence.s with regard to finance and commerce. 
Great importance has been attached both in India and in 
England to this part of the Indian constitutional problem and 
it has been a subject of great controversy and misunderstanding. 
The provisions regarding finance and commerce taken as a. 
whole have not found favour either in India or in England in 
informed business circles. 

The Indian delegates to the various sessions of the Round 
Table Conference and members of different committees appreci
ated the necessity of reservations and safeguards during the 
transitional period ; but there has been a good deal of difference 
of opinion on the nature and extent of these safeguards between 
the British and the Indian representatives. According tn 
paragraph 2 of the Irwin-Gandhi Pact, these reservations 
or safeguards were to be 'in the interests of India', but accord
ing to paragraph 1 of the Introduction of the White Paper, 
·" these limitations commonly described by the compendious 
term 'safeguards' have been framed in the common interest 
of India and the United Kingdom." The statement of Sir 
Samuel Hoare as Secretary of State for India to the effect that 
these safeguards " are not stone walls that block the road, but 
are hedges on each side of the road which no good driver 
ever touches, but that prevent people on a dark night falling 
into the ditch nor can they be considered as ultimate controls " 
has not been agreed to by Indians. The President of the 
Calcutta session of the National Liberal Federation remarked 
that " this euphemistic description cannot be accepted and there 
is a_very serious apprehension that they will, as now expressed 
in the White Paper, be a permanent barrier to the growth of 
responsibility of the Federal Legislature and the Federal 
Ministry.'' The Joint Parliamentary Committee pointed out 
in connection with commercial and other forms of discrimina
tion that " the importance attached in this country to this part 
of the Indian Constitutional problem has been much misunder-
stood in India ...... The difficulties which would be likely to 
arise from this uncertainty would, moreover, find a fruitful 
source of increase in that atmosphere of misunderstanding 
to which we have alluded ..... In these circumstances, appro
priate provisions in the Constitution Act may serve the double 
purpose of facilitating the transition from the old to the new 
conditions, and of reassuring sensitive opinion in both countries." 
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(Page 204 of the Report.) It. may be said that neither the 
recommendations of the Joint Committee nor the provisions 
of the Constitution Act have been able to allay the suspicions 
in India. 

The problem relating to commercial safeguards is divisible 
into two issues. One of them is that of discrimination against 
British imports. Since 1919, the fiscal relations between the 
United Kingdom and India have been regulated by the Fiscal 
Autonomy Convention, which was recommended by the Joint 
Committee on the Bill of 1919. The Convention was to lapse on 
the passing of the new Act ; "and, unless the Constitution Act 
otherwise provides, the Federal JJegislature will enjoy complete 
fiscal freedom with little in the nature of settled tradition to 
guide its relationship in fiscal matters with this country." 

The Joint Committee pointed out that in making recom
mendations in this connection, they did not contemplate any 
measure which would interfere with the position attained by 
India as an integral part of the British Empire through tM 
Fiscal Convention. According to the Committee, fears were 
expressed in England that penal tariffs might be imposed in 
India on British goods with the object, not of fostering Indian 
trade, but of injuring and excluding British trade. Starting on 
this assumption, the Committee remarked that " if this be so, 
it would be clearly of great advantage to allay the fears of which 
we have spoken by a declaration through and under the Consti
tution Act of the principles governing the relations between 
the two countries. The machinery of the Governor-General's 
special responsibilitit>s, supplemented by his Instrument of 
Instructions, offers India and the United Kingdom the opportu
nity of making such a declaration of principles, while at the 
same time ensuring the necessary flexibility in their interpre
tation and application." 

Thus in the new Constitution the Governor-General will 
have a special responsibility to prevent penal discrimination 
against British imports. In other words, " The prevention of 
nwasures, legislative or administrative, which would subject 
British goods, imported into India from the United Kingdom, 
to discriminatory or penal treatment " would also be a special 
rPsponsibility of the Govt>rnor-General. (Part II, Sec. 12 (F) 
of the Government of India Act, 1935.) Further, his Instru
ment of Instructions will also give him full and clear guidance 
in this respect. It is pointed out in the Report of the Joint 
<'ommittt>e that this special responsibility is not intended to 
afft•('t the competence of the Government and of the Indian 
lt·~islature to develop their own fiscal and economic policy and 
that they will be free to negotiate agreements with other powers 
for the SN:uring of mutual tariff concessions. The Governor
Gt•nt•ral would iutt>rwne in tariff policy or in the negotiation or 
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variation of tariff agreements only if in his opinion the intention 
of the policy would be to injure the interests of British trade 
in India and not to advance the economic interests of India. 
Further, "the discriminatory or penal treatment" covered by 
this special responsibility includes both direct discrimination 
(whether by means of differential rates or by means of differential 
restrictions on imports) and indirect discrimination by means 
of differential treatment of various types of products ; and 
that the Governor-General's special responsibility could also 
be used to prevent the imposition of prohibitory tariffs or 
restrictions, if he were satisfied that such measures were proposed 
with the intention already described. In all these respects, 
the words would cover measures which, though not discrimina
tory or penal in form, would be so in fact. " 

DISCRIMINATION AGAINST BRITISH TRADE IN INDIA 

The Indian delegates to the various sessions of the Round 
Table Conference admitted that there should be no discrimination 
between the rights of the British mercantile community, firms 
and companies trading in India and the rights of Indian-born 
subjects. The British Indian Delegation in their Joint :Memo
randum accepted the principle of '· a fair field and no favour ". 
In view of these assurances, the question is why it became 
necessary to deal with this matter at all in the Constitution Act. 
and the reply of the Joint Select Committee is to the effect 
that " utterances have been made which could not fail to give 
rise to suspicions and doubts, and that statutory provision by 
way of re-assurance is an evident necessity. " 

In this connection it may be pointed out that in the opinion 
of the Committee statutory provision by way of re-assurance 
was necessary in spite of the assurances in this behalf of the 
Indian delegates including the delegation of Indian commerce ; 
but nowhere have the Committee thought it necessary to 
recommend the incorporation of provisions in the Constitution 
Act -by way of re-assurance to allay the unanimous suspicions 
of Indian representatives. 

Discrimination may be either administrative or legislative. 
There would be a special responsibility of the Governor-General 
and Governors in their respective spheres for the prevention of 
discrimination. If the Ministers make proposals which would 
be discriminatory in effect, the Governor-General or Governors 
as the case may be would decline to accept their advice or would 
exercise the special powers flowing from the possession of a 
special responsibility. The Joint Committee recommended 
that " it should be made clear in the Constitution Act that this 
special responsibility extends to the prevention of administra
tive discrimination in any of the matters in respect of which 
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provision against legislative discrimination is made under the 
Act. " (Para 348 of the Report.) 

With regard to legislative discrimination, the Indian 
Statutory Commission had regarded the technical objections 
to any attempt to define discriminatory legislation in a consti
tutional instrument as decisive ; but the Act is to contain these 
provisions. In this connection, the British Indian Delegation 
in their Memorandum pointed out that a friendly settlement 
by negotiation was by far the most appropriate and satisfactory 
method of dealing with this complicated matter. The Joint 
Committee endorsed this view and further opined that these 
arrangements could only be extended to include t4e relatione 
between India and the Dominions by mutual agreement ; 
while they also thought that any statutory enactment would 
be based upon the principle of reciprocity. 

The Indian Government will have statutory powers to 
exclude or remove undesirable persons, domiciled in the 
United Kingdom or elsewhere ; but no law restricting the 
right of entry into British India would apply to British subjects 
domiciled in the United Kingdom; and further, no law relating 
to taxation, travel and residence, the holding of property, the 
holding of public office or the carrying on of any trade, business 
or profession would apply to British subjects domiciled in 
the United Kingdom, in so far as it imposed conditions or 
restrictions based upon domicile, residence or duration of 
residence, ra.ce, religion, language or pla.ce of birth. (Part V, 
Chapter III, Sec. 111 of the Government of India Act, 1935.) 

With regard to companies incorporated in the t'nited 
Kingdom, the Joint Committee recommended that "we are 
of opinion (1) that a company incorporated now or hereafter 
in the United Kingdom, should, when trading in India, be 
deemed to have complied with the provisions of any Indian 
law relating to the pla.ce of incorporation of companies trading 
in India, or to the domicile, residence or duration of residence, 
language, raee, religion, descent or pla.ce of birth, of the direc
tors, shareholders, or of the agents and servants of such com
})anies; and (2) that British subjects domiciled in the t"nited 
Kingdom who are directors, shareholders, servants or agents 
of a company incorporated now or hereafter in India should be 
dc.,med to have complied with ttny conditions imposed by 
Indian law upon companies so incorporated, relating to the 
domicile, residence or duration of residence, language, raee, 
religion, d.,scent or place of birth, of directors, shareholders, 
a~.,nts or Bl'rvants." (Also see PartY, Sections 113, lU of th<' 
Oonrnment of India Act, 1935.) , 

These statutory enactments are to be based upon h'<'ipro
dty b(•twt>en India and the 1'nited Kingdom. If a law is 
llRSSl'd in the rnited Kingdom putting restrictions upon Indian 
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subjects or companies domiciled in India in respect of matters 
from which in India British subjects and companies of the 
United Kingdom domicile would be exempt, the exemption 
enjoyed by the latter would pro tanto cease to have effect. 

This provision is unfair for companies of Indian domicile 
and for the Indian subjects of His Majesty ; because the 
United Kingdom Government would be at liberty to pass a 
law imposing restrictions upon individuals and companies 
domiciled in India, though similar privileges which British 
companies might be enjoying in India would cease to have 
effect after that in the future. But a similar right to impose 
restriction!~ upon British subjects and upon companies of British 
domicile in India is prohibited statutorily. Why should not 
a similar right be granted to the Indian legislature to impose 
restrictions upon persons and companies of the British domicile 
trading in India ' In that case any priviliges which Indian 
subjects and companies might be enjoying in the United King
dom might also pro tanto cease to have effect. That would 
be reciprocity in the real sense of the term. There does not 
seem to be any reason why restrictions, not placed upon the 
British legislature, should fetter the hands of the Indian 
legb;lature. · 

In connection with the principle of reciprocity the relevant 
portion of the speech of Sir Purushottamdas Thakurdas on 
commercial discrimination made at the Federal Structure 
Sub-Committee Meeting on November 19, 1931, may be usefully 
quoted. He said, ''But I want to point out that so far as 
trade with Great Britain is concerned, the effects of reciprocity 
will be of little or no value to India. What has India to gain 
from England reciprocating in the way which Mr. Benthall.has 
indicated Y It has to be noted that in spite of the relations 
between Great Britain and India during the last 100 years 
at least there is no Indian House or firm established here 
which does commercial business "\\'ith India on a scale which 
can- be computed in any responsible proportion to what is 
being done by British Houses.. . . . If after a hundred years 
the enterprise of Indians in London is at such a low ebb as 
this, I only wish to point that reciprocity cannot mean much 
to us for a long time." 

Section 115 of the Government of India .Act, 1935 contains 
provisions in response to the recommendations of the Joint 
Parliamentary Committee for the case of ships and shipping. 
Ships registered in the United Kingdom are not to be subjected 
by law in British India to any discrimination whatsoever, as 
regards the ship, officers or crew, or her passengers or cargo, to 
which ships registered in British India would not be subjected 
in the United Kingdom. 
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This provision is again very unfair from the point of 
view of Indian shipping. In simple language it means that 
even the reservation of Indian coastal trade to Indian ships 
is to be prohibited. 

The Navigation Laws in England which were repealed 
in 1849 after remaining on the statute books for centuries 
reserved the coastal trade and the trade between England 
and the Colonies only to ships owned and manned by Britishers. 
The U. S. A. and the Dominions also have encouraged their 
shipping industry by reserving coastal trade for their nationals. 

Even the power of retaliation against those Dominions 
which have anti-Asiatic laws applying to India has been with
held from the Indian legislature. This goes contrary to the 
spirit of the resolution' of the Imperial Conference of 1921 
which empowers India to restrict immigration into her terri
tory as it may suit her and to discountenance the disabilities 
to which her nationals are subjected in parts of the British 
Commonwealth. The Minority of the Indian Fiscal Com
mission were of the opinion that "no agreements based even 
on reciprocity in trade matters should be entered into with 
any Dominion which has on its statute books any anti-Asiatic 
legislation applying to the Indian people.. . . . To the Indian 
people their self-respect is of far more importance than any 
economic advantage which any Dominion may choose to 
confer by means of preferential treatment. We may confi
dently state that the people of India would much prefer the 
withdrawal of such preference as they would not care to be 
economically indebted to any Dominion which does not treat 
them as equal members of the Brtish Empire having equal 
rights of citizenship. "1 

It is thus not in the interests of India to deny her the 
power of retaliation which is her just right and which she 
possesses according to the resolution of the Imperial Conference 
of 1921 though it is unimplemented. The Dominions claim 
that in certain circumstances they have a right to exclude 
even the people of Great Britain and this right seems to have 
been exercised once or twice. Further, the Baltic Exchange 
and the Jut.e sale rooms in London were not open to Indians 
till 1929 and even the Bank of England has laid down that 
no financial accommodation would be granted by the Bank 
on the S€'curity of Bills, unless they bea,r two English names of 
which one should be that of th~ acceptor. 

With rt'gard to the grant of bounti€'8 and subsidies, the 
Joint Parliam€'ntary Committee apparently accepted the 
findings of the External Capital Committe,e of 1925 ; but the 

1 Minute of Dissent to the ltulian Fiscal Commiuion Report, 
para. •t. 
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qualification introduced is a negation of this acceptance. The 
Committee write, " But we think that a distinction may 
properly be drawn between companies already engaged, at 
the date of the Act which authorises the grant, in that branch 
of trade or industry which it is sought to encourage, and com
panies which engage in it subsequently; and we therefore 
recommend that in the case of the latter it may be made a 
condition of eligibility for the grant that the company should 
be incorporated by or under Indian law, that a proportion 
of the directors (which should, we think, not exceed one-half 
of the total number) shall be Indians, and that the company 
shall give such reasonable facili,ties for the training of Indians 
as the Act may prescribe. In the case of the former, the 
reciprocal provisions which we have suggested would continue 
to apply, and the company should be equally eligible to parti
cipate in the grant with Indian companies."2 Section 116 
of the Government of India Act, 1935, contains provisions to 
these effects. 

Further, it would be the duty of the Governor-General 
and of the Governors that in exercising their discretion in the 
matter of assent to BUls, they would not be bound by the 
terms of the statutory prohibitions in relation to discrimina
tion. They would have the power to withhold their assent 
from any measure which, though not in form discriminatory, 
would in their judgment have a discriminatory effect. The 
Joint Parliamentary Committee regarded it an essential con
comitant of the stage of responsible government that the 
discretion of the Governor-General and of the Governors in 
the granting or withholding of assent to all Bills of their 
legislature should be free and unfettered. They thought 
that this condition would not be fulfilled if the Governor-Gene· 
ral and Governors regarded the exercise of their discretion as 
restricted by the terms of the statutory prohibitions. The 
Committee further recommended and their recommendation 
has been embodied in the Act to the effect that the Instrument 
of Instructions should contain a provision that if the Governor
General and the Governor are doubtful about a Bill offending 
against the intentions of the Constitution Act in the matter 
of discrimination, they should be able to reserve the Bill for 
the signification of His Majesty's pleasure. 

These provisions imply that the Governor-General and the 
Governors in their discreti()n will be the final arbiters with 
regard to the Bills being of a discriminatory nature and the 
Ministers will thus have practically no powers in this connec· 
tion. Fiscal autonomy would thus cease to exist in any shape 
or form ; because a Bill which proposed higher duties against 

2 Paragraph 356 of the Report. 
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British goods in the interests of a particular Indian industry 
might not be allowed to be moved by the Governor-General. 
He might also refuse a Bill to give bounties to an Indian industry 
on the ground that it was discriminatory in effect though 
not in form. Such provisions cut at the very root of fiscal 
autonomy and they would make the Indian Ministers com
pletely powerless. 

FINANCIAL SAFEGUARDS 

An analysis of the provisions of financial safeguards 
shows that the future Federal Government will not have ade-

. quate control over finance. At present the Finance Depart
ment controls the currency and exchange and also the revenue 
and expenditure of the Government ; while the Commerce 
Department controls the Indian railways whose gross budget 
amounts to about 100 crores of rupees. 

When we talk of the transfer of financial control with 
safeguards the natural inference is that the Commerce Depart
ment will be transferred to popular control. In this connec
tion paragraph 7 4 of the White Paper states that His Majesty's 
Government consider it necessary that, while the Federal 
Government and Legislature will necessarily exercise a general 
control over railway policy, the actual control of the adminis
tration of the State railways in India including those worked 
by companies, should be placed by the Constitution Act in the 
hands of a Statutory Railway Authority, so composed an!l 
with such powers as to ensure that it is in a position to perform 
its functions upon business principles without being subject 
to political interference. 

The Joint Committee recommended that not less than 
three of the seven members of the Railway Authority should 
be appointed by the Governor-General in his discretion and 
that it should not be constituted on a communal basis. "The 
powers which the Governor-General will possess of taking 
action in virtue of his special responsibilities (including, of 
cours«>, that relating to any matter which affects the Reserve<l 
Departments) must extend to the giving of directions to the 
Railway Authority." 

Questions of coinage and currency will now be entrustl'd 
to the Reserve Bank. The White Paper proposals required 
the prior assent of the Governor-General in his diseretion t,o 
the introduction of legislation affecting the portion of the 
Ht•s<•rn• Bank Act which regulates the powers and duties of 
tlw Bank in relation to the management of currency and 
E>xthange. According to the Joint Parliamentary Committee 
tlwsf.> provisions do not cover the constitution of the Bank 
itsPlf. .Acrording to tht'm so narrow a definition would leav~ 
opl'n thl.' pos~ibility of anwndment to other portions of th~ 
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.Act which might prejudice or even destroy some of the features 
of the system essential to its proper functioning. It was, 
therefore, recommended "that any amendment of the Reserve 
Bank Act, or any legislation affecting the constitution ancl 
functions of the Bank, or of the coinage and currency of the 
Federation, should require the prior sanction of the Governor
General in his discretion. Certain of the functions vested bv 
the Reserve Bank Act in the Governor-General in Council 
(of which an important example is the appointment of the 
Governor, Deputy Governor and four nominated Directors of 
the Bank) will in future require to be vested in the Governor
General in his disrJretion, and appropriate provision in the Con
stitution Act will be needed to secure this."3 Sections 153 and 
154 of the Government of India Act, 1935, give effect to those 
recommendations of the Joint Parliamentary Committee. 

Virtually it means that the Indian legislature will have 
no power to amend the Reserve Bank Act, because it will 
require the prior consent· of the Governor-General in his dis
cretion and the appointment of the Governor, Deputy Governor 
and four Directors would in future vest in the Governor-General 
in his discretion and not in the Governor-General in Council. 

CREDIT AND FINANCIAL STABILITY 

According to paragraph 31 of the Introduction of thP 
White Paper, "the object of the Governor-General's special 
responsibility for the safeguarding of the financial stability 
and credit of the Federation is to confer on him powers to step 
in, if the need should arise, in the event of the policy of his 
minister in respect, for example, of budgeting or borrowing being 
such as to be likely in the Governor-General's opinion to en
danger seriously the provision of resources to meet the require
ments of his reserved departments or any of the obligations 
of the Federation whether directly or indirectly by prejudicing 
India's credit in the money markets of the world." This safe
guard nullifies responsibility to a great extent. This has been 
inserted with a view to safeguard the position of the British 
investors. The total debt of India up to 31st March 1931, 
amounted to Rs. 1162 ·96 crores of which the internal debt 
was Rs. 645 ·95 crores and the external debt Rs. 571·01 
crores. (Page 374, India in 1930--31.) It may thus be said 
that the total indebtedness of India is half in India and half in 
Great Britain. With this special feature, it cannot be said that 
Indians would be so rash as to ask for any system of reforms 
which would jeopardise the safety of those in India who 
have lent to the Government to the extent of Rs. 645·95 
crores. Most of this debt of India is productive debt. Why 

s Paragraph 391 of the &pori. 
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then this extra caution that the management of finance in 
India cannot be left with the legislature in India and specially 
cannot be left to be looked after by those whose interests ar., 
the same as those of the British investors! 

The City Financiers may be satisfied but the Indian 
investors cannot be neglected, because if the latter's confidence 
is lost the credit of the Government cannot be maintained 
even for a day. It is the Indian investor who, in future, will 
provide most of the money and the Government should do 
nothing which may lose them his confidence. The fact that 
the recent 3 per cent. Government of India loan was over
subscribed in 20 minutes shows that India has adequate 
monetary resources which can satisfy the financial needs of 
the Government of India. The interests of the Indian investors 
should, therefore, be primarily considered. 

Argentine and America borrowed money from London. Did 
they provide any safeguards in their constitution T If not 
why should the City Financiers ask for safeguards from us! 
We have been with them and shall remain with them as co
partners in the Empire. The Argentine and America are not 
partners with England and still they got money without pro
viding for special safeguards. The best safeguard is the 
goodwill of the Indians. If 80 per cent. of the revenue is 
mortgaged to London through the Governor-General, then 
the position of the Indian investors is simply jeopardised and 
is not at all secure and, therefore, Indians must oppose these 
safeguards. 

FINANCIAL .ADVISER 

No case seems to have been made for a Financial Adviser. 
This was a new proposal at the Third Rmmd Table Conference 
to which Indian representatives did not agree. If at all ne
cessary he should be appointed in consultation with the Minister 
and should in no way be a representative of vested interests 
either in India or in England. C"nder the proposals of the 
White Paper he will be responsible to the Governor-General 
and \1\ill thus be ultimately controlled by the Secretary of 
State. Cnder the circumstances, he can easily be a source of 
danger to the working of the Constitution. Section 15 of the 
Government of India Act, 1935, provides for the appoint
ment of a financial adviser who shall assist the Governor
General in discharging his special responsibility to safeguard 
the financial stability and credit of the Federal Government. 
He shall also give his advice to the Federal Government on 
sueh financial matters on which he may be consultt'd. He 
shall hold office during the pleasure of the Governor-General, 
whose powers with regard to the financial adviser's appoint
nwnt, digmissal, salary, ete., shall be exercised by him in hig 
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<liscretion. Section 15 also contains a proviso to the effect 
"that, if the Governor-Generl has determined to appoint a 
financial adviser, he shall, before making any appointment 
other than the first appointment, consult his ministers as to 
the person to be selected." 

THE GENERAL BUDGET 
Coming to the General Budget amounting to about Rs. 90 

trores net, it may be noticed that the finance of the Army 
is to be controlled by the Crown which takes away nearly 
4 7 crores ; while debt charges amount to about Rs. 15 crores 
and pensions and other charges about Rs. 10 crores which 
are to be reserved to the· Crown. Thus out of a budget of 
about Rs. 90 crores, about Rs. 72 crores is to be reserved 
to the Crown. When, therefore, 80 per cent. of our revenue 
is reserved to the Crown and the legislature will have no say 
with regard to this am6unt, and when in the remaining 
20 per cent. also the Governor-General will be able to inter- · 
fere in cases of emergency which will come under his special 
responsibility, .it will be seen that the transfer of control to 
the future Finance Member of India is not substantial. If 
we are to have control over our finances, the mortgages should 
first be reduced and then the safeguards will be tolerable 
~wen if they are rigid. As the position stands at present, 
even if the safeguards are relaxed it is not possible to get any 
~fiective control over our finances. 

This can be done by reducing the military expenditure 
~.nd the debt charges substantially. According to the Simon 
Commission the military expenditure of India increased by 
100 per cent. between 1913 and 1928; while in the case of the 
Dominions the increase was only 33 per cent. and in the case 
<lf Great Britain 48 per cent. Prices are now much lower than 
in 1913 and there is a great scope for reduction in this item. 

With regard to debt services, it should be said that Indians 
are prepared to bear every pie of debt they have borrowed, 
but expenditure on account of the Egyptian War, the Sudan 
Wa.r, the Abyssinian War, etc., should not have been debited 
to Indian revenues. If India's obligations were thoroughly 
examined and if probably the Report of the Capitation Tribunal 
were to see the light of the day, a very strong case would have 
been made out for reducing this burden from the shoulders 
{If India. If this could be done even rigid safeguards would 
be tolerable. 

It may thus be said that a careful examination of the provi· 
sions of t.he Government of India Act, 1935, relating to finance 
and commerce shows that very serious handicaps have been 
imposed upon the Indian legislature in these respects. Under 
these circumstances, it would be very difficult either for the 
Federal Legislature or for the Federal or Provincial Ministers 
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to pursue a policy to suit the interests of Indian commerce, 
trade and industries. The policy of the progressive Indian 
1\Iinisters is likely to come into conflict with the special powers 
and responsibilities conferred upon the Governor-General and 
the Governors. Indeed, assurance to British investors and 
British traders is necessary on the eve of the great constitutional 
-change, shortly coming into operation in India ; but the best 
assurance in this connection is goodwill ; while the statutory 
assurance, if necessary at all, should also contain provisions 
.or safeguards for Indian business trade and commerce. 



CHAPTER XX 

Railway Finance 
THE economic development of a country is dependent 

upon a well-organised and well-developed system of transport. 
The industrial revolution of the. 19th century was caused and 
facilitated by the growth of suitable systems of transport. 
Large-scale production requires cheap and quick means of 
communication, which are necessary to send goods from the 
places of their production to places of consumption. In the 
absence of an adequate and suitable system of transport, the 
industrial development of the various countries would have 
suffered considerably or in fact beyond comprehension. 

In India the gradual break-up of the isolation of the 
village is due to railways, which have facilitated the inter
change of goods between villages and towns. They have 
enabled raw materials to go out of India and thus facilitated 
the commercialisation o'f agriculture in the country. Without. 
railways, the Punjab Canal Colonies, the Sind Irrigation Scheme 
and other irrigation schemes would not have been possible. 
They have promoted and facilitatl:'d the internal and foreign 
trade of India and they have augmented the revenues of the 
Central and the Provincial Governments. They have also enabled 
famine relief operations to be organised and co-ordinated. The 
misery, starvation and the high death roll of the famines in 
India in the past have been removed, because railways now 
facilitate the transport of food grains to the areas of droughts 
and scarcity from those of superabundance. They have been 
responsible for the extension of markets in India for industrial 
and agricultural products. 

Their evils should not be ignored. They have intensified 
foreign competition and have been responsible for the decay 
of the Indian handicraft industries in the past. They have 
encouraged the advent of foreign capital into the country both 
as investment capital and as loan capital, and the former has 
many disadvantages. In the past their rates policy has not 
been sound and initially they were very costly to the Indian 
tax-payer. In this chapter, the problems relating to the financing 
of Indian railways '\\ill be considered ; while a brief reference 
will also be made to other allied problems. 

The history of Indian railways closely reflects the financial 
Ticissitudes of the country. The construction of railways in 
India was contemplated some time after the establishment of 
railways in England. It is ne(·essary to make a brief review 
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of the history of Indian railways to understand the policy of 
Government towards railway construction in this country and 
to understand the methods by which railway finance has been 
raised. 

The first period of the history of railways in this country 
may be called the period between 1844 and 1869, charaA:Jterised 
by the Old Guarantee System. Three experimental lines 
were sanctioned in 1845, which were the East Indian Railway 
from Calcutta to Raniganj about 120 miles in length ; the 
Great Indian Peninsular Railway from Bombay to Kalyan, 
a distance of about 33 miles, and the 1\fadras Railway from 
:Madras to Arkonam, a piece of about 39 miles. But Indian 
railway construction on a serious scale dates from Lord 
Dalhousie's famous 1\finute of 1853 on Indian Railways. In his 
)finute he pointed out the advantages to India of the construc
tion of railways. He suggested a great scheme of trunk lines 
linking the presidencies with eaA:Jh other and the inland regions 
with the prineipal ports. He preferred the agency of com
panies under Government control and supervision, to direct 
construction by Government ; because he thought that the 
withdrawal from other important duties of the large number 
of officers required for railway construction would be detri
mental to the public interest and because commercial under
takings according to him did not fall within the proper func
tions of Government, particularly in India, where it was 
necessary to discourage people depending too much on Govern
ment. This would also encourage the flow of British capital 
into India for trade and manufaA:Jtures. He suggested that 
these companies should have a Government guarantee of 
interest to insure private capital against the risks of pioneering 
work. · 

The difficulties of the 1\Iutiny in moving the troops and 
other provisions powerfully reinforced the need of railway 
construction in this country, and by the end of 1859 contracts 
had bet>n entered into with eight companies for the construc
tion of 5,000 miles of line, involving a guaranteed capital of 
£52 millions. These companies were (1) the East Indian; 
(2) the Great Indian Peninsular; (3) the Madras; (4) the 
Bombay, Baroda and Central India; (5) the Eastern Bengal: 
(6) the Indian Branch, later the Oudh and Rohilkhand State 
Railway ; (7) the Sind, Punjab and Delhi, now merged in 
the Xorth Western Sta.te Railway; and (8) the Great Southern 
of India, now the South lnqian Railway. The main features 
of the contracts with these guarant.eed companies were as 
follows:-

1. Frt>e grant of laud; 
II. A guarantt>ed r-ate of interest ranging from 4l to » 

}Wr Cl'nt. and payable at 22 d. tQ tht> rupee: 
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III. Utilization of half the surplus profits earned by the 
companies to repay Government any sums by 
which they might have had to make good the 
guarantee of interest in previous years; 

IV. Government control and supervision; and 
V. Option to Government to purchase the lines on fixed· 

terms at the. close of 25 years. 
The early results of the system were disappointing, because· 

the railways failed to make profits sufficient to meet the gua
ranteed interest and the deficits in the railway budget amounted 
to Rs. 1,672 lakhs by 1869. This was attributed by some. 
critics to the unnecessarily high standard of construction adopted 
and to the extravagance of the companies, who had n(} 
incentive for economy of construction under the guarantee 
system. The Indian Railway Committee presided over by 
the late Sir William Acworth has, however, expressed the· 
opinion that they "see no reason to doubt that the formation 
of guaranteed companies with headquarters in London was. 
wise at the time when the policy was adopted. India needed 
railways. The money to build them could only be found in. 
England. And in the middle of the nineteenth century com
pany shares were the form in which capital would naturally 
be raised. And no company could be expected to embark 
its capital without a guarantee from the State."1 Others have· 
denied that English capital could have been attracted only 
under the system of guarantee. Mr. William Thornton in his. 
evidence before the Parliamentary Committee of 1872 pointed 
out that English capital would have come into India for rail
way construction even without the guarantee of the State ; 
because there was no scope for remunerative investment at 
home. It was, therefore, seeking outlets in South America 
and other countries and it would not have neglected India. 
In any case, the guaranteed rate of interest could easily have· 
been lower ; because later on at the guaranteed rate of interest. 
of 3l per cent. the British investors invested money in Indian. 
railways. The terms of contracts were thus probably un
necessarily liberal to the companies and this fact coupled with 
the lack of development of industries in India to supply 
materials to railways made the railways very expensive. 

From 1869 the formation of guaranteed companies. 
ceased and the new lines built in the next ten years were· 
constructed by the Government and managed by them directly. 
It was decided to borrow annually amounts up to two million 
pounds for constructing lines to be managed by the State and 
the metre guage was adopted on grounds of economy. The 

· contracts with the original guaranteed companies ran for 50. 

1 See Paragraph 188. 
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or 60 years ; but in every case the Government reserved the 
right to buy out the companies at an intermediate date after 
25 ·or 30 years. These powers first began to be exercisable 
in 1879 and have continued to be exercised in almost every 
case since then.· The form of the purchase price was paid in 
cash, in India stock; while in some cases wholly or partly 
in · terminable annuities. The East Indian Contract was 
terminated in 1879 and the value of the shares of the Com
pany was fixed at £ 125 per £ 100. The purchase price was 
ascertained to be £3,27,50,000; and this sum was commuted 
into a terminable annuity of £ 14,73,750, payable annually 
till February 1953. Thus the East Indian System became 
Government property. The concession of the Great Indian 
Peninsula was for 50 years from 1850 ; but it was not de
nounced in 1875 and accordingly ran ti111900. This line was 
also mainly paid for in terminable annuities. 

By the early eighties, the current of opinion in favour of 
direct state management had spent its main force and Govern
ment again considered it expedient to enlist the aid of private 
enterprise in the comtruction of railway lines required as a. 
protection against famine. Thus under the new system the 
Southern Mahratta, the Bengal-N agpur and the :Midland 
Railways came into existence. The features which differen
tiated these systems from the older guarantee syst,em were as 
follows:-

(1) the lines constructed by the companies were declared 
to be the property of the Secretary of State for India, who was 
empowered to terminate the contracts at the end of twenty
five years after their repsective dates of entry or at subsequent 
intervals of ten years, on repayment of capital at par to the 
companies; 

(2) interest was guaranteed at 3! per cent.; 
(3) Government retained three-fifths of the surplus 

profits for its own benefit. 
Other types of railway companies also came into existence 

during this period. :Sative states were invited to undertake 
construction in their own territories and the Hyderabad State 
was the first to ext(lnd a guarantee of interest to the State 
railway. Then the syst-em of rebates was introduced. Com· 
panies were ofl'er{'d a. rebate on the gross earnings of the traffic 
int<'rchanged with the main line, so that the dividend might 
<'orne up to 4 per cent. ; but the rebat~ was limited to 20 per 
et>nt. of the gross earnings. These rebate terms did not prove 
attractive in view of the competition of 4 per cent. trustee 
stocks. Hence they were revised in 1896 to provide for an 
absolute guarant.,e of 3 per cent. with a share of surplus profits 
or rebate up to the full extent of the main line's net earnin(J'A 
in supplement of their own net earnings. The total was limi~d 
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to 3! per cent. on capital outlay. These rebate terms were 
revised from time to time to provide for an absolute guarantee, 
with a share of surplus profits or a higher rebate, to meet the 
requirements of the market. The requirements of the market 
were met and there was a mild boom in feeder railway con
struction ; and the stock of sound companies stood at a 
substantial premium. 

This method of encouraging the construction of lines 
thus originated, because the Government of India were unable 
to furnish the necessary capital. According to the Acworth 
Committee this method had no other, merit except that it 
enabled lines to be built which otherwise would not have been 
built. The following disadvantages were pointed out by the 
Committee :-

1. The Branch Line Company is usually a fifth wheel 
to the coach. It implies in some cases a separate construction 
stafi ; it always implies a separate Board of Directors, and 
separate accounts. 

2. Where the branch is worked by the main line, if its 
Directors feel that the management is unsatisfactory, they 
not only make representations to the main line administration, 
but in the last resort can appeal to the Railway Board which 
does not make for harmony. 

3. Capital raised by a small private undertaking, even 
with a Government guarantee, will cost more than money 
raised by the State. 

4. There is a great, confusion on account of the multipli· 
cation of independent Railway Companies. Each company 
desires to reserve for itself a separate sphere of influence ; and 
jealously demands that, if any new-comer intrudes into that 
sphere, he shall pay toll to the original concessionaire. This 
only complicates a situation which should be considered solely 
irom the point of view of the public interest. 

5. The existing Branch Line Companies have ceased for 
some time to raise additional capital for capital requirements. 
They have either obtained overdrafts from various banks for 
this purpose at heavy rates of interest or issued debentures at 
special rates of interest, usually about 7 per cent., or in several 
cases asked for money to be advanced to them by the Railway 
Board. So far, therefore, from reducing the amount that the 
Government of India have to raise in the open market, they 
are at present increasing that amount. 

6. Another serious disadvantage not mentioned by the 
Acworth Committee is that the main line usually works the 
Feeder or Branch Line for a remuneration which, in most cases, 
is limited to a maximum of a fixed percentage of the gross 
earnings of the Branch Line (usually 40 per cent. or 50 per 
~ent.)-terms of remuneration which are grossly inadequate. 
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The result is that many of the main lines whose working 
expenses are from 60 to 80 per cent. of the gross earnings are 
saddled with heavy expenditure which ought to have been 
debited to Branch Line Companies. Where the Branch 
Line Companies are successful, that is, where their shares 
command a heavy value, their profits are inflated owing to their 
working expenses being artificially reduced. Again, where in 
the case of less prosperous Branch J.ine Companies, the Govern
ment has to make a direct subsidy in order to make up the 
guaranteed interest on the capital, the amount paid by way of 
subsidy does not reveal the true loss of the Government in 
connection with the Branch Line Company. To this subsidy 
should be added also the additional loss incurred from the main 
line working the Branch Line at less than the act1,1al cost. 
This is not, however, the full loss sustained by the Government 
in connection with these companies. They have been supplied 
with land free of charge and the cost of such land is not taken 
into account either in the capital or the revenue accounts 
of the companies concerned. 

The arguments used in favour of these companies were:-
1. That money had been raised which the Government 

of India was unable to furnish. 
2. That a claim was made that the Branch Line Company 

obtained from local sources money that would never be sub· 
scribed to a Government loan. 

3. That there may be cases of a Branch Line of smaller 
gauge worked independently, which the Branch Line Company 
can operate more economically than a main line. 

4-. That the utilisation of the agency of these companies 
is advantageous in cases where the Government itself is unable · 
or refuses to raise the necessary amount of capital for .new 
constructions. Such a position is not likely to recur in the 
future. This method is a far more expensive method of raising 
money for the construction of railways than direct Govern
ment loans can ever be. The total amount of capital raised 
through their agency has only been about Rs. 10! crores. In 
itself this amount is less than the lapse that occurred in the 
Railway Budget in the provision of capital expenditure for 
the war 1933-34. 

The Aeworth Committ~e, therefore, recommended that the 
aim of the Government should be to reduce by amalgamation the 
number of existing companies and that it should only be in cases. 
where the Stat~ cannot or will not provide adequate funds that 
private entt>rprise in the Qirection should be encouraged. 

In 19~5, the Government decided that the Branch Line 
poliey should be abandoned and that an endeavour shou1d be 
made to reduce the number of the existing Branch Line Com
panies. If on any occasion the Government of India. should be 
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unable to find funds for construction, ,and should it be consi
dered advisable to tap fresh sources for subscription to railway 
loans by offering terms different from those given to the ordinary 
Government loans, that is, by offering not only a fixed rate of 
interest, but a share in the profits of a particular Branch Line, 
there appears to be no advantage of llSing a half-way house 
specially to float a loan ·on such terms: there is no reason why 
the Government should not raise the loan direct. The Govern
ment have also expressed their readiriess to construct such lines 
for purely local or administrative convenience upon guarantee 
against loss from a Local Government or a local authority 
concerned. Some such arrangements have been made with 
Local Governments in Bombay~ Burma, Punjab and Madras. 

In the next period between 1900 and 1914, there was a 
rapid extension and development of railways and the railways 
began to make profits. In 1905, the Railway Branch of the 
Public Works Department was abolished and the railways were 
entrusted to a separate department. A Railway Board con
sisting of a President and two members was established at the 
head of the railway system under the Department of Commerce 
and Industry. In 1908; the Mackay Committee on Railway 
Finance recommended an annual capital expenditure of £ 12! 
millions on railways and it could be periodically revised. The 
Government could not adhere to the standard recommended 
by the Mackay Committee ; but they spent much larger sums 
than in previous years. In this period, the railway mileage 
increased from 24,752 in 1900 to 34,656 miles in 1913-14 and 
the capital outlay increased from Rs. 329 ·53 crores to Rs. 495 ·09 
-crores. 

It was during this period that railways began to make 
:profits. The losses to the State up to 1898 amounted to 
Rs. 57 ·80 crores, and for the first time in 1899 the railways 
showed a small profit of Rs. lllakhs. In successive years, the 
net receipts grew rapidly. After that, year after year (except 
in 1908 and 1921) there were net gains, which achieved a 
record of 15 ·85 crores of rupees in 1918. This was due to the 
general economic development of the country and, in parti
cular,. to the development of the Punjab and Sind irrigation 
systems. With the completion of the Chenab and Jhelum 
Canals, the unprofitable frontier railway, which was the 
Cinderella Railway in India, began to make a large profit for 
the State. Railway profits vary from year to year in India, 
because they depend upon monsoon conditions and upon the 
eourse of the internal and external ~rade of the country. The 
adoption of the recommendations of the Acworth Committee 
and the retrenchment carried out in response to the recommenda
tions of the Inchcape Committee (1922-23) made the financial 
:position of Indian railways sounder than before. 
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The railway system in India could not meet the require., 
ments of the public between the years 1914 and 1921. Railway 
material could not be imported from England during this 
period and the existing lines even could not be maintained in 
good condition, nothing to say of the fresh extension. Main
tenance and renewals fell seriously into arrears between 1914 
and 1918 as shown in the following table, giving the percentage 
of expenditure on programme revenue works to gross earnings =' 

Year 
1913-14 
1914-15 
1915-16 
1916-17 
1917-18 
1918-19 

Per cent. 
6·1 
5·7 
4·6 
3·3 
2·1 
2-4 

The expenditure was only postponed and had to be 
incurred later on. An ordinary commercial concern would have 
carried the money so underspent to reserve for replacements 
to be spent when the materials were again available. The 
independent railway companies did this ; but the State rail
ways did not. The unspent money was treated as part of the 
ordinary revenue of the Government in the year in which it 
was not spent, and the result was that the net profits of the 
State railways in the official returns were shown as having 
increased from 4 ·54 per cent. in 1914 to 7 ·07 per cent. in 
1918-19. The appa,rent gain was not real and the result was 
that, immediately after the War when the railway machinery 
was in urgent need of repair, funds were not forthcoming to 
put it right. The position was that maintenance was in arrears 
and the cost of materials of all kinds was above the pre-War 
level, and wages had also increased. The Acworth Committee 
thus summarised the position : "There are scores of bridges 
with girders unfit to carry train loads up to modern require
ments ; there are many miles of rails, hundreds of engines, 
and thousands of wagons, whose rightful date for renewal is 
long overpast. Their cost has not been written off. They 
stand in the books at the original figure. The Government 
has formed no replacement reserve. It is not now physically 
possible within a short period of one or two years to replace 
all the plant of which the economic life is exhausted. If it 
were possible, it would be a burden upon current revenue too 
hcary to be borne "ithout upsetting the normal railway 
finanee. The position due to the unwise methods of the 
past must be redressed gradually. It will never be redressed 
under the present system of programml.'s and annual grants 

1 See P1u·agraph 70. J' 
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and lapses, but only when commercial accounting methods are 
introduced in the management of a commercial undertaking."3 

It was, therefore, not surprising that the public and the trading 
classes suffered a great inconvenience and loss. Public opinion 
was thus becoming very hostile to the management of State 
:railways by guaranteed companies domiciled in England and 
demanded State management. 

The Indian Railway Committee presided over by a railway 
-expert from England, the late Sir William Acworth, was ap
pointed in November 1920. The appointment of the Committee 
was the outcome of discussions originating in the question of 
the action to be taken in connection with the East Indian 
:Railway, a State-owned railway managed by the East Indian 
:Railway Company, whose contract was terminable in December 
1919. The contract was extended to 1924 ; and the general 
questions arising out of the discussion of the case were referred 
to the Acworth Committee. The terms of reference of the 
Committee were :-

" (1) To consider, as regards railways owned by the 
State, the relative advantages, financial and administrative, 
in the special circumstances of India, of the following methods 
()f management:-

(a) direct state management; 
(b) management through a company domiciled in England 

and with a Board sitting in London ; 
(c) management through a Company domiciled in India 

and with a Board sitting in India ; 
(d) management through a combination of (b) and (c); 

and advise as to the policy to be adopted as and when 
the existing contracts with the several railway com
panies can be terminated. 

"(2) To examine the functions, status and constitution of 
the Railway Board and the system of control exercised by the 
Government of India over the railway administration, and to 
:recommend such modifications, if any, as are necessary for the 
.adequate disposal of the railway business of the Government. 

''(3) To consider arrangements for the financing of railways 
in India, and in particular the feasibility of the greater utilisa
tion of private enterprise and capital in the construction of 
new lines. 

"(4) To report whether the present system of control by 
{'...overnment of rates and fares and the machinery for deciding 
disputes between railways and traders are satisfactory, and. 
jf not, to advise what modifications are desirable. 

a See Paragraph 68. 
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''(5) To make recommendations that may seem germane 
to the enquiry." 

The Committee issued their Report in 1921 and its recom
mendations fall into the following categories : those relating 
t.o (a) finance and financial control; (b) the constitution, 
functions and status of the controlling authority ; (c) relations 
bet,ween railways and their customers ; (d) management and 
finance ; and (e) miscellaneous questions. 

SEPARATION OF THE RAILWAY FINANCE FROM THE 

GENERAL FINANCE 

The question of the separation of the railway finance from 
the general finances of India was discussed in 1899 during the 
Viceroyalty of Lord Curzon. Both Colonel Gardiner, t,hen in 
charge of the Public Works Department, and Lord Curzon 
advocated the separation of the railway from the Imperial 
finance, because the existing system was faulty and fatal to 
railway development. The Secretary of State, however, 
expressed the opinion that, as long as the railways depended 
on Government for money, they must share in the vicissitudes 
of the public finances. 

1 
The question was again raised in 

1906, by Sir John Hewett, then the Commerce Member of 
Council, who advocated separation. The Acworth Committee 
in 1921 recommended the same course, and the question was 
further examined by the Railway Finance Committee ; but it 
was decided to postpone a definite decision. The question was 
a,gain examined in connection with the recommendation of the 
Retrenchment Committee in 1923, that the Indian railways 
should be so worked as to yield an average return of at least 
5! per cent. on the capital at charge and it was decided that 
the separation should be carried out, and the Separation.Con
vention was arrived at. Before discussing the main features 
of the Separation Convention, we may examine the recom
mendations of the Acworth Committee in this connection. 
They recommended the separation of the railway finance from 
the general finances on various grounds. Firstly, in the past 
the Government failed to provide the railways with adequate 
funds for capital and expenditure on development and exten
sions, and even for the essential operations of renewals and 
repairs. The Mackay Committee had recommended that the 
Government should fix periodically a standard of annual 
capital expenditure amounting to Rs. 18 ·75 crores and that 
it was desirable to adopt a steady annual rate of expenditure 
which might be reasonably maintained even in times of diffi. 
culty. The Government did neither adopt "the modest 
standard recommended by the Committee," nor adhered over 
a series of yt'ars to any uniform rates as shown by the following 
table:-
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Year 

1908-09 
1909-10 
1910-11 
1911-12 
1912-13 
1913-14 
1914-15 
1915-16 
1916-17 
1917-18 
1918-19 
1919-20 
1920-21 
1921-22 

PUBLIC FINANCE 

·Capital programme 
Rs. Crores 

15·00 
15·00 
16·30 
14·25 
13·50 
18·00 
18·00 
12·00 
4·50 
5·40 
6·30 

26·55 
21·98 
17·82 

The outbreak of the War must necessarily have led to a, 
~toppage of railway development, but the failure to carry into 
effect either of the recommendations of the Mackay Committee 
is obvious from the figures prior to 1915-16. 

Secondly, the system of allotm<mts then prevailing was 
very adversely criticised by the Committee. The eiiect of 
inadequate allotments would have been bad in any case ; but 
it is worse when "the allotment is suddenly cut down during 
the currency of the year to which it relates, and works. in 
progress are suspended, staii are disbanded at a moment's 
notice, and materials are left lying on the ground for an in
definite period~ An almost equally bad eft~ct is produced 
when later on in the year, the general financial position having 
unexpectedly improved, the Finance Member with equal 
.suddenness lifts his hand and thus encourages the railways 
to spend more freely. For then, in fear of the guillotine of 
~lapse' which must descend on 31st March, in eager haste 
the railway officials start to spend, with inadequate staff and 
1mrriedly collected materials, the money unexpectedly thrust 
upon them."4 .As a practical ef.I~ct of the policy, the Com
IDittee referred to the completion of the Itarsi-Nagpur Railway, 
233 miles in length, which took about 17 years to be completed 
from the date of construction. Out of the estimated total 
()Ost of the line of Rs. 4{ crores, Rs. ll crores was expected to 
be the interest charge on the capital which lay idle, while the 
1ine was still under construction. 

The Committt'e then described the system of programmes 
according to which the allotments were made to the diil.lrent 
nilways. Each .Agent submitted to the Railway Board the 
July Foreca.st, a, statement relating to Programme Capital 

t See Para.:;:raph 36. 
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Expenditure and to Programme Revenue Expenditure. It was a 
]Jrovisional combination of the two programmes, setting out the 
amount desired by the Agent to be allotted to him for expenditure 
-on renewals, betterments, additions and extensions during the 
year commencing on the following 1st April. The statement 
;apecified separately all works costing mort' than Rs. 2,50,000. 

The programme included figures for three years and the 
.system of forecasting for three years ahead was introduced in 
190t. The second and third year forecasts began to be ignored 
by the Railway Board and treated as negligible by both sides. 
In the July Forecast the .Agent kept down his demand "not 
only by his feeling that it is useless to ask for the unattainable, 
but also by his knowledge that, in default of a settled programme 
-of uninterrupted construction resting on secure finance, his 
power of spending is restricted to that with which his existing 
-engineering organisation can cope.'' 

The programme then was discussed with the Railway 
Board and the latter would arrive at a prPliminary agreement 
with each Agent regarding the sums which might be allotted 
to him for expenditure in the ensuing financial year on Capital 
Account and Revenue Programme Account. The former 
includes the whole cost of new works and that part of the cost 
of replacements which represent betterments and additions ; 
while the latter includes so much of the cost of such works of 
renewals and replacements as is chargeable to revenue, but 
excludes all revenue exp<'nditure of the nature of wages, 
eurrPnt working expenses and ordinary day-to-day repairs. 

The Railway Board after reducing them would add them 
up and place the consolidated statement before the Finance 
Department to ascertain the amount likely to be supplied by 
the Finance 1\Iember. On hearing from the Finance Depart
ment, the Forecasts were re-examined by the Railway Board 
and about the month of August each Agent was instructed to 
revise his programmes on the new basis. 

A consolidated triennial railway programme of capital 
-expenditure was compiled by the Railway Board at this stage 
and submitted to the Secretary of State for approval in 
November. After receiving the Secretary of State's cabled appro
val, the Railway Board would communicate to each Railway 
Agent the provisional grant of the preceding December. On 
receipt of the final allotment each railway would draw up the 
tlnal issue of the Budget estimat-e, showing in detail each 
"ork individually costing over Rs. 25,000, and the same would 
be submitt~d to the Railway Board in the following month. 
The Commit~e summarised the whole position in Para!!Taph 
!H of thPir Rl'port as below:- e 

''Apart from the suceessive stages of discussion and 
~stimating already indica~d, there are frequent revisions and 
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reviews of the figures and estimates, which ·are necessitated 
mainly by the inclusion of the railway figures in the general 
budget of the country. The grant.s intimated to the railways 
at the end of March, that is, just before the commencement of 
the year to which they relate, are far from being final except 
in name. Changes are frequent throughout the year ; they 
are sometimes necessitated by developments in the railway 
position which lead to increased demands which could not 
have been foreseen, or to surrenders of funds which for one 
reason or another it has proved impracticable to spend 
advantageously within the period covered by the grant. But 
they are also occasioned by considerations of a quite extraneous 
nature ; grants may be cut down during the year because the 
Finance Department has to meet increased demands from other 
departments, or they may be increased unexpectedly at a late 
stage in the year because of some unforeseen windfall." 

The system of lapse was also criticised by the Committee 
though it was approved by the Mackay Committee. That 
portion of the grant which. could not be spent in the year con
cerned lapsed and the result was that the railway Agent would 
try to get the work done hurriedly, and works in progress 
might remain unfinished ; because there was no certainty that 
enough money would be available in the next year. 

The result was that immediately after the War the Govern
ment were compelled to pay as high as 7 per cent. for money 
which before the War could have been had at about 4 per cent.; 
because it was not possible to postpone the expenditure further. 
According to the Committee, the economic development of 
India suffered heavily because of the utter failure even to 
keep abreast of the day-to-day requirements of the traffic 
actually in sight and clamouring to be carried. If the Govern
ment had borrowed money even at a rate considerably higher 
than the rate of net return that could be earned by the railways 
on the amount, the action of Government according to the 
Committee would have been justified. 

The Committee, therefore, did not think that the Indian 
railways could be modernised and improved to be able to 
advance the economic development of the country without 
radical reforms in the methods of finance. It was, therefore, 
recommended that the Railway Budget should be separated 
from the General Budget of the country and reconstructed in 
a form which frees a great commercial business from a system 
which assumes that the concern goes out of business on each 
31st of March and recommences on the 1st of April, and that 
the railway management should be emancipated from the 
control of the Finance Department. 

The Committee recommended that railways should have 
a separate Budget of their own and assume the responsibilities 
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for earning and spending their own income. The first charge 
<>n that income after meeting their working expenses should be 
inter(lst on the debt incurred by the State for railway purposes. 

THE SEP ARA.TION CONVENTION 

On 20th September 1924 the Assembly adopted a Reso
lution regarding the separation of Railway from General 
Finances. The Resolution is given below :-

"This Assembly recommends to the Governor-General in 
Council that in order to relieve the general budget from the 
violent fluctuations caused by the incorporation therein of the 
railway estimates and to enable railways to carry out a conti
nuous railway policy based on the necessity of making a definite 
return to general revenues on the money expended by the 
State on railways :-

(1) The railway finances shall be separated from the 
general finances of the country and the general revenues shall 
receive a definite annual contribution from railways which shall 
be the first charge on the net receipts of railways. 

(2) The contribution shall be based on the capital. at 
<\barge and working result of commercial lines, and shall be 
a sum equal to one per cent. on the capital at charge of com· 
merciallines (excluding capital contributed by Companies arid 
Indian States) at the end of the penultimate financial year plus 
o0ne-fifth of any surplus profits remaining after payment of 
this fixed return, subject to the condition that, if in any year 
railway revenues are insufficient to provide the percentage of 
one per cent. on the capital at charge, surplus profits in the 
next or subsequent years will not be deemed to have accrued 
for purposes of division until such deficiency has been made 
good. 

The interest on the capital at charge of, and the loss in 
working, strategic lines shall be borne by general revenues and 
~hall consequently be deducted from the contribution so 
calculated in order to arrive at the net amount payable from 
railway to general revenues eaeh year. 

(3) Any surplus remaining after this payment to general 
revenues shall be transferred to a railway reserve ; provided 
that if the amount available for transfer to the railway reserve 
exceeds in any year three crores of rupees only two-third of the 
f'Xcess over three crores shall be transferred to the railwav reserve 
and the remaining one-third shall accrue to general r~venues. 

(4) The railway reserve shall be used to secure the pay· 
ment of the annual contribution to general revenues ; to 
provide, if necessary, for arrears of depreciation and for writing 
down and writing off capital; and to strengthen the' financial 
position of railways in order that the services rendered to the 
public may be improved and rates may be redueed. 
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(5) The railway administration shall be entitled, subject 
to such conditions as may be prescribed by the Government of 
India, to borrow temporarily from the capital or from the 
reserves for the purpose of meeting expenditure for which 
there is no provision or insufficient provision in the revenue 
budget subject to the obligation to make repayment of such 
borrowings out of the revenue budgets of subsequent years. 

(6) A Standing Finance Committee for Railways shall 
be constituted consisting of one nominated official member of 
the Legislative Assembly who should be chairman and eleven 
members elected by the Legislative Assembly from their body. 
The members of the Standing Finance Committee for Railways 
shall be ex officio members of the Central Advisory Council, 
which shall consist, in addition, of not more than one further 
nominated official member, six non-official members selected 
from a panel of eight selected by the Council of State from their 
body and six non-official members selected from a panel of 
eight elected by the Legislative Assembly from their body. 

The Railway Department shall place the estimate of 
railway expenditure before the Standing Finance Committee 
for Railways on some date prior to the date for the discussion 
of the demand for grants for railways and shall, as far as possible, 
instead of the expenditure programme revenue show the ex
penditure under a depreciation fund created as per the new 
rules for charge to capital and revenue. 

(7) The railway budget shall be presented to the Legisla
tive Assembly if possible in advance of the general budget and 
separate days shall be allotted for its discussion, and the Member
in-charge of Railways shall then make-a general statement on 
railway accounts and working. The expenditure proposed in 
the railway budget, including expenditUl'e from the depreciation 
fund and the railway reserve, shall be pla.ced before the Legis
lative Assembly in the form of demands for grants. The form 
the budget shall take after separation, the details it shall give 
and the number of demands for grants into which the total 
vote shall be divided shall be considered by the Railway Board 
in consultation with the proposed Standing Finance Committee 
for Railways with a view to the introduction of improvements 
in time for the next budget, if possible. 

(8) These arrangements shall be subject to periodic 
revision but shall be provisionally tried for at least three years. 

(9) In view of the fact that the Assembly adheres to the 
resolution passed in }'ebruary 1923, in favoUl' of State manage
ment of Indian railways, these arrangements shall hold good 
only so long as the East Indian Railway and the Great Indian 
Peninsula Railway and existing State-managed railways remain 
under State management. But, if in spite of the Assembly's 
resolution above referred to, Government should enter on any 
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negotiations for the transfer of any of the above railways to 
Com11any management such negotiations shall not be concluded 
until facilities have been given for a discussion of the whole 
matter in the Assembly. If any contract for the transfer of 
any of the above railways to Company management is con
cluded against the advice of the Assembly, the Assembly will 
be at liberty to terminate the arrangements in this Resolution. 

Apart from the above Convention this .Assembly further 
recommends-

" (I) that the railway services should be rapidly Indianised, 
and further that Indians should be appointed ag 
Members of the Railway Board as early as possible, 
and 

(II) that the purchases of stores for the State Railways 
. should be undertaken through the organisation 
of the Stores Purchase Department of the Govern
ment of India." 

THE ACTUAL CONTRIBUTION 

The question is whether the railway system of a country 
is to be run in the national interests without regard to the cost 
of the service and the return on the outlay, or whether a fair 
return should be guaranteed by maintaining a certain level of 
rates and fares. The trend of opinion in recent years seems to 
be to achieve a fair return on capital or a standard revenue 
based on the conception of such a fair return. If the railways 
are owned by the State, should the gain be utilised for railway 
development or go to reduce the rate of fair return, or should 
it go to reduce taxation Y The Convention of 1924 was of the 
nature of a compromise which divided up the net gain and 
allowed a portion to be utilised to reduce taxation and another 
in building up railway reserves. 

The following table shows the contributions to General 
RevflnUf'S :-

Year 
192!-25 
1925-26 
1926-27 
1927-28 
192~29 

. 19~9-30 
1930-31 
1931-32 
1932-33 
1933-34 (Revised) 
1934-35 

Crores of Rupees 
6·78 
5·49 
6·01 
6·28 
5·~3 
6·12 
5·74 
5.31* 
5·.23* 
5 ·21 * 
5·04* 

• These contributions were due but held in abeyance owing to the 
net railway earnings bein~ insu1\icient. 
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The following table shows the position of the Depreciation 
Fund:-

Year 
1924-25 
1925-26 
1926-27 
1927-28 
1928-29 
1929-30 
1930-31 
1931-32* 
1932-33* 
1933-34* 
1934-35 

Rupees in Crores 
Credit. to Fund Debit to Fund 

10·35 7·39 
10·67 7·98 
10·89 8·05 
11·38 10·95 
12·00 9·60 
12·59 11·76 
13 ·07 11·40 
13·46 8·26 
13·77 6·35 
13·50 8·00 
13·71 8·66 

*The loans from the fund during these three years were 4·25, 
1 0·23 and 7 ·93 crores of rupees respectively. 

Previous to 1924, Indian railways did not set apart any 
sum annually to provide for the depreciation of assets that 
had not been corrected by the expenditure incurred in the 
year on repairs. Duting the War, this expenditure was 
restricted very much. The State railways consequently 
showed high profits ; but their extra earnings were at the 
cost of the State and of the tax-payer. In the post-War 
years larger sums had to be provided annually for expenditure 
on renewals and replacements. 

Hence a. Depreciation Fund as provided for in the Con
vention of September 1924 was started. The original inten· 
tion was to make it applicable to company-managed railways 
also. The companies would not accept the arrangement, 
and, therefore, the Government have been maintaining a 
separate account for company-managed railways. To this 
account is set apart an annual snm from the net earnings 
accruing to Government after giving the companies their 
surplus profits in accordance with the old practice. 

Deficit budgets have now become a recurring feature of 
Indi_an railways as the follo\\ing table will show :-

Year 

1930-31 
1931-32 
1932-33 
1933-34 (Revised) 
1934-35 
1935-36 (Revised) 
1936-37 (Estimates) 

Deficit in 
Crores of Rupees 

6.24 
9.·86 

10·80 
7·93 
5·06 
4·54 
3·-14 
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The strategic rallways are to a great extent rel!ponsible 
for this deficit as shown by the following table :-

Year 
1934-35 
1935-36 
1936-37 

Crores of Rupees 
1·9.5 
1·85 
2·00 

Prior to 1930-31 there were surplus budgets beginning 
with the year 1899, the deficits being only in 1908 of about 
Rs. 2 crores and in 1921 of slightly over Rs. 9 crores. These 
recent deficits have been met by loans from the Depreciation 
Fund, which, at the end of 1936-37, will stand at a lo"r 
figure of about Rs. ·12 crores. 

STATE 'Vs. COMPANY MANAGEMENT 

In theory the case against State management of railways 
may be strong ; but simple appeal to theory is of lit.tle avail 
when we come to the case of a particular country. In actual 
practice, historieal causes rather than theoretical considerations 
have determined any particular system in operation and 
different countries are pursuing different systems. Govem
ment take up railway business for various reasons. They 
may be political, or the State may like to make up for the 
lack of private enterprise, or the object may be to provide 
cheaper rates, better facilities and more impartial treatment 
of the various classes and interests. 

All these reasons have been powerful in India in strengthen
ing the ease for State management ; while company manage
nwnt in the real sense of the word is not possible in this country, 
and, therefore, as the l\Iajority Report of the .Acworth Com
mittee. point out "the whole reference to foreign countries is 
in our opinion irrPlevant. It may be that State ownership 
in the countries mentioned is a mistake. We have, however, 
not to advise about the past policy of other countries, but 
about a future policy for India. under the conditions that we 
find here to-day. Conditions in India being what they are, 
we have failed to find any solution of the problem submitted 
to us consistent with the retention of company management. 
We therefore do not hesitate .... to recommend that in India 
the State should manage directly the railways which it already 
owns." (Para 233.) 

In India the State has a-cquired or retained the ownership 
of all the lines, and also direct State management to some 
nt{•nt, as in the case of the North-West~rn Railway and 
Eastern Bengal Railway. Recently the East Indian Railway 
(1924), tlw Great Indian Peninsular Railway (1925) and the 
Burma Railways (1929) have also come under state manage
ment. 'llost of the Statt--owned railways were managed by 
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<Jompanies with a London domicile at the time when the 
-Acworth Committee issued their recommendations. 

The Acworth Committee were evenly divided on the 
~lternative of State management Vs. management by Indian 
-domiciled companies. They, however, unanimously ruled 
QUt the management of Indian railways by London domiciled 
companies and they also rejecte"d a system of management
by a combination of English and Indian domiciled companies. 
The management by London domiciled companies was 
rejected on the following grounds :-

Firstly, the guaranteed companies were not owners of the 
undertakings which they managed. By taking the illustration 
<>f the East Indian Railway Company, the Committee proved 
that the interests of the shareholders were infinitesimal. When 
the old East Indian contract terminated, the Company was 
purchased by the State for£ 3,27,50,000, and payment of this 
price was made in the form of terminable annuities amounting 
to £ 14,73,750 annually. Under the new contract, shareholders 
representing £ 65,50,000 or one-fifth share of the purchase 
price agreed to postpone their annuity and accepted a new 
<Jontract in place of it.. These deferred annuitants or quasi
shareholders constituted the East Indian Railway Company. 
The management was entrusted to them and the Secretary of 
State guaranteed 4 per cent. interest on their capital, plus a 
-certain share of the surplus prof1ts.5 Under the contract of 
1880, the Company was entitled to one-fifth of this profit and 
to one-fifteenth under the contract of 1900; whereas later on, 
this share came to one-hundredth. 

Further, the capital of the deferred annuitants represented 
actual cash handed over and invested for the capital purposes 
<>f the undertaking ; but the share of the Secretary of State 
Qn which his proportion of the surplus income was based, did 
not represent the actual cash but the capitalised good-will also. 
Thus the share of the Company in the surplus profits was 
reduced to a vanishing point. 

Thus the company managing the railway did not remain, 
in the ordinary sense of the word, a railway company at all. 
It qid not own anything and was not joint owner even to an 
infinitesimal extent. The East Indian Railway belonged 
lock, stock and barrel to the Government of India, and on the 
termination of the contract, the Company would merely expire 
in case of the refusal by the Secretary of State to renew the 
<Jontract. Possessing no assets, it would not require to be 

5 ~urplus profits rE>fer to gross receipts remaining aft.er meeting 
working expen.,es, annuity, sinkinr fund payments, and interest on 
1oan capital ' hethe in the form of debentures and debenture sto.:k 
<>f the c<>mpany or of loans or advances by the Secretary of State. 
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wound up, and the quasi-shareholders would revert to the 
position of the ordinary annuitants. 

The debenture bolder of a guaranteed company occupied 
an equally unusual position. Normally a debenture holder ha~ 
a charge on the undertaking to which he lends money ; but 
the debenture holder of an Indian railway has no such charge. 
The Secretary of .state holds the money in his own name and 
the company have no power to touch it without his consent. 
He frequently applies that money to expenditure on another 
railway ; and that, even on the undertaking of the issuing 
eompany, the money can only be spent when and to such an 
~xtent as permitted by the Secretary of State and on works 
approved by him. 

The Committee, therefore, pointed out that through no 
fault of their own the part played by the guaranteed companies 
in financing the railways had been quite unimportant. And 
to allow the English domiciled companies to increase. their 
share capital in the undertakings managed by them would 
meet with strong opposition from the public. They did not, 
therefore, recommend that course and suggested the transfer 
of administrative and financial control of railways to India. 

There were certain advantages of the London Boards to 
Indian railways. The railways could keep themselves in touch 
through them with British manufacturers, with British con
JOJulting engineers and with the London Stock Exchange. The 
directors had technical and administrative knowledge of the 
railways, and their familiarity with Indian conditions with 
a view to initiate and elaborate new schemes for the improve
ment and development of Indian railways could be of great 
use. But there were the disadvantages of ahsentee control 
and it was difficult for the London Boards to keep themselves 
in touch with modern social and trade conditions of India 
and therefore the management of Indian railways by the 
Boards of London domicile was rejected by the Committee. 

:Five members of the Committee including the Chairman 
made further observations on the subject of the English com
panit•s in view of its bearing on the question of State ts. Com
pany management in India.• The case for State management 
of Indian railways may be summarised as below :-

It. is true that a company, investing its own money and 
. managing its own property, and judging its officials by their 
suect•ss in making profits, usually conducts its business with 
more entl:'rprise, economy and flexibility than are found by 
nperil:'nre to he attained in business managed directly by the 
State; but the English companies ceased long ago to be 

• See Para~rnphs 210·23() of the Acworth Committee Rep-rt on 
Indian Ra.tways. 
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companies in this sense. The property managed by them is 
not their own, and their financial stake in the undertakings 
is very small. But it might be said that such objections against 
company management are only theoretical. In practice it 
matters little whether a system is logical, provided that it 
works. In the past, however, the system never worked 
satisfactorily and cannot be made to do so. The management 
is only nominally · entrusted to the companies! and the 
Government, feeling itself to be the real owner and •ultimately 
responsible for the policy pursued, has always refused to leave 
any real initiative in their hands. The Government is also 
kept apart from direct management by the interposition of 
the companies and the former does not in turn feel an obligation 
to undertake the initiative. On the board of each company 
there is a Government director with a power of veto, 
and if in the past the veto has not been exercised, it is because 
the board have been careful not to pass a resolution which they 
were warned in advance would not be permitted to take effect. 
The company does not retain control over its own revenue 
receipts or regulate its own revenue expenditure. The railwav 
receipts are to be paid into the Government Trearmry, and 
money required for revenue expenditure can only be with
drawn subject to restrictions laid down by Government, and 
not necessarily to the extent desired by the company. The 
Government control is so detailed that the company requires. 
Government sanction even for creating a new temporary 

. appointment carrying a salary beyond Rs. 250 per mensem. 
"In a word, the company does not and cannot manage the 
undertaking; it cannot, without the permission of Govern
ment, break new ground in any direction. Neither does the 
. Government manage ; it only controls and restrains. Further 
as the control over railways in every case where money is 
involved really rests, not with the railway, but with the Finance 
Department of the Government, this control tends to take 
the form of refusing to face any exceptional inve1:1tment of new 
money, however great may be its potential earning power." 
(Para 215, Rep()rt of the Acworth Oammittee.) 

Thus under the system, the Government cannot stir up 
a supine company. The Government can only propose and 
suggest. It can only give orders in cases where public safety 
is involved. And the companies too have no real power to 
manage the undertakings nominally entrmted to them. 
".A. system seems to have little to recommend it under which, 
on the one hand, a progressive company is hampered by meti
culous Government control of every detail of expenditure, 
while on the other hand, the utmost wisdom on the part of the 
Government cannot prevent the injury caused by the unwise 
and unprogressive policy of a company's board, at once to the 
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revenues of the State and to the economic development of the 
<·ountry." 

As regards the proposal put forward by the other five 
members that the management should be transferred from 
Enolish to Indian companies, the first objection is that the 
lat~r would never have more than a minority interest in the 
undertakings. The Government will remain the predominant 
partner, appoint one·half of the directors, nominate the chair· 
man and retain its control. The division of responsibility 
between the Government and the Board of Directors will still 
~ontinue and in the past it has been responsible for the failure 
{)f the Indian railway system to meet it,s obligations to the 
public. It cannot be believed that executive officers with a 
divided allegiance to the board of directors which appoints 
and pays them, and to the Government standing behind the 
directors, ran ever do the best work of which they are capable. 
Competent businessmen will not join the boards if they find 
H1eir powers limited by Government control and regulations, 
.and this seems to be implied under the plan advocated by the 
minority of the Acworth Committee. Therefore, the first 
reason for rejecting the proposal to establish boards in India 
is th3;t they would succeed to the position hitherto occupied 
by the London Boards, and this position is fundamentally 
incompatible with successful administration of the Indian 
railway syst,em. _ 

Indian public opinion is against company management ; 
and it is entitled to great weight, because it is with money 
secured on Indian taxation that the Indian railways have 
.almost entirely been built. It is the Indian public that uses the 
railways and pays for the serrice. It is, therefore, necessary 
that Indian 1mblic opinion should not be prepossessed against 
the railway management. Company management cannot 
•·scape fierce, often unfair, criticism from Indian opinion and 
evt>n if it is assumed that State management would not be 
bett.,r, its failures would be judgt>d more leniently by the 
Indian public. 

Another r('ason was given by the Committee for State 
management of the East Indian Railway, whose main line is 
parallel with the main line of the Oudh and Rohilkhand State 
Railway for hundreds of miles from Ambala. to Allahabad. 
As a single system, through traffic could be diverted from one 
to the other according to the grt>ater or less demandg on either 
for the accommodation of the local traffic. The wasteful 
<·ompetition of the two systems would yield place to co-opera
tion and provide conwnience to the general public. 

The tenn 'transfer of domieile' is a misleadina phrase. 
Tlwre is nothing to transfer. The management of the com
panies would automatically revert to Government at the expiry 
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of contracts. .An Indian company would be a new creation. 
operating under a new contract. The bulk of the capital of 
the new companies will have to be subscribed by Government 
and privately subscribed capital . will be small. Even if 
gradually, private capital were to increase, the company's 
investment would be very small for a long time. Why should 
the Government, possessing a majority interest hand over the 
management to the minority. Further, the shareholders in 
the ordinary company would not risk their money without a 
Government guarantee. This scheme might secure some 
money; but it would not secure money in sufficient quantity 
to relieve the Government of tl1e necessity of borrowin~ freely 
in its own name. .And even if it did, the objections would be 
that the public would pay dea.rly for the money. 

In summing up the case for State management the Com
mittee concluded "that no scheme for the establishment of 
Indian domiciled railway companies is acceptable. Only if 
relieved from risk of loss will shareholders subscribe at aU. 
Even when so relieved, they will only subscribe relatively small 
amounts. Such small amounts would not justify entrusting 
them with substantially independent management. And un·· 
less management is substantially independent the justification 
for the existence of a company disappears. And,· therefore, 
approaching the question, not as one of national sentiment, 
but purely from the practical point of view, we find ourselves 
in agreement with the almost unanimous opinion of Indian 
witnesses, and recommend that the undertakings of guaranteed 
companies ...... be entrusted to the direct management of the 
State." 

The majority met the objections of the minority against 
State management of Indian railways. The first point of the 
minority is that Government cannot be wholly relied upon to 
provide the necessary funds.. That the Government has not. 
provided sufficient money in the past is true, but why it should 
not be able to do so in the future is not easily understandable. 
If a borrower fails to get the money because he refuses to pay 
the market price for it, there is no reason why he should not. 
get the money on being prepared to pay the necessary price. 
Ths- Commonwealth and State Governments of Australia with 
a much smaller population ha.ve been able to borrow practically 

. double the sums which India has borrowed, even though a 
much larger proportion than in the case of India is non-revenue 
earning. 

It has been claimed that the improvements effected in 
the administration of State railways are due to the emulation 
inspired by company management. Bnt in fact in India 
there is no reason to believe that company management is 
more efficient or more enterprising than State management. 
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There has been as much zeal and readiness to adopt improve
ments on State railways as on the company lines. 

The Minority preferred company management because of 
the experience of other countries. The reply is two-fold: 
that in India company management in the ordinary sense 
does not exist and cannot be brought into existence, and 
secondly, isolated details are valueless. The whole reference 
to foreign countries is out of place and irrelevant. State 
ownership in some foreign countries may be a mistake ; but 
the question is not about the past policy of other countries, 
but about a future policy for India under the existing conditions. 

The Minority suggested that company management 
·would hett.er seeure the appointment and promotion of Indians 
in railway administration ; but the Indian public opinion 
take the opposite view according to the evidence tendered 
before the Acworth Committee. 

The advocates of company management point out that 
undrr their scheme Indian money would be raised so freely 
that there would be less need than in the past to have recourse 
to the English market. The reply is that the total ammmt 
of money raised by the proposed new companies would be so 
small a proportion of the whole amount needed that it would 
not appreciably affect the ratio in which the necessary funds 
would h~tve to be raised as between the two countries. To 
hand over the management to Indian companies would be to 
close the London Money Market against them. The Indian 
railways, beeause of the variety of shares of small amounts, are 
out of favour in the English market. It is clear that the 
further increase in the number of different securities and the 
transfer of the domicile of the companiea from England to 
India would not increase the popularity of Indian railw:ay 
investments. 

The management by companies of Indian domicile would 
be an experiment ; but State management is not an e:x:peri
nwnt as it has long existed in India. Even, however, if it 
were a question of choice between two experiments, and 
assuming (•ither experiment to be a failure, it would be easier 
to transfer a State-managed railway to a private company 
than to disestablish on, say, six or twelve months' notice, an 
already established company. The machinery for testing the 
State exrwriment is in existence, while that for the company 
.experiment would require to be specially created. 

rnder State management, the convenience of traders and 
pa8S<>ngers would be mueh better attended to than under 
~ompany management. The companies have been charged 
with making the maximum amount of profits as their sole 
objt•et, and there is a great dissatisfaction in India on account 
of their alleged neglect of the interests of the passengers, 
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traders and industrialists. The grievances of the public have 
a much greater chance of being redressed speedily and effect
ively under State management. It has been pointed out that 
company management does not encourage the development. 
of indigenous industries by sufficiently favourable treatment ; 
that it gives preferential treatment to import and export. 
goods ; that under the present system of company manage· 
ment large profits are made in British interests ; and that the 
companies have not pursued the policy of employing Indians. 
in higher appointments to an adequate extent and adequate 
facilities have not been granted them for technical training. 
Tbese disadvantages are expected to disappear under State 
management. 

Indian commercial and political opinion is united in the 
demand for State management. In 1922-23 the question was. 
referred to certain local governments and public bodies and 
opinions were collected and discussed. The approaching
termination of the contract of the East Indian Railway on 
31st December 1924 and of that of the Great Indian Peninsular 
Railway on 30th June 1925 required an early decision. When 
the question was depated in the Legislative Assembly in 
February 1923, the non-official Indian members were unani
mously for State management. The Government of India. 
proposed that while accepting the necessity for taking over 
the management of the East Indian and the Great Indian 
Peninsular Railways by the State, the door should be left open 
for handing over one or both of these railways to an indigenous 
company to secure the benefit of company management. The· 
Indian non-official members were decidedly in favour of State 
management, and the motion for taking these two railways. 
under State management was passed. They were accordingly 
taken over by the Government for direct management. The 
Burma Railways also passed . under State management from 
Jan nary 1929. The contracts of the other companies expire 
at different dates, the la.st being in 1950, when the contract. 
of the Bengal-Nagpur Railway '\"\ill expire. In 1930 the 
Southern Punjab Railway was purchased by the North Western 
Railway, and the financial result of the purchase which cost. 
approximately Rs. 703lakhs is estimated to be a gain to Govern· 
ment of about Rs. 47 lakhs a year. 

RAILWAY RATES POLICY 

According to orthodox economic theory a railway is: 
economically advantageous to the community only if it pays 
its way in the long run. No gain comes from carrying a thing
from one place to another unless it is produced at the first 
place so cheaply that it can bear. the cost of carriage to thf> 
second. The test of the utility of the carriage is its ability 
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to stand the transportation charge. The other view is that 
a railway or other means of transportation may bring advan
tages to the community even though it is not earning any 
profit to the owners. It is thus argued that a government may 
run a railway even at a loss, because the people as a wh.ole 
gain something that offsets that loss. A new country or. regwn 
may be opened with advantage by railways which do not 
pay at the outset. This case resembles that of protection .to 
young industries ; but eventually the railway must pay 1ts 
way. If the losses of the early stage are not recouped, they 
are d(•finite losses. Thus where subsidies are given to encourage 
railway construction, they should be in the nature of loans~ to 
be reimbursed when profits begin. 

The case is different from that of industries which yield 
utilities more directly. In some industries financial loss is 
consistent with public gain. A municipal water-supply may 
involve a deficit; but it brings a real advantage to the public. 
An adequate water-supply brings hygienic gains and direct 
utilities to the people, which cannot be measured by the price 
people are willing to pay. The post office may be administered 
on non-commercial principles; because it spreads knowledge 
and increases the intelligence of the people, a boon which 
cannot be measured by its market value. Passenger traffic 
too presents a somewhat different case from goods traffic. 
The managing of passenger traffic on non-commercial principles 
removes congestion and promotes the mobility of labour. 
Cheap fares under congested conditions may bring a real social 
gain, which cannot be measured by what the individuals are 
willing to pay. Even goods traffic may not pay its way at 
the outsPt. Industrialisation may be very necessary and if 
railways do not pay their wa.y from the outset, but encourage 
the growth of industries which promote the economic develop
ment of the country, there is a net, advantage. But ultimately 
they must pay their way. 

With regard to railway rates in India, it may be said that 
there has been a long-standing grievance that they have been 
based entirely on grounds of monetary advantage to the 
railways and that they have been manipulated to help European 
mPrehants, r<:'gardless of their effect.s on the native industries 
of India. This complaint was voiced in the Legislative 
Assembly at Delhi by Sir Ibrahim Rahimtulla and by others 
before the Industrial and Fiscal Commissions and the Indian 
Hailway Committee of 1920--21. One of the specific charges 
is that low exceptional rates exist for traffic to and from ports, 
t•speeially the great ports of Calcutta and Bombay at the 
t>Xpl•nse of internal traffic. This encourages the exports of 
raw mat,erials and the imports of foreign manufacturt>s. 7 

T See l11dian Fisool Commission Report, Para 127. 
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The system of block rates has also been responsible for 
the existence of discontent among Indian traders and business
men. It leads to an artificial diversion of traffic inconvenient 
to trade and industry. A block rate is a high rate quoted t() 
retain traffic on the line on which it originates and to prevent 
or block it from passing off, after only a short lead, on to a 
rival route. A typical case arose in 1908 when a steamer 
concern was started between Broach and Bombay. The 
Bombay, Baroda and Central India Railway Company found 
that a certain amount of traffic was being diverted. They 
applied to the Railway Board that they should be permitted 
to impose on the through traffic for the short distance to or 
from Broach rates sufficiently high to leave little or nothing 
for the steamer portion of the journey. In the case of sugar, 
the Company's power of charge was increased four-fold. The
Broach steamers withdrew from the competition ; and it was 
on the intervention of the Bombay Government that the 
exceptional increases in the railway rates were withdrawn. 8 

An incidental effect of the railway rates policy in the 
past has been the congestion of industries in the port towns~ 
which is responsible for many of their existing difficulties. 
The serious labour difficulties are in a certain measure due t() 
the concentration of the industries in centres situated far awa,y 
from the interior. The determination of the railway rates 
is no doubt a very complex matter. It is governed by the 
principle of charging what the traffic will bear and is affected 
by a number of considerations. The Government have always 
exercised some control over the fixing of railway rates by laying 
down the minima and maxima and by framing a general classifi
cation of goods. The railways themselves have given certain 
concessions to Indian industries, such as the low freight charges 
on a few raw materials, as much in their own interests as in 
those of the industries concerned. In 1915 · the Railway 
Board issued a circular urging upon the railways the expe
diency of a favourable treatment for Indian industries. The 
Indian Fiscal Commission admitted that the complaints. 
regarding the unfair treatment meted out to Indian industries. 
were not without foundation. The Industrial Commission 
recommended that railway rates on goods moved to and from 
the ports should be so framed as to encourage the use of raw 
materials into finished goods in India before export ; and they 
also recommended that consignments travelling over more 
than one line should be charged a single sum based on the 
total distance. The Fiscal Commission held that special 
rates should be granted for a term of years to new industries 
and even to others if they could make out a case for special 

s See Acworth Committee Report, Paragraphs 153, 154. 
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treatment. The Agricultural Commission recommended the 
grant of concession rates on the transport of fertilisers, fuel, 
fodder, etc. ; and they suggested a re-examination of rates. 
on raw material required for agricultural machinery an<l 
implements and also on their transport. Some of these recom
mendations were accepted by the Government of India. 

The Acworth Committee recommended the establishment 
of a Rates Tribunal to adjudicate disputes between the railways. 
and the public in relation to rates and fares fixed by the rail
ways. A similar Tribunal known as Rates Advisory Committee 
was set up in England under the English 1\Iinistry of Transport 
Act, 1919, and the Indian Railway Committee were evidently 
influenced by the constitution of that body. Hence they 
recommended the establishment of a Rates Tribunal, consisting
of an experienced lawyer as chairman and two other members, 
one representing the commercial interests and the other repre
senting the railways, with power to add two additional mem-· 
bers on each side. In April1926 a Rates Advisory Committee 
was set up to investigate and make recommendations to
Government on subjects relating to complaints of undue 
preference, complaints regarding unreasonable rates, complaints. 
or disputes in respect of terminals, complaints in respect oi 
conditions as to packing attached to a rate and complajnts. 
that railways do not fulfil their obligations to provide reasonable 
facilities for trade. 

There is little room for an increase in the scale of rates. 
and fares, and to battle successfully with road competition, 
the short distance rates both for passenger and goods traffic 
need reduction, with a simultaneous abolition of differences in 
class, both for passengers and goods, as in the case of motor 
bus and railway luggage rates. Other possible improvements a,re 
the abolition or reduction of terminals, and of short distance 
charges now levied on short distance traffic, the introduction 
of a general sch!'me of mileage gradation on the continuous. 
mileage on all railways intended t.o increase the average length 
of haul, and the extension of the "free" time for wharfage an<l 
demurrage. 

In April 1934 a special Committee of the Indian Railway 
Conference Association wa.s appointed to revise the general 
classification of goods in India. They were asked to report 
what statistics should be compiled to furnish the data required 
in solving the problems which changes of the general classi
fication on the lines suggested in the previous paragraph wonld 
present. The Committee were asked to keep in view the fact 
that the stati8tics to be suggested by them should enable the
financial effects of any changes in classification or rating policy 
to be E'stimated. 
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The Acworth Committee also recommended the establish
ment of Central and Local Advisory Councils to give the 
Indian public a voice in railway management. All State 
railways now possess such Committees ; while there is also a 
Committee of the Central Legislature, consisting of repre
~E'ntatives from the Assembly and the Council of State. 

OVER-CAPITALISATION, L~TEREST CHARGES, ETC. 

The Indian railways ha\e been incurring deficits for the 
last many years and the Railway Member in presenting the 
BudgE't for 1936-37 pointed out that trade depression, nation
alistic policies of the various countries including India, rail-road 
eompetition, ticketless travelling and undercharging of freight 
were the causes responsible for this state of affairs. Cost on 
account of labour legislation and improvements in the service 
conditions of the staff were also stressed as the causes res
ponsible for deficits. 

Trade depression is undoubtedly responsible for this state 
.of affairs ; but recovery on this account cannot be made till 
there is a rise in prices, a process which must take time. 
The pursuance of nationalistic policies has led to the realign
ment of traffic along new routes, leading to the substitution 
of short-lead for long-lead traffic. This adjustment also will take 
time. The case of rail-road competition is discussed separately. 
Strictness towards ticketless travellers may remove overcrowd
ing of third class compartments, but it is not likely to improve 
railway earnings to any appreciable extent ; while there 
might be slight improvement in revenue by removing frauds 
Tegarding the undercharging of frE'ight. 

The internal organisation of railways requires improvement. 
The question of over-capitalisation should be investigated into 
with a view to improve the condition of railway finances in this 
country. Over-capitalisation may mean excessive capital or 
watered capital. The latter is really fictitious capital and 
i!hould not be confused with the former. In all probability 
when railways were purchased from private companies 
from time to time by the Government of India, amounts 
were paid for premises 25 per cent. more than their capital 
value. 

The steady growth of interest charges has been responsible 
for the diminution of the net return from Indian railways. 
The method of calculating interest on railway capital is some
what peculiar. It is calculated at the fixed rate of 3 ·3252 
per cent. on the total outlay as on the 31st :March 1917, and 
.at an average rate of interest on all capital outlay after 
that date. The average rate of interest has nried as given 
below:-
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1919-20 5 ·9328 per cent. 
1920-21 5·1979 ,, 
1921-22 5·1038 

" 1922-23 5·48 " 1923-24 5·69 
" 1924-25 5·54 " 1925-26 5·66 
" 1926-27 5·43 
" 1927-28 5.38 
" 1928-29 5·63 
" 1929-30 5·31 
" Previously it was the practice to obtain the average rate 

of interest applicable in any year by dividing the total interest. 
charges for all railways, actually payable on all loans floated 
by the Government of India after 1916-17 by the nominal 
amount of the debt outstanding. This method did not allow 
for loans floated at a premium or discount. }lost of these loans 
were floated at a discount, and therefore the actual rate of 
interest applied has been naturally less than the actual cost of 
borrowing. The method was altered and the rate is now 
obtained by dividing the total int~rest charges, not by the 
nominal amount of the outstanding debt but by the actual 
amount realised for the nominal amounts. This has meant 
an increase of approximately one-third of one per cent. in the 
rate and about a crore in the interest charges borne by railway 
revenues. 

In order to improve the financial condition of the railways. 
in this country, an enquiry is necessar>y into such questions as. 
over-capitalisation, interest charges, etc. The enquiry must 
be independent and should consist of the representatives of 
the legislature, trade, industry, commerce and economists.· 

RAILWAY AND MOTOR·BtJS COMPETITION 

The effect of motor competition on railway earnings 
should not be underestimated. Indian railways have recognised 
this fact and are trying to adjust themselves to the changing 
(·ircumstances. They are coming to terms with road traffic. 
The first Rail-Road Conference was held at Simla in 1931 and 
model vehicle rules suitable for application throughout the 
country were drafted. In 1932 Messrs. Mitchell and Kirkness. 
were appointed by the Government of India to enquire inti) 
ann make a report on road and railway competition and the 
possibilities of their co-ordination and organic development. 
The Hoad-Rail Conference which met in Simla in April 1933, 
considered the problems on the basis of the material collected 
by the exprrts. The follo\\ing resolutions were aceepted at 
the C'onferenc<> :-
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" In areas where uneconomic competition between railway 
and road transport has been proved to exist, such increased 
co-operation and co-ordination may necessitate the adoption, 
by mutual agreement, of measures designed to reduce such 
uneconomic competition to the minimum compatible with the 
maintenance of healthy competition. 

".Any comprehensive or uniform plan of general develop
ment must sooner or later involve a gradual expansion of facilities 
for rural motor transport, complementary to the railways and 
to other arterial roadways, but as internal district communi
cations-apart from the main arteries-are largely controlled 
by local bodies, any intra-provincial co-ordination of effort 
must necessarily in the first instance be a matter for the local 
government and legislatures, who, in such matters, should 
consult, and to the best of their ability, co-operate with the 
railwav and other interests concerned. 

"in order to ensure increased co-operation and. more 
intelligent co-ordination of effort between the various authori
ties concerned, the Conference considered that the following 
measures would be justifiable :-

(a) The control of public service and goods motor trans
port should be regulated in the interest of public safety and 
convenience. 

(b) The number of vehicles licensed to ply for hire should 
be restricted so as to prevent such competition between all 

. forms of transport as may be contrary to the public interest. 
"This Conference considers. that the statutory provisions 

which at present limit the operation of motor service by certain 
railways should be repealed. 

"This Conference recommends that the present regulations 
regarding public service and goods motor transport should be 
reviewed with the object of amending them so as to afford 
~very encouragement to the development of rural services 
~ven to the extent in exceptional cases of granting of monopolies 
for limited periods. 

"This Conference considers that, in the interests of all 
concerned, a co-ordinated plan should be drawn up for the 
tax~tion of motor transport by the various authorities. 

"This Conference considers that-
(a) the present road development account should be 

continued for the duration of the present constitution and 
would urge that provision for its continuance be made in the 
new constitution : 

(b) the class of roads to which the road development 
account should be applied including the maintenance of roads 
constructed from that account, be reconsidered ; 

(c) in present circumstances the most urgent need is an 
improvement in the efficiency, and a reduction in the coat, of 
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the transport of agricultural pfoduce to markets and thence 
to the railways ; future road development programmes should 
be framed accordingly." 

In many provinces, Boards of Communications have been 
set up where representatives of railways meet local authorities 
and discuss road problems. They aim at seeing that fresh 
roads do not run on parallel lines to the railways. With a 
proper co-ordination and development of motor-bus service, 
roads can prove good feeders to railways. 

RAILWAYS UNDER THE NEW CONSTITUTION 

Sections 181 to 199 of the Government of India Act, 1935, 
lay down provisions subject to which Indian railways will be 
financed and controlled. The executive authority of the 
Federation in respect of t.he regulation and construction, 
maintenance and operation of railways shall be exercised by 
a Railway Authority. Out of the seven members of the 
Authority not less than three, including the President, shall 
be appointed by the Governor-General in his discretion. The 
Authority shall act on business principles and will pay due 
attention to the interests of agriculture, industry, commerce 
and the general public. On questions of policy, it shall be 
guided by instructions of the Federal Government and as to 
whether a question is or is not a question of policy, the decision 
of the Governor-General in his discretion shall be final. 

The Authority shall maintain a Railway Fund and all 
moneys received on revenue or capital account to discharge 
thE>ir functions shall be paid into that fund, which will be 
utilised to meet expenditure for carrying on such functions. 
The Authorit)r can also maintain separate provident funds for 
the benefit of railway employees. . 

The receipts of the Authority on revenue account in any 
financial year shall be applied in-

(a) defraying working expenses ; 
(b) meeting payments due under agreements to railway 

undertakings ; 
(c) paying pensions and contributions to provident funds; 
(d) making due provision for maintenance, renewals, 

improvements and depreciation ; 
(e) makU1g interest payments to the revenues of the 

:Federation ; and 
(/) tlefraying other expenses properly chargeable against 

revenue in the year. • 
Any surpluses on revenue account shall be apportioned 

between the :Federation and the Authority in accordance with 
a seheme to be prepared by the Federal Government. Or 
until such a scheme has been prepared, the distribution will 
be in accordance with the existing principles. The amounts 

10 F 
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of the receipts and expenditure shall be audited by the .Auditor
General of India. The .Authority shall publish annually a 
report of their operations during the previous year and a 
statement of accounts in an approved form. 

The Governor-General may appoint a Railway Rates 
Committee to advise the authority on disputes between the 
.Authority and the public in connection with rates or trade 
facilities. .A Bill for regulating railway rates or fares shall 
not be introduced in either chamber of the Federal Legislature 
except on the recommendation of the Governor-General. 

There are provisions for requiring the Federated States 
and the Railway Authority to afford all reasonable facilities 
for through traffic at through rates and for preventing unfair 
discrimination. There shall be a Railway Tribunal, consisting 
of a President, who will be one of the judges of the Federal 
Court, and two other persons, to whom the Federated States 
will be able to make appeals from certain directions of the 
Railway .Authority. The Tribunal will have the power t() 
alter the orders of the Railway .Authority and to issue orders 
for the payment· of compensation and of costs. 



CHAPTER XXI 

Local Finance 
IN the early days of government, national and local 

finance could not be distinguished from one another. The 
political units were so small and the range of their activities: 
so localised that the administration was necessarily on a res
tricted scale. The functions and undertakings of some of the 
largest nations of ancient times would be overshadowed by 
those of ordinary municipalities of modern times. But as 
population grew and the smaller nations were gradually 
absorbed by the larger ones, the need for a division between 
central and local functions became imperative. Up to that 
t,ime, in comparatively small territories, the people had been 
in close contact with the governing body, and there was thus 
no necessity of an intermediate authority. But direct rela~ 
tions became more difficult with the growth of the nation in 
population and extent. The sta,te found itself burdened with 
an ever-growing number of duties; while the central govern~ 
ment could not possibly take an efficient interest in localised 
affairs in every part of the kingdom. Even with the best of 
intentions to administer directly for local needs, the govern
ment would have found itself handicapped by the lack of 
knowledge of the peculiar circumstances of each unit. Thus 
the need for devolution of functions and responsibilities became 
imperative as the nation grew in population and extent. 

This fact necessitated the subdivision of functions between 
the State and the smaller authorities and this took place in 
a very haphazard manner. This subdivision of functions did 
not develop on identical lines in various countries and, there~ 
fore, there could be no uniformity in the apportionment of 
tasks and in the raising and allocation of revenues. The differ
ences were mainly caused by historical and geographical condi
tions. The powers and functions which were originally devised 
for meeting immediate needs with little regard to wider issues, 
gradually acquired some degree of permanence. The central 
authority in different countries came to have a far from uniform 
control over the local bodies. The British Parliament has, 
for instance, legal rights to abolish the present division into 
counties and parishes ; but the United States Government has 
no such powers. There the individual states have certain 
inalienable rights; because they existed as political bodies 
before the formation of central government. Thus they were 
giYen privileges in the national constitution which the British 
local bodies or ewn the Indian provinces do not possess. 

Thus, local finance plays a larger part in the United States 
than in Great Britain on account of the size of the administrative 
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11nit and on acc01mt of the relative weakness of central 
eontrol. The individual states have adopted methods of 
:raising revenue which are beyond the powers of British local 
authorities. They rely on the general property tax for about 
half their income and have very wide powers in the matter of 
assessment. Some of the states also have income-tax. In 
fact direct taxation is one of the characteristic features of local 
finance in America as contrasted with the methods in Great 
:Britain. In British finance, a much more important place is 
occupied by the system of grants-in-aid from the Central 
Exchequer to local authorities than in American finance. 

In some European countries, e.g., };ranee, Italy and Spain 
in particular, municipalities still depend on octroill, i.e., local 
import and export duties, for the bulk of their revenue. It 
used to be a feature of the English local finance also under the 
guild era of industry ; but the practice has long since ceased 
in that country. Octroi taxation has little economic justifica
tion, and its persistence in some places is due to people's inertia 
and to the long-established tax-rai~ing machinery to which the 
eitizens have become accustomed. 

The lack of a uniform practice in the methods of raising 
:finance for local bodies is due to the absence of universally 
accepted division of functions between the central and the 
local government. In some countries the rights of local bodies 
are very prescribed, and they have to obtain permission for 
almost every important undertaking from the national autho
:rity ; while in other countries, they possess a considerable 
degree of autonomy. 

Sometimes the interests of the country as a whole require 
that the central authority must provide certain services. 
There is also a strong case for central control where uniformity 
()f policy and co-o:rdination of activities are essential; but 
many functions can best be carried out by local authorities. 
Where the needs and conditions of a particular district require 
l!pecial knowledge and provision, or when the service is of an 
-exceptional kind, the nature of which depends upon the special 
circumstances of the locality, the people on the spot are best 
able to deal with the situation .. In some cases, the duties 
may- require constant and detailed supervision, when local 
:responsibility will give the best results. 

. The central government is the proper authority for 
()rganising the national defence, and even when the local 
authorities have a. considerable degree of autonomy, the right 
to t>ngage in dealings with foreign governments and to provide 
for the military and naval forces is an exclusive right of the 
tentral authority. In the interests of unity and economy, 
the postal system should be under the charge of a central body; 
while the right of issuing coinage, the scheme of weights and 
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measures, and similar other agencies which facilitate national 
trade, must be in the charge of a central authority. 

Certain functions, e.g., water-supply, lighting, sanitation, 
police protection, education, etc., cannot be adequately or 
economically carried out by the State. It does not, however, 
mean that the State has no right to intervene even when these 
functions may be inefficiently performed by the local authority ; 
but what it means is that the State should not interfere in such 
cases except when the local authority is incompetent. Accord
ing to J. S. Mill, "It would not be a matter personally indif
ferent to the rest of the country if any part of it became a nest 
of robbers or a focus of demoralisation, owing to the maladminis
tration of the police ; or if, through the bad regulations of its 
goal, the punishment which the Courts of Justice intended t<> 
inflict on the criminals confined therein (who might have come 
from, or committed their offence in~ any other district) might 
be doubled in intensity, or lowered to practical immunity."1 

The organisation of defence. is essentially a national duty; 
while the administration of the High Courts of Justice is als<> 
in the hands of the State. The police forces can also be in
cluded in the same category, and the State makes substantial 
grants to local authorities towards the upkeep of the police, 
but many people would urge the transference of full responsi
bility to the central authority. The same mode of reasoning 
could be applied to several other functions administered largely 
by local authorities. "If the water-supplies or the sanitary 
arrangements of a district are below the standard considered 
necessary for the maintenance of full health, the rest of the 
country cannot look on with equanimity. Epidemics known<> 
municipal or county barriers. Also, the benefits of such services 
as education cannot be confined to the areas in which the instruc
tion is given. Some financial assistance and central control is 
essential if the national minimum standard is to be maintained.• 

It is mainly for historical reasons that destitution is still 
dealt with to a large extent on a local basis. The Elizabethan 
legislation substituted a compulsory for a voluntary system ; 
while it defined the practice by which the administration of 
relief was left to the officials of the parish. The Law of Settle· 
ment of 1662 reaffirmed this policy. According to this legis
lation destitute settlers in a parish could be removed to their 
original parish within forty days of their leaving the latter 
place. There was some justification for treating poverty in 
this narrow fashion originally ; because the country was not 
then an economic unit and destitution could be attributed t<> 
local causes. But the roots of unemployment and poverty 

1 R~pruentaJ.ive Governwumt. 
1 U. A. Silverman, Taxation, Its lnciileJwe and Effect.•, p. 277. 
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became more and more widespread with an expansion in busi
ness, industries and commerce with the advancement of the 
industrial and commercial revolutions of the 19th century. 
Causes and conditions in one place now have great repercussions 
-on conditions in other localities. A change in national habits 
might cause serious damage to a localised industry; and now 
-very often the reason for poverty and unemployment is to be 
:attributed to international rather than to national rearrange
ments and factors. Very little of the poverty can now be 
.assigned to local causes, yet the public in Great Britain conti· 
nues to emphasise local responsibility. 

There is no funda.menta1 dllference between national and 
local taxation. The principles governing the revenues of 
London, Paris or Bombay are not less important than those 
guiding the finances of the minor nations. The significance of 
the term "local" is relative. According to Professor Cannan, 
''the real difficulty is not to find a local tax which is not a rate, 
'but to find any tax which is not local. A New York State 
tax is local in relation to the United States, and ...•.. a true 
imperialist would regard similar imposts which we call 
'imperial taxes' as loea.l."3 But when .we compare a local 
:authority with the nation of which the local authority in 
.question forms a part, we find differences of considerable 
significance in their finances. Fit·stly, there is the difference 
-of degree, i.e., the national finances are far greatPr in magnitude 
than local finances. Secondly, there is the distinction between 
the uniformity of national taxes and the variability of local 
-ones. The latter vary from one locality to another ; while 
the former are more or less uniform. Thirdly, there is a 
-difference in the manner of assessment. National taxes are 
uniform, but they are drawn from several sources ; while 
local taxes, though variable, are all governed by the single 
.criterion of immovable property. 

Another distinction of a different kind arises from the 
-difference in emphasis laid upon the element. of benefit in 
public finance. In the first place, national taxes are on a very 
huge scale, and it is, therefore, difficult if not impossible, to 
link !IP actual payment and benefit. The cost of certain 
services as defence against external aggression cannot be 
split up according to the advantage conferred upon individuals. 
Moreover, even if the connection could be traced, the extent.... 
to which it could serve as a basis of taxation must of necessity 
be limited. "It would be foolish to suggest that for the bene
fits provided in the form of old-age pensions, grants to the 
insurance funds, and so on, a specific tax should be levied upon 
the recipients." 

3 History of Local Rates, p. 4, 2nd Edition. 
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On the other hand, the element of benefit is more 
pronounced in the case of local finance. The area is more 
restricted and it is, therefore, more possible for the ratepayers 
to identify particular payments with particular benefits. Of 
course, some services are as difficult to assign on a basis of 
individual contributions as are the services of a central 
authority. For example, the expenditure of a municipal or 
a District Board on education and road construction does not 
give a calculable return to the tax-payer in exact proportion 
to the amount that he is required to pay. 1\Iost of the citizens 
may get no direct advantage at all ; while others may receive 
considerably more than they give. The rich people may not 
participate directly in the educational facilities ; while the 
poor may derive a considerable benefit therefrom. . 

There are certain services which are provided on a definite 
cost basis. This is the case with tramways, gas, electricity 
and other forms of municipal enterprise, which are conducted 
more or less on commercial lines. Only that part of their 
revenue which represents a profit should be regarded as a 
local tax in the real sense. Some municipalities in Western 
countries have contemplated extending the practice of supply
ing milk at less than actual cost to the poorer classes of the 
community. The immediate loss would be more than com
pensated by the improved physique of the children and their 
greater efficiency when they become earners or producers. 

There are other public services which yield a handsome 
profit and thus they provide a relief to ratepayers. There is 
a difference of opinion with regard to the propriety of charging 
.such prices as will yield a large surplus for this purpose. No 
serious objection should be taken to the making of profits on 
services like public markets and parking grounds ; and local 
<'riticism is usually absent when most of the profit is inade 
from visitors to the town. But it may be said that taking 
the country as a whole, the whole of the local profit is made 
out of the more common public services, and comes from the 
people who live or who carry on their business on the spot. 

The practice of appropriating the profits of certain public 
undertakings for the relief of the rates is open to criticism on 
grounds of equity. .Much of this profit comes from services 
used by people of the working classes. Thl'y live in small 
hous<'s and, therefore, thl'y get little relief in rates. The 
reli<'f goes to the people of the more prosperous classes, who 
very rarely US€' these services and who enjoy a relief to their 
ra.t~s out of all proportion to the use they make of the service 
that yi<'lds the surplus. It is, therefore, necessary that the 
<·barges for SU('h services should not be higher than necessary 
to rov~?r the adual cost, and the absence of a profit should not 
be takPn to imply an inefficient administration. In some 
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cases, these services may have to be supplied at a charge lower 
than the actual cost, because that would increase the efficiency 
of the poor who would become more effieient earners and thus 
the burden of social costs would be lighter. 

LOCAL FINANCE IN INDIA 

About 90 per cent. of the population of British India. 
lives in villages and thus a far greater importance attaches 
to District Boards than to Municipalities. At one time 
Provincial Rates or surcharges on land were an important 
item in the budget of the Central Government. To-day they 
are a substantial part in the revenues of District and Local 
Boards and their proportion to total income varied in 1922-23 
from 25 per cent. in Bombay to 63 per cent. in Bihar and 
Orissa. They started in Bombay and Madras in the sixties 
of the last century and were levied chiefly on land for the 
construction and repairing of roads and for other types of 
expenditure of a social and educational nature as the upkeep 
of schools, dispensaries, village sanitation, etc. In pursuance of 
Lord Mayo's scheme of financial decentralisation, the principle 
was extended to other provinces. In 1871, Acts were passed 
levying similar cesses in Bengal, the Punjab and the United 
Provinces. In some places, cesses for roads and schools, 
assessed at the time of land revenue settlement, were continued 
side by side with the new general cess. Between 1871 and 
1905 certain cesses were introduced for Imperial purposes. 
The Famine Insurance Fund was instituted in 187R to which 
certain cesses were added in some provinces chiefly for the 
payment of village officers. 

There was an improvement in the financial position of the 
Government of India and in 1905-06 all 9esses except for local 
purposes were abolished. The effect was a transfer of the fund 
for local purposes and the Provincial Government was com
pensated from the Imperial Treasury. Recently there has 
been a tendency either to increase the general rate or to add 
new cesses for certain local purposes as primary education. 
The basis of these local cesses on land varies with the land 
revenue system. In some rayatwari areas, the cess is levied 
on the basis of land revenue; whereas in the United Pro
vinces and the Punjab the annual value is taken at twice the 
land revenue as the basis. In the permanently settled areas 
the basis is either the rental value or the acreage. The rates 
of the cesses are left to the discretion of the local bodies ; 
but the maxima and the minima are laid down by the Pro
vincial Legislature. The land cesses are collected with land 
revenue ; but they are administered by the local bodies. 
The limits vary from 6! per cent. to 12~ per cent. According 
to the Report of Sir Walter Layton, the maximum which 
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in some provinces has been one anna in the rupee should not 
be retained ; because the land revenue no longer represents a 
high proportion of the net produce, particularly in the per
manently settled areas and because all the other cesses on 
land have been abolished.' The land cess is levied at a flat 
rate and is not, therefore, in proportion to ability to pay. It 
is, however, an appropriate tax, because it is applied for local 
benefit. The Taxation Enquiry Committee recommended the 
standardisation of land revenue so as to leave a wider margin 
for local taxation. 

Local bodies in India are under Provincial Governments, 
and their functions, constitution and resources are regulated 
according to the provisions of the statutes by which they 
have been created. The Presidency Corporations of Calcutta, 
Bombay and Madras have separate Acts; while there are 
Municipal and District Boards Acts in other provinces, accord
ing to which local bodies are constituted. They are controlled 
by the Local Self -Government Department of the Provincial 
Government, which delegates some powers to the Commis
sioners and District Officers. The Government of India also 
controls local bodies by prescribing the taxes which the latter 
can impose and by limiting their borrowing powers. In recent 
years the passage of legislation in different provinces has tended 
to widen the scope and powers of local bodies by which their 
contributions have been made more liberal, and certain irk
some financial restrictions have been removed. As this 
process develops in course of time, conditions for the success 
of local bodies will become more propitious. 

Their financial year begins on April 1, and the annual 
estimates are prepared by the Chairman or by the Executive 
Officer of the Board, who gets the necessary information from 
the heads of the departments. The estimates are ready about 
eight weeks before the expiry of the current year, and are 
submitted to the Board after being examined by the Finance 
Sub-Committee, in case there is one in existence under the 
Board. As a general rule, the Board can pass the estimates ; 
but in some cases the pre-vious sanction of the Commissioner 
of the Division is necessary. In such cases, the estimates are 
forwarded to those officers who can insist on the omission or 
insertion of certain items. The Board then passes them 
finally on their return from such officers. Generally speaking, 
the Board can dispose of the estimates, and a copy of the 
sanctioned estimates has to be sent to the local Government 
through the District Officer for their information. 

The Provincial Government has to satisfy itself that the 
obligatory functions of the Board have been duly provided 

• Simon Commi&rion Report, para 275. 
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for in ·the estimates. The Board is authorised to revise the 
budget in the course of the year, make supplementary provi
sions and authorise reappropriations of savings from one head 
to another ; but the balances can:r;tot be reduced below the 
minimum laid down by the Provincial Government. In case, 
the budget estimates require the approval of the Government 
Officer for passing them, all proposals for supplementary 
provisions also require the approval of such authority. It 
may be said that most of the local bodies have final powers to 
pass their budgets and the control of Government Officers 
is vanishing. 

Their functions are obligatory and optional, and the 
former have priority over the latter in the allocation of local 
funds, and local boards have to make provision for them 
within the limits of their resources. The local bodies obtain 
their income from certain prescribed sources and vary the 
rates of taxes and fees subject to certain maximum and mini
mum limits. The Boarda, which are indebted, have to obtain 
the sanction of Provincial Government to reduce their rates. 
Their receipts consist of income from taxes and fees, rents 
from markets, sale of ~ght-soil, etc., and they also get grants
in-aid from provincial revenues. The permission to impose 
taxes is granted by Provincial Governments, and the local 
authorities make use only of those taxes which are suited to 
local conditions and are adequate for their local needs. They 
ean also vary their rates without the previous sanction of the 
Local Government within certain limits. The important 
sources of income of the urban boards are the taxes on houses 
and buildings, the octroi or its substitute, the terminal tax ; 
while the main source of income of the Rural Boards is the 
land cess collected by the Provincial Governments and placed 
at the disposal of the District and Taluqa Boards. 

JJocal bodies can apportion the benefits which the indivi
duals derive from the services rendered by them with lt>ss 
difficulty than is the case with central authorities, and thus 
greater weight should be given to this consideration in obtain
ing revenues by local bodies. Municipal trading should be 
more extensively utilised for raising funds. The grants-in-aid 
are given for general or for specific purposes, and they bear a 
-certain proportion to the expenditure of local bodies. It is 
through them that the necessary amount of control and super
vision can be enforced with real advantage and without a 
sacrifice of the initiative and freedom of local bodies ; but in 
this cOtmtry the grants-in-aid are only a means of supplementing 
the meagre resources of local bodies. 

Local authorities should correlate benefit to services to an 
adequate extent, and their income should thus consist more 
<If ft>es than of taxes. This principle has still to be embodied 
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in the fiscal arrangements of local bodies in India ; but local 
taxation would be necessary even when this is done. 

The procedure for the collection of taxes and other muni
cipal dues is that the payer gets a bill from the local authority, 
·and the payment is to be made in the office. A warning is 
issued if the payment is not made within a certain period of 
time, and legal action is taken against the defaulter, if the 
pa.yment is not made even then. The system of outdoor 
collection is adopted in certain cases. The tolls, fees and 
octroi dues are collected by the tax-collector and paid into the 
municipal office. As already observed, the land cess, which is 
the main source of income of the rural boards, is collected by 
Provincial Governments. With certain exceptions, all local 
fundi! have to be deposited in the Treasuries or in the branches 
of the Imperial Bank. The expenditure is incurred according 
to the provisions of the budget estimates as finally passed or 
as modified later by local authorities. The estimates cannot be 
exceeded by the employees without obtaining the previous 
sanction of the Board. The claims for payment from the 
local revenues are presented to the chief Executive Officers, 

'who pass them for payment after examining them. The 
payments are generally made by cheques on the balances in 
the Treasury or in the Imperial Bank. The establishment and 
other charges are paid on bills drawn on prescribed forms, 
which must be signed by the Executive Officers, and the 
amounts are drawn by cheques for disbursement. 

The form of the a.ccounts and the heads under which the 
receipts and expenditure are classified are prescribed by the 
Provincia.! Governments. The Report of the Auditor is consi
d('red at a meeting of the Board which decides the action to 
be taken on the points raised therein. Copies of resolutions 
embodying the decisions are sent to the auditor and to the 
officer, who receive the annual report of the Board. The 
objections, which are not withdrawn by the auditor, are settled 
('ither by the recovery of the a.ccounts in question or are sub
mitted for the orders of the Provincial Governments. The 
supervision of the latt-er in this respect is a safeguard against 
the misuse or mismanagement of local finances. 

Local bodies can raise money by loans also ; which may be 
obtained from the Provincial Governments from the Provincial 
Loan Account, or raised in the open market. In the latter 
<'ast>, the sanction of the Government of India is necessary. 
Their loans have to be repaid in all cases, and the usual period 
of repayment can never exceed sixty years, and annual provi
sion has to be made for repayment. The borrowing is allowed 
for meeting beary outlays, which cannot be met out of annual 
rt'venut>s. It is done generally for public utility concerns of 
a non-r(•munerative character. It is necessary to exercise a. 
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check on the borrowing powers of local bodies to prevent 
them from sacrificing the interests of the coming generations 
of tax-payers. Their indebtedness is likely to increase as 
they gradually widen the sphere of their activities and take to 
trading enterprises, but that would not decrease the need for 
the control of Provincial Governments to prevent extrava
gance on the part of local bodies. 

The total number of District and Taluqa Boards and 
Union Panchayats is 1,2.!6. Their income from sundry taxes 
and rates in 1930-31 amounted to Rs. 16 ·57 crores ; while the 
corresponding figures for 1915-16, 1919-20 and 1927-28 were 
Rs. 7 ·50 crores, Rs. 9 ·8 crores and Rs. 15 ·56 crores respectively. 
Out of this meagre revenue, these bodies have to finance im
portant rural needs 1ike roads, schools, markets, public health 
and sanitation for a rural population amounting to 242 million. 
It is on financial grounds that Local Self-Government has not 
conferred any appreciable advantages to rural population so far. 

The gross income of the Municipalities in British India in 
1930-31 was nearly Rs. 36 ·60 crores ; whereas the correspond
ing figures for 1915-16, 1919-20 and 1927-28 respectively were 
Rs. 15 ·11 crores, Rs. 11·50 crores and Rs. 36 ·21 crores. The· 
main sources of income consist of octroi, taxes on houses, lands 
and vehicles and tolls. There are about 781 municipalities in 
British India, with an aggregate population of over 21 million. 

The following tables give the detailed financial position of 
District and Local Boards and Municipalities in British India : 

(In lakhs of Rupees) 

Income (excluding balances) 1915-16 1927-28 

Provincial rates .. .. .. 3,39 4,84 
Civil works .. .. .. .. 1,43 2,58 
Other sources .. .. .. 2,68 8,14 

TOTAL .. .. .. 7,50 15,56 
Rs. A, P. Rs. A. P. 

Inc~dence per head .. .. .. 0 5 1 0 10 6 

Expenditure I 1915-16 1927-28 

Education •• 1,82 5,72 
Civil works 4,16 5,04 
Sanitation, Hospital, etc: 70 1,94 
Debt and miscellaneous 1,32 3,26 

ToTAL .. 8,00 15,96 



Source" of lnC'ome 

Municipal Rates and Taxes:-
Octroi • • . . 
Taxes on houRes and lands 
'J'ax on animals and vehicles •. 
Tax on professions and trades 
Tolls on roads and ferries .. 
Water-rate • • • . 
Lighting rate • . . . 
Conservancy rates • . • . 
Other taxes • . . . 

Total rates and taxes 

Realisat.ion under special Acts 
Orant.s from Government 
Rent of lands, houses, etc. 
Fees . . · · 
Receipts from markets and 

slaughter houses .. 
Other sources and miscellaneous 

TOTAL INCOME 

Extraordinary ~nd Debt 

GRAND TOTAL 

Incidence per head) : 
(i) Rntes and Taxes .. 

(ii) Total income, excluding 
Extraordinary and Debt 

(1 n lakhs of Rupees) 

r 1915-16 
1 

1927-28 

1,45 
1,87 

21 
18 
17 
97 
15 
61 
19 

5,80 

11 
84 
23 
38 

47 
85 

1,41 
4,65 

42 
13 
34 

1,87 
18 

1,10 
1,68 

11,96 

17 
98 
45 
79 

93 
1,72 

- I I 
8,67 

6,44 

15,11 

Rs. A. P. 
3 5. 9 

5 0 3 

17,00 

19,21 

36,21 

R!'l. A. P. 
6 4 3 

8 14 7 

Ht>ads o£ 1<-::xpenditur~ 

General Administration and 
collection charges •. 

Public Safety
Lighting .. 
Police .• 
Fire, etc. 

Total 

J HH5-H> 

76 

43 

9 

53 

3,32 Public Health and convenience 
Hospitals and Dispensaries and 

Vaccination . . • . 50 
Plague charges, markets, 

gardens and sanitary . . 50 
Public Works ·• • . . 1,42 
Public Instruction 62 
Contributions for , 

general purposes . . . . 27 
Miscellaneous-

Interest on loans . . . . 77 
Other miscellaneous expendi-

ture . . . , • . 43 

1927-28 

1,59 

92 

17 

1,10 

5,86 

92 

89 
2,40 
1,92 

60 

1,68 

1,46 
---·1----

TOTAL EXPENDITURE 

Extraordinary and Debt 

GRAND TOTAL 

9,12 

6,33 

15,42 

18,43 

18,18 

36,61 

:.... 
<:::> 

~ 
t-. 

~ 
~ 
~ 
~ 

~ 
0 ..... 
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The total annual income as given in the second table is 
distributed among 77 4 municipalities, and it is thus clear that 
on an average municipalities in India are financially very poor. 
The Bombay Corporation alone has an annual income of over 
Rs. 3 crores ; while the corresponding figure for the Calcutta 
Corporation is Rs. 2 crores. These corporations cannot st.and 
comparison to municipalities in Western countries. Glasgow, 
for instance, with a population approximately equal to that 
of Calcutta, has about twelve times the income of the Calcutta 
Corporation. 

Between 1914 and 1930, local expenditure in Japan in
creased from Rs. 41 crores to Rs. 229 crores ; whereas in 
India '\yith five times the population of Japan, local expenditure 
in the same period increased from Rs. 26 crores to Rs. 54 
crores only. Thus the per capita expenditure of local bodie~ 
for 1930 in India was Rs. 2 ; while the corresponding figure for 
Japan was Rs. 36 or eighteen times that of India. In India, 
the increase was 2 ·1 times; while in Japan, it was 5 ·6 times. 

In the United States of .America, the expenditure of local 
bodies in 1927-28 amounted to Rs. 1,874 m·ores; while the 
gross total expenditure of the Federal, State and Local Bodies 
put together for the saine year amounted to Rs. 3,486 crores. 
This means that local bodies there have a spending power of 
about 54 per cent. of the total expenditure of the Federal, 
State and Local Governments ; while the local bodies in India 
spend only 20 per cent. of the corresponding total amount. 
For the year 1927-28, the per capita expenditure of the local 
bodies in the United States of .America was over Rs. 150, or 
about 75 times the corresponding figure for India. The 
extraordinarily low expenditure of local, bodies in India 
requires investigation. 

The poverty of local bodies in India is thus in marked 
contrast with the rich resources of similar bodies elsewhere. 
The Simon Comrilission remarked that "local rates of all kinds, 
urban as well as rural, produced in 1927-28 in British India 
about'£ 12! millions, which is only little more than the income 
from rates in that year of the London County Council alone."~ 

The question of local finance came into prominence with 
the -inauguration of the Reforms and the transfer of Local 
Self-Government to ministers. The resources of local bodies 
in India are very inadequate in view of the devolution of 
powers to local bodies and in view of the variety and wide 
range of their functions like public health, education, etc. 
They cannot introduce efficient standards of administration 
of the various functions assigned to them without a consider
able increase in their monetary resources. 

1 Simtm Commission Report, Vol. I, para 377. 
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CAUSES OF INADEQUATE RESOURCES 

The low taxable capacity of the people of this country is 
an important cause of the inadequacy of local resources in this 
country. The following table shows the national income and 
national wealth of a few countries which brings out the com
parison clearly. 

INCOME AND WEALTH 

National Income National Wealth 

Country Year Total Per Year Total 
Per 

l{s. 
H.,d ''I Rs. Head of 

(crores) popula· (crores) 
Po pula-

tion Rs. tion Rs. 

British India •• 1922·23 2,223 82 1930 12,000 441 
The United Kingdom 
The United States of 

1931 4,995 1,092 1925 29,432 6,371 

America. •• .. 1928 24,533 2,053 1928 1,12,315 9.365 
Canada .. .. 1930 1,319 1,268 1929 8,344 8,023 
France .. .. 1928 2,618 636 1928 18,857 4,581 
Japan .. .. 1928 1,471 271 1924 13,645 2,038 

The above figures vary with the production and prices 
from year to year, and also with the varying rates of exchange. 
Moreover, the figures are not for the same year. Thus the com
parison can be regarded as approximate only. Making allow
ance for all these factors, the average income for British India 
in a normal year is about Rs. 82 per head ; while in the present 
slump, the average may be taken at about two-thirds of the 
normal, or Rs. 55 per hea,d. The average income in Japan 
is Rs. 271 per head, in Germany Rs. 634, in France Rs:636, 
in the United Kingdom Rs. 1,092, in Canada Rs. 1,268 and in 
the United States of America Rs. 2,053. Thus the income in 
the United States is more than 25 times that in India: while 
that in the United Kingdom is nearly 13 times. The aver~ge 
per capita income in Japan is about 3~ times the corresponding 
income in India. 

The total wealth of the United States of America is esti· 
mated at Rs. 112,315 crores as against Rs. 12,000 crores for 
British India or about nine times, though the population of 
India is three times greater. The United Kingdom has property 
valued at Rs. 29,432 crores or about 2~ times of that of India. 
The wealth of India as a whole may be estimated at about 
Hs. 15,500 crores and thus with 17 per cent. of the world's 
population, India has only 5 per cent. of the world's goods ; 
while America "ith only 7 per cent. of the world's population 
has about 40 per cent. of the world's wealth. These statistics 
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abundantly prove the low taxable capacity of India, which is 
responsible for the inadequacy of local as well as central and 
provincial resources. . 

Another important factor explaining the inadequacy of 
local resources is the unfair distribution of revenues between 
the central, provincial and local authorities. The bulk of the 
contribution from land in England goes to local bodies and the 
Central Government receives only a very small amount as 
land tax. The financial weakness of Indian local bodies is 
also explained by the fact that they have developed by the 
·process of devolution of powers ; while in othe1· countries 
generally the development has been brought about by a process 
of a federation of strong, semi-independent smaller units into 
larger political units. In India the Central Authority has 
thus parted with smaller resources for local bodies. Further, 
the jurisdictions of local bodies in India are generally so 
extensive that they are removed from effective touch with tax
payers. But for this, the imposition of taxes on houses and 
person~ in the villages by local bodies would have been easier. 
It would, therefore, be desirable to restore the influence of the 
village panchayats and .to reduce their jurisdictions so as to 
bring them into effective touch with tax-payers. An increase 
in per capita income and wealth production by pursuing 
a definite programme of the economic development of the 
country must go a long way in improving the finances of 
local authorities and also of the Central and Provincial Govern
ments. 

IMPROVEMENT OF RESOURCES 

The following recommendations were made by the Taxa
tion Enquiry Committee to increase the resources of local 
bodies:-

(1) The land revenue should be standardised at a low rate 
to give better scope for local taxation.. 

(2) A share of the collection of provincial governments 
from ground rents in towns and from an increase in the rates 
on non-agricultural land should be transferred to local bodies .. 

@) Municipalities should be empowered to tax advertise
ments. 

(4) The scope of taxes on entertainment and betting 
should be extended, and local bodies should be given an ade
quate share of the proceeds. 

(5) There should be an extension of, and improvement in, 
the a.drninilltration of taxes on circumstances, property and 
professions. 

(6) The import duty on motor cars should be reduced so 
that the provincial governments may be able to levy a pro
vincial tax in place of tolls for distribution among local bodies. 
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(7) In selected areas local bodies should be empowered 
to levy a fee for the registration of marriages. 

(8) The resources of local bodies should be supplemented 
by subsidies to be granted on services of national importance 
in such a way as to enable provincial governments effectively 
to enforce efficiency. 8 

The resources of local bodies can also be increased by 
extending the scope of municipal trading and enterprise. This 
would lessen the dependence of local bodies on tax revenue. 
Local taxes are comparatively inelastic and it is desirable to 
make use of other sources of revenue to a greater extent than is 
the case at present. In Western countries, particularly in 
Prussia, municipal enterprise is increasing and there are muni
cipal tramways, waterworks, gas and electric concerns, bathing 
establishments, burial grounds, fiRheries, docks, theatres, 
restaurants, mills, factories, dairies, etc. These enterprises are 
rendering effective service to the civic population and they 

· are also providing a substantial source of revenue for munici
palities.7 This aspect of local finance has so far been neglected 
in this country. Its possibilities should be explored to increase 
municipal and local resources and also to increase the ameni
ties of life in towns and villages. 

The following table gives the income and expenditure of 
District and Local Boards in India for 1930-31.8 

I Incidence I E . 
Province I No. of Income per bead xpendtture 

, Boards Rs. Rs. A. P.l Rs. 

Madras .. 610 5,95,24,!130 1 3 5 6,07,47,.449 
Bombay .. 249 2,32,71,826 1 3 6 2,35,16,561 
Bengal .. 1(19 1 ,47 ,98,115 0 411 1,48,·i8,354 
U.P. .. 48 1,93,72,249 0 6 R 1,99,93,994 
Punjab .. 29 2,10,96,459 1 0 0 2,14,55,722 
Bihar and Orissa .. 66 1,36,52,o48 0 7 3 1,41 ,10,264, 
C. P. and Berar .. 108 82,63.338 0 6 2 82,22,505 
As~A.m .. 19 36.04.,257 0 7 3 37,!13,045 
.S. ,V, F. P. .. 5 15,01,512 1 2 9 15,07,7!)0 
Ajmer-:Merwara. .. 1 2,29.263 0 6 7 2,37,072' 
Coorg .. 1 1.45.6so I 014 3 1,59,076 
Delhi .. 1 2,45,2~.) 1 4 4 2,49,95:-J 

TOTAL .. 1,246 116,57,04,94.2 0 10 5116,8~,41,735 

• Tuation Enquiry Committee Report, paras 194-196. 
'K. T. Shah and Ba.hadurji, FunctionB and FiMrace of Indian 

Mmtirip11litits, p. 434. 
1 This anrl thP following table have been compiled from the 

lradU!n l'Mr Bool.:, 1934:-35, pp. 3U and 3!2. 
11 
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The following table gives information regarding the 
income and expenditure of :l\Iunicipalities in the chief provin
-ces in India for 1930-31. 

Province 

Presidency Towns 
Calcutta 
Bombay City 
Madras City 
Rangoon 

nishict Municipalities 
Bengal (excluding Calcutta) 
Rillar and Orissa. 
Assam 
Bombay (excluding Bombay Cit.y) • 
Madras (exclu<ling 1\fadras City) 
U.P. 
Punjab 
::S.W.F.P. 
C. P. and Berar 
Burma (excluding Rangoon) 
British Baluchistan 
AjmE"r-~1 erwara. 
Coorg 
nelhi 
Bangnlore 

TOTAL 

Income · 
Rs. 

4,6.!,7H,418 
16,63,2!,539 
1,07 ,!13,586 
1,33,42,806 

94,99,R31 
52,32.982 
13,16,719 

3,84,02,690 
2,09,31,578 
1,69,52,904 
1,36,6!1,870 

15,41,347 
81,64,733 
78,28,061 

7,61,601) 
6,34.961 

48,919 
29,92,4R5 
10,57,871 

36,59,70,350 

I 
Expenditure 

Rs. 

4,2.5,15,073 
16,59,91, 737 

93,34,378 
1,31,55,443 

96,75,593 
44,66,171 
13,55,257 

3,89,92,357 
2,18,01,802 
1,68,73,932 
1,40,15,220 

16,34,299 
87,15,730 
80,8UOS 
7,58,473 
6,24,884 

51,212 
33,60,257 
10,53,350 

36,24,59,576 
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