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I. PRELIMINARY 

The Committee was appointed by a Resolution of the Government 
f India ()linistry of States), No. F. 60-IB/48, dated the 22nd October 
B48, (reproduced aCJ Appendix to this Report) with the following Terms 
f P..eference :-

" To examine and report upon 

(I) the present structure of Public Finance in Indian States and 
Unions of States : 

(21 the desirability and feasibility of integrating Federal 
Finance in Indian States and Unions of States with that of the 
rest of India, to the end that a uniform system 9f Federal 
Finance may be established throughout the Dominion 
of India; 

(3) whether, and if so, the exteitt to which, the process of so 
integrating Federal Finance in the Indian States and Unions 
with that of the rest of India should be gradual and the 
manner in which it should be brougl:lt about; and the machi· 
nery required for this purpose, especially as regards the 
legislative groundwork and the administrative organisation 
necessary for the imposition, assessment and collection of 
Federal Taxes ; 

(4) the results of such a policy of integrating Federal Finance 
upon the finances of Indian States ·and Unions and the con. 
sequential financial adjustments and relations which should 
subsist between the Governments of the Indian States and 
Unions on the one hand and the Government of India on 
the other; 

(5) the measures which the Committee may consider necessary 
and/or desirablo for revising, in the light of present day con
ditions and standards, and having regard to the require· 
ments of modern administration, the structure of Provincial 
Finance and, in particular, the levels a"nd sources of Pro; 
vine.i.al Revenues in Indian States and Unions of States; 

(6) any othcr consequential andfor cognate matters which the 
Committee may consider as arising out of the foregoing 
terms of reference ". 

Tenns of Refet
enoe. 



Items (1) & 
•5) of Terms of 
Reference with· 
lraiWD. 
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These terms fall, broadly speaking, into two categories ~-

(i) those relating to wl.at may be termed "provincial finanee •• 
i.e., revenues etc.,· which according to the " Draft Consti
tution of India " appertain to the "Provinces,. in India
itEms (I) and (5) of the Terms of Reference. 

(ii) those relating to " federal finance " i.e., revenues. etc., which. 
according to the " Draft Constitution of India '', come within 
the ·sphere and competence of the. Union of India-items 
(2), (3) and (4) of the Terms of Reference. 

2. The Committee found, after· a preliminary survey, that a. detailed 
investigation of the first group of questions-those relating to the " Pro
vincial" field-in States and Unions of States wonid require detailed and 
elaborate local enquiries, necessitating the employmffit of special 

0 :fficers in the areas concerned. Such an investigation would have taken 
up much mora time than was first thought would be needed. The Com
mittee, therefore, suggested that this group of questions shoulu be 
reserved for sub.c;equent examination and that it should confine .ltself to
the problems cm:neCted with the evolution of a S)"Stem of federa} finance 
in St~tes and Unions of States which would be uniform with the system 
in Provinces, so that its report might be available to the Government 
of India at about the time when the Constituent Assembly would b~ 
taking up for consideration the p~rtion of the "' Draft Constitution" rela
ting to " Finance, Property, Contracts and Suits "-Part X. This 
propoEal was accepted by the Government of India ("Ministry of States) 
in their letter dated the lOth April 1949. The present report deals. 
therefore, only with the subjects mentioned in items (2),. (3), (4) and 
(6) of the Terms of Reference. 

Plan of Work. 3. Soon after we commenced work, we called for preliminary l\Iemo-
randa and data from all States and Unions of States, and from certain 
1\finistries of the Government of India. We t.hen issued a set of ques
tionnaires covering the whole field of our en~uil'y in order tha& 
States and Unions of States might be assisted in tlle preparation of the 
statistical and other information we needed. After thi~ one of us 
(Mr. DandekEr) and our Secretary (Mr. Swaminathan) visited States 
and Unions of States and gave such instructions as the Governments 
needed for the compilation of figures and their scrutiny. They also 
had preliminary local discussions of an exploratory character 
concerning the problems arising out of our Terms of Reference. In tl:.e 
meantime, the Committee itself htld a series of meetings in order to 
formulate general principles in conformity with the provisions of the 

" Draft Constitution of India " and aceepW principles of federal 
finance, to guide it in its plans for integration. As complete ix.fc.rmation 
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became available for each State or Union of States, a scheme of integra
tion was prepared for it. The CommiUee then arranged to tneet the 
GoYernment concerned and discuss the scheme in detail after 
explaining the general pri~ciples which the Committee thought 
should be folkwed. Often the Committee met the same Government 
more than once. The integration scheme for B~rod:-. was discuss:d at 
a. meeting in Bombay with the Hon' ble the Premier and the Hon'ble 
the Finance l\Iinister of Bombay, the Dewan of Baroda and a representa
tive of the Finance Ministry of the GJvernment of India ; and the 
integration schemes for Travancore and Cochin were finally 
discussed at a joint meeting in Ernakulam, attended by the Hon'ble the 
Prime )Iinisters, the Hon'ble the Finance :Ministers and other Hon'ble 
~Iini.,ten of th~ two Gwernments. We have also had the benefit 
of the views expressed by several representative associations of 
mercantile, industrial and planting interests, . b:>th within a:1d without 
the States and Unions of States and by the Indian Coffee Board, con
cerning matters in which they were especially interested. The various 
::\Iini~tries of the Governm:mt of India have assisted us with their views 
on particular problems, and with the data relevant thereto. We have 
al,-o had the b~nefit of the views • ,f l\Ir. V. Nara.hari Rao, the Auditor 
General of India, who has had kmg association with, and 
specialised experience of, financial problems connected with Indian 
States. As a result of these close consultations, the Commiftee has 
found it po:>sible to prepare schemes of federal financial integration for 
St ttos and U1b:H of States, th 1 im·>Ort .nt features of which have been 
accepted by all the Governments cotlcerned exc- .pt one and tho com
mittee hop0s that this Govcram~nt w,ll on further considr,ration find 
it poEsible to mod.ify its attitud . 

4. We hnve not specifically dealt 
groups of State,;-

with the following States or 

(i) Statefl, other than Baroda, whose adminis.,~ .. jont't have been 
infegrated with those of certain provinces of India u'":der 
the Instruments executed in that behalf by their Rulers and 
under the powers conferred by the Extra-Provincial Jurist> 
diction Act, .194 7 ; 

(1:i) States whose administrations have been similarly integrated 
into newly consLituted Chief Commissioners' Provinces ; 

(iii) Non-v;able States; and 

(iv) .Tammu and Kashmir. 

Stat(;:i of t.he first two categories will ba automatically integrated 
with the Central Government in India in the entire " federal " field 

' including finance, as soon as orders in respect of them are passed by the 
C'..overnor-General under Section 290-A of the Government of India Act 

' 

Certain Statee 
not dealt with; 
reasons therefor. 



1935. The principles recommended by us in the case of Baroda in 
our First Interill! Report, will be applicable, m~tfatis m11tandis, 

to all such cases. We have, therefore, considered it unnecessary to 
deal with them specifically. 

As regards States of the third category, t•iz., non-viable States such 
as 1\fanipur, Tripura and Cooch-Behar, we consider that when their 
future is decided upon, they should be dealt with- both as respects 
the general principles involved and the details of transitional adjust
ments required- on the sam'l basis as States for which we have pre
pared schemes. We have not accordingly dealt "ith them specificnlly 
in this Report. 

Finally, as regards Jammu and Kashmir, the present circumstances ,. 
in that State preclude us from working out an integration scheme for 

it. 

"'States" inclu- 5. Wherever in this Report we refer to " States " we should be 
des " Unions 
ofStates". understood as referring to States and Unions of States . 
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JI. FINANCIAL RELATIONSIDP BETWEEN THE CENTRE AND 
THE STATES-CONSTITUTIONAL AND ECONOMIC POSITION . 

6. In the Government Resolution constituting the Committee 
it is explained how the question of the financial relations between the 
Ceutre and the States arose in connection with 11ubsidies to States 
to meet tho loss resulting from the sale of imported foodgr11ins in their 
.arMs at prices fixed by the Government of India. Thi)J question of 
financial relations is, however, only one aspect of iffie e~tire ambit 
of relationships between the Central Government mi. the o)ie hand and 
the States on the other in an Independent lndi~..and should be_ ex
amined in that wider context. 

Financial Rela
tions between 
States and 
Centre, part 
of wider ques
tion of general 
relations • 

d S d 1 d " Pannountoy," 7. Priortothe 15th Augustl947,Provincos m~ tates eveope thebasisofrela-

on different lines the former under the Governor-General in Council tions bet'{Veen 

exercising the powers v:ested in him by Government of India Acts and ~~~~: in ~'::! 
the latter ·under the Governor-General in Council upto 1935, and later past. 

under the Crown Representative exercising undefined powers in the 
name of " paramountcy ". 

Geographically, however, India is one ; Provinces and States 
lie interspersed all over the R-ontinent, the boundaries beiug in most 
cases artificial and not ropresen~!.ng any natuml divisions ; and all 
parts of the country n.re interlinked. With the development oi Inda, 
the range of matters of common concern between Indian States on the 
one hand and the rest of India on the other became wider and wider and 
it was essential to secure co-ordinated action in both halves- of India 
in the larger interests of the country as a whole. 

In Provinces this was easy enough. The Governor-General in Coun
cil. could issue orders and have them carried out. In· States, however 
the Governor-General in Council had to act in a different e.1pacity. 
H&-and from 1935 the Crown Representative--invoked his " para. 
mountcy " powers and, in the course of deca.dcs, an elaborate network 
of agreements and codes based on " grant, usage, sufferance etc." 
<'arne into existence covering an infinite variety of ~atters in order 
to regulate relation<J between what was called " British India " and 
the States and to ensure that action was taken 'in tho States in 
furtherance of policies conceived in the interests of India as a whole. 

The most important r.mong matters of common concern was Defence 
et.nll the relationships evoh·ed under this head were political in character 
an(l covered a very wide field. Th~Jse may be grouped under three 
l~oao'.b. Firstly, the Indian Army was for the whole country ; and for 

Circumstances 
COIDpeluzUfOrDl• 
ity in roatter~ 
of coiDIIlon con
cern, such as: 

Defence 



Econom1c and 
Fiscal matters. 

Emergence of 
Agreements 
and Codes, 
In exercise of 
'Paramountcy•· 

The Indian 
Independence 
Act; lapse of"pa
ramountcy" and 
of the " codes " 
built upon it; 
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its efficient functioning tho Paramount Power entered. into !lctailcJ. 
arrangements with States for "secmring wh::lot rs n1.::3;;sa.ry for stra.togi
cal purposes in regard to roa.ds, ra.ilways, aviation, posts, telegraphs, 
tJlephon:H and wireless, C'\~tonmaats, fortf, pa.ssag•1 oi troops a~><l thtl
supply of arms and ammunition ". Secondly, Indian States main
hinod troops, a~d schemes were introduced under wh'ch the1r n.umhor 
arms and equ:pme:tt, and tho roles assigned to them were rcgula.ted .. 
Thirdly, another cla.~s of rehtionship com'ng under' d.o.i:'cnco ' aro~e 

out of the obligation of the Paramount Power to protect St?.tes against 
reb-:llion or insurre::tio:t. In important States like Hydoraba1l and 
Barod'\, tro.ops from tho Indian Army were stationed. for this purpose 
under spacial tre:\tiet, but the obligation itself WM a ge:toml ontl
applyhg to all States alike. This obligation carried with it tho r~ . .;po-1-
sibility to interven1 a"ldprave·tt misgovernm1 lt ; a1•l the Paramou·1t 
PowJr hid d~'wa, as i::l'iividu"\1 C"L~'33 arosa, th'l circum<>hnc1s in which it 
would interfere with the intern'l.l administration oi Statl}s " ior the bo o
fit ofth1 Prince. ofthe St?.te. oflndia. as a whole". 

So much for the field covered by political rehtio'l'lhips evolve,! 
und'3r ' paramountcy '. The:.t, thoro were oconomic and fiscal reh .. 
tio:t~hips. Amo:tg the form1r were arraagem'3:tts for th'l working of the
Indian R':l.ilway system in Provinces and Stp,tes alike, and for the worki-1g 
of the railway systems owned and oparated by Indian St>1.tos on ossontia.lly 
the sam'l principbs M the India~ RailwP.y system in regard to sa10ty. 

rat as etc. Simihr co-ordin'l.ted arrartgem ·nts existed for posts and tel!3-
gra.phs, telephon33 etc. Am'lng fi~c!lol m<>.ttcrs may be mentione•l 
agre3me:tts with m'ltritima States for se''.o customs and those with 11.U 
States for the c:ff'ectu'l.tio:t of th'l s'l.lt mo:10poly and abolition of a.U 
ba.rrie··s to trade. 

In this way, the inhere:tt 1n~essity for co:tcxtod action in matt9rs of 
common concern was recognised, and numerous agreements and codes 
built up steadily over a long period. It was by the exercise of pa.r<"\
mountcy that these agreeme:tts a·td codes were brought into existence, 
modified from tim'l to tim1 to suit ch'l.nging conditions a.nd eniorced 

. whe::l'lver n'lcassary. And in this way Indi'\ attained a. hrge me'!.sure of 
working unity. The second world war ·strengthened these political 
and eco:10mic bonds, under the ne:Jd for conc1rted wa.r efforts. 

8. \Vith the a.ttainmnt of Independence by hdi>l, however, there 
c'\me a complete change. Under Section 7 of the Indian Independence 
Act, the " suzora.inty of His l\fajesty over Indian States " lapsed. 
With this also lapsed the entire oode referred to above except for 
'' provisions of any .......... agreement which relate to custom!!, 
traMit and communications, posts and telegraphs -or other like matters '• 
until they were denounced by the ·Ruler or the Dominion. 
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A ,·oid wa.'i thus created. For in~ta.nce, -all arrangements in tho 
whole of the field covered under " defence " as sot out above came to 
an end. This was a. scrioui' state of things, spccil'.lly at a. time when 
post-war conditions demanded more co-ordinP.ted and unified action 
o\·er the whole country than e\·cr before. 

But the logic of facts is more powerful than legal formul::e ; and 
India and the States could not- afford the severance or loosening of ties 
which had been forged over a long period of a Ct,ntury and had become 
integral parts of their political and economic systems. This wa.'l appre
ciated Ly the States and as tho ret-nit of consultations in July 1947 al-
most all States, with th exC€ption of Hydera bad. Kashmir and JlUu:gadh. 
'• acceded " to the Dominion in the thee subjed.s pf Defence, ~xterna1 
Affairs and Communications with effect from the 15th August 1947 and 

the resultan* 
void, 

was filled by 
Instruments·· of 
Accession and 
••Standstill" 
Agreements ; 

also (.x· :c•tt d " stand-st;ll " agre~;~w nts which maintained the , 'xisting 
' od ' · d to t -tt f (K lun" Is ·thereby estab-c es m regar mos ma ers o common concern. as :r a o lishing a "cons-

acceded in Octobu 1947 and execu.tr:ll the same stand-still agreement.} titutional" rela-

T · 1 k" F h fi . . h h" to f tionship with hiS was an epoc 1-ma mg event. or t e rst t1me m t e _ 1s ry o c. ntre. 

India the States came into a defined ' constitutional ' relationship-~ith 
the Ctntral Govr.rnment ; and C'entral legislation, within the defined 
sphere, could be applied to States exactly as in Provinces. 

f oon am ther impm tant step was' taken in the same direction. When 
States were formed into rnions approximating in size and resources 
lo Provinces, a wider field of " accession " was considered necessary. 

• Saura.-htra Union. 
::\ladhya Bhara.t Union. 
Vindhya Pra.dflsh t:'nion. 
J'atiala. & E I'. S Union. 
RajaRthan t:'nion. 
Travan<'o~e-- -Cochin t:'nion 

All the rnions* have now acceded to the 
Dominion of India in the subject" comrrised 
in List I (Federal) and List III (Conc~rent} 
of the Seventh Schedule to the Government of 
India. Act, 193.3, as adapted by the India 
(Provisional Constitution) Order, 1947, 

with the exception of those relating to 
finance and taxation. l\fysore bas al~_:o R<'C( ptcd similar accession; 
Hyderabad and Kashmir alone nmain out of 1h;s field of wider rela-
tions. 

9. Concurrently with this, States are taking part through their 
representativ<'s in the Constituent AsSfmbly of India and are assisting 
in the task of establishing new relationships between States on the one 
side and the rest of India on the other which would accord with present 
day conditions. All States except Hyderabad are now represented on 
the Constituent Assembly. 

Accession by 
Unions etc. 
over a larger 
fit>ld of subjects. 

Participation by 
States in the
Constituent -
Assembly of 
India. 



New oasis : the 
.. Objectives' -
Resolution ; 
fundamental 
principles of 
-new constitu
tion. 
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10. In the ' Objectives ' Resolution, the Constitutent Assembly 
has unanimously accepted the fundamental principles that should 
govern the new constitution. The portions of this Resolution re· 
levant for our present purposes are :-

" This Constituent Assembly declares its firm and solemn 
resolve to proclaim India as an Independent Sovereign 
Republic and to draw up for her future governance a 
Cl:>nstitution : 

(2) \~HEREIN the territories that now comprise British 
India, the territories that now form the Indian States, and 
such other parts of India as _are outside British India and 
the States as · well as such other territories as are willing 
to be constituted into the Iniependent Sovereign India., 
shall be a Union of them all ; and 

* * * * * * • 
(4) WHEREIN all power and authority of the Sovereign 

* 

Independent India, its 
Government, are derived 

* * 

constituent parts and organs of 
from the people ; and 

* * * " 

Union of India The essential points in the new relationship are that there shall be a 
-consists of Pro- U . f I d" . h." l Pr . d h 11 b 1 t vinces and Sta.- mon o n 1a ill w 1c 1 ovillces an States s a e equa par ners 
tes, as equal and in whi~h all power and authority are derived from the peoph 
partners. 

lit is unnecessary to mention that a system of constitutional monarchy 
jn Indian States is not incompatible with a Republican constitution for 
India). The bearing of this on the position of States in Independent 
India-in so far as they concern our terms of reference--should now be 
examined. 

Powers and func- ·u. From the concept of States and Provinces as equal partners 
tions of Centre . . · bl c 11 th th C 1 G t h ld f t" · should be uni- 1t illeVIta y J.O ows at e entra overnmen s ou unc 10n ill 
form in Provin- States over the same range of subjects and with the same 
-ces and States; . . 

powers as in Provinces. It is only in this way that the Uruon of India. 
will gain in strength and its policies in effectiveness. There is no ferlera
tion in which the Central Government possesses different levels of power 
and authority in the units comprised in it. Such differences in juris
diction from unit to unit are bound to be a source of weakness and to 
produce a sense of unfairness among the less favoured units which will be 
fatal to friendly relations and orderly progress. 
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Go t C t :e should 12. Another result that follows is that the Central vemmen en t through 
act 

should act through its own officers for the exercise of its important func its own office~s 
· · States as ID 

tiona in States in the same way as in the Provinces. ;rovinces ; 

In all federations, the federal Government has its own urganised 
~"ervices spread over the whole of its &tea. It is a recognised feature of 
the federal 11ystem '' that general and regional Governments both. operate 
din~ctly upon the people; each citizeR i!$ subject.to two Governments". 
Further, for the federal Government·to rely on the agency of States to 
carry out its policies will lead to conflicts. 

13. Uniform source:~ of federal revenues. and, consequently, equality Centre should 

l.Jf tht. basis of contribution to f~deral finances follow necessarily from ~!:!es u:rro=. 
the concept of the sovereignty of the people and· equality of Provinces venue in .statee 

and I'rovmces. 
and State!'. 

When paramountcy existed, inequality in fina.ncia.i oontribution bet
ween Provinc3s and States wa.s possibly unavoidable. The Butler 
Committee put tht case for this thus:-" But, whether or not a State 
makes a contribution to the cost of defence, the Paramount Power is 
under a duty to protect the states. It follows from this duty of pro
teqtion, first, that the British Government is bound to do everything 
really necessary for the common defence and th~ defence ofthe states". 
This basis no longer exists ; it has been substituted by the concept of 
equality of Provinces and States, founded upon the sovereignty of the 
people oi the wholo of India including the States. It follows that States 
should contribute- to fedl)ral finances like Provinces ; it follows further 
'that they should also receive grants and all other forms of financial and 
otner assistance trom the Centre just like Provinces. 

14. The new relationship betwoon the States and 
India. should thus rest on the following prinoiples :-

the Union of 
New rele.t1onsbip 
between the 
States and the 

(i) The Union Government should have authority in 
the same range of subjects as iu Provinces. 

States over Centre, aum-
marised. 

(ii) The Union Government should exercise its functions in States 
through its own administrative agency as in Provinces. 

(iii) The States should contribute to the finances of the Union 
w 

on exactly the same basis as the Provinces and receive 
grants and other forms of financial assistance on the same 
basis. 

It is not for the Committee to say how effect should be given to thi1 
in the .now constitution; -whether, for instance, the provision for a pro 
cess of " ac~aession ' by individual States embodied in Article 225 



l;s result,-com
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should be ei1octed or whether the coa3titu~ion , - or a.llo4st the federal 
portion~ of it-3hould apply to the3e units automatically as it applies to 
Provini}.}S. This is for the Constituent Assembly to de.::ide. 

15. What we have said above practically amounts to this-that 
unhr the naN set-up, the Un;O.:l oflndia. Will CO:lrorm to the p;1ottero of 
other Fei13ratio:.1s a~d function with the same rights a~d obligationi 
throughoat th6 oountry, a~d th'\t all the units willlik~wise hwe equal 
rights a:'l.i obliga.tio:a'3. O.J.ly so Mn the Union or In.:l.ia m'lo~e an effective 
contribution to the solution of the difficult e.::onomic problems that faoJ 
India., meet the strains and stre:;ses ofthe post-war world and maintain 
n'loti.ona.l unity. The Sta.teJ the_melve3 will also derive subi!tantial 
adva.nta.ge3 a.:nong which the following ma.y be mentioned :-Firstly, 
their people a!ld Governmuts will ta~e their pla.-::e in the polity or India 
alongside ofth~ people a!ld Govern>n~:.1ts in the nst ot India. and share 
in its wider life with equal rights ni OJliga.':iio:a1. Se.::o.:1dly, a.d>ninistra
tive sta!ld'\rds a.!l·i e.ffbie:By W~ll incre<He by cloJer conta'3ts with the 
administration ofthe Ce:1tral Govern>nent a.n.rl e.:,'Pe3lally by the uniform 
ac.:: mnting a!ld audit syste..:n which will remit fro:.n the sup.}rvision of 
the Auditor-Ge_leral of lnrlia., re.::ruitm1n.t to the higher servica3 on an 
all-India. b:l'>is, a unifiel judicial sy::~te:.n rud a.-::oe.3s to te.::hnioa.l advice 
and as;ista!l'3e furniJhed by the Ce.J.tral Gove:.nmnt. Thirdly, State.;; 
wiU have the:r sha.r" of such fed~ral reven'leJ as may bo made divisible 
from time to time a.nd of the grants, lo.lns and other form3 ot financial 
assistanl}e give.l by the Ce:a~re, on th~ sa:n} bJ.:ris a3 Provin·1.3.1 ; a!l 
impetus will thm bf give:~. to d'lvelopmut progra.m'Il~3 in these 

area.s. 

16. The advantages which will be derived by the country as a whole, 
including the States, from an integrated system offederal finance, operated 
uniformly by the Central Governm:mt throughout the country, cannot 
be ~v~r-emphasised. The following observations of the Joint Parlia
ment:uy Committee on Indian Constitutional Reform.'! (1933-34) indi
cate that the dangers of uncoordinated fiscal administration in India. 
were fully realised even at that time:-

" The existing arrangements under which economic policies, vitally 
affecting the interests of India as a whole, have to be formu.~ "tel and 
carried out are bein6 daily put to an ever-increasing strain, as the eco
nomic lifo of India d-1velops. For instanc&, any imposition of in
ternal indirect taxation in British India involves, with few exceptions, 
the conclusion of agreements with a number of Stat0s for concu.:""J.·ent 
taxation .within their frontiers, or, in default of such agreement, the 
establishment of some system of internal customs duties ·a.n impossible 
alternative, even if it ware not precluded by the terms of the Crown's 
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rl'aties with some States. 'Vorse than thiS, India may be said even 
to lack a general customs system uniformly applied throughout the 
·sub-Continent. On the one hand, with certain exceptions, the States 
are free themsel\"es to impose internal customs policies, which cannot 
but obstruct the flow of trade. Even at the ID:aritime ports situated 
in the States, the administration of the tariffs is imperfectly co-ordinated 
with that of the British India ports, while the separate rights of the 
States in these respects are safeguarded by long-standing treaties or 
usage acknowledged by the Crown. On the other hand, tariff policies, 
in which every part of India is interested, are laid down by a Govern
ment of India and British India Legislature in which no Indian State 
has a voice, though the States constitute only slightly less than half the 
area and one-fourth of the population of India. 

Moreover, a common company law for India, a co.mmon banking law, a 
·common body of legislation on copy-right and tr,ademarks, a common 
8\"stem of communications, are alike impossible. Conditions such as these . ' 
which have caused trouble and uneasiness in the past, are already 
becoming, and must in the future increasingly become, intolerable as 
industrial and commercial development spreads from British India 
to the States". 

These difficulties will disappear by the institution of a uniform and and h. its d far. 
reac mg a van-

integrated federal fiscal system throughout the country. There will tages. 

then £mcr~e unifomity cf law, rates, interprdaticn and administra-
tion of all ftderal fiscal measures resulting in uniform policies, principles 
and rJractice in the levy, assessment, and collection of Central taxes and 
duties. And tax-evasion, always a serious evil, will be more e Iectively 
<·hccked. The abolition of internal customs duties will result in freedom 
of trade within the country. A co-ordinated trade and tariff policy 
'\\·ill have a uniform impact throughout the country. Ports and other 
important links in the country's system of communications and trans-
port will be free to serve their natural hinterlands. National and re-
gional < conomic planning on all-India basis will become possible. In 
this, a.~ in all other respects, the States will play their part, and they will 
Lecome entitled to all the benefits which accrue from the execution of 
such plans as require the aid of Central resources and technical assis-
t:lnce. 

India will thus have an opportunity to emerge as a well-knit unit, 
fully integrated in all sphereR, political, constitutional and economic. 
lt:-! essential fundamental unity v.ill be re-inforced. 

17. We have now dealt with item 2 of the Committee's Terms of ~~:ft~nuc~! 
Iteference :- desirable and 

feasible. 

" the desirability and feasibility ,ot integrating Federal Finance 
h Ind;,m StateB a..:1i Uninns of States with that of the rest of India 

• 
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to the end that a uniform system of Federal Finance may be establh!hed 
throughout the Dominion of India". 

Our answer to this is that such an integrat<>d system is an essential 
part of the new relationship between States and the rest of India 
resulting from the attainment of Independence by India ; that it is 
feasible ; and that its establishment wouid be in the best interests 
of India as a whole and also of the States. 



III. FINA..'WIAL INTEGRATION-GENERAL PRINCIPLES FOL
LOWED BY THE COMMITTEE 

18. We now proceed to explain briefly the scope of federal financial 
I · · 1 c 11 edb . . h Scope of fedeul integration and the genera pnnc1p es ~o ow y us m prepanng sc emes financial integ. 

for that purpose for individual States. 

19. When federal financial integration comes into effect, the fol
lowing it<'ms (inter alia) of "Central Revenues" and "Federal" Services 
together with the administration of the departments concerned should 
,be taken over from the States by the Central (}Qve:rnment :-

CID\TRAL REVENtJES :-

(1) Duties of customs including export duties-. 

(2) Income-tax and Corporation tax (excluding agricultural 
income-tax). 

(3) Central Excises. 

(4) Railways. 

(5) Posts, Telegraphs and Telephones. 

(6) Opium (so far as regards cultivation and manufacture or 
sale for export ). 

(7) Taxes, other than Stamp Duties, upon transactions in Stock 

Exchanges and " futures" markets. 

(8) Taxes on the Capital value of assets (exclusive of agricultural 
land) of Individuals and Companies ; and on the Capital 
of Companies. 

(9) Salt. 

OTHER" CE~7RAL" SERVICES:

(1) Defence. (" I.S.F " Units only). 

(2) Aviation. 

(3) Broadcasting. 

(4) !\Ieteorology. 

(5) Archaeology. 

(6) Geological Survey. 

(7) Patents, Copyrights, Trade mark'!. 

(8) Registration of Joint Stock Companie~. 

(9) Xational Highways. 

(10) Currency, Coinage and Mints. 

(11) Accounts and Audit. 

ration. 

" Federal'' R e· 
venues and E :1• 
penditure of 
States to be 
taken over b;y 
the Centre. 



Accounts and 
,ludit. 

Further points 
of difference bet
wean Pnwinces 
and States. 

n will be observed that in our view federal financial integration in 
States involves not merely the taking o\~er of all their "federal" revenues 

by the Centre, but also the assumption of all expenditure in States 

upon Departments and Services of a " federal" character. The extent 
to which. their administration. need also immediately be taken over is a 
different question which we have considered separately ; for the present· 

we are concerned with making it c1ear that any financial integration 
of this kind, whether considered, a~ we think it should te, en the wider 
" functional" basis-(paragraphs 11 to 15)- or on the narrow financial 
basis, necessarily involves that the Ce-ntre mu::lt undertake also the 

financial responsibility for all expenditure of a " federal" character in 

the States. 

21). Considered strictly in terms of the Draft Constitution, Accounts 

and Audit need not necessarily become ' Central' by reason merely of 
the existing practice in the provinces, since Articles 210 and 211 of the 

Draft Constitution allow an option, which in principle States are entitled 

to exercise, to have their own organisation in this respect, subject to 
the powers conferred upon the Auditor-General of India under Clause 
(6) of Article 210. Some States have preferred to exercise this option ; 
arid we have taken this as the basis in preparing our computations of 

the revenue effects of financial integration. We ourselves would prt.>fer, 
however, to see the States adopting the Provincial practice in this matter. 
If this recommendation is carried out, our computations of the expen

diture to be borne by the Central Government upon integration of federal 

finance will have to be suitably modified. 

21. There are, further differences between Provinces and States 

in the following respects :-

(i) Most of the States derive considerable revenues from internal 

customs duties upon trade \\ith the rest of India ; in Pro

vinces, such duties are not levied. 

(ii) States maintain armed forces, portions of which are integrated 
with defence and security arrangements of the Central 

Government under a carefully devised scheme. 

(iii) States have to pay the Privy Purses of Rulers. 

On these points we make our recommendations below. 

Internal Cus- 22. As regards internal customs duties upon trade with the rest of 
toms Duties. India the Sub-Committee of the Constituent Assemblv on Fundamen~\ ' . 

Rights recommended that they should be abolished as they constituted 
a serious hindrance to trade. It was felt, however, that this reform, 
which was needed in the interests of the States themselves, should be 
<'ffected gradually so that therr might be no ~udden dislocation of their 
finances, as the revenue derive ' from this. sotirce constituted a fairly 
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large proportion of the total rzvenues of some States. Accordingly, 
as recommended by the Fundam::mtal Rights Sub-Committee and the 
Union Powi'rs Committee and agr~~d to by the Cqnstituent Assembly, 
the Draft Con<>titution provides for the total abolition of all internal 
custom-> duties within a perio:l of ten years-Article 16 read with Article 

244. 

In this connection, in paragraph 83 of its Report, the Expert Com. 
mittee on the Financial Provisions of Union Constitution recommended 
as follows :-

" As a first step it may be arranged that -

( l) a State shall not in future levy land customs on a commodity 
on which. there is no such duty now ; 

(2) a State shall not. after a fixed date, increase the rate on 
any commodity ; and 

(3) a St'\te le-rying lani custo:n~ should grant refunds on re, 
exports. 

Gradua.l abolitio:1 over a period of 10 years should not cause any 
serious dislo:)ation to the fin<tnees of these States, nor can there 
ln a'ly question of p1.ying a,_y co::npensation to these States, for the 
simple rea<>on that the Unio:1 Government will not gain any corres
ponrling r.wenue." 

Our rJview3 oft!n pJ>itio:t of in.~.ividual States have shown that 
exi~Ppt in on~ or two ca<;es there should be no difficulty whatever in 
abolishing these duties immediately upon the integration of federal 
finances in the States. In mJst ~ases, the immediate financial gains, 
both direct and indirect, resulting from federal financial integration, ' 
together with the estimated receipts from alternative sources ·.of 
"provincial" revenues, -for example, Sales Tax, - and, iu orie or 
two cases, some direct financial assistance fr~m the Centre, should 
cnn.ble the States concerned to replace the resultant loss of .revenue in 
the first yeJ.r following fin'1ncial integration. Our integration schemes 
for individu[Ll States embo:ly recommendations to this effect, We 
endorse, of course, the Expert Committee's recommendation ·that no 
comp:>m:1tio:1 should be paid for the abolition of these duties in 
any case . 

. 23. '\Ye referred in paragraph 21 to armed forces maintained by 
the Sta.tes. In computing the effects of federal financial integratiOn 
•npon the revenues of States, we have included the cost of the I.S.F. 
units (i.e., Units of the "Indian States Forces" properly so called) as 
an item to b·1 borne by the Centre. These units have roles asMigned to 
thr;m in defence and internal s~curity arrangem~nts; ani their ma.i:l-

Defence. 



tenance should accordingly be a charge on federal revenues. This does 
not, of course, affect the existing arrangements for the administration 
of those forces. 

The "irregular " forces maintained by States are in a. different 
category and do not come into the computation. 

Privy Purses. 24. As regards Privy Purses of Rulers, it has been urged before 

•• Federal" As· 
dets and Liabili
ties to be taken 
over by the 
Centre. 

Whether federal 
financial inte
gration should 
be gradual. 

us by most States that the liability for paying these should be taken over 
by the Centre on the grounds tha.t-

(i) Privy Purses have been fixed by the Centre; 
(ii) they are " political " in nature ; and 
(iii) similar payments are not made by Provinces. 

Similar arguments have also been urged in regard to political 
payments made in sotne States to subordinate chiefs. This question 
raises constitutional and political issues on which we, as a Committee 
appointed to·report on financial integration, are not competent to 
advise. We have, therefore, prepared for each State a computation 
of the financial adjustments requirt::d, consequent upon federal financial 
integration, on the basis that such payments will continue to be made 
by the State concerned ; but we have also indicated the lines on which 
these computations would require modification if the liability should 
be taken over by the Central Government. 

· 25. So far we have dealt with the integration of "federal •• 
Revenues and Services. There remains the question of Assets and 
Liabilties. We .indicate below the general principles which should 
gov:ern their allocation and apportionment between the Centre and the 
States; a more elaborate exposition of these principles and the detailed 
workings in accordance with them for individual States are contained 
in .Part II of our Report. 

·The main principle to be observed in the allocation of assets and 
liabilities between the Centre and the States is that it should also follow 
the concept of " functional " division adopted as the basis for the inte
gration oi •• rederal , revenues, expenditure and Service Department!> 
of the States with the Centre. Accordingly, all assets and liabilities 

. . 
of· whatever character, connected with "federal" revenues, expen-
diture and Service Departments,-paragraph 19-should be taken over 
by the Centre ; the rest, being associated with " provincial " functions, 
should remain with the States. No question of payment for the assets 
so transferred to the Centre can arise ; this is dealt with more fully in 
paragraph 30 below. 

26. The integration of federal finances affJcts a wido field of func
tions and will have important financial and administrative repercussions 
upon the States. It will be convenient, therefore, to e:xamine at this 
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stage the first part of our third Term o~ Reference, which asks us to 
consider and report 

"whether and, if so, th1 ext·mt to which, the process of so 
integrating Federal Fin1.n'!e in the Indian States and 
Unions with that of the rest of India. should be gradual and 
the manner in which it should be brought about ; ........ " 

27. Our reviews of the finances of States have convinced us 
that the integration of their federal finances with the Centre, if 
unaccompanied by appropriate financial adjustments over a transitional 
period, will, in most cases, cause dislocation of their finances and lower-· 
ing of standards of administration which will cause discontent. The 
net "ruvcnuc-gaps", i.e., the net short-fall of revenues, resulting from 
federal financial integration are shown in the separate chapters relating 
to each State in Part II of our report and we do not propose to repeat 
the details here. It should be noted, however, that in some cases the 
net revenue-gaps are negative that is, they are favourable to the States 
and would require appropriate financial adjustments over a short transi
tional period in favour of the Contra! Governmt>nt. The need for 
proceeding with financial integration cautiously is thus apparent. 

We may here invite attention to the following extract from para
graph 2 of the report of the Union Powers Committee :-

" We realise that, in the matter of industrial development, the 
States are in varying degrees of advancement and condi
tions in British India and the States are in many respects 
dissimilar. Some of the above taxes are now regulated by 
agreements between the Government of India. and the 
States. We, therefore, think that it may not be possibl · 
to impose a uniform standard of taxation throughout the 
Union all at once. We recommend that uniformity of 
taxation throughout the Units may, for an agreed period 
of years after the establishment of the Union not exceed· 
ing 15, be kept in abeyance and the incidences, levy, reali
sation and apportionment of the above taxes in the State 
Units shall be subject to agreements between thi)m and 
the Union Government. Provision should accordingly 
be made in the Constitution for implementing the above 
recommendation. This is in addition to the recommendations 
of the Sub-Committee on Fundamental Rights regarding 
internal customs duties." 

This recommendation has been accepted by the Constituent As
sembly. But the "Draft Comtitution of In:lia' prepared by the 
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Drafting Committee, while inserting Article 2.j8 in the Coilstitution to 
)mplement this recommendation;· has reduced the maximum period 
from 15 to 10 years. An amendment has, however,_ been tabled fm: 
restoring the maximum period originally recommended by the Union 
Powers Committee. 

28. We have examined the whole problem, in all its bearings. In 
our view, however, financial integration need not itself be a gradual 
process ; for wo .consider that the difficulties set out above are capable 
of being ad...,-:quately met by appropriate devices and adjustments over 
a transitional period. More specifically, we recommend as follows.:-

(1} Integration of federal finances of States with those of the 
Central Government should not itself be a gradual process. 
Subject to the temporary limitations indicated below, it 
should be complete in all essential respects from . the out· 
set. 

(2} Except in the case of one or two Stat.es, internal customs 
duties should be abolished simultaneously with the integ· 
ration of federal finances ; in the excepted cases, these duties 
may be abolished gradually over a period of three to five 
years (c.f. paragraph 22 above). 

(3} The integration of all federal taxes, duties and revenues, 
(including Railways, Posts * and Telegraphs, Telephones 
and Currency and l\Iints) should be complete in every respect 
from the outset. In regard to other " federal '?' Departments 
and. Services, however, such as Defence, Registration of 
Joint Stock Companies and Firms, Patents & Trade Marks, 
etc .. , their administrativz integration with the corresponding 
Central Services and f Departments may; in some (or aU) 

States; be a gradual process, if so desired for administra
tive or other rea&ons ; but the :finanr;ial responsibility 
for (and, therefore, thefinancia!. control over), the11e Depart· 
ments and Services shot1ld be assumed by the Centre in 
.all States simultaneously w;th the integration of their federal 
finances (cf. paragraphs 23 above and 39 below). 

(4) In some States, Income-tax cannot immediately b1~, 
imposed at the full Indian rates; in such cases, provision 
should be made for graduating the process in convenient 
stages (rf. paragraph 33 below). 

• \Vith the exception of the. "Anchn.l" 8er\'ice in the TraYancore
Cochin Union. 
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(.3) D..1rin~ s~dt tr,n;itio:-t \l p·r:o1 a.1 m \Y be provid&Jl . u•t<lar 
.-\c'tid0 :ns, fLtn;i·.l a.ljtot:~nl~:3 will bJ nJD3s:•wy bet. 
wcc:1 tho Co:1tre a~ol the St3.te Govenrne:1ts in ordor th;lt . . . 
th•1 p:-oJJ3S of r.n":Jhi!lJ co:n;_)ldtu p:>..rity wit.h Proviuco.:; ... at 
th~ eli o!" t!l.a.t pe_iol m lJ n')t throw a'l. u..:-t•.he burden 
upo:-t e!th,'):.- (cf. p~-::o.l_-;rJ.ph 32 b3low). 

In brief, our &!liWor to tho first pm of item (3) of our Terms_or 
Refuren<:o is that we ara satisfied th1t tho procaJS of fina.:tcial in~egration 
in St:.t!e;; should not itself be gra.d'.lal ; all that is noce35ary is to 
provide for a mea.sure of gradualness in the full effdct of tts impa.ct in the 
directions a!ld to the exte:tt indic.1ted in sub-paras (2) to (5) above ; and 
for that purpo£e we regard the period of 10 ye:~.rs provided in Article 
2.38 ot tho D.·aft Co:tJtitution as n'lca3Sary, espe~ially for the tra!lsitional 
fin1.ncial a.1jus~me:•t b3twee.J the Centre a.:t:l. the State:: proposeJ by us 
(cf. paragraph 32). 

29. We shi\Il now deJJ. with the fourth of our Terms of Reference- Financial conse

" the results of such a policy of integrating Federal Finance upon 
the financ s of Indian States and Unions a."ld th1 conse· 
qll·ntial fi]U'ncia.l adjustments and relations which should 
subsist between the Governments of the Indian States and 
Unions on the one hand a..'ld the Govorn"!lent of Inriia on the 
other .............. " 

quences of fed~ 
eral financial 
integration. 

30. A general question which arises in this conneot·ion at the very No "ComJ:en· 
outset a 1d to which we have devoted much attention and which we have sation" payr.ble 

for " fede1al" 
abo discu~sod with the Governments concerned, is whether, upon the assets paseiDg 

int~~gra.tion of their present" federal" functions and fina.nces with thos~ ::t~e Centre; 

of tho Unioa of India, St:.J.tes a.ra erltitled to "compensation"' in the 
form ot p:~oymo~1t of m:~.rket value or capital invested acc0rding to 
aocounts,-for tho " fuieral " a~sets tra!lu0rrel to the Central 
Government. The mo-;t im:_lorta.nt of the36 a3sets are the Railway 
systems in States. 

We have no doubt whatever that tha question of compensation. in 
this form does not aris.J anr:l caun:>t b·l r.liS·~d. 

We sha.ll first te.ko the caso of a St:.J.to like B:U"od'l, which is being 
" mo::god " in tho B~:nbJ.y Provin~e. The co.::ntitutio:r'..l po:ntion 

llrO is tln~ tho lt·tlv:::- or B.lorOl\, by a;;reJ:nJ:tt with tho D0minioll 
Govornmo:1t, C·.lUl}J to the D.J:ninio:t " full and exclu'live authority a.:1d 
i urislliction and powers for and in rebtion to the governance oft he State". 
Tho Dominion Govornmo:tt thereupon takes over all the " Fed ~rat '' 
or ·• Co:1tra.l " fur1ctions P.ppcrta.;ning thereto and by an order un..ter 
Section 290-A of the Government of India. Act, 1935, as adapted by the 



India (Provisional Constitution) Order, 1947, directs that Baroda. 
State "shall be administered in all respects as if the State fonned part" 
of the Governor's Province of Bombay. Wh•:m such a.I, order is made 
the Government of Bombay assumes only the " Provincial " functions 
in the area., with all the revenues, assets and liabilities appertaining 
thereto. It is obvious that there can be no question in this case of the 
Governme:at of India paying compensation to the Bombay Government 
for any federal assets. 

Esse:atially similar is the ca3e in respe<:t of States which retain their 
ndividua.lity. Like Baroda, before its " merger ", they now havf 
" composite" Governments, comprised of two functional entities-
one with "federal" functions and the other With "provincial" functions. 
CompletJ) " federal integration " mea:!l.'l a " functional " bifurcation of 
these composite Governments and upon such bifurcation, the " federal " 
'portions of the State Governments are to become integrated with the 
Government of the Union of India, leaving behind " provincial " State 
Governments with purely " provincial functions". There can, therefore, 
be no question of the revenues of the Uni~n of India paying compensation 
of the nature indicated, to the " provincial " section of the States' Go
vernments, when the Railways and other services which are to be " fe
derally " administered for the benefit of the people in these areas, are 
taken o~er by the Union Government of India. 

Federal integration, thus e.;sentially involves a two-fold proca3S,
ona, of "functional partitioL " of th·~ pre.>ent "composite" Stat.
Governments ; and the other, of" mergEr " of tho partitioned" f~
deral " portion'l of the State Governments (together with the revenue.'! , 
assets, liabilities and f,mctions appropriate thereto), with the present 
Central Government in India (together with it.9 corresponding resourcs) 
to constitute a new Governmert of the Union of India. 

Fundamentally, it is not a case of the pre3ent Government of " British 
India" purchasing the Railways ot " Indian States " a.:. a commercial 
investment for the benefit of" British India ". \Vhat is involved is " 
process of pooling together the " federal " re3ource3 of th" people of the 
States with the c; tederal " re3ource3 of the people of " British India "; 
the result is a merger of the "federal" resource; of the people of India as a 
whole,-that is, of the States and of "British India" al:ke-for adminir 
tration, in the intere.3ts of all, by a new Central Government of the Union 
of India whosJ " power and authority ", (together with the where 
withal for their exercise), are derived from all the Units. In the 
circumsta!lc0s, no question of paym'lnt of " oompemation " can 
o bviously arise. 



What wehave said above in regard to Railways applies oqwilly to aU 
oth~r federal assets. It logically follows, of course, 

(i) th \t the Ce::1tre should also ta.k(' over all public debts speoi- appropriate lia
bilities to be fioally incurred in connoction '\\ith such assets ; also taken ov 

1
r; 

(ii) that where the public debt oi a State 1s not specifically 
6Mlllarked as incurred for individual capital assests, it should 
be distribut;.,d bJtwee:l the Centre and the Stat·e in propor
tion to the " federal , and " provincilll , produc•ive capitral 
assets; 

(iii) that where, ap.\rt trom public debt, thoro is in any State, 
a!l ex~ess of current liabilities over liquid a~sets, such 
excess should also be distributed between the Centre and 
the State in the same proportion as above; and 

(it·) that, to the extent that the loss of ret'enlle from those assets 
taken together \lith the loss of other " federal , re>enues, as 
reduced by the ~vings in " federal " exp'nditure, in conse 
quence of financial int-egration, is likely to cause 
sudde!l dislocation ofthe finances of any State, the problem 
\\ill be one of necessary financial adjustments on revenue 
account between such· State and the Centre, ·i.e., should 
form part of the over-all problem of the financial conse. 
quem•es of the integration to be :lea.lt with under item (4) of 
our Tocms of Reft~rence. 

We cmsider, therofore, that except for certain nec&3Sary financial 
adjustments refurred to abo>e, no" compensation, as such Should be 
paid for any assets pa~g to the Centre a<J a result of the integration of 
the f~ernl fin>lnces ofthe States with those of the rost of India. 

31. We are equally cle<n that no similar quenion of" compensation " 
aris63 in connection with the integration of such "federal, revE:nuos of 
tht States a: Customs duties on foreign trade, Ce.1tral Excise Duties 
luoorue-tax and the like. ' 

\Ye rvcogni,;e, of rourse, that the integration of all" federal" rev~nues 
of States "ith those of the Centre will give rise to maladjustments in 
their finanria1 position ; and the remedv for this lies in ascertainina the 
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preci,;e extent of the net over-all dislocation likely to be caused, and thfn 
p:-o>iding nec.'ssary fin.::mcial (rev 'mle) ai~u~tmen~a between the .Centre 
and the States, owr s:1ch tramitional perio:l as may be permitted by the 
t .. nion Constitution under article 258, so as to avoid such dislocation. 

and-

clisl.ocation or 6-
nances of States 
to be avoided. 

No "compensa
tion" payable 
for " federal" 
revenues pa.ae
ing to the Cen
tre. 

but 6nancial 
dislocation to be 
avoided. 
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Federal finan~· "'2 · F th' l d h fi. · 1 
C

. 1 . t t' ' · 0 • or IS purpose, we 1aYe prepare sc £•mes of federal manc1a Ia ID egra JOD • , 

Schemes for in· mtegratwn for individual States based on the principle that interrration 
dividual States ; h ld b b . . . 

0 

financial adjust- f> ou e rought about with the least d1slocatwn of their finances. The 
ment~ . over method followed by us is ·briefly this :-
trall.!\ltiOnal . · 
period. ... .Firstly, the initial over-all net loss of revehue to the State resulting 

from financial integration is calculated. This represents the loss from 
the abolition of internal customs duties, together with the " fed~ral " 
revenues which wou.ld accrue to the Centre, minU8 the '•federal'' expendi· 

ture to be borne by the Centre, as a result of the integration. 

[For revenues, averages of the three completed financial years of the 
State-(in the case of Unions the aatuals of one completed year only}
immediately preceding, integration are taken; and for exp:miiture, the 

figures of the )Jtst completed year. ] 

Secondly, so much of the loss as represents the revenue from internal 

customs duties is (except to a small extent in one Oi' two cases} to be 
wholly borne by the State, in the manner already suggested in paragraph 

22 above. 

Thirdly, in respect ofthe balance of the loss (if any}, :-

the Central Government is to guarantee tho whole amount of the 
los·, or the share from the divisible ·pool of federal revenues 
allotted to the State,-whichever is higher,-for an initial 

period of five years 

thereafter, it guarantees annually the amount of the loss dimini
shing by certain amounts every year until it is reduced to 
60 per cent of the initial over-all net loss (inclusive of the 
loss of internal customs duties}* in the tenth year, or the 
State's share from the divisible pool of federal revenues, 

.whichever is higher ; 

there is no.guarantee from the lith year; (if,however, the time
limit under Article 258 is extended to 1-5 y~ars, the guaran
tee in force in the lOth year will continue fr.:>m th3 lith to 

the ·15th j·ear). 

* [Note -'\Vhere the loss from the abolition of internal cu~t?~s 
duties itself accounts for 40 per cent. or mol'e of the m1t1tl 
over-all net loss, there is no such reduction.] 

In som 1 Statr.~s, th·:ro is n:> loss to bo g11ara::1toed Ll th'l above 
mann0r; b othr,r words, apYt from the loss 0:1 la:1rl custom3, if a::ty, 
which as stated above is to ba wholly borne by the States th•,m<;·llves, 

t~ lo:s on account of 'fed•1ral' rvvenu•·s tra::J.s:fer.cd to tho Ce:1'tre upon 
financiaUntrgrp,:<:,ion is mord th?a~ counterba.lanccd. by th'} amount of 
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ff dera.l' upenditure to be talu·n up by the Centre. In such cases, th'}re 
will be a net profit to the State with a. com:;sponding burden thrJwn on 
the Centre. Our schcm':ls for thos-J States· do not, however, provide for 
any tran itional adjustments in favour of tho Central Government, 
f\Xcept in re,pect of tht-. additional burden thet will be thrown on the 
Centre if 'Privy Purs'}' is made a Central liability. 

The above plan has been evolved after discussions with the Gover.n
ments concerned and with due regard to the general, financial ·and 
economic position of the States. In some of the States, their 
present dependence upon ' fede:·al ' sources of revenue is considerable 
and the scope for further development of ' provincial ' revenues is 
rather limited. In other cases, the existing volume of ' federal 'revenues 
is negligible and it will require time to develop· those as well as the 
'provincial ' sources of revenue. In yet another group of ~ 
' federal ' expenditure is far greater than ' federal ' revenues, so that 
their contribution to the Centre upon federal financial integration will 
be negative until the future development of ' federal ' revenues is suffi. 
cient to overtake the initial unfavourable impact upon the resources 
of the Centre. The problem is further complicated in some cases by the 

. considerable dependence upon revenues from internal customs duties to 
which we have already referred. 

We are satisfied that the individual schemes prepared by us for the 
States, following the plan already described, provide the only practical 
approach to the problem in a manner which would cause the le~t 
dislocation during the transitional period and meet the variety of financia 1 
situations arising in the different States as a result of federal financial 
int<>gration. 

The Committee is confid.mt that all States will agree to conform to the 
pattern suggested. It is difficult to forecast what the divisible. pool of 
income-tax will be in the next ten years and what Central excises will-be 
dividPd bPtween the Centre and the units during the same period. ·For 
this rPason, it is not possible to give accurately the payments that will 
be m3.de by the Centre to the States in the ten years. For the same 
rPason. it is also not possible to say whether the transition from the lOth 
to the lith yPar, or from the 15th to the 16th (when guarantees will cease) 
will not be too sudden, at least in some ca~es ; however this is a 'point 
Wl' haYe pspPeially kept in view in working out indi\·idual schemes. 

3:3. Firnnc·ia.l integration implies that income-tax should ordinarily 
be levied in n.Jl States at the same rates as in the rest of India. The 
Commitke agrees with the·very pertinent observations made in this 
3onnection by the Expert Committee on the Financia·l Pruv:skm 

Income-tax:
gradual raising 
of State rates 
to Indian level. 



laoome-tax 
.. elivasible pool. 

of the Union Constitution in paragraphs 92 and 93 of its Report. w~ 
~onsider, accordingly, that income-tax should be imposed, throughout 
the territories of the Union of India, assessed under a common federal 
Jaw and uniformly administered directly by the Centre. We think, 
:however, that the immediate application of the full Indian rates in areas 
in which income-tax is not now levied, or in which the rates are low, 
will give rise to difficult problems both to the Governments and to 
private interests. We have, therefore, prepared a scheme under which 
the present income-tax rates in the States will b3 raised to the level 
-of the Indian Income-tax rates in two or thre;:, stacres-takincr into 
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·consideration the income-tax rates now in force, if any, and other con-
siderations. This scheme is embodied in the Annexure to this Report ; 
the Annexm;e also deals with special transitory provisions tha.t will be 
-needed when inco:ne-tax is first introduced in a!l area or whon 
-existing rates are raised. We desire, however, to emphasise two p::>ints:-

(i) lnco:ne-tax should be introduc3d in all areas as from the 
date cXfedry~al fin:t. 1cial integration, the rates being adjusted 
to local conditions as suggested in the Annexure ; 

'(ii) the ass )Ssment and collection should be made by the CentrlOI.l 
Government's officers under ·the Indian Income-tax Act. 

Among other advantages, the most important is that this will enable 
the Income-Tax Department to check evasions effectively. Income-tax 
1s eminently a tax for Central assessment and collection, following 
uniform principles and technique throughout th'3 country. 

34:. At this stage, we invite the .attention of the Government of 
India to the need for taking up, as soon as possible, the revision· of the 
.e~isting distribution to Provinces of the proc~eds fra:n taxes on in::o:ne 
'"l'his was · sp~cia.lly brought to our notice by the G:>vernme::tt of B:>!Ilba.y 
.Areas which were formerly Indian States have recently b3e!l ailed to the 
Provinces of B:>mbay, Bihar, Oriss~~o, }bd.ra.s, Ea.st Pu:1.jab and the 
.Central Provinces. There are, further, the ch1.nge1 in the existing basis 
-of distribution recommended by the Exp lrt Committee on the Fin~ncia] 
:Provisions of the Union Constitution (paragraphs 50-56 of its Report); 

After orders are pl.ssed on the prop::>s:l.ls conta.inei in our Report and 
'financial intecrration takes effect in States, further revision will become 
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necessary. In this connection, we recommend that there should be. no 
.departure whatever from accepted principles (such as may be applicable 
from time to time, to Provinces) in connection with States,-neither as 
regards the proportion of the net proceeds of income-tax which should 
.constitute the divisible pool, nor as regards the proportion there9fwhich 
may be allocated to individual States. And there should be no separate 
divisible pool for the State:~, except where, over a transitional period 



the rates of income-tax may (as proposed by.: us) be lower than the full 
Indian rates ; some ad hoc temporary arran:gements would be permis. 
sible in such case only. 

35. \Ye have now dealt with the fourth of our Terms of Reference,"~ Indiyidnal inte

We have explained the need for fin:~.ncial adjustments between the Centre ~t10!o~C:~:· 
and the States over a transitional period and the general lines on which and 

~·e have prepared schemes of integration of fl)deral finance in States. We 
are confident the individual schemes are workable and such as will not 
cause sudden dislocation of the finances of the States concerned. We 
find it necessary, however, to sound a note of warning. Representatives 
of the Governments of States who met us referred to plans prepared in 
thcir States for prohibition, abolition of Jagirs, etc., for implementation 
in the near future. \Ve hold the view that the Governments concerned 
should proceed in these matters with caution. We.are convinced that 
for a number of years their finances cannot bear the.losses of revenue 
involved and, as has been pointed out by the Government of India to 
Provinces, the execution of such policies will defeat the efforts now 
being made to check inflation. 

36. We recomml}nd the individual schemes for sanction. We have 
already exphined that they are equitable from the point of view of the 
States. We believe also that they are reasonable from the point of view 
of the Central Govermnent. During the transitional period, we 
recommend that the general revenues of the Central Government should 
be entitled to a subvention from the ~ilway budget in view of the fact 
that part of the" revenue-gap " arising in States is due to the loss of 
rail\\·ay income to them. \Ve also recommend that an announcement 
should be made that, with effect from the date of integration,, States 
will be eligible for aJl grants (including those referred to in Article 255 

of the Draft Constitution)," subsidies", and other forms of financial and 
technical assistance from the Central Government on the same ba~is as 
Provinces. 

'• 

equitable bot& 
to States aDd 
Centr. 

37. The Jegal basis for these schemes is to be found in Article 258 .cf t:~ ~~~T.: 
the Draft Constitution. They are "agreements" entered :nto with as "agreements• 

under Art. 258. 
States as contemplated under sub-paragraph (1) of Article 258 and will 
come under review by the Financial Commission contemplated in 
Article 260 of the Draft Constitution at the expiration of five years from 
the commencement of the Constitution of India and thereafter every 
fifth year or at such other time as the President considers necessary. 

38. We consider that there is need for a special machinery to watch 
the working of the sanctioned schemes of integration. This . need 
not take the form of a special "States Commission" such as that 
suggested by the Expert Committee on the Financial Provisions of the 
Union Constitution, in paragraph 94 of its Report. Our proposal 

special machino 
ery fo• watching 
their WOI"kiDg. 
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is that, as soon as the schemes have become effective, the President of the 
Union should appoint a Committee whose duty will be to keep in con. 
tinuous touch with the manner in which the scb.~mes are work;d and 
submit annual reports to the Government of India, with· specia 1 
reference to the following points :-

(1) Internal Custom-~.-Whet.her steps· are being taken for their 
abolition- (Paragraph 22 of this Report) ; 

(2) whether the financial arrangements in the States are organised 
from the outset in such a manner that the diminution of the 
Central guarantee from the 6th year onwards and its total 
withdrawal from the 11th year (or the 16th year) onwa.rds 
will not have an ups'3tting influence on the finances 
-(Paragraph 32 of this Report ) ; and 

(3) wliether there is any deviation from the scheme of integration 
sanctioned for each State and, if so, in what respects 
-(cf individual schemes in Part II of our Report). 

The Committee might consist of-
(i) a member drawn from the States. 
(ii)} one representative each of the :Ministry of States and of 

and (iii) the Ministry of Finance, 
with a Chairman who will be a non-official gentleman 
selected by the President in view of his high qualifications. 

Such a Committee will also be of assistance to th'} States in the admi 
nistration of their finances. 

39. We now come to the second part of item (3) of our Terms of Re· 
ference, viz., .the question of the administrative organisation needed to 
give effect to our pr~posals. As we have already said, it is an ~ssential 
fea:ture of our scheme that the Central administrative machinery should 
function in States exactly in the same manner as in the Provinces, though 
there is no objection to the Central Government, purely as a temporarv 
measure, entrusting certain functions to the agency of States until. the 
necessary Central personnel becomes available . 

. We do not think there will be any difficulty in the Central Govern
ment taking over the administration of Customs, Central excises and 
minor departments like Broadcasting, Telephones, etc. In regard to 
"Posts", Cochin and Travancore have referred to the extensive facilities 
provided for the rural population by the "Anchal" system and are an 
xious that these should not be curtailed. We have dealt with this in 
our Second Interim Report (relating to those States). 

Nor do we think that the taking over of Railway administrations 
by the Centre will present difficult problems of personnel. Railway 
systems·in St.ates are being worked from a long time on lines more or less 
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imilar to the railway systems under the Central Oovernment and the 
mlk of the local staffs can be taken over without impairing efficiency. 
[he taking over by the Centre of railways in States is linked up with the 
arger question of the regrouping of railway systems all over India. 
Ihe whole subject should be considered by the Railway Board immedia
;ely, so that proposals, viewing the railway systems in India as a whole. 
nay be worked out before the lst Aprill950. 

It is in regard to Income-tax that special arrangements will be needed 
for the training of administrative personnel. In Cochin, Travancorre, 
and Mysore, where Income-tax is already levied and in which there 
is a well-organised public service, competent Etaffs are available who 
can be taken over by the Centre. They may need. a short period of 
trair.ing in the methods of assessment and tech.nique of scrutinising 
accounts now prevalent in the Provinces oflndia ; but that should present 
no special difficulty. For States in which no Income-tax is levied or 
the tax has only recently been introduced, special arrangements must be 
made at once to recruit and train staffs. Such areas are Hyderabad, 
the Saurashtra Union, the Madhya Bharat Union, the United State of 
Rajasthan, the Vindhya Pradesh Union, and the Patiala and East Punjab 
States Union. We think that approximately 80 Income-tax probationers 
together with an appropriate complement. of subordinate staff should 
be recruited immediately and trained for work in" these areas. Recruit
ment shcull be made on a reg~,:mal basis, as knowledge of locallan
guagcs in which accounts are maintained is essential. 

If, as recommended by us-paragraph 2(}-the Centre takes over 
Accounts and Audit in States, this will also require trained staffs in con· 
siderable numbers. 'Ye attach much importance to these· functions 
beinrr assumed bv the Centre. Nothing is more essential in States than 
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independrnt compilation of Accounts and an independent Audit system 
functioning under the Auditor-General of India and ensuring compliance 
with regulations and sound financial canons. 

In any case, there is, in our opinion, the urgent. need to appoint at 
once a Deputy Auditor-General for States, with appropriate staff, working 
directly under the Auditor-General of India and in consultation with the 
Ministry. of States, with the following immediate respomibilities, inter 

alia: 

(a) in the case of tho~::e States which may retain their own Accounts 
and Audit organisations, to plan tqe arrangement required 
for the efficient accounting and audit of "federal" transac
tions with effect from the date of federal financial integration 
so as to enable the Auditor General to fulfil his statutory 
reilponsibilities in that connection ; 



(b) in the ca:,e of those States -e.g., Vindhya Pradesh, Sau. 
rashtra, etc.-where it may be decided to accept our recommen
dation to "centralise" the Accounting and Audit of both "fe. 
deral" as WC'll as " provincial" transactions (as in the case
of Provinces), to work out details of the organisation and 
staff that will be nece;;;;ary to enable smooth transition to 
be made fr:>m the existing arrangements with effect trom th& 
date of federal financial integration ; and 

(c) in the case of all Unions of State:J; immediately to report upon 
their present system, and its effectiveness, in the matter 
of 

(i) expenditure control generally; 

(ii) technical and administrative scrutiny of proposals for 
new expenditure ; 

{ii~) the nature and extent of independent control exercised 
by the Finance Department and the Chief Accounts. 
and Audit Officer(s) ; 

{iv) accounting and control of expenditure at its orig~n, 

that is, in Treasuries and Sub-treasuries and at P.W.D 
and other departmental divisional offices ; 

{t·) compilation of accounts at Headquarters; 

{vi) progress of expenditure generally, and with speCJ:.I 
reference to sanctioned grants ; 

(vii) Audit, particularly " appropriation " audit. 

Date of federal 40. As regards the date from which integration should come into 
fi'lancial integ- force, the Committee recommend that this should be the 1st of April 
l."&tion. 

. 1950. By this time, the new Constitution of India will have been settled 
by the Constituent Assembly and, perhaps, already come into operation. 
In regard to Cochin and Travancore, however, the Committee has 
suggested and the Governments concerned have accepted, integration 
from the 17th August 1949-the commencement of their next financial 
year. These two States which have since merged into a United 
State, are now faced with complicated problems arising out of the Union 
and, as explained in our Second Interim Report, integration with effect 
from August next appears to be the best course in their case. If this be 
accepted, the Travancore-Cochin Union will accede also on items relating 
to taxation and finance compriserl in T.i.,ts I and III of the Seventh 
Schedule of the Government of Ir.dia Act, 1935, as adapted under 
he Indian Independence Act. 
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The othPr States will have to comply with the legal formalities, pre
scribed under the new Constitution. As we have already said, it will 

be for the Constituent Assembly to decide whether Article 225 providing 
for accessibn by States and Unions of States should be enacted or whether 
the Constitution should apply to States and Unions of States automatical
ly in the same way as it applies to Provinces. If individual accession 
is provided for, the States will have to accede in all subjects in the Se
venth Schedule, Lists I and III, in the new Constitution. The accepted 
schemes of integration ·will be agreements contemplated under Article 
258. Formal agreements will, wo think, have to be entered into with all 
the States after the enactment of the Constitution, and before it comes 
into actual effect. The special machinery we have suggested in paragraph 
38 will also have to be embodied in these agreements. 

41. The plan of Part II of our Report,-in whicJ;l ar~ sot 
integration schemes for individual States,-is as follows :-

Chapter I 

Chapter II 

Introductory. 

out the Plan of Part 
II of Report, 
containing indi· · 
vidua.l integra
tion , schemes. 

Specific matters concerning " Federal " 
Revenues and "Federal" Service Departments. 

Chapter III Allocation of Assets and Liabilities (General). 

Then follow separate Chapters for individual States setting 
out the integration scheme appropriate to the facts and 
circumstances of each case. 

The schemes already submitted by us in our First and Second Interim 
'Reports, concerning Baroda and the Travancore-Cochin Union, res
pectively, are not reproduced in Part II. 

Hyderabad is dealt with in a separate (supplementary) Report which 
will follow shortly after this Report. 

42. We desire, before concluding this s::Jction of our report, to ex- F d 1 F' e era. ma.c.-
press our gratitude to tho Governmr·nts of States for the assistance they cia.l Integra-, 

· · h r 1 t' f 1 All f th h d tion will have-have pven ns m t e 10rmu a Ion o our proposa s. o em a a fa.r-rea.chiug 

clear undc>rstanding of the basic principles of the Draft Constitution consequences. 

and co-operated with us in evolving schem'es equitable to the Central 
Government as well as to the States. The financial proposals ·embrxlied 
in these selwmes concern large areas and populations ; and they will 
have effects of a lasting character upon the economy of the whoic. country· 
·l'e are confident that the Governments concerned will work them 
with every .desire to promote the happiness and well-being of the people 

of the Statt-s. 
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IV. SUMMARY OF RECOMMENDATIONS 

Summary of 43. The Committee's main conclusions and recommendations in 
Conclusions and 
Recommenda- this Part of the Report are summarised below :-
tion. 

(I) Items (l) and (5) of the Committee's Terms of Reference 
having been withdrawn; th!s Report is concernctd on.ly with 
the problem of the integration of "federal finance ". in 
States. (Paras. I and 2) 

(2) Close consultations with all the interests concerned have 
rendered possible the preparation of schemes of federal 
financial integration for individual States, the important 
features of which have been accepted by the State Govern
ments concerned with ti:J.c cx~{;ption of onn state. (Para. 3) 

(3) Non-viable States, ahd (with the exception of Baroda) those 
which have been " merged " ·into existing Provinces or 
integrated into now Chief Commissioners' Provinces, 
have not been dealt with ; so also Kashmir. (Para. 4) 

(4) The new relationship established between States and the 
rest of India based on the 'Objectives' Resolution demands 
that the Central Government should have the same range 
of powers and authority over Provinces and States alike 
and function in them- in the same manner through its ow·n 
agency and derive the same revenues from them. Federal 
Financial Integration inevitably follows from this. 

F'mancial integration is necessary and desirable on 
broad economic considerations as well. (Paras. 10 to 17) 

(5) When federal financial integration comes into effect, all 
" Central" Revenues and all " federal " Services (includillg 
Railways, Posts and Telegraphs, Telephones, and Currency 
and Coinage), together with the administration of the De
partments concerned should be taken over by the Central 
Government ; Accounting and Audit should also be taken 
over, if possible. (Paras. 19 and 20) 

(6) Except in one or two states, internal Customs duties can be to
tally abolished in all States simultaneously with federal finan
cial integration; the loss of revenue will be covered by the direct; 
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and indirect gains resulting from financial integration 
together with proceeds from Sales Tax. In the except1d 
cases the abolition of these duties should be gradual. No 
compensation should be paid in any case. (Para. 22) 

(7) As regards Armed Forces, financial integration should affect 
only the regular "Indian States Forces", properly so called; 
even there, it need n~t involve any change in the present 
administrative arrangements concerning them. (Para. 23) 

(8) Th.e question whether Privy Purses should be a " Federal" 
or " Provincial " liability is left open, . and financial integra
tion schemes have been worked out on the assumption 
that the liability will continue with the States; but the modi
fications required, in the event of this liability being under· 
taken by the Centre, have been indicated. (Para. 24) 

(9) Integration of federal finance in States involves also the 
allocation of assets and liabilities of States between them and 
the Centre on a " functional " basis. (Para. 25) 

(10) The integration of federal finance~ in States need not be 
gradual ; but provision.,should be made fJr a degree of 
gradualness in the full effect of its impact in certain direc
tions. (Paras. 27 and 28) 

(11) No compensation should be paid for any "federal " assets 
(such as Railways) or revenues (such as Customs) which 
would pass to the Centre, or for any " rights and immunities,. 

which would be extinguished, as a result of federal financia 
integration ; but provision should be made for the preven
tion of dislocation of fin~nces of States that may be caused 
by the loss to them of these sources of revenue in the manner 
indicated ; ah;o, public debt and otner liabilities should 
be shared. (paras. 30 and 31) 

(12) Financial integration schemes for individual States have· 
been evolved upon the basis of principles which take account 
of their varying circumstances_, the need to avoid any sudden 
dislocation of their finances, and the necessity to provide 
for smooth transition to the full " provincial " pattern in 
the 11th year, or the 16th year, as may be provided under 
Article 258 of the (Draft) Constitution of India. (Para. 32) 

(13) The detailed integration schemes for individual States, 
except Hyderabad, are in tbn Committee's two Interim 
Reports and in Part II of this Report : thltt for H vderabad 
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will follow in a supplementary Report. These schemes are 
workable. They are also equitable, both to the States and 
to the Centre. Their legal basis would be as " agreements" 
entered into with States under Article 258 of the (Draft) 
Constitution of India. (Paras. 41 and 35 to 37) 

(14) A Committee should be appointed to watch the working 
of these schemes. (Para. 38) 

(15) Income-tax should be introduced in all States (including 
those where there is none at present) . at rates adj~sted 
to local conditions. Its assessment and collection should 
be by officers of the Central Government under the Indian 
lr\come-tax Act. (Para. 33 and Annexure) 

(16) The existing distribution to Provinces of the proceeds from 
Income-tax needs revision ; it will ·need further revision 
when federal financial int~gration takes effect in the States. 
In this respect no distinction should be made between Pro
vinces and States. (Para. 34) 

(17) Except as regards the "Anchal " post in the Travancore
Cochin Union (for which special arrangements are needed) 
the regular " Indian States Forces", and some miscellaneous 
" federal " Service Departments, the administration of all 
other " federal " subjects in States should be taken over 
by the Centre simultaneously with the integration of federal 
finances. Consideration of the problems arising out of this 
recommendation, -staff, training, organisation etc.,- should 
receive immediate attention. (Paras. 39 and 23) 

(18) Financial integration should be effective from the lst April 
1950, the necessary " agreements" under Article 258 being 
executed b~fore that date, after the new Constitution has 
been enacted. (Para. 40) 

(19) It' should be announced that upon financial integration, 
States and Provinces will be treated alike in the matter 
of all grants, " subsidies ", and other forms of financial 
and technical assistance from the Centre. (Para. 36) 

(20) 'During a transitional period, the general revenues of the 
Centre should receive a subvention from the Railway 
Budget. (Para. 36) 

(21) Integration of federal finances in States will have most 
important and far-reaching consequences ; there is need, 
therefore, for caution in proceeding with su9h matters as 
prohibition, abolition of Jagirs, etc. (Paras. 42 and 35) 
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(22) A Deputy Auditor-General for States should be immediate. 
ly appointed with certain special responsibilities between 
now and the date of financial integration. (Paras. 39 and 
20) 

44. The Chairman and Shri S. K.. Patil desire to place on record 
their warn1 appreciation of the help they have received from their col. 
league 1\Ir. N. Dandeker. The preliminary work of the Committee
the collection of the material and its verification and the drafting of 
proposals as a basis for discussion-was undertaken by him with the 
~ssistance of the Secretary, Mr. G. Swaminathan. The care and tho
roughness with which Mr. Da.ndeker carried this 01,1t has comiderably 
lightened the labours of the Committee, which has alSo benefited by hi~ 
knowledge of the administration of Income-tax and other Central 
revenues. 

The Committee also desires to record its appreciation of the work 
done by the Secretary,l\Ir. Swaminathan. He shared in the preliminary 
work of the Committee which was extremely arduous ; and his wide and 
intimate knowledge of problems connected with federal and provincial 
finance has been of great use to the Committee. 

The office staff of the Committee- alSo performed their duties in an 
eminently, satisfactory manner. 

G. SWAl\llNATRAN 

Secrdary 

Hyderabad House, 
NEW DELHI 

Dated, the 9th July, 1949. 

Chairman 

S. K.PATIL 

Membtr 

N. J?AND~K.ER 

Ne'1111H!r 

Aokno\\ ledge
menta. 
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ANNEXURE 

.MEMORANDUl\1 CONCERNING MATTERS R:~LATING TO TAXES' 
Oii INCOME 

I. INTRODUCTORY 

l. · This Memorandum deals with- Scope of 
. T d C Memoran-. (I) The stages by whwh rates of Income-tax, Super- ax, an or- durn. 

poration Tax in States and Unions of States may be raised 
to the level of the correspondmg Indian rates ; 

(2) Certain technical matters which will ar:se when Indian Acts 
and Ordinances relating to " federal " taxes on income 
are extended to Indian States an<j. Unions of States in con
sequence of the integration of their " federal " finances 
with those of the Centre. 

2. In this l\Iemorandum, except where the context otherwise Definitions: 
requires, the expression- . 

(I) " States " should be understood as including "Unions of States • 
States", and as excluding those States whose administra-
tions havo be<'n int· grakd with thosl' of certain ProvinCf.'s 
of India or into new Chief Commissioner's Provinces. 

(2) " Rates of tax " should be understood to mean-
(i) in relation to Companies, the maximum rate of Income- Rates-of 

tax plus the maximum ·rate at which Corporation Tax Tu ;. 
is leviable upon Indian Companies in India, or upon 
locally registered companies in States, as the case may be ; 

(ii) in relation to all other assessees, the " combined average
tax-rate curv£1 " fo\" Income-tax and Super~tax (taken 
to~ether) in respect of incomes of individual'!*. 

(3) "Prescribed date" means the date from which federal financial Prescribed' 
integration becomes effective. da.te; 

(4) "PrP-existing rates of tax" means the rates of tax in force in Pre-existing 
States on the day preceding the prescribed date ; and where rates of tax 
there are no taxes on income in any State, it shall mean 
the rates of tax in force in the Saurashtra Union- the lowest 
scale of rates-on the day preceding the precribed date. 

(5) "Amount of tax" means the amount of Income-tax and Amount of 

Corporation Tax taken together. tax. 
Super Tax 

II. GRADUAL RAISING OF STATE RATES OF INCOME-TAX 

3. On the general question of introducing income-tax in States ~nc~;n:·t~ 
ann_ the stages by which State rates should be raised to the level of :::.aduaales ' 
Ind1an rates, we obsen·ed in paragraph 33 of Part I of our Report as raising of 
follows :- State rahe, 

to Indian. 
"We consider, accordingly, that Income-tax should be imposed level; 

throughout the territories of the Union of India, assessed 
---------·----

•\Vhere B diRt;nction is JY',fiode-a.s in tt>e Indian rates-between 
" earnuo.l.' 1mti " \Hl<:Jill'uo;,i '' ill'lomes, th'3 rate orelcv.l"lt to the latter should 
be a.ken. 
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u~der a common federal law and uniformly admj.nisterecl 
d.trectly by the Centre. 'Ve think, howe,·er, that the imme
diate application of the full Indian rates in areas in which 
Income-tax is not now levied, or in which the rate~ are low, 
wlll give rise to difficult problems both to the Gonrnments 
and to private int~rests.......... ""e desire, however, to 
emphasiSe two pomts : 

(i) Income-tax should be introduced in all areas as from the 
date of fod~ral financial integration, the rates beincr 
adjusted to local conditions as sucrcrested in the Annexure': 

(ii) the assessment and collection sh;uld be made by th~ 
Central Government's officers under the Indian Income
tax Act. " 

4. Our first r"commendation, therefore, is that in those States in 
which no Income-tax is now levied, it should be at once imposed with 
effect from lst April 1950 or the prescribed date (whichever may be 
earlier), at Tates not lower than the lowest pre-existing rates in the 
other States, viz., those of the Saurashtra Union. If the date on which 
Income-· ax is so introduced happens to be earlier than the prescribed 
date, the Income-tax Act under which this is done should conform 
as closely as possible to the Indian Income-tax Act. 

5. Next, as regards the degree of gradualness required in ra1smg 
the pre-existing State rates of tax to the level of Indian rates, the rt>Ie
vant P-onsiderations are the following :-

(1) 

(2) 

(3) 

The pre-existing rates of tax are spread on'r a wide ran;,:-t>, 
from those of the Saurashtra Union, which are below 
two-fifths of the Indian rates, to those of Cochin, whieh 
correspond to the Indian rate<> ; 

No gradualness at all being possible in the case u1 ma.L~ wml·n 
have merged into Provinces or into new Chief Commit<
sioner's Provinces, the degree of gradualness permi::sible in 
the case of continuing States is limited to such as woniJ 
cause no serious discontent among the assessees of the formE>r, 
or indeed among the assessees of the Provinces of India 
generally, on the grotmd of " discriminatory treatment ,. 
by the Centre. 

The extent to which rates of tax ar '• or have heen, nlati,.dy 
an effective factor (or operative cause) in stimulating 
or retardincr industrial and commercial development in 
particular a~eas has gl"nerally been exaggerated. This is 
clear from a rlispas<:>ionate consideration of the following:-

(a) Industrial and Commercial deve!Dpment in the Provinces 
of India has been more rapid, despite higher rates of 
taxation, than in States; 

(b) A close study of the circumstances ~ -yvhich _certain 
"advanced" States out-stripped others m •ndllStnal and 
commercial progress shows that low rates of taxes (com
pared to those contemporaneously in force in the Pro
' inee3 of India), or special concessions in the matter of 
taxation, were not the decisive, or even among the more 
imP"rtant determining factors. The only exception to 
th;.s is furnished by the undoubted '' shift " of indu<:>try 
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and trade to some States during the later years of the 
recent \Vorld War, when "legitimate tax avoidance" 
doubtless constituted the chief incentive for locating 
industries in States. 

(c) It is well known that there are ample capital resources 
in States, especially in those areas which have had no 
income-tax at all, (or have had it at very low rates, indif
ferently administered) ; nevertheless, they are precisely 
the areas where industrial and commercial development 
has been significantly low. 

Income-tax is a tax on profits; and its amount is, therefore. 
dependent upon the amount of profits. If particular 
areas, being unsuited for industrial and commereial 
development, show low profit-returns, the tax payable 
is also correspondingly low. But the t~xable capacity of 
two or more assessees with the same amount of total income 
cannot obviously be different. In these circumstances, 
the case for extending any special or discriminatory conces
sions to assessees in States (by way of a. generous measure 
of gradualness in reaching the Indian level of rates), beyond 
those already admissible (in respect of new industrial ventures) 
und~r th~ Indian Income-tax Act, uniformly throughout the 
country, is decidedly weak. Moreover, the consideration of any 
such claim would be beyond our terms of reference; for it raises 
large and important issues of fiscal policy, viz., whether 
special tax concessions (in the form of low rates or other
wise) can in fact effectively stimulate trade, industry and 
commerce, and if so, the ~xtent to which such concessions 
may legitimately be confilled to particular areas (including 
States and, parts of Provinces, alike) for deliberately fostering 
industrial and commercial developments there, in the general 
national interest. 

The considerations set out above indicate that the degree of gradual
ness which would be justified in this matter is far less than is comf?.only 
LelieYed, or than we have been pressed to concede by the interests 
concerned. This does not mean, of course, that there should be an 
abrupt change-m·er to the full scale of Indian rates; for in India it
self tho,-e rates were reached gradua.ily, except for toe :tndden ~purt in 
IU47. .\part from this, there is the obvious necess~cy to avmc;f. any 
serious maladjustment of prh·ate and " corporate" finance in the States, 
such as would result from the sudden raising of rates to a high level. 
This la~t point has two aspect3 : 

fir.iitl!J, as regards the incomes earned or accrued up to the pres
cribed date ; 

S'-Condly, as regards the incomes accruing thereafter 

It is doubtful whether the former can be expected equitably to bear any 
. hate rial raising of the tax ratns at all,-especially in those areas in which 
Income-tax was onlv recentlv introduced or in those where rates 
were only recently e,;hanced ; ·and a~ regards the latter-mcomes accru
ing aftt-r the prescribed date-clearly a measure of graduabess in reach
ing the Indian level would he justified. 

6. ""e ret·ommt>nd ac·cordingly that the nuious pre-existing State and the 
rates of t<tX SOOU1d be rai;;;ed to the full level of ludi<m ra.tes by YM_ring =e pro-
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stages as shown in the Table below and according to the "instructions•• 
set out thereunder. 

Rebate to be allowed from the amotmt of 
tax pa.yable.at Indian rates, when 
the pre-existing State rates of 

Indian assessment year,\ 
assuming 1-4-1950 t.> -------;-----:----------
be the prescribed Th fif j F 

1 
ree- ths our-fifths i 

dato I of the Indian 'of the Indian I 

tax are :-

Two-fifths rates or I rates or Over four· 
of the Indian less, but less, but filths of the 

fifths fifths 
\

·rates, or less above two- Above three- Ind;an rates 

(1) (2) ,(3)----(4) ___ (51--

------r----------------· ------
1950-51 D D D D 

1951-52 D D D D 

1952-53 40% 20% 10% Nil 

1953-54 20% 10% 1 Nil 

1954-55 10% Nil 

1955-56 

-----
. i Ni! 

INSTRUCTIONS :-

(1) Pre-existing State rates should be grouped into four cate
gories, separately for Companies and "others"-(t•?'de para
graph 2 above)-as in Cols. (2) to (5) of the Table, with re
ference to the corresponding Indian rates for the assessment 
year in which the prescribed date falls,-(1950-51, if the 
prescribed date should be 1-4-1950). 

(2) In so grouping the pre-existing rates, the following prin
ciples should be observed-

(a) The group in which each Stat<::'s pre-existing rates sub
stantially fall (having due regard to their range as a whole 
upto, say, income groups of Rs. 5lakhs) should be the de
cisive consideration. The best technique for this purpose 
is to draw large-scale graphs (on the same sheet) of: 

(i) Indian rates 1950-51 (full, 80%,60~~ and 40~~ aver
age-rate curves) ; 

(ii) Pre-existing State rates {average rate curws). 

The appropriate group for each State's rates can then be 
read-off at a. glance. 

(b) Where the pre-existing rates apply to "total incomes" which 
· include Agricultural Income (e.g., Hyderabad and Tra.

vancore), such rates (other than Company rates) should be 
grouped under the next higher groups than those to which 
they would otherwise belong (on a simple comparison of 
rates). 
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(3) The grouping, once made, should be final. 

( 4) The process of gradually reaching '.:he full level of Indian 
rates should take the form of a gradua.lly diminishing scale 
of Rebates from the amount of tax otherwise payable under 
the Indian law and at the full Indian rates of tax of the assess
ment year concerned. In other words, assessments would be 
made in complete accordance with th~ Indian law ; and the 
tax so payable would first be computed according to the 
Indian rates for the assessment year concerned. From the 
amount of tax so determined, a rebate would be a.llowed 
in accordance with the scale of rebates indicated in the 
Table, calculated in the manner indicated in sub-paras. (5) 
and (6) below. 

(5) Subject to what is stated in (6) below, the rebates to be allowed 
should be computed as follows :-

(a) For 1950-51 }A rebate equal to the .difference (shown as 
and 1951-52 "D" in the Table) between-

{i) the amount of tax payable according to the Indian 
law and rates for the assessment year in ques
tion, determined as above ; 

and 
{ ~l) the amount of tax payable according to the pre-exist

ing State rates applied to the total income as 
determined for (i)*. 

(b) For subsequent years. A rebate of an amount, calculated 
at the percentage indicated in the Table, from the amount 
of tax otherwise payable according to the Indian law and 
rates for the assessment year in question. 

(6) The amount of rebate so computed under 5{a) or {b) above 
would be worked down by the factor X 

where Y = the total income ; Y 

where X= the portion thereof which, had tile provisions 
of the present section 14{2){c) of the Indian 
Income-Tax Act continued to be operative, 
would have been entitled to the exemption 
there provided. 

The resultant amount would thus be the rebate finally 
admissible. 

7. Such a plan,·rea.d with the recommendation made in paragraph Comments 
4 above and the definitions set out in paragraph 2 above-will ensure ~nhthe 
the following :- 0 eme.... 

(1) With effect from the prescribed date, there will be Income-tax 
in all States ; 

(:!) the pre-existing rates will be " frozen" for the first two 
assessment years, thereby ensuring that all incomes earned 
or accrued in the .States upto the prescribed dates will be 
ass~ssed at the pre-existing rates; 

• If, as may happen for some income brackets in Cochin, the amount of 
tax payable at the pre-existing rates ~>hould exceed that payable at the 
Indian rates, no rabate would be admissible; and the assessment 
would be finalised at the Indian rates. 
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(3) thereafter, there will be gradual assimilation of pre-existing 
rates to the Indian rates prevailing in the assessment year 
concerned, at a varying pace depending upon the divergence 
between the pre-existing rates and the 1950-51 Indian rates ; 
the pace may also vary for companies as compared with 
other assessees of the same State ; 

(4) the process by which this will be achieved takes the form 
of a varying scale of rebates (diminishing year hy year) 
to be allowed from the tax otherwise payable at the Indian 
rates. This method has three practical advantages :-

firstly, simplicity ; 

secondly, complete abandonment of any calculations by 
reference to pre-existing rates ; 

thirdly, any changes in Indian rates effected by the Finance 
Acts of the years concerned would have their appro
priate effects upon the net tax payable by a;,-<essees 
having income accruing or arising in States ; 

(5) 'The s :heme applies only to incomes to which, but for federal 
financial integration, the provisions of Section 14(2) (c) of 
the Indian Income-tax Act would apply ; that is to say, 
income, profits and gains which would, in any case, be taxable 
at the full Indian rates will continue to be so taxed. 

(6) Taking 1st April 19.30 as the prescribed date, and assuming 
that Indian rates of tax in 19.30-51 and the pre-existing State 
rates of tax remain as they are now, the periods required 
in accordance with our plan for gradually raising the latter 
to the level of the former would be as sho·wn below :-

STATE PERIOD OF GRADUAL
NESS IN YEARS 

FOT' Com- For other 
pany Rates. Rates. 

2* 2* 

Travancore • 3 2 

Mysore 

Hyderabad. 

Patiala & E.P. States Union. 

Saurashtra Union 

Madhya Bharat Union. 

Rajasthan Union 

Vindhya Pradesh Union 

2 

-1 

2 

5 

5 

5 

5 

4 

3 

3 

5 

5 

5 

5 

8. We consider that the plan is simple and equitable; that it provides 
the necessary measure of gradualness to the extent justifiable ; and that 
it will be accepted by the Governments of all States. We recommend 
its adoption. 

• This is merely theon>tical; effectively, Cochin rates are already at, (and, for 
some income bracket~, even above), the Indian level ; aS.'leS!UDents will, therefore, 
be made at the lower of the two rates. 
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III. TECHXICAL :.\IATTERS RELATING TO IXCO:\IE-TAX 

9. Our sugge;;tions concerning certain legal and other matters of Matte_rt! 
rr .m ~r.tl impJrtance, affdcting most federal subjects (including taxes affectllng 
"' · ) h' h ill · · t' 'tl ~ .l l fi · I · most oa 111~o~ne , w JC w ansa 111 connec 1011 WI 1 .1e~era nanCJa lnte- "federal" 
gra.tion in all States, have been set out in paragraph ll of Chapter II subjects, 
in Pa.rt II of our Report. Those relating to legal matters are, however, including 
repro:lu.;ed b~low for convenient reference :- ~axes on mcome. 

" (.3) Apart from the con.stitutional requirements in connection 
with the integration of federal finances in States-vide 
p.tra.graphs 37 and 40 of Part I of our Report-certain im
po~ta,nt ismes of a legal n'1ture will arise in connection with 
th~ adual taking over of " federal" subjects in the States 
by the Centr-3. 

This is a difficult subject upon which we are not qualified to 
offar cwnpetent advice. 'Ve have endeavoured, however, to 
i•1licat.e below the main features of what we conceive will be 
r~·quir.:d in order to establish " continuity of proceedings" in 
r<'g,uJ to all" federal" subjects-whether relating to revenues, 
expenditure or Service Departments-at the point of their 
transition from the States to the Centre ; ..........•...• 

(1t) .·\.lmo>t every" federal" subject is dealt with in the States, 
as in the rest of India, under powers conferred by appro
priate legislation consisting of relevant Codes, Acts, Ordi
nall<~es and Statutory Rules and Regulations. Sub1ect to 
tho. limitations bdicated below,-which are designed to 
;;ecure legal " continuity" of pending proceedings and 
"finality and validity" of co:npleted proceedings under the 
pre-existing State legisl!i>tio!t-,we think the whole body 
of State legislation relating to." federal" subjects should 
he repealed and the corresponding body of Central legis
! ttion extended proprio vigore to the States, with effect 
f~om the prescribed date or as and when the administration 
',f particular " federal" subjects is assumed by the Centre. 

(b) F.w the above purpose, as well as for. future " federal" 
•t :!ministration in States, it may be necessary specifically 
to extend not merely the legislative, but also the executive 
<Lnd administrative competence of the Centre, its officers 
and "authorities", and the judicial authority of its Courts, 
to the territories of the States. 

(r) Such State Courts (except Courts of final appeal from 
orders of the State High Courts) as may in fact correspond 
to particular grades and classes of" British Indian" Courts 
{Civil n.nd Criminal) may have to be statutorily" recognised" 
<ts " corresponding judicial authorities" for purpose of 
dealing with cases arising in the States under the" federal" 
1•tws of the Union of India ; and the Supreme Court in 
India will have to be made the Court of final appeal from 
derisions of the State High Courts to the same extent 
as in the case of Provincial High Courts . 

(d) Those sections of the various Indian Acts and Ordinances 
which set out their territorial " extent of application" 
will require amending so as to include State territories with 
effect from the prescribed date. 
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(e) I~ will be necessary to provide that all matters and proceed. 
mgs pending under, or arising out of, the pre-existing State 
Acts shall be disposed of under those Acts by, so far a.s 
may be, the " corresponding authorities", (nominated 
by the Chief Executive Authority) under the correspond
ing Indian Acts. " 

. 1?. 'Ve now deal with certain other legal matters especially concern
mg mcome-ta.x. 

(1) The recommendation made in the last two sub-paragraphs 
quoted above should be understood as requiring that all 
income, profits and gains accruing or arisinc:r in States, of 
all periods which are "previous years" of th; States' assess
ment years 1949-50 or earlier should, subject to the provisions 
of Section 14(2) (c) of the Indian Income-Tax Act, be assessed 
wholly in accordance with the States' laws and at the States' 
rates, respectively, appropriate to the assessment years 
·.concerned, notwithstanding that some of these " previous 
years" may also be the " previous years" for the Indian 
assessment year 1950-51. In the last mentioned cases, no 
Indian assessment for 1950-51 should be made in respect of 
such income. 

{2) As respects income, profits and gains of all subsequent periods, 
the assessment will be wholly in accordance with Indian 
law ; but as regards the rates applicable to such assessments, 
the proposals made in Section II of this :Memorandum con
cerning the gradual raising of State rates to the lewl of 
Indian rates should be applied. 

(3) In making assessments a.ccording to the. Indian law in respect 
of incO'...ne, profits and gains of periods referred to in sub-para 
(2) above, certain transactions ofthe periods upto the prescribed 
date (which, but for federal financial integration would be 
outside the ambit of the Indian law), should be dealt with, 
if possible, not in accor-dance with Indian law but in accordance 
with the State law concerned. The particular transactions 
referred to are those covered by Act XXII of 1949 and the 
undermentioned provisions of the Indian Inrome-Ta::s: Act, 

Section 18 
Section 18A 
Section 23A 
Section 16(1) (c) and (3) 

()ur intention is that the benefit of the above proposal should 
be restricted only to the as;;essment of inromes accruing in 
the States up to th(' prescribed date. This can, perhaps, 
best be done by executive instructions. 

'(4) It will be necessary appropriately to modify certain provisions 
of the Indian Income-tax Act for the purposes indicated 
below:-

(a) The definition o"' " British India" in Section 2(3A) of the 
Indian Income tax Act will require to be so modified as 
to include specifically and without any antecedent 
limit of time, the territories of the States integrating with 
the Centre on federal finance. Unless this is done, it will be 
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impossible effectively to administer the Act from the pre 
S'.lribed da~e, since many of its most important provisions 
e.g., those relating to computation of income,have reference 
to the state of affairs in the " previous year", and others, 
e.g., those relating to " residence", have reference to the 
state of affairs in several yuars prl~coding the assessment 
year. 
There will be no dana·Jr of the suggested amendment enab
lin•Y Indian assessme

0

nts to be made for any year earlier 
th:n 1950-51, since the amendment of Section 1(2} of 
the Act-its "extent of application"-will be effective 
only from the prescribed date. 

(b) The provisions of Section 4(b} (lli) of the Indian Income
tax Act will require modification in relation to States so 
as not to render taxable incomes arising without the State 
(other than in the Provinces of India) in p~.-r,ods perior to 
the prescribed date and remitted to the States in any 
pret·ious year (before or after the pre~cribed date), to an 
extent more than they would have been taxable under 
the State law itself. 

(c) Section 14(2)(c) of the Indian Income-tax Act ~ust be 
deleted in respect of States integrating on federal finance 
for assessment purposes with effect from the Indian assess
ment of periods subsequent to the "previous years" 
of the States' assessment years 1949-50; but power should 
I~ retained for the use of the principle there stated in 
"''nne~'tion with the proposal gradually to a ~imilate State 
rates to Indian rates set out in Section II of this Memoran
dum. 

Certain other technical matters which will arise in connection O_thelr Tectteh-
. I I t d Jl . . h b 1 . mea ma f$' 

Wlt 1 ncome- ax are ea ., · w1t e ow :- concerning 
Income-tax: 

(1) (i) Under the Indian Income-tax Act, incomes, profits Ol' Remittances. 
gains accruing or arising in Indian States are not taxable in 
India, unless they are received in, remitted to or brought 
into "British India", or arP, deemed to have accrued or arisen 
or been received in "British India", in the "previou~ year". 
This position must continue unchanged in respect of transac-
tions upto the closo Qf thP, "previous years" of the States' 
assessment years 1949-50. 

(ii) Remitt.a'lces to the Sh.tes from "British India" (or any
wLo~e el,;e} 1Jriar to the end of the "pre\'ious years" of the 
Statu· as~:>~ssmnnt years 1949-50 would have significance 
only in rdation to the pending assessments of the States. 
Their relevance to the corresponding Indian assessments 
would be, not qua remittances, but ouly qua "information", 
e.q., as material (under Section 34} disclosing possible escape
ment of income which might (had its existence been known) 
have been otherwise taxable under the Indian Income-tax 
Act in any case. 

(iii) Funds which may be already (physically} in the States 
at the close of the "previous years" of the States' assessment 
years 1949-50 should not be treated as "remitted" to "British 
india" subsequently by the mere fact of financial integration 
0r lUI a consequenee merely of the changed definition of 
•• British India". 
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(iv) Any movement of funds to1from the States from·'to theo 
present "Bristish India" after the end of the "previous 
years" of the States' assessment years 1949-50 should have 
no significance qua remittances, being merely an internal 
movement of funds within "British India" (as redefined). 
If, however, such remittances from State.9 happen to be 
out of the profits accruing or arising in the States after the 
close of the "previous years" of the States' assessment years. 
1949-50, they will be relevaht for rate purposes, since. 
under the scheme of gradual raising of State rates set out 
in Section II of this Memorandum, such profits (if remitted 
to India) would be assessable at the full Indian rates. 

\Ve would suggest the issue of instructions in the above sense by 
the Central Board of Revenue at the earliest opportunity; we apprehend 
that in the absence of some such specific instructions there is "'orne 
danger of a misunderstanding concerning this highly technical matter. 

(2) Where double-taxation has already occurred, or may (per
haps) inadvertently occur even after federal financial inte-

, gration , we recommend that relief should continue to be 
given in accordance with the existing D.I.T. Relief arrange
ments. Technically, double-taxation must necessarily 
occur, even after financial integration, in respect of the 
State.9' assessments for 1949-50 and earlier years, since all 
such assessments (whether already completed or pending at 
the prescribed date)· will be made according to the State 
laws (in respect of incomes assessable in States), and accord
ing to the Indian law (in rPspect of incomes a,;sessable in 
"British India" as at present defined) ; in all such cases 
suitable arrangements will have to be made for granting 
relief promptly (if double-taxation has already occurred), 
or for giving credit for the amount of relief due (if double
taxation is liable to occur) in connection with pending assess
ments. 

(3) (a) \Ve recommend that all taxation immunities now en
joyed by (1) Rulers, and (2) Political pensioners (former 
subordinate Chiefs) should be protected. A list of such 
persons, the amounts involved and the exact nature and 
terms of the immunities enjoyed by them should be fur
nished by the S ates to the Central Government. 
So far as the Ruler!J (and their successors) are concerned, 
the problem is largely political and should be settled on that 
basis; but broadly speaking, what is involved is-

(i) the continuance of the immunities from "federal" taxation 
which they now enjoy in "British India", with the addition 
that their privy purse shall also be totally exempt from 
taxation (by outright exclusion from "total income"); 

(ii) the continuance of the immunities from "federal" taxation 
which they now enjoy in the States, with the limitation 
that such immunities should be restricted to their incomes 
from such present sources only (including properties) as 
may be declared to be their " Personal and Private Pro
perty". 

As regards Politiral Pensioners, our recommendation involves 
the continuance of the immunities from "federal" taxation 
which they now enjoy in the States, with the limitation 
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that such immunities will extend only during the life-time 
of the present incumbents, unless it be that similar political 
pensioners in India enjoy perpetual immunity from 
"federal" taxation. 

(b) With regard to any Industrial Corporations now in enjoyment ~~;~tri~ 
of such immunities, it will be necessary to examine the princi- tiona; ra 
pal items of the taxation concessions granted to them. Each 
case must be dealt with on merits, the general objective 
being to continue in their favour for some reasonable period, 
not exceeding ten (or fifteen) years, the existing concessions, 
if they happen to be more favourable than those admissible 
under the Indian Income Tax Act itself (e.g., in the case 
of newly established industrial enterprises). 

(c) Industrial and Commercial enterprises wholly owned and State G~v
operated by State~ at present enjoy immunity from federal ~=::t; 
taxation within their respective territories. As regards the from 
incomes, if any, accruing or arising .to these enterprises "Fede~al" 
within "British India", however, their liability to Indian Ta:nhon; 
Income-tax and other federal taxes is governed by the Gov-
ernment Trading Taxation Act, 1926, which provides that 
they shall be chargeable in respect of such income, 

(i) to Income-tax, as if they were "companies"; 

(ii) to any other tax, as if they were "individuals" or "associa
tions of individuals". 

In other words, their position in respect of liability to federal 
taxation is not dissimilar to that of Provinces under Section 
155 (I) of the Govt. of India Act, 1935. If , therefore, 
federal financial integration in respect of any State should 
become effective under· (he present Govt. of India Act, no 
special difficulty will arise, since the present degree of 
immunity will effectively continue under Section 155(1} of 
that Act. 

But Article 266 of the Draft Constitution will, if enacted, intro
duce a radical change ; it will make the income of such en
terprises liable to federal taxation, · irrespective of the place 
:"within the t~rritory of India") of its accrual. This is 
subject only tu the very limited exemption contained in the 
"Explanation" to Article 266. The problem so arising will, 
however, affect not only the Indian States and Unions, 
but also the Provinces; and we have no doubt it will accord
ingly be examined in all its bearings in the Constituent 
Assembly of India before this Article is enacted into Law. 
It is not, therefore, necessary (nor, perhaps, would it be 
proper) for us to express any opinion on the merits of the 
proposed Article 266 of the Draft Constitution. We cannot, 
however, overlook the fact that if it should be enacted in 
its present form, it will have adverse consequences upon the 
finances of Indian States, to the extent that they are now 
dependent upon the tax-free income from those enterprises; 
in some States such income is considerable. 

We recommend, therefore, that should Article 266 be enacted 
in its present form, the existing State-owned and operated 
enterprises should be exempted from federal taxes on income 
to the extent to which they now enjoy such immunity in 
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the States and under the Government Tradina Taxation 
Act, 1926, in "British India". 

0 

. . 
(cl) If the continuance of any of the immunities referred to in 

the preceding sub-paragraphs cannot (as we think) be 
ensured by executive instructions or statutory (exemption) 
Notifications, necessary powers should be taken by appro
priate legislation. 

(4) Except in Travancore, there is no Income-tax Investigation 
Commission in any State. Should the Travancore Commis
sion still be functioning at the time of federal financial inte
gration, all cases pending with it should be taken over by the 
Indian Commission. The disposal of those cases will, how
ever, (as in the case of pending assessments) have to be in 
accordance with the pre-existing Travancore Law. 

The Indian Commission has already the power to cali for 
such information as it may require from any person-includ
ing Banks-in the States. This power has been conferred 
upon it by legislation recently passed in the States. It 
will be for the Commission to decide whether such State 
legislation should be replaced by the Indian Acts under 
which it functions in the Provinces of India ; if so, the Indian 
Acts should be extended in their territorial application to 
include the States also. 
No State-assessments (other than those already under investi
gation in Travancore) should be refem:d for investigation 
to the Indian Commission, sincH all such assessments of 1949-
50 or earlier years and, therefore, all cases of evasion in States 
in those yea;s, would be governed by the laws of the States. 

(5) There should be no financial adjustments between the C<-ntre 
and the States in respect of collections made by the States 
before the prescribed date under provisions of the State 
Laws corresponding to those of the Indian Income-tax 
Act in regard to "advance payment" of tax under the "Pay
as-you-Earn" Scheme, or "provisional assessment" of tax 
in anticipation of final assessments. But credit for such 
collections should be given to the assessees concerned in the 
ordinary way when their relevant final assessments are made 
by officers of the Central Government after the prescribed 
date. 

(6) We have dealt with tin "divisiblil pool" of Income-tax in 
para.graph 34 of Prrt I of our Report, which is reproduced 
below for con>enient reft'rence :-

•'At this E.tage, we invite the attention of the Government of 
India to the need for taking up, as soon as possible, the re
vision of the <;Xisting distribution to Provin<·es of the pro
ceeds from taxes on income. This was specially brought to 
our noticP bv the Goverment of Bombay. Areas which 
were formerlv Indian Stat(S have Ncentlv b·een added to the 
ProvinO"s o(Bombay, Bihar, Orissa, :\Iadras, East Punjab 
and th'O" Central Province~. There are, further, the changes 
:in the existing basis of distribution rJcomm('nded by the 
Expert Committee on th~ Financial Provisions of the Union 
Constitution (paragraphs 50-56 of its Report). 
Aft.er orders ar(' passed on the p1.'oposals contain~d in our Rt>
pol't and fina.nci:~l integr3.tion takd dfect in States, further 
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revision will become necessary. In this connection, we recom
mend that there should be no departnrr~ whatever from &C<'ept
ed principles (such as may be e.pt~licable, from time to time, 
to provinces) in connection with Sta.tes, neith'O'r as rrgards 
the proportion of the n'3t proceeds of income-tax which should 
constitute tho divisible pool, nor r.s regards tho proportion 
thereof which may be f llocated to individua.l States. And 
thPre should be no separate divisible pool for the States, ex
cept wh:>re, over a transitional period, the rates of income
tax may (as proposed by us) be lower than the full Indian 
rates; some ad hoc temporary arranguments would be per
missible in such cases only." 

In some of the covenanting States of Rajasthan Union, a 
1 

• , 
f R lt. , . . f . t' 'th ta' "R oya hes system o " oya tea JB m orce m connec IOn Wl cer m 00 mruted b,.. 

industrial enterprises ; similar a.rrangtment ... may exist in reference 
other States also. These, in so far as the "Royaltits" are to Profits. 
computed by reft,rcnco to th.o ProjitK. of ~uch concerns, 
should be dealt with as follow..; :-

"Royalties" computed by referPnce to income or profits are 
of the nature of taxes on income and so cannot continue 
to be imposed by th'3 States after federal financial integra. 
tion becomes effective. After the prescribed da.to, they will 
bo substituted by income-tax in the ordinary sense. The 
bearing of this upon any pre-existing concessions in the 
matter of "income-tax" will require careful consideration, 
for it may well b£ that the conversion of such Royalties 
into "federal" income tax may rend<Jr tho continuance of 
any of th'l pre-existing concessio~R superfluous. 

Any profit-sharing arrangements betwE:{;n Sta.tes and parti
cular industrial concerns, after payment of ''federal" taxes on 
income, will of course remain u.naft"ected bv what has bet-n 
said above. • · 

IV. OTHER TAXES ON INCO::\IE A...'{D TAXES ON 
CAPITAL, ETC. 

12. (l) Exces.s Profits Tax has been abolished in all States where Excess·. 
it was originally levied, but there may be some cases still pending under Profits 
the old State Excess Profits Tax Acts. They will have to be disposed Tax. 
of by officers of the Central Government in the same manner as pending 
cases under the Indian E.P.T. Act; the law and rates applicable will, 
however, be those of the State concerned. 

Liability to the assessPes in respect of returnable E.P.T. deposits 
and in connection with any refundable portion of the E.P.T. previously 
levied by the States will have to be taken over by the Centre ; similarly 
the liability to give credit for collections made against "provisional" 
assessments. 

In any State in which there was no Excess Profits Tax but only 
Excess Profits Deposits, the most practical arrangement would be to 
leave it to such States to return these Deposits to the persons concerned 
in accordance with the pre-existing Laws. 

(2) As Capital Gains Tax has been abolished in India, t.hp,~ will Capital 
be no question of levyina such a. tax in reipect of capital gaiutJ accrll1Ilg Gains Tax: 
in States prior to the prescribed date. 
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(3) 'Ye recommend that the commencing date of the first charge
able period for purposes of Business Profits Tax should be the prescribed 
date. 

(4) In one of the Covenanting States of the 1\Iadhya Bharat 
Union-Indore -there used to be levied a tax described as "Industrial 
Profits Tax" on the income of certain industrial enterprises. It is 
understood that with the formation of the l\Iadhya Bharat Union, the 
imposition of this tax has been discontinued ; but there are still 
several pending cases to be disposed of. These will have to be taken 
over by the Centre and disposed of (in the same way as pending income· 
tax cases) in accordance with the pre-existing law of the Indore State. 
Should there be any portion of this tax which is "returnable" to the 
assessees, the liability in this respect should be dealt with in the manner 
suggested above in connection with the liability for the refundable por· 
tion of E.P.T. 

(5) In one of the Convenanting States of the Rajasthan Union
Bikaner-there is levied a tax, described as "Income-Tax", at 12!% on 
the net profit of 'minor' factories. This tax will have to be discon
tinued as from the date preceding the date of federal financial inte
gration, if it is not already discontinued before that date. The pending 
cases, if any, will have to be taken over by the Centre and disposed 
of in accordance with the pre-existing law of the Bikaner State. 
Should there be any portion of this tax which is "returnable" to the 
assessees, the liability in this respect should be dealt with as suggested 
in connection with the liability for the refundable portion of E.P.T. 

(6) There is no Estate Duty in any State nor is there any taxation 
on the capital value of assets (exclusive of agricultural land) ol' indivi
duals and companies or on the Capital of companies. These are federal 
taxes; accordingly, if and when they are imposed by the Centre, they 
will be leviable in the States in the same way as in Provinces and their 
distribution will also be governed by similar principles for States as for 
Provinces. 



V. SUl\DIARY 

13. The Committee's main conclu.sions and recommendations. in Summary 01 
Ct'i'pec:t of the matters dealt with in this Memorandum are summarised recommend-
l)(·low :- ations. 

(1) Income-tr.x should be imposed in .ll States under a common 
''federal" law e.nd should be administered by the Centre; 
but the immediate application of full Indian rr.tes will give 
ni:le to difficult problems in some States. (Para. 3) 

(2) In Statts where there is no Income-tax at present, it should 
be imposed from 1st April, 1950 ,or the date from which fede
ral finr.ncial integration becomes effective . (whichever may 
be er.rlier) at rates not lower than the pre-existing rates of 
the Saurashtra Union. (Para. 4) 

(3) The wide range of pre-existing State rates compared with 
the Indian rates, and the need to a.void·any sudden disloca· 
tion of private and "corporate" finance in States, such as 
would result from the immediate imposition of the full 
Indian rates of tax, necessitates a certain measure of grad
ualness in reaching the Indian level of rates; but the degree 
of gradualness required is far less than is commonly 
believed. ( Para.. 5 ) 

(4) We have worked out a scht·me which embodies the principle 
of gradualness to the extent we consider justifiable. (Para 6). 

\5) The e!lsential features of thl;} schem~ are the initial imposi· 
ticn of income-tax in all States, the "freezing" of pre
existing rates for two asse&sment years, thereby ensuring 
inter alia tho taxation of incomes. earned upto the 
prescribed dr.te at pre-existing rates, and thereafter 
the gradual assimilation of pre-existing rates to Indian 
rates. Incomes which would, in any case, have oo'n 
chargeable at tho full Indian rates, would continue to b~ 
so charged. The, procedure suggested is simple, abandons 
(r.ftcr thll first two years) all calculations with reference 
to the pre-existing rates, and takes account automatically 
of changes in Indian r~tes effected by the annual 
Finr.nce Acts. The whole process requires a period of three 
to six yer.rs only, depend:ng upon the level of pre-existing 
rates. (Paras 7 and 8) 

(6) Certain matters of general importance affecting all "federal" 
subjects have been dealt with in paragraph 11 of Chapter II 
in Part II of our Report ; the suggestions made there 
relating to le-gal mattors r.re reproduced in this l\Iemorandum. 
(Para. 9) 
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P 1 We have also dtealt with C< rtain furthfJr l~'gal m!\tt<'r~ 
especially concerning Incom0-tax. (Para. 10) 

(SJ Important technicalprobl{;ms arise in connection with Income 
tax, concerning remittances, Double Income-tax Relief 
"Immunities" from Taxation (in respect of Rulers, Politicai 
Pensioners, Industr~al Corporations and State Governments), 
Powers of the Indian Income-tax Investigation Commi~
sion, cases now pendbg with th'} slmil:~.·: Comm.issioa 
of Travancore, treatment of collt;ctions made b'\" the 
States by way of" advance payment" under tho ''Pay-as 
you-Earn" l:!cheme or by "provisional asse-ssment" of tax 
in anticipation of final assessment, revision of the arrange. 
ments connect{ld with the "divisible pool" of Income-tax, 
and treatm"3nt of "Royalti"Js" on Income levied in certain 
States. We have dealt with all thc·se. (Para. 11). 

(9) Cases pending under the Excess Profits Tax Acts of State~ 
should be disposed of, according to the law and rates of the 
State concerned, by officers of th'3 Central Government. 
The Centre must assume liability in r<'spect of returnable 
E. P. T. depo,its, refundablo portion of the E. P. T. pr<3-
viously levied, and for giving credit for collections made 
against "provisional" E. P. T. a..o::s~ssmrnts; but where there 
was no E. P. Ta:c but only E. P. Deposits, it should be left 
to the States concerned to re-turn such deposits in accord
ance with the pre-existing laws. 

Capital Gains Tax sho11ld not be levied in respect of capital 
· gains accruing prior to federal financial integration. 

The commencing date of the first "chargeable" period for 
purposes of Business Profits Tax should be the date of 
federal financial integration. 

Pending cases under the Industrial Profits Tax Acts of the 
former Indore State (now included in Madhya Bharat 
Union) should be taken over by the Centre and disposed of, 
in the same way r.s pending Income-tax cas•JS, in accordance 
with the pre-existing law of that State. Tho liability in 
respect of any "returnable" portion of this tax should be 
dealt with in thl) same manner as the liability for the 
refundabl'J portion of E. P. T. 

"Income-tax" le"\ied on 'minor' factories in Bikaner State 
(now included in Rajasthan Union) should be discontinued 
as from the date preceding the date of federal financial inf 
tcgration, if it is not already discontinued before that date. 
Pendin<T cases, if any, should be taken over by the Centre 
and disposed of in accordance with the pre-existing Bikane1 
law. The liability in respect of any "returnable" portion 
of this tax should be dealt with in the same manner as the 
liability for the refundable portion of E.P.T. 
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lfa.nd wheo E ta.t~ d11ty, or a.uy ta.x-e.i on the capita.l va.lue 
-of assets , {exclusive of agricultur~lland) of individua.ls and 
compa.nie~. or on tho Ca.pita.I of companies, are imposed 
by th'! {}mtre, they would he leviable in the States in 
the sa.me way as in Provinces and their distribution shollld 
be governed by simila.r nrin.ciplos for States as for l'ro.. 
vinces. (Para.. 12). 
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GovERNMENT oF INDIA 

MINISTRY OF STATES 

RESOLUTION 

New Delhi, the 22nd October 1948 

No. F. 60-m/48.-Pursuant to the decisions reached at a Corfer
rence which was attended by representatives of Indian States, Unions 
of States and Provinces, the Government of-In: dia have decided that 
the loss, resulting from the sale of imported foodgrains in Indian States 
and Unions of States at prices fixed by the Govonrr.mt of India 
should be shared equally between the Governments of the States and 
Unions concerned and the Central Government. The Government 
of India have been pleased to grant this subsidy n addition to the 
bonus which they have already agreed to pay to the Governments 
of Indian States and Unions, exactly as in the case of Provinces, in 
respect of foodgrains procured in the States and Unions or exported 
by them to other parts of the country. This arrangement will hold 
good for the present till 31st March, 1949. 

2. During the course of the discussions at the Conference referred 
to above, the financial position consequent upon the integration or 
certain States into Unions of States came under review. There 
was general agreement that tM·llxisting taxation and financial struc
ture in the Unions should be examined by a Committee of Experts. 
who should a.lso make proposals regarding the sources and levels 
of taxation in the Unions, and the methods and rna '} 'u: ~ or ther 
imposition, assessment and collection, having- due regard to the 
require-ments of modern standards of administration. It was, 
moreover, agreed that such an enqniiy could, with advantage, be 
extended to the States which h~d~not merged into Unions. 

It was further agreed that the proposed Committee of Enquiry 
could also usefully consider and make recO'IDmendations concerning: 
the question whether the States and Unions of States should no.t, in 
financial matters, be brought into a position similar to that of the 
Provinces, so that there might eventually emerge a uniform system 
of federal finance throughout India, and if so, to suggest the manner 
in which such an objective could best be achieved. 

3. The Government of India have, after· careful consideration, 
accepted these decision'3; they are satisfied that an enquiry of the 
kind agreed to at the Conference would be in the .best interests not 
only of the States and Unions, but also of the country as a whole. 
They have accordingly decided to constitute ~ Committee of Expert 



58 

to enquire into the finances of Indian States and Unions of States, 
with the following Terms of Reference :-

"To examine and report upon : 

(I) the present structure of Public Finance in Indian Rtates 
and Unions of States; 

(2) the desirability and feasibility of integrating Federal Finance 
in Indian States and Unions of States with that of the rest 
oflndia, to the end that a uniform system of Federal Finance 
may be established throughout the Dominion of India.; 

(3) whether, and if so, the extent to which, the process of so 
integrating Federal Finance in the Indian States and' Unions 
with that. of the rest of India. should be gradual and the 
manner in which it should be brought about; and the 
machinery required for this purpose, especially as regards 
the_ legislative groundwork and the administrative organi
sation necessary for the imposition, assessment and collection 
of Federal Taxes ; 

(4) the results of such a policy of integrating Federal Finance 
upon the finances of Indian States and Unions and the 
consequential financial adjustments and relations which 
should subsist between the Governments of the Indian 
States and Unions on the one hand -and the Government 
of India on the other ; 

(5) the measures which the Committee may consider necessary 
and/or desirabie for revising, in the light of present day 
conditions and standards and haVing regard to the requiie
mehts of modern administration, the structure of Provincial 
Fiiiahce and, m particuiar, th~ levels a.nci sources of .Provin
cial Revenues in Indian States and Unions ofStates1 

(6} any other consequential and/or cognate matters which the 
CoinmittetS may consider as a.r1nhg oui of ihe foregoing 
tertns of reference." 

4. The Government of India are pleased to appdint the follo"'rilig 
:gentlemen as Members of the Committee: 

Chairman.-=-Sir V. T. Krishn~t~machari, K.C.S.I., K.C.l.E., i>iwan, 
J aipur State. 

Member.-Shri S. K. Pa.til, :Member of the Constituent Assemhiy 

of lndia. 

Member.-Mr. N. J)andekar, I.C.S. 
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The Government of India. ha.ve no doubt that the Governments 
of a.llSta.tes and Unions of Sta.tes will afford all fa.cHities and assistance 
to the Committee in conducting the Enquiry. It is hoped that the 
Committee will complete its work before the end of April 1949. 

M. K. VELLODI, Secy. 
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n 
Letter dated the lOth April 1949 fro~ the Ministry of States to 

the Indian States Finances Enquiry Committee, New Delhi. 

With reference to your letter No. FMJI.S.F.E.C./48 dated the lOth 
March 1949, I am directed to say that the Government oflndia. accept 
the recommendation of .the· Committee tho,t matters covered by their 
Terms of Reference Nos. l and 5 should be excluded from the scope 
of their enquiry. 


