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I. PRELIMINARY 

The Committee was appointed by a Resolution of the Government Terms of 

e>f India (Ministry of States), No. F. 60-IB/48, dated the 22nd Oc'~olJer R~ferenoe 
194:8, (reproduced as Appendix to this Report) with the following '.i'erms 

.of Reference :-

" To examine and report upon : 

(1) the pret~ent structure of Public Finance in Indian States and 
Unions of States ; 

(2) the desirability and feasibility of integrating Federal .. 
Finance in Indian Statesand Unions of Sta:tes "'ith 
that of the rest of India, 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 p_f India should be gradual and the 
manner in which it shouid be brought t 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 ofC n dian 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 
andfor desirable for revising, in the light of present day con­
ditions and standards, and having rega~d to the require­
ments of modern administration, the structure of Provincial 
Finance and, in particular, the levels and sources of Pro­
vincial Revenues in Indian States and Unions of States ; 

(6) any other consequential and/or cognate matters which the 
Committee may consider as arising out of the foregoing 
terms of reference ". ,. 
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These terms fall, broadly speaking, into two categories :-

(i) .those relating to what may be termed "provincial finance" 
i.e., revenues etc., which according to the "Draft Consti­
tution of India " appertain to th"e "Provinces" in In eli a-­
items (1) and (5) of the Terms of Reference . . 

(ii) those relating to "federal :finance" i.~ .• 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-hi States and Unions of States would require detailed 
and elaborate local enquiries, necessitating the employment of special 
officers in the areas concerned. Such an investigation would have taken 
:up much more time than was first thought would be needed. 'Il e C cm­
mittee, th~refore, suggested that this group of questions should be 
reserved for subsequent examination and that it should confine itself to 
the problems connected with the evolution of a system of federal :fin~ce 
inStates 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 be 
taking up for consideration the portion of the "Draft Constitution" rela­
ting to "Finance, Property, Contracts and Suits"-Part X. This 

·proposal was accepted by the Government of India (~Iinistry 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. 

3. Soon after we coiQmenced work, we called for preliminary Memo­
randa and data from all States and Unions of States, and from certain 
Ministries. of the Government oflndia. We then issued a set of ques­
tionnaires covering the whole field of our enquiry in order that 
States and Unions of States might be assisted in the preparation of the 
statistical and other information ·we needed. After this, one of us 
(lir.Dandeker) and our Secretary (l\Ir. 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 prelimi.riary local discussions of an exploratory character 
concerning the problems arising out of our Terms of Reference. In the 
meantime, the Committee itself held a series of meetings in order to 
formulate general principles in conformity with the provisions of the 
"Draft Constitution of India" and accepted principles of federal 
finance. to guide it in its plans for integration. As complete information 
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became available for each State or Union of States, a scheme of integra­
tion was prepared for it. The Committee then arranged to meet the 
Government concerned and discuss the scheme in . detail ·after 
explaining the general principles which the Committee thought 
should be followed. Often the Committee met the same Government 
more than once. The integration scheme for Baroda was discussed at 
a meeting in Bombay with the Hon'ble the Premier and the Hon'ble 

the Finance Minister of Bombay, the Dewan of Baroda and a represe-
ntative of the Finance Ministry of the Government 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 1\Iinisters, the Hon'ble the Finance Ministers and other Hon'ble 
Ministers of the two Governments. We have also had the benefit 
of the views expressed by several representati~~ associations of 
mercantile, industrial and planting interests, both within and without 
the States and Unions of States and by the Indian Cofree Board, con­
cerning matters in which they were especially interested. The various 
Ministries oft he Government oflndia have assisted us with their views 
on particular problems, and with the data relevant thereto. We have 
also had the benefit of the views of 1\I . V. Narahari Rao, the Auditor 
General of India, who has had long association with, and 
specialised experience of, financial problems connected with Indian 
States. As a result of these clo's~ consultations, the Committee has 
found it possible to prepare schemes of federal financial integration for 
States and Unions of States, the important features of which have been 
accepted by all the Governments concerned except one and the com­
mittee hopes that this Government w deration find 
it possible to modify its attitude. 

4. We have not specifically dealt with the following States or 
groups of States-

(i) States, other than Baroda, whose administrations have been 
integrated with those of certain provinces of India under 
the Instruments executed in that behalf by their Rulers and 
under the powers conferred by the Extra-Provincial Juris­
diction Act, 1947; 

(ii) States whose administrations have been similarly integrated 
into newly constituted Chief Commissioners' Provinces ; 

(iii) Non-viable States; and 

(ir) Jammu and Kashmir. 

States of the first two categories will be 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 
Governor-General under Section 290-A of the Govenament oflndia Act, 

Certain States 
not dealt with 
reasons there­
for. 



••states" 
includes· 
"Unions of 
States".· 

1935. The principles recommended by us in the case of Baroda in 
our First Interim Report, will be applicable, mutatis mutandis, 
to all such cases. We have, therefore, considered it unnecessary to 
deal with them specifi~ally. 

As regards States of the third category, viz., non-viable States such 
as Manipur, 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 adjlist­
ments required- on the same basis as States for which we have pre­
pared schemes. We have not accordingly dealt with them specifically 
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. 

5. Wherever in this Report we refer to "States " we should be 
understood as referring to States and Unions of States. 
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n. FINANCIAL RELATIONSID:ii' 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 
Centre and the States arose in connection with subsidies to States 
to meet the loss resulting from the sale of imported foodgrains in their 
areas at prices fixed by the Government of India. This question of 
financial relations is, however, only one aspect of the entire ambit 
of relationships between the Central Government.on the one hand and 
the States on the other in an Independent India and should be ex­
amined in that wider context. 

Financial 
Relations 
betweEn 
States and 
Centre, part 
of wider 
question of 
general rela­
tions. 

d I d . "Paramountcy," 7. Prior to the 15th August 1947, Provinces and States eve ope the basis 

on different lines-the former under the Governor-General in Council of relations 
between 

exercising the powers vested in him by Government of India Acts and States and 

the latter under the Governor-General in Council upto 1935, and later Centre in the 
past. 

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

Geographically, however, India is one; Provinces and States Circumstances 
compel uni-

lie interspersed all over the continent, the boundaries being in most formity in 

cases artificial and not represet'l.ting any natural divisions; and all 
parts of the country are interlinked. With the development oflndia, 
the range of matters of common concern between Indian States on the 
one hand and the rest oflndi a 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 ~rders and have them carried out. In States, however, 
the Governor-General in Council had to act in a different capacity. 
He-and from 1935 the Crown Representative-invoked his "para­
mountcy" powers and, in the course of decades, an elaborate net work 
of agreements and codes based on "grant, usage, sufferance etc." 
came into existence-covering an infinite variety of matters in order 
to regulate relations between what was called "British India" a~d 
the States and to ensure that action was taken in the States in 
furtherance of policies conceived in the interests of India as a whole. 

matters of 
common 
concern, such 
as: 

The most important among matters of common concern was Defence Defence. 

and the relationships evolved under this head were political in character 
and covered a very wide field. These may be grouped under three 
heads. Firstly , the Indian Army was for the whole country ; and for , 



Economic 
and Fiscal 
matters. 

Emergence of 
Agrement.s 
and Codes, 
in exercise of 
"Paramountcy." 

The Indian 
lndepandence 
Act; lapse of 
"paramoun· 
tcy" and of 
the "codes" 
built upon it; 

its efficient functioning the Paramount Power entered into detailed 
arrangements with States for "securing what is necessary for strategi­
cal purposes in regard to roads, railways, aviation, posts, telegraphs,. 
telephones and wireless, cantonments, forts, passage of troops and th~ 
supply of arms and ammunition". Secondly, Indian States main­
tained troops, and schemes were introduced under which their number 
arms and equipment, and the roles assigned to them were regulated. 
Thirdly, another class of relationship coming under 'defence' aros~ 
out of the obligation of the Paramount Power to protect Stat"ls against 
rebellion or insurrec~ion. In important States like Hyderabad and 
Baroda, troops from the Indian Army were stationed for this purpos~ 
under specl.al treaties, but the obligation itself was a general on~ 
applying to all States alike. This obligation carried v.ith it the respon­
sibility to intervene and prevent misgovernment; and the Paramount 
Power la'id down, as individual cases arose, the circumstances in 
which it would interfere with the internal administration of States" for 
the benefit of the Prince, of the State, of India as a whole" . . 

So much for the field covered by political relationships evolved 
under 'paramountcy'. Then, there were economic and fiscal rela­
tionships. Among the former were arrangements for the working of the 
Indian Railway system in Provinces and States alike, and forthe 
working ofthe railway systems ovrned and operated by Indian ~tates 
on essentially the same principles as the Indian Railway system in 
regard to safety, rates, etc. Similar co-ordinated arrangements existed 
for posts' and telegraphs, telephones etc. Among fiscal matters may 
be mentioned agreements with maritime States for sea customs and 
those with all States for the effectuation of the salt monopoly and 

abolition of all barriers to trade. 

In this way, the inherent necessity for concerted action in matters of 
common concern was recognised, and numerous agreements and codes 
built up steadily over a long period. It was by the exercise of para­
mountcy that these agreements and codes were bmught into existence, 
modified from time to time to suit changing conditions and enforced 
whenever necessary. And in this way lndi.'t attained ala.rge measure of 
working unity. The second world war strengthened these political 
and economic bond f, under the need for concerted war efforts. 

8. With the attainment oflndependence by India, however, there 
came a complete change. Under Section 7 ofthe Indian Indefendence 
Act, the "suzerainty of His l\Iajesty over Indian States " lapsed. 
'Vith this also lapsed the entire co e referred to above except for 
" provisions of any ........ agreement which relate to rust ems, 
transit and communications, posts and telegraphs or other like 
matters," until they were denounced by the Ruler or the Dominion. 
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A void was thus created. For instance, all arrangements in the 
whole of the field covered under " defence " as set out above came to 
an end. This was a serious state of things, specially at a time when 
post-war conditions demanded more co-ordinated and unified action 
.over the whole country than ever before. 

But the logic of facts is more powerful than legal formulae ; and 
India and the States could not afford the severance or loosening of ties 
which had been forged over a long period of a century ~tnd had become 
integral parts of their political and economic systems. This was appre­
ciated Ly the States and as the result of consultations in July 1947 al­
most all States, with the exception of Hyderabad·, .Kashmir and J una- · 
gadh, "acceded" to the Dominion in the three subjects of Defence, 
External Affairs and Communications with effect from the 15th August 
1947 and also executed "stand-still" agreements which maintained the 
ex i»ting 'codes' in regard to most matters of common concern. (Kash­
mir also acceded in October 1947 and executed the same stand-still 
agreement.) This was an epoch-making event. For the first time in 
the history of India the States came into a defined 'constitutional' 
relationship with the Central Government ; and Central legislation 
within the defined sphere, coufJ be applied to States exactly as in 
Provinces. 

Soon another import ant step was taken in the same direction. When 
States were formed into Unions approximating in size and resources 
to Pro·.rin):H, a widdr :field of "accession" was considered necessary. 

• S.mrashtra. Union 
Madhya. Bha.rat Union 
Vindhva Pradesh Union 
Patiala & E P S Union 
Rajasthan Union 
Tra.va.ncore--Cochin 
Union 

All the Unions* have now acceded to the 
dominion of India in the subjects comprised 
in List I (Federal) and List III (Concurrent) 
of the Seventh Schedule to the Government of 
India Act, 1935, as adapted by the India 
(Provisional Constitution) Order, 1947, 
with the exception of those relating to 

finance and taxation. :M:ysore has also accepted similar accession; 
Hyderabad and Kashmir alone remain out of this field of wider rela-
tions. 

9. Concurrently with this, States ar~ taking part through their 
representatives in the Constituent Assembly oflndia 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. 

the resultant 
void, 

was filled by 
Instruments 
of Accession 
and "Stand­
still" Agree. 
ments; 

thereby esta­
blishing a 
"constitu­
tional" rela­
tionship with 
Centre 

Accession by 
Unions etc, 
over a larger 
field of sub­
jects. 

Participa­
tion by States 
in the Cons­
tituent Assem 
bly oflndia. • 
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10. ·In the 'Objectives' Resolution,· the Constituent Assembly 
has unanimously accepted the fundamenta-l 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. 
Constitution : 

(2} WHEREIN 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 willina 0 

to be constituted into the Independent Sovereign India. 
shall be a Union of them all ; and 

* * * * * * * 
(4} WHEREIN all power and authority of the Sovereign 

Independent India, its constituent parts and organs of" 
Government, are derived from the people ; and 

* * * * * * * * 

The essential points in the new relationship are that there shalll:e a. 
Union of India in which Provinces and States shall be equal partners 
and in which all power and authority are derived from the people. 
(It is unnecessary to mention that a system of constitutional.~ monarchy 
in 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. 

11. From the concept of States and Provinces as equal partners 
it inevitably follows that the Central Government should function in 
States over the same range of subjects and with the same­
powers as in Provinces. It is only in this way that the Union of India 
will gain in strength and its policies in effectiveness. There is no federa­
tion in which the Central Government possesses different levels of rower 
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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12. Another result that follows is that the C~ntral Gcvernment 
shculd act through its own officers for the exercise c. fits important func­
tions in States in the same way as in the Provinces. 

Centre should 
act through 
its own officers: 
in States as 
in Provinces; 

In all federations, the federal Government has _its own organised 
services spread over the whole of its area. It is a. recognised feature of 
the federal system "that general and regional Governments both operate 
directly upon the people; each citizen is subject to two Governments". 
Further, for the fed&ral Government to rely en the agency of States to 
carry out its polici€s will lead to conflicts. 

13. Uniform sources offederal revenues and, C<?nsequently, equality 
of the basis of contribution to federal finances follow necessarily from. 
t'1e ccncept of the sovereignty of the people and" equality of Pro­
vinces and States. 

\Vhcn paramountcy existed, inequality in financial contribution be­
tween Provinces and States was possibly unavoidable. The Butler 
Committee put the 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
tection, first that the British Government is bound to do everything 
really nocossary for the common defence and the defence of the states". 
This basis no longer exists ; it has heen substituted by the concPpt of · 
equality of Provinces and States, founded upon the sovereigntyofthe 
people cf the whole oflndia including the States. It follows that States 
should contribute to federal finances like Provinces; it follows further 
that they should also receive grants and all other forms cffinancial and 
other assistance from the Centre just like Provinces. 

14. Tho new relationship between the States and the Union of 
India should thus rest en the following principles:-

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

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

(iii) The States should contribute to the finances cf the Union 
on exactly tbe same basis as the Provinces ~nd receive 
grants and other fcrms offinancial assistance on the same 
basis. 

It is not fer the Committee to say how effect shouJd be given to this 
in the new constitution;-whether, for instance, the provision for a pro­
cess of "accession" by individual States embodied in Article 225 

Centre should 
have uniform 
sources of 
revenue in 
States and 
Provinces. 

New relation­
ship between 
the States 
and the 
Csntre, sum­
marised. 
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. should be enacted or whether the constitution,-or at least the federal 
portions ofit-shculd apply to these units automaticallv as it applie~ to 
Provinces. This is for the Constituent Ass~mHy to decide. 

·~ F ~ 
15. "What we have said above practically amounts to this-that 

under the new set-up, the Union cflndia :mn conform to the pattern of 
other Federations and function with the same rights and obligations 
throughout the country, and that all the unit~? will likewise have equal 
rights and obligations. Only sc can the union of India make an effec­
tive contribution to the solution of the difficult economic prol:.lems that 
face India, meet the strains and stresses of the pest-war world and main­
tain national unity. The States themselves will al~o derive substantial 
advantages among which the following may be mentioned :-Firstly 
their people and Governments will take their place in the polity of India 
alongside of the people and Governments in the rest cf India and share 
in its wider life with equal rights and obligations. Secondly, adminis­
trative standards and efficiency will increase by closer contacts with 
the administration of the Central Government and especially by the uni­
form accounting and audit system which will result from the supervi­
sion of the Auditor-General of India, recruitment to the higher services 

· on an all India basis, a ullified judicial system and accf ss to technical 
advice and assistance furnished by the Central Government. Thirdly, 
States will have their share of such federal revenues as may be made 
divisible· from time to time and cf the grants, loans and other forms of 
:financial assistance given by the Centre, on the same basis as Pro­
vinces ; an impetus will thus be given to development programmes 

in these areas. 

16. The advantages which will be derived by the country as 
~whole, including the States, from an integrated system of federal 
finance operated uniformly by the Central Government throughout the 
country cannot be over-emphasised. The follo"ing observations cf 
the Joint Parliamentary Committee on Indian Constitutional Reforms 
{ 1933-34) indicate that the dangers cf uncoordinated fiscal administra­

tion in India were fully realised even at that time :-

"The existing arrangements under which economic pclicies, vitally 
affecting the interests cf India as a whole, have to be formulated and 
carried out are being daily put to an ever-increasing strain, as the eco­
nomic life of India develops. For instance, any impositicn of in­
ternal indirect taxation in British India involves, "ith few exceptions, 
the conclusion of agreements with a number of States for concurrent 
taxation within their frontiers, or, in default of such agreement, the 
establishment of some system of internal customs duties-an impossible 
a]ternative, even if it were not precluded by the terms of the Crown's 
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treaties with eome Sta~cs. Wcrse than this, India may be said even 
to lack a general en.;; oms system uniformly applied throughout the 
Sub-Continent. On the one hand, with certain exceptions, the StatEs 
arP ~r1e th£-ms~·:\·es to impose internal customs policies, which cannot 
b•1t obstruct the flow of trade. Even at the maritime ports situated 
in the States, the administration ofthetariffs 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 · 
us:tg(} acknowledged by the Crown. On the 0ther hand, tariff policies, 
in which every pJ.ft of Iniia. is interested, are laid down by a Govern­
mrmt of In:lia an:l British lniia Legislature in which no Indian State 
has a voice, though the Staba constitute only ~tgbtly less than half the 
area and one-fourth oft he population of I!'.·Ua. :. 

Moreover, a com;lwn ccmpany law for India, a coriunon banking law, a 
common body of logislation on copy-right and trademarks, a common 
system of co:n...'llunications, are alike impcssible. Conditions such as 
the3c which have c::tused trouble and uneasiness in the past, are already 
becomin~, and must in the future increasingly become, intolerable as 
in iustrhl and commerrial development spreads from British India 
to t\e St.ltos". 

These difficulties will disappear by the institution cf a uniform and 
int 'grated federal fiscal system'·througl:out the country. There will 
then e::nerge uniformity of law, rates, interpretation and administra­
tion of all federal fiscal measures resulting in uniform policies, principles 
and practice in the levy, assessment, and collection of Central taxes and 
duties. And tax-evasion, always a serious evil, will be more effectively 
~hacked. The abolition of internal customs duties will result in freedom 
of trade within the country. A cd-ordinated trade and tariff policy 
will h:tve a uniform impact throughout the country. Ports and other 
im~ortant links in the country's system of communications and trans­
port will be free to serve their natural hinterlands. National andre­
gional econo:nic planning on all-India basis will become possible. In 
this, as in all ether respects, the States will play their part,. and they 
will become entitled to all the benefits which accrue from the_ execu­
tion of such plans as require the aid of Central resources and techni­
C:ll assistance. 

India will thus have an opportunity to emerge as d. well-knit unit, 
f.11ly inte6rated in all spheres, political, constitutional and economic. 
Its e3:-;ential fun:lamental unity will be re-infc·rced. 

17. \Ye hwe now dealt with item 2 of the Committees Terms of 
Refer(•nee :-

"the de3irability and feasibility of integrating Federal Finance 
in Inrlian States and Unions of States with that of the rest of India, 

and its far­
reaching ad­
vantages 

Integration 
of federal 
finances 
desirable and 
feasible, 
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to the end that a uniform system of Federal Finance may be established 
throughout the Dominion of India". 

Our answer to this is that suoh an integrated 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 would be in the best interests 
of India as a whole and also of the States. 
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m. FINANCIAL INTEGRATION-GENERAL PRINCIPLES FOL· 

LOWED BY THE COMMITTEE 

18. We now proceed to explain brie.fly the scope of federal financial Scope of fe~e-
. te . d h I . . I £ II ed b . . h rai financial m gratwnan t egenera prmClp es o ow yusmpreparmg sc emes integration. 

for that purpose ft·r individual States. 

19. When federal financial integration comes into effect, the fol­
lowing items (inter alia} of "Central Revenues" and "Federal" 
Services together with the administration of the departments concerneq 
should be taken over from the States by the Central Government :-

CENTRAL REVENUES :-

(1) Duties of customs including export duties! 

(2) lncopte-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 expc·rt). . .• 

(7) Taxes, other than Stamps 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 "CENTRAL" SERVICES :-

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

(2) Aviation. 

(3) Broadcasting. 

(4) Meteorology. 

( 5) Archaeology. 

(6) Geological Survey. 

(7) Patents, Copyrights, Trade marks. 

(8) Registration of Joint Stock Companies. 

(9} National Highways. 

(10) Currency Coinage and Mints. 

(11) Accounts and Audit. · 
, 

"Federal'"" 
Revenues· 
and Expen-­
diture of' 
States to be­
taken over by 
the Centre.. 
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It will be observed that in our view federal financial integration in 

States involves not merely the taking over cf a.ll their "federal"revenuf.s 

by the Centre, but also the assumption of all expenditure in States 
upon Departments and Services of a "Fedora.!" character. The extent 

to which their a-dmini.strat1:o_n need also immediately be t :1.ken over is a 

diff~rent question which we have considered separately; for the present 
we are concerne:l with nnking it clear that any financial integration 

of this kind, whether considered, as we think it should be, on the wider 
: "functhnfll" hasis-(paragraphs II to 15)-or on the narrow financial 
\ hasis, nectssarily involves thnt the Centre must undertake also the 
' financia responsibility for all expen~liture of a " fecler'al " character in 

the St.ates. 

20. Considerd strictly in terms of the Draft Constitution, Accounts 
and Audit need net necessarily beccme '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 enti tlerl 
to exercise, to have their own organisation iri tlus 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; 
and we have taken this as the basis in preparing our computa.tions of 
the revenue effects of financial integration. We ourselves would prefer, 

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 CeO:tral Government upon integration of federal 
finance will hwe to be suitably modifie:l. . 

21. There are, further differences between Pr<'vinres and States 
in the following respects :-

(i) Most of the States derive considerable revenues from internal 
custc.ms duties upon trade with the rest of India ; in Pro­
vinces, such duties are not levied. · 

(ii) States maintain ari:ned forces, portions of which ar€ integrated 
with defencE; and security arrangements of the Central 
Government under a carefully devised scherue. 

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

On th~e points we make our rec~endations be_low. 

22. As regards internal c11stoms duties upon trade with the rest of 
India, the Sub-Committee of the Constituent Assembly on Fundamental 

Rights recommended t~at they should be abolished as they constituted 
a serious hlndrance to trade. It was f~lt , however~ that this reform, 
which was needed in the interests of the States themselves should be 

' effected gradually so that there might be no sudden dislocation of their 
financl's, as the revenue derived ft·om this source constituted a fairly 
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large proportion of the total revenues of some States. Acccrdingly, 
as recommended by the Fundamental Rights Sub-CommitteE" and the 
Union Po,vers Committee and agreod to by the Constituent Assembly, 
the Draft Constitution provides for the total aboliticn of all internal 
customs duties within a period often years--Article 16 read with Article 
244. -· 

..... 

In this connection, in paragraph 88 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-

( 1) a State shall not in future levy land customs on a commodity 
on which there !s no such duty now ; 

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

(3) a State levying land customs should grant refunds on re­
exports. 

Gradual abolition over a period of 10 years should not cause any 
serious dislocation to the finances of these States, nor can there · ~ . 
be any question c.f paying any compensatil n to these States, for the . 
simple rt"ason that the Union Government will not gain any corres­
ponding revenue. " 

. Our reviews of the position of individual States have shown that 
~xcept in one or two casos there shoull be nc. difficulty whatever in 
abolishing these duties immediately upon the integration of federal 
finances in the St::tt es. In most cases, the immediate financial gains, 
both direct and indirect, resulting from federal financia l integration, 
together with the estimated receipts from alternative sources of 
"provincial " revenues,-for example, Sales Tax,-and, in one or 
two cases, some direct financia l assistance from the Centre, should 
enable the Sta tes concerned to replace the resultant loss of revenue in 
the first year following financial integra tion. Our intergation schemes 
~for individual States embody rec0mmendations to this effect.· '\Ve 
endorse, of courso, the Expert Committee's recommendn.tion that no · 
compens!ttion should be paid for the !',bolition of these dut.ie!' m 

\ 
any caSOJ 

23. \Ve referred in par,tgraph 21 to armed forces maintained by Defence. 

the Sta tes. In computing the effects of feeler,, ] financial integration 
upon the revenues of Slia tes, we have include ~! the cost of the I.S.F. 
units (i.e., Units of the "Indian States Forces" properly so called) as 
an ite:n tc be borne by the Centre. These units have roles assigned to 
them in defence and internal security arrangements ; and their main-
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ftenanco should accordingly be a charge on federal rtvenues. This does 
nc·t, of course, affect the existing arrangements for the administratiO'TI 
CJf these forces. 

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

24. As regards Privy Purses cf Rulers, it bas been urged befcre 
us by most States that the liability for paying tl>ese should be taken 
over by the Centre c.n the grounds tbat-

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

Similar arguments have also been urged in regard tc political 
payments made in s<:m£ States to subordinate chiefs. This question 

r raises constitutional and political issues on ~hich we, as a. Committt:e 
appointed to report on financial integration, are net competent to 
advise. We have, therefore, prepared for each State a computation 
of the financial adjustments required, co nSf quent upon federal financial 

'inttgration, on the l:asis 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 mcdificaticn if the liability should 
be taken (!Ver by the Central Government . 

25. So far we have dealt with tht" integration of "federal" 
Revenues and Services. There. remains tile questicn of Assets and 
Liabiliti&s. We indicate below the( general principles which shc.uld 
govern their allocatkn and apportionment between the Centre and the 
States; more elaborate expositicn of these principles and the detailed 
workings in accordanct- with them for individual Stat.es are contained 
in Part II of our Report) 

The ~ain principle to be observed in the allocation of assets and 
liabilities between the Centre and the States is tha(it should also follow 
the concept of" functional " division adopted as the basis for the inte­
gration of " federal" revenues, expenditure and Service Departments 
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 de:1lt with more fully in 
paragraph 30 below) 

26. The integrati<?n of federal finances affects a wide fiehl of func­
tions and will have important financial and administrative repercussions 
upon the States. (Jt will be convenient, therefore, t0 examine at this 
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stage the first part of our third Term of Reference, which asks us to 
consider and report 

" 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 abcut ........ " 

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 "revenue-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 tran!!i­
tional period in favour of the Central Government. The need fo1 
proceeding with financial integration cautiously is thus app!J.I"ent. 

We may here invite attenti9~ to the following extract from para­
graph 2 of the report of the U:riion 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 possible 
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 them 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 
Assembly. But the " Draft Constitution of India." prepared by the 
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Drafting Committee, while inserting Article 258 in the Constitution to 
i~plement this recommendation, has reduced the maximum period 
from 15 to 10 years. An amendment has, however been tabled for 
reatoring the maximum period originally recommended by the Union 
Powers Committee. 

.~8. We ~a.v:e examined the whole problem, in all its bearings. In 
0~ view, however,' :financial integration need not itself be a gradual 
proce~~; for":~ cons~dcrthat tli~'~culties Set out''ab~ve a~ capable 
of~emg adequately met by appropriate ·devic~s and ad]ustm~nts ovel"' 

" •. '•i; . •"-• I t, .11 .•• , 1 \ •'" •, 

a ~ransitional period. Morespeci fically, ~we recommend as follows:-. ' ' ' . . ~ 

(1) Integration of federal finances of States with those of the­
Centrii-1 Government should not itself be a gradual process. 
Subject to the temporary limitations indicated' ~low, it 
should be complete in a.ll es8ential resPects from the- out-
set. · ' -

(2) Except in the ca.se of one or two Stalie3, internal CUtttoms 
duties snould 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 (cJ. paragraph 22 above). 

l ' 

(3) ~e integration. of all federal taxes, duties and revenues, 
(including Railways, Posts • and Telegraphs, Telephones 
and Currency and Mints) should be complete in e1:ery 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 1\Iarks, 
etc., their administrative integration with the corresponding 
Central Services and Departments may, in some for !lll} 
States, be a gradual process, if so desired for administra­
tive or other reasons ; but the financial responsibility 
for (and, therefore, the financial control over) these Depart­
-ments and Services should be assumed by the Centre in 
all States simultaneously with the integration of their 
federal finances (cf. paragraphs 23 above and 39 below). 

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

• 'Vtth the exception of the "Anchal" SO)rvice in the Tra~·ancora­
Cochin Union. 
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(.5) During such transitional period as may be provided under 

Article 258, financial adjustments will l:e necessary bet-· 
ween the Centre and the State Governments in order that 
the process of reaching complete parity with Provinces at 
the end of that· period may not throw an undue burden' 

upon either (cf. paragraph 32 below). 

In brief, our answer to the fust' part of item (3) ofour' Terms of' 
Reference is that we are satisfied that the process of financial integra­
tion in States should not itself be gradual ; all that is necessary is to 
provide for a measure of gradualness in the full effect of its impact in 
the directions and to the extent indicated in sub-paras (2) to (5) above; 

. • . , • I . 

and for that purpose we regard the period of 10 . years provided in 

Article 258 of the Draft Constitution as necessary,' e~pecia~Iy for the . 
transitional financial adjustment between the Centre and the St~tes · 

: I , 

p~oposed by us (cf. pa~agraph 32). 

29. \\l'e shall now deal with the fourth of our Tf1ms Of ReferencE- Financial • 
consequences. 
of federal 

"the results of such a policy of integrating Federal Finance upon financial 

the finances .of Indian States and Union's 'and the conse, integration. 

quential financial adjustments and relations wh'i~h sh~~td' 
subsist between the Gov.ernments of the Indiail States and 
Unions on the one hand and the Government oflndia on th~ 
other .............. " 

30. A general question which arises in this connection at the very No "Compen-
sation" payable­

outset and to which we have devoted much attention and which we have for "federal" 

also dismssed with the Governments concerned. is whether, upon the :~S::: ~=;: 
integration of their present" federal" functions and finances with those· but-

of the Union of India, States are entitled to "compensation ", in the 
form of payment of market value or capital invested according to 
acrounts,-for the "federal " assets transferred to the Central 
Government. The most important of these assets are the Railway 
systems in States. 

,'\., We have no doubt what·~ver that the question of compensation in 
this form does not arise az:d cannot bo raised. 

\Ve shall first take the case of a State like Baroda, which is being 
" merged " in the Born bay Province. The constitutional position 
here is th:::t the Ruler of Baroda, by agreement with the Dominion 
Go\·ernment, cedes to the dominion " full and exclusive authority and 
jmisdiction and powers for and in relation to the governance of the 
:State". The Dominion Government thereupon takes over all the 
'' Federnl" or " Central " functions appertaining thoceto...£md by an 
onler under Section 290-A of the Government of India Act, 1935, as 
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adapted by the India. (Pri:>visional Constitution) Order, 1947, directs 
that Baroda State "shall be administered in all respects as if the State 
formed part" ofthe Governor's Province ofBombay. When such an 
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 Government of India paying compensation 
to the Bombay Government for any federal assets. 

Essentially similar is the case in respect of States which retain their 
individuality.. Like Baroda, befcre its "merger" , they now have 

~'composite" Governments, co:rpprised of two functional entities-­
one with "federal" functions and the other with "provincial" functions. 
Complete " federal integration" mearui 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 Unkn of India, leaving behind "provincial" State 
Governments with purely "provincial functions". There can, therefore, 
be no question of the revenues d the Unicn of India paying compensa­
tion of the nature indicated; to the ''provincial,. section of the States' 
Governments, when the Railways and other services which are to be 
~'federally " administered for the benefit of the people in these areas, 
are taken over by the Union Ge:vernment c.f India.. 

Federal integration, thus essentially involves a two-fold process,­
one, of "functional partition" of the present "composite " State 
Governments ; and the other of' 'merger '' of the partitioned "federal" 
portion.S of the State Governments (together with the revenues, assets, 
liabilities and functions appropriate thereto), with the present Central 
Government in India (together with its correspc.nding resources) 
to constitute a new Government of the Union of India. 

Fundamentally, it is not a case of the present Government of"British 
India". 'purchasing the Railways of "Indian States" as a. commercial 
investment for the benefit of "British India.". What is involved is a 
process of pooling together the "federal " resources of the people of the • 
States with the "federal" resources of the people of "British India."; 
the result is a merger cfthe "federal"resources cftbe people of India as a 
whole,-tbat is, oftbe StEJ.tes and of "British India" alikt"--fcr admin­
istration; in the interests of all, by a new Central Government of the 
Union of India whose "power and authority", (together with the 
where withal for their exer<'ise), are derived from all the Units. 
In the circumstances, no question of payment of " compens•l.tion" 
can obviously arise. 

a 
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\That we have said above in regard to Rilways applies equally to all 
<Other federal assets. It logically follows, of course, 

(i) that the Centre should also take over all public debts speci- ~~~~~:!: 
fically incurred in connection with such assets; be also taken 

over; and-

~ii) that where the public debt c.f a State is not specifically 
earmarked as incurred for individual capital assets, it 
shc·uld be distributed between the Centre and the State in 
proportion to the "federal" and provincial " productive 
capital assets ; 

({iii) that where, apart from public debt, there is in any State, 
an excess of current liabilities ever liquid assets, such 
excess should also be distributed bet~een the Centre and 
the State in the same proportion as above ; and 

~iv) that, to the extent that the loss of revenue from those assets 
taken together with the loss of other ."federal" revenues, 
as reduced by the savings in "federal" expenditure, in 
consequence of financial integratic.n, · is likely to cause 

.:audden dislocation of the finances of any State, the problem 
will be one of necessary financial adjustments on revenue 
:account between suclt State and the Centre, i.e., should 
fC;rm part of the over-all problem of the financial conse­
quences of the integration to be dealt with under item (4) of 
our Terms of Reference. 

• \Ve consider, therefcre, that except fer certain necessary financial 
3djustments referred to above, no "compensation" as such should be 
paid for any assets passing to the Centre as a result of the integration of 
1-he federal finances of the States with those of the rest cf India. 

31. We are equallv clear that no similar question of "compensation'' 
:arises in connecticn ·with the integration of such "federal" revenues of 
the States as Customs duties en foreign trade, Central Excise Duties 
Income-tax and the like. 

\Ve recognise, of course, that the integration cf · '"odcral" 
revenues of States with those of the Centre will give rise to malad­
. j ustments in their financia I position ; and the rem.edy for this lies in 
ascertaining the precise extent of the net ever-all dislocatio~ likely to be 
<!a used, and then providing necessary financial (revenue) adjustments 
between the Centre and the States, over such transitional period as 
may be permitted by the Union Constitution under article 258 , so 

.as to avoid such dislocation. ' 

dislocation of 
finances of 
States to be 
avoided. 

No "com­
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32. }'or this purpcs€. we have prepa.red schemes of fe::leral financ::d 

integration for individual States based on the principle that integraticn. 
.should be brought about with the least dislc,cat~on cf their finances. 
The method fc.llowed by us is briefly this :-

Firstly, the initial over-all net loss of revenue to the State resulting 
fr:>m financial integration is calculated. This represents the less from 
the abolition of internal customs duties, together with the "federal'p 
revenues which would accrue t<; the Centrl, minus the "federal " ex­
penditure to be borne by the Centre, as a result of the integratic·n. 

[For revenues, averages of the three ccmpleted financial years of 
the State-(in the case of Unions the actualsof cne completed year 
cnly)-immediately precEding, integration are taken; and for 
expenditure, the figur(s ofthe last comrleted years.] 

Secondly, so much of the loss as represents the revenue from inter­
nal customs duties is (except to a small extent in one or two cases) to te 
wholly borne by the State, in the manner . already suggested in 
paragraph 22 abcve. 

Thirdly, in respect of th€. balance of the loss (if any), :-

the Central Government is to guarantee the whole amount of the 
loss, or the share from the divisible po<'l of federal revenues 
allotted to the StatE>,-whichever is higher,-for an initial 
period of fin years ; 

thereafter, it 6uarantees annually the amount of the loss dimi­
nishing by certain amounts every year until it is reduced to 
60 per cent. of the initial over-all net less (inclusive cf the 
loss of internal customs duties)* in the tenth year, or the 
State's share from the divisible pool of federal rt>venucs, 

whichever is higher ; 

there is no guarantee from the 1 I th year ; (if, l10wever, the time­
limit under Article 258 is extendEd to 15 years, the guaran­
tee in force in the lOth year ·will continue from the ll th 

to the 15th year). 

*~Note. -'\Vhere the less frcm the aboliticn (.f internal customs 
duties itself accovnts for 40 per cent. or more of the initial 
ovPr-all net less, there is no such reduction.] 

In some States, there is no loss to be guaranteed in the above 
manner; in other words, apart from the oss on land customs, if any. 
which as stated al;oYe is to be wholly borne by the States themseh·es. 
the loss on account of 'federal' revenues transferred to the Centre uron 
Fina.n·JiP.I int.~gration is more than co· .. nterl~alrncetl by tl.e amount of 
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•federal' expenditure to Le taken up by the Centre. In such cases there 
will be a net profit to the State with a corresponding burden thrown on 
the Centre. Our schemes for those States do not, however, provide for 
any transitional adjustments in favour of the Central Government, 
-except in respect of the additional burden that will be thrown on the 
Centre if 'Privy Purse' is made a. Central liability. 

The above plan has been evolved after discussions with the Govern­
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 ' federal ' sources of revenue is considerable 
and the scope for further development of • provincial ' revenue is 
rather limited. In other cases, the existing volume of •fed)ral~ revenues 
is negligible and it will require time to develop 'these as well as the · 
provincial ' sources of revenue. In yet another group of case 
' 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 ovPrtake 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. 

1.·· 
We are satisfied that the individual schemes prepared by us for the 

S~ates, following the plan already described, provide the only practical 
approach to the problem in a manner which would cause the least 
dislocation during the transitional period and meet the variety of 
financial situations arising in the different States as a result of federal 
financial integration. 

"The Committee is confident that ali 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 
divided between the Centre and the units during the same period. F~r 
this reason, it is not possible to give accurately the payments that will 
l>c made by the Centre to the States in the ten years. For the same 
rc>ason, it is also not possible to say whether the transition from the lOth 
to the llth year, or from the 15th to the 16th (when guarantees will 
cease) will not be too sudden, at least in some cases; however this is a 
point we have e'!pecially kept in view in working out individual 
schemes. 

33. Financial inte~ration implies that income-tax should ordinarily Incoroe-tax:­

Le le'\ ied in all States at the same rates as in the rest of India. The gradual raising 
of State rates 

Committee agrees with the very pertinent observations made in this to Indian level. 
connection by the Expert Committee on the Fin'ancial Provisions 
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of the Union Constitution in paragraphs 92 and 93 of its Report. W ~ 
consider, accordingly, that income-tax should be imposed, throughout 
the territories the of Union of India, assessed _under a common federal 
law 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-ax rates in the States will be raised to the level 
of the Indian Income-tax rates in two or three stages-taking into 
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 Annexure also deals with special transitory provisions that will be 
needed when income-tax is first introduced in an area. or when 
existing rates are raised. We desire , however, to emphasise two­

points:-

(i) Income-tax should be introduced in all areas as from the 
date of federal financial integration, the rates being adjusted 
to local conditions as suggested in the Annexure ; 

(ii) the assessment and collection should be made by the Central 
Governments's officers under the Indian Income-tax Act. 

Among other advantages, the most important is that this will en­
able the Income-Tax Department to check evasions effectively. In­
come-tax is eminently a tax for Central assessment and collecti~n .. 
following uniform principles and technique throughout the 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 
existing distribution to Provinces of the proceeds from taxes in income. 
This was specially brought to our notice by the G<. vemment of Bomba7 
Areas which were formerly Indian States have recently been added 
to the Provinces of Bombay, Bihar, Orissa, Madras, East Punjab and 
the Central Provinces. There are, further, the changes in the existing 
.basis of distribution recommended by the Expert Committee on the 
Financial Provisions of the Union Constitution (paragraphs 50--56 

of its Report). 

After orders are passed on the proposals contained in our Report and 
financial integration takes effect in States, further revision will become 
necessary. In this connection, we recommend that there should be no 
departure whatever from ac::epted 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 should w~ioh 
constitute the divisible pool, nor as regards the proportion thereofwhicb 
may be allocated to individual States. And there should be no separate 
divisible pool for the States except whe:-c o·.-cr a tran,itional period 
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the rates of income-tax may (as proposed by us) be lower than the full 
Indian rates ; some ad hoc temporary arrangements would be :permis­
sible in such case only. 

35. We have now dealt with the fourth ofour Terms of Reference. 
We have explained the need for financial adjustments between the 
Centre and the States over a transitional period and the general lines on 
which we have prepared schemes of integration of federal 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 con­
cerned. \Ve find it necessary, however, to sound a note of warning. 
Representatives cf the Governments of States wh~ met us referred to 
plans prepared in their States for prohibition, abc~tion of Jagirs, etc., 
for implementation in the near future. We hold the view that the 
Governments concerned should proceed in these matters with caution. 
\Ve 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. 

Individual inte­
gration scheme& 
are workable 
and. 

36. We recommend the individual schemes fc,r sanction. We Lave 
already explained that they are equitable from the point of view of the 
States. We believe also that t~~y are reasonable from the point of 
view of the Central Government. During the transitional period, we 
recommend that the general revenues of the Central Government should 
be entitled to a subvention from the Railway budget in view of the fact 
that part of the "revenue-gap" arising in States didue to the loss of 
railway income to them. We also recommend that an announcement 
should be made that, with effect from the date of integration, States 
will be eligible for all 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 
basis as Provinces. 

37. The legal basis for these schemes is to be found in Article 258 of 
the Draft Constitution. They are "agreements" entered into with 
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 a.t 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 sancti0ned schemes of integration. This need 
not take the form of a special " States Commission" such as that 
suggested by the Expert Committee on the FinanciaJ.. Previsions of the 
Union Constitution, in paragraph 94 of its Report. Our proposal 

equitable 
both te 
Statel and 
and Cellini 

their "legal" 
basiawould 
be as "agree­
menta " under 
Art. 258. 

special ma­
chinery for 
watching their 
working; 



.Administrative 
,matters 
,arising out 
.of federalJ 
financial 
·integration. 

26 

is that, as soon as the schemes have bec:>me effective, the President of 
the Union· should appoint a Committee whose duty will be to keep in 
continuous touch with the manner in which the schemes are worked 
and submit annual rep.Jrts to the Government cf India, with special 
reference to the folkwing pcints :-

(1) Internal Customs.-"Whether steps are being taken fc.r their 
abolition-(Paragraph 22 of this RETort) ; 

(2) whether the finanial arrancrements in the States arc oraanised c ~ 

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) cnwards 
will not have an upsetting influence on the finances-(Pllra­
graph 32 Gfthis Report); and 

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

The Committee might consi~t 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 Ch:J.ir.m£~.n 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 the States in the admi­

nistration of their finances. 

39. Wenowcometothesecond part<>t;item (3) of our Terms c,f Re­
ference, viz., the question of the P.dministrative organisation needed to 
give effect to cur proposals. As we have already said, it is an essential 
feature of 0:1~ scheme that the Central administrative m:1.Chinery should 
function in States exactly in the same manner as in the Prcvinces, 
though there is no objection to the Central Government purely as a 
temporary measure, entrusting certain functions to the agency of 
States until the necessary Central personnel becomes avaibble. 

We do not think there will be any difficulty in the Central Govern­
ment taking over the administration of Customs, Ct>ntral excisE's and ' 
minor departments like Brcadcasting, Telephones, etc. In r<'gard to 
"Posts", Cochin tnd Travancore :Pave referred to the extensive facili­
ties provided for the rural population by the "Anelnl" system and are 
anxious tlut these should not be curtailell. 'Ye have de;:~lt with this in 
()Ur Second Interim Report (relating to those St,ltes). 

Nor do we think that the taking over of Railway administrations 
by the Centre will present difficult problems of persor.nel. Railway 
systems in States are being wcrked from a kng time on lint>s more or less 
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similar to the railway systems under the Central Government and the 
bulk of the local staffs can be taken over without impairing efficiency. 
The taking over by the Centre of railways in States is linked up with the 
largt>r question of the regrouping of railway systems all over India. 
The whole subject should be considered by the Railway Board imme­
diately, so that proposals, viewing the railway systems in India as a. 
whole, may be worked out before the 1st Aprill950. 

It is in regard to Income-tax that special arrangements will be: 
needed for the training of administrative personnel. In Cochin, Tra-. 
vancore, and Mysore, where Income-tax is already levied and in which 
there is a well-organised public service, competeD, t staffs areavailable· 
who can be taken over by the Centre. They may need a short period of· 
training in the methods of assessment and technique of scrutinising; 
accounts m·w prevalent in the Provinces of India; 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 a.reas a.re 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. Recruitment should be made on a regional basis, as knowledge 
of local languages in which accounts are maintained is essential. 

If, as recommended by us-paragraph 20-the Centre takes over 
Accounts and Audit in States, this will also require trained staffs in con­
siderable numbers. We attach much importance to these functions 
being assumed by the Centre. Nothing is more essential in States than 
independent compilation of Accounts and an independent Audit system 
functioning under the Auditor-General of India and ensuring complh 
anee 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, work­
ing directly under the Auditor-General of India and in consultation 
with the Ministry of States, with the following immediate responsibi­
lities, inter alia : 

{a) in the case of those States which may retain their own 
Accounts and Audit organisations, to plan the arrangement 
required for the efficient accounting and audit of" federal •• 
transactions with effect from the date of federal financial 
intPgration so as to enable the Auditor-Ge)leral to fulfil his 
statutory responsibilities in that connection ; 
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(b) in the case of those States-e.g., Vindhya Pradesh, Sau­

rashtra, etc.-where it may be decided to accept our recom­
mendation to "centralise" the Aecounting and Audit of both 
"federal" as well as "provincial" transactions (as in the 
case of Provinces), to work out details of the orcranisation 

0 

and staff that will be necessary to enable smooth transition 
to be made from the existing arrangements with effect from 
the date of federal financial integration ; and 

(c) in the case of aU Unions of States ; 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 ; 

{iii) the nature and extent of independent contrcl exercised 
by the Finance Department and the Chief Accounts 
and Audit Officer(s) ; 

~iv) accounting and ccntrol of expenditure at its ongm, 
that is, in Treasuries and Sub-treasuries and at P.W.D. 
and other departmental divisicnal offices 

(v) compilation of accounts at Headquarters ; 

(vi) progress of expenditure generally, and with special 
reference to sanctioned grants ; 

tvii) Audit, particularly " appropriation" audit. 

40. As regards the date from which integration should come into 
force, the Committee recommend that this should be the 1st of .\pril 
1950. By this time, the new Constitution of India will have been settled 
by the Constituent Assembly and, perhaps, already come into opera­
tion. In regard to Cochin and Travancore, however, the Ccruruittee 

. has suggested and the Governments concerned have accepted, in­
tegration from the 17th August 1949-the collllllenceruent of their 
next financial year. These two States which have since merged into a 
United State, are now faced with complicated problelllil arising out of 
the Union and, as explained in our Second Interim Report, integration 
with effect from August next appears to te the best course in their case. 
If this be accepted, the Tra vancore-Cochin Union will accede also on 
items relating to taxation and financo comprised in Lists I and III of 
the Seventh Schedule of the Government of India Act, 193.3, as 

adapted under th ~ Indian Independence Act. 
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The other St::ttes will h<:Lye to comply with the legal formalities, pres­
cribe:! under the mw Constitution. As we have already said, it will 
be for the Constituent Assembly to decide whether Article 225 providing 
for accession by States and Unions of States should be enacted or 
whether the Constitution should apply to States and Unions of States 
automatically in the same way as it applies to Provinces. If indi-
.'vidual accession is provided for, the States will have to accede in all 

\ 
I 

subjects in the Seventh Schedule, Lists I and III, in the new Consti­
tution. The accepted schemes of integration will be agreements con­
templated under Article 258. Formal agreements will, we think, have 
to be entered into with all the States after the enactment of the con­
stitution, and before it comes into actual effect. ·:fhe special machi­
nery we have suggested in paragraph 38 will aslo have to be embodied 
in these agreements. · 

41. The plan of Part II of our Report,-in which are set out the 
integra.tion schemes for individual States,-is as follows :-

Chapter I Introductory. 

Chapter II Specific matters concerning "Federal" 

Revenues and "Federal" Service Departments. 

Chapter III Allocation o.f 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, respectively, are not reproduced in Part II. 

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

42. 'Ve desire, before concluding this section of our report, to ex-
': press our gratitude to the Governments of States for the assitance they 

have given us in the formulation of our proposals. All of them had a 
clear understanding of the basic principles of the Draft Constitution 
and co-operated with us in evolving schemes equitable to the Central 
Government as well as to the States. Thefinancialproposalsembodied 
in these schemrs concern large areas and populations; and they will 
hwe effects of a lasting character upon the economy of the whole coun­
try. We are confident that the Governments concerned will work them 
with every d<'sire to promote the happiness and well-b~.mg of the people 
of the States. 

Plan of Part 
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IV. SUMMARY OF RECOMMENDATIONS 

43. The Committee's main conclusions and recommendations irl 
this Part of the Report are suinmarised below :- . 

(1) Items (1) and (5) of the Committee's Terms of Reference 
having been withdrawn, this Report is concerned cnly with. 
the problem of the integration of "federal finance" in 
States. (Paras. 1 and 2) 

(2) Close consultations with all the interests concerned have 
rendered possible the preparation cf schem'5s of federal 
financial integration for individual States, the important 
f3~tures c.f which have been accepted by the State G(lvern­
ments concerned with the excepticn cf one State. (Para. 3} 

(3) Non-viable States, and (with the exception of Baroda) those 
which have been "merged" into existing Provinces or 
integrated into new Chief Commissioners' Provinces, 

,I 

have not been dealth with ; so also Kashmir. (P;ua. 4) 

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

Financial integration is necessary and desirable on 
broad economic considerations as well. (Paras. 10 to 17} 

(5) \Vhen .federal financial integration comes into effect, all 
"Central" Revenues and all "federal" Services (including · 
Railways, Posts and Telegraphs, Telephones, and Currency· 
and Coinage), together \\ith the administration of the De­
partments concerned should be taken ever by the Central 
Government; Accounting and Anclit should also l:e taken 
over, if possille. (Paras. 19 and 20) 

(6) Except in one or two States, internal Customs dutie,; can be to­
tally abolished in all States simultaneously with feckral finan­
. :1 !integration ; the loss of revenue will be t"overrd by the 
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direct and indirect gains resulting from financial integra­
tion together with proceeds freom Sales Tax. In the excepted 
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 not involve any change in the present 
administrative arrangements concerning them. (Para. 23) 

(8) The questkn whether Privy Purses should be a" Federal " 
or " Provincial " liabqity 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 modis 
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 finances in States need not be 
gradual ; but provision should be made for a degree of 
gradualness in the full eff~ct 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, cr for any "rights and immunities" 
which would be extinguised, as a result of federal financial 
integration ; but provision should be made for the preven­
tion of dislocation of finances of States that may be caused 
by the loss to them of these sources of revenue in the manner 
indicated ; also, public debt and other 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 tc avoid any sudden 
dislocation of their finances, and the necessity to provide 
for smooth transition to the full "provincial" pattern in 
the 11th year, of 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 the Committee's two Interim 
R3pelrts and in Part II of this Report; that for Hyderabad 
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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) 
Ccnstitution of India. (Paras. 41 and 35 to 37) 

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

(15) Income-tax should be introduced in all States (inclu'ding 
those where there is none at present) at rates adjusted 
to local conditions. Its assessment and collection should 
be by officers of the Central Government under the Indian 
Income-tax Act. (Para. 33 and Annexure) 

(16) Tl:e existing distribution to Provinces of the proceeds from 
Income-tax needs revision; it will need further revision 
when federal financial integration takes effect in the States. 
In this respect no distinction should be made between Pro­
~ces 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. Consideraticn of the problems arising out of this 
recommendation,-staff, training, c.rganisation etc.,-should 
receive immediate attentiln. (Paras. 39 and 23) 

(18) Financial integration should be effective from tbe 1st April 
1950, the necessary "agreements" under Article 258 being 
executed before 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 . 
cf all grants, "subsidie~", and other forms of financial t 
and technical assistt~nce from the Centre. (Para. 36) 

(20) During a transitional period, the general revenues of the­
Centra 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~ 
therefcre, for cauticn in prcceeding with such matters as 
prohibition, abcliticn 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 responsibilites between 
now and t e date of financial integration. (Paras. 39 and 
20) 

44. The Chairman and Shri S. K. Patil desire to place on record 
their warm appreciation of the help they have received from their col-

. (league Mr. N. Dmdeker. The prelimina.ry work of the Committee­
the collection of the material and its verification and the drafting of 
proposals as a basis for discussicn-was undertaken by him with the 
assistance of the Secretary, Mr. G. Swaminathan. The care and tho­
roughness with which Mr. Dandaker carried this cut has considerably 
lightened the labours of the Committee which hes also benefitted by Hs 
knowledge of the administration of Income-tax· ~nd other Central 
revenues. 

The Committee also desires to record its appreciation of the wcrk 
done by the Secretary, Mr. Swaminathan. He shared in the preliminay 
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. SW MIINATHAN, 
Secretary. 

HYDERABAD HousE, 
NEw DELm, 

Dated, the 9th July, 1949. 

V. T. KRISHNAMACHARI, 
Chairman • 
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Member. 
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ANNEXURE 

MEMORANDUM CONCERNING MATTERS RELATING fO TAXES 

ON INCOME 

I. INTRODUCTORY 

I. This Memorandum deals with-

( I) The stages by which rates oflncome-tax, Super-tax, and Cor­
poration Tax in States and Unions of States may be raised 
to the level of the corresponding !~dian rates ; 

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

Scope of 
Memor~n-. 
dum. 

2. In this Memorandum, except where the context otherwise Definitions : 

requires, the expression-

(!) "States" should be understood as including "Unions of States ; 

States", and as excfuding those States whose administra-
tions have been integrated with those of certain Provinces 
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
tax plWJ the maximum rate at which Corporation Tax 
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 curve" for Income-tax and Super-tax (taken 
together) in respect of incomes of individuals*. 

"Pre3cribe:l date" means the date from which federal financial Prescribed 

integration becomes effective. date; 

(4) "Pre-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 low-
est scale of rates-on the day receding the prescribed date. 

• ""'here a d.stinction is made-as in the Indian r.11tes-betweE:>n "eamed" 
a nd "tmearned" incomPs, the rate relevant to the latter should be taken. 
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(5) "Amount of tax" means the amount of Income-tax and 
Corporation Tax 
-------·taken together. 

Super Tax 

II. GRADUAL RAISING OF STATE RATES OF INCO~IE-TAX· 

3. On the general question of introducing income-tax in States 
and the stages by which State rates should be raised to the level of 
Indian rates, we observed in paragraph 33 of Part I of our Report as 
follows:-

"We consider, accordingly, that Income-tax should be imposed 
throughout the territories of the Union of India, assessed 
under a common federal law and uniformly administered 
directly by the Centre. We think, however, that the imme­
diate 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 desire, however, to 
emphasise two points : 

(i) Income-tax should be introduced in all areas as from the 
date of federal financial integration, the rates being 
adjusted to local conditions as suggested in the Annexure; 

(ii) the assessment and collection should be made by the 
Central Government's Officers under the Indian Income­
tax Act." 

4. Our first recommendation, therefore, is that in those States in 
which no Income-tax is now levied, it should be at once imposed with 
effect from 1st April 1950 or the prescribed date (whichever may be 
earlier}, at rates not lower than the lowest pre-existing rates in the 
other States, viz., those of the Saurashtra Union. If the date on which 
Income-tax is so introduced happens to be earlier than the prescribed 
date, the Income-tax Act under which this is done should eomform 
as closely as possible to the Indian Income-tax Act. 

5. Next, as regards the degree of gradualness required in raising 
th~ pre-existing State rates of tax to the level of Indian rates, the re­
levant considerations are the following:-

(1) The pre-existing rates of tax are spread over a wide range, 
from those of the Saurashtra Union, which are below 
two-fifths of the Indian rates, to those of Cochin, which 
correspond to the Indian rates ; 
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(2) No gradualness at all being possible in the case of States 
which have merged into Provinces or into new Chief 
Commissioners' Provinces, the degree of gradualness 
permissible in the case of continuing States is limited 
to such· as would cause no serious discontent among the 
assessees of the former, or indeed among the assessees 
of the Provinces of India generally, on the ground of 
"discriminatory treatment" by the Centre. 

(3) The extent to which rates of tax are, orhave been, relatively 
an effective factor (or operative cause) in stimulating 
or retarding industrial and com~ercial development in 
particular areas has generally heel} exaggerated. This. is 
clear from a dispassionate consideration of the following:-

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

(b) A close study of the circumstances in which certain 
"advanced" States out-stripped others in industrial and 
commercial progrejls shows that low rates of taxes (com­
pared to those c~ntemporaneously in force ·in the Pro­
vinces of India), or special concessions in the matter of 
taxation, were not the decisive, or even among the more 
important determining factors. The only exception to 
this is furnished by the undoubted "shift" of industry 
and trade to some States during the later years of the 
recent World 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 
iu 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. 

(4) 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 commercial 
development, show low profit-retumR, the tax payable 
is also correspondingly low. But the taxable capacity of 



and the 
scheme pro­
posed. 

40 

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 ventu­
res) under the Indian Income-tax Act, uniformly throughout 
the country, is decidedly weak. Moreover, the considera­
tion of any such claim would be beyond our terms of refe . 
renee ; for it raises large and important issues of fiscal polic , 
viz., whether special tax concessions (in the form oflow rates 
or otherwise) can in fact effectively stimulate trade, industry 
and commerce, and if so, the extent to which such conces­
sions may legitimately be confined to particular areas (in· 
eluding States and parts of Provinces, alike) for deliberate. 
ly 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 commonly 
believed, 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-over to the full scale of Indian rates ; for in India it. 
self those rates were reached gradually, except for the sudden spurt in 
1947. Apart from this, there is the obvious necessity to avoid any 
serious maladjustment ofprivate and "corporate" finance in the States, 
such as would result from the sudden raising of rates to a high level. 
This last point has two aspects : 

firstly, as regards the incomes earned or accrued up to the pres­
cribed date ; 

secondly, as regards the incomes accruing thereafter 
It is doubtful whether the former can be expected equitably to bear 

any material raising of the tax rates at all,-especially in thoses areas 
in which Income-tax was only recently introduced or in those where 
~raes were only recently enhanced ; and as regards the latter-incomes 
accruing after the prescribed date-clearly a measure of gradualness 
in reaching the Indian level would be justified. 

6. 'Ve recommend accordingly that the various pre-existing State 
rates of tax should be raised to the full level of Indian rates by varying 
stacres as shown in the Table below and according to the "instructions" 

0 

set out thereunder. 
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Rebate to be allowed from the a.mount of 
tax payable at Indian rates, when 

the pre-existing State rates of 
Indian assessment. year, tax are:-
assuming 1-4-1 !150 ta 

be the preeoribed 
date Three-fiftb<J Four-fifths 

of the Indian of the Indian 
Two-fifths rates or rates or Over four-

of the Indian less, but less, but fifths of the 
rates, or less above two- above three- Indian rates 

fifths fifths 

--- -(I) (2) (3) (4) (5) 
--

1950-51 . . . D D D. D 

1951-52 . . . D D D D 

l9S2-53 . . . 40% 20% 10% Nu 

1953-54 . . . 20% 10% Nil 

195.&-55 . . . 10% Nil 

I !ISS-56 . . . Nl. 

INSTRUaTIONS :-
1.-' 

(1) Pre-existing State rates should be grouped into four cate­
gories, separately for Companies and "others"-(vide para­
graph 2 above)-as in Cola. (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 follwoing prin­
ciples should be observed-

(a} The group in which each State'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 curves). 

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

(b)~ Where the pre-existing rates : ~-1'1Y to "total incomes" 
which include Agricultural Income (e.g., Hyderabad and 
Travancore), such rates (other than Company rates) 
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should be grouped under the next higher groups than 
those to which they would otherwise belong (on a. simpl e 
comparison of rates). 

(3) The grouping, once made, should be final. 

(4) The process of gradually reaching the full level of Indian 
rates should take the form of a gradually diminishing scale 
of Rebates from the amcunt of tax otherwise payable under 
the Indian law and at the full Indian rates of tax of the assetJs-

.ment year concerned. In other words, assessments would 
be made in complete accordance with the 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 allowed 
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 al­
lowed 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 
(ii) the amount of tax payable according to the pre­

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

(b) For subsequent years. A rebate of an a~ount, 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 
X 

would be worked down by the factor --y 

· where Y = the total income ; 
where X= the portion thereof which, had the provisions 

of the present section 14(2)(c) of the Indian 
Income-tax Act continuted to be operativ~, 
would have been entitled to the exemption 
there provided. 

• If as may happen for some inoome braokets in Cochin, the amount oi 
tax payaLlo~ at the pre-existinf! rates sboul~ excucl that payable at fh& 
Indian rates, no rabate would be aLlmissible; ard the assessmen' 
would be finalised at the Indian rates. 
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The resultant amount would thus be the rebate finally 
admissible. 

7. Such a plan, read with the recommendation made in paragraph 
~above and the definitions set out in paragraph 2 above-will ensure 
the following :-

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

(2) 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 presc'r.ibed dates will be 
assessed at the pre-existing rates ; 

(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 by 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 assessees 
having income accruing or arising in States; 

Comment .. 
ol\ the 
Soheml'. 

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

(6) Taking 1st Aprill950 as the prescribed date, and assuming. 
that Indian rates of tax in 1950-51 and the pre-existing State. 



Matters 
affecting 
most 
"federal" 
subjects, 
including 
taxes 
on income 

44 

rates of tax remain as they are now, the perio:ls required 
in accordance with our plan for gradually raising the latter 
to the level of the former would be as shown below :-

Cochin 
Travanc.:>re • 
Mysore 
Hyderabad 

STATE 

Patiala & E-P. States Union 
SauraShtra Union . 
Madhya Bharat Union 
Rajasthan Union • 
Vindhya Prade~h Union 

PERIOD OF GRADUAL· 
NESS IN YEARS 

F(¥1' Com. For othe.r 
pany Rates. Rates. 

2* 2* 
3 2 
2 4 
4 3 
2 3 
5 5 
5 5 
5 5 
5 5 

8. We consider that the plan is simple and equitable; that it pro­
vides 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. 

III. TECHNICAL :MATTERS RELATING TO INCOl'IIE-TA X 

9. Our suggestions concerning certain legal and other matters of 
general importance, affecting most federal subjects (including taxes • 
on income), which will arise in connection with federal financial inte­
gration in all States, have been set out in paragraph 11 of Chapter II 
in Part II Gf our Report. Those relating to legal matters are, however, 
reproduced below fer convenient reference :-

" (5) Apart from the constitutional requirements in connecticn 
with the integration of federal finances in States-vide 
paragraphs 37 and 40 of Part I of our Report-certain im­
portant issues of a legal nature will arise in connection ~ith 
the actual taking over of "federal" subjects in the States 
by the Centre. 

This is a difficult subject upon which we are not qualified ~;.:; 

offer competent advice. 'Ve have endeavoured, however, to 
indicate below the main features of\"\hat we conceive will be 
required in order to establish "continuityofproceedings" in 
regard to all "federal" subjects-whether relating to re­
venues, expenditure or Service Departments-at the point 
of their transition from the States to the Centre ; ......... . 

+ This is merely theoretical; effe~tively, <?ochin rat.es are already ~t (and, for 
some income brackets, even above), the Indian level ; as<essme 1ts wtll, therefore. 
be made a~ the lower of the two rates. 
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•(a) Almost every "federal" subject is dealt with in the Statt.~. 
as in the rest of India, under powers conferred by appro­
priate legielation consisting of relevant Codes, Acts, Ordi­
nances and Statutory Rules and Regulations. Subject to 
the limitations indicated below,-which are designed to 
secure legal "continuity" of pending proceedings and 
"finality and validity" of completed proceedings under the 
pre-existing State legislation-,we think the whole body 
of State legislation relating to "federal" subjects should 
be repealed and the corresponding body of Central ·legis­
lation extended proprio vigore to the States, with effect 
from the prescribed date or as and when the administra­
tion of particular "federal" subjects'· is assumed by the 
Centre. 

(b) For the above purpose, as well as for future "federal" 
administration in States, it may be necessary specifically 
to extend not merely the legislative, but also the executive 
and administrative competence of the Centre, its officers 
and "authorities", and the judical authority of its Courts, 
to the territories of the States. 

, .·' 
(c) Such State Courts (except Courts of final appeal from 

orders of the Stat£ High Courts) as may in fact correspond 
to particular grades and classes of "British Indian" Courts 
(Civil and Criminal) may have to be statutorily "recongni­
sed" as "corresponding judicial authorites" for purpose of 
dealing with cases arising in the States under the "federal" 
laws of the Union of India; and the Supreme Court in 
India will have to be made the Court of final appeal from 
decisions of the State High Courts to the same extent 
as in the case of Provcinial 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. 

(e) It will be necessary to provide that all matters and proceed­
ings pending under, or arising out cf, the pre-existing 
State Acts shall be disposed of'under those Acts, by so far 
as may be, the "corresponding authorities", (nominated 
by the Chief Executive Authority) under the correspond­
ing Indian Acts." 
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10. We now deal with certain other legal matters especially con­
cerning income-tax. 

(1) The recommendation made in the last twu sub-paragraphs 
quoted above should be understOod as requiring that all 
income-profits and gains accruing or arising in States, of 
all ~riods which are "previous years" of the States' assess­
ment years 1949-50 or earlier should, subject to the :provisons­
of Section 14(2)(c) of the Indian Incnie-Tax Act, be asses­
sed wholly in accordance with the States' laws and atthe 
States' rates, respectively, appropriate to the assessment. 
years concerned, notwithstanding that some of these "pre­
vious 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 ainsg of all subsequent periods,. 
the assessment wm be wholly in accordance with Indian 
law; but as regards the rates applicable to such assessments, 
the proposals made in Section II cf this Memorandum con­
cerning the gradual raising of State rates to the level of 
Indian rates should be applied. 

(3) In making assessments according to the Indian law in respect 
of income, profits and gains of periods referred to in sub-para.. 
(2) abcve,. certain transactions of the periods upto the pres­
cribed date (which, but for federal financial integration 
would be outside the ambit of the Indian law), should be 
dealt with, if possible, not in accordance 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 provisons of the lnidan In­
come-Tax Act, 

Section 18 

Section 18A 

Section 23A 

Section 16(1) (c) and (3) 

Our intention is that the benefit of the above proposal should 
be restricted only to the assessment of incomes accruing in 
the States up to the prescribed date. This can, perhaps, 
best be done by executive instructions. 
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{t) It will bo necessary appropriately to modify certain provisions 

of the Indian Income-tax Act for the purposes indicated 
hclow:-

(a) The definition of "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 
Jimit of time, the territories of tbe States integrating with 
the Centre on federal finance. Unless this is done, it will be 
impossible effectively to administerthe Act from the pres­
cribed date, 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", ha~e reference to the 
state of affairs in several years preceding the assessment 
year. 

There will be no danger of the suggested amendment enabl· 
ing Indian assessments to be made for any year eariler 
than 1950-51, since be amendment of Section 1 (2) of 
the Act-its "extent of application"-will be effective 
only from the prescribed date. 

~b) The provisions of :Secti~ 4 (b) (iii) 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 periods perior to 
the prescribed date and remitted to the States in any 
previous year (before or after the prescribed date), to an 
extent more than they would have been taxable under 
the State law itself. 

(c) Section 14(2)(c) of the Indian l Income-tax Act must 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 
to retained for the use of the principle there stated in 
connection with the proposal gradually to a similate State 
rates to Indian rates set out in Section II of this Memoran­
dum. 

11. Certain other technical matters which will arise in connection 
·with Income-tax are dealt with below :-· 

(1} (i) Under the Indian Income-tax Act, incomes, profits or 
gains accruing or arising in Indian States are not taxable in 
India, unless they are received in, remitted to or brought 

Other . Tech­
nical matters 
concerning 
Income-tax : 
Remittances. 
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into "British India", or are deemed to have accrued or arisen 
or been received in " British India", in the "previous year". 
This position must continue unchanged in resrect of transac­
tions upto the close of the "previous years" of the States,. 
assessment years 1949-50. 

(ii) Remittances to the States from "British India" (or any­
where else) prior to the end of the "previous years " of the­
States' assessment years 1949-50 would have significance 
only in relation to the pending assessments of the States. 

Their relevance to the corresponding Indian assessments 
would be, not qua remittances, but only qua "information", 
e.g., 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" subsquently by the mere fact of financial integration 
or as a consequence merely of the chaDged definition of 
"British India". 

(iv) Any movement of funds to/from the States from/to the 
present "British India" after the end of the "previous 
years" of the States' assessment years 1949-.'iO should have 
no significance qua remittances, being merely .an internal 
movement of funds within "British India" (as redefined). 
If, however, such remittances from States 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 relevant 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 opportWlity; we apprehend 
that in the absence of some such specific instructions there is some 
danger of a misunderstanding concerning this highly technical matter. 

(2) 'Vhere double-taxation has already occurred, or may (per­
haps) inadvertently occur even after federal financial inte­
gration, we recommend that relief should eontinue to be 
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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 
States' assessments for 194:9-50 and eariler 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 respect of incomes assessable in 
"British India" as at present defined) ; in all such cases 
suitable arrangements will have to be made for granting 
~elief promptly (if double-taxation has already occurred), 
or for giving credit for the amount 9f relief due ,(if double­
taxation is liable to occur) in connecti~n with pending assess~ 
ments. 

(3) (a) We recommed that all taxation immun~ties 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 States to the Central Government. 
So far as the Rulers

1 
~and their successors) are concerned, 

the problem is largely political and should be settled on that 
basis; hut broadly speaking, what is involved is-

(i) the continuance of the immunities from "federal" taxation 
which they now enjoy in " British India'', "ith 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. "Per~onal and Private Pro­
perty". 

Immunities 
from 
Taxation: 

Rulers; 

As regards Political Pensioners, our recommendation involves PoliticaJ 

the continuance of the immunities from "federal" taxation pensioners; 

which they now enjoy in the. States, with the limitation 
that such immunities will extend only during the life-time 
of the present incumbents, unless it be that sim iJsr rolitical 
pensioners in India enjoy perpetual immunity from the 
''federal" taxation. 
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(b) With regard to any Industrial Corporation~ now in enjoyment 
of such immunities, it will be necessary to examine the princi­
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 thos~ 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 
operated by States at present enjoy immunity from federal 
taxation within their respective territories. As regards the 
incomes, if any, accruing or arising to these enterprises 
within " British India", however, their liability to Indian 
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. 
tiona of individuals". 

In other words, their position in respect of liability to federal 
taxation is not dissimilar to that of Provinces under Section 
155 (1) of the Govt. of India Act, 1935. If, therefore, 
federal financial integration in respect of any State should 
become effective under the 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 territory of India") of its accrual. This is 
subject only to 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-
inc+· 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 
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J>roper) 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 
the States and under the Government Trading Taxation 
Act, 1926, in "British India". 

(d) 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, \here is no Income-tax Investigation Income-tax 

Commission in any State. Should the Travancore Commis- Inv.eeti­
·sion still be functioning at the time of federal financial inte- ~~~ion 
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~ o be in 
.accordance with the pre-existing Travancore Law. 

'The Indian Commission has already the power to call for 
such information as it m:~,y require from any per.son-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 CJm!llis;;ion to decide whe~her such State 
legislation should be replace :I by the In:li t 1 Acts uncler 
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 t.hose already under investi­
gation in Travancore) should be referred for investigation 
to the Indian Commission, since all such assessments of 1949-
50 or earlier years and, therefore, all cases of evasion in States 
in those years, would be governed by the laws of the States. 
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(5) Th h ere s ould be no financial adjustments between the Centre-

, 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'' adva~ce 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 Govem~ent after the prescribed 
date. 

(6) We have dealt with the " divisible pool" of Income-tax in 
paragraph 34 of Part I of our Report, which is reproduced 
below for convenient reference:-

" At this stage, we invite .the attention of the Gr·vernment of 
India to tbe need fer taking up, as soon as possible, the re­
vision of the existing distribution to Provinces c.f the pro­
ceeds fr(lm taxes on income. This was specially brought to 
our notice by the Govunment of Bombay. Areas which 
were fcrmerly Indian States have recently been added to the 
Provinces of Bombay, Bihar, Orissa, !\ladras, East Punjab­
and the Central Provinces. There are, futher, the changes 
in the existing . basis of distribution recommended by the 
Expert Committee en the Financial Prc·visions of the Union 
Constitution (paragraph 50-56 of its Report). 

After orders are passed on the prcposals ccntained in our Re­
port and financial integration takes effect in States, further 

·revision will become necessary. In this connection, we recom-
mend that thert. should be no departure whatever from accept­
ed principles (such as may be applicable, from time to time. 
to provinces) in connection with Stat~s, neither as regards 
th~ pro:pcrtion of the net :proceeds of income-tax which should 
constitute the divisible pool, nor as regards the proportion 
thereof which may be allecated to individual States. And 
there should be no separate divisible pool fer the States, ex­
cept, where over a transitional period, the rates of income­
tax may (as prop?sed by us) be lower than ths full Indian 
rates; some ad hoc temporary arrangements '\\ould l;e per­
missible in such cases only." 

(7) In some of the cov~nanting States of Rajasthan Union a 
system of" Royalties" is in force in connection with certain 
industrial enterprisee ; similar arrangement may exist in 
other States also. Thest>, in so far as the " Royalties" are 
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computed by reference to the profits .(f such concerns~ 
should be dealt with as followtt :-

"Royalties" computed by reference to inccme or profits are,­
of the nature of taxes on income and so cannot continue 
to be imposed by the States after federal financial integra­
tion becomes effective. After the prescribed date, they will 
be 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 be that the CQnversion of such Royalties. 
into " federal" inccme-tax may render the continuance ot 
any of the pre-existing concessions .. superfluous. 

Any profit-sharing arrangements betw~~n States and parti- · 
cular industrial concerns, after payment of "federal" taxes on 
income, will of course remain unaffected by what has been: 
said aoove. 

IV. OTHER TAXES ON INCOME AND TAXES ON CAPI­
TAL, ETC. 

12. (1) Excess Profits Tax has been abolished in all States where 
it was originally levied, but ther~.may be some cases still pending under 
the old State Excess Profits Tax Acts. They will have tO be disposed 
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 States concerned. 

Liability to the assessees in respect of returnable E.P.T. deposit~ 
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 "provisic,nal',. 
assessments. 

In any State in which there was no .Excess Profits Tax but only 
Excess Profits Deposits, the most practical arrangement would be t«) 
le~ve it to such States tc return these Deposits to the persons concer­
ned in accordance with the pre-existing Laws. 

(2) As Capital Gains Tax has been abolished in India, there will 
be no question of levying such a tax in respect d capital gains accruing 
in States prier to the prescribed date .. 

(3) We recommend that the commencing date of first charge­
able period for purposes of Business Profits Tax should be the prescribed 
date. 

Escesa> 
Profit• 
Tax. 

Busines& 
Profit. 
Tax. • 
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(4) In cme of the Covenanting States of the l\Iadhya Bharat 
Union-Indore-there used to be levied a tax described as" Industrial 
Profits Tax" on the income of certain industrial mterprises. It is 

· understood that with the formation of the Madhya 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 connecticn with the liability fc·r the refundable fOr· 
tion of E.P.T. 

(5) In one of the Covenanting States of the Rajasthan Union­
Bikaner-thereisleviedatax,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 States. 
Sb:ould there be any portion of this tax which is " returnable" to the 
assessees, the liability in this respect should be dealt wit.P 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 c:f assets (exclusive of agricultural land) of indivi­
duals and companies or on the Capital c.f companies. These are federal 
taxes; accc·rdingly, 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. SUMMARY 

13. The Committee's main conclusions and recommendations fu 
respect of the matters dealt with in this Memorandum are 
summarised below :-

(1) Income-tax should be imposed in all States under a common 
"federal" law and should be administered by the Centre ; 
but the immediate application of full Indian rates will give 
rise to difficult problems in some States • (Para. 3) 

(2) In States where there is no lncome-ta~ at present, it should 
be imposed from I st. April, 1950, or the date from which fede­
ral financial integration becomes effective (whichever may . 
be earlier) 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 avoid a.ny 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 thq .Indian level of rates ; but the degree 
of gradualness required is far less than is commonly 
believed. (Para. 5) 

(4) We have worked 1out a scheme which 
of gradualness: to the extent we 
(Para.6) 

embodies the principle 
consider justifiable. 

Summal')' ol' 
recommend· 
a tiona. 

(5) The essential features of the scheme are the initial imposi­
tion of income-tax in all States, the " freezing" of pre­
existing rates for two assessment years, thereby ensuring 
inter alia the taxation of incomes earned upto the­
prescribed date at pre-existing rates, and thereafter 
the gradual assimilation of pre-existing rates to Indian 
rates. Incomes which would, in any case, have been· 
chargeable at the full Indian rates, would continue to be 
so charged. The procedure suggested is simple, abandons­
(after the first two years) all calculations with reference· 
to the pre-existing rates, and takes account automatically 
of changes in Indian rates effected by the annuar 
Finance Acts. The whole process requires a period of three 
to six years only, depending upon the level of pre-existing: 
rates. (Paras 7 and 8) 
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~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 legal matters are rep_rocluced in this l\Iemo­
randum. (Para. 9) 

{7) We have also dealt with certain further legal matters 
especially concerning Income-tax. (Para. 10) 

(8) Important technical problems arise in connection with Income 
tax; concerning remittances, Double Income-tax Relief, 
"Immunities" from Taxation (in respect of Rulers, Political 
Pensioners, Industrial Corporations and States Govern­
ments), Powers of the India Income-tax Investigation Com­
mission, cases now pending · with the similar Commission 
-of Travancore, treat~ent of collections made by the 
·States by way of·~ advance payment" under the " Pay-as 
you-:-Earn" Scheme or by " provisional assessment" of tax 
in anticipation of final assessment, revision of the arrange­
ments connected with the " divisible pool" of Income-tax, 
and treatment of " Royalties" on Income levied in certain 
States. We have dealt with all these. (Para. II). 

(9) Cases pending under the Excess Profits Tax Acts of States 
should be disposed of, according to the law and rates of the 
State concerned, by officers of the Central Government. 
The Centre must assume liability in respect of returnable 
E.P.T. deposits, refundable portion of the E.P.T. pre­
viously levied, and for giving credit for collections made 
against " provisional" E.P.T. assessments ; but where there 
was no E.P. Tax but on_ly E.P. Deposits, it should be left 
to the States concerned to !eturn such deposits in accord­
ance with the pre-existing laws. 

Capital Gains Tax should 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 as pending Income-tax cases in accordance 
with the pre-existing law of that State. The liability in 
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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 . 

.. Income-tax" levied on ' minor' factories in Bikaner State 
{now included in Rajasthan Union) should be discontinued 
as from the date preceding the date of federal financial in­
tegration, if it is not already discontinued before that date. 
Pending cases, if any, should be taken over by the Centre 
.and disposed of in accordance with the pre-existing Bikaner 
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 o~ E.P.T. 

If and when Estate ~uty, or any taxes·~n the capital value 
of assets (exclusive of agricultural land) of individuals and 
companies, or on the Capital of companies, are imposed 
by the Centre, they would be leviable in the States in 
the same way as in Provinces and their distribution should 
be governed by similar principles for States as for Pro· 
vinces. (Para. 12) 
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I 

GoVERNMENT OF INDIA 

MINISTRY OF STATES 

RESOLUTION 

New Delhi, the 22nd October 1948 

No. F.60-mj48.-Pursuant to the decisions reached at a Confer. 
-encc which was attended by representatives of Indian States, Unions 
of States and Provinces, the Government of India have decided that 
the loss, resulting from the sale of imported foodgrains in Indian States 
and Unions of States at prices fixed by the G~vcrnn:.ent of India.,. 
should be shared equally between the Governments of the States and 
Unions concerned and the Central Gov<·rnment. The Government 
of India have been pleased to grant this subsidy in addition to the 
bonus which they have already agreed to pay to the Governments 
of Indian States and Unions, exactly as in the cased Provinces, in 
r£>1'1pect cf foodgrains procured in the States tnd Unions or exported 
by them to ether parts cf the country. Tl.is arrangement \\illhold 
good fer the pre!ient till 31st March, 1949. 

2. During the course of the ttfscussions at the Conference referred 
to above, the financial position consequ<-nt upon the integration of 
c!'rtain States into Unions of States came under review. There 
was gen£>ral agreement that the existing taxa~ion and financial struc­
ture in the Unions should be examined by a Committe& of Experts, 
who Hhould also make prcposals regarding the sources and levels 
of taxation in the Unicns, and the methods and machinery for their 
im})Osition, assessment and collecticn, raving due regard to the 
r£>quirements of modern standards cf administration. It was, 

morconr, agreed that su<·h an enquiry could, "\\ith advantage, be 
extended to the _States which had net merged into Unions. ., 

It was further agreed that the propcsed Committ~e of Enquiry 
c&uld also usefully consider and make recommendations concerning 
the question whether the States and Unions of States should net, in 
financial matters, be brought into a positicn similar to that of the 
Provinces, so that th~re might eventually emerge a uniform system 
cf federal finance throughout India, and if so, to suggest the manner 
in which such an cbjective could best be achieved. 

3. The GonrnmE'nt of India have, after careful consideration, 
accepted these decision~::; they are satisfied that an enquiry of the 
kind agreed to at the Conference would be in the best interests .not 
only cf the States and Unions, but also of the c6untry as a whole 
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'Th~y have accordingly decided to constitute a Committee of Expert 
to enquire into the finances of Indian States and Unions of States 
with the following Terms of Reference :- ' 

" To examine and report upon : 

(l) the present structure of Public Finance in Indian States 
and Unions d States ; 

(2) the desirability and feasibility of integrating Federal Finance 
in Indian States and Unions of States with that of the rest 
-of India, to the eml that a uniform system of Federal 
Finance ml.y be established thrcughout the Dominion 
cf India ; 

(3) whether, and if so, the extent to which, the process of so 
integrating Federal Finance in the Indian States and Unions 
with th1.t of the rest of India should be gradual and the 
manner in which it should be brought about ; and the 
m::tchinery required for this purpose, especially as regards 
the legislative groundwork and the administrative organi­
s'ltion necess::try 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 admjustments and relations which 
:should subsist between the Governments of the Indian 
:States and. Unions on the one hand and the Government 
of :lndia on the ether ; 

(5) the measures which the Committee may consider necessary 
.andfor desirable for revising, in the light of present day 
rconditions and standards and having regard to tbe require­
: ments of moiern administration, the structure of Provincial 
:Finance and, in particular, the levels and sources ofProvin­
~ial Revenues in Indian States and Unions of States ; 

r(6) any other consequential andfor cognate matters which tht> 
Committee may consid~r as arising out of the foregoing 

Terms of Referenca". 

4. The Government of India are pleased to appoint the follcwing 

·.gentlemen as Members of the Committee. 

Chairman.-Sir V. T. Krishnamachari, K.C.~.I., K.C.I.E., Diwan, 

Jaipur State. 

1\Iember.-Shri S. K. Patil, :\!ember cf the Constituent Asseml:ly 

of India. 

Member.-l\lr. N. Dandekar, I.C.S. 
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The GoveriUJ1ent of India have no doubt that the Governments 
of all States &nd Unions of States will afford all facilities arid 
ass~t-.n.C<l w th~ Co.xnmltteQ in oonducting the Enquiry. It is ooped 
that the CoJ{ln;~ittee will #Jomplete ·ita. work before the .end of April 
1949. . 

M. K. VELLODI, Secy. 



II 

· Letter dated the lOth April 1949 from the Ministry of St.ates tc 
the' Indian States Finances Enquiry Committee, New Delhi. 

With reference to your letter No. FMJI.S.F.E.C.J48 dated the lOth 
March 1949, I am directed t('l say that the Government uflndia. accept 
the recommendation of the Committee that matters covered by their 
Terms of Reference Nos. 1 and 5 should be excluded from the scope 
of their enquiry. 

GIP'0--611-187 M ofSt.te-lO·l·lt:IG-UOO 


