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LEPORT
Or THE

FINANCIAL RELATIONS COMMITTEL.

Chapter I.—Preliminary.

As o preliminary to constitutional reforms, the authors of the Montagu-Chelmstord report
urged the importance of a complete separation between the finances of the cenival government in
Tudia and ihose of the various provincial governments. To this end they outlined the scheme
deseribed in Chapter VIIL of their report. It abrogates the present system by which certan
of the main heads of revenue and expenditure are divided between the centrul and the
provincial exchequers;: some ol these it hands over wholly to the central government, others
wholly to the provinces. Inasmuch, however, as by this re-arrangement the Government of
India will lose heavily, the scheme proposes to compensate them, to such extent as muay
be necessary lo prevent a defieit in their own budget, by contributions from the provinces;
and the power to levy such contributions is faken in section 1 (2) of the (Government of
Tudia Aect, 1919,

2. In assessing this levy the authors of the report met with a serious obstacle in the
disparity which already exists between local governments in the pitch of their revenues und
the scale of their expenditure, a disparity deep-vooted in the economic position of the different
provinces, their revenue listory and the tale of their oftrevised financial arrangements with
the central govermment. For this inequality of burdens the authors of the report found
no remedy in the several alternative methods of fixing the provincial contributions which
thev examined, Their ultimate choice fell upon an assessment in the rvatio of the gross
surplus which thev estimated that each province would enjov under the mew allocation of
resources. In recognition of the admitted fact that this method would largely affirm existing
inequalities, they advised that the whole guestion showld he re-investigated by the statutory
commission after ten vears’ working,

3. The Government of India, in expressing their views on the scheme, pressed for an
earlior treatment of ‘the matier; vide paragraph 61 of their despatch of the Hth Mareh, 1019.#
They described the feeling which had been aroused against the primd facie injustice of the
exemplar fizures given in the veport, $ They urged that any such seltlement skould be “ recog-
nised as temporary amd provisional, and that stops he faken as soon as possible to fix a stahdard
snd equitable scale of contributions,...........o. towards which the provinces will he requived
to work by stages, as a condition ofethe new arrangements.” They proposed the appointment
of a Committee on Financial Relations to advise on the subject. ™#'his recommendation was
aceopted and endorsed by the Joini Select Committee of Parliament which sat on the Reforms
Bill. We were accordingly appointed by the Sceretary of State, and given the following
terms of referonce :-—

To advise on—

(a) the contributions to be paid by the various provinces to the central government
for the financial year 1921-22;

(b) the modifications to be made in the provincial contributions thereafter with a
view to their equitable distribution uutil theve ceases to he an all-Tudia deficit;

(¢) the future financing of the provincial loan accounts; and

() whether the Government of Bombay should retain anv share of the revenue derived
from ipcome-tax.

(lause (d) of these instructions was a later addition made at the instance of the Government

of Bombay, and was nol commuutcated to us until we had completed our consultations with
several of the larger provinces.

in turn Allahabad, Patna, Caleutta, Rongoon, Madras, Bombay and lahore. Pressure ol
time compelled us to ask that the consideration of the cases of Assam and the Central Provinces
should be undertaker at Caleutia and Bowbay respectively; and we are indebted to the two
Chief Commissioners for meeting us in this vequest at some inconvenience fo themselves.  Our
procedure was to discuss the subjeets of our enguiry in each provinee with the Membel of the
Executive Council who holds the financinl portlolio, or, in provinces where there is no Couneil,
with the Sccrelary in charge of the Financial Department, and with such other officials ac
those gentlemen introduced.  Sir Nicholas Beatzon-Bell, the Chief Commissioner o!f Assam,
presented the ease of his provinee in person.  After tuking the official evidence we wmet those
members of the finance committee of the provineial logislature who were veady to favour s
with {heir views. We finally received sueli members of the general public or representatives
of public badies as offeved thenselves for examiination.  Tn most cases we had informal consulta-

tions with the Iead of the Provinee; and the loeal government of Bombay as a whole accorded
s two Interviews,

4. We formally opened our enquiry at Delhi on the 5th February, 1920, We then visited

* See Cimd. 193,
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Chapter IT.—The Government of India’s Deficit.

5. In order to effect the desired separation of central from provincial finance, the
Montadu-Chelmstord report* (paragraph 203) proposes that the central exchequer should receive
the whole of the Income-tax and the revenue from General Stamps; and that the provinces
should retain the entire receipts from Land revenue, lrrigation, Excite and Judi ral Stamps,
while they should be wholly responsible for the corresponding charges and for all expenditure
in connection with famine, We read the Joint Select Committee of Parliament as approving
this redistribution, and we considered that it would be outside our duty to advise any alteration
of the scheme in this respect unless we found the strongest reason for a change. 'I'he arguments
addressed to us on this branch of the subject have related mainly to Tncome-tax and General
Stamps.  Certain local governments have remonstrated against losing a share in those two
heads, and the plea for making the whole, or al least one-half, of the income-tax receipts a
provincial asset was pressed with special earnestness in Bombay. Under our instructions we
have to report on the point for that presidency; but we have found it difficult fo treat the
issue as applicable to one province only. The grounds of the Bombay claim are common to
all provinees, and more especially to those in which large commereial and industrial activities
are centred.

6. The busic objection to the transfer of Income-tax is that the provinces will thus be
deprived of any share in a head of revenue which has recently shown a remarkable capacity
for expansion, while they are left to finance their rapidly growing administrative needs with
heads of revenue in which the increase is slow or problematical. Ilow far the remarkable
growth of the income-tax receipts in late years has been stimulated by war conditions, we
have not attempted to estimate; but we are assured that large improvements are heing made
in the assessment staff and in their methods, and that a rapid and continuous growth in the
return may be counted upon. Several local governments urge that the yield from Income-tax
is the only direct contribution to their public revenue which i made by the industrial wealth of
their provinces; and governments, which administer great mercantile and manufacturing
centres like Caleutta and Bombay, claim special consideration for the heavy expenditure in
which those centres involve them. To theserarguments the Bombay government added their
apprehension that o time may come when o local governnient may not, be anxious to direct, or
its officers zenlous to enforce, the collection of a tax which brings no grist to the provincial
mill.  This last contention was put forcibly: but we presume that the Government of India
will not he powerless to require the fulfilment by a provincial government of its obligations
under the new conslitution, and that public servants will not be remiss in carrying out publie
duties with which they can be charged by law.

7. We doubt if it will be possible permunently io exclude local governmentls from some
formeot direct (Rxation upon the industrial and commercial earnings of their people; and we
recognise the natural anxiety of provinees to retain a share in a rapidly improving head of
revenue, DBut, so far as the income-tax is concerned, we ses no reason to vary the scheme of the
report.  We accept ns vadld the arguments olven by its authors (paragraph 203); indeed, the
second of these arguments seems to us capable of further extension in the case of public com-
panies with <harcholders scattered over India and elsewhere. We advise, therefore, that the
whole of the incometax proceeds be eredited to the central government. Their needy in the
near future are likely to be quite ax great, and to develop quite as rapidly, as those of the pro-
vinces: while we do not apprehend that the rvicher provinces, such as Bombay, will be seriously
handicapped in the administration of their own finances. We append, and shall allude to them
hereafter, some fignres which indicate that several of the provinces, and Bombay in particular,
may look for reasonable elasticity in their revenues apart from_the income-tax—an elasticity
which will in most cases be encouraged by judicious eapital outlay.

Percentage of growth in the last 8 years (1912-13 to Budget 1920-21) under the proposed
' provineial heads.

| ‘
: Land :
} General l Relvexbl}ue } P A.H ial
ovinee, Fxcise. i A | and other rovincia
Frovind | Stawps. | Provineial Heads.
| \ Heads.
fi 7024 63-22 11-66 29-06
%:gﬁ)ﬁy SO SR ORIV B 1121 11913 3200 52-43
Bengal 35-91 6949 1352 2230
United Provinces ... 4370 4575 17°13 2082
T’unjab 106-78 7373 2686 3488
Burma 2615 26-62 33-5H2 33-65H
Bihar and Orissa ... 2420 029 4-H3 11-20
Central Provinces ... 49-00 4825 2630 33-18
Agsam... 4426 2222 20-60 2800
Al the nine provinee G227 GY-24 2098 30-48

8 The case of General Stamps is somewhat different.  We have approached it, in the
first instance, from the point of view of the poorer provinces. Some of these, it seems clear,
would start with little or no surplus revenue under the allocation of resources proposed in the
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report; ux}d U‘i:* would be both u misfortune in itself and ab variance with what we believe
to be the intention, if not the implied promise, of the reporl. No remedy suggests itself except
some extension of the schedule of provincial heads; doles and temporary assistunce weould be
inconsistent with the whole policy.  In this view, aund also because it will greatly facilitate
our initial distribution of the contral deficit, we advise that General Stamps be made a provineial
head throughout. Tht arguments in the report for crediting it to the central gevernment have
not the same foree as in the case of Incometax.  We are not disposed to see grave disadvantage
in different rates of stamp duty in different provinces, at least on some of the transactions for
which duty has {o be paid; and any uniformity which may be decided to be essential can alwiys
be secured by central legislation.  Moreover, in this part of the arrangements there is still the
taint of a divided head. for General and Judicial Stamps are controlled by the same ageney,
and there ix a good deal of miscellaneous work and outlay common to both. To make the whole
of the Stamyp revenue provincial would secure a genuine and complete separation of resources;
and we trust that the reasons for this course will outweigh the only consideration on the other
side, to wit the extent to which the deficit in the all-Indin budget will thereby be increased.

Y. That deficit we accept, subject to certain arithmetical adjustments deseribed below, as
amounting in the year 1921-22 1o 10 crores, composed ot the 6 crores previously estimated by
the Governmient of India plus 4 crores for the loss of General Stamps which we propose.  We
have carefully examined the basis of thix caleulation.  Clearly, we have no authority to criticise
the militury and financial policy on which it so Iargely rests; und we have restricted ourselves
to u scrutiny of the budgel wrrangements of the Government of Tndia, past and present, and of
the normal growth of their revenue and expenditure.  Tactors of great uneertainty,—the needs
of Tndia’s defence, her tariff policy and the future of exchunge among others —complicate the
estimate: bul we are satisfied that the Government of India have made reasonable allowance for
those considerations i their forecast of the immediate financial future. On our tour in the
provinees, it has been pressed upon us that the Government of India ought to meet their own,
deficit by special taxation, and a high protective tariff has frequently been mentioned to us as
an casy =clution of the problem.  On this Intter question we naturally express no opinion; but
we cannot see that the Government of India would have any justifieation in imposing special
taxation to make good their initial shortage of revenue, at a time when the shartage in question
will be more than counterbalanced by the additional resonrees enjoved hy loeal governments.
As we have sald therefore we accept the estimate of the normal deficit for the fivst year of the
new constitution. We eannot conceal from ourselves the disadvantages in ordinary circum-
stances of o svstem of provineisl contributions, and we pnticipate that the Government of India
will direet its finaneial policy towards reducing those eontributions with reasonable rapidity, and
theiv ultimate cessation.  We yecognise that 1t weuld be imprudent on the part of the central
government 10 give any guarantee nf the precize pace of reduetion; but we think that a forma
enunciation of the veneral policy would oo some wav to allay apprehension="vhich havg heen
expressed to us.  Sueh a policy would clearly be subject to the important reservation mentioned
in the report, by which the cenfral government must remoin empowered to levy special contri-
butions, by way of temporary loan or otherwise. from the provinees in the event of any crisis of
first importance,

10, 1In arriving at the fienre which has actunlly (o be distributed over the pipvinces, we
bhave had 10 make certain adjustments.  One of these is special and local, and we muay dispose
of it at once, on the clear understanding that our treatment of the matter 1s entirely subject
to the approval of the Government of India. 1t relates to the incidence of the cost of the
military police force in Burma. The government of that province, we understand, 1s discussing
the point with the Government, of India; and their view, as expressed to us, is that 68 per cent.
of the expenditare on the foree is incwrred for frontier defence and ought to be a debit to the
central power, The figures originally hefore us had suggested a division of the cost of the
force cqually between the Governmients of India and Burma: but the local government now
presses for more generous treatment, and estimales that the share of the outlay on the nilitary
police which is equilably chargeable {o the province is only 1742 lakhs against the 31-58 dakhs
which had been taken in an carlier caleulation. Subject to the assent of the Government of
[ndia, we have provisionally aceepied this view ; and we are reducing the provineial expenditure
accordingly, and waking an equivalent addition {o the charges, and thus to the deficit, of the
central government, The main adjustments that have been suggested, however, are concerned
with the pavment of pensions. At present the central government is debited with all ecivil
pensions drawn outside Tndia, whether the pensioner has served in the province or in an imperiahk
department, and no debit is raised against the provinces concerned.  Oun the other hand,
pensioners whose service has been ander the central government are paid by the provinee in
which they reside, which veceives nothing in recoupment. Tt has been suggested that pensions
paid outside India ought to be dehited to the provinces when they ave paid to provincial
servants, and simultanecuslv (hat the Government of India should relieve the provinces by
payving their own pensioners. So far as the future is concerned, the propriety of this change
is bevond question.  Doubls, however, oceurred to us regarding existing payvments,  Exehange
complieations and difficulties of exact allocation interfere with precigion; while other and more
general considerations point on the whole 1o the advizability of retaining on the books of the
central and provincial governments rvespecltively the pensions for which they are at present
responsible,  We advise, therefore, that the readjustment of debits should take place only for
pensions sanetioned on or after the 1st April. 1921, and that pensions drawn before that date
should be allowed to work themselves off on the present footing; this arrangement being
definitely made a feature in the new financial settlement. We mav note incid&ntally, with
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reference to a point raised by the Punjah, that provinces have no claim on any annuity fund
in respect of those members of the Tndian (ivil Service from whose pay a 4 per cenl. deduction
has until recently been made under the general rules in the Civil Service Regulations, There
is in fact no annuity fund in such cases, and the deduction hax simiply lapsed to provincial
reventes,  The result of our recommendations in this matler is that it does not necessitate any
immediate change in the all-Tndia deficit; the net growth of their pension Liabilities in future
is a relatively small muatter for which the provinces may be left to make provision without
special assisfance. The last adjustment to be made i1s on account of leave allowances drawn
putside Tndia. Those are paid al present in the same way as pensions drawn outside India;
in future they ought certainly to be debited to the provinces concerned. The normal liability
on this account can approximately be calenlated, and the Secretary of State hag given us a
ficure of £311.000 for the nine provinces affected by our enquiry. We have converted this at
two shillings {6 the rupee, distributed the liability among the provinces, and subtracted 51-10
lakhs from the Tmperial charges and deficit. The latter thus works out to 10 eroves plus 14°16
lakhs for the Dwrma Military Police manas 3110 Takhs for leave allowanees; or 9.83:06 lakhs net.

Chapter IIT.- The initial coriributions.

11. We can néw proceed to fix the ratio in which each of the nine provinces should con-
tribute {o this igure of 9,83 Jakhs in the year 1921-22. It will clear the ground to state at the
outset a limiting consideralion by which we have felt ourselves bound. This is an abligation to
leave each provinee with a rearonable working surplus,—ua swrplus which we should prefer to
calenlate, so far as possible, with sone velation to the general financial position o the province
and the more imminent elaims upon its resourees.  From the preliminary enquiry conducted at
Simla in October Tast, it is apparent that in certain provinces no surplus at all, and in others
no adeguate surplus, would have besn possible without proviucialisation ol the revenue from
(Yemeral Stamps; and our task would thus in our judgment have been futile. Looked at some-
what differently, the Hmit we have imposed on ourselves is that in no case may a contribution
be such as would force the province to embark on new taxation ad Jioe, which to our minds would
be an unthinkable sequel to a purely administrative rearrangement of abundant general re-
sources.  This limit, however, ohvious as it is, makes it inevitable that the initial contributions
should be in some measure arhitrary, diclated by the exisiing financial position of each provinee
and not by any equitable standard such as its eapacity to pay. Whatever standard ratio of
contributions we might advise,—and a subseguont shapter will narrate our proposals in that
direclion —it would have, were it to be applied immediately, the effect of starting some provinces
on their new caveer with a deficit, and we have thus to accept some measure of transition.

12. We hawe now to explain our reasons for suggesting a departure from the basis of initial
coutribution proposed in the Montagu-Chelmsford report.  We are aware that that basis was not
lightly adopted, and only after consideration of various alfernative hases,—population, provin-
eial revenue or expenditure, and the like—which for one reason ov another were thought inapplic-
able to existing conditions.s The basis of realised surplus was finally accepted partly because
of the difficulty of finding a preferable alternative, partly because at all events it did not add to,
though it confinued, existing disparities of contribution. That it has been freely eriticised in
evidence before us as inequitable is cevtainly not fatal to it; for, indeed, every initial basis that
can be sugyested is open to some such critieism.  Buf examination has revealed some objections
to it which weigh with us.

3. Obviously it any inequalities of contiribution exist, the basis chosen {ends to stereotype
them, while by disclosing them it renders them more difficult to justify; for each province is now
able to see more clearly than under the former system its relative contribution to the purse of
the (lovernment of Imdia. While actual deficits appear, as has been said, in some provinces,
others complain that their apparent surplus, if rightly understood, masks a real deficit. The
prospeet of arviving at any accepted figures as a basis appears remote.  While the figures of the
Simla conference as to normal provineial revenue are accepted with minor modifications of detail,
the estimates of normal expenditure in each provinee are strongly contested. How much of the
expenditure held over during the war, ov clearly imminent if not already sanctioned, ought to be
included in the caleulation of normal expenditure? Where is the dividing line to be drawn
between expenditure essential in the immediate future and expenditure foreseen as a future
gommitment? Ought a provinee to be penalised by an inerease of ils contribution for strict
adhesion 10 economy during the war, while another province, which had increased its expenditure
more freely, is rewarded by a veduced confribution?  Ts adequate allowance made for the speecial
conditions of a largely undeveloped provinee like Burma, o1 for the circumstances of a recently
establisfed province Iike Bihar and Orissa, which elaims that it has never received from its start
vosources adequate to its needs? No satisfactory vesult seemed likely to be reached by our
attempting to act as a conrt of appeal in contentions of this kind. Moreover the artificial and
femporary pature of the basis cannot he averlooked. Tt is too much determined by mere acet-
dents of budegeting in spite of atterpts to clear away abnormalities of expenditure. But even
if » normal surplus can be agreed at the moment, it tends to be obscured or to dizappear the
budgels of succeeding vears. Tlow could a contribution be levied in later years on the basis
of a so-called normal surplus which did doubtless once exist and might be said to be implied
in the economie life of the provinee, but which in fact had disappeared to be replaced by a
totally different surplus or perhaps by a deficit?  The hest argument {or the basis of realised
surplus wae that, when originally recommended, it did recognise existing facts, that it appeared
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to leave all the provinces collectively with improved finances and each individual p%‘ovinge with
a surplus, and that it proceeded upon the principle of creating the minimum of financial dis-
turbance in introducing the Reforms scheme.

14.  DButl these advantages can be secured by unother solution, which aller caretul considera-
tion we think is luss open to question, 1t must be noted that even il the original classification
of sources of revenue in the Montagu-Chelmsford veport is strictly adhered to, each one of the
provinces gains somefhing in revenue, while some gain very substantially, in consequence of the
infroduction of the Reforms scheme.  Tf our recominendation as to General Stamps is accepled.
the net increase in the total income of all the provinces taken together works out at 18,60 lukhs.
These additional resources represent what the central government loses and the provinces gain
under the redistribution. Some part of them the [ormer may reasonably retain and the lattey
forego, so long as contributions to the central govermment remain necessary. liven those
provinces which were found at the Simla conference to be in deficit secure some improvement
in {heir revenues under the original classifieation, an improvement which will of course he
increased hy (he addition of General Stamps. It has been uvged upon us that this increased
spending power will in faet be swallowed up by the higher cost of administralion, by improve-
ment of old services, or by inauguration of new. At this stage, however, we are considering
merely the revenue side of the account. These future liabilities would have had to be faced
by each province, if no Reforms scheme had come. Tach provinee ig 1he better able to face
{hem by reason of (he additional vesources it has secured. There is the advantage that the
figures of normal revenue laid down at the Simla conference, have heen submitted to local
governments, and with minor amendments, which we have been able to accept, arve agreed as
arithmetically correcl.  We propose, subject to the limiting econsideration referred to in
paragraph 11, {0 assess the nitial contributions on this increage of spending power in the
provinees,  ‘The proposal has the merit of proceeding on the lines of minimum disturbance of
the financial position in each province. 1t will enable us to comply with the vequirements ot
leaving each province with a surplus, and of inaugurating the new Councils without the
necessity of resort to fresh taxation.

15, Tt 1s of importance to realise the nature of this transaction. Tn the first place it
mplies no judgment on the meritis of previous finaneial settlemoents with any province. The
increase in revenues comes Lo the provinees as a windfall, or as o bye-product of a constitutional
change, Tt iy not due, as financial settlements have-been in the past, to consideration of the
financial needs of individnal provinces: Tt eannot properly be quoted as an admission of
financial inequalities or as an act of fardy justice 1o the provinces that gain by it.  Clearly
it has come about from political and not primarily from financial motives. Tt originates in
the desire to seccure a greater measure of devolution in the provinces, and in the endeavouw
to draw for this purpose a defensible line of financial partition between local governmants and
the Government of Tndia. While we consider that a windfall of thix nature affords a sitable
basis for initial contributions by the provinces, it is not surprising to fir.d that its application
requirves some modifications in viewmof indivdunal civeumstances,

Secondly, on this basis the system of contributions appears n a less invidious light.
The central government in the course of a pelifieal reconstruction pives to each of the
local governments some, and to some loenl governments o very considerable, sncrease of
spending power. Iinding itself in o deficit ns the result of this reconstruetion, 1t withholds
from each provinee a certain proportion of the inereansed rvesources -which it is intended
that the provinee should eventually obtain. The central government does not come in as
raiding the hard-won surplus of a provinee: nor ought the central government to he
represented, 1f our proposal be accepted. as the pensioner of the provinces. Tt can hardly he
contended that a province, avhich has atb all events decidedly improved its finances as a
result of the change, has valid ground of complaint, it 1l does not obtain immediately the
full increment which it mayv subgequently realise.  Tn the eases of the provinces that gain most,
it wonld Lardly be possible for any such provitce to spend in the first vear the whole of its
suddenly increased resources; and if it were possible, it would be financially undesirable. We
think therefore that this basis affords less scope for controversy and mayv he accepted as both
more logical and more equitable than the plan of the Montagu-Chelmsferd report,

16. A detailed caleulation (of which copies ave being handed to the Government of India)
has accordingly been made, to ascertain the net additional revenues with which each province
will be endowed by the new allocation of the resources. Starting on the assumption thaf
our proposal about General Stamps will be adopted, we have worked on the figures of normal
inconie which were accepled at the Simla conference and on figures similarly accepted when
we came to {abulate the expenditure which will be transferred to and from the provinces. We
took the enlenlations with us on tour, digsenssed them with the officials of each frovinee,
and made several eorvections at their instance. The ficures of increased spending power on
whieh we wtimatelv acted may be regarded as agreed figures. Certain provinces urged that
ey are unduly favourable to our argument, as the great rise this vear in the income-tax
receipts means a correspondingly greater loss fo local governments when they cease to enjoy
a share of those recoints.  Precision however clearlv demands that all our standards should he
hased on figures for the same year; and there would be no advanlage in elaborating a sevies
of normal statistics different from those whieh were specifienlly prepared to assist us in our
enguiry.  We were alse pressed to make allowances for schemes of futnure expenditure to
whieh special importance was sttached; hut to this we have been unable to accede, as it is
nod our task to make budget forecasts.
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17, Having arrived in the manner indicated at the extra- spending power which
will accrue to each province, we first considered the possibility of securing the all-Tndin
deficit by an even rate on all the provincial figures. So far-reaching, however, is the disparity
in the financial strength of the provinces that even this apparently equitable arrangement
would in some cases have caused hardship. The extreme case” would be that of a province
which has been depending largely on doles from the central exclequet; and difficulty arises
wherever the provinvial revenues are so pinched that the new resources have had to be
seriously discounted to provide for the normal expenditure.  We have therefore had to
consider ecach province on its merits, relying both on the abundant statistical information
which was placed at our disposal and on the insight which we gained into the general situation
by our local eonsultations with the best expert opinion. Our recommendations may be con-
veniently set out in the following statement, which explains itself when read with the succeeding
paragraphs : —

[Tn lakhs.]

Incrensed spending Jontributions as | Increased spending
Provinee power under new recommended power left after
. distribution of by the contributions

revenue. Committee. are paid.

Madras ... 5,76 3,48 2,28
Bombay... cor 93 56 37
Bengal ... 1,04 _ 63 41
United Provinces 3,97 2,40 1,57
Punjab ... 2,89 1,75 1,14
Burma ... 2,46 64 1,82
Bihar and Orissa nl Nil I 51
Central Provinces ... ... .. . . 52 22 | 30
Assam ... 42 15 : 27
18,50 9,83 ( 8,67

18. The provinces which caused us most anxiety were Burma and Bihar and Orissa.
In the former the coming improvement in its reverues has been largely discounted by the
heavy commitments necessary to give Burma the reasonable administrative conveniences which
it now lacks. The province, as we have satisfied ourselves, is far behind India proper in what
its government does for the people. Profits flowing from the rice contrel scheme, and o wise
outlay of borrowed capital, should enable vapid progress now to be made: but the heavy
recurging cxpen®iture which development euntuils will be more imminent than the new income
which it will yield. We are convinced {hat a very substontial share of the surplus revenues
of this provinee should be left free, and aur calculations hgye led us {o fix on them only about
64 per cent. of the total defjgit; this happens, as will be scen belgw, to equal what we determine
as the standard ratio of contribution. Tn Diliar and Orissa the local government is quite the
poorest in Tndin, and very special skill will ‘be required in developing its resources. Heavy
initial expénditure lies in front of what is still & new province: and there is a wholly abnormal
want of elasticity about its revenues. We eannot advise that any <have of the deficit should
be taken from Bihar and Orissa in 192122 and we expect that the province will he sufficiently
hurdened by having to work up to its standard vatio of contribution in the same period as
the vest of India,

19. The two provinces which come next in difficulty are the-Central Provinces and Assam.
They have a small margin at the best of times, and their need for development is great.  The
former has w move rapidly expanding revenue than the latter, bul on the other hand its finances
are more liuble to disturbance by famine. On the whole we do not feel that it would be just

to asxk more than roughly 40 per cent. of their windfall in both eases, and we have based our
recomniondations aceardingly.

20. The special treatment of these four provinces left us with 882 lakhs to allocate amone
. y . . : . o
their five richer neighbours; and this sum would be secured by o flat r

v fi ’ : . ate of about G0 per cent.
on therr new vevenues.  After the most careful serutiny of {heir varions peculiarities, we see

uo marked necessity for differential treatment 7nfer se.” In Madras and the United Provinces
the windfall is so vast that it could not be emploved profitably for several vears, On the nfh‘(\“r
hand their revenues do uot promise any remarknhle elasticily, economy has heen strictly
practised. and considerable arvears of administrative progress ave now due.  Tn the Punjab also
the win®fall is luvge and balances are full, while here the revenues move upwards Wifh‘l‘l]‘]lfk(l‘(]
ease. The position ir:.les,s‘ shn‘plo, for djverse reasons, in Bombay and Tien,g'ﬂli The f(‘n'ﬁlér
.]ms. atlained a H(.fill(’.'()i. (‘xpend}’rure {ar nl)pve the Tndian average, and the pace of expansion
of 1tx revenues is distinetly higher than in anv other provinece.  We Delieve that 1t conl
without inconvenience forego the greater part of ils new resources at the outset m’ld help the less
fortunate provineces from its own abundant halances. But we hesitate fo diffeil'(\lniyiai"e- 1;
pr(\judl(’-m.ﬂy from the olher richer provinces. Bengal, on the other hamnd hias “' f{)W S;“ll-("’
of exp(‘.ndl_’tm'e and an iuelastie revenue; and it will receive oulv a vory mnh-orni‘e x‘»tu‘r’r i;l ,‘itq
new ﬁnzun('lul'(*ur(jer. Jut its size, Intrinsic wealth, and general economic Dn.&'sihilitie; prevpntﬁé
us from treating it more favourably than the other provinees in this category. S
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21, Ui a general view ol the fable the heavy contvibations of Madras, ithe United
Provinees, and the Panjab doubtless call for comment.  Between them these three provinces
bhave o bear 364, 245, and 18 per cent. respectively of the fotal initial contribution, making
8 per cent. of the whole.  Conversely the light assessments of Bengal aud Bowbay, contributing
63 and 5} per cent. regpectively of the levy, will be noticed.  But the character of the trans-
action as described above must be borne in mind, [f the contribution represented some new
and additional burden exiricted from the wealth of the provinces, ohjection might fairly be
taken, Dut it really vmounts to the requivement that Madras is called npon to content itself
in the initial year with an improvement in its revenue of 228 lakhs inslead of a possible
maximum of 576 the United Provinces with an improvement of 157 lakbs instead of a possible
3975 and the Punjab with an improvement of 114 lakhs instead of a possible 289, The weight
of the contribution by the provinees 1s the bhest index (o the awmouant of their gains, botl
immediate and, as will he seen, eveutunl under the new financial scheme,  Just because
immediately they are substantial gainers, they ecan best afford to postpone the full enjoyment
of their ultimate advantages,

22, Il on the other hand it s urged that some provinces. Bengal aud Bombay for
instance, escape too lightly under this assessment, the answer is twofold. In the first place they
are light gainers in the new distrtbution of revenmes, Bengal having a gross eain of 104 lakhs
and Bombay of 93, Secondly, we have not overlooked the ¢laim al certain pravinees to
exemption from the levy in virtuwe of their indirect contributions through customs and Ineome
Tax to the (lovermmnent of India, While this elaim is often over-stated and exaggerated, we
recoguise that provinees with commercial capitals such as Caleutta and Bombay make larger
contributions through these chanfiels than purely agriculfural provinees; and it will he noticed
that those provinees where payment to the Government of India through customs and income-tax
is presumably highest, make a light contribution to the provineial levy.

Chapter IV.—The Standard Contributions.

23.  Our recommendation as {o the valio on which the provinces can properly be called upon
to contribute to the deficit of the Governmentof [udia in the first year of contribution {para-
graph 17 above) is hased, ax already stated ;upon consideration of their present financial positions
and of the immediate improvement which will be affected therve hy the re-distribution of revenues
under the Reforms scheme.  This vatio is not indended n any manner to represeni the ideal
seale on which the provinces should in equity he ealled upon 1o contribute; nor is it possible
that it should do so. In making our recommendation as {o the initial contributions we have
had to consider established programues of taxation end expenditure, and legislative and
adninistrative expectations and habits, that canpot without serious mizchief be sudelenly
adjusted 10 a new and more equitable ratio of contribation widely diffevent (as an equitable
-atio must admittedly be) from Dhwbmm! the past. Tt is accordingly inevitable, if such mischief
is to be avoided, that the ratioeor initial contribulions should beardistle relation to that which
would be ideally equitable. But an initial ratio of this nature can only be defended ag a
measure of transition. Tt is necessary, bud it is necessary only in order to give time to the
provinees to adjust their budgets to o new stale of affairs; and we ave clearly of opinion that
no scheme of confribution can he satisfactory that does not provide for n more equitable dis-
tribution of the burden of the deficit within a reasonable {ume.

24, The idenl hasis for such an equitable distribution can be stated with some certninty.
To do equity between the provinces it iy necessary ihat the total contribution of each to the
purse of the Government of "India should be proportionate to its capacity to contribute,
Unfortunately, the application of this principle in practice presents muany difficulties.

25. The tolal contribution of a provinee {o the purse of the Government of India will
consist in future of its divect contribution towards the deficit, together with is indirect con-
tribution (as at present) through the channels of customs, ineome-tax, duties on salt, &e.
Evaluation of the amounl of this indirect contribution involves an exact arithmetrical
calenlation of the proportion of the totad sum collected under ecach of these heads of revenue
which is properly attributuble to each province, TFor such a caleulation the statistical in-
formation available as to the distribution of the revenue hetween the provinees is not ndequate.
TUnder the head of customs, the locality in which dutiable articles are consumed cannot be trace
with sufficient accuracy; under that of income-tax, questions of the utmost complexity arise as
to the true loeal source of the income ussessed - —questions which the information in the hun(‘ls
of the assessing officers does not enable them to answer. We have, nevertheless, carvied our
investigation into this matter as far as available informaton permits, and by mear’™ of an
examination of the statistics concerning the distribution of articles which have paid customs
duty, and of those concerning the place of collection of itl('ﬂ()lllt‘:-tll.‘{, towether with a review of
the wore general circumstances of the economic life of the provinces, we have found it possible
to arrive at an estimate of the weight which should be given, in fixing the basis for equitable
contributions by the provinces, to their indirect contributions.

26 Turning to the other circumstances which must be considerved in fising the ideal basis
for an equitable distribution—ihe capacities of the provinces to contribute—we find practical
difficulties no less great in the exact arithmetrical caleulation of the quantities involved. The
capacity of a proviuce to contribute is its taxuble capacity, which is the sum of jthe incomes
of its taxpayers, or the average income of its taxpayers multiptied by their number. Tn this
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connection also the statistical information available does not permit of any direct evaluation.
Enquiries of much interest have heen made at various {imes with a view to caleulating the
wealth of the respective provinces, or ihe average income of their vespective inhabitants, and
the reshlts provide much useful information; but in the absence of any general assessment of
incomes, and of any census of production, they cavnot be considered reliable as a direct
estimate, of the quantitics concerned. In the absence of any esuch direct estimate,
varlus circumstances huve been suggested to us as capable ol serving, taken separately or
together, as an Indirect measure of the relative taxable capacities ol the provinces, Anu,;ug'&t
these may be mentioned gross population; wrban and rural, or indusirial aud agricultural
population; cultivated area; provincial revenue, or provineial expenditure; amonnt of income-
tax qollected; and, more indirect, amount of salt or of foreign textile goods consumed in each
province. As measures of comparison all these are open to obviens criticisms, both on
theoretical and on practical grounds. We are of opinion, however, that some of them are
not without their value as a substitute for the direct information which ix not available and
they have indeed assisted us in coming to a general conclusion as to the relative taxable
capacities of the provinces. But we are also of opinion that none of them is capable of serving,
either alone or in conjunction with others, us an accurate or even an approximate ul'i_t.hﬁmetiual
measure of those capacities.

27, For the reasons given we believe it {o be useloss to attempt to state a formula, to serve
as a basis for a stondard ratio of contributions, capable of automatic application from year to
year by veference to ascertained statistics.  Although the formula could he stated, the statisties
which wonld be nceded for its application are not available. Tut we ave able, after surveving
sueh figures as are available and after close inquiry into the circumstances of cach province, to
recommend a fixed ratio of contributions which n our opinion represents a standard and equit-
able disivibution of the burden of any deficit, In arviving ot this ratio we have taken into
consideration the tudirect contributions of the provinces fo the purse of the Government of
India, and in particular the incidence of customs duties and of income tax. We have inquired
into the velative taxable capacities of the provinces, in the light of their agricultural and
industrial wealth and of all other velevant incidents of their cconomie positions, indluding
particularly therr hability to famine. 1t should be observed that we have considered their
taxable capacities not only as they are at the present time, or as they will be in {he immediate
future, hut from the point of view also-of the capacity of each provinee for expansion nnd
development agriculturally and industrially, and in vespect of impertectly developed assets
sach as minerals and forests.  We have allso given congideration to the elasticity of {he existing
heads of revenue which will be secared to each province, and 1o the availability of its wealth
for taxation.  After cstimating. te the best of our ability. the weight which should he given
o each of these eircumstances, we recommend the following fixed rotio as representing an
equilable hasis fer the relative contribulions of the provinces to the deficit.

Standarvd Conteributions.

Provinces Per cent, contribu-
tion to deficit.
Maudras 17
Bombay 13
Bengal . 15
United Provinces 18
Punjab . ]
Burmu L 6}
Bikur und Ovissa ... 10
Central Provinces )
Assam 24

100 per cent.

28. L'his in our opinion is the ratio which the provinces should in equity be called upon {o
contribute after an interval of time sufficient o enable them to adjust their budeels lo the now
conditiops,  We jarther recommend that the interval allowed for adjustment should not be
unduly prolonged. The initial ratio which we have proposed is a practical necessity, but the
provinces which will be called upon to pay thereunder more than they should pay in equity,
ronght not to he required {o bear that burden for o longer period or to a greater extend than
is required to prevent dislocation of the provinecial budgets. We propose, therefore, that
contributions showld be made on the standard ratio to auny deficit that there may be in the
seventh year of contvibution, and {hat the process of transition from the initial 1o the standard
ratio should be continnous, beginning in the second vear of contvibution, and proceeding in six

equal annual steps,  The following table shows the initial, intermediate, and ultimate ratlios
of confribution for the seven wvears, in aceordance with our vecommedations.  The initial

ratio 1 the rate per cont, of the actual initisl contributions recommended in paragraph 17 above
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Per cent. v bxi@isy 4 deficit- in seven consecutive years, beginning with the first year
contribution (rounded off to even halves).

T , \ -
{ 1st year. | 2nd year, 3 3rdl year. | 4th year. | bth yeur. | 6th year. ( 7th year.
|
T ; i .
dras 304 324 204 264 23 ‘ 20) : ]7
%{inbzzy . e hes 7 8 0% 104 I.EZ | 13
Bengal (it} 84 103 123 15 17 i 19
United Provinces ... e 243 234 224 21 20 19 | 18
Punjab e 15, 163 th 134 12 195 ‘ 9
Burma ! 64 63 64 63 63 65 64
Bibar and Origga ... . nil 1% 3 ) 7 B 10
Ceatral Provinees ... 2 2% 3 ; 3% 4 44 5
Agsam 14 13 2 ! 2 2 i 2 2%
S 10we% 1 1009 10096 ; 10096 1009% . 10096 | 1009

. |

29, Tt should be observed that, 1 the Government of India fulfil their announced intention
of gradually wipiug out their deficit, ©gainst any increase in the propuriion which a province
will he called wpon to contribute from year to year, there will be set off a redaction in the
tolal to be contributed.

30.  The scheme ot coutribution thut we recommend above complies we belicve with the twa
essential conditions, that any immediate dislocation in the provincial budgets must be avoided,
and that the admitted inequalities of the proportions in which, in the past, the provinces have
contributed to the purse of the Government of India, must be rectified within a reasonable time.
The scheme is subject to the disadvaniage that the ratio which we recommend is fixed, and cannot
hold good for an indefinite period. We are of opinion however that it will do substantial equity
between the provinces until such a period of time has passed as may be required to effect a very
substantial change in their relative states of economic development, n change scarcely to he
effected in less than at least a decade.

Chapter V.—Provincial Loan Account.

$1. The future tinancing of the Provincial Toan Account .s a less conlroversial subjecd
than the others that we have had {o investigate; | #t is commonly ogreed that it is the natural
result of the Reforms scheme that the provinces should for the future finance their owme loan
transactions, and that joint accounts of this nature between thert and the Government of India
should be wound up as quickly as Possible  In our discusgious of this subject with the provineial
governments we have found Little or no difference of opinion as to this, and our task has been
only to ascertain the wishes of the provincial covernmentss as to the amonnt of 1ts account which
each can take over on April 1st, 1921, and how soon it can take over the rest.

492, The Governments of Bengal, the Punjab, the Certral Provinces and Assam signified to
us their willingness to take over the whole of their respective loan aceounts on April Ist, 1921
and we recommend that it should be arranged for them to doy so.  In some cases it was stipilated
s a condition that the provineial government shounld bhe allowed to use for the purpose any park
of its balanee, including the earmarked portion. We see ne objection to {he condition, which
accords with the intention expressed in paragraph 208 of the Montagu-Chelmsford report.

33.  The (tovernments of Bombay, the United Provinees, I urma, Bihar and Orissa signified
to us their willingness to take over a portion of their provincial loan accounts on April lst,
1921, and the remainder in instalments, to cover varying periods. The Guvvrﬁ(\lment of Madras
alone expressed unwillingness to take over any part of the account. Fyidence vyas given before
us, however, by officials of that government to the effect that they would not ()f}]j‘ect to do so if
the transfer could be effected by fresh credit arrangements. Tn view of this and of the great
improvement which will be effected in the financial position of the provinee by the redistribution
of revenues under the Relform scheme, we are of opinion (hat there is no reason why Madras
should form an exceplion to the general scheme for the {ransfer of their accounts which ws
recommend below for application to those provineces which are prepared 1o take over a parteof
their accounts forthwith,

34, In the case of those provinees, namely Bombay, the United Proviuces, Burme, Bihar
and Ovissa, and including, as stated, Madras, we recommend that the Provineial Toan Account
should be * funded.”” at a rate of infevest caleulated at the weighted average of the three rates
of 31, 4} and 54 per cent. now paid on varying portions of the account. Whatever portion of
the account so “ funded ** the provinee is prepared to tuke over forthwith should, we recommend,
be written off against an equal portion of the provincial balance as from April 1st, 1921: and
the balance of the *“ funded ”” account should remain outstanding as a debt from the provinee
to the Government of India. On the outstanding balance tle province should pay interest at
the caleulated average rate, and also an awnual charge for redemplion, enough to redeem the
debt in a fixed number of years, which should not, save iy exceptional circumstances, exceed
twelve.  The provinees shonld further have the option to make in any year a larggr repayment
thin the fixed redemption charge.
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$5. The provinces in questien will probably not be in a position to state the exact pro-
portion of their respective accounts which they are prepared to take over, or the exact number
of years that they will require to repay the balance, until their closing balances on April 1st,
1921 ,sare more precisely ascertained, and also uatil they know wha'. contributions will be required
‘from them. It appears therefore that these details must be left for determination by {uture
negobiptions. We are, however, of opinton that a maximum period of twelve years is ample
in orfer to enable any proviuce to clear ils account, and that in some cases the period may with
advantage be substantially reduced.  We further consider that the fixing of a definite term of
repayment and the provision of an annual charge for redemption within thit tevm ave essential
in order to secure the desived clearing of accounts hetween the provincial governments and the
Goverument of India.

Conclusion.

96, Soeveral other matters were referved 1o us in 1he course ¢f our enquiry, on which a
recommendation appeared to us to be oulside the strici scope of our reference. We propose,
howesver, to ¢ nunicate our views upon some of them informally to the Government of India.

37 howesvsr, we wish to express our indebte Iness to our secretary, Mr. Dina Nath
Dutt, matters were and methodical assistance in our work,  We have also derived very great
benefit for the association with us of Mr, G. G. 8im, C.LE., whom the Government of India
attached - us as linison officer.

(S.gned) MESTON,
CHARLES ROBERTS.

‘ . HILTON YOUNG.
31st March, 1920.
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