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.Chapter I.—Preliminary.

» As a preliminary to constitutional reforms, the authors of the Montaou-
Chelmsford report urged the importance of a complete separation between the
finances of the central government in India and those of the various provincial
governments. To this end they outlinod the scheme described in Chapter VIII
of their report. It abrogates the present system by which certain of the main
heads of revenue and expenditure ave divided between the central aud the
previncial exchequers; some of these it hands over wholly to the central

.goveroment, others wholly to the provinces. Inasmuch; however, as by this
re-arrangément the Government of India will lose heavily, the scheme proposes
to compensate them, to suchextent as may be necessary to prevent a deficit in
their own budget, by contributions from the provinces ;' and the powerto levy
: ;ﬁch contributions is taken in section 1'(2) of the Government of India Act,

019. . : T

2. In assessing this levy tbe authors of the report met with a serious
obstacle in the disparity which already exists between local governments in
the pitch of their revenues and the scale of their expenditure, a disparity'
deep-tooted in the economic position of the different provinces, their revenue
history and the tale of their oft-revised financial arrangements with the central
government. For this inequality of burdens the authors of the report
found ‘no remedy, in the several alternative methods of fixing the provincial -
contributions which they examined. Their nitimate choice fell upon an assess-
mept in the ratio of the gross surplus which they estimated that each province
would enjoy under the new allocation of resources. In recognition of the admit-
ted fact that this method would largely affirm existing inequalities, they advis-
ed that the whole question should be re-investigated by the statutory commis-
sioreafter ten years’ working.

3.- The Government of India, in expressing their views on the scheme,
presssd for ‘an earlier tveatment of the matter ; vide paragraph 61 of their
despatch of the Hth Maveh 1919. They deseribed the feeling which had been
aroused againstthe primd fucie injustice of the exemplar figures givenin the
report. They urged that any such settlement should be * recognised as tem-
porary and provisional, and that steps be taken as soon as possible to fix a
standard and eqnitable scale of contributions,... ...............towards which the
provinces will Be required to work by stages, as a .condition of the new
arrangements.”  They proposed the appointment of a Committee on

. Financial Relations to advise on the subject. 'This recommendation was
accepted and endorsed by the Joint Select Committee of Parliament
which sat on the Reforms Bill. We were accordingly appointed by the
Secretary of State, and given the following terms of referenca :—

. To advise on—
(¢) the contributions to be paid¢by the various provinces to the central
government for the-tinancial year 1921-22 ;

(&) the modiﬁc_ations to be made in the provingial contributions there-
‘ after with a view to their cquitable distribution until there
" ceases to be an all-India deficit ; S

(c) the future financing of the provincial loan'accounts ;,énd
(d) whether the Government of Bombay should retain any share of the
revenue derived from income-tax,

C1FinD
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Clause {4 of these instructions was alater addition made at the instance
of the Gorornment of Bombay, and was not commuoicated to us until we had
completed our consultations with several of the larger provinces.

4 Weiormally opened our enquiry at Delhi on the 5th February 1920. We
ihen visited in turn Allahabad, Patna, Calcutta, Rangoon, Madras, Bombay and
Lalore. Pressure of time compelled us to ask that the consideration of the
cases of Assam and the Central Provinces should be undertaken at Calcuttaand
Bumbay, respectively ; and we are indebted to the two Chiet Commissioners
for meetine us in this request at some inconvenience to themselves, Our
procedure was to discuss the subjects of our enquiry in each province with the
ilember of the Executive Council who holds the financial portfolio, or, in
provinces where there is no Council, with the Secretary in charge of the
Pinancial Department, and with such other officialsas those gentlemen
jntroduced. Sir Nicholas Beatson-Bell, the Chief Commissioner of Assam,
presented the case of his province in person: After taking the official evidence
we met those members of the finance committee of the provincial legislature
who were ready to favour us with their views. We finally received such -
members of the general public or representatives of public bodies as offered
themselves for examination. In most cases we hadinformal consultationse<with
the Head of the Province; aud the local government of Bombay as a whole
accorded us two interviews. :

Chapter IL—The Government of India’s defigit.

5. In order to effect the desived separation of central from provincial .
finance, the Montagu-Chelmsford report (parvagraph.203) proposes that the
central exchequer should receive the whole of the Income-tax aud the revenues
from General Stampe ; and that the provinces should retain the entire receipts
from Land revenue, Irrigation, Excise and Judicial Stamps, while they*should
be wholly responsible for the corresponding charges and for all expenditure in
connexion with famine. We read the Joint Select Committee of Parliament
as approving this redistribution, and we considered that if would be outside
our duty toadvise any alteration of the scheme in this respeet unless:we found
the strongest reason for & change. The arguments addresscd to us on this-
braneh of the subject bave related mainly to Income-tax and General Stamps.
Certain local governments havé remonstrated against losing a share in those
two heads, and the plea for making the whole, or at 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 to treat the issue asapplicable fo one
province only. The grounds of the Bombay claim are common to all pro-
vinces, and more especially to those in which large commercial and industrial
activities are centred. ‘ : : '

6. The basic objection to the transfer of Iucome-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. How 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 being made in the assessment staff and in their methods, and that a rapid
and continvous growth in the return may be counted upon. Several local gov-
ernments urge thatthe yield from Income-tax is the only direct contribution
to their public revenue which is made by the indusirial wealth of their pro-
vinces ; and governments, which administer great mercantile and manufactaring
centres like Calcutta and Bombay, claim special consideration for the heavy
expenditure in which those centres involve them. 'To these arguments the

. Bombay government added their apprehension that a time may come when a

local government may.not be anxious to direct, or its officers zealous 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 be powerless to require the fulfilment by a provincial
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government of its obligations under the new constitution, and that public

servants will not be remiss in carrying out public duties ‘with which they can
be charged by law. _ .

7. We doubt if it will be possible permanently to exclude local goverrments
from some form of direct taxation upon the industrial and commercial earcings
of their people; and we recognize the natural anxiety of provinces to retain a
share in a rapidly improving head of revenue. But, so far as the income-tax is
concerned, we see no reason to vary the scheme of the report. We accept as valid
the arguments given by its authors (paragraph 208) ; indeed, the second of these
argnments seems tous capable of further extension in the case of public com-
panies with shareholders scattered over India and elsewhere. We advise,
therefore, that the whole of the income-tax proceeds be credited to the central
government. Their needs in the near future are likely to be quite as great,
and to develop quife as rapidly, as those of the provinces; while we do not
apprehend that the richer provinces, such as Bombay, will b seriously handi-
capped in the administration of their own finances.” We append, and shall
allude to them hereafter, some figures 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 eases he
encouragad by judicious capital outlay. . ‘

Péa-céntage_ of growth in the last 8 years (1912-13 to Budget 1920-21) wnder

the proposed provincial heads.
. :

|
TLand
‘ Revenus All
Proviace. . ' Excise. General and otber provincisl
’ _Stamps. provingial beads.
‘ heads.

: e 70-24 6323 1166 | © 2006
%ﬁﬁ{)ﬁ ' .| * 10257 11913 | 32-00 5943
Bengal “. °® 3591 69-49 1352 22-30

ited Province 4370 4575 1713 2082
g:;tii e S . . 106-78 7373 26-86 34-88
Burgna 32'18 2?)32 33-52 3563

i Or1 P P 24-2 29 ? 453 11-20
gzg:;fa?g’i'oafgfjes ... . © 4900 4825 26-30 3518
Assam T 44-26 2‘2-22 20-80 9800 -
All the nine provinces 622 6924 20-98 30-48
’ : {
8. The case of Gleneral Staps is somewhat different. We have approached

it. in the first instance, from the point of.‘viexy of the poorer provinces.
Some of these, it seems clear, would start with little or no surplus revenue
under the allocation of resources prpposed in_the report; and this would he
both a misfortune in itself and at variance with what “"?r.beheve fo be the
intention, if nop the implied promise, of the report. No remedy suggests
itself ezceps some extension of the schedule of provincial heads; doles and
‘ témpo‘rary assistance would be incousxsteut'\_nth the. W.\‘]:IO](‘, _pol_my.. 1n s
view, and also beeause it will greatly facilitate our initial distributicn of the
cent;al deficit, we advise that General Stamps be made a provincial head
throughout. The arguments in the report for eredl‘tmg it to the central -
govertflment have not the same force as m.the.case of Income:-tax. We are
not disposed to see grave disadvantage in different rafes of stamp duty in
different provinces, at least on some of the transactions for which duty has
to be paid ; and any unjformity which may be decided to be essential can
always be secuved by central legislation. Moreover, in this part of the
arrancements there is still the taint of a divided head, for Gealeral and
J udictal Stamps are chntrolled by the same agency, and there is a good deal
" of miscellaneous work and outlay common {o both. To make the whole of
the Stamp revenue provincial would secure a genuine . and COmp_lete sapgrat:ion
of resources ; and we trust that the reasons for this course will outweigh the
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only consideration on the other side, to wit the extent fo which the defioit im
the all-India budget will thereby be increased.

9. That deficit we accept, subject to certain arithmetical adjustments..
described below, as amounting in the year 1921-22 to 10 crores, composed of’
the b crores previously estimated by the Government of India plus 4 crores.
for the loss of General Stamps which we propose. We have carefully
examined the basis of this calculation. Clearly, we have no authority -to
criticise  the military and financial policy on which it so largely rests;
and we have vestricted ourselves to a scrutiny of the budget arrange-
ments of the Government of India, past and present, and of the normal
growth of their revenue and expenditure. Factors of great uncertainty,—
the needs of India’s defence; her tariff policy and the fature of exchange
among others,—complicate the estimate; but we are satisied that the
Government of India have made reasonable allowance for - those ‘con-
siderations in their forecust of the immediate fioancial future. On our
tour in the provinces, it has been pressed upon us that the Government of
India ought to meet their own deficit by special taxation, and a high protec-
tive taviff has frequently been mentioned to us as an easy solution of the
problem. On this latter question we naturally express no opinion; bhut we
cannot see that the Government of India would bave any justification in.
imposing special taxation to make good their initial shortage of: revenue, at
a time when the shortage in question will be more than counterbalanced
by the additional resources enjoyed by local governments. *As we have
said therefore we accept the estimate of the normal deficit for the first year
of the new constitution. We cannot conceal -from ourselves the disadvan--
tages in ordinary circumstances of a system of provincial contributions
and we anticipate that the Government of India will direct its ﬁnanciaf
policy towards reducing those contributions with reasomable rapidiiy, and
their ultimate cessation. We recognise that it would be imprudent on the
part of the central government to give any guarantee of the pregise pace
of reduction ; but we think that a formal enunciation of the general policy
would go some way to allay apprehensions which have been expressed to us.
Such a rolicy would clearly be subject to the important reservation mentioned
in the report, by which "the oentral government must remain empowered to
levy special contributions, by way of temporary loan or otherwise, from the
provinces in the event of any crisis of first importance.”

10. In arriving at the figure which has actually to be distributed over the
provinces, we have bad to make certain ad];ustments. One of these is special -
and local, and we may dispose of it at once? on the -clear understanding that *
our freatment of the matter is entirely subject to the approval of the
Government of India. It relates to the incidence of the cost of the military
police force in Burma. The government of that province, we uuderstand, is
discussing the point with the Government of India; and their view. as
expressed to us, is that 68 per cent. of the expenditure on the force is
incurred for frontier defence and ought to be a debit to the central power.
The figures originally before us had suggested a division of the cost of the
force equally between the Government of India - and Burma ; *but the
local government now presses for more generous treatment, a,nd’ estimates
that the share of the outlay on the military nolice which is equitably ~~
chargeable fo the provinee is only 17-42 lakhs against the 31'58 lakhs which
had been taken in An carlier caleulation.  Bubject to fhe assent of the
Government of Ix}du.\, we have provisionally accepted this view : and we are
reducing the provineial expenditure accordingly, and makine an e-quivalent
add;tiox} to tl_ne ch_arges, and thus to the deficit, of the centtl,'al overnment
The main adjustments that have been suggested, however, are congerned wit];
the pa;lvrne_nig of peosions. At present the central government is.. debited
with a.l civil pensions diawn outside India, .whether the pensioner has.
se{"v’Gd in @ province or in an . imperial department, and no. -debit is
ratlsyes(cla asé;?;r?:g ‘ﬂ;e grovmceg cor]l]cerned. .On the otheyr hand,‘ pensioners
‘whos \ a8 been under - the central governm i
~province in which they reside, which 1'cceive§'nothineo]'1 tinazzeogzﬁeg{. tlﬁ
" has been sugg(lelsted that Pensions paid outside Indiaoought to be debited to
the provinces when they are paid to provincial servants, and simultaneously

*
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that the Government of India should relieve the provinces by paying their own
_pensioners. o far as the future is concerned, the propriety of this change
is beyound question. Doubts, however, occurred to us regarding existing pay-
ments. Exchange complications and difficultics of cxact allocation interfere

" with precision ; while other and more general considerations point on the

whole to the advisability of retaining on the books of the central and provincial
goveroments respectively the pensions for which they are at present respousible.
We advise, therefore, that the readjustment of debits should take place only
for pensions sanctioned on or after the Ist 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 may note incidentally, with reference to a point raised by
the Yunjab, that provinces have no-claim on any annuity -furd in respect of
those members of the Indian Civil Service from whose pay a 4 per cent.
deduction has antil 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 has simply lapsed to provincial revenues. The result of our recom-
mendations in this matter 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 refatively small matter for which the provinces may be left to make provision
without special assistance. The last adjustment to be made is on account of
leave allowances drawn outside India. Those are paid at present in the samae
way as peosions drawn outside India ; in future they ought certaicly to he
-debited to tke provinces concerned. The normal liability oun this account can
approximately be caleulated, and the Secretary of State has given us a figure
of £311,000 for the nine provinces affected by our enquiry. We have converted
this at two shillings to the rupee, distributed the liability among the provinces,

®and subtracted 31-10 lakhs from the Imperial charges and deficit. The latter -
thus wprks out to 10 crores plus 14-16 lakhs for the Burma Military Police
minus 81°10 lakhs for leave allowances; or 9,83:06 lakhs net.

Chapter III.—The initial contributions.

L

11. We can now proceed to fix the ratio in which each of the nine pro-
vinees should contribute to this figure of 9,83 lakhs in the year 1921-22. It will
clear the ground to state at the outset a limiting consideration by which we
have feit ourselves hound. This is an obligation to leave each province with a
reasonable working surplus,—a surplus which we should prefer to calculate, so
far as possible, with some relation to the general financial position of the pro-
vinee and the more imminent claimg upon its resources. IFrom the preliminary
enquiry efnducted at Simla in October last, it is apparent that in certian pro-
vinces no surplus at all, and in others no adequate surplus, would have been
possible without provincialisation of the revenue from General Stamps; and our
task would thus in our judgment have been futile. Looked atsomewhat diffec-
ently, the limit we have imposed on ourselves is that in no case may a contri-
bution he such as would force the province to embark on new taxation ad ko,
which to our mimls would be an unthinkable sequel to a purely administrative
rearrangement of abundant general resources. This limit, however, oh_vivms 23
it is, makes it inevitable that the initial ‘GOlltrl.buthD:S. should be in svue
measure arbifrary, dictated by the existing financial position-of each provincs
and not by any equitable standard such as its capacity to pay. Whatever
standard ratio of contributions we might advise,—and a subsequent chapter
will narrate our proposals in that direction,—it would bave, were it to be appliel
immediately, the effect of starting some provinces on their new career with a
deficit, and we have thus to accept some measure of transition.

12. We have now to explain our reasous for suggesting a departure from
the basis of initial contribution proposed in the Montagu-Chelmsford report.
We are aware that that basis was not lightly adopted, and only after considera-
tion of various alternative bases,-~population, provincial revenue or expenditure,
and the like—which for one reason or another were thought inapplicable to-
existing conditions. 'The basis of realiscd surplus was finally accepted partly -

c¢lfind
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because of the diffienl’y of finding 2 preferable alternative, partly because ab
all evenis it did not add to, though it continued, existing disparities of
contrihution. That it has been freely oriticised in ewgle_l?pe bofore us as inequit-
able is cortainly not fatal to it, for indeed every inifial basis that can be
sugeested is open 10 sOmMe such criticism. But examination has revealed some
abjactions to it which weigh with us.

13. Obriously if any inequalities of cmtribufﬁion exist, the'basis chosen
tends to stereotvpe them, while by disclosing them it renders thsm more glf‘ﬁcult
to justify; for each province is now able to see rmore clearly L-han- under the
former svstem ifs relative: contribution to the purse of the Government of
India. While actual deficits appear, as has been said, in some provinces,
others complain that their apparent surplus, if 1‘1ght11y un(}erstood, masks
a real deficit.  The prospect of arriving at any accepiec figures as a basis
appears remote. ‘While the figuves 'of the Simla cpnferfance as c’lto normal
provinecial revenue are accepted with minor modifications of detail, the
estimates of normal expenditure in each province are strongly contested. How
much of the expenditure held over during the war, or clearly imminent if
not already sanctioned, ought to be included in the caleulation of nOL"mal
expenditure P Where is the dividing line to be drawn between expendittre -
essential in the immediate future and expenditure foreseén as a future com-
mitment ? Ought a province to be penalised by an increase of its contribution
for striet adhesion to economy during the war, while another province, which
had increased its expenditure more freely, is rewarded b'y a redqqed contri-
buticn® Is adequate allowance made for the special conditions of a
largely undeveloped provioece like Burma, or for the circumstances of a
recently established province like Bihar and Orissa, which claims that it has
never received from its start resources adequate to its needs? No satisfactory
result seemed likely to be reached by our attempting to act as a court of
appeal in contentions of this kind. Moreover the artilicial and temporary
nature of the hasis cannot be overlooked. Ttis too much determined by mere
accidents of hudgeting in spite of attempts to clear away abnormalities o ex-
penditure.  Bud even if a normal surplus can be agreed aé the moment, it
tends to be ohscured or'to disappear i the budgets of succeeding years. How
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
cconomic life of the province, but which in.fact had disappeared to be replaced
by a totally different surplus or perbiaps by a deficit P The best argument for
the basis of realised surplus was that, .when originally recommended, it did
recognise existing facts, that it appeared to laave all the provinces collectively
with improved finances and each individual province with a surplue, dnd that
it proceeded upon the principle of creating the minimum of financial distur-
bance in introducing tbe Reforms schieme. ‘

14. Bur these advantages can be secured by another solution, which after
carcful consideration we think is less open o question. It.must bhe noted that
even if the original classification of sources of revenue in the Montagu-Chelms-

~ford report is strictly adhered to, each one of the prolvinces' gaing something
in revenue, while some gain very substantially, in consequence of the inkroduc-
tion of the Reforms scheme. If our recommendation as to General Stamps is
accepted, the net increase in the total income of all the provinces iaken
together works out at 18,50 lakhs. These additional resources represent
what t}m central government loses and the provinces gain under the redistribu-
tion.. Some part_of t'hem the former may reasonably retain and the latter ) foreo, -
) 101_Jg as con.h'lhutlons to the central govei:nment remain necessary. Even thf)sé
?;%ilgjvcg; (\}\nl%ﬂi a'lei_‘e found at the Simla conference to be in deﬁci}tr-secure some
roven eir revenues under the oried FBonds :
ment which will of course be ingri(;;eg](f)yotffl%algggiﬁgsml}?%h(m’ St 1mprovtﬂ
has been urged upon us that this increased s ne o enet-alS'tampS-
pending power will in fact be

sw‘a].lo“.’ed‘l]lp by the higher cost of administration, by im rovement of old
iil;g?ifé 1');322;1?1‘23:;1%“? Ouf new. At this stage, however, %ve ave considering
Tl to bo faced by eacl? 0r the account. These future liahilities would have

ince is the better ahl D e if no Reforms scheme had come. Each pro-
vine bie to faee them by reason of the additional regources it has
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secured. There is the advantage that the figures of normal revenuelaid down at
the Simla conference, have been submitted to local governmeants, and with
minor amendments, which we have been able to accept, are agreed as arithmeti-
.cally correct. ‘We propose, subject to the limiting consideration referred to in
paragraph 11, to assess the initial contributions on this increase of spexding
‘power in the provinces. The proposal has the merit of proceeding on the
lines of minimum disturbance of the financial position in each province.

It will enable us to comply with the requirements of leaving each proviunce

with a surplus, and of inaugurating the new Councils without the neccssity of
resort to fresh taxation. :

15. It is of importance to realise the nature of this transaction. In the
first place it implies no judgment on the merits of previous financial settle-
ments with any province. The increase in revenues comes to the provinces as
a wiadfall, or as a bye-product of a constitutional change. It is not due, as
financial settlements have been in the past, to comsideration of the financial
nceds of individual provinces. It cannot properly be quoted as an admission
-of financial inequalities or as an act of tardy justice to the provinces that gain
by it. Clearly it has come about from political and not primarily from financial
motiwes. It originates in the desire to secure a greater measnre of devolution in
the provinces, and in the -endeavour to draw for this purpose a defensible line
.of financial partition between local governments and the Government of India.
‘While we consider that a windfall of this nature affords a snitable basis for
initial contrjbutions by the proviaces, it is not surprising to find that its
.application requires some modifications in view of individual circumstances.

~

" Secondly, on this basis the system of confributions appears in a less
invidious light. The central government in the course of a political recon-
®struction gives to each of the local governments some, and to some local
governments a very .considerable, increase of spending power. Finding
itself in a deficit as the result of this reconstruction, it withholds from each
provinee a certain proportion of the increased resources which it is intended
that the province should eventually obtain. The central government does not
come in s raiding the hard-won surplus of a province ; nor ought the central
government to be represented, if our proposal be accepted, as the pensioner of
the provinces. It can hardly be contended that a province, which has at all
events decidedly improved its finances as a result of the change, has va_hd
ground of comaplaint, if it does not obkain immediately the full incren_lent whm}l
it may subsequently realise. TIn the cases of the provinces that gain most, 1t
would hardly be possible for any such province to spend in the first year the
whole of its suddenly increased resources; and if it were possiblegis would bhe
financially undesirable. Wo think therefore that this basis aflords less scope
for controversy and may be accepted as both more logical and more equitable
than the plan of the Montagu-Chelmsford report.

16. A detailed calculation (of which copies are being handed to the Govern-
ment of India) has accordingly been made, to aszertain the net additional
revenues with which each provinee will be endowed by the new allocation of
resources. Starting on the assumption that our proposal about General Stamps
will he adopted, we have worked on the ﬁg_;ures of 1_101:1_11&1 income which were
accepted at the Simla conference and on figures similacly accepbed when we
oame to tabulate the expenditure which will be transferred to and fram the
provinces. We took tho caleulations with us on tour, d1scuSsed. tlllem with x\%w
offirials of each province, and made several corrections at their instance. The
ficures of increased spending power on which we ultimately acted may be
recarded as agreed figures. Certain provinces urged that they are wnduly
favourable to our argument, as the great rise this year In the ivcome-tax
receipis means a correspondingly greater loss to ‘19cal governments when they
ccase to enjoy ashave of those receipts. FPrecision however clearly demands
that all’ our standards should be based on figures for the same year; and there
would be no advautage in elaborating a series of porma} statisties differcut
from those which were specifically prepaved to assist us in our enquiry. We
were also pressed to make allowances for schemes_ of future expenditure to
which special importance was -attached ; but to this we have been unable to
accede, as it is not our task to make budget forecasts. :
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1% Having arrived in the manner indicated at the e_xt-ra, spending power-
which will rncerue to each province, we first considered the possibility
of securing fhe all-Tndia deficit by an even rate on all the provincial

figures.

Ro farereaching, however, is the disparity in the financial strengéh of-

the provinces that even this apparently equitable arrangement would in some

¢zxses have caused hardship. !
provinge wiieh has heen deperding largely on doles from

The extreme case

would be that of g

the central

¢xchequer; and difficulty arises wherever the provineial revenues are so pinched
that the new resources have had to be seriously discounted to™ provide for-

the mormal expenditure.

‘We have therefore had to consider each province on

its merits, reiving both on the abundant statistical information which was.
piaced at our disposal and on the insight which we gained into the general

situation by cur local consultations with the best expert opinion. O_ur
recommendaticns may be conveniently set out in the lollowing statement, which
explains itsclf when read with the succeeding paragraphs i— :

[In Takhe.]
. {rcreased spending | Coniribations as | Inereased spending
Province. power under new recommended power .lef@i'ﬂ[ter
. distribution of by the contributi®ng
refenucs. Commitiee. are paid.
2adras o 5,76 8,48 2,28
Bombay o 93 56 L] 37
Bengal s 1,04 63 41
United Provinces 8,97 2,40 1,67
Punjab 2,80 1,75 1,14
Burma 2,46 64 1,82
Bihar and Orissa, 51 A, 51
Central Provinces 52 22 .« 30
Assam er 42 15 27
18,50 - 9,83 8,67
®

18. The provinces which coused us most anxiety were Burma and Bihar
and Orissa. In the former the coming improvement in its revenues has heen
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 Tudia proper in what its government
does for the geople. Profits flowing from thg rice control scheme, and a wise
cutlay of borrowed capital, should enable rapid progress now to be raude ; but
the heavy recurring expenditure which development entails will be more-
imminent than the new income which it ‘will yield. We are convinced that -
o very substantial share of the surplus revenues of this province should
be lelt free, and our calculations have led us to fix on them only about 6%
per cent. of the total deficit ; this happens, as will be seen below, to equal
what we determine as the standard ratio of contribution. IneBihar and Orissa
the local government is quite the poorest in India, and very special skill will be
‘required in developing its resources. Heavy initial expenditure lies in {front of
what is still a new provinee ; and there is a wholly abnormal want of elasticity
about its revenues. - We cannot advise that any share of the deficit should be
taken {rom Bihar and Orissa in 1921-22 ; and we expect that the province will
he sufficiently burdened by having to work up to its standard ratio of contribu-
tion in the same period as the rest of India. :

19. The two provinces which come next in difficully are the Central Pro-
vinces and Assam. They have a small margin at the best of times, and their:
need for development is great. The fermer has a more rapidly expanding
revenue than the latter, but on the other hand its firances ave more lable to
disturbance by famine. On the whole we do not feel that it would be just to
ask more than roughly 40 per cent. of iheir windfall in both cases, and we
bave based our recommendations accordingly. '

20. The SPECiﬂ-l_trea‘Gment of these four provinces left us with 882 lakhs to-
allocate among their five richer neighbours; and this sum would be secured-
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by a flal rate of about 60 per cent. on their new’ revenues. After the most
careful scrutiny of their various peculiarities, we see no marked pecessity
for differential treatment infer se. In Madras and the United Provinces

. the windfall is so_vast that it could not be employed profitably for several
years. On the other hand their revenues do not promise any remarkable
elasticity, economy has been strictly practised, and counsiderable arrears of
administrative progress are now due. In the Punjab also the windfall is large

. and balances are full, while here the revenues move npwards with marked
ease. The position is less simple, for diverse reasons, in Bombay and Bengal.
The former has attained a scale of expenditure far above the Indian average,
and the pace of expansion of its revenues is distinetly higher than in any
other province. We believe that it could without “inconvenience forgo the
greater part of its nmew resources at the outset, and help the less fortunate
provinces from its own abundaunt balances. Butwe hesitate to differentiate it
“prejudicially from the other richer provinces. Bengal on the other hand has
a low scale of expenditure and an inelastic revenue ; and it will receive only a
very moderate start in its new financial career. But its size, intrinsic wealth
and general economic possibilities prevented us from treating it more favour-
ably than the other provinces in fhis category.

L

21. On a general view of the table the heavy contributions of Madras,
the United Provinces, and the Punjab Goubtless call for comment. Between
them these three provinces have to bear 35%, 244, and 18 per cent. respective-
ly, of the tqtal initial contribution, making 78 per cent. of the whole. Con-
versely the light assessments of Bengal and Bombay, contributing 63 and 53
per cent. respectively of the levy, will be noticed. But the charactir of the
transaction as described above must be borme in mind. If the contribution
» Tepresented some new and additional burden extracted from the wealth of the
provinces, objection might fairly be taken. But it really amounts fo the
requirtment that Madras is called upon to content itself in the initial year
with an improvement in its revenue of 228 lakhs instead of a possible maximum
of 578 ; the United Provinces with an improvement of 157 lakhs instead of a
possible 397 ; and ghe Punjab with an improvement of 11d lakhs instead of
a possible 289. The weight of the contribution by the provinces is the best
index to the amount of their gains, both immediate and, as will be seen, even-
tual under the new financial scheme. Just because immediately they are
substantial cainers, they can best afford to postpone the full enjoyment of their

ultimate advantages. '

99. Tf on the other hand it is urged that some provinces, Bengal and
- Bombay for instance, escape tos lightly under this assessment, the answer is
twofold, In the first place they are light gainersio the new distribution of
revenues, Bengal having a gross gain of 104 lakbs and Bombay of 93. Secondly,
we have not overlooked the claim of certain provinces to exemption f{rom
the levy in virtue of their indirect contributions through customs and income-
tax to the Government of India. While this claim is often over-siated and
- exaggerated, we recognise that provinces with commercial capitals such as
Calcutta and Botbay make larger contributions through these channels than
purely agricultural provinces ; and it will be noticed that those provinces where
payment to the Government of India through customs and income-tax 1s
presumably highest, make a light contribution to the provincial levy.

Chapter IV.—T}‘le | Standard Contributions.

93. Our recommendation as to the ratio on which the provinces can
properiy -be called upon to contribute to the deficit of the Government ot
Tndia in -the first year of contribution (puragraph 17 aoo?e) is tased, as
already stated, upon consideration of their preser:t ﬁnnnclal_ positions and
of the immediate improvement which will be effected therein by the re-
distribution of revenues under the Reforms scheme. This ratio is not intended
in any manner to represent the ideal scale on which the provinces should in
equity be called upon to contribute; nor is it possible that it should do so.
In making our recommendation as to the initial contributions we have had to

C1lFinD
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cersider astablished programmes of taxation and ei‘fpélndltm:é &f_ltdh letgmla‘i_;‘we
and administrative  expectations and ‘habits, tha Oar_ltn 0 Wlt_ out serious
mischief be suddenly adjusted to a new and more ?]qn'ltt& lle r% 10 of contri-
hution widely different (as an equitaple ratio must ac mﬁ Ec.y h e)b from that, .
of the past. " Tt is accordingly iqewtable, ‘1f such_ Inlle' 1Iet_ls 0 ? Q\’OLd_ed,
that the ratio for initial contributions should bear 1}!:(; e rela uén‘toJ that which
would be ideally equitable. But an initial ratio of this nature can only be
detended as a measure of transition. If is necessary, buf 1t 1s nccessary only
in order to cive time to the provinces to adjust their budgets to a zzg:w state
of affairs ; and we aré clearly of opinion that no scheme of1 contribution can
be satisfactory that does net provide for a more equitable distribution of the

burden of the defieit within a reasonable time. .

924. The idea] basis for such an equitable distribution ean be stated with
some certainty. To do equity hetween the provinces 1t is necessary that 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 practico presents many difficulties. . :

95. The total contribution of a province to the purse of the Goverpment
of India will consist in future of its direct contribution towards the deficit,
together with its indirect contribution (as at present) through the channels of
customs, income-tax, duties on salt, etc. Bvaluation of the amount of this
indirect contribution involves an exact arithmetical -calculation -of the pro-
portion of the total sum collected under each of these heads of revenue which is
properly attributable to each province. For such a caleulation the statistical
information available as to the distribution of the revenue between the provinces
is not adequate. Under the head of customs, the locality in which dutiablg
articles are consumed cannot be traced with sufficient accuracy ; under that of
income-tax, questions of the utmost complexity arise as to the true local source
of the income assessed,—questions which the information in the hands of the
assessing officers does not enable them to answer. We have nevertheless carried
our investigation into this matter as far as available information permits, and by
means of an examination of the statistics concerning the fistribution of articles
which have paid customs duty, and of those concerning the place ot collection of *
income-taX, together with a review of the more general circumstances of the
economic life of the provinces, we have found it possible to arrive atan estimate
of the weight which should be given, in fising the basis for equitable contris
butions by the provinces, to their indirect contributions.

26. Turning to the other circumstance which must be considered in fixing *
the ideal basis for an_equitable distribution—the capacities of the provinces
to contribute—we find practical difficulties no less great in the exact arith-
metical calculation of the quantities involved. The capacity of aprovince to
contribute is its taxable capacity, which is the sum of theincomes of its taxe
payers, or the average income of ifs tax-payers multiplied by their number.

Iu this connection also the statistical information available does nof permit of
any direct evaluation. Enquiries of much interest have been made at various
times with a View to caleulating the wealth of the respective provinces, or
the average income of their respective inhabitants, and the resulfs provide
much useful information; but in the absence of any general assessment
of Jncomes, and of any census of production, they cannot be considered ay,
reliable as a direct estimate, of the quantities concerned. In the absence of
any such direet estimate, various circumstances have been suggested to us
as capable of serving, taken separately or - together, as an indirect measure
of the relative taxable capacities of the pf'oviuces. Amongst these~ may .
bel mentioned gross population; wrban and rural, or industrial and agri-
01; ‘G&{l};al. p_opulatmn; cultivated area; provincial revenue, or provincial ex-
Eall:: ;rugg E,O?»:gomzt Qf Income-tax collecte_ad ; and, more indirect, amount of
comparison ai!lg?h exul(‘e goods consumed in each province. As measures of
practical sren 1630 %;fe open to obvious criticisms, both on theoretical and on
fiaetion thgeir I;EIS- ® are of opinion, however, that some of them are not
avsilabl dV ueé a3 a substitute for the direct information which is nob
able and they have indeed assisted us in coming to a general conclusion
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a8-to the relative taxable capacities of .the provinces. But we are alss of

opinion that none of them is capable of serving, either alone or in conjunction

- with others, as an accurate or even an approximate arithmetical measure of
.« those capacities. - .

27. For the reasons given we believe it to be useless to attempt to state a
~formula, to serve as a basis for a ‘standard ratio .of contributions, capable of
automatic application from year to year by reference to ascertained statistics,
Although the formula could be stated, the statistics which would be needed for
its application are not available. But we ate able, after surveying such fizures
as are available and after close inquiry into the circumstances of each province,
to recommend a fixed ratio of contributions, which in our opinion represents
a standard and equitable distribution of the burden of any deficit. JIn.
arriving at this ratio we have taken into consideration the indirect contributions
of the provinces to the purse of the Government of India, and in particular the
incidence of customs duties and of . income-tax. We have inquired into the
relative taxable capacities of the provinces, in the light of their agricultural
and industrial wealth and of all other relevaat incidents of tleir economic
positions, including particularly their liability to famine. It should be observed
that we have considered their taxablé capacities not only as they are at the pre-
sent time, or as they will be in the immediate future, but from the point of
view also of the capacity of each province for expansion and developwent agri-
culturally and industrially, and in respect of imperfectly developed assets such
as minerals and forests. We have also given consideration to the elasticity of
the existing heads of revenue which will be secured to each province, and to
the availability of its wealth for taxation. After estimating, to the best of our
ability, the weight which should be given to each of these circumstances, we
.o recommend the following fixed ratio as representing an equitable basis for the
" relative contributions of the provinees to the deficit.

Standard Contributions.

- Prolvince. Per cent. contribation -

e to deficit.
Madras “e e e - 17
Bombay .o e e e 13
Bengsal | con 19
United Provineces ‘e cn, 18
Pugjab. - L. e e . 0

Burma . R L (13}
‘ Bihar and Orissa e ves 10
' Contral Provinces 5

Assam .- Ve e o 24

100 per cent.

98. This in our opinion is the ratio which the Proyiuces should in
equity be called upon to confribute after an interval of time suflicient to
enable them to adjust their budgets to th_e new .conditions, We further
recommend that the interval allowed -for adJus’Lment_should ngt be unduly

. prolonged, The initial ratio which we have proposed is a practical necessity,
. but the provinees which will be called upon to pay thersunder more than
they should pay in equity, ought not to be reqmred to bear that burden
for a longer period or to g greater extent than 1is required to prevent dis-
location of the provincial budgets. 'We propose, t_herafbre, that contmbptlons
should be made on the standard ratio to any deficit tha_t _t.here may be .m't.he
seventh year of contribution, and that the process of transition from the initial

to the standard ratio should be continuous, beginning in the second year of
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confribution. and proceeding in six equal a‘n?‘ual ;tepli:tl‘i;;rlilt?()g)lfl(?;vtllll]g st:,‘}ﬂe_
s};ows the initial, intermediate, and ultimate ra ios ?P hco fribution for th \ ?:n
\'éal‘s, in accordance with our recgmrpendatmna. Ied injtia. o 1517 ebm e
'per cent. of the actual initial contributions recommence‘ in paragraph above.. ,

Por cont. contributions to deficit n seven consecutive years, begimming with the
first year of contribution (rounded off to even halves).

Province, Ist year. | 2nd year. | 8rd year. | 4th year 51h year. | Oth year. | 7th year.
Madras .. - 35% 323 203 261 23 20 17
Bombay |- 1| s 0} w0 | 12 13
Bepgal ... e 6% 8} 10} 123 15 - 17 . 19
United Provinces ... 241 234 223 21 T2 19 18
Punjab .., - 18 (163 15 18} 12 10% ‘ o
. Burma ... 63 6% 6% 6% 83 6} | 6%
'Bihar and Orissa oo nil, 1% 3 B v 83 10.
Central Provinces .9 ‘7 ' % 3 . 3 4 ﬁ% . 5
Assam .. er - 13 © 1% 2 -2 2 2 2%
. L o _ ] . .
wox | 100 100% lo6% - 100% 100% . 100%

29. It should be observed that, if the Government of India fulfit their
anoounced intention of gradually wiping out their deficit, against any increase
in the proportion which a province will be called upon to contribute from year
t0 year, there will be set off a reduction in the total to be contributed.

-20. The scheme of contribution that we recommend above ‘complies we
believe with the two essential conditions, that any immediate dislocation in the .
provincial budgets must be avoided, and that the admwitted inequalities of the
proportions in which, in the past, the provinces have contributed to the purse of
‘the Government of India, must be rectified wjthin a reasonable time. The scheme
issubject to the disadvantage 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, a change scarcely,to be effected
in less than at least a decade,

N ©

. Chapter V.—Provincial Loan Account.

31. The futuve financing of the Provincial Loan Account is a less contro-
versial subject than the others that we have had to- investigate. It is com-
monly agreed that it is the natural result of the Reforms scheme that
the provinces shonld for the future finance their own loan transactions,
and that joint accounts of this nature between them and the (jovernment
of India sbould be wound up as quickly as possible. . In our discussions
of this subject with the provincial governments we have found little of,
no difference of opinion as to this, and our task has been only to ascertain
the wishes of the provincial- governments as to the amount of its account

which each can take over on’April 1st, 1921, and how soon it cun take over
the rest. ‘ : . .

32, The Governments of Bengal, the Punjab, the Central Provinces and
Assam signified to us their willingness to take over the whole of their respective
loan accounts on April.1st, 1921 ; and we recommend that it should be arranged
for them to do so. Insome cases it was stipulated as a condition that the

<
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provincial g'over_nment should be allowed to use for the purpose any part of its
balance, including the earmarkod poriion. We see no objection to the sondi-

tion, which accords with the intention expressed i ragraph 208 of th
Montagu-Chelmsford report. : 1 paragrap of the

_ ' 33._ Tl}e Governments of Bombay, the United Provinces, Burma, Bihar and
Orissa signified to us their willingness to take over a portion of their provincial
}oan acpounts on April 1st, 1921, and the remainder in instalments, to cover vary-
ing periods. The Government of Madras alone expressed unwillingness to take
over any part of the account. Xvidence was given before us, however, by ofi-
cials of that government to the effect that they would not object to do so if the
transfer could be effected by fresh-credit arrangements. In view of this and of
the great improvement which will be effected in the financial position of the
province by the redistribution of revenues under the Reforms scheme, we are
of opinion that there is no reason why Madras should form an exception to
the general scheme for the transfer of their accounts which we recommend
below for application to those provinces which are prepared to take over a part
of their accounts forthwith.

+ 34, In the case of those provinces, namely Bombay, the United Provinces,
Burma, Bibar and Orissa, and including, as stated, Madras, we recommend that
. the Provincial Loan Account should be “funded,” at a rate of interest cal-
culated at -the weighted average of the threc rates of 33, 43 and 5% per cent.
now paidson varying portions of the account. Whatever portion of the account
so  funded ”’ the province is prepared to take over forthwith should, we recoms=
raend, be written off against an equal portion of the provincial balance as from
April 1st, 1921 : and the halance of the “funded” account should remain out-
standing as a debt from the province to the Ciovernment of India. - Oun the
outstanding balance the province should pay interest at the calculated average
rate, and also an annunal charge for redemption enough to redeem the debt in a
fized number of years, which should not save in exceptional circumstances exceed

twelve. The provinces should further have the option to make in any year a
larger repaymentethin the ixed redemption charge.

35. The provinces in guestion will probably not be in a position to state
the exact proportion 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, are more precisely
.ascertained, and also until they know what contributions will be requ_ired. from
them. It appears therefore that these defails must be left for determinalion by
future negotiations. We are, however, of opinion that a maximum period of
twelve years is ample in order to enable any province to clear its 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 that term are essential in
order to secure the desired olearing of accounts between the provincial govern-
ments and the Sovernment of India.

. ' Concl_usion.

36. Several other matters were referred o us in the course of our enquury,
on which a recommendation appeared to us fo be outside the strict scope ot our
reference. We propose, however, to cpmmumcate our views upon sowo ot them
informally to the Government of India.

37, In conclusion we wish to express our indebtedness to our seerefary
Mr. Dina Nath Duit, for his careful and methodical assu_atapce In our work.
‘We have also derived very great benefit from the association with us of
Mr. G. G. Sim, C.ILE, whom the Government of India attached to us as

linison officer.
MESTON.
CHARLES ROBERTS.

. E. HILTON YOQUNG.

31st Uaroh, 1920.
~
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