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PREFACE 
" 

" 
c-

• These" lectures were delivered at Baroda this 
year on ~arch • .&, and 7. They were rendered 
possible forough the munificence of the Gaekwad's 
Government, as they constituted the Shri Sayaji Rao 
Gaekwad series. The Baroda Government had done 
methe honour of appointing rile to this lectureship> 
and every Indian scholar values this privilege greatly. 
i have not made substantial alterations, though a 
number of minor points which needed clarification 
have been developed here and there. They are 
mainly based upon an experience as a member of 
the two Federal Finance Committees of the Second 
and Third Rol,!nd Table Conferences, 1931 and 
f932 which constructed the financial structure of 
the Federation. I have not used any confidential 
document or other information in the preparation 
of these lectures, and have tried to avoid any topic 
which tended to wear a controversial aspect. 

... I have been a. firm believer in the Indian . 
Federation for the last ten years, and the march of 
time has tended to strengthen my belief that,. a 
Federation of British (ndia and the Indian • Staks 
offers thJonly s.atisfactory solution of our-problems. 
Through it alone calf the autonomy of our provinces 
he maintained in itS integrity, and it provides us 
with an effective safeguard against violation of 
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minority rights. A federal Government does not 
mean a wet k Government; it means a Government 
in which the powers of the units and the Federal 
centre are precisely defined. 

It is my firm belief that most of the, oh.3tac1.es 
to the inauguration of the Indian Federa!ion have 
been removed by tact, sweet r.:;asonable;ness and 
prudence, and its success is now assured. I feel 
that the year 19~ 1 will mark the intmduction of 
Part I of the Constitution Act of 1935, and I ~ve 
no doubt whatsoever that that year will herald a 
new era for India-an era in which the dream of 
twenty centuries will be realised and India will 
achieve her unity in a way which will be a source 
of inspiration to nations of Asia. 

This little book attempts an· a~~lysis of the 
financial structure of the Act of 1935 and deals 
very briefly with many of the importa~t problems 
which were the subject of prolonaed discussions 
in London in 1930-1933. ~ 

31, Stanley Road, } 
Allahabad, 

July 25, 1939 
SHAFAAT AHMAD KHAN 
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F~DERAL FINANCE 
... --+:o:+--

SIR KR.;SHNAMAQi-(\RI, MR. PRESIDENT, 

LADIES AND GENTLEMEN' 

I feel lhat I owe an apology to this distinguished 
gatliering, which, if I may say so, contains the cream 
of Gujerat, for a change of subject. I had the 
honour and privilege of speaking on Indian History, 
last year. I am now called upon to say something 
on a topic which · concerns almost every person in 
India, and will decide the fate of millions for genera­
tions. My only qualification for this supremely 
important subject is my humble and limited expe­
rience as a camp follower in the great army of con­
structive statesmen of whom my old friend, Sir V. T. 
Krishnamachari, was a distinguished figure. I have 
devoted nearly fen years to study of and discussions 
on a problem which is undoubtedly the greatest with 
which this country has been faced for centuries. This 
is .~n exceedingly short time fora complex and elusive · 
subject, and I do not pretend to have mastered it. 
Oq the contrary, the more I study it, in c\11 its aspeds, 
the greater is the fe~ling that the unravelling of the 
tangled ~kein Qf this issue is appallingly difficult. I 
will try to do justice to th'C subject matter in a .. spirit 
9f scientific enquiry; but I must utter a warning against 
the embarras~ing facility wit.n which such claims are 
often put forward. It is impossibl~ for any one, however 
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realistic anfl experie:iced he may be in the method of 
his approach and the technique of his investigation, 
to maintain an absolutely neutral attitude on some 
of the points round which controversy'has revolved 
with pitiless monotony. Such cold and ,calctdat~pg 
neutrality is impossible on a subject of vital impor­
tance to 330 millions, and I am wire that tl'<is distin­
guished gathering will not expect me to give a life­
less sketch of a .movement which is instinct with 
energy and activjty. We are not geologistsseekin~ for 
fossils of pre-historic remains in .the barren soil,nor do 
we deal with pre-historic antiquities. Our subject 
matter is man in his reactions to his environment, and 
our task consists in assessing the formative frame­
work which the labour and devotion of some of the 
most distinguished sons of India has constructed. We 
must deal with the subject, not as antiquarians, but 
as practical men who have been engaged in day-to­
day negotiations for several years. 

Federations have normally been the expression 
of a general desire on the part of a number of politi­
cal units, each possessed of sovereignty or at least of 
autonomy, and each willing to surrender to tµe new 

, body which their pact creates an identical ran~e of 
powers and jurisdictions to be exercised by it on 
their behalf to the same extent for each one of them 
individually and the Federatior. as a whole. This is 
an exact and traditional account of federa(ion, and 
judgect mainly bv this criterion the Indian Federa-

. tio~ . does not fulfil the req~irement_s of logic o;r 
political theory. India has been a umtary State for 
centuries, and the highly centralised secretariat of th~ 
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Moghuls has its counter-part 1.n the c~ncentrated 
force, and powerful individuality of Simla. The 
British Indian provinces had been ruled from Simla 
in a spirit of 

8
centralisation which proceeded in its 

evplution through successive phases, and made its 
advance to its present stage by alternations of energy 
and repoi,e, and cu~91inated in the highly developed 
bureaucracy. The outstanding personalities of the 
Mughal ad111inistration were what Hegel calls plastic, 
pen.etrated through and thro:ugh with a specific 
quality; thos~ of the British bureaucracy were compre­
hensive and versatile; the intensity of their force in 
any one sphere is less remarkable than its suitable­
ness to all. Prior to 1919, Provinces had to 
depend for their financial and political existence on 
the Gothic str~cture which the devotion and ambition 
of a long line of haughty proconsuls had reared in 
S_imla and Calcutta. Provincial autonomy before 
1919 was a farce or a tragedy or both, and Provincial 
representatives competed with ill-concealed jealousy 
among themselves for a generous helping of the 
loaves and fishes which the Burra Sahibs of Simla 
doled out to hungry governments enclosed within 
the circuit of their parochial pride and strongly 
m~rked by the pecular complexion of their , 
administration. The scramble for grants took some 
peculiar forms, and. tl\c species of Dutch bargaini:g_g 
that went on behmC!i the scenes must have formed 
the subjec>t of caustic comment among the lynxeyed 
administrators who presided over the destiny of these 
suppliants. When they retirid into the cell, whether 
of solitude or "of repentance, the provinces ceased to 
p

0

ursuc them thither; but the,, helplessness and 
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impotence r0f these" invertebrates with their v~le 
manhood and young promise, eager for expansion; 
but deprived of the rudiments of' pr_qgressive ad­
ministration can be imagined. Like Topsy, the 
British Indian Provinces had simply "growed,1' and 
were creatures of administrative convenience~ 
They lacked then, as some~ of them~· do now; 
rudiments of organic un~ty and solidarity, and 
contained within _. themselves the seeds, of conflict 
and clash. The British units of the Federation were, 
therefore . destitute not merely of sovereignty but also of 
autonomy at the time the discussions started in London 
in 1930 for a genuine responsible Government. 
The other class of units - the Indian States-are sove­
reign in their domestic affairs, and are bound to the 
Crown by treaties, engagements, sanads, usage and 
conventions. These two classes of the· Indian Federa­
tion render the Indian federal structure infinitely 
more complicated than a unitary government, and 
these vital differences react upon every provision of 
the Act. One or two examples \\rill suffice. The 
Princes, who are sovereign in their internal affairs, 
cannot be compelled to join the Federation against 
their wish and will. Again, the character .. of the 
Federal Legislature is determined by the existence 
of these classes, as each class intvitably · · demands 
effective representation both iri the administration 
and the legislature. The relatio11s of the two chambers 
of the Federal Legislature are also determirled by the 
keen desire of Indian States to vest almost co-ordinate 
authority and power in ~he Upper Ch:mber .. ThP. 
States attached great importance to the'last pomt, as 
they wanted to mak~ the Upper Chamber a poterit 
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instrument for cautious, modera~ and conservative 
legislation. G 

" The m9st significant effect of this difference in 
the ideas and aspirations of the two units is however 
tocbe found in the classification of subjects. The States 
were insistent on reducing the list of Federal subjects to 
an irredt!lcible miitimum, so that they may be free 
from constant interference and minute supervision, 
by the Cerdre. The smaller the number of Federal 
subjects, the greater will be the volume, depth and 
breadth of their autonomy. Freedom from vexatious 
interference was the cry among the States, and the 
latter were helped by a strong section of the British 
Indian Delegation, who visualised autonomous 
provinces, enjoying complete authority within their 
respective domains, and approximating to the position 
of States in power, influence, authority and, above all, 
freedom from interference by the Centre. This section 
pressed for substantial reduction in the number of 
Federal subjects and advocated wider powers for the 
provinces. Finally, the differences in the outlook of 
these two classes of Indian Federation arc reflected in 
the proposals for Federal Finance. The States stressed 
the need for stability in the centre, and strongly, 
aavocated the reservation of a substantial proportion 
of the income-tax, to enable the 11ewly created 
Fbderal Government:to bear the strains which are 
inevitab\y in a period of transition, wpen ideas, 
desires and aspirations ate floating in the air, when 
.efficiency is not trinsmuted into co-operation, and­
:energy is liable to be lopsided. 
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In the springtiqie of their political enthusiasm, 
they concerved India as a fallow field, beneath 
which lay buried several civilis,itions. Behind 
stretched centuries of medicvalism, \l'.ith its free 
virility and passionate carvings. ,. 

I have given the briefest possible sketch of the 
significant modifications which ,...the two classes of 
units in the federal structure' have rendered inevit­
able. I do not wish to pursue the matter- further, as 
a detailed treatment of this problem will take me too 
far afield, but I feel it is necessary to point to factors 
which arc often ignored in the flood of criticisms to 
which the Indian Federation is subjected. Let us 
cast a glance backward, and sec what the condition 
of India was, prior to 1919. There was one single 
budget for the whole of •British India, and the 
income and expenditure of all provinces were included 
in the budget of the Central Government. Ia 
practice, of course, the rigidity of central supervision 
was modified by the imperious need for variation and 
elasticity, and was adapted to the distinctive feature 
of each province. The provincial Governments were 
practically agents of the Central Government, and 
the statute vested in the Secretary of State fur India 
pmvcrs of superintendence, direction and control 

over the Government of India. The :cesults. 
of this system were obvious. The Provinces eked 
out an inglprious existence by 1:Jeing the recipients of 
doles f.rom the Central Government. The system 

. was demoralising in its effects on i1rovincial energies. 
and aspirations, and one ~ias only to look at the enor; 
rnous growth of a series of regulations called the Coder. 

' 
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of Instruction to become convins;ed of the absurdity 
of this arrangement. Provincial autonomy was 
stifled; primary ~ducation was paralysed; the ma-bap 
theory was ~veloped of a despotic paternalism in 
which the citizens of the province occupied the 
positfon of helpless and inexperienced amateurs who 
dared not breathe a word of criticism, let alone 
of defian6e. Lord Hailey, the great pro-consul of 
my province, confcssed0 in a recent lecture what 
must haveQbeen inarticulate feelings of a number of 
able Englishmen. He stated that Englishmen 
ought to have conceded Indianisation in the adminis­
tration much earlier and India might then have been 
spared the travail of agitation, disappointment and 
humiliation. This belated confession is the strong­
est possible indictment of a system which stifled 
initiative, deprived Indians of key-positions in the 
army, and prevented the growth of our individuality 
and intellect. Sense dawned at last in 1917, and 
the Montagu-Chclmsford Report stated, "We have 
to demolish the existing structure at least in part 
before we can build anew. Our business is one of 
devolution, or drawing a line of demarcation and 
cutting long-established ties. The Government of 
India are to give and Provinces must receive, for 
only so can the growing organism of self-government~ 
draw air into its lungs and live". This pledge was 
irflplemented under ~ections 45 (a) and 80 (al of the 
Act of 1~19, whereby administrative, financial and 
legislative autfiority. dev.olved upon Local Govern­
ments. Adminish;ative and Legislative devolution 
was effect~d through <> the classification of 
-6ubjects while financial devolution was 
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achieved by allocating revenues of Local G:wern­
ments, ans). the administration of subjects classi· 
fied as Provincial. I do not think it is necessary to 
give details of these arrangements as ' thc;y are familiar 
to all who have worked in provincial legislatures. 
It is sufficient to state that the division of subjeds iv.to 
transferred and reserved produced COIJSiderablc 
friction in the working of ~ovincial ;a.utonomy 
and several committees·, brought out the 
inherent weakness -of the dual system 0£ Govern­
ment. Dyarchy was .condemned in the hour of its 
conception, but it lingered on for nearly sixteen 
years and was not abolished till 1937. I cannot 
trace the genesis of financial proposals 
which were broached in London in 1930-33 
as discussions were confidential, and no useful pur­
po~e will be served by raking up old ,...controversies 
which have been happily forgotten. There are 
however one or two points which should be clearly 
borne in mind by all who study the Act. These re­
marks are based entirely upon the published docu­
ments, and I have not drawn upon confidential in­
formation for the elucidation of this subject. 

For the first time in the history of·· India, 
representatives of British India were brougl~~ face 'to 
face with th~ needs and requirements of II)_dian 
States. , As one who served m1 both the Federal 
Finance Committees of the second and third Round 
Table Con(erences and contributed liis very' humble 

· quota fo the framing of the fincl:Ji.cial structure, I 
have no hesitation in declaring that butJor the spirit 
of compromise and give a.rid take which animated 
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the representatives of British India and Indian 
States, it would have been impossible t~ develop 
the federal J?lan. It is on the rock 
of finance t• th.at most of the projects of 
federation have hitherto split. The history 
of Australian States before their federation in 1900 
served a s.erious warning to all idealists who wished 
to start with a clean glate. Sentiment has rarely been 
the foundation of any fe'tleration in any part of the 
world, and~idcalism has never been an adequate sub­
stitute for the community of interests and solidarity 
of economic nationalism. To bring hvo divergent 
schools of thought who had moved and lived in 
entirely different spheres for more than a century 
and induce them to agree to a national scheme of 
finance was undertaking of no little labour 
and hazard. 0That the result was not entirely satis­
factory, and many clements in both the sections were 
and still are dissatisfied, is hardly surprising to those 
who have been engaged in political negotiations or 
the study of fiscal problems. The scheme, however, 
must be taken as a whole, and judgment shou1d be 
based not on isolated sections of the statute, but on 
the the spirit that permeates the Constitution Act 
of 1935. 

0 

The White Paper proposals of His Majesty's 
Government were based on the recommendations0 of 
the two ~eel Commitfeesof 1931 and 1932" Revenues 
derived from nsourc;.es in_respect of which the pro­
vincial legislatures~ have power to make laws were · 
allocated a~ provincial revenues, while revenues 
.derived from sources in respect of which the Federal 

- . 
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legislature has exclpsivc power to make laws were 
allocated .ts federal revenues. This is the logical 
and inevitable result in all feder1;1l structures. It 
postulates a precise demarcation of pcwers, legisla­
tive, administrative and fiscal, and the provinces 
secured for the first time in recorded history, -power 
over finance which was backed by a parliamentary 
statute. The Federal legislature was empowered to 
assign to Provinces and States, in accordance 
with such schemes of distribution as mig1'lt be deter­
mined, the whole or any part of the net revenue 
derived from salt, federal excise and export duties. 
The exclusive sources of federal revenues were im­
port duties (except on salt), railways and receipts 
from other federal commercial undertakings, coinage, 
profits and shares in profit of Reserve bank, export 
duties (except the export duty on jut~), salt duties, 
tobacco and other excises, except those on alcoholic 
liquors, drugs and narcotics. The salt duties and 
excises were to be levied by the Federal Centre, but 
a share was to be assigned to the provinces. In the 
case of export duty on jute or jute products an 
assignment to the producing unit was compulsory, 
and was to be not less than fifty percent of the net 

_ revenue from the duty. Again, the net revenues 
derived from succession duty, other than duty on 
land, taxes on mineral rights and on personal capital 
(other .than land), terminal tax~s on railway, water 
or airborne goods and passengers anci taxe~ on rail­
war tickets and goods, freights and stamp duties 

. wh1~h ·were the subject of legislation by the Indian 
Legislature at the date1of federation, . were to be 
assigned to the Provinces, but the Federal Legislaturf>. 
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was to lay down in each cas~ the basis of dis­
tribution among the Provinces, and was ~powered 
to impose and retain a surcharge on such taxes for 
federal pui-puses. It was also proposed that a pre­
scribe9 proportion not being less than 50 per cent, 
nor m~re than 75 per cent of the net revenue deriv­
ed from taxes on income other than agricultural in­
come except the taxc3 on the income of companies. 
and of revenues derivea from the taxes on the. 
emolument'6 of Federal officers or taxes on income. 
attributable to Chief Commissioners' Provinces and 
other Federal areas, should be assigned on a prescri­
bed basis to the Governors' Provinces. The most strik­
ing change in the report of the first Federal Finance. 
Committee, which was introduced by the second 
Finance Committee consisted in the fact that the net 
proceeds of income-tax which had been earmarked 
for provinces were divided between the Centre 
and its units in the proportions detailed above. 

This brief sketch of the financial arrangements. 
will bring out one or two points clearly. In the first. 
place, the sources of revenue which have been plac­
ed at the disposal of British Indian Provinces are. 
mostly inelastic, the demands of the Centre are 
mostly constant, and the range of federal expendi- "' 
ture is definite. I am, of course, dealing with the 
ndrmal period, and hot with a situation in • which 
internatiq,nal co~plic'ati.ons may. completeb7 dislocate. 
the federal budget. The largest item is the expendi-. 
~re on defence, a1~d this is mostly covered oy the.• 
mcome from the customs ioduties. The latter have. 
~hown a tendency towards expansion though the 
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budget recently inti:9duced in the Government of India 
:Shows sho~tage in customs duties which have so far 
-enabled the Government to pay foi,-, the maintenance 
·of a highly efficient, though costly, army. The Pro­
vinces, on the other hand, have an illimitable. field 
for development. The dyarchical system was by no 
means favourable to the development of what are 
-called nation-building departments, such -as educa­
tion, co-operative societies, agriculture etc. It is 
calculated that in t typical province, 70 ,~percent of 
the revenue was spent on reserved and only 30 per 
·cent on transferred departments. In my province, 
a sum of rupees one crore was reserved for the con­
struction of police buildings and a loan was actual­
ly floated for the purposes. This enlightened policy 
was followed at a time when illiteracy was 
producing appalling results in ,,the country 
.side, and a large part of the province was 
devastated by floods. The sources at the disposul 
of the provinces are proverbially inelastic, and 
from 1921 to 1936, one heard in the months of 
February and March, a sad tale of woe, recited in 
all the provinces, with strong criticisms of the in­
justice and inequity of the Meston Settlement. 

It would be best to deal with the Federal Centre 
first. Let me begin by pointing out the formative 
pl'inciples which guided the del'egates in determinihg 
the form in which our recomII1endations !;ihould be 
cast. The Delegates were not -t congress of ambas­
:~adors· from different and hostilr, interests, nor did 
ihey maintain their specifk interests as ag~nts or as ad­
vocates against other agents and advocates. Everyone; 
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of course, had his own standpoint; he wasjnfluenced 
by his predilecti<;ms, his environment and his tradi­
tion and the P.rogramme of his party. It was only 
natural that each one should represent ably and 
strongiy the case which he so ably represented~ 
This is inevitable in all conferences, and is the logical 
result of p1.rliamentarjsm. But a point was reached 
in the deliberations, when a compromise was essential,. 
and a reco11ciliation of divergent views imperative. 
Otherwise discussion would µave gone on inter­
minably. Such points, invariably . emerged after 
discussion. Even that section of the British Indian 
Delegation which aimed at sovereign States of British_ 
India, which would approximate to Indian States in 
the range, and variety of their powers, and, above all, 
in freedom froJI1 interference by the Centre, admitted 
the necessity for solvency of the Centre. Unless the 
C_entre is solvent, and is strong enough to resist the 
shock of a serious international crisis, the units, 
whether they be British Indian or Indian States units,. 
will topple down like a house of cards. The first Peel 
Committee had suggested that the net proceeds of 
income-tax should be distributed among the pro­
vinces of British India on principles to be determined 
later. There were many practical and experienced 
financiers who pointed out that the proposal would 
jeopardise the solvency of the Federation by qepriv­
ing it of adequate acces:i to revenue from direct taxation. 
Again, the relations of the Federation and °Frovinces. 
would vary with the waning and waxing prosperity· 
of the Central Government, and the provinces would be, 
c.,onstantly engaged in offering a continuous challenge 
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1:o fate. Th_ere wouf d be recurring causes of friction if 
-countervailing contributions from the Provinces to the 
Federation which had been proposeq.. foi' a term of 
years, could not be extinguished in accordance with 
a programme. The Percy Committee had inv~stiga­
ted this point and had come to the conclusion that 
no time limit could be fixed for the aboliu.on of con­
tributions of such magnitu&e. The Committee had 
pointed out that even if there is a su bsta1;1tial econo­
mic recovery, some provinces would remain perma­
nently deficit provinces, and their share of the in­
come-tax would not be sufficient to wipe it off. The 
framers wished to start the provinces on an even keel 
and to give them sufficiently elastic sources of 
revenue to enable them to embark in the uncharted 
sea of agrarian and industrial exper.iments. As a 
necessary corollary to this principle it was clear to 
all that, without stability, the Centre could nqt 
function properly, nor could it be guaranteed against 
the shocks which financial and political crises may 
produce at any moment. Finally, it was agreed that 
after the transition period, which is necessarily of 
grave anxiety to all, we must constantly aim at equality 
of sacrifice by the two sets of units, and the •• federal 
sources of revenue should be derived from Briti3h 
India and the Indian States alike. These were operative 
principles which guided the members of the-· two 
Federal finance Committees. T-hat these aims were 
not realised will he clear to all who go through the 
.sectior,s of the Act, and the reason for it is to be 
found in the atmosphere that pervaded their 
deliberations-a spirit of hope and faith, tempered by 
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caution and experience. To transmute aspirations 
into a tax, convert energy into the sacrific~ involved 
in paying 01Jt of or.e's pockets and harness enthusiasm 
to the delicate"process of securing contribution from 
citizens for the support of the State are achievements 
which few have been able to realise in their entirety. 
Even Dr. Schacht has not been able to work 
this miracle in Germany, "and I have yet to meet a 
financier in India who can emulate his example. We 
then moved' in a universe of large expenses and vast 
vistas, and the mutual attractions and repulsions that 
presided over these deliberations produced certain 
specific qualities which crystallised in specific pro­
posals by representatives of the two sets of units­
British Indian and Indian States. The Centralists 
contended that a strong financial structure is vital 
at the centre, as it is the centre which collects, 
centralises and diffuses energy, intelligence, and, 
aoove all, financial stability throughout India. The 
autonomists argued that the provinces with their 
virile manhood, and young promise, have memories 
of successful administration and imperious origina­
lity which blend with the impulses of a new life in 
an uninterrupted sequence of national conciousness 
and organic unity. A financial structure was 
evolved in which t_hcsc two principles 
jostled incongruously .. Tlus accounts for the disillu­
sionment which folk1wed the publication of the 
Percy Committee Heport, and the disappointment 
which was felt by r, repr-esentatives of Prm(inces 
with the meagre llnd diluted form in which fiscal 
autonomy wa~ incorporated ''tn the Act. 
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Let me now d.:!al with the definitive proposals 
as embodied in the Constitution Act. The main 
sources of federal revenue may be briefly sketched 
here. We start with Customs duties '\,"i.,hich include 
export duties; next excise duties on tobacco anc! other 
goods manufactured or produced in India, except 
alcoholic liquors for human copsumption;,,and drugs 
like opium and hemp. Our next great division 
comprises the corporation tax and incom~-tax; other 
items comprise a variety of taxes, such as terminal 
taxes on goods or passengers carried by railway or air; 
fees in respect of many of the subjects in the Federal 
list; rates of stamp duty,on receipts of bills or exchange, 
cheques, promissory notes, bills of lading, succession 
duty and State lotteries. The Jist seems imposing 
enough and to these sources must be added the 
surcharges which the Federal Government may 
impose, in accordance with Section 137, on Stamp 
and succession duties, terminal taxes on goods or 
passengers carried by air or railway, and taxes on 
railway fares and freights. 

Looking at the picture of Federal budget, one is 
struck by several features which are bound to strike 
every one. In the first place, the resources placed at 
the disposal of the Provinces are almost rigid, and 
there is no prospect of expansion of their revenue. 
In most of the provinces, the mainstay of the 
administration has been the , land revenue. Next 
comes the excise. With a number of ,, tenancy 

. reforms on the anvil, it seems impossible to maintain 
the old level of lane:}. revem'.ie. Regarding the 
second great source of .income-the excise-it is 
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sufficient to point to the general d~sire for prohibition, 
and the measures taken by many provinclal govern­
ments to e.uforce ~it in selected areas. The Provincial 
budgets shO\v' alarming deficits, and the insistent de­
mands of reformers for expansion of compulsory 
primary education must be met by a liberal provision 
for village _schools throughout an enormous area. It 
has been calculated that .the introduction of primary 
education in British India will entail a cost of 36 
crores a yea'r, and the major provinces will have to 
pay a substantial proportion of this expenditure. 
These are weighty objections to the financial 
provisions of the Act, and I should be the last to 
deny the force of these criticisms. The critics, how­
ever, ignore the · difficulties which the delegates 
experienced in the framing of these schemes. ·The 
Central Government is the pivot round which the 
whole administration of India revolves, and convinced 
as I am of the necessity of investing the provinces of 
British India, with substantial legislative, administra­
tive and financial powers, and making them ulti­
mately sovereign States of British Jndia, I am no less 
convinced of the fact that governments in general, 
and the Central Government in India in particular 
depend for the maintenance of their existence upon 
credit. Now, credit is an exceedingly sensitive plant 
an.d needs most ~arcful watchin~. Once the credit Qf 
a Government 1s shaken, pamc and distru:St are 
contagious. H3d we not ensured the saf ~y of the 
Central Government, · an<i-- guaranteed its solvency 
by investing it with •sufficient resources, the centre 
would have been left hanging in the air, liable to all 
the gusts and storms of inter~ational crises and 

2 
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financial dislocatior.-s. The entire financial structure 
of India w~uld have crashed. I am not sure if this 
can be prevented in future; but I am cerbin that if 
the Centre had been deprived of further financial 
resources the provinces would have been ser:ously 
involved in the constant demands for extraordinary 
contributions to meet abnormal situations. Stability 
and solvency are no less CS)ential than security, and 
public credit, once -shaken, is difficult to r~store. One 
has merely to glance at the Memorandum prepared 
by the Government of India in 1931 for the Federal 
Finance Sub-Committee, and published in its 
proceedings, to be convinced of the wisdom and 
foresight of the framers. 

·There are two other items which must be taken 
into account in our estimate of these- 'proposals. It 
was calculated by: the Finance Member in the 
Budget for 1937-38 that the separation of Burma 
from India will entail a net loss to India of Rs. 233 
Iakhs. To this must be added an additional expendi­
ture of 4·5 crores which the Centre is required to pay 
to deficit provinces such as Sind, Orissa, Assam, 
North West Frontier Province, Bihar and _Bengal. 
Compared with the rigid and inflexible system wru,ch 
was in force before 1937, the arrangements effected 
by the Act of 19 35 are mqst generous to the 
Provinces. There is, indeed, li.ttle possibility of an 
increase ia the resources either of the Central or 

_ Proviqcial governments, until fodia is in a position to 
start on an organised and intcnsi·.-c commercial and 
industrial expansic'n. the key to the· solution lies 
in the industrialisati~n of the country, and not iu 
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robbing Peter to pay Paul, a!ld paralysing the 
activities of the Central Government, ,thich must 
remain the nerve centre of our activities until 
provinces art able to stand on their legs. Critics 
who dndulge in a sweeping condemnation of 
these financial arrangements have not come forward 
with any alternative proposals and have concentrated 
their efforts on destroying it root and branch. Let 
us look at the situation from a broader point of view. 
On the first of March, 1937, the Government of 
India provided for a total net revenue on the exist­
ing basis of taxation of Rs. 79·99 crores, and an 
aggregate net expenditure of Rs. 83·41 crores. The 
Budget of the Government of India introduced last 
month shows only a slight variation. Nowthisamount 
may seem very large to people in India. As a matter 
of fact, the e'ntire income of the Government of 
India is exceeded by the income of some American 
cities, as New York. The income of the City of 
New York is higher than that of the Government of 
India, and almost approximates to the total income 
of the Government of India and provincial Govern­
ments. The Budgets of the Central Government 
for the years provide for a revenue of almost fifty 
p~r cent from Customs, while the Central Excise 
Duties and the Corporation Tax yield nearly 9½ 
crores. Taxes on incor,ne other than Corporation Tax 
yield nearly 13 crores. It is probable that tfie 
Income Tax A~t recently passed by the I.egislature 
may bring nearly 3½ ..crores more; Salt yields 
another 8¼ crores; though the estimate of Govern- · 
ment of .India is an und~r-estimate. These are 
the major sources of revenues out of which .. 
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the Federal Governrnent is expected to organise 
an efficient machinery for the Government of 
the country at large. Nobody has O yet advocated 
the distribution of customs between me Provinces 
and the Centre: it is rightly reserved for the Central 
Government, as without it, it would be impos­
sible for the administrative machinery to function. 
I am, however, doubtful abouf the Income-tax. I 
feel that the provinces ought to get a larg~r percent­
age than fifty from · this source, and the '- provincial 
governments have been seriously handicapped by 
the paucity of their resources. If an extra 3 crores 
had been allotted to the provinces, it would have 
been possible for the ministers to show the reality 
and potency of their newly acquired rights. As it 
is, th~ ministers are attacked for doing little for the 
uplift of the masses, and they repeat the stereotyped 
replies in which ministers under the dyarchical 
system invariably indulged-lack of funds. The 
provinces have a feeling of genuine grievance against 
the Centre for the way in which a substantial pro­
portion of income-tax has been taken away from 
them, though it had been explicitly declared in the 
first Peel Committee that the whole of income-tax,. 
after deducting ·collection charges, was to be reserved 
for the provinces. 

On the whole, it must be .. stated quite frankly 
that the sckeme actually devised was. the l;lest that 
could be designed in the circurnstances. Criticisms 
have been levelled against speci-nc parts of these 
proposals, but they lose .. most of tht:ir force by 
absence of any constructive scheme. If critics· 
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could prepare an · alternative ~cheme and place 
it before the public for expert examinati6n, it would 
undoubtec:Uy lift the discussion to the plane of con­
structive con'£ribution to the solution of a baffling 
probliim. But I have yet to come across a 
plan of this kind, and I feel that until some 
such proposal is before the public, the present 
system holds the field . . _The Central Government 
may utilise the provisions of section 137 and impose 
a surcharge"on succession and stamp duties, terminal 
taxes and taxes on railway fares and freight. I do 
not think the yield from these surcharges will be 
considerable, nor is it probable that the Central 
Government will levy them immediately. If 
a high rate of surcharge is imposed, the yield 
from this source will be proportionately redt.-ced, 
and the provinces will be the chief sufferers 
though the Central Government will, under section 
137, distribute the net proceeds among the units of 
British India. There will naturally be frequent 
consultation and co-ordination between the Central 
Government and the Provincial Governments, on 
the rate of succession and stamp duties, and it is 
inconceivable that a very high surcharge should be 
irrwosed by the Central Government without the 
consent of the British Indian units. A further 
precaution is embodie,d in section 141 of the Act 
which lays down tha(,no bill or amendment •which 
imposes Qi vari~s any tax or duty in which-,provinces 
arc interested, or which affects the principl<;s on 
which under any oft the foregoing provisions of this 
chapter moneys are or may ''be distributed to pro­
_\inces or states, or which imposes any such federal 
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surcharge as is ni'entioned in the Act, shall be 
introduced'i or moved in either Chamber of the 
Federal Legislature except with the previous sanc­
tion of the Governor General in his discretion. The 
Governor General shall not give his assent fa> the 
introduction of any bill or the moving of any 
amendment as aforesaid unless he is satjsfied that 
all practicable economics an.cl ail practicable measures 
for otherwise increasing the proceeds of f (?deral taxa­
tion or the portion thereof retainable by the federa­
tion would not result in the balancing of federal 
receipts and expenditure on revenue account in that 
year. It is suggested by some critics that this would 
enable the Federal Government to impose any taxor 
duty on any province and that it might be embarrass­
ingly easy for the Governor General to give his sanc­
tion to the introduction of this measure: This criticism 
ignores the intimate relationship that will and must 
subsist between members of provincial and Federal 
Legislatures. The members of both these bodies will 
also be active members of their political organisations, 
and it is highly improbable that they would allow 
any Bill to be moved in the.Federal Legislature which 
would adversely affect the finances of their province. 
It must, however, be admitted that the exa~ple . of 
Australia points the other way, and · the words 
"oracticable economies" have been utilised to cover 
a-multitude of acts which are most strongly objected 
to in the -COmmonwealth. Probably, it \\tould have 
been .best if the emergency had· been clearly defined, 
and the action of the Federal Gcwernment restricted 
within narrow limits. I rr,iay refer here 'fo section 104 
in this conne.ction. . As every student of the new At;t 
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knows, this section lays down '., that the Governor 
General may by public notification empower either 
the Fede1p.l Legislature or a Provincial Legislature to 
enact a law with respect to any matter not enumerat­
ed in. any of the lists in the seventh schedule to the 
Act, including a law imposing a tax not mentioned 
in any such list, and the executive authority of the 
Federation or of the .Province, as the case may be, 
shall extend to the administration of any law so made, 
unless the--Governor General directs otherwise. In 
the discharge of the functions under this section, the 
Governor General shall act in his discretion. This 
provision is designed csS'entially to meet an emer­
gency, and it is hardly likely that the Governor 
General will flout the organised opinion of India as 
a whole, and enact a law which is likely to Jllake 
him unpopular with all classes. Nothing is more 
likely to arouse an outburst of national indignation 
than action which impinges upon the rights which · 
are expressly vested in provincial legislatures. In the 
event of an international crisis, calling for the inten­
sive mobilisation of all resources of the country, it is 
not merely the right, but the duty of every executive 
to adopt effective measures to avert a disaster. The 
states are not involved, and the section is confined to 
the federation and the British Indian units. But in 
a crisis of serious magnitude, while the Governor 
General ·may resort fo this section, the Repress::ntarive 
of the Crown will urg~' the States to give ,their quota. 
Judging "'by the glorious example set by the Princes in 
the last Great W~, there is no reason to suppbse that • 
they will lag behind any class in India in making 

-- sacrifices for their country. There may be other cases 
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which fall short of an actual war in gravity but are serious 
·enough to 9emand the inflexible vigilanc~ of lhc 
executive. A financial crisis in London may have .se­
rious repercussions on Indian finances, ' and the 
financial structure may crumble if proper me~sures 
are not adopted to meet this contingency. Such 
.financial crises have occurred in England. I need 
only mention the crises in the years 1713, '1797 and 
1825, when millions of persons were affected. This 
section is designed to meet a situation whi-:::h I hope 
will never arise, but the clictates of wisdom, no less 
than those of caution, imperatively necessitate a re­
serve of power to be utilised in emergencies by the 
central authority. 

Let me-now deal with the contributions of Indian 
States to the federal fisc and its relation -~o the general 
scheme of federal finance. The ideal which was cons~ 
tantly placed before every student of federation was 
equality of sacrifice and equality of contribution of all 
units to the Federal Government. On a prior•i grounds, 
it is not only unreasonable but inequitable that some 
classes of units should escape either partially or com­
pletely, their obligation to the defence of their 
country. Under the scheme as actually devised it is 
proposed that the States are liable to taxation only 
on certain items in the federal list, and theiF total 
contrib11tion to the federal fisc \Vill undoubtedly bear 
an exceedingly small proportion of the total federal in­
_come. The defence expenditure-of the Government 

- uf India consumes nearly half of tbe revenue of the 
Central Government, and ~t appeared to many cham­
pions of British India that ·::m arrangement whereby•· 
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the Indian States paid nothing £$r . the maintenance 
of Indian defence service was mol!)t unsatis­
factory. l, do not think it would serve any useful 
purpose if oM controversies, which are now happily 
forgot.ten, are raked up anew, but it is essential to 
notice that Indian _States have a very cogent and 
effective reply, and it has been given on all occasions 
on which· these derri~m,s have been formulated. 
They have treaties solemnly ratified by the Para­
mount Po'tver in which they were promised 
effective protection against aggression and internal 
disorder. It was on account of this promise that 
most of the States either ceded valuable territories or 
promised to pay a subsidy to the Paramount Power. 
They, therefore, have performed more than their 
share of the obligation, and cannot be asked nmv to 
pay again for ~ervices which entailed considerable 
sacrifice of their dominions, prestige, reputation and 
independence in the past. Moreover, many Indian 
states maintain defence forces which are comparable 
with any troops in British India in efficiency, disci­
pline, and equipment. The State forces are always 
liable to be employed for national aims and purposes 
in times of emergencies, and it seems natural that the 
States having discharged their obligations, the British 
lnclian tax-payer should be called upon to • perform 
his share. 

it would be best if we take the various sections 
of the ~t of_ 1935• :fod point out the~ implica­
tions of these sections so far as Indian Stat~s are 
con_cerned. Duties, of customs, including export · 
duties this ~ subject has• entailed considerable 
discussion in the past, and I do riot propose to go into 
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the question here. ,. It has been the focus of an acute 
controversy, and the Davidson Committee went into 
the question with great care and thoroughQ.ess. There 
are, of course, individual cases of States-which main­
tain their own ports and levy their customs duties. I 
do not propose to discuss specific cases; nor will I 
deal with the various stages through which this 
controversy passed. What i should like to ·emphasise 
here, is the existence of the inherent right of local 
sovereignty enjoyed by the maritime ~tcs. The 
maritime States which have their own sea-ports are 
entitled to and do levy their own customs duties. 
They have enjoyed this right for a long period, and 
have earned it by the skill and zeal they have dis­
played no less than by the higher level of intelligence 
and-material comforts which are the direct consequ­
ences of their administrative efficiency. They can­
not be deprived of this right without their own 
consent, and there are few persons in British India 
who will approve of any action by the Paramount 
Power which directly or indirectly impinges upon 
their authority in this respect. Section 147, 6(b) 
and paragraph XV of the Instrument of Instructions 
requires the Governor General to see that no "Bill of 
the Federal Legislature shall become law, which 
would imperil the economic life of any State, or affect 
prejudicially any right of any State heretof.ore or 
hereaHer recognised, whether "derived from treaty, 
grant, usage, sufferance or otherwise, not being a 
right appertaining to a matter in respect to which, in 

· virtue of the Ruler's Instrument ,.of Accession, the 
Federal Legislature marmake laws for, his State and 
his subjects." ... . 
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The present position is fully explained in the 
Davidson Committee, and as many questioJis of impor­
tance are at issue between the Government of India. 
and some of 'these States, it would not be proper for 
me t~ say anything at this stage. I think that few 
persons will disagree with the general proposi­
tion that tpere shou1d be uniformity in the rates of 
customs duties levied 're!ij)ectively at State ports and 
ports of British India. Again it must be stated unequi­
vocally th.lt treaty rights make it impossible for the. 
Paramount Power to abrogate, modify or repeal any 
of the provisions of t~ese treaties, without the 
consent of the States, unless, of course, there are· 
exceptional circumstances which necessiate the: 
exercise of paramountcy. It must also be admit­
ted that they possess by virtue of their sove­
reignty the right to levy and to retain sea customs. 
duties at their own ports. Again, no impartial per­
son can deny that the existing rates of duties have 
been determined by the Central Government 
without reference to the needs, requirements, and 
policy of maritime States. Moreover, ii must be 
stated that their revenue from this source is elastic 
and substantial, and it plays an important part in­
tl)e organisation of their nation building departments. 
From the point of view of the Central Government. 
it_ may be stated thaJ federation postulates a uni­
form system of customs duties. By uniformity • is. 
meant, specifi('Jllly, u'riiformity in the rate on each 
commodity, in the machinery of collection, and in 
subordination to tke federal authority, nor can it be~ · 
denied that c;oncentration df all customs affairs in one· 

· central authority would be conducive to efficiency 
• 
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.and economy. Tk.ere is undoubtedly a danger 
in the COUJ.petition between the State and federal 
administration of customs administl'ation .. Moreover, 
there have been changes in the fiscal poEcy of British 
India which have enabled certain States to .. reap 
.unfair advantage, and the British Indian tax-payer 
has nc,t reaped any benefit from We duties on Customs 
which several States have levied in a spiri't of fierce 
·Competition with' the rates prevalent in British 
India. To these objections the States have 
impressively pointed out that their subjects 
have no voice in the determination of the 
policy of the Central Government, and the treat:. 
ment by the latter of some States on these point& 
has been high-handed and unfair. Finally, it tnust 
be st.ated that customs duties are recognised as i:he 
principal items in the Central Govern'Inent Budget, 
:and if they are reduced the Central Government will 
be literally unable to function. The customs duties feed 
and maintain the entire defence force of the country, 
.and constitutes practically 50 percent of the total 
income of the Central Government. The history 
-of Viramgam Line from 1905 to 1917, which exten­
ded from the Gulf of Cam bay to the Rann . .of Cutch 
along the British frontier of the Kathiawar Statys 
:is a classical example of the strange policy adopted 
by. the Government of India in their dealings with 
the ma.ritime States. I do not think it would serve 
.any useful, purpose to refer to the_ conference of 
maritime States held at Mount Abu in 1927, and the· 
reimposition of the Viramgam Line. To any one 
who has studied the histofy of this Line from 1905, it 
would be perfectly clear that the Government of India 
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who were an interested party wefe not only judges 
but also the executants of their ownv decisions. 
A proper £curse ' would have been to refer this. 
matter to an° independent tribunal and to imple­
ment'° its decisions without delay. One of the 
strongest argument~ which can be alleged in favour 
of Federatjon consis\s in the· complete failure of the 
Central Government to Cl.>nsult the Indian States in 
the inception and execution of policies in which 
Indian Stat~s _are vitally interested. I will not pur­
sue the dreary history of the Viramgam Line further,­
nor will I comment upon the highly developed 
technique to which the Central Government invariab­
ly resorted in their conferences and negotiations with 
Indian States. Whatever the ideological reasons for 
the surrender of such rights may be, however strongly 
some of us may feel with regard to the nature of 
rights which time has rendered almost obsolete,. 
\Ve have to admit that there is not a single State 
which would be willing to give up these rights. 
It is difficult to sustain an argument in the face of a 
deep-rooted sentiment, and it cannot be denied by 
any one who has moved in the States that these rights. 
are regarded as an insignia of their sovereignty. They 
are the visible symbols of a feeling which is deeply 
cherished by almost all maritime States. Again,, 
for_ some States, it involves issues of suprell)e 
importance to their• ,,economic existence.· The 
life of a .., State.is sometimes bound up~ with the 
growth and developrnent of its ports. Indeed O mari­
time States have not contemplated - and do not con-· 
template no\v - the surrencler of this right. No 
(;ompensation, however high it may be, will induce 

• 
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-them to change lhcir opinion. The Davidson 
Committee~suggested a compromise whereby mari­
time States will be enabled to retain in -their own 
hands the value of duties on goods imported through 
their ports for consumpt.ion by their own suujects. 
though it might involve some slight diminution of 
federal revenues. The difficulties inherent in the 
application of this principl~ are clear enough. It 
would be impossible to assess precisely the values of 
duties on goods imported through State ports for con­
'.Sumption by the State subjects, and some supervision 
by the federal authority would be necessary. Such a 
provision might conflict with treaty rights, and the 
Crown cannot think of imposing it on the States witl;l­
-0ut their consent. Supervision of States customs by 
federal customs officials will be resented by the States 
:and may produce considerable friction. 'On the whole, 
-it would be preferable to have a working compro­
mise on the lines indicated above. though it must be 
-confessed that the difficulties are serious enough. 

Let me now give tentatively my main conclusions 
-on this vexed probleqi. The Viramgam Line as 
actually established and worked should be abandon­
ed, and no such line under any other name should be 
established anywhere else. I can suggest no other 
practicable alternative than the one suggested above, 
whereby States would be enabled to retain the 
duties on goods imported through their own ports 

. for consumption by their own subjects. This is the 
best course that can be suggested1 but it is subject to 
the essential proviso th.at the consent of the State 
-concerned is obtained, if they feel that any of thei .. . . 
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existing rights are affected. I r~ect as entirely im­
practicable the sugge!:>tion that all such cight should 
be surrendered on payment of compensation. Very 
few States wo'hld agree to this proposal; even if some 
States> actually consent, the amount demanded by 
them will be so large that it would be impossible for 
the Feder:.,) Govern&.ent to find sufficient funds to 
pay the enormous amount that will be demanded 
by them. I am of course speaking of a general 
allround r~linquishment of such rights by the 
maritime States. It is always · possible to effect a 
settlement in particular cases. I believe that this 
has been done in a few cases and should be 
attempted in other cases. 

It may be objected to by constitutional purists of:hat 
the Indian Feaeration will not be a reality unless the 
Federal Government has exclusive right to levy and 
collect customs duties throughout India. The obvious 
reply to it is that the Indian Federation is sui generis, 
and unless we take the realities of the Indian situation 
into account, we shall never be able to achieve a 
genuine harmony and solidarity of sentiment between 
the two units of Indian Federation. We cannot ela­
borate a constitutional structure with the embarrass­
ing facility of Abbe Sieyes; we have to conceive a 
pl<!,n in wJ:iic~ innu1!1e~ble groups and_ vafied interests 
would move m eqmp"1~~d harmony hke planets in a 
constellation. • ,. 
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Yesterday, I dealt ,vith som~ problems of Federal 
Finance; today I shall deal with some of the other 
problems with which the provinical Governments, 
the Central Government and the Indian States, will 
be faced. I have confined myself to the provisions 
of the Government of India Act of 1935 . as otherwise 
it would be impossible for me to discuss numerous 
other problems which have been the subject of 
discussion during the last ten years. 

Internal customs duties.-Many Indian States 
possess the right to impose customs duties on their 
land frontiers. On principle, the exercise of this 
power by units of a Federation is inconsistent with 
the basic principles c.,f federalism. Internal free­
dom of trade in every part of India is an ideal which 
must be kept constantly in view: and component 
un~ts of th<:;: Federation should be generally debarred 
from levying internal <;t;i.§toms duties. The Act rightly 
safeguards.free irade between provinces of British 
India, and it cannot tle denied that inland customs in 
Indian States will _ia troduce complications in federal 
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administration. It si.1ould certainly be our endeavour 
to have free.dam of trade among all the units of the 
Federation. That this right sets up a strqng barrier 
to the growth of a fully developed I'ederation, is 
undeniable. But the financial stability and, eco­
nomic development of many Indian States depend 
upon the yield from these, duties, as they 
form a substantial proportiop o; the income of some of 
the powerful States. It would be highly detrimental 
to the economic life of a State to give up this power, 
so that it may conform to a fixed and immutable 
ideology, and few delegates insisted on the abolition 
of this right. They knew that no State would agree to 
this course and most of them knew that realism and 
ideology moved in different spheres, and were rarely 
bro"..lght into contact. The pure theory of federalism 
pointed one way, Indian conditions unbesitatingly 
indicated an entirely different direction altogether. 
Had this principle been adhered to many Stat~s 
would have had to part with this power before they 
entered the Federation. It is needless to state that 
no State would have agreed to this course, and the 
Federal scheme would have simply remained a 
paper scheme. Hence, though the new constitution 
has established freedom of trade amongst units of 
the British Indian Federation, it has wisely refrained 
from applying it to- the Indian States units. Here, as 
elsewhere, custom, usage, and treaty rights must be 
given the fullest recognition ar1d the States should be 
left free to evolve some alternative system which will 
take their place. These duties are really allied to 
terminal taxes and octrui duties and c:mnot properly 
be called customs duties in many cases, 
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It has been suggested thc?.it item 44 of the 
Federal List could be so utilised by the Federal Go­
vernment as to render nugatory the righF of Indian 
States to i11tezmal customs duties. The item includes 
"duti~s of customs, including export duties''. These 
items, it is contended, may enable the federation to 
prohibit the import or export of goods across a cus­
toms frontler, and the fatter can be defined by the 
Federal Government so as to lie on the land boundary 
of a State. o Such an interpretation i::; inconsistent 
with the specific provisions of .the Act. The Peel 
Committee discussed inland customs duties, and 
though they approved their abolition in principle, 
they felt that it should be left to the discretion of the 
States to be effected in course of time as alternative 
sources of revenue became available. For 111any 
States inland 0ustoms duties represent a source of 
income which is second only in importance to land 
revenue. vVe cannot expect any State to give up this 
right, as it is an extremely important source of income 
to many States. All that need be done at the present 
stage is to maintain the restrictions which the Go­
vernment of India have imposed on certain States in 
the past. It is of course impossible to effect relaxa­
tion of existing commercial treaties, as was done by 
the Inter-Portal Convention with Cochin and Travan­
-core which was signed in 1865. So far as the legal 
position is concerned, the States have retained, their 
right to impose these an:ties, and it is inconceivable 
that the Government pf India should try to get round 
the Act by shiftiqg their frontiers on the 1and- . 
boundary of ,a State. If they do so, action would 
certainly be taken under section 108 (1) (f) of the Act, 
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while Paragraph XIN' of the Instrument of Instruc­
tion to the .-Governor-General effectively safeguards 
them against such actions. The ; Gov~rnruent of 
India Amending Bill1 1939 aims at facilitating the 
administration of customs throughout British ~ndia, 
and will not affect the existing rights of Indian 
States, so far as external or inter,.1al customs duties 
are concerned. Item 19 in U.e Federal 'List deals 
with the "import• and export across customs frontiers 
as defined by the Federal Government". It may be 
argued that item 19, may enable the Federal Govern­
ment to alter their customs frontiers, but the most 
authoritative interpretation that can be put on this itern 
is that it is concerned exclusively with the Federal 
frontier of India which is defined in section 311 (1) of 
the Act. Hence the apprehension of some Indian 
States docs not seem to_ me to have. bce,'l based on any 
reasonable or legitimate ground; however, to reassure 
the States on this point, it is, in my humble opinion1 n~­
cessary that the matter should be clarified in the Bill 
for the Amendment of Government of India Act of 
1935, which is now before the House of Commons. 
Such a step will reassure the States. 

Section 140 of the Act provides that du ties on salt, 
Federal duties of exci~e and export duties shallbe levi­
ed and collected by the Federation, though- an Act of 
tlie Federal Legislature may provide for pay~ent, out 
of the revr:11ues of the Federabon, to the Provmces and 
to the federated States, to whic.h the duty extends~ 
sums equivalent to the whole or 1.ny part of the net 
proceeds of that duty, a1'ld these sums ,shall be dislri 
uted amo~g the Provfoccs and States in accordance• 
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with such principles of distribution as may be 
formulated by the; Act. The Percy Comlnittee cal­
culated th.rt the income from this source will be incon­
siderable, and the Memorandum of the Government 
of India tended to confirm this impression. This will 
be a powerful lever. in the hands of the Federal 
Governme;nt as tf1e. imposition of countervailing 
excises on steel and suga'r has brought in a substan­
tial amount. "Goods", as defined in section 311 
"include all

0 

materials, commqdities_ and articles." 
It may, therefore, be contended that this item may 
authorise the Federal Government to impose a duty 
on agricultural commodities of all units and the Federal 
Act may be so framed as to wipe out a part of the 
land revenue as well as the proceeds of a tax on 
agricultural in~ome by the Federation levying a cluty 
on agricultural produce. The objection seems to me 
to be prefectly groundless as the land revenue is the 
mainstay of all Provincial Government, and if the 
incidence of land revenue is ·directly affected, the 
representatives of all Provinces will relentlessly op­
pose such a measure. The framers of the scheme 
contemplated that countervailing duties would be 
levied on the import of all articles on which an excise 
duty was imposed by the Federal Government. 

. Corporation Ta.x:-This is defined in section 3 H 
and may be briefly summed up as a super-tax on the 
profits of oompa~ies 'Yhich are in excess of Rs. 50,000. 
The Ruler of a federated State may pay a sum"eqm- . 
valent to the .yield Yrom thi~ tax in his State and the 
Corporation Tax will then not be levied in his State. 
'fhe tax will be levied ten years af ~r the e·stablishment; 
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" of the Federation. This is a counterpart of 
the Incom~-Ta."" · which will be confined to British 
India. It was felt by the represcntativps · of British 
India that the Indian States should be called upon to 
contribute to the revenue of the Federation and·many 
States put up a desperate resistance to the imposition 
of this measure. It was oppo~ea by the ,Nawab of 
Bhopal on beht\lf of the Princes' Chamber when he 
spoke on the report of the Federal Finance,Committee; 
while in the Third Round Table Conference, the 
matter was again thr<1shed out and the ability, ex­
perience and brilliance of many of the States' re­
presentatives were mobilised to oppose the encroach· 
ment of their sacred domain. The Joint Select 
Committee however retained it, and it is now a part 
of the Act of 1935. A number of moc;lifications and 
suggestions were introduced later on by many re­
presentatives of States, but the original proposal _of 
the First Peel Committee held the field. This is the 
one important tax which will apply directly to 
Indian States; as the Income Tax is confined to 
British India. There are few impartial persons who 
will oppose this measure, as it is this item on the list 
which was deliberately designed by the first Peel 
Committee in order that the lpdian States 
units may be obliged to contriq_ute their 
proportion to the federal exchequer. It w.as felt by 
the British Indian delegate£ that as the British 
Indian taxpayer will have to sh_ouldc.r the ~urden, it 
is or.!y fair that the Indian States sho .. Jld contribute 
a small amount. The pix will apply Jo States a£ter 
the establishment of- Federation, and only a few 
highly industrialisecl. States will be affected by il. 
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The yield from this tax will ''bear •only about- 20 
per cent of the t?tal yield from income t,six: which as 
stated previously will be paid only by the British In­
dian tax-payer. It is calculated that the yield from 
Indim. States will amount to nearly 2¾ crores. 

Salt<:-We are thrown into the vortex of an 
acute controversy in c:lealing with this subject. The 
normal demand of India, excluding Kathiawar and 
Cutch, isn~arly 2 million tons of salt per annum or an 
average of 12 lbs. per head of · the population. Of 
this, nearly 75 per cent is produced in India itself, 
and with the exception of 10,000 tons of salt from 
the Punjab, is derived from solar evaporation of salt 
water or brine. The remaining 4,50,000 tons are 
imported. I do not propose to deal with, the 
chequered history of the curious technique and one­
sided bargains which the masterful proconsuls of the 
Government of India had evolved in their dealings 
with some Indian States on this point. Some States 
complained before the Davidson Committee of the 
method employed by the Central Government in 
forcing these agreements, but the logic of fail accompti 
in which they had acquiesced in the past, 
proved too strong for the Committee; and they 
refused to tearup the old agreements, or discuss 
tl;ie medieval methods of crude bargaining in extorting 
favourable terms. Prf§Cription throws a pall 0ver the 
actions oJ. our ~cestors and prudence is a happy com­
panion to stcl.rk rcal'ism. It is obviously diffi,~ult to 
secure the restoration of these rights in 1939, and · 
apportion praise and blam•e between the two parties 
for what occurred nearly eightf _years ago. Suffice, it 
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to state that the Ceiitral Government entered into 
agreements,~ with Indian States \\'.:hich possessed 
salt works and operated them and placed e1e surplus 
in the markets of British India. The' East India 
Company resorted to the cumbrous devic'e of 
establishing invertebrate cordons which sprawled 
across thousands of miles and inv·ulved an enormous 
expenditure. One of the most' important of these 
cordons stretched for 2,472 miles from the Indus 
to the Central Provinces, and was guarded by an 
army of 13,000 officers and men at a cost of 
16¼ lakhs of rupees. There are some vivid and 
humourous accounts of this Chinese wall as it were, 
'\\=hich maintained, fed and clothed thousands of men 
at an enormous cost, and it is an a pt illustration of 
the cirude ingenuity of the Company al}d the vague 
development of the company's sov-ereignty in thick 
forests. The huge impenetrable hedge of thorny 
trees, evil plants, stone walls and ditches through 
which no man or beast could pass without being 
stifled or searched, must have proved a formidable 
banicr to circulation of trade and industry and was 
a visible symbol of the great gulf which yawned 
between two parts of India. The Government of 
India wisely purchased the great Sambhar lake from 
Indian States in 1869-70 and the primitive device 
of ,an unending cordon was consigned to the limbo 
of oblivion. Agreements were. made with nearly 
fifty States;- and uniformity was intrnduceel in the 
complicated mass of petty administntions. The 
price of salt was reduced, more ' efficient methods 
of production were adopted, and transit duties were 
abolished. It must be ,frankly stated that in achieving 
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these aims, some officials dicl not hesitate to 
resort to compul~ion in States where pera')lasion had 
failed, andc)the duty on salt which had hitherto been 
extremely lig'ht, was substantially increased. The 
Davio"!:ion Committee recommended that all restric­
tions on the marketing of salt in Kathiawar should 
be withdrawn and~ the Kathiawar States should 
voluntarily submit to fue collection by Federal 
officers at the source of manufacture, of the A 11-lndia 
excise duty~ Jaipur and Jodhpur have responded to 
this suggestion. The Kathiawar States are vitally 
cpncerned, as they manufacture large quanti­
ties of salt. Though the latter may lose their 
sovereign rights, the Ftdcration as a whole 
will benefit, and I have no dcubt that the abolition 
of all restrictions on the marketing of Kathiawarsalt 
will be conducive to the good of the States. The total 
value of privileges in i;cspect of salt employed by 
Indian States excluding Kathiawar and Cutch which 
were classified as immunities was calculated by the 
Committee at Rs. 38,15,151, and if Kathiawar and 
Cutch were included, the total annual value would 
be Rs. 46,06,157. The Federal Finance Committee 
estimated the net receipts from salt taxation at 
Rs. 555 lakhs which constitutes 6½ per cent of the 
estimated federal revenue. Salt duty is, therefore, a 
very imp9rtant item in the federal fisc. 

O I l l 

Before9I con~lude this item, let me refer here to the 
grievances of , many• States over the manner- and 
method which the Government of India employed in 

~ forcing agreements relating to salt. Many States felt 
deeply the cavalier methods wher~by these agreement~ 
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were forced upon them against their consent. There 
is conside~ble justification for this resentment, though 
it must be admitted that a settlement of this problem 
was vitally necessary for uniformity ot policy and 
administration. The administration of salt dmy on 
a national basis is a very important function of the 
federal gov~rnment, and while local rights'and State 
sovereignty mu?t be scrupulously respected and 
nothing should ·be done _that might directly or indi­
rectly impair the foundations of treaty rights, once 
the latter are surrendered by the States, prudence no 
less than convenience demands that accomplished 
facts must be faced with the best possible grace. 
Hence, I fear, there can be no question of reversion of 
agreements which nearly SO States signed with the 
Government of India. Kathiawar and Cutch stand 
on a completely different footing and the Government 
of India ought to spare no efforts to carry out the 
proposals for a compromise on the lines suggested 
above. The Government of India pay nearly 34 lakhs 
to Indian States; while the provinces receive nearly 
31 lakhs, out of the total income from salt. 

Jncome-Ta.r :-The first Peel Committee placed 
the Income-Tax at the disposal of the British Indian 
provinces and provided that the Federal Government 
aftei; collecting the tax and deducting the expenses 
of collection was to distribute it on principles to be 
determine .. i later on. The representatives. of Indian 
State~ insisted on the maintenarrce of solvency of the 
Federal Government, and in defcrence to the wi~hes 
of the States, a substantial modification was made in 
the original proposal~. Lord Percy's Federal Finance 
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Committee pleaded strongly for financial stability at 
the centre; and the decisions of the T}jird Round 
Table CorJc~encc were embodied in the White Paper,. 
which stipulated that the provinces should have not 
more than 75 p. c. of the income-tax. These propo­
sals were substantially modified, and we have the 
final resu'lt in sectil'.>n 138 of the Act. The Niemeyer 
Report recommended that part of the income-tax 
which can be placed permanently at the 
disposal of the provinces should be fifty per cent~ 
Sir Otto was also called upon to fix the duration of 
the transition period under section 138 (2) (a) and 
he decided that it should be five years. He added:­
" A term of about 5 years would safely cover the 
period during which the Centre would be consolidat-
ing its posi~jon after undertaking the initial adjust­
ments", and this is the length of period which he rccom­
~ended to be prescribed under section 138 (2) (a). 
Finally, he had to fix the percentage which should be 
allotted to the provinces during the transition period~ 
The report accordingly laid down that the prescribed 
sum which during the period the Centre may in any 
year retain out of the assigned 50 per cent shall be 
the whole or such sum as is necessary to bring the 
proceeds of the 50 per cent share accruing to the 
Centre with any general budget receipts from the 
Railway~ up to 13 crores whichever is less." '(he 
different forms of as§iiitance from the Central reve-
nues pr~posed in the Report arc:- 0 

• 
(1) Co.;5t of silbventio~s to deficit provinc;s. The ,, 

Percy Committee must be given the credit ~ 
for a very clear disct.JJision of this prohle!Il 



(2) 

(3) 

{4) 

(5) 
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and for its solution. It pointed out that 
t1't::re are some Provinces which must remain 
permanently deficit provinces, aE<l if they 
are to start on an even keel, it is essential 
that the Federal Government should· give 
a subsidy to such units. Orissa is a classical 
example of such a pro•,·ince. There is no 
possibility of this province standing entirely 
on its · legs. There are other provinces 
which need special assistance before they 
can em bark in calm and clear waters. These 
are Sind, United Provinces, Behar, N.W.F. 
Province and Bengal. The cost of subven­
tions to the U.P., Assam, Frontier Province, 
Orissa and Sind are 25, 30, 100, 40 and 
105 lakhs of rupees respectively. 

Fifty percent share of duty of jute based on 
figures in paragraph 22 of the Report, 
Bengal gets Rs.168 lakhs, Behar 10, Assam 9, 
and Orissa 1 (one) lakh as a result of this 
proposal. 

Sir Otto also proposed an extra 12½ per­
cent duty on jute to be assigned to jute pro­
ducing provinces and here again Bengal 
gets 42, Behar 2·5, Assam 2·35 and Orissa 
0-25 lakhs. 
B,mefitsfrom Debt adjustments. The benefits 
varied from 26·2 for Madras t.o 33 !akhs for 
Bengal. 
Finally, the prospective ·'Share which will 
accrue from income-tax in full after ten 
years, on the assumption that the amount 
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surrendered by the eentral Government 
will be 6 crores. Herc again B~ngal scores. 
ry.eavily, as she will have 120 Iakhs when 
thl1 amount to be placed at her disposal 

-~ after ten years, is fully realised. Bombay 
will have the same amount. 
. ·, 

Let us now summ;msc the financial position of 
provinces as a result of the Niemeyer Report. Bengal 
will be the0 biggest gainer, as she will receive Rs. 363 
lakhs a year. Next comes Bombay with 224·5 lakhs;. 
then Madras with 136·2 lakhs a year. The greatest. 
sufferer is the Punjab, which will receive only 49·7 
lakhs a year. 

I have given this summary to show the great. 
responsibility• which the Federal Centre has assumed 
for the financial stability and solidarity of the 
British Indian units. Representatives of Indian 
States have urged that this amount will be paid out 
of the federal fisc to British Indian units and they 
have complained that it is unjust and unfair to take 
such a large amount out of the common pool, and 
earmark it for a favoured and pampered unit. To, 
this, it may be replied that the ideal federal system. 
would be one under which all federal units would 
contribute on an uniform basis to the federal 
resources. The subsidj9s and other concession:;; given 
to deficit provjnccs ~111 be mainly paid 0ut of the 
income-tax }Vhich -will be levied only in J3ritish 
India, and Indian States have no valid reason for 
their objection to this arrarrgement. The aim which 
the framers of the constitution kept constantly 1!1, 



46 

iview was that all th<, units of British India should 
start this experiment on an even keel and the 
Niemeyer Report is an attempt tu transmute this 
principle into administative efficiency and vigour. 
1 was a very keen advocate of the o~ ginal 
recommendation of the first Peel Committee 
and fought strenuously for them, at various places 
,and on numerous occasiops: I have, however, no 
hesitation in confessing that the solution suggested by 
the Niemeyer Report offers a much bettr;r prospect 
of a satisfactory settlement of an exceedingly com­
.Plex issue. It is inevitable that some provinces should 
feel aggrieved over the share of income-tax and 
other concessions which have been re:ommended 

· under the Niemeyer Report. I feel that Bengal and 
Bowbay have been unduly favcured, while agricul­
tural provinces, such as the United r,rovinces and 
the Punjab, have received step-motherly treatment. 
However, we must not look at this problem through 
spectacles made at Lucknow or Lahore, but from the 
point of view of an Indian whose narrow provin­
cialism is promptly discarded when he is called 
upon lo judge any issue from an All-India angle. 

I may refer here to afew other sources of fede­
ral revenue. We cannot forecast the income which 
the Federal Government will derive from ·State lot­
teries or succession duties. A small amount will 
•Certainly be raised out of taxes 0n the capital value 
of the assets, exclusive of agriculbral land, of indivi• 
-duals and companies. Nor can we,jgnore the income 
which the Federal Go..vcrnment may -derive from 
.taxes on the capital of com,panies. There is no 
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provision in the Act for the distrib11Jtion amongst units 
of the revenues from this list. 

0 

.. Let me ~efer to another item which I mentioned 
earliet. Item 59 refers to "fees in respect of any of 
the matters in this list, but not including fees taken in 
any Court". This is a perfectly just claim on the 
part of the Federatidn,, as it is only fair that the fees 
which are incidental to "the imposition of any tax 
should be appropriated by the Federal Government. 

Having finished this brief survey of Federal 
sources of revenue, I shall deal with some problems of 
Indian States which arise out of the Act of 1935, I feel 
that students of the constitution have paid insuffi­
cient attention to the issues raised by the Report of 
the Davidson cCommittee, nor have the solutions sug­
gested by the Committee of a number of these issues 
been accepted by the States as a whole. The Com­
mittee dealt with subjects of extreme complexity and 
delicacy, and it was inevitable that their 
recommendation on specific items should arouse 
ke<;n controversy and considerable apprehension in 
certain States. It aimed at exploring the financial 
problems arising in connection with certain indivi­
dual States in the light of paragraphs 46 and 47 of 
the Third Report of the Federal Structure Com­
mittee, and it was called upon to decide how far 
and in what respeois'' ' the ideal of federalism is 
affected 9 by gvo µarticular items in ,vhich the 
Indian States ·are vijally interested. There are varying . 
measures of J:?>rivileges and c, immunities enjoyed by 

• certain States, in respFct of customs and ~alt, and in 
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the second categor.J, may be grouped cash contri­
butions and value of ce:ded territories. The Com­
mittee wa~' called upon to advise whether cash 
contributions should be immediately, reduced ur 
eventually extinguished; while, in the case of .s::eded 
territories, it was asked to advise the Government 
as to the amount of compensation which it would be 
worth while for the Federal G0vernment to offer in­
return for the relinquishment of the special priviles 
ges which each State enjoys, or such modification 
thereof as may appear to be an indispensable basis 
for the Federation. 

I cannot go into the details of classification 
adopted by the committee in its treatment of cash 
contributions. Most of them will be found illustrated 
in the treaties, engagements and sanads by Aitchi­
son, and were the logical results of the principle of 
Subsidiary Alliances which was first formulated by 
Lord Wellesley and extended later on. Wellesley 
wrote to the Resident at Hyderabad on February 
4, 180-1-. "The fundamental principle of the 
Governor-General's policy in establishing a subsi­
diary alliance with the principal States of India is 
to place those States in such a degree of dependence 
on the British power as may deprive them of the 
means of prosecuting any measures or of- forming 
a11y confederacy hazardous to the security of the 
British Empire, and may enabfo us to preserve the 
tranquillity of India by exercising a generai control 

· over Lhesc States." I do not wish to trace the 
growth of this system, nor will I deal 
with the different phases t}:lrough which their 
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independent · qnd sovereign -iexistence merged 
imperceptibly into dependence. In the treaty with 
Datta,· we_find for the first time, the omrt'ious word 
'!obedience"\· ,vhile the aggressive policy and 
martial ardour of Lord Hastings converted this 
alliance into "subordinate isolation" in 1813. Then 
followed the policy .of "peaceful penetration" till the 
Mutiny of 1857. The:,• position of the Crown was 
consolidated after the Mutiny, and v.re find the 
perfect exp,ression of this new policy in the letter of 
Lord Reading to the Nizam in 1926. I have referred, 
in the briefest possible manner to a subject which 
has been exhaustively dealt with by many champions 
of Indian States. The development of the doctrine 
of Paramountcy which crystallised in the famous 
saying of the Butler Committee: "Paramountcy is 
Paramount" has been marked by a phraseology 
which is reminiscent of the rarefied technique cf the 
League of Nations. Its chief characteristic is-an 
imposing array of comprehensive phraseology, a 
deliberate and calculated attempt to avoid precise 
definition, and a serious resolve to keep it as flexible, 
elastic and nebulous as possible. 

The cash contributions cited by the Davidson 
Committee had their origin mainly in the period of 
anarchy and disorder into which a large part <?f 
Northern India was thJown by the lack of a vi­
gorous central Gov~Tnment. It would be. a fascina­
ting study to · trac0 each treaty to its source, to 
account for tl:ie inc~slent and accident of some of 
the most stringent provisions of such treaties. and to 
prove that in many q.ses the military aid promised 

4 ' 
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to the States was ,not always rendJred in times 
of need, while the presence of subsidiary troops 
tended to <' extinguish all honpurabfo spirit among 
the higher classes of society and to degrade ancl. 
impoverish the whole people. (Muriro to Ha~ings 
in J.817). Whatever may be the moral and material 
consequences of the principles of paramountcy in 
the past, it cannot be denied that the payment of 
tributes by the J.µdian States is inconsistent with the 
rudimentary principles of federation. The, First Peel 
Committee stated in paragraph 18, "We think that 
there is, generally speaking, no place I or contribu­
tions of a feudal nature under the new Federal 
constitution, and only the probability of a lack of 
federal resources at the outset prevents our recom­
mending their total abolition. We definitely recom­
mend that they should be wiped Qff pmi pasu with 
provincial contributions." They recommended that 
any contribution which is in excess of five per cent of 
the total revenues of a State should be remitted at 
once. The Davidson Committee recommended the 
abolition of all contributions comprised in certain 
specified classes. The contributions that would 
remain, after these four classes have been elimi­
nated, would be those which had been fixed on the 
creation or restoration of a State or on regrant or 
increase of territory. A typical exam pie of this 
class is rvpresentcd by the case of Cooch Behar 
whose Raja agreed in 1774, as ~he price of delivery 
from Bhutan, to pay half the annual revenue of his 
State for ever to the British Gov~rnment. This was 
later on commuted for a .. fixed annual .. premium o[ 
Rs. 67,700 in 1780. Benares affords another instance 



51 
·~\ 

of the same .-~lass. On its creation, or rather 
restoration, in 1YJ11, the State undertook to pay a 
cash contii,butiort calculated on the absis tf the loss 
01· revenue· involved in handing over the sovereignty 
to the, Maharajah. The other two classes of tributes 
are represented by contributions acquired by the 
conquest or lapse of"the original States. This group 
comprises the largest el,J,ss, while, in the last class, 
contributions were acquired by treaty. This class 
comprises 3t tribute-paying States situated in Behar, 
Orissa and the Central Provinces. 

. The recommendations of the Davidson Com­
mittee will give to the States a relief of Rs. 12 lakhs. 
There would still remain tributes amounting to not 
less thans Rs. 63 lakhs a year. If the local corps which 
are maintaine4, by some Indian States, are disband'cd, 
the net amount payable to the Government will be 
re~uced from Rs. 63 lakhs to 53 lakhs a year. 

The formula which will be applied by the 
Crown for financial adjustment between the States 
and British India on their entry into federation 
is indicated in section 147, which provides that His 
Majesty may, in signifying his acceptance of the 
Instrument of Accession of a State, agree to remit 
over a period not exceeding twenty years from the 
date of accession of the State to the Federation, 
any cash contributions l?,aY<!-ble by tha~ State. No· 
contribution shall be ·' ren11tted by virtue,, of any 
such agreeme~.f ~n so"fa~ as it ~xcecds the valu~ of 
any privilege or 1mmumty enJoyed by the State; 
and, what is rr.ost importan~ of all, in fixing the 

€.mount of any paym_ynts in respect of ceded 
., 
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territories, account shall be taken of J~the value ot 
any suclz privilege or immunity. I h.qve not given a 
detailed ad!ount of the immu!lities I and .. privileges 
enjoyed by the States; as it is impossible to deal 
with such a vast subject in a few lines. The eiues­
tion of ceded territories, which loomed large in tbe 
movement initiated by the States, advocates in 1929, 
was also discussed, and the Davidson Committee 
investigated this problem in the course of its peregri­
nations. But the difficulties inherent in sud. an inquiry 
were acutely felt by a Special Committee which 
had been appointed in 1931. The material collected 
by this committte was enormous and those who have 
waded through this mass of facts and figures and 
discussed it with the members know how difficult 
it is to calculate the value of territories ceded nearly 
a century ago in terms of the-year• 1932 when 
the Committee framed its proposals. These territories 
were ceded on the understanding that the net 
revenue or surplus of a ceded district should be 
sufficient to defray the cost of a stated number of 
troops. The difficulties inherent in the calculation 
of value of a territory ceded nearly hundred years 
ago are patent to all. At that time, land _tax was the 
mainspring of the States' revenue while administra­
tion was confined to the task of maintaining law and 
order. It was essentially a Police State, putting 
down rebellion and riots with stern hand,· meeting 
out exempalry justice, and ignoring the clamant de­
mands of a highly organised-Government with a 
supineness which bordered on ~he ridiculous. The 
land revenue has increased considerably' since assess­
ments hav~ piled up, and recei~Jts from other sources 
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form 50 to 60 ~er cent of the income of a province. 
Nation ~uilding\ departments have grow~ rapidly in 
their ran~, influence 'and volume, and nation-build­
ing activities absorb a large:part of the State's income. 
Candns of financial propriety have undergone almost 
a revolutionary change,and an administration is 
exceedingly lucky if tt is free from debt. Surplus in 
almost all provinces is a rare virtue, and a province 
ought to congratulate itself if it succeeds in balancing 
its budget. 'Most important of all, the requirements 
of modern defence have entirely changed the 
medieval methods of warfare current about 150 years 
ago. The army has been mechanised and the 
air arm has added new terrors and new pro­
blems to the harassed governments. Nor is this all. 
The territori~$ were ceded at a time when the boun­
daries of States were in a fluid state and it is exceed­
ingly difficult to reconstruct the history and locality 
of villages after a lapse of hundred to 150 years. 
Even if the ceded territories are identified, the supre­
mely imr,ortant problem of valuation of these terri­
tories remains there. How are differences in financial 
standards, military efficiency and increase in the 
range and volume of State activity to be measured in 
terms of present day rupees? How is it possible to set 
up an objective standard, and apply it uniformly over 
the heterogeneous collection of villages which may 
have been visited by"'tlatural calamities or adminis­
trative ~upineness since the cession? The Davidson 
Committee clid not use the results of the Special 
Committee in theif valuation of ceded territories 
and recommended that the following annual credits · ,, 
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should be allowed in respect of the-. territory ceded 
by tqe und?,rmentioned States. / . 

,h ., 

Baroda: 22·98 lakhs; Gwalior: 11•78; l_akhs; 
Indore 1·11; lakhs and Sangli 1·10 lakhs. 

They recommended that the annual credits proposed 
by them for these States should become effective in 
adjustments with the States in question. pari pasu 
with the reduction of the contributions to be paid by 
the Provinces to Federal revenues. The Hyderabad 
State intimated that the military guarantees for 
which it ceded territories may continue in being, 
and it, therefore, required no such credit. Berar was 
expressly excluded from . the terms of reference of 
the Davidson Committee. The Committee's method 
for effecting financial adjustments with Indian 
States was simple. The debits of one State could 
not be set off against the credits of another. More­
over, certain States have only credits and others only 
debil<; to their account. Again, while it is true that 
in an ideal Federal system there ought to be 
complete uniformity if not equalisation of burdens 
and profits; the circumstances of India are unique, 
as the units arc not homogeneous and show an 
extraordinary variety in area, population, wealth and 
cultural level. It is conceded by all that Fedenl 
authority can be exercised onlx in a limited sphere, 
and State· units will maintain their authurity and 
sovereignty in non-federal spheres. Finally, the 
recommendations of the; committee will apply to 
those States which elect- to enter the Federation. I 
<lo not proi,ose to d~al with oi.her immunities and 
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privileges whi0h are enjoyed by States, as they are 
not •Of c,pnsider~;ble importance, and an~ too long to 
be quoted ip this paper. 

'' Every impartial person who surveys the work 
of the Committee must confess that the members 
worked with grec1.t industry and applied them­
selves to the task in~ bold and courageous spirit. 
There arc, naturally, numerous proposals to which 
strong ob}ection has been taken by many Indian 
States, and it must be admitted that the require­
ments of the Committee's time-table did not always 
synchronise with the need for a patient and care­
ful consideration of the case of many Indian States. 
On the whole, they were free from the prejudices 
which are consciously imbibed by persons whose 
mind works·'in a certain groove, owing to the tradi­
tions and peculiarities of their service. Everyone 
·must admit that without a solution of the main pro­
blems which the Committee set out to solve, the 
prospects of Federation would have been excee­
dingly remote, and the plan might have receded 
into the background. No Federation can be stable 
unless its administrative machinery works with 
irresistible potency and effect in spheres which arc 
regarded as essential for a Federal Government. If 
a unit federates only for a few unimportant 
subjects and reserves its sovereignty over all the 
essentia.l elements of the federal structure, its founda­
tions will bo on quick sands and its stability will be 
of stubble. It wi1l lack the momentum and energy 
of a powerful executive 'and will be dependent foi 
its existence on the =ideology 9£ opportunity. It. will 
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disintegrate into tiny fragments and will be 
devoid of effective sanctions, and thr', moral energy 
and creative vigour which are prcrequisite;­
of all governments. The Committee · stated that 
"If after every adjustment has been made' and 
every consideration which we have mentioned, 
has been taken into account, there is still a sub­
stantial balance against Br:{1sh India, even this 
is not the last \vord. By the very fact of their 
entry into Federation, the States make a contribu­
tion which is not to be weighed in golden scales". 
It was inevitable that in deciding these issues, they 
should have encountered concentrated opposition 
from many quarters. The opponents of the federal 
scheme did not hesitate to call their recommenda­
tions, a bribe to States; \Vhile the fervept advocates 
of British Indian interests felt that the tax payers in 
British India will be called upon to pay subsidy of 
nearly a crore of rupees a year in order that he my 
keep his hesitating and coy partners comfortable, 
happy and gay. The States themselves were not 
satisfied with the principles of valuation fixed by the 
Committee, or with the method adopted by the 
members in their hurried and precipitate· -interviews 
with State officials, etc. Moreover, the Committee 
was not able to suggest an immediate soiuti9n of the 
ve1'ed question of sea-customs, ceded territories 
and other issues. The States were not willing to be 
rushed inb rash measures anct wild !)romii,es, and 
flatly .refused to declare promptly tr..eir opinions 
on several intricate issues whic!1 were and are, 
at once a source of considerable profit, and an 
cm~lem o(. their sovereignty.•· If we look at the 
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problem from the view point of ~a scientific student, 
we will have ri:) hesitation in declarina that the 
solutie,n ·bSJhe issues discussed by the tommittee 
,:vas vitally 'fiecessary for the new Federation. It 
must'be admitted that in their recommendations they 
struck the balance slightly in favour of Indian States. 
The poiicy of hesitqtion and delay adopted by the 
States was natural as th~cderal scheme is undoubtedly 
a leap in the dark, and one can appreciate the stand­
point and :5ympathise with the natural hesitation of 
internally independent States to enter a scheme which 
postulates sacrifice of a partof their sovereignty. It is 
inevitable that States which have been reared in an 
atmosphere of sturdy independence and clung to 
their rights with great tenacity and energy, should 
hesitate to navigate in an uncharted sea. ., 

I have given only a brief, and I am afraid, a 
sketchy survey of an exceedingly difficult problem. 
What are our general conclusions on the financial 
arrangements of the federation ? It will be best to 
take the credit and debit side of our account and 
marshal the arguments advanced by protagonists of 
the two parties as clearly as possible. The first and 
foremost objection which is frequently urged by 
British Indian Delegates is that the Indian States 
have been treated with extraordinary leniency. The 
British Indian tax-payer will, it is said, be called 
upon to shoulder tl;ic onerous responsibility of 
financin~ the ., federal structure, and the States will 
-contribute only a small fraction say, four to five 
per cent, to _the 11ormal revenue of the Federal 
Government. They will n6t contribute their legiti- · 
_mate quota even for the custol11;s duties. It is true 
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that the federal government will im,.pose upon them 
export dutjes, excise duties, salt amt · corporation tax 
after ten years, but the proporlion which ~½6 inco111e 
from these taxes bears to the total revenues of the 
federation, is so small that it can hardly exceed, five 
per cent. The States will not be called upon to pay 
taxes on income, and taxes on tr.e capital value of in­
dividuals, assets or of compa'r\'ies. On the other hand, 
it must be pointed out that the States will be 
required to bear their share of the extraordinary 
taxation to which almost every Federal 
Government has been compelled to resort, besides 
surcharges on stamp duties in respect of Bills of 
Exchange, cheques etc. It is true that the surcharges 
are not lildy to yield . a substantial revenue, nor 
will the proportion of States' share to the total revenue 
from these sources be considerable. On the 
whole, it must be admitted that the amount contribut­
ed by the States will be relatively small. I have 
stated the view of the British Indian tax-payer with 
considerable frankness, as I feel that this issue bulked 
large in our discussions for four years in London, and 
the traditional prejudices of the protagonists on both 
sides seriously vitiated the discussion. The States' con­
tentron is that their contribution to the federal fisc is 
in exact proportion to their population ·an_d this pro­
portion will go on increasing until the Federal Govern­
ment has been inaugurated They meet the main 
objection ,)f British India by pointing _ out tlie direct 
and i~ndirect ways in which they contribute to the 
d~fence of India. In the _5.rst pla~e, the;: total expen­
diture of States on theit army is n:)t less than two 
crores per year; i~ . the seconJ place, they ceded 
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valuable tracts of land which are now paying sub­
stantial revenue .. in return for guarantees of military 
pro~ect_i6)~-~W- the_ thi_rJ place, t_hey c<?~triti'ute throug~ 
the mc1dence of mdirect taxation ansmg from man­
timc·'customs, salt duties, etc., levied by British India~ 
and last.>ly, some States maintain highly efficient forces­
which did brilliant w9rk during the great War, and 
can be embodied in times of war in the national army_ 

I have thought it necessary to analyse the main 
arguments advanced by protagonists on both sides,. 
iri order that the issues may be clarified. I feel that 
it is difficult for the most impartial and scientific 
student of this problem to maintain an attitude of 
complete detachment in discussing this problem; and 
it is probable that I myself suffer from a prejudice 
in favour of British India. I submit, however, that. 
this issue can only be discussed in a spirit of 
compromise and give and take; and judged entirely 
from this standard, it must be admitted that the 
States will bring into the Federation a freshness of 
outlook and a capacity for handling the practical 
problems of administration, which will prove 
exceedingly useful to the representatives from British 
India. The representatives of Indian States are 
likely to be men of practical ability, well-versed in 
the intricacies of administration and intimately co,n­
versant ivith the n~ds and requirements of their· 
areas. .1gain, it must be confessed that i~ determi­
nation oi tho econo'mic and fiscal policy of y;ntral 
Government"\ Indi:th Statefa have rarely been consult-· 
ed: they have so far been the Cinderella of the Cen-' .. , 
tral administration. 'fhe Histo;r of the Vir~mgam. 
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line and the negotiations of the Government of 
India with . the maritime States shov:' how many of 
these difficulties could have been avoidc>.q)"irt Indir;1.n 
States had their representatives in:· the Central . 
·Government. Again, we must lift the question of 
Indian States contributions to a higher plane and 
,evaluate their entry into the Fe<jeration in terms of 
national solidarity, and n.ti.ional unity. Dreams, 
visions and ideals cannot be expressed in the langu • 
. age of the stock exchange, and the price 'paid by a 
united India for these "favours" to Indian States will 
be so small as to be almost negligible. 

Let me deal with a few points which have 
:.aroused controversies:- ·• 

Revenues of the F ederatiou. Section 136 states 
that the revenues of the Federation include all reve­
nues and public monies raised or received by the 
Federation and the expression revenues of the 
Province includes all revenues and public monies 
raised or received by the Province. The States are 
not included in this definition, and this seems to me 
to be perfectly fair, as the States retain their 
.sovereignty except in certain specified spheres, and 
.it would be a violaiion of their trcatie~, if their re­
venues had been pledged by a Federation .. :which has 
no power over the resources of a Federated State. 
The Provinces, too, have been given wider powers; 
section 162, defines the scope of .these .. powers; 
while section 164 provides for loans t-ry1 the Fede­
ration, or gives guarantees in res~ect of loans raised 
•hy the Federated States. This will certainly help the 
Federated,Statcs, though it is a. moot point whether 
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extended facilities to some Stai'es will not increase­
the temptation : to borrow unnecessarily. There are· 
States ,~~~~,sh are a model of financial propriety, and 
I .. should lie--pardoned if I particularly mention 
Barosa. On the other hand, there are certain States,. 
which have mortgaged a substantial proportion of 
their revenues to the Federal Government; and it is. 
not certain whether fu~~e facilities will really prove a 
blessing to such States . 

.,i 

Let me here also refer to • another point which 
has produced considerable confusion in the minds. 
of some people. It is stated by some that the Federal 
List confers on the federation not only powers of 
Legislation and administration over the subjects. 
comprised in the List, but also the power to levy 
a tax on all the items comprised in the list. This is a 
point well worthy of consideration, though the pro­
vision of the Act is explicit enough, and all the 
items on which taxation can be imposed are clearly 
specified. 

I will conclude this lecture by referring to the 
vexed question of sovereignty. This has naturally 
aroused the apprehension of States, and it is not 
surprising to find acute anxiety mixed with suspicion 
in the minds of many States on the development 
ot the federal execqtive. Lord Bryce compared 
the American fedt:ml system to a great factory 
wherein,. two.sets of, machinery arc at work, their 
revolving whrcls a1iparently intermixed, their bands· 
crossing one .71.nother, yet e~h doing its own won:• 
without touching or h1mpering the other. The aim of 

•• r~ ":'.. ,. , 
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the framers was to· keep the Federal Provincial 
-Governments and States in their allotted spheres and 
to prcven t c'Dllision and friction., The repre~$~~tives of 
provincial Governments and States Go·: ernments in 
the Federal Legislature and the Federal Exect:.tive, 
will keep a vigilant eye on the working of the 
central Government. The federal Government is 
a government of delegated ari:(.i> specified powers, 
and the sovereignty of Indian States is supreme in the 
sphere in which it has not federated. -The posi­
tion was very clearly put by Sir Samuel Hoare in 
his evidence before the Joint Select Committee in 
1933, in answer to Query No. 7,000. Sir Samuel 
said " The whole basis of our federal scheme is that 
we do not interfere in the internal management of 
States except to the extent that they have surrender­
ed powers to the Federal Governmeht." This is 
the basic principle which permeates the Act, and 
there is legitimate ground for suspicion and anxiety 
among States over the provisions of the Amending 
Bill which has recently been introduced in the 
British Parliament. It was accepted by all parties 
in the Federal Finance Committees of 1931 and 
1932 that land customs constituted an .. important 
source of revenue for many States, and the latter 
could not be deprived of these rights Without their 
<:onsent. The attempt to amend entries 19 and 44 
in the Federal List and to insert a new Section in the 
Act does impinge upon the rights of such States, and 
affects their income from land customs. ,. 

.. J 
_ - The relation betwe.en ''the Federal ·and States-
administrations were defined in paragraph S, Head (B) 
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of the Report of the Third Round' Table Conference. 
It provided that . the constitution should recognise 
arrange11::1~ts for the ap.ministration by tlr!: States on 
bt!half of th'&-..Federal Governments of Federal sub­
jects 6hrough the agency of staff and establishments 
employed and controlled by themselves, but that 
any such arrangements should be subject to condi­
tions to be expressec'.f 'i·~ the constitution enabling 
the Governor-General to satisfy himself by inspec­
tion, or othecrwise, that an adequate standard of admi­
nistration is maintained. Section 125 of the Constitu­
tio.n Act was specially designed to reassure the States 
on the question of the exercise of their sovereignty in 
the administration of Federal laws. In fact, paragraph 
5 referred to above, had recognised that the "relation­
ship" of the Federal Government with the States 
cannot be in all respects identical with that wh1ch 
will obtain in the provinces. " Here, as in the United 
SL.Yes of America, two parties will grow up, one 
advocating a strong central government and the other 
championing the rights of constituent units. vVe have 
been accustomed to the unitary form of Government 
in India for such a long time that it is natural for 
us to assume that sovereignty is undivided, and 
must be shared by one and only one body. Such a 
conception of the working of a federal government is 
fundamentally wrong. The States federate only for a 
fow specified subjects and retain their sovtreignty­
over the rest of sub~ects unimpair~d. A ffderation 
postulates divrsion of sovereignty, and an Indian 
State and a 1"rovinc;ial Government will be as truly 
sovereign in ttheir allotted~ spheres as the federal­
Government within the sphere specifically reserved .. ' 
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to it. It must also b~ admitted by all students of the 
constitution that the sovereignty of Indian States is 
inherent a--ad not delegated., It is ess~nt-ial that 
Indian States should be reassured on this point, afi:d 
the amending Bill in the House of Commor~3 has 
raised a number of highly controversial issues which 
have seriously affected the attitude of the Indian 
States towards Federation. ".: fhe Report of the 
Hydari Commi~tee has not yet been published, but 
the summaries publishC;;d in the pa!Brs tend to 
confirm the impression that the Bombay resolution 
of the princes was the logical result of the acme 
anxiety which many Indian States have felt regarding 
the implications of the Amending Bill, which has 
been wisely shelved for the present, and will'not be 
dis<iussed by the British .Parlament till next autuihn 

In constructing a formative framework for a united 
India, we have to subordinate the claims of stati~tics 
to the nobler claim of a united patriotism, embracing 
India in her totality and universality, and bringing 
before us the vision of a mighty land. The cost to India . 
of attaining national unity and solidarity is not too 
high for the realisation of a dream of twenty centurie~. 
Many people in British India forget tha.t a federal 
government has a natural tendency to expansion, 
which works irresistibly, without the ·· knowledge 
and ink;ntion of the framers of the constitution. 
This has been found by Americans in the working of 
theirconst;tution. The expansiv~_ forcepf the national 
Government has proved much stfongcr than the States 
of America, and this te11dency !las p :evailed, not 
tnrough conscious effortsf but through 'the inherent 
elemeQts of .~trength which th'i Central Government 
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· possesses. The constitution thus devised is not immu· 
table and inflexible, and must be adaptcd\Clto a con­
stc\.9tly chai~ing world, lo new phases of thought and 
emotif!n, new beliefs in the realms of ethical philo­
sophy and physical science. As the great theolo­
g~an, Cardinal Newman, gracefully puts it:-" In the 
higher world it is ot~nvise, but here below to live 
is to change, and to be ~perfect is to have changed 
often". The Indian constitution is exceedingly 
young. It h0as not had time to settle into an envi­
ron._,.ment or the environment to fake it to its bosom. 
Wnen it mobilises the dormant energy of our people 
and organises an effective machinery for our 
development, the issues of the Indian States' 
cont;ibution to the federal fisc will seem petty, trivial 
and insignificapt. I feel that the barren discussions 
in which the ' explosive energy of certain zealots 
seeII_1s to have been consumed, ought to give way 
to fhat spirit of moderation and faith which sustain~d 
the framers of the Constitution during the years of 
their toil. In estimating the value of any assets in a 
momentous enterprise, we must not be hidebound 
by narrow and lynx-eyed theories of finance. If we 
want a greater India, we must be prepared to_ pay a 
noble price for it. None can say that the pnce for 
such unity is too high. By this price, we shall make 
this great and glorious land of ours as great and -
p·owerful as any nation in•,the world. Let.us have 
infinite faith in her desfiny and let us march 1orward, 
melting and casting h~r varying strains into a sing~c, 
solid ingot V•Te sh£1 succf ed only through unity 

. . \ . " A " and this must remam our passport. · men .. 
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