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III. TECHNICAL MATTERS RELATING TO INCOME-TAX

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

“ (5) Apart from the constitutional requirements in connection 
with the integration of federal finances in States—wide 
paragraphs 37 and 40 of Part I of our Report—certain im
portant issues of a legal nature will arise in connection with 
the actual taking over of “ federal” subjects in the States 
by the Centre.
This is a difficult subject upon which we are not qualified to 
offer competent advice. We have endeavoured, however, to 
indicate below the main features of what we conceive will be 
required in order to establish continuity of proceedings” in 
regard to all “ federal” subjects—whether relating to revenues, 
expenditure or Service Departments—at thi? point of their 
transition from the States to the Centre ; .......................

(а) Almost every “ federal” subject is dealt with in the States, 
as in the rest of India, under powers conferred by appro
priate legislation consisting of relevant Codes, Acts, Ordi
nances and Statutory Rules and Regulations. Subject to 
the limitations indicated below,—-which are designed to 
secure legal “ continuity” of pending proceedings and 
“ finality and validity” of completed proceedings under the 
pre-existing State legislation—,we think the whole body 
of State legislation relating to “ federal” subjects should 
be repealed and the corresponding body of Central legis
lation extended proprio vigore to the States, with effect 
from the prescribed date or as and when the administration 
of particular “ federal” subjects is assumed by the Centre.

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

(e) Such State Courts (except Courts of final appeal from 
orders of the State High Courts) as may in fact correspond 
to particular grades and classes of “ British Indian” Courts 
(Civil and Criminal) may have to be statutorily ‘ ‘ recognised” 
as “ corresponding judicial authorities” for purpose of 
dealing with cases arising in the States under the “ federal” 
laws of the Union of India ; and the Supreme Court in 
India will have to be made the Court of final appeal from 
decisions of the State High Courts to the same extent 
as in the case of Provincial High Courts .

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

10. We now deal with certain other legal matters especially concern
ing income-tax.

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

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

(3) In making assessments according to the Indian law in respect
of income, profits and gains of periods referred to in sub-para
(2 ) above, certain transactions of the periods upto the prescribed 
date (which, but for federal financial integration would be 
outside the ambit of the Indian law), should be dealt with, 
if possible, not in accordance with Indian law but in accordance 
with the State law concerned. The particular transactions 
referred to are those covered by Act XXII of 1949 and the 
undermentioned provisions of the Indian Income-Tax Act,

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

Our intention is that the benefit of the above proposal should 
be restricted only to the assessment of incomes accruing in 
the States up to the prescribed date. This can, perhaps, 
best be done by executive instructions.

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

(a) The definition of “  British India”  in Section 2(3A) of the 
Indian Income tax Act will require to be so modified as 
to include specifically and without any antecedent 
limit of t im r - the territories of the States integrating with 
the Centre on ft-der.il finance. Unless this is done, it w ill be



impossible effectively to administer the Act from the pre 
seribed date, since many of its most important provisions 
e.g., those relating to computation of income,have reference 
to the state of affairs in the “  previous year” , and others, 
e.g., those relating to “ residence” , have reference to the 
state of affairs in several years preceding the assessment 
year.
There will be no danger of the suggested amendment enab
ling Indian assessments to be made for any year earlier 
than 1950-51, since the amendment of Section 1(2) of 
the Act—its “extent of application” —will be effective 
only from the prescribed date.

(&) The provisions of Section 4(b) (iii) of the Indian Income- 
tax Act will require modification in relation to States so 
as not to render taxable incomes arising without the State 
(other than in the Provinces of India) in pt nods perior to 
the prescribed date and remitted to the States in any 
previous year (before or after the prescribed date), to an 
extent more than they would have been taxable under 
the State law itself.

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

II. Certain other technical matters which will arise in connectio11

with Income-tax are dealt with below :— concerning^
Income-tax:

(1) (i) Under the Indian Income-tax Act, incomes, profits or Remittances,, 
gains accruing or arising in Indian States are not taxable in 
India, unless they are received in, remitted to or brought 
into “British India” , or are deemed to have accrued or arisen 
or been received in "British India” , in the “ previous year” .
This position must continue unchanged in respect of transac
tions upto the close of the “previous years” of the States’ 
assessment years 1949-50.
(ii) Remittances to the States from “British India” (or any
where etee) prior to the end of the “previous years” of the 
Siai&o' assessment years 1949-50 would have significance 
only in relation to the pending assessments of the States.
Their relevance to the corresponding Indian assessments 
would be, not qua remittances, but only qud “ information” , 
e.()., as material (under Section 34) disclosing possible escape
ment of income which might (had its existence been known) 
have been otherwise taxable under the Indian Income-tax 
Act in any case.

(iii) Fuuds which may be already (physically) in the States 
at the close of the “previous years” of the States' assessment 
ye ars 1949-50 should not be treated as “remitted” to ‘ ‘British 
Indh ” ■ ub^equently by the mere fact of financial integration 
*‘T ' u consequence merely of the changed definition of 
“ I}riii"h IndiV\

u
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(iv) Any movement of funds to/from the States from/to the 
present “Bristish India”  after the end of the “previous 
years” of the States’ assessment years 1949-50 should have 
no significance qua remittances, being merely an internal 
movement of funds within “British India” (as redefined). 
If, however, such remittances from States happen to be 
out of the profits accruing or arising in the States after the 
close of the “previous years”  of the States’ assessment years, 
1949-50, they will be relevant for rate purposes, since, 
under the scheme of gradual raising of State rates set out 
in Section II of this Memorandum, such profits (if remitted 
to India) would be assessable at the full Indian rates.

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

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

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

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

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

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

(b) With regard to any Industrial Corporations now in enjoyment Industrial
of such immunities, it will be necessary to examine the princi- îons^8"* 
pal items of the taxation concessions granted to them. Each * 
case must be dealt with on merits, the general objective 
being to continue in their favour for some reasonable period, 
not exceeding ten (or fifteen) years, the existing concessions, 
if they happen to be more favourable than those admissible 
under the Indian Income Tax Act itself (e.g., in the case 
of newly established industrial enterprises).

(c) Industrial and Commercial enterprises wholly owned and State Gov-
operated by States at present enjoy immunity from federal emment’s 
taxation within their respective territories. As regards the ^ ^ umty 
incomes, if any, accruing or arising to these enterprises “ Federal”  
within “ British India” , however, their liability to Indian Taxation; 
Income-tax and other federal taxes is governed by the Gov
ernment Trading Taxation Act, 1926, which provides that 
they shall be chargeable in respect of such income,

(i) to Income-tax, as if they were “ companies” ;
(ii) to any other tax, as if they were “ individuals”  or “associa

tions of individuals” .
In other words, their position in respect of liability to federal 
taxation is not dissimilar to that of Provinces under Section 
155 (1) of the Govt, of India Act, 1935. If , therefore, 
federal financial integration in respect of any State should 
become effective under the present Govt, of India Act, no 
special difficulty will arise, since the present degree of 
immunity will effectively continue under Section 155(1) of 
that Act.
But Article 266 of the Draft Constitution will, if enacted, intro
duce a radical change ; it will make the income of such en
terprises liable to federal taxation, irrespective of the place 
(“ within the territory of India” ) of its accrual. This is 
subject only to the very limited exemption contained in the 
“ Explanation”  to Article 266. The problem so arising will, 
however, affect not only the Indian States and Unions, 
but also the Provinces; and we have no doubt it will accord- 
ingly be examined in all its bearings in the Constituent 
Assembly of India before this Article is enacted into Law.
It is not, therefore, necessary (nor, perhaps, would it be 
p oper) for us to express any opinion on the merits of the 
proposed Article 266 of the Draft Constitution. We cannot, 
however, overlook the fact that if it should be enacted in 
its present form, it will have adverse consequences upon the 
finances of Indian States, to the extent that they are now 
dependent upon the tax-free income from those enterpriseŝ * 
in some States such income is considerable.

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

(d) If the continuance of any of the immunities referred to in 
the preceding sub-paragraphs cannot (as we think) be 
ensured by executive instructions or statutory (exemption) 
Notifications, necessary powers should be taken by appro
priate legislation.

(4) Except in Travancore, there is no Income-tax Investigation 
Commission in any State. Should the Travancore Commis
sion still be functioning at the time of federal financial inte
gration, all cases pending with it should be taken over by th& 
Indian Commission. The disposal of those cases will, how
ever, (as in the case of pending assessments) have to be in 
accordance with the pre-existing Travancore Law.
The Indian Commission has already the power to call for 
such information as it may require from any person—includ
ing Banks—in the States. This power has been conferred 
upon it by legislation recently passed in the States. It 
will be for the Commission to decide whether such State 
legislation should be replaced by the Indian Acts under 
which it functions in the Provinces of India; if so, the Indian 
Acts should be extended in their territorial application to 
include the States also.
No State-assessments (other than those already under investi
gation in Travancore) should be referred for investigation 
to the Indian Commission, since all such assessments of 1949- 
50 or earlier years and, therefore, all cases of evasion in States 
in those years, would be governed by the laws of the States.

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

(6) We have dealt with the “ divisible pool” of Income-tax in 
paragraph 34 of Pf rt I of our Report, which is reproduced 
below lot convenient reference :—
“At this stage, we invite the attention of the Government of 
India to the need for taking up, as soon as possible, the re
vision, of the existing distribution to Provinces of the pro
ceeds from taxes on income. This was specially brought to 
our notice by the Goverment of Bombay, Areas which 
wer̂  formerly Indian States havf1 recently been add^d to the 
Provinces of Bombay, Bihar, Orissa, Madras, East Punjab 
and the Central Provinces. There are, further, the change 
in the existing basis of distribution recommended by the 
Expert Committee on the Financial Provision? of the Union 
Constitution (paragraphs 50-56 of its Report).
After orders ar*' parsed on the proposals contained in our Re
port and financial integration takr-s effect in States, further
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revision will become necessary. In this connection, we recom
mend that there should be no departure whatever from accept* 
ed principles (such as may be applicable, from time to time, 
to provinces) in connection with States, neither as regards 
the proportion of the net proceeds of income-tax which should 
constitute the divisible pool, nor as regards the proportion 
thereof Which may be rllocated to individual States. And 
th^re should be no separate divisible pool for the Stats, ex
cept wh*re, over a transitional period, the rates of ieo me- 
tax may (as proposed by us) be lower than the full ncdian 
rates; some ad hoc temporary arrangements would bln per
missible in such cases only.”

{7) In some of the covenanting States of Rajasthan Urron, a . „
system of “ Royalties”  is in force in connection with certain o^puted by 
industrial enterprises ; Similar arrangement may exist in reference 
other States also. These, in so far as the “ Royrlties”  are to Profits, 
computed by reference to the Profits of such concerns, 
should be dealt with as follows :—

“ Royalties” computed by reference to income or profits are 
of the nature of taxes on income and so cannot continue 
to bo imposed by the States after federal financial integra
tion becomes effective. After the prescribed date, they will 
be substituted by incomG-tax in the ordinary sensfe. The 
bearing of this upon any pre-existing concessions in the 
matter of “ income-tax” will require careful consideration, 
for it may well be that th(- conversion of such Royalties 
into “ federal” income tax may render the continuance of 
any of th  ̂pre-existing concessions superfluous.
Any profit-sharing arrangements between States and parti
cular industrial concerns, after payment of ‘ ‘federal”  taxes on 
income, will of course remain unaffected by what has been 
said above.

IV. OTHER TAXES ON INCOME AND TAXES ON
CAPITAL, ETC.

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

Liability to the assessees in respect of returnable E.P.T. deposits 
and in connection with any refundable portion of the E.P.T. previously 
levied by the States will have to be taken over by the Centre ; similarly 
the lixbilitv to *rive credit for collections made against “provisional”  
ssessmcnU.

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

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


