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INTRODUCTION 

I, the Chairman of the Public Accounts Committee, as authorid by 
the Committee, do present on their behalf this Seventy-Seventh Report of 
the Public Accounts Committee (Sixth Lok Sabha) on paragraphs relating 
to Mrect Taxes included in the Report of the Comptroller and Auditor 
General of India for the year 1975-76, Union Government (Civil), Revenue 
Receipts, Volume 11. 

2. The Report of the Comptroller and Auditor General of India for 
the year 1975-76, Union Government (Civil), Revenue Receipts, Volume 
11, Direct Taxes, was laid on the Table of the House on 13 June, 1977. 
'The Public Accounts Committee ( 1977-78) examined the paragraphs relat- 
ing to Direct Taxes at their sittings held from 1 to 4 February, 1978. The 
Public Accounts Committee ( 1977-78) considered and finalised this Report 
at their sitting held on 19 April, 1978. 

3. A statement containing conclusions/recommendation.s of the Com- 
mittee is appended to this Report (Appendix 11). For facility of refercnce 
these have been printed in thick type in the body of the Report. 

4. The Committee place on record their appreciation of the assistance 
rendered to them in the examination of these paragraphs by the Comp 
troller & Auditor General of India. 

5. The Committee would also like to express their thanks to the officers 
of the Ministry of Finance (Department of Revenue) for the cooperation 
extended by them in giving information to the Committee. 

NEW DELHI; 
April 24, 1978. 

-. ---.-. - - 
Vaisakha 4, 1900 (S). 

C. M. STEPHEN, 
Chairman, 

Public Accounts Committee. 



CHAPTER I 

IRREGULAR ALLOWANCE OF RELIEF IN RESPECT OF NEW 
INDUSTRIAL UNDERTAKINGS 

1.1. Under Section 805 of the Income-tax Act, 1961, where the gross 
total income of an assessee includes any profits and gains derived from a 
new industrial undertaking, the assessee becomes entitled to a tax relief 
in respect of such profits and gains upto six per cent per annum of the 
capital employed in the undertaking, in the assessment year in which the 
industrial undertaking begins to manufacture or produce articles and also 
In each of the four assessment years immediately succeeding. 

1.2. In a case where there is unabsorbed depreciation or loss in the 
new industrial unit in an earlier year. the depreciation and the loss have to 
be carried forward and set off against the profits and gains of the unit in 
the subsequent years before determining if any deduction is allowable 
towardds tax free profits. 

1.3. In another case, a newly es~ablished industrial undertaking of an 
assesscz-company commenced its business in the assessment year 1965-66. 
The unit was entitled to the six per cent tax holiday for the assessment 
ycars 1965-66 to 1969-70. The unit did not, however, record any profits 
or gains for these assessment years. While the relief due for the assess- 
ment years 1965-66 and 1966-67 could not be carried forward for adjust- 
ment under the law then prevailing, the relief due for the years 1967-68 
to 1969-70 was eligible for carry forward and set off against the profits of 
the new industrial undertaking upto the assessment year 1972-73. This 
deficiency towards 803 relief aggregating Rs. 2,60,09,763 was set off by 
the Department in the assessment year 197 1-72. This was irregular us the 
new industrial unit made a profit of Rs. 3,32,62,015 only in the assessment 
year 197 1-72 while the unabsorbed depreciation and development rebate, 
compQted on the basis of the working results of the unit, stood at 
Rs. 5,42,86,431 which had first to be set off. After this set off, there 
would be no profit left to adjust thc deficiency on account of the 6 per 
cent tax holiday. As the Department allowed the relief of Rs. 2,60,09,763 
incorrectly in computing the total income of the assessee which waa a 
positive figure including income from other sources, there was underchaw 
of tax of Rs. 1,43,05,370 in the assessment year 1971-72. 



1.4. The Department of Revenue and Banking have stated that the 
assessment was made in this case on the basis of Law Ministry's advice 
o* the point. Subsequently, on the basis of an audit objection in another 
case, the Board had reconsidered the entire issue and issued general instruc- 
tions in March, 1976 in accordance with the audit view. They have added 
thg I.& reopening of the assessment in this case in the light of the sub- 
sequent instructions would create several complications. 

[Paragraph 30(ii)(b) of the Report of the Comptroller & Auditor 
General of India for the year 1975-76, Union Government (Civil), Revc- 
n'ue Receipts, Volume 11, ' ~ i r e c t  Taxes.] 

1.5. The Audit paragraph has brought to light a case where an errone- 
din concession by way of an inadmissible tax holiday relief was allowed 
to a paper mill company (Orient Paper Mill 1, a company belonging to the 
Birla Group, during the assessment year 1971-72 resulting in an under 
charge of tax to the tune of Rs. 1.43 crores. 

1.6. Orient Paper Mills Ltd, owns two paper mills--one at Brajraj- 
mgar (Orissa) which went into production in 1939 and the other at Amlai 
( M a p  Pradesh) which started manufacture in February, 1965. 

1.7. The examination of this case is dependent on the intention and 
scope of Section 80-J of the Income Tux Act, 1961. There have been 
three important judicial pronouncements on this. These are:- 

1. 

( i )  Judgement of Madras High Court in Ashoka Motors Ltd. Vs. 
C. I. T. Madras (41 ITR 397). 

(2) Judgement of Madras High Coun in Rajapalayam Mills Ltd. - (38 ITR 677). 

(3) Judgement of Punjab and Haryana Hi9h Court CIT. Patiala 
Vs. the Patiala Flour Mills Co. ( P )  Ltd., Patiala (I.T.R. 16 
of 1974). 

L,e& Provisions 

1.8: Section 15 ( c )  of the Income-tax Act 1922 had stipulated that:- 

"Save as otherwise hereinafter provided, the tax shall not be pay- 
able bg. an assessee on so much of the profits or gains d&vcd 
from any industrial undertaking (or hotel) to which this see- 
tion applies as do not exceed six per cent per annum on the 
capital employed in the undertaking (or hotel), computed in 
accordance with such rules as may be made in this behalf by 

I the Central B d  of Revenue." 



1.9. Section 805 ( 1 ) of the Income-tax Act, 1961, reads as under:-- 
"Where the gross total income of an assessee includes any profits 

and gains derived from an industrial undertaking or a ship or 
the business of a hoteI, to which this section applies, there 
shall, in accordance with and subject to the provisions of this 
section, be allowed, in computing the total income of the asses- 
see, a deduction from such profits and gains (reduced by the 
aggregate of the deductions, if any, admissible to the assessee 
under Sec. 84H) of so much of the amount thereof as does 
not exceed the amount calculated at the rate of six per cent - 
per annum on the capital employed in the industrial undertak- 
ing or ship or buiness of the hotel, as the case may be, com- 
puted in the prescribed manner, in respect of the previous year 
relevent to the assessment year (the amount calculated as afore- 
said being hereafter, in this section, referred to as the relevant 
amount of capital employed during the previous year)." 

Judicial Pronouncements 
! .  - . ._  . 

( i )  Ashoka Motors Ltd. 

1.10. On 4th October, 1960 the Madras High Court in the case of 
Ashoka Motors Ltd. Vs. C. I. T. Madras (41-ITR-397) held as under:- 

"The object. of this section ( 15C of Income Tax Act, 1922) is ob- 
viously to encourage new industrial undertaking by providing 
that a certain part of the income should be exempt from tax. 
The exemption is made available for a period of five years 
from the comrnenccmrnt of the working of the industrial un- 
dertaking. The scope of the exemption appears to be perfect- 
ly clear; the scction states that where any profits or gains 
arc derived from any industrial undertaking, that portion of 
it to the extent of six per cent on the capital employed in the 
undertaking shall bc exempt from tax. Firstly, the profit in 
question must be derived from thc industrial undertaking, a d  
secondly, the maximum limit of the exemption is also provided. 
It is, thus, clear that bcfore an assessee can be eligible for any 
exemption, them should be profits. If there are no profits, no 
question of granting the exemption arises. It is equally clear 
that the profit in respect of which any exemption is available 
should be derived from the undertaking. 

Clearly, therefore, a distinction is made between an assessee and the 
industrial undertaking. It is the assessec that is granted the 
exemption on the profits or gains derived by him. It is not 
the industrial undertaking which is granted tbe exemption treat- 



ing such industrial u~~dcrtaking as a separate unit of assess- 
ment. The object of granting this exenlption is to encourage 
the establishment of new industrial undertakings. That would 
be wholly defeated if the exemption is to be granted in res- 
pect of the profits derived from business of other kinds even 
though the same assessee conducts such business side by side 
with the iildustriill undertaking. The conclusion is irresistable 
that in this case of even such composite business carried on by 
the assessee, it is only the profits of the industrial undertaking 
that would be eligible for exemption." 

( ii ) Ra japalayarn Case 

1 . I  1. The Madras High Court had, in the caw of Rajapalayam Mills 
Ltd. (78 1TR. p. 677) examined the scope of the exemption under the 
erstwhile section 15C and held ihat unless a profit was disclosed in a 
particular year by the new industrial undertaking after setting off all past 
losses of the undcrtaking. the relief cont:mplatcd in section 15C would not 
be availed of. In their Judgement datcd 3rd January. 1970, the Madras 
High Court observed as under:- 

"Section I5C speaks of profits or gains derived by the industrial 
cstablishmcnt and not thc iissessee. A clear cut dichotomy is 
maintained between the stctus of an assessee and that of a 
newly established industrial undertaking ushered in by the 
asscssec. The asscssee is cliffcrcnt from the new undertaking. 
The profits and gains derived from an assessec is dimerent and 
differently treated under sc:tion ISC from that of the ncw 
industrial undertaking. Such segmentation which is projected 
in the section postulates a tliffcrcntial trcatment between the 
parent assesscc and the ne! born undertaking. The former's 
tax affairs, therefore. cannot bc slided into that of the latter 
for the latter to gain thc statutory cxcmption under section 
15C. Under the mechanics of the section, the fiscal individua- 
lity of the ncw undcrtakin! iq maintained and i t  acts on its 
own without reference to t l~c  asscssee and its composite trad- 
ing activity, though such a I assimilation is allowed genmlly 
under the tax laws for the computation of the totality of the 
assessable income of t he a ;scc;sec. T h u ~  interpreted. Section 
15C is self-active and the lrndertaking pinc; or fails to ~vai1 
the exemption according to its earning a profit or otherwise, 
on its own without referent: to the assessee." 

(iii) Ministry of Im'r Advice of 1973 

1.12. On 19th May. 1973. the Cen ral Board of Direct Taxes referred 
to the Ministry of Law for atlvicc the case of Tribcni Tissues Ltd. This 



case was of a similar nature as decided by thc Madras High Cour~  (Raja- 
palayam case). While submitting the statement of facts of Trikni, the 
Central Board of Direct Taxes, concluded that:- 

"For purpose of deduction under Chapter VIA, section 80B(5) 
defines 'gross total income' us the total income computed in 
accordance with the provisions of the Income-tax Act, 1961 
before making any deduction undcr the said Chapter or under 
section 280-0. It will be seen that the scope of section 805 
(1 ) is much wider than section 15C of the Indian Income-tax 
Act 1922 and is also substantially different from the scheme 
of section 15C ol the Act of 1922. This definition needs to 
be emphasiscd in the light of the case of Rajapalayam Mills 
Ltd., quoted above, wherein the scopc. of cxcmption under 
Section 1SC of the Income-tax Act, 1922 has been considered. 
In that case the Madras High Court had held that unless there 
was a profit disclosed by the industrial undertaking after set- 
ting off all past losscs etc. the relief contemplated in section 
15C cannot be availed of. The decision of the Madras High 
Court cannot be applied while considering a claim under sec- 
tion 80J of thc Inconx-tax Act, 1961. Section 80J talks of 
"gross total incomc" of an assesscc. whcrcas section 15C res- 
tricted th: "profi:~ or g ins  derived from any industrial under- 
tiiking". I n  vicw thermf, i f  in any  >ear the new industrial 
undertaking ha$ disclosed profit thc deduction contemplated 
under section XOJ will be itvaiiablc and there does not appear 
to be any warrant to say that such a deduction can be allowed 
only if thcrc is ii profit in respcct of the new industrial under- 
taking after setting off earlier years' losses, unahsorkd Jepre- 
ciiltion and/ or dcvclvpmcnt rcbatc resew though these have 
alrcndy hccn set off agiiinst incomc of existing units in the 
relcvant assessment >CiII S. I f  ;I loss, depreciation andfbr deve- 
lopment rchatc relilting to the nc\\ industriid undcrtahing have 
been set oll agihst incomc from othcr existing )cars in the 
relevant accounting \'L\iirS. they do not survive for consideru- 
tion in subsequent years. 

The Madras High Court's decision lays down that for purposes of 
relicf under section IS<'. the income of a unit has to hc token 
in isolation frvnl other inconles and thc relief allowed after 
set ufl of all the dcprcci;ition ;tnd development rebate of the 
unit brought forward from carlicr years against the income 
of that unit nionc, evcn though as a matter of fact, i t  has been 
set off agi~inst income from orher sources. The provisions of 
section 80J arc dilTcrcn~ in terms in  comparison to section 15C 
of the Indian Incomc-tar " k t .  1922. In vicw thereof, the 



assessee company is entitled to the relief under section 80J 
for assessment year 1972-73." 

1.13. Agreeing with the aforesaid conclusions drawn by the Central 
Board of Direct Taxes, the Additional Legal Adviser, Ministry of Law, 
opined in a note dated 12th June, 1973 as follows:- 

"Section 15C of the Income-tax Act, 1922 provides that tax shall 
not be payable on so much of the profits or gains derived from 
an industrial undertaking. . . . . . In order to arrive at the profits 
on which income tax is payable one has to ilrrive at the assess- 
able profits. 

Section 80J. however, says that if the gross total income of an asses- 
see includes profits from an industrial undertaking, then, de- 
duction shall be allowed upto six per cent of the capital em- 
ployed in such industrial undertaking. In other words, section 
80J does not refer to assessable profits of such an undertaking. 
What all is required under that section is that the industrial 
undertaking should make profits and gains in the relevant 
year. In view thereof T agree with the conclusions drawn in 
the preceding note. 

I mentioned this case to J. S. (A )  who agreed with my above 
views." 

(iv) Patiala Flour Millr Co. ( P v t . )  Ltd. case 

1.14. On 28th October, 1976. the Punjab and Haryana High Court 
delivered a judgement in the Patiala Flour Mills Co. (P)  Ltd. (ITR 16 of 
1974). The facts of this case are that this assessee carried on several busi- 
nesses, amongst which was a cold storage business. a new industrial under- 
taking within the meaning of section 80-J of the Income Tax Act, 1961. 
It was put up in the accounting year corresponding to the assessment year 
1967-68. The company did not make any profit in the Cold Storage busi- 
ness though it did in its other business. The losses, the unabsorbed depre- 
ciation and the unabsorbed development rebate attributable to the Cold 
Storage business during the Assessment Year 1967-68, 1968-69 and 1969- 
70. were adjusted against the profits of the other business while comput- 
ing the total income of the assessee for those years. There was no loss, 
depreciation or development rebate which had remained unadjusted and 
which was available for adjustment during the assessment year 1970-71. 
For the assessment year 1970-7 1 there was a profit of Rs. 1,s 1,011 from 
the Cold Storage business. The assessee wanted to adjust the profit against 
this 'deficiency' under Section 80J of the Income-tax Act for the year 
1970-71 and against the 'deficiency' of the earlier years permitted to be 



carried forward under section 805 (3). The Department contended that as 
the losses, depreciation and development rebate of earlier years pertaining 
to Cold Sklrage business had already been adjusted in computing the total 
income of the assessee for those years, such losses, depreciation and deve- 

' lopment rebate of earlier years should once again be adjusted against the 
profits of the Cold Storage business for the assessment year 1970-71, not 
for all purposes but for the very limited purpose of arriving at the con- 
clusion that there were no profits and gains from the Cold Storage business 
against which, the 'deficiency' under section 80J could be claimed. Ac- 
cording to the Revenue Department for the purpose of computing the total 
income of the assessee for the year 1970-71, the profits and gains from the 
cold storage business was to be taken as Rs. 1.5 1,011 and included in the 
total income but for the purpose of Section 80J, the profits and gains of 
the Cold Storage business was to bc treated as a loss so as to deprive the 
assessee of the benefit of the 'deficiency'. In other words, the whole of 
Rs. 1,51,011 was to be included in computing the total income without any 
deduction for 'deficiency'. 

1.1 5. In their judgement delivered on 28th October, 1976, Punjab and 
Haryana Hihg Court. (C.I.T. Patinla V.F. Patiala Flour Mills, Patiala I.T. 
(Reference 16 of 1974) had ruled that:- 

"The Tribunal rightly in our opinion. did not accept the con!en- 
tion of the Department. . . . . . There is nothing in the language 
of Scction 805 to warrant the contention of the department. It 
appears to be opposed to the language of section 80J. Having 
included a sum of Rs. 1.5 1.01 1 from the profits and gains oE 
the Cold Storage busincw in the total income of the assessee. 
we do not sec how thc Revenuc can urge that it should not 
he considered as iricluded in the total income for the purposes 
of Section 80J only." 

I. 16. The vicw of the law pronnunccd in the citse of Ashoka Motors 
Ltd. Vs. C.I.T. Mndr;ls ( 4  1 ITR 397) on 4th Octohcr. 1960 was reiterated 
hv the Madr:~s High Court in the case of Rnjapalnvani case (78 ITR 677) 
in their Judgcmcnt on 3rd January, 1970. 

1.17. The following scquencc of events is discernihlc in the case of 
Orient Paper Mills : 

(1) On 9-10-1972, Oricnt Papcr Mills addressed a lcttcr to the 
Chairman. Central Board of Direct Taxes requesting that neceq- 
sary instructions may bc issued to thc Commissioner of Incnmc- 
tax, West Bengid I to instruct the I.T.O. to issue certificates 
under Scction 197( 3 ) that the Dividend declared hy thr com- 
pany for the years ended 31-3-7 1 and 3 1-3-72 amounting to 



Rs. 56,63,268 and Rs. 89,08,109 respectively is exempt from 
tax. According to the company whereas the I.T.O. was of 
the view that the principlzs laid down by the Madras High 
Court in the casc of Rajapalayam Mills Ltd. Vs. CI'T M a d r a  
(78 ITR 677) werc applic~blc in their case, as per the opinion 
of their legal advisers thc principles enunciated by the Court 
in the Rajapalayarii Mills casc were not applicable in their 
mse. To  support their chim, the company furnished a copy 
of the opinion given hy a rctircd Chief Justice of India accord- 
Ing to which the principles in tlw Rajapalayam Mills were not 
applicable in their case. On 25-6-73 and 7-9-73 the company 
sent reminders to the Ron-d about their case. 

On 1 I - 12-1 972. thc Coni.nissioncr of Income Tax, West 
Bengal-111 referred the caw of Tribcni Tissues Ltd. and sought 
opinion of the Board on correct interpretation of Section 805 
and 80K. The Cornmissioncr's own view on this matter was 
that as section 805 of thc ncw Act was substantially different 
from the Section of Section 15C of the old Act. the 
decision taken in 7R ITR 677' can havc no application. The 
Commissioner opined that "There is no scope for the IT0 to 
recompute the profit of thc new undertaking as a separate 
unit. as laid down in 78 JTR 677* in conneckm with the 
interpretation of Section ISC of the old Act. 

On 18-12-1972 CIT. West Bcngi~l furnished a report on Orient 
Paper Mills in which it ii!ter alicl stated: - 

(3)  Recently, C.I.T., West Ben.:al-Ill has sought for the instruction 
of the Board about the ap l .kh i l i ty  of the principles laid down 
in Rajapalayam 1-td. casc under his letter No. 14048/Asstl./ 
61-98/72-73 dated 11-1 ?-72 in thc casc of Tribeni Tissues 
Ltd. in which a similar qucs:ion arosc. In thc circumstances, 
no separate discussion i \  heing m~tde by nw on this point. 
Board's decision in thc caae qf Tribeni Ltd. will be applied in 
d l  the c a m  of similar type." 

(4) On 12-6-1973. the Ccn t r~ l  Roard of Direct Taxes obtained 
the advicc of the Law Ministry in the casc of Tribeni Tissues 
I.td. wherein thcy cxprcswd the view that decision of Madras 
Hirth Court in Rajapalayam casc was no longer velid ns pro- 
vicions of Section ROJ of the lncome Tax Act, 1961 were 
different in terms in comparison ro ~cctinn 15C of the Income 
T a x  Act. 1922. 

---.- --- - --- .-- -.  . - - - .- -- " - - - --..- ...- 
* Rajapala yarn Case. 



(5) MIS. Tribeni Tissues Ltd. and M/s. Orient Paper Mills Ltd. 
were asked by the Board on 19-6-1973 and September 1973 
respectively to contact the Commissioners of Income Tax con- 
cerned. Communications issued to these companies were 
endorsed to the Commissioner of Income Tax West Bengal-I 
and 111 enclosing thereto a copy of the aforesaid advice given 
by the Ministry of Law. Based on this advice, the Income 
Tax Officer completed the assessment of MIS. Orient Paper 
Mills Ltd. for the assessment year 1971-72 on 7-3-1974. 

(6)  A new unit belonging to Alcmbic Glass Works Ltd. started 
production in thc previous year rclevant to the assessment year 
1967-68. Relief under Section 50-J was allowed by the 
Department to that unit from assessnlent year 1967-68 onwards. 
In this case too, Rajapalayam caw was not applied. Audit, 
therefore, objected to that assessment in paragraph l9(ii) ( a )  
of the 1973-74 Report on Direct Taxes and pointed out that 
the consensus of judicial opinion led to the following guide- 
lines : 

"(1  ) in the case of any aclsessee managing more than one indus- 
trial undertaking, each undertaking should be treated sepa- 
rately for the purpose of relief under section 80-J. separate 
records of depreciation. dcvelopmcnt rebatc and losses 
brought forward bcing maintained: 

( 2 )  the profits and p ins  of thc ncw units should be computed 
in the normal nlanncr by ;ipplying sections 28 to 43 for 
allowance of rclicf undcr the scction: 

(3)wherc thcrc is unahwrbed dcprcciation and loss in the new 
undertaking carried forwtrd from cnrlicr years. the dcpre- 
ciation and loss will hwc to bc set off before determining 
the extent of deduction that ciln he allowed in the assess- 
ment year. I t  is thus cstnblished that a notional assessment 
to determinc the rclicf iidmissihlc under section 80-1 to a 
new unit has to bc carried out." 

Thereupon. thc Ministry rc-examined thc issues involved and 
decided on 21-2-1975 to accept thc audit ohjcction. Follow- 
ing the acceptance of audit ohjcction in the case of Alenlbic 
Glass Co.; the Board issued it circular on 4-3-1976 (Ap- 
pendix. . . . ) to ill1 the Commissionsrs to follow the Rajapn- 
layam case. 



(7)  Audit Memo. on Orient Paper Mills was received by the I.T.O. 
dealing with the case in the Calcutta Central Commission's 
charge on 5-4-1975. h a 1  Audit Report was received by 
him on 11-9-1975. 

(8) Draft Audit para (on Orient Paper Mills) was received by 
Board on 16-8-1976 with CBrAG's letter No. 2078-Receipt 
A-IIj21761 dated 11-8-1976. 

(9)  Judgement of the Punjah and Haryana High Court was deli- 
vered on 28-1 0-1 976. This Judgement vindicated the advice 
given by the Ministry of Law in 1973 in the case of MIS. 
Tribeni Tissues Ltd. on the basis of which the assesments 
in respect of MIS. Orient Paper Mills and M/s. Tribeni Tissues 
were decided. 

(10) Letter sent to Director, Receipt Audit regarding the audit 
objection in the case of Orient Paper Mills on 25-1 1-1976 
stating that re-opening of the assessment would create several 
complications." 

( 1  1 ) Notice dated 28-9-1 977 under Section 154 was sent to Orient 
Paper Mills Ltd, for rectification of its assessment for 1971-72 
on the basis of the audit objection. 

(12) Petition was filed on behalf of Orient Paper Mills Ltd, on 
7-10-1977 before the Calcutta High Court, seeking injunction 
against the proceedings under section 154. The High Court 
has granted temporary injunction directing thc I T 0  to pass 
the rectification order but not to cornmunicatc the same or 
enfora the demand. 

( 1  3 ) Department's special leave Petition asainst the judgement of 
Punjab and Haryana Hieh Court was admitted by the Supreme 
Court on 5-10-1977. Department has requested the Central 
Agency to move the Suprcme Court for consoiidation of the 
hearing in the appeal filed by the Department against the 
Judgment of Punjab and Haryana High C h r t  with the appeal 
of the company against applying in this case the Madras High 
Court decision in Rajapalayam case (The case if ~cheduled 
to be heard on 10-4-1 978) .  

1.18. The Committee desired to know if the way these cases were 
handled by the Department from time to time did not give the impression 
as if no clear criterion or procedure was adopted and the two streams of 



activity were going on at the vame time. In reply, tho Finance Sccretaq, 
said in evidence .that: . . 

"I am afraid that the picture which you have painted is not strictly 
accurate that there were two simultaneous streams of action 
going on at the same time. If these two actions had been 
taken simultaneously, that is to say, if the Board had issued 
these instructions or the clarification based on the Law Minis- 
try's advice to these two Commissioners covering these two 
cases and if it had simultaneously on contemporaneously issued 
a general circular to the Commission to follow the audit view, 
then, of course it would have been a thing which would smell 
very high. But i t  is not so. There is a sequence of events. 
One action was taken in 1973 and another in 1975." 

1.19. Asked what was the loss of revenue involved in the case of 
Orient Paper Mills, the representxive of the Department of Revenue said. 
in evidence: 

"If we take the worst view and assume that the department will 
not succeed in its appeal bcfore the Tribunal, then the loss 
of revenue will be Rs. 21.26.347 by reason of the fact that 
the deficiency or shortfall in profits carried forward, amount- 
ing to Rs. 63,24.669 would lapse in that case. On the other 
hand, if we succeed fully bcfore the Tribunal then the loss 
will diminish to Rs. 4,95,449 because the deficiency that 
would lapse in that case would be only Rs. 34,41.335. It is 
not Rs. 1 crore-odd ;IS the Audit Report makes it appear. It 
is much less." 

1.20. When it was pointed out that even on the basis of what the wit- 
ness had stated, the net relief, in this caw, would come to Rs. 96.17.427, 
the witness said: 

"We are open to correction. Whatever thc figurcs are, they will 
speak for figures are, they will speak for themselves. There 
is no dispute  bout figures. The dispute is on interpretation 
of law." 

1.21. The Committee enyuircd if the tax holiday concession was ad- 
missible only to the profits and gains of the new undertakings and not to 
all undertakings of the assessees takcn together, and if so would it not follow 
that the carried forwafd depretiation, developmtlnt rchate losses of the new 



undertaking had to be kept distinct and taken into account in computing 
profits. In reply the Department of Revenue have stated, in a note, that: 

"This is the vitw of the Audit, which has been accepted by the 
Deptt. The issue is not, however, free from doubt as is seen 
from the judgement of the High Court of Punjab and Haryano 
mentioned above." 

As regards dispute over interpretation of law, the witness said: 

"The Law Ministry's advice is vindicated by the judgement of the 
Punjab and Haryana High Court which is contrary to the view 
taken by the Audit." 

1.22. The Committee asked whether on the basis of Law Ministry's 
Advice in Tribeni Tissues Ltd. case the Central Board of Direct Taxes had 
issued any circular to the Commissioners all over India in 1973 to ensure 
that the law was applied uniformly in all cases. In reply, the representa- 
tive of the Department of Revenue explained in evidence: 

"We did not issue general instructions in 1973. The reason was 
that on the basis of an isolated stray case, we did not want to 
issue general instructions." 

1.23. Asked to state as to why then a circular (Instruction No. 933) 
was issued by the Board subsequently on 4-3-1976 after the Alembic case 
advising the Commissioners to follow the Rajapalayam case, the witness 
explained : 

"The matter took a different shape when the audit highlighted it 
and brought it to our notice. We thought that it was right for 
us to have uniformity in such cases." 

1.24. The Finance Secretary explained during evidence: 

"Frankly speaking, 1 feel that a general circular ought to have been 
issued at that time (1973) by the Board on the basis of Law 
Ministry's opinion but as things have turned out, it is perhaps 
fortunate that they did not issue that general circular because 
had they issued the general circular at that time, as you rightly 
say, the IT0 all over the country including the ITOs in Tamil 
Nadu who were otherwise following the Rajapalayam case, 
would have followed this and so the non-issuance of a generat 
circular at that time was beneficial to the Governmeat and 
bmeticial to the revenue." 



1.25. The Committee wanted to know if it was a fact that the ad* 
of Ministry of Law given in 1973 was conveyed only to the Commissioners 
of Income-tax, West Bengal and that the I.T.O. who made the assessment 
in the case of Orient Paper Mills in March 1974 was not aware of it, the 
representative of the Department replied in the afiinnative. 

1.26. As the original decision in the case of Tribeni Tissues Ltd. was 
based on the advice &en by the Ministry of Law in June 1973, the Com- 
mittee, desired to know if it was not desirable that while reconsidering the 
matter in the context of Alembic Glass Ltd., the Ministry of Law should 
have been consulted again by the Central Board of Direct Taxes especially 
when the view held by Audit was different from the advice given by the 
Mhistry of Law. The Finance Secretary conceded in evidence: 

"In my personal opinion, they should have made a second reference 
to the Law Ministry." 

1.27. The Committee enquired why contrary tb the advice given by 
the Ministry of Law in Tribeni Tissues Ltd. on 12-6-1973, the Department 
accepted on 12-2-1 975 an Audit objection (vide para 19(ii) of the C&AG 
for the year 1973-74) in the case of Alembic Glass Industries which 
obviously went against the advice of the Ministry of Law. The Deprtnlent 
of Revenue have replied in a note that: 

"This ildvice was unfortunately overlooked when the decision to 
accept the Audit objection was taken on 12-2-1975." 

1.28. When. however, similar objection (as was raised in the case of 
Alembic Glass Industries Ltd.) was raised by Audit in the case of Orient 
Paper Mills Ltd., the Depanment is stated to have informed Audit on 
25-1 1-1976 that re-opening of the assessment in this case would create 
"several complications". During evidence. the representative of the De- 
partment of Rcvenuc stated that one of the complications which the Dc- 
partment had in mind was that- 

"If we make a demand in 1971-72 assessment by withdrawing this 
benefit of Rs. 2.6 crores which the company would have pot 
whatever bc the tax effect. wc may have to give the benefit in 
1972-73 assessment simultaneously also." 

1.29. Pointing to yet another complication involved in this case. the 
witness said in evidence: 

"The shareholders of the company were about 3.400 or so. Thev 
all got the benefit of what is called tax exemption or holiday 
under Section 80-K. They pt thc relief in 1971 -72. 1972-73 



and 1973-74. 1s it worth while to start re-opening 3,400 
assessments in order to withdraw the benefit in respect of any 
particular year even when the tax amount hvolved in many 
cases might not be much? But we have to go the whole hog. 
We- cannot simply confine ourselves to past action, withdraw 
the benefit with a view to getting some revenue in the com- 
pany's case. We have also to take action in the case of 3,400 
shareholders whom we have to deprive of their proportionate 
share of this benefit. The game may not be worth the candle, 
if we take into account the time etc. entailed and the question 
of law that clouds the issue." 

1.30. Since the so-called complications were apparently nothing but 
inevitable consequences of re-opening an assessment in company cases, the 
Committee asked whether it was the contention of the Department that 
the cases of big companies cannot be re-opened simply because a large 
number of shareholders had availed themselves of the benefit of Section 
80-K of the Income-tax Act, 1961. the witness stated: 

"I did not say that. Wc have already taken remedial action and 
we shall follow i t  up to its logical conclusion. These were the 
complicatims~ we had in view." 

1.3 1 .  Section 1 19( 1 ) of thc Income-tax Act. 1961, as it stood before 
1-4-1971. provided that all officers and persons employed in the exemtion 
of the Tncome-tax Act shall observe and follow the orders, instructions and 
directions of the Board. Exception was made only in the case of Appellate 
Assistant Commissioners by providine that no orders or instructions shall 
hc given so as to interfere with thc discretion of Appellate Aqsistant Com- 
missioners. By Act 42 of 1970. section 1 19 was amendcd with effect from 
1st April. 1971 by which certain restriction was imposed on the powers of 
the Board to the effect that the Roard shall not issue anv order. instruction 
o r  direction so as to require any Income-tax authority to make a particttlnr 
assessment, or to dispose of n pnrticular case in a particular manner. 

1.32. In paragraph 5.89 of their 128th Report (Fifth Ink Sahhn) 
(1974-75) the Committee had cautioned the Roard against giving advance 
tulings in individual cases. The relevant recommendation read: 

''The question of the Board's giving advance ruling had been raised 
before the various committees and commissions which inquired 
into direct tax administration. In this conocction the Corn- 
mittcc would refer to paragraph 6.179 of Dircct Taxes Enquiry 
Cammittee's final report (December, 1971 ) .  It appearu that 
unless the Board ili authoriscd by law to give advance rulings 



the ~ o a r d  should not give advance ruling. The Committee, 
therkfore, desire that in order to place the mat& on a legal 
footing necessary amendment to the law should be considered 
early." 

1.33. On 10 December 1974 the Ministry of Finance furnished the 
following reply to the aforesaid recommendations (Vide page 34 of 153rd 
Action Taken Report (Fifth Lok Sabha): 

"In view of the decision that the Board will not issue any advance 
rulings, it is not considered necessary to amend the law for 
taking a power cnabling the Board to issue ,,idvancc rulings." 

1.34. The following instructions were issued by the Bmrd on 
22-1 1-1974: 

"Section 119 prohibits the Board from issuing orders, instructions 
or directions so as to require any income-tax authority to make 
a particular assessment or to dispose of a particular case in 
a particular manner. In view thereof, the Board has decided 
that it will not issue any advance rulings/directions/instructions 
in individual cases to any income-tax authority or to any 
querist. However. the Board would continue to over-see 
administratively the functioning of the lower formations and 
give advice in individual cases if the facts of the case so 
justify. Such :In advice may also be given in respect of refer- 
ences from the Commissioners only in respect of any difficult 
proposition of law or fact. Such an advice will not be in the 
nature of directions or instructions and it would be for the 
authority concerned to come to a decision on the merits of 
the case in the light of its individual judgement. As a corol- 
lary, it would he necessary to ensure that the Income-tar 
authorities refrain from quoting or referring to the advice or 
guidance given by the Board in any orders passed by them. 
Of coursc, thew would be no objection to their adopting thc 
reasonings contained in thc advice or guidance given by the 
Board." 

1.35. The Committee enquired that if under the Income-tax .Act, 
making an asscssmcnt was a statutory function of the I.T.O., why was he 
not allowed to cxcrcise that function in the case of Orient Paper Mills. 
The Committee also desired to know whcthcr it was legally correct for 
Central Boiud of Dircct Taxes to have intervened in this case and directed 
that the case be asscsscd in a particular manner. In reply, the rcprescnta- 
live said in evidence: 



"Ti 1969, the Central Board of Direct Taxes could give direction 
in individual cases. Then the law was amended. Under the 
law as it stands at present, we cannot give relief in individual 
cam.  ?ill 1976 whenever justified we used to give replies." 

1.36. The Committee pointed out that unwarranted intervention by the 
Board had obviously added a new dimension to this case. Moreover, a 
ruling on a reference made by the 1.T.O. or the Commissioner was under- 
standable but what was not clear was why the Board had been entertaining 
references from private assessees as well. The Committee enquired if the 
number of cases where the Board had intervened in the past was quite 
large. In reply. the representative of the Board said in evidence; 

"I would not say that advice was being given in a very large num- 
ber of cases* * *. On individual case>. I would not say. 
May be. in a year-I am subject to correction. I can check up 
that-in 100 or 200 cases on points of law the opinion of the 
Board was being given." 

1.37. The Committee asked whether interference of the Board in 
Orient Papcr Mills case in which huge amount of revenuc was involved and 
thereby not allowing the 1.T.O. concerned to assess'hdcpcndcntly the income 
of the company without any fear or favour could he regarded as a hme 
fine one, the witness deposed that: 

"In retrospect we feel that we have done the right thing in no[ 
circulating that particular advice to all the Commissioners. 
The bonafides of the action could not be doubted for two 
reasons; one is that at that time there was an observation in ;I 

commentary by a well known con~nientator as hr hack as 1970 
that the views were possible in this matter. Apart from this. 
the practice that was followed in different States was not uni- 
form. In Calcutta, the Commissioner felt very strongly that 
the Rajapalayam case was not tenable at all: it had no validity 
at all. In the context of all this, we gave this advice. . . . . . 
There is no reason to believe at all that there was interfercn~c. 
that anything out of the way was done in thic case." 

1.38. 11 hm been poistad ouf by Audit that m erroneous tax holiday 
rrlict aliowed to Orknt Paper WiJb Lid. in lbe m m m e n t  year 1971-72 
endm Section %OJ of !be Income 'I ~x Act, 1961 bas resulted in an ondcr- 
c b p  of tax to tbe k m  of 1.43 c r o m  7 h e  rsmaac company had &nb- 
lWcd a nm paper mill at Amhi (MadLp PndesW which went into pmdw- 
8a b FEbroary, 1965, The #new unit WM entitled to 6 per cent tax Miday  
tor tk cwmraclrt v m  1965-66 to 1969-7@. l k  mdt did m d ,  bowever, 



r s c o r d ~ y B r o p t e o r p t r f o r f b ~ ~  mmwmmt y ~ m .  ByYbFlePrr 
(No. 2) Ad 1967, Sectbms 84 md 85 of the IroPs3a Art, 1961 mr0 
& & t u l d a c n S c c t b n r 8 0 J s a d & O I E w c r s ~ .  WhemPdertb 
f a p ~ l s r S s c t i o n a 8 4 , t b m w r s a o p r o ~ f o r  CruryiagfarndtbedeQI 
d-, Ibe new Seedion MU pv ided  for clvrykrg fonvanl tbs dclleieacy 
from asse~mmt ytsr 1967-68 onwards. In view of this, h the prcsaPt ersc, 
wMe tke relief due for the umessmtst y c w  1965-66 and 1964547 cesld J W ~  
be ePrrled forward for adjosbned under the Inw tbeir pmriling, ths reUd 
d w  for Ibe years 1967-68 to 1196PO wm eQbk for carry fomud amd ad 
QS against tbe profits of the mew Muslrbl undtrQldng upto the nsscesmd 
year 1972-73. This deficieacy agpgatiag Rs. 2.60 crores wm stt off by 
&be Department in the assessment year 1971-72. As pointed out by Audit, 
this was i r q u h r  as tbe new unit at Amld had made a profit of Rs, 3.32 
crores in tb3t assessment year while tbe mobsorbed dcprrcintion and dm* 
nopntent rehatc, comptted on the basis of the working results of the un~t, 
stood at Rs. 5.42 crores wbich had finst to be set o18. After thb se4 off, tkrc 
would he mr profit left to adjust tkis dekkncy. Thougb h tbeir mply drtd 
25-11-1976, the Department of Rev- informed Audit tbat rr-opea*q of 
the assessment of the asessce company would create "several camphtionc": 
the lkpactment later issued a Notice to. the msesse company on 28-9-1977 
ander !+xtio~ 154 of the Incometax Act for rectification of its assessment 
for 1971-72 on tbe basis of tbe audit objedon. Om 7-10-1977, the aswmee 
i s  stated to have filed a petition before the Calcutta High Comt rrhicb wm 
panted temporary injunction directing the locome mu Olficer to pass h e  
rectification order but not to communkate tbe s a k  or d m e  the s~ra 
It i s  learnt that this matter is before the Supreme Court in appeals filed lw 
the awssec in the Rajapadqnm case and by tbe Department m tbe Paw 
Flour hlllls caw. As a matter is sub judice. the Committee nonld nof like b 
oxprew a n  opinhrs on the me& of the case at this stage. 

1.39. Tbe Committee, bowevtr, can- help exprrssing tbeir d i ?  
over the fact &at the Dcpwhaent of Rerenae W sot been fdk,whg a c e  
shbnt cwm of action in hedling cmm of tax I d d a y  under sectioa IW 
of the lncome Tar Act, 1961. In their jodgemcat delivered oa 4-10-1960, 
tbe Madm High Court bad in tbc C- d Ashob Motors Ud. v a  C.I.T. 
M d m  (41 ITR 397) referred to distinction between an 4?mssee* and He 
4nerr iadu..d undertaking' in Ssctioa 15 C of the Income-tax Act. 1922 
i c a m p o n l m g  to .kcttom 86J d tlrc Income Tax Act 1961) Pad k l d  that 
'In tbk case of even composite bssiaeslrr carried on by tbe wwmee, it is o e  
the pmttb of the MwM.I onder(nliap: tM would be e l m  for e ~ ~ ~ .  
This k i d a s  wm miterated bv Wdm HIrb C o d  in R.)apdaya c m  
(70 ITR P 677). On 19-5-1973,1& kp.r (mat  of Revclnwl (CBIYT) nu6 
a rclbmce to tbe Mld* d IAW In the cmc of Triheni TIssvu Wd. e m .  



, ~ & i n g w , t b e ~ t ~ U m v i e r t h m t ~ a f ~ d d e c ~  
. i m ; l a w g m a n i ~ ~ . ~ n ~ ~ c r i . ~  I M I ~ W I U , Q J I W ~ ~ .  
1SC of the I m m e  Fax Act, 1922 cannot be applied while consideridg r 
claim Mder section 80J of the Income-tax Act, 1961. The new Section, it 
5 pointed out, was worded diffemntly and referred to ''gross total lacome'' 
of an assessee, whereus old Section 1SC had restricted the ''profits or g a b  
derived from any industrial undertaking". In their advice dated 126-1973, 
the Ministry of Law agreed with the view expressed by the Department of 
Revenue that Madras High Court Judgement M the Rajapalayam Case was 
ro longer valid. Later, the Department of Revenue accepted on 12-2-1975 
an objection raised by Audit in tbe Alembk Glam industries Ltd, case io 
their 1973-74 Report on Dim Taxes, and appiying the judgement in Raja- 
palayam case even ~ p e n e d  the assessments in t h t  case. Expidning this 
shitt in their stand, the Department have, in a note to tbe Committee, stated 
&a# wben tbe decision to accept the uudit objection in the Alembk Glass 
iedusbies case was taken on 12-2-1975, tbe advice of the Mhltry of Law 
in Tribeni Csse oras Worlunately overlooked". The Committee have, how- 
ever, on the other hand, a fee@ tbat it was a representation from the Orient 
hper  Mills, fortified 8s it was by tbe opinion of a huninary of the legal 
profession, which persuaded the Board to make a reference to the Miniqtry 
of Law and pass on tbeir advice, which was in favour of the party and 
qrrisst Revenue, to the Commissioner of Income Tax, West Bengal. That, 
bdng this case and the coateraporary case of Tribeni T i s  Ud., the 
Board had a dinerenl view of law is b o w  oat by the Board's subsequent 
acceptance of tbc Audit objection in the case of Alembic Glass Industries and 
the decision of Revenue to go in appeal against tbe Judgemeat of the Punjab 
and H a ~ v e a  High Court in tbe case relating b Patiah Flour Mills 1,td. 

1.46. Wbat has come as a greater surprise to the Committee is that 
despiite the f a d  that audit objection had already been accepted in the 
Akmbic Class Industries case on 12-2-3975, nnd the principle settled in 
Rajapalayam case applied, wben a similar objection r v ~ a  raised in Lbe present 
case of W e n t  Paper Mills, the Department informed Audit tbPt re-opea)np( of 
assessment of this asscssee company wooM create ''- complkations". 
Referring to these complications, the representative of tbe Dtpvtmeat dlselm 
ed during evidence that all that they had in mind wtm tbd if the beneftt 04 
Rs. 2.6 m r e s  given to Orient Pnper MiBs rras withdrawn in the rrscrcssment 
year 1971-72, it my b e  to be s i n r o b d y  @en in tbe 1W2-73 assem- 
nrrt and fhrl re6pedng of a9semment of the company woold mlaU r e  
ap&q at assessmemi of more fban 3.400 c a m  of sltvc holdem of the com- 
p n y  wbo had been &en benefit of tax exemptioo on divided dscbred hy 
(bc cam- andcr r#ctbn 80K. When tbe Cormiiths pointed oat that 
4bme wcaDcd aComplicdontP were natbing bat M t a b &  coslkcqumcea of 



. I ,  

W ib ''W conclusion". The Committee regret that by holding over re- 
opening of assessment for a kmg time and that tqo tor reasom over wbicb 
the Board continue to entertain doubt, undue solicitude apipecuo to have ken 
rSown to tbe assessee cornpiny. Tbe Comnrtttee are of ibe view that a mow 
prudent come for the Department wwld have been to re-open tbe amusti 
ment promptly on the basis of audit objection and leave it to tbe assessee 
m m p y  fo appeal against it. . . 

1.41. It is mmewbat puzzling that when the Ministry d Law p v e  their 
advice in 1973 in the case of Tribeni Tissues Ud. on &e scope of Section 
80J of tbe Income-lax Act, 1961, the Central Board of Direct Taxes did mot 
h o e  a general circular in 1973, to ensure that the law was applied uniformly 
in all cuses but only communicated the advice to tbe Commissioners of La- 
eome-tax, West Bengal. The Deparbnent felt that they need not issue gene- 
ral instructions on tbc basis of an isolated case. But when audit r a L .  an 
objection in the case of Alembic Glass Industries, the Board issued a geneml 
circular on 4-3-1976 advising the Commissioners to follow the Judgement in 
Rajapalayam case. While the Fiance Secretary conceded darimg evidcnce 
that s general circular "ought to have beea issued at that time" by the Board, 
be pointed out to the Committee that non-issuance of a circular in 1973 waa 
''beneficial lo the Government and beneficial to tbe revenue". Fbd sue* a 
circular gone oat in 1973, be said, "the ITOs all over the country including 
tbe 11'0s in Tamil Nadu who were othemise following tbe Rajapalayam case, 
would have followed this". T l d s  reasoninpr is not convincing. The Com- 
dt fw are of f i e  view that when decisions having bearing on inferpretatior 
of Direct-tax lam are taken in consultation with the Ministry of Law, soch 
decisions should be given widest possible circulation so that tbe law was DOC 
applied differen* h differeat parts of the country, as bad happened in this -. 

1.42. Section 1190) of the Income-fnx Act, 1961, as it stood before 
14-1971 had provided that dl officen and persons employed in the exem- 
tion of the Income-tax Act shall observe and follow tbe orders, instroctioas 
and directions of the Ward. By Act 42 of 1970, the Section was amended 
w+J. 1-4-1971 by ubicb a restriction was imposed on tbe powers of tba 
Board to the effect thnt tbe Board sball not issue m y  arder, llrsbuction or 
& d o n  so as to require my lncomtax a n h d t y  to mdre a prvticoLv 
mtmmtat  or to dispose of a parthlar case in 13 particular manner. In 
pusllrrpb 5.89 of their l28tb Repad @Wth Lok Sabba), tbe Committee bsd 
clrr(lolrad tbc Board a d a d  $dug dvrncc rulinpl~ la individual 



.awe, O . U I l l - l 9 7 4 , t k B o r v d ~ i T e ~ h r r h i c L & ~ s b M ,  
inter alia, that (be Boud rAl not imw any advance d ~ ( d i d  
hgtrsctioaslaL.di*idaJ~tomyL;lcome-bu.uthorityootoluryq~ 
though it would corrti.w to oversee aQaioistatfvcly tbe fmdbas d tk 
lower tonerrtiom and give advice in indiddud if f k  hcb ot tk caw 
so justify. The Conadtet hope that tbc self m t d n t  impsed by the 
-6rl B o d  of Mnct Taxes ll~opr tbem6elves by (kir drcdv of N o v s k  
ba, 1974 m d d  be striellg adbered to . . 



LRREGULAR RELIEF IN RESPECT OF PRIORITY INDUSTRY 
INCOME 

A udit paragraph 

2.1. Where the goss  total income of a company includes any profits 
and gains attributable to any priority industry, the Income-tax Act, 1961 
provided for a deduction from such profits and gains of an amount equal to 
eight per cent for the assessment year 1972-73 in computing the total income 
of the company. 

2.2. In the case of an assessee-company producing rayon and artificial 
silk fabrics, the manufacture of rayon grade "pulp" for the purpose of get- 
tin? artificial tibre, was treated as a priority industry and the assessee was 
al lwed various concessions admissible to priority industries under the 
Income-tux Act. 1961. These concessions consisted of development rebate 
on the machinery employed in the industry. its deduction under section, 
XOE'l and tax credit certificates under section 280ZB. 

2.3. However, as per the list of articles given in the Sixth Schedule to 
the Income-tax Act. 1961 and First Schedule to the Industries (Development 
and Regulation) Act. 1951, it was 'paper industry' which came under the 
cafegory of 'priority industry' and profits from the manufacture of pulp meant 
for producing papcr was entitled to the aforesaid tax concessions. In the 
case of the above iissessee, the pulp was produced for altogether different 
purpose and hence, it should not have been treated as a priority industry. As 
n result of the erroneous concessions. the income of the assessee was under- 
ussessed and tax credit certificates were wrongly granted in the seven assew 
men1 years from 1 966-67 to 1 972-73 with an abandonment of revenue agere- 
gating Rs. 2.67.83.365 due to short levv of tax of Rs. 1,19.26,866. surtax 
of Rs. 28.01.808 and incorrect adrnikhn of tax credit certificatn for 
'Rs. 1,20,54.691. The quantum of ahandonment of revenue will further 
incrcuse if thc dcveloprncnt rebate at  the enhanced rate allowed in the assess- 
n m t  years 1966-67 and 1967-68 (details of which are awaited from the 
assessine oCHccr) in taken into account. 



2.4. The paragraph was sent to the Department of Revenue and Banking 
in November 1976; they have stated in February 1977 that the audit objec-. 
lion is under active consideration. 

[Paragraph 3 1 (i) of the Report of the Comptroller and Auditor General 
of India for the year 1975-76, Union Government (Civil), Revenue 
Receipts. Volume 11, Direct Taxes] 

2.5. This para reports a case of erroneous tax concessions of Rs. 2.68 
(revised to Rs. 2.78 crores) crores allowed to a rayon and artificial silk fab- 
rics manufacturer. MIS. Gwalior Rayon and Silk Manufactuling (Wvg.) 
Company Limited (Birla Group). during the assessment years 196667 to 
1972-73. 

2.6. The Income-tax Act. 1961 allowed the following three concessim 
)O certain industries occupying "an important place in our economy called 
priority industries : 

(i) A partial tax holiday to the extent of 8 per cent of profits during 
the assessment years 1966-67 to 1971-72 and 5 per cent of 
profits during 1972-73. The concession was abolished from 
1-4-1973. 

(ii) Development rebate in respect of plant and machinery installed 
for such industries at a higher rate of 35 per cent (against the 
normal 20 per cent) fur the assessment years 1 %&67 to 1970-7 1 
and 25 per cent (against the normal 15 per cent) for the iissess- 
ment years 1971-72 to 1975-76 (for installation prior to 
1-6- 1974). The development rebate was discontinued from 
1-6- 1974. 

( 5 )  Tax credit certificates during 1966-67 to 1970.7 1, at 20 per cent 
of the excess of tax for the relative assessment year over that for 
the base year, i.r.. 1965-66 or such subsequent ycar in which 
the assesaee first became liable to tax. 

2.7. For the concessions at ( i)  and ( i i) .  a list of priority industries was 
given in a schedule to the Income-tax Act, 1961. The relevant item of the 
schedule mad "Paper and Pulp" upto 3 1-3-1 966 and "Paper and pulp in- 
cluding newsprint". thereafter. The concession at (iii) above was admissible 
b industries mentioned in the first schedulc to the Indo~tries (Dcvelcrpmmt 



antj ReHation) Act, 1951. The relevant entry in hb schedule rwd as 
mcier: 

"24. PAPER AND PULP INCLUDING PAPER PRODUCTS: 

(1) Paper-writing, printing and wrapping, 
(2) Newsprint. 
(3) Paper Board and Straw Board. 

(4) Paper for packaging (Corrugated paper, kraft paper, paper con- 
tainers and the like) 

( 5 )  Pulp-wood pulp, mechanical chemical, including dissolving 
pulp." 

2.8. According to Audit, an assessee who was originally manufacturing 
pulp meant for paper in one of its units later on (during the assessment years 
1966-67 to 1972-73) "diverted the pulp for manufacture of rayon yam" and 
all the above ccmcessions "which were meant for paper pulp used for paper 
products were extended t o  pulp used for artificial rayon yam" during tho 
years 1966-67 to 1972-73. 

2.9. 'rile short levy of Income-tax and Sur-tax and excess allowance of 
Tax  Credit Certificates in this case has hccn worked out by Audit as under : 

Short levy of Imm~e-tax a d  surtax on account of 

I I lkwlopmrnt Tax Credit Total 
11r1dc1 rrlmtr Crrcificam 
S I ~ I O ~  undrr 
& I F  & ) I  Section 

2807.R 

(The rhovr rrr rrvird fiqurr. nftrr taking into wcount the dr\~lopmcnt r b r t t  at en- 
I t  anrrd raw rllowrd f f ~ r  ~ h c  urmmrnr yew 1gfX-67 rid 196:-Fitl). 



2.10. The Committa have been informed by the Departmaat of Revenue- 
that the claims for rebates and reliefs were made by the assessee in the 
Returns d Income in each of the assessment year since assessment year 
1966-67 and that no separate claims were required to be made under the 
Companies (Profits) surtax Act, 1964. Claims uls 28OZ.B was,  it hus been 
stated, made in the prescribed performame. It is further stated by the 
Department of Revenue that as there was no doubt about the cotlectness ob 
the claim in the mind of the Income-tax Ofticer. no investigation into the 
genuineness of the claim was made. The matter was also not referred to tho 
Inspecting Assistant Commissioner or Commissioner of Inoome-tax before 
admitting the claims except that the orders under Section 280ZB were 
approved by the Inspecting Assistant Commissioner. No reference was made 
to tbe Central Board of Direct Taxes either, at the time of allowing various 
claims. 

2.11. As already stated in paragraph 2.7, for the concessions of a 
partial tax holiday and development rebate under the Income-tax Act, 196 1 ,  
a list of priority industries was given in the Schedule to the Act itself. The 
relevant items of the Schedule read "Paper and Pulp" upto 31-3-1966 and 
"Paper and Pulp including newsprint" threafter. Even though the relevant 
item did not specifically mention pulp for fibres and rayon. tax concessions 
under the Income-tax Act were allowed to such pulp. The Department was 
asked as to how far this action was considered legally justified. They have, 
in reply, stated : 

"It is submitted that the Schedule to the Income-tax Act does not 
warrant the assumption that only an industry engagd in pro- 
ducing pulp for paper will be entitled to treatment as a priority 
industry. . . . . . Tn the Department's view the assessment made by 
the Income-tax Officer is justified on facts and in law." 

It is further stated by the Department d Revenue: 

"The IT0 has been treating the assessee's pulp making unit as a 
priority industry. S'nce. however, the correctness of his mder 
has been questioned. it has been pointed out that the 1TO has 
not really made a mistake. T h e  I T 0  might or mipht not have 
been aware of it, but the 17'0's intcmrttation d the word 
'pulp' is, in fact, supported by (a1 analo?ous leeislation rln- 
dustrics (Development & Requlation) Act. 1951 1. (b) the 
practice followad in classifying myrm-jjvade pulp with pawr 
for customs, impcm control and other purpcmccr, and (c) slu, 
the UM of the word in the indl~cttial wm!d.* 



2.12. Asked it! it was a fact that t& pulp produced'by the factory, wbich 
was meant for paper, was diverted f w  the manufactwe of rayon yarn, the 
Departmen1 have explained : 

"Rayon grade pulp produced by the company was fit for manufac- 
turing Viscose Rayon Fibre and not for manufacturing artscial. 
rayon yam which is manufactured from petro-chemicals. There 
was, therefore, no question of diversion of pulp produced by' 
company towards manufacturing artificial rayon yam. . . . . ." 

2.13. As stated earlier, the concession of tax credit certificates was 
admissible to industries mentioned in the first Schedule to the Industries 
(Development and Regulation) Act, 1951. The relevant entry in this 
Schedule No. 2 W )  was : 

"Puig--wood pulp. mechanical, chemical including dissolving pulp." 

The Department of Industrial Development had. at the instance of the Corn- 
mittee, indicated the background of inclusion of the item in the First Schedule 
io the industries (Development and Regulation) Act. The note, inter alia, 
stated that "no financial concessions are. however, envisaged under the pro- 
visions of the Industries (Development and Regulation) Act." The Depart- 
ment of Revcnuc was, thereupon asked to explain as to how far the tax can- 
cession allowed in this case was in keeping with the position enunciated by 
the Ministry of Industry. In reply, the Department of Revenue have stated 
in a note: 

"The purview of the Industries (Development & Regulation) Act. 
1951 is limited. . . . . but the First Schedule to the Act can be 
reasonably taken as an index of some of the industries which are 
of importance to the national economy on which other lawsi 
schemes can fail back for their own purposes. The Industries 
(Devewment & Regulation) Act, 1951. does not seek to deal 
with every aspect of the working of the industries. c . ~ .  the 
financial and other incentives that they may need, taxation of 
their income, the imposition of excise duties, levy of import 
duties, the Company Law requirements etc. The selection of 
industries for inclusion in thc different Schedules for the pur- 
pma of relief under different provisions of the Income-tnx 
Act is, howtwr. genetally made on the basis of discussions 
among the Secretaries in the Ministry of Finance nnd thc Chid 
Fcmamic Adviser, Department of Economic Affairs. Thc Mi- 
nistry of Industrial Development and the Administrative Min- 



istry a m d  are alm consulted, if cansidered nccysary. 
Orders of fhe ~ i & b c <  Minister are obtained on the basis . I  of .a 

decision taken as a result of ~ u c h  discussion." 

2.14. Even though the Industries (Development and Regu- 
lation) Act, 1951, did not seek to deal with taxation aspect8 of the working 
of the industries, yet according to the Department: 

"There seems to be no justification, in this context, for believ- 
that the nomenclature and classification of the term 'pulp' 
(including dissolving pulp) and its treatment for Inconie-tax 
purposes should differ from its nomenclature and classification 
in the Industries (Development and Regulation) Act. 195 1 .  The 
use of the very language of item 24(5) of the First Schedule to 
the Industries (Development & Regulation) Act, 195 1 as item 6 
in the list of 'articles'. which according to Section 2(5)(c) of the 
Finance Act, 1964. were not entitled to the relief offered by 
Section 2(5)(a)(ii) of the Finance Acts 1964 and 1965 to other 
articles specified in the First Schedule to the hdustries (Dew 
lopmcnt and Rcgulationt Act, also supports the above view. 
These provisions serve to show how closely the Finance Acts 
have followed the cIassikation/ci~teg~~risi~ton adopted in the 
First Schedule to the lndustrics ( Development & Regulation) 
Act." 

2.15. During evidence, the Committee asked why thc Department of 
Revenue relied on other Acts. e x . ,  Industries f Devclopmcnt and Regulation) 
Act, 195 1 for allowing tax concessions under the lncme-tax Act, 1961. In 
reply, the representative of the Central Board of Direct Taxes %aid: 

"There is no case law on the subject and thcrc is no spcific nienlion 
as to what is pulp and paper." 

The Committee enquired whether in interpreting an entry (in it sche- 
dule) where more than one product was mentioned, should not all the 
products be read as falling within the same cntcgmy applying the rule of 
ejusdem generi\ and if so, how could the entry "pulp and papcr" he 
taken to mcan pulp produced for purposes which are not cvcn rcmotcly 
canntcted with paper. In reply. the Depanmont of Revenue have ex- 
plained in a note: 

"Neither the rule of rjrcsdrm gewriv nor its special applicil!ion, 
namely, ru)scitrv a swicv can be invoked on the facts of this 
case: 'Conjunction of two or more words having annlngoua 
meaning. when clubbed together may be deemed to have 



&en used in a cognate sense'. There is' no justification for 
assuming that paper and pulp are analogous or cognate in 
meaning. The two industries are different, since otherwise 
separate inclusion of the word pulp in the Schedule w d d  
be redundant. It is submitted that what is involved is not 
so much a question of law, as a question of fact. I t  is sub- 
mitted further that if by 'pulp' what was meant was only 
paper pulp or pulp required for producing paper, there was 
no need at all for specifying pulp separately because every 
paper mill has a pulp plant and the only unit producing pulp 
for paper without manufacturing paper got into production 
round about 1969. In any case, in the absence of any re- 
strictive provision, the plain meaning of the word as com- 
monly undorstood in industrj should prevail." 

2.17. The note of the Departnient of Revenue goes on to say: 

''If the intention of the leEjslature was to limit the benefits of a 
priority industry to units used in making pulp for paper, it 
would have been adequate for the purpose to include 'paper' 
alone in  the Fifth Schedule. The separate mention of 'pulp' 
serves to show that \chat was meant was pulp in general in- 
cluding pulp needed for rayon. There is no scope or need 
for ascertaining thc profits from pulp production in a paper 
mill. There are only three mills in the country producing 
rayon grade pulp ind one prcducing pulp for paper. The 
possibility of using pulp for paper as well as rayon does not 
make the expression 'paper and pulp' as used in a cognate 
sense." 

2.18. During evidence, the rcprexntativc of the Department main- 
tained: 

"This is a highly ttchnical matter. Firstly so far as the principle 
of t j r r s d m  gcrrcris is concerned. it has k e n  set at rest by 
the Punjab and Haryana High Court that the introduction of 
the 'newsprint' does not rcducc the meaning af pulp but only 
enlarges it .  

Secondly, when there is no definition in the Act. the common par- 
lnncc rrlwnys prevails. In common parlance. pulp includes 
not only pulp for pnpcr but also pulp for fabrics. . . . Brussels 
Nomenclature (Section 10 of 4701) says that pulp is shown 
as part of paper making material. . . .Technical pundits have 
always treated pulp ns pulp for paper as well as for rayon." 



2.19. Asked that if the policy of the Government was to extend the 
tax concession to industries producing pulp for purposes other that 
paper, how was it that in the Finance Acts for 1964 and 1965, the entry 
"pulp/kood-pulp, mechanical, chemical, including "dissolving pulps"' 
(which was the same as item 24(5) of the First Schedule to the Industries 
(Development and Regulation) Act was deleted from the list of indus- 
tries entitled to export incentives under Section 2(5)(a)(i i)  of the said 
Finance Acts. The Department of Revenue have, in a note, stated that: 

"Pulp for production of rayon had been imported for a long time 
at a considerable cost. his might have been one of the re- 
asons for specifically excluding in thc Finance Acts for 1964 
and 1965 'pulp/wood-pulp, mechanical, chemical including 
dissolving pulps. . . . . . 1' 

2.20. In a note furnished after evidcncc, the Dcp;1rtmcnt of Revenue 
have advanced the following arguments in support of their view that tax 
concessions provided for 'Paper and pulp including newsprint' included 
not only pulp produced for paper but also pulp used for making rayon: 

" ( 1 )  The technical advice obtained from the Directorate General 
of Technical Developn~ent and also from the Central Revenue 
Chemical Laboratory has made it  clear that thc pulp used 
in making rayon is what is known as the dissolving grade 
pulp and that this pulp is different from thc pulp used in thc 
manufacture of newsprint and ordinary paper. I t  has bcm 
pointed out by thc technical authorities that dissolving pulp is 
used in the manufacture printarily of rayon staple fibre, conti- 
nuous fiIament rayon and tyre cord. 

(2) Despite the fact that 'dissolving pulp' has vcry little to d o  
with paper, it has always been classified under the head 
'paper and p p e r  board' as the following would indicate: 

( i )  Explanatory note$ to the Brussels Nomencla!urc (Volume 
2, Sections VIlI to XV-Chapters 41 to 83. Fifth lmpres- 
sion, June 1967). 

( i i )  The Government of India, Ministrv of Finance (R.D.) 
Notfn. Cus. No. 90 dated 12.5.195.5 (with the relevant 
portion side-lined). It is significant that item No. 43 of 
the First Schedulc to the Indian Tariff Act, 1943 shows 
pulp under the head 'Paper and its application' in Section 
10 (Vol.1). . .. 



(iii) Wealth of India (Industrial Productions), P a  VI, pub 
lished by the Council of Scientific & Industrial Research, 
New D e M  in 1965 showing ,marketable pulp, including 
rayon pulp and mentioning Gwalior Rayon, Silk Manufac- 
turing (Weaving) Company, in particular, under the head 
Paper and Paper Board (pp. 174-200). 

(iv) Letter No. 32G( l 9 ) / 5 6  dated 18-6-1957 addressed by 
the Director of Industrial Statistics to the Secretary, Minis- 
try of Commcrce & Industry. The classification of industries 
in the First Schedule to the Industries (Development & Re- 
gulation) Act is based broadly on the pattern of the 
standard International Industrial Classification for the 
purpose of census of manufacturing industries. 

(v)  Guidelines for Industries published by the Ministry of In- 
dustrid Development in July 1973 showing rayon-grade 
pulp undcr the Chapter 'Paper and Pulp including paper 
products' page 193. 

(vi) Definition of thc word pulp as comprising paper pulp as  
well as pulp 'for dissolving purposcs' in the Indian Stan- 
dard publication entitled 'Glossnry of Tcrms used in paper 
trade and Industry'. 

3. 'Whilc there arc difTt.rent stntutcs in p w i  r) lort~rid  though made 
at different time< and not referring to each other, they should 
be takcn and construed together ns o:le sys tm and esplmm- 
tory to each orhcr.' (Mnxwcll on the Interpretation of Statu- 
tcs). Part of the revenue which is held to be ahnndoned, 
re1:ltc.s to the relief to which the assessee is entitled in terms 
of Scction 'SOZ, by cirtur. of dicsolving pulp k i n g  specifically 
inclt~ded undcr itcm 21(5) of the First Schedule to the 
lndustrics (Development & Regulation) Act, 195 1. Since 
thc' First Schedulc separately includes 'rayon machinery' (Item 
8A(3)]. *man-ninde fihres, including resenerated cellulose' 
mvon, nylon nnd the like' (item 19). and 'artificial man-made 
fibres' under ltem 2 3 ( 5 )  and since dissolving pulp is used 
principnlly in manufacturing rayon and not paper the niost 
rensonahk inference will be that the pulp used in making 
rayon has k e n  trcutcd as an important ':dusty for purposes 
of the Industries (Development & Rejluntion) Act. 195 1. 

( 4 )  It hits been held in Wchbing rind Belting Factory (P) Ltd. 
vJ. C1T Dclhi (43  ITR at p. 238) that a provision which is intended to' 



promote industrial development should be given a liberal con- 
struction in the light of the object sought to  be achieved. It 
has been further held by the Supreme Court in a number of 
cases, including Ramavtar Udhe Prasad Vs. Assistant Sales 
Tax Officer (1961:12 STC 286) and Commissicner of 
Gift-tax Vs. Getty Chettiar ( 1971 82 ITR 605) that the 
words occurring in a taxation statute must be construed not 
in any technical sense but as understood in common parlance' 
they must be interpreted in their popular meaning which 
people conversant with the subjcct matter, would attribute to 
them. The same view, namely, that the plain meaning or com- 
mon import of a word should prevail, has been spelt out by 
the Punjab and Haryana High Court in 98 ITR 78 (1975) 
in the case of CIT Vs. Straw Board Manufacturing Co. Ltd. 

(5) It is to be noted that processes for manufacture of pulp for 
both paper and riyon are practically identical and thc same 
technology. the same machinery and the same principal raw 
material are required. Only the end products. viz.. paper 
and myon. are different. That is prcbably the reason why 
rayon grade pulp has alwa!-s been tied to the general head 
'paper' by different authorities. including thc lndustrics De- 
partment. the Chief Controller of Imports 6: Exports. the 
Customs Department and the Industry itself. , 

2.21. The Committee pointed out that the point at issue in the prc- 
sent case was whether the term 'pulp' occurring in the entry 'Paper and 
/Pulp' (upto 3 1-3-1965) and 'Paper and Pulp including Newsprint' (after 
1-4-1966) of the Fifth Schedule to the Income-tax Act, 1961 meant pulp 
for paper alone or it included pulp for other purposes also. According to 
Audit. under the Income-tax Act. only pulp for paper wils eligible for tax 
concessions under that Act. Reacting to the Audit view. the Finance 
Secretaq said in evidence: 

"We do  not accept the audit obicction. It is not all agreed. . . . 
In r e p r d  to paper and pulp and pulp and paper, how can 
we assume what the Finance Minister meant at that timc? 
We cannot assume what he meant." 

2.22. The Committee asked that if the Department was so sure of 
its position on this case why was the audit objection not rejected there and 
then when it was raised in August 1975. Strangely cnoulh, the Department 



informed Audit in February 1977, i.e., two years later, that the objectioq 
was under 'active consideration'. The representative of the Department of 
Revenue said in evidence: 

"We had (in replying to audit objection) used the words 'active 
consideration'. I am sorry. We should not have used these 
words. . . .The matter came to our notice on 3 December 
1976. Then it was examined on the 15th February 1977. 
As it was a technical matter concerning interpretation of a 
technical tcrm it was referred to the Department of Techni- 
cal Development on 17th March 1977. We received the 
reply of the Department of Technology on 6th April 1977. . . . 
We got the advice of the Department of Revenue on 98th 
June 1977." 

2.23. Asked when a final reply to the audit objection was sent. the 
witness mid: 

"We wrote on 18th July 1977 to the Audit that the audit objec- 
tion had not been accepted by thc department. Before wc 
gave the reply, i t  was considered by two Mcnihers of the 
Board." 

2.24. The Committee wanted to know if  rejection of the audit point 
of view without cvtn consultine the Ministry of Law could be regarded 
as a right step espcciall when there wcrc judicial pronouncement* to the 
effect that the 'intructions' received from the Audit Department by the 
llncome Tax Otficcr constituted 'information' within the meaning of Sec- 
tion 147(h) of the Income Tau Act and that "the audit department was 
thc propcr nii~chincry to scrutinisc the assessments of the income-tax offi- 
cers and point out the errors, if any, in law." 

2.25. In reply, the representative of thc Dcpxtn~cnt stated that a 
reference was in fact made to the Ministry of 1 . a ~  on 17 September 1977 
(LC. after the decision to rcjcct the audit objcctinn had already hcen 
taken) but the file was later withdrawn from that Ministry on 4 Octolxr 
1977. 

2.26. Explaining the reason for withdrawill of this case before the 
Mjnistry of could examine various issues involvcd in this case and 
tender thcir advice, the witness said in evidence: 

"The convention has dwnys h e n  that when a discussion takes 
place with thc Law Ministry, the Audit should always be 

- - . .- - -. . -- . -- 
*Suprrmr C h ~ r t  Judqrmcnt dated 11-8 1977 in thr case R. K. hlalhotra Inromt. Tax 

Officer VI. Kasturbhai IAhhai. 



associated. I t  should be a tripartite discussion. Since this 
matter had already gone before the Parliament (PAC), the 
audit could not be associated." 

Asked to furnish the details of such convention indicating the date since 
when i t  was in vogue, the Department have in a written note dated stated: 

"It has not been possible to trace any note recording the conven- 
tion. A letter was addressed to Shri R. S. Gupta, Director/ 
Receipt Audit on 23-2-78 far a confirmation on this point. A 
formal reply is yet to be received from the Director. Mean- 
while, the Member (investigation) in the Board discussed the 
matter with Director. Receipt Audit. Shri V. Gauri Shankar, 
who confirmed that such n convention had been evoivcd and 
also promised to send a formal letter to the same effect." 

In reply to the question that if the Department was aware of the afore  
said convention, then why was the matter referred to the Ministry of Law in 
the first inotance in Sep~cmber 1977. the Department had stated as follows: 

"The Member (Inv.) came to know about the above con\r.ntion 
from the Director (P.AC) after thc note on the intcrpreta- 
tion of the term 'pulp' had hcrn sent to thc 1 . 3 ~  hlinistry. 
As s m n  as he learnt about it he had the file withdrawn fram 
the Law Ministry. The fact that the meetin2 of the PAC was 
to be convened in the middie of October nas nn additional 
reason for withdrawing the file on the 4 t h  Octohcr 1977." 

Asked whether in cases where a difference of opinion arises on 
a legal matter between a Ministry/Department on the onc hand and the 
Revenue Audit on the other, should not a reference to the Ministry of 
Law be a rule rather than an exception and in the cvcnt of n ccmflict 
between the Law Ministry and the Comptroller and .4uditor Gcntral 
should not a reference be invariably made to the Attorney Gcnerid of 
India, the Finance Secretary said: 

"If the Committee is plcawd to give thiq recommendation, i t  urill 
form part of a ncw procedure." 

2.27. The Committee wantcd to know whether ditTt.rcnce$ hctwcen 
the Audit and the Miniatry ccrirld not he sorted nvr hy making such re- 
ftrenccs tc!c,rc the matters came up to the PAC, die witness rcplicd: 

uHJc have no ohiection. Whcn you make quch il rccomfimdatlon, 
we will give it due weight." 



2.28. Tbe Committee note that while making assessments for the assess- 
ment yem 1966-67 to 197273, the manufacture of ''rayon grade pulp" by 
MIS. Gwalior Rayon and Silk Mfg. (Wvg) Company Ltd. (Bhh Group) was 
treated as a priority industry and b x  concessions consisting of (i) develop 
ment rebate (Rs. 1,19,26,866), Surtax (Rs. 28,01,808) and (i) Tax Credit 
Certificates (Rs, 1,20,54,691) aggregating to Rs. 2.68 crores (revised to 
Rs. 2.711) were allowed to tbe Company under the Income-tax Act, 1961. 
Audit have objected to these concessions on the ground that "as per the List 
of tarticks given in the Sixth Schedule to the Income-tax Act, 1961 and First 
Schedule to the Industries (Development and Regulation) Act, 1951, it was 
'paper industry' which came under the category of 'priority industry' and 
therefore (he profits from the manufacture of pulp meant for producing p p e r  
was entitled to the aforesaid  concession^'^ and not pulp produced for other 
purposes, e.6, manufacture of ruyon yam. The Ministry of Firr~~~ce (Depart- 
ment of Revenue) have not accepted the audit objection in this case. It hms 
been stated that in the Department's view the assessment made in this case by 
the Income-tax Officer "is justified on facts and in law." 

2.29. The Department of Revenue have sought to justify these assess- 
ments by relying largely on the Industries (Development and Regulation) 
Act, 19511 which, it has been stated, "can be reasonably taken as an index 
of some af the industries which are of importance to the national economy." 
Entry No, 24 of the First Schedule of lhis Act is titled "Paper and Pulp 
including p r p r  products" and sub-Entry (5) thereof reefers to "pulp" as 
UPalp-wood pulp, mechanical, chemical, includmg dissolving pulp". Tbe 
pulp produced by MIS. Gwabr Rayons for use in tbe manufacture of rayon 
yarn (to which the Audit objection pertains) comes in the cotegorv of "dis- 
nnlving pulp." In this connection, Department Lave pointed out that though 
''dlssolviag pulpv bas very little to do with ppe r  it had always been classified 
under the head Taper and paper board' as 0) Item 43 of the first scbedule to 
the Indian Tariff Act, 1943. (ii) the Wealth of India (Industrid Productsr. 
Part 11 published by the C.S.I.R. in 1%S, (iii) the guidelines for industries 
published by the Industrial Development in July 1973, (iv) definition of the 
word pulp in the Indian Standards Publication entitled "Glossary of terms 
used in Paper trPde and industry, (v) Explanatory notes to the Brussels 
Nomenclature (Volume 11) Section$ VII to XV--Chapters 42 to 83, Fifth 
June 1967, woold show. Tbe Committee cannot see how the admkibility 
of conccsadoas under the Income Tax Act, 1961, cea as it seems to bavc bees 
done in this caw, be delcdned much less justiHed on the h i s  of other Acts 
or docomeatr. "The pidelincs lor industries' published by the Department of 
Industrial Dcvdopmccrt in 1973 hPs no relevance bemuse (be rwssnrents in 
qwJliao d a t e  to years prior to 1973. Marcove. it may be pointed out in 



this connection that the Industries (Development and Regulation) Act, 1951 
does not deal with tax matters at all, and accord@ to a clarification givea 
by the Ministry of Industry, it envisages no financial concessions. 

2.30. The justification for tax concessions allowed to the assessee com- 
pany has to be judged on the basis of the provisions contained in this hebalf 
in the Income-tax Act, 1961. The Committee find that the relevant entry in 
this Act,  as "Paper and Pulp" upto 31-3-1966, and "Paper and Pulp 
iacludhg Newsprint" thereafter. From 1-4-1975, the entry was again 
changed fo "Paper, Pulp and Kewsprint". The Act does not specify whetber 
"Paper and Pulpn means pulp for paper alone or whether it includes pulp for 
other purposes also. A moot point to be considered is that when the two 
words "paper" and "pulp" are clubbed together in a single entry, whether 
they should be not interpreted in a cognate scnse. While submitting tbat 
what is involved in thk cast "is not so mtrh 3 questior~ of Imw. as n  UPS- 
tion of fad", the Department of Revenue haw contended that "palm" and 
"pulp" are twu difFment industries. Had it not been s i b .  scpnr& inclwion of 
the word "pldp" in the schedrlle would have been redundant. Every paper 
mill, it has been stated, has a pulp plant and the only unit ~ rodwing  p ~ d p  
for paper without manufacturing paper got into prodr~ction round nl~oul 
1969. The Dopartn~ent has also argwd that "if the intention of the lrgisla- 
ture was to limit fhc benefits: of o priorif! industry to units used in making 
pulp for paper, it would have been adequate for the prtrposc to include 
"paper" alone. The saparale mention of pulp. i t  has been confendrd, serves 
to $how that w h ~ !  was meant was pulp in p n e r d ,  includinp pulp needed for 
ra'ion. Audit, on the other hand, have pointed out that on thc basis of the 
language used in the lacomc-Tax Act, "pulp" would mean pulp produced 
for paper only and not for any other purpose. 

2.31. Tbe Committee find that Audit okcjtion in this caw was raised as 
early as in August 1975. The matter came to the notice of the Department 
on 3-12-1976. The Department of Revenue first informed the Audit in 
Fcbruay 1977 (i.e. two years later) that the ohjcction wa\ undcr 'active 
consideration' but later it was stated on 18-7-1977 that the objection had 
m t  been wcepted. The long time aken in considerin~ the audit objection 
clearly indicates tbat tbe Department was not v e v  sure of its stand on tbfs 
Cme. 

T 4  Committee a h  note tbat the decision to reject the interpretation of 
trw @en by Audit war taken by the Department of Revenue at tbeir own 
level, witboot obtaining an outimitative opinion of the Minlctry of Law on 
tbe pint d low h v o M .  In foct a reference was made by the Department 
to tbe Mh& of Law on 17-9-1977 ( w k n  a decision lo reject tbe audit 
objedh Ld'akady beem communkaled to tbe Audh) but M o r e  that 



Ministry could consider the various issues involved, the ffle mas withdrawn 
from that Ministry on 4-10-1977 in deference to a 'convention' said to be 
prevailing in regard to matters contained in the Audit Report with wbich 
the PAC is seized. The Commitbe consider that . before 
taking a final decision in regard to the Audit objection the Department should 
have obtained the advice of the Ministry of Law. That it was not done in 
this case even though the Audit objection remained under the consideration 
of the Department for well-nigh 2 years is regrettable. The Committee 
recommend that the matter should be referred to the Ministry of Law for ' 

their advice. .. .. - . 

2.32. The Committee also note that according to the judgement of tbe 
Supreme Court in the case of R. K. Malbotra, Income-bw Oficer vs. Kastur- 
bhai Lalbhai delivered on 11 August 1977, it was held that "the Audit 
Department wns the proper machinery to scrutinise the assessments of In- 
ccmne-tax O@,:erg and point out the errors, if any, in law, and that (he inti- 
mation rc.ccivcd hy the Income-tax Officer constituted 'information' within 
the meaning of Section 147(b) in consequence of which the Income Tax Offi- 
cer could reopen the assessment." The Committee feel that in view of the 
spwial position of Revenue Audit recognised by the Supremo Court, the! 
:hdit ohjcctionci in regard to assessment of income-tax deserve serious con- 
sideration hg Covornrnent. T'he Committee recommend that in future when- 
ever a diffcrenx of opinion arises in regard to "errors in law" in the case of 
any assessment or class of assc%smcnts, between tho Ministry of Finance (De- 
partment of Revenue)'Central b a r d  of Direct Taws on the one hand and 
the Revrnuc. Audit on the other, the Department should. hefore taking a final 
view in the malter, normally obtain the opinion of the Ministry of Law. In 
case the loss of revenue pointed by Audit is substantial and there is a diffc- 
rence of opinion on a point of law between the Department of Revenue and 
the hlinistry of LIIW on the one hand and the Revenue Audit on the other, 
it would be wdvisablc to obtain the opinion of t h  Attome?. General before 
taking a Anal dwition adversely affecting revenue. 



CHAPTER III 

DEFERRED ANNUITY POLICIES 

Audit Pmgraph 

3.1. According to the terms of contract between certain film artists and 
film producers, the artists receive payments partly in the form of cash and 

-partly in the form of single-premium annuity insurance policies purchased 
from the Life Insurance Corporation of India, in favour of the artists but 
paid for by the producers in lump. In two such cases the amounts received 
in cash were shown by two film stars in their returns of income but the remu- 
neration received in the form of annuity policies was not returned on the 
plea that the assessees followed cash system of accounting for their profes- 
sional income. 

3.2. Failure to treat the premium paid by the producers on account of 
deferred annuity policy in lieu of the remuneration payable to the artists as 
income due to them during the assessment years 1972-73 and 1973-74 result- 
ed in an under-assessment of 'Rs. 11,86,917 leading to a total short levy of 
tax of Rs. 10,71,112 in respect of the two assessees for both the years. 

3.3. The paragraph was sent to the Department of Revenue and Banking 
in November, 1976; they have stated in February, 1977 that the audit 
objection is under active consideration. 

[Paragraph 50 of the Report of the Comptroller and Auditor General af 
India for the year 1975-76, Union Government (Civil), Revenue Receipts, 
Volume 11, Direct Taxes1 

3.4. Under Section 5 of the Income-tax Act, 1961 the total income of 
any previous year of a perwn. who is a resident, includes all income from 
whatever source derived which is received or is deemed to be received in 
such year by him, or which accrues or arises or is deemed to accrue or arise 
in India during the year. Section 28 of the Act relates to computation of 
profits and gains of business or profession which are taxable on accrual 
basis or cash basis. Section 145 relates to computation of such income in 
accordance with the method of accounting re ylarly employed by the 
assessee. 

3.5. According to terms of contracts between film artists ( v i z )  Shri 
D e v  Anand and Smt. Sharmila Tagore and film producers, the artists receiv- 



-ed payment partly in the form of cash and partly in the form of single p r e  
mium deferred annuity policies purchased from life Insurance Corporation 
of India, in favour of these artists but paid for by the producer in lumpsum. 
The amounts received in cash were shown by the assessees in their returns 
:but the remunerafion received in the form of annuity policis was not return- 
ed on the plea that assessees conventionally followed cash system of account- 
ing for their professional income. According to the audit the failure to 
treat premium paid by the producers on account of deferred annuity poli- 
cies in lieu of remuneration payable to the artists as income due to them in 
the previous year in which such policy was paid for by the producer had 
resulted in a total short levy of tax of Rs. lO,7l,ll2. 

3.6. The break-up of the under-assessment and the tax thereon as point- 
ed out by Revenue Audit is as under:- 
----.- -. ------ ---- 

Name Assessment year Income Tax 
(Rs.) thereon 

(*Amomt paid to LIC is Rs. 4.36,6491 

3.7. The facts of these cases as intimated by the Department of Reve- 
-nue, in a note, are as under:- 

(1) Shri Dev Ana~ld (As.ws.sment years 1972-73 and 1973-74) 

M/s. Navketan Enterprises entered into an agreement on 6th Nov- 
ember, 1969 with Shri Dev Anand to act as a hero in the film 
later named as 'Tere Mere Sapne'. A sum of Rs. 1.5 lakhs 
was to be paid as remuneration. The payment was by way 
of taking policics from LIC. The firm took two annuity 
policies of Rs. 1,00,000 and Rs. 50,000 from LIC on 5th April, 
1972 and 22nd July, 1972 respectively. The annuitants were 
Shri Vijay Ananri, partner of the firm and firm respectively. 
These policies were ubsolutely assigned to Shri Dcv Anand on 
2nd April. 1973 and 2nd August,, 1972 rcspetively. Rs. 9020 
and Rs. 4705 w c ~ c  to be paid as annuities for 16 yrnrs and 15 
years respectively. The first instalments were due in 1973. 



M/s. Alankar Chitra entered into an agreement on 30th August,. 
1971. It was agreed that Rs. 15,000 would be paid in cash 
and sums of Rs. 14,000 and Rs. 16,500 would be paid for 
25 years from 1974. With a view to secure these payments, 
the firm took two annuity policies of Rs. 2,36,220 and 
Rs. 2,00,429 on 2nd April, 1973 and 22nd April, 1973 from 
LIC, The firm and Shri Dev Anand were respectively the an- 
nuitant under these policies. The first policy was absolutely 
assigned to Shri Dev Anand on 11th May, 1973. 

(2 )  Smt. Sharntila Tagore (Assessment year 1972-73) 

M/s. Shakti Films entered into an agreement on 10th June, 1971. 
It was agreed that Rs. 50,000 would be paid in cash on mutu- 
ally agreed dates and a sum of Rs. 24,000 would be payable 
for 20 years from 1978. With n view to secure the payment, 
the firm took an annuity policy of Rs. 2.4.5.268 from LTC on 
1st March. 1972. The firm was the annuitant. The policy 
was absolutely assigned to her on 2nd June, 1972. 

3.8. Giving the latest position about these cases the Department of 
Revenue have intimated that:- 

( i )  

(ii) 

In the case of Shri Dev Anand action to re-open assessments 
for the assessment years 1973-74 has been taken under Sec- 
tion 147(b). Re-assessmmts are pending: 

In the case of Smt. Sharmila Tagore, action under Section 263 
was taken for the assessment ycar 197.3-74. N o  action wcrb, 

however, taken for the assessment year 1972-73, as the policy 
was taken on 3rd April, 1972 and assigned on 2nd June, 
1972, which fell during the previous year relevant to the asses- 
sment year 1973-74. 

3.9. 'The point at issue in these cases is whether in the case of a film 
artist who receives remuneration in the form of an annuity policy. it is 
only the amount of actual annuity received in his hand which is taxable in 
year of receipt, or whether i t  is the entire premium paid for the annuity by 
the producer which is taxable as income in the ycar in which the premium 
is paid. This point, the Committee have been informed, was considered by 
the Ministry of Law more than once in the past. 

3.10. The first case in which the Ministry of Law gave their opinion 
was that of late Shri Guru Dutt, a film actor. He had, on 12th November, 
1962, entered into an Agreement with the Producers (M/s. Meena Pictures) 
for rendering his services for a period of 12 months on a total remunera- 
tion of Rs. 105,001 (Rs. 5,001 payable on the date of execution of the 



Agreement and the balance of Rs. 100,000 payable in 10 annual instalments 
of Rs. 10.000 each commencing from 10th January, 1965). The contract 
period of 12 months expired in November, 1963. On 5th November, 1963, 
the Producers purchased from the L.I.C. an annuity of Rs. 10,000 per 
annum terminable after 10 years in the name of their partners, Mohd. Azam. 
This was an immediate annuity purchased by the Producers for Rs. 85,390 
thc annual payments under which were to commence from 10th January, 
1965. The commencement of the annuity payments thus synchronised ' 

with the commencement of the annual instalment of Rs. 10,000 pavable to 
'Shri Guru Dutt under his Agreement with the producers. On 22nd Nov- 
ember. 1963, the aforesaid Mohd. Azam executed an irrevocable power of 
attorney in favour of Shri Guru Dutt authorising him to recover the annuity 
amounts from the L.T.C. and gave a proper and valid discharge from the 
same. On these facts. the following questions were posed by the Depart- 
ment of Revenue:- 

( I )  Whether, on the construction of the various agreements, it can 
be said that the professional income R s .  1.05.001) was re- 
ceived by the assessee in November, 1963; 

( 2 )  Tf the entire amount of Rs. 1.05.001 cannot be taxed in the 
assessment year 1964-65. can the amount of Rs. 85,390 paid 
by the Producer to purchase the annuity which was transferred 
to Shri Guru Dutt by an irrevocable power of attorney be held 
as receivcd by him in the relevant previous years. . 

3.1 1. The Ministrv of Law considered in detail whether payments to 
Shri Guru Dutt were in the nature of an actual receipt. constructive receipt, 
deemed receipt or could be treated to have accrued or deemed to have ac- 
crued under the Tncome-tax Act. The Ministry of Law infer alia advised 
That:- 

"it will be seen that in this case. the concept of income received 
in the form of money's worth is not attracted. The policy 
of nnnuity issued hv the L.T.C. was in the name of Mohd. 
Aznm mentioned therein as the purchaser and annuitant. 
There is no nomination in favour of anvone under the policy. 
nnr was there nnv transfer as such of that to Shri Guru Dutt. 
A11 that happened was that the annuitant authorised Shri Guru 
Dutt to rccover the amounts of the annuities vear after year 
by an irrevocable power of attorney. Annuities paid under an 
insurance policy or other contract are taxable as income from 
other sources under Section 56. Tn this case. the policy for 
the annuity was probablv intended as an insurance for Shri 
Guru Dutt against a possible failure or default on the part of . . the producer to pay the annual instalments due to him under 



the contract, It also secured the producer from being sucd' 
by Shri Guru Dutt for such default apart from the saving of 
Rs. 15,000 by the producer. It is, moreover, conceded that 
Shri Guru Dutt was not maintaining any regular accounts for 
his professional income as an actor but was all along assessed 
on cash basis. Therefore, in this case, also he can be assessed 
only on the amounts received by him during each year from 
the L.I.C. 

The answers to the two questions referred to us should therefore be 
in the negative." 

3.12. The Commissioner of Income tax, Bombay-1, accordingly, in his 
letter dated 27th October, 1971, clarified to the Hony. President Film Pr* 
ducers' Guild of India Ltd. that the annuity amounts would be taxable in 
the year of receipt when these wcre in the hands of the artists provided the 
salient features of the policy were as under:- 

( i )  The annuity policies w r e  taken in the names of the producers; 
the film artists were not parties to the annuity contract; 

(ii) The producers were the annuitants; 
(iii) By an irrevocable power of attorney, the annuitan!!: (i.e. the 

producers) authorised the artistes to recover the amount of the 
annuities as and when they fall due; 

(iv) The annuities were non-commutable; 

( v )  The artistes maintained their account on cash system. 

3.13. The second occasion when the Ministry of Law was consulted 
by the Department of Revenue was in th;. case of Miss Wahecda Rehmsn, 
a film artiste. The facts of this case were slightly different from that of 
Shri Guru Dutt. Under the Annuity Policy of Guru Dutt, the proposer 
was the producer of the film and he was also the annuitant. In the case 
of Miss Rehman, she was the annuitant and the amounts wcre directly pay- 
able to her. Moreover, Miss Rehman was not nnly the annuitant under 
the policy but she had also bccn given the right to noininate as assignee to 
receive the amount in the case of her pren:l!crc death. The Commissioner 
of Income-tax had in his report expressed the view that because Miss Reh- 
man urns the annuitant, it could be said that she had received money's worth 
equivalent to the amount paid by the producer to the L.I.C. when the annui- 
ty was purchased. In their opinion dated 28th January, 1972, the Ministry 
of Law (Additional Legal Adviser) opincd in this case that:- 

"Normally when an assessee is said to have received money's worth, 
it means that he has received something which is equivalent 



of cash. Could it be said in this case that she has received. 
something which is equivalent of cash? Under the agreement 
she is only entitled to receive the amounts on due dates. In 
other words, she has not received the equivalent of cash in ths 
year of assessment. The assessee follows cash system of ac- 
counting and in my view it would not 'be possible to construe 
the enfire premium paid to the LIC as a receipt in the hands 
of Miss. Rehman. The fact that Miss Rehman has been given 
the right to nominate some one else to receive the amounts 
in case of her premature death also will not make this case 
different from that of late Guru Dutt." 

3.14. The Direct Taxes Enquiry Committee (Wanchoo Committee) 
had recommended that Income-tax law should be suitably aniended to pro- 
vide for the payment to a film artist through annuity policy. Accordingly 
it was proposed to introduce a new section 180A in the Incometax Act 
under the Taxation laws (Amendment) Bill, 1973 which sought to give 
effect to this recommendation of the Wanchoo Committee. The proposed 
Section 180A of the Income Tax Act read as follows:- 

"180A. (1 )  Where any part of the remuneration payable to a per- 
son to whom this section applies (hereinafter in this section 
referred to as the annuitant) is in the form of an annuity and' 
the contract therefor providing for the payment of periodical 
sums thereunder is approved by the Commissioner under sub- 
section ( 2 )  then, such annuitant shall be taxed in respect of 
such remuneration only when such periodical sums become 
payable and tax shall be charged for any assessment year on 
the sum so receivable by him in the relevant previous year. 

(2 )  Subicct to any rules made by the Board in this behalf, the 
Commiasioncr shall not approve any contract for the payment 
of an annuity unless he is satisfied that:- 

( a )  such contract provides for the first of the periodical sums 
referred to in sub-section (1 ) to become payahle before the 
expin of a period of five years from thc date on which it 
has heen entered into; 

(b )  such contract provides for the payment of annuity over a 
period which shall in no case exceed ten years: 

(c )  not more than scvcnty-five per cent of the entire remunera- 
tion payable to the annuitant is converted into the form of 
annuity; 



(d)  such contract provides that in case of death of the annuitant 
before the annuity cases to be payable, payment under such 
contract shall continue to be made to his heirs or assigns, as 
the case may be, in the same periodical basis as before his 
death. 

.(3) Where a contract for the payment of an annuity approved by 
the Commissioner under sub-section ( 2 )  provides for the pay- 
ment thereof to the heirs or assigns of an annuitant in case of 
his death. any payment made under the contract to such heirs 
or assigns in pursuance thereof shall be liable to tax under 
this Act as if it were a part of the income of such heirs or 
assigns in the previous year in which it was made. 

-(4) Where a contract for the payment of an annuity approved by 
the Commissioner under sub-section ( 2 )  provides for the sur- 
render: commutation or assignment of the annuity payable 
under such contract by the annuitant or by his heirs or assigns, 
then, the whole of the sum payable on such surrender, com- 
mutation or assignment shall be liable to tax as part of the 
income of the annuitant or. as the case may be. of the heirs 
or assigns for the previous year in which the surrender. com- 
mutation or assignment is made, at the rate or rates of tax 
in force in the assessment year relevant to such previous year. 

( 5 )  This section applies to any person who is enga9ed:- 

(a )  as a professional actor on the stage: 

(b) as a professional sportsman; 

(c) as a film actor; 

(d)  in any othcr activity in the film industry to which having 
regard to the duration of the period for which a person is 
likely to be engaged in such othcr activity, the Central Gov- 
ernment, by notification in the Official Gazette. declares this 
section to apply." 

3.15. The Committee have been informed, in a note, that the Central 
Board of Direct Taxes discussed the various points raised before the Select 
Committee on the Taxation Laws (Amendment) Bill, 1973 and got the 
matter examined once again by the Ministry of Law, in February, 1974. 
The advice of the Ministry of Law on this occasion was as under:- 



"This matter has been considered by us more than once in the past. 
It may be pointed out that in all these cases the income of 
these films stars is taxable under the head 'Profits and gains 
of business or profession'. Presumably, these artistes keep 
their accounts on the cash basis. 

i f  that is so, it follows that during the year in question the only 
amount which they can be said to have received is the atcual 
annuity paid by the L.I.C. or other body. Whether this amount 
is drawn by them on the basis of an irrevocable power of attor- 
ney as in Guru Dutt's case, or the policy itself is taken out in 
favour of the fllm star as in the case of Miss Rehman is not 
material. The fact that the producer has parted with the money 
irrevocably and that it constitutes an expenditure in his hands 
would not necessarily make the entire amount the income of 
the person for whose benefit the policy was taken out. The 
individual cannot be taxed for an income which he has not 
received and is not entitled to receive during the year in ques- 
tion. Neither would it be appropriate to consider this as a 
beneflt or perquisite under section 28 ( i ~ ) .  The question of 
valuing a benefit or perquisite would arise only if the assessee 
has enjoyed the benefit or the perquisite during the relevant 
previous year. The only benefit which the individual has had 
is the amount of annuity made over during that year. The in- 
tangible benefit, if any, arising out of the satisfaction that one's 
future is partly provided for is not one which would attract 
liability to tax. 

Neither would it be correct to regard the insurance company as the 
agent of the artistes for the purposes of receiving the amounts. 
It may be that the annuitant had agreed to the policy being 
taken out and money paid to the L.I.C. But the L.I.C. when 
receiving thc amount cannot be said to be acting on behalf of 
the film star. The prerequisites of an agency would not appear 
to exist. 

Consequently, in so far as the professional persons are concerned, 
there would appear to be need to revise the earlier opinion that 
what is taxable As only the actual amount of annuity received 
by the persons during the course of the year. The fact that 
it is sought to give certain benefits to professional persons 
under the proposed section 180 A sousht to be introduced by 
clause 51 of the Taxation Laws (Amendment) Bill, 1973 
would not affect the position. 



It has also been stated that the annuity in question cannot be com- 
muted and no surrender value is payable under the policy. 

Hence in view of the clear language of section 2(e) (ii), this right 
to annuity cannot be considered to be an asset for the pur- 
poses of the Wealth Tax Act. Hence, welath tax is also not 
payable by the person concerned. 

A reference has also bcen made to the effect that certain managing 
directors and directions are also receiving remuneration in the 
form of such annuities. Their cases merit separate examina- 
tion for the question might arise whether they are employees of 
the company whose income is assessable under the head 
"Salaries". This aspect of the matter can be examined sepa- 
rately with reference to a few specimen contracts.'' 

3.16. The Law Secretary agreed with the aforesaid views on 13th 
March 1974. On 31st January 1975, the Select Committec was. therefore. 
informed by the Depsrtment of Revenue that even under the existing law 
the artiste would be taxed only on the amount of the annuity received dur- 
ing the years. The Select Committee in its report dated 20th March 1975, 
recommended for the omission of the proposed section 180A. The Select 
Committee observed that: 

"44. Original Clause 5 1-The Committee were informed that 
even under the existing law, more or less the same position, as 
is envisaged in the proposed provision. is secured in respect of 
remuneration received by the film artistes in the form of 
annuity-The Committee, therefore. feel that the proposed pro- 
vision is not necessary. The clause has been omitted 
accordingly." 

3.17. The bill, which was finally passed as Taxation Laws (Amend- 
ment) Act, 1975, did not. therefore, contain the proposed section 180A 
relating to Annuity Policies. 

3.18. In this connection the Committee note from a publication called 
"Tax Laws and Life Insurance" prepared by the Tax Department of Life 
Insurance Corporation of India that according to them the film artistes are 
assessable to income tax in each year in respect of annual sums received 
by him and not in a single year in respect of the total amount paid to 
effect annuity policies. To quote the publication:- 

"The film artistes have a short span of working life and bulk of 
the income is received during these few years. It is therefore, 
advantageous for them if the producer takes out an Immediate 



Annuity Policy or a Deferred Annuity Policy providing for 
1 

payment of fixed annual amounts for a number of years certain, 
and for the life of the artiste if he survives this period. As 
per opinion expressed by a well-known Income-tax Counsel, 
the artiste will be assessable to income-tax in e w h  year, in 
respect of the annual sum received by him, and not in a single 
year in respect of the total amount paid to effect the policy, 
provided that (1) the artiste is not a party to  the annuity 
contract and (2) the annuity policy is non-commutable and 
non-assignable. Further the policy will get complete exemp- 
tion from Wealth-tax in the hands of film artistes where premia 
are payable for a period of ten years or more. 

As regards the producer, he will be entitled to a deduction in respect 
of the total amount paid to purchase the policy in the year 
in which the policy was taken out." 

3.19. In a memorandum dated 31 January, 1978, submitted to the 
Public Accounts Committee, the Cine Artistes' Association, Bombay, have 
pointed out that working life of 3 cine artiste is "rather short and mercurial" 
depending on many unforseen and unexpected factors. The Association 
has urged that:- 

"(i) The correct legal position as enunciated by the above per- 
sonalities is that such an Annuity cannot become an income In 
the year in which the Annuity is purchased in the case of 
people who are maintainins cash system of accounting. This 
has been made very clear by the above cited opinions. The  
view sought to be taken by the Income-tax Officer, will only 
breed more litigation in which the ultimate result will be in 
favour of the assessee. It is far better that these litigations 
are best avoided. 

(ii) Even otherwise it may not bc ethical for the Income-tax Depart- 
ment to go back on the decision given by them. As mentioned 
earlier many Cine Artistes-crrm-Producers, etc., have acquired 
Annuities relying upon the decision given by the Income Tax 
Department. It will be wholly unfair for the Department to 
go back on the earlier decision. Assuming the Department 
wants to change its policy (which may be legally untenable) 
still it should be only "PROSPECTIVE" AND NOT 
"RETROSPECTNE". 

(iii) It is a known fact that the Life Insurance Corporation which 
is also one of the wings of the Mipistry of Finance, just like 
the Income-tax Department, has been circulating the benefits 



of the Annuity Scheme, and therbby inducing the Annuitant 
to  acquire Annuity Insurance Policies for the security of the 
future lean years of the individuals. 

(iv) Moreover by the sudden change in the Department's earlier 
policy, a number of Cine Artistes-cum-Producers-cum- 
Technicians, will come to grief. They will be faced with 
heavy tax liability while they will get the amount of Annuity 
instalments much later. It is apparent that the Cine Artistes 
will not have the necessary where-withals to make the payment 
of such tax liability. To . penalise them for having acted o n  
the Instructions of the Department, will only be too drastic 
to be imagined. It will also undermine the assessees' con- 
fidence in the Department's assurances for future. 

(v)  It is also likely that if the amount of Annuity is taxed in the 
year of purchase, then there ma! bc a double taxation. There 
are chances that when the instalrnents of Annuity are payable 
to a Cine Artiste along with interest, the same may be taxable 
in the year in which the instalment is paid. This type of un- 
intended double taxation can take place which cannot be the 
desire of the Department. There are cases in which a person 
has contributed Capital amount for buying Annuity and when 
the instalments are paid, the same are also taxes as income." 

3.20. Dealing with the question of inclusion of value of Annuity poli- 
cies in the net wealth, the Department of Revenue have, in a note, stated 
that the value of such annuity policies was not includable in the nct wealth 
upto the assessment year 1974-75 as the same was not inCluded in the 
definition of 'asset' @en in Section 2 ( e )  of the Wealth Tax Act, 195?. 
However, such annuity policies have been brought within the definition 
of asset w.e.f. 1-4-1975 by the Finance Act. 1974. Such annuity policies 
it has been stated, are not exempt under Section 5 of the Wealth Tax Act, 
1957, which allows exemption in respect of policies of insurance. 

3.21. The Committee enquired if  it was fact that assessments in the 
case of Shri Dev Anand and Smt. Sharmila Tagorc had been re-opend even 
though the opinion given by the Ministry of Law to the Department did 
not warrant such re-opening. The Department have replied that as the 
Revenue Audit had raised objection in the cascs of Shri Dev Anand and 
Smt. Sharmila Tagore, the action was taken by the Department to reopcnf 
revise the assessments as a "protective measure." 



3.22. Asked if under the law the film stars were supposed to maintain 
accounts, the witness replied: 

"On 12 January, 1977 we have issued a notification according to 
which actors and other professionals have to maintain accounts. 
It is now compulsory. Before that it was not obligatory." 

3.23. The Committee wanted to know if it was a fact that the mecha- 
nism of payments through taking of policies under the Annuity scheme was 
also being followed by some big business houses in rcspect of payments to  
their top executives. In reply, the Department of Revenue have admitted 
the fact that somc companies have adopted thc practice of making payments 
of commission to their top executives by taking up policies under the 
Annuity scheme. After ascertaining the position in this regard, the Com- 
mittee have been informed by thc Department that "three Executives of 
the Indian Tube Company, Calcutta and one of the executives of MIS. 
Tata Chemicals Ltd; were paid commission by taking up policies under 
Annuity Schcmc." 

3.24. In reply to a question, the Department have confirmed that. in 
such cases, the sum payable by the en~ploycrs to cffcct a contract for an 
annuity is a "perquisite" within the meaning of clause ( v )  of Sub-section 
( 2 )  of Section 17 and as such includable in the income undcr the head 
'salaries'. Apart from Section 17 (2  1 ,  there is no provision in the Income- 
tax Act, which provides that the amount paid to securc the annuities is 
taxable. 

3.25. The Committee enquired if the practice of accepting payments 
of remuneration through deferred annuity @icy was proposed to be conti- 
nued. In reply, the Finance Secretary said in evidence: 

"Certainly, this is the vicw of the Government." 

3.26. Disclosing the liltcst trend on paymcnts of remuneration through 
Annuity Policies, the Finance Sccrctary said that:- 

"In the world over todny there is an increasing trend for pension. 
Now a si~pgestion has heen made even by the Joint Manage- 
ment Council that an annuity should be started for govern- 
ment servants. The Government servant when he retires is 
faccd with a tremendous drop in his emoluments and today 
there is a scrnmble to pct extensions. So in order t o  protect 
his cmolumcnts. sugpstion has been made that all Govern- 
ment servants should be covered by somc form d annuity 
s h e m e  where the premium should be paid by the employer 



and the employee partly so that at the time of retirement he 
can draw a subsidiary pension from the insurance company." 

3.27. The Committee desired to know if the Department was aware 
tha: there was large scale evasion of tax by film stars. In reply, the Fin- 
ance Secretary conceded in evidence that: 

"So far as we can see, in many of these professional classes, film 
stars of actors or for that matter even lawyers, doctors, there 
is a substantial amount of income tax which is evaded and 
much of the unaccounted money is ther'e in these professional 
classes. It is extremely difficult to find out. . . .certainly in the 
case of film stars. we have ample evidence to show that there 
was under the table payment." 

3.28. As regards steps taken to combat tax evasion by film stars, the 
representative of the Department stated during evidence that a number of 
raids were effected in the case of film stars. The number of such raids was 
stated to be: 

1975-76 5 

1976-77 . 40 'including 39 raids in Ca!cutta\. 

3.29. The witness also revealed during evidence that in Bombay done, 
the total disclosures made amounted to Rs. 4.47 crores on which a sum 
of Rs. 2.15 crores was realisrd as tax. The disclosures all over India 
amounted to Rs. 14.8 crores. 
' 

3.30. The Committee asked what guarantee was there that after the 
benefits under the Deferred Annuity Policies black money transactions in 

Industry will stop. In reply, the witness assured that:- 

"We are looking into this" 
3.31. According to tbe fads placed before the Committee by the Depart- 

ment of Revenue, certain amounts received in cash were shown by the two 
film slam (Sbri Dev Anand and Smt. Sharmila Tagore) in their return of 
facome bat the remuneration received in the form of annuity policies was not 
ntaraed on the plea that the assessees followed cash system of accounting 
for their professional income. According to the Audit paragraph, failure to 
treat tbe entire premium paid by the producers on account of deferred 
a m i t y  policy in lieu of the remuneration payable to the d s t s  as income due 
fo &em during tbe assessment pears 1972-73 and 1973-74 hm mulfcd in 



an under=assessment of Rs. 11,86,917 leading to a total short levy of 8an 
of RB. 10,71,112 ia respect of the two assessees for both the years. Though 
the Department of Revenue have pointed out that these assessments were in 
keeping with the advice of the Ministry of Law, they have, in view of the 
audit objection, taken action to re-open/revise the wlsessments in these two 
rases as a "protective measure". 

3.32. The Committee have been Wormed that the question of treatment 
I 

of remuneration received by film artists in the form of single-premium anaulty 
policy for income tax purposes has been considered by the Department of 
Revenue in consulbation with the Minsitry of Law more than once. In 1971, 
the Ministry of Law bad advised in another case (Shri Guru Dutt) that a 
film star can be assessed only on the amounts received by him during each 
year from the LIC under the Annuity Policy. The salient featares of tbe 
Annuity Policy, in that aase, were (i) f'ilm artist was not -party to the annuity 
eontract, @) producers were the annuitants, @i) by an irrevocable power of 
Attorney, the producers authorised the artist to recover the amount of the 
annuity and when they fell due (iv) annuities were non-commutable and 
(v) the artist maintained his account on cash system. in yet another but 
slightly Merent case (Miss Waheeda Rehman), the film artist herself was the 
annuitant of the policy but had been given the rigst to nomillate an assignee 
to receive the amount in the event of her premature death. Tb% CommiPsioner 
of Income-leuu was of the view that because Miss Rehman was the annuitamt, 
it could be said that she had received the money's worth equivalent to the 
amount pdd by the producer to the L.1.C. when the annuity was purchased. 
In their opinion dated 28-1-1972, the Ministry of Law, however, opined that 
the entire premium paid to the LIC canont be construed as a receipt in her 
bands in the year of assessment. It was stated that the fact that she was her- 
self the annuitant and had the right of nomination did not make tbts case 
dUferent from that of Shri Guru Dutt. The Taxation Laws (.4mendment) 
Bill 1973 sought to make a provision in the Income Tax Act (proposed See- 
tion 180A) for the payments by way of annuity policy to the film artists and 
professional sportsmen but the select Committee dropped the proposed pro- 
visiim idler being informed after re-examination of the entire issue in con- 
sultation with the Ministry of Law in Februaq 1974, that even under tbe 
existing law the artist would be taxed only on the amount of tbe annuity 
received during the year. 

3.33. The Department of Revenue have, however, admitted that at preaent 
there is no specific provision In the income-tax Act, 1961 for tirx in fhe caw 
of annuity pollciw taken for the benefit of cine artists being assessed in 111 
manner in wblch it was done in the m e  of Shri Dev Anand and Smt, Sharmila 
Tagore a d  that tbe assessments were made on the basis of legal opinion that 
lncomc from amuitie~ should he taxed when the right to receive i t  has 



actually accrued to the cine-artistes. But the Committee also note that in the 
absence of a specific provisios in the law a few business hotuses have adopted 
tbe method of annuity policies for avoiding tax liability on payments made 
$0 their top executives. There is also the danger of other professional groups 
W h g  recourse to this mechanism for tax avoidance. The Committee, 
Ulerefore, recommend that in order to make the position free from any doubt 
and also to prevent the abuse of the benefits, a specific provision should 
be made in tbe Income-tax Act, 1961 allowing tux benefit in the case of 
annuity policies, but at the same lime restricting the benefit under tbe 
scheme to such professional groups only as merit special consideration on 
account of their short, active professional life. 

3.34. The Committee note &at hither tofore actors and olher profes- 
sionals were not required by law to maintain wccounts of their income and 
expenditure, and that it was only on 12 January 1977 that a Notification 
making maintenance of acco,unts obligatory on their prt bas been issued by 
Government. The Committee are surprised how in the absence of accounts, 
authenticity of figures given in the returns of their income were checked. 
This was a loophole which should have been plugged by Government long 
back especially when Government had ample evidence to show that in the 
aase of professionals like 6lm artists there was large scale tax evasion. The 
Committee were given to understand during evidence that in Bombay alone, 
tbe amount of voluntary disclosures was of the tune of Rs. 4.47 crores on 
which a sum of Rs. 2.15 crores was realised as tax. The Committee trust 
that dforts to combat tax evasion would not only continue but would be 
intensified. 



CHAPTER IV 

INCORRECT VALUATION O F  SHARES 

Audit Paragraph 

4.1. In paragraph 72 of the Audit Report, 1972-73, it was pointed out 
that, despite the clear difference in the phraseology of the Estate Duty Act 
and the Wealth-tax Act, the Board extended, by executive instructions issued 
in March, 1968, the application of a 'Rule for valuation of unquoted equity 
shares framed under the Wealth-tax Act to the valuation of such shares 
under the Estate Duty Act. While, according to the Estate Duty Act, the 
value of such shares is to be ascertained 'by reference o the value of the total 
assets of the company' that under the Wealth-tax Act is to be determined 
by reference to the 'net value of the assets of the business as a whole, having 
regard to the balance sheet of such business'. 

4.2. In the same instructions of March 1968, the Board also extended a 
special method prescribed by them in October, 1967 for the valuation of 
unquoted equity shares of investment companies for wealth-tax purposes, t o  
the valuation of such shares for estate duty. Under this method, the value 
of such shares was to be taken as the averagc of (i) the break-up valuc of 
the shares based on the book valuc of the assets and liabilities disclosed in 
the balance sheet and (ii) the value arrived at by capitalising adjusted main- 
tainable profits of the Company at 9 per cent per annum. 

4.3. In consequence of thc mid audit paragraph. the Board cancelled 
their instructions of March, 1968 in October, 1973, so as to restore the 
earlicr instructions of 1965. according to ~ h i c h  valuation of unquotrd 
shares in cnmpanws for cstatc dutv purpose< WJF to be based on the market 
valuc and not on the book vnluc of the asset< of the company. The Board 
issucd further instructions in May, 1975 to clnrif) that a se t s  of the com- 
pany would include goodwill also. ~ h e t h c r  or not shown a< such in the 
balance sheet. Where. however, market value of an individual asset of the 
company is not ascertainable. thc same is to he taken at its hook value in 
the balance shect of the company ncarest to the datc of death. 

( i )  In the case of n deceased person, who died on 16th August, 1971, 
valuation of unquoted equity sharcs held by him in a private limited com- 
pany was made in March. 1974 by taking the voluc of the asscts of the 
company at their book values apparently under thc Board's instructions 
of March, 1968. The value of the goodwill of the company was also not 
included. Valuation of unquoted equity shares in yet another company 



<an investment company) was than made on 'yield basis' alone. It was 
noticed in audit in April, 1976 that, despite the issue of executive instruc- 
tions in October, 1974 and May, 1975, which indicated clearly the correct 
manner of valuation of unquoted shares under the Estate Duty Act, the 
original assessment had not been re-opened so as to recompute the value 
of the shares by taking assets at market value instead of at book value and 
by including the value of goodwill. The omission involved a short levy of 
estate duty of Rs. 1,80,90,526. 

4.4. The paragraph was sent to the Department of Revenue and Bank- 
ing on 4th December, 1976. They have stated (January, 1977) that the 
objection is under consideration. 

(Paragraph 112(i) of the Report of the Comptroller & Auditor General 
of India for the year 1975-76, Union Government (Civil), Revenue 
Receipts, Volume 11, Direct Taxes). 

4.5. The Audit paragraph relates to a short levy of Estate Duty of 
Rs. 1.81 crores in a single case due to erroneous valuation of unquoted 
equity shares in the estate of two companies (Mafat La1 Gangalbhai & Co. 
Pvt. Ltd. and Surat Cotton Spinning and Weaving Mills Pvt. Ltd.) included 

'in the estate of the deceased person. 

4.6. The basic principle of valuation of assets for lcvy of estate duty, 
gift tax and capital gains tax is the value in the open market. For the 
valuation of unquoted shares of companies, computation of their break-up 
value on the basis of "total assets" of the company is adpted. For levy 
of Wealth-tax, this computation of break-up value is to be made having 
regard to the balance sheet of the company concerned, as provided in the 
Wealth-tax Rules, 1957 framed under the Wealth-tax Act. 

4.7. The following Executive jnstructions/cl~rifications were issued by 
the Central Board of Direct Taxes in this regard from time to time:- 

(i) A circular was issued on 3rd May, 1965, laying down that for 
purposes of valuation of unquotcd shares under section 37 of 
the Estate Duty Act, 1953 the value to be takcn into considera- 
tion should be based on the break-up valuc by taking the 
market value of the assets of the company and not the book 
value if that does not happcn to be their market value. Sec- 
tion 37 provides that:- 

"37. Valuation of shares in a private company where alienation 
is restricted-Where the articles of association of a private 

company contain restrictive provisions as to the alienation 
of shares, the value of the shares, if not ascertainable by 
reference to the value of the total assets of, the company, 



shall be estimated to be what they would fetch if they could 
be sold in the open market on the terms of the purchaser 
being entitled to be registered as holder subject to the articles, 
but the fact that a special buyer would for his own special 
reasons give a higher price than the price in the open market 
shall be disregarded." 

(ii) On 5th July, 1965 instructions were issued clarifying the scope 
of section 37 of the Estate Duty Act. It  was clarified that:- 

"The instructions issued by the Board in their circular letter 
referred to in para 1 above, were only with regard to the 
first part contemplated by section 37 of the Act. They do 
not and were not intended to restrict the application of the 
second part of section 37, for which purpose it would be 
open to the assessing officer to adopt some other method of 
valuation based on yields or profits, etc." 

;(iii) Rule I-D was inserted in the Wealth-tax Rules, 1957 w.e.f. 
6-10-1967. The Rule stipulates that :- 

"l-D. Market value of unquoted equity shares, of companies 
other than investment companies, and managing agency com- 
panies-The market value of an unquoted equity share of 
any company other than an investment company or a 
managing agency company, shall be determined as follows:- 

The value of all the liabilities as shown in the balance sheet 
of such company shall be deducted from the value of all 
its assets shown in that balance-sheet. The net amount 
so arrived at shall be divided by the total amount of its 
paid-up equity share capital as shown in the balance- 
sheet. The resultant amount multiplied by the paid-up 
value of each equity share shall be the break-up value of 
each unquoted equity share. The market value of each 
such share shall be 85 per cent of the break-up value so 
determined. 

Provided that where, in respect of any equity share, no dividend 
has been paid by such company continuously for not less 
than three accounting years ending on the valuation date 
or in a case where the accounting year d that company 
docs not end on the valuation date. for not less than 
three continuous accounting yews ending on a date imme- 



diately before the valuation date the market value of such 
share shall be as indicated in the Table below:- 

Number of accounting years ending on the valuation 
date or in a cess whcre the accounting year does not Market value 
end on the valuation date. the number of accounting 
years ending on a date. immediately preceding the valu- 
ation date, f o r  which no dividend has been paid. 

Three year . 82 112 per crnt of tha break-up valw of wch share. 

Four years . 81, Do. 

Five years . . . 77 Do. 

Six years and abovr .,. 1 3  DO. 

Explanation I .  For the purposes of this rule "balance sheetv, in rela- 
tion to any company, means the balance sheet of such company as drawn 
up on the valuation date and where there is no such balance-sheet, the 
balance sheet drawn up on a date immediately preceding the valuation date 
and in the absence of both. the balance sheet drawn up on a date imme- 
diately after the valuation date. 

Explanation 11. For the purposes of this rule - 
( i )  the following amounts shown as assets in the balance-sheet 

shall not be treated as assets, namely: 

( a )  any amount paid as advance-tax under, section 18A of the 
Indian Income-tax Act 1922 ( 1 1 of 1922 ), or under sec- 
tion 210 of the Income-tax Act. 1961 (43 of 1961 ). 

(b)  any amount shown in the balance sheet including the debit 
balance of the profit and loss account or the profit and 
loss appropriation account which does not represent the 
value of any asset; 

(ii) the following amounts shown as liabilities in the balance-sheet 
shall not be treated as liabilities, namely:- 

(a )  the paid up capital in respect of equity shares; 

(b)  the amount set apart for payment of dividends on pre- 
ference shares and equity shares where such dividends have 
not been declared before the valuation date at a general 
body meeting of the company; 

(c) reserves, by whatever name called, other than those set 
apart towards depreciation; 



(d) credit balance of the profit and loss account; 

(e) any amount representing provision for taxation other than 
the amount referred to in clause (i) (a)  to the extent of 
the excess over the tax payable with reference to the book- 
profits in accordance with the law applicable thereto. 

(f) any amount representing contingent liabilities other than 
arrears of dividends payable in respect of cumulative pre- 
ference shares." 

(iv) On 31st October, 1967, it was laid down that for valuation 
of unquoted equity shares of investment companies be taken 
as the average of:- 

"(a) the break-up value of the shares based on the book value 
of the assets and liabilities disclosed in the balance-sheet; 
and 

(b) the capitalised value arrived at by applying a rate of yield 
of 9 per cent to the maintainable profits of the company." 

This method is stated to have been laid down after taking into consi- 
deration the following main factors: 

(i) the deliberations in the Conference of Commissioners of In- 
come-tax in November, 1965; 

(ii) A comprehensive study made for comparison purposes with 
reference to the yield and balance-sheets of a number of 
public limited companies; and 

(iii) The views of the Members of the Direct Taxes Advisory 
Committee. 

( v )  Despite the clertr difference in the phraseology of the provisions 
in this regard in the Income-tax Act, 1961, Gift-tax Act. 1958 
and Estate Duty Act, 1953 on the one hand and in the Wealth 
tax Act. 1957 and the Rules framed thereunder on the other, 
the Board cxtcndcd the application of Rule I-D of the Wealth- 
tax Rules to estate duty and gift-tax cases in March, 1968 and 
to capital gains tax cases in August, 1968. On this mistake 
being pointed out in para 72 of the Audit Report, 1972-73, 
the incorrect instructions of March. 1968 were withdrawn by 
the Ronrd on 29.10.74. In their Instruction No. 771 dated 
29.10.74. the Board directed that the contents of the circular 
dated 26.3. I968 would not apply to valuation of shares 
covered by section 37 of the Estate Duty Act and that valua- 
tion of such shares should be governed by Board's earlier 
circulars dated 3rd May, 1965 and 5th July, 1965. 



(vi) On 24th May, 1975, the Board issued instructions (No. 835) 
stating inter-alia that the expression "value of the total assets. 
of the company" in section 37 of the Estate Duty Act would 
mean market value of the assets and not the book value. It 
was further clarified that the expression "total assets of tha, 
company" would include goodwill also, whether or not shown 
as such in the balance-sheet. 

(vii) On 5.1 1.1976, the Board issued a Circular that all the estate 
duty assessments which were completed during the period 
1.1 1.1973 to the date of receipt of Instruction No. 771 dated 
29.lO.1974 and in which the instructions contained in the 
Board's circular dated 26.3.1968 were applied, should be 
reviewed and re-opened, if necessary under section 59(b) of 
the Estate Duty Act so as to correctly value the shares in 
terms of the Board's existing instructions. 

4.8 The Committee desired to know why despite the clear difference 
in phraseology of the provision in this regard in the Estate Duty Act, 1953 
and the Rules framed thereunder, the Board had extended the application 
of Rule 1-D of Wealth Tax Rules to cases of Estate Duty. In reply, the 
Department of Revenue have intimated that the reasons as recorded in 
the relevant file of the Board for the extension of Wealth-tax Rule (Rule 
l-D) and Board's instruction of October, 1967 to cases of Estate Duty 
appeared to be as under:- 

"(i) The suggestions by the Governor, Reserve Bank, and the 
Direct Taxes Advisory Committee in their 9th meeting that 
valuation of unquoted shares of companies for estate duty 
purposes should be taken to be the same as was determined 
for the purposes of wealth-tax for the latest assessment year 
before the death of the deceased; 

(ii) To obviate dual proceedings for the valuation of the same 
assets, one for the purpose of wealth-tax and, again, for 
estate duty, which causes inconvenience to tax-payers and 
may also result in differences in valuation; and 

(iii) The following statement made by the then Deputy Prime 
Minister in paragraph 42 of the Budget Speech for 1968-69 
(Part-B); 'Further I propose also to have administrative 
instructions issued to secure that, as far as possible, the same 
value is adopted for an asset for the purposes of Income-tax, 
Wealth-tax, Gift-tax and Estate Duty'." 

4.9 The facts relating to each of the two companies M/s. Mafatlaf 
Gangalbhai & Co. Pvt. Ltd. and Surat Cotton Spinning & Weaving Mills 
a n  indicated in the following paragraphs: 



57 
M / s .  Mafatlal Gangalbhai & Co. Pvt. Ltd. 

4.10 M/s. Mafatial Gangalbhai & Co. Pvt. Ltd, was incorporated on 
22-12-1920. Being a private limited Company, the Articles of Association 
contained restrictive provisions as to alienation of its shares. The Issued 
and Subscribed Capital of this Company as at 31.3.1971 consisted of 
2,02,100 equity shares of Rs. loo/- each and 75,750 cumulative Pre- 
ference Shares of Rs. 100/- each. On 16.8.1971 (the date of death of 
Hemant Mafat Lal), the members of the Mafatlal family held 69.74 per 
cent of the equity shares. This percentage of shareholding continued 
unchanged as on 31.3.1971 and 31.3.1972. On 31.3.1971 i.e. imme- 
diately prior to the date of death for which the accounts of the company 
had been made, the Company was treated as "investment company" with- 
in the meaning of Rule 1A(g) of the W.T. Rules, 1957. On 31-3-1971, 
this Company had two Subsidiaries viz. ( i)  The New Shorrock Spg. & 
Mfg. Co. Ltd. and (ii) The Standard Mills Co. Ltd. 

4.11 Shri Arvind N. Mafntlal, trustee of Seth Hemant Bhagubhai 
Trust, in his Return showed the value per equity share of this Company 
as Rs. 161.00 only on the basis of a certificate of an approved valuer. 
According to the approved valuer, the break-up value of shares of this 
cdmpany as on 3 1.3.1 971 was. Fy adoptins bonk value method Rs. 297.52 
per share and by yield capitn!isation method Rs. 189.43 per share. Accord- 
ing to Board's instruction of October, 1967, the average of these two 
prices was to be adopted for valuation of these shares which worked out 
to Rs. 243.48 pzr share. The approved valuer had, however, assessed 
the value per share as Rs. 161. 

4.12 The Report of the approved Valuer indicates that the following 
basis was adopted by him for this valuation: 

' I . .  . .it will be seen that the normal expectation from investment 
in well-known investment companies with free transferability 
near about the valuation date was about 7 per cent. It may 
be pointed out that the shares of these companies are day in 
and day out dealt on the Stock Exchange and they, there- 
fore command free marketability. Since, however. this 
company is a private limited company with restriction on 
alienation of shnres, it suffers from the disntivantoge of un- 
marketability compared to companies whose shares are quoted 
on the Stock Exchinge. Such unmarketability is universally 
reckoned as a discounting factor and will, therefore, have to 
be taken into account in estimating the expected rate of return. 
Authorities show that a higher rate of capitalisation of 1+ per 
cent to 2 per cent for unmarketability is a reasonable allow- 
ance. Having regard to the relevant facts and circumstances: 



of the case, it would be fair and reasonable to allow a higher 
rate of capitalisation of 2 per cent on account of unmarketa- 
bility. We think that an investor would expect at least a 
yield of 9 per cent from his investment in a company like the 
one under consideration. On this basis the value as at  
3 1.3.1971 will come to Rs. 161/- per equity share. . . . . . u 

4.13 Giving the reason for not accepting the basis suggested by the 
Board in their Circular of October, 1967 the approved Valuer had, in his 
'Report, stated that: 

"The instruction as contained in the Board's Circular, not being 
statutory enactment, have no finding force and at best has only 
persuasive value. The method of finding out the open market 
value of shares by taking the mean between the tangible assets 
value and capitalised value on yield basis is not scientific 
method." 

4.14 The Assistant Controller of Estate Duty accepted the value of 
thd shares as given by the approved valuer (Rs. 161 per share) and did 
not make any independent evaluation. 

4.15 The method of valuation adopted by the approved Valuer being 
not in accordance with the Board's instruction dated 3 1.10.1967, the Com- 
mittee asked as to why did the Assistant Controller not value the shares of 
this Company independently. In reply, the Department of Revenue have 
intimated :- 

"The Assistant Controller of Estate Duty did not value the shares 
independently but accepted the approved valuer's certificate 
since the method of valuation was accepted by the Income- 
tax Appellate Tribunal. Bombay Bench 'D' in certain Gift- 
tax and Wealth-tax appeals for the assessment years 1969-70 
and 1970-71 filed by Srnt. Sharadaben B. Mafatlal which was 
in line with the Supreme Court decision in Mahadeo Jalan's 
case (80 ITR 62 1 )". 

4.16 As regards the break-up value of these shares adopting market 
value of the assets of the Company including also the goodwill of the Com- 
pany, Department of Revenue have, in a not, explained that: 

"The company had its main incame from investments. GoodwN 
is associated only with business profits. The only business 
of the company was running a Jute Mill and during the 5 
assessment years 1967-68 to 1971-72, the mill had suffered 
an average loss of Rs. 6.33 lakhs. Therefore, there can be no 
goodwill for such a mill. As regards market value of invest- 



ment, Schedule V of the balancesheet as on 31st March, 
1971 shows that the book value of the company quoted in- 
vestments of the company as per investment ledger was 
4,43,47,668 and the market value of the same was 
18,17,02,273. The company had also unquoted investments 
and building which yielded a rent of Rs. 7,82,801, and other 
assets. These can be valued by the Assistant Controller 
only in the course of reopened assessment. Therefore, at thia 
stage, it is not possible to give the break-up value of the 
shares adopting the market value of the assets." 

4.17 According to the balance-sheet of the company the market value 
of the investments of the company on 31 March, 1971 was Rs. 18.17 
crores excluding the value of unquoted investments, building and other 
assets. Even if, as submitted by the Department to the committee in a 
written note, the company had no goodwill on account of consistent losses 
in the previous 5 years, the value of the unquoted shares taken as Rs. 161 
per share was ridicuiously low. When this fact was pointed out to the 
representative of the Department during evidence, he offered the following 
.comments : - 

"The Audit has valued it at Rs. 1033 per share. But so far as 
the figure the IT0 has taken is concerned, viz. Rs. 161 per 
share, we have ourselves found out-though after the audit 
objection-that while taking the figure of Rs. 161, the ITO 
did not act correctly and that he should have taken at least 
Rs. 243, even under the standing instructions of the Depart- 
ment. That was a clear mistake. 

We have called for the explanation and we are examining it. I 
was not satisfied with the explanation and I have sent a lettet 
to the Commissioner for further details. Of course, we do 
not accept this figure of Rs. 1033 and there are various 
reasons tor that." 

Swat Cotton Spinning and Weaving Mills 

4.18 Audit paragraph has pointed out that in the case of yet another 
company (Surat Cotton Spinning & Weaving Mills Pvt. Ltd.), the valua- 
tion of unquoted equity shares was made on 'yield basis' alone. The 
value adopted in the Estate duty assessment was Rs. 117.38 per share. 
This value was the same as was shown in the return filed by the Trustees 
of Seth Hemant Bhagubhai Trust as one of the accountable persons under , 
the Estate Duty Act. , 1 



4.19 The Committee learnt from Audit that the assesad value of the 
.estate .in this case was Rs. 94,64,098 as against the account filed by the 
wcountable person for Rs. 12,86,113 only. The Committee, therefore, 
-wanted to know if there had been any concealment in respect of additions 
nude to the principal value of the estate. The Department of Revenue 
have, in a note, intimated: 

"Almost all the additions made are on account of difference in 
interpretation of law and the ACED has not found any concealment." 

4.20 Asked if the entire estate duty demand of Rs. 62,65,294 had been 
collected in this case, the Department of Revenue have c o n h e d  that:- 

"The entire estate duty demand has been collected. As the pay- 
ment was made within time, question of levy of interest u/s. 
70 did not arise." 

4.21 As the deceased had a vested interest in the income and its 
a ~ u m u l a t i o n  during his life of Hemant Bhagubhai Trust, the Committee 
enquired if the income and corpus of the trust had been aggregated with 
his income and net wealth. In reply, the Department has explained 
that : - 

"In the Estate Duty assessment, the entire corpus of the trust estate 
has been added u/s 7 read with Section 40. This has been 
confirmed in appeal. 

The Department atterqpted to include income of the trust in the 
income-tax assessment of the deceased. There was no objec- 
tion from the assessee upto A. Y. 1957-58. It has been 
held by AAC and Tribunal from A. Ys. 1958-59 to 1961-62 
that the income of the trust will be assessable in the hands of 
the trustees under the First Prwiso to Sec. 41 ( 1 ) of the Indian 
Inme-tax Act, 1922. From A. Y. 1962-63 onwards the 
appellate Tribunal has decided that only the amount of Rs. 
30,000/- actually received by the deceased each year is to be 
included in his assessment, if it has not already been aggre 
gated with the income of the trust. The Department has 
filed a reference before the High Court in this matter for 
assessments years 1958-59 to 1962-63. The matter is pend- 
ing. There are similar disputes in the later years. 

As regards W; the life intetest was worked out by the Department 
an the basis of the entire income of the trust and included 
in tbe WT aseessments. This addition has been deleted by 
the AAC and Tribunal from 1957-58 to 1965-66. In A. Y. 



' 1966-67, however, an addlion of Rs. 3,38,550/- on actuarial 
basis has been upheld by the Tribunal. From 1967-68 
onwards the entire addition has been deleted by the AAC and 
the matter is pending before the Tribunal. Reference appli- 
cations before the High Court are pending from A. Y. 1957-58 
to 1965-66. In respect of A. Y. 1966-68, the decision' of 
the Tribunal was cohhned by the High Court. The Depart- 
ment was advised by the Solicitor General of India against the 
filing of special leave petition before the Supreme Court and 
as such no such petition was fled." 

4.22 The Committee enquired if the incorrect valuation of unquoted 
equity shares of Surat Cotton Spinning and Weaving Mills Pvt. Ltd. had 
been rectified. In reply, the Department of Revenue have intimated:- 

"The assessment has been reopened u/s 59(b) of the Estate Duty 
Act. The re-assessment has not yet been completed. 

4.23 The Committee wanted to know whether in view of the fact that 
the incorrect instructions of March, 1968 under which case of both these 
Companies was dealt with have already been withdrawn by the Board in 
October, 1974, the audit objection has been accepted by Government. In 
reply, the Department of Revenue have intimated that after considering the 
audit objection, the following reply had been sent by them to Audit on 
26.9.1 977 :- 

"The objection raised by Audit in the above case is accepted in 
principle, but not the tax effect. The assessment has been re- 
opened under section 59(b) of the Estate Duty Act. The 
actual quantum of the onder-assessment can be determined 
only after re-assessment proceeding have been completed." 

4.24 The Committee asked whether &ere were any judicial deckions 
on the.point that a clarification as to the correct state of law on any point 
applied retrospectively and if so, how was it that despite the cancanation of 
instructions of March 1968 in October, 1974, the original assessma m 
not reopened in this case. In reply, the Department of Revenue have, in a 
aote, stated:- 

"There are more than one judicial decision to the &xt that a clad- 
ficcttion as to the oorrect erne of law, as well as fact, on a 
point applied retrospectively so as to constitute idormation 
within the meaning of Section 58(b) of the Estate Duty Act 
(aomspondlng to Saction 147(b) of the Income-tax Act, 
1961/24(1)(b) of the Income Tax Act, 1922). Tfs 



circumstances under which the assessment could not be re- 
opened earlier are being ascertained from the Controller of 
the Estate Duty." 

4.25 The Committee desired to know whether on the basis of instruc- 
tions issued by the Board in October, 1974 that all estate duty assessments 
which were completed by applying Board's incorrect instructions of March, 
1968 should be reviewed and reopened, if necessary, the review of such 
cases had been completed and if so what the out come of that review war. 
In reply, the Department of Revenue have intimated that the results of the 
review are as under:- 

(i) NO. of cntatr duty asrrasments completed during the period 1-1 I-1973 to 
thr datr of mxipt  of hard 's  Instruction No.771 d a t d  ng-lo-1g74 16,945 

(ii) No. out of (i) above in which Board's Circular No. r -D/ED of 1968 dated 
26-3- r 968 was applied 91 

(iii) No. of aqsrstmcnts, out of (ii) abovc, reopened under rrc. ~ ( b )  of thr 
Estate Duty Act . . . . . 80, 

(*Son.- In the balance of I I r a w .  no action was comidered necasary by the Con - 
trollers of E.D. becaw thr Valur of shares included in thr aursmeat 
wcrr very small'. 

4.26. The Committee have also been informed that in order to consider 
various problems regarding the valuation of upquoted shares of compa- 
nies in general, a Study Group was set up by the Board in June, 1976. 
The report of the Group received in September, 1977 was stated to be 
still under examination of Government. 

4.27. la their instructioas ismed on 3 May, 1965 the Central Board 
of Direct Taxes had laid down that for the purposes of estate duty, valua- 
tion of unqaoted equity sbrves sbwld be based on tbe break-up valae by 
taking tbe market value of tbe slaPets of tbe company and not the book 
value if thrd does not htrppen to be their market value. Despite the clear 
dilference in the phrasethgy of the provision in this regard in the Estate 
Duty Act, 1953 and in &e! Wealth-tax Act, 1957 and the Roks framed 
tbereundsr, the Board extended the application of Rule 1-D ol the Wealth- 
tax Rules, 1957 to estate duty ceses by executive instructions issued in 
March, 1968. Tbe extension of Role 1-D of tbe W.T. Rules 19.57 is 
stated to have been &ne on a e o n  by the Governor, Resene Bank 
of India and tbe statement made by tbe then Depoty Prime Minister ia 
pPrrsrapa 42 of his Badge4 Speecb for 1968-69 (Part B) to the effect thl 
be proposed to have ~ ~ v e  iastrocUoaa issued to secure that, ps 
far as possibk, the same m h  was a d o w  for an ascpet for the pmpose 
of Incwre-tax, Wealttctsx, GHt-tax and Estate Duty. The Board's ins- 
hmtions d Mnrcb, 1968 Plso extended a special metbod prescribed by 
fbe Bovd & October, 1967 tor tLe &don of m q d  equity s l m ~ W  



of investmeat co~lpank for W d t b t a x  pprpaes, b the vrdortim of aoch 
shares for estate duty. Under tbb method, ltbe Prbre of mch shares wss 
to be taken as (Be average of (i) the brealr-ap value of the shares W 
on the book d u e  of tbe tameta and liabiUties discboed in the balaMle 
Bbeets and (ii) the v d w  arrived st by capiteliaing adjusted d t a i n a b l e  
profits of the company at 9 per cent per annirm. When A d t  pointed out 
in para 72 of the Audit Report 1972-73 that Marcb 1968 were erroneo&, 
they withdrawn by tbe Board on 29 October, 1974 so aa to restore the 
earlier instructions of May, 1965. 

4.28. The Committee are surprbed to note that in tbe case of a decees- 
ed pemn (MI Hemant Mafat I.al) who died on 16 Aogast, 1971, tbe 
value of equity shares held by tbe deceased person in Mafatlal Gangalbbai 
& Co. Pvt. LM., worked out to Rs. 243.48 per share even in accordance 
witb the method of valuation indiceted in the instructions issued by the 
Central Board of Direct Taxes in October, 1967, tbe Assistant Controller 
of Estate Duty valued the same at Rs. 161 only on the basis of the Report 
of an approved Valuer. While conceding that this was a 'clear mistake', 
h e  representative of the Deparbrment informed the Committee that tbe 
explanation of the officer who bad adopted snch a low valuation of Rs. 161 
per sbare had not been found satMactory and therefore some further 
details about this case had been called for from tbe Commissioner of 
Income Tax. The Committee would llke to be appdsed of the outcome 
of this case. The Committee also recommend that on receipt of the requi- 
dte detaih from the Commissioner, this case should be pmbed thomqhly 
from all angles and if any Lapse is noticed, rospons~'bility therefor should 
be bed. 

4.29. It is qpvttable tbat in the case ef an otber property in the EBtste 
of the deceased also, namely Surat Spinniog 4 Weavlng Mills, 
the vduation of unquoted equity shams for Estate Doty was made o r  
"yield basis" done and not evea in accordance witb tbe Board's btruc- 
tiom of October, 1967 Pnd M ~ b s  1968 tben in force. 

4.30. Tbe Committee vim witb serious concern tbe fnct that, despite 
the issue of executive instnrctiolrs in October, 1974 nmd May, 1975, w&h 
i111ated clearly the correct manner of valuation of unquoted equity shnres 
under the Estate I)lrtg Act, the original assossnent in this case of two 
Compmiee had not been reoperred rqpb Aprfl 1976 so as to recompute 
tbe value of the BhlVCd by taking meds nt nwkd value which even Pccord. 
ing to Ccqmny'e o m  bPlarasbcet as on 31.3.1971 was Rs. 18.17 cram 
qpinst its book d o e  of R& 4.43 moms. Th Depnrtment iatormed Audit 
that the objection raised by Aldit w a  rcapted in pdhdpk, b d  not t8s 
tax dect. m Dcpcutnwat brrs daw dmi -nt had been rr- 
o p e d  Pada Sectim 59(b) d tas Edob Duty A d  and thal tbe r tud 



4.31. Now tbat the assleasarent in the estate dpty case of deceased per- 
son brrp beem reopened, tbe Committee trust that the v i e  of * unquoted 
shares of these companies will be determined on fhe basis of the market 
vatue of ls8ete inclubiag tbe~ goodwill 04 t& compepies. The Committee 
would !lke to be intmmed ef the fiael ostcome of these c m .  

4.32. According to a review co-ted by the Central Bo&d of Dired 
Taxes, it has been found tbat oat d 16,945 estate duty assessmeats com- 
pleted during the period 1 November, 1973 to the date of receipt of 
Bod's iDstrrrctions of 29 October, 1974, there were 91 cases wbere 
Board's Circular of 26 March, 1968 was applied. Of these 91 cases, 
assessments are stated to bave been rsopened under Section 59(b) of the 
EoCate Duty Act in 80 cases. As regards the halance of 11 caws, the 
Conrmittee have been informed that no actiom is  contemplated because 
the vdne of shores included in tbe amtssrncnts were very .mall. The 
Committee would like to know in due course the total amount of sdditional 
duty reabed in the a f d  80 cases. 

4.33. me CommWe heve been informed that in onler to consider 
variora proMems regvdlng fhe mduatlon of anqooted shmw of companies 
in general, a Stody Group was set up by tbe Board in June, 1976. Tbe 
Report of tbc StPdy Group wag received by Gomment  in b;0ptember, 
1M7 and was stated to be Pader mambtion. lie CoWttee recorn- 
mcad that tBe emuhalion of tbet Rqrort b a l d  be completed soon and 
fhe Committee apprised of the steps proposed to be taken by Governqwnt 
in the Ilght of that Report, 

C, M. STEPHEN, 
Chd'imm, 

Public Amunts  Cbmmttee. 



APPENDIX 1 
[Vide para 1.17(6)] 

INSTRUCTION NO. 933 

CENTRAL BOARD OF DIRECT TAXES 

New Delhi, Dated the 4rh March, 1976. 

All Commissioners of Income-tax. 

Sir, . . 
SUBJECT.-Deduction under section 80J of the Income-tax Act, 1961- 

Instruction Regdding-. 

Attention is invited to Board's Instruction No. 904 (F. No. 178168175- 
IT.AI), dated 16th December, 1975 on the above subject. 

2. The Board desire to emphasize that while komputing the relief admis- 
sible under section 803 of 1.T. Act, 1961 the profits and gains attributable 
to the new industrial undertaking should be carefully computed by apply- 
ing the provisions of section 30 to 43A of the Act as if the new industrial 
undertaking is a separate business by itself. In other words, in deterrnin- 
ing the profits earned by a new industrial undertaking for the purposes of 
granting relief under section 80J, no item of expense or other allowance 
including unabsorbed depreciation and development rebate relating to the 
new industrial undertaking should be allowed as a set off against the pro- 
fits of any other unit or other heads of income of the assessec, tvcq 
though for the purpose of determining the total income such a set off has to 
be made under the law, In this connection, the decision of the Madras 
High Court in the case of Rajapalayam Mills Ltd. (78 ITR, 677) may 
be referred to. 

3. The above instructions may be brought to the notice of all officers 
,working in your charge. 

Yours faithfully, 
Sdl- T. P. JHUNJHUNWALA, 

Swretary, Central Board of Dimt TQTC~ 
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' S. No. Para Ministry/ 
No. Department Conclusion/Recomrnendation 

- - -- _ _  __ - _ _ _ _  _ _- - -- 

1 2 3 4 
- -- - - - - - - - - - -- - - - A - - - - - - - - -- -- 

I I - 38 Ministry of Finance It  has been pointed out by Audit that an erroneous tax holichy relief 
(Deptt. of Revenue) allowed to Orient Paper Mills Ltd. in the assessment year 1971-72 under 

Section 805 of the ~ncome Tax Act, 1961 has resulted in an undercharge 
of tax to the tune of 1.43 crores. The assesee company had established 
a new paper mill at Amlai (Madhya Pradesh) which went into production 8: 
in February, 1965. The new unit was entitled to 60 per cent tax holiday 
for the assessment years 1965-66 to 1969-70. The unit did not, however, 
record any profits or gains for these assessment years. By the Finance 
(No. 2) Act 1967, Sections 84 and 85 of the Income-tax Act, 1961 were 
deleted and new Sections 80J and 80K were inserted. Whereas under 
the former Section 84, there was no provision for carrying forward tfie 
deficiency, the new Section 80J provided for carrying forward the defici- 
ency from assessment year 1967-68 onwards. In view of this, h the 
present case. while the relief due for the assessment years 1965-66 and 
1966-67 could not be camed forward for adjustment under the law their 
prevailing, the relief due for the years 1967-68 to 1969-70 was eligible 
for carry forward and set off against the profits of the new industrial under- 
taking upto the assessment year 1972-73. This deficiency aggregating 



do. 

&s. 2.60 crores was set off by the Department in the assessment year 1971- 
72. As pointed out by Audit, this was irregular as the new unit at Amlai 
had made a profit of Rs. 3.32 crores in that assessment year while the 
unabsorbed depreciation and development rebate, computed on the basis 
of the working results of the unit, stood at Rs. 5.42 crores which had 6rst 
to be set off. After this set off, there would be no profit left to adjust this 
deficiency. Though in their reply dated 25.1 1.1976, the Department of 
Revenue informell Audit that re-opening of the assessment of the assessee 
company would create "several complications, the Department later issued 
a Notice to the assessee company on 28.9.1977 under Section 154 of the 
Income-tax Act for rectification of its assessment for 1971-72 on the basis 
of the audit objection. On 7.10.1477. the assessee is stated to have filed 
n petition before the Calcutta High Court which was sranted temporary 
injunction directing the lncome Tax Officer to pass the rectification order ," 
but not to communicate the same or enforce-the same. I t  is learnt that 
this matter is before the Supreme Court in appeals filed by the assessee in 
the Rajapalayam case and by the Department in the Patiala Flour Mills 
case. As a matter is sub jrtdice, the Committee would not like to express 
any opinion on the merits of the case at this stage. 

The Committee, however, cannot help expressing their dismay over the 
fact that the Department of Revenue had not been following a consistent 
course of action in handling cases of tax holiday under section 80J of the 
lncome Tax Act, 1961. In their judgement delivered on 4.10.1960, the 
Madras High Court had in the case of Ashoka Motors Ltd. vs. C.I.T. 
Madras (41 1TR 397) referred to distinction between an 'assessee' and 
the 'new industrial undertaking' in Section 15 C of the Tncomt-tax Act, 

- - 



-d -- -- 

1 2  3 4 _ _  _I_ _ _ _  __ ._ I - 

1922 (corresponding to Section 80-5 of the Income Tax Act, 1961) and 
hdd that "in this case of even composite business carried on by the 
assessee, it is only the profits of the industrial undertaking that wouM be 
eligible for exemption". This decision was reilerated by Madras High 
Court in Rajapalayam case (78 I'I'R P 677). On 19.5.1973, the Depart- 
ment of Revenue (CBDT) made a reference to tbe Ministry of Law in the 
case of Tribeni Tissues Ltd. case. Whiie doing so, the Department ex- 
pressed the view that the aforesaid decision of Madras High Court in Raja- 
palayam Case based, as it was, on Section 15C of the Income Tax Act, 
1922 cannot be applied while considering a claim under section 80J of 
the Income-tax Act. 1961. The new Section, it was pointed out, was 
worded differently and referred to "gross total income" of an assessee, 
whereas old Section 15C had restricted the "profits or gains derived from 
any industrial undertaking". In their advice dated 12.6.1973, the M m i  
try of Law agreed with the view expressed by the Department of Revenue 
that Madras High Court Judgement in the Rajapalayam Case was no lon- 
ger d i d .  Later, the Department of Revenue accepted on 12.2.1975 an 
objection raised by Audit in the Alembic Glass Industries Ltd. case in 
their 1973-74 Report on Direct Taxes, and applying the judsment in 
Rajapalayam case even re-opened the assessments in that case. Explain- 
ing this shift in their stand, the Department have, in a note to tbe Com- 
mittee, stated that when the decision to accept the audit objection in the 
Alembic Glass Industries case was taken on 12-2-1975, the advice of the 
Ministry of Law in Tribeni Case was "unfortunately overlooked". The 
Committee have, however, on the other hand, a feeling that it was a repre- 



sentation from the Orient Paper Mills, fortified as it was by the opidioa 
of a lununary of the legal profession, which persuaded the Board to make 
a reference to the Ministry of Law and pas on tbeu advice, which was m 
tavour of the party and against Revenue, to the Commissioner ot Income 
lax, West Bengal. That, barring this case and the contempomy case of 
liibem Tissues Ltd., the k d  had a diffaent view of law is bane out by 
the Board's subsequent acceptance of the Audit objection in the case of 
Alembic Glass Industries and the decision of Revenue to go in appeal 
a p n s t  the Judgement oi the Punjab and Hvyana High Court in the case 
rcktmg to Patiala Flour W s  Ltd. 

What has come as a greater surprise to the Committee is that despite 
the fact that audit objection had already been accepted in the Alembic 
Glass Industries case on 12.2.1975, and the principle settled in Rajapala- 
yam case applied, when a similar objection was raised in the present case $ 
of Orient Paper Mills, the Department informed Audit that reqening of 
assessment of this assessee company would create "several - 9s 

Referring to these wmplications, the representative of the Department dis- 
closed during evidence that all that they had in mind was that if the bene- 
fit of Rs. 2.6 crores given to Orient Paper Mills was withdrawn in theassess- 
ment year 197 1-72, it may bave to be simultaneously given in the 1972-73 
assessment and that reopening of assessment of the company would entail 
reqening of assessments of more than 3,400 cases of &are holders of 
the company who had been given benefit of tax exemption on d idend  
declared by the company under section 80K. When the Committee point- 
ed out that these so-called "Complications" were nothing but inevitable 
consequences of re-opening of assessments in company cases, the repre- 
sentative of the Department assured that it had since taken remedial action - - -- 



and would follow it up to its "logical conclusion*'. The Committee regret 
that by holding over re-opening of assessment for a long time and that too 
for reasons over which the Board continue to entertain doubt, undue soliii- 
tude appears to have been shown to the assessee company. The Com- 
mittee are of the view that a more prudent course for the Department 
would have been to re-open the assessment promptly on the basis of audit 
objection and leave it to the assessee company to appeal against it. 

Ministry of Finance It is somewhat puzzling that when the Ministry of Law gave their 
(Deptt. of Revenue) advice in 1973 in the case of Tribeni Tissues Ltd. on the scope of Sec- 

tion 805 of the Income-tax Act, 1961, the Central Board of Direct Taxes 
did not issue a general circular in 1973, to ensure that the law was applied 
uniformly in all cases but only communicated the advice to the Commis- 
sioners of Income-tax, West Bengal. The Department felt that they need 
not issue general instructions on the basis of an isolated case. But when 
audit raised an objection in the case of Alembic Glass Industries, the 
Board issued a general circular on 4.3.1976 advising the Commissioners 
to follow the Judgement in Rajapalayam case. While the Fiance Secre- 
tary conceded during evidence that a general circular "ought to have been 
issued at that time" by the Board. he pointed out to the Committee that 
non-issuance of a circular in 1973 was "beneficial to the Government and 
beneficial to the revenue". Had such a circular gone out in 1973, he 
said, ''the lTOs all over the country including the ITOs in Tamil Nadu 
who were otherwise following the Rajapalayam case, would have follow- 



cd this". This reasoning is not convincing. The Committee are of the 
view that when decisions having bearing on interpretation of Direct-tax 
laws are taken in consultation with the Ministry of Law, such decisions 
should be given widest possible circulation so that the law was not applied 
differently in different parts of the country, as had happened in this case. 

Section 1196) of the Income-tax Act, 1961, as it stood before 1.4.1971 
had provided that all officers and persons employed in the execution of the 
Income-tax Act shall observe and follow the orders, instructions and d i m -  
tions of the Board. By Act 42 of 1970, the Section was amended w ~ f .  
1-4-1971 by which a restrictions was imposed on the powers of the Board 
to the effect that the b a r d  shall not issue any order, instruction or direc- 
tion so as to require any Income-tax authority to make a particular assess- 
ment or to dispose of a particular case in a particular manner. In para- 2 
graph 5.89 of their 128th Report (Fifth Lok Sabha), the Committee had 
cautioned the Board against giving advance rulings in individual cases. On 
22-1 1-1974, the Board issued a circular in which it was stated, inter alia, 
that the Board will not issue any advance rulings[directions[instructions in 
individual cases to any incomahx authority or to any querist thougb i t  
would continue to "oversee administratively the functions of the lower 
formations and give advice in individual cases if the facts of the case so 
justify". The Committee hope that the self restraint imposed by the 
Central Board of Direct Taxes upon themselves by their circular of Novem- 
ber, 1974 would be strictly adhered to. 

6 2-28 do. The Committee note that while making assessments for the assessment 
years 1966-67 to 1972-73, the manufacture of "rayon grade pulp" by MIS. - -- ----- -- - 



Gwalior Rayon and Silk Mfg. (Wvg.) Company Ltd. (Birla Group) waq 
treated as a priority industry and tax concessions consisting of (i) develop 
ment rebate (Rs. 1,19,26,866), Surtax (Rs. 28,01308) and (ii) Tax Cre- 
dit Certificates (Rs. 1,2O,S4,69 1 ) aggregating to Rs. 2.68 crores (revised 
to Rs. 2.78) were allowed to the Company under the Income-tax Act, 1961. 
Audit have objected to these concessions on the ground that "as per the 
list of articles given in the Sixth Schedule to the Income-tax Act, 1961 
and First Schedule to the Industries (Development and Regulation) Act, 
1951, it was 'paper industry' which came under the category of 'priority 
industry' and therefore the profits from the manufacture of pulp meant for 

-1 producing paper was entitled to the aforesaid concessions" and not pulp w 
praduced for other purposes, e.g. manufacture of rayon yam. The Minis- 
try of Finance (Department of Revenue) have not accepted the audit ohjec- 
tion in this case. It has been stated that in the Department's view the 
assessment made in this case by the Incometax Officer "is justified on 
facts and in law." 

7 2-29 Ministry of Finance 
(Deptt. of Revenue) 

The Department of Revenue have sought to justify these assessments 
by relying largely on the Industries (Development and Regulation) Act, 
1951 which, it has been stated. "can be reasonably taken as an index of 
some of the industries which are of importance to the national economy." 
Entry No. 24 of the First Schedule of this Act is titled "Paper and Pulp 
including paper products" and sub-Entry (5) thereof refers to "pulp" as 
' 4  Pulp--wood pulp, mechanical, chemical. including dissolving pulp". The 



do. 

putp produced by MIS. Gwalior Rayons for use in the manuiacture of 
rayon yarn (to which the Audit objection pertains) comes in the catqpry 
of "dissolving pulp." In this connection, Department have pointed out 
that though "dissolving pulp" has very little to do with paper it had always 
been classified under the head 'Paper and paper board' as (i) Item 43 of 
the fmt schedule to the lndian Tariff Act. 1943, (ii) the Wealth of India 
(Industrial Products), Part I1 publiskd by the C.S.I.R. in 1965, (iii) the 
guidelines for industries published by the Industrial Development in July 
1973. (iv) delinition of the word pulp in the Indian Standards Publication 
entitled "Glossary of terms used in Paper trade and industry, (v) Explana- 
tory notes to the Brussels Nomenclature (Volume 11) Sections VIII to XV- 
Chapters 41 to 83, Fifth June 1967. would show. The Committee can- 
not see how the admissibility of concessions under the Income Tax Act, 
1961 can. as it seems to have been done in this case. be determined much 
less justified on the basis of other Acts or documents. 'The guidelines for 
industries' published by the Department of Industrial Development in 1973 
has no relevance because the assessments in question relate to years prior 
to 1973. Moreover. it may be pointed out in this connection that the 
Industries (Development and Regulation) Act, 1951 does not deal with 
tax matters at all, and according to a clarification given by the Ministry of 
Industry, it envisages no financial concessions. 

The justification for tax concessions allowed to the assessee company 
has to be judged on the basis of the provisions contained in this behalf 
in the Incometax Act, 1961. The Committee find that the relevant entry 
in this Act. was "Paper and Pulp" upto 31.3.1966, and "Paper and Pulp 
including Newsprint" thereafter. From 1.4.1975, the entry was again 

- -- 
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changed to "Paper, Pulp and Newsprint''. The Act does not specify 
whether "Paper and Pulp" means pulp for paper alone or whether it in- 
clude pulp for other purposes also. A moot point to be considered is 
that when the two words "paper" and "pulp" are clubbed together in a 
single entry, whether they should be not interpreted in a cognate sense. 
While submitting that what is involved in this case "is not so much a ques- 
tion of law, as question of fact", the Department of Revenue have con- 
tended that "paper" and "pulp" are two different industries. Had it not 
been so, separate inclusion of the word "pulp" in the schedule would have 
been redundant. Every paper mill, it has been stated, has a pulp plant 
and the only unit producing pulp for paper without manufaduring paper 
got into production round about 1969. The Department has also argued rP 

that "if the intention of the legislature was to limit the benefits of a prio- 
rity industry to units used in making pulp for paper, it would have been 
adequate for the purpose to include "paper" alone. The separate mention 
of pulp, it has been contended, serves to show that what was meant was 
pulp in general. including pulp needed for rayon. Audit, on the other hand, 
have pointed out that on the basis of the language used in the Inwme-tax 
Act. 'pulp' would mean pulp produced for paper only and not for any other 
purpose. 

Ministry of Finance The Committee find that Audit objection in this case was raised as 
(Deptt. of Revenue) - early as in August 1975. The matter came to the notice of the Depart- 

ment on 3.12.1976. The Department of Revenue first informed the Audit 



in February 1977 (i.e. two years later) that the objection was under 'active 
consideration' but later it was stated on 18.7.1977 that the objection had 
not been accepted. The long time taken in considering the audit objec- 
tion clearly indicates that the Department was not very sure of its stand 
on this case. 

The Committee also note that the decision to reject the interpetation 
of law given by Audit was taken by the Department of Revenue at their 
own level, without obtaining an authoritative opinion of the Ministry of 
Law on the point of law involved. In fact a reference was made by t& 
Department to the Ministry of Law on 17-9-1977 (when a decision to 
reject the audit objection had already been communicated to the Audit) 
but before that Ministry could consider the various issues involved, the 
file was withdrawn from that Ministry on 4-10-1977 in deference to a 
'convention' said to be prevailing in regard to matters contained in the 
Audit Report with which the PAC is seized. The Committee consider that 
before taking a final decision in regard to the Audit objection the Depart- 
ment should have obtained the advice of the Ministry of Law. That it 
was not done in this case even though the Audit objection remained under 
the consideration of the Department for well-nigh 2 years is regrettable. 
The Committee recommend that the matter should be referred to the Minis- 
try of Iaw for their advice. 

do. The Committee also note that according to the judgement of the S u p  
reme Court in the case of R. K. Malhotra. Income-tax OEcer vs. Kastur- 
bhai Lalbhai delivered on 1 I August 1977, it was held that "the Audit 
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Department was the proper machinery to scrutinise the assessments of 
income-tax Offtcers and point out the crton, if any, in law, and that the 
1n111mtion received by the Incornstlax Officer constituted 'informatiad 
within the meaning of Section 147(b) in consequence of which the Income 
l a x  Officer could rtopem the aspessment." The Cornmittee feel that in 
view of the special position of Revenue Audit recopised by the Supreme 
C'ourl. the Audit objections in regard to assessment of income-tax descrve 
\erlous consideration by Government. The Committee recommend that 
In future whenever a difference of opinion arises in regard to "errors in 
law" In the case of any assessment or class of assessments, between the 
Min~stry of Finance (Ikpdrtment of Revenue)lCentral Board of Direct 
Taxes on the one hand and the Revenue Audit on the other, the Depart- .# 
ment should, before taking a final view in the matter, normally obtain the 
opinion of the Ministry of Law. In case the loss of revenue pointed by 
Audit is substantial and there is a difference of opinion on a point of law 
between the Department of Revenue and the Ministry of Law on the one 
hand and the Revenue Audit on the other. it would he advisable to obtain 
thc optnion of the Attorney General before taking a final decision adverse- 
Iv affecting revenue. 

1 1  3 -31  Xlinistv +f Finance According to the facts placed before the Committee by the Depart- 
(Dgtt.  of Revenue) ment of Revenue. certain amounts received in cash were shown by the 

two film stars (Shri Dev Anand and Smt. Sbarmila Tagore) in their return 
of income but the remuneration received in the form of annuity policies 
waq not returned on the plea that the assessees followed cash system of 



accounting for their professional income. According to the Audit para- 
graph, failure to treat the entire premium paid by the producers an account 
of deferred annuity policy in lieu of the remuneration payable to the artists 
as income due to them during the assessment years 1972-73 and 1973-74 
has resulted in an under-assessment of Rs. 11.86,917 leading to a toral 
short levy of tax of Rs. lO,7 1,112 in respect of the two assessees for both 
the years. Though the Department of Revenue have pointed out that 
these assessments were in keeping with the advice of the Ministry of Law, 
they have, in view of the audit objection. taken action to re-openlrevise 
the assessments in these two cases as a "protective measure". 

do. The Committee have been ~nforrned that the question of treatment of 
remuneration received by film artists in the form of single-premium 
annuity policy for income tax purposes has been considered by the 
Department of Revenue in conwhation with the Ministry of Law marc 4 

than once. In 197 1. the Ministry of Law had advised in another case 
(Shri Guru Dutt) that a film star can be assessed only on the amounts 
received by him during each year from the LIC under the Annuity Poky- 
The salient featwes of the Annuitv Policy, in that case, were (i) film 
artist was not Party to the annuity contract. (ii) producers were the 
annuitants, (iii) by an irrevocable p w e r  d Attorney. the producers 
authorised the artist to recover the amount of the annuity as and when 
they fell due (iv) annuities were noncommutable and (v) the artist 
maintained his account 011 cash system. In yet another but slightly 
different case (Miss Waheeda Rehman). the film artist herself was the 
annuitant of the policy hut had been given the right to nominate an 
assignee to receive the amount in the event of hex premature death. Tbe -- - -- - - -- - - -. - 
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Gmmksioner of Incometax was of the view that because Miss Rehman 
was the annuitant, it could be said that she had received the money's worth 
eqliivalent to the amount paid by the producer to the L.I.C. when the 
a m i t y  was purchased. In their opinion dated 28-1-1972. the Ministry 
of Law, however, opined that the entire premium paid to the LIC cannot 
be construed as a receipt in her hands in the year of assessment. It was 
stated that the fact that she was herself the 'annuitant and had the right of 
nomination did not make this case different from that of Shri Guru Dutt. 
The Taxation Laws (Amendment) Bill 1973 sought to make a provision 
in the Income Tax Act (pmposed Section 180A) for the payments by way 
of annuity policy to the film artists and professional sportsmen but the ,, 
Select Committee dropped the proposed provision after being informed 
after re-examination of the entire issue in consultation with the Ministry 
of Law in February 1974, that even under the existing law the artist would 
he taxed only on the amount of the annuity received during the year. 

Ministy of Finance 
(Deptt. of Revenue? 

The Department of Revenue have, however, admitted that at present 
there is no specific provision in the Income-tax 'Act, 1961 for tax in the 
case of annuity policies taken for the benefit of cine artists being assessed 
in the manner in which it was done in the case of Shri Dev Anand aud 
Smt. Sharmila Tagore and that the assessments were made on the basis 
of legal opinion that income from annuities should be taxed when the 
right to receive it has actually accrued to the cineartistes. But the Com- 
mittee also note that in the absence of a specific provision in the law a few 
business houses have adopted the method of annuity policies for avoiding 



tax liability on payments made to their top executives. There is also the 
danger of other professional groups taking recourse to this lll~~hanism 
for tax avoidance. The Committee, therefore, recommend that in order to 
make tbe position free from any doubt and also to prevent the abuse of 
the benefits, a specific provision should be made in the Incomettax Act, 
1961 allowing tax benefit in the case of annuity policies, but at the same 
time restricting the benefit under the scheme to such professional graugw 
only as merit special consideration on account of their short, actiw pro- 
fessional life. 

The Committee note that hithertofore actors and other professionals 
were not required by law to maintain accounts of their income and ex- 
penditure, and that it was only on 12 January 1977 that a Notitication 
making maintenance of accounts obligatory on their part has been issued -I 

9 by Government. The Committee are surprised how in the absence of : 
accounts, authenticity of figures given in the returns of their income were 
checked. This was a loophole which should have been plugged by Gw- 
ernment long back especially when Government had ample evideace to 
show that in the case of professionals like film artists there was large scale 
tax evasion. The Committee were given to understand during evidence 
that in Bombay alone, the amount of voluntary disclosures was of the 
tune of Rs. 4.47 crores on which a sum of Rs. 2.15 crores was realised as 
tax. The Committee trust that efforts to combat tax evasion would not 
only continue but would be intensified. 

In their instructions issued on 3 May, 1965 the Central Board of 
Direct Taxes had laid down that for the purposes of estate duty, valuatitm 
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of unquoted equity shares should be bawd on the break-up value by 
taking the market value of the assets of the company an1 not the book 
value if that does not happen to be their market value. Despite the clear 
difference in the phraseology of the provision in this regard in the Estate 
Duty Act, 1953 and in the Wealth-tax Act, 1957 and the Rules framed 
thereunder. the Board extended the application of Rule 1-D of the Wealth- 
tax Rules, 1957 to estate duty cases by executive instructions issued m 
March. 1968. The extension of Rule I-D of the W.T. Rules 1957 B 
stated to have been done on a suggestion by the Governor, R-me B a d  
of India and the statement made by the then Deputy Prime Minister in 
paragraph 42 of his Budget Speech for 196849 (Part B) to the effect 

e 
that he p r o v e d  to have administrative instructions issued to secure that, e- 

as far as possible. the same value was adopted for an asset for the plr- 
pose of Income-tax. Wealth-tax, Gift-tax and Estate Duty. The Board's 
instructions of March 1968 also extended a special method prescn'bed 
by the Board in October. 1967 for the valuation of unquoted equity 
shares of investmeunt companies for Wealth-tax purposes, to  the Valua- 
tion of such share9 for estate duty. Under this 'method, the value of 
such shares was to be taken as the average of ( i )  the breakup value of 
the shares bated on the book value of the assets and liabilities d i s d d  
in the balance sheets and ( i i )  the value arrived at by capitalising adjasted 
maintainable profits of the company at 9 per cent per annum. When 
Audit pointed out in para 72 of the Audit Report 1972-73 that M a d  
1968 were erroneous. they withdrawn by the Board on 29 October, 1974 
so as to restore the earlier instructions of May, 1965. 



Ihc Committee are surprised to note that in the case d a deceaeed 
person (Shri Hemant Mafat La1 ) who died on 16 August, 1971, the value 
of equity shares held by the deceased person in Mafatlai Gangalbhai k 
Co. Pvt. Ltd. worked out to Us. 243.48 per share even in accordance 
with the method of valuation indicated in the instructions issued by the 
Central Iloard of Direct Taxes in October. 1967, the Assistant Controiler 
of Estate Duty valued the same at Rs. 161 i- only on the basis af the 
Report of an approved Valuer. While conceding that this was a 'clear 
mistake', the representative of the Department informed the Committee 
that the explanation of the otticer who had adopted such a low valuation 
of Rs. 161 i- per share had not been found satisfactory and therefore 
some further details about this case had been called for from the Com- 
missioner of Income Tax. The Committee would like to be apprised of 
the outcome of this case. The Committee also recommend that on receipt 
of the requisite details from the Commissioner, this case should be 
probed thoroughly from all angles and if any lapse is noticed, respmsi- 
bility therefor should be fixed. 

It is rcgrcttable that in thc case of :In other property in the Estate of 
the deceased also. namely. Surat Spinning and Weaving Mills, the valuation 
of unquoted equity shares for Estate Duty was made on "yield basis" alone 
and not even in accordance with the Board's instructions of October, 1967 
and March, 1968 then in force. 

18 4 30 c l o  'The Committee view with serious concern the fact that. despite the 
issue of exccutivo instructions in October. I974 and May, 1975, which 
indicated clearly the correct manner of valuation of unquoted equity 
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do. 

shares under the Estate Duty Act, the original assessment in this case 
of two Companies had not been re-opened upto April, 1976 so as to re- 
compute the value of the shares by taking assets at market value which 
even according to Compilny's own balance-sheet as on 31-3-1971 was 
Rs. 18.17 crores against its book value of Rs. 4.43 crores. The Depart- 
ment informed Audit that the objection raised by Audit was accepted in 
principle, but not the tax effect. The Department have stated that 
assessment had been re-opened under Section 59(b) of the Estate Duty 
Act and that the actual quantum of under assessment can be determined 
only aftcr re-assessment proceedings were completed. The Committee 
recommend that the circumstances in which this inordinate delay in re 
opening the original assessment occurred should be investigated. The 
Committee would also like that suitable steps may be taken to ensure that 
such delays do not recur in future. 

Now that the assessment in the estate duty case of deceased person 
has tieen reopened, the Committee trust that the value of the unquoted 
shares of these companies will be determined on the basis of the market 
value of assets including the goodwill of the companies. The Committee 
would like to be informed of the final outcome of these cases. 

According to a review conducted by the Central Board of Direct Taxes, 
it has been found that out of 16.945 estate duty assessments completed 
during the period 1 November, 1973 to the date of receipt of Board's 



instructions of 29 October, 1974, there were 91 cases where Bosrd's 
Circular of 26 March, 1968 was applied. Of these 91 cases, assessmepts 
are stated to have been =opened under Section 59(b) of the Estate Duty 
Act in 80 cases. As regards the balance of 11 cases, the Committee hare 
been informed that no action is contemplated because the value of shares 
included in the assessments were very small. The Committee would like 
to know in due course the total amount of additional duty realised in the 
aEoresaid 80 cases. 

do. The Committee have been informed that in order to wnsider various 
problems regading the valuation of unquoted shares of companies in 
general, a Study Group was set up by the Board in June, 1976. The 
Report of the Study Group was received by Government in September. 
1977 and was stated to be under examination. The Committee mom- 
mend that the examination of that Report should be completed soon and 
the Committee apprised of the steps proposed to be taken by Government 
in the light of that Report. 




