P.A.C.No. 6z

PUBLIC ACCOUNTS COMMITTEE -
~‘ - (1977-78) |

(SIXTH LOK SABHA)
SEVENTY-SEVENTH REPORT
DIRECT TAXES

MINISTRY OF FINANCE
(DEPARTMENT OF REVENUE)

[Paragraphs relating to Direct Taxes, included in
the Report of the Comptroller and Auditor General
of India for the year 197576, Union Government
(Civil), Revenue Receipts, Yolume II]

14

watn o

Presensed in Lok Sabha on 25-4-1978
Laid in Rajyva Sabha on 25-4-1978

LOK SABHA SECRETARIAT
NEW DELHI
April, 1978} Vax'savkha, 1900 { Sak
' Price : Rs. 3.60



LIST OF AUTHORISED AGENTS FOR THE SALE OF LOK SABHA

@ SECRETARIAT PUBLICATIONS
Sl Name of Agent Agency Sl Name of Agent Agency
No. . No. No. No.
ANDHRA PRADESH 12. Charfes Lambert & Com- 0.
. . , B pany, 101, ., Mahatma ‘
1. Andhra University General 3 - Gandhi Road Opposite
Cooperative Stores Ltd., ’ Clock Tower For,
Waltair (Visakhapatnam) Bombay.
- 1. G.R. Lakshmipathy Cherty g4 13- The Current Book House, 60
and Sons. General Mer- * Maruti Lane, Raghunath
+  chantsand News Agents, Dadan Street, Bombay-i.
Newpet, handragin,
Cm"‘:,o, D‘s(,:,.id_ ragin 14. Deccan Book Stall, Fer- 63
‘ guson College Road,
ASSAM Poona-4.
1s. M/s. Usha Book Depot, s
I wes""“'s""’: Depot, Pan ? s8¢</A, Chira Bazar Khan
Bazar, Gauhan House, Girgaum Road,
BIHAR Bombay -2 B.R.
4 Amar Kirab Ghar, Post 37 MYSORE
’B::‘hzgpui)mgonal Road, 16. M/s. Peopics Book House. 16
Opp. Jaganmohan Palace,
GUJARAT . Mysor.r- 1
s. Vijay Srbres. Station Road, 38 ’ RAJASTHAN
Anard, 17 Informanop - Centre, 38
Government of Rgjasthan,
b R mpany ex?.?"arm? o Tripohia, Jarpur Covy
Ahmedabsad-6,
UTTAR PRADESH
HARYANA ‘
18, Swasuk l,nqusuual Works, Py
9. M) Prabhu Book Servace, 14 59. Holy Sireet Meerun
Na: Subzmand:, Gurgaon, Luy.
Haryana,.
! 19 Llsw Bnokp Company, oo
ardar ate)  Marg.
| MADHYA PRADESH Allahabad-1 g
8. Modern Book House, Shiy 13 ) o
Vilas Pajace, Indore City, WEST BENGAL
MAHARASHTRA 20 Granthaloka, s/1. Amhics o
Mookhenee Road Bel.
¢ Mi/s Sunderdas Granchand 6 gharia. 24 Parganas
_ 601, (nrgaum Road. Negr .
v s Qlreet -3 21. W Newman & Company
Princess Street, Bombay-2 Lid 3 Ol Court By o
1©0. The International ° Book 22 Street,  (alcuna
House (Private) Limtes -
v. Ash Lane, Mabaima 2. Firma K L. Mukhopadhyay, 5
Gandhs Road, Bombay- 6/1A, BAnchharam Akrur
. L.me ‘Calcuits 12
11 The {nrernauonai Book 26
service Deciaar Gym. 13 Mn, Mukhcm Book House, 4
88 Duft Lanf Calcutts-6 ™

khans Poona-g



CORRIGENDA TO SEVENTY-SEVENTH REPORT OF THE
PUBLIC ACCOUNTS COMMITTEE(1977-78)(SIXTH
LOK SABHA) ON DIRECT TAXES.

Page  Para Line
1 1.2 5
7 1.15 2
8 1,17 24
8 1.17 26

1l 1.18 S
1l 1,20 4.5
17 1.38 4
17 1,38 8
17 1,38 28
24  2.10 6
28 2.19 2
28 2.19 10
32 2,26 5
33 2.28 9
34 2,31 3
43 3.15 36
46 3.19(v) o9
48 3.27 5
51 4,1 7
52 4,3 1
52 4.6 4
58 4,13 5
58 4,16 3
62 4.26 2
63 4,27 7
63 4,27 8
66 - 15
67 - 18
80 - 24
80 - 24

For

towardds
Hihg

On
(3)Recently
on

Delete "They

Read
towards
High
(3) On
"Recently

or
will speak

for figures are,™

sections Section
their then

a the
performance proforma
that than

his This
Relete tdated!

Sixth Fifth
aken t aken

As is
taxes taxed

of or

o to

than then
adpted adopted
finding binding
not note
upquoted. unquoted

After '1968!', insert
tinstructions
After '*they',insert

'were!
their

a
After 1968,in

——

then
the
sert

'instructions!
After '€hey!, insert

'were!



CONTENTS

Pace
ComposiTioN oF THE PusLIC AccounTs COMMITTER (1977-78) . . (iii)
INTRODUCTION . . . . . . . . . . . (v)
REPORT
Cuapter 1 Irregular Allowanre of Relief in respect of New Industrial
Undertakings . . . . . . . . . 1
Cuapter 11 Irregular relief in respeet of priority industry income | . 21
Craprer II1 Deferred  Annuity Policies . . . . . . . 36
Cuaprirr IV Incorrect Valuation of Sharee . . . . . 51
APPENDICFS
1. Copy of Instruction No. 933 dated 4 March, 1976 issurd bv the
Central Board of Direct Taxes regarding deduction  under
Section 80 of the Incomr-tax Act. 1961, . . . 65
II. Statement of Conclusions/Recommendations . . . 66

Part I1*

Minutes of the Sittings of the Public Accounts Comraittee
held on

t-2-1978 'FNo
2-2-178 ‘AN
:x-.'z-'978 FN:

4-2-1978 (FN)
19-4 1978 7AN

B — - - —_— . ——

*Not pmmd ()nr rwlm\ (lrd Copy l.ud on the Table of the House and five copies keot
in the Parliament Library.

PARLIAMVENTY v
@dbrary & efors
Centru, ivvt | DL in

Aea Ne. i
M....,.Ff A

814 LS—1.



PUBLIC ACCOUNTS COMMITTEE
(1977-78)

CHAIRMAN
Shri C. M. Stephen

MEMBERS

Lok Sabha

*2. Shri Halimuddin Ahmed

. Shri Balak Ram

. Shri Brij Raj Singh

Shri Tulsidas Dasappa

. Shri Asoke Krishna Dutt

. Shri Kanwar Lal Gupta

. Shri P. K. Kodiyan

*9. Shri Vijay Kumar Malhotra
10. Shri B. P. Mandal

11. Shri R. K. Mhalgi

12. Dr. Laxminarayan Pandeya
13. Shri Gauri Shankar Rai
14. Shri M. Satyanarayan Rao
15. Shri Vasant Sathe

- SR I T

Rajva Sabha

##16. Smt. Sushila Shanker Adivarekar

*¢|7. Shri Sardar Amjad Ali
18. Shri M. Kadershah
19. Shri Piare Lall Kureel urf Piare Lall Talib
20. Shri S. A, Khaja Mohideen

*Elected with effect from 29 November, 1077 vice Sarvashri Sheo Narain and Jagdambi
Prasad ceased 1o be Members of the Committee on their appointment as Ministers of State.

®sCirased 10 he Mentbers of the Committee concequent on retirement from Rajya Sabha
w.el, 2.4 1978,

(iii)



(i)
*%*21. Shri Bezawada Papireddi
#2422, Shri Zawar Hussain

SECRETARIAT

1. Shri B. K. Mukherjee—Joint Secretary.
2. Shri H. G. Paranjpe—Chief Financial Committee Officer
3. Shri Bipin Behari—Senior Financial Committee Officer.

T G e e m—— s e @ o m———

¢¥%Ceased to he Members of the Committee consequent on retirement from  Rajya
Sabha w.e.f. 9.4.1978.



INTRODUCTION

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

2. The Report of the Comptroller and Auditor General of India for
the year 1975-76, Union Government (Civil), Revenue Receipts, Volume
I1, 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/recommendations of the Com-
mittee is appended to this Report (Appendix 1I). For facility of reference
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. C. M. STEPHEN,
" Vaisakha 4, 1900 (S). Chairman,

Public Accounts Committee.



CHAPTER |

IRREGULAR ALLOWANCE OF RELIEF IN RESPECT OF NEW
INDUSTRIAL UNDERTAKINGS

1.1. Under Section 80J 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.

L] L] - * *

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.

L] » L] ] L 4

1.3. In another case, a newly es:ablished industrial undertaking of an
assesses-company commenced its business in the assessment year 1965-66.
The unit was entitled to the six 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. 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 80J relief aggregating Rs. 2,60,09,763 was set off by
the Department in the assessment year 1971-72. This was irregular as the
new industrial unit made a profit of Rs. 3,32,62,015 only in the assessment
year 1971-72 while the unabsorbed depreciation and development rebate,
compited 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 the 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 was a
positive figure including income from other sources, there was undercharge

of tax of Rs. 1,43,05,370 in the assessment year 1971-72.
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1.4, The Department of Revenue and Banking have stated that the
agsessment was made in this case on the basis of Law Ministry’s advice
on the point. Subscquently, on the basis of an audit objection in another
case, the Board had reconsidered the eatire issue and issued general instruc-
tions in March, 1976 in accordance with the audit view. They have added
that the 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 (vaxl), Reve-
nue Receipts, Volume II, Direct Taxes.]

1.5. The Audit paragraph has brought to light a case where an errone-
ous concession by way of an inadmissible tax holiday relief was allowed
to' & paper mill company (Orient Paper Mill), 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-
nagar (Orissa) which went into production in 1939 and the other at Amlai
(Madhya 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;—

(i) Judgement of Madras High Court in Ashoka Motors Ltd. Vs.
C. 1. T. Madras (41 ITR 397).

(2) Judgement of Madras High Court in Rajapalayam Mills Ltd.
- (78 ITR 677).

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

Legal 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 by an assessee on so much of the profits or gains derived
from any industrial undertaking (or hotel) to which this sec-
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
- " the Central Board of Revenue.”
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1.9. Section 80J (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 hotel, 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 business 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
(1) Ashoka Motors Lid.

1.10. On 4th October, 1960 the Madras High Court in the case of
Ashoka Motors Ltd. Vs. C. 1. T. Madras (41-1TR-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 commencement of the working of the industrial un-
dertaking. The scope of the exemption appears to be perfect-
ly clear; the scctien states that where any profits or gains
are derived from uany industrial undertaking, that portion of
it to the extent of six per cent on the capital employed in the
undertaking shall be exempt from tax. Firstly, the profit in
question must be derived from the industrial undertaking, and
secondly, the maximum limit of the exemption is also provided.
It is, thus, clear that before an assessce can be eligible for any
exemption, therc 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 cxemption is available
should be derived from the undertaking.

Clearly, therefore, a distinction is made between an assessee and the
industrial undertaking. It is the assessee that is granted the
exemption on the profits or gains derived by him. It is not
the industrial undertaking which is granted the exemption treat-
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ing such industrial undertaking as a separate unit of assess-
ment. The object of granting this ¢xemption 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 industrial 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 cxemption.”

(i) Rajapalayam Case

1.11. The Madras High Court had, in the casc of Rajapalayam Mills
L1d. (78 ITR, p. 677) examined the scope of the exemption under the
erstwhile section 15C and held that unless a profit was disclosed in a
particular vear by the new industrial undertaking after setting off all past
losses of the undcrtaking, the relief contzmplated in section 15C would not
be availed of. In their Judgement dated 3rd January, 1970, the Madras
High Court observed as under:—

“Section 15C speaks of profits or gains derived by the industrial
establishment and not the assessee. A clear cut dichotomy is
maintained between the stotus of an assessee and that of a
newly cstablished industrial undertaking ushered in by the
assessee. The assessee is different from the new undertaking.
The profits and gains derived from an assessee is different and
differently treated under scction 1SC from that of the new
industrial undertaking. Such segmentation which is projected
in the section postulates a differential treatment between the
parent assessec and the nevs born undertaking. The former’s
tax affairs, therefore, cunnot be slided into that of the latter
for the latter to gain the statutory exemption under section
15C. Under the mechanics of the section, the fiscal individua-
lity of the new undertakin: is maintained and it acts on its
own without reference to the assessee and its composite trad-
ing activity, though such a: assimilation is allowed gencrally
under the tax laws for the computation of the totality of the
assessable income of the assessee. Thus interpreted, Section
15C is self-active and the undertaking gains or fails to avail
the exemption according to its carning a profit or otherwise,
on its own without referenc: to the assessee.”

(iii) Ministry of Law's Advice of 1973

1.12. On 19th May, 1973, the Cen ral Board of Direct Taxes referred
to the Ministry of Law for advice the case of Tribeni Tissues Ltd. This
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case was of a similar nature as decided by the Madras High Court (Raja-
palayam cas¢). While submitting the statcment of facts of Tribeni, the
Central Board of Direct Taxes, concluded that:—

“For purpose of deduction under Chapter VIA, section 80B(S)

defines ‘gross total income’ as the total income computed in
accordance with the provisions of the Income-tax Act, 1961
before making any deduction under the said Chapter or under
section 280-O. It will be seen that the scope of section 80J
(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 of the Act of 1922, This definition needs to
be emphasised in the light of the case of Rajapalayam Mills
Ltd., quoted above, wherein the scope of exemption under
Section 15C of the Income-tux Act, 1922 has been considered.
In that case thc Madras High Court had held that unless there
was a profit disclosed by the industrial undertaking after set-
ting off all past losses 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 the Income-tax Act, 1961. Section 80J talks of
“gross total income™ of an assessce, whereas section 15C res-
tricted the “profiis or giins derived from any industrial under-
taking”. In view thereof, if in any vear the new industrial
undertaking has disclosed profit the deduction contemplated
under section 80J will be available and there does not appear
to be any warrant to say that such a deduction can be allowed
only if there is a profit in respect of the new industrial under-
taking after setting off carlier years' losses, unabsorbed depre-
ciation and/or development rebate reserve though these have
alrcady been set off against income of existing units in the
relevant assessment vears.  1f a loss, depreciation and/or deve-
lopment rebate relating to the new industrial undertaking have
been set off against income from other existing years in the
relevant accounting vears, they do not survive for considera-
tion in subsequent years.

Madras High Court’s decision lays down that for purposes of
relief under section 15C, the income of a unit has to be taken
in isolation from other incomes and the relief allowed after
sct off of all the depreciation and development rebate of the
unit brought forward from carlier years against the income
of that unit alone, even though as a matter of fact, it has been
set off against income from other sources. The provisions of
section 80J are different in terms in comparison to section 15C
of the Indian Income-tax Act, 1922, In vicw thereof, the
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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 arrive 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 I agrec 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 Mills Co. (Pvt.) 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 1970-71 there was a profit of Rs. 1,51,011 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
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carried forward under section 80J(3). The Department conmtended that as
the losses, depreciation and development rebate of earlier years pertaining
to Cold Storage 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. 1,51,011 and included in the
total income but for the purpose of Section 80J, the profits and gains of
the Cold Storage business was to be treated as a loss so as to deprive the
assessece of the benefit of the ‘deficiency’. 1In other words, the whole of
Rs. 1,51,011 was to be included in computing the total income without any
deduction for ‘deficiency’.

1.15. In their judgement delivered on 28th October, 1976, Punjab and
Haryana Hihg Court, (C.I.T. Patiala Vs. 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 Section 80J to warrant the contention of the department. It
appears to be opposed to the language of section 80J. Having
included a sum of Rs. 1,51.011 from the profits and gains of
the Cold Storage business in the total income of the assessee.
we do not sec how the Revenue can urge that it should not
be considered as included in the total income for the purposes
of Section 80J oniy.”

1.16. The view of the law pronounced in the case of Ashoka Motors
Ltd. ¥s. C.LT. Madras (41 TTR 397) on 4th October, 1960 was reiterated
bv the Madras High Court in the case of Rajapalavam case (78 ITR 677)
in their Judgement on 3rd January, 1970.

1.17. The following sequence of events is discernible in the case of
Orient Paper Mills:

(1) On 9-10-1972, Oricnt Paper Mills addressed a letter to the
Chairman, Centra! Board of Direct Taxcs requesting that neces.
sary instructions may be issued to the Commissioner of Income-
tax, West Bengal I to instruct the 1.T.O. to issue certificates
under Section 197(3) that the Dividend declared by the com-
pany for the years ended 31-3-71 and 31-3-72 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 principles laid down by the Madras High
Court in the casc of Rajapalayam Mills Ltd. Vs. CIT Madras
(78 ITR 677) were applicable in their case, as per the opinion
of their legal advisers the principles enunciated by the Court
in the Rajapalayam Mills cusc were not applicable in their
case. To support their claim, the company furnished a copy
of the opinion given by a retired Chief Justice of India accord-
ing to which the principles in the Rajapalayam Milis were not
applicable in their case, On 25-6-73 and 7-9-73 the company
sent reminders to the Board about their case.

(2) On 11-12-1972, the Com.uissioner of Income Tax, West
Bengal-1II referred the case of Tribeni Tissues Ltd. and sought
opinion of the Board on correct interpretation of Section 80J
and 80K. The Commissioner’'s own view on this matter was
that as section 80J of thc ncw Act was substantially different
from the Section of Section 15C of the old Act, the
decision taken in 78 JTR 677* can have no application. The
Commissioner opined that “There is no scope for the ITO to
recompute the profit of the new undertaking as a separate
unit, as laid down in 78 ITR 677* in connection with the
interpretation of Section 15C of the old Act.

On 18-12-1972 CIT. West Bengal furnished a report on Orient
Paper Mills in which it inter alia stated:

(3) Recently, C.1.T., West Ben;al-111 has sought for the instruction
of the Board about the apyplicability of the principles laid down
in Rajapalayam Litd. casc under his letter No. 14048/Asstt./
61—98/72-73 dated 11-12-72 in the case of Tribeni Tissues
Ltd. in which a similar question arose. In the circumstances.
no separate discussion i< being made by me on this point,
Board's decision in the cate of Tribeni Ltd. will be applied in
all the cases of similar type.”

(4) On 12-6-1973. the Central Board of Direct Taxes obtained
the advice of the Law Ministry in the case of Tribeni Tissues
Ltd. wherein they expressed the view that decision of Madras
High Court in Rajapalayam case was no longer valid as pro-
visions of Section R80J of the Income Tax Act, 1961 were
different in terms in comparison 10 section 15C of the Income
Tax Act, 1922,

*Rajapalayam Case.
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(6)

9

M/s. 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-1
and III 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 M/s. Orient Paper
Miils Ltd. for the assessment year 1971-72 on 7-3-1974.

A new unit belonging to Alembic Glass Works Ltd. started
production in the previous year rclevant to the assessment year
1967-68. Reliet under Section 80-J was allowed by the
Department to that unit from assessment year 1967-68 onwards,
In this case too, Rajapalayam case was not applied. Audit,
therefore, objected to that asscssment in paragraph 19(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 assessee 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. development rebate and  losses
brought forward being maintained:

(2) the profits and gaing of the new units should be computed

in the normal manner by applying sections 28 to 43 for
allowance of relief under the section:

(3)where there is unabsorbed depreciation and loss in the new

undertaking carried forward from earlier vears, the depre-
ciation and loss will have to be set off before determining
the extent of deduction that can be allowed in the assess-
ment year. It is thus cstablished that a notional assessmemt
to determinc the relief admissible under section 80-J to a
new unit has to be carried out.”

Thereupon, the Ministry re-examined the issues involved and
decided on 21-2-1975 to accept the audit objection.  Follow-
ing the acceptance of audit objection in the case of Alembic
Glass Co.; the Board issued a circular on 4-3-1976 (Ap-
pendix. ...) to all the Commissioners to follow the Rajapa-
layam case.
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(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. Local 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 C&AG’s letter No. 2078-Receipt
A-11;2|76—1 dated 11-8-1976.

(9) Judgement of the Punjub and Huryana High Court was deli-
vered on 28-10-1976. This Judgement vindicated the advice
given by the Ministry of Law in 1973 in the case of M/s.
Tribeni Tissues Ltd, on the basis of which the assesments
in respect of M/s. 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 25-11-1976
stating that re-opening of the assessment would create several
complications.”

(11) Notice dated 28-9-1977 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 the ITO to pass
the rectification order but not to communicate the same or
enforce the demand.

(13) Department’s special leave Petition against the judgement of
Punjab and Haryana High Court was admitted by the Supreme
Court on 5-10-1977. Department has requested the Central
Agency to move the Supreme Court for consolidation of the
hearing in the appeal filed by the Department against the
Judgment of Punjab and Haryana High Court with the appeal
of the company against applying in this case the Madras High
Court decision in Rajapalayam case (The case is scheduled
to be heard on 10-4-1978).

1.18. The Committec desired to know if the way these cases were
handled by the Department from time to time did not give the bnpression
as if no clear criterion or procedure was adopted and the two streams of
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activity were going on at the same time. In reply, the Finance Secretary,
said in evidence that: ‘ | S e

“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 simultancously, 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 contemporanepusly 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 it is not so. There is a sequence of events.
One action was taken in 1973 and another in 1975.”

11.19. Asked what was the loss of revenue involved in the case of
Orient Paper Mills, the representative 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 before 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 before the Tribunal then the loss
will diminish to Rs. 4,95449 because the deficiency that
would lapse in that case would be only Rs, 3441335, 1t is
not Rs. 1 crore-odd as the Audit Report makes it appear. Tt
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 case, would come to Rs. 96.17.427,
the witness said:

“We are open to correction, Whatever the figures are, they will
speak for figures are, they will speak for themselves. There
is no dispute about figures. The dispute is on interpretation
of law.”

1.21. The Committee enquired 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 taken together, and if so would it not follow
that the carried forward depretiation, development rebate losses of the new

814 1.S—2



12

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 view 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 Haryana
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, I 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 ITO 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 general
circular at that time was beneficia] to the Government and
beneficial to the revenue.”
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1.25. The Committee wanted to know if it was a fact that the advice
of Ministry of Law given in 1973 was conveyed only to the Commissioners
of Income-tax, West Bengal and that the 1.T.0. 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 affirmative.

1.26. As the original decision in the case of Tribeni Tissues Ltd. was
based on the advice given 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
Ministry 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 fo the advice given by
the Ministry of Law in Tribeni Tissues Ltd. on 12-6-1973, the Department
accepted on 12-2-1975 an Audit objection (vide para 19(ii) of the C&AG
for the ycar 1973-74) in the case of Alembic Glass Industries which
obviously went against the advice of the Ministry of Law. The Depurtment
of Revenue have replied in a note that:

“This advice 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 Department is stated to have informed Audit on
25-11-1976 that re-opening of the assessment in this case would create
“several complications”. During evidence, the representative of the De-
partment of Revenue stated that one of the complications which the De-
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 got
whatever be the tax effect, we 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 sharcholders of the company were about 3.400 or so. They
all got the benefit of what is called tax exemption or holiday
under Section 80-K. They got the relief in 1971-72, 1972-73
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and 1973-74. Is 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 ihvolved 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
sharcholders 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 apparcntly nothing but
inevitable consequences of re-opening an assessment in company cascs, 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 Scction
80-K of the Income-tax Act. 1961, the witness stated:

“T did not say that. We have already taken remedial action and
we shall follow it up to its logical conclusion. These were the
complications, we had in view.”

1.31. Section 119(1) of the Income-tax Act, 1961, as it stood before
1-4-1971. provided that all officers and persons emploved in the execution
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 providing that no orders or instructions shall
be given so as to interfere with the discretion of Appellate Assistant Com-
missioners. By Act 42 of 1970. scction 119 was amended with effect from
1st April. 1971 by which certain restriction was imposed on the powers of
the Board to the cffect that the Board shall not issuc any order. instruction
or direction so as to requirc any Income-tax authority to make a particular
assessment, or to dispose of a particular case in a particular manner.

1.32. In paragraph 5.89 of their 128th Report (Fifth Lok Sabha)
(1974-75) the Committee had cautioned the Board agpainst giving advance
rulings 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 conncction the Com-
mittee would refer to paragraph 6.179 of Direct Taxes Fnquiry
Committee’s final report (December, 1971). It appears that
unless the Board is authorised by law to give advance rulings
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the Board should not give advance ruling. The Committee,

therefore, desire that in order to place the matter 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 considercd necessary to amend the law for
taking a power cnabling the Board to issue wdvance rulings.”

1.34. The following instructions were issued by the Board

on
22-11-1974:

“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 s0
justify. Such an 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 be necessary to ensure that the Income-tax
authorities refrain from quoting or referring to the advice or
guidance given by the Board in any orders passed by them.
Of course, there would be no objection to their adopting the

reasonings contained in the advice or guidance given by the
Board.”

1.35. The Committce enquired that if under the Income-tax Act,
making an asscssment was a statutory function of the L.T.O., why was he
not allowed to exercise that function in the case of Orient Paper Mills.
The Committee also desired to know whether it was legally correct for
Central Board of Direct Taxes to have intervened in this case and directed
that the case be assessed in a particular manner.

In reply, the representa-
tive said in evidence:
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“Till 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
cases. Till 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.0. 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 cases. | 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 Paper Mills case in which huge amount of revenue was involved and
thereby not allowing the 1.T.O. concerned to assess thdependently the income
of the company without any fear or favour could be regarded as a hona

fide one, the witness deposed that:

“In retrospect we feel that we have done the right thing in not
circulating that particulur 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 a
commentary by a well known commentator as far back 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. Tn the context of all this, we gave this advice......
There is no reason to believe at all that there was interference,
that anything out of the way was done in this case.”

1.38. It has heen pointed out by Audit that an erroneous tax holiday
relief allowed to Oricnt Paper Mills Ltd. in the assessment year 1971.72
under Section 803 of the Income T.ax Act, 1961 has resulted in an onder-
charge of tax to the tune of 1.43 crores. The assessee company had estab-
fished 2 new paper mill at Amlsi (Madhya Pradesh) which went into produc-
tion In Febrnary, 1965. The new unit was entitled to 6 per cent tax holiday
for the nssessment vears 1965-66 to 1969-70. The unit did not, however,
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record any profits or gaing for these sssessment 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 Sections 84, there was no provision for carrying forward the defi-
clency, the new Section 80J provided for carrying forward the deficiency
from assessment year 1967-68 onwards. In view of this, in the preseat case,
while the relief due for the assessment years 1965-66 and 1966-67 could not
be carried 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 undertaking upto the assessment
year 1972-73. This deficiency aggregating Rs. 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 deve-
iopment rebate, computted on the basis of the working results of the unit,
stood at Rs. 5.42 crores which had first to be set off. After this set off, there
would be no profit left to adjust this deficiency. Though in their reply dated
25-11-1976, the Depsrtment of Revenue informed Audit that re-opening of
the assessment of the assessce company would create “‘several coenplications’;
the Department later issued a Notice to, the assesse 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 7-10-1977, the assesseo
Is stated to have filed a petition before the Calcutta High Court which was
granted temporary injunction directing the Income Tax Officer to pass the
rectification order but not to communicate the same or enforce the same.
It is Jearnt that this matter is before the Supreme Court in appeals filed by
the assessee in the Rajapalayam case and by the Department in the Patisle
Flour Mifls case, As a matter is sub judice, the Committee would not like to
express any opinion on the merits of the case at this stage.

1.39. The Committee, however, cannot help expressing their diswmay
over the fact that the Departmeat of Revenue had not been following a con~
sistent course of action in handling cases of tax holidsy under section 88J
of the Income Tax Act, 1961, In their judgement delivered on 4-10-1968,
the Madras High Court bad in the case of Ashoka Motors Ltd. vs, C.LT.
Madras (41 TTR 397) referred to distinction between an ‘assessee’ and the
‘aew industrial undertaking’ in Section 15 C of the Income-tax Act, 1922
(corresponding to Section 80-J of the Income Tax Act, 1961) and beld thet
“In this case of even composite businesy carried on by the assessee, it is only
the profits of the industrial undertaking that would be eligible for excinptios™,
This decision was reiterated by Madras High Court in Rajapalayam case
(78 ITR P 677). On 19.5-1973, the Departmeat of Revenve (CBDT) made
a reference to the Ministry of Law in the case of Tribeni Tisswes Ltd. cane.
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.Wﬁkdnmgm,tbenemtexpressedﬁemwththedorwﬂddum
,.otMadmlﬁahComianppahymCasebased, 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 fo “'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 Ministry of Law agreed with the view expressed by the Department of
Revenue that Madras High Court Judgement in the Rajapalayam Case was
»o longer valid. 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 judgement in Raja-
palayam case even re-opened the assessments in that case. Explaining this
shift in their stand, the Department have, in a note to the Committee, stated
that when the decision to accept the nudit 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, how-
ever, on the other hand, a feeling that it was g representation from the QOrient
Paper Mills, fortified as it was by the opinion of a luminary of the legal
profession, which persnaded the Board to make a reference to the Ministry
of Law and pass on their advice, which was in favour of the party and
against Revenue, to the Commissioner of Income Tax, West Bengal. That,
barring this case and the coatemporary case of Tribeni Tissues Ltd., the
Board had a different view of law is borne 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 against the Judgement of the Punjab
and Haryana High Court in the case relating to Patiala Flour Mills 1.td.

1.40. 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
Rajapalayam case applied, when a similar objection was raised in the present
case of Orient Paper Mills, the Department informed Audit that re-opening of
assessment of this assessee company would create “several complications”.
Referring to these complications, the representative of the Department disclos-
ed during evidence that all that they had in mind was that if the benefit of
Rs. 2.6 crores given to Orient Paper Mills was withdrawn in the assessment
year 1971-72, it may bave to be simultaneously given in the 1972-73 assess-
ment and that re-opening of assessment of the company would entail re-
opening of assessment of more than 3,400 cases of share holders of the com-
pany who had been given benefit of tax exemption on dividend declared by
the company under section 80K. When the Commitiece pointed out that
these so-called “Complications” were nothing but inevitable consequencey of
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#o its “logical conclusion”. The Committee regret that by holding over re-
epening of assessment for a long time and that too for reasons over which
the Board continue to entertain doubt, undue solicitude appears to have been
shown to the assessee company. The Comunittee are of the view that a more
prudent course for the Department would have been to re-open the assess-
ment promptly on the basis of audit objection and leave it to the assessee
company {v appeal against it.

1.41. I¢ is somewhat puzzling that when the Ministry of Law gave their
advice in 1973 in the case of Tribeni Tissues Ltd, on the scope of Section
80J 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 Commissioners of In-
eome-tax, West Bengal. The Department felt that they need not issve gene-
ral 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 Finance Secretary conceded during evidence
that a gencral circular “‘ought to have been issued at that time”’ by ¢he Board,
he pointed out to the Committee that non-issuance of a circular m 1973 was
“beneficial 1o the Government and beneficial to the revenne”. Had such a
circular gone out in 1973, he said, “‘the TTOs all over the country including
the ITOs in Tamil Nadu who were otherwise following the Rajapalayam case,
wounld have followed this”. This reasoning is not convincing. The Com-
mittee are of the view that when decisions having bearing on interpretation
of Direct-sax 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,

1.42. Section 119(i) of the Income-tax Act, 1961, as it stood before
1-4-1971 had provided that all officers and persons employved in the execu-
tion of the Income-tax Act shall observe and follow the orders, instructions
and directions of the Board. By Act 42 of 1970, the Section was amended
wel. 1-4-1971 by which a restriction was imposed on the powers of the
Board to the effect that the Board shall not issue any order, instruction or
direction so as to require any Income-tax auothority to make a particular
assessment or to dispose of a particular case in 1 particular manner, In
paragraph 5.89 of their 128th Report (Fifth Lok Sabha), the Committee had
cautioned the Board against giving advance rulings In  individual
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cases, Onm 22-11-1974, the Board issued i Circular in which it was stated,
inter alia, that the Board will not issue any advance rulings|directions
instractions in individeal cases to any income-tax authority or to any querist
though it would continne to oversee administratively the functions of the
lower formations and give advice in individusl cases if the facts of the case
so justify. The Committee hope that the self restraint imposed by the
Ceatral Board of Direct Taxes upon themselves by their circular of Novem-
‘ber, 1974 would be strictly adhered to .,



CHAPTER It

IRREGULAR RELIEF IN RESPECT OF PRIORITY INDUSTRY
INCOME

Audit paragraph

2.1. Where the gross 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
sitk fabrics. the manufacture of ravon grade “pulp” for the purpose of get-
ting artificial fibre, was treated as a priority industry and the assessee was
allowed various concessions admissible to priority industries under the
Income-tax Act, 1961. These concessions consisted of development rebate
on the machinery emploved in the industry. its deduction under section
80F'1 and tax credit certificates under section 280ZB.

2.3, However, as per the list of articles given in the Sixth Schedule te
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 profits from the manufacture of pulp meant
for producing papcr was entitled to the aforesaid tax concessions, In the
case of the above assessee. the pulp was produced for altogether different
purpose and hence, it should not have been treated as a priority industry. As
a result of the erroneous concessions, the income of the assessee was under-
assessed and tax credit certificates were wrongly granted in the seven assess-
ment years from 1966-67 to 1972-73 with an abandonment of revenue aggre-
gating Rs. 2.67,83.365 due to short levy of tax of Rs. 1,19.26,866. surtax
of Rs. 28,01.808 and incorrect admission of tax credit certificates for
Rs. 1,20,54.691. The quantum of abandonment of revenue will further
increase if the development rebate at the enhanced rate allowed in the assess-
ment years 1966-67 and 1967-6R (details of which are awaited from the
assessing officer) is taken into account,

11
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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~
tion is under active consideration.

[Paragraph 31(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. M/s, Gwalior Rayon and Silk Manufacturing (Wvg.)

Company Limited (Birla Group). during the assessment years 1966-67 to
1972-73.

2.6. The Income-tax Act. 1961 allowed the following three concessions

t0 certain industries occupying “‘an important place in our economy called
priority industries :

() 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) for the assessment years 1966-67 to 1970-71
and 25 per cent (against the normal 15 per cent) for the assess-
ment years 1971-72 to 1975-76 (for installation prior to

1-6-1974). The development rebate was discontinued from
1-6-1974.

(iii) Tax credit certificates during 1966-67 to 1970-71, at 20 per cent
of the excess of tax for the relative assessment year over that for

the base vear. ie., 1965-66 or such subsequent year in which
the assessee first became liable to tax.

2.7. For the concessions at (i) and (ii), a list of priority industries was
given in a schedule to the Income-tax Act, 1961. The relevant item of the
schedule read “Paper and Pulp” upto 31-3-1966 and “Paper and pulp in-
cluding newsprint”, thereafter, The concession at (iii) above was admissible
to industries mentioned in the first schedule to the Industries (Development
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“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

pulp‘ii

chemical,

including dissolving

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 yarn™ and
all the above concessions “which were meant for paper pulp used for paper
products were extended to pulp used for artificial rayon yarn™ during the

years 1966-67 to 1972-73.

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

Short levy of Income-tax and surtax on account of

Assessment vear

— . L — — o e g i i

Loty e
1y 68
19ty
1060-71»
1G70-71
1971-72
1972-71

Deductons
under
Sertion
80F. 8al

15.8.2. 051
tg.24.5.09
RN M
2440511
25.05.767
29.86.712

8.17.044

1.16,36.492

[

and Regulation) Act, 1951. The relevant eatry in his schedule read as

'
‘

Development  Tax Credit Total
rebate Certificates
under
Section
2807.R
1.30.383 18.36.102 35.78.226
8.80.514 22,20,631 §0.25.973
480,451 17.24.442  35.96.671

2,25,436

2.47 322
48.362
B

28,0078

20.08,248 57.64.195
3100750 58.62.848
30.34.574

8.95,53%

1.19.89,472 2.77.68.04:

(The above are revised figures afier taking into account the development rebate at en-

h anced rate allowed for the assessment year 1966-69 and 1967-68).
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2.10. The Committee have been informed by the Department of Reveaue
that the claims for rebates and reliefs were made by the assessee in the-
Returns of Income in cach 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 u|s 280ZB were, it has been
stated, made in the prescribed performance. It is further stated by the
PDepartment of Revenue that as there was no doubt about the correctness of
the claim in the mind of the Income-tax Officer, no investigation into the
genuineness of the claim was made. The matter was also not referred to the
Inspecting Assistant Commissioner or Commissioner of Income-tax before
admitting the claims except that the orders under Section 280ZB were
approved by the Inspecting Assistant Commissioner. No reference was made
to the 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, 1961,
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 engaged in pro-
ducing pulp for paper will be entitled to trcatment as a priority
industry. .. ... In 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 of Revenue:

“The TTO has been treating the assessee’s pulp making unit as a
priority industry. S'nce. however, the correctness of his corder
has been questioned. it has been pointed out that the ITO has
not really made a mistake. The ITO might or might not have
been aware of it, but the TTO’s interpretation of the word
‘pulp’ is, in fact. supported by (a) analogous legislation [In-
dustries (Development & Regulation) Act, 1951}, (b) the
practice followed in classifying rayon-grade pulp with paper
for customs, import control and other purposes, and (c) also
the use of the word in the industrial world.”
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2.12. Asked if it was a fact that the pulp produced by the factory, which

was meant for paper, was diverted for the manufacture of rayon yarn, the
Department have explained :

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

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. 24(5) was :

“Pulp—wood pulp, mechanical, chemical including dissolving pulp.”

The Department of Industrial Development had. at the instance of the Com-
mittee, indicated the background of inclusion of the item in the First Schedule
to 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 Revenue was, thereupon asked 1o explain as to how far the tax con-
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 laws/
schemes can fall back for their own purposes. The Industries:
(Development & Regulation) Act, 1951, does not seek to deal
with every aspect of the working of the industries, e.g. 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 the different Schedules for the pur-
poses of relief under different provisions of the TIncome-tax
Act is, however. generally made on the basis of discussions
among the Sccretaries in the Ministry of Finance and the Chief
Fconomic Adviser, Department of Economic Affairs. The Mi-
nistry of Industrial Development and the Administrative Min-



_ istry concerned are also consulted, if considered neceasary.
Orders of the Fmance Minister are obtained on the basxs of
decision taken as'a result of such discussion.”

2.14, Even though the Industries (Development and Regu-
lation) Act, 1951, did not seck to deal with taxation aspects of the workiag
of the industries, yet according to the Department:

“There seems to be no justification, in this context, for believing
that the nomenclature and classification of the term ‘pulp’
(including dissolving pulp) and its treatment for Income-tax
purposes should differ from its nomenclature and classification
in the Industries (Development and Regulation) Act, 1951. The
use of the very language of item 24(5) of the First Schedule to
the Industries (Development & Regulation) Act, 1951 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 Industries (Deve-
lopment and Regulationy Act, also supports the above view.
These provisions serve to show how closely the Finance Acts
have followed the classification/vategorisation adopted in the
First Schedule to the Industries (Development & Regulation)
Act.”

2.15. During evidence, the Committee asked why thc Department of
Revenue relied on other Acts, e.g., Industries (Development and Regulation)
Act, 1951 for allowing tax concessions under the Income-tax Act, 1961. In
reply, the representative of the Central Board of Direct Taxes said:

“There is no case law on the subject and therc is no specific mention
as to what is pulp and paper.”

The Committee enquired whether in interpreting an entry (in a sche-
«dule) where more than one product was mentioned, should not all the
products be read as falling within the same category applying the rule of
ejusdem generis and if so, how could the en'ry “pulp and paper” bhe
taken to mean pulp produced for purposes which are not cven remotely
connected with paper. In reply. the Department of Revenue have ex-
plained in a note:

“Neither the rule of cjusdem generis novr its special application,
namely, noscitur a socies can be invoked on the facts of this
case: ‘Conjunction of two or more words having analogous
meaning. when clubbed together may be decmed 0 have
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been 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 would
be redundant. It is submitted that what is involved is not
so much a question of law, as a question of fact. It 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 abscnce of any re-
Strictive provision, the plain meaning of the word as com-
monly understood in industry should prevail.”

2.17. The notc of the Department of Revenue goes on 1o say:

“If the intention of the legislature 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 what was meant was pulp in general in-
cluding pulp needed for rayon. There is no scope or need
for ascertaining the profits from pulp production in a paper
mill.  There are only three mills in the country producing
rayon grade pulp and one preducing 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
sensc.”

2.18. During evidence, the representative of the Department main-

tained:

“This is a highly technical matter. Firstly so far as the principle

of ejusdem generis is concerned, it has been set at rest by
the Punjab and Harvana High Court that the introduction of
the ‘newsprint’ does not reduce the meaning of pulp but only
enlarges it.

Secondly, when there is no definition in the Act. the common par-

R14 LS—3.

lance always prevails. In common parlance, pulp includes
not only pulp for paper 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 as pulp for paper as well as for rayon.”
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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 cntry
“pulp/wood-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)(ii) 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 the Finance Acts for 1964
and 1965 ‘pulp/wood-pulp, mechanical, chemical including
dissolving pulps...... "

2.20. In a note furnished after evidence. the Department 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 Development and also from the Central Revenue
Chemical Laboratory has made it clear that the pulp used
in making rayon is what is known as the dissolving grade
pulp and that this pulp is different from the pulp used in the
manufacture of newsprint and ordinary paper. It has been
pointed out by the technical authorities that dissolving pulp is
used in the manufacture primarily of rayon staple fibre, conti-
nuous filament rayon and tyre cord.

(2) Despite the fact that ‘dissolving pulp’ has very little to do
with paper, it has always been classified under the head
‘paper and paper board’ as the following would indicate:

(i) Explanatory notes to the Brussels Nomenclature (Volume
2, Sections VIIT to XV-Chapters 41 to 83, Fifth Impres-
sion, June 1967).

(ii) The Government of India, Ministrv of Finance (R.D.)
Notfn. Cus. No. 90 dated 12.5.1955 (with the relevant
portion side-lined). It is significant that item No. 43 of
the First Schedule to the Indian Tariff Act, 1943 shows
pulp under the head ‘Paper and its application’ in Section
10 (Vol.1). ‘e
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(iii) Wealth of India (Industrial Productions), Part VI, pub-
lished by the Council of Scientific & Industrial Research,
New Delhit 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(19)/56 dated 18-6-1957 addressed by
the Director of Industrial Statistics to the Secretary, Minis-
try of Commerce & 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-
dustrial Development in July 1973 showing rayon-grade
pulp under the Chapter "Paper and Pulp including paper
products’ page 193.

(vi) Decfinition of the word pulp as comprising paper pulp as
well as pulp ‘for dissolving purposes’ in the Indian Stan-
dard publication entitled ‘Glossary of Terms used in paper
trade and Industry’.

3. ‘While there are different statutes in pari material though made
at differcnt times and not referring to cach other, they should
be taken and construed together as one system and explana-
tory to cach other” (Maxwell on the Interpretation of Statu-
tes). Part of the revenue which is held to be abandoned,
relates  to the relief to which the assessez is  entitled in terms
of Scction 280Z. by virtue of dissolving pulp being specifically
included under item 24(5) of the First Schedule to  the
Industries (Development & Regulation) Act, 1951. Sinc2
the First Schedule scparately includes ‘ravon machinery’ (Item
8A(3)]. 'man-made fibres, including regenerated cellulose’
ravon, nylon and the like’ (item 19), and ‘artificial man-made
fibres' under Ttem 23(5) and since dissolving pulp is used
principally in manufacturing rayon and not paper the maost
reasonable inference will be that the pulp used in making
rayon has been treated as an important :dustry for purposes
of the Industries (Development & Regruation) Act, 1951,

(4) Tt has been held in Webbing and Belting Factory (P) Ltd.
vs. CIT Delhi (43 ITR at p. 238) that a provision which is intended to’
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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 subject 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 rayon are practically identical and the same
technology, the same machinery and the same principal raw
material are required. Only the end products, viz., paper
and ravon. are different. That is prcbably the reason why
rayon grade pulp has alwavs been tied to the general head
‘paper’ by different authorities, including the Industries De-
partment, the Chief Controller of Imports & Exports. the
Customs Department and the Industry itself. .

* * * » *

2.21. The Committee pointed out that the point at issuc in the pre-
sent case was whether the term ‘pulp’ occurring in the entry ‘Paper and
Pulp’ (upto 31-3-1965) 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 was cligible for tax
concessions under that Act. Reacting to the Audit view, the Finance
Secretary said in evidence:

“We do not accept the audit objection. It is not all agreed. ...
In regard to paper and pulp and pulp and paper, how can
we assume what the Finance Minister meant at that time?
We cannot assume what he meant.”

2.22. The Committec 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 enough, the Department
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informed Audit in February 1977, i.e., two years later, that the objection

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’. [ 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 term 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 28th
June 1977

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

“We wrote on 18th July 1977 1o the Audit that the audit objec-
tion had not been accepted by the department, Before we

gave the reply, it was considered by two Members of the
Board.”

2.24. The Committece wanted to know if rejection of the audit point
of view without even consulting the Ministry of Law could be regarded
as a right step especially when there were judicial pronouncement* to the
effect that the ‘intructions’ received from the Audit Department by the
Income Tax Officer constituted ‘information’ within the meaning of Sec-
tion 147(b) of the Income Tax Act and that “the audit department was
the proper machinery to scrutinise the asscssments of the income-tax offi-
cers and point out the errors, if any, in law.”

2.25. In reply, the representative of the Department stated that a
reference was in fact made to the Ministry of Law on 17 September 1977
(i.e. after the decision to reject the audit objection had already been

taken) but the file was later withdrawn from that Ministry on 4 October
1977.

2.26. Explaining the reason for withdrawal of this case before the
Ministry of Law could examine various issues involved in this case and
tender their advice, the witness said in evidence:

“The convention has always been that when a discussion takes
place with thc Law Ministry, the Audit should always be

*Supreme Court Judgement dated 11-8 1977 in the case R. K. Malhotra Income Tax
Officer Vs, Kasturbhai Lalbhai.
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associated. It 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 it 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 for 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 a convention had been evolved 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 instance in Sepicmber 1977, the Department had stated as follows:

“The Member (Inv.) came to know about the above convention
from the Director (PAC) afier the note on the interpreta-
tion of the term ‘pulp’ had been sent to the Law Ministry.
As soon as he learnt about it he had the file withdrawn from
the Law Ministry. The fact that the meeting of the PAC was
to be convened in the middle of October wus an additional
reason for withdrawing the file on the 4th October 1977.7

Asked whether in cases where a difference of opinion arises on
a legal matter betwcen a Ministry/Department on the one 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 cvent of a conflict
between the Law Ministry and the Comptroller and Auditor General
should not a reference be invariably made to the Attorney General of
India, the Finance Secretary said:

“If the Committee is pleased to give this recommendation, it will
form part of a new procedure.”

2.27. The Committee wanted to know whether differcnces between
the Audit and the Ministry could not be sorted ovt by making such re-
ferences betore the matters came up to the PAC, the witness replicd:

“We have no objection. When vou make such a recomriendation,
we will give it due weight.”
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2.28. The Committee note that while making assessments for the assess-
ament years 1966-67 to 1972-73, the manufacture of “rayon grade pulp” by
M/s. Gwalior Rayon and Silk Mfg. (Wvg.) Company Ltd. (Birla Group) was
treated as a priority industry and sax concessions consisting of (i) develop-
ment rebate (Rs, 1,19,26,866), Surtax (Rs. 28,01,808) and (ii) Tax Credit
Certificates (Rs, 1,20,54,691) 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 producing paper
was entitled to the aforesaid concessions” and not pulp produced for other
purposes, e.g., manufacture of nayon yarn. The Miaistry of Finance (Depart-
men! of Revenue) have not accepted the audit objection in this case, It has
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, 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
“Pulp—wood pulp, mechanical, chemical, including dissolving pulp”. The
pulp produced by M/s. Gwalior Rayons for use in the manufacture of rayon
yam (to which the Audit objection pertains) comes in the category of “dis-
solving pulp.” In this connection, Depar'ment 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 first schedule to
the Indian Tariff Act, 1943, (ii) the Wealth of India (Industrial Products;,
Part 1l published by the C.S.LR. in 1965, (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 trade and industry, (v) Explanatory notes to the Brussels
Nomenclature (Volume I Sections VIl to XV—Chapters 42 to 83, Fifth
June 1967, would show, The Committee cannot 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 docoments, ‘The guidelines for industries’ published by the Department of
Industrial Developmcat in 1973 has no relevance because the assessments in
question relate to vears prior to 1973. Moreover, it may be pointed out in
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this connection that the Industries (Development and Regulation) Act, 1951

does not deal with tax matters at all, and accordiag to a clarification given
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 behalf
in the Income-tax Act, 1961. The Committee find that the relevant cntry in
this Act, was “Paper and Pulp” upto 31-3-1966, and “Paper and Pulp
including Newsprint” thereafter. From 1-4-197S, the entry was again
changed to “Paper, Pulp and Newsprint”, The Act does not specify whether
“Paper and Pulp” 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 that
what is involved in this case “is not so much 5 question of law. a< a ques-
tion of fact”, the Department of Revenue have contended that “pauver” and
“pulp” are two difierent industries, Had it not heen so. separate inclusion of
the word “pulp” in the schedule would have been redundant. Everv paper
mill, it has been stated, has a pulp plant and the only wnit producing pulp
for paper without manufacturing paper got into production round about
1969 The Department has also argued that “if the intention of the legisla-
ture was to limit the benefits of a priori'y industry to units used in making
pulp for paper it would have been =adequate for the purpose to include
“paper” alone. The soparate mention of pulp. it has heen contended, serves
to show that what wag meant was pulp in general, including pulp needed for
ravon. Audit, on the other hand, have pointed out that on the basis of the
language used in the Incomc-Tax Act, “pulp” would mean pulp produced
for paper only and not for any other purpose.

2.31. The Committee find that Audit obecjtion in this case 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
February 1977 (ie. 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 nccepted.  The long time aken in considering the audit objection

clearly indicates that the Department was not very sure of its stand oa this
case.

The Committee also note that the decision to reject the interpretation of
law given by Audit was taken by the Department of Revenue at their own
level, withont obtaining an nuthoritative opinion of the Ministry of Law on
the point of law involved. In fact a reference was made by the Department
to the Ministry of Law on 17-9-1977 (when a decision to reject the andit
objection had already been communicated to the Audit) bat before that
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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 fo matters contained in the Audit Report with which
the PAC is seized The Committice 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 Minaistry of Law for ~
their advice.

2.32. The Committee also note that according to the judgement of the
Supreme Court in the case of R. K. Malhotra, Income-tax Officer vs. Kastar-
bhai Lalbhai delivered on 11 August 1977, it was held that “the Audit
Department was the proper machinery to scrutinise the assessments of In-
cume-tax OfFcers and point out the errors, if any, in law, and that the infi-
mation received 2y the Income-tax Officer constituted ‘information’ within
the meaning of Section 147(b) in consequence of which the Income Tax Offi-
cer coulg reopen the assessment.”” The Committee feel that in view of the
special position of Revenue Audit recognised by the Suprema Court, the
Audit objcctions in regard to agssessment of income-tax deserve serious con-
sideration by Gevernment, The Comumittee recommend that in future when-
ever a difference of opinion arises in regard to *“‘errors in law" in the case of
any assessment or class of assessments, between the Ministry of Finance (De-
partment of Revenue) Central Board of Direct Taxes on the one hand and
the Revenue Audit on the other, the Department 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 diffc-
rence of opinion on a point of law betweea the Department of Revenue and
the Ministry of Law on the one hand and the Revenue Audit on the other,
it would be advisable to obtain the opinion of the Attorney General before
taking a final decision adversely affecting revenue,



CHAPTER 1l

DEFERRED ANNUITY POLICIES
Audit Paragraph

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 rececived 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 of
India for the year 1975-76, Union Government (Civil), Revenue Receipts,
Volume II, Direct Taxes]

3.4. Under Section 5 of the Income-tax Act, 1961 the total income of
any previous year of a person. 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 regularly employed by the
assessee.

3.5. According to terms of contracts between film artists (viz) Shri
Dev Anand and Smt. Sharmila Tagore and film producers, the artists receiv-

36
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-ed payment partly in the form of cash and partly in the form of single pre-

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 remuneration 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. 10,71,112,

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  vear Income Tax
(Rs.) thereon
1. Sh, Dev Anand . . . . . 1972-73 . 500,000 402,312
1973-74 . 4.41,640" 431,712
ToraL 9.41,649  8,34,024
2. Smt. Sharmila Tagore . . . 1972-73 . 2,45.268 2.37,086
ToraL . 11,86,917 101,110

— ——

(*Amount paid to LIC is Rs. 4.36,649)

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

(1) Shri Dev Anand (Assessment 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 policies from LIC. The firm took two annuity
policies of Rs. 1,00,000 and Rs. 50,000 from LIC on Sth April,
1972 and 22nd July, 1972 respectively. The annuitants were
Shri Vijay Anand, partner of the firm and firm respectively.
These policies were absolutely assigned to Shri Dev Anand on
2nd April, 1973 and 2nd August, 1972 respetively. Rs. 9020
and Rs. 4705 were to be paid as annuities for 16 years and 15
years respectively. The first instalments were due in 1973.
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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. Sharmila 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 a view to secure the payment,
the firm took an annuity policy of Rs. 2,45.268 from LIC on
Ist 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) 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-assessments are pending:

(ii) In the case of Smt. Sharmila Tagore, action under Section 263
was taken for the assessment year 1973-74. No action was,
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 it is the entire premium paid for the annuity by
the producer which is taxable as income in the year in which the premium
is paid. This point, the Committec 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
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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
the 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.I.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:—

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

(2) If the entire amount of Rs. 1.05.001 cannot be taxed in the
assessment vear 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 received by him in the relevant previous vears.

3.11. 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 Income-tax Act. The Ministry of Law inter alia advised
that:—

“It will be seen that in this case, the concept of income received
in the form of monev's worth is not attracted. The policy
of annuity issued bv the L.I.C. was in the name of Mohd.
Azam mentioned therein as the purchaser and annuitant.
There is no nomination in favour of anvone under the policy.
nor was there anv transfer as such of that to Shri Guru Dutt.
All that happened was that the annuitant authorised Shri Guru
Dutt to recover the amounts of the annuities vear after vear
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. In this case. the policy for
the annuity was probably 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
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the contract. It also secured the producer from being sued
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-I, accordingly, in his
letter dated 27th October, 1971, clarified to the Hony. President Film Pro-
ducers’ Guild of India Ltd. that the annuity amounts would be taxable in
the year of receipt when these were in the hands of the artists provided the
salient features of the policy were as under:—

(i) The annuity policies were 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 annuitants (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 thz case of Miss Waheeda Rehman,
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 were directly pay-
able to her. Morcover, Miss Rehman was not only the annuitant under
the policy but she had also been given the right to nominate as assignee to
receive the amount in the case of her premature death,  The Commissioner
of Income-tax had in his report expressed the view that because Miss Reh-
man was the annuitant, it could be said that <he had received money's worth
equivalent to the amount paid by the producer to the L.1.C. when the annui-
ty was purchased. In their opinion dated 28th January, 1972, the Ministry
of Law (Additional Legal Adviser) opined 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
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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 thg
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 amended 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 Income-tax 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.

Subiect to any rules made by the Board in this behalf, the
Commissioner 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 pavable before the
expirv of a period of five years from the date on which it
has been entered into;

(b) such contract provides for the payment of annuity over a

period which shall in no case exceed ten vears:

(c) not more than scventy-five per cent of the entire remunera-

tion payable to the annuitant is converted into the form of
annuity;
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(d) such contract provides that in case of death of the annuitant

"(4)

()

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.

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.

Where a contract for the pavment 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 pavable on such surrender, com-
mutation or assignment shall be liable to tax as part of the
income of the annuitant or, as the case mav be, of the heirs
or assigns for the previous vear in which the surrender, com-
mutation or assignment is made, at the rate or rates of tax
in force in the assessment vear relevant to such previous vear.

This section applies to anv person who is engaged: —

(a) as a professional actor on the stage:

(b) as a professional sportsman;

(c) as a film actor;

(d) in any other 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 other 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:—



43

“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.

If 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.1.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 film 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
benefit or perquisite under section 28 (iv). The question of
valuing a benefit or perquisite would arise only if the assessee
has enjoved the benefit or the perquisite during the relevant
previous vear. 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 the 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 nced 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 sought to be introduced by
clause §! of the Taxation Laws (Amendment) Bill, 1973
would not affect the position.



44

; 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 been 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 Committee was, therefore,
informed by the Department 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 51—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 Committes 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
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Annuity Policy or a Deferred Annuity Policy providing for
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 each 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 a 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 cnunciated 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 maintaining 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 be ethical for the Income-tax Depart-
ment to go back on the decision given by them. As mentioned
earlier many Cine Artistes-cum-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
“RETROSPECTIVE".

(iii) It is a known fact that the Life Insurance Corporation which
is also one of the wings of the Ministry of Finance, just like
the Income-tax Department, has been circulating the benefits
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of the Annuity Scheme, and thereby 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 eatlier
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 on
the Instructions of the Department, will only be too drastic
to be imagined. 1t will also undermine the assessees’ con-
fidence in the Department’s assurances for future.

(v) Tt is also likely that if the amount of Annuity is taxed in the
year of purchase, then there may be a double taxation. There
are chances that when the instalments 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 nect wealth
upto the assessment year 1974-75 as the same was not in¢luded in the
definition of ‘asset’ given in Section 2(e) of the Wealth Tax Act, 1957,
However, such annuity policies have been brought within the definijtion
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 Tagore 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 cases of Shri Dev Anand and
Smt. Sharmila Tagore, the action was taken by the Department to reopen/
revise the assessments as a “protective measure.”
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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 policics under the Annuity scheme was
also being followed by some big business houses in respect of payments to
their top executives. In reply, the Department of Revenue have admitted
the fact that some companies have adopted the 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 the Department that “three Executives of
the Indian Tube Company, Calcutta and one of the executives of M/s.
Tata Chemicals Ltd; were paid commission by taking up policies under
Annuity Scheme.”

3.24. In reply to a question, the Department have confirmed that, in
such cases, the sum payable by the employers to effect 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 under the head
‘salaries’. Apart from Section 17 (2), there is no provision in the Income-
tax Act, which provides that the amount paid to secure the annuities is
taxable.

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

“Certainly, this is the view of the Government.”

3.26. Disclosing the latest trend on payments of remuneration through
Annuity Policies, the Finance Sccretary said that:—

“In the world over today there is an increasing trend for pension.
Now a suggestion has been made cven by the Joint Manage-
ment Council that an annuity should be started for govern-
ment servants. The Government servant when he retires is
faced with a tremendous drop in his emoluments and today
there is a scramble to get extensions. So in order to protect
his emoluments, suggestion has been made that all Govern-
ment servants should be covered by some form of annuity
scheme where the premium should be paid by the employer
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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 there 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:

Year Non. of raids

1974-75 ‘ . . - 5

1975-76 . : . A . 5

1976-77 . . . . . 40 lincluding 3o raids in Calcurta).

3.29. The witness also revealed during evidence that in Bombay alone,
the total disclosures made amounted to Rs. 4.47 crores on which a sum
of Rs. 2.15 crores was realised 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
Film Industry will stop. In reply. the witness assured that:—

“We are looking into this”

3.31. According to the facts placed before the Committee by the Depart-
ment of Revenue, certain amounts received in cash were shown by the two
film stars (Shri Dev Anand and Smt, Sharmila Tagore) in their return of
income but the remuneration received in the form of annuity policies was not
returned on the plea that the assessees followed cash system of accounting
for their professional income. According to the Audit paragraph, failure to
treat the entire premium paid by the producers on naccount 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
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an uader-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. 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 assessments in these two
cases as a “protective measure”’,

3.32. The Committee have been informed 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 consultation with the Minsitry of Law more thaa once. In 1971,
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 Policy, The salient features of the
Annuity Policy, in that case, were (i) film artist was not party to the annuity
contract, (ii) producers were the annuitants, (iii) 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 muaintained his account on cash system. In yet another but
slightly different case (Miss Waheeda Rehman), the film artist herself was the
annuitant of the policy but had been given the right to nominate an assignee
to receive the amount in the event of her premature death. The Commissioner
of Income-tax was of the view that because Miss Rehman was the annuitant,
it could be said that she had received the money’s worth equivalent to the
amount paid by the producer to the L.L.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
hands in the year of assessment. It was stated that the fact that she was her-
self the annuitant ang 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 (proposed Sec-
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-
vision after being informed after re-examination of the entire issue in con-
sultation with the Ministry of Law in February 1974, that even under the
existing law the artist would be taxed only on the amount of the annuity
received during the year,

3.33. 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 th
manner in which it was done in the oase of Shri Dev Anand and 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
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actually accrued to the cine-artistes. But the Committee 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 mechanism for tax avoidance. The Committee,
therefore, 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 the lncome-tax Act, 1961 allowing tax benefit in the case of
annuify policies, but at the same time restricting the benefit under the
scheme to such professional groups only as merit special consideration on
account of their short, active professional life.

3.34. The Committee note that hither tofore actors and other profes-
sionals were not required by law to maintain accounts of their income and
expenditure, and that it was only on 12 January 1977 that a Notification
making maintenance of accounts obligatory on their part has 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
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 cfforts to combat tax evasion would not only continue but would be
intensified.



CHAPTER 1V

INCORRECT VALUATION OF 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, to
the valuation of such shares for estate duty. Under this method, the value
of such shares was to be taken as the average of (i) the break-up valuc of
the shares based on the book value 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 the said audit paragraph, the Board cancelled
their instructions of March, 1968 in October, 1974, so as to restore the
earlicr instructions of 1965, according to which valuation of unquoted
sharcs in companics for estate duty purposes was to be based on the market
valuc and not on the book value of the assets of the company. The Board
issued further instructions in May, 1975 to clarify that assets of the com-
pany would include goodwill also, whether or not shown as such in the
balance sheet. Where, however. market value of an individual asset of the
company is not ascertainable. the same is to be taken at its book value in
the balance sheet of the company ncarest to the date of death.

(i) In the case of a deceased person, who died on 16th August, 1971,
valuation of unquoted equity shares held by him in a private limited com-
pany was made in March, 1974 by taking the value of the asscts of the
company at their book values apparently under the 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
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{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 II, 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 Lal 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 levy 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 instructions/clarifications 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 unquoted shares under section 37 of
the Estate Duty Act, 1953 the value to be taken into considera.
tion should be based on the break-up value by taking the
market value of the assets of the company and not the book
value if that does not happen 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,
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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.”

Kiii) Rule 1-D was inserted in the Wealth-tax Rules, 1957 w.e.f
6-10-1967. The Rule stipulates that:—

“1-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 of that company
does not end on the valuation date. for not less than
three continuous accounting years ending on a date imme-



54

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 where 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, for which no dividend has been  paid.

Three year . . . 821/2 per cent of the break-up value of such share.
Four years . . . . 8¢ Do.
Five years . . . . .7 Do.
Six years and above . . .75 Do.

— —

Explanation 1. For the purposes of this rule “balance sheet®, 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 (11 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;
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(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 vield 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 clear 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 cxtended the application of Rule 1-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 Board on 29.10.74. In their Instruction No. 771 dated
29.10.74, the Board directed that the contents of the circular
dated 26.3.1968 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.
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(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 the
company” would include goodwill also, whether or not shown
as such in the balance-sheet.

(vii) On 5.11.1976, the Board issued a Circular that all the estate
duty assessments which were completed during the period
1.11.1973 to the date of receipt of Instruction No. 771 dated
29.10.1974 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
1-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 js 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. Mafatlial
Gangalbhai & Co. Pvt. Ltd. and Surat Cotton Spinning & Weaving Mills
are indicated in the following paragraphs:
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M/s. Mafatlal Gangalbhai & Co. Pvt. Ltd.

4,10 M/s. Mafatlal 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. 100/- 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 sharcholding 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. Mafatlal, 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
company as on 31.3.1971 was. by adopting book value method Rs. 297.52
per share and by vield capitalisation 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 per 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:

“,...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 marketabilitv.  Since, however, this
company is a private limited company with restriction on
alienation of shares, it suffers from the disadvantage of un-
marketability compared to companies whose shares are quoted
on the Stock Exchange. 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 14 per
cent to 2 per cent for unmarketability is a reasonable allow-
ance. Having regard to the relevant facts and circumstances:
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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
31.3.1971 will come to Rs. 161/- per equity share »

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
the 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 31.10.1967, 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
independentlv 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 Smt. Sharadaben B. Mafatlal which was
in line with the Supreme Court decision in Mahadeo Jalan's
case (80 ITR 621)".

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 income from investments. Goodwill
is associated only with business profits.  The only business
of the company was running a Jute Mill and during the 3§
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
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ment, Schedule V of the balance-sheet 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 this

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 ridiculously 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 TTO 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 1 have sent a letter
to the Commissioner for further details. Of course, we do

not accept this figure of Rs. 1033 and there are various
reasons for that.”

Surat Cotton Spinning and Weaving Mills

4.18 Audit paragraph has pointed out that in the case of yet anothee
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 un:
the Estate Duty Act. I ‘

)
1
3
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- 4,19 The Committee learnt from Audit that the assessed value of the
.estate in this case was Rs. 94,64,098 as against the account filed by the
.accountable person for Rs. 12,86,113 only. The Committee, therefore,
.wanted to know if there had been any concealment in respect of additions
made 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 conceaiment.”

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 confirmed 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
-accumulation 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 attempted 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 Proviso to Sec. 41(1) of the Indian
Income-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 WT; the life interest was worked out by the Department
on the basis of the entire income of the trust and included
in the WT assessments. This addition has been deleted by
the AAC and Tribunal from 1957-58 to 1965-66. In A. Y.
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'1966-67, however, an addition 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 confirmed 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 filed.”

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
26.9.1977:— ‘

“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 under-assessment can be determined
only after re-assessment proceedings have been completed.”

4.24 The Committee asked whether there were any judicial decisions
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 cancellation of
instructions of March 1968 in October, 1974, the original assessment was
not reopened in this case. In reply, the Department of Revenue have, in a
mote, stated: —

“There are more than one judicial decision to the effect that a clari-
fication as to the correct state of law, as well as fact, on a
point applied retrospectively so as to constitute information
within the meaning of Section 58(b) of the Estate Duty Act
(corresponding to Section 147(b) of the Income-tax Act,
1961/24(1)(b) of the Income Tax Act, 1922). The



62

circumstances under which the assessment could not be re-
opened ecarlier 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 re-opened, if necessary, the review of such
cases had been completed and if so what the out come of that review was.
In reply, the Department of Revenue have intimated that the results of the
review are as under:—

(i) No. of estate duty assessments completed during the period 1-11-1973 to

the date of receipt of Board's Instruction No.771 dated 29-10-1974 16,945
(ii) No. out of (i} above in which Board's Circular No, 1- D/ED of 1968 dated
26-3-1968 was applied 91

(iii) No. of assessments, out of (ii) above, reopened under sec. 59(b) of the
Estate Duty Act . . . 8o*

(*NoTE.— In the balance of 11 cases, no action was considered necessary by the Con-
trollers of E.D. because the Value of shares included in the asscssment
were very smallh.

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. In their instructions issued on 3 May, 1965 the Central Board
of Direct Taxes had laid down that for the purposes of estate duty, valua-
tion of unquoted equity shares should be based on the break-up value by
taking the market value of the assets of the company and 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 in
March, 1968. The extension of Rule 1-D of the W.T. Rules 1957 is
stated to have been dome on a suggestion by the Governor, Reserve Bank
of India and the statement made by the then Deputy Prime Minister in
paragraph 42 of his Budget Speech for 1968-69 (Part B) to the effect that
bhe proposed to have administrative instructions issved to secure that, as
far as possible, the same value was adopted for an asset for the purpose
of Income-tax, Wealth-tax, Gift-tax and Estate Duty. The Board’s ins-
tructions of March, 1968 also extended a special method prescribed by
the Board in October, 1967 for the valuation of unquoted equity shares
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of investment companies for Wealth-tax purposes, to the valuation of such
shares for estate duty. Under this method, the value of such shares was
to be taken as the average of (i) the break-up value of the shares based
on the book value of the assets and Kabilities disclosed in the balance
sheets and (ii) the value arrived at by capitalising adjusted 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 March 1968 were erroneous,
they withdrawn by the Board on 29 October, 1974 so as to restore the
earlier instructions of May, 1965,

4.28. The Committee are surprised to note that in the case of a deceas-
ed person (Shri Hemant Mafat Lal) who died on 16 August, 1971, the
value of equity shares held by the deceased person in Mafatlal Gangalbhai
& Co. Pvt. Ltd., worked out to Rs. 243.48 per share even in accordance
with the method of valuation indicated in the instructions isswed by the
Central Board of Direct Taxes in October, 1967, the Assistant Controller
of Estate Duty valued the smme at Rs. 161 only on the basis of 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 officer who had adopted such a low valuation of Rs. 161
per share had not been found satisfactory and therefore some further
details about this case had been called for from the Commissioner of
Income Tax. The Committee would fike to be apprised of the outcome
of this case. The Committee also recommend that on receipt of the requi-
site details from the Commissioner, this case should be probed thoroughly
from all angles and if any lapse is noticed, responsibility therefor should
be fixed,

4.29. 1t is regrettable that in the case of an other property in the Estate
of the deceased also, namely Sarat Spinning and Weaving Mills,
the valustion of unquoted equity shares for Estate Duty was made om
“yield basis” alome and mot even in accordance with the Board’s imstruc-
tions of October, 1967 and March, 1968 then in force.

4.30. The Committee view with serious concern the fact that, despite
the issue of executive instructions in October, 1974 and May, 1975, which
indicated clearly the correct manner of valuation of unquoted equity shares
under the Estate Dufy Act, the original assessment in this case of two
Compaenies had not been re-opened upto April, 1976 so as to recompute
the value of the shares by taking assets at market value which even accord-
ing to Company’s own balance-sheet as on 31.3.1971 was Rs. 18.17 crores
against its book value of Rs. 4.43 crores, The Department informed Aundit
that the objection raised by Audit was accepted in principle, but not the
tax effect. The Departnent have stated that assessment had been re-
opened under Section 59(b) of the Estate Duty Act and that the actual
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oo of under assemment can be determined only after re-assessment
proceedings were compieted. The Commitiee recommepd that the cir-
cumsiances in which this inordinate delay in re-opening the original assess:
ment occurred sheuld be in::z~-4:2, The Commitiee would ajso like
that suitable steps may be taken to ensure that such delays do not recur in
future, - LA

4.31. Now that the assessmeat in the estate duty case of deceased per-
son has been 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 compapies. The Committee
would Hke to be informed of the final outcome of these cases,

4,32, According to a review conducted by the Central Board of Direct
Taxes, it has been found that out of 16,945 estate duty assessments com-
pleted during the period 1 November, 1973 to the date of receipt of
BRoard’s instructions of 29 October, 1974, there were 91 cases where
Board’s Circular of 26 March, 1968 was applied. Of these 91 cases,
assessments are stated to have been re-opened under Section 59(b) of the
Estate Duty Act in 80 cases. As regards the bajance of 11 cases, the
Committee have been informed that mo action is contemplated because
the value of shares inclvded in the assessments were very small. The
Committee would like to know in due course the total amount of additional
duty realised in the aforesaid 80 cases.

4.33. The Committee have been informed that in order fo consider
various problems regarding 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 Commmittee recom-
mend that the examination of that Report should be completed soon and
the Committee apprised of the steps proposed to he taken by Government
in the light of that Report,

New DELHI; C. M. STEPHEN,

April 24, 1978, Chairman,
Vaisakha 4, 1900 (S). Public Accounts Committee.



APPENDIX ]
[Vide para 1.17(6)]
INSTRUCTION NO. 933

F. No. 178|17|75-IT(AI)
GOVERNMENT OF INDIA
CENTRAL BOARD OF DIRECT TAXES
New Delhi, Dated the 4:h March, 1976.

To
All Commissioners of Income-tax.

Sir,
SuBJECT.—Deduction under section 80J of the Income-tax Act, 1961—
Instruction Regdrding—.

Attention is invited to Board's Instruction No. 904 (F. No, 178|68|75-
IT.Al), dated 16th December, 1975 on the above subject,

2. The Board desire to emphasize that while computing the relief admis-
‘sible under section 80J 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 determin-
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 assessee, even
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,
Sdi- T. P. JHUNJHUNWALA,
Secretary, Central Board of Direct Taxes
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Statement of Conclusions|Recommendations
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'S. No. Para Ministry/

No. Department Conclusion/Recommendation
1 2 3 o 4
¥ 1.38  Ministry of Finance It has been pointed out by Audit that an erroneous tax holiday relief

allowed to Orient Paper Mills Ltd. in the assessment year 1971-72 under
Section 80J of the Income Tax Act, 1961 has resulted in an undercharge
of tax to the tune of 1.43 crores. The assessee company had established
a new paper mill at Amlai (Madhya Pradesh) which went into production
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 the
deficiency, the new Section 80J provided for carrying forward the defici-
ency from assessment year 1967-68 onwards. In view of this, in the
present case, while the relief due for the assessment years 1965-66 and
1966-67 could not be carried forward for adjustment under the law their
prevailing, the relief due for the years 1967-68 to 1969-70 was cligible
for carry forward and set off against the profits of the new industrial under-
taking upto the assessment year 1972-73, This deficiency aggregating

{Deptt. of Revenue)
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Rs. 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 first
to be set off. After this set off, there would be no profit left to adjust this
deficiency. Though in their reply dated 25.11.1976, the Department of
Revenue informed Audit that re-opening of the assessment of the assessee
company would create “several complications, the Department later issued
a Notice to the assessce 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 7.10.1977, the assessee is stated to have filed
a petition before the Calcutta High Court which was granted temporary
injunction directing the Income Tax Officer to pass the rectification order
but not to communicate the same or enforce the same. It is leamt 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 judice, 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
Income Tax Act, 1961. TIn their judgement delivered on 4.10.1960, the
Madras High Court had in the case of Ashoka Motors Ltd. vs. CLT.
Madras (41 TTR 397) referred to distinction between an ‘assessee’ and
the ‘new industrial undertaking’ in Section 15 C of the Income-tax Act,

L9
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1922 (corresponding to Section 80-J of the Income Tax Act, 1961) and

held that “in this case of even composite business carried on by the
assessee, it is only the profits of the industrial undertaking that would be
eligible for exemption”. This decision was reitlerated by Madras High
Court in Rajapalayam case (78 ITR P 677). On 19.5.1973, the Depart-
ment of Revenue (CBDT) made a reference to the Ministry of Law in the
case of Tribeni Tissues Ltd. case. While 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 differcntly 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 Minis-
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 valid. 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 judgement 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 the 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-
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sentation from the Orient Paper Mills, fortified as it was by the opinion
of a luminary of the legal profession, which persuaded the Board to make
a reference to the Minisiry of Law and pass on their advice, which was in
favour of the party and against Revenue, to the Commissioner of Income
Tax, West Bengal. That, barring this case and the contemporary case of
Tribeni Tissues Lid., the Board had a different view of law is borne out by
the Board's subsequent acceptance of the Audit objection in.the case of
Alembic Glass Industrics and the decision of Revenue to go in appeal
against the Judgement of the Punjab and Haryana High Court in the case
relating to Patiala Flour Mills 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 re-opening of
assessment of this assessee company would create “several complications”
Referring to these complications, 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 the assess-
ment year 1971-72, it may have to be simultaneously given in the 1972-73
assessment and that re-opening of assessment of the company would entail
re-opening of assessments of more than 3,400 cases of share holders of
the company who had been given benefit of tax exemption on dividend
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

69
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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 solici-
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.

It is somewhat puzzling that when the Ministry of Law gave their
advice in 1973 in the case of Tribeni Tissues Ltd. on the scope of Sec-
tion 80J 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 Finance 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 ITOs all over the country including the ITOs in Tamil Nadu
who were otherwise following the Rajapalayam case, would have follow-

oL
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ed 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 119(i) of the Income-tax Act, 1961, as it stoog 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 direc-
tions of the Board. By Act 42 of 1970, the Section was amended w.e.f.
1-4-1971 by which a restrictions was imposed on the powers of the Board
to the effect that the Board 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-
graph 5.89 of their 128th Report (Fifth Lok Sabha), the Committee had
cautioned the Board against giving advance rulings in individual cases. On
22-11-1974, 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 income-tax authority or to any querist though it
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.

The Committee note that while making assessments for the assessment
years 1966-67 to 1972-73, the manufacture of “rayon grade pulp” by Mis.

1L
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Gwalior Rayon and Silk Mfg. (Wvg.) Company Ltd. (Birla Group) was
treated as a priority industry and tax concessions consisting of (i) develop-
ment rebate (Rs. 1,19,26,866), Surtax (Rs. 28,01.808) and (ii) Tax Cre-
dit Certificates (Rs. 1,20,54,691) 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
producing paper was entitled to the aforesaid concessions” and not pulp
produced for other purposes, e.g. manufacture of rayon yarn. The Minis-
trv of Finance (Department of Revenue) have not accepted the audit objec-
tion in this case. It has 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.”

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

“Pulp—wood pulp, mechanical, chemical, including dissolving pulp”. The
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pulp produced by Mis. Gwalior Rayons for use in the manufacture of
rayon yarn (to which the Audit objection pertains) comes in the category
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 first schedule to the lndian Tariff Act, 1943, (i) the Wealth of India
(Industrial Products), Part II published by the C.S.LR. in 1965, (jii) 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 trade and industry, (v) Explana-
tory notes to the Brussels Nomenclature (Volume I1) 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 Income-tax 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

oL
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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-
cludes 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 lrave
been redundant. Every paper mill, it has been stated, has a pulp plant
and the only unit producing pulp for paper without manufacturing paper
got into production round about 1969. The Department has also argued
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 Income-tax
Act, ‘pulp’ would mean pulp produced for paper only and not for any other
purpose.

The Committee find that Audit objection in this case was raised as
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
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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 interpietation
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 the
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 Law for their advice.

The Committee also note that according to the judgement of the Sup-
reme Court in the case of R. K. Malhotra, Income-tax Officer vs. Kastur-
bhai Lalbhai delivered on 11 August 1977 it was held that “the Audit

o ——
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Department was the proper machinery to scrutinise the assessments of
Income-tax Officers and point out the errors, if any, in law, and that the
miinmation received by the Income-fax Oflicer constituted ‘information’
within the meaning of Section 147(b) in consequence of which the Income
Tax Officer could reopen the assessment.”” The Committee feel that in
view of the special position of Revenue Audit recognised by the Supreme
Court, the Audit objections in regard to assessment of income-tax descrve
serious 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
Ministry of Finance (Department of Revenue){Central 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 be advisable to obtain

the opinion of the Attorney General before taking a final decision adverse-
lv affecting revenue.

According to the facts placed before the Committee by the Depart-
ment of Revenue, certain amounts received in cash were shown by the
two film stars (Shri Dev Anand and Smt. Sharmila Tagore) in their return
of income but the remuneration received in the form of annuity policies
was not returned on the plea that the assessees followed cash system of
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accounting for their professional income. According to the Audit para-
graph, failure to treat the entire 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
has resulted 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. 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”.

The Committee have been informed 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 consultation with the Ministry of Law more
than once. In 1971, 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 Policy.
The salient features of the Annuity Policy, in that case, were (i) film
artist was not Party to the annuity contract, (ii) producers were the
annuitants, (jii) by an irrevocable power of Attorney. the producers
authorised the artist to recover the amount of the annuity as and when
they fell due (iv) annuities were non-commutable and (v) the artist
maintained his account om cash system. In yet another but slightly
different case (Miss Waheeda Rehman). the film artist herself was the
annuitant of the policy but had been given the right to nominate an
assignee to receive the amount in the event of her premature death. The
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Commissioner of Income-tax was of the view that because Miss Rehman
was the annuitant, it could be said that she had received the money’s worth
equivalent to the amount paid by the producer to the L.I.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 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 (proposed 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-cxamination of the entire issue in consultation with the Ministry
of Law in February 1974, that even under the existing law the artist would
be taxed only on the amount of the annuity received during the year.

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 and
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 cine-artistes. 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
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tax liability on payments made to their top executives. There is also the
danger of other professional groups taking recourse to this mechanism
for tax avoidance. The Committee, therefore, 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 the Income-tax 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 groups

only as merit special consideration on account of their short, active 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 Notification
making maintenance of accounts obligatory on their part has 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 Gov-
ernment long back especially when Government had ample evidence 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, valuation

-
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of unquoted equity sharcs should be based on the break-up value by
taking the markei value of the assets of the company anl not the book
value if that does not happen to be their market value. Despite the clear
difference in the phrascology 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 in
March, 1968, The extension of Rule 1-D of the W.T. Rules 1957 is
stated to have been done on a suggestion by the Governor, Reserve Bank
of India and the statement made by the then Deputy Prime Minister in
paragraph 42 of his Budget Speech for 1968-69 (Part B) to the effect
that he proposed to have administrative instructions issued to secure that,
as far as possible. the same value was adopted for an asset for the pur-
pose of Income-tux, Wealth-tax, Gift-tax and Estate Duty. The Board’s
instructions of March 1968 also extended a special method prescribed
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 shares for estate duty. Under this ‘method, the value of
such shares was to be taken as the average of (i) the break-up value of
the shares based on the book value of the assets and lLiabilities disclosed
in the balance sheets and (ii) the value arrived at by capitalising adjusted
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 March
1968 were erroneous. thev withdrawn by the Board on 29 October, 1974
so as to restore the earlier instructions of May, 1965.
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The Commitiee are surprised to note that in the case of a deceased
person (Shri Hemant Mafat Lal) who died on 16 August, 1971, the value
of equity shares held by the deceased person in Mafatlal Gangalbhai &
Co. Pvt. Ltd. worked out to Rs. 243.48 per share even in accordance
with the method of valuation indicated in the instructions issued by the
Central Board of Direct Taxes in October, 1967, the Assistant Controller
of Estate Duty valued the samec at Rs. 161/- only on the basis of 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 officer who had adopted such a low valuation
of Rs. 161/- 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, responsi-
bility therefor should be fixed.

It is regrettable that in the case of an 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 cven in accordance with the Board's instructions of October, 1967
and March, 1968 then in force.

The Committee view with serious concern the fact that. despite the
issuc of executive instructions in October, 1974 and May, 1975, which
indicated clearly the correct manner of valuation of unquoted equity
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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 valuc of the shares by taking assets at market value which
even according to Company'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 after 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 been 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

(4:}



4-33

GMGIPMR—814 LS—8-7-78—1150,

do.

instructions of 29 October, 1974, there were 91 cases where Board’s
Circular of 26 March, 1968 was applied. Of these 91 cases, assessmeats
are stated to have been re-opened under Section 59(b) of the Estate Duty
Act in 80 cases. As regards the balance of 11 cases, the Committee have
been infonmed 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
aforesaid 80 cases.

The Committee have been informed that in order to consider various
problems regarding 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 recom-
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.
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