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I, the Chairman of the Public Accounts Committee, as authorised 
by the Committee, do present on their behalf this 48th Report on 
action taken by Government on the recommendations/observa~ns of 
the Public Accounts Committee contained in their 203rd Report 
(7th Lok Sabha) relating to incorrect valuation of unquoted equity 
shares and effect of change of previous year. 

2. In this action taken Report, the Committee have noted that the 
Ministry of Finance have not made any earnest attempt to phg the 
loopholes pointed out by them from time Co time in their earlier 
Reports in the manner of valuation of unquoted equity shares, The 
Ministry did not even keep in view the recommendations of the 
Committee while framing draft Wealth Tax (Amendment) Rules, 
1986 issued on 31 Marck 1986. The Committee have desired the 
~ l ' n i s t r ~  to under ta~e  s study of the cases involving incorrect: 
valuation of shares of private companies with a view to identifying 
the ambipities and loopholes in the rules which were largely 
responsible for unquoted equity shares being undervalued. On the 
basis of the study so made suitable pmvisions or amendments should 
be incorporated in the draft Wealth Tax Rules. In  order to secure 
uniformitv in the area of valuation of unquoted equity shares of 
closely held companies, the Committee have suggested that t he  
Wealth Tax Rules be amended so as to provide that the shares of 
private companies be valued annually and information regarding the 
value arrived at by the nsses~ing officer circulated to all the assessing 
officers having jurisdiction over the assessment of share-holders of 
the companies. In case the assessee claims that his shares 'have been 
over-valued, the Government should have the right ta acquire the 
shares at the value claimed by the assessee. This, the Committee 
consider, will act as a deterrent to the unscrupulous assessees in the 
matter of valuation of shares. 

3. Thc Committee considered and adopted the Report a t  their 
sitting held on 25 April, 1986. The Minutes of the sitting form Part 
I1 of the Report. 



4.. For facility of reference and convenience, the recommendations 
and observations of the Committee have been printed in thick type 
in the body of the Report and have also been reproduced in Appendix 
to the Report. 

5. The Committee place on record their appreciation of the assis- 
t ~ c e  rendered to them in this matter by the Office of the Comptrol- 
ler and Auditor General of India. 

E. AYYAPU REDDY, 
Chairma 11, 

Public Accounts Committee. 



This Report of the Committee deals with the action takm by 
Government on the Committee's reco~dations/obsenrations 
contained in their Two Hundred and Third Report (Seventh Ipk 
Sabha) on Paragraphs 4.07 (iv) and 4.16 of the Repart of the Com- 
p t d l e r  and Auditor General of India for the year 198041, Union 
Govement  (Civil), Revenue Receipts, Volume 11, Direct Taxes 
relating to Jncomt  valuation of Unquoted Equity Shares and effect 
of change of previous year. 

1.2 The Committee's 203rd Report was presented to Lds Sabha on 
27 April, 1884. It contained 6 recommendations and observations. 

1.3 Action Taken Notes have been received in respect of all the 
rec?rnmendations/observations. These have been broadly cate- 
gorised as follows:- 

( i )  Recommendations and observations which have been accep- 
ted by Government: 

S!. No. 2 .  

(ii) Recommendations and observations which the Committee 
do not desire to pursue in view of the replies of Govern- 
ment : 

S1. Nns. 5 and 6. 

(iii) Recommendations and o b s ~ t i o n s  replies to which have 
not heen accepted by the Committee and which requh 
reiteration : 

9. Nos. 1, 3 and 4. 

(iv) ,Recommendation qnd ~bservation in respect of w W  
Ccvenunent have furnished interim reply: 

1.4 The Committee will now deal with the action taken by 
Government on some of the recommendations. 



2 
Mode of ucrluatbn of unquoted equity shares . 

1.6 In paragraphs 1.22,1.24 and 1.25 of their 203rd Report (Seventh 
I d  Sabha), the Public Acmunts Committee had recommended as 
m o w s c  

"The Committee observe that the shares of M / s  K.P.P. Ltd. 
were valued at Rs. 29021- for Wealth-tax on 31-3-1973 and 
a t  Rs. 74001- for income tax on 31-12-1973. The main 
reason contributing to high rise in the share value was the 
accrual of goodwill of Rs. 10 crores as on 30-6-1973 on 
transfer of manufactwing units to subsidiaries companies. 

amount is 300 per cent more than the entire capital 
of this company of Rs. 2.88 crores resulting in rise in the 
computation of share value. It is apparent that heavy 
under-valuations have been occuring in the valuation of 
unquoted equity shares of companies under rule 1 D of 
Wealth-Tax Rules which does not take into account the 
hidden reserves of companies. The loopholes in Rule 1 D 
of the Wealth-Tax Rules were pointed out to Government 
as early as in 1977 vide paragraph 422 of the 226th Report 
of the Public Acmunts Committee (5th Lok Sabha) for 
review and rectification. In January 1982, the Committee 
were informed that the Board had framed draft rules in 
substitution of Rule 1 D and invited public comments 
thereon. The Committee observe that the draft rules as 
notified for general information and public comments also 
mntain provisions for valuation of unquoted equity shares 
of investment companies. The Committee trust that the 
new Rules will take due care of not only the hidden re- 
serves of Private companies as pointed out in the instant 
case but also of other loopholes contributing to under- 
valuation of unquoted equity shares of private companies 
pointed out by the Commitbe from time to time. T h p  
Committee also trust that the new Rules will be finalised 
and promulgated without further delay. (Para 1.22). 

It is not dear to the Committee as to what systems approach 
is being adopted by the Central Board of Direct Taxes 
with a view to make the task of the ITOlWTO in *card 
to valuation of assets and liabilities in general, and valua- 
tion of unqu~ted shares of companies, in particular, ad- 
ministratively manageable. Such shares may be held bv 
any number of income tax or wealth tax assessees and as 
already pointed out there may be no unifomity in their 



valuation. Tbe Act and the Rules made there under visua- 
lise the assessee engagrng the services of reptered valuers. 
But apparently vtll~fition~ under that scheme have not 
proved reliable in that the valuations made by the regis- 
tered valuers is not always admitted by ITOlWTO as the 
true valuation. The fact that the valuations by depart- 
mental officers often differ is adequate evidence of the fai- 
lure of the system of valuation by registered valuers who 
are engaged by the assessees and who are also paid by the 
assessees. Even if  4 assessees on an average hold shares 
of n private company (and thhre are about 50 thousand 
private companies in the country presently) 2 lakh valua- 
tions will need to be done eSery year. I t  will involve 
valuation of all the assets (including goodwill) and liabili- 
ties of the company. A private company may hold shares 
of another such company and that may well make the task 
of valuation of the shares in former company more time 
corsuming and djfficult. The Committee also understand 
that under the existing law, the valuation made by the 
valuation officers c?f the department is binding only in res- 
pect of the case in which reference has been so made. If 
an assessee were to object to the adoption in his case of 
the value as determined by the valuation officer in another 
case, the Department would be bound to make a fresh 
reference to the Valuation W e e r .  Furthermore, under 
the existing arrangements, different assessing officers re- 
fer the question of valuation of unquoted equity shares 
of the same company, as on a particular date, to different 
valuation dficers. In such a case the valuation would 
not be uniforni and in respect of the same share; different 
values are likely to be adopted in different assessments. 
Further, the val~ie of unquoted shares may very widely 
h m  gear to year even in the hands of the same assessee, 
depending on how the private company is faring. 

In the opinion of the mmmittee, the magnitude of the 
problem requires a bold approach to the question of valua- 
tion of unquoted shares. The valuation should be based 
on the yield method. But since the yield can be deliberate- 
ly suppressed and reserves can be accumulated by a pri- 
vate company. without declaring dividends, the law and 
the rules will have to provide for correct valuation in such 
a case also. The Committee would recommend that the 



C o ~ p ~ W e s  &t shauld be imndafely amended in order 
to that ~ W o n a f  w@mted sham ~f the company 
is *en as a foobmte in tbt balance sheet of %he company 
a d  it ie awtihd by the Auditor. In the brionce sheet 
such vaWitiorr sborikl be given after computing it by 
refertwjce to amending previsions to be made in the Corn- 
pa&s Art which provisi~ns should indicate the manner 
of computation and the provisions should have relevance 
%or all vsluations undq. the fiscal Acts in the country. 
(Para 1.34). 

The Con~mittee have already recommended, in another context. 
the setting up of an autonomous valuation authority, in 
paragraph 3.79 of the lOlst Report (7th h k  S b h a ) .  The 
Comnitke would recommend t G  immediate setting up of 
such a Centralised valuation Authority under the CRDT 
which, in the opinion of the Committee, should set the 
lead for such s scientific administration of tax laws in the 
m a  of valuation. This is necessary to complement a 
decentralised system of certification of valuation of un- 
quoted shares of companies by the Chartered Accountants 
as recommended in the preceding paragraph. However, in 
exceptional cases, it should be open to an IT01 WTO but 
only for reasons to be recorded in writing to challenge 
valuation of unquoled shares certified by a Chartered Ac- 
countant as being unreasonable or unrealistic in his view. 
Only thereafter should such a valuation be referred by 
the Oommissioner tc the Centralised Valuation Authority 
proposed berein provided he agrees with the I T D I m .  
This is necessary in view of the number of the valuations 
involved every year. The Committee, therefore, suggest 
that necessary amendment to the Companies Act should be 
initiated forthwith gnd the centralised valuaNon authority 
set up tbeqdter .  (Para 1.25) 

1.6 In their Action Taken Note the Ministry of Finance (Depart- 
ment of Revenue) have stated as undiu:- 

'The recommendaticn made by *e Hon'ble Committee relat- 
ing to amendment of the Companies Act, 1956 was referred 
to the Department of Company .Maim for the comments. 
A copy of the note received from Department of Company 
Affairs is enclosed. The Department of Company Affairs 



found .the rewtnmendrrsion to be urwrreptslble and expres- 
& the -view %IM 4'he PW~1.ems regarding v@uation d 
Ao~es W to be sdved tuoygh suitable amendment of 
the laws raQer than through amendment of the 
Cornpaaids Act, 1956. 

(2) The recommendation of th,e Committee was e t l s 8  in 
the llght of the comments offered by the Depar&nent of 
Company Affairs and in the light of the draft Wealth-tax 
(Bmendment) Rules, 1981. It was felt that with the rais- 
ing nf the exemption limit for the purgoaes of wealth-bx 
bo Rs. 2.5 W s  ana the reduction in the maximum margi- 
nal rate of wealth-tax to 2 per cent, the motivation for 
avoidance of wealth-tax thr~ugh valuation of &ares would 
not be as strong now as it was when the draft wealth-tax 
(Amendment) Rues, 1981 were published. Further, the 
problem relating to avoidance of wealth-tax through trans- 
Ler c?f assets by individuals to closely held companies has 
since been attempted to be tackled by a limited levy of 
wealth-tax on certain asseh of the closely-held companies 
under Sioction 40 of the Ffnance Act, 1883. It was, tnere- 
fore, decided with the approval of the Finance Minister 
that the existing provisions of wealth-tax rules in regard 
to the valuation of unquoted shares may be left unchanged 
and that the recommendation made by the Public Accounts 
Committee in this regard mav not be accepted." 

1.7 In their earlier Report thd Committee had P0;rtd out that * 

heavy under-valuah bnl ban o c c d q  m tfre valuation of 91)qtW- 
ed equity shares of private eompaaies under anle 1 D of tbe Wsrdtb 
Tax Rales which did not take into account the hidden reserve8 of the 
private companies but aleo otbar hpbacs OQPfCibutbg to tb mQr- 
v d d m  of unqaoted sqt\ity sLprse Ot private c a m p d m  pdnbd .Uf 
bp the CoAunitta fmm t b  to tima . . .. .. 



attempted to be tackled by a U e d  k v y  of wealth tax on certain 
Pseets of the closely held companiez wdeP Section 40 of the Finance 
Act, 1983". The Mhistry have, therefore, decided with the approval 
d fbb Finance Niinister pot to accept the recommemdatlon of the 
Cammittee. 

1.9 Valuation of shares and avoidance of wealth tax are two 
difhmnt issues and the raishg of ckernption limit for the purposes 
of wealth tax by no means, is an answer to the real problem of 
undervaluation of unquoted equity shares. The basic principle under 
the Wealth Tax Act for the valuaeon of shares is the market value. 
The Committee had been pointing out from time to time since the 
year 1977 tbe loopholes in the manner of valuation of unquoted 
equity shares. The Committee Idam that the CBDT have proposed 
amendments to the Wealth Tax Rules, 1Q57 through the Draft Wealth 
Tax (Amendment) Rules, 1986 issued on 3l March, 1986. The Com- 
mittee are surprised to note that their recommendations have not 
bsesl considered while framing the Draft Rules. It seems that the 
Ministry have not relied on their experience and no earnest attempt 
has been made to plug the loopholes. The Committale hope that the 
Ministry would recons'der their stand in the matter. The Committee 
would like the Ministry to undertake a study of the cases 
invohing incorrect valuation of shares of private companies 
with a view to iden- the ambidties and loopholt4 tn the rule5 
which were largely responsible for nnquoted equity shares being 
undervalnd While doing so, they should keep in viaw the o k r v a -  
tions of the Committee and the comments of the Audit so far on the 
subject. On tbe basis of study so made, suitable provisions or 
amendments should be incorporated h the draft Wealth Tax Rules 
under consideration of the Ministry. 

L10 In order to wcme d o r m i t y  in the area of valuation of 
unquoted equity shares of dody-held companies, the Committee had 
also recommended amendment of'the Companies Act, muiring the 
companies to indicate the value of unquoted shares, as certified by 
the auditors, m a footnote in their balaneadhaets The Committee 
have been informed that the Departmeht of'l3mpany Affairs ie not 
agreeable to the amendmmt of the Companies Act for  the reason 
that the problam regarding vdaatian d anquoted equity shares 
shobld be resolved through the ~maanLhaeM of the Direct Tax Laws 
and not through the amendment of tbe Cmpanies Act. The Com- 
mittee feel that if it has not Wen fCffPld adtrbaMe to amad the 
Companies Act, the alternak ec~rtm tk MfniBtrg of F i n ~ ~ ! e  
w d d  lm to have recorbss to tlreC, amaadmmt d She pravOIioas of 



the Wealth Tax ItuJea The CMMltttee suggest that the Wsrtth Tax 
Rules be so amended as to provide that the shame of private com- 
panies be valued every year py tbe asembg 05cer ~~~e88 ing  tbe 
companies and information regarding the value arrived at circalat- 
ed to all the assessing officers having jurtsdiction o v e  the assass- 
nlent of the shareholdem of the companies. This wil l  undoubtedly go 
a long way in eliminating the' multiplicity af assessments at the 
hands of different assessing ofiiccxs, of the vdue  of shares held by 
various shareholders in the: same company. 

1.11 The Committee also suggest that in case the assessee claims 
that his shares have belen overvalued by the assessing otftcer, the 
Government should have a right to acquire the share at the value 
claimed hy the assessee. This will no doubt act as a deterrent to 
the unscatpulous assessees in the matter of valuatian of shares. 



'. 
The Committee note that the Central Board of Direct Ta= had 

issued instructions on 203-1878 requidng the Commissiuwm af 
Income-tax to circulate copies of fair and correct valuation reports 
relating to unquoted equity shares held in a Company by a share- 
holder assasel in their charges to the &ers in their char88 as we11 
as  to the other Commissioners for being followed wherever n 
in respect of other shuchaldm of the same company. The=- 
m i M ,  however, regret to observe that the concerned Commissioners 
of Ismme-tax had nut drcuiated orders of valuation of shares of 
any of the companies in their charges. The Committee need hardly 
point out that the instructions have value if they are complied with). 
They desire that effective steps should be taken by the Board to 
ensure that the instructions issued by it are complied with by the 
lower formations in letter and spirit. 

[S. No. 2 (Para 1.23) of 203rd Report of Public Accounts 
Committee (1983-84) (Seventh Lok Sabha) 

Action Taken 
Ordinarily, it is taken to be the duty of all the Supervisory 

Ofacials in the Income-tax Department as well as of the Central 
Board of Direct Taws to see that the Board's instructions are fol- 
lowed by the field offices. It is one of the functions of the IACs to 
ensure this in course of their inspection of the work of the Lncome- 
tax Officers. Similarly, the Commissioners of Income-tax 
and Directors of Inspection, as well as the Members c ' 

Central Board of Direct Taxes during the course of their tours or to 
Income-tax OPIIcers see whether the instructions issued by the Cerl 
tral Board of Direct Taxes are being implemented. The internul 
Audit Parties also carry out this function while checking the asses<- 
ment orders. There is an Inspection Division functioning directly 
under the Central Board of Direct Taxes which also look into this 
aspect. To supplement the work of this division, System Reviev7 

teams have also been set up at important places like Bombav, Madras. 
Calcutta, Ahmedabad and Delhi to a s u r e ,  .inter alia, that Board's 
instructions on important matters are being followed in the field. 

[Approved by the Additional Secretary to the Govt. of Indial. 
IM/o Finance (Deptt. of Revenue) 0.54. No. F. No. 24114184- 

A & PC-T dated 25-10-19841 



RECOBlMENDATIONS/OBSERVATIONS WHICH THE COMMIT- 
TEE DO NOT DESIRE TO PURSUE IN THE LIGHT OF TEtEl 

REPLIES RECEIVED FROM GOVERNMENT 

Audit has pointed out an instance wherein a change in the pre- 
vious year permitted by the Income-tax OfRcer to an assessee trust 
had resulted in loss of revenue of about Rs. 4,88,000 in that the  
wealth valued at Rs. 72,26,500 had escaped assessment to wealth-tax 
in respect of the assessment year 1974-75. Such instances have come 
to notice in the past also wherein consent given by the Income-tax 
Officer for the change of the accounting year had resulted in loss of 
revenue. Under Section 3(4) of the Income-tax Act, 1961 an assessee 
can change his previous year in respect of a business or profession 
with the consent of the Income-tax Officer, upon such conditions as  
the I.T.O. may think fit to impose. The Central Board of Direct 
Taxes have issued instructions for the guidance of the field officers 
from time to time. It has been laid down therein that Income-tax 
Officers should scrutinise each application for permission to change 
the accounting period and satisfy themselves that the assessee is not 
~~ttempting to make use of the device of changing his accounting 
*briod in a manner that would cause serious detriment to revenue. 

The fact that such cases continue to occur despite repeated instruc- 
tions issued by the Board indicates that the existing instructions do 
not offer much help to the Income-tas Officers. The Committee also 
observe that the instructions as worded at present are vague in that 
they do not clearly spell out the Circumstances in which a change 
in accounting period may be refused by the Inccrme-tax Officer. 
The Committee would like the Ministry to examine the feasibility 
of amending the existing instructions so as to clearly spell out their 
intention as also the precise steps which an Income-tax Officer may 
have to take LO ~afeguard the interest of revenue in such cases. 

[S. No. (para 2.14) of the 203rd Report of PAC (198384) 
(7th Lok Sabha) 1 



In the light of the recommendation made by the Hon'ble Public 
Accounts Committee at  para 234 of the 2Nrd report (1983-84)' the 
existing instructions regarding change of previous years have been 
modified. Necessary instructions have been issued to all the Cs. I.T. 
vide Instruction No. 1700 dated 27-2-86 (copy enclosed). 

[M/o Finance (Deptt. of Revenue) 0.X No. F. No. 24114184- 
A & PAC-I 14-3-1986] 

COPY 

INSTRUC'I7ON No. 1700 
F. No. 326/17/84WT 

GovwKMwr~gINxYxA 
CENTRAL BOARD OF DI-T TAXES 

New Dew, the 27th Feb., 1986 

AU Commissioners of Income-tax 

Sir, 
Sm:--Change in pevioug yecn-Effect on Wealth-tcu: Assess 

ments--.7egar* 

Attention is invited to Board's Instruction No. 1002 dated 26th 
August, 1976 and Instruction No. 1341 dahd 21st July, 1980 explain- 
ing the circumstarmes under which 'a change in the previous vim 
allowed by an f.T.0. under Section 3(4) of the Income-tax Act, 1% , 
would lead to loss to revenue. 

2. Cases of escapement of wealth-tax assessment on account of 
change of previous year allowed by ITO for income-tax purposes still 
continue to be pointed out by Audit. In wra 2.14 of their 203rd 
Report (I-), the HonYble P.AC. have expressed unhappiness 
over the situation in the following terms:- 
PARA 2.14 

Audit has pointed out an instance wherein a change in the pre- 
vious year permitted by the Incometax officer to an tclsessee trust 
had resulted in loas of revenue of about Rs. 4,88,000 ur that the 
wealth valued at Rs, 72,26,500 had escaped assessment to wealth-tax 
in respect of the assessment year 197475. Such instances have come 
to notice in the past also wherein consent given by the Income-tax 



Officer for the change of the accounting year had resulted in loss of 
revenue. Under Section 3(4) of the Income-tax Act, 1961 an asses- 
see can change his previous year in respect of a business or pref-fes- 
sion with the consent of the Income-tax Officer, upon such conditions 
as the I.T.O. may think fit to impose. The Central Board of Direct 
Taxes have issued instructions for the guidance of the field officers 
from time to time. It has been laid down therein that Income-tax 
Officers should scrutinise each application for premission to change 
the accounting period and satisfy themselves that the assessee is not 
attempting to make use of the device of changing his accounting 
period in a manner that would cause serious detriment to revenue. 
The fact that such cases continue to occur despite repeated instruc- 
tions issued by the Board indicate that the existing instructions do 
not offer much help to the Income-tax Officers. The Committee also 
observed that the instructions as worded a t  present are vague in that 
t11cy do pot clearly spell out the circumstances in which a change in 
accounting per~od may be refused by the Income-tax Officer. The 
Committee would like the Ministry to examine the feasibility of 
amendlng the ex is t i~g  instructions so as to clearly spell out their 
intention as slso the precise steps which an Income-tax Officer may 
have t.7 take to safeguard the interests of revenue in such cases. 

:: 1 111 view of the observatims made by the PAC the Board 
desires that ITO's should take proper care to safeguard the interests 
of revenue under the Wealth Tax Act also while allowing a change 
of previous year. In no case the wealth tax assessment should be 
allowed to escape. Since the Income-tax Officer may impose any 
conditions while allowing a change of previous year. he must cons+ 

br  the terms put iorward by the assessee carefully and if he finds 
$at the terms are insufficient to safeguard the interest of revenue, 
he has a good ground for refusing the change. Following guidelines 
are given with a view to protect the interests of revenue under the . 
Wealth Tax Act while allowing a change of previous year:- 

3 . 2  The Wealth tax is levied on net wealth of a person on a 
particular date known as the valuation date. The valuation date as 
defined in Section 2(q) of the Wealth Tax Act is linked with the 
previous year as defined in Section 3 of the Income Tax Act, 1961. 
The previous year is either the financial year preceding the assess- 
ment year is either accounting year ending on any date falling with- 
in the financial year preceding the assessment vear. W.T.O. mag 
allow change of previ.ous vear only in certain type of situations. 

3 . 3  In cases where the previous year ends on a date other then 
31st March, the w.T.0. can allow a change of previous year to a date 



beyond a period of 12 months but before 31st March of the aubse- 
quent year. However, in cases where the previous year is followed 
by the assessee as the Anancial year, the Income-tax Oftlcer cannot 
extend the previous year beyond 12 months as it would lead to omis- 
sion of one wealth tax assessment. For example, in one case the 
assessee has having the financial year as the previous year for the 
purpose of Income-tax. It  changed its previous year to the year 
ending June Mth, for the assessment year 1957-58. The valuation 
date was thus June 30th, 1957 for which the assessment year was 
1958-59 and not 1957-58 and no assessment could thus be made under 
the Wealth Tax Act, 1957 on the assessee for the assessment year 
1957-58. In such a case the IT0 would have made the income tax 
assessment for 1957-58 in respect of the previous year of three 
months i.e. 1-4-56 to 30th June, 1956. The corresponding valuation 
date would have been 30th June, 1956 and there could be no escape- 
ment of wealth tax for 1957-58. 

3.4 The Income-tau Officer has to bear in mind certain other 
facts also while allowing a change of previous year. In view of the 
Supreme Court's decision as reported in 69 ITR 864 the liabilitv t o  
pay wealth tax becomes crystalised on the valuation date and not on 
the first date of the assessment year, though the tax is levied and be- 
comes payable in the relevant assessment year. The IT0 has also to 
compare the rates of tax for the original previous year and the chang- 
ed p'revious year and the concessions in the form of deductions and 
exemptions relevant for those two years, while considering the inte- 
rests of revenue. If any such case comes to the notice of the Com- 
missioner of Income-tax, where there is a loss of revenue or nn 
escapement of asses~ment, he may h o k e  the provisions of ,Cbn ion 4 263 of the Income-tax Act or  Sec.25(2) of the Wealth-tax Act. , , 

3.5 It may also be pointed out that there may be cases where no 
forma1 application is made requesting for a change in previous year 
but a change is noticed in the return of income-or wealth filed. The 
JT0 must treat such a return as an application for change of pre- 
vious year and p a s  order explicity. In cases, the return is accepted 
without any objection, it will lead to implied consent for the 
change of previous year which may result in loss of revenue. 

4. The guidelines as given above may be bmught to the notice of 
oficcrs working in your charge. 

5. Hindi version will fillow. 
(A. K. FOTEDAR), 

UNDER SECRETARY 
CENTRAL BOARDOF DIRECT TAXES 



Copy to& 
1. All, Directors of Inspection. 
2. The Director General (Training), National Academy of .Direct 

Taxes, Nagpur. 
3. Ministry of Law (Depkt. of Legal Maim).  
4. Director of O&M Services, Aiwan-e-Ghalib, Mata Sundri 

Lane, New Delhi. 
5. The C&AG of India, New Delhi-25 spare copies. 
6. Statistician (Income-tax) 2 copies. 
7. Statistician (Income-tax) , 2 copies. 
8. Chief Engineer (Valuation), 11th Floor, Rohit House, No. 3, 

New Delhi. 
9. The C h i ~ f  Engineer. Valuation Cell "I.T. Deptt. Chordia 

Bhawan 3rd Floor, No. 623 Mount Road Madras. 
10. The registrsr of Income-tax, Appellate Tribunal. 
11. All officers a n d  Sections in the Technical Wing of C.R.D.T. 
12. Inspection Division (CBDT), Mayur Bhawan, New Delhi. 
13. Director General (S.I.), New Delhi. 

(A. K. FOTWAR) 
UNDER SECRETARY 

CENTRAL BOARD OF DIRECT TAXES 

Recommendation 

The Committee observe from a statement furnished by the 
Ministry that the net wealth of the assessee tlvst had suddenly drop- 
ped from Rs. i2,26.481 in the assessment year 1973-74 to Rs. 4669,425 
in the assessment year 1975-76 and to Rs. 1,93,230 in  the assessment 
year 1976-77. The Committee would like the Department to ascer- 
tain the reasons for t he  sudden fall in the assessed net wealth of 
assessee trust for appropriate action. The Committee would like ta 
have a further report in the matter. 

[S. No. 6 (para No. 2.15) off the  203rd Report of PAC (1983-84) 
(7th b k  LokSabha)l 



Action Taken 
For the assessment years 1973-74 and 1975-76, the Trust was asses- 

sed in respect of its entire wealth in accordance with the provisions 
of Section 21A of the Wealth Tax Act as the Trust did not fulfil the 
requirements imposed by Section 13(3) of the Income-tax Act. A 
comparative break-up of the assets for the aforesaid two assessment 
years is furnished as Annexure 'A'. The reduction in the net wealth 
as on the valuation date relating to the assessment year 1975-76 is 
mainly on account of the fol1~wing:- 

(i) Iluring t h e  previous year relevant to the assessment year 
1975-76, the Trust made donation amounting to Rs. 27.39 
lakhs. The gross income for tLle year was Rs. 7,19,352 and 
therefore the excess of expenditure over income amount- 
ing to Rs. 22,68,530 went to deplete the assets of the Trust. 
For this purpose the Trust disposed of 2270 (out of 2595) 
shares of Karamchand Thapar and Bros. Ltd. for Rs. 26.44 
lakhs. 

(ii) The valuation in respect of quoted shares came down to 
Rs. 6.19 lakhs as on 30-6-1974 from 7.84 lakhs as on 
31-3-1973. 

(iii) There were certain fluctuations in the value of the re- 
maining unquoted shares as well as certain changes in res- 
pect of debts and liabilities as reflected in the break-up of 
net wealth for both the assessment years in Annexure-'A'. 

For the asessment year 1976-77 the trust was assessed under Sec- 
tion 21A read with second proviso thereof only in respect j?f 325 
shares of Karamchand Thaper and Bros. Ltd. worth Rs. ? ,f!l19/-. 
After deduction under Section 5(1A) and Wealth Tax liability, the 
net wealth was determined at Rs. 193, 223/-. As the investment by 
the Trust in Knramchand Thapar & Bros. Ltd. which c a m  within 
the mischief of Seciicm 13(3) of the Income-tax Act, was during the 
previous year relevant to the asessment year 1976-77, within 5 -per 
cent of the Capital of the said company, exemption from Wealth-tax 
in respect of other assets of the Trust had to be allowed tinder Sec- 
tion 5(1) (i) of the Wealth Tax Act and only the value of shares of 
Karamchand Thapar & Bros. Ltd. was assessed to Wealth-tax Act. 
Hence the net wealth for the assessment year was determined at 
Rs. 1@3,223/- or Rs. 193.230/- in round figures. 

(Approved by the Additional Secretary to the Govt. of India) 
[M/o Finance (Deptt. of Revenue) O.M. No. F. No. 241/4/A & 

PAC-1 dated 25-10-'19841 



AXNEXURE-'A' 

Break-up of net wealth in the case of Mohini ThaPar Chqritablc Trust. 

(In Rs.) 

Particulars of Assets/Liabilidrs Value a on Value as on 
31-3-1973 3*61974. 

._- d - __- -. - --, 
I .  Shares-(as reduced by Rs. 1,5o,oo0 being orempt) 8 ~ ~ 3 8 ~ 7  13 5684,471 

2 Loansand advances + . . . . . '5,341[19 1 2~72,735 

3. Income-tax deducted at source . . . 2&3 1 1 3,462 7 1 

5. Stock in hand of firm products. . . , . . . 446 

6. Cash & Bank.bdan~e~ . . ' . . 25,235 211799 

7. Land 

Less:-Exemption for Agricultural land 16“,- . . - - -  -- 
Las: Debts and Liabilities: 

(ii) OtherLiabiiities . . . . . . 4151,144 

(iv) Wealth-tax Liabilities . . . . . . 41884 18 2177,760 



~COWNDATIONS/OBSERVATIONS THE REPLIES .TO 
WHICH HAVE NOT BEEN ACCEPTED BY THE WMMITTEE 

AND I W K H  mQu.IRE RETTEJRATION 
Recommendation 

The Committee observed that the shares of M / s  K. P. P. Ltd. were 
valued at Rs. 29021-hr Wealth-tax on 31-3-1973 and at Rs. 7401)l- for 
income tax on 31-12-1973. The main reason contributing to high 
rise in the share value was the accrual of goodwill of Rs. 10 crores 
as on 30-6-1973 on transfer of manufacturing units to subsidiaries 
companies. This amount is 300 per cent more than the entire capital 
of this company of Rs. 2.88 crores resulting in rise in the computation 
of share value. It is apparent that heavy under-valuations have been 
occuring in the valuation of unquoted equity shares of companies 
under rule 1 D of Wealth-tax Rules which does not take into account 
the hidden reserves of companies. The loopholes in Rule 1D of the 
Wealtn Tax Rules were pointed out to Government as early as in 
1977 vide paragraph 4.22 of the 226th Report of the Public Accounb 
Committee (5th h k  Sabha) for review and rectification. In January 
1982, the Committee were informed that the Board had.framed draft 
rules in substitution of Rule 1D and invited Public Comments 
thereon The Comaittee observe that the draft rules as notified for 
general information and public comments also contain provisions 
for valuation of unquoted equitey shares of investment companies. 
The Committee trust that the new Rules will take due care of not 
only the hidden reserves of Private companies as pointed out in the 
instant case but also of other loopholes contributing to 'under- 
valuation of unquoted equity shares of private companies pointed 
out by the Committee from time to time. The Committee also 
trust that the new Rules will be finalised and promulgated without 
further delay. 

It  is not clear to the Committee as to what systems approach 
is being adopted by the Central Board of Direct Taxes with a 
view to make the task of the ITO/WTO in regard to valuation 
of assets and liabilities in 'general and valuation of unquoted shares 
of in p a r t i d r ,  administratively manageable. Such 
shares may be held by any number of income tax or wealth tax 
 ass^^^ and as already pointed out there may be no uniformity 
in their valuation. The Act and the Rules made thereunder visualise 
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the assessee engaging the services of registered valuers. But 
apprently valuations under that scheme have not proved reliable in 
that tne valuation made by the registered valuers is not always 
adrmtted by I'lOiWTO as the true valuation The fact that the 
valuations by departmental officers often differ is adequate evidence 
of the failure of the system of valuation by registered valuers who 
are engaged by the assessees and who are &so paid by the assessees. 
Even if 4 assessees on an average hold shares of a private company 
(and there are about 50 thousand private companies in the country 
presently) 2 lakin valuations will need to be done every year. It 
will involve valuation of a 1  the assets (including goodwill) and 
liabilities of the company. A private company may hold shares of 
another such company and that may well make the task of valuation 
of the shares in former company more time consuming and difficult. 
The Committee also understand that under the existing law, the 
valuation made by the valuation officers of the department is binding 
only in respct  of the case in which reference has been so made. 
If an assessee were to object to the adoption in his case of the value 
as determined by the valuation officer in another case, the Depart- T 

ment would be beyond to make a fresh reference to the valuation 
Officer. Furthermore under the existing arrangements, different 
assessing officers refer the question of valuation of unquoted equity 
shares of the same company, as on a particular date, to difPerent 
valuation officers. In such a case the valuation would not be uniform 
and in respect cf the same share; diflerent values are likely to he 
adopted in different assessments. Further, the value of unquoted 
shares may vary widely from year to year even in the hands of the 
same assessee, depending on how the private company is faring. 

In the opinion of the Committee, the magnitude of the problem 
requires a bold approach to the question of valuation of unquoted 
shares. The valuation should be based on the yield method. 
But since the yield can be deliberately suppressed and reserves can 
be accumulated by a private company without declaring dividends, 
the law and the rules will have to provide for correct valuation in 
such a case also. The Committee would recommend that the Com- 
panies Act should be immediately amended in order to ensure that 
valuation of unquoted shares of the company is given as a footnote 
in the balance sheet of the company and it is certified by the Auditor. 
In  the balance sheet such valuation should be given after computing 
it by reference to amellding provisions to be made in the Companies 
Act which provisions should indicate the manner of computation 
and the provisions should have relevance for all valuations under the 
fiscal Acts in the Country. 



The Committee have already recommended, in another context,. 
the setting u pof an autonomous valuation authority, in para- 
graph 3.79 of the lOlst Report (7th Lok Sabha). The Committee would 
recommend the immediate setting up of such a Centralised Valua- 
tion Authodty under the CEUT which, in the opinion of the Commit- 
tee, should set t1:e lead for such a scientific administration of tax 
laws in the area uf valua-tion. This is necessary to complement a 
decentralised system of certification of valuation of unquoted shares 
of companies by the Chartered Accountants as recommended in the 
preceding paragraph. Howcver, in exceptional cases, it should b e  
open to an ITO/WTO but only for reasons to be recorded in writing 
to challenge valuaticn of unquoted shares certified by a Chartered 
Accountant as  being ~~nreasonable or unrealistic in his view. Only 
thereafter s!,ould such a valuation be referred by the Commissioner 
to the Centralised Valuation Authority proposed herein provided he 
agrees with the ITO/WTO. This is necessary in view of the number 
of the vsluations involved eysry year. .The Committee, therefore, 
suggest that necessary amendment to the Companies Act should be 
initiated forthwith and t l ~ e  Centralised Valuation author it^ set up 
thereafter. 

[S. Nos. 1 3 and 4 (Paras 1.22, 1.24 and 1.25) of the 203rd 
Report of Public Accounts Committee, 1983-84 (7th Lok 

Sabha) 'J 

Actlon Taken by tk Mbistry 

The recommendation made Ily the Hon'ble Committee relating to 
amendement of the Companies Act, 1956 was referred to the Depart- 
ment of Company Affairs for their comments. A Copy of the note 
received from Department of Company Mfairs is enclosed. The 
Department of Company Affairs found the recommendatiog to be 
unacceptable and expressed !he view that the problems rcgarJing 
valuation of shares had to be solved through suitable amend~ncnt 01 
the direct tax laws rcther than through amendment of the Companies 
Act, 3956. 

2. Thc recommendation of the Committee was examined in the 
light of the comments offered by the Deptt. of Companv Affairs 
and in the light of the draft Wealth-tax (Amendment) Rules, 1981. 
It was felt that with the raising of the exemption limit for the 
purposes of wealth-tax to Rs. 2.5 lakhs and the reduction in the 
maximum marginal rate of Wealth-tax to 2 per cent, the motivation 
h r  avoidance of wealth-tax through valuation of shares would not 
be as strong now as it was when the draft wealth-tax (~mendrnentr  



Rules, 1981 were published. Further, the problem relating t o  
avoidance of weaith-tax torough transfer of assets by individuals 
to closely held companies \la.: since been attempted to be tackled by 
a limited levy of wealth-tax on certain assets . of the closely-held 
companies under Section 40 of the Finance Act, 1983. It was, 
therefore, decided with tne approval of the Finance Minister that the 
existing provisions of wealth-tax rules in regard to the valuation of 
unquoted shares may be left unchanged and that the recommonda- 
tion made by the Pui;!ic Accnunts Committee in this regard may not 
be accepted* 

(Approved by the Joint Secretary to the Government of India) 
[M/o Finance (Deptt. of Revenue) O.M. No. F. No. 241(4(84 

A & PAC-I dated 18-9-1985] 

Commcuts of the Department of Company Affairs 

Subject:-203rd Report of the Public Accounts Committee (1983-84)- 
(7th Lok Sabha) on paragraphs 4.07 (iv) of C&AG's 

Report, 1980-81 relating to 'Incorrect valuation of ~nqu0ted  
shares-Prot:essinz of recommendations at paras 1.24 and 
1.25. 

Ministry nf Finance. Department of Revenue (Central Board of 
Direct Taxes) may please refer to the correspondence resting with 
their U.O. No. 155150/84TPL dated the 29th may, 1984 on the 
subject noted above seeking comments of this Department to the 
recommcndat;ons made !.,:; the public Accounts Committee in para- 
graphs 1.24 and 1.25 of the 203rd Report (1983-84). 

2. Rccommendstions of the Public Accounts Committee for 
amendment of the Companies Act. 1956, as mentioned in the dore- 
said U.O. of the Department of Revenue, have been thoroughly exa- 
mined in this Department. This Department's views are as under:- 

(a) It  is noticed that the recommendations of the PAC have 
been made with reference to the administration of the fiscal 
Act e.g., Income-tax Act, Wealth Tax Act etc. and the 
computation of tax liability by the tax authorities of the 
income-taslwedth tax assessees (who might be holding 
shares oi' compnnies which are not listed on the stock 
exchange) in the couwe of their assessments. It is n 
settled position in Law that amendment of an enactment 
is not carried out for the implementationladministration of 
other enactments. Therefore, if any difficulty is experien- 
ced by the tax authoritfes. owing to lack of uniformity 



on the part of the valuers in assessing the value of 
unquoted snares held by any assessee (corporate or nm- 
corporate), the proper course would be that either suitable 
statutory rules are framed under the concerned fiscal Acts 
and/or administrative guidelines are provided by the 
CBDT to its field ofRces. 

(b) The balance sheet of a company is a document which sets 
out the assetslliabilities and the capital of the company. 
This document, prepared by the management of the com- . 
pany, is primarily meant for the information of the share.. 
holders of the company concerned. The statutory Auditor 
is required to certify that the balance sheet depicts a true 
and fair view of the state of affairs of the company in terms 
of the provisions of Section 211 of the Companies Act, 1956. 
Accoraingly adoption of the suggestion as made, would be 
insppropriate being not in confirmity with the scheme of 
the companies Act in the matter of compilation and 
certification of annual accounts of companies. 

(c) In the matter of valuation of shares (and unquoted shares, 
in particular), any two valuers seldom agree to the same 
valuation, as there are a number of variables which enter 
for consideration, e.g. contingent liabilities, accrued income 
not actually received, realisability prospects of book debts 
and loans and edvances, value of intangibles like patents, 
trade marks quota rights etc. and hidden assets like good- 
will. Besides, the valuation of shares of closely held com- 
panies may aIso vary, depending upon purpose of, and cir- 
cumstances surrounding the valuation, e.g. whether a mn- 
trolling block is sold or the sale is a distress sale. Even in 
the application of the generally accepted methods for 
valuation, viz. asset backing and/or yield basis, the valua- 
tion may vary, depending upon whether the assets are 
taken on replacement cost basis and/or the yield rate 
adopted with reference to the particular industry. 

(d) There is a very large segment of the corporate sector viz. 
about 97 per cent of the total companies at work whose 
shares are not quoted on the stock exchange. An obligatory 
provision of the nature, as suggested, would be unduly 
onerous for them, 

(e) In so far 8s the Wealth Tax assessment under the Wealth 
Tax Act is concerned. it appears that the manner of com- 



putation of market value of unquoted preference Shares 
and unquoted equity shares of companies (other than in- 
vestment companies) stands provided in the Wealth tax 
Rules (Rule 1C and ID) framed under the Wealth Tax 
Act. In the case there is any lacuna in the said law or 
rules framed thereunder for the valuation of unquoted 
shares held by any assessee, it will, perhaps be more ap- 
propriate for the CBDT to consider suitable amendment 
therein, rather than to seek amendment of the Companies 
Act. 

3. In view of the aforesaid, it would be inexpedient to make any 
amendment in the Companies Act, 1956 so as to provide the manner of 
computation of value of shares of companies which are not listed on 
the stock exchange and/or to have the valuation of the shares of such 
companjes stat& by way of a note in their balance sheets duly certi- 
fied by the statutory auditors. Having regard to the purpose in view 
the most appropriate course would be that the mode of valuation of 
unquoted shares be provided under the relevant fiscal Act, and not 
through the amendment of the Companies Act, 1956. 

4. This issues with the approval of Minister of Law, Justice and 
Company AFairs. 

Sdl-Sooraj Kapoor 
Joint Directnr (Accounts). 
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PART II 

MINUTES OF THE 56TH SITTING OF THE PUBLIC A C C O W  
COMMITTEE HELD ON 254-1986. 

The Committee sat from 15.30 hrs. to 17.00 hrs. in Room No. 50, 
Parliament House, New Delhi. 

PRESENT 

Shri Girdhari La1 Vyas-In the ~ i r  
2. Shri J. Chokka Rao 
3. Skimati  Prabhawati Gupta 
4. Shri Vilas Muttemwar 
5. Shri G. Devaraya Naik 
6. Shri Rajmangal Pande 
7. Shri Simon Tigga 
8. Shri Ramanand Yadav 

1. Shri N. N. Mehra-Joint Secretang 
2. Shri K. H. Chhaya-Chief Financml C9mtriittne Omcer 
3. Shri Brahmanand-Senior Financial Corr~mrttee Olgicer 
4. Ski 0. P. Babal-Senior Financial Coinit~ittee Oficer 

1. Shri T. M. GeorgeAddl .  Dy. C&AG (Reports-Central) 
2. Shri B. Sengupta-D.A.O.F. Calcutta 
3. Shri C. V. Srinivasan-Director of Audit (Air Force and 

Navy). New Delhi. 
4. Shri C. P. Mittal-D.A. CW&M, New Delhi. 
5. Shri P. K. Bandyopadhyay-Director of Receipt Audit-a. 
6. Shri K. Krishnan-Joint Director Receipt Audit-I 
7. Shri N. R. Rayalu-Joint Director (Reports--Central). 
8. Shri V. S. Jakhmola-Joint Director. 

2. The Committee in the absence of the chairman requested 
Shri Girdhari La1 Vyas to act as Chairman for the sitting under 
Rule 258(3) of the Rules of Procedure and Conduct of Business In 
Lok Sabha. 



3. The Committee then considered and adopted the following 
draft Report with some amendments/modifications as shown in  
Annexure 1:- 

(i) Draft Report on Action Taken on recommendations cm- 
tained in 203rd Report of PAC (7th Lok Sabha) regard- 
ing Incorrect Valuation of Unquoted Equity Shares and 
effect of change of previous year. 

(ii) 8 +.  8 

(iii) 8 * * * 
(iv) 8 

* 8 * 
(v) * * * * 

4. The Committee authorised the Chairman to finalise the draft 
Report in the light of amendments suggested by the Audit as a 
result of factual verification of the draft Report and present the 
same to the House. 

The Committee then adjourned. 

ANNEXURE I 

MoaEificationslAmendntents nuude by Public Accounts Committee in 
the Draft Report on Action ~ a k e n  by Government on recornmen- 
dat ims  contained in 203rd Report of Public Accounts Committee 
(7th Lok Sabha) regarding incorrect valuation of unquoted 
equity shares and eflect of change of previous year 

Page Pam U n e  For Read 
8 1.10 14 feasible advisable 



Sfatentent of Reconlmendations and Observations 

S. Para .Ministry/ 
NO. No. Dcptt. 

Recommcndat ion/Obsrrva tion 

In their earlier Report the Committee had pointed out that 
heavy under-valuation had been occuring in the valuation of un- 
quoted equity shares of private companies under Rule 1D of the 
Wealth Tax Rules which did not take into account the hidden 
reserves of the private companies but also of other loopholes cxmtri- 
buting to the under-valuation of unquoted equity shares of private 
companies pointed out by the Committee from time to time. 

The Ministry of Finance (Department of Revenue) have, in 
their action taken note, stated, inter alia, that "with the raising of 
the exemption limit for the purposes of wealth tax to Rs. 2.5 hkhs  
and the reduction in the maximum marginal rate of wealth tax to 
2 per cent, the motivation for avoidance of wealth tax through 
valuation of shares would not be as strong now as it was when the 
draft Wealth Tax (Amendment) Rules, 1981, wdre published. 
Further. the problem relating to avoidance of wealth tax through 
transfer of assets by individuals to closely held companies has since 
been attempted to be tackled by a limited levy of wealth tax on - iz 
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certain assets of the closely held companies under Section 40 of the 
Finance Act. 1983". - The Ministry have, therefore, decided with the 
approval of the Flnance Minister not to accept the recommendation 
of the Committee. 

Valuation of shares and avoidance of wealth tax are two differ- 
ent issues and the raising of exemption limit far the purposes of 
wealth tax by no means. is an answer to the r e d  problem of under- 
valuation of unquoted equity shares. The basic principle u n a e  the 
Wealth Tax Act for the \rsluation of shares is the market value. 
The committee had been pointing out from time to time since the 
year 1977, the loopholes in the manner of valuation of unquoted 
equity shares. The Committee learn that the CBDT have proposed 
a~wndments  to the Wealth Tax Rules, 1957 through the Draft 
Wea!th Tax (Amendment) Rules, 1986 issued on 31 March, 19%. 
The Committee are surprised to note that their recommendations 
have not been considered while framing the Draft Rules. I t  seems 
that the Ministry have not relied on their experience and no earnest 
attempt has been made to plug the loopholes. The Committee hope 
that the Ministry would reconsider their stand in the ma t t s .  The 
Committee would like the Ministry to undertake a study of the 
cases involving incorrect valuation of shares of private companies 
with a view to identifying the ambiguities and loopholes in the 
rules which were largely responsible for unquoted equity shares 



Finance would be to have recourse to the amendment of the pro- 
visions of the Wealth Tax Rules. The Committee suggest that the 
Wealth Tax Rules be so amended as to provide that the s- of 
private compapies be valued every year by the atxmdng odlcer 
assessing the companies and information regarding the value mved 
at, circulated to a11. the a m s i n g  ofEcers having jurisdiction over the 

being undervalued. While doing so, they should keep in view the 
observations of the Committee and the comments of the Audit so 
far on the subject. On the basis of study so made; suitable p v i -  
sions or amendments should be incorporated in the draft Wealth 
Tax Rules under consideration of the Ministry. 

In order to secure uniformity in the area of valuation of un- 
quoted equity shares of closely-held companies, the Committee had 
also recommended amendment of the Companies Act, requiring the 
companies to indicate the value of unquoted shares, as certified by 
the auditors in a footnote in their balance sheets. The Committee 
have been informed that the Department of Company Affairs is 
not agreeable to the amendment of the Companies Act for the reasan 
that the problem regarding valuation of unquoted equity shams 3 
should be resolved through the amendment of the Direct Tax Laws 
and not through the amendment of the Companies Act. The 
Committee feel that if it has not been found advisable to amend 
the Companies Act, the alternate course with the Ministry of 
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&essment of the e h & h  ef the companies. This will tfn- 
doubtedly go a long way in ebnbatbng the multiplicity of aseess- 
ments at the hands of different assbssing oi8cers, of the d u e  qf 
shares hela by variuus shareholders in the sane company. 

5 I . r I Finance (Revenue) j The Committee also suggest that in case the messee claim 
that his shares have been owmdued by the assessing ofB~er, ths 
Government should have a right to acquire the shares at the value 
claimed by the assessee. This will no doubt act as a deterrent to 
t h e  u~scrupulous assessees in the matter of valuation of shares. 




