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INTRODUCTION 

1. the Chaitmatt of the Paj)fic Accounts Committe~, as authorised by 
the Committee. do,present on tbeit. bebaJ;f tlJis 206tl;lJ~.epprt of tb.e Com.n:Uttee 
• pargraJ))t 2~20(iiij Of the lteport pf the COJ;nptr~ aud Audito:c 
GeDerat ef llldia fdr the year 1981-82, Union Government (Civil), Rev011.0~ 

Receipts, Volume II, Direct Taxes relating to 'Incorrect ~duction in respect 
of inter-corpo,rate dividends'. 

2. The Report of the ComptroDer and Auditor General of India for tbe 
!Year 1981-82, Union Government (Gvil), Revenue R~ipts, Volume II, 
Direct Taxes was laid on the Table of the House on 4 Apnl, 1 ?83. 

3. Section 80AA was inserted in the Income Tax Act, 1961 by Finance 
(No. 2) Act, 1980 retrospectively from 1-4-1968 to provide specifically that 
deduction under Section 80M would be calculated with reference to the net 
amount of dividends. In the assessment of an Indian domestic company for 
the assessment year 1977-78 completed in September 1980, deduction was 
allowed with reference to the amount of gross dividend income mstead of the 
net dividend income. Even after the amendment of law in 1980, the mi~take 
was not rectified by the assessing officer. The Audit objection was not accepted 
by the Ministry 'of Finance. Apparently, in rejecting the Audit objectio.q, the 
Department had relied on the decision of the Calcutta High Court in <.;.I.T. 
Vs. New Delhi Investment Corporation Jjmited ( 113 ITR 778-28-2-78). 
In that case, the Calcutta High Court had held that where shares constitute 
stock-in-trade of the assessee, the dividend income is in the nature of busi-
ness income and the entire expenses relating thereto could be allowed in the 
computation of business' income without allocating anything specifically to the 
dividend income. 

4. A comparison of the schedule of investments of the assessee company 
a~ on 31-3-1977 with the list of 38 companies of the same m:oup furnished 
to the Committee in reply to a question reveaJs that the shares of companies 
of the same group comprised M much as Rs. 168.35 laJ<:hs' out of a total 
investment of Rs. 1.81 crores of the company for the ~ssessment year 
1977-78. Even though the view of the Department all along was that the 
assessee company were not dealers in shares, the Income-tax Appellate Tri-
bunal had held that thev were. The Committee have desired that the 
Ministry of Finance may examine whether the tests at present applied for 
treating an assessee as a trader-in-shares are objective. unambigu~ and 
uniform in the whole country and also in accordance with the intention of 
Government. In case they are not, the Committee have suggested to the 
Ministry to examine whether anv amendment in law is caJled for fo achieve 
thi8 end. -~ 

(v) 



(vi) 

5. In view of the controversy attendut on the allocation of e:lpeliiCS in 
case of inter~ dividend incomes, as in the case cited under Audit 
Paragraph, the' Committee are of the 'Ylew that in the interest of prOJ:* 
adminis~tion of relief on inter-corporate dividends, Government Should 
consider relating the d~uctions to gross dividend, which is a specific amount, 
instead ~ tho net dividend incOme as at present and then to limit the 
CODcession by reducing the percentage of dtau~tion suitably. The ~mm.itteo 
have desired that the matter should be exammed an.d necessary follow up 
action taken at an early date. 

6. The Public Accounts Committee ( 1983-84) examined this paragraph 
at their sitt~ held on 26 October, 1983. The Committee considered and 
fina&ed this Report at their sitting held on 12 April, 1984. Minutea of the 
sitting of the Committee form Part II* of the Report. 

7. A statement containing conclusions and recommendations of the Com-
mittee is appended to this Report (Appendix) . For facility of reference, theie 
have been printed in thick type in the body of the Report. 

8. The Committee place 'on record their appreciation of the assistance 
rendered to them in the examination of this paragraph by the office of the 
Comptroller and Auditor ~eral of India. 

9. 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 C011Ul1ittee. 
NEW DBLID; 

April 23, 1984 
YalSakha 3, 1905 (Saka) 

SUNIL MAITRA 
Chairman, 

PuO!ic Accounts Committee. 

• Not Printed. one cyclostyled copy laid on the Table of the House and five copies 
placed in Parliament Library. 



REPORT 
INCORRECf DEDUCTION IN RESPECT OF INTER-CORPORATE 

DIVIDENDS 

Audit Parotraph: 

· Under the Income-tax Act, 1961 as amended by the Finance Act (2) 
1980 effective from 1 April 1968, the deduction admissible to a company 
on account of the inter-corporate dividends included in its total income. 
has to be alowed with reference to the net amount of dividend income 
computed in accordance with the provisions of the Act and not with refe-
rence to gross amount of such dividends . . 

2. In the assessmen.t of an Indian domestic company for the assessment 
year 1977-78 completed in September 1980 deduction was allowed With 
reference to the amount of the gross dividend income instead of on the net 
dividenariicome. Even after the amendment of the law in 1980 the mis-
take was not rectified by the assessing officer. As ~ result an excess allow-
ance of deduction of Rs. 10,54,045 with an under-assessment ot income 
bv the same amount and undercharge of tax of Rs. 7,29,386 persisted. 

[Paragraph 2.20 (iii) of the Report of the Comptroller and Auditor 
General of India for the year 1981-82, Union Governmen~ 
(Civil), Revenue Receipts, Volume ll-Direct Taxes (p. 101)} 

3. The assessee in the case cited above, viz, M[s·. Karam Chand. Thapar 
·and Bros. Ltd., belongs to an industrial group call~d "Thapar Group." The 
statu~· of the assessee and its subsidiaries, according to the Ministry is 
as follows: 

"M/s. Karam Chand Thapar & Bros. Ltd. is a trading company 
as well as an investment company. It is a1so a holding com-
pany. As per balance sheet for the year ended 31st March, 
1982, there is only one subsidiarv company Mls. Hindustan 
General Electrical Corporation Ltd. However, Director's re-
port annexed to the annual accounts for the year ended 31st 
March, 1982 also makes' mention of one more company namely 
Ratendon Investments and Holdings Ltd. which was incorpo-
rated o"n 12th April, 1982 and became subsidiary of the asses-
see company M/s'. K. C. Thapar & Bros. Ltd. without any fur· 
ther information. The share holding of the assessee company 
in- subsidiarv Mls. Hindustan General Electrical Corporation 
Ltd. is 16,157 s·hares of the book: value of Rs. 86,852." 

-4 .. The assessee company was assessed in the status of a company for 
the assessment year 1977-78 on a totaf income of Rs. 18,27,480 on .17 Sep. 
tember, 1980 by the Income-tax Officer, 'C' Ward, Special Ci~Je-ffi, 
Calcutta. Out ot the gr-oss dividend income of Rs. 65,96,396, a deduction 
of Rs. 37,81,002 was allowed by the Income-tax Officer on account of 
intd-cOJ pOiate dividends. 
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5. The provisions relating to cbncessional tax treatment of iAtec..a>r-
poratc dividends have been on the statute book io one. form or the other 
since 1953. The deduction on accoue~· of intercorporate dividends • now 
governed by the provisions of Secti~ 8QM of Income-tax Act, 1961 • . . 

6. Section 80M was inserted in the Income-tax Act, 1961 ·by ·Finance 
Act, 1968 with effect from 1-4-1968. This Section was amended three 
times since then by Finance (No. 2) Act, 1971, Finance Act.)?7S~anci 
Finance Act, 1976. In regard to its' application to IndiaD Compames. the 
amendments made in Finance Act 1975 and Finance Act 1976 .arc-ldovant. 
UDder the Section as introduced with effect from 1-4-1968, a domestic com-
pany was entitled to a deduction of 60 per cent of dividends received from.any 
other domestic company. From 1-4-1976 two-tier deduction was; provided 
in Section 80M by which 100 per cent deduction w~s allowed in -respect 
of dividends reoover_~d from domestic companies· engaged exclusively .or al~ 
most exclusively in the manufacture or production of fertilisers, pesticides, 
paper, pulp and newsprint, cement etc ; 60 per cent deduction as explained 
above was continued in respect of other dividends. From 1-4-1977 the 
area of total exemption of dividend income :was enlarged to dividends from 
industries engaged in the manufacture of non-ferrous metals, ferro. alloys, 
special steels, steel castings and forgings, electric motors, industrial and ag-
ricultural machinery, earth mavin!! machinery. machine tools, commercial 
vehicles, ship, tyres and tubes, heavy chemicals and industrial explosions·. 
The provision regarding deduction to the extent of 60 per cent of dividend 
received from other domestic companies continued. 

The two-tier deduction is propos·ect · to be discontinued from 1-4-85 
through the Finance Bill, 1984. The proposed amendment seeks to provide 
a uniform rate of deduction of 60 per cent for all dividends received by a 
domestic company from another domestic company. · 

7. The deduction specified in Section 80M is allowed from the gross 
total income. Gross total income as defined in Section 80B ( 5) means the 
total income computed in accordance with the provisions of the Income-
tax Act before making any deduction under Chapt~r VI A of the Act. The 
income by wav of dividend computed in accordance with the provisions of 
Incom~tax Act i.e., after a1lowing the expenditure for earning dividend 
income forms- part of the gross total income. 

8. In Cloth Traders (P) Ltd. Vs. Additional Commissioner of Income-
tax Gujarat ( 118 ITR 243) , judgement delivered on 4 May 1979; the 
Supreme Court considered the question whether the deduction was allowable 
as . a percentage ot the actual gross atnotmt of dividend or it was confined 
to tbe net dividend income as computed in accordance with the provisions 
of the Jncdrne-tax Act, 1961 i.e., after making the deductions specified in 
Section 57 including . deduction of interest paid on borrowings for making 
tbe investment. It was held by the Supreme Court that the deducti~·, was 
allowable with reference to the gross ·amount of dividends and not ·with re-
ference to the net dividend income. . " , 

9. Since this was not the true intention, to get over the Supreme Court 
decision a new Section 80AA was inserted in the Income-tax Act; ··t-961 by 



~ Fioanco (No. 2) Act, 1980 retrospectively from 1-4-1968 to provide 
~~Y that deduction. dilder Section 80M would be 'Calculated with 
re~ to the net di\'idend income as computed in accordance with the 
nmViliQns Of the ~me.;tax. Aet, 1961 ai1d not with reference to the gross 
~ilt .. Of diVidcitdS. Thtis', the idCoirie by Way Of dividends is computed 
~-:~o~,J coJlection. charge$ and interest paid on bOrrQ.wipgs utilised 
fOr the,purehase dl shares ·etc. · 
~~ • ~. t . • ; 

10. In para 15.3 of its· circular No. 281 dated 22-9-1980, the Central 
Boa!d,of.Direct Taxes also clarified. that the in!ention all alon.& was to grant 
deQction on .the net dividend income anP, not on gross dividen.4s. 

11. In the assessment of the above assessee the deduction was allowed 
with . reference to the amount of gross dividend income instead of on the 
net dividend income as explained below. 

12; The total income of the assessee Mls. Karam Chand Thapar and 
Brothers Ltd. was Rs. 110.36 lakhs which included dividend income of 
Rs. 65.96 lakhs. The business income of the assessee was only Rs. 4.86 
lak.hs. Commission ~d other incomes aecounted for the balance of 
Rs. 39.54 lakhs. The dividend income compri.sed Rs. 2.95 lakhs entitled 
to full exemption under Section 80K and Rs. 63.01 lakhs entitled tQ inter-
corporate deduction of 60 per cent under Section 80M. The total expenses 
of the assessee including interest on borrowings' (Rs. 21.85 lakhs) were 
Rs. 102.21 fakhs. ' ·~ 

13. In the assessment made on 17 September, 1980 the Income-tax 
Officer allowed intercorporate deduction of 60 per cent on the gross. amount 
of dividends of Rs. 63.01 Iakhs. Although the assessee had incurred expen-
ses of Rs. 102.21 lakhs including interest on borrowings of Rs. 21.85 lakhs 
no part of these expenses was afiocated to the dividend income to compute 
the net dividend income on which the deduction should be allowed. The 
assessee had secured and unsecured loans of Rs. 213.44 lakhs against in-
vestments of Rs. 180.86 Iakhs. 

14. The assessment was not rectified to relate the deduction to net 
dividend income even after the retrospective amendment of the Act foe that 
purpos'e. 

The allowance of deduction on gross dividend income was objected to 
in audit. · 

15. The Committee enquired whether the Ministry has accepted the 
audit objection and if it was not accepted. what were the reasons therefor. 
In their repfy, the Ministry of Finance (Department of .Revenue) stated : 

"The audit objection was not accepted by the Ministry vide letter 
dated 31-1-83 wherein it was mentioned that .dividen<J income 
is assessable under Section 56(2) (i) subject to deductions under 
Section 57. It was ascertained that there were no deductions' 
permissible under Section 57 in this case and so the ITO was 
not in error in computing the amount deductible ooder Sec-
tio:a_ 80M read with Section 80AA on the gross dividend in-
come. 
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The Audit in· its rejoinder dated 5-3-83 observed that- tht 
~try's contention that there were no deductible ex~ 
1n the above case does not appear to be reasoriabJe ~use 
out of the total income of Rs. 1.10 crores the dividend income; 
amounted toRs. 65.6 lakhs ~.d the buSiness, i.noome toRs. 4.86 
lakh. Without actually saying s~, Audit appear~ to imply 
that the expenditure should be apportioned under the various· 
heads pf income on a pro rata basis. · 
In the Ministry's reply dated 21-3-83 the position stated earlier 
was reiterated and it was a~o stated that it would not be per-
missible to apportion the expenditure Oil: a pro rata basis. 
$ection 80AA states that the deduction allowable under Sec-
tion 80M will be computed not with reference to the gross. 
amount of dividend but such dividend as computed in accor-
dance w~th the provisions' of th~ Act before making any deduc-
tions under Chapter VIA. As it was found that theye were no . 
deductions permissible under Section 57 in this ease and deduc-
tions under that SectiOn cannot be computed on an ad hoc 
or pro rata bas~, it was stated that the deduction under Section 
SOM was correctly allowed." . 

16. The manner of computing the dividend income is outlmed m Sec-
tions 57 and 58 of the Income-tax Act, 1961. Under Section 57, apart 
from the collection charges, interest, if any, paid on loans utilised for the 
purchase of shares, management expenses etc., have to be deducted from 
the gross dividend income. It was pointed out to the Ministry by Audit 
on 5 March, 1983 that the contention that there were no dcductable expenses 
in this case was· not tenable. considerin_g that om of the total income of 
Rs. 110.36 lakhs, the dividend income accounted for Rs. 65.96 Jakhs as 
against business income of Rs·. 4.86 lakhs only and also keeping i.n vtew 
the huge expenditure of over Rs. 1 crore, including expenditure of Rs. 21.85 
lakhs on interest and financing. If the deduction as admissibk under 
Section 57 of the Income-tax Act, 1961 was· not correctly worked out and 
taken into consideration for determining the deduction on account of inter-
corporate dividends, the amendments made in the Jaw in 1980 would he 
ot no avail. 

17. In their further reply dated 21 March, 1983 to Audit the Ministry 
of Finance. reiterated that .there were hardlv any outgoings or collectiotl 
charges attributable to the dividend income. They further stated as 
follows : 

"Merely because Rs. 65.96lakhs· out of Rs. 1.10 crorcs is dividend· 
income, it would not follow that the proportion of expenses in· 
curred will be the same. Merely because the business income 
is Rs. 4,86,000 it would also not be correct to restrict the out-
goings proportionatelv. If the outgoings are less and if deduc-
tion under Section 57 is limited to such outgoin{!s before the 
income under Section 80AA is computed for ROM nurposes·. 
it would not defeat the amendments to Section 80 AA". 

18. However. in their reply dated 21-3-1983. the Mi.nistry had conce-
ded that the deduction under Section 57 should be considered to arrive 



at the income as envisaged under Section 80AA. By apPlicatipn, it can-
not also be disputed that wherever the assessee has paid mterest on 1~ 
taken for investment in shares which J,uls resulted in dividend income, such 
interest payments should be considered as an outgoing under Section 57. 

' . . 
19. The profit and Loss Accounts and the Balance sheets of the aSses-

see for the three previous' years relevant to the assessment years 1975-76, 
1976--77 and 1977-78 revea.J. the following abstra~t position: 

Assets A~essment Assessment Assessment 
Year 1975-76 Year 1976-77 Year 1977-78 

Rs. Rs RB. 
Investm~nt (at cost) 1,89,79,188 1, 88,76,388 1,80,86,019 
Loam and advances 2,13,19,299 1,81,63,800 1,67,25,395 
Liabilities 

Liabilities 
Subscrib~d c 1pital ' - 74,50,000 1.74,50,000 75,00,000 
Reserves 5 2,46,433 54,31,887 57,23,926 

----- ---- ------
1,26,96,433 1,28,81,887 1,32,23,926 

Secured and unsecured loans . 2,33,37,067 2,09,96,393 2,13,43,6'8 
- ------ .~ -----------

20. The investments comprised mainJy shares of group companies 
(Rs. 168.35 lakhs). The investments valued at costs (not market price) 
were in excess of the sum total of capital and reserves in each year. Part 
of these wouJd seem to have been financed out of borrowed funds which 
were of the order of over Rs. 2 crores· in each year. Yet according to the 
Ministry no part of the interest and financing charges was attributable to 
the dividends from investments. · 

21. The company had been raising secured and unsecured loans and 
also giving out loans and advances. The amount of loans advanced was 
lower than the amount of loans raised in each year indicating again that 
part of the loans rais·ed were used to finance investments. . 

The profit and loss accounts of the assessee for the three asseSs'ment 
years showed the foJlowing position : 

--------------------
On Iakhs) 

1975-76 1976-77 1977-78 
---~---· 

R~~,eipt:r · 

(a) Sales • • • 6.06 5.14 '10.43 
(b) -Interest, Commission etc. 38.35 41.96 39.46 
(c) Receipts from other compauies 73.78 7i.21 72.83 
(d) lnve8tment income (Dividends) 33.19 66.51 65.96 
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. Asseta (In Lakhs) 
1975-76 1976-77 1971-78 

Exp~~~~d Its. R.s. Rs. 
(a) Selling expenses . " 1.81 l •. 32 3~39 

(b) Bmployees payments • 
(o) Administration expenses 
(d) Interest and financing charges •. 

76.07 
19.39 

21.63 

70.80 68.58 
21.72 22.72 

22.75 ~1.85 

The selling expenses amounted to 30,40 and 33 per cent of 'sales'. 
These as well a~ all other expenses including interest and financing charges 
were allowed in full in the computation of busiiles_s income comprising re-
ceipts under (a), (b) (c) above, no part of any. of these expanses was 
allocated to the dividend income from investments. 

22. The profit and loss account of the assessee for the years 1975-76, 
1976-77 and 1977-78 shows that while receipts from ;)ther companies 
amounted to ever Rs. 70 lakhs in each of the three years, the employees 
payments and administration expenses amounted. to over Rs. 90 lakhs 1n 

· each of the three years. The Committee desired to know what were the 
activities to which the employees' payments and administration expenses 
related and whether any care was taken to find out if employees' .payments 
were rep:1id subsequently. In a written reply the Ministry of Finance have 
stated 

"Th~ acthrities to which employees' payments and admini~tration 
expenses relate are for various savices rendered by the staff to 
the assessee company and some other companies. The asses-
see company under agreements with certain other gtoup 
companies acts as the Registrars to perform defined duties for 
and on behalf of such companies. The assessee company 
has tc allow s'uch companies the use of space, office facilities 
etc. and also provide services relating to rendering of Secre-
tarial and legal work, servicl!s connected with maintenance 
of accounts, banking operati\>ns, taxation and audit services 
relating to recruitment of staff and labour relations, publicity 
and economic research services relating to liaison activities 
anct also providing of the office facilities etc. 

In consideration of providing these services and facilities 
suer companies reimburse .the assessee company to the extent 
of expenses incurred on the staff cf the latter on services ren-
dered to the former. In addition, the company realises ser-
vice charges on agreed basis from such companies and such 
receipts are separately accounted for. 

Employees · payzp~nt~ llnd · Administration expenses, 
Rs. 68.57 lakhs and Rs. 21.88 Jakhs aggragating to Rs. 90.45 
lakhs for the year ended 31-3-77 are borne to the extent of 
Rs. I 7.63 lakhs by the assessee company and the balance 
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Its. 12.82 Jakha is re-imbursed to it by such companies as per 
statement given below :-

Nature of Expenses 
Pa)ucnt to and Provisions for employees 

SaJarir& & Wages . 
P.f. cpntributions etc. 

Staff Welfare Expenses 

Sub 1otal 

A!fministtation and other expenses 

Rent 
R:ates &. Taxes 
Oftc:e and Cther ExJ:enses . 
Brokerage, Commission Insurance • 

Sub•.1ctal 

Total 

(fisures in lakhs) 

Outofwbidl 
Tota1 NDOUPt Amount 
Expenditure borne by reimbursed 
as per M/s. J<.C.T. from ot~er 

balance & Bms. Ltd. compaDJeS 
sheet etc. 

Rs. Rs. Rs. 

~.99 !1.18 49.81 
3.31 0.76 2.S5 
4.27 0.67 3.6~ 

68.57 12.61 SS.96 -- ----- -----
3.26 1.41 1.8S 

0.13 0.09 0.04 
18 28 3.45 14.81 

0 21 0)7 0 14 
--- ----- -----

21.88 5.02 16.86 
------- __ ......,._ ---

90.45 17.63 72.82 

Sinc.e the expenses have been either borne by the Company or reim-
bursed by the serviced companies, there is notting left for recovery of ex~ 
penses for the year. 

The figures in the last vertifical column above are for reimbursement of 
actual expenses by the serviced companies and do not inchJde sen'ic;e 
charges which were Rs. 17.71 lakhs inclluded in the 'Other mcnrr.e' of 
Rs. 18.40 lakhoi in the P&L AIC (Schedule IX of the Balance She.et for 
year ending 31-3-1977)." 

23. Asked to indicate the gross income under each head, the expenses 
allowed and the texable income assessed under head for the assessment 
year 1977-78, the Ministry of Finance (Department of Revenue} have 
furnished a statement. Various sources of income of the assessee for the 
relevant af:sessment year, furnished, by the Ministry cf Fi•1ance are given 
below : 

''Vanous sources of income of the ass~sse~ for the assessment year 
1977-78 under the head "Business" are from (i) sale of iron 
and managaoese ores, diesel oil, sale of agricultural and fa~ 
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products. ( ii) income from guarantee commission, insuranco 
commission and selling agency commission~ (iii) other income 
from profit on shares, rent. service charges and miscellaneous 
income, and (iv) realisation from sundry companies and others 
in respect of expenses incurred. The assessee also received 
income during the year frDm dividend, interest on debentures 
and other securities and other interests. 

For the assessment year 1975-76 and 1976-77 also, the assessee·~ 
income were broadly under the above heads. Other details 
regarding gross income, expenses allowed on taxable incon:e 
assessed under each head ade ghen in Annexure E-2 and E-~.• 

24. The Audit objection in the instant case relates to the asseS&ment 
year 1977-78 which has been dealt with i11 the preceding paragraphs. 
Askect to indicate the position for the years earlier to 1977-78 and subse-
quent thereto, the Ministry of Finance have stated : 

"For the assessment year 1975-76 and ITO allowed the deduction 
under Section SOM on net dividend income. The net divi-
dend income was arrivect at by apportioning on an ad-hoc 
basis, the expenses relating to the earning of the dividend 
income which could not be s~cified. The assessee. filed an 
appeal against this computation and the CIT ( Arpeals) de-
cided that the deduction 80M was 8dmissible on gross divi-
d(·nc income following the decision' of the Supreme Court in 
the case of Cloth Traders (Pvt.) Ltd., 118 ITR 234. 

F)r t~e assessment year 1978-79 the ITO once again propo~ed to 
allow deduction under Secti1 ·n 80M on net dividend 
income after allocating expenses on an ad hoc basis. When 
the matter went up before the lAC in proce.::Jing') under Sec-
tion 144B he held that both on facts and law there was no case 
for allocation of expenses against dividend income and, there-
fore, deduction under Section 80M should be allowed on the 
gross dividend income., 

25: In the assessment years 1975-76 and !976-77, the facts as verified 
by Audit disclose that the assessee did not a-gitate for the allocation of 
expenses on an ad hoc basis while arriving at the net dividen.l iuome The 
assessee's main contention was that under Section 80M, the relief was ad-
missible on gross and not net dividend income. So far as the assessment 
year 1978··79 is concerned the Inspecting Assistant Commissioner while 
issuing direction under Section 144B, does not seem to have gone into 
tho sources of funds that became available for investment in shares and 
the expenses directly attributable to the earning of dividend income. The 
Inspecting Assistant Commissioner merely ruled that allocation of expenses 
should not be resorted to. 

26. IFrom the assessment computed by the Income-Tax Officer for the 
assessment year 1977-78, it is seen that deduction was restricted to 60 per 
•Not reproduced. 
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cent on p011 amount of dividend income. And the I.A.C. ruled out that 
allocation of expenses should not be resorted to. In this context, the 
Member, C.B.D.T. explained the position as follows : 

"As far as the assessment year is concerned, there is a difficulty, 
because the assessment was corr.pleted in March 1980 : in 
March 1980, the Supreme Court's decision is that in case the 

. cloth trade hold the field, deduction has to be allowed on the 
gross amount of dividend. But sinct! the disputed addition 
was more than Rs. 1 lakh, the case had to be referred to the 
IAC and the case was referred to the lAC and the lAC issued 
instructions in September 1980. By. that time, Section BOA~ 
(A) has been introduced and the department's \iew is that it 
should be only on the net amount. But at that time the lAC 
did not give direction because the general view is that lAC 
cannot direct any addition other than what the ITO had pro-
posed in the draft." 

27. The Member, C.B.D.T. further stated : 

"Section 80 M case was finally decided by the Supreme Court in 
the Oath Traders' case. That is about gross amount. Then 
we introduced the amendment that it i~ not the gross amount 
that is to be taken into account. According to the provisions 
of the Act then the ITO issued the order and at the time the 
amendment was not there. This came in May 1980, whereas 
the ac;sessment order was passed in Mareh, 1980. The pro-
vision was on the statute book when the case came up to 
the lAC but the lAC could not give any order of enhance-
ment." ' 

28. The balance sheet of the company as on 31 March 1977 revea:ls 
that the assessee had secured and unsecured loans of Rs. 213.44 lakhs 
against investments of Rs. 180.86 lakhs. The assessee had incurred ex-
penses of Rs. 102.21 lakhs including interest on horrowings of Rs. 21.85 
lakhs. Yet no part of these expcmses was allocated to the dividend income 
to compute ~he net dividend income on which the deduction should be 
allowed. Asked to indicate, if any other inference could be drawn 
from the balance-sheet, the Member, C.B.D.T. stated :-

"Merely on the basis of figures, how the investments have been 
financed, how the dividends have been utilised, this enquiry 
has not been made. It is not cle~r from th~ records how it 
has been utilised. If we go into the realm of speculation, anv-
thing can be said. The balance sheet need not necessarily 
represent the correct position." 

Sir, that is one "view. Actually there is another view 
according to me. I assume that the entire amount of Rs. 180 
lakbs has come from the borrowed funds. The dividends are 
Rs. 65 lakhs in one year. So, in the course of three years the 
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dividends pay off the loans and I can say that my invcstmentl 
are free." 

29. TI1e Income-Tax Officer had all along in the draft assessment order 
ano~4 or proposed deduction under Section SCM on net ditidettd income. 
~Jlowmg thp decision of the Supreme 'COurt in the case Of Cloth Traders 
(Pvt.) \.td.~ll8 ITR 243, the deduction under Section 80 M was allow-
ed Oil grcs$ dividend income bv err ( App,eals) or the I.A.C. In this con-
ten when asked to state whether the Income-fax Ofticer was aware of the 
Supreme Court judgement while passing the draft assessment orders, tlae 
Member, C.B.D.T. replied : 

"Sir, It is a contention legal issue. The Departmental officers have 
to follow the Department's view till the Supreme Court gives 
a decision." . 

30. The Committee desired the know the total value of shares held 
by 1' e a~sessee company in the previous year relevant to the assessment 
year 19.17-78. In reply, th~ Ministry of Finance stated :-

''Total value of shares held by M!s. K. C. Thapar & Bros. 'Ltd. as 
on 3) -3-1977 is Rs. 1,80,68,588." 

31. Asked to indicate the names of the companies whose shares were 
held by the assessee, together with the extent or share holdings, the Minis-
try of Finance furnished a statement, which shows that the investments 
comprised mi..linly shares of group companies. A comparison of this sche-
dule w:ith the lis~ o! 38 companies of the ~lime group, however, shows that 
the shares of companies of the same group mad~ up actually Rs. 168.35 Iakhs 
in the investment portfolio and not Rs. 85.77 as given in the other 
schedule. 

32. In reply to another question about the modes of acquisition of these 
ahares. the Ministry of Finance have stated : 

"Mis K. C. Thapar & Bros., Ltd. is more than 50 years otd attd 
all the shares were acquired by it in course of its span of 
activities ........... . 

33. During evidence, the Committee enquired whether in the ca!;e cited 
in the Audit paragraph, inter-corporate deduction of 60 per cent should 
have been a~ on the net amount of dividerds (instead of gross amount) 
as stipulated under Section 80 AA of t!le Income-tax Act, 1961. The 
Member C.B.D.T. replied : 

"Under the law as it stands today, the relief has to be given on the 
net amount of dividend in all cases except where an assessee 
claim~ that he is a dealer in ~:~hares The net amount means 
after deduction of expenses." 

The Member,.. C.B.D.T. further stated : 
"The asstssee is a dealer in shares and the shares constitute stock 

in trade. It is not a disCretion; it is the law as it bas been 
evolved. 
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The expenses for earning thh dividend will be deducti-
ble against the business income and allocation of the expenses 
between business and the divtdcnd will be assessed as income 
from other source but no part of the expenses of the business 
will be allocable to the dividend incom'!. The entire expendi-
ture related to business should be deductec in computing busi-
ness (income) . " 

35. Asked if rectificatory action could have been taken after the intro-
du.ctioB of Section 80 AA, the Member, C.B.D.T. stated :-

''The matter was before the I.A.C. under Section 144B and there-
fore he could not direct any enhancement of the income. Ex-
cept some small objections of the assessee, which cduld ha\ e 
been considered, enhancement could not have been considered 
by the: I.A.C. The I.A.C. could not order that the net amount 
and not the gross amdunt may be considered." 

I would say that what has been done is the correct thing. 
Because of the High Court dcdsion in the dealer in shares 
case, that is so." 

The only decision is that no part of it, all expenses are 
included. 

The Chairman, C.B.D.f. added : 
"There is a decision saying that the expenses should ~ot be 

allocated if he is a dealer in shares. That rules the day." 

3 7. The Committee enquired if the i.ntcntion of introducing the amend-
ment has been fulfilled. The Member, C.B.D.T. ~tatcd : 

"In 1980 thet:e were tw'o series of decision ( s) on gross and net 
dividends. One said the Cloth Traders decision specifically on 
80-M, that it should be on gross amount, not dividend. There 
was another set of three or four decisions which said .i.n the 
case of dealer in shares ap.;ain no part of the business e~pcmes 
can be al'ienated to the dividend." 

38. The Member, C.B.D.T. further stated : 
"It ~as in 1980. That was the Madras Motors and General Insurance 

Company case ............. That was a High Court Judgement.'' 

39. Asked whether the Calctttta High Court judgement had negatived 
the distinction between the concept of gross and net dividend income as 
envisaged in law, the Member, C.B.D.T. stated : 

"In effect, that means that." 

40. Asked whether legislative intention was otherwise, the Member, 
C.B.D.T. replied : 

"Our intention was not so; right." 
9 LSS/84-2 
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41. IIi reply to another question, whether the Department had taken any 
rectificatory action, the Member, C.B.D.T. stated: 

"Actually it requires an amendment for nullifying the decisions." 

42. Tiie Member, CBDT further stated that amendment has not yet 
been introduced. He further stated : 

"This (decision) came to our notice on:Py recently in 1983. In 1979, 
the aoth Traders' decision WJS delivered." 

43. Asked whether the Department had filed an appeal against the 
impunged order, the Member, C.B.D.T. stated: -

"We were advised that it was the correct judgement, by the Additional 
Solicitor General." 

44. The Chairman, C.B.D.T. further clarified : -
"There is a fairly old Court decision, Sir. In the case of Motor and 

General Insurance case in Madras, we had filed a Special Leave 
Petition to the Supreme Court but the Supreme Court had 
refused." 

45. The Member, C.B.D.T. further stated : 
"That was in 1971 ( 1981). Earlier we filed special leave petitions 

in the Supreme Court but they were rejected." 

46. lt is learnt that in a case C.T.T. Vs. New India Investment Corpora-
tion Ltd. (113 ITR 778) ( 28-2-1978), the Calcutta High Court has held 
that where shares constitute stock-in-trade of the assessee, the dividend 
mcome is in the anture of business income and the entire expenses relating 
thereto could be allowed in the computation of business income without 
allocating anything specificaJly to the dividend income. 

47. The Committee enquired whether any amendment bas been 
contemptated in view of the judgement pronounced in 1981. The Member, 
C.B.D.T. stated : 

"We had to take a dech:ion about the High Court deci.sion in the 
case of dealer in shares. The effect of the decision is that the 
relief will be on gross, and a decision whether it should be 
nullified, had to be taken." 

48. The Committee enquired if the Company had been held to be 
dealer in shares. In reply, the Chairman, C.B.D.T. stated: 

"In the case, from 1952 onwards the company has been held to 
to be a dealer in shares. We had held that th~y were not d~lers 
in shares. But the Tribunal had upheld their claim that they 
are dealers in shares. 

The Member, C.B.D.T. supplemented : 
"For the past 30 years that company is held to be dealer in shares. 

They have been, holding many of the shares for !he past 25 
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years· especially Ballarpur Industries. Of course, they have been 
selling some of the shares ~lso. But the profit aijd loss of the 
sales have been held to be business IOS$~s· in earlier ypars. 

The Chairman, C.B.D.T. fuqher added: 
"Sir, according to the Income-Tax Act finding of facts rests with 

the Tribunal unless there IS a feeling that the decision is 
perverse, we cannot even go to the Hi~ Court." 

49. The Committee enquired about the test to be applied to differentiate 
between dealers in shares and others. The Member, C.B.P.T .. stated: 

"Whether transactions' like buying and selling amount to business 
is to be determined having regard to the facts of each case. The 
Supreme Court has laid down test to be applied in such cases." 

The Member, C.B.DJT. further clarified : 
"There are criteria laid down bv the Supreme Court like the number 

of transactions, frequency of ~ransactions, methcd of financing, 
intention behind them. 

5Q. Asked whether any guidelines had been formulated on the criteria 
laid down bv the Supreme Court for the guidance of assessing officers, ~he 
Member, C.B.D.T. stated: 

"Sir, we do not circulate the guidelines. The case reports are supplied 
to the I.T.Ds . 

. 51. In reply to another question whethe; in the fact of conflicting judge-
ments, the issue was apt to be variedly interpreted by assessing officers, the 
Chabman, C.B.D.T. stated : 

" ........ Every decision has to be considered differently on the facts 
of the case and when one decision is different from another on 
the facts of the case, it cannot be called discrimination. Here, 
the law and the Court decisions are the guidelines." 

52. The Committee enquired if in fact deductions based on gross divi-
dends were al1owed in many cases both before and after the Supreme Court 
decision in Cloth Traders (P) Ud. vs. Additional Commissioner of Income-
tax, Gujarat (118 & ITR 243) delivered on 4 May. 1979. The Ministry of 
Finance have, in a note furnished in February, 1984, stated: 

"Information as to whether deductions based on gross dividends were 
allowed before he Supreme Court decision in the Cloth Traders 
case is not available. Nter the judgement of the Supreme Court 
was delivered on 4-5-1979 Section 80AA was inserted by the 
Finance (No. 2) Act, 1980 with retrospective effect from 
1-4-1968. The Finance Act, come into effect from 21-8-1980. 
Till this date also information on whether deductions were 
allowed on gross dividends is· not available, Circular No. 281 
dated 22-9-1980 in which paras 15.1 to 15.7 explain the 
inlplication of the amendment brm.--ght about by insertion of 
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Section 80AA and in terms of this cil:cular the assessing autho-
rities are not to give deductions· based on gross dividends." 

53. Asked to state the legislaive intention behind introduction of 
Section l:WAA in 1980 and the effect of the 1981 High Court judgement, 
the Chairman, C.B.D.T. replied : 

"In resp~ct of legislative intention, as it stood then, the idea was 
only to see that non-dealers (in shares) did not claim deduc-
tion under (Section) 80 M on any gross amount. Because 
according to the judgement the dealers in shares are entitled 
to the deduction of the expe-.nseo; under the head Business." · 

54. Section 80AA wa'>. inserted in the Income-Tax Act 1961 by the 
Finance (No. 2) Act, 1980 retrospectively from 1-4-1968 to provide speci-
ficallv thnt deduction under Section 80 M would be calculated with refe-
rence to the net dividend income as computed in accordance with the 
provisions ot the Jncome-Tax Act, 1961 and not with reference to the 
gross amount of dividends. The Committee enquired if the Department 
had car,ric.u out any review of assessments made since 1968-69 to give 
effect to the new provision. In reply, the Ministry of Finance stated : 

"No review calling for, inter alia, number of assessments reviewed, 
number re-opened, tax effect etc. has been ordered by the 
Board." 

55. During: evidence, the Committee enquired whether any assessments 
were re-opene.J as a sequet to giving retrospective effect to Section 80 AA. 
lhc Member, C.B.D.T. stated : 

"Sir, we have not asked for a feed back on this. Our view always 
has been that relief has to be given on the net amount. The 
Cloth Traders case came som~ time in 1979. I expect that 
every departmental officer would follow that view of the De-
partment that the relief should be on the net amount. In 
May, 1980 we introduced the retrospective amendment. So, 
this problem can arise only during the short period hctween 
1979 to May, 1980. We have brought this rctrosp~ctivc na-
ture of the amendment to the notice of the officers and told 
them that if they have done anything contrary to that they 
should please rectify that.'' ' 

56. Asked to explain, why in the circumstances, retrospective effect 
was given to the amended provisions in section 80 AA from 1-4-1968, 
the Member, C.B.D.T. stated : 

"Almo~t every case we had lost before the appellate authorities 
from 1964 onwards. So, we decided that whichever cases are 
alive wi11 be decided on the basis of restrospcctive amend-
ment." 

~7. In a note furnished subsequently (February, 1984), the Ministry 
of Fmance (Department of Revenue) have stated : 

"Jn view of the position explained in Circular No. 281 the assess-
ing authorities are expected to apply the provision of Section 
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80AA. The ~etrospective amendment by insertion of Section 
80AA has now been challenged before the Supreme Court." 

58. The Committee enquired if for easier and bett.er administration of 
the provisions relating to dividend income, the deductiOn could be related 
to gross dividend. In reply, the Member, C.B.D.T. stated : 

"Sir, actually if we made any other provision, it may be unfair to 
companies which invested their own funds as opposed to 
borrowed funds. This is the main idea." 

59. When suggested that there could be suitable reduction in the 
percentage of deduction. the Member, C.B.D.T. stated : 

"We will certainly consider this." 

60. Asked if the Department had made studies on how tax on inter-
corporate dividend income is levied in other countries, the Member, 
C.B.D.T. replied: 

"1 dG ROt th;nk there is .any study made about it." 

61. Jn reply to another question if the authorities were aware that in 
U.K. and in s0me other industrially developed countries, the holding com-
pany was not taxed on dividend income, the Member, C.B.D.T. stated : 

"We will examine it, Sir." 

62. lJndcr the Income-tax Act, 196t the deduction on account of inter-
corporote divirlt·mh is governed by the vr~-~visions of Section 801\f. In cloth 
Traders 'P) Ud. vs. Additional Commir,;,inrer of Income-tax, Gujarat (118 
ITR 243 ), t.he Supreme Court considerctl the question whether the deducticm 
was allowable as a percentage of the actual gros~ amount of dividend or 
it was eoltfined to the net dividend incon.:! as computed in accordance with 
tbe provisions of the Act, i.e. after making the deduction S)Je\:ified in 
Section 57 i11dnoing deduction on intcrf~.,~ paid on borrowings for making 
the inwMmt:Dt. In their Judgment deUvercrl on 4 1\lay, 1979, the Supreme 
Court httlcl t!lat tlie deduction was allowable with reference to the gross 
amount of dividends nod not with reference to the net ciil'idend in~ome. 
The1'Pr.pon, Section 80AA was inserted in the Act by Finance (No. 2) .\ct, 
l989 retrO~pt'ctively from 1-4-196..~ to provide specifically thut deduction 
under Section 8flM would be calculated with rc!erf!nce to the net amount 
of dh·idends. The Central Board of D'ired Taxes clarified in a Circular 
cltle.J 22-9-1 'J80 that the intention aU along W\JS to grant deduction 011 the 
aet tfl .. idend income and not on gross dividends. 

Ia tbe assessment of on lnclian domesti:: compan-v--1\tt)s. Karam Chaahl 
Thapar und R•m. Ltd:--for the assesmPnt \il'ar i977-78 completed in 
~ptember 1980. deduction was aloWl•d "'itb ·reference to the amount of 
groslli dh·idE>nd income instead of the net diritknd iaco1111f:. Even after the 
aJnendment of law in 1980. the mistake was not rectified by the IWJeSShlg 
emftr. As a result, accOI'ding to Audit, on ex~.ss allowance of deductioa 
ef R" .. 1 t-.54.045 with aa under-a~SC5Sment of income by the same amount 
aatl IIDder-charge ef tax of Rs. 7,29,3~6 presisted. 
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The Au,lit objection was not accepted by the l\1ia15try of Finance who~ 
in their reply dated 31·1-1983 to Andit stated thllt the ~uses towards 
collectic.n ctarre\ were negligible. Also, it would not be correct to 
ap~ortJon the IC~pewfes showa in the prNit and loss account on the income 
ratio and in the present case there was no deductabl~ expenditure ngainst 
dividend income. In a furtJ.r reply to Audit on 21-3-1983, the Ministry 
of Firumce rei1erated that tbere were hardly any outgoings or collection 
charg£s athibutable to the dividend income. In 11 written n.ply to the 
Co01mittee, the Ministry have again cl11dfied that there were no deductions 
pern•issible under Section 57 in the case and deductions under that Section 
cannot be computed on an ad hoc or pro rata basis. 

63. The Committee find it difficult to appreciate the above explanation 
of the .1\Jinistry in view of the fact that under Section 57 of the Income-tax 
Act, apart fwm c<·Uecion charges, interest, if ~my, paid on loans utilised for 
thtJ purpose of sJJarcs, management expen~e~ etc. havte to be deducted from 
the ~ross dividenrl income. Considering th,~ fact f.bat out o{ the total income 
of R. 110.36 Iakhs, the dividend income accounted for Rs. 65.96 Jakbs as 
ngainst l•usincss ir.come of Rs 4.86 lakhs only and also keeping in view the 
huge l'Xpt•ndilur·e of over Rs. 1 crore, including expenditure of Rs. 2l.RS 
lakJ.s on inu:rf:':o;t and financing, the Mini~~ry'" rontention that there were 
no deductible t·xpenses ascribable to intcr-corporat~ dividend income does 
uot appeul to reason. Nor does it stand to reason that for canting n busi-
ltess income of only Rs. 4.86 lakh, the whhle or evl'n a major portion of 
expen,Jiture of o"er a crore of rupees could ltave been incurred. l"be 'Com-
mittee find no ostensible reason why the ;~,,otmt ll'.1id as interest on loans 
t<lkl'n ior im·e:,tment in shares with the resultant dh•hlend income at least 
mould not have been considered as an •outgoing~ under Section 57. 

. 6.t.· ApJt4:lrcntly, in rejecting the Audit objection, the Department bad 
relied on the dt:cision (28-.2-1978) of the Calcuttn Hi~h Court In C.I.T. vs. 
New Delhi Jnn~tment Corporation Ltd. (113 ITR 778). In that cnse. the 
Calcutta Higl1 Court had held that where s1Wt'('S constitnte :;tock-in-trade of 
the asse.~~~ee, the dhidend income is in he nature of 
businc~~ income. and the entire expenses r~~ating thereto could be allowed 
in th~ computation of business income without alloeating anything spetlfi• 
cnlly to the dhldend income. Prior to thi'9 iudgmcnt, there was another 
Higb Court judgment in the case of Madras Motors and General Insuranre 
Com~un~ (99 I~ 243) ~lding that no yart of the buldness expenses can 
be alienated to d1vidend mcome. In th1S' case, fhe Department had filed 
o Special leave Petition to the Supreme C'mwrc which wllS l'lefused. The 
Committee have been informed during evidenr~ that th~ Departmnt had all 
along hclfl that the asseSSee coll'ipanv were not dealers in !hares. But tiM!' 
Inoo1ne Tax Appellate TribUDBI had upheld tbP assessee's claim that Uley 
were ~aler in shares. The Cbainnan, Centr~1t Boud of Dll'lect Taxes 
informed the Committee ln extenuation tftat "finding of facts rests 1tkh 
the ~nnnaJ• and "that unless there is a feelinff that he deciSion is perverse, 
the Department cannot even go to the mgh Cout." 

65. The Committee were informed in evidene~ that the Department had 
consulted the Addltional Solicitor General on the ~~tton whethet they 
should appeal against the decision of the Calcutt~, HJgb Court. They were 
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advise4raga,blst appeal bY. the AddiaiOBBJ. Sollcitvr Gt>lleral ltJlO wu of tbe 
co~ .. as . .,..Jl-3~1977 with:tlae·Dft ot: 38 comp~.of th,e same .JI'09 
re~'J t~t. a question whether the de~ioa of :~e CalasUa Higb Court wa& 
in accot'daqce witll t._e iateotion. of. Gov~rnment, the representative of the 
Central· Boord of Oired Taxes stated, "our intention was not so." As to 
tbe re~,.t. .DleJI$.Ul'eS, he stated~that tbty ooly course .. now Qpen to Govem-
~"!nt "'as to ai:nend. the law on the subject. Howe,·er, Governmrut were 
yet to. t~ke • dedsion .in the JQatter. 

Tb Comm~Uee regret to observe that :although a period o.f more thuD 
three yenrs bas dapsed since Govel'DJilC.mt had obtained the opinion of the 
Additic).wd So6dtor General, they are yet to take a decision on the follow-up 
a.ction .. tr• he tal,en. This shows hOw casual the Ministry of Fioaace are 
in their approach in the matter. 

6~ .. _From n comparison of the schedule of inv.estment!' of the a-.~ee 
company as 01i 31-3-1977 wilh the list of 38 companies of the sarnt: groQp 
furnished to the Committee in replv to a que~tion, the Committee observe 
that tbe shares of compaDies of the same group comprised as much as 
Rs. 168.35 lakhs out of a total invetme~t of Rs •. 1.81 aor<es of the .company 
for. the a.~~tnent year 1977-78. As already mentioned, even though the 
view of the Department all along was that the .ossessee company were "JK.)t 
dealeM . in sbarts, the lncome·tQ: AppeDafe TriJ.unal had held that they 
were. The Committete desire the Ministry of Finan~e to .examine whether 
the t~st~ nt prt'§~nt applied for treating an ~"~ssee as a trader-in-
shares are objel1ive, una~J~b?guous and unilorm in the wbole counfn' and 
also . jn accordan~e with the intention of Governn;ent. In case . they are 
not, .the .committee would like the Ministry to ex1 ·~\inc whether any amead-
mcnt in .Ia~ is Ctilled for to achieve this end. 

67. The Committee find that there are a nmnber of court decisions oil 
gross and -net dh·idend income. In these judgments, certain criteria bav'e 
beenluhlown. to fiDd who are 'dealers in shares'. The Commit~e have.beea 
iDfORDed •ti~a~t the -QlSe reports are supplied ·to the ITOs and -the Board dees 
not is~ue f!Uidelineos. In the opinion of tlt~ Comn•\tte.c., this is not enougll.. 
Thev t~t that once Government hsve taken a vi~w on a contenfious matter. 
it should be tlJ? dut~- of the Board to issue '>uitable ~iddines to the asscssi~ 
officers, othenvis(' there is a risk of differential treatment being meted out 
to different asS<'~~es by different asses~in~ officers. The Committee 
desire that, pending examination of the matter as su~ested in the pnr-eding 
paragraph, Ute Central Board of Direct Taxes sbould fssue necesssry guidv-
Jines to the field fonnations on the tests t') b2 applied to determine wbo are 
deall!rs.-in-sbnres. They should also issue i!l~l ructions to lower fonnations 
to take ~-pedal care ~o scrutinise the balon{e sheets and profit and less 
acco'111118 of RICh a8SeSSee companies as claim to be 'dealers-in-shares'. 

-68. The Committee observe that the Dep,.rtment's intention aD along 
has been to grant deduction on the net dividPnd income and not on gross 
dhid~nd inc·ome. In their iudgment de1iveTe1l on 4·-5'-1979, the Supreme 
Court 'held tlrat the deduction was allowaMe with reference to the J!I'OSS 
amount of dividends and not with refe.rence to the net di\'idend 
iacome. . To get over the Supreme Court's decision, a new Sec-
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tion 80AA was inserted in the IncoJM .fax Ad, 1961 by the FiDaDce 
(No. 2) Act, 1980 retroSped~ely from 1-4-1968 to specify thut dedurtion 
under Section 80M would be calculated with reference to the net dividend 
inc01ne us computed in accordance with the provisions of the Inco~tax 
Act and aot with referente to the gross amount of dividends. Finance (No. 
2) Act, 1980 was brought into force on 21-8-1980. Apparently, it CAD 
be safely infened that in abnost all tbe cases de dded by the assessing officers 
bettteeo 4-5-1979 and 21-8-1980 J'lelief bas been given on.the gross IUIIOIDlt 
of dividends and this l\1ct was also conceded by a Member of the Board 
during evidence. The Committee regret to observe that although Section 
80AA bas been brought into force with retrospecthc effect more ·than three 
and a hnlf ~'lars back, no review bas yet ''el'n ordered by the Board. In 
order that the vurpose behind the retrospective etfed is not lost, the 
Committee d~~~ir\• that the Board should f>rder an immediate time-bound 
revie\V of all cases assessed upto 21-8-1980 fo1' appropriate rectificatory 
action. The Committee would like to be informed of the oction taken in 
tbr, matttr, t~lgcther with the outcome tbere~>f. 

69. The Committee have been informed that tbe Income-tax Depart-
ment bave not made any studies on the pattern of taxation on inter-corporate 
dividend incomes in other countries. Dming e,•idence, a Member of the 
Boatd promised to consider the suggestion. The Committee desire that 
the Buar,J ~hould conduct such a study at an ~arly d~te with a ,-iew to iotro-
ducif!g, if necessary, suitabl~ structuml change-; in our 0\l'll system. 

70. In liew of the foregoing as also considering the controversy attendant 
on the 'allocation of expenses in case of inter-{·erporab dhidend incomes, as 
in the present case, the Committee feel that iu the interest of proper admi-
nistration of rt>Jiel. on inter-corporate dividends, Government should con-
sider relating the deduction to gross dividend which is a specific amount, 
inste1ld of net dh idend income as at present ""d to limit the concession by 
reducing the percentage of deduction suitabiy. Durin~ evidence, the rep· 
resentative of thE' Boord promised to consid·~r the suggestion. The Com-
mittee dt>~ire that the matter should be ~xamined ond necessary follow-up 
action takE'n bt an early date. 

NEW DELHI, 
April 23, 1984 
Vaisakha 3, 1906(S) 

SUNIL MAITRA, 
Chairmtllt 

Public Accoullts Co~ttte.. 
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I. 62 Finance Under the Income-tax Act, 1961, the deduction on account of inter-corporate dividends 
is governed by the provisions of Section 80 M. In Cloth Traders (P) Ltd. Vs. Addi-
tional Commissioner of Income-tax, Gujarat (118 ITR 243), the Supreme Court con-
sid~red the question whether the deduction was allowable as a percentage of the actual 
gross amount of dividend or it was confined to the net dividend income as computed 
in accordance vvith the provisions of the Act, i.e. after making the deduction specified 
in s~ction 57 inducting deduction on interest paid on borrowings for making the in-
vestment. In their Judgment delivered on 4 May, 1979, the Supreme Court held that 
the deduction Was allowable with reference to the gross amount of dividends and not 
with reference to the net dividend income. Thereupon, Section 80AA was inserted 
in the Act by Finance (No.2) Act, 1980 retrospectively from 1-4-1968 to provide spe-
cifically that deduction und~r Section 80M would be calculated with reference to the 
net amount of dividends. The Central Board of Direct Taxes clarified in a Circular 
dated 22-9-1980 that the intention all along was to grant deduction on the net dividend 
income and not on gross dividends. 

(Revenue) 

"'" 

I 
In the assessment of an Indian domestic company M/s. Karam Chand Thapar and Bros. 

Ltd. for the assessment year 1977-78 completed in September, 1980, deduction was 
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63 Finance 
(Revenue) 

4 ------ ------------
allow.:!d with reference to the amount of gross dividend income instead of the net 
dividend income. Even after the amendment of law in 1980, the mistake was not 
rectified by the assessing officer. As a result, according to Audit, an excess allowance 
of deduction of Rs. 10,54,045 with an und~r-assessment of income by the same amount 
and under-charge· of tax of Rs. 7,29,386 persisted. 

The Audit objection was not accepted by the Ministry of Finance who, in their reply 
dated 31-1-1983 to Audit stated that the expenses towards collection charges were 
negligibk. Also, it would not be correct to apportion the expenses shown in the profit 
and loss account on the income ratio and in the present case there was no deductible 
exp.:!nditure against dividend income. In a further reply to Audit on 21-3-1983, the 
Ministry of Finance reiterated that there Were hardly any outgoings or collection charges 
attributable to the dividend income. In a written reply to thr Committee, the Ministry 
haw again clarified that there w~re no dedu.::tion5 permissible under Section 57 in the 
case and deductions under that Section cannot be computed on an ad hoc or pro rata lj 
basis. 

The Committee find it difficult to appreciate the above explanation of the Ministry in 
view of the fact that under Section 57 of the Income-tax Act, apart from collection 
charges, interest, if any, paid on loans utilised for the purpose of shares, management 
exp~nses etc. have to be deducted from the gross dividend income. Considering the 
fact that cut of the total income of Rs. 110. 36lakhs, the dividend income accounted for 
Rs. 65.96 la khs as against business income of Rs. 4. 86 lakhs only and also keeping 
iii view the huge expenditure of over Rs. 1 crore, including expenditure of Rs. 21.85 
lakhs on interest and financing, the Ministry's contention.that there were no deductible 
expenses ascribable to intercorporate dividend income does not appeal to reason. Nor 
does it stand to reason that for earning a business income of only Rs. 4. 86 lakhs, the 
whole or even a major portion of expenditure of over a crore of rupees could have been 
in~urred. The Committee find no ostensible reason why the amount paid as inerest 
on loans taken Cor investment in shares with the resultant dividend income at least 
should not have been considered as an 'outgoing' under Section 57. 



3. 64 -do-

4. 65 -do-

5. 66 ~do-

Apparently, in rejecting the Audit objection. the Department had relied on the decision 
( 18-2-1978) of the Calcutta High Court in C. LT. Vs. New Delhi Investment Corpora-
tion Ltd. (113 ITR 778). In that case, the Calcutta High Court had held that where 
shares constitute stock-in-trade of the assessee, the divide-nd mcome is in the nature of 
business incom~ and th,~ entire expenses relatmg thereto could be allowed in the com-
putation of business income without allocating anything specifically to the dividend 
income. Prior to this judgment, there was another High Court judgment in the case 
of Madras Motors and G.:neral Insurance Company (99 ITR 7.43) holding that nc part 
of the business expenses can be alienated to di'iidend income. In this case, the De-
pa.rtm~nt had fikd a Sp~cial Leave Petition to the Supreme Court which was refused. 
The Committee h 1ve b~en informed during evidenc~ that the Department had all along 
h::ld that th;:; assess:::c company were not d~alers in shares. But the Income Tax 
Appellate Tribunal had upheld the assessee's claim that they were dealers in shares._ 
The Chairman, Central Board of Direct Taxes informed the Committee in extenuation 
that "finding of facts rests with the Tribunal" and "that unless th~re is a f~eling that 
the decisicn is perverse, the Department cannot even go to the High Court." 

Th:: Committee were informed in evid·::nce that the D~partment had consulted thr Addi-
tional Solicitor General on th~ qu~stion whether they should ap~al against the deci-
sion of the Calcutta High Court. They w.:re advised against appeal by the Additiona 1 
Solicitor G.?ncral who was of th·~ opinion that th'! Calcutta High Court had correctly 
enunciated 'he law. In reply to a questkn whether the decision of the Calcutta High 
Court wac;; in accordance with the int~.,ntion of Government, the representative of 
the Central Board of Direc-t Taxes s.atcd, "our int~ntion was not so." As to the reme-
dial measur-:s, he stated that the only course now op~n to Govcrnm~nt was to amend 
the I<I.w on the subject. How~ver, Government w.:re yet to take a decision in the matter. 

The Committee regret to observe that although a period of morJ tlu!n three years has 
elapsed since Government had obtained the opinion ofthe Additional Solicitor General, 
they ar~ yet to take a decision on the follow-up action to be taken. This show~ how 
casual the Ministry of Finance are in their approach in the matter. 

From a comparison of the schedule of investments of the assessee company as on 
31-3-1977 with the list of 38 companies of the same group furnished to the Committee 
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in reply to a qu:'!stion, the Committee observe that the shares of companies of the same 
group .comprised as much as Rs. 168.35 lakhs out of a total mvestment of Rs. 1. 81 
crores of the company for the assessment year 1977-78. As already mentiont.d, even 
though the view of th'! D~partment all along ·was that the assessee company w~re not 
dealers in shares, the Income-tax Appellate Tnbunal had held that they were. The 
Committee desire th<;:. Ministry of Finance to examine whether the tests at present 
applied for treating an assesc:.ce as a trader-in-shares ar~ objective, unambiguous and 
uniform in the whole country and also in accordance with the intention of Govern-
ment. In case tfi.ey 8 re not, the Commttl:ee would like the .Ministry to examine wht ther 
any amendment in law is called for to achieve this end. 

6. 67 Finance ~e Committee find that th'!re are a number of Court d~cisions on gross and net dividend 
(Revenue) mcome. In these judgments, certain criteria have been laid down to find who are 

'd:alers in shares'. The Committee have been informed that the case reports are N 
supplied to the ITOs and the Board does not issue guidelines. In the opinion of the 
Committee, this is not enough. They feel that once Government have taken a view 

ol:>o 

on a contentious m':\tter, it should be the duty ofthe Board to issue suitable guidelines 
to the assessing officers, otherwise there is a risk of differential treatment being meted 
out to different assessees by different assessing officers. The Committee desire that, 
pending examination of the matter a3 suggested in the precedmg paragraph, the Cen-
tral Board of Direct Taxes should issu~ n~ccssary guidelines to the field formations 
on the tests to "be a ppli.;d to determme who ue dealers-in-shares. They should also 
issue instructions to loWI!r formations to take special care to scrutinise the balance 
sheets and profit and los~ accounts of such assessee companies as claim to be 'dealers-
in-shares'. 

7. 68 -do- The Committee observe that the Department's intention all along haS been to grant de-
dllction on the net divid~nd income and not on gross dhidend income. In their 
judgement d.!livered on 4-5-1979, the Supreme Court held that the deduction was allowa-
ble with reference to the gross amount of dividends and not with reference to the net 
dividend income. To get over the Supreme Court's decision, a new Section SOAA 



8. 69 

9. 70 

Finance 
(Revenue) 

-do-

was inserted in the Income-tax Act, 1961 by the Finance (No. 2) Act, 1980 retrospec-
tively from 1-4-1968 to specify that deduction under Section 80M would be calculated 
with reference to the net dividend income as computed in accordance with the provisions 
of the Income-tax Act and not with reference to the gross amount of dividends. Fi-
nance (No. 2) Act, 1980 was brought into force on 21-8-1980. Apparently, it can 
be safdy inferred that in almost all the cases decided by the assessing officers 
b~tw~en 4-5-1979 and 21-8-1980 relief has been given on the gross amount 
of dividends and this fact was also conceded by a Member of the Board 
during evidence. The Committee regret to observe that although Section 
80AA has b~en brought into force ~ith retrospective effect more than three 
and a half years back, no review has yet been qrdered by the Board. In order that the 
purpose b~hind the retrospective ,Jfect is not lost, the Committee desire that the Board 
should order an imm~diate time-bound review of all cases assessed upto 21-8-1980 
for appropriate rectificatory action. The Committee would like to be informed of the 
action taken in the matter, tog.::,ther with the outcome thereof. 

The Committee have been informed that the Income-tax Department have not made 
any studies en the pattern of taxation on inter-corporate devidend incomes in other 
countries. During evidence, a Member of the Board promised. to consider the sugges-
tion. The Committee desire that the Board should conduct such a study at an early 
date with a view to introducing, if necessary, suitable structural changes in our own 
system. · 

In view of the foregoing as also considering the controversy attendant on the allocation 
of expenses in ca'>e of inter-corporate dividend inccmes, as in the present case, the 
Committee feel that in the interest of proper admmistration of relief on inter-corporate 
di'tlidends, Go'Vernment should consider relating the deduction to gross dhidend which 
is a sped fie amount, instead of net dividend income as at present and to limit the con-
cession by reducing the percentage of deduction suitably. During evidence, the re-
presentative of the Board promised to consider the suggestion. The Committee desire 
that the matter should be examined and necessary follow·up action taken at an early 
date. 
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