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iNtRODUCTION 

I, the Chainnanof the ~ Accounts Committee, asauthorned by 
the Committee, do' present on their . behalf this Fi'fty-ftrstReport of the 
Public Accounts Committee (Seventh !.ok Sabha) on'Paragraphs 29(ii), 
29(i)(a), ~ iii  65(ti), 68(iii) aad 83(iii) of the Report of the Comp-
trolier and Auditor General of India for the year 1978-79, Union Gover.n-

ment (Civil), Reve.que Receipts, Volume H, Direct Taxes, relating to irre-
gular exemptions given; income escaping assessment; incorrect valuation of 
shares; im:orrect computation of net wealth and estates escaping assessment, 

2. The Reportofthc Cctmlptroller and Auditor Generalof India 'for the 
year . .1978-79, Union Government. (Civil) Revenue Receipts, Volume 11, 
i)irect Taxes, ~  laid on the Table of the House on 1 July, 1980. 

3. The tax concessions under Sections 80-0 and 80-MM have been on 
the ~e book for over ten years. The Committee have suggested that a 
general review of the working of these Sections should be carried out with 
a view to finding out how far the objectives in granting the tax concessions 
have been subsl:'ved and what inbuilt safeguards need to be provided to 
prevent abuse thereof. 

The Committee have also expressed concern about the large pendency 
of writ petitions in i ~ e tax cases. Out of ),652 cases pending in all 
High Courts as on I January, 1981, the pendency pertaining to Calcutta 
and West Bengal Commissioner.>' charges alone was 2,074. The Com-

mittee have recommended that the question of mounting pendency of writ 
petitions in Calcutta High Court should b.! taken up at a high level in the 
Ministry of Law. 

4. The Public Accounts Committee (1980-81) examined paragraph 
29(ii) relating to irregular exemptions given at their Sitting held on 12 
March, 1981. In respect of the remaining paragraphs commented upon 
in this Reports, only written information was obtained from the Ministry 
of Finance (Department of Revenue). The Committee considered and 
finalised this Report at their sitting held on 25 April, 1981. The Minutes 
of sittings of the Committee form Part n· of the Report. 

-Not printed. (One cyclostyled copy laid on the Table of the House 

and five copies placed in ParHament Library). 
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5. A stateme.Dl containing coo,-;lu.sions and re~ e d i  of the 

Committee is appended to this Report (Appendix fl). For facility 01 re .er~ 

cnee these have beenprlnted in thick type in the body of the Report. 

6. The Conunittee place \.")0 record their appreciation of the assistance 

rendered to· them in the examination of the;c paragraphs by the Office of the 
~r er and Auditor General of Indkl. 

7. The Committee would also like to express their thanks to the Officers 
of the Minrslry of Fmance lOepartment of Revenue) for the cooperation 
~~ e d  by them in giviag information to the Committee. 

NEW Dfl.HI; 

A.pril 26, 1981-

vai;alcitn. 6, 1903 -(5).-· 

CHANDRAJIT yADAV, 

C /tairman, 

Public Accounts COmmitlee. , 



i. 
CHAPrER I 

JRREOlJtAR EXEMPTION GIVEN 

1.1. (jj) Wjth 1lvicw h.l encolu'sJillg Indiau c ~  to export their 
technical 'know-how' aDd ski1l abroad and to augment the foreian ~ le 

resources, the Income-tax Act, 1961, provides for certain t-ax inceqtivos. 
The jncentive, as applicable to the IlisessmeDt year. ~  to 1974-75 
consists (If deduction of the ~ ire income by way of royalty, commissioo, 
fees etc. received by an assessee for having exported technicil kJiOw-how 
and slciU, white C(}Dlputin& taxable income. To become etiJible for the 
concession, the following c di l ~  timon, others, have to be ftflfilled: 

( a) the ioccnlC derived is in consideration for the . use outside India 
of any patent, invention, model. de.,· secret fOl'Dlula or 
process or in conRideration of lechnical services"endered; 

(b) an agreement for the purpose entered into by the assessec With 
a foreian enterprise is approved by the Government ICentrel 
Board of Direct Taxes; and 

(c) the income in convertible foreign exchange is actualtybrought 
into India. 

1.2. An assessee engaged in manufacture of aramopbones and record, 
entered into Mattix Exchange agreement with three 'coterprises in U.K. lnd 
asreementi secured the approval of Government In 1964/1965. Under the 
3,reements, the assessee ~eed to supply "a matril or a copy of any local 
recording" to enable the toreisn enterprises to manufacture recorda there-
from for sale outside India. The agreements were got approved by tb. 
Government to obviate auy possible delay affecting tbe export business. 
Dw'iDg the previous ),ears relevant to thc assessment years 1969-70 ' to 
1974-75, the ~ e ee derived income. of entire as. 15,24,117 ID4tbe 
Income-tax Officer deducted the eotire income from total iDcome. It wat 
pointed out in .auditinJ976 that the relief atJowed by way of deduction 
was 'Dot ,in order for the followiij"'reasons: 

(a) The assessee did not expon any technical k.onw .. how or ski'l. . 

(-b) The agreements werC'Bot approved by1he Govommeat or 'the 
Central Board of Direct Taxesspecifioetly for the ,purpolCof 
avaiJin, the retief. 
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(c) There was no evidence in ,the assessment records that the 
assessee brought the income into India in convertiable forelgn 

. exchange. 

1.3. The undercharge of tax due to incorrect relief amounted to 

Rs. 8,65,523. 

1.4. The Paragraph was sent to the Ministry of Finance.in ·,October 
1979; they have stated in January 1980 that the objectiOn is under con-

sideration. '. " 

(Paragrapb'19(ii) of the. Report of the Comptroller Bnd di ~r Gen-
eraio! IndIa for the year 197,8-79 Union Governm'ent (Civil) Reveriue 
~e e.i  VOlume I-UirectTaxes (pp. 67-68). 

:,A.: ~ d r  . 

~ T ~ Finance Act, ~  introduced' a. new .provision, nantely Sec-
-tioil S5e in the Income-tax Act, 1961 with effec't from 1-4-1966 UllLJer 

·,;..hich' lndian.compaoies(receivingincome by way 'ofroy-atty, c<:lmmission, 
, fees or :ariy ;muat payment from a· foreign compaby in con,sideration ior 
the use nt-a. 'patent, mooeI,-1iesign.seeretformula or process etc. will ',e 
. ~ ec . to tax on such. income at the concessional rate of 25 % . 

. " 1;6; Thc<>lajeot of tbis provision as explained by .'the . FinanOl.'! Miniser 
in his Budget speech as well as by tfle, CB.D.T. in the Explanatory N<Les 
on the Finance Act, 1966 was: 

(i) "Giving some fiscal encouragement to our industries to cncolr-
age them to provide technical know-how and 'technical servio:es 

tone\¥lydeveloped ooantries" (Para' 51 ~  Part"B of the Fn-
-aDCeMinister's speech). 

(ii) "Encorage Indian companies 19 export their tecbnical know-how 
and the siill abroad .to developing couwries in order,to expand 
their ~ i ~~ c vilie  . and augJDent . the. ~i  excbatge 
resourCes of the coumry". (Para 34 of the Explanatory Memo.) 

;1.7.;'Tbe>FilHuice{No.2) Act, 1967 repl-acedSection ·sse by'a n!w 
. SieCtidn 80-C-with effect-from 1-4.; 1968 so as to allow a ftatdedudioo at 

eci ic er c ~e ofitheincOmeso eaMedin ttie computatitln·of to:al 
iinconte 'jiself inst!utd oftltc Cartier e~d of taxing the' irl¢OJI\e at, a eon-
cessional rate. The percentage' so'fixedwas-:60 With-etfectfrQrl) ·1-4-1968 

and 100 with effect from 1-4-1969. . .' ' 

1.8. The Finance Act, 1974 introduced an important condition to be 
·.(sati&filll;, .... ely,t that the1m:OJIle inquestiontltOuld', ~ve 'been received in 
-cOftveftible foreign exQbangeandmould ha\lebCen brought into d~ 
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1:'his condition was, given retros}>e':tive eftect from' 14-196Hand simul-

tarieoU'Sly a 'new sub·section (J 2) was inserted in Section· 155 of the Income-
tax Act, 1961, authorising the ITO to amend tbe order for assessment 'so 
as to allow deduction under Section 80-0 in respect .of sochincome. 

1. 9. The conditions of eligibility prescribed in the Aot from 1·4-1972 
\0 31·3-1975, are reproduced hereunder: 

, 
The 'Section was recast and the following additional fealures weremtro-
duced:-

(a) The benefit of the ,'Section was extended ,to' non-c9rporate 

e ~e  ruso. It w.as also ~ r vided that in the case of resident 
non.corponUe tax-payers (other than co--operative societies), 
the coo;cession, would be available only if the accounts of the 
tax-payer for the relevnnt accounting year have beon audited 

DY a Chartered Accountant or any, other .accountant authorised 
in law to audit the accounts of a company, and a report ,of such 
audit in a" form to be prescribed for this purpose, is furnished 

aiong with the ~  of income.'..,... 

(b) Previously, the benefit was available if the agreement was with 
a foreign company. It was now changed to provide that the 
benefit would be available even when the agreement was with 

a foreign government or a foreign enterprise. 

(c) The benefit was available only for furnishing information for 
use outside ll',ldi.-:! and for services rendered outside India. 

(d) Instead of the agreement being approved before the lst day of 
October, of the relevant assesmtent year, it was provided that 

the '3pplication for approval. should .be rn .. de before the 1 st day 
of October of the assessment year jn relation to whieh the 
approval is first sought. 

(e)' The authority for approving the agreement was changed from 

the .Central Government to the Central Board of ir~c  Taxes. 

1.10. Present position: 

(a) The Finance Act, 1975 withdrew the 'penefit e~ded to the 
non-corporate assessees in 1972. 

(b) The Finance (No.2) Act, 1980>intrdduoed a new provision in 
Section 80-MB which 'lhcberieftt wider sectionSO-O was res· 
tricted with effect from }·4-1981 to the net income received 
from such sources. 

B. .'acts of the case 

1.11.·The facts of the case are that an Indian company (MIs. Gramo. 
,pbGne Company of India Ltd.) engaged in the business of manufacture of 
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"'amaphone r~ rdll entered into agreements with three· 4X"llllpamies based 
in U.K. Damel)' (1) M/Il. Gramophone Company Ltd., U.K. (2) Mil. 
Columbia Gramophooe Company Ltd., U.K. (3) M/s. Parlopboae Company 

Ltd., U.K. for the supply of matrices to enable the foreign companies to 
manufacture rCI.:ords from .the matcriccs on sale outside JOdi-d. T e e rce~ 

ments were approved by ,the Government of India, Ministry of Indu$try and 
Supply in November, 1964. During the previous years relevant to the 
aliSCSfiment years 1969-70 to ] 974-7 5 the assessee derived income of 
Rs. . ~ Jakh& under the terms of the agreements and tbe eDtire meoDle 
was allowe4 as a deduction under Section 80-0 treating it tIS inCOMCI from 
technical know-how. The resultuot under...charge of tax was Rs. 8.65 laths. 

1.12. Tbe assessee--coOlpany viz., Mis. Gramophone Company of IndNi 
Ud., .Calcutta was incorporated on . ~  but commenced business 

Dnly from 1-71964 by takins over all the astets and liabUities of the Indian 
branches of ·the U.K. based company (MJs. Gramophone Company Ltd.). 

1.13. The Committee enquired whethef the U.K. based compaDiC\ ~ d. 

at any time, any connection with the Indian Company. III reply, tbe Min-
istry of -Finance, (Department of Revenue) have stated: 

"Before the Indian company became a public limited company, it 
was a wholly owned subsidiary of the Gramophoue Co. Ltd., 
England." 

1.17. The share capital of the company was increased to Rs. 60 lakhs 
during the previous yeer relevant to the assessment y"ar .1970.71. The 
foreign company continues to hold the shares of the face value of Rs. 45 
.lakbs while the balance was subscribcd by other parties in India. The list 
of share-holders as on ~ -  was as follows:-:-

LrST OF SHARBHPI.DERS AS ON :Jo-f)..I9b9 --.. ---....... _ .. --.. -..... ~ _ .. _ ..... _._ .... .----_ .. _---

,. EMI Limited U.K. 

II. The New India Aaiurance Co. Ltd. 

:l. TJ·iton II'IlIUJ'ance Co. Ltd. . 

-1-. Vulan IDluraJlCe ("..0. Ltd. . 

. 5. Mr. Ruui Kekee l ~ . 

6. Mr. Nlnnal Kwuar Bhattadw'jee 
7. Tilt: Investment Corporation oftndt. Ltd. 

8 .. Sa.noonJ. David and Co. I.td. 
9. ·Mr. V.B. Menon 
10. Mr. Raman"1 Pranlal ~l • 

) I. Other Indian shre holdtn . 

. . re.~ 

(N'omiNI value' 
RI. 10/-per . r~  

.+. !\O,(lQ() 
9,5!ID' 
$I.(JiS 

11,000 

1,150 ,,..,0 
) ,!lOCI 

',Il00 
1,000 

6,OD,GOO 

--~ ... - .. -. ----------.. --.. -
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1.15. The share-holding of the Gr'UMophollC Company of U.K. (now 
named as E.M.l. Records Ltd., England) during eu .. ~  oltho years 1969-70 
to 1974·75 Wa'S 4.50,000 ~lrc~  of R'i. 10/-cacho 

1.1'. Asked whether the sharc·llOlding had hoen diluled under the FERA, 
(Foreign Exchange Regulation ACt) guidelines and jf so, the extent there-
of, the Ministry have furnished the following note"': 

;'Share-hoJding of E.M.1. cc rd~ Ltd., from 30-6-] 968 to 30-6. 
1971 was 4.50,000. During this time E;M.I. Records Ltd/s 
holding was 75% of the total paid up capital. In 1972 by 
Right issue and Public issue to Indian natiolUllsrcsident in 
India only. the percentage was brought down to 60%. By 
subsequent Right Bonus and Public issu in 1976 the shafc-
holding of the above named company was fufthef brought down 
to 39.84%. Bonus shares issued in 1976 to E.M.I. Records 
Ltd. were 2,70,000." 

1.17. The Committee enquired whether ~re was any common share-
holding among ~l  these four companies. In .he reply, the Ministry of 
Finance have ~ ed  

"Complete information ;, not available. However, it is seen from 
one of the letters available j·n the fl">Scssmcnt records, which was 
addressed by the asscs!lec company to the then Ministry of 
Commerce & Industry in connection with the approval of an 
llgreement that E.M.I. Records Ltd. was holding a majority of 
the shares of capital RCC\"Intll Jnc.,· USA:' 

C. Statutory e e ~ 

1.18. It was pointed out in Audit in 1976 that the relief alh)wed by 
way of ded~ i  was not in order for the following reasons: 

(a) The assessee did Dot export any technical know-how or skill. 

(b) The agreements were not approved by the Government or the 
Central Board of Direct Taxes specifically for the purpose 
Of . availing the relief. 

(c) 'There was no evidence in the assessment records that the 
assessee brought the income into India in c ver~ le foreign 
ex<:hange. 

-----.-----_.--_.--_. __ . -. -.... --.. ---.-------.......... --.--.-~. 
·Not vetted in audit. ~ ~  



1.19.' Initially, the Department. in their reply of February, 1978 did 

not accept the Audit objection on two grounds viz-

(iJ No separate approval from th. Board was necessary since tbe 
agreement was already approved by the Government prior to 
1-4-1972. 

(ii) The amounts represented royalty in consideration for use out-

side India of patent, invt!Jltion etc. as laid down "in Section 
~ . . 

1.20. One of the primary conditions to be satisiied is -that the agreement 
"with the foreign" company should' be approved by Central Government in 

'his behalf before the Ist day of October of the relevant assessment year. 
In other words, the approval of the Government should be "for the specific 

purpose of allowing the conces'ional r ~e of tax. In the instant case, it 
was seen that the Department of Industry (Ministry of Industry and, 
Supply) gave the approval of the agreement in the year 1964. The Com. 
mittee enquired about the specific purpOse fOr which approval was. accord-
'Cd. In reply, tbe Ministry of Finance have furnished a copy of letter 
No." 3(28)/64-LEI(B) dated 6-11-1964 from the Department of Industry 

relevant extracts from which are reproduced below: 

..... The Government of India have 00 objection lothe· c ver~i ll 

of the India Branch Of ·the .Gramophone Co. Ltd .• England, 
into a wholly-owned subsidi'ary of the aforesaid U.K. com-
pany. which is a subsidiary of Mis. Electric & Musical Indus-

tries Ltd., U.K. 

Government have no objection to your  concluding a fresh' agree-

ment with Mis. Blcctric a Musical Industries Ltd., U.K. for 
obtaining technical information pertaining to methods, process-
es and appamtus used in the recording of sound. etc. in place 
Of the existing agreement wh;"h is valid upto 1-7-1967. '.' In 

terms of the proposed new agreement, you may ~  to the U.K. 
oompany a sum not exceeding 1 per cent of the net ex-
factory value of the products manufactured by. you subject to 

production of appropriate certificates from YOUT Auditors to 
the effect that the amount 'has actually been. spent for the 

purpose of resear<:h, technical ~~rvice  and advice to be recei-
ved from the UK.' company and subject to futther conditions 
that the Indian Unit'scontrlbution is not higher than the 

contribution of other units in other countries of the world. 
Government note yOOf proposal to offer shares to Indian pub-

lie in stages from the 30th June, 1967. Government have no 
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objection to consijer the question of payment cf . a royalty of 
5 per cent in lieu of the contribution not exceeding 1 per cent 
of . the ex-factory value of the products manufactured, when 
Indian,6hareof the, capital; reaches 40 per cent. The agreement 
With M / s. F1ectric & Musical Industries Ltd:, U .K: for this 
purpose will initiaUy be valid for a period of five . years with 
effect ,from 1st July, 1964. 

As regards your ~ri  Agreements with (1) MIs. Gramophone 
Company Ltd.; U.K. (2) MIs. Columbia Gramophone Co. 

Ltd., U.K: and (3) Mis. P9rJophone Co. Ltd. u.K., GOvern-
ment approve of your propQSals on the same terms and condi-
tions of the existing Matrix agreement between Mis. Gramo-
phone Co. Ltd., (I,ndia Branch) and Mis. Electric & Musical 
Industries Ltd., U.K. Subject to the period being limited to five 
years from 1-7-1964." 

1.21. It is seen that the Central Board of Direct Taxes had issued 
Instruction No. 794 dated 23-11-1974 to all the Commissioners of Income-
tax,· wherein apart from explaining the various conditions stipulated in 
Section 8()"O 9S amended from time to time, the following were imer.alifl 
also brought to-their notice: 

(i) The approval to the-agreement should have been granted by 
the Board specifically for the purposes of Section 80-0 and 
approvals granted by administrative. ministries will not meet 
the legal requirement. 

(ii) No deduction shall be allowed unless the ITO. has received 
the Boa.rd's approval order from the Commissioner of Income-
tax. If an assessee produces his copy of the order of appro-
val by the Board but the I.T.O. -has not received his copy of 
the order from the Commissioner of Income-tax, the matter 
should be referred ~  the C.I.T./ Board. 

t .22. Asked which Department of the Government is empowered to 
graQt. approval for the purposes of allowing the above-said tax iilcentive, 
the Ministry of Finance have, in a note, stated as follows: 

"From 1-4-66 to 31-3-72-Central Gover.nment. T i~ approva' 

was accorded by the concerned administrative Ministry to 
which the services provided under the agreement related. 
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f'rom 1-4-73 onwards-Central Board of Direct Taxes." 

1.23. The Committee enq\.lired how the approval ac<:orded on a date 

earlier than the date Of insertion of the relevant provision in the Income-
tax Act viz., Section 80-0 could be c ~ r ed as an approval "in this 
behalf' as .required under the Act. In a note, it has been stated: 

"The above approval was not for purposes of Section 80-0."· 

1.24. In their letler dated 19 SeptcmQer, 1980 tll Audit, the Ministry 
of Finance had accepted the objeCtion on tbis COU11t. In the said letter, 
it ~ inler-aiia stated: 

"It has now been ascertained that no specific approval for the 
purposes of Setcion 8()"O was. granted for the assessment years 
involved in tbe Audit objection. In view of this: tlte objection 
i~ acceptable." 

1.25. In this context, the Chairman, Central Board of Direct Taxes in-' 
formed tbeCommittee during evideDce as follows: . 

" . The third condition .~ that there should have been u specific 
approval Of the agreement by the Central Government or by . 
the Central Board of Direct Taxes. This condition is not satis-
fied. Therefor£, We have reported that we have accepted thl." 
audit obJection on the ground tbut there is no eci~c appro-
val of the Central Government or of the CentmJ Board." 

1.26. The Committee enquired how such an im)JO!'tant condition had 
been ignored. The representative of the Ministry of Finance (F.T.O.) ex-
plained as follows: 

" ... The agreement came up for consideration by the Ministry of 
Industry in 1964. The agreement was approved as a Matrices 
exchange agreement by tbe Ministry of Industry in November, 
1964. A change was made in the Income-tax Act with effcct 

from 1-4-1966 i.e. about one and a half years later, providing 
for a concessional treatment for income-lax in ca!les of lhill 
type, provided the income is received in pursuance of all 
agreement which bas been specifically approved by the Cen-
tral Government. The company did I)ot apply for separate 
approval to the Central Government." 

, 1.27. Instruction No. 794 further stipulated that 'where the money bad 

not been brought into India in convertible forejgn exchange, ae required 
under the retrospective amendment introduced fhroughtbe F1nanCf Act, 
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1974, immediate action may be taken to withdraw the relief where it has 
been wrongly aJJowed(from a!iscssment year 1968·69 onwards) by invok-
ing the provisions of Section 155(12) of the Income-ta,l. Act, 1961. 

1.28. The Audit paragr-dph points out that there was no evidence 
tbat the income had been brought into India by the assessee in convertible 

foreign exchange. The Ministry of Finance in a note stated: 

"Tbe point regarding the condition that the money should be 
brousJlt into India in convertible foreign exchange does not 
appear to have been examined by. the assessing offices, e~ 

the law was amended r~r ec ivcl  by the Finance Act, 1974." 

1.29. :m a subsequent note (March 1981), the Ministry of Finance 
have stated:· 

"The Commissioner of lucome-tax, West ~ -  in W'ho!;e 
charae the flssessments of Mis. Gramophone Co. of loma are 
made, has DOW stated that the royalties receivable by Mis. 
Gramophone Co. of India Ltd, for the period July, 1969 to 
June, 1974 were adjusted against the royalties payable by 
them to the foreign companies alld the Reserve Bank of 
India allowed them to remit the balance of Rs. 5,193.34 rc-
latina to the aforesaid period. Thus. in terms of explanation 

Cii) of Section 80·N, the assessee coolpany would be said to 
have recei\(ed the companies in conwrtihle foreign exchange 
for the said period." 

1030. Tile Cltmmittcc enquired whether the adjustment in royalries pay· 
able lind receivahle was er i~ i e  the Chairman CRD.T. stated in 

evidence: 

e~. Sir. When the Indian company has to receive any royalty 

from a foreign company. it has to pay a similar royalty to the 
foreign company. The Reserve Bank has permitted 1hem to 
make tbe adjustment of royalty payable in rupees. The bal-

ance of Rs. 5,000 which was LZiven to the Indian Company 
has been broul!!htinto India with the permis...<;ion of the Reserve 
Bank of India." 

1.31. rohe Committee wanted to know if a concession designed express-
ly to augment the country's rei~ exchange resources could be availed 
of in the manner stated above without actually bringing the necessary for-
ei,n exchenge into the ·country. In reply,'" the Ministry of Finance Mve 
stated : 

"'Not vetted iu Audit. 
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"Royalty was ·receivable as also payable by the ~ e .ee c ~
There was no-embargo so far as romittance of foreig!l exchange 
into India was- concerned. But remittances from' India are 
always controlled by the Reserve Bank of India, Adjusting 

the royalties receivable against royalties payable was allowed 
by. the R.B.I. That means that the royalty income received 
in pound sterling was allowed to be used in the U.K. for 
payment of the royalties to be'remitted from  India; Since the 
R.BJ:. pe.rmittedsuch use· outside India by netting of royalties, 
the' assessee' company could be said to' have received the 
amounts in convertib1eforeign e~ e  in 'terms of Explana-
tion (U) of Section 80-N of the Income-tax Act." 

1.32. The Committee desired to know if-

(a) there were any provisions in the Foreign Exchange Regulation 
Act to ensure that such· monies are brought into the country 
in foreign exchange and how the Reserve Bank of lndia kept 
watch' over sllch matters. 

(b) er~ was any built-in mechan.ism to collect 'aod collate data 
simultaneously on tran<:fer pricing in respect of dues receiv-
able and payable by way of royalty etc. for 'Purpose of 
Section 80-0 of the Income-tax Act. 1961. 

1.33. In reply the Ministry have stated: 

"The requisite information has been called for from the Depart-
ment of E::onomic Aff<lirs. It will be furnished all receipt of 

their reply." 

1.34. Iri reply to another e~i  as to how coordination was ensured 
between the RBI afl.d the Income-tax Department in ~  matters, tne 

i i~ r  of Finance has stated: 

"In so far as Section 80-0 is concerned, if· there is a doubt that 
monies have nol been re·:eived in convertible foreign' exchange 
reference would be made to the Reserve Bank of India for 

verification. " 

1.35. In their. Instruction· No. 797 dated 23-11-1974 and Circular 

No. 187 duted 23-12-1975, the Ce·.tral Board of Direct Taxes 'indicat.e4i 

that tbe concession was given ~~ the twin objective of encouraging 
export of Indian' technical know-how and the augmenta,tion of foreir,n 

exchange re ~rce  of the country." 



II 

}< or the purpese of this deduci ion, the term "provisIon of technical 
~  has been given specifi\!d definition in the Act itself under Sub-

section (2) of Section 80-M1, as to mean-

(i) the tramfer of all or any (rights inc1udiag the granting of a 
licence) in respect of a patent, invention, modeJ, design, ,ccret 
formula or proces!'; Or similar property; 

(U) the imparting of any information concerning the working of, 
Or the ~ of, a pateot, invention, model, deSign, secret for-
I mllla 01' process or similar property; 

(iii) the use of any patent, invention, model, design, secret formuJa 
or process or similar property; 

(iv) the imparting of .ny in1ormation concerning industrial, com-
mercial or scientific knowledge, experience or skilJ. 
.... 

1.36. It is seen that the assess(:e company entered into a technical 

!Collaboration agreement with ~. Electric and Music Industries Ltd. 
(EMI) U.K. on 22-1-65 for supply of technical know-how. MIs. EMI 
.was the parent company to which the other U.K. based company (MIs. 
Gramophone Company) was a 1 00 ~r cent subsidiary. The agreemenfs 
contemplated that EM! would supply to the Indian company "technicnl 
information relating to methods, processes and apparatus \lsed commer-
cially by EMI oc its suhsidiaries domiciled in the U.K. in the recording 
of sound or production of sound from sound records" and would also 
grant to the Indian company "non-exclusively non-transferable licences 

(without the right to goont sub-licences)." to manufacture: 

(i) Apparatus for recording 50und 

(ii) Apparatus for reproduction of sound from sound records 

(iii) Sound records of any kind 

(iv) Radio broadcast sound receive! 

(v) Radio gramophones. 

1.37. In a case, Lurgi India Co., (P) Ltd. Vs. CBDT and another, 
(121 ITR 289 Delhi), the Court sought to define the term technical know-

how in the following words: 

"The very meaning of technicul know-how is the knowledge wbich 
would enuble the er~ .  of the company to which the 

knowledge is imparteo to do a thing and the agreement for 
imParting technical know-how i!l to give them technical kuow-

ledge to do the project." 

5XO LS--2 
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1.38. It was brought to the notice of the Committee by Audit that 

the ec~  .~ ~ ic ed  the Ministry 00 15-10-1279. In their 
interim reply d e ~-  the Ministry bfld contended that 'it would 
not be correct to say that the assessee did not export any technical know-
how or skiIJ'. 

] .39. Asked if there was any specific mention in the agreements relnt-
ing to transfer of technical know-bow or skill or supply of model or design. 
the Ministry of Finance stated:. 

"The agreements only r vid~ for the supply of matrices." 

1.40. The Committee desired to kUow the salient fea,tures of the agree-
ment between the Indian company and the foreign companies. In lep1.y, 
the Ministry of Finance have stated: 

"The agreements provide for the use of matrices of the foreIgn 
companies by the Indian company and vice versa. The agree. 
ments also provide for payments of royalty for such use." 

1.41. The Committee desired to have a break-up of technical tees and 
royalty paid by the e ~ ~  to U.K. company, which was ll ~d 
"as deduction, during each of the years from 1969-70 onwards. In reply, 

the Ministry of Finance have ~ ed  

"Technical fees and Royalty raid to EMJ(UK) Vd., forasse:;s-
ment years 1969-70 to 1974-75 amounted to RI;. 19,58,340/-. 

The entire amount has been allowed as deduction in these assess-
ments." 

1.4.2. The Committee also wanted to know the nature of services ren-
dered by E.M.1. (UK company) to ~ e IIssessee company. The Ministry 

of Finance stated in reply: 

"Full details of the technical services rendered by EM! would have 
to be 3fiCertained from the assessee company. In so far as 
the royalty for the uSC' or ~  was con,cemed, this was 
for producing records in India of foreign music from matrices 

belonging  to EMI." 

1 .• 3. The Committee enquired whether the Ministry still held the view 
that.theassessee company was imparting technical know-how to the U.K. 
company. ·The Ministry of Finance have ~  

*Not vetted in Audit. 
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~l  is not the view of the Department that the assessee company 

was giving technical kn'Ow-how to the U.K. company. The 
U.K. company was allowed the use of the matrices of the 
assessee company which were patents of the assessee company 
to respect of which it hHd property rights." 

1.44. In their intcrim reply to Audit dated 4 March, 1980, the Minis-
try of Finance (Department of Revenue) had stated that the matrix in 

question could be construed as a model or a design within the meaning 

of Section 80-0. Matrix is like a mother record from which otber records 
can be made. The Matrix or Mother Shell is stored carefully for future 
reference. The r ~ can be reused to make Stampers as and when 
required. If by any chance, the Matrix gets damaged, then the whole 
process has to be repeated. A gramcphone record is nothing hut a 

replica of u Matrix. 

1.45. The Committee enquired whether matrices wcre liable to centrel 
excise duty and whether the records made out of matrices were also liable 

to such levy. The Ministry have statec: 

"Matrices fall under item 37 Anv) of the CET and attract duty at 
the rate of 30 per cent ad valorem. However, if matrices 
for rec rd~  impressed, used in the factory in which such 
matrices for records, impressed, have been produced are 
exempt from, whole of the duty of excise leviable thereon 
vide Notification No. 12/64-CE dated 8-2-1964. 

Record.. made out of matrices are liable to duty at the rate of 

] 5 per cent atl valorem under Item No. 37 A (iii) of the CET." 

1.46. The Committee desired to be furnished with details of the judicial 
interpretation placed on the words "design" and "model". The Ministry 

of Finance have furnished the following note: 

"Regarding the judicia1 interpr('fation of the word 'design', Delhi 
High CouCt has consid.!t'ed tbis aspect in the case of Mis Simon 
Carves Jndia Ltd., (120 ITR 172). According to Delhi 
l-ftgb Court 'design' may mean (i) a design drawn on paper 
as a drawing or (ii) a design which is actually prepared by 

c r c i ~ the thing ilse-If which had been designed on 

paper. 

However, the word 'mode)' does not appear to have been inter-

preted in "ny i c e- ~ cRse.", 
"', 

The decision of the Delhi High Court in the case of Simon Carves 
India Ltd. (120 TTR. 172) has been accepted by the Board!P 
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1.47, The Committee desired to know whether in the light of the 
judgment of the Delhi' High Court iii" the case Simon Carves India Ltd, 
(120 ITR 172), the Central Board of Direct Taxes still held the view that 
matrix could be constructed as a 'model' or 'design', In reply, the Minis-
try of Finance have stated: 

"Section 80-0 provides, inler alia, for a deduction of the whole 
01 the income received, in respect of royalty, Commissjon, 
fees etc" from a foreign enterprise in consideration for the 
use outside India of any patent, invention,  model, design, 
e~re  formula or process or similar property right. The ex-
pression 'similar property right' would include copyright in 
matrices. " 

1.48. 'The Chairman, C.B.D.T. stated in evidence: 

" ... We examined it in consultation with the Ministry of Law md 
the view taken was thaI copyright royalties arc covered by 
_, this Section. tt 

1.49," The Committee. enquired about the details of copyright ohliga-
tions in the agreement. T ~ Ministry have stated: 

"Clauses 6 and 13(II)(b) of thc agreement with the Gramophone 
Company Ltd., U.K. are as under: 

Clause 6. The company shall be solely responsible for the fulfil-
ment of all copyright obligations whether statutory or other-
wise arising from the manufacture and saJe of records press-
ed by the Company from Gramco Matrices, Gramco shall not 
be re ire~~ to supply matrices of any recordings containing 
copyright compositions 'lnd mechanical rights of which are 
controlled by Le Bureau International de L'Edition Mecha-
nique (iU.E,M.) untn and unless on agreement between 
the company and BIEM shall he infu\) force .md effel.1. 

Cause 13 (II)(b): Gramco shall be responsible for the fulfilment 
c;f aU copyright., Q),ligutions ~ er s:atutory or otherwise 
arising from the manufacturo! and sale of records under this 
Clause manufactured as ~ re l id from the said matrices 

and !lold (Juti,ide the tt'nitory. 

Similar clauses are there in the other two ree e .~.  

1.50. In a further note on the subject, the Ministry have stated: 

"In our interim reply of even. number dated the 4th. Match, 1980, 
w!' had stated that the matrix in question could ,be constructed 
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as a model or a design within ~e meaning of section ~ . 

t. It is now gatbered that when the assessee company sougbt 
the approv,ll of the Board under section 80-0 for later assess-
ment years, namely, 1976-77 and onwards, the matter had 
been examined in consultation with the Ministry of Law. The 

Law Mi.nistry had advised that the company had .. copyright 
in the matrix and the words "similar porpcrty right" appearing 
in sec ion 80-0 would cover copyright also and, therefore. 
Mis Gramophone Co. of India Ltd. would be entitled to the 

~. benefits of section 80-0." 

Copies of the relerence notes made by Foreign Tax Division to 
Ministry of Law and the advices received from the Ministry 

of La\'.' in F. No. 473/140J76-FfD are given in Appendix. 

1.51. The Committee, desired to know whether the three conditions 
replating grant of relief under Section 80-0 were cumnlative or alternative. 
In reply, the Ministry of Finance ha\'c stated: 

''The three conditions under Sec. 80-0 are cumulative. In '10 far 
as the third condition is concerned, the Section further speakS 
Of information concerning industrial, commercial or scientific 
knov.·ledge, experience Or skill made avai1able or provided or 
agreed to be made availab1e Or provided or in consideration 
of technical services." 

1.52. During evidence, the Committee enquired whether the object 
under1ying the statutory provision could be stretched to cover the instant 
case in which there wa!! no export of technical know how and akm. The 
Finance Secretary, stated: 

" ... This concession was  given specifically with a view to stimulate 
the flow of Indian ec l ~  abroad with special reference to 
developing countries. The wording of the Section as it stands 
would seem to cover ev~  3 case of the kind dealt with in this 
para!!raph. Therefore, a further question arise whether it is 
worth while and is e~ lc l to amend the Section in order 
to rule out the possibility and deny the benefit of tax couces-
s10n in a case of this nature. This becomes an issue of policy. 
No doubt one can argue what you are transferring is the CQPY 
right and there is . no rel\..4IOll to provide tax concesssion j" . 
copyright. Therefore, the relevant law could be amended tl) 
prevent such a possibility. We have recourse to amendment 

~ of non-tax laws; only where the loss of revenue as a result 
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of defective or too loose wording of the law is substantial ... 
I asked our Foreign Tn Division which deals with this 
matter whether they have had too many CMe$ of agreements 
reiatin,g to the copyrigh! coming up for clearance in order 
to get the b,cF!efit of St"'Ctioo 8().(). I understand that out of 
I 103 c ~c  they have dc(,1t with. only two agreements invi>}· 
ved copyright l'Oyaities. Jf this position is correct and I have 
no reason to doubt thai. I would think twice before proposing 
amendment ef the law only for this purpose. 

The second issue is, if we amend the law in order to deny the benefit 
of tax concession for transfer of copyright Only, further 
question would arise whether it would be in public interest? 

There may well be other cases, may be cases relating to books, 
i.nvolving c'opyrights, where an Indian company may be able 
to transfer its copyright 10 u foreign party abroad and tydrn 
in the process foreign e c ~ e and also create larger mar-
ket for its product. As to whether it would be in the ~ ic 
interest to amend the !aw in order to deny the benefit of tbe 
tax concession. I will have to go into it a little more carefully. 
J will have to consult t"C Ministry of Education which deals 
with books and pubJicatiolls and also the Law Ministry and 

then take the orders of the Government. I would have been 
on stron£i:r 'grounds in urging the amendment of the law, if 
there h11d heen far too many cases of copyright royalities com-
ing to the Board for approval. If out of 1,103 cases, there 

are on1y 2 cases. I would prima facie not say that we will 
not do it. I wou1d he:o;itate a liUl., before suggesting the 
extreme ste-p Of amending the' law. I wt1I also have to weigh 
carefully the consequenceIF of amending the law because in the 
process we may unwittingly deny the country the benefit of 
sale of copyright in som:; cases, 

1.53. He added: 

" ... From the "!leech of the Finance Minister, it is clear to me 
tbat 'at the ~elev  point of time, the intention was that the 
conceRSion §hould be ~e  only in cases of transfer of techni-
cal know-how and the liIre, It perhaps was not intended to 
covercopYrigltt. At any rate, there was DO' conacioos deci-
llion to tbpt efllect. Under the law as it staads and as inter-
preted by the Law Ministry, a case of this ~d would seem 
to be cover('d. The further QUestion is wbether we can amend 
t'he Jaw. Ttre words "shrillar property right" "ave been betd 
to cover 'f'lItances of thic; - ~ re. Wesbouldchang& the law 
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when its interpretation h: not in accordance with the inten-
tion' Of tbe' original legislature and where you find that the 
Joss of revenue as a result of such interpretation is ,hiab and 
that far tl)O many cases arc covered by that law. Approval 

of the Board of Direct Taxes is now required and that is 
being accorded by the Board. According to the information 

given by the Board, out of over 1,000 cases, only 2 cases of 
tbis nature have come to tQe notice of the Board. Even if 
there are 2 cases, one can still amend the law, if tbe amount 
involVed is very large. We will have also to see whether the 
amendment will have some unintended side effects and hurt 
others. I would like to proceed carefully in this matter." 

J 54. He further added: 

"Even granting that some parties would try to take advantage of 
the interpret'ttion, there is still built-in safeguard in the exist-
ing proYisionand that i~ that it requires the specific approval 
of the Central Board 01 Direct Taxes. In my view, 'the parties 
may challen'Qe it in courts. The Central Board of Direct 
Taxes can' ; ~c  such applications if it feels that it is' not in 
the public interest or that it does not satisfy the 'conditions 
laid dOWlliA the section. It is-Dot as if even in the absence 
01 an amendment, we aT'! totally helpless. All that I am 
submitting is that, even granting that this interpretation be-
comes known widely and parties come forward to take advan-

tage of it, if we consider. that the applications are not in 
public interest, it will bl" open to the Central Board of Direct 
Taxes, in exercise of it., powers, to reject them." 

1.55. Asked whether in' ~ e~ of tlle' Ministry's reply that the subject 

matter of export in the instant case if. a matrix and not the technical 
know..ftow the matter (lid not require further examination, in consultation 

with Audit and the Ministry of Law at a high level, the Ministry of 
Finance have informed the Commitee (April, 1981) as follows: 

"It is proposed to e18mine the question further in consultation 
with the ~l i  and the Ministry of Law at a higher level." 

1.56. The Committee desired to be furnished with details of other 
cases if any, in which ~ . il r dedu"tion<; were allowed. The Ministry of 

Finance have stated: 

"No such c.tse l~ beet! re r ~d by the Commissioners of Ineome-
~~ . 
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D. Reetiicatory Ac:doDs 

1.57. In terg1S of the agreements, the assessee-company received the 
following payments during the previoui years relevant to the assessment. 
yean! 1969-70 to 1974-75 from the foreign companies: 
-----_ .. _----- ----_ ..... ----_.---

TOlal-paymcnt' 
received 

(Amount in Rupees), 

--_._-_. __ ... _---_ ... __ .. _ .... " .. __ ._-._-------". ------
'969-70 
1970-7' 

'971-73 
1972-73 
I 97S-7. 

1974-75 

--~ -_ ... _----_. ..-. -----_._-----

~.  

3,5+.066 
3,48.736 
1,4:l.&G 

~ ~ 

3,.9.332 

1.58. The assessee cl1imed deduction for the entire amount of Rs. 16:45.. 
lakhs under Section 80.0 of the Income tax Act, 1961, and the claims 
were allowed by the c ~ tax ic~r while completing the assessn.eats 
on various dates between 24-6-1971 ~l d 16-2-1976. 

1.59. Subsequently, relief to the extent of Rs. 1,10,432 for the 
assessment year 1969-70 and Rs. 10,500 for the assessment year 1970-71 
was withdrawn in the rectification orders passed in JUDe, 1975, on tbe-
ground that the amounts were received from Mis. Capital R.ecords IDC. 
U.S.A. which had not ~ee  declared ~ a "Company" under Section 2(17) 
of the Income-tax Act, t 961. As stated elsewhere in this Report, a 
majority Of ~ shares ot Capital Records;. 

1.60. The tax effect for each of tbe assessment years from 1969-70' 
to 1974-75, as indicated-by the Ministry of Finance is as under: 
--_._-" -.... --_._--------_.-._._---

Auessment year Tu effect 
(RI.) ._--_._--_ .. _--

1969-70 

1910-71 
1971"'12 

1972-73 

1979-7. 
197.-75 

.Not vetted in A-dit . 

. 1iIRl!llier or ~. 65,200 (approx.) wa. withdrawn 8ubs«)lIently. 
( %R.etier or 1«. 5.170 (approx.) .~ withdrawn ~ e l . 

1I,35.52.@ 

1.94.'136% 
1,91,805 

80,518 

'9O,g62 

1,49.990 

TOTAL 9,37,535 
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1.61. Consequent upon incorrect deduction alloWed to the assessee com· 
pany, the short levy of tax as worked out by Audit amounted to, 
Rs. 8,65,523 as per details given below :-

--. -------------.. ----------_._ .. _ .. ----_. __ .-
Asaessmcnt. Yf'.al' Deduction Rate of Shon levy 

1969-70 • 

1971"72 • 

19711-73 • 

1973"7 •. 

'974-75 • 

." .~  

allowed lax of tax 

2.82.J..,a , 600' /0 1.1i9,289 

3.43,SP6 55% r,88,g61 

3,41.736 55% l,gl,9Q!) 

1,42,826 55%+ 
S. c. 2i% 

80,518 

1,57,509 55%+ 
s.c. 5% 

~  

2,49,3311 §5%+ 
.C·5% 

1,43.919 

15,24, 1t7 8,65s;r3 

1.62. The Committee enquired whet1ler the assessing officer had en-' 
tertaiDed any doubt at any time about the admissibility of the deduction: 
claioted by the assessee company. In reply, the Ministry of Finance (De-· 
partmcut of Revenue) have, in a DOte ~ as follows: 

"The assessing officers in the assessment orders' ef the assessment 
years 1969-70 to 1974-75 have giVeR a finding that ,the condi-·· 
tions laid down u/s. 80-0 had been fulfilled. For example, in 
tbe assessment order for the assessment year 1974-75 he has 

stated as under:-

"The assessee recived matrix royally of Rs. 2,49,332 from the 
Gnlmophone Co. Ltd., U.K. and Capital Records Inc. USA 
in consideration for the use of the property right of recordings 

if the matrix that the assessee company manufactured. This 
w.\s in term.'l of the Matrix Exchange Agreement as approved 
by the Government of, India. As the conditions laid down 
u Is. 9()..O are fulfilled, the assessee is allowed lOOper cenf 
deduction of the royalty which the e..~ ce received as in 

lest year". 

1.63. The Committee desired to know if the Ministry had enquired how 
the assessing officer (s) could go so wrong on the basis that the conditions-
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were fulfilled, when two of the three conditions were admittedJy not fulfilled. 
In reply, the Ministry of Fmance have stated: 

"In so far as the assessment years 1969-70 to 1972-73 are con-
cerned, the condition that the resultant income should have been 
brought into lndioa in convertible foreign exchanse was not 
looked into at the time of the original assessment as this con-
dition was introduced retrospe(.'1ively with effect from 1-4-1968 

by the FInance Act, 1974. Regarding tile condition of speci-
fic approval for purposes of Sec. 80-0, it appears that some 
of the officers have believed that the approval of the Ministry 
of Industry granted in respect of the Agreement vide its letter 
of 6-11-1964 was equally good for purposes of Sec. 80-0 as 
the said approval "in this behalf' contemplated in that Section 
had al!io to be granted by the Central Government, i.e., the 
Ministry of Industry itself. III this feg'drd it may be mentioned 
that even the income tax Appellate Tribunal, Calcutta Brclnch 
in their order dated 7-3-80 for the assessment year 191'1-72 
in this case have held that the Itpprovral of the Ministry of 
Industry was sufficient also for purposes of Sec. 80-0". 

1.64. The Committee enquired about the rectificatory action and tbe 
present position of the case. The Ministry !itatcd (September ~  as 
follows: 

"On receipt of the audit objection, notices under ~ i  154 -'were 
issued for the assessment years 1971-72 to 1974-75 (action 
u/s. 154 was already time-barred for the assessment years 
1969-70 and 1970-71). Action uis. 147 (b) was also taken 
for the assessment years 1972-73 to '1974-75 for which such 
action was still within time. Assessee -company has filed writ 
petition in the Calcutta High Court against the notice u/s. 148 
and has obtained stay of further proceedings. 

Orders u/s. 154 have been'pa$Sed for assessment ye¥s 1971-72 
and 1974-75 fully withdrawing the benefit given earlier u/s. 
80-0. 1.1: .. 0. has been asked "to explain the ree.sons for not 
'taking similar action for the assessment years 1972-73 and 
1973-74." 

1.65. In yet another note furnished at the Committee's instance the 
Ministry of Finance have stated: 

"Relief was granted in assessment for the years 1968-69 to 1974-75 
either in original aMessments or by way of rectifications made, 
subsequently. Relief granted for the asseSliment years 1971-72 
and 1974-75 were withdrawn by orders under Section 154 
dated 11-5-1977 and 13-2-1980 respectively. The cea8Ol1S 



21 

for takina action under Section 154 are given in reply to .... 
No relief was allowed for 1975;·76 on the ground that the 
agreements were not approved by the relevant authority for 
the . purpose Of Section 8()-(). The assessee's appeal against 
withdrawal of relief fOT the year 1971-72 WjlS rejected by the 
CommissioDer of lDcomo--Utlt (Appeals). However, the I.T.A.T. 
has since then allowed the appeal of the assessee. 

C.T.T. (Appeals) had also rejected the appeal for 1975·76 assess-
ment year. The ~ e ee company has gone in appeal to the 
l.T.A.T." 

1.66. The Chairman, C.B.D.T. stated dttring evidence: 
. . 

"We had to correct this mistake under Section 1'54. One of the 
CBSCDtial condiGom; of Section 80-0 is tOOt there should be a 
specific approval. That condition is not fufilled. The appro-
val was wrongly granted. The order under Section 154 itself 
has not been upheld on the ground that two views are possible-

the approval given by the Ministry of rndustry might perhaps 
be tabn u a ~ eci c approval of the Government." 

1.6'7. The representative of the Ministry of Finance (FTD) added: 

"Apart from action under Section 154 for the assessment years 
197]-72, 1972-73, 1973-74 and 1974-75 we have teken 
. pction u/s. 147(b). Those proceedings have heen initiated but 

they have heen stayed by the High Court." 

] .68. Scrutiny of the assessment records by Audit in August 1980 dis· 
closed that for the assessment year 1974-75, the I.T.O. issued a notice under 
section 148 on 18-3-1977 for reopening the assessments under section 
147 (b) . The assessee filed on 254-] 977 a return showing the same 
income as declared e.lier and deoying any escapement of income. How-
ever, instead of proceeding to take action under Section 147(b) the 
I. T. O. issued e.nother notice under section ] 54 on 30-l-1980 for rectifying 
the assessment, treating the omission as a mistake appa,rent from record. 
The I.T.O. rectified the assessment under section 154 on 13-2-1980. How-
ever, this omer waa canailled by the I.T.A.T. on 7-3-1980 holding that the 
matter was debatable and as such no action under Section 154 could be 
taken. 

1.69 When asked to indicate the reasons fOI' not reopening 1974-75 
assessment also under Section ] 47, the Ministry of Finance have, in a note 
stated: 

1.69. When .&ked to iudicate the reasons for not reopening 1974·75 
for the assessment year 1974-7S. Action ~der Section 147 
for reopeaing the assessment was also taken on 18·3-1977." 
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1.70. During evidence the Committee desired to know the time-lag bet-
ween the receipt of audit objection and the remedial action taken in the 
matter. The Chairman, CBDT stated: 

"The first assessment involved was 1969-70. But by the time the 
audit objection was received, the assessment had become i ~

barred. It was received on 15th JUDe, 1976. We could not 
take action either under Section 147 (b) or under Section 
154. For the years 1969-70 and 1970-72. action under 
Section 147 (b) was not possible. For the assessment year 
1971-72 only action that could be taken was under Section 
154. That was initiated on 1-2-1977. For the year 1973-74, 
aodce UDder Section 147(b) was issued on 18-3-77. Notice 
under Section 154 was also issued. This notice was issued OIl 

22-12-1976. So we have taken action under 147(b) and 
also under Section 154 fairly quickly." 

1.71. He added: 

"By the time the Audit objection wa. received action under sec-
tiOJl 1"7 became time-barred for two years .. ".. 1972-73. 
1973-74 and for 1974-75 he took *ction both under Sections 
1S4 aDd 147 (b) ...... Notice under section 148 has beeD 
issued for 1974-75 on the ground that there was no specific 
approval of Section 80(0) a.nd rellef under section 80(0) was 
wrongly allowed," • 

i ........ ~ ~ ~ 

1.72. In a subsequent note (March 1981), the Ministry of Finance have 
communicated the latest position as under: . 

Aaelament year 
Date when 
the order 
Ills 154 
paued 

11-5-1977 

----~ ... -_ ... _-_ .. _----..• -.. ' 
Additional 
domaDcl 
t'Ilised 

Remarks 

9 

1,99,'175 Demand raised by acljustmnt of the 
rctwlcb due for 1973-74 and. 19'14-75". 
AYs. However. tbe order ut. 154 wu 
cancelled by r.T.A.T. on 7-3"10 hold 
inr that the matter was debatable and 
as auch no action uts 154 could be 
taken. 

Notic= II/S 148 were issued on 
18-9-197'1. However, the Oalcutta 
Hill, Court bas 8tayed .the proccedinp 
on the ground "as otherwise the 
petitionet· would Buffer extreme hard-
ship". .~ .uch no further action 
i, possible. 

_.-... ----------------.---------_. 



Il 

1974-75 
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4 

-------------
',+9,8g8 ~ c ee had aI,'Plied for stay till di-

~ . This was granted. . C.I.T. 
(Allpeals) in hil order dated 8-9--1980 
has c.ancelled the order utI * hOlding -. 
that the matter ,\'a, debatable and 
therefore, no action uJa ~ could be 
taken. 

The reason' for r"ctificatins uJ' '5-, ~ r the assessment year '97'-711 and 197+-75 are as 
,under:-

(i) A.Y. '97'-711 . 

(ii) A.Y. '9N-75 • 

The order refers to wrong deductiollll ufl 80-0, Bo-L 
and 8o-M. In 30 far as Sec. 80-0 is concerned, the 
reason riven iD the order is that. the agreement had 
.JlOt been approved for purpose of Sec. 80-0.' 

_. The rcason for rectification given in the order is . that 
"royalty had not been broulfht into India in accor-
dance with the law in foree for regulating the pay-
ments and dealings in foreign exchanges , the deduc-
tion ~ 80-0 could not be allowed." 

1.73. The Committee enquired bow such a patent mistake in the assess-
ment of a subsidiary of the foreign company remarned undetected so long 
and whether checking at higber level was onI y on random basis, the 
Chairman, C.B.D.T. explained as follows: 

"As directed by the PAC earlier-, we have created sorno posts of 
lAC (Assessment). Our instructions to the field are that i ~ 

portan'i cases and also cases of se<lrches and seizures, etc. 
should be assigned to those lACs .... 1 must admit that in this 
particular case this has not been done. We C checked up from 
the Commissioner 'as to why this had not been done. I was 
told that other cases like search and seizure which also should 
receive greater attention or more deeper scrutiny, bad been 

assigned to him. But stilI I feel that this type of cases should 
have been dealt with by the lAC. (Assessment) ........ The 
. responsibility in this case is not that of the income-tax officer 
or Assistant Commissioner, but that of the Commissioner. He 
should have {lSsigned it to some senior officers. The mistake 
is that of the Commissioner rather than of the assessing officer". 

1.74. The Committee enquired whether departmental instructions exist 
·about the need for extra care in the assessments of subsidiaries of foreign 
companies. The Ministry of Finance ~~  however. stated that "reply will 
follow,t. ~. 
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1. 75. However, it is seen that in termS of lDstruction No. 194 dated 
23-11-1974, the claim for deduction under Section 80-0 should be dealt with 
in detail in a sepa.rate and self-contained. paragraph in the assessment order 
rather than dom gsummarily with tbeclaim e.g., by saying "deduction allow-
ed under Se\:tion 80-0 as claimed by the assessee". Furthermore, para 2(ix) 
of the Instruction stipule.ted that deduction to be granted under Section 
80-0 (including the allocation of expenses against such income) should be 
qualified by the Income-tax Officer with the approval of the Inspecting 
Assistant Commissioner who may, in suitable. . 

1.16. The Committee desired to know when action was initiated against 
the ITC. The Chairman. CBDT, re~ed dming evidence: 

"After tbe'receipt of this Audit para in the Board, we called for 
the details of the assessments. It was only then that it came 
10 light that under section ] 54 action had been initiated in two 
years, but not finalised with the result that it became time-
barred. So, we asked him what action has been taken aguiJ.tst 
the ITO? 

1.17. He further added: 

"CIT's Repon was received in February, 1980. We have been 
1.n correspondence only recently, about six months ago." 

1.78. The Committee enquired about action taken or contemplated to 
be taken against the 1 ••. 0. and other supervisory officers for their failure 
to initiate timely action ,for rectification of assessments under Section ] 54 
for the assessment years 1972-73 and 1973·74. In reply, tbe Ministry of 
Finance have stated: 

"Commissioner of Income-tax has been asked to call for the c'l.pla-
nation of the concerned officers. On receipt of their reply, ap.-
propriate action would be considered itt the light of the reply 

received." 

1.79. The Committee desired to know whether the case was looked 
into by Internal Audit. In reply, the Minjc;try of Finance have stated that: 

"Internal Audit scrutinised all a.'Iscssments reor the year 1969-70 to 
1974-75 but no objection was raised by them." 

1.80. The Committee, therefore, desired to know whether the Ministry 

has enquired how the fact about non-fulfilment of the prescribed c di i~  
escaped the attention of Internal Audit consecutively over the years. In 

reply ,the Mini-stry of Finance have stated: 

"Commissioner of Income Tax has reported that the Internal Audit 
fhought that ~c approval given by the Ministry of T d ~ rie  
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was suffident compliance with the provisions ol Sec. 80'() and 
there was nothing on record to show that the other c'J.llditioos 
had not been complied with." 

1.81. The Committee enquired whether the failure on the part of the 

assessee company to obtain Government's approval for the agreement before 
claiming relief under Section 80-0 did not also imply failure to disclose all 
re1evaDt information and if so, whether the question Qf launching criminal 
proceedings against the company had been considered. The Olairm-an 
CBDT stated: 

"I must frankly admit that we have not examined it from the point 
of view of prosecuting. I do not think: that there was mens rea 

in this ca'!e for a prosecution." 

1.82· Asked if the penal provisions of prosecution were ever used to 
collect the taxes due to Government, the representative Qf the Ministry at 
law stated: 

''The mens rea aspect has not been considered by us on any refer-
ence received from the Department but merely ITO committing 
some Japses will not be a justifiable ground." 

1.83. The Chairman, CBDT added: 
. 

.. . . . . so far the policy of the Boaret has not been to make use of 

prosecution for the purpose of recovering taxes." 

1.84. Asked why the proceedings in the case could not be reopened 
under Section t 47 ( a), the witness stated: 

"Since the amount involved is more than Rs. 50,000, it win still 
be open for Us to take action u/s 147(a) because the 16 year 
period has not expired. The ~ e i  of the C..ommittcf' 
will be taken note of and we will try to take action u/s. 148 .... 
I have my doubts in this matter. We will, however, have this 
matter examined and if we finrt tha't Section 147(a) is appJi-

cable, we will reopen these as!';esmJents. It is still ~ i e 

for us to reopen. assessments under Section 147(a)." 

1.85. The Committee enquired whether the merits Qf the matter were 

discussed in the impugned order. The Chairman, C.B.D.T. replied: 

''Merits of the matter were not di c ~ d in this order. The order 
under Sec. 154 had been set asid(' on the ground that it was 
a debatable issue." 
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1.86. Asked whether counter to the petition' or for vacation of ~  parte 

. stay had been filed by the Department,the ir ~ C.B.D.T. stated in 
reply: 

"The counter has yet to be filed." 

1.87. The Committee, enquired about th.e usual procedure followed in 
-fluch cases where stay is given in writs. The Chairman, CBDT replied: 

"We try to get the stay vacated. But we seldom succeed. These 
are all administrative lapses. In fact, it aU depends upon the 
problems in each charge. There are certain charges where 
the counter-affidavit is not quickly filed. Calcutta is one of tM 
charges, where particularly in Jegal matters things get delayed." 

1.88. Asked if the Department felt satisfied because of the approacJt of 
the High Courts or inadequacy of efforts on the part of the Department 
was responsible for delays in vacation of stay orders, the Chairman, 
en.D.T. replied: 

" 

"Both arc responsible. But the main thing is the first one. If 
there are thousands of writ petitions pending in the High Coun, 
ht this particular case the ITO may feel, what is the hurry 
in filing my counter, because it will take aDOther five or six 
years Ifor the matter to come up. That attitude is natura] and 
pOssible." 

1.89. Asked jf it was a general problem, the Chairman, C.B.D.T. stated 
that they did not have similar problems in other High Courts. Another 

witness added: 

"In Calcutta. there arc writs at;ain'lt 147 (8) and also against 144 B. 
Most of the assessees go to the Hil!h Court and get interim stay 
against 144 B. Our request for vacation of the interim stay 
is rejected. .They take some sort of security for payments, but 
stay is granted. against passing orders." 

1.90. In a note furnished subsequently, the Ministry of Finance ha)'e 

stated: 

"Notices under section 148 were· ]s8ued on 18-3-1977 and not 
18-5-1977. There has been an undue delay in the fiUngof the 
counter affidavit. Commissioner of Income-tax is being asleed 

to enrolure thllt such delays do n!'1't occur in future." 
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1.91. Asked to indicate what the Department proposed k> do now to 
gel the stay vacated, the Ministry of Finance have stated: 

"The Law Ministry is being re e ~ to try to get the stay vaCated." 

1.92. At the instance of the Committee, the Ministry have furnished 
the following statement showing the writs pending in various High Courts, 
as on 1-1-1981: 

'--
Total No. Pending for 

S, Charge of pen- Remarka 
No. dency as Jess than 1(02 2 to 5 More than 

on one year years  years 5 yean 
1-1-lgSl 

... -.~. -~~  , ------------~ ---... -----_ ..• _------... 
2 3 4- 5 6 7 8 

-.--_.-
Agra 

2 Allahabad 39 34- 5 

:3 A'llriUlar 47 19 28 

4 A.P. 55 36 10 , ' 2 7 
".-' 

S Assam 8g 33 45 " 
6 Baroda 9 9 

7 Bihar-I 8 6 

8 Bihar-II 

9 Bombay 263 263 

10 Bombay (c) 41 17 12 12 

II Calcultll(C) 174 173 

III Delhi (c) 59 32 27 

13 Delhi 57 57 

14 Gujarat 68 31 29 86 

15 Haryana 40 4 36 

,6 Jilipur 73 !l7 15 3 !l8 

'7 Jodhpur 28 4 7 15 !l6 

18 Jullundur 4 .. . " 

19 Kanpur 15 15 

20 Karnataka 304- 217 5!1 35 

21 Kerala 80 8 31 23 18 
-_._-.. __ ., ... _---_.-. ----.. -------~-- -. ~ 
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E. Collusive Arraaaemeats. 

1.97. A deduction similar to that provided in Section S()..() is also-admis-

sible under Section 80-MM to Indian Companies on the income from "pro-
vision of technical know-how" received by them from any person carrying 

on business in India, with the differenCe that the quantum of deduction is 
lImited to 40 per cent of such income. This concession, which was intro-
duced w.e.f. 1-4-70 by the F:inance Act, 1969, had as its objectives, "mini-
misation of the repetitive import of technology and encouragement of 

development of local know-how" (para 45 of the E l ~r  Notes). In 
the guidelines issued by the Board for the approval of agreements under 
Section 80-MM (Circular No. 140-dated 6--7-1974) it was inter alia stipu-
lated that any agreement which is a collusive arrangements for abuse of the 

tax concession will not be approved. 

1.98. In the case cited below, which came to the notice of the AudIt, the 
objectives and guidelines stipulated in the Board's cricular dated 6-7-1974 

for approval of agreemen.ts under Section 80-MM do not seem to have been 
kept in view: 

Mis. Union Carbide Corporation, a non-resident foreign company sup-
plied technical information for the design. fabrication and installation of 
distillation trays, to its Indian subsidiary (MIs. Union Carb1de India Limi-
ted). who in turn supplied the technical information to Bhabha Atomic 
Research Centre, Bombay for a fee of $ 2,50,000. The Indian subsidiary 

passed on 50 per cent of fee to the foreign company, and on the balance 
of $ ],25,000 (Rs. 9,39,144), relief under Section 80-MM was allowed 

to the extent of Rs. 3,75,658 in the assessment year 1971-72. ~ agree-
ment in this case wa!) approved by the Ministry of Industrial Development 
and Internal Trade (Department of Tndustriel Development). The foreign 
company had obviously utilised the Indian subsidiary as an intermediary, 
so as tn enable the Indian subsidiary to avail of the tax c c~ i  under 

Section 80-MM. because the Income-tax Act does not provide for a similar 
conCe5sion to. foreign companies on fees for technical know-bow received 

by them in India and foreign companies sl!fier tax at a higher rate than 

Indian companies. 

1.99. The Committee enquired whether the technical collaboration 
agreements between multinationals and subsidiaries are examined to make 
sure that transfer pricing was not resorted to and the benefit of tax con-

cession withheld in such cases. The WilDe!!!' repJied: 

"We. are examining the whole question of transfer pricing." 
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1.100. The Finance Secretary added: 

"This matter is dealt with by the Department of Economic Affairs. 
These are issues of policy which have to be dealt with in. a 
Jarger forum. Simply because transfer pricing is likely to 
present problems and difficulties in assessment the country 
cannot deny itself access to higher technology. The Govern-
ment have laid down areas in which foreign te(:hnology will be 
welcome. We do not welcome foreign technology ...... indiscri-
minately. We welcome it in areas of sOphisticated technology. 
Approvals for foreign technology are accorded by the Foreign 
Investment Board on which Secretary of Department, Science 
a.IJd technology is represented. They go into each case of 
foreign technical collaboration and clear it only where it is 
considered to be in the natioool i,nterest, But I do agree that 
in such cases where a foreign investment is allowed, there is a 
possibility of tax obligations being evaded through transfer piic-
ing mechanism. This will have to be carefully examined by 
the Income-tax Department. But simply because transfer for 
pricing is going to present problems of taxation, the country 
cannot on that ground shut out foreign technology and foreign 
investment. The Government bIVe taken this into account in 
framing the policy." 

1.101. It was brought to the notice of the Committee that MJs. Union 
Carbide Corporation, a non-resident foreign company, supplied technical 
know-how to the Bhabha Atomic Research Centre, Bombay, but routed it 
through their Indian subsidiary, Union Carbide (India) Ltd. who collected 
the technical Imow·bow fees from Bhabha Atomic Research Centre, Bombay 
and claimed relief under Section 8()"MM. The Committee desired to know 
whether adequte safeguards have been provided for ensuring supply of 
technology directly and not through Indian subsidiary of a foreign company. 
The Finance Secretary stated during evidence: 

"So far as the terms of tfamfer of technology are concerned, whe-
ther it could be supplied directly by the foreign company, or 
through its Indian subsidiary, and what are the tenus that 
should be allowed are being gone into by the Foreign Invest-
ment Board, under the Department of Economic Affairs, on 
which there are represematives of Departments like Science and 
Technology. So, both the need for acquisition of foreign 
technology and the reasonableness of the terms are gone into 
by that body. At that stage the Deptt. of Revenue plays no 
role. I have given an assurance to the Committee earlier on. 
two points. One is to establish a Special CeO, whic)\ is 
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designed to look into the cases relating to large houses and 
. also investigate some of the cases relating to multinationals. 
In fact this Cell is already in existence. The cases relating to 
IBM National Grindlays Bank have been looked into the Special 
Cell. This process will be continued. More than that, I have 
also suggested that the Foreign Tax Division in the Central 
Board of Direct 'Faxes, during the slack period i.e. after the 
month .. of March till when they will be busy finalising assess-
ments, should meet some of these Commissnoners at a Central 
point and exchange ideas with them on problems relating -to 
the assessment of these multi-national companies. We cannot 
except all the Commissioners to be experts in dealing with this 
problem. But  the Foreign Tal. Division has acquired specia-
lised l~ e. 1 have suggested that they should organise 
-I would not say Seminar but some kind of meeting for 
exchange of ideas, between the field staff and the staff of 
Board. I am sure my colleague will follow it up. I \till see 
that it is followed up. You will appreciate that in 1975-76 we 
amended the Income-tax law specifically to ensure that some 
of  the problems like head office expenses and royalty were gOt 
over by providing specific percentages so that they do not pro-
vide room for r~ e  between the assessee and the taxing 
department and also in the process give scope to these com-
panies to cheat the legitimate taxes due to ~.  

1.102. The Committee desired to know the precise connotation of the 
terms 'collusive arrangement' and how such arrangements were guarded 
against. The Ministry of Finance have, in a note,· stated: 

•• 

) 

"This item is dealt with in two parts. First part deals with Section 
80-0 and the second one with Section SO-MM . 

(a) Application under Section 80-0 are first examined by the 
Branch in the Foreign Tax Division. These are then scru-
tinised by the Director and the Joint Secretary c ce ~d. 

If necessary, hearing are also given. The pape!s are then 
put up to Chairman, Central Board of Direct Taxes for fimd 

orders. 

--------------------
,·Not vetted in Audit. 
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Section 8Q..M M 

(a) (l) For sc.ulini!iing tlif'. agreements received in the Board lor 

approval under e i l~ SO-MM, a special cell known as 

*" 80-MM Cell has been created. This cell comprises of 1 Direc-
lor / Deputy S€'cretary und one Assistant. 

(2) For the facility of sCfUltiny of agreements, an applicant is 
ftquired to !umish certain information in the prescribed pro--
forma along with the application or as loon thereafter as 
posloible. 

(3) The Director JDeputy Secretary scrutinises each of the agree-
ments in the light of the information received and, if neces-
sary, he may call for further information or grant a bearing to 
the party. He then puts up a note containing bis rqcommenda-
tion as to the extent to which the agreement qualifies for ap-
proval. 

(4) The Member in-charge take a decision in -the light of ~e e 

of Director / Deputy Secretary and the material on record. If 
n.-:cessary, he also grants a hearing to the party. 

(b) An agreement between two or more closely connected parties,,-
which is e ~i l  for the provision of technical know-bow, 
but which, in reality, is merely a device for tax avoidance, is 
said to be a collusive arrangement. The basic aim of entering 
into such an agreement is to divert the income from one 
company having a substantial income to the c~ l c  

company in whose hands the income will bear no or Very little 
tax 'a'S a result of the grant of relief untler Section 8()"MM. 

In order to find OUt the collusive arrangcml!nt, information in the 
prescribt:d proforma is sought from each applicant. The 
information includes particulars about the parties to the agree-
ment, the nature 'Of their business activities, theic relationship 
including the relationship Of Directors of one company with 
the Directors of the other company, details of the applicant's 
interest in the business of .the other party. arrangements and 
facilities available with the applicant for obtaining and 
imparting of know-how, manner of imparting the know-how 
etc. If, after going througb the information, it is found that 
there is a relationship betweeri parties or the applicant has 
-interest in the business of the other party, further enquiries are 
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made to find out the genuineness of the agree.ment and the 
reasonableness of tbe terms for the provision of te;:hhical 
know-how." 

1.1 03. The Conlmittee desired to know whether the agreement in this 
caSe was examined k.eeping in view the aforesaid guidelines. Thi! Minis-
try of Finance have, in a note, stated: 

"MIs. Union Carbide India Limited submitted an applicaHon uated 
3-9-1970 to the Ministry of Industrial Development and 

Internal Trade (Department of Industrial Development), re-

questing for approval under Section 80-MM of the Income-tax 
Act, 1961, of its agreement dated 12-3-1970 with Bbabha 
Atomic Research Centre, Bombay. This agreement was for 

supply of technical information and know-how relating to the 
functional design of Distillation Trays required for manu-
facture of heavy water at a plant to be set-up in Rajasthan. 

This agreement was approved for the purposes of graqt of 
exemption ooder Section SO-MM by the Ministry of Industrial 

Development and Internal Trade (Department of Industrial 
Developmeat) on 30-10-70. 

Guidelines for approval of agreements under Section 80-MM were 

issued by the Board for the first time vide their Circular No. 
124 dated 13-11-73. These guidelines were subsequently 
reviewed and modified and the revised guidelines were issued 
vide Circular No. 140 dated 6-7-74. 

-
As the agreement of Union Carbide India i i~ed with Bhabha 

\' Atomic Research Centre was approved by the Ministry of 
Industrial Development and Internal Trade (Department of 
Industrial Development) before the issue of the guidelines, the 

question of examination of the agreement in the light of the 
guidelines did not arise." 

1.104. Asked about the matter in which the amount of technical fees 
received from Bhabha Atomic Research Centre were shared between the 
Indian subsidiary aftd the foreign company and whether the share ~eceived 
by the foreign company was brought to tax in India, the Ministry have 

furnished an interim reply, which is reproduced below: 

"For supply of technical know-how to B'habha Atomic Research 
Centre, the Union Carbide India Limited received a fees of 
an emoUDt in -rupee currency equivalent to U.S. $ 2,50,0000. 
Out of this. it paid 8 sum of U.S. $ 1 ,2S,OOO to Union Carbide 
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Corporation, New York under tlie agreement dated 12-3-70 
in c()nsideration of the provision of technical know-bow by 
the Union Carbide Corporation, New York. 

Mis. Union Carbide India Limited has also received a fees of 
U.S. $ 5,15,000 from Bhabha Atomic Research Centre for 
supply of de ~ed engineering design. It however, passed on 
the entire amount to Union Carbide Corporation, New York. 

According to its letter dated 20-1-77 filed by Union Carbide India 

Limited, it claimed reHef under Section 80-MM on an amount 
of U.S. $ 1,25,000 only. The Commissioner of Income-tax, 
Calcutta has been requ.:sted to intimate as 'to whether the 
amount of fees received by Union Carbide Corporation, New 
Yor-k. has been brought to tax and, if so, the details thereof. 
The information is still awaited from the C.I.T., Calcutta. It 
will be sent 11S soon as it is roceived.·' ' 

1.105. The Committee desired to know about the role of the Indian 
subsidiary in this transaction on whether it was being used merely as a 
channel to avoid payment of tax dues in India. In reply, the Ministry 
of Finance have stated: 

"As already mentioned, approval to the ree~~~  ootcid H!-70 
of Mis Union Carbide India Limited wit'h Bhabha Atomic 
Research Centre was granted by ~ e Ministry of Industrial 
Development and Internal Trade (Department of Industrial 

Development). The Board do not have any information in 
its file regarding the role of Indian subsidiary in the matter of 
provision of technical know-how in terms of the agreement. 
However the C.LT., Calcutta has been requested to turnish 
necessary information on this point. The information will be 
scnt 8'S soon as it is received from the C.J.T.". 

1.106. Both thi! concessions (under Section 80-MM and SO-O) have 
been On the statute book for over ten years. The Committee, therefore, 
enquired whether the Ministry had at any time condu:ted any general 
review to ascertain how far these concessions have achieved the desired 

objectives. In a note. the Ministry of Finance have stated: 

"So far as the concession under Sec!ion 80-MM is concerned. the 
• Ministry has so far not conducted any general review to ascer-

tain as to how far the concession has achieved the desired 

objective". 
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1.107. The Committee enquired whether the Board had come across 
similar other arrangements of foreign companies chanelling technk:al know-
how through Indian subsidiaries and thus indirectly availing of the tax 
concessions and low tax rates not meant for them. The Ministry of 
Finance replied in the affirmative and added:-

~.  

I 
• "In the case of Mis Lurgi India Private Ltd. approval under Sec-

tion 80 MM was sought in respect of an agreement dated 
22-5-72 with Mis Godrej Soaps Private Ltd. Mis Lurgi India 
Private Limited was incorporated in the year 1964. Out of 
its share capital, S5 per cent is neld by Lurgi Gesellschaften, 
Pra,nkfurt according to which Lurgi India was' appointed to act 
as correspondence in India by Lurgi Frankfurt. Under the 
collaboration agreement, Lurgi Frankfurt agreed to make avail-
able to Lurgi India all technical advice and assistance in their 
possession in the field of chemIcal engineering. The Bpard 
refused approval to the agreement of Mis. Lurgi India Private 
Limited with Mis. Godrej Soaps Private Ltd. on the ground 
that tbe technical k.now-how had, in fact, been made available 
to Mis. Godrej Soaps Private Ltd. by the foreign company, 
though it was done through the Indian company. While refus-
Mg approval to the agreement, it was mentioned that Mis. God-
rej Soaps Private Limited could not malee the necessary agree-
ment directly with the foreign company because! of difficulties 
of foreign exchange and the agreement was made with the In-
dian company to overcome these difficulties. Mis. Lurgi India 
Private Limited filed a Writ petition against the Board's orders 
before' the Delhi High Court. The Delhi High Court h-ds held 
that there is no bar in Section 80-MM for an Indian company 
which claims the benefit under that Section, to obtain technical 

know-how and processes from a foreign company. The High 
Court has quashed the Hoard's order and directed the Board 
to reconsider the  application for grant of approval. The 
Judgement of the High Court is reported in 121 ITR 141". 

1.108. The Committee desired to have a break-up of the extent, of 
deductions allowed under Sections RO-¥M and 80-0 during each of the 

last 6 years to: 

(i) Indian subsidiaries of foreign companies; 

(ii) Other Indian companies. 
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In r~  the Ministry of Finance have stated: 

"In the Board no record is maintained, giving the extent of deduc-... 
lions allowed under Sections 80-MM and 80-0 and its break-up 
between (i) Indian subsidiaries of this foreign companies; and 

(ii) other Indian companies. This information will have to be 

collected from Commissioners all over Indian and it will take 
a considerable time. The information will have to be culled 

out by going through the relevant assessment records of all the 

compllOies for the last six years, namely, the financial years 

1974-75 to 1979-80. It may also be mentioned that during 
the period prior to 1-4-1975, relief under Sections 80-0 
and 80 MM was. l ~ admissible to non-corporates assessees: 

Therefore, to collect the informaH<m in respect of financial 
year  1974-75 even the records ,of 'non-corporate assessees will 

have to be examint,,"<!. In view of these difficulties, it is re-

quested that this information may not be insisted upon. I 

1.109. The Public A,ccounts Committee (Fifth Lok.. SabQa) had, in para-
graphs 9.15 and 9.16 of 176th Report Of the P.ublic Accousts Committee, 
observed that the agreement for transfer of ec ~ i e ee  sister foreign 
companies could be a facade to facilitate tax evasion. The Committee 

desired to be furnished with information on the. following points: 

(a) The arrangements to ensure that such agreements' between 

foreign ;companies and their Indian subsiaiaries do in fact, 
involve transfer of technology relevant to the Indian needs; 

(b) How is it ensured that the price agreed is a reasonable price 
and not a cover for tax evasion? . . 

(c) Since transfer pricing in this matter is a notorious world wide 

phenomenon, would it not be proper to pur a total ban on the 

transfer of technology to their own subsidiaries 

(d) Is that not one of the suggestions before the U.N. Commis-

si<m on transnationals for being put in the code of conduct for 

the trans nationals? 

In reply, the Ministry of Finance have stated that "the information is 
being collected (and) further reply will follow:" 

1.10. In reply to the Committee's suggestion" that technical collabo-

ration  agreements should provide for a periodical review from the point of 
view of their continued relevance to the changing needs of a deve\opi,ng 

--_._-_ .. _._----_ .. _-_._-•.. " 
·Not vetted i.n audit. 
.. 5] st Report of ,PAC (6th LOk Sabha) (Paragraph 1-26). 
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indigenous technology; the Ministry of Finance had stated that the duration 

of such agreements had been reduced from 10 to 5 years so that they could 
automatically come up for review at the time of extension, it sought for. 

1.110. It was brought to the notice of the Committee that the duration 

of technical collaboration agreements had been .again changed to more 
than five years. The Committee therefore enquired about the justification 
for such change. 

In reply, the Ministry of Finance have stated: 

"Department of Industrial Development who are concerned with 

the sub.iect, has been requested to furnish the requisite infor-

mation directly to the PAC". The information is still awaited. 

(April R 1). 

LUI. The Committee find that the assessee Company viz. Gramophone 
Co...,...y of India Ltd. Calcutta engaged in the business of manufacturing 

ef .......... one records entered into agreements with three companies based 

ia UK for the supply .fJf matrices to enable the foreign Companiclt fo 
..... ufacmre records "'116. the matrices for sale outside India. The entifll 
inco.e of Rs. 15.24; IakIIs derived by the company during the previous 
years relevant to the assessment yeal'S 1969-70 to 1974-75 was allowed 
as a deduction under Section 80-0 treating it as income from  technical 

. ~ . 1be dedoctions were considered inadmissible by IlMIdit as tbe 
assessee Company did not satisfy the following conditions of Section 80-0: 

(I) There was no evidence that the income had been brought into 

India by the .~ in convertible foreign exchange. 

(iI) 'I1Ie agreements were not appl'oved by the Government or the 
Central Board of Direct Taxes for the purpose of availing of 

this relief; and 

(iii) The assessee did not export any technic:rll know-bow or skill. 

1.112. So far as the first condition is concerned, the Ministry stated In 

the fint instance that ''tbe point does not appear to bave been examined 
by the assessing officers, after the law was amended retrospectively by the 
Finance Act, 1974." At tl later stage, the Committee were however inform-

ed that the r ~ ie  receivable by the assessee Company for the period 
July 1969 to June 1974 were adjusted against the royalties payallJe by them 
to the fort'ign compaaies and the Reserve Bank of India allowed them to 
remit the balance of Rs. 5,193 relating to the aforesaid period. Thus, 

according to the Ministry, the assessee company wonld be said to have 
rereived the amooats in convertible foreign exchange for the said period. 
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1.113. The Committee observe that the Central Board of Dire..:t Taxes 
had issued instructions in November, 1974 to the effect that where the 

money had not been brought into India in convertible foreign exchange, 
immediate action be taken to withdraw the relief (from the assesslnent 
year 19(,8.69 onwards.) The Ministry's reply sbows tbat no su£h review 

w;as carried out. In fact, e~e r  veriftcation was made from the Re. 
serve Bank of India after the matter was taken up by this Committee. 
'J1bi, indicates not only the failure on the part of the assessing and stlper-
vising officers to foUow the instructions of the Board out also the absence 
of an effective mechanism under which information on such important 
matters could be concurrently collected. This is further evidenced from 
the fact that the Board have not been able to enUghten the COOImittee 
r~ rdi  the system devised by Government to ensure that sueth money 
is actually brought into the country in foreign exchange. The Board 
do not also appear to have devised any machinery to coDect aad collate 
data in respect of dues receivable and payable by way of royalty etc. for 

r ~ of Section 80-0 of the Income-tax Act. The Committee are 

of the view that in order to ensure that there is no abuse of the conces-
sion given UDder the Income Tax Act, the Board Shollld maintain close 
~ rdi i  with the Reserve Bank of India and the Department of F..co-
nomic Affairs and devise a system for maintenance of the requisite data 
so as to facilitate proper monitoring of the scheme. 

1.114. ~ for the second condition, the Committee observe thllt the 
agreement was approved initially by the Ministry of Industry in 1964. If 
bas since heen stated by the Ministry of Finance that the audit objection is 
acceptable as the above approval WIlLS not for purposes of Section 89-0. 
The Act specifically provides that the a.:reement with the foreign Com-
pany should be approved by the Central Government in this behalf i.e. 
for the specific purpose of allowing the concession in tax:. In filet, the 
instructions issued by the Board had made it abtmdantly clear that appr0-
val ga;..ted by the administrative Ministries will not satisfy the legal re-
quirement. The Committee consider it vary unfortonat.e that the asses-
sing officers completely overlooked the explicit provisions of the Act and 
the instructions issued in pursuance thereof. It is regrettable that this 
important (.'ondition escaped the notice of Internal Audit as well 

1.1115 •. The Committee find that the case was not scrutinised by ~ 

lAC also. The contention of tbe Ministry that scrutiny by the lACs is 
done on a random basis is in conftict with the instructions of tIhe Board 
that the deductions to he claimed under section 80-0 should be qusnfi8ed 

by the ITO with the approvlli of the lAC. 

It would thus appnr that there has been fi.d1ure at all levels In tb's 
case. The Committee therefore. desire that the lapses should be brouMht 

to tbe notice of all conce ... ed, for remedial action. The Committee also 



40 

recommend tbat a tho"'ugb review of all such agreements should be 
carried oot by the CBDr under B time bouncl programme aad the results 
communicated to the Committee. 

1.116. Coming to the third condition. tlte Committee find that the 
Ministry have taken shelter under tbe advise of  the Ministry of Law that 
since the cODlpauy had a copyright in the matrix, and the words' similar 
property rlgbf appearing in Section 80·0 would cover copyright also, die 
assessee would be entitled to the benefits under this Sectiou. The cradal 
quc!ltioo is wbether sU(:h right is similar to the right to patent, i ve l i ~ 

model, desiga etc. mentioned in the Section. All these involve transfer 
of technical know-how, since they convey to the odler party information 
and I<nowlcdgf' as to bow to make a thing. Copyright relating to a mat· 
rix does not obviously involve any transfer of technreal know-bow. ID 

lact, reverse is the case as the know-how for producing materices has beea 
obtained by the Indian Coonpany from the foreign companies. The 
Fiaance Secretary stated in evidence that the wording of tile Section 88 It 
stands 'M'ould seem to cover nen 11 case of  the kind dealt with in the Audit, 
pllragraph. He, however, conceded "from the speech of  the Finance 
Minister, it is dear to me that at the relevant point of time the intention 
was that the concession should be given oaly in c ~  of transfer of techni-
cal know-how and t'he like. It perhaps was not intended to cover copy-
right.' ' • 

1.117. The Committee recommend that the desirability of amending 
the Income-tax Act may be considered, if necessary, alter obtaining the 
views of the Attorney General, on whether the Act as it staRcIs at present 
reaRy does not bring out the intention of the Govemment fully . 

. 1.118. As pointed out in the Audit paragraph, short levy 01 tax con-
seqent upon incorrect deduction allowed to the assessee company amoun-
ted to RI. 8.65 laUs as per detans given in paragraph 1.61. On receipt 
of Audit objection, notices under Section 154 (with 8 view to redifying 
any mistake apparent from record) were issued for the assessment years 
1971.72 to 1974-75. Action under Section 147 (b) was also faken for 
the assessment years 1972.73 to 1974.75 for which such action "18 stDI 

within time. t  •  • 

' •• 119, The Committee find that while orders have been passed fully 
withdrawing  the benefit given under section 80-0 for assessment years 
1971.72 and 1974-75, the ITO has been asked to explain file reasons for 
not taking simjlar action for tbe intervening two years viz. 1972-73 and 
1973-74. The Committee would like to be informed of the circumstances 
in which such lapses occurred nnd what action has been taken against the 

defaulting officen. , 
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So far as the earlier ycars viz. 1969.70 and 1970·71 are concerned, 
the Conunittee bave  been informed· that action was already time barred 
wben the audit objection was received. The Committee consider that 
the question whether tbe failure of assessee company to obtain Govem. 
ment's approval to the agreement before dalmlo" reUef under section 80-0 
would not amount to failure to disclose fully and truly all material factS 
bas to be examined carefully in the Iiglat of the facts of tbe case. It W88 
stated in evidence that since the amount involved is more than Rs. 50,000 
and the 16 year period bad not expired, it was still open for t!be Dep8l1-
ment to take action under Section 147(a). 1be Committee wOlild Uke to 

be apprised of the outcome at an early date. 

1.120. The Committee And that the proceedings in respect of assess-
ment yelrs 1972-73 and 1973-74 have been stayed ex-parte by the Cal· 
cutta High Court on the ground that ''as otherwise the petitioner would 
sutler extreme hardship". The Ministry have informed tbe Committee 
tbat "there bas been an undue delay in the filing of tbe counter amdavit. 
Commissioner of Incometax is being asked to ensure that sucb delays do 
not occur in future. The Law Ministry Is. being requested to try to get 

the stay vacated:' 

1.121. The committee find tbat DO action was bken by the Department 
to get the stay Vllcated for as long as three years. The Ministry of Law 

are being approached only DOW as a follow up of deliberations in this 
Committee. It is unfortunate tbat in spite of a number of instructions 
issued by the Board on this subject between 1968 and 1979 such delays 
continue to occur. The Committee cannot view this situation with equani-
mity. Continued disregard of tbe instructions erodes Board's own autho-
rity. The Board must. therefore, find Ollt methods of effective imple-
mentation of the instructions and dleir monitoring. The Committee ·-also 
consider that unless some deterrent measures are taken, tbe situation 
would not improve. As would be seen from the preceding paragrapbs, 
there have been a series of lapses of omission and commission on the part 
of the assessing and supervising officers in this case. The Committee, 
therefore, require thnt responsibility should be filled and the officers con-
cerned should be suitably faken up for these lapses. 11he Committee 
would Uke to be apprised of the action taken against the defaulting om:. 

cials. .. . .• 

1.122. In this connection fhe Committee note with concern tbat the 
total pendency of writ petitions against orders of the IncOme-tax ~ 

ritie!! in various High Courts was as high as 3,652 as on I January 1981 
oat of which as many as 1384 were penelng for 2 to 5 years and 198 for 
more than 5 years. ·Out of ads, the pendency pertaining to Calcutta and 
West Bengal Commissioners' charges was as high as 2074 of which 896 
were 2 to 5 years old and 143 w,re more than 5 years old. DuriJig tlaeir 
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visit to Calcutta, a Study Group of the Committee were infonaect that-the 

IepI assistance. available to the Depat1IRent was not adequate. It waa 
suggested that the Department should have tile freedom to c:ItooIe its owa 
Counsel from a panel of approved lawyers so that the lawyers knew tbat 
they baft to handle briefts in active and full consultation with the Depart-
ment and not 8fi tbough they were dealing with an anonymous clienL 

1.123. Considering the nry large number of income tax cases ill 
which proceedings have been stayed by the Calcutta High Court, the COIIIIo 
mlttee recommend that the Board should give serious consideration to the 
above suggestion so that it should become possible for the Department to 
get the stay orders vacated expeditiously and also to pursue the .,..oceed. 
Inp in the Appellate Tribunals, Higb Court etc. in a concerted manner. 

1.124. The Committee find tbat there is no mlchinery in the Ministry 
or in the Board to monitor progress of cases pending due to stay orderf 
given by the Courts on writ petitions. This a.'ipect should be looked 
into BOd the Committee appriCied of the measures taken. 

J.) 25. The Committee further recommend that the question of mount-
ing pendeocy of writ petitions in Calcutta High Court should be taken up 
at a high levd in the Ministry of Law, with a 'View to devising .... ays and 
-.as to see fhat huge revenues due to Government do not remain 10(-
keel up due to vexatious and time-con'iuming r ceedi~  in Courts of 

law. 

1.126. In connection with their examination of the case of M/s. Granto-

pIaoae Co. 01 India Ltd.. the Committee have cOme across another case 
of MIs. Union Carbide Corporation, a non-resident foreian company, 
whicb utilised its Indian subsidiary Mis. Union Carbide India Ltd., 
as an intennediary. In this case: the technology was i ~ ed froln a 
foreigacountry and no local know-how was involved; the case did not, 
therefore, satisfy the objectives behind the enactment of Section SO-MM. 
TIle tax concession extended to 1he IndiRn subsidiary resulted in deere .. 
in tax revenue on 50 per c('nt of the income derived on the sale and re-
taiaed by the Indian subsidiary (only SO per cent was passed on to its . . . 
principal), 

,. .. , 

1.127. The Finance Secretary gdmitted in evidence that in such cases 

theft is a possibility of tax obliRStions being e"aded through transfer pric-
ing mechanism. In the Ught of tbis ~e e . ~ Committee Rre constrained 
to note from a written reply furnished by the Ministry that prior to the 
2uidelines beint laid down by the Board re lri ~ scrutiny / review of all 
such BJ!reements, the allreement e ~ Union Carbide of India Ltd .. 
and Bhabha Atomic Research Centre) was approved by the Ministry of 
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'Industrial Development aDd Internal Trade without any such scrutiny to 

.jII'eftDt misuse 01 the (JI'01'isions in law. 1af00000000n is also DOt a....ua. 
:able will the Department as to whether the remaining SO per cent of the 
fees received ~  Union Carbide Corporation, New York has been brought 
io .CD. 

1.128. In reply to some further specific questions regarding the mec· 
hanism avaUable with the Ministry IC.B.D.T. to ensure that slick agree-
meats do DOt, in fact, Involve transfer of technology DOt relevant to IDdian 
eeeds; tbat the price agned Is reasonable aDd It L" not a cover for tax 
ftIIIIoa; wllether It would aot be proper to put a total ban on the traasfer 
of technology by foreign firms to their subsidiaries In India etc., the Com· 
.... were infomned that tbe Information was beina coOected and further 
'reply would follow. The same is stili awaited (April, 1981). 

1.U9. In reply to a further question,the Committee were informed 
that 110 pnenl review has so far been made by the Department to ascer-
.... how .. the concession given UDder Section 86-MM has achieved tile 
Wred objedIves. 

1.130. So far as Section 80-0 Is concerned, the Committee fiDcJ that 
.. November, 1978 Instructions were Issued by the Board directing .... 
CslT to maintain II register containfllg information regarding the deduc-
dons aHowed based on details to be furnished by the ITOs once in a quar-
ter--the idea being to bave all the data on a centraUsed basis. No sucb 
taformafJoa could howeftr be made available to the Committee on the 
plea that It wID line to be culled out by going through the relevant assess-
ment records. Obvisouly, the Board's instructions have remained 011 
paper oaly. 

1.131. The Committee consider that a periodia:t1and systelnatic re-
view and evaluation of the concessions given under Section RO·MM and 
8()'O is essenti31 to ensure that the underlying objectives are In fact achie-
ved. There is a Special CeO (called 8O-MM Cell) already in existence for 
«rUdnislng the agreements that coane up to the Board for their approval. 
'The Committee consider that this Ceo should not rest content merely In 
~cr i l i  the agreemen.... but sbould obtain the requisite data of aU 
~ e c  under this Section from the CslT and subject tbe same to cntl. 
cal scrutiny. The Cell should therefore be strenrthened for the purpose 
without delay. 

t.13:!. The Committee further recommend tbat a ~e er l review of the -. 
working of sections 80.MM and 80-0 should be carried out by file Board 
witb a ~ie  to findings out how fa, tbe objectives In r ~ the tn conces-
""Ions have been subserved ud what Inbunt safeguards need to be pro"'. 
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ded to prevent abuse thereof. Such a study should be initiated immedi-
ately and the findings intimated to tbe Committee within six months. 

1.133. 1 he Committee would also be interested to have the minlstry·s 
reply to the question posed by (!hem in an earlier paragraph (para 1.1%8) 
particularly with regard to disaUowing the tax concession under Sectiolt 
86-MM to Indian Companies who remit any part of their realisation oa 
sale of technology to their principals or to any foreign company. 

1.134. It has also come to the notice of the Committee that the perio-
dicity of reviews of technital collaboration agreements which ha,1 been 
reduced from 10 to 5 years has again been Chan&ed to more tben 5 years. 
The Committee would like to be informed of the precise position and the 
rationale lor the change, If any. 



A.udit Para: 

TE ~  

IRREGULAR EXEMPTIONS GIVEN 

2.1. (i) The IncoJI».tax Act, 1961 provides tlrat financial ~ 
tions engaged in providing longterm finance for industtial or agricultural 
development in India are entitled to a deduction, in the computation of 
their taxable profits, of the amount transferred by them out of such pro-
fits to a special reserve account, upto a specifi.cd percentage of their total 
income as computed before making any deduction under Chapter VI A of 
the Act. The Board issued. instructions in November, 1969 to the effect 

that this deduction is to be calculated by applying the specified percentage 
to the total income anived at after the deduction. Subsequently. tho 
Board issued a clarification to the Department of Banking in November, 
1973 to the effect that the percentage should be applied to the total income 
computed before making the 'Said deduction. The clarification being 
cont:mfy to law was not accepted in Audit  and the matter was taken up 
with the Board in December, 1975. In Jan. 1977 the Board stated 
that the viewpoint expressed by Audit was acceptable to them. Necessary 
instructions tn this respect were, however, lssued only in August, 1919. 
In the meantime the assessing officers continued to act 
upon the Boardsc}arification of Nov. 1973. This accounted for a number 
of costly mistakes. 

2.2. (a) In the case of a financial corporation it was observed that (hill 

deduction was worked out and refund of tax granted by the department for 
the assessment years 1961-62, 1964-65 to 1966-67 and 1968-69 to 1973· 
74 at the prescribed percentage of income of the corporation, before deduct-
ing this aj10wance, on the basis of the Commissioner of Income-tax's order 
on a revision petition filed by the corporation in December, 1974, result-
ing in short computation of income by Rs. 6,47,681 for all the assessment 
years with consequent excess refund of tax of Rs. 3,60,466. 

2.3. The Ministry of Finance bave stated that the very fact that the 
' .. Board had to issue instructions on this point three times shows that the: 

matter was not so obvious or clear. 

[Paragraph 29(i)(a) of the Report of the Comptroller and Auditor 
General of India for the year 1978-79, Union Government (Civil) 
Revenue Receipts, Volume II, Direct Taxes). 

45 



46 

2.4. Under Section 36(1)(vili) of the Income Tax Act, 1961 a Finan-

cial Corporation engaged in providing long !term finance for industrial or 
agricultural development in India is entitled, in respect of any special reservo 
created by it, to deduction in the computation of its taxable profits, at a 
percentage of the total income t·ransferred by it to such reserve account. In 
the case of a Financial Corporation set up under the State Fimmcial Cor-

poration Act, 1951 the prescribed percentage is restricted to 40 per Cent 
of the total income computed before muking any deduction under Chapter 
VI-A In case of other Corporations, the permissible deduction is 10 per 
cent or 2S per cent of such total income depending on whether the paid up 
share capital exceeds Rs. 3 crores or nol. In either caSe the Act clearly 

~ that the percentage is to be worked out on "total income (computed 
belore making any deduction under Chapter VI-A) and carried to such 
resetvt account". It follows that the percentage is to be applied tb the 
total amount arrived at after aUowing deduction un<kr section 36( l)(viii) 
itselt. 

2.S. In the assessment of Mis. A. P. State Fmancial Corporation (assess.-
able under ITO's charge-C Ward-Company Circle, Hyderabad) it was 
noticed that puI1uant to the CIT's passed on a revision petition filed by the 
Corpomtion in December 1974 the deduction was worked out and refunds 
of tax of Rs. 1,04,830 in the assessment year 1972-73 and Rs. 2.57,258 

in the 8SSe8!mIeIlt years 1961-62 to 1966-67 and 1968-69 to 1971-72 were 
granted by the Department by applying the prescribed percentage to the 
income arrived at before allowing deduction under Chapter VI-A and Sec-
tion 36(1 )(viU). This was irregular in view of the fact that "total income" 
means income arrived at after allowing all deductions, the only exception 
specia.lly made is in respect of deductions under Chapter VI-A. This action 

of income-tax authority resulted in short computation of income by 
Rs. 6,47,681 and consequent excess refund of tax of Rs. 3,60,466. 

2.6. Indicating the background of the deductions ellowed to Financial 
Corporations and cl9rificatory institutions issued by the Central Board of 

Direct Taxes, the Ministry of Finance stated: 

"The provisions for allowing such deductions to financial corpora-

tions were first introduced by adding a new clause lO(xiv)(a) 
to I.T. Act, 1922 in the year 1961. This clause permitted a 
deduction in respect of the amount (not exceeding 10 per cent 

of the total income) carried to a special reserve account. Ins-
tructions issued by the Board vide circular No. lS(LXXVI-38) 
D of 1961 dated 30-5-1961 directed' that the maximum er~ 

missible deduction should be calculated at 1/11 th of the total 

income before allowing the deductioo under this section, whicb 
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means that the deductions should be worked out by applyina 
the specified percentage on the total income after allOWing tho 
said deduction. 

In 1969 the Board issued clarification by its IDitruction issued vide 
letter F."No. 36/19/65-IT(Audit) dated 25th November, 1969 
to the effect that deduction allowable under Setcion 36(i) (viii) 
W85 to be calculated on total income arrived at after allowing 
the deduction under this section but before allowing relief under 
Chapter VI-A of the Act. 

In 1973 the Board considered the matter again on a reference from 
Reserve Bank of India and came to the conclusion that sinco 
claiming of deduction and carrying of such deductions to a re-
serve account which would be a simultaneous process. the de-
duction should be calculated by applying the specified percen-
tage to the total income computed before allowing any 
deduction under this Section. A clarification to this effect was 

sent to R.B.1. vide letter F. No. 204/35/73-ITA. IT dated 
12.11.1973. This decision was taken without reference to ins-
,traction of 1969 referred to above. 

On receipt of objection from Audit the matter was reo-examined by 
the Board. Audit's view that the Instruction of .1 969 provided 
the correct way to determine the amount of deduction under 
Section 36(i) (viii) was accepted by the Board and. Instructioo 
No. 1275 (F. No. ·204/72/75-ITA. II) dated 13-8-79 was 
issued to all Commissions directing that the deduction under 
section 36(i) (viii) should be computed by applying tbe speci-
fied percentage to total income arrived at after allowing deduc-
tion under Section 36(i) (viii) of the Act." 

2.7. In reply to another question by tbe Committee the Ministry of 
Finance atated: "A letter was received from C&AG's office in December 
1975 in which a view was expressed that clarification issued llide letter 
No. 204/3S/13.ITAU dated 12.11.73 to the RBI was not in (lIJn. The 
said lettet'was sent because thefinanciaJ corporations had been aIlew ~ -~ til:· 

ductions in accordance with the Board's clarification issued to Reserve Bank 

. of India in 1973. 

The Board egreed with the Audit's view point in January, 1977. 

Board issued General instructioD6 in August, 1979. However, letter to 
concerned Commissioner and C&AG was sent in January. 77 i.If." 



48 I 
2.8. The Ministry of Finance also admitted that a similar objeotion wes 

taken by Audit in the case of the same assessee for assessment year 1975-
76 in the Audit Report for 1977-78, and the objection was accepted by the 
Ministry on 11th September 1979. The assessment for the year 1975-76 
was revised under Section 147(b) of the In.come-tax Act. Additional 
deme.nd raised and collected is Rs. 4.61,780. 

2.9. When enquired as to what stage the mistake occured and whether 
my remedial measures have been taken for preventing such occurences in 
futUre, the Ministry of Finance staled: 

"A different interpretation of "the provisions was adopted in Novem-
. ber, 1973 though without referring to eariler instruction of the 
Board of 1969. The Board considered that since the claiming 
of deduction and carrying the deduction to a special reserve 
account was a simultaneous process, the amount to be deducted 

under SeCtion 36(i) (viii) should be calculated by applying the 
percentage to total income as arrived at before allowing.ne 
deduction. As stated above, general instruction was issued in 
1979 to all officers on the lines of 1969 instructions withdraw-
ing the letter of 1973. According to instruction No. 1275 dated 
13th A,ugust, 1979, it was desired that remedial action 
wherever feasible to withdraw the higher deduction allowed' 
shOuld be taken. " 

2.10. When asked to indicate whether similar cases were reviewe<l 
to find out similar incorrect reliefs, if any, given to a.'lSessees and if so, 
what was the outcome of such reviews, the Ministry informed the Com-
mittee that in paragraph 4 of CBID's instructiOns No. 1275 dated 
13-8-1979 it w.as stated that the remedial action wherever feasible should 
also be taken to withdraw the higher deduction allowed and that the 
Commissioners, of Income-tax were requested on 15th December, 1980 
to furnish the details of remedial actlon taken by tbem to the Board by 
31st December, 1980. The Committee have not been suppJied any such 
information so far. 

2.11. SectIoa 36(1) (viii) of the laeome'-tu: Act, 1961·prcm.des tIaat 
FiDandai CorporafiobS engaged ia pro'ridiItR loDl term fbI:mce II ....... 
trial or .... ealfDral deTeiopment ia bMIa· are entitled to a dedettioB, 
ia computation of their taDble profifB, 01 the amount tnmsferrei hy 
them out of such profits to a special resene aceouat, upto specifted per-
ceatap of dlelr tobl Income 18 compafed before aaaIdnc any dedac80a 
__ Cbapter VI-A of the Ad. ClarIfyIng the tlCope of this proridon 
man il15trudioataued ia NOTember, 1969, the Board ofDtreet Toe. 
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'stated tbat die allowance should be computed with refereJKe to the total 
income arrived at after allowing the deduction under section 36(i)(vli) 
itself ..... t before aIlowiDg die decluc:tions under Chapter VI-A of tile Ad. 
Subsequendy in 1973 on receipt of a reference from die Department 01 

i~l  seeking clarification on this poiat,the Board, without making 
,any reference to their own earlier instrudlon of 1969. issued a letter 
dated 12-11-1973 to. the Department of BaDkiag saying that the deduc-
tion would be related to the amount arrived at before deduction undH 
section 36(i)(viii). Tbisletter of the Board was drc:uIated by the Reserve 
Bank of Iodia to aU State Flnanc:ial Corporations on 1-2-1974 and dlu8 
an erroneous interpretation of law got ~l . It calDe to the nodee of 
Audit during examination of cemin ~ e  of finanelal eorporatioDl 
in 1975 that the letter conveyed a wrong interpretation of law and 
jgnored a valid in.'ItructiOD Of the Board itself issued in 1969 without 
even referring to it. The matter was taken up by Audit with the Board In 
Ilecember 1975. It was only in January, 18':.7 that' the Board informed the 
concerned Income-tax Conllnissioner and the Audit tbat the flew point 
expressed by Audit was acceptable to them and action was being taken to 
reiterate the carlier instruction of 1969. Thereafter it took more than two 

and a hnlf years for the Board to issue general instructions in August, 1979 

to reiterate that the instructions issued in 1969 were COl'I'E'ci and were to 

be followed. In the meanwhile, the mischief created by the Reserve Bank 
areolar containing the Board's revised Instruction of 1973 resulted In 
erroneous deductions being aHowed in a large nwnber of ca.'ICS. 

2. U. It is bad enough that an erroneous interpretation of a relatively 

simple provision of the Income-tax Act should. have gained currency at the 
instance of the Board of Direct Taxes itsell But what pains the Com-
mittee eve .. more is the twin failure disclosed by the fam, firstly, that the 
erroneous clarification of 1973 was issued not as a deliberate revision or 
the earlier clarification of 1969, but in total disregard of it, Md, secondly, 

that even after the Audit pointing out the mistake in December, 1975 It 
took the Board almost 4 years to rectify the mistake. It is amazing that the 
Central Board of Direct Taxes. a body invested with the power of adminis-
tering the Income-tax Act, should not bave a system to ensure that while 
InterpretiRg a certain provision of the Act aD relevant IDIlIterials. and III 
particular the views, if any. already formulated by the Board itself on such 
provisions. are duly taken Into accoUDt. The CommlUee would r ~ 
recommend that Govemment should make 8 thorough probe Into this 
Dl3tter to ascerhdn the reasons for 80ch systems laHure and fix responslbl .. 
1ity under intimation to the Committee within 8 period of three months from 
the presenntion of . this report. The Committee recommend that Govern-' 
ment IJtooid enmre that a .-oper and foolproof system Is devised to 1M 
that such in8trudioDs seeldDg to interpret certain provIsIon8 of the Ad are 
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aot Issued without takin& mto account aU relevaut materials induding aIf 
eadler ill8lnactions on the same .ubject. 

2.13. Tbe CommiUee are equally distreIsed at the loBI period of tilDe 
Cakea by the Board In rectifyinl the situafloa after the mistake baviDg beea 
brouPt to their notice by Audit. In spite of the fact that the eorrect inter .. 
)lretatioa, as pointed out by die Audit i. Deeember 1975, l'nIS in aecord 
with the Board's own lastruction of 196§; it-took tbe Board more duD 
a year to accept that position aad aIIDo8t 4 years to issue formal instrue-
dou reiteratiq the darific:atioo livea in 1969. T6e Committee eannot but 
feel that the CeDtr .. Board of Dired Taxes did not seem mueh eODcernetl 
with tbe iaterest of revenue m this ease. 

2.14. In p ...... uant to a query by the Committee, the Board asked .. r 
the Commissioaers of Income-tax to famish by 31st DKember 1980 tM 
details of remedial action taken by each ia his c:barae following the rcr~ 

revised c:in:ubr elated 13-8-1979. The Committee regret to note that this 
information bas not been furnished by the Board so far. The mistake 
pointed out by Audit in the instant case have resulted ia short computa-
tion of inc:ome by Rs. 6,47,681 for the assessment years 1961.62, 1964-65 
to 1966-67 and 1968·69 to 1973·74 with consequent excess refund of tax 
of Rs. 3,60,466. Similar cases of short computation of income have been 
pointed out by Audit in their Repol18 for the year 1975·76 and 1977-7". 

The Committee would like to know the total quantum of revenue lost on 
ac:coDDt of wrong instructions given by the Board in this matter and thcr 

remedial action taken to realise such revenue, . 



CHAPTER DI 

INCOME ESCAPING ASSESSMENT 

Audit Para 

3.1. (iii) Assessment of two assessees, individuals, for the assessment 
year 1971-72 which were completed on 28th June. 1976 included interest 
income on investment of Rs. 5 lakhs each with a firm. It was seen in audit 
(February 1979), that the assesseea did not file returns of income for the 
assessment years 1972-73 and onwards, nor any notice under Section 
139(2) of the Income-tax Act, 1961. calling fO£ the returns of income, was. 
issued by the department. As a result, income of at least Rs. 48,750 in 
the case of one assessee and Rs. 45,000 in the case of the other representing 
interest on investment with a firm escaped assessment for each of the assess-
ment years 1972-73 to 1977-78, leading to abandoning of total revenue 
of Rs. ] ,81,80 besides penaJty for failure to furnish the return of income. 

3.2. The Ministry of Finance have accepted the objection. 

[paragraph 65(iii) of the Report of the Comptroller and Auditor General 
of India for the year 1978-79, Union Government (Civil) Revenue Receipts, 

Volume II, Direct Taxes} 

3.3. Section 139(1) of the Income Tax Act. 1961 lays down that every 
person, if his total income in respect of which he is assessable under the 
Act during the previous year exceeded the maximum amount which is not 
chargeable to income-tax shall furnish a return of his income in the prCSN 

cribed form. Section 139(2) provides that in the case of any person whot 

in the Income Tax Officer's opinion is, assessable under the Act whether 
on his total income or on the total income Of any other person during the 
previous year, the Income-Tax Officer may, before the end of the relevant 
assessment year, issue a notice upon him requiring him to furnish within 
30 days from the date of serving of the notice, or such date as may be 
extended by the Income Tax Officer on an application made by the assessee, 
a return of his income in the prescribed form. Section,271(1)(a) of the 
same Act lays down that failure to furnish the return shall attract levy of 
penalty. 

3.4. The Audit paragraph relates to two individual assessees 'A' and 
'B' under the charge of ITO, a Ward, Raigarh, CIT(m M.P., Bhopal. 
The last asscssment in respect of assessee 'A' for the assessment year 
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1971-72 on income Of RI. 51,750 (income from property Rs.3,ooo and 
i e~  income of Ri. 48,75 9n an investment of Ri. 5 laths with a firm) 
and in respect of' assessee 'B' on interest income of Ri. 45,000 on invest-
ment of Rs. 5 lakhs werecompletCd on 5th March, 1973. Thereafter, 
the assessees did not file ~c e tax returns for the assessment years 
1972-73 to 1977·78 nor was any notice given by the ITO under Section 
139(2) of the Income-tax Act, 1969 till it was seen in the Audit during 
February, 1979. 

3.5. The Ministry of Finance, in reply to a question by the Com-
. ec~ have furnished the folloWing information: 

Assessee cA' 

"The returns of income for the assessment years 1972·73 to 
1979-80 were not filed till 6th October, 1979' when a notice 
u/s 148 for the assessment years 1975·76 to 1977-78 were 
issued by the ITO. The notices u/s 148 for the assessment 
years 1972-73 to 1974-75 were issued on 18th Decembq, 
1979 after getting the GIT's approval uls 151(2). Notices 
uis 139(2) were issued for the assessment years 1978-79 and 
1979-80. In response to these notices, the assessee filed 
returns for all the years on 22nd September, 1980. The 
return of income for the assessment year 1980-81 was also 
filed voluntarily on 22nd September, 1980". 

Assessee 'B' 

"The returns of income for the assessment years 1972-73 to 
1979-80 were not filed till 6th October, 1979. Notices u/s 
148 for the assessment years 1975-76 to 1978-79 were issued 
by the Income-tax Officer. For the assessment years 1972·73 
to 1974-75, the notices u/s 148 were issued on 18th Decem-
ber, 1979 after get'ingthe CIT's approval u/s 151(2). Notice 
u / s 139(2) for the assessment year 1979-80 was issued' on 
6th October, 1979. Returns for three years were filed on 
22nd September, 1980. No returIt was filed for the assess-
ment year 1980-81 as the income was below the taxable 
Hmit". 

3:6. 1'beCommittee desired to know the reasons why the Income--tax 
'Officer did not issue the notice to the asses sees uRder section 139(2) of 
the Income Tax Act, 1961.1be Ministry of Finance have stated: ''The 
records and registers of the ITO do not indicate any reason as to why 
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the ITO did not issue notices ulB 139(2) . ~e only re~  appears to 
be that it escaped the ITO's notice". 

3.7. Indicating the latest position as to the particular demand raised 
.and collected, the Ministry of Finance have informed the Committee that 
assessment, since completed have resulted in demand for Rs. 1,54,626 
being raised against assessee 'N as tax due for the assessment years 

1972-73 to 1980-81 (Of which Rs. 57,102 has been collected) and a 
demand of Rs. 7,660 being raised against the assessee 'B' as tax due for 
the assessment years 1972-73 to 1979-80. 

3.8. In reply to allotber question, the Ministry have stated that· there 
was no other case in the concerned Income Tax Officer's Ward where 
no;mal notices calling for returns bad not been issued. 

3.9. 'De Committee DOte that although it WM clDlU' from the iacomes 
aDd investments revealed in the two completed assessment of the 8ISe8Seei 
'A' aDd 'B' that they would have taxable incomes in subsequent years also, 
tile Income Tax Ofticer did not issue any notice calliag for the returas of 
income even on the t!l5SeS8ee'S failure to Ole their returns. It was only 

cluriDg Audit in February 1979 that the failure of the ITO in not iJsuing 
the requisite notices under the Income Tax came to tight. The Committee 
are at a loss to know as to how the failure occurred and how it escaped 
the uotice of the income tax authorities for so long. 

3.10. Apparently the Internal control, 88 weD I3S the internal audit 
systems of the department are not working effectively. The CommiUee 
would recommend that the responsibility for toning up aDd enforcing these 
aystems should be placed squarely on the supervisory officers of the level 

of Inspecting Assistant ,f0nunissionen and Commissioners of c~ l~

Tu. These omeen, durmg their periodical inspe(tions, must ensure n01 
only that the prescn'bed control records are properly maintained in the 
GlSSeB8ment wards, but also see that such rec:ords are made use of to obtain 
the desired results. In particular, the Committee recommend that it should 
be part of the duty of Inspecting Assistant Commissioners to see doring 
heir inspections that there are no glaring cases of this type where the 
assessees have suddealy stopped filing their returns and the Income-Tax 

Omcer has nevertheless failed to caU for the returns. 



CHAPTER IV 

JNCORRECf VALUATION OF SHARES IN ~ 

QUOTED AND UNQUOTED 

Audit Para 

4.1. (ll)1n paragraph 72 of the Audit Report, 1977-78, certain-
defects in Rule I-D of the Wealth-tax Rules, 1957 for valuation of 
unquoted equity shares in companies vis-a-vis the requiremonts of section 
7 of the wealth tax Act, 1957 and certain other rules were  pointed out. 
It was also pointed out that no rule bad been prescribed for valuation 
of unquoted equity shares in investment companies and that the instruo-
ti0116 of the Board for valuation of such sbares issued in October, 1967 
were also defective. Action'to remedy the defects, wbere necessary,pas 
not so far been taken by the Board (MfU'Cb 1980). In tbe meantime, 
under-assessments due to undervaluation of such shares resulting from 
the application of the defective rules and instructions continue. Some of 
the important cases of undercharge of tax noticed j,n test cbeck by Audit 
are given below:-

4.2. (a) An individual asse5Bee held 89,997 unquoted eguity shares 
out of a total of 90,000 shares in an investment company on the valua-
tion dates relevant to the assessment years 1973-74 to 1975-76. The 
department determined the value of those shares by adopting the book 
value of assets including the written down value of a bouse property owned 
by the company and computed the value of each share at RB. 3.21 for 
1973-74 and Rs. 3.22foT 1974-75 and 1975-76. The market wIue of the 
house property held by the company was, however, ascertainable on yield 
method by taking 16 years' purcbase-, of its net maintainable rents and 
this market value would be much bighertban the book value/written down 
value of the property as shoWn in the bal811CO-sheets of the company. The 
value of share on this baSis alone would work out to Rs. 10.13 instead 
of Rs. 3.21 or Rs. 3.22 per share as adopted by the department. The 
market value of shares would be higher if the other assets of company 
were also valued at their market value. The incorrect determination of 
the value of shares led to under-assessment of wealth aggregating 
RI. 18,66,537 with consequent tax under-cbarge aggregating Rs. 48,868 
for the three assessment years, computed with reference to tbe value of 

RI. 10.13 per share. ' 
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Further, the value of house property owned by the company was 
detetminable at &.8,26,080 on yield method and since the property was 
'Bituated in an urban area the assessee was also liable to be charged with 
additional wealth-tax on the proportionate value of the shares which was 
relatable to the value of the property. But tbe deparment did Dot levy 
any such tax. This resulted in nOn-levy of additional wealth-tax aggregat-
ing Rs. 44,742 for the three assesSlment years 1973-74 to 1975-76. 
Additional Wealth-tax leviable for the assessment years 1971-72 and 
J 972-7'3 was also not levied. 

4.3. The audit paragraph was sent to the Ministry of Finance in 
'September, 1979, dJ.eir final reply is awaited (March, 1980). 

[Par,agrapb 6S(ll) of the Report of the Comptroller and AuditOl' 
General of India for the year 1978-79, Union Government (Civil) 

Revenue Receipts Volume II-Direct Taxes.] 

4.4. In the present case, the e~ee (under CIT cbarge West Bengal-I, 
-Calcutta) had 89,997 unquoted equity .shares out of 8 total of 90,000 
sbares in an investment company (M/s. Ranken" Co. Pvt. Ltd., assessed 
in 'B' Ward, Company District n, Calcutta, on the valuation dates 
relevant to the assessment years 1973:-74 to 1975-76. The Department 
determined the value of these shares by adopting the book value of 
aMets including the written down value of a house property owned by 
the company and computed the value of each share at Rs. 3.21 for 
1973-74 and Rs. 3.22 for 1974-75 and 1975-76. The market value of 
the house property held by the company was, however, ascertainable on 
yield method by taking t 6 years" purchase of its net maintainable rents 
and this market value would be much higher than the book value/written 
down value of the property as shown in the balance sheets of the company. 
The value of share on this basis along would work out to Rs. 10.13 
instead of Rs. 3.21 or Rs. 3.22 per shere as adopted by the Department. 
The market value of the share would be higher if the other assets of the 
oompany were also valued at their market value. The incorrect deter-
mination of the value of shares led to under charge aggregating 
'Rs. 18,66,537 with comsequent tax under charge aggregating Rs. 48,868 
for the rl~  assessment years, computed witlt reference to the wlue of 
'Rs. 10.13 per share. 

4.5. Fwther, the value of bouse property owned by the company would 
be determinable at Rs. 8,26,080 on yield method and since the property 
W,lS situated in an urban area. The assessee was also liable to be charged 
with additional wealth-tax on the proportionate wIue of the shares which 
was relatable to the value of the property. However, the Department did 
~  levy allY such tax. This resulted in non-levy of additional wealth-tax 
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aggregatiDg Rs. 44,742 in the three assessment years 1973-74 to 1975 .. 76. 
Additional wealth-tax leviable for tbe assessment years 1971-72 and 
1972--73 was ,also not levied. 

4.6. Explaining non-levy of additional wealth-tax as pointed out by 
Audit, tbe Ministry of Fmance stated: 

"The WTO has completed the assessment bas gone through tho 
balance sheet of the Limited Company. 

It h11S been reported by the C.I.T. that tbe value of shares of Mis. 
Ranken & Co. Pvt. Ltd. held by the assessees and as adopted 
in the Wealth-tax 'assessments was less than Rs. 3 lakhs. 
Moreover, the assessee did not have any immovable property . 
. Therefore, the question of levy of additional Wealth-tax on 
urban assets did not: arise." 

4.7. The provisions in the Wealth-tax Act, 1957 for valuation. of 
assets for levy of Wealth-tax are contained in Section 7. Suh-section (l:» 
thereof provides that the value of any asset, except cash, j" the price 
~ ic  in the openi.on of the wealth-tax. Officer would fetch if sold in the 
Open market on the valuation date. This principle of valuation, however, 
is sabject to rules, any, made for the purpose of valuing any specific asset. 

4.8. 'Ibe principle of valuation i,ncorporatcd in !.uh-section (2) of 
section 7 of the Act is what is popularly known as ·,gtoDal valuation". 
This method is applicable under the circumstances, namely, (a) where the 
accouDts of the business carried on by :the assessee are maintirined regulatly 
[Section 7(2)(a)]; and (b) where ..~e is a nOIlt-resident company 
which does not have separate balance-sheet for the affairs of, irs bUsine!ls 
in India rSection 7(2) (b)]. 

4.9. RuJe!l I-B, 1-BB, 1-C, 1-0, 2, 2-H and 2-L Of the Wealth .. tax. 
Rule have been framed to provide for the valuation under section 7(1) 
of the Wealth-tax Act. WhUe Rules 2-A to 2-0 provide for the v'llua-
lion under section 7(2)(a) thereof. 

4.10. In paragraph 72 of the Audit Report 1977-78, certain defects 
in Rule 1-0 oftbe Wealth-tax Rules, 1957 for v~  of unquoted 
equity shares in companies vi,v-o-vls the requirement of Section 7 of the 
Wealth-tax Act, 1957 were pointed out. It was also pointed out that 
no rule had been prescribed for valuation of unquoted equity shaft-os in 
investment companies and that the instructions of the Board for valuation 
Of tudl share issued in Octob: r 1967 were also defective. The Central 
Board of Direct Taxes has not taken any action so far to remedy the 
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defects in the rules as pointed OUt by Audit. In the meantime, under 
assessment due to under valuation of such shares in companies consequent 
to the application of the defective rules and 'instructions continues. One 
of . such UDder assessments relates to an. assessee under the charge of 
CWl)..West Bengal-I, Calcutta. 

4.11. With reference to rule I-D of the Wealth-tax Rules 1957, the 
Public Accounts Committee in paragraph 4.22 of their 226th Report 
(FifthLok. Sabha) observed: "Companies which do not declare dividends 
presumabb' with a particular design and accumulate profits in the reserves 
also derive a tax advantage ...... "  . This tax advantage results from the-
allowance of discount from the break-up value of unquoted equity shares 
for non-declaration of dividends (by Private Limited Companies as their 
equity shares are unquoted) under the aforesaid rule I-D, even when 
they have accumulated deserves. 

4.] 2. The Ministry of Finance stated in the Action Taken note 
(February 1977) on this recommendation of the Public AccoWlts Com-
mittee, ''The "rules regarding valution of share are under-examination of 
the Committee appointed for the purpose. The report  of the said Com-
mittee is expected after April, 1977." 

4.13. In reply to t1 question,the Ministry of Finance informed the 
Committee that there was no wealth-tax rule for valuation of unqooted 
;,quity shares in investment companies and for vahiation of such shares· 
in companies other than investment companies, the provisions were con-
tained in Rule 1-0 of the e ~  Ru1es. 

4.14. The Committee desired to know why was it that the instructions 

issued by the Board in October 1967 provided that the break-up value 
of the unqooted equity shares in investment companies shall be calculated" 
under rule I-D. The Ministry of Finance stated that "circular dated 31st 
October 1967 lays down certain methOd of valuation for unquoted equity 
shares of the investment companies. It does not say that the. vuluation 

shall be made us per rule 1-0." 

4.15. Explaining the position further. the Ministry of Finance stated: 
"Rule I-D presc:ibes its own method for valuation of unquoted equity 
shares of non-investment companies. Similarly, Circular dated 31-10-76 
lays down a method for valuation of unquoted equity share of investment 
companies. Broad1y e i .~  it may be said that they are based eln what 
is generally caUed the "global Vnluation" or "going concern". 

4.16. 1lte Ministry further added: "As stated above, both Rule J-D 
and Orcular ~ ed 31-10-67 prescribed their own respective methods of 
valuation of unquoted equity shares. They have been evolved keeping in 
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'"iew the relevant facts and circumstances. There is nothing to suggest 
that Rules made under section 7(1) or the instructions regarding the 

valuation of an asset for which rules have not been framed under section 
7(1), should be of the same type as under section 7(2). ' 

4.17. The Committee enquired about the reasons for not rectifying the 
defects in the instruction of October 1967 although it was pointed out by 
the Audit as early as 1975 that they were working to the detriment Of 
revenue. The Ministry stated: ........ the Board had appointed II 

committee on the entire question. of valuation of unquoted equity shares 
of companies. After the Conunittee's report was received, the same was 
discussed at length by the Board and as a result of the same, further follow-
up aCtion is being taken." 

4.18. As regards the nature of the assets, a company may own assets 
which are (i) specific to its activities and which cannot be dispensed with, 

lIuch as, Plant and Machinery particular to the manufacturing activities 
.of a Company and plant/factory buiJding; (ii ) nan-specific and easily 
f"ealisabJe assets, such as, iuvestments in other companies and in 'real 
property. Excess Of the Market value of non-specific and realisable 
assets of a company over their book value is a 'secret reserve'. 

4L19. Regarding treatment of such assets for purposes of valuation, the 
-Committee posed the following questions to the Ministry of Finance; 

"(i) What are the I'e'8SOIlS for giving the same treatment to these 
two types of assets of a company? 

(ii) Is it correct that the present rules and instructions do not take 
into account these secret reserves whne computing break-up 

value of unquoted equity shares in companies? What is justifi-
cation for ignoring these 'secret reserves' e'Spf(Cially where such 
companies are family controlled'" 

4.20. In reply, the Ministry stated that "rule I-D of the Wealth-tax 
Rules and Circular of 1967 prescribe certain methods of valuation which 
were laid down keeping in view the relevant facts and circumstances." 
4.21. In reply to another question, the Ministry informed the Com-

mittee that the broad principle5 laid down in the JaIan's case (86 ITR 621) 
for valuation of unquoted equity shares in companies were: 

"(1) Where tbe shares in a public limited company are quoted on 
the stock exchange and there are dealings in them, the price 
prevailing on the -valuation date is the value of the slrares. 

(2) Wbcre,Jhe shares are of a public limited company which ~rc 

i~ .. oted on a stock exchange or of a private limited com-
PartY the value is determined by reference to the dividends if 



59 

any, reflecting the profiteering capacity on a reasonable com. 
mercial basis. But,whe.re they do not, then the amount of 
yield on that basis will determine the value of the shares. In. 
other words, the profits which the company has been making 
and should be making will ordinarily determine the value. 
The dividend and carnin& method or yield method are not 
mutually exclusive; both should held in ascertaining the profit 
earning capacity as indicated above. If the results of the two 
methods differ, an intermediate figure may have to be com-
puted by adjustment of unreasonable expenses and 'adopting 
a reasonable proportion of profits. 

(3) In the case of a private limited company also where the ex· 
penses are incurred out of all proportion to the commercial 
venture, they wUl be added back to the profits of the company 
in computing the yield. In such companies the restriction on 
share transfers will also be taken into consideration as earlier 
indicated in arriving at a valuation. 

·(4) Where the dividends yield and earning method break down by 
reason of the company's inability to earn profits and declare 
dividends, if the set-back is temporary then it is perhaps pos-
sible to take the estimate of the value of the shares before set-
back and discount it by a percentage corresponding to the pro-
portionate !fall in the price of quoted shares of companies which 
have suffered simi1m reverses. 

-(5) Where the company is ripe for winding up then the break-up 
value method determines what would be realised by that pro-
cess. 

l{6) Valuation by reference to the assets would be justified where 
the fluctuations of profits and uncertainty of the conditions at 
the date of the valuation prevented any re-asonable estimation 
of prospective profits and dividends." 

4.22. As to the requirements to be fulfilled for application of 'yield 
basis' of valuation of unquoted equity shares in companies, the Ministry 
'lItated: "The requirements to be fulfilled for application of 'yield basis' 
'would depend on facts of a case. The essential requirements, however, is 
that the company should be a going concern, should make profits over a 
period of years and should be capable of making profits. Further, there 
'should not be fluctuations of profits and uncertainty of conditions prevent-
iing any reasonable estimation of profit-earning capacity." 
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The Ministry further added: "For determining 'yield' under the 'yield" 
capitalisation method, certain adjustments to the book profits have nOl"--
mally to be made with a view to arriving at, to the alent l>OSsible, the real 
profits which could be maintained in the future. In. this conneCtion re-. 
ference may be made to para No.2 of Circular dated 31-10-1967." 

4.23. The Ministry admitted that after Supreme Court decision in 
]alan's case (86 ITR 621) and Kasumban Mahadevia's case the CBDT-
instructions of October 1967 did not hold ground. 

4.24. The valuation of unquoted shares fall under section 7(1) of the 
Wealth-tax Act. The Committee enquired whether the Board had issued 
any new guidelines for the valuation of unquoted equity shares and if not 
the reasons tbel'\'for. The Ministry stated: "The Board are seif.cd of the 
matter and issue of necessary instructions in supersession of the Circular-
dated 31-10-1967, pending finalisation of the rules on the subject, is under 
active consideration of the Board." 

4.25. As regards to the book value of the assets of the company in, the-
present case, the Ministry informed the Committee thus: 

"The year-wise details of book value Qf assets is as under. 

-----------------------------
AufII fU OIl 31-3-1973: 

(i) Fixed uaeb (Including BuDding Book (value ofwhich it Rs. 2,60,823/-) 2,88,357 
(U) Investment in debenture of East ~ Clinic 2,3()() 

(iii) Loam. advanc:ct. cash and bank balance 1.31.522 

.buts Q.I em 31-3-1974: 

(i) Fixed uscts (including Building Book value of which it RI. 
Rs.2,54>302)  .  . ..• 11,79,083. 

(ii) Investment in debenture of Ea.R India Clinic 2.300 

(iii) Loans, Advances, cub & bank balance 1,33,814 

AssII' as on 31-3-1975 I 

0) Fixed auetJ (including Building Book value of wllich i. 
RS.2.47.994) -.. 11,70,248 

(ii) Investment in debrnture of Baal India Clinic 2,300 

(iii) J.oans, advances, cash and bank balance 1,30,330" 

-------
The Ministry fwther added: "The market value of the assets of tho-

company have not been ascertained by the WTO because either under Rule 
I-D or under Board's Instruction No, ~ r dated 31-10-1967 regarding 
valuation of shares of Investment companies, the question of ascertaining 
the market value. of assets of the company does not arise." 

\.:, .... " 

4.26. e ~ ed whether the assessment has been rectified and if so-
with what e l~  the Ministry .stated: 

"Not rectifieation of the wealth tax assessments has been carried out._ 
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In the assessment year 1973-74 the r~ were taken at the retur-
ned value of Rs. 3.21 per share. In the e~ .e  ~ 1974-
7S they were originally returned at Rs. 3.22 per share but the 
value was revised by the assessee to Rs. 2.01 per share relying 
on Board's instruction No.2 (WT) of 31-10-1967 which pre-
scribes the procedure for valuing 'Shares of investment com-
panies for wealth tax purposes. The WTO, however, toOk the 

value at 'Its. 3.22 per share. For assessment year 1975-76 
also the assessee returned the shares at Rs. 2.01 per sharo 
relying on Board's Instruction, but the WTO adopted the rate 
of Rs. 3.22 per share. The assessee filed appeals against tho 
order for the as'Sessment years 1974-75 and 1975-76. The 
appeals were allowed by the AAC. The AAC's orders have 
been accepted by the assessee and the Department. As a 
result of the AAC's order, requiring adoption of the value of 

the shares under rule I-D of the WT Rules, the value of 
,he shares for assessment year 1974-75 and 1975-76 will be 
Rs. 3.11 and 3.01 respectively. Accordingly the value to 
be taken for the shares as per the AAC's orders will be less 
than those taken in the assessment order'S. In this connection, 
it may be mentioned that as per Board's Instruction No. 2-
WT of 1967 prescribing method for valuing shares of invest-
ment companies, the value of the shares for the 3 assessment 
years would be as under: 

.4 S.!(P II/elll year 

1973-1974 

1974-1975 

1975-1976 

Rs. 2.63 per shares 
Rs. 2.61 per share 

Rs. 2.55 per share 

4.27, The Committee have noticed tbat there are two methods of 
valuation of the unquoted equity shares of companies. namely 'break-up 
value methOtI' and 'yield method', Under the 'break-up value method', the 

value of such shares is hased on tbe value of net assets of the company. 

Under the 'yield method" the value of the shares is treated as equal to 
the principal amount which would have earned simple interest equal to the 
given yield on sh:lrCi at the interest rates of ~il -ed ed securities. The 
principle of valuation ~ shares which has been adopted under Direct Taxes 

Acts iii that the value of any asset, other than cash, shall be estimated to 
be the price, wbich in the opinion of the r.Jssessing Officer it would fetch 
if sold in the open market On the relevant date. So, the value computed 

under the two methods has to correspond to a h''Potbetical vRlue on a 
hypothetical sale in a hypothetical market in accordance with the aforesaid 
principle which has Iwen established through 1:1 nUllifier of decisions of the 

Supreme Court Of India. 

'. 4.28. For valuation of unquoted equity shares in companies other than 

Investment companies and managing agencys' companies, Rule 1.D of the 
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Wealth-tax Rales, 1957 framed by the Board under section 7(1) of the 
Wealth-tax Act 1957 applies. The Rule iocorporates break-up value 
method only. Consequently, it has been provided in the rule that in making 
compatadon of the wlue aU 6abiDties as shown in the balance-sheet of 
the compay 8Dd the dividends pertaining to the preference sltare-holdea 
shaD be deducted from the value of aU its assets shown therein; 8 dUeoat 
of 15 per cent shaD be allowed to amve at the value of the net 8Slefl. The 
balance value of the net assets shall be distributed over the equity shares 
to arrive Ilt their value.. Again, if the company bas not declared divi-
dends for 3 to 6 years. the discount allowable sball be increased from 17 t 
per cent to 25 per cent. 

4.29. Alidit has repeatedly pointed out that where a company bas 
IDldUelosed assets or where the book value of assets is much below their 
fair market value on the relevant date, valuation under the above prOvision 
of Rule ID based on book value of assets only would Dot be in confor-
mity with the principle of true market value contemplated in Section 7 of 
the Wealth-tax Act. This defect in the Rnle has not been rectified so Iar. 

4.30. Further with reference to the said Rule ID the Public Accounts 
Committee in paragraph 4.22 of their 226th Report (Fifth Lok Sabha) 
(August 1976) observed, "companies which do not declare dividends pre-
llUll8b1y will a particular design and accumulate profits in their reserves 
also derh'c a tax advantage ". Wealth-tax is flvoided because of tbe ai-
lOW8DCe of discount at increasing rates, under the aforesaid Ru!e ID. in the 
break-up method for valuing the uDquoted equity sbares on the grounds of 
Don-dednration of dividends for specific Dumber of years while, in fact, 
the profits Ine getting accumulated (without being distributed) with such 
private Umlted ~ ie . . 

4.31. nle subject matter of valuation of unquoted equity shares In 
lavesfmetlt companies 8Dd other companies was also commented upon in 
paragnlph 72 of the Audit Report ;'977·78. In that regard, the Minis-
try of Finance have stated in March, 1981 that rule 1.D of the Wealth-tax 
Roles and Board's circular of October 1967 were discussed by D Com-
mittee set up by the Board on valuation of unqnoted equity shares of com-
panies. The said report had been discussed by the Board and follow-up 
don by way of fnmiag suitable rules was likely to be completed soon. 
AgaIn. the Board have stated that they (fare seized of the matter and issue 
of neceillsarv instmction in superse41sion of the circular chfed 31st Odober, 
1967 and ftnaUsation of file rules on the subject is under adive considera-
tion of the ~.  .. 



63 

4.32. The Committee regret to note that even after· the Supreme Court 
of Indb judgement in JaJao's case (86 ITR 621), delivered in 1972, the 
MiDistry of FJ.II8D.(e bad not tokeo steps to amend the rule or to issue fresb 
instructions. The avoidable delay of more than 7 years bas, in the mean-
time, been causing under-assessmeotof Wealth-tax. The Committee re-
commend that the Government sbould rectify file position without farther 
loss of time. As pointed ont by Audit in the iostant case due to absence 
of any rule or its clarification the exchequer bad lost Rs. 48,868 by way 
of Wealth-tax. 



CHAPTER .. V 

INCOR'RECT COMPUTATION OF NET WEALTH 
AND ESTATE ESCAPING ASSESSMENT 

AUDIT PARAS '1 
'}, 

5.1. As mentioned in pararphs S.2and 5.3, of the Public Accounts 
Committee's 186th Report t1975-76), the Committee have almost year 
after year commented upon the continuation of a very common mistake 
involving the dropping of one lath of rupees or the wrong transcription of 
a digit from a substantial amount resulting in under-assessment of tax in 
tax big income cases. Similar mistakes still continue to occur. Instances 
of such errors were reported in paragraphs 34(vi) and 95 of the Audit 
Report, 1975-76 and paragraph 61.6 of the Audit Report, 1977-78. 
Another costly mistake is given below:-

5.2. An individual held shares in different companies valued at Rs. 1], 
67,954 on the valuation date relevant to the assessment year 1967-68. While 
computing the aggregate value of such shares the departme.nt erroneously 
arrived at a figure of Rs. 12,17.954 <;by overstating the total by Rs. 
50,000). The figure of Rs. 12. t 7,954 so wrongly computed wa'S, how-
ever, taken into the assessment, completed in March, 1978, only as Rs. 
1,21,794. Thus, the dropping of a digit led to under-assessment of 
wealth of Rs. 10,46,160 (Rs. 11,67,954 minus Rs. 1,21.794) and short 
levy of tax of Rs. 23, 725 for the assessment year 1967-68. 

5.3. The Ministry of Finance have accepted the audit objectiOn. 
rrangmph 68 (iii) of the Report of the Comptroiler and Auditor Ch:neml 
of India for the year 1978-79, Union Government (Civil) Revenue Receipts, 
'/0) arne II Direct Taxes]. 

5.4. In the estate duty assessment, completed in August] 977. in t'es-
e~  of a,. deceased person (died in May 1968), the assessing officer, while 
'aggregating the values of all properties to determine the net principal valUe! 
dJif the estate, omitted to include a 8um of Rs. 1,51,395 being the value of 
five movable propertie!l. This omission resulted in under-assessment of 
the estate by Rs. 1,51,395 with consequent undercharge of duty of 

Rs. 45,418. 

5.5 The Ministry of Finance accepted the audit objection. 

[Paragraph 83(iii) of the Report of the Comptroller and Auditor General 
of India for the year 1978-79, Union Government (Civil) Revenue Re-
ceipts, Volume II Direct Taxes]. 

'I'-!( 
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5.6. Audit Para 68 (iii) relates to an individual assessee under CIT's 
'Charge, W.T. (WB) Calcutta.II, Calcutta. There was incorrect comput· 
. ation of net wealth d~e to two errors committed by ,lDcome-Tax Officer one 
in totalling aggregated V".uue of shares held by the assessee in different 
companies and the second was arithmetical mistotalling. The total arrived 
at was Rs. 12,17,954 instead of Rs. 11,67,954. Wrong total was carried 
~ver into further calculation as Rs. 1,21,794 through lack Qf care (that is 
out of six digits in sequence, one digit was dropped for want of care). 
Consequently there was an under assessment of wealth by Rs. 10,46,160 
(Rs. 11,67,954 minus Rs. 1,21,794) and short levy of wealth-tax Rs. 23,725 

for the assessment year 1967-68. The assessment was completed in J978. 

5.7. The objection raised by the Audit has been accepted by the Ministry 
·of Finance and the assessment in question has been set aside in appeal by 
the;: CIT (Appeal) and fresh assessment has been ordered. The Ministry 

have further stated that though the case was required to be checked by In-
ternal Audit Party but it was not checked and the reasoDs for the failure 
were being ascertained. 

5.8· While poin.ting out that year after year instances have been con-
tinuously reported by the Audit and also pointed out by the Public Accolillio. 
Committee of the wrong transcription of digits, mistakes of calculations, 
wrong application of rates, etc. the Committee desired to know what action 

had been taken by the CBDT Ifrom time to time for ensuring proper arith-
metical and clerical check of the assessments. The Ministry, in reply, 

stated. that instructions for exercising checks on such mistakes have been 
issued periodically e.g. instructions issued on 24th October 1969, 23rd 
~ er 1970, 25th August 1973 and 10th January, 1974. 

5.9. Referring to several case·s of such errors as pointed in test audit, 
for example, paragraph 34 (vi) and 95 (i) (a) (b)' of the Audit Report 
1975-76, 19 (i), (ii), (iii) and 61.6 of the Audit Report 1977-78 and ~ 

and 87 (ii) of the Audit Report 1978-79, the Committee enquired whether 

these instances  were indicative Qf the weakness of Internal Audit and ad-
ministrative inspections. The Ministry stated that the numoer of Intemal 
Audit Parties (including Special Audit Parties) is not adequate to check 

all cases of assessments which were required to be checked. Question 

of augmenting the strength of the Internal Audit Parties was engaging the 

attention of the Board. The Miinstry also in,formed the Committee that 
all lACs under the CIT West Bengal-X, where this mistake occured, and 

all Commissioners in the West Bengal Charge, Calcutta have been directed 
10 undertake review to see whether there are similar mistakes in case of net 
wealth of Rs.10 lakhs or more during the financial years 1977·78 to 
1980-81. The result of the review is awaited, the Ministry added ......• 
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S.10. Audit paragraph S3 (ill) relates to an assessee under CIT's. 
~ r e  Controller of Estate Duty, Calcutta. In this case certain proper-
ties of the deceased for the purposes of estate duty were omitted. In tbis .. 
. case, the estate duty assessment was completed in August 1977 in re~ ec  'Of 
a deceased person who died in May 1968. While aggregating the value of 
all the properties of the deceased to determine the net principal value of the 
estate, a sum Of Rs. 1,51,395 being the value of five movable properties 
was omitted though the account filed by the accountable  person showed' 
these movable properties. This resulted in under assessment of the es-
tate by Rs. 1,51,395 with consequent undercharge of duty of Rs. 45.418. 

S.11. When asked 'as to how the assessing officer missed the same, the 
Ministry of Finance stated: "The figures were taken in the inner column 
of the assessment order but were not taken in the total value of tbe estate"· 

5.12. In reply to another question whether this transcription of figures 

from the accounts filed to the assessment order could not be checked as 
part of arithmetical check of assessmer.ts, the Ministry stated: "Transcrip-
tion of figures from the return filed to the assessment order should have' 
been checked as part of arithmetical check of assessment. Similar r ced~ 
.-has been laid down by the Board in Instruction No. 598 dated 25.8.1973". 

5.13. The Ministry admitted that the mistake occured in this case due 
to omission to exercise the prescribed arithmetical check of assessments. 

5.14. When asked as to how does the continuance of such errors reflect 
on the adequacy or otherwise of arithmetical check, Internal A.udit and 
administrative inspe<:tions, the Ministry stated: "The Ministry is alive to" 

the possibilities of arithmetical errors crepting in at the stage of computation 
of total income and thereafter computation of tax and $e need for adequllte' 
safeguards to eliminate such mistakes as far as possible. With this end in 
view a number of instructions have been issued by the C.B.D.T. and 01. 
(IT & Audit) some of which are noted below :-

(i) Instruction No. 119 dated 24.1{).69 

(ii) Instruction No. 233 dated 23.10.70 

(iii) Im;truction No. 598 dated 25.8.73. 

(iv) Instruction No. 646 dated 10.1.74 

(v) Board's circular F. No. 36/40-67-IT (Audit) dated 13.12.68: 

(vi) DI (IT&A)'s Circular F. No. Audit/73-74/DIT dated . . ~ 

(vii) 01 (IT&A)'s Circular No. 103 dated 5.6.80. 

•• •• •• ** 
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5.15. In particular, in para 3 of the Board's Instruction No. 598 dated 

25.8.73 the assessing officers have been directed to record a very concise 
reconciliation memo as an office note below the assessment order reconcil-
ing' the returned income and the assessed income. This applies to the 
assessment orders under other direct taxes also. As regards post-assess-
ment check after the completion of the assessments, these are taken up for 
audit by the Special Audit Party flnternal Audit Party under a scheme of 
priorities which in so far they relate to the Estate Duty assessments is as· 
under:- ,:; ~ 

5.16. As per the Circular of the Directorate Audit-9/76/DIT dated! 
6th September, 1976 special Audit Parties have to check estate duty cases 
where the principal value of the estate is Rs. 1 lakh or more. 

5.17. The Board's instructions contained in Circular No. DJ(IT&AYs 
F. No. Audit/73-74fDIT dated 11.3.74 and sub para (xvii) of para 21 of 
Chapter XII of the office Manual Volume II Section'II) reads as under:-

"The Income-tax Officer /WTO/GTO / AGED is responsible for 
accuracy in computation of total income floss. net wealth, tax? 

able gift and principal value of the state and calculation of 
relevant tax. He will personally re-check the calculation taxI 
refund in all cases Of total income over Rs. 1 lakh and refund 
over Rs. 10,000. For other direct taxes, calculation in the 
undetmentioned category of cases must also be rechecked by 
the Income-tax Oflker himself:-

(i) where the net wealth is Rs. 10 lakhs or more 
(ii) where the taxable gift is Rs. 1 lakh or more 

(iii) where the principal value of an estate is Rs. 2 lakhs or more 
(iv) where a refund exceeds Rs. 5,000." 

"The Income-tax Officer must give at the foot of the office copy of 
the assessment order, a concise note reconciling the returned and' 
tbe income/wealth etc. assessed." 

··l1le staff must first make an arithmetical check of the oomputation' 
of income, wealth etc. determined by the Jnoome-tax Officer. 
They should ensure that they charge tax on the correct total 
income as determined by the J.T.O. calculation of tax/refund' 
made by an. Upper Division Oerk must be checked by another 
Upper Division Oerk and signed.Jn..ful1 on the reverse of the-
assessment form in token of their having satisfied themselves-
about the accuracy of the same". 



"For income-tax cases with income above RI. 20,000 refund of over 
Rs. 1,000 wealth-tax cases with net wealth of over RI. 3 lalli. 
gift-tax cases with taxable gift of over RI. 30,000 and all estate 
duty cases, the Head Clerk or Supervisor will check. the calcu-
lation and affix full signature on tbe form ITNS 150/150 A etc. 
Before signing the notice of demand/refund rde~ Jncome-ta..1t 
Officer must mak.e sure that this has been done. 

'The wOlking sheet Qf calculations must in all cases be placed in the 
miscellaneous rocord duly signed by the Income-tax Officer 
and/or the staff concqned." 

5.18. The Committee desired to know as to how and at what stage it 
,:is seen in administrative inspections that the prescribed internal checks on 
the arithmetical accuracy were being exercised and that e~ were adequate. 
"The Ministry of Finance, in reply, stated: "The Administrative Inspection 
of the -!TOs is carried out by the lACs. lACs are the administrative heads 
of the Ranges and are expected to ensure the smooth functioning of the 
lTOs within the Ranges and to guide them in the matter of assessments 
. and recovery. The lAC has to inspect· 8 assessments completed by each' 
ITO during his inspection. The inspection report of the lAC deals with 
all aspects of work carried out by tbe Income-tax Officer such as the 
number of assessments made under Income-tax and other direct taxes, 
demand and collection, achieveme'nt of Action Plan targets work relating 
to advance tax, summary assessments penalties, survey. settlement of audit 
objections, budget collection, watch over issue of recovery certificates and 
so on. In regard to the eight individual cases to be inspected by the lAC 
the objective of the inspection is to evaluate the quality of assessment work 
of the Income-tax Officer and to guide the Income-tax Officer to improve 
upon the quality of assessments. In su(:h inspection of ~ d vid l cases, if 
instances of arithmetical inaccuracies are noted "the lAC would naturally 

comment upon them and get them rectified". 

5.19. The Committee desired to know in how many cases a review 
has been ordered in recent past by the IACSs/Commissioners in ward 
which is prove to such errors of c ~c l i  transcription, application of 
incorrect rates, the Ministry in reply, stated: "Errors of  calculation, trans-

cription application of incorrect rates etc. are due to human !failure and , , 

much depends upon the care and attention devoted by the individual 
assessing officer. In the circumstances it cannot be said that any particular 
Income-tax ward is prone to such errors. However, a special audit of aU 
completed assessments of. Estate duty in which the net principal value 
assessed was Rs. 2 lakhs or ~ during the financial years 1979-80 and 
1 98()"81has been ordereabY the Controller of Estate Duty, Ca1cutta8o 

that mistakes if any are detected and corrected in time". 
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., S.2(\ In reply to another question, the Ministry, while admitting that 
at was a case of non-c()mpliance by the Assistant Controller of Estate Duty 
with Board's inStructions, enumerated the following steps taken to streng-
then the Internal Audit:-

(i) Supervisors heading the Internal Audit Parties were replaced 

by Inspectors who are better qualified for this technical work. 

(ii) The Recommendation of the Public Accounts Committee that 
the level of the personnel working in the Intemsl Audit set-up 

should be comparatively high, was accepted in principle. 
Accordingly, 40 Special Audit Parties were created in 1976. 

~E c  Special Audit Party consists of an Income-tax Officer 
Oass-J (Senior Scale), two Inspectors and one Tax Assiatant/ 
V.D.C. These Special Audit Parties are checking cases in-
volving higher revenue, namely company assessments, assess-

ments in Central Circles, Estate Duty assessments, where the 
principal value of the estate is over Rs. 1 lakh and other 
important cases. 

(iii) Posts of Income-tax Officer (Internal Audit) were created to 

head the Ordinary Internal Audit Parties. After the creation 
of the posts of Tax Assistants, instructions have been issued 

that V.D.Cs working in the Internal Audit Parties sbould be 

replaced by Tax Assistants. 

(iv) In order to improve ihe efficiency of the personnel manning 
the Internal Audit set-up, instructions were issued by the 
D.B.D.T. that the Inspectors working therein should have 

qualified in the Income-tax Officers' examination and UDCs 

and TalC Assistants working in the Internal Audit Parties should 
have qualified in the Inspectors' Examination. 

v~re er attention is being paid to improve the technical compe-
tence of the personnel munning the Internal Audit set-up. The 

I.R.S. (DT) Training College at Nagpur, along with theRe-
gional Training Institute at Bombay, Calcutta, Bangnlore and 
Kanpur. mount special training courses for the personal work-
ing in the Audit set-up with particular empha..c;is on audit of 
company assessments", 

5.21. As regards the streamlining the administrative inspections by the 
!"ange lACs, the Ministry informed the Committee that "the matter was 

di9Cussed in the Commissioner's Conference in May 1976 and it WM 
decided that each territorial lAC should conduct six inspections in a year. 
Similarity each lAC in a Centr81 Range and a Company Range has to do 
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4 inspections in a year. The inspection report of lAC should CQver com-
ments on assessments in 8 cases, 4 of ITO's choice and 4 of lAC's selec-

tion. Each lAC has to prepare his annual plan of inspection in early 
April Ifor approval by the Commissioner of Income-Tax. The lAC is 
expected to plan his annual inspection work in such a manner that all the 
inspections are completed before the end of December. In selecting 

Circles for inspection, the lACs have been instructed to give preference to 
those circles that have remained uninspected lor a long time and proceed 

in the same order until a complete round of all the Circles in a Range. is 
made. The l - ~  of the inspection report was revised in 1980 so as to 

enable the lACs to give a mOCe meaningful appraisal of the ITO's pe11Cor-
mance and make inspections more effective. 

5.22. The Director of Inspection (ITAA) supervises and reviews the 
work of the internal audit. He inspects the work of lAC (Audit), Internal 
Audit Parties and Special Audit Parties by visiting the charges of Com-
missioners to ensure that prescribed procedures are followed and adequate 
measures are taken for expeditioU's checking of rugh revenue cases. Further 
he makes monthly and quarterly review of the performance of the lAP I. 
SAP,  settlement of Audit objections etc. He also makes an annual review 
of the working of the Audit set-up as a whole for the information of the 
Board. As regards administrative inspections, DI(lT&A) lays down 
general policy for inspection by lACs, prescribes inspection programmes 

of lACs and examines and reviews inspection reports sent by the lACs". 

5.23. When enquired about the result of action taken to rectify the 
assessment as a result of Audit objection, the Ministry stated: "It has been 
reported by the Controlled of Estate Duty that the assessment in" question 
was rectified u/s 61 of the Estate Duty Act raising additional demand of 
Rs. 39,90/-out of which Rs. 27,314/-has been collected on ~ - . 

5.24. Under-assessment of taxes of subsbntial amounts have been 
noticed year after year, on B«ount of mistakes due to carelessness or 
negUgence, which could have been avoided had the Assessing 08icers aDd 
tlheir sd been a Uttle more vigilant. Such cases of under-assessment bay. 
been the subject matter of several recoPlmendatioDS of the Public Ac-
counts Committee in the past. The Committee In paragraph 5.2 of their 
186th Report (FlftIt Lok Sabba) bad obsetvecJ daat the commonest mistake 
tint bas been adversely commented upon by the Committee, almost year 
after year, is the dropping of digits, generally one Iakh of rupees either 
.from the anessed total iDcome or from the amount of to payable. 

5.25. Apia, the Committee bad 0"""00 that a mistake, commoaly 
oCOmmfttecJ, was the wrong transcriptlon of digit or the droppIDg of .-
4igIt, from a sobsfantiaJ amount, resulting inuude .... aessment of income-
tax (paaagaaph 5.3 of the same Report). The CommIttee In anearler 
feI1IOli:(51st Report, FIfth Lok Sabha), bad re'riewed the trend of mlsflakel 

" 
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in computing i c e~d tax and made specific recommendations on the 
;fOur mMin contributory factors. namely, rush of work towards the end of 

the e r~ continued inefficiency of Internal Audit, btpses of check on com-

.peltation income and the bck of counter-check on such computations. 

5.26. It is evident from the executive instructions (vide para cU2 ante) 
that the assessing officers and their subordinate staff are required to carry 

out Internal Checks on the computation of income, value of asse15 and 

on the lamount of tax resulting therefrom, as part of their regular duties 
and responsibilities. 

S.27. Apparently the instructions issued by the Central Board of Direct 
Taxes are Jlot being strictly fonowed by field offices of the Department. 
Otherwise the important instructions issued by the Board from time to 

time for ensuring arithmetical and transcription accuracy in the work done 
in various Wards, wouldhtlve been enforced by the range Inspecting 

Assistant Commissioners during their edministrative inspection and by the 

Internal Audit and the failures of the type noticed in Revenue Audit 

would not occur so frequently. 

S.28. The weaknesses of administrative inspection have been the 
subjed matter of comment by the Public Accollntlj Committee in para-

graph 5.10 of their 1861h Report (Fifth Lok S:1bba) wherein they obser-

'ved: 

"Another factor that came to the notice of the Committee was 
the weakness of inspections by the Inspecting Assistant Com-

missioners of Income-tax. In paragraph 1.65 of their 3rd 

Report r~  Lok Sabha) the COmmittee desired that ilLlj-
tructions should be issued to the Commissioners to chalk-out 

a programme of inspection of Iln the circles at regular inter-

vals. In reply (vide page 57 of the 80th Report) (Fourth Lok 

~  the Ministry stated iIlat necessary instructions have 
been issued in December 1968 for programme of inspection 

by Inspecting Assistant Commissioners to be drawn up In 
such a manner so that every circle was inspected Ilt least 

once in three years". 

5.29. The Committee, however, note tbat the layout of the inspection 

'report of lAC was revised only recently in 198tr1o enable the lAC to 

<give a more meaningful appraisal of the ITO's performance and make 

inspections more effective. 

!.30. The Committee note tlllt though the case was required to be 

.checked by the Intemal Audit Party but had not been checked and the 

MInistry is ascertaining the reasons for tbis failure on the part of Intemal 
Audit Party. The Committee would like to be -apprised of the reasons 

*» ascertained. 
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5.31. The Com.mittee e8IUIot but observe that such simple but costly _"WI continue to penist not merely because of the lnltial human faDure, 
but more 80 because of the lack of supervision BDd failure of tile system. 
of internal coDtroI and internal audit. 'The Board of Direct Taus see_ 
to be content with issuing repeated instructions "on the subject and inform-
Ing the Committee of their having done so. The results, however, clearly 
indicate that neither soperior supervision, nor internal Iludit, have actually 
been brought upto the desired Inel so far. The Committee would recom-
mend that these continuing problems should be discussed by the Board, 
or its Members. in periodical review meeting, with the Commissioners of' 
Income-tax, and other field ofticers so 88 to get a proper feed-back as to· 
why the instructions issued by the Board are not having the desired effect 
&ad tben to devise etfectin corrective metlsDres basel on such feed-back. 
The Committee would also recommend that in the field also the Commb-
sioners of Income Tn and the In.cting Assistant Commissioners should 
holcl similar periodical review meetiwgs to understand such basic problems 
in their proper perspective, which alone cim make for meaningful solutions. 

5.32. The internal audit oqpnization continues to be weak despite the 
various steps taken in pursuance Of the earlier recommendations of the 
Committee. Cases of this type involving substantial revenue continue to 
be reported by Revenue Audit where either the internal audit did not 
check up the case at all, or it failed to point out the particlIbr mistake. 
It is neeessary that the Director of Inspection (IT & A), who is entrustecf 
with the responsibility of sopervising and reviewing the working of intemal 
audit, discltmges this responsibility in a manner to buUd up the internal 
audit organization to 13 level of efficiency where at least. the bigg., cases 
are ail checked in internal audit Dnd checked properly. 

NEW DELHI; 

April 26. 1981 ---
Vaisakha 6, 1903 (S) 

CHANDRAJIT YADAV,.. 
Chairman. 

Public Accounts Committee. 
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APPENDIX I 

Copies of the reference made by Foreign Tax Division CBDT to ,.the 
i ~  of Law in File No. 473/140/16-FTD (Foreign TQX iv~ . 

C.B.T.D. (Vide Paragraph 1.50) 

• • ~ • • 
We have two cases in which assessees have sought approval of their 

agreements for purposes of section 80-0 whereby they are receiving certain 
royalties for sale of their copyrights. In one case, approval  has been 

sought for purposes of section 80-0 in respect of an agreement made by 

Messrs. Gramopbone Company of India Limited, Calcutta use with Messrs 

EMI Records Limited, U.K. which provides for use of matrices by the 
Indian company and payment of certain royalties calculated in respect of 

the sales so made. A matrix for a record is like a mother record from 

which more records can be taken out. Thus, the use of a matrix would 

mean that the IEnglish company can take OIM more records from that matrix 
and thereby effect sales of records so made. Royalties would be paid calcu-

lated on the basis of the sales. 

2. In the second case, the Indian company have transferred the sole 

and exclusive right to the publication of the book containing specialised 
photographs and theartides published in 'The Statesman Limited' in 

respect of Mother Teresa. These were acquired by the applicant compan: 
from The Statesman Limited, which is a  ] 00 per cent subsidiary. It hi .. 

heen stated that the copyright of the work would. however, remain wit} 

the Indian company and would be so acknowledged on each copy of th 
publication. ' 

3. The question for consideration is whether any royalty received b) 
sale of such copyright" can be said to be covered by the words 'Similar 

property right' appearing in section 80-0. This section. provides, inter alia, 

for the deduction in .respect of royalty, etc.  received in oonsideration for 

the use outside India of any "patent, invention, model, design, secret 
formula or process or a similar property right". The word 'similar' would, 
tberefore. imply that the property right should be of the same genre as a 

patent, invention, model, design, secret formula or process. It would appear 
that a copyright would not fait in any of these categories. 

4. As the matter is not free from doubt, we would be grateful for the 
advice of the Ministry of Law whether such cases would qualify for pur-

poses of section 80--0, if the other conditions are fulfilled. In the first case 
of Messrs. r ~ e Company of India Limited, opinion of Dr. H. 
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Sabaray, Advocate of Calcutta submitted by the Company, may kindly be 
seen at pages 77·79/ c. . 

Sd./-(V. P. MrITAL) 
Dy. Seey. to the Govt. of India 

Ministry of Law (Shri M. B. Rao, Joint Secretary and L.A.)  Central Board 
of Direct Taxes (FTD) V.O.F. 473/140/76·FTD, dated 26th February, 
1977. 

Ministry of Law, Justice and Company Affairs 
(Department of Legal Affairs) 

Adl>ice (8) Section 

Section ~  of the Income Tax Act. 1961 provides inter alia, for a 
deduction of the whole of the income received in respect of royalty, com· 
mission,fees etc., from a foreign enterprise in consideration for the use of 
outlSide India of any patent, invention, model, design. secret, formula or 
~ ce r similar property right; or information concerning industtial, 
commercial or scientific knowledge, experience or skill under an agree--
ment approved by the Board in this behalf. 

2. The question for consideration is whether the expression "similar 
prope,rty right" would include a copyright. This leads us to the qUe8tions • 
whether copyright is a property right and secondly whether it is similar 

t.o the other property rights mentioned in the section. 

3. A question some what similar to the question e~ er copyright is 
a property right arose in the case of Weatherby & Sons v. IntenuJliona/ 
Horse Agency And Excllal1}!e (1910)2 ch. 297. In that case Parker, J(at p. 
305) bas said that, "Copyright is a right of property and a person is en-
titled to come to the Court for the protection of that property". It b.as been 
followed in Hawkes· and Son (London) Ltd. v· Paramount Filttt.,servict.' 
Ltd., (1934 eh. 593), See also lefferys v. ~  (1854) 4 H.L.C. 815 

and para 3 of Copinger on Copyright. It can" therefore, be concluded 
that copyright 'b--a property right. . 

4. The next question is whether this right is similar to the right to 

patent, invention, model, deSign, etc. A Perusal of section 80.0 would 
indicate that it generally includes incorporeal rights. A copyright is also 

an incorporeal right. Therofore. on applY::Ig the principle ejusdem generls 
it can be suid that a copyright would be covered by the expression ~ i il r 

property  right." In the light of the view expressed above the Department 

may take appropriate decision. in the cases. 

CBDT 

Sd/. Dr. V. K. AGARWAL) 
Asstt. Legal Adviser 

12-5-1977 

Tele: 389006 

r ~ i . ; ic~- . .  V.O, No. 21l94/,17/Adv:CB) Sec. dated: 
17.5·77. I 
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• • • • • 
Section 80-0 applies to patent, inventions, model, design secret formula 

orprac:esses etc. or other IImilar property rights. Arc not the various 
specific items enumerated, indicative of rights to industrIal patents or indus-
trial secret processes? Would we accordingly be justified in holding that 
the various specified proper.tyrights aro merely indicative of all incorporeal 

rigbts and copyright heiDg aninoorporcal right should also qualify for the 
benefit of section 80-01 

The Law Ministry may like to re-consider their advice. 

Sd/-(J. C. Kalra) 

10int Secretary. 

20-5-1977 

Ministry of Law (Shri M. B. Rao, loint Secretary) 

CBDT, U.o. F. No. 473/140/76-FTD dated 21-5-1977 

y 

Miaistry of Law, Justice and Company Affairs 
(Department of Legal Affairs) 

Advice (B) Section 

Reference preceding note. 

2. The perusal of section 80-0 of the e ~  Act, 1961 would 

indicate that 1he sources of income such as by way of royalty, commission, 
fee etc., are very wide. They include patent, invention, model, design, 
secret formula or commercial and scientific knowledge, experience or skill 
made available to a foreign enterprise. These items indicate that the 
intention of the section was that it should not be resiricted to only incorpo-
real industrial rights but to include all other sources as indicated in the sec-
tion. There is nothing in the section to restrict its operation to incorporeal 
industrial rights. We. therefore, feel that the view expressed by us earlier 

at page 4/ ante needs no change. 

C.B.D.T . 

Sd/-(Dr. V. Ie. AGARWAL) 
Asstt. Legal Adviser 

2-6-1977 

. _-_._---------------------
Ministry of Law, Justice & C.A., (Deptt. of Legal Affairs), U.O. No. 228791 
771 Advice (B) dated: 3-6-1977. ~ 
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at
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h
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r
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b
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c
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~
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i
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~
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x.
 
t
he
 

ri
~e
 r
ec

li
ie

d
i

e
er

~
 s
h
o
ul
d 

re
ct
if
y 
t
h
e 
P
OS
iti
on
 
wi
t
h
o
ut
 

~ 
lo
Ss
 o
tt
br
i
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 c
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 b
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b
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h
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 p
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ra
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 c
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b
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ra
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ha
d 
o
bs
er
ve
d 
t
ha
t 
a 
mi
St
ak
e, 
oo
m
m
O
Dl
y 
c
o
m-

mi
tt
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i
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p
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p
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b
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 m
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 m
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b
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c
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b
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b
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h
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ra
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t
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o
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b
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o
m
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re
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t
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i
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o
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o
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b
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o
m
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i
o
ne
rs
 
t
o 
c
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l
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o
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 p
a
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R
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p
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b
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i
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f
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b
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b
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i
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i
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h
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re
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h
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m
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 m
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 d
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 d
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 c
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