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DIRECT TAX LAWS COMMITTEE 

FINAL REPORT 

PART I 

INTRODUCTION 

1-0.1. The Direct Tax Laws Committee constituted 
~ pursuant to the statement of the Honourable Minister 

of Finance in 1une, 1977, had submitted an Interim 
Report to the Government in December, 1977. We 
were expected to submit the whole Report before 
the end of the year 1977, but having regard to the 
circumstances set out in the Interim Report, it was 
not possible to complete the assignment before 
December, 1977. 

1-0.2. We were, therefore, granted time until 31st 
August, 1978, to submit our Final Report, vide Noti
fication of the Government of India, Ministry of 
Finance (Department of Revenue) No. A. 11019/ 
70/77-Ad. VII dated 30th January, 1978. A copy 
of the notification is reproduced as an appendix to 
t)Jis Introduction. 

1-0.3. We had progressed with our discussions and 
deliberations, and at the final stage, we requested the 
Finance Minister to invite Shri N. A. Palkhivala to 
visit India to enable the Committee to obtain the 
benefit of his guidance and advice before finalisation 
of the Report. We are glad to say that Shri Palkhi
vala was kind enough to readily respond to the invita
tion and undertake a special visit to India for the 
purpose between 4th and 15th September, 1978. After 
extensive discussions with Shri Palkhivala the Report 
has emerged in this final form. 

1-0.4. 1n tne Intenm Report we had examined 
about 12 issues in depth and submitted our recom
mendations on those issues to the Government. We 
are gratified to note that these suggestions are receiv
ing consideration at the hands of the Government as 
stated by the Finance Mmister in the course of his 
Budget speech in February, 1978. A few of the 
changes recommended bv us were sought to be im
plemented through the Finance Act, 1978. We are 
constrained to observe that the profisions as now 
enactc;d into law on three of the points contained in 
the Interim ·Report are not in conformity with our 
recommendations and have made the law more com
plex rather than simple and rational. The attention 
of the Government has been drawn to these. aspects. 

I-0.5. The problem of simplification and rationali· 
sation of tax laws cannot be considered in the ab
stract and divorced from the background of the eco
nomic activity in which the tax laws are required to 
onerate. The obiect of the tax law is mainly to raise 
the revenue required' for the Government's spendinJ!:. 
Tf so, the current of eauity and fair plav should all 
along run throuj!h it. This nrincip]e, which forms the 
ha~is of our recommendations, must be respected. 
Then alone the law could .be significantly rationalised. 

The process of simplification would' then follow in 
the course of legislative enactment. We are of the 
view that rationalisation of tax laws follows upon the 
introduction of equity as underlying principle of tax 
legislation. 

1-0.6. Courts have time and again observed that 
equity and tax laws are strangers but in our view, 
a total estrangement between equity and tax laws is 
not necessary. When the Courts were constrained 
to observe this, it was not done out of a feeling of 
helplessness, but only as a reminder to the taxpayer 
that an interpretation contrary to the clear provision 
of law is not judicially justified. On the other hand, 
the Courts' approach has recently been stated in clear 
terms by the Supreme Court, viz., that the tax laws, 
like all other laws, "have to be interpreted reasonably 
and in consonance with justice". · 

1-0. 7. The Courts have, in appropriate cases, ad
vised the administration to ensure that the taxpayer 
is not put to undue hardships. They have also placed 
reliance and emphasis on the directions and rulings 
of the Central Board of Direct Taxes given to miti
gate the rigour of the law, and held the Department 
bound by them. The executive is, therefore, in a 
position to ensure fair play and justice as also a mea
sure of equity in the course of administering the tax 
laws. To the extent, therefore, that any aspect of the 
legislation leads to inequity or hardship, it could al
ways be remedied' by a fair and equitable administra
tion of the law. 

1-0.8. It should be recognised that the law, how
ever·, exhaustively and elaborately it may be rationali
sed, cannot take care of all possible situations and 
circumstances which may arise in a developing and 
complex economy such as ours. The nation is en
gaged in a process of planned economic growth con
sistent with social justice, and it has wide and varied 
components like the public sector, joint sector and 
the private sector, as also industry, trade, commerce 
and agriculture, apart from the urban and rural as
pects. All these complexities are inherent in a deve
loping economy such as ours and, therefore, tax laws 
cannot be reduced to a plane of total or absolute 
simplicity. But best efforts towards simplification still 
have to be made. 

I-0.9. This is inherent in anv scheme of taxation 
where the charge, the scope of the charge and the 
process for realising the charge, have to be set out 
with a reasonable degree of certainty. An additional 
feature which is observed is that tax laws are used for 
variou~ socio-economic objectives. By way of illus
tration, the provisions for disallowance of employees' 



salaries or perquisities beyond certain limits are not 
justifiable from a purely fiscal point of view but they 
are part of the socio-economic measures. Attempts 
to mtroduce such measures through the medium of 
tax laws tend to distort the concept of income which 
is, in a commercial and accounting sense, reasonably 
well understood and capable of measurement. Arti
ficial distortions lead to complexities in the Jaw, and 
complexities lead to increased administrative crlfiicul
ties. 

I-0.10. The instability of our tax Jaws is another 
of their worst features. The Jaws arc riddled with 
-uncertainties and statutory amendments are as un
predictable as they are frequent. Surely, after more 
than half a century of the working of the Income-tax 
Acts of 1922 and 1961, it should be possible to have 
an enduring tax structure." In making our ·Reports 
we have proceeded on the basis that once the changes 
we have recommended are made, it should not be 
necessary to make any significant change in the law 
for many years to come. Stability in the rates of 
tax is equally essential, and therefore, we have recom
mended that the rates once fixed should continue for 
at least five vears. 

·I-0.1 I,. The most 'Vital element of justice and tau
ness (apart from stability) of tax laws, the importance 
of which it is hard to overemphasize, is the reason
ableness or the taxburden. In that context it would 
be most appropriate to quote the following observa
tions from the speech of Shri N. A. Palkhivala at 
Bombay in June, 1977:-

. Ideologues and academics spend nours tn 
convincing themselves that high rates of 
personal taxation are essential in a socialist 
economy. The people persist in their ob
stinate belief that the State is not entitled 
tci take more than half of their income. They 
arc prepared to resort to various devices, 
even at the risk of being prosecuted, to keep 
a fair share of their own earnings. 
Dr. Ludwig Erhard, the author of the Ger
man miracle, and Professor Colin Clark 
have been of the definite view that the maxi
mum rate of personal taxation should not 
exceed 50 per cent. Professor Kaldor, the 
eminent socialist, advocated the maximum 
rate of 45 per cent and said, "These con
fiscatory tax rates apply only to. a sma)l 
minority. of people who canno~ avo!d theu 
incidence and their long run effect IS bound 
to be wholly pernicious, both in penalising 
the prospects of certain careers which are 
vital from the national point of view, and 
in undermining public morality." The un
deniable truth of Professor· Kaldor's obser
vation is borne out by Dr; Crick, the British 
Nobel Laureate, going into tax exile in the 
U.S. this year to provide a satisfactory in
come for the remainder of his life, and ano
ther British Nobel Laureate, Dr. Perutz con
templating a similar move as a res~lt of 
what the Times . (of London) .called "the 
nonsensical . state of our personal tax. struc
ture". 
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I-0.12. All these features do not necessarily mean 
that one should resign oneself to a complex tax struc
ture. The tax Jaws can bs made tolerable and accep
table to the taxpayers in general by a fair and en
lightened administration. If the administration is not 
shackled by an overpowering fear of adverse inference, 
it could impart a considerable degree of simplicity 
to the actual working of the tax laws and inspire con
fidence in the public. It is for the administration to 
apply th• provisions in a manner consistent with 
justice and fair play and on the basis of the principle 
that. in case of doubt the benefit should·~IW to t,.he 
taxpayer. 

1-0.13. We have emphasised the need for a healthy 
attitude towards the taxpayer by the administration. 
There can be no doubt that the errant taxpayer should 

·not expect nor be shown any indulgence under the 
law. But, at the same time, the law should not be 
so stretched as to throw the onus upon the taxpayer 
in various circumstances with a view to reducing the 
burden of the administration. The creation of pre
sumptions and adverse inferences against the taxpayer 
tends to present a general attitude of mistrust of the 
taxpayer by the administration. The latter's extra
ordinary powers,. without adequate protection to the 
citizen, to cope with exceptional situations, has also 
led to disastrous consequences. The re.cent disClosures 
in the matter of the use, or rather the misuse, of 
such powers, establish the. dangers of such legislative 
measures. The approach should be quite the con
trary. The law should in our view proceed on a gene

. raJ presumption of honesty of the taxpa,yer and pro
vide measures for self-compliance by. him of most of 
his obligations. A fiscal Jaw, as much as a penal law, 
should. proceed upon the innate sense of self-discipline 
and honesty of the public. It is in this regard that 
a special reference has been made to a ,~:ood adminis
tration of even a difficult and unpallatablc law like the 
tax law. The approach of the administration on the 
basis of the underlying presumption of honesty would 
·necessarily be less rigid and more fair-minded. · Cor
respondingly in situations where administrative discre
tion has been used with the sense of justice and fair
play, there should not be a presumption against the 
integrity of the administration. The exercise of such ad
m!nistrative power should be equated to the exercise 
of judicial powers in appellate procecdinl!S. 

I-0.14. we would alSo emphasise the need to pro
mote the confidence of the taxpayer in the administra" 
tion. A climate of mutual trust and fair-play should 
be fostered so as to make for better voluntary com
pliance with the tax Jaws· on the-part of the taxpavers. 
In this regard the periodic measures for unearthing 
unaccounted income through disclosure schemes and 
other concessions considerably pollute the atmosphere. 
The frequency and the periodic regularity of- such mea
sures .generate a sense of frustration amidst the body 
of honest taxpayers. It may gradually lead to .a ·gene
ral feeling that non-compliance of tax laws can be 
indulged in and the results periodically cleared through 
the disclosure schemes. The frustration would . be 
greater because, .despite .the recommendations of the 
various. Committees . against. such disclosure . schemes, 
the Government has in the past intrQCiuced them .from 
time to. time.. We would like to reiterate that -;uch 
measures will tend to breed disrespect for the tax laws 



and their administration, which in turn will seriously 
affect the functioning of the laws based upon volun
tary compliance. There is, therefore, need for a clear 
statement that such measures would no longer be re
peated and the errant taxpayers would necessarily be 
dealt with in accordance with the due processes of 
law. 

I-0.15. In the course of formulating our Report, 
we have considered it necessary to make use of vari
ous types of analysis and statistical tables. The exiSt
ing statistical data and research publications of the 
Directorate of Inspection proved to be quite inadequate 
for our purpose. We noticed lack of data in several 

. important areas of the application of the tax laws 
and important fiscal incentives like accelerated depre
ciation, tax holiday etc. We are informed that there 
is a special cell in the Ministry of Finance which has 
the responsibility of collecting statistics aqd conduct
ing research in various aspects of the direct tax laws. 
However, such a cell functions under the administra
tive control of the Ministry and has therefore necessa
rily to function within the directives issued to it from 
time to time. 

I-0.16. There is need for continuous fiscal research 
into various aspects of the tax provisions. Such re
search should be continuous and not intermittent or 
sporadic. The advantages of such research would 
be three-fold. Firstly, it would ensure continuity in 
the thought underlying the various direct tax laws. Tho 
development of tax legislation on the basis of con
tinuity of thought and reasoning would lead to a more 
balanced and reasonable tax structure. Secondly, fis
cal research would enable studies to be carried out in 
depth on various ·issues. Such studies would be evolv
ed through the process of discussions with the public 
and be formulated after an analysis of the various 
implications. Thirdly, fiscal research would provide 
a rational basis for arriving at informed decisions which 
would then replace the ad hoc decisions which have 
hitherto characterised tax legislation from year to 
year. R(;search would necessarily involve an objective 
~tudy by a team of persons who are solely concerned 
with arriving at proper conclusions uninfluenced by 
any extraneous considerations. 

I-0.17. Continuons fiscal research in a matter con· 
ducive to the attainment of the advantages mentioned 
above can best be undertak!'n by an independent auto
nomous body which is outside the adruinistrative COJ1-
trol of any Ministry. Such a body should be compris· 
ed of experts and it should be entitled to draw upon 
public opinion freely. It should be in the nature of 
an expert consultative body to which . the Finance 
Ministry could look for advice on an intricate subject 
like fiscalle"gislation. A body functioning in this man
ner will be to public finance what a well established 
scierilific research institution is to technology. The 
need -for autonomy for such a body is paramount in 
order to ensure that it can fearlessly express its views 
on any particular proposal which may be mooted by 
the Ministry or the officials of the Government. Where 
considered appropriate, the research body would dis
cuss measures and formulate conclusions through a 
process of dialogue and discussion. 

I-0.18. We are of the view that there is no parti
cular merit or necessity in clothing the budget pro
posals relating to the tax laws with an undue air of 
<4 RS&P /78-2 
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secrecy. Proposals which are exposed to study by 
an autonomous research body and dialogue and dis
cussion with the interests likely to be atlccted antl 
concerned with the matter, would go a long way to
ward's making stable tax legislation. Such a trend is 
already in evidence in some of the industrially advanc
ed countries like the United Kingdom and the United 
States of Amenca. 

I-0.19. In regard to the substantive law on taxation 
of income, there are certain concepts which have 
evolved over a period of time, the most important o[ 
these being the yardstick of income as the basis of 
taxation. The principle of ability to pay has tradi
tionally been measured with reference to the level of 
income of the taxpayer. This concept of income has 
not remained static, but has kept pace with changes 
in the nature and tempo of economic activity. Histori
cally, income was given a very narrow meaning and 
equated with the fruit of a tree. However, in India, 
the concept has been extended to cover various types 
of receipts like capital gains and, more recently, casual 
and non-recurring receipts. Such extension has largely 
been motivated by the need to prevent avoidance of 
tax by camouflaging income receipts as capital. As a 
result, the fundamental distinction between a revenue 
receipt and a capital receipt is gradually getting 
blurred and even eliruinated. Taxation of in
come, which was originally conceived of as taxation 
of revenue receipts, bas, du• to changing circumstan
ces, been extended to certain specific types of capital 
receipts as well. At the same time, the tax laws 
have sought to encourage the conversion of income re
ceipts into capital through approved modes of sav
ing by the grant of certain tax concessions. 

I-0.20. These developments pose the question whe
ther the concept of "total income" which now forms 
the basis of charge, is in reality a proper and adequate 
measure of the capacity to pay. The view has been 
propounded that, considering the recent developments 
extending the scope of income to include some capital 
receipts and simultaneously granting tax concessions 
for building up capital through approved modes, the 
measure of ability to pay could, with advantage, shift 
from a person's income to his capacity to spend or 
consume. It is argued that by using the capacity to 
consume -as the measure of ability to pay, the distinc
tion between capital and revenue would fade into the 

· background and the taxpayer would be exposed to 
making a due contribution to the exchequer if he is 
spending out of his resources for consumption, irres
pective of their source and nature. Consumption, 
whether it be of current income or of capital-which 
is but another name for past income-would stand 
equally discouraged in this concept. At the same time, 
certain essential forms of consumption, such as per
sonal medical expenses, income imputed to owner
occupied property and essential expenditure on main
tenance of bare living standards. would be regarded 
a• legitimate exclu~im!s from the base before applving 
the charge of tax. An exercise in this direction is being 
considered in some of the advanced countries, fully 
recognising that it is an experiment which would in
volve a protracted period of implementation. 

I-0.21. We are of the view that in the circumstances 
prevailing in our country at present, where the require
ment of rapid economic development is paramount, an 



experiment in restructuring the base for the levy of 
taX from income to consumption would be unwise 
.!nct the cost to the nation would be incalculable and 
unjustifiable. The taxpaying public itself constitutes 
~uch a minor part of the population in our country and 
there are such a large number of persons at or below 
the poverty line, that any change in the yardstick, at 
this juncture, would be inappropriate. The taxpaying 
class as well as the administration are psychologically 
attuned to the levy of tax on income and towards sav
ings from such income for national development. It 
would, in our view, be more prudent to extend the 
area of savings out of income qualifying for tax relief, 
than change the fundamental yardstick of income as 
the base for charge of tax. 

I-0.22. One other problem which arises in regard 
to taxation of income is the difficulty in measuring in
come with a degree of mathematical accuracy. The 
problem is complicated further by co-relating the mea
sure of income to a particular accounting period. The 
provisions recently made in the Finance Act, 1978, 
dealing with enhanced compensation payments which 
date back for tax purposes to the year of acquisition 
illustrate this particular problem. An unduly rigid or 
inflexible approach to the exact determination of in
come of a sinj!le accounting period should thus not 
be favoured. The concept of income as a base for 
taxable capacity cannot be artificially confined to a 
single accounting year and there should be a reason
able flexibility in the law to take into account adjust
ments which are not necessarily or strictly confined to 
a single year. 

1-0.23. One important phenomenon to be remem· 
bered in the context of the incidence of taxation is 
the incidence measured in terms of the real value of 
the rupee. In his budget speech for 1977-78, the 
Finance Minister recognised this phenomenon when he 
observed that, in a world of rapid and continuing in
flation, capital gains arising from the transfer of assets 
held over a length of time is to a large extent illusory 
in nature. The phenomenon of inflation is one which 
.cannot be absolutely eradicated. On the contrary there 
is a trend of economic thinking that mild doses of in
flation are indeed necessary in fostering rapid economic 
development. Such inflation has the corresponding 
effect of eroding the value of the rupee in real terms 
or in terms of purchasinp; power. The following table 
extracted from "Statistical Outline of India-1978" 
published by the Department of Economic & Statistics 
of Tata Services Limited makes interesting reading : 

Purchasing Power of Rupee in relation to 
1960 Prices 

Purcha- Purcha· 
~ing ~ing 
Power Power 
ofRuoee of Rllnee 
(Pahe) (Paise) 

-
1960 100.0 Oct. 1974* 29.9 
1961 96 2 Mar. 1976 35.0 
1962 93.5 April 1976 34.6 
1963 90 9 May 1976 34.5 
1964 80.0 June 1976 34.4 
1965 73.0 July 1976 33.7 
1966 66.2 Aug. 1976 33.6 
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-----------
Purcha- Purcha-
sing sing 
Power Power 
of Rupee of Rupee 
(Paise) (Paise) 

1967 53.1 Sept. 1976 33.1 
!953 56.5 Oct.· 1976 32.9 
1969 57.1 Nov. 1976 32.7 
1970 54.3 Dec. 1976 32.7 
1971 52.6 Jan. 1977 32.6 
1972 -49.5 Feb. 1977 32.3 
1973 -42.-4 Mar. 1977 32.1 
1974 32.9 April 1977 31.9 
1975 31.2 May 1977 31:-4-
1976 33.8 Aug. 1977 30.6 
1977 (Jan-Au~) 31.6 

Note : The All-India consumer price index toJ 
industrial workers (1960-100) ha~ 
been used as the deflation. 

*In October, 1974, the index reached the all-time 
peak of 335. 

I-0.24. We recognise that the above Table is basec 
upon th.: All-India Consumer Price Index for working 
classes and may not strictly be representative of the 
economic position in relation to taxpayers in general 
However, the Table is sufficient illustrative of the 
phenomenon with which we are concerned. The Table 
demonstrates that the rupee of 1960 and the rupee 
of 1977 do not at all equate to the same real value 
in terms of purchasing power. It has depreciated to 
about 32 per cent of the value obtaining in 1960. If 
this purchasing power were to be computed with con
ditions prevailing in 1946-47, the position would indi
cate a still higher extent of depreciation in the value 
of the rupee. 

1-0.25. It is in this context that the various mone
tary _limits fixed in the direct tax laws require to be 
considered. Many of the exemptions or concessions 
which are fixed in absolute rupee terms gradually tend 
to mean lesser and lesser value in real terms until a 
stage is reached where the concessions cease to have a 
meaning. It is with a view to having a built-in check 
against this phenomenon that some of the tax systems 
of other countries provide for a system of indexation 
whereby the monetary limits automatically move up
wards or downwards with a rise or fall in the value 
of the currency. It should, however, be noted that 
since 1975 inflation is reasonably held in check and in 
the last few years the value of the rupee in real terms 
has been held reasonably stable. It is for this reason 
that we do not make a recommendation for the intro
duction of indexation in India. If the phenomenon 
of inflation had continued unabated and the value of 
the rupee further eroded we would have examined the 
need for introducing the concept of indexation· in our 
taxing statutes. At present, however, the tax laws 
need not be complicated by such a provisic:m. 

I-~.26. In the course .of performing our task, seve
ral t~sues have been htgbhghted in the memoranda 
submttted to us, while others have arisen in the course 
of t~e e~i~ence tendered by responsible sections of 
public optmon, and all these have been deliberated 
upon during our meetings. In order not to burden 



the Report with unnecessary verbiage we have, gene
rally_. refrained (subject to some exceptions) from dis
cussmg and commenting upon issues on which we re
commend retention of the existing provisions. We 
have devoted considerable time to the formulation of 
our suggestions and recommendations and tried to 
ensure that the reasoning behind these is adequately 
reflected in the Report. We are at the same time pain
fully aware that not all the recommendations are fully 
prefaced with detailed justifications for the same ·and 
with . elaborate discussions involving examination of 
the pros and cons . which preceded them. This is 
because we had to concern ourselves with some of the 
mqst complex pieces of legislation on the statute book 
in a brief period. We have, therefore, restricted our
selves to highlighting the reasoning underlying recom
mendations of relatively greater importance while re
fraining from needlessly burdening the other parts of 
the Report. 

I-0.27. This Report is divided into 3 parts. The 
first part deals with the substantive law of all the 
direct tax laws except the Estate Duty Act. The 
second part deals with the procedural provisions of 
these laws. The third part deals with both the sub
stantive as well as the procedural provisions of the 
Estate Duty Act, which is operative under circum
stances not similar to those of the other direct tax laws. 

1-0.28. As mentioned in the introductory remarks to 
our Interim Report, the general plan of action in re
gard to the task assigned to the Committee was for
mulated in July, 1977, under the Chairmanship of 
Shri N. A. Palkhivala. The approach to the Report 
as well as the. points with reference to which views 
of the public were sought, were determined during these 
initial meetings. As mentioned earlier, we had the 
benefit of detailed discussions with Shri Palkhivala 
before finalisation of this Report when he provided in
valuable guidance and advice. It is a tribute to his 
unparalleled acumen and deep study of the subject that 
all his suggestions readily found unanimous acceptance 
by the Committee. We would be failing in our duty 
if we were not to record our grateful thinks to 
Shri Palkhivala for undertaking this special visit to 
India in the midst of his busy schedule and our sincere 
appreciation of his inspiring contribution in the finali
sation of this Report. 

I-0.29. The link between the inspiration provided 
by Shri N. A. Palkhivala and its translation into the 
cmitents of this Report was achieved through the un
stinting co-operation and tireless effort of Shri B. A. 
Palkhivala. He has, at great personal sacrifice, made 
himself available to us and made a significant contribu
tion. 

I-.0.30. In now submitting this Report we would 
like to place on record our appreciation of the spon
taneous response received from all sections of the 
public concerned with the working of the direct tax 
laws. · Elaborate and studied memoranda on various 
provisions of the direct tax laws were received. Re
presentatives who appeared before us at the personal 
discussions had also put forward their points of view 
very effectively and have thereby assisted us in for

. mulating the contents of this Report. 
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I-0.31. Shri T. S. R. Narasimham, who was th 
Member-secretary of the Committee, continued to hol' 
his senior position as Commissioner of Income-tax an' 
was thus required to attend to the onerous tasks a 
a Commissioner in addition to the work of the Com 
mittee. Whilst he took on this task for the initia 
months even after the submission of the Interim Rc 
port, it was f~lt that the tasks assigned to the Com 
nuttee under Its terms of reference would necessaril) 
require the whole time attention of a senior official whc 
is not simultaneously burdened with the normal task! 
of his office. Accordingly, in March, 1978, the Central 
Government was pleased to appoint Shri D. N. Pathak 
as a wholctime Secretary to the Committee and 
Shri 1'. S. R. Narasimham continued as the Member 
thereafter. 

I-0.32. Even prior to his appointment as the Secre
tary to the Committee, Shri D. N. Pathak was assisting 
the Committee in its task and had made studied con
tributions on several matters entrusted to him. On 
his full time assignment to the Committee he continued 
to make his contributions as well as assumed the tasks 
of co-ordination and leadership of the secretariat of 
the Committee. His knowledge of the subject and 
his close association with the administration of the 
direct tax laws for the past several years have enabled 
him to discharge his duties admirably and to the fullest 
satisfaction of all the Members of the Committee. We 
would like to place on record our appreciation of the 
able manner in which Shri Pathak performed his tasks. 

I-0.33. The Committee is grateful to the senior 
Assistant Commissioners, Shri K. N. Balasubramanian, 
Shri M. K. Keshavan, Shri M. K. Sabharwal, Shri A. K. 
Nasta, Shri S. Govindarajan and Shri D. Laxmi
narayana, who have done much of the spade work in 
the respective areas assigned to them. These senior 
officers assimilated all the points made out before the 
Committee either in the memoranda or in the oral dis
cussions and ably analysed the same in a manner which 
enabled the Committee to discuss the issues involved. 
The high standard with which these tasks were will
ingly performed and the objective presentation of the 
various sides of the issues largely contributed to our 
being able to come to reasoned conclusions. 

I-0.34. The Assistant Commissioners were also effec
tively assisted by a team of responsible and senior,ln
come-tax Officers, viz., Shri R. Krishnamoorthy, 
Shri Roy Alphonso, Shri R. Raju, Shri A. A. Makhija, 
Shri V. B. Dewal, Shri S. Padmanabhan and Shri 
M. M. Bharti, who have also spared no efforts in the 
respective work assigned to them. They have closely 
followed the discussions at meetings of the Committee 
and made timely and detailed notes thereof. The 
accuracy and the technical content of these notes are 
clearly reflective of their knowledge of the law and 
the zeal displayed in following the trend of thought. 
These have been of great assistance to the Committee 
particularly because . the Committee met at periodical 
intervals. 

I-0.35. It would be appropriate to record that but 
for the contributions of all these senior Assistant Com
missioners and Officers, assisted by the secretariat staff 
under them, the Committee would not have been able 
to complete the assignment within the time allowed to 
it. 
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CHAPTER 1 

DEFINITIONS 

. I-1.1. Chapter I of the Income-tax Act, 1961, deals 
With the commencement of the Act and the definitions 
of various terms used in the Act. The recommenda
tions made by us will necessitate several amendments 
to the Income-tax Act. It would be appropriate that 
these amendments are all brought into force at one and 
the same time and that too with effect from a specified 
Assessment Year, say, the Assessment Yeal' 1980-81. 
The unamended Law would apply upto and incla~ive 
of the Assessment Year 1979-80 Except to the Extent 
that certain amendments are given retrospective effect. 

I-1.2. There are over 50 words and phrases defined 
for the purposes of the Income-tax Act. Our observa
tions on some of the more important definitions are set 
oiit in the following paragraphs. 

Amalgamation: [Section 2(1A)] 

I-1.3. The expression "amalgamation" has been 
given a special definition under the Income-tax Act. 
It requires three conditions to be cumulatively satisfied. 

I-1.4. ·It appears to us to be unnecessary to provide 
for an elaborate definition· of the expression "amalga
mation", inasmuch as the concept of amalgamation of 
compani~ !s we~ regulated under the Companies Act. 
. The proviSions m the Income-tax Act which confer 
some benefit with reference to amalgamation in the 
matt.er of taxati?n of ~apital gains, balancing charge, 
con?Duance of mvestment allowance, etc. are largely 
clar~catory an~ .need not therefore be subject to any 
additional conditions. The new section 72A which 
confers a positive benefit in the case of amalgamation 
is conditional upon the specific approval of the Gov
ernment and hence a detailed definition of the expres
sion amalgamation is uilllecessary. It is also p<l'SSible 
that in certain circumstances the conditions under the 
. present definition may not be complied with if the 
·dissenting shareholders exceed 10 per cent though 
proper provision for such shareholders may have been 
made by the Court whilst sanctioning the scheme. 
Under the circumstances, we are of the view that so 
long as a merger of two or more companies to fornr 
a single company is achieved through the process of 
amalgamation under Company Law, it should be regard
ed as an amalgamation for the tax laws as well. 

I-1.5. We accordingly recommend that the expression 
"Amalgamation" may be defined to mean the merger 
of one or more Compnn!es with another Company, or 
the Merger of two or more Companies to form one 
Company, under a scheme sanctioned by the Court 
under secfion 39<1· of the Companies Act, 1956, or 
ordered by the Central Government under section 396 
of the said Act 
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Capital Asset : [Section 2(14)] 

I-1.6. The expression ''capital asset" is defined in 
section 2(14) of the Income-tax Act. The purpose of 
this definition is to idl!ntify the asset, the transfer of 
which would attract the liability to tax on the capital 
gains arising therefrom. 

l-1.7. A controversy has arisen in regard to the 
qu.esuoa as to whether a sc1f-g~ncratcd asset like good
will can be regarded as a capital asset within the defi
nition. The controversy arising in the inattcr has bct:n 
discussed in Chapter 9 of this Report while dealing 
with the computation of income under the head 'Capital 
gains'. We appreciate that there is considerable force 
in the view that a self-generated asset should not be 
treated as a capital asset for the purpose of tax on 

capital gains. It would be patently unconscionable to 
tax the er..tire consideration arising from the transfer 
of a self-generated asset. However, we are of the 
view that there is no particular merit in totally excluding 
such an asset merely because it is self-generated, from 
the definition of capital asoset and to allow the entire 
gain accruing therefrom to escape taxation. All assets 
including intangible assets as well as self-generated 
assets should, in our opinion, be included in the defi
nition of capital assets. We, therefore, recommend thul 
an amendment may be made in the defmition of Capitol 
Asset to expressly include self-generated Assets like 
goodwill. Our recommendation in this regard is how
ever conditional upon the acceptance of our ' other 
recommendation contained in Chapter 9 to allow the 
cost appropriately determined as explained in that 
Chapter on grounds of equity and justice. 

Company in which public are substantially i11terested : 
[Section 2(18)] 

I-1.8. The present definition of this· expression is 
extremely cumbersome and long drawn out. The ex
pression is of vital significance insofar as it is relevant 
for determination of the liability of a company to tax. 
The rate of tax applicable to such companies is gene
rally lower than that applicable to a company which 
docs not satisfy the definition. The expression has 
also relevance in regard to compulsorv distribution of 
dividends, as also the definition of dividend under sec
tion 2(22)(e). 

I-1.9. Over the years, there has been considerable 
litigation and consequent uncertainty in determining 
whether a company satisfies the definition or not. It is 
essential that when the quantum of t:u is dependent 
upon application of a provision of law, such a provision 
should be simple and unambiguous. 

I-1.10. The essential feature in the te't~ prescribed 
by the s~cton is the feature of control which is synony
mous wtth the ownership of shares with voting rights 



in the case of companies. It, therefore, appears to us 
that this test of control which presently is put both in 
a positive form as well as in a negative form could be 
10mbined and simplified. 

1-1.11. Secondly, in the present definition a further 
refinement or distinction is made in the case of an 
industrial company. This additional distinction in 
determining the concept of substantial public interest is 
not warranted more particularly when this distinction 
itself results in different rates of tax as well as diffe
rences in regard to the compulsion for distribution of 
dividends. The definition, therefore, requires simpli
fication by having a uniform test of holding of shares 
carrying more than 50 per cent of the voting power. 
The control over the affairs of a company is largely 
synonymous with the holding of shares carrying the 
voti~ power. 

' 
I-1.12. We, therefore, recommend a simplification 

of the definilion of a "Company in which the Public 
are subslanlially interested". It may be defined to 
mean a company which is : 

(al a Government company as defined in section 
617 of the Companies Act, or 

(b) a company in which not less than 40 per cunt 
of the shares are held (whether singly or 
taken together) by the Government or the 
Reserve Bank of India or a Statutory Corpo
ration or a Corporation owned by the Gov
ernment or the Reserve Bank of India, or 

(c) a company registered under section 25 of 
the Companies Act, 1956, or 

(d) a company having no share capital, and 
which having regard to its objects, the nature 
and composition of its membership and other 
relevant considerations declared by the ordeJ 

of the Board to be a company in which the 
public are substantially interested, or 

(e) a company whose equity shares were as on 
the last day of the relevant previous year 
listed in a recognised stock exchange in 
India in accordance with the Securities Con
tracts (Regulation) Act, 1956, and any rules 
made thereunder, or . 

(f) a company which is a public company as 
defined in the Companies Act, 1956, and 
which satisfies the following conditions :-

(il the equity shares in the company were 
throughout the relevant previous year freely 
transferable by the holders to the other 
members of the public; and 

Cii) the shares carrying more than 50 per cent 
of ~ts total voting power were at no time 
dunng the relevant previous year controlled 
or held by. five or less persons excluding 
the followmg persons namely : 

(l) the Government; 
(2l a Government company; 

(3) nSCorporation established by a Cent al 
tate Act; r or 
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(4) a company in which the public are subs
tantially interested; and 

(5) a wholly owned subsidiary company of 
a company in which the public are &ubs
tantially interested. 

Explanation.-ln computing the number of five or 
less persons, persons who are reletives of one another 
and persons who are nominees of any other person 
together with that other person shall be treated as a 
single person. 

(g) a wholly owned subsidiary company of a 
company in which the public are substantially 
interested. 

Divided [Section 2(22)] 

1-1.13. Section 2(22) defines the expression "divi
dend" for the purposes of the Income-tax Act. This 
provision has been construed under several decisions of 
the Supreme Court, which have had the effect of 
reasonably stabilising the law. The definition is very 
extensive and has also the purpose of encompassing· 
operations between a company and its shareholders 
yielding results similar to a direct distribution of divi
dends. We do not consider it necessary to change the 
basic outline of the provision. 

I-1.14. A representation has however, been made to 
us that hardships and difficulties can arise under 
clause (e) of the definition. This clause deems as 
dividend any payment by way of advance or loan to 
a substantial shareholder by a company in which the 
public are not substantially interested. This fiction is 
limited to the extent to which the company possesses 
accumulated profits. It also covers payments made by 
the company on behalf or for the individual benefit of 
a substantial shareholder. The difficulty pointed out 
to us is that a stray transaction not motivated by con
siderations of financial accommodation to a sharehold
er would also be hit by the clause as it is now worded. 
Again, an apprehension has been expressed that the 
same quantum of accumulated profits could repeatedly 
create the fiction of receipt of a dividend by different 
and successive loans, although a contrary view has 
been held by the Bombay High Court in CIT vs. 
Badiani (76 ITR--369). 

I-1.15. We have carefully considered this represen
tation. In our view clause (e) of the definition has a 
definite objective to achieve, namely, preventing the 
use of retained profits of a closely held company for 
financial accommodation of substantial shareholders. 
The clause was introduced by the Finance Act, 1955 
in the Act of 1922 to check the device of utilising th~ 
accumulated profits of a closely held company for the 
personal benefit of those in control of the company. 
There i~, therefore, not much substance in the represen
tation for deletion of the provisions of sub-clause (e). 

I-1.16. Shareholders of closely held companies, and 
p_articularly substantial shareholders, should be cons· 
c10us of the deterrent provision contained in sub-clause 
(e) ~nd should not complain of the consequencee of an 
mfrmgement thereof. At the same time we consider 
that the f'I?vision should not be so literally construed 
and admmtstered as to cause unintended injustice in 



cases where the breach may be inadvertent and not 
motivated by a scheme of utilisation of the company's 
funds. 

I -1.17 1n these cucumstanceli, It is appropriate thai 
sub-clause (el of section 2(22) may be excluded from 
operation in cases where the payment in question IS 

made in such circumstances or for such a brief duration 
that it cannot in substance be treated to fall within the 
intent of that sub-clause. 

I-1.18. The intention underlying sub-clause (e) IS 

to invoke it in a case where the category of person' 
mentioned therein derive a benefit by use of the funds 
of the closely held company. It is meant to deal with 
circumstances where there is a degree of durability in 
the benefit which is taken by the category of persons 
mentioned therein. It is in such circumstances alone 
that the abuse should be c<>untered by th~ fiction or 
deemed dividend. The objective of sub-clause (e) is 
not to create a hardship where, purely accidentally, 
there may be an overdrawal of funds or a temporary 
loan for· an insignificant period, say, for a week, may 
have been given by the company. We accordingly 
recommend that section 2(22)(e) rdlould be amended 
to exclude from its operation cases where the pa}ment 
in question is made in such circumstances or for such 
a brief duration that the transaction cannot be treated 
as· of the nature which is within the inte'nt and scope 
of sub-clause (e). 

Ep~cation : (New definition) 

1-1.19. The expression "education" is used in the 
Income-tax Act whilst defining expression "charitable 
purpose" in section 2(15). It also appears at other 
places in the Income-tax Act, particularly in some of 
the exemption provisions. The scope of the term 
"education" has come up for discussion by the Sup
reme Court in the case of Sole Trustee, Loka Shik
shana Trust vs. CIT, 101 ITR-234. The observa
tioll$ of one of the Judges, Khanna J. with whom 
Gupta J. generally concurred was that education in 
the context of section, 2(15) connotes the process ot 
training and developing the knowledge, skill, mind and 
character of students by normal schooling. In other 
words, it is linlited to scholastic instruction and does 
not extend to every acquisition of further knowledge 
whatever be the medium for such acquisition. 

I-1.20. The word "education" in the context of 
charitable purpose has been used for several decade~ 
and has been widely construed since the beginning of 
the previous century. It has always been understood 
as n,ot being limited within an unduly narrow ambit 
add as extending much beyond the narrow compass 
of mere scholastic instruction. The question as to 
the extent of the area covered by education would 
naturally be decided by the Court in each case but it 
is the well settled law in India and England for several 
decades that the word is not limited in its character 
to mere scholastic instruction. The concept of educa
tion as explained in the observations of Khanna J. are 
not supported by any judgment of the Supreme Court 
in India or the Appellate Courts in England. The 
Court of Appeal in England has in the case of Incor
porated Council of Law Reporting for England and 
Wales vs. Attorney General (47 Tax Cases-321) 
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sufficiently dealt with the scope of the word "educa
tion" and the Supreme Court has not express~d any 
dissent from that case nor is it, referred to m tl1e 

. judgement. As the issue of what CO!istitutes educa
tion generally, as opposed to tl1e issue whether_ the 
activities of that particular trust constituted cducwton, 
was not before the Supreme Court, the observations 
carmot be construed as laying down th~ law on what 
constitutes "education" generally in the context of 
charitable purpose. 

I-1.21. We, Uierefore, recommend that an Explan•· 
tory definition of the term "Educution" should be 
introduced with retropective operation to the effect 
that ''Education shall not be Restricted to Scholastic 
Instruction only". Since it would be a purely clarili
catory amendment, it is appropriate that it should be 
enacted with retrospective effect as from the com· 
mencement of the Act. 

interest: [Section 2(28A)] 

I-1.22. The definition, of the term "interest" 1n 
section 2(28A) was inserted by the Finance Act, 1976. 
There are two major purposes for which this defini
tion has been considered necessary. The first purpose 
is that contained in section 40A(8) which provides 
for disallowance of a portion of the interest on certam 
forms of borrowings in the case of certain companies. 
We have, in Chapter 8 of this Report dealt w1th the 
provisions of section 40A(8) and recommended the 
deletion of that provision for the reasons set out 
therein. The purpose of the definition for section 
40A(8) would thus n,ot survive in the light of that 
recommendation. 

I-1.23. The other purpose of the definitioli is con
cerned with section 194A which provides for deduc
tion of tax at source on interest other than interest 
on securities. While it is reasonable that taxes should 
be deducted at source on payments by way of inte
rest, under the scheme of pre-assessment collection of 
taxes, there is no warrant or justification for extending 
the area of such deduction to other forms of payments 
under borrowing arrangements. Payments made by a 
debtor to his creditors by way of consideration for 
th~ use of money can appropnately attract deduction 
of tax at source. This is the concept of interest as 
normally understood. ·The provision under section 
2(28A) has lent itself to a possible view that it extends 
to other payments made by the debtor to third partie~ 
conn.ected with the loan arrangement, as for example, 
brokerage. To provide for deduction of tax at source 
from payment of the nature of brokeral!e on such a 
construction of section 2(28A) i~ unconscionable. 
It amounts to deduction of tax at source from a 
trading receipt which is contrary to the prin
ciple of deduction of tax at source from an item m 
the nature of income under section 194A. Brokerage 
is in the nature of a trading receipt, from which the 
recipient is required to incur considerable expenditure 
of his organisation, etc. Deduction of tax at source 
from !he ~oss re.ceipt would lead to hardship apart 
from 1t bemg agamst the scheme of the section. 

I-1.24. In our view, therefore, even for the second 
purpose there is no necessity to define the term 
"interest" and the term should be confined to its 



normal meaning. We, accordingly, recommend the dele
tion of the dclinWon of interest in section 2(28A) as 
in our view an artificial definition is unnecessnry and 
not called [or, 

Person: [Section 2(31)] 

1-1.25. The term 'person' has been defined in sec
tion 2(31). Most of the entities which are regarded 
as persons for the purposes of the Income-tax Act are 
now reasonably well understood. The same holds true 
also in regard to the entity known, as association of 
persons. This entity h!ls evolved over the years when 
historically it was an association of individuals and 
has been enlarged to encompass an association of per
son,s. The decision of the Supreme Court in CIT vs. 
Indira Balkrishna, 39 ITR-546 has settled the law in 
regard to the essential tests for determining the stat1:1s 
of association of persons. It has been held that, m 
order to constitute an association, persons must join 
together, of their own, volition or free will in a com
mon purpose or common action and the object of the 
association must be to produce income-it is not 
enough that the persons receive the income jointly. 
Co-ownership, by itself, does not establish the 
existence of an association, of persons, but coupled 
with other indicia of joint enterprise would make the 
co-owners assessable as an association of persons. This 
assessable as an association of persons. This proposi
tion which has been laid down by the Supreme Court 
as f~r back as 1960 continues to be valid over all these 
years. No change is, therefore, called for in the tests 
for determining the status of an association of persons. 

I-1.26. However, the use of the expression 'body of 
individuals', which is of more recent origin has, to 
some extent, disturbed the position in, law which was 
otherwise well settled. Two High Courts, viz., Andhra 
Pradesh and Gujarat, in the cases of Deccan Wine 
and General Stores vs. CIT, 106 ITR-111 (AP) and 
CIT vs. Harivadan Tribhovandas, 106 ITR-494 (Guj.) 
have had occasion to con,siaer the scope and connota
tion of the entity "body of individuals" as distinct 
from "association of persons". Both the High Courts 
have come to a common conclusion that the taxable 
entity "body of individuals" is not the same as "ass?
ciation of persons". In, other words, the tests laid 
down by the Supreme Court to constitute an assQcia
tion of persons need not all be satisfied to constitute 
a group as a body of individuals. At the same time, 
the two High Courts have desisted from going to !he 
extent of giving the expression an extreme meamng 
to cover all cases of conglomeration or combination 
of individuals irrespective of the object which brought 
them together and irrespective of the activities they 
carry on. Thus, while a wider connotation, is given 
to body .of individuals as compared to association of 
persons the concept is limited to refer to a combination 
of individuals who have come together (may be not 
of their own volition), who have unity of interest and 
one or more of whose members carry on some activity 
with a view to produce income, profits or gains for 
the henPfit 0f all. In our view this construction placed 
on the taxable entity "body of individuals" could be 
accented and given statutorv basis. It may, therefore, 
be dPsirable to categorise the status of body of indi
viduals separately in the definition of "person" under 
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section 2(31). We recommend that Sub-clause (v) of 
Section 2(31) should, therefore, be divided into two 
parts as follows : 

"(v) An Association of Persons whether Incorpo· 
rated 01' not ; 

(va) A body of individuals whether Incorporated 
or not, but not including a combination of 
individuals who merely receive income 
jointly without anything furlher." 

I-1.27. The adoption of the revised definitions in 
terms of sub-clauses (v) and (va) above for the enti~e~ 
"association of persons" and "body of individuals" 
would settle the controversies in the determination of 
the status of association of persons and body of indivi
duals. It would follow, as a consequence, that there 
may be groups of assessees who do not satisfy the 
tests necessary for being assessed either in the status 
of association of persons or body of individuals. In 
such cases the income would be assessable in the 
individual hands of the persons concerned. However, 
it should be pointed out that under the provisions of 
sections· 159 to 181 contained in Chapter XV of the 
Income-tax Act dealing with liability in special cases, 
situations do arise where a plurality of trustees or 
executors are specifically assessable in the status of 
association of persons. Express provision to this effect 
is contained in section 164 and in section 168(l)(b) 
of the Act. These are cases of persons who merely 
receive income jointly without anything further and 
appropriately they would be assessable neither as an 
association of persons nor as a body of individuals 
within the tests referred to above. It should, there
fore, follow that such a group of persons should be 
assessed in the status of "individuals" having regard to 
the further obsiH'Vations and recommendations made 
by us in the matter of the taxation of association of 
persons and body of individuals in Chapter 14 of this 
Report. Apart from the amendmen.ts which would 
have to be made in sections 164 and 168 to bring 
about this result. We recommend that Sub-Clause (i) 
of the definition of "Person" in Section 2(31) should 
refer to "An Individual Including Individuals who do 
not fall within Sub-Clause (v) and (va)". 

Relative: [Section 2(41)] 

1-1.28. The expression "relative" is defined in sec
tion 2(41). The definition reads as follows : 

" 'relative', in relation to an, individual, means 
the husband, wife, brother or sister or any 
lineal ascendant or descendant of that indi
vidual." 

The present definition covers direct relatives ana 
is in our view, adequate. We, however, observe that 
at other places in the Act, the same expression is given 
a different definition. In the inte.rest of simplicity ol 
tax laws, the expression should consistently bear the 
same meaning throughout the statute. There is no 
particular merit in notionally extending the difinition 
for special provisions of the Act. 

1-1.29. The expression "relative" has been used and 
defined further in section 13 and section SOB where 
it has been given an, extended definition. As regards 



the extended definition in section 13, :.we have 
observed in our Interim· Report that the. relationships 
mentioned therein have been stretched too :far. The 
relationship should be reason,ably proximate to the 
individual concerned and the difficulties created by an 
artificial extension have .been commented upon. 

1-1.30. As ~egards the definition in section 8UB, it 
has relevan,ce for the purposes of Chapter VIA of 
the Act, particularly for the concession in ·the matter 
of expenditure On medical treatment of handicapped 
relatives under section. SOD. Here a¥ain, it is ap

. propriate that the proximate relationships referred to 
m the definition in section, 2( 41) apply and there is 
no_ substantial purpose served by an artificially ex
tended definition. Considerations of · simplification 
would, therefore, justify that ·the definition as con,
tained in section 2(41) should apply uniformly through
out the Act. We, accordingly, recommend that the 
definition of relntive in section 2(41) should apply 
for aU the provisions of the Income-Tax Act and the 
Artificial Extension in other provisions, viz., Section 13 
and section SOB should be deleted.· 

Scheme of Reconstruction :. (New definition) 

1~1.31. For the reasons. set out i11· Chapter 9, we 
recommend that a definition - of a new ·expression 
"Scheme of Reconstruction" be enacted in-' section 2. 

Previous }'ear: [Sections 2(34) and-3] . . . . . 

1-1.32. Under the scheme of the Income-tax Act, 
income-tax is charged for any·assessment year-'in res
pect of the total income of the previous year or pre
vious years, as· the case may be, of every person. 
While the assessment year is a fixed concept and coin,
cides with the Government's financial year from 1st 
April of one year to. 31st Marclr' of the following 
year, the income . to be brought to tax in a given 
assessment year may ·relate to one or more of the 
previous years according· to the cireunistan,ces and 
choice of each taxpayer. ."Previous. year" has , been 
defined in section 3. Basically, it means the financial 
year ·immediately preceding the assessment y~ar. This 
position applies mainly in the case of taxpayers who 
have income from sources other than busin,ess, where 
they do not maintain regular accounts in respect of 
such income from year to year. . However, an excep
tion is made in the case of taxpayers who maintain 
accounts on, regular basis from year: to year. In their 
cases, the income of a period of 12 months ending 
on ·a date, within the financial year preceding the 
assessment year, upto which the accounts are made 
up, will be charged to tax in the assessment year. This 
would largely be relevant in, the case of taxpayers 
carrying on a business or a profession 9r those who 
have extensive investments in house properties, shares, 
etc. for which they maintain accounts and clo~e such 
accounts on a date other than, 31st March. · 

1-1.33. Complete and, virtually, unrestri_cted free
dom is allowed to taxpayers to choose the accounting 
year on the basis of which they will maintain the 
accounts· of their· income. There are also elaborate 
provisions for dealing with the case . of. a business or 
a pro~ession coming into existence newly during the 
4 RS&fi /78-3 
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financial year preceding the assessment year or during 
the twelve months preceding that financial year. !~ 
other exceptional cases, in which the ordinary rules 
for detetmining the previous year may fail to provide 
a clear answer, the Central Board of Direct Taxes 
has been authorised to determine the previous year. 

1-1.34. It is also specifically provided that an 
asseS5ee may have different previous years in respect 
of different sources of his income. Thus, a person 
may have a previous year ending on 31st March for 
his house property income or other in,vcstment income, 
the year ending on 31st December for, say, a cloth 
business, and a year ending on 31st October for a 
business in toys, and so on 

I-1.35. The freedom allowed to taxpayers to have 
any period of 12 months (or even a shorter period 
in special cases) as the previous year for any source 
of income, and, in addition, to have different previous 
years for different sources of income, has attracted 
criticism and comment from a number of Committees 
an,d Commissions which, in the recent past, considered 
reform of the taxation law with a view to their sim
plification and rationalisation and combating tax 
evasion. The last of such Committees to go into this 
question in some detail was the Direct Taxes Enquiry 
·committee (Wanchoo Committee). 

I-1.36. The Direct Taxes Enquiry Committee dealt 
with this subject of "previous year" in the course of 
dealing with the problem of black money and tax 
evasion and recommended the adoption of a standard 
previous year coinciding with the budget year (para 
2.193). Shri S. Bhoothalingam had also suggested 
adoption "of a uniform tax year beginning on the 1st 
of July. The Administrative Reforms Commission, 
while favoring the adoption of a uniform standard 
previous year, recommended the introduction of this 
reform only for companies and not for others. Notwith
standing these recommendations of the two Committees 
an,d a Commission referred to hereinabove, so far the 
Government have not implemented this reform which 
is. now overdue. · 

l-i.31. We have considered this problem at some 
length. The advantages of having a uniform account
ing year for tax purposes are many. Such a reform 
wilL facilitate investigation an,d · cross-verification of 
-transactions and restrict the scope for collusive mani
pulations. Income· earned during the same period by 
different taxpayers will be subjected to tax at the same 
rate and not at different rates as at present. Budgeting 
would be rendered more accurate inasmuch as a boom 
or depression in a particular industry can be duly taken 
note of in the same year in the ease of all taxpayers 
engaged in, that industry or business. Disposal of 
asseS5ments can be planned in a better manner because 
all the returns would be received about the same time. 
·It would. also accelerate cornpletion of assessments 
because economic conditions pertaining to a particular 
class_ of taxpayers_ would be common. 

I-1.38. One of the objections to such reform may 
be that it would amount to interference with the time
.honoured right -of the businessman to .. adopt an ac
counting. year of his choice, which -may be based on 
religious sentiment or business . .convenience. Be~ides, 
certain .lawS .. FeJating to the working of co-operative 



societies banks and insurance companies, prescribe 
o<!ifferent' period& for closing of accounts. It may also 
be contended that a uniform accounting year is likely 
to cast a heavy burden on the auditors by bunching 
of audit work. 

I-1.39. With regard to the objections which may be 
raised against the change-over, we feel that these are 
largely superficial and lack substance. The plea of 
religious sentimen,t~ is to our mind not well founded 
because taxpayers belonging to the same religious 
group or community have been known to adopt diffe:
rent accounting periods for the maintenance of their 
accounts. Business con,venience is a term of wide 
import. In thi~ context, it can have relevance only 
insofar as the standard period which taxpayers may be 
required to adopt compulsorily by statute for closing 
of their accounts, might end at a timel of hectic activity 
in a particular business. In that even,t, taxpayers 

· might. have to s~;~spend their normal trading or manu
factunn& operations for the purpose of stock taking 
and closmg of accounts. Such inconven)ence can arise 
only in the case of seasonal factories, such as, sugar 
factories, if they are obliged to close their accounts 
at the height of the crushing season. This argument 
may, at first blush, be appealing but its importance 
is to &erne extent over-emphasised, in,asmuch as there 
does not appear to be complete uniformity among 
seasonal factories in the period adopted for closing the 
accounts. ~s regards laws .prescribing a specific dato 
for. th.e clo&mg of acC?unts m the case of co-operative 
soc!eties, b.anks and ms~rance companies, the two 
penods which are prescnbed are the calendar year in 
the case. of banks and ins~rance companies, and the 
year endmg on 30th June In, the case of co-operative 
Sc;'c;ietie~. yve ha':'e kept the~e special statutory pro
VISions ID VIew while formulatmg our recommendations 
on this subject. In regard to the bunching of audit, 
we are confident that the accountancy profession will 
be able to cope with it. ' · 

I-~ .40: In ~e light of f~!e for~going discussion, and 
beanng m mmd the prachcal Implications of the 
change-over. to a uniform accounting year for all tax
payers, We make the following recommendations in 
this behalf :-

(1) The general rule tlmt previous year means the 
financial year immediately preceding the 
assessment year should continue with regard 
to taxpayers who do not have income from 
a business or profession and those who do 
not maintain nccounts. This m11 not undnly 
disturb revenue collections and mll also 
facilitate the assessments of the salary earner 
class. 

(2) In respect of companies including statutory 
corporations, there should be a uniform pre
vious year coinciding with the calendar year 
which should be applicable to · all cases. 
Bn'!ks • and l~snrance . companies already 
mamtain accounts on the calendar year basis 
as required by law.. Thls recommendation 
would necessitate a chanJle In the accounting 
period by those companies which folio" 
periods other than the calendnr year. In the 
case of companies which now folio" th• 
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financial year ending 31st March, the transi· 
tion year will consist of ouly 9 months, while 
those which follow accounting periods ending 
on 'Diwnli', 30th September, 30th June, etc. 
will have the fransition year covering in 
period longer than 12 months. This should 
not, in our opinion, cause them any serious 
inconvenience in the matter of tax liability 
nor any significant change in the tax collec· 
tions during the transition year. We would 
like to nnike it clear that there should be no 
special method of computation of the tax 
liability in such cases io order to compensate 
for the variation in the length of the transf. 
tion year from a period of 12 mouths. The 
change-over in the case of companies to the 
calendar year In the manner suggested above, 
will not cause any serious inconvenience 
because such change-over will occur only 
once on the implementation of the recom· 
meodation. 

(3) A non-corporate taxpayer who carries on a 
business or professio'n, who maintains Ac· 
counts for any source of income nod claims 
the benefit of the exception to the normal 
rule in regard to previous year, should be 
requirejl to choose one previous year ac· 
cording to his individual requirements, which 
would, then, ·be the previous year in respect 
of his income from aU sources other than 
share from a firm dealt with in item (5) 
below. 

(4) In the case of a taxpayer who bas chosen, 
onder recommendation (3) above, a year 
other than the calendar year or the financial 
year to be his previous year, any change in 
the previous year in future should be allowed 
only If be wishes to adopt the calendar year 
01' the financial year and not any other 
period. Any such change should be allowed 
without any condition. 

(5) In the case of a partner of 1t firm, his share 
of income from the firm will continue to be 
nssessed on the basis of the previous year 
of th,e firm as at present. This could result 
in such a taxpayer having a previous year 
for his share of income from the firm or 
liS many different previous years as the 
number of firms in 'l'ltbich be is a partner, 
assmning that these firms choose dilferent 
previous years for the closing of their Ac· 
counts and a separate previous year for his 
other income. However, as determination 
of the share of the partner in the profits of 
a firm automatically follows the separate as
sessment of the firm, this should not lead to 
any administrative complication or difficulty. 

(d) The operafion of the new provisions based on 
the above recommendations may be reviewed 
in doe course. If it is obse"ed that the 
medium of firms is b2ing resorted to with 
the objective of perpetuating the multiplicity 
of . previous years In the case · of non• 
corporate taxpayers, the previous year for 
firms in general could also be standardised 
at a later stage as in the case of companies. 



I-1.41. Following upon the above recommendations, 
all returns of in,come should be due on 30th June of 
the assessment year, and the alternative period of four 
months from the end of the previous year (or the end 
of the previous year which ends last) should be done 
away with. This would, virtually mean that taxpayers 
who select the financial year as the previous year, 
under recommendation (3) above, will get only three 
months to close their accounts and prepare their 
returns. If they find this time too short, they have the 
option, under recommendation (4) to change over to 
the calendar year. 

1-1.42. In the case of taxpayers who do n,ot have 
income from a business or profession and those who 
do not maintain accounts, the time available for fur
~ishing the return after the close of the previous year 
1as alway~ been only three months and there has been 
10 serious· complaint that this is too short. The same 
position will continue in such cases. 

1-1.43. Despite the diversity in previous years that 
may be adopted by taxpayers un,der the above ret:Om
mendations, the date of payment of instalment& cJ 
advance tax should be standardised, vide our recom
mendation in para 9.6 of the Interim Report. 



CHAPTER'2 

BASIS OF CHARGE 

· ' I-2.1. The basis of charge of· income-tax is. con
tained in sections· 4 to 6 in Chapter II of the Act. 
The .pattern of the charging section in the Income-tax 
Act JS different from that in the case of the other 

·direct taxes inasmuch as the rates of income-tax are 
laid down from year to year under a separate enact
ment, namely, the Finance Act whereas lll the other 
cases the rates of tax are specified in a schedule to 
the Act imposing the tax. The consequence of such 
a pattern in the Income-tax Act is that there is no 
certainty in regard to the rates of income-tax applicable 
in respect of income earned and to be earned in future 
years. 

1-2.2. It has been represented to us that simplifica
tion of tax laws must begin with the introduction of 
a reasonable element of certainty and stability in these 
laws, more particularly in regard to the quantum of 
the tax. This is possible only if the rates of income
tax are not only reasonably stable over a period of 
years but are also known well in advance. The Govern
ment has accepted the principle, since the last ten years 
that changes in the rates of tax announced in a parti
cular budget should apply prospectively to the succeed
ing assessment year and these should not apply to the 
income already earned in the earlier year by the tax
payers. The taxpayer is entitled (and is thus in a 
position) to know the likely incidence of tax on the 
income that he is in the process of earning or likely 
to earn. In this background, it has been suggested that 
there is no particular merit in the rates of income-tax 
being separately fixed by a Central Act from year to 
year and that these rates should more appropriately 
form part of the In,come-tax Act itself. Such a step 
would impart a certain amount of stability to the rate 
structure and hold out a reasonable assurance in this 
regard to the taxl?ayers besides making the Income-tax 
Act complete in Itself. It would follow that any pro
posal to alter the rates, would receive adequate exami
nation in the context of the need for such alteration. 
We accordingly recommend that the rates of Income
tax M!ould be specified in a schedule to the substantive 
enactment imposing the tax, instead of being laid down 
from year to year in a sepiiJ"llte Act of Parliament. · 

1-2.3. In making the above recommendation we· are 
conscious that the exercise of prescribing the rates of 
tax on an annual basis is to some extent tied up with 
the budgeting processes of the Central Government. 
However, it is being increasingly recognised that mobi
lisation of resources through direct taxes should be 
planned concurrently with the Five Year Plans of the 
Government. Accordingly, the rate structure should 
remain stable during a Five Year Plan period. Again 
the ~end in th~ Uniol!- Budgets reveals that greater em~ 
phaslS and reliance JS placed on the mobilisation of 
resources through indirect taxes which have a substan-
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~at- reve~ue potential. The growth in production and 
mtroduction of newer products . affords continuous 
:s~ope for the flow of additional revenues through in
.drrect taxes. · Relatively, 'the additional impact of re
venue througl! direct taxes by amendments ·or modifi
cations in the rate structure is quite· 'marginal. It has 
~lso been recognised that the ideal direct tax system 
IS to have a climate of reasonable stability in tax rates 
and allow for the growth in tax revenues by the natural 
buoyancy resulting from the grow in the economy. All 
t!J.es~ factors emphasise the need. for maintaining stabi
lity m the rates of tax over a penod of time. It should 
particularly be noted that the rates of corporation tax 
have over the last few years remained, by and large, 
stable, while in the field of personal taxation, the· bold 
steps taken in recent years of reducing the tax rates 
has not led to any fall in the revenue but, on the other 
hand, increased it through better voluntary compliance. 

1-2.4. In this context it would be interesting to refer 
to the genesis of the existing pattern. Income-tax, 
when it was· first introduced was not regarded as a 
permanent part of the revenue structure or jurispru
dence of the country. So long as it was regarded as 
a temporary measure to raise revenues for a particular 
eventuality, it was appropriate that the rates of tax 
were fixed by separate legislation from year to year. 
This historical feature has since undergone a sub
stantial change and today a revenue structure· without 
the income-tax is almost unthinkable. Now that the 
levy of income-tax has become a permanent feature, 
it is surely anomalous that the rates are left to be fixed 
by a separate Act from year to year. The justifica
tion for enacting the rates separately has ceased to 
have validity in the present context. It is from this 
point of view also appropriate that the rates are enact
ed in the Income-tax Act itself. 

1-2.5. Still another feature to which attention may 
be drawn is that in the scheme of all other direct taxes 
like wealth-tax, gift-tax, surtax and estate duty the 
rates of tax are enacted in the respective Acts them• 
selves. The justification for enacting the rates of tax 
as part of the substantive statute in the case of other 
direct taxes would apply with greater force to income
tax which effects a larger number of people and has 
a greater impact on economic activity in the country. 
The reasons which have weighed in enacting the rates 
in the other direct taxes should a fortiori apply and 
warrant the enactment of the income-tax rates as part 
of the Income-tax Act. 

I-2.6. We had invited suggestions from the public 
on the optimum rates of income-tax, surtax, wealth
tax, gift-tax and estate duty. After consideration of 
the various suggestions received by us, we would like 
to emphasise that in the determination of an appro
priate rate structure for income-tax, two issues arise 



(o:r consideration. The first is what should be regarded 
as the highest rate of taxation on a reasonable basis 
sq as to operate equitably and provide adequate in
centive to the taxpayer to duly comply with the pro
visions of law and urge him to generate larger incomes. 
The second issue is what is the reasonable level of in· 
come above which such maximum rate should become 
applicable. 

1-2.7. From a revenue point .of view as well as 
irom the point of view of its importance, it is appro
priate to consider these questions in the context of the 
incidence of income-tax on personal incomes. On the 
issue of · the maximum rate, we are of the view that 
in the present-day economic context it would be ap
propriate to limit such rate to 60 per cent. In arriving 
.at this rate we are merely following the eltisting highest 
.rate of the basic income-tax exclusive of the surcharge 
_of_ 10 per cent of the basic rate for the assessment 
year 1976-77 and 15 per cent thereafter. It would 
. be appropriate in this context to refer to the follow
ing observations of the National Council of Applied 
Eco!lc;>mic Research.:- · 

"As regards personal taxation, the cumulative im
pact of income and wealth taxes on entre
preneurs in the higher income groups, who 
play a crucial and dynamic role in creating 
new enterprises and pioneering new indus
tries, seriously curtails their capacity to save. 
After a point the disposable income of an 
individual declines with every addition to his 
wealth through savings. At such a level of 
income the tax liability is generally met at 
the expense of savings which in the case of 
most businessmen are likely to be· invested. 
Since the incentive to save is virtually elimi· 
nated at this level, there is a sound economic 
justification, for slowing down the pace of 
progression of taxes at very high income 
levels." 

Dr, P. S. Lokanathan has also emphasised this aspect 
in the following words:-

"Thus the implementation of the nation's basic 
economic policy requires not the suppression 
of private enterprise as some seem to 
imagine, but the fostering of its continued 
growth in desired directions. In this context 
private investment assumes a crucial role. 
And private saving has an even greater role 
to pial!- since a considerable ·part of public 
investment itself is financed through a draft 
·on private savings. · It may,. therefore, be 
said that a central !>bjective of tax policy in 
India must be to promote the highest possible 
rate of private saving in. the cnuntry." 

1-2.8. As early as 1957, the then Finance. Minister 
had observed :-· . 

"I have come to the conclusion that our existing 
rates of direct tax at top levels deprive the 
tax structure of all flexibility. It is said that 
they tend to diminish the incentive for work 
but I am aware that they encourage large
scale evasion. It is now recognised that the 
very high rates of direct taxation in the top 
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income brackets in many countries of the 
world in practice are tolerated or tol&able 
only because of considerable evasion that 
takes place. In other words, the high rall·s 
tend to be applied to a corroded tax base." 

Again in his budget speech of 1964, the then Finane~: 
Minister stated :-

" .... It is worthwhile menl!oning that the moti
vating factor behind earned incomes should 
not be ignored. Much of it is due to the 
incentive, the initiative and hard work of 
the earner himself, and for keeping up this 
effort and to enthuse the earner to greater 
efforts, it is necessary for him to have a 
feeling that at least some substantial portion 
of what he earns is lett in his hand;;." 

Apart from the above observations, there is a 
pressing need for a rapid increase in the gross national 
product and there should be adequate incentive to the 
taxpayers to augment their incomes as well a~ con
tribute towards capital formation. The rate of 60 per 
cent as the maxinmm would, therefore, be appropriate 
in that context. · 

1-2.9. As regards the second issue of determining 
the level of income above which the maximum rate 
should apply, we are of the view that this should ap
propriately be placed at Rs. 2 lakhs. This level is 
not unduly high in the context of several ~actors. The 
level of Rs. 2 lakhs in not an innovation in fiscal legis
lation. The slab of income over Rs. 2 lakhs as the 
maximum rate slab was in vogue m the years 1970-71 
to 1973-74. In certain years, viz., . 1965-66 to 
1967-68, the maximum aggregate rata o1 tax plus SUI· 
charge operated on the slab of earned income exceed
ing Rs. 3 lakhs. It has been wcll-rec<•gnised that in 
real terms the rupee has consistently and progressively 
depreciated in value in terms of its purchasing power 
as the table in the introduction to this Report shows. 
The limit of Rs. 2 lakhs of today is only the equivalent 
of about Rs. 25,000 in the year 1939. Again, once 
a maximum slab is fixed, there is a general tendency 
to adhere to the same, while the fall in the value of 
the rupee may continue. It i, well-recognised that 
a certain degree of moderate and controlled inlla!ion 
is a necessary feature of any ~owm~ ecunomy. His
tory also shows that, ever since md~p~ndcncc, the rupee 
has never shown an appreciation in its value signifi
cantly and the tendency would rather b~ a fall in 9 
years out of 10. The level of Rs. 2 lakbs has thus 
to be viewed not only with referer,c~ to the past 
history but it should also represent a reasonable level 
in the foreseeable future. The maximum aggregate 
rate of tax plus surcharge applied to the slab above 
Rs. 1 lakh in terms of earned mcome for the first time 
in the year 1960-61. On a comparison of the value 
of the Rupee then and today, it would be realised 
that the limit of Rs 1 Iakh of the year 1960 would 
approximate to over Rs. 3 lakhs as of today. Even 
when the present Prime Minister was the Finance 
Minister, the highest rate of basic income-tax applied 
to the slab above Rs. 2,50,000 in the years 1968-69 
and 1969-70. The said level of income at the present 
value of the Rupee would correspond to over Rs. 4 
lakhs. From all these points of view it would not 



be inappropriate to fix the maximum rate slab at the 
level of over Rs. 2 !akhs. It follows that the length 
of income slabs upto Rs. 2 lakhs and the rate of tax 
applicable in each such slab should be so devised as 
to achieve a smooth and even progression in the inci
dence of tax at various lower and middle income levels 
consistent with the real value of the rupee in terms 
of its purchasing power today as compared to what 
it was two decades earlier. We accordingly recom
mend that the rate struclure of Income-tax bhould pro· 
vide for a maximum rate of tux of 60 pee cent which 
should! be applicable on income exceeding Rs. 2 Iakhs 
with a'n appropriate smoolh nod even progression at 
all levels below Rs. 2 lakhs. 

. 1-2.10. It would also make for considerable simpli· 
fication if the determination of tax is made by a single 
calculation. The present system of increasing the tax 
by surcharges or special surcharges complicate the 
process of calculation and also result in errors in tax 
calculation. It appears that if the rate structure be 
simplified ?Y elimination of surcharges, the tax could 
be deternuncd by a single calculation similar to the 
calculation of taxes under the other taxes like wealth
tax, gift-tax and estate duty. We are aware that the 
surcharges are levied in view of the sharing of tax 
revenues between the· Centre and the States. The 
revenue impact of these surcharges is not also all that 
significant so as to present an insurmountable problem 
and the pur.eose could be met otherwise. We may 
clarify that 1f for any reason the surcharges are also 
to be continued, the rates of income-tax and surcharges 
should be. so fixed that at the maximum level the aggre
gate of mcome-tax and surcharge does not exceed 
60 per cent. In other words, the maximum rate of 
60 per cent should include both income-tax and sur
charge. We accordingly recommend that surcharges 
in the rate structure &hould be abolished and the maxi
mum role of income-tax of 60 per cent should in any 
event be inclusive of surcharges, if any. 

1-2.11. The next aspect which would merit consi
deration is the possible loss of revenues as a result of 
the reduction implied in the rate schedule which would 
~ave a maximum rate of 60 per cent on income exceed
mg Rs. 2 lakhs. Though as a matter of mere arith· 
metical calculation the impact may seem high, it is 

· relevant to note that the experiment on the part of 
the Government over the last 5 years in reducing tax 
rates has proved to be successful and there has been 
no fall in the tax collections. On the contrary, there 
has been a marked increase in the tax revenues largely 
due to a better measure of compliance on the part of 
the taxpayers. It may be further desirable to extend 
this experiment to the stage of reduction on the lines 
~ suggested earlier. Moreover, the better administra
tion of the tax laws which should be possible if the 
other recommendations of the Committee are accepted 
should result in a better enforcement of the tax law~ 
and thereby add to the tax revenues. These two as
pects may m the long run nullify any possible revenue 
loss by adoption of a rationalised rate structure. 

1-2.12. !~~ expe~iment in reduction of personal tax 
rates ~as miilated m the year 1974-75, when it was 
recogmsed that prevalence of high rates is the first arid 
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foremost reason for tax evasion because this made the 
evasion, inspite of attendant risks, profitable and attrac
tive. The maximum marginal rates were, therefore, 
reduced from 97.75 per cent to 77 per cent in the 
highest slab of taxable income. The then Finance 
Minister bad observed that the reduction in the rates 
of income-tax on personal incomes would ordinarily 
have resulted in a loss of about Rs. 60 crores in a full 
year and Rs. 36 crores in the financial year 1974-75. 
However, he had not taken any loss into account in 
the budgetary estimates as he expected that there would 
be a better measure of tax compliance and full disc 
closure of income by all taxpayers. The tax revenue 
from personal income-tax was, therefore, estimated at 
Rs. 709 crores . 

I-2.13. While moving the budget for the next !!nan
cia! year, viz., 1975-7tJ, the then Finance Minister 
observed that the policy adopted in the earlier year 
required to be given a fair trial and the -rate structure 
continued during the next financial year as well. The 
revised budgetary estimates of personal income-tax 
collections for the year 1974-75 were placed at Rs. 747 
crores thereby indicating that quite apart from any 
anticiJ?ated fall in revenue collections, there was in fact 
a net mcrease in the collections of personal income-tax. 
The final figures of personal income-tax collections for 
the year 197 4-7 5 as per accounts disclose that the 
collections in fact amounted to Rs. 874.41 crores, 
which was a clear addition of about Rs. 130. crores 
over the actual collections as per accounts for the pre
vious ~ancial year 1973-74. In terms of .the budge
tary estimates, if the fall of Rs. 36 crores as originally 
mentioned was to be taken into account, the collec· 
tions '<Yould have been placed at the level of Rs. 673 
crores and the actual collections as per accounts show 
an increase of over Rs. 200 crores on this figure. These 
figures are sufficient to illustrate the magnitude of the 
differences that are likely to arise as a result of the 
experiments in reduction of the rates of tax. Apart 
fron;t . the pecuniary gain . t? the exchequer in terms or 
add1ttonal resources mobilised and t!J,e gain to the eco
nomy from a reduction in the volume of unaccounted 
incomes, there is the more important gain in the im· 
provement in the standards of public morality. 

I-2.14. The Indian experiment shows that conditions 
in ~dia. also warrant and justify the progressive re· 
duction m the rates of tax. The result of similar ex
periments in other parts of the world have also been 
encouraging. As the ultimate ideal in terms of a maxi
mum marginal rate which should be achieved, it would 
be appropriate to strive towards the rate of 50 per cent 
so that the taxpayer is left with at least an equal share 
of the fruits of his efforts. This ideal maximum rate 
cannot be achieved within a short period but should 
nevertheless be set as the ideal to be sought for in 
the ultimate analysis. 

I-2.15. The nation bas adopted a planned eoonomic 
system by a process of quinquennial planning. Invest

. ment decisions which are made in expectation of a net 
return on capital employed can now proceed with a 
given assumption of a continuity in the tax structure 
and the risk of fluctuation being considerably reduced. 
TI~e yovermnent has also in recent times accepted the 
~rmc1ple of a rate of return (net of tal') for price fixa
tion purposes. It is, therefore,' reasonable to expect 



that economic activity and industrial development is 
also planned in this manner. The structural balance 
of the system could thus be broadly assured for periods 
of 5 years at a time. Tbis does not, however, pre
clude the Government from taking appropriate correc
tive measures should there be any situations of undue 
imbalances in the economy caused by any special or 
extraneous factors. It need be emphasised that this 
process of regulation and curbing imbalances can be 
more effectively achieved through indirect taxes leav· 
ing the direct taxes to operate under stable conditions. 

1-2.16. We have already recommended the need for 
continuous fiscal research. The manpower released 
through the process of implementation of our recom
mendations may be diverted towards a more effective 
collection of revenue intelligence. Attempts on the 
part of taxpayers to take any undue advantages of the 
law could be promptly met without disturbing the basic 
structure of the direct tax laws. 

I-2.17. A recent innovation in the process of the 
determination of the tax on the total income in the 
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case of certain non-corporate taxpayers is the prov}'liS 
sion for aggregation of agricultural income along with 'e 
non-agricultural income under the annual Finance Act. 
This novel feature was introduced in the year 1973. 
The advantage of this scheme of integration is that, 
though agricultural income as such is exempt from the 
levy of income-fax, it is taken into account in deter
mining the taxable capacity of a taxpayer having both 
non-agricultural income and agricultural incom~> 
the process of integration under the Finance A 
existence of agricultural income does not deny t 
payer the benefit of the basic exemption lin 
Rs. 10,000, but when the non-agricultural income 
ceeds Rs. 10,000, the agricultural income has the ef 
of increasing the effective rate of tax applicable to 
non-agricultural income. 

I-2.18. The revenue statistics compiled by the 
Government indicate that the number of taxpayers 
who are affected by this measure is not very large. The 
results of the aggregation provisions during the three 
years 1974-75, 1975-76 and 1976-77 are as follows:-

Income groups based on assessed total income (excludingagricultur31 No. of a<,.ssments Amount of net agri· Additional dcmnnd 
incom~) involving aggrega- cultural income ng- resulting from og-

tion of a!!'"icultural gregated (in OOOs) gregntion of ngri· 

1974-75: 

(i) Loss cases . 

(ii) Income upto Rs. 10,000 

(iii) Rs. 10,001-Rs. 25,000 

(iv) Rs. 25,001-Rs. 50,000 

. (v) Above Rs. 50,000 

Total 

1975·76: 

(i) Loss cases • 

(ii).Jncome upto Rs. 10,000 

(iii) Rs. 10,001-Rs. 25,000 

(iv) Rs. 25,001-Rs. 50,000 

(v) Above Rs. 50,000 

Total 

'1976-77: 

(i), Loss cases • . 
(ii) Income upto Rs. 10,000 

(iii) Rs. 10,001-Rs. 25,000 

(iv) Rs. 25,001-Rs. 50,000 

(v) Above Rs. 50,000 

Total . 
6;minon Note ·for all tho above three years: 

income disposed of cultural income (see 
during the financial note below) (in 
year OOOs) 

Rs. 

1354 3862 

19951 73829 

1601J 53852 

3371 28086 

778 20019 

41467 179648 

2000 6672 

28932 96906 

21932 106017 

4594 39699 

1475 15164 

58933 264458 

1903 7536 

31948 111496 

26330 117687 

6658 43493 

2192 38009 

69031 318221 

Rs. 

7136 

9571 

11654 

11654 

40015 

6078 

13949 

15801 

8139 

43967 

5303 

16801 

13231 

10209 

45544 

-There will be no additional demand against !tern (i), vll., loss Cllses. 



It will be observed that the agricultural income 
which has been included along with non-agricultural 
income for the purposes of the Income-tax Act amount
ed to Rs. 17.96 crores, Rs. 26.45 crores and Rs. 31.82 
crores, for the financial years 1974-75, 1975-76 and 
1976-77 respectively. Additional income-tax of over 
Rs. 4 crores in each of the years has been assessed. 

I-2.19. It would be readily appreciated that the 
figures of agricultural income mentioned above repre
sent a very small fraction of the total agricultural in
come in the country. It is no doubt true that the 
income assessed under the Income-tax Act as a per
centage of the national income is small. Of the national 
income of Rs. 58,137 crores in 1974-75, about 47 per 
cent is from agriculture. The income assessed under 
the Income-tax Act is still a low percentage of even 
Qle national income attributable to t.he non-agricultural 
sector. --While this percentage is itself low, the agri
cultural income aggregated for determining the income
tax in the third year mentioned above (Rs. 31.82 
crores), constitutes a negligible percentage of the total 
national income from the agricultural sector. 

I-2.20. Having regard to an important canon of 
taxation, of levying a tax in accordance with the capa
city to pay, there can be no doubt that agricultural 
income earned by the taxpayers in addition to the 
non-agricultural income increases their capacity to pay 
taxes. We are, thuefore, of the view that tlte revenue 
presently being derived by the centre through the 
Scheme of Integration of Agricultural Income with non
Agricultural Income should not be foregone and the 
Scheme should therefore continue to operate. In is 
no doubt true that in this process the tax administra
tion has to contend with the difficulties in properly 
assessing the agricultural income and the burden of 
determining the tax under the integration process. 
Administrative difficulty cannot warrant a depa!.fure 
from the salient principle of taxation of levying the 
tax according to the capacity to pay. 

I-2.21. It should also be recognised that the process 
)f integration, facilitates a check on conversion of 
maccounted income into official income through the 
)rocess of fictional agricultural income. The l?resence 
>f the scheme of integration requires the agrtcultural 
ncome to be declared from year to year and thus 
>revents an attempt on the part of taxpayers to attri
>ute any unaccounted assets to fictional agricultural 
ncome. 

I-2.22. At the same tooe it would not be out of 
'lace to consider several converse situations which may 
~xist in practice. There would, in fact, be a large 
number of persons who principally derive their income 
l'rom agriculture and who either have no non-agricul
tural income, or have non-agricultural income which 
is below the exemption limit. The statistics, obtained 
under the Income-tax Act, of agricultural income aggre
gated in the case of -taxpayers with income upto 
Rs. 10,000 would not reflect all the categories of 
persons whose principal source of income is agriculture 
referred to in this paragraph. The process of inte
gration under the Finance Act in determining the 
income-tax liability does not serve to oopose any liabi
lity under the Income-tax Act where the non-agricul
tural income is below the exemption limit irrespective 
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of the quantum of agricultural income. In fact, the 
tendency on the- part of such persons would be to 
deliberately try and depress the level of non-agricul
tural income below the taxable limit, more particularly 
in the context of the Compulsory Deposits Income-tax 
Payers Scheme. 

I-2.23. If the· process of integration is justified on 
the principle of determining the tax liability in accord
ance with the capacity to pay taxes, the same principle 
would warrant an extension of the idea in the case of 
persons with the converse position of having their prin
cipal source of income from agriculture. 

I-2.24. The question of taxation of agricultural in
come has been receiving the attention of the Central 
Government and certain of the State Governments for 
several years. At present agricultural income-tax is 
levied by only 10 States and even within these States 
it has a significant revenue inlportance only in 5 States. 
The total revenue yield from agricultural income-tax 
and taxation through land revenue and surcharge .on 
cash crops was only Rs. 216 crores in the year 
1975-76. As a proportion to the national income attri
butable to agriculture it would constitute less than 
I per cent. Likewise, as a percentage of the total 
tax revenues of the Central and State Governments put 
together it would hardly amount to 2 per cent. These 
figures are indicative of the fact that the taxable 
taxable capacity in respect of agricultural income has 
not been fully tapped. · 

I-2.25. The various aspects of taxation of agricul• 
tural income have been examined by the K. N. Raj 
Committee in the year 1972. More recently the U.P. 
State Government has had the matter examined by the 
Committee under the Chairnlanship of Dr. D. T. 
Lakdawalla. The draft Five Year Plan 1978-83 has 
also emphasised the need for a tax on agricultural 
income. 

I-2.26. The question of agricultural income-tax has 
various ramifications--constitutional, administrative, 
political, etc. We do not desire to enter into a detail
ed discussion on these aspects which have 'more ap
propriately been examined by the Raj Committee and 
the Lakdawalla Committee. We would, however, wish 
to refer to this question to the extent it is inter-related 
to the levy of income-tax under the Income-tax Act. 
To facilitate the administration and the determination 
of income-tax through the process of integration, it 
would be of considerable inlportance and assistance 
to the assessing officer if a reliable assessment of the 
agricultural income is readily available. At present 
some of the State laws provide that in relation to mixed 
income, that is to say, income which is partly non
agricultural and partly agricultural, such as that from 
tea estates, sugar, etc., the component as determined 
by the Income-tax Officer under the Income-tax Act 
should be adopted for determining the agricultural in
come-tax liability. In the same manner even in rela· 
tion to separate assessment 9f non-agricultural income 
and agricultural income, and the integration thereof 
for determination of the rate, the process of indepen
dent determination of one by the Central tax- authority 
and the other by the State Government taxing autho
rity would ensure a better administration of the tax 
laws. 



I-2.27. The levy of agricultural income-tax is ex
~lusively within the jurisdiction of the States. Taxa
ion of agricultural income is one of the subjects in· 
:luded in Item 46 of List II of the Seventh Schedule 
o the Constitution (State List). The Parliament is, 
herefore, not in a position to legislate and impose a 
ax on agricultural income. 

I-2.28. In the same way, estate duty in respect of 
agricultural land is Item 48 in List II of the Seventh 
Schedule whereas estate duty in respect of property 
other than agricultural land is Item 87 of List I of the 
Seventh Schedule. At present the Estate Duty Act 
provides for the levy of estate duty on agricultural 
lands in those States which have passed appropriate 
resolutions under Article 252( 1) of the Constitution 
permitting the Centre to levy the estate duty. 

I-2.29. It is also relevant to mention that under 
Article 366(1), agricultural income is defined to mean 
agricultural income as defined for the purposes of the 
enactments relating to income-tax. The enactment of 
the definition of agricultural income in the Income-tax 
Act would fall within the powers of the Parliament 
which alone is empowered to legislate for taxes on 
income other than agricultural income. 

I-2.30. On a consideration of the above mentioned 
provisions of the Constitution, the levy of agricultl;U"al 
income-tax by the Centre could be rendered possible 
by any of the following three ways :-

(a) by an amendment of the Constitution and 
transfer of the entry in relation to the tax 
on agricultural income to the Union List, or 

(b) by the States following the same procedure 
under which they have empowered the 
Centre to levy estate duty on agricultural 
land, or 

(c) by the definition of agricultural income under 
the Income tax Act being restricted only to 
<~gricultural activities relatin~ to food crops 
:o that all other types of agricultural income 
>f a commercial nature, including income 
rom plantations, cash crops, etc., would be 
:las~ified for the purposes of the Constitu
lon and the law, as non-agricultural income 
md as a con.sequence the levy of tax on such 
ncome by the Centre would be within th"' 
egislative powers of Parliament. 

I-2.31. At present, as already pointed out, none of 
the above steps has been initiated for consideration. 
The Centre has gone only as far as providing for 
integration of agricultural income for determining the 
tax on non-agricultural income. 

I-2.32. As the question of empowering Parliament 
to levy a tax on agricultural in,come within the frame
work of the Constitution is one which impinges upon 
the relationship between the Centre and the State~, 
we would leave the matter as explained above for fur
ther discussion and dialogue. It may, however, have 
to be recognised that altem.ative (a) above may not 

·be politically feasible. Further, it appears to us on 
. a careful consideration that a mere amendment to 

the definition· of agricultural income (as per alternative 
, (c) above) under the ·rncome-tax Act by Parliament 
4RS&P/7~ 
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may be open to challenge. If, therefore, the consen~us 
arising out of the dialogue and dlscuss~on is that the 
agricultural income-tax should also be Imposed under 
a Central levy, it would be more appropriate in our 
view to do so by a direct amendment to the Constitu
tion. 

1-2.33. If, however, the· centre is not to levy the 
Agricultural Jncome-tax we would suggest the fol
lowing measures fill" the consideration of the Govent• 
ment :-

(a) States wh!ch do not have any law for laxa
tion of agricultunll income at present may 
be advised by the Central Government to 
introduce such legislation at an early date. 

(b) The pattern of the legislation may a.s far as 
possible be uniform in all the stBtes. 

(c) The uniformity should extend to the levy of 
the tax on all categories of agricultural 
income, whether from plantatioll!l, cash crops 
or food crops. 

(d) As far as possible, the principle of progres
sion, with a graded rate structure, should be 
adopted, broadly conflll"ming to the minimum 
exemption limit and the maximum rate 
under the Central Income-tax Law. 

(e) With a view to facilitBting administration and 
eliminating the process of elaborate determi· 
nation through books and records, the lu'!'ll 
could provide for a scheme of composition 
of the Tax. This composition scheme could 
provide fill" a ftat determination of the 
Income having regard to the category of the 
land and the noture of agricultural activity 
carried out thereon. The composition scheme 
contained in section 67 of the Karnataka 
Agricultural Income-tax Act could provide 
a useful model. Needle~to say, the com
position scheme should' not be availoble to 
organised bodies like ·~mpanies and cu· 
operative societies whic are required by law 
to maintain proper boo or account. 

(f) The scheme of integraUo(" 1 of agricultural 
Income for determining {~ Tax on non
ugricultural income under lite Finance Act 
should have a complementary provision In· 
corporated in the state laws for the determi
nation of the Tax on agricultural Income. 
In other words, the state law should provide 
for taking the non-agricultural income of n 
taxpayer _into account for determining the 
rate of tax applicable to his agricultural 
income. This will be a necessary ingredient 
of the progression in the rate structure of 
ogricultural Income-tas. 

Residence : (Section 6) : 

I-2.34. The concept of residence is vital for tbe 
purpose of taxation inasmuch as the residential status 
·of the taxpayers determines the extent of hi& tax liabi
lity. At present, taxpayers arr: placed in three cate
gories according to their residential status. · The first 
category comprises all person~ who are "resident" in 
India during the relevant previous year. In their cases, 



the tax liability extends to their world income. The 
second category comprises individuals and Hindu un
divided families who are "re5ident but not ordin,arily 
resident" in India during the relevant year. Such an 
individual or Hindu undivided family is uot liable to 
tax in India on, his or its foreign income except insofar 
as such income is derived from a business controlled 
in or a profession set up in India. The third cate
gory comprises persons who are "not resident" in 
India. In, their cases, tax liability extends to their 
Indian income only. 

I-2.35. The tests for determination of residence, In 
the case of an individual, are• three in number. The 
fir~t of these is a straight counting of the number of 
days the individual has spen,t in India during the 
relevant year. If the5e aggregate to 182 days or more, 
then the individual is said to be "resident" in In,dia 
during that year. The second test involves finding 
out the number of days for which the individual had 
maintained, or caused to be maintained for him, a 
dwelling place in India. If he had maintained such 
.a dwelling place· for 182 days or more during the year, 
and had been in India for 30 days or more in that 
year, then, he is considered to be a "resident". The 
third test involves finding out the• number of days the 
individual had been in India during the four years 
preceding the relevant year. If he had been ·in India 
during those four years for an aggregate period of 
365 days or more an,d had also been in India for a 
minimum of 60 days during the relevant year, then 
again he is regarded as "resident" in India. In the 
case of any other taxable entity, residential status is 
determined with reference to the place where the con
trol an.d the management of its affair& is situated. 
While all Indian companies are treated as "resident" 
in India, a foreign company is also treated as 
"resident" in India if the control and management 
of its affairs is situated wholly in India during the rele
vant year. Every other entity, such as a Hindu un
divided family, a partnershi£ firm, an association of 
persons, etc., is treated as 'resident" in In.dia in any 
year except where the control and management of its 
affairs is situated wholly outside India du~ that 
year. ! 

I-2.36. In the case of an individual and also a 
Hindu undivided family, there are further tests to be 
applied for determining whether the in,dividual or the 
family is "not ordinarily resident" in India. In. the 
case of an individual, the~ te&ts are that :-

either (a) he has not been "resident" in India in 
nine out of the ten years preceding the rele
vant year, 

or (b) he has not been in India for an aggregate 
period of 730 days or more during the seven 
years preceding the relevant year. 

In the case of a Hindu undivided family the same tests 
are to J;le applied wi~h reference to the manager ot 
the farntly. ~ere e1ther of the two alternative te~ts 
~et out above ts satisfied, the individual or the family 
IS ~egarded as "not ordinarily resident'' in India 
dunng the relevant year. Conversely where neither 
of the !!Ite;native tests i~, satisfied, the individual or 
the ,famtly IS regarded as ordinarily resident" in India 
durmg the relevant year. 
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I-:Z . .:f7. Representations, received by u~ on, the sub· 
jejct, pleaded for simplification of the tests to be 
applied for determining residential status. One of the 
suggestions for such simplification is that the second 
te~t for determining residence, with reference to the 
n,umber of days for which the individual has main
tained a dwelling place in India during the relevant 
vear may be deleted. Another suggestivn is that the 
category "not ordinarily resident" should be removed 
from the law. There was also a suggestion that citi
zenship should be taken into consideration for the
purpose of determining residen,tial status, by regard- · 
ing all individuals who are citizens of India to be 
"resident" in India, except where they are absent 
from India for a stipulated minjmum period during 
the year, and all individuals who are not citizens of 
India to be "n,ot resident" in India except where they 
are physically present in India for a stipulated mini
mum period during the year. Under this suggestion, 
the intermediate category "not ordinarily resident" 
could be done away with, and the taxability of foreign 
income in the case of residents linked to the exercise 
of control over the wurce of the income from Indian. 
territory, as is the case at present in respect of "not 
ordinarily resident" persons. 

1-2.38. We have carefully considered all these sug
ger.tions. While we appreci'ate the criticism that the 
intermediate category, "not ordinarily residen,t", 
involves a cumbersome exercise of counting the num
ber of days spent by the individual in India over the 
ten years preceding the relevant year, we do n,ot con
sider it feasible to replace this by any other simpler 
test, much less to do away with this category altoge
ther. We have to bear in mind the fact that, with 
increasing numbers of Indians going abroad on variou& 
assignmen.ts for longer or shorter duration and remit
ting or bringing their savings to India in foreign ex
change, to the benefit of the country's economy, the 
concept of "not ordin,arily resident" saves them from 
being taxed on their foreign incomes in the years in 
which they qualify for this status. If this category 
were to be done away with, such persons being 
"resident" in India, would become liable to tax in 
India on the whole of their foreign income. This 
might induce them to reduce their contacts with the 
mother country so as to avoid becoming "residents" 
in India an,d result in discouraging frequent visits by 
them to India and bringing in their earnings in the 
form of valuable foreign exchange. Further, any such 
change will also have the effect of persons of foreij!Jl 
citizenship becoming reluctant to come to India even 
on short assignments which may expose them to the 
risk of becoming "resident" in India and bein_g suh
ject to tax here on their income from sources outside 
India. The present tests of "not ordinarily resident" 
are now reasonably well understood and no changes 
in the law is called for. We, the.refore, do not recom· 
mend any change in the concept of ''not ordinarily 
resident'' nor any change i'n the tests for determinin2 
whether a person is "not ordinarily resident''. 

1-2.39. As regards the sui(Sestion for dropping the 
test of maintenance of dwelling place for determina
tion of residen.ce, we find some substance in this 
demand. This test was· evolved at a time when the 
income-tax law extended to the former British India. 
with the princely States outside its purview forming 



pockets of 'tax havens' from which a person could 
conduct or control his activities abroad while being 
nomin,ally "not resident" in India according to the 
other two tests. In the present set up, when the whole 
of India iL one unified political entity, the test of 
maintenance of dwelling place has lost its relevance. 
On the other han,d, this test now caa&es unintended 
hardship to individuals seeking their fortunes abroad, 
who are not in a position to ship their establishment 
from this country due to various social and other 
reasons. We are of the~ view that this test of main
tenance of dwelling place in India for determining 
residence can be omitted without any significant im
pact on the revenue. We accordingly recommend that 
the test in section 6(1)(b) should be deleted. 

1-2.40. In this con,nection, an allied problem which 
was brought to our notice> is that arising out of the 
third test for determination of residence, namely, that 
an individual who having been in India for an aggre
gate period of n,ot less than 365 days during the tour 
years preceding the relevant year, is in India for sixty 
days or more durin~ the relevant year, becomes 
"resident" in India 10 that year. Under an amend
ment made by the Fin,ance. Act, 1978, the period of 
60 days in this provision has been extended to 90 
days. However, this amendment is applicable only 
over a limited field, that is to say in the case of an 
individual, being a citizen of India, who is ren,dering 
services outside India and who is or has been in India 
on leave or vacation in the previous year. According
ly, the amendmen,t would help only .those individuals 
being citizens of India who are on employment abroad 
and who wish to visit India during their leave from 
such employment. While welcoming the Government's 
initiative in, this matter, we see no reason why this 
liberalisation should not be extended to all individuals 
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and should be confined merely to those who arc on 
employment out of India. Even self-employed persons 
who wish to spend a lon,gcr period in India and the'I'Cby 
utilise their foreign earnings in India should not j)c 
discouraged from doing so by restricting their stay to 
only 60 days. We, accordingly, recommend that 
SC!Ction 6(1)(c) should be amended and the word ~ixty 
days' be replaced by the words 'ninety days' and the 
explanation to section 6(1) be deleted. 

1-2.41. As regards the suggestion for linking resid
ential status with citizenship, we have considered the 
matter from all aspects. As the presen,t tests for the 
determinaion of residence arc well understood, we arc 
not in favour of disturbing these by introducing a new 
concept. We do not, therefore, recommend any basic 
change in Ibis regard. 

Scope of Total Income (Section 5) : 

1-2.42. The recommendations in the preceding para
graphs are aimed at simplifying the tests of residence 
and removing practical difficulties of the taxpayers. 
It will be noted that we are in favour of retaining 
the three-fold categorisation, of taxpayers into, resident, 
resident but not ordinarily resident and non-resident. 
In that light we are of the view that n.o change is 
necessary in regard to the scope of total income as 
contained in section 5 of the Act. The parameters of 
income liable to be included in total income arc now 
reasonably well-settled and well-accepted. 

1-2.43. Provident Fund accretions (Section 7) .
This is discussed in Chapter S of our Report. 

1-2.44. Dividend Income (Section 8) .-This is dis· 
cussed in Chapter 10 of our Report. 



CHAPTER 3 

TAXATION OF NON-RESIDENTS ON INCOME DEEMED TO ACCRUE IN INDIA 

1-3.1. The provisions in the Income-tax Act relating 
to taxation of non-residents appear at different places 
in the Act. The principle of taxing non-residents in 
India is that the charge is limited to Indian income, 
that is to say, income which accrues or arises in India 
or is deemed to accrue or arise in India or is received 
or deemed to be received in India. Insofar as income 
is actually received or accrues or arises in India, there 
is not much of a controversy. The real difficulty arises 
with reference to the fiction of deeming certain income 
to accrue or arise in India. This fiction is elaborated 
in section 9 of the Income-tax Act. 

I-3.2. The main difficulty which was experienced in 
the past in the operation of the section was due to 
the fiction of taxing income accruing or arising directly 
or indirectly through or from any business connection 
in India. However, much of the controversy in regard 
to assessments through a business connection has been 
set at rest by the authoritative pronouncement of the 
Supreme Court in the case of CIT Vs. Aggarwal & Co., 
56 lTR 20. The threat of an assessment based upon 
business connection of every foreigner dealing with 
India has to a large extent been reduced as a result 
of the tests laid down by the Supreme Court. It is 
for this reason that we consider that there is no 
necessity to disturb the provisions as contained in 
section 9(1)(i) of the Act. The position is now rea
sonably clear in regard to income derived by non
residents from business operations in India. Even the 
risk of assessment through a business connection is 
largely modified by Double Taxation Avoidance Agree
ments which have been entered into by the Govern
ment of India with some of the principal countries of 
the world. 

I-3.3. The provisions of clauses (ii), (iii) and (iv) 
of section 9 (I) do not call for any comment from 
us and they may continue to operate as at present. 

I-3.4. The amendment made to section 9(1) by the 
introduction of clause (v) has created several difficul
ties in the matter of fictional accrual of interest. The 
l1w in regard to taxation of interest in India has been 
in existence even prior to independence. The test to 
tax interest was the nexus of the funds borrowed and 
brought to India either in cash or in kind. This test 
bas been well understood and adequately examined by 
the Courts in India. It would be appropriate to say 
that the law on the subject was well settled and there 
was. no nece~sity or justification for disturbing the law 
by •~~:troduc~IOn of new clause (v). The position of 
taxation of mterest deemed to accrue or arise in India 
should be restored to that contained in section 9(1) (i) 

prior to its amendment in 1976, as the present clause 
( v) suffers from infirmities similar to those of clauses 
(vi) and (vii) dealt with hereafter. We accordingly 
recommend that clause (v) of section 9(1) be deleted 
and intezest be deemed to accrue or arise in India in 
the circumstances contained in section 9(l)(i) prior 
to its umendment in 1976. 

I-3.5. A problem of recent origm, however, IS In 
reg_ard to the taxa?-on of income derived by a non
resi~ent out. of foreign collaboration arrangements with 
Indian parties. Our attention has been drawn to the 
fact that considerable uncertainty prevailed in the 
matter of the determination of the income liable to 
tax in India from such activities as well as ·the quantum 
of tax to be recovered in India. Difficulties also arose 
in regard to the person liable to pay the tax when 
agreements were either tax-free, free of tax or subject 
to tax. The position in law was further complicated 
by the decision of the Madras High Court in CIT vs. 
Carborundum Company in 92 ITR 411 resulting in 
the Department seeking to disturb a large number of 
completed assessments. 'This position bas since settled 
down after the decision of the Supreme Court in Car
borundium Company vs. CIT 108 ITR 335, reversing 
th~ earlier decision of the Madras High Court. The 
pmnt to be noted, however, is that there was an at
mosph~re .of considerable. u~certainty prevailing in 
deten;mnatton of the tax liability under foreign colla
boration agreements. The Circulars issued by the 
Central Board of Direct Taxes also dld not clear the 
atmosphere fully, leaving both the non-residents and 
the Indian collaborators guessing about the effective 
incidence of tax. 
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1-3.6. There is a lot of uncertainty in the mind ot 
the foreign collaborator as to the amount of tax pay
able on the facts of a given case. Experience has 
shown that, on an identical set of facts, one Income
!ax Officer may hold 10 per cent of the foreigner's 
mcome to be chargeable to Indian income-tax and 
:mothe! may hold 50 per cent to be so chargeable. It 
IS obviOus that such uncertainty in the incidence of 
act.ual taxation is most undesirable. Secondly, it has 
an adverse inlpact on the Indian economy since a 
foreigner, having regard to the uncertainty of the in· 
cidence of Indian taxation, would naturally try to pro. 
teet hinlself by assuming a higher incidence of taxa· 
tion than may be ultimately upheld by the court.-· It 
is thus eminently in the national interest that some 
machinery should be devised for making the incidence 
of tax on foreigners both certain and foreseeable, and 
at . the same time equitable. 



I-3. 7. An attempt to clear the atmosphere bas been 
made by the introduction of clauses (vi) and (vii) tu 
section 9(1) by the Finance Act, 1976. These clauses 
were introduced with the idea of deeming all pay
ments by Indian residents to foreign collaborators in 
the form of royalties . and tecbJ?ical ser~ice fees as 
income liable to tax m India, m the circumstances 
set out therein. To overcome the difficulty in deter
mining the income component o~ such payment;, n_ew 
section 44D was enacted to provide that no deduction 
in respect of any expenditure or allowance will be 
made from royalties and fees for technical services 
received llllder agreements concluded after 31st March 
1976 and that the gross payment woul~ be liable_ to 
tax in India. Further, to overcome the difficulty which 
would be cre-ated by disallowance of genuine expendi
ture incurred for earning the income in such cases, 
rates of tax lower than the normal rates, have been 
laid down ln respect of such income under section 
115A. It will, therefore,_ be observed that the ln_come
tax Act has chosen a short cut to overcome the d1fficul· 
ties of the administration in bringing to tax payments 
received by foreign parties under collaboration agre~
ments with Indian concerns. Needless to say, th1s 
solution is not in conformity with principles of equity. 
The attempt to tax gross receipts, though at a conces
sional rate of tax would be most inequitous where the 
quantum of exp~nditure to be ~curred fo_r ear~g 
those receipts would be disproportionately high. Agam, 
sofar as the non-resident collaborator is concerned, he 
would necessarily be bargaining for a net take-home 
remittance and in the circumstances would load the 
element of tax on the Indian partner. Though the 
Government of India does not, in recent times, sane· 
tion the payment of royalties etc., free of tax and ex
pressly stipulates that all such payments shall be sub
Ject to Indian tax, the collaborators gross up the fee 
by the element of tax and quot~ the gross fee, ther~by 
passing the entire burden of Ind1an taxes to the Indian 
party. A furt~er .o~jectio~a~Ie. feat_ure of the present 
law is that an mvidious distmciJon IS created between 
residents of countries with which the Government of 
India has entered into Double Taxation Avoidance 
Agreements and those of other countries. The recent 
changes in th.e law aimed. at taking t~e gros~ amount 
of royalties etc., llllder section 9 read With sections 44D 
and 115A do not in effect apply to residents of s~ch 
countries as the provisions of the Double TaxatJon 
Avoidance Agreements, virtually freeze the tax liabi
lity to what it was under the law before its amendment 
in. 1976. Insofar as the charge of tax was on real 
income this distinction was not of much consequence 
becaus~ the Double Taxation Avoidance Agreements 
were merely concerned with the re_lative rights of the 

·two Governments to- tax the same mcome. But when 
the charge is shifted to a gross receiot, the problem 
is aggravated. The problem would be considerably 
highlighted if a situation of a turnkey con~~;act or !lr
rangement were examined where a substantial portion 
of _the payments would constitute reimburseable costs 
·and not income at all. 

I-3.8. Still another difficulty in~olved in the _pr~
visions of section 9(1 )(v), 9(1)(vi) and 9(1)(vn) IS 

the "validity of these provisions in the context of the 
territorial jurisdiction of the tax laws. In Kanga & 
Palkhivala's "The Law and Practice of Income-tax"-

7th Edition-Volume 1, page 209, the learned authOJ 
comment on these three sub-clauses as under ,_ 

"The Parliament of India can legislate only fo 
the territory of India. As far as foreigner 
and foreign income are conc<'rncd, the weU 
established principle is that given a Jufficietl 
territorial connection or nexus between th 
person sought to be charged and the countr: 
seeking to tax him, income-tax may IJroperl: 
extend to that person in respect of his forcig~ 
income. The connection must be a real on' 
and the liability sought to be imposed mus 
ue pertinent to that connection. (See ant, 
onder s. 1, "Territorial connection, and ex 
tea-territorial operation of the Act", p. 10.] 

Cis. (i) to (iv) of s. 9(1) which deem foreigr 
income to accrue in India, are intra vire' 
the powers of Parliament, since they proceec 
upon a sufficient territorial conneciton. ( Se1 
ante under "Intra vires", p. 199, a~d unde1 
"Money lent at interest and broug~t intc 
India ... ", p. 204.) But cis. (v)(b), (vi_)( b) 
and (vii)(b) seek to charge a fore1gner 
in respect of his income outside India onl.1 
because the payment is made by ar. Indiar. 
resident, even where the income arises unde1 
a contract which is made and performed ~n· 
tirely outside India and neither the income 
nor the contract has any connection with 
India. Unlike the residence of the 2ssessec 
himself, the residence of the person from 
whom the income is received can never afford 
a sufficient, real or pertinent territorial nexus 
to justify the levy of ir.c•Jmc·tax . on a 
foreigner in respect of his income which has 
nothing to do with Inrlia. Und.:.r these 
clauses, the foreigner is made liable to Indian 
Income-tax in every case i'l respell of m
terest, royalty or technical. fees received . ab
road from an Indian resident for services 
or other consideratiOn rendered wl:<'llV ab
road, the only exception being the case where 
the payment is made for the purpost;s of 
the Indian resident's business, profe~s10n or 
source of income abroad. If the Ind1an Par
liament can cast the net wide enough to 
collect tax in such cases where the foreigner's 
income has no nel<us with hdia, only bt. · 
cause the income is derived from a transac
tion with an Indian, it can cquall~ levy a 
tax on a hotel in a foreign country where an 
Indian goes to stay or dine, or on a foreign 
store where an Indian buys shirt~ or r.rocery, 
or on a foreign physician whose services are 
sought by an Indian while abroad. Not only 
are these clauses contrary to the well-settled 
international norms of taxation or a foreigner 
in respect of his income accruing, arising and 
received outside the taxing State, but they are 
against the letter an~ the spirit _of t~e vari~us 
tax treaties entered mto by Ind1a w1th fore1gn 
countries. Further, it is difficult to conceive 
of more powerful fiscal deterrents to keep 
away foreign collaborators. 



If the seope and validity of these clauses arc 
questioned before a court of law, the alter
natives before a court would be either to 
strike down the provisions as ultra vires the 
legislative powers of the Indian Parliament 
or to read down the provisions so as to res
trict their scope only to those cases where 
on the facts a sufficient nexus exists between 
India and the foreigner's income accruing 
and received abroad. 

While cl. (v) (a) deems interest payable by the 
Government to accrue in India and thus 
makes it chargeable in the hands of the non
resident recipient regardless of any other 
consideration, s. 10( 15) (iv) exempts in
terest payable "by Government or a local 
authority on moneys borrowed by it from 
sources outside India." Thus, the startling 
result is that if the Government of India 
has to pay interest anywhere in the world on 
the unpaid price of goods supplied to one 
of its embassies, the seller of the goods would 
be liable to Indian income-tax in respect of 
the interest, no borrowing being involved 
in such cases." 

I-3.9. The above observations indicate that what 
has been attempted as a simplified solution is also not 
as simple as it may seem. It can give rise to consider
able litigation on the true scope of the provistons and 
the uncertainty in the law would thus continue. 

I-3.10. The difficulties are so pronounced that seve
ral public sector enterprises haye ~o been con.fro!l~ed 
with the problems of determmation of tax liability. 
The Standing Conference of Public Enterprises has in 
their memorandum submitted to us, commented on the 
provisions of section 9(1) (vi) and section 9(1)(vii) 
as under:-

"Deemed incomes under section 9(1) (vi) and 
(vii) Royalty and Technical assistance 
fees :-Through an amendment, the 
Finance Act of 1976 has brought substantial 
changes regardnig the taxability of Royalty 
and Technical Assistance Fees received by 
a "Non-Resident Company" under a colla
boration agreement. Prior to this amend
ment the assessability of such income was 
based on the general principles of taxation, 
as to whether the income accrued or arose 
in India under section 5 of the Act. This 
position has been confirmed in the recent 
decision of the Supreme Court in the case 
of Carborundum Co. Ltd. in appeal No. 89 
of 1975 (reported in June 1977 issue of 
''Taxation"). 

But in view of the major changes brought about 
by the Finance Act in 1976 any income co
vered by section 9(1 )(vi) and (vii) which 
accrues and is received by a non-resident 
abroad will be deemed to accrue in India by 
a mere fiction of law and will therefore be 
taxable in India. Further, the non-resident 
will get no deduction for expenses incurred 
in excess of 20 per cent of the gross amount 
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of royalty, in respect of agreements conclud
ed before 1-4-1976 and in respect of agree
ments concluded thereafter no deduction at 
all towards expenses will be allowable, how
ever, bona fide and necessary they may be. 
1t has been observed by eminent jurists that 
taxation of an income which accrues abroad 
to a collaborator by mere fiction of law is 
not consistent with the basic principles of 
taxation and is contrary to well settled con
ventions on taxation of foreign income and 
also goes against the letter and the spirit ot 
various tax treaties entered into by India and 
foreign countries. It is well known that if 
a country wants to import advanced techno-

. logy it cannot but help to conclude technical 
collaborations with leading . manufacturers 
abroad. Invariably it is found in our nego
tiations with foreign collaborators that the 
latter wants to get the payments net of Indian 
taxes. In other words the obligation to pay 
taxes is cast on the Indian partner who has 
to bear unduly heavy taxes as the same is 
computed on a notionally grossed up (i.e. 
tax on tax) basis. For example, if the rate 
of tax is 50 per cent then the tax liability 
would be at least equal to the consideration 
payable to the collaborator and not 50 per 
cent of the actual payment which would have 
been the case if the collaborator himself were 
to bear the taxes. This notional calculation 
apart from imposing undue burden on the 
Indian parties, ultimately has the impact of 
increasing the cost of products manufactured 
under such collaborations." 

The following further observations are mad" in a sup. 
plementary note : 

"Section 9 of the Income-tax Act, 1!161.-sub
section (1) (vi) (c) of this section charges 
tax on any income by way of royalty payable 
by a person who is a non-resident, if the 
payment relates to any right, property or 
information used on services utilised for the 
purposes of a business or profession carried 
on by such person in India or for the pur
poses of making or earning any income from 
any source in India. Sub-section (1) (vii) (c) 
of this section similarly charges tax on in
come by way of fees for technical services 
payable by a non-resident for services utilised 
in a business carried on in India or for the 
purposes of earning income in India. 

These provisions may lead to considerable diffi
culty and hardship. For example, an Ame
rican company executes a contract in India. 
and, for the purpose of this contract engages. 
say, a company in West Germany to render 
certain services. The payment for the ser
vices may be made directly to the West 
German company by the American company 
outside India, but on a strict reading of 
these provisions, the West German company 
may be liable to be taxed in India, because 
the services are ultimately utilised in India. 
Apart from hardship, there is the practical 



difficulty of administration to be considered. 
The American company may make the pay
ment from its office in New York to the 
West German company, say, in· Dusseldorf 
and at that time no question of deduction 
of tax at source under the (India) Income~ 
tax Act can logically arise. The Indian 
Income-tax authorities have no means of 
compelling compliance with such a provision. 
It is pointless to have in the statute a provi
sion which cannot be administered and en
forced in a practical manner. Moreover, the 
wording of these provisions of the aforesaid 
sub-sections is at variance with the provisions 
of sections 44D and liSA which are closely 
related thereto. Section 44D and section 
USA-both refer to payments of the nature 
of royalties or technical service fees "receiv
ed from an Indian concern". Thus sections 
44D and liSA are both confined to royalties 
or fees for technical services when they are 
received from an Indian concern. Section 9 
nevertheless throws the net much wider and 
includes royalties and fees for technical ser
VICe even when they are paid by a concern 
outside India. 

It is, therefore, respectfully suggested that : Sub
section (1) (vi)( c) and (l)(vii)(c) of 
section 9 should be deleted. It is also res
pectfully submitted that such deletion would 
not adversely affect the rights of the revenue 
authorities to tax the income of the non-
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. resident for services rendered in India since 
this right would continue to be adequately 
protected by section 9 ( 1 )(i). In other 
words, the non-resident would continue to be 
lia~Ie to be taxed in India on any income 
which actually accrues or arises to him in 
India or which can be deemed to accrue or 
arise in India. This would certainly include 
any income for services rendered in India. 
There is no need to go beyond this and 
attempt to tax the income from services ren
dered outside India, only because such ser
vices are ultimately utilised in India. 

It may be pointed out that the loss to the Revenue 
in terms of money would be negligible be
cause of the following circumstances : 

(a) in any case, the existing sub-sections which 
· are proposed to be deleted are so difficult 
to ad!fiinister that, in actual practice, it is 
not likely that they would yield much 
revenue; · 

(b) the cost of administering such difficult pro
visions would also be fairly high and this 
would be saved by deleting the provisionS 
enabling the income-tax authorities to de
vote their time to more useful pursuits ; 

(c) the legitimate right to the revenue autho
rities continues to be protected by sub
section (l)(i) of section 9 ; 

(d) even if all income liable to be taxed under 
sub-section ( 1 )(vi) (c) and (1 )(vii)( c) is 

honestly reported to the tax authorities, it 
is unlikely that the amount would be 
very high because it is customary to make 
direct arrangement with contractors and 
sub-contractors where significant services 
are to be rendered by them. Indirect ar
rangements through other non-resident 
contractors or sub-contractors are the ex
ception rather than a rule. This is parti
cularly so now that we have given up in 
most cases the idea of employing turn
key type of contracts." 

1-3.11. The above observations emphasise the point 
that the tax sought to be imposed on the collaborator 
in effect falls on the Indian partner and ultimately, 
enters the cost of products manufactured under such 
collaborations. It is. therefore, for earnest consideration · 
whether an attempt to fasten a burden of tax on a 
non-resident collaborator through a highly fictional 
provision, achieves any useful or substantive purpose. 

I-3-12. Having considered the problem in the li.l!bt 
of the above observations, we are of the view that the 
scope of the charge should not be artificially extended 
in the manner enacted in section 9. The principle of 
taxing such income should be to tax such part of the 
income as is reasonably attributable to the operations 
carried out in India. In other words, the scheme of 
th_e law as origina~ly contained in section 9(1 )(i) read 
With the Explanation thereto should continue to apply 
to income chargeable in the case of foreign collabora
tors. The solution to the administrative difficulties in
loved in determination of this income and recovery of 
the tax should not be in the direction of arbitrarily · 
t;xtending the law as was done in 1976, by introduc
tion _of clauses (vi) and (vii) in section 9(1). The 
solution should be one which is consistent with thr: 
basic frame-work of taxation. 

I-3.13. We consider that the difficulty in quantifica
ti~n . of the income as well as the consequent uncer
tamties faced by , the foreign collaborator and the 
Indian taxpayer could be overcome if at the point of 
time the collaboration agreements are approved the 
Central Government determines the component of the 
income which is liable to tax in India. This determi
nation would be in the nature of a prior ruling on the 
basis of the facts set out by the collaborator and the 
Indian party. If later on it is discovered that there is 
a variation in the facts the tax liability would stand 
to be revised. Such a procedure would enable the par
ties to a collaboration arrangement to know the extent 
of t~e tax liability and the limited issue between the 
parties would be to determine what is a fair considera
tion for the obligations of the collaborator undistorted 
by tax consi~erat_ions. In giving the prior rulings re
f<;rred to earlier, It would follow that the guiding prin
Ciples already enunciated in the Circuhrs of the Cen
tral Board of Direct Taxes issued prior to the amend
ments made in 1976 would, no doubt, be taken into 
account, namely : 

Cl) consideration for transfer of know-how out
side India against payment outside India will 
not attract any tax in India ; 

(2) engineering and technical services performed 
outside India will not attract tax in India : 



(3) 

(5) 

services rendered in India will result in' in
come accruing or arising in India and would 
according,ly be liable to tax but after de?uc
tion of ai: expenditure wholly and exclusively 
incurred for the purposes of earning such in
come ; 

royalties paid in consideration of use or 
know-how proporty in India shall be liable 
to tax in India subject to deduction or ~x
penditure incurred for the purposes of earn
mg of royalties ; 

where composite services are rendered, 
partly in India and partly outsid~ I~dia, t~e. 
income deemed to accrue or anse m India 
shall only be such part of the income as is 
reasonably attributable to the operations 
carried out in India. 

I-3.14. If in the course of approving a colla:boration 
agreement difficulty is envisaged in the determination 

. of expenses which can be claimed, an ad-h<;JC determi
, nation of the expenses on a percentage basis could be 
agreed upon between the Government and the colla
borator. This would obviate the need for proving the 
expenditure and the administrative difficulties involved 
in verifying such expenditure. 

I-3.15. Our attention has been drawn to difficulties 
being experienced by foreign collaborators in. obtaining 
unilateral relief in their home country agamst taxes 
paid in India which are determined on income. This 
would create a major difficulty for collaborators and 
in that context the approach suggested above wo1;1ld 
obviate problems arising from the denial of such relief. 

1-3.16. We accordingly recommend that clauses 
(vi) and (vii) or section 9(1) be deleted and the deem• 
ing of royalties and technical service fees as income 
in India should be restored to the position obtaining 
prior to the amendments or 1976. We fnrther recom· 
mend that at the point or time when . collaboration 
arrangements are approved by the Central Govem· 
ment a determination should be made of the quan· 
tum 'of fee which is deemed to accrue or arise in 
India and the quantum of income c'!mponent therein 
(that is to say, fee less expenses attributable thereto), 
by the Central Government. By this process the col
laborator can reasonably know the tax liability in India 
and the Government as well as the Indian party 
would be able to arrive at a fair compensation for the 
obligations of the collaborator without the 'uncertain
ties of the tax liability. 

I-3-17. The provisions of section. 44D ~re also part 
of the changes made in 1976. This section proVIdes 
that no expenditure is allowable against the royalty in
come and fees for technical services in respect ·of 
agreements approved after 1st April, 1976. This pro
vision has also been criticised in the Memorandum of 
the Standing Conference of Public Enterprises referred 
to earlier. The ob~ervations contained in the Memo
randum may be reproduced for ready reference :-

"Section 44D" .-This section virtually taxes the 
gross r~c('ipts of a foreign company by way 
of royalties or technical service fees without 
anv deduction on account of expenses. These 
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provisions may be criticised from three main 
angles, viz., legal, practical, and considera
tions of national advantage. 

Legal position.-The Income-tax Act is an Act 
for the purpose of taxing income. We may 
concede that if a particular receipt is basi
cally of the nature of income, the authorities 
may have the right to determine what ex
penses, if any, may be allowed against such 
income. In the process, they may perhaps 
even go so far as to say that no expenses 
will be allowed at all, but, it is essential 
that th~ receipt must itself be primarily and 
basically of the nature of income. If a parti
cular receipt is not basically of the nature of 
income, the Income-tax Act does not justify 
its taxation in any shape or form. Therefore, 
while it is possible that a gross receipt of the 
nature of income may be taxed without al
lowing any expenses as provided for under 
section 44D, it would be anomalous if the 
same rule is applied to pure reimbursement 
of expenses which are basically not of the 
nature of income at all. 

The existing position is that an over-zealous in
come-tax authority may interpret section 
44D incorrectly, but, nevertheless with . 
considerable hardship to the. assessee to 
imply hls right to tax a pure reimbursement 
to expenses whlch has no relevance to any 
income to the recipient. It would, therefore, · 
follow from this discussion that in order to 
meet the needs of clarity, section 44D should 
clearly indicate that it is not intended to tax 
any receipts which are not primarily of the 
nature of income, e.g., receipts which are 
pure reimbursement. of expenses. 

Practical considerations.-When the Income-tax 
Act attempts to tax income without allowing 
any deduction for expenses, including in 
some cases reimbursement of expenditun: 
which is built into a fixed fee, it is inevitable 
that the foreign contractor will adopt one of 
two courses if he is not to make an overall· 
net loss en his contract. He may either in· 
crease the amount of his fees to such an 
extent as to cover him for the Indian tax or 
in the alternative he may demand from the
Indian company a tax-free payment. Recent 
experience has shown that in almost all cases, 
the foreign contractors are demanding tax
free payments and in most of the cases they l 
refuse to enter into contracts if this is not 
agreed to. 

From the practical angle, therefore, the advantage 
originally envisaged in respect of section 44D 
has not really materialised since it is the 
Indian company which has the brunt. of 
bearing higher tax. The fact that ~he Indian 
companies which. purchase foreign ~now
how or technical services are mostly m the 
public sector further emphasises the point of 
this argument 



The provisiOn~ of section 440 were originally 
justifie:l on the ground of convenience be
cause of the difficulties in determining the ex
penses of the foreign contractor. There are 
many other corresponding difficulties in 
determining expenses for various purposes of 
the Act, but they do not justify the taxation 
of gross receipts particularly when the inci
dence of such tax is ultimately passed on to 
the Indian purchaser. It is certainly open to 
the income-tax authorities to ask for details 
of expenses and where they are not satisfied 
they may treat the payment as income dis
regarding the expenses element, but the mere 
difficulty in determining expenses cannot 
justify in a method of taxation which is con
trary to all accepted canons of internationally 
recognis~d practices in regard to this matter. 

National considerations.-The import ~of tech
nology and technical services ir India is 

·directly regulated· by various State agencies 
There is, therefore, . no possibility of 
unnecessary imports creeping into · the 
IndiatL- economy. Wherever the import 
of technology . or technical service is 
allowed, every attempt should be ma,de . tQ 
encoural!e it and to ensure that it reaches the 
Indian consumer as cheaply as possible. The 
existinl! tax provisions serve the~ contrary 
purpose either by making it difficult ·to at
tract even the required technical know-how 
and services, or in the alternative, of in
creasing their ultimate cost to the Indian 
consumer by forcing the Indian company 
purchasing them to pay for them free of 
Indian taxes. 

In several cases, the technical services which are 
imoorted from abroad come to India in the 
form of foreign technicians assigned to work 
on a project in India. Because of section 
440, even the salary cost of such technicians 
is not allowed to be deducted from the ,l?;l"oss 
payment to the foreign company sending 
them. since the gross amounts are taxed in 
the hands of the foreign company at the 
rate of 40 per cent. This hardly serves the 
national purpose of encouraging the import 
of foreiJ!n technicians in the essential areas 
of our economy. In fact, it discourages this 
and indirectly neutralises the beneficial effect 
of the tax exemption given to the foreign 
tec:hnicians themselves. In order to protect 
themselves, the foreign companies sending 
the technicians insist on a "tax equalisation 
clause" in the agreement and the payment 
for tax equalisation has •again to be grossed 
up by the Indian company so that it reaches 
the foreign company net of tax. Since there 
is long-standing exemption of the income of 
foreign technicians in the Income-tax Act, 
it must be assumed that this exemption is 
based on a recognition of national considera
tion. It is, therefore, anomalous that this 
purpose should be virtually neutralised and 
offset by section 440. 
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We, therefore, respectfully Sllggest that (a) Sec
tion 44D should be modified to state that it 
would net operate so as to imply a right to 
tax any payments of the nature of pure reim
bursemeD! of expenses since such payment.~ 
do not represent "Income" at all; 

(b) Where a payment can be split between fees 
. and expenses, the expenses would not br. 
liable to be taxed; 

(c) The provisions of section 440 would operate 
so as to deny tire right to deduct any ex
penses only in a case where a payment is 
made in a composite amount inclusive of 
fees and expenses without demarcatmg the 
same. 

It is also suggested as a further measure that 
where a payment is made by an Indian con
cern to a foreign company free of taxr.~ 
under an agreement approved by the Govern
ment of India, the tax portion which is reim
bursed to the foreign company should not 
itself be grossed up. This is suggested on the 
analogy of a similar provision in the casP. 
of the salary of foreign technicians where, it 
would be recalled. tax-free salaries are per
mitted without being grossed up. 

The advantage of the foregoing suggestion is 
that it would encourage the import of tech
nology and technical services in essential 
areas which are regulated by the Government 
of India including the import of foreign 
technicians in such areas. A further advant
age is that it would reduce the cost of such 
technology to the Indian consumer. It is 
also suggested that these recommendations 
would enable the income-tax authorities to 
fulfil the social purpose of encouraging in
dustrial development in a manner which is 
consistent with national policy and Govern
ment regulation". 

1-3.18. The difficulties faced by Indian concerns due 
to the operation of section 440, therefore, merit ser
ious consideration. Following upon the recommenda
tions made by us earlier, section 440 in its present 
form would stand deleted. In place thereof the section 
would provide that deduction against royalties 
and fees for technical services would only be allowable 
in such amount as may be determined by the Central 
Government at the point of approval of the collabo
ration agreements. We accordingly recommend that 
section 440 he deleted and in its place provision be 
made for allowance of expenditure against royalties 
and fees for technical services of only such amount 
and in such manner as may be determined by the 
central government while approving the terms of 
collaboration. 

1-3.19. Section 44C of the Income-tax Act limits 
and restricts the deduction of head office expenditure 
in the computation of business profits of a non-resi
dent. This section has particular significance to non
residents who are operating in India through branches. 
Most of these branches are gradually being converted 
into Indian companies by virtue of the provisions of 



the Foreign Exchange Regulation Act. The impor
tance of the provision is, therefore, considerably re
duced. 

I-3.20. The provision which was introduced by the 
Finance Act, 1976, was primarily aimed at overcoming 
the difficulties in properly determining .the claim for 
deduction of head office expenditure. Accordingly the 
section provides that the lowest of the three amoun~ 
shall be allowed as a deduction, viz, 

(a) 5 per cent of the adjusted total income, 
(b) the average head office expenditure, 

(c) the actual head office expenditure attribut
able to Indian business. 

It would be observed from the above that the difficulty 
in determining the head office expenditure attributable 
to Indian business would still continue and the dis· 
putes between the Department apd the non-resident 
taxpayer would not be resolved. The third limit has, 
therefore, practical difficulties in implementation. So far 
as the second limit is concerned it has historical sig
nificance related to the assessment years 1974-75, 
1975-76 and 1976-77. Here again the matters may 
not be finally decided and can give scope for disputes 
and differenc~. 
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I-3.21. On a consideration of all these difficulties 
and with a view to simplifying the provision and 
meeting the difficulties which arise in practice, a flat 
deduction may be made for head office expcditure at 
the .rate of 5 per cent of the adjusted total income. 
As this deduction is being standardised, there should 
be no need for the taxpayer to prove the quantum ot 
his head office expenditure. In every case of a non
resident carrying on business in India a Hat deduction 
in respect of head office expenditure could be allowed 
at the rate of 5 per cent of the adjusted total mcome. 
To ~over the deduction in the years of loss, the 5 per 
cent may be calculated with reference to any one ot 
the immediately preceding three years at the choice 
of the taxpayer. We accordingly recommend that the 
provision~ in section 44C should be amended to allow 
a flat d~duclion of 5 per cent of the adjusted total 
income as defmed in the explanation in respect of 
bead office expenditure in the case of non-residents. 

1-3.22. The provisions of sectio n 115A which 
presently lay down the rates of tax would also require 
consequential changes. If the recommendations made 
by us to incorporate the rates of tax in the Act itself 
is accepted, the rates of tax as applicable to non resi
dents would also form part of the Act and would not 
be separately provided for in a section like section 
USA. 



CHAPTER 4 

EXEMPTIONS 

I-4.1. Chapter III of the Income-tax Act bearing 
the title "Incomes which do not form part of total in.
come" contains sections 10, 11, 12, 12A and 13. Of 
these, sections 11 to 13 deal with exemption of the 
income of charitable and religious trusts and institu• 
tions. We have dealt with these provisions in detail in 
our Interim Report. 

1-4.2. Section 10 is a collection of exemptiom of 
various kinds. The purpose of this section is to ex
clude altogether, from the scope of total income, 
different items of income, in a variety of cases of 
taxpayers. In this Chapter, we are concerned, mainly, 
with the arrangement of the various exclusions enu
merated in section 10, from the point of view of 
their underlying purpose, simplicity in the language 
used and ease in understanding. Later, in this Chap
ter we have discussed the scope of some of these items 
and made certain recommendations concerning them. 

1-4.3. Section 10 opens with the words, "In com
puting the total income of a previous year of any per
. son any income falling within any of the following 
clauses shall not ·be included." Then follows a succession 
of clauses starting with clause (1) and terminating 
(at present) with clause (30), including, in between, a 
few clauses bearing supplementary numbers, namely 
clauses (4A), (lOA), (lOB), (13A), <17A), (17B), 
(18A), (19A), (20A), (22A), (23A), <23B), (23C) and 
(26A). A few clauses, namely, clause (6) and clause 
(15) have a number of sub-clauses, while clauses 
(19) and (27) are no longer part of the law. From 
the point of view of understanding a particular clause, 
one has to read the opening words of the section 
and then the relevant clause, some of which have 
provisos and Explanations to the substantive pro
vision. An analysis of the various items of exclu
sions enumerated in section 10 shows that they fall, 
broadly, into two groups. These are :-

(1) exclusion of certain types of receipts from 
the total income, without reference to the 
status of the recipient; these items are con· 
tained in clauses (1), (3), (15), (16), 
(17A), (17B), (18), (28) and (30); 

(2) exclusion of the whole of the income, or 
specified categories of receipts, of specified 
categories of persons; such exclusions are 
contained in cla:uses (2), 4), (4A), (5), 
(6), (7), (8), (9), (10), (lOA), (lOB), (11), 
<12), (13), (13A), (14), (17), (18A), (19A), 
(20), (20A), (21), (22), (22A), (23), (23A), 
(23B), (23C), (24), (25), (26), (26A), and 
(29). 

Exemptions listed in the second group can be further 
sub-divided as under :-

(a) exemptions relating to computation of in· 
come under the head "Salaries''; 
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(b) exemptions designed to give effect to diplo
matic immunities enjoyed under international 
law by citiz~ns of a foreign country employ· 
ed by a foreign Government and perform
ing their duties in India; 

(c) exemptions relating to institutions, such as 
universities and other educational institu
tions, hospitals and other medical institu
tions, sports associations, housing boards 
and similar authorities, scientific research 
associations, public charitable institutions 
engaged in development of khadi and village 
industries, other institutions of a national 
character such as the Prime Minister's 
National Relief Fund, the Prime Minister's 
Fund (Promotion of Folk Art), the Prime 
Minister's Aid to Students F~tnd, other noti
fied charitable or religious institutions, pro
vident funds, superannuation funds, gratuity 
funds and public marketing authorities; 

(d) other exemption~ of a miscellaneous char· 
acter. 

1-4.4. In addition to the exclusions listed in section 
10, there are provisi\lns contained in the annual 
Finance Acts or, sometimes, in other enactments such 
as the Unit Trust of India Act, 1963 (section 32), 
Industrial Development Bank of India Act, 1964 
section 35), etc., which also confer total exemption 
from tax for all time or for a limited number of 
years, or which make other provisions for exclusion 
of certain items of income from the 'total income of 
the relevant institution, such as, in the case of the 
Industrial Finance Corporation of Ind1a (section 40 
of the Industrial Finance Corporation of India Act, 
1948), State Financial Corporations (section 43 of 
the State Finance Corporations Act, 1951) and the 
Agricultural Refinance Corporation (section 42 of the 
Agricultural Refinance Corporation Act, 1963) or 
for concessional taxation of certain payments made 
to the shareholders of such institutions. These ex
emptions and o~er specific provisions also . a~ect. the 
computation of mcome of the concerned msJtut1ons 
and their shareholders in some cases and should, 
logically, find a place within the compass of the 
Income-tax Act itself, either in extenso or, at least, 
by way of reference to the relevant provision of the 
concerned enactment. 

I-4.5. We have deliberated on the measures neces· 
sary to bring simplicity in the provisions of section 
10 and facilitate their easier comprehension. Having 
these basic objectives in mind we make the 



follewing recommendations in regard to the provisions 
of section 10 :-

(1) The various exemptions and exclusions con• 
t11ined in section 10 may be re-arranged as follows : 

(a) AD exclusions relating to computation of 
income under the bead "salar1es" should 
be grouped together; exemptions whicb 
are merely designed to spell out the dip· 
lomatic immunities and privileges enjoyed 
under international law by citizens of a 
foreign country .rendering . services _to 
their government m the territory of India, 
should be placed together as at present; 

Cb) Exemptions applicable to institutions C!f 
various kinds, either in respect of thell' 
entire income or in respect of only speci· 
fied items of their income, should be 
grouped together, distinct and separate 
from other exemptions which are opera· 
rive without reference to the status of 
the recipient; 

t:c) The remaining exemptions, which are 
either based on the nature of the receipt 
or which are of a miscellaneous charac
ter not capable of a rational classifica· 
tion, may be enumerated separately from 
the exemptions relating to institutioru; 
referred to in item (b); 

(2) Exemptions which are now scattered over the 
finance acts and other enactments, exem
pting from tax (for all time or for limited 
periods) the income of certain corporations 
and other bodies such as Unit Trust of 
India, Industrial Development Bank . of 
India, etc., or which make special provi
sions (short of total exemption), as in the 
.:ase of Industrial Finance Corporation of 
India, State Fin:rncial Corporations and 
Agricultural Refinance Corporation, may 
also be incorporated in the income-tax act 
eithetr in extenso or by way of reference to 
the relev:rnt provision of the concerned en-

actment in a schedule; in future, it should 
be ensured that whenever any sncb exemp
tion or special provision is enacted, it is 
specifically mentioned in the Income-tax 
Act. 
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I-4.6. Besides section 10, exemptions or deduc
tions from the taxable income are provided under 
c.:rtain other provisions of the Act, such as section 11 
which deals with exemption of the income of chari
table trusts and institutions, or some of the sections 
of Chapter VIA providing for certain deductions in 
arriving at the taxable income. While section 1 0 
operates to exclude the specified income or other 
receip~s altogether in the process of computin_g the 
t?tal mcome, the other provisions come into opera
tion after the total income (or gross total incoine) 
bas. been computed. It has · been brought to our 
notice that the Central Board of Direct Taxes bas 
e~l?ressed the vie"'! that where there is !1. specific pro
VISion for exemption, the general proviSions will not 
be applicable. In the Board's view, therefore, sports 

associations cannot avail of exemption under section 
11 of the Income-tax Act as there is a specific exemp
tion provided under section ~0(23)_ to. th.e sports 
associations. Likewise, educational mstituuons and 
hospitals for which specific provision is made in sec
tions 10(22) and 10(22A) respectively, cannot claim 
exemption available under section 11 of th~ Act. The 
aforesaid view of the Central Board of Drrect Taxes 
is patently erroneous and not founded on any judicial 
authority. The law on this issue bas been well settl
ed since the year 1944 in Charitable Gadodia S:va
desbi Stores v. C.I.T. 12 I.T.R., 385, and the v1ew 
of the Central Board of Direct Taxes is against the 
consensus of judicial opinion of over 30 years. As 
the various exemptions or deductions under section 
10 or other sections operate . independently of each 
year, there is no reason w~y an. assessee should nl!t 
claim whichever benefit he 1s entitled to on the bas1s 
of the facts of the case and on his 5atisfying the con
ditions prescribed for the admissibility of any of 
these benefits. For instance, if a Sports Association 
is unable to claim exemption on its income under 
section 10(23) for any reason, there is no reason why 
it should not be eligible to claim the exemption 
under 5ection 11 if it satisfies the requirements of 
that section. The legal position in this regard is quite 
clear in the sense that the benefit under section 11 
cannot be denied in such a case merely for the rea
son that the Association could not qualify for the 
exemption under section 10(23). We, therefore, 
recommend that appropriate instructions should be 
issued by the Board to the officers not to deny any 
exemption or deduction which an assessee may claim 
merely on the basis that it is open to him to claim 
exemption under some other provision of the act. 

I-4.7. We now proceed to examine some of the 
exemptions in section 10, in 50me detail. Section 
1 0( 4A) exempts from tax, in the case of a non-resi
dent, interest on moneys standing to his credit in a 
Non-resident (External) Account in any bank in India, 
in accordance with the Foreign Exchange Regulation 
Act and any rules made thereunder. The 
concept of "noli-resident", for the purposes of 
the Foreign : Exchange Regulation Act and 
the rules made under that Act, is different 
from the concept of non-resident under the Income
tax Act. Accordingly, it is possible that a person 
who is entitled to open a Non-resident (External) 
Account under the former Act. may qualify to be 
treated as a resident by the application of the tests 
specified in the Income-tax . Act. In that event, the 
exemption in section 1 0( 4A) will not be applicable 
to the interest received by the taxpayer even though 
the pamphlet issued by the Reserve Bank of India. 
titled "Facilities for Non-residents of Indian Nationa
lity or origin for remittance of Funds to India" holds 
out the as~urance that the benefit of tax exemption 
would be available in respcet of interest in the case of 
Non-resident (External) Accounts under the Foreign 
Exchange Regulation Act. Attempts are also made 
by the Government agencies to canvass deposits in 
such .accounts by holding out the assurance that the 
ii!terest income would be exempted from Indian tax. 
To remove the present anomaly and to ensure that 
the mobilisation of funds from Indians abroad in the 
form of deposits in Non-resident (External) Accounts 



is not hampered in any way, we recommend that the 
exemption under section 10(4A) in respect of interest 
on non-resident <External) accounts shonld be made 
available to all assessees who are non-residents for 
the purposes of the Foreign Exchange Regnlation Act 
and not only to "Non-rwdents" under the Income
tax Act. 

1-4.8. Section IU(6)(vi) is intended to facilitate 
Indian industry securing the services of foreign tech
nicians for short periods on a tax-free salary basis. 
The section provides for exemption from tax of the 
remuneration, of a non-Indian citizen who comes to 
India as an employee of a foreign enterprise for 
periods upto 90 days in a year, subject to certain 
conditions. This exemption is basically intended to 
facilitate.- deputation of technician8 to India for short 
durations upto 90 days without their taking up em
ployment under the Indian employer. This provi· 
sion helps Indian enterprises to get assistance from a 
foreign . enterprise by having the latter send its em
ployees to India to attend to some maintenance or repair 
problem or other such assignments of a short duration. 
However, there have been instances where, due to 
the sophisticated nature of tlie machinery or process 
involved, the specific job for which the technician 
came to India conld not be completed within the 90 
days' period. This would ncesssarily ipvo:tve leaving 
the job half-finished, and the Indian party being ob
liged to seek the engagement of another technician to 
complete the job. In this connection,· we note that 
in India's Agreements for Avoidance of Double Taxa
tion of income concluded with countries such as 
France, Belgium, Wt!~St Germany, Japan, etc., a resi
dent of the other country coming to India as an em
ployee of a foreign enterprise is allowed to spend in 
India upto 180 days in a year without incurring tax 
liability here. We recommend that the law may be 
amended to veb1 power in the Central Government 
to extend the period of 90 days mentioned under 
section 10(6)(vi) in appropriate cases. 

3.1. 

1-4.9. Provisions far· exemption of the remunera
tion of foreign technicians employed by industrial 
enterprises in India have been part of the law for over 
two decades. At present,· this exemption is govern
ed by the provisions in section 10(6)(viia) of the 
Income-tax Ace which apply to technicians employed 
on or after 1st April, 1971. Several representations 
have been received by us pleaidog for liberalisation 
of these provisions. In formulating our views on 
these representations, we have been guided by the 
consideration that, while it is desirable to discourage 
excessive dependence on foreign technicians and build 
up our own expertise and technical know-how in .all 
relevant fields, insofar as the employment of a fore1gn 
technicians is considered necessary and justifiable in 
any particular industry, within the framework of the 
industrial policy of the Government, the conditions 
governing the tax exemption of the technician's re
muneration for such employment should be kept to 
a minimum and the application of these condition;; 
rendered simple and easily understandable, both to 
the technician himself and to the persons employing 
him. 

1-4.10. Under the existing provisions, the tax 
exemption is available only where the technician is 
employed in a capacity in which his specialised know
ledge and experience (in the specified fields) is actu
ally utilised. Ordinarily, foreign technicians having 
special skills are hired for the utilisatbn of U10~e 
skills. In any event, while according the approval to 
the contract of service, which is the sine qua non for 
eligibilty to the tax exemption, the administrative 
Ministry would ensure that the technician's .;pedal 
skills are in fact utilised in the job for which he is 
being hired. Even where the technician is appointed 
to what looks like an administrative position (such 
as, the headlcif an industrial complex) in exceptional 
situations, ff would be incorrect to regard this as any
thing other than the utilisation of his special skills, 
because the administrative job itself would demand 
these skills for proper performance. The existence 
of the requirement is likely to lead to needless dis
pute which can hold up assessments as also lead to 
uncertainties. Moreover, the Income-tax Officer may 
hardly be in a position to carry out an effective veri
fication of the requirement. We are, therefore, of the 
view that the stipulation, Chat the Cechnicinn ~hould 
be employed fn a capacity in which his ~pccialised 
knowledge and experience are actually utilisecl, is a 
superfluity and that this requirement should be 
deleted. 

1-14.11. The present provisions apply only where 
the foreign technician is employed inter-alia, in any 
business carried on in India. Foreign technicians 
have often to be engaged from the stage of planning 
and design, through construction of the factory,. erec
tion of plant and machinery etc., before the business 
is set up or has commenced. While such technicians 
ure also clearly eligible for the tax concession, a 
doubt may be raised whether the expression 'busi
ness carried on in India' should have the meaning 
assigned to it for purposes of section 28. It is, there
fore, desirable to clarify this position and place the 
matter beyond doubt. We, therefore, recommend 
that it shonld be clarified that the exemption from 
lax to foreign technicians should be available even if 
they are employed in connection with a business to 
be commenced later. 

1-4.12. Another stipulation, whi;h is sometimes 
found to defeat the purpose of the exemption, is that 
the technician should not have been a resident or 
India in the four financial years immediately preced
ing the year in which he arrives in India. This stipu
lation prevents the engagement of a foreign techni
cian after he has completed his assignment with ano
ther employer in India. His special knowledge of 
Indian conditions is, therefore, lost to the country 
and an Indian concern is forced to hire somebody 
who has no such knowledge, solely because of this 
stipulation. In this conneciton. we note that the 
provision also empowers the Government to waive 
this condition in appropriate cases but this power is 
available only where the technician is employed in 
designing, erecting or commissioning of the plant, or 
supervising activities connected therewith, and it can
not be exercised in the case of a technician whose 
services are required for actual production. The 
grant of exemption to technicians is in any ~ase 



subject to approval of .the Central Government As res
triction of this nature 1s, therefore, wholly unnecessary. 
We recommend that the condition relating to the 
technician not being reside<Jit .in India in any of the 
fonr financial years immediately preceding the year 
of his arrival in India should be deleted. 

I-4.13. Another difficulty brought to our notice in 
the operation of the provisions of section 10 (6) (viia) 
relates to the coverage of the term "remuneration", 
fvr the purpose of !1miting the exempt1on to 
Rs. 4,000/- per month specified in this behalf. By pro
viding for exemption under this section, it is obvi
ously not the intention to deprive the technician of 
exemption otherwise available under any other pro
vision of the Act. With a view to removing any 
ambiguity or misunderstandii;tg, We recommend a 
clariticatory amendment to the effect that "remune
ration" for this purpose shall not include allowances 
such as daily allowance or travelling allowance which 
arc eligible for exemption from tax und~r any other 
provision of the law. 

1-4.14. Foreign technicians coming to India are 
often permanent employees of foreign companies with 
international ramifications and operations, who place 
their services at the disposal of the Indian concern 
while retaining their lien over the technician, so that he 
may revert to his parent company on completion of his 
;r.;signment in India. For the period of his assignment 
to India, the parent company often credits the techni
cian'~ account in their books with certain ben,efits in 
conformity with the general ser;ice conditions govern
ing their employees, such as provident fund contribu
tiC'ns, medical benefits, social security contributions, 
etc. under the law as it stands, these amounts may be 
regarded as items liable to be treated as income (to the 
extent of any vested interest) deemed to accrue in 
India by virtue of the technician's services being ren
dered in India, even though the amounts are not paid 
by the Indian employer. The taxation of such amounts 
credited to his account abroad by his parent concern 
would discourage the technician from taking up assign
ments in India. As this would not be in the national 
interest. We recommend that payments of the nature 
of contributions to retirement and social security bene• 
fit~ in the home country of technicians should be 
specially excluded from liability to tax in India. 

1-4.15. The provisions for exemption of foreign 
technicians, at present, give full exemption of their 
remuneration upto the specified limit for a J)eriod of 
24 months, with further exemption for a similar period 
of 24 months .if the employer pays to the Government 
the tax on the technician's remuneration. Prior to 1971,' 
~e. period of ~.exemption was 36 months, with pro
VISIOn for continumg the exemption for a further pericxi 
of 60 months if t11e employer pays to the Government 
~e tax on the remuneration of the technician making 
~~ all a total period of eight years for which ~ techni
cmn. may be emplo~ed on a tax-free salary basis. The 
cuttmg down of th1s period to four years in effect 
under the ~mended provisioins, has been' described 
as too dra.stic .. Hert; again, it is relevant to note that 
no exemptiOn IS available unless the contract is specifi-
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cally approved by the Government. The approvals 
would, therefore, necessarily be selective and hence 
the Ia w could be more flexible. In the interest of in
dustrial development and flow of technology. We re· 
commend that the period of full exemption may be 
rail.ed to 36 months, with exemption for o furlber 
period of 36 months where the employe.: pays to gov
ernment the tax on the technician's salary. 

I-4.Hi. A problem which has been brought to our 
nouce m trus connecuon IS the treatment accorded to 
oaay allowances m rupees prud to employees of tore
Ign concerus commg to !nOla. Tlus allowance JS grant
ea bas1ca.uy to meet tne out-or-pocKet expenOJ.ture m 
!nOla aurwg tne Lemporary stay m li!O!a to compelll>ate 
tne expatna.e tor rupee expenO!Lure occasiOned by the 
temporary stay m lndia. 1n essence, theretore, the al
lowance does ,'lot partake of the charaCter ot remune
ration. We .are further given to understand that the 
daily allowance is reqwred to be approved by tbe 
Bank of India: andlor the Central Government. The 
question would necessarily arise in the case of techru
cians covered under section 10(6) (viia) because in 
such cases the. exemption fi. :>.!fl. tax under ·that clause 
is limited to Rs. 4,0001- per month. The question would 
al.so arise in cases of technicians covered by s~:ction 
10(6)(vi), inasmuch as the daily allowance may be 
paid by the Indian concern. It, therefore, becomes 
necessary in all such cases to decide whether the 
rupee allowance should be treated as income liable 
to tax in India. 

The In,come-tax Officer regards such allowances as 
falling within section 10(14) of the Act. Ordinarily, 
therefore. he regards a portion of the allowance as 
having been expended wholly and necessarily in the 
performance of his duties and brings to charge the 
balance on an ad hoc basis. Such an ad hoc approach 
leads to unnecessary litigation. In such cases, where the 
quantum of allow~ce is fixedlapproved by the Re
serve B~ of lnd~aiCentral Government, it would be 
appropnate to regard the allowance as representing 
rc:asonable compensation for the out-of-pocket expen
diture to be actually incurred. The question should 
not be considered in isolation but in accordance with 
the. scheme of laws prevailing for taxation of non
residents. An allowance which is regarded as reason
able compensation for rupee expenditure by one 
branch o:f tbe Government should not be regarded as 
unreasonable by another branch of tl!.: Government. 
fn deciding the quantum of the rupee allowance, the 
Reserye Bank would have due regard to the extent of 
expemtudre expected to be incurred in India durmg 
the temporary stay of the technician. We, therefore,· 
recommend that daily allowances paid by Indian con• 
~ems to expatriat~s. in India for temporary periods as 
m c;ases of techniCJiflls under ~ection 10(6) (vi) and 
section 10(6) (viaa), should not be liable to tax and 
should be exempted under section 10(14) ir such 
daily alowances have been approved by the Reserve 
Bank of India or the Central Government. 

1-4.17. An allied problem which has also been 
brought to our notice relates to the taxation of Indian 
em~loyees of public sector corporations, such as Air 
lndm, S.T.C., Shipping Corporation of India, etc., or 



of Indian companies, who are posted to foreign bran
ches of such corporations or companies for shorter or 
longer periods according to the requirements of the 
posung. It is not always possible to arrange the post
ings in a manner that the employee could become a 
non-resident. In these cases, the employees are grant
ed overseas allowances in the foreign country which 
would help them to meet the increased cost of livmg 
in the places of their posting. These allowances are 
not likely to pass the test of actual expenditure incur
red in the performance of dutie~, under section 10(14), 
as they are granted to meet h1gher personal expenses 
such as house rent, education expenses, etc., in the 
foreign country. These allowances accordingly become 
liable to tax in India during the previous year in which 
the employee is resident. The taxation of these allow
~nces appears to be unjustified as these are merely 
mtended to place the employees in a position to meet 
the increased cost of living in the foreign countries 
concerned and ensure their efficiency in their work 
without basically altering their substantive emolu: 
ments. In this respect, there is hardly any difference 
between these employees and Indian citizens who are 
in the service of Government posted to a foreign coun
try, in whose cases the foreign ~rllowances and per
quisites are specifically exempted from tax under sec
tion 1 0(7). We, accordinj!ly, recommeml that the 
provision in section 10(7) should be extended to aD 
Indian citizens whether they render services to Gov
ernment or to any public sector corpornlion or 11n 
Indi11n employer. 

I-4.18. A doubt h!rS recently been raised as to 
whether payments against claims on life insurance 
policies constitute income. In the Act of 1922 there 
was a. special clause under section 4 (corresponding 
I? section 10 of th_e present A~t? providing for exemp
tion, of such rece1pts. In omitting that clause in the 
present Act, the legislature has merely given effect 
to judicial pronouncements [see C.I.f. vs. Shaw 
Wallace & Co. 6 I.T.C. 178 (PC)J and thereby remo
ved a provision which was otiose. Such receipts are 
not income under any sense of the term !rOd the pro
vision for exemption was wholly unnecessary. Havina 
regard to this background, we consider that no useful 
purpoS? would be served liy having a specific clause 
m ~on ~ 0 of the :\CI to exempt receipts under life 
policies which by their very nature are capital receipts 
11nd not income. 

I-4.19. Section 10(14) exempts from tax any 
special allowance or benefit specifically granted to meet 
~xpenses wholly, necessarily. and exculsively incurred 
m the performance of the dulles of an oflice or emplov
!Dent of profit, to the extent such expenses are actually 
mcurred for that purpose. This exemption is subject 
to. two catego~es of excep'ions. The first category com
pnses ente~n~ment allowances and other perquisites, 
such as provision of accommodation free of rent or at 
concessional rent, benefits or amenities gran'ed or pro
vided free of cost or, at concessional rate, etc. The 
second category covers allowances granted to meet 
the personal expenses of the employee at the place 
where the du1ies of his office or employment are ordi
narily performed by him. or at the place where he 
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ordinarily resides. The latter exceptions was intrc 
duced in the law by the Finance Act, 1975, retrospec 
tively with effect from 1-4-1962, wt.h a view to nulli 
fying the decision of the Bombay High Court in th 
case of Commissioner of Income-tax vs. Shri D. R 
Phatak, 99 ITR 14. In that case the High Court ha1 
held that the compensatory lcity) allowance paid t1 
Government serv!rDts to compensate them for the extn 
expenditure which they were called upon to bear b• 
reason of their posting at a particular place was ei 
empt from income-tax under section 10( 14). 

I-4.20. Representations have been received by u 
highlighting the injustice of denying exemption fron 
tax in respect of such compensatory allowances. Thcs1 
allowances are ex hypothesi granted to employees t1 
compensate them for the additional financial burdci 
entailed by their posting in metropolitan citks whc-r1 
the cost of living is high or at a hilU station or othe: 
remote locality where also the employees may hav1 
to incur additional expenditure, due to the higher cos 
of living, the unhealthiness of the locality, its t!istanc1 
from the rest of the country, etc. The same situatio1 
would also exist in cases of other employers who maJ 
require their employees to serve .mvwher.: in Indi: 
as a condition of service. In such cases also some al· 
lowance to compensate disadvantages of particuhu 
postings are customarily allowed. In making the am 
endment excluding compensatory allowances as 1 
class from the scope of section 10 (14) , Governmen 
was apparently motivated by the consideration that 
without such an exclusion, there could be seriom 
abuse of the exemption under section 10 (14) by pri· 
vate employers describing a substantial part of th~ 
emoluments of their employees as "compensatory" al· 
lowances of one kind or other. So far as Governmenl 
employees are concerned, we understand that thf 
maximum amount of compensatory allowance whict 
is granted to any Government servant is Rs. 751- pel 
month. In principle, there is nothing to prevent private 
employers from granting compensatory allowanet>~ 
without any monetary ceiling to their employees. In 
this connection, our attention is also drawn to the 
Madhya Pradesh High Court's decision in the case of 
Shri Bishambar Dayal ( 103 ITR 813) where the 
Court observed that a compensatory allowance could 
be reg~rrded neither as salary nor as perquisite and 

. hence it is not liable to tax notwithstanding its speci
fic exclusion from the scope of the exemption in sec-· 
tion 10(14). 

J-4.21. After considering the matter from all its 
aspects. we are of the view that while any general 
exe!Dption of compensatory allowances would not be 
d<'Sirable, at the same time, it would be justifiable to 
grant a limited exemption upto the ceiling as applic
able to Government employees. We accordingly recom. 
mend that section 10(4) be amended to exempt 
city compensatory allowances from tax upto the limits 
as npplicable to employees of the Cenlr~l Government. 

1_-4.22. Section 191(5) exempts from tax a variety 
of 1tems, generally m the nature of interest. Clause 
(iv) deals specifically with interest payable on moneys 
h<;lrrowcd from sources outside India mainly for indus
mal development of India. In the cas;:;; listed at items 
(b), (c)! (e), and (f) the exemption is conditional on 
the requrrement that the agreement relating to the 



borrowings should be approved by the Central Govern
ment. Items (c), (d), (e) and (f) ~pccify that the 
exemp·jon from tax will be available only to the ex
tent of the interest calculated at the rate approved by 
the· Central Government "in this behalf', having re
gard to the terms of the loan and its repayment. Thu~, 
the exemption under items (c), (e) and (f) involve 
approval by the Central Government not only of the 
agreement as a whole, but also a seplttate approval 
to the rate of interest which would be eligible for the 
exemption. We are given to understand that, while the 
approval in regard to both these aspects is given 
simultaneously in most cases, there have been some 
instances where the parties have been obliged to ap
proach the Government twice for getting the approval 
separately to the two aspects as stated earlier. A view 
has also been expressed that the approval of the Ad
ministrative Ministry of the Central Government may 
not be adequate and separate approval of the Minis
try of Finance (Dept. of Revenue) should be obtained 
for the exemption under the clause. To avoid infruc
tuous work for Government and to obviate incon
venience to taxpayers, we recommend that approval 
granted by the Central Government to the agreement 
of borrowing should be adeqUllte for fhe exemption 
under the clause. The words "in this behalf' occurring 
in the context of approval to be granted to the rate 
of interest should be deleted. 

I-4.23. Section 10(21) exempts from inclusion in 
the total income, "any income of a scientific research 

· association for the time being approved for the pur
pose of clause (ii) of sub-section (1) of section 35 
which is applied solely to the purposes of that asso
ciation". The provision in this clause is complemen
tary to the benefit conferred by section, 35(I)(ii) by 
w~y of deduction of any sums paid to a scientific re
search association, having the undertaking of scientific 
research as its object, or to a University, college or 
other institution, to be used for scientific research, in 
computing the income under the head "Profits and 
gains of business or profession". The benefit is available 
cnly where the scientific research association, university 
college or other institution, is for th~ time being appro
ved for the purposes of that provision by the prescribed 
authority. Thus, while sums paid to an !tpproved 
scientific research association, University, colle11;e or 
other institution are deducted from the taxable busi
ness or professional income of the person making the 
payment, the scientific research association. itself is 
exempted from tax on its income under clause (21) 
of Section 10. [Universities and Colleges are also ex
empted from tax on their income under clause (22) 
of section 10, subiect to the condition that they exist 
solely for educational purposes and not for purposes of 
profit.] · 

I-4.24. The existence of these tax concessions to 
the persons making the pa:vment is a very important 
factor which enables scientific research associations to 
mobilise contributions from comoaniC'S and other busi
ness houses for the purpose of financing their research 
activities. While we appreciate that massive expendi
ture on scientific research is extremly imported for 
industrial development and the attainment of self-reli
ance, we would like to emphasise the fact that the 
giving of tax concessions, such as the ones referred to 
earlier, caMot by themselves briJJg about the necessary 
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scientific research activity of quality and purpose. We 
understand that hardly any attempts were made in the 
past to ensure that the huge sums paid to scientific 
research associations by business houses were spent use
fully and effectively or to ascertain the nature of the 
research activities carried on with the aid of such. 
funds and the results achieved. W:; are given to un
derstand that, recently the Income-tax Department has 
been directed to verify whether the sums collected were 
actually applied for the purposes of research. Preli
minary enquiries by the Department seem to have re
vealed a rather disturbing state of affairs. Instances have 
come to light where there were no proper accounts 
kept for the sums collected and also those where the 
sums collected in the name of research were applied for 
purposes other than research. We are of the view that, 
while the Income-tax Department may be in a position 
to enquire into some of the peripheral aspects of the 
activities of scientific research associations such as 
maintenanCe of proper accounts of the sums collected 
and the utilisation of such sums while applying the test 
laid down in clause (21), namely, that the income of 
the scientific research association should be applied 
solely to the purposes of that association, the Income· 
tax Officer is hardly in a position to make an informed 
technical enquiry into the content and quality of the 
institution's research . activities. This function belongs 
legitimately to the prescribed authority which grants 
the approval to the institution in the first instance and 
it should be in a position, to make a technical appraisal 
of the association's activities from the qualitative and 
productive angles. It is appropriate that the activities 
of a scientific research association approved by the 
prescribed authority for the purpose.s of section 
35 (1 ~ (ii) of the Act shoold be subjected to review 
every three year& to determine its eligibility for the 
continuance of the approval for the purposes of the 
tax concessions provided under clause (21) of section 
10 to the in.come of the association and those provided 
in section 35(l)(ii) and section 35(2A) to the persons 
making payments to such associations. We recommend 
that the ·approval of scientific research associationa for 
the purpose of tax concessions should have a currency 
of only three years at a time. · 

~-4.25. Aii,other aspe_ct of the provision in section 
10(21) ·which has been brought to our notice is that 
a view is beirig expressed by some officer& that section 
10(21) applies only to scientific rese>arch associations 
which are established exclusively for the purpose of 
scientific research and which do not have any object 
other than scientific research. Approval has in fact 
been granted for the purposes of section 35(1)(ii) to 
bodies which have scientific research as Qnly one of 
their many objects. Disputes have arisen between the 
taxpayers and the Department about the availability 
of the exemption in clause (21) of section 10 :to such 
bodie~·. · We are of the view that the e_xeinption con
ferred by clause (21) of section 10 should be available 
also to institutions having scientific research as one 
of their activities though not their sole activi.tiy, but 
only to the extent of the income which is applied or 
set ·apart for application to the object' of scientific 
research. · We; therefore, :recommend that section 
10(21) may be clarified to provide firstly; that in fhe 
case of a. scientific research association approved.· for 
the purposes .of section ·35(1)(ii) ·which has scientific 
research as its only object, the whole of its income 



will be exempt from tax and, secondly, that in the 
case of an institution which has scientific research lllJ 
one of its several objects, and which is approved for 
the purposes of seetion 35(1)(ii), its income will be 
eligible for exemption from tax to the extent it is 
applied for the purposes of scientific research or set 
apart for application to such purposes. Here also it 
would follow that the approval should be granted 
for three years at a time. Thi~ would ensure that 
even tbe in,Stitutions having scientific research as ouly 
one of their several activities would not be in a posi
tion to misuse the funds collected in the name of 
scientific research and that worthwhile results are 
achieved in the field of scientific research by such 
institutions also. 

I-4.26. Section 10(23A) exempts certain incomes 
of an association or institution established in India 
having as its object the control, supervision, regulation 
or encouragement of the profession of law, medicine, 
accountancy, engineering or architecture or any other 
profession notified by the Central Goverriment for this 
purpose, subject to certain conditions. These condi
tions are, firstly, that the association or institution 
applies its income or accumulates it for application 
solely to the' objects for which it is established, and 
secondly, that the association or institution is, for the 
time being, approved for the purposes of this exemp
tion by the Central Government. The exemption 
under this provision does not, however, extend to 
income chargeable un,der the head "Interest on securi
ties" or "Income from house property" or any income 
received for rendering any specific services or income 
by way of interest or dividend derived from its invest
ments. In other words, the exemption extends, mainly, 
to income by way of membership fees, examination fees, 
etc. received by such an association or institution and 
not to its investment income. Such investment income is 
chargeable to tax in full even where there is a deficit 
in respect of its major activity of controlling, super
vising, regulating or encouraging the profession, in
cluding conducting professional· examinations, in view 
of the position that section 44A specifically excludes 
from its purview any association or institution 
referred to in section 1 0(23A). 

I-4.27. W~ have received re!?resentation11 from 
certain professional bodies, includmg the In~titute of 
Chartered Accountants of India, pointing out that the 
present exemption in section 1 0(23A) is illusory an,d 
does not achieve the purpose for which it was in
tended, namely, to enable ~uch bodies controlling or 
regulating professions like law, accountancy, medicin.e, 
engineering, architecture, etc. from attainmg viability 
within the shortest possible period after their coming 
into existence. Once the need for en,couraging the 
e&tablishment of such institutions is admitted, it is 
difficult to understand the logic of denying thel exemp
tion from tax to them in respect of their invesment 
income or their income received for rendering specific 
services. The conditions of tlie exemption are sufli
cien,tly stringent to ensure that these bmlies do not 
misuse their income in any manner and the Govern
ment has also the power to monitor the activities of 
such institution~ generally. In view of these con~ide
rations,we recommend that the exemption in clause 
(23A) of section 10 may be extended to cover all 
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illco•e, frem whatever source derived, in the case of 
an association or institution referred to therein. 

I-4.28. Section 10(23A) exempt& from tax any 
income of an institution which is constituted as a 
public charitable trust or which is registered under 
the Societies Registration Act, 1860, or any corres
ponding law, and which exists solely for developmen.t 
of khadi or viJlage industries or both, subject to cer
tain conditions spelt out in that provision. One such 
condition is that the institution should be approved 
for the purpo~ of the exemption by the Khadi an,d 
Village Industries Commission. Another condition i! 
that the institution should not exist for purposes of 
profit. The need for the last mentioned condition is 
not quite clear. As a matter of fact, iD,Stitutions pro
moting khadi and viJlage industries are generally run 
on a no-profit no-loss basis and have to be subsidised 
from Govern111ent sources most of the time. Apart 
from this, since the approval by the Khadi and Village 
Industries Commission is a pre-condition. for the avail
ability of the exemption, that Commission should be 
in a position to ensure that approval is granted on)y 
to institutions which do not have profit-making as one 
of their purposes or objectives. In, this background, 
we recommend the omission of the condition that the 
institution shonld not exist for the purpose of profit, 
from section 10(23B). 

I-4.29. Section 10(23C) exempts the income ot 
certain charitable funds, and charitable and religious 
institution,s. Sub-clause (iv) of the clause refers to 
any fund or institution established for charitable pur
por.es which may be notified by the Central Govern
ment in the Official Gazette having regard to the ob
jects of the fund or institution and its importan:ce 
throughout India or any State. Sub-clause (v) refers 
to any trust or institution existing wholly for public 
religious purposes or public charitable purposes or 
both, which may be notified b:y the Central Govern
ment in the official Gazette having regard to the man
ner in which the affairs of the trust or institution 
are administered or supervised for ensuring that the 
income accruing thoceto is properly applied for the 
purposes of the tru~ or institution. The notifications 
issued by the Govern111ent for the purpose of sub
clause (iv) are required to be placed before Parliament 
under the terms of section 296, but there is no such 
requirement with reference to notifications is&ued by 
the Governmelnt for the purpose of sub-clause (v). 
This omission appears to be madvertent. We accor· 
dingly recommend that section 296 may be suitably 
amended to require notification issued by the Central 
Government under section 10(23C)(v) also to be laid 
before Parlimnent. 

I-4.30. Section 10(29) exempts from tax any income 
from letting of godowns or warehouses for storage, 
proee'ssing or facilitating the marketing of commodi
ties, derived by an authority constituted under any 
law for the time being in force for the marketing of 
commoditie&. There was some doubt as to whether 
State Warehousing Corporations cam~ within the scope 
of this exemption, but the matter has since been settled 
by the decisions of the Allahabad High Court and 
the Punjab High Court holding that State Warehousing 
Corporations did come undeT the scope of this pro
vision, as they were authorities constituted under Jaw 



for the marketing of commodities. However, with a 
view to avoiding any further controversies in the matter, 
we recommend that a suitable amendment may be 
mude in section 10(29) referring ~pecilically to 5tate 
wnrehousing corporations. 

I-4.31. Sections 11 to 13 of the Income-tax Act 
deal with the exemptions granted to the income ol 
public charitable trusts. These provision& have been 
fully discussed in our Interim Report in Chapter 2. 
It was con,sidered desirable to discuss the &ubject of 
tax exemption to charitable trusts in the Interim Re
port because the changes in the law and pronounce
ments of the Courtl; had given rise to hardships to 
several charitable trusts having far-reaching effects. 

I-4.32. The role of charitable trusts for promoting 
public good cannot be un.der-estimated. The philan
thropic motive must be encouraged at all levels of 
society and the Income-tax law should n,ot place' hurdles 
in the way of public charity. As long as a charity 
i8 set up for the public good, it should continue to 
get the benefit of tax exemption so that the income, 
which is irrevocably and without reservation ear
marked for public charity, is available for the chllrit
able object and not diminished by the impact of 
taxation. 

I-4.33. One point of view whicl! may be urged ia 
that all such charity should appropriately be channelis
ed and routed through the State and through govern
mental agencies like the National Relief Funds or the 
State Relief Funds. This extreme view may urge that 
there is no justification for extending tax concessions 
to charitable trusts outside the State sector. In a poor 
country like India such an extreme view cannot be 
supported. Every effort, however ~>mall it may be, in 
the direction of alleviating human suffering or promot
mg the public good must be encouraged and whatever 
good is achieved is, in the ultimate analysis, a benefit to 
the nation. Such charities supplement the efforts to 
the State agencies and their role has been recognised 
botl! nationally and internationally, particularly in 
times of major disasters such as famine, flood, earth
quake or other calamities. If it is recognised that such 
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institutions have been serving a public J?urpose and 
have been making a contribution in various spheres 
of national life, there can be no justification for an 
extreme view to totally disregard such effort. 

1-4.34. If that be recognised, the question is whether 
the tax exemption should be total and absolute thereby 
leaving the charitable institutions total freedom to 
conduct their affairs. We do not subscribe to this ex
treme view that the State should confer a total tax 
exemption and leave the charity trusts to a total . and 
unfettered discretion. It should be recognised that while 
such institutions play a useful role, there is always a 
potential danger of abuse of power and utilisation of the 
medium of tax exemption for promoting concentration 
of wealth and economic power. Such a danger should 
be effectively checked and it is for this reason that we 
h:IVe suggested a uniform Central law to regulate the 
activities of all charitable trusts. We have further re
commended that no form of economic control should 
be capable of being exercised through charitable trusts. 
Accordingly such trusts should be prohibited from en
gaging in any business activity not connected with the 
actual carrying out of the purpose of the trust. Like
wise we have recommended that voting rights of all 
shares held by charitable trusts should ·vest in the 
Public Trustee. 

1-4.35. Our recommendations, therefore, aim at 
striking a balance between placing obstacles in the 
way of promoting the philanthropic motive among!lt 
the citizens on the one hand, and, an unfettered use of 
the mechanism of charitable trusts for gaining econo
mic power on the other. It is in the light of these 
objectives that the various recommendations have been 
made for amendments to sections 11 to 13 of the Act. 

1-4.36. Our recommendation for the retrospective 
amendment of the law is also aimed at preventing 
disturbance to a large number of charity trusts which 
have been adversely affected. The construction placed 
by the Supreme Court on the expression "not involv
ing the carrying on of any activity for profit" is per
haps much beyond what was intended by the Legisla
ture. The remedy is, therefore, to effect a retrospective 
amendment as recommended in the Interim Report. 



CHAPTER 5 

COMPUTATION OF INCOME UNDER THE 
HEAD SALARIES 

I-5.1. Chapter IV of the Income Tax Act contains 
the provisions for computation of total income and 
is by far, the most important chapter among9t the 
substantive provisions of the law. The first section in 
the chapter, namely section 14 directs that income 
ohall for the purposes of charge of income-tax and 
computation of total income be classified under six 
different heads of income. Our observations in the suc
ceeding chapters will result in the number of such 
heads of income b!'ing reduced to five. In this chapter 
of our Report we shall deal with the first head namely 
"Salaries". 

1-5.2. Part A of Chapter IV comprising sections 15, 
16 and 1 7 of the Act contains the provisions relating 
to computation of income under the head "Salaries". 
Section 15 sets out the basis upon which the income is 
brought to charge. Section 16 provides for deductions 
in the computation of income under this head. Sec
tion 17 defines the expressions "salary", "perquisite" 
and "profits in lieu of salary". 

I-5.3. These sections by themselves are not ex
haustive of the provisions dealing with computation 
of income under the head "Salaries". Several exemp
tions relating to this head of income are contained in 
section 10 vide clauses (5), (6), (7), (8), (10), (lOA), 
(lOB), <11), (12), (13), (13A) and (14). Further, sec
tions 80R and 80RRA provide for partial deduction 
from oalary in certain cases. Section 89(1) in Chapter 
VIII of the Act provides for grant of relief where 
more than 12 months' income is brought to charge 
under the head "Salaries". Provisions in the Fourth 
Schedule, together with rules framed under the 
Income-tax Rules, dealing with provident funds, super
annuation funds and gratuity funds are also relevant 
for computation of income under this head. 

1-5.4. The above discussion explains the various sec
tions which have a bearing on the subject of computa
tion of income under the head "Salaries". These pro
visions are scattered at different places in the present 
Act. In view of the emphasis placed by us on voluntary 
compliance with the tax laws by taxpayers, it would 
be desirable to frame the law in a manner which 
would make it easily intelligible to the taxpayer. We, 
accordingly, recommend that the various provi,ioll.!i 
relating to the computation of income under the head 
"Salaries and deductions therefrom should be grouped 
together under the chapter dealing with computation 
of income under the head "Salaries" •.. As regards the 
provisions in the Fourth Schedule to the Act, the pro
cedural aspects are dealth with in Part II of our 
Report. Provisions of a substantive nature which deem 
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certain amounts to be income under the head "Salaries" 
should be included in the Chapter dealing with com
putation. 

1-5.5. Our attention has been drawn to the fact 
that the term "oalary" has been defined differently 
for different pl!flloses of the Act. In the first place, a 
comprehensive definition has been given in section 
17(1) where the purpose is to describe all items which 
are chargeable under the head "Salaries". The Becond 
definition of salary is that given in rule 2(h) of Part A 
of the Fourth Schedule, where salary includes dearness 
allowance if the terms of employment so provide but 
excludes all other allowances and perqutsities. This 
is a very narrow definition given to the word salary for 
_the purposes of provident fund, SUJ?erannuation fund 
and gratuity fund. The same definition is used for the 
purposes of the exemption of gratuity under section 
10(10), in section SOC for regulating relief on provi
dent fund contributions and in rule 2A of the Income
tax Rules for determining the taxable component of 
house rent allowance. In evaluating the perquisite in 
respect of residential accommodation provided to 
employees, the same expression bears a different defi
nition in rule 3 of the Income-tax Rules. In that rule, 
the attempt is to extend the meaning of the term so 
that the base of 10 per cent is widened in evaluating 
the perquisite. When the law provides for a limitation 
on the allowance of expenditure on sal.Iry, as in section 
40A(5), the definition as contained in section 17 is 
drawn upon. The distinction between salary and per
quisite is brought out in that section for the purposes 
of limiting the extent of deduction of Galary on the 
one hand and perquisites on the other in computation 
of business income. This has to be considered in the 
context of the extensive litigation in the determination 
of the scope of these expressions. 

1-5.6. It has been urged that for all these various 
purposes, there should be a uniform definition of the 
term "salary". A reference, however, to the different 
contexts in which the same term bas been used will 
make· it abundantly clear that the adoption of a stan
dard n,orm or a single definition would not serve all 
the diverse objectives. We are, therefore, not in 
favour of amending !he definition of salary so as to 
have a uniform definition, for different purposes as 
the benefit of simplificat•on would be more than offset 
by the complications and inequities tlmt would result 
by adoption of a single norm for different objectives. 

1-5.7. Section 15 provides that income under the 
head "salaries" would comprise-

(a) any salary due from an employer or a former 
employer to an assessee in the previous year, 
whether paid or not ; 



(b) any salary paid or allowed to him in the 
previous year by or on behalf of an emp
loyer or a former employer though not due 
in that year or before it become due to him : 
an,d 

(c) any arrears of salary paid or allowed to him 
in the previous year by or on behalf of an 
employer or a former employer, _if not 
charged to income-tax for any earlier pre
viou~ year. 

Thus, under these provisions, sal311;' inco~e ~ P!imari
ly chargeable to tax in . the year m 'Yhich It IS due, 
but if any salary is received m a part.Icular year ev~n 
though n,ot due in that year but relatmg to an . earlier 
or a later year, it will be chargeable to tax as mcome 
of the year in which it is received, if not already 
charged in the year in which it Wal; due. T~us, the 
provision in section 89(1) becomes necessary In order 
10 provide relief from taxation at a higher rate if 
the salary which is received in a_rrears or in ad~anc~ 
had been received in, the respective years to which It 
pertains. 

1-5.8. Section 16 provide~ for deductions to b.: 
allowed in the computation of income ~der the h~ad 
"salaries". This section has been considerably Sim
plified smce 1974. The section provides for a stan
dard deduction expressed as a percen,tage of salary. 
This deduction is allowed specifically in respect o_r 
expenditure mcidental to the employm~nt, ~though It 
is not dependen~ upon a~y further v~rification by the 
assessing authonty and IS n,ot contmgent upon any 
requirement of actual expenditure· by the employee. 

1-5.9. The standard deduction which i& allowed 
under section 16 is at present on a graduated scale 
of 20 per cent on the first Rs. 10,000 and 10 _I~er cent 
on the balance, subject to an overall ceiling of 
Rs. 3,500. Having regard to the fact t~at ~i& ~educ
uon is specifically allowed for expendi~e m':Ident:U 
to the employmen,t, it should bear a farr relationship 
to such expenditure. The most impo~nt category _of 
such expenditure would be the expenditure on mam
tenance of a conveyance. In recent times there has 
been a significant in,crease in the capital cost ?f motor 
vehicles as also in the maintenance expenditure on 
normal running and repairs. The class ?f salary 
earners is also such that the stan,dard deduction should 
be reasonably libelral having regard to the fact !]lat 
the entire income is earned by personal exertiOn. 
Bearing these considerations in mmd, and also as a 
measure of simplification we recommend that the 
standard deduction may be calculated at a uniform 
rate of 20 per cent at all levels of salary and the 
ceiling be increased correspondingly from R~. 3,500 
to Rs. 5,000. 

1-5.10. A refinement in the matter of the standard 
deduction is to limit it to Rs. 1,000 in cases where 
the employee is either in receipt of a conveyance 
allowance or is entitled to the use of a motor vehicle 
provided by the employer for hi~ personal use. A 
blan,ket provision of this nature creates difficulties to 
employees who receive comparatively small amounts 
by way of conveyance allowance. At the same timo 

there is a need to reduce the standard deduction where 

the use of a vehicle for private purposes is. enjoyed 
by the employee. As a corollary to ~he recommenda
tion relating to the rate and the maXJmum amount of 
standard deduction in, the generality of cases~ we re
commend that in the case of an employee havmg the 
use of a conveyance the deduction should be raised 
to Rs. 2,500 from the present limit of ~· 1,000. 
further in cases wh.ere conveyance allowance IS granted 
the ceiling should be fixed at Rs. 5,000 as reduced by 
the amount of tax2ble conveyance allowance of 
Rs. 2,500 wh.ichever is higher. 

I-5.11. The allowance of the standard deduction is 
in respect of expenditure incidental to the employment 
of the taxpayer. The· standard deduction is, there
fore related to the exercise of an employmen,t. It 
wouid follow that a pensioner who ~as retired fr?m 
an active employment cannot be considered as havmg 
an employment and would thus be ineligible for the 
standard deduction. It i~ not unusual that such pen
sioners even after ' cessation of employment continue 
to act in an honorary or advisory capacity on an ad 
hoc basis. Denial of the standard deduction, is thus 
not fully warran,ted. The pension is i~ any ev~~t tax
able under the head "salarks". But m recogrut10n of 
the fact that the obligation to incur expenditure may 
not be there, we recommend that the standard det!uc
tion should be allowed also to a person in receipt of 
a pension from a former employer at hnlf the normal 
rate, i.e., at the rate of 10 per cent subject however, 
to a ceiling of Rs. 1,000 per year. 

I-5.12. The scheme of allowing standard deductions 
in the computation of salary income waso ~trod_uced 
by the Finance Act, 19?4, ~sa measurer of.sunplifi~a
tion. In place of specific Items of d_educt1on~ which 
could be claimed by a taxpayer from h1s salary m,come, 
the law standardised the deductions on an ad hoc 
basis so as to enable the deductions to be claimed, 
irrespective of proof of the expenditure having been 
incurred. The items which stood substituted by the 
standard deductions were items like expenditure on 
purchase of books, taxes on profession or employ
ment, conveyance expenditure and la~tly, the residual 
item of expenditure which the salary earner was re
quired to spend ?ut of. his remuneration wholly, ne':Cs
sarily and exclusiveiy m the performance of h1s duties. 
The measure of simplification, that iso achieved is, of 
course a welcome feature as it makes for administra
tive c~nvenience. However, it should be recognised 
that there may be cases of salary earner~ who in f~ct 
incur expenditure out of the salary wholly, necessarily 
and exclusively for thei purposes of employment where 
the quantum of such expenditure may in fact be in. 
exces~ of the standard deductions permissible even at 
the enhanced rates suggested by us in the preceding 
paragraphs. Consistent V.:ith our emphasis on inc?me

. tax being a tax on. real mcom~ and not on notional 
or illusory income, it is appropriate that where factual
ly a salary earner incurs expenditure wholly, neces
sarily and exclusively fo~ the purposes of employment 
and he is able to establish that such expenditure ex
ceeds the quantum of standard deduction applic.able 
to his case, such a salary e3!Der should be . entitled 
to the option of either adoptmg the deduction . on 
the standard basis without proof or in the alternative, 
claiming. the actual expenditure to the ~atisfaction of 
the Income-tax Offi~r and being assessed accordingly. 



We, therefore, recommend that section 16 which p~o
vides for the standard deduction should &ive an option 
to ilie salary earners to claim, in piace of the 54andard 
deduction, a deduction of the actual expenditure in· 
cnrred ont of the remunera!ion wb,olly, nLocessarily and 
exclusively for the purposes of employment, to claim 
the deduction of the actUIIJ expenditure in place of 
the standard deduction. Such a provision should also 
extend to situations where an amount which ha~ been 
taxed as salary due is ultimately not received or has 
been found to be irrecoverable in the light of the 
observations in CiT v. B. N. Shah, 104 ITR 551 
at 562. 

I-5.13. One of the merits of a stan,dard deduction 
is to enable employer~ to take inlo account such 
deduction while deducting taxes at source. The wholo 
approach is that in regard to salary income the taxes 
deducted at source should equate the liability which 
would ultimately result on asse~ment. By such a 
scheme, the bulk of the tax assessments of salary 
earners would hardly result in a demand or refund, 
thereby simplifying the assessments of a substantial 
section of the taxpayers. It may be urged that a 
provis·ion for allowing actual expenditure in place of 
the standard deduction will disturb the aforesaid 
scheme. We are of the view that the large majority 
of salary earners would ordinarily opt for the standard 
deduction because of the fact that, either the expendi
ture incurred would be less than the standard deduc
tion, or, in the alternative, the difiicultie~ of establish
ing their claims for expenditure of higher amount 
would deter such tax payers from making such 
claims. For the: small group of other salary-earners, 
it is appropriate that employers do not take into ac
count such claims as the claims have to be e~tab
lished on, a case to case basis. The provision for 
deduction of taxes at source should therefore entitle 
the employer only to take into account the standard 
deduction and claims for excess deduction would be 
preferred by the taxpayer in the course of his assess
ment. Such an approach would not place either the 
taxpayer or the department in an,y manner different 
from situations involving income under any of the 
other heads in the light of our discussions in this 
Report. We, accordingly, recommend that though 
section 16 may empower a salary earner to cl.aim the 
actual expenditure in lieu of the standard deduction, 
deduction of taxes at source should be effected by emp
loyers on the basis of the smndard deduction. 

1-5.14. Section 17 defines the expressions "salary" 
and also "perquisite" and "profits in lieu of salary" 
which are themselves treated as components of 
"salary", for the purposes of computation of income 
under the head "salaries". The defin~tion of perquisite 
as con,tained in section 17(2), has been in existence 
for a sufficiently long period of time and iS' well under
stood and accepted in practice. However, consider
able controversy exists in regard to the valuation of 
the perquisities and the determination of the monetary 
value to be in,cluded in the total income. Rule 3 of 
the Income-tax Ru Ies provides for the determination 
of the value of perquisitie&. -

. I-5.15. As regards residential accommodation pro
VIded free of rent, rule 3 by and large results in the 
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perqwslte being taken at 10 per cent of the salary. 
A turther adjustment is made in the case of cmpo 
Ioyce& in the private sector where, m addition, to tho 
imtial 10 per cent, the excess of the rental value over 
20 per cent of the salary (30 per cent in case of 
metropolitan ClUes of lJeiUi, Bombay, Calcutla and 
Madras) is also treated as the perquisite value. lt 
bas b~en reprel><onted to us that this additional value 
placed m the case of employees in the private sector 
IS un,reasonabte and in some cases unrealistic. In 
cities like Bombay where there i~ acute shortage of 
a..:commodation, even reawnable accommodation in
volves a wry h1gh cost by way of compensation. To 
bring to tax the entire excess over JU p.er cent of 
the salary in such cases results in taxing an employee 
011 a value not n,eccssarily related to a fair rent of 
tlle premises but occasioned by cosls arising out of 
tht: acrue scarcity ot acconunodauon. 'lbcre IS consi· 
derable force in the pomt made before us. Employees 
in the public sector are immune: from thi& dilliculty 
as this further adjustment is not aJ?plicable in theu 
cases. At th~ same tin1c, we cannot 11!1\ore the pheno· 
menon of ostentation of luxurious livmg by certain 
executives in the corporatcd sector. To overcome the 
dilliculty of assessing the excess over 20 per cent (30 
per cent), such executives resort to various subterfuges 
such· as treating a portion of the accommodation as 
used for official purposes or used a& a guest house. 
On, a consideration of these aspect. We recommend 
ihat !he addition in respect of the excess over 20 per 
l.'cnt or 30 per cent as the case muy be, should be 
subject to a limit of 15 per cent of the employees salary 
This limit should, however, not apply in respect of 
residential accommodation wheze lhe annual cost to 
the employer is not less than Rs. 36,000 per annum. 
Tile annual cost should necessarily include not ouly 
the direct costs of the accommodation but also inci· 
dental cosls such as interest, maintenance, depreciation, 
etc. 

I-5.16. In regard to conveyance provided to empo 
loyees for personal use (which is a perquisite covered 
under rule 3), while we agree that the present provi· 
sions for determining the value of this perquisite 
should continue, we would like to mention that the 
present practice of attributing a perquisite value to 
the facility of the uw of a conv~yancc provided by 
the employer for the limited purpose of transporting 
the employee from his residence to the office and 
back, appears to be somewhat unjust. We are of the 
view that the mere provision of such a facility to 
the employee for atten.ding the office (without the 
conveyance being made available to him for any other 
personal or household use) should not be equated with 
the provision of a conveyance for the personal use 
of the employee. This is largely with a view to ad
vance the interests of the employer. We, therefore, 
recommend lhat no perquisite value should be attri· 
hrlled to the provision of a mere tran~r10rt facility to 
an employee from his residence to the oiHce and back. 

1-5.17. Ther~ is also a provision in rule 3 empower
ing the Income-tax Officer to determine the value of 
any other benefit or amenity in a fair and reasonable 
man.ner. Under certain executive instructions issued 
by the Board, the perquisite value of domestc help 
such as sweeper or watchman provided by the emp
loyer at the residence of the employee has to be taken 



at a maximum of Rs. 60 per month in each case. 
The instruction& issued by tbe Board would, in ordi
nary circumstances, be appropriate wh~re the employer 
directly engages tbe services of sweepers, watchmen, 
garden,ers, etc., to preserve and maintain the accom
modation, more particularly in cases where such ac
commodation is bituated at mofussil centres. In all 
such cases, it would be appropriate to limit tbe per
quisite value in accordance Wltb the Board's inbtruc
tions because the provision of the services of such 
employees by the employer is not directly with a view 
to the provision of a perqui5ite to the employee but 
principally on con~iderations of commercial expediency 
for the employer'& business. However, instances have 
been noticed where the employer does not directly 
engage the service& of swe'epers, watchmen, gardeners, 
etc., and instead pays a cash...amount to the executive 
concern,ed by way of reimbursement of the expenses 
on such stall engaged by the• executJve ~oncerned. In 
~uch case&, in the• employer's records the actual costs 
of engaging the 5Weeper, watchman, gardener, etc., 
would not be recorded as such services are obtained 
by the executive from out of the cash sum obtained 
from the employer. This is likely to lend itself to a 
measure of abuse an,d, to discourage the same, it 
would be appropriate· to evaluate the perquisite value 
in such cases at 50 per cent of the ·amount paid by 
the employer to the executive without any upper 
monetary limit. We, accordingly, recommend that the 
existing administrative instructio:OS regarding the per
quisite value of domestic help should continue where 
the employer directly meets the costs of mch services. 
Where, however, such services are engaged by the emp
loyee :md iu turn the employer pays the employee a 
cush amount by way of reimbursement, the perquisite 
value should be determined at 50 per cent of the 
amount paid by the employer without any upper mone
tary limit. 

I-5.18. It is customary for employers to grant loans 
and advances to employee& for various purposes. In 
most cases the grant of such loans is regulated by 
Schemes framed by the employers. Some of these 
schemes relate to loans for housing accommodation, 
conveyance/motor car, etc. They also cover contin
gencies such as marriage, illness, etc. The grant of 
such loans is generally an employee welfare measure 
which also ha& benefi<-ial effects on the business acti
vities of the employer by virtue of the employees 
concern,ed being provided for in time of need. Most 
concerns including those in the public sector provide 
5uch facilities either at no interest or at nominal inte
rest. Not all employees avail of these loans inasmuch 
as it is dependent upon, the fulfilment of the terms 
upon which the loans are granted. In such circum
stances it would be reasonably clear that the contrac
tual arangement does not necessarily require the emp
!oyer to charge a fulJ rate of interest or a rate of 
tnterest at which loans could be obtained from outside 
sources. In the larger perspective this cannot be re
garded as an amenity or benefit t•> the employers 
concerned. Although no instance of difficulty or 
assessment o.f such benefit has been reported to us. 
the oJ:'serval!on,s of the Madras High Court in the 
folJowmg cases, C.I.T. v. C. Gulandaive\u Konar 100 
I.T.R. 629, and Add!. C.J.T. v. La!e' A. K. Lakshmi 
and others, 113 I.T.R. 368, may give an impression 
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that such an arrangement can be regarded as a per
quisite. However, those decisions have to be distin
guished on the facts of the particular cases involving 
managing director and director. The practice of 
granting loans to directors even in the case: of public 
companies on grounds of busine&S expediency is pre
valent. The Central Government, in exercise of the 
powers conferred on it under section 295 of the Com
panies Act, expressly grants approvals to loan& to 
directors even in the case of public companies. As 
such Joan arrangements are largely motivated by bulli
ness consideration,s, it would not be justified if an at
tempt is made to impute a value to this facility as a 
benefit or amenity. We recommend that despite the 
obsecmtions of the Madras Higb. Court in the caseli 
referred to above, no attempt should be made to tax 
employees on an imputed benefit by virtue of loaiiB 
granted by the employer under the rule~ of the schemes 
of loans to employees. The present pmctice which 
bas by and large not sought to tax any imputed bene
fit should continue. If necessary administrative ins
tructions be i&Sued to that effecl. It would, howevec, 
follow that wh,ere loans or advances mnde shmv abuse 
cf power, the department should of course be entitled 
to take appropriate action in bringing to tax the value 
of the benefit enjoyed. 

I-5.19. A similar position arires in regard to the 
provision of medical facilities by employers. The 
Board has issued administrative instructions to exempt 
the value of perquisit-.::s in the case of ordinary medi- . 
cal treatment of employees and tl·.eir dependants. 
Difficulties may arise in the determin,ation of what 
constitutes ordinary medical treatment. Here again, 
it should be emphasised that the incurring of such ex
pen~iture by employers in the course of carrying on 
busmess does not necessarily result in a perquisite in. 
the hands of employees. Such expenditure i~ nor
mally incurred as an employee-welfare measure as also 
Witb a view to promoting the business interests. We, 
therefore, recommend that as long as such expendituce 
is within reasonable bounds of commercial expediency, 
no attempt shoold ll1l made to draw any distinction 
between ordinary medical treatment and other m~dical 
treatment a'nd consequently no attempt ~bould be made 
to bring to tax any such expenditure in the h11.11ds of 
the emplayees as perquisites. In other words, the 
administration should continue to be libel'lll in the 
matter of determination of perqnisite in relation to 
medical facilities. 

I-5.20. Under the provisions of section 15 of the 
fn,come-tax Act, salary income is chargeable to tax 
in the year in which it become~ due, whether received 
or not. In addition, any salary actually received 
during a year is also taxed as income of that year 
notwithstanding that it was not due in that year, but 
would become due only in a subsequen,t year. Besides, 
any arrears of salary received during a year is also 
charged as the income of that year if it had not been 
taxed in an earlier year on the due basis. These 
provisions may lead to a situation where salary for 
a period exceeding 12 months becomes chargeable 
to tax during a year by reason, of the inclusion of 
salary received in arrear or in advance. Under the 
progressive rate schedule of tax applicable to indivi
~u~ls,. salary: relating to past years or any futurC' year, 
Jf tt ts subjected to tax on the basis of receipt in 
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a given year would bear a higher rate of tax than 
would have been the case if the salary had been 
received in the year to which it relates and taxed 
as the income of that year. With a view to mitigating 
the hardship involved by such taxation, section 89(1) 
makes provi~ion for the grant of relief in sucb cases. 
The principle underlying this section is that the ulti
mate tax liability should be limited to what it would 
have been if the arrears of salary or advance salary were, 
subjected to tax as the in,come of the year to which 
it pertained. The actual method of calculating the 
relief is not spelt out in the Act itself, but is left 
to be prescribed under the Income-tax Ruies. Rule 
21A of the Income-tax Rules accordingly lays down 
the method of calculating the relief in such cases. 

I-5.21. The provisions of section 89(1) and those 
of rule 21A of the Income-tax Rules, cover not only 
cases of salary received in arrears or in advance, but 
also cases where gratuity or compc::saticn for loss or 
employmen,t or a payment in commutation of pension 
or any other payment which ranks as "profit in lieu 
of salary" is received during a year and thereby the 
effective rate' of tax becomes much higher than what 
it would have been if such amounts had been received 
over a period of year~. 

• 
I -5 .22. The provisions of section 89 have been 

found to cause certain practical difficuities an,d lead 
to unnecessary paper work and also hardships to sala
ried taxpayer& in having to suffer deduction of tax at 
source in the first instance and then claim refunds in 
the subsequen.t year. Our discussions relating to these 
matters reveal that it is possible to simplify the pro
cedural aspects of these provisions so as to make them 
virtually self-operative and reduce the administrative 
work of the Department in salary cases and obviat~ 
the hardships to employees. 

1-5.23. Section 89(1), as it stands, speaks of a situ
ation where, by reason of any portion of an assessee's 
salary being paid in arrears or in, advance or by reason 
of his having received in any one financial year, salary 
for more than 12 months or a payment which under 
tl1c provision~ of section 17(3) IS :1 profit in lieu or 
salary, his in,come is assessed at a rate higher than 
that at which it would otherwise have been assessed. 
Section 89 as it stands empowers the Income-tax 
Officer to give relief on an application made by the 
taxpayer. The taxpayer is required to establish that 
hi& income is assessed at a higher rate and it is on 
the basis of such application that the Income-tax 
Officer can give the relief. This procedure clearly 
prevents the employer from taking in,to consideration 

· the relief available under section 89 at the time of 
deduction of tax at source. The provisions of section 
89 are, therefore, unnecessarily complicated nnd they 
also cause undu.~ inconvenience to the employees. The 
section may also be construed in a manner that assess
ments have to be made first and the relief allowed 
in a subsequent proceeding. 

1-5.24. In recent years, instances of receipt of salarv 
in arrears have multiplied enormously bv reason of 
the periodical revision of pay-scales, both in the 
~overnment .a_nd in !he nrivate sector, as well as sanc
tion of addihonal mstalments of de"arness allowance 

to keep pace with the steady rise in the cost-of-living 
index. As such salary revisions and grant of dearness 
allowance necessarily involve some delay, such in
creases are very often made with retrospective effect. 
In addition to such periodical revisions of salary and 
dearness allowance, there are also a number of ins
tances of wage revisions in the industrial sector as a 
result of collective bargaining or of decisions of Indus· 
trial Tribunal~, etc., besides cases where bonus has 
been sanctioned for past years. Thus, the number of 
cases qualifying for the grant of relief under section 
89(1) has become very large in recent years. In many 
of these cases·, most of the employees would not have 
become liable to tax at all but for the fact that the 
salaries and allowan.ces etc., relating to several past 
years were granted in one lumpsum in a later year. 
Tile deduction of tax at source in such cases and the 
grant of refunds on completion of assessments in the 
subsequent year lead to unneces5ary work for the De
partment and hardship to the employees concerned. 
As a matter of administrative practice, however, we 
are given to understand that employers generally ap
proach the Department for permission to take into 
account the relief in tax which would be available 
under 5ection 89 even at the time of deducting tax at 
source from the salary payments. In view of the spe
cific provisions in the law, as mentioned earlier, the 
Department finds itself in a somewha! difficult position 
in such cases. 

J-5.25. With a view to simplifyin! the operation of 
these provisions, we recommend thnt ~ctlon 119(1) 
should be recast so as to nUow that section to be aP
pl!cd at the time of calcuiating the lax to be deducted 
at wurce from payments or salary In the circumstances 
referred to in that section. This would obviate the 
hardship to the employees concerned and also reduce 
the administrative work of the Departmrnt in making 
formal assessment& in a large number of cases, where 
there would have been no tax liability in the- ordinary 
course, so as to grant refund of the tax deducted at 
sc>urceo. We further recommend fhnt the provision• 
of section 192, relating to deduction of tnx at source 
from salary payments should also bP amended to 
e~able the employer to fake Into account the provf
smns of section 89(1) while cnlculafing the tax to b~ 
deducted at source. While doine ~o. the employer 
should be required to make such calculations oidy 
witb reference to the salary Income of the emplovees 
concerned for tile relevant years and there shonld be 
!'o obliga~on on the employer to enquire into the other 
mcome, 1f any, of the emplovees. If, in any case, 
some further tax becomes pnvable due to the fact that 
the em~loyee has income other than salary. the emp
loyee will be bound by the statutory obligation to file 
a return and pay the extra tax due, while it will also 
be ooen to the Department to mn ke the nccessarv 
as•essment and recover the tax in the following year 
a\ u~der the existi~e practice. The annual rell1rn of 
sa;anes, to be furmshed bv the emplover can also be 
"ntably expanded to include information relating to 
the manner in which reli~f under section 89{1) has 
been calculated while making deduction of tax at 
source. 

. T-5.~6. ~e ~nly other matter that require., con
s!d~rahon m .th1s conn~'Ction i~ the manner of com
puting the rehef under section 89(1). Rule 21A now 



require& that where the arrears or advance of salary 
relates to several previous years, the re-calculat~on. of 
the income and tax should be made by apportionmg 
such arrears or advan,ce to the years to which they 
pertain and the tax payable on the· arrears or advance 
for the year in which they are actually received should 
be limited to the tax which would have been payable 
on the basi& of such apportionment. While this method 
sounds reasonable and fair, it might, in some cases, 
involve recomputation of the in,come and tax for a 
number of past years, depending upon the period to 
which the arrears relate. 

1-5.27. It is, therefore, desirable to simplify and 
reduce the calculation work in such cases. We re
commend that wherever the arrears relate to a peri!HI 
exceeding 5 years, the arrears shonld ftc spread e~aUy 
over five years incliL~ive of the year of pnyment. 'fbi.' 
amount so included shonld be added fo the total 
income of each of these years and the tax deter
mined accordingly. By this process the calcnlations 
can be considerably simplified. Such a simplification 
would also enable the· tax to be recoveted and deduc
ted at source by the employer in this manner. The 
proviSion could thus be effectively incorporated ia 
Section 89 ifseU. 

1-5.28. So far as payments by way of gratuity, 
oompensation for loss of employment, computation 
of pension, etc. are concerned, the existing provi
sion.s in rule 21A provide for the spreadover of 
these payments over a maximum period ot three 
y~ars preceding the year of receipt. While this i11 
a simple basis for computing the relief, we find that 
the computation involves the calculation, of the "aver
age r~te of .tax" for the year in which the gratuity, 
etc., IS received and for each one of the preceding 
three years to which it is apportioned, and then find
ing out the average of such average rates of tax for 
the preceding three years. 

1-5.29. In the interest of uniformity and simpli
fication, the same scheme as outlined above in regard 
to arrears of salary could also be applied to such 
lumpsum retirement payments. We recommend that 
these payments may be spread over, over the last 
5 years eqnally including the year of retirement. The 
amount allotted to each year may be added to tile 
total income of such year and tax determined 
accordingly. The tax oould thus be determined in a 
simpler manner. This change in method may affect 
certain cases adversely as compared with the present 
scheme under rule 21A. However, such marginru 
difficnlties should not come in the way of an over
all simplification of the entire process of oollection 
a~d recovery of tax. The interests of voluntary com
pltance of tax laws would necessitate the adoption· 
of a simpler formula. This fommla could likewise 
be incorporated in the Act itself and not left to fhe 
Income-tax Rule~~. · 

1-5 .. 30. Under section ·7 of the Act the annual 
accret.JOn to an .employee's account in the previous 
year .m a reco~sed p_rovident ~d is deemed to be 
the mcome. rece!ved m the preVIous year to the 
extent provided m rule 6 of Part A of the Fourth 
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Schedule. Rule 6 should really form part of the 
definition of salary in section 17 as it is substantive 
in nature. The accretion to the credit of the em
ployee's account in the provident fund, which is 
deemed to be the employee's income under rule 6 
in Part A of the Fourth Schedule, may consist of two 
parts. The first part is the employer's contribution 
in excess of 10 per cent of the salary of the 
employee. The second part of the taxable portion of 
the accretion relates to interest ctedited to the 
account of the employee. Under the rule, interest 
credited in excess of the notified rate, or insofar 
as the amount of the interest exceeds l/3rd of the 
salary of the employee, is to be treated as the em
ployee's income. The first element, viz., interest 
credited in excess of the notified rate, would be 
common to all the employees participating in a given 
fund, whereas the second element will be present 
only in the case of a few employees whose accounts 
show a large balance built up by a number of years' 
service. In fact, the provision for deeming such 
interest in excess of 1/3rd of the salary to be the 
employee's income. amounts to penalising thrift, in
asmuch as an employee who all_owed the balance to 
accumulate in his account is likely to be a loser as 
oompared to another employee who has. been with
drawing from his account from time to time. Apart 
from this, there are stringent limitations on the 
rattern of inve&tment of provident fund moneys 
under which the bulk of such. moneys have to be 
compulsorily invested ouly in low yielding invest
ments. In view ot these' limitations, the possibility of 
any provident tund being in a position to pay interest 
to the participants at a rate higher than the notified 
rate is extremely remote, In the circumstances, we 
recommend that Rnle 6 in Part A of the Fourth 
Schedule shonld be amended to provide that only 
contributions of the employer in e:~.ces~ ef 1 0 pe.r 
cent of the s3lary of the employee shaD be deemed 
to be the employees' income and that no part of the 
interest credited to the Employee's Accmmt shall be 
deemed to be his income. 

1-5.31. Rule 8 in Part A of the Fourth Schedule 
provides for excluding from the total income of the 
employee the accumulated balance due. and becom
ing payable to him from a recognised provident 
fund, in certain circumstances. This is in the nature 
of an exemption and should legitimately find a place 
along with other exemptions, by way of elaboration 
of the provisions of section 10(12) or in the provi-· 
sions relating to computation of income from 
"Salaries", rather than in the rules relating to :rant . 
of approval to provident funds. 

1-5.32. Rule 9(1) in Part A of the Fourth Sche
dule makes a special provision imposing an addi
tional tax .liability in cases where the accumulated 
balance due to an employee participating in a re
cognised provident fund becomes liable to tax as 
his income o\\ing to rule 8 being not applicable. 
Sub-rule (2) of rule 9 also imposes an additional 
tax liability on the> employee in relation to the assess
ment year 1932-33 or any earlier assessment year 
with reference to tile element of the · accumulated 
balance which is not to be included in his total 



income under the provisions of rule 8, when such 
amount is ultimately paid to him. Both these provi
sions are substantive in character. While sub-rule (2) 
can have little relevance today and could be onut
ted, the provision in sub-rule (1) of rule 9 should 
find a place in the substantive law in the Chapter 
dealing with the computation of income from 
"Salaries", rather than in the rules relating to the 
.grant of approval to provident funds. 

1-5.33. Rule 11 in Part A of the Fourth Schedule 
also imposes a tax liability when recognition is 
accorded to a provident fund with existing 
balances. These provisions should also find a place 
in the substantive law in the Chapter relating to 
computation of income from "Salaries". 

: J-5.34. We, accordingly, recommend lh11t (II'O'i· 
sions of a substantive nature presently contained In 
the ruleis of the Fourth Schedule should be included 
in the sections of the Law dealing with the computa• 
tion of Income from "Salaries''. 

1-5.35. Rule 6 in Part B of the Fourth Schedule 
makes a provision for deduction of tax when contri· 
butions made by an employer to an approved super
annuation ·fund. alon!! with the interest on such 
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contributions, if any, are paid to an employee during 
his life time in circumstances other than those refer
red to in clause (13) of section 10. The perusal of 
this rule, together with the provision in clause (13} 
of section 10 and the definition of "profits in lieu 
of salary'' in section 17(3), indicates that the provi
sions, as they stand, do not achieve the purpose m 
view effectively. It is possible for an employee to 
contend that any tax deducted at source from such 
payment should be refunded to him in the subse
quent year in view of the specific provision in seo
tion 17(3) that any payment from an approved 
superannuation fund is outside the purview of the 
definition of "profits in lieu of salary". We, there
fore, recommend that these provisions should be 
recast so as to achieve their purpose and avoid 
unnecessary litigation. 

1-5.36. Rule 72 of the Income-tax Rules provi
des that amounts withdrawn by the employee from 
his provident fund account which are not repaid or 
are not utilised for the purpose for which they were 
withdrawn 111ay be ·deemed to be his income for 
the year in which the default took place, etc. This 
provision is substantive in nature and we cecommeod 
that it should find its place in the substantive Ia w 
and not in the rules framed by the Board. 



CHAPTER 6 

INTEREST ON SECURITIES 

1-6.1. Sections 18, 19, 20 and 21 in Part B of 
Chapter IV of the Income-tax Act lay down the sub
stantive provisions relating to computation of income 
chargeable to tax under the head "Interest on Securi
ties". The income which falls to be taxed under this. 
head is:- . 

(a) interest on securities of the Central or State 
Governments ; 

(b) interest on debentures or other securities 
issued by a local authority, a company or a 
statutory corporation. . 

It is, therefore, clear that this head deals with a 
limited category of interest income. Other types of 
interest income, such as interest on deposits with banks, 
deposits with companies, loans on, mortgages etc., are 
not taxable under this head. 

I-6.2. The types of interest incoine which are tax
able under this head also do not have any peculiar 
characteristics as to require the computation of income 
nnder any special rules or under a separate head. The 
eroad scheme of taxing. such income is to tax the 
income . as and when it falls due. The expenditure 
allowable in the computation of the taxable interest 
is restricted to the items stipulated in section 19. Such 
expenditure is either expenditure for realising the in
terest income or expenditure by way of interest on 
monies borrowed for the purpose of investment. 

I-6.3. The scheme as set out above is substantially 
similar to the provisions relating to computation of 
income under the residuary head "Income from other 
sources", dealt with in Part F of Chapter IV, com
prising sections 56 to 59. Still another feature of the 
categories of income chargeable under the head "In
terest on securities" is that such income would be 
earned substantially by institutions like banking com
panies and others engaged in the lending of money, 
where the character of the income would essentially 
be in the nature of business income. It is because of 
this feature that a special provision has been made in 
section 2& for allocating the expenditure incurred by 
a banking company between such income and the other 
normal income from business. This artificial separa
tion of income which is basically in the nature of 
business income and partly computing the business in
come under one head and partly under the other head 
"business" creates other practical difficulties. Ques
t~ons have ari~en in the case of banks, relating to the 
nght of carrymg forward business losses and their set 
off against business profits. The Supreme Court has 
!n CIT vs. Cocanada Radhaswami Bank Lt., 57 ITR 
306, held that _Profits and gains of business are not only 
profits and gams computed under section 28 but also 
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include other income which though computed under 
another head is in reality derived from a busines& 
activity. 

I-6.4. Having regard to the above observations, we 
recommend that the category of income presenffy 
assessable under a separate head ''Interest on securities'' 
should more appropriately be a55eSSCd und& the head 
"Profits and gains or ..business or profession" where 
the income partakes of the character of business in· 
come, and under the residuary head "income from 
other sources'' where it is not derived from a business 
activity. The existing provision in section 20 will. 
then, no longer be necessary. This recommendation 
would result in a substantial portion of the_ income 
from Central and State Government securities and 
debentures being assessed under the bead of business 
as the preponderant majority of the ~old:rs ~f ~uch 
securities would be banks· and financial mstitutions. 
The other category of large holders of such securities 
are funJs like provident funds, superannuation funds, 
gratuity funds and charity trusts, where the income 
would largely be ex~mpt from tax. 

I-6.5. As regards such income in the hands of hol
ders of securities who are investors, our recommenda· 
tion would re&ult in such income being assessed under 
the residuary head 'Income from other sources'. The 
scheme of assessing the income under the residuary 
head would, therefore, !lpply to such income. The 
allowance of expenditure against such income would 
be governed by section 57 where, essentially, all ex
penditure laid out or expended wholly and exclusively 
for the purposes of making or earning such income 
would constitute the allowable expenditure. This is 
wide enough to cover the two items of deductions 
presently allowable under section 19 of the Act. 

I-6.6. The separate and distinct head of "Interest 
on securities" is largely a relic of the past which in 
present circumstances bas become an anachronism. In 
the past it was the normal feature for investors to 
prefer Government securities to other investments and 
it was regarded as being the most appropriate method 
for iQvesting one's savings. Government securities, 
therefore, were the favoured form of investment for 
people who wanted safetv. However, that position has 
now ceased to obtain. Today the bulk of Government 
securities is held by institutions. The need for a 
separate head of income has, therefore, not much rele
vance in the present context. 

I-6. 7. As regards the basis of inclusion of such in• 
come when assessable under the head 'Income from 
other sources,' the issue for con~iJeration is whether 
the existing basis as contained in section 18 need be 
reproduced in section 56. Income which is generally 
chargeable under the residuary head under section 56 



is computed in accordance with the method of account
ing regularly employed by the taxpayer (section 145). 
On the recommendation that interest on securities 
should be assessable under section 56 it would follow 
that such income would also fall for computation in 
accordance with the method of accounting regularly 
employed by the taxpayer. In our view, it is not 
necessary to make any special provision in section 56 
to correspond to the present basis as contained in sec
tion 18 of the Act. It is not necessary to specifically 
provide in section 56 that the income from interest on 
securities would be taxed on a due basis or on a receipt 
basil; as under section 18(1) or 18(2), but such in
come should fall into the scheme of section 56 and be 
taxable in accordance with the method of accounting 
regularly followed by the taxpayer. Quite apart from 
this being consistent with the income chargeable under 
the residuary head, such a me'thod of taxation, would 
result in simplification of the scheme of taxing interest 
on securities. The taxpayer wocld have the choice 
as in relation to other income to adopt either the mer
cantile system of accounting and offer such interest 
for tax on the basis of accrual or in the alternative 
to adopt the cash basis of accounting and offer ~uch 

· interest for tax on the basis of actual receipt. The con
cept of the income becoming taxable with reference to a 
due date would thus be discontinued. Where no 
method of accounting is employed by a taxpayer, &uch 
income would be charged on the basis of actual receipt. 
This change in the basis is not ouly warranted on the 
ground of simplification but is also consequential upon 
our recommendation to discontinue the separate head. 
As pointed out earlier, the preponderant majority of 
recipients of such income would be required to offer 
such income for tax under the head 'business' which is 

. necessarily governed by the method of accounting. In 
·the interest of uniformity other recipients of the same 
class of income may also, therefore, adopt the same 
basis, viz., the offering of the income for tax in accor
dance with their method of accounting. Section 145 
of the Act applies the basis of the method of account
ing not only to business income but also to income 
from other sources. We accordingly, recommend thai 
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interest on securities which is pres_ently chargeable 
under a separate head should be subject to tax in 
accordaD.ce with the method of att.~uuting regularly 
employed by the tupayer and In the absence ol 
accounts such interest should be ~jected to tax u 
income of the year in which it is received. 

1-6.8. It would follow from the above recommenda
tion that the process of taxing interest on securities 
would be regulated by and large by the method of 
accounting. However, there would still be stray cases 
where the income would be taxed on actual receipt 
basis in the absence of the maintenance of accounts. 
In some of these cases there may be situations where 
interest on securities for a number of years is collected 
in one year. Such cases would, however, be excep
tional. In the changed scheme recommended by us 
we do not consider it necessary to continue the pro
lisions of sectio111 89(2) for ullowing relief where in· 
tere!;l on securities is received in ~~rrears. ThiS dis
continuance is suggested because cases falling under 
such circumstances would be exceptional in tbe altered 
scheme suggested by us. Even such exceptional cases 
would not be different from cases where other types of 
income under other sources are received in arrears. 
The need for a special provision for this category of 
income is, therefore, unnecessary. 

I-6.9. Section 94 of the Income-tax Act makes pt~ 
vision for countering avoidance of tax by certain tran
sactions in secuiities. It is aimed at preventing tbe 
escapement of tax by what are popularly known as 
bond-washing transactions. Though the abuses con
templated by that section would be considerably re
duced as a result of the altered scheme of taxing in
terest on securities, we, nevertheless, are of the view 
that the provision should continue to remain on the 
statute book. The existence of such provisions which 
are aimed at preventing systematic tax avoidance are 
necessary, however limited the number of operations 
of the nature contemplated therein may be. We, there· 
fore, recommend that the provision~ of section 94 
should be continued. 



CHAPTER7 

INCOME FROM HOUSE PROPERTY 

F/.L :secuons u to :l.f m !'art C of Ch~pter IV 
of the Income-tax Act contain the substanuve pro
visions relating to computation of income chargeable 
under the head "Income from house property". The 
person who is liable to pay in:o~e-tax in respect of 
such income is the owner of buildmgs or lands appur
tenant to the buildings. The concept of the term 
"owner" is vital in the determination of the person 
·liable to pay t.ax. Ownersh!p is thus distinguished from 
mere occupauoo, or possessiOn. 

i-7 .2. Certain practical difficulties have arisen in 
relation to this concept. Under the Transfer of Pro
perty Act, no transfer of ownership of immovable pro
perty exceeding Rs. 100 in value can be effected except 
under an instrument in writing duiy registered. Cases 
have therefore arisen where all incidents of ownership 
are transferred by a seller to a purchaser but yet the 
transfer of legal ownership within lht: meaning of the 
transfer of Property Act is not completed. In such case9, 
the seller retains the bare husk of the legal title and 
in a practical sense the beneficial ownership in the pro
perty is transferred to the purchaser. The p.on
execution ot a written instrument .or non-registration 
thereof may be due to various circumstances. But, to 
all intents and purposes, the sale would be complete 
and factual io, the sense that the sale price would have 
been fully received by the vendor and the purchaser 
would have assumed full possession of the propeey and 
control over the income from the property. 

1-7.3. The interpretation placed by the Calcutta and 
Bombay High Courts in CIT vs. Ganga Properties 
Ltd. 77 ITR 637, CIT vs. Union Land & Buildings 
Society Ltd. 83 ITR 794, and CIT vs. Zorastrian Build
ing Society Ltd. 102 ITR 499 leads one to the position 
that the legal owner is the person liable to pay tax 
under section 22 of the Income-tax Act until there 
is the legal transfer of ownership under the Transfer of 
Property Act. This could lead to cases of double taxa
tion in the sen,se that the legal owner i& liable to pay 
tax under section 22 whilst the purchaser who has 
assumed control over the income of the pr<)perty is 
also concurrently liable to pay Income-tax on the ren
tal income under the head "Income from other sour
ces". The adoption of the strict legal test of owner
ship under the Transfer of Property Act and its appli• 
cation to the Income-tax Act can lead to this unintend
ed hardship. The Income-tax Act is not designed to 
tax the same income twice, though in different hands 
in circumstances explained above. 

. 1-7 .4. A somewhat similar situation has been con
Sidered by the Supreme Court in Ju.:lhamal Kuthiala 
vs. CIT 82 ITR 570. In that case, the legal owner 
had no control over the property which was vested in 
the Custodian of Evacuee Property. The Supreme 

Court held that tax could not. be levied on the legal 
owner on the facts of that case, as the word "owner" 
must mean, in the context of the section, a p~rson ~ho 
can exercise the rights of the owner -and IS entitled 
to the income from the property. In the language of 
the Court: 

"It is true that equitable consiaerauons are Irrele
vant in interpreting tax laws. But, those 
laws, like all other laws, have to be inter
preted reasonably and in consonance with 
justice .••. " The provision cannot be so 
construed that it is "capable of being made 
an Instrument of oppression". 

1-7.5. 1t appears to us that the construction placed 
by the Supreme Court ·on the concept of "owner" in 
section 22 of the Act should be adopted generally. If 
this concept was adopted in the circumstances cited 
above, it would be the purchaser who would be assess
able under section 22 and there would be no occasion 
to tax the legal owner on the same income on the mere 
technicality of his legal ownership. The position would 
be comparable to the circuDlStances of cases falling 
under section 53A of the Transfer of Property Act 
where part performance of a transaction of sale of 
immovable property can yet vest almost absolute rights 
in the transferee. We accordingly, recommend tbat 
tbe concept of "owner'' under section 22 6hould be 
consistent with tbe observations of tbe Supreme Court 
cited above and should not be unduly strictly construed 
in tbe manner held by tbe Calcutta and Bombay High 
Courts. In other words, where actual income is re
ceived by a person other tban tbe legal owner, he 
alone should be assessed nnd no concurrent assessment 
5hould be made on tbe legal owner under section 22 
of tbe Act. In all such cases tbe beneficial owner 
should be assessed on such income under tbe head 
''Income from House Property". 

I-7.6. Under the existing provisions, tax on income 
from house property is levied with reference to the 
annual letting value of the property. The tax is charg
ed on the artificial or notional income even if the 
owner receives no income whatever and he is hiDlSelf 
in occupation of the property. It is true that in res
pect of self-occupied properties, certain concessions are 
provided for. These concessions are in the nature 
of an outright deduction of one half of the annual 
letting value or Rs. 1,800, whichever is less, and 
further limiting the taxable income from such property 
to 1 0 per cent of the other income of the taxpayer . 

I-7.7. Despite this concessional treatlnent, it would 
be evident that what is brought to tax in respect of 
self-occupied property is a notional or imputed in
come, which is distinct from the actual income. The 
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general scheme of taxation of income under the In
come-tax Act is to levy a tax on real or actual income 
which is an appropriate test of a person's ability to pay 
tax. This departure from the general scheme of income
taxation by providing for a tax on notional income does 
not appear to have any particular justification under 
the present law. 

I-7.8. We have received several representations from 
owner-occupiers of house properties seeking to remedy 
this position under the Act. It has been urged that 
the provision for taxing such imputed income in the 
case of self -occupied house property was adopted on 
the .basis of the U.K. law as it existed several years 
back. Even in the U.K. this provision has been dis
continued. The historical significance, if any, of the 
measure has, therefore, no validity at present. 

I-7.9. It is further urged that under the other direct 
taxes Acts, specific incentives are provided for owner
ship of house property. Under t!Je Estate Duty Act, 
exemption is provided in respect of one house property 
in which the deceased lived,. upto a value of Rs. 1 
lakh. Under the Wealth-tax Act also an exemption 
in respect of one house property is granted upto a 
limit of Rs. 1 lakh. The previous requirement of 
occupation of such property by the owner has since 
been discontinued. 
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I-7.10. Under section 80GG of the Income-tax Act, 
specific provision is made for deduction of expenditure 
in respect of rent for residential accommodation by 
taxpayers in general. This is to put the general class 
of taxpayers on a parallel position with salaried tax
payers who are either in receipt of house rent allowance 
which qualifies for exemption under section 1 0(13A), 
or who obtain the benefit of residential accommoda
tion evaluated as a perquisite on a concessional basis. 
The relief under section 80GG is not available to the 
taxpayer who owns any residential house property. The 
owner is, therefore, at a further disadvao,tage in that 
the benefits analogous to those available to other tax
payers are not available to him. 

I-7.11. The general objective in regard to taxation 
of income from house property should be to encourage 
taxpayers to acquire their own residential accommoda
tion. The measure for taxing income on a notional 
basis from such accommodation runs counter to this 
general objective. The information placed before us 
also indicates that n,o significant revenue is realised 
by the Income-tax Department by bringing to tax the 
notional income on self-occupied properties. In the 
light of the above observations we recommend that 
one house property used! by the taxpayer for his own 
residence should be exempt from tax under section 22 
of the Act. 

I-7.12. At the same time, we realise that several tax
payers who have returned income under self-occupied 
properties have been claiming a loss. This loss prin
cipally arises due to the construction or acquisition 
of the house property out of borrowed funds including 
funds provided by the Life Insurance Corporation of 
India with a view to encouraging the acquisition of 

house properties. Our recommendation is aimed at 
preventing a hardship to assessees by bringing an 
amount to tax on notional basis. It should not, how
ever, result in a situation where an allowance of a 
factual loss on account of interest paid by the tax
payer for acquiring a residential house is denied to 
him in the computation of his total income. We have, 
therefore, in Chapter 13 of this Report, whilst dcalmg 
with deductions under Chapter VIA, suggested on 
express provision for allowance of such interest. 

I-7 .13. Another consequential issue arising out ol 
our recommendation for not taxing a notional income 
on self-occupied property is in regard to the exemp
tion presently available under section 23 ( 3) of the 
Act. This exemption relates to a re~idential house 
which the owner is unable to occupy by reason of 
his having to reside at another place. The recom
mendation made by us above should be in addition 
to the concession available to the taxpayer under 
section 23 ( 3) . 

I-7.14. One of the measures introduced in secuon 
23(1) to promote the construction of tesidential house 
is to allow a flat deduction for the initial 5 years of 
completion of new residential buildings. The deduc
tion amounted to Rs. 1,200 per year in the case of 
houses constructed between April, 1970 and March, 
1978. Thereafter, the limit has been increased to 
Rs. 2,400. This deduction is tied in with a condition 
which reads "so, however, that the income in respect 
of such residential unit is in no case a loss". It is 
clear that the function of the proviso is to grant a deduc
tion from the annual letting value. The deduction is 
subject to the condition that it should not result in a 
loss. However, our attention has been drawn to the 
fact that this provision is being interpreted to lay down 
a substantive provision that no loss shall be allowed 
in respect of such new residential units even when a 
loss may arise apart from the deduction provided for 
by way of incentive. Such a construction of the pro
vision is wholly unwarranted and results in denial ot 
a legitimate loss irrespective of the claim for the in
centive deduction. Apart from such an unwarranted 
construction of the provision, it should be emphasised 
that as the provisiOn is by way of an incentive 1t should 
not be subject to any condition for denial of loss. 
We recommend that the condition lbat this allowance 
under seclion 23(1) should not result in a loss should 
therefore, be delcte.d. 

1-7.15. A feature which is incidental to the joint 
ownership of properties through co-operative societies 
is that the management of the properties is entrusted 
to the co-operative society. In such cases the society 
collects consolidated amounts from each member to 
cover not only the municipal taxes for which a con
solidated bill is raised on the society, but also to cover 
various outgoings for external repairs, common ser
vices like lifts, security, etc. Specific deduction is 
allowable in respect of the taxes met by the individual 
members. However, there is no specific provision for 
deduction of the other contributions to the society 
though in practice it is rightly allowed in many cases 
in computing the annual value itself. When a member 
lets out his flat to a tenant a portion of the recovery 
from the tenant is intended to cover the outgoings 



payable by the member of the society. It is, there.. 
fore, a clear case of expenditure wholly an~ neces
sarily incurred for the purposes of earrung the 
income. We, therefore, recommend that to make IIle 
position clear the outgofugs recovered from its 
members by a Co~perative Society to meet various 
charges should be expressly allowed as a deduction 
In the computation of income from property in the 
hands of the members, so however, that where such 
charges are already allowable in the computation 
no doub1e deduction of the same item should be 
made. Here again, in the light of our earlier recom
mendations, the question of such allowance will 
generally arise only where the property is let out 
by the owner to a tenant or other occupant. 

1-7.16. The emphasis placed by ua on the com
pntauon of income incluoing incomi! under the head 
'house property' is that the Income shonld corre.<~
pond to real income as commercially understood. 
At present the computation of income under this 
head provides for an ad hoc deduction of 1/6th of 
the annual letting value for repairs whether actually 
incurred or not and even where the expenditure .on 
rcpaus may exceed the amount ,,f deduction of 
!j6th. This results in a notional deduction anJ, 
therefore, operates as a disincentive to property 
owners from incurring expenditllfe on repairs. It is 
appropriate that where the expenditure on repairs 
is actually incurred, such expenditure should be 
allowed as a deduction and not artificially restricted. 
to the ad hoc deduction of 1/6th. Moreover, in the 
context of our recommendation contained in Chap
ter 12 of thiSI Report for the carry f"rward of losses 
under the head "house property", the taxpayer 
would be able to set off excessive expenditure ou 
repairs incurred in one · year against the income in 
subsequent years. The scheme for allowance of 
deduction for repairs should, therefore, be changed 
from the notional basis to the actual basis. This IS 
further necessary because we are of the view that 
actual expenditure incurred in relation to the income 
under any head should be allowed as a deduction in 
computing the iricome under that head. At the same 
time it should be recognised that the deduction on 
the fiat basis of 1/6th is in the nature of a standard 
deduction to save both the taxpayers as well as 
the administration from the administrative tasks of 
establishing expenditure in all cases. A large majo
rity of property owners may yet prefer to obtain 
the deduction on the basis of the standard deduction 
of 1/6th and it would be the balance of property 
owners who genuinely incur larger expenditure and 
are able to establish such expenditure to the satis
faction of the tax. authorities, who would appro
priately be entitled to have such expenditure allowed 
on an actual basis. Corresponding thus to the provi
sions for standard deduction in regard to the head 
of "salaries/' it is desirable that the notional deduc
tio~ at the rate of 1/6th continues to operate. The 
clatm for expenditure in excess of such deduction of 
1/6th shoul~, th:refore, be appropriately regulated 
to prevent situations where taxpayer obtains, so to 
say, . the. best of both worlds. Expenditure on current 
repatrs IS generally of such a nanne that it cannot 
necessarily be determined on an annual basis and 
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compared with the standard deduction as in the case 
of salary income. Repairs to. properties may be 
occasioned over a period of time and the appropriate 
oomparison between the actual allowance and the 
deduction on the notional basis should also be rela
ted to a period of time. Therefore, wherever the 
expenditure on repairs is claimed on actual basis as 
being in excess of the deduction of 1/6th, such 
excess expenditure should only be allowed if the 
actual repairs in the year of claim as well as the 
5 years inunediately preceding exceed the standard 
deduction of 1/6th fo1 such years in the aggregate. 
We, accordingly, recommend that the Income under 
the head "Honse Property'~' should be computed 
after aUowance 'in respect of repairs on the basis of 
1/6th of the Annual Lotting value under Sectio.u 
24(1)(iJ as at present, with a right to the taxpayer to 
claim the actual expenditure if it is in excess of thE 
deduction on the basis of 1/6th. To determine such 
excess the comparison should not be timited to a 
single year but to the year of assessment and five 
years immediately -preceding. In other words, the 
claim for the actual expenditure as is in excess of 
1/6th of the annual let.ting value should only be 
allowed if such actual expenditure together with the 
actual expenditure in the preceding 5 years is in 
excess of the amount actually allowed in the preced
ing 5 years and 1 /6th of the annual letting value of 
the current year, To illustrate, if 1/6th of the annual 
letting value in respect of a property is Rs. 16,000 
and the taxpayer incurs actual · expenditure of 
Rs. 80,000 and clainls the deduction of Rs. 80,000 
instead of Rs. 16,000, the allowance of the extra 
amount of Rs. 64,000 shall be subject to the posi
tion of allowance in the preceding 5 years. If in the 
preceding 5 years, the expenditure incurred was as 
under:-

Immediately preceding year . 

Preceding year 

Preceding year 

Preceding year 

Preceding year 

Rs. 
5,000.! 

7,000 

8,000 

2,000 

8,000 

30,000 

Then, in the preceding S years the taxpayer had 
obtained a deduction of Rs. 16,000 each year 
aggregating to Rs. 80,000 against the actual expendi
ture of Rs. 30,000. The difference of Rs. 50,000 
would be first set off against the claim of the extra 
amount of Rs. 64,000 and the taxpayer would only 
be allowed the amount of Rs. 16,000+Rs. 14,000 
in the year of assessment. 

I-7.17. Further to the observations in the preced
ing paragraph, it should be reoo~sed tliat there 
may be several other instances of expenditure which 
a property owner may have to incur. All these 
individual items of expenditure cannot be visuali
sed and many of these items may arise ,]n future, 



such as contributions to house repair funds, pro
perty taxes based upon the floor area of accom
modation, etc. Some of these levies may even be 
introduced with retrospective effect. The present 
scheme of deductions under section 24 does not take 
into account all such situations as could possibly 
anse. It is, therefore, appropriate in our view that 
a residuary deduction corresponding to section 3 7 
in relation to business income and section 57 in 
relation to income from other sources should be 

· provided for under section 24. The taxpayer should 
be entitled to obtain a deduction for all expenditure, 
which may be wholly and exclusively incurred for 
the purpose of earning income from house property. 
We, accordfugly, recommend thnt Section 24 should 
expressly provide for a residuary item of deduction 
for other expenditure (not being in the nature of 
Capitul Expenditure) laid out or expended wholly 
and exclusively for the purplose of making or earn
ing income under the head income from House 
Property. 

1-7.18. Another deduction allowable in the com
putation of income is in repect of unrealised rents. 
The conditions to be satisfied for entitlement to such 
deduction are stipulated in rule 4 of the Income
tax Rules. Some of these conditions are not capable 
of fulfilment and have created practical difficulties. 
It is common knowledge that the eviction of tenants 
trom properties is a very complicated matter involv
ing protracted litigation. In several cases defaulting 
tenants continue to remain in occupation of the 
property. Again, the nature of the occupancy may 
also be in dispute. The requirement for taking all 
reasonable steps and legal proceedings is also one 
where practical difficulties may be llncountered. Jn 
the matter of allowance of doubtful debts in compu
tation of business income we have in Chapter 8 of 
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this Report made certain recommendations for 
simplification. Likewise, in regard to irrecoverable 
rents, we recommend that if the ..enls are in llln'lll'SI 
for a period of two years, the taxpayer should be 
entitled to the deduction, without any further 
requirements as at pr$ent stipulated in the rule. 
Needless to say, the deduction should be allowable 
ouly if the income in question had been assessed in 
the past. Further, a provision shoUld be made for 
bringing to tax amouills subsequently realised, in 
the year of realisation, so that the relaxation in the 
conditions for allowance do not result in an undue 
benefit to taxpayers. 

1-7.19. In the principal cities, ownership of house 
properties in the traditional sens-;: is more an excep
tion. Pressures of space have resulted in the con
struction of multi-storeyed apaxtmeo,ts owned by 
several persons. In most instances such ownership 
is through the medium of co-operative societies. To 
encourage this trend section 27 of the Act specifi
cally creates a fiction to treat individual members 
of co-operative societies as the owners of a portion 
of the building and, accordingly, assessable to tax 
under the head "Inocme from house property". 
Instances have been mentioned to us where such 
multiple ownership of the same bmlding is achieved 
through the med1urn of a limited company. If this 
medium is adopted and the limited company con
forms suootantially to a model housing co-opera
tive society, there is no particular justification for 
not extending to the case the fiction under section 
27. We accordingly, recommend that in the case of 
a limited company owning house property occn· 
pancy /possession of which is divided among several 
members, the fiction of treating each member as the 
owner of a portion of the property should be extended, 



CHAPTER 8 

PROFITS AND GAINS OF BUSINESS OR 
PROFESSION 

I-8.1. Part D of Chapter IV of the Income-tax 
Act, comprising sections 28 to 44D, contains the sub
stantive· provisions relating to computation of income 
under the head "Profits and gains of business or pro
fession". These provisions have been regarded as the 
most important of the substantive provisions in the 
entire income-tax law. Income under this head covers 
a wide range of economic activity in the non-agricul
tural sector and constitutes over 55 per cent of the 
aggregate incomes coming with the scope of taxation 
under the Income-tax Act. Tax revenue in respect of 
such income accounts for over 65 per cent of the 
total revenue from income-tax. The provisions in 
these sections have also far-reaching effects in the 
area of industrial, financial and commercial activities~ 

1-8.2. In view of the significance of these sections, 
both in regard to the incomes brought to tax and the 
quantum of the tax, these provisions have generated 
the maximum amount of litigation and have led to 
the development of voluminous case law. In our In
terim Report we have dealt with but one out of the 
various aspects relevant to the computation of such 
income. The matter taken up on the Interim Report 
is in regard to depreciation which is dealt with pri
marily in section 32 and supplemented by some of 
the provisions in sections 34, 38, 41 aud 43A of the 
Income-tax Act. In the present Chapter, therefore, 
we shall deal with the other aspects concerning the 
computation of income chargeable under the· head 
"Profits and gains of business or profession". 

1-8.3. The first and foremost issue which arises 
for consideration is the nature of incomes which are 
chargeable under this head. This head covers not 
only income from business as generally understood 
but also that from profession. The Income-tax Act 
has defined the concept of business in section 2(13) 
to include any trade, commerce or manufacture or 
any adventure or concern in the nature of trade, com
merce or manufacture. This definition is aimed at 
covering under this head the widest possible types of 
activities. The Supreme Court, in Narain Swadeshi 
Weaving Mills v. C.E.P.T. 26 I.T.R. 765, has ex
plained the concept of business as connoting some real, 
substantial and systematic or organised course of acti
vity or conduct with a set purpose. On the quel!tion 
of the extended concept of business, the Supreme 
Court has again in Venkataswami Naidu v. C.I.T. 35 
I.T.R. 594 indicated important considerations which 
are to be borne in mind in determining the character 
of is~lated or single transactions. The Court has ap
proymgly quoted the observation of Lord Clyde that 
a sm_gle p~un.ge may be enough to constitute a business 
prov1ded 1t 1s shown to the satisfaction of the court 
that the plunge is made in the waters of trade. The 
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emphasis is on the design or purpose underlying a> 
transaction. The conclusion has to be drawn from the. 
total effect of all relevant factors and circumstances 
to determine the character of the transaction. · The 
distinction between an adVenture in the nature of trade 
and a capital, or casual transaction has to some extent. 
lost its significance in the context of the present scheme 
of the Income-tax Act where income from casual 
transactions as well as gains from certain capital 
transactions are . brought to tax. 

I-8.4. Insofar as this head of income is concerned, 
no distinction has been drawn between a business and 
a profession. However, in certain other provisions 
of the Act (e.g., section 64) a distinction is made 
between income from business and income from 'pro
fession'. "Profession involves the idea of an occupa
tion requiring either purely intellectual skill, or if any 
manual skill, as in painting and sculpture, or surgery, 
skill controlled by the intellectual skill of the operator, 
as distinguished from an operation which ·is · substan
tially the production or sale, or arrangements for the 
production or sale, of commodities" (I.R. v. Maxse 
12 Tax Cases 41). Section 2(36) provides that "pro
fession" includes vocation. The Supreme Court in 
Krishna Menon v. C.I.T. 35 I.T.R. 48, bas held that 
it was not necessary to show that a vocation was an 
organised activity and that it was indulged in with a 
motive of making profit ; it was well established that 
it was not the motive of a person doing an act which 
decided whether the act done by him was the carry
ing on of a business, profession or vocation. It is not 
necessary to consider whether a particular activity 
amounts to business or profession or vocation, since 
for the purposes of assessment under the Act profits 
from these three sources are treated and taxed alike 
under the same head. 

I-8.5. It would not be out of place to mention that 
the only concession extended to professional income 
is by way of marginally lower rates of income-tax in 
the case of registered fimls which derive income from 
professional activity as compared to other. registered 
fimls. It has been urged before us that income from 
profession being, by its very nature derived by exer
cise of intellectual skill, there is a case for extending 
some concession also in the matter of computation "of 
the chargeable income from profession. There are 
no provisions for grant of personal allowance or for 
measuring the wear and tear on the individual exercis
ing a profession. Whilst one view is that professionals 
like old soldiers never retire and, therefore, have an 
extended period of earning life, there are, on the 
other hand, some professions where the earning span 
may be severely limited. We are of the view that the 
law shcinld recognise the peculiar nature of Income 



derived from J!rofessioiHll adiYity by the exerciH ol 
intellectual skill which should be encouraged by suit
able incentives in the computation of the chargeable 
income. 

1-8.6. The next principle which arises in the com
putation of business income is the significance- of sec
tions 28 and 29. Whilst the purpose of section 28 
is to extend the scope of the charge beyond the nor
lila! concept of profits and gains of business or pro
fession, it should be remembered that courts have em
phasised the significance of the expression "profits and 
gains" on the one hand and "the carrying on of busi
ness", on the other. From this emphasis follows the 
principle that what can faD within the scope of the 
=barge i~t not the gross receipts of the business but 
what is truly and clearly the profits or gains therefrom. 
The test to be applied is the "true profits and gains 
as understood in a natural and proper sense--in a 
sense which no commercial man would misunder
stand". The Supreme Court has in Badridas D-<~ga v. 
CIT 34 ITR 10, held that losses and other items would 
be deductible in the very process of determining true 
profits and gains even without a specific provision in 
the law for such deduction. Whether such a claim is 
admissible or not will depend on whether, having re
gard to the accepted commercial practice and trading 
principles, the loss can be said to arise out of the 
carrying on of the business or to be incidental to it. 
If it is established to be so, then the deduction must 
be ·allowed provided, of course, there is no provision 
against it, express or implied, in the Act. It is, there-
fore, clear that the Supreme Court has laid great em
phasis on the computation of business profits and 
gains· iti accordance with ordinary principles of com
mercial accounting. This position has been well ac
cepted both by the assessing authorities and by the 
taxpayers and it is one of the fundamental principles 
governing the computation of business profits. 

I-8.7. Section 28 covers profits and gains of any 
business or profession carried on by the taxpayer at 
any time during the previous year. In addition, it 
also covers compensation payments of the nature re
ferred to in clause ( ii), income of a trade association, 
etc., from specific services and lastly, benefits or pe!
quisites arising from business or profession. These 
additional categories of income which are taxable 
under the head "Profits and gains of business" arc 
specifically regarded as income for the purposes of the 
Income-tax Act by express provisions in the definition 
of income 1mder section 2(24). The emphasis in 
the main part of section 28 dealing with business or 
profession is on the carrying on of the business or 
profession. . It was, accordingly, held that, where 
receipts relating to a business or profession are ob
tained after its discontinuance they do not fall within 
the · scope of section 28. One such category of in
come would relate to gains realised on the sale of 
depreciable assets. In order to ensure that such gains 
do ilot escape tax. the -Explanations in section 41 
expressly provide for a fiction deeming the business 
or profession to continue to be in existence. Like
wise. section 176(3A) and section 176(4). expressly 
bring. other receipts to tax. Section 176 forms part 
of the chapter largely dealing with procedural require
ments to prevent loss of. revenue. Sub-section (3A) 
and. sub-section ( 4) are, however, in the nature of 
4 RS&P/78-8 
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charging provisions and it would, accordingly be more 
appropriate that they are enacted in section 28 !lnd 
excluded from section 176. We accordingly, re
~-ommend that section 28 should be extended to coYer 
income of a business or profession which Is disL'On• 
tinued as is presently referred to in section 176(3A) 
and section 176(4). All the deductions as available 
to a continuing business should be allowed to the 
closed business in the computation of the income • 
di!ICUSIIed in para I-8.11. below. 

I-8.8. Coming to the question of expenditure in
curred, sections 30, 31, 35 and 36 deal with certain 
specific items of expenditure which may be said to be 
largely of an illustrative nature. This is because of 
the general provision contained in section 37(1) which 
provides for allowance of all expenditure laid out or 
expended wholly and exclusively for the purposes of 
the business or profession, excluding, of course, capi
tal and personal expenditure. This general principle 
has been examined by the Supreme Court in CIT vs. 
Malayalam Plantations Ltd. 53 ITR 140, where it 
has been held that the expression "for the purpose of 
the business" is wider in scope than the expression 
"for the purpose of earning profit. The court held 
that the scope of this expression is wide and may 
comprehend many acts which are incidental to the 
carrying on of a business. In Eastern Investments Ltd. 
vs .. CIT 20 ITR 1, the Court held that the test is not 
whether the other party benefited, nor indeed whether 
there was a prudent transaction which resulted in 
ultimate gain to the assessee but whether it was pro
perly entered into as a part of the assessee's legitimate 
commercial undertaking in order indirectly to facili!atc. 
the carrying on of its business. The only question 
is whether this was done in the ordinary course of 
business for the purposes already pointed out, how· 
ever mistaken the directors and shareholders of the 
company may have been. The emphasis here again 
is on the allowance of expenditure based on grounds 
of commercial expediency. Viewed from another 
point of view, expenditure in the course of the trade 
which is unremunerative is none the less ~ proper 
deduction as wholly and exclusively made for the 
purposes of the trade. It does not require the presonca 
of a receipt on the credit side to justify the deduction 
of an expense. [Hughc~ v. Bank of New Zealand 6 
ITR 636 (HL)] 

I-8.9. We have dealt with these aspects in some 
detail to indicate that· for ~everal decades the concept 
of allowance of business expenditure has been clearly 
pronounced upon and the principles arc fairly well 
settled. We are, there(ore, of the view that the genen1l 
provision in section 37(1) should have primary in t11e 
scheme of compntation of income from business 11'1' 
profession and should come immediately after sec
tions 28 and 29. The other sections which specifically 
refer to certain items of expenditure do so either with 
a view to illustrating the cates!Ories of business ex
penditure or, alternatively, to identify certain items of 
business expenditure in order to place restrictions upon 
the allowability of such expenditure. For example. 
in. dealing with deduction. for repairs, sections 30 and 
31 refer to expenditure on current repairs; while deal
ing with interest section 36(1)(iii) . refers to monies 
borrowed for the purposes of the business; etc. It 
appears to ut unnecessary to place restrictio"- of thi1 
nature on the allowance of business expenditure. In 



our view lbe sole tesl for allowance of business ex
pendilur~ should be that laid down in seclioo 37(1), 
numely, whether lhe expenditure is hlid out or ex
pended wholly and exclusively for lhe purposes of the 
business or profession not being cnpilal expenditure or 
personal expenditure. If, therefore, section 3 70) is 
the governing provision for the deduction of expen
diture in· the computation of business profits, it 
would not be necessary to specifically enumerate 
other items of expenditure individually. 

I-8.10. The adopllon of the basis explained above 
and as enunciated by the Supreme Court on various 
occasions, would considerably reduce the area of un.
necessary and unprodl"ctive litigation between the tax
payer and the adminis"tation. We, accordingly, recom
mend that aU expenditure Incurred whoUy and exclu
sively for the purpose.!! of the business or profession, 
other lhau personal expenditure of the taxpayer, should 
be allowed as a deduction in computing the profits 
and gains. If the expenditure is in the nature of 
revenue expenditure it should be aUowed in the yeur 
in which it is incurred in accordance with the method 
of accounting followed by the taxpayer. If the ex
penditure is of the nature of capital expenditure, it 
should still be allowable in the process of computation 
of taxable profits through nllowances such as deprecia
tion or amortisation as explained in our interim report, 
paras 3.30 and 3.~0 and 3.31. 

1-8.11. The critical test for the allowance of busi
ness expenditure i& that it should be wholly and 
~xclusively incurred for the purposes of business and 
1t should not amount to either capital expenditure or 
personal expenditure. The recommendation in the 
preceding paragraph would ret at rest the eternal con
l!ict between capital and revenue expenditure. The 
concept of expenditure for the purposes of business 
likewise gives rise to situations where expenditure may 
be regarded as confined to the duration when a busi
!less is car.ried on. As a con,sequence, expenditure 
mcurred pnor to the commencement of business and 
iikewise expenditure incurred after the closure of the 
business may stand for disallowance. Insofar as ex
penditure is incurred prior to the commen.cement of 
business, provision is already made for amortisation 
of such expenditure under section 350 to which we 
have m.ade specific reference in our Interim Report. 
Expenditure. may, however, be incurred for the pur
poses of business but such expenditure may be incurred 
after the closure of the business. Instances of such 
expenditure would be retrenchment compensation pay
able under the Industrial Disputes Act, gratuity to the 
extent not already allowed in the computation. of busi
ness profits, other compensation based on past service 
of .emJ?loyees, claims· for termination of contractual 
obhgatio!!s, etc. In the light of our recommendation 
that secti.on 28 should be extended to cover income 
of a ~usiness or profession even after its discontinu
ance. ,I,t would follow that the computation under the 
h.ead profits and gains of business" would be neces
~Itated even after t~e discontinuance of business. The 
'.ncome of such p~nod should necessarily be computed 
on accordance Wl.th the provisions of section . 29 to 
440 and, accor~m.e}v expenditure of . the nature 
referred ·to earhcr mcurred after the closure of the 

52 

business would constitute deductible expen,diture in the 
computation of the business profi!Sijlosse~. If a liabi
lity is not allowed during the continuance of the busi
ness because it remain~ contingent, it should be allowed 
when it crystaiires into an actual liability on and after 
the closure of the business. The obligation had never
theless been contracted and had arisen to the taxpayer 
m his character as a businessman. A provision which 
entitles the departmen,t to tax the income after the 
closure of a business cannot be one sided and corr~s
pondingly the taxpayer should be entitled to claim 
losses and expenditure relating to the business after 
its closure. We, therefore, recommend that expendi
ture which would have been aUowable had the business 
continued should be allowed even after the closure of 
the business, and p.rofit or loss should be computed 
accordingly. The expenditure arising out of the clo· 
sure of the business should also be regarded as ex
penditure incurred for the purposes of the business. 

I-8.12. Even though, as mentioned above, the ap
proach of the courts of law has been ultimately to 
tax th~ real income o.f ~n assessee by a!lowing ail 
expenditure on the pnnciple of commercial expedi
en~y, the approach of the legislature appears to be 
to depart from this principle and provide for 
special disailowances for special reason&. Ins
tances of such disailowan,ces are : entertain
ment expenditure, expenditure on maintenance of 
guest houses, travelling expenses, limits on salaries and 
~erquisites, and more recently expenditure on adver
tisement and sales promotion. Even though in con
sonance with the prin.ciples laid down by the Supreme 
Court, these expen~es are strictly ailowable as busi
ness expenditure, the Legislature marks them out for 
SJ?ecia! disail~wan~e for various reasons. Naturaily, such 
kind of special disallowances result in the distortion 
of the concept of real income which courts have gra
dually evolved. They have also the effect of increasing 
the incidence of tax on the business income. Such 
special disallowances also bring about a certain amount 
of avoidable litigation, between the taxpayer and the 
administration. Though it would have been ideal that 
?nder the income-tax law the concept of real income 
1s adhered to and no such special disailowances are 
provided, in the society in, which we live where tax 
law is not merely an instrument of colle~tion of tax 
but als<_> an . ins~rume!lt for achieving various socio
economic obJectives, It may not be possible at this 
~tage to follow that ideal. All we would emphas-ise 
IS that at least for future such artificial disallowance 
should be kept at the minimum and the Government 
should accept the concept of reni income evolved by 
courts of law over the years. 

I-8.1~~ From the .emphasis l~id by us on expendi
ture bemg allowed m conformity With the principles 
of commercial accounting it would follow that the 
taXpayer also . should not be entitled to distort his 
clmms for allowance of expenditure. If the expendi
ture is allowed under any provision of the Act for 
any year then no deduction should be admissible in 
r~s!'ect. of the same expenditure under any other pro
VISion In the same year or any other· year. So far 
as business expenditure is concerned, on the basi& of 
recommendations made by us it 'W'Ould either be al
lowable as a revenue expenditure or if it is held to 



be of a capital nature it :ovould be .allowed by :-vay ot 
depreciation or amortisation or wnte oft. Thi~ pro
cess of allowan,ce of expenditure in com~utation . of 
business profits should not be confused With SJ?ecific 
allowances which may be granted by way of Incen
tives in ·the process of computation of business profits. 
The Legislature has expressly gra_nted an extr~ allow
ance by way of weighted deduciJon for certam, cate
gories of expenses as also investment allowance by way 
of incentive. Such benefits which may expressly be 
granted by the Legislature are in the nature of allow
ances by way of incen,tives and they do not partake 
of the character of deductions. It is appropriate that 
where any such incentive or extra deduction is desired 
ta be granted the intention should be expres1ly and 
clearly stated. 

I-8.14. Another area of litigation in, regard to 
allowance of business expenditure is in the matter of 
the year to which the expenditure relates. Several 
matters have been taken right upto the Supreme Court 
to decide whether an expenditure is allowable in one 
particular year or another. This could result in an 
expenditure being disputed for deduction either on 
the ground that it relates to an earlier year or on the 
ground that it relates to a later year. Such litigation 
is to our mind wasteful when the only bone of con
ten,tion is the year to which the expenditure relates 
without any dispute as to the allowability of the ex
penditure itself. The instances in point are compensation 
claims, bonu~ payments, etc. In all such cases we re
commend that if the Income-tax Officer disallows an ex· 
penditure in the course of any assessment he shonld si· 
mnltaneously be required to determine the year to which 
web expenditure relates. If it relates to a past yeur then 
he should be required to simultaneously revise such 
past a55essment and allow the deduction. If it relates 
to a future year, the assessment order should record 
a finding in regard to the year to mhlch it relntes and 
such a finding should be binding on the Income-tax 
Officer or his succes50r so far as the assessment for 
such subsequent year is concerned. 

I-8.15. There i&, however, one area in which dis
putes between the taxpayers and the administration 
are boun,d to continue. This area relates to the ques
tion as to what constitutes expenditure wholly and 
exclusively incurred for the purpose& of the business. 
Our observations earlier indicate that this test should 
be the primary test for allowance of business expen
diture. There has been considerable amount of litiga
tion, on this question and several principles or tests 
have now emerged as a result of judicial pronounce
ments, However, it is not feasible to totally remove 
all area~ of dispute between the taxpayer and the ad
ministration nor would it be feasible for the law to 
Jay down all the tests to determine the allowability 
of such expenses in specific instances. It is in this 
context that an inlightened imaginative and independent 
administration can effectively function in mitigating 
the rigours of the legislation and ensuring that, by 
and large, justice is meted out to the taxpayer. There 
are instances where on sound judicial principles, ex
penditure has been, held to be for the purposes of 
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businen but which decisions. are ove.r ridden . by s~b
sequent legislative en,acl!nents. An mstance m po~t 
is where wealth-tax is paid on assets used for a buSI
ness; such tax should appropriately constitute a d~duc
tion in determination of the true profits of the busmes9 
as held by the Supreme Court in Indian· Aluminium 
Co. Ltd. v. CIT 84 ITR 735. However, this decisi~n 
has been superseded by legislative amendments With 
retrospective effect. 

I-8.16. Similarly, there are judicial decision,S which 
apply to the facts of a gi':'en case. . Sometime~ such 
dec1sions may create genume hardship where m the 
interests of equity and balance. of ju~tice, th~ expend!· 
ture should appropriately qualify for deduction. It IS 
nere that we emphasise that there should not be a total 
estrangement between equity an,d the tax Jaws. The 
administration should promptly step in and ensure that 
appropriate directions are issued to the tax oflicers to 
prevent disallowance of expenditures in such circum
stances. In,stances in point would be expenditure in· 
curred to redeem or recover confiscated goods, and 
expenditure incurred in taking or defending proceed
ing& in connection with activities in the course of 
busin,ess. 

1-8.17. Slnularly, there has sometimes been a ten
deD:CY to extend the scope <_>f a judgme_nt which is 
limited to the facts of a particular case, m a manner 
so as to apply it gen,erally. An instance of this ten
dency is the attempt to disallow pens10ns paid to 
widows of deceased employees based upon the decision 
in Gordon Woodroffe Leather Mfg. Co. Ltd. V. CIT 44 
ITR 551, which was clearly rendered on the special 
facts of the particular case. Thi~ is a situation where 
inequity is brought about by the administration, which 
is possibly motivated by a fear of criticism, if loss oi 
revenue were to result by adopting a view restricting 
the judgment only to peculiar facts of the particular 
case. It is in such circumstances that appropriate 
administrative instruction& issued without fear or favour 
would remedy injustices and prevent fruitless litigation. 
It should be remembered that not all taxpayers would be 
in a position to carry issues higher and many may help
lessly accept the Departrne~t·~. verdict witho!Jt. dem_ur. 
This casts an added respons1bil1ty on the adnurustrat1on 
to adopt a fair and eqUitable approach in the adminis· 
tration of the tax laws. We may, therefore, observe 
that all situations of deduction of business expenditure 
cannot be legislated upon and much would depend 
upon an enlightened approach in toe administration 
of the Jaw based on c:on~iderations o1 equity and 
justice. 

I-8.18. We now proceed to examine some of the 
specific provisions dealing with the computation of 
business income : 

Investment Allowance-Section 32A : The Finance 
Act, 1976, inserted a new section 32A in the Income· 
tax Act to provide for the grant of investment allow
ance. This aUowance is a deduction in the computa
tion of business profits by way of an incentive mea
sure to ·encourage investment in new machinery and 
plant. The conditions for the grant of investment 



allowance arc broadly similar to those which were 
applicable to the grant of development rebate. The 
Jaw in regard to the grant of devel~pment rebate has 
been, in force for several years and IS now reasonably 
well settled. The principles enunc;iated by the courts 
in that regard would be broadly applicable to the pro
visions relating to investment allowance. 

I-8.19. The investment allowance is to be allowed 
in the year in which the asset qualifying for the invest
ment allowance is acquired or installed. However, 
as it is also conditional upon the use of the asset for 
the purposes of business, the section provides for the 
grant of the allowance in the year of commencemen,t 
of use if such commencement is in the' I?revious year 
immediately following the year of acquisition/installa
tion. This condition tying up the gran.t of the allow
ance to the first use of the asset in the previous year 
immediately following the year of acquisitiol\linstalla
tion does not appear to have any particular justifica
tion, but, on the con,trary, can result in hardship in 
cases where the commencement of use may be delaye'CI 
by circumstances beyond the control of the taxpayer. 
Ordinarily, any taxpayer who invests in an asset quali
fying for investmen,t allowance would be interested in 
bringing such asset to use· at the earliest possible op
portunity. However, exceptional circumstances such 
as non-availability of power, or raw material, etc., may 
result in the asset not being brought into use in the 
immediately succeeding previous year but being 
brought into use in a later ·previous year. The denial 
of the allowance in such .circumstance~ would be: ·un
justified. We, accordingly, recommend that '!llhere the 
asset qualifying for investment allowance is acquired or 
installed in one previous year but brough.t into use in 
any su~quent previous year, not necessarily the pre
vious year Immediately following the year of aequis-" 
ltion installation of the asset, the investment allowance 
should be granted in the year in which the asset b 
first put to Wje for the purposes of the business. 

I-8.20. The grant of investment allowance i~ sub
ject to fulfilment of various con.ditions. One of the 
conditions is that the asset should not be transferred for 
eight years from the end of the previous year in which 
it was acquired or installed. The section makes ex
ception~ in cases where as a result of an amalgama
tion another company succeeds to the business of the 
company which was eligible for the allowance, and 
where .there is succession to the business of a firm by 
a company. In such cases of succession, the Jaw ex
pre~sly permits the successor to obtain the benefit of 
the unabsorbed investment allowance on the conditions 
being continued to be fulfilled by the successor. The 
law also provides that in, such cases investment al
lo'!"ance already granted to the predecessor shall not be 
W}l~drawn .. ~e recommend that correspond;ng fUO· 
Vllllons qualifying the successor for investment allow
ance ~hould. also be made in the following type.• of 
eases 1nvolvmg a change of ownership of . assef!l :-

(a) Whe!e an indiv}dual proprietm- of a business 
expires and h1s successor inherits the busi
ness; 

(b) Where the change in ownership takes place 
as a result of partition of the property of a 
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Hindu undivided family which is carryin& 
on tb,e businCfiS ; 

(c) Where a sole proprietor converts his business 
into a partnership and continues as a p1111· 
ner for the unexpired period of non-transfera
bility of the asset. 

l-8.21. Another condition required to be fulfilled 
for obtaining the benefit of investmen,t allowance is 
that a reserve ~tyled "Investment Allowan.ce Reserve~'' 
should be created by appropriate debit to the Profit 
and Loss Account and credit to the Investment Al
lowance Reserve Account. Inasmuch as the actual 
quantum of investment allowance that would ultinlately 
be allowed in an assessment may not always be pre~ 
dicated with reasonable certainty, the Explanation to 
&ub-section. ( 4) of section 32A provides a relief. By · 
virtue of this Explanation, if the reserve created is 
inadequate with reference to the actual allowance, the 
Income-tax Officer is required to afford an opportunity 
to the taxpayer to make good the shortfall. The Ex
planation thus provides for a situation where there is 
an inadequacy in· the reserve created. There may still 
be cases where there is total absence of any reserve 
in view of the claim being nil as per the return, but 
on assessment a particular figure i& determined. On 
a literal reading, the Explan.ation may be taken to 
mean that it covers only cases of imidequacy and not 
cases of absence of reserve altogether. In circumstan
ces where the absence arises out OJ the position as 
per the return, it is appropriate that the same oppor
tunity should be available to the taxpayer. We, ac
cordingly! recoll~J!lend that the explanation may suit
ably clanfy tbpt If covers not merely cases of inade
quacy of the reserve but also absence of any reserve 
under simHar ciccumstances. . 

1-8.22. Under the existing provisions of section 
3 2A, . an asse~see en~aged. in the busin,es& of operation . 
of ships or aucraft Is entitled to investment allowance 
only in respect of a new ship or a new aircraft. Other 
plant and . machin,ery acquired by such an assessee 
~d used 10 the sam~ business operation of ships ·ox 
.au_craft does not qual1fy for the investment allowance 
1~ IS ':Ommol!- knowledge that in such highly capital 
m.tens1ve busm~ss, supporting pla~t and m~chinery for 
the proper mamtenance and repaus of sh1ps and air
cr~t may also. have to be acquired. The denial 
of mves~ent al!owanc~ ol!- such other items of plant 
and machmery Is not JUStified. We, accordingly re
coll!mend that in f!Ie case o_f asse55ees engaged in the 
busmess of operation of ships or aircraft, investment 
allowance should also be granted in respeet of any 
new plant and machinery installed for· the irurJloses of 
such business. · 

1-.8.23 Rehabilitation Allowance-Section 338 : 
Section 33B of the Income-tax Act provides for the 
grant of a rehabilitation allowance to a taxpayer who 
has. suffered extensive damage to, or destruction of, 
capital assets used for purposes of business due to. 
na~ral calamities, riot or civil disturbance, enemy 
action, etc. The allowance, at present. is an amount 
equal to 60 per cent of the terminal allowance admis
sible under s~ction 32(l)(iii) of the Act in respect 
of th~ deprec~ble assets ·such as building, plant and 
machmery, wh1ch- have suffered damage or destruction. 
It has been represented to us that the allowance in 



this form may prove to be in~dequate to overcome 
the financial constraints involved in the rehabilitation 
of the undertaking. In the first place, the quantum 
of the dedu~tion itself may not be very significant, parti
;Ulady in the light of our recommen,dations in the 
rnterim Report relating to depreciation. Secondly, the 
deduction would only materialise as and when the 
taxpayer derives profits from the undertaking after it 
is re-established, reconstructed or revived. The cash 
impact of the deduction would, therefore, be deferred 
until the actual earning of profits and the mea~urt:' 
would not contribute materially to the process of re
oon<tnicti.on or rehabilitation. 

· 148".24. It appears to us that in circumstances such 
as "these the taxpayer suffers several losses. There 
IVould In the revenue lo5>.>es arising from the destruc
tion of .the stock-in-trade, non,-recoverability of debts, 
etc; There would also be the terminal allowance in 
respect of ·depreciable assets which are demolished or 
destroyed. A sizable amount of loss which can ordi
narily be set off against business profits would arise in 
relation to the year in which the destruction, and 
damage takes place. Apart from the rehabilitation 
allowance which the taxpayer would qualify to get 
under section 33B, these deductions by them~elves 
·would take a considerable period of time for absorp
tion,. against future profits. If the taxpayer i& given 
a right to carry back these losses and set the same 
off against busines& profits which have already suffered 
tax ·in the three years preceding the year of damage, 

. the benefit would be more meaningful. This would 
·enable !he taxpayer to claim a set off of these losses 
against past income on which taxes have been paid 

· an4 which would therefore result in a refun.d of taxes 
to him. This would serve to provide him with cash 
.resQurces which would further facilitate the proces! 
. of rehabilitation and revival. From the revenue point 
·of view also the concession would n.ot be unduly signift
cant because such losses would otherwise have been 
absorbed in later. years against future profits. It is 
merely a question. of timing of the set off. 

I-8.25. We, accordingly, recommend that in the 
circummmces mentioned in section 33B of the Income
tax Act, the taxpayer should be entitled to carry back· 
ward business losses. and other adm'ssible-allowances 
and deductions to the three yeiU"s immediately preced
ing the. year in which the business wns disrupted, to 
be ~~ oft' against the profits assessed for those years. If 
there is still any loss or other amount which remains 
unabsorbed by such set off, such· ·lnss, )etc., mav be 
allowed to be carried forward lot future set off in 
the 5ame manner ns at present. Such right to carrv 
backward and set ·off losses should, however, be al
lo'l'lr.d· only if the taxpayer satisfies tb,e Income-tax 
'Officer at the time of a!!5essment that he has taken 
adequate steps for. the revival, re-establishment or re
construction of the disrupted business. 
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1-8.26. Expenditure on acquisition of patent rights 
or copvrights-Section 35A : The provisions in sec
tion 35A allow the amortisation of capital expenditure 
im:urred by the assessee on the acquisition of patent 
rights or copyrights med for the purpo~e of bu~ine~s. 
Such amortisation is at present allowed over a maxi
mum period of fourteen years, but where some period 

has elapsed since the patent was registered, the cost 
to the assessee is allowed in equal instalments, over 
the rema1ning years of the 14-ycar period. Thus, in 
a case where five years had elupscd before the parent 
was acquired by the assessee, the asses;ee'li cost of 
acquisition is amortised over nine years. The period of 
fourteen years as the maximum period for amortisation 
under these provisions has been fixed apparently in view 
of the provision in the law relating to patents that four
teen years would be the maximum term of a patent. 
However, under section 53 of the Patents Act, 1970. 
while the term of a patent is ordinarily fourteen years, 
it could be as low as five year> in some cases. More
over, in the case of copyrigh1s, the term of 14 years h·ds 
no relevance. Even in the case of patents there is noth
ing to prevent the owner of the parent from exploiting 
it for any number of years. For these considerations, 
we are incli,led to think that the period of fourteen 
years under the Income-tax law has no particular 
merit. In line with the period of an1ortisation speci
fied in other provisions of the Income-tax Act, such 
a~ sect10ns ::150 and 35E, we recommend that in the 
ca&e of patents and copyrights too, the cost of acquisi
tion should be amortised over a ten-year period. The 
·period which had already elapsed before the acquisi
tion of the right~ by the assessee will be irrelevant for 
the purpose of amortisation. On,ce the rights are 
acquired, whatever be the unexpired term of the patent 
or copyright, its c.ost to the assessee should be amor
tised over a ten-year period. 

1-8.27. Bonus-Section 36(l)(ii) : One of the per
missible deductions in the computation of profits and 
gains of business or profession is payment& by way 
of bon,us or commission to employees. The general 
rule in thi~ regard is that such expenditure is allow
able having regard to the practices obtaining in the 
trade. By an amendment made through the payment 
of Bonus (Amendment) Act, 1976, in September. 
1975, the section expressly limits the deduction allow
able in respect of bonus to employees covered by the 
Bonus. Act to the bonus payable under the Bonus Act 
The consequence is that if an employer pays bonus 
in excess of that payable under the Bonus Act, such 
additional amoun,t will not be allowable as a dedur
tion. Whilst this provision may apparently seem logi· 
cal insofar as it aims at disallowing extra-statutory 
payments, it is largely unrealistic. The realities of 
business indicate that in several instances there is the 
compulsion of labour for payment of bon.us in excess 
of the statutory limits. Employers have sometimes 
to yield under coercion to the injustice of such demands 
largely on grounds of commercial expediency. In 
recent times, the spate of industrial unrest all over the 
country is indicative of the realities of such coercive 
deman,ds and the inability of any administrative machi
nery to effectively prevent such demands. Apart from 
the injustice of the burden on employers, it should be 
recognised that the provision for disallowance in the 
income-tax assessment further compounds such injus· 
tice. The test of admissibility of business expenditure 
is not necessarily restricted to one of statutory compul
sion; it is equaliy valid when arising out of contractual 
obligations incurred on I!'TOunds of commercial ex
pediency. We. accordingly, recommend that !he first 
proviso to &ec~on 36(1)(ii) which creates this injustice 
should be deleted. 



1-8.28 Bad Debts-Section 36(1) (vii) : Sec~on 
3o(lJ(vii) of the Act read with secuon 36(2) .!>rovtdes 
tor me aeaucuon of any debt or part thereot whtcb 
is established to have become a bad debt m the pre
vious year. The emphasis in the section is on the 
establishment of the claim by the taxpayer as also Oil 

the fact of the debt having become bad m a particular 
previous year. 1n regard to fulfilment of these con.di
uons, tbt:re can be ditl:erences ot opinion between the 
taxpayer and the Income-tax Ofiicer wbich, m turn, 
gtve nse to uugauon. 1ll regara to tbe time element, 
viz., the previous year to which the claim relates, 
the Jaw na~ made adequate provision. to ensure the 
grant ot tbe deduction m ont: year or tbe otber, ma~
much as, if the Income-tax Ollicer is of the view that 
the claim relates to an earlier year, he is required 
to recuty tbe assessment tor the earlier year. The 
section requires the debt to be written olf in the ac
count& of me taxpayer. A write-olf in the accounts of 
a relevant year would prima facie be indicative of the 
judgment of the taxpayer as regards the year to which 
the claint would rdate and no useful purpose may 
be served in displacing the year of the claim. 

1-8.29. As regards the other issue, however, viz., 
the establishment of the nature of the bad debt, the 
Jaw leaves scope for disagreement between the tax
payer and the Income-tax O!licer. The Income-tax 
Department has generally been, adopting a stnct ap
proach almost bordering upon the need for absolute 
proof of the debt having become bad or irrecoverable. 
The normal practice is to enquire whether all the 
legal remedies have been tried and exhausted and the 
extent to which the debt remains unrecovered after 
exhaustion of all such remedies. The taxpayer, how
ever, may n,ot alVI-ays resort to the legal remedies 
open to him particularly, when, having regard to the 
circumstances of the debtor, he is satisfied that the~t: 
remedies would be futile. To deny the deduction in 
such cases would leave the taxpayer with a loss on 
hi~ hands and without the legitimate set off of such 
Joss against his taxable income. In this connection, 
it may be observed that the language of the corres
ponding provision in the 1922 Act was somewhat 
different. Under that Act, the section referred not 
only to bad debt& but also to doubtful debts. The 
presen,t Act refers only to any debt or part thereof 
which has become bad. The Central Board of Direct 
Taxes has, in a Circular ciuted 13th January; 1971, 
referred to this difference between the Act of 1922 
and the present Act. Referring to the observations 
of the Law Commission, which was of the view that 
the word "doubtful" was unnecessary and did not add 
anything, the Board has stated that the provision in 
section 36(1)(vii) also covers doubtful debt~. This 
is obviously because the clause refers not only to a 
debt but also a part of a debt. 

1-8.30. In our view, in the ultimate analysis, it is 
for the businessman to decide as a matter of com
!llercial expediency what amount he should write off 
Ill the Profit and Loss Account in respect of the bad 
~nd doubtful debts. Likewise, it is a matter of his 
J~dgement whether legal proceedings should be (iPi
tJated and as to how far the strict legal remedies 
sh~ul~ be pur~u:d. There is no point in laying down 
arhficml restnct1ons on the broad principle of com
mercial accounting for arriving at the true profits an,d 
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gains. T~is, in our ~ie':"', merely results in increase 
in work w1thout any stgmficant benefit to the revenue. 
The provisions of section 41(4) of the Act are also 
a sutlicien,t safeguard against any possible loss . of 
revenue inasmuch as any subsequent recovery agamst 
the allowances made is brought to tax in, the year of 
such recovery. Therefore, any apprehension that 
prolits may be artificially deflated or depressed by 
exaggerated claims for bad or doubtful debts is un
founded and any such contingency is adequately cover
ed by virtue of the express provisions in section 41 ( 4) . 

1-8.31. On a consideration of the above circum
stances our recommendations in regard to the nllowance 
fo.r bad, doubtful or irrecoverable debts are as 
under :-

li) The allowance in respect of debts estimated 
to be bad, doubtful or irrecoverable should 
be on the basis of the amount written off by 
the assessee in the profit and loss account of 
the relevant previous year. Where such a 
write-off relates to debts which fell d~re 
within a period of two years preceding the 
date of the write-off the taxpayer may be 
called upon to justify the write-off. In any 
case, the ta:xpuyer should be entitled to freely 
write-off debts llilich are not recovered for 
a period of two years from tlieir :origihal 
due date. 

(ii) The existing provisions for subjecting to fax 
any recovery out of the amounts written off 
should continue as a necessary safegunrd in 
the interests of revenue. 

(iii) The write-off of the debt to the p.rofit and 
loss account may be made either by a cor
responding credit en:ry to the debtor's ac· 
connt or by passing a credit entry in another 
appropriate account, such. as "provision . fo.r 
bad and doubtful debts accounts''· 

1-8.32. We may incidentally point out that an Ex
planation appearing below sub-section (4) of section 41 
refers to the expressions "moneys payable" and "sold" 
and in terms applies to sub-section (2) and sub-section 
(3); it has no relevance to the provisions of sub-section 
14). A similar Explanation also appears after sub
section (2A). We recommend thnt the explanation 
appearing after sub-section ( 4) of section 41 should 
be placed either at the end of the entire section or 
after sub-section (3) and should, with the necessary 
change in the language, cover sub-section (2). Sub· 
section (2A) and sub-section (3). 

1-8.33. Contributions to approved funds--section 
36(1)(iv) and (v) : Clauses (iv) and l v) of section 
36(1) provide for specific deduction of any amounts 
paid by an employer by way of contribution, to a 
recognised provident fund, an approved superannua· 
tion fund or an approved gratmty fund. · The ex pres· 
ston "paid" in the case of a taxpayer who adopts the 
mercantile system of accounting includes a provision 
which may be made in the accounts having regard to 
&ection 43(2) of the Act. There are several complaints 
that employers have been defaulting in the payment 
of their contributions to these funds. Any remedial 
action by way of withdrawal of approval or recogn,ition 



would adversely affect the interests of the employees. 
In order to prevent employers from obtaining the 
b~nefit of deduction for purposes of taxation even 
Without effecting payment of contributions to these 
funds, it will be desirable to fix a time limit for 
actual paymen.t of the contributions. We, accordingly, 
recommend !hot in clauses (iv) and (v) of section 36(1), 
a specific provis'ou should be made that if the contri
butions are not paid within a period of th1ee months 
from the end of the previous year, the deduction shall 
not be allowed in the computation of business profi ·s 
of that year. However, in cases of delayed p11yments 
the deduction should be allowed in the year of actual 
payment. 

l-8.34. Rule 14 in Part A of the Fourth Schedule 
makes provisions, v.1tich are substantive in nature 
applicable to the assessment of the employer. Simi: 
larly, rule 5 in Part B of the Fourth Schedule and 
rule 7 in Part C of the Fourth Schedule also contain 
subs~a!ltive provisions affc:cting the employer. These 
provisions should appropriately be placed in the sub
~tantive law along with the provisions relating to com
putation _of income from busin.ess rather than in the 
rules la~ing down the procedure for grant of approval 
to provident funds, superannuation funds and gratuity 
funds. 

1-8.35. Entertainment expenditure-Section 37 
(2A) : The deduction on account of entertainment ex· 
penditure is, under the present provisions limited to 
a maximum of Rs. 30,000 in the case of a~y assessee. 
The amount which is to. be allowed in any case is, 
howe_ver, to be determ!ned by the application of 
certam percentages (rangmg from t per cent to l/8 
Per cent) to the profits and gains of the busi
ne~~ of profession and limited to the upper 
ceiling of Rs. 30,000 •which is reached when 
the profits and gains exceed Rs. 1.70 crores. In the 
represe!lt~tions received by us •. it has been urged that 
the~e limits a~e too low. particularly, in the case of 
busme~ses having large overseas ramifications requiring 
extensive and continuing contact with customers and 
other business houses. Apart from this the main diffi
culty in administering these provisions' arises on ac
cou~t of the conflicting judicial pronouncements re
gardmg the scope of the expression "entertainmem 
expenditure". Considering these and other practical 
problems arising in, this connection. We recommend 
that the ceiling for allowaJJJCe of entertainment ex· 
pendifure may be raised to Rs. 1 lakh from the existing 
Rs. 30,000. This may be achieved by suitably in
crensing the rates and the length of the slabs so as to 
·arrive at the ceiling of Rs. 1 lakb where the profit.~ 
nnd gains of the business exceed Rs. 2.80 crores, on 
the foRowing lines :-

(i} On the First Rs. 20 
Lakhs of the Profits 
and Gains 

(ii) On the next Rs. 60 
Lakhs of the Profits 
and gains 

(iii) On the next Rs. 2 
Crores of the Profits 
and gains 

(iv) On ·the Balance 

: At the Rate of 1% 
or Rs.lO,OOO which
ever Is higher. 

: At the Rate of i% 

At the Rate of i% 

: Nil 
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I-8.36. Travelling expenses-Section 37(3) : In the 
mal!er of expenditure on travelling by an employee 
or ~my other {'t:rson for the purposes of the business, 
certain restricl!ons are placed on the admissible amount 
of such expenditure under rule 6D of the lncome·tax 
Rules, prescribed in pursuance of section 37(3). Rull! 
6D lays down the following limits for deduction in 
respect of daily allowance paid to an employee for 
the period spent by him outside his headquarters :-

(i) in respect of an e.n~toyee 
whose >3IJrJ is Rs. tOOO 
or more. 

(ii) in res;>c;t of Oil) olhcr 
employ.:c. 

R;. 100 , per day or 
pari thereof. 

Rs. SO per day or 
pJrt th:reof. 

The aforesaid rates are co be increased by 50 p.:r cent 
if the stay outside headquarters is at Bombay, Calcutta 
or Delhi. The figures originally fixed were Rs. 80 
and Rs. 40, which were increased to Rs. 100 and 
Rs. 50 with effect from 1st April, 1976. Thereafter, 
Ihe rates charged by hotels, including hotels run by 
the India Tourism Development Corporation (n 
Government company) have been revised upwards. 
While it is true that luxurious and ostentatious expen· 
diture on !ravel needs to be discouraged, the rule 
should not result in legitimate business expenditure of 
a normal character being disallowed. The maximum 
allowance could appropriately be related to the rates 
charged for a single room by the hotel of the highest 
grade run by !he India Tourism Development Corpora· 
tion in the city concerned. apart from the charges for 
normal refreshments and meals. To enable easy ad
ministration of the law, it is ideal that the amount is 
quantified in the Income-tax Rules itself rather than 
being related to any yardstick for comparison. The 
latter course may be lead to difficulties inaccurately ob
taining the rates as also determining the figures in cities 
where comparable hotels may not be available. From 
that point of view and having regard to the present 
rates, it appears to us that the actual expenditure, sub
ject to a ceiling of around Rs. 400, in the cities of 
Bombay, Calcutta and Delhi would be realistic. The 
ceiling would be correspondingly lower in the case of 
the other cities. At the same time it should be remem
bered that this figure of the ceiling has relationship to 
the present tariffs of India Tourism Development Cor· 
poration run hotels in the city of Delhi. If these tariffs 
are revised upwards it is appropriate that the ceilings 
be also raise correspondingly. We, acco.rdingly, recom• 
mend that the ceilin~s of Rs. 100 and Rs. 50 men• 
tinned in rule 6D be rncreased to Rs. 250 and Rs. 125 
respectively. .It would follow from this recommenda
tion that in the cities of Bombay, Calcutta and Delhi, 
the revised ceiling would be Rs. 375 and Rs. 187.50 
respectively. We further recommend that these mone· 
tary ceilin2s should be revised periodically having 
regard to the tariffs of hotels run by the India Tourism 
Development Corporation. 

1-8.37. Amounts pavab/e outside India, etc.,-Sec
tion 40(a) : Clause (a) of section 40 contains certain 
provisions for the disallowance. in computing business 
profits, of payments by way of salary or interest out
side India unless tax has been deducted at source from 



such payment5. Under anothe~ provision in the same 
section any payment to a provtdent fund or any other 
fund established for the benefit of employees of the 
assessee shall not be deductable unless the 
a>sessee' has made effective arrangements to 
secure that tax shall be deducted at source 
from any payment made from the fund which i& 
chargeable to tax as salar~. As regard~ the former 
provision, we ar~ of the vtew that ~avmg regard to 
the specific reqmrements of the Ia~ m the matter at 
deduction of tax at source from all mcome-payments 
to non-resident~ and the stringent provisions relating 
to .charge of interest, le·vy of p_enalty or prose~ution 
for infringement of those reqmrements, there IS no 
need to have a provision for disallowance of such pay
ments in the assessment of the payer. Apart from 
this, no remittance of any amount to any person out
side India is possible without the express permis&ion 
of the Reserve Bank of India and such permission 
would not ordinarily be accorded unless tax has been 
deducted.at source from the concerned remittance. In 
the circumstances we recommend that the provisions 
in sub-clause (i) and (iii) of clause (a) of section 40 
should be deleted. 

1-8.38. As regards- the provision in sub-clause (iv) 
of section 40(a), there is no provision spelling out the 
arrangements which would be considered effective for 
the purpose of this provision. While we agree that the 
provision for disallowance of payments to . provident 
and other funds should stay, at the same time, we 
recommend that the nature of the arrangements that 
would be cons;dered as effective for the purpose of 
section 40(a)(iv) should be spell out in the rules. 

1-8.39. Remuneration, benefit or amenity to director 
etc.-Section 40(c) and 40A (5) : Clause (c) of sec
tion 40 provides for disallowance of excessive or unre
asonable expenditure incurred by a company on the 
payment of any remuneration or the provision of any 
brnefit or amenity to a director or to a perwn who 
has a substantial interest in the company or to a 
relative of such director or such person. ·There is 
also a monetary ceiling on the deductib.le amou_n~ of 
such expenditure. There are correspondmg prov1s1ons 
in section 40A(5) for the disallowance of salary and 
perquisites to employees in exc~s of certain mone
tary limits. The monetary ceihng under both these 
sets of provisions is Rs. 72;000 for a year or Rs. 6,000 
per month. We have noticed a certain lack of unifor
mity between these provisions on the one hand and 
the approach adopted by the Department of Company 
Affairs in granting approval to such sal_ary and per
quisites to directors, on the other. Qu1te often, the 
Department of Company Affairs has approved salaries 
and perquisites to a director of a company on a scale 
higher than those specified in section, 40(c). We 
recommend that this dichotomy should be avoided, by 
making a specific provision to the effect that the mone
tary ceiling laid down in section 40(c) and in section 
40A(5) will not apply in any case where the salary and 
perquisites of the dlrector or other person, etc., have 
been approved by the Government of India in the 
department of company affairs, and that the test of 
whether the payment is excessive or unreasonable will 
also not apply in such cases. We further recomme.nd 
that the provisions of section 40(c) should operate in 
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a mutually exclusive area from section 40A(S) . and 
accordingly section 40A(S) should be rendered map· 
plicable to cases of persons who ar~ covered by. sec· 
lion 40(c). We may, ho'ftt~ver, clarify that the •terns 
of expenditure like provident fund contribution~ etc., 
which are excluded f.rom disallowance under section 
40A(5) should likewise continue to ba excluded from 
disallowance under section 40(c). 

I-8.40. Another aspect in which the existing pro
vision in section 40A(5) may result in hardship is the 
matter of retirement benefits paid to employees, such 
as gratuity, etc. At present, suc,J: payi:?,ent woul~ b.e 
reckoned as included in the term salary and the lim1t 
of Rs. 5,000 per month or Rs. 60,000 per year will 
apply to the deduction admissible to the employer in 
respect of expenditure on payment of salary to the 
employees upto the ?ate ~f his ~etirement, taken . to
gether with the gratmty pa1d to h1m. Although retire
ment benefits such as grautity would generally be paid 
out of an approved gratuity fund set up by the em
ployer and the contributions made to the gratuity fund 
are to be excluded from the term "salary" for the 
purposes of applying the monetary limit by virtue of 
the second proviso to section 40A(5) (a), there may 
be cases where the employer does n~t have a~ !'pprov
ed gratuity fund but pays the gratmty to retmng em
ployees out of his own resources and claims the same 
as a revenue deduction in the year of payment. In 
order to avoid hardship in such cases, we recommend 
that it may be clarified that any payment by way of 
gratuity to retiring ~mployees (computed in accor~ance 
with a scheme applicable to all the employees) Will be 
~xcluded from the scope of salary for the purposes of 
the limit specified in section 40A(5) and correspond
ingly in section 40(c). 

1-8.41. Cash payments in respect of business ex
penditure-Section 40A(3) : Section 40A(3}, intro
duced by the Finance Act, 1968, proides for the dis
allowance of any expenditure in a business or P!o
fession for which payment in an amount exceedmg 
Rs. 2,500 is made otherwise than by a crossed c~eque 
drawn on a bank or by a crossed bank draft. Simul
taneously with the making •of these _pro"!sions, power 
was given to the Board to. pres~nbe, m. the rules, 
the cases and circumstances m wh1ch the disallowance 
will not be made. These cases and circumstances are 
spelt out in rule 6DD of the Income-tax Rules. The 
limit of Rs. 2,500 which was fixed in 196~ ~ould 
in the circumstances of today be a very low hmlt. It 
should bear a reasonable relationship to the general 
levels of costs al}d prices and the size o~ ,bytsine~s 
transaction&. While we agree that the prOVISion m 
section 40A(3) should be kept on the statute book·~ 
with a vie'l'!f to encouraging transactions through bank..._ 
we recommend that the limit of Rs. 2.500 nmy be 
raised to Rs. 10,000. 

J-8.42. Interest on deposits in the case of compan!eJ 
other than banking and financial ~ompanies~ectzon 
40A (8) : Sub-section (8) of section 40A. wh1ch was 
introduced by the Finance Act, 197~, prov1des_tor the 
disallowance of 15 per cent of. the m~erest pa!d bv a 
non-banking comoanv on depostts recer~ed by 11 .. The 
objective of disallowing a part of the mterest was to 



increase the cost of borrowing in the form of such de
posits and thereby discourage the acceptance of de
posits by companies in the non-banking sector. It 
should be observed that the Income-tax Act should 
not aim at controlling various aspects of corporate en
terprise. The acceptance of deposits is now well 
regulated by rules framed under the provisions of sec
tion 58A of the Companies Act; 1956. The Depart
ment of Company Affairs is, therefore, actively seized 
of the problem of regulating the acceptance of such 
deposits by companies. 

1-8.43. The partial disallowance of the interest undet 
section 40A ( 8) was justified on the ground that de
posits from the public had become more attractive 
as a result of the levy of tax on interest received by 
scheduled banks on their borrowings, under the In
terest Tax Act, 1974. That tax had the effect of in
creasing the cost of borrowings from scheduled banks 
by about 1 per cent. The Interest Tax Act has since 
been repealed and scheduled banks have also been 
directed to restructure their rates of lending so that 
the benefit of such repeal is passed on to the borrowers. 
It would therefore, follow that the artificial disincentive 
introduced by way of disallowance of interest on pub
lic deposits should likewise be discontinued. 

I-8.44. The system of public deposits has 
been · in vogue for several years. A large 
number of depositors place their funds in deposits with 
companies with a view to earning a reasonable amount 
of interest. To the companies also such deposits pro
vide· a convenient source of short-term finance for 
working funds. As such deposits are unsecured and 
do not involve any elaborate formalities, companies 
are in a position to readily accept such monies for 
the purposes of their business. By and large, the 
rates of interest paid on such deposits are also lower 
than the rates of interest charged by banks on work
ing capital advances. It has not been suggested that 
rates of interest on such deposits were unduly high 
or unreasonable. After the enforcement of the rules 
under the Companies Act, the terms for acceptance 
of deposits are required to be properly publicised and 
the general trend indicates a well regulated pattern in 
most companies. In fact, with the reduction in the 
rates of interest charged by scheduled banks consequent 
upon the abolition of the Interest Tax Act, several 
companies have also correspondingly reduced the rates 
of interest offered by them on public deposits. 

I-8.45. In such a situation, the disallowance ot 
15 per cent of the interest on deposits is harsh. Courts 

· of law have, in construing the provisions for allowance 
of interest against business income under section 
36( 1 )(iii), emphasised that the real test to be applied 
is to ascertain whether the money has been borrowed 
for the purposes of business. If that test is satisfied 
and interest is paid on such money, there is no warrant 
for disallowing any portion of the interest on subjective 
ot objective grounds. (See The East India Industries 
(Madras) Ltd. v. CIT 31 ITR 803 and CIT v. Bombay 
Samachar Ltd. 74 ITR 723). The emphasis in the 
matter of allowance of interest is, therefore, on the 
borrowings being effected for the purposes of the busi
·ness. So long as capital is borrowed for business pur
poses it contributes to the business activity, and to 
4RS&P/78-9 
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provide for an artificial disallowance even on funds 
legitimately used for the purposes of business is to 
needlessly distort the determination of true and com
mercial profits<. We, therefore, recommend that fbr 
provisions in section 40A(8) should be deleted along 
wilh the tenth scl!edule to the Income-tax Ad, which 
pertains to th~ provisions. 

1-8.46. Computation of income from insurance 
business-Section 44 : Section 44 of the Act makes 
a special provision and directs the computation of pro
tits and gains of insurance business in accordance with 
the rules contained in the First Schedule. To the ex
tent that computation is required to be made as per 
the rules in the First Schedule, such computation over
rides anything to the contrary contained in the Act re
lating to computation of income under the heads "In
terest on securities", "Income from house property", 
"Capital gains", "Income from other sources", as well 
as anything to the contrary contained in section 199 
and sections 28 to 43A. It is clear from a plain read
ing of section 44 that the process of computation under 
the schedule would prevail even if there is anything 
contrary in the other provisions referred to earlier. 

1-8.47. The First Schedule consists of three parts. 
Part A deals with the computation of income from life 
insurance business. This part has been considerably 
simplified under the Finance Act, 1976, and it there
fore, does not require any comment. 

1-8.48. Part B of the First Schedule contains rules 
for the computation of the profits of general insurance 
business. Rule 5 provides that such profits shall be 
computed on the basis of the annual accounts furnished 
to the Controller of Insurance. The whole scheme of 
computing the income under the five separate heads 
is, therefore, modified by adopting the profits from 
the annual accounts filed pursuant to the Insurance 
Act, 1938. The rule provides for three adjustment~ 
to such profits. The first adjustment relates to speci
fic disallowances of expenditure as contained in sections 
30 to 43A of the Act. To that extent, therefore, 
those provisions are to be given effect to. The second 
adjustment is in relation to transfers for depreciation 
or appreciation in the investments held. The rule ex
pressly allows the deduction of any amount written oil 
or reserved in the accounts to meet depreciation or loss 
on realisation of investments. The allowance is, how
ever, subject to a proviso which requires the Income
tax Officer to be satisfied about the reasonableness of 
the,write off. In the context of the public ownership 

·of all general insurance business in our country, we 
consider that disputes between the Department and the 
general insurance companies ·in the public sector would 
be merely academic. No worthwhile purpose would, 
therefore, be served by continuing the proviso. We, 
accm-din1dy, recommend the deletion of the provbo to 
clause (b) of rule 5 of the First Schedule. The third 
adjustment relates to the reserve for unexpired ribb 
as prescn'bed under rule 6E of the Income-tax Rules, 

1-8.49. After such adjustments are made the figure 
of profits determined from the annual accounts is 
to be taken as the profits and gains from the general 
insurance business. This, however, is not the end of 
the exercise of determination of total income which is 
to be subjected to tax. In order to compute the total 



income, the further steps ~f computation under C~apter 
VIA would have to be given effect to. Accordrngly, 
from the profits and gains as determined under the 
First Schedule, deductions would specifically be allow
able for items such as donations (under section 80G), 
intercorporate dividends (under section 80M), etc. 

I-8.50. Our attention has been drawn to a view 
taken that the deductions under Chapter VIA are not 
to be allowed and that the computation made und~r 
the First Schedule is final by itself. Such a view, to 
our thinking, is clearly opposed to the express terms 
of section 44, which provides that by this process what 
is determined is the profits and gains of the insurance 
business. It does not provide that such profits and 
gains would constitute the total income. There is 
nothing to the contrary contained in Chapter VIA to 
warrant the exclusion of those provisions in the case, 
of a general insuran.ce business. We, therefore, re-o 
commend that this relear position in law should be reite
rated by suitable instructions to the assessing officers. 

I-8.51. Our attention has also been drawn to a view 
that section 44 has the effect of overriding section 199 
with the result that credit for taxes deducted at source 
is not to be allowed in the case of a general insurance 
business. The reference to section 199 in section 44 
is clearly to give effect to the modified treatment 'of 
taxes deducted at source as contained in rule 4 of the 
First Schedule. That rule has no relevance for the 
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purposes of general insurance business. There is noth
ing in rule 5 which evo:n suggests that section 199 shall 
be rendered nugatory or inoperative. The provision 
in section 44 is only to override anything to the con
trary contained in section 199. When, however, rule 
5 of the Fll'St Schedule is totally silent and makes no 
provision at all in relation to the treatment of taxes 
deducted at source, the question of overriding anything 
to the contrary in section 199 does not arise at all. 
Without doing extreme violence to the language of 
section 44, credit for taxes deducted at source cmmot 
be denied in the case of a general insurance business. 
Again, as pointed out elsewhere in our Report, section 
199 has also to be read in the context of the entii:e 
scheme of deduction of tax at source under Chapter 
XVII and more particularly section 198 and section 
205. No demand based on denial of credit for taxes 
deducted at source can be enforced against the taxpayer 
in view of the clear provisions in section 205. We, 
accordingly, recommend that suitable instructions may 
be issued to the assessing officers clarifying the posit'on 
in law and setting at rest the needless controversy based 
npon the erroneous construction of section 44. 

1-8.52. There are certain deductions available from 
the gross total income which are relevant to the com
putation of income under the head "Profits and gains 
from business or profession". In this regard attention 
is invited to our comments in Chapter 13. 



CHAPTER 9 

CAPITAL GAINS 

I.9.1 PartE of Chapter IV of the Income-tax A~ 
comJ?rising sections 45 to 55A, contains the substantive 
provisions relating to computation of income charge
able under the head "Capital. gains". Under section 45 
profits and gains arising from the transfer of a capi~al 
asset effected in a previous year are chargeable to m
come-tax under the head "Capital gains" as income of 
.that previous year. The expression "transfer" in. rela
tion to a capital asset, is defined in section 2( 4 7) of the 
Act, to include the sale, exchange or relinquishment of 
the asset or the extinguishment of any right therein 
or the compulsory acquisition thereof under any law. 

I-9.2. The expression "capital ass.et" has been defin
ed in section 2 ( 14) of the Act. This definition is 
comprehensive in the sense that it includes property 
of any kind held by an assessee. The definition ex
pressly excludes certain items, namely : 

( 1) stock -in-trade ; 
(2) 

(3) 

(4) 

personal effects held for personal use of the 
assessee or his family, except jewellery ; 
agricultural land situated in India outside 
urban areas ; and 

certain Gold Bonds issued by the Central 
Government. 

I-9.3. The scheme of section 45 is ·to bring about 
the charge of tax on capital gains in entirety in the year 
in which the transfer of the capital asset is effected. 
Conversely, no liability to tax .on capital gains arises 
until the capital asset in question is transferred within 
the meaning of that expression. 

I-9.4. The quantum of the capital gains is determin
ed in accordance with section 48 of the Act. This 
broadly aims at treating the excess realisation over the 
cost of acquisition of the assets as the capital gain. 
The cost of acquisition represents the actual cost of 
acquiring the asset and the cost of effecting improve
ments thereto. In certain circumstances this cost may 
be substituted by the fair market value as on 1st of 
January, 1964, under section 55 of the Act. 

1-9.5. Certain types of transactions are not regard
ed as transfer under section 47 of the Act. The ob
jective underlying section 4 7 is to exempt from charge 
of tax the capital gains arising on the transactions spe
cified therein, notwithstanding the change in ownership 
of the asset. Correspondingly, section 49 provides that 
the cost of acquisition of the asset to the transferee 
in such cases would be the cost to the previous owner. 
Accordingly, when such a transferee subsequently 
transfers the capital asset by any one of the non
excepted modes, capital gains would be charged on 
the sale proceeds. realised less the cost of acquisition 
to the previous owner. 
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I-9.6. Apart from the categories of transfers which 
are excluded from the incidence of tax on capital gains, 
there are other specific exemJ?tio~ conf~rred by l~w. 
Section 53 confers an exemption m relauon to capital 
gains arising on transfer of house property where the 
sale value does not exceed Rs. 25,000. Section 54 
confers an exemption where his residential house is 
sold by a taxpayer and another house is acquired . by 
him for his residence. Section 54B exempts the capital 
gains on the sale of agricultural land use_d by the tax
payer for cultivation where another agncultural land 
is purchased for similar usc. Section 540 exempts 
capital gains arising on. comp~sory acquis~tion of .Ian~& 
and buildings of an mdustnal undertakmg which IS 
followed by acquisition of fresh land or building for 
the purpose set out therein. 

I-9.7. Section 54E, which has been introduced .bY 
the Finance (No. 2) Act, 1977, confers exemption 
where the sale proceeds of capital assets are reinvested 
in approved forms of financial assets. 

I-9.8. Certain difficulties have arisen in regard to 
the operation of these provisions . The charge is attrac
ted under section 45 when the transfer is effected. It 
has been held by the Supreme Court in several cases 
that "transfer" mean,s an effective transfer of title. In 
Alapati Venkataramiah v. CIT, 57 ITR 185, the Court 
has observed that "transfer must mean effective con
veyance of the capital asset to the transferee". Deli
very of possession of immovable property cannot by 
itself be treated as equivalent to conveyanc~ of the 
immovable property. The Court also negatived the 
argument based on section 53A of the Transfer of 
Property Act under which the assessee could never 
have got back possession of the properties. The Court 
held that it was only on the effective conveyance and 
transfer of title that the tax can be levied. 

I-9.9. This position. can lend itself to pardship. in 
particular cases. It IS a common prachce for Im
movable property to be sold under an agreement of 
sale but the actual conveyance may be drawn up and 
registered several years after the finalisation of the 
transaction. This may be due to various factors some
times beyond th& control of the parties. In cities like 
Bombay where properties are' being developed for con
struction of multi-storeyed buildings, the builder who 
constructs the building for the purchasers of the pro
perty, does not effect the transfer of !itle un!il the pro
perty is constructed and a co-operative society of the 
flat owners is formed. In such cases due to delay in 
the formation of .the co-orerative society, the actual 
transfer is not effected unti the expiry of several years 
after the original transaction of sale. It follows that 
in such cases the original seller of the immovable pro
perty is not taxed on the Capital gains until the year 
when the actual conveyance takes place. By this time 
he may well have lost or spent away the consideration· 



· ing on the sale of the property and rendered. hiiJ?-;a unable to pay the tax. Dilliculties also anse m 
cases wbere the mterregnum berween the agreement 
to sell and the execution of the conveyance of sale may 
witness a steep appreciation in the v~ue of the. pr<?-

rty thereby giving rise to the question of applicabt
~ of section 52(2) of the Act (on its narrow con
struction) with reference to the market value as on the 
date of the conveyance. On the one hand, the Depa,rt
ment's attempt to apply sectioD: 52(2) ~o such cases 
would be unjustified wben the difference ts attrtbutable 
to appreciation in the value of the property b~tween 
the date of the agreement to sell and the execution of 
the deed of conveyance. On the other band, the 
attempt to apply section 52(2) in a case of. under
statement may also be frustrated by antedatmg the 
agreement to sell. The provision for bringing the gain 
to tax at the point of conveyance in relation to . !m
movable property, therefore, creates these comphca
tions. 

1-9.10. Suggestions have been lll!lde to. the effect 
that the mean,ing of the term "sale" m relatiOn to =
movable property should be varied and relat~d to the 
point of time where possession of property ts parted 
with and the sale consideration received by the seller. 
We have considered these suggestions very carefully. 
We are of the view that any radical change in the 
meaning of the word 'sale', having regard to the scheme 
of transfer of title under the Transfer of Property Act, 
would create addition,al proble~ and distortions. . At 
the same time we have to take mto account the ddii
cultie~ arising in relation to the operation of the taxing 
provisions particularly sections 45 and 52(2) pointed 
out above. 

1-9.11. It would not be appropriate to totally alter 
the meaning of the expression 'transfer' in all cases. 
However, in cases where all incidents of ownership are 
virtually transferred to the purchaser it would be 
appropriate to advance the stage of as~ssment to 
tax. No useful purpose would be served in delaying 
the levy of the tax until the actual transfer of title 
in· a legal sense under the provisions of the Transfer 
of Property Act. In several cases, evidence of trans
fer of incidents of ownership could be easily esta
blished. There may for example, be a written agree
ment to sell between the parties, handing over pos
session of the premises or property by the seller to 
the buyer and payment of the whole or substantially 
the whole of the consideration by the buyer to the 
seller. These features would be present in a large 
number of transactions relating to sale of intmovable 
property in the principal cities of the country. The 
situation would be very similar to that contemplated 
under section 53A of the Transfer of Property Act 
where in the circumstances specified in the section, 
the transferor is debarred from enforcing any claim 
in respect of the property against the transferee. 
We, accordingly, recommend that In relation to trans· 
fer ot immovable property by way of sale, where the 
agreement to sell .is evidenced by an lnstrnment in 
writing, where pos~ssion of the Immovable propcrtv 
bas been banded over to the purchaser and the whole 
or substantially the whole of the consideration bas 
been received by the transferor, the capital gains 

should be chargeable at such point of tim!! '!hen these 
l'equirements are fulfilled. Wbere the gllln IS brought 
to charge in these circnmstances it shonld not again 
be deemed to arise in the pl'evions year when the in· 
strnment of conveyance is executed und registered. 

1-9.12.The second issue for consideration in rela
tion to the charge of tax on capital gains is whether 
self-generated assets like goodwill fall within the ex
pression 'capital assets'. The Madras High Court in 
CIT v. Rathnam Nadar, 71 ITR 433, held that the 
scheme of tax on capital gains did not envisage the 
inclusion of self-generated assets, like goodwill, as a 
capital asset. The Gujarat High Court in CIT v. 
Mohanbhai Pamabhai, 91 ITR 393, has taken the 
opposite view. There are several decisions of other 
High Courts following the Madras view. However, 
in CIT v. Srinivasa Setty, 96 ITR 667, the Karnataka 
High Court while following the Madras view, has 
drawn support from the fact that tlte Department's 
appeal to the Supreme Court against the Madras 
judgment was dismissed as not pressed. There is, 
however, no direct ruling or judgment of the Supreme 
Court on the issue. It is desirable to settle tltis issue 
in the law itself. The judgments of the courts have 
been arrived at on a construction of the relevant pro• 
visions dealing witlt the. levy of tax on capital gains. 
Apart from such a construction, it should be em
phasised that a gain realised on a self -generated asset 
contributes to the capacity of the taxpayer to pay tax 
as much as a gain realised from any. other asset. In 
the circumstances there is no particular merit in not 
subjecting to tax the capital gains on self-generated 
assets. We, therefore, recommend that the provisions 
of law should be suitably amended so as to expressly 
include seH-generated assets within the meaning of 
capital assets and thereby bringing to tax the capital 
gains on tlte transfer of such assets. This recommen
dation is conditional upon the further recommenda
tion for determination of cost of acquisition of such 
asset in the following paragraphs. 

1-9.13. The recommendation set out in the earlier 
paragraph is intended to bring to tax only the clement 
of gain. It is not suggested that the tax should be 
levied on the total sale consideration. This was, in 
fact, one of the difficulties encountered in the course 
of cases which went before the courts. If the provi· 
sions as they stand led to the levy of tax on the gross 
sale price it was clearly beyond the scheme of tax on 
the gain. We appreciate that the determination of 
the cost of acquisition of self-generated assets can 
lead to several practical difficulties and disagreement 
between the taxpayer and the Income-tax Department. 
It is possible to determine the cost of such 3ssets by 
elaborate argumen,t& and calculations supported by 
principles of accounting. There is, however, need for 
sintplification of this process so as to render the same 
easily workable. The situation could be taken care of 
by deeming the cost of acquisition as an ad hoc per
centage of the sale proceeds. A percentage which 
would vary depending upon the number of years for 
which the asset is held would be by and large fair 
whilst at the same time leading to an easy determintion 
of the gain. We, accordingly, recommend that the 
the cost of acquisition of seH-generated assets may be 



deemed to be a percentage of the sale proceeds a.• 
'IInder the following formula :-

The cost of acquisition wlll be : 
1. Where the asset is held by the assessee for 

not more than five years before its transfer : 
20 per cent of the sale proceeds. 

2. Where the asset is held for more than five 
years bot not more than ten years : 40 per 
cent of the sale proceeds. 

· 3. Where the asset is held for more than ten 
years but not more than fifteen years : 60 
per cent of the sale proceeds. 

4. Where the asset is held for more than fifteen 
years : 80 per cent of the sale proceeds. 
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1-9.14. The determination of the cost of acquisition 
would thus be made on a fixed percentage basis hav
ing regard to the length of time during which . the 
a.sset is held. As this method is an ad hoc determma
tion primarily aimed at simplification of the law, it 
would follow that the question of substitution of such 
cost by the fair market value as on 1st January, 
1964 would not arise. Providing for such right of 
substitution would defeat the very basis of simplifica
tion as it would lead to protracted litigation on the 
determination, of the fair market value as on 1st Janu
ary, 1964. It would, no doubt, mean that if a self· 
generated asset had achieved a high~'r market value in 
the past and thereafter is disposed of at a lower market 
value, the assessee would be denied the benefit or 
Claiming a capital loss. We, are howeve_r, of the 
view that such situation would be exceptwnal and 
such a difficulty should not necessitate a change in the 
simplified method of determining the capital gains 
suggested by us. We, accordingly, recommend that 
in case of self-generated assets the taxpayers should 
not have the right of substitution of the fair market 
value as on 1st January, 1964. 

1-9.15. Another area of controversy in regard to 
the taxation of capital gain& relates to transactions 
between a taxpayer and a firm in which he is a part
ner. It is now well settled that where transactions 
by way of !!ale, exchange, etc., take place between a 
firm and a partner, thei tax consequences would be 
the same as in the case of 111 sale to an outsider. How
ever, where a division of partnership assets takes 
place on the dissolution of the firm, the transfer of 
such capital assets to the partners is expressly exclud
ed under section 4 7(ii) of the Act. The Supreme 
Court has held that the adjustment of partnership 
accounts could take place by handing over partner
ship assets at a valuation and/ or by payment of cash 
-CIT v. Ban,key La! Vaidya, 79 ITR 594. Corres
pondingly, section 49(J)(iii)(b) provides that the cost 
of acquisition of such assets in the hands of the part· 
ner would be the cost to the previous owner. Both 

. sections 4 7 and 49 refer to a distribution of capital 
assets on the dissolution of a firm. In several cases, 
the parties may not bring about an actual dissolution 
of a firm when one or more partners retire and the 
~ontiuing partners either by themselves or with others 
continue to carry on the business of the partnership. 
The settlement of accounts of a partner retiring from 

the firm is similar to the settlement of accounts on 
a dissolution of a firm, This is because the retire
ment of a partner virtually amounts to a dissolution: 
of the firm qua the retiring partuer. Our attention 
has been drawn to the fact tl1at sections 47 and 49 
are not being applied to the s~ttlement of accounts on 
the retirement of a partner. We recommend that the 
position should be suitably clarified to include the 
payment of his share to a partner retiring from a 
firm and to apply section 47(ii) and section 49ll)(iii) 
(b) to such cw;es as welL 

1-9.16. Apart from the specific exemption under 
section 47(iiJ in regard to distribution of assets on the 
dissolution of a firm, the Supreme Court bas held 
that where a partner introduces capital assels be
longing to him as his share of capital contribution in 
a fum, tl!ere is no sale-CIT v. Hind Construction 
Ltd., 83 lTR 211. The Kerala Higl! Court in a 
ftill bench decision, A. Abdul Rahim, Travancore 
Confectionery Works v. CIT, 110 ITR 595, has 
applied the definition of "transfer'' under section 
2(4 7) to the case where a partner introduced his own 
assets in a firm as his capital. The question in that 
case was whether this operation amounted to a ~ale 
or tr3'11Sfer of an asset on which development rebate 
was allowed, thereby entailing the loss of the deve
lopment rebate. The Court held that there was an 
extinguishment of the rigl!ts of full ownership on the 
property becoming the asset of the firm and that there 
was a transfer within, the meaning of section 2(4 7). 
It is, of course, true that the decision of the Supreme 
Court referred to earlier was not cited before the 
Kerala High Court; but it may be stated that the 
Supreme Court held on the facts of that -case that 
there was no sale. The Court had no occasion to 
construe the provisions of section 2(47) as examin· 
ed by the Kerala High Court. 

1-9.17. It should be pointed out that the general 
concept of relationship between a partner and the 
firm as applicable under the Indian Partnership Act, 
1932, acquires a particular significance under the 
provisions of the income-tax law. The line of divi
sion between a partner and the firm as obtaining 
under the partnership law need not necessarily be 
the same as under the income-tax law. Under the 
income-tax law a firm is deemed to be a person and 
a taxable entity in it own right apart from the part
ners constituting the firm. The expression "transfer" 
may, therefore, acquire a special connotation in the 
the circumstances of such operations b~twecn a 
partner and the firm. Our attention has been drawn 
to several cases of partners introducing assets into 
partnership firms at enhanced valuations. In that 
context, therefore, it would be appropirate to deem 
~uch transactions of introduction of assets into the 
firm as a transfer within the meaning of section 2(47). 
When a partner's account is credited at an enhanced 
valuation, it bears the characteristics of a transfer in 
a broad sense. Even under the partnership law once 
an asset becomes the property of the firm, the part
ner cannot claim to have any identifiable right or 
interest over that particular asset. There is, therefore, 
a change in the characteristics of ownership of the 
assets from the individual when such asset is intro
duced as the property of the firm. We accordingly, 



recommend that where a pnrtner introduceSI capital 
assets into the partnership firm, it should be deem· 
ed to be a transfer under section 2(47) of the Act 
subject to the recommendation in the next para
graph. 

I-9.18. The recommendation, made in the> preced
ing paragraph would block an avenue of avoidance 
of tax on capital gains. However, whenever fictions 
are introduced into a taxing statute, it is absolutely 
essential to clearly demarcate and restrict the area of 
operation of the fiction. Failure to do so may lead 
to unintended hardships. It should in that context 
be recognised that introduction of assets into a firm 
need not always be motivated by considerations of 
capital gains. There may be several circumstances 
where for genuine busin,ess necessity 5uch transm:
tions may be effected. It would be wholly unfair, 
therefore, to apply a fiction suggested in the preced
ing paragraph generally to all case9. In the first 
place•, it is appropriate to clarify that the proviSions 
of section 52 would not be invoked in such cases. 
This i9 to ensure that what is brought to charge is 
only actual profit and not a notional profit. In the 
second place, difficulty would be created where busi
ness assets are introduced and the partuer concerned 
does not really obtain money or money's worth as 
con5ideration . The mere credit to his account by 
itself would not place him in ·the position of one who 
is effecting a real transfer of a capital asset. On 
the same parity of reasoning of the subsequent .re
commendation in the following paragraph, the ficlion 
should only be applied at the point of ti!lle when the 
taxpayer in question realises the value m money or 
money's worth. We accordingly, recommend that 
the fiction of transfer on introduction of capital 
assets into partnership by a taxpayer should apply 
in the year when the taxpayer concerned realises the 
consideration for such introduction, in money or the 
equivalent of money, or when the firm transfers such 
as~ets, whichever is earlier. 

1-9.19. Somewhat siJnilar to the operation of .in
troducing assets into partnership is another operation 
where an assessee may revalue his assets prior to the 
realisation thereof. A mere revaluation does not by 
itself give rise to any income chargeable to tax. It 
is well settled that a taxpayer carmo~ make pro~t o?t 
of himself However, such revaluation may ar1se m 
the cours~ of the conversion of capital assets into 
trading assets such as stock-in-trade and !he subse
quent realisation of such assets as tradmg assets. 
Such an operation would entitle the taxpayer to claim 
as the cost of the asset~ for the p!Jrposes of determi
nation of business profits, the market value of those 
assets on the date of conversion. To the extent, 
therefore, that there has been an appreciation in. the 
value of the capital asset with reference to the cost 
us at the time of its acquisition and the market value. 
as at. the time of its conversion into a trading asset, 
no tax liability is attracted. The tax liability is 
totally avoided because at the stage of conversion the 
as~essee cannot be taxed and at the stage of reali
sation it is only the difference between the realisa
tion and the market value on the date of conversion 
which is brought to tax. This position follows from 
the decision of the Supreme Court in CIT v. Shirin-
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bai Kooka, 46 ITR 86. There is no adequate justi
fication for a complete avoidence of tax on the appre
ciat~on between the original cost and the market value 
on the date of conversion having regard to the gene
ral scheme of the tax on capital gains. At the same 
time it would not be appropriate to tax a mere no
tional appreciation at the point of conversion of the 
asset from a capital asset into a trading a9Set. the 
fact, however, remains that where the assessee trans· 
~ers an a9Set which o~iginally was a capital asset but 
It ceased to be a capital asset on its conversion into 
a trading asset, there is an element of capital gains 
actually realised at the point of me which escapes 
tax. In order to prevent this escapement of tax. We 
recommend that where an asset which was at any 
~me a capital asset is sui,Jsequently realised as a trad· 
mg asset, the element of capital gains should be 
brought to tax. For this purpose, the consideration 
realised at the point of ultimate transfer less the 
amount assessable as profits and gains from bu~ines~ 
should be deemed to be the full value of the consi· 
deration for determination of the capital gains. In 
other words, the difference between the value at 
which the asset is taken into the business as a trad· 
ing asse,t and .the ~ost of acquisition wool~ represent 
the cap1tal gams liable to tax, at the pomt of time 
when the asset is actually transferred. 

I-9.20. The effect of the above recommendation is, 
firstly, to creat a fiction of transfer of a capital asset 
at the point of time when the trading asset is realis
ed in the course of business. The second fiction 
which is created is to regard the full value of the 
consideration as the sale proceeds of the asset less 
the amount which is assessable as profits and gains 
from business. These fictions are necessary because 
at the point of transfer the asset has ceased to be a 
capital asset and there is an escapement of tax on 
capital gains. The escapement which is to the extent 
of the difference between the value at which the 
asset is taken into the business and the cost of the 
asset, should be brought to tax. It should not be 
brought to tax at the point of mere conversion of the 
capital asset into trading asset, but at the later 
9tage when it is realised in the course of the business. 

1-9.21. Once the charge of tax on capital gains 
arises as outlined in the preceding paragraph all the 
other provisions for determinjng the charge• of th..: 
tax would apply. Thus, if the deemed considerahcn 
is reinvested under section 54E in approved forms 
of investments, the taxpayer would qualify for the 
exemption ~f tax on capital gains. 

I-9.22. It is possible to come across situations 
which represent a combin,ation of the two types of 
operations referred to in the preceding paragraphs. 
An assessee may first revalue his capital assers and 
thereafter introduce such assets at the revalued figure 
in a partnerhip firm. It would follow from the re
commendations made by us earlier that in such a 
case there would be no liability to tax on the mere 
revaluation of the asset. However, the subsequent 
introduction of the asset into the partnership firm 
would be deemed to be a transfer and tax on capital 
gains would be attracted in the ll!lanner recommend
ed in para I-9.18 above. 
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1-9.23. S<-...ction 4 7 also excludes from the scope 
of taxation, capital _gains arising on the transfer or 
capital assets between a holding company and its 
wholly-owned subsidiary company where the trans
feree-company is an Indian company. The justifica
tion for such an exemption is that a wholly-owned 
subsidiary is virtually part and parcel of the parent 
company itself. On the principle that a person can
not make profit out of himself, the transaction bet· 
ween the parent company and its 100 per cent sub• 
sidiary is exempted from tax on capital gains. Thil: 
provision h>~s, however, lent itself to various devices 
for tax avoidance. In the first place, when the asset 
changes its character from a capital asset in the hand.~ 
of the holding company into a trading a&Set in the 
hands of the subsidiary company, there is avoidence 
of tax. The provision in section 49 requiring thl' 
·adoption of the cost to the previous owner in the 
hands of the subsidiary becomes inoperative because 
the asset itself changes its character and becomes a 
trading asset. Again there is no prohibition on the 
de-linking of the holding-subsidiary relationship with· 
in any period of time after the transfer of the a&Sets 
to the subsidiary company. These aspects have led 
to a large number of transactions being ostensibly put 
through between the parent company and its wholly
owned subsidiaries formed for the purposes of tax 
avoidance. Ordinarily, depreciable capital a,ssets 
would be transferred only at the book values because 
the actual co~t and written down value of the asset 
to the transferee-company is to be taken as the same 
as that to the transferor-company. However, the 
exemptions under section 47(iv) and (v) have led to 
operations designed to avoid the levy of tax on capi
tal gains. It is appropriate, therefore, that the abuse 
of the exemption provision should be prevented. This 
could be achieved by ensuring that the intent under
lying the exemptions is not frustrated by the mere 
form of the transaction. Provision may, therefore, 
be made that the exemption under section 47(iv) and 
(v) shall be deemed to be wrongly allowed where 
within a period of 5 years after the transfer : 

(a) the relationship of holding company and 
wholly-owned subsidiary is altered, or 

(b) the subsidiary company does not, or ceases 
to, hold the capital asset as a capital asset. 

As a consequence, the assessment would render it
self open to rectification. We, accordingly, recommend 
that the exemptions under clauses <iv) and (v) of 
section 47 shonld be conditional npon fnllilrnent> of 
the above stated requirements for a period of 5 years 
from the date of transfer. 

1-9.24. Under the provisions of section 47, a trans
fer by way of gift and a transfer under a will does 
not attract tax on capital gains. Correspondingly, 
section 49 provides that in such cases and in cases 
of inheritance the cost of acquisition to the trans
feree shall be the cost to the previous owner. It has 
been represented that · these transfers attract other 
forms of taxation, viz., gift-tax under the Gift-tax 
Act and estate duty under the Estate Duty Act. 
Both these taxes are levied with reference to the mar
ket value of the assets at the point of transfer. It 

has, therefore, been urged that in case of subsequent 
transfers, the base for taxation should be such mar
ket value as adopted for the gift-tax assessment or 
the estate duty assessment, as the case may be. We 
are not in agreement with this suggestion inasmuch 
as the levy of gift-tax and estate duty cannot b~: 
equated to the scheme of taxation of capital gains. 
lt is not a case of double taxation because the pur· 
pose of the gift-tax and the estate duty is to bring 
to tax the operations of transfer of wealth. The levy 
of tax on capital gains is to bring to tax the appre
ciation in the value of assets with reference to the 
cost of acquisition. The transfer at the point of gift 
or d~ath does not attract a tax on capital gains 
though there is a change in ownership. The levy of 
tax on capital gains is thus held in abeyance until 
such time as the asset is realised by a transfer with· 
in the meaning of section 2(47). There is, there· 
fore, a mere postponement of the liability to tax on 
the capital gains. There is, however. a ar.;e for 
grant of relief having regard to the incidence of gift• 
tax and estate duty. The tax in the form of gift-tax 
or estate duty being merely in the nature of a levy 
on the capital value of the property which is the sub
ject of transfer falls directly or indirectly on the bene
ficiary. To that extent it is in the nature of a cost 
incurred by him 90 as to be left with that capital 
asset in his ownership. We, accordingly, recommend 
that the cost of acquisition of assets under n gift or 
by way of inheritance should continue to be the cost 
to the previous owner, which, however, should be 
increased by the proportionate amount of gift-fax or 
estate duly atfributable to such asset so however that 
such increase does not result in the cost exceeding 
the value adopted for the purposes of gift·tax or estate 
duty. The proportionate part of the gift-tax or 
estate duty should in such cases be attributed on the 
basis of the average rate of tax. 

1-9.25. Another difficulty to which our attention 
has been drawn is that the fiction of section 49 is 
in certain cases being applied literally. Where assets 
are acquired by way of gift, there could yet be situ
ations under which the donee is required to incur 
certnin expenditure either by way of improvements 
or obtaining possession of the asset. Typical in
stances may relate to freight and transportation 
charges necessary to bring the asset to the premises 
of the donee. It may be argu~d that such excpendi
ture does not constitute cost of improvement. Such 
a technical view is divorced from the realities of the 
situation and should be discouraged. To place the 
matter beyond doubt we recommend that the cost 
of improvement as defined in section 55(l)(b) and 
referred to in sections 48 and 49 should include aU 
expenditure incurred by a taxpayer in obtaining pos· 
session of the asset and establi!.hing or completing 
full title thereto. 

1-9.26. In a large number of cases transfers of capi· 
tal assets may actually be effected at a value lower 
than the full market value of the asset, based largely 
on considerations of exigencies of business and not 
motivated by avoidance of tax on capital gains. In 
that context a fear of possible application of the 
provisions of section 52(1) or section 52(2) may be 
voiced. As regards section 52(1) the scope of the 



operation of that provision has been clearly laid 
down by the Madras High Court in Sundaram Indus
tries Pvt. Ltd. v. CIT, 74 ITR 243. In order to 
bring this section into operation there must be an 
object of avoidance or reduction of tax liability. This 
would not be the case where the transaction is bona 
fide and the consideration stated is genuine. 

I-9.27. As regards the operation of section 52(2) 
it has been held by the Karnataka High Court in 
Add!. CIT v. M. Ranga Pai and others, 100 ITR 
413, that the section does not aim at perfectly bona 
fide transactions where the full value of the consi
deration received has been correctly declared by the 
assessee. The section is aimed at transactions where 
the figure declared is lower than what is actually 
received. The section, therefore, cannot be literally 
construed and applied in the case of a genuine trans
action. It has further been observed that the pro
viso to section 52(2) which was added in 1965 is 
otiose. It appe~~rs to proceed on the incorrect as
sumption that the sub-section can be applied even 
to honest transacuons where the real consideration 
is fully disclosed. In order to reiterate the correct 
position in law. We recommend that the assnrance 
given by the Finance Minister in the Lok Sabha . at 
the time of insertion of section 52(2) be incorporated 
in the section itself. Section 52(2) s_hould apply to 
cases of understatement of the consideration which 
actually passes and should not apply to cases where 
nothing more than the declared consideration is re
cieved by or accrues to the assessee. Such an ex
press clarification in the section on account of a con
trary view being possibly taken on a literal construc
tion of the section would give effect to the real motive 
underlying the provision. It would also be necessary 
in view of the fictional extension suggested by us 
in the earlier paragraphs to treat certain transactions 
as transfers though they are not transfers under gene
ral law. 

I-9.2S. The recommendation made above in re
gard to section 52(2) of the Act would also obviate 
another hardship to which our attention has been 
drawn. Under the present provisions, no capital 
gain is chargeable on a transfer by way of gift. The 
expression "gift" as used in section 47 may be con
strued to mean a gift as defined under the Transfer 
of Property Act, that is to say, a transfer of property 
without consideration. It may not, extend to gift 
as defined under section 4 of the Gift-tax Act. A 
transfer for inadequate consideration is deemed to be 
a gift for the purposes of levy of gitf-tax. A tax
payer who sells his property at a lower consideration 
with a view to benefit the transferee would be re
garded as having made a gift to the extent of the 
shor!fall in the co~sideration. He would accordingly 
be liabJe to p~y g~ft-tax. It could simultaneously be 
urged m the hght o~ the position explained. above 
that. sue~ a transactmn does not fall within the ex
ceplton I~ se~tion 47(iii) and that, accordingly, the 
taxl?ayer !S Simultaneously liable to pay tax on the 
~apit~ gams. Ins<?far as the tax on the capital gains 
IS leVIed on the difference between the consideration 
realised and 0~ cc;>st c;>f acquisition of the asset, there 
could be no 1DJUS!ice masmuch a~ the levv is on the 
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actual capital gains realised. If, however, an attemp1 
is made to invoke section 52(2) on a literal con· 
struction of the section and the difference between 
the fair market value and the declared consideration 
is brought to tax as deemed capital gains, this would 
be a case of hardship. . It . is, of course, arguable 
that th~ same amount cannot be fictionally treated 
as a gift for the purposes of the Gift-tax Act . and 
also be fictionally treated as a capital gain for the 
p_u~poses of the Income-tax Act. Th.e · majority de
cision of the full bench of the Kerala High Court in 
ITO v. K. P. Varghese, 91 ITR 49, is to the effect 
that both the levies could be sustained. A different 
view was, however, expressed by the Chief Justice 
in his dissenting judgJDent. . The controversy arising 
in the matter would be set at rest by the- recom
mendation made by us earlier. If section 52(2) is 
not applied to bona fide transactions, in cases where 
the document of transfer expresses the clear inten
tion of gift or concession, there would be no case 
of invoking that provision and bringing to tax fic
tional capital gains. We, accordingly, recommend 
that where evidence of a gift or a deemed gift is 
available in relation to the transfer of a capital asset 
the question of applying the provisions of sectio~ 
52(2) should not arise. This would follow upon our 
earlier recommendation in regard · to the !!Cope of. 
the operation of section 52(2). 

1-9.29. Capital gains are brought to tax either in 
rela!ion to short-term capital assets or long-term 
capital assets. As regards short-term capital gains 
there is no special method for determination of th~ 
tax liability thereon. As regards long-term capital 
gains, the Income-tax Act provides for a conces
sion:U treahnent. In .the ca~e of companies, a con
cessiOnal rate of tax IS provided for in section 115. 
The rate is thus not determined by the Finance Act. 
At pre.sent ~e rate ?f tax ~s 50 per cent in respect 
of capital gams relatmg to 1Dlmovable properties and 
40 . per cent for other capital gains. These rates are 
lower than the general rates of tax applicable to 
companies. In the context of differential rates of tax 
be~een widely-held companies, closely-held industrial 
companies, c~osely-held non-industrial companies, 
etc., the adoption of flat rates for taxation of capital 
gains largely involves the same burden on all these 
different classes of companies. The differential rates 
of incidence of tax as applicable to their other in
comes is not reflected in the incidence of tax on lonl!
term capital gains. 

T-9.30. In· the case of non-corporate assessees, how·· 
ever, the Act does not lay down the rates of tax but 
orovid~e< for a d"cluction ·from the income under sec
tion SOT. In effect section SOT provides for a de
duction of Rs. 5,000 plus 25 per cent of the capital 
l!ains relating to immovable properties or 40 per cent 
il) the case of other capital assets. By this method 
whatever be the differentials in: The rates of tax bet
ween different non-corporate taxpayers they ge"t auto
maticallv reflected in the incidence of tax on· the Ione:
term capital gains too. 

T-9.31. There is no particular merit in thi~ differ
ent treahnent between companies and other taxpavers, 
we recommend that the scheme for allowing dednc-



tion of a portion of the long-term capital gains shonld 
be applied botb to corporate taxpayers and non
corporate taxpayers. 

1-9.32. There are specific provisions in sections 53, 
54, 54B, 540 and 54E for grant of exemption from 
tax On capital gains. The exemption under section 
53 relates to capital gains ari!!iog from the transfer 
of house properties with lands appurtenant thereto. 
·If the consideration for the transfer does not exceed 
Rs. 25,000 and the aggregate fair market value of 
all house properties belonging to the assessee prior 
to .the transfer does not exceed Rs. 50,000, the trans
.f.~r does not attract tax on capital gains. These 
monetary limits for grant of exemption have been 
fixed several years back. Since then there has been 
a fall in the value of the rupee as also a steep in
crease in the market value of house properities. In 
the Budget for the year 1977-78 it has been recog
nised that over a length of time in a world of rapid 

·and continuing inflation, capital gains tend to be, to 
a great extent, illusory in nature. There is, there
fore justification for enhancing these monetary limits 
to more realistic levels. We, accordingly. recommend 
that the limits of Rs. 25,000 and Rs. 50,000 sped• 
lied in section 53· should be doubled to Rs. 50,000 

· and Rs. 1,00,000 resjlectively. · 
. I-9.33:. The concession under section 54 of the 

·Act- is intended to exempt capital gains arising on the 
., sale of ·a residential property where there is re-invest
. mi:nt in another residential property. The section 
· provides· for conditions to be satisfied in relation to 
the use of 'the property for the purposes of the resi
dence of the taxpayer or the taxpayer•s parents, In 
the two years preceding the date of transfer. A 
construction that has been placed on this condition is 
that the property need not have been in use as a 
residence for a period of two years and it was· ade
quate if the residential use was for any time in the 
two-year period. A literal construction of the lan
guage of the section in this manner would defeat the 
. underlying intention of the concession. The very 
basis of the concession is that where a taxpayer is the 
owner of his residential premises, he should not be 
charged to tax on the capital gains when he disposes 
::>f this residence and acquires another property for 
his own residence. The requirement of user may be 
stipulated as the full period of 365 days preceding the 
transfer.· 
,I-9.34. Other difficulties in relation to the opera

tion of the concession have also been brought to our 
attention. A view has been expressed that the sec
tion ·applies only to individuas and not to other 
assessees such as Hindu undivided families The 
practice of· residential properties being owned by 
Hindu undivided families and ·members of the family 
residing therein· is quite prevalent in the country. 
Denial of the concession to Hindu undivided families 
would be unwarranted. Another issue which arises 
is where the new house is acquired for the purposes 
of ·residence of parents of the taxpayer. The section 
at present permits a reinvestment only for the pur
poses of the taxpayer's ·own residence. It would be 
appropriate to extend the ·concession ·to the repur
chase of a house for the· residence of the taxpayer's 
parents. 
4 RS&P' /7R-IO 
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I-9.35. Still another difficulty to which our atten
tion has been drawn is that the section refers to 
buildings, the income of which is chargeable under 
the head "Income from house property". Under 
section 27 of the Act, the income of ownership flats 
in co-operative societies is chargeable in the hands of 
the members and a member is fictionally consid~red 
as the owner of that part of the building. It is ap
propriate that in cases where buildings cannot be 
owned by taxpayers, the fiction as contained in sec
tion 27 should also be extended to section 54, as the 
underlying condition in that provision relates to such 
property the income of which is chargeable under the 
head "Income from house property". We, therefore, 
make the following recommendations in regnrd to 
section 54 : 

<I) The house property in respect of tmnsfer 
of which exemption from tax on the capi
tal gains is provided should have been used 
by the taxpa~r or his parents throughout 
a period of 365 days preceding the date of 
transfer. The user for residence should 
not require the physical occupation in all 
the days of the year but it should suffice it 
the property is retained for their occupa· 
lion in contradistinction to its being let 
ont • 

{2) It shonld be clarified that the benefit under 
the section is not to be restricted only to 
individuals but is available to Hindu on· 
divided families as well. 

(3) It should be clarified that residootial units 
in Co-opemtive Societies also qualify for 
the benfit under Section 54 and the fiction 
in Section 27 should be read into Section 
54. In the light of our observations in 
Chapter 7 of this report regarding build
ings owned by Companies similar to hous• 
ing Co-operative Societies, residenlh1l units 
in such buildings should also qualify for 
the benefit under Section 54. 

( 4) The new Acquis-ition may be mude either 
for the Taxpayer's own residence or for 
that of his parents. 

(5) The period within which the new Asset has 
to be constructed or acquired may be 
aliO'II 'd to be extended by the Commis
sioner in appropriate ca~~Cs where he is 
satisfied that the delay is caused for rea
sons beyond the control of the As.~essee. 

I-9.36. The exemptions under the sections 54B 
and 540 are also conditional upon acquisition oF 
fresh assets within a stipulated period. To overcome 
genuine cases of hardship occasioned hy delay iio 

compliance for just and sufficient cause we recom
mend that the Commi-.ioner should have the power 
to . extend the time limit for acqmring the new 
Asset for purposes of the exemption.~ provided In 
Sections 548 and 54 D. 

1-9.37. Section 54E which was introduced in the 
Jaw from the 1st April, 1978, makes a special provi
sion for exemption from tax of long-term capital 
gains if the sale proceeds arc invested in any of the 



specified modes laid down. in the sect!on. In or~er 
to qualify for full exemption the section requires 
the reinvestment of the full value of the considera
tion in approved assets. It can be appreciated that 
this concession is granted where there is a change 
of the ho!dmg from one form of capital asset to 
another form, the latter being within the specified 
category. To that extent it is logical that it does 
not merely require the reinvestment of the capital 
gains but requires reinvestment of th: sale proceeds. 
It should, however, be noted that u~der section 48 
it bas been expressly recognised that from the full 
value of the consideration a deduction should be 
permitted for expenditure incurred wholly and ex
clusively in connection with the transfer. There 
could be cases where such expenditure is incurred 
by the seller and he would thus not be in a position 
to reinvest the full sale proceeds. There would be 
partial denial of the concession in his case. This 
appears to be clearly unintended. We, accordingly, 
recommend · that the requirement of reinvestment 
shoUld be with reference to the full value of the 
consideration less expenditure Incurred wholly and 
exclwively in connection with the transfer. 

I-9.38. It may. be noticed that section 54 of the 
Income-tax Act provides for concessions in relation 
to capital gains realised on the sale of residential 
properties where. there is reinvestment in another resi
dential property. Under section 54E the exemption 
is conferred on any capital gains where the sale 
proceeds are reinvested in specified assets. A tax
payer may realise his capital assets with the objec
tive of acquiring a house for the purposes of his 
own residence. Such a situation would fall outside 
the present exemptions under section 54 and 54E. 
We have alreadY' recognised that there should be a 
general encouragement to taxpayers to own accom
modation. The exemption under section 54 only 
operates when a taxpayer already owns a residential 
accommodation. It is desirable that a taxpayer who 
converts his capital assets for the purpose of acquir
ing a residential accommodation should likewise be 
entitled to exemption from tax on capital gains. 
This can be achieved by the inclusion of one resi
dential house for the purpose of the residence of the 
taxpayer or his parents, as one of the approved 
categories of assets enumerated in section 54E. 
We, acooljdfne~,recommend that specified Assets 
ill Section 54E for the pUrpose of reinvemnent 
shoufd include one residential house for the use of 
the taxpayer or his parents. 

I-9.39. Section 54E also Jays down certain res
trictions in regard to the non-transferability of the 
new assets. The objective is to limit the concession 
only to cases where the consideration is utilised in 
approved categories of investment to be held for a 
minimum period of three years. There may be 
cases where this condition may have to be breached. 
~ taxpay~r who ha~ effected such reinvestment may 
die and h1s legal he1r may have to realise the assets 
for payment .ot estate dutv. Again, a taxpayer may 
have to reahse a part of the investments for any 
sudden or unexpected eventualities. We, acoordilll!ly, 
recommend that where flte realFsa~on i~ made for 

68 

the pW'(Ioses of payment of estate duty on the 
dea!h of a taxpayer, it should n?t involve fill;bility 
to tax on capital gains. Fltrther It may be smtably 
clarified that realisation of a part of the new Assets 
would entail taxation of only proportionate · amount 
of capital gains originally exempted from tax. 

I-9.40. Apart from ·the circumstances set out in 
the preceding paragraph, the death of a taxpayer 
would result in succession to the capital assets by 
his legal heirs. Such succession should not by itself 
be regarded as a breach of the condition of holding 
the specified assets for the period of three years. 
In such cases, if the successor by inheritance con
tinues to hold the assets for the balance duration ot 
the term, there should be no liability to tax on 
capital gains. We, accordingly,, recommend that the 
passing of the specified assets to the legal heirs in 
the case of death of a taxpayer should not entail 
consequences of Sob-section (2) of Section 54E 
provided wch legal heirs continue to fulfil the .:ondi· 
tion of holding the specified Assets as would have 
applied to the taxpayer "'~re he alive. 

I-9.41. Still another area of difficulty in relation 
to section 54E. is the requirement of the reinvest
ment within a period of six months from the transfer. 
There are several transactions particularly in rela
tion to immovable properties or large holdings of 
other capital assets where the payment of the price 
may be deferred. In such cases, the taxpayer would 
not have the requisite funds in his possession to 
make the reinvestment. The denial of the benefits 
in such cases is not justified, particularly as the 
condition of reinvestment laid· down . is, in the cir
cumstances, impossible of fulfilment. We recommend 
that the Commissioner of Income-tax should be 
given discretion tu extend the time limit for reinvest· 
ment in the specified Assets whP.re the receipt of 

· the considers&' on for the transfer of the original 
Assets Is deferred. 

I-9.42: The section requires the investment in 
the specified assets to be made by the "assessee". A 
doubt may arise in regard to the operation of this 
condition where the capital gain may require to be 
clubbed in the hands of another person by virtue 
of the operation of section 64. The sale proceeds 
can in such cases only be reinvested by the vendor 
of the capital asset and not by the person in whose 
hands the capital gains would be includible for 
taxation. We, therefore, recommend that the position 
may he clarified by suitable instructions to the 
effect that where the vendor of the capital Asset 
reinve.'lts the sale proceeds in · comnliance with fhe 
prov'sion' of Section 54E, the bet~efit of the exemp• 
t!on ond"t' that· section should be available, and 
accordingly, the operation of th'! clobbin~t nrovisions 
under Secflcm 64 would be subject to such exemp· 
lion. 

I-9.43. The provisions of section 54E were de•i
gned to reduce the inequitous natUre of the tax on 
capital .eains. A· reference has alreadv. . been ma~e 
to the observations of the Finance M1mster that tn 
times of continuing inflation, capital gains tend to 
be largely illusory. Lord Shawcross, the eminent 



jurist who was the Attorney General of the United 
.Kingdom, has characterised the . levy of. tax on 
capital &ains as the greatest fraud m the history. of 
fiscal legislation if· the tax is levied without taking 
into account the depreciation in the . value o~ c~
renc)'. The phenomenon of progress1ve eros1on m 
the value ·of the rupee is one which is inevitable and 
has come to stay. The injustice is to some extent 
mitigated by advancing the right of substitution of 
the cost of acquisition by the fair market value, 
from that as 01n 1st January, 1954, to that as on lsL 
January, 1964. Such ~~jus~ents tend to be ad hoc 
because absolute stab1hty m the valUe of the cur
rency is an ideal difficult to achieve. The . app!O
priate measure to meet the needs of the Slt_ua'!ou 
would be to determine the date of such substitution 
not on a fixed basis but on a mavin& basis which 
may be, say, ten years preceding the last day of the 
previous year on which the transfer takes J?lace. 
This suggestion has relevance because the continuoo 
existence of section 54E on the statute book cannot 
necessarily be assumed. It is, therefore, appropriattl 
and fair that capital gains are measured in a reaJi,. 
tic manner quite apart from the reliefs 'Yhich ~ay 
be available to prevent the tax on cap1tal gam~ 
becoming in essence a tax on capital. We, accord· 
ingly, recommend lhat the right of substitution of 
the cost of Acquisition should not be with reference 
to th~ market vaiue on 1-1-1964 but should be with 
reference to the market value on the day ten years 
preceding the last day ol the previo118 year in 
which the transfer takes place. 

1-9.44. The definition o( the expression "capital 
asset" has been varied from time to time. Agricul
tural lands were totally outside the definition until 
a few years back when the exclusion was restricted 
to agricultural lands outside urban areas. Cases may 
also arise where assets originally exempted from 
the definition of capital asset subsequently fall 
within the definition. In such cases it is appropriate 
that the asset which originally did not attract liabi
lity to tax on capital gains should not subsequently 
attract full liability to such tax. The Gujarat High 
Court in Ranchhodbhai Patel v. CIT, 81 ITR 446, 
has held that where agricultural land was converted 
into non-agricultural land, the capital gains should 
be determined with reference to the cost of acquisi
tion of the agricultural land. The assessee was 
denied the right to deduct the market value of the 
"land on the date of its conversion into non-agricul
tural land. The effect of this denial is to bring to tax 
even the portion of the appreciation as relates to 
the period when the asset did not attract any liability 
to tax on capital gains at all. Had the asset been 
disposed of as agricultural land in the past, the 
appreciation to that extent would not have been 
taxed. The denial of such exemption is, therefore, a 
hardship caused to taxpayers. We recommend that 
a specific provision should be made to ensure that 
when an Asset wlftch fell outside the definition of 
Capital Asset when acquired but which later comes 
within the scope of the definition, is transferred, the 
cost of acquisition of the Asset to the taxpayer 
should be taken to be the fair market value of the 
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As!.et as on the date when it fell within the definition. 
The effect of this recommendation would be to pro
tect tne exemption available in respe<:t of the app~:
ciation in the value of the asset durmg the pertod 
when it was outside the definition of "capital asset". 
As a corollary to this recommendation, we recom• 
mend lhat for determination whether the Asset is 
a short-term or long-term Asset, the dale of reckon
ing should be the point of time when the Asset 
came within the definition of Capital Asset. 

1-9.45. Under section 55(2)(v) in the cases of 
restructuring of capital enumerated therein the cost 
of acquisition of shares and stocks are to . ~e. cal
culated with reference to the cost of acqmsJtlon or 
the original shares and stocks. Shares in the capital 
of a company may be consolidated or sub-divided 
or oonverted from one kind into another. In all such 
cases the resultant share that is held may constitute 
a separate asset from the original share from which 
it was derived. It is appropriate in all such cases to 
treat the capital asset as one and the same. viz., the 
original asset from which the new asset has been 
derived. Whilst this is the position for the purposes 
of determining the cost of acquisition, a correspond
ing provision is not contained in section 2(42Al f~r 
determining the holding period of the asset. It IS 
appropriate that the determination of the short-term 
or long-term ~haracter of such assets. ~hould also be 
determined with reference to the ongmal shares or 
stocks from which the asset is derived. We recom· 
mend lhat a clarificatory amendment should be 
made in Section 2(42A) to include the contingencies 
contemplated in Section 55(2)(v) for determining the 
period for which such . Capital Assets are held by 
the taxpayer. 

1-9.46. Another concession available in regard to 
the taxation of capttal gains Is that contained in 
section 280ZA of the Act. That section is part of 
Chapter XXIIB dealing with tax credit certificates. 
The other provisions in that Chapter have become 
largely defunct as the entitlement to tax credit certi
ficates under other circumstances no longer exists. 
Section 280ZA provides for relief in the form of 
tax credit certificates with reference to the tax on 
the capital gains arising o~ the sale of !and a~d 
buildings used for the busmess of an mdu~t~1al 
undertaking in an urban area pursuant to sh•fung 
the undertaking to any other area. The entire tax 
liability on such capital gains is refunded through 
tax credit certificates on the basis of the proportion 
between the expenditure on acquisition of lands and 
buildings in the other area and shifting the under
taking thereto and the quantum of the capital gams. 
In the process of determination of the capital gains 
liable to tax it would not be appropriate to provide 
for the grant of tax credit certificates or refund of 
taxes. However, the concession can be effectively 
built into the computation provisions themselves on 
a parallel with section 540 of the Act. Section 540 
provides for a relief with reference to reinvestmem 
of compensation money arising out of compulsory 
acquisition of business undertakings. The same bene
fit could be extended to the capital gain on the sale 
of land and buildings in the urban area and relating 
it to the cost of the new assets in any other area 



as well as the cost of shifting the undertaking. 
We accqrdingly recommend that the tax cred•t 
Cc;tilicatcs Scb:me under Section 280ZA may be 
discon:inucd and the capital gain arising in the cir
cumstances mentioned therein be accorded similar 
trca•ment as under Section 54D of the Act. 

1-9.47. Under extensive amendments made through 
the Finance Act, 1978, situations arising out or 
orant of additional compensation with reference to 
~ompulsory acquisition ot capital assets or receipt 
of additional consideration, as a result of enhance
ment by any court etc., have been dealt with. 
Because of the charging provision under section 45, 
the grant of additional compensation by any court, 
tribunal or other authority would attach to the trans
fer and be notionally chargeable with reference to 
the year of transfer. This, accordingly, necessitates 
rectification of the original assessment for which 
provisions have been made in section 155. The posi
tion is turthcr complicated if the taxpayer has 
availed of any of the advantages for exemption 
under section 54, 54B, 54D or 54 E.· The delayed 
receipt of additional compensation or consideration 
may leave the taxpayer with no remedy to utilise 
the additional amount in the manner contemplated 
in the exempting sections. The law has made 
express provision to grant further opportunity to the 
taxpayer to avail of the exemptions with reference 
to the additional amowit. 
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I-9.4lS. The entire complication in these provi
sions can be attributed to the scheme of taxing the 
capital gains in the year of transfer. The same 
effect could have been achieved in a much simpler 
manner. The law could have expressly provided 
that in cases where the capital asset was transferred 
by way of compulsory acquisition, the additional 
compensation or consideration received in a later 
year could be brought to tax in such later year. Such 
a modification would obviate the revision of com
pleted assessments after several years. Similarly the 
concessions originally availed of under sections 54, 
54B or 54D need not be disturbed. It would have 
been appropriate to confer the exemption for rein
vestment of the additional compensation in accor
dance with section 54E. This would have inade the 
law simpler and easier of application. We recom
mend that additional compensation or consideration 
received with reference to compulsory acquiSition of 
Capital Assets, should be deemed to be the Income 
of the )'car in which it is received and not of the 
year of transfer of the Capital ~et. The taxpayer · 
should be entitled to the exemption under Section 
54E with reference to the date of receipt of such 
additional compensation. These provisions should 
likewise apply to cases where consideration originally 
determined by the Central Government or ·lhe 
Reserve Bank is subsequently enhanced. 

l-9-49. The discussion in the preceding para
~raphs relates t.o. ~ases of enhancement of compensa
tiOn. The possibility of the reverse situation must 
also be recognised. We understand that there are 
several instances where, in subsequent proceedings 
apart from enhancement of compensation there may: 

in fact, be a reduction of the compensation. It is, 
thercf01:e, appropriate in the scheme of things that 
if enhancement is brought to tax, in like manner, 
reduction should result in relief in tax. ·We, accord
ingly, recommend that where compensation referred 
to in the preceding paragraphs is subsequently redu
ced, specilic provision should be- made to corres
pondingly rectify the relevant past assessment. 

I-9.50. We have in the course of our recommenda
tions suggested the curtailment of the exemptions under 
clauses (IV) and (v) of section 47. The observations 
made earlier would ensure that transfers of capital 
assets between holding and wholly-owned subsidiary 
companies which are motivated by genuine . business 
considerations would not attract any adverse conse
quences in regard to the incidence of tax on capital 
gains. Likewise they would not artificially distort the 
allowance by way of depreciation in the hands of the 
transferee-company. The Income-tax Act likewise bas 
a series of provisions which ensure that amalgamations 
of companies effected under the provisions of company 
law do not result in any adverse tax consequences 
under the Income-tax Act. Express provisions con
tained in clauses (vi) and (vii) of section 47, clause 
(2) of the Explanation to section 32(1)(iiD, sub
section (5) of section 32A etc., ensure that no tax 
on capital gains is levied, no balancing charge is made 
and no withdrawal of investment allowance is effected 
consequent to amalgamation. The law on the con
trary makes express provision for conferring the benefit 
of unabsorbed investment allowance to a transferee 
company under a scheme of amalgamation by virtue 
of sub-section ( 6) of section 32A. The apprehension 
of the risk of deemed dividend being brought to tax 
under section 2 ( 22) in respect of a scheme of amal
gamation of a wholly-owned subsidiary company with 
the holding company has been allayed by a circular 
of the Central Board of Direct Taxes. Recently, in 
recognition of the need to promote amalgamation of 
sick units, section 72A has been enacted to further 
expressly allow benefits available to the sick units to 
th~ amalgamated company which, but for such pro
vi~ion, would have lapsed. In our Interim Report we 
have referred to the provisions of this section 72A 
(vide Chapter 4) . It bas been represented to us that 
similar to amalgamation of companies, there may be 
instances of reorganisation or reconstruction of busi
nesses which is necessitated by economic considera
tion similar to considerations which motivate an amal
gamation. Again under section 27 of the Monopolies 
and Restrictive Trade Practices Act, division of large
sized industrial undertakings may be compulsorily 
efl',:ctcd by the Central Government in the circumstan
ces mentioned therein. Section 54D of the Income-tax 
Act recognises that the levy of tax on capital gains 
arising out. of compulsory acquisition of capital assem 
should be mitigated and provides for exemption from 
tax on capital gains where the capital gain is reinvested 
in setting up another industrial undertaking. 

1-9.51. The provisions relating to amalgamation as 
contained in the Income-tax Act are largely aimed at 
overcoming tax obstacles which may prevent amalga: 
mations brought about for economic considerations. 
Such economic comidcrations would have equal force 
in other forms of reorganisation which may involve 



separation of business units from companie& or other 
similar structural reorganisations. Where such re
organisations are effected in the public interest to the 
satisfaction of the Central Government or alternatively, 
where such reorganisations are effected on the specific 
directions of the Central Government,- it is appropriate 
that the provisions corresponding to the provisions ap
plicable. to amalgamation of companies should be made 
m the lncome-tax Act. This could be achieved by 
first defining the concept o[ "scheme of reconstruction" 
ta include any scheme or. arrangement ·involving the 
division of any undertaking or any part or parts thereof 
which .is either carried out under the directions of the 
Central Government or which has the approvaL o[ the 
Central Government as being in the public interest. 
Having defined the expression, the provisions corrcs~ 
ponding to the scheme of amalgamation contained 10 
section 32; section~ 32A; seCtion· . 33, section . 33A, 
section 34; section· 43, sedioii 47 a·nd section 49 should 
be made applicable' to such schemes of reconstruction. 
The iidminisirative Circular so far. as it apPlies to sec
tion 2(22) qua amalgamations . should be expressly 
extended to schemes· of reconstruction. · There should 
be . no question of taxing . any i:leeined dividend under 
any ·oi the clauses of section 2(22) and to that effect 
express provision would have to· be made. The dari
ficatory provision in section 45 of· the G1ft-tax Act 
should also be likewise extended to schemes of re
construction.· At the present stage, however, we are 
not in favour of extending any corresponding provisions 
as under section 72A to schemes of reconstruction as 
no case has yet been made, out for conferring tax 
benefits to promote schemes of reconstructions as dis
tinct from removing the obstacles in the way of schemes 
of reconstruction . in public interest. All_ these pro
visions· are necessary became schemes of reconstruc
tion may involve one or more of the following : 

.(a) the transf.er or vesting of property, rights. 
liabilities or obligations ; . 

71 

(b) the adjustlnent of contracts either by dis
charge or reduction of any liability or obliga
tion, or otherwise ; 

(c) the creation, allotlnent, surrender or cancella
tion of any shares, stock or securities ; 

(d) the payment of compensation; 

(e) the formation,- or winding up of an uudci
taking, or the amendment of the mcmorao• 
dum and articles of association or any other 
instruments regulating the business of any 
undertaking ; 

. f) the continualton, with such changes as may 
be necessarv. of parties to anv legal proceed
ing; 

:g} the adjustment of the rights of shareholders 
or creditors or anv claSii of shareholders or 
creditors ; 

< h l the dissolulton ot anv comoanv. 

In;.>mu~Q as one o~ more 01. tnese 1eamres may In· 
valve adverse consequences .under the tax law in the 
form of levy of ~ax on .capital gains. levy of balancing 
~barge,. withdrawal of investment allowance, etc., it 
15 necessary to. make expn:ss provisions in the Act. 
The interests ot revenue would be adequately sate
guarded because, by definition, a scheme of reconstruo.:· 
tion which would qualify (or consideration under these 
provisions would be only such as is either directed by 
the Central Government or approved by the Central 
Govcfnmcnt on grounds of public interest. We, accord• 
ingly, recommend that provisions broadly correspond· 
ing to the. romoval of obstacles in relation to amalgama· 
lion of companies under the income-tax lllCt should be 
extended to schemes of reionstruction as defined under 
the income-tax act. ·. Accordingly, in relation to such 
~hemes of reconstruction the law should expressly pro
VIde that there should be no tax liability of any kind 
and that the relevant allowances shaD continue. 



CHAPTER 10 

INCOME FROM OTHER SOURCES 

1-10.1. Part F of Chapter IV of the Income-tax Act, 
comprising sections 56 to 59, deals with computation 
of income under the head 'lncome from other sources·. 
This head of income is intended to be a residuary head 
to include all items of income which are not chargeable 
to tax under the earlier five heads. However, under 
section 56(2) (i) income by way of dividends is spe
cifically chargeable under this head. This provision 
has the effect of over-riding the earlier general pru
vision. The effect of this clause is that all dividends 
are taxable under this head even if they are derived 
[rom shares held as stock-in-trade. 

1-10.2. We do not see any particular merit in afford
ing such a special treatment for the taxation of income 
by way of dividends. Earlier we have recommended 
that the separate head "Interest on securities" should 
be dropped and income now falling under that bead 
should be charged under the residuary head. We have 
in that context expressly suggested that if the income 
is such as is chargeable under the bead 'businoss' it 
should be charged under that head and not under th<
rcsiduary head. This is because of the general con
sideration that what is clearly and truly business in
come should appropriately be computed under the spe
cilic head of profits and gains from business and a 
reclassification of such income under another bead 
would be artificial. On the same ground we are of 
the view that where dividends are in the nature of 
profits and ga,ins of business (as in the case of a tax
payer who receives dividends on shares held by him 
as stock-in-trade), such dividends should be com
puted along with the business income under the bead 
"Profits and gains of business or profession". It is 
only in cases where dividend does not constitute busi
ness income that it should fall to be assessed under 
the residuary head. We, accordingly, recommend that 
the provision in section 56(2)(i) bringing dividends 
to lax under the head 'income from other sources' in 
ull cases should be deleted. 

1-10.3. It would follow from the recommendation 
made in the !?receding paragraph that dividend income 
would be busmess income in a set of cases and income 
from other sources in other cases. Where income 
is in the nature of business income it would be more 
appropriate and convenient if such income is computed 
in accordance with the method of accounting regularly 
employed by the taxpayer. The ascertainment of busi
ness profits would ordmarily be made under one of 
the well recognised methods of accounting which are 
~upported by commercial practices. In these circum
stan~es it is necessary to reconsider the provisions in 
sec~10n . 8 of the Income-tax Act which I?rovide for a 
~ction II!- regard to the year in which div1dend income 
1s. t? be mcluded in the total income. So far as interim 
diVIdends are concerned, the present provision in sec-
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tion 8(b) would be appropriate as it follows the law 
laid down by the Supreme Court in J. Dalmia vs. C.I.T., 
53 ITR 83. However, as regards section 8(a) which 
deals with dividends other than interim dividends, some 
modification would be necessary. Historically, such 
dividend was includible when it was paid, credited or 
distributed. The present section provides for inclusion 
of dividend when it is declared, distributed or paid. 

1-10.4. There appears to be no particular merit in 
adopting the date of declaration of dividend as the test 
for determining the year in which it should be subjected 
to tax. It may lead to difficulties in the matter of 
obtaining credit for tax deducted at source under section 
199 to which a reference bas been made in Part II 
of this Report. The scheme for deduction of taxes 
at source is correlated with the dates of payment. 
Again the provisions in regard to distribution of divi
dends have been considerably rationalised under the 
Companies Act, 1956. There is now a mandatory re
quirement to effect distribution of dividends within 42 
days from the date of declaration. The deletion of 
the reference to declaration in section 8 (a) would, 
therefore, not make any material difference and the 
only consequence would be that the year of charge
ability of a dividend would be reckoned with reference 
to distribution or payment. In marginal cases it may 
result in a shift of the year of taxability from one year 
to another. 

1-10.5. A further point to be noted is that when divi
dend income is charged as business profits, the taxa
tion of the d1vidend as income of the year in which it 
is declared would needlessly interfere with the method 
of accounting. From this point of view also the dele
tion of the reference to declaration in section 8(a) 
would be appropriate. We, accordingly, recommend 
that dividend income other than interim dividends 
should be taxable in the year in which the dividend is 
distributed or paid. 

1-10.6. Taxpayers who maintain regular books ot 
account would thus offer the dividend for tax whether 
as business or as income from other sources, in accor
dance with their method of accounting. Such method 
of accounting would ordinarily take credit for the divi
dend with reference to the distribution or payment and 
the fiction of treating it as income of th~ year of de
claration would, therefore, be unnecessary. 

1-10.7. Section 58 of the Income-tax Act draws 
reference to certain sections of the Act dealing with 
computation of business income and specifically extends 
the application of these sections to the computation 
of income under the head "income from other sources". 
Our observations in Chapter 3 and Chapter 8 of this 



Report on those sections would, therefore, corres
pondingly apply even in relation to computation nf 
income under this head. 

1-10.8. The proviso to section 57 expressly disallows 
the claim of expenditure against income by way of 
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dividends earned by a foreign company. There is on 
justification for disallowance of such expenditure and 
taxing the gross receipt particularly when income-tax 
is a tax on income and not on gross receipt. We, 
therefore, recommend that the proviso to section 57 
should be deletetl. 



CHAPTER 11 

INCOME OF OTHER PERSONS INCLUDED IN 
ASSESSEE'S TOTAL INCOME 

1-11.1. Chapter V of the Income-tax Act, compris
ing section 60 to 65, deals with situations where income 
of other persons is to be included in the total income 
of a taxpayer. The provisions relating to such inclu
sion with reference to revokable transfers of asset• 
as contained in section 60 to 63 are well settled and 
do not call for any further modification. 

1-11.2. As regards the provisions of section 64, 
they are principally aimed at clubbing t~ income of 
a spouse or minor child of the taxpayer in the cir
cumstances specified therein. Under the amendments 
mude by the Taxation Laws (Amendment) Act, 1975, 
the clubbinll has been extended, in certain circumstan
ces, to the mcome of the son's wife or the son's minor 
child, apart from further tightening up of the pro
visions for clubbing the income of the spouse or minor 
child. It has been recognised that one of the methods 
of tux avoidance is the diversion of income to the 
spouse or minor children by taxpayers. With a view 
to preventing such avoidance, section 64(1) enume
rates seven different contingencies for clubbing the 
income. One of the suggestions made to us was that 
these provisions could be considerably simplified by 
the introduction of the concept of a family comprising 
of husband, wife and minor children, as a taxable unit. 
The concept of the family as a unit of assessment 
has been discussed for almost the last ten years, when 
a suggestion to this effect was contained in the budget 
speech. We have carefully examined this suggestion. 
This concept, in our view, has far-reaching implica
tions and repercussions on the independent status of 
women and their right to hold property and earn in
come under our law. It may also be detrimental to 
the interests of a large number of middle class families 
~here women have to work to supplement the family 
mcome. It may be urged that these aspects could 
to taken into consideration if provisions were made to 
exclude various categories of income from particular 
sources and incomes from what is popularly known 
as "streedhan'' from the scope of joint tax liability. 
Any fuch scheme to our mind would be far from 
simple in operation and would not be a better altema
ti_ve to the scheme of clubbing of income in specified 
Circumstances as contained in the present section 
64(1}. Moreover, in the context of the Hindu un
divide~ f~mily being a separate taxable unit, further 
complications w~mld arise in evolving yet another sepa
rate .taxable umt. It would considerably distort the 
lnw m ~egard to the Hindu undivided family as a tax
able umt where the law has evolved and is now reason
able. well settled bv several judicial pronouncements. 
In v1ew of these and other considerations We are not in 
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favour of substituting the present provisions for 
clubbing of incomes under section 64(1) by the adop· 
tion of a faimly as a unit of assessment. 

1-11.3. One of the circumstances under which t~e 
income of a minor child is clubbed with that of Its 
parent is the income from the admission of the minor 
to the benefits of partnership in a firm. Prior to the 
amendment made in 1976, such clubbing only opera
ted if the minor was admitted to the benefits of a 
partnership in which either parent was a partner. It 
was observed that the advantage of admitting minors 
to the benefits of partnership had unfortunately been 
misused widely. It was even suggested at one stage 
that the Partnership Act should be amended to pre
vent the admission of minors to the benefits of part
nership. It was also observed that the clubbing pro
vision was easily avoided by the admission of minors 
to the benefits of partnerships in which neither parent 
is a partner. Having observed the large-scale misuse 
of this facility, section 64 was amended to provide 
for clubbing of the income of the minor from ad
mission to the benefits of any partnership with the in
come of the parent irrespective of whether or not either 
parent was a partner in the same firm. 

1-11.4. Our attention has been drawn to instances 
where the new provisions are being circumvented by 
the interpolation of a trust for the benefit of minors 
and the trustees of such trusts entering into partner
ships. According to this device, a trust is created for 
the benefit of minors with express power to the trustees 
to utilise the trust funds by way of investment in busi
ness enterprises and partnerships. The legal position 
under partnership law is that the partnership is the 
relationship between the persons who are named as part
ners and the fact that a partner is in turn accoun•able 
for his share of income to any third party is irrelevant 
to the partnership. The introduction of a trust takes 
advantage of this position under the partnership law 
and seeks to avoid the clubbing under section 64(1). 
lt is appropriate that the adoption of such a device 
is countered and the underlying provisions of the sec
tion are given proper effect. We, accordingly, recom
mend that where a minor receives income as a bene
ficiary under a trust and such income is derived from 
the profits and gains of bu~iness carried on by the 
trustees in partnership with others, such income of the 
minor should be added to the income of the parent. 
The clubing provision in section 64 should be extended 
to cover such cases. 

l-11.5. It would follow from the recommendations 
made in the earlier paragraph that the device of a 



trust which is used to avoid the clubbing of the income 
of a spouse under the circumstances presently con
tained in section 64 should likewise be countered. 
Accord!ngly, we recommend that lf the spouse b • 
beneficmry under a trust and the trustees join in part• 
nership with the individual, the clubbing provisiou 
as presently contained in section 64{1)(il and ex• 
planation 1 should become applicable. 

.-11.6. The provisions for aggregating income of 
the spouse under clause (i) of section 64(1) has led 
to· a dispute in regard to the treatment of losses which 
may fall to the share of the spouse from the partner
ship. The Gujarat High Court in Dayalbhai Vadera 
vs. CIT ( 60 ITR 551) has ruled that the section con
templates inclusion of income and, accordingly, the 
share of loss arising to the spouse cannot be seb of 
against the total income of the other spouse. The 
Karnataka High Court in Kapadia vs. CIT (87 ITR 
511) has dissented from this view and has held that 
income in this section includes a loss. On general 
principles, income from membership in a firm would 
include a loss and the context of clause (i) of sub
section (I) does not warrant the contrary construction. 
The liability to assessment cannot alternate from year 
to year between the individual and the spouse depend
ing on whether there is a profit or a loss. Besides. 
in the ab£ence of other income, the right to carry 
forward the loss in a running business would be com
pletely lost if the individual is to be vicariously liable 
when there is a profit and the loss is to remain a dead 
loss in the assessment of the spouse. Apart from the 
construction of the existing provisions, in the interest 
of equity as well, it is appropriate that income referred 
to in section 64 should include losses. Accordingly, 
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if the income which is subject to clubbin~ under the 
section is negative amount, such negauve amount 
should be available for set off in the income of the 
individual in whose hands the clubbing has to be given 
effect to. We, accordingly, recommend that income 
referred to in section 64(1) of the act should include 
loss. 

1-11.7. Sub-section (2) of section 64 deals with 
another situation of clubbing in regard to Hindu un
divided families. Where an individual, being a mem
ber of such a family, converts his separate property 
into property belonging to the family and thereby 
diverts income to the family, the section provides for 
the inclusion of such income in the hands of the in
dividual. The section applies to cases where such con
version takes place through the act of impressing sepa
rate property with the character of family property 
or throwing it into the common stock of the family. 
Recently in the case of C.I.T. vs. J. G. Shah, the 
Supreme Court has held that the section is inapplicable 
where the conversion takes place by a direct gift. As 
the effect of gift is essentially not different from the 
other forms of conversion referred to in the section, 
the circumvention of the provisions of section 64 ( 2) h~· 
adopting the form of a gift, should be prevented. The 
intention underlying section 64(2) is to cover the 
cases of conversion and the diversion of income and 
wealth achieved thereby. We, recommend that section 
64(2) should apply to aU cases of conversion of indi
vidual property into joint family property by a member 
othei'WISe than for adequnte consideration whether by 
tbe act of impressi11g the property with the charuc!er of 
family property or by throwing il into the common 
stock of the family or by gift, 



CHAPTER 12 

SET OFF AND CARRY FORWARD OF LOSSES 

1-12.1. Sections 70 to 80, in Chapter VI of the 
Income-tax Act, deal with the provisions for carry 
forward and set off of losses. The scheme of the 
law, at present, is reasonably clear and well settled by 
judicial pronouncements. Within the same assessment 
year a taxpayer has the right to set off losses under 
any source under any head against his profits from 
any other source under the same head, and to set off 
the remaining loss, if any, under that head against 
income under any other head. This is, however, sub
ject to the special treatment in respect of long-term 
capital losses, speculation losses, and certain types 
of casual losses referred to in section 74A where the 
right of such set off is restricted. As regards the 
unabsorbed losses of one year, the law confers a limit
ed benefit of carrying forward such losses for set off 
ag~imt the i~come of ~ subs~quent year or years. 
Th1s benefit 1s only ava1lable m respect of business 
losses, losses under the head "Capital gains", short
term and long-term, and losses of a casual nature refer
red to in section 74A. Losses under the other bean• 
of income are not eligible for being carried forward 
to a subsequent assessment year. 

I-12.2. Various representations have been made 
to us to further rationalise these provisions. The llrst 
suggestion is that losses relating to income from house 
property and other sources which are not allowed to 
be carried forward to subsequent years under the 
present law should be allowed the facility of carry 
forward. The representation is to the effect that the 
charge for income-ta:t ~hould be on positive income, 
whatever may be the method of computation, and if 
a ta:tpayer bas suffered a Joss in any year his true 
chargeable income cannot be properly reflecied unless 
~ucb los~c~ are first .al.lowed to be set off. This point 
IS of particular va!Jd1ty where the incidence of ta:t 
may op.erate at rates exceeding 50 per cent. It is 
also P.OJntcd out that tax laws of some progressive 
countnes do not make any distinction between business 
lo~ses and other forms of losses in the matter of 
carry forward and set off against income in subsequent 
;years. It. may be urged, on the other band that 
m~me-ta:t i~ ~n yearly tax levied with refere~ce to 
a g1ven year s mcome. Though the income-tax is an 
yearly ta:t, one cannot lose sight of the long-term 
aspects of its incidence over a period of years, parti
~ulnrly where some of these years result in a positive 
mcome and some others in a loss. 

1-12.3. The incomes in the nature of business in
come,. capital ga_ins, and certain casual incomes are 
defimtel~ susceptible to fluctuations and on that count 
may entnle the assessee to the benefit of carry for
ward. At the same time, incomes from house ro
berty as well a• from other sources which rna p t 

e e~po~cd to fluctuations between' years, ma/ s~W 
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involve a deficit in one or more years to the taxpaye1 
So long as there is a valid deficit, computed in ac 
cordance with the rules of computation contained i: 
the Income-tax Act, the fact that it is not brough 
about by cyclical changes is no justification for tb 
denial of the right of carrying foward such loss. Wif. 
a view to •securing a broad measure of equity ove 
a period of time it is only fair that losses of one yea 
should be allowed to be adjusted against income o 
subsequent years. This principle of equity won!< 
equally apply to other categories of income such a 
income from house property and interest or dividend 
There may be a case or circumstance where incom< 
from salary would result in a loss having regard t< 
the scheme of taxation a& recommended by us. We 
accordingly, recommend that losses relating to '1101 
source und~ any head should qualify lor the bcnefi 
of carry forward and set off against income of sub~e· 
t(Ueof years. 

. I-12.4. The next provision on which represen· 
lations have been made to us is in regard to the carry 
forward of business losses. At present, this right ol 
carry forward is subject to the condition that the busi· 
ness in .respect of which the loss was sustained con· 
tinue~. to ~e carr!ed on in the subsequent year. This 
conditiOn IS a rel1c of the 1922 Act under which carry 
fonyard an~ set off of business loss was allowed only 
agamst the mcome from the same business in the sub
sequent years. When this provision was liberalised 
_under the 1961 Act, so as to allow set off against 
mcome from .any business (including the one in which 
the los~ wa.~ ~curre~l) f!Ie said condition was imposed. 
There IS no stipulatiOn m the section that the business 
sb~u~d continue to be .c.arried on at the same level of 
actiVIty.. Such a co_ndltion may not be sustainable on 
economic grounds, msofar as it compels the taxpayer 
to C?n!inue a losing business merely for the sake of 
qualifying for .th~ ~et of .loss. There !!lay be circum
stances where 1t IS 1mposs1ble to rehabilitate a business 
and to make it a viable proposition. The condition 
bas further led to considerable litigation to determine 
whether the loss-making business was in fact in exis
tence or not and was continued to be carried on in 
the sub~equent year. . Various tests are required to 
~e. appl1ed to determme whether the same business 
1s m ~act also carried on in the subsequent year. In 
our .view, t~e fundamental decision whether a loss
makmg busmess should be kept alive or not is one 
I? be taken purely on business or commercial con
Siderations. Such a decision should not be linked with 
the eligibility f?r a set off o~ losses for tax purposes. 
Su~h. a set off m any event, IS a proper deduction for 
amvmg at the true profits of the taxpayer. 

. 1~12.~. Another reason which may be advanced in 
JUS!Jficati?n of t~e condition is that, in its absence, 
loss-makmg busmess would be freely transferred or 



losses may be built up in businesses and they may be 
quietly discontinued in later years. This apprehension, 
to our mind, is exaggerated. The Income-tax Officer 
has sufficient powers to determine the true profits or 
losses of a business carried on by the taxpayer. It is 
far fetched to imagine that a person would like to 
buy a concern which has been showing losses and 
which may not be viable, merely to reduce the tax 
on his other income. Such reduction is only possible 
if factually a loss is incurred by the taxpayer. The 
set· off of such loss against taxable income docs not 
result in recoupment of the whole of the loss from· 
tile Government out of tax revenues and a portion of 
such loss necessarily falls on the taxpayer. The law 
also does not enable a successor otherwise than by 
inhcri111ncc to claim the carry forward o[ the los~;es of 
the predecessor. In view of the considerations men
tioned above. We recommend that tile carry forwaJ:d 
and set off of business l051ieS should be allowed with· 
out any condition that the business or professio11 in 
which the loss Willi sustained should continue to be 
carried on by the taxpayer in the sub~cqucnt years. 

1-12.6. The recommendations made in the preced·· 
ing paragraphs would entail the carry forward of losses 
under the heads salary, house property, business and 
other sources. All these losses as well as short-t~rw 
capital losses are to some extent similar in nature and 
interchangeable. The grounds which justify the carry 
forward of all such losses necessarily lead to the con
clusion that there is no particular merit in limiting 
the set off of such losses against income under the 
respective heads in the subsequent year. The basic 
justification is that the true concept of taxable income 
cannot be derived unless and until losses suffered by 
the taxpayer are first set off. On this principle, the 
losses under the head salary, house property, business 
or profession, or other sources or short-term capital 
losses should be allowed to be carried forward and 
set off against the income in the subsequent year under 
any head. Such treatment cannot, however, be ex
tended to losses on long-term capital assets and losses 
of a casual nature referred to in section 7 4A inasmuch 
as, such losses are of an exceptional or non
recurring nature. Again, the treatment of spe
culation losses, whether in the same year or 
in any subsequent year, should necessarily con
tinue to be separate as at present. Barring 
the special treatment to such categories of losses, viz.., 
long-term capital losses, losses from casual incomes 
under section 74A and speculation losses, all other 
losses may be carried forward in one lot and set off 
against future incomes without distinction. Such right 
of carry forward should be limited to a period of 
eight years following the year in which the loss is .in· 
curred. It would follow that when short-term cap1tal 
losses are carried forward they would also form part 
of the consolidated loss alongwith losses under the 
other beads of salary, house property, business or pro
fession and other sources and qualify for set off against 
other income. The present provision restricting the 
·right of set off of short-term capital losses carried 
forward from earlier years only against short-term 
capital gains is not justified. We, accordingly, recom
mend that ls!lles relalin§l to salary hotme property, 
business or profession, other sourc~, and short-term 
capital assets (but excluding losses in speculation bu· 
siness, Iong·term capital losses nnd losses referred to 
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in section 64(A) should be allowed to be carrier for
ward to wbsequent years and set off against income 
of those years under the same bead or any other bead 
in the eight years following the year in ""'tich the 
loss "is incurred. 

1-12.7. Another suggestion received by us relates to 
the need for a provision in the income-tax law to per
mit a taxpayer to carry back current business losses 
and to have the same set off against his income of 
earlier years which has already suffered tax. This claim 
Is sought to be justified on the ground that losses in a 
business cycle could be legitimately set off against pro
fits earned during the earlier periods, just as a right 
is already conferred to set off such losses against profits 
of subsequent periods. It is further sought to be 
justified on the ground that taxation laws of some 
other countries like the United States of America 
confer such a benefit on the taxpayer. We have re
commended in Chapter 8 of this Report that such a 
benefit should be extended to industrial uodcrtukin~s 
which have suffered damage or destruction as a result 
of natural calamities, civil disturbances, etc., as con
templated in section 33B. We are, however, not in 
favour of making a general provision in this regard and 
extending the benefit to business undertakings in gene
ral. The position of an undertaking which is destroyed 
and which is in need of reconstruction, revival or re
establishment is different from losses occasioned in a 
normal business undertaking. The need in the former 
case is to replenish the resources of the business to 
facilitate the re-establishment, reconstruction or revival. 
So far as businesses in general are concerned, the risk 
of loss is inherent in them and the facility for set off 
of such losses against income of future years (extended 
in the manner recommended) is adequate to ensure 
that the levy of the tax is fair and reasonable. There 
is no sufficient justification for refunding taxes already 
collected in respect of profits already earned by the 
business. Such a procedure would, to some extent, 
distort the revenue projections of the Central Govern
ment and may also lend itself to hazardous or other 
similar operations by a taxpayer who has already paid 
large taxes on good business profits in earlier years. 
Again, a provision to this effect would create practical 
difficulties in implementation more particularly, as it 
would involve the revision of assessments which have 
been completed and refund of taxes already paid and 
accounted by the Government. The introduction of 
any such facility would also interfere with the smooth 
working of the scheme for general acceptance of re
turns and making of summary assessments which we 
have recommended in the Interim Report. For these 
and other reasons, we are not in favour of providing 
for a general right to carry back business losses. 

I-12.8. The provisions of the law relating to :osses 
of registered firms have led to certain practical diffi
culties. The losses of such firms are required to be 
apportioned amongst the partners in their loss-sharing 
proportions and it is the partners alone who have the 
right to set off such losses or carry forward such losses 
in their personal assessments. Such a provision is 
simple and logical so Jon!.\ as there is no separate inci
dence of tax on the firm. The provisions have, how
ever, become inequitous in the context of the levy of 
the separate tax on registered firms. In our Interim 



Report we have recommended that the separate tax on 
the registered firms should be discontinued. If such 
tax is not discontinued for any reason, it is essential 
that, to determine the levy of the tax on the registered 
firm, the loss incurred by the firm should be carried 
forward and set off for the limited purpose of deter
mining the tax on the registered firm against its income 
in the subsequent years, without disturbing the other 
provisions of carry forward and set off of losses. Fail
ure to do so would result in a registered firm being 
called upon to pay tax on profits of the subsequent 
period even though there would, really and in subs!. 
tance, be no profits or smaller profits, if the effect o! 
the losses incurred in the earlier years were taken into 
account. We, accordingly, recommend that during 5ucb 
time as a separate tax is levied on registered firm», the 
losses incurred by o registered firm 5hould be carried 
forward and set off against the firms's income in the 
sub~equcnt years, ouly for the purpose or a.~ertaiuloa 
tbe tax payable by the firm. The existing provisions 
regarding apportionment of the loss amongst the part
ners with the corresponding rights of the partners to 
set off such loss or carry forward such loss In their 
pcr6onal assessments should continue. It would follow 
that the apportionment of the share of income/loss of 
the firm (as reduced by the registered firm's tax) 
among the partners in the subsequent year would have 
to be tho: income/loss without the set off of the past 
loss because such Joss was already apportioned among 
the partners in the earlier year. To that extent the 
total income on which the registered firm's tax is 
charged in the subsequent year would be different from 
tho income which is apportioned among the partners 
for separate asses,ment in their cases. To this extent, 
two sets of calculations would be involved until such 
time as there is a separate levy of tax on the income 
of the registered firm. 
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I-12.9. The existing provisions in regard to carry 
forward of business loss expressly provide that when 
business losses under section 72 and depreciation under 
section 32(2) are both carried forward, the set off of 
business k•sses should take precedence over the set 
off of unabsorbed depreciation. This provision is 
aimed at protecting the interests of the taxpayers inso
far as business losses are carried forward only for a 
limited period of eight years whereas unabsorbed dep
reciation is carried forward indefinitely. It has, how
ever, been represented to us that a similar restriction 
of eight years applies to investment allowance, yet 
such allowance is set off after the unabsorbed depre
ciation. Again, it has been pointed out that current 
depreciation takes precedence over past losses. The 
tax holiday concession also operates after the set off 
of all the brought forward allowances and losses. 
Representations have, therefore, been made that the 
law should expressly provide for the order of set off 
o[ carried forward benefits in order to ensure that the 
taxpayer obtains the maximum benefit under the tax 
1aws.. We are not in favour of any artificial provision 
tn thts regard. The simplified scheme of depreciation 
as recommended in our Interim Report should to a 
targe !'Ieasure meet. the various conflicting situations 
to ·:vhtch our attentton has been drawn. There is 
dterc;fore, in. o_ur o~inion, no ne_ed to make any furthe~ 
orpectfiC rrO"!SlORS In the Law 10 regard to the order of 
set off o vanous allowances nnd losses 

I-12.10. We have in the observations made in the 
preceding paragraphs clarified that the c~anges recom
mended by us do not apply to speculation lo~s.es. W,e 
are in full agreement ~1th ~he present pro.v!Slons m 
the income-tax law which tsolate speculation losses 
and permit a taxpayer to set off such losses ouly against 
speculation profits either in . the same year or in the 
subsequent years. Speculatton profits, however, are 
brought to tax on par with other business profits. A 
loss from a non-speculation business can be set off 
against income from any business including speculation 
profits. There may thus be situations where a specu
lation loss as well as a non-speculation loss are carried 
forward from an earlier year and the claim for set off 
against speculation profit may arise in a subsequent 
year. It should logically follow that the first claim for 
set off against the speculation profit should be that of 
the speculation loss in view of the restrictive right of 
setting off such losses as contained in section 73. Sec
tion 72 deals with business losses in general while . 
section 73 deals with the special category of losses in 
speculation business. Therefore, where both the pro
visions of sections 72 and 73 are simultaneously appli
cable, effect should first be given to the provisions of 
the special nature viz., section 73. Such a construc
tion would resolve the difficulty in regard to the ques
tion as to which loss should take priority in the set off 
against the speculation profit. The Central Board ol 
Direct Taxes have issued administrative instructions to 
the effect that unabsorbed speculation losses should 
first be set off against subsequent speculation profit and 
it is ouly if a balance of speculation profit is left that 
it should be utilised for set off of non-speculation busi
ness losse&. In order that the instructions regnrding 
~et off of speculation losses are not overlooked, we 
recommend that this matter may be suitably clarified 
in the act itself. 

I-12.11. An essential providon in regard to the 
scheme for carry forward and set off of losses is that 
contained in section 80 of the Act. This is in the 
nature of an overriding condition that unless a loss 
is determined in pursuance of a return filed under 
section 139, the taxpayer would not be entitled to 
carry forward his loss. Such a provision is salutary 
inasmuch as it safeguards the interests of revenue 
against claims for set off of losses relating to past years 
raised at the time of subsequent assessments purely 
with a view to escapement of taxes. The Supreme Court 
in C.I.T. v. Kulu Valley Transport Co. Ltd., 77 ITR 
518, has held that even a belated return is a valid re
turn under section 139 and, accordingly, it would 
confer a right on the taxpayer to carry forward the 
loss as may be determined on the basis of that return. 
A return of loss may thus be filed even after the expiry 
of the statutory period allowed under section 139(1) 
read with section 139(3) thus the right to file such 
return continues till an assessment is made as provided 
in section 139(4). In ti)e Interim Report we have 
stressed the need for timely compliance on the part 
of the taxpayers in filing returns of income in order 
that the scheme for summary assessments could be 
effectively operated. It is, therefore, necessary that 
the filing of loss returns should be restricted within a 
specified time and that the general provision under sec
tion 139 ( 4) should not be applied to a Joss return. 



The returns of losses should ordinarily be filed before 
the 30th of June as in the ca'e of other returns. The 
:axpayer may, however, obtain extension of time for 
filing the loss return, from the Income-tax Officer, up to 
the end of the assessment year. For delay beyond the 
end of the assessment year, time for filing the return 
may be granted by the Commissioner of Income-tax 
for just and sufficient reason. These aspects are dis
cussed in Part II of this Report. We recommend lhat 
returns of loss filed after the 30th June or such cxlen· 
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ed time before the end of the assessme'nt year as •lllow
ed by the Income-tax Officer or ~uch extended Hmc 
thereafter as allowed by the commissioner of Income
totx, should not confer on the toxp.1ycr the right of r:vr} 
forward of losses under the pro•·isions ..>[Chapter \'1 of 
the Act. It may, however, be clarified that the tnx
paycr's right to file a revised return under section 
139(5) should cxt~nd even to a loss return which has 
origir.ally hccn filed within the time allowed for filing 
the los~ return. 



CHAPTER 13 

DEDUCTIONS TO BE MADE IN COMPUTING 
TOTAL INCOME 

I-13.1. Chapter VIA of the Income-tax Act, comp
rising sections llOA to 80VV, contains a number of pro
vbions for the deduction of certain amounts in comput
ing the total income for the purpose of tax. The scheme 
of the Act is to determine the gross total income as 
defined in section 80B(5) which necessitates the appli
cation of all the provisions of the Act other than those 
contained in Chapter VIA. The Scheme of the 
Chapter is to start with such gross total income 
and make deductions therefrom for the various 
purposes as provided in the diJicrcnt sections of the 
Chapter so as to arrive at the total income on which 
the tax has to be charged. Gross total income is thus 
the aggregate of incomes from the different sources 
computed under the different heads of income specified 
in section 14. It also requires giving effect to the provi
sions for set off and carry forward of looses as provi
ded in sections 70 to 80 of the Act. 

I-13.2. This Chapter has been on the statute book in 
the present form from 1st April, 1968, although some 
of the provisions included in it have been part of the 
law since 1st April, 1965. The Chapter came into exis
tence as a step in the simplification of taX laws Instead 
of calculation of rebates at average rates of tax for 
various purposes, the Chapter aims at securing more 
or Jess the same tax benefit by making straight deduc
tions of appropriate amounts in computing the total 
income. Having regard to the genesis of this Chapter, 
express provision is made in section 89A(2) to the 
effect that the aggregate of the deductions provided 
under the various sections docs not exceed the gross 
total income. 

I-13.3. The deductions provided in the Chapter 
broadly fall into two categories. The first category com
prises deductions in respect of certain outgoings from 
the income, by way of expenditure or sa\•ings. irrespec· 
tive of the component of the income from which the 
outgoings arc met. Deductions falling in the second cate
gory relate specifically to certain components of the 
gross total income. Therefore, whilst one set of deduc
tions deals broudly with outgoings, the other set of 
deductions deals with components of the income. Some 
of these provisions have come up before the courts for 
interpretation as to their scope and meaning. The largest 
amount of controversy centres round section 80J, whilst 
by and large the other provisions have given rise to few 
disputes. 

I-13.4. We have considered the representations for 
lib.eralisation of some of the· deductions provided under 
!Ius Chapter. We consider that a certain amount of 
r~-.arrang~ment. or .re-p'!sitioni';lg of some of these pro
VISIOns Will be JUshfied m the mterest of rationalisation 
and simplification. In Chapter 1 of this Report we have 
ulrcady commented about the need to delete the spe-
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cial definition of the term "relative" contained in sec
tion 80B(8). We now proceed to examine some of the 
provisions in this Chapter individually. 

I-13.5. Section SOC provides for a deduction in re~
pect of Jong·tcrm savings effe~ted ~y the tax~ayer m 
specilied media while. compuu~g ~ taxable. mcome. 
This deduction is available to md!Vlduals, Hm~u _un
divided families and a limited category of associations 
of persons or bodies of iudi':iduals. The form. of. sav
ings qualifying for the deduction are broadly, life msu
rances premiums, contributions t? proVldent. funds ~d 
superannuation funds and certam Cumulative T~e 
Deposits in Post Offices. The quan~ of the dedu~~on 
has been increased from time to time and the ceiling 
over the savings qualifying for the deduction. has also 
been similarly increased· At present, the deduction under 
this section is allowed to the extent of the whole of 
qualifying long-term savings upto Rs. 5,000 plus 50 per 
cent of the next Rs. 5.000 plus 40 per coot of the 
balance of such savings. The aggregate of the savings 
qualifyina for the deduct!oo is limited to Rs. 30,000 01 
30 per c;nt of the gross total income, whichever is less. 

1·13.6. One of the suggestions made to us is that the 
deposits with public secwr bauks for a specified 
number of years should also qualify for the deduction 
under section 80C. The principle l!llderlying this sec
tion being the investment of funds largely at the control 
of the Government and for a reasonable length of time 
of at least 10 years, the concession should' be extended 
to savings which satisfy these principles. Sayings with 
public sector banks for a duration of 10 years or more 
would merit inclusion. Likewise, a taxpayer may 

· desire to pay a lump sum to the Life Insurance Corpo
ration by way of single premium on a life insurance 
policy, without committing himself for a recurring ob
ligation for 10 years. This would enable savings to be 
placed with the Life Insurance Corporation as well, 
provided there are adequate safeguards such as (a} the 
policy on the life of the assessee having a minimum 
maturity period of 10 years, and <b) the policy not 
enjoying any cash surrender value. Such a scheme 
would entitle t;txpayers to make single premium pay
ments and avail of the benefits of insurance largely 
within the safeguards as applicable to the other forms 
of savings. We, accordingly, recommend that the 
following t)'PCS of savings should be included for the 
purposes of the deduction under section SOC :-

(a) Deposits or cumulative time deposits with 
public sector banks for a period of not less 
than 10 years with facilities in the matter of 
borrowings and encashment broadly com
parable to those available in the case of to
year or 15-:vear cumulative time deposit~ 
accounts in Post Offices; 



{b) Single premium paid on a policy of insurance 
on the life of the taxpayer, where the dura
tion of the policy is for a minimum period 
of 10 years or life, without any option to 
obtain a cash payment by surrender or cern
mutation in the intervening period. 

1-13.7. Section SOD allows a deduction in resp~ct 
of expenditure incurred by the assessee on the medical 
treatment, etc., of a handicapped dependent relative, 
upto Rs. 2,400 where such treatment is provided in 
an institution and Rs. 600 in any other case. lt has 
been represented that these limits have become un
realistic having regard to the present day coi!l: of such 
treatment. We recommend that the ceilings of 
Rs. 2,400 and Rs. ·600 laid down in section SOD may 
be doubled to Rs. 4,800 and to Rs. 1,200 respec
tively. 

I-13.S. The need for medical attention for tax
payers in general needs no emphasis. It is in recogni
tion of this necessity that administratively no perqui
site value is attributed to ordinary medical expenses 
provided by an employer to his salaried employees. 
Some form of medical benefits are also available to 
employees who are covered under the Employees State 
Insurance Scheme. Taxpayers in the non-salaried class 
are compelled to incur such expenditure out of their 
income which has suffered tax. In view of the need to 
enhance the efforts of the taxpayers in increasing in
come. and to be reasonably free of the worry of the 
cost of medical attention it is appropriate to provide 
for a deduction from the taxable income for medical 
expenses. We, accordingly, recommend that taxpayers 
who are not otherwise elig.'ble to medical perquisites 
be entitled to a deduction of actual medical expenses 
incurred on themselves and members of their family 
dependent on them up to a limit of 10 per cent of the 
~:fOSS total income or Rs. 5,000 per annnm, whichever 
i• kwer. 

1-13.9. Section SOE provides for deduction of pre
mium payments under an annuity contract for securing 
a life annuity in old age subject to a ceiling on the 
premium of Rs. 5,000 per annum. The deduction is 
presently allowed to partners of regii!l:ered professional 
firms. It is not available in cases where the taxpayer 
has income in the nature of unearned income referred 
to in sub-section (6) of Rs. 10,000 in the aggregate. 
The representations received by us in regard to this 
provision seek relaxation of the present restrictions. It 
lms been urged that the limit of Rs. 5,000 should be 
increased to Rs. 10,000 in view of the fall in the value 
of the rupee. It has further been urged that the con
cession is an extension of the benefits under section 
SOC. The additional advantage under this section is 
a 100 per cent de!luction of the premium as against 
the graded deduction under section SOC but corres
pondingly the benefits under this form of saving are 
less attractive. The principle underlying the concession 
being the purcha!!e of a deferred annuity policy which 
involves deferment of the tax, the restriction with 
reference to the unearned income referred to in sub
section (6) has no particular validity. The premium 
paid to the Life Insurance Corporation accumulates 
with interest to a capital sum in comparison to which 
the. annuity provided barely reprerents a reasonable 
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rate of interest. The corpus or the capital sum rem~s 
with the Corporation in perpetuity, Again, the restnc
tion of the concession to partoers of registered firms 
only is also not fully warranted. We, ncc:ordingly, 
recommend that the benefit or section SOE should be 
extended to a•l taxpayers rendering professional ser
vit-es mentioned therein. The monetary limit of deduc
tion should be increased to Rs. 10,000 per annum. 
The condition that the unearned income referred to in 
sub-section (6) should not exceed Rs. 10,000 to 
qualify for the benefit should be deleted. 

I-13.10. Section 80FF provides for a concession in 
respect of education expenses of the children or de
pendants of taxpayers. Here again, the various condi
tions prescribed by way of limitations serve to rei!trict 
the benefit to a very limited number of taxpayers. The 
deduction is available only where the individual's 
gross total income does not exceed Rs. 12,000. The 
deduction is limited to Rs. 1,000 per year for degree 
or post-graduate courses and Rs. 500 per year for 
diploma courses. It is further limited to two depen
dants. These restrictions render the concession illusory. 
We recommend that the limit of Rs. 12,000 in respect 
of the l!l'OSS total income should be increared to 
Rs. 25,000. The limits or Rs. 1,000 and Rs. 500 
should also he increased to R1. 2,000 and Rt. 1,000 
respectively. 

I-13.11. Section 80G provides for deduction in res
pect of donations to charitable institutions and certain 
funds of national importance. The section also covers 
donations for renovation or repair of notified places 
of public worship. The quantum of the deduchon is 
50 per cent of the qualifying donations. 

I-13.12. One of the suggestions made in regard to 
this provision is that minimum limit of Rs. 250 
for the deduction under this section should be re
duced toRs. 100 or be removed. We are not in agree
ment with this suggestion as it would needlessly in~ 
crease the administrative work without significant 
benefit to the taxpayers. Another suggestion was that 
in regard to contributions to national funds like the 
National Defence Fund, the Prime Minister's Drouj!ht 
Relief Fund and the Prime Minister's National Relief 
Fund, the deductions should not be limited to 50 per 
cent but should be increased to 100 per cent. Jn view 
of the fact that these funds are national in character 
and are administered by the Central Government 
the grant of an additional incentive by way of tax 
would be justified. We recommend that the quantum 
of deduction under section 80G should be raised to 
100 per cent of donations to funds of a National 
character as specified at present in the section or •• 
may be notified by the Government from time to 
time. 

1-13.13. Explanation 3 to section 80G excludes 
from the term "claritable purpose" purposes which are 
substantially of a religious nature. It is generally 
recoi!Jiised that spreading of religious thought and 
learning is as useful as any other formal scheme of 
education. It is an object of general public utility and 
in recognition thereof income which enures for the 
benefit of public religious purposes qualifies for tax 
exemption under section 11 of the Act. Section BOG 



already contains a salient restriction to the effect that 
the institution or fund in question should not be ex
pressed ~o be for the benefit of any particular religious 
commumty or caste. Thus, so long as donations are 
made to public trusts which are engaged in public 
religious activities and which by their terms are not 
restricted to any particular religious commun1ty or 
caste, there seems to be no justification for denial 
of the deduction under section 800. The effect of Ex
planation 3 is to allow the deduction only to non-reli
gious trusts. Again, the need for contributions for 
pla'7s of public worship is already recognised under 
section 800 and donations made for renovation or 
~epair of ~laces of worship do qua~ify for exemption 
m appropnate cases. The Explanal!on, therefore, in
troduces a needless refinement between trusts which 
qualify for exemption under section 11 and trusts the 
donations to which qualify for deduction under section 
800. Apart from the considerations mentioned above, 
even for the sake of simplification such a distinction 
could conveniently be dropped. We, accordin!lly, re· 
commend that explanation 3 to section SOG be 
deleted. 

I-13.14. The departmental practice at present is for 
the Commissioner of Income-tax to issue a certificate 
at tl_le request of a charitable trust for the purposes of 
sect10n 800. Such a certificate prima facie entitles the 
donor to the benefit of the deduction under this s~c
t!on. Delays in the matter of obtaining such certificates 
have been pointed out with the consequent adverse 
effect on the collection of donations by charitable 
trusts. It appears to us that the procedure for grant of 
such ce~tificates could be streamlined. We recommend 
that certificates under section SOG should be issued 
by the Income-tax Officer having jurisdiction over the 
Charitable Tn•st. The certificate should be grantea 
within a period of three months from the date of ap· 
plication. The grant of the certificate should continue 
to be merely a measure of administrative convenience 
and not to be mode a pre-condition for grant of deduc
tion under section SOG. The order of the Income-tax 
Officer refusinl! to grant the certificate should be made 
appealable In the normal course. Once a certiOcate is 
granted its withdmwal or cancellation should not dis
qualifv rlonation~ mode prior to the withdrawal or 
cancellnt;on for deduction under this section. 

I-13.15. The proviSions of section 800 are aimed 
at encouraging donations for public institutions and 
~hn~ta~le cau~cs. In recent .. times there are many 
mstltuhons which are engaged m promotion of scienti
fic research in various fields. The income of such of 
these institutions as are approved under the Act quali
fies for exemption under section 10(21). Contributions 
made to such institutions are allowable as a deduction 
under section 35 of the Act only to those taxpayers 
who h~ve income under the~ head "Profits and ~ns 
of busmess or profession". As the provisions stand 
at present, a person who has no income under that 
head cannot ?bt~in the benefit of deduction in respect 
of the .con.tr•~utions made to approved scientific re
search mstltutlons. The encouragement of scientific 
research W?uld wammt that the beneftt of deduction 
unde~ se~tlon 35 should be available in respect of 
contnbuhons by all classes of taxpayers. To that 
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extent it is an extension of the principle underlying 
section 800 where all classes of taxpayers can make 
donations to funds and charitable institutions and 
qualify for tax exemption. We, accordingly, recom
mend that mbjccl to the except' on men'ianed below a 
new sect;o'n should be inse!1ed 11ftcr s~cfion SOG to 
allow full deduction of con•.ribu:ions which lillY fax· 
payer may make to approved scientific research ins· 
titu!ion~. 

The benefits under the new section should be on 
similar terms as presently available under section~. 
35(1)(ii) and 35(2)A. The deduction under this sec
tion would only be available to assessees who do n.ot 
have any income under the head "Profits and gains of 
business or profession". Accordingly, sums which 
have been claimed as a deduction undeu- section 35 
would not qualify for a further deduction, under the 
new section. 

1-13.16. On the same parity of reasoning ta.'(payers 
in general should be entitled to deductions of amounts 
contributed to approved institutions for rural develop
ment programmes un,der section 35CCA. We recom· 
mend that the above new section should, therefore, 
extend also to contributions by tnxpayers to insti tu· 
tions referred to in section 35CCA. 

1-13.17. Section 8000 was introduced with effect 
from 1st April, 1976, with a view to providing relief 
to a taxpayer who does n.ot receive a house rent allow
ance from an employer. The deduction is with refe
~el!ce to the rent for his residential accommodation as 
1s m excess of 10% of the total income. It is how
ever, limited to Rs. 300 per month or 15 per ~nt of 
the gross total income, whichever is less The deduction 
!s not available where any residential 'accommodation 
IS owned by t~e taxpay.e~ or his spouse or minor child
ren or the Hmdu undiVIded family of which he is a 
member. There is need to increase the limit of 
Rs. 300 to correspond to the increased limit of 
Rs. 400 as applicable to house rent allowance for the 
pu~ses of the exemption under section 1 0(13A). 
Agam •. the mere fact of ownership of residential accom
mod.atlon should not result in denial of the conce~sion 
particularly: by reason of the employment or business. 
~e, ac~o.rdm~lv. recommend that the limit of Rs. 300 
In section SOGG should be raised to Rs. 400. We 
also recommend that the deduction should not be 
denied !"h~J'! the r~side'ntinl accommodation owned 
bv the m~dual, h•s spouse, minor children or the 
Hindu undivided family is sitaated at a place other 
t~an ~e one where the taxpayer resides or conducts 
hi$ busmess or profession. · 

I,-13.11!. Se!=tion 80V allows ·a deduction in respect• 
of mterest P~Id by a taxpayer on money borrowed for 
payment of mcome-tax. A specific provision to this 
effect. was necessary because such interest does not 
constitute an allowable deduction against income; com
puted u~der the Act. The que!tion of allowin a _ 
ment of mterest may also arise ."'::here taxpayers ~~Jw 
money for the purpose of acqu1TIII2 a residential house. 



Borrowings effected for creation of income-earnin& 
assets qualify for deduction under the appropriate 
computation provisions. Under the present Jaw borrow
ings for acquisition of house property are allowable as 
a deduction in the computation, of income from pro
perty. We have in Chapter 7 recommended that in
come from one residential house used by the taxpayer 
for the purposes of his own resident should be exemp
ted from tax. In such circumstances there would be 
no computation of income from such a property and 
the result would be to deny the taxpayer the deduction 
for expenditure by way of intere5t incurred on borrow
ings for acquisition of such residential house. As the 
recommendation for exemption of the notional income 
of one residential house is an, extension of the conces
sion in the Act for self-occupied residential property, 
the concession should not result in denial of a relief 
already available to the taxpayer. It is aloo appro
priate that interest expenditure of this nature should 
be allowed as a deduction from the gross total in,come 
of the taxpayer but within a reasonable limit, We, 
accordingly, recommend that section SOV should be 
extended to cover interest opto a limit of Rs. 10,000 
per year paid by a taxpayu on borro'l'!tings from banks 
or financial institntio'ns for acquiring, constructing, 
repairing, renovating or reconstructing one residential 
house property used for the purpose of the taxpayer'li 
own residence. 

1.13.19. Section SOVV was introduced in the law 
. with effect from 1st April, 1976. It provides for 
deduction, of expenditure .incurred by the taxpayer in 
tax proceedings for determination of the liability under 
the Act. A ceiling of Rs. 5,000 has been fixed for 
the deductiog. The section is also referred to ii 
section 37 with a view to excluding such expenditur1 
from the operation of section 37. This has led to th1 
position, that the limit of Rs. 5,000 is also applied IL 
taxpayers having business income .. In such cases, it 
has been clearly held. that expenditure of the nature 
referred to in section SOVV constitutes allowable 
business expenditure without any limit. We do n,ot 
consider it necessary to place such an artificial limita
tion on such expenditure and also on the freedom of 
a taxpa}'er to have his case properly represented for 
determin,ation of his tax . liability. . We, therefore, 
recommend that the reference to section SOVV in sec
tion 37 should be omitted. The deduction onder 
l!lection SOVV should operate in the case of assessees 
having no income cmu-geable onder the head "proftfll 
and gains of business or profession''· 

!.13.20. Apart from the recommendation, made in 
the preceding paragraph, we are of the view that an 
artificial limit of Rs. 5,000 placed in section SOVV 
can result in practical hardships. It has now been 
well settled that expenditure incurred in tax proceed
ings is allowable to a taxpayer even again,st his income 
under the head . "Income from other sources". The 
!!eduction in any case is restricted only to· the actual 
expenditure . incurred and it is not in the nature of a 
standard deduction. The artificial ceiling mar. prove 
inequitous because a taxpayer would necessanly have 
to defend himself against wrongful assessments. His 
costs in such circumstances may be beyond his control 
particularly if the Department carries the matter higher. 
In such situations, the limit of Rs. 5,000 could result 
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in an arbitrary disallowance. By the very nature of 
tax proceedings, a monetary limit i& impra~tical be
cause the sum of Rs. 5,000 may be excessiVe m a large 
number of cases whilst it may be a pittance in some 
other case. We are of the view that there i& no justi
fication for a monetary limit on a category of expendi
ture like that referred to in section SOVV which is 
otherwise allowable in, computation of income. We, 
accordingly, further recommend that the monelary 
funit of Rs. S,OOO referred to in section 80VV llhould 
be removed. 

1.13.21. Deductions of the second category, provi
ded under Chapter VIA, are those in respect of speci
fic components of the gross total in,come. Wherever 
such deduction relates to a particular head of income 
it would be more appropriate to provide for such deduc
tion in the process of computation of the income under 
that head to the extent it does not disturb the general 
scheme of the Act. Accordingly, the deductions un,dcr 
sections SOR and 80RRA should be grouped with in 
the sections dealing with computation of income under 
the head "salaries". Sections SOHH, SOHHA, 801, 
8011, 8000 and SORR which relate to income 
from business or profession should more appro
priately be placed along with the sections deal-
mg with computation . of profits an,d gains, 
from business or profession. As regards sec-
tions 80K, SOL, SOMM, BON 800 and SOP they should 
be placed along with the sections dealing with compu
tation of profits and gain,s from business or profession . 
They should correspondingly be applied to the com
putation of income from other sources wherever the 
mcome in question is assessed under that head, on 
the lines of the present provisions of section, 59. 
We, accordingly, recommend that deductions pertain
Ing to specific heads of income should be placed along 
with the compnlation sections relating to the relevant 
beads of Income. 

I-13.22. We are aware that the regrouping of the 
sections as suggested by us will accelerate the operation 
of those provisions in precedence over the provisions 
for carry forward and set off of loss under Chapter VI 
of the Act. Further, such regrouping would also take 
those sections out of the overall limit under section 
80A(2) and the deductions would not be limited to 
the quantum of gross total income. However, having 
regard to the scheme of the Act, where deductions 
are allowed as and by way of incentive, it is appro
priate that they should be allowed to operate in full 
so as not to restrict the benefit to the taxpayer. The 
rationalisation and simplification resulting from the 
change are also a further justification for the sugges
tion, having regard to the litigation resulting from the 
present provisions. Where, however, the deductions 
under Chapter VIA are designed to reduce the effective 
rate of tax applicable to the income, such provisions 
should continue in the same Chapter as deductions 
from gross total income, and they have accordingly 
not been included in the aforesaid suggestion for 
regrouping. 

I-13.23. By far the most important provision con
tained in Chapter VIA is that in section 801 which 
provides for a deduction in respect of profits and gains 
derived from a new industrial undertaking or a ship 
or a hotel. The scheme for allowance of the deduction 



is reasonably clear and it provides for a deduction upto 
a fixed percentage of the capital employed from the 
qualifying profits. Adequ~te provisio~ _is made for the 
carry forward of the deficten~y pertammg to any year 
to the future years upto the etghth year from the com
mencement of production. 

I-13.24. There was considerable contr?ver~y on the 
question whether an industrial undertaking JS a new 
undertaking &o as to qualify for the deduction w;tder 
this section. The controversy has been substanttal!y 
set at rest by the decision . of the Supreme Court m 
Textile Machinery Corporation Ltd. v. C!T• 19~ IT~ 
19 5. The effect of the Supreme. Court s dec~ston .1s 
to substantially reiterate the posit10n as contamed m 
the Board's Cucular of 1948. 

I-13.25. The concession is available to ind~siri~I 
undertakings, hotels and ships.. A similar deduct1o~ IS 
not available in respect of an atrcraft used by an Indtan 
company for the purposes of the ~usincss of tr.an~
porting passengers or cargo. "f!lere Is really ~o Sl~J
ficant difference between th7 bus!ness of operatmg sh_Ips 
and the business of operatmg a1rcraft. Under seCtion 
32A ships and aircraft have been treated on par. 
We 'therefore, reconunend that the deduction under 
sccilon 80J should he extended to aircraft in like 
manner 115 In the case of a ship. 
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· . 1-13.26. One of the qualifying conditions stipulated 
in the section is the commencement of operations with
in a specified period following the 1st April, 1948. 
At !?resent this period . is fixed at .3~. years, thereby 
makmg the benefit available to activJ!les commenced 
before 1st April, 1981. This period has been extended 
from time to time at five-year intervals. If projects 
arc to be "planned at present, it is quite possible that 
the commencement may extend beyond 31st March, 
1981. It is desirable to provide for the benefit with 
a reasonable degree of certainty and continuity in the 
interests of industrial development. We reco~end 
thnt the JN"Ovision in scction SOJ should be conlmncd 
without any time limit and the condition regardin: 
commencement of operations before a prescribed date 
should be deleted. 

I-13.27. The. next point of controversy is the pro
vision in section 80J fixing the quantum of the deduc
tion at a percentage per annum of the capital em
ployed. · The expression "6 per cent per annum" (or 
"7!% per annum" in certam cases) has been con
strued to refer to a full benefit for each assessment 
year. · In other words, the quantum of the benefit is 
to be calculated at the full percentage of 6 per cent 
or 7!% as . the case may be for the assessment 
year irrespective of the period during which the 
industrial undertaking may have actually carried on 
operations. during the first year. Recently, however, 
a contrary view seems to have been expressed by the 
Central Board of Direct Taxes and officers have been 
directed to apply the percentage to a full year and re
duce it in proportion to the number of days during 
Which the undertaking is in operation so far as the 
first year is concerned. This would lead to a perma
nent loss . to the taxpayer inasmuch as the tax holiday 
period is only five assessment years and there is no 
provision for a spillover into the sixth year so· as to 
a)low the de.duction for. an .aggregate period of 60 
months or five years of operation. We are not in 

agreement with the view that the secti~n require~ t~e 
percentage to be applied on a proportJonate basis m 
the first year. . The dU:ections of the _Board proceed 
on · a wrong interpretat19n of the sectton and would 
result in a further spate of litigation. and an unsta~lc 
position in the law. In consonance With the unde!lymg 
intention of the provision, we r~ommend thaf m re· 
gard to the deduction onder section SOJ the percent· 
age should be applied in full for ~ch asses~ent 
year irrespective of the days of operation of the mdu.,._ 
trial undertaking and to this effect directions should 
be issued bv the board. 

1-13.28. There has been protracted litigation on the 
provisions for computation of the "capital em~loyed" 
in the new industrial undertaking. The legislature 
has left computation of capital employ~ to be pr~
cribed by the rules under the Act, whilst proVJdmg 
expressly in the section that the benefit of t!J.e con
cession is limited to a percentage of the capital em
ployed computed in the· prescribed· manner.' For
merly, rule 19 of the !~come-tax Rules provided for 
the capital to be ascertamed by the process of deter
mining the assets and liabilities, making due allowance 
for the additions to the assets in the course of the 
computation period on a pro rata basis. The pro
visions were, however, liberalised under rule 19~ when 
certain categories of borrowings were not reqmred·to 
be deducted in the process of determination of the 
capital employed. As a measure of simplification, it 
was provided that the assets should be ascertained a~ 
on the first day of the computation period. · There
after, the provisions have been further amended and 
all borrowmgs and liabilities are required to be deduct
ed from the assets. to determine the capital employed. 
The Calcutta High Court in two judgements both in 
the case of Century Enka Ltd. v. Income-tax Officer, 
107 .ITR 123, and 107 ITR 909, has held that rule 
19A was ultra vires the rule-making power of the 
Board. The first judgement dealt with the adoption of 
the assets on the first day of the computation period 

· wihout making adjustments for increases during the 
year. 'The second judgement dealt with the exclusion of 
borrowed capital otherwise than . from the approved 
sources expressly mentioned in ·the rule. The gist of 
these judgements. is that the expression ''capital em. 
ployed" is used by the legislature and borrowed money 
employed as capital in a new industrial undertaking 

· cannot be artificially excluded from the quantum of 
capital employed, by a rule-making authority. In deal
ing with a significant benefit like the one under con
sideration, it would be appropriate that the quantum of 
the tax concession is clearly specified by the legislature 
itself. If the method of determining the capit!!l em
ployed were part of the provisions of section 80J itself 
mstead of the rules, . the chaDenge on the grounds 
urged before the Calcutta High Court may not have 
been made. It may be mentioned that the provisions 
as of the Surtax Act themselves prescribed the method 
of determining the capital. We, therefore, . recom
mend that the method. of computing. the capital em· 
ployed should. be laid dom, .in the section itself •.. 

I-13.29. We m·av now deal with the merits of the 
representations made to us that 'capital employed .should 
include all ·forms of capital including bor.rowed capital. 
The· scheme of · section 8QJ is to grant an. incentive 
to taxpayers to undertake new industrial enterprises. 



The incentive is provide4 by exempting certain part 
of income which would otherwise have attracted tax. 
In order to afiord a yardstick for determining the am
ount of income to be exempt, a ceriain percentage of the 
capital employed has been adopted. This is a fair 
yardstick because the return on the capital which is 
deployed in the business will determine the extent of 
the exemption. Capital which is deployed in establish· 
ing an industrial enterprise is not only the owner's own 
capital but also capital provided by other agencies, 
either by way of contributions to share capit~ or by 
way oflloans. Capit~ r~ised through borrowmgs ~as 
ultimately to be repwd m any event.. The yardstick 
by which the exemption is measured should not, th~re
fore, make a distinction between the source of cap1tal, 
whether as equity or as loans. The power of the 
Hoard to frame rules is to be exercised to give effect 
to the legislative intent and not to defeat it by an 
artificial mode of capital computation where the re
sultant sum is wholly unrelated to the real 
capital during the relevant year. In the absence of a 
statutory definition the expression "capital employed" 
may be taken in its legal sense or its dictionary mean
ing or its popular or commercial sense. But in none 
of these senses can the true capital employed exclude 
all borrowed moneys or ignore the reality of the funds 
used during the entire year except its first day. It 
could not have been intended that allluent taxpayers who 
are able to employ their own capital s~ould be favour
ed against the indigent entrepreneurs who have to 
borrow funds to finance their undertaking. The source 
of capital is,. therefore, not entirely relevant ~hen the 
question is of exempting from tax, pr~fits which have 
been appropriately computed and which, but for the 
exemption, would have suffere.d ta~. There !!lay even 
be situations where the propnetor s own eqwty funds 
may not be deployed in the undertaking and may re
present monies not requires for the :purposes of tpe 
undertaking. In such cases the adoption of the equity 
alone, irrespective of its use,, may distort the concel?t 
of capital employed. What IS, therefore, necessary IS 
to determine fairly, what can in an· accounting and com
mercial sense, b~ regarded as capital employed, as a 
relevant yardstick for determining the exemption under
lying section 80J. When the legislature has conferred 
the power on the Central Board to prescribe the method 
.of determining capital employed, it is incumbent on 
the Board to frame such rules that the result appro
ximates closest to the capital employed from the 
rati01ial accounting point of view. The Board can~ot 
·in exercise of its rule-making power abridge or modify 
a concession or exemption conferred on the taxpayer by 
the legislature. 

I-13.30. Our attention has been drawn to the f~llow
in~ observations in the speech of the then Fmance 
Minister in May, 1971 : 

At present, in the case of new industrial under
takings, ships and approv~d hotels, profits 
upto 6 per cent of th~ cap1tal eml?loyed are 
entitled to tax exemptton for a penod of five 
years. Since debentures and long-terrn 
borrowings do not in any manner. represent 
risk capital and interest thereon IS m any 
case deducted, it was generosity on the part 
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of the Government to extend the tax holiday 
provision even to such constituents of capital. 
1 now propose that in calculating the limit 
of 6 per cent of the capital for purposes 
of tax-exemption, debentures and long-term 
borrowings will be excluded. This single 
measure will provide the exchequer with 
Rs. 10 crores during the current year ; the 
yield for a full year will be of the order of 
Rs. 14 crores." 

1-13.31. No proposal to amend the provisions of the 
Act was contained in the Finance Bill in pursuance 
of the aforesaid observations in the budget speech. 
Apparently, it was then felt that the proposal of the 
Finance Minister could be given effect to by more 
amendment of the rules. We have in the preceding re
commendation observed that the concept of capital em
ployed should be a part of the Act itself and not left 
to the rules. The amendment of the provisions to 
abridge or extend a tax concession should more appro
priately be effected by amendment to the Act so that 
the vires of the rule are not brought into question. 

I-13.32. Qnite apart from the aspect of legality of 
the rule-making power, we are of the view that the 
allowance of interest on borrowings is by itself not a 
relevant question for the exemption of the nature 
underlying section SOJ. The whole principle under
lying that section is to grant a concession after taxable 
profits are determined. The allowance of interest is 
in the nature of an allowance of expenditure incurred 
wholly and exclusively for the purposes of business and 
it should in any manner abridge the quantum of 
profit eligible for the exemption. The exemption is 
with reference to profits which, but for the exemption, 
would have attracted tax. 

1-13.33. Again on the question of risk, it is true 
that, historically risk capital has been equated with 
capital provided by the proprietors of an undertaking. 
It is such capital which is regarded as bearing the 
ultimate risk of the success or failure of an enterprise. 
Other forms of capital, whether long-term or short
term, are provided, in a traditional sens~, with a re
duced risk on the part of the lender masmuch as, 
such capital ranks f~r repayment i~ priority to th.e 
equity of the enterpnse. In recent ~1mes, howe~er, II 
should be recognised that the establishment of md~s
trial enterprises in a developing economy m;cc~sanly 
involves the deployment of loan funds to a s1gnifi~ant 
extent. Where capital is scarce, it has been recogmsed 
that funds have to be mobilised from all available 
sources and the Government has also to promote and 
foster enterprises through public financial institutions. 
Some of the funds provided by such agencies also 
involve a convertibility clause which entitles the lender 
to opt for conversion of the whole or part of the 
amount into equity. To that ext~nt1 borrowed fun.ds 
so provided assume a character s1m1lar to the equ1ty 
of the enterprise. The measure of the risk attaches 
to borrowed funds and the enterprise which is set up 
with such funds also ultimately carries the risk of such 
funds. The borrower pledges in a sense his credit 
and assumes the risk for the due repayment of borrow
ed funds in priority to his own eqUity in the enterprise. 



1-13.34. Further object of section 80J is to en
courage rapid industrialisation of the country, and not 
to compensate the taxpayer for bringing in risk capital. 
In principle, it should make no difference in the 
achievement of this object whether an enterprise is 
conducted with the taxpayer's own funds or with bor
rowed funds. For the aforesaid reasons it appears 
to us that the case for exclusion of borrowed funds 
from the capital employed, sought to be made out in 
the budget speech referred to above, is not correct or 
justifiable. We, accordingly, recommend that the 
provisions for determination of c:apital employed 
made as part of the income-tax Act, should be aG 

enacted as to approximate closest to the concept of 
capital employed from the rational acconntina; point 
of view. For this purpose, what is relevant to deter
mine is not the source of funds but whether the 
funds in question are utilised for the purposes of the 
industrial undertaking or are outside the undertaking 
as in the form of investments or surplus bank de
posits, etc. The capital employed should be truly 
reflective of the realities of the enterprise and should, 
therefore, make due provision for increases and de
creases therein in the course of the COmJ?utation 
period. In order to facilitate the work of the mcome· 
tax officer we recommend that the c:apital employed 
in the industrial undertaking should be certified by 
en accountant as defined in the explanation below 
section 288(2) of the Act. 

1-13.35. Notwithstanding the aforesaid recommell· 
dations we still visualise that the determination of the 
cap\tal employed may. involve certain practical diffi
culties. By and large, tn the case of new entities setting 
up . new industrial undertakings, computation of th" 
capt!~ employed would be reasonably simple. How
eve~, tn the case o~ ·existing companies or taxpayers 
setting up a new mdustria! undertaking within the 
~arne !~able entit~, the capital employed for the uew 
mdustr!al undcrtakmg would require to be separately 
determmed. Such separate determination may not be 
v~ry difficult in cases where separate books of account 
wtth adequate details are maintained. However, this 
may not always be the case. We, therefore, re· 
commend that where the determination of the capital 
e!Dployed !n a separate IIJ!dertaking presents undue 
difficulty, II may be a~certamed on a pro rata basis 
by adopting the proportion of the net fixed assets of 
the new undertaking to the total net fixed assets of 
the taxpayer and by applying such percentage to the 
total capital employed in the business. 

1-13.36 .. It has been suggested that the measure of 
the concesston under section 801 is grossly inadequate. 
1t has been .Pointed out that in some of the tax systems 
the ex~mplion from tax on profits of new industrial 
enterpnses is. total for the initial years of operation. 
In .a. developmg economy where high rates of profi
tabt!tty ca!!-not wholly be attributed to the success of 
an mdustnal enterprise, it would not be appropriate 
to gran~ total exemption of the profits of new industrial 
enterpn,ses. ~~ the same time, however, the rate of 
concessiOn whtch ~ been ,fixed at . 6 per cent per an
niJ!ll (7-!per. cent.m certam cases of compa:ines) re
qmre~ reconsideratiOn. The increased rate of 7! per 
cen.t m the ,case of companies is not in the real sense 
an mcrease m the concession but it was enacted by the 
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Finance Act, 1975, to compensate for the removal of 
the concession under section 80K in the hands of the 
shareholders in respect of diviqends relating to new 
.industrial enterprises commencing operations after 31st 
March, 1976. The rate of concession of 6 per cent 
per annum bas continued ever since the enactment of 
the concession in 1949. A concession of this nature 
carmot be determined in isolation but should have 
relevance and correlation to the prevalent interest struc
ture and expectations of yield in the economy. The 
rate of 6 per cent was appropriate at a time when the 
bank rate was 3 per cent. In the present 'Context 
when the bank rate is 9 per cent, the rate of tbe 
concession should necessarily be appropriately adjusted. 
We, accordingly, recommend that the rate of con· 
cession should be increased to 10 per cent per armnm, 
which rate should be correspondingly adjusted as and 
when the bank rate is chana;ed upwards or down· 
wards. 

All our above recommendations contained in paras 
1·13.26 to 1·13.36 apply equally to sb.ips and hotels 
and to aircraft as recommend in pam 1-13.25. 

1-13.37. Section 80JJ provides for the deduction of 
one-third of the profits and gains from the business 
of ~ve-stock b~~ing, or poultry or ·dairy farming, 
subject to a mlllllllum of Rs. 10,000. Prior to the 
introduction of the provision, income from these acti
vities was totally exempt from tax under section 
10(27). It cannot be denied that activities of the type 
enumerated in ~ec~on . 80JJ requir~ . encouragement. 
The tax concesston 1s a1med at proVIdmg an incentive 
fo~ the growth of such activities. However, it is appro
pr.late to note that great emphasis is presently being 
lrud on the development of industries in rural areas 
Sections 80HH and 80HHA of the Income-tax Act 
_are als<;> designed to promote industrial development 
10 relatively backward districts and rural areas. It has 
f~ther been recog~ed that. not a!! industries may be 
swtable for establishment 10 rural areas. Activities 
such as those referred to in section 80JJ would more 
appropriately and conveniently be established in rural 
areas and from that point of view the continuance 
of the incentive for such activities in urban areas may 
not ~e adyis~ble. Th~ incentive shol!ld, therefore, be 
~estrtcted 10 1ts operation to such activities carried· on 
m rural areas. We, accordingly, recommend that the 
deduction under section 80JJ should be specifically 
~onfined to c:ases where such activities are carried on 
m a rural area as defined in section 3SCC. 

I-13.38. There is also a need to effect a measiu:e 
of ~ontrol i~ the determination of profits from the . 
busmess of hve-stock breeding involving race horses. 
In order to en~o~rage thes~ activities in a more regu
lated manner, 1t IS appropnate that the tax concession 
should only be available where the race horses bred 
are sold at .Public auction, which is open to members 
of the public genera!Iy. We, accordingly recommend 
~at the grant of tax concession IDider ~ection SOJJ 
I? regard to tile. pro.fits al!d gains of the business of 
hve-~tock breed1ng 1nvolvmg race horses should be 
rcstr!cted o.nly such of the race horses as are sold at 
pubhc auctions. 

. I-13.3?·. Section 8~M provides for the total exemp
tion of dtvtdends recetved by a domestic company from 



another domestic company which is formed and reJ1,1S
tered after 28th February, 1975, and is engaged in 
specified industries, and for partial exemption of divid
dends from any other domestic company. There have 
been disputes as to whether the deduction is available 
with reference to the gross income by way of dividends 
or with reference to the net income. If it is ~)]lowed 
with reference to the gross income it may in cenam 
cases result in a deduction exceeding the quantum of 
the income mcluded for tax purposes. We recom
mend that the deduction onder section SOM should 
be allowed with reference to the net income from 
dividends coming within the scope of this section 
(i.e., after allowing expenses actually incurred for 
earning and realising the dividend income). 

I-13.40. Section 80MM provides for partial exemp
tion of income by way of royalties, commission, fees, 
etc., received by an Indian company, from any p~rson 
carrying on a business in India, in consideration f<>r 
Lhe provision of technical know-how or the rendering 
of technical services. The technical know-how coming 
within the scope of the section may relate even to 
installation or erection of machinery and plant before 
commencement of the business. Doubts may arise as 
to whether the deduction is available with reference 
to the fees recdved for the proviSion of such technical 
know-how or for the renderin~t of technical services 
in such a case. We, recommend that income exempt 
onder section SOMM should be the net income (Le., 
after deduction of expenses incurred for the eamin2 
of that income) which is included in the gross total 
income, and not the gross receipts. We also recom· 
mend that a clarificatory amendment should be made 
in the section to secure that the deduction will be 
allowed even where the technical know-how or ser
vices are supplied or rendere_d in connection with the 
setting np of the busfuess. 

1-13.41. The deduction under section SOMM IS 

available only where the agreement for the provision 
of technical know-how or the rendering of technical 
services is approved by the Board on an application 
made before the 1st October of the relevant assessment 
year. While we agree that the present provision for 
the approval of the agreement by the Board should 
continue. We recommend that the Board's refusal 
to grant such approval under section SOMl\f should 
bt> made appeUable to the Central Tax Court recom· 
mend by us in part II of this report, and pending the 
establishment of the Central Tax Court the nppeals 
against Board's orders should lie to the Delhi m~h 
Court. We also recommend that the Board should 
have the power to admit an application for approval 
after the first of October where sufficient reason is 
shown for the delay. · 

1-13.42. Section SON provides for complete exemp
tion of dividends received by an Indian company on 
shares in a foreign company allotted to it in consi
deration of the provision of technical know-how or 
the rendering of technical services bv it to the foreign 
company. As in the case of sections SOM and SOMM 
we recommend that the dedoctiou under section 
SON should also be allowed onlv with reference to 
the net income by way of such dividend and not the 
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&fOSS amooot. W ealso recommend that the ded•c
tioo lihould not be confined to dividend on the aharea 
originally allotted to the Indian company as men· 
tinned in this section but should cover also the divi· 
deods pertaining to any bonus shares subsequently 
allotted with reference to the original holding. As 
recommended by us in connection with sectloa 
SOMM, there 1hould be a provision for condonation 
of dealy in the making of the application to the 
Board for the purpose of section SON and for appeal 
to the Central Tax Court or the Delhi High Court 
a2ainst the Board's order refusing such approval. 

l-13.43. Section 80-0 provides for complete exemp
tion of royalties, commission, fees etc., received by an 
Indian company from a foreign Government or a 
foreign enterprise in consideration for the provision of 
technical know-how or the rendering of technical 
services. We recommend that as in the case of sec• 
tion SOMM and section SON, there should be provi
sion for condonation of delay in makinR the applica· 
lion to the Board for approval of the agreement for 
the purpose of s~on SO·O and for appeal to the 
Central Tax Court or the Delhi High Court against 
the Board's order refusing approval. We further re· 
commend that the deduction onder this section should 
also be allowed ouly with reference to the net incoae 
and not the 2fOSS receipts. 

1-13.44. Section SOP exempts the income of certain 
categories of cooperative societies. The income of a 
co·operative society which is engaged in the marketing 
of agricultural produce of its members is wholly exe
mpted from tax. The co-operative movement sometimes 
functions by the formation of an apex society for 
channelising the activities of a $.roup of co-operative 
societies. In such situations while the individual co
operative societies obtain full exemption from tax on 
their income under section SOP(2)(a), the apex society 
itself does not qualify for the tax exemption. It is 
appropriate that the apex society also qualities for 
the same tax concession as is available to the primary 
societies. We, accordingly, recommend that where 
the income of co-operative societies is wholly eempt• 
ed from tax under the provisions of section SOP(Z) 
(a) in relation to the activities of the society vis-a-vis 
its members, the same exemption should also be ex• 
tended to an apex society which itself consists of a 
group of co-operative societies whose income is ex• 
empt onder thrs section. 

I-13.45. Section SORR allows a deduction of 25 per 
cent of the income received in or brought into India 
in foreign exchange by an author, playwright, artist, 
musician or actor, where the income is derived by him 
in the exercise of his prefession from a non-resident. 
The section is aimed at promoting the earning of 
foreign exchange by the exercise of cultural skills and 
thereby promoting the development of the cultural arts 
of India in the international field. It is, therefore, 
appropriate that other forms of cultural activities, as 
for example, the promotion of studies into the rich 
Indian heritage are similarly encouraged. Sometimes 
di<putes arise as to whether certain cultural activities 
are art. To illustrate, there is a growing recognition 
outside India of the benefits of study and practice of 



Yoga, but a question has been raised, whether Yoga 
is an art. Again, learned professions practised by 
Indian residents arc also being increasingly recognised 
in the international field. If the rendering of profes
sional services in the learned professions also leads 
to the earning of foreign exchange, it should be en
couraged, at least to the limited extent under section 
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80RR, if not in the form of total exemption as avail
able for technologial skills under section 80-0. 
We, accordingly, recommend that section 80RR 
should be extended to members of learned . profe~ 
sions as referred to in section 1 0(23A) as also persons 
enaged in such cultural activities of the nature noti· 
fied by the Central Government. 



CHAPTER 14 

INCOMES FORMING PART OF TOTAL INCOME 
ON WIDCH NO INCOME-TAX IS PAY ABLE 

AND 
OTHER PROVISIONS OF THE ACT 

1-14.1. Chapter VII of the Income-tax Act, com
prising sections 86 and 86A, contains proivsions for 
exemption from tax of certain types of income whilst 
at the same time including such income in the total 
income for determining the rate of tax to be charged 
on the remaining income. The method of computing 
the tax in such cases is explained in sections 66 and 110 
of the Act. Such incomes do not enjoy total exemption 
from tax as in the case of incomes stipulated in section 
10. These are items of income which are to he 
included in the total income but which at the same 
time entail reduction of the incidence of tax thereon 
at the average rate of income-tax. Many of the sec
tions formerly included in. this· Chapter were deleted 
consequent upon the introduction of Chapter VIA as a 
result of which these reliefs were allowed by way of 
straight deductions from the gross total income. There 
are, however, two items of such income which continue 
in section 86 apart from another provision contained 
in section 86A. We do not wish to make any observa· 
tions in regard to the provisions of section 86A. How
ever, as regards the two items of income included under 
section 86, there is need to alter the provisions in 
the light of our other recommendations. 

1-14.2. Clause (iii) of section 86 provides that the 
share. of income. of a partner . of an unregistered firm 
should be treated as income on which no .income-tax 
is payable by the partner. In our Interim Report 
we have made several recommendations in regard to 
the registration of firms, vide Chapter 8. The sum 
total of these recommendation.s is that any partner~hip 
firm would ordinarily qualify for registration without 
any process of inquiry or investigation. To obtain 
registration there would be need for fulfilment of only 
a procedural formality of submitting the particulars of 
the firm to the Commissioner of Income-tax. To that 
extent registration would be automatic. 

1-14.3 .. It would follow from those recommendations 
that_the category. of unregistered firms would be excep
'tiqnal. This category would only comprise of such 
partnership firms as :-

(a) fail to comply with · the procedure for regis
tration, or 

(b)' where particulars furnished tor registration 
· are inaccurate or false. 

·fbe recommendation is further coupled with the 
suggestion to impose a deterrent rate of tax on unregis
·tered firms. The 'levy of tax at 65 per cent is aimed 
S:t safeguarding the interests of revenue where despite 
·the simplified procedure a taxpaye_r would seek to be 
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assessed in the status of an unregistered firm. In 
the aforesaid scheme, registration ceases to be a pri
vilege conferred by the Income-tax Act and is convert
ed into a right which every taxpayer-firm could enforce 
against the tax Department. It necessarily, therefore, 
implies that the cases where the deterrent rate of 
tax is applied would be such where the taxpayer for~ 
goes this right and not cases where there is any denial 
of a privilege to him. 

1-14.4. The rate of tax of 65 per cent suggested by 
us is almost equivalent to the present maximum rate 
of tax. It would result in a punitive levy which may 
even equate to 100 per cent of the tax incidence where 
the average rate of tax otherwise applicable would have 
been around say, 30 per cent. The recommendation 
has referred to this rate which is at present in force 
in section 164 in the case of discretionary trusts. In 
such cases, the aim is to collect the tax at a single 
point and to counter deliberate measures of avoidance 
of tax by persons who are at the highest levels of 
income. It is in that context that the rate of 65 per 
cent was adequately justified and in the light of our 
specific recommendations it would not result in any 
hardship to the normal taxpayer and more particularly, 
the taxpayer in smaller income groups. The levy of 
tax at the flat rate under section 164 does not entail 
any further double taxation by inclusion of the income 
of the discretionary trusts once again in the hands of 
a beneficiary who may actually receive a distribution 
bv the exercise of the· discretion vested in the trustees. 
This is because tax at the flat rate from a revenue point 
of view almost equals the highest marginal incidence 
of tax. On the same principle, therefore, in our view, 
there would be no occasion once a~ain to include the 
share from an unregistered firm in the hands of a 
partner even for the limited purpose of determining 
the rate of tax. We, accordingly, recommend that dau· 
se (iii) of section 86 should be deleted. As under the 
existing Jaw, share of Joss of a partner In an unrejliste· 
red firm would not be apportioned to him and would 
not be available for set olf against his other Income. 

1-14.5. In the Interim Report the flat rate of 65 per 
cent has been referred to, having regard to the rate 
at present in force under section 164 in the case of 
discretionary trusts. In Chapter 2 of this Report we 
have, whilst examining the structure of income-tax 
rates, recommended that the maximum rate of tax 
be fixed at 60 per cent. Any measure which proposes 
a flat rate of tax with the objective of countering tax 
avoidance, must necessarily have relationship to the 
·maximum rate of tax with reference to which there 
could have been the possible avoidance of tax. In our 



view, therefore, the levy of t~ at the flat rate should 
be dtermined at 60 per cent m place of the rate of 
65 per cent. We have suggested that the flat rate 
enacted in section 164 itself should be . reduced to 60 
per cent and correspondingly, therefore, the rate of tax 
to be applied to the unregistered firms should also_ be 
at 60 per cent. This revision in the rate of tax anses 
as a dtrcct and consequential result of our r~commel!
dations on the rate structure and the appropnate maXJ.
mum rate of tax. 

1-14.6. Clause (v) of section 86 is a correspondinl: 
provision which deals with the share of the income of 
a taxpayer as a member of an association of persons 
or body of individuals which has been· separately 
assessed and which is not a Hindu undivided family, 
a company or a firm. In Chapter 1 of this Report we 
have made recommendations in regard to the definition 
of the concepts of 'association of persons' and 'body 
of individuals'. From the discussion set out therein 
it would follow that the status of association of persons 
or body of individuals would only arise where income 
is earned by a group of persons by some deliberate 
activity as distinguished from the mere receipt of in
come jointly without anything further. The circums
tances which would involve this status of association of 
ptrsons or body of individuals are such that they flow 
from a motivated activity of earning income. The 
distinguishing feature between these two categories ·is 
that in the case of association of persons, the parties 
consciously come together to form the association 
whereas in the case of body of indiViduals they may 
have been thrown together by factors outside their 
control. · 

I-14.7. The status of association of persons, there
fore, involves a group of persons who join in a common 
purpose or common action with the object of produc
ing income. To a large extent, therefore, the rights and 
relationships of the parties would be similar to those 
of partners in a partnership firm barring the test of 
agency, which is the crucial test of a partnership. The 
test of agency is not a material test for the purposes 
of the income-tax Jaw where the primary purpose is 
to tax income where it is earned. Our attention has 
been drawn to the fact that the status of association 
of persons is being subjected to a degree of abuse' by 
persons in the higher income brackets forming such 
loose associations for generating income and having 
such income taxed separately at the appropriate rates. 
In many cases the identity oftlie persons constituting 
the association of person IS not divulged or adequately 
established and the provisions contained in section 
86(v) rendered incapable of application. It is necessary 
to ensure that the adoption of such a status by a cal
culated scheme does not result in avoidance of tax. 
It has also been pointed out that the provisions of 
section 86(v) are being construed to mean that the 
Department is required to choose between taxing an 
association of persons on its income or; in the alter
native, taxing a member of the association in respect 
of his share. Any proceedings leading to an assess
ment in one of these two alternatives may lead to the 
Department b~ing denied the right of resorting to the 
other a~temative later. Such a position has also led 
to constderable amount of litigation. 

. I.l-4.8. In .o~der to mee.t the various situations out
hoed above, tt IS our constdered view that the taxation 
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of assoctattons of persons should close~y . follow the 
pattern of taxation of firms. An association of per
~ons should be required to d~c~are to the D~pa_rt!Dent 
the constitution, of the association and the mdiVIdual 
shares of the members so that the income could be 
taxed directly in the hands of th~ me!flbers. For 
this purpose, the procedure for re~stration of firm& 
as suggested by us in the Int~nm Rep<?rt s~oul~ 
mutatis mutandis be made applicable. LikeWise, It 
~hould follow that where an association of persons 
avoids such registration and where in similar circums
tances a firm would be treated as an, unregistered firm, 
the association of persons should be taxed separately 
and the flat rate of tax of 60% be applied on its in
come. The taxation of association of persons in this 
manner would be totally parallel to the taxation of firms 
under the Income-tax Act. Here again, the declara
tion of the individual share& of the members consti
tuting the association for separate taxation in their 
hands would be in the nature of a right of the taxpayer 
and it would not constitute a privilege. The levy of 
tax at a punitive rate of 60% equal to the maximum 
rate af tax would only arise where there is a delibe
rate attempt on the part of the taxpayer to seek asse&&
ment in the status of association of persons. We, 
accordingly, recommend that an association of persons 
should not be separately taxed on its income where 
it registers particulars ol its constitution und the profit
sharing ratios of the members under a procedure 
similar to that of registration of firms outlined in our 
interim Report. In circumstances where a firm would 
have been treated as an unregistered firm, nn associa
tion of persons should be separately assessed and be 
taxed on its income at the flat rate of 60%. For the 
reasons explained eudier, the provisions in sub-clause 
(v) of section 86 mould be deleted. The loss of an 
association of persons which is registered or which 
Is separately assessed should likewise be treated simi· 
larly as the lOss of a registered firm or an unregistered 
firm, ~vely. , 

1-1.9. The provisions set out above in relation to 
an association, of persons cannot be fully applied to 
a body of individuals. ln that case,. it is essential to 
remember that such status cannot be brought about by 
design or voluntary . act on the part of the taxpayer. 
The status of body of individual&, no doubt, involves 
th~ engagement in a profit-earn,ing activity (as distin
guished from mere co-ownership) but it is brought 
about by perso!ls bei'!g thrown together by accident 
or factors outside thetr control. For thi& reason it 
would not lend itself to the mechanisms of tax a;oi-' 
dance as in the: case of association, of persons. It 
should, therefore, be continued to be taxed as at 
present as a separate taxable entity at the appropriate, 
slab rate of tax. 

1-14.10. The observati<;ms. ~n the vreceding para
graph to tax ~e body of mdiVIduals as a single entity 
at the appropnate slab rate may lead to injustice and 
hard5hip in many cases. For example where a widow 
and minor children inherit a business 'and continue to 
~arry 01_1 the business ac~ivity, the taxation· of the 
!flCOme In t~e hands of a smgle assessable entity would 
Impose a higher burden of tax than if such income 
were apportioned between the widow and the minor 
children .. ~f the facility of declaring the constitution 
and obtam,mg ~eparate assessments is available to 



partnership firms as well as to associations of persons, 
there is no justification for denial of the same facility 
to bodies of individuals. It is appropriate that a body 
of individuals should be entitled to register parti
culars of its constitution and the shares of income of 
the different individuals constituting the body and 
following upon such declaration the income should be 
assessed in the hands of the individuals separately 
and not under the status of body of individuais. We, 
accordingly, recommend that a body of individuals 
should not be taxed us a unit on its income where it 
registers particulars of its constitution and profit
sharing ratios of the individuals constituting the body, 
lJnder a procedure similar to that recommended in the 
case o[ association of persons. In circumstances 
~imilar to those where an association of persons would 
be separately assessed and taxed at the flat rate of 
60%, the body of individuals should be sepurately 
assessed as a unit but not at the flat rate of 60% 
bot at the appropriate slab rate of tax. The Joss of thP 
body of individuals which is registered and one which 
is separately assessed as a unit should likewise be 
treated similarly as the loss of an association of persons 
which is registered and one which is assessed as a 
unit, respectively. Where a body of individuals 
is assessed as a unit, the individual members should not 
be again assessed in respect of any income fu.llin2 to 
their share in the .income of the body. 

1-14.11. A similar situation would arise in the case 
· of trustees of a trust where the shares of the benefi

ciaries are definite ancl known. In the scheme of the 
income-tax law, parlicularly, sections 160 to 167 of 
the Act, such tru~rees are only assessable in a rep
resentative capacity and tax would be leviable· upon 
and recoverable from them in like manner an,d to 
the same extent as it would be leviable upon and reco
verable from the beneficiaries. It is possible that 
an assessment may be sought to be made in the status 
of body of individuals, taking the beneficiaries coll
ectively, in cases where the trustees carry on a business. 
The recommendation made in the preceding paragraph 
would ensure that in such cases also the tax is appro
priately charged in the hands of the respective benefi
ciaries rather than on the body of individuals as a 
single in,dependent entity, as the beneficiaries could 
comply with the formalities of declaration. Alterna
tively, if the assessment is made on the trustees, they 
would only be representative assessees and thus be 
assessed in like manner and to the same extent as the 
beneficiaries in relation to their respective shares. 

1-14.12. Another situation which would be relevant 
is in relation to a body of individuals consisting only 
of husband and wife governed by the system of com
munity of property in force in the Umon Territories 

· of Dadra and Nagar Haveli and Goa, Daman and 
Diu. Our recommendation for separately assessing 
the income of body of individuals which registers its 
constitution, may result in such a body of individuals 
obtaining a disproportionate benefit. In such cases, 
the income is largely generated by the husband, but 
under the operation of the old Portuj!;Uese law, the 
wife has an interest in such income. The apportion
ment of the income between the husband and wife 
through the process of declaration would substantially 
4 RS&P /78-13 
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reduce the incidence of tax notwithstanding the fact 
that the income is essentially earned by an individual. 
It is, therefore, appropriate that the right to declare 
the constitution and seck separate assessment should 
not extend to a body of individuals consisting only of 
husband and wife governed by the system of com
munity of property in force in the said Union Terri
tories. The mcome-tax law has made a departure 
from otht:r social laws, as in the case of Hindu un
divided families where artificial clubbing provisions 
are introduced under section 64(2). The ~uggestion 
to exclude such a body of individuals from the scheme 
of declaration of constitution an,d separate assess
ment would, therefore, not be unjustifiable. Wo 
Accordingly, recommend that the right to declare the 
constitution of the body of individuals and seek 
separate assessment should not extend to the memhel'll 
of the body of individuals !COnsisting only of husband 
and wife governed by the system of community of 
property in force in the Union Territories of Dadra 
and Nagar Haveli and Goa, Daman and Diu, if they 
are othenvisc assessable as a body of individunls. 

I-14.13. The collective effect of our recommenda• 
tions in the matter of taxing a group of persons con
stituting a firm or an association of persons or a body 
of individual& is that the income would appropriately 
be assessed in the hands of the persons ultimately 
entitled to the income, as a matter of right, by mere 
compliance with procedural formalities under the 
Income-tax Act. Non-compliance with such formali· 
ties, which a& pointed out earlier would be exception,
al, would result in assessment as a .single assessable 
entity and levy of tax at the flat rate of 60% in the 
case of a firm or an association of persons, (where 
the presumption necessarily to be drawn is that such 
non-complian,ce is deliberate and intentional), and at 
the appropriate slab rates in the case of body of 
individuals, having regard to the fact that a body of 
individual& is brought about not by volition of the 
parties, but otherwise. 

1-14.14. Our recommendation: for deletion of 
section 86(iii) and 86(v) and the scheme of taxation 
of a group of persons constituting a firm, an asso
ciation of persons or a body of individuals will large
ly simplify the assessment of income and levy of tax 
in such case~. In the scheme outlined by us, there 
would be no question of any option to the Depart
ment in such cases of taxing either the persons indi
vidually or the group as a single unit. The whole 
issue of the taxability of the persons will be depen
dent upon compliance with the formalities for decla
ration of the constitution of such groups. In such cir
cumstances, the old controversy of double assessment 
of the same income and the question of choice being 
exercised by the Department would not arise. The 
scheme would ensure that the doctrine of no double 
taxation is duly observed. 

1-14.15. However, situations may arise where the 
group is assessed as a single unit under the scheme 
outlined by us and yet, one or more members may 
also be assessed on the share declared by them. Fur
ther, after the group is assessed, the income distributed 



may be sought to be taxed in the hands of th~ 
individual recipients. To prevent such double taxa
tion, it is eminently desirable that a clear provision 
is made that the game income which is once taxed 
shall not be taxed over again. This principle is to some 
cxten,t enacted in Explanation 2 to section 'i; but the 
provision to prevent double taxation should be all
coGJprchcnsive and exhaustive. We recommend (bat 
an express statutory provision should be made that 
once a firm, associaiion of persons or body of indi· 
viduals is assessed, the income in question cannot 
again be assessed in the hands of the constituents ol 
the firm, ossocia'ion of penons or body of indivi· 
dual~. Likewise, if the individual members are first 
assessed, it shopld not be constrned that the formali
ties of re~s!ra1ion are automatically complied with 
and the Department should not be prevented from 
framing an ussessment on the fum, association of per
sons or body of individuals, os the case may be, in 
the circumstances "'here such an assessment would 
lie. However, in such o situation the prior assc~sme::t 
oi ossessme'nt on the one hand or the individual 
members should be appropriately rectified as a ntis
toke apparent from the record, and the tnx, if anv, 
collected should be duly refunded. In other wards, tbe 
procedure of assc~sment ceases to be a matter of 
choice for the Department and it is only according 
to the clear circumstances as outlined by us that 
assessment would be made either on the firm asso
ciation of persons or body of individuals as 'a unit 
of assessment on the one baud or the individUal 
members thereof on the other. 

1-14.16. Apart from such a specific provision to 
prevent double assessment, a general provision to pre
vent double assessment should be enacted, preferabh· 
in the charging section itself. · 

i· 14.17. The scheme for individual ttssessment 
of the persons constituting the association of persons 
ana body of individuals enables division of income 
amongst the members and separate levy of tax there
on. To that extent the position is similar to that ob
tnining in the case of a finn. Tt should be remembered 
that minors can be members of an association of 
persons. Likewise, the spouse of an individual may 
be a member along with the individual in an asso
ciatio!l of persons or a body of individuals. Our 
at1en~10~ has also been dr~wn to attemps to form 
assocta~tons of per~ons to ct~cumvent the provisions 
of secttory 6~. It Js approp!"ate .that the provision< 
for clubbmg mcomes as obtmned m relation to 1 firm 
under section 64(1)(i) and (iii) to prevent avoidance 
of. tax •. shout~ be extended to the corresponding situ
atiOns m relation to an association of persons which is 
engaged in a pr_ofit ~aming activity. However, in view 
of our obsc;rvations m para 14.9 above, it woulrl not 
be :'-P!?r'?pnate to extend these provisions to the body 
of t~d!vtduals. We, accordin~lv. recommend that the 
!'ro~~10ns for clubbing incomes of the spouse of an 
mdt"_ld,ual .and of. a minor child of the individual as 
obtmn!!'g tn relation to a firm under section 64(1)(i) 
nod (in) sl~ou_ld be enacted corrcspondin~lv i:rt relation 
to un. ossoct~t!on of persons wh:ch is engage.d in 8 profit
e~mmg nctmty but not in relation to a bodv of indi-
VIduals. · 
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I-14.18. The observations and recommendations 
made in the preceding paragraphs of this Chapter 
necessarily deal with situations where an association 
0t pcrcons is a taxable entity in its own nght and 
individual members con~tituting the association <1rc 
entitled to the income of the association of persons. 
It is in such circumstances that the provisions of sec· 
lion 86 arise for considemtion. We arc aware that the 
status of association of persons may arise under cer
tain special cases as under Chapter XV of the Act as 
at presem in the case of executors, legal repres,~nta
tives, trustees of a trust in writing, etc. In such cases 
the observations contained hereinabove would be in
applisablc and the question of fastening tax at the 
punitive rate of 60 per cent or requiring declaration 
of constitution, etc., would not arise. The entire dis
cussion relates to an association of persons which 
derives income as group and which has a primary 
liability (as distinct from a vicarious liability) for pay
ment of tax under the Act. Moreover, the question 
of fastening tax at the maximum rate would also not 
arise for the reason that we have recommended in 
Chapter I that such persons should be assessed in the 
status of individual. 

1-14.19. Chapter VIII of the Income-tax Act relat
ing to relief in respect of income-tax, at -m-esent comp
rises only one section, namely section· 89. Sub·sec
tion (1) has been dealt with in Chapter 5 and sub
section (2) in Chapter 6, of this report. 

1-14.20. Chapter XI of the Income-tax Act which . . ' compnses sectiOns 90 and 91, deals with provisions 
for double taxation relief. These provisions would 
continue without any modification. 

1-14.21. Chapter X of the Income-tax Act com
prising sections 92 to 94 of the Act, deals with ~pecial 
provisions relating to avoidance of tax. We have al
ready recommended the continuanCe of section 94 in 
the course of our observations in Chapter 6 of this 
Report. The other sections in the Chapter should also 
necessarily be continu~d. 

1_-14.22. Chapter XI which at present comprises 
secttons 104 to 109 deals with the additional income 
tax on undistributed profits. This subject has been 
dealt with in our Interim Report. 

I~14.23. Chapter XII of the Income-tax Act com
Jl.rising sections 110 to 115B, deals with dete~ina
tton of tax in certain special cases. We have referred 
to the provisions of section 115 in Chapter 13 and 
those of section 115A in Chapter 3 of this Repon. 

I~ 14.24. The rest of the Chapters and sections in 
t~e Income-tax Act deal with the procedural proV!
stons of law and are discussed in Part II of our Re
port. We may, however, refer to certain specific pro
visions of a substantive character. 

I-14.25. Sec.tion 164 of the Act provides for the 
charge of tax m the case of a trust where the shares 
of the beneficiareis are indeterminate or unknown 
The section provides for the tax to be charged at tb~ 
flat !ate of 65 per ceo~ '?r at the appropriate rates 
applicable to an association of persons, whichever 



course would be more beneficial to the revenu~. Hav
ing regard to our recommendation in the matter of ihe 
max'mum rate of income-tax as con:ain~d in Chapter 
2 of this Report, we recommend th-at the flat rate ol 
tax to be charged under section 164 should be 60 per 
cent in place of 65 per cent. As this rate of 60 per 
cent is • the !l'aximum, the. question of applying the 
allemat:ve h;gher rate applicable to an association of 

· r.cr-;on• would not arise. 

. I-14.26. Chapter XVIII of ,he Ac:, comprising sec
:wns 236 and 236-A, deals with r~licf in respect of 

:· t8X ''" diYidends in ccr!ain cases. The first section is 
a relic of the old scheme of grossi.,.,g '"' dividends and 
granting credit to the shareholders for a portion of 
the tax paid by the company. As cases to which the 
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section would apply would have bl'Cn more or less ex
hausted by now, it is appropriate that the section he 
deleted. · 

1-14.27. Sccrion 236A provides for a r~lic~ to u 
chari_t~ble trust with reference to its income by way 
of drvrdcnds from a company in which 75 per cent 
or more of the capital is held by the trust. The relief is 
to be computed in relation to the tax payable by the 
company with reference to the dividends distributed 
by it. Such 'dividend tax" which was levied under the 
Finance Acts of some past years is no longer in exis
tence. The provisions of section 336A are, therefore 
inoperative. We, therefore, recommend that section~ 
236 and 236A should be deleted. 



CHAPTER 15 

T!HE COMPANIES (PROFITS> SURTAX ACT, 
1964 

1-15.1. The Companies (Profits) Surtax Act, 1964, 
(hereinafter referred to as the Surtax Act) was intro
duced in substitution of the Super Profits fax Act, 
1963. According to the Finance Minister's Budget 
speech tor 196J-64, the Super ProfilS Tax Act was 
introduced with the idea that at that juncture (when 
India was subjected to territorial aggression) the cor
J,JOrate ~ector hke the rest of the community must bear 
tis share of the increased national responsibility. The 
measure was also justified (in the same speech) on the 
ground that there was no correlation between the rate 
of tax and the percentage of profits in the system of 
corporate taxation and it was hoped that the tax 
would act as a disincentive to excessive profits and 
would help to keep down the prices. Even at that 
stage it was felt that the super-imposition of a sepa
rate tax was a better alternative than revising the sy~
tem of corporate taxation in general. 

l-15.2. When Surtax was introduced in the year 
1964, after the discontinuance of the levy of the super 
profits tax, it was aimed a~ meeting the considerable 
criticism in respect of the super profits tax and the 
uneven nature of its effect on industry as a whole. It 
was stated to have produced a psychological resis
tance and had, w some extent, a!Iected industrial 
growth. The levy of super profits tax was, therefore, 
discontinued from the assessment year 1964-65 and 
in its stead, a surtax on profits of companies was 
introduced from that year. 

I-15.3. It has been reprC6ented that the surtax has 
in effect amounted to a tax on efficiency and that it 
should be scrapped altogether. The Bhoothalingam 
Committee as well as the Wanchoo Committee ha1l 
advocted abolition of this tax. These reconuncnda
tions had, however, not been accepted by the Govern
ment. The Surt~X: Act has been introduced not purely 
as a revenue ra1smg measures of the Government. lt 
has certain socio-economic objectives to serv~. As a 
revenue measure it accounts for a substantial collection 
to the tune of nearly Rs. 50 crores annually !llthough 
the process of assessments is limited to a comparati
vey small '!umb:r of cases. There have, therefore, to 
be compelling crrcumstances to warrant the abolition 
of the levy of surtax. 

I-15.4. As regards the justification for the levy of 
surtax, namely, the absence of any correlation between 
the rate of corporation tax and the profit earning 
abil.ity ?f a company, it may be observed that such 
a VIeW IS not wholly appropriate. Under the scheme of 
co~porate taxation presently in force, the entire tax 
fiatd by a company is treated as the company's liabi
lty to tax and no part of the tax is allowed against 
the pcrso~n.nl assessment of the shareholders. Again, 
on the dtv•dends distributed (which are necessarily 
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dependent upon the level of profits in the company), 
tax is once again attracted in the hands of the share
holders at the progressive rates of tax. The combined 
incidence of the personal tax on the dividends as well 
as the tax on the companies brings about an adequate 
mea:rure of progression in the matter of the levy of 
tax on corporate profits. 

l-15.5. The basic objective underlying a levy like 
surtax is to mop up the excess profits of corporate 
enterpris~s. In a developing economy, and more so 
in a planned economy, such as ours, there arc certain 
sectors where unduly large profits are generated. Ibis 
is particularly so in some of the more sophisticated 
industries which may be developed and established 
through the system of licensing and operate in a pro
tected and, virtually, captive market. This large level 
of profits cannot wholly be said to be brought abont 
by mere efficiency in the management of the corpo
rate enterprise or in the management of the funds of 
the corporate enterprise. The high return on capital 
employed in such industries is to some extent for
tuitous in that it is brought about not so much by any 
positive effort of the management as by the general 
economic climate resulting from Governmental poli
cies. A characteristic feature which is observed is that 
the level of proht~ itself is subject to wide fluctuations. 
An additional tax on such extra profits would, there
fore, cater, to the needs of social justice but it should 
at the same time not affect the efficiency of the or
ganisation. If and to the extent the surtax has had an 
adverse impact on efficiency as a result of its operation 
for the past several years, tl1at could be effectively re
medied by suitable modificaions in the scheme of the 
levy rather than by a total abolition of the levy. The 
nature of the levy of surtax has necessarily to be of 
an exception,al character which would not be appli
cable to the large majority of corporate assessees. 
We are, therefore, not in favour of merging the levy of 
~ur!ax with the income-tax on companies. We, accord• 
mgly, recommend the continuance of the levy of sur· 
tax under Ute Surtax Act. We are however indi
catin.g th: specific are~s where the l~vy needs' to be 
modified m order that 1t may not impair the efficiency 
of corporate enterprises. 

1-15.6. The substantive provisions which determine 
the levy of surtax are almost exclusively contained in 
the three Schedules to the Act. The First Schedule 
lays down the mechanism for the computation of 
chargeable profits. Theh S~con.d Schedule lays down 
the rules for the computatiOn of the capital of the 
company. The Third Schedule lays down the rates of 
tax to be applied. 



The First Schedule : 

1-15.7. The starting point for the levy of surtax is 
the total income of the company as determined under 
the Income-tax Act. Certain adjustments as provided 
in rules 1, 2 and 3 of the First Schedule have to be 
made to such total income for arriving at the charge
able profits. Stated briefly, these rules stipulate the 
following adjustments : 

(a) rule 1 enumerates those items of income, pro
li:s and gams which have to be excluded 
from the assessed total income of the com· 
pany; 

(b) rule 2 provides for deduction of the various 
taxes payable by the company ; 

(c) rule 3 mentions the items which have to be 
added to the assessed total income. 
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The aforesaid three rules have given rise to certain 
disputes and differences in the actual operation of the 
law. 

1-15.8. The items spelt out in, rule 1 of the First 
Schedule have to be excluded from the total income 
as defined in section 2<45) of the Income-tax Act and 
not from the gross total income as defined in section 
80B(5) of the Income-tax Act. A controversy has 
ansen in regard to the scope of the adjustment under 
items (viii) and (ix} of rule I which provide for deduc
tion of income by waY' of dividends and royalties. 
These items of income are entitled to certain reliefs 
by way of. deductions under Chapter VIA of the 
Income-tax Act. Dividends qualify for full or partial 
deduction under section 80M, while royalties from 
Indian sources qualify for partial deduction under 
section 80MM. The question that has arisen i~ whether 
in making the adjustment under rule 1 the whole of the 
dividends and royalties should again be deducted, or 
the deduction should be only of such part of the 
dividends or royalties as stand included in the total 
income. Our attention has been drawn to a possible 
view that the wording of clauses (viii) and (ix) of rule 
1, literally construed, may entitle the taxpayer to the 
deduction of the. gross amount of dividends and royal
ties. A decision to this effect of the Kerala High Court 
is also reported in 110 ITR, 515 (A. V. Thomas & 
Co. v. CIT). This would lead to'the anomalous result 
that the in,come by way of dividends and royalties 
which already enjoys a total or partial deduction 
under Chapter VIA in computing the total income, can 
for the purposes of surtax, once again be deducted to 
the extent of the gross amount of such dividend and 
royalty. Such a construction leads to a doobk deduc
tion, which could not have been intended. 

1-15.9. Apart from the deductions under Chapter 
VIA, the items of income referred to in rule 1 may 
also have been arrived at after deduction of expen
diture incurred for the purposes of earning such in
come. As for example, income by way of dividends 
would be arrived at after providing for the expenditure 
to be allowed under section 57 of the Act. If the items 
in rule 1 are to be construed as providing for a 
deduction of the gross amount of dividends (as was, 
indeed, held by the Kerala High Court in the case 
cited earlier), here again it would amount to the ano-

maly of double deduction. The expenditure incurred 
for earning dividends would already have beeu allow
ed against the dividend income in determining ~c 
total income. The deduction now from the total m
come of the gross amount of dividends would result 
in excluding from the total income once again the 
expendtture which il'Self does not form part of the total 
mcome. With a view to clarifying the situation under 
the First Schcduk We recommend that tlte deductious 
10 be lllllde from the total Income should necessarUy 
be restricted to the net amounts, if any, which remain 
included in the total income as computed under the 
Income-tax Act. 

1-15.10. Clause lXli) of rule 1 provides for the 
exclusion of the amount of any deduction from the 
income-tax, granted under the annual Finance Act in 
connection with exports. The provision~ of this clause 
have become redunda•at for and from the assessment 
year 1968-69 as the scheme for grant of rebates In 
income-tax under the Finance Act with referenc.: to 
~xports h~s been discontinued. We, accordingly, re
commend that clause (xii) should be deleted from 
Rule 1 of the First Schedule. 

1-15.11. After the total income lias been reduced 
by excluding tl1e items specified under rule 1, the next 
step in the computation of chargeable profits is to 
deduct income-tax liability, in accordance with rule 2. 
In respect of the liability under the Income-tax Act, 
the provision is that the actual tax liability (other than 
that under section 104) is to be deducted, that is to 
say, the net tax after making due allowance for reliefs 
and rebates under the Income-tax Act and the Finance 
Act. One of the components of this tax which i~ 
expressly required to be ignored under clause (b) ot 
rule 2(i} is the amount of income-tax payable with 
reference to "the relevant amount of distributions of 
dividends". The levy of tax under the Finance Act 
with reference to the distributions of dividends ex
cluding as specified percentage of the capital of the 
company bas been discontinued with effect from the 
Finance Act, 1969. The provision in sitb-claose (b) of 
c!·ause (i) of rule 2 is, therefore, redundant and we 
recommend that this provision should be deleted. 

1-15.12. The third and final step in the computation 
of chargeable profits is contained in rule 3 which 
authorises the Income-tax Officer to add back expen
diture by the company on account of commission, 
entertainment and advertisement to the exlent such 
expenditure is considered by the Income-tax Officer 
to be excessive. This provision has become redundant 
after the enactment of section 40A(2) of the Income
tax Act and in view of the provisions in section 37 
of that Act under which the allowance of expenditure 
on entertainment and advertisement is now statutorily 
limited. There would, therefore, be no justification for 
any further add back under rule 3. As regard& com
mission, though there are no specific .statutory limits, 
it can only be allowed in the determination of the total 
ini::ome if it satisfies the legal test of eligibility, viz., 
of having been incurred wholly and exclusively for the 
purposes of bu!!iness. Once expenditure of the nature 
of commission, entertainment and advertisement is 
only allowed in confOTITiity with the provisions of sec
tion 37 of the Act in the computation of total income, 
there is no warrant tor a further provision under the 



Surtax Act for disallowance in the determination o( 
chargeable profits. We, therefore, recommend the 
deletion of H.ule 3 of the First Schedule. 

The Second Schedule : 

1-15.13. The Second Schedule deals with the rule~ 
for computing the capital of a company for the pur
poses ot surtax. The quantum of the capital alfects 
the quantum of statutory deduction available under 
the Surtax Act and has, therefore, a direct bearing 
un the quantum of tax. At present, the rules provide 
tor determination of the capital as the aggregat·~ of 
paid-up share capital and the reserves of th~ company. 
Such capital is required to be determined as on the 
first day of the previous year, with appropriate adjust
ment tor any increase or reduction in the paid-up share 
c~p1tal in the course of the year. The Second SdJedulc 
contains five rules and live J£xplanalions. These pro
visions have Jed to considerable litigation and it is, 
thcrclorc, necessary to resolve some of these prob
lems. 

1-15.14. The reserves of the company which are to 
lorm part o[ the capital under rule 1 arc exclusive 
uf the amounts, if any, credited to reserves which have 
been allowed as a deduction in computing the total 
income. The i':XJilanatiOn to rule 1 clarities that any 
amount standing to the credit of an account being of 
the nature o[ items l5), l<>J or l7) umkr the J.caumg 
"Reserves & Surplus" or any item under the heading 
"Current liabilities and provisions" in the "Form of 
Balance-sheet" given in Part l of Schedule Vl to the 
Companies Act, 1956, will not be regarded as a 
reserve. The expressions "provisions" and "reserve" 
arc not defined under the Surtax Act. Part III of 
Schedule VI to the Companies Act defines these ex
pre;sions. The absen,ce of a precise deiinilion of 
"reserve" under the Surtax Act has given rise to many 
disputes. The executive instructions issued by the 
Uoard on 11th November, 1974, direct the departmen
tal ollicers to critically examine the reserves in the 

· company's balance-sheet to determine their eligibility 
for inclusion in the capital on the ground that some of 
the items may not really be in the nature of free 
!'Cscrvcs. For the purpo'>cs of the Surtax Act the dis
tinction between free reserves and other reserves has 
no relevance. The only requirement under rule I is 
that the amount credited to the reserves should not 
have been allowed as a deduction in computing taxable 
income. A committed reserve in contradistinction to 
a free reserve would still quality for inclusion in the 
capital under rule I to the extent no part of the reserve 
has been allowed as a deduction in computing the 
taxable income. We recommend that lhc two 
terms, "reserve" and "provision", should be defined 
under the SIPI'-tnx Act by adopting for that purpose 
the corresponding provisions in Part III of Schedule VI 
tu the Companie& Act, 1956. 

_1-15.~5. Rule ~ of t~e Second Schedule requires 
th,\1 the co.ml?a!ly s cap• tal as computed under rule 1 
shall: be d1mm1shed by the excess of A over B as 
herembelow :-

A. the c~st of the assets, the income from which 
COnSIStS Of : 
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li) profits and gains of any life .in,surance bubi· 
ness; 

lii) interest on tax free Government securities ; 

(iii) dividends from an Indian company or a com· 
pany which declares and pays dividends in 
Jnd1a ; 

B. the aggregate or : 
(i) the amount of any outstanding borrowings 

as on lirst day ot the previous year ; and 
lii) the amoun,t of any fund, any ;urplus and 

any such res~rve as is not tak~n into 
account in computing the capital under rule 
1. 

1-15.16. 1n the application. of rule 2, the following 
dil!iculties have been pointed out to us :-

(a) The rule refers to the cost of the specified 
assets. The expression "cost" has not been 
defined. It may constitute the original cost 
of U1e a;sets. However, in certain cases such 
original cost may not be retlected in the 
balance-sheet which may show the asset at 
its depreciated or appreciated value, accord
ing to the company's practice. This would 
particularly be the case where investments 
ar~ hdd as trading assets and shown on 
the bll!>is of a valuauon de,<:rmined in accor
dance with the method of accounting. The 
adjustments between the cost and the book 
value of the assets would invariably have 
been correspondingly reflected in the reser
ves of the company. The adoption of the 
cost in such cases would, therefore, lead to 
distortions. 

(b) Ditliculties have arisen in the construction ot 
claus~ (i1) of rule 2 which requires the setting 
off of the amount of any fund, any surplus 
and any such reserve as is not taken into 
account in computing the capital under 
mk 1. A proviswn appearing in the balance
sheet does not constitute a surplus or a 
reserve. A provision for taxation could how
ever, be COI1,5tmed as a "fund", as held by 
the Calcutta High Court in Duncan Bro
thers & Co. v. CIT 111 ITR 885. The usc 
of the word "fund" in rule 2(ii) has there
fore, led to ambiguity and may lead io ano
malies in the making of the adjustment. 
Clause (~) is also silent in regard to the day 
as at wh1ch the amount referred to therein 
is required to be determined. The main part 
of th.e rule 2 and clause (i) of the rule refer 
spec1ally to the first day of the previous 
Y.~ar. It would apparently follow that clause 
{u) of rule 2 should also relate to the first 
day of the previous year. 

I-I5.17. In ord~r to resolve the difficulty of inter
prctmg the cxpress1on "any fund, any surolus and any · 
~uc~ reserve a.~ is. not to be taken into account" appear
tng m rule 2(ul, It should be clarified that these words 
refer to: 

(a) items. of reserves which do not form part of 
cap1tal by reason of the reserve representing 



(b) 

amounts allowed as a deduction in comput
in" the total income of the company; and 

"' amounts in the nature of items 5, 6 and _7 
under the headinu• Reserves and Surplus m 
the Torm of balan~e-sheet given in Part 1 of 
Schedule VI to the Companies Act. 
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The aforesaid two amounts represent credits made to 
reserves which under rule 1 are exclud~ from ~e 
computation of the capital. It is appropnate !bat m 
making a deduction from the reserves u~der rule 2 
these items should be treated on par wtth moneys 
borrowed and outstanding on the first day ?f !h; pre
vious year. It would, therefore, be appropnat;: if rule 
~(ii) specifically draws attention to _reserves _not taken 
into account as a result of rule l<ifi? and ttems (5), 
(6) or (7) referred to in the Explanatton to rule I. 

I-15.18. As regards the other difficulty pointed ~ut 
above as the computation of ·capital proceeds wtth 
refere~ce ·to the balance-sheet, the adjustments should 
also necessarily proceed with reference to the values 
as shown on the face of the biifance-sh:et. It wou!d, 
therefore, be appropriate to make the adJus.tment Wtth 
reference to the book value of the specified assets 
and not the actual cost. We, accordingly, recommend 
that ntlc 2 of the Second Schedule should be amtud
ed to the following effect :-

(a) The adjustment with reference to Assets, the 
income whereof is excluded ~hould b~ made 
on the basis of the book value of the said 
assefll, 

(b) Role 2(ii) should only refer to amounts ex· 
eluded in computing the capital onder mle 
l(iii) and items (5), (6) and (7) referred to 
in the Explanation to Role 1. 

(c) Role 2(ii) should relate to the position as on 
the lst day of the previous year. 

1-15.19. Exphinations 1, 2 and 3 appearing after rule 
2 do not appear to be correctly placed. The provisions 
1Jf these three Explanations extend to the rules for 
computation of capital in l!eneral, including rule 3. 
We, accordingly, recommend that elClllanations l, 2 
and 3 should be nl:>e~d at th~ end of the second sche· 
dule, expressly clarifying that they apply to an the 
rules of the second sch~dule. 

I-15.20. Rule 3 provides for the adjustments- to 
be made for increases or reductions in the paid-up 
share capital in the course of the vear. These adjust
ments are to be made on a prooortionate basis with 
reference to the number of days for which the increase 
or reduction remains effective. A practical difficnltv 
has been brou!!ht to our attention in connection with 
the operation of this mlc when one comoany amalga
mates- with another. Schemes of amal!!am~tioo of 
companies necessarily provide for a date with refe
rence to which the a~sets and liabilities of the trans
feror company vest in the tr~n<f.'ree-companv. Such 
date normally coincides with the last dav of the ac
counting vear of the trnn~feror-company, so that the 
assets and liabilities as appearine in the audited !l!ate
ments of account are in~orp~rated into the books of 
the tran<Feree-c,.,mpanv after rPceiot of the orders sanc
tioning the scheme. The consideration of the amalga-

mation is generally discharged by the. transferc~
company making an allotm.:nt of shares m the trans· 
tercc-cumpany to tile shardtoiJers of the tmn>fer~?r· 
company. Th~ tra~sfcror-company ts ,norm~lly dts~ 
solved without a wmdmg up under the orders sat~c 
tionin" the scheme. The ctfect of such schemes, 
thercf~re, is to vest the assets and liabilities nod conse
quently th~ working results !?f tl~c tran~feror-compn.ny 
as from the eficctivc date whtch ts constdcrably carhcr 
than the actual date when the allotment of shar~s and 
the increa"! in capital of the tra~sfcrcc-company takes 
place. The transfere~·company ts thus exposed to the 
inclusion of the profits of the tramferor-c.ompuny for 
the full period as from the date of vcstmg whereas 
the capital under rule 3 may only he reckoned propor· 
tionately from the numb~r of d<~ys a~tcr the actual 
allotment. This would clearly be mcqllltous. In such 
..:ases the allotment of shares. in effect, dates back to 
the e!Iectivc date of the amalgamation, namely. when 
the assets and liabilities vest in the transferee-company. 
ll would be appropriate if the capital is also ~orres
pondingly adjusted in the transferee-company :n the 
same manner as the profits so that the companson of 
the chargeable profits with th~ capital is made on 
a like to like basis. We. nccordrngly, recommend that 
the application of rule 3 in cases of amalgamation of 
two companies should entide the am:tlgamnted com• 
pnnv to r~ckon the increase in the pt•i•l·up share cnpl· 
tnl ns from the date from which the nmnlgnmatinn 
is effected and not o'nly from the date of actual allot
ment. 

l-15.21. Rule 4 of the Second Schedule provides 
that where a company has I!Ot any income, profits and 
gains which arc not includible in its to!al inc~me ns 
computed under the Income-tax Act, us capital us 
ascertained in accordance with rules 1, 2 and 3 has 
to be diminished proportionately. This diminution is 
required to be effected with reference· to the propor
tion of the exempted profits on the total profit&. Much 
of the litigation under the Surtax Act has revolved 
around this provision. The main controversy 
centres around the expression "not includible in 
its total income" occurring in th~ rule. There can 
be no dispute that there arc incomes, profits and !)'Dins 
which are not includible in the total income under 
the Income-tax Act by virtue of section 10 in Chaplet 
III of that Act. There are also incomes which fall· 
outside the scope of the charge by virtue of section 5 
of the Income-tax Act. There can be no controversy 
that insofar as the capital of a company is deployed 
for generation of such income as well, there is justi· 
fication in reducing the capital on a proportionate 
basis under mlc 4. 

I-15.22. However. the controversy which ha~ arisen 
is with reference to the con~truction soUI:ht to be placed· 
on the rule in certain quarters that incomes with· 
reference to which a deduction is allowed in computinp. 
the total income under Chapter VIA of the Income
tax Act are also to be rc!!ardcd as incomes "not 
includible in its total income". An illu~tration of such 
income would be the tax holidav profits under section 
!!OJ of the Income-tax Act. If literallv construed, the 
ar!!Ument would extend even to dividends which are 
excluded under section 80K or SOM and therebv lead 
to the anomalous position of a further diminution in 
the capital once under rule 2 and again under rule 4. 



1-15 23. The controversy under rule 4 has assumed 
signific~ce from the assessment ~e.ar 196!1-69 onw~1s\ 
~ already pointed out, the pr<?visions of Chapter : 
were recast as from 1st Apnl, 1968, subsequent to 
the en)lctment of the Surtax Act. Whilst some c~anges 
have been made in the Surtax Act correspo~dmg to 
the provisions of Chapter VIA when .a.mended m Apnl, 
1968 the position has not been clanfied under rul.e 4. 
Ther~ is of course a clear distinction be!ween an. Item 
which is not "includible" in the total mcome and a 
deduction from total income. R;ule 4 can_not obviOusly 
refer to items which are first mcluded 1~ th~ gross 
total income and then allowed ~s deducuon m com
puting the total income. The High Courts of Karn~
taka, Madras and Bo"!bay hav~ construed the prov•
sions of rule 4 in this sense m I.T.O. v. Stumpp, 
Schuele & Somappa Pvt. Ltd. 106 I.T.R. 399, Add!. 
CIT v Bimetal Bearings Ltd. 110 I.T.R. 131 and 
c:t:T: v.' Century Spg. & Mfg. Co. Ltd. 111 I.T.R: 6. 
A reference has, however, been made to the pos&~ble 
ambiguity in the provision and the• need to resolve the 
ambiguity in favour of the taxpayer. 

1-15.24. Apart from the judicial pronoun~emems, 
a reference to the historical development of the m~ome
tax law would also clarify the P?Sition. ~ax rchef on 
certain components of the tot~ mcome, With reference 
to which deductions are provided under Ch~pter VIA, 
were earlier allowed by way of a rebate m tax, the 
items themselves being included fully as part of the 
total income. Thu9, prior to the assessment year 
1968-69 when Chapter VIA in its present form came 
into effe~t no part of the capital of the company could 
have been' reduced under the provisio~s of rule 4: The 
mere change in the mode of a!lowmg tax. reltef by 
replacing rebates. in tax . by straight ded~ct~ons. tro!D 
income cannot m our v1ew, warrant a d1mmullon m 
the capital for' purposes of surtax, with reference to 
the same categories of income. In order to seUie the 
controversy on the subject W!) recommend tbat an 
I!:xplanation should be added to rule 4 clarifying that 
no diminution under rule 4 is to be made with refe
rence to the items of income in relation to which 
the company has been allowed deductions under chap· 
fer VIA of the income-tax Act. As this would be 
a clarificatory Explanation for the removal of doubt, 
it would follow that it would setlle the law as from 
its inception viz. assessment year 1968-69 a~ from 
which date 'the ;cheme of straight deductions from 
income under Chapter VIA came into effect. 

The Third Schedule : 

I-15.25. The last stage in, the determination of the 
liability to surtax is the applicaiton of the rates of 
surtax under the Third Schedule. The Third Schedule 
lays down the rates of surtax which are to be applied 
to the "chargeable amount" i.e. the chargeable profits 
as reduced by the statutory deduction, which is at 
present as amount equal to 15 per cent of the capital 
of the company or Rs. 2 lnkhs, whichever is greater. 
As specified in section 4, the liability to surtax arises 
only when the chargeable profits exceed the statutory 
deduction. The rates are applied in two slab& : the 
first slab representing so much of the chargeable 
amount as does not exceed 5 per cent of the capital 
is taxed at 25 per cent, while for the balance, if any, 
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of the chargeable amount th~ ra~e .is 40 per . cent. 
There is also a provision which limits the agg~ega~e 
incidence of income-tax and surtax to 70ifipeedr .centthm 
the cases and in the circumstance~ spec . m e 
proviso· in s'uch cases, the surtax Is appropna~~ re
duced ;o as to keep down the aggregate to per 
cent. 

1_15.26. We have carefully ~xamined t~e impact. of 
the levy of surtax on the basis set out m .the Third 
Schedule and in the context o_f the observationS/ made 
by us in the beginning of. this . Cha~ter. We are of 
the view that certain mod1fica!Ion,s m regard to the 
operation of the levy are necessary to overcolll:e the 
deterrent nature of the tax as a tax on efficiency. 

I-15.27. The first feature on which this tax ~e~ds 
modification arises from the absence of a provision 
for carrying forward a deficiency. By its very nature, 
the tax is in,tended to be a tax on surplus profits. A 
true measure of surplus profits cannot be ensured 
unless the results are considered over a reasonable 
period of time. There are seasonal and cyclical varia
tions in several industries. The abnormal profits of 
a single year may not, therefore, properly reflect the 
measure of surplus profits and the ability to bear the 
burden of a surtax, The period of a smgle accounting 
year need not necessarily form a reasonable base for 
measuring surplu& profits, particularly_ as contracll!al 
obligations and liabilities, bonus claims and oilier 
settlements effected or quantified in a given year may 
relate to more than on.e accounting period. For these 
reasons we are of the view that there should be a 
provision for determining the deficiency in profits with 
reference to the standard deduction and allowing the 
set off of such deficiency in subsequent years. This 
period of time should not be so long as to '~nduly 
complicate the assessment procedures. In our v1ew, a 
period of three subsequent years would be fair and 
reasonable. We are not in favour of a provision for 
carrying back the deficiency in profits and, consistent 
with the scheme of charging total in.come under the 
Income-tax Act, the right should only be to carry 
forward the deficiency to subsequent years. We, ac· 
cordingly, recommend that the deficiency relating to 
n year should be allowed to be carried forward and 
set off in the following three years before the determi
nation of profits which attract surtax liability. 

I-15.28. The principle of allowance of deficiency is 
not unknown to legislation dealing with the levy of 
tax on surplus profits like the surtax. The Super 
Profits Tax Act, 1963, contained a provision for the 
carry forward of deficiency. Under the Exce~ Profits 
Tax Act, 1940, and the Business Profits Tax Act, 
1947, too, deficiency was permitted to be carried for
ward or backward. The levy of surtax on a continu
ing basis can also be justified only if the surplu& 
profits are correctly determined after due provision for 
the set off of deficiency of earlier years. For ascer
tainment of the deficiency it would follow that a return 
of deficiency should be submitted and the deficiency 
ascertained in the course of assessment. Such ascer
tainment in every assessment year may generate consi
derable amount of work-load which might not ulti
mately prove fruitful. The carry forward of deficiency 
would have a meaning on,ly in cases where ultimately 



such deficiency is claimed as a set off. If the right 
to carry forward the deficiency is strictly limited to 
the timely filing of a return it may lead to undue 
hard~hip and a larger number of companies filing such 
returns and keeping the dclicicncy merely in, reserve. 
In order to reduce such unnecessary paper work, it 
would be adequate if the taxpayer company is entitled 
~o file a return of deficiency at the point of time when 
tt actually earns surplus profits which attract surtax 
liability and linds the necessity for set off of the d<ili
ctency. lt would, therefore, follow that while ordina
rily the returns for the purposes of surtax should be 
required to be filed by a specified date, in common 
with other tax rerurns, returns claiming the determina
tion of a deficiency may be allowed to be filed even 
beyond the end of the relevan.t assessment year right 
until even the fourth year in which the set otf of 
deficiency may be required to be claimed. Appropriate 
recommendations in this regard are made in l'art II 
of our Report. 

1-15.29. The next feature in regard to the levy 1s 
the quantum of the statutory deduction. The statutory 
deduction was originally fixed at 10 per cent of tht: 
~apital employed or Rs. 2 lak~s, whichever is greater, 
m the year 1964. The capital employed included, 
inter alia, long-term borrowings which were largely 
obtained at the rates of interest below 10 per cent. By 
the Finance Act, 1976, the statutory deduction was 
raised from 10 per cent to 15 per cent of the capital, 
and, simultan.eously, the capital base was curtailed to 
comprise only the paid-up capital and reserves, but 
·excluding all borrowings. The objective in prescribing 
the statutory deduction is to determine the level of 
profits· which cannot be said to be abnormal and which 
accordingly should not attract the levy of surtax. In 
the matter of fixation of fair prices of essential com
modities and regulated industries, Government has 
recognised that the fair rate of return should bear 
a reasonable relationship to the level of interest rates 
prevalent in the econ.omy. A minimum rate of 12 per 
cent of the net worth after tax has been considered 
to ~e reasonable, whi~h has to be suitably adjusted 
havmg regard to the nsk factor and other considera
tions as applicable to particular industries. Apart 
from this measure of regulated profits or controlled 
profits in other industries, it should be recogn,ised that 
there is the: '!or~al objective of the management to
war~s max1mtsatton of profits as the ultimate test of 
efficiency of the enterprise. In the detertnination of 
the level of surplus profits, therefore, there should be 
a reasonable measure of return which could be attri
b"!ted_ to the ma~agement's efforts towards profit maxi
misation, and wh1ch w~mld thus, legitimately, fall within 
a level of profits whtch should not be considered as 
abnortnl!l. The criticism that surtax operates as a tax 
on efficiency would be largely met if the minimum 
level of profits which do not attract surtax that is 
to say, the threshold, is fixed at a reasonable level 
so as not to ~amp~n the initiative of management. 
For these considerations, we are of the view that in 
the present context the threshould should be fixed at 
20 per c~nt of the capital of the company. Needless 
to _say, th1s rate of 20 per cent would be appropriately 
adJusted upwards or downwards having regard to the 
nortnal rat.es of return, interest rate ~tructure, etc. as 
prevai:nt m the economy from time to time. We, 
accordingly, recommend that the statutory deduction 
4 RS&P /78-14 
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under the surtax act should be increased from 15 per 
cent to 20 per cent of the capital. 

l-15.30. As pointed out earlier, at present there are 
two rates of surtax, one of 25 per cent and the residual 
rate of 40 per cent applicable to two slabs of the 
~hargeable amount. The rate of 25 per cent operates 
m the slab of chargeable profits representing a retufll 
bet'Yeen 15 per cent and 20 per cent of the capital 
~avmg regard to the fact that the statutory deduction 
ts 15 per cent. Once it is accepted that the objective 
underlying the levy of surtax is to mop up the surplus 
profitability not reasonably attributable to management 
effort, the existence of two separate rates applicable 
to two slabs. is an unnecessary refinement in the levy. 
It also provtdes an unneces~ary complication in the 
process of determination, of the tax, which could be 
avoided if surtax were to operate at a flat rate. For 
these and other considerations, as also in view of the 
~arlier recommen,dation for increasing the threshold 
from 15 per cent to 20 per cent, we recommend that 
surtax should be levied at the flat rote of 40 per cent. 

1-15.~1. Ano.ther criticism in regard to the levy of 
surtax _1s that tt. leads to wasteful and unproducti\e 
expenditure par!tcularly because it steps up consider
ably the marginal rate& of tax on corporate profits. 
The combined incidence of income-tax and surtax can 
take the marginal rates of tax to 74.65 per cent, 
77.80 per cent, 80.95 per cent and 84.1 per cent 
dependmg upon whether a company is one in which 
the p_ublic ~re substantially interested, or a closely
h~ld mdustnal company, or a closely-held non-indus
Ina! company or a foreign company. It has to be 
reco,llJiised that such a st~e_p marg~nal rate of tax, moro 
par!tcula~ly when the ce1hngs on personal income-tax 
are considerably lower, may have a dampen,ing effect 
on the management of corporate enterprises. The 
Surtax Act already provides for a cc~ling of 70 per 
cent on the total incidence of both income-tax and 
~ur!ax in recognition of the need for a ceiling on such 
tnctdence. However, this ceiling operates only if the 
following conditions are •atisfied :-

(a) it applies only to an Indian company or a 
company which has made the prescribed ar
rangements for payment of dividendR in 
India; 

(b) the company is one which is referred to in 
section 108 of the Income-tax Act ; and 

(c) the paid-up share capital subscribed for in 
_cash as on the last day of the previous year 
1s not less than, 25 per cent of the capital 
of the company, as computed for surtax. 

~ere ap~~rs to be no particular justification for the 
t~trd cond!!lon. <?n the contrary there is no iustifica
!ton. for dtscourag~ng a company which builds up iiR 
cap~tal ~y the pro.cess of retention of r~:~Scrves. Whether 
capital IS subscnbed in cash or augmented through 
the process of retention of reserves (after' payment of 
taxes), there should be really no particular distinction. 
We are, therefore, not in favour of the continuation 
of any • artificial condition ubout the composition of 
tbe cap1lal as computed for surtax and we recommend 
that the third condition should be deleted. 



I-15.32. The present provision recognises the need 
for a ceiling in the case of a widely-held company. 
As regards the category of closely-held companies 
which in, terms of number constitute the preponderant 
majority of companies operating in India, at present 
there is no such ceiling. Even companies are already 
under the additional obligation of paying a higher rate 
of basic income-tax. Even within, that class of com
panies, the industrial companies are subjected to a 
slightly lower rate of tax. It cannot be denied that 
such companie5 are also engaged in economic activity 
and if they generate a level of profits which attracts an 
u11,due incidence of surtax there is equally a juMifica
tion for limiting the total incidence of tax. Such a 
limit, apart from its economic justification, would also 

. reduce the impact of very high rates of marginal in,ci
dence pointed out above and remedy still another ob
jectionable feature of the levy. At the same time we 
recognise that through the process of a ceiling the 
justification for a differential incidence of tax between 
a widely-held company and a closely-held company 
should not be nullified. We are of the view that a 
ceiling of 75 per cent on the total incidence of income-
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tax and surtax in the case of other companies would 
meet with the observations made earlier. A ceiling 
on the total incidence of taxes would enable companies 
to retain a portion of the surplus profits for augment
ing the internal resources of the company. Again, 
the ceiling of 70 per .cen,t at present would operate 
only in very exceptional cases. We, accordingly, 
recommend that the provision for a ceiling on the total 
incidence of sw1ax and Income-tax should be made 
as under:-

(a) A ceiling of 70 per cent on the total incidence 
should apply in the case of domestic com
panies which arc widely held (section 108) ; 

(b) A ceiling of 7 5 per cent on the total incidence 
should apply in the case of all other com
panics; 

(c) As stated above, the ceiling should not be 
made conditional upon fulfibnent of any re· 
quirement about the composition of the capi
tal as computed for the purposes of surtux. 



CHAPTER 16 

WEALTH-TAX 

1-16.1. The Wealth-tax Act, 19?7, has_been m '"'IX:" 
ration for over two decades, durmg wh1ch . penod 1t 
has undergone amendments on a lew occa&lons. As 
in the case of the other drrect tax laws, the Wealtb-~ax 
Act also contains certain provisions of a substantive 
nature and certain other provi&io~s of a procedur~l 
nature We have recommended m Part 11 of . this 
Report that the procedural provisions of al_l the duect 
tax laws should be consolidated. Accordmgly, those 
provisions would form part of the proposed D1re~t 
·raxe~ Management and Admi~istratio~ _Act. In th1s 
Chapter, some of the substantive prov1s1ons of thr. · 
Act, contained in Chapters I and II of that Act, are 
examined. 

I-16.2. The first feature to be noticed in the Wealth
tax Act is that the levy is made with ref~rence to 
the net wealth. The expressioD, "net wealth" IS defined 
in section 2(m) of the Ac~ b~~~dly to co:~es~nd to 
the excess of assets over liabilities. Prov1~1on IS, ac
cordingly, made for deductions to be allowed from 
the asset& in respect of debts owed by the taxpayer. 
Three ·categories of debts are, ~owever, ~ot to be 
allowed as a deduction. There IS no particular hard
ship pointed out in regard to the disallowan_ce of U!t: 
lirst category of debts·, namely, debts outside In.dia 
under section 6 of the Act. The second category or 
debts which are disallowed comprises those which are 
"secured on or which have been incurred in relation 
to, any proPerty in rupee,~ of w~ch w~~th-tax is not 
chargeable under t!rls Act ... ~s proVISion has been 
the subject of considerable litigation between taxpayers 
and the Department. T~e provision lends_ itself to 
the view that a debt rru~d on the secunty of an 
exempt asset cannot be deducted from the net wealth 
though the funds raised thereby may have been used 
for acquisition of taxable a~sets. Thus, _where a fa?t· 
payer raise& a loan on 3D, msurance policy before Its 
maturity and utilises the amount of th~ loan for ac-. 
quiring an asset on which wealth-tax Is payable, he 
will be called upon to pay wealth-tax on such asset 
without obtaining deduction for the debt incurred for 
acquiring the asset, Oil, the ground that the debt i~ 
secured on an exempt asset, viz., the insurance policy. 

1-16.3. The words reproduced above also lead to 
the construction that debts incurred in relation to ex
empt as&ets are not to be alloW«! as a deduction.· 
Thus, where a loan has been raised on the security 
of a chargeable asset, but such loan is used for ac
quiring an exempt as&et, the loan will not qualify for 
deduction on the ground that the debt has been in· 
curred "in relation to" an exempt asset. The logic 
of this provision is understandable iD,sofar as debts 
which are raised for acquiring exempt assets cannot 
be deducted from the other wealth of the taxpayer. 

The asset in question itself does not attract wealth-

tax and, therefore, the source of the funds used ~or 
acquiring that asset cannot be allowed as a deduction 
again,st other assets. 

I-16.4. In our opinion, the appropriate test f~r 
deciding whether a debt should be allowed or not IS 
the purpose for which the moneys represented by the 
debt are utilised. The test based upon the ,Property 
on which the debt is secured, i& inappropnate. It 
would be perfectly legitimate to disallow a de~t. which 
bas been incurred for the purposes of acqwrmg an 
exempt asset. lt is, however, illogical to disallow a 
debt in,curred for acquiring taxable as~ts, merely on 
the ground that the debt has been secured on an 
exempt asset. We, therefore, recommend that debts 
which are utilised for acquiring property on which 
wealth-lax is not charged (either because ~rnch pro
perty falls outside the definition of ·~Is' or it is 
specifically exempted from charge by v<rtue of se~:
tion (5) should alone be disqualified from deduction 
in determining the net wealth. 

I-16.5. The debts in the third category which do 
not qualify for deduction are : 

tax, penalty or interest payable in consequence 
of an order passed under the direct tax 
lawll-

(a) which is disputed in appeal, revision, etc., 
by the taxpayer, or 

(b) which though not disputed is outstanding 
for a period of more than 12 months a• 
on the valuation date. 

There does not appear to be adequate justi~cation for 
disallowing disputed tax demands outstandmg on the 
valuation date. Where tax, penalty or interest has 
been demanded in consequence of an order passed 
under a Jaw, it cannot be said that the debt is fri
volou~ or non-existent merely because it is disputed 
in appeal. A taxpayer should be entitled to take re
medies expressly provided in Jaw in the matter of 
demands which in his view require interference by the 
appellate authorities. Such disputed demands are ne
cessarily taken into account by a prospective purchaser 
uf a business undertaking if the demands relate to 
the business undertaking. The Controller of Capita! 
Issue& also takes into consideration such disputed tax 
liabilities for the l'urposes of computations made by 
him. The debt ansing out of an order under a direct 
tax law is very much a reality until it is adjusteo 
through appellate proceedin~. As on the valuation 
date it should, therefore, go to reduce the net wealtil 
of tho taxpayer. A demand arising on an order oi 
a lltautory authority is a crystallised statutory liabilit.)" 
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and docs not partake of th11 n,at~re of a conting~nt 
claim. We are, therefore, of the vtew that the restnc
uon under item (a) of secUon :.!.(m)(ili) is not ju&tified. 
However, if as a result of appellate proceedmgs the 
debt is either scaled down or cance.llcd, the elrect of 
the appellate order would in fact alter the amount of 
the deot in question and it would then be appropriate 
to amen,d the wealth-tax order as containing a mistake 
apparent from record. We, accordmgly, recommend 
that disputed demands for tax, penalty or interest 
nuder ouect tax laws should be allowed as a debt on 
the 'I'U!uation date so, however, that if the demand is 
altered 11.11 a result of appellate proceedings or other
l'ltise, the assessment in 11uestion shall be appropriately 
rectified onder section 35 of the Act. 

I-16.6. The other disallowance is in respect of taxes, 
~natty and. interest under the direct tax laws which 
!hough undisputed, have remained outstanding for more 
than 12 months. This provision is also not JUStifiabl.::. 
faxes may remain, outstanding for more than 12 
months for valid reasons. They may, in fact, have 
been expressly permitted by the tax authorities to be 
paid over a deferred period. The blanket denial of 
deduction in such cases i& umvarranted. Again, if this 
measure is aimed at discouraging delay in payment of 
taxes it cannot be said to be really logtcal as the 
marginally higher inciden,ce of wealth-tax by reason of 
the non-deduction of such tax liability, by it&elf, is not 
likely to be an effective deterrent. 1f a taxpayer has 
possession of assets sufficient to attract the levy of 
wealth-tax, there is nothing to prweo,t the Department 
from taking appropriate remedial steps to recover the 
outstandJng taxes. Again, the principles laid down by 
the Supreme Court in Kcsoram Industries and Cotton 
Mills Ltd. v. C.W.T., (59 ITR 767), in the matter of 
allo"':in~ ~eduction of debts uader section 2(m), is that 
the habthty should be to pay an a5certainable sum of 
money in· praesellli or in futuro. This legal dictum 
rccognise.s the right of the taxpayer to claim deduction 
even in respect of future liabilities. For all these rea
sons, we do not consider the den)al of deduction of 
such debts to .be justified. ~~· accordingly, recom
mend the deletion of the proVISion in item {b) of sub
clause (iii) ol clause (m) of section 2. 
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l-16.7. The concept of net wealth requires the as
cert~ent of assets belonging to the taxpayers on, the 
valuatiOn date. It 5hould be appreciated that this con
cept postulates ri~ts of own~rship of the taxpayer 
over the assets. There are situatiOns where certain 
assets ma~ be of a contingent nature. This is parti
cular.ly so m cases where assets have been compulsorily 
a_cqulf'ed by the Govem,ment and a certain compensa
tion IS awarded by the appropriate authority. Invari
ably, the quantum of compensation is the subject of 
cha.llenge by t~e erstwhile. owner and he would be 
taking appropnate proceedmgs for enhancing the 
amount of compensation. The recent amendments in 
the I~come-tax Act in relation to capital gains to which 

~it~~rl~~~~~~h~r~s a~~ltlo~~fd:m~~~:cr, f contemplate. a 
are awarded at some later sta s . o compensatiOn 
additional amount of compe~~· ~y tts very nature the 
cated with any amount of cert~l;~n can!lht be predi
accuracy. ln such circumstances ~~Wit reasonable 
interest of the taxpayer in the additfonna,ture of the 

a compansa-

1ion, amount which is likely to be awarded is wholly 
contiugcnt upon the outcome of the proceedings for 
enhancement of compensation. Until these proceed
ing& reach some stage of :tinality it cannot be said that 
the contingent interest of the taxpayer in the claim 
for en,hanced compensation constitutes an asset owned 
by him on the valuation date. Our attention ha~ hccn 
drawn to the attempts are made to include the amount 
of claims preferred by taxpayers for additional com
pensation as part or the net wealth. Such attempts 
are contrary to the concept of as&e~s belong to the 
asscsse~, which is the cssen,tial feature of net wealth 
before 1t can attract charge to wealth-tax. We recom
mend thai sU:tnble administrative instructions should 
be ismed so as not treat as an asset claims for en· 
banced compensation which are not finally decided as 
at the valuntion date. In the alternative a clarilicalory 
explanation may be inserted in section 2(m) of the 
Act. 

1-16.!!. Section 4 of the Wealth-tax Act prov1ctcs 
for the inclusion of certain assets in the net wealth 
of an individual though such assets- do not legally 
belong to the individual on the valuation date. Sub
sccti?n (I) cover~ assets. transferred by the individual 
to hts 5pouse, rnmor chtldrcn, etc. Sub-section (lA) 
covers separate property of the individual, which is 
converted 1?~ him into Hindu joint family property. 
~hese provtstons correspond to those contain,ed in sec
tiOn 64 of the Income-tax Act to deal with the club
!Jin~ of income under the Income-tax Act. The ob
tecttve underlying the provision& is identical namely 
to check the avoidao,ce of tax. Sub-section' (lA), at 
present, refer~ o~y to c~mversion of the separate pro
pe.rty of th.e .mdivtdu~l mto property belonging to the 
Hmdu undiVIded famtly through the act of impressing 
such separate property. with the character of family 
property or thro"':mg such property into the common 
s~ock of the family. In, line with the recommenda
tion made .by us whilst· dealing with section 64(2) 
of the Income-tax Act, we recommend that sub-sec'io11 
(IA) o~ section 4 should be amended to cover pro~ 
pefo/ gifted by the individual to the Hindu undivided 
family. 

I-16;9. Sub-section {3) of section 4 provides for 
deductiOn of debts referable to the assets which are 
clubbed, a~ also .for the allowance of the exemptions 
under section 5 ."~ re~pect of such assets. The pur
po~e of t!Je provtsiOJ?. IS to take the fiction of clubbing 
to. Its logt7al conclusion. Thus, if assets of the spouse, 
mm<;~r 7~IId, e!C·, are included in the net wealth of 
t~e mdiVId~al. 10 the circumstances mentioned in sec
tiOn 4( 1). It ts appropriate that the individual should 
be entitled to deduction of t}le debts referable to such 
assets and also t<;~ the exemption appropria:e to such 
assets . under sectiOn 5. A specific provision to this 
e~ect ts, however, not to be found insofar as the club
bmg operates under section 4( lA) in regard to 
scpara :e property co_nyerte~ into Hindu joint family 
property. The proVISIOn m sub-section (3) is of 
~ourse, only of a clarificatory nature. Nevertheiess, 
rt may lead to an erroneous conclusion that in the 
absence: of a specific provision, the deducti~ns and 
ex;.mJittons are not admissible in respect of assets 
w tc are clubbed under section 4(1A). We, there· 
f~re, recom!Dend that the provisill!IIS of mb-section 
( ) of sechon 4 may expressly he made applicable 



to assets included in the net wealth of the taxpayer 
under section 4( 1A). 

I-16.10. Sub-section (SA) of section 4 deals with 
gifts of money made by means of book entries. It is 
well settled that transfers by way of gif< can be effec-

. tively made by entries in books of account. !he 
sub-section is aimed at checking such transacuons 
where the book ~:ntries are not accompanied by actual 
delivery of money. The consequence of the provision 
is to ignore such gifts for the purposes of the Wealth
tax Act and to club such gifts in the net wealth of 
the donor. The provision may b~ justifia~le from 
the point of view of pr~ventmg ficu~nal . gifts, for 
which the only evidence 1s that contamed 10 the ~ook 
entries. The .io:sired result could have been aclueved 
by recognising the gift only at the point of time when 
there is physical transfer of money or mone~ 's 
worth. The provision, however, recognises the 
gift by book entries only !f there wa_s actual 
delivery o[ the money at the time the entr1es were 
made. This requirement of the deliver~ of. the money 
being simultaneous with the book entries 1s! to our 
mind, unjustified and might lead to hardships where 
the gift is completed by the physical transfer of 
money at a subsequent date.. Furthe.r, while the pro_vi
sion in sub-sectio.'l (SA) will result 10 the assets be10g 
clubbed in the assessment of the donor for purposes 
of wealth-tax under the Gift-tax Act, the donor would 
be assessabie to gift-tax in respect of the 
gift even though there. . was no actual. de
livery of the money. Th1s IS because th~re 1s no 
corresponding provision made under the G1ft-tax Act. 
To that extent the provision is not defensible, particu
larly, because the scheme of direct taxes in India is an 
integrated one. We, II!CCOrdingly, recommend that the 
provision in sub-section (SA) of section 4 should 
correspondingly be reflected in the Gift-tax Act as 
well, where also such a transaction should not be regard
ed as a gift. We further recommend that on the 
delivery of money or money's worth, the gift should 
be regarded as effective so as to attract gift-tax and to 
warrant exclusion from the net wealth of the donor 
subject to the other clubbing provisions. We recom
mend that such amendment should be made with retros
pective effect from 1st April, 1976, when sub-section 
(SA) came into force. 

I-16.11 In line with our observations in Chapter 14 
of this Report in relation to the Income-tax Act, it is 
appropriate to enact a general provision in the Wealth
tax Act that the same wealth will not be subject to 
double assessment. Thus, where assets are clubbed 
artificially in the net wealth of a taxpayer, the same 
assets should not form part of the ne~ wealth of the 
legal owner. Such a provision is specifically rna~ in 
the proviso to sub-section (lAl of section 4> but as 
it deals with only a restricted category, it may lead to 
an inference that in other cases double assessment is 
warranted. We recommended that an express provision 
against double assessment should be made in the 
charging section. 

l-16.12. Section S of the Wealth-tax Act provides 
for exemption of certain assets from the charge to 
wealth-tax. Under sub-section ( 1), the l:lempted assets 
arc not liable to wealth-tax and they are not to be 
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included in the net wealth. Sub-section (2), however, 
envisages a category of exemptions for investments (by 
way of deposit or in any security) with the Government 
etc. as may be notified. The sub-section, however, pro
vides for the inclusion of such assets in computing the 
net wealth so as to allow the exemptioll!l at the averagt: 
rate of wealth-tax in the manner specified in rule 1 
of Part II of Schedule I. This seems to be a needless 
refinement and runs counter to the trend of Slmphh· 
cation of tax calculations. 1hc concept of average rate 
of wealth-tax is not very significant in terms of revenue 
impact and on the grounds of ~implification as wcU, 
it appears that a total exemptio11 would be more appro
priate. We, accordingly, recommend that reliefs 
under the Wealth-tax Act should be by way of straight 
deductions without any provisions for reliefs at the 
average rate of tax. 

1-16.13. It would also be of general assistance to the 
taxpayer if exemption of the nature which arc granted 
from time to time by notification or which may other
wise be granted under the terms of other governmental 
schemes, arc spccilically set out in a Schedule to the 
Wealth-tax Act so that they are readily available for 
reference. In that event, specific powers may be con
ferred on the Central Government to add to or alter the 
'lssets specified in such Schedule. It would also be 
qppropriate to point out that, under sub-section (ll of 
~ection S, certain exemptions arc provided by Gov
~rnment notifications as specified in clause (xv). Such 
noufications may be issued from time to time and as 
they do not form part of either the Act or the Rules 
lhcy may not be readily available for reference to the 
ta.xpayer. Absence of general publicity in this regard 
may also result in taxpayers not availing of the tilx 
<:oncession and the objectives of the Government in 
promoting such schemes l'~maining unfulfilled. We 
recommend that exemptions left to notifications should 
be consolidated in a Schedu'e to the Wealth-tux Act 
which may be altered by the Central Government under 
a specific authority conferred by the Act. 

I-16.14. Representations have been made to us in 
regard to the position of taxability of outstanding fees 
in the case of professionals. A professional person is 
liable to wealth-tax in the same mann-er as any other 
taxpayer in respect of his net wealth. under section 3 
of the Wealth-tax Act. This section provides that 
wealth-tax shall be charged for every assessment year 
in respect of the net wealth on the valuation date, of 
~very individual, Hindu undivid~d family, etc. Wealth
tax is charged on the net wealth and "net wealth" as 
defined under the Act means the amount bv which the 
aggregate value. computed in accordance with the pro
visions of the Act, of all the assets belonging to the 
taxpayer on the valuation date exceeds the liabilities 
owing by the ta~payer. The expression "assets" has 
been defined in section 2(e) to include property of 
<:very description, movable or immovable. 

I-16.1S. Section 7 of the Wealth-tax Act lays down 
the rule for valuing the assets of the taxpayer. It 
states that the value of any asset shaJl be estimated to 
be the price which it would fetch if sold in the open 
market on the valuation date. However, sub-section 
(2) of section 7 state~ that where the taxpayer is 
carrying on a business for which accounts are main-



tained by him regularly, the Wealth-tax Officer may, 
instead of determining separately the value of each asset 
held by him in the business, determine the net value of 
the assets of the business as a whole having regard to 
the balance-sheet of such business as on the valuation 
dale and make such adjustments as may be prescribed. 
'1 he said section and the rules framed thereunder are 
~tricUy not applicable to a profession. However, the 
underlying pnnciple of the section is a global valuation 
where a balance-sheet drawn up under a recognised 
method of accounting is available.· 

1-16.16. Normally spealilllg, professional persoru; 
who are a>sessed to wealth-tax, maintam U1eir books 
of account on cash basis which are accepted by the 
Income-tax Department for the purpose of income-tax. 
A regular prolit and loss account and balance-sheet 
may also be drawn up- Therefore, the question oi 
valuing any asset~ in the nature of fees due by clients 
in respect of work done by the taxpayer would not 
arise because such fees would be accounted for first 
as income and thereafter the net result of the fees re
ceived after deducting the expenses would be added to 
the capital of the professional. 

1-16.17. The cash method of accounting is one ol 
the recognised methods of accounting. It is statutorily 
recognised for the purposes of income-tax and if such 
a method is regularly employed by a taxpayer, the 
profits and gains of the busmcss or prof~sion must be 
computed in accordance with that method (section 145 
of the Income-tax Act). The Wealth-tax Act also con
templates determintion of the wealth on the basis of 
a balance-sheet which is drawn up from books regu
larly maintained for a business. TW: Income-tax 
Appellate Tribunal has held that the adoption of such 
a balance-sheet for wealth-tax purposes with the per
mitted adjustments cannot empower the wealth-tax 
authorities to wholly rewrite the accounts to a mer
cantile system and thus treat the outstandings as assets. 
This would amount to an arbiu·ary change of the 
method of accounting regularly employed by the tax
payer. 

I-16.18. As the accounts -are maintained by many 
professional persons on cash ba8is, consistents with thts 
method of accounting, the fees outstanding from clients 
would not constitute an asset in the accounts till they 
are received and therefore, such fees are not assets 
under the Wealth-tax Act. However, on this point a 
doubt has been raised because of the decision of the 
Calcutta High Court in Dipti Kumar Basu v. C.W.T. 
I OS ITR 450. Tl1e Calcutta High Court has dissent
ed from the decision of the Oril!Sa High Court in 
c.w.T. v. V. B. kaju 79 ITR 330. An approach was 
made on behalf of legal practitioners who represented 
~hat fees due; to them by clients which remain outstand
mg. and whtch arc not disclosed in their accounts 
mamly beca~!Se they maintain their books of account 
on cash basts should not be treated as as.ets for the 
purpose of !he Wealth-tax. Act. The Government had 
accel?ted tlus representation of the legal practitioners 
and mtroduced an amendment in the Wealth-tax Act 

tlJrou~:h tht Finance Act, 1976, to the following 
effect :-

"5(1) 
wealth-tax shall not be payable by an assellliee lfl 

respect of the following assetli . . . · 

(xa) the amount of any fee due to the assessee 
in respect of services rendered by him as 
a legal practitioner within the meaning 
of the Advocates Act, 1961 (25 of 1961)." 

1-16.19. In enacUng this provision it has been stated 
that outstanding fees in the case of pleading advocates 
antl semor advocates who are briefed by junior advo
cates arc not legally recoverable. It is to be recog
nised that it is not as if the legal bar on recovery 
applies to all lawyers and solicitors. This legal bar 
applies only in certain cases. The other more impor
tant r~ason given is that the ascertainment of the 
outstanding fees presents practical difficulties. The 
practical difficulties which are envisaged would relate 
not only to determination of the gross quan
tum of the outstanding fees but also to 
the imponderables involved in the quantum 
of recoveries, the quantum of expenditure 
which would constitute a charge against such fees and, 
last but not the least, the quantum of inbuilt income
tax liability which would necessarily arise as soon as 
these fees are recovered. Again, there is a clear dis
tinction between a business and a profession and the 
underlying philosophy in a profession is the concept 
of service to society. Professionals normally treat 
their f~es as debts of honour ;u~d do not resort to 
legal remedies for recovery thereon even in cases 
where such a remedy may theoretically exist. 

I-16.20. Thus, insofar as legal practitioners an: con
cerned, the fees outstanding and dt:." to them t'rom 
their clients is not treated as an asset for the purpose 
of wealth-tax from the assessment year 1975-76. It is, 
therefore, suggested that in case of all professionals the 
amount of any fee due to them in respect of services 
rendered by them should not be treated as an asset so 
long as they maintain their books of account on ca5h 
basis. 

1-16.21. The proposition to treat outstandings as the 
assets of a profeSl;ional is in conflict with the concept 
of assets, having regard to the method of accounting 
regularly followed by the taxpayer. In the mercantile 
system of accol)nting it is not only appropriate but 
also necessary that the year-end assets or stock-in-trade 
are valued. But on the cash basis of accountmg there 
is no question of bringing the year-end stock-in-trade 
into account because they do not constitute assets. 
This proposition has been fully considered by the Court 
of Appeal in England in the case of Mason v. Innes, 
70 ITR 491. That was a case of a professional 
author who had disposed of his rights in a book and 
the revenue sought to tax the author with reference to 
the valu<! of the work. The court has drawn a clear 
distinction between a trader who maintains his books 
on the mercantile system (in whose case the question of 



taxation could arise on the basis of an earlier judgment) 
and a professional who proceeds on, the cash basts ol 
accounting. In the latter case there is no asset to be 
recorded because the stage of recording only arises 
with reference to receipt Lord Denning in the course 
of his judgmen,t observed that professional men such as 
authors, artists and advocates usually "do not keep 
accounts on an 'earning basis'. They keep them on a 
'caslr basis', by which I mean, that on one side of the 
account they enter the actual money they expend and 
on the other side the actual money they receive. They 
have no stock-in-trade to bring into the accounts. They 
do not bring in debts owing by or to them, nor work 
in progress. They enter only expenses on the one 
side and receipts on the other ... a professional man 
comes within the general principle that, when nothinj! 
is received, there is nothing to be brought into account' 

1-16.22. The above referred judgment, though ren
dered with reference to taxation of income, clearly 
postulates that debts or outstandings in the case of a 
professional do not constitute an asset. It would 
follow that bringing to charge such outstandings to 
wealth-tax would be against the fundamental basis of 
the charge under the Wealth-tax Act. The fact that 
the manner of taxation of income of a trader in such 
circumstances may be distinguishable under the English 
law and the In,dian law (based upon pronouncements 
of the Supreme Court in India) is not relevant to the 
limited issue as to whether the outlstandings or stock
in-trade constitute an asset in the case of a professional 
maintaining accounts on a cash basis. Apart from the 
fact that the Calcutta High Court has dissented from 
the decision of the Orissa High Court, the learned 
Judges had no occasion to consider the true effect of 
the final decision of the Court of Appeal in the case 
cited above as the attention of the court does not appear 
to have drawn to that case. The decision in such cir
cumstances is. it is submitted with respect, open to 
review. 

I-16.23. The enactment of section 5(1)(xa) has also 
not achieved the purpose of settling the controversy. 
Our attention has- been drawn to the fact that the 
amen,dm:nt is being construed as an express sanction 
for levymg wealth-tax in respect of years prior to 
the assessment year 1975-76. This has further ag
grayated the pr~blem and ~endered the plight of several 
emment professtonal men mtolerable as pointed out to 
us by •a former Attorney General of India. For the 
reasons set out above, we are of the view that out
lltanding fees in the case of a professional who main
tains his books on cash basis cannot constitute an 
asset. and much less the wealth belonging to the pro
fe56i<inal for the purposes of the Wealth-tax Act. 
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l-16.24. In order, therefore, to settle the whole cont
roversy, quite apart from the position in law as ex
plained above, we recommend that section S(l)(xo) be 
amended as under : 

"The umount of any outstanding fee in respect of 
professional services rendered by the 
assessee as a lawyer, solicitor, Chartered 
Accou'ntant, Architect, Engineer, l\lediall 
Prnctitioner or web other professional service 
as may be notified in this behalf by the 
Centml Government in the official Gazette, 
where the books of account are n:gulurly 
maintained on the cash system of account· 
ing." 

1-16.25. Such a provision should be made operatiw 
retrospectively from the date the Wealth-tax Act cnmr 
into force, as it is largely clarificatory and it is also 
intended to settle the controversies in a large number ol 
assessments which are unsettled. 

I-16.26. The entities liable to charge of wealth-tax 
un,der the Wealth-tax Act are individuals, Hindu undi· 
vided families and companies. As from 1st April, 
1960, no wealth-tax is charged in respect of the net 
wealth of companies. Section 19A was specifically 
~nacted with effect from 1st April, 1965, to sustain an 
assessment on executors and by a fiction they are 
treated as an individual for the purposes of the Wealth· 
tax Act. There has been considerable litigation on the 
scope of the charge on individual under the Wealth-tax 
Act and courts have decided that bodies like State 
Financial Corporations, State Road Transport Corpo
rations, etc., which are strictly not companies as de· 
fined under the Wealth-tax Act are also liable to 
wealth-tax. The position had, therefore, to be remo
died by a retrospective amendment of the definition of 
the term 'company' under section 2(h) of the Act. 
Certain sports and recreation clubs also which are not 
registered as companies, but registered as societies or 
constituted as associations may be regarded as liable 
to wealth-tax. The charging section does not seem to 
intend to cover such a wide field. Under speci1ic pro
visions in section 10(23) of the Income-tax Act, total 
exemption from income-tax is provided to sportls asso
ciations or institutions as a measure of encouragement 
of >"Uch activities. It is appropriate that all bodies 
which enjoy exemption from taxation on income under 
the provisions of section 10 of the Act should corres
pondingly enjoy exemption from taxation of wealth 
under the Wealth-tax Act. We, accordingly, recom
mend that a specific provision be introduced in section 
5 of the Wealth-tax Act to exempt from tax the net 
wealth of oU such bodies, associations or in.<;titutions as 
enjoy exemption from Income-tax on their Income 
under the provisions of section 10 of the Income-fax 
Act. 



CHAPTER 17 

GIFI'-TAx 

1-17.1. The provisions of the Gift-tax Act were en
acted as part of an integrated sche~e of taxation ~f 
income, wealth, expenditure and gifts. These pr~vl
sions operate for the purpose of levy of a tax on gifts 
notwithstanding the position that both under the 
Income-tax Act and under the W calth-tax Act there 
arc provisions for clubbing of incomes and wealth in 
certain circumstances. Thus though the effect of cer
tain gifts i~ ignored for the Pi!rposcs of income-~a~ an? 
wealth-tax, yet under the Gift-tax Act a prov1~10n. IS 
made for the levy of gift-tax. The basic obJeCtive 
underlying the Gift-tax Act is to .ensure t~at .transfers 
of wealth which arc effected dunng the !Ifetlm~ of a 
taxpayer, attract liability to tax similar to the levy of 
estate duty on. property which passes on the death of 
a taxpayer. 

I-17.2. We had con9idered the feasibility of integ
ration of the Gift-tax Act with the Income-tax Act. 
The point for c7tamination was whether the levy or 11 
separate tax through another legislation could be avoid
ed and the same objective achieved by levying income
tax on the donee by treatinl( the gift as his income. 
Such a course of action could have been justified on 
the ground that income under the Income-tax Act is a 
concept of the widest connotation. It has be~n enlarg
ed to include even capital appreciation when realised 
in the form of capital gains. Recent legislation for 
inclusion of casual gains and windfalls as in~ome has 
a!Go to be taken note of. On the same basis, if 
gifts received by a person are treated as accretion of 
income and brought to tax in the hands of the donee 
under the Income-tax Act, the need for a separate Gift
tax Act .would cease. to. exist. Consistent with the 
nature of such fictional income, the scheme would 
necessarily have to provide for liberal exemption simi
lar to the deductions under section SOT in relation to 
long-term capital gains. Such a measure would have 
the hided attraction of eliminating the fictional pro
vision for clubbing income and wealth. 

I-17.3. However, after careful consideration of the 
various implications of the scheme outlined 
above, we are of the view that the 
benefits that might be derived by the process of in
tegration arc outweighed by the disadvantages. The 
present provisions for taxing income, wealth and gifts 
separately are now well settled in the minds of the 
taxpayers. The inclusion of gifts as deemed income 
would be a revolutionary concept and would consi
derably remov~ the stability achieved over the past two 
decades of the operation of the Gift-tax Act. Various 
other complications would also result in the incon1e-tax 
law which would outweigh the advantages of integra
tion. We arc, therefore, not in fuvour of treating gifts 
as income under the Income-tax Act and reoommend 
the continuation of the Gift-tax Act in its present fonn. 

I-17.4. One feature on which we would like to 
comment is that concepts which are common to the 
direct tax laws should, as far as possible, b~ar the 
same connotation under all the laws. N ecess1~y of a 
common definition also arises because of certam con
cepts which are relevant for both the Income-tax Act 
and the Gift-tax Act, as for example, transfers by way 
of gift to which a reference has bee~ mad~ i~, Ch~p
ter 9 of this Part of our Report, deahng wllh cap1tal 
gaird'. We arc making this observation in the con
text of the definition of 'company' in section 2(vii) of 
the Gift-tax Act. The definition is different from the 
definitions under the Income-tax Act and the Wealth
tax Act. There does not appear to be any justi~cation 
for such variations in the definition for the d1fferent 
enactments. We recommend that the definition of 
'company' as contained in the Income-tax Act should 
be made applicable for the purposes of the Gift-tax 
Act, too. · 

I-17.5. Th<: expression 'c~aritable p~rpose' is ?e!Jn· 
cd in section 2(va) of the Gift-tax Act, m terms s1m1lar 
to the definition in section 2(15) of the Income-tax 
Act. Our recommendation in the Interim Report for 
amendment of the definition for the purposes of the 
Income-tax Act . would correspondingly apply io be 
definition in section 2(va) of the Gift-tax Act. 

I-17.6. The recommendations made by us in Chap
ter 18 of this Report in regard to the valuation of 
the interest of a partner in the assets of the partnership 
serve another useful purpose. At present, there is 
considerable uncertainly in regard to the question of 
gift when there are changes in the constitution of a 
partnership firm either by the introduction of new part
ners or by the readjustment of the profit-sharing prO
portions of the partners inter se. Where such recons
titution is made out of love and affection, there is 
clearly evidence of gift as held by the Supreme Court in 
C.G.T. v. Dr. George Kuruvilla, 77 I.T.R. 746. In 
such. cases the only issue would be the quantification 
of the value of the gift. The interest of a partner In 
the firm includes his right to receive the share of 
profits of the firm and to receive the share of the 
a~sets of the firm in. the event of dissolution as per 
the terms of the partnership agreement. The right to 
receive a share of income is itself in the nature of 
property. Cases of reconstitution which are not ex
pressly out of love and affection raise the issue as tc• 
whether they involve an element of gift at all. This 
is largely a question of fact to be detennined in the 
circumstances of each case. Two provisions of the 
Gift-tax Act are, however, relevant to detennine this 
question. A reconstitution by itself would not be a 
gift to the extent it is not a transfer without considera
tion. It may, however, fall within the definition of 
"transfer of property" in section 2(xxiv). The other pro
vision which has a bearing on the question is section 
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5(l)((xiv), which exempts a gift made in the course 
of carrying on a business, profeSISion or vocation to the 
extent to which the gift is proved to the satisfaction 
of the Gift-tax Officer to have been made bona fide 
for the purpose of such business, profession or voca
tion. 1 he exemption under this section can only ope
rate if the transaction clearly satisfies the terms of the 
clause, viz., that the gift is, firstly, in the course of 
carrying on the business or J:~rofession and, st:eondly, 
it is made bona fide for the purpose of such business 
or· prof~S'3ion. These tests have been considered by 
the Supr.-mc Court in the case cited above and they 
are necessarily restricted by the express terms of the 
section. The development of partnership businesses 
necessarily involve periodical admission and retirement 
of partners and reconstitution of profit-sharing propor
tions. These are largely based upon subjective evalu
ations of the contributions by the partners concerned. 
It should be no:ed that in the case of learned profes
Gion3, th~ f.cope of making gifts through reconstitution 
of the partnership is largely restricted because such 
professional firms· must necessarily comprise persons 
who possess the requisite professional qualifications. 
There is in our view, therefore, no justification for 
invoking the provisions of section 2(xxiv) of the Gift
tax Act ·ia the case of the learned professions mention
ed in s~ction 1 0(23A) of the Income-tax Act, viz., the 
professions of law, medicine, accountancy, engineering 
or architecture or such other profession as may be 
notified by the Central Government. We, therefore, 
recommend that an Explanation shonld be added at 
the end of section 2(xii) clarifylng that where there is 
a bona fide change in the constitution of a firm 
engaged in one of the learned professions, it shall not 
be regarded as a ~ft. 

I-17. 7. In case of business difficulty arises because 
the Supreme Court has in the case cited above dis
approved the construction placed by the Kerala High 
Court on sec•ion 5(1J(xiv) and has not decided the 
question whether the test of commercial expediency is 
strictly appropriate to the claim for exemption under 
section 5(1)(xiv). As a result of the observations of 
the Court the position in Jaw can be said to he un.cer
tain and disputes and differences are likely to arise 
hetween the taxpayers and the Department. There are 
also decisions of High Courts where cases have been 
held either to fall outside or within section 5(l)(xiv). 
It is our view that where a bona fide reconstitution of 
a firm takes place and it is justified on grounds of 
commercial expediency, there cannot really be said to 
be any gift. The case should more appropriately Call 
outside s~ction 2(xiv) rather than fall for consideration 
under the exempting provision of section 5(1)(xiv). 
We, accordin~ly, recommend that another Explanation 
slwuld be added at the end of section 2(xii) clarifying 
that where a bona fide change In the constitution ol a 
firm carrying on any business is made on grounds of 
commerc'al expediency, it shall not be regarded •• a 
gift. 

I-17.8. One of the vexed questions of dispute bet
ween the taxpayers and the Department is the treat
ment of premium paid under policies taken out by a 
tax1)ayer for the benefit of the members of his family 
und'r the Married Women's Property Act. Such poli-
4 RS&P !18-!S 
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cies are ab initio settled under an irrevocable trust and 
the taxpayer has no control over the monies. It is in 
recognition of this position that under t11e state duty law 
such policies an: regarded as a separate estate and not 
aggregated with t!1e other property of tlle deceased. 
Premiums paid under such policies are design~d to 
cover the risk of life under a con:ract of insurance. 
It is harsh and inequitous to bring to tax either the 
premium or any other notional sum as a gift in the 
hands of the taxpayer. There is need to encourage 
this form of thrift, more particularly in the absence of 
social security schemes of general applicability. Wo 
understand that the Appellate Tribunal has also held 
that payment of such premium docs not constitute 
a &If!. Apart from the legal position in this r~gard it 
is appropriate that no attempt should be made to tax 
the premium or any other amount as gift in respect of 
policies issued by the Life Insurance Corporation of 
India expressly under the Married Women's Property 
Act. We recommend that no part of the premium 
paid on a Life Insur:llllce Policy effected under the 
Married Women's Property Act should be re~rded 
a!i • gift. 

I-17.9 .. Section 4(2) of the Gift-tax Act prescribes 
the manner of computation of taxable gift where a 
person impresses his individual property with the 
character of property belonging to the Hindu undivided 
family of which he is a member or throws his indivi
dual property into the common stock of the family. In 
such cases by a fiction the value of the property so 
impressed or thrown, excluding the share of the indi
vidual on a notional partition thereof, is deemed to be 
a gift. As pointed out in the corresponding provi
sions under the Income-tax Act (section 64(2>) and 
the Wealth-tax Act (section 4(1A)), the provisions do 
not cover a direct j!ift by the individual to his !Iindu 
undivided family. We are of the view that the direct 
gift to the family should for the purposes of gift-tax 
also be treated on par with the deemed transfer to the 
Hindu undivided familv by the act of impressing or 
throwing. We, accordincly. recommend that a transfer 
bv way of !lift by an individual to the Hindu on
divided family ol which he is a member should. in 
tOUtlon 4(2) of the Gift-tax Act, be treated in like 
manner a~ property impressed witb the character of 
!oint family oroperty or thrown into the common 
stock of the Family. 

I-17.10. Section 18 of the Gift-tax Act provide~ for 
a rebate with reference to gift-tax paid in advance. The 
section was amended in April, 1976, in order to secure 
that the rebate is computed in a manner which will 
ensure that the tax paid in advance, tol!ether with 
the rebate, would cover the j!ift-tax liability on final 
assessment. The need for granting the rebate by way 
of refund on final assessment was thus obviated. 

I-17.11. The provisions as they stand at prcscn.t 
indicate the requirement of making payment of the 
tax due on the gift calculated at the rates specified in 
the Schedule. Another provision contained in section 
!SA of the Act allows a deduction of the stamp duty 
on the instrument of gift a~inst the gift-tax liability. 
The provisions of section 18 may be so construed as 
not to entitle the taxpayer to set off the stamp duty 
under section 18A against the gift-tax liability at the 



time of advance payment. On such construction a 
higher amount of tax than ultimately due would be
come payable in, advance. The taxpayer also does not 
enjoy any additional rebate under section 18 on the 
extra payment, because, the quantum of the rebate is 
limited to 10 per cen,t of the gift-tax due. Such cases 
would, therefore, necessitate refund of tax on comple
~on of assessment and defeat the in,tention underly
mg the amendment of 197 6. 

I-17.12. We were informed that the Central J!oara 
of Direct Taxes has issued a circular clarifying that 
the taxpayer may take into account the rebate on 
stamp duty under section 18A for the purpose of the 
advance paymen,t under section 18. This circular of 
the Board i~ in conformity with the intention under
lying the section as well as the provisions thereof. 
It is, however, desirable that statutory effect be given 
to the circular to prevent the denial of the rebate on 
an erroneous construction of section 18. We recom· 
mend that S!JCiion 18 of the Gift·tax Act should 
expressly permit the taxpayer to compute the ad. 
vance gift-tax by taking Into account the rebate on 
stamp duty under section 18A. 
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1-17.13. Section 18A allows deduction for stamp 
duty paid on an, instrument of gift of property in res
pect of which the gift-tax payable exceeds Rs. 1,000. 
As the provisions stand, no relief under the section is 
available until the gift-tax exceeds Rs. 1,000. There-
after deduction is allowed for the whole of the stamp 
duty but it is limited to 50 per cent of the gift-tax in 
excess of Rs. 1,000. Full relief for the stamp duty 
paid is, therefore, at present available only where 
gifts exceed the limit of Rs. 30,000 or so. The 
principle of allowing credit for one form of tax again,st 
another form of tax is a healthy principle as the. State 
should not be entitled- to a double source of revenue 
in respect of a single ·transaction. As the stamp duties 
are in the nature of revenue to the Govern,ment, it is 
appropriate that this duty is allowed as a deduction 
against the gift-tax in full. There i& no particular justi
fication for limiting the relief in the manner at present 
provided in section 18A and full relief should be 
afforded at all levels. Such full relief would not in
volve any significant addition to the administrative 
~ork becau~e the ?etermination. of the gift-tax liability 
ts effected tn a smgie proceedmg. We, accordingly, 
recommend that the provisions of section 18A should 
be amended to allow full credit for the stamp duty 
paid on an instrument of gift against the gift·tax pay· 
able in every case without any limitation. 



CHAPTER 18 

VALUATION OF ASSETS 

I-18.1. The valuation, of assets has relevance for 
the various direct taxes acts. Problems of valuat.ton 
arise under the Income--tax Act for the levy of ~ on 
capital gains, and under the Wealth-tax Act, Gift-tax 
Act and Estate Duty Act for tJ:te levy of. these. taxes. 
The general principle of valuatiOn en,unciated m sec
tion 7 of the Wealth-tax Act, section 6 of t~e Gift-tax 
Act and section 36 of the Estate Duty Act IS that the 
value of any property sha.ll be e:stimated to be the
price which it would fetch If sold m. the. open mar~et. 
Difficulties and disputes, however, 3!ISt: m the apph~a
tion of this seemingly simple prmc1ple to specific 
situation.s. 

1-18.2. In order to reduce the area of controversy, 
the Central Board of Direct Taxes has framed rule& 
under these enactments for determination of the value 
of certain specific assets. There are thus specific rules 
under the Wealth-tax Act, vide rules 1A to ID and 
rule~ 2 to 2-1. Rules 10 and 11 of the Gift-tax Rules 
prescribe the me.thods for val~a.tion, of assets for the 
purpose& of gift-tax. The provision~ un?er the Esta!e 
Duty Act are somewhat di.ffer.ent m view of certam 
special features of that Act which are separately ~:alt 
with in Part III of this Report. As a general proposition 
it appears to us that there is no rea~n why the value 
of assets by and large should be determined diffe
rently under the Wealth-tax Act from that unde~ the 
Uift-tax an,d Estate Duty Acts. If the attempt IS to 
determine what corresponds to the open market value 
on a fair basis, the guiding principles should necessarily 
be the same under similar circumstances. There i~, 
therefore, need for evolving, as far as possible, a uni
form system of valuation under these laws in view of 
the fact that the basic con,cept of the price in the open 
market is common. There are certain specific situations, 
however, which may require different method of valua
tion· of certain assets, e.g., shares in a controlled com
pany for estate duty purposes. Apart from such excep
tional cases (which arc separately dealt with in Part 
III of this Report) there should not be any departure 
Erom the uniform principles for valuation applicable 
~nder the three enactments. 

1-18.3. The general principles in regard to valuation 
of shares in a limited company for wealth~tax pur
poses have been examined by the Supreme Court in 
C.W.T. v. Mahadeo Jalan & Ors. 86 ITR 621. While 
setting out the principles normally applicable, the 
Court observed that these were not hard and fast rules, 
and that, ultimately, the facts and circumstances of 
:ach case would necessarily have to be taken into 
account. The principles set out by the Court in this 
regard are as follows :-

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

(2) Where the shares are of a public company 
which arc not quoted on a stock exchange 
or of a private company, their value is deter
mined by reference to the dividends, if any, 
reflecting the profit-earning capacity on a 
reasonable commercial basis. But if the pro
fits are not reflected in the dividends which 
are declared and a low earning yield is 
shown by the company, which is unrealistic 
on a consideration of the financial affairs 
disclosed for the relevant year, the Wealth
tax Officer can, on an examination of the 
balance-sheet, ascertain the profit-earning 
capacity of the concern, and on the basis of 
the YJotential yield, fix the valuation. In other 
words, the profits which the company hu 
been making and should be making will ordi
narily determine the value. The dividend and 
earning method or yield method are not mu
tually exclusive ; both should help in ascer
taining the profit-earning capacity. If the 
results of the two methods differ, an inter
mediate figure may have to be computed by 
adjustmen,t of unreasonable expenses and 
adopting a reasonable proportion of the 
profits. 

(3) In the case of a private company also where 
the expenses are incurred out of all pro
portion to the commercial venture, they will 
he added back to the profits of the company 
in computing the yield. 

( 4) Where the dividend yield and earning 
method break down by reason of the com
pany's inability to earn profits and declare 
dividends, if the set-back is temporary. then 
it is perhap~ possible to take the estimate 
of the value of the shares before set-back 
and discount it by a percentage correspond
ing to the proportionate fall in the price of 
quoted shares of companies which have 
suffered similar reverses. 

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

(6) Valuation by reference to the assets would 
be justified where the fluctuations of profits 
and uncertainty of conditions at the date 
of the valuation prevent any reasonable esti
mation of prospective profits and dividends. 

I-18.4. It would follow from the aforesaid princi
ples that where regular quotations in the open mark~t 
are available, a~ in the case of shares of public 



companies quoted .Jn the: stock exchange, the quoted 
prices would represent the proper value for tax purposes 
Thi:i principle is ·applicable for all the drrect taXes 
because there is factual evidence of the market value 
of the asset. Share market quotations in relation to 
shares which are freely quoted on the stock exchange 
are generally accepteli as the best evidence of market 
value and there is no suggestion that for the three 
different direct taxes, such value needs any adjust
ment. This value would be directly applicable where
ever the market value has to be determined for the 
purposes of wealth-tax, gift-tax or estate duty. 

1-18.5. The problem which arises, however, is the 
det~rmination of the marlret value where such direc:t 
evidence of the value is not available. As already 
pointed out, the requirement of the law is to deter
mine the open market value for the purposes of all 
the three statutes... The proces~ by which such market 
value is sought to be dcterm10ed could, tl1erefore, 
appropriately be the same for all the tlrree statutes. 
It 1s wdl recognised that valuation cannot n,ecessarily 
be determined with certainty or mathematical accuracy. 
bvery valuation involves determination of the subject 
matter of the valuation, viz., the property which has 
to be valued, and the purpose for which the valuation 
is to be made. Both these fundamentals of valuatioll 
are the same whzther it be the Wealth-tax Act or the 
Estate Duty Act or the Gift-tax Act. We recommend 
that any rules which may be framed for determi· 
ning the market value of assets should as far as possi· 
blc be made applicable to all the direct tax statutes, 
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1-18.6. The type of property which is common in 
most assessments, und in relation to the valuation of 
which considerabl.: controversy exists, is unquoted 
equity shares of a company. At present, under the 
Wealth-tux Act such shares ure div1ded into two cate· 
gories for purposes of valuation. The first category 
comprises shares of investment compailies and manag
ing agency companies as defu!ed in rule lA, of th~ 
WealLJl-lax Rules. For such shares, no method ot 
valuation has been prescribed in the Rules, and the 
valuation is left to circulars issued by the Board, by 
way of executive instructions. 

I-18.7. In respect of the second category of unquoted 
eqmty shares, that is to say, shares of companies other 
than investment ;:ompanies and managing agency com. 
panies, rule 1D of the Wealth-tax Rules Jays down the 
procedure for determining the value of these shares for 
wealth-tax purposes. Some amount of controversy has 
arisen even in the matter of determining the value on 
the sin1plified formula contained in rule 10. We under
stand that references are pending against the decision 
of the Appellate Tribunal that on a construction of 
rule 10 the determination of the value of the share has 
~o be worked ou_t by excluding the advance tax appear
mg as a~ _asset 10 tl1e balance-sheet and .also. reducing 
the provision, for taxat1on shown as a habihty in the 
balance-sheet. This indicates that even an attempt to 
~1mphfv the process of valuation can lead to difficulties 
m 10terpretauon. · 

1-18.8. It shoulli, further, be noted that rule 10 
proceeds on t~e basis of de_termining the value of the 
unquoted equ1ty shares With reference to the net 
assets of the company. At the time when the rule was 
framed the principles laid down by the Supreme Court 

in 86 ITR 621, cited above, were not available. It 
would be noticed that the adoption of a single method 
of valuing the shares on the net asset basis uniformly 
in all cases, is not in conformity with the principles 
enunciated by the Supreme Court. The valuation should 
ordinarily proceed on the basis of the prolit earnmg 
capacity on a reasonable commercial basis. The earn
mg power or yield method of valuation of shares 
should be the method generally used, while a valuation 
by reference to the assets or the break-up· method 
would be justified only under certain exceptional cir
t:umstances, as mentioned by the Court. The inequities 
arising out of rule 10 could be clearly demonstrated 
If they were to be applied to some of the companies 
whose shares are quoted on the stock exchange•, the 
value whereof determined under rule 10 may be widely 
divergent from the market quotations. 

1-18.9. The rules for valuation of unquoted shares 
as framed today may be open to. challenge as bemg 
ultra vires. The power of the Central Board to frame 
rules has necessarily to be limited in a manner as to 
result in a value which is the equivalent of the market 
value. It cannot extend to framing rule& under which 
the value fixed do;::s not approximate or equate to the 
market value. The Gpening words of section 7-"subject 
to any rules made in this behalf''-cannot destroy the 
concept of open market value, which is of the essen~:e. 
The legislature can only delegate matters of procedure 
and administrative detail and not any matters of subs
tllnce or essenc'!. If, for example, the Central Board 
had notified rules which were on the face of them des
tructive of the concept of market value, as tor instance 
determining the value of a share on the basis of total 
assets without deducting liabilities, such a rule would 
have been totally repugnant to the scheme of the Act. 
The power to make rules can, therefore, only be 
exerc1sed withm the framework of the scheme of the 
Act and within th~ overriding considerations of open 
market value which are essential for the charge of 
wealth-tax under section 3 read with sec:ion 7 of the 
Act. 

1-18.10. There is, therefore, need tu modify the 
procedures laid down in rule lD and to evolve a method 
by whi~h the value of unquoted equity shares can be 
determmed on 'I more realistic basis so as to obviate 
unnecessary litigation. Any such basis would only be 
appropriate, if and to the extent the value determmed 
thereunder would approximate to the fair market-value 
i.t:. th~ price paid by a willing buyer and a willing 
seller 1n the open market. We are of the view that 
though as a general principle valuation would be re
quir:d to be determined on· the basis of the yield or 
~armng power, tl!ere. would necessarily be differences 
10 the. actual apphcauon of the method to various facts 
and crrcurnstan~s. The determination of the value in 
the. case of manufactl!fing companies need not neces
sarily be tl1e same as 1!1 the case of service companies. 
There c~nnot be a smgle set of rules which could 
apply uniformly to all classes of companies irrespective 
?f the .facts and circumstances of the case. However. 
m. the 10terest of uniformity .on a broad basis, appro
pnate m~thods could be devised for companies falling 
~nder different cl~ses such as industrial companies, 
~nvestJ:nent co.mpames, tJ:ading companies and others 
mcludmg se~v1ce compame_s. These norms could gene
rally be appbed to compames falling in these categories 
and the ultimate value derived by a valuer. It would 



be inherent in the scheme of valuation that the valuer 
may be required to make such adjustments as may be 
warranted by the facts and circumstances of the case. 
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I-18-11. With a view to reducing the area of differ
ence between the taxpayer and the Department, we ate 
of the view that the general guidelines for determina
tion of the valuation should be evolved by a profes
sional body like the Institute of Chartered Account
ants of India. The affairs of this statutory body are 
governed by an elected council in which the Govern
ment nominates representatives from the interests con
cerned with the accounting profession, such as the 
Department of Company Affairs, the Central Board of 
Direct Taxes, the Office of the Comptroller and Audi
tor General of India, representative of labour interests, 
and representative of national trade chambers. Guide
lines evolved by this council may be notified by the 
Government in the rules framed under the direct tax 
laws for valuation of unquoted shares. 

1-18:12. In order to ensure that such valuations are 
readily determined, it would be appropriate if the 
valuation is required to be furnished in the form of a 
statement attached to the annual statements of account 
of the company. This statement should be drawn up 
by the auditors of the company, who would be requir
ed to express :heir professional opinion in conformity 
with the rules which are based on the guidelines fram
ed by the Institute. The suggestion to have the state
ment of valuation attached to the annual accounts is 
to ensure that the process of determining the value is 
self-evident from the statement itself and to expose 
the statement to :h" public gaze. A document drawn 
up in this form would assume the character of a public 
document and would tiius acquire a reasonable evi
dentiary value. The assessing officer could then adopt 
the value as cont:lim:d in the statement of valuation 
subject to his right to adjust the same if and to the 
extent he consid~rs the valuation to be not in confor
mity wi.h the rules. Such a right would vest with the 
assessmg authority as there may still be some areas 
where a genuine difference of opinion could arise. This 
would, howewr, oe exceptional and over a period of 
time a reasonable stability in the matter of valuation 
of unquoted equity shares could be expected to be, 
attained. As it is, in the case of corporate assessees 
the audited stateml'nls of account generally form the 
basis and the s:arting point for determination of in
come: The utility of the audited statements of account 
for frammg assessments has been evolved over several 
years and in the ~arne manner the sta!ement of share 
valuation would also in due course provide the neces
sai)' basis for a !a1r valuation which should be accept
able to the taxpayer and the Department. For the 
purposes of valuation of unquoted equity shares of 
companies we recommend that :-

(a) Rule 1D of the Wealth-tax Rules should be 
deleted and in its place fresh ruJes should 
be notified by the Government after con· 
sultatioo with the Institute of Chartered 
Accountants of India who may evolve 
guidelines for valuation. 

(b) The ruJesfguide!ines should he framed 
separately for companies in four different 
categories, viz., (i) industrial, (ii) invest-

ment, (iii) trading, and (iv) others includ· 
ing service companies. 

tel The auditors of the companies whose shares 
are not quoted should be required to fur
nish a stateme-nt, to be attached to the 
audited statements of ac:c:ount, showing the 
valuation of the shares of the company us 
111 the balance-sheet date with an opinion 
to the effect tluit the value hilS been deter• 
mined in accordance with the ruies framed 
under the direct tax lows. 

(d) The statement of valUIItion should be reason• 
ubly explicit ~o that the figures adopted in 
the statement are readily verifiable with re
ference to the audited statements of ac
count and the process by which the nlue 
of the share determined is reasonably clear. 
Adjustments which may he made by the 
uuditor should be clcurly refiected in tho 
statement. 

(e) The value as determined in the statement of 
valuation by the company's auditor ~hould 
be adopted by the assessing officer for all 
the direct tax laws wlless the oiHcu is of 
the opinion that the value neetls to he 
modified to the extent the valuation is not 
in conformity with the rules notified under 
the act. 

(f) The value to be adopted on the basis of the 
aforesaid statement shoula relate to the dnte 
of the balance-sheet either coincident with 
or inuiiediately preceding the valuation 
date, 

I-18.13. Rule 10(2) under the Gift-tax Rules pro
vides for the valuation of shares in a private company. 
This rule would become redundant in the scheme ot 
valuation of unquoted shares recommended by us. 
Similarly the ,novision in rule 10(4) requiring the 
value of any other property to be determined by the 
Hoard would also be redundant in the light of our 
recommendation that the set of rules framed for deter
mination of market value of assets should apply to all 
direct tax laws. We, accordingly, recommend that 
rub 10(2) and 10(4) of the Gift-tax Rules should be 
deleted. 

I-18.14. Rule 1C of the Wealth-tax Rules prtscribes 
the method for determining the market value of un· 
quoted preference shares. The method, in brief, is to 
determine the value with reference to the actual yield 
on the preference shares by assuming a yield of 
8 per cent to be normal. The rule also provides for a 
downward adjustment in cases where there are arrears 
of preference dividend. The rate of 8 per cent stipulated 
in the rule may have had relevance to conditions ob
taining at the time when the rule was framed. Under 
the Capitallssues (Control) Act, the rate of preference 
dividend is revised from time to time. The Capital 
Issues (Exemption) Order does not itself Btipulate the 
rate but refers to the rate which may be notified by 
the Controller of Capital Issues from time to time. At 
present, the rate of preference dividend notified by the 
Controller of C:tpital Issues is 11 per cent per annum. 
Thi~ is the rate applicable to preference shares of 
public companies. If preference shares of public com-



panics are available at par on the basis of a yield of 
11 per cent, it is unrealistic to determine the value 
of unquoted preference shares with reference to a norm 
of 8 per cent. The rule should, therefore, not be framed 
in this infiexible manner and either the rate should 
be periodically revised as and when the rates are revis
ed by the Controller of Capital Issues or, in the alter
native, the rule il.!.elf should refer to such rate as may 
be notified under the Capital Issues (Control) Act and 
Rules. A discounting factor for non-negotiability should 
also be provided for, as the property to be valued is 
an unquoted preferenC'll share. The allowance for res
tricted negotiability can be made by providing for the 
normal yield to 1m 1 per cent higher than the rate noti
fied under the Capital Issues (Exemption) Order by 
the Controller of Capital Issues. Thus, in present cir
cumstances when the notified rate for public companies 
is 11 per cent, it would be reasonable to determine the 
value of unquoted preference shares on the basis of a 
yield of 12 per cent. We recommend that rule lC(l) 
of the Wealth-fax Rules should be amended to pro
vide for the normal yield on reference shares to be 
1 per cent over the rate notified by the controller of 
Copifal Issues under the Capital Issues (Exemption) 
Order. 
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I-18.15. Another asset which figures in a large 
number of wealth-tax cases is life interest in property. 
Rule 1B of tire Wealth-tax Rules provides a simplified 
formula for determining the value of interest.. The rule 
provides for the adoption of a rate of interest of 
6:1: per cent per annum. While this rate may have had 
relevance to the circumstances prevailing at the time 
when the rule ~as framed, it is out of date today. It 
!flUS! be recogmscd that the rate cannot be static. As 
m the case of the yteld from all other forms of invest
ments or assets, the rate should bear a reasonable rela
tionship to the prevailing level of return and the iJJ,terest 
rate structure. It would, therefore be appropriate not 
to prescribe the rate in the rule i~elf but to direct the 
adoption of the rate of interest equal to the interest 
all~wed by nationalised banks on long term fixed de
postts of 5 years or more. The method of determining 
the value of life it!terest under the rule should be appli
~able to .all the dtrect tax laws where the value of life 
mterest Js required to be taken into account. We 
l"ccommend thai' the rate of interest under clause (c) 
of the Explanation to rule lB(l) of the Wealth-tax 
Rules should be equivalent to the rate ol interest 
ollo.wed by nationalised banks on long term fixed de· 
poslfs of 5 years or more. 

, I-18.1~. As regnrds the valuation of reversions and 
mterests. m expectancy, we recognise that it would not 
be ~racticable. to reduce such valuations to a mere arith
metical exer~tse. The rules at present also, therefore 
do not provJde the method of determining the valu~ 
of such assets. Th~se values would be determined by 
the valuers possessmg the requisite qualifications as an 
actuary under rule 8A(2) of the Wealth-tax Rules. 

I-18.17. Agricultural lands and coffee tea rubber 
~d t ca;damthom plantations also constitu'te i~portant 

sse s or e purposes the direct tax statutes A ri 
c~:h~ral Jands a~d connected assets have been brou~ht 
Wt tn le purvtew of the Wealth-tax: Act fro h 
ass.::ssl!lent year 1970-71 onwards The ul h m t e 
prcscnbed any specific method of· valuatlo;sof ~;i~: 

tural lands. The determination of the open market 
value could, therefore, be made either by comparing 
the prices of similar lands in the neighbourhood or in 
the alternative by the process of capitalisation of in
come. Instances of sales in the same or similar locality 
may not always be available and may also not be com
parable having regard to various factors like soil classi
fication, irrigation facilities, vicinity to marketing cen
tres, topographical conditions, prevailing cropping 
pattern, etc. The d.:termination of the fair market value 
by this process wo!lld, therefore, largely become arbit
rary and lead to differences. Based upon the general 
principles established over the years, the appropriate 
method would be to derive the value by the process 
of capitalisation of income. Taxpayers who are liable 
to wealth-tax or gift-tax would ordinarily be liable to 
income-tax: as well. Some evidence of the income from 
agricultural land would, therefore, be available on the 
records of the tax det;artment. It would, therefore, ne 
appropriate to determine the valuation of the agricul
~ural land by capitalising the es_timated agricultural 
mcome ( havmg regard to the particulars shown in the 
income-tax return, if any) on the basis of the rates of 
capitali~ation whtch may be notified by the Central 
Board of Direct Taxes in the rules from time to time. 
These rates may be notified at intervals of three years 
under normal circumstances unless there is any major 
restructuring of the interest rates in the economy. The 
purpose of leaving the rates of capitalisation to the 
rules is to allow for due consideration of the reason
able rates of expectancy of return from assets of this 
type duri.ng the relevant period. 

I-18-18. The same method would correspondingly 
be also applicabl-e in the case of agricultural lands used 
for .coffee, ~ea, rubber and cru:damom plantations. Here 
aga!n, parti.culars of the agncultural income may be 
available ~1th the ~ncome-tax Department. Particulars 
of ~he agr!cultural mcome would in any event be also 
available tn assessments under the State Agricultural 
Income-tax laws. In any event a reasonable estimate 
could ~e made of suCh incqme. The income basis being 
so available, the valuation could appropriately be made 
by the process of capitalisation of income. The Central 
Board '?f Direct Taxes could notify in the rules the 
appropnate . rates of capitalisation once every three 
ye~rs as suggested in the preceding paragraph and in 
d'?mg so, they may consult the specialised Boards con
stituted by the Government like th-e Tea Board the 
Coffee Board, etc .• who are actively concerned with the 
regulated d:velopment of the plantations industry. 
We. accordingly, recommend that agricultural lands 
including plantations may be valued by capitalisation 
of the income therefrom at rates to be notified by 
the Central Board. 

1~18.19. In _the Interim Report, we have suggested 
. that the valuation of house properties should be made 
on the basis of capitalisation of the return This method 
should be applicable for all the direct t~x laws. Such 
house properties would ~cl~de. the land appurtenant 
there!? and thus t~e capttalisatlon would provide the 
valuation of the enttre property. Our attention has been 
drawn to the fact that in some of the properties the 
land appur.tenant has not been fully exploi:ed. The land 
"'ould enttt.Je the· owner to build up additional area 

n the basts of the fioor space indax (F.S.I.) as in 



force from time to time. We are aware that the capi
talisation of the income from the property as construct
ed would not attribute any separate value to this po
tential development. The levy of taxes under the direct 
tax laws should be based on the actual possession 
of the assets and not on theoretical potentialities. The 
further development which may be possible in the case 
of constructed properties would ordinarily not have a 
transferable value and, therefore, that cannot be sepa
rately assessed. As and when the property is further 
developed, it would automatically result in an increase 
in the income return and the process of capitalisation 
of the increased return would take into account the 
value of the property as developed. 

113 

I-18-~0. The above principle would, however, not 
apply in the case of immovable properties held as open 
lands without construction. This would also not apply 
to land which is surplus to the house property and upon 
which separate building units could be constructed 
according to the prevalent regulations. Such surplus 
lands are also on par with open lands though such 
lands may be contiguous to the land on which a ~true-

. ture has been put up. Open land and surplus land of 
this nature will not lend themselves to valuation based 
upon the income capitalisation method. Land in such 
circumstances could be valued with reference to the 
comparable rates for similar land in the same or ad
joining locality. Instances of recent transactions in 
comparable plots would form the basis of valuation. 
No further rules would, therefore, be necessary for 
valuation of such vacant lands or surplus lands and 
the basic provision contained in the Act viz., estimating 
the open market value, is, therefore, sufficient. The 
adoption of compara:ble instances would automatically 
taken into account the poter.tiality of developing such 
open lands. We, accordingly, recommend that bOose 
property shooJd be valued on the basis of capltall· 
sation of Income llll recommended in the interim re. 
port for all direct tax Jaws. No separate valuation of 
potential development of the property shooJd be made. 
However, open land and surplus land shooJd b~ 
separately valued on tbe Jmsls of estimation of the 
open market value. 

1-18-21. Another important asset for the porpores 
of the Wealth-tax Act, as also for the other direct tax 
laws, is jewellery. The general principles of valuation 
set out above would be inapplicable in the case of an 
asset like jewellery because it does not generate income. 
It would, therefore, be inappropriate and cumbersome 
to prescribe any rules for the purposes of valuation of 
jewellery. Items of jewellery have necessarily to be 
valued on the basis of the valuer's judgment of what 
the item would fetch if sold in the open market. The 
existing form of the report of valuation of jewellery 
in Form 0-8 under rule 80 of the Wealth-tax Rules 
provides sufficient details to be certified by the regis
tered valuer and based thereon the Wealth-tax Officer 
would be able to form a broad idea of the reason
ableness of the valuation. We. therefore, do not recom
mend any special rules for the valuation of jewellery. 

1-18.22. By far the most important asset which poses 
major problems in the matter of valuation is the asset 
in the form of interest in a business organisation in
cludin~ the interest of a partner in a partnership firm 
or the mterest of a member of an association of persons 
Section 7(2) (a) of the Wealth-tax Act has bee~ 

expressly enacted tc enable the Wealth-tax Officer to 
make, what may be commonly called, a 'global valua
tion'. The section contemplates that ordinarily wealth 
would be determined by estimating the market value 
of the assets. However, where a business is carried 
on and accounts are regularly maintained, the section 
suggests that a different approach may be adopted, 
which is to value the busmess as a whole from the 
balance-sheet. The whole purpose underlying this pro
vision is that where a business is carried on, its income 
would be assessable under the Income-tax Act in ac
cordance with the method of acc,)unting regularly em· 
ployed by the taxpayer, and thus the profits and loss 
account and the balance-sheet of the business would 
form the basis of the income-tax assessment. In such 
cases, it is logical and appropriate that the wealth
tax assessment is also founded on the same basis and 
the value of the business determined as a whole from 
the balance-sheet. The valuation of an interest in a 
business must necessarily proceed on the basis of the 
business as a going concern inasmuch as the business 
undertaking is primarily set up for the purpose of 
earning profits. The undertaking would be constituted 
of the as~ets, rights and obligations of a going concern, 
all of which form an integral part of the undertakin$. 
The section recognises that in such circumstances it IS 
the valuation of the business undertaking as a unit 
which has to be made because the aggregate value of 
the components is not necessarily the value of the 
entirety of a unit of property, especially when the 
property is a going concern as an organised business. 
These principles in relation to the valuation of a busi
ness undertaking are contained in the observations 
of the Supreme Court in R.C. Cooper v. Union of 
India 40 Company Cases 325- Similarly attempts of the 
Department to value an individual asset like goodwill 
of a business undertaking in a gift-tax case, C.G.T. v. 
P. Gheevarghese, Travancore Timbers and Products, 
83 ITR 403, were not upheld by the Supreme Court. 
Individual components of the business undertaking 
cannot be valued divorced of the undertaking, parti· 
cularly, when an asset, like goodwill, is an integral 
part of the functioning of the business undertaking as 
a going concern. On the basis of these observations we 
are of the view that the provisions in rules 2A to :20 
which deal with the global valuation under section 
7(2) (a) of the Wealth-tax Act are inappropriate. The 
basic principle underlying section 7(2) (a) is to proceed 
with reference to the balance-sheet drawn up in ac
cordance with the method of accounting regularly 
employed by the taxpayer. The section authorised the 
Wealth-tax Officer initially to make such adjustments 
to the balance-sheet "as the circumstances of the case 
may require", which expression was changed to "as 
may be prescribed" by the amendment of 1964. This 
change of expression cannot, however, be destructive 
of the essence of the provision, as pointed out earlier 
in this Chapter, while commenting on rule lD of the 
Wealth-tax Rules. Jn the process of a global valuation 
there mav be circum~tances which require adjustments 
to be carried out. As for example, the taxpayer may 
have adopted a method of writing of assets such 
as capital assets for scientific research, etc. The 
circumstances of the case may require such 
write offs to be arliusted in the process of 
proper determination of the value of the busi
nes~ as a unit. Likewise, in a going concern there 
may be several inbuilt liabilities like gratuity, retrench
ment, compensation and other claims of the workers 



connected with the continuity of their service. In many 
cases, the proprietors of the business and more parti
cularly partners in a partnership firm would not have 
access to the as~ets which are an integral part of the 
business. The provisions of rules 2A to 2F are there
fore almost destructive of the global valuation which 
is contemplated as an alternative to the valuation by 
determininA the inuividual values of the assets sepa
rately and aggregating the same. It is, therefore, ap
propriate that business undertakings which are to be 
valued as a going concern on a global basis should be 
valued by reference to the balance-sheet whicli is drawn 
up on the basis of the method of accounting regularly 
followed by the taxpayer. In a recurring tax like the 
wealth-tax, the determination of the value of the busi
ness with reference to the balance-sheet from year to 
year would necessarily even out distortions and abnor
malities in a business as a going concern. The accept
ance of a method of accounting for assessing income 
is also based on this principle that the business opera
tions would get reflec:ed in the books of account over 
a period of time and the matter should not be viewed 
narrowly only with reference to a single year. In the 
same way, from the point of view of wealth-tax which 
is charged from year to year, minor differences in the 
form of exclusions of certain assets or claims which 
may arise in accordance with the method of accounting 
would got evened out when these items are reflected 
in, accordance with the method of accounting. As for 
example, a business concern may reckon its export 
incentive on a cash basis instead of the full mercantile 
basis. Such practices within the framework of the 
method of accounting regularly employed are common 
and there. is no loss of revenue involved because ulti
mately the items arc brought into account in one year 
or the other. In the integrated scheme of direct taxes, 
a practice which is accepted for the levy of income-tax 
need not be disturbed for a marginal effect which may 
arise under the Wealth-tax Act. It is, therefore, appro
priate that the balance-sheet which is drawn up as 

. per the method of accounting should not be disturbed 
for the purposes of determining the levy of wealth-tax 
from year to year. There is also no justification to 
disturb the value that may be placed on individual 
assets merely because there may be a differential ot 
20 per ccnt betw~en the market value and the book 
value of a particular item of asset. The objective being 
to determine the value of a business undertaking as a 
unit, such individual adjustments should not be resorted 
to. The reason why this is suggested is that, apart from 
the facility arising from the adoption of the balance
sheet from year to year as the basis for wealth-tax. 
attempts to disturb individual valuations tend to distort 
the concept of value of the business as a unit. If such 
adjustments are to be made, the adjustments which 
would be necessary cannot be confined to upward revi
sions for individual assets and correspondingly various 
otl.er revisions and evaluations of intangibles, labour 
liabilities on the basis of continuity of service, etc., 
would have to be taken into account. The adoption of 
such an exercise would open innumera:ble areas of diffe
rence and dispute between the tax-payer and the De
partment which would not be iU5tified for a levy like 
the wealth-tax which operates from year to year. The 
only adjustments to be made should be those which the 
circumstances of the case may require, as for exa'mple, 
a write off of assets like capital expenditure on scientific 
research or excessive wri~e down of other assets h~ving 
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regard to the depreciation allowable under income-tax 
law, etc. It would be logical to adjust the net assets of 
the business by bringing back such assets to a corres
ponding book v~Ju,:. So far as gratuicy, bonus, labour 
claims, e:c., are concerned, these would necessarily have 
to follow the method of accounting adopted for deter
mination of the business profits. Unprovided gratuity 
liabilities where gratuity is accounted for on cash basis 
would thus not qualify for any adjustment to the net 
asset from the balance-sheet. 

1-18.23. In the ~arne manner, the issue arises about 
assets not disclosed in the balance-sheet. In case.~ 
where the cash system of accounting in contrast to the 
mercantile system of accounting is adopted, the v3lutl 
of unrealised income would not appear as an asset. 
The income-tax law recognises that true profits can be 
determined for the purposes of income-tax assessment 
even on the basis of cash system of accounting. It is 
inherent in this system that having regard to the nature 
of income receipt3, it would be appropriate to account 
for the income only on the basis of actual receipt and 
likewise, correspondingly, to account for the expendi
ture on the basis of actual disbursement .. We have dis
cussed this aspect in detail in Chapter 16 of this Re
port. The observations made earlier indicate that in 
an integrated :cheme of"Jirect taxes there should be 
a reasonable correlation between the Income-tax Act 
and the Wealth-tax Act, more particularly where sec
tion 7(2) (a) of the Wealth-tax Act imports a concept 
of the method of accounting regularly employed which 
is the basis for determining business income under 
section 145 of the Income-ta~ Act. The inclusion of 
outstanding income as an asset not reflected in, the 
balance-sheet is not, in our view, an adjustment which 
the circumstances of the case would warrant. The ad
justments should not be such as are destructive of the 
method of accounting and virtually amount to a total 
change in the method of accounting. 

1-18.24. At the same time we do recognise that there 
are instances where the media of business undertakings 
or partnership firms are used for the purpose of hold
ing non-business assets with a view to reduction of 
the incidence of wealth-tax. This is particularly in 
evidence where investments in shares of companies 
which appreciate over a period of time are held in 
partnership firms 1:-y constituting such assets 3S the 
property of the firm. In many cases these investments 
are really held as long-term investments in companies 
under the management of the partners or their asso
ciates. If assets are so held, the global valuation on the 
method outlined by us would not necessarily reflect 
true wealth of the partners. Such cases should 
necessarily be distinguished from other cases where 
the assets are genuinely held as part of a business as 
for example, where share investments are held as st~ck
in-trade in case of a business of dealing in shares. 
Where the stocks are genuinely part of the business, 
they would. have to be valued according to the method 
of accountmg and there would be no justification for 
disturbing such value. However, the same would not be 
true in the ~ase of investments which are n.ot part of 
the true busmess a~sets. In order that there is no avoid
ance _of w~alth-tax by this procedure, the provisions 
contamed m rule 2G should continue to operate. Such 
assets as do not really pertain to the business should 
be excluded from the global valuation and should be 



valued in a direct manner as any of the other assets 
of the raxpa yer. We, accordingly, recommend that 
roles 2A to 2F of the W ealfh..tu Roles llhould be 
substituted by roles which provide for the valuation 
of a bosioess concern as a whole on the basis of the 
balaoce-sheet drawn up in accordance with the 
method of accouoting and the determioation of the 
excess of assets over liabilities as per such balance

. sheet. The ooly adjustments which need be made 
shouldl be those which the circumstances of the case 
may require, such as adjustments of departure from 
the method of aecoDDting, or straight write olfs of 
assets like capital assets for scientific research or 
excessive write off of depreciation · beyond that per
mitted nnder the tax laws. No adjustments of hypo· 
thetical oature or adjustments to individual items as 
at present contemplated in roles 2A to 2F should be 
made, The taxpayer should also not be entitled to 
deductions for liabilities like gratuity, boons, etc., 
which remain nnprovided iu accordance with the 
method of accounting. In particular, no adjustmenta 
which amonnt to a change in the method of account
ing with l'eference to which income is computed should 
be made. However, assets which do not really per
tain to the business Shoulil be separately valued a11 
uoder role 2G. 

1-18.25. The approach suggested in the preceding 
paragraphs for determining the value of business on 
the basis of the balance-sheet drawn up under the 
method of accounting regularly employed would bring 
about con~iderable simplification in the determination 
of the value of such assets. Such a simplification is 
necessary particularly where the value has to be deter
mined from year to year in the case of large number 
of wealth-tax p3yers. This would, no doubt, mean that 
attempts to determine market value of individual assets, 
or to determine the value of intangible assets and 
benefits like goodwill, not reflected in the balance
sheet, and attempts to evaluate in.built disadvantap:es 
and liabilities, etc., would be unnecessary and the 
whole area of differences between the taxpayers and 
the Department would be eliminated. This cannot have 
any significant impact on the revenue from wealth-tax 
and the advantages that would flow from the simpli
fication would fully justify the reform. 

1-18.26. The provisions of section 7(2) and Rules 
2A to 2G framed thereunder are appropriate to the 
v~uation of business undertakings. There is a distinc
tion between a profession and a busines.~. On a proper 
construction, section 7 (2) would be inapplicable to 
the valuation of interest in a professional organisation. 
However, for the purpose of determining the interest 
on a global basis, the approach set out above should be 
equally applicabl~. if the profession concerned maintains 
accounts regularly under a recognised method of ac
counting. Our observations and recommendations in 
the preceding paragraph should, therefore, be regard
ed as opplicable to the case of the learned profes
sions as weD and the global valuation as contem
plated in section 7(2) (a) should likewise be expres
sly mad!! applicable to such professions. 

1-18.27. It should further be recognised that such a 
~implified procedure which may be warranted for the 
levy of f! tax on a large number of wealth-tax payers 
from year to year may not necessarily be justified in 
4 RS&P /78-16 

115 

the context of the exceptional levies like gift-tax and 
estate duty. We have already indicated carher that the 
prin,ciples of valuation of the same property and for 
the same purpose should be the same and,. therefore, 
there should be no occasion for a different approach 
~etween w~alth-tax, gift-tax and estate duty. However, 
m the case of a complex asset like interest in a business, 
we have suggested an approach for wealth-tax which is 
large!~ justified on grounds of simplification and the 
recurrmg n.ature of the levy whereby the yardstick of 
the meth~ of accounting would, over a period of time, 
lead to fauness and reasonableness. Such justification 
may not. necessarily apply with equal force in the 
case of gif~-tax or estate duty which are by their nature 
non-recurrmg. There have been, several cases where 
interests in business have been transferred either by 
the process of gift or by the process of death and 
iiuccession. In fact it would almost be the normal ~e
q?e~ce of eyents ~or a taxpayer to divest himself of 
hts mterest Ill, busmess to his family members in tho 
same manner as he divests himelf of other items of 
wealth like sha~es, jewellery, immovable property, etc. 
In such c~es .tt would not be appropriate to merely 
adopt a SIDlplified measure of valuation which may 
lead to large scale avoidance of gift-tax and estute 
duty. In these exceptional circumstances it would be 
appropriate that both the taxpayer and the 
Department exert themselves in the direction of malt
ing a more accurate estimate or assessment of the 
value of a business as a uoit and thereby measure the 
~xtent of transfer in value that may be achieved. There 
1~, therefore, ample justification for a limited excep
tion t~ the general rule explained by us earlier. This 
exceptio!! would be justified having regard to the 
complexity of th~ asset. We would, however, emphasise 
that the appropnate method for the valuation, of such 
a complex asset is the global method and not a method 
of attempting individual valuations of the various com
~nents of the business undertaking. A global evalua
tion based upon the . approach of capitalisation of in
come would automatically take into consideration tho 
sum total of.the.tangible. and intangible assets, advantag
es, and obhgattons whtch constitute the integral part 
of the business unit. This would be the method which 
would lead to the nearest approximation of a value 
based on commercial principles. There are, however, 
a larg~ numbe~ of factors wh!ch are peculiar to the 
valuation on thts approach whtch may not necessarily 
have the same force or impact when dealing with a 
r~gulate~ organisation like a company. The capitalisa
~on of mcome approach suggested by us for the valua
tion of unquoted shares of companies can be reasonably 
adopted on a year to year basis having regard to the 
nature of the corporate entity. The same considera
tions would however, not directlv be applicable to 
other forms of business organisations. Jn the evalua
tion of the business in, the non-corporate sector, the 
v~uer would necessanly have to give considerable 
wetghtage to the personal involvement of the parties 
constituting the business, the factor of uncertainty 
an? l~ck of ~~tual succession to the business org
anisation, the mctdence of personal taxation the assess
ment of a fair compensation for mana~al effort 
the factor of risk and appropriateness of the anticipated 
rate of r.e!Drn, etc. These .factors are illustrative of the 
complexities of the valuation of a business in the non
corporate sector. It should further be remembered that 
the valuation of a share in a company based on the 
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earning power is quite different from valuation, of a 
bu~iness undertaking directly which is held by the 
owners of the busmcss in the non-..:orporate sector. 
These complexities can be gone into by the 
taxpayer and the Department. ln the exceptio
nal cirdumstances of gift-tax and estate duty 
whi~h by their nature are not recurring levies. 
Needless to say, the valuation made on, the basis of 
capitalisation of the income would necessarily have 
to be te~tcd with the realities of the given Situation 
so as to equate it with what a willing buyer would be 
prepared to pay for such a business undertaking. The 
willing buyer who makes such an investment would 
necessarily take in,to account the number of yearr. over 
which he could recoup the cost of the purchase as is 
in excess of the net value of the tangible assets making 
due allowance for intere~t on the capital outlay, re
coupment of in,come after meeting tax liabilities, share 
of labour, etc. We, therefore, recommend that the 
valuation of interest in business for the purposes of gift· 
tux and estate duty should be on the basis of capitali
wlion of the income. In our view, it would not be 
possible to lay down rules for determining the 
mcome and for determining the rates of capitalisation 
having regard to the wide complexities which prevail 
in individual businef>'S in. the non-corporate sector. The 
valuation v.'Ould, therefore, necessarily have to he 
made on a case to case basis as and when the occa
sion arises having regard to the facts and circumstances 
of each case. The rule should, however, provide that 
the value shall be determined on the global valua· 
lion basis by copitolisotion of the income of the busi
ness leaving the octnol computation of the income 
us well 11s the rate of capitalisation to tb,e valuer 
and the assessing officer. In no case, however, the 
value of the business should be token at a figure 
below the value of the net tangible assets as shown 
in the balnncc-sheet, the justification being that in 
making the voluafion, negative value of intangibles 
should be ignored. 

1-18.28. The above recommendations for valuation 
of. bu,iness undertakings would apply to sole pro-. 
pnetors, partners~i~s and associations of persons. In 
!he case of assocmtJOnJ; of persons and partnerships Jt 
1s to be ?oted that the _property to be valued is the 
proP<;rt~ m the form of mterest of the taxpayer in the 
assocmtJon of persons or the firm. Such interest should 
be determined by a rule which corresponds to the 
present J_'Uie 2 of the Wealth-tax Rules and rule 10(3) 
of the G1ft-tax Rules. If! other words, the determination 
of the value of the busmess conducted by the partner
ship or the association of persons would be made on 
the global basi~. the non-busin.ess assets would be 
separately va~ucd in accordance' with the applicable 
rules and !he mterest of the taxpayer in the total value 
so ?eterrm?ed w~:mld be ascertained on the basis of a 
nohonal d1ssoluhon of the firm or the association of 
persons. 

ter~~~8~9· The 1rule !n. regard to the valuation of in
Rules has \e~artonera tn rta firm under the Wealth-to>. 

. con roversy on the f h exemptions under sectio 5 Ce . scope o t e 
a~scts like shares of co':np~niesrtb~ ~':{ove~ types of 
qualify for exemption in the ha~ds ~f ta:g~;~t:~ t e~, 
extent of R~. 1.50,000. It is possible that such ~sset~ 

may be held by a partn,ership firm. The question 
wh1ch arises, in such circumstance5, is whether the 
exemption should be made while determining the 
net wealth of the firm or it should be made in the in
dividual assessments of the partners constituting the 
firm. This controversy arises because rule 2 requires 
the net wealth to be first determin,ed in the hands of 
the firm. An extreme view would be to allow a deduc
tion up to Rs. 1.5 lakhs for such assets in the hands of 
the firm and disallow any further benefit in the hands 
of the partners. As against this view, the other extreme 
view would be to allow the deduction upto Rs. 1.5 
lakhs in the hands of the firm and also separately allow 
a deduction upto Rs. 1.5 lakhs in the assessment of 
each of the partners. Both these views are not in, con
formity with the intention underlying the exemption 
un,der section 5. A partner may hold qualifying assets 
in his own hands and he also has an interest in such 
assets which are held by the firm. If the firm holds the 
qualifying assets as the property of the firm, legally 
such assets cannot be said to be the assets of the part
ner and on this ground, the benefit may be denjed to 
the partner: On the other hand, if the totally of the 
interest of the partner in the firm i& included in his 
net wealth, it would be unfair to deny the partner 
the benefit of the exemption insofar as he has a 
proportionate interest, ·in the ultimate analysis, in the 
assets of the firm. This is all the more so because rule 
2 proceeds on the basis of a notional dissolution and 
in such notional dissolution logically the intereSt of 
each partner should be regarded as proportionately 
represented by the different assets of the firm. The ob
jective of promoting investments in, qualifying assets 
would, therefore, be achieved if the intere5t of the 
partner is computed inclusive of the proportionate inte
rest in the qualifying assets held by the firm. The 
partner ~hould then b7 wanted th~ exemption to
gether With other quahfymg exemptton~ under section 
5 of the Wealth-tax Act with reference to the aggre
gate of qualifying assets directly held by him and his 
proportionate intere~t in the qu!llifying assets held by 
the firm .. The questiOn of allowmg a deduction in the 
computation of the net wealth of the firm has no rele
van.ce b7Cause the ~rm !~ itself not liable to pay wealth
tax. Th1s computation IS made for the limited purpose 
of allocating the total wealth of the firm to the part
!lers. The above observations in relation to a firm and 
1ts partners are equally applicable to an association of 
persons and its members. We recommend that Rule 
2 of the Wealth-tax· Rules should clarify that in al· 
locating the interest in the net wealth of a firm 
among the partners, the interest of each partner would 
be deemed to comprise of the qualifying assets and 
the other assets on a proportionate basis the same 
~rocedure should also apply in allocating the interest 
m the weal!h of an association of persons among ill! 
members. _To i11ustrate, if there are two persons A 
and B havmg equal profit sharing proportions in a 

. fu:m, the net ~ealth of the firm shall first be determined 
WJ~hout allowmg any exemption in the firm's compu
!a~on. Ass~ming such net wealth is Rs. 3 lakhs and 
1t IS apportioned between A and B in accordance with 
;ole 2 as Rs. 2 lakhs to A and R&. I lakh to B, and 
1f the firm has qualifyin.e assets of Rs. 90 000 then 
the share of A in the qualifying asset~ shall be d~emed 
to be Rs. 60,000 and the share of B shall be deemed 
to be Rs. 30,000. Thus, the interest of A in the firm 
would be Rs. 2 lakbs inclusive of Rs. 60,000 of quali-



fying assets and Rs. 1,40,000 of other assets. These 
qualifying assets of Rs. 60,000 together with the other 
qualifying assets owned by A would qualify for exemp
tion in the assessment of A. Likewise, the sum of 
Rs. 30,000 would qualify for exemption in the personal 
assessment of B, together with the other qualifying 
assets owned by B. Under the recommendation made 
by us, there will not result any additional benefit to 
the taxpayer. In each case, the. totality of the quali
fying assets would be ascertained and the exemption 
would be limited to the ceiling of Rs. 1,50,000. The 
recommendation ensures that there is no double count
ing of the same qualifying assets, nor a double benefit 
in the course of computation. of the net w-ealth of 
the firm and its partners of the association of persons 
and its members. 

.1-18.30. The valuation of policies of insurance be
fore the monies due thereon become payable hao 
relevance for the purposes of gift-tax. Such property 
is not liable to Wealth-tax in view of the specific exem· 
ption in, section 5. The present Rule 10(1) under the 
Gift-tax Rules which prescribes the cash surrender 
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value as the value of the policy, is fair and reasona• 
ble. 

1-18.31. Rule 11 of the Gift-tax Rules deals with 
the valuation of a revocable gift which is peculiar to 
the provisions of the. Gift-tax A~t. :r~e value. is re
quired to be determmed by capttahsmg the mcome 
tor the number of complete years for which the gift 
is not revocable. One incidental effect of this prevision 
is that where the gift is not r~vocable for a period of 
less than one complete year, its value will be nil. This 
would go against the specific provision in section 6(2) 
of the Gift-tax Act which provides that the value of 
the property gifted shall be the capitalised value of 
the income from the property gifted during the period 
for which the gift is not revocable. Where the gift is 
not revocable for less than a completed year, it would 
be appropriate to capitalise the income for the broken 
period even though the year is not complete. We, ac
cordingly, recommend that where the period for which 
the gift is not revocable Is less than one year, the 
actual income for the period uplo lhc dote of rc
vo,calion should be discounted for determining the 

present value of the gift. 



CHAPTER 19 

CONCLUSION 

I -19 .1. Two of the terms of refere~ce of the ,Co~
mittee call for comment and discussion. The first. IS 
the advisability of consolidating the fo~ laws. relating 
to income-tax, surtax, wealth-tax a~d gift-tax rnto one 
Act and the other is the preparatiOn of ~e draft of 
the Bills for being presented before Parliament. 

I-19.2. The terms of reference referred to above 
recognise that the provisions of estate duty law are 
distinct from the other four direct taxes a~d the ques
tion of consolidating the estate duty law w1th the other 
laws was not pracllcable. In respect of both .~e sub
stantive provhions and the procedural prOVISIOns of 
the law as also in the matter of valuation, there are 
several 'unique features which arc pecu.liar to the pro
visions of levy of estate duty. Accordingly, we have 
dealt with the whole subject of Estate Duty separately 
and are of the view that the Estate Duty Act lihould 
be a comprehensive legislation by itself. 

I-19.3. In regard to the other four direct tax laws, 
it is commonly known that each of sl!ch laws has t,wo 
broad comJ?ailmcnts; one dealing w1th the chargrng 
or substanllve provisions of the law and the oth~r 
dealing with the administration or procedural provi
sions of the law. 

1-19.4. We have examined the desirability of con
solidating the charging and slubstantive provisions of 
the four direct tax statutes. Though in the case of 
income-tax, surtax and wealth-tax the levy of tax 
is on an year to year basis and continuous, yet, even 
between these three laws there is a material difference 
in the scope of the charge, in the base, in the rates 
and in the principles relating to exclusions and exell!-p
tions. In Chapter 15 of this Report on surtax (which 
is itself a tax in the nature of an extension of the levy 
of income-tax), we have explained the reasons why 
surtax should continue as a separate charge and should 
not be integrated with income-tax. A total consolida
tion of the four direct tax laws in the sense of reduc
ing all of them to a single charge is neither feasible 
nor desirable. We are, however, of the view that as 
each of the laws dealing with surtax, wealth-tax and 
gift-tax would comprise of relatively smaller number 
of sections dealing with the respective area of charge, 
it may be appropriate to have a sin~;:le enactment in 
the ultimate analysis of all these proVISions a:long with 
the Income-tax Act. 

1-19.5. There are three possibilities regardmg the 
question of consolidation of the substantive and the 
procedural provisions pertaining to the four direct 
taxes-income-tax, surtax, wealth-tax and gift-tax : 

( 1) the substantive as well as the procedural 
provisions pertaining to the four direct taxes 
may be dealt with by separate Acts, as 
they are today ; 
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(2) 

(3) 

the substantive as well as the procedural pro
visions pertaining to a~ the four taxes may 
be consolidated into a smgle Act ; 

the substantive provisions pertaining to the 
four taxes may continue to be the subject
matter of separate Acts as at present, but 
the procedural provisions regarding all the 
four taxes may be consolidated into a new, 
separate, single Act. 

1-19.6. An ideal solution of the problem would be 
to have a single new Act, which may. be called "Direct 
Taxes Act". This Act could con tam both the sub
stantive as well as the procedural pr.ovisions pertaining 
to the four taxes which are the subject-matter today 
of four separate Acts. But having regard to the fact 
that such total consolidation into a new enactment 
would be time consuming, we do not think it right to 
recommend such consolidation immediately. 

l-19.7. The less time consuming attempt at cowoli
dation would be to keep the substantive provisions of 
the four taxes as the subject-matter of four separate 
Acts as they are today but to consolidate the pro
cedural provisions pertaining to the four taxes jnto .a 
single new enactment. We have recommended this 
course of action in Part II of our Report and the 
whole of that Part proceeds upon the basis that there 
is to be such consolidation of all the procedural pro
visions pertaining to the four taxes. However, we 
should like to make it clear that it would be patently 
against the public interest to hold up the implementa
tion of the first Part of our Report by treating both 
the Parts as requiring simultaneous implementation. 
The substantive provisions of the four direct tax laws 
are a matter of substance, while the consolidation of 
their procedural provisions is purely a matter of form. 
The substantive provisions require to be attended tO 
urgently, with a view to eliminating the various in
jus~ces which are inher~nt in the present l~'Ys-. in
jusllces to the taxpayer m some cases and ffiJUStlces 
to the exchequer in others, as we have pointed out 
in this Part I of our Report. These substantive injustices 
cry out for urgent redress, while the form can wait 
and the job of consolidating the procedural provisions 
as set out iri Part II of our Report can wait. 

1-19.8. While there is no inter dependence between 
the two J?arts of our Report and the consolidation of 
the procedural provisions into a new enactment can 
brook delay, we would desire to emphasise that this 
Part of our Report has to be read and taken as a 
whole, if justice is to be done between the State and 
the citizen. It would be a distortion of our recom
mendations, if such of them as are in favour of the 
taxpayer were to be implemented without an attempt 
to implement the others which are in favour of the 



Revenue. It would be an equal distortion of our re
commendations to pick out only those which arc in 
favour of the Revenue while ignoring the others which 
seck to do justice to the taxpayer. We earnestly hope 
that the Government would see its way to implement 
the recommendations impartially in a spirit of fairness 
and justice without reference to the question whether 
the beneficiary of the reforms would be the State or 
the citizen. Fairness breeds fairness and equity is never 
a one-way street. A feeling among taxpayers that they 
are fairly treated by the State would go a very long 
way towards inculcating a sense of responsibili!Y and 
obligation in the minds of the citizens towards the 
exchequer. 

I-19.9. The last term of reference requires the Com
mittee to prepare drafts of the Bills for being pre
sented before Parliament. The Finance Minister had 
indicated that separate legislation to give effect to tho 
main recommendations contained in our Interim Re
port as are acceptable to the Government is to hr. 
mtroduced in Parliament. As mentioned earlier in the 
Introduction to this Report, some of the amendment< 
eJiected through the Finance Act, 1978 have taken 
into consideration a few points made out in the Interim 
Report. The task before the Committee was first and 
foremost to deal with some of the more urgent prob
lems which accordingly have been discussed in the 
Interim Report. The Committee had then to address 

·itself to the task of examining hundreds of issues which 
were posed by responsible sections of the public both 
in the written memoranda and in the oral representa
tions. Apart from these, the Committee had also to 
deliberate upon several problems which had come to 
light in the course of operation of the direct tax laws. 
lt was thus of highest .Priority to analyse all these is~ues 
and come to conclusmns thereon. The energy of the 
Committee and its secretariat was thus geared towards 
formulating its observations and recommendations on 
all these issues. 

1-19,10. It was only after the Committee had come 
to definite conclusions on the issues, that the question 
of preparation of legislative Bills could arise for con
sideration. The task of drawing up Bills cannot by 
the very nature of the assignment be progressively at
tempted as the scheme of the laws involves inter
relation of various concepts and provisions. 

I-19.11. Having regard to the large number of re
commendations, some of which involve questions of 
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policy, we recognise that the contents of our Report 
would require to be processed by the Government. It 
is for this reason that even the recommendations con
tained in the Interim Report have not yet been moved 
as a Bill for consideration of the legislature. Accord
ingly at the time of discussions the Chairman and one 
of our Members had w1th the Finance Minister, we 
have been advised that the contents of our Report 
would be processed by the Government and draft Bills 
to give effect to the recommendations would be pre
pared by the Government in dilierent stages of pnon
ties. In that context, preparation of comprehensive Bills 
to cover all our recommendations would be rendered 
unnecessary at this stage. We have, however, agreed 
to the request to be available for discussion with the 
Government in the course of implementation of the 
Report. 

l-19.12. Lord Herschell said the law would be Im
perfect even if it is made by a committee of archangels. 
Desptte such a limitation we have attempted to ~et a 
toni." for healthy change fully realising that our Report 
cannot produce a magic formula : A tax law pertect 
in all its parts will remain in the realm of idealism. 
We have concentrated on major areas of importance 
brought before us within the constraints of time. Uur 
l!pproach has consistently been to objectively assess 
these issues in the light of our experience of the working 
of the tax laws, divorced of ideological considerations 
of any type. 

(D. N. PATHAKJ 
Secretary 

September 1978 

~C. C. CHOKSffi) 
Chairman 

CS. P. MEHTA) 
Member 

(HARNAM SHANKAR) 
Member 

(C. C. GANAPATffi) 
Member 

CT. S. R. NARASIMHAM) 
\ilember 



PART 1-SlJMJ\fAR.Y OF OBSERVATIONS 

AND RECOMMENDATIONS 

121 



SUMMARY OF OBSERVATIONS AND 
RECOMMENDATIONS 

INTRODUCilON 

1. The problem of simplification and rationalisation 
of tax cannot be considered in the ahstract and divor<>· 
ed from the background of the economic activity in 
which the tax laws are required to operate. 

(Para I-0.5) 

2. The administration is in a position to ensure 
fair play and justice as also equity in the tax laws. 

(Para I -0. 7) 

3. Tax laws cannot be reduced to a plane of total 
or absolute simplicity. · 

(Para I-0.8) 

4. Artificial distortions lead to complexities in the 
law as well as increased administrative difficulties. 

(Para I-0.9) 

. 5. The errant taxpayer should not expect nor he 
shown any indulgence under the law. 

fPara I-0.13) 

6. A climate of mutual trust and fair-play should 
be fostered so as to make for better voluntary com· 
pliance with the tax laws on the part of the tax• 
payers. 

There is n,eed for a clear statement that measures 
like disclosure scheme would not be repeated anrl 
that errant taxpayers would necessarily be dealt with 
in accordance with the due process of law. 

(Para I-0.14) 

7. The need for continuous fiscal reserach embrac
ing various aspects of the tax provisions needs no em· 
phasis. 

(Para I-0.6) 

8. Continuous fiscal research undertaken by an in· 
dept'ndent autonomous body will be to public finance 
what a well establisked scientific research institution 
is to technology. 

(Para I-0.7) 

9. There is no particular merit in or necessity for 
clothing the budget proposals relating to the tax laws 
with an undue air of secrecy. 

GPara I-U.!S J 

10. In the circumstances prevailing in our country 
at present, where the requirement of rapid economic 
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development is paramount, an experiment in re-struc· 
turing the base for levy of tax, from income to con· 
sumption would be unwise and the cost to the nation 
would be incalculable and unjustifiable. It would be 
more prudent to extend the area of saving out of 
income qualifying for tax relief, than change the funda· 
mental yardstick of income a8 the base for charge of 
tax. 

(Para I-0.21) 

11. The concept of income as a base for tax can
not be artificially confined to a single accounting year 
and there should be a reasonable flexibility in the law 
to take into account adjustments which are not neces• 
sarily or strictly confined to a single year. 

(Para 1-0.22) 

12. If the phenomenon of inflation had continued 
unabated and the value of the rupee further eroded 
we would have examined the need for introducing the 
concept of indexation in our taxing statutes. 

(Para I-0.25) 

CHAPTER I-DEFINITIONS 

13. It would be appropriate that the amendments 
arising out of our recommendation are all brought into 
force at one and the same time and that too with 
effect from a specified assessment year, say, assessment 
year 1980-81. 

(Para 1-1.1) 

14. The expression 'amalgamation' may be defined 
to mean the -merger of one or more companies with 
another company, or the merger of two or more com· 
panics to form one company, under a scheme sanction
ed by the court under section 394 of the Companies 
Act, 1956, or ordered by the Central Government under 
section 396 of the said Act. 

(Para 1-1.5) 

15. An amendment may be made in the definition 
of capital asset to expressly include therein self-gene
rated assets like goodwill. The recommendation in this 
regard is, however, conditional upon the acceptance 
of the other r~commendation contained in Chapter 9 
to allow the cost of acquisition of such asset deter· 
mined in the manner explained in that Chapter. 

(Para I-1.7) 

16. The definition of a "company in which the pub· 
lie are substantially interested'', should be simplified 
in the manner suggested. 

(Para I-1.12) 
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17. It is appropriate that sub-claus_e (~) of clause 22 
of section 2 is excluded from operatiOn m cases where 
the payment in question is made in such circumstances 
or for such a brief duration that it cannot in substance 
be treated as falling within the intent of that sub
clause. 

(Para 1-1.17) 

18. An explanatory defirtition of the term "educa
tion" should be introduced with retrospective operation 
to the effect that "education shall not be restricted to 
scholastic instruction only". 

(Para 1-1.21) 

19. The artificial definition of "interest" in sec
tion 2(28A) is unnecessary and not called for and may 
hence be deleted. 

(Para 1-1.24) 

20. Sub-clause (v) of section 2(31) defining "per
~on" should be divided into two parts as follows : 

"(v) an association of persons whether mcor
porated or not ; 

(va) a body of individuals whether incorporated 
or not but not including a combination of 
individuals who merely receive income jointly 
without anything further." 
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(Para 1-1.26) 

21. Sub-clause (i) of the definition of "person" in 
section 2(31) should refer to "an individual including 
individuals who do not fall within sub-clauses (v) 
or (va)". 

(Para 1-1.27) 

22. The definition of "relative" in section 2( 41) 
should apply for all the provisions of the Income-tax 
Act and the extended definition in other provisions, 
viz., section 13 and section SOB, should be deleted. 

(Para I-1.30) 

23. A definition of a new expression "scheme of 
reconstruction" should be enacted in section 2. 

(Para I-1.31) 

24. The following recommendations are made in 
relation to "Previdus year" : 

( 1) The general rule that previous year means 
the financial year immediately preceding the 
assessment year should continue with regard 
to taxpayers who do not have income from 
a business. or profession and those who do 
n?t maintain accounts. This will not unduly 
d1sturb revenue collections and will also faci
litate the assessments of the salary-earner 
class. 

(2) · I.n respe7t of companies, including statutory 
c~rporatlons, there should be a uniform pre
VIo~s year coinciding with the calendar year 
wh1ch shoulq be applicable to all cases. 
Ba~ks . and tnsurance companies already 
mamtam accounts on the calendar year basis 

(3) 

as required by law. This recommendation 
would necessitate a change in the accounting 
period by those comparties which follow 
periods other than the calendar year. In the 
case of companies which now follow the 
financial year, i.e., year ending 31st March, 
the transition year will consist of only 9 
months, while those which follow accounting 
periods ending on 'diwali', 30th September, 
30th June, etc., will have the transition year 
covering a period longer than 12 months. 
There should be no special method of com
putation of the tax liability in such cases in 
order to compensate for the variation in the 
length of the transition year from a period 
of 12 months. 

A non-corporate taxpayer who carries ou 
a business or profession, who maintains ac
counts for any source of income and claims 
the benefit of the exception to the normal 
rule in regard to previous year, should be 
required to choose one previous year ac
cording to his individual requirement, which 
would, then, be the previous year in respect 
of his income from all sources other than 
share from a firm dealt with in item ( 5) 
below. 

(4) In the case of a taxpayer who has chosen, 
under recommendation (3) above, a year 
other than the calendar year or the financial 
year to be his previous year, any change in 
the previous year iu future should be allowed 
only if he wishes to adopt the calendar year 
or the financial year and not any other 
period. Any such change should be allowed 
without any condition. 

( 5) In the case of a partner of a firm, his share 
of income from the firm will continue to 
be assessed on the basis of the previous year 
of the firm as at present. This could result in 
such a taxpayer having a previous year for 
his share of income from the firm or as many 
different previous years as the number of firms 
in which he is a partner, assuming that these 
firms choose different previous years for the 
closing of their accounts and a·separate pre
vious year for his other income. 

( 6) The operation of the new provisions based 
on the above recommendations may be re
viewed in due course. If it is observed that 
the medium of firms is being resorted to with 
the objective of perpetuating the multiplicity 
of previous years in the case of non-corpo• 
rate taxpayers, the previous year for firms in 
general could also be standardised at a later 
stage as in the case of companies. 

(Para I-1.40) 

CHAPTER 2-BASIS OF CHARGE 
25. The rates of income-tax should be specified in 

a schedule to the substantive enactment imposing the 
tax, instead of being laid down from year to year in 
a separate Act of Parliament. 

(Para 1-2.2) 



26. The rate structmc: of income-tax should pro
vide for a maximum margmal rate of tax of 60 per 
cent which should be applicable on income exceeding 
Rs. 2 lakhs, with an appropriately smooth and even 
progression at all levels below Rs. 2 Iakhs. 

(Para 1-2.9) 

27. Surcharges on income-tax should be abolished 
and in any event, the maximum marginal rate of in
come-tax of 60 oer cent -should be inclusive of sur
charges if any. 

(Para 1-2.10) 

28. The revenue presently being derived by the 
Centre through the scheme of integration of agricul
tural income with non-agricultural income should not 
be forgone and the scheme should continue to operate. 

(Para 1-2.20) 

29. If the consensus ari~ing out of the dialogue and 
discussion between the Central Government and the 
State Governments is that agricultural income-tax 
should also be imposed under a Central Act, it would 
be more appropriate to do so by a direct amendment 
of the Constitution than by amending the definition 
of 'agricultural income' in the Income-tax Act or by 
resorting to the provisions of Article 252(1) of the 
Constitution. 

(Para 1-2.32) 

30. If the Centre is not to levy income-tax on agri
cultural incomes the following measures are suggested 
for the consideration of the Government. 

(a) States which do not have any law for taxa
tion of agricultural income at present may 
be advised by the Central Government to 
introduce such legislation at an early date. 

(b) The pattern of the legislation may as far 
as possible be uniform in all the States. 

(c) The uniformity should extend to the levy 
of the tax on all categories of agricultural 
income, whether from plantations. cash 
crop9, or food crops. 

(d) As. far as possible, the principle of progres
sion, with a graded rate structure, should be 
adopted, broadly conforming to the minimum 
exemption limit and the maximum rate under 
the Central income-tax law. 

(e)_ With a view to facilitating administration and 
eliminating the process of elaborate deter
mination through books and records, the law 
could provide for a scheme of composition o£ 
the tax. This composition scheme could pro
vide for a flat determination of the income 
having regard to the category of the land 
and the nature of agricultural activity car
ried out thereon. The composition scheme 
contained in section 67 of the Karnataka 
Agricultural Income-tax Act could provide 
a useful model. Needless to say, the composi
tion scheme should not be available to or-
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ganised bodies like companies and co-opera
tive societies which are required by law to 
maintain proper books of account. 

(I) The scheme of integration of agricultural in
come for determining the tax on non-agri
cultural income under the Finance Act 
should have a complementary provision in
corporatea m tin: State laws for the deter
mination of the tax on agricultural income. 
ln other words, the State law should pro
vide for taking the non-agricultural income 
ot a taxpayer into account for determining 
the rate of tax applicable to his a~ricultural 
mcome. This will be a necessary mgredient 
of the progression in the rate structure of 
agricultural income-tax. 

(Para 1-2.33) 

31. No change is required in the concept of "not 
ordinarily resident" or in the tests for determining 
whether a person is "not ordinarily resident". 

(Para 1-2.38) 

32. The test in section 6(1) (b) for determination 
of residence with reference to the maintenance of a 
dwelling house should be deleted. 

(Para 1-2.39} 

33. Section b(l)(c) should be amended and th" 
words 'sixty days' be replaced by the words 'ninety 
days'. The Explanation to section 6(1) should be 
deleted. 

(Para 1-2.40) 

34. No basic change in the scope of tax liability, 
by linking residential status with citizenship, is neces
sary. 

(Para 1-2.41) 

35. No change Is necessary In re¥ard to the scope 
of total income as contained in section 5 of the Act. 

(Para I-2.42} 

CHAPTER 3-TAXATION OF NON-RESIDENTS 
ON INCOME DEEMED TO ACCRUE IN INDIA 

36. The threat of an assessment based upon busi
ness connection of every foreigner dealing with India 
has to a large extent been reduced as a result of the 
tests laid down by the Supreme Court. 

(Para 1-3.2) 

37. Clause (v) of section 9(1) should be deleted 
and income by way of interest should be deemed to 
accrue or arise in India in the circumstances specified 
in section 9(1 )(i) prior to its amendment in 1976. 

(Para I-3.4) 

38. It is eminently in the national interest that some 
machinery should be devised for making the incidence 
of tax on foreigners both certain and foreseeable, and 
:tt the same time, equitable. · 

(Para 1-3.6) 

39. The tax sought to be imposed on the non-resi
dent collaborator in industrial ventures in India, in 
effect, falls on the Indian participant and ultimately, 
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enters into the cost of products manufactured under 
such collaboration. 

(Para I-3.11) 

40. In giving the prior determinat~on about tax
ability of payments und;r collaboration ar~al?geme~t, 
Government would take mto account the gUldmg prm
ciples already enunciated namely : 

(1) 

(2) 

(3) 

(4) 

(5} 

consideration for transfer of know-how out
side India against payment outside India will 
not attract any tax in India ; 

payment for engineering and technical ser
vices performed outside India will not attract 
tax in India ; 

services rendered in India will result in in
come accruing or arising in India which will 
be liable to tax in India !rut only after de
duction of all expenditure wholly and ex
clusively incurred for the purpose of earn
ing such income ; 

royalties paid in consideration for the use of 
know-how in India will be liable to tax in 
India subject to deduction of expenditure in· 
curred for the purpose of earning such royal
ties ; 

where composite services are rendered, partly 
in India and partly outside, the income 
deemed to accrue or arise in India shall be 
only such part of the income as is reasonably 
attributable to the operations carried out in 
India. 

(Para I-3.13) 

41. Clauses (vi) and (vii) of section 9(1) should 
be deleted and the deeming of royalties and technical 
service fees as income in India should be restored to 
the position obtaining prior to the amendments of 
1976. At the point of time when collaboration ar
rangements are approved by the Central Government 
a determination should be made by the Central Gov
ernment of the quantum of fee which is deemed to ac
crue or arise in India and the quantum of income 
component therein (that is to say fees less expenses 
attributable thereto). 

(Para 1-3.16) 

42. Section 440 should be deleted and in its place 
a provision should be made for allowance of expendi
ture against royalties and fees for technical services 
of only such amount and in such manner as may be 
determined by the Central Government while appro
ving the terms of collaboration. 

(Parlt I-3.18) 

43.' The provisions of section 44C should be amen
ded to allow a uniform deduction of 5 per cent of the 
adjusted total income as defined in the Explanation 
thereto in respect of head office expenditure in the case 
of non-residents. 

(Para 1-3.21) 

CHAPTER 4-EXEMPTIONS 

44. The various exemptions and exclusions con
tained in section 10 may be rearranged as follows : 

(a) all exclusions relating to computation of in
come under the head "Salaries" should be 
grouped together ; exemptions w~ch ~e 
merely designed to spell out the diplomatic 
immunities and privileges enjoyed under 
international Jaw by citizens of a for~ign 
country rendering services to their Govern
ment in India, should be placed together as 
at present; 

(b) exemptions applicable to institutions of 
various kinds, either in respect of theJr 
entire income or in respect of only specified 
items of their income, should be grouped 
together distinctly and separately from 
other exemptions which are operative with
out reference to the status of the recipient; 

(c) the remaining exemptions, which are either 
based on the nature of the receipt or which 
are of a miscellaneous character not cap
able of a rational classification, may be 
enumerated separately from the exemptions 
relating to instit'utions referred to in item (b). 

Exemptions which are now scattered over the Finance 
Acts and other enactments, exempting from tax for 
all time or for limited periods) the income of certain 
corporations and other bodies such as the Unit Trust, 
of India, the Indus trial Development Bank of India, 
etc., or which make special provisions (shorn of total 
exemption), as in the case of the Industrial Finance 
Corporation of India, State Financial Corporations 
and the Agricultural Refinance Corporation, may 
also be incorporated in the Income-tax Act either in 
exteiiSo or by way of reference to the relevant provi
sion of the concerned enactment in a schedule, in 
future, 'it should be ensured that, whenever any such 
exemption or special provision is enacted, it is speci
fically mentioned in the Income-tax Act. 

(Para 1-4.5) 

45. Appropriate instructions should be issued by 
the Board to the officers not to deny any exemption 
or deduction which an assessee may claim merely on 
the baois that it is open to him to claim exemption 
under some other provisions of the Act. 

(Para I-4.6) 

46. The exemption under section 10 ( 4A) in res
pect of interest on Non-resident (External) Accounts 
should be made available to all assessees who are 
non-residents for the purposes of the Foreign Ex
change Regulation Act and not only to "non-resi
dents" under the Income-tax Act. 

(Para I-4.7) 

. 47. The law may be amended to vest power in the 
Cent~al Government to extend the period of 90 days 
mentioned under section 10(6) (vi) in appropriate 
cases. 

(Para I-4.8) 



48. The stipulation in section 10(6) (viia) that the 
technician should be· employed in a capacity in which 
hi~ . speci~sed knowledge and experience are actually 
utilised, m order that he may be entitled to the ex
emption under that privision, is a superllnity and tlus 
requirement should be deleted. 

(Para 1-4.10) 

49. It should be clarified that the exemption from 
tax under section 10(6) (viia) will be available even 
if the foreign technician is employed in connection 
with a business to be commenced later. 

(Para 1-4.11) 

50. The condition under section 10(6)(viia), that 
the technician should not have been resident in India 
in any of the four financial years immediately preced
ing the year of his arrival in India, should be deleted. 

(Para 1-4.12) 

51. A clarificatory amendment should be made to 
the effect that "remuneration", for the purpose of sec
tion 10(6) (viia), shall not include allowances, such 
as daily allowance or travelling allowance, which are 
eligible for exemption from tax under any other pro
vision of the law. 

(Para 1-4.13) 

52. Payments of the nature of contributions to
wards retirement and social security benefits made by 
the foreign employer in the home country of the for
eign technicians should be specifically excluded from 
liability to tax in India. 

(Parll 1-4.14) 

53. The Period of full exemption from tax of the 
remuneration of a foreign technician under section 
10 (6) (viia) may be raised to 36 months, with 
exemption for a further period of 36 months where 
the employer pays to Government the ,tax on the 
technician's salary. 

(Para 1-4.15) 

54. Daily allowances paid by Indian concerns to 
foreigners working in India for temporary periods, 
as in the case of technician referred to in section 10 
(6) (vi) or section 10 (6) (viia), should not be liable 
to tax and should be exempted under section 10 (14) 
if such daily allowances have been approved by the 
Reserve Bank of India or the Central Government. 

(Para I-4.16) 

55. The provision in section 10 (7) exempting 
allowances and perquisites paid or allowed as such 
outside India from liability to Indian tax, should be 
extended to all Indian citizens whether they render 
services to Government or to any public sector cor
poration or other Indian employer. 

(Para I-4.17) 

56. No. useful purpose would be served by having 
a specific clause in section 10 of the Act to exempt 
receipts under life policies which by their very nature 
are capital receipts and not income. 

(Para I-4.18) 
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57. Section 10 (14) may be amended to exempt 
from tax city compensatory allowances upto the maxi
mum monetary limit applicable in the case of emplo
yees of the Central Government as specified stations. 

(Para 1-4.21) 

58. Approval granted by the Central Government 
to the agreement relating to the borrowing of money 
abroad for industrial development in India should be 
adequate for the purpose of the exemption from tax 
of the interest payable thereon, under section 10(15) 
(iv). The further requirement, under that provision, 
of approval of the rate of interest should be deleted. 

(Para 1-4.22) 

59. The approval of a scientific research associa· 
tion, for the purpose of various tax concessions, 
should have a currency of only three years at a time. 

(Para I-4.24) 

60. Section 10 ( 21) may be clarified to provide, 
firstly, that in the case of a scientific research associa
tion approved for the purpose of section 35 (1) (ii) 
which has scientific research as its only object, the 
whole of its income will be exempt from tax and, 
secondly, that in the case of an institution which has 
sci~n~c research as one of its several objects, and 
which 1s approved for the purposes of section 35 ( 1) 
( ii), its income will be eligible for exemption from 
tax to the extent it is applied for the purposes of 
scientific research or set apart for application to such 
purposes. 

(Para I-4.25) 

61. The exemption in clause ( 23A) of section ·io 
may be extended to cover all income, from whatever 
source derived, in the case of an association or insti
tution referred to !herem. 

(Para I-4.27) 

62. The condition under section 10 (23B) that the 
institution referred to therein should not exist for the 
purpose of profit should be deleted. 

(Para 1-4.28) 

63. Section 296 may be suitably amended to re
quire notifications issued by the Central Government 
under section 10 (23C) (v) also to be laid before 
Parliament. 

(Para I-4.29) 

64. Section 10 (29) may be amended to make it 
clear that it applies specifically to State Warehousing 
Corporations. 

(Para I-4.30) 

CHAPTER 5-COMPUTATION OF INCOME 
UNDER THE HEAD 'SALARIES' 

65. The various provisions relating to the com
putation of income under the head "Salaries" and 
deductions therefrom should be grouped together in 
the sections dealing with computation of income under 
the head "Salaries". 

(Para 1-5.4) 



66. Amending the definition of salary so as to have 
a uniform dclinition tor diiferent purposes, is not 
desirable as the benefit of simplification would be 
more than off-set by the complications and inequities 
that would result by adoption of a single norm for 
different objectives. 

(Para I-5.6) 

67. The standard deduction under section 16 (i) 
may be calculated at the uniform rate of 20 per cent 
at all levels of salary and the monetary ceiling may be . 
increased from Rs. 3,500 to Rs. 5,000. 

(Para I-5.9) 

. 68. In the case of an employee having the use of 
a conveyance, the limit over the deduction under 
section 16 ( 1) should be raised to Rs. 2,500 from 
the present limit of Rs. 1,000. Further, in the case 
of an employee who is in receipt of a conveyance allo
wance, the ceiling should be fixed at Rs. 5,000 as 
reduced by the amount of conveyance allowance not 
qualifying for exemption under section 10 (14) or 
Rs. 2,500, whichever is higher. 

(Para I-5.10) 

69. The standard deduction should be allowed also 
to a person in receipt of a pension from a former em
ployer, at half the normal rate, i.e., at the rate of 10 
per cent subject, however, to a ceiling of Rs. 1,000 
per year. 

(Para I-5.11) 

70. Section I 6 (i) which provides for the standard 
deduction should give an option to the salary-earner 
to claim, in place of the standard deduction, a deduc-
tion of the actual expenditure incurred out of the remu
neration wholly, necessarily and exclusively for the pur
poses of employment. 

(Para I-5.12) 

71. Though section 16 may empower a salary-ear
ncr to claim the actual expenditure in lieu of the 
standard deduction, deduction of tax at source should 
be effected by the employer after allowing only the 
standard deduction. 

(Para: I-5.13) 

72. In determining the perquisite value of residen
tial· accommodation under rule 3 of the Income-tax 
Rilles, the addition in respect of the excess of the fair 
rental value over 20 per cent or 30 per cent, as the 
case may be, of the salary, should be subject to a 
limit of 15 per cent of the employee's salary. This limit 
should, however, not apply in respect of residential 
accommodation where the annual cost to the emplo
yer is not less than Rs. 36,000 per annum. The annual 
cost should necessarily include not only the direct cost 
of the accommooation but also incidental costs 
such as interest. maintenance, depreciation, etc. 

(Para I-5.15) 

73. No requisite value should be attributed to the 
provision of a mere transport facility to an employee 
from his residence to the office and back. 

(Para I-5.16) 
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7 4. The existing administrative instructions regard
ing the perquisite value of domestic help should con
tinue where the employer directly meets the costs of 
such services. Where, however, such services are en
gaged by the employee and in turn the employer pays 
the employee a cash amount by way of reimburse
ment, the perquisiie value should be determined at 50 
per cent 01 the amount paid by the employer, without 
any upper monetary limit. 

(Para I-5.17) 

75. Despite the observations of the Madras High 
Court in some cases, no attempt should be made to 
tax employees on an imputed benefit by virtue of loans 
granted by the employer under the schemes of loans 
to employees. The present practice of not taxing any 
imputed benefit should continue. If necessary, ad
ministrative instructions may be issued to that effect 
It would, however, follow that where loans or ad
vances made show abuse of power, the Department 
should, of course, be entitled to take appropriate 
action in bringing to tax the value of the benefit en
joyed. 

(Para I-5.18) 

76. As long as expenditure on medical benefits to 
employees is within the reasonable bounds of com
mercial expediency, no attempt should be made to 
draw any distinction between ordinary medical treat
ment and other medical treatment and consequently 
no attempt should be made to bring to tax any such 
facility in the hands of the employees as perquisites. 
In other words, the administration should continue to 
be liberal in the matter of determination of perquisite 
in relation to medical facilities. 

(Para- I-5.19) 

77. Section 89 (1) should be recast so as to allow 
that section to be applied at the time of calculating the 
tax to be deducted at source from payments of salary 
in the circumstances referred to in that section. The 
provision of section 192, relating to deduction of tax 
at source from salary payments, should also be amend
ed to enable the employer to take into account the 
provisions of section 89 (I) while calculating the tax 
to be deducted as source. 

(Para I-5.25) 

78. For the purpose of the relief under section 89 
( 1), wherever the arrears of salary relate to a period 
exceeding 5 years, the arrears shduld be spread equal
ly over five years inclusive of the year of payment. 
The amount so included should be added to the total 
income of each of these years and the tax determined 
accordingly. A provision on these lines should be in
corporated in section 89 itself. 

(Para I-5.27) 

79. For the purpose of the relief under section 89 
( 1), payments of gratuity, compensation, etc., may 
be spread over the last 5 years equally including the 
year of retirement. The amount allotted to each year 
may be added to the total income of such year and 
tax determined accordingly. This formula should like
wise be incorporated in the Act itself and not JCft to 
the Income-tax Rules. 

(Para I-5.29) 



80. Rule 6 in Part A of the Fourth Schedule 
should be amende.:! to provide that only contributions 
of the employer in excess of I 0 per cent of the salary 
of the employee will be deemed to be employee's in
come and that no pan of the interest credited to the 
employee's account shall be deemed to be his income. 

(Para I-5.30) 
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81. Provisions of a substantive nature, at present, 
contained in the rules in the Fourth Schedule in so 
far as they relate to the taxation of certain amounts 
as income of the employer should be included in the 
sections of the law dealing with the computation of 
income under the head "Salaries". 

(Para I -5.34) 

82. The provisions for brmging to ta-x non-exempt 
portions of payments from an approved superannua
tion fund should be clearly enacted. 

(Para I-5.35) 

83. Provisions of rule 72 of the Income-tax Rules 
should find their place in the substantive law and not 
in the rules framed by the Board. 

(Para I-5.36) 

CHAPTER 6-INTEREST IN SECURITIES 

84. The category of income at present assessable 
under a separate head "Interest on securities" should 
more appropriately be assessed either under the head 
"Profits and gains of business or profession" where 
the income partakes of the character of business in
come or under the residuary head "Income from other 
sources" where it is not derived from a business acti
vitv, The existing provisions in sections 18, 19, 20 
and 21 will, then, no longer be necessary. 

(Para I-6.4) 

85. Section 57 is wide enough to cover the two 
items of deductions at present allowable under sect
ion 19 of the Act. 

(Parlt I-6.5) 

86. Interest on securities should be subjected to 
tax in accordance with the method of accountinl! regu
larly employed by the taxpayer and, in the ab~ence 
of accounts, such interest should be subjected to tax 
as income of the year in which it is received. 

(Para T-6.7) 

87. It is not necessary to continue the provisions 
of section 89 (2) for allowing relief where interest 
on securities is received in arrears. 

(Para I-6.8) 

88. The provisions of section 94 sbonld roe conti
nued. 

(Para I-6.9) 

CHAPTER 7-TNC:OMF. FROM HOUSE 
PROPERTY 

89. The concept of owner under section 22 should 
be consistent with the observations of the Supreme 
Court and should not be unduly strictly construed in 
the manner done by the Calcutta and Bombay High 
Courts. In other words where actual income is receiv
er! by a oerson other than the legal owner then be alone 
should be assessed and no concurrent assessment 

should be made oa the legal owner under section 22 
of the Act. In ail such cases, the beneficial owner 
should be assessed on such income under the head 
··Income from home property". 

(Para I-7.5) 

90. One house property used by the taxpayer for 
his own residence should be exempt from tax under 
section 22 of the Act. (Para 1-7.11.) 

91. The recommendation made in para I-7.11. 
should be in addition to the concession available to 
the taxpayer under section 23(3). (Para 1-7.13.) 

92. The condition connected with the allowance for 
the first five years in respect of new residential units 
under section 23 (I) that the income of such units is 
in no case a loss should be deleted. (Para 1-7.14.) 

93. Amount.s recovered from its members by a 
Co-operative Housing Society to meet various charges 
should be expressly allowed as a deduction in the 
computation of income from property in the hands of 
the members, so however, that where any 
part of such amounts is already allowable in the 
computation under any specific provision of the law, 
no. double deduction of the same item should be made. 

(Para I-7.15.) 

94. The income under the head "Income from house 
property" should be computed after allowance in res
pect of repairs on the basis of 1/6th of the annual let
ting value under section 24(1)(i) as at present, with 
a right to the taxpayer to claim the actual expenditure 
if it is in excess of the deduction on the basis of 1/6th. 
To determine such excess, the comparison should not 
be limited to a single previous year but should extend 
to the previous year relevant to the year of assessment 
and the five previous years immediately preceding it. 

(Para 1-7.16.) 

95. Section 24 should expressly provide for a resi
duary item of deduction in respect of other expendi
ture (not being in the nature of capital expenditure) 
laid out or expended wholly and exclusively for the 
purpose of making or earning income under the head 
"Income from house property". (Para I-7.17.) 

96. If the rents are in arrears for a period of two 
years, the taxpayer should be entitled to the deduction 
of the same under section 24(1) (x) without any 
further requirements as at present stipulated in rule 
4 of the Income-tax Rules. (Para 1-7.18.) 

97. A provision should be made for bringing to tax 
amounts subsequently realised out of amounts allowed 
as deduction under section 24(1) (x) in the year of 
realisation, so that the relaxation in the conditions 
for allowance does not result in an undue benefit~ to 
taxpayers. (Para 1-7.18.) 

98. The fiction in section 27 (iii) of treating each 
member of a co-operative society as the owner of a 
portion of the property, should be extended to the 
members of a limited company owning house property 
possession of which is divided among the several 
members. (Para 1-7.19.) 



CHAPTER 8-PROFlTS AND GAINS OF 
BUSINESS OR PROFESSION 

99 The distinction between an adventure in . the 
natur~ of trade and a capital or casual transaction bas, 
to some extent, lost its significance in tbe context of 
the present scheme of the Income-tax Act where in
come from casual transactions as well as gains from 
certain capital transactions are brought to tax. 

(Para 1-8.3 J 

100. The law should recognise the peculiar nature 
of income derived from professional activity by the 
exercise of intellectual skill which should be encouraged 
by suitable incentives in the computation of the charge
able income. (Para 1-8.5. J 

10 l. The Supreme Court has laid great emphasis on 
the computation of business profits and gains in acc~r
dance with the ordinary principles of commerctal 
accounting. (Para 1-8.6.) 

102. Section 28 should be extended to cover in
come of a business or profession which is discontinued, 
which is, at present dealt with in section 176(3A) and 
section 176(4). All the deductions as available to 
a continuing business should be allowed to the closed 
business in the computation of the income as discmsed 
in para 1-8.11. (Para 1-8.7.) 

103. Expenditure incurred in the course of the 
trade, which is unremunerative is, none the less, a pro
per deduction as expenditure wholly and exclusively in
curred for the purposes of the trade. (Para 1-8.8.) 

104. The general provision in section 37(1) should 
have primacy in the scheme of computation of incomt: 
from business or profession and should come immt:
diately after sections 28 and 29. (Para 1-8.9.) 

105. The sole test for allowance of business ex
penditure shoufd be that laid down in section 37( 1), 
namely, whether the expenditure is laid out or expend
ed wholly and exclusively for the purposes of the bust
ness or profession, not being in the nature of capital 
expenditure or personal expenses. (Para 1-8.9.) 

106. All expenditure incurred wholly and exclusively 
for the purposes of the business or profession, other 
than personal expenditure of the taxpayer, should be 
allowed as a deduction in computing the profits and 
gains. If the expenditure is in the nature of revenue 
expenditure it should be allowed in the year in which 
it is incurred or actually met, in accordance with the 
method of accounting followed by the taxpayer. If 
the expenditure is of the nature of capital expenditure, 
it should still be allowable in the process of computa
tion of taxable profits through allowances such as de
preciation or amortisation as explained in the Interim 
Report, paras 3.30 and 3.31. (Para 1-8.10.) 

107. Expenditure which would have been allowable 
had the business continued should be allowed even after 
the closure of b'!siness and profit or loss should be 
computed accordingly. The expenditure arising out 
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of the closure of the busmess should also 
be regarded as expenditure incurred for the purposes 
of the business. (Para 1-8.11.) 

108. At least for the future, artificial disallowance of 
business expenditure should be kept at the minimum 
and the Government should accept the concept of real 
income as evolved by courts of law over the years. 

(Para 1-8.12.) 

109. Where any incentive or extra deduction for a 
particular expenditure is desired to be granted, the in
tention should be expressly and clearly spelt out in 
the law. (Para 1-8.13.) 

110. Where the Income-tax Officer disallows an item 
of expenditure in the assessment for any year as not 
pertaining to that year, he should simultaneously be 
required to determine the year to which such expendi
ture relates. If it relates to a past year then he should 
oe required to simultaneously revise the assessment 
of the past year and allow the deduction. !f it re
lates to a future year, the assessment order should 
record a finding in regard to the year to which it 
relates and such a finding should be binding on the 
Income-tax Officer or his successor· in so far as the 
assessment for such subsequent year is concerned. 

(Para I-8.14.) 

111. All situations warranting deduction of business 
expenditure cannot be legislated upon and much would 
depend upon an enlightened approach in the adminis
tration of the law based on considerations of equity 
and justice. (Para 1-!!.17.) 

112. Where the asset qualifying for investment allow
ance under section 32A is acquired or installed in one 
previous year but brought into use in any subsequent 
previous year, not necessarily the previous year im
mediately following the year of acquisition/installation 
of the asset, the investment allowance should be grant
ed in the year in which the asset is first put to use 
for the purposes of the business. (Para I-8.19.) 

113. Provisions corresponding to those in sub
sections ( 6) and (7) of section 32A entitling the 
successor to the investment allowance should be made 
also in the following types of cases involving a change 
of ownership of assets qualifying for inves~ment 
allowance :-

·(a) where an individual proprietor of a business 
expires and his successor inherits the business ; 

(b) where the change in ownership takes place 
as a result of partition of the property of 
a Hindu undivided family which is carrying 
on the business ; 

(c) where a sole proprietor converts his business 
into a partnership and continues as a partner 
for the unexpired portion of the mandatory 
holding period of the asset. (Para 1-8.20) 

114. The Explanation to section 32A(4) should 
suitably clarify that it covers not merely cases of 
inadequacy of the reserve but also absence of any 
reserve under similar circumstances. (Para 1-8.21). 



115. In the case of assessees engaged in the busi
ness of operation of ships or aircraft, investment allow
ance should also be granted in respect of any new 
plant and machinery installed for the purposes of 
such business. (Para 1-8.22.) 

116. In the circumstances mentioned in section 33B 
of the Income-tax Act, the taxpayer should be entitled 
to carry backward business losses and other admissible 
allowances and deductions to the three years imm~ 
diately preceding the year in which the business was 
disrupted, to be set off against the profits assessed for 
those years. If there is still any Joss or other amount 
which remains unabsorbed by such set off, such Joss, 
etc., may be allowed to be carried forward for future
set off in the same manner as at present. Such right 
to carrybackward and set off losses should, however, 
be allowed only if the taxpayer fatisfies the Income
tax Officer at the time of assessment that he has taken 
adequate steps for the revival, re-establishment or re
construction of the disrupted business. (Para 1-8.25.) 

117. In the case of patents and copyrights, the cost 
of acquisition should be amortised over a ten-year 
period. (Para 1-8.26.) 

118. The first proviso to section 36(1)(ii), which 
limits the allowance in respect of bonus paid to em
ployees to the amount payable under the Payment of 
Bonus Act should be deleted. (Para 1-8.27.) 

119. In regard to the allowance for bad, doubtful 
or irrecoverable debts, the Jaw should be amended 
on the following lines :-

(i) The allowance in respect of debts estimated to 
be bad, doubtful or irrecoverable should be 
with reference to the amount written off by 
the assessee in the profit and Joss account 
of the relevant previous year. Where such 
write off relates to debts which fell due 
within a period of two years preceding the 
date of the write off the taxpayer may be 
called upon to justify the write off. In any 
case, the taxpayer should be entitled to freely 
write off debts which are not recovered for 
a period of two years from their original due 
date. 

(ii) The existing provisions for subjecting to tax 
any recovery out of the amounts written off 
should continue as a necessary safeguard in 
the interests of revenue. 

(iii) The write off of the debt by debit to the profit 
and Joss account may be made balanced 
either by a corresponding credit entry to 
the debtor's account or by passing a credit 
entry in another appropriate account, such 
as "Provision for bad and doubtful debt~ 
account". (Para 1-8.31.) 

120. The Explanation appearing after sub-section 
( 4) of section 41 should be placed either at the end 
of the entire section or after sub-section (3) ancl 
should, with the necessary change in language, cover 
sub-section (2). sub-section (2A) and sub-section (3) 

(Para I-8.32.) 
4 RS&P /78-18 
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121. In clauses (iv) and (v) of section 36(1), ~ 
lating to deduction of amounts paid by the employer 
by way of contributions to a recognised provident 
fund, approved superannuation fund or approved gra
tuity fund, a specific provision should be made that, 
if the contributions are not paid within a period ot 
three month~ from the en.d of the previous year, the 
deduction shall not be allowed in the computation of 
the business profits of that year. However, in cases 
of delayed payments, the deduction should be allowed 
in the year of actual payment. (Para I-8.33.) 

122. The ceiling for allowance of entertainment ex
penditure may be raised to Rs. 1 lakh from the existinjZ 
Rs. 30,000. This may be achieved by suitably in
crca~ing the rates and the length of the slabs so a~ 
to arrive at the ceiling of Rs. 1 Jakh where the profits 
and gains of the business exceed Rs. 2.80 crores, on · 
the following lines :-

(i) on the first Rs. 
20 lakhs of the 
profits and gains. 

(ii) on the ne•t Rs. 
60 lakhs of the 
profits and gains 

(iit) on the next Rs. 
2 crorcs of the 
profits and gains. 

(iv) on the balance 

at the rate of I Yq or 
Rs. I 0,000 whlch· 
ever is higher; 

at the rate of i %·; 

at the rate of i%: 

Nil 

(Para I-8.35.) 

123. The ceilings of Rs. 100 and Rs. 50 mentioned 
in rule 6D may be increased to Rs. 250 and Rs. 125 
respectively. These monetary ceilings should be revised 
periodically having regard to the tariffs of hotels run 
by the India Tourism Development Corporation. 

(Para I-8.36.) 

124. The provisions in sub-clauses (i) and (iii) of 
clause (a) of section 40 should be deleted. 

(Para 1-8.37.} 

125. The nature of the arrangements that would be 
considerecl as effective for the purposes of section 
40( a) (iv) ~bould be spelt out in the rules. 

(Para 1-8.38.) 

126. A specific provision should be made to the 
effect that the monetary ceiling laid down in section 
40(c) and in section 40A(5) will not apply in any 
case where the salary and perquisites of the director 
or other person etc., have been approved by the Govern
ment of India in the Department of Company Affairs, 
and that the test of whether the payment is excessive 
or unreasonable will also not apply in such cases. 
The provisions of section 40( c) should operate in a 
mutually exclusive area from those of section 40A(5) 
and accordingly section 40A(5) should be rendered 
inapplicable to cases of persons who are covered by 
section 40(c). The items of expenditure like provident 
fund contributions, etc., which are excluded from dis
allowance under section 40A ( S), should continue to 
be excluded from disallowance under section 40( c). 

(Para 1-8.39.) 
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127. Any payment by way of gratuity to retiring 
employees (computed in accordance with a scheme ap
plicable to all the employees) should be excluded ~ol!l 
the scope of 'salary' for the pu~oses . of ·the llDitt 
specified in section 40A(5) and m section 40(c). 

(Para I-8.40.) 

128. The provision in section 40A(3) should be kept 
on the statute book with a view to encouraging transac
tions through banks, but the limit of Rs. 2,500 may 
be raised to Rs. 10,000. (Para I-8.41.) 

129. The provision in section 40A(8) should be 
deleted along with the Tenth Schedule to the Income
tax Act, which pertains to those provisions. 

(Para I-8.45.) 

130. The proviso to clause (b) of rule 5 of the 
First Schedule should be deleted. (Para I-8.47.) 

131. The view that the deductions under Chapter 
VIA are not to be allowed in the computation made 
under the First Schedule is clearly opposed to the ex
press terms of section 44. The clear position in law 
should be reiterated by suitable instructions to the 
assessing officers. (Para I-8.50.) 

132. S•Jitable instructions may be issued to the 
assessing officers clarifying the position in law and 
setting at rest the needless controversy based upon the 
erroneous construction of section 44 regarding credit 
for taxes deducted at source. (Para I-8.51.) 

CHAPTER 9--CAPITAL GAINS 

133. In relation to transfer of immovable property 
by way of sale, where the agreement to sell is evidenced 
by an instrument in writing, where possession of the 
immovable property has been handed over to the pur
chaser and the whole or substantially the whole of 
the con~ideration bas been received by the transferor1 
the capital gains should be chargeable at such poif!t 
of time when these requirements are fulfilled. Where 
the gain is brought to charge in these circumstanCCJS it 
should not again be deemed to arise in the previous 
year when the instrument of conveyance is executed 
and registered. (Para 1-9.11.) 

134. The provisions of law should be suitably 
amended so as to expressly include self-generated 
assets within the meaning of "capital assets" and there
by bringing to tax the capital gains on the transfer 
of such assets. This recommendation is conditional 
upon the further recommendation for determination of 
the cost of acquisition of such asset. 

(Para 1-9.12.) 

135. The cost of acquisition of self-generated assets 
may be deemed to be a percentage of the sale proceeds 
as under the following formula :-

(1) Where the csset is held by the 
assessee for not more than five 
years before its transfer 20 % or the sale pro-

ceeds. 

(2) where the a.set is held for more 
than five years but not more than 
ten years 

(3) where the asset is held for more 
than ten years but not more than 
fifteen years 

(4) where the asset is held for more 
than fifteen years 

40% of the sale 
proceeds. 

60% of the sale 
proceeds. 

80% of the sale 
proceeds. 

(Para 1-9.13.) 

136. In case of self-generated assets, the taxpayer 
should not have the right of substitution of the fair 
market value for the cost of acquisition. (Para 1-9.14.) 

137. Distribution of capital assets in payment of his 
share ro a partner on his retiring from a firm should be 
brought within the purview of section 47(ii) and sec
tion 49(1) (iii) (b). (Para 1-9.15.) 

138. Where a partner introduces c~ital assets into a 
partnership firm, it should be deemed to be a transfer 
under section 2( 47) of the Act, subject to the recom
mendation in the next paragraph. (Para 1-9.17.) 

139. The fiction of transfer on introduction of capi
tal assets mto a partnership by a partner should apply 
in the year when the taxpayer concerned realises the 
consideration for such introduction, in money or the 
equivalent of money, or when the firm transfers such 
assets, whichever is earlier. (Para 1-9.18.) 

140. Where an asset which was at any time a capital 
asset is subsequently realised as a trading asset, the 
element of capital gains should be brought to tax. For 
this purpose, the consideration realised at the point of 
ultimate transfer less the amount assessable· as profits 
and gains of business should be deemed to be the full 
value of the consideration for determination of the 
capital gains. in other words, the difference between 
the value at which the asset is taken into the busmess 
as a trading asset and the cost of acquisition would 
represent the capital gains liable to tax at the point 
of time when the asset is actually transferred. 

(Para 1-9.19.) 

141. The exemptions under section 4 7 (i) .and ( v) 
should be deemed to be wrongly allowed where within 
a period of 5 years after the transfer : 

(a) the relationship of holding company and 
wholly-owned subsidiary is altered, or 

(b) the transferee company does not or ceases 
to bold the transferred asset as a capital 
asset. (Para 1-9.23.) 

142. The cost of acquisition of an asset under a gift 
or by way of inheritance should be the cost to the 
previous owner as increased by the proportionate 
amount of gift-tax or estate duty attributable to such 
asset, so however that such increase does not result 
in the cost exceeding the value adopted for the pur
poses of gift-tax or estate duty. (Para 1-9.14.) 



143. The cost of improvement, as defined in section 
55 (1) (b) and referred to in sections 48 and 49, should 
include all expenditure incurred by a taxpayer in obtain
ing possession of the asset and establishing or com
pleting full title thereto. (Para 1-9.25.) 

144. The assurance given. by the Finance Minister 
in the Lok Sabha at the time of insertion of section 
52(2) should be incorporated in the section itself. 
Section 52(2) should apply to cases of understate
ment of the consideration which actually passed and 
should not apply to cases where nothing more than the 
declared consideration is received or accrues to the 
taxpayer. (Para 1-9.27.) 

145. Where evidence of a gift or a deemed gift is 
available in relation to tl1e transfer of a capital asset, 
the question of applying the provisions of section 52(2) 
should not arise. (Para I -9 .28.) 

146. The provision for allowing deduction of a por
tion of the long-term capital gains under section SOT 
should be applied both to corporate taxpayers and non
corporate taxpayers and no separate rate of tax on 
long-term capital gains in the case of companies need 
be specified in section 115._ (Para 1-9.31.) 

147. The limits of Rs. 25,000 and Rs. 50,000 spe
cified in section 53 should be doubled to Rs. 50,000 
and Rs. 1,00,000 respectively. (Para 1-9.32.) 

148. The following amendments should be made to 
section 54: 

(1) 

(2) 

the boose property in respect of the transfer 
of which exemption from tax on the capital 
gains is provided should be required to be 
used by the taxpayer or his parents for his 
or their residence throughout the period of 
365 days preceding the d'ate of the transfer. 
The condition of user for residence should 
not require physical occupation throughout 
the year but it should suffice if the property 
is retained for occupation in contradistinc
tion to its being let out ; 

it should be clarified that the benefit under 
the section is not to be restricted only to 
individuals but is available to Hindu undivid
ed families as well ; 

(3) it should be clarified that residential units in 
co-operative societies $o qualify for the 
benefit under section 54 and the fiction in 
section 27(iii) extended to cover members of 
companies, as recommended in Chapter 7, 
should be made applicable for the purpose of 
section 54. 

( 4) the new acquisition may be made either for 
the taxpayer's own residence or for that of 
his parents ; 

(5) the period within which the new asset has to 
be constructed or acquired may be allowed 
to be extended by the Commissioner in ap
propriate cases where he is satisfied that the 
delay was caused by factors beyond the con
trol of the taxpayer. (Para 1-9.35.) 
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149. The Commisioner should have the power to 
extend the time-limit for acquiring the new asset for 
the purposes of the exemptions providet.l in sections 54B 
and 540 as well. (Para 1-9.36.) 

150. The requirement of reinvestment under section 
54E should be with reference to the full value of the 
consideration less expenditure incurred wholly anti 
exclusively in connection with the transfer. 

(Para I-9.37.) 

151. Assets specified in section 54E for the purpo'e 
of reinvestment should include one residential bouse 
for the use of the taxpayer or his parents. 

(Para 1-9.38.) 

152. Where realisation of the assets acquired in con
formity with the requirements of section 54E is made 
for the purposes of payment of estate duty on the death 
of the taxpayer, it should not entail liability to tax on 
capital gains as a breach of the section. Further, it 
may be suitably clarified that realisation of a part of 
the new asset (otherwise than as stated above) would 
entail taxation of only the proportionate amount of 
capital gains originally exempted from tax. 

(Para: 1-9.39.) 

153. The passing of the specified assets to the legal 
heirs in the case of the death of the taxpayer should 
not entail consequences under sub-section ( 2) of sec
tion 54E, provided such legal heirs continue to fulfil 
the same condition of holding the specified assets as 
would have applied to the taxpayer were he alive. 

(Para 1-9.40.) 

154. The Commissioner should be given discretion 
to extend the time-limit for reinvestment in the speci
fied assets where the receipt of the consideration for 
the transfer of the original assets is deferred or de
layed. (Para 1-9.41.) 

155. The right of substitution of the market value 
for the cost of acquisition should not be with reference 
to the market value as on 1-1-1964 but should be with 
reference to the market value on the day ten years 
preceding the last day of the previous year in which 
the transfer takes place. (Para 1-9.42.) 

156. A specific provision should be made to secura 
that, when an asset which fell outside the definition of 
capital asset when it was acquired by the assessee but 
which later came within the scope of the definition, 
is transferred, the cost of acquisition of the as~et to 
the taxpayer should be taken to be the fair market 
value of the asset as on the date when it came within 
the definition. For determining whether the asset is 
a short-term or long-term asset, the period of holding 
should be reckoned from the point of time when the 
asset came within the definition of capital asset. 

(Para 1-9.43.) 

157. A clarificatory amendment should be made in 
section 2( 42A) to include the contingencies contem
plated in section 55(2) (v) for determinining the period 
for which such capital assets are held by the taxpayer. 

(Para I-9.44.) 



158. The provision for grant of ta;X cre~it certifi
cates under section 280ZA may be disconunued and 
the capital gain arising in the circ!-l~stances mentioned 
therein be accorded treatment Similar to that under 
section 54D of the Act. (Para I-9.45.) 

159. ·Additional compensation or co'!s~~eration r~
ceived with reference to compulsory acquJSilion of capi
tal assets should be deemed to be the income of the 
year in which it is received and not of the year of 
transfer of the capital asset. The taxpayer should 
be entitled to the exemption under section 54E with 
reference to the date of receipt of such additional com
pensation. These provisions should likewise apply to 
cases where the consideration originally determined by 
the Central Government or the Reserve Bank is ~ub
sequently enhanced. (Para I-9.47.) 

160. Where compensation for the compulsory ac
quisition of a capital asset is subsequently reduced, 
specific provision should be made to rectify the relevant 
past assessment. (Para I-9.48.) 

161. Provisions broadly corresponding to the re
moval of obstacles in relation to amalgamation of com
panies under the Income-tax Act should be extc;,nded 
to schemes of reconstruction as defined under the In
come-tax Act. Accordingly, in relation to such sche
mes of reconstruction the law should expressly provide 
that there should be no tax liability of any kind and 
that the relevant allowances shall continue. 

(Para I-9.50.) 

CHAPTER 10-INCOME FROM OTHER SOURCES 
162. It is only in cases where dividend does not 

constitute business income that it should fall to be 
assessed under the residuary head. The provision in 
section 56(2) (i) bringing dividends to tax under the 
head 'Income from other sources' in all cases should 
be deleted. (Para I-10.2.) 

163. Dividend income other than interim dividends 
should be taxable in the year in which the dividend 
is distributed or paid. (Para J-10.5.) 

CHAPTER II-INCOME OF OTHER PERSONS 
INCLUDED IN ASSESSEE'S TOTAL INCOME 

164. It is not advisable to substitute the present pro
visions for clubbing of incomes under section 64( 1) 
by the adoption of the family as a unit of assessment. 

(Para I-11.2.) 
165. Where a minor receives income as a beneficiary 

under a trust and such income is derived from the 
profits and gains of a business carried on by the trustees 
m partnership with others, such income of the minor 
should be added to the income of the parent. The 
clubbing provisions in section 64 should be extended to 
cover such cases. (Para I-11.4.) 

166. If the spouse is a beneficiary under a trust and 
the trustees join in partnership with the individual 
the clubbing provisions at present contained in section 
64(1) (i) and Explanation 1 thereto· should become 
applicable. (Para 1-11.5.) 

167. Income referred to in section 64(1) of the 
Act should include loss. (Para I-11.6.) 
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168. Section 64(2) should apply to all cases of con
version of individual property into joint family pro
perty by a member otherwise thai! for a~equate con
sideration whether by the act of 1mpressmg the pro
perty with the character of family woper~ or by thro_w
ing it into the common stock of ti'fe family or by gift. 

(Para 1-11.7.) 

CHAPTER 12-SET OFF AND CARRY FOR
WARD OF LOSSES 

169. Losses relating to any source under any head 
should qualify for the benefit of carry forward and 
set off against income of subsequent years. 

(Para I-12.3.) 

170. The carry forward and set off of business losses 
should be allowed without any condition that the busi
ness or profession in which th\l loss was sustained 
should continue to be carried on by the taxpayer in 
the subsequent years. (Para 1-12.5.) 

171. Losses relating to salary, house property, busi
ness or profession, other sources, and short-term capital 
assets (but excluding losses in speculation business, 
long-term capital losses and losses referred to in section 
74A) should be allowed to be carried forward to sub
sequent years and set off against income of those years 
under the same head or any other head in the eight 
years following the year in which the loss is incurred. 

(Para 1-12.6.) 

172. Provision of a general right to carry back busi-
ness losses is not favoured. (Para 1-12.7.) 

173. During such time as a separate tax is levied 
on registered firms, the losses incurred by a registered 
firm should be carried forward and set off against the 
firm's income in the subsequent years, only for the 
purpose of ascertaining the tax payable by the firm. 
The existing provisions regarding apportionment of the 
loss amongst the partners with the corresponding rights 
of the partners to set off such loss or carry forward 
such loss in their personal assessments should con
tinue. It would follow that the apportionment of the 
share of income/loss of the firm (as reduced by the 
registered firm's tax) among the partners in the sub
sequent year would have to be of the income/loss 
without the set off of the past losses because such los.;es 
would have been already apportioned among the part
ners in the earlier years. (Para I-12.8.) 

174. There is no need to make any further specific 
provisions in the law in regard to the order of set off 
of various allowances and losses. (Para I-12.9.) 

175. The Board's. instructions regarding the order 
of set off of speculallon losses and other losses against 
profits from speculation business may be suitably clari
fied in the Act itself. (Para I-12.10.) 

176. Return of loss filed after the 30th of June or 
such extended time as may be allowed by the assess
ing authority or the Commissioner should nQt confer 
on the taxpayer the right of carry forward ot losses 
under the provisions of Chapter VI of the Act. 

(Para 1-12.11.) 



CHAPTER 13-DEDUCTIONS TO BE MADE IN 
COMPUTING TOTAL INCOME 

177. The following types of savings should be in
cluded for the purposes of the deduction under section 
SOC:-

(a) Deposits or cumulative time deposits with 
public sector banks for a period of not less 
than 10 years with facilities in the matter of 
borrowings and encashment, broadly com
parable to those available in the case of 
1 0-year or 15-year cumulative time deposits 
accounts in post offices. 

(b) Single premium paid or a policy of insurance 
on the life of the taxpayer where the .dura
tion of the policy is for ;t minimum period 
of 10 years or life, without any option to 
obtain a cash payment by surender or com
mutation, in the intervening period. 

(Para 1-13.6.) 

17S. The ceiling of Rs. 2400 and Rs. 600 laid down 
in section SOD should be doubled to Rs. 4SOO and 
Rs. 1200 respectively. (Para 1-13.7.) 

179. Taxpayers who are not otherwise eligible to 
medical facilities provided by an employer should be 
entitled to a deduction of actual medical expenses in
curred on themselves and members of their fauilly, 
dependent on them upto a limit of 10 per cent of the 
gross total income or Rs. 5,000 per annum, whichever 
is lower. (}>ara 1-13.8.) 

180. The benefit of section 80E should be extended 
to all taxpayers rendering professional services men
tioned therein. The monetary limit of deduction should 
be increased to Rs. 1 0,000 per annum. The condi
tion that the unearned income referred to in sub
section (6) should not exceed Rs. 10,000 to qualify 
for the benefit, should be deleted. (Para 1-13.9.) 

181. The limit of Rs. 12,000 in respect of the gross 
total income in section 80FF should be increased to 
Rs. 25,000. The limits of Rs. 1,000 and Rs. 500 in 
the said section should also be increased to Rs. 2,000 
and Rs. 1,000, respectively. (P<!ra 1-13.10.) 

182. The quantum of deduction under section 80G 
should be raised to 100 per cent of donations to funds 
of a national character as specified at present in the 
section or as may be notified by the Government from 
time to time. (Para 1-13.12.) 

183. Explanation 3 to section 80G should be delet
ed and thus charitable purpose for the purposes of 
Eection 80G should not exclude religious purposes. 

(Para 1-13.13.) 

184. Certificates under section 80G should be issued 
by the Income-tax Officer having jurisdiction over the 
charitable trust. The certificate should be granted 
within a period of three months lrom the date of 
application. The grant of the certificate should con
tinue to be merely a measure of administrative con
venience and not be made a pre-condition for grant· 
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of the deduction under section 80G. The order of 
the Income-tax Officer refusing to grant the certificate 
should be made appealable in the normal course. 
Once a certificate is granted its withdrawal or can
cellation should not disqualify donations made prior 
to the withdrawal or cancellation for the purpose of 
the deduction under the section. (Para 1-13.14.) 

185. A new section should be inserted after section 
80G to allow full deduction of contributions which any 
taxpayer may make to approved scientific research 
institutions. The deduction under this section should 
only be available to assessees who do not have any 
income under the bead "Profits and gains of business 
or profession." (Para 1-13.15.) 

186. The new section as recommended in para 
I-13.15 should cover also contributions by taxpayers 
to institutions referred to in section 35CCA. 

(Par!l 1-13.16.) 

187. The limit of Rs. 300 in section 80GG should 
be raised to Rs. 400. The deduction should not be 
denied where the residential accommodation owned 
by the individual, his spouse, minor childr~n or the 
Hindu undivided family is situated at a place other 
than the one where the taxpayer resides or conducts 
his business or profession. (Para 1-13.17.) 

188. Section 80V should be extended to cover in
terest upto a liinit of Rs. 10,000 per year paid by 
a taxpayer on borrowings from banks or financial in
stitutions for acquiring, constructing, rerairing, re
novating or reconstructing one residentia house pro
perty used for the purposes of the taxpayer's own 
residence. (Para 1-13.18.) 

189. Reference to section 80VV in section 37 
should be omitted. The deduction under section SOVV 
should operate in the case of assessees having no 
income chargeable under the head "Profits and gains 
of business or profession". (Para I-13.19.) 

I 90. The monetary limit of Rs. 5,000 referred to 
in section 80VV should be removed. (Para 1-13.20.) 

191. Deductions pertaining to income under specific 
heads should be placed along with the computation 
sections relating to the relevant head of income. 

(Para I-13.21.) 

192. Where, however, the deductions under Chapter 
VIA arc designed to reduce the effective rate of tax 
applicable to the income, such provisions should con
tinue m the same Chapter. (Para 1-13.22.) 

I 93. The deduction under section 80J should be 
extended to aircraft in like manner as in the case of 
a ship. (Para 1-13.25.) 

194. The provisions of section 80J should be con
tinued without any time limit and the condition re
garding commencement of operations before a pres
cribed date should be deleted. (Para 1-13.26.) 



195. In regard to the ded';lcti<.>n under section 80J, 
the percentage should be applled m full for e~ch assess
ment year irrespective of the day_s of. operat10~ of the 
mdustrial undertaking etc., and direcl!ons to this effect 
should IJ.~ issued by the Board. (Para I-13.27.) 

196. Th~ method of computing the capital employ
ed for the purpose of the deduction under section 80J 
should be laid down in the section itself. 

(Para I-13.28.) 

197. The provisions for determination of capital ~m
ploycd for the purpose of the deduction under section 
KOJ should be so devised as to approximate cl?sest 
to the concept of capital employed from th7. rauonal 
accounting point of view. In order of facilitate the 
work of the Income-tax Officer the capital employed 
in the industrial undertaking should be certified by .an 
accountant as defined in the Explanation below section 
288(2) of the Act. (Para I-13.34.) 

198. Where the determination of the capital em
ployed in a separate undertaking for the purposes. ot 
the deduction under section 80J presents un~ue dlfli
culty, it may be ascertained .on a pro rata basis by as
certaining the proportion of the net fixed assets of the 
new undertaking to the total net fixed assets of the 
taxpayer and by applying such proportion to the total 
capital employed in the business. (Para I-13.35.) 

199. The quantum of the deduction under section 
BOJ should be increased to 10 per cent per annum of 
the capital employed, and this rate should ~ corres
pondigly adjusted as and when the bank rate IS ch~g
ed upwards or downwards. All the recommendations 
contained in Paras I-13.26 to I-13.36 apply equally 
to ships, hotels and to aircraft as. recommended in 
Para I-13.25. (Para I-13.36.) 

200. The deduction under section 80JJ should be 
specifically confined to cases where the activities refer
red in that section are carried on in a rural area as 
defined in section 35CC. (Para I-13.37.) 

201. The grant of tax concession under section BOJJ 
in regard to the profits and gains of the business of 
live-stock breeding involving race horses should be 
restricted to only such of the race horses as are sold 
at public auctions. (Para 1-13.38.) 

202. Deduction under section 80M should be allow
ed with reference to the net income from dividends 
cnming within the scope of this section (i.e., after 
allowing expenses which are actually incurred for earn
ing and realising the dividend income). 

(Para 1-13.::!9.) 

203. Income exempt under section BOMM should 
~e the net income (1.e., after deduction of expenses 
mcnurred for the earning of that income) which is 
in~luded in the _gross total income, and not the gross re
ceipts. . A clanficatory amendment should be made in 
the sectJon to secure that the deduction will be a1lowed 
~ven _where the tech~ical kuow-how or services are 
supplied or rendered m connection with the setting up 
of the business. (Para I-13.40.) 

"04 The Board's refusal to grant approval under 
5,.-etio~ SOMM should be made appealable to. the Cen· 
tral Tax Court recommended in Pan II of this Report, 
and pending the establishment of the Central T~ 
Court the appeals against Board's order should lie 
to the Delhi High Court.. l}le Board should have the 
power to admit an applicatiOn f~r approval _after the 
first day of October where sullic1ent reason IS shown 
for the delay. (Para 1-13.41.) 

205. The deduction under section BON s~ould also 
he allowed only with referenc7 to the nc~ mcome by 
way of dividend referred to 11! that section and not 
the gros~ amount. The deduci!On should not be con,
lined to dividend on the shares originally allotted to 
the Indian company as mentioned in that section but 
should cover also the dividends pertaining to any bo?~s 
shares subsequently allotted with reference to the ongr
nal holding. There shoul~ be a provision. fo~ condona· 
tion of delay in the makmg of the application to tht 
Board for the purpose of section BON and for appeal 
to the Central Tax Court or the Delhi High Court 
a¥ainst the Board's order refusing suc!I approval. 

(Para 1-13.42.} 

206. As in the case of section BOMM and section 
BON, there should be provision for condonation of de
lay in making the application to the Board for appro
val of the agreement for the purpose of section BO-O 
and for appeal to the Central Tax Court or the Dellu 
High Court against the Board's order refusing apprl)o 
val. The deduction under this section should als<• brt 
allowed only with reference to the net income and not 
lhe gross receipts. (Para 1-13.43.) 

207. Where the income of co-operati\e secieties i~ 
wholly exempted from tax under the provisions of 
section BOP(2) (a) in relation to the activities of the 
society vis-a-vis its members, the same exemption 
~hould also be extended to an apex society which itself 
consists of a group of co-operative societies whose in
come is exempt under this section. (Para I-13.44.) 

20B. Section BORR should be extended to members 
of learned professions as referred to in section 10(23A) 
as also persons engaged in such cultUral activities of 
the nature notified by the Central Govemme!lt. 

(Para 1-13.45.) 

CHAPTER 14-INCOMES FORMING PART Or 
TOTAL INCOME ON WIDCH NO INCOME-TAX 

IS PAY ABLE AND OTHER PROVISIONS OF THE 
ACI' 

209. Clause (iii) of section 86 should be deleted 
and share of profit of a partner in an unregistered 
firm should not be included in the total income of 
the partner in his assessment. As under the existing 
law share of loss of a partner in an unregistered firm 
should not be apportioned to him and should not be 
available for set off against his other income. 

(Para I-14.4.) 

210. An ass~cia~ion of person~ sho~ld not be sepa
rat~ly taxed. on. Its mcome where 11 re~sters particulars 
of 1ts constJtutJOn and the profit-shanng ratios of the 



members under a procedure similar to that of regis
tration of firms outlined in the Interim Report. In 
circumstances where a firm would hm-e been treated as 
an unregistered firm, an association of persons should 
be separately assessed and be taxed on its income at 
the flat rate of 60 per cent. As a corollary the provision 
in sub-clause (v) of section 86 should be deleted. 
The loss of an association of persons which is register· 
ed and the loss of one which is separately assessed 
should, likewise, be treated similarly to the loss of a 
registered firm and the loss of an unregistered firm, 
respectively. (Para 1-14.8.) 
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211. A body of individuals should not be taxed as 
a unit on its income where it registers particulars of 
its constitution and profit-sharing ratios of the indivi
duals constituting the body, under a procedure similar 
to that recommended in the case of an association of 
persons. In circumstances similar to those where an 
association of persons would be separately assessed and 
taxed at the flat rate of 60 per cent, a body of indi
viduals should be separately assessed as a unit but not 
at the flat rate of 60 per cent but at the appropriate 
slab rates of tax. The loss of the bodv of individuals 
which is registered and the loss of one which is sepa
rately assessed as a unit should likewise be treated 
similarly to the loss of an association of J?Crsons which 
is registered and the loss of one which IS assessed as 
a unit, Jespectively. Where a body of individuals is 
assessed as a unit, the individual members should not 
be again assessed in repect of any income falling to 
their hare in the income of the body. (Para 1-14.10.) 

212. Where property is held in trust, and the tru!l
tees carry on a business, if an assessment is made in· 
the status of body of individuals, taking the benficiaries 
of the trust collectively. The recommendation made 
in the preceding paragraph would ensure that the tax is 
appropriately charged in the hands of the respective 
beneficiaries rather than on the body of individuals as 
a single independent entity. If the assessment is made 
on the trustees, they would only be representative as
sessees and thus be assessed in like manner and to the 

- same extent as the beneficiaries in relation to their res-
pective shares. (Para 1-14.11.) 

213. The right to declare the consmuuon or me 
body of individuals and seek separate assessments of 
the members should not extend to the members of the 
body of individuals consisting only of husband and 
wife governed by the system of community of pro
perty in force in the Union Territories of Dadra and 
Nagar Haveli and Goa, Daman and Diu, if they are 
otherwise assessable as a body of individuals. 

(Para I-14.12.) 

214. An express statutory provision shduld be made 
that once a firm, a'ssociation of persons or body of 
individuals is assessed, the income in question cannot 
again be asses~ed in the hands of the constituents of 
the firm, a~sociation of persons or body of individuals. 
However, if the individual members are first assessed, 
it should not be constmed that the formalities of re~st
ration are automatically complied with and the De
partment should not be prevented from framing an 
assessment on the firm, association of persons or body 

of individuals, as the case may be, in the circumstances 
where such an assessment would lie. However, in such 
a situation the prior assessment that may have been 
made on any of the individual members should be 
appropriately rectified as a mistake apparent from the 
record, and the tax, if any, collected should be duly 
refunded. In other words, the procedure of assessment 
ceases to be matter of choice for the Department anc.l 
it is only according to the clear circumstances as oUl
lined earlier that assessments would be made either 
on the firm, association of persons or body of indivi
duals as a unit of assessment on the one hand or the 
individual members thereof on the other. 

(Para 1-14.15.) 

215. Apart from such a specific provision to prevent 
double assessment, a general provision to prevent 
double assessment should be enacted, preferably in the 
charging section itself. (Para 1-14.16.) 

216. The provisions for clubbing incomes of the 
spouse of an individual and of a minor child of the 
individual, as obtaining in relation to a firm under 
section 64(l)(i} and (iii}, should be enacted corres
pondingly in relation to an association of persons which 
Is engaged in a profit earning activity but not in rela
tion to a body of individuals. (Para 1-14.17.) 

217. The flat rate of tax to be charged under sec
tion 164 should be 60 per cent m place of 65 per 
cent. As this rate of 60 per cent is the maximum rate 
recommended, the question of applying the alternative 
higher rate applicable to an association of persons 
would not arise. (Para I-14.25.) 

218. Sections 236 and 236A should be deleted. 
(Para 1-14.27) 

CHAPTER 15-THE COMPANIES (PROFITS) 
SURTAX ACf 1964 

~19. The levy of surtax should not be merged with 
the mcome-tax on companies. The levy of surtax under 
the Surtax Act may be continued. (Para 1-15.5.) 

220. The deductions to be made from the total in
come under. rule 1 ~f the rules for computing charge
able .profits m the First Schedule should necessarily be 
restricted to the net amounts, if any which remain 
included in the total income as comp~ted under the 
Income-tax Act. (Para 1-J 5.9.) 

221. Clause (xii) should be deleted rrom rule 1 of 
the First Schedule. (Para 1-15.10,) 

222. The provis!on in sub-cla~se (b) of clause (i) 
of 11!1~ 2 of the First Schedule IS redundant and this 
proVIsiOn should be deleted. (Para J-15.11.) 

223. Rule 3 of the First Schedule should be deleted. 
(Para I-15.12.) 

224. The two terms, "reserve" and "provision" 
should be defined under the Surtax Act by adopting 
for that purpose the definitions in Part III of Schedule 
VI to th~ Companies Act, 1956. (Para J-15.14.) 



22S. Rule 2 of the Second Schedule should be 
amended to secure that :-

(a) the adjustment w!th reference. to assets the 
income whereof IS excluded IS made on the 
basis of the book value of the said assets ; 

(b) rule (2) (ii) refers only to amounts e~~luded 
in computing the c~ital under rule 1 (n!) and 
items (S), (6) and (7) referred to ID the 
Explanation to rule 1 ; 

(c) rule 2(ii) relates to the position as on the 
1st day of the previous year. (Para I-15.18.) 

226. Explanations 1, 2 and 3 appearing after rule 2 
of the Second Schedule should be placed at the end of 
the Second Schedule, expressly clarifying that they 
apply to all the rules of the Second Schedule. 

(Para I-1S.19.) 

227. The application of rule 3 of the Sec~nd Sche
dule in cases ~f amalgamation of two compamc~ should 
entitle the amalgamated company to reckon the mcre~se 
in the paid up share capital as from the date from whtch 
the amalgamation is effected and not only from the 
date of actual allotment. (Para I-1S.20.) 

228. An Explanation should be added to rule 4 of 
the Second Schedule clarifying that no diminution 
under rule 4 is to be made with reference to the items 
of income in relation to which the company has been 
allowed deductions under Chapter VIA of the Income
tax Act. (Para I-15.24.) 

229. The deficiency in chargeable profits with refe
rence to the standard deduction relating to a year 
should be allowed to be carried forward and set o1f 

· in the following three years before the determination 
of the chargeable profits which attract surtax liability. 

(Para I-15.27.) 

230. The statutory deduction under the Surtax Act 
should be increased from IS per cent to 20 per cent 
of the capital. (Para I-15.29.) 

231. Surtax should be levied at the fiat rate of 40 
per cent on the amount by which the chargeable profits 
exceed the standard deduction. (Para I-1S.30.) 

232. Continuation of any artificial condition about 
the composition of the capital as computed for surtax 
for the purposes of the proviso in the Third Schedule, 
is not favoured ; the third condition in the said pro
viso, that paid-up capital subscribed in cash should 
be not less than 25 per cent of the 'capi!al', for apply
ing the ceiling of 70 per cent, should be deleted. 

(Para I-1S.31.) 

233. The provision for a ceiling on the total inci~ 
dence of surtax and income-tax should be amended 
as under:-

(a) a ceiling of 70 per cent on the total inci
dence should apply in the case of domestic 
companies which are widely-held (section 
108) ; . 
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(b) 

(c) 

a ceiling of 7S per cent on the total incidence 
should apply in the case of all other com
panies; 
the ceiling should not be made conditional 
upon fulfilment of any requirement about the 
composition of the capital as computed for 
the purposes of surtax. (Para l-1S.32.) 

CHAPTER 16-WEALTH-TAX 

234. Debts which are utilised for acquiring property 
on which wealth-tax is not charged either because such 
property falls outside the definition of .,'assets' or i~ is 
specifically exempted from charge by virtue of section 
S should alone be disqualified from deduction in deter
mining the net wealth. (Para I-16.4.) 

23S. Disputed demands for tax, penalty or interest 
under direct tax laws should be allowed as a debt on 
the valuation date so, however, that if the demand is 
altered as a result of appellate proceedings or other
wise, the assessment in question shall be appropriately 
rectified under section 3S of the Act. (Para I-16.5.) 

236. The provision in item (b) of sub-clause (iii) 
of clause (m) of section 2 should be deleted and the 
restriction on allowing tax demands remaining out
standing for more than 12 months should be removed. 

(Para l-16.6.) 

237. Suitable administrative instructions should be 
issued so as not to treat as an asset, claims for en~ 
hanced compensation which are not finally decided as 
at the valuation date. In the alternative a clarificatory 
Explanation may be inserted in section 2(m) of the 
Act. (Para 1-16.7.) 

238. Sub-section (IA) of section 4 should be 
amended to cover property gifted by , the individual 
to the Hindu undivided fain.ify. (Para I-16.8.) 

239. Sub-section (3) of section 4 may expressly be 
made applicable to assets included in the net wealth 
of the taxpayer under section 4( IA) to allow deduc
tion of debts referable to such assets. (Para 1-16.9.) 

240. The provision in sub-section (SA) of section 
4 regarding gifts by book entries should correspond
ingly be reflected in the Gift-tax Act as well, where 
also such a transaction should not be regarded as a 
gift. On the delivery of money or money's worth, the 
gift should be regarded as effective so as to attract 
gift-tax and to warrant exclusion from the net wealth 
of the donor, subject to the other clubbing provisions. 
Such amendment should be made with retrospective 
effect from 1st April, 1976, when sub-section (SA) 
came into force. (Para I-16.10.) 

241. An express provision against double assess
ment should be made in the charging section. 

(Para I-16.11.) 

242. Reliefs under the Wealth-tax Act should be by 
way of straight deductions and not by way of rebate 
at the average rate of tax. (Para 1-16.12.) 



243. Exemptions left to notifications should be con
solidated in a schedule. to the Wealth-tax Act which 
may be altered by the Central Government under a 
specific authority conferred by the Act. 

(j>ara I-16.13.) 

244. Section 5(a)(xa) should be amended as 
under. 

"The amount of any outstanding fee in respect of 
professional service rendered by the assessee 
as a lawyer, solicitor chartered accountant, 
architect, engineer, medical practitioner or 
such other professional service as may be 
notified in this behalf by the Central Govern
ment in the Official Gazette, where the books 
of account are regularly maintained on the 
cash system of accounting". (Para 1-16.24.) 

245. Such a provision should be made operative re
trospectively from the date the Wealth-tax Act came 
into force, as it is largely clarificatory and it is also 
intended to settle the controversies in a large number 
of assessments which are unsettled. (Para 1-16.25.) 

246. A specific provision should be introduced in 
section 5 of the Wealth-tax Act to exempt from tax 
the net wealth of all such bodies, associations or in· 
stitutions as enjoy exemption from income-tax on their 
income under the provisions of section 10 of the In
come-tax Act. (Para I-16.26.) 

·cHAPTER 17-GIFT-TAX 

247. Treating gifts as income under the Income·tax 
Act is not favoured ; the Gift-tax Act should continue 
in its present form. (Para I-17.3.) 

248. Concepts which are common to the direct tax 
laws should, as far as possible, bear the same con
notation under all the laws. The definition of 'com
pany' as contained in the Income-tax Act should be 
made applicable for the purposes of the Gift-tax Act, 
too. (Para 1-17.4.) 

249. An Explanation should be added at the end 
of section 2(xii) clarifying that where there is a bona 
fide change in the constitution pf a firm engaged in one 
of the learned professions, it shall not be regarded as 
a gift. · (Para 1-17.6.) 

250. Another Explanation should be added at the 
end of section 2(xii) clarifying that where a bona fide 
change in the constitution of a firm carrying on anv 
business is made on grounds of commercial expediency, 
it shall not be regarded as a gift. (Para 1-17.7.) 

251. No part of the premium paid on a life in
surance policy effected under the Married Women'~ 
Property Act should be regarded as a ¢ft. 

(Para 1-17.8.) 

252. A transfer by way of gift by an individual to 
the Hindu undivided family of which he is a member 
should, be treated in like manner as property im
pressed with the character of joint family property or 
thrown into the common stock of the family under 
section 4(2) of the Gift-tax Act. (Para 1-17.9.) 
4 RS&P/78-19 
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253. Section 18 of the Gift-tax Act should expressly 
permit the taxpayer to compute the advance gift-tax 
by taking into account the rebate on stnmp duty under 
section 1SA. (Para 1-17.12.) 

254. The provisions of section !SA should be 
amended to allow full credit for the stamp duty paid 
on an instrument of gift against the gift-tax payable 
in every cnse without any limitation. (Para 1-17.13.) 

CHAPTER IS-VALUATION OF ASSETS 

255. There is no reason why the value of assets by 
and large should be determined differently under the 
Wealth-tax Act from that under the Gift-tax and Estate 
duty Acts. There is need for evolving, as far as pos· 
sible, a uniform system of valuation under these laws 
in view of the fact that the basic concept of the price 
in the open market is common. (Para 1-1S.2.) 

256. Any rules which may be framed for determin
ing the market value of assets should as far as possible 
be made applicable to aU the direct tax statutes. 

(Para I-18.5.) 

257. For the purposes of valuation of unquoted 
equity shares of companies ; 

(a) rule 10 of the Wealth-tax Rules should be 
deleted and in its place fresh rules should 
be notified by the Government after con· 
sultation with the Institute of Chartered 
Accountants of India who may evolve guide· 
lines for valuation ; 

(b) the rules/guide-lines should be framed sepa
rately for companies in four different eate· 
gories, viz., ( i) industrial, (ii) investment, 
(iii) trading and (iv) others, including ser• 
vice companies ; 

(c) the auditors of the companies whose shares 
are not quoted should be required to furnish 
a statement, to be attached to the audited 
statements of accounts, showing the valuation 
of the shares of the company as at the 
balance-sheet date with a certificate to the 
effect that the value has been determined in 
accordance with 1he rules framed under tht 
direct tax laws ; 

(d) 

(e) 

the statement of valuation should be reason
ably explicit so that the figures adopted in 
the statement are readily verifiable with re
ference to the audited statements of account 
and the process by which the value of the 
share determined is reasonably clear ; ad
justments which may be made by the audi
tor should be clearly reflected in the state
ment; 

the value as determined in the statement of 
valuation by the company's auditor should 
be adopted by the assessing officer for all 
the direct tax laws unless the officer is of 
the opinion that the value needs to be modi
fied to the extent the valuation is not in con
formity with the rules notified under the Act ; 



(f) the value to be adopted on the basis of the 
aforesaid statement should relate to the date 
of the balance-sheet either coincident with 
or immediately preceding the valuation date. 

(Para 1-18.12.) 

258. Rules 10(2) and 10(4) of the Gift-tax Rules 
should be deleted. (Para 1-18.13.) 

259. Rule 1C(l) of the Wealth-tax Rules should be 
amended to provide for the normal yield on preference 
shares to be 1 per cent over the rate notified by the 
Controller of Capital Issues under the Capital Issues 
(Exemption) Order. (Para 1-18.14.) 

260. The rate of interest under clause (c) of the 
Explanation to rule 1B(l) of the Wealth-tax Rules 
should be equivalent to the rate of interest allowed 
by public sector banks on long term fixed deposits of 
more than 5 years duration. (Para 1-18.15.) 

261. Agricultural lands including plantations may 
be valued by capitalisation of the income therefrom 
at rates to be notified by the Board. (Para 1-18.18.) 

262. House property should be valued on the basis 
of capitalisation of incqme as recommended in the In
terim Report, for all direct tax laws. No separate 
valuation of development potential of the property 
should be made. However, open land and surplus land 
should be separately valued on the basis of estimation 
of the open market value. (Para 1-18.20.) 

263. Rules 2A to 2F of the Wealth-tax Rules should 
be substituted by rules which provide for the valua
tion of a business concern as a whole on the basis of 
the balance-sheet drawn up in accordance with the 
method of accounting and the determination of the 
excess of assets over liabilities as per such balance
sheet. The only adjustments which need be made 
should be those which the circumstances of the case 
may require, such as adjustments for any departure 
from the method of accounting, or straight write offs 
of assets, like capital assets for scientific research or 
excessive write off of depreciation beyond that per
mitt~d under the tax laws. No adjustments of hypo-, 
thehcal nature or adjustments to individual items as 
at present contemplated in rules 2A to 2F should be 
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made. The taxpayer should also not be entitled to 
deductions for liabilities like gratuity, bonus, etc., 
which remain unprovided in accordance with the 
method of accounting. In particular, no adjustments 
which amount to a change in the method of account
ing with reference to which income is computed should 
be made. However, assets which do not really p~r
tain to the business should be separately valued as 
under rule 2G. (Para I-18.24.) 

264. Recommendations in the preceding paragraph 
should be regarded as applicable to the case of the 
learned professions as well and the global valuation as 
contemplated in section 7(2) (a) should likewise be 
expressly made applicable to such profe~sions. 

(Para 1-18.26.) 

265. The valuation of interest in business for the 
purposes of gift-tax and estate duty should be on 
the basis of capitalisation of the income. The value 
should be determined on the global valuation basis by 
capitalisation of the income of the business leaving the 
actual computation of the income as well as the rate 
of capitalisation to the valuer and the assessing officer. 
In no case, however, the value of the business should 
be taken at a figure below the value of the net tangible 
assets as shown in the balance-sheet, the justification 
being that in making the valuation, negative value of 
intangibles should be ignored. (Para 1-18.27.) 

266. Rule 2 of the Wealth-tax Rules should clarify 
that in allocating the net wealth of a firm among the 
partners, the interest of each partner would be deemed 
to comprise of the assets qualifying for exemption 
under section 5(1) of the Wealth-tax Act and other 
assets on a proportionate basis. The same procedure 
should also apply in allocating the net wealth of an 
association of persons or body of individuals among its 
members. (Para 1-18.29.) 

_267. Rule 10(1) of the Gift-tax Rules which pres
cnbes the cash surrender value as the value of a policy 
of insurance is fair and reasonable. (Para 1-18.30.) 

268. Where the period for which a gift is not re
vocable is less than one year, the actual income for 
the period upto the date of revoc·ation should be dis
counted for determining the present value of the gift. 

(Para 1-18.31.) 
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DIRECT TAX LAWS COMMITTEE 

FINAL REPORT-PART 11 

INTRODUCTORY 

Il-0.1. We now turn to the procedural and 
administrative aspects of the direct tax laws. In Part I 
of this Report. while examining the feasibility of conso· 
lidating the laws relating to income-tax, wealth-tax, 
gift-tax and surtax on company profits into one enact
ment in accordance with one of the terms of Ieference, 
we have expressed the view that though the ideal solu
tion would be to have a single new Act consolidating 
both the substantive and procedural provisions relating 
to the four taxes as the consolidation of the substantive 
law would be time-consuming, only the procedural pro
visions relating to the four direct taxes should be con
solidated into a single enactment while keeping the 
substantive provisions in separate Act as they are today. 
The consolidation of the procedural provisions relating 
to these four taxes is not likely to present any serious 
problem as, not only the administrative authority is the 
same for all the four taxes but the broad framework of 
the procedures is also common to them. The proceed
ings are set in motion through a return followed by a 
process of assessment and quantification of the base and 
the tax. The procedures for appeals, rectifications, revi· 
sions, collection of taxes, levy of penalties, etc., are aslo 
the same. The position is, however, materially different 
in the case of estate duty where the charge is attracted 
with reference to the event of death and the assessment 
process is also different. For this reason we are of the 
view that estate duty legislation should remain as a self
contained statute embracing both the substantive law 
and the procedural law. 

11-0.2. Our study of the taxation laws and procedures 
of some of the developed countries like U.K., U.S.A. 
and Japan shows that, while there are several taxes. 
some direct and some indirect levied in those countries 
the procedure for the levy and management of these 
taxes is common and is spelt out in a common code. 
We are of the view that, in our country also, introduc
tion of a uniform procedure for the administration of 
the four Central direct taxes is a reform overdue. 

Il·0.3. We are of the view that an integrated proce
dure for the administration of income-tax, wealth-tax 
and surtax on companies would go a long way in ensur
ing uniformity in their administration and removing the 
various minor disparities in procedure, which often 
lead to mistakes in assessments. Above all, this would 
facilitate better voluntary compliance by taxpayers with 
their obligations under all these tax laws. We accord
ingly recommend the enactment of a consolidated code 
layin& down one unifonn procedure for the manage
ment and administration of the four Direct Taxes 
oBJIIely, Income-tax, Wealth-tax, Gift-tax and Surtax 
on company profits. 
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11-0.4. While separating the procedural and administ
rative aspects of the direct tax laws from the substantive 
provisions, we IYdve given serious thought to some of the 
provisions which arc on the borderline between the two. 
We have generally approached this task on the basis 
that any provision of the law which caslS a substantive 
liability on the taxpayer or gives him a substantive right 
should be considered as a substantive provision, whereas 
provisions which are auxiliary or merely assist in en
forcing the rights and duties of the taxpayer should be 
regarded as procedural in character. In borderline 
cases, where the substantive provisions are interwoven 
with the procedures, or where procedures by them
selves generate certain rights or liabilities, we have 
classified the provisions either as substantive or pro
cedural, keeping in view the legislative intent under
lying them and facility in administration. 

11-0.5. In conformity with this approach, we have 
divided the procedural and administrative aspects of the 
tax laws into the following Chapters for the purposes 
of the separate enactment :-

Chapter I : Preliminary 

·Chapter 2 : Administration 

Chapter 3 : Pre-assessment payment of taxes 

Chapter 4 : Assessment procedure 

Chapter 5 : Penalties 

Chapter 6 : Appeals, references and revision~ 

Chapter 7 : Settlement of cases 

Chapter 8 : Payment and refund of taxes 

Chapter 9 : Recovery of taxes 

Chapter 10 : Liability in special cases 

Chapter II : Registration of firms, and associa 
tion of persons and bodies of indi
viduals 

Chapter 12 : Offences and prosecutions 

Chapter 13 : Miscellaneous provisions 

Chapter 14 : Approvals under the tax laws 

These Chapters will cover the procedural provision~ 
contained in Chapters I, XI, XIII. XIV, XV, XVI, 
XVII, XIX, XIXA. XX, XXI, XX!l and XXIII of, 
and the Second, Third and Fourth Schedules to, the 



income-tax Act, and the correspondinJ: provisioru 
of the Wealth-tax Act, Gift-tax Act and Companies 
(Profits) Surtax Act. We shall in the following 
Chapters of this Report, deal with each one of these 
aspects in detail and indicate our thinking as to the 
steps necessary for integrating the procedures for 
all direct taxes and also for streamlining the present 
provisions in regard to these matters so as to make 
the administration of these taxes simpler, more 
purposeful and convenient to tax-payers and the 
Department. 

II-0.6. In recommen,ding the integration of the 
procedural and administrative provisions relating to 
these direct taxes into a common code, it is not our 
intention that there should be common proceedings 
for the levy of these taxes in any given case. As the 
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substantive provisions relating to the computation of 
the tax base and the application of the tax rates 
under the different tax laws are different, the pro
ceedings for the leV}'I of these taxes may have to be 
independent of one another. What is aimed at is a 
common nomenclature for the authorities who 
administer these taxes, a common assessment procll
dure, a common appellate procedure, a common 
procedure for recovery of the taxes and other ancil
lary matters. Thus. while leaving open the question 
of having a common proceeding for the assessment 
and collection of the four direct taxes, we recom
mend that ·the proceedings for the a&se5Slllent and 
c:ollection of these taxes in any given c:ase should, 
as far as possible, be taken up and completed 
simultaneously, so as to save the time of the Depart
ment as also of the taxpayer. 



CHAPTER 1 

PRELIMINARY 

11-1.1. The opening Chapter of the consolidated 
enactment for the management and administration of 
the direct taxes will deal with the title of the enact
ment, its commencement, its scope and application 
and also the definitions which would be relevant to 
its various provisions. 

Title 

11-1.2. As regards the title of the enactment, we 
recommend that the proposed Act may be titled 
"The Direct Taxes Management and Administration 
Act''. This title would, in our opinion, indicate 
that the provisions of the proposed Act would nol 
merely contain the procedural provisions governing 
the assessment and collection of the direct taxes but 
also specify the authorities responsible for adminis
tering the laws and their powers and functions, and 
also deal with defaults and offences under these 
laws, penalties for such defaults and prosecution for 
such offences. We shall for the sake of brevity, 
refer to the proposed enactment as the "Manage
ment Act" in this Report. 

Commencement 

II-1.3. When the Indian Income-tax Act, 1922, 
was replaced by the Income-tax Act, 1961, elabo
rate transitional provisions were set out in sectbn 
297 of the latter Act with the intention of smoothen
ing the process of transition and reducing the area 
of doubts, disputes and litigation. These transitional 
provision&, however, led to considerable problems and 
litigation which could not be totally obviated or resol
ved even by the exercise of the power to remove diffi
culties- vested in the Central Government under 
section 298. In the light of the experience gained in 
the working of these provisions, we are of the view 
that the old laws should continue upto and inclusive 
of a specified assessment year, say, 1979-80. All 
proceedings relating to assessments for the assess
ment years upto and inclusive of the assessment year 
1979-80 would be taken undor the old law irrespec
tive of the time when such proceedings· are initiated, 
carried out or concluded. The new law would only 
I!PPIY for and from the immediately following assess
ment year, i.e., 1980-81. For all proceedings relating 
to the assessment year 1980-81 and subsequent 
years, the new law would operate. Such an approach 
would eliminate controversies in regard to the ques
tions whether a change in the statute relate~ to 
substantive law or to procedural law. The principle 
of applying the law as in force on the first dav of 
the assessment year is now well-recognised and ·is in 
fact. generally applied whenever amendments 'are 
made to the Jaw. 

11-1.4. At the same time, it is not our desire to 
keep the old and new provisions in totally water
tight compartments. If it is found that it is desirable 
to apply the new procedures even in respect of assess
ments relating to earlier years, this could still be 
achieved by moving amendments to the old Act. By 
way of illustration, when the Central Tax Court, 
recommended by us elsewhere in this Report, is 
established, it would be desirable to transfer nil pend
ing references, etc., from the High Courts to the 
Central Tax Court even though they may relate to 
earlier assessment years. This could be achieved by 
specific amendments to the old Jaw. Likewise, appeals 
against orders of the Tribunal arising after the 
constitution of the Central Tax Court would have to 
be referred to the Central Tax Court irrespective of 
the year of assessment to which they relate. Here 
also necessary provision could be in.corporntcd in the 
old Jaw. 

Il-1.5. We accordingly recommend that lhe provl· 
sions of lhe old law shoUld continue upto and 
inclusive of a specified ll!lSessment year, say, assess
ment year 1979-80. The new prorisions based on 
our recommendations should apply for and from the 
immediately following ll!lSe95ment year, I.e., 1980·81 
Whenever the Government desires to adopt the new 
procedure even for earlier assessment years, this 
should be achieved by appropriate amendments to 
the old law. 

Scop~ and Application 

II-1.6. We are of the view that the scope and appli
cation of the Management Act should be clearly 
spelt out in the "Preliminary" Chapter of that Act. 
We, accordin~y, recommend lhat lhere should be " 
specific provision in the Ma1111p.ement Act mnkinjl It 
applicable to the assessment and coDection of the 
foDowing direct taxes, namely :-
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(i) Income-tu ; 

(ii) Wealth·tax ; 
(ib") Gift-tax ; and 

(iv) Snrtax on Company Profits. 

If, in future, lhe Government considel'll It neces
sary to levy any olher direct tax, lhe procedure for 
the asses~ment and coDection of such tax should also 
be governed by the ManaJlement Act. 

Definitions 

11-1.7. The preliminary Chapter will also contain 
definitions of various terms which are relevant for 



the purposes of the Management Act. We recom· 
mend that there should also be a specific provision 
that words which are not defined in the Management 
Act but are defined in the substantive enactment 
will have ·the same meaning for tbe purposes of the 
Management Act and, col'respondingly, there should 
be a similar provision In the substantive enactment 
to the effect that words wh:ch a,re defined in the 
Management Act but not in the substantive enact· 
ment will have the same meaning for the purposes 
of the substantive enactment a1so. On present 
indications, we are of the view that the following 
terms should be defined in the definitions section of 
the Management Act :-

1. Appellate Tribunal. 
2. Approved gratuity fund. 
3. Approved provident fund. 
4. Approved superannuation fund. 
5. Assessment. 

6. Assistant Commissioner. 
7. Board. 
8. Commissioner. 
9. Commissioner (Appeals). 

10. Deputy Commissioner. 

II. Director of Inspection. 
12. Director, manager, etc. 
13. Direct Taxes Act. 
14. Direct Taxes Officer. 
15. Executor. 

16. Inspector of Direct Taxes. 
17. Legal representative. 
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18. Prescribed. 
19. Principal officer. 

20. Public servant. 
21. Reassessment. 

22. Regional Commissioner. 

23. Registered association. 
24. Registered body of individuals. 

25. Registered firm. 

26. Registered valuer. 

27. Regular assessment. 
28. Settlement Commission. 

29. Tax. 

30. Tax Court. 
31. Tax return. 

32. Unreg'stered association. 
33. Unregistered body of individuals. 
34. Unregistered firm. 

Some of the above definitions . already lind pl~ce in 
the existing direct tax laws. They are proposed to 
be incorporated in the definitions section of the 
Management Act as they have greater relevancy for 
the purposes of the procedural provisions of the 
tax laws. Apart from these, some new definitions 
are also required to be added. Some of these are 
necessitated by the integration of the procedural 
provisions of the various direct tax laws. Others are 
consequential to the suggestions made in our Interim 
Report and this_ Report for the rationalisation or 
simplification or the procedural laws. 



CHAPTER 2 

ADMINISTRATION 

Direct Taxes Authoritiel 

II-2.1. Chapter 2 of the Management Act will in
corporate the provisions at present contained in Chap
ter XIII of the Income-tax Act and corresponding 
provisions of the other direct tax laws. These pro
visions specify the authorities who are empowered to 
exercise the powers and perform the· functions under 
.different direct tax laws, their appointment and span 
of control, their jurisdiction, powers and duties, and 
also the procedures for disclosure of information 
relating to taxpayers. Under the existing provisions, 
the Central Board of Direct Taxes heads the hierarchy 
·of tax authorities, followed by Directors of Inspection, 
Commissioners of Income-tax/Wealth-tax/Gift-tax, 
Assistant Commissioners of Income-tax/Wealth-taJ./ 
Gift-tax, Income-tax ·Officers/Wealth-tax Officers/ 
Gift-tax Officers and Inspectors of Income-tax/ 
Wealth-tax/Gift-tax. Once the procedural provisions 
of the different direct tax laws are integrated, com
mon designations will have to be evolved for the 
authorities· responsible for administering such tax 
laws. 

Designations of Officers 

II2.2. In this context, we have considered it desir
able to review the appropriateness of the present 
designations of the officers of the Income-tax Depart
ment at various levels. The present cadre of Income
tax Officers consists of Class I Officers in the Senior 
Scale and Junior Scale and Class II Officers. The 
Income-tax Act and other direct tax enactments do 
not make any distinction, as regards the powers and 
functions, between one class of Income-tax Officers 
and another, or between a Senior Scale Income-tax 
Officer and a Junior Scale Income-tax Officer in the 
Class I cadre. Although efforts were made from time 
to time to classify the charges of Income-tax Officers 
as Senior Scale charges, Junior Scale charges, or Class 
II charges, and have these manned by officers of 
appropriate status, in practice, these attempts have 
not been. successful. The reasons are partly technical, 
viz., difficulties in creating homogeneous charges which 
can b~ definitely classified as a Senior Scale charge, or 
a Jumor Scale charge or a Class II charge, and partly 
administrative, viz., difficulties in finding an officer 
of the appropriate status to be posted to a particular 
charge. The result has been that it is not uncommon 
to find an Income-tax Officer. Class II, holding a 
charge with high revenue potential and containing im
portant cases requiring investigation, such as a Com
panies Circle or a Central Circle, while a Class I 
Income-tax Officer may sometimes be in charge of .a 
comparatively unimportant Circle. This situation has 
naturally given rise to a grievance among the Class II 
Officers, on the one hand, in that they are asked to 
perform functions of an onerous character without 
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appropriate compensation, nn,d amonll the Class I 
Ollicers, particularly those in the Scmor Sculc, on the 
other, in as much as they bear the ~:nne designation 
as other officers who arc much junior to them in the 
service and who draw much IOI\\!r emoluments. 

II-2.3. We have taken note of the recommendations 
made by the Wanehoo Committee and also the sug
gestions made by the Working Group on Ccntrul 
Direct Taxes of the Administrative Reforms Commis
sion. The Wanchoo Committee had, in its Final 
Report, recommended a change of de~irnation for cer
tain income-tax authorities. That C~•mmittee had 
expressed the view that in any administrative set-up, 
?c~~gnations had an important place, as these broadly 
md1cated the grade and level of responsibility of an 
officer and provided an index for comparing positions 
in ?iffe~ent depa~tm_ent~; and further, a c~ange of 
designation was mdicallve of advanc:ment m official 
career and, as such, had a considerable effect on the 
morale of the officers. That Committee accordingly 
recommended redc~ignation of Income-tax Officers 
Class I Senior Scale as Assistant Commissioners and 
redesignation of Assistant Commissioners as Deputy 
Commissioner~. Although th7 Government accepted 
one part of this rccommendahon, namely the redesig
na_ti~n of Assista_nt Commis~ioners as t)eputy Com
missioners, and mcorporated an amendment to that 
effect in the Taxa~ion Laws. (Amendment) Bill, 1973, 
the Select Committee considered it unnecessary to 
change the existing designations of officers, with which 
the tax-paying public were familiar. 

II:2.-4. In the COJ:'text of integrating the procedural 
prOVISIOnS . ~f the d.Ia:ere~t tax laWS, redesignation Of 
the authonltes adm1mstermg them has become inevit
able. We are of the view that this is the opportune 
time for rationalisin,g the designations of the authorities 
functioning under the direct tax laws. We recommend 
that the existing cadre of assistant commissioners 
should be redesignated as depufy commissioners and 
that Income tax Officers, Class I, in the seruor scale 
should be designated as assistant commissioners. Thi; 
would hring the designations of the oflicers of the 
Income-tax Depart_ment on par with the designations 
of the corresponding levels of officers in the sister 
revenue service of Customs and Central Excise. 

· II-2.5 .• we also recommend that suitable provision~ 
~ made 10 the law so as to enable us•istant commls
s.orers (n.ew designation) to perform all the functions 
and exerctie all the powers of the a•se•sing authority. 

H-2.6. The redesignation of officers in Class I Senior 
Scale a~ Assistan~ Commissioners, as recommended 
by us m an ear).ier paragraph, will accentuate the 
need for classifying the assessment charg('S Senior Scale 
Charges and others. Th~ existing difficulties in postin~: 



officers of the appropriate status to various cba~ge~ may, 
however, still persist. The W~nch'?.o Committee bat! 
reconunended in para 6.69 of 1ts Fmal Report that, 
where a Qass II Officer i& required to hold a charge 
meant for a Senior Class I Officer, he should be com
pensated for the higher responsibilities that he.w'?uld be 
required to shoulder by the grant of an offic1atmg or 
charge allowance of Rs. 1 SO per month! . in addition 
to his grade pay in, Class II. Th:s deCISion has not 
so far been implemented by the Government. yYe 
arc of the view that there is urgent need for redressmg 
the just grievances of Class II. Offi~ers .• We, acc?rd
ingly, recommend that the cluss1ficahcn 01 charges mto 
senior scale charj!es and . olhcr cha~es should be 
brought about a'nd, where a class II otfic~r is required 
to hold a senior scale charge, he should be appro· 
priately compensated for the higher responsibility that 
he is required to shoulder. 

First Appellate Aurhority 

II-2.7. In the existing cadre of Assistant Commis
sioners, there are two categories, namely, Impecting 
Assistant Commissioners and Appellate Assistant 
Commission.ers. Inspecting Assistant Commissioner• 
exercise administrative control and supervision over the 
work of Income-tax Officers. They may also be 
vested with powers of making assessments where spe
cifically directed b_Y the Commissioner. Appellate 
Assistant Commisstoners constitut.: the first appellate 
authority over the orders of Income-tax Officers. 
Recently, an additional first appellate authority ha~ 
been created at the level of Commissioner (Appeals), 
to whom appeals against specified orders of the 
Income-tax Officer would lie, while appeals against the 
remainin)! orders of the Income-tax Officer would con
tinue to lie to the Appellate Assistant CommiS'Sioner. 
This dichotomy at the· first appellate level has been 
brought about pursuant to the changes introduced in 
the assesment procedure on the recommendations of 
of the Wanchoo Committee, accordin~t to which as~ess
ments involving additions to returned income exceed
ing Rs. 1 Iakh (or anv other limit, not below 
Rs. 25,000, which may be notified by the Board) 
are to be made by the Income-tax Officer after issuine: 
a draft assessment order to the assessee and after the 
asse~see's objections, if any, thereto are heard and 
directions given by the Jn~pecting Assistant Commis
sioner. We have, elsewhere in this Report, recom
mended the discontinuance of this practice, without, 
however, detracting from the Jnspectin~ Assistant 
Commissioner's powers of being associated continuous
ly in the process of assessment in important cases. Jn 
our view, the association of the Inspecting Assi<tant 
Commissioner in the process of assessmem through all 
its sta~s is necessary not only in important cases. but 
also in all scrutiny cases in the interest of efficient 
collection of revenue. When scrutiny is limited only 
to important cases and a small prrcenta!!e of other 
cases, and such scmtinv is made in depth tinder the 
close supervisic-n and !!llidance or senior officers the 
~opeals ari<inl! therefrom are bound to raise impo~tant 
Issue~. of law and fact meritin!! considPration bv more 
~xnenoncecl ancl senior officers. Tn this backl'l"oun<l 
It wnn1d be an!'rooriate to vest all nc-wers c-f th,. first 
Dnl'ellate ~nthoritv in officer; of the Commission~,.;s 
rank .. Th1< wc-nld ensure h~tter consideratic-n of dis
puled lSSiles by the first appellate authoritv and thereb~ 
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reduce the number of appeals w~ich go up to the 
Tribunal. Apart from this reduction ~ the appe~.ls 
going to the ·rribunal and improvement In the quahty 
uf 1ne appeal decisions at the first appellate le_vel 
itself, sucn a step wou_ld also reduc.e the co~us1on 
wilich the present prov1Mons create m the mmds of 
the assessces, in that \he first appeal hes to the . Com
missioner <Appeals) in respect o.f ~ome ?rders and to 
the Appellate Assistan.t CommiSSioner m respe~t of 
olher orders even in the same ca~e. We, accordi~gly, 
recommend that appeals against orders of the direct 
taxes ollic~r, assistant commissioner a~d deputy com· 
missioner (new designations) should lie to the com· 
missioner (uppeals). 

II-2.8. According to the information .. furnish~d to 
us the sanctioned strength of ~nspectmg J\ss~stant 
Commissioners and Appellate Assistant Comilllsstoner 
is 294 and 197, respectively. Recently, 80 pos~s of 
Appellate Assistant Commissioner have been abohshed 
and 70 posts of Commissioner (Appeals) and 10 posts 
of Commissioner have been created. Under the 
~cheme suggested by us, the remaining posts of Ap
pellate Assistant Commiss~oner v.:m have to ~e. con,
verted into posts of Inspectmg Ass1stant CommiSSioner. 
Thi& would enable the Department to tighten up super
vision of the work of the assessing officers. In ac
cordance with the recommendations made in our 
Interim Report, only a small proportion of the total 
number of cases need be subjected to scrutiny every 
year. These scrutiny assessmen.ts will be; made under 
the close guidance and supervision of senior officers 
who would associate themselves in the process of 
assessment continuously. We can then expect that 
the number of appeals filed will fall substantially. 
The reconunendations which have made in our Interim 
Report for streamlining the appellate procedures and 
for introducing a system of the Board giving advance 
rulings when approached by taxpayers, will also tend 
to reduce unproductive litigation. We are of the view 
that, for dealing with the lesser load of appellate work 
that will arise in. future, it would not be necessary 
to make any large scale augmentation of the strength 
of Commissioners (Appeals) even if all first. appeals 
are entrusted to them. 

Deputy Commissioners 

II-2.9. We would like to make it clear that imple
mentation of the above recommendation should not 
result in any reduction in the cadre of Assistant Com
missioners (proposed to be redesignated as Deputy 
Commissioners). As the appeals pending with the 
present Appellate Assistant Commissioners will stand 
tran~ferred to Commissioners (Appeals), the officers so 
released from appellate work should be utilised for 
giving better direction to, and supervision of, the work 
of the assessing officers in order to achieve better 
quality of. assessment~. ~etter quality of investi11ation, 
all-round Improvement tn the collection work and 
reduction in disputes and litigation. We, therefore, 
recommend that deputy commissioners should be 
deployed exc1usiYely on SUPCI"VIsme:. guiding and 
direcfln~ the work of assessing officers. 

Additional Commissioners 

JJ-2.10. The cadre of Additional Commissioners has 
become defunct and it is not necessary to retain it 
a'' one of the tax authorities. 



Regienal Commissioners 

11-2.11. W1th the increase in the number of Com
missioners in recent years for adminisua.ive and techni
cal work, several CommissiOners have come to be 
.stationea at the same place and they share common 
Cddres of officers and s..aff. This position ob~s even 
where Commissioners are s.ationed at different towns 
in a state. With the appoin1ment of Commissioners 
tAppcab), !.he concentration of officers of the rank of 
Commissioner at various stations has increased. The 
seniormost Commissioner has to devote considerabl:: 
time to administrative matters relating to the entire 
still of the charge, covermg recruiunent, training. de
parunental examinations, coofirmations, promotions, 
transfers, postings, etc. He has also to co-ordinate the 
statistical and management reporting systems, besides 
for the whole charge. He has also the over-all responsi
handling tha revenue and expenditure accounting work 
bi!Jty for all house-keeping Junctions including accom
modation (both for ofiices and residence of officers and 
s.aff), furniture and other equipment, stationery, print
ing. publicity, etc. Moreover, the seniormost Com
llliSsioner in the metropolitan cities of . Delhi, 
Bombay, Calcutta and Madras are empowered 
by the Board to perform t)le functions of a Director 
of lnspu:tion for the entire charge for the limited pur
pose of authorising searches. In this sphere of their 
functions, these Commissioners control the activities 
of the officers of the intelligence wing who function 
for the charge as a whole. 
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11-2.12. The Wanchoo Committee considered a 
suggestion for the- creatton of an, intermediate level 
autllority, designated as Regional Commissioner, with 
a view to en.suring closer control and co-ordination of 
the functions of the Commissioners and relieving the 
Board of much of the routine work. However, that 
Committee did not approve of the suggestion mainly 
for the reason that it might contribute to delays by 
adding one more level at which references from the 
field to the Board will be processed or through which 
directions from the Board to the field will be routed. 
We have considered the matter from all its> aspects 
in ·the light of the position as it has developed after 
the Wanchoo Committee made its Report. We are 
of the view that there is urgent need for the creation 
of an intermediate level of Regional Commissioner, 
with a higher status and carrying higher emolumenllo 
than. the Commissioners in general. For the entire 
countr¥, !t would be· nece~sary to have 5 such Regional 
CommiSSioners who may be stationed, one each at 
the metropolitan cities of Bombay, Calcutta, Delhi 
and Madras, and the fifth at a central place, say, 
Hyderabad. They should be responsible for the 
administrative work relating to both officers and staff 
ir. their respective regions and for co-ordinating the 
work of the Commissioners in the matter of statistical 
and management reporting, accounting and housc
~eeping ~nctions. The Commi~sioners, in the respec
hve Reg10ns, should be subordmate to the Re~ional 
ComJ?issioner in all matters except their statutory 
funcllons. The f~a" of the Wanchoo Committee that 
the Regional Commissioner would act as a further 
brrttle-neck in the flow of communications in either 
direction do not appear to be justified, as the commu
nications on technical and statutory mattor~ can flow 

directly betw.:c:n the Board and the Commissioners 
cunc~weo m ooth uuecuons. 1 be a<1mlWStrllliVe, stll
W.tocal and accounung ma1ters arc even now oemg 
route<1 tnrougll Ule •cn,10rmost Commtssioner. At 
pr~scm, me llUllllDISL£uuve tn>pcctions ot Ule Appc:uatu 
~>l>•illll l,;OlllilllSSIOIICf'S olltces and monitOimg or 
me,r performance arc Oemg uonc by the concerned 
L.onlilltsstoo,ers. Smce the appellate Y.\Jrk would, unoer 
our reconuncndallon, be entrusted to Commlss!ooers 
tApveals), tl1e inspections of their ollic.;s and the muni
tormg ot their pertormance will necessarily huve to 
be <1one by an olliccr at a htgher lev.:!. '1 he Regional 
Commissioo,er' should, tncretorc, be made responsible 
tor tl1e administrative inspection Of the• charges or the 
Commissioners under thetr control including the Com
misstoners (Appeals). 1 he Regional Commissioners 
may also exercise the powers of Director of 1nspec
tion to the same extent as these powers are n.ow 
being exercised by the senior-most Commissioner m 
the tour metropo>htan cities. We, accordingly, recom
mend tb,e creation of a cadre of regional commiss
ioners, having the status of additional secretary to the 
Government of India. Regional Commissioners will 
be resporu.ible for administratively controUing, co
ordinating and supenising the work of the Conunis
sioners in their respective regions and will be account
able to the Board for the overall performance of their 
regions. This would re'lieve Member~ .of the Board of 
their administrative work of supervising various aspects 
of the work in their zones, which, at present, interferes 
with the effective performance of their functions as 
Members of the Board. 

Central Board uf Direct 1'axes 

11-2.13. 'The Central Board of Direct Taxes func
tions as the apex body of the Revenue Service. The 
Wanchoo Committee had considered various aspects 
of the Board's functioning and had recommended 
several reforms with a view to making the Board an 
autonomous body, independent of the Ministry of 
Finance, with the Chairman. and Members of the 
Board enjoying status equivalent to those of a Secre· 
tary to the Government of India and Additional 
Secretaries to the Government of India, respectively, 
as in the case of the P & T Board. They had also 
recommended that the Board should function as a 
body instead of each Member functioning in a water
tight compartment, and furthcr that the Board should 
enjoy financial autonomy and be independent of the 
Mmistry of Finance. Some of "these recommendations 
have been implemented. 

11-2.14. We have in our Interim Report, recom
mended that the Board should give advance rulings on 
~p:cific issues at the request of the taxpayers. Else
where in this Report, we have recommended that the· 
work of granting aPproval for the various purposes 
under the direct tax laws should be handled by the 
Board even where such approval is to be granted by 
the administrative Ministry concerned of the Central 
Government. We have also recommended in this con
text that such approval should be j!ranted within 120 
da_y_s of th~ receipt of the application in that behalf, 
fathng wh1ch the approval will be deemed to have 
been granted. All these recommendations when im
plemented, will add considerably to the quantum of 
technical work in the Board's office. The need for 
stalling of the Board's office with adequate personnel 



with the necessary technical background and experi
ence is, therdore, imperative. 

II-2.15. As regards the status of the Chairman of 
tlie Board, we would like to point out that, in pur
suanct: or our recommendation in the Interim 
Report, the status of the Chairman of the Settlement 
Commission has been raised to that ot a Secretary 
to the Gov~rnment of India. In this background, 
we consider that the Chairman of the Board ~hould 
have a similar status as recommended by the 
Wanchoo Comrmttee. 
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II-2.16. In the light of the foregoing diScussions, 
We recommend, firstly, that the Chairman of the 
Central Board of Direct Taxes should have the 
statu~ of a Secretary to the Government of India 
and, secondly, ihat the Board should have adequate 
5talf assistance and should be provided with per· 
sonnet having necessary technical background and 
exp&icncc. 

V a/uation 0 /]icers 

II-2.17. The institution of Valuation Officers has 
mvokcd considerable criticism. Under the present 
law,· the ass.:ssing officer may refer the question of 
valuation of any property to the Valuation Officer 
under certain Circumstances. Thereupon, the Valua
tion Officer, functioning as a statutory authonty, 
proceeds to value the property referred to him and 
his valuation is binding on the assessing officer. The 
Valuation Officer has also been given certain statu
tory powers to help h1m carry out his functions 
effectively. Though the valuation made by the 
Valuation Officer is binding on the assei>'Sing officer, 
it can be challenged in appeal before the Appellate 
A~>sistant· Commissioner and then before the Appel
late Tribunal. 

II-2.18. We have, in our Interim Report, recom
mended that, in the case of let-out house property, 
the market value should be determined by the 
method of capitalisation of the return actually recei
ved or which could be reasonably expected from 
such property and that the rates of capitalisation 
should be notified by the Hoard from year to _year. 
The . Wealth-ta~ Act has been recently amended to 
prov1dc that, m the case of property occupied by 
the owner for his own residence, the market value 
as on 31st March, 1971 (or the date of its acquisi
tion by the assessee, if later) should be adopted in 
the wealth-tax assessments for all subsequent years. 
In our Interim Report, we have recommended that 
the. m~th~d of determining the market value by 

· cap1.tahsal!on of. the reasonable yield should be 
ava1~able even m the case of owner-occupied pro
perl!es. These recommendations will have the effect 
of considerably reducing the area of disputes in the 
matter of valuation. 

. Il-2._1 ?· The pres<'nt provisions relating to valua
tion d1v1de the. responsibility for assessment bet
ween the a_s•e~sm~ officer and the Valuation Officer, 
each functionmg mdependently of the other Th' 
cau~es considerable inconvenience to the t · 15 

Bestdes, some Valuation Officers are pr~!aye{~ 

making unduly high valuatio7:1 which are consider
ably reduced in appeal and this tendency has creat~d 
dissatisfaction among t~e taxpayers. We have, . m 
Part I of this Report, d.ISc~sed th~ problems relating 
to valuation of properties m petail and have ~ade 
certain recommendations. If these recommendations 
are implemented, it will be n~ l~nger necessary to 
have Valuation Officers functJonmg as a statutory 
authorities under the direct tax laws. We, therefore, 
recommend that the Institution of Valuation Ofticen 
as statutory authorities under the I>i)'ect Tax Laws 
should be done away with. If necessary, the services 
of ValuatiOn Officers may be utilised by the Govern· 
ment in a purely advisory capacity iri suitable cases. 

II-2.20. To sum up, the executive cadre of the 
Income-tax Department will, according to our re
commendations, comprise the following authori
ties:-

(1) Central Board of Direct Taxe~. 

(2) Regional Commissioners. 

(3). Directors of Inspection. 
(4) Commissioners of Direct Taxe!i. 
(5) Commissioners (Appeals). 

(6) D'eputy Commissioners of Direct Taxes. 
(7) Assis~ant Commissioners of Direct Taxes. 
(8) Direct Taxes Otlicers. 
(9) Inspectors of Direct Taxes. 

Other Administrative Matters 

II-2.21. The tax authorities have necessarily to 
be assisted in the discharge of their funcl!ons by 
administrative and technical staff. Complaints have 
been voiced by many of the witnesses who appeared 
before us that the inadequate staff assistance provi
ded 'to the officers in the Department leads · to 
considerable delays and neglect of several areas ot 
work. In the course of our visits to some ot the 
Income-tax office~, we ourselves found physical 
evidence of such delays and neglect. We also found 
shortage of space and lack of essential eqUipment 
impeding the work in the tax offices. We recom· 
mend that the manpower ll.llSistance to the officel's 
at various levels in the department should be ade
quately augmented and that they should be provided 
with adequate office space, storage space, equip· 
ments and aids. 

Appointment and Control of Direct Tax Authorities 

II-2.22. The existing provisions relating to thu 
issue of instructions by the Board to subordinate 
authorities, in section 119 of the Income-tax Act, 
will require modification in the light of the recom
mendation in our Interim Report (para 11.10) that 
there should be a specific provision enabling the 
Central Board of Direct Taxes to give advance 
rulings at the request of taxpayers on specific issues, 
not b~ing purely issues of fact, on payment of 
P.rescnbed fees. Wh7n such an advance ruling h 
gtven by the Board m the case· of any assessee, · th• 



Board should have the power to issuE: instructions to 
the subordinate authoriu~s to ensure compliance wit.IJ 
such advance .ruling. 1 his will necessitate omission 
ot clause (a) of the proviso to section 119(1). 

II-2.23. Another area in which the Board's power 
to issue instructions will require modification is the;. 
provision in section -119(2)(b) which, at present, 
empowers the Board to authorise the Commissioner 
or the Income-tax Officer io admit an application 
or claim for any exemption, deduction, refund or 
any other re!ief, after the expiry of the period speci
fied tor the making of such application, claim, etc. 
Instances have been brought to our notice where, 
although the applications of the assessee were made 
within· the stipulated time, they were not disposed 
of within the tima limit specified in the law for this 
purpose due to administrative lapses. Although, the 
general principle of Jaw is _ that no authority ·- can 
take advantage of its own wrong and therefore, the· 
relief due to the assessee cannot be denied in such 
cases, in order to plaee the matter beyond doubt or 
dispute, we recommend that the Board should issue 
directions· to subrodinate authorities for granting 
relief even after the expiry of the statutory time 
limit in cases where the daim for any exemption, 
deduction, ;refund or any other relief 'is made by 
the Assessee within the specified time limit and, 
for this purpose, the law may be amended, if neces· 
sary, to empower the Board to do so. 
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11-2.24. While section 119(2)(b) empowers the 
Board to authorise the Commissioner of Income-tax 
or- the Income-tax Officer to admit claims for reliefs 
after the period of limitation, it is strange to find 
that the Board has no such power to waive the time 
limit for making an application to itself. There are 
several provisions under which the Central Govern
ment or the Board is required to give its approval 
to- agreements, contracts of service, etc., for the 
purposes of certain tax · benefits, such as · those 
contained in sections - 10(6)(viia), 80J(6), 80MM, 
BON, 80-0, etc. Some of the provisions laid down 
certain time· limits within which applications for 
such approval have to be made; On the analogy of 
the provisions in section 119(2)(b), we recommend 
that the Central Government and the Board should 
have the. power to condone the· delay in makinjl an 
.application to them for approval, etc., under various 
nrolf sions of the tax laws. 

lurisdicNon 

II-2.25. Sections 120 to 124 of the Income-tax 
Act set forth the scope of the jurisdiction of various 
income-tax authorities. Under the scheme of the 
Income-tax Act and other direct ·tax laws, the func
tion of making assessments is vested in the Income
tax Officer and the corresponding functionaries 
under the other Acts.· Jurisdictions of Income-tax 
Officers are demarcated, generally with reference 

· to specified areas, but, not infrequently, with refer
ence to persons or class of persons or incomes or 
class of incomes or cases or class of cases. There 
arc additional provisions in section 125, 125A and 
127, which permit functional distribution of work 
concurrently among Income tax Officers or between 

the Income-tax omcer and the Inspecting Assistant 
Commissioner. 

II-2.26. We have examined certain suggestions 
[or making a radical change in the existing pattern 
or jurisdiction so as to vest in the Board ~e overnll 
jurisdiction for assessment and collection of taxes, 
with the authorities at the lower levels functioning 
as delegates of the Board. This is the pattern 
obtainin_g in some of the foreign countries, such 
as, U.S.A. and Canada. After careful thought, we 
feel that the change as suggested would not result 
in. any particular advantage, but might, on the other 
hand, lead to confusion resulting in inconvenience 
to taxpayers and delays in disposal of work. 

l'owers 
Il-2.27. The pow~rs of tax authorities have been 

considerably augmented from time to time and, 
recently, the relevant provisions have been amended 
on the basis of the recommendations of the Wanchoo 
Committee. We do not consider any major change 
in these powers necessary. 

II-2.28. Misgivings have been expressed in regard 
to the provision in section 125(l)tb) which enables 
the Commissioner to authorise an Inspector of 
Income-tax or any. member of the ministerial stnlf 
to exercise the powers of an Income-tax Officer. 
The ouly limitation on the Commissioner in delegat
ing such powers to such lower level functionaries is 
that he has to obtain the authority of the Board 
before making such delegation in respect of the 
functions of the Income-tax Officer under certain 
sections of the Act enumerated in the proviso. The 
sections so enumerated cover search and seizure, 
issue of summons for examination of witnesses, 
assessments and reassessments and certain other 
matters. While we see the logic of dele¥ating some 
powers to some lower functionaries in suttable cases, 
in the interest of expeditious completion of work 
which does not involve much revenue, we feel that 
there is no justification for delegating the executive 
functions to any member of the ministerial staff. 
Further, the power to summon and examine wit· 
nesses,- and also that relating to search and seizure 
and con~equential proceedings arising out of · these, 
should n.ot be delegated to lower functionaries at all. 
We.· accordingly, recommend that the Commls• 
sioner's. power to delegate the functions of the Income 
Tax Officer should be limited so as to restrict 511Cb 
delegation to an Inspector of Income-tax only and 
not to any member of the 1\fmlsterlal Stuff ; and, 
fur1hcr, the Commissioner should have no power to 
delegate funcfions under Secticms 131, 132, 13'2A 
and 132B even to Inspectors. 

11-2.29. Another provision which also came on 
the statute book in recent years is that enabling the 
Board to empower a Deputy Director of Inspection 
or an Inspecting Assistant Commissioner to exercise 
the power to authorise a search. With the increase 
in the number of Commissioners performing adminis
trative functions, we do not consider it necessary or 
desirable to vest the power to authorise a search 
in Officers of the level of Assistant Commissioners. 
W c, thcrrforc, recommend that the provision enabling 



the Board to delegate the power to authorise a 
search to a Deputy Director of Inspection or au 
Inspecting AssiStant Commissioner should be 
deleted. 

ll-2.30. Under the present law, powers of search 
are available only under the Income-tax Act and the 
Wealth-tax Act but not under the Gift-tax Act. 
We would like to make it -clear that, while integrat
ing the procedure for all the direct taxes, it is not 
our intention that the powers ,of search should be 
extended for the purposes of gift tax also. We re
commend that powers of search should not be exten• 
ded for the purposes of Gift-tax. 

ll-2.31. There has been considerable grievance 
among taxpayers about the inordinate delay in the 
disposal of applications under · section 132(11) 
against the summary orders passed by the Income-tax 
Officers under secti_on 132(5) pursuant to the seizure 
of money, bullion, jewellery or other valuable assets 
in the coun;c of a search. The delay in the disposal 
of such applications results in inconvenience to, and 
harassment of, the taxpayer, inasmuch as the valu
ables so seized are retained by the Department 
under the impugned order for a considerable time 
even though, when the application gets finally deci
ded, such retention might tum out to be unjustified. 
We, therefore, rCJ(:ommcnd that there should be a 
time limit of, say, six months for the disposal of 
oppllcatlons under Section l32{il)· by the notified 
authority. Such applications are now to be heard by 
the Commissioner concerned. With the increase in 
the number of Commissioners, it should be possible 
for them to decide such applications within the 
period of six months mentioned above. 

11-2.32. Section 133 of the Income-tax Act em
powers certain authorities to cal! for information. 
Similar provisions are contained in section 38 of the 
Wealth-tax Act and section 37 of the Gift-tax Act. 
These provisions may be integrated and incorporated 
in the Management Act. 

II-2.3J. Section 133A confers the powers of 
survey on the Officers of the Department. The. provi
sions of this section may be included in the Manage
ment Act and made uniformly applicable to all 
direct taxes. Similarly, the provisiOns of section 
134 conferring the power to mspect registers of a 
company may be included in the Management Act. 

11-2.34. Section 135 authorises the Director of 
Inspection, Commissioner and Inspecting Assistant 
Commissioner to exercise all the powers of making 
enquiries vested in the Income-tax Oflicer. This 
provision duplicates the provisions in other sections 
and is likely to cause confusion. This can be taken 
care of while drafting the various provisions con
ferring powers on different direct taxes authorities 
and it will not be necessary to retain this section as 
such in the Management Act. 

ll-2.35. Section 13~ •. deem!ng. proceedings before 
the I~come-tax authonlles as JUdiCial proceedings for 
ccrtmn purposes, may be included in the Manage· 
ment Act so as to apply uniformly to all direct taxes. 
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Similarly, the provision in section 138 of the Income
tax Act, and 1ts counterparts in sec_tion 428 of the 
Wealth-tax Act and 41B of the Giftctax Act, may 
be integrated and a provision broadly based. on the 
provisions in the Income-tax Act may be mcluded 
m the Management Act. 

ll-2.36. Sections 285A and 2858 provide for the 
furnishing of certain -information. These . provisions 
fall in the same category as those of section 133 of 
the Incomi-tax Act, with the difference that, under 
section 133, the Income-tax Officer is entitled to call 
for information whereas, under sections 285A and 
2858, the statute itself requires certain persons to 
turnish information as required therein suo motu. 
These sections may, therefore, be placed in this 
Chapter of the ,Management Act. 

II-2.37. Sections 285A and 2858 provide certain 
penalties !or failure to furnish the r_equisite inf<;>rma
tion. While the penalty under section 285A Ill by 
way of a fine to be levied by the Commissioner and 
is dealt with in section 285A itself, the peualty for 
failure to comply with the requirements of section 
2858 is dealt with in 9Cction 272A in the Chapter 
dealing with penalties. We recommend that all 
penolties such as those under Sectiom 285A and 
28SB should be deolt with in the Chapter on penal· 
ties aud, further, that the designated officer to whom 
this information is required to be furnished should 
be empowered to levy the penalty. · 

II-2.38. The statement under section 2858 is 
required to be furnished within 30 days from the end 
of the financial year to which it relates or within 30 
days from the date of completion of the production 
of the film, whichever is earlier. To avoid confusion 
and uncertainty, we recommend that the material 
date for the purpose of Section 2858 should be the 
date of expiry of 30 days from the end of the 
Financial Year to whlcb the statement relates or 30 
days from the date of grunt of the Certificate of 
Fitness for Public Exhibition of the Film by the 
.Board of Film Censors, whichever is earlier. This 
section requires particulars to be furnished of all 
paymenl9 over Rs. 5000 in the aggregate made to 
any person engaged in the production of the film as 
employee or otherwise. It is dijficult to say that 
persons enaged in auxilliary activities like publicity, 
etc. are engaged in the production of the film. To 
make matters clear, we rf)Commend lhat information 
should be required to be furnished in respect of all 
expense~ debitable io the cost of production of the 
film. We further recommend that the limit of 
Rs. 5,000 should be raised to Rs. 10,000 and infor
mation should be required to be furnished of aU pay
ments in respect of such expenses, aggregating to 
Rs. 10,000, made to auy person dnring a Financial 
Year. 

II-2.39. The statement to be furnished under sec
tion 285B is required to be given in form No. 52A. 
Some changes in the format of the statement is neces
sary to make the requirements of the section clearer. 
For example, the heading of colunm 2 should be 
"nature of services for which payment is made" and 
not merely "Nature of payment." Colunms 3 and 4 
should be further split up to facilitate showill& the 



date on which payment was due and the amount 
which was due and also the date on which payment 
was made and the amount actually paid. 

II-2.40. Elsewhere in this Report, we have recom
mended that the several statements required at present 
to be furnished by persons responsible for paying 
interest or dividends should be replaced by a consoli
dated provision in the Chapter dealing with deduc
tion of tax at source. Sections 285 and 286 need not 
then be included in this Chapter of the Management 
Act even though, like sections 285A and 285B, they 
deal with furnishing of information. 
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11-2.41. While on the subject of powers of tax autho
nttes, we find that section 287 (which appears in the 
Miscellaneous Chapter of the Income-tax Act but, in 
our view, should rightly find a place in this Chapter) 
gives power to the Central Government to publish the 
the names of the assessees and any other particulars 
relating to any proceedings or prosecution under the 
Act in respect of such assessees. Such publication is 
made from year to year· by the respective Commis
sioners of Income-tax under the authority of the Cen
trnl Government. The only safeguard against prema
ture or unjustified publicity under this provision is that 
in the case of penalty, the name of the assessee shall 
not be published until the stage of first appeal is over. 
Penalties sustained at the first appeal level often get 
deleted. by the Tribunal, but, in the meanwhile, the ad
verse publiCity would have caused damage to the 
reputation of the concerned assessee. With a view to 
avoiding such a 9ituation, we recommend that the 
publication of names of Assessees on whom penalties 
have been imposed should be made only after the 
{lenalty has been upheld by the tribunal or it bas 
otherwise become final, and not earlier. 

· ll-2.42. Section 294A deals with the Central 
Government's power to make exemption, etc., in rela
tion to certain Union Territories. This provision may 
be omitted if it is no longer necessary to retain it for 
rescinding any such exemption, reduction or modifi
cation already made. If it is considered necessary to 
retain the provision. it may be included in this Chapter 
of the Management Act. 

11-2.43. Sections 295 and 296 deal with the Board's 
powers to make rules for the various purposes of the 

Income-tax Act. Similar provisions arc contained in the 
other direct tax laws as well. In the Management Act, 
a consolidated prL vision authorising the Board to 
frame rules for the variot:S purposes of the direct taxes 
should be i\1corpora<ed and included under this Chap· 
ter of the Management A.:t. Thus, all rules will be 
framed by the Board by virtue of the powers conferred 
under the Management Act. It should not, however, be 
construed that merely because the rules are framed 
under the Management Act they would necessarily be 
procedural and could be made retrospective in appli
cation. We recommead that care should be taken, 
while dr .!lting the rules having substantive implita• 
tions, to ensure that they apply only prospectively. 

11-2.44. Another point which we ·would like to 
emphasize is that frequent amendments to the 
Income-tax Rules create difficulty in keeping track 
of the various changes and tend to unsettle the 
smooth administration of the Act Between the years 
1969 and 1978 the Income-tax Rules have been 
amended several times each year. There were six 
amendments in 1969, five in 1970, four in 1971, 
four in 1972, three in 1973, six in 1974, five in 
1975, seven in 1976 and nine in 1977. In the current 
year the Rules have been amended not less than 
e!ght times till date. In order to ensure the smooth 
working of the law, we recommend that amendments to 
!he Income-tax Rules should be made only once a yem 
nnd nolificd by September so as to operate from the 
first of April of the following year. Where, however, 
an Interim Amendment becomes absolutely unnvold· 
able, it should be fully justified with adequate rensoD! 
as to wby the ch:mge conld not be made part of the 
Annual Amendment to the Rules. This alone would 
serve as an adequate restraint on the rule-makin~ 
authority from resorting to frequent and piecemeal 
amendments of the Rules. The present provisions ill 
section 296 of the Income-tax Act requiring the plac
ing of the Rules before the Houses of Parliament b) 
themselves do not seem to have served as an adequate 
measure of restraint as is evident from the large num· 
ber of amendments annually made to the Rules in the 
recent past. 

II-2.45. Section 298 relate~ to the power of the 
Government to remove difficulties. This provision 
~hould appropriately be placed in this Chapter of the 
Management Act. 



CHAPTER 3 

PRE-ASSESSMENT PAYMENT OF TAXES 

11-3.1. This Chapter will include provisions relating 
to deduction of tax at source from the various cate
gories of payments which are at present set forth in 
Chapter XVII-B of the Income-tax Act and those 
relating to advance payment of tax in Chapter XVII
C. These provisions are relevant only for the purpose 
of income-tax as there arc no similar provisions for 
wealth-tax, gift-tax or surtax. The only exception is 
the provision in section 18 of the Gift-tax Act for ad
'Vance payment of gift-tax which entitles the assessee 
to a rebate. 

Deduction of tax at source 

11-3.2. Deduction of tax at source is, at present, 
required to be made from payments of salaries, in· 
!crest on securities, dividends on, shares in companies, 
other types of interest payable to residents, wmnings 
from lotteries or cross-word puzzles, payments to con
tractors and sub-contractors, payment by way of insu

. ranee commission, and all categories of income pay
ments to non-residents. In pursuance of the recom
mendations in our Interim Report, the Finance Act, 
1978 has inserted a provision. for deduction of tax at 
source also from winnings from horse-racing. Thus 
these provisions already cover a wide area. It i~ 
neither necessary nor advisable to extend their area 
of operation any further. 

Salaries 

· II:3,.3. On the <?ther. ha.nd, some of the existing 
provisions need ratwnahsahon so as to reduce infruc
tuous work and avoid inconvenience to taxpayers. 
One of these relates to deduction of tax at source from 
sal~ry paymen.ts. Where salary is received in arrears 
or m ad~an.c7, relief is admissible to the assessee by 
way of hmllmg the fax payable by him to the tax 
that woul~ ha~e been payable if the payments had 
been received m the years to which they related. 
However, under the existing provisions such relief 
can be allowed only when the income ha~ been 'asses
s~d'. Elscwher,e in this Report, we have expressed the 
VIew .that cons!der~ble infructuous work can be avoi
~ed 1f the rehef 1s allowed without waiting for the 
mcome to be assessed. We, accordingly recommend 
tlmt specific provision should be made 'enabUng the 
employer to take Into account the relief to which the 
employee Is entitled while deducting tax at source from 
payments ol! account of arrears of salary. 

. IT-3.4. The existing provisions. relating to deduc
lto~ ?f tax at source from salary payments also do 
!'0t • m terms, expressly permit the employer to take 
~nn~tl!~\~n~e~~~c~e~rtion to which the employee is 
insurance premiums c~~i'ribent!s made by .way of life 

' u Ions to provident funds, 
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etc. (section SOC) or the deduction admissible with 
rcferen,ce to donations to certain funds, charitable 
trusts, etc. (section BOG). The administrative prac

·tice has, however, been to allow these deductions to 
be taken into account to a limited extent while cal
culating the tax to be deducted at source. We recom· 
mend that the administrative practice of t11king into 
account the deduction u'ndc.r section SOC and the 
deduction under section SOG with reference to contri· 
butions to the National Defence Fund, hwaharlul 
Nehru Memorial Fund, the Prime Minister's Drought 
Relief Fund or The Prime Minister's National Relief 
Fund, while deducting the tax at sources from salaries, 
should be given statutory ·recognition by suitably 
amending the relev:Jnt provision. 

11-3.5. Under the existing provisions, tax is to be 
deducted from salary at the time when, the payment 
is made. Rule 6 in Part A of the Fourth Schedule 
deem~ certain amounts credited to the account of an 
employee participating in a recognised provident fund 
as income deemed to have been received by the em
ployee in the year in, which the amounts are so credi
tc;d; This rule is in !he natur.e ?f a substantive pro
VISion and we have discussed 1t m detail in Part I of 
this Report. · We recommend that the element of salary 
income referred to in the rule as modifit:d in the light 
of our suggestions in Part I, should be clearly brought 
wilhin the purview of deduction of tax at source lly 
making an appropriate provision in section 192. 

Payments to Contractors 

II-3.6. The provision in section 194C relating to 
deduction of tax at source from payme~ts made to 
~ontractors and sub-contractors, requires such deduc
hon to be made where/ the consideration for the con
!ract exceeds R~. 5,000. As the rate of deduction 
1s two per cent m the case of principal contracts and 
one pe! cei?t in the case of sub-con,tracts, and, as the 
deductiOn ~~ to be made from each individual pay
ment, the. limit of Rs. 5,~0 for the value of the 
contract IS unduly low, m that it entails accounting 
for tax deductions of comparatively petty amounts. 
We recommend that the limit for deduction of tax 
under section 194C should be raised to Rs. 25,000. 

Insurance Commission 

II-3.7, Section l94D requires tax to be deducted at 
so!lr~e fi:om every paYJI!ent by way of insurance. com
"'!ISSion 1rr75pective. of Its amount. This also, in our 
view, ~rohferates mfru,ctuous work by necessitating 
acc?untml! of comparatively small amount of tax, and 
by I~creas!ng the number of refund claims from persons 
receJvi.ng msurance commission. We recommend that 
deduct!o~ of tax from payments by wny of insurance 
commisSion sho!dd be required to be made only where 



the payment to· any one person during a financial 
yeur exceeds Rs. 1,500/-. 

Time limits for remittance of tax 

11-3.8. The Income-tax Rules prescribe different 
time limits for payment of the tax deducted at source 
to the credit of the Central Government. While In 
certain cases of interest payments to residents, pay
ments to contractors and payments by way of in~urance 
commission, the tax has to be paid to the credit of 
the Central Government within two months from the 
end of the month in which the Person making the 
payment closes his account, in certain other cases the 
amount has to be paid to the credit of the Central 
Government within one week from the end of the 
month in which the deduction is made or within one 
week of the deduction or within one week of the 
date of receipt of the challan. The rule authorises 
the Income-tax Officer to permit, in special cases, the 
remittance of the amounts deducted at quarterly in
tervals. We feel that these provisions laying down 
different dates and time limits for payment of the tax 
deducted at source to the credit of the Central Govern
ment are capable of being streamlined. We, accor• 
dingly, recommend that the time limit for p:~yment of 
the tax dedll)cted at source to the credit of the Central 
Government should uniformly be prescribed as one 
month following tbe end of the month in wh'ch the 
deducfion is made, without linking it to the date of 
obtaining the challan for making the remittance. In 
cases were interest payment to a resident or payment 
to a contractor or sub-contractor or payment by way 
of insurance commission is credited to the account 
of the payee in the books of the payer, being a person 
carrying on a business or profession, the existing pro· 
vision permilting payment of the tax deducted within 
two months of the close of the payer's accounting 
year, should be allowed to continue. We also re
commend that the facility now allowed in certain cases 
to remit the tax deducted at solU'ce at qunrterly in· 
tervals may be withdrawn. 

Credit for Tax Deducted at Source 

II-3.9. Our attention has been drawn to certain 
practical difficulties and anomalies arising out of the 
provisions of section 199. This section entitles the 
taxpayer to the credit for taxes deducted at source in 
the assessment made for the immediately following 
assessment year. It is quite likely that the inco~e 
which is the subject of deduction may be assessa~l7 m 
an earlier year or a later year. The present provtsmns 
create difficulties in giving credit for the tax deduc
ted at source in the assessment year in which the re
levant income is brought to tax. To obviate such 
difficulties we recommend that credit for the deduc
ted at source in respect of any income should be allo· 
wed in the assessment year in which such intome is 
subjected to tax. In a case where the deduction of tax 
is made in a year later than that in which the income 
is subiected to tax, the credit should be allowed hv recti· 
fication of the assessment within the normal period 
of limitation or within one year from the end of the 
financial year in which the tax is deducted, whichever 
Is later. 
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Monitoring of deductions 

ll-3.10. The existing arrangements for keepmg 11 
watch over the deductions made from various catego
ries of payments and the remittance of the amounts 
deducted to the credit of the Central Government, 
also need improvement to make them more effective. 
At present, the work of monitoring deductions of tax 
from salary payments, particularly, in the metropolitan 
cities where there is a large concentration of employers, 
is centrally organised and the remrns furnished by the 
employers are also processed on the computer. How· 
CV'.!r, there is no such centralised munituring in the 
case of deductions of tax from other categories of 
payments such as dividends, interest, payments to 
contractors. etc. The existing statutory provisions 
also stand in the way of such centralisation as they 
require the relevant returns to be furnished to the 
several Income-tax Officers assessing the payers. 
The time and periodicity for furnishing such returns 
also vary from one type of payment to another. ll\ 
the case of certain types of payments like dividends 
and interest other than interest on securities, there are 
more than one return to be furnished by the payer. 
With a view to making this work more effecuve in 
checking defaults and to preventing leakage of revenue, 
we recommend that Central Monitoring should be 
extended to cover all deduction~ of tax at source. We 
further recommend thai statutory returns, including 
those required under sections 285 and 286, should be 
required to be submitted only at yearly intervals on 
the existing pattern of salary returns and the necessary 
changes should be made in the law to require such 
returns to be submitted to a · designated income-tax 
Officer instead of to the several Income-tax Officers 
assessing the payers. We also recommend that suit• 
able arrangements should be made for Government 
Departments, both at the Centre and the States, to 
submit returns of tax deducted at source from payments 
of salaries, payments to contractors, payments of in· 
terest, lottery winnings. etc., and arrangements should 
be made for checking these centrally as In the case 
of returns furnished by payers other than Govern• 
ment. 

Refund of excess paymenrs 

II-3.11. Situations sometimcos arise where payment 
on account of tax deducted at source is found to be 
in excess of the amount actually deducted. There is 
no express provision in the law enabling the person 
making such payment to claim refund of the excess 
payment. We, therefore, recommend that suitable 
provision should be made in the law to enable the 
person responsiblt for deducting tall at source to ob
tain refund of any excess payment made by him to 
Government on this account from the Income-tax 
Officer dealing with this subject, independently of bl.5 
own a.•ses&ment. This should, of course, be subject 
to certain safe<-guards, namely, that the person claiming 
the refund has not recovered the tax paid in excess 
from the recipients of the amounts and has not issued 
any tax deduction certificates in respect of such 
amounts. 

Advance payment of tax 

11-3.12. In our Interim Report, we had recommen
ded that advance payment of tax should be left to 



voluntary compliance by taxpayers and that taxpayers 
should be required to furnish estimate~ of advance
tax before the due date for the 'first instalment only 
on the basis of the last completed assessment in their 
case or the return filed for a later year. We had also 
recommended that the existing provisions in sub-sec
tion (3A) of section 212 requiring taxpayers to fut
nish upward estimates of advance-tax payable in 
certain circumstances should be deleted. We had also 
made several other recommendations intended to sim
plify the procedures for calculation of interest in 
relation to advance-tax payment. We find that, in
stead of replacing the existing provisions relating to 
payment of advance-tax by provisions on the lines 
recommended by us, a new section 209A, incorporat
ing only a Part of our recommendations has been 
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superimposed on the existing proviSions of the law. 
This seems to have created avoidable confusion and 
dissatisfaction among the taxpayers. We would only 
like to stress the importance of the law being properly, 
amended to bring out the real in.tention behind the·" 
recommendations contained in our Interim Report 
which is to simplify the procedures relating to pay
ment of tax and eliminate unproductive work. 

II-3.13. The Gift-tax Act also contains a provision 
for payment of tax in advance within 15 days of the 
taxPayer'& making the gift. Such payment would 
entitle the taxpayer to an additional credit at the time 
of assessment equal to 1/9 of the amount so paid in 
advance but limited to 1 !1 0 of the tax due on. the 
gift. This provision may be included in this Chapter 
of the Management Act without change. 



CHAPTER 4 

ASSESSMENT PROCEDURE 

II-4.1. This Chapter will cover the provisions at 
present contained in Chapter XIV of the Income-tax 
Act and the corresponding provisions of the Wealth
tax Act, Gift-tax and Companies (Profits) Surtax 

Act. In addition, we feel that the provisions relating 
to refunds contained in Chapter XIX of the Income
tax Act and the corresponding provisions of the other 
Acts should also be integrated with the assessment pro
cedure, as the two are essentially similar and an 
assessment may culminate in either demand or refund. 
In the process of integrating the procedures for 
assessment and refund under the different direct tax 
laws, any variations in the procedure would get elimi· 
nated and a uniform procedure will become applicable 
foro the purposes of all the taxes. 

Tax Return 

II-4.2. The starting point for the proceS!i of assess. 
ment under all the Acts is the filing of a return. We re• 
commend that, in the Management Act, a "tax return" 

should actordingly be defined as referring to a return 
of income or a return of Wealth or return of Gifts 
or a reiurn of chargeabie profits or any combination 
of two or more of such returns. Such a definition 
will facilitate consolidation of the returns if, at a later 
date, this is considered feasible and desirable. 

II-4.3. The provisions in the Income-tax Act relat
ing to the filing of returns are very elaborate and cover 

. voluntary returns, returns filed in response to a 
notice, returns showing a loss, returns showing non
taxable income for the purpose of claiming refund, 
returns for the purpose of claiming the exemption 
available to charitable or religious trusts, belated 
returns and revised returns. The existence of these 
distinctions has created considerable amount of oon· 
fusion and given rise to disputes and litigation. Doubts 
arise as to whether a voluntary return showing non-tax

able income is at all valid and whether an assessment 
determining tax liability on the basis of such a return is 
sustainable; whether a loss return furnished beyond the 

specified time limit is valid and requires the Income
tax officer to compute the loss ; whether a charitable 
or religious trust filing a belated return is entitled to 
exemptio11- from tax; whether an assessee filing a 
' belated return is entitled to revise it, etc. 
In our view, it is not necessary to have difierent 
provisions dealing with various types of returns, as 
these are essentially similar in character. 
We, accordingly, recommend that there should be· a 
single provision in the law requiring the filing of a 
tax return if the total income or the net wealth or th1 
taxable gifts or the chargeable profits of a person exceed 
the maximum amount which is not chargeable to 
tax, or if a person desires to have an assessment made 
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of his total income, net wealth, taxable gifts or 
chargeable profits or to have any loss, unabsorbed 
allowance or deficiency computed and carried forward 
to future years or to avail of the exemption provided 
in the case of chari1able or religious trusts or to 
claim refund of any pre-assessment tax paid by him 
or on his behalf. 

Time Limit for Filing Return and Consequences ot 
Delay in Filing Tax Recums. 

II-4.4. The existing provisions also lay down statu
tory time limits for the filing of returns, which val} 
according to the purpose for which the return is filed. 
Here also, there is considerable confusion as to th.: 
correct position under the law. Statutory time limits 
are imponant Inasmuch as thetr non-ooservanc~: ~:u· 
tails certain consequences like liability to pay intcresl 
or penalty, prosecution, etc. While the taxpayer 
should suffer these consequences if he fails to furnish 
the returns within the tinte limits specified in the statut~:, 
we are of the view that the non-observance of the 
time limit should not by itself invalidate the return. 
We, accordingly, recommend that the law should make 
the foUowing provisions in regard to the filing of las 
returns: 

(1) In oraer to ensure uniformity, tax re;um& 
should be required to be liJed by 30 .h of 

Jwte in each year. The rate of one per cent 
iJer month on the tax payable as at present 
prolided in section 139(1!J. In para 7.18 
of our Interim Report we had recommended 
that the cost of 'buying time' should be one 
per cent per month calculated on the gros~ 
tax payable so as to provide a sul!ictCn: 
deterrent against delay in filing returns. 11 
has been represented before us that tne c:uu· 
cept of 'buying time' imphes for payment of 
a price by way of interest for the delay m 
remitting the taxes which are to be paid on 
self-assessment whilst filing the return · and 
that by its very nature interest can only 
attach to unpaid sums, and not to amount!> 
which have already been paid over. It has 
been further submitted that charging of in· 
terest on taxes which have already been pa.id 
to the Government, would be a contradiction 
in terms and interest should only be levied 
with reference to unpaid sums. We feel that 
these submissions are reasonable and, thert:o 
fore, we recommend that the cost ot buying 
time should be calculated with reference to 
the net tax in the light of our recommenda
tions relating to 'previous year' contained in 
Part I of this Report, undue hardship is not 



likely to be created by fixing tbe time limit 
for filing tax returns at 30th of June of tbe 
Assessment year in all cases. 

(2) The Law should specifically provide tbat re
turns filed after 30th June will nevertheless 
be valid in Jaw. Subject to tbe consequen· 
ces laid down in the Jaw, tbe taxpayer should 
have the right to file a tax return at any time 
before an assessment is made for tbe relevant 
year without any outer time limit. The P!O• 
cess of issue of nouce by the asseS'Smg 
authority need not be a pre-condition for 
the filing of a belated return beyond the end 
of the assessment year or even beyond the 
time limit for the completion of assessment. 
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(3) For the delay in filing the tax return beyond 
the 30th of June and until 30th of Septem• 
ber, tbe taxpayer should be required to 'buy 
time'. T.his should be on payment of inte· 
rest at and the rate of interest should be 
one per cent per month. This would ensure 
that refund cases and cases involving large 
taxes which have been substantially paid in 
advance, do not involve payment of any cost 
for delay in filing returns from June to Sep
tember. To relieve any possible hardship 
in other cases we have elsewhere recommend
ed that the Commissioners should be em
powered to waive or reduce any interest 
payable on this account. 

(4) Where a return is filed after 301h SeptPmber 
of tbe assessment year, tbe assessment 
should not ordinarily be made whhout 
scrutiny of accounts. However, such a 
return may be accepted as correct without 
scrutiny if the Commissioner so directs pro• 
vided the return is filed before the last day of 
the assessment year. If a return is filed after 
tbe dose of the assessment year, it should 
invariably be subjected to scrutiny. 

(5) Where the return is delayed beyond the 30th 
September of the assessment year, the tax• 

payer should become liable to pay penalty in 
the circumstances stated in ·tbe chapter on 
penallies. 

(6) If the return is not furnished before the dose 
of the assessment year, the assessee should 
also become liable to prosecution, in the cir· 
cumstances stated in tbe chapter on offences 

and prosecutions. 

(7) The assessee should forfeit the right to carry 
forward of loss, unabsorbed allowances, defi· 
ciency, etc., if the return is not furnished 
before the expiry of the assessment year. 
Similarly, an assessee claiming exemption 
from tax, available to charitable or reli!!ious 
trusts, etc., should also be rendered ineligible 
for such exemption if the return is not filed 
before the expiry ol the assessment year. 
The Commissioner should, however, be em· 
powered to relax this condition in appropriate 
cases. 

An exception will have to be made in tbe case 
of a return for tbe purpose of surtax where 
tbe company wants to claim tbe set-off of a 
deficiency against tbe chargeable profits for 
a subsequent year. The company should be 
required to file a return of such deficiency 
only when it makes sufficient profits which 
attract liability to surtax in a subsequent 
year and not earlier. 

(8) An assessee who claims refund of pre-paid 
taxes should be eligible for such refund ouly 
if tbe return is filed within a period of two 
years from the end of tbe relevant assessment 
year. The exis!ing powers of the Board to 
authorise admission of belated claims should 
continue. 

Exemption from obligation t'o file return 

II-4.5. Under section 139(1A), which wa~ msertea 
by the Finane~ Act, 1974, persons having salary 
income not exceeding Rs. 18,000/- for tbe year are 
relieved of the obligation to furnish a return of income, 
subject to the satisfaction of certain conditions. These 
conditions are, firstly, tbat in tbe case of an employee of 
a company, he was not a director of the company at 
any time during the previous year and did not hold 
beneficial ownership over equity shares carrying 20 
per cent or more of the voting power; secondly, that 
his salary, exclusive of benefits or amenities · in kind, 
did not exceed Rs. 18,000; thirdly, that he did not have 
any other income except income not exceeding 
Rs. 3,000/- from financial assets eligible for the de
duction under section SOL; and lastly, that the tax has 
been correctly deducted at source from his salary 
income. While we appreciate the purpose underlying 
this concession to salaried taxpayers, we are of the 
view that the continuance of this concession would not 
be compatible with the new scheme for filing of returns 
and buying of time as recommended by ·us in the In
terim Report and in the preceding paragraphs. Under 
our recommendations, tbe assessing officer will be 
expected to issue notices calling for returns of income 
in the case of all taxpayers on his register who do not 
furnish returns voluntarily latest by 30th September 
of the assessment year. The assessing officer will not 
be in a position to know from his records whether tbe 
omission on the part of a taxpayer to furnish his 
return by 30th September was on account of his 
availing of tbe benefit of tbis conceS'Sion or it was a 
case of real default. Most of the salaried employees 
falling in this group, will in any event, have to come 
to the Department for obtaining some refund of tax 
deducted at source in excess or even to get their records 
complete with a view to avoiding disputes and diffi
culties in a later year. Hence, the discontinuance of 
this concession is not likely to cause any undue hard
ship nor is the continuance of the concession likely 
to reduce the work of the Department to any signifi
cant exten. We accordinely, recommend that soh
section (lA) of section 139 may be deleted on our 
recommended scheme of acceptance of tax returns 
being brought into force. 

Permanent Accouni Numbers 

TI-4.6. The system of assigning a Permanent Ae
count Number to every taxpayer in the country, which 
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will attach to him for life, was introduced in the law 
through the Taxation Laws (Amendment) Act, 1975, 
with the intention of improving maintenance of records 
in the case of taxpayers by linking all correspondence, 
returns, challans and other papers promptly with th~ 
existihg file, on the one hand, and using this system 
to match information received from various sources 
with the renirns and other statements furnished by the 
taxpayer so as to check tax evasion on the other. 
There is a penalty upto Rs. 500/- for failure on th~ 
part of the taxpayer to comply with the requiremenn. 
of the lay in this regard. In fact, the system of allot
ment ot Permanent Account Numbers was instituted in 
1972 even before the statutory provisions were made. 
Although a good begi.tming was made in this regard by 
allotment of numbers to all existing taxpayer~ oorne 
on the registers of the Department at that time, and 
directories of taxpayers were also got printed, there 
have been deficiences in keeping these directories upto 
date and also in· the allotment of Permanent Account 
Numbers to taxpayers who have come on to the regist
ers in later years. Although the law requires the tax
payers to quote his Permanent Account Number in all 
his returns and correspondence with the Income-tax 
Department, and all challans for payment of taxes, 
quite often, it is seen that the Department continues 
to send communications to the taxpayer without quot
ing his Permanent Account Number but using the old 
General Index Register Number. We recommend that 
the working of the system of permanent account num
bers should be improved. Numbers should be allot
ted to all taxpayers who have so far applied for them 
and there should be arrangement for prompt allotment 
of such numbers to those who apply for them in 
future; the Directories of taxpayers should be np· 
dated; the department should ensure that all communi
cations sent to the taxpayer carry his permanent 
account number; and, lastly, the penalty for non
compliance should not attach to minor defaults such 
as failure to quote the permanent account number on 
routine correspondence like reminders, etc. sent by the 
tm;payer to the Department. Although the Board has 
the power to specify the transactions for which the 
Permanent Account Number should be quoted in 
all the relevant documents, this power has so far not 
been utilised. In our view, the power should be 
utilised, but only after the administrative apparatus for 
the allotment and use of these numbers is made effec
tive and its deficiencies removed and proper arrange
ments are made for digesting and making use of tht 
large volume of information which would pour in 
when these numbers are required to be quoted on 
documents pertaining . to various transactions which 
may be prescribed by the Board. Only when this pro
cess is completed can the objective of this system to 
check tax evasion be fully realised. 

Signing of the Return· 

11-4.7. The provisions in section 140 of the Income
tax Act, specifying the person who is authorised to 
sign the return of income in the case of different cate
gories of taxpayers, were amended through the Taxa
tion Laws (Amendment) Act, 1975, on the recommen
dations of the Wanchoo Committee. The objective of 

the ·amendments was to remove some of the unsatis
factory features of the earlier provisions and fix res
ponsibility for furnishing false returns on the appro
pnate persons with a view to prosecuting them for 
such olfcnces. However, the provisions as they have 
emerged after the amendment still leave certain grey 
areas where genuine hardship and ambiguities continue 
to exist. 

11-4.8. Thus, in the case of a company, the return 
is required to be signed and verified by the managing 
director or, where for any unavoidable reason the 
managing director is not able to sign and verify the 
r~turn, or where there is no managing director, by any 
d1rector of the company. The provision docs not speci
fy who should sign the return in case all t11e directors 
including the managing director, happen to be nway 
fro mthe country or where there is no such director 
stationed in the country, as in the case of a foreign 
company carrying on business through a branch in 
India, the business being managed by the holder of a 
power-of-attorney. Again, the provision is silent ns 
to who should sign the return in the case of a com
pany in liquidation when the board of directors ceases 
to have any voice in tl1e management of the affairs of 
the company by virtue of section 491 of the Compa
nies Act, 1956, and the liquidator becomes empowered 
to exercise all the powers of the board of directors. 
To meet these situations, we recommend that the 
existing provisions should be modified to permit the 
tax refurn in the case of a Company bein~ signed by 
the holder of a power-of-attorney in a case where thero 
is no managing director or other director stationed In 
India, or by the liquidator In the case of a company 
in liquidation. 

II-4.9. In the case of a Hindu undivided family, the 
Karta is required to sign the return, but if he is absent 
from India or is mentally incapacitated from attending 
to his affairs, any other adult member of the family can 
sign the return. The provision is silent as to who 
should sign the return where there is no other adult 
member in the family but there arc only minor child
ren for whom a guardian is appointed by the court 
or where some relative manages the affairs of the 
family. We recommend that sui•ahle ul!ernalive pro
visions should be made to permit the return being 
signed bv any olher person who mana~:es the affairs of 
the family. 

Form of Return 

II-4.10. There arc, at prc~cnt, separate forms or 
return prescribed under the different direct tax Jaws. 
We have considered the feasibility of integrating the 
returns for the different taxes. We are of the view 
that there will be no particular advantage in doing so. 
While the number of income-tax ·payers is about 40 
lakhs, the number of wealth-tax payers and gift-tax 
payers is very much less. Prescribing a single return 
for all the taxes would only lead to waste of stationery 
and cause confusion in the minds of taxpayers who 
may not be liable to wealth-tax or gift-tax. 

11-4.11. The format of the return and the particu
lars to be furnished therein vary from year to year, 
depending upon the substantive law applicable for the 



particular assess~ent year. Alth~';lgh return forms, 
particularly for mcome-tax, are revised year after year 
to keep pace with . changes in subst~tive law, t!te 
practice at present IS to make the revised form applic
able not only to the particular assessment year for 
which the amendments are relevant, but also to earlier 
assessment yeaffi in cases where returns are furnished 

after the date on which the revised form come!i into 
force. The reason for this practice appears to be that 
it would be difficult to maintain stocks of forms relating 
to various past years with all the Income-tax offices 
for being supplied to assessees who desire to furnish 
returns for those years. As against this aspect, it 
has to be kept in view that, when the return form is 
amended to bring it in line with the law applicable 
for a later assessment year, it would be inappropriate 
for use for an earlier assessment year when the law 
was different. The use of such an inappropriate form 
might cause the assessees to make mistakes either in 
furnishing de•ails of their income, wealth, etc., or in 
claiming various deduchons which were available lor 
the earli~r year but which may have either ceased to 
be available altogether or may have undergone change 
in form or content in a later year. Apart from this, 
the practice also entails waste of stationery, in that 
the stocks of forms of returns which were in force 
earlier become obsolete and have to be disposed of as 
waste paper. 

11-4.12. With a view to rat10nalising the position in 
this regard, we recommend that return forms pertaining 
to a particular assessment year should be used only 
for that ussessment year and not for any earlier assess
ment year, and the assessment year to which the parti
cular form pertains should be printed in bold figure• 
on the first page of the form so as to facilitate easy 
identification. We understand that this is the position 
prevailing in some of the countries like U.K. and U.S.A. 

11-4.13. We have already recommended in our In
terim Report that the particulars to be furnished in 
the return ~hould he clearly indicated in a manner in
tclligibltl lo the taxpayer (para 7.9) and that there 
should be provision in the law for treating an incomp
lete returns as.ij)valid (para 7.11). Another recom
mendation in the Interim Report is that an assessment 
should be deemed to be completed on the assessing 
officer signing the tear-off slip attached to the return 
and returning it to the assessee (para 7.13). While 
devising the form of return, these aspects will have to 
be kept in view and the tear-off slip will have to be 
provided. 

Self-assessment 

11-4.14. At present, there is a provision for paymem 
of tax on self-assessment under the Income-tax Act 
and Wealth-tax Act, but none under the Gift-tax Act 
or the Surtax Act. Instead, there is a provision in 
the Surtax Act for the making of a provisional asSe!is
ment by the assessing officer on the basis of the return 
or even in the absence of a return. A provisional 
asse~;sment is also contemplated under the Wealth-tax 
Act even though there is a provision for the payment 
of . tax. on s.elf-assessment. In order to bring unifor
mity m thst regard in respect of all direct taxes we 
recommend that payment of tax on self-asses~ent 
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before the furnishing of the return should be extend
ed to Gift-tax and the Sorfall: and the existing provisioDB 
in the Weahh·tax and the Surtax Act for the making of 
a provisional assessment should be deleted. In all 
cases, the challan for payment of taxes on self-assess
ment should be required to be attached to the relevant 
tax return in the absence of which the return should be 

considered to be invalid. Further, as recommended in 
our interim export (para 7.18). Interest payable for 
delay in furnishing the tax return beyond 30th June 
should be required to be paid alongwith the tax on 
sell -assessmentr 

Provisional assessment for refund 

ll-4.15. The Income-tax Act now provides, in 
section 141A, for the making of a provisional assess
ment in a case where the tax deducted at source taken 
together with the advance tax paid, if any, exceeds 
the tax payable on the basis of the return and the 
assessee claims refund of such excess. The section 
provides that the Income-tax Offieer should make a 
provisional assessment and grant the refund within a 
maximum period of six months from the date of receipt 
of the return unle!is he makes the regular assessment 
itself within that period. While we consider that this 
provision Ehould continue to remain on the statute 
book, the provision should be amended to bring it in 
line with the new concept in regard to charging of in
terest for short payment of advance tax which we have 
set out in our Interim Report (Chapter 9). We, 
accordingly, recommend that interest on excess pay
ment of advance tax shonld be calculated with refe· 
rence to the tax payable on the basis of the income 
returned and only· upto the date of fnmishing the 
return or 30th \J 11ne of the assessment year, which
ever is earlier. At the same time, with a view to ex
pediting the refund of excess advance tax paid, we 
recommend that for any delay in granting the refund 
beyond three..months from the end of the month in 
which the return is filed or 1st October of the 
assessment year, whichever is later, interest !II 12 
per cent per annum should be allowed upto the end 
of the month preceding the month in which the refund 
voucher is actuaUy issued to the assess~e. 

11-4.16. Any tendency on the part of taxpayers to 
understate their income in the return so as to receive 
a larger refund of the advance tax paid will be effec
tively checked by the recommendation in paragraph 
9.19 of our Interim Report for charging of interest at 
the rate of 1 per cent per month on the difference 
between the tax eventually assessed and the tax pay
able on the basis of the return, from the date of fil. 
ing of the return upto the date of the assessment made 
after due scrutiny. 

Pre-assessment enquiry 

ll-4.17. Section 142 of the Income-tax Act contains 
provisions enabling the assessing authority to make 
pre-assessment enquiries. There are similar, though 
non identical, provisions in the other direct tax laws. 
Section 142 ha~ also been amended recently to em
power the taK authoritie5 to get the accounts of any 
assessee audited by a chartered accountant. These 



provisions are necessary for enabling the tax authori
ties to make proper assessment and should be in
corporaLcd in the Management Act and made applic
able on a uniform basis to all direct taxes. 

Assessment by Acceptance of Return 

11-4.18. Under the existing provisions of section 143 
of the Income-tax Act, the process of assessment on 
the basis of the return falls into two broad categories, 
namely, summary assessment, virtually accepting the 
return filed by the assessee, and scrutiny assessment 
after ex=.ining account books and other material. We 
have, in our Interim Report, (Chapter 7J already dealt 
with both these aspects of the assessment procedure. 
The only further change that we would r~ommend 
is that lbe process of assessment by acceptance of 
returns should be extended also for the purpose of 
Wealth-tax and Gift-tax. This would, no doubt, be 
subject to guide-lines to be issued by the Board for 
identifying the cases in which the procedure for 
acceptance of returns should be adopted. We would 
like to make it clear that cases marked for scrutiny in
cluding those picked up on random sampling basis 
should be kept apart and tear-off slips sent only in 
those cases which are not required to be scrutinised. 
So far as surtax assessments are concerned, there is no 
question of acceptance of returns, considering that the 
income-tax assessment itself will be made in the case 
of a comp!lfly after scrutiny of aecounts. 

Assessment after Scrutiny 

· 11-4.19. The procedure for examination of accou'nts 
and . other material before completioa of an assess
ment is also common to all the direct taxes. While 
incorprating these provisions in the Management Act, 
any minor disparities in the existing provisions will be 
removed and a uniform procedure will be made applic
able for· all the taxes. 

Ex parte Assessment 

11-4.20. In cases where there is failure on the part 
of the taxpayer to furnish the return of income, wealth, 
etc., the Jaw provides for completion of the assessment 
to the best judgement of the assessing officer. Such an 
assessment can be made also in cases of certain other 
defaults on the part of the assessee, namely, his failure 
to furnish accounts or other material called for by the 
assessing officer or his failure to attend before the 
assessing officer either in person or through an autho
rised representative for the purpose of pre-assessment 
enquiry. These provision are also common to all 
the direct taxes and will be incorporated in the Manage
ment Act. 

Reopenig of ex parte Assessment 

11-4.21. The Income-tax Act a~ present contains a 
provision for the reopening of an ex parte assessment 
bv the Income-tax Officer himself on the application 
of the assei>'See, followed -by the making of a fresh 
a~sessment. The law also lays down a statutory time 
limit of 90 days for dispoosin~ of the application of 
the assessee in this re!!llrd. Although this time limit 
was intended to speed up the proceedings and safe
guard the interests of the taxpayer, we understand that. 
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in practice, it has not operated in that fashion but 
perhaps, in a contrary way, in that, having allowed the 
application to lie over for more than 90 days, the offi
cers often express inability to deal with the application 
due to the expiry of the time limit. While considering 
this matter in our Interim Report, we had recommend
ed that the relevant provision should be modified to 
provide that, if the Income-tax Officer fails to dispose 
of the applica'ion for reopening of an ex parte assess
ment within the stipulated period of 90 days, the assess
ment shall be deemed to have been cancelled and 
the proceedings reopened (para 7 .26). 

Il.4.22. In the Wealth-tax Act and Gift-tax Act, 
there is no similar provision for reopening an ex pa/Ve 
assessment by the assessing officer on the application of 
the assessee. The remedy in such cases is the filing of 
an appeal before the appellate authority. Under the 
Income-tax Act, on the other hand, where lln ex parte 
assessment has been made, and the application for 
reopening the assessmc nt is rejected by the Income-tax 
Officer, the assessee may file an appeal against such 
rejection. An appeal may also be filed challenging the 
content of the asses9IIlent though not the justification 
for making it ex parte. Thus, there is unnecessary 
duplication of proceedings, leading to delays and in
convenience to the taxpayers. We have considered the 
matter from all its aspects and we recommend that 
the provision for the reopening of an ex-parte assess

ment by the Income-tax Officer on the application ol 
the assessee need not be incorporated In the manage
ment Act. 
Issue of Directions by Inspecting Assistant Commis

sioner 

11-4.23. Sections 1414A and 144B were inserted in 
the Income-tax Act through the Taxation Laws 
(Amendment) Act, 1975, on the basis of the Wanchoo 
Committees recommendation, with the o~ect of secur
ing closer and more intimate association of the Inspect
ing Assistant Commissioner in the process of assess
ment in important cases. 

II-4.24. Section 144A permits issue of directions 
by the Inspecting Assistant Commiiijoner to rnc 
Income-tax Officer on various mattei'r pertaining to 
the assessment in specific cases, either on the request 
of the Income-tax Officer or at the instance of the 
assessee or on the Inspecting Assistant Commissioner's 
own motion. We recommend that these provl•ions 
should be made uniformly applicable to aU Direct 
Taxes. 

II-4.25. Section 144B introduces a new concept of 
issue of a draft order by the Income-tax Officer to the 
assessee setting forth the additions which he proposes 
to make to the returned income, followed by conside
ration of the assessee's obiections and issue of direc
tions to the Income-tax Officer by the In~pecting 
Assistant Commissioner. The impression which we 
have !!llthered from our discussions with the depart· 
mental officers and assessees is that this section has 
merely resulted in delays in completion of assessments 
and duplication of proceedines without suhstantia1Iv 
curbing highpitched asse!!Sment or reducing the scope 
for Iitil!ation. We have. elsewhere in this Report, 
recommended that the Inspecting A•sistant Commis
sioner should be closely ai>'Sociated in the process of 
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assessment on a continuing basis in all scrutiny 
cases. Implementation of that recommendation would 
render the existing procedure for issue of draft orders 
and consideration of the assessee's objections by the 
Inspecting Assistant Commissioner unnecessary. B:
sides, section 144A itself (with some amendments 1f 
necesosary) can effectively achieve the purpose of 
section 144B. We, accordingly, recommend that the 
provisions of section 1448 may be deleted. We would 
like to make it clear that, in recommending the dele
tion of the procedure for issue of a draft order, it is 
not our intention to detract in any way from the exist
ing well-established legal position that the assessing offi
cer, who exercises quasi-judicial functions, should act 
fearlessly and without bia9, conduct himself in ac
cordance with the principles ot justice, equity and 
good conscience and give sufficient opportunity to the 
assessee to place his case before the Department. Fur
ther, the Income-tax Officer cannot rely on any mate
rial in arriving at his conclusions, without first placing 
it before the assessee and giving him a reasonable 
opportunity of controverting it. If these principles are 
scrupulously kept in mind by all assessing officers and 
followed while completing assessments, an assessee can 
have no cause for grievance. 

V a/uation Procedure 
II-14.26. Section 16A of the Wealth-tax Act lays 

down the procedure for referring the valuation of any 
asset to a Valuation Officer, who exercises statutory 
powers aud performs statutory functions. These pro
visions are applicable for the purpose of gift-tax and 
tax on capital gains also. We have, elsewhere in this 
Report, recommended that the Valuation Officer should 
not function as a statutory authority under the Wealth
tax Act or the other direct tax enactments but that his 
role, whereever necessary, should be merely advisory. 
We recomm~nd that the provisions of section 16A 
of the Wealth-tax Act and connected provisions in all 
the Direct Tax Laws should be deleted. 

Notice calling for return 

II-4.27. A ~ce calling for a return can, at present, 
be issued by the assessing officer only before the ex
piry of the assessment year, under the Income-tax Act, 
Gift-tax Act and Surtax Act, but this restriction does 
not seem to be operative under the Wealth-tax Act. 
If such a notice has not been issued before the end of 
the assessment year under the Income-tax Act, gift
tax or Surtax Act, then a return can be called for 
only by invoking the powers under sections 147 and 
148 of the Income-tax Act or the corresponding provi
sions of the other two Acts. Where such notice is to 
be issued after the expiry of four years but within eight 
years from the end of the assessment year, the previous 
approval of the Commissioner is necessary for the pur
poses of income-tax. We do not see the need for the 
assessing officer to invoke different provisions of the 
law according as he calls for a return within the assess
ment year or after its expiry. We, therefore, recommend 
that the as.essin~ officer should be empowered to issue 
a notice calling for a return for the purpose of income• 
tax, wealth-tax and l!,ift-tax in cases where such return 
bas not been furnished by the a•ses.~ee· by 30th Septem
ber of the assessment year. We further recommend that 

SUJCh a notice may be issued at any time up!o the ex· 
piry of eight years from the end of the relevant assess
ment year, without the need to obtain the approval of 
the commissioner in this beha!L 

JJ-4.28. At present, a notice calling for a return of 
income can be issued beyond the period of eight years 
and upto sixteen years from the end of the assessment 
year, only with the approval of the Board and only in 
cases where the income has escaped asse-;~ment IM 
esumated by the Income-tax Officer at Rs. 50,000/
or more. However, under the Wealth-tax Act and Gift
tax Act, there is no similar provision for calling for 
returns beyond the period of eight years. In the interest 
of uniformity, We recommend that the assessine officer 
should have the power to call for a return for the pur· 
pose of income-tax, wealth-tax of gift-tax even after 
the expriy of eight years but before the expiry of six· 
teen years, after obtaining the board's auproval. The 
minimum limit for the issne of snch notices after tha 
eight-year period should remain at Rs. 50,000/- for 
the purposes of income-tax, and it may be placed at 
Rs. 51akhs for purposes of wealth-tax and Rs. 50,000/· 
for the purposes of gift-ta:x. 

II-4.29. For the purposes of surtax, however, some 
modification will be necessary inasmuch as the assessing 
officer will be able to identify the case of a company 
liable to surtax only after completing the income-tax 
asse~sment. There is also no advantage in the assessing 
officer issuing a notice calling for a return in a routine 
manner.We, accordingly, recommend that the assessing 
officer should have the power to call for a return for 
the purposes of surtax at any time before the expiry of 
eight years from the end of the relevant assessmerit or 
one year from the end of the financial year in which the 
assessment or re-assessment of the company for the 
purposes of income-tax is completed or such assess
ment is modified as a result of appeal, revision or recti· 
fication,. whichever is later. The mQlletary limit of 
Rs. 50,000 I- and the requirement of the board's ap
proval should not apply even in a case where such 
notice is i<tq~ed after the expiry of eight years from 
the end of the relevant assessment year. 

Reassessment 

JJ-4.30. The Income-tax Act at present contains a 
variety of provisions for reassessment of escaped income 
of a past year after an assessment had already been 
made for such year. The corresponding provisions in 
the Wealth-tax Act and Gift-tax Act are less elaborate 
although they also have the same objective in view, 
n~r_nely, reassessment of escaped wealth or gifts. In ad
dillon, under the Income-tax Act, in cases where a 
sum!llary assessment has been made by virtually ac
ceptmg the return of the assessee, there is provision 
for reopening the proceedings with a view to making 
a fresh. assessment after scrutiny of the accounts and 
other material. This is permissible either on the request 
of the. taxpayer or on the Income-tax Officer's own 
volition, subiect t(\ his obtaining the approval of the 
Ins~cting Assistant CommiSsioner. 

II-4.31. The time limits within which action for 
reopening. of· completed assessments can be initiated 
extend. upto 16 .years under the Income-tax Act' and· 
8 years under the Wealth-tax Act and Gift-tax Act. 



Where the reopening is necessitated on the basis of 
information, without there being any default on the 

· part of the assessee, the time limit is 4 years under 
all the four Acts, including the Surtax Act. Unucr 
the SJJrtax Act, however, there is no time limit what
ever where the reopening is necessitated by the de
fault of the assessee. In the context of integration of 
the procedural provisions relating to all the four 
direct taxe9, We recommend that the time limits for 
initiating action for reopening of completed assess
ments should be on the pattern of the existing provi
sions in the Income-tax Act and should uniformly 
apply to Wealth-tax and Gift-tax as weD. 

11-4.32. In respect of surtax, however, the liability, 
if any, determined in the assessment made ·earlier may 
require recomputation in consequence of a reassess
ment of the company for the purpose of income-tax 
or even as a consequence of any modification of the 
income-tax assessment of the company as a result of 
appeal, revision or rectification. The existing provi
sion in section 14 of the Surtax Act authorises the 
consequential revision of the surtax assessment al
ready made in pursuance of the modification of the 
income-tax assessment as a result of appeal, revision 
.or rectification, but it does not cover consequential 
r~vision of the surtax assessment in pursuance of a 
reassessment' of the company for the purpose of 
income-tax. We see no reason why these two situa
tions should be treated differently. We, accordingly, 
recommend that, while incorporating the exbting pro
vision in section 14 of the Surtax Act in the manage· 
ment Act, it should be extended to cover . a case 
where the silrtax assessment needs modification in 
·consequence of a reassessment of the company for the 
purposes of income-tax. We further recommend that, 
in line with our recommendatiOOtS elsewhere in this 
report, the period of four years for such modification 
should, in all cases, be reckoned from the last day of 
the financial year in· which the event necessitntincr 
the mo!lification of the surtax assessment happened: 
The provisions for reopening a surtax assessment 
independently of the income-tax assessments should 
be on par with the corresponding provisions applicable 
in respect of other direct taxes as discussed in this 
chapter. · 

11-4.33. Action for reassessment of income can now 
be initiated by the assessing officer on his own motion 
in certain cases but, in certain other circumstances, he 
has to obtain the previous approval of the Inspecting 
Assistant Commissioner or the Commissioner or the 
Board. The approval of the Inspecting Assistant 
Commissioner is at present required where the assess
ment made by accepting the return is to be reopened 
for scrutiny of accounts. We have, in para 4.18 
above. recommended that case9 meant for scrutiny 
including those picked up on random samoling basis 
should be kept apart and tear-off ·slips should be 

.issued in the remaining cases only. When the assess
ment is deemed to have been completed hy sendin,g 
the ·tear-off slip, any reonenin~r of the assessment 
should be noe only under the normal provisions 
Jl:Overnine reopening of closed assessmets. We re· 
commend thAt the 1\rovision• ill st"dion 143(2) nf the 
Income-tax Act wh)ch enable the Income-fa~ Officer 
to reopel! an assessment completed by accepting tbe 
return w1th the approval of the lnspecHng Assistant 
4 RS&P /78-22 
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Commissioner or on the request of the taxpnyer should 
be deleted. We do not think that there will be any 
difficulty in reopening such assessments on the. basis 
of the information available in the return anu m the 
accompanying statements and documents or other in· 
formation becoming available subsequently. However, 
to place the matter beyond doubt or dispute, nnd to en
sure that the acceptance of his return dOC9 not con
fer on the tax evader all-time immunity from being 
subjected to reassessment proceedings, we recommend 
that a suitable explanation may be added to the pro• 
vision dealing with reopening of completed asseu
ments on the bMis of information, darifylng the 
scope of the word "information". 

11-4.34. Under the present law, the approval of the 
Commissioner is required for reopening a completed 
as~~essment under the Income-tax Act after the expiry 
of four years but within eight years from the end of 
the assessment year, inter alia, on the ground that 
there was failure on the part of the assessee to dis· 
close fully and truly all material facts necessary for 
the assessment of his income. This provision for ap
proval is meant to be a safeguard against Indiscri
minate reopening of closed assessments. We recom· 
mend that these provisions should continue and apply 
uniformly for Wealth-tax and Gift-tax as well, even 
though at present there is no such provision for the 
purpose of those taxes. 

11-4.35. For reopening closed assessments after the 
expiry of 8 years from the end of the assessment year 
on similar grounds of non disclosure of material facts, 
the previous approval of the Board is required tinder 
the Income-tax Act. Such reopening is permissible 
only where the escaped income of Rs. 50,000/- or 
more. There is no provision for reopening of closed 
assessment beyond the 8-year period under the 
Wealth-tax Act and Gift-tax Act, while under the Sur 
tax Act, such reopening may be made at any time 
without the approval of any higher authority and 
without anv monetary limit. With a view to bringin~ 
uniformity 'in the procedures, we recommend that In 
cases of failure on the part of the assessee to disclose 
fully and trulv all material fact~ necessary for assess
ment, there should be a provision for initiating pro
ceedings for reassessment of escaped Income, wealth 
or J!ifts beyond eight yean npto a period of 16 yeliJ'II, 
subject to the approval of the Board and also 110b• 
iect to the minimum monetary limit of Rs. 50,000/· 
in respect of escaped income or taxable ~ifts and 
Rs. 5 lakhs in respect of e!!eaped wealth. 

JJ-4.36. Another direction in which the existing 
provisions 'can be rationalised is in the matter of sub-· 
mission of a return by the taxpayer in response to a 
notice of reassessment. While we agree that such a 
return is necessary in cases where no return has been 
filed already, we are of the view that, where a return 
has alreadv been furnished and assessment has been 
made on the basis of such return. there is no ne~ to 
insist on the submission of a fresh return by the tax
payer for the purpose of making a reassessment of 
the escaped income, wealth. etc. While it is necessary 
that the assessing officer should issue a notice to the 
assessee intimating his intention to make a reassess
ment so as to brine to charge the escaped income, 
wealth, etc., it should be left to the assessee to fur
nish or not to furnish a fresh return according to his 



choice. Further, as the law stands today, when the 
notice of reassessment is issued, the assessee is kept 
in dark as to the reason for the proposed reassessment. 
We, therefore, recommend that In cases where pro
ceedings are. initiated for reassessment of escaped 
income, wealth etc., there Bhould be no lnsistance on 
the suhmi.9sion of a fresh return but the usessee 
should be given the right to file a return at any time 
before the. reassessment is completed if he so wishes. 
Further, the ASsessing Officer should intimate to the 
assessee clearly the reasons for reassessment and give 
the a!Sessee a reasonable opportunity to state his 
objections, if any, to the reopening of fhe assessment 
the assessee should, for this purpose, be alloWed a 
minimum time or 30 days. 

11-4.37. Section 150 of the Income-tax Act permits 
the initiation of action for assessment, reassessment 
or recomputation to give effect to any finding or direc
tion contained in an order passed in appeal, reference 
or revi9ion, without any time limit. Although, this 
is a salutary provision for taking consequential action 
to bring escaped income to assessment, in the interest 
of definiteness and expeditious completion of such 
actions. We recommend that for Initiating such 
action there should be a time Omit of one year from 
the end of the financial year in which the order in 
appeal, reference or revision is received by the 
ASBei!ISlng Officer. 

II-4.38. Section 152(1) of the Income-tax Act pro
vides that in an assessment, reassessment or recom
putation made under section 147, the tax shall be 
chargeable at the rate or rates at which it would have 
be~n char~e.d, had the income not escaped assessment. 
Tlus provtston does not appear to add anything to 
the statutory position that income pertaining to a 
particular assessment year should be charged to llix 
at the rates applicable to that year or that reassess
!Uent means integrating the escaped income with the 
t~co~e already assessed. ' There is no similar provi
Mon 10 the Wealth-tax Act or Gift-tax Act. We re
commend that the provWon in section 152(1) need 
not be repeated In the Management Act. 

II-4.3?. Section 152(2) authorises the taxpayer to 
clairp that proceedings initiated against him under 
~ectton· 147(b) •. i.e., on the basis of information com
mg to t~e notice of the Income-tax Officer, without 
!here ~eif!g_ any default on the part of the taxpayer 
m furmshmg hts return of income or in disclosing all 
the material particulars necessary for the assessment 
should be dropped under certain circumstances: 
We recommend that this provision should be lllllde 
applicable to aU types of reassessments onder all the 
four acts on a uniform bllsis. We further recom
mend that this right should be available to the asses
see notwithstandine that he might have filed an 
appeal against the original assessment provided tltat 
such anpeof has .s'ince been di!;p(lsed of, and the 
matter has become final. 

A II-4.40. The existing provisions of the Income-tax 
~t. ~eal~h-!ax Act and Gift-tax Act lay down cer

tam lime hmtt~ for completion of assessments and re
assessments. The time limit for completin an 
nssessment under the Income-tax Act . tw g 
from the end of the relevant ts o vears 
as under the Wealth-tax Act S:~~rGi~~\ixeakc~~~rj; 
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four years. There is no time limit for completion of 
assessments under the Surtax Act. In the context of 
integration of the procedural provisions of the four 
direct tax laws, we recommend that a uniform time 
limit of two years should be laid dO'IVD In_ the manage
m~mt act for all the taxes. In respect of surtax, 
however, an alternative time limit of one year from 
the end of the financial year In which the income
tax assessment is completed, if later, will have to be 
provided. To obviate undue burden on the depart
ment in having to deal with a large number of pend
ing assessments made under the Wealth-tax Act and 
Gift-tax Act getting barred by time in one year, the 
reduction or the time limit from four years to two 
years should be staggered suitably. Similarly, in res· 
pect of surtax where there is no time limit at present 
for completion of assessments, suitable staggering 
should be provided while imp~ng the time limit. 
recommended by us. 

11-4.41. At present, extended time limits apply for 
completion of assessments and reassessments under 
the Income-tax Act, Wealth-tax Act and Gift-tax 
Act in certain circumstances. Firstly, an assessment 
is permitted to be completed within a period of one 
year from the date of filing of the return or a re
vised return even if such period expires after the 
stipulated time limit of two years or four years, as 
the case may be. Secondly, under the Income-tax 
Act, an asses~ment is allowed to be completed before 
the expiry of eight years from the end of the assesl!
ment year in a case where penalty for concealment 
of income is attracted. This latter provision has, in 
practice, been of little use because of vagueness. In 
the interest of ~ertainty, uniformity and ease in keep
ing track of limitation, we recommend that, for all 
the four direct taxes, extended time limit with refer· 
ence to the date of filing the return should be avail
able ~pto th~ last day of the financial year following 
that tn whtch the return is filed. Such extension 
should be available only with reference to the date of 
filing the first return and not any revised return. 
Further, there should be no extension of time limit 
with reference to the consideration whether or not the 
case attracts penalty for cOIIceaiment. 

11-4.42. The time limit for completion of assess
ment, r:asse~rp~nt or re?omputation in pursuance of 
proceedmgs 1mttatcd by 1ssue of a notice under sec
tion 148 on the basis of fresh information without 
there being any default on the part of the a~sessee in 
!urnishing the return or in ~isclosing material facts, 
Is at present one year from the date of service of the 
notice or four years from the end of the assessment 
year, whichever is later. Here also, in the interest 
of certainty and ease in keeping track of limitation, 
we recommend that the extended period of limitation 
of one year should be counted from the last date of 
the financial )'ear in which the notice is served. 

11-4.43. There is at present a time limit under sec
tion 153(2A) for completing assessments/reassess
me~!, reasse~sm~nt or rec?mputation in pursuance of 
fin~1~g or dtrecflon contamed in a order in appeal, 
reviSion, etc., of two years from the end of the finan
cial vear iry ';Vhich the order in appeal was rccived bv 
the Commtsstoner or the order in revision was passed 



by the Commissioner. This time limit should con
tinue. There is oow no time limit at all for making 
an assessment on a partner of a firm in consequence 
of an assessment maue on the firm under section 14 7. 
We recommend that, in such a case, there should be 
an extended time limit of one year from the end of 
the year in which the assessment on the lim. WII!J 
made. 

ll-4.44. ·Explanation 1 to section 153 enumerates 
certain situations in which the period of limitation 
gets extended by the exclusion of certain periods. 
Under clause (i), in a case where there is a change 
in the incumlient of the office o~ the assessing autho
rity, the time taken in reopening the whole or any 
part of the proceec.Jmgs or m gtvmg an opportunhy to 
the assessee to be reheard, on his demand, is to be 
excluded in computing the period of limitation. This 
provision creates uncertainty about the period of 
limitation. We accordingly recommend that, where 
the assi!Ssee claims in writing tba,t the whole or any 
part of the proceedings should be reopened and he 
should be reheard by the successor in office because 
of the change in ineumhcnl, the limitation should ex• 
pir~ on the last day of the financial year following 
that in which such claim is made by th!_ as,sessee. 

11-4.45. Under clause (ii) of Explanation 1 to sec
tion 153, in a case where the assessment proceeding 
is stayed by an order or injunction of any court, 
the period of limitation gets extended by the period 
for which the proceedings are so stayed. It often 
happens that stay orders are obtained by assessees 
towards the fag end of the period of limitation and 
when · such stay orders are ultimately vacated after 
the lapse of several years, the assessing officer gets 
hardly a few days' time to complete the proceedings 
even under the extended time limit. · The position 
becomes greatly aggravated where there has been Jl 
change in the assessing officer dealing with the case 
in the meanwhile, and the successor· has to familarise 
himself with ·the facl3 before he can make an assess
ment. With a view to obviating these difficulties and 
imparting certainty and ease .in keeping track of the 
date of limitation in such cases, we recommend ·that 
the period of limitation should expire on the last day 
of the financial year following that in which the stay 
order is vacated. 

11-4.46. Clause (iii) of Explanation 1 to section 
153 deals with the situation where a special audit of 
the assessee's accounts is carried out at the instance 
of the Income-tax Officer. Clause (iv) deals with 
the situation where a draft assessment order has been 
issued and the objections of the assessee to the pro
posed additions have been referred to the Inspecting 
Assistant Commissioner for his directions. Clause 
(v) deals with the situation where an application made 
before the Settlement Commission by the assessee is 
rejected by it or is not allowed to be proceeded with. 
Jil the light of our recommendation for deletion of 
the provisions in section 144B for the issue of a draft 
order, we recommend that the provision in clause 
(iv) of Explanation 1 to section 153 should be delet• 
ed. As regards clauses <iii) and (v), in line with our 
earlier recommendations, we recommend that the 
time limit should get extended npto the lru;t day of 
the financial year next following that in which the 
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report of audit is furnished by the assessee or, as the 
cas.e may be, the decision of the settlement c:om• 
mission rejecting the application, etc., is received by 
the Commissioner. 

11-4.4 7. In the matter of time limit for completion 
of assessment, an exception will have to be made in 
respect of assessment of deficiency for surtalt pur
poses as, otherwise, a large nun1bcr of companies, 
who may have no liability to surtax, will have to 
file deficiency returns and get the deficinecy deter
mined by formal assessment orders to meet the re
mote eventuality of their becoming liable to surtax 
at a later date. We have, e~ewhere, recommended 
that deficiency returns for the purpose of surtax may 
be filed at the time when set otf of such deficiency is 
claimed in an assessment. We recollliDCild that, 
similarly, the asseSS.IIlent of defldeocy for iUI'tax piJllo 
poses may be made simultaneously with the I!IIfax 
assessment in which the deficiency is required to be 
set off. 

Method of Accuuming and Maimenance of Accounts 

11-4.48. Section 145 of the Income-tax Act pro
vides that income from a business or profession or 
income from other sources shall be com_puted in ac
cordance with the method of accounnng regularly 
employed by the assessee. Under section 44AA in· 
traduced by the Taxation Laws (Amendment) Act, 
197 5, pursuant to the recommendations of the Wan
choo Committee, persons engaged in specified pro
fessions and also persons carrying on a business or 
a profession other than those specified, who have 
income, gross receipts or turnover excecdin& ipecifi· 
ed limits, are statutorily required to maintain &uch 
books of account and other documents as may en
able the Income-tax Officer to compute their total in
come for the purpose of tax. Further, the Board iJ 
authorised to prescribe the books of account and 
other documents that will have to be maintained by 
such persons. The provisions in section 14.5 and 
section 44AA should go together and find place in 
the Management Act in this Chapter. Draft rules 
have been notified by the Board sometime back, seek
ing to prescribe the account books and other docu
ments to be maintained by professional men, such as 
doctors. The draft rules require that a person carry
ing on medical profession should maintain a daily 
case register in the prescribed form, an inventory of 
the stock of drugs, medicines and other consumable 
accessories used for the profession, a daily cash 
book, a journal, if the accounts are maintained on the 
mercantile system, a ledger, duplicate copies of 
machine-numbered bills and receipts issued by the 
person and original bills and receipl3 in respect of 
expenditure incurred by him. 

II-4.49. Several professional associations have re
presented before us that the draft rules are unduly 
onerous and interfere with their professional work 
and might even compel them to violet professlonal 
confidence of their clients which would be contrary 
to the ethics of their profession. We have given ear
nest consideration to these and other objections to 
the draft rules. While we do not fully agree with 
the views expressed that maintenance of accounts bs 
professional persons such as doctors . would seriously 



iuterfere with their professional work, we agree that 
the draft rules do unduly burden them with avoid
able clerical and accounting work. In particular, we 
see no justification for requiring doctors to maintain 
inventories or drugs, medicines and other consum
able accessories or to have machine-numbered bills 
and receipts. We recommend that persons carrying 
on a profession may be required to maintain only 
certain bas~c records such as a professional case 
diary, a fee rcgi~1er, a cash book (which may not 
·necessarily be balanced daily), a journal if the ac
counts-are maintained on mercantile basis and a 
·ledger. In conjunction with the bank pass book, 
etc., tliese records should provide quite sufficient 
material for the computation of their income for pur
poses of assessment. 

ll-4.50. Section 44AA, at present, authorises the 
Board to prescribe by rules not only the types of 
books of account and other documents to be main
tained by taxpayers carrying on any business or pro
fession but also the period for which such books 
of accounL and other documents should be retained. 
In the context of our recommendation in para 4.32, 
that when an assessment is completed by acceptance 
of return any reopening of such assessment should 
be done only under the normal procedure governing 
the reopening of closed assessments, we recommend 
that books of account and other documents relating 
to any business or profession coming within the scope 
of section 44AA should be reqnired to be retained 
for a minimum period of eight years. 

Assessmem of addilion'al Income-tax on closely held 
companies 

Ii-4.51. Chapater XI of the Income-tax Act contains 
provisions for the levy of additional income-tax on a 
closely-held company for its failure to distribute divi
cnds upto the required percentage of its distributable 
income. Some of these provisions are substantive in 
character while the others are procedural. The pro
cedural provisions of that chapter should be incor
porated in the managemmt act in this Chapter. 

11-4.52. At present, there is no statutory provision 
for the issue of a notice to the company before the 
Income-tax Officer invokes the provision for levy of 
additional tax. We recommend that the Manage
ment Act should provide for the issue of a notice by 
the Assessing Officer to the company before starting 
the proceedings for the levy of addilional tax. Such 
notice should be issued by the Assessing Officer soon 
after the completion ·of the relevant assessment or 
reassessment of the company. 

II.4.53. Section 105, which spells out the circum
stances in which liability to the additional tax would 
not be attra~ted. is largely _substantive, althou.eh it in
cludes certam procedural formalities to be observed 
by the company . ~r to be taken by the assessing 
offic_!!r. Th1~ prov1s1on should find a place alongwith 
s~c!10n ~04 m the substantive law. The existing pro
VISions 1n section t06 lay down a time limit of two 
ye~rs from the end. <;lf the relevant assessment year 
fm. le~ ~f the add1t1onal tax, subject to an alter
natlv~ hm1t. of one year from the end of the financial 
year m wh1ch the assessment or reassessment of the 
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income of the company is made. These time limits 
can remain unchanged and should be incorporated in 
the Management Act. Section 107, which requires 
approval of the Inspecting Assistant Commissioner 
before the Income-tax Officer makes an order levy
ing the additional tax, is purely procedural and should 
be incorporated in the Management Act. 
Section 107A enables a company, other 
than an investment company, to aproach the Board 
for relaxation of the requirement of distribution of 
dividends. In para 6.11 of our Interim Report, w~: 
have recommended that the provisions relating to levy 
of additional income-tax should be restricted in their 
application to closely-held investm~nt companies 
only. In the light of that recommendation, the pro
visions of section I 07 A would become otiose. 
We, therefore, "recommend that section 107A should 
be deleted. 

Rectification of mistakes 

II-4.54. Section 154 of the Income-tax Act contains 
provisions empowering the tax authorities to rectify 
mistakes in their orders which are apparent from the 
record. The Income-tax Appellate Tribunal IS also 
given similar powers under a different section, namely 
section 245(2) of the Income-tax Act. Section 35 o! 
the Wealth-tax Act and section 34 of the Gift-tax 
Act apply not only to the tax authorities but also to 
the Appellate Tribuna!. It is also seen that section 
154 of the Income-tax Act and section 35 of the 
Wealth-tax Act do not confer any power of rectifica
tion on the Inspecting Assistant Commissioner where
as in the Gift-tax Act, the Inspecting Assistimt Com
missioner's power to rectify certain penalty orders 
passed by ~i~ is retained. When an Iuspecting Assis
t~nt CmJ:~~ISSioner makes an assessment by virtUe of 
his exerc1smg the powers of the Income-tax Officer, 
he can no doubt, resort to section 154 in exercise of 
the same powers. However, there are other orders 
such as those under section 131(2) or section 272A 
of the .In.come-tax Act ~here the Inspecting Assistant 
Co~mJssioner acts by ~rtue of his own powers. It is 
desuable to confer specific powers of recti!J.cation on 
the Inspecting Assistant Commissioner also. We re
commened that the powers of rectification of all tax 
Authorities an<J the tribunal should be made llniform 
and applicable to all orders passed by them. We fur· 
ther recommend that the existing provisions Joying 
down the time limit for rectificatory action, at four 
years from the date of passing of the order sought to 
be rectified, should, in the interest of li'Diformity 
ce~tainty and ease in keeping track of dates of limi: 
tation, be amended so as to permit rectification within 
a pe~od of. four years from the end of the financial 
year m whrch tl1e order sou~:ht to be rectified was 
passed. 

II-4.55. The provisions in section 154 are supple
~ented by the pro\lisions in section 155 which pro
vide for amendment of order!! in specified circums
t~nces by. brining them within the scope of rectific~
tJon of mistakes and by providing extended time limits 
for that purpose. Here also, We recommend that the 
ext~nded time limit of fo~r yeaf!J provided in the 
vanou~ sub-se~ns of section 155 should be made 
to exp1re at _the end. of fo.nr yeaf!J from the last dav 
of the financ10l year m whrch the event which attracts 
the amendment happend. 



CHAPTER~ 

PENALTIES 

. 11-5.1. This Chapt~~ of the Management Act will 
~corporate the provisions at present contained in 
-:-hapter ~I of the Income-tax Act relating to penal
:~es for vanous defaults, and the corresponding provi
;IOns of the Wealth-tax Act, Gift-tax Act and Surtax 
1\ct. The. provisions in the Management Act will 
lpply umformly to defaults under all the four direct 
:ax ~~~s and the differences which exist in the present 
p~ov!s•on~ ~s between one Act and the other will get 
~hmmated m the process of integration. 

11-5.2. The ~!lost important provisions relating to 
levy of penalty m Chapter XXI are those contained in 
section 271 whic~ deals with sc:veral categories of 
defaults. Sub-section (1) of section 271 prescribes 
~he penalty for (a) defaults in furnishing returns of 
mc~me, (b) defaults in complying with certain notices 
c~llmg for acGounts, etc., issued by the assessing autho
nty, and (c) concealment of income. Sub-iK'ction (4) 
deals with wrong distribution of profits of a registered 
firm. Combining the provisions relating to these vario
us defaults, which are essentially independent of one 
another and indicate different degrees of culpability, 
seems to be a historical accident. We, therefore, re· 
commend that penalties for the above different types 
of defaults should be dealt with in separate sedion5 
of the Management Act. 

Default in furnishing the return 

· Il-5.3. At present, under section 271 of the In· 
come-tax Act, a penalty of 2 per cent of the "asses
sed tax" is leviable for every month during which the 
default in furnishing the return of inceme continues, 
subject to an overall limit ~qual to twice the amount 
of the assessed tax. This limit is applicable to the ag
gregate penalty for failure to furnish . the return of 
income and the penalty leviable by deeming such 
failure beyond the time allowed for furnishing a volun
tary return to be concealment of income. In our In
terim Report, we have recommended that taxpayers 
should be allowed to buy time for furnishmg the return 
on payment of interest, upto a maximum period of 3 
months expiring on 30th September of the assess
ment year, and that any delay in furnishing the re
turn after that date should attract penalty (para 7 .20). 
Accordingly, we recommend that any delay in fur

. nishing the tax return beyond 30th september of the 
assessment year s_hould attract penalty at the rate of 
one per cent. of the gross tax, i.e. tax determined on 
assessment withou.t giving credit for prepaid taxes, 
for every month of default. We further recommend 
that there should be no ceiling on the runount of 
penalty payable for delaying the tax return s.o that 
a person who fails to furnish the tax 1eturn for seve
ml years may be required to pay an adequate price 
for his delinquency. We also recommend that the 
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penally provisions should apply uoiforoily to all the 
lour direct taxes. 

11-5.4. Explanation 3 to section 271 seeks to in
c.luce a sence of responsibility in taxpayers by deem
ing failure to furnish the return of income within the 
time allowed for furnishing a voluntary return, to be 
concealment of income. We have, elsewhere in this 
Report, recommended that there should be no time 
limit, as such, for furnishing a tax return on the tax
payer's own volition. In view of that recommenda
tion and the recommendation in the last pam that 
there should be no upper limit on the penalty for de· 
fault in furnishing a lax return, we recomniend thnl 
explanation 3 to seclioo 271 may be deleted. 

II-5.5. Under the existing law, no penalty is levi
able in a case where the income of the taxpayer 
exceeds the exemption limit by less than Rs. 1 ,500. 
Considering the increased emphasis on voluntary 
compliance by ta~payers and acceptance of return~ 
in the large majority of cases without scrutiny uf 
accoun,ts, we are of U1e view that there should be no 
exception even in the case of persons wiU1 incomes 
exceeding the exemption limit by a small amount. 
We, therefore, recommend that the existing excep• 
tioo in section 271(3)(a) should be omitted. 

11-5.6. In a case· where a taxpayer, to whom a 
notice calling for a return has been issued by the 
assessing authority, proves that he has no income 
liable to tax at all, the present law provides that the 
penalty leviable shall not exceed Rs. 25. Ex hypo
lhesi, in a case like this, the penalty leviable is nil 
and hence the provision that it shall not exceed 
Rs. 25/- seems to have no significance. What is, 
perhaps, intended is that a token penalty not exceed
ing Rs. 25/- may be levied on a taxpayer who does 
not comply with a notice calling for the return even 
if it ultimately turns out to be a case of no taxable 
income. We, accordingly, recommend that the pro• 
~isioo in section 271(3)(b) should be re-wafled to 
make the intention clear. 

11-5.7. In the case of a charitable or religious 
trust which does not have any tax liability in view 
of the exemptions provided in sections 11 and 12, 
the law provides that failure to furnish the return 
of income should be visited with a penalty at the 
rate of one per cent of the total income computed 
under the Act, without giving effect to the provi
sions of sections II and 12, for each year or part 
thereof. Several witnesses before us described this 
provision as unduly harsh on charitable trusts. They 
have also pointed out that the penalty on trusts 
which are exempt often works out to be more than· 
the penalty leviable on trusts which become taxable 
by virtue of the provisions of SI!Ction 13. While we 



appreciate . the n~ed for compelling. persons claim
in_g exemption from tax under sections 11 and 12 
to file their returns in time, we feel that the penalty 
for default should · not be so stiff. Elsewhere 
in this Report, we have recommended that eligibi
lity for the exemption under sections 11 and 12 
should be conditional upon the furnishing of the 
return before the close of the assessment year. In 
this context, we recommend that, while the present 
scale of penalty leviable for default in furnishing 

. return of income by a Trust which is entitled to 
exemption under sections 11 and 12 may continue, 
the quantum of the penalty should be limited to 
Rs. 500. This limit should, however, apply only to 
cases where, after applying the provisions of sections 
11, 12 and 13, the trust does not have a taxable 
income. 

11-5.8. The existing provisions for levy of penalty 
for default in filing the return of income have been 
interpreted by the courts to mean that a penalty 
cannot be levied unless the Department proves deli
berate intent on the part of the taxpayer to escape 
tax liability. Recently, a Full Bench of the K.era1a 
High Court has held in Commissioner of Income
tax vs. Gujarat Travancore Agency (103 I.T.R. 
149) that the mere nse of the expression "without 
reasonable cause", in section 271(1)(a), cannot 
import a mental element or mens rea. Here again, in 
the light of the approach adopted by us in the 
Interim Report, that all taxpayers should be induced 
to comply voluntarily with the tax laws fully and 
promptly and that the Department should also place 
faith ID the taxpayers and accept the returns in the 
large majority of cases, we recommend that the law 
~hould cle.arly provide for levy of penalty for default 
m fmnlshing the .return of income more or Jess as a 
matter of course except where the taxpayer proves 
~t. he was prevented by sufficient cause from fur
nJshinj: the return. In other words, the principle 
enunc1ated by the K.erala High Court should be 
spelt out clearly in the statute. 

Defaults in complying with notices for production ~I 
Accounts, etc. 

II-5.9. Another type of default for which section 
27~ pro_vides a penalty is default in complying with 
notices Issued- by the assessing authority calling for 
accounts, documents and other material. The 
penalty for such defaults, at present, ranges from 
I 0 per cent to 50 per cent of the tax which would 
have been avoided if the income returned by the 
assessee had ~een accepted as the correct income. 
The penalty 1~ .such cases is, thus, linked to the 
tax on the additions made to the returned income. 
In order. to make the penalty really effective, we are 
of the VIew that the penalty should be independent 
~f the qua~tum of the assessment and the tax liabi
bty determmcd ~hereby. In this connection, it should 

· s~m~~;~ ~~~e m th~ case of non-compliance with 
deuce, etc., th~:ef:1~0 131 for production of evi
~efault, which, according~e of Rs. 500 for e~ch 
m a later paragraph h ulodur be rec;ommendation 
Rs I 000 Th d ' s 0 mcreased to 

. ' . e efaults at present dealt with in 
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section 271(I)(b) are essentially similar to defaults 
under sectio)l I 31 and the penalty should also be 
similar. We accordingly, recommend that, for 
defaults in complying with notices issued by the 
Assessing Authority calling lor production of 
AccoWtt Books, docmnents and other material, lhe 
penalty should be a lumpsum not exceeding Rs, 1,000 
for each default. We further recommend that, while 
drafting the p)rovisions, it should be made clear that 
the onus of showing sufficient cause for frulure to 
comply with the notices will be on the taxpayer. We 
also recommend that the penalties for such defaults 
should be levied without waiting for the completion 
of the relevant As5essment p;roceedings. 

Penalty for concealment , 
11-5.10. The third type of penalty provided under 

section 271 is that for concealment of particulars 
of income .or furnishing inaccurate particulars of 
income. The quantum of penalty in such cases is 
subject to a minimum equal to the uix sought to be 
avoided and a maximum equal to twice such amount. 
Under the corresponding provisions of the Wealth
tax Act, the minimum is the same, butthe maximum 
is. 5_ times that amount. Under the Gift-tax Act, the 
mwmum penalty for concealment is 20 per cent ot 
the tax sought to be avoided and the maximum is 
I-1/2 times such tax. Under the Surtax Act there . . . ' 
1S no mm1mum for such penalty but the maximum 
i~ the. amount of surtax sought to be avoided. In 
line With our approach that there should be uniform 
provisions applicable for all the direct taxes we 
recommend that the provisions in the Manage:0ent 
Act relating to penalty for concealrilent of Income 
~ealth, etc., should uniformly apply to all the fou~ 
d1rect taxes. ~ere should be no minimmn penalty 
and the Assessmg Officer's discretion in this regard 
shoul~ be unfettered, The maximmn penalty should 
he tWice the amount of the tax sought to be avoided. 

Authorities empowered to Levy Penalty 

II-5.11. The present provision in section 27(1) 
confers the power to levy penalty for different types 
of ?efaults on . th~ Income-tax Officer, Appellate 
ASSistant Co~ss10ner an~. Commissioner (Appeals). 
The corresponding proviSions of the Wealth-tax 
Act a1_1d. Gift-tax Act confer such power on the 
Coli_II_lliSSJoner and the Appellate Tribunal also, in 
add1t1on to the assessing authority and the first 
appellate authority. Under the Surtax Act how
ever, the Income-tax Officer is the only a~thority 
~ompetent to levy penalty. While defaults in furnish
mg. the re~rn of income or in complying with 
notices calli!Jg for books of account, documents and 
other matenal can occur only in proceedings before 
the assessing aut~ority, concealment may be detec
ted bY_ the assessmg authority or the first appellate 
autho~ty or even by the Commissioner in the course 
of revtston proceedings. We have elsewhere in this 
Report, recommended that the Tribunal which IS the 
~al appellate authority on facts, sho~ld not have 

e powe~ to enhance the assessment as at present 
provtded m the Wealth-tax Act- and the Gift-tax 



Act. In the light of the recommendation and in the 
context of integration of the procedure for all direct 
taxes, we .recommend that the power to Jeyy penalty 
for various defaults detailed in the precedine para· 
graphs ~bould not be available to the Appellate 
Tribunal. We further recommend that the penalty 
for defaults in furnishing tax returns or in comply
ing with notices issued by the AsseMing Authority 
should be leviable only by the Assessing Authority 
and not by any other authority. The power to levy 
penalty for conce$nent should, however, be avail
able uniformly to file fil'!lt Appellate Authority and 
also to the Commissioner, in addition to the 
Assessing Authority, in respect of aU the four direct 
taxes. 

Penalties on Registered Firms 

II-5.12. Section 271(2) provides that, in the case 
of a registered firm, the penalty for different defaults 
shall be computed with reference to the tax which 
would have been imposed on the firm had it been 
treated as an unregistered firm. The effect of Ibis 
provision is that, although the tax payable by the 
registered firm may be a comparatively small amount, 
the penalty for delay in furnishing the return of 
income even for a short period of a month or two 
can exceed the tax payable by the firm. This provi
sion is no doubt intended to act as a positive deter
rent on partners of a registered firm against delay
ing the return of income of the firm, and then 
claiming that as the excuse for delaying their own 
personal returns. Several witnesses who appeared 
before us described these provisions as harsh and 
pleaded for mitigation. In this connection, we would 
like to refer to the recommendation in our Interim 
Report (para 8.18) that the separate tax on a 
registered firm should be discontinued altogether. 
If that recommendation i8 accepted and implemented 
by the Government, then the existing provisions for 
calculatinl! penalty for default of a rel!istered firm 
in turnishin~ the retwn of Income sholid continue 
unchan~ed. If, however, the separate tax on regis· 
tered firm continues to be cha~ed, we n-commend 
that the penally for default in fumishing return of 
Income should also be calcnlated with reference to 
the fax payable by the registered firm lt51CH and not 
on the Notional Tax which wnnld be cha~eahle if 
it had been assessed a! an Unregistered F1rm. We 
do not, .however, recommend any change In the 
existin!!: method of calculation of penaltv for conceal· 
ment of ln~ome in the case of Registered Finns. 

II-5.13. Elsewhere in this Report. we nave recom
mended that the procedure for registration of firms 
should be extended to associations of persons and 
bodies of individuals as well. and that a registered 
association of persons or body of individuals should 
not be assessed to tax on its income as a single unit 
but that the shares of the numb~rs in the income of 
the association or body should be subjected to tax 
in their hands. In this context, we recommend that 
f.be penalty leviable in fbe ease of a RCI!isfered 
As<ori.ation or ReP,istered Body of Individuals for 
d!!faults in furnishing returns of Income and . also 
for .concealment of ·Income . should be calculated 
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with reference to the lax that wonld have been 
paynble if the Association or Body had been subjec
ted to tax on its Income as a single unit. 

II-5.14. Section 271(4), providing for the levy 
of penalty on a registered firm, which distributes its 
profits otherwise than in accordance with the shares 
of the partners as shown in the instrument of part
nership, is virtually a dead letter inasmuch as any 
wrong distribution of profits would entitle the Income
tax Officer to refuse registration to the firm and 
assess it as an unregistered firm and should be 
deleted. 

Failure to keep books of accounts, etc. 

II-5.15. Section 271A prescribes the penalty for 
failure to keep, maintain or retain books of accounts, 
documents, etc., as required under section 44AA or 
the rules made under that section. At present, this 
penalty is linked with the tax which would have 
been avoided if the income returned by the assessee 
had been accepted as correct, and ranges from a 
DliDimum of 10 per cent to a maximum of 50 per 
cent of the tax. The scale of penalty can be mean
ingful only it failure to maintain books of accounts 
as required by section 44AA leads to additions to 
the income returned by the assessee, and not other
wise. Further, the penalty for such failure can he 
levied only after the assessment has been finalised. 
These two features make the penal provision uncer
tain and even illusory. With a view to making tho 
penalty serve the purpose underlying it, we recom
mend that the penalty for fail..-e to keep, maintain 
or retain books of Accounts, Documents, etc., as 
required under Section 44AA, should be a lump• 
sum not exceeding Rs. 5,000. 

Defaults Relating to advance tax 

II-5.16. Section 273 of the Income-tax Act 
deals with penalties leviable for defaults relating 
to payment of advance-tax. The section contem
plates, three types of defaults, namely :-

(a) furnishing an underestimate of the advance 
tax payable ; 

(b) failure to furnish an estimate of the 
advance tax payable ; and 

(c) failure to furni~h an upward estimate of 
the advance tax payable under section 
212(3A). 

II-5.17. In our Interim Report, we have recom
mended that the obligation to submit an upward 
estimate of the advance tax payable should be 
discontinued (para 9.10). Apart from this, we have 
also recommended that all assessees, including those 
who are already assessed to tax in the past, should 
be required to pay advance tax on the basis of their 
own estimate without waiting for a notice from the 
Income-tax Officer (para 9.5). This latter recom
mendation has been accepted by the Government 
and implemented through the Finance Act, 1978. 
Another recommendation in our Interim Report is 
that, where the advance tax paid falls short of 75 



per cent of the tax payable on the bit,is of t~e 
returned income, interest should be charged wl!h 
reference to the shortfall from the tax on th~ retur
ned income at the rate of 1 per cent per 1_11onth, 
upto the d~te of furnishing the return of mcome 
(paras 9.13 and 9.14). We ha':e further recommen
ded that penalty should be leviable on a taxpayer 
who has failed to make payment of advance t~x 
which is due or where the advance tax actually paid 
on the basis of his estimate falls short of 75 per 
cent of the tax payable on the basis of the return 
of income. 

II-5.18. As a further step towards simpli~cation, 
we recommend that, the levies by way of mterest 
nnd penalty may be marged and the interest to be 
charged for non-payment of advance tax or on short 
payments of advance may be fixed at 18 per cent 
per annum of the tax payable on the basis of the 
rettirn or as the C88e may be, of the shortfall tlrom 
such tax.' Once this is done, it will be unnecessary 
to have separate penal provisions for this purpose 
und Section 273 may be omitted. 

Miscellaneous defaults 
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II-5.19. Apart from the penalty provisions di~
cussed above, there are a number of other provi
sions prescribing penalties for various other defaults. 
These are contained in sections 270, 272, 272A and 
272B in Chapter XXI of the Income-tax Act. Besi
des these, there are certain other provisions for levy 
of fines, in sections 131(2) and 285A(2). Out of 
these various provisions, those in section 272A cover 
a number of defaults, namely, refusal to answer 
questions, sign statements, allow inspections, etc., 
failure to furnish various returns or statem~nts, men
tioned in sections 133. 206, 285, 285B and 286 ; 
failure to furnish certificate of the tax deducted at 
source, as required by section 203 ; and so on. For 
refusal to answer and sign statements, the penalty 
is a Iumpsum upto ~s. 1,000, while for the other 
defaults referred to in section 272A, it is Rs. 10 for 
every day during which the failure continues. 
Section 270 prescribes a penalty upto Rs. 500 for 
failure to furnish information in respect of securi
ties, called for by the Income-tax Officer, with a 
further penalty of like amount for every day during 
which the default continues. Section 272 prescribes 
a penalty for failure to give notice of discontinuance 
of business or profession as required by section 
176(3), and the amount of penalty may vary from 
a minimum of 10 per cent of the tax subsequently 
assessed in respect of the business or profession upto 
·the date of its discontinuance, to a maximum equal 
to such tax. Section 272B prescribe!! a penalty upto 
Rs. 500 on a PCTSOn who fails to obtain a Perma
nent Account Number and quote it on all returns. · 
corresnondence, challans, documents, etc. addressed 
bv him to the Department or fails to inform the 
D~artment of any change in his address or in the 
na~e and nature of his business as required under 
section 139A. The fine for failure to comulv with a 
~ummons under section 131 may extend upto 
Rs. ~oo, while t~e fine on a contractor who fails to 
furntsh mformation about the contract, as required 

under section 285A(l), may be upto Rs. 50 for 
every day during which the contravention continues, 
subject to a ceiling of 25 per cent of the value of the 
contract. 

11-5.20. All the defaults enumerated in the vari
ous sections referred to in the preceding paragraph 
are technical defaults and there should be a certain 
degree of uniformity in the penalties leviable for 
such defaults. After considering the comparativ:! 
importance of the relevant provisions and the gravity 
of the defaults, we recommend as follows :-

(1) Penalty for failure to respond to summons 
under section 13.1 ·should be brought on 
par with the penalty leviable under section 
272A(1) for refusal to answer the ques
tioas and sign statements, and the neces
sary provision in this behalf should be 
made in the latter section. 

(2) Penalty for not complying with the provi
sions under section 139A for obtain;ng 
a permanent Account Number and quoting 
it should also be covered under the provi
sions of sectiog_ 272A(1), subject to the 
exclusion of failure to quote the permanent 
Account Number on _routine correspon
dence for which no penalty should be 
levied. 

(3) The penalties provided under sections 
270, 272 and 28SA(2) should be inte
gJ'ated with the penalty for varioml 
defaults ennmerated in section 272A(2) 
and the amount of the penalty should be 
fixed at a maximum of Rs. 20 for every 
day during which the failure or contraven
tion continues. 

(4) The penalties for the corresponding defaults 
under the Wenlfh·tax Act, Gift-tax Act and 
the Surtax Act should be brought in line 
\llith these penalties. 

11-5.21. The procedure for the levy of various 
penalties, as detailed in Chapter XXI of the Income
tax Act, is spelt out in section 274, while the time 
limits for the passing of relevant· orders are laid 
down in section 275. There are corresponding provi
sions in the Wealth-tax Act and Gift-tax Act. Certain 
aspects of the procedure are incorporated in section 
271 itself. Essentially, under all the four direct tax 
laws, the previons approval of the Ispecting Assis
tant Commissioner is required to be obtained before 
the Income-tax Officer can levy penalty in respect 
of certain defaults, subject to certain monetary limits. 
Thns, under the Income-tax Act, a penalty in· res
pect of concealed income of more t!Jan Rs. 25,000 
can be levied by. the Income-tax Officer only after 
getting the previous approval of the Inspecting 
Assistant Commissioner. The provision under the 
Wealth-tax is similar while. under the Gift-tax Act. 
the Inspectin11; Assistant Commissioner's approval 
is required where the minimum penalty imposable 
for concealment exceeds Rs. 1,000. Under the 
Surtax Act, the Inspectin11; Assistant Commissioner's 
previous approval is required for the levy of uenal
ties not only for concealment but also for default 



in furnishing tho return of chargeable profits or in 
producing documents, statements, etc. required by 
notice, and there is no minimum limit. 

11-5.22. In the context of integration of the proce
dures for all the four taxes, we rea~mmend that 
all procedural aspects in regard to levy of penalties 
should be uniform for the purpose of ~ the di:rect 
taxes, and · the Inspecting Assistant Commissioner's 
approval should be reqUired to be obtained for 
levy of penalty for concealment where the penalty 
exceeds Rs. 5,000. We further recommend that all 
orders levying penalty should be in writing. Although 
this is the practice at present, there is no specific 
requirement under the law to this effect. Further, 
the law shou&l. specifically provide that, where any 
Authof.ty other than the Assessing Officer levies 
any penalty, a copy of the order shall be sent to the 
Assessing Officer who shaD thereupon issue a notice 
of demand and proceed to recove'r the amount. 

II-5.23. Section 275 of the Income-tax Act and 
the corresponding provisions of the Wealth-tax Act, 
prescribe the time limits for the compeltion of penalty 
pro<:l!edings. We recommend that a uniform time 
limit should apply for all the four direct taxes and, 
further that the extension of these time limits in 
specified dreumstances should be so fixed as to 
expire on the 31st March of the Financial year 
next following that in which the event justifying the 
extension happens. This will make it easier for the 
Department to keep track of such time limits and 
take necessary action before their expiry. 

11-5.24. Section 273A gives powers to the Com
missioner to reduce or waive certain penalties or 
interest in certain circumstances. There are corres
ponding provisions in the Wealth-tax Act but. not 
in the Gift-tax Act or the Surtax Act. We have 
also considered similar powers conferred on the 
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concerned authorities by section 1021 of the U.K. 
Taxes Management Act, 1970. Our recommendations 
In regard to these provisions are as follows :-

(1) These should be uniformly applicable for 
aD the four Taxes. 

(2) The provisioll9 In this behalf should be 
placed in the Chapter dealing with the 
Commissioner's powers of revision tn the 
Management Act, rather than In the 
Chapter relnhg to penalties. 

(3) The existing requirement of obtnlnlng the 
Board's approval before the Commls.~ioner 
reduces or waives under section 273A(1) 
nny penally or interest exceeding the 
specified limit should be deleted. 

(4) The provision in sect;on 273A(3) should 
be amended to make It clear that It 
applies only to the exercise of the power 
onder sob-section (1). 

(5) The power of the Commissioner to watve 
or reduce penalty on the ground of bard· 
ship, under sub-section ( 4), should be 
extended to cover interest, Including 
interest for delay in payment of tax, and 
its scope should be enlo11:ed so as to em· 
power the Commissioner to waive or 
reduce any penalty or interest even In 
eases not Involving hardship but where 
for any other reason he considers such a 
course to be desirable or expedient. 

(6) Powers s'm;lar to those under sub-section 
( 4) ~hould be l!iven to the Boord al•o, so 
that in case where the Assessee does not 
get the ncce~sary relief at the Commis· 
sinner's Ieve'l, he should be In a position 
to approach the Boord. 

'Section 102 of the U.K. Taxes Management 
Act, 1970, reads as follows :-

"S. 102. Mitigation of penalties : The Board 
may, in their discretion, mitigate any 
penalty or stay or compound any proceed
ing for the recovery thereof. and may also, 
after judgment, further mitigate or en
tirely remit the penalty." 



CHAPTER 6 

APPEALS REFERENCES AND REVISIONS 

II-6.1. This Chapter of the Management ~ct "'!il 
incorporate the provisions at present contamed m 
Chapter XX of the Income-tax Act, Chapter YI of 
the Wealth-tax Act and Chapter. VI c;>f the .Gtft-tax 
Act besides the provisions contam'd m sectiOns 11, 
llA, 12, 16 and 17 of the Surt~x Act. The <=:om
missioner's power to reduce or watve penalty or m.te
rest, at present contained in sectio~ 273A . c;>f the 
Income-tax Act and the correspo?d1ng provtst~ms ~f 
the Wealth-tax Act, will also be mcorporated m th1s 
Chapter of the Man,agement Act. . 

II-6.2. In our Interim Report, we have already con
sidered the provisions relatmg to appeals, re~erenees 
and revisions and made ~ever!ll recommendaliOJ!S. for 
rationalisation and simpllfieation of these provtsrons 
with a view to obviating or reducing litigation, accele
rating disposal of appeals, re~e:ence~, etc., .and gene
rally streamlining these proviSIOn& m the m.t~rest of 
securing sl'eedier justice and better collection of 
revenue. These recommendations should be taken 
into account while draftin~ thi& Chapter of the Man.agt:· 
ment Act. In the followmg paragraphs, we deal with 
some of the aspects relating to appeals, referet;~ces a,nd 
revisions which had been left over for consideration 
in the Final Report or where, on further c:xam!natio!l, 
w~: consider it necessary to make modificatiOns m 
some of the provisions already dealt with in the Interim 
Report. 

First Appeals 

11-6.3. In para 11.20 of the Interim Report, we 
have recommended that the powers of the Appellate 
Assistant .Commissioner/Commissioner (Appeals) to 
set aside or reman,d a case should be taken away and 
.thtat he should be required to decide the issues raised 
in the appeal finally after himself conducting any fur
ther enquiry that he may consider necessary for the 
purpose. In para 4.22 of this Part, we have recom
mended that the provision in section 146 of the 
Income-tax Act, for reopening an ex parte assessment 
by the assessing officer on the application of the 
assessee should be discontinued. This means that ap
peal against an ex parte assessment of the assessing 
officer w:n go to the first appellate authority in regard 
to both the justification for making the assessment ex 
parte and the details of the computation of income
made in such assessment. If the appellate authority, 
after hearin!! the assessee, comes to the conclusion that 
the a~sessment should not have been made ex parte, it 
should be in a position to remit the matter back to the 
as~essing officer for making a fresh assessment after 
giving further opportunity to the assessee. The ap
pellate authority can do this only if it has the powe'r 
to set aside the assessment. Apart from this, the rules 

relating to admission of fresh evidence at th~ appellaf~ 
stage also require that the appellate a?thonty sho? 
give the assessing officer an opportunity to e_xamme 
the evidence or documents or to cross-examme .the 
witnesses produced by the appellant. Furt?er, section 
250(5) itself permit& the appellate authority to allow 
an appellant to go into fre~h ~ounds of appeal,_ not 
specified originally, in certam circumstances,. \Yith. a 
view to meeting these situations and ensurmg JU~~tce 
both to the taxPayer an.d to the revenue, we recomme.nd 
that the first appellate authority's power. to set ast.dc 
an a55cssme'nt or remand it to the assessmg nuthonly 
for further enquiry should remain but it should be 
limited to the following situations : 

(a) Where the rulSessment was made ex parte and 
the appellnte authority comes to the conclu-
6ion that it should not have been so made ; 

(b) Where the appellate authority admits any 
fresh ground of appeal not originally spe
cified; 

(c) Where the appellate authority admits :my 
fresh evidence produced by the appellant at 
the stage of apptal; and 

(d) Where any of the gronnds of appeal relates 
to a matter which hns not been considered 
by the assessing authority. 

JJ-6.4. In Additional Commission~r of Income-tax, 
Gujarat, vs. Gurjargravures Pvt. Ltd. (111 ITR 1) 
the Supreme Court has held that, under the existing 
Jaw, the appellate authority is not competent to admit 
a ground of appeal relating to a point which had not 
been raised before the assessing authority and which 
had therefore not received its con,sideration at the time 
of assessment. We feel that this is a situation which 

· require~ to be remedied in order to avoid any unin
tended hardship to the taxpayer who may, through 
inadvertence or ignorance or on the basis of the then 
Prevailing law, omit to make a claim for any deduc
tion, allowance or relief to which he is legitimately 
entitled. We, therefore, recommend that the first ap
pellate authority should be specifically empowered to 
admit, in its discretion, any ground even if it had not 
been raised before the assessing authnrity and co'nsi· 
dered by the latter, subiect tQ. the safeguard that, where 
any such ground rs admitted, the assessing anthority 
should be allowed an opportunity to examine the 
mafter on merits and make a report to the appellate 
authority setting forth th!! results of such examination. 
We further recommend that simr.1ar power should be 
given to the Appellate Tribu.'lal f(.'l admit any ground 
not raised before any lower authority, subject to a 
similar safeguard. · 
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II-6.5. Under the existing law, an Assistant Director 
of Inspection can exercise the powers of issuing sum
mons, etc., under section 131, under certain circum
stan,ces, and he can levy a fine for non-comPliance 
with such summons. At present, there is no clear pro
visiOn indicating the authority to whom appeal against 
the order imposing such fine will lie. We, therefore, 
recommend that the appeal ugainst the Oi'der of an 
As5istant Director of Inspection levying a fine under 
section 131(2) should lie to the Commissioner 
(Appeals) having jurisdicfi.on over the Income-tax 
circle in which the assessee or the other peroon on 
whom the fine is imposed is assessable to tilL 

Second Appeal 
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II-6.6. Section 252 of the Income-tax Act deals with 
the constitution of the Appellate Tribunal. It appears 
to be a historical accident that the Tribunal is a body 
constituted under the Income-tax Act itself. With the 
enactment of other direct tax laws, the appellate func
tioll& of the Tribunal have been extended to those 
taxes as well. For ensuring the in,dependence of the 
Appellate Tribunal, the administrative control over the 
Appellate Tribunal has now been vested with the Law 
Ministry instead of with the Ministry of Finance under 
which the Income-tax Department functions. We see 
.no reason why the Appellate Tribunal should continue 
to remain a creation of the Income-tax Act. The 
Central Board of Direct Taxes which is the apex autho· 
rity of the Income-tax Department is constituted not 
under the In,come-tax Act but under a separate enact
ment, namely, the Central Boards of Revenue Act. 
We, therefore, re;commend that section 252 of the 
Income-tax Act should be deleted and a separate sta
tute should be enacted to deal with the constitution. 
and composition of the Appellate TribunaL 

II-6. 7. Under section 253 of the Income-tax Act, 
appeals lie to the Appellate Tribunal against orders 
of the Appellate Assistant Commissioner, Commis
sioner (Appeals) and the Commissioner. Clause (b) 
of sub-section (1) of that section also provides liD, 
appeal to Appellate Tribunal against an order of the 
Inspecting Assistant Commissioner under section 154. 
This latter provision appears to have been allowed 
to remain in, the section to provide an appeal against 
an order by an Inspecting Assistant Commissioner 
rectifying a mistake in an order of penalty passed by 
him under section 271(1)(c) of the Income-tax Act as 
it existed before the amen,dment made by the Taxation 
Laws (Amendment} Act, 1975. The continuance of 
the provision is likely to create the impression that, 
while appeal& against various orders of the Inspecting 
Assistant Commissioner would lie to the Commissioner 
(Appeal), apoeal against an order under section 154 
would alone fie to the Appellate Tribunal. We recom
mend that, in order to make the provision clear 
section 253 may be reworded to provide that appeal 
will lie to the Appellate Tribunal against all final 
orders of the Commissioner (Appeals) and the Com· 
missioner and that the reference to orders under sec
tion 154 passed by the Inspecting Assistant Commis
sioner should be omitted. 

II-6.8. Under section 24(5) of the Wealth-tax Act 
and .section 23(5) of the Gift:tax Act, the Appellate 
Tribunal has been specifically empowered to enhance 

an assessmen,t or penalty after giving the taxpayer an 
opportunity of showmg cause against such enllancc
m.:nL Under the Income-laX A.:t, the 1 ribunal docs 
not have such specitic power. As the Tribunal is the 
final authority on facts, an,y enhancement of the assess· 
ment or penalty by it would leave the taXpayer without 
any remedy except on points of law. 1n actual prac
tice also, we understand that the powers of enhunce
men,t under the Wealth-tax Act and Gift-tax Act have, 
very wisely, not been used by the Tribunal. In the 
interest of uniformity in all the direct taxes nnd for 
the reasons set oul above, we recommend that the 
Tribunal should not have the power to enhance the 
assessment or Penalty undc~ any of these Acts. 

II-6.9. The existing provisions relating to the Ap
pellate Assistant Commissioner/Commissioner (Ap
peals), as also the Appellate Tribunal, require that, 
where the valuation of any asset is objected to in 
appeal, the appellate authority shall give an opportu
nity of being heard to the Valuation Officer who made 
the valuation, or who may be nominated for the pur
pose by the assessing olliccr. Before the provisions 
for exercise of statutory functions by the Valuation 
Officer were introduced in the law, there was a provi
sion for arbitration in respect of lhe value of any asset 
at the stage of appeal to the Appellate Tribunal by 
two valuers, appointed, one each, by the appellant and 
the Department, and in the case of disagreement bet· 
ween these valuers, by a third valuer. We have, else· 
where in this Report, recommended that Valuation 
Officers should not have statutory functions under the 
direct tax laws and that their role, if any, should be 
merely advisory. While making the ap{>ropriate con
sequential drafting changes in the provisions relating 
to appeals, it is not our intention to revive the earlier 
system of arbitration of the value by two valuers at 
the stage of appeal to the Appellate Tribunal. The 
appellate authority will consider whatever expert evi
dence is produced by either party before it in the 
matter of valuation. 

Central Tax Court 

II-6.10. In paragraph 11.30 of our Interim Report, 
we had expressed the view that the Government should 
consider the establishment of a Central Tax Court to 
deal with all matters arising under the Income-tax 
Act an,d other Central Tax laws, and had left the 
matter for consideration in greater detail in our Final 
Report. We have since examin~d the matter from all 
aspects: 

II-6.11. 'Ihe problem of tax litigation in India has 
assumed staggenng proportions in recent years. From 
the statistics supplied to us, it is seen, that, as on 30th 
June, 1977, there were as many as 10,500 references 
under the direct tax laws pending with the various 
High Coum, the largest pendency being in Bombay, 
Calcutta, Madras, Karnataka and Madhya Pradesh. 
The number of references made to the High Courts 
in India under all the tax laws is of the order of about 
3,300 in a year, whereas the annual disposals of such 
references by all the High Courts put together amount 
to about 600 in a year. In addition to these refe
rences, about 750 writ petitions on tax matters are 
also filed betore the High Courts every year. Under 
the existing practice of each High Court having on)y 



a single bench for dealing with t~x matters and ~hat 
too nut all round the year, there ts obviously no like· 
hhood ot the problem oemg brought down to managc
,4ou.-: p.tupuruuus aL any urn~ 10

1 
uu! rut.ure, out, on Ult: 

ulttcr naud, Jt IS likely <O become wor~e. J:.v~n wnt 
peutions seelung urgent remedy agam~t execullve 
acuon take several years for disposal. The Wauchoo 
Commillee, which had considered this problem, reco~
mended the creation of permanent Tax Benches m 
!·ugh courts and appointment of retired Judges t? such 
Bouches under Arucle 224A of the Consutullon to 
clear the baciiJog. Allhough more than 6 years hav_e 
passed smce that recommendation was made, ~he post
uon of arrears in tax matters has shown no Improve
ment but, on the other hand, tt !_las worsened. ln 
this connection, it would be worth notmg . that t~e 
., anchoo Commntee consulered an alternative cour•~ 
for dealing with thte problem through the estabhsh
ment of a Tax Court out they desist~d from maJ?ng 
dny recommendation to th~t elfect a&, tn the1r opmto.J, 
that would involve extenstve amendments to law an_d 
procedures. We have dtrected our. attention to thts 
matter in the context of the· mountmg arrears ot ta.v 
~uses before the courts. 

11-6.12. The pendency of cases before the court£ In 
tax mailers has also a snow-balling effect all along 
the line of appellate hierarchi~s. I!Jasmuch as proceed
ings in hundreds of cases are mittated and kept pend
mg awaiting the law to be finally settled by the 
Supreme Court after prolonged litigation in some otheJ 
cases. This obviously adds considerably to the load 
of infructuou~ work in the Department and clutters ~p 
the files of appellate author~ties at. all levels, w_Ith 
adverse consequences on thetr effictency. Accordmg 
to the figure~· supplied to us, out of tax arrears 
amounting to Rs. 986.53 crores as on 31st December, 
1977 Rs. 293.26 crorcs (30 per cent) were disputed 
in pr~ceedings before varirms aPpellate al'thorities and 
courts. 
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11-6.13. Apart from the delays which are inhereut 
in the existing system, the jurisdiction pattern of the 
High Courts also seems to contribute to the genera
tion of avoidable work. At present, High Courts arc 
obliged to hear references on matters falling within 
their jurisdiction notwithstanding that references on 
identical points have been decided by other High 
Courts. The decision of one High Court is not binding 
on another High Court even on identical issues. Fina
lity is reached only .when the Supreme Court decides 
the issue which may take 10 to 15 years. 

11-6.14. Tax litigation is currently handled by dil!e
rent Benches of the High Courts constituted on an 
ad hoc basis. The absence of permanent benches also 
accounts for the delay in the disposal of tax cases by 
High Courts. 

11-6.15. The answer to these problems, in our view, 
is the establishment of a Central Tax Court with all
India Jurisdicti_on to deal with such litigation to the 
exclusiOn of Htgh Courts. Such a step will have seve
ral advantages. In the first place, it would lead to 
u~iforfl!ity in decision~ and bring a measure of cer
!mnty tn tax matters.. References involving common 
Issues can be convemently cC!nsolidated and dispos~d 
of together, thereby acceleratmg the pace of disposal. 

B tter co-ordination among the benches would make 
fo~ speedy disposal of cases and redu.ce the scope for 

rolireration of appeals. on th~ s~~ Issues b~fore the 
fower appellate authoriues, _which m Its turn ~Ill reduce 
the volume ot litigation gomg up before ~e fax <;ourt 
as well. Once a Central 'fax Court IS est~bhshed, 
the judges appointed to _the Benche~ thereof Will_ dev_e
lop the requisite experlise. ~y con~uous. v.:orking m 
this field. This would facilitate qwcker . d1sp_o_sal . of 
tax matters and would also help in reducmg liligahon 
by ensuring ·uniformity in decisions. 

II-6.16. ln the light of the foregoing discussions, 
we recommend that the Government should take steps 
fW' thte early establishment of a Centt:aJ Tax. Co~ 
with all-India jurisdiction to deal ~xclusiv~Iy !fdh liti· 
gation under the direct T~x Ia_ws _m . th~ ~st mstance, 
w•th provision for extendmg Its JUnsdiction to cover 
all other Central Tax Jaws, if considered necessary 
in the future. We snggest that snch a court ~hould 
be constituted under a separate statute. As the unpte· 
mentation of this recommendation may necessitate 
amendment of the constitution, which is likely to take 
time, we further recommend that Government may, 
in the meanwhile, consider the desirability of consti· 
luting special Tax benches in the High Courts ~o deal 
with the large number of Tax cases by continuous 
sitting throughout the year. The Judges to be ap
pointed to these specinl benches may be selected from 
among those who have special knowledge and experi
ence in dealing with mattel'S relating to direct Tax 
lows so that, when the Central Tax Court is estab
lished nt a later date, these judges could be transferred 
to that Court. 

11-6.17. The Central Tax Court ~hould have 
Benches located at important centres. To start with, 
it may have Benches at the following seven places, viz., 
Ahmedabad, Bombay, Calcutta, Dellii, Kanpur, 
Madras and Nagpur. Each Bench should consist of 
two judge&. Highly qualified persons should be ap
pointed as judges of the Central Tax Court, from 
among person,s who are High Court judges or who 
are eligible to be appointed as High Court judges. 
In the matter of conditions of service, scale& of pay 
and other privileges, judges of the Central Tax Court 
should be on par with the High Court judges. 

II-6.18. The Supreme Court and, following it, the 
High Courts have held that the Tribunal and the tax 
authorities, being creatures of the Act cannot pro
nounce on the constitutional validity or vires of any 
provision of the Act ; that ; therefore, such a question 
cannot arise out of the order of the Tribunal and 
can.not be made the sabject matter of a reference to 
the High Court and a subsequent appeal to the Sup
reme Court; and that such a question of validity or 
vires can be raised only in a suit or a writ petition. 
While an income-tax authority or the Tribunal cannot 
decide upon the validity or vires of the sections under 
which they are appointed or constituted or under 
which their powers and functions are derived, there 
seems to be no reason why they should be debarred 
from considering the validity of vires of the other 
provisions of the law. We recommend that the powers 
of the Central Tax Court in this rel!ard · should be 
clarified in the law itself by specifically giving it the 
right to go into questions of validity of the provisions 
of the Tax Laws or of the rules framed thereunder. 
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li-6.19. Another important matter, in which we 
consider that the present Jlosition needs improvement, 
is the nature of the Court s jurisdiction in tax matters. 
Under the presen,t law, the High Court'~ jurisdiction 
in such matters is merely advisory on questions of law. 
For this purpose, the Appellate Tribunal has to draw 
up a statement of the case and refer the same to the 
High Court for its opinion. After the High Court 
delivers its judgment on the reference, the matter goes 
back to the Tribunal, which has then to pass such 
orders as are necessar}' to dispose of the case con
formabiy to such judgment. Under this procedure, the 
aggrieved party before the Tribunal has to file an 
application seeking a reference to the High Court on 
specified questions of law arising out of rhe Tribunal's 
order. 1he hearing of such application by the Tri
bunal, followed by the drawing up of the statement 
of the case to the High Court, delays the consideration 
of the issues by the High Court for a considerable 
time. Where the Tribunal refuses to state the case as 
sought by the applicant, then again, the law provides 
for a direct approach to the High Court for issue of 
directions to the Appellate Tribunal to state the case 
to the High Court on the relevant question of law. 
This process also delays the consideration, of the 
matter by the High Court for quite wme time. In 
addition to these types of delay, there will be further 
delays after the High Court decides the matter, as the 
Tribunal has to pass consequential orders disposing of 
tlie case, before the re1ief, if any due, can be granted 
to the assessee. 

ll-6.20. In our view, the disposal of tax litigation 
can be speeded up considerably by vesting jurisdiction 
in the proposed Central Tax Court to hear appeals 
against the orders of the Tribunal on questions· of law 
arising out of such orders. We, accordingly, recom· 
mend tbat the jurisdiction of tbe Central Tax Court 
should be Appellate and not advisory. We also re• 
commend tbat appeals before tbe Central Tax Court 
mould be heard by a Bench of two judges. Where, 
however, the judges do not agree, the appeal should 
be heard by a full Bench of three judges. The 
judgment of a division BeQCh should be binding ou 
other division Benches of tbe Thx Court unleSi it is 
contrary to a decision of tbe Supreme Court or of 
a fun Bench of tbe Tax Court. 

11-6.21. In the matter of appeals before the Central 
Tax Court, it would be necessary to make a special 
provision for enabling Chartered Accountants to ap
pear on behalf of appellants or respondents to argue 
the appeals before it. Legal practittoners would, in any 
event, be entitled to appear before the Central Tax 
Court. In· addition, any other person, who may be 
permitted by the Court to appear before it, may also 
represent the appellant or the respondent in tax 
·matters. 

11-6.22. Our recommendation for setting up of a 
Central Tax Court may not be interpreted. to be only 
a modified version of the concept of administrative 
and other tribunals authorised to be set up for various 
purposes under the amendments effected by the 42nd 
Amendment of the Constitution. The Central Tax 
Court, which we have in view, will be a special kind 
of High Court with functional jurisdiction over tax 
matters and enjoying judicial independence in the 

same manner as the High Courts. The controversy 
generated by the 42nd Amendment to tbe Constitu· 
lion should not, therefore, be held to militate agwnst 
the proposal for the establishment of a Central Tax 
Court to exercise the functions of a High Court in 
tax matters. 

Revision of Orders by Commissioner 

ll-6.23. Section 263 of tbe Income-tax Act at pre
sent empowers tbe Commissioner to revise the orders 
of the Income-tax Officer within a period of two 
years. There are corresponding provisions in the Wealth
tax Act, the Gift-tax Act and the Surtax Act. The 
time limit of two years at present runs from the date 
of the orders sought to be revised. This means that 
the date of limitation for revising orders l?assed at diffe
rent times during any given year will expue on different 
dates, necessitating exercise of continuous vigilance 
throughout the year. In conformity with our recom
mendations fur streamlining the provisions relating to 
limitation for various purposes under the tax laws with 
a view to securing certainty and ease in keeping track 
of limitation. We recommend tbat tbe time limit 
onder section 263 shonld he two Yeats. from the end 
or the financial year in which tbe order sou~t to be 
revised is served on tbe taxpayer, 

ll-6.24. Section 263 at present authorises the Com
missioner to revise orders of the lnconre-tax officer 
only and not of other subordinate authorities. Section 
125 provides for delegation of some of the functions 
of the assessing officer to an Inspector of Income-tax 
or any member of the ministerial staff, subject to cer
tain conditions and restrictions. The provisions of sec
tion 263, as they stand at present, may not cover 
orders passed by such lower authorities. Doubts may 
also arise whether orders passed by the Income-tax 
Officer in conformity with the directions of the Ins- . 
pecting Assistant Commissioner or after obtaining his 
prior approval, orders passed by an Inspecting Assis
tant Commissioner exercising the powers and func
tions of an Income-tax officer, can be revised by the 
Commissioner. In order to set at rest these controver
sies, we recommend that the Commissioner should 
be given tbe power onder this pro~on to revise llle 
order of any aotborily subordinate to him. As we 
have elsewhere recommended tbat tbe first appellate 
authority should in all cases be of the rank of Com
missioner, there will be no question of tbe Commis· 
sioner revising the orders of any appellate authority 
under tbi9 power. 

11-6.25. At present, a Commissioner is not empower
ed to revise under section 263 an order of reassess
ment made under section 14 7 of the Income-tax Act. 
This restriction has apparently been provided be
cause, formerly, all reassessment proceedings involv
ing some default en the part of the taxpayer used to 
be initiated with the approval of the Commissioner. 
Even under the existing law, proceedings beyond 
four years are initiated with the approval of the Com
missioner while, beyond eight years, they are initiated 
with the approval of the Board. The prohibition 
against revision of such a reassessment order should 
therefore continue. The Commissioner's power under 
section 263, however, now extends to revision of 
orders of fresh assessments passed under section 143(3) 



after reopening an assessment made earlier under .sec
tion 143(1). We have elsewhere recomended that au 
~sessment deemed to be completed by issue of a 'tear
off slip' should be reopened only under the provisions 
dealing with reopening of closed assessments cor
responding to the provisions presently contained in 
section 147 of the Income-tax Act. For ensuring that 
all such reassessments do not entirely go outside the 
scope of the Commissioner's revisionary power$, 
we recommend that the powers of revision onder sec· 
tion 263 should extend to reassessments made in 
pursuance of proceedings initiated without the pre
vious, approval of the Commissioner or the Board. 

11-6.26. Sub-section (3) of section 263 removes 
the time limit of two years in cases where the revision 
is necessitated to give effect to any finding or direction 
contained in an order of the Appellate Tribunal, the 
High Court or the Supreme Court. In line with our 
recC71Dmendation made elsewhere in this Report for 
introducing an element of uniformity and certainty 
in the matter of limitation, we recommend that this 
provision in section 263(3) should he amended to 
secure tlmt an order of revision under the circurnstanc• 
es mentioned therein may be passed at any time npto 
the end of the financi!ll year next following that in 
which the order of the Appellate Tribunal, the High 
C~m~ or the Supreme Court was received by the Com
nussJOner. 

II-6.27. The Explanation to section 263 provides 
for. the exclusio~ of the time taken in givng an oppor
turuty ?f rehearmg to the assessee under the proviso 
tC7 sectiOn 129 and of any period during which any 
proc~eding for revision is stayed by an order or in
JUnction of any court in computing the time limit 
of two years provided for the revision of orders. We 
h.av~, elscw~e.re in. this Report, recommended that 
sun!lar .PrOVISions m connection with time limits for 
c?mplet10n of. asse~s~c~ts should be amended to pro
VIde that the l1me l1m1t m such cases will expire on the 
las~ day of the fin~nacial year next following that in 
whic.h the asse~sce s req~;~est fo~ rehearing under the 
prov1s9 to sectJOn 1 ?9 1s . rece1ved by the assessing 
~uth~rlty or the year 1!1 wh1ch the order of stay or in
tuncllon of. the c:ourt 1s vacated. In line with that re
co~lJ?lendntlon, we recommend that for the purpose of 
reVISIOn of orders by the Commissioner, in a case 
where the assessee demands rehearing on lljCCOunt of 
a change of incumbent of the office of the Commissio
ner, the limitation should expire on the lost day of 
the financial year next followine: that in which the 
deman~ ?f the assessee is received by the Commissio-

. ner. S1mllar!y, we recommend that, in a case where 
the proceedmgs before the Commissioner are stayed 
by an ord~r or injunction of any court, the limltation 
should expue on the last day of the financial year next 
f?IImying that in which the order of stay or injunc
tion Js ncated by the Court. 
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II-6.28. The time limit for making an applicatio11 
for revision to the Commissioner under section 264 
is, at present, one year from the date on which the 
order in question was communicated to the assessee~ 
l'he time limit within which the Commissioner is em
powered to revise the order of a subordinate authority 
on his own motion under that section is one year from 
the date of the order. In line wit!J our recommendations 
in regard to revision by the Commissioner under sec
tion 263, we recommend that the time limits under 
section 264(2) and section 264(3) shonld be increas
ed from one year to two years and further that this 
period shmird be reckoned from the end of the finan· 
cial year in which the order was communicated to 
the assessee. 

Giving effect to orders in appeal, revision etc. 

II-6.29. At present, there is no specific provision 
in the law requiring the assessing aut!Jority to pass a 
formal order giving effect to the order of t!Je appellate 
lut!Jo.rity or t!Je Com~sioner in revision although, in 
practice, such an order IS passed by the assessing officer 
md communicated to the assessee. There are instances 
where, in the process of giving effect to an order in ap

t>eal or revision, the assessing officer misinterprets such 
o~der and the intention underlying such order gets 
distorted thereby• There is no clear provision in the 
law laying down the remedy available to the assessee 
~ such a ~i~ation. With a view to bringing certainty 
1~ the position, we recommend that a specific provi
~on shoul~ he made in the J!}W requiring the asses
smg authonty to pass an order in writing giving cll"ect 
!O the order in appeal, revision, etc., and also enabl· 
mg the taXpayer to represent his case through a mis
~eltaneous petition filed within 60 days of his receiv· 
!"g su~ order to The appellate authority in case he 
IS aggneved by f!!e lll3D!er in which that authority's 
o!der has been gtven effect to by the assessing antho
nty. ~e appellate authority should also be requir
ed to ~se of such an application in the s.ome man
ner as If It were an appeal presented before it. We 
&!S!! recoll!mend that the Jaw should specify a time 
lirn.It of SIX montlls from the end of the month in 
Which the. appellate or revisional order is received by 
t~e as.sessmg authority for giving effect to it by pas
Slog an order under this provision. 

11-6.30. Th~re ~ay also be cases where an alto
g~ther new. poll!t arJSes out of the order of the asses
smg a?t.honty gJving ~fleet to an order of the appellate 
or reVISIOnary authonty. Such a point cannot be consi
dered as merely one arising through misinterpretation 
of the appe~ate or other order and hence it would not 
bt: appropnate t~ .cover such a situation through a 
!Discellaneous petition as suggested in the preceding 
paragraph. We recommend that an order giving effect 
to an order in appeal or revision should be made 
appealable on any new point arising out of it, in the 

. same ~er as o.ther final orders of the assessing 
authonty. 



CHAPTER 7 

SETI'LEMENT OF. CASES 

II-7.1. This Chapter of the Management Act will 
in,corporate the provisions at present contained in 
Chapter XIXA of the Income-tax Act and Chapter 
VA of the Wealth-tax Act. At present, the Gift-tax 
Act and Surtax Act do not contain provisions for settle
ment of cases. In the interest of uniformity, we 
recommend that the provisions in the Management Act 
relating to settlement of \Cl!Ses should apply to all the 
four taxes. 

II-7.2. We have examined the provisions relating to 
settlement of cases in detail in Chap·er 10 of our 
Interim Report and made several recommendations 
for amen,dment of .those provisions. These recommen-

dations may be kept in view while drafting this Chap
ter of the Management Act. We would particularly 
invite attention to para 10.5 of our Interim Report 
wherein we had recommended that the Government 
should examine the desirability of vesting powers in 
the Settlement Commission to compound the tax liabi
lity in the cases which are settled by it. To enable 
the Settlement Commission to function effectively, 
we recommend that all restrictions on its powers to 
entertain cases in its discretion should be removed, 
The Settlement Commission should be authorised to 
admit applimtions even when the matter is pcndin~ 
before the High Court or the Supreme Court provided 
the taxpayer withdraws the reference to the High 
Court or the appeal to the Supreme Court. 
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CHAPTER 8 

PAYMENT. AND llEF'lJND OF TAXES 

II-8.1. This Chapter of the Management Act _will 
incorporate some of the provisions at present con!amed 
in, Chapter XVII-D of the Income-tax Act relahng to 
payment tn pursuance of various orders passed under 
that Act levying a tax or a penalty, and charge ?f 
interest for delay and levy of penalty for. default . m 
making such payment. This Chapte_r will al~o tn
clude provision,s relating to defaults m deduction of 
tax at source and in payment of adv~nce tax de!Dandcd 
under a notice issued by the assessmg authonty, and 
consequent charge of interest and l~':'Y of p~nalty. ~ 
The Chapter will also include proviSions relatmg to 
grant of interest on delayed refunds due to a~sessees 
and provisions relating to tax clearance certificates. 
Thus, this Chapter will cover the provisions at pres~m 
contained in sections 156, 201, 218, 220, 221, 230, 
230A, 234, 241, 243, 244 an,d 245 of. the Income-tax 
Act. We recommend the provisions m the Manage
ment Act In respect of these matters should apply 
Uniformly to all the direct taxes. 

Notice of Demand and Intimation of R~fund 

II-8.2. The Chapter will open with a provision for 
the issue of a demand notice whenever a demand for 
payment of any tax, penalty, Interest or ot~er sum 
arises as a result of an order passed by any drrec~ tax 
authority. 'Ibis provision will also require. an inhma
tion to be sent when any such order results m a refuncl 
payable to the assessee. 

Assessee in default 

II-8.3. The existing provision that a person, on 
whnm a notice of demand has been served for paym~nt 
of any rax, penalty, interest or any other sum, and 
who does not make payment of the same within the 
time allowed for the purpose, shall be regarded as 
an assessee in default, will be made applicable, under 
the Management Act, not only to demands ari~ing as 
a result or an assessment, imposition of penalty, etc., 
but also to demands in respect of advance tax under 
a notice issued by the assessing officer and in relation 
to tax deductible at source where the person responsi
ble for the deduction either fails to deduct or having 
made the deduction, fails to pay the tax deducted to 
the credit of the Central Government within the stipu
lated period. In respect of any tax, etc., payabl~ 
under a notice of demand, the assessee will be re
garded as an assessee in default from the day next 
following the last date specified in. such notice for 
making the payment or any later date up to which 
the ti~ for payment is extended. In respect of tax 
deducuble or deducted at source, the person responsi
ble for ~akinJ!: the deduction will be regarded as an 
assessee m, default from the date on which he is so 

held by an order of the concerned author!ty. :rhe 
effect of regarding such persqns as assessees m defa~t 
will be that the coercive processes of recovery will 
be set in motion. 

Charge of interest on delayed payments 

II-8.4. Under the present law, the liability for charge 
of Interest for non-paymen,t of _the taxes ~eman~e? 
commences from the date of exprry of the time origi
nally allowed for payment in the notice of demand. 
In respect of tax deductible or deducted at source, 
interest is, at present, chargeable fro~ the d~te on 
which it was deductible. However, n,o mterest ts now 
chargeable in ~·espect of defaults in paf!Dell:t of any 
advance tax instalment due under a n,otice Issued hy 
the Income-tax Officer or under an estimate made 
by the taxpayer. With a view to streamlining the 
existing provisions and facilitating interest calculations, 
we recommend that Interest for delay in payment of 
tax, including advance tax, payable under u notice of 
demand should be reckoned from the first day of the 
mouth next foDowi'ng the month in which the amount 
was payable under SIJ.Ch notice. In respect of tax 
deduch'hle or deducted at source, the interest should be 
reckoned from the first duy of the month following 
that in which it wa~ deducb'hle. In all cases, the 
interest should be charged np to the last day of the 
month in which the amount is paid. The existing 
rate of in,terest of 12.% per annum will continue. 

II-8.5. The existing rules require that interest on 
outstanding tax demand~ should be calculated at the 
end of every financial year and that a demand notice 
should be issued to the assessee for such interest. 
This has resulted in a certain amount of infructuous 
work inasmuch as, where the assessment is under 
appeal, the addition of interest on the disputed demand 
from year to year merely result& in unduly inflating 
the arrears without any collection being made so long 
as the original demand itself is in dispute. After the 
appeal is decided, the original demand may get reduced 
and the interest calculations have also- to be revised. 
Secondly, after the issue of a demand notice for in.
teres!, the view is- held that interest becomes charp.e, 
able everr on such interest. This is opposed to the 
provision iir the law that simple interest at 12% per 
annum is chargeable on tax arrears. In order to re
move aJI tbe~e practical difficulties and eliminate un
productive work, we recommend that interest should 
be calculated and recovered only after the tax demand 
has become final and it has been fully paid or re· 
covered. It Is also desirable that the tul[Jlnver Is fur· 
nlshed with a formal o~der showing how the Interest 
Is worked out and a demand l!Otice issued . for the 
amount of interest, The law should also make it 
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dc_ar that interc~t should be charged only on outstnnd· 
ing tax and not on penalty, interest or any other sum. 

f'enalty for non-payment of tax 

Il-8.6. As regards penalty for non-paymen,t of tax, 
we recommend that the provision in the Management 
Act should make it clear that an assessee will be liable 
to pay penalty for default in payment of regular tax, 
for default in making deduction of tax at source or 
in paying the tax deducted to the credit of the Central 
Government, and for default in payment of advance 
tax demanded by a notice issued by the assessing 
authority. Under the existing law, no penalty is 
leviable in respect of default in payment of penalty, 
interest or any other sum. The existing provision for 
giving an opportunity to the defaulter to be heard 
before levy of penalty and the discretion of the assess
ing authority not to levy a penalty if- he is satisfied 
that the default is for good and sufficient reason, will 
continue. However, we recommend that the relevant 
provision in the Management Act should make. It 
clear that the onus of establishing the existence of 
good and sufficient reasons will be on the assessee. 
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II-8.7. Section 221(2) of the Income-tax Act a.t 
present provides for cancellation of the penalty levied 
for non-payment of tax in a case where the tax in 
question is wholly reduced a& a result of appeal, etc. 
There is n,o provision for proportionate reduction of 
the penalty in a case where the tax is only partly 
reduced. The absence of such a provision compels 
the assessee to go in appeal against the penalty when
ever the assessment is disputed in appeal. In order 
to eliminate suich infructuous appeals and to secure 
justice to the taxpayer, we recommend that there 
should be a provision for proportionate reduction ol 
the penalty in cases where the tax with reference 
to which the penalty was imposed is partly reduced 
as a result of appeal, revision, etc. 

Grant of interest on delayed refunds 

Il-8.8. In the matter of grant of interest on, delayed 
refunds, the existing provisions in the Income-tax 
Act make a distinction between cases of taxpayers 
having income consisting solely of interest on securities 
or dividends or both, on the one hand and other 
taxpayers, on the other. In the former type of case, 
interest becomes payable to the assessee if the refund 
is not granted within. a period of three months from 
the end of the month in which the claim for refund 
is made whereas, in any other case, eligibility for m· 
terest arises only if the refund i& not granted within 
three mon.ths from the end of the month in which the 
total income is determined by making an assessment. 
In the context of our approach in the Interim Report 
that assessments in the large majority of cases should 
be completed by acceptance of returns and that asses
sees should be required to file, all tax returns by 30th 
June and buy time thereafter upto 30th September 
on payment of interest, the cxtsting provision for 
allowing interest in cases where refund is not granted 
within three months from the end of the month in 
which the claim for refund is made, will cease to 
have any significance. In the circumstances, we 
recommend that the provision for grant of interest 
4 RS&P /78-24 

on delayed refund~ should, in aU cases, lake effect 
only if the refund is not gmnled "it bin three months 
from the end of the month in which the asscssmen& 
is completed. In any e\'ettl, there ~hould be no ques• 
6on of the Government pa~·ing interest on refund!~ 
due to the assessee for any period prior to 1st Octo• 
ber of the assessment year. 

11-8.9. The existing provisions in regard to refunds 
arising as a result of assessment on. the one hand, and 
refunds arising as a result of orders in appeal, revision 
etc., on the other, contemplate the grant of interest 
upto the date of the "order granting the refund" in 
the former case and the date on which the "refund 
in granted" in the iatter case. There are doubts and 
disputes about the significance of these two terms. 
With a view to introducing certainty in the matter 
and ease in interest calculation'S, \Ve recommend 
that, in all cases where interest becomes payable to 
the assessee on a deluyed refund, the same should be 
reckoned uplo the last day of the month preceding 
the month in which the refund voucher or cheque is 
issued to the assessee. As the dale uplo which the 
interest runs would thereby become ascertainable, we 
further recommend that the appropriate amount of 
interest should be added to the refund of lax, etc., 
in the same refund voucher or cheque. The format 
of the refu'nd voucher Ill' cheque should provide for 
showing the amom1t of interest separately from the 
amount of tax or other sum which is beinJ: refunded. 

Form of refund voucher 

II-8.10. The form of refund voucher at present is 
a formidable document containing various certificates 
to be signed by the assessing authority justifying the 
grant of refund. In our view, these certificates are 
not relevant or of any interest to the taxpayer but are 
required only for the purpose of the Department's 
records.· We, aqcordingly, recommend that the refund 
order should be, brondly, in the form of a cheque, 
whereas the certificates etc., may be incorporated In 
the counterfoH to be retained with the department. 

II-8.11. Under section 245, any refund due to an 
assessee may be set off against any other sum remain
ing payable by him under the Act We recommend 
that the provisions of this section should be extended 
to cover amounts payable under other direct fax laws 
also and the IIB!iCssee should also be given the right 
to ask for adjustment of refunds against denmnds 
payable and, in. that event, the date of receipt of the 
request from the assessee should be taken to be the 
date of adjustment for the purpose of calculating In· 
ferest payable or receivable. Where any refund is 
adjusted by the Income-tax Officer against demand, 
th~ date of passing the order for adjustment should 
be taken to be the date of payment of tax and grant 
of the refund. 

Tax accounts 

JI-8.12. Suggestions have been made that a ~stc111 
of "Tax Accounts" with public sector banks may be 
introduced, with a view to simplifying the procedures 
involved in payment of taxes and the maintenance ot 
records relating to the same. Under this system, a 
taxpayer will have a tax account, identified by his 
Permanent Account Number, in a public sector bank, 



which will be used exclusively for recording his tax 
transactions with the Department. Taxes due will 
be paid into this account by the account-holder through 
challans as at presen,t. The amounts paid into this 
account will be held by the bank to the credit of the 
Central Government and the account-holder will have 
no further control over such amounts. The advantage 
of this system will be that all the tax payments by a 
particular assessee will get recorded in a single account. 
The bank will transmit the payments to the Reserve 
Bank from time to time. When refunds are due to 
the taxpayer on the basi& of an assessment or an order 
in appeal, etc., the bank will be advised to that effect 
by the assessing authority and it will encash the refund 
cheque given to the assessee through his tax accol1!lt 
Thus, all refunds will also get recorded in the tax 
account of the ru;sessee. The bank will send periodi
cal statements showing the state of the tax account to 
the taxpayer as well as to the Department to serve 
as proof of the tax payment to the former in addition 
to the challan receipt, and to the Departments as a 
running account of tax payments and refunds pertaining 
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to a yarticular taXPayer. Such a system will have 
severa advantages. The taxpayer will be in a position 
to ascertain the payments he has made from time 
to time towards taxes and the refunds he has received, 
as these would be recorded in his tax account chrono
logically, separately from hi& other financial transanc· 
tions. From the point of view of the Department, 
the system will provide a record of all payme~ts made 
by a taxpayer and refunds allowed fo him at one place. 
The tax account will ensure proper accounting of tax 
payments and the taxpayer will be saved the trouble 
of retaining receipts for such payments with him as 
protection against possible future demands for non
existent tax liabilities. We recommend that Govern· 
ment may consider the introduction of a system of tax 
accounts in public sector blinks, on a compulsory 
basis in the case of companies and other big taxpayers 
and on a voluntary basis in the case of other taxpayers 
This would, however, require discussion with the 
Reserve Bank of India and the public sector banks 
to enlist their co-operation in drawing up a scheme 
which can be successfully and effectively implemented. 



CHAPTER 9 

RECOVERY OF TAXES 

II-9.1. This Chapter of the Management Act will 
incorporate all the provisions of the ln,come-tax Act 
dealing with coercive recovery processes, which now 
appear in section& 222 to 229, 231 and 232 of, and 
the Second and Third Schedules to, the Income-tax 
Act. These provisions in the Managemen~ Act will 
apply uniformly to all the four direct taxes. 

Tax Recovery Officers 

11.9 .2. The existing provisions in section 222 en
vi5age the issue of a recovery certificate by the In
come-tax Officer to another functionary known as the 
Tax Recovery Officer, specifying the amount of taxes, 
etc., due from the assessee in default. Thereupon, 
the Tax Recovery Officer becomes seized of the matter 
and he is expected to reali5e the outstanding amount 
by the processes set out in detail in the Secon,d Sche
dule. These provisions for recovery of taxes by Tax 
Recovery Officers were introduced in the law to faci
litate the Department taking over the recovery func
tions from the State Governments which were formerly 
handling this work through their revenue recovery 
machin,ery. The institution of Tax Recovery Officers 
has now been in existence for more than a decade 
but the process of recovery of outstanding taxes can
not be said to have been speeded up or improved 
significantly. 

Il-9.3. There are several reasons for this situation, 
most of which are organ,isational in nature, in that the 
issue of recovery certificates by the II!SSessing officers 
and the process of recovery by the Tax Recovery 
Officers on the ba~is of such certificates have generated 
an enormous amount of unproductive work. There i& 
also lack of co-ordination between the two wings of the 
Department, resulting in inflated arrears being 
certified to the Tax Recovery Officers, causing harass
ment and inconvenience to a large number of taxpayers 
who have already paid up their taxes. The procedure 
has also generated a degree of indifference on the part 
of the assessing ·officers who tend to neglect the r~
covery work once the certificate has been issued to 
the Tax Recovery Officer. The Tax Recovery Officers 
have to duplicate the records maintained by the In
come-tax Officers, such as demand and collection re
gisters, in all cases in which certificates have been 
received by them and they have to issue various 
notices which are also largely a duplication. of the 
demand notices already issued by the Income-tax 
'Officers. Due to the communication gap between the 
two functionaries, recoveries made by one do not get 
recorded in the registers of the other. This results in 
harassmen,t of the innocent and law abiding taxpayers. 
At the same time, owing to the large volume of in· 
fructuous work, the Tax Recovery Officers do not 
have the time to pursue the hardened tax dodgers. 

181 

II-9.4. We have given careful consideration to all 
the aspects of this problem and we are of the view that 
it is now time to integrate the recovery functions with 
the assessment fun,ctions and end the present dicho
tomy between the assessing officer and the Tax Reco
very Officer. We accordingly reconuuend that the 
institution of Tax Recovery Officers should be done 
away with. The provisions in the Management Act 
corresponding to section 222 should authorise the 
assessing officer himself to issue a show cause notice 
to the defaUlter and, thereafter, proc !ed to recover 
the taxes by applying the various methods set forth In 
that section and in the Second Schedule. We also 
recommend that the rules for recovery of taxes in the 
Second Schedule should be included as sections In 
this chapter of lfle Management Act with appropriate 
drafting changes to enable the assessing officers to 
exereise these powers instead of the Tax Recovery 
Officers. 

II-9.5. There may, no doubt, be cases In which 
the properties of the defaulter are scattered in the 
jurisdiction of differen,t assessing officers or even in 
different States. In a few hardened cases, it may also 
be necessary to devote concentrated attention to the 
recovery work through attachment and sale of mov
able and immovable properties, appointment of a 
receiver or even by arresting the defaulter and com
mitting him to civil prison. The existing provisions 
in the law relating to juri5diction of assessing officers 
are sufficiently flexible to allow functionalisation of 
the recovery work in such cases with selected officers 
according to needs. 

II-9.6. Rules 86 and 87 of the Second Schedule 
provide for appeal against and review of orders of 
the Tax Recovery Officer. We recommend that these 
provisions should continue, with nppropriate modi
fications and the appeal against the order of the assess
ing officer in recovery matters should lie to the Com
missioner to whom he is subordinate, and not to the 
Commissioner (Appeals). The order of the CommJs.. 
sioner in such appeal should he final. 

Limitation for Commencement of Recovery 

11-9.7. Section 231 lay~ down the time limit for 
co.m~encement of recovery proceedings. At present, 
this ts one year from the end of the financial year in 
which the demand is made or in the case of a person 
who is deemed to be an assessee in default from the 
end of the year in which he is deemed to be an asses
see in default. Although there are Provisions which 
extend the period of limitation in specified circums
tances, the tendency on the part of the assessing officers 



!s to issue recovery certificates in the month of March 
in respect of all demands for which demand notices 
were served during the preceding financial year. This 
is also respon1>ible for the lar~:e number of certificates 
with Tax Recovery Officers on which they could ordi
nari!Y take no action due to the pendency of appeals, 
rectification claims, etc. In order to obviate such in
fructuous and unproductive· work, it is necessary to 
ensure that the issue of the show-ca115C notice to the 
defaulter by the assessing officer himself i~ not re
quirec to be made until the tax demands have attained 
a reasonable state of finality. We accordingly recom• 
mend that the notice of commencement of recovery 
proceedings should be permitted to be issued at any 
time before the expiry of three years from the end of 
the financial year m which the demand was made or 
in which the person concerned is deemed to be an 
assessee in default. 

11-9.8. The law Provides for the extension of the 
period ?f li~itation for commencement of recovery 
proceedmgs, m cases where such proceedings have 
been stayed by an order of a court. This provision 
does not, however, cover stay of recovery proceedings 
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by the Appellate Tribunal. This la<;una in the law 
necessitates the issue of recovery certificate even though 
the recovery has been stayed by the Tribunal. In the 
context of the changes suggested by us for elimination 
of infructuous work, we recommend that the provi
sion for extension of time in cases where recovery 
proceedings are stayed by any court should be made 
applicable also to the stay of such proceedings by the 
appeUate Tribunal. 

Miscellaneous 

II-9.9. Section 281 of the Income-tax Act deems 
certain transfers to be void where these are made 
during the pendency of any proceedings under that Act 
or during the interval between the completion of such 
proceedings and before the service of a notice for 
recovery of taxes by the Tax Recovery Officer. Sec
tion 281B of the Income-tax Act provides for provi
sional attachment of assets of any person to protect 
the revenue. Both these provisions are intimately con
nected with the recovery of taxes. We, therefore, 
recommend that these provisions should be inCOI'pO· 
rated in this chapter of the Mana~:ement Act with 
appropriate changes. 



CHAPTER 10 

LIABILITY IN SPECIAL CASES 

II-10.1. This Chapter will incorporate the procedu· 
ral provisions contained in Chapter XV of the Income
tax Act and the corresponding provisions in the other 
direct tax laws. Some of the provisions in Chapter 
XV of the Income-tax Act are substantive in nature, 
such as sections 164 and 165 relating to taxation of 
di5cretionary trusts. These provisions will form part 
of the substantive law, and should not be included in 
the Management Act. Section 171, relating to assess
ment after partition of a Hindu undivided family, is 
essentially procedural in character even though some 
of its provisions may be regarded as substantive. How
ever, as the procedural provisions are not severable, 
the whole of section 171 should be incorporated in 
the· Management Act. Section 172 is partly procedu
ral and partly substantive. The substantive portion, 
which is severable from the rest, should . be incor
porated in the substantive law, along with the special 
provision in section 44B of the In,come-tax Act which 
deals with the same subject matter. The rest of sec
tion 172 should be incorporated in the Management 
Act. Section 180 is .also substantive in nature and 
should ·be grouped with sections 44 to 440 in, the 
substantive law. The same remarks apply to section 
181 which imposes a tax liability on the State Govern
ment in respect of income-tax on the interest on a 
tax-free security i5sued by it. 

Representative Assessee 

II-10.2. Section 160 defines "representative assessee" 
for the purposes of the Income-tax Act. While incor• 
porating these provisions in the Management Act, it 
should be ensured that these provisions apply uniform· 
ly to Wealth-tax, Gift-tax and Surtax as weD. Another 
aspect to be kept in, view in this connection is the 
status of a trustee under an oral trust. The provision, 
as it stands at present, covers only a trustee appointed 
under a trust declared by a duly executed instrument 
in writing. In order to ensure certainty and complete
ness, we recommend that 'this provision may be 
enlarged to cover a trustee appointed under an oml 
trust also. 

Assessment of executors 

11-10.3. Sections 168 and 169 of the In,come-tax 
Act deal with the assessment of executors. The cor
responding provisions in the Wealth-tax Act are con
tained in section 19A. Under the Wealth-tax Act 
the executor or executors are to be assessed in the 
status of an "in,dividual", even though there are two 
or more executors, whereas, under the Income-tax 
Act, the assessment will be in the status of an indivi
dual, if there is only one executor, but that of an 
association of persons, if there are two or more exe
cutors. The provision in the Wealth-tax Act is more 

rational and in keeping with the legal· po9ition of 
executors under the general law. Accordingly, we 
recommend that the provisio'n in the Manugement Act 
corresponding to section 168 should be so drafted a~ 
to ensure that, even where there are two or more 
executors, the assessment will be made in the status 
of an "Individual" both for Income-tax and 
Wealth·lax. 

Assessme/11 after partition of Hindu undivided family 

11-10.4. Section 171 of the Income-tax Act deals 
with the assessment after partition of a Hindu un,di
vidcd family. Sub-section (1), as it is worded, cvme~ 
into operation only in the case of a family which has 
been a5sessed as undivided at any time in, the past and 
then goes on to provide that such a family will con
tinue to be assessed as a Hindu undivided family, ex
cept where and insofar as a finding of partition has 
been recorded by the Income-tax Olliccr. Thi~ causes 
practical difficulties in assessing a Hindu undivided 
family which has successfully evaded assessment for 
any year and it is found (after the family has disrupted) 
to have had taxable in,come for such past year. To 
remove this lacuna, we recommend that the provision 
in the Management Act .:ouesponding to section 171 
may be made applicable to a Hindu undivided family 
assessable as such for any year, whether or not the 
family had actually been so assessed at any time to 
the past, and it may be provided that the stutns of 
Hindu undivided family will continue us such, except 
where and insofar as a finding of partition Is recorded 
by the assessing authority. 
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Discontinued Business or Profession 

II-10.5. Section 176 of the Income-tax Act deals 
with assessment of a discontinued business or pro
fession. Sub-section (3A) an.d sub-section (4) of the 
section are substantive in character, inasmuch u, 
under these sub-sections, any sum received after the 
discontinuance of a business or professton is d~emed 
to be the income of the recipient and charged to tax 
in the year of receipt if such sum would have been 
included in the total income of the person who carried 
on. the business or profession had it been received 
before such discontinuance. In Part I of this Report, 
we have recommended that these provisions should be 
made part of section 28 in the substantive law and 
that a specific provision should be made for the allow
ance of expenses incurred for the recover-y of the out
stan.ding sums in arriving at the taxable income. Sub
sections (3A) and (4) may, therefore, be omitted while 
incorporating the Provision~ of section 176 in the 
Management Act. The provision in sub-section (5) 
of section 176 is merely a duplication of the provision 
contained in section 284 relating to service of notice. 



As the latter secti"" is more compreltcnsive and wiU 
be incorporated in Chapter 13 of the Man~~eme~t 
Act, it is not necessary to repeat the prov1s1on m 
the present Chapter. 

Liability of Director~ of Private Company 

11-10.6. Section 179 casts a liability in respect or 
tax due from a private company on its erstwhile direc
tors. The section was substan,tially amended and 
enlarged in its scope recently in pursuance of the 
recommendations of the Wanchoo Committee. Under 
this provision, while every person who was a director 
of a private company at any time during the relevant 
previous year will be jointly and severally liable for 
the payment of any tax due from the private company 
in respect of that previous year which could not be 
recovered from the company such liability will not 
attach to any director who proves that the n,on
recovery cannot be attributed to any gross neglect, 
misfeasance or breach of duty on his part in relation 
to the affairs of the company. This implies that every 

director should be given an opportunity to show cause 
why the liability in respect of the company's tax 
arrears which could not be recovered from the com
pany should not be enforced against him, before such 
liability is actually enforced. The section, however, 
is silent on this procedural aspect. The section is 
also silent on the question of any time limit for 
fastening of the liability on the erstwhile director. To 
avoid controversy and in the in,terest of natural justice, 
we recommend that a specific provision should be 
made re9uiring the assessing authority to give an 
opportunity of being heard to any director of a private 
company before the latter is fastened wilh the tax 
liability of the company which could not be recovered 
from it and also requiring such authority to pass a 
formal order holding sucb director to be liable for 
such tax (where justified) and specifying (he amount 
for whicb he is so liable. We also recommend that 
such a·n order should be made appel,lable. We further 
rec!lmmend that a time limit of two years from the 
end of the financial year in which the fax due from 
the company is found to be not recovemble from it, 
should be laid down for passing an order holding the 
director to be liable for such tax. 



CHAPTER 11 

REGISTRATION OF FIRMS, ASSOCIATIONS 
OF PERSONS AND BODIES OF INDIVIDUAI.S 

11-11.1. This Chapter will incorporate the provi
sion!> at present contained in Chapter XVI of the 
Income-tax Act and will be relevant for the purpose 
of income-tax only. These provisions have already 
been reviewed by us in the Interim Report wherein 
we have made several recommendations for streamlin
ing these provisions so as to make them simpler in 
operation and remove some of the existing lacunae 
and bottlenecks. 

II-11.2. Elsewhere in this Report, we have recom
mended that the scope for evasion or reduction of tax 
liability by forming association of persons to carry on 
profit-making activities, in preference to partnership 
firms, should be curbed by imposing a high fiat rate 
of tax on an association, of persons, in the same 
manner as in the case of an unregistered firm, unless 

. it satisfies certain conditions. At the same time, we 
have recommended that the income of an association 

of persons which registers itself with the tax authorities 
in the prescribed manner should be subjected to tax 
only in the hands of its members at the appropriate 
rate of tax applicable to their total incomes and not 
d the high fiat rate. 

11-11.3. In the case of a '"body of individuals", 
\Ve have recommended elsewhere that no tax shouid 
be levied on the 'body' as wch and the members 
should be taxed on their shares in the income of the 
body provided the body gets itself registered in the 
same way as applicable in the case of firms and a~so
ciations of person& and that the income should be 
assessed by treating the body of individual as a unit 
of assessment only where it does not so register itself. 
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11-11.4. We accordingly recommend that the procc· 
dure for registration of partnership firms oa the lines 
recommended by us in our interim report should be 
made applicable, mutatis mutandis, to registration of 
association of persons and bodies of individuals also. 



CHAPTER 12 

OFFENCES AND PROSECUTIONS 

II-12.1. This Chapter of the Management ~.::t w~ll 
incorporate the provisions at present contamed m 
Chapter XXII of the Income-tax Act and the corr.cs
ponding provi~ions in sections 35A to 35N and sechon 
36A of the Wealth-tax Act, sections 35 to 35C of 
the Gift-tax Act and sections 20 to 23 of the Surtax 
Act. The provisions relating to prosecution in the 
Income-tax Act and Wealth-tax Act have been exten
sively amended pursuant to the recommendations of 
the Wanchoo Committee so as to increase their deter
rent effect in combating tax evasion. While integrating 
the provisions relating to offences and prosecution$ so 
as to make them apply uniformly for all direct taxes, 
care should be taken to ensure that the provisions in 
275A, dealing with prosecution for contravention of 
an, order under section 132(3) prohibiting the person 
concerned from removing books of accounts, etc., 
arc confined in their operation to income-tax, wealth
tax and surtax only and do not extend to gift-tax. Sec
tion$ 276A and 276B are relevant only for the Pur
pose of Income-tax, and the corresponding provisions 
m the Management Act should therefore apply accord
ingly. 

Failure to furnish Tax return 

II-12.2. Under section 276CC of the Inco~e-t'ax, 
prosecution for failure to furnish the return, of mcome 
would lie only if the tax payable on the total income 
determined on regular assessment as reduced by the 
advance tax, if any, paid and any tax deducted at 
source exceeds Rs. 3,000/-. Having regard to the 
prevailing circumstances, we recommend that this limit 
may be rnlsed to Rs. 5,000/· and thnt the increased 
Hmlt may be applied uniformly for the purpose of 
aD the direct taxes. 

Failure to Produce Accounts, etc. 

II-12.3. Section 2760 of the Income-tax Act pres
cribes rigorous imprisonment upto one year or a mone
tary fine or both, for failure to produce accounts, 
documents, etc., called for by notice and for failure to 
get the accounts audited where so directed by the 
assessing authority. The punishment provided under 
the corresponding provision in section 35C of the 
Wealth-tax Act is s!D1ilar. However, un,der the Gift
tax Act and Surtax Act there i& only a monetary fine 
for such defaults. In the context of integration of 
the procedural provisions of the four direct taxes, we 
recommend that the provisi.o·n in the Income-tax Act 
lllnd Wealth-tax Act this respect may be lmade iuni
lormly appll~able to an the four taxes. 

False Statement in verification by person seeking regis
tration as registered valuer. 

II-12.4. Section 35E of the Wealth-ta~ Act _pro
vides for the prosecution of a per~on seekmg registra
tion as a registered valuer for makmg a false s!ate~ent 
in a verification in the application for reg~strat1on. 
Although, elsewhere in this Report, we .have reco!ll
mended that Valuation Officers should not cxerc1sc 
statutory functions but that their role, i.f any, chould 
be merely advisory, the institution of reg1stered valuers 
should continue. Such registered valuers are con
cerned with matters relating to valuation under the 
Income-tax Act, the Wealth-tax Act and the Gift-tax 
Act. The provisions of section 35E of the Weallh:lax 
Act should be incorporated in the M·anagement Acf. 

Conditions for launching prosecution 

II-12.5. Section, . 279 provides that . prosecution 
should be at the instance of the CommiSSIOner and 
that the Commissioner should have the power to com
pound any offence before or after laun,ching prosecu
tion. The Wealth-tax Act, the Gift-tax Act and the 
Surtax Act contain similar provisions. These provi
sions should be incorporated in the Management Act. 
The Income-tax Act and the Wealth-tax Act also pro
vide that no prosecution should be launched in a case 
where penalty for concealment has been reduced or 
waived. The power to waive or reduce penalty ex
tends to various other types of defaults in respect of 
which the law provides for prosecution as well. We 
recommend that no prosecution should be launched 
for any default in respect of which the peDlllty levied 
or leviable hns been waived or reduced. 

Disclosure of particulars by public servants 
II-12.6. Section 280 of the Income-tax Act autho

rise~ prosecution of a public servant for disclosing 
information in contravention of the provisions of sec
tion 138(2). There are no corresponding provisions 
in the other direct tax laws. In the context of the 
integration of the procedural provisions, including those 
relating to disclosure of information, and their applica
tion uniformly to all the four direct taxes, we recom· 
mended that the (N'ovision in section 280 should also 
be included in the Management Act and made nppli· 
cable to unauthorised disclosure of information relating 
for aD direct taxes. 
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Other Provisions 
Il-12.7. Sections 291, 292 and 292A, appearing In 

Chapter XXIII-Miscellaneous, of the Income-tax 
Act, relate to prosecutions for tax o1fences, and 
should more appropriately be included in this Chapter 
of the Managemen,t Act. These provisions, with their 
counterparts in the Wealth-tax Act and Gift-tav Act, 
should apply uniformly for all direct taxes. 



Fraudulent removal, etc., of property with intent to 
thwart recovery of taxes 

ll-12.8. Rule 89 of the Second Schedule to the 
Income-tax Act provides that whoever removes, con
ceals, transfers, etc., property to thwart recovery pro
ceeding& shall be deemed to have committed an, otltnce 
punishable under section 206 of the Indian Penal 
Code. This provision, in our view, should be replaced 
by a provision in the Management Act for the prose· 
cution of such a person, under the Management Act 
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itself. in&tead of under the Indian Penal Code. This 
provision is similar to that contained in section 275A 
of t1re Income-tall: Act for the prosecution of a person 
who removes, parts with or deals with the assets 
covered by a prohibitory order issued under s~ctinn 
132(3). Accoringly we recommend that the provl· 
sion in the Manngement Act, corresponding to rule 89 
of the seco'nd schedule to the Income-tax Act, should 
form part .of th:s chapter and that the punishment for 
such an offence should be tbe same as provided under 
section 275A. 



CHAPTER 13 

MISCELLANEOUS PROVISIONS 

II-13.1. This Chapter of the Management Act .will 
incorporate such of the provisions at prese~t conta~1W in Chapter XXIII of the Income-tax Act, Chapter . 
of the Wealth-tax Act and Chapter VII~ <?f the Gift
tax Act, as do not appropriately fall w1thm the pur
view of the other Chapters of the Man,agement ~ct 
or are not specifically recommended by us for bemg 
placed in any other Chapter. We have alrea~y recom
mended, elsewhere in this Report, that sectr<~ns 2~ 1 
and 281B should be placed in Chapter 9 dealing With 
recovery of taxes. The provisions in sections 281 A. 
288A and 288B are relevant for the purposes of 
assessment and should be included in Chapter 4-
Assessment procedure. 

Service of Notice 
II-13.2. Section 282 deals with service of D;Oiices 

generally and, in the main, provides that a notice or 
requisition under the Act may be served on the Jlerson 
named therein either by post or a& if it were. ~ sum
mous issued by a court under the Code of ClVll Pro
cedure. The rules governing services. in the Code of 
Civil Procedure are thus made applicable for the 
purposes of service under the: ~ncome-tax Act. J:Iow
ever rules in the Code of Ctvil Procedure are liable 
to a'mendment and it may happen that such amei_Jd
ments do not come to the knowledge of the assessmg 
officers immediately and, in the absence of such know
led_ge service of a notice, which would have been valid 
unde; the old procedure, may turn out to be invalid 
because of the amendment. To avoid such situations 
and to impart certainty and definiteness to the service 
of notices under the direct tax Jaws, we recommend 
that the relevant rules in the civil procedure ;Cod" 
may be Incorporated In the Management Act. 

II-13.3. We have, in, Chapter 3-'Pre-assessment 
payment of taxes' recommended that returns in respect 
of deductions of tax at source from various categories 
of income subject to such deductions should be 
required to be furnished at yearly intervals on the lines 
of the existing annual salary return,&. Sections 285 
and 286 which require submission of refurns in respect 
of payments by way of interest other than interest on 
!ecunties and by way of dividends, respectively, will 
be covered by the gen,eral provisions as suggested, 
arid should not therefore be included in this Chapter 
of the Management Act. Sections 285A and 285B, 
which require submission of information by contrac
tors and by producers of cinematograph films, respec
tively, should, more appropriately, be incorporated in 
~e Chapter-Administration, along with other provi
sions empowering the assessing officer to elicit infor
ll!at!on on var.ious matters relevant for tax purposes. 
Similar~y, section 287 authorising publication of in
formation, should also find « place in that Chapler 

along with the provisions relating to· disclosure of m
formation. 

Appearance by Registered Valuer 

JI-13.4. Section 287A provides for the appearance 
by a registered valuer to represent an assess:e befo~e 
any income-tax authority ~r the Appellate Tnbw:'-al m 
con,nection with the valuation of an asset. Ther.: are 
detailed provisions in sections 34AA, ~4AB, 34~C 
and 34AD of the Wealth-tax Act regulating the regiS· 
tration of valuers and their appearance on behalf of 
taxpayers before the tax authoriti:s .and the Appellate 
Tribunal and placing certain restnction~ on their prac
tice. These provisions are applicable for the purposes 
of income-tax and gift-tax also. We recommend that 
the provisions relating to registered valuers In the 
three acts should be lncorpomted in a single section 
and placed In this chapter of the Management Act. 

Appearance by aLithorised representative 

11-13.5. Section :.!88 of the Income-tax Act regu
lates appearance by authorised. representatives O?. be
half of assessees in tax proceedmgs. These proVISion~ 
have bren made applicable to wealth-tax, gift-tax and 
surtax as well. While incorporating these provisions 
in the Management Act and making· them applicable 
unifonnly for all the direct taxes, we would suggest 
certain modifications therein, as detailed in, the follow
ing paragraphs. 

II-13.6. Sub-section (2) of section 288 lays down 
the qualifications of an authorised representative. It 
has been represented to us that experience for a num
ber of years as an, income-tax authority should be ac
ceptable as adequate qualification to represent an 
assessee in tax proceedings. The system of recmit
ment of officers to the Income-tax Service and their 
training ensure that even those coming into the service 
from disciplin,es other than law or commerce, get 
adequate training and experience in law and accounts. 
We do not see any reason why such persons, parti
cularly after practical experience in administering the 
tax laws for a number of years, should not be regarded 
as competent to represent taxpayers after leaving 
government service, even if they do not have a degree 
in law or commerce. We, accordingly, recommend 
that .a person who has a minimum of 10 years' service 
as lin Income-tax . authority not below the rank of a 
Direct Taxes Officer should be declared eligible to 
represent an assessee before any tax authority or the 
appellate tn'bonaJ, after leaving the serrice. 
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II-13.7. Sub-section (3) of section, 288 places a 
two-year ban on Practice by a person who resigns or 
retires after having served for a minimum period ot 



three years as an Income-tax Officer or in any higher 
position in the Department. Represen,tations have 
been made before us that this restriction is irrational. 
It has been pointed out that judges, after resignation 
or retirement, are allowed to practise as advocates with
out any break. Even High Court Judges are allowed 
to practice before other High Courts. Section 288(3) 
does n,ot apply to a person who retires after having 
served a& a member of the Appellate Tribunal. The 
present provision merely encourages clandestine prac
tice by ex-Income-tax authorities taking shelter behind 
relations or friends already in the profession. We, 
accordingly, recommend amendment of St:ctio-:t 291!(3} 
to secure that a person who has retired or resigned 
from service as a direct taxes authority, not below 
the rank of a Direct Taxes Officer, shall not be entitled 
to practise for tv110 yenrs at any station where he had 
5erved at any time during the two years prec~ding the 
date of his leaving the service without placing any 
such restriction against his practising at any olhel' 
station. We further recommend that even this restric
tion should ·not apply for appearance before the ap
pellate tribunal 

II-13 .8. Section 289 of the Income-tax Act provides 
that a receipt shall be given for money paid or 
recovered under the Act. There is n,o such provision 
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in the other direct tax laws. Having regard to the 
state of records in, the Income-tax Department, we 
feel that such a statutory requirement is neces~ary. 
We recommend that section 289 of the Income-tax 
Act would be incorporated in the 1\lanngerucnt Ad 
and made uniformly appUcable to all the four direct 
taxes. 

II-13.9. As regards the remaining sections in tho 
Miscellaneous Chapter of the income-tax Act, sections 
291, 292 and 292A should more apprqpriately be 
placed in the Chapter-Offen,ces and prosecution~. in 
the Management Act. Section 2928, saving returns, 
etc., from being invalidated on technical grounds, 
should find a place in the Chapter-Assessment pro
cedure. Section, 293, barring civil suits in revenue 
matters, should find a place in the Chapter-Appel;lls, 
references and revisions. Section 294 is a substantive 
provision relevant for the purpose of rates of tnx and 
has no place in the Management Act. Section,s 294A, 
295, 296- and 298 should more appropriately, bo 
placed in the Chapter-Administration. We have else
where recommended that transitional provisions of the 
type contained in, section 297 of the Income-tax Act 
will not have any particular advantage and have re
commended that all the new provisions should com
mence with effect from a particular assessment year. 



CHAPTER 14 

APPROVALS UNDER THE TAX LAWS 

U-14.1. This Chapter will lay down the procedures 
lor grant of approval, for the several purpose~ of the 
tax laws, by tlie Central Governme~t, the Boar.d, the 
Commissioner or any other specified authont:r .. In 
particular, this <;hapt.er will incorporate the prov1s1ons 
at present contamed m the Fourth Schedule to the In
come-tax Act relating to recognition of provident funds 
and approval of superannuation fun~s and gratuity 
funds and will also include the more 1mportant provi
sions relating to these matters at present contained in 
the Income-tax Rules. 

Approval by Central Government Board, etc. 
11-14.2. l here are several provisions in the Income

tax Act which require approval of the Central Govern
ment the Board, the prescribed authority or the Com
mlssi~ncr, before certain tax concessions or benefits 
become available. Such provisions include approval of 
agreement for supply of technical know-how or ren
oering of technical services; contract of employment 
of foreign technicians in Indian concerns, contract of 
serv1ce of professors, teachers and research workers 
of foreign nationality in India; sports associations; pro
lcssional institutions; 'universities and other research 
institutions, hotels catering to tourists ; sche
me 01 amalgamation of companies; agreement relating 
to borrowing of money from foreign sources for in
dustrial development in India; awards for Jiter.ary, etc., 
work; gallantry awards; etc. Where such approval is 
required to be accorded by the Central Government, 
this is interpreted to mean approval by the adminis
trative Ministry dealing with the subject. Thus, hotels 
catering to tourists are approved by the Ministry of 
Tourism, a~eements for supply of know-how for 
rendering of technical services are approved by the 
Ministry of Industrial Development or t!Je Ministry of 
Steel or the Ministry of Petroleum and Chemicals, etc,. 
universities and research institutions are approved by 
the Secretary in the Department of Scie.!lce and Tech
nology, the Indian Council of Medical Research, the 
Indian Council of Social Science Research, the Indian 
Council of Agricultural Research, etc. Under many 
other provisions, the approval is required to be granted 
by the Board. Ordinarily, where the administrative 
Ministry grants an approval which carries a tax benefit 
with it, the matter is processed in consultation with the 
Board; where the Board is the approving authority and 
the matter relates to a subject dealt with by any other 
Ministry, the Board consults that Ministry before 
according approval. With a view to ensuring unifor
mity of approach and certainty in the availabilitv (\f 
tax benefits if the· prescribed procedures are followed 
by taxpayers, we recommend that applications for 
approval of agreements, contracts, schemes, etc. for 
various purposes under the direct tax laws should in
variably be submitted to the board even where the 

approval is to be granted by the administrative Minis· 
try concerned. The Board can .then.process. the matter 
in consultation with the admm1strattve Muustry; where 
necessary and have the approval of the Central Gov
ernment 'accorded by such Ministry. Such a proce
dure will ensure that the taxpayer has to deal only 
w1th the Board and not with the Ministries or other 
authorities for approval. We further recommend that 
the procedures for ,naking such applications, lhe forms 
to he used and the guidelines which would regulate 
such approvals, should be laid down in the rules. 

II-14.3. There are often undue delays in the grant 
of approvals by the Government or the Board which 
cause considerable inconvenience to taxpayers and 
reave them in a state of uncertainty. We recommend 
.that a provision should be made in the law whereby 
such approval will be deemed to have been given if an 
application is not finally disposed of within a period 
of 120 days from the date of receipt of the application 
by the Board. 

Provident and other funds 

II-14.4. The Fourth Schedule to the Income-ta.x 
Act contains rules governing the recognition of provi
dent funds, approval of superannuation funds and 
approval of gratuity funds. These rules are contained 
in Parts A, B and C, respectively, of the Fourth 
Schedule and are supplemented by the rules in Parts 
XII, XIII and XIV of the Income-tax Rules. The use 
of the term "recognition", in relation to provident 
funds and a different term "approval", in relation to 
superannuation funds and gratuity funds, seems to be 
a historical accident. In the interest of uniformity in 
terminology, we recommend that the term "approval" 
may he used in relation to all the three categories of 
funds. 

II-14.5. The rules in the Fourth Schedule and in 
the Income-tax Rules in this behalf 'display several 
minor variations in matters of detail, which do not 
have any rationale or significance. Thus, in respect of 
·provident funds, the application for recognition is 
required to be made to the Commissioner through the 
Income-tax Officer, whereas, in respect of superannua
tion funds and gratuity funds, the application for 
approval is required to be made to the Income-tax 
Officer, l!.lthough in these cases too, the approval is 
ultimately to· be granted by the Commissioner. A_gatn, 
the rules relating .to the procedure for making the. 
application are contained in the Income-tax Rules in 
the case of provident funds but in the Fourth Schedule 
in the case of superannuation funds and gratuity funds. 
In the case of provident funds, there are specific pro
visions in rule 74 of the Income-tax Rules, governing 
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maintenance of accounts and furnishing of certified 
copies thereof to the Commissioner. There are no cor
responding provisions in relation to superannuation 
funds or gratuity funds. Even in the case of provident 
funds for which maintenance of accounts is required 
by the rules, there i& no requirement that such account~ 
should be audited. In the matter of the date from 
which the recognition or approval is to take effect, 
wlule in the ca~~ of provident ~unds, the Commissioner 
has the authority to make the recognition effective 
from the 1st April of the financi~l year in which the 
application is received, there is no spe~ific provisiOn 
in this regard in the case of superannuatiOn funds 3nd 
gratuity funds and the Commissioner is apparently 
free to accord approval from any date of hts choice. 
Although there are provisions for the withdrawal <?f 
recognition in respect of all the three funds, there IS 
no e-ffective machinery to exercise control over the 
funds and ensure their compliance with the requrre
ments of the rules. 

II-14.6. In the interest of uniformity and certainty 
and with a view to enabling the Department to ensure 
thdt approved funds continue to comply with the re
quirements of the rules in this behalf, we make the 
following recommendations in this regard :-

(1) The provisions in the Mll'llagement Act Gov
erning !he grant of approval to all the three 
funds should specify ceriain g<~neml rules 
applicable to all the three funds, followed by 
special rules applicable to, each type of fund. 
The general rules sho!!Id cover su.ch ~tiers 
as procedure for making fbe npp!Jcahon: re
quirements regarding maintenance of ac• 
counts and audit of such accounts: invest
ment of fund moneys; grant of approval and 
withdrawal of approval; date from which 
approval is to take effect; appeal against 
refusal or withd!"awal of approval; and 
amendments to the rules of an approved 
fund. 

(2) As lhe approval of these funds carries im· 
portant tax benefits, both to the employer 
and to the employees, particularly for the 
later who are large in number and whose 
assessments are generally cenb alised in salary 
circles, the applications for approval should 
in all cases, he required to be addressed to 
the commissioner having jurisnktion over 
the salary circle and routed through the 
specified asse~FinJ~ flfficer of snch circle. This 
will have the advantn!le that the work of 
~m!lnising the appliclllhm can lle hantllcd 
by officers, specialising in .such work. therrby 
ensuring uniformity in approach an~ speed 
in disposal, while the work of granting ap
proval will be centralised with one Commis
sioner, instead of being with a number of 
Commissioners in big citie.~ like Bombay, 
Calcutta, etc. The work of monitoring the 
approved funds and r.nsmin!! that they con• 
tinue to observe the n1Ies. will also be ren
dered easier. 

(3) All funds which have been granted approval 
should be required to maintain proper ac· 

counts containing essential pnrliculms spe
cified in this behalf and get these audited 
every year. The auditors ~bould be required 
to certify that fhe fund in question continues 
to satisfy the conditions of appro,·al. Copies 
of accounts, along with auditor's certificate 
should be required to be furnished to the 
designated income tax officer by a specified 
date el·ery year, togeth~r with such other 
particulars as may be prescribed. It may 
also be laid down that t:.c accounts should 
be maintained in India anti all fund muncy 
~hould be invested in India. 

(4) There should be uniform provisiobo gu•~m· 
ing the investment of fund moneys in the 
case of all the three categories of funds. 
Under the prese'llt rules, keeping moneys in 
a savings acconnt or short-term deposit in a 
Bank is not permitted. This disability should 
be removed and fund moneys may be per
mitted to be invested in short-term deposits 
with the public sector Banks. The invest• 
ment pattern of fund moneys should be 
brought on par with that under the em• 
ployees' provident fund scheme. 

II-14.7. The present rules governing the recognition 
or approval of funds do not permit the constitution of 
a common fund for the benefit of employees belong
ing to a group of companies which are connected with 
one another. As such a common fund would secure 
economy in administrative costs and facilitate move
ment · of employees from one concern to another 
within the same group, we recommend that a common 
fund may be allowed to be set up, subject to what· 
ever safeguards are considered necessary to prevent 
misuse. Side by side with these provisions, in order to 
m~et a situation where a company in the group ll9vmg 
a common fund wishes to separate from the group for 
any reason, there should be a provision for splitting up 
the common fund, subject to suitable safegnards. 

ll-14.8. While rules relating to provident funds in 
Part A of the Fourth Schedule permit transfer of the 
accumulated balance from one recognised provident 
fund to a similar fund maintained by another employer, 
when the employee changes his employment, there is 
no similar provision for the transfer of the balance 
or the accrued benefits from an approved superannua
tion fund or an approved gratuity fund to another 
similar fund maintained by the new employer. In the 
present day world, there is increasing mobility . of 
personnel from one employment to another, parttcu
larly in the managerial cadres. There are also many 
instances of tran:;fer of employees en masse when 
industrial units are transferred from one ownership to 
another. The rules do not, in terms, provide for the 
trat.sfer of the 'nt·~rest of tire employee in an approved 
superannuation fund to another approved superannua
tion fund when he changes his employment, voluntarily 
or otherwise. The Board have recently issued instruc
tions that approval to a !!Uperannuation fund should 
not be refused merely on the ground that its rules pro
vide for payment of annuity to an employee or the 
transfer of his equitable interest to another approved 
superannuation fund when the employee leaves the 
service voluntarily before he attains the specified age 
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for retirement an.! that approval should be granted to 
such a fund if it complies with the rules and conditions 
set out in Part B of the Fourth Schedule and the rele
vant rules in the Income-tax Rules. In order to place 
the matter beyond doubt or dispute, we recommend 
that there should be uniform provisions for transfer 
of the balance or accrued benefits from one npproved 
fund to another approved fund of the same type, in 
respect of all the three categories of funds whenever 
an employee changes his employment. Further, au em
ployer company may be permitted to make contnou
tion to the account of an employee in a gratuity fund 
maintained by it after taking into consideration the 
Jlast service of the employee under the former em
ployer. Where, however, the new employer does not 
maintain a superannuation fund or where the em
ployee docs not take up another employment, we 
recommend that the former employer should be re
quired to purchase from the Life Insurance Corpora
tion out of the balance in the superannuation iund 
account of ~e employee a non-surrenderable deferred 
annuity policy in favour of the employee under which 
pnymC'Ilts would be made to the employee on his 
attaining the normal age of superannuation or on his 
prior incapacitation or to his widow, children, depend
ents or nominees if be dies before attaining such age. 

II-14.9. There are some provisions in the Fourth 
Schedule to the Income-tax Act and in the Income-tax 
Rules which are substantive in nature and should really 
be part of the substantive law relating to computation 
of Balary income or business income or to exemptions 
e.g., rules 6, 8 and 9 of Part A, rules 5 and 6 a£ Part 
B and rule 7 of Part C of the Fourth Schedule to tbe 
Income-tax Act and rule n· of the Income-tax Rules. 
These provisions have been discussed in Part I of this 
Report. As the provisions are not procedural in nature, 
they should not be incorporated in the Management 
Act. 

II-14.10. Rule 76, 92 and 105 of the Income-tax 
Rules make certain provisions which are in the nature 
of penalty. Under these rules, if any empolyee assigns 
or cre~tes a ch~rge upon his beneficial interest in a 
recogmsed provJdent fund, approved superannuation 
!und or approved gratuity fund, the Income-tax Officer 
ts empowered to treat the consideration received by 
the employee for the assignment or charge as his in
come liable to ~ax in the year in which the fact be
~ome known to the Income-tax Officer. These rules 
tmpos~ a l"tbstantive liability to tax, and are intended 
to be m the nature of penal provisions. The rules, as 
they .stand! ~~sume. th~t an employee assigning or 
~hargmg !:Its r,rnefic!a! mterest in such a fund would, 
m all Cal!es, b~ recetvmg a monetary consideration for 
such ass1grm.~nt or charge. The rules are silent as to, 
the penalty. tf any. aJ?plicable to a caoe where the 
emplo~ee has not recetved any such consideration and 
~e ~ss•gnment or charge is created out of social ob
ligatio~ ?r necessity. We recommend that in place of 
the eXIsting rules treating the consideration received 
asla~come, )lto'isJon should be mGd~ 111 the chapter 
re ting to \l~nalties for tho lmpMition of 8 suitable 
~~tary penalty on the employee In such a case 
· nc monetary penalty. may be expn:a d • 
cenfaJie of the conlideradon, H any, rec~ve:-ro! !:::-h 

assignment or change subject to an alternative mini· 
mum amount which should be applicable where no 
consideration is received by the employee. 

ll-14.11. Rule 68 of the Income-tax Rules; laying 
down the circnmstances in which the withdrawal from 
a recognised provid.:nt fund may be permitted, rule 69, 
laying down the conditions for such withdrawals, and 
rule 75, laying down limits for contributions, show 
some variations fr·.>m similar rules in the Employees' 
Provident Fur.d Scheme. As 'he Employees' Provident 
Fund and provident funds recognised under the tax 
law overlap over a very wide area of industrial em
ployees and their objects are also similar. We recom
mend that the provisions in the Management Act and 
the rules thereunder, Governing Provident Funds 
should be brought in line with those In the em• 
ployees' Provident Fund Scheme. 

ll-14.12. Under rule 3 in Part B of the Fourth 
Schedule, the benefits from an approved superannua
tion fund can be availed of by the employee himself or 
by his widow, children or dependents. In the case of 
provident funds and gratuity funds, rules 67 A and 
lOlA, respectively, of the Income-tax Rules provide 
for the nomination by the employee of one or more 
persons belonging to his family who should have the 
right to receive the benefits from the fund in the 
event of the employee's death, and such nomination 
may be in favour of any person where the employee 
does n_ot have a family. In the case of a super
annuation. ~nd, on the other. hal!d, there is no Bpeci
fic proviSion for the nommatton of beneficiaries 
al~hough, where an annuity policy is effected with the 
L1fe Insurance Corporation, the beneficiaries will 
presumably, have .to be named in the policy. Further: 
m the rules .relatmg to .. approval of superannuation 
funds th~re ts n? provtston .for payment of annuity 
to t~e Widower m a case where the employee is a 
marned woman. Later in this Chapter, we have re
commended that an option may be given to an em
ployee . participating in an approved superannuation 
fund e!ther to have the payment of annuity secured 
by taking out .an annuity policy with the Life Insur
ance Corporation or to receive the annuity directly 
from the trustees. In these circumstances we re
commend that the provisiOOJS in this behalf 'should be 
made uniform for all the three types of funds and 
n~essary amendments may be made to the rules re
lating to approval of superannualion funds to bring 
these on par with rules 67A and lOlA of the Income
tax Rules. 

II-14.13. Section 10(10A) of the Income-tax Act 
exempts from tax the commuted value of 1/3 of the 
pens_ion in the. case of an employee in 
;ece1pt of gratmty and 1/2 of the pension 
m any other case. Rule 90 of the Income
tax rules, however, allows commutation of the annuity 
from an approved superannuation fund only to the 
:xtent ?f 1/4 of such annuity where the employee is 
m rece1pt of a gratuit~ or 1/3 of th7 annuity in any 
oth:r ~as:. . In .th~ t~terest of umformity, and to 
avo1d mv•d.JOus d1stmchons, we recommend that the 
provlsl.ons ID rule 90 may be brought in line with 
tholiC m seclion lO(lOA). 



11-14.14. Rule 3 in Part B of the Fourth Schedule 
provides that a superannuation fund will be entitled 
to receive and retain approval if, inter alia, the fund 
has for its sole purpose the provision of annuities fox 
employees in the trade or undertaking on their re
tirement at or after a specified age or on their be
coming incapacitated prior to such retirement, or for 
the widows, children m dependents of persons who 
are or have been such. employees on the death o! 
these persons. Rule 89 of the Income-tax Rules sti
pulates that, for the purpose of providing annuities 
for the beneficiaries, the trustees of an approved 
superannuation fund shall either enter into a scheme 
of insurance with the Life Insurance Corporation or 
accumulate the contributions in respect of each bene
ficiary and purchase an annuity from the Life Insur
ance Corporation at the time of retirement or death 
of each employee or on his becoming incapacitated 
prior to retirement. Two matters arise for considera
tion in connection with these two provisions. Firstly, 
there is no definition of the term annuity in the rules. 
With a view to placing the matter beyond doubt, we 
recommend that the term annuity in this context may 
be defined to mean an annuity payable for a period 
of not less than 10 years and may even extend to 
the life time of an employee. · 

11-14.15. The second matter arises in the context 
of the requirement in rule 89 that the benefits out 
of the superannuation fund must in all cases be pro
vided through purchase of an appropriate annuity 
policy from the Life Insurance Corporation. Re
presentations have been made to us that the compul
sion to purchase annuity from the Life Insurance 
Corporation in all cases indirectly denies to the em
ployees the benefit of administrative economies in the 
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management of the fund. When an annuity policy is 
purchased from the Life Insurance Corporation, the 
amount of annuity which is yielded by a given capi
tal sum or by a given annual premium depends upon 
the Life Insurance Corporation's expense-ratio. It 
has been claimed that, superannuation funds being 
managed largely by the employees themselves who 
contribute their time and services virtually free of 
charge, in the common interest, the expense of manag
ing a given fund would be considerably less than the 
expense-ratio of the Life Insurance CorporAtion. If 
the trustees of the fund arc permitted to pay annul
ties to retiring employees or to their beneficiaries 
directly instead of taking out annuity policies · from 
the Life Insurance ·Corporation, the employees will 
be able to receive a higher benefit for a given con
tribution than when the policy is effected with the Life 
Insurance Corporation. We see the justice of this 
claim. We would, therefore, recommend that option 
may be given to an employee participating In an ap
proved· superannuation fund either to have the pay
ment of annuities secured by taking out annuity poll· 
cies with the Life Insurance Corporation or to receive 
the annuities directly from the trustees. 

11-14.16. The provisions in Part C of the Fourth 
Schedule relating to approval of gratuity funds differ 
in certain respects from those in the Payment of 
Gratuity Act, e.g., the definition of the words 
"family" and "wages". To avoid any conflict with 
the provisions of the Payment of Gratuity Act, which 
are mandatory, we recommend that the provisions 
applicable to approval of gratuity funds for the pur
pose of taxation should be brought in line with those 
onder the payment of Gratuity Act. 



CHAPTER 15 

CONCLUSION 

ll-15 1. In the foregoing Chap'ers ~f ~his Part,.J'e 
have de~lt with the various changes whtch. ~e canst er 
necessary in the existing pr~cedural provtstonsd ol~ o~se 
direct tax laws. In formula ling ot1r recommen f a 1 ' 
we have had due regard to our terms. of re erence, 
particularly those relating t~ . sug$estingf ~ays t atnd 
means of improving the adnumstratwn o trc~ ax 
laws and the consolida'ion of the four .laws r~latmg to 
income-tax, surtax, wealth-tax and gtft-tax mto one 
Act. 

II-15.2. The enactment of a sing~e Manageme[\t 
Act on the lines of our recommendatiOns would ~o a 
long way in improving the administration of the du:e~t 
tax laws. This is because the procedures for deternu
nation of the tax base and the quantum of t.ax, the 
roccdures for recovery of the tax, con~equenual pro

~edures relating to penalty and prosecullon, the apJ?el
late machinery and proc~dures, etc., are all so stmtla: 
that the provisions relatmg I? them. can b.e conve.n 
iently and appropriately consol~dated mto .a smgle legts
Jative enactment. In om vtew, a. m~Jor a~vantage 
which would Jlow from such consohdatton wtll be to 
bring about uniformity in procedur~s under the four 
Jaws. We have deliberately reframe? from r~com
mending the integration of all pro~eedmgs. relatmg to 
different taxes into a single procee~mg. While the pro
ceedings in respect of the levy of mcome-tax, sur-tax, 
wealth-tax and gift-tax would follow a co.mmon pattern, 
they would still remain separate proceedmgs. 

11-15.3. While framing our recoml?endations,, .we 
have placed greater emphasis on the !lm~ly submtsston 
of returns by all classes of taxpayers wtthout any ex
ception including those taxpayers who would be en
titled t~ refunds or whose ul' imate tax I! ability may be 
minimal. This emphasis, t?gether ~tth th.e corres
ponding measures for ensurmg comphance, ts largely 
a corollary of the scheme of acceptance of a .substan
tial majority of the returns. At the same ume, the 
interests of revenue are safeguarded by our recommen
dations for streamlining and simplifying the. proce~u
res for reopening of closed assessments. Whtle finahty 
in the matter of assessments is desirable as a measure 
of stability to both the taxpayer and the Department, 
the summary assessment procedures shoul~ necessar!lY 
entitle the administration to take appropnate remedtal 
action wherever the interests of speed have led to loss 
of revenue or under assessment. 

II-15.4. Another area of simplification suggested by 
us relates to the time limits for initiation and comple
tion of various proceedings under the tax Jaws. Our 
attempt has been to prescribe the last day of the finan
cial year, vit., 31st March, as the date of limitation for 
various pmposes to the extent possible. The existence 

o[ different dates of limitation for initiation or comp
letion of proceedings leads to a disturbance of the 
smooth functioning of the Department. Our r~com
mendations may, no doubt, result in an extenswn. of 
the time limits within which the Department may tnl
tia'e or complete action in certain cases at?-~ to that 
extent may appear to water down the pnvtleges. at 
present enjoyed by the taxpayers, but. such margm~l 
extension of <ime should not be constdered as detn
mental to the interests of the taJ~:payer. On the con
trary, this would go a long way to reduce p~remptory 
or hurried action which may be neceSSlta:ed by 
attempts to beat time limi•s scattered over dtfferent 
dates throughout thc; year. 

II-15.5 In the matter of the levy of interest and 
penalties, our recoJ?illendations may lead to ~ome of 
these levies becommg more or less automattc. We 
have not disturbed the basic principle that consequen
ces of tax evasion would follaw where the intent 
and motive of evasion is adeqHately established. How
ever, in matters of procedural failures and delinquen
cies, cer'ain consequences should necessarily follow as 
a matter of course. This is the logical conclusion to the 
approach where greater emphasis is placed on volun
tary compliance by the taxpayer. In the changed 
atmosphere of mutual trust and goodwill, which must 
follow upon the recommendations made by us, some 
of the procedures which hitherto were IeJ(arded a~ 
cumbersome or irksome would gradually come to be 
followed by the taxpayers voluntarily and as a matter 
of course. 

II-15.6. Our approach in the matter of improving 
the administration of tax laws has been to concentrate 
on the area of interaction of the administration with 
the taxpaying public. The emphasis in our approach 
is on expeditious assessment and expeditious grant of 
reliefs under the appellate and other procedures. Our 
terms of reference do not envisage any sfudy into the 
internal administrative problems of the Department 
and, naturally our recommendations do not cover them 
either. We are however glad fo note that, in onr dis
cussions with the persons at the highest levels in the 
Department. we found an awareness of the problems 
facing the Departmenf and the need to meet them in 
good time. 

II-15.7. Some of the observations made by us on 
the need for raising the status of the Chairman of the 
Central Board of Direcf Taxes. strengthening the super
visory functions through Regional Commissioners, 
merging recovery functions with the assessment func
tions, re-designatin~ the senior level of assessing offi
cers, -elevating the level of the firsf appellate authority, 
etc., are all part of :t package of proposals, which should 
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go a long way in improving the administration of the 
tax laws. Many of the difficulties experienced by the 
taxpayers in their dealings with the administration 
could be effectively countered under the improved 
procedure suggested by us. 

ll-15.8. The various suggestions for improving the 
administration of the tax laws, particularly in the area 
of levy, collection and recovery of the direct taxes 
should, in our view, lead to a better climate of under
standing between the taxpayers and the taxgatherers. 
We would once again emphasise that the rigours of a 
taxing statute can be largely mitigated and made 
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acceptable to the public by an enlightened and fair 
administration. 
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SUMMARY OF OBSERVATIONS AND RECOM
MENDATIONS 

FINAL REPORT-PART II 
ll"'TRODUCTORY 

1. A consolidated code should be enacted laying 
down uniform procedures for the management and ad
ininistration of the four direct taxes, viz., income-tax, ( 
wealth-tax, gift-tax and surtax on company profits. 
Estate duty legislation should, however, continue to 
remain separate as a self-contained statute. 

(Paras 11-0.1 to 0.3) 

· 2. Integration of the procedural and administrative 
provisions of direct tax raws does not mean that there 
should be common proceedings for the levy of these 
taxes in any given case. While the proceedings for the 
assessment and collection of these taxes in any given 
case should remain separate, they should as far as 
possible be taken up and completed simultaneously, 
so as to save the time of the Department as also of 
the taxpayer. (Para 11-0.6) 

CHAPTER 1 PRELIMINARY 
. 3. The title of the proposed enactment corsolidat

ing the procedural provisions of the direct tax laws 
should be "The Direct Taxes Management and Ad
ministration Act". (Para II -1.2) 

t When the Indian Income-tax Act, 1922 was re
placed by the Income-tax Act, 1961, the transitional 
provisions led to considerable problems and litigation 
which . could not be totally obviated or resolved even 
by the exercise of the power to remove difficulties vcst
ed in the· Central Government under section 298. To 
avoid such difficulties, the old law should continue 
·upto and inclusive of a specified assessme_n~ year, say, 
·a5sessment year 1979-80. The new prOVISIOns should 
apply for and from the immedi~tely following assess
ment year, i.e., 1980-81. Whenever the Government 
desires to adopt the new procedure even for old pro
ceedings, e.g., provision of appeal to the Central Tax 
Court, this should be achieved by appropriate amend
·ments to the old law. (Paras 11-1.3 to 1.5) 

5. There should be a specific provision in the 
Management Act spelling out the. scope of the Act 
.and .making it applicable to the asse§.sment and collec
.tion. of the following direct taxes, namely :-

(1) Income-tax ; 
(2) Wealth-tax ; 
(3) Gift-tax; and 
(4) Surtax on company profits. 

. If, in future, the Government considers it necessary to 
levy any other direct tax, the procedure for the assess
ment and collection of such tax should also be governed 
by the Management Act. (Para 11-1.6) 

6. The preliminary Chapter of the Management Act 
should contain definitions of various terms having n:Ie
vancy for the purposes of the procedural provisions of 
the tax laws. There should also be a specific provision 
that words which are not defined in the Management 
Act, but are defined in the substantive enactment would 
have the same meaning for the purposes of the Manage
ment Act and, correspondingly, there should be a similar 
provision in the substantive enactment to the effect 
that words which are defined in the Management Act 
but not in the substantive enactment will have t11e 
same meaning for the purposes of the substantive enact
ment also. (Para 11-1.7) 

CHAPTER 2-ADMINISTRATION 

7. In the context of integrating the procedural provi
sions of the different tax laws, redesignation of the 
authorities administering them has become inevitable. 
This is the opportune time for rationalising the desig
nations of the various direct taxes authorities. The 
existing cadre of Assistant Commissioners should be 
redesignated as Deputy Commissioners and Income-tax 
Officers, Class-!, in the Senior Scale, should be desig
nated as Assistant Commissioners. Suitable provisions 
should be made in the law so as to enable Assistant 
Commissioners (new designation) to perform all the 
functions and exercise all the powers of the assessing 
authorities. (Paras II-2.4 & 2.5) 

8. The classification of assessment charges into 
senior-scale charges and other charges should be 
brought about and where a Class-II Officer is required 
to hold a senior-scale charge, he should be appro
priately compensated for the higher responsibility that 
he is required to shoulder. (Para II-2.6) 

9. The association of the Inspecting Assistant Com
missioner in the process of assessment, through all its 
stages, is necessary not only in important cases, but 
also in all scrutiny cases. The appeals arising from 
all such cases are bound to -raise important issues of 
law and fact, meriting consideration by more experi
enced and serior officers. Appeals against orders of 
the Direct Taxes Officer, Assistant Commissioner and 
Deputy Commissioner (new designations) should lie 
to the Commissioner (Appeals). (Para II-2.7) 

10. Deputy Commissioners should be deployed ex
clusively on supervising, guiding and directing the work 
of assessing officers. (Para 11-2.9) 

11. It is not necessary to retain the cadre of Addi
tional Commissioners as one of tax authorities. 

(Para II-2.10) 
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12. A cadre of Regional Commissioners should be 
created having the status of Additional Secretary to 
the Government of India. Regional Commissioners will 
be responsible for administratively controlling, co
ordinating and supervising the work of Commissioners 
in their respective regions and accountable to the 
Board for the overall performances of their regions. 
They should also perform the functions of the Director 
of Inspection and control the activities of the officers 
of the intelligence wing for the Region. 

(Paras II-2.11 & 2.12) 

13. The Chairman of the Central Board of Direct 
Taxes should have the status of a Secretary to the 
Government of India. The Board should have adequate 
staff assistance and should be provided with personnel 
having necessary technical background and experience. 

(Para II-2.16) 

14. The institution of Valuation Officers as statutory 
authorities unc;ler the direct tax laws should be done 
away with. If necessary, the services of Valuation 
Officers may be utilised by the Government in a purely 
advisory capacity in suitable cases. (Para II-2.19) 

15. The executive cadre of the Income-tax Depart-
ment should comprise the following authorities :-

( 1) Central Board of Direct Taxes, 

(2) Regional Commissioners, 
( 3) Directors of Inspection, · 

( 4) Commissioners of Direct Taxes, 
( 5) Commissioners (Appeals), 

( 6) Deputy Commissioners of Direc~ Taxes, 

( 7) Assistant Commissioners of Direct Taxes, 
(8) Direct Taxes Officers, 
(9) Inspectors of Direct Taxes. (Para II-2.2q) 

16. The manpower assistance to the officers at vari
ous levels in the Department should be adequately 
augmented and they should be provided with adequate 
office space, storage space, equipments and aids, 

(Para II-2.21) 

. 17. When an advance ruling is given by the Board 
m the case of any assessee, the Board should have the 
power to issue instructions to the subordinate autho
riti~s t<! ensure ~ompliance wi!h such advance ruling. 
This Will necessitate the omission of clause (a) of 
the proviso to section 119(1). (Para II-2.22) 

18. The law should be amended, if necessary to 
enable the Board to issue directions to subordu;ate 
authorities for .grant.in~ r_elief even after the expiry o( 
the statutory time limit m cases where the claim for 
any exemption, deduction, refund or any other relief is 
made by the assessee within the specified time limit. 

(Para II-2.23) 

h ·1 !1. Tbh e Central Government and the Board should 1 av~ t .e power to condone the delay in makin an 
apph~~tion to them for approval, etc., under va~ious 
proviSions of the tax laws. (Para 11-2.24) 
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20. It is not desirable to make any radical change 
in the existing pattern of jurisdiction so as to vest in 
the Board the overall jurisdiction for assessment and 
collection following the pattern obtaining in USA and 
Canada. (Para ll-2.26) 

21. No major changes are necessary in the powers 
of tax authorities. (Para 11-2.27) 

22. The Commissioner's power to delegate the func
tions of the Income-tax Officer should be limited so as 
to restrict such delegation to an Inspector of Income
tax only and not to any member of the ministerial 
staff. Further, the Commissioner should have no power 
to delegate functions under sections 131, 132, 132A 
and 132B even to Inspectors. · (Para II-2.28) 

23. The provision enabling the Board to delegate the 
power to authorise a search to a Deputy Director of 
Inspection or an Inspecting Assistant Commissionei 
should be deleted. (Para 11-2.29) 

24. The powers of search should not be extended 
for the purposes of gift tax. (Para 11-2.30) 

• 
25. There should be a time limit of, say, sii months 

for the disposal of applications under section 132{11) 
by the notified authority. (Para 11-2.31) 

26. The provisions relating to the power of calling 
for inform.ation under section 133, powers of survey 
und7r section 133A !ifid powers of inspection under 
section 134 may be Incorporated in the Management 
Act. (Para 11-2.33) 

27. The provisions of section 135 authorising the 
superior authorities to exercise the power of making 
enquiries vested in the Income-tax Officer duplicate 
provisions in other sections and need not be retained 
in the Management Act. (Para 11-2.34) 

28. Section 136 deeming proceedings before the 
In.come-tax authorities as judicial proceedings for cer
~am PUI'J?oses and section 13 8 relating to disclosure of 
mformat1on may be included in the Management Act 
so as to apply uniformly to all direct taxes. · 

(Para 11-2.35) 

29. Sections 285A and 285B of the Income-tax Act 
prescribing certain information returns may be inco!. 
porated in the Chapter-"Administration" in the 
Management Act. (Para 11-2.36) 

30. All penalties such as those under sections 285A 
and 2.!j5B . should be dealt with in the Chapter on 
penalties and, further, the designated officer to whom 
such information is required to be furnish~, should 
be empowered to levy the penalty. (Para ll-2.37) 

31. The material date for the purposes of section 
285B should be the .date of expiry of 30 days from 
the end of the financial year to which the information 
r~lates or 30 days from the date of grant of the cer
tificate of fitnes~ for public exhibition of the film by 
the Board of Film Censors, whichever is earlier. 

(Pua 11-2.38) 

~2. Information under section 285B should be re
qUired to be furnished in respect of expenses debitable 



to the cost of production of the film. The limit of 
Rs. 5,000 should be raised to Rs. 10,000 and infor
mation should be required to be furnished of all pay
ments in respect of such expenses, aggregating to 
Rs. 10,000, made to any person during a financial 
year. (Para II-2.38) 

. 33. The format of the statement required to be fur
nished under section 285B, prescribed under rule 
121A (form No. 52A) should be changed to make the 
requirements of the section clearer. (Para II-2.39) 
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34. Once the several statements required at present 
to be furnished by persons responsible for paying int<:
rest or dividends are replaced by a consolidated prOVI
sion in the Chapter dealing with deduction of tax at 
source, it will not be necessary to include the provi
sions of sections 285 and 286 in the Chapter-"Admi
nistration". (Para II-2.40) 

35. Publication of names of assessees on whom 
penalties have been imposed should be made only 
after the penalty has been upheld by the Tribunal or it 
has otherwise become final, and not earlier. 
. · (Para II-2.41) 

36. The provision in section 294A may be omitted if 
it is no longer necessary to retain it for rescinding any 
exemption or modification already made. If it is con
sidered necessary to retain the provision it may be 
included in the Chapter-"Administration" in the 
Management Act. (Para II-2.42) 

37. A consolidated provision authorising the Hoard 
to frame rules for the various purposes of the direct 
taxes may be incorporated in the Management Act. 
Care should be taken, while drafting the rules having 
substantive implications, to ensure that they 'ipply only 
prospectively. Frequent amendments to the Income-tax 
Rules unsettle the smooth administration of the Act. 
All amendments to the rules should be made only once 
in a financial year and notified by September so as to 
operate from the first April of the following year. 
Where an interim amendment becomes unavoidable, it 
should be fully justified with adequate reasons as to 
why the change could not be made part of the llilnual 
amendments to the Rules. (Paras II-2.43 & 2.44) 

38. Section 298 dealing with the power of the Cen
tral Government to remove difficulties should be placed 
in the Chapter-"Administration". (Para II-2.45) 

CHAPTER 3-PRE-ASSESSMENT PAYMENT OF 
TAXES 

39. The provisions for deduction of tax at source 
already cover a wide area and it is not necessary to 
extend the area of their operation any further. 

(Para Il-3.2) 

40. Where salary is paid in arrears, specific provi
sion should be made enabling the employer to take 
into account the relief to which the employee is entitl
od while deducting tax at source from payments on 
account of arrears of salary. (Para 11-3.3) 

41. The administrative practice of taking into ac
count the deduction under section SOC and that under 

section 800, with reference to contributions to certain 
specified funds, while deducing the tax ut source. from 
salaries, should be given statutory basis by smtably 
amending the relevant provision. (Para 11-3.4) 

42. The element of salary income referred to in rule 
6 in Part A of the Fourth Schedule, as modified in 
the light of the suggestions in Part I of the Report, 
should be clearly brought within the purview of deduc
tion of tax at source by making an appropriate pro
vision in section 192. (Para 11-3.5) 

43. The limit for deduction of tax under section 
194C should be raised from Rs. 5,000 to Rs. 25,000. 

(Para II-3.6) 

44. Deduction of tax from payments by way of 
insurance commission should be required to be made 
only where the payment to any one person during a 
financial year exceeds Rs. 1,500. (Para 11-3.7) 

45. The time limit for remittances of the tax deduct
ed at source to the credit of the Cenfral Government 
may uniformly be prescribed as one month following 
the end of the month in which the deduction is made, 
without linking it to the date of obtaining the challan 
for making the remittance. In cases where interest pay
ments· to residents, payments to contractors and pay
ments by way of insurance commission are credited 
to the account of the payee in the books of the payer, 
being a person carrying on a business or profession, 
the existing provision permitting remittance of the tax 
deducted within two months of the close of the payer's 
accounting year, may be allowed to continue. The 
facility now allowed in certain cases to remit the tax 
deducted at source at quarterly intervals should be 
withdrawn. (Para 11-3.8) 

46. Credit for tax deducted at source in respect 
of any income should be allowed in the assessment 
year in which such income is subjected to tax. In a 
case where deduction of tax is made in a year later 
than that in which the income is subjected to tax, the 
credit should be allowed by rectification of the assess
ment within the normal period of limitation or within 
one year from the end of the financial year in which 
the tax is deducted, whichever is later. (Para 11-3.9) 

47. The existing arrangements for keeping a watch 
over deductions from various categories of payments 
and the remittance of the amounts deducted to the 
credit of the Central Government need improvement 
to make them more effective. Central monitoring should 
be extended to cover all deductions of tax at source. 
Statutory returns including those required under sec
tions 285 and 286, should be required to be submitted 
only l!t yearly intervals on the existing pattern of salary 
returns and the necessary changes should be made in 
the law to require such returns to be submitted to a 
designated Income-tax Officer insiead of to the several 
Income-tax Ofticers assessing the payers. Suitable ar
rangements should be made for Government depart
ments, both at the Centre and the States, to submit 
returns of tax deducted at source from payments of 
salaries, payments to contractors, payment of interest, 
lottery winnings, etc., and arrangements should be made 
for checking these centrally as in the case of returns 
furnished by payers other than Government. 

(Para 11-3.10) 
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48. Suitable provision should be made in the law 
to enable the person responsible for deducting tax at 
source to obtain refund of any excess payment made 
by him to Government on this account from the 
Income-tax Officer dealing with this subject, indepen
dently of his own assessment, subject to necessary safe
guards. (Para 11-3.11) 

49. The law should be properly amended to bring 
out the real intention behind the recommendations 
relating to the provisions for payment of advance tax, 
contained in the Interim Report, which is to simplify 
the procedures relating to payment of such tax and 
elimination of unproductive work. · (Para 11-3.12) 

50. The provision in the Gift-tax Act for payment 
of tax in advance within 15 days of the taxpayer's 
making the gift may be included in the Management 
Act without change. (Para ll-3.13) 

CHAPTER 4-ASSESSMENT PROCEDURE 

51. By integrating the procedures for assessment 
and refund under the different direct tax laws, any 
variations in the procedure would get eliminated and 
a uniform procedure will become applicable for the 
purposes of all the direct taxes. (Para 11-4.1) 

52. In the Management· Act, a tax return should be 
defined as referring to a return of income or a return 
of wealth or a return of gifts or a return of chargeable 
profits or any combination of two or more of such 
returns. (Par;t 11-4.2) 

53. There should be a single provision in the law 
requiring the filing of a tax return if the total income/ 
net wealth/taxable gifts/chargeable profits of a person 
exceeded the maximum amount which is not chargeable 
to tax or if a person desires to have an assessment 
made of his total income, net wealth, taxable gifts, or 
chargeable profits or to have any loss, unabsorbed 
allowance or deficiency computed and carried forward 
to future years or to avail of the exemption provided 
in the case of charitable or religious trusts or to claim 
refund of any pre-assessment tax paid by him or on 
his behalf. (Para II -4.3) 

54. Statutory time limits are important inasmuch 
as their non-observance entails certain consequences 
by way of interest, penalty, prosecution, etc. While 
the taxpayer should suffer these consequences if be 
fails to furnish the return within the time limits spe. 
cified in the statute, the non-observance of the time limit 
should not by 

1 
itself invalidate the return. The law 

should make the following provisions in regard to ~ 
of tax returns : 

(1) 

(2) 

In order to ensure uniformity, . t~ returns 
should be required to be filed by 30th of 
June in each year. 

The law should specifically provide that rc- · 
turns filed after 30th June will nevertheless 
be valid in law. Subject to the consequences 
laid down in the law, the taxpayer should 
have the right to file a tax return at any time 
before an assessment is made for the relevant 
year without any outer time limit. 

(3) 

(4) 

(5) 

(6) 

(7) 

For delays in filing the .tax return beyond 
the 30th of June and until 30th of September, 
the taxpayer should be required to 'buy time'· 
The cost of buying time should be calculated 
with reference to the net tax and the rate of 
interest should be one per cent per month. 

Where a return is filed after 30th September 
of the assessment year, the assessment ~bould 
not ordinarily be made without scrutmy of 
accounts. However, such a return may be 
accepted as correct without scrutiny if the 
Commissioner so directs provided the return 
is filed before the last day of the assessment 
year. If a return is filed after the close of 
the assessment year, it should invariably be 
subjected to scrutiny. 

Where the return is delayed beyond the 30th· 
September of the assessment year, the tax-
payer should become liable to pay penalty 
in the circumstances stated in the Chapter 
on penalties. 

If the return is not furnished before the cmse 
of the assessment year, the assessee should 
also become liable to prosecution in the cir
cumstances stated In the Chanter 'Offences 
and prosecutions'. 

The assessee should forfeit the right to carry 
forward oi loss, unabsorbed allowances, 'de~ 
ficiency, etc., if the return is not furnished 
before the expiry of the assessment year. 
Similarly, an assessee claiming exemption 
from tax available to charitable or religious 
trusts, etc., should also be rendered ineligible 
for such exemption if the return is not filed 
before the expiry of the assessment year. The 
Commissioner should, however, be empower
ed to relax this condition in appropriate ca~~s. · 

An execption will have to be made in the case 
of a return for the purpose ·of surtax where 
the company wants to claim the set-off of a 
deficiency against the chargeable profits for 
a subsequent year. The company should be 
required to file a return of such deficiency 
only when it makes sufficient profits which 
attract liability fo surtax in a subsequentyear · 
and not earlier. ' , · 

(8) An assessee who claims refund of pre-paici 
taxes should be eligible for such refund only 
if the return is filed within a period of two 
years from the end of the relevant assess
ment year. The existing powers of ·the 
Board to authorise admission of belated 
claims should continue. (Para IT-4.4) 

55. Sub-section ( lA) of section 139 exempting 
certain categories of salaried taxpayers from the obliga
tion to file returns should be deleted. (Para IT-4.5~ 

56. The working of the system of permanent ac
count numbers should be improved. Numbers should 
be allotted to all taxpayers who have so far -applied 
for them and there should be arrangement for prompt 
allotment of such numbers to those whQ apply for 
them in future; the directories of taxpayers should be 



updated; the Department should ensure ~hat all com
munications sent to the taxpayer carry h1s permanent 
account number; and, lastly, the .penalty for non-com
pliance should not attach to mmor defaulls such as 
failure to quote the pef!Dancnt . account number on 
routine correspondence hke remmders, etc., sent by 
the taxpayer to the Department. (Para 11-4.6) 
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51. The existing provisions of sec~ion 140 should 
be modified to permit the tax return m the case of a 
company being signed by the. holder of I! po~er-of
attomey in a case where there IS no managmg_ d1~ector 
or other director stationed in India or by the liqmdator 
in the case of a company in liquidation. (Para 11-4.8) 

58. Suitable alternative provisions should be made 
to permit the return being signe~ by any .o!her pers?n 
who manages the affairs of a Hindu und1v1ded fa~tly 
ip a case where there is no adult member of the famtly. 

(Para 11-4.9) 

59. Return forms pertaining to a particular assess
ment year should be used only for that assessment 
year and not for any earlier asses~ment year, and t.he 
assessment year to which the particular form pertams 
should be printed in bold figures on the first page of the 
form so as to facilitate easy identification. 

(Para 11-4.12) 

60. Provisions for payment of tax on self-assessment 
before the furnishing of the return should be extended 
to gift-tax and surtax and the existing provisions in the 
·wealth-tax Act and Surtax Act for the making of a 
provisional assessment should be deleted. In all cases, 
the challan for payment of taxes on seif-assessment 
should be required to be attached to the relevant tax 
return, in the absence of which the return should be 
considered to be invalid. Further, as recommended in 
the Interim Report (para 1.18) interest payable for 
delay in furnishing the tax return beyond 30th June 
should be required to be paid along with the tax on 
self-assessment. (Para 11-4.14) 

61. Interest on excess payment of advance-tax 
should be calculated with reference to the tax payable 
on tfie basis of the income returned and only upto 
the date of furnishing the return or 30th June of the 
assessment year, whichever is earlier. At the same 
time, with a view to expediting the refund of excess 
advance-tax paid, for any delay in granting the refund 
beyond three months from the end of the month in 
which the return is filed or 1st October of the assess
ment year whichever is later, interest at 12 per cent 
per annum should be allowed upto the end of the 
month preceding the month in which the refund voucher 
is actually issued to the assessee. (Para II-4.15) 

62. The provisions of section 142 of the Income-tax 
Ac• should be incorporated in the Management Act 
and made applicable on a uniform basis to all direct 
taxes. (Para II-4.11) 

63. The process of assessment by acceptance of re
turns ~hould be extended also for the purpose of wealth
tax and gift-tax subject to guidelines to be issued by 
the Board. (Para 11-4.18) 

64. The procedure for examination of accom;tts and 
,,ther materials before completion of an assessment 
shcnld apply uniformly to all the taxes. (Para 11-4.19) 
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65. The provisions relating to ex-parte assessments 
should be incorporated in the Management Act. 

(Para II-4.20) 

66. The provision for the reopening of on ex-p~r!e 
assessment by the Income-tax Offi~r on the a~phcd
tion of the assessee need not be mcorporated m the 
Management Act. (Porn II-4.22) 

51. The provisions of section 144A should be made 
uniformly applicable to all direct taxes. (Para II-4.24) 

· 68. The rrovisions of section 144B should be delet-
ed. (Para II-4.25) 

59. 1be Valuation Officer should not function as a 
statutorv authority under the Wealth-tax Act or the 
other direct tax enactments but his role, wherever, 
necessary, should be merely advisory. The provisions 
of section 16A of the Wealth-tax Act and connected 
provisions in the other direct tax laws should be 
deleted. (Para II-4.26) 

70. The assessing officer should be empowered to 
issue a notice calling for a return for the purpose of 
incomc-ta:·., wealth-tax and gift-tax in cases where such 
return has not been furnished by the assessee by 30th 
September of the assessment year. Such a notice mhy 
be issued at any time upto the expiry of eight years 
from the end of the relevant assessment year, with
out the need to r.ttain the approval of the Com
missioner in this behalf. (Para II-4.21\ 

71. The a~~"M mg officer should have th~ power to 
call for a return f0r the purpose of income-tax, wt'alth· 
tax or gift-tax even after the expiry of eight years, 
but before the t'Xpiry of sixteen years, after obtainmg 
the Board's 3pproval for the p~rpose. The !fiinimum 
limit for the 1ssuc of such not1ce after the ewht y~ar 
period should r~mnin at Rs. 50,000 for the !JlJrpos~~ 
of income-tax and it may be placed at Rs. 5 lakhs for 
the purpose of wealth-tax and Rs. 50,000 for the pur
poses of gift-tax. (Para II-4.28) 

72. The assessing officer should have the powe~ to 
call for a return for the purposes of surtax at any t1me 
bef-.:re t~e cxprry of eight years from thr end o)f the 
relevant assessment year or one year fror.. the end of 
the financial year in which the assessment or reassess
ment of the company for the purposes of income-tax 
is completed or such assessment is modified as a result 
of appeal, revision or rectification whichever is la!er. 
The monetary limit of Rs. 50,000 and the reqmre
ment of the Board's approval should not apply. even 
in a case where the notice is issued after the exptry of 
eight years from the end of the relevant assessment 
year. (Para II-4.29) 

73. The time limits for initiating action for reopen
ing of completed assessments should be on the pattern 
of the existing provisions in the Income-tax Act and 
should uniformly apply to wealth-tax and gift-tax as 
well. (Para II-4.31) 

74. While incorporating the existing provision in 
section 14 of the Surtax Act in the Management Act, 
it should be extended to cover a case where the surtax 
assessment needs modification in consequence of a re
assessment of the company for the purposes of income
tax. The period of four years for such modification 
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should in all cases, be reckoned from the last day of 
the financial year in which the event necessitating the 
modification of the surtax assessment happeoed. The 
provisions for reopening a surtax assessment indepen
dently of the income-tax assessment should be on par 
with the corresponding provisions applicable in respect 
of other direct taxes. (Para 11-4.32) 

75. The provisions in section 143(2) of the Income
tax Act which enable the Income-tax Officer to reopen 
an assessment, completed by accepting the return, 
with the approval of the Inspecting Assistant Com
missioner or on the request of the taxpayer should be 
deleted. A suitable Explanation may be added to the 
provision dealing with the reopening of completed 
assessments on the basis of informatiOn, clarifying the 
scope of the word "information". (Para 11-4.33) 

76. The existing provision, requiring the approval 
of the Commissioner for reopening a completed assess
ment under the Income-tax Act after the expiry of 
four years but within eight years from the end of the 
assessment year, on the ground that there was failure 
on the part of the assessee in disclosing fully and truly 
all material facts necessary for the assessment of his 
income, should continue and apply uniformaly for 
wealth-tax and gift-tax as well even though at present, 
there is no such provision for the purposes of those 
taxes. (Para 11-4.34) 

' 
77. There should be a provision for initiating pro

ceedings for reassessment of escaped income, wealth or 
gifts beyond eight years upto a period of 16 years, on 
the ground of the taxpayer's failure to disclose fully 
and. truly all material facts necessary for assessment 
subject t9 ~he approval of t~e. Board and also subject 
to the m1mmum monetary hm1t of Rs. 50,000 in res
pect of escaped income or taxable gifts and Rs. 5 lakhs 
in respect of escaped wealth. (Para 11-4.35) 

78. In cases where proceedings are initiated for re
assessment of escaped income, wealth, etc., there 
should be no insistence on the submission of a fresh 
return but the assessee should be given the right to file 
a return at any time before the reassessment is com
pleted if he so wishes. Further, the assessing officer 
should intimate to the assessee clearly the reasons for 
rea~sessment an~ give. th~ asse~see a reasonable oppor
tumty to state h1s objeCtions, if any, to the reopening 
of the assessment. TJ:Ie. assessee should, for this pur
pose, be allowed a mm1mum time of 30 days. 

(Para 11-4.36) 
79. For initiating action for assessment or reassess

ment in the circumstances mentioned in section 150 
there should be . a time .limit . of one year from th~ 
end of the fina~c!al ~ear m. which the order in appeal, 
reference or reVISIOn IS received by the assessing officer, 

(Para 11-4.37) 
80. Th.e provision in section 152(1) need not be 

repeated m the Management Act. (Para 11-4.38) 

81. The. provisions of section 15 2 ( 2) should be 
~adf app~able to all types of reassessments under all 
th ~ our. cts on a uniform basis. The right under 
wlfus~~g~o~~ be.ghavahilable to the assessee not
th . . a e nu t ave filed an appeal against 

e ongmal assessment provided that such appeal has 

since been disposed of and the matter has become 
final. (Para 11-4.39) 

82. A uniform time limit of. two ye~s for comple
tion of assessments should be laid down m the Manage
ment Act for all the ~axes .. I~ respect of surtax, how
ever, an alternative time h~t of .one year: from the 
end of the financial ye!l:r m whu:h the mcome-tax 
assessment is completed, if later, Will have to be pro
vided. To obviate undue burden on the D.epartment 
in having to deal with a large number of pendmg assess
ments under the Wealth-tax Act and Gift-t~ Act get
ting barred by time in one year, the reduction of the 
time limit from four years to two years should be 
staggered suitably. Similarly, in respect of sur~ax 
where there is no time limit at present for comple.tion 
of assessments suitable staggering should be provided 
while imposing the time limit recommended: 

(Para 11-4.40) 

83. For all the four direct taxes, ~xtended time 
limit with reference to the date of filing the ret~J!Il 
should be available upto the last day of the financial 
year following that in which the retu~n is filed. Such 
extension should be available only w1th referenc~ to 
the date of filing the first return and not any reVISed 
return. There should be no extension of the time limit 
with reference to the consideration whether or not the 
case attracts penalty for concealment. (Para 11-4.41) 

84. For completion of assessment, !eass.es.s':llent or 
recomputation in pursuance of proceedmgs Initiated by 
issue of a notice under section 148 on the basis of 
fresh information, without there being any default on 
the part of the assessee in furnishing the r~turn or in 
!lisclosing material facts, the extended penod of one 
year from the date of service of the notice should 
he counted from the last day of the financial year in 
which the notice is served. (Para 11-4.42) 

85. The time limit under section 153 (2A) for com
pleting assessments/reassessments in consequence of or 
to give effect to any finding or direction contained in 
any order in appeal, revision, etc., should remain as 
at present. For completing a partner's assessment on 
the basis of the assessment of the firm under section 
14 7 there should be an extended time limit of one year 
from the end of the financial year in which the assess
ment of the firm was made instead of there being no 
time limit as at present. (Para 11-4.43) 

86. Where the assessee claims in writing that the 
whole or any part of the proceedings should be re
opened and he should be reheard by the successor in 
office because of the change in incumbent, the limita
tion under clause (i) of Explanation 1 to section 153, 
should expire on the last day of the financial year 
following that in whic~ such claim is made by the 
assessee. (Para 11-4.44) 

87. In a case where the assessment proceeding i' 
stayed by an order or injunction of any court, the ' 
limitation under clause (ii) of Explanation 1 to section 
153 should expire on the last day of the financial year 
following that in which the stay order is vacated. 

(Para 11-4.45) 



88. 1n the light of the reco~~nd~tion for th~ dele
tion of section 144B, the proVISion m clause (IV) ol 
Explanatwn 1 to section 153 should be deleted. T~e 
time limits under clause (iii) and (v) of the said 
Explanation should get extend~ upto ~e last. day ot 
tbe financial year next followmg that m which the 
report of audit is furnished by the assessee or, as t!Jf. 
case may be, the decision of the S~ttleme1:1t CommiS
sion rejecting the application, etc., IS ·received by the 
Commissioner. (Para II-4.46) 

89. The assessment of deficiency for surtax purposes 
should be made simultaneously with the surtax assess
ment in which the deficiency is reqGired to be set off. 

(Para II-4.47) 

90. Persons carrymg on a profession should be re
quired to maintain only certain basic records such 
as a professional case diary! a fee register, a cas? book 
(which may not necessarily b_e _balanced daily),. a 
journal, if the accounts ar~ ma_mtian~d on mercanti~e 
basis and a ledger. In conJunction With the bank pass 
book' etc. these records should provide quite sufficient 
mate;ial f~r the computation of their income for pur
poses of assessment. (Para II-4.49) 

91. Books of account and other documents relating 
to any business or profession co~g within ~e scope 
of section 44AA should be reqwred to be retamed for 
a minimum period of eight years. (Para II-4.50) 

92. The procedural provisions of Chapter XI of the 
Income-tax Act relating to levy of additional income
tax on a closely-held company should be inco!'Porat~d 
in the Management Act m the Chapter dealmg With 
assessment procedure. (Para II-4.S1) 

93. The Management Act should provide for the 
issue of a notice by the assessing officer to the company 
before starting the proceedings for the levy of addi
tional tax. Such notice should be issued by the assess
ing officer soon after the completion of the relevant 
assessment or reassessment of the company. 

(Para II-4.S2) 

94. In the light of the recommendation in the Interim 
Repo;t (Pa;a 6.11) that provisions rela~ing t~ levy ?f 
additional mcome-tax should be restricted m therr 
application to closely-held investment companies only, 
the provisions of section 107 A will be otiose and may 
be omitted. (Para II-4.S3) 

9S. The powers of rectification of all tax authorities 
and the Tribunal should be made uniform and apply 
to all orders passed by them. The existing provisions 
laying down the time limit for rectificatory action at 
four years from the date of passing of the order sought 
to be rectified, should in the interest of uniformity, 
certainty and erase in keeping track of dates of !imita
tion, be amended so as to permit rectification within 
a period of four years from the end of the financial 
year in which the order sought to be rectified was 
passed. (Para II-4.S4) 

96. The extended time limit of four years provided 
in the various sub-sections of section ISS should be 
made to expire at the end of four years from the last 
day of the financial year in which the event which 
attract£ the amondment happened. (Para II-4.SS) 

CHAPTER S-PENALTIES 

97. Penalties for different types of defualt should be 
dealt with in separate sections of the Management Act. 

(Para II-5.2) 

98. Any delay in furnishing the tax return beyond 
30th September of the assessment year should attract 
penalty at the _rate of one per cen~ of the. &ross t~, 
i.e., tax determmed on assessment Without g~vmg credit 
for prepaid taxes, for every month of default. There 
should also be no ceiling on the amount of penalty 
payable for delaying the tax return so that a person 
who fails to furnish the tax return for several years 
may be required to pay an adequate price for his delin
quency. The penalty provisions should apply uniformly 
to all the four direct taxes. (Para II-S.3) 

99. In view of the recommendations that there should 
be no time limit, as such, for furnishing a return on 
the taxpayer's own volition, and also that there should 
be no upper limit on the penalty for default in furnish
ing a tax return. Explanation 3 to section 271 may be 
deleted. (Para II-S.4) 

100. Considering the increased emphasis on volun
tary compliance by taxpayers and acceptance of re
turns, the provision in section 271 (3)(a) exempting 
from penalty a taxpayer whose income exceeds the 
exemption limit by less than Rs. 1 ,SOO, should be 
omitted. (Para II-S.S) 

101. The provision in section 271 ( 3) (b) should be 
redrafted to make the intention clear and provide for 
the levy of a token penalty not exceeding Rs. 2S where 
a person,- to whom a notice calling for a return bas 
been issued and who fails to comply with it, proves 
that he had no income liable to tax. (Para II-5.6) 

102. In the context of the recommendation that the 
eligibility for the exemption under sections 11 and 12 
should be conditional upon the furnishing of the return 
before the close of the assessment year, the maximum 
penalty leviable for default in furnishing return of 
income by a trust which is entitled to exemption under 
section 11 and 12 should be limited to Rs. SOO. This 
limit should, however, apply only to cases where, 
after applying the provisions of sections 11, 12 and 
13, the trust does not have a taxable income. 

(Para II-5. 7) 

103. The law should clearly provide for levy of 
penalty for default in furnishing return of income more 
or Jess as a matter of course except where the tax
payer proves that he was prevented by sufficient cause 
from furnishing the return. (Para II-S.8) 

104. For default in complying with notices issued by 
the assessing authority calling for production of ac
count books, documents and other material, the penalty 
should be a lump sum not exceeding Rs. 1 ,000 for 
each such default. While drafting the provision, it 
should be made clear that the onus of showing suffi
cient cause for failure to comply with the notices will 
be on the taxpayer. The penalties for such defaults 
should be levied without waiting for the completion of 
the relevant assessment proceedings. (Para II-S.9) 



105. The provisions in the Management Act relating 
to penalty for concealment of income, wealth, etc., 
should uniformly apply to all the four direct taxes. 
There should be no minimum penalty and the assess
ing officer's discretion in this regard should be un
fettered. The maximum penalty should be twice the 
amount of tax sought to be avoided. (Para II-5.10) 

106. The power to levy penalty for various defaults 
under section 271 should not be available to the Appel
late Tribunal. The penalty for defaults in furnishing 
tax returns or in complying with the notices issued by 
the assessing authorities, should be leviable only by 
the assessing authority and not by any other authority, 
The power to levy penalty for concealment should, 
however, be available uniformly to the first appellate 
authority and also to the Commissioner, in addition 
to the assessing authority, in respect of all the four 
direct taxes. (Para II-5.11) 

107. If the recommendation in the Interim Report 
(para 8.18) that the separate tax on a registered firm 
should be discontinued altogether is accepted and im
plemented by the Government, then the existing pro
visions for calculating penalty for default of a regis
tered firm in furnishing the return of income should 
continue unchanged. If, however, the separate tax on 
registered firms continued to be charged, the penalty 
for default in furnishing the return of income should 
also be calculated with reference to the tax payable 
by tho registered firm itself and not on the notional 
tax which would be chargeable if it had been assessed 
as an unregistered firm. No change in the existing 
method of calculation of penalty for concealment of 
income in the case of a registered firm is called for. 

(Para II-5.12) 

1 08. In the context of the recommendation that the 
precedure for the registration of firms should be ex
tended tc association of persons and bodies of indi
viduals as well mnd that a registered association of per
sons or body of individual should not be assessed 
to tax on its income as a single unit but that the 
shares of the members in the income of the associe
tion or body should be subjPcted to tax in their hands, 
the penalty leviable in the case of a registered asso· 
ciation of persons or registered body of individuals 
for defaults in furnishing returns of income and also 
concealment of income should be calculated with refe
rence to the tax that would have been payable if the 
association or body had been subjected to tax on it.~ 
income as a separate unit. (Para II-5.13) 

109. Section 271 ( 4) which provides for the levy of 
penalty on a registered firm which distributes its pro
fits otherwise than in accordance with the shares of 
the partners is virtually a dead Jetter and should be 
deleted. (Para II-5.14) 

110. With a view to making the penalfy for failure 
to keep, maintain or retain books of accounts, docu
ments, etc., as required under section 44AA serve 
the purpose underlying its levy, the penalty should 
be a lump sum not exceeding Rs. 5,000. (Para II-5.15) 

1 p. In regard t<! defaults in payment of advanr.e
tax, mstead of havmg a separate provision for levy 
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of interest and for levy of penalty for the same type 
of default, it would be sufficient if the interest to be 
charged for non-payment of advance tax or on short 
payments of advance tax is fixed at 18 per cent per 
annum of the tax payable on the basis of the return 
or, as the case may be, of the shortfaJJ from such 
tax. Once this is done, it will be unnecessary to 
have separate penal provisions for this purpose and 
section 273 may be omitted. (Para II-5.18) 

112. There should be a certain degree of uniformity 
in the provisions for the levy of penalties for the 
defaults enumerated in sections 270, 272, 272A and 
272B and the provisions for the levy of fines in sec
tions 131(2) and 285(2), which are of a technical 
nature. These provisions should be modified as under : 

(I) Penalty for failure to respond to summons 
under section 131 should be brought on par 
with the penalty leviable under section 
272A(1) for refusal to answer questions and 
sign statements, and the necessary provision 
in this behalf should be made in the latter 
section. 

( 2) Penalty for not complying with the provisions 
for obtaining a Permanent Account Number 
or quoting it under section 139A, should 
also be covered under the provisions of sec
tion 272Ail), subject to the exclusion of 
failure to quote the Permanent Account 
Number on routine correspondence for which 
no penalty should be levied. 

(3) The penalties provided under sections 270, 
272 and 285A(2) should be integrated with 
the penalty for various defaults enumerated 
in section 272A(2) and the amount of 
penalty should be fixed at a maximum of 
Rs. 20 for every day during which the 
failure or contravention continues. 

( 4) The penalties for the corresponding defaults 
under the Wealth-tax Act, Gift-tax Act and 
Surtax Act should be brought in line with 
these penalties. (Para II-5.20) 

113. All procedural aspects in regard to levy of 
penalties should be uniform for the purpose of all the 
direct taxes. The Inspecting Assistant Commissioner's 
approval should be required to be obtained for levy 
of penalty for concealment, where the penalty exceeds 
Rs. 5,000.- All orders levying penalties should be in 
writing. The law should also specificaJJy provide that, 
where any authority other than the assessing officer 
levies a penalty, a copy of the order shall be sent to 
the assessing officer who shaH thereupon issue a notice 
of demand and proceed to recover the amount. 

(Para II-5.22) 

114. The time limits for completion of penalty pro
ceedings should apply uniformly for ali the four direct 
taxes and, further, that the extension of these time 
limits in specified circumstances should be so fixed as 
to expire on the 31st March of the financial year next 

. following that in which event justifying the extension 
happens. (Para II-5.23) 



115. Section 273A which gives powers to the Com
missioners to reduce or waive certain penalties 01 

interest in certain cases should provide as under :-

(1) These should be uniformly applicable for all 
the four taxes. 

(2) The provisions in this behalf should be plac
ed in the Chapter dealing with the Com
missioner's powers of revision in the Manage
ment Act, rather than in the Chapter relat
ing to penalties. 

( 3) The existing requirement of obtaining the 
Board's approval before the Commissioner 
reduces or waives, under section 273A(1), 
any penalty or interest exceeding the speci
fied limit should be done away with. 

( 4) The provisions in section 273A(3) should 
be amended to make it clear that it applies 
ouly to the exercise of the power under sub
section (1). 

( 5) The power of the Commissioner to waive 
or reduce penalty on the ground of hardship 
under sub-section ( 4) should be extended 
to cover interest including interest for delay 
in payment of tax, and its scope should be 
enlarged so as to empower the Commissioner 
to reduce or waive any penalty or interest 
even in cases not involving hardship but 
where, for any other reason, he considers 
such a course to be desirable or expedient. 

( 6) Powers similar to those under sub-section 
( 4) should be given to the Board also so 
that, in case where the assessee does not 
get the necessary relief at the Commissioner's 
level, he should be in a position to approach 
the Board. (Para 11-5.24) 

CHAPTER 6 : APPEALS REFERENCES AND 
REVISIONS 

116. The first appellate authority's power to set 
aside an assessment or remand it to the assessing autho
rity for further enquiry should remain but it should 
be limited to the following situations :-

(a) Where the assessment was made ex parte and 
the appellate authority comes to the conclu
sion that it should not have been so made ; 

(b) 

(c) 

Where the appellate authority admits any 
fresh ground of appeal not originally speci
fied ; 
WheJe the appellate authority admits any 
fresh evidence produced by the appellant at 
the stage of appeal ; and 

(d) Where any of the grounds of appeal relates 
to a matter which has not been considered 
by the assessing authority. (Para II-6.3) 

117. The first appellate authority should be specifi
cally empowered to admit, in its discretion, any ground 
even if it had not been raised before the assessing 
authority and considered by the latter, subject to the 
safeguard that, where any such ground is admitted, the 
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assessing authority should be allowed an opportunity 
to examine the matter on merits and make a report 
to the appellate authority setting forth the resulti of 
such examination. Similar power should also be given 
to the Appellate Tribunal to admit any ground not 
raised before any lower authority, subject to a similar 
safeguard. (Para II-6.4) 

118. Appeal should be provided against the order 
of an Assistant Director of Inspection, levying a fine 
under section 131(2), to the Commissioner (Appeals) 
having jurisdiction over the Income-tax Circle in which 
the assessee or the other person on whom the fine is 
imposed is assessable to tax. (Para 11-6.5) 

119. Section 252 of the Income-lax Act should be 
deleted and a separate statute enacted to deal with 
the constitution and composition of the Appellate 
Tribunal. (Para 11-6.6) 

120. Section 253 may be reworded to provide that 
appeal will lie to the Appellate Tribunal against all 
final orders of the Commissioner (Appeals) or the 
Commissioner and the reference to orders under sec
tion 154 passed by the Inspecting Assistant Commis
sioner should be omitted. (Para 11-6.7) 

121. The Tribunal. should not have the power to 
enhance an assessment or penalty under any of the 
direct tax laws. (Para II-6.8) 

122. While abolishing the institution of Valuation 
Officers performing statutory functions, the earlier sys
tem of arbitration of the value by two Valuers at 
the stage of appeal to the Appellate Tribunal should 
not be revived. (Para II-6.9) 

123. The Government should take steps for the 
early establishment of a Central Tax Court with all· 
India jurisdiction to deal exclusively with litigation 
under the direct tax laws in the first instance, with 
provision for extending its functions to cover all other 
Central tax laws, if considered necessary, in the future. 
Such a court should be constituted under a separate 
statute. In the meanwhile, the desirability of constitut
ing special tax benches in the High Courts to deal with 
the large number of tax references by continuous sitting 
throughout the year may be considered. (Para II-6.16) 

124. The Central Tax Court should initially have 
benches located at Ahmedabad, Bombay, Calcutta, 
Delhi, Kanpur, Madras and Nagpur. Each bench 
should have two judges. Judges of the Tax Court 
should be appointed from among High Court Judges 
or persons who are qualified to be appointed as High 
Court Judges and should be on par with High Court 
Judges in the matter of conditions of service, scales 
of pay and other privileges. (Para II-6.17) 

125. The Central Tax Court should have the right 
to go into questions of the validity of the provisions 
of the tax laws or of the rules framed thereunder. 

(Para II-6.18) 

126. The jurisdiction of the Central Tax Court 
should be appellate and not advisory. The appeals 
should be heard by a bench of two judges. Where, 
however, the judges do not agree, the appeal should 



be heard by a full bench of three judges. The judge
ment of a division bench should be binding on otller 
division benches unless it is contrary to a aecision ot 
the Supreme Court or of a tull bench of the Tax Court. 

(Para H-6.20) 

127. In addition to legal practitioners, Chartered 
Accountans and also such other persons as may be 
permitted by the Court to appear before it may also 
represent the appellant or the respondent in tax matters 
before the Central Tax Court. (Para II-6.21) 

128. The time limit under section 263 should be 
two years from the end of the financial year in which 
the order sought to be revised is served on the tax
payer. (Para II-6.23) 

129. The Commissioner should be given the power 
under section 263 to revise the order of any authority 
subordinate to him. (Para II-6.24) 

130. The powers of revision under section 263 
should extend to reassessments made in pursuance of 
proceedings inil!ated without the previous approval 
of the Commissioner or the Board. (Para II-6.25) 

131. The provision in section 263 ( 3) may be 
amended to secure that an order of revision under the 
c_ircumstances mentioned therein may be passed at any 
time ~pto t~e end of the financial year next following 
th~t m wh1ch t~e order of the Appellate Tribunal, 
H1gh Court or Supreme Court was received by the 
Commissioner. (Para II-6.26) 

132 .. ~or the purpose .of revision of orders by the 
CommiSSioner under sect10n 263, in a case where the 
ass:ssee demands rehearing on account of a change 
of mcumbent of the office of the Commissioner the 
limitation should expire on the last day of the fina~cial 
year next following that in which the demand of the 
~ssessee is received by the Commissioner. Similarly, 
IJ? a case where the proceedings before the Commis
SIOner are stayed by an order or injunction of any 
court! the _limitation should expire on the last day of 
the financml year next following that in which the 
order of stay •JJ" injunction is vacated by the Court. 

(Para II-6.27) 

. 133. The time limits under section 264(2) and sec
!lon 264(3) should be increased from one year to 
two years. This period should be reckoned from 
the end of the financial year in which the order in 
questjon was communicated to the assessee. 

(Para II-6.28) 

1 ~4_. A specific provision should be made in the law 
req~mng. t~e assessmg authority to pass an order in 
wntmg g1vmg effect to the order in appeal revision 
etc., and also ena_bling the taxpayer to represent hi~ 
case thro~gh a. fJ?lscellaneous petition filed within 60 
d_ays. of h1s rece1vmg such order to the appellate autho
nty m case. h,e is aggrieved by the manner in which 
tha: a_uthonty s _order has been given effect to by the 
b~sessm!l authonty. The appellate authority may also 
s:;~~~~~e:oasdl~phse of such an application in the 
"t Th 1 · were an appeal presented before 
1 . e aw may also ~pecify a time limit of six months 
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from the end of the month in which the order in 
appeal or revision is received by the assessing authority 
tor giving efiect to it by passing; an order under thi.i 
.provision. (Para 1~-6.29) 

135. An order giving effect to an order in appeal 
or revision should be made appealable on any new 
point arising out of it, in the same manner as other 
iinal orders of the assessing authority. (Para II-6.30) 

CHAPTER 7 : SETTLEMENT OF CASES 

136. The provisions in the Management Act relat
ing to settlement of cases should apply to all the four 
taxes. (Para II-7.1). 

13 7. All restrictions on the powers of the Settle
ment Commission to entertain cases in its discretion 
should be removed. The Commission should be autho
rised to admit an application, even when the matter 
is pending before the High Court or the Supreme 
Court provided the taxpayer withdraws the reference or 
appeal. (Para II-7.2) 

CHAPTER 8 PAYMENT AND REFUND OF 
TAXES 

. 13 8. The provisions in the Management Act relat
mg to payment and refund of taxes should apply uni
formly to all the direct taxes. (Para II-8.1) 

139. The term "assessee in default" will be made 
applicable 1;1~der the Management Act, not only to 
~emands ansmg as a result of an assessment, imposi
tion of penalty, etc., but also to defaults in respect of 
adva~ce tax and tax deductible at source, so that the 
coerc1ve process of recovery can be set in motion in all 
cases. (Para II-8.3) 

140 .. Interest for delay in payment of tax, which 
should mclude advance tax payable under a notice of 
demand, should b~ reckoned from the first day of the 
month next followmg the month in which the amount 
was _payable under such notice. In respect of tax de
duc!Jble or deducted at source, the interest should be 
recko~ed fr_om _the first day of the month fellowing 
!hat m wh1ch 1t was deductible. In all cases, the 
Joterest. shou!d be charged up to the last day of the 
month m wh1ch the amount is paid. (Para II-8.4) 

141. Interest should be calculated and recovered 
only after the t3!' demand has become final and it 
has been fully pmd or recovered. It is also desirable 
that ~he taxpayer. is furnished with a formal order 
sho~vmll how the mterest is worked out and a demand 
notice 1ssued for the amount of interest The law 
should also make it clear that interest shouid be chara
ed only on outstanding tax and not on penalty, intere~t 
or any other sum. (Para II-8.5) 

142: The provision in the Management Act should 
make 1t clear that an assessee in default will be liable 
to pay penalty for default in payment of regular tax 
as also for default in making deduction of tax at 
s<?uroe or non-payment of the tax deducted to the cre
dit. of the Central Government, and for default in pay
ment of a_dvance ta~ demanded by a notice issued by 
the assessmg authonty. The relevant provision in the 



Management Act in the matter of levy of penalty 
should make it clear that the onus of establishing the 
existence of good and sufficient reasons will be on the 
assessee. (Para Il-8.6) 
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143. There should be a provision for proportionate 
reduction of the penalty in cases where the tax with 
reference to which the penalty was imposed is partly 
reduced as a result of appeal, revision, etc. 

(Para II-8.7) 

144. The provision for grant of interest on delayed 
refunds should, in all cases, take effect only if 
the refund is not granted within three months from 
the end of the month in which the assessment is 
completed. In any event, there should be no question 
of the Government paying interest on refunds due to 
the assessee for any period prior to first October of 
the assessment year. (Para II-8.8) 

145. In all cases where interest becomes payable to 
the assessee on a delayed refund, the same should be 
reckoned upto the last day of the month preceding 
the month in which the refund voucher or cheque i.~ 
issued to the assessee. As the date upto which the in
terest runs would thereby become ascertainable, the 
appropriate amount of interest should also be added 
to the refund of tax, etc., in the same refund voucher 
or cheque. The format of the refund voucher or 
cheque should provide for showing the amount of in
terest separately from the amount of tax or other sum 
which is being refunded. (Para II-8.9) 

146. The refund order should be, broadly, in the 
form of a cheque, whereas the certificates, etc., may 

. be incorporated in the counter-foil to be retained with 
the Department. (P.ara II-8.10) 

147. The provisions of section 245 may be extend
ed to cover amounts payable under other direct tax 

·laws also and the asses:ee may also be given the right 
to ask for adjustment of refunds against demands 
payable and, in that event, the date of receipt of the 
request from the assessee should be taken to be the 
date of adjustment for the purpose of calculating in
terest payable or receivable. Where any refund is 
adjusted by ·the Income-tax Officer against demand, 
the date of passing the order of adjustment should be 
taken to be the date of payment of tax and grant 
of the refund. (Para II-8.11) 

148. Government may consider the introduction of 
~ system of tax accounts in public sector banks, on 
a compulsory basis in the case of companies and other 
big taxpayers, and on a voluntary basis in the case 
of other taxpayers. (Para II-8.12) 

CHAPTER 9 : RECOVERY OF TAXES 

149. The institution of Tax Recovery Officers 
should be done away with. The provisions in the 
Management Act corresponding to section 222 should 
authorise the assessing officer himself to issue a show 
cause notice to the defaulter and. thereafter, proceed 
to recover the taxes by applying the various methods 
set forth in that section and in the Second Schedule. 
The rules for recovery of taxes in the Second Schedule 
should be included as sections in this Chapter of the 

Management Act with appropriate drafting changes 
to enable the assessing officers to exercise these powers 
instead of the Tax Recovery Officers. (Para Il-9.4) 

150. Provisions of rules 86 and 87_of the Second 
Schedule should contilme, with appropriate modifica• 
lions and the appeal against the order of the assessing 
officer in recowery matters should like to the Com
missioner to whom he is subordinate, and not to tho 
Commissioner (Appeals). The order of the Com
missioner in such appeal should be final. <Para II-9.6) 

151. The notice of commencement of recovezy pro
ceedings should be permitted to be issued at any time 
before the expiry of three years from the end of the 
financial year in which the demand was made or in 
which the person concerned is deemed to be an assessee 
in default. (Para II-9. 7) 

152. The provision for extension of time in cases 
where recovery proceedings are stayed by any court 
should be made applicable also to the stay of such 
proceedings by the Appellate Tribunal. (Para II-9.8) 

153. Provisions of section 281 and 281B should be. 
incorporated in this Chapter of the Management Act 
with appropriate changes. (Para II-9.9.) 

CHAPTER 10 : LIABILITY IN SPECIAL CASES 

154. While incorporating provisions of section 160 
which defines "representative assessee" for the purposes 
of the. income-tax Act, in the Management Act, it 
should be ensured that these provisions apply uniformly 
to wealth-tax, gift-tax and surtax as well. In order to 
ensure certainty and completeness, this provision may 
be enlarged to cover a trustee appointed under an 
oral trust also. (Para II-10.2) 

155. The provisions in the Management Act corres
ponding to section 168 should be so drafted as to en
sure that, even where there are two or more executors, 
the assessment will be made in the status of an 'indivl· 
dual' both for income-tax and wealth-tax. 

(Para II-10.3) 

156. The provisions in the Management Act cor
responding to section 171 should be made applicable 
to a Hindu undivided family assessable as such for 
any year, whether or not the family had actually been 
so assessed at any time in the past, and it may be pro
vided that the status of Hindu undivided family will 
continue as such, except where and insofar as a 
finding of partition is recorded by the assessing autho
rity. (Para II-10.4) 

157. A specific provision should be made requirin~t 
the assessing authority to give an opportunity of being 
heard to any director of a private company before the 
latter is fa>tened with the tax liability of the company 
which could not be recovered from it and also requir
ing such authoriiy to pass a formal order holding such 
director to be liable for such tax (where justified) and 
specifying the amount for which he is so liable. Such 



an order should be made appealable. A time limit 
of two years from the end of the financial year in 
which the tax due from the company is found to be 
not recoverable from it should be laid down for passing 
an order holding the director to be liable for such tax. 

(Para 11-10.6) 

CHAPTER 11 : REGISTRATION OF FIRMS, 
ASSOCIATION OF PERSONS AND BODIES OF 

INDIVIDUALS 

158. The procedure for registration of partnership 
firms on the lines recommended in the Interim Report 
s_hould be made applicable, mutatis mutandis, to regis
tration of associations of persons and bodies of indivi
duals also. ( Para 11-11.4) 

CHAPTER 12 : OFFENCES AND PROSECUTION 

159. The existing limit of Rs. 3,000, under section 
276CC, should be raised to Rs. 5,000 uniformly for 
the purpose of all the direct taxes. (Para 11-12.2) 

160. In the context of integration of the procedural 
provisions of the four direct taxes, the provision of 
section 276D of the Income-tax Act and section 35C 
o£ the Wealth-tax Act should be made uniformly 
applicable to all the four taxes. (Para 11-12.3) 

161. The provisions of section 35E of the Wealth
tax Act should be incorporated in the Management 
Act. (Para II -12.4) 

162. No prosecution should be launched for any de
fault in respect of which the penalty levied or leviable 
has been waived or reduced. (Para 11-12.5) 

163. The provisions of section 280 of the Income-
tax Act should be made applicable to unauthorised 
disclosure of information relating to all direct taxes. 

(Para 11-12.6) 

164. The provisions of section 291, 292lmd 292A 
of the Income-tax Act should be incorporated in the 
Chapter on offences and prosecutions in the Manage
ment Act. (Para 11-12.7) 

165. The provisions of rule 89 of the Second Sche
dule to the Income-tax Act should form p~ of the 
Chapter dealing with offences and prosecutions and the 
punishment for such an offence should be the same 
as provided under section 275A. (Para II-12.8) 

CHAPTER 13 : MISCELLANEOUS PROVISIONS 

166. The relevant rules in the Civil Procedure Code 
governing service of notices should be incorporated in 
the Management Act itself. (Para II-13.2) 

. 167. The provisions relating to registered valuers 
m the Income-tax Act, Wealth-tax and Gift-taJr A9t 
should be incorporated in a single section. 

(Para II-13.4) 

. 168. A ~;~erson who has a minimum of 10 years' ser
Vice. as an mcome-tax authority not below the rank of 
a D1rect Taxes Officer should be declared eligible to 
represent an .assessee before any tax authority or the 
Appellate Tnbunal after leaving the service. 

· (Para II-13.6) 
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169. Section 288(3) should be amended to sec1:1re 
that a person who has retired or resigned from serv1ce 
as a direct taxes authority, not below the rank of 
Direct Taxes Officer, shall not be entitled to practise 
for two years at any station, where h~ had served at 
any time during the two years precedmg the date _of 
his leaving the service, without placing any sl!ch restnc
tion against his practising at any other station. Fur
ther, even this restriction should not apply for ap
pearance before the Appellate Tribunal. (Para II-13.7) 

170. Section 289 of the Income-tax Act, requiring 
grant of a receipt for money paid or received under the 
Act should be incorporated in the Management Act 
and made uniformly applicable to all direct taxes. 

(Para ll-13.8) 

CHAPTER 14 : APPROVALS UNDER THE TAX 
LAWS 

171. The applications for approval of agreements, 
contracts, schemes, etc., for vario1,1s purposes under 
the direct tax laws should invariably be submitted to 
the Board even where the approval is to be granted by 
the administrative Ministry con~erned. The procedur
es for making such applications, the forms to be used 
and the guidelines which would regulate such appro
vals, should be laid down in the Rules. 

(Para II-14.2) 

172. Provision should be made in the law whereby 
approval will be deemed to have been given if an ap
plication is not finally disposed of within a period of 
120 davs from the date of receipt of the application 
by the Board. (Para II-14.3) 

17~. Unif~rm termino~ogy of "approval" should be 
used m relation to prov1dent funds superannuation 
funds and gratuity funds. ' . (Para ll-14.4) 

174. The provisions relating to approval of funds 
should be streamlined as follows : 

( 1) there should be certain general rules appli
cable to all the three funds, followed by spe
cial rules applicable to each type of fund ; 
the general rules should cover such matters 
as procedure for making the application · re
quirements regarding maintenance of ' ac
counts ; investment of fund money ; grant 
of approval ; date from which approval is to 
take effect ; appeal against refusal or with
drawal of approval ; and amendments to the 
rules of an approved fund ; 

l2) the applications for approval should in all 
cases, be required to be addressed to the 
Commissioner having jurisdiction over the 
Salary Cir~le and routed through the speci
fied assessmg officer of such circle · 

. . . ' 
( 3) ·any fund whic~ has been granted approval 

should be r:q!11red to maintain proper ac
coun.ts c<?ntammg essential particulars speci
fied 1D th1s be~alf and get these audited every 
~ear ; the aud1tors should be required to -cer
tif): that the fund in question continues to 
satisfy the conditions of approval ; copies 



of the accounts, along with the auditor's 
certificate, should be required to be furnished 
to the designated Income-tax Officer by a 
specified date every year together with such 
other particulars, as may be prescribed ; 
It should also be laid down that the accounts 
should be maintained in India and all fund 
moneys should be invested in India ; 

( 4) there should be uniform provisions govern
ing the investment of fund moneys in the case 
of all the three categories of funds, fund 
moneys should be permitted to be invested 
in short-term deposits with the public sector 
banks or kept in savings accounts, the invest
ment pattern of fund moneys should be 
brought on par with that under the Emplo
yees' Provident Fund Scheme. 
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175. A common fund should be allowed to be set up 
tor the benefit of employees belonging to a group of 
companies which are connected with one another, sub
ject to whatever safeguards are considered necessary 
to prevent misuse. This would secure economy in 
administrative costs and also facilitate movement of 
employees from one concern to another within the 
same group. Side by side with these provisions, in 
order to meet a situation where a company in the 
group, having a common fund wishes to separate from 
the group for any reason there should be a pro
vision for splitting up the common fund subject to 
suitable safeguards. (Para 11-14.7) 

176. There should be uniform provisions for trans
fer of the balance or accrued benefits from one approv
ed fund to another approved fund of the same type, in 
respect of all the three categories of funds whenllver 
an employee changes his employment. Further, an 
employer company may be permitted to make contribu
tion to the account of an employee in a gratuity fund 
maintained by it after taking into consideration the past 
service of the employee under the former employer. 
Where, however, the new employer does not maintain 
a superannuation fund or where the employee does 
not take up another employment, the former employer 
should be required to purchase from the Life Insurance 
Corporation out of the balance in the superannuation 
fund account of the employee a non-surrenderable de
ferred annuity policy in favour of the employee under 
which payments should be made to the employee on 
his attaining the normal age of superannuation or on 
his prior incapacitation or to his widow children, de
pendents or nominees if he dies before attaining such 
age. (Para 11-14.8) 

177. The provisions in rules 6, 8 and 9 o! Part A, 
rules 5 and 6 of Part B and rule 7 of Part C of the 
Fourth Schedule to the Income-tax Act and rule 72 
of the Income-tax Rules are substantive in nature and 
should not be incorporated in the Management Act. 

(Para 11-14.9) 

I 78. In place of the existing rules 76, 92 and lOS 
of the Income-tax Rules, treating the consideration re
ceived for the assignment or creation of a charge upon 
his beneficial interest in a recognised provident fund, 
approved superannuation fund or an approved gratuity 
fund, as the employee"s income, provision should be 
made in the Chapter relating to penalties for the im
position of a suitable monetary penalty on the em
ployee in such a case. Such monetary penalty may 
be expressed as a percentage of the consideration, if 
any, received for such assignment or charge, subject 
to an alternative minimum amount which shoulc;l be ap
plicable where no consideration is received by the 
employee. (Para II-14.10) 

179. The provisions in the Management Act and the 
rules thereunder governing provident funds should be 
brought in Iine with those in the Employees' Provident 
Fund Scheme. (Para 11-14.11) 

180. The provisions relating to availing of benefits 
should be made uniform for all the three types of funds 
and necessary amendments should be made to the 
rules relating to approval of superannuation funds to 
bring these on par with rules 67A and lOlA of the 
Income-tax Rules. (Para 11-14.12) 

181. In the interest of uniformity and to aviod in
vidious distinction, the provisions in rule 90 may be 
brought in line with those is section 10(10A). 

· (Para 11-14.13) 

182. The term 'annuity', for the purpose of the 
provisions relating to superannuation funds, may be 
defined to mean an. annuity payable for a period of 
not less than 10 years and may even extend to the 
life time of an employee. (Para 11-14.14) 

183. Option should be given to an employee parti
cipating in an approved superannuation fund either 
to have the payment of annuities secured by taking out 
annuity policies with the Life Insurance Corporation 
or to receive the annuities directly from the trustees. 

(Para 11-14.15) 

184. The provisions applicable to approval of gra
tuity funds for the purpose of taxation should be 
brought in line with those under the Payment of 
Gratuity Act. (Para 11-14.16) 

CHAPTER 15 CONCLUSION 

185. The various suggestions for improving the ad
ministration of the tax Jaws, particularly in the area 
of levy, collection and recovery of the direct taxes· 
should lead to a better climate of understanding bet• 
ween the taxpayers and the tax-gatherers. The rigours 
of a taxing statute can be largely mitigated and made 
acceptable to the public by an enlightened and fair 
administration. 
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PART III-ESTATE DUTY 

INTRODUCTORY 

III-0.1. Death duties have been in vogue in varied 
forms in different countries of the world. This levy 
is generally either in the form of estate duty or in the 
form of an inheritage tax. Each of these forms has 
advantages as well as disadvantages. 

III-0.2. In India, estare duty was brought on the 
statute book in the year 1953 and was made applicable 
to estates of individuals dying on or after 15-10-1953. 
It has thus been in existence for the past twentyfive 
years. The question as to the best form of a death 
duty has engaged serious attention of various Com
mittees in the past, both in our country as well as out
side. We have also received various representations 
on the subject of either continuing the Estate. Duty 
Act as such or its consolidation with some other Act 
and even for its repeal in view of the annual levy on 
"net wealth" under the Wealth-tax Act, 1957. 

111-0.3. Dealing with problems relating to estate 
duty, Shri Bhoothalingam, while saying that an inherit
ance tax may be more equitable than the present levy, 
had suggested the maintenance of the status quo 
on the ground that "at long last, the people are getting 
accustomed" to this enactment The Wanchoo Com
mittee, while recommending that there should be a 
complete integration of gift-tax with estate duty by 
way of aggregation of the taxable gifts made during 
lifetime with the property passing on death, had also 
favoured t11e preservation of the Estate Duty Act in 
its present form. The recommendation of that Com
mittee was for aggregation of gifts made during the 
entire lifetime of the deceased with the estate passing 
on his death and giving a set-off for the gift-tax paid 
against the estate duty payable. 

III-0.4. More recently, in the year 1975, the Asprey 
Committee in Australia had examined the question of 
unification of gift duty with the death duty. That Com
mittee has, in categorical terms, favoured the preser
vation of a separate death duty. One inlportant sugges
tion of that Committee is on almost identical lines with 
that of the Wanchoo Committee. It has observed that 
an estate duty must fall sort of its objective unless 

· the tax base was extended to include gifts made by the 
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deceased during his lifetime and that the prevailing 
system of aggregation of only gifts made within the 
three years preceding the death with the estate led to 
splitting up of the estate with a view to avoidance of 
estate duty. That Committee, therefore, recommended 
a complete integration of estate duty and gift duty, 
while keeping the two enactment separate. 

III-0.5. One country which has so far attempted to 
consolidate death duty with gift-tax is the United 
Kingdom. There, a new levy termed as the capital 
transfer tax has in the year 1975 been ushered in after 
abolishing the estate duty, which was in existence from 
the year 1894. In the United Kingdom, there had 
never been a tax on gifts inter vivos prior to the intro
duction of the capital transfer tax. It was in this 
background that a combined enactment covering both 
the lifetime gifts and property passing on death was 
brought into tax all "chargeable transfers of value". 
Although comparatively new, this tax has already come 
in for criticism. It has been termed as a severe and 
unreasonable import. Among the several unsatisfac
tory features of this tax, the complexities of the new 
legislation have been highlighted. It is evident that 
it would not be ea~y to unify the Estate Duty Act with 
the Gift-tax Act without introducing serious com
plications. Besides, our Estate Duty Act is, in itself, 
a highly complicated piece of legiSlation and in case 
it is sought to be unified with any other Act, the exist
ing provisions are bound to become more c.umber
some and complex. We are, therefore, not in favour 
of consolidation of the estate duly Act with any other 
direct tax enactment. 

III-0.6. The other suggestion for scrapping altoge
ther the estate duty levy is, in our view, not justified 
since estate duty has an essential role to play. A 
death duty serves two main purposes. Firstly, it serves 
to support: the progressivity of the tax structure and, 
secondly, it limits the growth of large inherited for
tunes and thus caters to a socialistic objective. After 
fully weighing the pros and cons of the continuation 
of the present levy or its unificaiTon with any oilier 
enactment, we recommend the continuance of the es· 
tate duty Act. 



CHAPTER I 

DEFINffiONS 

III-1.1. Our Estate Duty Act was modell~d on the 
Jines of the English statute almost wh~lly m respect 
of the substantive law and broadly so m respect of 
procedural matters. This Act has not undergone 
many substantial changes for the last . several ye~rs 
whereas the other direct tax !aws. hav~ Witnessed .maJ~r 
changes. In the interest of Simphficauon and rauonalt
sation the Estate Duty Act needs to be . amen~ed 
to bri~g its substantive provisions to be m . ~eepu'!g 
with Indian conditions and its procedural proVISions m 
line with those in the other direct taxes, apart from 
other comprehensive amen~ment~ on numerous ~ounts, 
including building in certam basic concepts, which are 
presently wanting. 

Ill-1.2. We notice that, at present, the Estate Duty 
Act, 1953 lacks even the fundamental ~oncept ~~ a 
precisely spelt out dutiable base. A specific defi!lltion 
of "principal value of the es!ate" is itself absent m the 
·enactment. This is clearly m contrast to the well-de
lined taxable base like the "total income" under sec
tion 2(45) of the Income-tax Act, 1961 and the "net 
wealth" under section, 2(m) of the Wealth-tax. Ac~, 
1957. In section 5 of the Estate Duty Act, w~1ch IS 

the charging section, there is no clear-cut meamng ?r 
definition of the base for charge of duty. The bas1c 
concept of subjecting to duty, the sum-total of the 
market values of all properties passing or deemed to 
pas~ on death has to be gathered by r~ference to ot~er 
sections such as, section 3 an,d 34 be~1des the chargmg 
section. We, therefore, recommend that t~e !erm 
"principal value of the estate" may be used to mdicate 
the base for charge of duty and it may be defined to 
mean the aggregate of the market values of all pro
perty settled or not settled, including agricullural lands, 
which passes or is deemed to pass ou the death of a 
person as 1educed by t11e debts and incumbrances and 
after allowance of the admissible deductions. Once 
this term is given a technical meaning, any similar 
expression, viz., "principal value", used elsewhere in 
the act to denote the market value of a single item of 
the deceased's property as in sections 20A, 34, 36, 
39(3) etc., will necessary have to be suitably modi
fied for the sake of clarity. 

III-1.3. Corresponding to the definition under sec
tion 2(10) of the Income-tax Act, 1961 of the expres
sion "average rate of income-tax", there is no defini
tion of "average rate of duty" in, the Estate Duty Act. 
We are of the view that such a definition is necessary 
firstly, because the duty payable might be required 
to be aPportioned between different accountable per
sons on the parcels· of estate inherited by them for 
determination, of their individual liability out of the joint 

and several liability under section 53(5) o~ the Estate 
Duty Act. Secondly, some of the properties, eXeJl!pt 
from duty, e.g. agricultural lands in the non-a~optmg 
states of We~t Bengal and Jammu & Kashmir, are 
aggregable on)y for determination of the rate ~f duty. 
For certain other purpose~, such as, ~alculatmg the 
allowance for quick success1on or deduchon ?n acco1;1nt 
of gift-tax court-fees or income-tax on capital gams 
from the ~state duty, also, it is necessary to c~m.!?ute 
the estate duty attributable to a part of the prmc1pal 
value of the estate. The rate of duty to be _employed 
for making these calculations ha& n,ecessarily- to be 
worked out at the average rate. A specific defini· 
lion of "average rate of duty" will enable working out 
of the net duty payable in a precise ~~· For 
this purpose; it would first be nea:essary to define 
"gross duty payable'', as tb,e PmoiWt of duty calcula• 
ted on the "principal value of the estate" in accMdance 
with the rates specified in the second schedule to the 
estate duty act, 1953 and then to provide that the 
"Average Rate of duty" means the rate arrived at, 
by dividing the "gross duty payable" by the principal 
value of the estate". We accordingly recommend that 
tiie terms "gross duty payable'' and "average rate of 
duty" may be defined in the manner indicated, 

III-1.4. The Estate Duty Act, at present, does not 
contain separate definitions of some imPortant authori
ties like the Assistant Controller and the Deputy Cont
roller of Estate Duty. There is only an inclusive defi
nition in section 2(5) of the term "Controller", which 
includes the said two functionaries also. Section, 4, 
which spells out the estate duty authorities also does 
not specify, in clear terms, that the Assistant Controller 
and the Deputy Controller are also "authorities" for 
the purposes of the Act. We are informed that by 
way of an administrative measure, asseS'Sment functions 
have been allotted to the Assistant Controller of Es
tate Duty, whereas the Controller of Estate Duty and 
the Deputy Controller of Estate Duty perform only 
supervisory functions. Under the law as it stands, 
a Controller of Estate Duty or Deputy Controller of 
Estate Duty can neither issue binding instructions to 
Assistant Controllers of Estate Duty nor are the latter 
statutorily subordinate to the former, as is clearly pro
vided in relation to the corresponding authorities un,der 
the Income-tax Act and other direct tax laws. In 
our view, it is necessary to constitute the Controller 
of Estate Duty, Deputy Controller of Estate Duty and 
Assistnnt Controller of Estate Duty as distinct autho· 
rities Iinder the Estate Duty Act with powers and 
functions similar to their coiWterparts under the other 
direct tax laws. 
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CHAPTER 2 

BASIS OF CHARGE OF ESfATE DUTY 

III-2.1. Section 5 of the Estate Duty Act is the 
charging section. It provides for the levy of estate 
duty on the principal value of all property, settled or 
not settled, in,cluding agricultural lands situated in the 
territories which immediately before 1.11.1956 were 
comprised in the States specified in the First Schedule, 
which passes on the death of a person. By virtue of 
sub-section (3) of section 3, property passing on death 
includes property deemed to pass on de!lth. Under 
section 6 to 17, certain items of property are deemed 
by law to pass on the death. In actual working, some 
of these provisions have revealed certain dark corners 
leading to complications and disputes. In this Chap
ter, we shall deal with some of these provisions with 
a view to rationalising and simplifying them. 

111-2.2. Under section 6, property, which the decea
sed was, at the time of his death, competent to dispose 
of, is deemed as passing on his death. Problems have 
arisen in the applicability of this section when some 
property of the deceased is held benami. The legal 
position in regard to the dutiability of such property 
has been sought to be clarified by judicial pronounce
met& in Chawla vs. Assistant Controller of Estate 
Duty, Allahabad (1973) 90 ITR 68 (Full Bench deci
sion), Controller of Estate Duty, Punjab vs. Man
chanda (1974) 93 I.T.R. 173, Aloke Mitra vs. Control
ler of Estate Duty, Allahabad (1971) 82 ITR 430 and 
in Controller of Estate Duty, Uttar Pradesh vs. Kochhar 
(1973) 89 ITR 216. In the first case, it was held by the 
Court that since the deceased had the real title to 
the property, viz .• the beneficial interest in the property 
and the benamidar was having only a nominal title 
thereto, the property passed under section 5 of the 
Estate Duty Act on the death of the beneficial owner 
and was dutiable, although section 6 was inapplica
ble. In Man,chanda's case, the Court ruled that since 
the legal title to the property vested in the benamidar, 
who was, therefore, competent to dispose of it, on the 
benamidar's death, the property would be deemed to 
pass under section 6 of the Estate Duty Act, notwith
standing the fact that somebody else had the beneficial 
interest. In the third case of Aloke . Mitra, it was 
decided that neither section 5 nor section 6 was appli
cable. There, the Court held that the beneficial owner 
has no competency to dispose of the property, which 
stands benami. In Kochhar's case too, the revenue's 
claim to levy duty made under section 6 on the death 
of the beneficial owner of the property was negatived. 
Apart from this cleavage of judicial opinion, the 
Department, we understand, makes an attempt to siib
iect to duty the same propertv both on the death of 
the real owner as well as of the benamidar. This. 
evidentlv, leads to avoidable litigation. We feel that 
it is unfair to charge duty on property on the death 
of the benamidar, who is in the position of a trustee 
under the general law. We, therefore, recommend 
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that the law should nmke it clear that on the death 
of the real (beneficial) owner, property held henami, 
would pass under section 5 of the Estate Duty Ac:l, 
1953 and that on the death of the benamidar. section 
6 would not be applic:nble on the_ mere ground that 
the benamidar was legally competent to dispose of 
the property. 

III-2.3. Section 9 deems property taken under a dis
position made by the deceased, purporting to operate 
as an immediate gift inter vivos, whether by way of 
transfer, delivery, declaration of trust, settlement upon 
persons in succession or otherwise, within the 
period of two years before the death of the deceased 
as passing on the death. (This period is hereinafter 
referred to as the "statutory period" or the "vulnerable 
period"). The meaning of the term "disposition," is 
extended by the two Explanations to clause (15) ot 
section 2 defining "Property". Further, under clause 
(b) of sub-section (1) of section 3, a dispo~ition tak
ing effect out of the interest of the deceased b· deemed 
to have been made by him whether the concurrence 
of any other person was or was not required. Under 
section 27, a disposition made by the deceased in 
favour of his relative (as defined in that section) i~ 
treated as a gift for the purpose of the Act, unless 
the disposition wa~ made for full consideration paid to 
the deceased for his own use or benefit. In case such 
a disposition was made for partial consideration, the 
value remaining after deduction of the said consid~ra
tion from the full value of the property is to be treated 
as gift. It would thus be sent that the dispositions 
contemplated by sectio~ 9 are fairly wide in their 
sweep and the question of any exte'nsion of the scope 
of section 9 has, therefore, to be viewed i~ this pers
pective. 

ill-2.4. The enlargement of, the vulnerable period 
of two years specified in section 9 of the Estate Duty 
Act had earlier come up for consideration by the 
Wanchoo Committee. In para 3. 79 of their Final 
Report, that Committee had recommended that the 
principle of ag,-egation of gifts should be extended 
further so as to achieve complete integration with 
e~tate duty and for this purpose, all taxable gifts made 
during his life-time by the deJceased should be inclu
ded i~ the principal value of the estate ~nbject to 
allowin!!' credit for the ~ft-tax paid. That Committee 
had further suggested lowering of exempted threshold 
of taxable gifts in a year to Rs. 1,000/-, taxing of 
gifts of a year after aggregating the gifts made earlier 
and securinl! of equity between a person who makes 
gifts ir_t ~is life.time and another ~ho leaves hi~ pr~ 
pertv m 1ts ent1rety on death to hJS heirs. We under
stand that the Gov~mmen~ has, in principle, accepted 
these recommendahons w1th certain modifications. 
In respect of the re.comr_11endations relating to estate· 
duty, the actual mod1ficahons under contemplation are, 



however, not know11 to us. We _are,. all the same, 
conscious of the fact that in, coun~nes ~ke U:S.A. and 
the U.K., aggregation of wh?le-life gifts w1th estate 
passing on death has been ach1eved. 
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III-2.5. Against the above background, we have 
examined the question as to how far the compl~te m
tegration of lifetime gifts wilh ~e estate passrng on 
death would be practical an,d rational under our sys
tem of taxation. We find that _firstly, _the pat~ern of 
gift-tax rates, in our country, IS basically differe1.1t 
from that elsewhere. In contrast "!'ith the scheme rn 
other countries, our gift-tax rates m the l~wer slabs 
are higher than the estate duty ra!es. Th1s pattern, 
by itself tends to in,bibit, to a certam .extent, a p~rson 
from m~king gifts. in his lifcti.me .. w•th the: !!It•mate 
object of avoiding estate duty lla~11lty. ~h1s 1s mo~e 
so after the principle of aggregatiOn. of g1fts made m 
the previous four years has been mtroduced, under 
the new section 6A of the Gift-tax Act pursuant to 
the Wanchoo Committee's recommendatio~s (Para 
3.76 page 86). Secondly, even in the Un•ted King
dom, the complete unification of the levy on transfers 
inter vivos with thos~ on death was. brought. about 
gradually. The principle of aggregahon of g~frs for 
estate duty purposes was extended initially from two 
years to five years and then to seven years and finallv 
to the wholclife recently in the year 1975, under the 
Capital Transfer. Ta!t Act: ~ir~ly, the prin,cipl_e of 
aggregation of bfe-Ume g~fts IS hk7ly to result m a 
practical difficulty for the legal he•rs as well as !or 
the Department, viz. of the requiremen! o~ gomg 
through the records, spread over the enure bfe-span 
of 50 to 60 years or more of !he deceased,_ for asce~
taining all the gifts made by h1m and the gift-tax pa•d 
thereon. Integration of lifetime gifts with the esta~e 
passing on dea!h may also, in some ca~es, result m 
genuine hardship where the donee ha.s e1ther lost the 
property gifted, for reasons be_yond h1s control, or . he 
has converted such property mto other assets wh•ch 
have fallen considerably in value while the prope~ty 
originally gifted bas not suffered ~ny s'!ch deprecia
tion in value or bas even apprec1ated m, value. It 
bas also to be kept in view that in the case of gifts 
to the spouse or to minor children, the income from 
the gifted property is assC!lsc;d to income-tax in !he 
bands of the donor and such mcome-tax over a penod 
of years may aggregate to a sub~tantial a~ount, thereby 
reducing the extent .of tax avOidance wh1ch . the d~n~r 
might have bad in v1ew when he made the g1ft. Simi
Jar position obtains in respect of woolth-tax on the 
gifted property where al~o it is assessed a~ the net 
wealth of the donor, subject to some excephons, year 
after year for his lifetime in the case of gifts to his 
spouse and for a number of years during the minority 
of the children. On considerations of rationality and 
of practical working, we would, therefore, favour the 
aggregation of gifts only upto a period of five years 
prior to the date of death instead of the gifts ~ade 
during his entire life by the deceased. We, accord•n~ly, 
recommend that the statutory period of dutiability 
under section 9 of the Estate Duty Act may be extended 
from two years to five years only. 

rn-2.6. We understand that on the scope of section 
9, a controversy has arisen with regard to the dutiabi
lity of insurance premia, on a policy under the Married 

Women's Property Act, 1874, paid by the dece~se~ 
within the vulnerable period. ~he DeP~rt":lent, It IS 
learnt, includes such paymen,ts m the. prm9cipal d val.~~ 
of the estate on the groun.d that section . rea WI 
section 27 is attracted, !he paymen~ be~g ~-gar~Ud 
as dispositions in favour of a relative, .v•z., IS w .e 
or children. We are unable to appreciate .the lO!?)C 
of this stand. The paymen,ts of the ~ren;ua, wh1ch 
are in discharge of the con,tractual obhgat_IOn to the 
insurance company cannot c~ns!IIute a _g•ft. Apart 
from this, the policy amount IS. Itself dutiable on ~e 
death of the person, although tb1s may be a ~,en-aggr -
gable estate under the provisions of sec liOn 34(~ ). 
Subjecting to duty both the premia and the pohcy 
moneys would, therefore, tantamount to double .t~xa
tion which would appear to. be expressJy pro~Jbited 
under sub-section (5) of sect1on 34. W1th a vieW to 
removing any ambiguity in th~s. regard, we recoil?· 
mend that a clarificatory provJston may be mad~ m 
the law to the effect that payment of any pl'emmm 
by the deceused for effecting or keeping in force a 
policy taken out' under the Married Women's Property 
act, 1874, is not to be regard~d as a gift for 1he pur· 
poses of section 9 of the Estate Dutv Act. 

III-2.7. Section 10 of !he Estate _Duty A7t seeks 
to extend the liability to duty in relall?n to !pfts even 
beyond the period specified under section 9, m a case 
where the donor has not been entirely excluded from 
possession, or enjoyment or where there ha~ been ~o~e 
reservation of benefit to the donor. This proVISion 
is intended to prevent avoidance. of duty by the d_or;tor 
parting with the property only m form, b'!t retammg 
for himself the enjoyment of, or &ubstanual benefits 
fmm, the property. Outright gifts b~ the decea~ed of 
cash amounts to donees who deposit the momes so 
received in the business of the firm in which the de
ceased was a· partn.er have been regarded as attracting 
duty under section 10 on the death of the donor, 
whereas gifts by entries in !he firm's books, followed 
by retention of the gifted amount~ in the firm's busi
neS'S, have been treated as falling outside section 
10, by virtue of the Supreme Court's ruling in Ram
chandra Gounder's case (88 ITR 448). In the full 
Bench decision of the Punjab and Haryana High 
Court, in the case of Controller of Estate Duty, Punjab 
vs. Jai Gopal Mehra (1972) 85 ITR 175, it had 
been held that the subsequent deposit of the gifted 
amounts with the firm by the donees who were not 
partners therein did not mean that the partners indivi
dually, including the deceased, became possessed of 
the same, so as to attract the provisions of section 10, 
since the donees did not lose their hold and the exclu
sion of the donor-partner remained complete. A soh
tie distinction has·, however; been drawn between gifts 
made by. handing over cash and those made by means 
of transfer entries, by the Gujarat High Court in the 
case of Sakarlal Chunilal vs. Controller of Estate 
Duty. Gujarat (1975) 98 ITR 610, .(where both types 
of gifts were involved) while considering at Jen.l!'fh 
and explaining the said Supreme Court rulinl!'. The 
result is that if the deceased had made a gift by hand
ing over to the donee some cash after withdrawal from 
the business of the firm in which he was a partner 
and that amount was subsequently invested in tho 
husiness of that firm, the gifted amount could still be 
subjected to duty under section 10. On the other hand, 



if the cash was not so withdrawn but the gift was 
made through book-entries in the account~, the gift 
would be regarded to have been made shorn of cer
tain rights and section I 0 would n.ot be attracted in 
view of the Supreme Court's ruling in Ramchandra 
Gounder's case (Supra). We are of the view that 
despite the subtle distinction, the two types of gifts, 
one through book-entries and the other by cash, 
should be treated on par for purposes of section I 0 
of the Estate Duty Act. We, therefore, recommend 
that the law may be suitably amended to provide that 
where cash gifts received by the donee from the de
ceased, who l'!llS a partner in a firm, are deposited 
in the business of thnt partnership, such gifted pro
perty would not be liable to duty under &ection 10 
of the Estate Duty Act, 1953, regardless of the position 
whether the donee is a partner in the firm or not. 

III-2.8. In the application of section IO, another 
problem arises in those cases where the gifted pro
perty has been converted into one> of a different spe
cies. In such cases, even, though there may be non
exclu&ion of the donor from the converted property, 
the charge under section I 0 can be defeated on the 
view that the converted property is not the "property 
taken under the gift" and that, insofar as the proPerty 
origin,ally gifted is concerned, the exclusion of the 
donor is complete. This is what actually happened 
in the caw of Shamsun Mansur vs. Controller ot 
Estate Duty, West Bengal (I969) 71 ITR 30I and 
in Estate of late T. D. Kochhar (89 ITR 2I6), in spite 
of the ·extended detinition of the term "property" 
under section 2(I5) to include "any property conver
ted from one specie& into another by any method". 
The effectivenes& of the provisions of section 10 can 
thus be easily eroded by conversion of the gifted 
property into another of a different species. A similar 
situation under the Wealth-tax Act has been set right 
by defining the expression "property" for the purposes 
of section 4 which deems certain gifted aswts to be
long to the individual. We, accordingly, recommend 
that for the removal of doubts, the definition of the 
term "property" under section 2(15) of the Estate 
Duty Act may be expressly made applicable to the 
provisions of section 10. 

UI-2.9. The first proviso to section 10 of the Estate 
Duty Act, refem to the statutory period of two years. 
This proviso stipulates that even if the donee did not, 
as from the date of the gift, retain bona fide posses
sion and enjoyment of the gifted property to the en.tire 
exclusion, of the donor or of any benefit to him by 
contract or otherwise, there could still be immunity 
from the charge, if it was subsequently enjoyed by 
the donee, to the donor's entire exclusion or of any 
benefit to him, for at least two years, prior !O the 
deceased's death. The statutory period in this sec
tion is linked with the period specified in section 9, 
for which we have earlier recommended the increase 
from two years to five years. In keeping with our 
recommendation under section 9, we recommend that 
the statntory period under the first proviso to section 
10 should also be increased to five years. 

III-2.IO. In, the working of section 10, one irra
tionality arises where the provisions thereof become 
applicable even if the deceased had retained the pos
session and enjoyment of the gifted property for full 
or partial consideration,. The result is that in case 
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A makes an absolute gift of his property (say a plot 
of land) to B, who lets it back to A at a fair and 
full rent, the charge under this section will neverthe
less attach at A's death on the said property. In an 
actual case, the court was constraiacd to observe that 
"the lease, however, gave to the don,or possession and 
enjoyment of the land itself which is a s1mplc negation 
of exclusion, and brings the' case within the statutory 
liability". The argument that as the rent was for 
full value, the lessee's possession and occupation, were 
not a benefit was negatived by the court on 
the following that "lease at whatsoever rent, 
prevents, the entire exclusion, of the donor". The in
justice caused in such circumstances was recognised in 
the United Kingdom and remedied by an appro
priate amendment of the corresponding provi
vision. [Section 35(2) of the U.K. Finance Act, 
1959]. We see considerable substance in thi~ 
representation and would, therefore, suggest suit
able modification, of the provisions of section 10. 
Accordingly, we recommend that an explanation 
may be added at the end of section 10 to 
the effect that possession and enjoyment of the 
gifted property by the donor or any benefit reserved 
to him therein wiD not result in the chnrge to the pro
portionnle extend of the consideration, in money or 
money's worth paid by the donor to the donee, for 
such possession and enjoyment or benefit, in other 
words, if the consideration paid is partial in relation 
to the fair and full yield, ouly proportionate exclusion 
wiD be available. 

III-2.Il. &:ction 11 provides that in case any Ln· 
teres! limited to cease on death has been, disposed of 
or has determined, then, if but for the disposition or 
determination of such limited interest, the property 
would have passed under section 5 or would have 
been deemed to have passed under section 7, it will 
be deemed to pass in case the deceased died within 
the statutory period of two years or in case he survived 
that period, he was not excluded from possession and 
enjoyment of the property in which the interest sub
sisted or he had reserved to himself a benefit therein,. 
Section 11 is thus primarily meant to counter avoidance 
of liability to duty either under section 5 or under 
~ection 7 by disposing of the limited interest before 
death. However, a common device popularly known 
as "grafting", viz., the extension of the life-interest by 
an assignment to the life-tenant b~ the !eversioner 
of an interest for a fixed penod, whtch m1ght extend 
for a short period after the death of the life-tenant, 
is likely to result in avoiJ~nce of duty on the whole 
of the property. In the United Kingdom, th~ possi
bility of this loophole, which was brought t~ hght by 
the decision, of the House of Lords in Ralh Brother~ 
Ltd. vs. Inland Revenue Commissioners (1966) A.C. 
483, was plugged by section 40 of the U.K. Finance 
Act, 1966. Thereafter, the dut:ability of interest ceas
ing on death has been recast in a substituted section 
2(1)(b), (corresponding to section 7 of our Estate 
Duty Act), enacted by section 36 of the U.K. Finance 
Act, 1969, with the result that liability to charge arises 
in all cases, if at any time, within the statutory period 
the deceased was entitled to a beneficial interest as a 
beneficiary or as successor to an interest of a benefi
ciary under settlemen,t, which determined or was 
disposed of. With a view to preventing leakage of 
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revenue through this device and to keep up the efficacy 
of the provisions of sections 5, 7 and 11, we recomm.end 
tbat a suitable amendment may tbe mnde on the lines 
of section 36 of the U.K. Finance Act, 1969. At 
the same time it is neceSISary that the vulnerable 
period of mo 'years mentioned in Su.b-s~ction. (2) of 
section 11 is increased to five years 1n Ime w1th «?ur 
recommendation for u similar increase of the permd 
under S~eetion 9. 

III-2.12. Section 12 deems property passing und~r 
any settlement made by the deceased !o pass on h1s 
death if an interest in such p~operty IS re_served for 
thCI settlor for life or any penod dctermmable by 
reference to death or where the settlor has the power 
to restore to himself absolute interest in such property. 
The section has two limbs-. In. the first hmb, ~e 
application of section 12 relates to the settleme!lts m 
which the deceased settlor had reserv:d to hlnlse-Jf 
an interest in the settled property. Th1s part. of the 
provisions will apply however small the mterest 
reserved might be. It has bee'! represente~ ,to us that 
the rigours of. s~ction 12 requi~c to be m1t1gated on 
the lines obtammg under sechon 10. It has been 
pointed out that the main difference bet~een th~ pro
visions of section 10 an.d those of section 12 1s tl!at 
whereas under section 10, the gifted assets are m
cludible only "to the extent" that the deceased was 
oot e·xcluded therefrom, under section 12, the entire 
value of the settled property is includible, if the de
ceased was not excluded from any p,ortion thereof. 
In section 10,'the words "to the extent' are rightly int
ended to provide that in the event of the donee nssum

ing bona fide possession and enjoyment of a part or frac
tion of the gifted property and thenceforward retaining 
it to the entire exclusion of the donor or of any benefit 
to him by contract or otherwise, estate duty is payable 
not in respect of the whole of t.he gifted property but 
only in respect of that part or fraction of the gifted 
property, from which the donor was not so excluded. 
However, as far as section 12 is concerned, any 
reservation of interest howsoever small in the pro
perty, settled by the deceased, will result in the whole 
of the settled property being brought to charge and 
n.ot merely that part thereof in relation to which the 
reservation of interest subsisted. The representation, 
in our view, is "'ell-merited. There is hardly any 
justification. in subjecting to duty the whole of the 
settled property, if the reservation of interest therein 
is partial. We, therefore, recommend that section 12 
may be amended suitable to limit the charge in pro
portion to the value of the interest reserved. As in 
sections 9, 10 and 11, there is a reference to the 
statutory period of two yeal'9 also in section 12(1.). 
In keeping with onr recommendations in relation to 
those sections, we recommend tb!tt this period may be 
increused from two years to five years in section 12(1) 
as ~r.Il. 

III -2 13 Sections- 14 to 16 relate to poli~ies kept 
for .th~ donee and to annuities or other IRterests, 

~~rchased or provided by the deceased or pu~hase~ 
or rovided by any person out . of .property erive 
fro! the deceased. In the application of ~ese pro
vision~ a representation has been made With regard 
to the 'dutiability an,d aggregation <:f. the moneys re
ceivable under personal accident policies. It has been 
urged that the moneyS/ so receivab~e should not be 
subjected to charge or in the alternative not aggrega~ed 
with the other estate of the deceased. We !lotJce 
that the dutiability or otherwise of amounts receivable 
under such policies would depen,d upon the facts of 
each case. No doubt, such a policy m!!Y not be covered 
under section 14 since it generally mvolves payme?t 
of a single premium and may not, theref?re, be said 
to be "kept up" by the deceased. But, 1f there c was 
a right of nomin.ation, the amount would be dutiable 
under section 6 of the Estate Duty Act by reason of 
the deceased's power of disposal. The c~arge under 
section I 5 can also get attracted if the mterest was 
provided or purchased by. the deceased. ?ven s~c
tion 5 has been held applicable by the Gu1arat High 
Court in Bharat Kumar Manila! Dalal vs. Controller 
of E~tat~ Duty, Gujarat (1975} 99 ITR 179, on the 
ground that the deceased does have an interest during 
his life-time in the contract of insurance and the 
moneys payable thereun,der on the happening of the 
contingency of accident. On the question of total 
exemption of such policies, therefore, we do not see 
much jus·tlfication since much would depend upon the 
facts of an individual case. However, on the question 
of non-aggregation of the moneys received under such 
policies, we find· that the representation merits consi~ 
deration because of the conflicting judgment& of the 
Gujarat and Madras High Courts. Dissenting from 
the judgment of the Madras High Court in M. Ct. 
Muthiah vs. Controller of Estate Duty, M<?dra& (1974) 
94 ITR 323, the Gujarat High Court has held tl;at 
the moneys payable under a personal accident policy 
are to be aggregated with other properties of the de
ceased and are not to be assessed as an estate by itself. 
We think that the view taken by the~ Madras High 
Court is more equitable because the moneys become 
receivable under a personal accident insurance policy 
for the first time, the moment after death. With a 
view to reducing litigation on this issue, we, therefore, 
recommend that n suitable clarification may be made 
in the law to the effect that the proceeds of such 
policies, wherever otherwise passing o'n deatb, should 
not be aggregated with the other property or thE' 
deceased. 

JIJ-2.14. Sections 17 to 20 of the Estate Duty Act 
1953 contain special provisions relatin,~t to propertY 
tran~ferre? by the d:ceased to a controlled company. 
Their mam purpose 1s to defeat avoidance of duty by 
the mechanism of transferring property to a controlled 
~ompany: These .Provisions. are deterrent and should, 
m our VIeW, conl!nue to exist as such. 



CHAPTER 3 

EXCEPTIONS FROM CHARGE 

lll-3.1. The provisions relating to exception~ from 
the charge of duty are contained in Part III of the 
Estate Duty Act comprising sections 21 to 33. We 
have deliberated upon these provisions in, the light ot 
various representations before us. In this Chapter, 
we shall deal with these excluding the exemptions 
under Section 33 which are discussed separately. 

III-3.2. Section 21 relates to exclusion, of foreign 
property of the deceased. Clause (a) of section 21(1) 
exempts from duty all immovable property situated 
outside India in all cases. Under clause (b) of sec
tion 21(1), movable property situated outside India is 
also not liable to duty except where the deceased was 
domiciled in In,dia, or in the case of settled prQperty 
of which the deceased was a life-tenant, the settlor 
was domiciled in India on the date of the settlement. 
The nationality an,d residence of the deceased have 
thus no bearing on the availability of the exemption 
in respect of foreign movable property. 

111-3.3. We 1.aV(; received suggestions that the con
cept of "domicile" in section 21 in relation to exemp
tion should be :hanged to "citizenship". It has been, 
urged that citizen,ship is a clearer and more stable 
concept capable of easier verification than domicile 
and that, therefore, it would be simpler both adminis
tratively as well as from the view point of the legal 
representative t~ adopt the concept of ci~enship. 
This very question, we find, had been exammed by 
the Select Committee before the Estate Duty Act was 
enacted in the year 1953. Although that Committee 
bad sought to alter the concept of "domicile" to 
residence and impose liability on all persons resident 
"in India their recommendation was not incofPorated 
the final' enactment. We also notice that those countries. 
of the world which have adopted the concept either 
of citizenship or residence, have simultaneously c!ISt 
the tax-n,et wider by subjecting to duty even the foreJgn 
·immovable properties o! the ~eceased and th~n pro
viding for double taxation relief, thereby making the 
provisions more complicated. 

III-3.4. After careful consideration, we are not in 
favour of the change from the concept of domicile to 
eitLer citizenship or residence. Such a change would 
result in in,troducing avoidable complicati.on~ in. t~e 
law Besides, there are many persons of Imdan or1gm, 
wh~ while holding British or other citizenship, are 
eith~r having a perman,ent residence in India or would 
be contemplating their ultimate abode in this country. 
On the basi~ of their intention to spend the evening 
of their lives in India, their domicile could be taken 
to be Indian and their foreign movable property made 
liable to duty. ' If the concept of domicile is given 
up, it might result in escapement from duty of such 
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properties. Considering all these aspect~, "te reconl• 
mend continuation of the concept of domicile in pre
ference to that of either. citizenship or residence, for 
pnrposes of section 21 of the Estate Duty Act. 

Ill-3.5. For determining whether a particular piece 
of property is movable or immovable and whether t11e 
~arne is located in In,dia or outside India, rules 7, 8 
and 9 have been framed in the Estate Duty Rules, 
1953 for the purposes of section 21. Interest in a 
partnership is treated as movable property notwith
standing that the firm may own in1movable property, 
in terms of rule 7(c). Similarly, under rule 7(e), the 
share in a company is movable property even though 
the company may own immovable property. Rule 
7(g) provides that the interest of a beneficiary in an 
unadministered estate is movable property without 
stating specifically that it would be so notwithstanding 
that the unadministered estate includes immovable 
property. We, therefore, recommend that rule 7 (g) 
of the Estate Duty Rules, 1953 may be amended to 
make it dear that the interest of a beneficiary in an 
unadministered estate is moveable property even if 
the estate includes immovable property. 

III-3.6. Section 22 exempts from duty property 
held by the deceased as a trustee subject to certain 
conditions. This exemption stands foreited in the case 
of a disposition made by the deceased, if the possession 
and enjoymen~ of the property was not bona {ide 
assumed by the beneficiary at least two years before 
the death and thenceforward retained by him to the 
entire exclusion of the deceased or of any benefit to 
the deceased by contract or otherwise. The said period 
of two years corresponds to the identical vulner
able penod specified in other sections, viz., 9, 10, 11, 
12, etc. In line with our recommendaiton elsewhere in 
this report for the increase in the statutory period 
from two years to five years under sections, 9, 10, 11, 
12, etc., we recommend that the statutory period sti• 
pulated under section 22 of the Estate Duty Act should 
similarly be increased to five years. 

III-3.7. Sections 25 and 29 of the Estate Duty Act, 
1953 grant relief from payment of duty in certain 
cases of husband-wife settlements. Section 25 deals 
with settlements effected before the commencement of 
the Act, whereas section 29 deals with cases in which 
estate duty has been paid on one spouse's death ir
respective of when the settlement was made. 

Ill-3.8. Under section 29, if estate duty has been 
"paid" in respect of any settled property (since the date 
of settlement} on the death of any one party to a mar
riage, duty shall not again be payable on the very 
property on the death of the other party to the mar
riage provided the surviving !pouse was not com~ 
tent to dispose of the property. In a case where no 
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duty is "payable" by reason of any exemption, say, 
under section 33(1 )(n) on the death of the first party 
to the marriage or by reason of the estate being below 
the dutiable limit. it would mean that the relief cannot 
be claimed on the death of the other party, since it 
cannot be said that estate duty was "paid" on the 
death of the first party. The legal position in the 
United Kingdom was identical till the law was altered 
by section. 32(2) of the Finance Act, 1954, which pro
vided that for the purposes of the exemption, estate 
duty will be deemed to have been paid on any pro
perty passing on the finst death even though it was 
u.ot actually paid on that death by reason only of the 
value of the property falling below the dutiable limit. 
We recommend that the provisions of section 29 may 
be nmended to cover both the situations viz. of a 
property being exempt as also the estate being below 
the dutiable limit on the first death, on lines similar to 
&ection 32(2) of the U.K. Finance Act, 1954. 

III-3.9. Section 29A of the Estate Duty Act 
exempts certain pensions and annuities payable to 
the widow and other dependants of the deceased from 
the charge of duty. It has been brought to our notice 
that as the word "dependants" has not been defined, 
the grant of exemption has led to difficulties in certain 
cases. We find that section 33(1) (k) refers to certain 
relatives of the deceased, who were "dependant upon 
him for the necessaries of life". The expression used 
in section 33(1)(k) is thus more specific. We recom• 
mend that the word "Dependants" in Section 29A 
may be replaced by the expression "relatives of the 
deceased dependent upon him for the necessaries of 
life", Another difficulty in the grant of this relief, we 
understand, is the ascertainment of the market value of 
dutiable part of the pension of annuity, when it ex· 
ceeds Rs. 15,000 per annum. The excess pension or 
annunity has necesosarily to be evaluated before being 
subjected to duty. However, neither the Act nor the 
Rules lay down any method of valuation. To avoid 
disputes regarding valuation, which arise in those cases 
where the dece~se~ ~as a salaried employee, some 
formula for capttalisatlon should be devised as in the 
case of valuation of life-interest under rule 1B of the 
Wealth-tax Rules, 1957. We recommend that .Jellicoe's 
fonnula with 8 rate of interest equal to that nllowcd 
by Nationalised Banks on long·tenn deposits of 
more than five years may be prescribed for the purpose 
of determination of the market value of the dutiable 
part of the annuity or pension nder section 29A. 

ill-3.10. It has been represented before us that the 
benefits of section 29A require to be liberalised in the 
cases of annuities taken out under section 80E of the 
Income-tax Act, 1961. It has been pointed out that 
the .~uity receivable by the widow or denpenants on 
pohctes taken out under section 80E of the Income-tax 
Act, 1961 are not exempt under section 29A of the 
E_state Duty Act even though in the case of such poli
Cies al~o •. the arrangement receives the approval of the 
CommtsslO~er of Income-tax. The suggestions in this 
reprc:sentation are that firstly, sinillar exemption be 
provtded to !}le dependants who become beneficiaries 
under a section 80E policy and, secondly, that for all 
cases, the figure of Rs. 15,000 under section 29A be 
enhanced to Rs. 30,000. 

111-3.11. To us, it appears that the intention behind 
allowing relief under section 80E of the Income-tax 
Act 1961 was to make available the facility for pro
visibn of retirement benefits to those professionals 
who are partners in a registered firm rendering pro
fessional services and who pay a premium under an 
approved annuity contract which provides to them or 
to their fanrilies a life-annuity in old age. The rep-;. 
resentation seeks to point out that there is hardly any 
justification in not extending the benefit available for 
income-tax purposes to that for estate duty assessment 
as well. Elsewhere in this Report, we have ourselves 
highlighted the need for liberalisation of the conces
SJOnal treatment to which the salaried taxpayers are 
entitled in the matter of their long-term savings, to the 
selfemployed persons also. We have accordingly re
commended that the benefits under section 80E of the 
Income-tax Act should not be restricted to partners of 
registered firms but should be granted even to self
employed professionals. In that background. we find 
considerable substance in this representation, although 
we do not see much justification in the suggestion for 
stepping upwards the exempted ceiling under section 
29A of the Estate Duty Act. In keeping with our re
commendation, elsewhere in this report, for liberali· 
sation in the provisions of section SOE of the Income 
tax Act, 1961, we recommend that an annuity pay
able to the widow or other relatives of the deceased 
dependent upon him for the necessaries of life, under 
a contract approved under section SOE of the Income· 
tax Act, 1961, should be eligible for exemption under 
section 29A of the estate duty Act, 1953 to the extent 
of Rs. 15,000 per annum. In making this recom
mendation, we have taken note of the fact that the 
annuity under an approved contract under section 80E 
of the Income-tax Act is normally payable to the indi
yidual_ himself after the superannuation age for his life, 
m which case no property would pass, or for a speci
fied term, not exceeding ten years, to any other person. 
With the el(empted limit fixed at Rs. 15 000 per 
annum, such a provision in the Estate DutY Act will, 
therefore, enure for the welfare of the family in case 
of premature death of a professional person without 
much sacrifice to revenue. ' 

111-3.12. Section 31 of the Estate Duty Act pro
vides for relief from duty on "the same property", 
con~equent upon deaths taking place in quick suc
cessiOn. At present, the power to grant this relief is 
vested in the Board. As the relief under section 31 is 
of 8 routine nature and the working is on the basis 
of fixed percentages laid down in the· section itself 
we are of f!te view that the power to grant this relief 
can convemently be delegated to the assessing officer 
viz., the Assistant Controller of Estate Dnty. Such 
a step would expedite disposal of these c:Iaims. 

III-3:13. I~ the actual computation of the quick 
succe~siOn r~lief, ~e find that there are certain practi
cal difficulties. whtch require to be set right so that 
the, ar_eas of dtspute can be minimised. The words "the 
~arne property" occurring in section 31 had appeared 
':ll the. U.K. law too and had been judicially interpreted 
m .. Glen v. Inland Revenue (1926) S.C. 44 in very 
str1c~ terms. It was held that the proceeds of the sale 
of a prope~ are not "the same property". The test 
to be applied, therefore, is that the character of th., 



property should not have undergone a change. In 
other word9, the property must remain without change 
of identity between the two deaths. This very narrow 
mean!ng g_iven to th~ word~ "the same property" was 
&et nght m the Umted Kingdom by an appropriate 
amendment under the Finance Act, 1958. We recom· 
mend that the quick succession relief under seclion 31 
should be allowed if the second deceased has at his 
death adequate resources to cover what he inherited 
on the first death without the need for tracing actual 
dealings with the property through sale and re-invest· 
ment between the two deaths. 

lll-3.14. The requirement in the proviso to section 
31, viz., that the lower of the two value9 of "the same 
property" suffering duty again on the second death 
"shall be substituted" for calculating the relief is not 
specific. For example, it is not clear as to whether the 
lower value is to be substituted in the principal value 
of the e9tate of the second deceased for the said pur
pose of computing the reduction or is to be merely 
adopted as the amount on which the average rate is 
to be applied. The ambiguity may be explained by 
means of an example : Assuming that on A's death, 
a property P valued at Rs. 2,00.000 passes to B, 
and that at the time of B'9 death within two years, 
suppose that the value of the property P has apprc· 
ciated to Rs. 2,50,000 and that the principal "-alue 
of B's estate is Rs. 4.00,000, the relief can be com· 
puted in either of two ways as hereunder : Gros! 
E9tate Duty payable on B's estate viz. with Principal 
value of the Estate · 

Rs. 4,00,000/- wiU be 

Estate Duty payable on 'B's estate if the 
value of Rs. 2.50,000 is substituted 
by Rs. 2,00,000 viz. the smaller of the two 
values in the Principal value of the estate 
(which will stand reduced to Rs. 3,50,000) 
will be 

(i) Relief may be worked out from (A) to 
be: 

47,000 2,00,000 40 

F•. ~~. ((( t)) 

Rs. 34,500 (B) 

-----x-----x---=Rs. 9,400 
4,00,000 1 100 

OR 

(ii) Relief may be worked out from (B) to be : 

34,500 2,00,000 40 
-----x------x--=Rs. 7,886 

3,50,000 1 100 

In our view, the proper computation of the relief 
should be as indicated at (i) above viz,, Rs. 9,400. 
Since there seems to be a doubt in the manner of com
putation, having regard to the language of the proviso 

'to section 31, it is necessary to clarify the position. 
. We recommend that a suitable amendment of the pro• 
iviso to section 31 muy be mude to make it deur that, 
'where the proviso applies, the reduction in the estate 
.duty payable on the second death will be worked out 
.with reference to the amount of duty culculated on 
:the value of the property as on the first death at the 
;;"average rate of duty" on the principal value of the 
:•estate computed on the second death. 



CHAPTER 4 

OTHER EXEMPTIONS AND REBATES 

III-4.1. We shall now proceed to deal with other 
exemptions from charge of duty under section 33, 
aggregation of property under section 34(1) and re-
bates under sections 34(2) and 35(3) of the Estate 
Duty Act. Section 33 contains a series of exemptions 
under clauses (a) to (pJ of sub-section (1) thereof. 
Most of these exemptions ar.e by way of exclusions 
from the principal value of the estate except those 
specified in clauses (a), (b), (f) (g), (h) and (k) where 
the amounts stand included in the principal value but 
rebate is admissible thereon in the manner provided 
under section 34(2). Under section 35(3) relief by 
way of partial rebate is admissible in the case of es
tates whose principal value does not exceed Rs. 2 lakhs 
and which include agricultural lands situated in the 
States specified in the First Schedule. 

IJI-4.2. In order to simplify the calculations of 
duty it would be desirable that the system of rebates 
as far as feasible is replaced by straight deductions as 
is provided for under Chapter VI-A of the Income
tax Act, 1961. At present, the maximum amounts 
on which certain .rebates are admissible under section 
33(1) and under section 35(3) of the Estate Duty Act, 
are as under :-

(I) Clauses (a) & (b) of section 33(1) 

(II) Clauses (f) & (g) of section 33(1) 

(Ill) Clauses (b) & (k) of section 33(1) [taking 
only one dependent relative for purposes 
of clausc(k)J 

TOTAL 

Rs. 4,000/

Rs. 50,000/-

Rs. 15,000/

Rs. 69,000/-

(lv) Section 35 (3), In case the principal value 1/4th of the 
of the estate does not exceed Rs. 2 lakhs duty attributable 
and Includes agricultural land. to the value of 

the agricultural 
land. 

W~ have considered the revenue implications of substi
t~ting the present system of rebates by straight deduc
tions. We ~d that tl1ere would not be much sacrifice 
to rev.::nue, If the rebate under section 35(3) is re
placed by a flat deduction to the extent of 10 % of 
the value ?f agricultu~al land and the value of other 
~xempted .It~ms, mentioned above, is fully excluded 
m determmmg the principal value of estate itself 
We, therefore, recommend that the reliefs unde; 
clauses (a), <h), (f), (g), (h) and (k) of section 
33(1) may be. provided for as straight deductions. 
F~er .t~e relief under section 35(3) may be given as 
a eduction of an amount equal to 10 '!'( f th 
volue of the Agriculturol Land. Where th~ 0 ~ci e 
nlue of the e~tate before Stt!h dedu tio dp pal 
exceed Rs. 2 lakbs. c n oes not 
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Ill-4.3 .. At this stage, we may conveniently refer to 
the provisions of sections 34(1) (b) and 34(1) (c) rela
ting to aggregation and to the corresponding provi
sions under section 34(2)(iiJ and 34(2)(iii) relating to 
the grant of rebates. Agricultural lands in the non
adopting States of West Bengal and Jammu & Kash
mir are aggregable under section 34(1)(b) with other 
properties of the deceased only for determination of 
the rate of duty. Similarly, under section 34(1)(c), 
the value of the coparcenary interests of all lineal 
descendants of the deceased is included in the princi
pal value of the estate for rate purpc!Ses only. Straight 
deductions cannot, evidently, be provided for these 
items. We, however, notice that the rebate thereon 
is spelt out under the provisions of section 34(2) in a 
roundabout manner. With the introduction of the 
concept of "average rate of dutY" as· recommended 
elsewhere in this Part of the Report, these and similar 
provisions can be redrafted in simpler language. 

. III-4.4. In .the matter of the qu~~ of the exemp
tiOns and relie~s, at present admissible under section 
33, we have received numerous representations~ The 
Wan~~oo Committee too had gone mto some of these 
proviSions and had suggested enlargement of their 
scope. . We ~ave given careful thought to all the 
aspects, mcludmg the revenue iniplications before 
making our suggestions in regard to some ~f these 
provisions. The provisions and our recommendation 
are discussed in tl!e paragraphs to follow. 

. III-4.5. l!nder . clause (a) of section 33(1), those 
gJfts to chanty, which are includible having been made 
in the vulnerable period, are exempt to the extent of 
Rs. 2;500/-. This limit was prescribed twentyfive 
years back and is certainly low. We recommend that 
the limit under section 33(1)(a) be rai~ed to 
Rs. 5,000. Similarly, clause (b) of section 33(1) 
exempts gifts for other purposes, to the extent of 
Rs. 1,5~0/-. We recommend tl!at the amount here 
fl!a~ be .mcreased to Rs. 3,000/- in view of the depre
ciahon m the value of the rupee. We also recommend 
that the period of two years mentioned . in section 
~3(1)(~) may he ~aised to five years to bring it in 
lme wdh our earher recommendation for in;creasing 
the vulnerable period for gifts under section 9 from 
two years to five years. 

III-4.6. At present, clause (c) of section 33(1) 
exempts up~o Rs. 2,?00/- household goods, including 
tools of ~r!Isans, agricultural implements or any other 
tools or Imple~ents, as were necessary to the decea
sed to enable him to earn his livelihood. It has been 
repr~sented that !he ceiling so laid down is neitl!er re-
alistic nor meanmgful considering the erosion in tl!e 
value of the r'!pee in the last twentyfive years, and 
the correspondmg exemptions under the Wealth-tax 



Act. Agricultural tools and implement~~ are altoge
ther exe~.pt under th~ Wealth-tax Act, by virtue of 
the proviSions of sectmn 5(1)(ix) thereof and other 
tools· and implements, necessary for profession or vo
cation, are exempt upto Rs. 20,000/- under section 
5(1)(x). We are of the view that the present ceiling 
of Rs. 2,500/- under clause (c) should be. enhanced 
We, accordingly, recommend that a consolidated ex~ 
emption may be provided for all kinds of tools and 
household goods to the extent of Rs. 10,000 J ~ under 
section 33!1)(c) of the Estate Duty Act. 

III-4.7. Clauses (f) and (g) of section 33(1) deal 
with exemption in respect of insurance policies taken 
out and moneys deposited for the purpose of eventual 
payment of estate duty. At present, there is a mone
tary limit of Rs. 50,000 or the amount actually pay
able as duly, whichever is lower. We have examined 
the questions as to whether this straight deduction 
should be enhanced in monetary terms andfor k~ep 
it circumscribed by the outer limit of the duty actually 
payable. We are of the opinion that both the present 
limit and the restriction under sections 33(1)(0 and 
33(1)(g) should continue. We feel that it is only 
equitable that the estate gets deduction just for the 
amount of duty payable and no more. 

III-4.8. Clause (h) of section 33(1) provides exemp
tion in respect of moneys payable under one or more 
policies of insurance effected by the deceased on his 
life to the extent of Rs. 5,000/-. The Wanchoo 
Committee had recommended that this limit should 
be raised from Rs. 5,000/- to Rs. 10,000/- (Para 
5.57 Page 118). We too recommend that the exemp
tion onder sedion 33(1)(h) may be raised to Rs. 
10,000/- apart from the relief being by way of a 
straight. deduction and not as a rebate in terms of 
our earlier recommendalion in this chapter. Further, 
we find that for estate duty purposes, the deposits in 
recognised provident funds are not being treated on 
par with insurance moneys. Under other enactments, 
all longterm savings in the form of insurance policies 
and provident funds are treated, more or less, alike 
in the matter of tax concessions. In our view, there 
is no justification for leaving out provident fund de
posits from the ambit of exemption under the estate 
duty enactment. We, therefore, recommend that 
moneys payable fl'om a recognised provident fund or 
any provident fond to which th~ provident fonds Act, 
1925 applies or a provident fund set np by the centrnl 
Government and notified onder section 80C(2)(al(iv) 
of the income-fax Act, 1961 should ·also be covered 
by exemption under clause (h) of section 33(1) within 
the same consolidated monetary limit of Rs. 10,000/·. 

III-4.9. It has been brought to our notice that the 
exemption granted by section _33(1)(j) to dra~in_gs 
paintings, etc. of !he. dece~sed IS not very clear m tts 
scope. The ambtgmty anses because of the use of 
the word "other" before "heirloom" occurring therein. 
The section, as worded, is likely to be interpreted to 
mean that the exemption extends only to those draw
ings, paintings and other objects, which have come 
down from at least one generation, prior to the death 
of the deceased so that an ancestral quality has got 
attached to these. Collections of the same varieties, 
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made by the deceased during his lifetime, might also 
be intended to pass to the generations to come but 
would, in this vic..y of the statutory provision, be not 
eligible for exemption. We see no reason as to why 
the collections of drawings, paintings, photographs etc., 
made by the deceased himself, should not be eligible 
for exemption if these are not intended for sale and 
other conditions pr;:scribed in the section are satisfied. 
All works of art and art collections, belonging to an 
assessee and not intended for sale, enjoy exemption 
under section 5(1)(xiil of the Wealth-tax Act. We, 
therefore, recommend that the word ''other'' appearing 
before "heirloom" in section 33(1)(j) may be deleted. 

III-4.10. The expression 'retained in the family' of 
the deceased occurring in the clauses (i) and G) of 
section 33(1) is also not clear, since the word "family" 
has no well-defined meaning. We recommend that 
the expression "retained in the family" in dauses (i) 
and (j) of section 33(1) may be substituted by the 
expression "retained by the legal heirs or legatees 
or donees." 

JIJ-4.11. The exemptions under clauses (i) and G) 
of section 33(1) are conditional and last so long as 
the conditions, prescribed by the Board, are satisfied. 
These conditions are spelt out in rules 11, 12 and 13 
of the Estate Duty Rules, 1953. These rules, inter 
alia provide for the contingencies when the exempted 
assets arc sold or where there is any breach of the 
terms of the undertaking given for availing the exemp
tion. Sub-rule (2) of rule 11 provides for the levy of 
duty on the sale-proceeds if the assets are sold to a 
person other than the Government, any University or 
other public institution. Similarly, sub-rule (2> of 
rule 13 imposes an additional charge to duty at the 
rate appropriate to the principal value of the estate, 
if the undertaking given has not been observed in any 
material respect. These provisions are substantive in 
nature and shc>uld ri!UJt!y find their place in the Act 
itself. In the United Kingdom, similar provisions had 
been enacted in section 48 of the Finance Act, 1950. 
Moreover, in the said two rules, the expression, "the 
rate appropriate to the principal value of the estate" 
at which the duty gets attracted is not precisely defi· 
ned. In creating this fresh liability to duty on certain 
other persons and imposing an additional obligation to 
file supplementary account, the subordinate legislation, 
contained in these rules, can be said to be suffering 
from the vice of excessive delegation. We, therefore, 
recommend that rules 11, 12 and 13 of the estale duty 
"tics, 1953 may be made a part of the rnbsfantlve 
Jaw and that the liability threonder be spelt out pre· 
dsely. 

JIJ-4.12. Clauses (m) and (mm) of section 33(1) 
provide exemption in respect of the estate of mem
bers of the armed forces, killed in action, during opera· 
tions against an enemy and of members of the police 
force, including a border security force, killed in action 
in protecting the border. The Wanchoo Committee 
had recommended that a similar exemption should be 
provided in respect of the estates of all civil servants, 
who are killed in the course of performance of their 
dutv, ruch as maintenance of law and order (para 
5.60.-page 118 of the Report). Their recommenda
tion was based on the ground that the threats to the 



security of the State arise not merely across the border 
but also from disruptive and anti-social forces within. 
While endorsing that recommendation, we are of tht 
view that the enlargement of the exemption ought not 
to be restricted only to the cases of · civil servants, 
since there are other categories of people, such as 
members of the National Cadet Corps, Territorial 
Army, Home Guards, etc., whose employment in the 
national cause is equally hazardous. In this connec
tion, we have taken note of the corresponding provi
sion in the United Kingdom, Section 71 of the (U.K.) 
Finance Act, 1952, we find, is wider in amplitude and 
is more explicit. There, the exemption extends to all 
those cases, where it is certified by the appropriate 
Government authority that the deceased had died 
either from a wound inflicted, accident occurring or 
disease contracted at a time, when the deceased was 
(a) on active service against an enemy or (b) on other 
service of a war like nature, or which, in the opinion of 
the Treasury, involved the same risks as service of a 
war like nature or where the deceased had died from 
a disease contracted at some previous time, the death 
being due to or hastened by the aggravation of the dis
ease d;ue to the said empolyment. We recommend that 
the scope of the exemptions under sections 33(1)(m) 
and 33(1)(mm) should be widened on Jines similar to 
those obtaining under seclion 71 of the (U.K.) finance 
Act, 1952. These exemptions should operate not 
merely where the deceased was killed in action but 
also where the claim for exemption is supported by a 
certificate from a prescribed authority. 

III-4.13. Section 33(U{n) provides exemption in 
respect of a residential house upto Rs. 1 lakh, if such 
a house is situated in a plaee with a population exceed
ing 10,000 and without limit in other cases. It has been 
represented before us that the ceiling of Rs. 1,00,000/
is highly unrealistic in the present day context of price~ 
of residential houses. Besides, a self-occupied house 
is being valued by the Departmental officers on the 
basis that the owner will be wi!lillg to give vacant 
possession. This method of valuation causes great 
hardship to the legal heirs who, evidently, cannot sell 
the house, in which they continue to stay with no mone· 
tary return and have to pay duty thereon on a notional 
sale as if vacant possession was available .. It has, 
therefore, been suggested that the value of the pro
perty which was used by the deceased for his own resi
dence may either be wholly exempted irrespective of 
its value or that the value thereof may be frozen at 
1971-72 level as in the case of a wealth-tax assess
ment. Another grievance voiced in this regard is that 
the unexploited floor space index for such property 
is being separately valued and added, notwithstanding 
the fact that no separate and distinct structure is capa
ble of being put up in accordance with the Municipal 
Regulations and that the exemption is being denied 
for the servant'~gardener's quarters and garages, if 
any, attached to the self-occupied property. 
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III-4.14. After careful cons10erauon, we are no1 
in favour of the sugga;tion for an increase in the quan
tum of exemption under section 33(1)(n), which i! 
quite adequate an~ does not call for an:y liberalisation. 
The other suggestiOns, we find, are basically those re
lating to the method of valuation. We have deal1 
with this problem separately under Chapter 18 in Par1 
1 of this Report. There, we have emphasized the need 
for having, as far as possible, a uniform system of 
valuation under all direct tax laws including estate 
duty. The principles of valuation of immovable pro
perties, whether fully or partly developed, have been 
set out by us at length in Chapter 18 relating to valua
tion of assets in Part I of this Report and in Chaptei 
14 rela1ing to valuation of house properties, or our 
Interim Report. These principles will also govern the 
valuation of self-occupied property of the deceased for 
purposes of estate duty assessment. · In the case 
of owner-occupied property, we have recommend
ed that in the wealth-tax assessment, apart 
from the facility of pegging down the value to 
1971-72 assessment year as provided under sec
tion 7 ( 4) of the Wealth-tax Act, the owner of such 
a property should be allowed the facility of determin" 
ing the value of such property coming into being after 
the assessment year 1971-72 at actual cost or at mar
ket rate based on the multiplier method, whichever 
is lower. We have also recommended that vertical 
development potentiality of the property should not 
be taken into account in determining the market value 
of a property which is not fully developed.- We re
commend that in valuing that property of the deceased 
which was exclusively used by him for his own resi· 
deuce, the same principles as recommended by us in 
Chapter 14 of our Interim Report and Chapter 18 
of Part I of this Roprt sbonld be adopted. We fur· 
ther recommend that the expression "one house" 
occurring in section 33(1){n) should be clarified to 
cover servants' or a gardener's quarters and garage. 

III-4.15. Qause (c) of section 33{1) secures that 
the property gifted by the deceased to his spouse, son, 
daughter, brother or sister will not be included in the 
estate of the donor after five years from the date of 
the gift provided the property is chargeable to gift
tax under the Gift-tax Act, 1958 for the assessment 
year 1964-65 or thereafter. The exemption thus 
operates in respect of those gifts to these relatives 
which would otherwise have been caught by the pro: 
visions of section 10. The provision is clearly meant 
to exclude the appJ!cation of section 10 to property 
gifted by the deceased to close relatives, if he survives 
the gift by a period which is set somewhat longer than 
the vulnerable period under section 9. In the context 
of the increase in the vulnerable period under section 
9 recommended by us elsewhere in this Report from 
two years to five years. We recommend that the 
period of five years mentioned under section 33(1)(o) 
be reconseqnentially raised to seven years. 



CHAPTERS 

VALUE CHARGEABLE 

Ill-5.1. Under the Estate Duty Act, the value of a 
property pass!n_g on death. is determined. in accordance 
with the proviSIOns of sections 36 to 43 m Part V read 
with rule 14 of the Estate Duty Rules, 1953. Besides, 
shares and debentures of .a controlled company are 
to be valued under rule 1S of the Estate Duty (Con
trolled Companies) Rules, 1953. The application of 
these provisions has given rise to many disputes on 
the question of determination of the "value chargeable" 
to duty. .Some of these disputes raise general issues 
relating· to valuation which are common to all direct 
taxes. Elsewhere in t.his Report, .we have emphasised 
the need for evolving, to the extent possible, a uniform 
system of valuation uqder these laws in view of the 
fact that the basic concept, viz., the price in the open 
market, is common to them. Generally speaking, our 
observations with regard to a uniform system hold good 
even for estate duty purposes, since the cardinal princi
ple of valuation of a property of the deceased, con
tained in section 36(1) is also the very concept of 
the' price which the property would fetch if sold in the 
open niarket at the relevant time. High Courts have, 
in fact, expressed the view that if the death takes place 
on or near about the last valuation date relevant for 
the weal\h-tax ·assessment, it would stand to reason 
that the same value as determined in the wealth-tax 
assessment should ·be the value for the purposes of 
estate duty als.o. ~his reasoning might equally apply 
for the adoption, m the estate duty assessment, of 
the value taken for the gift-tax assessment in respect 
of the property gifted on or near about ihe date of 
death, which is subjected to duty under section 9 of 
the Estate Duty Act, considering the fact that the cor
responding l?rovision relating to valuation, viz., section 
6 of th.e G1ft-tax Act, 1958, is in similar terms. 
Accordil!gly, both on considerations of equity as well 
as of nmformity and for reducing litigation we rccom· 
mend that as far as possible, the method ~~ valuation 
of a property for all Direct Tax Laws including estate 
duly ~hould be the same as suggested by us in part I 
of. th!S Report, except where some special or distin
gwshmg featu!es are involved in the estate duty assess• 
ment, as heremnfter discussed in this chapter. 

. III-S.2. While advocating that the system of valua
tiOn should be common to all direct taxes, we may point 
out that for estate duty assessments, there will have 
to be some different modes of valuation in certain 
sit!lations. Thus, goodwill of a business, whether pro
pnetry or partnership, has to be evaluated differently 
for estate duty purposes. Under sub-rule (b) of rule 
2C:: of the Wealth-tax Rules, 1957, the value of I(Ood
wlll for the purposes of wealth-tax assessment is to 
be .taken to be the pri~e for which it was purchased 
or Its market value, whichever is lower. On the death 
or a partner his interest in the goodwill of the firm 
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may, subject to the terms of the partnership deed, 
devolve upon either the legal heirs or the surviving parl· 
ncrs whose shares may get augmented to that extent, 
attracting the provisions of section 5 of the Estate Duty 
Act. In that case, the market value of goodwill must 
be taken, whether or not the deceased had purchased 
the goodwill for a price. Again, the value of a re
vocable gift-tax purposes stands on an ahogcther diffe
rent footing as compared to that for estate duty. Al· 
though, rule 11 of the Gift-tax Rules, 1958, for capi· 
talisation of average income over the completed years 
for which the gift is not revocable is a good rule for 
a gift-tax assessment, that rule will not be appropriate 
for an estate duty assessment keeping those provisions 
of the Estate Duty Act in view, according to which 
the whole of such property is deemed to pass. In 
the same way, where the deceased had the control of 
a company, his debenture-holdings or shareholdings 
therein cannot properly be valued as for wealth-tax 
purposes, since along with the shares and debentures, 
what further passes to the legal heirs is the intangible 
asset in the form of the deceased's "control" over the 
affairs of the company. The special provision in rule 
IS of Estate Duly (Controlled Companies) Rules, 
1953, cannot, therefore, be done away with, even 
though a uniform system of valuation of unquoted 
shares could be adopted in cases where rule IS does 
not apply. Such special provisions must, therefore, b1 
continued for the purposes of estate duty. 

III-S.3. Sub.~S~ction (2) of section 36 of the Estate 
Duty Act is a special provision not appearing in tho 
Wealth-tax Act. It provides that in estimating the 
market value, a lower value is not to be adopted merely 
on the assumption that the entire property is to be 
placed in the market at one and the same time. In 
the case of a large estate, it can be argued that the 
market value would tend to be depressed, if the entire 
estate is placed on the market at one and the same 
til!le. The special provision expressly secures that 
this aspect has to be ignored for the determination of 
the value chargeable for estate duty. Apart from the 
rationality involved, the provision seeks to avoid un· 
necessary litigation that would otherwise get generated 
and thus serves a useful purpose. To this sub-section, 
there is a proviso, whereunder, if it is proved to the 
satisfaction of the Controller that the value of the 
property has depreciated by reason of the death the 
depreciation has to be. taken into account in fixin'g its 
value. There can, evidently, be no such stipulation 
under the Wealth-tax Act. The proviso too has a 
useful role to play. Con~idering the utility and the 
special purpose served by sub-section (2) or section 
36 and its prmi~o, we recommend that these can be 
retained as a special feature of estate duty valuation-



III-5.4. In the matter of valua~on of _unquot~ 
shares, the Estate Duty Act contams _certain spe';hal 
provisions which are not to be found m the Wea!A t 
tax Act. Thus, section 3 7 of the .Estate _Duty c 
provides that, in valuing the shares m a _pnvat~ C?m
pany whose Articles of Association contam restnctions 
on the transferability of the shares, the open market 
value (as referred to in section 36) should be as
certained on the assumption that the purchaser of the 
shares would be entitled to be registered as the share
holder subject to the Articles and f?rther that the 
existence of any special buyer who llllght be ~repared 
to pay a hi~h.er pr~ce for. such shares should be Ignor~d~ 
These provisions m section 3 7 ~e~ely r7fiect the pn!l 
ciples established by court deCISIOns. m the UK. m 

- the matter of valuation of shares in pnvate compames. 
Section 37 however, excludes from its scope (and 
consequentiy fr?m the scope of s7ction 36) c~ses of 
shares in a pnvate company which are requrred to 
be valued on the basis of the net assets of the com
pany under the terms of rule 15 of the Estate. Duty 
(Controlled Companies) Rules. That rule appli~s to 
the valuation of shares in or debentures of a pnvate 
company which is a 'controlled company' and ytas 
either within the control of the deceased at a_ny t1me 
during 3 years ending with his death or c7rtam ot~er 
circumstances as mentioned in that rule eXIsted dur!ng 
such period. Except in cases where rule 15 apph~s, 
the principle of open market val~e adumbrated. m 
section 36 of the Estate Duty Act Will govern valuation 
of property, in common with the corresponding pro
visions in other direct tax laws. In fact, the refine
ment at present found in section 37 of the Estate Duty 
Act, as mentioned earlier, should be applicable equally 
for other direct taxes as well. -

III-5.5. The provisions of section 37 have, how
ever, given rise to certain controversies as to the 
exact meaning of the expression "if not ascertainable 
by reference to the value of the total assets of the 
company" occurring therein. Having regard to the 
historical development of this branch of the law in U.K. 
this expression merely means that in a case where rule 
15 of the Estate Duty (Controlled Companies) Rules 
applies, then the valuation of the shares in question 
should be made under the terms of that rule and not 
on the basis of the open market value as envisaged in 
section 37. That section does not refer in terms to 
rule 15 for the simple reason that the Estate Duty 
(Controlled Companies) Rules is subordinate legisla
tion which is made by the Board under powers delegat
ed to it under the Estate Duty Act. Our attention has, 
however, been drawn to the large number of disputes 
arising in regard to this matter due to the absence of 
a specific reference to rule 15 in section 37. In fact, 
it appears that in accordance with certain Departmental 
instructions, assessing officers are required to adopt 
the break -up method to value the total assets of the 
company and ascertain the value of the shares on the 
basis of such assets. As observed by us in the chapter 
dealing with valuation of assets in Part I of this Report, 
the Supreme Court has, in the case of Mahadeo J alan 
(86 ITR 621) clearly held that the break-up method 
of determination of the value of unquoted shares 
should be adopted only as a last resort and that the 
yield basis is the most appropriate one for the valu
ation of such shares. 
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III-5.6. In the light of the above di~cussion, 
we recommend that the sub~tance C?f section 37 
should be incorporated in section 36. Itself and at the 
same lime, the exclusion of cases fa~g IIJlder rule 15 
f the Estate Duty (Controlled Compames) Rnles from 
~e SjCope of the General provisio~ in seelion 36 should 
be spelt out clearly so as to avOid any contro~ersy or 
ambiguity. We also recomm~nd th~t the spec13l pro
visions at present contained m sec!JOn 37 shoul~ be 
extended for the purpose of valuaiJon of shares m a 
private company for the purpos~s of Wealth-t~ and 
Gift-tax as well. In making this recommendation we 
do not wish to delract in any llllll?ner from the recom· 
mendaiion made in part I of th1s report that. rnles 
should be framed by the Board for the valuation of 
unquoted shares on the basis of guidelines laid down by 
the Institute of Chartered Accountants and that ~uch 
rules should be applicable u.niformly for all the Drrect 
Taxes. 

III-5.7. All this stage we may usefully refer to the 
provisions of rule 14(3) of the Estate Duty Rules, 
1953. This rule is peculiar only to the Estat~ Duty 
law and has thrown up a large number of d!~p~te.s. 
It states that in case a property is actually sold withm 
a short time after the death of the decease? under 
open market conditions", the gross sl!~ realise~ shall 
be taken as its market value. Provtdmg as 1~ do_es 
for the compulsory substitution of the sale pnce m 
place of the market value on the d~te. of death! . the 
rule appears to override even the prmClJ?al provtston, 
viz., section 36. The rule can lead to umntende? con
sequences as in the case of quoted shares and m~~st
ments, which would have a well-defined prevailing 
market price, on the date of death. If such shares 
are actually sold within a short span after de~th, the 
rule with its mandatory language, would requrre- that 
the 'sale proceeds realised should be substituted in 
place of the actual market value on the date of death. 
The same would hold good for any stock-in-trade on 
the date of death. In the books of account, such stocks 
would be valued at cost or market price or the lower 
of the two values. A portion of the stocks may get 
sold within a "short time" after death. In view of the 
said rule, a question would arise as to whether or not 
the sale proceeds realised should be substituted in place 
of the value adopted for the stock valuation in the 
books of accounts. 

ill-5.~. It appears to us that the purpose of the 
said rule 14(3) is to help ascertainment of market 
price, where it is not readily available, since the actual 
sale price can be a proper guide, in· such cases. This 
rule, therefore, seems to have been framed mainly 
for immovable properties or for such movables, of 
which the price cannot be determined with accuracy. 
Sale price is certainly not to be adopted where the 
prevailing market price is otherwise known. We, there· 
fore, recommend that the provisions in rule 14(3) of 
th~t Estate Duty Rules may be clarified to the effect that 
the rule does not apply to quoted shares, stocks and 
debentures, or to trading assets, viz., stock-in-trade, 
consumable stores, spare parts, raw materials and 
semifinished goods. In respect of trading assets, It 
may expressly be provided that the value as for the 

. corresponding Income-tax assessment of the deceased 
wiU be adopted. Fnrther, the expression ".short time" 



d · the rule is vague. With a view to bringing 
use Ul d that th · bo t larity we recommen e expremon 
~ ·~hi c a sh~rt time after the death" in sub·mle (3) 

wf 1 ul 
0 

14 of the estate duty rules should be replaced 
ore · ft thdth" by "within siX months a cr e ea • 
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Ill-5.9. Section 39 of the ~state Duty Act contains 
· al provisions for valuation of cesser of co par· 

spec! · 7 rty · h. h cenary interest. Under section , ~ prope . m w 1': 
th deceased had an interest ceasmg on h1s death IS 
de:med to pass· on the deceased'~ death to the extent 
t which a benefit accrues or anses by the cesser of 
s~ch interest, including, .in particular, a cop~cenary 
interest in the joint fa~y property .of certam types 
of Hindu families. Section. 39 pres~~1bes the method 
of valuing the benefit ac~rumg or ammg. from the .c.es
ser of this coparcenary mterest. A notlo~al par~tlon 
of the family property havmg taken place !IDIDed1ately 
before the death of the deceased is contem:p~ated and 
then the share that would have, on such partition, been 
allotted to the deceased is taken as the measure of 
such benefit. For the purpose of actual valuation, sub
section ( 3) of section 39 provides that the provisions 
of the Estate Duty Act, so far as may be, shall apply 
as they would have applied if the whole of the joint 
family property had belonged t~ th~ deceased. .we 
understand that disputes have arJSen m the determma
tion of the principal value of .the joint family prope~ty 
under this sub-section as regards the extent of admu;
sible exemptions under section 33 of the Act. The 
controversy has very vivid!Y been elu<:idated in the de
cision of the Madras High Court m Controller of 
Estate Duty Vs. Estate of R. Krishnamachari (113 
ITR 200). 

Ill-5.10. The aforesaid controversy is similar to that 
arising in the valuation of the interest of a partner in 
a firm under the Wealth-tax Rules, which has to be 
computed from the "net wealth" of the firm under rule 
2 of the Wealth-tax Rules, 1957. In line with our 
recommendation in chapter 18 of Part I of this Report 
for valuation of the interest of a partner in a firm for 
wealth-tax purposes, we recommend that under sec
tion 39(3) of the Estate Duty Act, the principal value 
of the joint family property should be compu:ed with· 
out grant of any deduction under section 33 and there
after the deceased's interest in each of the exempted 
assets of the family sho_uld be projected into the a~ss
ment for being taken into consideration for exempf!on 
subject to the overall ceiling, if any, under sedion 
33. 

III-5.11. Rules· l4(5) and 14(6) of the Estate 
Duty Rules, 1953 relate to the valuation of lands. con
taining minerals and agricultural lands ~espect!vely. 
These rules do not in fact provide any defimte basiS for 
Yaluation of such lands. We recommend that rules 
14(5) and 14(6) of the Estate Duty Rules should be d~
leted and the mode of valuation of lands, whether agn
cultural or containing minerals, or otherwise, should 

for estate duly purposes, be the same as suggested by 
ns for valuation under other direct tax laws. 

Ill-5.12. Before concluding the subject of special 
provisions relating to valuation for estate duty purposes, 
we would like to refer to the question of relief in those 
cases, where the value of certain assets, as assessed for 
estate duty, falls significantly after death and the ac
countable person, is, therefore, constrained to sell these 
at a Joss. Such a Joss or fall in the value of the assets 
can give rise to considerable hardship and has been 
duly recognised in the Jaws of other countries. In the 
U.K. law, there are elaborate provisions for granting 
relief when a loss is suffered on the sale of "qualifying 
investments", viz., quoted shares, debentures, etc., 
within a period of 12 months after the death of the 
deceased. In Australia, the Asprey Committee had 
gone into this matter and had considered an altema· 
tive proposition of giving a choice to tl1e legal represen
tatives in the matter of valuation date viz., either the 
date of death or the first anniversary of that date. The 
English Jaw on this subject, we find, is rather complicat
ed since it provides for every possible situation, viz., 
where there is an exchang~ of the qualifying investments 
rather than merely sale, where there is a repurchase of 
the same investments within two months of the sale/ 
exchange upto the period of 14 months from the date of 
death, where further call moneys are payable or where 
there is a reorganisation of the company resulting in 
consequential. changes in the share-holdings like the 
issue of bonus, shares or right shares, etc. For preven· 
ling any abuse of the relief by means of sale/exchange 
between close relatives, it has also been provided that 
the sale'exchange price is to be substituted by "best 
consideration". 

ill-5.13. While we do not favour an elaborate pro
cedure for grant of relief since that would lead to ~
ther complications in our system, we are of Jhe VieW 
that there should be some machinery in the Jaw for 
granting relief in individual cases. We, therefore, recom· 
mend that power may be given to the controUer of 
estate duty for granting relief in the duty payable in 
a case of genuine hardship resulting from the sale 
(to a person not being a relative) of quoted investments 
within 12 months of the date of death at a substantially 
lower va.1ue than that adopted in the assessment pro
vided that there is no purchase or repurchase thereof 
within two years of date of the death by any relative 
of the deceased. Further, the relief may be granted 
only after making appropriate adjustments for fuctors 
such as issue of boons shares or iigbt shares, pay· 
ment of further calls, reorganisation of capital of the 
company, etc. The relief may be determined with 
reference to the difference between duty on the assessed 
value of the estate and that on the value of the estate 
recomputed by taking the pirce realised on sale ol tbe 
quoted investments (as adjusted). 



CHAPTER 6 

DEDUCTIONS AND RELIEFS 

Il1-6.1. The provisions relating to deductions. in 
computing the principal value of the estate and reliefs 
from the duty payable are canta'ined in Part VI com
prising of sections 44 to section SOB of the Estate 
Duty Act. 

11I-6.2. In determining the chargeable value of .an 
estate, section 44 provides for tJ:Ie deduction, w1th 
some exceptions of all debts and mcumbrances and 
for reasonable funeral expenses. The deduction for · 
funeral expenses is subject to a ceiling of Rs. 1,00~. 
Representations have been received by us, from var!
ous quarters for a substantial enhancement of this 
amount. Keeping in view the increase in costs in the 
last twentyfive years after this limit was originally 
fixed we recommend that the limit of the deduction 
for f~neral expenses over Rs. 1,000 may be raised 
to lb. 2,500. 

III-6.3. Clauses (a) to (d) of section 44 place 
· certa·in restrictions on the debts and incumbrances -

which are eligible for deduction. Under clause (a), 
the limitation is in respect of debts incurred by the 
deceased or incumbrances created by a disposition 
made by the deceased himself. It is stipulated that an 
allowance shaH not be made for such debts or incum
brances unless these were incurred or created bona 
{ide wholly for the deceased's own use and benefit 
and take effect out of his interest. We understand 
that gift-tax payable (but not paid) on gifts made by 
the deceased is not being aiiowed by the Department 
as a deduotion on the ground th~ this liability can
not be said to have been incurred for the deceased's 
own usc and benefit and further that since the reco
very of gift-tax is possible from the donee's estate 
under section 21A of the Gift-tax Act, the aiiowance 
is otherwise also prohibited under clause (b) of sec
tion 44. We are ·unable to appreciate as to how a sta
tutory liability, like the gift-tax payable, can be so 
ignored when .t11e income-tax liability of the deceased 
is being held to be eligible for deduction under these 

. very provisions. A statutory liability can ne~er be 
said to have been created by the deceased on his own 
volition and accordingly, under the provisions of sec
tion 44 as they exists, there is no case for disallowance 
of the gift-tax liability either under clause (a) or 
clause (b) of section 44. However, since a contro
versy has already arisen, we recommend that for 
removal of doubts, a clarificatory explanation may 
be inserted in section 44 to secure that any liability 
in resj,cct of gift-tax outstanding against the-deceased 
at the time of his death is not disallowed as falling 
w'ithin the scope of clause (a) or clause (b) of 
section 44. 

Ill6.4. An additional restriction under section 
44 on the allowability of debts of the deceased is 
that any debt or incumbrance is deductible only "from 
the value of the property liable thereto". This stipul
ation has g'iven rise to an important controversy, 
which has been decided in favour of the Department, 
in the case of Controller of Estate Duty, Mysore vs. 
Srinivasa Murthy R. R. (1974) 95 I. T. R. 388. In 
a case where the debts aga·inst the free estate of the 
deceased exceed the value of the free estate itself, 
such debts have been held to be· ineligible for deduc
tion against the value ~f estate passing under other 
titles, viz., anJounts subJected to duty under ~e de
eming provisions of sections 9, 10, etc. The rallonale 
behind the non-aiiowance is that such debts ca:nnot 
be legally enforced against the properties which haye 
been gifted away or transferr.ed by the deceased, m 
his lifetime. In our view, this rationale ought not to 
be carried too far so as to deny deduction even 
where the debts of the free estate have a:otually been 
discharged out of the property passing under ~ther 
titles. Similarly, in a case where a property either 
partly or wholly exempt under section~ 21 to. 23 of 
the Estate Duty Act stands charge~ with an mcu~
brance, it would not be proper either to abate It 
proportionately to the extent of the v~ue exempted 
or to restrict it for deduction only a:gamst the value 
of tlJat property on the mere ground that under sec
tion 44 any such incumbrance can be deducted only 
"from the value of the property liable thereto". We 
are told that the Department has been placing an. in
terpretation like this, thereby making the exemptions 
under sections 21 to 33 meaningless. 

Ill-6.5. Keeping in view the judicial pronouncements 
on the provisions of section 44, we made the follow
ing recommendations : 

<I) Debts or incumbrances which are in excess 
of the free estate may he allowed against 
property passing under other titles, if such 
debts are actually discharged by the persons 
to whom such other property has passe1l, 
within a specified period of, say, two years 
following the date of death of the decea~d. 

The condition requiring actual payment of such 
debts will prevent the legal heirs from claiming the 
benefit of deduction of the deficiency in the free es
tate against other property for the purpose of estate 
duty while refusing to pay the creditors on the ground 
of non-enforceability of such debts agamst property 
which had been gifted away or transferred by the 
deceased during his lifetime. Such a voluntary dischaflle 
of the dcllts of the deceased by the donees of such gifts 
should also be exempted from any liability to gift-
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tax in the hands of the donees. 

(II) Debts or incumbrances which are secured 
on property eli&ible for exemption · from 
duty e.J:. foreip immovable property or 
residential house in India upto Rs. ene 
lakh, should be considered for deduction 
from the remaining properties which are 
dutiable provided such debts are enforceable 
against such dutiable properties ; if there is 
a deficiency, the same should be allowed 
against property passing under other titles. 

III-6.6. We may elucidate our recommendations 
in the preceding paragraph with the help of an illus
tration. A house property which was used by the de
ceased for his residence, of the market value of Rs. 
3 lakhs as on the date of death, stands charged with 
a mortgage debt, including interest, of Rs. 5 lakhs, 
the only other property in the free estate being a bank 
balance of Rs. 1 lakh. The aggregMe value of the 
properties passing under t~e other titles, say, gifts 
within the statutory period, IS Rs. 10 lakhs. The legal 
heirs who are also the doness to whom the gifts of 
Rs. 10 lakhs were made By the deceased, have dis
charged the mortgage debt on the house property to 
the extent of Rs. 4,50,000 within 2 years of the 
death of the deceased. In these circustances, the com

. putation of the principal value of the estate under the 
recommendations made in the preceeding paragraph 
should proceed on the following lines : 

Free Estate 
Residential bouse Rs. 3,00,000 

LESS: Amount exempt under section 
33(1) (n) Rs. 1,00,000 

Balance Rs. 2,00,000 

Bank Balance Rs. 1,00,000 

Total Rs. 3,00,000 

DEDUCT: Mortgage debt actually dis-
charged within 2 years Rs, 4,50, 000 

Deficiency in free estate Rs. 1,50,000 

Property passing under other titles Rs. 10,00,000 

DEDUCT: Deficiency in free estate Rs. 1,50,000 

Prinicpal Value of the Estate . Rs. 8,50,000 

Ill-6. 7. Section 46 provides certain . further limi
tations on the allowance of debts and mcumbrances. 
Under sub-section (1) of section 46, broadly sp~ak
ing a debt d'ue to a person, who. had, at any time, 
within his resources, property denved from the de
ceased (such a person is hereafter being referred to as 
a donee credttor), is to be disaUow.ed eyen though 
otherwise eligible for deduction under sc:ction. 44. We 
find that this section is couched in a highly mvolved 
language. Under sub-section (3) of section 4~: t~ 
expression "property derived from the dec:ased has 
been given the same meaning as in section 16(2). 
The provisions of section 46, which are themselves 
in an involved language, require reference to. the pro
vision of section 16(2) which are no less mvolved. 
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We :w.ould recommend that the substance of these 
· P.rovlSion.& may be incorporated in section 46 itself in 
Sllllple language so as to make it self-contained. 

111-6.8. We !!nderstand that one question that 
~ften crops ~p m the actual application of section 46 
Is whether m~me from the property, derived from 
the deceased, IS also property derived from the de
ceased. The d.ifiic~lty, it is learnt, is caused by the 
extended meanmg given to the phrase "subject-matter" 
in clause (c) of section 16(2) to include "any annual 
o~ periodical P.aym~D;t made or payabl~;> under on by 
vrrtue of the disposition." ln a case where the irnmo· 
vable property is settled on trust by tb,e deceased A 
to his son B and ·the rents are deposited in A's books 
by B, the rent deposits due from the decellSed to his 
son, would not be deductible in terDIS of the provisions 
of section 16(2)(c) read with section 46. But if 
the property had been gifted outright by A to B, the 
position may not be free from doubt, because of 
the extended definition under section 16(2)(c) of 
the expression ":rubject-matter". We recommend tbat 
the law may be amended to tecure that only in tbe 
case of a settlement made by the deceased, the annual 
or pcriodkal payments would be covered in the dcfmi· 
lion of "subject-matter'' under section 16(2)(c) and 
that in other cases, the income of the property derived 
from the deceased is not to be reJ:llrded as property 
derived from the deceased. 

III-6.9. We find that section 46(l)(c) is in 
very wide tenns since the section refers to the donee
creditor having been, at any time, entitled to or there 
being inc~uded in his resomces, at any time, any 
property derived from the deceased. In those cases 
where there is a considerable time-lag between the date 
of the disposition and the loan taken from the donee
creditor, there would arise a practical difficulty in 
ascertaining whether or not such loans are allowable, 
inasmuch as it would require looking into all the pre
vious records of the deceased. The accountable per
son may, therefore, be called upon to esta:blish events 
very remote in the past. In many cases, records more 
than 16 to 20 years old may not have been. main
tained properly even by the deceased himself. 
We, therefore, recommend that in respect of transac
tions beyond 15 years, provisions of section 46 should 
not be applicable. The words "at any time'', occur• 
ring in this section, may be substituted by "at any 
time within 15 years prior to the date of death of the 
deceased". 

III-6.10. In the application of the provisiol!s ~t 
section 46, another dispute that sometimes anses IS 

whether these provisions can be invoked simulta_neo
usly with the provisions of section 9. or .10 by Vlrt'!e 
of which property, taken under a g1ft 1.s deemed m 
certain circuD!Stances to be property passmg on. death. 
This controversy would arise ~ a case in which the 
deceased might have made a g1ft so as to attract the 
provisions of section 9 or 10 and subsequently •. the 
donee might hltVe advanced a loan dut of the gifted 
property and the loan might be outstanding on the 
date of death. In such a case, the provisions of s:ction 
9 or 10 and section 46 would appear to be apJ?licable 
at the same time. We learn that Departmental mstruc
tions have been issued saying that in s'!ch cases, the 
provisions of section 9 or 10 and section 46 can be 



invoked simultaneously, provided the conditions men
tioned, in the said sections are satisfied. Such a pro
cedure can Jea:d to absurd results in certain cases and 
hence, simultaneous invoking of the provisions 
appears to us to be unintended by the Statute. 
We, therefot·e, recommend that section 46 should be 
made expressly inapplicable when the property 
derived from the deceased is included under the 
provisions of section 9, 10, etc. 

Ill-6.11. Sub-section (2) of section 46 also refers 
to the ~uln.erable period of two years for the purpose 
?f applicatiOn of the provisions therein. This period 
IS linked With the corresponding period stipulated 
under section 9, and other relevant sections. In 
keeping wilh our recommendation regarding these sec
tions, we recommend that the statutory period under 
sub-section (21 of section 46 should also be increased 
from two years to five years. 

III-6.12. Section 48 of the Estate Duty Act autho
rises. ?cdu.ction of "~~ditional:' expenses, incurred in 
adm!I!IStermg or rcalismg foreign property, subject to 
~ cci!mg of 5 pe~ ccn.t of the value of such property, 
!f the Co.ntrollcr IS satisfied that such extra expenditure 
IS nccessituted ~y rcaso~ of. the property being situate 
~ut of India. Smce foreign Immovable property is not 
liable to duty, the scope of the section extends only to 
movable properties located abroad. The use of the 
adjective· "additional" has, however, blurred the scope 
of this deduction. We understlmd that the Department 
has . taken the ~t~nd that normal expenses in adruini
stermg or rcahsmg the property are not deductible 
contending that the 'word "additional" has been used 
~ contradistinctio_n. to "nominal". As there is n.o guide
lines for determmmg the "normal" expenditure in 
r.esl?ect of such property and considering the upper 
limit of 5 per cent of the value over the deduction of 
the expenses, we recommend the deletion of the word 
"additional" occurring in sedion 48. 

III-6.13. Section 5 provides for the reduction of 
the estate duty payable by an amount equal to the 
court fees "paid", in respect of any property on which 
esll!tc duty is als~ leviable. It has been brought to our 
notice that two dtsputes have arisen in the application 
of these provisions: 

(i) When~ certa~n items of property are inap
pr~pnately mcluded in the probate appli
cation, . for payment of the court fees, the 
proportionate part of the co'urt fees paid is 
treated as ineligible for relief under section 
50. 

(ii) A view has been taken that only the court 
fees payable on the net value of the assets 
~fter deducting. the estate duty liability, qua~ 
IIfy for dcductton under section 50 so that 
where the estate duty liability has not been 
so deducted, excess amount of court fees 
paid has to be disallowed. 

.We are ~mabie to a'J>preciate the logic in the afore
Said two V1ews. The word "paid" in section 50 can 
refer only to the actual payment and not what might 
be correctly and legally payable. The Assistant Con
troller of Estate Duty cannot adjudicate upon what the 
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court has considered proper to collect by way o: 
court fees. Under section 50 of the Estate Duty Ac\ 
Ute assessing officer has to grant deduction for what 
ever amount has been paid as court fees after satis· 
r y ing himself that in respect of the same property, 
estate duty too is leviable. We also notice that on the 
question of deductibility of estate duty payable while 
levying the court-fees, there have been coi;llicting 
judgments, one of the Mysore High Court in Mrs. 
Blanche Nathalia Pinto (1964) 53 1. T. R. 64 (ED) 
rendered under the Mysore Court Fees & Suits Valua
tion Act, 1958 and the other of Madras High Court 
in the case of Mrs. Constance Lubeck (78 ITR 199) 
Iinder a corresponding Act. In the latter judgment of 
the Madra's High Court, it has been clearly held that 
for the purposes of levy of court-fees, estate duty is not 
to be deducted from the value of the assets. The legal 
position in section 50 of the Estate Duty Act, in our 
view, is quite unambiguous on both the issues. The 
relief under that section is clearly for the amount 
of court fees paid. With a view to overcoming such 
controversies, we recommend the making of a clari
ficatory provision to the effect that the amount of court
fees paid, for the purpose of the deduction under section 
50, means the amount paid in pursuance of a determina· 
tion by the court of the court-fees payable on the appli· 
cation for probate, letters of administration or exces
sion certificate and that neither the assessing authority 
under tbe estate duty act nor any other authority under 
that act will be entitled to question such deter
mination. 

III-6.14. Section SOA provides for relief in res
pect of gift-lax paid on any property. If on the sam~ 
property both gift-tax and estate duty are levia:ble, 
estate duty payable is to be reduced by an amount 
equal to the gift-tax paid. Thus, as the provision stands, 
the gift-tax paid is wholly deductible irrespective of 
the fact that the duty, attributable to the gifted pro
perty, may happen to be less. The provisions of the Es
tate Duty Act, deeming gifted property to pass on 
death, have been enacted for plugging the avoidanre 
of estate duty through the machanism of gifts. The 
law had, evidently, contemplated a situation, whereby 
the gift-tax might be lower than the estate duty pay
able on the same property, so that the donor prefers 
to pay gift-tax for reducing eventual liability to estate 
duty. In _those ' situations where the gift-tax 
is greater, it would not have been the 
intention to allow an amount greater than the pro
portionate estate duty. While a double levy has cer
tainly to be avoided, there would be no justification for 
deduction of the greater of the two levies. This ques
tion would assume added importance, now that the 
gifts are to be aggregated under section 6A of the 
Gift-tax Act and the vulnerable period under section 
9 of the Estate Duty Act has also been suggested by 
us to be enlarged to five years, 
we would, therefore, recommend that section SOA 
may be suitably amended to limit the deduction on 
account of gift tax paid to the proportionate estate 
duty payable on the same property. This pro
portionate duty-will be calcnlated at the "average rate 
of estate duty" on the value of the gifted property, 
as included in the estate duty assessmeRt. 
The amount of gift tax paid in respect of any such 
propetry for the purpose of Gection SOA will also need 



· e quantification on similar lines, viz., by defining 
P.!~~~ge rate of gift-.tax" and then caldulating !be 
ift-tax payment at !Ius average_ rate on. the value of 
~e same property as assessed m the g1ft-tax assess-
ment. 

III-6.15. Section SOB of the Estate Duty Act pro
vides for the deductio~ from. the estate duty payable 
of any tax paid on cap1tal gams o~ tJ:le transfer of the 
property of !be deceased w1thm two years 
from the date of deatb <or within such 
extended period. as the Board may per
mit) where ,the proceeds have been utilised wholly or 
pa1tiy for the paymen,t of estate duty. The power to 
relax the time-limit under this section is, at present, 
vested in the Board. We recommend that the powet 
to relax the time-limit spc.cified under section SOB of 
the Estate Duty Act should be given to the Controller 
of Estate duty instead its centralised with the board. 
We also noticed that the expression "tran~feiTed" oc
curring in section SOB has not been defined and may 
not, therefore, include compulsory acquisition of the 
deceased's property by the Governmen:. If the com
pensation received on, such acquisition i.; utilised for 
payment of e_state duty, it would but be equitable to 
accord relief under section SOB even in such cases with
out the time limit of two years. Similarly, where the 
deceased's property is delivered by the accountable 
person for the adjustment of !be price against estate 
duty liability in accordan,ce with the provisions of oect
ion 52 of the Estate Duty Act, it would be fair to grant 
tllis telief even after the expiry of the period of two 

. years. We, therefore, recommend that suifable 
amendments may be made in the law to include 
transfers by way of compulsory acquisition of any of 
the properties included in the estate or delivery of any 
such property by the accountable person to the govern
ment for the adjustment of the price against estate duty, 
for eligibility of relief under section SOB of the estate 
duty act even beyond the period of two years stipula-
ted thereunder. · 

ill-6.16. For the actual grant of the relief under 
se~tiol!- SOB, an a~propriate part of the tax on capi(al 
gams Is to be considered by taking the proportion that 
the estate duty which has been paid out of the proceeds 
of the transfer bears to the gros~ proceeds of the trans
fer. The amount of relief is to be computed in accor
dance with the following formula : 

where, 
R=-:xc 

R is the reduction in the amount of estate duty; 
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C ~s the tax paid on the capital gains; 
E 1s the amount paid towards estate duty out 

of the proceeds of the transfer; and p is the 
gross proceeds of the transfer. 

It has been brought to our notice that in the actual 
w~rking of this relief, two _practical difficulties arise. 
~rr~tl~, tbe quantum ~f tax on c!ipital gains (item 
.c m the l?rmula) 1s not prec1sely ascertainable, 

smce the sectwn speaks of such tax paid "in respect 
of the capital gains". It is thus not clear whether 
this tax has to be worked out at the average rate ot 
income-tax (inasmuch as in the total income for the 
concerned assessment year, capital gains will only be 
one of the components) or has to be worked out by 
placing the capital gains in the highest bracket or in 
r.he lowest bra:cket of the total income of the concer
ned assessment year. Secondly, it is also not clear 
whether "the amount paid towards estate duty", (item 
"E" in the formula) refers to the gross duty or to the 
net duty after the relief under section SOB itself and/ 
or other reliefs, say, for court fees under section 50, 
de. We are told that a contention has been advanced 
that any payment -of court fees out of the sale-pro
ceeds is also "towards" estate dl!ty and is, therefore, 
eligible for working out the quantum of this relief. 
For di~11elling these ambiguities, we recommend that 
the quantum of tax paid on capital gains !item "C" 
in the formula) may be spell out to be the amount 
arrived at by applying the average rate of income-tax 
(applicable to the total income of the relevent year) 
to the capital gains forming part of such total income 
after the deduction provided under section SOT of the 
income tax Act, 1961, if any. As regards the 
"amount paid towards estate duty" (item "E" of the 
formula), it may be clarified that this would mean the 
estate duty actually paid and any court fees paid out 
of the proceeds of the transfer of the property. 

JII-6.17. Another inequity brought to our notice 
in the .working of the relief under section SOB is that 
the amount paid towards duty is being unjustifiably 
compared with the "gross proceeds of the transfer" 
and not with the net proceeds thereof, since any such 
payment can, evidently, be out of the net proceeds 
realised, that is to say, gross proceeds less the expen
ses of iransfer including stamp and registration char
ges, if any. We, therefore, recommend that the words 
"gross proceeds" under section SOB may be substitu• 
ted by "nef proceeds" viz., the proceeds after the deduc• 
tion ·of the expenditure incurred wholly and exclusively 
in connection with the transfer. 



CHAPTER 7 

ASSESSMENT, PENALTIES AND PROSECUTIONS 

Ill-7 1 Under section 53(3) of the Estate Duly Actf 
ever a~c.oun,table person has to deliv.er. an ~ccount o 
the ~state in the prescribed form Wlthm SIX mon~hs 
of the date of the deceased's death. The account .a• 
to be verified on, solemn affirmation ~efore a maJi:IS
trate or on oath commi~sioner as requued under Rule 
20A of the Estate Duty Rules and for the purpos~~ 
of section 56 it is to be accompanied by the "affi~avlt 
of valuation"' as defined in section 2(1). It has ee!l 
represented to us that the requirement. of an, ~ffidavlt 
01 a sworn verification before a magrstrate IS cum
bersome and should be dispensed 'Yith. . Under other 
direct tax laws, there is no such stip~latlon, . W. e are 
of the view that it is not necessa~y either to mslst on 
a statement, sworn before a magrstrate, f~om. the ac
countable person or to ask him to put his s1gnature 
on each Part and accompanying Schedule. '!Ve recOIII· 
mend that fhe account of the property pnssmJ: on fhe 
death required to be frled by the accountable per.;OR, 
should be made in the Slime manner as 1!1 th~ case 
of fhe other tuxes and further that fhe venficahon of 
an esfate duty ref~m should be in fhe saJ?lo form aad 
should be made in fhe same manner as m. the case 
of any ofher direct tax return and the reqmrement ef 
a sworn statement before a JIIBgistrate or an Oath 
Commissioner should be removed. 

III-7.2. Under Section 53(l)(b) ?f the Estate J?uly 
Act every trustee or other person m whom any mte
rest' in the property passing or the management thereof 
is at any time vested is accountable for the whole of 
the esfate duty on the prope~ty passing on the deat~. 
We have received representatiOns that b~causc of t.h1s 
provision considerable delay and hardships are bemg 
caused i~ the disbursement by the trustees of t~e 
balance in the providen,t fund account to the famdy 
of a deceased employee. This is because the t~st~es 
of the provident fund as accountable persons, ms1~t 
upon the production of an estate duty clearance certi
ficate from the Assistant Controller of Est~~e Duo/ 
before making any such payment. .RecogniS'Jng thi~ 
hardship in the case of small subscnbers, the Boud 
had isrued instructions in that year 1967 th~t payments 
upto Rs. 5,000/- to the legal represe~tatlves of the 
deceased subscriber could be made Without J?IO.~uc;
tion of the certitlcate. We understand that th_Js .1m1t 
has since been increased to Rs. 25,000/-. ~Js m~a
sure is, however, merely by way of an admm1stratJve 
concession, which does not absolve the trustee~ of 
their statutory liability under section S3(1)(b). To 
safeguard their position, the trustees have, therefore, 
still been insisting upon the productio!l of the clearance 
certitlcate, we, therefore, recommend that the previ
sions of section 53(1)(b) may be amended so ail to 
cORfer immunity from accountabffity on persons res-

ponsible for making payments out of provident func 
l'efcrred to in section SOC of the Income-tax Act 1 

gratuity funds approved under the Income-tax Act i 
those cases where the aggregate amount payable 01 

of such funds to the legal heirs or nominees of th 
deceased subscriber does not exceed Rs. 25,000/-· 

IJI-7.3. Section 53(3) of the Estate Duty A1 
requires the illing of the estate duty account by th 
accountable person within 6 months of the date c 
death of the dece~sed and gives power to the Con 
holler to extend this period in appropriate cases 
·Subject to payment of interest. Disputes have arise1 
on the question whether a": acco_unt filed ~ft~r th1 
expiry of the 6 month~' perwd Without obtammg a1 
'xtension of the period from the Controller would b1 
a valid account and whether any interest would be 
chargeable on the duty in such a case. To remove 
doubts and disputes in this regard, we recommend thai 
there should be a specific provision for treating an Estatt 
Duty return filed any time before the assessment i.! 
completed as a valid return and for charge of intere~1 
on the duty from the date of expiry of 6 month~ from 
the death upto the date of filing of such return, irres
pective of whether or not the accountable person had 
obtained extension of time from the Controller for 
filing the return. 

111-7.4. In the matter of commencement of assess
ment proceedings for the first time by the Departmen.t 
or proceedings for reassessment in pui9Uance 
of section 59((a) or (b) the present time
limits specified in section 73A are, in our 
view, neither adequate nor in tune with similar 
provision,s under the other direct tax laws. To bring 
these provisions in line with the recommendations 
made by us in this regard in Part II of this Report, 
we recommend that the time-limit for initiation of 
assessment proceedings under the Estate Duty Act 
should be 8 years from the end of the financial year 
in which the death occurred and 16 years in cases 
where the principal value of the Estate is likely to be 
Rs. 5 lakbs or more, subject to the requirement that 
in the !after type of cases app.rovnl of the Board i51 
obtained before the issue of the notice. As regards 
reopening of completed assessments, the time-limit for 
commencement of proceedings should be 4 years from 
fhe end of the financial year in which the death 
occurred in ~ses faDing under section 59(b) and 8 
years in cases falling under section 59(a), subject fo 
the approval of the Controller in the latter ~e of 
cases. There should also be a provision lor imtiating 
~uch proceedings upto 16 years in cases where the 
value of the estate escaping assessment is likely to be 
Rs. 5 lakhs or more, subject to the nppro,•al of the 
Board. 
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III-7.5. Section 73A which specifies the period of 
limitation for in.itiation of assessment/reassessment 
proceedings should, subject to the modifications recom
mended by us in the preceding paragraph, be placed 
immediately after section 59 which specifics the cir
cumstances in which proceedings may be initiated [or 
as~ssmentjreassessment. 

III-7 .6. Uo,der the law at present, there are no time 
limits for completion of assessments or reassessments. 
We are of the view that, as under the other direct 
tax laws, there should be time limits for completion of 
such proceedings under the Estate Duty Act too. An 
estate duty assessment can be finalised only after all 
the income-tax, wealth-tax and gift-tax assessments of 
the assessee have been completed. Keeping this aspect 
in view, we recommend that the time limit for comple· 
tlon of an Estate Duty Assessment/Reassessment 
shonld be 4 years from the end of the financial year 
In which the proceedings for · such assessment/ 
reassessment were initiated, or 4 years from the end 
11f the financial year in which the return or a supple. 
mentary return envisaged under section 53( 4) or under 
section 56 is filed, whichever is later. We further 
recommend that a specific provision should be made 
authorising a reassessment on the basis of a supple. 
mentary return, envisa11:ed under section 53(4) or under 
St'dion 56, which is filed after the completion of the 
assessment, without the need to initiate fonnal rea~ses!I
Jnent proceedings. As there is no time-limit fur com
pletion of assessment/reassessment at present, the 
introduction of the time-limits as recommended should 
he suitably staggered in respect of pending proceedings. 
We further recommend that the time-limit may be 
relued in cases where : 

(a) The accountable person demands the reopen• 
lng of the whole or any part of the pr.,_ 
ceedin11:5 consequent on a change in the in· 
cumbent of the office of the assessing autho· 
rily; or 

(b) The proceeding! are stayed by an order or 
injunction of any c:onrt; or 

(c) The assessmenfjreassessment bas tl' he made 
iD consequence of, or for giving effect to, 
any finding or direction of any appeUnte or 
reVisionary authority ; or 

(d) An application made before the ~Setflement 
commission (in pursuance of the recom
mendation made by ns else""'ere in this part 
for the provision of a machinery for settle
ment of disputes in Estute Duty !\f::fter.;) Is 
rejected by the commission or is not allowed 
to be proceeded with by it. 

In such situations, the relaxation in the time-limit 
~bould be broadly on the lines of the pro~sions In 
!!Ktion 153(3) or the Income-tax Act liS SDI!I!l'~ed to 
be modified onder our recommendations In Part n. 

III-7.7. We find that the present provisions relating 
to provisional assessment under section 57 of tho 
Estate Duty Act, 1953 are deficient in, certain respects. 

4 RS&P/78-31 
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Although a provisional estate ~ufY demiiDd ho.s to bo 
raised immediately on the baSIS of the account filed 
both for prompt recovery as also for the grunt of a 
certificate to the accountable person to meet tho 
requirements of section 56, the recovery thereof cannot 
be effected against any other accountable person except 
the one who had delivered the estate duty account, 
as held by the Supreme Court in the case of Madnnlal 
l.ohia (1977) 108 ITR 627. Sub-section (2) of sec
linn 57 refers to recovery bein~ enforceable only 
against "the person so assessed '. There is also no 
provision for charging interest, if the provi~ionul duty 
Js allowed to be paid in instalments. The Patna High 
Court in the case of Bettiah Estate vs. Unilln of India 
(1977) 108 ITR 210 hal; held that the provisioo,a 
under section 70 of the Estate Duty Act are not 
attracted in the case of a provisional demand raised 
under section 57. Hoving regard to the judicial prono
uncements in 108 ITR 62.7 and in 108 ITR 210, we 
recommend that the provisions relatin11: to recovery and 
charging of interest on a provisional demand raised 
under section 57 of the Estate Duty Act shonld be 
appropriately altered, Sub-section (2.) of Section 57 
thonld be amended making prorisional demand liable 
for recovery from any of the accountable person! arul 
not merely from the person assessed provisionaRy after 
KiTinK an opportunity to the concerned accountable 
persoa of being heard. In other words, the liability 
for provisional duty under section 57(2) should be 
enforceable jointly and severally against all account
able person,s as laid down in section 53. For levy of 
interest on a provisional demand which Is not paid Ia 
time, section 70 should be amended to include reiD
renee to a demand raised onder section 57, 

III-7.8. We o,ow take up consideration of provisi0111 
relating to levy and grant of interest under this Act. 
We notice that the provisions relating to charge of 
interest under section 70 and rule 42 arc more favour
able to defaulters who do not seek extenaion of limo 
for filing the estate duty account or for payment ol 
duty. Under section 70 of the Estate Duty Act, i.a., 
talments for the payment of estate duty demand may 
be allowed on rece1pt of a request from the acCt>unt
able person subject to charge of interest at a rate not 
excc.oeding 4 per cent or any higher interest yielded 
by the property. Similarly, under rule 42 of the Estato 
Duty Rules, interest is chargeable on delayed submi,_ 
sion of estate duty account in cases where the aceount· 
able person makes an application for extension under 
section 53(3) and complies with other requirements 
spelt out in that rule. Interest may be charged at 
6 per cent or any lower rate as the Controller may, 
in a particular case, decide in accordance with tho 
Board's general instructions. It may thus be seen that 
the interest provisions come into play only after the 
accountable person makes an application for exten
sion of time. We recommend that the provblons Ill 
~eefion 70 and role 4% may be modified so thnt Je"Y 
of interest Is attracted even If there I~ n~ application 
or ir the tenns SDCCifled are not fulfiDed In an cases 
wb•re there Is a delay In filing the Estate Duly account 
or In the -payment of duty, whether regular or provl
slooaL 

III-7.9. The observations of the Public Aceounlll 
Committee in their 88th Report (paras 4.38 to para 



. 4 .49) have been brought to our notice in the matter 
of rates of inteerst under section 70 and rule 42. The 
Public Accounts Committee has suggested 
that the rates of intere6t should be brought 
on par with the rate applicable in the 
case of other tax laws. We are of the view that 
Estate Duty Act stands on a different footing since 
this levy is on a person previously unconnected with the 
affairs of the estatae and very often, either insufficient 
liquid funds are left behind by the deceased or the assets 
are not easily saleable. Unlike income-tax, which is an 
annual charge and an outgoing from the earnings of that 
year, estate duty is a one-time levy on the entire estate. 
In our view, the two levies are, therefore, not com
parable. Besides, the administration of the deceased'• 
estate can itself consume considerable time for obtain
ing probate or letters of administration before the 
properties can be dealt with or operated upon. BesJdes, 
the annual income-tax and wealth-tax demands· have 
also to be met out of the funds of the estate. As a 
general rule, the net return from any estate cannot be 
expected to be as high as 12 per cent, which is the 
rate of interest leviable on outstanding taxes under 
other tax laws. The provisions of charging of inter
est under the Estate Duty Act, therefore, should not 
be on par with the provisions under other direct tax 
laws. In our view, the maximum rate of interest 
under section 70 and under rule 42 should not exceed 
6 per cent. 

III-7.10. For mitigating the hardship caused in 
genuine cases, we recommend that as recommended by 
us in part II ol thb report in rellllion to section 273A 
of the Income-tax Act, power may be conferred on the 
controller of estate duty to reduce or waive the interest. 
This power should be in addition to the discretion, at 
present, vested under section 70 and under rule 42. 
The promo to sub rule (d) of rule 42 which makes the 
controller'8 discretion to reduce the rate of interest 
mbject to the general instructions of the Board should 

also be deleted. In other words, the rate of interest to 
lie actually charged in a given case, either for delay 
ill filing of the account or in the payment of duty, 
lllliY be wholly left Ill the diecretion of the UICIIIine 
nthority. 

III-7.11. In accordance with the provisions of lOb
rule (3) of rule 19, interest at the rate of 2 per cent 
per annum is currently payable by the Government on 
deposits made under section 33(l)(g) towards the pros
pective estate duty liability. The rate of 2 per cent 
in rule 19(3) was fixed as early as the year 1955. It 
has been represented before us that an upward revi
sion of this rate is necessary. While there is consider
able substance in the representation, we notice that 
the the amount paid as deposit is entitled to exemption 
from duty to the extent specified in that provision. It is 
also noticed that whereas on an advance payment of 
income-tax, interest is payable ouly on the amount in 
excess of the tax-liability, the deposit under section 
33(1)(g) carries interest on the whole amount. Consi
derin' these aspects. We recommend an increase in 
tile rate ol intere!t payable under rule 19(3) of the 
l:~ate Duty Rules from 2 per cent to 6 per cent. This 
iatere.t will continue to be calculated from the date of 
lleposit to the date of death as at present. In case the 
tleposit is found to be in excess of the estate duty 
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liability finally determined, we recommend grant ol 
fllrther interest at the same rate from the date of death 
to the date when the excess is refunded. At present, 
there is no provision in this regard. 

III-7.12. There is at present no provision in the 
Estate Duty Act for the payment of interest on a re~d 
arising as a result of an assessment appellate order m 
case there is delay in granting the reflll!d: On_ the 
pattern obtaining in the Income-tax Act, It IS desrrable 
to have a similar provision. We retommcnd that 
interest may be granted on any amount which is found 
to be refundable to the accountable person consequent 
upon any order in assessment, appeal, revision or rec
tification but which is not refunded within the period of 
3 months from the end of the mon!h in which the order 
Is passed. For the !!Ike of uniformity, the rate of 
interest should also be fi per cent. 

III-7.13. As regards the provisions relating to pe
nalty under the Estate Duty Act, we are of the view 

. that having regard to the special features of that 
enactment, these provisions need not be brought on all 
fours with those under the other direct tax laws. How
ever, in regard to certain matters, it is necessary to 

· modify these provisions on the following lines : . 

(1) At present section 60 empowers the Cntroller 
the Appellate Controller as also the Appel
late Tribunal to levy penalties for various de· 
Tribunal to levy penalties for various de
faults as specified in that section. In line 
with our recommendations in part II in re!l
pect of other direct taxes, we recommend 
that under the Estate Duty Act too, penal
ties for defaull! relating to filing of returns or 
in complying with notices should be leviable 
ouly by the authority before whom such de
fault occurs and not by any other higher 
appellate or administrative authority, 
The penalty for concealment may, however, 
be anowed to be le'ried by the usessing 
authority as abo by the tim appellate autho
rity and the revisionary authority. We fnr.. 
ther recommend that the appellate Tribunal 
which is the final authority vn facl8, should 
not have the power to levy penalties for any 
of the defaulta. 

(2) As there is no provision at present for re
mission of penalty under the Estate Duty 
Act, even if there are extenuating circumstan
ces, We recommend that a provision similar 
to that in section 273A of the Income-tax 
Act should be introdoced in the ~te Duty 
Act bestowing powers on the controller to 
reduce or waive the penalty in Appropriate 
cases. 

III-7.14 There ia at present no time-liimt for com· 
pletion of penalty proceedings under the Estate Duty 
Act. We recommend that there should be a time-limit 
for complefioR of penalty proceedings, of two years 
from the end of the Financial Year in which the 
Assessment Proceedin~s durint: which penal action is 



initiated are completed. Provmons relating to ex
tension of this time-limit corresponding to those nnder 
&ection 275(a) and explanation thereunder of the 
Income-tax Ad, 1961 a1 mgge&ted to be modifted In 
Part II of this Report may also be made. 

III-7.15. At present, there is no provision in the 
Estate Duty Act for prosecution for. any ofl'ence in 
connection with estate duty proceedmgs. We have 
earlier recommended that the estate duty return need 
not be affirmed or verified before a Magistrate or an 
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Oath Commis5ioner. Any false return of estate duty 
will, no doubt, be serious as it would result in con
sequential evasion of wealth-tax and income-tax by 
the legal heirs throughout their lifetime. We, there
lore, recommend the making of a provision for prose· 
cution in the case ol a false statement in any verifica· 
tion or for delivering an account or statement which il 
false or which the acconntable person either knows or 
believes to be false or does not believe to be true on 
the lines of the provision in set:tion 277 of the Income
tax Act, 1961. 



CHAPTER 8 

APPEAL, RECTIFICATION AND REVISION 

III-8.1. We find that procedural matters relating to 
appeals and rectifications under the Estate Duty .Act 
show wide divergence from those under other duect 
tax laws. These provisions need to be .restructur.~ to 
bring them in line with the correspondmg proviSions 
under other direct taxes. 

ITI-8.2. At present, the first appeal lies to the Appel
late Controller of Estate Duty only agaimt specified 
orders of the assessing authority as listed out in section 
62. This list is not exhaustive with the result that 
there are some orders of the assessing authority against 
which no appeal lies to the Appellate Controller. Instead 
of enumerating the varlou orders of the assessing 
authority against which an appeal lies to the first appel· 
late authority, we recommend that there should be a ~e
neral provision to the effect that every tina! order (which 
is not in the nature of an administrative order or an 
interlocutory order) of the assessing authority should be 
appealable to the first appeUate authority. We further 
recommend that, an recommended by us in Part D of 
this report In regard to other taxes, the first appeUate 
authority under the Estate Duty Act should be of the 
rank of CoUector. · 

ill-8. 3. Section 62(4) (a) of the Estate Duty Act 
empowers the Appellate Controller to go into any 
ground not SJ?ecified in the grounds of appeal, at the 
stage of hearmg of the appeal. This power is more 
by way of his judicial discretion than a right given to 
the appellant (Swarnammal vs. Controller of Estate 
Duty, Madras 88 ITR 366). The language in section 
62( 4) (a) of the Estate Duty Act ia also different from 
that of the corresponding section 250(5) of the Income
tax Act. We, therefore, recommend that the language 
of sectian 62(4) (a) should be brought in harmony with 
that of section 250(5) of the Income-lax Act as modified 
in the manner recommended by ns in Chapter 6 of 
Part D of this report, we further recommend that 
provisions regulating the admission of fresh evidence 
at the stage of first appeal, on the lines of rule 46 of the 
Income-tax Rules should be incorporated in Estate 
Duty Act as weD. 

ill-8.4. The proviso to section 62(1) restricts the 
right of appeal against any penalty levied for non-pay
ment of duty, "unless the duty is paid before the appeal 
is filed". A similar provision had existed in the Indian 
Income-tax Act, 1922 under the proviso to section 30. 
This restriction was however omitted when the 1961 
law was enacted. The provision requiring payment of 
the fnl1 amount of duty before entertaining an appeal 
against an order of penalty for non-payment of estate 
duty is unnecessarily harsh inasmuch as the accountable 
person may not be in a position to operate the bapk 

account of the deceased or deal with the assets comJ:!rii
ed in the estate until he obtains grant of r~presentali?n .. 
We, therefore, recommend that the pro~ to section 
62(1) may be deleted so that an appeal agamst penalty 
levied for non-payment of estate duty would be compe• 
tent even if the duty is not paid before the appeal b 
filed. 

III-8.5. Under section 63, in appeals other than 
those relating to valuation of any prope~, ~e Appel
late Tribunal can pass such orders as It thinks fit, 
including an order enhancing the es~te duty l?ayablo 
or penalty. But, in appeals, relatmg to dispu~ed 
valuation, the Tribunal is bound to refer. the question 
to two arbitrators if the appellant so reqwres. In that 
event, the Tribunal has to pass its orders "confor!Dably 
to the decision of the valuers." Appellate Tnbunal 
is a tina! fact-finding authority. It is, therefore, .not 
proper to confer on it the power of enhancement, smce 
the taxpayer will be left without further remedy. Even 
in actual practice, the power of enhancement does not 
seem to have been exercised by the tribunal. We, there
fore recommend that the power of enhancement given 
to the Appellate Tribunal DDder section 63 of the 
Estate Duty Act, 1953, may be withdrawn. 

III-8.6. Section 63(6) of the Estate Duty Act pro
vides for reference of any dispute relating to valuation 
of a property to the arbitration of two valuers at tho 
stage of appeal before the Appellate Tribunal with a 
further reference to a third valuer in case of disagree
ment between the two valuers. The provision also 
makes the decision of the two valuers or the third valu
er as the case may be on the question of value binding 
on the Appellate Tribunal. Similar provisions which 
were in existence in the other direct tax Jaws have 
since been abrogated when the system of Valuation 
Officers exercising statutory functions was introduced 
some years ago. In Part II of this Report, we have 
recommended that Valuation Officers shonld cease to 
be statutory authorities under the other direct tax Jaws 
and that the procedure of referring the question of 
disputed value of an asset to arbitration at the stage of 
appeal before the Appellate Tribunal should not be 
revived on that account. In the interest of uniformity 
in procedures in respect of all direct taxes. We recom
mend that DDder the Estate Duty Act also, the procedure 
for reference of any question of disputed value to arbi· 
tration, contained in sob-sections (6), (7) and (8) of 
section 63, should be deleted. We, further, recommend 
that the system of Valuation officers as obtaining DDder 
other direct tax laws functioning fn an advi110ry capacity 
as recommended in Part D of the report, as also the 
system of registered valuers obtaining under the other 
direct tax laws, should be extended to estate duty lUI 
well. 
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fi!:-~.7. Sectio!l 63, at present, does not contain any 
proviSion for filing of cross objactions, by the other 
party, when one party has tiled an appeal to the Tri· 
bunal. In the interest of uniformity We recommend 
that a provision for tiling of a mem~randum of cross 
objections may also be Incorporated In the Estate Duty 
Act as under other Direct Tax Laws. 

III-8.8. In regard to further appeals/references 
against orders of the Appellate Tribunal, we recom
mend that the provisions in the other Direct Tax Laws 
as modified In the manner recommended in Part II of 
this report should be made applicable for the purposes 
of estate duty too. 

111-8.9. In regard to rectification of mistakes appa
rent from the record, section 61 stipulates a time limit 
of S years from the date of the order. We recommend 
that the provisions In this regard should be brought 
in line with these in the other Direct "r.ax Laws as modi-

this report, in the interest of uniformity. 
lied in thP. manner recommended by us in Part II o[ 

ill-8.10. Section 155 of the Income-tax Act, 1961 
provides extended time limits for certain special recti
fications. There is no corresponding provision in the 
Estate Duty Act. Rectification of orders passed unde1 
the Estate Duty Act becomes necessary for various 
purposes. such as recomputation of tbe principal value 
to give effect to any revision in the income-tax or 
wealth-tax liability already allowed under section 44, 
deduction of tbe duty paid in a non-reciprocating 
country under section 49; deduction for Court fees 
under section 50; granting of relief due under section 
50A or Gection SOB with reference to the gift-tax or 
tax on capital gains, etc. The provisions of section 61 
are not quite adequate to deal with these situations 
where a modification of the assessment may become 
necessa:ry after tbe expiry of the time limit specified in 
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that section. We, therefore, recommend that the 
prolisiions ol section 61 may be enlarged In line with 
section 155 of the Income-tax Act, so as to provide 
extended time limits for various purposes, 

III-8.11. Under the Estate Duty Act, there is at 
present on provision for the revision of an order of a 
subordinate authority by the Controller, either in favour 
of the revenue or to give relief to the accountable per
son, similar to those contained in sections 263 and 264 
of the income-tax Act. Such a power to the Control
ler to revise orders of a subordinate authority is vc1y 
iesirable, since in many cases neither the revenue nor 
the accountable person may have other remedies open. 
W c, therefore, recommend that the provisions corres
ponding to section 263 and 264 of the Income-tax Act 
may be included in the Estate Duty Act, conferring 
power on the Controller to revise orders ol any sub· 
ordinate authority. Orders of the Controller revising 
an order prejudicial to the revenue should be appeal· 
able to the Appellate Tribunal, as under the other 
Direct Tax Laws. 

III-8.12. Section 71 of the Estate Duty Act authoriser 
the Board to remit outstanding duty and interest after 
twenty years from the date of death. lt is a bpecial 
provision which is not found in other direct tax lam.. 
Section 71, however, requires that an unduly long 
period of twenty years should have expired after the 
death before this power may be exercised by the Board. 
An application of the accountable person for write off 
of the duty and interest or any part thereof cannot, 
therefore, be acted upon till the said period has expired. 
The time-limit, so laid down, is not realistic. We 
accordingly recommend that the power to remit out
standing duty and interest under the provisions of 
section 71 should be exercisable by the Board any nme 
after the expiry ol three years from the date or finalisa· 
tion ol an assessment or reassessment proceeding onder 
the Estate Duty Ad. 



CHAPTER 10 

SETTLEMENT OF ESTATE DUTY CASES 

III-10.1. A machinery for settlement of income-tax 
cases has been provided for in Chapter XIXA of the 
Income-tax Act and of Wealth-tax cases in Chapter VA 
of the Wealth-tax Act with effect from 1s: April, 1976 
by the Taxation Laws (Amendment) Act, 1975, conse
quent upon the recommendations of the Wanchoo 
Committee (Paras 2.32 to 2.34). At present, the 
Estate Duty Act does not contain any similar provi
sions for settlement of cases. A provision, apparently 
comparable, relating to the assessments in complicated 
cases through the intervention of the Central Board 
of Direct Taxes, exists in section 69 of the Estate Duty 
Act. Thereunder, the Board can compound the duty 
or duties payable in respect of certain types of property 
or interests. This power of composition too can be 
exercised only if the following conditions are fulfilled 
in a particular case : 

(a) where it is difficult to a!certain the exact 
amount ·of estate duty payable in respect of
any property or any interest therein because 
of, 

(i) the number of deaths upon which the 
property has passed, or 

(ii) the complicated nature of the interest of 
different persons in the deceased's pro
perty, or 

(iii) from anv other cause ; 

OR 

(b) where the ascertainment of dufy is likely to 
involve expenses out of proportion to tht~ 
value of the property or interest. 

In the aforesaid circumstances alone, the Board has 
been. empowered to· assess such sum on the value of 
the property or interest as, having regard to the cir
cumstances of 'the case, appears proper. 

III-10.2. A closer look at section 69 shows that this 
provision cannor be as effective as the settlement 
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machinery under Cl.apter XlXA of the Income-tax 
Act or Chapter VA of the WealtlJ-tax Act. While the 
said provision en.ables the .Board to assume jurisdiction 
for asses!ment m complicated cases, the discretion 
~est~~ V.:ith the BC?ar.d to compound. the estate duty 
habllity IS rather hmited. The provisiOns of Chapter 
XIXA of the Income-tax Ac:, 1961, on the other hand 
are much wider sine~, under section 2450(4), th~ 
Settlement Commission, can, in accordance with the 
1\)rovisions of the Income-tax Act 1961, pass such 
order as it thinks fit. Further, section 2451 lays down 
that any such order shall be conclusive as to the matters 
stated therein. There i! no specific provision conferr
ing finality on an order passed by the Board under 
section 69 of the Estate Duty Act. 

III-10.3. In our view, a machinery for Eettlcment ot 
e!tate duty case! is desirable since this would be ad
vantageous both to the Department and to the account
able person. As estate duty assessment is, in essence, 
not much different from a wealth-tax assessment and 
therefore, if a settlement machinery can be useful for 
wealth-tax proceedings, it would be equally !O for 
estate duty purposes. Vexatious problems of .aluation 
and intricate questions involving application of the law 
to the facts of a given case can more readily be re
solved through such a machinery. Besides, estafe du'y 
cases occasionally involve highly disputed questions of 
fact relating to ev~nts that would have taken place in 
the distant past, e.g. for invoking section 10 covering 
property taken under a gift whenever made or for 
application of sections 46(4) and 46(2) pertaining 
to certain types of debts. whenever contracfed, if some 
property was, at any time, derived from the deceased. 
Such cases can better be decided through the process 
of settlement. The machinery for settlement of cases 
would, therefore, result in considerable savings in cost, 
reduce litigation and facilitate quiclc: recovery of the 
estate duty due. After careful consideration, we recom
mend that a sefflement machinery on the lines provid· 
ed under Chapter XIXA of the Income-tax Ad, 1961 
may be introduced in the Estate Dutv Act also. keeping 
in view the recommendations in Chapter 10 of om 
Interim Report. 



CHAPTER 10 
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III-10.1. A machinery for settlement of income-tax 
cases has been l)rovided for in Chapter XIXA of the 
Income-tax Act and of Wealth-tax cases in Chapter VA 
of the Wealth-tax Act with effect from 1s: April, 1976 
by the Taxation Laws (Amendment) Act, 1975, conse
quent upon the recommendations of the Wanchoo 
Committee (Paras 2.32 to 2-34). At present, the 
Estate Duty Act does not contain any similar provi
sions for settlement of cases. A provision, apparently 
comparable, relating to the assessments in complicated 
cases through the intervention of the Central Board 
of Direct Taxes, exists in section 69 of the Estate Duty 
Act. Thereunder, the Board can compound the duty 
or duties payable in respect of certain types of property 
or interests. This power of composition too can be 
exercised only if the following conditions are fuifilled 
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amount ·of estate duty payable in respect of· 
any property or any interest therein because 
of, 

(i) the number of deaths upon which the 
property has passed, or 

(ii) the complicated nature of the interest of 
different persons in the deceased's pro
perty, or 

(iii) from anv other cause ; 

OR 

(b) where the ascertainment of dut'y is likely to 
involve expenses out of proportion to th~ 
value of the property or interest. 

In the aforesaid circumstances alone, the Board has 
been. empowered to· assess such sum on the value of 
the property or interest as, having regard to the cir
cumstances of· the case, appears proper. 

ill-1 0.2. A closer look at section 69 shows that this 
provision cannot be as effective as the settlement 
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machinery under C!.apter XlXA of the Income-tux 
Act or Chapter VA of the Wealth-tax Act. While the 
said provision en_ables the _Board to assume jurisdiction 
for asses!ment m comphcated cases, the discretion 
~este~ w_ith tl1e B~ar~ to compound. the estate duty 
hab!lity IS rather hm1ted. The provisiOns of Chapter 
XIXA of the Income-tax Act, 1961, on the other hand 
are much wider sine~, under section 2450(4), th~ 
Settlement Commission, can, in accordance with the 
provisions of the Income-tax Aci 1961, pass such 
order as it thinks fit. Further, section 2451 lays down 
that any such order shall be conclusive as to the matters 
stated therein. There is no specific provision conferr
ing finality on an order passed by the Board under 
section 69 of the Estate Duty Act. 

III-10.3. In our view, a machinery for settlement ot 
e!tate duty cases is desirable since this would be ad
vantageous both to the Department and to the account
able person. As estate duty assessment is, in essence, 
not much different from a wealth-tax assesSIIlent and 
therefore, if a settlement machinery can be useful for 
wealth-tax proceedings, it would be equally !O for 
estate duty purposes. Vexatious problems of .aluation 
and intricate questions involving application of the law 
to the facts of a given case can more readily be re
solved through such a machinery. Besides, estate du'y 
cases occasionally involve highly disputed questiom of 
fact relating to events that would have taken place in 
the distant past, e.g. for invoking section 10 covering 
property taken under a gift whenever made or for 
application of sections 46(4) and 46(2) pertaining 
to certain types of debts. whenev·er contract'ed, if some 
property was, at any time, derived from the deceased. 
Such cases can better be decided through the process 
of settlement. The machinery for settlement of cases 
would, therefore, result in considerable savings in cost, 
reduce litigation and facilitate quick recovery of the 
estate duty due. After careful consideration, we recom
mmd that a settlement machinery on the lines provid· 
ed under Chapter XIXA of the Income-tax A.ct, 1961 
may be introduced in the Estate Dutv Act also, keeping 
in view the recommendations in Chapter 10 of om 
Interim Report. 



CHAPTER 11 

RATES OF ESTATE DUTY 

III-11.1. We have received numerous representations 
to the effect that the rates of estate duty are very high 
and that these should be considerably lowered. In this 
connection it has been pointed out that the income
tax and w~alth-tax rates have, in recent years, been 
rightly slashed down. A further demand voiced is that 
the threshold of exemption from duty should be subs
tantially raised. We have given serious thought to these 
representations. 

ID-11.2. In our view, altogether different considera
tions have to prevail for determining estate duty rates 
in contradistinction to the rates under other enactments. 

The fact that income-tax and wealth-tax rates have 
been brought down does not necessarily imply that 
there is a case for similar reduction in the estate duty 
rates. With the deceased's property subject to first 
charge under section 74 of the Estate Duty Act, there 
is almost an assumption that there is a prior claim of 
the State over that of the legal heirs. Besides, the 
incidence of this levy is felt the least since inheritance 
is a mere bouncy. Estate duty, which thus stands on 
a different footing, can play a more significant role in 
the national goal of achieving a socialistic pattern of 
society. This would, however, not justify any unrealis
tic rates since these may cause genuine hardships giv
ing rise to reluctant compliance and ultimately evasion. 
At the same time, estate duty rates must have a pro
per correlation with gift-tax .rates. Any wide disparity 
between the two rates might mean offering a choice of 
selecting one in preference to the other, in our system 
where the. two levies are not completely integrate(!. 

ID-11.3. A comparison of death duties in u.s.A., 
the U.K., and Australia with those in India shows 
that the maximum rate of estate duty is 70 per cent in 
U.S.A., 75 per cent in the U.K., and 50 per cent in 
Australia, whereas, in our country, the maximum rate 
is 85 per cent. The top rate is reached, in terms of the 
currency of their own countries, in India and the U.K. 
at 20 lakhs, in U.S.A. at 50 lakhs and in Australia ar 
20 Jakhs. However, as elsewhere pointed out in this 
Report, a vital difference between the levy in those 
countries and that in our counfry is the system of inte
gration of lifetime transfers with the property passing 
on death. The ultimate effect of such an integration 
is that any benefit that a person might derive by trans
fers during his lifetime is offset by clubbing these with 
fhe property passing on death. We have elsewhere ex
pressed ourselves against such integration in our law. 
In that context, we do not consider it appropriate to 
bring down the maximum rate of estate duty to the 
level prevailing in these countries. In our view, the 
maximum rate in our country can be fixed at 80 per 
cent. The rates of duty in the initial slabs which com
pare favourably with those elsewhere being, in fact, 
much lower, require. no change. Only the top slab, 
where the rise in the rates is very steep, needs to h,. 

broken so as to bring about a more gradual m in the 
incidence of duty. Accordingly, we recommend that ~e 
rates of duty in the slab of principal value exceeding 
Rs. 20,00,000 may be altered 118 under : 

Slab of Principal value Present Rate Rate of duty 
of duty recommended 

Over Rs. 20 lakhs but not 85% 60% 
exceeding Rs. 25 lakhs. 

Over Rs. 25 lakhs but not 85% 70% 
exceeding Rs. 30 lakhs 

Over Rs. 30 Lakl" 85% SO% 

m-11.4. As already stated abave, the gift-fax rates 
and estate duty rates have to be properly co~elated 
so that the two rates structure do not lead mto an 
escape route. We find that the gift-tax rates upt(l 
Rs. 3,50,000 are higher than the estate duty rates 
Thereafter the rates are the same upto Rs. 20,00,000. 
The rate ~pplicable to the topmost slab in respt:ct of 
gift-tax is 75 per cent and that for estate duty IS 8'i 
per cent. As a corollary to, the change in the r~te 
structure of estate duty recommended above. the .!tift
tax rates will also need amendment. We recommend 
that the rates of gift-tax in the slab of taxable gifts over 
Rs. 20 lakhs upto Rs. 25 1akbs should be 60 per cent 
811d that in the slab over Rs. 25 1akhs upto Rs. 30 
lakhs should be 70 per ~tent and the existing maximum 
rate of 75 per cent may operate on taxable gifts ex
ceeding lb. 30 lakhs. 

III-11.5. We mav now advert fu the .question of 
exempted threshold. The Wanchoo ~mm.1tte~ had. r~
commended an increase in the basic exemption limit 
from Rs. 50,000 to Rs. 2 l~s. This recommend~
tion has however to be viewed m the context of thell" 
recomm~ndation i~ para 5.59 of their Final Report for 
the withdrawal cf the exemption under section 
33(l)(n) of the Estate Duty Act for a residential house, 
owned by the deceased, upto Rs. 1 lakh. As we h~vo 
not favoured any change in the quantum of exemption 
under section 33(1)Cn), in our view, there is no need 
for raising the thrCJ>hold above Rs. 1 lakh, which has 
already been proposed in the Budget for 1978-79. 

ID-11 6. Part II of the Second Schedule to the Estate 
Duty Ad prescribes a fiat rate of duty of 7-1/2 per 
cent in respect of the value of shares and deben!-Dfes 
in excess of Rs. 5,000 held by the deceased who IS an 
individual not domiciled in India in companies incor
porated outside India which are referred to in section 
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20A. By virtue of rules 7(e) and 8(f) of the Estate 
Duty Rules, 1953 such shares and debentures . are 
movaL!e property looted outside India and cannot, 
but for this provision, be subjected to duty because of 
the exemption provided under section 21 ( 1) (b) i11 
the case of a person not domiciled in India. The provi
sion has been rendered virtually redundant due to the 
change in the test for determining the "residence" of 
a company under the present Income-tax Act. Since 
a company incorporated abroad can be "resident" in 
India only if the control and management of its affair~ 
is situated wholly in India, such an eventuality is very 
remote. That this section is practically a dead letter i• 
borne our by the fact that no case of charge of duty 
under section 20A has been reported in the statistics 
published by the Department. In the circumstances, we 
recommend that section 20A of the estate duty Act and 

243 

Part B of the second Schedule to the Estate Duty Act 
may be deleted. 

(D. N. PATHAK) 
Secretary 
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SUMMARY OF OBSERVATIONS AND 
RECOMMENDATIONS 

FINAL REPORT-PART Ill 

INTRODUCTORY 

1 Consolidation of the Estate Duty Act with any 
oth~r direct tax enactment is not favoured. 

(Para III-0.5) 

2. The Estate Duty Act should continue as it serves 
a socialistic objective. (Para Ill-0.6) 

CHAPTER 1 : DEFINITIONS 

3. The term "principal value of the estate" may b~ 
used to indicate the base for charge of duty and It 
may be defined to mean the aggregate of the market 
values of all property, settled or not settled, including 
agricultural lands, which passes or is deemed to pass 
on the death of a person, as reduced by the ~e~ts and 
incumbrances and after allowance of the admissible de
ductions Any similar expression used elsewhere in 
the Act· to denote the market value of a single item 
of the deceased's property as in sections 20A, 34, 36, 
39(3 ), etc., will have to be suitably modified far the 
sa](e of clarity. (Para III-1.2) 

4. The term "gross duty payable" may be defined to 
mean the amount of duty calculated on the "principal 
value of the estate" in accordance with the rates speci
fied in the Second Schedule to the Estate Duty Act, 
1953 ; and the term "average rate of duty" may be 
defined to mean the rate arrived at by dividing the 
"gross duty payable" by the "principal value of the 
estate". (Para III-1.3) 

5. It is necessary to constitute the Controller of 
Estate Duty, Deputy Controller of Estal'e Duty and 
Assistant Controller of Estate Duty as distinct autho
rities under the Estate Duty Act with powers and 
functions sinillar to their counterparts under the other 
direct tax laws. (Para III-1.4) 

CHAPTER 2 : BASIS OF CHARGE OF ESTATE 
DUTY 

6. The law should make it clear that, property held 
benami would pass under section 5 of the Sstate Duty 
Act, 1953 on the death of the real (beneficial) owner 
and that, on the death of the benamidar, section 6 
would not be applicable on the mere ground that the 
benamidar was legally competent to dispose of the 
property. (Para III-2.2) 

7. Complete integration of lifefime gifts with the 
estate passing on death would neither be practicable 
nor rational under our system of taxation. The sta
tutory period under section 9 of the Estate Duty Act 
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may, however, be extended from two years to fi~e 
years. Corresponding amendments may be made m 
sections 10, 11, 12, 22, 33(1) (b) and 46. 

(Paras III-2.5, lll-2.9, lll-2.11, lll-2.12, 
lll-3.6, III-4.5 and lll-6.11) 

8. A clarificatory provision may be m~de in the 
law to the effect that payment of any premmm by the 
deceased for effectin!l or keeping in force a policy taken 
out under the Marned Women's Property Act, 1874 
is not to be regarded as a gift for the purposes of 
section 9 of the Estate Duty Act. (Para Ill-2.6) 

9. The law may be suitably amended to provide that 
where cash gifts received by the donee from the deceas
ed, who was a partner ill; a firm, ~e deposited in the 
business of that partnership, such gtfted property would 
not be liable to duty under section 10 of the Estate 
Duty Act regardless of the position whether the donee 
is a partner in the firm or not. (Para Ill-2.7) 

10. The definition of the term "property" under 
section 2( 15) of the Estate Duty Act may be ex
pressly made applicable to the provisions of section 
10. (Para III-2.8) 

11. An Explanation may be added at the end of 
section 10 to the effect that possession and enjoyment 
of the gifted property by the donor or any benefit 
reserved to him therein will not result in the charge 
of duty to the proportionate extent of the considera
tion in money or money's worth paid by the donor to 
the donee for such possession and enjoyment or bene
fit. (Para III-2.10) 

12. With a view to rreventing leakage of revenue 
through the device of ' grafting" and to keep up the 
efficacy of the provisions of section 5, 7. and 11, a 
suitable amendment may be made on the lines of sec
tion 36 of the U.K. Finance Act, 1969. (Para Ill-2.11) 

13. Section 12 may be amended to limit the charg~ 
under that section to a part of the settled property 
in proportion to the value of the interest reserved. 

(Para III-2.12) 

14. A provision may be made in the law to the 
effect that moneys receivable under personal accidel't 
policies, if otherwise passing on the death, are nt't 
be aggregated with the other property of the deceased. 
· (Para III-2.13) 

CHAPTER 3 : EXCEPTIONS FROM CHARGE 
15. The concept of domicile of the deceased may 

continue in preference to that of either his citizenship 
or residence for purposes of section 21 of the Estate 
Duty Act. (Para III-3.4) 
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16. Rule 7(g) of the Estate Duty Rules may be 
amended to make it clear that the interest of a bene
ficiary in an unadministered estate is movable property 
even if the estate includes immovable property. 

(Para III-3.5) 

17. Section 29 of the Estate Duty Act providing 
for relief from duty in cases where estate duty has 
been paid in respect of any settled property on the 
death of the spouse may be amended to secure that 
the relief will be available even where no duty was 
in fact paid on the first death due to the estate being 
below the dutiable limit or the property being exempt 
under any specific provision of the law. (Para III-3.8) 

18. The word "dependants" in section 29A may be 
replaced by the expression "relatives· of the deceased 
dependent upon him for the necessaries of life." 

(Para III-.3.9) 

19. The market value of the dutiable part of the 
annuity or pension for the purposes of section 29A 
may be determined by the application of Jollicoe's 
formula with a rate of interest equal to that allowed 
by nationalised banks on long-term deposits of more 
than five years. (Para III-3.9) 
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20. An annuity payable to the widow or other re
latives of the deceased dependent upon him for the 
necessaries of life, under a contract approved under 
section SOB of the Income-tax Act, 1961, should be 
eligible for exemption under section 29A of the Estate 
Duty Act to the extent of Rs. 15,000 per annum. 

(Para III-3.11) 

21. The power to grant quick succession relief under 
section 31 should be delegated to the· assessing autho
rity. (Para III-3.12) 

22. The quick succession relief under section 31 
should be allowed if the second deceased has at his 
death adequate resources to cover what he inherited on 
the first death without the need for tracing actual deal
ings with the property through sale and reinvestment 
between the two deaths. (Para III-3.13) 

23. The proviso to section 31 may be amended 
to make it clear that, where the proviso applies, the 
reduction in the estate duty payable on the second 
death will be worked out with reference to the amount 
of duty calculated on the value of the property as 
on the first death at the "average rate of duty" on 
the principal value of the estate computed on the 
second death. (Para III-3.14) 

CHAPTER 4 : OTHER EXEMPTIONS AND 

REBATES 

24. In order to simplify calculations of duty, the 
exemptions under clauses (a), (b), (f), (g), (h) and 
(k) of section 33(1) may be provided by way of 
straight deductions instead of rebates at the average 
rate. Relief under section 35(3) in respect of agri
cultural land in the case of small estates may be given 
by way of a deduction of an amount equal to 10 per 
cent of the value of the agricultural land included 
in the principal value. (Para III-4.2) 

25. The amount eligible for ~xemption un~er section 
33(1)(a) with reference to g1fts for chantable pur
poses may be increased from Rs. ~,500 to Rs. 5,0~0. 
The amount eligible for exemption. under secli~n 
33 ( 1 )(b) with reference to other gifts may be m
creased from Rs. 1,500 to Rs. 3,000. (Para 111-4.5) 

26. A consolidated exemption may be provided in 
respect of all kinds of tools and household goods, to 
the extent of Rs. 10,000, under section 33(1)(c). 

(Para III-4.6) 

27. The present limit and the restrictio!l under sec
tions 33(1) (f) and 33(1) (g) should contmue as these 
are equitable. (Para III-4.7) 

28. The limit over the exemption in respect of 
moneys payable under policies of insurance, under sec
tion 33(1)(b), should be raised to. Rs. 10,000. Fur
ther, moneys payable from any provident fund referred 
to in section 80C(2) of the Income-tax Act should 
also be covered by the exemption under section 
33(1) (h) within the same consolidated monetary limit 
of Rs. 10,000. (Para III-4.8) 

29. The exemption under section 33(1l(i) in res
pect of drawings, paintings, etc., should be extended 
to. cover such collections made by· the deceased him
self · if the conditions preiicribed in that behalf are 
satisfied. (Para III-4.9) 

30. The expression "retained in the family" of the 
deceased occurring in the clauses (i) and (j) of sec
tion 33(1) may be substituted by the expression 
"retained by the legal heirs or legatees or donees". 

(Para III-4.10) 

31. Rules 11, 12 and 13 of the Estate Duty Rules, 
1953, relating to conditions for grant of exemption 
under sections 33(l)(i) and 33(l)(j), which create 
substantive liability to duty and cast statutory obliga
tions on certain persons, may be made a part of the 
substantive law. (Para IIJ-4.11) 

32. The scope of the exemptions under sections 
33(1) (m) and 33(1) (mm) should be widened so as 
to cover the estate of any civil servant and any other 
person whose employment in the national cause is 
equally hazardous ; and these exemptions should be 
available not merely where the deceased was killed in 
action against an enemy but also where the claim for 
exemption is supported by a certificate from the pres
cribed authority that the deceased had died either from 
a wound infiicted accident occurring or disease con
tracted at a time when the deceased was (a) on active 
service against an enemy or (b) on other service of 
a warlike nature or which involved the same risks as 
service of a warlike nature or where the deceased had 
died from a disease contracted at some previous time, 
the death due to or hastened by the aggreavation 
of the disease due to th~ ooitl Pmnl'lyment. 

(Para III-4.12) 

3J. ln ~Bluing the property of the deceased which 
was exclusively used by him for his own residence for 
the purposes of exemption under section 33(1) (n), 
the same principles as recommended in Chapter 14 
of the Interim Report and Chapter 18 of Part I of 
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this Report should be adopted. Further, the expres
sion "one bouse" occurring in section 33(1) (n) should 
bQ clarified to cover servants' or a gardener's quarters 
and garage. (Para Ill-4.14) 

34. The period of five years specified in section 
33 ( 1) (0), relating to exemption of the property gifted 
by the deceased to his spouse, son, daughter, brother 
or sister. should be increased to seven years. 

(Para III-4-15) 

CHAPTER 5 : VALUE CHARGEABLE 

35. The method of valuation of property under all 
direct tax Jaws including estate duty .should, as far ~s 
possible be the same as suggested m Part I of tlus 
Report ~xcept where some special or distinguishing 
features of the estate duty law require a different 
method to be adopted. (Para III-5.1) 

36. The substance of section 37 should b~ incor
porated in section 36 itself and at the same tune, the 
exclusion of cases falling under rule 15 of the Estate 
Duty (Controlled Companies) Rules from the scope 
of the general provision in section 36 should b~ SJ1elt 
out clearly so as to avoid _a~y controversy or am~1gu1ty. 
Furtl1er, the special proviSIOns at present contam~ m 
section 37 should be extended for the purpose of valu
ation of shares in a private company under the Wealth
tax Act and the Gift-tax Act as well. In consonance 
with the recommendation made in Part I of this Re
port, rules will have to be framed by the. Board. for 
the valuation of unquoted shares on the bas1s of gu1d~ 
lines laid down by the Institute of Chartered Accoun
tants for uniform application to all the direct taxes in
cluding estate duty. (Para III-5.6) 

3 7. The provision in rule 14 ( 3) of the Estate Duty 
Rules may be excluded from application in respect 
of quoted shares, stocks and debentures, and trading 
assets, viz., stock-in-trade, consumable stores, spare 
parts, raw materials and semi-finished goods. In _res
pect of trading assets, it may be expressly provided 
that the value as for the corresponding income-tax 
assessment of the deceased will be adopted. Further, 
the expression "within a short time after the death" 
in rule 14(3) may be replaced by "within six months 
after the death". (Para III-5.8) 

38. For the purpose ·of valuing interest in copar
cenary property of a Hindu joint family ceasinp; on 
the death of the deceased, the principal value of the 
joint family property should first be computed without 
grant of any deduction under section 33 and, thereafter, 
the deceased's interest in each of the exempted assets 
of the family should be projected into the assessment 
for being taken into consideration for exemption sub
ject to the overall ceiling, if any, under section 33. 

(Para III-5.10) 

39. Rules 14(5) and 14(6) of the Estate Duty 
Rules should be deleted and the method of valuation 
of lands, whether agricultural Or containing minerals, or 
otherwise, should, for estate duty purposes, be the 
same as for valuation t!Dder other direct tax laws. 

(Para III-5.11) 

40. Power may be given to the Controller for grant
ing relief in the duty payable in a case of genuine 
hardsh_ip resulting from the sale (to a person not being 
a relauve) of quoted investments within 12 months of 
the date of death of the deceased at a substantially 
l~wer value. than that adopted in the assessment pro
Vided there IS no purchase or repurchase thereof within 
two years of the date of death by any relative of the 
decease~. The. relief may be granted only after makins: 
appropnate adJustments for factors such as issue or 
bonus shares or right shares, payment of further calls 
reorganisation of the capital of the company, etc. Th~ 
relief may be determined with reference to the diffe
rence between the duty on the assessed value of the 
estate and that on the value of the estate recomputed 
by taking tbe price realised on sale of the quoted in
vestments (as adjusted). (Para III-5.13) 

CHAPTER 6 : DEDUCTIONS AND RELI~ 

41. The limit over the deduction for funeral ex
penses may be raised from Rs. 1,000 to Rs. 2.500. 

(Para III-6.2) 

42. A clardicatory Explanation may be inserted in 
section 44 to secure that any liability in respect of 
gift-tax outstanding agamst the deceased at the time ot 
his death is not disallowed as falling within the scope 
of clause (a) or clause (b) of that section. 

(Para III-6.3) 

43. Debts or mcumbrances which are in excess ot 
the free estate may be allowed against property passing 
under other titles, e.g., property gifted by the deceased 
which is included in the estate, if such debts are 
actually discharged by the persons to whom such other 
property has passed, withm a spe9ified period of, say, 
two years following the date of death of the deceased. 
Such a voluntary discharge of the debts of the deceased 
by the donees of such gifts should also be exempted 
from any liability to gift-tax in the hands of the donees. 

(Para III-6.5) 

44. Debts or incumbrances which are secured on 
property eligible for exemption from duty, e.g., foreign 
immovable property or residential house in India upto 
Rs. 1 ,00,000, should be considered for deduction from 
the remaining properties which are dutiable provided 
such debts are enforceable against such dutiable pro
perties ; if there is a deficiency the same should be 
allowed against property passing under other title~. 

(Para III-6.5) 

45. The substance of the provisions in section 16(2) 
may be incorporated in section 46 itself in simple 
language so as to make it self-contained. 

(Para III-6. 7) 

46. Section 16(2) (c) may be amended to secure 
that only in the case of a settlement made by the de
ceased, the annual or periodical payments would be 
covered in the definition of "subject-matter" under 
that section and that in other cases, the income of the 
property derived from the deceased is not to be regard-
ed as property derived from the deceased. · 

(Para Ill-6.8) 



4 7. Section 46 may be amended to secure that its 
provisions do not apply with reference. to transactions 
which took place earlier than 15 years prior to the 
date of death of the deceased. (Para lll-6.9) 

48. Section 46 should be made expressly inappli
cable where the property derived from the deceased 
is otherwise included in the estate under the provisions 
of sections 9, 10 or 12. (Para lll-6.10) 

49. The actual expense of realising or administering 
foreign property should be allowed upto the limit of 
5 per cent of its value, under section 48. 

(Para III-6.12) 

50. Section 50 may be amended to make it clear 
1hat the amount of court-fees paid means the amount 
paid in pursuance of . a determination by the court of 
court-fees payable on the application for probate, letters 
of administration or succession certificate and that 
neither the assessing authority nor any other authority 
under the Estate Duty Act will be entitled to question 
such determination. (Para III-6.13) 

51. Section SOA may be amended to limit the deduc
uon on account of gift-tax paid to the proportionate 
amount of estate cluty payable on the same property. 

(Para lll-6.14) 
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52. The power to relax the time limit under section 
50B should be given to the Controller, instead of 
being centralised with the Board. (Para lll-6.15) 

53. Section SOB may be amended to cover transfer 
by way of compulsory acquisition of any of the pro
perties included in the es1ate or delivery of any such 
property by the accountable person to the Government 
for adjustment of the price against the estate duty 
even beyond the period of two years stipulated there
under. (Para III-6.15) 

54. For purposes of the relief under section SOB, 
the quantum of tax paid on capital gains may be spell 
out to b~ the amount arri.ved at by applying the average 
rate of mcome-tax applicable to the total income of 
the relevan~ year, to the capital gail!s forming part of 
such total mcome, after the deduchon if any under 
section SOT of the Income-tax Act, a~d the "~mount 
paid towards estate duty" may be clarified to mean 
the estate duty actually paid taken together with any 
court-fees paid out of the proceeds of the transfer 
of the property. (Para III-6.16) 

. ~5. The relief under section SOB may be computed 
With reference to the net proceeds of the transfer of 
the proper!J' i.e:, the proceeds after the deduction of 
the expenditure mcurred wholly and exclusively in con
nection with the transfer, instead of the gross procee<Js. 

(Para III-6.17) 

CHAPTER 7 : ASSESSMENT, PENALTIES ANn 
PROSECUTIONS 

56. The . account of the property passing on the 
death, reqmred to be filed by the accountable person 
should .be t7rmed as an estate duty return. Further: 
the venftcatlon of an estate duty return should be in 
the same form and should be made in the same manner 

as in the case of any other direct tax return a~d the 
requirement of a sworn statement before a magtstrate 
or an oath commissioner should be removed. . 

(Para III-7.1) 

5'1. The provisiollS of section 53(1) (b) may be 
amended so as to confer inlmunity from accountability 
on persons responsible for making payments out of 
provident funds referred to in section SOC of the In
come-tax Act, or gratuity funds approved under the 
Income-tax Act, in those cases where the aggregate 
amount payable out of such funds to the _legal heirs, or 
the nominees of the deceased subscriber does not ex
ceed Rs. 25,000. (Para lll-7.2) 

· 58. There should be a specific provision for treating 
an estate duty return tiled any time before the asses~
ment is completed as a valid return and for charge 
of interest on the duty from the date of expiry of 6 
months after the date of death of the deceased upto 
the date of filing of such return, irrespective of whether 
or not the accountable person had obtained extension 
of time from the Controller for filing the return. 

(Para III-7.3) 

59. The tirnelimit for initiation of assessment pro
ceedings under the Estate Duty Act should be 8 years 
from the end of the financial year in which the death 
occurred and 16 years, in cases where the principal 
value of the estate is likely to be Rs. 5 lakhs or more 
subject to the requirement that in the latter type of 
cases, approval of the· Board is obtained before the 
issue of the notice. The tirnelimit for commencement 
of proceedings for reassessments should be 4 years 
from the end of the fiilancial year in which the death 
occurr~ in cases .falling under section 59(b) and 8 
years m cases falling under section 59(a), subject to 
the approv~l of the ControJ1er in the latter type of cases. 
Ther~ should also be a provision for initiating such pro
ceedings upto 1 ~ years in cases where the value of 
the estate escapmg assessment is likely to be Rs 5 
lakhs or more, subject to the approval of the Bo~d. 

(Para lll-7.4) 

60. The timelimit for completion of an estate duty 
assessmentfreassess!l'ent sho_uld be 4 years from the 
end of the financ•al year m which the proceedings 
for such assessment/reassessment were initiated or 4 
years from the end of the financial year in 'which 
the _return or a supplementary return envisaged under 
~ecllon 53 ( 4) or under section 56 is filed, whichever 
ts late~ .. Further, a specific provision should be made 
authonsmg a reassessment on the basis of a su le
me~tary return envisaged under section 53 ( 4) or ~der 
secllon 56• w~ich is filed after the completion of the 
assessment, w•.thout the nee_d to initiate formal reassess
m.ent, proceedmgs. The introduction of the timelimit 
as stated ab~ve should be suitably staggered in res
pelct odf _pendmg proceedings. The timelimit may be 
re axe m cases where : 

(a) ~he accountable person demands the reopen
!ng of the whole or any part of the proceed
~ngs consequent on a change in the incum
o~nt of the office of the assessing authority ; 

(b) ~~ pn?ceedings aie stayed by an order or 
InJunction of any court ; or 



(c) the assessment/reassessment has to be made 
in consequence of, or for giving effect to, 
any finding or direction of any appellate or 
revisionary authority ; or 

(d) an application made before the Settlement 
Commtssion (in pursuance of the recommell
dation elsewhere in this Part for the p!U
vision of a machinery for settlement of dis
putes in estate duty matters) is rejected hy 
the Commission or is not allowed to be pro
ceeded with by it. 

In such situations, the relaxation in the timelimit should 
be broadly on the lines of the provisions in section 
153(3) of the Income-tax Act as suggested to be modi
lied under the recommendations in Part II. 

(Para III-7.6) 

61. Sub-sectJ.on (2) ot section 57 relating to pro
visional assessment should be amended to make the 
demand raised on such assessment liable to be re
covered from any of the accountable persons and not 
merely from the accountable person on the basis of 
whose return the provisional assessment is made, after 
giving an opportunity to the other accountable persons 
of being heard. Section 70 should be amended to 
extend the provision for levy of interest on the de
mand raised on a provisional assessment under section 
.'i7, which is not paid in time. (Para III-7.7) 

62. The provisions of section 70 and rule 42 may 
be modified so that levy of intere5t is attracted in all 
cases where there is a delay in filing the estate duty 
account or in the payment of the duty, whether on re
gular assessment or provisional assessment, even if 
there is no application from the accountable person ror 
extension of time, or the terms subject to which ex
tension is granted are not fulfilled. (Para III-7.8) 

63. The maximum rate of interest under section 70 
and rule 42 should not exceed 6 per cent. 

(Para III-7.9) 

64. As recommended in Part II in relation to section 
273A of the Income-tax Act, power may be conferred 
on the Controller to reduce or waive the interest charge
able under the Act. Further, the proviso to rule 42( d) 
which makes the Controfler's discretion to reduce the 
rate of· interest subject to the general instructions of 
the Board should be deleted and the rate of interest 
to be actually charged in a given case, either for delay 
in filing the account or in the I?ayment of duty, may 
be wholly left to the discre!ion of the assessing 
authority. (Para III-7.10) 

65. The rate of interest payable by Government 
under rule 19 ( 3) on deposits in respect of estate duty 
made under section 33 (1) (g) may be increased to 
6 per cent. This interest should continue to be cal
culated from the date of deposit to the date of death, 
as at present. In case the deP.osit is found to be in 
excess of the estate duty liabtlity finally determined, 
further interest may be granted on such excess at 
the same rate from the date of death to the date when 
the excess is refunded. (Para III-7.11) 
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66. Interest may be granted at the rate of 6 per 
cent on any amount which is found to be refundable 
to the accountable person consequent upon any order 
in assessment, appeal, revision or rectification but 
which is not refunded within the period of 3 months 
from the end of the month in which the order is 
passed. (Para lll-7.12) 

67. Provisions relating to penalties under the Estate 
Duty Act may be modified on the following lines : 

(i) Penalties for defaults relating to filing of re
turns or complying with notices should be 
leviable only by the authority before whom 
such default occurs and not by any other 
higher appellate or administrative authority. 
The penalty for concealment may, however, 
be allowed to be levied by the assessing 
authority as also by the first appellate autho
rity and the revisionary authority. The Ap
pellate Tribunal, which is the final authority 
on facts, should not have the power to levy 
penalties for any of the defaults. 

(ii) A provision similar to that section 273A of 
the Income-tax Act should be introduced in 
the Estate Duty Act bestowing powers on 
the Controller to reduce or waive the penalty 
in appropriate cases. (Para III-7.13) 

68. For completion of penalty proceedings under 
the Estate Duty Act, there should be a timelimit of 
two years from the end of the financial year in which 
the assessment proceedings during which penal action 
is initiated are completed. Provision may also be made 
for extension of this timelimit on the lines of the 
provision in section 275 (a) of the Income· tax Act 
and the Explanation thereto, as suggested to be modi
fied in Part II of this Report. (Para Ill-7.14) 

69. A provision may -be introduced for prosecution 
for the making of a false statement in any verification 
or for delivering an account or statement which is false 
or which the accountable person either knows or l,e
lieves to be false or does not believe to be true, em 
lines of the provision in section 277 of the Income-tax 
Act. (Para III-7.15) 

CHAPTER I! : APPEAL, RECTIFICATION AND 
REVISION 

70. Provisions of the Estate Duty Act relating to 
appeals and rectifications need to be restructured to 
bring them in line with the corresponding provisions 
under the other direct tax laws. (Para 111-8.1) 

71. Instead of enumerating the various orders of the 
assessing authority against which an appeal lies to the 
first appellate authority, there should be a general pro
vision to the effect that every final order (which is 
not in the nature of an administrative order or an in
terlocutory order) of the assessing authority should 
be appealable to the first appellate authority. The 
first appellate authority under the Estate Duty Act 
should be of the rank of Controller. (Para 111-8.2) 
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72. The language of section 62( 4) (a) relating to 
admission of fresh grounds of appeal. before the fi~st 
appellate authority should be brought m harmony w1t~ 
that of section 250(5) of the. Income-tax Act as modi
fied in the manner recommended in Chapter 6 of Part 
II of this Report. Further, provisions regulating the 
admission of fresh evidence at the stage of fin>t 
appeal may be introduced on the lines of rule 46 of 
the Income-tax Rules." (Para III-8.3) 

73. The proviso to secti9n 62(1) may be deleted 
so that an appeal against penalty levied for no~-pay
ment of estate duty would be competent even if the 
duty is not paid before the appeal is filed. 

(Para III-8.4) 

7 4. The powers of enhancement given to the Ap
pellate Tribunal under section 63 may be withdrawn. 

(Para III-8.5) 

75. The procedure for reference of any question of 
disfuted value to arbitration, contained in sub-sections 
(6 , (7) and (8) of section 63, should be deleted. 
Further the system of Valuation Officers obtaining 
under o'ther direct tax laws, functioning in an advisory 
capacity as recommended in Part II of this Report, 
as also the system of registered valuers obtaining under 
other direct tax laws, should be extended to estate duty 
as well. (Para III-8.6) 

7 6. A provision for the filing of a memorandum of 
cross objections may be incorporated in the Estate 
Duty Act as under other direct tax laws. 

(Para III-8.7) 

77. In regard to further appeals/references against 
orders of the Appellate Tribunal, the provisions in the 
other direct tax laws as modified in the manner recom
mended in Part II of this Report should be made 
applicable for the purpose of estate duty too. 

(Para III-8.8) 

78. The provisions of section 61 relating to rectifi
cation of mistakes apparent from the record should 
be brought in line with those in the other direct tax 
laws as modified in the manner recommended in Part 
II of this Report. (Para III-8.9) 

79. The provisions of section 61 may be enlarged in 
line with the provisions in section 155 of the Income
tax Act so as to provide extended timelimits for 
various purposes under the Estate Duty Act such as, 
recomputation of the principal value to give effect to 
any revision in the income-tax or wealth-tax liability 
already allowed under section 44 ; deduction of the 
duty paid-in a non-reciprocating country under section 
49 ; deduction for court-fees under section SO ; grant
ing of rel_ief due under section 50A or section SOB 
with reference to the gift-tax or tax on capital gains, 
etc. (Para III-8.10) 

80. Provisions corresponding to those in sections 
263 and 264 of the Income-tax Act may be introduced 
in the Estate Duty Act conferring power on the Con
troller to revise orders of any subordinate authority. 
Orders of t~ Controller revising an order prejudicial 

to the revenue should be appealable to the Appellate 
Tribunal as under the other direct tax laws. 

' (Para III-8.11) 

81 Section 71 of the Estate Duty Act, whic~ autho
rises ·the Board to remit outstanding duty and mter~st, 
may be modified so that the pow~r under that secti~n 
is exercisable by the Board any ume after the expu-y 
of three years from the date of finalisation of an assess
ment or reassessment proceeding. under the Estate 
Duty Act. · (Para II-8-12) 

CHAPTER 9 : RECOVERY OF DUTY 

82. The present procedure for collection and !e
covery of estate duty demands has not proved effecllvo 
in tackling the problem of mounting arrears. 

(Para III-9.1) 

83. The procedures for recovery of income-tax and 
other direct taxes, modified in the manner recom
mended in Part II of this Report, should be made 
applicable for t~e purposes of estate. duty also. As 
this would entail the Department taking over the re
covery matters already referred to the State Govern
ment authorities-and pending with them, suitable transi
tional provisions will have to be made for such take
over. (!'ara III-9.2) 

84. Section ·52 of the Estate Duty Act, which pro~ 
vides for payment of duty by transfer of a property 
comprised in the estate to the Govermnent at a price 
to be agreed upon, may be amended to secure that, 
when a property comprised in the estate is offered by 
the accountable person in payment of the estate duty, 
it should be obligatory on the Government to accept 
the offer ; where there is a dispute about the price ill 
such a case, the Government should be ojJJiged to pay 
the value which has been finally adopted for the 
purpose of assessment. (Para III-9.3) 

CHAPTER 10: SETTLEMENT OF ESTATE 
DUTY CASES 

85. A machinery for setllement of cases may be 
introduced in the Estate Duty Act . on the Jines of 
the provisions in Chapter XIXA of the Income-tax 
Act, keeping in view the recommendations in Chapter 
10 of the Interim Report. (Para III-10.3) 

CHAPTER 11 : RATES OF ESTATE DUTY 

. 86. The maximum rate ·of estate duty should be 
fixed at 80 per cent and the rates ·of duty in the 
slab of principal value exceeding Rs. 20,00,000 altered 
as under: 

Slab of principal value · Present rate Rate of duty 
of duty recommended 

Over Rs. 20 lakhs but not 85% 60% 
exceeding Rs. 25 lakhs 

Over Rs. 25 lak hs but ·1ot 
exceeding Rs. 30 lakhs 85% 70%. 

Over Rs. 30 lakhs 85% 80% 

(Para III-11.3) 
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87 With a view to ensuring proper correlation bet
ween the gift-taX rates and the estate. duty rates, th~ 
rate of gitt-tax in the slab of taxable gtfts over Rs. 20 
lakhs upto Rs. 25 lakhs should be 60 per cent ; that 
in the slab over Rs. 25 lakhs upto Rs. 30 lakhs 
should be. 70 per cent ; and the existing maximum rate 
of 75 per cent should operate on taxable gifts exceed
ing Rs. 30 lakhs. (Para ill-11.4) 

88. Section 20A of the Estate Duty Act imposing 
liability to estate duty in respect of shares and de
bentures in a foreign company held by a deceased 
not domiciled in India, in certain cases, and Part ll 
of the Second Schedule specifying the rate of duty [or 
the purpose of section 20A may be deleted. 

(Para lll-11.6) 
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