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CHAPTER 1 

INTRODUCTION 

1.1 In his budget speech in the Lok Sabha in June 1977, the Hon'ble Shri H. M. Patel, Minister of Finance, 
Government of India, informed the House as under :-

~'As Hon'ble Members are aware, the direct taxes statutes have become increasingly complicated and incnrnprchcnsiblc over 
the years. It is, therefore, necessary to take immediate action for the simplification and rationalisation of th~sc laws with a 
view to making them readily intelligible to the taxpayers, reducing litigation, and thus, subserving the interest of the national 
economy. It is also necessary to examine ways, and means of improving the administration of these laws and expediting asses.'\
ment, appellate and other proceedings under these laws. It has, therefore, been decided to appoint a Committee of eminent experts 
to make recommendations for the simp1ification and rationalisation of the direct tax laws. It is my intention to ask the Committee 
to submit its report before the end of the year". [Para 82 of the Budget Speech, Part Bl 

1.2 In accordance with the above assurance to the Lok Sabha, the Government of India, Ministry of Finance, 
Department of Revenue & Banking (Revenue Wing) passed a Resolution No. A-11019f70f77-Ad, VII, dated the 
25th June, 1977 appointing a Committee of Experts to examine and suggest legal and administrative measures for 
simplification and rationalisation of the direct tax laws and such further alterations as are desirable in the interest 
of th~ national economy. 

1.3 According to that Resolution, the Committee consisted of the following:-

Shri N. A. Palkhivala, Senior Advocate, Bombay Chairman 

Shri C. C. Chokshi, Chartered Accountant, Bombay , • Member 

Shri Harnam Shankar, Former President, Income-tax Appellate Tribunal, New Delhi Member 

Shri C. C. Ganapathi, Chairman, Settlement Commission, New Delhi Member 

Shri T. S. R. Narasimham, Commissioner of Income-tax, Bombay Secretary* 

1.4 The Committee was specifically directed to: 

(a) recommend measures to simplify and rationalise the laws relating to income-tax, surtax, wealth-tax, 
gift-tax and estate duty, and to alter those laws with a view to making them readily comprehensible to 
taxpayers, reducing litigation and thus subserving the interest of the national economy; 

(b) suggest ways and means of improving the administration of those laws and expediting assessment, appellate 
and other proceedings under those laws; 

(c) examine the advisability of consolidating the four laws relating to income-tax, surtax, wealth-tax and 
gift-tax into one Act; 

(d) prepare draft of the Bills for being presented before Parliament. 

1.5 ·Bombay was m·ade the headquarters of the Committee and the Committee was directed to submit its 
Report and draft Bills to the Ministry of Finance by the 31st December, 1977. Copies of the Resolutions dated 
25th June, 1977 and 5th September, 1977 of the Government are annexed as Annexure I to this Report. 

1.6 Subsequently, consequent on the acceptance of the resignation of Shri N. A. Palkhivala from the Com
mittee (pursuant to his appointment as India's Ambassador in Washington D.C.), Shri C. C. Chohhi, one of the 
Members of the Committee, was appointed as Chairman of the Committee and Shri Sanatbhai P. Mehta, Advocate, 
Bombay was appointed a Member of the Committee. These changes were notified in the Gazette of India vide 
Government of India, Ministry of Finance, Department of Revenue, Notification F. No. A-11019/70/77-Ad. VII, 
dated the 24th September, 1977. A copy of this Notification is annexed and marked Annexure II . 

. 1.7 The Committee held its first meeting at Bombay on the 7th July, 1977; under the Chairmanship of 
Shri N. A. Palkhivala. At that meeting, the general plan of action was discussed and it was decided that it would 
be appropriate to invite views from various persons concerned with the direct tax laws in the country. It was also 

*Re-designated as Member-Secretary vide Government of India Resolution, F. No. A-11019/70/77-Ad. VII, 
dated the 5th September, 1977. 
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felt that, having regard to the terms of reference which embraced t.he en!ire scheme ~f the Income-t.ax Act ~nd other 
direct tax laws, there was no need to draw up an elaborate questlonnaue and restnct the expresswn of v1ews only 
within a pre-determined framework. 

1.8 Accordingly the Committee addressed specific requests to persons in different walks of life, such as 
Judges, Chartered Acc~untants, Members of the Income-tax Appellate Tribunal, Commissioners of Income-tax, 
legal experts, etc., seeking their views and suggestions in regard to the matters referred to the Committee. A ~ress 
note was also issued inviting suggestions from the public in general so that their views would assist the Committee 
in the task assigned to it. Specific requests were also addressed to leading chambers of commerce and trade asso
ciations, including the Associated Chambers of Commerce and Industry and the Federation of Indian Chambers 
of Commerce and Industry, and leading professional bodies, including the Institute of Chartered Accountants of 
India, the Bar Council of India, the Institute of Company Secretaries of India, and the Institute of Cost and Works 
Accountants of India. A copy of the press note is annexed and marked Annexure III. The Committee originally 
fixed the lOth August, 1977, as the last date by which the views may be communicated to it. 

1.9 Immediately after the issue of the press note, there were several representations received from trade, 
industrial and professional organisations and also members of the public, urging that the time given for submission 
of suggestions to the Committee was very short and that the date for submission of suggestions should be extended. 
The Federation of Indian Chambers of Commerce and Industry had informed the Committee that it had to invite 
views from various constituent chambers of commerce and further that it was organising a conference through its 
Taxation Committee to obtain views from all over India. The Federation urged that time should be extended at 
least upto 31st October. Similar requests were also received from bodies like the Institute of Chartered Accountants 
of India. These representations were considered by the Committee at its meeting held on lOth August, 1977, under 
the Chairmanship of Shri N. A. Palkhivala. The Committee recognised that, apart from views which may be ex
pressed by individuals, considerable attention would have to be directed to views from representative bodies who 
had necessarily to formulate such views through the democratic process of consultations and discussion. The 
Committee, therefore, decided to extend the time for submitting suggestions upto 31st October, 1977. A further 
press note was accordingly issued at the conclusion of this second meeting of the Committee. A copy of this press 
note is annexed and marked Annexure IV. 

1.10 In response to its invitation for suggestions and views, the Committee has received extremely encouraging 
response. The Committee was gratified to note that, apart from professional organisations, trade associations, 
chambers of commerce, lawyers, chartered accountants, income-tax practitioners, departmental officials, etc., even 
lay members of the public had taken serious interest in the work of the Committee and had come forward with 
suggestions for simplification and rationalisation of direct tax laws. The Committee wishes to record its apprecia
tion and gratitude to all such organisations and bodies and individuals for the support and encouragement which 
the Committee has received in its work. Such a widespread interest in the work entrusted to the Committee was 
naturally to be expected, inasmuch as, direct tax laws directly affect taxpayers all over the country. 

1.11 The task of simplifying and rationalising direct tax laws concerns not only the Income-tax Act, 1961 
but also the Wealth-tax Act, 1957, the Gift-tax Act, 1958, The Companies (Profits) Surtax Act, 1964, and the Estate 
Duty Act, 1953. So far as the Income-tax Act is concerned, it has been on the statute book for over a century. 
The 1961 Act which repealed the 1922 Act was meant to put the Income-tax law on a stable basis. The legislative 
process of enacting the 1961 Act involved not only an elaborate study by the Direct Taxes Administration Enquiry 
Committee under the ~hairmanship of Shri Mahavir Tyagi [appointed by the Government of India under its Re
solution No. 4(59)-58 TPL dated 3rd June, 1958, and Report submitted on 30th November, 1959] but also considera
tion of the draft for many months by the First Law Commission of India consisting of eminent legal experts under 
the chairmanship of the late Shri M. C. Setalvad, the then Attorney General of India. Apart from this the Select 
Committee of the Lok Sabha considered the Bill for several weeks, and the debates in Parliament extended' for several 
days before the Act was finally enacted. It is on record that between 1962 and 1968 the Act has been amended 
over a wider field and more drastically than during the 40 years that the 1922 Act remained on the statute book. 
In the Preface to the Seventh Edition of Kanga & Palkhivala's 'The Law and Practice of Income-tax', the authors 
have stated that, upto 1976, the Act had suffered more than 650 insertions, 600 substitutions and 190 omissions, not 
to mention the changes made in the Income-tax Rules. As the avowed objective is to simplify and rationalise the 
direct tax laws, it would be evident that this is a stupendous task. 

1.12 The Resolution of the Government and the statement of the Hon'ble Minister in Parliament required 
the Committee to submit its Report before the 31st December, 1977. However, in the sequence of events narrated 
earlier and the magnitude of the task of simplification of direct tax laws, consistent with the justifiable requests to 
entertain views and suggestions until the 31st October, 1977, it became increasingly clear to the Committee that 
the task entrusted to it could not be disposed of in a summary manner by the 31st December, 1977. Immediately 
on the reconstitution of the Committee on the 24th September, 1977, referred to earlier, the Chairman called on 
the Hon'ble Minister of Finance, and, sometime later, on the Secretary, Ministry of Finance, and appraised them 
of the assessment by the Committee of its task. It was indicated that the work of the Committee would continue 
at least for another 6 to 8 months after the 31st December, 1977. 
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1.13 The first meeting of the reconstituted Committee under the chairmanship of Shri C. C. Chokshi was 
held at Bombay on 28th September, 1977. Further meetings were held on 7th, 14th, 15th, 25th to 28th October, 
14th to 26th November, and from 5th to 16th December, 1977. The Committee is being assisted by senior officers 
from the Income-tax Department at Bombay and Delhi, who have been devoting a part of their time to the work of 
the Committee. Steps have been initiated in November 1977 for the secondment of sufficient officers and staff 
on a full-time basis to assist the Committee. Such assistance is essential for properly sifting and collating the large 
number of views and suggestions received by the Committee in response to its appeal. After this process is com
pleted, these would require critical examination with reference to the tax policies and administrative practices currently 
in force. It is only then that a comprehensive picture could be presented to the Committee for assisting the Com-
mittee to come to definite conclusions after deliberating the problems from all possible aspects. · 

1.14 As these procedures would obviously extend over a protracted period of time, the Committee felt that, 
consistent with the statement made by the Hon'ble Minister in Parliament, it would be desirable to communicate 
its views on some of the more urgent problems which have been highlighted in the functioning of the tax laws. 
The Com·mittee, therefore, decided to examine about 12 issues in depth forthwith and to communicate the recom
mendations of the Committee on these issues to the Government in the form of an interim report to enable immediate 
implementation of the suggestions for simplification and rationalisation, should the same be acceptable to the 
Government. In doing so, the Committee is fully aware, that if its recommendations are accepted, it would result 
in extending the present process of amending the existing law, pending the submission of its final report. However, 
looking to the nature of the problems requiring immediate attention as a major step to simplification, the Committee 
is of the view that such a course of action is justified in the circumstances. 



CHAPTER 2 

CHARITABLE TRUSTS 

2.1 The provisions relating to the assessment of charitable and religious trusts are one of the most compli
cated group of sections in the Income-tax Act. What was originally designed as a simple provision for totally 
exempting from tax the income of a charitable trust has, over the years become a veritable maze of sections, provisos 
and explanations, with the result that neither the Income-tax Officer nor the tax practitioner (not to speak of the 
hapless trustee of the charitable trust) is able to say with assurance what the law is at any particular point of time. 

2.2 Sections 11 to 13 enjoy the unique distinction of having received almost continuous attention in successive 
Finance Acts. Between 1971 and 1976 no less than 27 amendments have been made to these sections. The changes 
in law almost every year by the legislature (no doubt designed to check various abuses which some of the taxpayers 
were indulging in by taking advantage of the exemption provisions relating to trusts) attempt to regulate almost 
every sphere of the working of a charitable trust, such as, maintenance of accounts, audit of accounts, receipt of 
voluntary contributions, application of trust funds and, finally, investment of trust funds. We have no doubt that 
all these amendments have germinated out of the anxiety of the legislature to ensure that trusts not only obtain tax 
benefits but such benefits enure for the public good and that trust funds are in fact applied for charitable purposes 
and not abused by unscrupulous persons. We wonder whether there is any other class of taxpayers whose activities 
are so totally sought to be regulated by the provisions of the Income-tax Act. , 

2.3 In trying to ensure that the tax concessions are enjoyed by a charitable trust only where its benefits flow 
to the public at large, the Jaw has thrust on the tax administration the task of monitoring virtually the entire field of 
the trust's activities, which at times results in unforeseen difficulties both for the trusts and the tax administration. 
We are not convinced of the need for such monitoring, through the Income-tax law, of the whole field of the trust's 
activities and are of the view that the objective of granting the tax concession only to trusts which enure for the public 
good can be achieved in a simpler manner. The Wanchoo Committee had also felt (para 3. 65-page 84 of their 
Report) that there wa, a strong case for having an all-Indi~ legislation for the purpose of controlling and regulating 
the working of the various public charitable and religious trusts. 

2.4 We are of the view that the provisions contained in the Income-tax Act should have only one underlying 
objective, viz., to regulate the extent to which and the circumstances in which tax concessions should be granted to 
charitable trusts. The tax law should not aim at any further objective, which is better left to other legislation. 
Such separate legislation, apart from providing an effective safeguard for proper utilisation of trust funds, would 
enable the legislature to relax the various cumbersome restrictions placed on trusts under the Income-tax Act and 
in the long run reduce the provisions to a few simple and unambiguous rules. We, therefore, recommend that a uni
form central law governing registration of trusts, regulating their fund-raising activities, maintenance of accounts, 
application of income, investment of trust funds, involvement of trusts in corporate affairs consequent on holding of 
shares in companies and providing for machinery to deal with the abuse of trust property, etc., should be enacted as soon 
as possible. 

2.5 The very definition of "charitable purpose" in section 2(15) has caused considerable difficulty to public 
charitable trusts. Under the existing provisions, a distinction is made between trusts for advancement of education, 
relief of the poor and medical relief, on the one hand, and trusts for the advancement of any other object of general 
public utility (henceforth referred to as the fourth category objects for the sake of simplicity) on the other in the 
matter of carrying on an activity for profit. While a trust with objects falling under any of the first three c;tegories 
can carry on business in the course of carrying out a primary purpose of the trust/institution, trusts with the fourth 
category objects have been regarded as forbidden from indulging in any activity for profit. While the restrictions on 
charitable trusts with objects of the first three categories were placed recently on the basis of the recommendations 
?f the. 'Y~nchoo Committ~e, trusts ~!th t~e fourth category o~jects have been regarded as prohibited from engaging 
m aci!Vtttes for profit unttl the posi!Jon mlaw has been clanfied by the Supreme Court recently. Incidentally the 
Wanchoo Committee had (prior to the judgements of the Supreme Court) emphasised in their Report (para 3. 55 
page 81) that trusts having the fourth category objects should continue to be ineligible for tax exemption if they 
pursued activities for profit. 

I 
2.6 Two Supreme Court judgements in the cases of Lok Shikshana Trust and Indian Chamber of Commerce 

(101 ITR-256 and 796, respectively) have continued the legal position that, if the object of general public utility 
involves the carrying on of an activity for profit, the purpose of the trust would not be considered as charitable within 
the meaning of section 2(15). The Madras High Court also, in its judgement in the case of the Madras Stock Ex
ch~nge (105 ITR-546), h_e!d that if the profit-making activity is the appointed means of achieving a charitable 
object of general pubhc utlhty, the profit would be taxable. More recently, the Supreme Court, in the case of 
Dharmodayam Trust (109 ITR-527) has drawn a distinction between a business carried on by a trust for the purpose 
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of advancing an object of general public utility and a business held as trust property. The latt~r will not disentitle 
a trust from the tax exemption under section 11. 

2.7 We have received a large number of representations on the hardship caused as a result of the total banning 
of activity for profit so far as trusts having the fourth category objects are concerned. It has been pointed out 
that activities for profit are essentially fund-raising in nature, without which charities cannot exist. We find con
siderable substance in these representations. We are aware that some trusts have abused the provisions enabling 
them to carry on business and that, sometimes, expansion or consolidation of business is by itself, sought to be justified 
as furtherance of charity. Such abuses would particularly arise where a business is merely held by a charitable 
trust as property unconnected with the objects of charity. The remedy, in our opinion, lies in the direction of proper 
enforcement of the provisions relating to application of trust funds for charitable purposes and not of totally bannmg 
all activities for profit. Moreover, it is noticed that charitable trusts generally have objects falling under all tl;le 
four categories. Very often, a trust has come into difficulties on account of a single object under the fourth category, 
even though all the important objects fall under the first three categories. We, therefore, recommend deletion of 
the words "not involving the carrying on of any activity for profit" occurring In section 2(15). · 

2.8 The three ju1gements of the Supreme Court have clarified the position recently. In order to give effect 
to the interpretation now placed on the section, several past assessments would have to be disturbed and the De
partment would be required to analyse cases to draw the distinction spelt out by the Supreme Court. At this 
would involve considerable difficulty, our recommendation would be to apply the change m law suggested by us 
retrospectively from the 1st April, 1962. We, therefore, ruommend that the amendment to section 2(15) should 
have retrospective effect from 1st April, 1962. 

2.9 The effect of the recommendation in paragraph 2.7 would be to continue to allow exemption to trusts 
with the fourth category objects which carry on an activity for profit. There would be no distinction to be drawn 
as to whether such activity for profit is for the purpose of advancing a charitable object or whether it is 
merely a part of property held by the trust. It should, however, not lead to the position that trusts with the 
fourth category Objects enjoy a better rosition than trusts with the other three categories of objects. 
In our view, all the four categories o trusts should be subjected to the same restriction. It was pursuant 
to the recommendation of the Wanchoo Committee (para 3. 55-page 81) that trusts with the first 
three categories of objects were allowed to carry on a business only if the business was carried on in the course of the 
actual carrying out of a primary purpose of the institution. This was achieved by the enactment of section 13(l)(bb) 
by the Taxation Laws (Amendment) Act, 1975, with effect from the 1st April, 1977. The trusts with the fourth 
category objects should likewise be subjected to the same restriction. We, therefore, recommend that the provisions 
of section 13(l)(bb) should also be made applicable to the trusts with the fourth category objects with effect from the 
1st April, 1917, as in the case of trusts with the other three categories of objects. 

2.10 The effect of the above recommendations in paragraphs 2.7 to 2.9 would be that all charitable trusts 
(irrespective of the category of object or charitable purpose) will enjoy the tax exemption only if any business carried 
on by them is in the course of the actual carrying out of a primary, purpose of the trust or institution. It would not 
be permissible to abuse the tax exemption to charitable trusts by allowing such trusts to carry on any business in 
general as part of the property of the trust. Once these changes are made the provision in section 11(4) enabling 
a business to be held as trust property would become inconsistent with the scheme of tax exemption outlined above. 
We accordingly recommend that section ll(4) should be deleted with effect from the lst April, 1971. 

2.11 It is noticed that the provisions of section 13(l)(bb) enable a trust to carry on business, only when such 
business is carried on in the course of carryin$ out a primary purpose of the trust or the institution. There are a 
good number of trusts where the business activ1ty of the trust is carried on by the beneficiaries themselves, although, 
in some of these cases, the business may not have been carried on in the course of carrying out a primary purpose of 
the institution. We think it but fair to extend the provision of section 13(1)(bb) to cover such cases. We, therefore, 
recommend that the provisions of section 13(1)(bb) should be further enlarged to permit business activity, mainly carried 
on by the beneficiaries even when the business itself is not carried on in the course of carrying out a primary purpose 
of the trust. 

2.12 We shall now deal with the provisions relating to the computation of the income of charitable trusts. 
Difficulties have been experienced by trusts, and also by the Department, on account of the fact that the income 
computed under the Act is at variance with the income which is actually available to the trusts for application to 
charitable purposes. While the assessable income of charitable trusts too (as in the case of any other taxpayer) 
has to be determined in accordance with the provisions of the Act, the trusts cannot obviously be required to apply 
towards charity more than what has been actually received by them. It would, of course, be ideal if the income 
computed under the Act and the income to be applied for charitable purposes are identical in amount. In the 
very nature of things, it is very difficult to achieve this ideal state. The Board had attempted to solve the difficulty 
by stipulating that, for the purpose of application of income, the income should be worked out in a commercial 
sense. But, even here, the question arises whether, while computing income in a commercial sense, the trust could 
be given deductions like depreciation, etc. After careful consideration, we recommend that the law should provide 
for two different and totally independent computations, one for determining the assessable income, and the other for 
determining the amount that Is to be applied for charitable purposes by the trust. The assessable income under the 
SIS D oflj77-2 



Income-tax Act should be computed strictly in accordance with the Act following the various provisions, taking into 
account even notional income and granting deductions specifically permitted under the Income-tax Act. On the other 
hand, the amount that is to be considered for the purpose of application to charitable objects should be the actual 
gross receipts of the trust less the expenses actually incurred in earning the income or In maintaining the trust property. 
In this computation, notional incomes or Incomes not received, and notional allowances and deductions for amounts 
not actually expended, will both be left out of account. If the actual Income so computed is equal to or less than the 
statutory income i.e. the income computed under the provisions of the Act, the trust should be required to apply either 
75% of the statutory income or the whole of the actual income, whichever is less. However, where the income so 
worked out on actual basis exceeds the statutory income, it should suffice if the trust applies either 15% of the actual 
income or the whole of its statutory income, whichever Is less. We also suggest that the relevant provisions should be 
suitably illustrated in the Act Itself to make the concept clear. 

This may be illustrated by the following examples :-

(1) A. Statutory income of the Trust (from say, house property) 

B. Income (rents) actually received less expenses of collections, and amounts actually 
spent on repairs (which in this particular year exceeded, the statutory allowance 
of 1/6th of the annual value) insurance, taxes, etc. 

Rs. 1,00,000 

Rs. 60,000 

In this case the trust will be required to apply the whole of the Rs. 60,000 to its objects during the year, 
' as this happens to be less than 75% of the statutory income. 

(2) If in the above example, the income at B happens to be Rs. 80,000 (instead of Rs. 60,000}, then the trust 
will be e~i!lible for exemption under section 11(1), if it applies Rs. 75,000 to its objects; as that amount, 
being 75% of the statutory income, is less than the actual net income. 

(3) The next year, while the statutory income (at A) is the same, viz., Rs. 1,00,000 but the trust spends a much 
lower amount on repairs, so that the actual net income at B comes to, say, Rs. 1,20,000. In that event, 
the trust will be required to apply Rs. 90,000 to its objects, as this is equal to 75% of the actual net income 
and is also less than the whole of the statutory income. 

(4} If, in the example at (3) above, the actual net income at B is, say, Rs. 1,40,000 (due to, for instance, the 
recovery of some rents for a past year which were in arrear, and to the very small amount spent on repairs), 
then, the trust will be required to apply Rs. 1,00,000 (I.e. the whole of the statutory income) to its objects 
in that year, as this happens to be less than 75% of the actual net income (75% of Rs. 1,40,000 is Rs. 1,05,000). 

(5) If, in any year, the statutory income (A) and the actual net income (B), happen to be the same, i.e., 
Rs. 1,00,000, the trust will be required to apply Rs. 75,000 to its objects in order to qualify for exemption 
under section 11 (I) on the whole of its mcome. 

2.13 After careful thought we have come to the conclusion that this arrangement would help solve the problems 
of the trust as well as the Department in the matter of computation of income of the trust for assessment purposes 
and for purposes of application to its objects. There may still be cases where, due to unforeseen or unavoidable 
d!fficulties, the truste~s are not a~!~ to apply the requisite amount to the object~ o.f the tru.s~ before the close of the pre
VIOUS year. To obv1ate hardsh1p 1D such cases, we recommend that the extstmg provtstonfor relating the amounts 
applied In the Immediately following year to the earlier year, at the option of the trust, be retained subiect to the modi
fication that the income tax officer may be empowered to extend the time for exercise of the optton in deservrng cases 
independently of the time available for filing the return ofincome. 

2.14 The provisions of section II(IA) deal with capital gains arising to charitable trusts. Consistent WJth 
the views expressed in para 2, 12, we recommend that while the Capital gains arising to a charitable trust could be ~iven 
the same treatment as in the case of any other taxpayer, insofar as the application of funds for charitable purposes is 
concerned, only the net sale proceeds received by the trust during a given year should be considered for appli
cation (which, under the existing law, includes re-investment) in that year. We further recommend that re-investment 
may be permitted until the expiry of the next following accounting year of the trust 

2.1 S Section II (2) contains provisions relating to accumulation of income of charitable trusts. These provisions 
have been the subject matter of some litigation between the trusts and the Department. The Department con· 
tends that the accumulation must be for a specific purpose. The trusts' view is that the amounts could be accumulated 
even for any general purpose falling within their overall objects. Deriving inspiration from the decisions in the cases of 
Mer Trust and Others (102 ITR 138) and Shri Kishenchand Charitable Trust (98 ITR 387), trusts argue that the 
rule-making authority cannot prescribe any additional conditions over and above the specific requirements of the Act 
We see no reason for a restriction on the objects to be specified as, sooner or later, the moneys have in any event t~ 
be applied for a charitable purpose only. We, therefore, recommend that charitable trusts should be allowed to accu
mulate their income even for a general purpose fa/ling within the overall objects of the trust. Consequently, the provision 
In section 11(3A), which empowers the Income-tax officer to allow change of the purpose originally Indicated for the 
accumulation, at the request of the trust, will be rendered superfluous, and may, therefore, be omitted. · 
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2.16 As regards the quantum which can be accumulated under section 11(2),in view of the general principles 
enunciated by us in para 2.12, it is obvious that the trust can accumulate only what had been actually received by it 
in the year and the question of its accumulating either notional incomes or amounts disallowed by the Department 
would n'ot simply arise. We, therefore, recommend that the provisions relating to accumulation should continue to 
operate in relation to the income required to be applied for charitable purposes as recommended in para 2 .12. 

2.17 At present, trusts have to approach the BoaFd for condonation of any delay in giving the notice under 
section 11(2), and the Board condones the delay in deserving cases, acting under the provisions of section 119(2)(b). 
As this is a comparatively routine matter, there is no reason why it should not be dealt with at lower levels, so that 
needless work can be reduced. We, therefore, recommend that section 11(2) should be amended to empower the 
Commissioner to condone delays in giving the notice as also in making the investment or deposit under that section. We 
further recommend that the section may also specify : 

(a) The time within which the notice is to be given, which may (as at present, stipulated in rule 11 of the Income-tax 
Rules) be "the time allowed under sub-section (1) or sub-.section (2) of section 139, whether fixed originally 
or on extension, for furnishing the return of income" and 

(b) The time within which the amount accumulated or set apart is to be invested or deposited in the manner laid 
down in the section, which may be one year from the end of the relevant previous year (instead of six months at 
present stipulated in form 1 0). 

2.18 Voluntary contributions towards the corpus of a trust fall outside the purview of the definition of"income" 
in section 2(24) (iia) and the provisions of section 12. It has been brought to our notice that these provisions have 
sometimes been used to water down the obligation to apply income for charitable purposes. We understand that 
incomes of trusts are given away to other trusts as corpus donations. Instances of reciprocal corpus donations have 
also been noticed. While agreeing that such abuses should be checked, we are of the view that there should be no ob· 
jection to a trust making a donation from out of its corpus to the corpus of another trust. To prevent the specific 
abuse pointed out, we recommend that where a trust makes donations out of its income to another trust, while in the case 
of the donor trust these will continue to be treated as application of income, in the hands of the recipient trust, these 
should always be considered as normal income and any stipulation that the contributions are to the corpus of the recipient 
trust should be disregarded for the purposes of the tax exemption. 

2.19 Section 12 A contains provisions relating to registration of charitable trusts. By virtue of the provisions 
of section12A(a) , the Commissioner may, in his discretion, admit a belated application for the registration of a trust. 
While there have been no specific complaints as regards the exercise of these powers by the Commissioners, we feel 
that the Act itself should permit the filing of the application for registration at any time before the completion of the 
first assessment of the trust. We may add that such a provision should co-exist with the existing provisions for condo· 
nation of longer delays, in appropriate cases, by the Commissioner. Further, the Commissioner may also register 
a trust later in respect ofits pending assessments. It is also felt that there need be no duplication of audit requirements 
under trust laws where applicable and the provisions of section 12A(b). We, therefore, recommend that the provisions 
of section 12A should be amended to provide for an application for registration being entertained at any time before 
the completion of the first assessment of the trust. We further recommend that, where a trust has failed to register it· 
self within the time limit, it should still be open to it to register itself prospectively at least for future years. In this con· 
text, we also recommend that the provision in section 12A (b) may be amended to clarify that, where the accounts of the 
trust have been audited under the provisions in this behalf in any state of law, such audit would be regarded as sufficient 
compliance with the requirements of that provision. 

2. 20 Section 13(2) specifies certain categories of transactions which would be regarded as amounting to use 
or application of the trust income or property for the benefit of any of the excluded persons, for the purposes of sec
tion 13(1)(c), and is without prejudice to the generality of the provisions of that section. In relation to the 8 categories 
of transactions enumerated in section 13(2), the circumstances mentioned thereagainst should alone be regarded as 
attracting the disqualification of section 13(1)(c). The wider import of section 13(1)(c) should not apply to any other 
circumstances in relation to the 8 categories of specified transactions. While not wishing to water down the provision 
in section 13(l)(c), which is, indeed, wider in scope than section 13(2), we recommend that, insofar as the situations 
enunciated ill section 13(2) are concemed, the provisions of that section should be treated as exhaustive and the law should 
make it clear that, unless the features spe/t out in section 13(2) are present in any of those situations, the transaction will 
not be treated as use or application of the trust income or property for the benefit of the excluded persons, for the purposes 
of section 13(l)(c) so as to nullify the exemption in sections 11 & 12. 

2. 21 Section 13(2)(a) denies the benefits of section 11 in the case of a trust where it lends money to any person 
referred to in section 13(3) for any period during the :previous year without adequate security or adequate interest or 
both. We were given to understand that these provisions are sometimes interpreted by taxpayers to mean that either 
adequate security or adequate interest would constitute enough compliance with this provision. With a view to 
removing all doubts, we recommend that the provisions of section 13(2)(a) should be suitably amended so as to make the 
intention clear that,/11 a case where a loan is advanced to a person referred to in section 13(3), it should be covered by ade· 
quate security and also ensure adequate rate of interest. 

2.22 The provisions of section l3(2)(h) deny the benefits of section 11, where it is found that the funds of a 
charitable trust arc or continue to remain invested during the previous year in any concern in which any person refer· 
red to in section 13(3) has a substantial interest. While the Department's view is that these provisions apply to all 
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investments (whether made by the charitable trust or by others) which happen to be held by the concerned trust, the 
trusts are, on the other hand, contending that these provisions only apply to investments made by the trustees them
selves, after the trust has come into existence, from out of the funds available with them. Without going into the 
question of the correctness of either view, we are of the opinion that it is not fair to apply these provisions at least 
to the original assets settled on trust or donati<"n in kind to the corpus including investments in prohibited concerns. 
We note that the Wanchoo Committee had al~o felt (para 3. 60 of their Report) that the provisions of section l3(2)(h) 
should not operate where such an investment forms part of the initial corpus. We, therefore, recommend that the 
provision in section 13(2)(h) should be amend~d to clarify that it excludes from its purview the assets originally settled 
on trust or donated to the corpus of the trust including, in either case, accretion to such assets, by way of bonus shares. 

2. 23 The first proviso to section 13(I)(c) already provides for excluding the operation of that section in cir
cumstances where there are mandatory directions under the Trust Deed in the cases of trusts created before 1-4-1962. 
In the light of our recommendation that the restrictions in section 13(2)(h) should be excluded from operation in respect 
of investments forming the original corpus of the trust and donations to the corpus irrespective of the date of creation of 
the trust, we recommend that the operation of section 13(2)(h) should be so excluded whet!Jer or not there is any manda
tory direction in this regard in the Trust Deed. 

2. 24 Section 13(3) defines "a person who has made substantial contribution" as one who has made a total con
tribution upto the end of the relevant previous year exceeding Rs. 5,000. The meaning of the term "substantial" 
naturally varies from person to person and from context to context. We are, therefore, of the view that it would be 

, appropriate to relate this concept to the property of the trust. We note that the Wanchoo Committee observed in 
para 3.61 of their Report that the term "substantial contribution" should be defined as an amount exceeding 5% 
of the corpus of the trust. We recommend that the term "substantial contribution" should be defined to mean the 
aggregate contribution up to the end of the relevant previous year in a sum equivalent to I 0% of the value of the trust 
assets as at the end of the previous year in which the contribution was made, or Rs. 5,000, whichever is higher. 

2. 25 Explanation I at the end of section 13 expands the meaning of the word "relative" to cover a variety of 
relationships. The scope of the expression has been further expanded by the amendments made under the Finance 
Act, 1972, with effect from 1-4-1973. It has been represented to us that the relationships mentioned have been stretch
ed too far by the Act. It is very difficult to verify each time the trust applied its income whether the intended bene
ficiary, who may be very distantly related to the settlor, trustees, etc., falls within the mischief of the definition or not. 
From the point of view of the Department al6o, it would be virtually impossible to keep and verify long lists of rela
tives of the various trustees, settlors, etc., including those who are only very remotely related. While agreeing that 
the trust funds should not be utilised for the benefit of the settlors or the trustees, we think that it is carrying precau
tion too far to strive at debarring even persons very remotely related from deriving benefit from the trusts. This again 
is an area which should have been properly regulated by a separate enactment dealing with the functioning of trusts 
rather than made the responsibility of the income-tax law. We recommend that the definition of "relative" in sectio~ 
13 should be restored to the position existing prior to 1st April, 1973. 

2.26 The provisions of section 13(l)(d) as well as of sections 13(5) & 13(6) have been inserted by the Taxation 
Laws (Amendment) Act, 1975. These provisions seek to regulate the investment of trust funds. Different modes 
of investment are prescribed for the original corpus, subsequent contributions to the corpus, and the normal income 
of the trust. These proVisions which were to come into operation from 1-4-1977 have been held in abeyance till 
1-4-1981. These provisions have created difficulties for a very large number of trusts many of whom are holding subs
tantial investments for periods exceeding 40 to 50 years. Apart from the difficulty of finding suitable investments per
mitted by the new provisions, the trustees are faced with the real pr6blem of having to live with reduced incomes 
vis-a-vis their existing commitments. As we see it, the provisions of section 13(1)(d) read with sections 13(5) & 13(6) 
represent, more or less, the proverbial last straw in the matter of regulating the conduct of charitable trusts. We 
would once again emphasise, even at the risk of repetition, that this is an area which does not legitimately fall within 
the domain of the Income-tax Act. That apart, there are provisions in section 13(2) to ensure that the trust funds are 
not utilised for the advantage of persons connected with the trust. Section 13(2) lists out a variety of circumstances 
where it is deemed that the person connected with the trust is benefited. There is also the sweeping provis'on i~ 
section 13(1)(c) itself which enables the Department to deny the benefits under section II in any case where the income 
or the property of the trust is known to have been utilised directly or indirectly for the advantage of any person referred 
to in section 13(3). With all these restrictions, we do not see the need for any further sweeping restrictions which 
virtually seek to deny the trustees the right to invest the trust funds in the best manner possible for the maximum ad
van~ag~ of the trust. The matte~ could also be l~oked at in anotJter way. Unde~ section II (1), as it exists today, an 
obhgatlon to spend 75% of the mcome on chan table purposes JS cast on a chant able trust. This leaves only 25% 
of the income, besides contributions to the corpus in the hands of the trustees. If it is necessary that trusts should 
be discouraged from investing these comparatively small sums in shares of private companies and consequently 
d.erivi~g economic power to the trustees, ~e o bjectiv~ could be a.chieved more easily and painlessly by vesting votina 
nghts m respect of all shares held by chantable trusts m the Pubhc Trustee, under the Compauies Act irrespective of 
the magnitude ofthe shareholding. This could be achieved by appropriately amending section 1538 of the Companies 
Act .. W~ are of the view that the trustees should have freedom for dealing with these amounts (i.e., 25% incomo and 
contnbullons to corpus) for the best advantage of the trust. We, therefore, recommend the deletion of the provisions 
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of section 13(l)(d} together with thou of sections 13(5) & 13(6) and substitution In their place of a general provision giv· 
ing the trustees freedom in the matter of investment subject to the restrictions under section 13(1)(c). We also suggest 
that section 1538 of the Companies Act may be simultaneously amended suitably to vest voting rights in respect of 
u/1 shares held by charitable trusts in the Public Trustee. 

2. 27 Section 2(24)(iia) read with section 12 deems as income all voluntary contributions received by a trust 
created wholly for charitable or religious purpo~es. This provision is quite understandable in the context of a chari
table trust which enjoys the benefits of section II and which has the obligation to apply for charity the required percen
tage of its income. But it operates harshly in cases where exemption under section II is denied, notwithstanding 
the fact that the trust or institution is clearly charitable within the meaning of section 2(15), on account of the opera· 
tion of the provisions of section 13. In such a situation, the trust will be caught within the mischief of the deeming 
provisions of section 2(24)(iia) and section 12, without having any of the tax benefits of a charitable trust. For example, 
a charitable trust whose benefits are restricted to the members of a particular community would lose the benefits 
of section II on account of the operation of section 13(l)(b), while the deeming provisions of section 2(24)(iia) and 
section 12 would continue to apply. Similarly, a charitable trust which loses the benefits of section II on account of 
a benefit given to a person in the prohibited category would nevertheless be hit by the mischief of section 2(24)(iia) 
and section 12. We have given careful thought to the question whether it is fair to subject these peculiarly placed 
trusts to a kind of double jeopardy. We have noted the observations of the Wanchoo Committee at para 3. 62 of 
their Report that there is no justification for exempting from tax any income by way of voluntary contributions of 
private religious trusts and charitable trusts according benefits to the relatives of the author, founder, etc. While 
we entirely agree that communal and non-charitable organisations should not receive any state patronage, the ques· 
tion raised here is slightly different. While exemption under section II as also the benefits of section SOG can justi· 
fiably be denied to them, would it be fair to tax receipts which ordinarily do not constitute income except by a limited 
fiction ? h it necessary that they should be subjected to a further liability or disadvantage by applying the provisions 
of section 2(24)(iia) and section 12? In our view, while the state need not encourage the growth of such institutions, 
there should be no objection whatsoever, for these institutions existing with whatever resources they are able to 
muster. It would not be proper to say that the objective of promotion of secularism/charity would not be served 
unless these institutions are put to an additional disadvantage vis-a-vis other taxpayers under the Act. We, therefore, 
recommend that the law should be amended suitaoly to stipulate that the deeming provisions of section 2(24)(11a) would 
not apply to a trust or institution referred to in section 13(l)(a) or (b). 



CHAPTER3 

DEPRECIATION 

3.1 One of the important deductions in the computation of business income under the provisions of the IJ?-· 
come-tax Act is the one in respect of depreciation, under section 32, read with sections 34 and 43 of the Act. This 
benefit is also extended to a limited extent, under section 57, in the computation of income under other sources from 
assets let out on hire. 

3. 2 There are elaborate provisions for determining the quantum of normal depreciation for different categories 
of depreciable assets; the quantum of extra shift allowances for plant and machinery used in factories whether seasonal 
or otherwise, and in approved hotels; and for maintaining particulars of the actual cost and written down value of 
assets, etc. The existing provisions also deal with the allowance of initial depreciation in certain special cases and the 
terminal adjustments when depreciable assets of a business are sold, discarded, etc., under section 32(l)(iii) and 
section 41(2) of the Act. 

3. 3 Depreciation under the Income-tax Act is not merely a provision for charging against taxable profits the 
capital expenditure incurred by an undertaking on depreciable assets over the useful life of the assets, but it is also 
aimed at working as a tax incentive measure affecting the cash flow of business enterprises and generation of internal 
resources for replacement of assets which have outlived their utility. It is needless for us to set out in detail the various 
concepts of depreciation. It is now well recognised that capital expenditure incurred in a business should be charged 
against the profits of the business over the useful life of the assets resulting from such capital expenditure before the 
true profits can be determined. This is broadly the accountant's concept of depreciation. It is recognised in this 
concept that the amount charged against the profits should be neither excessive nor should there be an under-charge, 
as, in either circumstance, the profit would be distorted. This underlying concept of depreciation has been recognised 
under the provisions of the Companies Act in the matter of presenting a true and fair view of the profits and the state 
of affairs of a company; in the determination of profits for the purposes of managerial remuneration; and in the de
termination of profits which constitute distributable profits under section 205 of the Companies Act, 1956. The con
cepts under the Companies Act are closely linked to the provisions under the Income-tax Act by a specific reference 
to the quantum of depreciation under the Income-tax Act and Rules being made in section 350 of the Companies Act, 
1956. 

3. 4 Another concept of depreciation is that of retention of funds-by raising a charge in the profit and loss 
account towards depreciation, that portion of the funds being retained within the business enterprise. Such debit 
represents a non-cash charge to the profit and loss account and is aimed at retaining that portion of the profits for 
maintaining the productive equipment of the business. This concept of depreciation is an economic concept generally 
used to assist the flow of funds in the enterprise. It is, in this context, urged that, in times of rising prices and inflation, 
the charging of depreciation on the basis of historical cost does not provide an adequate measure of funds necessary 
for the replacement of assets at the end of their useful life. It is this current of thought which urges the charging of 
depreciation on the basis of replacement costs. A further extension of this school of thought is the demand for a 
provision for obsolescence of assets, caused by the fast pace of technological innovation and sophistication which may 
set in even during the theoretically determined useful life of the asset. 

3. S The economic concept of depreciation as a means to ensure retention of cash for rehabilitation, replacement 
and modernisation of fixed assets assumes importance in a time of rising prices. In such cases it is recognised that 
depreciation to the extent of 100% of the actual cost of the asset may not be adequate to serve this function. This 
was recognised in the tax laws as far back as 1946 when initial depreciation and subsequently when additional depre
ciation were introduced as incentive measures to provide an earlier plough back of cash resources with the consequent 
benefit in internal cash accruals. -

3.6 This was not found to be an adequate measure and, therefore, development rebate was introduced as an 
incentive measure and the principle of allowance in excess of 100% of the cost of assets was taken note of by the legis
lature. One of the recommendations of the Bhoothalingam Committee was to allow a taxpayer to write up his assets 
on a flat 20% basis and allow depreciation up to 120% of the cost of assets. 

3.7 We are not in fauour of artificially distorting the concept of depreciation to serve this objective. In the 
suggestions made by us, the benefit of acceleration involved is preserved. Any further incentive to be allowed would 
deJilend UJiiOn larger ~sues of ~ax policy and in_volve co~siderations of se~ectiv~ inducement to industries, dispersal 
of mdustnes sectorw1se or to different geographicallocatmns, etc. Other mcenllves like investment allowance would 
aerve these objectives. We do not wish at this stage to comment upon these additional incentives in the interim report. 

10 
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3.8 In analysing the concept of depreciation for tax purposes, it is necessary to keep in mind these different 
aspects of the problem. There is also the overall consideration of introducing simplicity in the provisions of the 
tax laws. It has been represented to us that the present provisions, and the elaborate Schedule of rates under the 
Income-tax Rules are highly complex and complicated. It has further been urged before us that, so long as the overall 
quantum of depreciation is restricted to the actual cost, total freedom should be allowed to a business enterprise to 
claim the allowance in one or more years of its choice. In analysing these various claims, we have had regard to the 
possible uncertainties which may be introduced in the budgetary estimates by a total latitude to the assessees in regard 
to the claim for depreciation. At the same time, the suggestion merits consideration from the obvious advantages 
of simplicity. . 

3.9 On a consideration of these various aspects, we recommend that the existing practice of allowing depreciation 
on the reducing balance method, which provides for accelerated depreciation by larger write-offs in the earlier years for 
assets in general, should continue. The exception in the case of ocean-s:oing ships, where the straight-line method of 
depreciation has been adopted should also be retained. 

3.10 As regards the quantum of depreciation to be allowed under section 32 in each year, we ruommend that 
the taxpayer should have the option in respect of the actual quantum of depreciation to be claimed against the profits 
from year to year subject, however, to a maximum rate specified in the law which will be applied to the written down 
value, except in the case of ocean-going ships where the existing pattern should continue. In this regard, we recommend 
the following maximum rates of depreciation:-

Buildings including roads, culverts, bridges, etc. 

Furniture and Fixtures 

Plant and Machinery • 

10% 

20% 

40% 

3.11 A taxpayer may, thus, choose not to claim depreciation at all in any year or choose to claim depreciation 
in any amount upto the maximum amount arrived at by the application of the above rates in each year. The option 
given to the taxpayer should, however, be limited to his choosmg one single rate for all assets falling within a class, 
namely, buildings, furniture and fixtures and plant and machinery, and he should not be allowed to adopt different 
rates for different items falling within the same class. The option is only to vary the rate from year to year. Unless 
the taxpayer's choice is thus limited, the whole purpose of the simplification suggested by us may be defeated as the 
need to maintain separate depreciation records for each asset will persist. The rates would be applied to the original 
cost of the assets in the first year and to the written down value in subsequent years. 

3.12 It may be mentioned that we have opted for a measure of simplification in this regard without at the same 
time allowing a total latitude to the taxpayers, as that might disturb the budgetary position of the Government. This 
disturbance of the budgetary position has been experienced by other countries where total latitude was permitted to 
be adopted. 

3.13 At the same time, we are of the view that the tax incentive which flows from the degree oflatitude recom
mended by us should not be permitted to be frittered away by the taxpayer but should be retained within the business 
for further development. It has been the experience in recent times that companies avail of deduction under the 
Income-tax Act of high amounts of depreciation without correspondingly providing for such depreciation in the books. 
Such companies take advantage of the enabling provisions of section 205(2)(b) of the Companies Act to provide for 
depreciation of lower amounts, and distribute dividends to the shareholders. In order to serve as a restraint on such 
a practice, we recommend that depreciation under section 32 should be allowed in the manner Indicated in para 3.10 
only where the quantum of depreciation claimed for Income-tax purposes is actually debited to the profit and loss 
account of the relevant previous year. 

3.14 The method of depreciation outlined above will result in certain incidental advantages to taxpayers. 
They may choose not to claim depreciation in a year of loss or low profit, and thereby qualify for, or accelerate, their 
claims for set off of past losses and in respect of deductions by way of tax incentives like amortisation of capital 
expenditure of certain categories, investment allowances, tax-holiday, etc. This would be consistent with the scheme 
of tax incentives and the underlying concept of depreciation under the Income-tax law. 

3.15 Another measure of simplification in regard to depreciation which has been suggested is to permit the 
write-off against profits of the full cost of depreciable assets the actual cost whereof does not exceed Rs. 10,000. 
This would, in effect, amount to allowance of depreciation at the rate of 100% in respect of such items. The sugges
tion would involve raising the existing limit ofRs. 750 specified in section 32 to Rs. 10,000. This would, incidentally, 
considerably reduce the need for maintenance of elaborate records for assets of small value. It has further been 
suggested that the benefit of such full write-off should not be restricted to plant and machinery but be extended to all 
categories of depreciable assets including buildings and furniture and fixtures. As a consequence of this liberalisation, 
cases presently eligible to 100% depreciation, enumerated in Para III-F of Part I of Appendix I to the Income-tax 
Rules, need not have a separate categorisation. We are in agreement with these suggestions. We, accordingly, 
recommend that full write-off (i.e. depreciation at 100 %) should be allowed In the case of all assets where the actual 
cost of any asset does not exceed Rs. 10,000. Consistent with the recommendation made earlier, in the case of those 
taxpayers who avail of the option to vary their claim for depreciation to suit the performance of their business from 
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year to year such depreciation would also be debited to th~p~ofit & _To~s account oftl~e t~xpayer oftl!e relevant f!rtvio_us 
year in which the taxpayer chooses to claim such deprec1at1on, whrle 111 other cases 1t Will be allowed 111 the year 111 wh1ch 
the assets are brought into use for the purposes of the business . 

. ···· 
3.16 The aforesaid recommendations would raise certain relat.ed issues. T~~ first woul~ be in cas~~ of taxpayers 

who do not maintain books •of accounts. In such cases, the question of exerciSing an ophon by debiting the profit 
and loss account would not arise. By linking the claim for depreciation with a debit to the profit and lo~s account, 
an added incentive would be provided to taxpayers to maintain books of accounts. However, there may shll be Ca!es 
of taxpayers who do not maintain books of accounts. We recommend that in cases where no books of ac~ount 
are maintained, depreciation should be allowed at the uniform rate of I 0% on buildings and 20% on plant and machmery 
and furniture and fixtures, on the reducing balance method. 

3.17 Another issue which would arise is in regard to companies and the implications of such a recommenda
tion on the presentation of accounts under the provisions of the Comp~nies Act. A ba~ic principle incorp?ra!ed 
in the Companies Act is that the annual accounts of a company under sect10n 211 should d1sclose a true and .fa.'~ v1ew. 
For that purpose, depreciation constitutes a charge on the profits. Part III of Schedule VI casts a respons1b1h~y for 
determining the adequacy of depreciation, on the directors of a company. It lays down that an amount wh1ch is 
in excess of that which is considered by the directors as reasonably necessary for depreciation shall be shown 
as a reserve. 

3.18 Section 20S of the Companies Act is concerned with the determination of distributable profits and in such 
determination, the Act enjoins prior provision for depreciation. In this section, a choice is given to companies to 
provide ~epreciation to the exte~t .allowable under the Income-tax Act and Rules or, in the alternative, to adopt the 
straighthne method of deprec1at10n. 

3. 19 There is a third area under the Companies Act where depreciation has relevance; that is, in the determi
nation of net profits for the purposes of managerial remuneration under sections 309/198 read with sections 349/350 
of that Act. 

3. 20 It is necessary to ensure that the recommendations made by us in regard to depreciation under the In
come-tax Act do not result into a conflict with the provisions of the Companies Act. Again, the write off of depre
ciation can have various implications in the capital structure of companies, determination of debt equity ratio, deter
mination of profits for bonus etc. 

3. 21 On a consideration of all these aspects, we are of the view that the basic concept of depreciation as a 
charge in determining the true and fair profits under the Companies Act should not be disturbed. The quantum of 
such depreciation would be left to the opinion of the directors under the provisions of the Companies Act. This 
quantum would necessarily be charged to the profit and loss account. In cases where companies choose to make a 
higher claim in Income-tax law according to our recommendation, the additional amount should also be debited in the 
profit and loss account. This additional debit may be made "below the line" (that is to say in the appropriation 
section of the profit and loss account) and would thus represent an appropriation of profits. Consistent with this 
approach, such amount would be credited to a depreciation reserve and the Income-tax Act should provide that such 
reserve should not be utilised for purposes of declaration of dividends. It can only be utilised for the purpose of 
ensuring that I 00% of the cost of assets is charged to the profit and loss account by way of depreciation. 

3. 22 As against cases where companies wish to make larger claims in income-tax, than the fair charge of depre
ciation referred to in the preceding paragraph, there would likewise be cases where a lower claim or no claim is made in 
the income-tax assessment. In such cases, the amount to be allowed in income-tax shall be the amount that is charged
in the profit and loss account ofthe previous year in question. If the company desires a nil allowance in income-tax, 
it should not charge the profit and loss account of that year; in that event such arrears of depreciation would be dis
closed by way of a note on the accounts, as permitted by the Companies Act. 

3. 23 We, therefore, suggest that the Government may consider consequential amendments to the provisioru of 
the Companies Act so as not to result in any inconsistency with the scheme for allowance of depreciation under the Income
tax Act as recommended by us in para 3 .I 0. The suggestion is that the distinction between the charge of adequate amount 
of depreciation and the additional amount which may be claimed at the taxpayers' option (as a measure of incentive and 
simplification under the lncome-ta~ law) should be clearly maintained for all purposes. It would, therefore, not result in 
any inconsistency with other questions such as payment of dividend, bonus, managerial remuneration and pro~isions relat
Ing to capital issues, etc. 

• 3_.~4 The ~xisting provisions fo_r calcul~~;ting depreciation on each asset separately, year after year, and for 
mamtam1~g particulars so as to ascertam the wntt~n do~ val~e of a~ asset for the purpo~es of terminal adjustments, 
are comphcated_an~ cu.mbersome. We feel that, m <~:eahng w•t.h bu_siness concerns as going concerns not operating 
with a VJew to liqmdallon, these matters can be considerably s1mphfied. Calculation of depreciation separately for 
each item of asset should b~ unneces~ry. We recomml'nd t(•a!, at every stage of addition of new assets, cost of the new 
assets may be aggregated w1th the written down valu_e of the e;~;mmg block and deprl'ciation allowed on such consolidated 
block, 
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3. 25 The suggestion in the preceding paragraph leads to calculation of a lumpsum amount of depreciation 
for the entire block of depreciable assets in each of the three categories. Depreciation is not identified separately for the 
different items of assets. This procedure would necessarily lead to the consideration of the terminal adjustments to 
be made at the point of time when an item of asset is sold, discarded, demolished or destroyed. At present, taxpayers 
suffer a discomfiture on being taxed on deemed income under section 41(2) when items of assets are sold and other 
assets are purchased by way of replacement. The objective underlying the terminal adjustment is to ensure that the 
total depreciation in relation to any particular item of as~Bt is limited to 100%, and this is achieved by allowing the 
shortfall in the year of sale [under section 32( l )(iii)] and likewise taxing excess depreciation allowed in the past in the 
year of sale [under ~ection 41(2)]. In place of making these calculations intermittently in a running business with 
reference to items of assets, the same objective can be achieved by treating assets as a block. This may be achieved by 
reducing from the asset block the entire ~ale proceeds (or scrap sales, imurance or salvage monies realised) in the same 
man!ler as fresh additions to assets are added on to the cost of the asset block referred to in the preceding paragraph. 
The mterests of revenue would he adequately safeguarded inasmuch us the surplus component in the realisation would 
go to reduce the written down value of the block and, consequently, the claim for depreciation in subsequent years. 
In effect, the recapture of the depreciation allowed in the past on such assets would be merely staggered. This would 
no doubt mean that, where the realisation by the sale of the assets exceeds its original cost, the excess, which is in ltlc 
nature of a capital gain, will also ultimately suffer tall as ordinary income over a period of years b~ way of reduced 
depreciation allowances on the rest ofthe block. We do not consider this to be a serious disability; 111 fact, we regard 
th1s as a small price to pay for the simplification that would result. We accordingly ruommend that, with a view to 
obviating meticulous calculations, the entire sale procuds (or scrap sales, Insurance or salvage monies realised) of assetJ 
which are sold, discarded, demolished or destroyed should be reduced from the written down value of the auet block and 
that, if at any stage, the realisations e;cceed the written down value of the block, the er:ceu should be ta;ced as profit. 
Wejitrther recommend that, as the entire block of assets whether they be (a)furniture andfi;ctures, or (b) buildings, of 
(c) plant and machinery, will continue to be depreciated until ultimately brought down to zero, there should be no deduct/ott 
by way of a terminal allowanu under section 32( I }(iii) at any intermediate stage. The grant of terminal allowance 
should only arise with reference to the shortfall when the entire block of assets is sold on the closure of the business or th• 
closuu •f a distinct and separate part thereof 

3. 26 In the contellt of the scheme of allow in& depreciation as recommended by us, w1 recommend that.the pro vi· 
sions .for extra-shift allowance in respect of machinery and plant used In factories (&eneral or seasonal) and approved 
hotels should be discontinued. 

3.27 Under section 32(2), unabsorbed depreciation of earlier yean is carried forward and merged with the 
depreciation for the current year. There is a right to carry forward unabsorbed depreciation indefinitely. In the 

· light of the changes in the scheme of depreciation suggested by us, these provisions would recede into the background 
as taxpayers may not choose to claim depreciation in the absence of profits. Nevertheless, there would be cases where 
taxpayers choose to do so, and cases where the option does not apply. Further, an apprehension has been voiced 
that the benefit of carrying forward tho unabsorbed depreciation m relation to an asset may lapse if that asset is not 
in existence or in use for the purpose of business in subsequent years though the business itself may continue to 
be carried on. We recommend that the e;cisting provisions for carry forward of unabsorbed depreciation should 
continue. We further recommend that the benefit of carry forward and set off of unabsorbed depreciation should be allowed 
whether or not the asset in question continues to be used for the purposes of the businen itt the succeeding accounting 
years. 

3.28 We have recommended earlier that the charge under section 41(2) should not arise where the sale pro
ceeds are set off from the written down value of the remaining block of assets. Taxpayers, who, re-employ the sale 
proceeds in purchase of other depreciable assets would be in a position to stagger the tax liability which would have 
arisen under section 41(2). The same benefit may not be available in cases where assets are fully taken over by the 
Government or any statutory authority. In such cases, the taxpayer may not have the choice of setting off the com
pensation amount against any block of assets as the entire assets may be the subject of the take-over. In a corres
ponding provision in section 540 relating to capital gains on compulsory acquisition of land and buildings, we note 
that reinvestment within a period of 3 years entails el!emption from capital gains tax. We accordingly, recommtmd 
that a provision should be made to secure that, where depreciable auns of a business are taken over by the Government or 
any statutory authority, no profit will be ta;ced under section 41 (2) if the taxpayer re-invesu the sale proceeds or com· 
pensation moneys in the acquisition of other depreciable asseU for any business within a period of three years from the 
date of acquisition. 

' 3. 29 Our attention has also been drawn to certain anomalous situations in the matter of allowance of depre· 
ciation. In certain cases where a full deduction has been allowed in relation to a capital asset under other sections 
(as for example, section 35 which permits a deduction in respect of capital expenditure for scientific research), the 
taxpayers have conten~ed that ~uch deduction is independent ?f the allowanc.e by way of depreciation. In our view, 
the intention of the legislature 1s not to allow a double deduction (of 200%) m respect of the same asset, once under · 
section 35 and, again, by way of depreciation under section 32. If and to the extent that there is any anomaly or con
trary view possible on a construction of section 35, we recommend that the law should be clarified to provide that no 
deprt!ciation under section 32 shall be allowable in respect of capital expenditure for scientific research qualifying for 
deduction under section 35. 

SIS D of 1/77-3 
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3. 30 Based on the recommendations contained in the Final Report on Rationalisation and Simplification of 
the Tax Structure by Shri S. Bhoothalingam, that the salient principle should be that no category of business expenditure 
should fail to qualify for deduction in computation of taxable profits, a new section 350 was introduced by the Taxa
tion Laws (Amendment) Act, 1970. The purpose underlying section 350 is to permit amortisation of various types 
of preliminary expenditure, which under the law do not constitute allowable revenue expenditure, nor constitute capi
tal expenditure qualifyi~g for depreciation. The .various it~ms of expenditure en~mera~ed in section 350 are not ex
haustive. Some of the Items referred to by Shn Bhoothahngam do not appear m sectwn 350 for no exphcable rea
lions. We recommend that the following items of expenditure, in particular, should also be eligible for amortisation against 
profits of a business over a ten-year period for tax purposes :-

(1) Pre-operative expenses on administration and accounts departments and such other expenditure which does 
not directly relate to erection or acquisition of assets. 

(2) Expenses on shifting of a factory . 

. (3) Payment for acquisition of intangible assets for which there is no other provision for amortisation. 

(4) Expenses on construction of Railway sidings and roads on land not belonging to the taxpayer. 

As some of these items are not necessarily "preliminary" in character, but would be incurred in a rwming business, 
it would be necessary to enlarge the scope of section 35D to cover these items as well .. 

3. 31 The section already contains an enabling provision to prescribe under rules other items of expenditure 
which would then qualify for amortisation. Such a provision is essential as, at any given point of time, all 
possible circumstances cannot be visualised. It may be mentioned that expenditure, which would be allowable as 
business expenditure under other provisions such as expenditure on maintenance of roads, ordinarily would not fall 
under section 350. The provisions of amortisation need apply only to cases where expenditure is not allowable as 
revenue expenditure and it does not result in the creation of a depreciable asset or it is such as does not qualify for 
allowance against profits under other provisions like sections 35A, 35E, 35CC, etc. We recommend that any instance 
of such expenditure which results In disallowance as revenue expenditure and non-allowance of depreciation, should be 
promptly notified as and when the attention of tlre Government is drawn thereto. 

3.32 We are also of the view that, once an expenditure legitimately falls within the purview of the section, there 
11hould not be any further artificial restrictions on the quantum of such expenditure which would be eligible for amor
tisation. The quantum of business expenditure is dependent upon the exigencies of business and cannot be artificially 
regulated by any arbitrary norms. The fixation of such ceilings also defeats the underlying principle that no busi-

• ness expenditure fails to qualify for a deduction in computing business profits. We accordingly recommend that 
th1 limitation on the totality of such expenditure now appearing under sub-section (3) of uction 3~0 should be removed. 

3. 33 Rule 9A under the Income-tax Rules provides for amortisation of expenditure on production of feature 
films. These rules are highly complex and should be simplified. We recommend the adoption ef the following simple 
formula:-

(a) If the film Is released90 days prior to the close of the accounting year in which the production is completed, 
the entire cost of production should be allowed as a deduction in the relevant previous year. 

(b) If the film is released at any time within the period of the aforesaid 90 days pri11r to the expiry of the accounting 
year, 60% of the cost of production will be allowed in that accounting year and the remaining 40% will be 
allowed as a. deduction in the immediately succeeding accounting year. 

0 

3. 34 While on the subject of depreciation, we also considered the practical operation of the provision in section 
43A of the Income-tax Act. That provision was introduced in the Income-tax Act soon after devaluation of the rupee 
on 6th June, 1966. It was aimed at providing a workable basis for allowance of depreciation in cases where industrial 
concerns in India had acquired capital assets from foreign countries prior to the date of devaluation on deferred pay
ment terms or by taking loans abroad repayable over a period of years. Consequent on the devaluation of rupee, the 
amount required for payment of the instalments of the purchase price or repayment of the loan, as the case may be, 
as and when they fell due underwent an increase. The section provides that, in such cases, the increase in the liability 
of the taxpayer in terms of rupees shall be added on to the actual cost of the asset and depreciation shall be allowed 
with reference to such increased cost. Correspondingly, the section also provides for a situation where the value of 
rupee in relation to any foreign currency appreciates at any future date whereby there is a reduction in the rupee 
liability of the taxpayer for the purpose of making payments towards the cost of the asset or towards the repayment of 
loan taken in foreign currency for acquiring the asset. 

3.35 Conditions in the foreign exchange markets have, in recent years, undergone a sea-change. The rupee 
is .now de linked fro~ the st~rling and th.e foreign exch.ange value oft~~ rupee fluc~uates from time to time as computed 
With r~ference to a' b~skc:t ~f currencies. Accordmgly, the proVISions of section 43!> have. become quite cumber
some m actual operatiOII; ID VIew of t~e fact that, as and wh~n the value of the rupee m relation to any foreign cur
rency undergoes fluctuation, the capital cost of assets acqUired from abroad as computed earlier would require re
computation for the purpose of allowance of depreciation. We have considered this aspect of the problem and are 
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of the view that it is no longer necessary in the changed circumstances to make such adjustments to the actual cod 
of assets acquired from foreign countries for the purpose of depreciation as and when the foreign exchange value of 
the rupee undergoes any change. It would be simpler to treat such exchange differences on remittances as ordinary 
business income or expenditure. In the light of the flexibility available to the taxpayer in his depreciation claim, 
this recommendation would not lead to any hardship. We, therefore, ruommend that the law should be amended 
to secure that the actual cost of the asset in such cases is takm as originally computed with reference to the exchange 
rates prevailing on the date of acquisition of the same. Thereafter, any gain or loss occasioned to the taxpayer at the 
point of actual remittance of instalment of purchase price or loan, as the case may be, should be treated as a re1•enue 
gain or loss of the business and the actual cost of the assets should not be disturbed. As regards cases where the actual 
cost has already been adjusted under the existing provisions of section 43A, the gain or loss would be calculated with re
ference to such adjusted actual cost. In other words, as from the time the aforesaid suggestion made by us is in force, 
no further adjustments would be made under section 43A. 

3. 36 In the case of certain taxpayers, particularly in the small scale sector, depreciable assets are freque11tly 
acquired under hire purchase arrangements. The strict legal position of such arrangements is that the ownership 
of the asset does not vest in the purchaser until all instalments of the hire purchase contract are fully paid. This 
may lead to a hardship in regard to the claim for depreciation by the purchaser as ownership of the asset is a pre· 
condition for allowance of depreciation. In order that such a hardship is not created on a technical view of owner
ship, the Board has issued administrative instructions permitting the allowance of depreciation on such assets to the 
purchaser. These instructions are subject to the condition that the vendor does not seek to claim depreciation as an 
owner who has hired out the asset in his own assessment. The intention is that depreciation on such asset is allowed 
only at a single place, viz., the purchaser who is putting the asset to use in his business though he may not technically 
be the full legal owner. We recommend that, in the case of assets being acquired under hire purchase agreements. the 
purchaser should be entitled to claim the depreciation in his assessment provided that as between the purchaser and the 
vendor it is agreed that the purchaser alone shall be entitled to claim depreciation rn respect of the same ass1t. The 
administrative instructions should preferably be incorporated in the law. 



CHAPTER4 

AMALGAMATION OF INDUSTRIAL UNITS UNDER SECTION 72A 

4.1 Section 72A inserted in the Income-tax Act by the Finance (No.2) Act, 1977, makes provision for certain 
tax advantages where a company owning an industrial undertaking amalgamates with another company in circums
tances where the Government is satisfied that the amalgamation is in the public interest. The genesis of this provision 
was explained by the Finance Minister in his Budget speech in the following words :-

"73. Sickness among the industrial undertakings is a matter of grave national concern. Closure of any 
sizeable manufacturing unit in any industry entails social costs in terms of loss of production and employment, 
and also waste of valuable capital assets. Experience has shown that taking over of such units by Government 
is not always the most satisfactory or the most economical solution. A more effective course would be to faci
litate the voluntary amalgamation of sick industrial units with sound ones by providing certain incentives and 
by removing impediments in the way of such amalgamation. It is accordingly proposed to provide that where 
an amalgamation is accepted by the Central Government to be in public interest, the accumulated losses and 
unabsorbed depreciation of the amalgamating company will be allowed to be carried forward and set off in the 
hands of the amalgamated company." 

4. 2 Section 72A accordingly permits the carry forward and set off of the accumulated business losses and the 
unabsorbed depreciation of the amalgamating company (which is a sick industrial unit not financially viable) against 
the income of the amalgamated company in the following years. Without this special provision, such accumulated 
business losses and the unabsorbed depreciation would not have been allowed to be set off against the profits of the 
amalgamated company in the ordinary course, because such set off is available only to the taxpayer who incurred 
the loss or had the unabsorbed depreciation and not to the successor in business. This factor was considered to be 
a strong disincentive to the amalgamation of sick industrial units with sound ones and hence the Government felt 
the need to remove the disincentive as explained by the Finance Minister. In the light of the objective set forth in 
the Budget speech, as reproduced above, the facility of set off of accumulated losses and unabsorbed depreciation 
is subject to conditions which are intended to secure that the objective underlying the section is achieved effectively 
and that there is no misuse of the concession in the generality of cases of amalgamation. The first of these conditions 
is that the Central Government should be satisfied on the recommendation of the "specified authority" in regard to 
certain matters, which are as under :- . 

(a) The amalgamating company was not, immediately before such amalgamation, financially viable by reason 
of its liabilities, losses and other relevant factors; 

(b) The amalgamation was in the public interest; and 

(c) Such other conditions as the Central Government may, by notification in the Official Gazette, specify, to 
ensure that the benefit under the section is restricted to amalgamations which would facilitate the rehabi
litation or revival of the business of the amalgamating company. 

The Central Government has since notified the constitution of the "specified authority" for the purpose of this provi
sion. According to that notification, the "specified authority" will consist of-

(1) Secretary, Department of Industrial Development, Ministry of Industry, Government oflndia; Chairma11 • 

(2) Secretary, Department of Company Affairs, Ministry of Law, Justice and Company Affairs, Government 
of India; Member. 

(3) Secretary, Ministry of Labour, Government of India; Member. 

(4) Secretary, Department of Economic Affairs, Ministry of Finance, Government of India; Member. 

(5) Chairman, Central Board of Direct Taxes, Ministry of Finance, Department of Revenue, Government of 
India; Member. 

The Central Government does not so far appear to have issued any notification specifying any other conditions as 
referred to in item (c) referred to above. However, the Ministry of Industry (Department of Industrial Deve
lopment) have recently issued certain guidelines which the Government proposes to keep in mind while examining 
applications by industrial units for the requisite declaration under the section. 

4. 3 In addition to the initial exercise of getting the satisfaction of the Central Government on the recommenda
tion of the "specified authority" as set forth earlier, the amalgamated company has to satisfy certain further conditions 
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in the following years in order that it may continue to enjoy the benefits of set off of the losses and unabsorbed depre
ciation of the amalgamating company from year to year. These are :-

(i) The business of the amalgamating company is carried on by the amalgamated company during the rele
vant previous year without any modification or reorganisation. If the amalgamating company has made 
any modification or reorganisation in such business with a view to securing greater economy and 
efficiency, such modification or reorganisation should have the approval of the Central Government. 

(ii) The amalgamated company should furnish along with its return of income for the relevant assessment 
year in which the set off is claimed, a certificate from the "specified authority" that adequate steps have been 
taken by that company for the rehabilitation or revival of the business of the amalgamating company. 

4.4 The rationale of the various conditions which are required to be satisfied by the amalgamated company 
in order to become eligible for the tax benefits conferred by the new provision is to prevent misuse of the concession 
in the generality of cases of amalgamation. However, the provisions as they stand are likely to give rise to certain 
practical difficulties in actual implementation and unless these difficulties are removed, the amalgamations aimed 
at may not take place to the extent desired by the Government. These difficulties and the possible solutions to these 
are set forth in the following paragraphs. 

4. 5 The first problem which may confront a company which considers taking over of the business of a sick 
industrial unit in order to qualify for the tax benefits provided by the section arises out of the position that, under 
this section as it stands, it appears that the amalgamation has to be effected first and thereafter the "specified authority" 
has to be moved for the purpose of making a recommendation to the Central Government. In the guidelines recently 
issued by the Government as mentioned in paragraph 4. 2 above, it is indicated that, although a formal recommenda
tion to the Central Government under section 72A(I) will be made by the "specified authority" only after the amalga
mation of companies has been effected, an application for approval of the scheme of amalgamation may be made to 
the "specified authority" even before such amalgamation has actually taken place. It is further stated in the said 
guidelines that, if the "specified authority" is satisfied that the scheme of amalgamation is in the public interest and 
that the other conditions mentioned in section 72A(I) are also fulfilled, it may indicate to the amalgamated and amal
gamating companies that, 'in the event of the amalgamation being finally effected on the basis of the scheme presented 
to and approved by the "specified authority", it would make a formal recommendation to the Government for mak
ing a declaration under section 72A(J). While this assurance is indeed welcome, we recommend that, in the fitness 
of things, the substance of the assurance should be incorporated in the law by a specific provision to permit an applica
tion to the Central Go••emment by the concemed company with a scheme of amalgamation for consideration as to whether 
tire terms of tire proposed amalgamation as set forth in tire scheme are such as to meet tire requirements of tire section. 
Once the application is approved, then tire companies concerned can go ahead with the scheme and obtain the court's 
approval to the same ancl implement it accordingly. Natural justice requires that the Central Government should give an 
opportunity to the companies concemed to e.~plain the scheme and, if there are any objectionable features, the companies 
should be allowed to modify the scheme suitably so that it meets with approval. 

4.6 The section provides for deeming the unabsorbed depreciation and the accumulated loss of the amalgamat
ing company as the loss and depreciation of the amalgamated company "for the previous year in which the amalga
mation was effected". The procedure for implementing an amalgamation may be protracted and long drawn out as 
the necessary formalities are required to be carried out under the provisions of the Companies Act and, where appli
cable, the Monopolies and Restrictive Trade Practices Act, Capital Issues Control Act, Foreign Exchange Regula
tion Act, etc. This time-lag in completion of formalities may raise questions as to what is the relevant previous year 
when the amalgamation can be said to be effected. In order to remove any possible doubt or controversy in this-
regard, we recommend that the declaration to be issued under the section should clearly specify the previous year of the 
amalgamated company in which the accumulated loss and unabsorbed depreciation of the amalgamating company shall 
be deemed to be the loss and depreciation of the amalgamated company. 

4. 7 The section stipulates the various conditions upon which an amalgamation could qualify for a declaration 
under the section. As mentioned earlier, the section empowers the Central Government to notify further conditions 
in the Official Gazette. As notifications may be issued by the Central Government from time to time, the condi
tions required to be fulfilled would also vary from time to time. We accordingly recommened that when a scheme is 
submitted to the Central Gol'ernment under the abo••ementioned procedure, the Central Government should examine it 
only with reference to the conditions spelt out in the section itself and any other conditions which may already have been 
notified pursuant thereto. In other words, further notifications which may be issued by the Central Government should 
only apply prospectil•ely to schemes of amalgamation which may be submitted for approval after the date of issue of the 
notification. • 

4. 8 The section at present contemplates the sati,faction of the Central Government as a condition distinct 
and separate from the recommendation of the "specified authority". It is not clear whether, even where the "speci
fied authority" makes a recommendation, the Central Government would apply any further tests before recording 
its satisfaction or, having regard to the composition of the "specified authority", conshting as it does of four Secre
taries of the Central Government in the Ministries concerned with Industrial Development, Company Affairs, Labour 
and Economic Affairs, and the Chairman of the Central Board of Direct Taxes, the satisfaction of the Central Govern
ment would be a virtual certainty once the "specified authority" makes its recommendation. The latter would be the 
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more reasonable view of the provision as it stands. In that view of the matter, it would be a mere duplication of pro
ceedings-one before the "specified authority" and the other before the Central Government; the former to make the 
recommendation and the latter to issue the declaration. In our view these should be coalesced. We accordingly 
recommend that the section should provide for a declaration being issued by the Central Government (or in the alter· 
native, by the "jpecified authority") on an application by the amalgamated company as a single proceeding. 

4. 9 As regards the additional conditions to be fulfilled by the amalgamated company whilst availing of the 
benefits of carry forward and set off from year to year as stipulated in sub-section (2), we feel that the objective can be 
achieved in a simpler manner. The existing provisions for approval of the Central Government under clause (i) 
and certificate of the "specified authority" under clause (ii) are unduly complex. We recommend that the section be 



CHAPTER 5 

TAXATION OF CASUAL INCOMES 

5 .I Casual and non-recurring receipts were traditionally regarded as not taxable, and were exempted from 
taxation under section 10(3) of the Income-tax Act as it stood before its amendment in 1972. As such exemption was 
found to provide an avenue for channellising undisclosed incomes, the Wanchoo Committee recommended wtthdrawal 
of the exemption. The predominant consideration was to plug the loophole for evasion rather than to serve as a 
revenue raising measure. With a view to bringing into the fold of taxation various items of casual and non-recurring 
receipts, some far-reaching changes have been made in the Income-tax Act in !972. · 

5. 2 Sub-clause (ix) of clause (24) of section 2 was introduced by the Finance Act of 1972 to bring within the 
definition of income, winnings from lotteries, crossword puzzles, races including horse races, card games and other 
games of any sort or from gambling or betting of any form or nature whatsoever. 

5.3 However, winnings from lotteries and crossword puzzles are dealt with differently from the other items of 
casual income, for the purpose of deduction of tax at source under section 194B which reads as under:-

"The person responsible for paying to any person any income by way of winnings from any lottery or cross
word puzzle in an amount exceeding one thousand rupees shall, at the time of payment thereof, deduct income
tax thereon at the rates in force." 

Additionally, winnings from lotteries (but not those from crossword puzzles) in the case of taxpayers other 
than companies, are treated differently for the purpose of taxation under section 80TT by allowing 
a deduction of the first Rs. 5,000 and 50% of the balance to determine the taxable portion. This treatment is 
broadly similar to the treatment accorded to long-term capital gains under section 80T. Other items of casual re
ceipts enumerated in section 2(24)(ix) are taxable in the same manner as ordinary income, subject to exemption of the 
first Rs. 1,000 as specified in the amended section I 0(3). Thus, we have today as many as five sub-divisions in the 
matter of tax treatment of casual incomes. These are:-

(I) Taxpayers other than companies : 

(a) Lottery winnings 

(b) Crossword puzzles winnings 

Rs. 5,000 plus 50% of the balance exempt; rest taxable, tax deduc
tible at source when winnings exceed Rs. 1,000. 

Excess over Rs. 1,000 taxable as ordinary income. Tax deduc
tible at source when winnings exceed Rs. 1,000. 

(c) Other casual incomes falling under sec- Excess over Rs. 1,000 taxable as ordinary income. Tax is not 
tion 2(24)(ix). · deductible at source. 

(2) Companies : 

(a) Lotteries and crossword puzzle 
nings. 

• 
win- Excess over Rs. 1,000 taxable as ordinary income. Tax deduc

tible at source when the winnings exceed Rs. 1,000. 

(b) Other items of casual income falling Exc~ss over Rs. 1,000 taxable as ordinary income. Tax is not 
under section 2(24)(ix). deductible at source. 

This scheme, therefore, provides a fertile field for mistakes in assessments and causes needless confusion in the 
minds of the taxpayers. 

5.4 Upto assessment year 1972-73, receipts enumerated in sub-clause (ix) of clause (24} of section 2, enjoyed 
tax exemption by virtue of section 10(3) as it existed then. Invariably, every recipient was anxious to secure evidence 
in support of his claim that the receipts were not taxable. In particular, it may be mentioned that cheques were gene- · 
rally insisted upon to collect jackpot winnings from race courses. After section 10(3) was amended by the Finance 
Act of 1972, a complete change has taken place. There is a reluctance to receive winnings by cheque. Needless to 
say, such a system encourages breeding of black money and its proliferation. This has thus worked exactly in the 
opposite direction to what was envisaged by the legislation. In its well-meant attempt to bring into the tax net all 
items of income which are of casual and non-recurring nature and to make them bear the full brunt of tax with a 
concessional tax treatment only to lottery winnings in the case of non-corporate taxpayers, the Government seems 
to have failed to achieve the intended objective. 
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5. 5 The Comptroller and Auditor General's Report for 1975-76 indicates collections from the sources men
tioned in sub-clause (ix) of clause (24) of section 2 to be a little over Rs. I crore only. Jackpot payments all over 
the country alone are estimated to run into several crores of rupees. It is, therefore, expedient to devhe some pro
cedures for getting some tax at least from such winnings. To achiel"e this, we recomnl<'nd that section l94B should be 
enlarged to encompass in its fold all the items appearing in sub-clause (i:>:) of clause (24) of section 2 where lht• 
payer is a11 organised body. 

5. 6 To ensure that ta.~payas as far as possible obtain their winnings from mrious recognised sources such as 
race clubs, and other social clubs, we further reconunend that section SOTT should be amended to include, in addition to 
lollery winnings a lithe other items which are mentioned i11 sub-clause (ix) of clause (24) of section 2 and that all these 
items should be treated in the same way as lotteries by deducting 50% of the amount in computing the total income, with 
the difference that i11 respect of these additional items, the initial deduction should be limited to what is allowable under 
section 10(3), viz., Rs. 1,000. In the case of companies having any such income, we recommmd that the position 
under the present law may co/1/inue, with the modification/hat the provisions for deduction of tax at source under section 
1948 as modified as suggested, should apply also to pa;pmell/s of casual incomes made to companies. 

5. 7 If the aforesaid recommendation is accepted by Government, it will not only lead to better collection of 
revenue but will, to some extent at least, bring into legal channels money for economic development. 



CHAPTER 6 

ADDITIONAL INCOME-TAX ON UNDISTRIBUTED PROFITS 

6.1 Sections I 04 to 109 of the Income-tax Act provide for the levy of additional income-tax, in certain circum
stances, on undistributed profits in the case of closely-held companies, I.e., companies other than those in which the 
public are substantially interested as defined in section 2(18) of the Income-tax Act and wholly-owned subsidiaries of 
such companies. All public companies whose shares are listed on a recognised Stock Exchange in India are auto
matically regarded as companies in which the public are substantially interested and, therefore, these sections do not 
apply to such companies and their wholly-owned subsidiaries. · 

6.2 If any company to which the provisions of sections 104 to 109 apply, fails to distribute dividends to the 
extent of the prescribed percentage of the distributable income, within twelve months of the end of the previous year, 
it is liable to pay an additional tax. The quantum of this additional tax is 50%, 37% or 25% depending on whether 
the company is an investment company or a trading company or any other class of company respectively. 

6. 3 The object of these sections is to prevent avoidance of tax by the shareholders of a closely-held company. 
By retaining the income in the company without distribution as dividends and by having it distributed in years of 
their choice, the shareholders in control of a closely-held company, particularly those having income in the higher 
brackets, would be in a position to avoid or substantially reduce the tax payable by them on such dividends. The 
position is all the more highlighted in the case of investment companies where shareholders utilise such companies 
as holding mechanisms for their investments. Companies receiving dividend income also enjoy a further benefit 
as intercorporate dividends arc taxed at a substantially lower rate of tax than the ordinary income of the company. 
The retention of the balance of profits in the company results in substantial tax savings to the shareholders. 

6. 4 The scheme for levy of additional tax under section 104 has to be considered in the light of the totality of 
the tax incidence on companies. At present, closely-held companies are already subjected to higher rates of tax than 
widely-held companies. The question is wheL~er, despite this higher levy, there is a case for further levy of additional 
income-tax under section 104. 

6. 5 The question of declaration of dividends and adequacy of dividends cannot be considered in the abstract. 
The Supreme Court has, on more than one occa.sion, observed that the question must he considered objectively, 
judged by business considerations. Reasonblc rquirements of the future have also to be considered, apart from the 
financial position of the company. Factors such as depreciation in the value of investments, anticipated losses of 
future years, borrowings, general financial position, etc., are all relevant. In the face of such widespread considera
tions of business exigency, it would be very difficult to sustain an~ assessment of additional tax under section 104 in 
a large majority of cases. 

6. 6 Further, restrictions on dividends was one of the features of the anti-inflationary policy of the Government. 
Considerable emphasis is currently being placed on the need for restraint in dividend distributions. The need on the 
part of the companies to plough back resources for development of trade, commerce and industry is also pressing. 

6. 7 It-should also be remembered that the Income-tax Act is a part of a scheme of an integrated tax structure. 
The provisions relating to "deemed" dividends, under section 2(22), are an effective check on the use of companies' 
resources for private purposes. It is not easy for the shareholders to take advantage of the corporate veil without 
adverse consequences under the Income-tax law. Apart from this, there is already a provision for levy of wealth-tux 
on shares, levy of capital gains tax on transfer: or shares and levy of gift tax or estate duty on transmission of shares 
int~r vil'oS or on death. 

6. 8 Shri Bhoothalingam, in his Report on Rationalisation had suggested the discontinuance of the provisions 
under sections 104 to 109. The Wanchoo Committee had also come to the same conclusion and recommended aboli
tion of these provisions. In the year 1964, the provisions of these sections were considerably relaxed in the case 
of industrial companies. The objective then sought to be achieved was to infuse confidence in the corporate sector to 
augment resource! from within and without. The corporate sector was expected to strengthen its resources and 
augment its capacity to develop. It was also thought desirable to discourage the dissipation of additional 
resources by payment of higher dividends. 

6. 9 Contrary to the recommendation of the Wanchoo .Committee, the Taxation Laws (Amendment) Act, 
1975 extended the levy under section 104 to cover even cases of industrial companies, from the asse,sment year 
1976-77 onwards. This anomaly was promptly set right by excluding industrial companies from the purview of these 
sections by the Finance (No.2) Act, 1977. The Hon'ble Finance Minister in his budget >peech, observed: "From 
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the point of vic~ of nnximising expansion of industry, l can sec little m;rit in compdling closely-held indmtrial 
comp mics to di,tribute a high p~rcentage of thdr net profits as dividends ... 

6.10 It would not bc_o~t of place here to I'C!int out that the trend of company kgislation ir~reccn_t years ha~ 
been to ensure at le-ast a mmunum plough hack ot profits and further to rcstrrct the wnhdrawals from rcscr.ves for 
payment of dividend under section 205(.!A) and section 205A of the Companies Act, 1956. ll woul~l, th.ercfore. be. 
prudent to leave the issue of dividend distribution to the business consideration of the Boards of Dtrectors of 
companies. 

6. II We arc of the considered opinion that the latest provUon exempting closely-held industrial comp<mies 
from the ambit of section I 04 is a step in the right direction. If there i' justification for excluding industrial companies. 
there is likewise jmtification for excluding the other categories of companies as well. inasmuch as trading c_ompanrcs 
and service companies do contribute to economic growth and employment and supplement the role of mdustrral 
companies in this regard. These companies provide feeder services to industrial companies and there is hence a 
case for excluding such companies also from the operation of sections 104 to 109. There is an imperative need to 
increase corporate savings even in su<h companies and to channel these into productive investments and thus accele
rate the pace of economic growth. In the circurmtances explained above and taking a total view of the corporate tax 
structure, we reconmu•nd that the pro1•isions of sections 104 to I 09 should be applicable only in tlze case of closely-held 
investment companies, while other closely-held companies should be excluded from their puniew. 

6.12 We have recommended that investment companies should still be subjected to the restrictions under 
these sections as these companies enjoy a concessional tax treatment in relation to their main source of income, namely, 
dividend income, where the tax rate is around 27% (Nil in certain cases) against the rate of 68.25% appli able to the 
other income of such companies in general. This should be viewed in comparison with the personal rate of tax which 
reaches upto 69%. Thus, whilst the differential in the tax rate between clmely-held companies in gene·ral and indi
viduals is not significant, there is a significant difference in the tax rate applicable to dividend income of such com
panies and the personal rates of tax. Again, investment companies are capable of, and are, being used as a medium 
for holding investments and for acquiring further investments as a means of gaining share-holding control. Non
compulsion in the matter of distribution of dividends in such cases is likely to contribute to concentration of economic 
power, which needs to he checked. The accumulated earnings are likely to he further utilised in acquiring control 
over other companies. For strengthening the redhtributive role, which direct taxes ought to play, it is necessary that 
such companies are kept within the restrictions of the penal provisiom of section I 04. The safeguards at present 
obtaining for assessing the reasonableness of dividends in genuine cases may he continued even under the amended 
scheme as recommended by us. 



CHAPTER 7' 

ASSESSMENT PROCEDURE 

. .7. I On~ of the terms of rcfcrcnc.e .of the Committee is to suggest ""Y' and means of improving the udminbtra
llon of the dtre.ct tax laws and expedttmg a>Sessment, appellate and other proceedings under those laws. One of 
the areas to wluch attcntton needs to be directed urgently is in the matter of assessment procedure which constitutes 
the mosttmportant operation in the administration of the tax Jaws. 

7.2 Mounting ar.rears of work has plagued the Income-tax Department for many years. The latest report of 
the. Comptroller & Audttor General of Indi:• for the year 1975-76 discloses the following position regarding pendency 
of tncome-tax assessments as at the end ol each year :-

1971-72 

1972-73 

1973-74 

1974-75 

No. of assc'\S· 
ments pending 

11,13,705 

13,92,665 

17,19,597 

16,77,48t 

1975· 76 t7,26,6H3 

We have been informed that the pendency has gone up to I 7,4l,S3S at the end of March 1977. Apart from 
this, there are also several loose ends in the form of pending rectifications, orders giving effect to appeal decisions, 
follow up of audit ohjections, etc., which also constitute arrears in relation to assc"mcnts. Perhaps the number of 
cases which are pending for rectification would itself constitute a formidable load of arrears. 

7. 3 During the last 6 years when the Summary Assessment Scheme has been in operation, the arrears of a"e~s
ments have shot up from II .23lakhs to I7 .41 Iakhs which represents almost 50% of the asse•see' as on 3 ht March, 
1977. It is, however, on record that the Department has succeeded in bringing down the pending asse>Smcnts from 
the peak figure of23.471akhs in 1966-67. This may be attributed to various reasons, including the reduction in the 
time limit for completion of assessments on and from assessment year 1968-69. The Finance Act of I968 reduced the 
time limit for completion of assessments from 4 years to 2 years. In making this change, the then Deputy Prime 
Mini•ter and Minister of Finance stated that the measure was aimed at expediting tax a"essments. It is. therefore, 
quite natural that the pendency of cases should have come down. A further reason for reduction of pending a"e''" 
ments would be the provision for summary assessment under section I43(1) introduced from bt April, 1971 by the 
Taxation Laws (Amendment) Act, 1970. The aim of the Summary Asses~ment Scheme was to speed up regular 
assessments at least in the bulk of the ca.;es which involve no contentious points. Although the legal provbions do 
not place any limitation on the type of cases in which a summary a»sessment may be made, in practice, the Summary 
Assessment Scheme has been limited to certain categories of cases. Cases requiring scrutiny in the interest of reve
nue are segregated at the initial stage iteself and excluded from the Scheme. The check on the dhposal of cases under 
the Scheme is exercised by individual lists prepared separately for scrutiny cases and summary assessment cases, such 
lists being maintained by the Income-tax Ofiiccr, the Inspecting Assistant Commissioner and the Commissioner of 
Income-tax. It is further contemplated that a certain proportion of the assessments made under the Scheme should 
be subjected to scrutiny on a selective or, on random sampling basis. The Department aims at emuring at least 70% 
of assessments being completed under the Scheme and this percentage is intended to be increased progressively to 
90%. Another factor to be noted in this connection is that the exemption limit was raised from R '· 6,000 to 
Rs. S,OOO by the Finance Act of 1975, having been earlier increased from Rs. 5,000 to Rs. 6,000 under the Finance Act 
of I974. The limit has been further increased to Rs. 10,000 under the Finance Act of 1977. This is apart from 
the liberalisation of the tax reliefs under section SOC and SOL (Life Insurance Premium/Provident Fund Payments 
and income from bank interest, dividends, etc.). These measures would have further reduced the number of income
tax assessecs. 

7. 4 Many efforts have been made to overcome the mounting arrears of assessments and bringing them up to 
date. Experiments were made in spot assessments, quick assessments, summary assessments, etc., but with little 
success. From the unitary system the Department switched over to a functional system some years ago and switched 
back to the unitary system in 1974. 'This experiment and the ultimate abandonment of the functional system have 
added to the problems of administration already prevailing in the Department. All the various experiments referred 
to·above have not helped to solve the problems of mounting arrears. It is in the context of the aforesaid measures 
that the problem of at:rears exceeding 17 lakhs calls for appropriate remedial action. 

7. 5 With a view to better understanding of the problems faced by the Administration in the task of completion 
of assessments, the Chairman and some of the Members of the Committee visited some of the offices in Bombay. 
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The problems noticed during these visits were principally i": regard to inadequacy of space, and inadequacy of stafT 
even within the sanctioned limits. Correspondingly, the mamtenance of the Departmental records was far from satt'
factory. The inspection led to the inference that the problem faced b~ the Department is one of extreme st;·ain on 
its man-power and other physical resources. 

7. 6 The pursuit of any over-ambitious objectives makes considerable demands on the man-power require
ments, on the one hand, and space for accommodating these officers, staff and files, on the other. In order to meet 
the increasing work-load, the strength of officers (and corresponding staff) has been steadtly augmented over the years, 
as the following figures will show:-

Sanctioned strength of On Sept. 1944 On Sept. 1977 

C.I.T. s 80 

A.Cs. 53 575 

I.T.O. Class I 334 1,454 

I.T.O. Class II 83 1,972 

478 4,081 

We have come to the conclusion that this system of planning man-power requirements to match the work-load over
looks the fact that, whereas work multiplies without notice, man-power cannot be multiplied instantaneously to keep 
pace with work-load. It is humanly impossible to continuously expand man-power and other physical resources 
pari passu with the work-load. 

7. 7 The Administrative Reforms Commission in its Report on Direct Taxes Administration (January 1969) 
had also drawn attention to thr knotty problem of the growth of arrears of assessments. The Commission recom
mended steps to seek liquidation of the arrears as early as possible and prevention of further accumulation. The 
strategy proposed was to adopt a summary method of disposal of small income cases which are comparatively un
important from the revenue point of view, and to devote better attention to the bigger income ones. The Wanchoo 
Committee broadly approved the general principles underlying the small income assessment scheme but recommended 
the adoption of uniform norms throughout the country for selection of cases for scrutiny. The Committee also re
commended the deployment of Assistant Commissioners for assessment work in investigation and large revenue cases. 

7. 8 A stage has now been reached when constraints in expanding the man-power and other physical resources 
have made it imperative to consider alternative and better ways to tackle the mounting work-load, Planning to 
fit work-load to man-power seems to be the only answer to the problems confronting the Department. At any given 
point.. of time man-power position is known; its capacity and optimum level of output can also reasonably be ascer
tained. The solution would be to dovetail the work-load to match the available man-power resources and the output 
capable of being efficiently and effectively provided by these resources. Therefore, only that much work-load must 
be tackled, which can be effectively handled. In regard to the rest of the cases, the returns of income should be vir
tually accepted. Such a procedure should necessarily be consistent with the interests of revenue and relevant 
safeguards are indicated. 

7. 9 The bulk of the returns are received by 30th June and another lot by 31st July every year. We recommend 
that the Department must so gear itself that, by deploying its elltire work-force, it would be in a position to check 
whether the returns are complete and payments adequate, within a period of 3 months from the receipt of the returns. 
To facilitate this, we recommend that the particulars to be submilled with tlze return should be clearly indicated in 
a manner easily intelligible to tlze taxpayer. At the same time tlze particulars should be such that a rapid scrutiny 
would reveal compliance by the taxpayer and instances of non-compliance would be readily discernible. In particular, 
the return should contain :-

(i) Statement showing computation of income under each head separately, disclosing all allowances and deduc
tions claimed; 

(ii) Statement showing computation of the tax payable, along with claims for credit for tax deducted at source, 
advance tax paid and self-assessment tax paid, supported by the relevant certificates and receipted challans; 

(iii) Attested copies of trading and profit and loss account or income and expenditure account, balance-shut, 
partners'/proprietors' capital accounts, etc; and 

(iv) Compulsory deposit receipts. 

7.10 To ensure success of the new procedure, we recommend that the taxpayer should be cautioned in regard 
to the following matters :-

(a) If tlze retum is not complete in all respects, it is liable to be treated as an inmlid return, with the consequence 
that the taxpayer will be regarded as being in default for the purposes of interest, penalty and prosecution as 
if there is failure on his part to file the rerum. ' 
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(b) Although the assessment may, in the first instance, be completed under section 143(1 ), the taxpayer u•t/1 become 
/table to penalty and prosecution in case the computation of income and deductions is found to be inaccurat<' 
and/or any escaped income is brought to assessment. 

The above should follow as a natural consequcn_c~ of the scheme of voluntary compliance on the part of taxpayers 
and acceptance of returns. The purpose of the nut.Jal scrutmy should be merely to ensure that taxpayers have filed 
complete -and valid returns: . ~t the same time, the data which is brought on record would, on scruiiny or review, 
enable the Department to Initiate re-assessment proceedings, should these become necessary. 

7 .II The initial screening is bound to reveal defects and deficiences in some of the returns. ll'ith a l'i<'ll' to 
encouraging the filing of complete returns, ll'e recommend that there should be a specific legal provision according to 
ll'hich incomplete retums will be treated as invalid ones, attracting consequelllial interest for ddayed submission, to be 
calculated till the date of filing .a correct and valid retum. Wherever it is observed that the return is incomplete in a11y 
respect, a standard form ofnottce should be sent to the taxpayer directing him to supply all the relemnt missing particu
lars so as to enable the return to be treated as duly filed. It should be clarified in this notice that the data should be 
filed within, say, 15 days without any further reminder, reference or extension and that, pending such .filing, the retllm 
will not be treated as a valid return and the taxpayer ll'i/1 be deemed to be in the position of one who has not filed a 
retum. The return itself need not be sent back to the taxpayer except in cases ll'here some error or commission or 
omission therein requires to be rectified by him. 

7.12 As the new assessment procedure outlined above is based on voluntary compliance of tax laws and mutual 
trust, we recommend that notices under section 139(2) need not be issued to taxpayers already on the r,•gistas of the 
Department. Such notices need be issued only to new taxpayers disc01·ered in the course of searches or sw·•·cy opaa
tions, or persons who have failed to file returns within the time limit. 

7.13 The present law requires passing of an assessment order in each case. If the bulk of the returns are to be 
accepted without detailed scrutiny, assessment orders in such cases would be superfluous. We recommend tiwt ti11• 
law may be amended whereby an assessment is deemed to be completed on the sending of an acknowledgement all ached 
to the retum itself as a tear-off slip. 

7.14 The bulk of the returns having been disposed of on the summary basis in accordance with the procedure 
outlined in the preceding paragraphs, the Department will be in a position to devote greater attention to the scrutiny 
of cases involving large revenue. We recommend that, in cases of retums where any wwszwl featur<'S like partition 
of H. U . .f:, cessation of business, dissolution of a firm are noticed during rapid scm tiny, they shoultl be refi•n·ed to tiw 
Commissioner for Directions for inclusion in the random sampling scrutiny group. We further recommend that. taking 
into account the man-power ami/able, the Central Board of Direct Taxes should issue an annual programme laying down 
the criteria for selection of cases for scrutiny. In our view, the cases selected for scmtiny should co1-er tit<' following 
types of cases:-

(i) A./I company cases. 

(ii) Sensitive cases. These will include cases where tax evasion is suspect1•d and cases where the Board considers 
a detailed scrutiny would be necessary irrespective o,(income retumed on the basis of information amiiabh• in 
the return or otherwise. It may include certain trades or professions or even indi••idua/ mses. 

(iii) A certain proportion of other cases picked up by random sampling, depending on the mtm-power al'aila!J/e. 

7.15 Ordinarily, it should not H•ke much time to pick up cases for scrutiny. The Board will decide all the sensi
tive cases and cases with large revenue implications. Information available with the lntefligence Wing may abo 
help in picking up such cases. The Bo~nl, in consultation with the Commissioner. can determine the percentage of 
cases to be picked up for random sampling. We would like to emphasise that the Board in fixing work-load should 
ensure that scrutiny of the cases set apart for the purpose, is thorough and systematic in every respect. l-or this pur
pose, realistic work norms should be fixed. The success of the scheme lies in trusting the taxpayer and hitting hard 
when a tax evader is caught. Immediate prosecution should be launched when fraud is detected. 

7.16 With the return to the unitary system and with the work-load reduced to controllable limits, the a.sessing 
officer will not find it difficult to collect the revenue raised by him through assessments. Even recovery proceedings 
can be undertaken by him. This will allow the bulk of Recovery Oflicers to come back inl<> the mainstream of a"ess
ment work. This again will enable the Department to increase its scrutiny cases annually. It may take some time 
before the Recovery Otlicers are recalled as they are having plenty of work on their hand at the moment. At least 
some of it ought not to be there as many a ct?mplaint has been received that often recovery certificates are i"ued 
despite the fact that all taxes have been paid. 

7 .17. We also considered the problem of belated returns and the suggestion as to whether such cases should 
straightaway be taken to scrutiny. It was felt that there may alway> be genuine cases. where delay may be unavoid
able. We, therefore, recommend that s11ch cases should be left to the discretion of the Commissioner to decide on 
merits whether the circumstances justify the case being takm up for scrutiny. 
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7. 1 g In any scheme of voluntary compliance it should be for the_ taxpayer to buy time and the cost is to be 
mdcrcd ri~ht from the date on which the return is due upto the date of hhng the return. We com1der that the pre
'cnt rate ,;f 12 "~per annum recl-.oned on the final tax payable (that is to say, tax as redu_ced by the advance tax and 
t;LX deducted at source) is not adequate enough. It docs not serve as a deterrent at all m cases where a substantial 
portion of the tax has already been paid by way of advance tax and deductiol!-s at source. In fact, the normal scheme 
of things would be for taxes to he so paid in a large majority of cases. It Is, therefore, necessary to have a greater 
dcterre~1 t by increasing the cost of delays in Iii ing returns. IVe, ther~fore. recommend that. ll'hile the rate of dctermining 
the cost nwy be rctained at 12 ~~per anmm1, it should be applied to the gross tax on the total iiiCOIII<' as determined 011 
regular asses.me/11, that is to say, the tax IVitlwm deduct/On of arb·at1ce t"~ a!llltaxes deducted at source. WeJ_urther 
recnmm,·mlthatthe taXfhll'"' should be required to mlrulate tl1is additio11al sum for each mmpleted 111011th of drfault on 
the basis of' his return mu(pay it b<:(m·efiling the retum,fi1iling ll'hich the Income-tax O.ffica also should be e111p01rcred 
to calm/ate tile <111101//lt at t/1e time of the regular assessment. 

·7 .19 The law, at prc>cnt, provides for the levy of a penalty for failing to pay the sclt~asscssment tax, quite 
apart from the penalty, if any, that may be levied for delay or failure to furnish the return of income. In the con
text of our recommendation that a return of income, which is not accompanied by proof of payment of the self
a"cs>mcnt tax. would be incomplete and hence invalid, there will be no occasion for invoking the provision for levy 
of penalty li>r failure to pay the sclf-a"es,meiH tax. We, therrfore, recommend that the provision i11 section 140A(3) 
should be dcl<'led. 

7. 20 We also feel that there should be a time limit even for belated filing of return under the "Buy Your Time" 
concept and reconunend that, in the e1•ent of delay beyond a period of90 days from the due date, the penal provisions 
should come into play. We also recommend that, i11 such cases, if the defiwlt persists, the Income-tax Officer should com
plete the proceedings 011 a best judgment assessme/11 basis even before the e11d of the assessmmt year concemed. 

7.21 It will be apparent that the provision for levy of a cost for delayed filing of returns would not be a suffi
cient deterrent in cases where no tax is payble at all as, for example, returns showing a Joss, returns of trusts, etc. We 
recomme11d that. in such cases, tile law should providi!for an our side time limit to coi11dde 11'ith the end oft he assessme11t 
year and secure that a11y such retum recei1•ed after the end of the asscssme11t year will not be treated as a valid retum. 
Claims for r~(und of tax deducted at source Iri/1, hoH'o?\'Cr, continue to be e111ertai11ed up to 2 years from the end of the 
assessment year, as under the present law. 

7. 22 There need be no apprehension that, by accepting returns, substantial revenue will be lost, as the bulk 
of the taxes is collected before the asse,sment by way of tax deducted at source, advance tax and self-assessment tax, 
as would be apparent from the following statbtics :-

(a) Ncl collections during Ihc year . 

(b) Pre-as!"essment collections by way of advance tax, tax de· 
ducted at source and self-assessment tax 

(c) Net collections of regular assessments 

31-3-1977 

2,079.69 

1,959.99 

119.70 

•Excludl!s collections of Rs. 199.24 crorcs under the Voluntary Disclosure Scheme. 

31-3-1976 31-3-1975 

(Rupees in crores) 

1,832.08• 1,544.00 

1,757.12 1,479.96 

74.96• 64.05 

[Source : Report of the C. & A.G. on Revenue Receipts, Direct Taxes for th..: relevant years.] 

31-3-1974 

1,304.53 

1,201.46 

103.07 

7. 23 The latest available report of the C. & A.G. regarding searches and seizures conducted and assessments 
completed, as on 31-3-1976 shows the following position:- , 

Ass!. Year Searches con· Assts. Comple-
dueled ted 

1973-74 538 208 
1974-75 2,029 290 
1975-76 2,635 826 

It is, however, seen that while the Income-tax Officers have di,posed of 24,80,61~ summary assessments during 
the year 1975-76, they have not been able to pay adequate attenhon to search and seizure case~. which are all sensitive 
cases, where considerable revenue is likely to be involved. 

7. ~4 We wou_ld ha>ten to add that we do not ~eny for a moment that the Department bas all the talent needed 
to elfect~ve_ly admi~ISter the tax ~aws.- The problem ts one of o':erwhelming work-load. In the face of mounting work 
and.stat\\tics reqmrcd to he mamtamed. the arrears act as a millstone preventing expeditious and efficient adminis
tratiOn ot. the tax laws. No Income-tax Olficer has been able to give~ undivided attention to cases of fraud evasion 
etc. He" compelled by the force of numbers to spread his attention thinly over thomands of cases with the result 
that cases are not completed perfectly. Thus, during the year 1975-76, prosecutions for tax frauds were launched 
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only in S9 Ctl'\CS, although penalties for Cl)Jl\:calnwnt \\t.:rC' IC\ icJ in x.~)..t Cil...,l''· Iran llll'(lllh.'-la\ oni'-'l'l" j, £i\l'll tllll\' 

the work-load that he can tackle, better re,ulb arc po,,ihlc by \\ay or bdt•~r a''r'"ncnt-, bc!!cr ,·.,Jkcti<lll' and lwtt,:r 
enforccme~t t~f th~ tax laws. From the follm,ing all-India 'tatbtics, it would be e\idcnt that the lkpartment has 
been cxertmg ttselt toward' tackling the problem of arrears although without -ignilicant impact on the arrears :-

Year enJcJ Work-load ror Assts. dispmed Percentage or Halance (in 
3 tst March di'\posal or (in lakhs) Col. (.1) to Col. lai-1") Col. m 

(in lakhs) (2) less Col. (.l) 
-----~ 

(I) (2) (3) (4) (<) 

1972 49.67 38.44 77.4 II. ~.1 
1973 49.90 35.98 n.t 13. 9:! 
1974 51.55 34.36 66.6 17.19 
1975 55.18 38.40 69.6 16.7X 
1976 57.34 40.07 69.9 17.27 
1977 56.90 39.49 69.3 17.41 

7. 25 There are at the moment Central Circles to deal with complicated cases and cases \\here tax evasion is 
suspected. This sort of concentration has not resulted in any significant success. The brief talk we had with some of 
the Commissioners has revealed that the system has resulted in cases with unreliable arrears being passed on after 
completion of the assessments. Disperse and hit may be a good strategy to tackle tax evasion cases. In view or the 
new scheme of assessment, there would be no need to superimpose Central Charges on regular charges, and each 
Commissioner would be havin~ itis own Central Charges, so to speak, where Officers with special pay could he use
fully deployed in tackling sensitive cases. We, ther~fore, recommend that the Central Circl<·s be abolished. Instead, 
each Commissioner should /rave a11 investigation unit within Iris own charge for handling cases n•quinitg int.•nsi1•e im•esti
gation. Officers posted to these circles must /rave adequate e.~perience in inl'estigation 1mrk and should be allow<·d 
special pay. It would e1•en be desirable to entrust im·estigation cases •to two income-tax Officers exercising jurisdiction 
collC!IITelllly u11da the close supenision of an Inspecting Assistant Commissioner. Reasonable disposal targ<•ts should 
be .fixed for such iiii'<'Stigation work allml'ing adequate time for scm tiny in depth. Each Commissioner may also hal'<' 
his omt Intelligence Unit which would work in close liaison with the Cmtrallnte/ligence Units orgfmis<·d on an all-India 
basis. 

7.26 Our attention has been drawn to a lacuna in section 146(2) which imposes a time limit of90 days for the 
disposal of an application under section 146(1 ). The section is silent on the consequence, if any, or the Income-tax 
Officer's failure to pass an order within that period. We recommend that the law be am<'lui<•d to pro1·ide that if tlw 
Income-tax Officer fails to dispose of the application within the specijit•d period of90 clays, the asses.\m('//t shall be deemed 
to have been cancelled and proceedi11gs reopened. 

7. 27 It is only in a situation under the new assessment scheme as recommended hereinabove that the Depart
ment can face each year's task afresh and ensure a fair disposal of assessments, which are neither open to a char~e or 
being perfunctory or·to the charge of being overpitched or vexatious. The scheme outlined by us will enable clear
ance of96% of the work-load durin~ the same year, as would be evident from the following analysis for the financial 
year 1976-77 :-

(I) Total work-load of assessments 

(2) Work-load of Summary assessments involving income under Rs. 50,000 

(3) Work-load or Scrutiny assessments 
Madeupof-
(a) Company assessments . . . . . . . . . . 
(h) Non-Company assessments mvolvmg mcome over Rs. 1,00,000 . 

(c) Others 

56.90 '""'" 
32.201akhs 

24.701akhs 

0.75 lakhs 
0.60 lakhs 

23.35 lakhs 

1~6/;. nr (II) 

} 14:~of(I)J 
[40 %of (I))) 

Under our scheme, by September en~ 82.% of the work-load would be disposed of on the ass~mpt_ion that scrutiny 
cases constitute 10% of those involvmg mcome below Rs. 50,000 and 20% of those mvolvmg mcome between 
Rs. 50,000 and Rs. l,OO,OOO. This is calculated as under :-

A. (I) Income below Rs. 50,000 
(2) less 10~~ for scrutiny 

(3) Balance cases disposed of 

B. (I) Cases below Rs. 1,00,000 but ahove Rs. 50.000 

(2) Less 20% for scrutiny 

(3) Balance cases disposed or 

Total 

40~~ 

8% 

50% 

32% 

82% 
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The scrutir1y assessments comprising 6% plus 8% equal to I 4 ~~.of the work-load would also be completed by March 
end, taking the disposal to 96%. The position would he considerably brighter in future years when arrears are 
brounht down, because the work-load would correspondingly come down from 57lakhs as on 1st April, 1977 to the 
level ~f the total number of taxpayers on the registers, which is around 38 Iakhs. 

7. 28 Considering that there are about 38 lakhs taxpayers and about 3,400 Officers, (sanctioned strength) the 
avcrane work-load per Officer comes to about 1,100 cases. The Santhanam Committee had considered an average 
dispo;al of 1,000 assessments, big and small, to be heavy. Under our scheme, the number of scrutiny assessments 
to be handled by an Income-tax Officer in a year, would be roughly as follows :-

(a) Company cases and cases with income exceeding Rs. I ,00,000 
• 

(b) Cases with income between Rs. 50,000 and Rs. 1,00,000-20% out of the total of 
40% of such cases 1 • 

' 
(c) Cases of income below Rs. 50,000-10% out of the total of 56% of such cases 

Total scrutiny c.1ses out of 1,100 assessments per I.T.O. 

No. of cases per I.T.O. 

4% of I 100=44 

8% of 1100=88 

6% of 1100= 66 

198 

• 

With only 203 scrutiny assessments to handle in a year, an Income-tax Officer should be in a position to pay adequate 
attention to them. This would ensure a sufficiently intensive scrutiny and quality of assessment leading to reduction 
of appeals and better taxpayer compliance. 

7. 29 Completion of assessments based on selective scrutiny and a more effective use of penal and prosecution 
provisions, coupled with the emphasis on voluntary compliance of tax laws, would make for a proper climate for the 
operation of the tax laws. It would result in a more constructive approach on the part of the taxpayers and a greater 
desire for achieving a higher degree of compliance and discharge of the duties of good citizenship. Likewise, the 
Department would also assume a healthier look and image in the eyes of the public at large. The Administration 
would be able to ensure a more effective implementation of the tax laws with corresponding beneficial effects on the 
collection and costs of collection. The selective scrutiny of cases with significant revenue implications and the review 
on random sampling basis through senior officers like Inspecting Assistant Commissioners and Commissioners of 
Income-tax will ensure that justice is done and justice is also seen to be done. 

7. 30 Better administration of the laws in relation to assessment procedures must necessarily have a beneficial 
effect on the problem of arrears of taxes. This problem will be separately dealt with by us. We have presently ad
dressed ourselves to the streamlining ofthe assessment procedures so as to tackle the problem of arrears of assessments 
and the adverse effect it has on the efficiency of the administration. 

7. 3 I The measures outlined by us will also reduce the public contact in a large majority of cases. Such con
tact would be restricted to the areas of scrutiny cases which are in turn within the gaze of the Inspectini Assistant 
Commissioners and the Commissioners of Income-tax. This would necessarily have a beneficial effect in reducing 
the opportunities for corruption. A taxpayer trying to dodge the law will do so at his own peril and any revelation 
of dishonesty in compliance will be fraught with penal consequences. 

7. 32 The completion of the major portion of assessments virtually by acceptance of the returns would also 
reduce the areas of litigation between the taxpayers and the Department. Fewer cases would, therefore, go up in 
appeal. This would contribute to minimising the ftow of references to various Courts. 

7. 33 lt would also not be out of place to mention that the energies of the taxpayers would be conserved as less 
time would be required in attending before tax authorities and settling the tax liabilities. The talent, energy and time 
of the people could be directed towards productive channels with consequential beneficial effects on the national 
income and the tax revenues of the Government. 

7. 34 The beneficial results of the scheme can be enhanced by the personal involvement of the higher autho
rities like the Commissioner of Income-tax and the Inspecting Assistant Commissioner, and a dynamic approach 
towards its implementation. They should also inspire confidence in the Officers at lower Ieveii and assure them that 
there will be no general suspicion of, or renection on an o!Iicer, where loss of revenue may have been occasioned 
through the bona fide operation of the scheme. 

7. 35 It need hardly be emphasised that the present recommendation in regard to assessments is of much wider 
significance and operation than the scheme at present in force under section 143(1) of the Act. In the circumstances 
all the existing directions of the Central Board of Direct Taxes under the present scheme would have to be treated 
as withdrawn and fresh set of directions issued. The wide area of operation of the scheme suggested by us should not 
be narrowed down or limited as that would only increase the work-load of the Department. 



CHAPTER 8 

REGISTRATION OF FIRMS 

. ~.I ~egistration of partnership firms for purposes of taxation is one of the most controversial areas in the 
adi~umst.ratton of the Income-tax Act. The law lays down elaborate procedures for making the application for such 
registralton to the Income-tax Officer in the first year in which the firm comes into existence and therearter for 
continuance of the reg!stration granted for subsequent years' assessments so long as the constitution oft he firm re~ains 
unchange~. The law gives power to the Income-tax Officer to enquire into the genuineness of the firm as set forth in the 
Partnership Deed and to refuse registration if he is of the opinion that the firm is not genuine. There are certain 
pr~visions un~er which the ~rm is liable to be treated as not genuine if any partner is a benamidar of another partner 
or IS a benam1dar of an outsider unless, in the latter case, the actual relationship is disclosed to the Income-tax Officer. 
The procedure for registration including the making of the application, the time limits to be observed, the various 
documents to be attached, etc., has been found to be unduly cumbersome and the firm runs the risk of refusal of regis· 
tration due to technical irregularities or lapses. The administration has, no doubt, tried progressively to reduce 
the area of friction in the matter by giving opportunity to the firm to remedy the irregularities but, nevertheless, 
instances do occur where registration is refused merely on technical grounds. Registration is also refused on the ground 
of the firm being held as not genuine for one reason or the other. This has generated an enormous amount of liti· 
gation in which courts have held that most of the circumstances in which the Department treated firms as not genuine 
did not in fact justify refusal of registration. The position today is that there are very few cases in which refusal of 
the registration on the ground of non-genuineness has been sustained by courts. 

8. 2 Under the general law, a partnership firm is nothing but an extension of the personnlities'of the partners; 
and prior to 1956, the assessment of the firm was merely a step in the assessment of the partners on their respective 
shares in the income of the firm. However, since 1956, a separate tax is being levied on the income of a registered 
firm as such, in addition to the tax levied on the partners on their respective shares in the firm's arter-tnx income. 
In the case of a firm which is not granted registration or which does not seek registration, tax is levied on the firm as a 
single unit at the rates of tax applicable to individuals and associations of persons. In that event, no further tax is 
levied in the hands of the partners on their shares in the firm's income. But, if they have any other taxable income, 
their share in the firm's income is taken into consideration for rate purposes. The law also gives power to the Income· 
tax Officer to treat an unregistered firm as a registered firm for the purpose of taxation, and levy tax on the firm 
and on the partners on that basis. This provision is meant to counter any attempt by individuals having income in 
the higher brackets to reduce their tax liability by getting the firms, in which they are partners, assessed as unregis
tered firms, because such taxation would still be lower than the tux which they will have to pay if they were to claim 
registration and get assessed on that basis. 

8. 3 The question of evolving a simpler scheme for taxation of firms and their partners has received attention 
from some of the earlier Committees. Shri Bhoothalingam, who considered this problem in some detail, had recom· 
mended that the procedure for registration of firms with the Income-tax authorities was not necessary at all and that 
every firm registered with the Registrar of Firms should be assessed as a registered firm for the purpose of income-tax. 
Although that recommendation was accepted by the Government and sought to be implemented through the Taxa· 
tion Laws (Amendment) Bill, 1969, the Select Committee which considered that Bill decided to retain the existing 
provision for separate registration of firms under the Income-tax Act. It was found that registration with t.he Regis
trar of Firms as a condition precedent to the treatment of firms as registered firms for the purpose of taxation would 
entail certain serious problems and would cause undue hardship. 

8.4 We have given careful thought to the various representations received by us for simplifying the existing 
procedure for taxation of firms and their partners. We recommend that/he work relating to registration of firms should 
be centralised with the Commissioners of Income-tax. instead of leaving it ll'ilh the various Income-tax Officers as at 
present. For this purpose. e1·ery firm should be required to make an application to the Commis.vioner before the end of 
the accounting year. 

8. 5 N~t infrequently, partners function in a representative capacity. It is essential ~hat s~ch particu.lars should 
come on the record of the Department. Thus, if a p~rtner rep.r~sents an?ther firm or 1f he IS ~ benam1dar of any 
other person or if he is a partner as the ka~ta of a Hmdu undivJde~ family, etc., full facts rcl~tJng to the capacity 
in which he has become a partner in the applicant firm should b~ disclosed. We consider t~1s necessary because 
Courts have held that a partnership firm does not cease to be genume if any one of the partners IS a partner Ill a repre· 
sentative capacity. In order, therefore, to give recognition to s~ch Court decisi?ns and, at the same time, to facilitate 
the assessment of the share of such partner, who IS a partner 111 a represent alive capacJiy, In the hands of the real 
owner of that share, the application for registration should give full facts in relation to the shares of representative 
partners. We, therefore, rt!commend that full particulars of representalil'e capacity of part11ers, If any, should be 
declared ill the applic·ation for rtgistration f!f the firm with the CommissimJtr. 
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8. 6 Apart fr0m particulars of the beneficial interest in a partner's share \~hich should b_e dec~ared, it is essential 
that certain important particulars relating to the firm arc contained in ti··e apphcatton for_r~gtst~alion. As at present, 
the application should be signed by all the partners and should be accompamed by the ongmal mstrument of partner
ship along with a certified copy thereof or, in the alternative, two ccrtilied copies of the ~eed. In the latter case. 
the original should be produced before the Commissioner, if and when called for. Parhculars of the permanent 
account numbers of the partners and the Income-tax Circle/Ward where each of the partner is assessed should also 
be disclosed. 

8. 7 The Commissioner will record the receipt of the applications in a register and intimate such registration 
to the firm within 30 days of the lodgement of the application. A copy of such inti_matiol! would be forw~rded to 
the Income-tax Officer having jurisdiction over the firm for his record. Such intimatiOn wtll amount to regtstrat10n 
of the firm for the purpose of taxation. In case there are any inadequacies in the application, the firm should be 
given adequate opportunity of rectifying the same. We recommend that, where an application is complete and lodged 
with the _Commissioner, registration of the firm should be automatic. 

8.8 Along with the return of income, the firm should furnish to the Income-tax Officer a copy of the application 
with enclosures submitted to the Commissioner at the time of the registration of the firm. As, by this time, the In
come-tax Officer would have received the intimation from the Commissioner as to the fact of the registration of the 
firm, there would be no further hold up in the assessment proceedings on this account. In subsequent years, so 
long as the constitution of the firm continues without change, all that is necessary will be a declaration to that effect 
to be furnished as a part of the return of income. This declaration need be signed only by the partner who signs the 
return and not by each of the partners of the firm. We accordingly recommend that the form of the return of income 
of th~ firm may contain a prOl'ision for a declaration that thert! is no change in the constitution of the firm. 

8.9 In cases where there is a change in the constitution of the firm, the firm will have to file a fresh application 
to the Commissioner containing all the relevant particulars along with the partnership deed as at the time of original 
registration. In such cases, a fresh entry of registration would be made by the Commissioner and intimated to the 
firm and the Income-tax Officer as at the time of the original registration. All the procedures 35 at the time of 
original registration shall likewise apply. Likewise, when a firm is dissolved, intimation should be given to the 
Commissioner to enable him to make appropriate entries in the register. 

8.10 A firm, which is registered with the Commissioner in accordance with the above procedure, will be 
assessed in the status of a registered firm. The income of the firm would be apportioned amongst the partners in 
accordance with their profit-sharing proportions and taxed directly in the hands of the partners. In a case where a 
partner is in a representative capacity, the income in question would be taxed in the hands of the beneficial owner. 

' 
8.11 The above procedure would considerably simplify the process of registration of firms. The essence 

of the procedure as outlined above is that there will be no inquiry by the Income-tax Officer into the genuineness 
of the firm before the assessment is completed. The process of registration is almost automatic. 

8.12 It is, however, necessary to consider the procedure for assessing : 

(a) firms which fail to comply with the procedure for registration outlined above; 

(h) cases .wher_e in the course of assessment proceedings an Income-tax Officer finds that there is, in fact, no 
firm m existence; 

(c) case_s where an Income-tax Officer finds th~t the particulars furnished for registration to the Commissioner 
are maccurate or false. 

We are of the view that, in all such cases, the firm in question cannot be granted the status of a registered firm and 
the consequent appot1ionment of income in the hands of the partners. In a case like this, the assessment should be 
made on the firm in the status of unregistered firm. · 

8.13 The present procedure of taxing the unregistered firm and concurrently including the share of income 
fn?m !he unregistered firm in the hands of the partners for rate purposes, is cumbersome and leads to several com
phcattons. We. ther~fort!, recommend that tax should be levied and recol'ered at a single stage in the (J);sessment of 
the unregistered firm itself and the scheme o.ffurther ilrcluding-the share o.f a partner in the unregistered.firm in his per-
sonal assessment (e•·enfor rate purpous) should be discontinued. ' 

8.1~ In or~er to encourag~ firms to seek registration and to discourage taxpayers from resorting to formation 
o~ unregtstcrcd firms for obtammg the benefit of separate assessments (particularly in cases of taxpayers in the 
highest brackets oftncomc). the rate of tax on the unregistered firm should be sufficiently high so as to act as a deter
rent. The r~tte should be almost punitive to ensure better compliance by firms with the formalities of regi!tration 
and the p~rt1culars b~mg br~ught on the record of the Income-tax Department. It should also serve as a deterrent 
to w~ong~ul ~cclaraltons bemg made for obtaining the ben~fits of registration and apportionment of profits under 
a regtstetod _fi11n. ~uch a J?rocedure would be a more effecttve safe-guard to the revenue as it has been found to be 
extremely dtfficult m practtce to refuse registration on the ground of non-genuineness of the firm. We, therefore. 
recommend that unregl.\leredfirms should be required to pa)' tax at a flat rate o.f65% (which is the rate presently e11~1cted 
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under section 164 in the case of discretionary trusts). We further recommend thai 110 separate power need be rested in 
the Income-tax Officer to assess the unregistered firm as a register~d firm as presently pro1'icled in S<'<'tion 1~3(b). 

. 8.15 As the above scheme, while largdy ensuring that firms would be assessed as registered lirms, provides 
lor a d!lterrent rate of tax to be levted on unregistered firms, provision will have to be made for genuine lapses on the 
part ol t.axpayers. In cases oflapses through inadvertence or on technicalities, it would be harsh to deny registration 
an~ subJ_ect th~ firm. to~ deterr~nt ~ate of tax. The Commissioner should be empowered to entertain belated appli· 
cations lor regts.trauon m cert~m cucumstances. Such delays may be due to genuine ignorance on the part of the 
partners, losses m postal transtt, etc. We recommend that, in the case of the smaller firms, i.e., firms having income 
below Rs. 25,000, the t:ommlssioner shall condone delays and technical/apses and afford full opportunity to such firms 
to comply with the registration formalities. In other cases, the Commissioner may condone the lapse if he is satisfied 
that the delay was due to just and reasonable cause. The powers of the Commissioner in this regard should be com
prehensive and cover all forms of non-compliance including non-existence of a deed of partnership within the accounting 
year. 

8.16 When it becomes necessary for an Income-tax Officer to complete an assessment treating a firm as un-
registered, the procedure should be as follows:- . . 

(a) If this is occasioned by non-fulfilment of the formalities for registration by the firm, the Income-tax Olliccr 
should direct the firm to take up the matter with the Commissioner; if the Commissioner does not condone 
the delay, on such decision of the Commissioner being communicated to the Income-tax Ollicer, he should 
adopt the status of an unregistered firm. . 

(b) The other grounds enumerated earlier for assessing a firm in the status of unregistered firm are where, in 
the course of assessment proceedings, the Income-tax Officer finds that, in fact, there is no firm in exi~tence 
or where the particulars furnished to the Commissioner for registration were false or inaccurate. In such 
cases, the Income-tax Officer should report his findings to the Commissioner, who would review the regis
tration accorded to the firm after affording a reasonable opportunity of being heard to the firm. The 
Commissioner may then either confirm the registration or direct the Income-tax Otliccr to treat the linn 
as unregistered. The Income-tax Officer would then proceed with the assessment on the b;~sis of the 
directions of the Commissioner. 

We recommend that the procedure for assessing afirmas unregistered should be such that the Income-tax Officer m11not, 
on his own, accord the status of unregistered firm and he can only do so on the basis of a direction from the ( 'ommis· 
sioner. We further recommend that, as an additional safeguard, the order of tire Commissioner s/wuld be apJ'ea/ah/~ 
to the Appellate tribunal and tire firm should not be entitled to agitate the question of status as an unngistered firm be
fore tire Appellate Assistant Commissioner. 

8.17 Wherever the registration accorded to a firm by the Commissioner is subsequently cancelled in relation 
to any assessment year, consequential provision would be necessary to ensure that the partners' assessments arc 
appropriately rectified as if there were mistakes apparent from record in respect of the shares of income from the 
firm assessed in their hands. 

8.18 As regards the separate tax on registered firms, very strong views have been expressed against the present 
system which has been described as amounting to double taxation. Both the Law Commission and Shri Bhootha
lingam had suggested that the separate tax should be abolished on this ground. According to the Law 
Commission: 

.. This is the least defensible r.rovision of the present income-tax Law . .... This provision for double taxation is without prece
dent so far as we have been abe to gather in the history of income-tax legislation, eilher in this country or in the other countries 
who;c laws we have examined. . . . . . . . . . This type of legislation cannot be supported on any considerations of justice or fairness 
or any sound principle of taxation. It would work as a dangerous precedent etc . ....... " 

Shri Boothalingam's observations on this issue are as follows:-
"I have tried to see whether there can be any valid conceptual basis for.this tax. Whe.n it was introduced in 1956, the stated 

objective was simply expresse~ as discouragement of fragmentatiO~ of taxa.ble mcorne by the mtroductJon of bogus partners. There 
has been no further clarification by way of statements or otherw1se. It IS exlremely doubtful whether fragmentation has or can at 
all be prevented by a tax of this nature. The urge towards fragmentations comes from elsewhere and hall to be dealt with differently, 
and the only way to deal with it is what I h!lve suggeste~ e~~lier. On th~ ~ther hand, the tax having comet~ ~tay, h~s. become in 
effect •omething like a corporation tax. but woth two pccullanucs : 0! that 1t 1s ~raduated; and (2) that some kmd of mommal rebate 
based on the tax paid by the firm IS g1ven to the partner. May be ot was the. mtenuon of Government to treat firms as a kmd of 
inferior species of corporation. In that ~se, there would ha~e been no mo~ JUSttficatlon. for grant.mg rcb;;ttcs to partners. th~n for 
giving to shareholders credit for corporation tax already pa1d .. One can. Still ask what IS wrong In trcat~ng a partnchhlp .hke a 
company because like a company, u pools resources and expertise for busmcss. But then the base on wh1ch the tax on registered 
firms is levied is ~ider than that on which the corporation tax is levied. For example, if two persons constitute themselves into a 
private limited company the remuneration received hy them for management services as well as i01erc~tt on fund!. lent by them to 
the company are deduct~d as allowable expenses (>(fore profit is determined. This is not allowed in the ca!le of rcgi~tered firms 
which would again go to show that the.conceptual basis of this step is far from clear •. The qu.-tion. therefore. arises whether the 
existing position could now be rationalised, so to say, by declar!ng that the mtent•o':' JS that firm.._: ltke corpo_ratlons, sho.uld be ~e .. 
garded as personalities distinct from the partners. It that case, 11 would only be logocal to allow lor appropnate deducuons who.le 
computing the income. An~ attempt to do so will &ave nse to many unne_ccssary com~hcat1ons and ~ltllcultJcs, particularly m 
determining the value of serv1ces rendered by partners to the firm. A more 1mponant pomt, however, IS that trcaltng the firm as 
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a separate and distinct personality is wholly inconsistent with both the unlimited liability of partners and tho legal position that any 
partner can act for all for all purposes. On balance, therefore, there is no case for treating firms as separate personalities. If any group 
of individuals desire to free themselves from the unlimited liability involved in a partnership or to enjoy the benefits of incorporation, 
it is always open to them to do so by accepting the liabilities which go with it, viz., payment of the corporation tax. But then so 
long as finns as are not regarded as distinct personalities but only as an extension of the personalities of partners, there is no logical 
justification for the continuance of a separate tax on registered firms. As I said earlier, possibilities of fragmentation of income and 
such like abuses have no relevance in this context. I would therefore recommend the abolition of this tax on registered firms." 

Double taxation of the same income may be justified where the taxable entities are legally and factually distinct 
from one another. This is not the case with firms and their partners. The present system is also regressive in the 
sense that the impact of double taxation is more acute in the case of a partner having a smaller share and income 
than in the case of a partner with a larger share and income. The separate tax on a registered firm cannot be justified 
on any consideration of justice or fairness or sound principle of taxation and its only justification may be that it yields 
some revenue. But this yield is largely illusory because if the tax were to be discontinued a good portion of it will 
come back to the exchequer byway of increased tax on the partners. We.would, therefore, recommend the disconti· 
nuance of the separate tax on registered firms altogether. 

8.19 Another area in which there is considerable injustice in taxation of registered firms and their partners 
is the matter of allocation of the loss incurred by a registered firm for being set-off in the hands of the partners in the 
same year or for being carried forward to subsequent years for set-off in their hands. There is no doubt that this 
system arises from the fact that the' firm itself loses the right of carry forward of the loss to a future year for set-off 
against its income for the purpose of determining the registered firm's tax. lfthe recommendation for the abolition 
of the separate tax on the registered firm is accepted, then this injustice would not survive. 

8.20 With a view to ensure that assessment proceedings for determination of income of a registered firm and 
apportionment thereof between the partners are taken, the law should provide for an obligation on such firms to 
file returns of income. Such a provision would be expressly necessary, as in the absence of a direct tax liability, 
there may be no obligation to file a return. 



CHAPTER 9 

ADVANCE TAX 

9:1 Advance payment of tax is another area where the principal of voluntary compliance can be usefully extended. 
CollectiOns by way of advance t~x have been .the mainstay of the Department's budget for many years now. The 
present procedures, however, mvolve considerable outlay of clerical labour and time. We feel that there is 
scope for introducing labour-saving procedures in this field without adversely affecting the revenue so that the man
power released can be more usefully deployed elsewhere. 

9.2 In the case of existing taxpayers, advance tax becomes payable only if a notice in this behalf is issued by 
the Income-tax Officer. Only new taxpayers, i.e., those who have not hitherto been assessed, are required to pay 
advance-tax voluntar.ii.Y on .the bas.is o.f a~~: estimate to be made by the~ of their current income. If new taxpayers, 
who may not be fam1har with the mtncac1es of our tax laws, can be rehed upon to pay their advance tax voluntarily, 
we do not see any reason why existing taxpayers who ought to be familiar with the procedures should not also be 
required to comply voluntarily. 

9.3 . U!!~er the eJtisting law, if an advance tax notice is omitted to be issued to an existing taxpayer, he will 
have no habillty to pay any advance tax whatever. When the Department is bogged down by paper work tlus is 
bound to happen and has m fact happened in several cases. The officers have to be periodically prodded to ensure 
that advance tax notices are issued in all liable cases. The supervising officers have to expend their time and energy 
to ensure that their directions are complied with. By leaving payment of advance tax to voluntary compliance and 
by ensuring compliance by appropriate penal provisions, the Department will not only be releasing its man-power 
to do more fruitful work but also making the flow of advance tax collections smoother by removing the clerical 
bottlenecks. 

9. 4 Severalsu~:gestions have been made to us that the payment of advance tax should be the subject of voluntary 
compliance by the taxpayers and there should be no need for the Department to issue notices for payment of advance 
tax. If the law casts such an obligation on the taxpayers, cases of defauiLwould be exceptional and could be separa
tely dealt with. We do not share the apprehensions of the Wancboo Committee that the provisions of voluntary 
compliance- might seriously affect collections. The cases of default could be dealt with on an exceptional basis. 
Further power may still be retained with the Income-tax Officer to issue notices for payment of advance tax when 
defaults are noticed. The time and energy expended under the present procedure, which would be saved in the new 
scheme, could be effectively used to keep a track on taxpayers who are already on the record of the Department. 
The Departmental Officers would in any event, maintain statistical registers in which particulars of estimates received 
and taxes paid would be recorded. Prima facie scrutiny of such registers would immediately reveal cases of defaults. 
Again, it should be possible to maintain such registers more effectively when the Department is released of the 
burden of issue of notices, revising notices, etc. Determination of estimates for the purposes of budgets would also 
tend to be more realistic. 

9.5 The present provisions cast considerable work-load on the Department. In the first quarter of the year, the 
Department has to be geared up to the issue of advance tax notices in all liable cases of taxpayers on their registers. 
The advance tax payable is calculated, at this stage, with reference to the income last assessed or any higher income 
returned for a later year. When fr~sh returns of income come in, the notices already issued have to be revised if 
the tax on the basis of such return is higher than the advance tax demanded. The tux payer has the 
right to revise the demand downwards on the basis of his own estimate of his current income. Corres
pondingly, he has also the obligation to make a revision upwards if the tax on his estimated 
current income exceeds the advance tax demanded by more than 33!% of the latter amount. There are also 
provisions for charging interest and penalty for failure to comply with the statutory requirements. We see no reason 
why all these cumbersome procedures should be retained merely for guarding against a possible defaulter who may 
not comply voluntarily. We recommend that the system of issuing advance ta.v: notices be discontinued and 
the law am•nded to provide tlrat e••ery taxpayer liable to pay ad••ance ta.v: slrouldfurnish an estinulfe of the advance ta.v: 
payable by him on the basis of the last assessment completed in his case or the return filed by him for a Iuter year, 
before the date of the first instalment and pay the same in 3 equal imtalme/11.\', The lncome-ta.v: Officer may, however, 
continue to have the power to issue a notice for ad•·anee payment of tax to any ta.v:payer who does not cumply voluntarily 
with this requirement by the due date of the first instalment. 

9.6 At present, even though advance tax is payable in 3 equal instalments by all taxpayers, the/due dates are 
15th June, 15th September and 15th Decembe~, in some cases, and 15th ~eptember, l~th December and 15th March 
in other cases, depending upon the date of closmg of accounts for the major source of mcome of the taxpayer. We 
see no particular advantage in this refinement. Many taxpayers may have to pay some tu by way of self-assessment 
in June/July. Any uniformity of dates would no doubt give some advantage to those who start their accounting 
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period ~arlier during the year, but this should not be a serious argument against uniformity in the interest of simpli
fication. It is, in fact, open to other taxpayers to change their accounting year suitably to g~t the same advantage 
if they so desire. In any event, such advantage would only be marginal having regard to the mtegrated scheme of 
advance tax and self-assessment tax. We accordingly recommend that advance tax should be uniformly payable 011 

15th September, 15th December and 15th March by all liable taxpayers. 

9.7 There is, at present, no provision in the law authorising the Income-tax Officer to extend the date for pay
ment of any instalment or to condone any delay in its payment. Indeed there can be no justification for such power 
merely on grounds of inability of a taxpayer to find the finance by the pre-determined dates. However, even short de
lays, often caused by no fault of the taxpayer, such as the belated clearance of a cheque issued by .him, rc.sult in undue 
injustice and hardship to the taxpayer, inasmuch as an instalment which is late even by a day 1s considered as not 
paid in accordance with the law and denied the benefit of grant of interest. Strictly, under the law, such a delay 
may entail penalty also. To obviate these difficulties and to impart some flexibility to the system, we recommend 
that the Board should issue a general direction, under the provisions of section 119(2)(a), that delays in payment of any 
instalment of advance tax for any period not exceeding 10 days should be condoned and the payment treated as having 
been made on the due date of that instalment in cases where the Income·ta;r: Officer is satisfied that the delay was 
attributable to reasonable cause or circumstances beyond the control of the taxpayer. 

9.8 The present law enables a taxpayer having income from commission, which is receivable periodically, 
to defer the payment of the advance tax relating to such commission to the date on which such income would normally 
be received or adjusted. This provision is a hang-over from the past. With the abolition of the managing agency 
system, the scope for invoking these provisions has become limited. After the introduction of the self-assessment 
scheme, this deferment does not have much utility as, for the purposes of section 140A, only tax already paid can 
be taken credit for and not any tax which is deferred. We have recommended earlier that the dates of payment of 
advance tax instalments should be made uniform. We have also suggested that the due date for the last instalment 
should be 15th March in all cases whereas it is at present 15th December in many business cases. If these recom
mendations are accepted and implemented, there will be no need to continue the special treatment given to 
commission receipts. We, therefore, recommend that the provisions relating to deferment of advance tax on 
commission not received or adjusted may be deleted. 

9. 9 At present, taxpayers have the right to make a lower estimate of their current income and the advance tax 
payable thereon and pay accordingly when the advance tax on the current income is less than the advance tax demanded 
under the notice issued by the Income-tax Officer. Such a provision is also necessary as a person cannot be expected 
to pay tax if he has no corresponding income. Again, in the absence of such a provision, large amounts may be collected 
which would ultimately have to be refunded after returns are filed. There are also adequate safeguards against wrong· 
ful estimates by the taxpayer. We recommend that the right of the taxpayer to furnish a lower estimate on the basis of 
Iris estimated current income should remain in the statute. 

9.10 The present law also casts an obligation on the taxpayer to revise upward, the advance tax payable by 
him if the tax payable on the basis of his estimated current income is higher than the amount demanded by the 
Income-tax Officer by more than 33i% of the latter amount. This provision is a source of irritation without any 
substantial benefit to the revenue. It also creates practical difficulties to the taxpayer in estimating his current income 
reasonably accurately, particularly ~here the accounting year has not ended. Now that there is a requirement for 
payment of self-assessment tax, the mterests of revenue are adequately safeguarded by collection of the additional 
tax within 3 to 4 months following payment of advance tax based upon the last completed assessment or a later return 
which provides a more stable base for determination and payment of tax, In a later paragraph we are suggesting that 
interest should be chargeable on any default relating to any instalment of advance tax from the due date of that ins
talment. We recommend that the provisions requiring taxpayers to revise upwards the advance tax payable when 
the tax payable on the basis of their estimated current income exceeds the advance tax payable on the basis of past in
come by more than 33! per cent of the latter amount, be deleted. 

9 .II. Under the present law, liability to pay advance tax arises in the case of companies when the total income 
exceeds Rs. 2,500; in the case of registered firms where the total income exceeds Rs. 30,000; and, in other cases 
where the total income exceeds Rs. I 0,000. This means that every assessee, not being a company or a registered firm' 
who is liable to pay any tax is also liable to pay it in advance. The limit of Rs. 10,000, which was fixed at a time whe~ 
the taxable limit was less, now requires to be raised. While the limit for companies may remain as it is, we recommend 
that the minimum income limit for liability to pay advance tax in other cases (excluding registered firms) should be 
Rs. 5,000 above the minimum taxable limit. 

9.12 The law now provides ~or p~yament of i~~;terest by the Gov;rnment on any excess amount paid by way of 
advance tax. When advance tax IS pwd on the bas1s of the t~payer s own estimate, cases of excess payment may 
not generally anse. ~owever, excess payments cannot be entirely ruled out, particularly when the taxpayer pays 
advance tax on the bas1s of the last completed assessment or return. We accordingly recommend that the provisions 
relating to grant of interest on excess payments of advance tax be retained. 

9.13 Interest is at p;e~ent chargeable on short payments of advance tax on a lower estimate by the taxpayer, 
when the shortfall exceeds -5% of the assessed tax. Interest IS chargeable from the 1st April up to the date of actual 
assessment. Frequently, taxpayers are put to unnecessary hardship by high-pitched and delayed assessments. 
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The. inte~est charged ha~ also to be revised at each stage of modification of the assessment in appeal, revision or bv 
rectification, all of wh1ch generates unproductive and avoidable clerical work. Under the modified assessmen't 
procedure suggested ~y us elsew~ere in this Interim R~port, an assessment witt be deemed to have been completed as 
soo~ as the return of mcome furn1shed by the taxpayer IS accepted by the Department as a proper and valid return by 
the 1ssue of an ack~owledgement to that effect, without the passing of a formal order of assessment. We recomme11d 
~hat the .charge of mterest on short payments of advance tax should terminate on the date a valid and proper return of 
mcome ts filed a!'d should be computed with reference to the tax payable on the basis of such return. We further recom
mend that such mterest should be chargeable only where the ad•·ance tax actually paid falls short of 7 5 per cent of the 
tax payable on the basis of the return of income. · 

9. 14 Tnte~est on short payments of advance-tax is now chargeable only from 1st April of the assessment year 
even tho~gh t~e mstalments. of advance-tax are all liable to be paid in the preceding financial year. There is no ratio
nal~ behmd t.h1s. F.urther, m accordance with our recommendation contained in the preceding paragraph, the charge 
of l~terest w1l1 t.ermmate on the date the return is filed. There wilt then be no reason why the taxpayer should not 
~e hable to pay l?terest from the respective due date of each instalment of advance tax,when the instalment is paid 
m accordance w1th the taxpayer's own estimate. We accordingly recomme11d that, while thne should be 110 charge of 
interest with r~ference to instalments paid on the basis of the last completed assessme11t or the latest return, i11terest 
at the rate of I per cent per month should be charged on the shortfall i11 any i11stalment paid on the basis of the taxpayer's 
own eJtimate, comp•tted with reference to one-third of the tax payable on the basis of the return, from the due 
date for payment o.f that i11stalme11t up to the date the return is filed. Interest should similarly be chargeable when a11y 
i11stalment of advance tax is not paid on the due date. 

9. 15 There is at present an unnecessary dichotomy between filing of an estimate and payment of advance tax, 
which creates avoidable confusion. We recommend that estimates should be deemed to be invalid, if appropriate payme11t 
of advance tax on due dates is not made. 

9. 16 Once the charge of interest for any shortfall in the payment of advance tax is related to the tax payable on 
the basis of the return of income, the taxpayer can be expected to work out exactly his liability in this regard and pay 
the interest along with the self-assessment tax. If he does this, the need to work out and issue notices for payment of 
small amounts of interest in a large number of cases will be eliminated. We, therefore, recommeud that the provision 
relating to self-assessment be suitably amended to require taxpayers to work out and pay voluntarily the interest due on 
shortfalls in the payment o.f advance tax along with the self-assessment tax. 

9.17 Under the present law, a taxpayer who files an untrue estimate or fails to furnish an estimate as required 
by the law, is liable to penalty under the provisions of section 273 of the Income-tax Act. For ensuring strict volun
tary compliance penalty provisions are a must. We recommend that a taxpayer should be made liable to penalty when 
he has failed to make payment of advance tax which is due or when the adl'ance tax actually paid on the basis of his esti
mate falls short of 15% bf the tax payable on the basis of the return of income. 

9. 18 Section 273 does not provide for the levy of a penalty on a taxpayer who, having received an advance tax 
notice or having himself made an estimate of his current income, nevertheless, fails to pay the amount due. In such 
cases, a penalty can now be levied only under section 221 as such a taxpayer is deemed to be "an assessee in default" 
by virtue of the provisions of section 218. The amount of tax due can also be recovered by coercive process. Once 
the system of issue of advance tax notices is discontinued and an estimate without the appropriate payment is deemed 
to be invalid, there will be no occasion for the levy of any penalty under section 221. The penalty suggested by us in 
the preceding paragraph will, however, take care of defaulters. Under the scheme suggested by us there will be no 
need to recover advance tax by coercive process except where a notice has been issued by the Income-tax Officer. 
We, therefore, recommend that the provisions of section 218 be modified suitably. 

9.19 The procedures suggested by us might tempt some taxpayers to underestimate their advance .tax liability 
and correspondingly understate their income in their returns also. In such cases, they may escape both mterest and 
penalty under the scheme suggested by us, even if, on eventual scrutiny, their actual income is found to be much higher. 
It may not always be possible to make out a cast iron case of concealment against such taxpayers and penalise or pro
secute them for that. To plug this loophole and to provide a safeguard to the revenue, we recommend that i11terest 
at the rate of I% per month should be charged on the difference between the tax eventually assessed and the tax pay
able on the basis of the return from the date of filing the return upto the date of completion of the assessment made 
after due scrutiny. To avoidfrequent reclaculation of interest e1wytime the income is modified in appeal, etc., the Income
tax O.fficer my be authorised to re••ise the interest, where necessary, while gil'ing effect to the last appellate, etc. order_ 

9.20 In the recommendations made above, circumstances under which interest shall be paid by the taxpayer 
have been indicated. The quantum of such interest may sometimes vary depending upon the time taken by the 
Department to complete the assessment. Interest may also be chargeable ~here t~e tax amount is alr~ady in th.e 
hands of the Government. The present provisions enable reduction or wa1ver of mterest under prescnbed condi
tions. We recommend that the conditions for reduction or wail·er of interest payable by the taxpayer cts contamed 
in Rule 40 should conti11ue to apply in all cases of levy of interest. 
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9.21 It has been submitted before us that, when there has been an amalgamation taking effect retrospectively 
on account of the time taken for obtaining the Court's sanction to the scheme, difficulties often arise due to the fact 
that the advance tax paid by the amalgamating company or companies, in respect of the income of the period falling 
after the date stipulated in the scheme for the amalgamation to take effect, is not treated as payment of advance tax 
by the amalgamated company, even though the income in question is assessed in the hands of the amalgamated com
pany. There seems to be no reason why compliance by the amalgamating companies before the Court's sanction 
to the scheme in this situation should not be deemed as compliance by the amalgamated company for the purposes of 
the provisions relating to payment of advance tax in respect of income assessable in the hands of the amalgamated 
company. There are already several provisions in the Act preserving the rights of the amalgamating companies in 
the hands of the amalgamated company. We recommend that the law may be clarified to deem the payment of ad1•ance 
tax by an amalgamating company in respect of the income of the period falling after the date of amalgamation included 
in the assessment of the amalgamated company, as payment of advance tax by the amalgamated company in respect of 
such income. . 



CHAPTER 10 

S E T T L E M E N T OF C A S E S 

I 0. I The scheme providing for a machinery to effect speedy, effective and comparatively inexpensive settlement 
of cases under the direct tax l~ws, introduced through Chapter XIX-A of the Income-tax Act and Chapter VA of the 
Wealth-tax Act, from 1st Apnl, 1976 as a result ofWanchoo Committee's recommendations, has been, by and large, 
welcomed. The Incom_e-tax and W~al!h-tax S7t~lement Commission has been functioning for over u year. It has 
been brought to our notice that the cx1stmg provisions m the Act need some modifications in order to make them more 
effective and meaningful as well as to facilitate the smooth functioning of the Commission. We are, of course, con
vinced that the Settlement Commissi?n should. not become an escape route for tax evaders who are caught by the 
Oepartm~nt, b_ut we fee~ that the anx~ety on thts accol!nt. should also not close the doors for taxpayers who realise 
and admit their past mtstakes of omission and comm1ss10n and want to adopt the path of rectitude. 

10.2 Under section 245C, a taxpayer may make an application to the Settlement Commission at any stage 
~fa "~ase" relating to him. The expre~sion "case" has been defined in section 245A(a) as proceedings in conncc
tiOJ?- with assessment. or ~e-assessment wh1ch may be pe~d!ng before an Income-tax authority on the date of the appli
cation. Thus, applications to the Settlement CommissiOn can only relate to pending proceedings of assessment 
or re-assessment. There seems to be no reason why the scope of the Settlement Commission should be restricted in 
this manner. The Settlement Commission should also be empowered to consider applications from taxpayers for 
settling past instances of evaded or avoided taxes where no proceedings may be pending. Likewise, there may be 
new taxpayers against whom no proceedings may have been initiated at all. It should be reasonable to permit appli
cations to the Settlement Commission in all such cases. However, we do not consider that applications should be 
extended to situations where the Settlement Commission can consider scaling down or writing otT demands or penal
ties already finalised and pending payment. We, therefore, recommend that the definition of "case" be suitahly amended 
to include (I) cases where no proceedings relating to assessment or re-assessment are pending on the date of the 
application but the taxpayer wishes to settle his past evaded or amided taxes which have escaped the notice of the 
Department, and(2)cases where no proceedings were commenced by the Department, viz., cases of taxpayers who hitherto 
have escaped the notice of the Department. 

10.3 Under the existing provisions, the Settlement Commission shall consist of a Chairman and two Members. 
It follows that, for validity of its proceedings, all the Members must be in position even though it C3n act in the ab
sence of a Member from any of its meetings [Sec. 245F(5)]. A situation where one Member dies or retires and the 
vacancy caused thereby is not immediately filled up can render the Commission temporarily idle. Indeed, this has 
already happened in the short time the Commission has been in existence. To avoid such a situation, we recom
mend that the provisions of Section 245B(2) may suitably be modified to enable the Commission to function with even 
less than its full strength. 

10.4 There has been strong criticism of the virtual "veto" power that has been conferred on the Commissioner 
of Income-tax through the second proviso to section 2450, under which he can prevent a settelmcnt application being 
entertained by the Commission on the ground that fraud or concealment has been, or is likely to be, established. We 
~0 not suggest the d_eletion of this p_rovision altogethe: s_ince ~e h~tve _no doubt about the sal uta~ Principle behin~ 
1t. However there IS need for a review of the CommissiOners obJechon by the Settlement Commtsswn. The v<•h
dity of the gr~unds on which objectiol_l is raised by the Commissi~n~r m!lst b; open for examina.tion by the Commi_s
sion and the application should be reJected only afte~ the Commission IS satisfied_. on the m~termls placed ~fore 11, 
that the objection has been raised on proper and valtd grol!nds. The Commt~swn may reJect the app!1:at10n onl_y 
after hearing the Commissioner of Income-tax ~nd .the applicant ta~payer. Thts procedure h~s the additional me~1t 
that it would meet the requirements of natural Justice. We accordmgly recommend that the oh]ertwn by the Commu
sioner under the second proviso to ~ection 245D(I) should be mhject to review hy the Commission. 

10.5 Section 2450(6) provides that an order passed under section 2450(4) shall state the. terms of the settlement 
including any demand for taxes, int:r~st anrl pena.lty. We; ~ddressed oursclve~ to the questiOn whether the powers 
are wide enough to settle the tax liability_ ~y way ol composition. and C?mpromise and found that such a course was 
not permissible under the existing proVISion~. In _rccommendmg a h•gh~J?OWc~ed. body to e!Tect settlement of tax 
cases the Wanchoo Committee took into constderatwn comparable authortttcs ext~tmg already m the U.K. and U.S.A., 
who ~re competent to enter into closing agreements which may settle the tax liabili_ty, ta~ing into consideration the 
hazards of litigation, the time factor and chanc~s of recov~ry. After careful con~•d~ratwn, ,..e recommend thar_t_he 
Government should examine the desirability ofvestmg powers mthe Settlement Conmuss1onto compound the tax lw/ulity 
in the ca.res which are settled by it. 
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10.6 We have already stated that we are not in favour of vesting powers of scaling down or writing off demands, 
gcn·,rally, with the Settlement Commission. The limited. point for consideration by t~e <:Jove_rnment. is "':h.ether 
the Settlement Commission can be given the power of scahng down of the demand beanng m mt!ld ones abthty to 
pay in respect of only those cases where the assessments are settled by tt. We are aware that there IS no power vested 
in any authority under the income-tax law for writing off, wholly or in part, any part of the Government revenues. 
This authority is a part of the sovereign authority of the Government and can be exercised only by the Government as 
such or by any of its subordinate authorities to. whom the power is d_elegate~. Bu~ in all cases, the write off is open to 
Parliamentary scrutiny and the Government ts answerable to Parhame!lt. m thts r7gard. When the Board dtrects 
the write off of any demand, they do so, not as the Board, but as the Mtmstry of Fmance (Department of Revenue) 
and their action is subject to Parliamentary scrutiny. The Settlement Commission is a quasi-judicial body and is to 
act within the provisions of the Income-tax Act. If it were given such powers of write off of the demands in the gene
rality of cases, it would be acting outside the provisions of the Income-tax Act and under powers delegated to it by the 
Government. It would thus lay itself open to Parliamentary scrutiny through the Public Accounts Committee. This 
would detract from its quasi-judicial status and lay it open to audit objections. No organisation can be vested with 
arbitrary and unbridled powers without being answerable to some one. If any part of the Settlement Commission's 
order is open to Parliamentary scrutiny it would impinge on its judicial independence. In the circumstances, we are 
oft he view that it may not be desirable to give the Settlement Commission the powers of write off or scaling down the 
tax liability of a taxpayer generally. 

10.7 As the Settlement Commission is a body independent of the Central Board of Direct Taxes, the power to 
make rules regarding its functioning should be vested with it. We accordingly recommend the Commission may be 
specifically given the power to make rules regarding its functioning. 

10.8 Under section 245F(I ), the Settlement Commission has all the powers of the income-tax authorities. 
But, we find no mention of powers of authorities functioning under the Commission for carrying out the duties and 
functions of the Commission. The Officers attached to the Commission cannot function effectively without being 
entrusted with statutory powers. We, therefore, recommend that the existing provisions of section 245F may be suit
ably modified to e.xpressly provide delegation of powers by the Settlement Commission to its subordinate officers. 

10.9 There has been some controversy whether the Settlement Commission has powers to send a case back to 
the Department after it has been admitted, on account of non-co-operation by the applicants. To settle this contro
versy, we recommend section 245F be suitably modified to enable the Commission to return a case to the Department 
after it has been admitted, if there is non-co-operation by the applicant. The Commission should remit a case only after 
giving the applicant an opportunity of being heard. 

10.10 Under the existing provisions contained in section 245H, whereas the Commission has the power to 
grant immunity from prosecution for any offence under the Inco~e-tax ~ct and from impeisition of any penalty 
under that Act, so far as the other Central Acts are concerned, the tmmumty can be granted only from prosecution 
for any offence under them. There is no provision for grant of immunity from imposition of any penalty under other 
Central Acts. We are informed that penalties may be as much as five times the amount which may be the subject 
matter of settlement. This wou_l~ certainly act as an inhib!ting factor in cases where no detection has been made by 
any of the other Central authonttes be they, Central Excste, CustomJS, Gold Control, Enforcement Directorate etc. 
We a~e, therefore, of the view thatunles_s the~earof penaltie.s under other Acts is removed, the errant taxpayers w'ould 
not dtsclose the mode and the manner m whtch concealed mcome was earned and any settlement effected without 
full disclosure would be meaningless and would not seal off chances of continued evasion through similar practices. 
We are also not unmindful of the possible misuse of such an immunity by persons already caught in offences under 
other Central Acts. We accordingly recommend that the law should vest power in the Settlement Commission to grant 
immunity from penalty under other Central Acts also but a proviso should be added that such immunity may be granted 
only after due consultation with the appropriate authorities under the concerned acts. 

10 .II Under the existing provisions in section 245M, an applicant cannot approach the Settlement Commission 
if an appeal has been filed by the Income-tax Officer bef?re the Income-tax Appellate Tribunal. There may be cases 
also of both the taxpayer and the lncome-ta~ Offic;:er filing appeals before the Income-tax Appellate Tribunal in res
pect of the same assessment. After due consuleratwn, we recommend that the rig ours of this provision may be mitigated 
by providing that, with the concurrence of the Commissioner of Income-tax, a case could be taken up by the Settlement 
Commission where an Income-tax Officer has filed an appeal before the Income-tax Appellate Tribunal under 
section 253(2) of tire Income-tax Act. 

10.12 Incide':l~ally it ~ay b~ pointed out that s~itable modification needs to be made in section 155 of the In
come-taxActto facthtate rectificatiOn of assess~ents m partners' cases or in the case of members of an association 
of persons, where settlements have been effected m the case of the firm or association of persons, as the case may be. 



10.13 Appointments to the Settlement Commission are required to be made from amongst persons of integrity 
and outstanding ability having special knowledge of and experience in problems relating to direct taxes and business 
accounts. Outstanding persons who retire as President, Income-tax Appellate Tribunal, Chairman, Central Board 
of Direct Taxes or even High Court judges would be ideally suitable for appointment on the Settlement Commission 
having regard to the qualifications visualised by the legislature. At the same time, it is dc,irable that persons 
who are appointed on the Commission have a reasonably long tenure. Under the Monopolies and Restrictive Trade 
Practices Act, a high-powered Commission of a similar nature is set up. In keeping with the status and the extra
ordinary powers enjoyed by the Commission, we recommend that the Chairman of the Commission should br of the 
status of the Secretary to the Government of India. The tenure of office of the Chairman and the members should be for 
five years or attaining the age of 65 years, whichever is earlier. 

10.14 The discussions in the foregoing paragraphs and the recommendations made therein apply mutatis 
mutandis to the provisions for settlement of cases under the Wealth-tax Act, incorporated in Chapter V-A of that Act. 
Accordingly, necessary amendments should be made to those provisions as well. 



CHAPTER II 

APPEALS AND REVISION 

11.1 In our country, tax litigation has been proliferating in an alarming measure in recent years. On~ has 
only to look at the growth of the Income-tax Reports in our country to realise the extent of t~e gr_owt~ of tax httg~
tion and its complexity. There is hardly any area where litigation does not anse and, once It anses m one case, 11 
picks up in almost all similar cases all over the country. 

11.2 Not merely is there too much of litigation, but the delays in the administration of such litigation is equally 
disheartening. One of the tests of good administration of justice is the speed with which the matter is decided by the 
appropriate authority. Today, it is a matter of common knowledge that courts of law are flooded wtth cases and the 
arrears of cases are alarming. 

II. 3 This problem can be tackled by ensuring that the area of litigation is minimised and, at the same time, by 
ensuring that whatever litigation is inevitable, the same will be disposed of as expeditiously as possible. We have 
examined the matter at great length with a view to achieving the above double objectives, namely, to minimise 
litigation and to ensure quick disposal thereof. 

11.4 The Income-tax Act and the other direct tax laws provide a self-contained machinery for redressal of 
grievances of taxpayers against orders relating to their taxation liabilities and connected matters. In this regard, 
the law provides a hierarchy of appellate authorities starting with the Appellate Assistant Commissioner, through the 
Income-tax Appellate Tribunal and going upto the High Court and Supreme Court on questions of law. Under 
the amendments made by the Finance (No.2) Act, 1977, a new category of appellate authority at the level of Commis
sioner (Appeals) has been added to deal with first appeals in regard to certain matters. The Income-tax Appellate 
Tribunal is the final authority on facts, while on points of law, the High Courts and Supreme Court can be approached 
by way of reference in their advisory jurisdiction. The law also provides an alternative avenue for redressal of grie
vances under which the taxpayer can approach the Commissioner of Income-tax. In such cases, however, there is 
no further remedy under the Income-tax Act if the taxpayer does not get the relief sought. Complementary to these 
provisions, the Commissioner of Income-tax is also empowered to over-ride the orders of the Income-tax Officer 
which are prejudicial to the revenue, subject to certain restrictions. The Commissioner's orders in exercise of this 
power are appealable to the Appellate Tribunal, with further remedies by way of reference to the High Court and 
Supreme Court. 

II. 5 Consequent on the phenomenal increase in the number of taxpayers and in the number of matters in 
which disputes arise between the taxpayer and the Department, and the complexities involved in these disputes, there 
has been, in recent times, a significant increase in the number of appeals to the Appellate Tribunal and references 
to the High Courts and Supreme Court; and the position today is that contentious matters take up to 15 years before 
they attain finality on the decision of the Supreme Court. There has been considerable accumulation of appeals 
and references at various stages and, unless concerted efforts are made both by way of changing the procedural and 
other requirements and by way of augmenting the strength at various appellate levels, matters are bound to get 
worse rather than better. 

II. 6 Superimposed on these appeals and references that arise in the ordinary course, there is a substantial 
number of writs filed directly in the High Court or Supreme Court in regard to tax matters, which are also pending 
with various courts without any possibility of their early disposal. Quite often, these appeals, references and writs 
raise identical issues but, unless and until these attain finality, the same issues crop up in subsequent years' assess
ments in the same case or in different cases, leading to proliferation of appeals and references in the same matter. 
There is also a number of instances where different High Courts have taken different views on the same question with 
the result that the lower appellate authorities, as also the assessing authorities, do not have a common yard-stick for 
judging these. issu~s in oth~r ~as~s which come up before them. As the decision of a High Court is binding on all 
lowerauthontteswtthm theJunsdtctw~ofthat Htgh <;:curt. we find the same matter being decided diflcrently in 
dtfferent parts of the country, dependmg upon the vtews expressed by the Htgh Court of that State on that issue. 

11.7 From the statistics supplied to us, we find that, as at 30th June, 1977, there were as many as 10 500 re
ferences pending with various High Courts. The largest numbers are in Bombay, Calcutta, Madras, Karnat~ka and 
Madhya Pradesh, but the numbers pendtng before the other High Courts are by no means small. As the High Courts 
do not ha~e benches f?r deahng exclustvely wtth tax matters all round the year, the possibility of early disposal of 
these pendmg matters ts remote. We also understand that, every year, some 3,300 further references are made to 
the Htgh Courts by vanous benches of the Income-tax Appellate Tribunal, while the annual disposals of such 
references by all the Htgh Courts put together amount to about 600 in a year only. 
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11. 8 In the light of the foregoing, it should be clear that the measures should be aimed at : 

(a) Avoiding litigation; 

(b) Reducing litigation; 

(c) Simplifying and rationalising the existing provisions and accelerating disposal of appeals, references 
and connected matters. 

A. Measures to avoid litigation 

II. 9 One of the characteristics of our tax laws is their complexity and inevitable uncertainty. Today, it takes 
almo.st more than a decade before a taxpayer can get a decision from the highest Court in the country. There is no 
way m wht.ch the taxpayer ~an approach the high~st authority under the Act for the determination of any question 
that has ansen or may anse m a parttcular transactton. Actually, as the law now stands, the Central Board of Direct 
Taxes is debarred from considering any individual cases. This is, in our opinion not a very healthy situation. 

11.10 We find that, in certain other countries, the highest tax authority performs a very useful function by 
~i~ing_ advance rulings on various issues which arise in individual cases. This would serve as a means of reducing 
httgatton. Even t~e Supreme Cou~t has emphasised the binding nature of the instructions of the Board on assessing 
officers. In such ctrcumstances ruhngs by the Board would be enforceable. It would, therefore, be desirable to em· 
power the Board to give advance rulings in specific cases also. The Wanchoo Committee had also made a similar 
recommendation. We, therefore, recommend that there should be a specific prOI'ision in the Income-tax Act and other 
Direct tax laws, enabling the Central Board of Direct Taxes to gh·e adi'Once rulings at the request of taxpayers on 
specific issues, not being purely issues of fact, on payment of the prescribed fees. 

11.11 A taxpayer should be entitled to seek an advance ruling both with reference to facts already obtaining 
in his case for a past year or with reference to a proposed transaction which he intends to enter into. Where there· 
ference relates to the former category of cases, the taxpayer should be entitled to bring it to the Board for a ruling at 
any time before the completion of the assessment for the relevant year. Where the assessment has already been 
completed, if the matter is pending in appeal before the Appellate Assistant Commissioner/Commissioner (Appeals) 
or the Appellate Tribunal, the taxpayer may yet seek such ruling, provided, in either case, he withdraws the appeal 
on that point. The Board may give a ruling on such a reference or even decline to give any such ruling. In the 
latter event, the fees should be refunded and the appeal, if withdrawn, shall be revived. But before deciding the mat· 
ter, the Board should be required to give the applicant an opportunity of being heard on his application. If the Board 
gives a ruling on the point referred to it, then, such ruling should be binding on the Income-tax authorities. However, 
if the taxpayer is not satisfied with the ruling, it should be open to him to take the matter by way of appeal to the 
Delhi High Court, with a further right of appeal to the Supreme Court by either party. However, where the point 
referred to the Board relates to a proposed transaction, while the Board's ruling will be binding on the Departmental 
authorities, the taxpayer will be free to put through the transaction in such form as he deems fit, but he will not have 
the right of appeal to the Delhi High Court against the Board's ruling. 

· II. 12 If the taxpayer has a right to approach the Board, it is equally desirable that, in appropriate cases, 
the Board in turn should have the right to approach the highest Court in the country directly with the consent of the 
taxpayer concerned without waiting for a matter to reach that Court in the normal course. It is not necessary that 
litigation should arise before a matter could go to the highest Court. The Board may make such a reference tn the 
same manner as under the Civil Procedure Code whereunder a case can be stated to a court of law and its advice 
obtained. Needless to say that, once the Supreme Court gives its opinion on the matter referred to it by the Board 
under this provision, there will be no further litigation on the subject throughout the country. We recommend that 
a provision be introduced in the law enabling the Board to approach the Supreme Court and seek its atMce el't'll at an 
earlier stage before any litigation has arisen. 

11.13 Frequently, Public Sector Undertakings and Government Comp:1nies .abo get in~olved in litigation 
with the tax authorities. Instances are quite common where Public Corporations ltkc Atr lndta, lndtan Atrlmcs, 
Life Insurance Corporation of India and similar Corporations have entered into litigation \\ ith th.e Dcpartmlnt on 
certain questions. This is hardly a desirable trend. It is difficult to understand w.hY s~ch ltttgatton. should at 
all arise and why it cannot be avoided. Ultimately, it is the Government of India on ctther stdea.nd t.here ts no .ques· 
tion of any benefit to the Government of India in any form whatsoever by the outcome of the ltt•gatton. Sumlarly, 
State Corporations have also got involved in litigation with the tax authorities. In all these cases, public funds arc 
frittered away in futile litigation. 

II. 14 There should be no need for appeal by any Government undertaking or company against any adver'e 
decision in tax matters. If, subsequently, at any time, the same bsue is decided diff~ren~ly by a Hi~h C:ourt or the 
Supreme Court in the case of any other taxpayer, then, in view of our recommendatiOn tn para II .16, tt \\ould be 
open to the undertaking/company to claim the benefit of such dcchion in respect of its pa-t a"c"mcnts. We 
recommend that disputes between public sector undertakings or Gm•emmt•nt comptmw.v and the llltOIIJt'-lt/X Dcparrment 
should be resol1•ed by the Central Board of Direct Taxes b1• discussion with the administratil'e Ministry oft he Central 
Government or the local Go1•emment concerned ll'ith the wulertaking or company and, where necessary, in consulllltion 
with the Ministry of Law. 
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B. Measures to reduce litigation 

11.15 Under the present law, disputed matters have to be agitated by the taxpayer independently for each 
year. When common disputes ari~e in t~e case of different. taxpa~ers, each on~ of them has .to ag!tate them in appeal 
independently. This leads to proliferatiOn of appeals. W1th a VIew to reducmg such proliferatiOn, 11·e recommend 
that where a taxpayer claims b~{ore the assessing authority or any oft he appellate authorities [Appellate Assistant Commis
sioner Commissioner (Appeals) or the Appellate Tribunal] that, on any issue arising in his case, an appeal or a reference 
is pen:ling before any higher authority, including a High Court or the Supreme Court, in his o1vn case for an earlier year or 
in the case of any other taxpayer for any year, and gives an undcrtak ing that he would abide, in respect of his own case, 
by the decision of the higher authority or the High Court or tl1e Supreme Court, as the case may be, as governs such pend
ing appeal or r~(erence, then, the law should provide that the taxpayer's case should b.e disposed of in conformity with such 
decision, as and when it becomes available, without his having to agitate the matter by way of further appeals or references. 
If the assessment is completed taking a view adverse to the taxpayer, the same should be suitably modified by the 
appropriate authority when the final decision becomes available, as if it were a mistake apparent from the record in the 
taxpayer's OIVIl case for the relevant year ami such modification should be made within four years from the date of such 
final decision. 

11.16 We further recommend that where the Supreme Court decides a poilll of law in any case, it should be open 
to any taxpayer to claim b:fore the appropriate authorities the benefit of that decision in his own case for any past year for 
which the assessmmt has attained finality even though he might not have kept the matter alive by way of appeal or refe
rence orb • way of a claim on the lines suggested in the preceding paragraph. Equally, it should be open to the Depart
ment also to revise any completed assessment in the case of any taspayer in the light of the Supreme Court's judgment 
in any other case, if this is necessary in the interest ofrevmue. In either case, such action by the taxpayer or the De
partment should be permissivle within a period 110t exceeding one year from the pronouncement of the Supreme Court's 
judgment. 

C. Measures to simplify and rationalise the existing provisions and accelerated disposal of appeals, etc. 

{i) Proceedings h<fore Appellate Assistant Commissioner/Commissioner (Appeals) : 

11.17 Under the existing law, section 246 enumerates a long list of orders against which an appeal would lie 
to the Appellate Assistant Commissioner. In spite of such a long list, avoidable controversies do arise as to whether 
an appeal would lie against a particular point at issue or not. An obvious example is that of interest payable or 
chargeable under sections 214 and 215. The Gujarat High Court has held in the case of Sharma Construction Company 
(100 I.T.R. 603) that no such appeal would lie. The Bombay High Court has taken a view in various cases which 
is conflicting with the view expressed by the Gujarat High Court. Ultimately, the Bombay High Court had to consti
tute a Full Bench to resolve the conflict. In our opinion, such controversies are futile and can be resolved by pro
viding that every final order of an Income-tax Officcr(that is to say, an order which is not of the nature of an adminis
trative order or an interlocutory order) should be appealable to the higher authorities. We, therefore, recommend that, 
instead of enumerating the various orders of the Income-tax Officer against which an appeal lies to the Appellate Assistant 
Convnissioner or, as the case may be, the Commissioner (Appeals), in section 246 of the Income-tax Act, there should 
be a .Jenera/ provision to the effect that every final order of the Income-tax Officer will be appealable to the Appellate 
Assistant Commissioner or the Commissioner (Appeals). as the case maybe. We further recommend that, insofar as the 
Conunissioner (Appeals) is concemed, the law should specify a monetary limit (either in terms of the variation in the income 
or loss returned, or in terms of the quantum of total income assessed, or the quantum of penalty levied, or the interest 
charged) so as to demarcate his jurisdiction from that of the Appellate Assistant Commissioner. In addition to such 
monetary limit the jurisdiction of the Commissioner (Appeals) may also be demarcated in terms of a class of orders, 
more or less on the lines of the e;dsting provision in section 246. 

11.18 Equally futile is the controversy as to whether a taxpayer is entitled to urge before the appellate autho
rities a ground which he had not raised before the lower authorities. In C.I.T. ••s. Karamchand Premchand Ltd. 
(74I.T.R. 254) the Gujarat. High Court held that i~ a point arisi.ng. in the assessment order is no~ taken up in appeal 
and, !herefore, n~t.dealt wi.th by t~e ~p.pellate AsSIStant Comnusswner, the appellant cannot ra1se that point before 
the higher authontJes even If, on a JUdicial pronouncement subsequent to the order appealed against the order of the 
lower authorities is found to be not correct. This judgment proceeds on the basis that in such a ~ase the taxpayer 
cannot be said to be aggrieved by the said order. With a view to obviating injustice and hardships to taxpayers in 
such cases, we reconunend that the ground of being "aggrieved" appearing in section 246 should be deleted. 

II .19 Frequently, taxpayers' requests for rectification of mistakes, etc., are inordinately delayed. We recom
mend that a specific right of Appeal to the Appellate Assistant Commissioner should be provided against the Income-tax 
Officer's.failu.re to pass an order on the taxpayer's application for rectification or relief within a period of six months of 
such app/1catwn. 

11.20 The existing powers available to the Appellate Assistant Commissioner to set aside an assessment with 
direction to the Income-tax Otlice.r to ~ake a fresh assessment or to remand a case to the Income-tax Officer for fur
ther enqutr~ and report bcf<;>re. disposmg of the appeal often leads to considerable delays in the finalisation of the 
matter: .With a VIew to obvmtn~g such delays, we recom11u•nd that the powers of the Appellate Assistant Commissioner/ 
C~mm~sswner (Appeals) to set as1de or remand a case slwuld be taken awaJ' and he should be required to decide the poillts 
rmsed m the tippet~! finally after lumse/f conductmg any further enquiry that he may consider necessary for the purpose. 
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(ii) Pro~eedings before the Appellate Tribunal 

11.21 An appeal lies from the order of the Appellate As,istant Commissioner/Commissioner (Appeals) 
to the I~come-tax Appell at~ Tnbunal. At present, section 252 provides for the various qualitkations in the matter 
of appomtment of the vanous Members of the Tribunal as well as th~ President of the Tribunal. Our attention 
has been d~awn to certain aspects relating to the terms of appointment of such persons and other incidental matters 
a1•d we tlunk It appropnate to make certain recommendations in that regard. 

II . 2~ The provision in section252 (2) lays down a period of service of atleast 3 years for a member of the Centml 
Legal Serv1ce (not below Grade Ill) for becoming eligible for consideration for appointment to the post of Judicial 
Member of the Appellate Tribunal. Similarly, 3 years' service for an Assistant Commissioner of Income-tax is re
_quired for him to be 7onsidered fo~ appointment to the post of Accountant Member of the Appellate Tribunal. In 
recent tunes, the growmg complex1t1es of the law on the one hand and the conditions of economic activity on the other 
call for a wider experience and insight in determining contentious issues under tax laws expeditiously. IV<• raom
mend that the minimum service qualification for appointment of a member of the Central Le~al Service as Judicia/11/emb<•r 
and for appointment of an Assistant Commissioner of Income-tax as Accountant Member should be rai.,ed to 5 ya1rs. 

II . 23 There has been a general appreciation of the functioning of the Income-tax Appellate Tribunal both 
on the part of the public at large and the Government. In the preceding paragraph we have made a recommendation 
to further strengthen the constitution of the Tribunal. It is further desirable that the Members of the Tribunal have 
a tenure of office similar to judges of High Courts, i.e., until62 years of age. The President of the Tribunal should 
have a rank corresponding to a Secretary to the Government of India and other Members should correspond to Addi
tional Secretaries. As the office of the President involves administrative powers and responsibilities, we remnun.•nd 
that only persons who are already Vice-Presidents of the Appellate Tribunal should be eligible for appointment (IS 

Presidents of the Tribunal. 

II. 24 Section 253 of the Act provides for the filing of appeals to the Tribunal against specific orders. It 
further provides under sub-section (I) that the appeals may be filed by an assessee who is aggrieved. In line with the 
recommendations in paragraphs 11.17 and 11.18 relating to appeals to the Appellate Assbtant Commissioner, we 
recommend that section 253 should be amended on the same lines as per our recommendations for amendment of sectio11 
246. 

II. 25 At present, the Rules require that the memorandum of appeal to the Tribunal should be signed by the 
appellant himself. To obviate hardship, we recommend that the rules be amended so as to permit a m<'mormulum of 
appeal being signed by the power-of-Attorney-Holder of the Appellant. 

II. 26 Under the existing law, _even if the appellant does not appear on the day fixed for hearing, the Tribunal 
is bound to decide the appeal on merits and cannot dismiss it for default. The Supreme Court held in C.I.T. ••s. 
s. Chenniappa Mudaliar (74 I.T.R. 41) that Rule 24 of the Income-tax (Appellate Tribunal) Rules, 1963, insofar as it 
provides for dismissal of the appeal for default is ultra vires. In our opinion, there is no reason why the Tribunal 
should be required to pass an order on merits where the appellant is not interested in proceeding with the appeal 
or application. We recommend that the Appellate Tribunal should be given specific powers to dismiss an appeal or 
reference application before it on the ground of non-appearance of the appellantjapplimnt and it should not be required 
to pass an order thereon 011 merits. However, there shoulcl be a provision for reopening the matter by the Appellate Tri
bunal at the instance of the appellant/applicant within a period of 30 days. The Appellate Tnbuna/ should also have 
the power to perm~t the withdrawal of an Qppeal or reference application by the appellant/applicant. 

II. 27 The provision in section 255(3) relates to powers of a single member Bench of the Appellate Tribunal. 
We recommend that the law may be amended to provide that such a single memb<'r Bench may dispose of any appeal 
where the amount of variation in the income or loss in dispute does not exceed Rs. 25,000. 

II . 28 The provision in section 255(4) relates to the procedure to be followed where the two members of a Bench 
of the Tribunal differ on any point. We recommend that, where the members of a Bench differ in opinion, that matt<·r 
should be re-heard by a Bench of three or more members which may include the members who originally heard it. 

11.29 Today, the Appellate Tribunal has about 40 Benches functioning throughout the co~ntry. It deals with 
various important questions in various cases quite a few of which go by way of reference to the H1gh Court and subse
quently t? the Supreme Court. At present, the important decision~ of the Tribunal are published by p~ivat.e bod~es 
but there IS no authentic publtcatwn of such orders. Publtcatwn of1mportant orders would go a long way m achie
ving certain judicial harmony among all the Ben~hes in the country and will also enable the taxpayers to s~cure ea,ily 
the official views of the final fact findmg authonty under the Act. We recommend that the Tnbwwl perm1ts a relwble 
agency to publish an authentic and(tdl text of its ordas which the Tribunal regards to be of general importance. 
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(iii) Proceedings before High Courts 

II. 30 We are of 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 and other Central tax laws. We intend to deal with this 
matter in greater detail in our final Report. There is, at present, heavy pendency of references in the various High 
Courts as under :-

I. Andhra Pradesh 517 
2. Assam 305 
3. Bihar 379 
4. Bombay. 2,544 
5. Calcutta 2,228 
6. Delhi 75 
7. Gujarat . 339 
8. Karnataka 657 
9. Kerala 145 

10. Madras . 853 
II. Madhya Pradesh 711 
12. Orissa 57 
13. Punjab and Haryana 317 
14. Rajasthan 372 
15. Uttar Pradesh 818 

Similarly, large . number of. writ petitions !l~e also pen~n.g in High C~JUrts and Supreme .co':ut. It is very essen
tial that all litigatiOn must be dtsposed ofexpedtttously. Thts IS more true m the case of tax httgatlon. We, therefore, 
recommend that, pending the establishment of a Central Tax Court, the Government may advise the High Courts to cons
titute, as so011 as possible, special tax. benches on an ad hoc basis to hear and dispose of the pending matters by continuous 
sittings throughout the year. To achieve uniformity in this matter, Judges with experience in this branch of law should be 
appointed on tax benches of High Courts. 

11.31 Under the existing.law, when the Tribunal refuses to refer a case to the High Court, an application 
has to be made to the High Court for directing the Tribunal to draw up the Statement of the Case and to refer certain 
questions of l~w to t~e High Court: This pr.ocedure, in pract~ce, results in a ~ert~in amoun~ of avoidable de.lay. 
The provision m section 256(2) reqmres the Htgh Court, where It allows an apphcatlon before It under that section, 
to call for a statement of the case from the Appellate Tribunal. 

11.32 Normally, in a petition filed by either party all relevant papers and documents are presented to the 
High Court and, where nece~sary, the other p~rty .can, in his reply, complete the nec~ssary records. If the High 
Court is satisfied that a questiOn of law does anse, It should not be necessary for the Htgh Court to send the matter 
back to the Tribunal in all cases and ask for a formal statement of the case, if, in its opinion the papers before it are 
sufficient to enable it to answer the question of law arising from the order of the Tribunal. We recommend that the 
lmv m~y be amended to enable the High Court to dispense with the formality of calling for statement of the case 
under section 256(2) where it is satisfied that the papers filed before it are sufficient to enable consideration of the ques
tion, and thereupon proceed to treat the application itself as a statement of the case and decide the quest ion. 

11.33 The provision in sectio~ 256(3) perl!lits refund of the fee paid in a case where the application is withdrawn 
within 30 days of the Appellate Tnbunal refusmg to state a case. We recommend that the law may be amended to 
permit such refund of the fee paid also in a case where the application is withdrawn by the applicant before the Tribunal 
considers it. 

11 . 34 Frequently, considerable delays arise when the High Court or Supreme Court remits the matter back 
to the Appellate Tribunal. We recommend that section 258 may be amended to give power to the High Court and the 
Supreme Court to alter or refi"ame the question referred to it without remitting the matter back to the Appellate Tribunal. 
The Court shoultl also have the power to ammd the statement of the case suitably and, thereafter, decide the matter 
without sending it back to the Appellate Tribuna/fa~ .making.the amendment .. The Court should, howe1w, be given the 
power to dtrect the Appellate Tnbuna/ to take acicitllonal e••tdcnce on any pomt, where it considers tl!i.' necessary for 
tire purpose of deciding the matter before it. 

(iv) Proceedings before the Supreme Court 

.11. 35 Sec~ion 257 enable~ the ApJ?ellate Tri.bu~al to m~k~ a refer~nce direct to the Supreme Court on any 
question of law m respect of whtch there ts a confltct Ill the deciSions of Htgh Courts. We recommend that the law 
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may be amended to provide that, if the appellant makes a specific request to the Tribunal in a case where there is a con
flict in the decisions of High Courts, it should be incumbent upon the Tribunal to make a reference direct to the Supreme 
Court. We further recommend that the power to make a direct reference to the Supreme Court may also be gi1•en to 
the Tribunal in the following situations :-

(a) Where the High Court has already decided the matter in other cases: 

(b) Where the point at issue is of a recurring nature in the case before the Tribunal year after year: 

(c) Where the point at issue is one of public importance. 

. II. 36 Under t~e existing law, any person aggrieved by the judgement of the High Court has 'o apply to the 
High Court for a certificate of fitness for appeal to the Supreme Court and where such certificate is refused by the 
High Court, an application has to be made for grant of special leave to appeal to the Supreme Court under Article ' 
136 of the Constitution. The existing procedure requiring the certificate from the High Court quite often takes time 
upto 2 years which, in our opinion, can be easily avoided. We recommend that the requirement of obtaining a 
certificate of fitness from the High Court before filing an appeal to the Supreme Court be dispensed with so as to enali/e 
either party to move the Supreme Court directly in a special/eave petition, without obtaining the certificate of fitness from 
the High Court. Such a provision will be similar to that under Article 136(1) of the Constitution for grant of special 
leave. 

(v) Proceedings by way of Revision by Commissioner 

11.37 The Commissioner's powers of revision of lower authorities' orders to give relief to the taxpayer under 
section 264, is excluded from application in cases where the order has been made the "subject of an appeal" to the 
Income-tax Appellate Tribunal or to the Commissioner (Appeals}. There is considerable confusion as to the scope 
of this term and there are differences of opinion amongst the High Courts on this point. We recommend that the 
provision relating to revision by the Commissioner should be amended to make it clear that the Commissioner will not 
be debarred from dealing with any matter under this section except where the same point has been agitated in an appt"OI 
to the Appellate Tribunal or the Commissioner (Appeals). 

11. 38 As a corollary to the above, we recommend that the provision in section 263, empowering the Commissioner 
to revise the Income-tax Officer's orders which are prejudicial to the revenue, should also be amended so as to clarify 
that the Commissioner will not be debarred from revising any such order except where the particular point on which he 
proposes to revise the order has been made the subject matter of appeal before the Appellate Assistant Commissioner, 
the Commissioner (Appeals) or the Appellate Tribunal. 

(vi) General 

11.39 Where, as a result of any order passed in appeal or other proceeding under the Act, tax would be refund
able to the taxpayer and the same is not granted within a period of 6 months from the date of the said order, the talt
payer should have the right to set off the amount of the refund or a.nY part of that amount against. any tax,. e.tc., I?ay
able by him for the same or any other year. The Wanchoo Committee had made a recommendation on similar hnes 
in para 6.144 of their Report, but this has not so far been implemented by the Government. We recommend that 
the taxpayer should be given the right to set off any refund due to him as a result of any order in appeal against any tax 
or other sum payable by him for any year by giving an intimation in writing to that effect to the Income-tax Officer. 

S/S D ofi/77-7 



CHAPTER 12 

ACQUISITION OF IMMOVABLE PROPERTIES 

12. I A large number of representations from diverse quarters have been made to us suggesting the r:peal of 
the provisions of Chapter XXA of the Income-tax Act providing for acquisition of im!llovable properties m .c~ses 
where the sale deeds did not allegedly reflect their fair market value. It has been submitted that these provisiOns 
merely cause harassment to taxpayers and generate litigation without any corresponding benefit to the revenue. 

12.2 Chapter XXA was inserted in the Income-tax Act by the Taxation Laws (Amendment) Act, 1972. The 
provisions were based on a recommendation cont.aine~ in the Interim _Report of the Wan~hoo Committee. The Com
mittee was of the view that understatement of pnces m sale deeds of Immovable properties had become a Widespread 
method of tax evasion and a major source and channel for the generation and circulatio_n of black money. They felt 
that the evil had assumed such proportions that it called for a drastic remedy. The Committee, therefore, recommended 
that Government should be empowered to acquire properties where the consideratio~ is found to b_e understated 
in the sale deed with a view to evading tax, on payment of the disclosed sale consideration and a solattum of I 5 per 
cent thereof, in addition. 

12. 3 The provisions of Chapter XXA came into effect from I 5th November, 1972. The experience regarding 
the working of these provisions for the last 5 years should be adequate for judging the utility and effectiveness of these 
provisions. The following Table presents the progress of work in this area during the past few years m Bombay where 
the evil of understatement of property values is considered to be widely prevalent. 

Financial year 

1973-74 

1974-75 

1975-76 

1976-77 

Total 

No. of tran~rer 
intimations 
received 

1734 

1059 

1332 

634 

4759 

No. of acquisi- No. of acquisi-
tion notices tion orders 
i"ued u/s pa,.ed u/s 
2690(1) 269(F)(6) 

259 

219 5 

173 6 

213 9 

864 20 

The above figures speak for themselves. Notices of acquisition have been issued in only about 20 per cent of the cases 
where intimations were received from the Registrar. The properties in respect of which acquisition orders have been 
actually issued constitute a very small fraction of the cases in which notices of acquisition were issued. We under
stand that, out of 8 appeals so far decided by the Appellate Tribunal at Bombay, the acquisition order has been up
held in only one case. It almost looks as if the Department has been digging a mountain only to catch a mouse. 
The conclusion is inescapable that the provisions have failed to achieve their intended purpose. 

12.4 Practically everyone who had stated anything about these provisions has agreed about their nuisance 
value and their immense capacity to generate paper work and litigation. It is also submitted that these provisions 
could be potent tools of harassment and provide avenues for corruption. We see no reason why these ineffective 
provisions should remain on the statute book any longer. The man-power released by their repeal could be put "to 
more fruitful use. 

12.5 It might be argued that these provisions are meant to act as deterrents rather than as remedial or revenue 
measures. There is, however, no evidence of their deterrent effect. The statistics do not disclose any steep rise in 
the yield from capital gains tax. Inc~eases in stamp revenue, if any, may merely be part of the general phenomenon 
~f rising tax reyenues or the resul~ of mcreased rates of stamp duty. There is also no indication of any unusual rise 
m the value of unmovable properties disclosed for wealth-tax purposes. On the other hand claims were made at the 
time of the land ceiling legislation that property prices had fallen. Such claims could hav~ been made only on the 
basis of recorded prices. 

12.6 There has been a change in the complexion of the situation after the Wanchoo Committee submitted their 
interim and final Reports. The law relating to c~iling and regulation of urban land, which came into effect in the 
course of 1976, ~~s considerably reduced the magnttud_e of the problem. Under the provisions of this law, the "com
P.etent authonty ~f t~e State Gov~rnment has to be mformed of any proposed sale of land with building and such 

competent authonty . has the option to take over ~he property on behalf of the State Government at such price as 
may be agreed upon wtth the seller or, where there ts no such agreement, at the price calculated in accordance with 
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the provisions of the Land Acquisition Act, 1894. Having regard to this power of the "competent authority", sellers 
of house property would be reluctant and extremely ill-advised to under-state the consideration in the sale deeds as 
they may stand to lose the property without realising anything more than the declared value or the value as determined 
under the Land Acquisition Act. The "competent ~uthority" under the ceiling law has also the power to grant clear
ances for sale of open land. As the sale transactiOns of urban immovable properties are thus, practically subject 
to a clearance under the ceiling legislation, the scope for invoking the provisions of Chapter XXA is considerably 
reduced. The provisions of Chapter XXA were mainly designed to prevent tax evasion with reference to urban 
immovable properties where the scope of abuse was greater. In the context of the provisions of the ceiling law the 
scope for abuse is substantially reduced. ' 

12.7 Yet another change in the complexion of the problem has been brought about by the recent enactment 
of section 54E of the Income-tax Act. By virtue of this section, the capital gains arising from the transfer of a long
term capital asset, which would include immovable property, may be rendered totally free of tax by investing the sale 
proceeds in certain "specified assets", which include Government securities, units in the Unit Trust of India, shares 
in public companies which are quoted on the Stock Exchange and fixed deposits in banks for a minimum period of 
three years. Hence, any temptation for under-statement of the sale consideration in the deed with a view to evading 
or reducing the capital gains tax liability has largely disappeared. 

12.8 In the ultimate analysis, the question has to be viewed from the effectiveness of the provision of section 
52(2) of the Income-tax Act, which empowers the Income-tax Officer to assess the capital gain arising on the transfer 
of a capital asset with reference to its fair market value where he is of the opinion that the consideration has been 
under-stated in the deed of sale to the extent of more than 15%. This provision was introduced in the law in 1964 and, 
according to the statement of the Minister of Finance on the floor of Parliament, it was intended to deal with cases 
where some part of the consideration had been paid outside the deed. If the powers of the Department under sec
tion 52(2) are effectively used having regard to well established methods of ascertaining market value, the abuse of 
tax evasion in property sale transactions can be adequately checked. The primary interest of the Tax Department 
is proper collection of the tax due and not acquisition of properties through protracted litigation. The effectiveness 
of the provisions in Chapter XXA for acquisition of property also depends entirely on the ability of the administration 
to sustain the estimated market value before the Courts. If the market value can be effectively established, the remedy 
under section 52(2) would be more direct and less cumbersome even from the Department's point of view. 

12.9 In view of the foregoing, we recomme11d that Chapter XXA of the l11comc-tax Act should be deleted. 



€HAPTER 1~ 

AUTHORITIES COMPETENT TO INTERPRET THE TAX LAWS 

13.1 We have taken note of the fact that, with varied interpretations put forth by different authorities on the 
complicated provisions of the Income-tax Act, there is a ~arked tendency, in the Department, to reopen, post haste 
and indiscriminately, completed assessments on the basts of any opm101:1 advocated agamst the taxpayer. ~n the 
name of abundant caution against such an adverse view ultimately commg to prevatl, assessments, not onl:r m. the 
same case but also in other cases, are reopened and decided against the taxpayers, needlessly prohferatmg httgat10n. 
Apart from the fact that this generates an enormous amount of unproductive work at all levels, entailing avoidable 
waste of time and energy, it causes considerable ire and hardship to the taxpaying public. 

13.2 We are of the considered view that, in the administration of fiscal laws affecting more than 35lakhs of 
taxpayers, especially in the matter of interpretation and working of the complicated legal provisions, it would not be 
proper for any one to be unduly assertive. Diverse approaches or views of different authorities, conflicting judg
ments by High Courts and even overrulings of earlier decisions by the same High Court, all constitute a due process 
of gradual evolution of the law. In this process, we feel that the Board has a pivotal role to play. The Board is 
associated right from the stage of policy making for the enactment of a particular provision to the stage of delegated 
legislation, viz., of framing of rules to effectuate the underlying purpose. With the same objective, the Board is also 
statutorily empowered to issue binding instructions and guidelines to the field officers with a view to ensuring 
uniformity in the application of the provisions and resolving practical difficulties in their actual working. Thus, 
the Board is one of most appropriate authorities for clarifying any points of doubt arising out of the actual working 
of the legal provisions and also for relieving cases of genuine hardship, so that the provisions are correctly and properly 
administered both in letter and spirit. In issuing such instructions, the Board is, no doubt, guided by considerations 
of natural justice, well-settled judicial pronouncements and established canons of interpretation of statutes. Any 
view adverse to the taxpayer, taken by the Board is, of course, open to further review by the appellate hierarchy 
provided under the Act. 

13.3 Judged in the above perspective, a rigid interpretation, followed quickly by a wooden application of 
the legal provisions, simply because an adverse view against the taxpayer bas been propounded by another authority, 
bas to be strictly eschewed for reducing unnecessary litigation. Keeping this in view, we feel the need for there 
being a provision in the Income-tax Act itself to enlist all the authorities, which would be competent to give their 
opinion on the provisions of the Act, so that, on the view expressed by any other authority, the departmental officers 
should not rush to re-open completed assessments, thereby giving rise to avoidable litigation. 

. . 13.4 There should be a reasona.ble degree of finality in assessments. It would not be out of place to refer 
m thts context to the followmg observations of the Supreme Court in Parashuram Pottery Works Co. Ltd. vs. Income
tax Officer (106 ITR-1):-

"It has been said that the taxes are the price that we pay for civilization. If so, it is essential that those who are entrusted with 
the task of calculating and realising that price should familiarise themselves with the relevant provisions and become well-versed 
w1th t~e Jaw on the subJect. Any remt~~mess on thetr part ~an ~nly be at the C<;>st of the n~tional exchequer and must necessarily 
result In loss of revenue. At the same t•me, we have to bear 10 mmd that the pohcy of law IS that there must be a point of finality 
10 all legal proceedmgs, tha! stale 1ssues. shoul~ not be reactivated beyond a particular stage and that lapse of time must induce re
pose Jn and set at rest JUdtcJal and quast·JudtcJal controversies as 1t must m other spheres of human activity." 

13.5 We, accordingly, recommend the insertion of a new section 293A in Chapter XXIII of the Income-tax 
Act, 1961 on the following lines:-

293A. Not~!thstanding anything to t~e contrary contained in any other enactment for the time being in 
force, the authorttles competent and authortsed to pronounce upon the interpretation of the provisions of this Act 
shall only be the following, namely:-

(a) The Income-tax authorities mentioned in Chapter XIII; 

(b) The Income-tax Appellate Tribunal melllioned in Chapter XX; 

(c) The Settlement Commission mentioned in Chapter XIXA; 
(d) The High Court mentioned in Chapter XX; and 

(e) The Supreme Court mentioned in Chapter XX. 
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CHAPTER 14 

. VALUATION OF HOUSE PROPERTIES 

.14.1 One ~f the vexatious pro~1ems confronting both the Income-tax Department and the taxpayer is the 
question of valuatiOn of house .properties for the purpose o~ determining the wealth-tax payable in wealth-tax assess
ments. At the l!lo.ment, there IS no defimte yardstick by which the value of such property can be determined. More 
often than not, 11 IS left to the Valuation Cellm the Income-tax Department to determine the market value as on 
the valuatiOn date .. These c~lls are manned by engineers drawn from the Central Public Works Department. When 
once the valuation 1s deternuned by the Valuation Cell, it is binding on the Wealth-tax Officer This procedure bas 
led to endless litigation. · 

14.2 O~dinarily, the. engineers of the Central Public Works Department have been determining the value of 
house prop~rtles by what IS commonly known as :land and building method'. Where land is inseparably rented 
out along With the buildmg, th1s method may not gtve the correct valuation. The following passage extracted from 
the judg~ent of the Suj)reme C~mrt in the case. o~ State of Kerala vs. P. P. Hassan Koya (1968(3) S.C.R. 459], 
clearly bnngs out the baSIS on whtch land and butldmgs have to be valued when they are rented out inseparably:-

"The method adopted by the Land Acquisition Officer for determining compensation payable for extinction of the interest of 
the holder of the land and of the buildings separately was unwarranted. In determintng compensation payable in respect of 
Ian? 'Yith buildings, compensation cannot be determined by ascertaining the value of the land and the '"break up value" of the 
bu1ld1ng separately. The land and the building constitute one unit, and the value of the entire unit must be determined with all its 
advantages and its potentialities. ••• 

*** *** *** ••• ••• 
When the property sold is land with building, it is often difficult to secure reliable evidence of instances of sale of similar lands 
with buildings proximate in time to the date of the notification under section 4. Therefore the method which is generally resorted 
in determining the value of the land with buildings, especially those used for business purposes, is the method of capitalisation of 
return actually received or which might reasonably be received from the land and the building''. 

High Courts have also endorsed the view that determination of value of immovable properties with reference to the 
income provides a more reliable guide. We, therefore, recommend that values of house properties should be determined 
by the method of capitalisation of the return actually received or which could reasonably be received from those 
properties. 

14.3 The capitalisation rates may be notified by the Board every year for different types of properties. This 
will bring about uniformity and simplicity in the valuation of house property. Ordinarily, such a rate will be based 
on the market rate for the use of capital and will not create hardships to taxpayers. In fact, before engineers were 
brought on the scene, this was the only method by which the Department was determining the market value of house 
properties. Differences in relative values of the properties would be automatically reflected in the differences in 
the earning power. This will, therefore, make allowance for the higher values in urban areas as compared to back
ward or less developed areas. We are of the opinion that the method suggested by us is not likely to create any 
serious hardships in any case. The taxpayer would have the right to agitate his point in appeal if there is a genuine 
case of serious hardship. We recommend that the rates of capitalisation be notified by the Board from year to year. 

14.4 Valuation based upon earning power of an asset is a generally accepted method of valuation. In trans
actions between a willing buyer and a willing seller (which is basic to the concept of value realisable if sold in the open 
market) the dominant consideration is no doubt the yield. This is manifest whether we refer to shares quoted on a 
stock exchange or consider the principle applied by the Supreme Court in valuing unquoted shares of companies 
in Mahadev Jalan's case (86ITR 621). In the case of most urban properti~s where dispute~ arise, the earning power 
is already being estimated or assessed for income-tax purposes. Adoption of a valuation for wealth-tax on an 
earning power method would at once be sound and consistent in principle and a.lso redu~e scope for litigation, un
certainty and protracted proceedings, in .these matters. The down":ard revenue 1m pact, 1.f any, would also be quite 
marginal and the same would be fully Justified by the correspondmg advantages accrumg by way of finahty of 
assessments. 

14.5 The question would then remain as to how owner-occupied property is to be valued. The present 
law provides for taking valuation as on the valuation date relevant to the assess~ent years 1971-72, or th~ actual 
price paid for the property, whichever is later for all subsequent assessments. Th1s may not be satisfactory 111 cases 
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so 
where the market value as determined by the multiplier method would be lower than the actual price paid for the 
property. Such cases should not be many, but the possibility may not be ruled out. In all fairness and equity, 
we recommend that owners of self-occupied properties too must be allowed this facility of determining post 1971-72 
assessment properties at actual cost or at market rate based on the multiplier method, whichever is lower, and accordingly 
to their advantage. 

14.6 Besides providing a safe index to determining the value of house properties, the aforesaid system will 
also put an end to endless litigation. Last but not the least, it will save the Government a lot of money as the 
expenses incurred on the valuation cells throughout the length and breadth of the country during the financial 
year 1975-76 is over Rs. 84 lakhs, not to speak of the saving in 'social cost' which is, of course, much more. 

Bombay, 
December • 1977. 

(C. C. CHOKSHI) 

Chairman 

(S. P. MEHTA} 

Member 

(HARNAM SHANKAR) 

Member 

(C. C. GANAPATHI) 
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(T. S. R. NARASIMHAM) 

Member-Secretary 
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SUMMARY OF OBSERV A 'PIONS AND RECOMMENDATIONS 

CHAPTER 2-CHARITABLE TRUSTS 

I. Th~ pro~isions relating to the assessment of charitable and religious trusts are one of the most complicated 
group of sections m the Income-tax Act. (Para 2.1) 

2. Th= pr~visions conta!ned in the In~ome-t_ax Act should ~ave only one underlying objective, viz .• to regulate 
the extent to which and the circumstances In which tax concessions should be granted to charitable trusts_ 

(Para 2.4) 
3. A unifo_rm ~entral.Jaw gov~rning registration of trusts, regulating their fund-raising activities, maintenance 

of accol!nts, apphcat~on of mco.me, mvestm~~t of trust funds, involvement of trusts in corporate affairs consequent 
on holdmg of shares m co~pames and providing for machmery to deal With the abuse of trust property, etc., should 
be enacted as soon as possible. (Para 2 .4) 

4. The words "not involving the carrying on of any activity for profit" occurring in section 2(15) should be ; 
deleted.. (Para 2. 7) J 

5. The amendment to section 2(15) should have retrospective effect from 1st April, 1962. (Para 2. 8)! 

6. The provisions of section 13(1)(bb) should also be made applicable to the trusts with the fourth category 
objects i .. e., tru~ts fo~ the advancement of objec~s of general ~ublic utility other than _relief of the poor, education 
and medical rehef, with effect from the 1st Apnl, 1977, as m the case of trusts With the other three categories 
of objects. (Para 2. 9) 

7. Section 11(4) should be deleted with effect from the 1st April, 1977 as it would be inconsistent with the 
scheme of tax exemption outlined above. (Para 2. 10) 

8. The provisions of section 13(1)(bb) should be further enlarged to permit business activity, mainly carried 
on by the beneficiaries even when the business itself is not carried on in the course of carrying out a primary purpose 
of the trust. (Para 2.11) 

9. The law should provide for two different and totally independent computations, one for determiningl 
the assessable income, and the other for determining the amount that is to be applied for charitable purposes by 
the trust. The assessable income under the Income-tax Act should be computed strictly in accordance with the 
Act following the various provisions, taking into account even notional income and granting deductions speci
fically permitted under the Income-tax Act. On the other hand, the amount that is to be considered for the purpose 
of application to charitable objects should be the actual gross receipts of the trust less the expenses actually incurred 
in earning the income or in maintaining the trust property. In this computation, notional incomes or incomes not 
received, and notional allowances and deductions for amounts not actually expended, will both he left out of account. 
If the actual income so computed is equal to or less than the statutory income, i.e., the income computed under the 
provisions of the Act, the trust should be required to apply either 75% of the statutory income or the whole of the 
actual income, whichever is less. However, where the income so worked out on actual basis exceeds the statutory 
income, it should suffice if the trust applies either 75% of the actual income or the whole of its statutory income, 
whichever is less. We also suggest that the relevant provisions should be suitably illustrated in the Act itself to 
make the concept clear. (Para 2. 12) 

10. The existing provision for relating the amounts applied in the immediately following year to the earlier 
year, at the option of the trust should be retained, subject to the modification that the Income-tax Officer may be 
empowered to extend the time for exercise of the option in deserving cases independently of the time available for 
filing the return of income. , (Para 2.13) 

11. While the capital gains arising to a charitable trust could be given the same treatment as in the case of 
any other taxpayer, insofar as the application of funds f?r charitable P':Irp~ses is C?ncerned, only t~e net sale ~roceeds 
received by the trust during a given year should be considered for applicatiOn (which, under the existmg law, mcludcs 
re-investment) in that year. Further, re-investment may be permitted until the expiry of the next following account
ing year of the trust. ' (Para 2.14) 

12. Charitable trusts should be allowed to accumulate their income even for a general purpose falling within 
the overall objects of the trust. Consequently, the provision in section 11(3A), which empowers the Income-tax 
Officer to allow change of the purpo!e originally indicated for the accumulation, at the requ~t of the trust, will be 
rendered superfluous, and may, therefore, be omitted. (Para 2.15) 
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13. The provisions relating to accumulation should continue to operate in relation to till' inconll' r~quircd 
to b~ applied li>r charitable purposes as reconuncndcd in para 2. I~- (Para 2. I (l) 

14. Sect ion II (2) should be amended to empower the Commissioner to condone delays in giving the notice 
as also in making the investment or deposit under that section. The section may also specify: (a) The time within 
which the notice is to be given, which may (as at present, stipulated in Rule 17 of the Income-tax Rules) be "the time 
allowed under sub-section (I) of sub-section (2) of section 139, whether fixed originally or on extension, for furnish
ing the return of income" and (b) the time within which the amount accumulated or set apart is to be invested or 
deposited in the manner laid down in the section, which may be one year from the end of the relev~nt previous year 
(instead of six months at present stipulated in form 10). (Para 2.17) 

15. There should be no objection to a trust making a donation from out of its corpus to the corpus of another 
trust. However, where a trust makes donations out of its income to another trust, while in the case of the donor 
trust these will continue to be treated as application of income, in the hands of the reciPient trust, these should always 
be considered as normal income and any stipulation that the contributions are to the corpus of the recipient trust 
should be disregarded for the purposes of the tax exemption. (Para 2 .18) 

16. The provisions of section 12A should be amended to provide for an application for registration being 
entertained at any time before the completion of the first assessment of the trust. Where a trust has failed to register 
itself within the time limit, it should still be open to it to register itself prospectively at least for future years. 

(Para 2.19) 
' 

17. The provision in section 12A(b) may be amended to clarify that, where the accounts of the trust have been 
audited under the provisions in this behalf in any State law, such audit could be regarded as sufficient compliance with 
the requirements of that provision. (Para 2. 19) 

18. Insofar as the situations enunciated in section 13(2) are concerned, the provisions of that section should be 
treated as exhaustive and the law should make it clear that, unless the features spelt out in section 13(2) are present 
in any of those situations, the transaction will not be treated as use or application of the trust income or property for 
the benefit of the excluded persons, for the purposes of section 13(1)(c) so as to nullify the exemption in sections II & 
12. (Para 2.20) 

19. The provisions of section !3(2)(a) should be suitably amended so as to make the intention clear that, in 
a case where a loan is advanced to a person referred to in section 13(3), it should be covered by adequate security 
and also ensure adequate rate of interest. (Para 2. 21) 

20. The provision in section 13(2)(h) should be amended to clarify that it excludes from its purview the assets 
originally settled on trust or donated to the corpus of the trust including in either case, accretion to such assets, by 
way of bonus shares. (Para 2. 22) 

~1: As the restrictions in section 13(~)(h) would be excl~ded frol!l operation in respect of investments forming 
the ongmal corpus of the trust and donations to the corpus urespecttve of the date of creation of the trust 
the operation of section 13(2)(h) should be so excluded whether or not there is any mandatory direction in thi~ 
regard in the trust deed. (Para 2. 23) 

22. The term "substantial contribution" should be defined to mean the aggregate contribution upto the end 
of the relevant previous year in a sum equivalent to IO%ofthe value of the trust assets as at the end of the previous 
year in which the contribution was made, or Rs. 5,000, whichever is. higher. (Para 2. 24) 

23. The definition of "relative" in section 13 should be restored to the position existing prior to Ist April, 
1973. (Para 2.25) 

24. The provisions of section 13(1)(d) together with those of sections 13(5) & 13(6) should be deleted and in 
their place, a general provision should be substituted giving the trustees freedom in the matter of investment subject 
to the restrictions under section 13(1)(c). Section 1538 of the Companies Act may also be simultaneously amended 
suitably to vest voting rights in respect of all shares held by charitable trusts in the public trustee. 

(Para 2.26) 

25. While the state need not encourage the growth of communal and non-charitable institutions there should 
be no objection whatsoever, for these institutions existing with whatever resources they are able to rn'uster without 
being put to an additional disadvantage ~is-a-vis .o~her taxpa~ers unde~. the Act. The law should, therefore, be 
amended suitably to stipulate that the deemmg prov1s1ons of sect10n 2(24)(ua) would not apply to a trust or institution 
referred to in section 13{l)(a) or (b). (Para 2.27) 
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CHAPTER 3-DEI'REClA TION 

. 26. Depreciati.on under the ln~ome-ta~ Act is not merely a provision for ~harging against taxable profits the 
capital expenditure mcurred by an undertaking on depre~Iable a»ets over the useful life of the assets but it is also 
aimed at working as a tax incentive measure afl<-'Cting the cash flow of business enterpri>es and genera don of internal 
resources for replacement of assets which have outlived their utility. (Para 3. 3) 

27. One of the recommendations of the Bhoothalingam Committee was to allow a taxpayer to \Hite up his 
assets on a flat 20"\, basis and allow depreciation upto 12o:•,; of the cost of a"ch. Such artificial distortion of the 
concept of depreciation to serve the objective of providing fumh for replacement of assets at the end of their useful 
life is not favoured. (Paras 3. 4 to 3. 7) 

28. The present provisions relating to depreciation and the elaborate Schedule of rates under the Income-tax 
Rules are highly complex and complicated. (Para 3.8) 

29. The existing practice of allowing depreciation oil the reducing balance method, which provides for accelera
ted depreciation by larger write-offs in the earlier years for assets in general, should continue. The exception in the 
case of ocean-going ships, where the straight-line method of depreciation has been adopted should also be retained. 

(Para 3. 9) 

30. The taxpayer should have the option in respect of the actual quantum of depreciation to be claimed against 
the profits from year to year subject, however, to a maximum rate specified in the law which will be applied to the 
written down value, except in the case of ocean-going ships where the existing pattern should continue. In this re

. gard, the maximum rates of depreciation should be: 

Building including roads, culverts, bridges, etc 10% 

Furniture and fixtures . 

Plant and machinery . 

20% 

40% 
(Para3.10) 

31. The option given to the taxpayer should be limited to his choosing one single rate for all assets falling within 
a class, namely, building, furniture and fixtures and plant and machinery, and he should not be allowed to adopt 
different rates for different items falling within the same class. (Para 3. I I) 

32. A total latitude to the taxpayers, in the matter of choosing depreciation rates is not desirable as that might 
disturb the budgetary position of the Government. (Para 3.12) 

33. The tax incentive which flows from the degree of latitude allowed in the matter of choice of depreciation 
rates should not be permitted to be frittered away by the taxpayer but should be retained within the bu~incss for 
further development. To ensure this, depreciation under section 32 should be allowed in the manner indicat&d above 
only where the quantum of depreciation claimed for income-tax purposes is actually debited to the profit and loss 
account of the relevant previous year. (Para 3. 13) 

34. Full write-off (i.e. depreciation at I 00%) should be allowed in the case of all as>ets where the actual cost 
of any asset does not exceed Rs. 10,000. In the case of those ta)<payers who avail of the option to vary their claim 
for depreciation to suit the performance of their business from year to year, such depreciation should also be debited 
to the profit and loss account of the taxpayer of the relevant previous year in which the taxpayer chooses to claim 
such depreciation, while in other cases it will be allowed in the year in which the assets are brought into usc for the pur
poses of the business. (Para 3. I 5) 

35. In cases where no books of account are maintained, depreciation should be allowed at the uniform rate of 
10% on buildings and 20% on plant and machinery and furniture and fixtures, on the reducing balance method. 

(Para 3. 16) 

36. The basic concept of depreciation as a charge in determining the true and fair profits under the Companies 
Act should not be disturbed. The quantum of such depreciation should be left to the opinion of the directors under 
the provisions of the Companies Act. In cases where companies choose to make a higher claim in Income-tax law, 
the additional amount should also be debited in the profit and los~ account "below the line" (that is to say in the 
appropriation section of the prolit and loss account) and such amount should be credited to a dcpre.:iaiinn reserve. 
The Income-tax Act should provide that such reserve should not be utilised for purposes of declaration of dividends. 

(Para 3. 21) 
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37. If a company desires a nil allowance in income-tax, it should not charge the profit and loss account of that 
year but should disclose such arrears of depreciation by way of a note on the accounts, as permitted by the Companies 
Act. 1 (Para 3.22) 

38. The Government may, therefore, consider consequential amendments to tbc provisions of the Companies 
Act so as not to result in any inconsistency with the scheme for allowance of depreciation under the Income-tax Act 
as recommended above. The distinction between the charge of adequate amount of depreciation and the additional 
amount which may be claimed at the taxpayers' option (as a measure of incentive and simplification under the Income
tax law) should be clearly maintained for all purposes. It would then not result in any inconsistency with other 
questions such as payment of dividend,. bonus, managerial remuneration and provisions relating to capital issues, 
etc. (Para 3. 23) 

39. In dealing with business concerns as going concerns not operating with a view to liquidation, calculation 
of depreciation separately for each item of asset is unnecessary. At every stage of addition of new assets, the cost of 
the new assets should be aggregated with the written down value of the existing block and depreciation allowed on 
such consolidated block. (Para 3. 24) 

40. With a view to obviating meticulous calculations, the entire sale proceeds (or scrap sales, insurance or sal
vage monies realised) of assets which are sold, discarded, demolished, or destroyed should be reduced from the written 
down value of the asset block and that, if at any stage, the realisations exceed the written down value of the block, 
the excess should be taxed as profit. As the entire block of assets whether they be (a) furniture and fixtures, or 
(b) buildings, or (c) plant and machinery, will continue to be depreciated until ultimately brought down to zero, 
there should be no deduction by way of a terminal allowance under section 32(1)(iii) at any intermediate stage. The 
grant of terminal allowance should only arise with reference to the shortfall when the entire block of assets is sold 
on the closure of the business or the closure of a distinct and separate part thereof. (Para 3. 25) 

41. The provisions for extra-shift allowance in repsect of machinery and plant used in factories (general or 
seasonal) and approved hotels should be discontinued. (Para 3. 26) 

42. The existing provisions for carry forward of unabsorbed depreciation should continue. The benefit 
of carry forward and set off of unabsorbed depreciation should be allowed whether or not the asset in question 
continues to be used for the purposes of the business in the succeeding accounting years. (Para 3 .27) 

43. On the analogy of the provisions of section 540, a provision should be made to secure that, where depre
ciable assets, of a business are taken over by the Government or any statutory authority, no profit will be taxed under 
section 41(2) if the taxpayer re-invests the sale proceeds or compensation moneys in the acquisition of other depre
ciable assets for any business within a period of three years from the date of acquisition. (Para 3. 28) 

44. The law should be clarified to provide that no depreciation under section 32 shall be allowable in respect 
of capital expenditure for scientific research qualifying for deduction under section 35. (Para 3. 29) 

45. The following items of expenditure, in particular, should also be eligible for amortisation against profits 
of a business over a ten-year period for tax purposes :-

(1) Pre-operative expenses on administration and accounts departments and such other expenditure which 
does not directly relate to erection or acquisition of assets. 

(2) Expenses on shifting of a factory. 
(3) Payment for acquisition of intangible assets for which there is no other provision for amortisation. 
(4' Expenses on construction of railway sidings and roads on land not belonging to the taxpayer. 

As some of these items are not necessarily "preliminary" in character, but would be incurred in a running busi
ness, it would be necessary to enlarge the scope of section 350 to cover these items as well. (Para 3. 30) 

46. Any instance of business expenditure which results in disallowance as revenue expenditure and non
allowance of depreciation, should be promptly notified under section 350(2)(d) as and when the attention of the 
Government is drawn thereto. (Para 3. 31) 

47. The limitation on the totality of preliminary expenditure now appearing under sub-section (3) of section 
350 should be removed. (Para 3. 32) 

43. The following simple formula should be prescribed for amortisation of expenditure on production of 
feature films in place of the complicated procedure laid down in rule 9A of the Income-tax Rules : 

(a) If the film is released 90 days prior to the close of the accounting year in which the production is completed 
the entire cost of production should be allowed as a deduction in the relevant previous year. ' 

(b) If the film is released at any time within the period of the aforesaid 90 days prior to the expiry of the accoun
ting year, 60% of the cost of production should be allowed in that accounting year and the remaining 
40% in the immediately succeeding accounting year. (Para 3. 33) 
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. 49 .. As the rupee is no~ de-linked from the sterling and the foreign exchange value of the rupee lluctuates from 
tm~e to time as computed With reference to a "basket" of currencies, the provisions of section 43A have become 
quite cumbersome and difficult to apply. The law should be amended to secure that the actual cost of assets acquired 
on def~rred payment terms, e.t~-~ from abroad is taken as originally computed with reference to the c~change rates 
prevailmg on _the date o~ acquiSitiOn of the same .. Thereafter, any gain or loss occasioned to the taxpayer at the point 
of actual remittai~ce of mstalment of purchase pnce or loan, as the case may be, should be treated as a revenue gain 
or loss of the busmess and the actual cost of the assets should not be disturbed. As regards cases where the actunl 
c~st has already been a_djusted under the existing provisions of section 43A, the gain or loss would he calculated 
With reference _to such aJdusted actual cost. In other words, as from the time the aforesaid suggestion is in force, 
no further adjustment should be made under section 43A. (Para 3. 35) 

5_0 .. In ~he ~ase of assets acqu~red under hire-purchase agreements, the purchaser should be entitled to daim the 
depreciation m hi_s assessment provid~d !hat! as between the purchaser and the vendor, it is agreed that the purchaser 
alone shall be entitled to claim depreciation m respect of the same asset. The administrative instructions under which 
this is presently being secured should preferably be incorporated in the law itself. (Para 3. 36) 

CHAPTER 4-AMALGAMATION OF INDUSTRIAL UNITS UNDER SEC'l'ION 72A 

51. Section 72A permits the carry forward and set off of the accumulated business losses and the unu bsorbcd 
depreciation of the amalgamating company (which is a sick industrial unit not financially viable) against the income 
of the amalgamated company in the following years. The provisions as they stand are likely to give rise to certain 
practical difficulties in actual implementation and unless these difficulties are removed, the amalgamations aimed 
at may not take place to the extent desired by the Government. (Paras 4. 2 to 4. 4) 

52. Under this section as it stands, it appears that the amalgamation has to be effected first and thereafter 
the "specified authority" has to be moved for the purpose of making a recommendation to the Central Government. 
In the guidelines recently issued by the Government, it is indicated that an application for approval of the scheme of 
amalgamation may be made to the "specified authority"' even before such amalgamation has actually t:.kcn place 
and that the "specified authority" may indicate to the amalgamated and amalgamating companies thut. in the nent 
of the amalgamation being finally effected on the basis of the scheme presented to and approved by the "~pecilicd 
authority", it would make a formal recommendation to the Government for making a declaration under section 
72A(l). While this assurance is indeed welcome, in the fitness of things, the substance of the assurance should be 
incorporated in the law by a specific provision to permit an application to the Central Government by the concerned 
company with a scheme of amalgamation for consideration as to whether the terms of the proposed amalg:.mation 
as set forth in the scheme are such as to meet the requirements of the section. Once the application is approved, 
then the companies concerned can go ahead with the scheme and obtain the Court's approval to the same and 
implement it accordingly. Natural justice requires that the Central Government should give an opportunity 
to the companies concerned to explain the scheme and, if there arc any objectionable features, the compani<·s should 
be allowed to modify the scheme suitably so that it meets with approval. (Para 4. 5) 

53. The declaration to be issued under section 72A should clearly specify the previous year of the amalgamated 
company in which the accumulated loss and unabsorbed depreciation of the amalgamating company shall be deemed 
to be the loss and depreciation of the amalgamated company so as to eliminate controversies arising from the time 
lag in the completion of formalities as to the date on which the amalgamation may be considered as ell"cctive. 

(Para 4. 6) 

i' ' 

54. When a scheme is submitted to the Central Government under the abovementioned procedure, the 
Central Government should examine it only with reference to the conditions spell out in the section itself and any 
other conditions which may already have been notified pursuant thereto. In other words, further notifications 
which may be issued by the Central Government should only apply prospectively to schemes of amalgamation which 
may be submitted for approval after the date of issue of the notification. (Para 4. 7) 

55. There is, at present, unnecessary duplication of proceedings, one before the "specilicd authoriiy" and the 
other before the Central Government; the former to make the recommendation and the latter to is~ue th< <k·darution. 
These should be coalesced. The section should provide for a declaration being issued by the Central Government 
(or in the alternative, by the "specified authority") on an application by the amalgamated company a~ n single 
proceeding. (Para 4. M) 
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56. The section should be amended to provide for the laying down of conditions by the approving authority 
(Central Government or the "specified authority") upon which the scheme of amalgamation IS approved under 
sub-section (I). These condilions may relate, among other things to,-

(a) Employment of worker>, 

(b) Usc of productive capacity, 

(c) Finance to be raised. 

The actual allowance would then be subject to the fulfilment of these conditions by the mnalganmtcd company 
and the satisfaction of the assessing authorities at the time of assessment in the matter of such fulfilment. No further 
approval of the Central Government (or "specified authority") should be necessary. Thus, if the_ condi!ions as . 
laid down by the approving authority in according approval under sub-section (I) are complied wnh, the 
set off and carry forward of accumulated losses and unabsorbed depreciation should follow as a matter of course. 
If, however, the assessing authority finds a breach of the conditions, such set off and carry forward would lapse 
as from the year of infringement of the conditions. As this would be a decision by the assessing authorities, it would 
automatically be subject to the normal appellate proceedings under the Act. ' (Para 4.9) 

CHAPTER 5-TAXATION OF CASUAL INCOME 

57. The present scheme of taxation of casual income is unduly complex and provides a fertile field for mistakes 
in assessments and causes needless confusion in the minds of the taxpayers. In its well-meant attempt to bring into 
the tax net all items of income which are of casual and non-recurring nature and to make them bear the full brunt 
of tax with a concessional tax treatment only to lottery winnings in the case of non-corporate taxpayers, the Govern
ment seems to have failed to achieve the intended objective. (Paras 5. 3 & 5. 4) 

58. Collections from the sources mentioned iu sub-clause (ix) of clause (24) of section 2 are a little over Rs. I 
crore only. Jackpot payments all over the country alone are estimated to run into several crores of rupees. To 
devise some procedures for getting some tax at least from such winnings, section I94B should be enlarged to encom
pass in its fold all the items appearing in sub-clause (ix) of clause (24) of section 2 where the payer is an organised 
body. ' (Para 5. 5) 

59. To ensure that taxpayers, as far as possible, obtain their winnings from various recognised sources such 
as race clubs and other social clubs, section 801T should be amended to include, in addition to lottery winnings, 
all the other items which are mentioned in sub-clause (ix) of clause (24) of section 2. All these items should be 
treated in the same way as lotteries by deducting 50% of the amount in computing the total income, with the diffe
rence that, in respect of these additional items, the initial deduction should be limited to what is allowable under 
section 10(3), viz., Rs. I ,000. In the case of companies having any such income, the position under the present law 
may continue, with the modification that the provisions for deduction of tax at source under section I94B. modified 
as suggested above, should apply also to payments of casual income made to companies. (Para 5. 6) 

CHAPTER 6-ADDITIONAL INCOME-TAX ON UNDISTRffiUTED PROFITS 

60. The scheme for levy of additional tax under section 104 has to be considered in the light of the totality 
of the tax incidence on companies. At present, closely-held companies are already subjected to higher rates of 
tax than widely-held companies. (Para 6.4) 

61. The question of declaration of dividends and adequacy of dividends has to be considered objectively 
judged by business considerations. Reasonable requirements of the future have also to be considered, apart fro~ 
the financial position of the company, etc. In the face of such widespread considerations of business exigency1 
it is very dillicult to sustain assessments ofadditionai tax under section 104 in a large majority of cases. (Pam 6.5) 

62. Considerable emphasis is currently being placed on the need for restraint in dividend distributions with 
a view to encouraging plough back of resources for development. (Para 6. 6) 
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63. The provisions relating to "deemed'' uividcnus. under S<'dion ~(2~). arc an elk<·tivc dtc<·k 011 the usc 
of companies' res~urc~s for _private purposes. Apart from this. tlwrc is alrcauy a provision liH Jn·y of wcalth·tax 
on shares, levy ol capt tal gatns tax on transfer ol shares and lc'y nf gift tax or estate duty on tr:u"mission of shan·s 
inter l'il'OJ or on ucath. (Para 6, 7) 

64. The trend of comi>any legi~lation in r~cent years has been to ensure at.least a minimum plough back 
of profits and further to restnct the withdrawals I rom reserves for payment of dividend unuer section 205(2A) nml 
section 205A of the Companies Act, 1956. (Para 6. 10) 

. 6~. Th~ lat~st provision e_xemJ?Iin_g cl_osely_.hcld industrial companies from the ambit of section 104 is a step 
m the nght duecllon. There ts hkewtse JUsttficatton for excluding the other categories of companies as wl'll. inas· 
much as trading.compa~ies and se~vice co!'1panies do contribu~e. to econoll'!ic growth and employment anu supple
ment the role ofmdustnal compantes 111 thts regard. The provtstons of sect tons 104 to 109 shuld be applicable only 
in the case of closely-held investment companies, while other closely-held companies should be excluded from their 
purview. (Para 6.11) 

66. Investment companies should continue to be subjected to the restrictions under these sections ns these 
companies enjoy a concessional tax treatment in relation to thoir main source of income, namely, dividend income. 
Again, investment companies are capable of. and are, being used as a medium for holding investments and for acquiring 
further investments as a means of gaining share-holding control. Non-compulsion in the matter of distribution of 
dividends in such cases is likely to contribute to concentration of economic power, which needs to be checked. 

(Para 6.12) 

CHAPTER 7-ASSESSMENT PROCEDURE 

67. Mounting arrears of work has plagued the Income-tax Department for many years. The various pro-
cedures experimented with by the Department have not helped to solve this problem. (Paws 7, 2 to 7, 4) 

68. The problem faced by the Department is one of extreme strain on its man-power and other physical 
resources. The system or planning man-power requirements to match the work-load overlooks the fact that, 
whereas work multiplies without notice, man-power cannot be multiplied instantaneously to keep pace with work· 
load. Planning to fit work-load to man-power seems to be the only answer to the problems confronting the 
Department. (Paras 7. 5 to 7. 8) 

69. The Department must so gear itself that, by deploying its entire work-force, it would be in a position 
to check whether the returns are complete and payments adequate, within a period of 3 months from the receipt of 
the returns. To facilitate this, the particulars to be submitted with the return should be clearly inukatcd in a munncr 
easily intelligible to the taxpayer. At the same time the particulars should be such that a rapid scrutiny would 
reveal compliance by the taxpayer and instances of non-compliance would be readily discernible. In particular, 
the return should contain : 

(i) Statements showing computation of income under each head separately, disclosing nil allowances and 
deductions claimed; 

(ii) Statement showing computation of the tax payable, along with claims for credit for tax deducted at source, 
advance tax paid and self-assessment tax paid, supported by the relevant certificates and receipted challans; 

(iii) Attested copies of trading and profit and loss account or income and expenditure account, balancc.--
sheet, partners'/proprietors' capital accounts, etc.; and 

(iv) Compulsory deposit receipts. (Para 7. 9) 

70. The taxpayer should be cautioned i~ regard to the following matters:-

(a) If the return is not complete in all respects, it is liable to be treated as an invalid return, with the consequence 
that the taxpayer will be regarded as being in default for the purposes of interest, penalty and prosecution, 
as if there is failure on his part to file the return. 

(b) Although the assessment may, in the fir~t in.stance, be completed _under .section 143(1), the_ tax~;>ayer will 
become liable to penalty and prosecution m case the computatton of mcome and deduct tons ts found to 
be inaccurate and/or any escaped income is brought to assessment. (Para 7. 10) 
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71. With a view to encouraging the filing of complete returns, there_ should be a specific kgal_ provision 
according to which incomplete returns will be treated as invalid ones, attractmg consequentta! mtercst for delayed 
submission, to be calculated till the date of filing a correct and valid return. Wherever 1t IS obs.eryed that the 
rdurn is incomplete in any respect, a standard form of notice should be sent to the taxpayer du·ectm~ hun to supply 
all the relevant missing particulars so as to enable the return to be treated as duly filed. The return Itself need _not 
be sent back to the taxpayer except in cases where some error of conm1ission or omission therein requires to be rect1fied 
by him. (Para 7 .II) 

72. Notices under section 139(2) need not be issued to taxpayers already on the registers of the Dep~rtment. 
Such notices need be issued only to new taxpayers discovered in the course of searches or survey operations, or 
persons who have failed to file returns within the time limit. (para 7 .12) 

73. The law may be amended whereby an assessment is deemed to be completed on the sending of an acknow-
ledgement attached to the return itself as a tear-off slip. · (Para 7. 13) 

74. Returns where any unusual features like partition of H.U.F., cessation of business, dissolution of a finn, 
etc., are noticed during rapid scrutiny should be referred to the Commissioner for directions for inclusion in the 
scrutiny group. Taking into account the man-power available the Central Board of Direct Taxes should issue 
an annual programme laying down the criteria for selection of cases for scrutiny. The cases selected for scrutiny 
should cover the following types of cases:-

(i) All company cases. 

(ii) Sensitive cases, e.g., tax evasion cases. 

(iii) A certain proportion of other cases picked up by random sampling, depending on the man-power available. 
(Para 7 .14) 

75. Belated returns should be left to the discretion of the Commissioner to decide on merits whether the cir-
cumstances justify the case being taken up for scrutiny. (Para 7 .17) 

76. In any scheme of voluntary compliance it should be for the taxpayer to buy time and the cost is to be 
metered right from the date on which the return is due upto the date of filing the return. While the rate of deter
mining the cost may be retained at 12% per annum, it should be applied to the gross tax on the total income as 
determined on regular assessment, that is to say, the tax without deduction of advance tax and taxes deducted at 
source. The taxpayer should be required to calculate this additional sum for each completed month of default 
on the basis of his return and pay it before filing the return, failing which the Income-tax Officer also should be 
empowered to calculate the amount at the time of th~ regular assessment. (Para 7 .18) 

77. 
deleted. 

The provision in section 140A(3) for levy of penalty for non-payment of self-assessment tax should be 
(para 7 .19) · 

78. In the event of delay beyond a period of 90 days from the due date, the penal provisions should come 
into play. In such cases, if the default persists, the Income-tax Officer should also complete the proceedings on a 
best judgment assessment basis even before the end of the assessment year concerned. (Para 7. 20) 

79. The provision for levy of a cost for delayed filing of returns would not be a sufficient deterrent in cases 
where no tax is payable at all as, for example, returns showing a loss, returns of trusts, etc. In such cases the Jaw 
should proyide for an outside time limit to coincide ~ith the end of the asses~ment year and secure that ~ny such 
return received after the end of the assessment year wlil not be treated as a vahd return. Claims for refund of tax 
deducted at source will, however, continue to be entertained upto 2 years from the end of the assessment year as 
under the present law. (para 7 .'21) 

80. There need be no apprehension that, by accepting returns, substantial revenue will be lost as the bulk 
of the taxes is collected before the assessment by way of tax deducted at source, advance tax and seif-assessment 
tax. (Para 7. 22) 

8 I. Income-tax Officers have not been able to pay adequate attention to search and seizure cases which are 
all sensitive cases, where considerable revenue is likely to be involved. The Department has all the taient needed 
to effectively admi!lister t~e. tax laws .. The problem is one of ?Verwhelming wo~kload. No Income-tax Officer 
has been able to g1ve l!nd1v1ded attentiOn to c_ases of fraud, evasiOn, etc. CompletiOn of assessments on the basis 
of the returns on the hnes suggested above wlil free the Income-tax Officer to carry out scrutiny in depth in such 
cases. · (Para 7. 23 to 7. 24) 

82_. Conc7ntration of complicated aJ?-d tax-evasion cases _in Central Circles has not resulted in any significant 
~ucces_s m_ handl!ng ~uc~ ca~es. Central C1rclcs sho!Jld be abohsh~~- I!lstea~. e~ch C<!mmissioner should have an 
mvestJgahon umt w1thm hts own charge for handling cases requtnng mtenstve mveshgation, Officers posted to 
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these circles must have adequate experience in investigation work and should be allowed special pay. It would even 
b! d!;irable to entrust investigation cases to two Income-tax Officers exercising jurisdiction concurrently under the 
clo;e sup!rvision of an Insp!cting Assistant Commissioner. Reasonable disposal targets should be fixed for such 
innstigation work allowing adequate tim~ for scrutiny in depth. Each Commissioner may also have his own intelli
g~nc~ unit w:1ich w.>uld work in close liaison with the Central Intelligence Units organised on an all-India basis. 

- (Para 7 .25) 

83. Section 146(2) should be amended to provide that, if the Income-tax Officer fails to dispose of the appli
cation \Vithin the specified period of90 days, the assessment shall be deemed to have been cancelled and proceedings 
r~opened. (Para 7 .26) 

84. Under the scheme suggested above an Income-tax Officer will have only 200 scrutiny assessments to handle 
in a year, and would be in a position to pay adequate attention to them. This would ensure a sufficiently intensive 
scrutiny and quality of assessment leading to reduction of appeals and better taxpayer compliance. Better adminis
tration of the laws in relation assessment procedures will also have a beneficial effect on the problem of arrears of 
taxes. The measures outlined by us will also reduce the public contact in a large majority of cases. This would 
necessarily have a beneficial effect in reducing the opportunities for corruption. The completion of the major 
portion of assessments virtually by acceptance of the returns would also reduce the areas of litigation between the 
taxpayers and the Department. The energies of the taxpayers would also be conserved and directed towards pro
ductive channels with consequential beneficial effects on the national income and the tax revenues of the Government. 

(Paras 7.28 to 7 .33) 

85. The beneficial results of the scheme can be enhanced by the personal involvement of the higher authorities 
like the Commissioner of Income-tax and the Inspecting Assistant Commissioner, and a dynamic approach towards 
its implementation. They should also inspire confidence in the Officers at lower levels and assure them that there 
will be no general suspicion of, or reflection on an officer, Where loss of revenue may have been occasioned through 
the bona fide operation of the scheme. (Para 7. 34) 

• 

CHAPTER 8-REGISTRATION OF FIRMS 

. 86. Registration of partnership firms for purposes of taxation is one of the most controversial areas in the 
administration of the Income-tax Act. This has generated an enormous amount of litigation but there are very few 
cases in which refusal of the registration on the ground of non-genuineness has been sustained by Courts. 
Simplification of these procedures is an urgent necessity. (Para 8.1) 

87, The work relating to registration o( firms should be centralised with the Commissioners of Income-tax, 
instead of leaving it with the various Income-tax Officers as at present. For this purpose, every firm should be 
required to make an application to the Commissioner before the end of the accounting year. (Para 8. 4) 

88. Full particulars of representative capacity of partners, if any, should be declared in the application for 
registration of the firm with the Commissioner. (Para 8. 5) 

89. As at present, the application should be signed by all the partners and should be accompanied by the 
original instrument of partnership along with a certified copy thereof or, in the alternative, two certified copies of 
the Deed. In the latter case, the original should be produced before the Commissioner, if and when called for. 
Particulars of the permanent account numbers of the partners and the Income-tax Circle/Ward where each of the 
partner is assessed should also be disclosed. (Para 8. 6) 

90. The Commissioner will record the receipt of the applications in a register and intimate such registration 
to the firm and the Income-tax Officer within 30 days of the lodgement of the application. Where an application 
is complete and lodged with the Commissioner, registration of the firm should be automatic. (Para 8 .1) 

91. In subsequent years, so long as the constitution of the firm continues without change, all that is necessary 
will be a declaration to that effect to be furnished as a part of the return of income which should contain a provision 
for such declaration. (Para 8. 8) 

92. In cases where there is a change in the constitution of the firm, the firm will have to file a fresh applica
tion to the Commissioner and a fresh entry of registration would be made by the Commissioner. Likewise, when 
a firm is dissolved, intimation should be given to the Commissioner to enable him to make appropriate entries in 
the register. (Para 8. 9) 
S/SD of 1/76-9 



93. A firm, which is registered with the Commissioner in accordance with the above procedure, will ~e 
assessed in the status of a registered firm. The income of the firm would be apportioned amongst the partners m 
accordance with their profit-sharing proportions and taxed directly in the hands of the partners. · In a C!!fe where 

· a partner is in a representative capacity, the income in question would be taxed in the hands of the 'l:eneficl31 ov.ner. 
• • o 0 (Para 8 .I()) 

94. In the case of an unregistered firm, tax fhould be levied at a single stage on the firm itself and the scheme 
of further including the share of a partner in the firm in his personal assessment (even for rate purposes) should be 

discontinued. (Para 8 .13) 

95. To encourage firms to seek registration, unregistered firms should be required to pay tax at a· flat rate of 
65% (which is the rate presently enacted under section 164 in the case of discretionary trusts). No separate power 
need be vested in the Income-tax Officer to assess the unregistered firm as a registered firm as presently provided 
in section 183(b). (Para 8 .14) 

96. In the case of the smaller firms, i.e., firms having incomes below Rs. 25,000, the Commissioner shall 
condone delays and technical lapses and afford full opportunity to such firms to comply with the registration 
formalities. In other cases, the Commissioner may condone the lapse if he is satisfied that the delay was due to just 
and reasonable cause. The powers of the Commissioner in this regard should be comprehensive and cover all forms 
of non-compliance including non-existence of a deed of partnership within the accounting year. (Para 8 .15) 

97. The procedure for assessing a firm as unregistered should be such that the Income-tax Officer cannot, 
on his own, accord the status of unregistered firm and he can only do so on the basis of a direction from the Com
missioner. As an additional safeguard, the order of the Commissioner should be appealable to the Appellate Tri
bunal and the firm should not be entitled to agitate the question of status as an unregistered firm before the Appellate 
Assistant Commissioner. (Para 8 .16) 

98. Where registration accorded to a firm is subsequently cancelled in relation to any assessment year, con
sequential provision would be necessary to ensure that the partners' assessments are appropriately rectified as if there 
were mistakes apparent from record in respect of the shares of income from the firm assessed in their hands. 

(Para 8.17) 

. . 99. Double taxation of ~he; same income ~ay be justified v.:here the taxable entities are lega~y and factually 
d1stmct from one another. Th1s IS not the case w1th firms and the1r partners. The present system IS also regressive 
in the sense that the impact of double taxation is more acute in the case of a partner having a smaller share and 
income than in the case of a partner with a larger share and income; · The separate tax on a registered firm cannot 
be justified on any consideration of justice or fairness or sound principle of taxation and its only justification may 
be ~at it ~iel~s some revenue. But this yield is largely illusory because if the tax were to be discontinued a good 
port1on of 1t w1ll come back to the exchequer by way of mcreased tax on the partners. The separate tax on registered 
firms should, therefore, be altogether discontinued. (Para 8 .18) 

100. The law should provide for an obligation on registered firms to file returns of income as in the absence 
of a direct tax liability, there may be no obligation to file a return. (Para 8. 20) 

CHAPTER 9-ADV ANCE TAX 

101. Advance payment oft~x is anothe~ area where the princi_Ple ofvoluntary.compliance can be usefully ex
tended. The present procedures mvolve considerable outlay of clencallabour and tune and there is scope for intro
ducing labour saving procedures in this field without adversely affecting the revenue, (Para 9 .I) 

102. The system of issuing advance tax notices be discontinued and the law amended to provide that every 
taxpayLr liable to pay advance tax should furnish an estimate of the advance tax payable by him on the basis of the 
last assessment completed in his case or the return filed by him for a later year, before the date of the first instalment 
and P.ay the same in 3 equal instalments. The Income-tax Officer may, however, co~tin~e to ~ave the power to issue 
a notice for advance payment of tax to any taxpayer who does not comply voluntanly With this requirement by the 
due date of the first instalment. (Para 9. S) 

103. Advance tax should be uniformly payable on 15th September, 15th December and 15th March by all 
liable taxpayers. · (Para 9. 6) 

104. To obviate difficulties and to impart some flexibility to the systeiii:, the Board should issue a general direc
tion, under the provisions of section !19(2)(a), that delays in payment of any mstalment of advance tax for any period 
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~ot exceedi!lg 10 days should be condoned and t~ ·pay~ent treated as having been made on the due date of that 
IJC!Stalment m cases where the Income-tax Officer 1s satisfied that the delay was attributable to reasonnbl 
circumstances beyond the control of the taxpayer. (;a~~us; .7} 

105. The provisions relating to deferment of advance tax on commission not received or adjusted may be 
deleted. (Para 9. 8) 

_10~. The right of the taxp1yer to furnish a lower estim3te on the basis of hi~ estimated current income should 
remam m the statute. <l'ara 9. 9) 

1~7. The _pro":isions requirin~ taxpayers to revise upwards the advance tax payable when the tax payable on 
the basi> of the If estimated current mcome exceeds the advance tax payable on the basis of past inoome by more than 
33i per cent of the latter amount should be deleted. (Para 9 .10) 

firm> 
108. The minimum income limit for liability to pay advance tax in all ca~es other than companic& and registered 
should be Rs. 5,000 above the minimum taxable limit. (Para 9.11) 

109. The provisions relating to grant of interest on excess payments of advance tax should be retained. 
(Para 9.12) 

110: The cJ1ar~e of interest on short payment~ ofadv~nce tax should terminate on the date a valid and proper 
return of mcom~~s filed and should b~ computed w1th reference to the tax payable on the basis of such return. Such 
interest should be chargeable only where the advance tax actually paid fall> short of75 percent of the tax payable on 
the basis of the return of income. (Para 9 .13) 

111. While there should be no charge of interest with reference to in>talments paid on the ba&is of the last 
completed assessment or the latest return, interest at the rate of I per cent per month should be charged on the short
fall in any instahnent paid on the basis of the taxpayer's own e&timate, computed with reference to one-third of the tax 
payable on the basis of the return, from the due date for payment of that in•talment upto the date the return is filed. 
Interest should simil~rly be chargeable when any instalment of advance tax is not paid on the due date. 

· (Para 9.14) 

112. Estim~tes should be deemed to be invalid, if appropriate payment of advance tax on due dates is not 
made. · (Para 9.15) 

113. 1'1ic provision~ relating to self-asse~sm!nt should b: suitably am~nded to r~quire taxpayers to work out and 
p1y voluntarily the interest due on shortfalls m the payment of advance tax along w1th the self-assessment tox. 

(Para 9.16) 

114. The taxpayer should be m~de li~ble to p:n3l~y whe!l he ~3~ failed to m~ke p1yment of advance tax which 
is due or when the advance tax actually pJid on the basi& of hts esllmlte falls short of 75 p~r cent of the tax payable 
on the basis of the return of income. (Para 9.17) 

115 As there will be no need to levy p~nalty under section 221 or to recover advance tPX by coercive process 
under th~ scheme suggested above except where a notice has b:en is•ued by the lncom~-tax Officer, the provisions of 
~ection 218 be modified &uitably. (Para 9.18) 

116. To provide a safeguard to the revenueJagainst under-estimates of advance tax follow~d by under-statement 
of income in the return interest at the rate of I p:rcent p~r month should b~ charg~d on the d1fference between the 
tax eventually asse>&ed ~nd the tax payable on the bas.b of the ret~rn from the date of ~ling t~e return upto t_he date 
of completion of the assessment made after due scrutmy. To av01d freq~ent recalc~lallon.ofmterest every lime the 
income is modified in appeal, etc., the Income-tax Officer m~y be authomed to rev1se the mterest, where neces~ary, 
while giving effect to the la>t appellate, etc. order. (Para 9.19) 

- I ' • 

117. The conditions for reduction or ~aiver of interest payable by the taxpayer as contained in Rule 40 should 
continue to apply in all cases of levy of mtere>t. · (Para 9. 20) 

· 118. To save hardship when an 9malgamation takes effect retrospectively on account of the time taken for 
obtaining the Court's sanction to the sch~me, the law m~y be cl.arified to deem the payment of a~vanc:e tax by 
an amalgamating company in respect of the mcome of the penod falling after the date of amalgamatiOn mclud~d 
in the assessment of the amalgamated company, as payment of advance tax by the amalgamated company m 
respect of such income. (Para 9. 21) 
S/SD oflf77-10 
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CHAPTER 10-SE'ITLEMENT OF CASES 

119. The existing provisions i~ the Act relating to ·s~~tlement of Cases' nee~ S<?me modifications in order to 
make them more effective and meanmgful as well as to f~ctlitate the smooth functlorung of the Settlement Com· 
mission. While the Settlement Commission should not become an escape route for tax evaders who are caught by the 
De~rtment, the doors fer taxpayers who realise and admit their past mistakes of omission and commission and want 
to adopt the ~th of rectitude should not be closed. (Para 10.1) 

120. The definition of "Case" in section 245A(a) should be witably amended to indude (I) cases where no 
proceedings relating to assessment or re-assessment are pending on the .date of the application but the taxpayer 
wishes to settle his past evaded or avoided taxes which have e•caped the notice ofthe ~partment, and (2) cases where 
no proceeding~ were commenced by the Department, l'iz., .cases of taxpayers v.ho httherto have escaped the notice 

of the Department. · (Para 10.2) 

· 121. The provisions of section 245B(2) may suitably be modified to enable the Commission to function with 
even less than its full strength. (Para 10. 3) 

122. The objection by the Commissioner under the second proviso to section 2450(1) should be subject to 
review by the Commission. (Para 10.4) 

123. The Government should examil).e the desirability of vesting powers in thqJSettlement Commission to 
compound the tax liability in the cases which are settled by it. (Para 10. 5) 

124. The authority for writing off, wholly or in part, any part of the Government revenues can be exercised 
only by the Government as such or by any of its subordinate authorities to whom the power is delegated and such 
write off h open to Parliamentary scrutiny. The Settlement Commission is a quasi-judicial body and is to act within 
the provisions of the Income-tax Act. If it were given such powers of write off, It would thus lay it~elf open to 
Parliamentary scrutiny which would detract from its quasi-judicial status. It may not, therefore, be desirable to give 
the Settlement Commission the powers of write off or scaling down the tax liability of a taxpayer generally. 

(Para 10.6). 
··~"Go 

125. The Commission may be specifically given the power to make rules regarding its functioning. '(Para 10. 7) 

126. The existing provisions of section 245F may be suitably modified to expressly provide delegation of power 
by the Settlement Commission to its subordinate officers. . (Para 10.8) 

127. Section 245F be suitably modified to enable the Commission to return a ca!e to the Dep&rtment after it 
has been admitted, if there is non·Lc-operPtion by the applicant. The Commission should remit a case only after 
giving the applicant an opportunity of being heard. (Para 10.9) 

128. The law should vest power in the Settlement Commission to grant immunity from penalty under other 
Central Acts also but a proviso should be added thPt such immunity may be grantul only 
after due consultation wjth the appropriate authoritie~ under the concerned Acts. (Para 10.10) 

129. The rigours of the provisions in section 245M may be mitigated by providing that, with the concurrence 
of the Commissioner of Income-tax, a case could be taken up by the Set;lement Commission where an Income-tax 
Officer hrs filed an appeal before the Income-tax Appel19te Tribunal under ~ection 253(2) of the Income-t?x Act. 

(Para 10.11) 

130. Suitable modific2tion needs to be made in section 155 of the lncomo-tax Act to facilitate rectific~tion of 
assessment~ in partner~· cases or in the case of members of ttn association of persons, where settlements have been 
effected in the case of the firm or associ2tion of persons, a~ the case may be. (Para 10.12) 

' ~31. The Chairman of the Settlemen.t Commi~sio11 should be of the status of the Secretary to the Government 
of Indm. The tenure of office of the Chatrman and the members should be five years or till attaining the age of 65 
years, whichever is earlier. (Para 10.13) 

132. The provisions for settlement of cases under the Wealth-t2x Act, incorporated in Chapter V-A of that Act 
should also be amended on the same lines as indicated above. (Para 10.14) 
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. CHAPTER II-APPEALS AND REVISION 

. 133. In our coun~r~, t~x litigation has bee~ proliferati_n$ in an ~!arming measure in recent year~. Not mere! 
1S there too much of httgatton, but the delays m the admmtstration of such litigation is equally disheartelling. y 

· ~Pams 11.1 & 11.2) 

134: This problem ca~ ~e t~ckl7d. by ~nsuring that the area of litigation is minimised ancl, at the same time, 
by ensurmg that whatever httgauon IS mev•table, the same will be disposed of as expeditiously as pos.~ible. 

135. The measures should be aimed at: 
(a) Avoiding litigation; 

(b) Reducing litigation; 

(Para 11.3) 

(c) Simplifying and rationalising the existing provisions and accelerating disposal of appeals, references and 
connected matters. (Para 11 . 7) 

A; Measures to avoid litigation 

136. ~here should be. a specific prov~sion in the Income-tax Act and other direct tax laws, enabling the Central 
Board of Dtrect Taxe~ to gtve a~ vance rulmgs at the request of taxpayers on specific issues, not being purely issu~ of 

fact, on payment of the prescnbed fees. (Paras II. 9 to 11.10) 

. 137. A taxpayer ~hou~d be entitled to seek an advance ruling both with reference to facts already obtai11ing in 
Ius case for a past year or wtth reference to a proposed transaction which he intend~ to enter into. A reference in the 
former types of ca~es may be made at ~ny time before the completion of the assesl'lllcnt for the relevant year or where 
the asse_ssment has alre?dy been compl~ted and the matter is pending in apJ?Cal pr~vided he withdraws the appc:>l on 
that pomt. The Board may gtve a ruhng on such a reference or even dechne to gtve any such ruling. In the latter 
event, the fees should be refunded and the appeal, if withdrawn, shall be revived. The ruling given by the Board 
should be binding on the income-tox authorities. However, it should be open to the taxpayer to take the matter by 
way of appeal to the Delhi High Court, with a further right of appeal to the Supreme Court by either party. Where 
the point referred to the Board relates to a proposed transaction while the Board'~ ruling will be binding on the Depart
ment?! authorities, the taxp~yer will be free to put through the transaction in such form as he deem~ fit, but he will 
not have the right of ~ppeal to the Delhi High Court against the BoBrd's ruling. . (Para 11.11) 

138. A provi~ion may be introduced in the law enabling the Board t., approach the Supreme Court and seck its 
advice even ?t an earlier ~tage before any litigation has arisen. (Para 11.12) 

139. To avoid public funds being frittered away in futile litigation, disputes between public sector under
takings or Government companies and the Income-tax Deparunent should, instead of being taken in appeal,, etc., 
be resolved by the Central Board of Direct Taxes by discussion with the Administrative Ministry of the Central 
Government or the local Government concerned with the undertaking or Company and, where necessary, in 
consultation with the Ministry of Law. (Para 11.14) 

B. Measures to reduce litigation 

140. Where a taxpayer claims before the assessing authority or any of the appellate authorities, that, on any 
issue arising in his case, an appeal or a reference is pending before any higher authority, including a High Court 
or the Supreme Court in his own case for an earlier year or in the case of any other taxpayer for any year, and gives 
an undertaking that he would abide, in respect of his own case, by the decision of the higher authority or the High 
Court or the Supreme Court, as the case m~y be, as g.overns su~h pe~ding appe~l.or reference, the~, the law shou!d 
provide that the taxpayer's case should be dtsposed ofm conformity w•th such dectston, as and when Jt b~comes avail
able, without his having to agitate the matter by way offurthe! appeals o! references. lfthe ~ssessment ~s completed 
taking a view adverse to the taxpayer, the same should be SUitably modtfied by th~ (appropnate authonty) y, hen the 
final decision becomes available as if it were a mistake apparent from the record tn the taxpayer's own case for the 
relevant year and such modificaiion should be made within four years from the date of such final decision. 

(Para 11. 15) 

141. Further, where the Supreme. <;ourt decides a point of_l~w i~ a~y case, it should be open to any ta.~rayer 
to claim before the appropriate authonties the ben.efit of that dectston m hts own c~se for any past year for wh1cb the 
assessment has attained finality even though b~ m•ght not h_ave kept the matter ahve b~ way of appeal or reference 
or by way of a claim on the lines suggested ID the preccdtng paragraph. Eq~ally, •t. should be open to the 
Department also to revise any completed assessm.ent ID !he case of any taxpayer •.n the hght of the Supreme Court's 
judgment in any other case if this is necessary'm the mterest of revenue. In ettber case, such actton by the tax
payer or the Department sh~uld be permissible within a period not exceeding one year from the pronouncement of 

the Supreme Court's judgment. (Para II. 16) 



C. Measures to simplify and rationalise tbe existina provisioo and accelerated disposal of appeals, etc. 

(i) Proceedings before Appellate Assistant Commissioner/Commissioner (Appeals) 

14:!. To avoid controversies and also simplify the provisions, instead of enumerating the various orders of the 
Income-tax Officer against which an appeal lies to the Appellate Assistant Commissioner or, as the case may be, the 
Commissioner (Appeals), in section 246 of the Income-tax Act, there should be a general provision to the effect 
that every final order (i.e., an order which is not in the nature of an administrative order or an interlocutory order) 
of the Income-tax Officer will be appealable to the Appellate Assistant Commissioner or the Com~issioner (Appe~ls), 
as the case may be. Insofar as the Commissioner (Appeals) is concerned, the law should spectfy a monetary hmtt 
so as to demarcate his jurisdiction from that of the Appellate Assistant Commissioner. In addition, his jurisdiction 
may also be demarcated in terms of a class of orders, more or less on the lines of the existing provisions in section 
246. (Para 11. 17)• 

143. To avoid the controversy as to whether a taxpayer is entitled to urge before the appellate authorities. 
a ground which he had not raised before the lower authorities, the condition that the taxpayer should be "Aggrieved" 
appearing in section 246 should be omitted. (Para 11.18), 

144. Specific right of appeal to the Appellate Assistant Commissioner should be provided against the· 
Income-tax Officer's failure to pass an order on the taxpayer's applicaion for rectification or relief withio a period 
of six months of such application. (Para 11.19)· 

145. With a view to obviating delays in disposal of appeals finally, the powers of the Appellate Assistant. 
Commissioner/Commissioner (Appeals) to set aside or remand a case should be taken away and he should be required.· 
to decide the points raised in the appeal finally after himself conducting any further enquiry that he may consider 
necessary for the purpose. (Para 11. 20) · 

(ii) Proceedings before the Appellate Tribunal 

146. The minimum service qualification for appointment of a member of the Central Legal Service as judical· 
member and for appointment of an Assistant Commissioner of Income-tax as Accountant Member should be 
raised to 5 years. (Para ll. 22) .. 

147. The Members of the Tribunal should have a tenure of office similar to judges of High Courts, i.e., until 
62 years of age. The President of the Tribunal should have the rank corresponding to a Secretary to the Govern
ment of India and other Members should correspond to Additional Secretaries. As the office of the President 
involves administrative powers and responsibilities only persons who are already vice-Presidents of the Appellate· 
Tribunal should be eligible for appointment as President of the Tribunal. (Para 1.1. 23)· 

148. Section 253 should be amended on the same lines as section 246. (Para II . 24) 

149. The rules should be amended so as to l'ermit a memorandum of appeal being signed by the Power of' 
Attorney-holder of the Appellant. (Para II. 25} 

150. The Appellate Tribunal should be given specific powers to dismiss an appeal or reference application 
before it on the ground of non-appearance of the Appellant/Applicant and it should not be required to pass an order· 
thereon on merits. However, there should be a provision for reopening the matter· by the Appellate Tribunal at 
the instance of the Appellant/Applicant within a period of 30 days. The Appellate Tribunal should also have the 
power to permit the withdrawal of an appeal or reference application by the Appellant/Applicant. (Para 11.26)· 

151. The law may be amended to provide that such a single membt:t bench may dhpuse of any appeal where· 
the amount of variation in the income or loss in dispute does not exceed Rs. 25,000. . (Para 11.27)· 

' 

152. Where the members of a bench differ in opinion, that matter should be re-heard by a bench of three or· 
more members which may include the members who originally heard it. (Para 11.28),. 

153. As publication of important orders would go a long way in achieving certain judicial harmony among. 
all the Benches in the country and will also enable the taxpayers to secure easily the official views of the final fact 
finding authority under the Act, the Tribunal should permit a reliable agency to publish an authentic and full text 
of its orders which it regards to be of general importance. . (Para 11.29), 

(iii) Proceedings before High Courts 

154. The Government should consider the establishment of a Central 
arising under the Income-tax Act and other Central Tax Laws. 

. . ' 

Tax Court to deal with all matters. 
(Para 11.30), 

155. For liquidating the heavy pendency of references in the various High Courts pending the establishment 
of a Central Tax Court, the Government may advise the High Courts to constitute, a$ soon as possible1 special tax. 
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benche~ on a~ ad l!oc .basi~ to hear a.nd disp~se of the. pend!ng ~utters by continuous sittings throughout the year. 
To achieve umfornuty Ill this matter, JUdges With expenence m this branch of law should be appointed on tax benches 
of High Courts. (Para II. 30) 

156. The law m.ay be amended t~ enabl~ the High Court to dispense with the formality of calling for statement 
of the case under sectton 256(2) where It IS satisfied that the papers filed before it are sufficient to enable consideration 
of th~ questton, and thereupon proceed to treat the application itself as a statement of the case and decide the 
questton. (Para 1 1. 32) 

157. Section 256(3) may be amended to permit a refund of the fee paid also in a case where the application is 
withdrawn by the applicant before the Tribunal considers it. (Para 11 . 33) 

158. Section 258 may be amended to give power to the High Court and the Supreme Court to alter or reframe 
the question referred to it without remitting the matter back to the Appellate Tribunal. The Court &hould also 
have the power to amend_ the statemen~ of the case suitably and, thereafter, decide the matter without sending it 
back to the Appellate Tnbunal for makmg the amendment. The Court should, however, be given the power to 
direct the Appellate Tribunal to take additional evidence on any point, where it considers this necessary for the 
purpose of deciding the matter before it. (Para I I. 34) 

(iv) Proceedings before the Supreme Court 

159. Section 257 may be amended to provide that, if the appellant makes a specific request to the Tribunal in 
a case were there is a conflict in the decisions of High Courts, it should be incumbent upon the Tribunal to make 
a reference direct to the Supreme Court. We further recommend that the power to make a direct reference to the 
Supreme Court may also be given to the Tribunal in the following situations :-

(a) Where the High Court has already decided the matter in other cases; 

(b) Where the point at issue is of a recurring nature in the case before the Tribunal year after year; 

(c) Where the point at issue is one of public importance. (Para II. 3S) 

160. The requirement of obtaining a certificate of fitness from the High Court before filing an appeal to the 
Supreme Court be dispensed with so as to enable either party to move the Supreme Court directly in a special leave 
petition, without obtaining the certificate of fitness from the High Court. Such a provision will be similar to that 
under Article 136(1) of the Constitution for grant of special leave. (Para 1 I. 36) 

(v) Proceedings by way of Revision by Commissioner. 

161. The provisions in section 264 relating to revision by the Commissioner should be amended to make it 
clear that the Commissioner will not be debarred from dealing with any matter under this section except where the 
same point has been agitated in an appeal to the Appellate Tribunal or the Commissioner (Appeals). 

(Para II. 37) 

162. As a corollary to the above, the provision in section 263, empowering the Commissioner to revise the 
Income-tax Officer's orders which are prejudicial to the revenue, should also be amended so as to clarify that the 
Commissioner will not be debarred from revising any such order except where the particular point on which he pro
poses to revise the order has been made the subject matter of appeal before the Appellate Assistant Commissioner, 
the Commissioner (Appeals) or the Appellate Tribunal. • (Para II. 38) 

(vi) General 

163. The taxpayer should be given the right to set off any re~und du~ to him as .a res~!~ of any order in appeal 
against any tax or other sum payable by him for any year by jpvmg an mllmatiOn m wntmg to that effect to the 
Income-tax Officer. (Para II. 39) 

CHAPTER }2-ACQUISITION OF IMMOVABLE PROPERTIES 

I 

164. The experience regarding the working of the provisions of Chapter XXA, which was inserted in the 
Income-tax Act 01i the basis of the interim report o.f~he Wanchoo ~ol!'mittee.for the last 5 years should ~e ad~quate 

'for judging the utility and effectiveness of the prov!s1ons. The statistiCS relatmg to the pr~gress ~f work 111 this .area 
during the past few years in Bombay, where the evil ~f unde~statement of property values Is considered t~ ~e WI~ely 
prevalent, show that notices of acquisitio~ ~~ve been 1ssued m only about .20 per cent. of the cases where !ntimallons 
were received from the Registrar and acquisition. orders have been actually Issue~ on!Y !n a very small fraction of.t~ese 
cases. The acquisition order has been upheld m only one case. The concluston IS mescapable that the proviSions 
have failed to achieve their intended purpose. (Para 12.3) 
S/5 D of 1/1.7-11 
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165. There is no evidence of the deterrent effect of these provisions. The statistics do not disclose any steep 
rise in the yield from capital gains tax. Increases in stamp revenue, if any, may merely be part of the general pheno
menon of rising tax revenues or the result of increased rates of stamp duty. There is also no indication of any un
usual rise in the value of immovable properties disclosed for wealth-tax purposes. (Para 12. 5) 

166. There has been a change in the complexion of the situation after the Wanchoo Committee submitted 
their interim and final Reports. The law relating to ceiling and regulation of urban land, which came into effect 
in the course of 1976, has considerably reduced the magnitude of the problem. With the recent enactment of section 
54E, any temptation for understatement of the sale consideration in the deed with a view to evading or reducing the 
capital gains tax liability has largely disappeared. (Paras 12.6 & 12. 7) 

167. The effectiveness of the provisions in Chapter XXA for acquisition of property also depends entirely 
on the ability of the administration to sustain the estimated market value before the Courts. If the market value 
can be effectively established, the remedy under section 52(2) would be more direct and less cumbersome even 
from the Department's point of view. (Para 12. 8) 

168. Chapter XXA of the Income-tax Act should be deleted. (Para 12.9) 

CHAPTER 13-AUTHORITIES COMPETENT TO INTERPRET THE TAX LAWS 

169. With varied interpretations put fortll by different authorities on the complicated provisions of the 
Income-tax Act, there is a marked tendency, in the Department, to re-open post haste and indiscriminately, com
pleted assessments on the basis of any opinion advocated against the taxpayer. (Para 13 .I) 

170. A rigid interpretation, followed quickly by a wooden application of the legal provisions, simply because 
an adverse view against the taxpayer has been propounded by another authority, has to be strictly eschewed for 
reducing unnecessary litigation. (Para 13 . 3) 

171. There should be a reasonable degree of finality in assessments. As observed by the Supreme Court 
in Parashuram Pottery Works Co. Ltd. Vs. ITO (106 ITR-1) stale issues should not be reactivated beyond a particular 
stage and lapse of time must induce repose in and set at rest judicial and quasi-judicial controversies. (Para l3 .4) 

172. A new section 293A may be inserted in the Income-tax Act, to provide that the only authorities com
petent and authorised to pronounce upon the interpretation of the provisions of the Act should be the income-tax 
authorities, the Income-tax Appellate Tribunal, the Settlement Commission, the High Court and the Supreme 
Court. (Para 13. 5) 

CHAPTER 14-VALUA'l'ION OF HOUSE PROPERTIES 

' 173. One of the vexatious problems confronting both the Income-tax Department and the taxpayer is the 
question of valuation of house properties for the purpose of determining the wealth-tax payable in wealth-tax 
assessments. (Para 14. 1) 

174. Ordinarily, the engineers of the CPWD have been determining the value of house properties by what 
is commonly known as 'land and building method~. Where land is inseparably rented out along with the building 
this method may not give the correct valuation. (Para 14.2) 

175. Values of house properties should be determined by the method of capitalisation of the return actually 
received or which could reasonably be received from those properties. (Para 14.2) 

176. The rates of capitalis~tion should be notified by the Board from year to year. (Para 14. 3) 

177. In all fairness and equity, owners of self-occupied properties too must be allowed the facility of deter
minil_lg post 1971-72 assessment properties at actual cost or at market rate based on the multiplier method, which
evens lower. (Para 14. 5) 
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ANNEXURE I 
No. A-11019/70/77-Ad. VII 

GOVERNMENT OF INDIA 
Department of Revenue & Banking 

(Revenue Wing) 

RESOLUTION 

New Delhi, dated the 25th Junt, 1977 

4th Asadha 1899 (Saka) 

The .Gov~rnm_ent of Indi~ ha~e d~ided to appoint a Committee of Experts to examine and suggest legal and administrative mea
sures for stmpltficalton and rattonaltsatton of the direct tax laws and such further alterations as are desirable in the interest of the national 
economy. 

2. The Committee will consist of the following :
Shri N. A. Palkhivala, 
Senior Advocate, 
Bombay 
Shri C. C. Chokshi, 
Chartered Accountant, 
Bombay 
Shri Harnam Shankar, 
former President, 
Income-tax Appellate Tribunal, 
New Delhi 
Shri C. C. Ganapathi, 
Chairman. 
Settlement Commission, 
New Delhi 
Shri T. S. R. Narasimham, 
Commissioner of Income-tax, 

Chairman 

'I Member 

Member 

Member 

Bombay . Secretary 
3. The Committee will-

(a) recommend measures to simplify and rationalise, the laws relating to income·tax:, surtax, wealth-tax, gift-tax. and estate duty, 
and to alter those laws with a view to making thetn readily comprehensible to taxpayers, reducing litigation and thus subserving 
the interest of the national economy; 

(b) suggest ways and means of improving the administration of those laws and expediting assessment, appellate and other pro
ceedings under those laws; 

(c) examine the advisability of consolidating the four laws relating to income-tax, surtax, wealtb .. tax and gift .. tax into one Act; 
(d) prepare drafts of the Bills for being presented before Parliament. 

4. The headquarters of the Committee will be at Bombay. The Committee will devise its own procedure, and may call for such 
information as it considers necessary. 

5. The Department of Revenue and. Banking will provide the secretariat of the Committee. 
6. The Committee will submit its Report and the draft Bills to the Ministry of Finance by 31st December, 1977. 

ORDER 
Ordered that a copy of the Res'olution be communicated to all concerned and that it be published in the Gatette of India for 

general information. 

ANNEXURE I (Could.) 
F. No. A-11019/70-77-Ad. VII 
GOVERNMENT OF INOlA 
MINISTRY OF FINANCE 

Department of Revenue 

RESOLUTION 

Sd/-
(H. N. Ray) 

s~cretary 
Ministry of Finance 

New Delhi, dated tire 5th September, 1977 

14th Bhadra 1899 (Saka) 

In the Government of India Resolution No. A-11019/70-77-Ad. VII, dated the 25th June, 1977, setting up the Committee of Ex
perts to examine and suggest legal and administrative measures for simplification and rational!salior:a of the Direct Tax Laws, Shri ~· S. R. 
Narasimham, Commissioner of Income-tax, Bombay, was notified as Secretary to the Committee. The Government of lmha have 
now decided that he will be Member-Secretary to the Committee. 

ORDER 
Ordered that a copy of the Rosolution be communicated to all concerned and that it be published in the Gazette of India for general 

information. 
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Sd/-
(0. V. Kuruvilla) 

Additional Secretory 
Ministry of Finance 

Department of Revenue 



ANNEXURE II 

F. No. A-11019/70/77-Ad. VII 

GOVERNMENT OF INDIA 

MINISTRY OF FINANCE 

Department of Refenue 

RESOLUTION 

New De//ri, dated the 24th September, 1917 

2nd Asvina, 1899 (Saka) 

Consequent on the acceptance of resignation of Shri N. A. Palkhivala from the Committee of Experts on Direct Tax Laws set up vide 
Government of India Resolution No. A-11019/70/77-Ad. VII, dated the 25th June, 1977, on his appointment as Ambassador of India 
in Washington, the Government of India have decided that the Committee will now consist of the following:-

!. Shri C. C. Chokshi, 
Chartered Accountant, 
Bombay 

2. Shri Sanatbhai P. Mehta, 
Advocate, 
Bombay 

3. Shri Harnam Shankar 
former President, 
Income-tax Appellate Tribunal, 
New Delhi 

4. Shri C. C. Ganapathi, 
Chairman, 
Settlement Commission, 
New Delhi 

5. Shri T. S. R. Narasimham, 
Commissioner of Income~tax, 
Bombay 

Chairman 

Member 

Member 

Member 

Member-Secretary 

ORDER 

Ordered that a copy of the Resolution be communicated to all concerned and that it be published in the Gazette of India for general 
information. 
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Sd/-
(0. V. Kuruvilla) 

Additional Secretary 

Ministry of Finance 
Department of Revenue 



ANNEXURE III 

The <:ommittee appointed by the Government of India. by its resol~tion dated 25th June, 1977 to examone and suggest legal and 
administrative measures for stmphficatton and ratJOnahsatton of the Direct Tax Laws and such further alterations as nrc desirable in 
the interest of the national economy-invites suggestions from the public on the following:-

(I) ways and means of simplifying and rationalising the substantive provisions of the Income-tax Act, 196I, the Companie< (Profits) 
Surtax Act, 1964, the Wealth-tax Act, 1957, the Gift-tax Act, I958, and the Estate Duty Act, 1953; 

(2) ways and means of simplifying the procedural provisions of the above laws, improving the administration thereof, and expediting 
assessment, and appellate and various other proceedings thereunder; 

(3) alterations in the substantive provisions of the above laws for making them readily comprehensible to taxpayers, reducing liti-
gation, and subserving the interest of the national economy; 

(4) measures to reduce regional imbalances; 
(5) the optimum rates of income-tax, surtax, wealth-tax, gift-tax and estate duty; 

(6) advisability of consolidating the four laws relating to income-tax, surtax, wealth-tax and gift-tax into one Act or in any event 
providing a consolidated return for these taxes. 

Suggestions from the public should be sent by August 10, 1977 to Mr. T. S. R. Narasimham, member-secretary of the Committee, 
at Aayakar Bhavan, Maharshi Karve Road, Bombay-400020. 
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ANN6XURE IV 

Extension of time for submitting suggestions to the Palkhivala Committee on Direct Taxes 

The response of the public to the Committee's invitation for suggestions has been very heartening. But several individuals and 
professional bodies have asked for extension of time for submitting their memoranda. Others have submitted their suggestions on the 
Jncome·tax Act but have asked for time as regards other direct tax Jaws. Some have asked for an opportunity to appear before the 
Committee and give oral evidence in elucidation of their written statements. Sevet·al professional bodies have complained that the pre
occupation of their members with the preparation of tax returns to be filed by the 31st July have preeluded them from giving adequate 
time to the question of submitting their suggestions. 

The Committee has decided to extend time till the 31st October 1977 so as to give adequate time to the public interested in the 
subject to submit their suggestions to the Committee. The suggestions may be sent by this extended date to Mr. T. S. R. Narasimham, 
'\ecretary, Direet Tax Laws Committee, Aayakar Bhavan, Maharshi Karve Road. Bombay-400020. 
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