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FOREWORD 
~ 

Recent changes in the laws affecting busi-
ness and industry have been so many and so 
complicated that even experts find it difficult to 
keep pace with them, and for the layman the 
task of keeping abreast of the changes is well
nigh impossible. To amend Company Law and 
Taxation Laws twice a year has almost become 
a holy ritual. 

In the following pages different speakers 
have dealt with the kaleidoscopic changes in the 
main laws which affect industry in India. The 
main defects of the ceaseless spate of legislation 
in the field covered by this pocketbook are abso
lute uncertainty engendered by amendments to 
fiscal burdens and controls which are as unpre
dictable as they are frequent; complexity which 
verges upon incomprehensibility; excessive and 
cumulative burdens which make dishonesty im
measurably more rewarding than integrity and 
hard work; injustices inherent ih fatuous laws 
and arbitrary provisions which stem from 
individual whims and are not based on any dis
cernible principle of sound jurisprudence. If you 
further take into account the element of careless 
and hasty drafting, which makes it not uncom
mon to have new sections which lend themselves 
to four and more different interpretations, you 
have a fairly accurate picture of the difficulties 
facing honest endeavour ·and enterprise in our 
country to-day. 

October 19, 1965 N. A. PALKHIVALA 



INTRODUCTION 

The essence of democracy, it is rightly said, 
is the Rule of Law. All citizens are equal before 
the law and none, including the Government, is 
above the law. In the economic sphere also, the 
operation of the rule of law is very important. 
Business and Industry have to contribute to pub
lic welfare by maximising production within the 
framework of laws which are required in social 
interest and which are administered in an im
partial manner. 

Good and simple laws will help the smooth 
functioning and growth of the economy. Im
practical and complex laws will have the con
trary effect. In a newly independent, developing 
country like India, it is but natural that a cer
tain amount of experimentation is done in the 
legislative sphere. But if this process goes too 
far, it will result in creating a climate of un-

-1 certainty which will hamper the smooth func-
i tioning of the economy. 

There have been many changes in our laws 
in recent years. In conformity with its practice of 
educating people in business and industry as 
also the general public and the authorities in 
various facets ·of our economic life, the Forum 
of Free Enterprise had arranged a series of 
talks on recent changes in laws affecting busi
ness and industry. In addition to indicating the 



changes, the eminent speakers made construc
tive suggestions to improve the law. As there 
yras a great demand for the text of these talks, 
it has been arranged to publish them in the form 
of a pocketbook which will readily be available 
to students of economics, business men and in
dustrialists, executives, legislators and others 
~nterested in current economic problems. 

I wish to congratulate Messrs Popular Pra
kashan for publishing this pocketbook in a 
handy form, and at a price designed to suit the 
pocket of the common man. Incidentally, this is 
the fifth pocketbook sponsored by the Forum of 
Free Enterprise. The others are (i) "The Role 
of Joint-Stock Companies in India's Economic 
Progress", (ii) "Democracy in India", (iii) 
''Elements of Modern Enterprise", and (iv) 
''Towards Greater Production and Productivity". 

I hope the reader will find this book inte
resting and useful, and its publication will lead 
to re-thinking on some of the present measures 
which are complex and frustrate the objective 
of rapid and large-scale economic development 
of the country in a democratic framework. 

Sept. 30, 1965 

A. D. SHROFF 
President 

Forum of Free Enterprise 
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FEW ASPECTS OF COMPUTATION OF 
BUSINESS PROFITS 

. UNDER THE INCOME-TAX ACT 

S. P. Mehta*~ 

Taxes, said Mr. Justice Holmes, are what we pay 
for' civilised society. In good old days of no 
"civiiis~tion" there were no taxes. With the pro
gress in civilisation there has been progress in 
taxes. One sometimes wonders whether it may 
be preferable to be less civilised and pay less 
taxes than style oneself more civilised and be sur
rounded by taxes on all sides. In India, at pre
sent, unlike the Six Hundred soldiers in the march 
of the Light Brigade, a man is surrounded on all 
sides by the taxes. There is a tax on the income 
you earn. If one is spendthrift, there is a tax on 
the expenditure he makes. If one is conservative, 
ther~ is 'a tax on the wealth he saves. If he is 
generous enough to part with such wealth during 
his own life-time by way of gift, there is a gift 
tax. If f6r some reason he cannot be so generous, 

I 

there is an Estate duty on the estate he leaves 
behind - of course, to be paid by the heirs and 
not li)Phimself .. 
. r .. 

In these circumstances, the importance of tax 
in the human life can hardly be exaggerated. 

;( 'The 'author is an eminent advocate who has specia
. lised 'in 'income-tax law. 
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There is hardly any step which a man can take 
without properly considering the tax implications 
of his arrangement. A wrong step would mean 
waste of all the efforts, while a right step would 
mean a great difference. 

As the main source of income would normal
ly be a business, it is very important to know 
what the concept of business is under the Income
tax Act and to examine a few aspects affecting 
the computation of business income under the 
law. 

As is well-known to many, the word "busi
ness" under the Act, is not exhaustively defined. 
The categories of business are never exhausted. 
As the Supreme Court has put it, the word "busi
ness" is to be interpreted in the widest possible 
manner. The word "business" is defined as in
cluding "any trade, commerce or manufacture and 
includes any adventure or concern in the nature 
of trade, commerce or manufacture". It also in
cludes a vocation or an occupation carried by the 
individual. There is an interesting case decided 
by the Supreme Court in Krishna Menon vs. Com
missioner of Income-Tax, Madras, wherein a 
Vedanta Philosopher was held liable to pay tax 
on moneys deposited by a foreign disciple of that 
philosopher in his bank account. There was no 
stipulation for the payment which was entirely 
spontaneous. The Supreme Court held that his 
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pursuit of Vedanta philosophy was in one form 
or another a pursuit of wealth and that, accord
ingly, the receipt from his disciple constituted 
his income from vocation liable to be taxed in 
law. If a Vedanta philosopher can be regarded 
as pursuing business, an average human being 
would certainly be regarded as carrying on busi
ness if what he does is with the intention to earn 
profit; and, obviously there are many instances 
in our life where we work with the hope of earn
ing money though there may be many occasions 
where with all the best intentions, the efforts 
prove unsuccessful. 

Not merely normal activities carried on with 
a view to earning profit are treated as business, 
but under the Income-Tax Law, activities of a 
mutual association, for example, trading associa
tion, are, in certain cases, treated as business 
activities and the results therefrom are taxed as 
income from business. The legislature has gone 
even· a step further and what is admittedly not 
income from business is by fiction of law deemed 
tc be such income; for example, in the case of a 
Managing Agent, the manager or an agent, any 
receipt on termination of his contract of employ
ment is made liable to tax notwithstanding the 
fact that what .they receive is in lieu of their 
source of income and not income from their 
source. This is only an illustration of the legisla
ture ultimately succeeding in the tug-a' -war be-
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tween a tax-payer and tax-gatherer. Instances 
are not uncommon where in all such cases, it is 
the State which has succeeded and the tax-payer 
has always been fighting a loosing battle. 

Such income profits and gains from business 
have always to be computed in accordance with 
the method of accounting regularly employed by 
the assessee. The choice is of the tax-payer -
once he exercises his choice, the Income-Tax 
Officer is bound to compute the income from busi
ness in accordance with such method and it is not 
open to him to compute the income otherwise, 
save and except ·when he finds that the method is 
such that it is not possible to compute the in
come properly. There is no doubt about the sta
tutory provision, but the cases are not uncommon 
where the power to reject the books of account 
has been exercised on flimsy grounds. There are 
always in actual life various units of business, 
some far above the marginal lines and large num
ber of them just bordering on the marginal line. 
What the units at the top can afford would not 
always be afforded by the units at the bottom. 
For one or other reason, the results shown by 
the marginal units are rejected and, thereafter, 
such units are compared with the units at the top 
and the income from the business is computed. 

What is quite often overlooked is that even 
though equality is a fundamental right under the 
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Constitution, in life there can be actually no 
equality. All persons engaged in the same busi
ness cannot necessarily be treated alike irrespec
tive of the circumstances in which they are placed 
and in which they are carrying on business. No 
doubt, if an assessee has been playing a foul game 
with the Revenue, his activity should be stopped 
and he should be brought to book. But merely 
because he is not in a position to maintain his 
accounts as efficiently as the best unit in the busi
ness, does not mean that he is suppressing his 
business income. 

Sometimes one wonders whether the income
tax authorities can accept advice of a business or 
trade association and in consultation with them 
adopt a fair margin of return in various busi
nesses. Today new businesses are being set up 
and new kinds of industries are being developed. 
The problems of such new organisations 
are new and even people engaged in these 
businesses or industries are to a certain extent 
handicapped. In these circumstances, it would 
not be proper to assume that an Income-Tax 
Officer, always trying to keep pace with the fast 
changing legislation, could be in a position to 
determine the income of such new businesses or 
industries. In the circumstances, the necessity 
of determining the proper income from business 
cannot be obviated. It may be advisable to set up 
various trade associations in consultation with 
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the income-tax authorities so that there may be a 
fair estimate of income from business. 

There is another problem which also requires 
consideration. Today an industry requires fairly 
vast capital and the setting up of the plant also 
takes pretty long time. There are expenses which 
can be allowed provided they are of revenue cha
racter and have been incurred only after the 
business is set up. In other words, all the ex
penses of any kind whatsoever incurred prior to 
the commencement of the business will be treated 
as preliminary expenses. During that period, ex
penses in the nature of interest on borrowed 
capital, salary of the staff, legal charges and 
travelling expenses have to be incurred, and in
stances are not uncommon where such expenses 
are treated as preliminary expenses and dis
allowed. 

Normally, such expenses, to the extent to 
which they can be linked with the cost of acqui
sition of asset, should be allowed to be capitalised 
and added to the cost of that asset. Where, how
ever, such expenses are not capable of being capi
talised, the same would be disallowed. How
ever, there is an interesting point from the point 
of view of the tax-payer. Suppose instead of in
curring such cost he enters into a contract with 
a third party for setting up a plant for a lump 
sum, the third party would include all such ex-
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penses in determining his cost of construction of 
the plant, and aqcordingly, the assessee would be 
entitled to claim depreciation on the entire 
amount paid by him on the ground that the same 
represents to him the cost of that plant. There 
is lot of substance in the claim of the assessee 
and it is fair and proper that the claim of the 
assessee should be considered and accepted. 

Even after the business is set up, and has 
started running, there are numerous cases where 
there are small points of disputes between the 
assessee and the Revenue. 

There is an obvious case of the remuneration 
paid by a Company to the Director or to a person 
substantially interested in the Company or to a 
relation of either of them. Under the Act, a very 
wide power is given to the Income-Tax Officer to 
sit in judgment over any benefit given by a 
Company to any such person and he is empowered 
to disallow such payment, if in his opinion, the 
payment is not justified on grounds of commer
cial expendiency. The principle behind such 
power is very laudable but one sometimes won
ders whether in actual exercise of such power 
such a principle is always remembered. There 
are no doubt many cases where the persons are 
given some remuneration from a Ccmpany not 
by virtue of their merit but by virtue of their 
relationship with the people controlling the 
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Company. Nobody would dispute the disallow
ance of payment to such persons. However, there 
are equally numerous cases where remuneration 
to persons, who on their own merit would draw 
the same and in some cases even more remune
ration in another company, is being disallowed 
merely because they are connected with the 
people controlling the Company. The relation
ship cannot alter the merit of an individual. It 
would be fair and proper that the exercise of 
power is restricted to cases where the interests 
of the Company are overlooked. 

Equally in dispute is the travelling expense 
incurred by the persons carrying on business or 
the Director of a company or partners of the 
firm. Today with the distances being reduced to 
nothing in point of time, the persons are requi
red on grounds of business to travel and visit 
developing organisations in other countries. Such 
expenses are normally treated as capital expendi
ture. One can understand where the persons are 
sent abroad before the business is set up, in 
which case the cost of such travel could be re
garded as capital expenditure and a part of the 
cost of acquisition of the asset. However, 
the persons are sent abroad after the business 
is set up and has commenced, with a view merely 
to get themselves acquainted with the latest me
thods of business or production. Even then such 
expenses are treated as capital expenses and 
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accordingly, disallowed. Sometimes a portion of 
such expenses is treated as personal expenditure 
and disallowed. It would be fair that to an 
assessee such expenses should be always allowed 
because by sending anybody abroad no capital 
asset will be acquired. It is true that the know
ledge of that individual is improved, but that does 
not mean that any capital asset has been acquired. 
At best, it is an improvement of the capital asset, 
if an employee or an individual can ever be re
garded as a capital asset; and mere improve
ment of a capital asset is not, in law, a capital 
expenditure. The fact that some part of the ex
penses could be regarded for the personal bene
fit of that individual does not mean that quae 
the business, expenditure is personal. If an indi
vidual goes abroad, he cannot ignore his person 
and some expenses are bound to be personal in 
nature, but the same have been incurred only 
on account of the business requirements and not 
for personal pleasure or benefit of that indivi
dual. 

There is another interesting question which 
also requires consideration, that is the question 
about royalty. There are numerous businesses 
in the country where for the purposes of acqui
ring stock-in-trade, some kind of royalty has to 
be paid, mainly to the Government. The pay
ment of royalty is a very common feature in the 
mining industry. The matter has been agitated 
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in numerous courts. The Supreme Court in the 
cases of Pingle's Industries Ltd. and Abdul 
Kayoom, by a majority of two to one, held that 
the royalty is capital expenditure not allowable 
as a deduction. This view has very serious con
sequences. Accepting the judgments of the 
Supreme Court as the law of the land as it 
should be, the question which the State has to 
consider is whether there should be an amend
ment to overcome that judgment. The Supreme 
Court has interpreted the law and there are even 
numerous cases where Parliament has interven
ed and superseded the judgment of the court of 
law. Nobody can point out that without payment 
of royalty, the stock-in-trade of that business 
can ever be procured. Nobody can also dispute 
that cost of acquiring stock-in-trade should 
always be allowed in computing the income of a 
business. Ultimately, whatever be the process of 
law, the attempt of every legislature is to deter
mine the real profit a businessman makes in his 
business. If for one reason or another, the law is 
found to be lacking in this requirement, the ob
vious answer is to amend the law and meet with 
the legitimate need. 

There is equally an interesting aspect which 
crops up in numerous cases. In quite a few cases, 
the income-tax authorities have held . some or 
other arrangement by an assessee as being in 
violation of one or other law of the land, and 
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accordingly, any payment made under that 
arrangement is held to be unlawful and accord
ingly, disallowed. The Revenue relies mainly on 
a judgment of the Supreme Court in the case of 
Haji Aziz & Bros and Abdul Shakoor where the 
Supreme Court held that penalty paid for breach 
of the Sea Customs Act by importing go-ods in 
the country in violation of the law of the land 
is not allowable as a deduction because to break 
the law of the land cannot be regarded as a part 
of a· business of an assessee. That judgment has 
to be accepted as it is; but to extend that judg
ment to other cases is somewhat dangerous. In 
the case decided by the Supreme Court, the price 
paid by the assessee in respect of the smuggled 
goods was not even disputed as being disallow
able and in determining the profit made by that 
assessee on sale of the smuggled goods, the price 
of the goods must have been allowed. If the 
arrangement made by an assessee is in violation 
of the law of the land for example, payment to 
a Selling Agent or payment to an associate of a 
Managing Agent,-remuneration paid by the 
Company to such person is still payment made 
for remuneration Jar services rendered by that 
person. Can it be said that the remuneration paid 
for such services should not be allowed merely 
because for some or other reason for which pay
ment is made is in violation of law of the land? 
In law, even income tainted with immorality or 
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illegality is taxable as income. There is no rea
son why any payment under an arrangement 
found to be in contravention of any law should 
be disallowed as illegal. The payment is made 
for the purpose of business, and if otherwise the 
payment is bona fide and genuine, there 's no 
reason why such payment should be disallvwed. 

These are a few aspects which arise in 
course of carrying on business. 

There is another interesting aspect about 
the loss suffered in course of business. Normally, 
income from two businesses is to be aggregated 
under the head: "Profits and Gains of Business", 
under Section 28 of the Income-Tax Act. If there 
is more than one business, the profit under one 
is to be set off against loss under another and 
the final result is to be set off against income 
under other heads. To this general rule, there is 
an exception in cases of speculative transaction. 
A speculative transaction is defined as meaning 
any transaction of purchase and sale wherein 
delivery is not ultimately given. This definition 
was inserted in the legislation in the light of the 
prevalent practice of buying Havala losses to re
duce the legitimate income from business. The 
practice was so prevalent that even courts of law 
have taken judicial notice thereof. Nobody can 
doubt the principle and the purpose underlying 
that legislation. However, in practice, the defi-
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nition of speculative transaction has created 
more room for speculation. It is difficult to say 
what exactly speculation means. A proviso to 
that definition makes the matter further compli
cated. For example, hedging is always recognised 
as outside the scope of pure speculation. There 
have been cases where the damages paid for 
breach of contract have been held to be loss from 
speculative transaction. There are also cases 
where loss suffered in hedging transaction 
has been treated as speculative loss and treated 
accordingly. One wonders whether the legisla
ture intended that to be so. Anyway, that is a 
matter which does require some kind of reconsi
deration. 

There is another interesting feature about 
losses in non-Public Companies. Normally a 
losing Company is a bad proposition. But the 
ingenuity of the tax-payers being what it is, 
such losing Companies acquire importance. Peo
ple who were making good profits in their nor
mal business found it profitable to acquire such 
business and bring their own profit-making 
business in that Company so that the losses of -
that Company could be set off against that pro-
fit and thereby reduce the incidence of taxation. 
However, the ever vigilant tax-gatherer detected 
that device and now there is Section 79 of the 
Income-Tax Act whereby losses suffered by such 
Company will not be allowed to be carried for-
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ward and set off against profits in subsequent 
years if in those subsequent years shareholding 
is different by more than 50%. 

One more interesting aspect is the liability of 
the Directors of a non-Public Company. Till re
cently a Director is regarded as separate and 
distinct from a Company and the Company alone 
was held liable in law for the payment of its 
taxes. There is a departure from that theory 
and under the new law, a Director of such a 
Company is made liable for the undischarged 
liability of the Company unless he can show that 
it is not on account of his negligence and default 
that the taxes have remained unpaid. It is a 
dangerous departure and cuts at the very con
cept of the legal entity of a Company. Normally, 
the person who is liable to pay the tax is the 
person on whose income the taxes are determi
ned and there is no reason why a Director of a 
Company should be made liable when the income 
does not belong to him. The only justification 
can be that many persons completely identify 
themselves with the Company so much so that 
the legislature had to accept the position and 
follow it to its logical conclusion. 

These are a few aspects relating to the 
computation of business profits under the 
Income-Tax Act. They only go to show how 
necessary it is to plan one's affairs. 



RECENT CHANGES IN MERCANTILE LAW 

Mrs. Khorshed D. P. Madon* 

The task of keeping up-to-date with recent 
changes in law is like the repair of Bombay 
roads-never ending. Just like the task of repair
ing Bombay roads, the task of law reform 
has been spasmodically undertaken. The result 
is that the law is as patchy and uneven as the 
road's surface and as full of loopholes as our 
roads are full of potholes. Attempts made to 
plug the loopholes in business legislation provide 
the business man with the same perpetual obsta
cle race that a motorist on the Bombay streets 
has to run every day. 

Law has been defined as "a system that 
protects anybody who can afford to hire a law
yer", while a lawyer has been defined by a wit 
as "a learned gentleman who rescues your estate 
from your enemies for himself" or "one who is 
willing to go to Court and spend your last paisa 
to prove he is right." No lawyer knows all the 
law-even a judge is not supposed to know the 
law-and that is why a Court of Appeal is pro
vided to correct him. Only the Supreme Court is 
supposed to know the law for the simple reason 
that there is no higher court to tell the Supreme 

• Mrs. Madon is the Jt. Principal of Davar's College of 
Commerce in Bombay. 
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Court that it is wrong! In spite of this as citizens 
of India we are expected to know the law of our 
own country because of the maxim, "Ignorantia 
Juris Non Excusat", i.e., ignorance of law is no 
excuse although "Ignorantia Facti Excusat", i.e., 
ignorance of fact may be excused. 

Mercantile law is the law of the merchant. 
It developed from the ancient Lex Mercatoria, a 
dynamic system of law evolved by the exigencies 
of trade and commerce ever expanding with the 
changing needs of the merchant. It grew up 
naturally among the merchants instead of being 
forced on them by an outside authority. Lex 
Mercatoria was a collection of principles and 
practices which had been accepted by the mer
chant adventurers of the past, as sound, reason
able, practical principles, endorsed by public 
opinion. 

These principles and practices were recog
nised by the courts in England because they had 
the sanction of the mercantile community. Origi
nally these principles were administered in the 
Courts held at medieval fairs where most of 
international commerce took place. The sanction 
behind these principles was the force of public 
opinion. Strictly speaking, lex mercatoria was 
not law but usage. But later it acquired the 
sanction of law as these usages were recognised 
and enforced by the law courts. 
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Mercantile law has evolved through the 
centuries and is still trying to keep pace with 
the growing needs of trade and commerce. Al
though it is part of the general law of the land, 
it is given a distinct separate name mainly by 
text-book writers and examining bodies. There 
are hardly any recent changes in the topics 
usually covered by books on Mercantile law but 
as this special name, Mercantile Law, reflects 
the business frame of mind it is necessary to 
look at mercantile or commercial law as seen 
through the eyes of a business man. Although 
the business man, like other citizens, is also con
cerned with other aspects of law such as matri
monial or family law, land law and revenue law, 
it is industrial law, commercial law and company 
law which is of the most substantial business 
interest to him. 

This article is, however, confined to com
mercial law. The real changes in mercantile law 
have been in the concepts brought about partly 
by changing modes of transacting business and 
partly by the increasing volume of control or
ders. 

There are many branches of mercantile law 
such as the sale of goods, negotiable instruments, 
agency, partnership, indemnity and guarantee, 
bailment, insurance, carriage of goods by land, 
sea and air, etc. It is not possible to deal with 
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all aspects of mercantile law within such a small 
compass. I shall, therefore, concentrate on 
changing concepts in the law of contracts parti
cularly the law involved in the transaction of 
sale. This is because the fundamental relation
ship of mercantile law revolves around the con
tract of sale as buying and selling are the very 
sinews of trade and commerce. Without a sale 
there can be no transaction to be financed and 
no goods to be carried or to be insured. Letter:-3 
of credit, bills of exchange, bills of lading, ware
house receipts and all similar customary instru
ments of merchants are incidental in some way 
or other to a contract of sale. 

The law relating to the sale of goods is 
governed partly by principles common to all con
tracts in general and partly by the principles 
which are peculiar to itself. In India the law of 
contracts is codified in the Indian Contract Act 
of 1872. Originally the law of the sale of goods 
formed a chapter of the Indian Contract Act. In 
1930 that chapter was repealed and replaced by 
the Indian Sale of Goods Act of 1930, as the 
simple rules which had been enacted half a cen
tury ago were found inadequate. Nevertheless as 
indicated by Sections 3 and 66 of the Indian Sale 
cf Goods Act many of the provisions of the 
Indian Contract Act have to be considered in 
relation to a contract of sale. 
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Let us, therefore, briefly consider some of 
these provisions. 

1. Proposal + Acceptance = Agreement: 
In the earlier days merchants came together 
either at market fairs or on their travels and 
after some haggling, prolonged or brief depend
ing on temperament and habits, struck a bargain 
and a contract was made. But today's agree
ments, marital or mercantile, are not as simple 
as that. 

In modern modes of communication, the 
buyer and seller no longer come together to bar
gain over the goods which are spread out before 
them. That is a thing of the past. Great dis
tances intervene and negotiations must be con
ducted by correspondence through post, tele
graphs, cable, telex and telephone. 

According to the general principles of the 
law of contracts, an agreement is made at the 
moment of time an offer is accepted and the 
agreement becomes binding on the offeror accor
ding to Indian law as soon as the acceptance is 
put in a regular course of transmission so that 
where the post is the mode of transmission, the 
agreement would be binding as soon as the letter 
of acceptance is properly posted. 

In the case of a telephonic communication, 
i.e., when_ an agreement is made by telephone or 
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by the even more recent system of telex, it has 
been held in a recent English case [Entores Ltd. 
v. Miles Far Eastern Corporation (1955) 2A. 
E . R. 493] that the parties are treated in all 
respects as if they were in each other's presence 
and therefore there is a binding contract as soon 
as notice of the acceptance is received by the 
offeror. 

For example, take the case of two people 
making a contract over the telephone. A mer
chant makes an offer by telephone and while the 
other party at the other end of the line is giving 
his reply the line goes dead so that his words 
of acceptance are not heard by the offeror. The 
words are actually spoken but the offeror has 
not heard them. Therefore, in such a case there 
is no contract. 

If the line revives and the words of accept
ance are heard by the offeror the contract is 
deemed to be made only the second time when 
the offeror actually hears the words. 

Or perhaps the line does not go dead but 
the words are so indistinct that the offeror asks 
the offeree to repeat the words. In such a case 
it is not the first time when the offeror does 
not hear but only at the second time when he 
does hear that the contract is complete. If the 
words are not repeated there is no contract. In 
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other words the contract is only complete when 
the offeror has the answer accepting the offer. 

Thus it vvill be seen that contracts by in
stantaneous communication such as telephone or 
telex are treated on the same principle as those 
made between parties in each other's presence. 

This rule has been applied in India where 
the Contract Act is not exhaustive and in such a 
case it is permissible to apply English principles 
in dealing with such matters. (Kanhaiyalal v. 
Dineshwarchandra, 1959 M.P. 234). 

2. Consideration:- Every agreement must 
be supported by consideration, i.e., each side to 
an agreement must give and receive something 
as a one-sided undertaking is not binding at law 
for want of mutuality. There is an increasing 
tendency today for companies to have their own 
elaborate printed agreement forms with several 
clauses in the company's own favour, e.g., the 
right to ca11cel the agreement. Sir D. Mulla held 
in Chhotalal v. · Chamsey (24 Born. L.R. 877) 
that such power can be exercised only for a valid 
reason and not arbitrarily; otherwise the agree
ment would be void for want of mutuality. In 
Keshavlal Lallubhai v. Lalbhai Mills [60 
Born. L. R. 948 (S.C. ) ] , the Supreme Court has 
held that extension of time should also be by 
mutual agreement, not unilaterally. 
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3. Illegality:- Sections 23 and 24, 57 and 
58 of the Indian Contract Act which deal with 
the legality of consideration and objects apply 
also to a contract of sale. An agreement the 
object or consideration of which is unlawful is 
void and unenforceable at law. For example, 
agreements for the sale of an obscene book or 
illicit liquor are unenforceable at law. 

Contracts for the sale of goods in which the 
buyer and seller know that the goods will be 
put to some illegal use, for example, for house
breaking, are also unenforceable, so that if such 
goods are not delivered the buyer will not be 
able to recover them by action in court and if he 
has already delivered them the seller cannot re
cover the price from the buyer. If, however, the 
parties are not in pari delicto, i.e., not equally 
at fault, for example, where the seller does not 
know that the goods are to be put to an unlawful 
use, the buyer will not be able to defend himself 
by pleading his own illegal purpose for "no man 
shall set up his own iniquity as a defence any 
more than as a cause of action". Where of course 
both the parties are in pari delicto, that is, 
equally at fault, the illegality can be relied upon 
by the party sued. 

4. Impossibility:- Impossibility may exist 
ab initio, i.e., at the time of making the agree
ment, or it may be the result of a supervening 
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event beyond the contemplation of the parties 
which makes the. agreement impossible of per
formance. In the latter case, the contract is said 
to be "frustrated"' by supervening impossibility. 

The word "frustration" has been described 
by Lo~d Wr~ght in Twentsche Overseas Trading 
Co. Ltd. v. Uganda Sugar Factory Ltd. [ (1945) 
1 M. L. J. 417 P. C. ] : "The word frustration is 
a sort of shorthand; it means that a contrac~ has 
ceased to bind the parties because the common 
basis on which by mutual understanding it was 
based has failed 0 • 0 0 that there has been a failure 
of what in the contemplation of the parties 
would be the essential condition or purpose of 
the performance." 

An example of frustration is Government 
action as for example banning the import of a 
particular type of goods or requisitioning under 
the Defence of India Act. For example, a con
tract to transport goods by means of motor 
trucks which are subsequently requisitioned 
under the Defence of India Act would frustrate 
the contract. (1945 Nag. 473). 

Frustration must be distinguished from 
mere commercial impossibility, i.e., unexpected 
difficulty of performance, e.g., strikes, lockouts, 
abnormal fall or rise in prices, or a sudden 
depreciation of currency. 
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To safegliard against this, modern forms of 
contracts increasingly provide for what is known 
as a "force majeur" clause. 

5. Contractual Capacity:- There can be no 
contract unless the parties to the contract have 
the capacity to contract. So far writers of legal 
text-books have been males and they treat the 
subject of "incapacity to contract" unchivalrous
ly under the heading, "Infants, Married Women 
and Lunatics". 

A person's capacity to contract may be 
limited either through mental deficiency or on 
account of status. These classes of persons are 
minors, lunatics, drunkards, corporations, mar
ried women, aliens. 

Minor-According to the Indian Majority 
Act, a minor is a person who is under the age of 
18. This age stands extended to 21 if a guardian 
has been appointed of the person or property of 
the minor before he has completed the age of 18. 

A minor is regarded as the spoilt child of 
law and agreements made with minors have no 
binding force. 

Mentally Deficient-The position of lunatics, 
drunkards and other mentally deficient persons 
is the same at law. 
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Corporation-A corporation is given a per
sonality by law and is; therefore, a legal person. 
It has been .said that a corporation has "no body 
to be kicked and no soul to be damned". As early 
as 1245 ·the Pope· had said that the corporation 
could not be excommunicated as it has neither 
mind iior'~oul; and it cannot sin. In a recent 
case the Supreme Court has held that a corpora
lion is hot a "citizen"'under Article 19 of the 
Constitution and, therefore, cannot claim funda
mental rights (S. T. Corporation of India, Ltd. 
v. Commercial Tax Officer A.I.R. 1963 S.C. 
1811).' 

.This,does not mean that contracts of sale 
<?_!: otherwis~. cannot be made with a corporation. 
Apart from· these ,n~tural or formal limitations, 
the contractual capacity of corporations is limit
ed by the·· documents. which . define their sphere 
of activ:ity· or state their purpose or objects for 
which they . .are. created. 

· For . e;x:i:mple; ·corporations registered under 
the cb'mpanies ·Act have full capacity to ··contract 
sul;>ject to~ the. Jimitationsplaced on them by the 
objects Claus~ of' their memorandum of associa
tio~ an4' ~Jso By th,e prqvisions of the Companies Ac.t. ... )' · ·U.- · .... 

I ' ,.,, ·~.., If • 

,, ' There ·have been 'drastic· changes in the Ia w 
affectiilK r.corpora tions, particularly the manage
ment of corporations. 
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M-arried Women-The question that arises 
in connection with married women is of vital in
terest to everyone because those who are not 
married already either hope or dread to be! This 
question is, "Should Husbands Foot the Bill"? 

Popular saying has it that while it is the 
woman who pays with tears and heartache the 
debts of love, it is the man who pays with his 
earnings the debts of his wife. Like most popu
lar sayings, this is a half-truth. 

Formerly in England by a legal fiction, hus
band and wife were regarded as one person and 
as law was man-made it is easy to understand 
why on marriage it was the wife's property 
which became her husband's and not vice versa. 

This provided the popular theme of half the 
Victorian melodramas in which the villain with 
his oily smile and waxed moustachios, burning 
the candle of seduction at both ends, laid matri
monial traps for the unsuspecting heiress. 

As the wife had no property left after mar
riage, it was only fair to make the husband res
ponsible for his wife's debts. Today the law has 
changed considerably in this respect and a mar
ried woman has full capacity to contract. Instan
ces where husbands are even today compelled by 
law to pay their wives' debts do happen. In such 
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cases, the husband's liability depends on the 
princip~ep of agency. An agent is a person who 
is authorised to act on behalf of another. 

The husband· is only liable if he either by 
words or action induces others to regard his 
wife as his ~gent. For example, Mrs. X has been 
in the habit of buying expensive clothes and 
jewels from "Charms Ltd." Mr. X has so far 
paid all the bills with great patience and indul
gence, a habit calculated to make any marriage 
a success. One evening he wakes up from his 
masculine absentmindedness and realises what a 
sap he has been to .encourage such. unending ex
travagance. Having fortified himself with cour
age, he puts down the. proverbial foot and forbids 
his spouse to buy any more of such fripperies 
without first consulting him, emphasising again 
and again that he will not pay any such bills in 
future. Mrs. X turns her back on What she consi
ders to be unreasoning male idiosyncrasy, while 
her husband congratulates himself for having 
mastered an awkward situation without the 
usual tearful outburst. 

On returning home from office one evening 
he finds an all too familiar envelope on his writ
ing desk with· the challenging words, "Charms 
Ltd." printed in bright colours. On opening it, 
he finds a bill for a pair of diamond earclips 
bought that very. day. 
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What is the husband's responsibility in such 
a case? Can he snatch the jewels from his obsti
nate spouse and return them to the jeweller to
gether with the unpaid bill· and give himself 
another pat on the back? Or is he to go through 
the office hours with the perpetual dread of 
finding an innocent looking bill, the symbol of 
male thraldom, waiting for him at the end of 
the day? 

The husband is bound to pay the jeweller 
for the price of those jewels. This is not because 
he merely happens to be the buyer's husband 
but because, whether the buyer was his wife, 
mistress or sister, he had, by his own actions in 
paying similar bills run up in his name at that 
particular shop, induced the shopkeeper to deal 
with her and give her credit. 

Warning the woman alone is not enough. 
The husband remains liable until he has actually 
informed the tradesman concerned that he will 
not pay such bills any more. 

If a wife is living apart from her husband 
in circumstances justifying her in doing so, as 
where the husband is ill-treating her, she has a 
right to claim maintenance from him. If he does 
not provide her with maintenance, she has a 
right to provide herself with the necessaries of 
life and claim that her husband foot such bills. 
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Thus the wife's right to make her husband 
foot her bills depends upon whether she can be 
said to be her husband's agent for the purchases 
made . or whether such purchases come in the 
category of necessaries for her maintenance 
which her husband has failed to provide. 

Alien-Alien Enemy. Although on the gene
ral principles of the Law of Contracts there can 
be no objection to agreements between an Indian 
citizen and a foreigner as long as the two coun
tries are at peace, for the purpose of conserving 
foreign exchange ~s well as in the interest of 
keeping Indian industry largely in the hands of 
Indians, a number of controls have been intro
duced such as the Capital Issues (Control) Act, 
1947, the Imports and Exports Control Act, 1947, 
the Foreign Exchange Control Act, 1947, which 
empower the Central Government and the Re
serve Bank of India to control and regulate all 
transactions in foreign exchange, directly or in
directly. 

An Indian entrepreneur, therefore, who 
wants to start an industry with foreign collabo
ration, either through technical assistance, fore
ign investment or import of plant and machinery 
would like to know the government's policy and 
the control measures affecting such foreign col
laboration. 
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The Government of India's policy is to en
courage foreign investment consistent with the 
Five-Year Plans i.e. , foreign investment in the 
shape of buying of shares or technical partici
pation etc. is encouraged by the Government, 
(a) where the activity relates to manufactur
ing, and (b) where adequate capacity does not 
already exist in the country. 

Normally, the Government is not in favour 
of foreign investment in trading or commercial 
activities or in plantations or in already well
established fields such as banking and insurance. 

As early as April 16, 1948, the Government 
issued its Industrial Policy Resolution which 
was clarified by the then Prime Minister in the 
Parliament on April, 1949, to the effect that the 
investment should be of such a nature as to 
eventually contribute towards strengthening of 
the country's economy, through the production 
of commodities which would lead to increased 
efficiency in the field concerned. 

The tendency of the Government nowadays 
is to prefer the issue of free equity shares 
against the supply of technical know-how rather 
than royalty payments. 

The setting up of various financial institu
tions such as the Industrial Finance Corporation 
of India and the various State Aid to Industries 
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Acts have provided aid to industries by widen
ing the loan market and enabling companies to 
raise capital from sources other than the owners 
of capital. 

It has also made possible changes in the 
management structure of business and indus
trial organisations by providing a strong answer 
to the argument in favour of continuing the 
managing agency system as a source for provi
ding or guaranteeing finance to corporations. 

Thus during the last half century, condi
tions in India relating to trade and business 
have undergone material changes. As methods 
of business have largely altered, the simple rules 
enacted more than 50 years ago are no longer 
adequate. 

The laissez faire policy which left the busi
ness man free to play his business games accord
ing to business ethics has given place to the 
"socialistic pattern" policy with mounting con
trols and regulatory measures. 

The changing concept of the law relating to 
merchants is a necessary result of the revolu
tionary changes introduced in modern modes of 
doing business and increased government con
trol. The contracting merchants may be resi
dents of different countries accustomed to deal 
with each other in different currencies. 
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Many a contract is built around a catalo
gue or an item in a stock inventory or by a trade 
description. Very often there is a definite inter
val between the making of a contract and the 
manufacture of the subject matter and even 
more time between the date of the shipment of 
the goods to the final receipt of them by the 
purchaser. 

Various control orders have considerably 
taken away the freedom of contract. A manu
facturer in such cases can supply only to holders 
of a permit or authorisation as in the case of 
commodities such as cement, steel etc. 

Foreign trade brings in its trail a host of 
complicated problems in the shape of foreign 
exchange regulation, import and export control 
orders. 

In short, the recent trends in mercantile law 
have kept the business man truly busy running 
a perpetual obstacle race punctuated with time
consuming but profitless form-filling. 

The bright sunny climate for the very en
joyable business game has certainly changed and 
a certain number of restrictions are of course, 
necessary but the skies are not as overcast as 
the Government seems to think and the Govern
ment should bear in mind that discretion is the 
better part of controls. 
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A nation is the individuals who belong to it. 
If a nation wishes to enjoy freedom, it must 
create a climate in which the individual is not 
subordinated to or manipulated by any power 
outside himself, be it economic or political. 

True liberty begins with a belief in people, 
in respect for the individual and the institutions 
he holds dear to his heart, in an understanding 
of his weaknesses and in faith in his sense of 
responsibility, in a recognition and encourage
ment of a so-ciety where the spirit and con
science of mankind are no less important than 
material things. 

The evidence of true democracy is the ex
pression of the people's respect for law and a 
steady awareness of their responsibility. 
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COMPANY LAW 

H. B. Dhondy* 

The head of one of the largest and most success
ful business corporations in the world, (Mr. 
Greenewalt, Chairman of the Board of Directors 
of Du Pont's), has said: "Sociey can profit most 
through emancipation of the individual from all 
forms of power - economic, political or social 
- which impose unnatural restraints against his 
run development. . . . . All organisations, nations, 
societies and civilisations will prosper 
and advance only to the extent that they can 
encourage common men to perform uncommon 
deeds." 

The sovereign Legislature of our land, in its 
wisdom, does not share this belief. That, in sum, 
appears to be the clear conclusion that an objec
tive assessment of the trend in recent changes 
in Company Law leads one to. 

During the course of a series of Lectures 
chat I was invited to deliver at Madras in 
September 1963, I had occasion to discuss the 
role of Government in the planning of industrial 
development in India in our times, and some of 

* The author is an eminent chartered accountant, and 
has specialised in company and taxation laws. 
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the key instruments available to it for this pur
pose. After considering some developments in 
the field of fiscal measures which then, to me, 
seemed to hold out hope for some improvement 
in that direction, I turned to the field of Com
pany Law. I then said on this subject: 

"On this faintly optimistic note, I leave the 
field of Taxation and step into that of Company 
Law. Almost at once, all trace of optimism is 
rubbed off and replaced by a sense of stunned be
wilderment. Our Companies Act already has the 
doubtful distinction of being among the most 
verbose and complicated of such pieces of legis
lation anywhere in the world. During a brief 
business visit to the United States last Septem
ber, I had occasion to participate in a most sti
mulating discussion with eminent accountants 
and business men from over a dozen of the lead
ing industrial nations. I was surprised at the 
strength and vigour of their expressions of dis
approving astonishment at the scope of its detail
ed coverage of matters which, almost without 
exception, in their countries are left to the good 
sense of the owners and managers of the com
panies concerned. Most of them who had 
had occasion, through their Indian business col
laborations, to make a closer acquaintance with 
some of the ramifications of our Company Law 
and its administration, had difficulty in conceal-
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ing their feelings of irritation and frustration at 
the tremendous emphasis placed in the adminis
tering of this law on what they considered to be 
mere technicalities and trivialities." 

I had hoped that perhaps this was a passing 
phase in the early years of the working of this 
Department. When one's experience of a new 
field is limited, and the subject is vast and com
plex, it is understandable that, in the actual 
work, especially at lower levels, there should be 
a tendency to play safe and concentrate on the 
letter of the law, and possibly on technicalities, 
lest, in taking a broader view, we trip up over 
matters of detail. But, surely, by now sufficient 
time has passed to allow a review of the actual 
experience of administering the law; to assess 
its results on the corporate sector of industry 
objectively; and to chalk out the directions in 
which emphasis should be concentrated in future. 

Not satisfied with the formidable labyrinth 
already built up in 1956, and amended and en
larged substantially since, in 1960, our Parlia
ment is reportedly on the point of considering 
further substantial additions including, no doubt, 
many more "Do's" and "Don'ts." \Vhen is this 
constant tinkering about with a basic piece of 
legislation going to end? And if merrily con
tinued, where is it going to lead us? 

It is good and right to legislate, wisely and 
after mature thought, for conditions and defects 
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which are known to be widely prevalent, and 
which are amenable to improvement by legisla
tion. But it is not good to legislate for all on the 
basis of the misdeeds of a few, and on wild and 
unproved. allegations that such misdeeds are 
widespread throughout the Private Sector. The 
havenots wili always be envious of those who 
have, and 'only too ready to malign them. Black 
sheep in any large flock, no doubt, there are, and 
always will be. But must we be so colour blind 
that we can only see black sheep? 

The existing law, if adequately and properly 
administered, provides more than enough ammu-. 
nition to attack and severely punish known and 
notorious '~ong-doers. But has this been done? 
Instead, after years and even decades of dilly
dallyirtg with so-called investiga~iop.s in isolated 
cases, the punishment hardly fits the crime. At 
the same_ time, members of good, honestly-run, 
small companies are asked to show cause why 
they should not. be p.rosecuted for failing to file 
in time a ;~turn df some immaterial information, 
which, in any '~as~, would o~Iy add to the masses 
o(p;=.q:ier dumped iri a Government office until 

'f . . 

there is no more spa'ce in that building, and so 
another fine dna imposing building at the- cost 
of ·a. few more crores of rupees of public money 
ha.s to · be· planned and financed as part of a poor 
country's industrial developm~nt. 
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The Company Law Administration has had 
to face an undoubtedly formidable and challeng
ing task. It has, in certain directions, acquitted 
itself very creditably indeed. I have, from some 
personal knowledge of them, the highest regard 
for many of its senior officers. They are men 
of integrity and are endowed with a sense of 
fairness. But good intentions, regrettably, are 
not enough. 

I intend to examine the trend of the more 
important amendments already made to the Act 
and those under consideration. 

. It could legitimately be argued that, in the 
history of a basic commercial law, such as the 
Companies Act, a decade is relatively a very 
short period of time to consider. And yet, in 
less than ten years, there has been a complete re
writing of our Company Law and the introduc
tion of a whole new code and "philosophy" of 
Company legislation by the monumental Act of 
1956, which an entire series of lectures woul5f 
barely suffice to cover adequately. But even a 
reasonable familiarity with the complex provi
sions of that voluminous piece of legislation as 
originally enacted would hardly serve for a claim 
to up-to-date knowledge on Indian Company Law. 

In the brief span of the last five years (or 
less) , we have witnessed the labours of a Com
pany Law Amendment Committee, a learned 

I 
I 

J 

J 
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Commission of Inquiry, and a Special Committee 
consisting of two legal luminaries, not· to men
tion a ·succession of changes in organisation of 
the administrative limb of Government dealing 
with Company Law. All these prodigious efforts 
have resqlted in major amendments to the 1956 
Act, first in: 1960, then again in 1963, and now 
the pending ·amendments. In between, we have 
had.some relatively minor amendments, made by 
two Ordinances, which were duly replaced by 
Amending Acts, and a Notification amending one 
of the important Schedules to the Act, not to 
spe.a~ .or" a host of General Statutory Rules and 
Orders and a flood of Circulars, Press Notes. and 
the like, all purporting to "clarify" the provi
sions of the Act; and, not ,infrequently, serving 
to· add to the general confusion! 

The Act of 1956 had 658 sections and 12 
Schedules:~hd c~me into force on 1st April1956. 
By the Amendrhent Act of 1960, with effect 
from 28-12-1960, 193 of these sections and 3 of 
the Schedules were changed (including a total 
repeal of 5 sections) , and 20 more sections and a 
Schedule were newly added. Schedules V, VI 
and X of the principal Act have been amended 
by Government Orders several times on dates 
between 21~12-1956 and 21-3-1961. One new 
section each were added by the Amendment Acts 
of 1962 and 1964, with effect from 3-11-1962 and 
5-7~1964. respectively. Seven sections ·were 
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amended substantially and a round dozen added 
by the Amendment Act of 1963 which was 
brought into force from 1-1-1964, except for sec
tion 8 thereof which took effect from 1-12-1964. 
Thus, the Companies Act of 1956 had a 
total tally of 687 sections and 13 Schedules in 
force on 31st December 1964, of which one sec
tion (293B) is to remain in force only during 
the official period of the present National Emer
gency. Even this final count is, of course, sub
ject to the changes proposed by the Second 
Amendment Bill of 1964, which comprise 51 
major and 29 minor amendments to existing sec
tions, including the proposed repeal of 8 sections, 
cne welcome amendment to a Schedule (IA), and 
10 new sections proposed to be added. Indeed, 
the Companies Act threatens to outpace the 
Income-tax Act - which hitherto was indisput
ably the notorious leader in this respect - for 
rapidity and frequency of amendment! What bet
ter proof could there be that we do indeed live 
in a dynamic, planned economy? 

A quick and very brief look back to the his
torical retrospect of Indian Company Law may 
perhaps assist us to understand and review the 
recent changes in proper perspective. Company 
legislation in India started well over a hundred 
years ago with the Jojnt-stock Companies Act of 
1850. A major landmark was the Indian Compa
nies Act of 1913, which, with substantial amend-
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ments in 1936 and 1951, remained the major 
Company Law enactment for a period of well 
over forty years. Right down to the 1950s, the 
InP.ian law was, by and large, based on the pre
vailing English law relating to Companies. 

Extensive upheavals in corporate activity 
and management took place during the years of 
the Second World War and immediately there
after. Pu~lic attention was increasingly attract
ed to the operation of businesses in Company 
form. In the U.K. the Cohen Committee was 
ap.pointed ir. the late 1940s and, based largely. on 
its Report, after an enquiry spread over two 
years, the Companies Act of 1948 eventually 
found its place on the Statute book. In India, a 
si,mil~r awakening·of interest took place and the 
Government successively appointed two eminent 
company lawyers from Bombay and Madras to 
advise on the 'b'road lines on which the Indian 
Companies' Act should be revised. Their views 
were considered departmentally and the Govern
ment's tentative'·.thinking was formulated and 
circulated in, a Memorandum to the general pub
lic f~r .eliciting ?Pinion: . 

Late in 1950, the Bhabha Committee was 
appointed by the Government to go into the entire 
question of the revision of the Indian Companies 
Act, with particular· reference to its bearing on 
the development of Indian trade and industry. 
This Committee reported in March 1952. A Bill 
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based largely on this Report was introduced on 
2nd September 1953, referred to a Joint Select 
Committee in May 1954, reported on by that 
Committee in May 1955 and passed in November 
1955. This was the Corripimies Act of 1956, 
which, as I have said before, came into force on 
1st April 1956. 

In one major respect at least, the Bhabha 
Committee's recommendation was deviated from 
in the Act. The Committee had recommended, 
after mature deliberation, that a statutory autho
rity, at the Centre, to be called "Corporate 
Investment and Administration Commission", 
should be set up under the new Act for adminis
tering the Company La\v as well as for the dis
charge of other related functions. The Act re
sulted instead in a Department of Company Law 
Administration, within the Government, to carry 
out the duties and responsibilities visualised for 
the Statutory authority. The Statement of 
Objects and Reasons stated: "It is, however, pro
posed that the question of conferring statutory 
status on this Organisation if so necessary be 
considered after this Central Organisation has 
been set up and functioned for a reasonable 
period." As we know, not only has the change 
not been effected to date, but the latest Amend
ment Bill proposes abolishing of the Advisory 
Commission set up by section 410 of the Act. 
This is one trend running unmistakeably through 
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most of the recent changes in our Company Law 
-the taking on of more and more powers by 
the Government and doing away with the mode
rating influence of independent expert outside 
bodies. . . 

Even before the voluminous enactment of 
1956 h~d been fully considered, understood, and 
attempted to be worked by business and indus
try the Government appointed what has come to 
be known as the';Sast~i- Committee on 15th May 
1957, to consider· amendments to the Act-(1) 
"in the light of its working" to: (a) overcome 
practical difficulties; ·'(b) remove drafting de
fects.and obscurities; and (c) ensure better ful
filment' 'of the purpoSes underlying the Act; and 
a.lso (2) to consider changes . in its form or 
structure to simplify· the Act. The Committee 
took the view that any·reassessment of the con
siderations· Of -general ·economic or social policy 
on which the Act was 'based was outside the am
bit of its enquiry. In the words of the Com
mittee's Report: "We have tried to plug loop
holes, supply omissions, Cli!rify ambiguities, cor
rect mistakes, re:m'ove inconsistencies, omit un· 
necessary 'or' otiose· provisions and add others 
conducive to the smooth and effective working 
of" 'the A:ct." ,. '-_ 

. The lab~urs of th~ ·sastri Committee result-
r ed in' over 200 ame~4ments ·effected by the Act 

of 1960 out of which mention may be made of 
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the following: (1) By section 43A, newly insert
ed in the principal Act, private companies in 
which one or more bodies corporate held 25% 
or more of the share capital were deemed to be 
public companies. Certain exceptions have been 
provided to the general rule, to which more are 
proposed to be added by the latest Bill, but pre
dictably involving Government approval. (2) 
The numerous provisions of the principal Act 
regarding Managerial Remuneration were sought 
(-though only with partial success-) to be 
made more lucid, and, at the same time, more 
stringent in so far as concerned disclosure of 
perquisites, etc., included in such Remunera
tion. (3) The deduction of Depreciation!Past 
Losses from out of the current year's Profits 
before declaration of Dividend therefrom was 
made compulsory (Section 205). ( 4) Books of 
Accounts were required to be preserved for at 
least eight years and amendments were made as 
regards the form and requirements as to dis
closure in the Annual Accounts (Schedule VI). 
(5) The Board's Report was required to include 
references to post-Balance Sheet date changes 
of material nature and to any capital commit
ments entered into (Section 217). (6) Private 
non-subsidiary, or wholly-owned subsidiar) 
Companies were required to file their Balance 
Sheet and Profit and Loss Account with the 
Registrar of Companies, though the Profit and 
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Loss Account was not open for inspection by 
non-members (Section 220). (7) Provision was 
made for compulsory audit of the accounts main
tained at Branches (Section 228). (8) The 
powers of Inspectors were increased so as to 
make Investigations more effective. ( 9) Disclo
sure of Donations for political purposes in the 
Profit and Loss Account was made compulsory 
(Section 293A). 

The Amendment Act of 1962 introduced sec
tion 293B, with effect from 3rd November 1962, 
and for the duration of the Emergency. to em-

. power Boards of Directors of Companies to con
tribute to the National Defence Fund or other 
Government-approved Funds for the purpose of 
national defence, regardless of the restrictions 
and limits on the Board's powers under the 
existing provisions of sections 293 and 293A, 
but subject to disclosure in the Companies' Pro
fit and Loss Accounts of the amounts so contri
buted during the financial year. This is the sort 
of amendment to which no right-thinking share
holder, who is also a patriot, can raise serious 
objection. 

The same praise can hardly be bestowed on 
some of the changes under the next Amendment 
Act, that of 1963. These may be considered under 
a few broad groups as follows : The first of these 
groups of changes is aimed at strengthening 
Government's powers to interfere and remove 
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Managerial personnel for malpractices, etc. Sec
tions 388 B to E and 635A were newly added, 
and sections 397, 398 and 408 were amended for 
this purpose. In a very lucid article in the "Econo
mic Times," of December 27, 1964, Mr. Matthew 
J. Kust, a good friend of India, has written as 
follows about these provisions: "It appears to 
this observer that one reason for the unsettling 
1964 budget may have been the use of the tax
also the company-laws to accomplish an ulte
rior purpose which was to strike at undue family 
concentration of wealth. Here the unfortunate 
timing of the Bose Report may have unwittingly 
had a damaging effect. Although the Bose 
Report is a compendium of corporate and other 
malpractices by a particular industrial group, 
these acts transpired prior to 1956 and would 
have been mostly illegal under the reformed 
Companies Act of 1956. Yet the impression 
created by the Bose Report, which was nearly 
ten years overdue, was that such corporate mal
practices were still extant. It spurred the 1963 
Companies Amendment Act which added further 
and, perhaps, unnecessary restrictions on com
panies. The new section 388B can only disaffect 
the private sector. Whether it was necessary 
can be seriously questioned. It is interesting to 
note that the Government is proceeding under 
the old sections 397 and 398 in the Bennett
Coleman case and not under the new section 
388B, which would tend to lend credence to the 
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conclusion that sufficient powers already exist
ed prior to December 1963 in the Companies Act 
to deal with corporate malpractices. If so, the 
1963 Amendments appear like a vote of no confi
dence in the private sector." Coming, as they do, 
from a staunch friend of this country, who has 
consistently championed our cause abroad, and 
tried to explain to critics in his country the 
rationale behind, and the reasonableness of, our 
tax and economic laws, controls and restrictions, 
these words are a timely warning of the gravely 
harmful effects on our economy-unintended, no 

. doubt, but not the less damaging therefor-, of 
frequent, hasty and ill-thought-out amendments 
to our basic commercial laws. 

But if this first group of changes under the 
1963 Act appears to Mr. Kust to be "a vote of 
ino confidence' in the private sector", I wonder 
how much more so must seem the totally un
justified and grossly inequitable provisions em
powering the Government, "if in its opinion it 
is necessary in the public interest so to do", to 
unilaterally direct conversion of Loans given by 
Government,-or Debentures issued to Govern
ment,-into capital of the company, "on such 
terms and conditions as appear to that Govern
ment to be reasonable in the circumstances of 
the case". By rejecting the Select Committee's 
recommendation that this power of conversion 
should be available to the Government with re-
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trospective effect only in cases of default by the 
borrowing company, has not Government provi
ded ground for charges of breach of contract, 
and of faith, which do it no good? And for what 
reason has this been done? The Statement of 
Objects and Reasons gives no reason, beyond 
the haughty assertion that "it is considered 
necessary that the Government should have the 
power .... " This is one of the most disturbing 
and dangerous trends becoming increasingly 
more pronounced in the recent past, and also the 
proposed, changes in Company Law. This way, 
looms threateningly, the possibility of subjuga- d 
tion of the individual to the oppressive tyranny , 
of an all-powerful State. 

This same disturbing trend is emphasised 
by yet another group of changes made by the 
1963 Act, empowering the Government, -with
out there having been any proved, or even sus
pected malpractice, - to deprive all Trustees of 
their legal right to vote as shareholders of Com
panies, and to transfer this right to a Public 
Trustee appointed by the Government. Such 
deprivation, without offering any reason, without 
recourse to a Court of Law for justice or redress, 
hardly appears to be a model law for a free and 
democratic society. Is it too late to remind our
selves that bad laws make bad citizens? 

Not only are these provisions (Sections 
153A and 187B) unfair and inequitous, but they 
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are also ambiguous and badly drafted. This will 
be apparent when it is noted that, even before 
the power conferred under section 8 of the 1963 
Act on the Public Trustee came into force on 
1-12-1964, the Government itself has included in 
the Companies (Second Amendment) Bill 1964, 
(introduced in the Lok Sabha on 21st Septem
ber .1964) in Clause 16 a redraft of the language 
of section 153B ( 4), which, in its anxiety to 
gloss over the position, it has referred to in the 
Notes on Clauses as "an explanation" .... which 
.... "makes the position clear." This so-called 
explanation is in reality a substantive amend
ment, because it introduces a yardstick of the 
paid-up value in cases not provided for by the 
previous language employed. Even in making 
this amendment, there seems to have been ~ 
slip, whereby the words "or debentures" appear 
to have been inadvertently left out at the end 
of the sentence. This speaks eloquently for the 
unseeming haste and poor drafting of the recent 
frequent changes in our laws. 

The most recent change already effected in 
the Companies Act, 1956, is the introduction of 
section 635B by the Companies (Amendment) 
Act, 1964, (No. 32 of 1964, which received the 
President's assent 'on 9th October 1964 and was 
gazetted on 12th October 1964), with effect from 
5th July 1964. This section prohibits companie~, 
bodies or persons whose affairs, etc., are being 
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investigated under sections 235, 237, 239, 247, 
248, or 249, or against whom proceedings under 
Chapter IV A of Part VI are pending from dis
charging or punishing employees without prior 
notice to, and, indirectly, consent of the Company 
Law Board. A right of appeal to the Tribunal 
against the Board's decision has been provided 
for. The provision is not to prejudice any other 
law for the time being in force. It is intended to 
protect employees who assist the Government in 
investigation of suspected misdeeds and prose
cution of thle wrong doers, from victimisation 
by their employers. How real this protection 
will prove to be, time will tell in certain specific 
instances which received a certain amount of 
publicity not so very long ago. 

~ The Companies (Second Amendment) Bill, 
1964, may also be considered as it contains 
changes which may be effected into law shortly. 

According to the Statement of Objects and 
Reasons, it would appear that the principal ob
ject of the Bill is to implement the recommenda
tions of the Commission of Inquiry on the ad
ministration of Dalmia-Jain Companies (which 
has popularly come to be referred to as the 
Vivian Bose Commission) and the Daphtary
Sastri Committee, which, at the instance of 
Government, examined the learned Commis
sion's Rep?rt and made some suggestions of its 
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own for amending the Companies Act. "Oppor
tunity is also being taken (i) to strengthen the 
provisions relating to investigation into the 
affairs of companies and to provide for more 
effective audit in dealing with cases of dis
honesty and fraud in the corporate sector, and 
(ii) to simplify some of the procedural require
ments which are at present burdensome to the 
companies without being of corresponding ad
vantage to the Government". 

As regards the principal object of the Biil, 
implementation of the Bose Commission's re
commendations, little remains to be said. I have 
already quoted Mr. Kust's remarks to the 
effect that most of the malpractices referred to 
in the Corn.mission's Report are already guard
ed against adequately under the law as it stands 
today. Even the learned members of the Com
mission themselves, share, and have given ex
pression to, this view. On balance, the need for 
the further amendments proposed appears, to 
say the lesat, hardly imperative. 

The clauses of the Bill aimed at simplify
ing some of the numerous procedural require
ments scattered over the six hundred and odd 
sections of the principal Act are to be indeed 
welcomed, so far as they go. To the vast majo
rity of reasonably-efficiently and honestly 
managed companies, the working of the Act in 
the eight years since its enactment in 1956 has 
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meant a not insignificant incurring of time, 
effort and expense in attempts to comply with 
not only the spirit, but also the letter of the 
various technical requirements of the law. Not 
all company managements shared the Company 
Law Administration's belief that all these 
requirements wer'e really necessary and not 
just a waste of time and scarce managerial re
sources which might otherwise have been em
ployed in more productive pursuits in the inte
rests of the nation's economic development. 
Chambers of Commerce and other spokesmen 
of business and industry in the corporate sector 
had, from time to time, made representations to 
the Authorities regarding the desirability of 
curtailing purely procedural technicalities. The 
Institute of Chartered Accountants of India, too, 
communicated its suggestions for certain 
amendments to the law in this regard. It is 
gratifying to note that a number of our sugg~s
tions have been found reasonable and acceptable 
to the Government, and are sought to be effect
ed by appropriate amendments to the Act. It 
was even more gratifying for me to read in the 
newspapers on Christmas Eve that, in its 8th 
Annual Report, (placed on the table of the 
Rajya Sabha a day earlier) , the "Company Law 
Board has reported a significant shift in its 
policy and procedure" regarding the prosecution 
of companies for "offences of a serious nature", 
and that "the Board is also condoning the small 
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technical offences of the companies and is not: 
proceeding against them, provided such offences 
are rectified ·by ,them on the advice of the 
Regional Directors of the Board". This is an 
overdue change in approach which I had public
ly suggested over fifteen months ago. I trust 
the experience of company managements over 
the last year's working bears out the justifica
tion for the Board's claim. If it does, the Gov
ernment need to be inde.ed congratulated on this. 

It is thos'e provisions of the Bill which at• 
tempt to fulfil the remaining one of the three 
objectives set out in its Statement of Objects 
and Reasons, namely, those aimed at providing 
"for more effective audit in dealing with cases 
of dishonesty and fraud in the corporate sector", 
which will need the closest and most careful 
attention. This was perhaps to have been expect
ed, because it is here that the proposed changes 
attempt to surge forth into fresh fields and 
pastures new, such as have perhaps not been 
essayed by company legislation in most other 
countries, not excluding those reputed to be 
among the most advanced industrially. 

In their pre-occupation with other more 
widely-publicised provisions of the Bill (such as 
those of clause 13 relating to the curbing of the 
abuses inherent in the system of blank transfers, 
clause 43 amending section 309 to bring direc
tors' remuneration for services other than qua 
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director within the purview of the section, and 
clause 46 amending section 370 to make the 
restrictions on inter-company loans even tighter 
than those on such . investments), busi
ness and industry have not found adequate 
time to consider the serious difficulties and 
dangers implied in the proposals affecting 
Accounts and Audit. Clauses 21, 22 and 24 of 
the Bill, amending sections 209 and 227 and 
introducing a new section 233B, are those by 
which company managements, no less than 
Auditors, are likely to be most affected in their 
daily work. 

"The proposed section 227 (1A) contains 
certain clauses, the drafting of which could have 
been considerably improved, and the precise 
implication whereof is far from clear. Clause 
(b) is possibly the worst offender in both re
gards. This clause requires every auditor of a 
company to inquire "whether transactions of the 
company which are represented merely by book 
entries conform to normal business practices 
accepted ·by established principles of account
ancy". This provision seems to be the product 
of considerably confused thinking. 

I am particularly unhappy about the refer
ence to "transactions of the Company which are 
represented merely by book entries." One can 
understand \vhat is intended to be conveyed by 
this expression. It is the sort of cases cited by 
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the Bose Commission, where large amounts 
were simultaneously shown in the books of 
account as received and paid in cash, and shares 
allotted "for cash consideration", whereas, in 
fact, there was neither a receipt nor a payment 
of the amount. In those cases, it will be appre
ciated, there never was in fact any transq,ction 
of the company, but only a fraudulent entry in 
the books of accounts as if such a transaction 
had actually taken place. However, in- the first 
place it is not at all clear as to precisely how 
the Courts will interpret the words: "transac
tions represented merely by book entries." The 
transactions of a company are matters of fact. 
Either a particular transaction does take place, 
or it does not. The purpose of all "book entries" 
is to record correctly in the books · of account, 
in monetary terms, such transactions as do· in 
fact take place. If book entries are made pur
porting to record transactions which in fact 
never took place, accounts built up from such 
entries could never disClose a true and fair view 
of the company's affairs, as the law requires 
them to do. It will be readily conceded that, if 
the auditor deliberately refrains from reporting 
on entries in the books of accounts which pur
port to record material transactions of the com~ 
pany which, to the auditor's knowledge, never 
in fact took place, he would be clearly at fault, 
having failed in his duties under the law, even 
as it is today. Therefore, it would seem altoge-
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ther unnecessary to insert Clause (b) solely to 
make an auditor inquire into such cases, be
cause there is no doubt that he is already requi
red to do so. The words "transactions which are 
represented merely by book entries" have been 
used by the learned draftsmen of the Daphtary
Sastri Report. However, with respect to these 
eminent persons it is to be pointed out that, if 
an opportunity is given to them to reconsider 
this matter in the light of the observations in 
the Institute's Memorandum and the foregoing 
remarks, they would be frank enough to admit 
that they had not intended this expression to 
be adopted verbatim into the statute. 

In the second place, "established principles 
of accountancy" lay down the correct "book 
entries" for specific classes of transactions. 
These principles do not, and cannot, "accept" 
01 reject what are in fact the transactions of a 
company, irrespective of whether these transac
tions do, or do not, conform to what has been 
referred to as "normal business practices". 
Established principles of accountancy afford 
guide-lines for truly recording all business tran
sactions, normal or abnormal, prudent and pro
per or otherwise. Therefore, it is difficult to 
appreciate how the question of normal busi
ness practices being "accepted" or "not accepted" 
"by established principles of accountancy" can 
arise. 
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After considerable thought on this point, I 
have come to the conclusion that what is intend
ed to be conveyed in Clause (b) is that the 
auditor should inquire, in the case of transac
tic-ns of the company for which the main evi
dence is merely the entry recording the trans
action in the books of account, whether such 
transactions had in fact taken place, and further 
whether such entry is in accordance with 
accepted principles of accountancy. 

One of the most objectionable provisiOns 
of the Bill, - possibly the single most objection
able proposal in principle - is that in Clause 
22 (b), seeking to insert a new sub-section 
(4A) in section 227. This would empower the 
Government to direct, by general or special 
orders, that, in specified cases, the auditor's 
report should contain a statement on such 
matters as the Government may choose to spe
cify in each case. I consider this power not only, 
in effect, an unnecessary duplication of existing 
similar powers to direct a special audit under 
section 233A, but, more important, an indefen
sibly excessive delegation of authority to the 
Executive on matters which should be fully and 
clearly spelt out in the statute itself. 

It will be noted with regret by Chartered 
Accountants, no less than by the general public, 
that two groups of amendments which had been 
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suggested by the Institute are conspicuous by 
their total omission from the Bill. Of these, 
the first group sought to rectify shortcomings 
in Accounting matters noticed in the Act. 
Amendments to sections 211 and 350 and to 
Schedule VI had been suggested for this pur
pose. 

The second group of suggested amendments 
had sought to correct somewhat the existing 
position, whereby adequate differentiation is 
not made, either in the statute, or in its admi
nistration, between the scope and extent of the 
regulatory provisions applicable, on the one 
hand, to companies in which the public has a 
substantial interest, and, on the other, to non
subsidiary private companies, most of which are 
small "family" concerns, where no question of 
the public interest arises. Exemption of the 
latter category of companies from some of the 
numerous procedural provisions at present 
applicable as much to them as to public compa
nies had been urged by the Institute, with a 
view to encouraging the growing new class of 
small-scale entrepreneurs to adopt the corporate 
form of business organisation for their ven
tures. Thus, for example, it had been suggested 
that sections 292, 297, 301 and particularly 
section 314, should not apply to private, non
subsidiary companies. Not only does the Bill 
omit to provide for this, but an added require-
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ment has been imposed-possibly inadvertently
by the proposed amendment of section 370' by 
clause 46. Th~ Vivian Bose Commission had 
suggested that 'inter-company loans should be 
made subject to the same restrictions at pre
sent applicable to inter-company investments 
and contaii).ed in section 372. While clause 46 
seeks to amend section 370 accordingly, in fact 
the draft amendment makes the position much 
more stringent in the case of loans than for 
investments. This is because no parallel has 
been provided in section 370 for the exemptions 
to section 372 specified in sub-section (14) of 
that section. Since this apparently never was 
the intention, it has been suggested that provi
sion for similar exemptions be inserted in sec
tion 370. The deletion of the words "or an 
advance" appearing in section 370(3) has also 
been recommended, so as not to unduly restrict 
trade advances,. e.g., to suppliers again.st orders, 
which are commonly required to be made in the 
course of norma.l business activities. 

The ideas underlying · this review of the 
trend of recent changes in Company Law 
affecting . Business and Industry may be 
summed up in the words .of the Jenkins Com
mittee's.. ~eport thus: r 

"It is no dou,bt necessary for the protection 
of sharehqlders, creditors and intending inves
tors that the activities of companies and those 
responsible for their management should be 
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subject to a considerable degree of statutory 
regulation and control. But controls and regu
ldions carried to excess may defeat their own 
object; and we share the views expressed by 
the Greene and Cohen Committees as to the 
undesirability of imposing restrictions which 
would seriously hamper the activities of honest 
men in order to defeat an occasional wrong
doer, and the importance of not placing unrea
sonable fetters upon business which is conduct
ed in an efficient and honest manner. 

"Accordingly, in our consideration of pro
posals to impose further statutory restrictions 
and requirements on companies or their direc
tors, we have asked ourselves whether the new 
restriction or duty proposed would, if it was 
made law, improve to an extent worthy of 
legis];ation the position of the investors or cre
ditors it was designed to protect; and if so 
whether its implementation would to any signi
ficant extent hamper or impede the company in 
the efficient conduct of its legitimate business, 
thus perhaps operating to the detriment of 
those very persons." And again - "The risk 
(which must not! be exaggerated) that dishonest 
directors may abuse the trust reposed in them 
must be accepted if business is to go on." 

This is the spirit in which changes in our 
Company Law should,-but I regret have not
been considered and effected. 
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It has been said that Darwin taught us 
that evolution is the best kind of change to 
breed stayers. What we need more than leaders 
are followers who know where they ought to 
be led. The followers must be convinced the 
trip is worth all the fuss and bother. "Far more 
dangerous than fanatical leaders, are r-abid fol
lowers who put all their faith in a leader, be
c:mse they have so little faith in themselves." 



62 

RECENT TRENDS IN LEGISLATION 

PERTAINING TO 

FOREIGN EXCHANGE 

S. R. Vakil* 

"Now as always, noble and eager schemers for the 
reorganisation of society have painted beautiful pictures 
of life as it might be under institutions which their 
imagination constructs easily. But it is an irresponsible 
imagination in that it proceeds on the supposed assump
tion that human nature will, under the new institutions, 
quicWy undergo changes such as cannot rea.<;onably be 
expected in the course of century, even under favourable 
conditions. If human nature could thus be ideally traml
formed, economic chivalry would dominate life." 

Marshall-"Principles of Economics," VI, iXill 15. 

The Attorney-General of India, Mr. C. K. Daph
tary, whilst addressing a meeting of lawyers 
in Bombay, under the auspices of Western India 
Advocates Association on 17th June, 1965, 
observed that law in India was developing with
out real planning, that laws were being made 
as whims struck Ministers and not as part of 
a co-ordinated system .... The Legislatures had 
become law factories. Laws were made and 
made and made. They were developing like 
cities of Delhi or Bombay where localities 

* The author is an eminent solicitor, who has specialised, 
among other subjects, in foreign exchange laws. 
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sprang up without roads or other conveniences 
and buildings rose to 20 floors without much 
space in between! 

Acquisition of Foreign Exchange: 

No remarks would apply more aptly than 
the above to the recent trend of amendments in 
the law relating to Foreign Exchange and Cus
toms. The Foreign Exchange Regulation Act, an 
emergency measure of 194 7, has been amended 
and amended and amended, the latest by the 
Central Act LV of 1964 which came into force 
on 1st April, 1965. The Government, not being 
content with these amendments, had to invoke 
the assistance of the Defence of India Rules in 
between. Rule 132A of the said Rules came 
into effect on 21st January, 1964, which prohi
bited acquisition of foreign exchange in any 
manner except through an authorised dealer. 
The acquisition of foreign exchange whatever 
the manner of acquisition, whether by way of 
inheritance, settlement, gift or remuneration for 
services rendered, scholarship or stipend from a 
Charitable Trust, was prohibited by the said 
Rule since 21st January, 1964. If any profes~ 
·sional man accepted foreign exchange for ser
vices rendered from a non-resident client, he 
contravened the provisions of the said Rule. 

The Government realising, but refusing to 
admit, as usual, the utter absurdity of such a 
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prohibition, which ex facie violated the funda
mental rights guaranteed under Article 19 of 
the Constitution, made a half-hearted attempt 
to incorporate similar provisions in section 4 of 
the Foreign Exchange Regulation Act by prohi
biting acquisition :of foreign exchange in any 
manner except from an authorised dealer. The 
amendment effected by the substantive provi
sion of the section has, however, been nullified 
by an exemption issued by the Reserve Bank of 
India. 

The Reserve Bank of India realised that 
such prohibition far from doing any good to the 
country or its citizens, would act as a deterrent 
to the legitimate earning of foreign exchange. 
It has, therefore, issued a notification on 1st 
April, 1965, being the date on which the Act 
came into force exempting acquisition of for
eign exchange from certain sources. This noti
fication supersedes the provisions of Rule 132A 
of the Defence of India Rules. Rule 132A as it 
stood was clearly violative of the fundamental 
rights guaranteed under Article 19 of the Con
stitution being an unreasonable restriction "to 
acquisition holding or disposal of property"-a 
restriction neither in the interest of the Govern
ment nor the citizens. 

Under the notification general permission 
is granted for acquisition of foreign exchange 
by way of-
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(1) Scholarship or stipend, from a Charit
able trust or educational institution, 
foundation or from a foreign Govern
ment; 

provided the recipient makes a report 
within 30 days of acquisition of such 
foreign exchange. 

(2) (i-) remuneration for services rendered 
whether in or outside India; 

(ii) income on assets held outside 
India; 

(iii) settlement of any lawful obliga
tion; or 

(iv) inheritance settlement or gift: 
provided the amount so acquired 
is surrendered within 30 days 
of its receipt to an authorised 
dealer against payment in rupees. 
This obligation, however, is relax
ed in case of persons resident out
side India to the extent of foreign 
exchange owned by them when 
they cease to be persons resident 
outside India. 

Prior to 1st April, 1965, under the Foreign 
Exchange Regulation Act (apart from the res
trictions imposed by the ·Defence of India Rule 
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132A), the only prohibitions in respect of deal
ings in foreign exchange were (a) buying; (b) 
borrowing; (c) selling; (d) lending or (e) ex
changing with a person other than an authori
sed dealer. On 'a careful consideration 10f the 
notification, it would appear that the restric
tions imposed by the amendment of the Section 
are set at nought by the Reserve Bank notifica
tion. It is difficult to conceive of any legitimate 
modes of acquisition of foreign exchange other 
than those set out in the notification. 

This notification, inter alia, permits acqui
sition of foreign exchange by way of remunera
tion for services rendered outside India., provi
ded that, such foreign exchange is offered or 
caused to be offered for sale to an authorised 
dealer against payment in rupees within 30 
days of its receipt. Section 5 (2) of the Act spe
cifically provides that nothing in sub-section 
(1) thereof shall render unlawful, the making 
oi any payment, out of foreign exchange earn
erl by way of salary or other payment for ser
vices, not arising from business in or anything 
done while in India. Under section 5 (2) of the 
Act, therefore, it is in order for any person to 
make payment to any person resident outside 
India, out of foreign exchange received by way 
of salary or remuneration for services rendered 
outside India, e.g. payment of hotel bills abroad, 
or payment to any non-resident abroad for ser-
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vices rendered, or payment for purchase of any 
articles. 

The notification issued under section 4 of 
the Act is, to the extent that it imposes an 
obligation to surrender the entire foreign ex
change earned outside India, by a person resi
dent in India, whilst he may be temporarily 
abroad, is clearly inconsistent with the express 
provisions of section 5(2) of the Act. Notwith
standing the PI'OVisions . of the notification, it 
will be lawful for any person resident in India 
receiving remuneration for services rendered 
outside India, whilst temporarily abroad, tu 
make any payment out of such foreign exchange 
to any person resident outside India and the 
obligation to surren'der or offer for sale shall 
only be restricted to the balance left in his 
hands when he returns to India. 

The gravamen of the notification is that it 
casts an obligation to sell or cause to be offered 
for sale foreign exchange earned by you within 
30 days after receipt; which foreign exchange 
is not restricted to any country, whether it is 
a freely convertible currency allowing such re
patriation or a dictatorially controlled currency 
where for an attempt to repatriate death is de
creed. The notification issued under section 4, 
the substantive provisions of section 5 {2) and 
the notification issued under section 9 of the 
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Act, provide a glorious example of experimen
tal legislation "full of sound and fury" introdu
ced in "vacant or in pensive mood". They exhi
bit callous disregard to consistency and reflect 
total misapplication and supreme indifference 
of the minds of the draftsmen and legislators 
who seem to be under the impression that they 
are governing a flock of forty crores of bleating 
sheep and not human beings. The Attorney
General has rightly observed "we have lost ini
tiative and adopted the attitude of looking to 
the Government to do everything for us." 

Emigration facilities 

The next aspect which I shall deal with is 
grant of emigration faciliti~s. 

Prior to 1st July, 1957, Indian nationals 
(including persons domiciled in India) emigra
ting to a Sterling Area country were allowed 
to transfer their assets in full at the time of 
emigration. After 1st July, 1957, upto 12th 
March, 1960, Indian nationals emigrating to 
Sterling Area countries were only allowed to 
transfer a sum not exceeding Rs. 2,00,0001- in 
the case of each family at the time of their 
departure. The remaining assets were to be held 
in India but remittance of income on such as
sets was allowed in full. 

On 12th March, 1960, the Reserve Bank of 
India reduced the limit of the transfer of capi-
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tal assets to Rs. 50,0001- and with immediate 
effect from the said date Indian nationals in
cluding persons domiciled in India who wished. 
to emigrate to any country outside India were 
allowed to transfer a sum not exceeding. 
Rs. 50,0001- in the case of each family at the time 
of their departure. Any assets remaining in 
India in excess of Rs. 50,0001- were blocked and 
remittance of income on such assets was allowed 
in full but no further transfer of capital was 
permitted. As from the said date, viz. 12th 
March, 1960, accounts of Indian nationals inclu
ding persons domiciled in India who had al
ready migrated from India were blocked-even 
if the actual amount transferred by such emig
rants was less than the emigration quota of 
Rs. 50,0001-. 

By a circular dated 3rd October, 1962, the, 
Reserve Bank of India intimated authorised 
dealers that all emigration facilities granted up 
to the said date to Indian nationals including 
persons domiciled in India were withdrawn "at 
present". 

The position today is that no emigration 
facilities are available to anyone who wishes to 
emigrate. The Reserve Bank will not allow 
transfer of capital or transfer of income if any
one chooses to emigrate. Obviously, circum
stances prevailing in the country have proved 
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too adverse for emigration concessions to re
main in force. Bad internal administration, 
severe inflation within the country and large
scale surreptitious smuggling of gold, wrist 
watches and other articles of luxury have denu
ded it of external resources, with the result that 
the country can hardly find sufficient foreign 
exchange with which to pay fOJ! its minimum 
essential purchases abroad and is quite unable 
to find foreign currency required to meet finan
cial remittances for emigration. 

Gold Control 

The next aspect which I propose to touch is 
gold control. Whilst the Foreign Exchange Re
gulation Act prohibits import of gold in any form 
in India (except to a limited extent in respect 
of jewellery made wholly or mainly of gold), 
the Gold Control Order prohibits possession of 
gold in any form other than jewellery unless it 
is declared before the appropriate authorities. 

The net effect of the Gold Control Rules has 
been: 

(a) steady increase in surreptitious smug
gling of gold throughout the length 
and breadth of the country; 

(b) continuous unemployment of artisans 
and goldsmiths ; 
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(c) diversion of black market money which 
was invested in gold to real properties 
with unprecedented rise of prices in 
lands throughout the country; 

(d) unheard of black market in lands and 
commodities particularly in big cities 
like Bombay, Calcutta, Delhi and other 
commercial centres; 

(e) steady fall of rupee and rise in value of 
foreign currency in black market; 

(f) flight of capital from India to other 
countries like Switzerland; 

(g) destruction of rural credit; 

(h) creation of a new bureaucracy, new 
forms of corruption and new expendi
ture, and loss to the public exchequer 
revenue, lakhs of rupees in the way of 
sales tax and income-tax which would 
have come to the country from the earn
ings of ho~est goldsmiths and gold 
dealers of this country. 

The experiment has been a dismal failure 
but the Government will never admit its failure. 
The economy of the country has been dwindling 
to such an extent that a parallel Government in 
cash dealing which is a real jeopardy to the 
country is gathering momentum. A new wave 
of rising prices has swept over India where the 
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Honourable the then Union Finance Minister ex
pected hopeful return to currency stability. 
Under the impact of so-called prosperity, wages 
have increased and taxes have risen as also prices 
of all products and the purchasing power of the 
Indian Rupee has been coldly reduced. The 
mournful truth (which will never be confessed 
by the Government) remains that gold continues 
to be smuggled into India on an unprecedented 
scale - most of the smuggling being conducted 
under the barter system, in exchange for supply 
of commodities like opium, cloth, tea, kirana and 
Indian coins of the denominations of 50 Paise and 
25 Paise. 

The price of a gold Sovereign today is Rs. 
100[-. Correspondingly, the Sterling is quoted at 
Rs. 25 and USA dollar at Rs. 9.25P. What good 
gold control has achieved lies hidden in official 
pigeonholes and confidential portfolios of the Gov
ernment of India. The experiment has proved a 
miserable failure in the context of the country's 
economy and peoples' outlook towards the yellow 
metal, where hoarding thereof is personal and 
traditional and the illiterate as well as the edu
cated desire to have an insurance against 
national currency failing. 

Holding of Foreign Exchange 

The next aspect which I propose to deal with 
is the aspect relating to restrictions in respect of 
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holding of foreign exchange by Indian Nationals. 
There are three distinct landmarks: 

(i) 25th March, 1947, to 25th September, 
1958: Under Notification No. 12(13)F1[47 dated 
25th March, 1947, the only obligation which was 
cast upon a person was to surrender the currency 
of the United States of America and Philippine 
Islands of which a person was or became owner 
to authorised dealers specified in the Notification 
No. FERA[10[47-RB of even date. The notifica
tion was limited in its operation so far as cur
rency was concerned, viz., it only applied to the 
currencies of the United States of America and 
the Philippines, i.e., dollar balances. There wa:s 
no obligation cast upon any one to surrender for
eign exchange of any other country acquired in 
any manner until the promulgation of the noti
fication dated 25th September, 1958, with the re
sult that between 25th March, 1947, and 25th 
September, 1958, it was perfectly legitimate for 
anyone to utilise foreign exchange, other than 
U.S. Dollars, acquired by him in any manner he 
pleased. 

(ii) 25th September, 1958, to 6th April, 
1960: Under the Notification dated 25th Septem
ber, 1958, as originally enacted, it was obligatory 
upon all persons who became owners of foreign 
exchange or who owned foreign exchange, of the 
categories specified in the Schedule, to surrender 
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the same within one month. Under the 4th pro
vision to the said notification, however, "any sum 
held in an account expressed in pounds sterling 
provided that such account was in existence prior 
to 8th July, 1947" was exempted. What was ex
empted under the said notification was any 
amount provided the account was in existence 
prior to 8th 'July, 1947, viz., a pre-zero account. 
Since the said notification exempted an account, 
and not any particular amount, the Reserve Bank 
of India realised that the notification was likely 
to be abused by people who had pre-zero accounts. 

(iii) 6th April, 1960 to date: On 6th April, 
1960, the aforesaid exemption was modified so as 
to exempt only "any sum held as on 8th July, 
1947, in an account expressed in pounds sterling 
and existence prior to that date". The effect of 
the amendment is, therefore, to modify or re
strict the exemption to the extent e-f the amount 
held as on 8th July, 1947. What is exempted now 
is the amount held on 8th July, 1947, as distinct 
from what was originally exempted, viz., the 
account. 

I shall now deal with the mode of enforce
ment of Exchange Control laws. For the purpose 
of gathering facts, power is conferred upon the 
Government and the Reserve Bank of India to 
issue Directives. The substantive provisions are 
contained in section 19 {2) of the Foreign Ex-
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change Regulation Act. If the Central Govern
ment or the Reserve Bank of India consider it 
necessary or expedient to obtain and examine 
any information, book or other document either 
in possession of a person, or in the opinion of 
the Central Government or the Reserve Bank it 
is possible for such person to obtain and furnish, 
the Central Government. or the Reserve Bank of 
In~ia may, by 8:n order, in writing, require such 
person to furnish, or obtain and furnish, to the 
Central Government or to the Reserve Bank or 
any person specified in the order, such informa
tion, book or other document. It is to be remem
bered' that· the Central Government or the Re
serve Bank can, not only call upon a person to 
furnish information, book or document in his 
possession, but also call upon him to obtain and 
furnish information, book or other document if 
they are of opinion that it is possible for such 
person to obtain and furnish the same. A person 
upon whom a valid order or direction under this 
section is issued is obliged to comply with the 
same and on his failure to comply, he will be 
liable to be prosecuted and punished under sec
tion 23 (1A) of the Act, the punishment being 
imprisonJl1ent for two years or unlimited fine or 
?oth. Prior tR. ~~t ,APfil, 1965, if a J?erl?on failed 
!o comply w~th. an ord~r pr direction issued under 

' ' . t(. •' .• 1 . .. 
section 19(~),,, the ~a~i:rp.um punishment was a 
fine of Rs'. '2,0001- after prosecution. · 
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Does Section 19 (2) offend the provisions of 
Article 20 ( 3) of the Constitution? 

Article 20 (3) of the Constitution provides 
that no person accused of any offence shall be 
compelled to be a witness against himself. The 
question which would require serious considera
tion is whether the provisions of section 19 (2) 
amount to testimonial compulsion by a person 
accused of an offence. This section may be in
voked at any of the following six stages: 

(a) prior to investigation of an alleged 
offence; 

(b) in the course of investigation of an 
alleged offence; 

(c) after the issue of a search warrant 
under section 19D; 

(d) after the search of a person suspected 
of an offence under section 19A; 

(e) at any stage after such search warrant 
or arrest before preferring a charge in 
a Court of Law or issue of a notice pro
posing to adopt adjudication pro
ceedings; 
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(f) after a person is arrested under Section 
19J. 

It would appear that once an accusation is 
preferred against a person in a Court of Law or 
otherwise or adjudication proceedings against 
him commence, Article 20 ( 3) of the Constitution 
would apply and the provisions of Section 19 (2) 
of the Act seeking compulsory production of do
cuments or in~ormation from such person would 
be violative . of the rights guaranteed under the 
Constitution inasmuch as enforcement of . any 
direction or order under the circumstances would 
tantamount to testimonial compulsion. * 

Enforcement Officers 

The next aspect which I propose to deal with 
pertains to conferment of police powers upon 
Enforcement OffiGers. 

The Amendment Act of 1964 has conferred 
police powers upon Enforcement Officers. By 
putting the Enforcement Officers practically on 
the same level as police officers for enforcement 
of the provisions of the Act, one more Police 
Establishment has been added to the already 

• The above :view is now fortified by the Judgement of the 
Supreme Court reported in AIR 1965, S. C. (August Issue) 
page 125. 
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existing State Police, Special Police Establish
ment, Central Investigation Bureau, Customs, 
Central Excise, Income-tax and Sales-tax. Here 
also the draftsman blindly copied the provisions 
of the Customs Act without realising that some 
of such powers were already in existence. The 
changing pattern is a vivid reminder of the im
mortal words of Nigeria's President Nnamali: 
"If independence means substitution of indigen
ous tyranny for alien rule, then those who strug
gled for independence have not only desecrated 
the cause of freedom but have betrayed their 
people". 

The Supreme Court, by a majority judgment 
(Kapoor and Raghubar Dayal, J. J. Subbarao J. 
dissenting) held that a Customs Officer was not 
primarily concerned with the detection and 
punishment of crimes committed by a person but 
was mainly interested in the d'etection and pre
vention of smuggling of goods and safeguarding 
the recovery of customs duties. He was more 
concerned with the goods and customs duty than 
with the offender. They further held that the 
duties of Customs Officers were very much dif
ferent from those of Police Officers and their 
possessing certain powers which may have simi
larity with those of Police Officers, for the pur
pose of detecting smuggling of goods and persons 



Foreign Exchange 79 

responsible for it would not make them Police 
Officers merely because similar powers in regard 
to detection of infractions of Customs Laws have 
been conferred on Officers of Customs Depart· 
ment as are conferred on Officers of Police and 

, that a statement made before a Customs Officer 
was not a statement made before a Police Officer 
within the meaning of Section 25 of the Evid
ence Act. 

Mr. Justice Subba Rao in a dissenting judg
ment, however, held that the reasoning which 
excluded the one from evidence would apply 
equally to the other, if both statements are made 
under similar circumstances. After analysing 
the various provisions of the Sea Customs Act, 
Mr. Justice Subba Rao came to the conclusion 
that a Customs Officer was a Police Officer qua 
his police functions and that a confession made 
to him could not be proved against a person 
accused of an offence. This judgment was follow
ed in Soni Vallabhdas v. Assistant Collector of 
Customs, 1965, 1 S.C. J. p. 208. 

The question again arose in the Supreme 
Court in Rajaram Jeswal v. State of Bihar (A.I.R. 
1964 Supreme Court, page 828) whether an In
spector or Sub-Inspector of Excise empowered to 
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investigate any offence punishable under the 
Bihar and Orissa Excise Act was a Police Officer. 
Mr. Justice Subba Rao and Mr. Justice Mudhol
kar by a majority judgment came to the conclu
sion that since powers of investigating into 
offences which a Police Officer enjoys are con
ferred upon Inspectors and Sub-Inspectors of Ex
cise by the Bihar and Orissa Excise Act, they 
were Police Officers and any statement made be
fore such an Officer was inadmissible in evidence. 
Their Lordships further held that it is the power 
of investigation which establishes a direct rela
tionship with the prohibition enacted in section 
25 of the Evidence Act. This judgment was de
livered on 4th April, 1963. Unfortunately, the 
fact that the Sea Customs Act, 1878, was repeal
ed by the Customs Act, 1962, and was no longer 
in force and the new Customs Act, 1962, had 
come into force on the 1st February, 1963, was 
not brought to the notice of the Learned Judges, 
the Act having received the assent of the Presi
dent as far back as 13th December 1962. The 
Learned Judges further held that unlike the Cus
toms Officer under the Sea Customs Act on whom 
powers of a limited character which were analog
ous to those conferred upon Police Officers, 
powers conferred on an Excise Officer were wider. 
The reasoning of the Learned Judges is that the 
existence of the power to grant bail in an officer
in-charge of a Police Station itself enables him to 
exercise authority over the arrested person and 



Foreign Exchange 81 

influences his conduct if he so wishes. Their 
Lordships further held that the Customs Officer 
had power to seize anything liable to confiscation 
but was liable on demand of the person in charge' 
of the thing so seized to give him a statement ih 
writing of the reason for such seizure. .On a con
Sideration of the above provisions, Their Lord• 
ships came to the conclusion that the powers o:li 
investigation into offences which a Police Officer 
enjoys were not conferred upon a Customs 
Officer. 

As stated above, it was unfortunate that the 
fact that the new Customs Act was already in 
force was not brought to the notice of the Learn
ed Judges or probably when the matter was 
argued, the Act was not in force. The New Cus
toms Act confers upon a Customs Officer the 
power of arrest under section 104 ( 1) and under 
section 104(3) an Officer of Customs who has 
arrested a person, he shall for the purpose of re
leasing such person on bail or otherwise have the 
same powers and be subject to the same provi
sions as the officer-in-charge of a Police Station 
has, and is ·Subject to, under the Code of Crimi-; 
nal Procedure, 1898. Moreover, under section 110 
of the new Customs Act, there is no obligation 
upon the Officer to give reasons for seizure. : 

If, therefore, the test laid down by the Sup
reme Court. in Rajaram's case applies, there,is 



82 S. R. Vakil 

no doubt that Customs Officers under the new 
Act are Police Officers and any statement made 
to them would be hit by section 25 of the Evid
ence Act as statements made to Police Officers. 

Applying the aforesaid test, the powers con
ferred upon an Enforcement Officer under the 
Foreign Exchange Regulation Act are: 

(a) power to search suspected persons 
(Section 19A); 

(b) power to arrest a person (Section 19B), 
clause (1} ; 

(c) power to release on bail or otherwise 
subject to the same powers as an officer
in-charge of a Police Station under the 
Code of Criminal Procedure [Section 
19B(3)]; 

(d) power to stop and search conveyances 
(19C); 

(e) power to search premises ( 19D) . 

On a proper consideration of the aforesaid 
provisions, as well as powers conferred upon 
Officers of Enforcement under the Defence of 
India Rules, there is no doubt that the position of 
an Enforcement Officer so far as offences under 
the Foreign Exchange Regulation Act are con
cerned, is not different from that of an officer in 

, charge of a Police Station. As regards these 
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offences, there is no distinction in the nature of 
the powers he exercises and those which a Police 
Officer exercises in relation to offences which it 
is his duty to prevent and bring to light. It 
would, therefore, be logical to hold that a con
fession recorded by an Enforcement Officer dur
ing an investigation into an exchange control 
offence cannot reasonably be regarded as any
thing different from a confession to a Police 
Officer, for, in conducting investigations, he exer
cises all the powers of the Police Officer including 
a power to arrest and release him on bail. The 
Enforcement Officer is subject to the same provi
sions as the Officer in charge of a Police Station 
is and is subject to the provisions of the Code of 
Criminal Procedure, 1898, even though he does 
not belong to the police force constituted under 
the Police Act. The test would be whether the 
po,wers which are conferred are such as would 
tend to facilitate the obtaining by him of a con
fession from a suspect or a delinquent. If they 
do, then it is unnecessary to consider the domi
nant purpose for which he is appointed or the 
question as to what other powers he enjoys. 

, On a proper appreciation of the relevant pro
visions of the amended Act, it will be difficult 
for a court to hbld that an Enforcement Officer 
is n?t a Police Officer within the meaning of that 
term as used in section 25 of the Evidence Act 



84 S. R. Vakil 

and any confession made to him should be con
s~dered inadmissible in evidence. 

Penalties for o !fences 

The next aspect to be noticed pertains to 
penalties for offences. The Amendment Acts of 
i957 and 1964 effect radical changes relating to 
procedure for adjudication and penalty. Prior to 
the amendments any contravention of the provi
sions of the Act, rules or directions attracted a 
prosecution and the maximum punishment was 
two years' imprisonment and unlimited fine. The 
result of the amendments is: 

(a) In cases of contraventions of provisions 
of sections 4, 5, 9, 10, 12 (2), 17, 18A, 
18B or any rules, notifications or direc
tions made thereunder, adjudication pro
ceedings can be held by the Director of 

· • · · Enforcement resulting in penalty to the 
extent of three times the value of the 
foreign exchange in respect of which 
the contravention has taken place or 
Rs. 5,000J- whichever is more as may be 
adjudged by the Director of Enforce
ment. 

(b) Alternatively, a discretion is vested in 
the Director of Enforcement to file a 
complaint in a Court having jurisdiction. 

(c) In the event of failure of payment of 
the penalty which may be imposed, 
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under section 23F, a complaint can be 
filed to the Court having jurisdiction 
and the defaulting party convicted and 
sentenced to two years' imprisonment 
or fille or both. It is curious that the 
Act prescribes no mode for recovery of 

. penalty that may be adjudicated by the 
Director of Enforcement. A provision 
analogous to section 142 of the Customs 
Act ought to have been introduced in the 
Act. 

(d) In cases of contravention of any of the 
provisions of the Act, rule, direction or 
order other than those referred to above, 
the party can be prosecuted and punish
ed after a complaint is filed in an appro
priate Court having jurisdiction in the 
matter. 

Unfettered discretion is vested in the Direc
tor of Enforcement to decide at any stage of the 
proceedings to stop the adjudication and refer 
the matter to a Court of Law. 

The question then is: Does the amended 
section violate the provisions of Article 14 of 
the Constitution? There were two possible views 
on this aspect before the judgment of the Sup
reme Court in Shanti Prasad Jain's case. 

The first view: The section violates the pro
visions of Article 14: It appears that naked 
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arbitrary and unfettered discretion is vested in 
the Government and the Director of Enforcement 
to decide as to which cases would be adjudicated 
upon and which cases would be referred to a 
Court of Law. At any such stage, the Director 
has a right to stop adjudication proceedings and 
refer the matter to a Court of Law. He is not 
bound to record any reasons for a reference and 
he has authority to pass a peremptory order 
stopping adjudication proceedings without any 
warning. After all, for whose benefit was the 
Constitution enacted? What was the point of 
making all this pother about fundamental rights? 
A constitution is not for the exclusive benefit of 
the Government and States. It is not only for 
lawyers and politicians and officials and those 
highly placed but it also exists for the common 
man, for the poor and the humble, for those who 
have business at stake, for the "butcher, the 
baker and the candlestick maker". It lays down 
for this land a rule of law as understood in the 
free democracies of the world. The heart and 
core of a democracy lies in the judicial process 
and that means independent and fearless judges, 
free from executive control, brought up in judi
cial traditions and trained to judicial ways of 
working and thinking. The main bulwarks of 
liberty and freedom lie there and it is clear that 
uncontrolled powers of discrimination in matters 
that seriously affect the life and properties of 
people cannot be left to executive or quasi-execu-
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tive bodies even if they exercise quasi-judicial 
functions because they are then invested with an 
authority that even Parliament does not poss~ss. 
In a democracy functioning under the Rule of 
Law, it is not enough to do justice or to do the 
right thing; justice must be· seen to be done 
and a satisfaction and sense of security en
gendered in the minds of the people at large 'in 
place of a vague uneasiness that Star Chambers 
are arising in this land - (A. I. R. 1956 Supreme 
Court, pages 485, 486). 

The second view: The amendment does not 
violate· the provisions of Article 14: The pro vi
sions of Section 23 no doubt confer an absolute 
and unfettered right on the Government and the 
Director of Enforcement to decide whether a par
ticular case should be adjudicated upon depart
mentally or should go to a Court of Law. At a,ny 
stage of the inquiry after the adjudication pro
ceedings start, the Director of Enforcement has 
an authority to make a complaint in writing to 
the Court if he is of opinion that having regard 
to all the circumstances of the case, the penalty 
which he is empowered to impose would not be 
adequate. If an executive authority or a quasi
judicial authority were to be given the right to 
determine these matters to their subjective satis
faction, a serious doubt arises whether there is 
any meaning of the fundamental rights, for the 
Courts would then be powerless to interfere and 
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determine whether those rights have been in
fringed. It is arguable that the section is not 
violative of Article 14 of the Constitution. If there 
is any a.buse of power, it can be remedied by ap
propriate action either under Article 226 or under 
Article 32 of the Constitution and what can be 
struck down is not the provisions in section 23 of 
the Act but the order passed thereunder which 
may be mala fide or violative of these fundamen
tal rights. It may be argued that though dis
cretionary powers have been given to the Gov
ernment and the Director of Enforce
ment, nevertheless they have to be exercised in a 
manner which is not discriminatory. No rules 
or directions having been laid down in regard to 
the exercise of that power in particular cases, the 
Government and the Director have to determine 
what are the proper cases in which such power 
should be exercised having regard to the object 
of the Act and the ends to be achieved. The cases 
of suspects which come for adjudication before 
the Director of Enforcement are of various 
types and no one case is similar to another. There 
are complications introduced by the very nature 
of the provisions of the Act, e.g., section 20, sub
clauses (d) and (e). There may be difficulty in 
proving in a Court of Law due to stringent laws 
of the rules of evidence an offence beyond rea
sonable doubt. The Director has to exercise his 
discretion with due regard to the scope and ob
ject of the Act. Even if there is a possibility of 
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a discriminatory treatment of persons falling 
within the same group or category, such 
possibility cannot necessarily invalidate the piece 
of legislation. It is also to be remembered that 
this power is vested not in minor officials but in 
the Director of Enforcement. This power may 
be discretionary and not necessarily discrimina
tory. An abuse of power cannot be easily as
sumed. Discretion is vested in a high Official. 
There is moreover a presumption that public offi
cials will discharge their duties honestly and in 
accordance with the Rules of Law. This pre
sumption however cannot be stressed too far. It 
cannot be held that there must be some undis
closed or unknown reason for subjecting certain 
individuals or corporations to hostile and discri
minatory treatment. There may be cases where 
improper execution of discretion will result in 
injustice to the party. However the possibility 
of such discriminatory treatment may not neces
sarily invalidate the legislation and where there 
is an abuse of sucb power, the parties aggrieved 
are not without ample remedies under the law. 
What will be struck down in such cases will not 
be the provision which invests the authorities 
with such power but the abuse of the power it
self. Though the burden of proving an abuse o-f 
power lies on the party averring so, such burden 
is not by way of proof to the hilt. If in a parti
cular case, a party· seeks to impeach the order of 
reference to the Court as an abuse of power 
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pointing out circumstances which prima facie 
and without anything more would make out the 
exercise of the power discriminatory qua him, it 
will be incumbent upon the Director of Enforce
ment to explain the circumstances under which 
the order has been made. The Court will in that 
event scrutinise these circumstances having par
ticular regard to the object sought to be achieved 
by the Amendment Act and come to its own con
clusion as to the bona fides of the order and if it 
is not satisfied that the order was made in bona 
fide exercise of the powers vested in him by the 
Director of Enforcement, it will certainly quash 
the same. The standard of satisfaction which 
would have to be attained will necessarily depend 
on the circumstances of each case and the Court 
vvill arrive at the conclusion one way or the other 
having regard to all the circumstances of the 
case disclosed in the record. The Court will cer
tainly not be powerless to strike dowq the abuse 
of power in appropriate cases and an aggrieved 
party will not be without redress. Even though 
the Director of Enforcement may purport to act 
under the Act, his action will be subject to scru
tiny in the manner indicated above and will be 
liable to be set aside if it was found to be mala 
fide or discriminatory qua the aggrieved party. 
It may further be argued that an offender has no 
fundamental right to call upon the Director to 
adjudicate and not refer the matter to the Court. 
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The Supreme Court's view: The Supreme 
Court has in Shanti Prasad Jain v. The Director 
of Enforcement (A. I. R. 1962 S.C. 1764) held 
that the section does not violate the fundamental 
rights guaranteed by Article 14 of the Constitu
tion. According to the Supreme Court, foreign 
exchange has features and problems peculiarly 
its own, and it forms a class in itself. A law 
which prescribes a special procedure for investi
gation of breaches of foreign exchange regula
tions will, therefore, be not hit by Article 14 as 
it is based on a classification which has a just 
and reasonable relation to the object of the legis
lation. The vires of Section 23(1) (a) of the 
Act is accordingly not 9pen to attack on the 
ground that it is governed by a procedure differ
ent from that prescribed by the Code of Criminal 
Procedure. There is no difference in the legal 
position by reason of the fact that Section 23D 
provides for transfer by the Director of Enforce
ment of cases which he can try, to the Court. 
Section 23D co~fers authority on the very officer 
who has power to try and dispose of a case to 
send it on for trial to a court, and that too only 
when he considers that a more severe punish
ment, than what he is authorised to impose, 
should be awarded. In a Judicial system, in which 
there is a hierarchy of Courts or Tribunals, pre
sided over by magistrates or officers belonging to 
different classes, and there is a devolution of 
powers among them graded according to their 
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class, a provision such as Section 23D is neces
sary for proper administration of justice. Thus, 
power conferred on the Director of Enforcement 
under Section 23D to transfer cases to a Court is 
not unguided or arbitrary, and does not offend 
Article 14 and Section 23(1) (a) cannot be as
sailed as unconstitutional. 

The fact remains that the power which is 
vested in the Government and the Director of 
Enforcement is an arbitrary power, unfettered, 
unguided or uncontrolled so as to enable them to 
pick and choose one offender out of those simi
larly circumstanced subjecting him to discrimi
natory treatment as compared with others who 
fall within the same category. The subjective 
test, viz., a penalty which he is empowered to 
impose would not be adequate, is no safeguard. 
If the proceedings are taken before a Court, the 
Court has in respect of such proceedings the 
powers of a Magistrate of the First Class in rela
tion to criminal trials and has to follow in all res
pects the procedure provided for trials before 
such Magistrate in the Code of Criminal Proce
dure, 1898, but in passing a sentence of fine it 
has unlimited powers. An accused person, so 
proceeded against, may, if convicted, be punished 
with imprisonment which may extend to two 
years or with unlimited amount of fine or with 
both. If, on the other hand, the proceedings are 
taken before the Director of Enforcement, the 
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offender cannot be required to pay as penalty a 
sum exceeding three times the value of the for
eign exchange involved in the offence committed 
or rupees five thousand, whichever is more, and 
there· can be no sentence of imprisonment. There 
is no procedure 'prescribed for recovery of 
penalty. From a closer examination of the rela
tive provisions governing· each of the two modes, 
the situation that emerges is: 

(1) That for offences under Sections 4, 5, 
9, 10, 12(2), 17, 18A, 18B or any rule, direction 
or order made'~thereunder, an offender can be 
proceeded against either in a Criminal Court 
under the ordinary law or before a Director of 
Enforcement. 

(2) When proceeded against under the ordi
nary law, the sentence on conviction may be that 
of imprisonment, and of fine in any amount. 

( 3) If the ~ccused is proceeded against be
fore a Director of Enforcement, he cannot be 
sentenced to imprisonment and the maximum 
penalty that can be imposed upon him cannot ex
ceed three times the value of the foreign ex
change involved · in the 1 commission of the 
offence or rupees five thousand whatever is more. 
The language of the penal section is to be noted, 
for in offences under Sections 5, 9, 10, 12(2), 17, 
18A and ·18B if the Indian currency is involved, 
whatever may be the amount involved, the maxi-
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mum penalty would be Rs. 5,000/- for the "Yard
stick" of three times only applies to foreign ex
?hange. 

( 4) Whether a person is to be .tried under 
the ordinary law or placed before a Director of 
Enforcement depends on the will of the Central 
Government, i.e., the Finance Department which 
administers this branch of Law. 

(5) The Central Government itself has an 
uncontrolled, unfettered and unrestricted power 
to decide how each offender has to be dealt with. 

(6) Under the proviso to Section 23D(1), 
the Director of Enforcement has absolute un
controlled and unfettered discretion, if he is of 
opinion that having regard to the circumstances 
of the case, the penalty which he is empowered 
to impose would not be adequate, instead o.f im
posing any penalty, himself, to make a complaint 
in writing to the Court. 

(7) Section 23 expressly permits that a per
son accused of a contravention of the Act may be 
proceeded against under the ordinary law or be
fore the Director of Enforcement. On a true 
construction of this section, both the Court and 
the Director of Enforcement were intended by 
the Act to function side by side in respect of 
similar offences against offenders similarly 
placed. If the intention had been of conferring 
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exclusive jurisdiction on each of these two autho
rities in a particular class of cases, Section 23 
would not have been worded as it is and such 
jurisdiction wouid either have been stated or 
permitted to be stated by rules and not made to 
depend ·on the mere will of the Central Govern
ment or the Director of Enforcement. 

(8) If these authorities are functioning 
simultaneously, the result cannot but be discri
minatory, because while a person who is pro
ceeded against before a - Director of Enforce
ment escapes merely by paying a penalty the 
maximum of which is limited to three time.s the 
value of the foreign exchange involved, or rupees 
five thousand, whichever is more, aperson plaeed 
before a Court will, if convicted, receive a sen
tence of imprisonment and!or may be ordered to 
pay fine in any amount, or may not get a sentence 
of imprisonment at all. 

(9) If, therefore, the Act is administered 
in its true spirit, discrimination must result from 
the. action taken by the Director of Enforcement, 
which a~ction is not subjected to rules or restric
tions and is the result of the mere will of the 
Government· or Director of Enforcement. In
deed,' it may well be said, in the word of .. Derby
shire, C. J. ''of the Supreme Court of Pakistan, 
that the Central Government makes ·procedural 
'~legislation ad hoc for the man's case". 
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(10) The contention that it could not be 
said that discretion had not been exercised in a 
fair and reasonable manner by. the Government 
in electing to send certain cases .to a Court, on 
the allegations that the cases were of a serious 
character, and merited severe punishment, the 
mischief of the Act is, however, not susceptible 
of so simple a cure. The Act confers discretion 
of a very wide character upon the Director to 
act in relation to subjects falling within the same 
dass in two different modes varying greatly in 
severity. By furnishing no guidance whatsoever 
in regard to the exercise of this discretion, the 
Act, on the one hand, leaves the subject, falling 
within its provisions, at the mercy of the arbi
trary will of the authority concerned and, on the 
other hand, clearly makes the fundamental right 
to equality of treatment under the Constitution 
illusory. 

(11) The Constitution declares in Article 14 
that the State shall not deny to any person 
equality before the law or the equal protection 
of the laws within the territory of India. The 
duty of declaring a law as void, for violating 
a fundamental right defined rests on the Courts. 
That duty cannot be performed, so as to ensure 
that a law operates equally in relation to all per
sons within its mischief, if the law itself pro
vides for differential operation in relation to such 
persons, not in accordance with any principle ex-
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pressed or implicit in the law, not on the basis 
of any classification made by or under the law, 
but according to the unfettered discretion of the 
Director of Enforcement constituted as a statu
tory authority. 

(12) Here, not only is there unfettered dis
cretion in the Director of Enforcement, whether 
he will proceed at all against any member of.the 
class concerned, .viz., offenders against the Act, 
but there is &lso an unfettered choice to pursue 
the offence in any one of two different modes 
which vary greatly in relation to the opportunity 
allowed to the alleged offender to clear himself, 
a:s well as to the quantum and nature of . the 
penalty which he may incur. In the absence of 
any discernible principle guiding the choice of 
forum, among the two provided by the law, the 
choice must always be, in the judicial viewpoint, 
arbitrary to a greater or, less degree. The Act, 
as it is framed, makes provision for discrimina
tion between pers()ns. falling, qua its terms, in 
the same class, and it does so in such a manner 
as to render it impossible for the Courts to deter~ 
mine, in a particular case, whether it is being 
applie,d with s~rict regard to the requirements of 
Article 14 of the Constitution. 

(13) The section has the effect of doing in
directly, i.e., by leaving the discriminaJion within 
the unguiqed and unfettered discretion of statu
tory authorities, what it could not do. directly~ 
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i.e., to treat unequally, persons falling within the 
same class, upon a basis which bears no reason
able relation to the purposes of the law. The 
Act is, therefore, in relation to its discriminatory 
provisions, inconsistent with the declaration of 
equality in Article 14 of the Constitution. 

(14) If the question had arisen in the United 
States of America, the section would undoubted
ly have been held violative both of the "due pro
cess" clause and the "equal protection of the 
law" clause of the Constitution. 

However, the judgment of the Supreme 
Court is final and binding and lays down the law 
of the land. 

Appeal to the Court 

Another highlight of the Amendment Act is 
the introduction of Section 23EE by conferring 
upon an aggrieved party a right of appeal to the 
High Court from the order of the Foreign Ex
change Appellate Board on a question of law. 
The amendment does not specify the "High 
Court" to which the appeal would lie nor the 
period of limitation. This is another classical 
example of legislation introduced in a vacant 
mood. 

The position in short is that it is conceded 
by the Government that our Foreign Exchange 
position is critical and, therefore, the laws are 
being tightened up. 
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Mr. T. T. Krishnamachari, the Union Finance 
· Minister, in the second week of June, 1965, ob
served that as long as he was in power, the coun
try would not be insolvent. Res ipsa loquitor. 

Mr. Lal Bahadur Shastri, our Prime Minis
ter, in the course of his speech to Indian students 
at Church West, Westminister, on the 20th June, 
1965, said that although India would be depend
ing on foreign loans to finance her fourth plan, 
he was optimistic that in less than i5 years, 
these debts would be paid off and the country 
would be economically stable. Mr. Shastri fur
ther stated "if you want progress, the country 
will have to make a sacrifice and our generation 
will have to give up something of themselves to 
build up the future generation in India". 

Mr. Shastri appears to be extremely opti
mistic. He probably is not aware of the actual 
figures and his statement is an eyewash to those 
who are not aware of facts and figures. 

At the time of partition, out of foreign 
balances which undivided India had, viz., Rs. 1,800 
crores, Rs. 1,300 crores were allotted to India and 
Rs~ 500 crores to Pakistan. By 1951, we had lost 
not only our entire Rs. 1,300 crores in foreign 
exchange but we began our First Plan with a 
foreign exchange debt of Rs. 57 crores. This in
creased to Rs. 140 crores at the end of the First 
Plan and in the last year, our foreign obligations 
repayable in foreign currency to non-nationals 
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amounted to Rs. 2,041 crores. By the end of the 
Third Plan, this foreign debt will exceed Rs. 2,500 
crores if not more. Whilst this foreign assist
ance was most essential in the context of econo
mic development, it is significant that 60% of 
this assistance came from U. S . A . and 7,Yz% 
from Russia and her satellites. It has been said 
that more than 60% of the borrowing from the 
World Bank has been employed in the Public Sec
tor projects. If the Government is genuinely 
honest to stand by the aforesaid optimism of Mr. 
Shastri, what is most essential at this stage is 
to set up a. Commission of Inquiry of impartial 
observers about the capacity of these projects to 
bear the interest charges and instalment repay
ments of foreign exchange, rather than hold out 
a bare pious hope of paying off all debts in 15 
years. 

A Government that cannot realise its errors 
can never have either a chance or opportunity to 
rectify. the same. 

In the words of Alexander Pope, "A man 
should never be ashamed to say he has been in 
the wrong, which is but saying in other words, 
he is wiser today than he was yesterday." May 
we, who claim to be human beings- have the 
moral courage to own our mistakes and to undo 
our wrongs - before it is too late - and there
by admit that we are wiser today than what we 
were yesterday! 
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THE SALES TAX LAW 

N.C. Mehta* 

Sales tax has come to stay. It is getting a more 
and more important place in the · armoury of 
State revenues, firstly, because it has proved to 
be the most lucrative source of revenue and, 
secondly, because it is the most elastic source. 
By minor adjustments in the nature of upward 
revision of rates or restriction of the categories 
of exempted goods and sales and lowering down 
of the minimum turnover limit for the fixation 
of a dealer's liability, the desired revenue is 
obta:ined. Again, with the ever-increasing 
volume of internal trade, the yield from this tax 
has ever been on an increase. 

Figures available from the Reserve Bank
c:f India's reports are for the revenue from 
taxes on commodities and services such as state 
excise, entertainment tax, electricity duties etc. 
State-wise yields from taxes on commodities 
are not available. However, they still afford a 
good comparison. Figures are in percentage of 
the total tax revenue. 

• The author is a chartered accountant and a well.known 
authority on sales tax matters. 
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State 1961-62 1962-62 1963-64 1964-65 
(Accounts) (Accounts (Revised) (Budget) 

% % O' /0 % 

Andhra Pradesh .... 62 59 61 62 
100 116 134 140 

Assam. 57 56 57 57 
100 115 137 156 

Bihar. 54 54 61 62 
100 127 148 163 

Gujarat. 63 70 72 72 
100 117 135 143 

Jammu & Kashmir. 49 70 69 73 
100 201 219 273 

Kerala. 67 71 75 75 
100 125 159 169 

Madhya Pradesh .... 57 62 64 67 
100 125 158 181 

Madras. 64 71 71 73 
100 123 148 159 

Maharashtra. 74 72 74 77 
100 123 155 133 

Mysore. 65 68 65 69 
100 126 147 156 

Orissa. 58 69 69 70 
190 166 194 204 

·Punjab. 62 64 68 70 
100 125 158 162 

Rajasthan. 5l 58 63 69 
100 143 176 186 

West Bengal. 68 67 69 69 
100 115 135 139 

Uttar Pradesh. 52 55 55 59 
100 122 155 143 
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If we compare revenue of all the States to
gether from general sales tax, the position is as 
follows: 

1961-62 1962-63 1963-64 1964-65 
(Accounts) (Accounts) (Revised) (Budget) 

% . % % % 

Percentage of 
revenue from 25 
general sales tax 100 
as compared to 
total tax revenue. 

Maharashtra State: 

1960-61 1961-62 
(Accounts) (Accounts} 

Lakhs Lakhs 
32,15 35,03 
79,94 73,99 

40% 47% 

21 
115 

1962-63 
(Accounts} 

Lakhs 
40,57 
91,19 

43% 

26 
145 

1963-64 
Revised 
Estimates 

Lakhs 
53.01 

1,12,53 

47% 

27 
155 

1964-65 
Budget 
Estimates 

Lakhs 
55.56 

1,15,31 

48% 

Though the revenue-yielding profiability 
of sales tax in India and outside world has been 
recognised only recently, it would be of interest 
to note that even in ancient times sales tax was 
not unknown. In India itself, references to the 
use of sales tax can be traced back to the days 
of Mauryas as is found in Kautilya's "Artha 

· Shastra". In Europe, in Roman times general 
sales tax was introduced by Augustus. In France, 
first experiments with sales taxation were made 
in 1465 A.D. But both these experiments were 
temporar~ and had to be abandoned. It was only 
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in Spain that sales tax was levied for a long 
time. During World War I, sales tax was adopted 
by none of the neutral European countries but 
it was adopted by all the European belligerents 
except Great Britain. During Second World War, 
eyen Great Britain levied a mild form of sales 
tax called the purchase tax. Today, sales tax has 
spread to all the continents and countries 
of the World not excluding the U.S.S.R. 

Sales tax in modern India was first intro
duced in Madhya Pradesh in 1938 when a tax on 
the retail sales of motor spirit and lubricants 
was introduced. Since then, taxation of motor 
spirit has usually been the subject matter of a 
separate legislation in our country. That is why 
motor spirit is exempted from levy under the 
general sales tax law as distinct from the selec
tive sales tax law. It was the then Madras Pro
vince which was the pioneer in the field of gene
ral sales tax law. A multiple levy was introduced 
in that Province in 1939. Bengal was next to 
follow which introduced a single-point system in 
1941. In that year Punjab too had a sales tax 
law which was broadly based on the multi-point 
model. In 1944, Bihar followed the single-point 
system of Bengal. 

Then Bombay, Assam, Madhya Pradesh and 
Orissa adopted single-point general sales tax law 
and Uttar Pradesh had a multiple law with im
portant modifications. This was all before 1st 

- . 
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April, 1948. Since that date most of the former 
Part B States introduced a sales tax legislation 
to augment their revenues. Multiple system of 
the Madras model was adopted by Mysore, Tra
vancore-Cochin and Hyderabad States. Other 
States had a single-point levy, some on a large 
variety of goods and some on a very few items. 
Today all States in our country have a sales tax 
law, the last entrants to the field being Goa, 
Daman and Diu. 

Types of Levy 

Broadly speaking, there are two main sys
tems of sales tax levy: multiple point and single 
point. Under the former, tax is levied at succes
sive stages of sales in a series of transactions. 
Under the latter, tax is levied only at one stage, 
either at the stage when the goods are for the 
ijrst time sold in· the State or at the stage when 
the goods ultimately reach the consumer or the 
unregistered dealer. As under the multiple sys
tem, some goods bear tax at more than one stage, 
to reduce its cumulative incidence, rate is kept 
low while under the single point levy the rate of 
tax is high. 

Bombay was the first State to introduce 
what is called a double-point levy of tax, the tax 
being levied at the first as well as the last stages 
in the chain of transactions taking place within 
the State. This system was first introduced for 
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a selected number of items which were declared 
essential for the life of the community under the 
former Article 286 ( 3) . This was along with 
multiple levy for other goods and was in force for 
seventeen months during 1952 to 1954 - Since 
1st April 1954 till 31st December 1959. This 
double point levy was extended to all goods with 
certain exceptions, of course. Since 1st January 
1960, we have a mixture of single-point levy for 
a large variety of goods and a double-point levy 
for Schedule E goods. It may be noted that 
since the enforcement of section 15 of the Cen
tral Sales Tax Act, "declared goods", are taxable 
under a State law only at one stage and that too 
at a rate not exceeding two pet cent. There
fore, so far as declared goods are concerned, 
there is a uniform law throughout the country. 

Development of a sales tax law 

The Provinces in the British India started 
with levy of tax on sales. Prior to the inaugu
ration of our present Con¢.itution, tax was levied 
on nexus basis. Thus, a sale could be taxed 
under more than one Provincial laws. With the 
inauguration of the present Constitution, Article 
286 imposed far-reaching restrictions on the 
states' power to levy tax on a sale or purchase 
cf goods. The nexus theory to sustain the fiscal 
jurisdiction of the state n(} ~ore survived as 
held by the Supreme Court in its later judgments. 
A sale could not be taxed if it took place outside 
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the state. It took place where the property in 
the goods passed. Even if a sale took place 
within the state, it could not be taxed if it took 
place in the course of export~import trade of 
the country. If it took place in the course of 
inter-state trade or commerce, it could 
not be taxed after the 5th September 
1955. Of course, since 1st July 1957 inter-state 
sales are subject to tax under the Central Sales 
Tax Act. 

While initially sale aspect of a transaction 
was aimed to be hit by a state law, gradually 
purchases too were looked upon for the tax levy. 
Today, under a good number of state laws tax is 
being levied on purchases, though on a selective 
basis. Gujarat perhaps is the only state which 
has a levy of tax on purchases generally. Of 
course, where sales against prescribed declara
tions are exempted from tax, in the event of the 
contravention of the recitals of such declarations, 
tax is levied on the purchase value of the goods, 
by addition thereof to the sales turnover of the 
dealer or by way of purchase tax itself as under 
the Maharashtra or the Gujarat sales tax law. 
Addition of such purchase value to the taxable 
turnover of a dealer being by way of a safeguard 
against the misuse. of the exemption, is being 
provided under the sales tax law since long. 

The two most important aspects that were 
agitated before the highest Court of the land 
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were: what could be taxed under a state law and 
when could a sale be taxed. The Supreme Court 
has held that a state could tax only a concluded 
sale and not merely an agreement to sell. This 
was the position prior to the inauguration of the 
Constitution also. The Court has further held 
that that transaction could be taxed by a State 
under its law which was a sale under the general 
law relating to the sale of goods. Thus a building 
contract, a hire-purchase transaction (where
under the property in the goods did not pass to 
the hirer) , self-consumption or a compulsory 
acquisition of goods could not be taxed by a 
State. While these restrictions apply to a State, 
they do not come in the way of the Union to 
extend its taxing net to such transactions. 

Present Structure 

Broadly speaking, the present structure of 
a sales tax legislation in our country is this: 

Andhra Pradesh-has a multiple levy with 
a single first point tax on selected items covered 
by the First Schedule-Purchase Tax is levied 
on the items covered by the Second Schedule. 
It has also a turnover tax on all goods, except 
of course, the declared goods. 

Assam-has a single point levy at the last 
stage but on certain goods tax is levied under a 
different enactment, namely, the Assam Finance 
(Sales Tax) Act, 1956, at the first stage. 
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Bihar-Special Sales Tax is levied at the last 
stage. General Sales Tax is a multi-point tax. 
Then there is a Special rate of tax which is 
levied instead of Special or General Sales Tax 
but on specific transactions only. 

Delhi-Single point system at the last 
stage. 

Gujarat and Maharashtra--A single point 
levy at the first stage for Schedule BI and Sche
dule C goods, a single point· levy at the last 
stage on Schedule BIT and D goods and a double 
point levy on Schedule E goods. 

Kerala-Single point sales tax at the first 
stage on some goods, single-point purchase tax 
at the last stage on some other goods and mu1-
tiple tax on the rest. Single-point sales tax is 
reduced to on~ per cent. on sales of component 
parts. 

M-adhya Pradesh--First-point tax on cer
tain goods and last point tax on others. Pur
chase tax provided under specific circumstances. 
Raw materials are taxed at one per cent. 

Madras-General multi-point tax but the 
first point sales tax on . specified goods and first 
or last point purchase tax on a few items. 

Mysor~General multi-point levy with 
first-point sales .tax on certain goods and first 
or last point purchase tax on ·specific goods. 
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Orissa-Single-point system at the last 
stage. 

Punjab-Single-point levy at the last stage 
but purchase tax on certain goods. 

Rajasthan-Single-point system at the 
stage notified by the Government. Purchase tax 
under certain circumstances. 

Uttar Pradesh--Combination of single
point and multiple levies. Purchase tax on spe
cific goods. 

West Bengal-Single point tax at the last 
stage. 

Applicability of Sales Tax Laws 

As is well known, under a sales tax law 
usually a dealer is liable to pay tax on his turn
over either of sales or of purchases or of both. 
A dealer is usually defined as a person carrying 
on business and the concept of business under
lines a profit motive though in practice the 
same may not be realised. But days would not 
be far off when the profit motive is dispensed 
with so that the transactions undertaken even 
without a profit motive are brought in the tax
ing net. Amendment to the U.P. and the Madras 
Sales Tax Acts is the point in instance. State law 
provides for artificial definitions of "dealer" and 
the same have to be reckoned with. 
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A sales tax law also provides for a mini· 
mum turnover which a dealer has to reach 
before he can be held liable to pay tax under 
the Act. But exceptions are found with regard 
to agents of non-resident dealers, transactions 
in respect of goods purchased in the course of 
inter-state trade or commerce against C form 
declarations, casual traders, importers, etc. 
There has been a tendency to lower down the 
minimum turnover so that more and more 
dealers are brought under the charge. Again, 
sales tax laws provide for different turnovers 
for different types of dealers such as importers, 
manufacturers, resellers, co-operative societies, 
etc. 

Usually a State law provides for compul
sory registration of a dealer liable to pay tax 
under the Act; which in effect lays down the 
same turnover limit both for liability to pay 
tax and for liability for registration. But certain 
southern states have laid down lower turnover 
limits for registration. Some laws have provided 
for voluntary registrations which is not the 
case under the Bombay Act. 

The state laws also lay down as to what 
types of transactions should be included in the 
turnover of a dealer for the purposes of his 
liability for tax . and registration. Certain State 
laws have provided that a dealer exclusively 
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dEaling in tax-free goods need not be registered 
under the law. The Bombay Act has extended 
this concession and has exempted a dealer from 
liability to pay tax as well as obtain registra
tion certificate if the turnover of taxable goods 
is less than Rs. 2,500!- during a year. 

It may be noted that the minimum turn
over for the liability andlor registration has to 
be calculated strictly in accordance with the 
provisions of the relevant sales tax law. For 
example, if the State law provides for the cal
culation of such turnover during a financial 
year, the same has to be calculated accordingly 
even if the dealer might be keeping his accounts 
according to a different year, say, a calendar 
year or a Samvat Year. 

Under a sales tax law, a person carrying 
on the sale or purchase transactions is liable to 
pay tax and obtain registration whether or not 
the transactions are his own or the same are 
effected on behalf of someone else. Thus selling 
or purchasing commission agents are liable as 
dealers even though they effect transactions on 
behalf of their principals. 

The liability under a law being based on 
the total turnover of a dealer, the dealer has to 
club together his turnover at his different places 
of business in the State if he carries on business 
at more than one place. A dealer once liable to 
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pay tax under an Act attracts liability fC!~ the 
payment of tax right from the first sale or 
purchase that he effects at his newly opened 
place of business. Again, the turnovers of dif
ferent businesses have to be aggregated, what
ever the type of business, if they are under the 
same ownership. 

Most of the laws have now provided that a 
dealer. is liable to pay tax on his local sales of 
goods purchased by him against C form decla
rations or on his sales of goods in the manufac
ture of which he might have used the goods 
purchased by him against C form declarations. 
In such a case, the minimum turnover laid down 
under the local law to attract liability for the 
payment of tax is not applicable. Under the 
Bombay Act such a dealer is treated as a regis
tered dealer for various provisions of the Act 
even though he is not required to obtain regis
tration certificate. wp.en a dealer effects such 
sales he is liable to pay tax thereon and he is 
equally entitled to collect tax thereon. As, how
ever, he is not a registered dealer for all the 
provisions of the Act, his vendee is deemed to 
have purchased goods from an unregistered 
dealer and hence when in his turn he sells 
goods, he is. again liable to pay tax thereon. To 
avoid this double taxation, such a dealer should 
either be treated as a registered dealer for all 
the provisions of the Bombay Act or be should 
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be allowed to obtain registration certificate 
voluntarily. In fact, all sales tax laws should 
provide for voluntary registration certificate as 
it facilitates the newly setup trade. 

Administration of sales tax laws 

It would not be out of place to note a few 
observations on administration of a sales tax 
law, for, the dealers are concerned more with 
the administration of a sales tax law than with 
the provisions thereof. It is true, as Edmund 
Burke said, that, "To tax and to please, no more 
than to love and to be wise, is not given to man". 

The Taxation Inquiry Commission has also 
observed that "It is true that all taxes are un
welcome and that no tax can be rendered popu
lar by good administration, but few taxes can 
be rendered so unpopular by bad administration, 
as the sales tax. The point has to be firmly 
grasped that sales tax system which is avoid
ably unwelcome is to that extent avoidably in
efficient. The sales taxes of different states . can 
be rendered less unwelcome in proportion as 
legislation is less ambiguous, regulation less 
complex, assessment less dilatory and, in more 
general terms, administration at various points 
less open to charges of inefficiency and corrup
tion. We are convinced that a considerable part 
of the opposition of the trade and industry to 
the sales tax levies in every State is a result of 
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the methods o.f administering the tax. We can
not wholly discount the allegations made to us 
in several. states that there was corruption in 
the administration of the tax or that evasion 
was on the increase; and have evidence to show 
that assessments have not been prompt and that 
arrears are on the whole mounting. It is per
haps hardlY, necessary for us to point out firstly, 
that corruption penalises the honest person and 
tends to demoralise him; secondly, that the per
son who p·ays the sales tax is, by and large, the 
trade; and thirdly, that in this class, as indeed 
among: o~hers,- th~ honesty that is present needs 
careful nurture, rather than persistent discour-:. 
agement, eve11 if only in the interests of the 
exchequer." 

' These observations of the Commission 
made in ·1953-54 still hold good except perhaps 
with regard to assessments. Those who have 
anything to do wi~h sales tax assessments how 
very well that corruption is on the . increase. 
The principles of good administration are too 
well knowri to be reiterated. A few points that 
have a bearing on the subject, keeping in mind 
the administration in Maharashtra particularly 
ne;ed to be noted. 

Production ·of ·Declarations: Under a sales 
tax law, exe:mption; partial or whole, is granted 
to a seller .subje~t to the production of prescri
bed declarations :from the customers. It is a 
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matter of _practical experience that such decla
rations are not always easily forthcoming or 
are not complete in all respects. The dealer, 
therefore, very often has to make good the defi
ciency at the time of assessment and sometimes 
he is able to produce such declarations, original 
01· duplicate, only at the appeal or the revisional 
stage. However, the declarations so produced 
are not accepted and the sales are- taxed. It has 
been found that even the Government or semi
Government concerns are not prompt enough to 
issue such declarations in time. There is no 
valid reason to shut out such evidence either at 
the assessment stage or at the higher stage. 
But the same is not allowed to be so produced 
with the result that a dealer finds it 'economi
cal' to 'arrange', at the verification stage, to 
see that deficiencies in this respect are not 
brought on record. 

Solution of Grievances at Higher Stages: A 
perusal of departmental orders in appeal or revi
sion would convince anyone that the appeal or 
revision provisions under the Act are a matter 
of empty formality only, without any effective 
exercise of the powers and duties thereunder by 
the authorities concerned. The appellate and the 
revisional authorities, in most of the cases, con
firm what the lower authorities do, which re
minds one, of the famous observations of Beau
mont, C.J., in C 0 I. T 0 v. Edulji F. E. Dinshawo 
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He observed: "I have been hearing income-tax 
references in this Presidency for the last thir
teen years· and I would say that in at · least 
ninety per cent. of the cases which have come 
before this Court the Assistant Commissioner 
has agreed with the Income-tax Officer, and the 
Commissioner has agreed with the Assistant 
Commissioner, however complicated and diffi
cult the questions may have been. But although 
that may have been the result in practice of 
giving a right of appeal to superior Income-tax 
Officers, I apprehend that that was not what 
was in the contemplation of the Legislature 
when they gave the right of appeal. I have no 
doubt they contemplated that superior officers 
would exercise their powers in a judicial spirit 
and consider on merits the cases which came 
before them." [1943 I.T.R., 340, 347-8]. 

While it seems that the position today of 
income-tax administration is not as , bad as 
found by the Chief Justice of the Bombay High 
Court, sales tax administration seems to endea
vour to stand by the observations, nay, perhaps 
endeavouring to raise the percentage upwards. 
It is self-evident that under this state of affairs, 
a dealer would find it tempting to have a "com
promise" at the lowest level so that he has no 
occasion to approach the higher authorities for 
the solution of his grievances which may be 
full of risks. 
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Lack of Guidance: Maharashtra has had a 
sales tax law for the last more than 18 years 
but under the present enactment, the Depart
ment has adopted a policy not to guide the dea
lers in understanding the provisions of the law 
which for no fault of the dealers is getting 
more and more complicated. Initially the Public 
Relations Officer issued two bulletins clarifying 
a number of entries in the various Schedules to 
the Act. But issue of such bulletins was stop
ped perhaps under the belief that a Sales Tax 
Commissioner has merely to administer the law 
without any duty to guide the public. As sales 
tax impinges on a larger number of people and 
a larger number of interests than most other 
taxes, day-to-day guidance to the dealers is a 
'must'. That makes the dealers know their posi
tion clearly and with a certainty and as tax is 
usually expected to be passed off to the custo
mers, they are not caught unaware at the time 
of assessment by unanticipated demand. This 
helps to reduce corruption to a great extent. In 
this respect, observations of Shultz and Harris, in 
their "American Public Finance" (6th Ed.) are 
relevant: 

"The alert administration must turn 
missionary when some new tax is levied. He 
becomes a sales executive with a new 'com
modity' to sell, and he must advertise its 
virtues. The new tax can be publicised 
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through press releases, through special 
articles and question-and-answer columns 
in trade newspapers, magazines, and the 
general Press, and through speeches be
fore civic organisations and · tax-payers' 
associations .... " They go on to observe: 
"No wise administration is arbitrary or 
bureaucratic in the actual administration 
of a new tax. Where conciliation and com
promise are warranted, he conciliates and 
compromises. Obstinate insistence on his 
personal interpretation of a detail would 
arouse tax-payer resentment and induce 
avoidance or evasion or even resort to liti
gation costly to both parties. Because of 
the great expense of taking a disputed 
point to Court, the great mass of tax
payers are largely at the mercy of the tax 
official when a question arises. A tax 
administration supervising the imposition 
of a new tax must be referee, standing 
between the State on the one hand and the 
taxpayer on the other, with the sole idea 
and desire of seeing that both get a square 
deal" (page 229). 

This is one of the principles of good admi
nistration. The position in Maharashtra seems to 
be different. Direct communication with the 
dealers on interpretation of mute provisions of 
the complicated law or the public circulars are 
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now a matter of the past. There has been an 
increasing tendency to take shelter under the 
principle of "no estoppel against law" and 
thereby shake off the responsibility for the con
sequences flowing from the departmental inter
pretation, publicly made known in the past, 
when the same turns out to be unfavourable to 
the department. More dangerous than thi~ is 
the policy of a recent development to catch the 
dealers unaware at the time of their assess
ment, completely over-looking earlier public 
clarifications. For instance, the Maharashtra 
Sales Tax Commissioner had by a public circu
ls.r, perhaps following a judgment of the Bom
bay High Court, clarified that casual sales are 
not taxable in the hands of a dealer. Now on 
aP.. interpretation of the Supreme Court's judg
ment in the Abdul Bakshi's case, such sales are 
being taxed. None could grudge the change in 
the opinion. But the department has not thought 
it fit even to make the public know, by a 
similar circular, that it is not going to follow 
the earlier circular! Another illustration is with 
regard to the list of Declared Goods. With the 
change of opinion of the Central Government, 
certain items, which were formerly stated to 
fall under the category of these goods, are now 
being excluded and consequently liable to be 
taxed at a higher level. When the Bombay 
Chamber of Commerce sought clarification on 
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this subject from the Commissioner of Sales 
Tax, it was replied that the circular on the lines 
indicated by the Chamber eould not be issued 
since such a circular would not be according to 
law. This reply underlines the views of the 
dtpartment with regard to administration of 
the sales tax law. One hopes that true principles 
of administration are fully grasped so that the 
dealers find it easy to comply with the irksome 
provisions of the law. 

I have dealt with only a few aspects of the 
administration of sales tax law with a view to 
impressing on those concerned with sales tax. 
administration that unless the law is adminis
tered in its right spirit and the administration 
i.> based on accepted principles, the confidence 
of tax-payers in the administration would be 
shaken, and to use the phrase used by the 
Income-tax Investigation Commission, it will 
drive the tax-payer first to non-cooperation, then 
to hostility and, thirdly, to evasion. 

The Taxation Inquiry Commission has ob
served: "Firmness in securing the interests of 
the public revenue does not consist in down
right disbelief of the dealers' statements, inqui
sitorial investigation of odds and ends in his 
accounts and, in general, an attitude of deter
mined discourtesy towards the assessee .. Appre
ciation of the b9na fide difficulties of traders, 
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guidance in proper compliance with the require
ments of the tax administration and courteous 
behaviour are certain to go a long way towards 
making the sales tax department less unpopular 
than they are at present" (Vol. m, p. 72). 

Recommendations 

I would like to make the following sugges
tions to improve Sales Tax laws and their admi
nistration. 

(1) The Commissioner should have powers 
to compound the tax liability of dealers and the 
same should be delegated to the Assistant and 
the Deputy Commissioners. The powers under 
the Bombay Act should be extended to even 
cases not covered by natural calamities. Such 
powers should be freely used so as to encourage 
erring dealers themselves to come forward and 
get their slate clean. It is found that when for 
one reason or other, tax liability piles up and 
gets beyond the reach of the defaulting dealer, 
dubious ways are adopted to get beyond the 
catch of the department. It should be appre
ciated that sales tax is payable on all taxable 
sales whether or not the dealer makes a profit 
out of them and when the same is not recouped 
from the purchasers, the dealer has to pay the 
same out of his pocket, which discourages him 
to clear up his past liability. But when a dealer 
is able to keep himself outside the tax records, 
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he has to' keep that up to shield his past liabi
lity. It is, however, in the interests of the reve
nue that such dealers are tempted themselves 
to come forward for the clearance of their past 
liability and straighten their affairs. 

(2) With the same object in view, a bar 
of limitation should be provided even for origi
nal assessments which is not found under the 
Bombay Act and a few other Acts. That would 
also bring about prompt and efficient assess
ments. 

(3) Where no loss of revenue is involved, 
in genuine cases assessments should not be 
made only with the sole purpose of getting 
extra tax. For instance, there is the case of non
resident dealers who import goods at the out
of-State ports and sell the same in the States 
of import. Such imports have to be made out 
cf compelling circumstances and the dealers in 
other States should not be made to undergo· the 
formalities under the State law with no real 
advantage to the .state concerned. 

( 4) In the case of misinterpretation of a 
particular provision of the law or misunder
standing on the part of the dealers, the depart
ment itself should come forward and give com
plete administrative· relief. It should be zealous 
to guide the dealers in understanding the law 
and in complying with its provisions. However, 
it shoul<;l never make the dealers suffer for the. 
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guidance given by it in the past though it may 
announce a change in its view to be enforced 
after sufficient prior notice. 

(5) Futile formalities such as enlistment 
in the Recognition Certificate under the Bom
bay Act or in the Registration Certificate under 
the ·Central Sales Tax Act of the goods required 
to be purchased by a dealer should be done 
away with which would save a lot of time and 
energy of both the dealers as well as the depart
ment. Whether or not the dealer has issued pro
per declarations can be verified with reference 
to the use to which the particular goods are 
put to. 

(6) There should be complete independ
ence of the appellate cadre so as to inspire confi
dence in the dealers and give substantial justice 
to the tax-payers. 

(7) A provision should be made under the 
Central Sales Tax Act for exemption on subse
quent inter-State sales even when they are 
effected to a Government or a Government de
partment. Such an amendment is necessary be
cause of the ever-increasing volume of trade 
with the Government departments. 

The Governments can collect larger reve
nues, more easily, if the entire system is ration
alised. It is also necessary to have model sales 
tax legislation, with definitions of terms like 
sale, applicable to all states uniformly. 

' 
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RECENT CHANGES IN CORPORATE TAXES 

S. V. Ghatalia * 

Three notable 'features of corporate taxation in 
our country are (i) multiplicity of taxes; (ii) 
recurring changes in the tax system; and (iii) 
gradual but certain up-grading of the incidence 
of tax. 

In no country of the world, one would find 
such multip~icity of taxes as in our country. A 
company is liable to seven different types of 
taxes; viz. (i) income-tax; (ii) capital gains 
tax; (iii) additional income-tax; (iv) bonus 
tax; (v) dividends tax; (vi) Companies (Pro
fits) Surtax; and (vii) gift tax. 

According to Hindu Mythology, while 
creating a woman, God took the beauty of the 
flowers, song of the birds, the colours of the 
rain-bow, the kiss of the 'breeze, the laughter of 
the w~ves, the wa;ywardness of the clouds, the 
fickleness 'of the showers, the gentleness of the 
lamb and the cunning of the fox and wove them 
into a female being and. presented her to man 
as his Wife. The pattern of taxes in our country 
is a comwna:tion of taxes imported from abroad 

• ' .!. t 

~; The author is-. ~n eminent chartered accountant and a 
part-.time ~rofessor in the Sydenham College of Com
merce & Economics, Bombay. 
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and the taxes invented by our Finance Ministers. 
Our ta~ system includes some features of 
capitalist countries, some features of socialist 
countries and some features of communist 
countries and, unfortunately, the worst features 
of all the various systems are incorporated in 
our fiscal system. 

Secondly, there are constant and recurring 
changes in the tax system. Most of these changes 
are the result of rectification of mistakes origi
nally committed [e.g. section 40 (c) (iii) ] and in 
so doing further mistakes and fur.: 
ther rectification-so on and so forth. In the 
last few years, so many changes have been 
int}oduced that it has become impossible to 
predict, like weather, what the corporate taxa
tion is likely to be next year. 

Corporate Taxation 

The yield from corporate taxation in 1960-61 
was Rs. 111 crores and it has risen to Rs. 342 
crores in 1964-65 and estimated revenue for 
1965-66 is of the order of Rs. 386 crores. The 
percentage of corporate taxes to total tax on 
income has increased from 39 . 88 per cent in 
1960-61 to 54.61 per cent in 1964-65. We had 
in 1962-63, 25,524 companies of which only 40 
per cent were liable to tax. The impact of 
taxation can be judged more precisely when it 
is realised that out of the total number of com-
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. panies in this country, about 84 per cent of the 
companies ·have capital below Rs. 5 lakhs. 

. The.,_ri~ing incidence has correspondingly 
increased the risk of investment. which makes 
the industrial ventures more . specu~ative than 
' ' - ' / .• '!i. 

~I?-ey ~ught ~o be. Consequently, a·'1arger rate of 
return is . .required to justify the investment, 
which, in turn,· entails a charge of profiteering. 
' . 

·The high 'rates of taxes have a demorali
sing effect on company management, because 
the ·ultimate· loss on account of inefficiency or 
high cost' structure is very much less than 
what it would :be under· a reasonable level of 
tax~tion. The n11mber of companies. in the last 
five years . has remained. more or less static 
which 'denionstrates the damp~ning effect of 
taxation. on· deveiopment of the corporate sector; 
~ ':; . ' p : . 
~he incidence _of corporate taxes coupled with 
fn!:!~dep.ce. of p~rsonal ta~ation is so high as to 
discop.rag'e investment in the corporate sector. 
It is ah "indisputable proposition that a tax on 
c:ompar{y is ultimately a tax on the share
~oldet': ,The high incidence of tax on investment 
fu~k~s; 'it' impossible for the middle class which 
foirris; th~' bulk . of the investing population to 
participate irt'corporate ventures. The policy of 
attacking the so-called concentration of econo
mic power has very badly hit a large number of 
citizens· who are outside the sphere of such con
Ct)htration. · 
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I was recently asked by a journalist as to 
what improvements could be made in our tax 
system and I told him that the best improve
ment that we can make is to discard the entire 
system and replace it by a new one. The 
chances of improvement in our tax structure 
are next to nil unless the basic economic frame
work which is wrongly conceived, formulated 
and implemented is radically changed. We 
are having a mixed economy which means so 
many things are so much mixed together 
that one does not know what is what and as a 
result there has emerged a confused economy 
which looks like the paintings of Picasso. 

Ludwig Erhard in his book, "Economics of 
Success", states: "As things are to-day, the 
state must provide the economy with the princi
ples and broad lines of a policy and with objec
tives designed to guide and regulate its func
tioning. In this respect the state indisputably 
has and should have the initiative. But to go 
further and reduce the independent business 
man to the status of a mere puppet or servant 
of the authority's will would be to destroy all 
the values derived from personality and to rob 
the economy of its most precious source of 
inspiration and strength". 
Re-modelling of Tax Structure 

The previous classification of companies 
for applying varying rates of taxes is now com-



Recent Changes in Corporate Taxes 12~ 

pletely altered. It must be said to the credit of 
the present Finance Minister that the re-model
ling of the tax structure is no doubt a process 
of·· rationalisation. The main features of the 
changes in the rate structure are: 

(1) Di~t~nction between public companies 
(section 108 company) and controlled 
companies (non-108 company). In case 
of public companies the maximum 
rate of tax is retained at 50 per cent 
but in the case of controlled companies 
the rate of tax is increased from 50 to 
60 per cent. 

(2) A distinction is now made between 
companies wholly or mainly engaged 
in industry and other companies. 
Industrial companies mean companies 
which are wholly or mainly engaged 
in the manufacture or processing of 
goods, or in mining or in the genera
tion or distribution of electricity or 
any other form of power. A company 
is deemed to be engaged mainly in 
such activities if the income attribu
table to such acivities is not less than 
51 per cent of the total income. 

( 3 J The industrial companies are further 
classified into companies engaged in 
scheduled industries and those engaged 
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in other industries. Companies engaged 
in the business of generation or distri
bution of electricity (but not any 
other form of power) or of manufac
ture or production of articles specified 
in Part III of the First Schedule to the 
Finance Act, 1965, are referred to as 
"Scheduled Industries". 

In case of a public company with 
a total income not exceeding Rs. 
25,0001- the rate of tax is 42.5%. In 
case of other public companies, the 
income derived from scheduled indus
try is chargeable at 45% and the 
balance of total income is chargeable 
at 50%. 

In case of controlled companies, 
the income from scheduled industry 
upto Rs. 10 lakhs is liable to be taxed 
at 45% and the balance of such income 
is taxable at 54%. In case of a control
led company whose income from sche
duled industry and other industry does 
not exceed Rs. 10 lakhs, the income 
from scheduled industry will be charg
ed at 45% and the income from other 
industry will be charged at 50%. In 
case the controlled company has in
come exceeding Rs. 10 lakhs, in res
pect of the income from scheduled in-
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dustry; and in respect of income from 
other industry up to Rs. 10 lakhs, the 
ab6ve rule will apply and on the balance 
of the income, tax will be payable at 
60%. The benefit of lower rate applies 
to profits and gains attributable to 
scheduled industry or industry as the 

· case may be. 

I'f!'ter-corporate Dividends 

Section f!9 which gave exemption from 
super-tax in respect of inter-corporate divi
dends is now deleted, and hence the necessity 
for enacting Section 85A. 

A deduction is granted in respect of divi
dends included in the total income which is re
ceiveq by a company from: 

(i) an Indian company; or 

(ii) a company which has made the pre
scribed arrangements for declaration 
and payment of dividends (including 
dividends on preference shares) within 
India. 

A deduction is to the extent of the amount 
of income-tax calculated at the average rate of 
income-tax on dividend income (other than divi
dends on which no income-tax is payable) as 
exceeds an amount of 25% thereof. 
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The intention was to give deduction in 
such a manner that the rate of income-tax on 
dividends does not exceed 25%. The wording 
adopted in section 85A does not give this result. 

Secondly, deduction from tax is granted in 
the case of a company: (1) which has not made 
the prescribed arrangements for declaration 
and payment of dividends within India, and 
( 2) which receives dividend from an Indian 
company which is a non-108 company and 
which is wholly or mainly engaged in priority 
industries [engaged in business of generation or 
distribution of electricity or of construction, 
manufacture or production of articles specified in 
the list in para 2 of the Third Schedule to the 
Companies (Profits) Surtax Act, 1964.] 

The deduction is to the extent of the amount 
of income-tax calculated at the average rate of in
come-tax on dividend income (other than divi
dends on which no income-tax is payable) as 
exceeds an amount of 15% thereof. 

The intention is to charge such dividend at 
the rate of 15% but in actual practice the aver
age rate of tax on foreign companies would be 
less than 65% and therefore the net effective rate 
will exceed 15%. 
Dividend Tax 

Formerly, Excess Dividend Tax was being 
levied but it was discontinued from the assess-
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merit year 1960-61. The Finance Act, 1964, im
posed dividend tax· at 7. 5% on dividends on 
equity share capital. The main features of 
dividend tax are: 

(1) It applies only to companies which are 
·108-companies or companies referred to 
.in sect~<;m 104 (2) (iii) or companies 
referred to in section 104 ( 4). 

(2) It only applies to dividend on- equity 
shares and does not apply to dividend 
on preference shares. 

( 3) The rate of tax is 7. 5% on the entire 
dividend on equity shares except · hi 
case of a company, which, since the 
commencement of its activities, has 
declared its first dividend during the 
previous . year or any one of the four 
previous years immediately preceding 
the accounting year. In such cases, the 
dividend tax will apply only. to the 
amount of dividend, which exceeds 10% 
of the paid-up equity share capital. 

Bonus Tai 

The tax payable by a company on the issue 
-.,~ 

of bonus shares< is retained at 12.5 per cent but 
if the bonus shares are issued wholly out of the 
share premium account, after 31st March 1964, 
then the bonus tax . is not chargeable. 
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Under section 45 of the Income-tax Act, 
1961, if an assessee, who holds any equity shares 
as investment, receives any bonus shares, he 
becomes liable to Capital Gains Tax in respect 
of such bonus shares as if he had transferred 
the said shares at the market value, after the 
expiry of 30 days from the date of issue of such 
shares. It introduces a new principle of taxing 
unrealised gains, which cannot be justified 
under any principle of accounting or by any 
canon of taxation. Such notional capital gains 
are taxable as long-term capital gains. Such 
bonus shares are not chargeable to tax if such 
shares are included in the stock-in-trade of the 
assessee or if such shares were allotted before 
1st day of April 1964 . 

. Under section 114, the assessment of bonus 
;;hares to capital gains is subject to a relief to 
the extent of 1ZYz% of the face value of the 
shares or the amount of tax on such bonus 
shares whichever is less. 

Capital Gains Tax 

The rates of Capital Gains Tax in case of 
companies are now as under: 

On long-term capital gains: (1) On bonus 
shares at 12.5 per cent; (2) on land and build
ings at 40 per cent; and (3) on other assets at 
30 per cent. 
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Short-term capital gains will be charged at 
the same rates as are applicable to other in-. 
come. 

Foreign Companies 

In respect of companies which are neither 
Indian companies nor companies which have 
made the prescribed arrangements for the 
declaration and payment of dividend within 
India, . the following important changes have 
been made: 

(1) Dividend from controlled companies 
engaged 'in scheduled industries will be 
taxable at 15 per cent and other divi
dends will be taxable at 25 per cent. 

(2) Up till now such companies were sub
ject to tax at 50 per cent on Royalty 
received_ under an agreement entered 
into after 1st day of April 1961, if such 
agreement was approved by the Cen
tral Government. Similar concession is 
now extended to technical fees. Fees 
for rendering technical services receiv
ed from an Indian company under an 
agreement entered into after 29th 
February 1964, which has been approv
ed by the Central Government, would 
become liable to tax at 50 per cent 
instead of 65 per cent. 
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(3) Foreign companies will be exempted 
from tax on income from securities 
which are approved by the Central 
Government. Such exemption will ex
tend to income-tax, and surtax. The 
object of exemption is to attract invest
ment by foreigners in the debentures 
of companies, etc. 

( 4) The tax on income, other than the 
above income, is enhanced from 63 per 
cent to 65 per cent. 

Distribution of Dividend 

Under sections 104 to 109 of the Income
tax Act, 1961, the controlled companies are 
required to distribute a prescribed percentage 
of distributable income and in case of default 
they become liable to additional income-tax on 
the undistributed income at: (i) 50% in case of 
investment companies; (ii) 37% in case of 
trading companies; and (iii) 25% in case of 
other companies. 

In these provisions, four important changes 
have been made: (1) An Indian company, 
whose business consists wholly or mainly in 
manufacture or processing of goods or in 
mining or in generation or distribution of elec
tricity or any other form of power, is excluded 
from the operation of section 104. (2) Section 
104 also does not apply to an Indian company, 
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the :value of whose capital assets, being machi
nery or plant (other than office appliances or 
road transport vehicles) as shown in the books 
of· account on the last day of the relevant pre
vious year is Rs. 50 lakhs or more. (3) The 
Central Government has reserved the power to 
'exempt· aily class of company from the opera
tion of section 104, if the Central Government 
is of the opinion that it is necessary or expedi
ent in the public interest to do so. ( 4) Section 
107 (A) makes provision for reduction of mini
mum distribution. Any company except an 
investment company can apply for reduction in 
distribution on the ground that having regard 
to the current requirements for the develop
ment of its activities, it will not be possible or 
advisable to declare a larger dividend than the 
one already declared or proposed to be declared. 

The Central Board of Direct Taxes is. em
powered to reduce the statutory percentage of 

· distributable income by an amount not exceed
ing 20 per cent thereof. Until the Board passes 
an order on the application, the operation of 
section 104 would remain suspended. 

Companies (Profits) Surtax 

The Super Profits Tax is abolished and is 
replaced by a new tax called "Surtax". The 
Surtax is imposed on the same lines as Super 
Profits Tax but the rate of tax is · lower the 

' 
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capital base is little higher and the statutory 
deduction is larger. Surtax applies only when 
the chargeable profits of the company exceed 
ten per cent of the capital base or Rs. 2 lakhs, 
whichever is higher. 

Broadly speaking, a public company up to 
a profit of Rs. 4 lakhs, and a controlled com
pany up to a profit of Rs. 5 lakhs, will not be 
liable to Surtax. As against the two-tier system 
of rates of 50 and 60 per cent under the Super 
Profits Tax, the Surtax will be leviable at a 
uniform rate of 40 per cent on the chargeable 
profits. 

The capital base will comprise of the entire 
paid-up capital, reserves (including develop
ment rebate reserves), debentures, long-term 
loans from Governments, Industrial Finance 
Corporations or the Industrial Credit & Invest
ment Corporation of India Limited or any other 
approved financial institution or from banking 
institutions and monies borrowed from any 
person in a country outside India, provided such 
loans are incurred for creating a capital asset 
in India and the loan agreement provides for 
repayment during a period of not less than 
seven years. 

Unlike the Super Profits Tax, for the pur
pose of Surtax, there is no provision for carry 
forward and set off of deficiency. 
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The deduction of ten per cent of total in
come, granted under Super Profits Tax Act, 
while computi_ng the chargeable income, is 
deleted. 

As a corollary to the inclusion of loan 
capit~l in the capital base, the interest payable 
on the loan capital will be added to the charge
able profits. 

At rebate of 20 per cent is granted in 
respect of profits derived from generation or 
distribution of electricity or manufacture of 
articles listed in the Third Schedule to the Act. 
On such profits the Surtax will be 32 per cent 
instead of 40 per cent. 

Disallowance of Expenditure 

In respect of bona fide business expenditure 
incurred legitimately and wholly and exclusively 
for the purpose of business, there already exist 
considerable hardships on account of non-deduc
tion of such expenses, like directors' remunera
tion, technical fees, expenditure for negotiating 
long-term loB:tts, etc. It is not appreciated that 
disallowance of bona fide business expenditure 
is tantamount to charging tax on capital. 
Instead of examining such hardships and 
remedying them by appropriate amendments, 
the recent trend is to increasingly restrict the 
expenditure allowable in computing the busi
ness income. 
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By amending section 37 of the Income-tax 
Act, a new provision is inserted to the effect 
that in respect of certain specified expenditure, 
incurred by an assessee after 31st March 1964, 
deduction will be granted only to the extent and 
subject to such conditions as may be prescribed 
under the Income-tax Rules. The expenses to 
which these restrictions apply are: (a) Adver
tisement; (b) Maintenance of residential 
accommodation including any accommodation in 
the nature of a guest-house; and (c) Expendi
ture in connection with travelling by an employee 
or any other person (including hotel expenses) 
or allowances paid in connection with such 
travelling. 

This provision applies not only to the com
panies but to other assessees also. 

There already exist sufficient provisions to 
disallow the expenses which do not relate to 
the carrying on of a business and, therefore, 
further restrictions on allowance of expenditure 
will only hit those expenses which are admitted
ly incurred bona fide, wholly and exclusively 
for the purposes of business. 

Disallowance of Perquisites 
The Finance Act, 1963, placed a ceiling on 

the allowance of expenditure incurred by a com
pany on remuneration and perquisites to an 
Indian employee at Rs. 60,000 per annum. This 



Recent Changes in Corporate Taxes 141 

restriction was. discriminatory against an Indian 
employee of a company and has, therefore, been 
with~awn. ' . 

-{ - I I • 

Instead, proliferation of perquisites to em-
p~oyees 'is' sought t'o be restrict~d by limiting 
the allowance of expenditure on perquisites to 
the employees whether Indian or foreign. 

The recent amendment of section 40(c)(iii) 
imposes a ceiling on expenditure incurred by a 
company, after 29th February 1964, in respect 
of any benefit, amenity or perquisite provided 
directly or indirectly to an employee. The ceiling 
is 20 p~r cent of the salary payable to the 
employee for any period of his employment after 
29th February 1964. The benefit, amenity or per
quisite·mayor may·not be convertible into ;money. 
The perquisite would include any payment by the 
company in respect of any legal obligation of 
tlie employee. The disallowance to the company 
would. be notwithstanding the fact that the said 
amount is included in the total income . of the 
recipient. The word "salary" for this purpose 
shall have' the same meaning as it has under 
clause (il) of Rule 2 of P~rt A of the Fourth 
Schedule accordi:O:g to which "Salary" includes 
dearness allowance, if the terms of employment 
so provide, but excludes all other allowances and 
perquisites. 
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In taking into account benefit, amenity or 
perquisite, the following amounts are to be 
excluded: (1) Gratuity: (2) Travel concession 
or assistance referred to in section 10(5); (3) 
Passage moneys or value of free or concessional 
passage referred to in section 10 ( 6) { i) ; ( 4) 
Transferred balances in recognised provident 
funds referred to in section 17 (1) (vii) or sums 
paid to effect life insurance or annuity 
referred to in section 17(2) (v); (5) 
Compensation received on the termination or 
modification of the terms of employment; (6) 
Payment from employers other than gratuity 
or contribution to provident fund; (7) Payment 
to recognised provident fund, or approved 
superannuation or gratuity fund referred to in 
section 36 (1) (iv) or (v). 

The following points should be noted in 
connection with this provision: (a) The expen
diture on perquisites etc. should be computed 
with reference to the actual expenditure incur
red by the company and not with reference to 
notional value of the perquisites assessable in 
the hands of the employee. (b) In computing 
the amount disallowable, only the proportion of 
the actual expenditure incurred in providing the 
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amenity should be taken into account. {c) 
Bo~us, it appears, should not be included in the 
wd~d 's~lary' for the purpose of determining the 
base for computing the ceiling. Bonus is also · 
not to be taken as a p~rquisite. It appears that 
bonus is a different form of payment altogethe1 
which cannot be considered either as salary or 
as perquisite. 

However, the restriction of allowance will 
not 3:pply. to expenditure on perquisites of 
employees -whose income chargeable under 
the head "salary" is Rs. 7,5001- or less. 

Conclusion 

The uncertain taxation policy has created 
an unfavourable climate of insecurity and 
instability of investment which will have a very 
adverse effect on the capital market. With the 
confiscatory rates of taxes, personal savings 
are next to ni~, and the available internal finance 
is becoming smaller and smaller and as a result 
the private sector is deprived of the finance 
necessary for its healthy growth and develop
ment. Our present taxation policy has impeded 
industrial growth, puts a premium on dishonesty 
and inefficiency and leaves no incentive for 
enterprise and initiative. In the very process of 
reducing inequality of wealth and income, the 
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very apparatus of earning income and wealth 
will. be permanently damaged and the economic 
morale of the ·people will be broken. 

The present policy completely ignores the 
disastrous .social and psychological effects on 
the citizens of this country. Unless the Govern
ment radically changes the basic economic policy 
and rationalises the taxation system we are 
likely to face a serious economic crisis. 
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The following publications based on 
Forum of Free Enterprise symposia and 
booklets are available : 

I. Elements of Modern 
Enterprise (English) Rs. 2·00 

2. Democracy in India 
(English) Rs. 2·00 

3. Towards Greater Pro-
duction and Productivity 

(Englis/1) Rs. 2·00 

4. PlanPing in India (Marathi) Re. 1·00 

5. Planning in India (Hindt) Re. 1·00 

6. Socialism (Hindi) Re. 1·00 

The following books will be of interest 
to readers: 

I. Indian Economic Policy and 
Development-B~ P. T. Bauer Rs. 10·00 

2. Food Problem in India 
By M. H. Hasham Premji Rs. 5·00 

3. Democracy and Mixed Economy 
By V. K. Narasimhan Rs. 5·00 
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