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CHAPTER 2: BLACK MONEY AND TAX EVASION

INTRODUCTORY

Section 2.1 deleted.

2.2 Tt was during the Second World War that the
terms ‘Black market” and ‘black money’ came
into vogue. Duc to imposition of various controls
on distribution and prices, a clandestine market
had sprung up inwhich things were still available,
but at prices higher than the controlled ones. The
term ‘black money’ became current to describe
the money received or paid in such ‘black market’
deals. Since disclosure of these deals, which were
entered into in violation of rules and regulations,
would have invited severe penalties, these were
naturafly not entercd in the regular hooks of
account and, consequently, remained concealed
from the garzc of the tax authoritics as well.
Afterwards, though biack market in the com-
monty understood sense of the term became rare
with the lifting of several controls, transactions
stitl continued to be carried on by the unscrupu-
Jous elements in trade and industry outside their
books of accouni, as this practice helped the
parties concermed to evade, or substantially
reduce, the payment of taxes thereon. With the
passage of time, *black money’ acquired 2 wider
connotation - wider than its association with black
market transactions alone,

2.3 Today, the term ‘black money’ is generally
used to denote unaccounted money or concealed
income and/or undisclosed wealth, as well as
money involved in transactions wholly or partly
suppressed. Some consider only that as black
money which had its origin in clandestine trans-
actions and is currently in circalation. There are
others who assert that this is taking too narrow a
view of black money. According to them, black
money denotes not only unaccounted currency
whichis either hoarded or is incirculation outside
the disclosed trading channels, but also its
investment in gold, jewellery and precious stones
made secretly and even investments in lands and
buildings and business assets over and above the
amounts shown in the books of account,

2.4 As mentioned above, tax evasion and black
money are closely and inextricably inter-linked.
While tax evasion leads to the creation of black
money, the black money utilised secretively in
business for eaming more income inevitably
leads to tax evasion. While all tax-evaded income
represents black money in abroad sense, alt black
money does not necessarily originate in tax eva-
sion. Black money is also made through surrep-
titious use of ‘white money’. In this sense, the
proliferation of black money derives an additional
impetus from the inter-mixing of “black income’
and “white income’. This phenomenon arises
essentiafly from the dual nature of the national
economy. Thus, there is the "official” economy
functioning on the basis of the official monetary
system, involving open transactions financed
through identifiable sources of funds, generating
ascertainable income and wealth, and operating
generally in conformity with government rules
and regulatory and the levy system. But there is
another economy,a ‘paratlel” economy, operating
simultaneously and competing with the "official”
economy. This parailel economy has ramifica-
tions which go beyond one's imagination. It
derives its nourishment, strength and support
from a secretive, defiant, and an unscrupulous
clement in our society; it is based not on the
official monetary system, but on a secret under-
standing, and involves a complex range of
undisclosed deals and transactions pushed
through secretly with unaccounted sources of
funds, gemerating, in the process, income and
wealth which escape enumeration or cannot be
easily ascertained.

Section 2.5 deieted.

2.6 With the surge of planned expenditures came
large govermnment orders, massive industrial
outlays, defence programmes, construction and
other investments, all creating a boom psychol-
ogy - one which gave a further thrust to illegal
cuts, commissions and transactions and the
generation of more black incomes. To mention
one example, the cost of land and buildings went
upresulting innew rackets; property dealings thus
became a sigmificant avenie of illegal deals, with
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ratios of ‘white’ and ‘black’ payments being
frecly mentioned. In Bombay, for example, dur-
ing the period of our enquiry, the commonly
quoted ratio was 60:40, that is to say that 40 per
cent of the total amount for land or buildings had
to be paid in ‘black’, and receipt might be issued
only for 60 per cent of the payment. In some cases,
the ratio may have been 50:50 or 40:60. Conse-
quently, a significant portion of the payment
remained concealed at both ends and even
wealth-tax dodged. In the worst days of inflation,
the artificial element of shortages hasalways been
large; but as black money multiplied, the area of
artificial shortages seems to have grown. Even
otherwise, the distortions in the industrial econ-
omy, the periodic foreign exchange crisis and the
rigorous import curbs have all provided a fertile
field to anti-social elements to ensure that their
parallel economy is kept flourishing, In an
environment such as this, the smuggling of for-
eign goods, gold and gems, specuolation in com-
modities and land and properties, and
surreptitious money lending have by now become
ihe main props of the biack money economy.

Section 2.7,2.8 & 2.9 deleted.

2.10 Biack money and tax evasion, which go hand
in hand, have also the effect of seriously under-
mining the equity concept of taxation and warping
its progressiveness. Together, they throw a
greater burden on the honest taxpayer and lead to
economic inequality and concentration of wealth
in the hands of the unscrupulous few in the
country. In addition, since black money is in a
way “cheap’ money too, because it has not suf-
fered reduction by way of laxation, there is a
natural tendency among those who possess it (o
use it for lavish expenditsre and conspicuous
consumption. The existence of black money has,
to a large extent, been responsible for the infla-
tionary pressures, shortages, rise in prices and
economically unhealthy speculation in
commodities. Part of black money, which is not
utilised in lavish consumption, goes into the
purchase of bullion, precious stones and other
valuable articles. This in turn, encourages large-
scale smuggling of gold, etc., into the country,
causing considerable strain on its already tight
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balanceof payments position, Further, by keeping
their ill-gotten gains outside the country as
deposits in foreign banks or with their own
associate concerns, whether earned in deals
abroad or transferred out of India through clan-
destine channels, the tax evaders deprive the
country of a part of its wealth which could have
been put to productive use here. Besides, the
leakage of foreign exchange makes our balance
of payments rather distorted and unreal. There is
also the oddity that a country, where capital and
more particularly foreign exchange resources are
scarce, becomes a de facte lender of aid and
capital to economically advanced and wealthier
nations, with the concealed outflow of funds.

Section 2.11 deleted.

2.12 Black incomes and tax evasion defeat
Government’s economic policies and at the very
least make the implementation of the policies
ineffective; for example, in the field of credit and
investment. Monetary policy involving severe
restrictions or a curb on disbursement of credit
comes straight in the face of a parallel economy
functioning outside the purview of the authorities.
When a dear money policy is pursued or the
Government desires to impose selective control
on disbursement of finance to certain sectors, the .
black money economy can frustrate this by
opening up alternative sources of credit at “free
market’ rates. This source of credit is available
evento what the Govemment may consider as the
non-priority sectors on whom the credit squeeze
is to be applied. One of the reasons why the
Government's management of credit and money
in recent years has been ineffective is the prolif-
eration of black money and rampant tax evasion
which provide a free access 10 surreptitious funds
to those who desire them. The impact of this may
be somewhat less when the curbs are officially
relaxed, It is our view that black money and tax
evasion are even otherwise encouraging over-
financing of business which is as dangerous as
under-financing. These trends add further 1o the
inflationary pressures in the country. They can
undo also some of the major investment fargets
and objectives of Government's planning. Apart
from the fact that this sitation results in an
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under-estimation of resources available in the
country, thereby inhibiting investrnent planning,
there is reason to believe that the operation of the
black moncy cconomy has already upset the
momentum of our development and distorted the
patiern of saving and investment in India.

2.13 Black money and tax evasion have an
adverse economic effect in yet another sense, in
that they divert the energy of taxpayers and their
advisers from productive activities to the non-
productive object of manipulation of accounts,
creating camouflage around their deals and
devising all sorts of facades to escape their
legitimate tax liability. In the process, they also
compel the administrationtospenda ot of its time
and resources on tackling their devious ways of
tax evasion - time and money which could have
been put to more purposeful use.

Section 2,14 deleted.
Extent of Black-Money ard Tax Evasion

2.15Before considering measures for fighting tax
evasion, we felt that we should have an idea of
the extent of black money and tax evasion in the
country as it would help us gauge the dimensions
of the problem. While tax evasion in the couniry
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is believed to be substantial, the estimates fur-
nished in the course of replies to our Question-
naire varied widely from Rs 100 crofes to Rs
15,000 crores. We arc fully conscious of the
inherent, difficulties involved in attempts to
quantify tax evasion, The Taxation Enquiry
Commission had observed that"..... the quantum
of the evasion which actually takes place and goes
undctected could rightly be estimated al a very
high figure indeed." An estimate was made in
1956 by Nicholas Kaldor. According to him, the
income-tax loss through tax evasion was of the
order of Rs 200 to Rs 300 crores in 1953-54, As
against Kaldor’s estimate, the Central Board of
Revenue, as it then was, expressed the opinion
thattax evaded in the year 1953-54 couldnot have
exceeded Rs 20-30 crores. The Direct Taxes
Administration Enquiry Committee (1958-59)
also considered the extent of tax evasion in the
country and observed that the quantumn of tax
evasion, though undoubtedly high, wasnot of the
magnitude indicated by Kaldor,

2.16 Research work on tax evasion in this country
is extremely limited; ....... we were able 1o obtain
some data for 1961-62 from the Dircctorate of
Inspection (Research, Statistics and Publica-
tions). An exercise on the basis of these data is
given in Table L.

TABLE I SECTOR -WISE DISTRIBUTION OF ASSESSABLE NON-SALARY INCOME FOR 1961-62 (ASSESSMENT YEAR 196263

{Rs Crore)
Sector National mcome* Assumed proportion Assessable non-
~r—re————— of non salary income salary income
Total salary Non-salary  sbove exemption
income income timit
Rs Rs %) Rs

1. Mining and (marrying 60 89 60 53
2. Manufacturing (s} 1247 1523 &0 914
3. Railways and Communications 286 &7 . -
4. Orther transpont 151 51 &0 9
5. Trade, Hotels and Restaurants 278 1,111 70 777
6, Banking annd Insurance 134 49 10 49
1. Public Adminisiration and Defence 475 118 100 118
8. Miscellanecus (b) - 1,369 50 684
Total 2631 44T . 2,636
9. Agriculwre 1,030 6,025
GRAND TOTAL 3,661 10,502

Note: (a) Includes large-scale, small-scale, construction, electricity, gas, waler supply, etc.

(b) Includes real estate ownership and other services.

* Source: Estimates of National Produa (Revised Series) - March, 1969.
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Assessed non-salary income referable 1o the year 1961-62 (Assessment Year 1962-63).
Income referable to assessment year 196263 was assessed during the financial year 1962-63 10 1966-67. The break-up

1s as under:
(Rs Crore)

196263 1,022.9

1963-64 3733

1964-65 1558

1965-66 168.0

1966-67 5071

Tolal 22211
Deduct-salary income assessed during the financial year 1962-63 52.0%
Non-salary income of financial year 1961-62 which was aclually assessed 1o tax 187154

* This is assumed to represent the salary income of financial year 196162,

2.17 This study is based on an adopiion of the
Kaldor mecthod with suitable modifications
bearing in mind the structural changes in the
economy and certain other developments. The
conclusion of this study is that the assessable
non-salary income and the actually assessed
non-salary income for the financial year 1961-62
were Rs 2,686 crore and Rs 1,875, crore respec-
tively. Accordingly, the income which escaped
tax for that year would appear to be of the order
of Rs 811 crore. In order to ascertain the position
for the financial year 1965-66 (assessment year

1966-67), being the latest year for which detailed
revenue statistics are available we arrived at the
assessable non-salary income for that year, onthe
basis that wasadopted for 1961-62 financial year,
at a figure of Rs 4,027 crore {vide Table II).
Applying the ratioc of evaded income 10 the
assessable non-salary income of 1961-62 to the
assessable non-salary income of 1965-66, the
evaded income for 1965-66 worksouttoRs 1,216
crore, However, we should tike to qualify these
estimates for three reasons:

TABLE I SECTOR-WISE DISTRIBUTION OF ASSESSABLE NON-SALARY INCOME FOR 1965-66 (ASSESSMENT YEAR 1966-6T)

{Rs Crore)
Sector National income* Assumed proportion Assessable non-
_— of non salary income salary mcome
Total salary Non-salary  above exemption
income income Lirnit
Rs Rs (%) Rs

1. Mining and Quarrying 94 140 60 84
2. Manufaciuring (a} 1,890 2310 60 1,386
3, Railways and Communpications 416 97 - .
4. Ohher transport 223 222 60 133
5. Trade, Hotels and Restaurants ‘445 1,784 70 1,249
6. Banking and Insurance 245 90 100 90
7. Public Administration and Defence 1,040 260 100 260
8. Miscellaneous {b) - 1651 50 825
Total 4,353 6,554 . 4,027
9. Agriculture 1,575 8271
GRAND TOTAL 5.928 14825

Note: (a) Includes large-seate, small-scale, construction, electricity, gas, water supply, elc.

{b) Includes real estate ownership and other services.

(i} The income which can be related to the
assessment year 1966-67 does not fully repre-
sent the income generated in or related to the
financial year 1965-66. Accounting years and
on varying dates and a certain backlog is also
involved in the routine assessments. Larger
income cases needing more scrutiny may not

always be completed within the relevant years
and many such cases may have been carried
forward.

(if) The national income figures cannot be
strictly compared with incomes assessed
because the Income-tax Act allows a large
number of exemptions and deductions (for
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example, casual and non-recurring receipts,
income of new industrial vndertakings and
priority industries, and deduction for develop-
ment rebate, etc.). No adjustment is possible in
the case of such exemptions and deductions.
{i{i) No adjustment has been made in respect of
certainincomes which are subject to income-1ax
twice due to provisions of the income-tax law.
For example, the income of a firm suffers tax
notonly in the hands of the firme, but also in the
hands of its partners. Due to lack of data, no
adjustment has been made in respect of such
items also.
Evenaftertaking all these limitations into account
and after making rough adjustments on the basis
ofinformation available, the estimated income on
which tax has been evaded would probably be Rs
T00crore andRs 1,000 crore forthe years 1961-62
and 1965-66, respectively. Projecting this esti-
mate [urther to 1968-69 on the basis of the
percenlage of increase in the national income
from 1961-62 to 1968-69 (during which period
the national income increased nearly by 100 per
cent), the income on which tax was evaded for
1968-6% can be estimated at a figure of Rs 1,400
crore,
2.18 As regards the extent of wax evasion, we find
thatthe average rate of tax on the income assessed
for 1965-66 was around 25 per cent. But con-
sidering that the size of the problem of black
moncy and tax evasion has grown gver the years
and tax e vasion is more widely practised at higher
levels of income, it would be appropriate to adopt
the rate of tax applicable toevaded income at not
less than 33-1/3 per cent, for 1968-69. On this
basis, the exient of income-tax evaded during
1968-69 would be of the order of Rs 470 crore,
being one-third of Rs 1,400 crore. The money
value of deals involving black income may,
therefore, be not less than Rs 7,000 crore for
1968-69. We would, however, wish to emphasize
that the amountof tax-evaded income for 1968-69
is only a justmate based on certain assumptions
about which substantial difference of opinion
exists for want of adequate data. In addition, we
would also like to dispel a possible impression
that the ax-evaded income is all lying hoarded
which can be seized by the authorities; much of
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it has been either converted into assets or spent
away in consumption or else is in circulation in
undisclosed business dealings.

Avenues for Black Money

2.19 The multiplicity of avenues in which black
money in the country gets channelised ismatched
only by the ingenuity of the devices through
which it is eamed. It is found widely used for
conducting business transactions in ‘AccountNo.
2’, smuggling of gold, diamonds and luxury
articles, indulging in unauthorised transactions
involving foreign currency and purchasing scarce
commodities for the purpose of hoarding, spece-
ulation, profiteering and black-marketing. It is
also spent in purchasing illegally quotas and
licences at premia, financing secret commissions,
bribes, litigation, etc., giving ‘on-movey’ in
business transactions, buying industrial peace,
financing election expenses and giving donations
to political parties. Black money is alsp utilised
in call deposits, bogus hundi loans, acquisition of
movable and immovable assets, .., jewellery,
tax-free Government securities, deposits in
Indian and foreign banks im “ghost’ or benami
accounts and land and buildings purchased inreal
or benami names, often with ‘on-money’ pay-
ments. Not infrequently, contributions to charity
in anonymous and pseudonymous names also
come out of black money. Behind the vulgar
display of wealth which is evidenced by osten-
tatious living and lavish expenditure on wed-
dings, festivals, etc., is this scourge of black
money.

Caunses of Tax Evasion, Creation of Black
Money and its Proliferation

2.20 To be able to suggest remedial measures, we
considered it necessary to be clear in our minds
as 1o ithe causes which have led to this malaise of
black money and tax evasion..... The following
are said to be the major factors responsible for
this evil:-
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(a}Highrates of taxation under the directtaxiaws

Wehad posed the question whether tax evasion
is dependent on the rates of taxation and whether
it increases with the increase in the tax rates. An
overwhelming majority of the persons, who
responded o the Questiomaire, have voiced the
opinion that tax evasion is dependent on the rates
of taxation and rises with increase in the rates.
When the marginal rate of taxation is as high as
97.75 per cent, the net profit on concealment can
be as much as 4,300 per cent, of the after-tax
income. The implication of 97.75 per cent,
income tax is that it is more profitable at a certain
level of income to evade tax on Rs 30 than to eamn
honestly Rs 1,000, We will not be surprised that
placed in such a situation, it would be difficult for
a person 10 resist the temptation Lo evade 1axes.

(b) Economy of shortages and consequent con-
trols and licences

The Indian economy before the Second World
War wasnot marked by any significant shortages.
This was so not because production was plentiful
but because demand in an economy, which was
stagnant, was small. During the War, however,
things began to change, The Government had o
incur vast expenditure on defence and had 10
divert the existing inadequate resources (o meet
the urgent and pressing needs of the War. Asa
result, imbalances in the economy and acute
shortages of vartous goods developed. Shortages
had to be regulated by imposing controls on
distribution and prices, Controls led to abuse,
black-marketing, profiteering and tax evasion.

Shortages and controls did not however, end
with the War, With the advent of Independence,
to fulfil its promises to the people, the Govern-
ment had to launch various economic schemes in
order 10 achieve planned progress, With the
ever-increasing  population and the scarce
resources position, it became incvitable for the
Govermmpent to regulate foreign exchange,
imports and exports, to control distribution of
scarce commaodities and to regort to licensing of
industry in order toachieve planned development.
In spite of the vigilance exercised by the Gov-
emment, controls and regulations came to be used
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by the unscrupulous for amassing money for
themselves. Since considerable discretionary
power lay in the hands of those who administered
controls, this provided them with scope for cor-
ruption - ‘specd moncy® for issuing licences and
permits, and *hush money” for tuming a blind eye
to the violation of controls. All this gave rise to
trading in permits, quotas and licences, mal-
practices in distribution and, in the process, it
generated sizable sums of black money. As the
fransactions in violation of statutory restrictions
had (0 be entered into secretively, these had
necessarily to be kept back from the tax avthori-
ties. In consequence, egvasion of 1ax on incomes
thus made illegally followed inevitably.

(c) Donations to political parties

It has been represented before us that the
political climate in India is none too conducive to
checking black money wansactions. Rather, it is
contended that it provides opportunities for gen-
eration of black money, In this connection, it has
been pointed out that large funds are required to
meel election expenses and it i8S common
knowledge that these are financed (o agreatextent
by wealthy persons, with lots of biack money.
According to some, this is not the cause but an
outlet for black money, The situation is stated to
have been further aggravated by the ban imposed
recently on donations by companies to political

parties,
(d) Corrupt business practices

Many of the corrupt practices in business seem
to lead (o an cver increasing need for kecping on
hand funds in black. Payments of secret com-
mission, bribes, On-money, pugree, €ic., in a
variely of situations have ben referred tous in this
connection, It has been particularly mentioned
that the manufacturers of popular goods whichare
in short supply not only exact from parties large
sums initiafty for appointment as selling agents,
but also demand recurring secret comrnission on
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the sale of goods. Undoubtedly, such corrupt
practices are responsible to a considerable extent
for the creation of “black money’ in the economy.

(e) Ceilings on, and disallowances of business
expenses

1t has been represented that the Income-tax Act
either completely disallows or imposes ceilings
on cerlain expenses which are required 10 be
incurred op principles of commercial expediency,
with the result that such expenses, though actually
incurred, are not allowed to be deducted in
airiving at the taxable income., It has been pointed
out that this artificial limitation adds to the tax
barden, particularly in the context of the present
day high rates of taxation. The examples usually
cited in this regard are those relating to expenses
onh entertainment, advertisement, guest houses,
travelling and perquisites to directors.

() High rates of sales-tax and other levies

Many of those whe sent replies 1o our Ques-
tionnaire or who appeared before us were of the
view that the high rates of Central and State
imposts, other than income-tax are coniributory
factors to evasion of income-tax in the country. It
was stated that the high rates of sales-tax, stamp
duty, excise duty on certain items, octroi, cessand
the like, induce many persons to avoid recording
the transactions altogether and in the process they
evade income-tax as well. We concede that there
are persons who find evasion of these taxes to be
quite attractive and profitable, as evasion of one
tax offers them relief from the purden of another.

(g) Ineffective enforcement of tax laws

Yet another important cause of tax evasion is
said to be the lack of an cffective enforcement
machinery. It is pointed out that the income-tax
adminigtration has not been able to achieve a
majorbreakthrough in fighting evasion forcertain
technicalas well as administrative reasons. In this
connection, some have even pointed out that tax
administration is not able to function indepen-
dently and also that the set-up of the Department
itself is not quite conducive to effective
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enforcement of laws. There are others who feel
that taxation laws and administrative policies
themselves have certain loopholes which water
down their efficiency. It is contended that fre-
quent resort 10 voluntary disclosure schemes 1o
net in untaxed income, absence of an effective
intelligence machinery in the Income-tax
Department and fack of a vigorous prosecution
policy for the offences provide encouragement 10
tax evaders to carry on with their nefarious
activities with impunity in the belief that the
Department will not detect them. We agree with
this view substantially and do feel that there is
need and scape for more vigorous enforcement of
tax laws.

{h) Deterioration in moral standards

Another important cause of tax evasion which
has been mentioned is the general deterioration
in moral standards of our people, lack of tax
consciousness and the absence of social stigma
against tax evasion, There has been lately a
marked tendency towards putting greater pre-
mium on material values and, consequently, a
growing craze for getting rich quick, by resorting
to all possible means - fair or foul. This naturaliy
tempts people to resort to violation of tax laws,
for the most obvious means of retaining more
money i§ by not paying tax thereon. In such an
atmosphere, no wonder evasion of taxes is not
considered by many as undesirable or unethical.
Not infrequently one comes across persons who
boast privately of their ‘achievements’ to the field
of tax evasion. The lack of social stigma against
tax evaders plays an important contributory role
in this over-all lack of tax consciousness. Sharing
this general atmosphere of moral laxity, it is not
surprising that even some tax advisers do not
hesitate 10 lend their support in shielding, and
even assisting the tax dodgers.

Steps taken in the past tounearth black money

221 Though tax evasion and black moncy
assumed significant dimensions in our country
only during and after the Second World War, the
problem as such has atways been there and has



338

continuously engaged the attention of the Gov-
ernment. As far back as 1936, the Ayers Com-
mittee reviewed the Income-tax system in India
in all its aspects, and large-scale amendments (o
the law were made in 1939 to give effect w0 its
recommendations which, it was claimed, were
‘designed 1o secure the fairest possible treatment
of the honest faxpayer and at the same time 1o
strengthen the Depantment in dealing with
fraudulent evasion ang what is known as ‘legal
avoidance’.” For dealing with the mounting tax
evasion during the war period, the Income-fax
Investigation Commission, was appointed in
1947 to investigate individual casesof tax evasion
referred to it and also to report on the state of the
law and administration and 1o suggest measures
for its improvement with a view to prevent (ax
evasion. The Taxation Enquiry Commission
(1953-54) also went into the question of tax
evasion and recommended several legal and
procedural changes. In 1956, Nicholas Kaidor
made a specialised study of the Indian tax system,
particularly with reference 1o personal and busi-
ness taxation and the prevalence of tax evasion.
The years 1957-58 wimessed several
amendments and new legislation based on his
report. The Direct Taxes Administration Enquiry
Commitiee, which was appointed in 1958 1o
advise the Government on the administrative
organisation and procedures necessary for
implementing the integrated scheme of taxation
with due regard to the need for eliminating tax
cvasion and avoiding inconvenience to the public,
also made substantial contribution to the re-
organisation of the legal and administrative
set-up. In 1968, a Commitiee of Departmental
officers was constituted by the Government 1o
undertake 2 study of the problems of tax evasion
and to suggest ways and means of tackling it. The
Administrative Reforms Commission, basedona
study of the problem of tax evasion made by the
Working Group, suggested certain measures inits
report submifted in January, 1969,

2.22 Consequent on the recommendations of
these various Commissions, Commitiees and
experis, several changes have been made in the
law dealing with tax evasion. The scope of pro-
visions relating to the reopening of past assess-
menis has been progressively widened. Penaltics
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have been made stiffer and deterrent provisions
for criminal prosecutions and for awarding
exemplary punishment have been introduced.
The administrative powers of the authorities for
securing information have been enlarged and
officers of the Department have been given the
powers of search and seizure, and also of spot
survey. Simultancously, the secrecy provisions in
the law have been relaxed and greater publicity is
now giveninrespect of tax offences. Several other
legislative measures for curbing certain mal-
practices resulting in evasion or avoidance of tax
have also been introduced.

2.23 There have also been changes from time to
time in the administrative set up of the Depart-
ment and its procedures to gear it vp lo the
changing role it has toplay in tackling tax evasion,
For a deiailed and thorough investigation of
difficult cases of tax evasion, Central Charges
were created at Bombay in 1939 and at Calcatia
in 1941 on the basis of the recommendations of
the Ayers Committee in 1936. In 1940, the
Directorate of Inspection (Income-tax) was set
up, and in 1943-44 a Special Branch was set up
under the direction and control of that Directorate
to do investigation and collation work in con-
nection with the assessment of contractors who
were making colossal profits during the war time.
The Directorate of Inspection (Investigation) was
set up in 1952 for undertaking and coordinating
investigation in difficult and complicated cases
of tax evasion. This Directorate was later
entrusted with the Special Investigation Circles.
Following the decision of the Supreme Court
which struck down the Taxation on Income (In-
vestigation Commission) Act, 1947, as alrre
vires, the Directorate of Inspection (Special
Investigation) was formed in 1954 to take over
and complete the work of the Investigation
Commission. In 1966, an Intclligence Wing was
created and placed under the charge of the
Directorate of Investigation. Special Investiga-
tion Branches, which function at the headquarters
of the Commissioners forcollection, collationand
dissemination of information, and survey units
have been reorganised from time to time to
improve the quality of internal and external sur-
vey. On the assessment side, group charges were
created to facilitate better investigation and
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assessment under the guidance of senior officers.
More recently, the functional scheme and the
small income assessment scheme have been
introduced to release the time and energy of senior
and experienced officers for the more important
work of investigation and tackling of tax evasion.
2.24 Apart from these legal and administrative
measures meant to curb evasion of tax, certain
steps were also taken to tackle the black moncy
built up out of past evasions. In 1946, just at the
close of the war, high denomination notes were
demonetised so as to bring into the tax net black
mongy eamed during the war, A voluntary dis-
closure scheme was announced in 1951 to facil-
itate the disciosure of suppressed incomes. The
penal provisions of the law were suitably relaxed
for the purpose. After the lapse of nearly a decade
and a half, a second scheme of voluntary discio-
sure was introduced by section 68 of the Finance
Act, 1965, This scheme, popularly known as the
’60-40 Scheme’, enabled the tax evaders to pay
60 per cent of the concealed income as tax and
bring the balance of 40 per cent thereof into their
books. Closely on the heels of the scheme, came
another under section 24 of the Finance (No. 2)
Act, 1965, popularly known as the ‘Block
Scheme’, according to which tax was payable at
rates applicable to the block of concealed income
disclosed, and not at a flat rate as under the ‘60-40
Scheme’.

Measures for unearthing black money

225 Despite the aforesaid steps taken by the
Government from time to time, the twin problems
of black money and tax evasion have, if anything
continued unabated. It was in this background that
we were called upon to recommend remedial
measures, both legal and administrative, 10
unearth black money and to prevent its prolifer-
ation through further evasion.

Section 2.26 deleted.
Voluntary disclosure scheme
2.27 We had in the Questionnaire issued by us

posed the question whether it would be desirable
for the Government 1o announce another scheme
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of general amnesty for the declaration of black
money. Majority of the persons who have replied
to the Questionnaire do not favour another
scheme of voluntary disclosare. The gencral
feeling is that such schemes place a premium on
fraud and are unfair to the honest taxpayers.
Majority of the Departmental officers and some
chambers and other representative bodies of the
rading community have expressed themselves
categorically apainst the introduction of any
further disclosure schemes. A large numberof the
persons who appearcd before us also cechoed
similar sentiments.

2.28 The principal argument against the intro-
duction of another disclosure schieme is that the
results of the three ecarlier schemes have been
disappointing. The total income disclosed in all
the three schemes puttogether was amere Rs 267
crore which, to say the least, is only a small
fraction of even the most modest estimate of
concealed income for the period of 15 years from
1951 to 1965. As against this, it was stated hat
the concealment detected by the Department in
the ordinary course during aperiod of 5 years from
1965 to 1969 was Rs 161 crore and the taxes and
penalties in respect of such concealed income
worked out to Rs 105 crore or about 65 per cent
of the income detected. Moreover, much of the
income disclosed during the course of the three
scheres had been either already detected or was
gbout to be detected and the schemesdid not make
any real contribution to bringing to surface con-
cealed incomes. The taxes realised out of the
disclosures were even more unimpressive, The
60-40 scheme produced only Rs 30,80 crore, The
other two schemes yielded tax of hardly 15 per
cent, of the disclosed income. The total tax yield
of all the three schemes put together was a mere
Rs61.23 crore.

2.29 All the three earlier schemes were {ound
defective in one respect or another, They were
more or less schemes for converting black money
into white on payment of what turned outtobe in
mosL cases, a small amount of conscience money.
Disclosures made in the names of minors, ladies
and benamidars have, on the other hand, con-
tributed to perpetating evasion, and rendered
investigation in many a case of suspected tax
evasion difficult or even {utile. The fact that in
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the last of these three schemes, namely, the block
scheme, as many as 1,64,226 disclosures were
from persons not previously assessed to tax would
bear ample testimony to the misuse of the scheme.
We were informed by the Central Board of Direct
Taxes thai there were several instances of the
same set of persons taking advantage of all the
three disclosure schemes, which would belie the
theory that such schemes help to rehabilitate the
repentant tax evader who is desirous of mending
his ways.

2.30 An argument usually advanced in the favour
of announcing another disclosure scheme is that
it would help, to broaden the base of investment
and accelerate the growth rate. This proposition
is,inour view, based on the erroneous assumption
that the amounts which disclosures bring oot are
not already invested. As happens in most cases,
the disclosed amounts are already invested sur-
reptitiously in business or property through var-
ious devices, and the contribution of disclosure
schemes as such 10 fresh investment is hardly
worthwhile.

2.31 We congsider that a disclosure scheme is an
extraordinary measure, meant for abnormal sit-
uations such as after a war or at a time of national
crisis, Resorting to such a measure during normal
times, and that too frequently, would only shake
the confidence of the honest taxpayers in the
capacity of the Governmenit (o deal with the law
breakers and would invite contempt for its
enforcement machinery. We are convinced that
any more disciosure schemes would not only fail
o achieve the intended purpose of unearthing
black money but would have deleterious effect on
the level of compliance among the taxpaying
public and on the moral of the administration, We
are, therefore, strongly opposed to the idea of the
introduction of any general scheme of disclosure
either now or in the future.

Settlement machinery

2.32 This, however, does not mean that the door
for compromise with an errant taxpayer should
for ever remain closed. In the administration of
fiscal laws, whose primary objective is to raise
revenue, there has tobe room for compromise and
scitlement. A rigid attitude would notonly inhibit
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aone-time tax-evader or an unintending defauiter
from making a clean breast of his affairs, but
would also unnecessarily strain the investiga-
tional resources of the Department in cases of
doubtful benefit to revenue, while needlessly
proliferating litigation and holding up collections.
We would, therefore, suggest that there should be
a provision in the law for a settlement with the
taxpayer at any stage of the proceedings. In the
United Kingdom, the ‘confession’ method has
been in vogue since 1923. In the U.S. law also,
there is a provision for compromise with the
taxpayer as to his tax liabilities. A provision of
thistype facilitating settlement inindividual cases
will have this advaniage over general disclosure
schemnes that misuse thereof will be difficult and
the disclosure will not normally breed further tax
evasion, Each individual case can be considered
on its merits and full disclosures not only of the
income but of the modus operandi of its build-up
can be insisted on, thus sealing off chances of
continued evasion through similar practices.
2.33 To ensure that the setttement is fair, prompt
and independent, we would suggest that there
should be a high level machinery for adminis-
tering the provisions, which would also inciden-
tally relieve the field officer of an onerous
respongibility and the risk of having to face
adverse criticism which, we are told, has been
tresponsible for the slow rate of disposal of dis-
closure petitions. We would, therefore, recom-
mend that settlements may be enirusted (o a
separate body within the Department, to be called
the Direct Taxes Settlement Tribunal. It willbea
permanent body with three Members. The
strength of the Tribunal can be increased later,
depending on the work-load. To ensure impartial
and quick decisions, and to encourage officers
with integrity and wide knowledge and experi-
ence to accept assignments on the Tribunal, we
recommend that its members should be given the
same status and emoluments as the members of
the Central Board of Direct Taxes.

Any taxpayer will be entitled to move a petition
before the Tribunal for settlement of his liabikity
under the direct tax laws. We donot think that it
is necessary lo provide for cases being referred 10
the Tribunal by the Department. However, we
wish to emphasise that the Tribunal will proceed
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with the petition filed by a taxpayer only if the
Department raises no objection to its being so
entertained. We consider that this will be a
salutary safeguard, because otherwise the Tri-
bural might become an escape route for tax
evaders who have been caught and who are likely
obe heavily penalised or prosecuted. Once acase
is admitted for adjudication, the Tribunal will
have exclusive jurisdiction over it and it will no
longer be open to the taxpayer to withdraw the
petition. The Tribunal will take a decision after
hearing both the assessee and the Department,
The Tribunal should be vested with fuil powers
asregards discovery and inspection, enforcing the
attendance of anty person, compelling production
of books of account or any other documents and
issning commissions. It should also have the
power 1o investigate cases by itself or, in the
alternative, to have investigation carried out on
any specific point or generally, in any case
through the Income-tax Department. The terms
of the award will be set down in writing and it
witl be open to the Tribunal to determine noionly
the amount of tax, penalty or interest but also to
fix date or dates of payment. The quantum of
penalty and interest will be in the discretion of the
Tribunal, Similarly, the Tribunal may also in its
discretion grant immunity from criminal prose-
cution insuitable cases. The award will be binding
bothon the petitioner and on the Department. The
application of iis decisions on guestions of law
will, however, be confined to the case under
settlemnent and will not in any way interfere with
the Interpretationoflaw in general. Noappeal will
lic against the decision of the Tribunal by the
petitioner or the Department, whether on ques-
tions of fact or of law.

Bearer bonds

235 Another suggestion that has been made to
bring out black money and canalise it into pro-
ductive channels is a scheme of ‘bearer bonds’.
In brief, the suggestion is that the Government
should issue long term bearer bonds carrying a
low rate of intercst, say, 3 per cent. Bearer bonds
are nomally transferred by delivery but these
bonds wifl benegotiable only by endorsement and
thereafter they will cease to be bearer bonds. The
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Government should give the assurance that the
source of moneys invested in such bands by the
original holder, so long as they are not endorsed,
will not be questioned. The advantages claimed
for the scheme are that persons who have unac-
counted money, will find it a safe avenue of
investment, while at the same time the country
will stand to benefit by the utilisation of such
black money for development projects. The low
rate of interest which the Government would pay
on the investment is claimed to represent an
indirect levy of tax on the money invested and, as
in ali disclosure schemes, the Government would
realise the tax on the amounts discloscd, though
indirectly and at sornewhat concessional rates.
For the investor, the investment would offer
anonymity, security and liquidity. He can borrow
against the investment or sell it in the market, By
providing that after endorsement the bonds will
cease to be bearer bonds, the scheme ensures that
it does not invite a chain of black moncy invest-
ments. It is contended by the protagonists of the
suggestion that the anonymity which the scheme
offers would encourage tax evaders to come out
with their cash hoards without fear, proliferation
of black money will be checked, inflationary
tendencies will be curbed and productive
investments will get a fillip.

2.36 We have carefully considered the pros and
cones of this suggestion. The Bearer Bond
Scheme is a poor substitute even for a disclosure
scheme, as it can cover only black money which
is not invested and is lying in cash, Further, the
investments of black money in such bonds wilt
not connect it up with any particular source of
income, and as such, it does not offer to the
investor immunity from investigation and proper
assessment of the income from that source and
the penal consequences. The investor cannot also
remain completcly anonymous from  the
Income-tax Departiment when he sells the bonds
or raises loans on their security or offers the
interest from such bonds for taxation. These
aspects will militate against the success of the
scheme even within the limited sphere of persons
having unaccounted cash. Making the interest
tax-free would tantamount to allowing high rate
of interest and would defeat the very purpose of
offering a low yield on the investment. On the
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other hand, if the interest is taxable, the chances
are that most of the investors taking advantage of
their anonymity would not disclose the interest
income and the scheme might in fact lead to
further evasion and build up of black money. The
possibility of transfer of bearer bonds from hand
to hand in violation of the stipulation of
endorsement cannot be ruled outand in that event,
the bearer bonds will become a parallel currency.
It may be that in view of the low rate of interest,
the market value of abond of Rs 100 comes down
toRs 50 or Rs 60. But the difference accrues only
1o the buyer and not to the Government which will
eventually have 1o redeem the bonds at their full
face value. We will not be surprised, if after the
expire of the issue period, which will be limited,
these bonds start selling at a premium or being
lent as short-term accommodation for a consid-
eration, 1o enable tax evaders toexplain away the
concealments which might be detected by the
Department in their cases. The more we think of
it, the more we feel convinced that the so-called
benefits claimed for the bearer bond scheme are
illusory.

Swiss type bank accounts

2.37 Bank accounts of the ‘Swiss type” have been
advocated as another means of channelising
‘black money’ now circulating almost 2s a par-
allel currency in the country with all its conse-
quent deleterious effects on the economy. Swiss
banks with their siringent rules of secrecy have in
recent years become known as repositorics of
black money owned by tax evaders in various
countries. The argument is that if India were to
offer similar facilities, the Government might be
able to mobilise substantial deposits of unac-
counted moneys, both from inside India and from
abroad, We are not convinced by this argument.
Switzerland occupics a unique position - geo-
graphically, historically, politically and econo-
mically. There is now 2 growing concern among
many countries that the manner in which the
Swiss banks operate provides facilities for tax
evasion by the nationals of other countrics and
this tends to facilitate the flight of capital to
Switzerland. To combat the threat posed by the
system, countries like the U.S.A. have in their 1ax
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treaties with Switzerland included clauses for
exchange of information for countering fiscal
evasion. Recently, the Federal Tribunal, Swit-
zerland’s highest court, authorised Swiss federal
authorities to give information to the Internal
Revenue Service in Washington about an
American citizen's account with a Swiss Bank,
The Federal Tribunal ruled that Switzerland was
obliged under its double taxation agreement with
the United States to give competent U.S. autho-
rities information to prevent or detect crime or
fraud. They also said that the ‘Swiss Banking
Agency’ -enshrined in the Swiss code since 1934
- protected a bank’s customer from routine
enquiries about possible tax evasion but not if
there were grounds for suspecting more serious
offences of tax fraud. In this context, we do not
consider it worthwhile to experiment with the
Swiss type of bank accounts in India.

Canalising black money into certain specified
fields

2.38 It has been suggested that black money
floating in Indiacouldbe canalised into socialand
desirable fields of aclivity by giving immunity
from rendering any explanation about the sources
of investment, Such desirable fields of activity
could be building water works, roads, bridges,
etc., in rural areas which may be thrown open to
private inmitiative and enterprise, and the con-
struction of tenements for slum dwellers in the
cities...... It is unlikely that persons who wew
unwitling to pay a portion of their income as taxes
would volunteer to give away the whole of it for
a purpose of general public utility. We are,
therefore, of the view that sponsoring official
schemesfor canalising black money into specified
Jields will not be desirable. Elsewhere we have
suggesited that public conscience should be
roused against the evil of tax evasion, and that tax
evaders should be made to feel like social out-
castes. It will be highly inconsistent with such an
attitude and approach if tax evaders were to be
allowed to assume in the public eye the role of
benefactors.
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Searches and seizures

2.39Increased use of power of searchand seizure
Searches form a necessary and powerful
adjunct to investigation as they bring to light
assets and information, which would otherwise
be beyond the reach of the Department through
its normal channels of enquiry and examination
of accounts. We consider the power of search
under the Income-tax Act as a potent instrument
in the hands of the Department to provide direct
and clinching evidence about tax evasion and the
existence of black money. Searches notonly lead
to unearthing of black moncy in kind, but also to
getting hold of hidden books of account which
would clearly show that what has been disclosed
is only part of what has been eamed, invested or
accurnulated. That searches have been found to
be nseful in the fight against tax evasion is
apparent from the following information supplied
to us by the Central Board of Direct Taxes:

.....

Year No. of No. of suc- Amount of
searches and cessfl assets seized
seizures con- searches (R lakh)

ducted

1 2 3 4
1964 397 393 147
1965-66 306 293 130
1966-67 189 186 58
196768 109 106 90
19683-69 81 79 59
15659-70 170 163 95
1970-71 195 192 123
1,447 1,418 699

Werecommend that the Departme st should make
an increasing use of iis powers of search and
seizure in appropriate cases.

240 In their memoranda as well as statements
before us, several persons have pointed out some
glaring anomalies in the existing provisions and
have also marked out certain problem areas. We
havecarefully considered the various suggestions
made in this behalf, We recommend below
changes, which we would like 10 be made, so as
fo render this instrument more effective.

(a) Commissioner’s power - Sub-section (1) of
section 132 of the Income-tax Act, 1961,
empowers a Commissioner of Income-tax to
authorise searches and seizures only inrespect of
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assessees who are within his jurisdiction. More-
over, the search is to be confined to the premises
mentioned in the search warrant. It has been
brought 10 our notice that considerable difficulty
is being experienced in cases with all-India
ramifications when during the course of con-
ducting the search at places in the jurisdiction of
another Commissioner of Income-tax, the
‘authorised officer’ finds it necessary to search
some other premises of the same assessee not
mentioned in the scarch wamant. He cannot
rcadily obtain another warrant from the Com-
missioner of Income-tax who isavailable locally
as the latter has no power under sub-section (i)
of section 132 to authorise a search in respect of
the proposed premises since they are not con-
nected with any assessee in his jurisdiction. This
results in the postponement of the search of such
other premises till a2 warrant can be obtained from
the Commissioner of Income-tax who had origi-
nally authorised the search, As time is of the
essence in these matters, this delay quite often
defeats, wholly or partially, the purpose of the
search. As the difficulty pointed out is genuine,
we recommend that @ Commissioner of Income-
tax should have power to aquthorise search and
seizure, irrespective of whether the taxpayer is
assessed in his jurisdiction or not.

Inspecting Assistant Commissioners (o have
power of Search - We have also considered the
desirability of empowering Inspecting Assistant
Commissioners to authorise searches and sei-
zures, As the headquarters of the Commissioners
of Income-tax are at quite some distance from
Income-tax Offices, particularly in mofussil
charges, and as the success of a search and seizure
lies in secrecy and prompt action, we recommend
that the power of authorising searches and sei-
zures should be available to the Inspecting
Assistant Commissioners as well. In fact, the
power to authorise searches and seizures is
available under the Customs Act, 1962 and For-
eign Exchange Regulation Act, 1947 1o officers
who are Jower in rank than an Assistant
Commissioner of Income-tax. We do not appre-
hend that empowering these officers would result
in any harassment to tax-payers, However, an
Inspecting Assistant Commissioner should have
this power only in respect of cases faliing within
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his jurisdiction.

{b) Search to cover persons, vehicles and vessels
- Premises of any person who is suspected tohave
concealed income or items of wealth can be
searched in pursuance of a search warrant issued
under section 132 of the Act. We understand that
there have been several occasions when searches
of persons, vehicles and vessels became inevita-

ble, and yet nothing could be done due to the -

non-availability of powersof searchin thisregard.
We appreciate that on certain gccasions the lack
of power to search persons, vehicles and vessels
can be a serious handicap, We find that similar
powers are available to officers of the Customs
Department under sections 100, 101 and 106 of
the Customs Act, 1962, We recommend that the
existing powers of search under the Income-tax
Act be extended 1o cover persons, vehicles and
vessels.

(c) Periodfor making order for retention of seized
assets - In case of seizare of an asset, the
Income-tax Officer is required to estimate the
undisclosed income in a surmary manner 1o the
best of his judgement and pass an order under
sub-section (3) of section 132 within ninety days
of the seizure. Such an order can be made only
wilh the previous approval of the Commissioner
of Income-tax after affording the reasonable
opportunity to the persons concemed of being
heard and making an enquiry as presctibed under
Rule 112A of the Income-tax Rules, 1962. It has
been represented to us that this period of ninety
days is too short because the assessees, whose
premises arc searched, generally adopt dilatory
and obstructionist tactics in order to stall the
enquiry contemplated before passing such an
order. This period is also stated to be inadequate
for scrutiny of important materials vital for the
enquiry. We agree that placed in such a simation,
any conscientious officer would find it an exas-
perating experience to adhere to this time-limit,
On the one hand, he is expecied 10 make a
well-reasoned order which should stand the test
of assessee’sappeal to the Board,and on the other,
he has to reckon with the tactics of aa recalcitrant
assessee. We recommend that the period for
making an order under sub-section(5) of section
132 may be extendedfrom the present ninety days
lo one hundred and eighty days. As the enquiry
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proceedings for the purpose of making an ordex
under sub-section (5) of section 132 have 10 be
commenced within fifteen days ofthe seizure, the
tax administration is already commiited to initiate
proceedings without delay. In a way, this change
would also be useful to the assessees as they will
have enough time and opportunity to vindicate
their stand-point in the matter satisfactorily.

(d) Tax liability to include interest and penaity -
Under clause (ii) of sub-section {5) of section 132
the assets seized in the course of a search can be
retained for the purpose of meeting the tax
liability on the estimated undisclosed income.
However, the existing provision does not permit
retention of assets in order to satisfy the liability
on account of interest and penalty that might be
determined on such undisclosed income. This
appearstous tobe an omission and werecommend
that the law may be amended to permit retention
of seized assets in order to meet the lability of
interest and peralty, in addition to the tax, that
may become due on the estimated undisclosed
income.

(e) Definition of 'authorised officer’ - Under
sub-section (8) of section 132 of the Income-tax
Act, 1961, account books and documents seized
in the course of search cannot be retained by the
‘authorised officer’ for a period exceeding one
hundred and eighty days unless he records the
reasons in writing for the retention, and obtaing
approval of the Commissioner of Income-tax in
this behalf. We are told that this requirement has
led to some practical difficulties. Usually the
‘authorised officer’, i.e., the officer authorised to
conduct search and seizure, hands over the seized
material to the Income-tax Officer having juris-
diction over the assessee’s case. Thereafier, the
authorised officer is in no position to decide
whether or not the seized records should be
retained beyond 180 days. The practice obtaining
at present is that the assessing Income-tax Officer
records the reasons for retention and requests the
‘aunthorised officer’ 1o endorse the proposal for
retention before the same is forwarded to the
Commissioner of Income-tax for approval. In
many a case, it so happens that the person who
acted as an ‘authorised officer’ goes out on
transfer to a far off siation or is otherwise not
readily available to sign the retention proposal. In
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some cases, the “authorised officer’ may not be
available with the Department, having either
retired or resigned, with the resuli that it becomes
impossible to comply strictly with the provision
of sub-section (8) of section 132 of the Act. To
resolve these difficulties, we recommend that the
law be amended to provide that the ‘authorised
officer’ andior the Income-tax Officer having
Jjurisdiction over the case may apply for reiention

of the seized material beyond the period of 180

days. Similarly, sub-section (9) of section 132,
which contemplates copies, elc., of seized docu-
ments being made in the presence of ihe ‘autho-
rised officer’, or any other person empowered by
him in this behalf, may be suitably amended.

(P Year of concealment - We leam that in several
cases of substantial cash seizoxes, assessees ook
the plea that the seized assets were referable to
the income of the year of seizure and would
accordingly be explained or offered for tax in the
return to be filed for the relevantassessment year,
This opens up an escape route and gives them an
opportunity either to caok up evidence during the
remaining portion of the year to explain the
possession of the scized assets, or to avoid the
penal consequences under the Income-tax Act by
including the amount in the return of income as
unexpiained earnings of the yearin whichthe cash
was seized. This loophole naturally watcrs down
the efficacy of the powers of search and seizure,
which are intended to act as a deterrent. To
remedy this situation, we recommend that the law
may be amended 1o raise a presumption 1o the
effect that, unless proved to the contrary by the
assessee, the assets which are seized in the course
of a search will be deemed 1o represent the
concealed income and wealth of the previous
yearivaluation date immediately preceding the
date of the search.

(g) Onus of proof - At present, the onus is on the
Department 1o prove that the assets, account
books or documents found at the premises of an
assessee in the conrse of a search relate to the
assessee. In the very nature of things, it is often
difficult for the Department to get independent
evidence 10 prove that the assets, account books
and documents found at the assessee’s premises
belong to him and relate to his affairs. After all,
this is a matter within the exclusive and personal
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knowledge of the assessee himself. Our attention
has been drawnt to section 2A of the Foreign
Exchange Regulation Act, 1947, which provides
for certain presumptions as 1o the documents
seized in the course of a scarch. The absence of
an analogous provision in the Income-tax Act is
stated to be causing considerable difficulty (o the
Department. We agree that when an asset, account
book or document is found at the premises of an
assessee, it wonld only be reasonable to presume
that it belongs to the assessee and relates to his
affairs. The onus, in these circumstances, shounld
be on the assessee to prove that it is not so. We
recommend that the law may be amended 1o
provide a rebuttable presumption both for esti-
mating the wndisclosed income, and also for
prosecution of an assessee or an abetlor.

241 Need for cautious approach - Having rec-
ommended more powers of search and seizure
and their extensive use by the Department, we
would be failing in our duty if we were noticadd
a word of caution here. Several persons, who
appeared before us, complained against the
arbitrary and high-handed manner in which some
of the searches were conducted. It was also
repeatedly pointed out that whenever a search
takes place, there is always inordinate delay in
completing the assessment. We have looked into
the statistics furnished by the Department and we
are satisfied that even after making allowance for
the dilatory tactics which the assesseesmay adopt
in such cases, and to which we have referred
earlier, there is considerable truth in the repre-
sentations made to ws in this behalf.

We would like the Department to ensurethat the
actions of its officers inthe maiter of searches and
seizures do notleave any room for complaint and
whenever any officer is found, in his misplaced
enthusiasm, to err and over-siep the limits of
reasonableness, he should be prompily and
adeguately dealt with. With a view o avoiding
hardship to the assessees as also to safeguard the
interests of revenuve, we consider it 1o be of
paramount importance that assessmients in cases
where seizures have been made in the course of
searches are finalised expeditiously and are not
aliowed to drag on unnecessarily. Any avoidable
delay not only places impediments in the conduct
of even ithe normal business of the taxpayers but
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also considerably dilutes the desired impact of
searches on iax-evadersand gives them more iime
to invent fresh explanations.

Section 2.42 deleted,
Measures to fight tax evasion

2.43 Having discussed measures for unearthing
black money and for bringing it out into the open,
we now proceed to make suggestions which seek
to tackle the canses that lead to the evasion and
creation of black money. While doing so, we
. propose to deal with the problem both in its legal
as well as administrative aspects.

Section 2.44 deleted.
Reduction in tax rates

2.45 The present combination of high rates of
taxation and widespread evasion has created a
vicious circle. With the additions made to the
returmed income on account of estimates of profit
or disallowance of expenses, statutory amd
otherwise, the tax can conceivably exceed the
returned income. Even without such additions or
disallowances, the effective marginal rate of tax,
taking income-tax and wealth-tax together, may
well exceed 100 per cent of the income, After all,
levy of wealth-tax even at the rate of one per cent,
is equivalent to 10 per cent yield. In these con-
ditions, tax evasion almost gets elevated to the
status of a defensive weapon in the hands of
taxpayers. If public conscience is to be aroused
against tax evasion and if tax evaders are to be
ostracized by the society atlarge, the public needs
io be convinced that tax evasion is anti-social.
This objective is difficult to achieve so long as
the marginal rates of taxation are confiscatory.

Section 2.46 & 2.47 deleted.

2.48 Another objection to the high marginal rates
of taxation is that they can erode the capacity and
sap the incentive to save and invest. This is
relevant to our present economic situation where
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the need to encourage savings and invesimenthas
assumed greater significance than ever before for
stepping up production and for providing larger
employment opportunitics.

249 Besides, high marginalrates of taxation tend
to promote wasteful consumption expenditures,
Apart from the fact that evaded income is more
often spent than invested, there is the tendency to
spend more when expenses are allowable in the
computation of income and are in effect heavily
subsidized by the Government or account of the
high tax saving, Grant of tax free or nominally
taxed perquisites toemployees is another instance
of avoidance developing under the pressure of
highrates of taxation. This encourages excessive
spending and thereby generates inflationary ten-
dencies.

2.50 We are convinced that high marginal rates
of taxation are a powerful conuibutory factor
towards evasion inasmuch as they make the fruits
of evasion so altractive that a less scrupulous
person would consider the incidental risks worth
taking. In addition, the high rates of taxation
create a psychological barrier to greater effort,
and undermine the capacity and the will to save
and invest....

2.51 We do not consider it advisable, for another
reason, for our country toresort to such high rates
of waxation in normal times. The country has to
leave some tax potential in reserve for an emer-
gency. The present high lavel of taxation leaves
the Government with litde scope for
manoeuverability for raising additional resources
in times of emergency.

2.52 Having considered the matter in all its
aspects, we recommend that the maximum mar-
ginal rate of income-tax, including surcharge,
should be brought down from its present level of
97.75 per cent, to 75 per ceni. We further rec-
ommend that some reduction in tax rates be also
given at the middle and lower levels. In order to
create an impact, the reduction in the rates of
taxation should be at one stroke. We give below
a rate schedule which we would recommend for
adoption by the Governmens:
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Income slab Rate of tax
0-5,000 Nil
5.001-10,000 10%
10,001-15,000 S00+-15%
15,001-26,000 1,2504+20%
20,001-25,000 2.250+425%
25,001-30,000 3,500+35%
30,001-406,000 5,250445%
40,001-50,000 9. 7504+50%
50,001-60,000 14,750+55%
60,001-70,000 20,250+60%
Ower-70,000 26,250+65%

Surcharge @ 15% in respect of incomes over Rs 15,000

2.53 We would like to state here our reasons for
keeping the highest marginal tax rate at 75 per
cent. The alternatives before us were (a) a fairly
low rate of tax with no exemptions and deduc-
tions, and (b) not so low a tax rate but a structure
of rates incorporating some incentives for savings
and investment, and for giving direciion to the
cconomic development of the country. After
careful consideration of the pros and cons of the
alternatives, we came to the conclusion that, in
the context of the existing economic conditions,
it was advisable to adopt the latter course,
Looking at the rate structure of income-tax, we
feel that at no stage of iscome, however high,
should a taxpayer be left with less than 25 per
cent, of the additional income after payment of
income-tax.

Next, we gave our careful consideration 1o the
level of income at which the maximusm marginal
rate should apply. Not so Jong ago, this level was
Rs 70,001 in 1967. Recently, under the Finance
(No. 2) Act, 1971, the maximum salary and
perquisites allowable as deduction in the com-
puiation of business income have been fixed at
Rs 5,000 p.m. and Rs 1,000 p.m. per employee.
Even in Government the maximum safary is Rs
53,000 plus free residential accommodation.
Taking into congiderationall these factors, we felt
that it would be appropriate to fix Rs 70,001 as
the level of income at which the maximum mar-

ginal rate should apply.
Section 2.54 & 2.55 deleted.
Minimisation of controls and licences

2:56 Confrols and black money constitute a
vicious circle. Even as controls generate black
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market, black market generates black money and
tax evasion. Controlled goods carry a premium
and the premium is always given and demandcd
i cash to escape detection, Not only goods but
certain entitlements and rights in the form of
licences and permits command a premium on the
sly. In fields like import licences, the practice of
paying unofficial premium is so widespread and
common that commercial circles have given
recognition to it by having the rates regularly
quoted in some newspapers. Rent controls have
given rise o the ‘Pugree system” where a sub-
stantial sum is received in cash before the prem-
ises are let out at controlled rent. The clandestine
deals and undisclosed investments arising from
black money have caused a serious problem of
tax evasion which increases in geometric pro-
gression as black money generates more black
money and evasion breeds further evasion,

Section 2.57 deieted.

2.58 What appears to be necessary now is a
comprehensive review of the existing controls so
that those which are incffective, redundant or
irtksome might be eliminated or modified to sait
the needs of the changed sitvation. There is also
scope for streamlining some of the controls to
make them more effective and 1o ensure a fairer
deal to the common man, and for modifying some
of the procedures se as to eliminate the irritants,
bottdenecks and above all scope for abuse. For
instance, there appears to be need for modifying
the import control regulations to eliminate certain
malpractices such as the sale or transfer of
licences, without adversely affecting the interests
of the actual user. Perhaps, import entitiements
which are offered as incentives for export per-
formance could be replaced by cash subsidies.
Elimination of unwanted and ineffectively
enforced controls would considerably reduce the
area of black moncy and tax cvasion. We would
recommend that a commitiee of experts be
appointed to enquire into the utélity of all existing
controls, licensing and permit systems, and sug-
gest elimination of such of these as are no longer
considered necessary. This conunittee may also
suggest changes in law and procedures so as to
ensure that the controls which are absolutely



essential for the health of the economy are
administered more effectively and with the least
harassment to the pubiic,

Regulation of donations to political parties

2.59Political partiesand ¢lections are a necessary
adjunct to a democratic step-up. A majority of the
personswho sentreplies toowr Questionnaire, and
those who appeared in person before us, stated
that political factors were aiso responsible to a
considerable extent for the generation and pro-
liferation of black money in the country, In this
context, one item which was particularly
criticised by them was the incongruity existing
between the present ban on donations to political
parties by companies on the one hand and the
enormous funds required to meet election
expenses on the other, This ban on donation to
political parties by companies was imposed only
in 1969 by an amendment to the Companies Act,
1956, since it was comsidered that such contrib-
utions "tended tocorrupt political life to adversely
affect the healthy growth of democracy in the
country". We recognize the need o keep political
institutions free of corraption. We are, therefore,
not in favour of the ban on donations by com-
panies to political parties being removed, par-
ticularly when the shares of many companies are
held by public institutions like the Unit Trust of
India, Life Insurance Corporation, nationalised
banks, etc.

2.60Nevertheless, it isan accepted face of tife that
in a democratic set-up, political parties have to
spend considerabic sums of money, and that large
sums are required for elections...... We are of the
opinion that in our country also, the Government
should finance political parties. We recommend
that reasonable grants-in-aid should be given by
the Governmeni 1o national political parties and
suitable criteria should be evolved for recogniz-
ing such parties and determining the extent of
grant-in-aid to each of them. For according
recognition to a political party for this purpose,
it should be necessary, inter alia, that it is reg-
istered under the Societies Re gistration Act, 1860
andits yearlyaccounts are audited and published
within a prescribed time. Irrespective of the
decision of Government on the gquestion of
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financing political parties, we recommend that
the parties be required to get their accounts
audited and published annually.

2.61 Inasmuch as the grants-in-aid by the Gov-
ermnment may not meet fully the requirements of
political parties, they will have to look for
additional contributions from other quarters. The
considerations which weigh against large dona-
tions by big industrial and trading units in the
corporate sector do not, however, apply tosmaller
donations by individuals. We, therefore, recom-
mend that donations by taxpayers, other than
companies, to recognized political parties should
be allowed as a deduction from the gross total
income, subject to certain restrictions. The
maximum amount eligible for deduction on
account of donations to political parties should
be 10 per cent, of the gross total income, subject
to aceiling of rupees ten thousand. The deduiction
1o be allowed should be 50 per cent, of the
qualifying amount of the donation.

Creating confidence among small taxpayers

2.62 There is a widespread belief that much of the
tax evasion of lower levels of income is due o
fear of the Income-tax Department, or because of
lack of confidence inits faimess, This is generally
attributed to the practice of estimating income in
small cases, pitching up estimates of income
almost as a matter of routine, and disallowing
expenses indiscriminately. It is stated that many
asscssces retum lower incomes as a cushion
against higher estimates of income and disal-
lowance of expenses by the Department. Simi-
larly, it is mentioned that many taxpayers avoid
filing of returns of income for fear of harassment
by departmental officers.

2.63 Whether such fears and mistrust have any
real basis or not, it is amply clear from the
evidence given before us that many taxpayers do
genuinely apprehend unfair treatment at the hands
of deparimenta! authorities. The practice of being
too meticulous in small cases, where no worth-
while revenue is involved, has done much to
damage the image of the Department in the public
eye. The initiative for undoing the damage lies
with the Department. One concrete step sug gested
forrestoring public confidence istodispense with
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detailed scrutiny in small income casesand accept
the returns of income in such cases in large
numbers.

2.64 It is not that the Department itsel has not
beenalive to thisissue. The small income scheme
was introduced, following the recommendations
of the Direct Taxes Administration Enquiry
Committee. However, in the actual formulation
of the scheme several ‘ifs’ and ‘buts’ were
introduced with the result that it did not achieve
any significant success. The scheme did notevoke
any great enthusiasm among 1ax payers, and the
agsessing  officers’ reluctance 1o take the
responsibility for accepting any return stood in
the way of its success. Subsequenily, some
improvements were made in the scheme and this
helped in reducing the pendency of assessments
in small cases to some extent. However, the
position in law remained unchanged that a return
could be accepted only if the Income-tax Officer
was satisfied that it was correct and complete.
Thus, the smalt income scheme lacked legal
sanction.

2.65 Recently, the law has been amended 5o as to
facilitate assessments being made on the basis of
returns  without the requirement that the
Income-tax Officer should be satisfied that the
return is correct and complete. Such an assess-
ment can be re-examined either at the instance of
the assessee or where the Income-tax Officer
considers it necessary or expedient to verify the
commectness and completeness of the remm by
requiring the presence of the assessee or the
production of evidence in this behalf, In the latter
case, the Income-tax Officer has to obtain the
previous approval of the Inspecting Assistant
Commissioner.

2.66 Foliowing this amendment of the law, the
small income scheme, as it existed, has been
scrapped with effect from 1st April, 1971 and the
Central Board of Direct Taxes have issued fresh
instructions on the new procedure for making
assessments in small income cases. We have
looked into these instructions. They make a bold
departure from the past and are likely to achieve
more significant results than the earlier small
income scheme. While broadly approving the
general principles underlying these instructions,
we have to observe that we see no reason why
assessecs in certainincome groups at some places
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should be given a preferential treatment by hav-
ing heir returns accepted under section 143(1),
whereas elsewhere ussessees in these income
groups will have to face annual scrutiny. We feel
that the basic criteria for selecting cases for
annual scrutiny should be uniformthroughout the
country. While selecting cases for scrutiny out of
those already disposed of summarily, varying
percentages might have to be adopted depending
on the workicad and manpower available, We
would sugpest that the work be so programmed,
and the manpower supplemented, if necessary, as
to ensure that at the end of each financial year
the carry over of work should not be more than
what can be disposed af in the next four months.
2.67 We find that it is proposed to discontinue the
procedure of issuing notice under sub-section (2)
of section 139 in every case, We suggest that,
notwithstanding this change in procedure, the
Departmeni should mail the return forms together
with instructions for filling them to all existing
taxpayers on the general index registers in the
first week of May everyyear. This would serve as
atimely reminder to the taxpayer of his obligation
under the law to file his retum of income, would
save him the time and trouble in obtaining the
form, and would facilitate prompt filing of
refurms. .....

Aliowance of certain business expenses

2.68 While discussing the causes of tax evasion
we had referred, isuter alia, to disallowances and
ceilings on certain expenses which are required
tobe incurred in view of commercial expediency.
We had mentioned that this unduly adds to the tax
burden on the assessees when sach expenses,
though acwally incurred, are not allowed to be
deducted in arriving at the total income. The
expenses commonly mentioned in this connec-
tion are those relating to entertainment and
matatenance of guest houses.

We consider that certain curbs on lavish enter-
tainient are necessary and certainrestrictions are
also desirable 1o prevent the unscrupulous
amongst the assessees from claiming deduction
for personal or non-business expenses. However,
ablanket disallowance of entertainment expenses
appears 10 us to be an unduly stringent measure
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not warranted by a realistic appraisal of com-
mercial considerations. Business is a highly
competitive venture and it cannot be denied that
occasions do arise when a person carrying on
business has o provide food, drinks and other
hospitality t0 prospective buyers or persons
otherwise helpfulin promoting his business. Such
expenses have to be incurred in the ordinary
course of business out of sheer commercial
expediency, particularly when they relate to
overseas customers. Any prohibition of such
expenditre has the effect of driving it under-
ground to re-appear in more acceptable forms, In
the ultimate analysis, itis only the honest taxpayer
who suffers.

2.69 We recommend that entertainment
expenditure which is incurred primarily for the
furtherance of the taxpayer's business and is
directly related to its active conduct should be
allowed to be deducted, upto the ceiling pre-
scribed under sub-section (2A) of section 37 of
the Income-Tax Act, 1961. Of course, the
deduction should be allowed only if the taxpayer
proves by adequate evidence not only the actual
expendimre incurred but also the business pur-
pose of the expenditure and business refationship
of the person entertained to the taxpayer.

2.70 Notwithstanding sub-section (1) of section
37 of the Income-tax Act, 1961, which provides
for deduction of expenses which are incurred
wholly and exclusively for the purpose of busi-
ness, the Income-tax law imposes certain
restrictions in respect of maintenance of guest
houses by assessees having income from business
or profession, These restrictions were first
imposed in 1964, From 1st April 1964, expenses
on the maintenance of guest houses incurred by
an assessee were to be disaliowed unless the
expenses were within the prescribed limits and
fulfilled certain specified conditions, In 1970, the
law in this regard was tightened. By the Finance
Act, 1970, it was provided that no allowance shall
be made in respect of any expenditure incurred
by an assessee on the maintenance of any resi-
dential accommodation in the nature of a guest
house and also in respect of depreciation of any
building or asset used for the purpose of a guest
house. The second proviso o sub-section (4) of
section 37 of the Income-tax Act, 1961, however,
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provides an exception to such restrictions in
respect of any guest house maintained as a
holiday-home for the exclusive use of employees
while on leave. We feel that it will also be
reasonable to give the benefit to guest houses
maintained in the nature of transit houses for
employees on duty. We, therefore, recommend
thatthe exception containedinthe second proviso
to sub-section (4) of section 37 of Income-taxAct,
1961 should be made applicable io guest houses
maintained in the nature of transit houses for
employeesonduty, providedthe stayis iemporary
and rent is charged. Where no rent is charged,
the daily allowance admissible to the employee
should be restricted on the same lines as for
Government servants.

Changes in penal provisions

2.71 As the number of taxpayers increases, the
tax administration has of necessity to rely more
and more on voluntary compliance of tax laws by
the assessees. Appropriate penal provisions form
anecessary complement to this approach as they
impel compliance with the tax laws by imposing
additional monectary burden on those who happen
1o go astray either inadvertently or by design. It
is in this context that we have comsidered it
necessary to review the penal provisions in the
direct tax laws.

Iniquity and severity of penal provisions

2.72 Considerable criticism of the existing pen-
alty provistons has been voiced before us. Our
attention has been drawn particularly to the fact
that the law provides for levy of interest and
penalty, and also prosecution for the same default.
Similarly, objection is taken to the penalty for
concealment being levied with reference 0
income or wealth concealed, instead of the tax
sought to be evaded. The main criticism levelled
is that these provisions are unrealistic and
iniquitous, especially from the point of view of
smatl taxpayers. It has been urged that instead of
aiding the administration in the enforcement of
tax laws, these draconian provisions compel a
taxpayer 1o go underground or practice under-
COVET Operations.
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2.73 Under clause (c) of sub-section (1) of section
271 of the Income-tax Act, 1961, a person who
has concealed the particulars of his income or
furnished inaccurate particulars thereof, is liable
to pay a minimum penalty equal to the concealed
income and maximum penalty of twice that
amount. This provision has been the subject of
widespread criticism both in the replies 10 the
Questionnaire as well as in the statements made
before us. It has been pointed out that apart from
the penalty itseif acting very harshly on the
taxpayers, its severity is enhanced by the Expla-
nation to sub-section (1) of section 271 which is
to the effect that where the income returned by
any person is less than eighty per cent of the
assessed income, he will be deemed to have
concealed the particulars of his income or fur-
nished inaccurate particulars thereof, unless he
can prove that the failure to retum the income as
assessed did not arise from any fraud or any gross
or willful neglect on his part.

We think this criticism is not without merit.
Penalty serves its purpose only so long as it is
within reasonable limit. Once it crosses that limi,
it is more likely to increase the rigidity of a
taxpayer’s recalcitrance than to reform bim. If a
tax evader is really pnable to pay a heavy penalty,
he would prefer to go underground and start
business in benami names. Unduly harsh penal-
ties thus breed only defiance of the law and have
to be eschewed. No other country in the world
appears o have adopted such a bagis for levying
penalty for concealment. A penalty based on
income instead of tax hits the smaller taxpayers
more harshly. The iniguity of this provision is
evident from the fact that while the minimum
penalty is over nine times the tax sought to be
¢vaded in the case of ataxpayer with income upto
Rs 10,000, it is just about equal to the tax in the
case of a person with incoime above Rs 2 lakh, In
the desire not to let off the fraudulent tax evaders
lightly, it is not correct to penalise the small
taxpayer more harshly. The objective can be
better served by prosecuting tax evaders in higher
income brackets, which would be far more
effective than loading everyone with heavy pen-
alties. Later in this report, we have ourselves
recommended a vigorows prosecution policy to
be adopted by the Department. The purpose of
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penalty should, however, be only to bend and not
10 break the taxpayer. We recommend that the
quantum of penalty impossible for concealment
of income should be with reference to the tax
sought to be evaded, instead of the income con-
cealed. Moreover, the minimum penalty impos-
sible for concealment of income should be the
amount of tax sought 1o be evaded and the
maximum penalty impossible should be fixed at
twice the said amourns. It may also be clarified
that ‘tax sought to be evaded in this context
means the difference between the wax determined
in respect of total income assessed and the tax
that would have been payable had the income
other than the concealed income been the total
income. This would ensure that taxpayers are not
made to pay penalty inrespect of certain additions
to income, which are not in the nature of conc-
calment but are made only for certain technical
reasons.

2.74 We are notunaware thatlink ing conceaiment
penaity to tax sought to be evaded can, at times,
lead to some anomalies. We would recommend
that in cases where the concealedincome is to be
set off against losses incurred by an assessee
under other heads of income or against losses
brought forward from earlier years, and the total
income thus gets reduced to afigure smaller than
the concealed income or even to a minus figure,
the tax sought to be evaded should be calculated
as if the concealed income were the total income.

Explanation to sec. 271(1 )(c)

2.75 Several persons who appeared before us
wrged the need for deleting the Explanation to
clause (c) of sub-section (1) of section 271 of the
Income-fax Act, 1961 for various reasons. The
primary objection against this Explanation is that
it is being invoked indiscriminately and penalty
proceedings are initiated in all cases where the
income shown in the retum is less than eighty per
cent of the assessed income,

The Explanation was introduced in order to cast
on the assessee the burden of proving that the
omission to disclose true income did not proceed
from any frand, or gross or wilful neglect. A
similar Explanation was also introduced in the
Wealth-tax Act, 1957. This was a sequel 1o the



recommoendation made by the Dircet Taxes
Administration Enquiry Committee (1958-59),
bascd on a similar provision in the United King-
domiaw. We nnderstand that in anumber of cases
that came up on appeal, the appelaic authorities
were not inclined to uphold the penalties imposed
on the basis of this Explanation, since they were
of the view that the Department was still under
obligation to prove the concealment. The differ-
cnce between the assessed income and the
retumed income can be due to a vartety of reasons
- some technical, like estimate of gross profitand
others purely arithmetical - and tn our opinion, it
would not be correcl Lo initiale proceedings in
cvery case where the difference exceeds twenty
per cent. In the United Kingdom itsell, the pro-
vision on which this Explanation was bascd has
now been dropped. In any event, if past
cxpericnce is any indication, we feel that this
Explanation has failed to serve any useful pur-
posc. On the other hand, it has resulted in
unwarranted harassment (o the taxpayers, and 100
much of paper work caused by indiscriminate
initiation of penalty proccedings and consequent
appeals.

We recommend that Explanation to clause (c)
of sub-section{1) of section 271 of the Income-tax
Act, 1961 and also Explanation 1 to clause (c) of
sub-section(1) of section 8 of the Wealth-tax Act,
1957 may be deleted.

2.76 While we are of the view that penaltics
should not be draconian, we also strongly feel that
those who arc tempted to resort to concealment
of income should not be aliowed to get away with
tenuous legal interpretations. We would recom-
mend the following changes in the Income-tax
Actin this regard:

{a} Presumption of concealment where explana-
tion found faise - Several officers of the Depart-
ment invited our attention to the Supreme Court’s
decision in the case of Commissioner of
Income-tax, West Bengal vs. Anwar Ali (76 ITR
696). It has been held by the Court that penalty
for concealment of income cannot be imposed
merely because the explanation given by an
assessee is found 1o be false. While this decision
was given in the context of clause (c) of sub-
section (1}of section 28 of Indian Income-tax Act,
1922, it is notreasonably certain that it would not
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apply to penaltics under the Income-lax Act,
1961. We would, therefore, recommend, cs a
measure of abundant caution, that an Explana-
tion to sub-section (1) of section 271 of the
Income-tax Act, 1961 may be inserted lo clarify
that where a taxpayer's explanation in respect of
any receipt, deposit, outgoing, or Investment is
found to be false, the amount represented by such
receipt, etc., shall be deemed to be income in
respect of which particulars have been concealed
or inaccurate particulars have ben furnished,
within the meaning of clause (¢c) of sub-section
(1) of section 271 of the Income-tax Act, 1961,

(b Intangible additions - Additionstoincome are
frequently made by the Income-tax Officers for
purely technical reasons, e.g., application of a
presumptive rate of gross prefitor of yield, oron
account of estimated disallowance of certain
expenses, shortages, wastage, etc. These are
commonly referred to as ‘intangible additions’
and normally no penalty ig levied - and rightly so
- for want of adequate material 10 establish that
these additions represent the taxpayer’s con-
cegled income, We are, however, informed that
these intangible additions are exploited by some
taxpayers as a means of escape {rom tax and
penally in assessments periaining 10 subsequent
years, Instances are said to be common when a
taxpayer, confronted with the need to explain the
source of some of his funds, assets, etc., 1akes the
plea in the absence of any other evidence, that the
said funds, assets, etc., had emanated from
income represented by intangible additions made
in carlier assessments. Such explanations also
find favour with appellate anthorities, with the
result that the taxpayer gets away with admitted
utilisation of concealed income without paying
any penaity. We do not consider this to be
justifiable, We recommend that law should be
amended to provide that where intangible addi-
tions made in eqriier years are cited by an
assessee as the source of his funds, assets, eic.,in
o subsequent year, the said funds, assets, eic.,
would be deemed lo represent the assessee's
income, particulars in respect of whic h have been
concealed within the meaning of clause (c) of
sub-section (1) of section 271 of the Income-1ax
Act, 1961, and the quantum of penalty would be
determined with reference to the total income of
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the said, assessment year, which shall be com-
puted for this limited purpose by including the
value of suchfunds, assels, etc., to the extent they
are claimed to be out of past intangible additions.
{c) Presumption of concealment in case of failure
to file the return - Tax evasion can be atiributed
to acts of either commission or omission of an
assessee. A taxpayer may file his retum but may
notdisclose his income in full, On the other hand,
he may decide not to file the return at all, thereby
concealing all his income. As stated earlier,
penalty is impossible under clause (iii) of sub-
section (1) of section 271 of the Income-tax Act,
1961 if an assessee has, in the return filed by him,
concealed particulars of his income or furnished
inaccurate particulars thereof, Where, however,
an assessee does not submit the return of his
income, though he had taxable income and this
fact is established on assessment, no penalty for
concealment of income is leviable under the law.
At best, the income-tax officer can levy penalty
under clause (i) of sub-section (1) of section 271
of the Act for assessee’s failure to submit the
retum of income. While the maximum penalty
under clause (iii) of sub-section (1)} of section 271
is twice the concealed income {(which we are
recommending to be changed to twice the tax
sought to be evadcd), the maximum penalty for
filing of return or non-filing of retam is 50 per
cent, of the tax payable on assessment. We con-
sider it to be highly unsatisfactory thata complete
concealment of income should entail a lighter
punishment than partial concealment. We
accordingly recommend that where an assessee
does not file areturn of income within the normal
period of limitation for completion of assessment,
and the Income-tax Officer establishesthat he had
taxableincome, the assessee should be deemedin
law 10 have concealed his total income for the
purpose of clause (c) of sub-section (1) of section
271 of the Act, notwithstanding that he has
subsequently, in response to notice under section
148, filed a return stating his correct income. This
will apply only 10 those who have not hitherto
heen assessed.

Other Penalties

2.77 In regard to other penalties under section
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271, which do not relaie o concealment of

income, our recommendations are as under:

If an assessee fails to fumish his retumn of
income under sub-section (1) of section 13 of the
Income-tax Act, 1961 within the prescribed time,
he is liable to pay penal interest and penalty for
the period of default, apart from being liablc 1o
be prosecuted, in certain circomstances, under
section 276C of the Income-tax Act, 1961, We
consider that the policy of levying interest and
penalty, in addition 1o making the assessee liable
10 prosecution is not warranted in al such cases.
In our opinion, assessees who furnish returns of
income, though belated, should be treaied more
leniently than assessces who do not furnish
returns of income at all, Similarly, the treatment
to be meted out to a case of failure 10 file return
of income where no notice under sub-section (2)
of section 139 of the Acthas been served should
be less severe than that to a case where such a
notice has been served. Accordingly, wemake the
following recommendations:

(i) Where a return of income is filed under

sub-section (1) of section 139 of the Income-tax

Act, 1961, after the prescribed time-limit but

within the period of limitation for completion of

assessmient, the assessee should be liable to pay
only interest ot the rate of I per cent per month
on the tax due for the period of delay. There
should be no liabilityfor penaltyor prosecution.

(if) Where areturn of income is filed beyond the
time prescribed under sub-section{2 ) of section
139 or section 148, but within the time allowed,
if any, by the Income-tax Offtcer, the assessee
should be liable 10 pay interest at the rate of |
per cent, per monthon the tax duefor the period
of delay.

(iii}) Where a return of income is filed beyond the
time prescribed under sub-section(2)of section
139 or section 148 and also beyond the time
allowed, if any, by the Income-tax Officer, the
assessee should be liable to pay interest at the
rate of 1 per cent per month, and, in addition
penalty ai the rate of 1 per cent, of the tax due
for every month during which the default con-
tinued,
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(iv) Where a person fails 10 submit a return of
income in response to a notice under sub-
section (2) of section 139 or section 148 and on
assessment his income is found to be above
taxable limit, he should be liable to pay interest
at the rate of 1 per cent per month and, in
addition, penalty at the rate of I per cent, of the
tax due for every monthduring which the default
continued. He should also be liable to prose-
cution.

{v) Where a person fails to submit a return as
required under sub-section (1) of section 139
but submits it in response to a notice under
sub-section(2) of section 139 or section 148, he
should be liable to pay interest at the rate of 1
per cent, of the tax due for every month during
which the default continued.

In the case of a person not hitherto assessed to
tax, where the failure has continued beyond the
normal period of limitation for completing the
assessment under section 143, he should, in
addition to interest, be liable to a penalty under
clause (c) of sub-section (1) of section 271 as
recommended earlier, as also prosecution,

{vi} For the purpose of levy of interest at the rate
of 1 per cent., the period of delay or default
should always be counted from the due date for
Jfiling the return of income under sub-section (1)
of section 139, notwithstanding the extension of
time, if any, granted by the Income-tax Officer.

Penalties under Wealth-tax Act

278 Now coming to the penalties under the
Wealth-tax Act, 1957, we find that the quantum
of penalty for defaults under sub-section (1) of
section 18 and the nature of puaishment for
offences under sub-section (1) of section 36 of the
Wealth-tax Act, 1957, substantially differ from
those of the Income-tax Act, 1961, even though
the natnre of defanlt or offence sought to be
penalised is more or less the same. To illustrate,
the penalty under clause (i) of sub-section (1) of
section 18 of the Wealth-tax Act, 1957 for failure
to submit the return of net wealth within the
prescribed period is one-half per cent, of the net
wealth for every month of default, subject to a
maximim of an amount equal to the net wealth,
whereas the penalty prescribed under clause (i) of
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sub-section (1) of section 271 of the Income-tax
Act, 1961, for a similar default is two per cent, of
the tax, for every month of default, subject 0 a
maximum of fifty per cent of the tax. We consider
this position to be anomalous. We, therefore,
recommend that the provisions in clauses (i} and
(ii) of sub-section (1) of section I8 and clauses
(a), (b) and (c) of sub-seciion (1) of section 36 of
the Wealth-tax Act, 1957 should be respectively
broughtin line with the corresponding provisions
of the Income-tax Act.

As regards clause (jii) of sub-section (1) of
section 18 of the Wealth-tax Act, 1937, the
minimum penalty for concealment of wealth is
equal 1o the concealed wealth and the maximum
penalty is twice that amount. Explanation 1 to
sub-section (1) of section 18 of the Wealth-tax
Act, 1957, which we have eisewhere recom-
mended for deletion, further provides that where
the value of any asset returned isless than seventy
five per cent, of its value as determnined in the
assessment, or where the value of any debt
retumed exceeds the value of such debt as
determinedin the assessment by more than twenty
five per cent. , the assessee shall be deemed tohave
concealed his wealth to the extent of under-
valuation of assetorover-valvationof debt, unless
he can prove that the failure to return the value as
determined in assessment did not arise from any
fraud or any gross or willful neglect on his part.
Apart from the quantum of penalty itsclf being
quite harsh, we consider that this Explanation
makes it all the more stringent. We recommend
that penalty for concealment of wealth should be
restricted to onlythose caseswhere thereisatotal
omission to include an asset in the return of net
wealth. Further, in order to avoid gross under-
valuation, the Government may be given the
power to acquire the properties, which are
considered to be grossly under-valued, or pay-
ment of the value put by the assessee plus 15 per
cent, thereof by way of compensation,

Regarding the quantum of penalty on conceal-
mentof wealth, we do not approve of the existing
provision linking it to the amount of wealth
concealed as itleads to inequitable and intolerably
oppressive resulis. For example, if an assessee
wants to disclose an asset worth Rs 50,000, which
he had not done eatlier, he will be liable to
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minimum penalty of Rs 50,000 and maximum
penalty of Rs 1,00,000 under the Wealth-tax Act,
apart from penal consequences under the
Income-tax Act. If the omission had occurred in
returns of net wealth for more than one year, this
penalty will get muitiplied by the number of years.
Thus, omission to disclose an asset worth Rs
50,000 for three years would entaill minimum
penalty of Rs 1,50,000 and maximum penalty of
Rs 3,00,000. In addition he will be exposed 1o the
threat of prosecution. All this, we think, is likely
to prompt a taxpayer o remain underground
rather than make a clean breast of the whole affair
and start paying taxes honestly. In line with our
earlierrecommendation with regard to the penalty
for concealment of income under the Income-tax
Act, we recommend that the penalty for con-
cealment of wealth should be linked to the amount
of tax soughtio be evadedinstead of the concealed
weaith, However, we would prefer a minor
departure from our earlier recommendation in so
far as the maximum penalty leviable for con-
cealmentof wealth isconcerned. We consider that
maximum penalty equal 1o twice the tax sought
to be evaded may not make the penal provision
as effective under the Wealth-tax Act as under the
Income-tax Act. We recommend thar the mini-
mum penalty for concealmeni of wealth under the
Wealth-tax Act, 1957 should be equal to the tax
-sought o be evaded and the maximum penalty
should be five times the tax sought to be evaded.

Penaities under Gift-tax Act

2.79 Under clause (i) of sub-section (1) of section
17 of the Gift-tax Act, 1958, if a person fails to
furnish his return of gifts which he is required to
file, he is liable to pay penalty equal to two per
cent of the tax for every month during which the
default continued, but this is subject to a ceiling
of fifty per cent of the tax due. Filing of gift-tax
return is a very simple matter, unlike the filing of
the return of income under the Income-tax Act,
1961, which has to depend on various factors,
including the accoynts being written up-to-date.
Moreover, filing of gift-tax returns will assume
far greater importance with the introduction of the
provision for aggregation of gifts reccommended
by us clsewhere. We consider, therefore, that the
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delayed submission of retum of gifts under the
Gift-tax Act, 1958 should be subject to a higher
penalty than the penalty prescribed for the belated
filing of the return of income. Accordingly, we
recommend that while the present rate of penalty
at 2 per cent per month prescribed under clause
(i} of sub-section (1) of section 17 of the Gift-tax
Act should continue, the ceiling of fifty per cent
of the tax due should go.

Mitigation of penalties and interest

2.80 Another aspect to which our attention was
invited by several persons who appeared before
us related to the need for mitigating the rigors of
the penal provisions, which instcad of encour-
aging a one-time iax evader to come back to the
path of rectitude, drive him to become a
confirmed tax dodger. Even sub-section {(4A) of
section 271 of the Income-tax Act, 1961, under
which Commissioner of Income-tax has the
power to reduce or waive penalty, does not cover
all the penalties impossible under the Act. Even
the reduction or waiver of penalty impossiblc
under clauses (i) and (i1} of sub-section (1} of
section 271 of the Act is subject (o certain con-
ditions. Some of the conditions are that the
assessee should have made voluntary and full
disclosure of income before the notice calling the
retumn of income was issued to him, and that in
cases of liability to penalty under clause (iii) of
sab-section (1) of section 271 of the Act, his
voluniary disclosure of income should have been
made prior to the detection of concealment by the
Department, There is a similar provision in the
Wealth-tax Act, 1957 as well.

Apart from the scope of this provision being
very limited, the conditions required to be ful-
filled for getting its benefit may not be fully
satisfied in certain cases, though facts and
circumstances may otherwise justify mitigation
of penalty. We consider that it would be advan-
tageous to have acomprehensive provision under
which mitigation or remission of penalties is
made possible, where facts and circumstances of
the case so wamant. We find that a similar
provision exists in the Taxes Management Act,
1970of the United Kingdom. We recommend that
the existing provisions for waiver and reduction
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of penalties may be deleted and, instead all the
direct tax laws should contain a provision
enabling the Commissioner to mitigate or entirely
remit any penalty, or stay, or compound any
proceedings for recovery thereof, in cases of
genuine hardship. However, this power should be
available only in respect of cases other than those
which are the subject of settlement proceedings
before the Direct Taxes Settlement Tribunal.
2.81 Notwithstanding our recommendations fora
comprehensive provision enabling the Commis-
sioner to mitigate penalty inappropriate cases, we
consider that there is need for a provision which
would mitigate the impact of penalty and interest
of belated returns in respect of small income cases
at the level of Income-tax Officer himself suo
motu. We, therefore, suggest that where a return
of income is filed belatedly by an assessee and his
income in no year during a period of four years
immediately preceding the year exceeded Rs
15.000, the Income-tax Officer should be under o
statutory obligation to consider waiver or
reduction of both penalty and interest and should
record a note giving reasons for the decision
taken by him in the matter.

Minimum penalty

2.82 In view of the comprehensive mitigation
provisionrecommended by us, we donotconsider
it necessary to delete, as suggested by some, the
siatutory minimum prescribed for levy of penal-
ties under the direct tax laws, or to have fixed but
graded penalties only for various kinds of
defaults. We are of the opinion that the present
policy of having a statwtory minimum for penal-
ties has, on the whole, had salutary effect and it
should, therefore, continue,

Vigorous prosecution policy
Need for vigorous prosecution policy

2.83 In the fight against tax evasion, monetary
penalties are not enough. Many a calculating tax
dodger finds it a profitabie proposition to carry
on evading taxes over the years, if the only risk
to which he is exposed is a monetary penalty in
the year in which he happens 1o be caught. The
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public in general also tends to lose faith and
confidenceinthe tax administration once itknows
that even when a tax evader is caught, the
administration lets him get away lightly aiter
paying anly a monetary penalty - when money is
no longer a major consideration with him if it
serves his business interests. Unfortunately, in the
present social milieu, such penalties camry no
stigma either. In these circumstances, the provi-
sions for imposition of penalty fail to instil ade-
quate fear of the law in the minds of tax evaders.
Prospect of landing in jail, on the other hand, is a
far more dreaded consequence - to operate in
terrorem upon the erring taxpayers. Besides, a
conviction in a court of law is attended with
several legal and social disqualifications as well.
In order, therefore, to make enforcement of tax
laws really effective, we consider it necessary for
the Department to evolve a vigorous prosecuiion
policy and to pursue it unsparingly.

Secticn 2.84 deleted.

2.85 For a successful enforcement programme, it
is not enpugh that adequate number of cases are
taken to court every year. In selecting cases for
prosecution, the Department should ensure that
these represent a cross-section of the society and
are picked up from different regions and all walks
of life, viz., persons in employment, profession,
trade, industry, eic. While the power to compound
offences presently available to the Depariment
under sub-section (2) of section 279 of the
Income-tax Act, 1961 may continue, we recom-
mend that it should be used very sparingly. We
also wish to emphasise that flagrant cases of tax
evasion, particularly of persons in the high
income brackets, should be pursued relentlessiy.

Person behind tax evasion to be prosecuted

2.86 We have examined the adequacy of section
277of the Income-tax Act, 1961, which dealswith
prosecution for false statement in declaration, eic.
We consider that this provision is not adequate o
bring 0 book those persons who are in fact
responsible forfalse returns being furnished to the
Department, Section 140 of the Actauthorises the
return of income being signed in the case of a



YOL. 4NO.2

company by its *principal officer’. Clause (35) of
section 2 defines a ‘principal officer’ as the
secrefary, treasurer, manager or agent of the
company or any person connecied with the
management of administration of the company
ppon whom the Income-tax Officer has served a
notice of his intention of treating him as the
principal officer. Section 277 as it stands at
present contemplates prosecution of that person
only who knowingly makes a false statement in
any verification under the Act. In the case of a
company, the return is usually signed by the
secretary who is mercly an employee and thus it
ishe who can be prosecuted under section 277 of
the Act. The managing director and other direc-
tors who are in fact the persons in charge of
running the concemn, and in that capacity are
rormally responsible for commission of tax
offences, escape prosecution. Similarly, in the
case of partnerships, the managing partner
escapes prosecution if the retumm is signed by a
partner who does not actively participate in
managing the busmess. In order 1o get at the
persons who are really responsible for tax
offences, we recommend that the definition of
‘principal officer’ for the purpose of signing of
the return should be amended so as to provide
that the return of income of a limited company
shouldbe signed by the personmainly responsible
for the management or administration of the
affairs of the company. In other words, the
liability for signing the return should be fixed
primarily on the managing director, failing which
onthe working director. Similarly, in the case of
a parmership, the responsibility to sign the return
should rest on the managing partner or the
f;iarmer in charge of the financial affairs of the
irm.
2.87 Cases may, however, still crop up where a
person in charge of, and responsible o, acompany
for the conduct of its business may have managed
- toavoid signing the return. It will be desirable 10
bring him also within the reach of the long arm
of the law, Section 140 of the Customs Act, 1962,
contains a useful provision to meet such a situa-
tion, It provides that where a company commits
an offence, every person who, at the time the
offence was committed, was inchargeof,and was
responsible to the company for the conduct of its
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business, shall be held guilty of the offence and
be Hable to be prosecuted. It further provides that
if the offence is found to have been committed
with the consent, connivance ornegligence of any
director, manager, secretary or other officer of the
company, the said person shall also be liable to
be prosecuted. We recommend that a provision
analogoustosection 140 of the Customs Act, 1962
be incorporated in the Income-tax Act. Further,
it should also cover the case of a partner who is
really responsible for the tax offence of the firm,
although he hasnot signed the return himself. We
would like that choice of person who should be
proceeded against to be left to the direction of the
Commissioner of Income-tax.

Scope of sec. 277 to be widened

2.88 The present section 277 of the Income-1ax
Act, 1961 is very limited inits scope inasmuch as
it deals only with cases of signing false verifica-
tion and delivering false accounts or statements
and does not make tax evasion itself an offence
punishable under the Act. We examined the
proposal to have a comprehensive legisiative
provision within the Income-tax law in order 1o
deal effectively with tax evasion and attempts (o
evade or defeal taxes. There are provisions o this
effect in the East African Income-tax (Manage-
ment) Act, 1958. In the United States of America,
tax offences committed with criminal intent are
treated as felony under section 7201 of Intemal
Revenue Code which reads as under:-

" Any person who wilfully atlempts inany manner
to evade or defeat any tax imposed by this title
or the payment thereof shall, in addition to other
penalties provided by law, be guilty of afelony
and, upon conviction thercof, shalt be fined not
more than $10,000, or imprisoned rot more than
5 years, or both, together with the costs of
prosecution.”

Evidently, this provision has a much wider scope

than section 277 of the Income-tax Act, 1961 and

covers all sitnations of attempts to evade or defeat
1axes, or the payment thereof. We have no doubt
in our minds that a provision on the lines of

Section 7201 of U.S. Internal Revenue Code will

be extremely helpful in countering devices of tax
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evaders, and we recommend that such a provision
should be incorporated in the Indian tax laws
also.

Probation of Offenders Act not to apply to tax
offences

2.89 It has been pointed out to that the Probation
of Offenders Act, 1958, has proved a stumbling
block in the way of the Department securing
conviction under section 277 of the Income-tax
Act, 1961, Under section 3 of the Probation of
Offenders Act, an offender can be released by the
court on probation of good conduct, or even
otherwise after due admonition if, inter alia, the
offence committed is punishable with imprison-
ment for not more than two years. This provision
is stated to have setatnought certain prosecutions
launched by the Department under section 277 of
the Income-tax Act, 1961, as the offence men-
tioned in this section is punishable with impris-
onment for not more than two years. A suggestion
has been made that in order o get over this
difficulty, section 277 of the Income-tax Act,
1961 should be amended by suitably enhancing
the sentence of punishment to a period which is
more than two years. Weconsider that the remedy
for this simation lies elsewhere. We recommend
thatsection 118 of the Probation of Offenders Act,
1958 should be suitably amended to include all
the direct tax laws among the statutes which are
saved from the operation of the Probation of
Offenders Act.

Fines for ceriain offences by department officers

290 Offences of various kinds are at present
committed with impunity in the course of pro-
ceedings before the Income-tax Officers, since
cognizance of these offences can be taken only
by resorting to the Indian Penal Code and com-
plying with the attendant formalities. A sug-
gestion has been made before us that provisions
. corresponding to some of the relevant sections of
the Indian Penal Code should be incorporated in
the Income-tax law itself so that the Income-tax
Act is made comprehensive enough to deal with
such offences. We have examined the feasibility
of the suggestion. We are of the opinion that this
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suggestion is franght with ceriain far-reaching
consequences and we, therefore, do not approve
ofit, Nonetheless, there are certain offences, such
as those specified in sections 179 and 180 of the
Indian Penal Code, which can be incorporated in
the Income-tax law itself. Section 179 of the
Indian Penal Code makes itan offence fora person
to refuse answering a question put to him by a
public servantauthorised to record stalement, and
section 180 of the Indian Penal Code relates to
punishing a person who refuses to sign any
statement made by him before a public servant.
We also find that the Customs Act, 1962 containg
a comprehensive residuary penalty provision in
section 117, which is to the effect that if any
person contravenes any provision of the Customs
Act or abets any such contravention or fails to
comply with any of its provisions, he shall be
liable to a penalty not exceeding Rs 1,000 in case
noexpress penalty is elsewhere provided for such
contravention or failure. We recommend that
similar provisions should be incorporated in
Chapter XXI of the Income-tax Act, 1961 and
these contraventions be made liable to a penalty
only. Weconsider that these changes in law would
strengthen the hands of a Department and also
relieve the officers of the need of going to the
courts and complying with the attendant formal-
ities.

In this connection, we also considered the
provisions of section 276 of the Income-tax Act,
1961, which prescribed only monetary fines for
the offences specified therein. We see no reason
why the Department itself should not be
empowered to impose penalties in such cases. We
recommend that the present section 276 of the
Income-tax Act, 1961, may be deleted from
Chapter XXII dealing with ‘Offences and
Prosecutions’ and may be incorporated with
suitable amendments in Chapter XXI of the
Income-tax Act, 1961, dealing with ‘Penalties
impossible’. We may mention that a provision
enabling the imposition of penalties by the offi-
cers of the Departznent would not be a new one.
Sub-section (2) of section 131 already empowers
an Income-tax Officer to impose penalty, though
the word used there by oversight is ‘fine’ and not
imdty!.

2.91 Werecommend that the penalfies suggesied
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by us above should be imposed by officers not
below the rank of Inspecting Assistani Commis-
sioner. 1f the defaults in question are committed
in the course of any proceeding or enquiry before
the Income-tax Officer, the penalty should be
imposed by the Inspecting Assistant Commis-
sioner of Income-tax on the basis of a complaint
made by the Income-tax Officer. However, if
these defaults are committed before an Inspecting
Assistant Commissioner, or Appellate Assistant
Commissioner, or Commissioner of Income-tax,
as the case may be, the penalty may be imposed
by the Inspecting Assistant Commissioner, or the
Appellate Assistant Commissioner or the Com-
missioner concerned. The orders imposing pen-
alty may be made appealable to the Appellate
Tribunal by suitably amending section 253 of the
Income-tax Act, 1961,

Exclusion of prosecution period for limitation

292 Atpresent, a prosecution can be commenced
cither before or after the completion of assess-
ment proceedings. Normally, a person is proce-
eded against only after the assessment has been
completed. However, cases do arise where
documents seized in the course of a search or
discovered during assessment proceedings
clearly indicate that a taxpayer has suppressed
certain receipts, sales, purchases or expenses.
There are also cases where materials obtained
show that the taxpayer has altogether failed to
disclose a particular source of income. Any delay
i launching prosecution can provide opportunity
to a taxpayer to temper with the evidence, to cook
up fresh evidence or to tutor witnesses. In sucha
case, it becomes desirable to lannch prosecution
even before the completion of assessment, and
soon after the relevant evidence about the com-
mission of an offence has been collected. Since
prosecution  proceedings are  generally
time-consuming, filing complaints during the
pendency of assessment proceedings would
present considerable difficulty to tax anthorities
in the matter of completion of assessments within
the period of limitation prescribed under section
153 of the Income-tax Act, 1961. We, therefore,
recommend that the law be suitably amended to
exclude the time spent on prosecution, from the
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institution of the complaint to its final disposal,
from the period of limitation prescribed for
making or assessment or re-assessment. '

Section 2.93 10 2.97 deleted,

Background and extsting set-up of Intelligence
Wing

2.98 Prior to the constitution of the Intelligence
Wing, the Directorate of Inspection (Investiga-
tion) was expected to meet effectively the chal-
lengeof big tax evaders. In the field of formations,
there were Special Investigation Circles and
Central Circles to which cases of suspected tax
fraud were specifically assigned. The role of the
Directorale was to give guidance in individueal
casesand to lay down broad lines of investigation.
In addidon to this Directorate, there was a ‘Spe-
cial Investigation Branch’ in each Commission-
er's charge. But this was primarily meant to
collate and disseminate routine information for
verification in the course of assessment pro-
ceedings. This set-up was not found to be ade-
quate to underiake any intelligence work,
Intelligence Wing was, therefore, set up in 1966
to fill up this gap. Broadly, the functions of this
Wing are collection and dissemination of infor-
mation regarding tax evasion, study of techniques
of tax evasion prevalent in various trades and
industries, locating concealed assets, forestalling
fraudulent transfers to defeattaxes and processing
specific cases for prosecution.

2.99 The methods of work adopted by the Intel-
ligence Wing are stated to be maintenance of
contact with informers, scrutiny of anonymous
and pseudonymous petitions, maintenance of
liaison with allied agencies and other Govern-
ment Departnents, conducting sup motu enqui-
ries, initiating survey operations under section
133A of the Income-tax Act, 1961 and organising
and conducting searches independently of, or in
association with, allied agencies.

2.100 Although the Intelligence Wing has only
been in exisience for five years and can thus be
said to be in its infancy, the achievements to its
credit are not inconsiderable. Its units have
reported concealment of income/wealth in 826
cases during the period from 1966 to 1969, These
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evaders, and we recommend that such aprovision
should be incorporated in the Indian tax laws
alse.

Probation of Offenders Act not to apply to fax
offerces

2.89 1t has been pointed out to that the Probation
of Offenders Act, 1958, has proved a stumbling
block in the way of the Department securing
conviction under section 277 of the Income-tax
Act, 1961, Under section 3 of the Probation of
Offenders Act, an offender can be released by the
court on probaton of good conduct, or even
otherwise after due admenition if, inter alia, the
offence committed is punishable with imprison-
ment for not more than two years. This provision
isstated 1o have set at nought certain prosecutions
launched by the Department under section 277 of
the Income-tax Act, 1961, as the offence men-
tioned in this section is punishable with impris-
onment for not more than two years. A suggestion
has been made that in order to get over this
difficulty, section 277 of the Income-tax Act,
1961 should be amended by suitably enhancing
the sentence of punishment to a period which is
more than iwo years. We consider thatthe remedy
for this sitnation lies elsewhere, We recommend
that section 118 of the Probation of Offenders Act,
1958 should be suitably amended to include all
the direct tax laws among the stattes which are
saved from the operation of the Probation of
Offenders Act.

Fines for certain offences by departmens officers

2.90 Offences of various kinds are at present
committed with impunity in the course of pro-
ceedings before the Income-tax Officers, since
cognizance of these offences can be taken only
by resorting to the Indian Penal Code and com-
plying with the attendant formalities. A sug-
gestion has been made before us that provisions
. corresponding to some of the relevant sections of
the Indian Penal Code shonld be incorporated in
the Income-tax law itself so that the Income-tax
Act is made comprehensive enough to deal with
such offences. We have examined the feasibility
of the suggestion. We are of the opinion that this
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suggestion is fraught with certain far-reaching
consequences and we, therefore, do not approve
of it. Nonetheless, there are certain offences, such
as those specified in sections 179 and 180 of the
Indian Penal Code, which can be incorporated in
the Income-tax law itself, Section 179 of the
IndianPenal Code makes itan offence for aperson
1o refuse answering a question put to him by a
public servant authorised torecord statement, and
section 180 of the Indian Penal Code relates to
punishing a person who refuses to sign any
statement made by him before a public servant.
We also find that the Customs Act, 1962 contains
a comprehensive residvary penalty provision in
section 117, which is to the effect that if any
person contravenes any provision of the Customs
Act or abets any such contravention or fails to
comply with any of its provisions, he shall be
liable to a penalty not exceeding Rs 1,000in case
no express penalty is elsewhere provided for such
contraventton or failure. We recommend that
similar provisions should be incorporated in
Chapter XXI of the Income-tax Act, 1961 and
these contraventions be made liable to a penalty
only. We consider thatthese changesin law would
strengthen the hands of a Department and also
relieve the officers of the need of going to the
courts and complying with the attendant formal-
ities.

In this connectior, we also considered the
provisions of section 276 of the Income-tax Act,
1961, which prescribed only monetary fines for
the offences specified therein. We see no reason
why the Department itself should not be
empowered to impose penalties in suchi cases, We
recommend that the present section 276 of the
Income-tax Act, 1961, may be deleted from
Chapter XXII dealing with ‘Offences and
Prosecutions’ and may be incorporated with
suitable amendments in Chapter XXI of the
Income-tax Act, 1961, dealing with ‘Penalties
impossible’, We may mention that a provision
enabling the imposition of penalties by the offi-
cers of the Department would not be a new one.
Sub-section (2) of section 131 already empowers
an Income-tax Officer o impose penalty, though
the word used there by oversight is ‘fine’ and not
‘penalty’.

2.91 We recommend that the peralties suggested
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by us above should be imposed by officers not
below the rank of Inspecting Assistant Commis-
sioner. If the defaults in question are committed
inthe course of any proceeding or enquiry before
the Income-tax Officer, the penalty should be
imposed by the Inspecting Assistant Commis-
sioner of Income-tax on the basis of a complaint
made by the Income-tax Officer. However, if
these defanits are committed before an Inspecting
Assistant Commiissioner, or Appellate Assistant
Commissioner, or Commissioner of Income-tax,
as the case may be, the penalty may be imposed
by the Inspecting Assistant Commissioner, or the
Appellate Assistant Commissioner or the Com-
missioner concerned. The orders imposing pen-
aity may be made appealable to the Appeliate
Tribunal by suitably amending section 253 of the
Income-tax Act, 1961,

Exclusion of prosecution period for limitaiion

2.92 At present, a prosecution can be commenced
either before or after the completion of assess-
ment proceedings. Normally, a person is proce-
eded against only afier the assessment has been
completed. However, cases do arise where
documents seized in the course of a search or
discovered during assessment proceedings
clearly indicate that a taxpayer has suppressed
cerain receipts, sales, purchases or expenses.
There are also cases where materials obtained
show that the taxpayer has altogether failed to
disclose a particular source of income. Any delay
in launching prosecution can provide opportunity
o ataxpayer to temper with the evidence, to cook
up fresh evidence or Lo tutor witnesses. In such a
case, it becomes desirable to launch prosecution
even before the completion of assessment, and
soon after the relevant evidence about the com-
mission of an offence has been collected. Since
prosccution  proccedings are  generally
ime-consuming, filing complaints during the
pendency of assessment proceedings would
present considerable difficulty to tax authorities
inthe matter of completion of assessments within
the period of limitation prescribed under section
153 of the Income-tax Act, 1961. We, therefore,
recommend that the law be suiiably amended to
exclude the time spent on prosecution, from the
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institution of the complaint to its final disposal,
Jrom the period of limitation prescribed for
making on assessment or re-assessment. '

Section 2.93 t0 2.97 deleted.

Background and existing set-up of Intelligence
Wing

2.98 Prior to the constitution of the Intelligence
Wing, the Directorate of Inspection (Investiga-
tion) was expected 1o meet effectively the chal-
lenge of big tax evaders, In the field of formations,
there were Special Investigation Circles and
Central Circles to which cases of suspected tax
fraud were specifically assigned. The role of the
Directorate was to give guidance in individual
casesand tolay down broad linesof investigation.
In addition to this Directorate, there was a ‘Spe-
cial Investigation Branch’ in each Commission-
er's charge, But this was primarily meant to
collate and disseminate routine information for
verification in the course of assessment pro-
ceedings, This set-up was not found to be ade-
quate to umdertake any inielligence work,
Intelligence Wing was, therefore, set up in 1966
to fill up this gap. Broadly, the functions of this
Wing are collection and dissemination of infor-
mation regarding tax evasion, siudy of techniques
of tax evasion prevalent in various trades and
industries, locating concealed assets, forestalling
frandulent transfers to defeattaxes and processing
specific cases for prosecution.

2.99 The methods of work adopted by the Intel-
ligence Wing are stated to be maintenance of
contact with informers, scrutiny of anonymous
and pseudonymous petitions, maintenance of
liaison with ailied agencies and other Govern-
ment Departments, conducting suo mofu enqui-
ries, initiating survey operations under section
133A of the Income-tax Act, 1961 and organising
and conducting searches independently of, or in
association with, allied agencies.

2.100 Although the Intclligence Wing has only
been in existence for five years and can thus be
said to be in its infancy, the achievements 1o its
credit are not inconsidersble. s wnits have
reported concealment of income/wealth in 826
cases during the period from 1966 10 1969, These
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include 150 cases involving concealed income of
approximately Rs 42 crore and the tax sought o
be evaded in each of these cases exceeds Rs 10
lakh. The searches conducted by the Wing have
led to a breakthrough in several rackets involving
wide inter-State remifications, e.g., customs
clearance permits, hundi hawalas, etc. In addition,
a sum of Rs 95 lakh had been seized upto 1969.
The four main Intelligence units at Calcutta,
Bombay, Madras and Delhi have launched 38
cases of prosecution for concealment, out of
which convictions have been secured in 13 cases.
Prosecutions were also launched under the Indian
Penal Code in four cases, two of which have
resuited in convictions.

2.101 It has been stated before us by a number of
senior officers of the Department that the Intel-
ligence Wing, though it has done some useful
work, is yet far from achieving the objectives.
This is said to be so because the officers of the
Intelligence Wing have kept themselves largely
confined to their own offices, receiving infor-
mation from outsiders, mostly informants, or
scrutinising  anonymous or  pseudonymous
complaints about tax evasion. They have not yet
taken the initiative {0 venture out into the din and
bustle of the markei-place or (o try (o enter the
inner sanctuaries and the closed precincts of big
tax evaders, wherein all the nefarious schemes of
evasion are hatched and practised with impunity
in the confident belief that the Income-tax
Department is incapable of reaching and detect-
ing them. We, therefore, consider it necessary to
analyse the causes and (0 suggest measures which
will enable the Intelligence Wing to pay a more
dynamic and effective role.

Proposed set-up

2.102 A major criticism against the Intelligence
Wing relates to its organisational pattern, It is said
that the guidance and control emanating from the
top is itself neither adequate nor effective,
Another shoricoming stressed by the officers of
the Department isthat the functioning of the Wing
is seriously impeded by duality of control over
the Wing exercised by Commissioners of
Income-tax and the Director of Inspection (In-
vestigation). We have considered the merits and
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demerits of the various suggestions offered in this
behalf. At the outset, we may observe that the
Member, Central Board of Direct Taxes, who is
in charge of Intelligence and Investigation is
saddled with multifarious other duties. We are of
the opinion that intelligence and investigation
should receive exclusive attention of a senior
Member of the Central Board of Direct Taxes,
and we accordingly suggest that the Member
concerned should be freed of all other work. This
Member should be designated as a Member
{Intelligence and Investigation). He should lay
down the policy inmattersrelating to intelligence
and investigation, indicate the lines on which
efforts of the officers working in these fields
should be directed and provide them with overall
guidance and supervision. He should also be
responsiblefor {(a)developing expertise generally
for handling investigation concerning different
trades and industries; (b) collecting and dis-
seminating information regarding commercial
andindustrial trends, economic malpractices, tax
evasion techniques; (c) keeping liaison with the
various investigating agencies at Delhi; and (d)
giving publicity to the Department’ s performance
in the field of detection of conceaiments. He
should, however, be assisted by two senior offi-
cers of the rank of Additional Commissioners.
They may be designated as Director
(Intelligence) and Director {Investigation). In
addition, he should be assisted by a group of
specialists for developing expertise, as recom-
mended by us later in this Chapter. As for
eliminating the duality of control by the Director
of Inspection (Investigation) and Commissioner
of Income-tax, we suggest that the present
Directorate of Inspection (Investigation) showld
be abolished in view of our recommendation for
an exclusive Member in charge of intelligence
and investigation. As regards the organisational
pattern at the Commissioner's level, the idedl
position according o us would be to create a
separate division for intelligence and investiga-
tion under each Commissioner of Income-tax.
However, in major cities like Bombay, Calcutta,
Delhi and Madras, looking to the workload
involved, the intelligence and investigation work
should be assigned to Commissioner of Income-
tax (Ceniral). Al the Commisgioners of
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Income-tax, whether of Central charges or
otherwise, should be assisted by appropriate
pumber of Inspecting Assistant Commissioners
of Income-tax to exclusively look after intelli-
gence and investigation work, the number varying
according (0 the needs of cach charge. They may
be designated as Inspecting Assistant Commis-
sioners (Intelligence) or Inspecting Assistant
Commissioners (Investigation), according to the
work handled by them. The Income-iax Officers
working under them will be similarly designated
Income-tax Officers (Intelligence) and Income-
tax Officers (Investigation), depending upon the
duty allotted.

Section 2.103 deleted.
Functions of Income-tax Officers (Intelligence)

2.104 The functions to be assigned to the
Income-1ax Officers (Inielligence) may be
divided broadly into three groups. Firstly, one or
more Income-tax Officers (Intelligence) should
be puton the job of procuring general information
likely to be useful in detecting concealment, They
should maintain liaison with the field formations
of the allied agencies like Directorate of Revenue
Inteligence, Central Bureau of Investigation and
Special Police Establishment. These officers
shouid further keep a vigilant eye on the mal-
praciices prevailing in the commercial word.
They may study the latest tax evasion techniques
adopted by evaders in a particular business or
locality. They may also obtain and pass on
information regarding property deals and con-
structions, transfer of concerns, issue of big
licences and permits, large loans and advances by
financial organisations, speculation, concerning
of shares, eic., other unusual happenings in the
business worid and fresh avenues for sudden
abnormal profits.

2.105 The second group of Incorne-tax Officers
(Intelligence) should devote themselves exclu-
sively to specific cases of tax dodgers. Not only
will they follow up the information received
through informants and anonymous petitions, but
also collect information pertaining to the partic-
ular cases from all possible sources. They will
also resort to surveillance so as to shadow the
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suspect tax evaders, discover their clandestine
financial operations and keep track of any large
expenditure, for example, on marriages, enter-
tainment, holiday travel and foreign tours. The
duty of conducting searches and seizures in
specific cases will also be assigned to them.
2,106 The third group of Income-tax Officers
(Intelligence) will follow up the leads in cases
suspected of serious tax fraud, process them for
prosecution and pursue them till the stage of
conviction. We may addthat where anIncome-tax
Officer (Intelligence) has made elaborate
enquiries in a particidar case over a long period,
the jurisdiction for assessment over such a case
may also be assigned to him.

Powers of Income-tax Qfficers (Intelligence)

2.107 We have been told that at present the
Assistant Directors of Inspection (Intelligence)
are not able to make proper investigations as they
Iack statutory powers of compelling attendance,
production of accounts and documents, etc. We
can well visnalize the occasions when it becomes
necessary for an Income-tax Officer (Inteili-
gence) to do so. We, therefore, recommend that
the Income-tax Officers (Intelligence) should be
giventhe requisite powersunder sections 131 and
1334 of Income-tax Act, 1961 to enable them to
work up cases effectively. This power should be
available to theminrespect of ali the cases falling
within the jwrisdiction of the Commissioner of
Income-tax under whom they are posied, and not
only in respect of assessees, whose cases are
specifically allotted to them for assessmen.

Section 2.108 to 2.110 deleted.
Workload

2.111 It has been mentioned that the efficiency of
Investigation Circles is hampered by the heavy
workload assigned to the Income-tax Officers
(Ceniral). It is stated that the officers of these
circles have usually a large number of cases on
hand which are about to get time-barred, and they
are constantly goaded into fuifilling certain
infermally prescribed heavy quotas. All this
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deters them from undertaking the work in the right
spirit and embarking upon thorough and detailed
investigations. ....

Section 2,112 & 2.113 deieted.
Specialists at Central office

2.114 The nature of income-tax investigation
work is so intricate and its range so wide, that an
investigating officer is expected to know many
more things than what he is normally able to
gather in the course of his day 1o day work.
Methods of tax evasion are also becoming so
ingeniousand skilful that they vary from business
to business and person to person, In these
circumstances, the needs of the investigation
officerscannot be fully met by training alone. We,
therefore, recommend that a group of senior and
capable officers may be constituted under the
Ceniral Board of Direct Taxes to act as specialists
Jor puiding investigation in various imporiant
business and industries, e.g., iron and steel,
engineering, mines and minerals, textiles, banks,
paper, cement, sugar, chemicais and pharma-
ceuticals, speculation, importy/export, trade
agencies, etc. They should possess thorough
knowledge in their respective fields of speciali-
sation about the working processes, stages of
operations, proportions of yields, wastages and
by-products, major technical, commercial and
administrative difficulties, the ways adopted by
assessees to solve them and their financial
implications. They should also be in the know of
the peculiar accounting methods pertaining to
particular business and the special tax dodging
devices prevailing therein. These officers should
be encouraged to visit the industrial and com-
mercial establishments to acquire first-hand
knowledge and to undergo advanced courses of
study in their respective spheres. They should
keepabreast of all the technical advances, current
trends in the particular business/findustry and
prepare monographs, issue general instructions
and guidance to the officers handling investiga-
tion cases. We recommend that the specialists
should work under Member (Intelligence and
Investigation)and should be selected fromamong
officers who have handled assessments of a
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particular business or industry over along period
of time and have acquired special ability in that
field.

Role of informers

2.115 .... We recommend that provisions of sec-
tion 182 of the Indian Penal Code be invoked in
flagrant cases of informers furnishing false
information. We also recommend that the exis-
ting reward rules should be made more flexible.
While there should be no fixed percentage for
paymeni of rewards, the rules may stipulate that
ifinformation furnished by aninformer is correct
and leads to additional 1ax, or is otherwise useful
in checking tax evasion, the Commissioner of
Income-tax,and the Central Board of Directtaxes
may, in their discretion, pay rewards uplo Rs
5,000 and Rs 25,000 respectively....

Section 2.116 & 2.117 deleted.

2.118 While discussing inteltigence, we have
recommended certain facilities to be provided o
the officers working in that Wing for increasing
their efficiency. For similar reasons, we recom-
mend that the officers working in Investigation
Circles should also be given facilities regarding
staff assistance, staff car, air travel and resi-
dential telephones.

Publicity

2.119 Lasily, we would like to emphasize that the
deterrent impact on tax evaders can be consid-
erably enhanced by giving adequate publicity io
the achievements of the intelligence and
investigation division. We find that publicity is
not at present given to several cases where
searches and prosecutions have been conducted
by the Department successfully. This is said o
be due to the provision in sub-section (2) of
section 287 of Income-tax Act, 1961, which is to
the effect that penalties imposed and convictions
secured in respect of tax offences cannot be
published by the Department unless, the time for
firstappeal has expired without an appeal having
been presented or the appeal, if presented, has
been disposed of. We recommend that the
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Department should widely publicise in newspa-
pers, byway of paid advertisements if necessary,
factual details of searches, seizures and
prosecutions, without waiting for the result of
appeals; and for this purpose, the law may be
suitably amended.

Section 2.120 & 2.121 deleted.
Taxation of agricultural income.

2.122 Agricultural income, which is at present
outside the Central tax net, offers plenty of scope
for comouflaging black money. In recent years
agricultural farms, vineyards and orchards have
been acquired by many film artistes, industrialiss
and others, not for the love of agriculture, but to
convert their black money into ‘white’ moncy.
Instances abound where income-tax payers,
confronted with the need to explain certain
deposits, investments or expenses not converted
“by their incomes discloscd to the Department for
tax purposes, resort to explatning them as entirely
or partly financed from their agricultural income.
Even where the tax-payer does not have any
agricultural income of his own, he manages to
find some agriculturists ready to lend their names,
for a consideration or otherwise, for explaining
deposits, etc. The explanation that agricultural
income is the source of such deposits, etc., is
offered readily for two reasons. Firstly, the
Department finds it difficult to rebut the asses-
see's claim on account of inadequate means of
verification, Secondly,and more importantly, the
persons professing to possess considerable agri-
cultural income expose themselves to no liability
o lax on that account as there is no tax on
agricultural income in several States and even
;}wm there is one, the exemptions available are
ge.
2.123 Thereisurgent aeed foragricultural income
being subjected to a uniform tax more or less on
par with the tax on other incomes s0 as to
eliminate the scope for evasion of direct taxes
imposed by the Union Government. Since agri-
culture is an item faliing under the State List of
our Constitution, levies pertaining to agricultural
income or holdings have baffling variations from
State to State and there is no uniformity regarding
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the tax base or the rate structure. Many State
Governments are graduaily abolishing even the
existing land revenue. There is also a great
inequity between the incidence of tax on agri-
cultural income and that on the non-agricultural
one. Although agriculture accounts for nearly
half of India’s national income, the taxes con-
tributed by it are around Rs 113 crore only,
whereas the contribution by the non-agricultural
sector is over six times as much, In fact, tax
burden on the urban income is relatively so high
that a taxpayer having urban income of Rs 101akh
is Jefi after paying income-tax with almost as
much income as another person having an agri-
cultural income of Rs 1 lakh only. There is no
Jjustifiable reason for this vast disparity between
the tax burden on the two sectors, particularly
when, as a result of the ‘green revolution’ apd the
price-support policy of the Government, income
from agricultural holdings has been progressively
rising in recent years. In the wake of planning,
the wban taxpayers have been subsidizing agri-
cultural income by bearing the full burden of the
agricultural development schemes and also
sustaining high prices of foodgrains, raw mate-
rials and other agricultural produce. Conse-
guently, there has been a one-sided flow of
resources from the vrban economy to agriculture.
In view of the larger objective of achieving a
self-sustaining economic growth, there is press-
ing need for larger and larger resources, and this
is another good reason why agriculture should
also contribute to the national Exchequer inmuch
the same way as the other sectors are doing,
2.124 The present system of land revenne or tax
on agricultural income is neither uniform nor
rational, Besides, the benefits of the ‘green
revolution” have intensified inequaiities of
income and wealth in the rural sector,

‘We consider that wniform and progressive taxa-
tion of agricultural income is urgenidy necessary
for the purpose of ensuring that agricultural
income ceases to offer any scope for tax evasion,
and also on grounds of equity and distributive
justice.

2.125 The main difficulties and objections gen-
erally advanced against the suggestion for ani-
form and progressive agricultural income-iax are
as under:-
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(a) The tax on agricultural income will act as a
positive disincentive o increased agricoltral
production. This may not be desirable at
present, when the country is just beginning to
have a break-through in agriculeure.,

{b) The per capita income of rural population is
very low, and it will only add to poverty of the
rural folk.

{c) Maintenance of accounts by the ruasal pop-
wlation is very difficult.

(d) Such achange cannot be brought about unless
the Constitution is suitably amended.

However, on analysis, these difficulties do not
seem 10 us to be insurmountable,

2,126 As the net fiscal burden on the agricaltural
sector is small at present, we consider that the levy
of a uniform income-tax on agricultural income
will not adversely affect the production in the
farm sector. In fact, atax on agricultiral income,
as any other tax, is likely to motivate farmers to
increased agriculturat production, by the adoption
of improved technology for augmenlting their
income o meet the tax liability,

2,127 Again, in examining the feasibility of
subjecting agricultural incomes to income-tax,
considerations of per capita income have very
little relevance. At present, 18,36 per centof the
nurnber of operational holdings have under their
control 61.75 per cent of the total area under
cultivation in the country, The agricuitural
income is concentrated in the hands of a small
section of the farmers in India. An attempt to tax
only the richer farmers cannot be said to promote
poverty among the rural folk. To allay lurking
fears, if there be any, we suggest that a higher
exemption limit should be provided for agricuni-
tunists. We consider that an additional deduction
0fRs 5,000 may be given foragriculmral income.
Thus, in the case of an agriculturist, no tax will
be payable where his income does not exceed Rs
10,000. It may also be provided that, in any event,
no income tax will be charged on agricultural
income if the toial agricultaral holding of an
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assessee does not exceed five acres (2.01 hect-
ares). As a result of these exemption limits, all
small agriculiurists will be excluded from the
purview of income-tax,

2.128 As regards the difficulties relating to
maintenance of accounts, it may be observed that
with the basic exemption limits as suggested
above, only assessees having large agricultural
holdings will be called upon to prove the extent
of their agricultural income, We feel that there
should be no difficulty for these persons in
maintaining accounis. In any case, if no proper
accounts are produced, assessments can be
completed on the basis of local information
regarding crops and prices. Such presumptive
assessments of agricultural income are being
made in other countries like Chile, Ceylon and
France.

2.129 Now, as regards the constitational diffi-
culty, the Parliamenthas exclusive power tomake
laws with respect to taxes on income other than
agricultural income by virtue of Article 246(1) of
the Constitution read with Entry 82 of the Union
List. Similarly, Article 246(3) of the Constittion
read with Entry 46 of the State List empowers a
State Legislature to make laws with respect to
‘taxes on agricultural income’. Thas, these two
entries are to be read as complementary to each
other. It would, therefore, follow that if agri-
culmral income is to be taxed, in the manner we
desire it to be done, two main courses are open (o
the Government, Either the Ceniral Government
should itself assume the power to levy tax on
agricultural income, or request the State Gov-
emments to levy agriculoral income-tax in
accordance with a common code duly drawn up
by the Central Government. We are, however, of
the opinion that though the alternative to Central
administration of tax on agricultural income
seems, at first sight, to be easy and attractive, it
may pose serious difficulties in persuading all the
State Governments to adopt a common pattern of
taxation of agricultural incomes. We, therefore,
recommend that in the interest of uniformity and
stability, the Central Government should assume
the power to levy and administer tax on agricul-
tural income.
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2.130 Towards this end in view, we suggest that
the Government may choose any of the following
courses, as it decms feasible:

(a) The Constitution may be amended by
deleting the words ‘other than agricultural
income’ appearing in Entry 82 of the Union List.
Entry 46 of the Siate List which empowers the
State Govemnments to legistatc om matters
conceming “Taxes on agricultural income’ may
also be deleted. Such a constitutional amend-
ment will unambiguously empower the Union
Govemmeni to impose taxes on agricultural
income.

(b) The Union Government may impose
income-tax on agricaltural income, provided
State Legislatures empower the Union Gov-
emmment in this behalf by necessary resolution
in accordance with the provision of Article 252
of the Consiitution. It would be pertinent to
mention here that estate duty has been extended
to agricultaral lands in certain States by
resorting to this procedure.

(c) Article 269 of the Constitution may be
amended it include taxes on agricultural
income in the list of taxes levied and collected
by the Union, and the taxes so collected may be
assigned to the States in accordance with the
procedure cutlined therein. The advantage of
this course of action is that the State Govemn-
ments are more likely to agree to concede the
power to impose tax, as their financial interests
will be statutorily protected.

Unexplained expenditure

2.131 Under section 69, 69A and 69B of the
Income-tax Act, 1961, any unexplained money or
value of any unexplained investment, ballion,
Jewellery or other valuable article, or the amount
of any investment, efc., not fully disclosed in the
books of account of an assessee is deemed 1o be
his income for tax purposes. At present, the law
does not expressly stipulate that when any
expenditure incurred by ataxpayeris notrecorded
inthe books of account, or isonly partly recorded,
and the source of such expenditure remains
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unexplained, the amount of such expendimre
would be meated as the income of the assessee.
We had, therefore, included a question in our
Questionnaire whether such a provision was
necessary, In the replies received, divergent
views have been expressed in this behalf. While
some are of the view that such provision would
be clarificatory, reasonable and logical, there are
others who feel that the taxability of such
expenditure is implicit even otherwise in section
4 of the Act and there is, therefore, no need fora
new provision to bring to tax such expenditre.
There are still others who apprehend that such a
provision might be misused by the tax authorities,
resulting in harassment of the taxpayers.

2.132 We have carefully considered the pros and
cons of having such a provision in the income-tax
law. We feel that though the income out of which
the ‘onexplained’ expenditure has been incurred,
is intended to be taxed under the present law, the
existing legal provisions do not make this quite
clear. Inthe context of the ostentatious living that
we see around, made possible mostly due to the
availability of black money, we consider that
there should be a specific provision in law which
will assist the tax authorities in effectively tack-
ling this problem. Apart from being supplem-
ented 1o the existing sections 69, 69A and 69B of
the Act, such a provision would highlight the need
to examine expenditure. It would give statutory
recognition to the existing practice of treating
‘unexplained’ expenditure as income from
undisclosed sources. Further, itwould also fix by
statutc the financial year in which such income 1s
to be assessed. We recommend that a separate
legal provision, analogous o sections 69, 69A
and 698, be made in the Income-tax Act, 1961,
which would enable the tax authorities (o bring
to tax the amount of “‘unexplained expenditure.
It would, however, be necessary for the admin-
istration to ensure that this provision is not used
to harass the small taxpayers by making them
explain petty items of expenditure.

Substitution of sales-tax by excise duty
2.133 In owr country, evasion of income-tax is

closely linked with evasion of sales-tax. Though
differences of opinion are bound fo be there
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whether evasion of income-tax is the cause or
consequence of evasion of sales-tax, it is gener-
ally true that since both the purchaser and the
seller stand to gain, transactions in many a case
are kept out of records.

2.134 Sales taxation in our country has taken
multitudinous forms and it has generally "tended
to become excessively complex”. The present
assorted sysiems of sales-tax in the couniry thus
provide ample opportonities for evasion of
sales-tax and, in tum, lead to evasion of
income-tax as well.  We consider that more
revenue with broadly the same incidence of tax
can well be secured by the substitution of sales-tax
by excise levy in respect of many more items. We
are, therefore, of the opinion that the best way to
get over the problem posed by the exdisting
sales-tax systems would be to replace sales-tax
levy on various commodities, as far as possible,
by additional duty of excise, but in the selection
of commeodities, care should be taken to minimise
the cascading effect on prices. We consider that
such a measure is desirable for tackling evasion
of both income-tax and sales-tax. As sales-tax
will still continue to be levied on some commo-
ditigs, we feel that there should be greater co-
ordination between the income-tax authorities
and sales-tax auwthorities in the matter of
exchange of information, collection of intelli-
gence about evasion of these taxes and also in
taking preventive measures for checking tax
evasion.

Compulsory maintenance of accounts

2.135 One of the devices which tax dodgers often
adopt to escape proper liability to tax and penal
consequences is to take shelter behind the plea
that no accounts have been maintained. The law
n¢ doubt provides for ‘best judgement’ assess-
ments on ¢stimated income in such cases but this
provision can hardly be considered as a deterrent,
and instances are not wanting where taxpayers,
particularly traders and persons in profession,
invite best judgement assessments year after year
on such a plea. Similarly, the tax dodgers, when
confronted with the prospect of a probe, often
advance the plea of having no accounts. Even
taxpayers with substantial incomes, such as
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coniractors executing large contracts, take the
stand that no accounts are maintained. In these
circumstances, cross verification of important
items of receipts, sales, purchases or expenses
becomes difficult and this defeats the object of
detailed scrutiny. In cases where the Department
strongly suspects that some accounts mast in fact
exist, it finds itself quite helpless as even powers
of search can be exercised only when the Com-
missioner has, in consequence of information in
his possession, reason to believe that bocks of
account exist but will not be produced, if Sum-
monéd.

2.136 If maintenance of accounts is made a
statutory obligation, it would be a potent weapon
in the fight against circulation of anaccounted
money. Maintenance of faithful accounts at Ieast
by some would offer a starting point for uncov-
ering unaccomnted money in other cases. While
the absence of a legal requirement (0 mainiain
accounts enables tax evaders to escape proper
assessment and punishment for concealment, it
impedes the introduction of areal self-assessment
system on others. Compulsory maintenance of
accounts would facilitate acceptance of returms,
eliminate the evil of arbitrary ‘best judgement’
assessments and would contribute to improving
the relationship between the taxpayers and the
taxation department.

2.137 The question of compulsory maintenance
of accounis was examined by the Income-tax
Investigation Commission, but it did not favour
the suggestion in the face of overwhelming public
opinion that no such legal obligation should be
imposed, particularly in the contextof widespread
illiteracy in the country. Twodecades have since
passed and there has been considerable
improvement in the standards of literacy. A
distinct change in public opinion is also visible.
Many persons, who answered a specific query on
this subject in our Questionnaire, have expressed
themselves in favour of compulsory maintenance
of accounts. We fee] that the grounds on which
the Income-tax Investigation Commission
rejected the idea are no longer valid.

2,138 Today, any person eaming a worthwhile
income from business or profession maintains
some sort of accounts as he would like to know
whether he is losing or making a profit, Where
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such a person is assisted by others in his business
or profession, he needs accounts all the more as
he has also 0 make sure that he is not being
cheated by hisassociates or assistants, Thesedays
gven a pelty irader minning a one-man show is
quite often required to make purchases or sales
on credit and he has necessarily to maintain some
records.  Thus, it is reasonable to presume that
accounts are by and large maintained in most
cases of business and profession, but in the
absence of a provision in law requiring mainte-
nance of accounts, it becomes difficult to deal
with the plea, when advanced, that no accounts
are actually maintained. In most cases, the legal
requirement will not cast any additional burden
on the taxpayers but will help to bring out in the
open the accounts already maintained.

2.139 As regards the argument of widespread
illiteracy in our country, it is 10 be noted that
income-tax payers constitute less than one per
cent of the population. The mere fact that there
18 widespread illiteracy does not mean that most
of the taxpayers are also illiterate. The exemption
limit which is fairly high in comparison with the
per capita income eliminates the possibility of any
sizable section of the taxpayers being illiterate.
This argument of illiteracy is patently inapplica-
ble to professional men many of whom do not at
presentmaintain accounts or atany rate claim that
they do not. As regards businessmen, they are
already subject to a variety of requirements under
various laws for maintaining records, registers
and for filing frequent periodical statements. The
cxcise laws and municipal lawsare a case in point.
The Sales-tax law in some of the States requires
compulsory maintcnance of accounts. A
requirement for maintenance of accounts under
the Income-tax law should not by itself cause
hardship to the public or pose any insurmountable
problems, '

Section 2.140 deleted.

2.141 In the initial stages, the form in which
accounts arce to be maintained and the type of
books and records that are to be kept may be left
to the discretion of the taxpayers, the Department
merely exercising a broad check to ensure that the
assessee’s income and claims for deductions,
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exemptions, elc,, are correctly and faithfully
recorded. In due course, the Ceniral Board of
Direct Taxes might settle the form of accounts for
different types of businesses and professions in
consultaion with the Institwie of Chartered
Accountants, bar associations, medical associ-
ations, etc.

2.142 We feel that a provision for mandatory
maintenance of accounts might notitself serve the
objective in view, unless it is also supplemented
by a provision requiring their preservation for a
minimum period. The U.S. Canadian and New
Zealand laws contain such a provision. We
recommend that the law should provide that
ledgers and cash books should be preserved for
a period of 16 years and other accounts and
records for 8 years.

2.143 There might be difficulties inenforcing the
statutory requiremenis regarding compulsory
maintenance of accounts and their retention for a
minimum period unless any failure to comply
with them involved penal consequences. Both the
Canadian and U.S. laws carry penal sanctions
which can be invoked against any taxpayer who
wilfully fails to maintain books and records
required by law. We recommend that monetary
fines should be provided in the law for failure to
maintain accounts in the manner required or to
preserve them for the prescribed period. In the
initial stages, the Department should mount a
magssive publicity programme 1o educate the
public in this behalf. A mild and conciliatory
approach will be needed for some years to come
and the penal provisions should be invoked only
in flagrant cases of deliberate faiture o maintain
books or records or to preserve them,

Compulsory andit of accounts

2.144 We think it would facilitate the adminis-
tration of tax laws to a considerable extent if,
simultaneously with the compulsory maintenance
of accounts, there is a statutory provision for their
mandatory audit, at least in the bigger cases.
Audit would ensure that the books and records are
properly maintained, and that they reflect faith-
fully the taxpayer’s income {(as shown in the
bocks of account) and claims for deductions.
Audit would also help in the proper presentation
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of the accounts before the tax authorities, thereby
making assessment proceedings more meaning-
ful. Further, in a vast majority of cases, it would
save considerable time of the assessing officers
which is at present spent on carrying out routine
verification, like correctness of totals and whether
purchases and sales are properly vouched or not,
The time thus saved could then be utilised for
attending to more important investigational
aspects of a case, The information which the
auditor could be required to furnish with his
certificate would also enable building up of
information exchange for purposes of cross ver-
ification which will he invaluable in detecting tax
evasion and spotting new assessees. Audit would
also help to check fraudulent practices such as
concoction of accounts at later dates, maintaining
duplicate sets of accounts, etc.

2.145 In his report, Nicholas Kaldor had
expressed the view that malpractices like the
presentation of false and misleading accounts
could be checked to a greatextent if it were made
compulsory for taxpayers 1o present audited
accounts in all cases in which income or property
exceeded certain limits. The idea of compuisory
audit of accounts in large income cases has found
support even in quarters which were nototherwise
quite favourably inclined towards the suggestion
of compulsory maintenance of accounts, The
Income-tax Investigation Commission, while not
favouring the imposition of a legal obligation on
all to maintain accounis, was of the view that
compulsory audit in the case of business with
large incomes would be desirable. The Direct
Taxes Administration Enquiry Committee also
recommended that in the interest of expeditious
and proper assessment of taxpayers in higher
income group, audit of accounts in all cases of
business, profession and vocation, where the total
assessed income in any one of the 1ast three years
exceeded Rs 50,000, should be made compuisory
by law and that audit should also be made com-
pulsory tn those cases of business, profession and
vocation where the returned income for the first
time exceeds Rs 50,000. The Working Group of
the Administrative Reforms Commission also
favoured compulsory audit by . Chartered
Accountants of cases with income over Rs
50,000, However, the Administrative Reforms
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Commission, while agreeing that audit by quali-
ficd Chartered Accountants would be helpful in
relieving the assessing authority of the need to
make routine checks and enabling him to con-
centratc on the broader aspects of determination
of the assessees correct liability, felt that the
number of Chartered Accountants being limited,
it may not be possible for all assessees 10 secure
their services except at heavy cost and that the
requirement of compulsory andit might delay the
subrission of returns. The Commission, there-
fore, recommended only an amendment of the
provisions of rule 12A of the Income-tax Rules,
1962, so as to provide for furnishing of certain
additional information in all cases in which the
returned income from business exceeds Rs 50,000
and the returns are prepared by Chartered
Accountants,

2.146 In the Questionnaire issued by us, we had
specifically elicited views on this subject. Most
ofthe departraental officers, who appeared before
us, welcomed the suggestion and there was near
unanimity among them that this would also go 2
long way in fighting tax evasion. Even among
iaxpayers, we found a sizable support for the
measure, which they felt would smoothen pro-
ceedings before the income-tax authorities. Some
of the persons who appeared before us have,
however, expressed their fears that a provision for
compulsory audit of accounts might put an undoe
burdenon the taxpayer. We concede that this may
no doubt be true in the case of small business or
professional men or persons deriving income
from other sources. We are, therefore, of the view
that such persons should not be required to get
their accounts audited. The requitement of
compulsory audit of accounts should be appli-
cable to personsengaged in businessorprofession
where the income or tumover/receipts exceed
certain specified limits.

2.147 Doubis have also been expressed whether
enough qualified auditors will be available for
undertaking audit in all case where it is manda-
tory. Companies are already stamtorily required
o get their accounts audited. We feel that if
suitable limits are prescribed for the non-
corporate sector, the work-load may not be too
great to be tackled by the existing professional
accountants. We understand that the number of
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Chartered Accountants has increased from eight
thousand in April, 1967 to over twelve thousand
inOctober, 1971. Further, during the same period
the number of Chartered Accountants solely in
practice has risen significantly from 2,900 to
5,400. From the concern voiced from time to time
in the press and elsewhere about a few well-
known firms of Chartered Accountants mono-
polising bulk of the audit work relating to the
corporate sector, it appears that there is a
considerably large number of practising Char-
tered Accountants who can undertake additional

work-load of audit in the non-corporate sector

without much difficulty,

2148 ... We, therefore, recommend that a
provision be introduced in the law, making pre-
sentation of audited accounts mandatory in all
cases of business or profession where the
sales/turnoverireceipts exceed Rs 5 lakh or the
profit before tax exceeds Rs 50,000, We further
recommend that a form of audit report be pre-
scribed taking due rote of the manner in which
documents, records and books are maintained in
the non-corporate sector. Auditor's report
should inciude, among other things, pertinent
information like the following:

1. Scope of examination - whether full check,
test-check or meve reconciliation - in order to
satisfy that purchases, sales, income and
expenses are properly accounted for and
balance-sheet is properly drawn up.

2. Nature of security offeredfor obtaining secured
loans. Particulars of security not recorded or
accounted for in the books to be stated.

3. Computation of admissible allowance by way
of depreciation.

4. Brief particulars of expenditure on enteriain-
ment, advertisement, guest house, etc., and the
amount, if any, disallowable under section 37
of the Income-tax Act, 1961.

S. Particulars of expenses in respect of which
payments have beenmade 1o directors, partners
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or persons subsiantially interested in the con-
cernand their relatives. The amount, if any, not
deductible under sections 40 and 40A of the
Income-tax Act, 1961.

6. Particulars of amounts, if any, chargeable as
profits under section 41 of the Income-tax Act,
1961.

7. Particulars of payments in respect of which
income-tax hasnot been deducted at source and
paid in accordance with the requirements of
sections 192-200 of the Income-tax Act, 1961,

The Government may also, in due course, evolve
a proforma of information to be furnished by the
auditors which would facilitate compietion of
ASSESSIMEnts.

Section 2.149 deleted

2,150 The question of introducing permanent
account numbess has engaged the attention of
several experts, and expert bodies in the past
Nicholas Kaldor ard in his report, while sug-
gesting the introduction of a comprehensive
reporting system in respect of all transactions in
property, stressed the need to aliot a code number
toevery taxpayer and every other person entering
into such transactions. S. Bhoothalingarn has in
his final report, while dealing with the problem
of tax arrears, recommended that each taxpayer
should be assigned a distinctive and permanent
nomber. The Administrative Reforms Commis-
sion has also recommended that steps should be
taken to introduce a system of regisiration of
assessees in an atl-India liston the lines suggested
by the Working Group. Some of the experts
engaged by the Government had also conducted
studiesin this behalf and made recommendations,
e.g., Staunton Calver, an American expert. All
these experts and expert bodies were unanimous
intheir view that the Department shouldintroduce
apermanent code foridentifying the taxpayers all
over the country. Notwithstanding such una-
nimity of views and the fact that the carliest of
these recommendations was made some 15 years
ago, no progress had been made in evolving and
implementing a scheme of alloiting permanent
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account numbers or identification codes to all
(axpayers. We felt that the absence of a simple
but suitable code and the attendant administrative
and procedural problems had perhaps stalled the
adoption of a measure about the advantage of
which there were no two opinions. We had,
therefore, drawn up a scheme for the allotment of
permanent account numbers, devoting consider-
able attention to the various problem areas. We
had the blueprint of a workable scheme ready
when we leamt that the Central Board of Direct
Taxes have also been developing a scheme on
their own and have decided to introduce it in a
few charges with effect from 1st October, 1971.
We are giad 10 note that steps have at last been
taken to fulfil a long-felt need....

2.151 While selecting a suitable type of code
which would meet the requirements of the
Income-tax Department, we have kept inmind the
fellowing factors:

(a) The length of the code should be minimal.
Unduly long codes are likely to lead to serious
errors in reproduction, particularty in the exis-
ting manual system.

(b) The system should, however, be capable of
covering the entire section of the populaticn
which it is intended to cover and also provide
sufficientroom for expansion over the projected
useful life of the code.

(c) The code should be permanently assigned 10
an entity to provide historical continuity and to
facilitate data processing operations,

{d) The code should have a fixed numbers of
characters so that, while being suitable for
manaal processing, it coukd be adopted without
change when machine processing is widely
mtroduced,

Sections 2,152 t0 2.159 deleted.

The law shouldrequire all persons carrying on
business, where the turn-over in a year is likely
1o exceed Rs 30,000, to apply for allotment of
permanent account numbers within the pre-
scribed time - if they are not already raxpayers.
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The law may also provide that any subsequent
change in the business name shouid be forthwith
intimated io the concerned authorities. To save
any hardship to the public arising out of delay in
allotment of permanent account numbers, itcould
be provided that if a proper application for
allotment of a number has beenmade within time,
entering into iransactions even before allotment
of the permanent account number will not entail
penal consequences.

Section 2.160 deleted.

2.161 While commending the scheme, we would

like to make it clear that we are not unaware of

the limitations of the system and the problems it

might throw up, e.g.,

(i) Some persons might intentionally quote
wrong numbers and may not be traceable at all.

(ii) Some persons might not intimate changes in
their addresses or might intimate wrong
addresses 5o that it becomes well-nigh impos-
sible to get at them later, after they have
obtained a permanent account number,

(iii) Statutory requirement to quote the permanent
account number in the documents relating to
certain  {ransactions might contribute o
incrcasing the volume of unrecorded or unac-
‘counted transactions, thus breeding further
evasion of tax.

(iv) The reporting systems might so increase the
volume of information available 1o the
Department (hat a discriminate wse thereof
becomes difficul.

Nonetheless, we are convinced that a system of

permanent account nembers will be useful and

will help the Department to deal with tax evasion
more effectively and also improve the accounting

and mainienance of records. The system is not a

substitute for a vigilant and watchful adminis-

tration but an aid © make its efforts more
rewarding,

Power of survey

2.162 Under Section 133A of the Income-1ax Act,
1961, an Income-tax Officer or any Inspector of
Income-tax authorised by him, may enter any
premises in which a business or profession of an
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assessee is carried on. He can inspect such books
of acconnt or other documents as may be available
there. Besides, he is empowered to place marks
of identification on such books of account or
documents, and (o take extracts, if considered
necessary. The main purpose of this provision is
to enable the Income-tax Officer to make surprise
checks at the business premises of the assessee,
especially when he suspects the existence of
incriminating documents or books of account.
This alsoenables the Income-tax Officer toensure
that the books of account which are currently in
use are produced at the time of assessment.
2.163 It has been pointed out that the power
available under section 133A of the Actis subject
to certain serious limitations. For example, the
existing provision does not authorise the
Income-tax Officer to check cash, stocks or other
valuables. Besides, the present power of survey
is exercisable only atthe premises where business
or profession is camied on. It is not yncommon
forbusinessmen to keep stocks, books of account
and cash at residential premises also where
stricily speaking no business is carried on. ftmay
be argued that in such cases, the Department
should use the powers of search available to it
under the law. Butit has to be noted that a search
under the Income-tax law can be authorised only
if certain pre-conditions are fulfilled and that, in
any case, it can be authorised only by the Com-
missioner of Income-tax. We consider that the
power of survey, though limited in scope, is, all
the same, a useful wol in the hands of the
Income-tax Officer to enforce compliance with
tax laws, We recommend that a new provision
may be introduced as an adjunct to section 133A
of the Income-tax Act, 1961, 1o enable the
Income-tax Officer to visit any premises of an
assessee for the purpose of counting cash, veri-
fying stocks, and inspecting such accounts or
documents, as he may require and which may be
available there. He may also obtain any addi-
tional information and record statement of any
personwho isfound ai the premises, in respect of
matters which would be relevani for making a
proper assessment. In order to ensure that this
provision does not give room for harassment, we
would like this power to be exercised only by an
Income-tax Officer and not any lower official.
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We alsorecommendthat the law may be amended
to confer powers of survey on the Inspecting
Assistant Commissioners as well.

Increasing survey operations
Section 2.164 & 2.165 deleted

2.166 Considering the importance of survey for
fighting tax evasion, a special survey drive for
discovering new cases was launched by the
Income-tax Department in 1964, but these oper-
ations were suspended in 1966 in view of the huge
pendency of assessments, [twas later decided by
the Central Board of Direct Taxes in 1969 that
external survey should be resamed only on a
selective basis. During the last two years, the
number of effective cases discovered as a result
of survey was only 48,073 and 53,942 respec-
tively, The total number of income-tax assessees
on the register of the Department in 1970-71 was
30,13,676 only in a population of 55 crore, which
isamere 0.6 per cent, Itisthus obvious thatsurvey
has not received the attention it deserves. In our
opinion, ‘survey circles’, even where organised,
have not been able to give the desired results
because of the fauity system of control and the
lack of adequate work programming. Witha view
to making external survey reglly effective, we
recommend that adequate number of survey
circles should be set up o ensure comprehensive
and continuing survey on rotational basis. Fur-
ther, an officer, of the rank of Assistant Com-
missioner should be placed in over-all control of
survey operations in each Commissioner's
charge and ke should also hold charge of the
Special Investigation Branch. As he would have
materials with him coming from different sources
in regard to new assessees, he should be in a
position to draw up, and also implement, a well-
planned programme of general and selective
survey. Besides, in the bigger cities like Delhi,
Bombay, Calcutta and Madras, a survey Range
should be created under an Inspecting Assistant
Commissioner who will have a contingent of
survey circle Income-tax Officers and the nec-
essary complement of Inspeciors under him. In
other mofussil towns, the survey squad should be
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under the local Inspecting Assistant Commis-
sioner, who will have one or more Income-tax
Officers for survey operations and adequate
number of Inspectors for this work. He should be
in overall control of the survey programme so as
toensure thatevery town and locality in his Range
is properly surveyed. The Inspecting Assistant
Commissioner will also have toensure that survey
reports submitted by the Inspectors are promptly
processed and acted upon so that there is no loss
of revenue due to departmental delays. He should
review the performance of the survey circles
every month and report to the Commissioner of
Income-tax.

2.167 The Income-tax Officer in charge of a
survey circle showld have territorial jurisdiction
and he should be in compiete control of the team
of Inspectors working under him, Toimprove the
quality of survey, these Income-tax Officers
should frequently go out in the localities surveyed
by the Inspectors and make test-checks in a fairly
large number of cases with a view to ensure the
reasonablencss of the estimates made by the
Inspectors and the comprehensiveness of the
survey. It should be the responsibiiity of these
Income-tax Officers to enswre that all persons
having taxable incomelwealth within their
respective furisdictions are brought on the reg-
isters of the Depariment.

Sections 2.168 to 2.171 deleted,

Collection, coliation and dissemination of
information

2172 An efficient machinery for collection,
collation and dissemination of information is a
sine qua non for an efficient tax administration
charged with the function of collecting taxes and
countering tax cvasion. Al present, a separate
cell, called the Special Investigation Branch,
functions under each Commissioner of Income-
tax for the purpose of collection, collation and
dissemination of information. The work
programine of this branch is quite impressive.
The branch is expected to deal with anonymous
petitions, payment intimation slips, newspaper
cuttings, information received from other
departments like Sales-tax, Central Excise,
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Registrar of Immovable Properties, Director-
General of Supplies and Disposals, Transport
authoritics, Chief Controller of Impons and
Exports, Reserve Bank, Life Insurance Corpo-
ration of India, eic. In addition, Income-tax
Officers in the field are required to collect data
from the statutory information retumns furnished
by the assessees and also from the account books
of the taxpayers.

2.173 The Special Investigation Branch functions
under the direct control of the Commissioner of
Income-tax, but the Commissioner himself being
loaded with multifarious duties can devote little
or no lime to the work of the branch. The result
is that the work is carried on mostly by junior
officers orattimes, by Inspectors. We understand
that there is no system of regular inspection of
this work either. Small wonder then that the work
is in a state of complete neglect. This branch is
neither doing any investigation nor is there any-
thing special about it; it is even amisnomer tocall
it Special Investigation Branch.

2.174 At the lower levels in the field formations,
it is very rarely that the Income-tax Officer
effectively utilises the information received from
various sources. Information slips received from
the Special Investigaton Branch are very often
not recorded, though a register is required to be
mainiained for the purpose, and even if they are
recorded, they are not promptly verified with the
result that such slips go on piling up in the office
1o be summarily disposed of by the Inspector ata
later date. The Income-tax Officer’s half-hearted
effortsin this direction are stated to be mainly due
to lack of time at his disposal and lack of proper
emphasis by the senior officers on this aspect of
the work.

2.175 The Administrative Reforms Commission
has adversely commented on the performance of
the Department in this field. It recommended
inter alia that the Special Investigation Branches
should be strengthened and their energies should
not be dissipated on work other than collection,
collation and dissemination of information. It
suggested that these branches should be placed
under the immediate supervision of an Inspecting
Assistant Commissioner, who will also be in
charge of Internal Audit Department, and that
their work should be periodically inspected by the
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Director of Inspecticn. The Public Accounts
Committee obviously felt unhappy at the working
of the Special Investigation Branches when in its
117th Report, it observed as under:-
"There are Special Investigation Branches in
Commissioners’ charges which are responsible
for collecting information from Govemnsment
agencies, municipalitics and other organisa-
tions like banks, financing companies, elc., so
as to discover mew assessees or sources of
income not disclosed by existing ones. The
Adminijstrative Reforms Commission reported
that the working of these Special Investigation
Branches is ‘unsatisfactory’ due, amongst other
things, to lack of adequate supervision and their
being saddled with iteras of work not relevant
to their main functions. These defects in the
working of these branches should be removed.
The Committee feel that if all the avaiiable
information is collected from these sources and
systematically analysed and prompity pro-
cessed ineach Commissioner’s charge it would
lead to the discovery of most of the persons
liable to assessment”,

Section 2.176 deleted.

2.177 While the ultimate goal for the Income-tax
Department should be to develop an information
matching prograrame which fully covers all
aspects of the economic activities of the country,
it would not be expedient, and it may also not be
praciicable, to set up such an all embracing
machinery all at once. We consider that it would
be better o first set up a moderaicly sized orga-
nisation and as it starts mmaing efficiently and is
perfected, it should be feasible to build gradually
asound, systematic, efficient and comprehensive
machinery for this purpose. The routine and
off-hand manner in which the job is handled at
present has to give place to asystematic approach.
We recommend that the Central Board of Direct
Taxes should lay down each year a programme
and specify targets for collection, collation and
dissemination of information. It should also
ensure that the programme is strictly adhered io
and efforts are made to reach the targets fixed.
The sources to be tapped every year should be
decided at the national level by the Board at the
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beginning of each year, to be followed and
implemented strictly at all levels, Different types
of information may be collected in different years
5o as to keep an element of surprise.

Section 2.178 deleted.

2.179 With a view to securing efficient func-
tioning of the set-up, we recommend that stan-
dards of work and performance should be laid
down, without which it would not be possible to
Judge the requirements of manpower nor to
measure the adequacy or otherwise of the outpui
givenbythe persons atvarious levels, The Special
Investigation Branches, to be renamed as Central
Information Branches, should be suitably
strengthened and they should be placed under the
supervision of the Inspecting Assistant Conunis-
sioner in charge of survey operations as sug-
gested by us elsewhere. They should be located
at the stations where the headquarters of the
Commissioners are but should not form part of
their offices. The work of the Special Investi-
gations Branch shoulid be inspected at least once
a year by the Comnissioner of Income-tax
himself.

Co-ordinations between banks and the
Income-tax Department

2,180 1t has beent brought to cur notice that the
banking channels are utilised for putting through
transactions calculated to evade taxes largely
because the bank aothorities do not insist on
proper identification of parties and, in many
cases, do not even preserve adequate information
on record (o enable the Income-tax Department
10 ascertain the identity of the parties o these
transactions. There is need for a better Liaison
between the banks and the Income-tax Depart-
ment from the point of view of fighting fax
evasion. We have recommended elsewhere inthis
report a system of permanent account numbers
for all taxpayers to facilitate collation of infor-
mation i0 help investigation in cases of tax eva-
sion. One of the important ways in which this
system can be profitably utlised is to make it
obligatory for all taxpayers 1o quote permanent
account numbers in their financial transactions
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through banks. This will help connect the
transactions to the relevant parties. We accord-
ingly recommend that the legal provisions under
which the system of permanent account numbers
is introduced shouid also include that taxpayers
should quote their permanent account numbers
in applications for bank drafts, mail transfers,
telegraphic transfers, etc., if the amount involved
in such (transactions exceeds five thousand
rupees. Where a party to such transaction has no
permanent account number, it should be required
to state so specifically, This will limit the scope
for benami transactions and clandestine dealings,
2,181 The second point which has engaged our
attention concerns banking transactions whichare
prima facie of a suspicious nature, because they
are cither inconsistent or incommensurate with
the customary conduct of the business, industry
or profession of the persen or the organisation
concerned. In the United States of America, the
Code of Federal Regulations contains provisions
under which banks are required (o report unusuat
and suspicious transactions to revenue authoritics
suo motu. The existing position in our country on
the other hand protects the privacy of the trans-
actions with the result thateven if the banks come
to know that all is not well with certain
transactions, ihey do not bother to alert the
Income-iax Department. Such a position permits
tax evaders, foreign exchange violations and
black marketeers to continue their activities
without the fear of being caught, We accordingly
recommend that a suitable provision be iniro-
duced in the Banking Regulation Act, 1949, by
which all banking institutions coming within the
purview of that Act should be under a statutory
obligation 10 report io the Reserve Bank of India
all financial transactions in cash over twenty-five
thousand rupees which, in the judgment of the
banking company concerned, are suspicious or
unusual. The Reserve Bank of India may also be
enabled to report all these transactions to the
Central Board of Direct Taxes, to be followed up
by the officers of the Intefligence Wing of the
Department.
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Sections 2.182 to 2,192 deleted.

2.193 .... We would, therefore, suggest that the
Government should seriously consider the expe-
diency of prescribing a uniform accounting year
for all taxpayers. In that case, the accounting
year showld coincide with the budget year.

‘Whatever might be the objections to the pre-
scription of a uniform accounting year for all
taxpayers, we are absolutely no justification for
the same person being allowed to adopt different
accounting years for different businesses carried
on by him. We, therefore, recommend that, inany
event, the law should permit adoption of onlyone
‘previous year' in respect of all businesses car-
ried on by one person.

Checking under-valuation of immovsble
properties

2.194 Evasion of direct taxes in our country is
closely linked with the practice of under-
valuation of properties by the taxpayers, whether
in the transfer documents relating to immovable
properties, or in their retums of net wealth, or
when explaining the source of cost of construc-
tion. The absence of a proper valuation
machinery in the Income-tax Departient helps
the tax dodgers inmore than one way. Itfacilitates
uulisation of unaccounted money in investments,
It also provides scope for reduction of liability to
direct laxes, whether on income, capital gains,
wealthor gifts. Due to the opportunitiesavailable
for understating the value of assets in the guise of
honest difference of opinion, tax dodgers are able
to evade the penal comsequences and merrily
continue their game of tax evasion.

2,195 There are no two opinions that corect
valuation of asscts can contribute to an effective
administration of income-tax and other direct
taxes. Proper valuation of assets also seems
necessary for the purpose of effectively imple-
menting the levy of additional wealth-tax on
urban properties.

Section 2.196 deleted.

2.197 In our interim report 10 the Government,
we had recommended compulsory acquisition of
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immovable properties in cases where the sale
deeds did notreflect their fair market value. This
recommendation has since been accepted and
legislation has been introduced in the Parliament.
However, the problem of under-valuation is not
limited only to understatement of sale consider-
ation in the transfer deeds. Considering the scope
for 1ax evasion through wnderstatement of cost of
construction of property by the taxpayer, we
examined whether the recommendation made by
us carlier in the interim report for compulsory
acquisition of immovable properties should be
extended to such casesalso. We are of the opinion
that it would be expedient for the Government to
assume powers to acquire immovable properties
in cases of understatement of cosi of construction
as well. However, as this would be an extension
of our recommendation in the interim report, we
Jeel that the Government should consider such
extension only after it has had some experience
of acquisition of immovable properties in cases
of understatement of sale consideration.

2.198 In this context, we considered the adequacy
of the proposed provisions relating to acquisition
of immovable properties, as contained in the
Taxation Laws (Amendment) Bill, 1971, intro-
ducedin the Parliament. However, there may still
be certain cases where it may not be expedient o
follow the procedure taid down in the Bill. In
order to meet this situation, the Land Acquisition
Act, 1894 may be invoked and the property
acquired for specific public purposes. To avoid
unnecessary controversy on the question of val-
uation of the property, we recommend that the
Land Acquisition Act, 1894 may be amended to
the effect that where an immovable property to be
acquired under the Act, was the subject matter of
a transfer within one year preceding the notifi-
cation under section 4 of the Land Acquisition
Act, 1894, the sale consideration stated in the
transfer deed relating to that property will be
deemed to be the market value for the purpose of
determining compensationundersection 23 af the
Land Acquisition Act, 18M,

Section 2.199 deleted.
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Ownership flats

2.200 With the increasing pace of urbanisation in
the country and the consequent pressure on
housing, the system of having what arecommonly
knownas ‘flats on ownershipbasis’ or ‘ownership
flats’ has become very popular, especially in
bigger cities. Such flats are often constructed
through the medium of co-operative housing
societies. A person desirous of owning a flat
becomes a member of such a society and the
purchase of a specified number of shares of the
society entitles him to a flat. The flat is trans-
ferable by the mere iransfer of the shares. Thus,
what is acquired or transferred in case of these
flats is not the ownership of the flat as such, but
the ownership of the sharesof the housing society.
These transfers are, therefore, not treated as
transactions in immovabie property and are
consequently not required to be registered under
the Indian Registration Act, 1908. Even where
such flats are purchased from an entity other than
a co-operalive society, e.g., a limited company,
the rights acquired are described as merely rights
of occupancy in respect of a tenement. The
position regarding requirement of registration
under the Indian Registration Act, 1908, there-
fore, remains the same. For this reason, these
transactions will also be outside the purview of
the proposed legislation for compulsary acqui-
sition of immovable property in case of under-
statement of consideration for the transfer.

2.201 The absence of a statutory requirement of
registration of these transactions, coupled with
the increasing demand for such flats, has led o
considerable opportunities for tax evasion and
proliferation of black money. Receipt of *on-
money’ on transfer of flats, bolding fiats in bogus
and benami names, deriving unaccounted rental
therefrom, and ante-lating transactions in them
to thwart tax recovery proceedings, efc., have thus
become quite common.

2.202 The Maharashtra Government had noticed
that consequent on the acute shortage of housing
in several areas, certain malpractices and diffi-
culties relating to construction, sale and transfer
of flats taken on ownership basis had cropped up.
The State Govemnment, therefore, appointed a
Committee in 1960 10 enquire into these matters
and advise the Govermment. On the basis of the
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recommendations of this Committee, the Maha-
rashtra Ownership Flats (Regulation of the Pro-
motion of Construction, Sale, Management and
Transfer) Act was passed in 1963. This Act
provided, inter alia, that where a person con-
structs such flats for sale, he must enter into a
written agreement with the intending buyer
before accepting any advance or deposit from him
and the agreemeant should be registered under the
Indian Registration Act, 1908. Recently, the
Government of Maharashtra has enacted another
statete, viz., The Maharashtra Apartment Own-
ership Act, 1970. The preamble states that the
Act has been enacted in order to provide
ownership rights to persons who buy apartments
in a building and also to make such apartments
heritable and transferable property. Each apart-
ment owner can avail of these benefits if he
executes the prescribed documents and gets them
regisiered unnder the Indian Registration Act,
1908. No doubt, these enactments are likely to
be of some help in checking tax evasion in
Maharashtra State, but in our opinion, even these
do not go far enough. As indicated above, the
first enactment covers only agreements with the
promoter and not the subsequent transactions, So
far as the second enactment is concerned, it does
not apply to co-operative societies, which hold a
large number of such flats. Secondly, it leaves
non-residential flats ont of its purview and, what
is more, the option to be governed by this Act is
left wholly to the discretion of the owners of the
apartments.
2.203 We consider that ¢vasion of taxes through
transactions in ownership flats can be checked
only if there is ali-India legislation providing that
such transactions shall be treated as transactions
in immovable property and shail consequently
have to be registered under the Indian Registra-
tion Act, 1908. Such a measure would also be of
considerable help to the Department even in the
matier of collection of taxes. It will extend the
scope of section 230A of the Income-tax Act,
1961 to the flatsand will alsoenable such property
being attached in certificate proceedings for
recovery of taxes,

We, accordingly, recommend that it may be
provided by law that ownership flats, whether
acquired through the medium of co-operative
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housing societies or otherwise, would be deemed
to be immovable property for purposes of the
Transfer of Property Act, 1882 and that transfer
of such flats shall be required to be registered
under the Indian Registration Act, 1908 in the
same manner as any other immovable property.

‘Pugree’ payments

2.204 ‘Pugree’ is a premium paid at the time of
change of tenancy of premises and this payment,
being illegal, is made outside the account books
and wvsually oot of unaccounted money. The
system of ‘pugree’ payments has its origin in rent
control legislation in force in the various States.
Rent control was introduced mainly to curb the
practice of charging exorbitant rents. Conse-
guently, the various Rent Control Acts put a
prohibition on climing of receiving any sum as
premium or pugree, in addition to rent, In spite
of the prohibition, ‘pugree’ system is widely
prevalent, particularly in the bigger cities, and
leads to tax evasion and circulation of black
money.

2.205 .... At present, rent control applies to both
residential and non-residential premises. This
would mean that doing away with all rent control
would result in lifting control in respect of resi-
dential buildings also. We are convinced thatin
view of the larger social objectives, there is
justification for protection against exorbitant
rents to continue in respect of residential tenan-
cies. Nosuch considerations, however, prevail in
the case of non-residential premises. Moreover,
any higher rent charged by landlords for letting
out non-residential premises is an admissible
deduction in computation of income from busi-
ness or profession. We recommend that the
present legislative control onrent which operates
inrespect of both residential and non-residential
premises be amended so as 1o restrict its opera-
tion to residential premises only.

Tightening provisions of the Stamp Act

2,206 A convenient device frequently adopted for
secretly utilising black money is to invest it in
immovable property by understating the purchase
consideration, Thisnotonly saves stampduty but
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also results in evasion of income-tax and
wealth-tax in the hands of the investor, while the
vendor escapes his proper liability to capital gains
tax. In addition, it creates a fresh nucleus of black
money in the hands of the vendor, which leads to
its proliferation in the economy. It was for this
reason that we had recommended in our interim
report, a detatled scheme for the take-over of
immovable properties by the Government in
cases of understatement of purchase consider-
ation. We had stated, inter alia, that this measure
would act as an effective deterrent and curb the
tendency to understate the consideration in doc-
uments relating to transfer of immovable prop-
erties. 'While recommending this measure,
however, we had ourselves made it ciear that it
will have to be applied only 1o cases of substantial
under-statement. It is in this context that we
recommend below another measure to help deter
investment of black money in immavable prop-
eny.

2.207 We think it will go a long way to achieve
this objective if adequate machinery is provided
under the Stamp Act for valuation of properties
which are the subject of transfer. The Indian
Stamp Act, 1899, no doubt provides for
impounding insruments notduly stamped and for
levy of penalty for the insufficiency of stamps.
However, the stammp duty payable on an instru-
ment has to be determined with reference to the
terms of the document and the court isnot entitled
to take into consideration evidence de hors the
instrument itself. Even where a deed relating to
a property is impounded by an authority. under
section 33 of the Indian Stamp Act, and pro-
ceedings are started by the Collecior under
section 40 of the Act for judging the sufficiency
of the stamps and levying penalty where neces-
sary, the Coilector has no power (o embark upon
an epquiry regarding the market value of the
property and torequire payment of further stamp
duty according to the valuation arrived at by him.
It is tme that a penalty can be imposed under
section 6 in case of fraud but, in the very nature
of things, it is easier to allege fraud than to
establish it, with the result that the provision of
section 64 have almost become a dead letter.

Section 2,208 deleted.
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2.209 We find that in 1967 the then Madras State
Government had introduced certain measures to
curb the evil of understatement of purchase
consideration, By an amendment to the Indian
Stamp Act, 1899, the Registering Officers, within
Madras State were empowered to refer cases of
suspected understatement of market value in the
deeds requiring registration, to the District Coi-
lector, for determining the market value of the
property mentioned therein, We are of the
opinion that it would be advantageous to have
similar machinery in other States also. We rec-
ommend that the Indian Stamp Act may be suit-
ably amended in this behalf on the lines of the
Madras enactment.

2.210 Another change we would like to recom-
mend, with a view to checking tax evasion, is in
relation to the sale of stamps and stamped papers.
At present, the stamps are sold only by licensed
stamp vendors who are required to maintain a
register of sales showing name and address of the
purchaser and the date of sale. These details are
also required to be recorded by the vendors on the
back of the stamped paper at the time of sale. This
entry on the stamped paperis an important means
of verifying the genuineness of the transaction
sought to be evidenced by the document. How-
ever, this procedure isopen to considerable abuse.
Unscrupulous persons obtain illegitimate tax
advantages or defeat certain controls and regu-
lations imposed by other legislation by antedating
certain transactions. The entry regarding the
name of purchaser and the date of sale is not
enough 1o prevent such ante-dating manoeuvres.
Stamped papers of earlier dates can still be nsed
for such purposes because details regarding the
nature of transaction sought to be recorded on the
stamped paper and names of the parties to the
transaction, are nowhere mentioned at the time of
purchase of the paper. In view of the widespread
misuse of the stamped papers to evade taxes, we
recormmend that in addition to indicating the date
of sale and name and address of the purchaser,
the stamp vendors may be requiredto state on the
stamped paper the purpose for which the paper
was purchased and also the names of the parties
{0 the transaction sought 1o be recorded thereon,
except in the case of an agreement or a memo-
randum of agreement under article 5 of schedule
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1 of the Indian Stamp Act, 1899, and power of
attorney under article 48 thereof. Such a change
in the procedure with regard to sale of stamped
papers would render it difficult to record on
stamped paper a transaction not contemplated at
the time of its purchase.

Foreign exchange violations

2.211 In our present economic situation, caming
and conservation of foreign exchange are of
considerable importance to the development of
ourcountry. That foreign exchange violations are
of considerable magnitude is perhaps to state the
obvious. An official study team appointed by the
Govemment of India has estimared in its report
recently submitted that the extent of leakage of
foreign exchange is about Rs 240 crore yearly.
Since foreign exchange violations are possible
only through clandestine dealings, these neces-
sarily result in evasion of income-tax and other
allied taxes. We understand that the Government
is examining the report of this study team and is
proposing to initinte necessary remediol mea-
sures in this regard, including certain amend-
ments to the Foreign Exchange Regulation Act.
We expect that the appropriaie authorities would
deal with this maiter effectively.

Tax treaties for exchange of information
relating to tax evasion

2.212 Tax evasion in our country cannot be said
to be confined only to transactions taking place
within the country; it is closely linked with
transactions such as over-invoicing and under-
invoicing in import and export business, opera-
tons through secret foreign bank accounts and
smuggling of valuable articles into and out of
India. Moreover, there are cases of taxpayers who
thwart the attemnpts of tax administration tocoliect
tax dues by either retaining their assets abroad, or
transferring them secretly outside India. The only
answer to these problems appears to us to be to
enlarge the field of international co-operation in
dealing with tax dodgers, by eatering into com-
prehensive tax treattes with other countrics, par-
ticularly those with whom we have economic
relations and trade on a substantial scale. The
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United States of America has entered into com-
prehensive tax treaties with several countries,
including Canada and Switzerland.

2213 We consider that to be of assistance in
tackling 1ax evasion, tax treaties should have a
provision for automatic exchange of routing
information relating to payment of interest,
commission, royalty, rent, etc., toresidents of one
of the contracting countries in cases where such
payments are likely to attract tax liability in that
country. The agreements should also provide for
exchange of commercial intelligence which is
vital for dealing with intemational tax evasion.
This is necessary because it will otherwise be
difficuli to establish fraud successfully, particu-
larly when it relates to under-invoicing or over-
invoicing. The agreements should also facilitate
exchange of general information relating to tax
laws and fiscal policies. The most important role
which such agreements can play is, however, in
the field of investigation of specific cases of tax
fraud and recovery of tax dues from those who
have migrated to the other country or who have
asscts in the other country, by providing for
exchange of information relating to such cases
and by making the administrative machinery for
investigation and recovery of one country avail-
able to the other. The agrecments between France
and U.S.A. include clauses providing for such
mutual assistance. We are of the view that our
agreements with other countries should also
provide for mutual assistance and should no
longer be mere double taxation avoidance
agreements as envisaged by section 90 of the
Income-tax Act as it stands at present. We,
therefore, recommend that section 90 of the
Income-tax Act be suitably amended to enable the
Government to enter into agreementswithforeign
countries not only for the avoidance of double
faxation of income, but also for prevention of
fiscal evasion. We further recommend that our
existing agreements should be revised so as to
provide for exchange of routine information and
market intelligence as also specific information
in individual cases 10 facilitate investigation of
tax evasion and recovery of taxes. The agree-
ments should also enable courts in both the
contracting countries (o enieriain rogotory,
commissions or letiers of request from the tax
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autharities of the other country for the purpose of
securing the evidence of persons resident therein,
The agreements shouldfurther provide for mutual
assistance in investigation of tax frayds and
recovery of taxes by making the administrative
machinery of each available to the other.

Tax evasion in film indusiry

2.214 1tis generally said that in the film industry,
alot of ‘on-money’ is paid to artistes and that this
practice leads 10 a chain reaction in the case of
producers, financiers, exhibitors, etc., resulting in
evasion of proper tax liability at all levels. We
had sought views on this matter through a ques-
tion in our Questionnaire and an overwhelming
majority of persons, who sent their replies, was
of the opinion that considerable amount of black
money passes in transactions in the film world at
different siages. It was, however, pointed out that
the peculiar featares of the film industry, such as
the short and uncertain span of the arisie’s
working life and the need to preserve his glamour
in the public eye, were responsible to a consid-
crable extent for the degree of tax evasion in the
film industry.

Section 2.215 deleted,

2.216 There was, however, yet another sug-
gestion which in our opinion should, by and large,
meet the plea by film artistes that they should have
concessional tax treatment in view of short span
of their working life. We'leamn that the Central
Board of Direct Taxes had some time back, in an
individual case, approved the principle of taxing
the remuneration of a film artiste over a period of
years if the film producer, instead of paying the
amount directly to the film artiste, purchased
irrevacable deferred annuities by an agreement
with the Life Insurance Corporation of India and
assigned the same in favour of the artisie. 1§ was
decided that the artiste would be taxed each year
only to the extent of the amount of annuity
received. Such tax treatment not only frces the
artistes from the burden of paying tax athigh rates
on the large income eamed during a short span of
popularity but also ensures that he will have a
steady income over a period of years. We
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consider that if this scheme is statutorily intro-
duced, the film artistes would find it quite uscful.
Besides, we feel that such a concessional tax
treatment would encourage the film artistes to
disclose their true incomes. We accordingly
recommend thar the law should be suitably
amended io provide that where under an irrevo-
cable annuity policy, though taken by the pro-
ducer in his name but assigned in favour of the
arliste, the remuneration is paid to ¢the artiste in
the form of an annuity spread over a number of
years, the artiste should be taxed only on the
amount of annuity received during the year. The
present value of annuities due infiuture should be
exempt fromwealth-tax. Of course, the producer
would be entitled to claim the entire amount paid
1o the Life Insurance Corporation towards taking
out such a policy as a deduction in the year of
payment.

2.217 While on this subject, we also considered
the adequacy of the existing system of giving
concessional tax treatment to the aristes, efc.,
under section 80C of the Income-tax Act, 1961,
read with rule 11 A of the Income-tax Rules, 1962,
in the mater of deductions of life insurance
premia and provident fund contributions. We
recommend that in view of the enhancement of the
ceilings under clauses (ii) and (iv) of sub-section
{4) of section 80C of the Income-tax Act, 1961, in
recent years, the percentage of gross total income
and the qualifying amount prescribedfor artistes,
playwrights, authors, etc., under rule 11A of the
Income-tax Rules, 1962 should also be suitably
enhanced.

2.218 In the course of our enquiry, another sug-
gestion was made that copies of all agreements
between film producers and film artistes
regarding the latter’s remuneration should be
required to be sent to the Department withia a
specified period so as to eliminate the scope for
subsequent manipulations and spurious clamms,
We agree that such a measure will help in
checking tax evasion in the film industry. We,
therefore, recommend that where the remunera-
tion payable to an artiste under an agreement
exceeds Rs 5,000, both the film producer and the
artiste should be under o statutory obligation to
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furnishacopy of the agreement 1o their respective
Income-tax Officers, within aperiod of one month
fromthe date of execution of such an agreement.

Payment by crossed cheque or crossed bank
draft

2219 Sub-section (3) of section 40A of the
Income-tax Act, 1961, provides for the disal-
lowance of any business expenditure in respectof
which payment is made in a sum exceeding Rs
2,500, otherwise than by a crossed cheque or
crossed bank draft. This provision wasintroduced
in order to check the tendency to claim fictitious
business expenses. With a view (o avoiding
genuine hardship to tax-payers and others, certain
exceptions o this provision have been notified
from time to time, We consider these exceptions
to be unduly wide. It is true that insistence on
payment by cheques in respect of all business
expenses above Rs 2,500 would cause problemns,
particularly when payments have to be made
across the counter and the seller is not in a position
to fully rely on the credit-worthiness of the payer.
To facilitate transactions of this nature, a possible
approach could be that the payer obtains from his
bankers a cheque marked ‘good for payment’. In
practice, however, this may become difficuit,
partly on account of hesitation on the part of the
banker and partty due to the payer not knowing
in advance the quantum of paymentinvolved. We
are aware of the prevalence of travellers’ cheques
which normally could be used for this purpose,
but in this case also a complication would arise
in that the holder of a traveller’s cheque would be
obliged to sign it in the presence of the receiver:
and ordinarily such a receiver has to be either a
banker or a person approved by the bank in this
behalf, We, therefore, consider thatan endeavour
should be made to evolve a new instrument in the
form of a Bank Bill of Exchange which is readily
transferable but also contains an obligation for
it o be encashed through a bank account. A
suitable pay orderldraft of different denomina-
tions may be designed and introduced for this
purpose. In brief, this instrument should contain
the following three essentials:
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(i) that it is an equivalent of a pay order or draft,
withowt the name of the pavee at the time of
issue;

(ii) that the name of the payee is entered on the
instrument by the payer at the time of payment;
and

(iii) that the instrument is marked ‘account payee
only' by the issuing bank so that it cannot be
encashed except through a bank account of the

€.

We r):corrmend that after the introduction of the

new instrument as suggested above, the excep-
tions provided in rule 6DD of the Income-tax

Rules may be suitably curtailed.

‘Hundi’ loans

2220 Until some time back, ‘hundi’ loans pro-
vided one of the important oudets for profitably
investing or utilising black money. As aresult of
sustained efforts by the Department, the ‘hundi’
racket is stated to have ben tackled to a consid-
erable extent. We would, however, recommend
that Permanent Account Numbers, which are to
be assigned to taxpayers by the Department,
should be statutorily required to be quoted on
hundi papers and further that advances of loans
on hundi and their repayments, including interest,
should be made through ‘account payee’ cheques
only. This should serve as an effective check on
bogus hundi loans.

Checking tax evasion among contractors

2221 What we have said elsewhere about the
need for compulsory maintenance of accounts,
compulsory audit of accounts, registration of
businesses and allotment of permanent account
numbers to axpayers applies o the case of
conwractors as well. In addition, we have aiso
recommended that in the case of contracts given
by Government, local authorities and public
sector underiakings or companies, 3 per cent of
the amount billed should be deducted as tax from
each bill at the time of payment. We have further
recommended that tax at the rate of 2 per cent
should be deducted by contractors, other than
individuals or Hindu undivided families, from
payments made 10 subcontraciors in certaincases.
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" Dealing with compulsory maintenance of
accounts, we have observed that in the initial
stages the form in which accounts are to be
maintained and the type of books and records to
be kept may be left to the taxpayers themselves,
but that in due course, the Ceniral Board of Direct
Taxes might setile the proforma of accounts for
different types of businesses, et¢., in consultation
with the concemed professional or business
associations as also the Institute of Chartered
Acconntants, We would like to add here that in
the case of contractors, including sub-
comractors, a register for recording daily
receipts and payments would be essential and
should be in a prescribed formin due course. The
maintenance of sucha register, we think will limit
the scope for inflation of expenses by manipu-
latng the account books at a later date. It will,
however, have 10 be ensured that such a register
is periodically inspected and signed by the
Income-tax Officer or Inspector under the pro-
visions of section 133A of the Income-tax Act,
1961.

2222 Apart from the practice of inflating
expenses, it has been said that contractors try to
evade proper tax liability through the device of
‘sub-contracts’. This is often resorted to for the
purpose of diversion of income, as it enables
transfer of a portion of taxable income to a
. different entity. We feel that tax evasion through
sub-contracts can be substantially checked if the
contractors are compelled to make payments to
sub-contractors only by ‘account payee cheques.
Such ameasyre would, in any case, limit the scope
for bogus claims of sub-contracts. Accordingly,
we recommend that the income-tax law may be
amended 1o provide that payment to a sub-
contractor will not be allowed as deduction in
compuling the taxable income of the confractor
unless it has been made by an ‘account payee’
cheque.

2.223 A person undertaking a contract for con-
struction of a building for supply of goods or
services in connection with it, for more than fifty
thousand rupees, is required under section 285A
of the Income-tax Act, 1961to furnish particulars
of the contract to the Income-tax Officer con-
cemed within a month, We see no reason why
this requirement should not be made applicable
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to all contractors generally. We, therefore, rec-
ommend that the scope of this provision should
be extended to apply to all contractors.

2.224 We have eisewhere recommended that
Government patronage should be denied to tax
evaders. In conformity with that recommenda-
tion, we consider it would be necessary to ensere
that contractors who are found to have evaded
taxes are denied the opportunity to earn profit
from Government contracts. We, therefore,
recommend that contractors who have been
penalised or convicted for concealment of
incomelwealth should not be awarded Govern-
ment contracts for a period of three years. For
this purpose, the formof tax clearance certificate
applicable 1o contractors may be suitably
amended to include information whether the
contractor was penalised or convicted for con-
cealment of ircomeiwealth during the immedi-
ately preceding three years.

Blank transfer of shares

2.225 The system of blank transfer of shares has
been in vogue for quite some ticne in gur country.
As this has led to considerable abuse, the desir-
ability of continuing this system has become a
controversial issue. We are here concerned with
this matter as it still provides considerable scope
for tax evasion,

2.226 The controversy with regard 1o the utility
of blank transfer of shares has been examined by
various expert bodies. In 1923, the Atlay Com-
miltee on Stock Exchanges recommended com-
plete abolition of the systemn of blank transfer of
shares and this view was also later endorsed by
the Morison Committee in 1937. This recom-
mendation was not, however, implemented by the
Government. Shortly after the war, a one-man
study tcam of P.J. Thomas was appointed to
recommend proposals for reform of Stock
Exchanges. P.J. Thomas defended the system in
his report to the Government in 1947. The
controversy agam came to the forefront with the
appointment of Gorwala Commitiee in 1951,
This Committee, however, left the decision to the
Government, as there were sharp differences of
opinion among the members on the subject. The
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Vivian Bose Inquiry Commission had also con-
sidered the need for certain restrictions in order
to regulate and conwrol the carrency of blank
transfer of shares and it had made certain rec-
ommendations in this regard. Following these
recommendations, the Companies Act, 1956 was
amended once in 1965 and again in 1966. The
present position in law is that every instrument of
transfer should be in aprescribed form and, before
it is signed by or on behalf of the transferor and
before any entry is made therein, it should be
presented to the prescribed authority who will be
required to stamp such an instrument or otherwise
endorse thezeon the date on which it is so pres-
ented. It further requires that such a blank
instrument of transfer should be delivered to the
company at any time before the date on which the
register of members is closed, in accordance with
law, for the first time after the date of the pre-
sentation of the form to the prescribed authority
or within two months from the said date,
whichever is later; this is for shares dealt in or
quoted on a recognised stock exchange. In any
other case (i.e., where shares are not dealt in or
quoted or a recognised stock exchange), the
instrument of transfer must be delivered to the
company within two months from the date of such
presentation to the prescribed aunthority. How-
ever, these restrictions donot apply to shares held
by a company or Government corporation in the
name of a director or a nomince, and also in
respect of shares which are deposited with the
State Bank of India, scheduled banks or any other
financial institution approved by the Govemment
by way of security for the repayment of loan,
‘While making these amendments, it was made
clear by the Government that the object under-
lying the new provisions wasnot to prohibit blank
transfers altogether but only to restrict their
Currency.

2227 We examined the system of blank transfer
of shares to see how far it still facilitates tax
evasion, [t is generally considered that the
practice of blank transfer of shares encourages
anti-social activities in a variety of ways. Firstly,
it facilitates a person with black money to hide
his ill-gotten wealth, since blank transfer helps
investment in shaves anonymously. Secondly, it
enables evasion of income-tax since the tax
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evader can also escape his full income-tax
liability in respect of his income from such shares.
Thirdly, this system enablcs persons to obtain
control over companies clandestinely by corner-
ing their shares. The companies themselves have
the opportunity to reshuffle shares held on blank
transfer between their associates with the object
of window-dressing their balance-sheets. It also
leaves scope for creation of fictitious losses by
ante-dating transactions in the books of the
companics. While we are not in a position 1o
confimm the extent of these abuses, we are very
clear in our minds that they facilitate tax evasion
and black money operations.

Section 2.228 deleted.

2,229 .... We recommend that the law be suitably
amended to provide that befare an instrument of
transfer is presented to the prescribed authority,
the transferor should be required to state in the
instrumentitself his name, the distinctive numbers
and value of shares proposed to be transferred,
and the instrument of transfer should be duly
signed by the transferor and bear the requisite
stamp duty. The prescribed authority should be
required to cancel the stamps on the instrument
of transfer at the time of stamping or otherwise
endorsing thereon the date on which it is so
presented. The instrument of transfer shouid be .
valid for a period of two months only from the
date of its presemation to the prescribed
authority. However, in order to profect the
interest of genuine share-holders who want 10
barrow funds from banks on the security of
shares, we recommend that such blank instrument
of transfer should be valid for the period the
shares are held by the bank as security for an
advance or overdrqft to a registered share-
kolder.

Benami investments

2.230 The praciice of benami investments, which
is peculiar to Indion law, has been widely
exploited for evasion of texes. The matter has
been receiving attention of earlier Committees.
The form of verification appearing in the returns
of income and wealth was amended recently o
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affirm that the income or wealth returned covered
not only the sources of income or assets held in
the name of the taxpayer but also those which
were beneficially held for him by others.
2.231In pursuance of the recommendation of the
Administrative Reforms Commission, the Gov-
ernment has also sponsored legisiation through
the Taxation Laws (Amendment) Bill, 1971 to
discourage benami holding of property. Under
the proposed provision which is sought to be
inserted as section 2814 of the Income-tax Act,
1961, no suit shall be instituted in any court to
enforce any right in respect of any property held
benami unless the claimant has either disclosed
the property in question or the income therefrom
in connection with his wealih-tax or income-tax
assessmenis or given nofice to the Income-tax
Officer about the particulars of such property in
the prescribed form. We consider thisto be a step
inthe right direction.

Denial of credit facilities to tax evaders

2.232 One of the effective methods of preventing
tax evasion would be to choke the flow of finance
to tax evaders by denying them credit facilities
Jrombanks. We do not deny that such a measure
isdrastic and it may affect business activity in the
country to some extent. But, in the fight against
tax evasion, we feel there should be no room for
sympathy with tax evaders. This apart, denial of
creditfacilities to tax evaders 1salso in the interest
of the banks themselves. I1is common knowledge
that banks gererally look to the credit-worthiness
and financial integrity of the person concemed
before sanctioning an advance. Since tax evasion
is a serious blemish on a person’s conduct, it is
only in the fitness of things that persons who have
cheated the Government in respect of their tax
dues are considered unworthy of credit by the
banks also. In any case, it is necessary for the
Government to enswe that persons who evade
taxes do not flourish while persons who pay their
taxes correctly suffer due to unfair competition
with tax evaders. As the benefits accruing from
such a measure would far out-weigh the possible
adverse impact that it might have on the extent of
business activities, we recommend that alf
scheduled barnks should be barred fromproviding
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credit facilities above Rs 25,000 at any point of
time to any person, unless he gives an affidavit to
the effect that he has not been subject to any
penalty or prosecution for concealment of
incomeiwealth during the immediately preceding
three years. This prohibition shall not, however,
apply to cases covered either by sub-section (4A)
of section 271 of Income-tax Act, 1961, or by an
order of scttlement passed by the Direct Taxes
Setilement Tribunal proposed by us elsewhere.

Tightening up vigilance machinery

2233 1t is often said that large share of the
responsibility for the prevalence of black money
and tax evasion in the country should fall on the
shoulders of the administration itself which, by
its acts of omission, comnmission and connivance,
has allowed such a situation to develop and
continue, Tightening up the vigilance machinery
50 as to tone up administration and deal with its
lapses has been suggested as an effective, though
indirect, method of tackling black money and tax
evasion. We have, while discussing the role of
‘controfs’ in the creation and proliferation of
black money, referred to the practice of paying
‘speed money’ and ‘hush money”’ which creates
biack money in the hands of the officials
administering the controls, as also of the benefi-
ciaries of their actions or inaction. The same is
true of many other departments or agencies of the
Government, whether they are execating national
projects or ratsing resources for the Government.
The Committee on Prevention of Cormuption had
whole-heantedly endorsed the view that the
existence of large amounts of unaccounted black
money wasa major sourceof corruption. Asblack
money and corruption go hand in hand, any
attempt at tackling black money and tax evasion
is likely to yield results only if simultancously
adequate sieps are taken tO prevent corrupt
practices in the administration and also to detect
and punish corrupt officials.

2.234 Political corruption is another manifesta-
tion of the same disease. We have earlier dis-
cussed the question as to how black money, heavy
expenditure on elections and contributions to
political partics are closely interlinked. Admin-
istrative vigilance will not by itself be fully
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rewarding without similar vigilance at the
political level as well.

The Administrative Reforms Commission rec-
ommended the appointment of a Lokpal with the
power to investigate an administrative act done
byor with the approval of aMinisterora Secretary
tothe Government. The Commission felt that the
answer to the oft-expressed public outcry against
the prevalence of corruption, the existence of
widespread inefficiency and the unresponsive-
ness of the administration to popular needs lay in
the provision of an institution of the
‘*Ombudsman’ type. The Lokpat and Lokayuktas
Bil! 1968 was introduced in the Lok Sabha on 9th
May, 1968 seeking to give effect to the recom-
mendations of the Commission. In its scope, it
differed from the draft Bill as proposed by the
Commission in two major respects. It did not
extend to public servants in the States. Secondly,
it did not confine itself to Ministers and Secre-
taries alone. The Bill was passed by the Lok
Sabha on 20th Angust, 1969 and transmiued ©
the Rajya Sabha, However, it 1apsed in 1970 on
the dissolution of the Lok Sabha, A revised Bill
has now been reintroduced in the Parliament
which, except for modification of a formal natare,
is identical with the one that lapsed.

2.235 Elsewhere in this report, we have given our
recommendations with regard to prevention of
corruption among Government servants gener-
allyand in particular, we have given our views on
steps needed for prevention or detection and
punishment of corruption in the Income-tax
Department. We have stated in that context that
the existing requirements under the Govemnment
Servants Conduct Rules for submission of annual
immovable property retums and intimation of all
transactions in movable properties over Rs 1,000
are not adequate. We have recommended that in
order to have an effective control in this regard,
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all Government officers should be required to
submit an annual statcment of net worth to their
respective Heads of Departments. As regards the
question of dealing with corruption at higher
levels in public life and redressal of public
grievances, we trust that the appointment of
Lokpal and Lokayukias after passage of the
necessary fegislation would toke adequate care
of the situation.

Sections 2,236 & 2.237 deleied.
Arousing social conscience against tax evasion

2.238 We consider that if a strong public opinion
against tax evasion is to be built up, the Gov-
emment should take a policy decision that tax
evaders will not get any sympathy, patronage,
licence or facility from the Government and the
public sector undertakings. With thisend inview,
we recommend that tax evaders who have been
penalised or convicted for concealment of
incomeiwealth should be disqualified for the
purpose of getting national awards, The law
should also be suitably amended to disqualify
such persons from holding any public elective
office for a period of six years. In addition, we
suggest that Ministers and senior officers of the
Government should avoid attending social func-
tions sponsored or orgaonised by known tox
evaders. Elsewhere we have also recommended
that such persons should be denied credit facilities
by the scheduled banks. We would like to add
that apersonwho has been penalised or convic ted
Jor concealment of incomefwealih should not be
eligible to be a director of a limited company for
@ period of six years. The Companies Act, 1956,
may be amended accordingly.

Section 2.239 to 2.243 deleted.



