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“Whether the Appéllate Assistant Commissioner had jurisdiction to 1953
allow the assessee company to raise the additional ground of appeal re- -

ferred to in the letter dated September 23, 1949.” %ﬁ’xﬁ%};{g}
We answer it in the affirmative.. The second quest1on will’ Coms-

: - SIONER OF

read: ‘ _ ‘INCOME-TAX
“Whether the Appellate Tribunal had jurisdiction to allow the assessee BomBAY

company to ralse the ground of appeal before it in the appeals filed by Chagza o

) lt iE N

We answer it in the affirmative. With regard to question
3 (a) our answer is in the affirmative. The rest of the ques-
tions do not arise. Commissione‘r to pay the costs.

Attorneys for apphcant Manilal, Kher, Ambalal & Co.
Attorney for respondent N. K. Petzgam

Answer accordingly.

P. M P,

INCOME-TAX REFERENCE

Before Mr. M. C. Chagla, Chief Justice and Mr. Justice Tendolkar.

THE RAGHUVANSHI MILLS LTD, BOMBAY, Arreiiants v. THE proos 1o .

COMMISSIONER OF INCOME-TAX, BOMBAY CITY, BOMBAY'
RESPONDENT. *

Indian Income-tax Act (XI of 1922), s. 234 (1), third proviso—Explana-
tion to' sub-section—Company in .which the public are substantially-
.interested—“Shares held by the public”—Proper meaning of—Actual
‘de facto’ control by a director or directors over shareholder essential
. before“it can be said that shareholder is' not member of the public.

If the share-holders of a’ company are under de facto control of a diréce
tor or directors of the Company, they cannot be deemed to-be members:
of the public and shares held- by them are not shares held by the public
within the meaning of the Explanation to sub-s. (I) of s. 23A of the
Indian Income-tax Act, 1922. But before it is found that a share-holder is
not.a member of the public within the meaning of the Explanation it
must ‘be-found-as a-fact that there was actual control by a director or'
directors over him. The mere possibility of the voting power of a

*Income Tax Reference No. 37 of 1952..
@) (1941) 24 T. C. 57.
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1953;:5, sl}are-holder ‘being controlled -by a-director or dlrectors is not enough to
' exclude him .from being .a member of the public.

MX&.};SIEED;{ Tatem Steam Namgatzon Co Ltd. v. Commissioners of Inland Reve«
e nue,“’ referred to.-
COMMIS-'

sioner oF . Facts materlal to th1s report are fully set out in the ]udgment
INCOME—TAX .

BOMBAY “As directed by the High Court of Bombay, the Income Tax
Cha%wp Appellate Tribunal referred the following question to the High
7 Court:—

Whether on the facts and circumstances of the case provisions. of s.23A
of the Indian Income Tax’ Act XI of 1922 are applicable to the petitioners.
- The Tribunal respectfully submitted that the more approprlate
questlon would be:
. “Whether as the facts and circumstances of the case 1000. shares each
held by Bipinchandra Maganlal, Harischandra Maganlal and Krishna-
kumar .Maganlal in the @apital of the assessee company are held by

' meémbers of the ‘public within the meaning of the explanatlon to third
prov1so to s.. 23A ?

. The reference was heard
N. A. Palkhivala, for the apphcant

Sir Nusserwanji P. Engineer with G N. Joshi, for the res-
pondent.

Chagla C. J. The question that arises on this reference is
whether the assessee company is entitled tg the benefit of the.
third proviso to s. 23A of the Income Tax Act which provides
that sub-s.. (I) of s. 23A shall not apply to any company 1n'
‘which the publlc are substantially 1nterested

The assessee company has a subscribed capital of Rs. 10,00,000
divided into 10,000 shares of Rs. 100 each, and during the rele- -
vant ‘accounting period, which is the assessment year 1943-44,
the _company had eight directors who held between them 4,695
shares.. . One of the directors was one Maganlal Prabhudas
who, held 6344 shares and his two sons Ravindra Maganlal and
Surendra ‘Maganlal were also directors who held each 1,168
and 1,100 shares. 4,754 shares were held by various relations
of the directors and 1,000 shares each were held by three other
sons of Maganlal, viz. Bipinchandra, Harischandra and Krish-
kumar and the balance of 551 shares were held by members
of; the pubhc unconnected with the directors of the assessee
company. There is an. explanation to the third proviso to
8. 23A, and to the extent that 1t 1s matenal it reads as follows. ,
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“A company shall be deemed to be a company in which the public are 1953
substantially . lnterested if shares of the company carrying not less than —_—
25 per cent of the voting power have been allotted unconditionally to or AGHU-
acquired unconditionally by, and are at the end of the previous year MI\;.-LS, [Ii{rn.
beneﬁc1ally held by the public.” - oL v..

' 2 COMMIS-

"The question that the Tribunal had to consider was whether I;é%’%fg;’:x
25 per cent of the shares of the assessee company were held Bomsay "

. by the public within the meaning of this explanation, and in Ci_w_gla. "
order’ to decide that question the only material issue that arose C.J.
before the Tribunal was whether the 3,000 shares held by -
Bipinchandra, -Harischandra and Krishnakumar could be con-

sidered to be shares held by the public.

In order to decide this question ‘we have to consider what is
the ‘proper meaning to be given to the expression “held by the
public” used in the explanation. There can be no doubt that
the expression “public” is used in contradistinction to the
‘directors and the whole object of the third proviso is-that
there must be voting power exercised which must be indepen-
dent of the control of the directors, and the Legislature has
taken the view that the public would be deemed to be substan-
tially interested in the company if 25 per cent of the shares
are held by members of the public. Therefore what is em-
phasized in the provico is that the public should not only be
interested, but should .be substantially interested and the
interest of the public would only arise if the public can exer-
cise an independent control over the affairs of the company.
But if members of the public who are shareholders are under
the control of the directors and if their - voting power is con-
trolled by the directors and if the votes cast by them are not .
their own votes but in 'substance the votes of the directors,
then  for the purpose of this proviso the shares in effect are not
held by the public at all but are held by the directors. - It is
from "this point of view that one must approach the correct
meaning to be givén to the expression pubhc Mr. Palkhi-
vala’ sdys that we must give to the expression “public” its ordi- .
nary *natural meaning. ‘In- our opinion that contention is en-
‘tirely ‘untenable.. If that were the correct interpretation, then
a director:is as much a member of the public as anyone else, .
but ‘it is conceded by Mr. Palkhivala that in considering who
the ‘public -is the -directors - must - be -excluded. Now, why are
the directors excluded ? They are excluded because being in .
control and management of the company they are interested
in the company and they ‘would take a point of view which
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1953 wou'ld be a partisan view. But the Legislature wanted a point
Racru- Of view which was an independent point of view and therefore
VANSHI it would not be correct to interprete the expression “public” in

MirLs, LTp.,
v. its larger and wider sense or connotation.

Commis-
stoneror = Lhere is a very interesting decision of the English. Court re-
h“ﬁg&’g*fzéx ported in Tatem Steam Navigation Co. Ltd. v. Commissioners of
Chagla  Inland Revenue,” The English law on the subject is slightly
C.J.  different from our law. In order that an assessee company
should be subjected to the provisions of s. 23A under our law
it is necessary that the public should not be substantially in-
terested. Under the English law one further condition is
necessary and that is that it should not be controlled by more
than five persons, and the English decision to which we are
about.to refer must be appreciated in the light of this addi-
tional condition which is present in the corresponding English:
section. In that partigular case 16,000 shares of the' assessee
»company were transferred by Lord Clanely, who was a- direc-
tor of that assessee company, to his niece as a personal gift:
and she in her turn settled those shares upon the trusts of her
marriage settlement, and the question that arose was whether
the niece was a member of the public within the meamng of:
the section. In the judgment of Mr. Justice Lawrence ' there.
is-a passage on which Mr. Palkhivala has placed strong reliance-
and- that is that the word “public” must not be read in any diff:
erent sense from the ordinary meaning of the word.. But.
Mr. Justice Lawrence goes on to observe that he can derive:
some light from the other provisions of the section as: to what -
the Legislature intended to mean by the word “public”, and he.
points out that when the Legislature is dealing with the other:
condition about the company being controlled by more than.
five persons it includes relatives or nominees of those persons,
and the expression “relative” is defined in the statute and. it is:
defined as a husband or wife, ancestor, or lineal descendant,:.
brother or sister, and Mr. Justice Lawrence makes a definite.
point of the fact that in the definition of the expression-‘“rela--
tive”, niece is not included and therefore he comes fo. the:con-
clusion that if a niece of a director could not be considered.to be
in a position to control the company, equally so from. the point
of view of control she could not be considered to be a member:
of the public. When the matter went in appeal, Lord Justice
Scott enunciates with respect the correct principle of law,; and .
that is that if thére is a de facto control over a shareholder by

M (1941) 24 Tax Cases 57.
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director of the comany, then the shareholder cannot be deemed. 1953
to-be a member of the public as he has no indepedent voting RAGHU-
right; and ‘the learned Lord Justice points out at p. 67 that in _vansmI
that particular case there was no suggestion and no evidence MILLS’LTD
and no finding that Lord-Clanely had in fact any control over: COMMIS-
his niece. He further points out that implication of control isﬁ;%ﬁggfx_
raised by the statutory presumption in the case of husband dnd BOMBAY
wife, ancestor, lineal descendant brother and sister, but in the c;mgla
C. J.

case of no others (p: 67):

“Consequently” the learned Lord Justice adds, “we. must regard a
person .in the position of a niece as being treated by the statute as a
member of the public.” “The statute contains no prohibition~ against
avuncular - generomty any' more “than against- generosity to a- person
between' whom: and -the donor there .is: no. consanguinity - or relationship

at all.”

Therefore the appeal Court rejected the contention that the
mere fact that the uncle had made a gift of the shares to the
niece raised a presumption of control by the uncle over the

niece!

Now, in India, there is no statutory presumption as to con=
trol. Therefore-as far as our law is concerned, in each parti=
cular. case it must be found as a fact that a director exercises
de. facto. control over a shareholder. If that is found as:-a-fact,
then :that particular shareholder for .the purposes:of s. 23A"
will not be considered as a member of the public. Itis from:
this point of view that we must consider the statement of ‘the
case submitted to us, and the question raised for our decision.

Né6w, in the order the:accountant member, with respect has:
approached the matter from a point of view which seems to: us -
tto be not quite correct. The view- he takes is that when you:
"have a managing agency given to a limited company, -then:
every .shareholder of that limited -company-is under the. con--
. trol of the directors of the: managed company. This opinion.
* of ‘the accountant member has  been-formed:‘on-certain:: facts:
“(Wmch still remain to be" stated. On May- 7, 1942, the:
assessee company appointed -Ravindra- Maganlal & Co.-Ltd: as
its managing agents. The total issued and subscribed capital
of this private limited company was a sum of Rs. 5,000 and-
Rs. 1,000 each was subscribed by the five sons of Maganlal-
Prabhudas, viz. ‘Ravindra, Surendra, Bipinchandra, Haris--
chandra and Krishnakumar. It is important to note that of ‘these-
five shareholders, as already pointed out, Ravindra and Surendra:
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1953-; were directors. of the managed company and Ravmdra, Suren-
Rm- dra and Bipinchandra were directors of the managing agency
Mm};si; . company, and it is in the light of these.facts that the accoun-
v, tant member had to consider the principle that he should
Commis- apply, and, as already pointed out, the principle that he enun-

SIONER OF -

Incomi-tax Ciated was a general principle that in-the.case -every managing
Bomeay = agency -company the ~shareholders - are controlled by the
Chagla directors. of the managed company and the shareholders can-

C.J.. not be considered to be members of the public. In our opinion
that, standing by itself, is much too wide a proposition. You
may have a managing agency company in which the share-
holders may have no relationship with the dlrectors of the
managed company, and it would not be correct to say from the
mere fact that there is a managing agency dompany that the
shareholders of that company must necegsarily” be under.the

control ‘of the dlrectors of the managed company.

.- The accountant member has also enunciated another propo-
sition ‘of law which again, with respect, seems to us to be in-
correct. What he says is that any person connected with the
business of the assessee company or anyone who derives per-
sonal benefit out of that business of the’ aSsessee' company is
under the control of the directors. That ‘again is much too
wide a. proposition.- What has got to be found is not the" ‘mere
possibility of control, but actual control. We ‘Tealise the diffi-
culty of having direct evidence of control exercised by a direc-
tor over a shareholder. But there would" always be facts and
circumstances in each. case from Whlch it would be possible to
draw the inference that there was actual de facto control by
directors. or a director -over a shareholder or shareholders, and
.if in- this partlcular case the Tribunal had found as a. fact that
looking to all the circumstances of the case the directors of the
‘assessee company exercised de- facto control = over these three
shareholders, then we would have accepted that finding with-
out’ demur. But there is' no clear or definite finding of the
Tribunal on this point.. The finding is based upon a proposmon
of law which, as already pointed out, is not - correctly stated.
When we turn to the decision of the Judicial Member, he takes
the view that the three shareholders in. question in this case are
mere nominees of the controlling shareholders - of the assessee
‘company. . If they are, he says they cannot be regarded as mem-,
bers of the public. Now this may be looked upon as a ﬁndmg
of fact ‘that these shareholders are- under the . .control of the
directors "of the" assessee company. But in the. very next
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" sentence he says: “I think the shareholders are nominees whose. 1953
voting power may be controlled.” As we have already point- Raexu-
ed out, the mere possibility of the voting power being’ control- MVANSHI
led is not enough. Anything is possible and any ones voting ILLSfLTD
power may be controlled, but that is not-what the law requires, CoMMIs-
The law requires a de facto control, a control which is in fact &?&ﬁﬁ?ﬁx
exercised, and here again we do not find that the Judicial Mem- B’ﬂ‘f‘_w

ber has given that finding. _ Chagla
. . > C. J.

~We therefore find ourselves in this difficulty that it ‘is not
possible for us to answer either the question which we ourselves
had directed the Tribunal to raise or -which the Tribunal sug-
gests should be raised, unless we have got the necessary. facts
from the point of view of the correct principle of law which
we_have just enunciated: It is only when we get those facts
that we would be in a position to answer whether on the facts
-and circumstances of the case the provisichs of s. 23A of the
Income Tax Act are applicable to the assessee -company, or
whether on the facts and circumstances of the case, 1,000 shares
each held by Bipinchandra, Harischandra and Krishnakumar
in the capital of the assessee company are held by members of
the public within the meaning of the Explanation to the third
proviso to s. 23A. ‘ '

We would therefore direct the Tribunal to submit to us'a
supplementary statement of the case in the light of our judg-.
ment. In preparmg the supplementary statement of.the case
the Tr1buna1 will give liberty both to the assessee company
and to the Commissioner to lead any further evidence if either
of them is so advised, and after considering the materials al-
ready on record and any fresh evidence that might be led by.
either party, they will submit a supplementary stdtement to
enable us to answer the question that has been raised: '

Attorneys for applicant: Dikshit, Mdnéklal & Co.
" Attorney for }es‘pohdent: N.K! Petigara. '

Answer accordmgly

“P. M. P,
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