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ACT:

I ncome Tax--Majority shares of the assessee conpany held by
Directors and their relations, if can be treated as held by
the Public--Test--Indian Incone-tax Act, 1922 (11 of 1922),
S. 23A, Third Proviso, Explanation (before anendnment by the
Fi nance Act, 1955).

HEADNOTE:

One Maganl al Parbhudas who was a Director of the /‘assessee
conpany held 6,344 shares out of a total of 10,000 shares of
the conpany and he nade a gift of 1000 shares to each 'of his
five sons. Duri ng the accounting period the conpany had
eight Directors including the said Maganl al Parbhudas and
two of his sons and they held 4695 shares as between
t hensel ves. Qut of the balance of the shares 4754 ~shares
were held by the relatives of sone of the Directors. Thr ee
sons of Mganl al Parbhudas were Directors of the Managing
Conpany. The Inconme-tax O ficer applied s. 23A of the
Income-tax Act as it stood prior to its amendnent by the
Fi nance Act, 1955 to the conpany holding that this was not a
conpany in which the public were substantially interested.
The order of the Income Tax O ficer was confirnmed on appea
both by the Assistant Commi ssioner and the Tribunal. The
H gh Court remitted the case to the Tribunal for a statenent
whet her the Directors were exercising de facto control . over
any of the other shareholders. The Tribunal thereupon gave
the finding that the Directors, particularly the three sons
of Maganlal Parbhudas who formed the Directors of the
Managi ng Conpany were under the de facto control of their
f at her. The High Court agreed with the finding of the
tribunal and held that on the facts and circunstances of the
case the shares held by the three sons of Maganl al Parbhudas
could not be considered to be shares held by the nmenbers of
the public wthin the neaning of the Explanation to the
third proviso to S. 23A of the Income Tax Act. On appeal by
the assessee conpany,

Held, that in the Explanation the word "public" is used in
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contradistinction to one or nore persons who act in unison
and anmong whomthe voting power constitutes a bl ock. | f
such a bl ock exists and possesses nore than seventy five per
cent of the voting power, then the conpany cannot be said to
be one in which the public are substantially interested.
Sardar Bal dev Singh v. Conm ssioner of |Incone-tax, Delhi and
Ajmer, [1961] 1 S.C. R 482, considered.

The test is first to find out whether there is an individua
or a group which controls the voting power as a bl ock. | f
there is such a block the shares held by it cannot be said
to be held
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"unconditionally" or "beneficially" by the public. Only
those shares which are "unconditionally" and "beneficially"
hel d by the public uncontrolled by the controlling group can
be treated as shares held by the public under t he
Expl anati on. The group may be conposed of Directors or
their nom nees or relations in different conbinations, but
none can be said to belong to that ¢ group, be he a Director
or a relative unless he does not hold t he shares

uncondi tionally and beneficially for hinself. 1t is only
such a person who can fall® properly outside the word
"public".

The view that Directors nmerely by reason of their being
Directors stand outside the "public" is erroneous.
Conmi ssi oner of Incone-tax v. H Bjordal, [1955] A C. 309,
fol | owed.

Mere relationshipis of no consequence unless it is proved
that the voting power of one relative is controlled by
anot her relative.

Tatem Steam Navigation Co. v. Conm ssioner of Inland Reve-
nue, (1941) 24 T.C. 56, followed.

JUDGVENT:

ClVIL APPELLATE JURI SDI CTI ON: Givill Appeal No. 30 of 1957.
Appeal by special |eave fromthe judgnment and order  dated
Septenber 1, 1955, of the Bonbay High Court in- |Incone-tax
Ref erence No. 37 of 1952.

N. A. Pal khivala and I. N Shroff, for the appellant.

K. N. Raj agopala  Ayyangar and D. QGupta, for the
respondent.

1960. Decenmber 7. The Judgnent of the Court was delivered
by

H DAYATULLAH, J.-The Raghuvanshi MIlls Ltd., Bonbay (a
public Iimted Conpany), has filed this appeal by specia
| eave against the judgnent and orders of.the H gh Court of
Bonbay dated March 10, 1953, and Septenber 1, 1955. By the
first order, the Bonbay H gh Court directed the Incone-tax
Tribunal to submit a supplenentary statenent in the case in
the light of its judgment, giving the parties liberty to
lead further evidence, if any. By the second order, the
Hi gh Court re-franed the question, and answered it against
t he assessee.

The assessee Conpany’s issued and subscribed capital was, at
the material time, Rs. 10,00,000 divided into 10,000 shares
of Rs. 100 each. Prior to
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Novermber 14, 1941, one Maganlal Parbhudas, who was a
Director of the Conpany, held 6,344 shares. On Novenber 14,
1941, he nmde a gift of 1,000 shares to each of his five
sons, Ravindra, Surendra, Bipinchandra, Hareshchandra and
Kri shnakumar. W are concerned with the account year of the
Conpany, April 1, 1942, to March 31, 1943, the assessnent
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year being 1943-44. In that year, the dividend which was
decl ared at the Annual General Meeting held on Decenber 17,
1943, was | ess than what was required under s. 23A of the
Indian Income-tax Act. The question, therefore, arose
whet her the Conpany could be said to be one to which s.
23A(1) of the Act was applicable, regard being had to the
third proviso and the Explanation under it.

Duri ng the accounting period, the Conmpany had ei ght
Directors, whose nanes along with the shares respectively
hel d by them are given bel ow

Shar es
(1) Shri Maganl al Parbhudas 1,344
(2) Ravindra Maganl al 1,168
(3) Surendra Maganlal. .. 1, 100
(4) Amwmitlal Chunilal (jointly with
Babul al Chunilal)... 833

(5) Babulal Chunilal...- 100
(6) Bhagwandas Har akchand.. .. 50
(7) Haridas Purshottam. 50
(8) Sir Chunilal B. Mehta (jointly

wi t h Lady Tapi bai Chunilal) 50

Qut of the bal ance / of the shares, 4,754 shares were held by
the relatives of sone of the above-named Directors, as
stated bel ow

Shar es
(1) Shrimti Kantabai Maganl al
(wife of a Director) 771
(2) Shri Bipi nchandra Maganl al 1, 000
(3) Shri Hareshchandra Maganl al
(son of a Director) 1, 000
(4) Shri Krishnakumar Maganl al (do) 1, 000
981
(5) Shrimti Dhanl axm Mbohanl al
(6) Srimati Prabhavati Nanal al Haril al
(5 and 6 daughters of a Director) 50
(7) Shri Hirjibhai Purshottam and Hari das
Purshottam (brothers of a Director) 25
(8) Shri Dhanjibhai Purshottam
and Haridas Purshottam (brothers
of a Director) 25
(9) Shri Chimanlal Vithal das
(cousin of a Director) 833

The remmining 551 shares were held by the nenbers of the
public, who were not connected with the Directors of the
Conpany in any way.

Before March, 1942, Messrs. Ravindra Maganlal and | Bros.
were the Managi ng Agents of the Conpany. Maganl al Parbhudas
was the sole proprietor of that firm On March 7, 1942, the
Conpany appointed Ravindra WMganlal & Co. Ltd. as the
Managi ng Agents for. a period of 20 years. The Managi ng
Conpany had a total issued and subscribed capital of Rs.
5,000 and the five sons of Maganl al Parbhudas who have been
naned before had subscribed that capital equally. Duri ng
the account year, Maganlal Parbhudas and two of his sons,
Ravi ndra Maganl al and Surendra Maganlal, were three of the
Directors of the Conpany. Ravi ndr a, Sur endr a and
Bi pi nchandra were Directors of the Managi ng Conpany.

On these facts, the Income-tax Oficer applied s. 23A (as it
stood prior to its amendnent by the Finance Act, 1955) to
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the Conpany, holding that this was not a Conpany in which
the public were substantially interested. The order of the
Income-tax O ficer was confirnmed on appeal, both by the
Appel |l ate Assistant Conmissioner and the Tribunal. The
Tri bunal also refused to state a case under s. 66(1) of the
I ncometax Act, but the High Court of Bonbay acting under
S. 66(2) called for a statement of the case on the

guesti on:

"Whet her on the facts and circunstances of the

124
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case the provisions of s. 23A of the Indian Incone-tax Act
(Xl of 1922) are applicable to the petitioners?" In stating
the cases the Tribunal pointed out that probably the
guesti on ought to have been

"Whet her on the facts and circunstances of the case 1,000
shares each held by Bipinchandra, Haresh chandra and
Krishnakumar in the capital of the assessee Conpany are held
by nmenbers of the public wthin the neaning of the
Expl anati'on‘to the third proviso to.s. 23A?"

The nenbers of the Tribunal in deciding the appeal before
them gave slightly different reasons. According to the
Account ant Menber, the shares held by persons interested in
the Managi ng Conpany were under the control of the Directors
of the appellant Conpany, and those persons could not be
considered to be nenbers of the public. ~ The Judicial Menber
held that the Directors were controlling the sharehol ders of
the Company, that their relatives were nmere noni nees, whose
voting power was controlled by the Directors, and that the
public could not, therefore, be said to be substantially
interested, as required by the Explanation to the third
proviso to the section

Wien the H gh Court heard the case, the |earned ' Judges
addressed thenselves to the question, what was the proper
meaning of the expression "held by the public" 'in the
Expl anation. They came to the conclusion that the object of
the third proviso and the Explanation was that the voting
power to be exercised by the public should be i ndependent of
the control of the Directors, and that the word "Public" was
used in contradistinction to the Directors. They apparently
thought that a holding by a Director could not be described,
in any event, as a holding by the public.—The H gh Court
cane to the tentative opinion that both the tests stated by
the Accountant Menber and the Judicial Menber wer e
incorrect, and held that what the | aw required was de facto

control, 4 c a control which is, in fact, exercised," and
that no finding appeared to have been given on that point by
the Tribunal. The case was accordingly remtted to
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the Tribunal for submission of a fresh statenment of the case
whet her the Directors were exercising de facto control. over
any of the other sharehol ders, who belonged to the 'second
category nentioned by us above. The Tribunal thereupon re-
stated the case, and after exam ning further evidence, gave
the finding that the Directors, particularly the three sons
of Maganlal Parbhudas who formed the Directors of the
Managi ng Conpany were under the de facto control of their
father. At no stage in the case did the Tribunal alter the
finding reached by the Department that the shares of the
Conpany were not, in fact, freely transferable by the
hol ders to nenbers of the public.

The Hi gh Court then reheard the case, and canme to the
conclusion that there was evidence on which the Tribuna
could hold that Maganlal Parbhudas exercised de facto
control over his three sons. In viewof this finding, the
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H gh Court held that the order made by the Tribunal was
correct, and answered the question in the negative, re-
framing it as foll ows:

"Whether on the facts and circunstances of the case the
shares hel d by Bi pi nchandra, Harishchandra and Kri shnakumar
can be considered to be shares held by menbers of the public
within the neaning of the explanation to the third proviso
to Section 23A?" The H gh Court refused to grant a
certificate; but the Conpany has obtai ned special |eave from
this Court, and has filed this appeal

It is first contended that the test that the shares held by
the Directors of a conpany are not shares in which the
public are substantially interested is incorrect. According
to |learned counsel, all the authorities, the Tribunal and
the Hi gh Court have proceeded on this wong assunption, and
have failed to apply the proper test laid down by the
Expl anation to the third proviso. It may be pointed out
that there is no dispute that 551 shares, were, in fact,
held by the public.” The total shares of the Conpany being
10,000, ‘the Conmpany can only avoid the application of s.
23A, if the public hold shares carrying not |ess than 25 per
cent. of the voting power, that is to say, 2,500 shares.
The Directors between themhold 4,695 shares. These
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have been held by the H gh Court to be shares, which cannot
be said to be beneficially held by the public. Even so, if
the rest of the shares can be said tobe held by the public,
then the mnimum 25 per cent. would still be  reached. It
was in this context that the shares of the sons of Maganl al
Bi pi nchandr a, Har i shchandr a and Kri shnakumar , wer e
considered. |If those shares can be said to fall outside the
category of shares beneficially held by the  public, then
those shares along with the shares held by the Directors
reduced the nunmber of shares held by the remai ni ng
sharehol ders to | ess than 25 per-cent.” It was on this view
that the case was renmitted to the Tribunal by the H gh Court
to obtain a further statenent whether Maganl al Parbhudas was
de facto controlling these three sharehol ders.

Two questions, therefore, arise in this appeal.  The first
is whether the shares held by the Directors nust always be
regarded as not held by the public. The second is what is
the meani ng of the provision

"a conmpany shall be deened to be a conpany in which the
public are substantially interested, if its shares carrying
not less than twenty-five per cent. of the voting power have
been allotted uncondi tional |y to, or acquired
unconditionally by, and are at the end of the previous year
beneficially held by the public.” In this connection, we nmay
point out that a ruling of the Privy Council appears to'take
a different view fromthat taken by the H gh Court, in
regard to an Uganda Ordinance in pari materia with the
proviso and the Explanation. W shall refer to that case as
also to a case of the House of Lords, where also a different
conclusion in law fromthat of the H gh Court has been
reached.

Section 23A (as it stood prior to its anendnent in 1955),
omtting the portions not material, read as foll ows:

" 23A Power to assess individual nenbers of certain
conpani es. -Where the I ncone-tax Officer is satisfied that in
respect of any previous year the profits and gai ns
di stributed as dividends by any conpany up to the end of the
sixth nonth after its accounts for that

985

previous year are |laid before the conpany in general neeting
are less than sixty per cent. of the assessable incone of
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the conpany of that previous year, as reduced by the anount
of inconme-tax and super-tax payable by the conpany in
respect thereof he shall, unless he is satisfied that having
regard to | osses incurred by the conmpany in earlier years or
to the smallness of the profit made, the payment of a divi-
dend or a larger dividend than that declared would be
unreasonable, nmake wth the previous approval of the
I nspecting Assistant Conmi ssioner an order in witing that
the undistributed portion of the assessable income of the
conpany of that previous year as conmputed for incone-tax
pur poses and reduced by the amount of income-tax and super-

tax payable by the conpany in respect thereof shall be
deened to have been distributed as dividends anbngst the
shar ehol ders as at the . date of the general neeting
af oresai d, and thereupon the proportionate share thereof of
each sharehol der shall be-included in the total incone of

such sharehol der for the purpose of assessing his tota
i ncone:

Provided " further that this sub-section shall not apply to
any conpany in which the public are substantially interested
or to a subsidiary company of 'such a company if the whole of
the share capital of such subsidiary conpany is held by the
parent conpany or by the nom nees thereof.

Expl anation.-For the purpose of this sub-section a conpany
shall be deened to be a conpany in which the public are
substantially interested if shares of the conpany carrying
not | ess than twentyfive per cent. of the voting power have

been allotted uncondi tionally to, or acquired
unconditionally by, and are at the end of the previous year
beneficially held by the public...... and i f any such shares

have in the course of such previous year beenthe subject of
dealings in any stock exchange or are in fact freely
transferabl e by the holders to other nenbers of the public."
It is clear fromthe third proviso that the sub-section
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does not apply to a conmpany in which the public are
substantially interested. The Explanation |ays down, / anobng
the tests, the mnimum interest which can be cal |l ed
substantial’ by saying that shares of the conpany carrying
not less than 25 per cent. of the voting power nust _be
allotted unconditionally to, or acquired unconditionally by,
the public and they nust be beneficially held by the public:
The essence of the Explanation lies not in the percentage
which only shows the linmit of the mnimumholding by the
publi c, but lies in the words "unconditionally" and
"beneficially". These words underline the fact that no
person who holds a share or shares not for his own benefit
but for the benefit of another and who does not exercise
freely his voting power, can be said to belong to that body,
which is designated 'public’'. The word 'Public’ is-used in
contradistinction to one or nore persons who act in' unison
and anmong whomthe voting power constitutes a bl ock. | f
such a bl ock exists and possesses nore than seventy-five per
cent. of the voting power, then the conpany cannot be said
to be one in which the public are substantially interested.
In Sardar Bal dev Singh v. The Conmissioner of |ncone-tax,
Del hi and Ajmer (1), this Court took the follow ng view
"The section thus applies to a conpany in which at least 75
per cent. of the voting power lies in the hands of persons
other than the public, which can only nean, a group of
persons allied together in the sane interest. The conpany
woul d thus have to be one which is controlled by a group
The group can do what it likes with the affairs of the
conpany, of course, within the bounds of the Conpanies Act.
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It lies solely inits hands to decide whether a dividend
shal | be declared or not."

judged from the test we have indicated, it is clear that
such a group may be forned by the Directors of a conpany
acting in concert, or by sone Directors acting in concert
with others or even by sone , sharehol der or sharehol ders,
none of whom nmay be a Director. Such a group which may, for
conveni ence, be

(1) [1961] 1 S.C R 482.

987

designated a bl ock, nust hold a controlling interest, and if
the voting power of the block is 75 per cent. or nore, then
obviously it can do anything at a neeting, whether genera

or special .

When a conpany starts, the pronpters nay subscribe a portion
of its capital and release the other unconditionally to the
public. This is acase of unconditional allotment of shares
to the public. The public may also unconditionally acquire
a portion of the shares which were previously held by the
group which pronoted the conpany. |If at the end of the
previ ous year 25 per cent. or nmore of the voting power is so
hel d by the public, the conpany can take the benefit of the
third proviso. But if nmorethan 75 per cent. of shares have
again passed into  the hands of a group which acts as a
bl ock, the third proviso ceases to apply.

In deciding if there is such a controlling interest, there
is no formula applicable to all cases. Rel ati onship and
position as Director are not by themnmsel ves ‘decisive. | f
rel atives act, not freely, but with others, they cannot be
said to belong to that body, which is described as 'public’

in the Explanation. But it would be otherw se if they were
free. Simlarly, if Directors or sonme of them do not act as
a body or in concert with others, the fact that they are Di-
rectors is of no significance. The case of Tatem Steam
Navi gation Co., Ltd. v. Conmissioners of Inland Revenue (2)
illustrates the first proposition. There, the assessing
Comm ssi oners had nade directions under s. 21 of the Finance
Act, 1922, agai nst which the Conpany appeal ed on the ground
that it was a Conpany in which the public were substantially
interested, inasmuch as shares of the Conpany carrving not
| ess than 25 percent. of the voting power had been allotted
unconditionally to or acquired unconditionally by, and were,

at the end of the relevant periods, beneficially held by the
public and the decision of the Special Comm ssioners that
16,000 shares given by Lord Ganely to his niece were not
allotted to or acquired by the public and that the  Conpany
was, therefore, not

(1) (1941) 24 T.C. 57.
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a Conpany in which the public wer e "substantially
interested" was erroneous. It was held by Lawence, J.,

that nerely because she was a niece of Lord danely did not
make her cease to be a menber of the public. The Court of
Appeal agreed with Lawence, J. No doubt, there were other
provisions which laid down the kind of relationship which
would lead to the inference that the holder was controlled
by another, and a ni ece was not such a relative. The Act we
are considering did not lay down the kind of relationship
whi ch woul d show such a control, and the same principle wll

apply. Mere relationship thus is not of consequence, unless
control of the voting power held by such a relative, by
another relative, is proved.

The other test adopted in the case by the Bonbay Hi gh Court
that Directors stand outside the ’'public® is also not
decisive. In Comm ssioner of Income-tax v. H Bjordal (1),
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the Judicial Commttee dealt with s. 21(1) of the Incone
Tax Ordi nance No. 8 of 1940 (Uganda), as anended by s. 5 of
the I ncone Tax (Amendnent) Ordi nance, 1943. That provision
of law is conpletely in pari materia with s. 23A Two
brothers, H Bjordal and S. Bjordal, held 73.96 and 25.09
per cent. of the voting power. Five others held 04 per
cent. of the voting power. The shares held by S. Bjorda

were purchased for full value by him from his brother

There was no suggestion that he was a nonminee of the
respondent or that he was acting in concert wth his
br ot her. Both brothers were Directors of the Conpany. It
was held by the Judicial Committee that shareholders in a
conpany who are nenbers of the '"public’ do not cease to be
so, because they beconme Directors. |In the Uganda O dinance
al so, like our Act, there was no guidance as to the nmeaning
of the word 'public’, as there was in the English statute
considered in Tatemi s case (2).

It is significant that in Jubliee MIIls Ltd. v. Conm ssioner
of Incone-tax (3), Chagla, C J., and S. T. Desai, J.,
speaki ng 'of "'t he judgnment under appeal and

(1) [1955] A.C. 309. (2) [1941] 24 T.C. 57.
(3) [1958] 34 |.T.R 30, 41.
989

taking into consideration the Privy Council case, observed:
“"I't may be that our viewis erroneous; and it may be-and
very probably it is-that the view taken by the Privy Counci
is the right one.™

In our judgnent, the test is first-to find out whether
there is an individual or a group which controls the voting

power as a block. |If there be such a block, the shares held
by it cannot be said to be "uncondi ti onally" and
"beneficially" held by nenbers of the public. In the

category of shares held by the public, only those shares can
be counted which are unconditionally and beneficially held
by the public, or, in other words, which are uncontrolled by
the group, which controls the affairs. The group itself my
be conposed of Directors or their nom nees or relations in
di fferent conbinations, but none can be said to be.long to
that group, be he a director or a relative unless he does
not hold the shares unconditionally and beneficially for
hi nsel f. It is only such a person, who can fall~ properly
out side the word "public’

Judged fromthis point of view, the judgment and orders of
the H gh Court cannot be upheld. Directors cannot, by
reason of being Directors, be said not to be nmenbers of the
public. To that extent, the judgnent is erroneous. There
is a finding by the Tribunal in the supplenentary statenent
of the case that the shares held by Bi pi nchandr a,
Hari shchandra and Krishnakumar were under the control of
their father, Maganlal Parbhudas. Their hol ding was /3, 000
and with Maganlal’s holding of 1,344 shares, nmakes up a
total of 4,344 shares. Though the question as franed by the
Hi gh Court appears to have been correctly answered in the
negative, it does not dispose of the matter. The, question
to be determined still is whether nore than per cent. of the
shares are not beneficially held by the public. We
accordingly set aside the judgnment and orders of the High
Court, and direct the High Court to decide the question
originally framed by it, viz.:

"Whet her on the facts and circunstances of the

125
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case the provisions of s. 23A of the Indian Incone-tax Act,
Xl of 1922, are applicable to the petitioners?"

The High Court may call for a supplemental statenent of the
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case fromthe Tribunal, if it finds it neces sary.
The appeal is allowed. The respondents shall bear the costs
of this appeal. The costs in the Hi gh Court shall abide the
result.

Appeal al | owed.




