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ACT:

I ndi an | ncone-tax Act (11 of 1922), s. 42-Scope--Finding of
fact by Tribunal-Interference by H gh Court, validity,-
Corporate entity, if Court canlift veil--

HEADNOTE

The assessee-conpani es, carried on-business in Maduraii and
each had a branch at Pudukottai, a former native State.
They hold majority share in a Bank which, too, hadits head
office at Madurai and branch at Pudukottai. T, who ‘was a
sharehol der of the Bank, was the nmoving figure in the
assessee-conpani es. The assessees borrowed noneys from the
Madurai head office of the Bank on the security of fixed
deposits made by the assessees’ branches with the Pudukotta
branch of the Bank. The |oans were far in excess of -the

available profits at Pudukottai. The Income-tax Oficer
held that the borrowings in British India on the security of
t he fixed deposits made at Pudukottai anount ed to

constructive remttance of the profits by the branches of
the assessee-conpanies to their Head Ofice in India wthin
the neaning of s. 4 of the Incone-tax Act, and this viewthe
Appel | ate Assistant Conmi ssioner upheld. The “assessees
appealed to the Trbunal which took note that the ' branch
whet her of the assessee of the Bank constituted only one
unit, and the establishment of the branch of the Bank at
Pudukottai was intended to help the financial operations  of
T in the concerns in which he was interested., and the
Pudukot t ai branch of the Bank had transmtted f unds
deposited by the assessees for enabling the Madurai branch
to advance loans at interest to the assessees and the
transm ssion of the funds was nade with the know edge of
assessees. The Tribunal held that the assessees were
rightly assessed. |In reference the H gh Court answered the
guestion in favour of the assessees holding it was not
established that there was any arrangenment between the
assessees and the Bank whether at Pudukottai or at Madura
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for transference of noneys from Pudukottai branch to Madura
and the facts on record did not establish that there was any
transfer of funds between Pudukottai and Madurai for the
purpose of advancing moneys to the assessees, and the
transactions represented ordinary banking transactions and
there was nothing to show that the anobunts placed in fixed
deposits in the branch were intended to and were in fact
transferred to head office for the purpose of lending them
out to the depositor hinself. 1In appeals by the Comm s-
sioner, this Court,

HELD: The appeal s nust be all owed

The High Court erred in lawin interfering with the findings
of the appellate Tribunal. 1In a reference the H gh Court
nmust accept the findings of fact reached by the appellate
Tribunal and it is for the party who applied for a reference
to chall enge those findings of fact first by an application
under s. 66(1). |If the party failed to file an application
under s. 66(1) expressly raising the question about the
validity of the findings of fact, he is not entitled to urge
before the H gh Court that the findings are vitiated for any
reason. [938 H939 B]

India Cenents Ltd. v. Conmissioner of Income-tax, Madras,
60, I.T.R 52, relied on.

935

In the context of 'the facts as found by the Tribunal, the
entire transactions forned part of a basic  arrangenent or
schene between the creditor and the debtor that the noney
should be brought into British Indiaafter it was taken by
the borrower outside the taxable territory. [940 B-(
Section 42 requires, in the first place, that noney should
have been lent at interest outside the taxable territory, in
the second place, inconme, profits or gains should accrue or
arise directly or indirectly fromsuch noney so lent at
interest, and in the third place, that the noney should be
brought into the taxable territories in cash or in kind. If
all these conditions are fulfilled, then the section |ays
down that the interest shall be deened to be /interest
accruing or arising within the taxable territories. [939 D
The provision in s. 42(1), which brings within the scope of
the charging section interest earned out of noney Ient
out si de, but brought into British India, was not ultra vires
the Indian Legislature on the ground that it was extra-
territorial in operation. [939 F]

The section contenplates the bringing of noney into British
India with the know edge of the | ender and borrower and this
gives rise to a real territorial connection.. This know edge
must be an integral part of the transaction. [940 A]

A H Wadia v. Comm ssioner of Incone-tax, Bonbay 17
. T.R 63, approved.

In certain exceptional cases the Court is entitled to/ Iift
the veil of corporate entity and pay regard to the -economc
realities behind the legal facade. For exanple, the ' Court
has power to disregard the corporate entity if it 1is  used
for tax evasion or to circunvent tax obligation. [941 E]
Devid Payne & Co. Ltd. in re, Young v. David Payne & Co.,
Ltd. [1904] 2 Ch. D. 608. distinguished.

Case law referred to

JUDGVENT:

ClVIL APPELLATE JURI SDICTION : Civil Appeals Nos. 1084 to
1097 of 1965.

Appeal s by special |eave fromthe judgnent and order dated
January 8, 1963 of the Madras Hi gh Court in Tax Case No. 108
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of 1960.
B. Sen, A. N Kirpal, S. P. Nayyar and R N. Sachthey, for
the appellant (in all the appeals).
R Venkat araman and R Ganapathy lyer, for the respondent
(in all the appeals).
The Judgrment of the Court was delivered by
Ramaswam , J. These appeals are brought, by special |eave,
fromthe judgnent of the H gh Court of Madras dated January
8, 1963 in Tax Case No. 108 of 1960.
Al'l the three respondents (hereinafter called the aassessee-
conpanies’) are public limted conmpanies engaged in the
manufacture and sale of yamat Mdurai. Each of the
assessee- conpani es had a branch at Pudukottai engaged in the
producti on and
936
sal e of cotton yarn. ~The sale-proceeds of the branches were
periodically deposited in the branch of Madurai Bank Ltd.
(hereinafter referred to as the 'Bank’) at Pudukottai a
former native State either in the current accounts or fixed
deposits  which earned interest for the various assessnent
years as follows:

Assessnent years Meenakshi Raj endr a Sar oj a

MIls millsmlls

1946- 47 1,08,902 25,511

1947- 48 1,18,791 24,953 30,620

1948- 49 1,50,017 33,632 36,890

1949-50 42, 36941, 393

195-0-51 1,27,314 41, 957 42,092
The Bank aforesaid was incorporated on February 8, 1943 with
Thyagaraja Chettiar as founder Director, the Head Ofice
bei ng at Madurai. CQut of 15,000 shares of this bank ' issued
14,766 were held by Thyagaraja Chettiar, his two sons and
the three assessee-conpani es as shown bel ow

Shar e

hol di ng
1. Thyagaraja Chettiar 1, 008
2. Mani ckavasagam 250
3. Sundaram 250
4. Meenakshi MIls 5,972
5. Rajendra MIIs 3,009
6. Saroja MlIIs 4,177

Al  the three assessee conpani es borrowed noneys from the

Madur ai branch of the bank and on the security of the fixed
deposits made by their branches with the Pudukottai~ branch

of the Bank. It is the admtted case that the |oans granted
to the assessee-conpanies were far in excess of the
avai |l abl e profits at Pudukottai. In the assessment

proceedi ngs of the assessee-conpanies for the various /years
under dispute, the Incone-tax O ficer was of the view that
the borrowings in British India on the security of the fixed
deposits made at Pudukottai anobunted to constructive
remttances of the profits by the branches of the assessee-
conpanies to their Head Offices in India within the neaning
of s. 4 of the Indian Incone-tax Act, 1922 (hereinafter
called the 'Act’). Accordingly he included the entire
profits of the assessee-conpanies including the interest
receipts fromthe Pudukottai branches in the assessnent of
the assessee-conpanies, since the overdrafts availed of by
the assessee-conpanies in British India far exceeded the
avail able profits. The assessee-conpani es appealed to the
Appel |l ate Assistant Conmi ssioner of |ncone-tax. After
exam ni ng the constitu-

937
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tion of the assessee-conpanies and the Bank and the figures
of deposits and overdrafts, the Appel | ate Assi st ant
Conmi ssioner found that the deposits nade by the assessee-
conpani es and ot her conpanies closely allied to them formed
a substantial part of the total deposits received by the
Bank. He was also of the view that the Pudukottai branch of
the Bank had transmitted the funds so deposited for enabling
the Madurai branch to advance loans at interest to the
assessee-conpanies and that the transm ssions of the funds
were made with the know edge of the assessee-conpani es who
wer e maj or sharehol ders of the Bank. The Appel | ate
Assi stant Conmmi ssioner al so considered that the Pudukotta
branch of the Bank had no other appreciable transactions
except the collection of funds and on the facts found S
42(1) of the Act appliedto the case. The assessee-
conpanies took the matter in appeal to the appellate
Tri bunal -which took note of the position that the head
of fice ~and the branch-whether of the assessee-conpanies or
of the Bank-constituted only one unit and that Thyagraja
Chettiar " occupied a special position in both the concerns
and the —establishnent of the branch of the Bank at
Pudukottai was intended to help the financial operations of
Thyagaraja Chettiar in the concerns in which he was
i nterested. After ‘detailed consideration of the deposits
and overdrafts and/'the inter-branch transacti ons of the Bank
the appellate Tribunal held that s. 42(1) of the Act was
applicable to the facts of the case and that the assessee-
conpanies nust be ‘attributed with the knowedge of the
activity of their branches at Pudukottai 'and of t he
remttances made by the Pudukottai branch of the Bank to
Madur ai head office, and that the entire transactions fornmed
part of an arrangenent or schene.
In the course of its judgnent, the appellate Tribuna
observed as foll ows:
"Even so, it seenms to us, we cannot escape the
fact that Thyagaraja Chettiar, his two sons
and the three MIls had a preponderant, if not
the whole, voice in the creation, running and
managenent of the Bank. W cannot al so forget
that Pudukottai is neither a cotton producing
area nor has a market for cotton; except that
it was a non-taxable territory, there was
nothing else to recomrend the carrying on of
the business in cotton spinning or  weaving
there. There is yet another-aspect to which
our attention was drawn by the learned counse
for the assessee. That being, a non-taxable
area, there were many very rich men there with
an influx of funds to invest in. banks and
i ndustries. By the same token, it appears to
us it was not necessary for the Madurai Bank
which was after all a creation of 'certain
people which started with a small capital of
Rs. 32,800 to have gone to Pudukottai for
opening a branch. |If there was an influx  of
noney i n Pudukotta
Sup.C. |./66-14
938
because of the finances, nobody would have
agreed to borrow noney fromit. At any rate,
it is clear it would have had no field for
i nvestnment in Pudukottai the only source of
i nvest ment bei ng outside Pudukottai."
The appel l ate Tribunal further stated:
"But having regard to the special position of
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Thyagaraj a Chettiar and the bal ance sheets of
the bank referred to above and the |ack of
investnments in Pudukottai itself of’ t he
noneys bor r owed there, it seens nor e
reasonable to conclude that the bank itself
was started at Madurai and a branch of it was
opened at Pudukottai only with a viewto help

t he fi nanci al operations of Thyagar aj a
Chettiar and the nmills in which he was vitally
interested.”

At the instance of the assessee-conpanies the
appel l ate Tribunal referred the fol l owi ng
question of law for the determ nation of the
H gh Court:
"Whet her on the facts and in the circunstances
of the case, the taxing of the entire interest
earned on the fixed deposits made out of the
profits earned in Pudukottai by the assessee’s
branches in the Pudukottai branch of the Bank
of -Madurai is correct?"
The Hi gh Court answered the question in favour
of the assessee-conpani es holding that it was
not established that there was any arrangenent
between the assessee-conpani es and the Bank
whet her ~at Pudukottai or “at Madurai for
transference of noneys from Pudukottai branch
to Madurai and the facts on record did not
establish that there was any transfer of funds
bet ween Pudukottai ~and Madurai for the purpose
of advancing nmoneys to the assessee-conpani es.
The High Court further took the viewthat the
transacti ons represented ordinary banki ng
transactions and there was nothing 'to show
that the anounts placed in fixed deposits in
the branch were intended to, and were in fact
transferred to head office for the purpose of
| ending them out to the depositor hinself.
On behalf of the appellant M. Sen ‘subnmitted
at the outset that the H gh Court was not
legally justified in_ ‘interfering with the
findings of fact reached by the appellate
Tri bunal and in concluding that there was no
arrangenent or schene between the | ender and
the borrower for the transference of funds
from Pudukottai to Madurai. ~In our opinion
there is justification for the "argunent put
forward on behalf of the appellant and the
H gh Court erred inlawin interfering wth
the findings of the appellate Tribunal in'this
case. In India Cenments Ltd., v. Conmissioner
939
of Income-tax, Madras(1l) it was pointed out by this | Court
that in a reference the H gh Court nust accept the findings
of fact reached by the appellate Tribunal and it is for the
party who. applied for a reference to challenge those
findings of fact first by an application under s. 66(1). |If
the party concerned has failed to file an application under
S. 66(1) expressly raising the question about the validity
of the findings of fact, he is not entitled to urge before
the High Court that the findings are vitiated for any
reason. W therefore proceed to decide the question of |aw
rai sed in these appeal s upon the findings of fact reached by
the appellate Tribunal
Section 42 of the Act states as follows:
"Al'l inconme, profits or gains accruing or
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arising whether directly or indirectly through
or fromany noney lent at interest and brought
into the taxable territories in cash or in
ki nd shall be deenmed to be incone accruing or
arising within the taxable territories
This section accordingly requires, in the first place, that
any noney should have been lent at interest outside the
taxable territory. |In the second place, incone, profits or
gains should accrue or arise directly or indirectly from
such noney so lent at interest, and, in the third place,
t hat the noney should be brought into t he t axabl e
territories in cash or in kind. |If all these conditions are
fulfilled, then the section lays it down that the interest
shal | be deenmed to be inconme accruing or arising within the
taxable territories. This section was the subject-matter of
interpretation by the Federal Court in A H \Wadia wv.
Commi ssioner of Incone-tax, Bombay(2) It was held by the
maj ority of the Judges in that case that the provision in s.
42(1) of / the Act, which brings within the scope of the
chargi ng 'section interest earned out of noney |ent outside,
but brought -into, British India was not wultra vires the
Indian Legislature on the -ground that it was extra-
territorial in operation. It was pointed out that the
section contenplated the bringing of mnoney into British
India with the know edge of the | ender and borrower and this
gave rise to a real territorial connection. The | earned
Chi ef Justice took the view that the nexus was the know edge
to be attributed to the lender ~that the borrower had
borrowed noney for the purpose of taking it into British
India and earning income on that noney. Mukherjea and
Mahaj an, JJ. took a sonewhat different view Mahaj an, J.
considered that there nust be an arrangenent between the
| ender and the borrower to bring the loan into British
India, and Mikherjea, J. further enphasised the point by
stating that it nust be the basic arrangenment underlying the
transaction that the nmoney should be brought into British
India after it is taken by the borrower outside his
territory. But al
(1) 60 I.T.R 52.
(2) 17 1.T.R 63.
940
the I|earned Judges agreed that the know edge of the |ender
and the borrower that the noney is to be taken into British
I ndia nust be an integral part of the transaction. ~That is
the ratio of the decision of the Federal Court with regard
to the construction of s. 42(1) of the Act.
Havi ng exam ned the findings of the appellate Tribunal in
the present case we are satisfied that the test' prescribed
by the Federal Court in Wadia' s case(1l) is fulfilled and the
appel late Tribunal was right inits conclusion that /'there
was a basic arrangenent or schene between the ‘assessee-
conpani es and the Bank that the noney shoul d be brought into
British India after it was taken by the borrower outside the
taxable territory. The appellate Tribunal has pointed out
that the assessee-conpani es had a preponderant, if not the
whol e, voice in the creation, running and nanagenent of the
Bank and that Pudukottai was neither a cotton producing area
nor had it a market for cotton and except that it was a non-
taxable territory there was nothing else to reconmend the
carrying on of the cotton spinning or weaving business
there. The Tribunal further remarked that having regard to
the special position of Thyagaraja Chettiar and the bal ance
sheets of the Bank and | ack of investnents in Pudukottai, it
was reasonable to conclude that the Bank itself was started
at Madurai and a branch was opened at Pudukottai only with a
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view to helping the financial operations of Thyagaraja
Chettiar and the mlls in which he was vitally interested.
The Tribunal found that Pudukottai branch of the Bank had
transmtted funds deposited by the assessee-conpanies for
enabl i ng the Madurai branch to advance loans at interest to
the assessee, conpani es and the transm ssion of the funds was
made wth the knowl edge of the assessee-conpani es who were
the mmj or sharehol ders of the Bank. 1In the context of these
facts it must be held that the entire transactions forned
part of a basic arrangement or schene between the creditor
and the debtor that the noney should be brought into British
India after it was taken by the borrower outside the taxable
territory. W are accordingly of the opinion that the
principle laid down in Wadia'’s(1) case is satisfied in this
case and that the Incone-tax authorities were right in
holding that the entire interest earned on fixed deposits
was taxabl e.

In the course of argument M. Venkataraman contended that
even if /Thyagaraja Chettiar, a Director of the assessee-
conpani es, ~knew-in his capacity as Director of the WMadura
Bank that noney placed in fixed deposit by the assessee-
conpanies would be transferred to the taxable territory,
that know edge cannot be inputed to the assessee-conpanies
and so it cannot be said that the transfer was part of an
i ntegral arrangenment of the |loan transaction. In support of
this argument |earned Counsel referred to the decision. of
the Court of Appeal in David Payne & Co. Ltd., In re. Young

V.
(1) 17 1.T.R 63.

941

David Payne & Co. Ltd.,(1) W are unable to accept the
argunent of the respondents as correct. The decision in
Davi d Payne & Co’'s (1) case, has no bearing on the 'question
presented for determination in the present case. In  David
Payne & Co’s (1) case, supra, the question at issue related
to the powers and duties of Directors and it was held that
because the same person is a’ commpon director of two
conpani es, the one conpany has not necessarily notice of
everything that is wthin the know edge of the ‘comon
di rector, which know edge he has acquired as director of the
ot her company. |In the present case the question at issue is
entirely different. The appellate Tribunal has, upon
exam nation of the evidence, found that the transference of
funds from Pudukottai to Madurai was made as part~ of the
basi ¢ arrangenent between the Bank and  the assessee-
conpani es and that Thyagaraja Chettiar who was the noving
figure both in the Bank and in each of the assessee-
conpani es had know edge of this arrangenent. It is well
established that in a matter of this description the I'ncone-
tax authorities are entitled to pierce the veil of corporate
entity and to look at the reality of the transaction. It is
true that fromthe juristic point of view the conpany is a
| egal personality entirely distinct fromits menbers and the
conpany i s capable of enjoying rights and being subjected to
duties which are not the sane as those enjoyed or borne by
its menbers. But in certain exceptional cases the Court is
entitled to lift the veil of corporate entity and to pay
regard to the economic realities behind the |egal facade.
For exanple, the Court has power to disregard the corporate
entity if it is used for tax evasion or to circunmvent tax
obligation. For instance, in Apthorpe v. Peter Schoenhofen
Brewing Co.(2) the Income Tax Commi ssioners had found as a
fact that all the property of the New York conpany, except
its land, had been transferred to an English conpany, and
that the New York company had only been kept in being to
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hold the | and, since aliens were not allowed to do so under
New York |aw. Al but three of the New York conpany’s
shares were held by the English conmpany, and as the Com
m ssioners also found, if the business was technically that
of the New York company, the latter was nerely the agent of
the English conpany. 1In the light of these findings the
Court of Appeal, despite the argunent based on Sal onon’ S(3)
case, held that the New York business was that of the
English conpany which was liable for English income tax
accordingly. In another case-Firestone Tyre and Rubber Co.
v. Llewellin(4)--an Anerican conpany had an arrangenment with
its distributors on the Continent of Europe -whereby they
obt ai ned supplies fromthe English manufacturers, its wholly
owned subsidiary. The English conpany credited the Anerican
with the price received after deducting the costs plus 5
(1) [1904] 2 Ch. D. 608.
(3) [1897] A C 22.
(2) 4 T.C 41.
(4) [1957] 1 WL.R 464.
942
per cent. It was conceded that the subsidiary was a
separate legal entity and not a nmere enanation of the
American parent, and-that it was selling its own goods as
princi pal and not its parent’s goods as agent .
Nevert hel ess, these sales were a neans whereby the Anerican
conpany carried on its European business, and it was held
that the substance of the arrangenent was that the Anerican
conpany traded in 'England through the agency of its
subsi di ary. W, therefore, reject the argunent of M.
Venkat araman on this aspect of the case.
For the reasons expressed we hold that the question referred
to the High Court by the appellate Tribunal rmust be answered
in favour of the Income-tax Department ~-and against the
respective assessee-conpanies and these appeals nust be
allowed with costs.
Y. P.

Appeal s al | owned.
943




