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Leave granted.

of 2006)

A short question which arises for determ nation in

this civil appea
paynments made by M. K. Shah Exports
short,
31. 3. 2000 (Assessnent Year 2000-01)

Rs.5.99 crores was made to the two firms Ms.
"MKF') and M s.
"MKI') for the benefit of

Foundati on (for short,
(for short,

herei n, Mukundrai K. Shah.

filed by the Department:

whet her

Pvt. Ltd. (for

"MKSEPL’ ) during the Accounting Year ending

amounting to

M K.

M K. Industries
respondent - assessee

Depart ment sought to tax the said amount of
Rs. 5.99 crores as undi sclosed i ncone in the hands of the

assessee. On 24.8.2000, the Depart
prem ses of the assessee under Sect
Tax Act, 1961(for short, 'the Act’)

nment searched the
ion 132 of I|ncone
.~ During the search

apart fromcash and jewellery a diary titled "M-20" was

sei zed.
of Kal pesh Shah,

On 16.11. 2000, during the search the statenent
son of the assessee,
under Section 132(4) of the said Act.
assessee was al so recorded on that date.

was al so recorded
St atenment of 't he
The diary

i ndi cated investnment of Rs.26.35 crores by the assessee

By the Assessnent Order dated

in 9% RBI Relief Bonds during the accounting year
endi ng 31. 3. 2000.
29.11.2002, the said anmpunt of Rs.5

assessed as a deened divi dend under
the said Act. The A O
i ncome of the assessee for the bloc
Chapter XIV-B at Rs.65.77 crores.

period 1.4.90 to 24.8.2000 (for sho

The diary was seized fromthe prem ses of MKSEPL
The assessee was asked to
i nvestment of Rs.26.35 crores in

bel onged to the assessee.
explain the sources of
purchase of 9% RBlI Relief Bonds dur
1999\ 0272000. The sai d Bonds were
17.11.99 and 11.2.2000. The A O f
Bonds were purchased fromthe noney
MKF and MKI (for short,
assessee was the partner. In the b
said two firns were shown to have r

"two firns’)

.99 crores was
Section 2(22)(e) of

took into consideration the

k period, under

This was for the block

rt, "block period").

It

i ng Financial Year
pur chased between
ound that the said
recei ved from

in which the

ooks of account the
ecei ved back the

| oans and advances fromthree conmpanies MK Tea (P)
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Ltd. (for short, "MKTPL'), Safari Capital (P) Ltd. (for short,
"SCPL’) and MKSEPL, which three conpanies were closely
rel ated conpanies, in which the assessee had controlling
interest. Al three conpanies were private limted
conpani es in which the assessee had consi derabl e voting
power. However on the basis of the said diary and the
cash flow chart, the A.O concluded that Rs.5.99 crores
was paid by MKSEPL (including SCPL) and Rs. 94 | akhs
by MKTPL in the Accounting Year 1999-2000 to MKF and
MKl respectively for the purchase of 9% RBlI Relief Bonds
by the assessee. In the circunmstances, by the
Assessnment Order, the Departnment assessed the said
sum as deened dividend in the hands of the assessee
under Section 2(22)(e) of the Act. It was held that
MKSEPL, SCPL and MKTPL (for short, ’'three conpanies)
were the conpanies in which the public was not
substantially interested; that the assessee was one of the
sharehol ders having nmore than 10%total voting rights of
MKSEPL and SCPL; that in MKTPL the total sharehol ding
of the assessee was 9.3% and, therefore, he was not the
benefi ci al _owner of the shares of the said companies. It
was further held by the A O that SCPL stood nerged
with MKSEPL with effect from 18.5.98. This was by the
Order of the Calcutta H gh Court dated 5.7.2001.
Therefore, according to the Order of Assessnent, the
al | eged repaynents by MKSEPL incl udi ng SCPL were not
repaynents but they were paynents nade by MKSEPL
(including SCPL) to MKF and MKI for the individua
benefit of the assessee ampbunting to Rs.5.99 crores
whi ch was held to be a deemed dividend under Section
2(22)(e) of the Act. Before the A O the assessee
contended that during the financial year 1999-2000, his
sharehol ding in MKTPL was only 9.3% and, therefore, he
was not having substantial interest in the said conpany;
that simlarly he was not having substantial interest in
SCPL in which his shareholding in the F.Y 1999-2000
was only 0.2% that the assessee was one of the partners
in MKF and MKI and that the said two firns did not have
substantial interest in MKSEPL, SCPL and MKTPL; that
reserves and surplus of MKSEPL cannot be taken as
reserves and surplus of SCPL which was nerged with the
conpany with effect from 18.5.98; that MI had
advanced | oan to SCPL which was repaid; that paynent
made by MKSEPL to MKF was through the current
account and that the wthdrawal nmade by the assessee
fromthe two firns were debited to his capital account in
the books of MKF and MKI and, therefore, the assessee
contended that the said paynments were not made to the
said two firms for his individual benefit. These
argunents were rejected by the A O It was held that the
assessee had substantial interest in MKSEPL in which
SCPL stood nerged with effect from 18.5.98; that there
was no merit in the contention of the assessee that the
two firms, in which he was the partner, were not
beneficial owner of shares of MKSEPL and SCPL; that the
only relevant criteria was whether paynents nmade to the
said two firms was for the individual benefit of the
assessee, who was the shareholder in MKSEPL. This
point, according to the A O, becane relevant since the
only issue which arose for determination in this case was
the i ssue of deened dividend under Section 2(22)(e) of
the Act. According to the AQO, the said two firms \026 M
and MKF, were the conduits enabling the assessee to
take out the noney fromthe company by using the said
two firms as conduits. According to the A O, paynent of
www.taxcode.in
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Rs.5.99 crores was not nade directly to the assessee by
MKSEPL but through the above-nentioned two firns \026

MKF and MKI. At this stage, it needs to be nentioned
that there is no dispute that 9% RBI Relief Bonds were
purchased by the assessee out of the funds available with
MKI and MKF who in turn were funded by MKSEPL

including SCPL. It is also not in dispute that the
assessee had the majority of the voting power in

MKSEPL. It is not in dispute that the said conpany,
MKSEPL, had accumul ated profits but according to the

A. O the said conpany deliberately refused to distribute
the said accunul ated profits as dividends to its

shar ehol ders and i nst ead ‘adopted the device of

advancing the said accunul ated profits as | oan to the
assessee who was the shareholder of the said conpany.
According to the AA.O, it was a device to evade paynment of
tax on accunul ated profits.

Aggri eved by the Assessment Order dated

29.11. 2002, the assessee went in appeal to

Conmi ssi oner _of | ncone Tax (Appeal s) (for short, "CIT

(A)’) under Section 158BC(c) read with Section 143(3) of

the Act. By the Order dated 21.2.03, it was held by AT

(A) that the assessee did not possess any substantia

interest in MKTPL or in SCPL during F.Y 1999-2000; that

MKF and MKI had no substantial interest in MKSEPL,

SCPL and MKTPL during F.Y. 1999-2000; that SCPL did

not make any loan to MKI during the financial year 1999-

2000; that SCPL had borrowed noney from MKI and al

payments made by SCPL during F. Y. 1999-2000 were

repaynents of | oans advanced by MKI; that the assessee

had 16% share in MKF; that MKSEPL had a current

account in the books of MKF and that in nost cases MKF

had advanced | oans to MKSEPL. Accordingto ClT(A),

MKSEPL have repaid those | oans to MKF in which the

assessee had substantial interest. ~According to CT(A),

the nature of transacti ons between MKF and MKSEPL

consi sted of a running account; it consisted of giving of

| oans and repaynents thereof. According to ClIT(A), none

of the two firms had any substantial interest in MKSEPL,

SCPL and MKTPL. According to CIT(A), all wthdrawals

made by the assessee from MKF and MKI including the

i mpugned sum were debited to the assessee’s capita

account in the books of MKF and MKI. According to

CIT(A), MKSEPL and SCPL had a regul ar account in MF

and MKI even before the purchase of the said Bonds and

that the said two firns had advanced | oans to IMKSEPL

and SCPL even in the earlier years as well as in/the

financial year 1999-2000 and, therefore, there was no

notive in the debtor conpanies repaying their debts to

MKF and MKI. According to CIT(A), nerely because

repaynents were nmade by MKSEPL and SCPL through

MKF and MKI in January/ February 2000 and nerely

because the said anpbunts were partly utilized by the said

two firnms in nmaking paynments to the assessee who

bought 9% RBI Relief Bonds therefrom did not

necessarily mean that the assessee had routed the funds

of MKSEPL t hrough MKF and MKI for his individua

benefit. According to CIT(A), MKF and MKI were two

separate entities; that there was no material to show that

MKF and MKI were used as conduits for routing the

noney from MKSEPL to the assessee. According to

CIT(A), while the total investnent nade by the assessee

in purchase of Bonds during F.Y. 1999-2000 was

Rs. 26.35 crores, the Department has sought to assess
www.taxcode.in
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only Rs.5.99 crores as deened dividend and, therefore,
according to CIT, the allegation nade by the A O was
basel ess. According to CIT(A) there was no nmaterial to
show t hat MKSEPL and SCPL had nade paynents to the

said two firms for the benefit of the assessee enabling
himto purchase the said Bonds in F.Y. 1999-2000.
According to CIT(A), MKSEPL and SCPL were the debtors
of MKF and MKI in the regular course of business and,
therefore, paynments nmade by MKSEPL to MKF and MK

were repaynments of |oans and that the said paynments
were not for purchase of Bonds by the assessee.
Accordingly, the appeal was allowed by CI T(A).

Aggri eved by the decision dated 21.2.03, the matter

was carried in appeal by the Departnment to the Tri bunal
By the judgment dated 28.1.05, the Tribunal held that in
this case Section 2(22)(e) was attracted since

di sbur sement was nade by MKSEPL (conpany); that

SCPL had no independent existence in lawin

January/ February 2000 when paynents were nade by

MKI and MKF to the assessee who bought the said

Bonds; that SCPL di sbursed Rs.2.04 crores and Rs. 75

| akhs in January 2000; that SCPL stood nerged in

MKSEPL vide Order  of the H gh Court dated 5.7.2001
with retrospective 'effect, i.e. 18.5.98; that in January
2000 SCPL had no | egal existence since the nerger had
taken place with effect from 18.5.98; that merger had
taken place under a voluntary schene in which every
sharehol der of the two conpani esagreed; that, therefore,
there was no nerit in the contention of the assessee that
hi s sharehol ding in SCPL and the accumul ated profits of
SCPL were not liable to be taken into account; accordi ng
to the Tribunal, in the aforestated circunstances, al
paynments shoul d be taken to have origi nated from

MKSEPL; the Tribunal further found that the

accunul ated reserves of MKSEPL was Rs.55 crores,

nearly ten tines in excess of Rs.5.99 crores taxed as
deened dividend. It is not in dispute that the assessee
had nore than 10% of the total voting power in MKSEPL

In the circunmstances, the Tribunal took the view that
MKSEPL made paynent to the said two firns for the
benefit of the assessee who thereafter bought the said
Bonds. According to the Tribunal, MSEPL was the only
conpany whi ch made the di sbursenment through MKF

and MKI. According to the Tribunal, it is true that the
assessee bought the said Bonds for Rs.26.35 crores but
the AA.O had taxed only a fraction of Rs.5.99 crores.
However, according to the Tribunal, for the purposes of
applicability of Section 2(22)(e) of the said Act paynent
has to originate froma conpany. After excludi ng known
conpany sources, according to the Tribunal, the A O

was right in restricting the deened dividend anmount to
Rs.5.99 crores since known company sources had to be
elimnated. According to the Tribunal, the A.O was right
in identifying MKSEPL as the originating conmpany, the
identity of the ultimte beneficiary, the amount to be
taxed, that is, Rs.5.99 crores and the sufficiency of
accunul ated profits of MKSEPL in which the assessee

had nmore than 10% voting power. Accordingly the

Tri bunal allowed the Departnent’s appeal

Aggri eved by the decision of the Tribunal dated
28.1.05, the assessee carried the matter in appeal to the
H gh Court under Section 260A of the said Act. By the
i mpugned judgnent the Hi gh Court held in favour of the
www.taxcode.in
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assessee on two counts. According to the H gh Court,
the assessee had declared the primary facts in the
Returns. According to the H gh Court, the present case
did not fall under Chapter XIV-B of the said Act.
According to the High Court, this was not the case of
undi scl osed i ncone. According to the High Court, this
was a matter of regular assessnent. According to the

Hi gh Court, none of the Authorities bel ow have hel d that
the entries in the books of accounts were fictitious.
According to the H gh Court, full details were disclosed
during the block period in the Returns filed by the
assessee. According to the High Court, all paynments
were made by cheque. According to the H gh Court,
noneys were | ent and advanced by MKSEPL to MKF and

MKI in normal course of business. According to the H gh
Court, the Tribunal had erred in holding that MKF and
MKI were conduits for routing the noney from MKSEPL
through the two firns to the assessee; that there was no
evidence i'n that regard; that the two firns did not have
substanti‘al i nterest in MKSEPL; that there was no

evi dence to show that paynents were nmade by MKSEPL

for the individual benefit of the assessee and to enable
himto purchase 9% RBI' Relief Bonds; that C T(A) was
right in holding that when Rs.26.35 crores was invested
in the above financial 'year then A O had no reason to
treat Rs.5.99 crores as deened divi dend under Section
2(22)(e) and for the above reasons the H gh Court set

asi de the judgnment of the Tribunal dated 28.1.05. Hence
this civil appeal

According to M. Mhan Parasaran, |earned

Addi tional Solicitor General appearing for the appell ant
(Departnent), the H gh Court should not have interfered
with the findings of facts recorded by the Tribunal;  that
there was no substantial question of law, that no
perversity in the findings recorded by the Tribunal so as
to warrant interference under Section 260A of the Act;
that the Departnment had searched the premises, it had
seized the diary "M-20" which contained entries
subsequently corroborated by cash flow chart which

i ndi cated that noney had originated from MKSEPL to t he
two firms through which it had gone to the assessee and,
therefore, the Departnent was right in assessing Rs.5.99
crores as deened dividend in the hands of the assessee
under Section 2(22)(e). Learned counsel urged that the
five entries discovered in the search represented five
transacti ons/ paynents for purchase of 9% RBlI Reli ef
Bonds. These, according to the |earned counsel, were not
repaynent of |oans, they were paynents for purchase of
the said bonds during the F.Y. 1999-2000.

On behal f of the assessee (respondent), M. N K

Poddar, |earned senior counsel, submitted that the

i mpugned bl ock assessnment was whol |y w t hout

jurisdiction having regard to the fact that the all eged

deened dividend of Rs.5.99 crores relate to transactions

recorded and reflected in the regul ar books and tax

records even before the search; that no incrimnating

docunent or evidence was found by the Departnent

during the search which falsify such transactions entered

into by the assessee in the normal course; that the

expression "undiscl osed i ncone" has been defined in

Section 158B(b) of the said Act and since bl ock

assessnment was relatable to such evidence recovered

during search in the present case Section 158BB(1) was
www.taxcode.in
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not applicable in this case since no such evidence was
recovered during the search. Learned counsel subnmitted
that Chapter XIV-B was put on the Statute Book to
enabl e assessnment of undi sclosed inconme detected on

evi dence found during the search. According to the

| ear ned counsel, the block assessnent was intended to
be an assessnment in addition to the regul ar assessnent.
Learned counsel subnmitted that in the present case for
want of such evidence, the Departnment was not entitled
to nmake additions on account of deemed dividend to the
tune of Rs.5.99 crores. During the search, according to
the | earned counsel, nothing except a cash flow chart
giving details of investnents nade by the assessee in
purchase of the said Bonds of the value of Rs.26.35
crores was furnished. According to the |earned counsel
the diary "M-20" was the ledger copy of the investnent
account in 9% RBl Relief Bonds which copy was a print-
out fromthe regul ar accounts of the assessee; that the
i nvestment of ‘Rs.26.35 crores, reflected in M-20, was
made by the assessee out of his disclosed funds and

t hrough regul ar books of accounts, and that the seized
diary did not contained any incrimnmnating information.
Learned counsel urged-that in the course of bl ock
assessment proceedings the A.O directed the assessee to
furnish details as/'to the source of funds out of which
Rs. 26.35 crores was nade and when it was explained to
the A.O that the assessee had made such investments in
9% RBI Relief Bonds out of the nobneys withdrawn from
MKF and MKI and that books of accounts naintained
regularly by the said two firnms indicated such
withdrawal s the A.O directed the authorized
representatives of the assessee to prepare a statenent

i ndi cating the source from whi ch noneys cane in the
hands of the two firns and out of which w thdrawals
were nade by the assessee to nake investnent in the 9%
RBI Relief Bonds, therefore, according to the |earned
counsel, no incrimnating material whatsoever was found
in the course of the search which could enable the A O
to invoke Section 2(22)(e) of the Act. According to the

| earned counsel, in the above circunstance, Chapter Xl V-
B dealing with bl ock assessment was wongly invoked by
the A O

On the nature of the transactions, |earned counse

urged that during the F.Y. 1999-2000, the assessee had

i nvested Rs.26.35 crores in the purchase of bonds; that

the said investnent was made out of the disclosed

sources through cheques and that the said investnent

was nentioned in the bank accounts and in the tax

records of the assessee |ong before the search. Learned

Counsel urged that the i medi ate source of investnent

was the withdrawal of Rs.26.35 cores fromthe parners’

capital account with MKF and MKI. It was urged that the

cash flow statenent was not an adm ssion on the part of

the assessee and, therefore, it was not open to the

Departnment to i nvoke Chapter Xl V-B. Learned counse

submitted that the Tribunal had erred in holding that the

fact that SCPL had a running current account wi th M

in the usual course of business, was irrelevant. Learned

counsel submitted that SCPL had borrowed substantia

amounts from MKI and in January 2000 SCPL repaid

Rs.2.79 crores to MKI which were not on behalf of or for

the benefit of the assessee. It was urged that MKI had

never borrowed noney from SCPL at any tinme. Learned

counsel urged that the Tribunal was wong in holding
www.taxcode.in
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that the fact that MKI had never borrowed noney from
SCPL, was irrelevant. Learned counsel urged that

Rs.2.79 crores were withdrawn by the assessee fromhis
firmstyled MKI on 28.1.2000 and such w t hdrawal was
debited by MKI to the capital account of the assessee. It
was urged that MKSEPL had borrowed substantia

amounts from MKF; and MKSEPL had nade repaynents

to MKF during the F.Y. 1999-2000 agai nst the earlier

debt owed by MKSEPL to MKF. Learned counse

submitted that the assessee had a credit bal ance of
Rs.6.72 crores in his capital account standing in the
books of partnership firmof MKF as on 1.4.1999.

Learned counsel urged that the wi thdrawal s made by the
assessee from MKF were only out of his capital account
with MKF and that the said withdrawal s were debited by
MKF to the capital account of the assessee. Learned
counsel further urged that there was no evi dence on
record to show that paynents by SCPL to MKI and/or the
payment by MKSEPL to MKF was for the benefit of the
assessee.  Learned counsel submitted that paynents

were made by each of the two conpanies, nanely, SCPL

and MKSEPL to MKI and MKF respectively in liquidation

of their respective dues owed by each of the two
conpanies to the said two firnms. Learned counsel urged
that no paynent was ever nmade by SCPL and MKSEPL to

the assessee. Learned counsel urged that the existence
of reserves in the bal ance-sheet of MKSEPL in the sum of
Rs.55 crores as on 31.3.1999 is wholly irrelevant for the
pur poses of Section 2(22)(e) of the Act. Learned counse
urged that simlarly the fact that the assessee owed
Rs.8.18 crores to MKI as on 31.3.2000, was whol Iy
irrelevant for the purposes of Section 2(22)(e) of the Act.
Learned counsel submitted that Section 2(22)(e) had no
application in the matter of the above two facts. Learned
counsel urged that the Tribunal failed to appreciate that
the assessee did not hold any shares in SCPL on or after
1.4.1999 and, therefore, he did not have any interest in
SCPL on the dates when Rs.2.79 crores were repaid by

SCPL to MWI

Lear ned counsel contended that the accunul ated
profits of MKSEPL could not be treated in lawas the
accunul ated profits of SCPL in spite of the Order dated
5.7.2001 passed by the High Court approving the nmerger
of SCPL with MKSEPL, even when such nerger was nade
effective from 18.5.98. Learned counsel subnitted that
the Tribunal had failed to appreciate that MKSEPL had
not merged with SCPL but it is SCPL which had nerged
with MKSEPL. As a result of the said nerger the
accunul ated profits of MKSEPL did not vest in SCPL
Learned counsel, therefore, submitted that the
subsequent event of the Court’s Order dated 5.7.2001
approvi ng nerger of SCPL with MKSEPL can not enabl e
the Revenue to treat the accunul ated profits of MKSEPL
as part of the accunulated profits of SCPL. Learned
counsel further submitted that MKF never held any
shares in MKSEPL. Learned counsel urged that Rs.2.04
crores were paid on 11.1.2000 and Rs.75 were paid on
28.1.2000 by SCPL to MKI. Therefore, according to the
| earned counsel, if SCPL wanted to decl are dividends it
coul d have done so only to the extent of accunul ated
profits in its own hands and since SCPL on the above two
dates coul d not have decl ared dividends in excess of its
accunul ated profits, the Department was wong in
treating the accumul ated profits of MKSEPL as
www.taxcode.in
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accunul ated profits of SCPL nerely because the merger
becanme effective retrospectively with effect from 18.5. 98.

We find nerit in this civil appeal. The conpanies

havi ng accumul ated profits and the companies in which
substantial voting power lies in the hands of the person
other than the public (controlled conpanies) are required
to distribute accunulated profits as dividends to the

sharehol ders. I n such conpanies, the controlling group
can do what it likes with the nanagement of the
conpany, its affairs and its profits. It is for this group to

deci de whether the profits should be distributed as

di vidends or not. The declaration of dividend is entirely
within the discretion of this group. Therefore, the

| egi slature realized that though funds were available with
the conpany in the formof profits, the controlling group
refused to distribute accunul ated profits as dividends to
the sharehol der s but adopted the device of advancing the
said profits by way of |oan to one of its sharehol ders so
as to avoi d paynent of tax on accunul ated profits. This
was the main reason for enacting Section 2(22)(e) of the
Act .

In the case of Commi'ssioner of |ncone-Tax,

Madras-1 v. L. Al agusundaram Chettiar \026 (1977) 109

| TR 508, the Madras Hi gh Court held that the word

"payment"” in the said section neans the act of paying

and, therefore, in that case it was held that paynent by

the conpany to Karuppiah Chettiar was for the benefit of

the assessee, the Managing Director of the conpany, L

Al agusundaram Chettiar, -and was therefore assessabl e

as dividend in the hands of the assessee. In'the said

judgrment it has been held that the basic test to be

applied in such cases is not whether loan given is a

benefit but whether paynent by the conpany to

Karuppi ah Chettiar was for the benefit of the assessee

who was the Managi ng Director of the paying conpany.

Applying the above test to the facts of the present case,

we are of the view that the Tribunal was right in holding,

on exam nation of the cash flow statenment, that MKSEPL

had made payments to MKF and MKI for the benefit of

the assessee which enabl ed the assessee to buy 9% RB

Relief Bonds in the F.Y. 1999-2000. It is in this sense

that the Tribunal was right in holding that the two firns

were used as conduits by the assessee. It is not in

di spute that the assessee had nore than 10% of voting

power in MKSEPL during the block period. It is not in

di spute that the assessee had substantial interest of

about 16%in MKF. It is not in dispute that the three

conpani es were the controll ed conpanies. There is one

nore point which needs to be mentioned. The tim ng of

so-cal |l ed repaynments by the conpany to MKF and MI

and the i medi ate withdrawal of the funds by the

assessee-cum Di rect or - cum shar ehol der - cum part ner

and the timng of investrment in purchase of Bonds were

around the sanme tinme. Mreover, in MKSEPL the

assessee is not only a sharehol der having nore than 10%

of total voting power, he is also a Director of that

conpany. The said company is also a partner in MKF

and MKI which expl ai ns why the ampbunt of Rs.5.99

crores was routed by splitting the said anount into two

parts of Rs.2.79 crores and Rs.3.20 crores. 1In the

present case, the nobst inportant aspect, which has not

been considered by the H gh Court, was that wi thdrawa

of nmoney by the assessee fromhis capital account, in the
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books of MKI, during F.Y. 1999-2000 led to a debit

bal ance of Rs.8.18 crores as on 31.3.2000. To this
extent, the finding given by the A O and by the Tribuna
remai ns unchal | enged. Lastly, on the maintainability of
the bl ock assessnent, we are of the view that the
Department was right in assessing the said anobunt as
deened dividend in the hands of the assessee under
Section 2(22)(e) of the Act. The inpugned Assessnent
Order was passed under Section 158BC. That

assessment origi nated on account of a search conducted
under Section 132(1) of the Act. In that search the diary
"M.-20" was identified. That identification was the
starting point of connected enquiries resulting in the
detection of undisclosed income of Rs.5.99 crores. In

ot her words, undisclosed income, in the nature of

deened dividend, did not arise fromany scrutiny

proceedi ngs, tax evasion petitions, surveys, information
recei ved from external agency etc. The undiscl osed

i ncomre was detected by the A O wholly and excl usively
as a result of a search and, therefore, the Depart nent
was right-in_ invoking the provisions of Chapter Xl V-B.
There is one nore aspect in this regard. Fromthe facts,
i ndi cated above, the Department has established a sort of
circular trading in‘this case. One of the inportant
features of circular trading is to route the funds through
conduits. |In such cases the picture energes only after
seeing the cash flow statenents. |n the present case,
M.- 20 made the A. O to hold enquiries and in that

enquiry the cash fl ow statenent energed, therefore, the
Department was right in-.invoking the provisions of
Chapter XIV-B in the present case. The five paynents
had direct co-relation with Rs.5.99 crores paid by
MKSEPL to MKF and MKI and paynents by the said two

firnmse to the assessee who used the said noney to buy 9%
RBI Relief Bonds. Therefore, the said payment by the
conpany through the two firms was for the benefit of the
assessee. Therefore, the said funds were not repaynent
of loans, they were for purchase of 9% RBI Relief Bonds
by the respondent.

As regards the contention advanced on behal f of the

assessee that the accunul ated profits of MKSEPL coul d

not be treated as the accunul ated profits of SCPL in

spite of the Order of nerger with effect from 18.5.98, we

agree with the view expressed by the A O that on nerger

the accounts of the two conpani es had merged and,

therefore, the reserves had to be taken on the basis of

nmerged account. Moreover, the assessee had substantia

interest in MKSEPL right fromthe inception. Lastly, in

the present case, we are concerned with the bl ock

assessment which covers the period 1.4.1990 to

24. 8. 2000.

Bef ore concl udi ng, we quote herei nbel ow t he

rel evant paragraphs fromthe judgnment of the Calcutta

Hi gh Court in the case of Nandlal Kanoria v.

Comm ssi oner of |ncome-Tax, Central, Calcutta

reported in (1980) 122 I TR 405 at p. 415:

"The only question which remains to be

considered is that whether the said conpany

made t he paynments of the said sum of Rs.

75,000 and Rs. 4,80,000 to Indira & Co. for

the benefit of the assessee. So far as Rs.

75,000 is concerned it is found by the

Tri bunal , though not very clearly, that this

amount was received by Indira & Co. from
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the said conpany and the sane anmpunt was
given to the assessee by Indira & Co. The
Tribunal inferred fromthe said facts that this
was a paynment by the said conpany neant
for the benefit of the assessee. This
concl usion involves two findings of fact,
nanely, the factum of payment by the
conpany and the notive or intention of the
conpany meki ng such paynment, nanely, a
benefit accruing to the assessee. These are
essentially findings of fact and have not been
chal | enged by the assessee by an appropriate
guestion."

(enphasi s suppli ed)

We al so quote hereinbel ow para 19 and para 21 of
the judgnent of the Bombay Hi gh Court in the case of
Conmi ssi oner of 1Incone-Tax (Central), Bonbay v.
P. K. Badiani reported in (1970) 76 | TR 361

"19. Now, the assessee’s account for 1st April,
1957, to 31st March, 1958, shows that there

are credits as well as debits. What has to be
ascertained is whether the debits are "l oans",
so that they can be deemed as dividends. The
account is a nutual, open, and current

account. Every debit, i.e., every paynent by
the conpany to the assessee, nay not be a

loan. To be treated as a | oan, every anount
pai d nust nake the conpany a creditor of the
assessee for that amount. If, however, at the
time when the paynent is nade by the

conpany is already a debtor of the assessee,
the paynment would be nerely a repaynent by

the company towards its already exisiting debt.
It would be a | oan by the conmpany only if the
payment exceeds the anmpbunt of its already

exi sting debt and that too only to the extent of
the excess. Therefore, the position as regards
each debit will have to be individually

consi dered, because it may or may not be a

| oan. The two basic principles are, that only a
| oan, which would include the other paynents
nentioned in section 2(6A)(e), can be deened

to be dividend and that too only to the extent
that the conpany has at the date of the

paynment "accunul ated profits" after deducting

therefromall items legitimtely deductible
t herefrom
XXX XXX XXX

21. As regards questions Nos. 3 and 4, M.

Raj gopal contended that the debit bal ance, if

any, at the last date of the assessee’s

accounting year 1st April, 1957 to 31st March

1958, shoul d be taken as the amount to be

treated as dividend and as the assessee’s

account is on the last day to his credit, no

anmount can be deened to be dividend. As

al ready pointed out, the position has to be

ascertained at the date of each payment by the

conpany to the assessee and this contention

nmust, therefore, be rejected. If M. Rajgopal’s

contention was to be accepted, the result

woul d be that if a sharehol der borrows a | arge

amount during the year, but repays it on the

| ast day of the year, it would not be considered
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to be a | oan, though the facts show that he did
borrow a | oan. Such a contradiction of the rea
fact would result if M. Rajgopal’s contention
were to be accepted. M. Rajgopal further
contended that in any event the highest
amount to the assessee’s debit on any day of
the year should be the anobunt to be deened to
be di vidend. This argument, again, ignores the
principle laid dowmn by us, that the position at
the date of each payment nust be consi dered.
Moreover, there is another reason and that is
that if it were to be so done, it would not
enabl e the position of the balance of the
"accumul ated profits" being taken into
account, as nore than one sharehol der nay
have borrowed | oans fromthe conpany in an
account simlar tothat of the assessee. A
t hese contentions of M. Rajgopal ignore the
basi ¢ fact that section 2(6A)(e) uses the words
"any paynment" which neans, every paynent,
and section 2(6A)(e) requires the determn nation
of two factors, viz., whether the paynment is a
| oan and whether at the date when the
payment is made there were "accumnul at ed
profits" and that these two factors are to be
correlated and the result nust be ascertained
at the date of each such paynent."

(enphasi s suppli ed)

The above two judgnents indicate that the question

as to whet her paynent made by the conpany is for the
benefit of the assessee is a question of fact. In this case,
the Tribunal has concluded that the paynent routed
through MKF and MKI was for the benefit of the

assessee. This was a finding of fact. It was not perverse.
Therefore, the H gh Court should not have interfered with
the said finding. Further, the above two judgnents lay
down that the concept of deened dividend under Section
2(22)(e) of the Act postulates two factors, nanely,

whet her paynent is a | oan and whether on the date of
payment there existed "accumul ated profits". These two
factors have to be correlated. This correlation has been
done by the Tribunal coupled with the fact that al

wi thdrawal s were debited in the capital account of the
firmleading to the debit bal ance of Rs.8.18 crores. The
Hi gh Court has erred in disturbing the findings of fact.

For the above reasons, we set aside the inpugned

j udgrment of the Hi gh Court. Accordingly, the appea
stands allowed with no order as to costs.
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