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The Judgrment of the Court was delivered by

SRI KRI SHNA, J. The assessee is a conpany registered under the provisions of
the Conpani es Act and carrying on business in agricultural activities and
dairy farm ng. The assessee was subjected to |levy of income-tax under
section 104 of the/Incone Tax Act, 1961 ('the Act’) for the assessnent
years 1974-75, 1975-76 and 1976-77, for iits failure to distribute the
required statutory percentage of dividend during the concerned previous
years endi ng on 31st March 1973. 31st March 1974 and 31st March 1975,
respectively.

The figures of total inconme-tax assessed and the distributable surplus as
conputed by the Incone-tax Officer for the assessnent years 1974-75 and
1975-76, are as under

Assessnent year 1974-75 1975-76
1 Total incone assessed Rs. 3,22,580 Rs.
72.130

2 Less taxes payabl e thereon Rs. 2,20, 160 Rs.
49, 228

3 Di stributabl e surplus Rs. 1,02, 420

Rs. 22, 902

4 Di vi dends that ought to Rs. 92,223 Rs.
20,612 have been declared by the conpany, i.e. 90%

5 Di vi dend decl ared by Ni-1

Nil the assessee conpany

6 Debit balance in profit Rs. 91,472

Rs. 20,508 and | oss account

7 Capital reserve shown in Rs. 7, 45, 109

Rs. 7, 45,109 t he bal ance-sheet

The petitioner’s business of agricultural activities had resulted in | osses
year after year and the accumul ated | osses at the comencenent of the year
1974-75 was Rs. 3,93,610 and for the year 1975-76 the |loss was Rs. 91, 472.

During the year 1962 certain agricultural |and bel onging to the appellant

conpany was conpul sorily acquired. There was a long drawn litigation with

regard to the conpensation payable to the appellant. The appel |l ant was

awarded a sum of Rs. 7,64,787 as conpensation towards the acquired | and on

whi ch an amount of Rs. 2,94,844 becane payable as interest. This anount of

interest was paid on different dates during February 1973. Since the
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conpensati on was payabl e i nmedi ately upon acquisition of the land, the
appel | ant - assessee took the view that the interest earned on the
conpensation had to be apportioned over the years 1962 to 1972. A sum of

Rs. 20,357.91 only was credited as interest for the period ending 31lst
March, 1973 and the bal ance was credited towards the earlier periods. The
conpensati on amount of Rs. 7,45,109.72, being capital gain on the |and
conpul sorily acquired by the Governnent, was transferred to capital reserve
and shown as such in the bal ance sheet.

The Directors of the appellant company took the view that there was no
possibility of distributing dividend in the concerned three accounting
years on account of the past |osses including the |oss of the only asset of
the conpany i.e. agricultural land. It was, therefore, thought prudent to
capitalize the conpensation anount in a capital reserve account and not
fritter it away by distribution of dividend.

For the financial year ending 30.6.1973 the Incone-tax O ficer assessed the
incone as Rs. 3,22,580 and for the financial year ending 30th June, 1974
the total 'income was assessed at Rs.72,130. Since the appellant had not

decl ared ‘any di vidend during the aforesaid accounting years, the Incone-tax
Oficer issued notices to the appel l'ant under section 104 of the Act for
the assessnment years 1974-75 and 1975-76. The appel |l ant contended that,
because of the past accumulated | osses and the smallness of the profit for
the current year paynent of any dividend woul d have been unreasonabl e, and,
therefore, it had decided not to fritter away the noney available inits
hand as conpensation.” The I nconme-tax O ficer, however, disagreed and took
the view that there was sufficient noney in the hands of the appell ant

whi ch coul d and ought to have been decl ared as dividend. He was al so of

vi ew that the appel llant was an investnent conpany and there was substantia
capital available as reflected in the capital reserve of Rs. 7,45,109. He
al so held that such a huge capital reserve was not required by the conpany
for the purpose of any business requirenent. Consequently, the Incone-tax
Oficer held that the appellant was liable to additional income-tax of 50%
of the profit available, which was fixed at Rs.51,210 for the year 1974-75
and Rs. 11,451 for the year 1975-76.

The appeals filed by the appellant before the Appel late Comi ssioner of the
I ncome Tax were rejected by upholding the orders of the Incone-tax O ficer
Further appeals to the Inconme Tax Appellate Tribunal resulted in ful

relief to the appellant as the Tribunal agreed with the contentions of the
appel  ant and held that the provisions of section 104 of the Act could not
be i nvoked by the Inconme-tax Oficer in both the assessnent years.i.e.
1974-75 and 1975-76. At the instance of Revenue a reference was nade under
section 256(1) of the Inconme Tax Act, 1961 to the High Court of the

foll owi ng questions of |aw :

" 1. Whether on the facts, and in the circunstances of the case, the
Tribunal was right in law in holding that the capital gains of Rs. 7,45, 109
could not be considered for purposes of conputing the distributable incone
of the assessee-conpany for the purposes of section 104 of the |Incone Tax
Act, 1961, and

(2) If the answer to the first question is in the negative, whether the
Tri bunal was right in cancelling the orders passed by the Income-Tax
Oficer, u/s 104 of the Act for the two assessnent years 1974-75 and
1975-76 ?"

By a common judgnent dated 25.5.2001 the Hi gh Court answered both the
guesti ons agai nst the assessee and in favour of the Revenue and al so

di sposed of another reference pertaining to assessment year 1976-77, by
taki ng the sane view

Hence, these three appeals.

Section 104 of the Act at the material tine read as under: .
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"S.104. Super-tax on undistributed i ncome of certain conpanies:-

(1) Subj ect to the provisions of sub-section (2) and of Sections 105,
106 and 107, where the Income-tax Oficer is satisfied that in respect of
any previous year the profits and gains distributed as di vidends by any
conpany within the twelve nonths i mmediately follow ng the expiry of that
previous year are |less than the statutory percentage of the distributable
i ncone of the conpany of that previous year, the Income-tax O ficer shal
make an order in witing that the conpany shall, apart fromthe sum
determ ned as payable by it on the basis of the assessnent under Section
143 or Section 144, be liable to pay super-tax at the rate of-

(a) fifty per cent, in the case of an investnent conpany.
(b) thirty-seven per cent, in the case of a trading conmpany, and
(c) twenty-five per cent, in the case of any other conpany.

(2) The I'ncome-tax O ficer shall not nmake an order under sub-section
(1), if he is satisfied-

(i) that, having regard to the | osses incurred by the conpany in earlier
years, or to the smallness of the profits made in the previous year, the
paynment of a dividend or a |larger dividend than that declared within the
peri od of twelve nmonths referred to in sub-section (1), would be

unr easonabl e; or

(ii) that the paynent of a dividend or a |arger dividend than that decl ared
within the period of twelve nonths referred to in sub-section (1) would not
have resulted in a benefit to-the revenue; or

(iii) that at |least seventy- five per cent of the share capital of the
conpany i s throughout the previous year beneficially held by an institution
or fund established in India for-a charitable purpose the income from

di vi dend whereof is exenpt under Section 11."

The statutory percent of dividend distributable, is prescribed at different
rates in the clause (iii) of Section 109 of the Act. The expression 'gross
total income’ is defined in clause (iv) of section 109 as "total income as
conputed in accordance wi th provisions of the Act". Section 2(45) of the
Act defines 'total income’ as the total anmount of income referred to in
Section 5, conputed in the manner laid down in the Act. There is no doubt
that capital gains falling within section 45 of the Act woul d be chargeabl e
to income-tax under the head "capital gains" andin the manner indicated in
the fasciculus of sections 45 to 55A.

The | earned counsel for the appellant urged the follow ng contentions in
support of the appea

(a) That the sale proceeds of agricultural land are totally exenpt fromthe
charge of tax under section 45 of the Act by reason of section 47(viii);
hence, the capital gains accruing as a result of the conpensation paid
could never have forned part of the "total income" of the appellant-
assessee;

(b) That capital gains are not conmercial or business profits, nor are they
income in the true sense of the term although by legislative fiction they
have been included within the scope of ’'incone’ and nade subject to tax;

(c) In any event, the Inconme-tax O ficer cannot act as a super director and

sit in appeal over the business decision taken by the Board of Directors of

the appellant conpany not to distribute dividend during the rel evant

assessment years having regard to the past |osses, the nmeagerness of the

profits made in the relevant years and the necessity to stabilize the
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fi nances of the conpany.

For the Revenue, the | earned counsel joins issue on all the three
contentions and supports the view taken by the H gh Court as fully
justified on principle and precedents.

Dealing with the first contention urged by |earned senior advocate for the
appel lant, it appears to us that both the Revenue authorities and the Hi gh
Court have mssed the thrust of the argunent. The capital gains arose prior
to 1lst day of March, 1970, and, they arose not because of any transfer
voluntarily made by the appell ant-conmpany, but by reason of the conpul sory
acqui sition of agricultural [and belonging to the assessee. Even assum ng
that conpul sory acquisition of land is a transfer of a capital asset within
the neaning of section 45 of the Act, section 47 (viii) specifically
exenpts any transfer of agricultural land in India effected before the 1s’
day of March, 1970 fromthe scope of section 45 of the Act. Thus, the
conpensati on whi ch-becane payable to the appellant as a result of the

acqui sition of its agricultural lland in 1962, was totally exenpt from
section 45. Consequently, it did not amount to 'income’ within the scope of
section 2(24)(vi) as there was no 'capital gain within the nmeaning of
section 45. It-was also not to be included while conputing the total incone
of the appellant as defined in section 2(45) of the Act. Thus, the ampunt
of compensation received by the appellant could not have formed part of the
"gross total incone’” within the nmeaning of clause (iv) of Section 109 of
the Act. Consequently, there was no question of its becom ng part of
"distributable income" as defined in section 109(1). W are hence, of the
view that the appellant nust succeed on-its first contention that the
entire amount of capital gains which accrued as a result of acquisition
(and hence compul sory transfer) of the agricultural |and could not have
been subjected to tax under section 104 of the Act as it was wholly
exenpted fromcapital gains and not part of the 'gross incone’ or the

di stributable income for the purpose of section 104 of the Act.

The High Court rejected the contention of the appell ant-assessee by

enphasi sing that the capital gain was part of assessable inconme of the
assessee, follow ng the view taken by other High Courts as in Cardanpm

Mar ket i ng conmpany (TRAV), Ltd. v. (Conmm ssioner of I|nconme Tax, (1986) 158

| TR 621 and Commi ssioner of Inconme Tax v. South India Corporation Ltd.,
(1990) 183 I TR 361 (Ker). The Hi gh Court was persuaded to hold that if such
| osses as are referred to in clause (d) are deductible fromthe gross tota
incone, there is no scope for entertaining a doubt that capital gains form
part of the gross total incone of the conpany within the nmeaning of section
109 of the Act.

We are afraid that the point has been entirely ni'ssed. I n neither judgnent
of the Kerala High Court relied upon was there advertence as to what woul d
happen if the capital asset transferred was agricultural |and. |n/ Cardanom
case (supra) the only argument urged was that capital gains were not part
of the business profits, and therefore, could not be taken into account in
reckoning the distributable income. This contention was rejected by the
Keral a High Court by pointing out that section 109(i), while defining
"distributable income", specifically takes in and includes the gross tota
i ncome of the conmpany as reduced by, inter alia, |osses under the head
"capital gains" relating to the capital assets, other than short term
capital assets.

On the second contention, as to whether capital gains, not being conercia
profits in the strict sense, could be treated as part of the gross tota

i ncome for the purpose of distribution of dividends, there is apparent

di vergence of opinion anpbngst the Hi gh Courts.

In T v. Gannon Dunkerley and Co. Ltd., (1971) 79 I TR 637 the Bonbay Hi gh

Court was of the view that capital gains are nmade only accidentally and

occasionally and in naki ng such gai ns an assessee cannot be described as

i ndul ging in business activity and comrerce. In inflationary market and/or
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rising market old and worn out capital assets required to be disposed of
nmay on sale fetch better values and yet are required to be replaced by
simlar kinds of capital assets. Under normal circunstances, therefore, the
Hi gh Court found it difficult to accept the subm ssion that according to
the comrercial principles the anbunt received as capital gains are profits
i ntended to be distributed anongst the share-holders. In ordinary

ci rcunst ances, directors of business experience would never distribute
amounts received by way of capital gains. These anmpbunts would ordinarily be
reserved for the purpose of replacenent of the assets sold so as to carry
on the business of the concerned conpany in normal nmanner. For the sane
reason, anount earned as capital gain was considered to be notiona

profits. The availability of these gains in the hands of a conmpany did not
render these gains conmercial profits.

The Calcutta High Court-in G T v. N. Guin and Co. (P) Ltd., (1979) 116 ITR
475, while deciding the case under section 23A of the Incone Tax Act, 1922,
hel d :

"“I'n our view, when a conpany disposes of any of its capital asset and
realises ‘a price higher thanits cost price resulting in a surplus then it
will be for the directors to decide if such surplus would be treated as
part of the profit of the conpany and included in distributable surplus. If
the directors of the conmpany decide to treat the capital gains as part of
the profits of the conpany and the amount is put back in the profit and

| oss account, and thereafter if only a part of such gains is distributed as
di vidend, it would be open to the ITOto go into the question whether a
greater proportion of such gains should have been distributed. This would
be an exceptional case, But where theentire surplus is channelled into
reserves it is not for the ITOto lay down that it should have been treated
as profits.”

In Factors (P) Ltd. v. Conmi ssioner of Income-Tax, Madras, (1975) 98 1TR
105, a case arising under section 23A of the Act of 1922, it was held by
the Madras High Court that whether the capital gain in a particular case is
to be treated as profit available for distribution under section 23A or a
capital return woul d depend on the facts and circunstances of each case. In
certain cases capital gain would be in the nature of return of capita
itself and in those cases they would not be considered for the purpose of
applicability of section 23A. Barring such exceptional cases, it was held
that the Revenue would be justified in considering the amounts received by
way of capital gains as formng part of the profits of an assessee while
exerci sing the powers under section 23 A of the 1922 Act.

In our view, there is really no conflict of opinion anbngst the decisions
of the Hi gh Courts. The consensus appears to be that there cannot be a hard
and fast rule that capital gains ought or ought not to be treated as
commer ci al or business profits on which dividends could be distributed. It
woul d ultimately depend on the facts and circunstances of each case based
upon which the Board of Directors take a comercial decision as to whether
di vi dend shoul d be distributed thereupon or not. In any event, it appears
to us that nothing turns on the second contention as far as the present
appeal s are concer ned.

The third contention urged by the appell ant-assessee is equally form dable.
The High Court in the inpugned judgnent seens to have assuned that the
nonent the Incone-tax Officer is satisfied in respect of any previous year
that the profits and gains distributed as dividends by any conpany wthin
12 months imrediately followi ng the expiry of that previous year are |ess
than the statutory percentage of the distributable incone of the conmpany of
that previous year, an order in terms of section 104 nmust necessarily be
passed. In our view, the jurisdiction of the Incone-tax O ficer under
Section 104 is hedged in by two prerequisite satisfaction on his part.
First, that profits and gains are distributed at | ess than the statutory
per cent age of distributable incone; second, that having regard to the
| osses incurred by the conmpany in earlier years, or due to the small ness of
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the profits nmade in the previous year, the paynent of dividend or a |arger
di vidend than that decl ared would be unreasonabl e. The second satisfaction
in our view, brings in business considerations. As this Court observed in
Conmi ssi oner of Incone-Tax (Central), Calcutta v. Asiatic Textiles Ltd,
(1971) 82 I TR 816, while discussing a case under section 23 A of the 1922
Act, it is not open for the Incone-tax Officer to constitute hinself as a
"super-director’ in this regard

In T v. Bipinchandra Maganlal & Co., (1961) 41 I TR 290 this Court pointed
out that the legislature has deliberately used the expression "snall ness of
profits” and not "smallness of the assessable income" and there is nothing
in the context which would require equation of the expression "profit" wth
"assessabl e incone". Smallness of the profit in section 23A has to be
adjudged in the light of commercial principles and not in the |ight of

total receipts, actual or fictional. It was also pointed out that a conpany
normal Iy distributes dividends out of its business profits and not out its
assessabl e incone. Thereis no definable relation between the assessabl e
inconme .and the profits of a business concern in a comercial sense.

In T v. Gangadhar Banerjee and Co. (1965) 57 ITR 176 this Court, while
dealing with the correspondi ng provision under the 1922 Act, held

"The Incone-tax O ficer, acting under this section is not assessing any
income to tax: that will be assessed in the hands of the sharehol der. He
only does what the /directors should have done. He puts hinself in the place
of the directors. Though the object of the section is to prevent evasion of
tax, the provision nust be worked not fromthe standpoint of the tax

col lector but fromthat of a businessman. The yardstick is that of a
prudent busi nessman.. The reasonabl eness or the unreasonabl eness of the
amount distributed as dividends i's judged by business considerations, such
as the previous |osses, the present profits, the availability of surplus
noney and the reasonable requirenents of the future and sinmilar others. He
must take an overall picture of the financial position of the business".

The words "having regard to" used in the section do not restrict the
consideration only to two matters indicated in the section as it is

i npossible to arrive at a conclusion as to reasonableness by considering
only the two matters nentioned isolated fromother relevant factors. It is
nei t her possible nor advisable to lay down any decisive tests for the

gui dance of the Incone-Tax O ficer. The satisfaction depends upon the facts
of each case. The only guidance is his capacity to put hinmself in the
position of a prudent businessman or the director of a conpany and his
synpat hetic and objective approach to the difficult problemthat arises in
each case. The question which the Incone-tax Officer was to ask hinsel f
was: Wiether the Board of Directors of the appellant conpany, in-deciding
to transfer to capital reserve the entire amunt of the, awarded
conpensati on and not distributing dividends therefrom had acted

unr easonably or as unreasonabl e busi nessman? Taken agai nst the background
of the accumul ated | osses of the conpany over several financial years,
together with the loss of the only asset of the conpany, we are of the view
that there was nothing unreasonable in the decision of the Board of
Directors not to. distribute dividends fromthe conpensati on awarded but to
capitalize it in a reserve account. In our judgment, the second statutorily
requi red satisfaction could not have been arrived at by the Inconme-tax
Oficer so as to exercise jurisdiction under Section 104 of the Act. The
third contention al so succeeds.

In the result, we set aside the judgment of the Hi gh Court and uphold the
order of the Incone Tax Appellate Tribunal for the years 1974-75, 1975-76
and 1976-77 and answer the questions raised in favour of the assessee and
agai nst the Revenue. There shall be no order as to costs.
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