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ACT:

I ndi an I ncome-t ax Act (11 of 1922) S. 34(1) (a)
Crcunstances for  initiating proceedings under s. 34(1)
(a)-1f open to challenge in a Court of |aw

HEADNOTE

The assessee paid comrission toA, one of its | selling
agents, and clainmed that ampbunt as a revenue outgoing in the
conputation of its profits for that year. The | ncone-tax
Oficer mde the order of assessnment w thout expressly
referring to the said deduction but proceeding on the / basis
that it was a permi ssible deduction. Later, the  Incone-tax
Oficer issued notices under s. 34(1)(a) of the I|ncone-tax
Act, 1922 stating that he had "reason to believe that" the
incone of the assessee had escaped assessment and was under -
assessed. He sent a questionnaire to the assessee. Si nce
the assessee , did not reply to the questionnaire, the
i ncome-tax officer informed the assessee, that he presuned
that no correspondence with A existed that no service was
render ed by A and the paynents made wer e wi t hout
justification. The assessee filed petitions under Arts. 226
and 227 of the Constitution for restraining the  I|ncone-tax
Oficer from taking any action on the notices. The
assessee’'s case was that it had placed all the  materia
facts before the inconme-tax officer that the |Inconme-tax
Oficer had exanmined those facts before maki ng t he
assessnents, and that the Incone-tax officer had added back
the conmission paid to another selling agent to the profits
of the assessee, but took no objection to the conm ssion
paid to A. The High Court dism ssed the petition. Al 'l owi ng
the assessee’s appeal, this Court

HELD : The proceedi ngs taken under s. 34(1) (a) nust be
guashed. Two conditions nust be satisfied in order to
confer jurisdiction on the Income-tax Officer to issue the
notice wunder s. 34 of the Act in respect of assessnents
beyond the period of four years, but within a period of
ei ght years, fromthe end of the relevant year, viz. (i) the
I ncome-tax O ficer nust have reason to believe that incone,
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profits or gains chargeable to incone-tax had been under-
assessed, and (ii) he nust have reason to believe that such
"under - assessnment” had occurred by reason of either (a)
omi ssion or failure on the part of the assessee to make a
return of his incone under s. 22 or (b) omission or failure
on the part of the assessee to disclose fully and truly al

the material facts necessary for his assessnent for that
year. Both these conditions are conditions precedent to be
satisfied bef ore t he | ncome-t ax Oficer acquires
jurisdiction to issue a notice under the section. |If there
are in fact sone reasonable grounds for the |Incone-tax
Oficer to believe that there had been any nondi scl osure as
regards any fact, which could have a material bearing on the
guestion of under-assessnent, that would be sufficient to
give jurisdiction to the Incone-tax Officer to issue the
notice wunder s. 34. \Wether these grounds are adequate or

not is not a matter for the Court to investigate. In other
words, ~the sufficiency of the grounds which induced the
I ncome-tax Officerto act is not a justiciable issue. It

is of course open for the assessee to contend that the
Income-tax. Officer did not hold the belief that there had
been such non-disclosure. |In-other words, the existence of
267

the belief can be challenged by the assessee, but not the
sufficiency of the 'reasons for the belief.  The expression
"reason to believe" in s. 34 does not nean purely subjective

satisfaction on the part of the Incone-tax  Oficer. The
belief nust be heldin good faith-, it cannot be nerely a
pr et ence. It is open to the court to exam ne whether the

reasons for the belief have a rational connection or a
rel evant bearing to the formation of the belief and are not
extraneous or irrelevant to the purpose of the section. To
this limted extent, the action of the Income-tax Oificer is
starting proceedings under s. 34 of the Act is open to
challenge in a court of law [273 E-H, 274 A-C]

Cal cutta Di scount Conpany Ltd. ~v. Incone-tax Oficer

Conpani es Dist. 1 and another; ([1961] 2 S.C. R 241; S
Nai | ayanappa and Os. v. Conmissioner of I'ncone-t ax
Bangal ore, 63 |1.T.R 219; Kantamani Venkata Narayana and
Sons v. First Addl. Income-tax Officer, Rajahnundry; 63

. T.R 638, followed.

In the present case, the assessee in its wit-petitions  had
repudi ated the assertion of the Income-tax O ficer that he
had reason to believe, that due to the om ssion or~ failure
he part of the conpany to give material facts, ~ sone

i ncome had escaped assessnent. Under those circunstances
the officer who issued the notices under s. 34(1) (a) was
expected to file an affidavit setting out the circunstances
under which he fornmed the necessary belief. That officer
had not filed any affidavit in these proceedings. The
proceedi ngs recorded by himbefore issuing the notices had
not been produced nor his report to the Comm ssioner and
even the Comm ssioner’s sanction had not been produced.
Hence it was not possible to hold that the Incone-tax
O ficer had any reason to formthe belief in question or the
reasons before himwere relevant for the purpose. [274 D F]

JUDGVENT:

ClVIL APPELLATE JURISDI CTION: Civil Appeals Nos. 2419 to
2421 and 2423 to 2425 of 1966.

Appeal s by special |eave fromthe judgnent and order dated
February 22, 1966 of the Bonbay H gh Court, Nagpur Bench in
Special Civil Applications Nos. 140 to 142 of 1962.

on
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A K. Sen, G L. Sanghi, Rameshwar Nath, for the appellant
(in all the appeals).

S. C. Manchanda, S. K. Aiyar and R N Sachthey, for the
respondent (in all the appeals).

The Judgrment of the Court was delivered by

Hegde, J. In these appeals by special |eave, the only ques-
tion of law that arises for decision is whether the
respondent was conpetent to initiate proceedings under S. 34
of the Indian Incone Tax Act, 1922 (which will hereinafter
be refer-red to as the Act).

The respondent initiated proceedings under S. 34 of the Act
agai nst the appellant by issuing notices under that section
on Decenber 26, 1960 in respect of the assessnent years
1953-54, 1954-55 and 1955-56. The appellant chall enged the
validity of

268

those proceedings by means of a wit petitions under Art.
226 and 227 of the Constitution in the Hgh Court of
Judi cature at Bonbay (Nagpur Bench) . Those petitions were
sunmmarily di sm ssed. The appellant thereafter appealed to
this Court after obtaining special l'eave from this Court.
This Court allowed those appeals on April 8, 1965 holding
t hat the Hgh Court was not justified in sunmarily
dismssing the wit petitions as the allegations made
therein nerited examnation. Thereafter the H gh Court
issued rule nisi in those petitions. The respondent opposed
those petitions. After hearing the parties, the Hi gh Court
again disnissed those wit petitions.  Hence these appeals.
The facts of the case material for deciding these appeals
have been set out in detail inthis Court”s order dated
April 8, 1965. We shall briefly refer to them

The above appeals relate to proceedi ngs under S. 34 of the
Act in respect of three assessnent periods. It would be
sufficient if we set out the facts relating to t he
assessment year 1953-54. Thereis no dispute that if the
proceedings relating to that year are held to be invalid,
simlar wuld be the position regarding the proceedings
relating to the other two assessnent periods. On the / other
hand, if they- are held to be valid, the sane woul d be true
in respect of the other assessment periods.

The appellant, Madhya Pradesh | ndustries Ltd. (hereinafter
referred to as the conpany), is engaged in the business of
m ning , manganese ore. On March 18, 1952, the _conpany
appointed Ms. J. K Aloys Ltd. (hereinafter called
"Alloys’) as its selling agents. In the account year
relating to the assessnment year 1953-54, the conpany paid as
conmission, Rs. 1,13,052/8/9 to the selling agents and
claimed that anmpunt as a revenue outgoing in the conputation
of its profits for that year. The Inconme-tax Oficer / made
the order of assessnment w thout expressly referring to the
sai d deduction but proceeding on the basis that it <is a per-
m ssi bl e deduction. On December 26, 1960, the |ncone-tax
Oficer issued a notice to the conmpany in exercise of his
powers wunder s. 34 of the Act reciting therein that  he
having "reason to believe that" the incone of the conpany
assessable to income-tax for the assessnent year 1953-54 had
(a) escaped assessnment and (b) under-assessed, he proposes
to reassess the incone that had escaped assessnent or had
been under-assessed. He called upon the conmpany to deliver
a return of the total income of the conpany assessable for
the said assessnent year 1953-54. In response to a letter
sent by the conpany, the Incone-tax Oficer infornmed the
conpany that the notice issued by himwas under s. 34 (1)
(a). Thereafter there was some correspondence between the
I ncome-tax O ficer and the conpany. The |ncone-tax
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Oficer required the conpany to give him the information
called for in the questionnaire issued by him The conpany
did not send any reply to the said questionnaire. On
December 21, 1961, the Income-tax Oficer inforned the
conpany that since the questions asked were not replied to,
he presunmed that no correspondence with Al loys existed and
the paynent of commission had been nmde without any
justification, Alloys having rendered no service as selling
agents.

On April 2, 1962, the conpany noved the H gh Court of
Judi cature of Bombay (Nagpur Bench) praying for the issue of
a wit of certiorari under Art. 226 of the Constitution or
an appropriate direction or order under Art. 227 of the
Constitution calling for the record of the case and for the
issue of wits in the nature of Prohibition or Mndanus
restraining the Incone-tax Officer fromtaking any action or
proceeding in enforcenment or inplenentation of the notice
dated 'December 26, 1960. The " petition, as nmenti oned
earlier, was rejected in limni.

In the wit petition, the plea taken by the conpany was that
in issuing the notice under s. 34(1) (a) of the Act, the
Income-tax O ficer acted without jurisdiction and for a
col ourabl e purpose. Its case as set . out in the wit
petition is as fol lows

In its return the conpany disclosed for the year ending
March 31, 1953 Rs. 15,70,587/- as -its total profits
according to its books of account.” I'n the statenent under
s. 38 (3) of the Act filed with the return, the conpany
di sclosed that it had paid Rs. 1,13,052/8/ 9 as "comm ssion

sales" "on different dates" by cheques to Alloys and Rs.
6,091/4/- to J. S. WIllians on October 4, 1952 by cheque as
conmi ssion on sales. In the profit and | oss account of the

conpany filed with the return, the anount of Rs.
29,76, 067/ 10/ 8 was di sclosed as received by "sales | ess com
m ssion”. On Decenber 7, 1953, R K Cupta, a Director of
the conmpany nmade a statenent before the Incone-tax, Oficer
stating that the comission was paid to WIllianme on the
sal es accounted for during the year ended March 31, 1953 and
that the sane should be allowed as  deduction and that
"simlar was the case with the comm ssion payable to J. K
Alloys Ltd., which had al ready been paid subsequently.” On
February 21, 1954, the Incone-tax Oficer called upon the
conpany to produce anpngst other docunments, certificates
showi ng whet her any receipt included in the.income, profits
or gains had been credited or transferred to any  assets,
capital account, or any other liability account, a simlar
certificate regarding any credit for inportant expenses
claimed under the head "profit and loss A/c", ~a list of
buyers with full addresses along with quantity, number and
net proceeds of export business as well as Indian'sales, a
statement setting out full details of wvarious itens of
i ndi rect expenses debited to profit

270

and |oss account and a statenent of expenses grouped and
sorted out under the heads, wages, salary and ot her
enol unent s. On June 21, 1954, the conpany filed the
certificates and the statenments demanded together with the
statenment showi ng that out of the sale proceeds, comm ssion
paid to Alloys and J. S. WIlianms was deducted. In the
course, of the assessnent proceedings, R S. Agarwal, a
representative of the conpany appeared before the Incone-tax
Oficer and agreed that the conmission "debited as paid to
WIlliams may be added back’ and about Alloys he said that
the comm ssion "had already been paid". Thereafter on
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February 14, 1955, the assessment of the conpany was com
pleted by the Incone-tax Oficer. The Incone-tax O ficer
rejected the commission said to have been paid to WIIlians
and added back that anmount to the gross profits of the
conpany. He took no objection to the comm ssion paid to the
Al | oys.
The case pl eaded by the conmpany in the wit petition is that
it had placed before the Income-tax Officer all the nateria
facts; the Incone-tax Oficer before nmaking the assessnent
had examined those facts and was satisfied wth t he
expl anati on given by the conpany. The conpany denied that
the Income-tax Oficer had any reason to believe that by
reason of the om ssion or failure on the part of the conpany
to disclose fully "and truly all material facts necessary
for his assessnent for the year in question incone, profits
or gains chargeable to incone-tax have escaped assessnent
for that year or have been under-assessed. The conpany dis-
puted that the Income-tax O ficer had any reason before him
to have the required belief. It also denied the fact that
it had ‘omtted or failed to disclose fully and truly al
material facts necessary for the assessnment in question or
that any incone, profits, or gains chargeable to income-tax
have escaped assessment in that year
Section 34(1) of the Act as at the relevant
time read
(a) The I ncome-tax O ficer has reason to
believe that by Mason of the omnission or
failure on the part of ‘an assessee to make a
return of his incone under section 22 for any
year or ~to disclose fully and truly ai
material facts necessary for his assessnent
for that year, incone, profits or gai ns
chargeable to i ncone-t ax have escaped
assessnment for that year, or have been under-
assessed, or assessed at too lowa rate, or
have been made the subject of excessive relief
under the Act, (or excessi ve l'oss or
depreci ation all owance has been conputed, or
(b) notw t hstandi ng ~that there has been no
om ssion or failure as mentioned in clause (a)
on the part
271
of the assessee, the Inconme-tax O ficer has in
consequence of infornmation in his ’'possession
reason to believe that incone, profits or
gai ns chargeabl e to i ncome-tax have been under
assessed or assessed at too low a rate, or
have been nade the subject of excessive relief
under this Act, or that excessive |o0ss or
depreci ation all owance has been conputed.
he may in cases falling under clause (-a) at any tinme within
eight years and in cases falling under clause (b) ‘at any
time within four years of the end of that year, serve on the
assessee, or, it the assessee is a conpany, on the principal
officer, thereof, a notice containing all or any of the
requirenents which may be included in a notice under sub-
section (2) of section 22 and nmay proceed to assess or re-
assess such inconme, profits or ,gains or reconmpute the |oss
or depreciation allowance; and the provisions of this Act
shall, so far as may be, apply accordingly as if the notice
were a notice issued under that subsection
Provi ded that -
(1) the Incone-tax O ficer shall not issue a
noti ce wunder this sub-section, unless he has
recorded his reasons for doing so and the
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Commi ssioner is satisfied on such reasons
recorded that it is a fit case for the issue
of such notice;

(ii) the tax shall be chargeable at the rate
at which it would have been charged had the

i ncome, profits or gai ns not escaped
assessment or full assessnent, as the case nmay
be; and

(iii) where the assessnent made or to be nmde
is an assessnent nade or to be nade on a
person deemed to be the agent of a non-
resi dent person under section 43, this sub-
section shall have effect as if for the
peri ods of eight years and four years a period
of one year was substituted.

Expl anati on. - Production before the Income-tax Oficer of

account - books or other evidence fromwhich material facts

could with due diligence have been di scovered by the Income-

tax Oficer will not necessarily anount to disclosure within
the neaning of this, section.”

272

In Calcutta Discount Conmpany Ltd. v. Incone-Tax Oficer
Conpani es Dist. 1 and another(1), this Court ruled that

before an Incone-tax O ficer could issue a notice under s.
34 (1) (a) of the Act, two conditions nust co-exist, nanely,
that he nust have reason to believe (1) that incone, profits
or gains had been under-assessed and (2) that such under-
assessment was due to non-disclosure of material facts by
the assessee. It was observed therein that where, however,
the Income-tax Oficer has prima facie reasonable grounds
for believing that there has been a nondisclosure of a
primary material fact, that by itself gives him the
jurisdiction to issue a notice unders. 34 of the 'Act and
the adequacy or otherw se of the grounds of such belief is
not open to investigation by the court. It is for the
assessee who wants to challenge such jurisdiction to
establish that the Income-tax O ficer had no material for
such belief. Speaking for the nmjority Das Qupta J.
observed therein
"To confer jurisdiction under this section to
i ssue notice in respect of assessments beyond
the period of four years, but within a period
of eight years, fromthe end of the relevant
year two conditions have therefore to - be
sati sfied. The first is that the  income-tax
Oficer nust have reason to believe that
i ncome, profits or gains chargeableto income-
tax have ’'been under-assessed. The second is
that he nust have al so reason to believe /that
such "under-assessnent" has occurred by reason
of either (i) omi ssion or failure on‘the part
of an assessee to nmake a return of his ' income
under s. 22, or (ii) omssion or failure on
the part of an assessee to disclose fully —and
truly all material facts necessary for -his
assessment for that year. Bot h t hese
conditions are conditions precedent to be
satisfied before the Income-tax O ficer could
have jurisdiction to issue a notice for the
assessment or re-assessnment beyond the period
of four years but within the period of eight
years, fromthe end of the year in question.”
Proceedi ng further the | earned judge observed
"The position therefore is that if there were
in fact some reasonable grounds for thinking
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that there had been any non-disclosure as,
regards any primary fact, which could have a
material bearing on the question of 'under-
assessnment’ that would be sufficient to give
jurisdiction to the Income-tax Oficer to
i ssue the notices under s. 34. \Wether these
grounds were adequate or not for arriving at
the concl usion that there was a non-discl osure
of material facts would not be open for-the
(1) [1961] 2 S.C.R 241
273
court’s investigation. |In other words, al
t hat is ‘necessary to give this speci a
jurisdiction is that the Incone-tax Oficer
had when he assunmed ' jurisdiction some prina
facie grounds for thinking that there had been
some-non-di scl osure of material facts".
Shah J.  (one of us) in his dissenting judgnent has observed
that the expression "has reason to believe" in S 34(1) (a)
of the ‘Indian Inconme Tax Act does not nmean a purely
subj ective satisfaction of the Incone-tax Oficer but
predi cates the exi stence of reasons on which such belief has
to be founded. That belief, therefore cannot be founded on
mere suspicion and nust be based on  evidence and any
guestion as to the adequacy of such evidence is wholly
imuaterial at that stage. He further observed that where
the exi stence of reasonable belief that there had been under
assessment due to non-discl osure by the assessee, which is a
condition precedent ‘to exercise of the power under s.
34(1)(a) is asserted by the assessing authority and the
record prinma facie supports its existence, any enquiry as to
whet her the authority could reasonably hold the belief that
the under-assessnment was due to non-disclosure by the
assessee of material facts necessary for the assessnent
nmust, be barred.
In S. Narayanappa and ors. v. Commi'ssioner of Incone Tax,
Bangal ore(1), this Court held that two conditions. nust be
satisfied in order to confer jurisdiction on the
I ncome-tax Officer to issue the notice under s. 34 of the
Act in respect of assessnents beyond the period of four
years, but within a period of eight years, fromthe end of
the relevant year, viz. (i) the Inconme-tax Oficer must have
reason to believe that incone, profits or gains chargeable
to inconme-tax had been under-assessed and (ii) he nust have
reason to believe that such "under-assessment” had occurred
by reason of either (a) omission or failure onthe part
of the assessee to nake a return of his income under S. 22
or (b) omission or failure on the part of the assessee to
disclose fully and truly all the material facts necessary
for his assessnment for that year. Both these conditions are
conditions precedent to be satisfied before the Incone-tax
Oficer acquires jurisdiction to issue a notice under the
secti on. If there are in fact some reasonabl e grounds for
the Income-tax Oficer to believe that there had been any
non-di sclosure as regards any fact, which could have a
material bearing on the question of under-assessnent, that
would be sufficient to give jurisdiction to the Incone-tax

Oficer to issue the notice under S.  34. Whet her these
grounds are adequate or not is not a matter for the Court to
investigate. |In other words, the sufficiency of the grounds
which induced the Incone-tax Oficer to Act is not a
justiciable issue. It is of course open for the assessee
(1) 63, I.T.E., 219
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to contend that the Income-tax Oficer did not hold the
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belief that there had been such nondi scl osure. In"  other
words, the existence of the belief can be challenged by the
assessee but not sufficiency of the reasons for the belief.
Therein it was observed that the expression "reason to
bel i eve" in S. 34 does not nean purely subj ecti ve
satisfaction on the part of the Incone-tax Oficer. The
belief nust be held in good faith : it cannot be nerely a
pr et ence. It is open to the court to exam ne whether the
reasons for the belief have a rational connection or a
rel evant bearing to the formation of the belief and are not
extraneous or irrelevant to the, purpose of the section. To
this limted extent. the action of the Income-tax Oficer in
starting proceedings under s. 34 of the Act is open to
chall enge in a court of |aw

The same view was again expressed by this Court in
Karitamani Venkata ~Narayana and Sons v. First Additiona
I ncome- Tax O ficer, Rajahnundry (1).

In these cases, the conpany in its wit petitions had
repudi ated the assertion of the Income-tax O ficer that he
had reason to believe that due to the omission or failure on
the part of the conpany to give nmaterial facts, sone incone
had escaped assessnent. ~ Under those circunstances one woul d
have expected the of ficer who issued the notices under s.
34(1) (a) to file an affidavit setting out the circunstances
under which he forned the necessary belief. W were told
that one M. Pandey had issued the notices in question.
That officer had not filed any affidavit in these pro-
ceedi ngs. The proceedi ngs recorded by him before issuing
the notices have not been produced nor his report to the
Conmi ssi oner or even the Conm ssioner’s sanction has not
been produced. Hence it is not possible to hold ‘that the
Income-tax O ficer had any reason to form the belief in
guestion or the reasons before himwere relevant for the

pur pose. We have no basis before us “to hold that the
Income-tax O ficer had jurisdiction to issue, the inpugned
noti ces. Hence the proceedings taken by him have to be
guashed.

For the reasons nentioned above, we allow these appeal s, set
aside the order of the Hi gh Court and quash the proceedi ng$
taken under S. 34 (1) (a) of the Act. The respondent shal
pay the costs of these appeal s-hearing fee one set.

Y. P. Appeal —al I owed.

(1) 63, I.T.R 638.

275




