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ACT:

Indian Inconme-tax Act, 1922 (11 of 1922), s. =~ 23A-Dividend-
Di stribution-Burden of show ng whether |ow Circunstances to
be consi dered--"Smal | ness of profit"-Meaning of-"Accounting
profits" and "assessable profits"”, distinction between.

HEADNOTE:

As the dividend declared to (be distributed by the
respondent conpany at its General Body Meeting was bel ow 60
per cent of the profits available for distribution, the
I ncome-Tax O ficer, wth the previous approval ~of the
I nspecting Assistant Commi ssioner, passed an order under _s.
23-A of the Incone-Tax Act directing that a certain higher
amount shall be deened to have been distributed as dividends
as on the date of the annual general neeting of the Conpany.
He found that, having regard to the profits earned in the
earlier years and the capital and taxation reserves, payment

of larger dividend would not be unreasonable. This was
affirmed, on assessees appeals by the Appellate Assistant
Conmi ssioner, and the Incone-tax Appellate Tribunal. The

Tri bunal referred the question to the Hi gh Court under sec.
66(1) of the Act, which concluded that having regard to the
smal lness of the profits, the order of the Incone-tax
Oficer was not justified and answered the question in the

assessee’s favour. In appeal by certificate.
HELD: Section 23A of the Incone-tax Act is in the nature
of a penal provision. In the circunstances nentioned

therein, the entire undistributed portion of the assessable
income of the conmpany is deemed to be distributed as
di vi dends. Therefore, the Revenue has strictly to conply
with the conditions laid down thereunder. The burden
therefore, was upon the Revenue to prove that the conditions
laid down thereunder were satisfied, before the order was
made.

Thomas Fattorini (Lancashire) Ltd. v. Inland Revenue Commi s-
sion L.R [1942] A C. 643 applied.
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In the present case the Revenue failed to discharge the said
burden: indeed, the facts established stanp the order of the
I ncome-tax O ficer as unreasonable.. [446F, G

Though the object of the section is to prevent evasion of
tax, the provision nmust be worked not fromthe stand Point

of the tax collector but fromthat of a businessman. The
reasonabl eness or the unreasonableness of the anount
di stributed as di vi dends is j udged by busi ness
consi derations, such as the previous |osses, the present
profits, the availability of surplus nopney and t he

reasonable requirements of the future and simlar others.
It is neither possible nor advisable to lay down any
decisive tests for the guidance of the Inconme-tax Oficer
It depends upon the facts of each case. The only guidance
is his capacity to put himself in the position of a prudent
busi nessnan. It is difficult to say that the |I|ncone-tax
O ficer cannot take into consideration any circunstances
other than | osses and smallness of profits. This argument
i gnores the expression "having regard to" that precedes

the said words in's. 23A of the Act. [444B-E]

440

Commi ssi oner of Income-tax v. WIlianmson Di anond Ltd. L.R
[1958] A.C. 41, applied.

Sir Kasturchand Ltd. v. Commi ssioner of |Income-tax, Bonbay
Cty, (1949) 17 |.T.R 493, referred to.

The words "smallness of profit" in s. 23A of the Act refer
to actual accounting profits in -conparison wth t he
assessabl e profits of the vyear. The two concepts
"accounting profits™ and "assessable profits" are distinct.
In arriving at the assessable profits the Income-tax Oficer
nay di sall ow many expenses actually -incurred by the
assessee; and in conputing his income he may include nany
items on notional basis. But the commercial or accounting
profits are the actual profits  earned by an assessee
cal cul ated on comercial principles. [445F-H.]

Conmi ssioner of Incone-tax, Bombay City v. Bipinchandra
Maganl al and Co. Ltd. (1961)41 I.T.R 296, followed.

In a case where an |Inconme-tax O ficer takes action under s.
23A of the Act before the tax for the relevant ~period is
assessed, only the estinmated tax can be deducted; but, there
is no reason why, when the tax had already been assessed
bef ore he takes action under this section. the estimted tax
and not the real tax shall be deducted therefrom [445H
4468B]

There is no provision in the Income-tax Act-which nakes the
Bal ance Sheet final for the purpose of s. 23A of the Act or
even for the assessment. It no doubt affords.a prima facie
proof of the financial position of the company on the  date
when the dividend was declared. But nothing prevents the
parties in a suitable case to establish by cogent evidence
that certain items were, either by nistake or by design
inflated or deflated or that there were sonme omnissions.
[ 446B- D]

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeal No. 807 of 1963.
Appeal fromthe judgnent and order dated Septenber 4, 1961
of the Calcutta H gh Court Income-tax Reference No. 85 of
1956.

C. K. Daphtary, Attorney CGeneral, R Ganapathy |lyer and

R. N. Sacht hey, for the appellant.

A V. Viswanatha Sastri and S. C.  Mzundar, for the
respondent .
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The Judgrment of the Court was delivered by

Subba Rao, J. This appeal by certificate raises the question
of the construction of the provisions of s. 23A of the
Indian Incometax Act, 1922, hereinafter called the Act,
before it was anended by the Finance Act, 1955.

The relevant and undisputed facts may be briefly stated.
Messrs. Gungadhar Banerjee & Co. (Private) Ltd., the
respondent herein, is a private |imted conpany. At the
CGeneral Body Meeting of the Conpany held on Decenber 6,
1948, the Directors declared a dividend at the rate of 5 1/2
per cent. per share. The said distribution of dividends
related to the accounting year 1947-48 which ended on Apri
13, 1948. According to the bal ance-sheet of the Conpany for
that year the net profit for the said year was Rs.
1,28,112/7/5. The taxation reserve was Rs. 56, 000. The
profit

441

left was Rs. 72,000. The Directors declared a dividend at
the rate of 51 per cent. per share thus nmaking a tota
di stribution of Rs. 44,000. On that basis the profit that
was available for further distribution was Rs. 28,000.
Though under the bal ance-sheet the estinmated tax was Rs.
66, 000, the tax assessed for the year was Rs. 79, 400. | f
the difference between the tax assessed and the estinmated
tax was al so deducted fromthe profits, there would only be
a sum of Rs. 4,000 that would rermain as undistributed

profits.

The Income-tax Officer assessed thetotal income of the
assessee for the 'year 1948-49 at Rs. 2,66, 766. After
deducting the tax payable under the two heads, nanely, |.T.

of Rs. 81,517/13/0 and C.T. of Rs. 33,345/12/0, he held that
a sumof Rs. 1,51,902/7/0 was available for distribution to
the sharehol ders as dividends. As the anpunt distributed by
the Conpany was bel ow 60 per cent. of the profits available
for distribution, the Income-tax Oficer, with the previous
approval of the Inspecting Assistant Comm ssioner of Income-
tax, passed an order under s. 23-A of the Act directing that
the ampunt of Rs 1,07,902 (i.e., Rs. 1,51,902 mnus Rs.
44, 000= Rs. 1,07,902) shall be deemed to -have been
distributed as dividends as on the date of the annua
general neeting of the Conpany. He found that, having
regard to the profits earned in the earlier years and the
capital and taxation reserves, paynent of larger dividends
woul d not be unreasonabl e.

The assessee preferred an appeal to the Appellate Assistant
Conmi ssi oner against the order nmade by the |ncone-tax
Oficer under s. 23A of the Act. By the time the appea
cane to be disposed of, in an appeal against the order of
assessment the assessed incone was reduced by a sum of ' Rs.
80, 926. Not wi t hst andi ng the said deduction, as the anount
of Rs. 44,000 distributed by the Conpany was | ess -than 60
per cent. of the balance of Rs. 1,64,440 arrived at on the
basis of the revised calculation, the Appellate Assistant
Conmi ssi oner held that an action under s. 23A of the Act was
justified. He further held that the assesee incurred  no
| osses in the previous years, that in alnost all the past
assessments the assessee showed substantial profits, that
the profits disclosed in the year of account were not snal
and that, therefore, the direction to pay a higher dividend
was not unreasonabl e.

On a further appeal, the Incone-tax Appellate Tribunal held
that the anount of profits should be judged only from the
bal ancesheet and that judged by the figures given thereunder
a dividend to the extent of Rs. 64,000 being 60 per cent. of
the assessed profits |less income-tax. could be distributed
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and that such distribution was not unreasonabl e.
The Tribunal referred the follow ng question under s. 66(1)
of the Act for the decision of the High Court of Calcutta:
"Whet her on the facts and in the circunstances
of the <case any larger dividend than that
declared by the conpany could reasonably be
di stributed within the neaning
442
of Section 23A of the Indian Incone-tax Act
and the application of Section 23A of the
Indian Incone-tax Act was in accordance with
[ aw. "
The High Court held that the Tribunal went wong in taking
into consideration the past profits instead of the past
| osses, the taxation reserves w thout considering the past
liabilities for taxation, and the profits for the year in
guestion disclosedin the bal ance-sheet, ignoring the actua

tax assessed for that year. It cane to the conclusion that,
having regard to the small ness of the profits, the order of
the I ncone-tax Officer was not justified. 1In the result, it

answered —both parts of the question referred to it in the
negative. Hence the appeal
Learned Attorney-Ceneral, appearing for the Revenue, con-
tended that the balance-sheet of a company on the basis of
which dividends were declared was final and the profits
di scl osed thereunder’ would be the correct  basis for the
Income-tax O ficer acting under s. 23A of the Act; and, as
the bal ance-sheet ' of the conmpany for the ‘relevant year
showed a sumof Rs. 1,05,950 as "capital reserve brought
forward", a sumof Rs. 5,73,161 as taxation reserve, and a
sum of Rs. 56,000 as estimated tax, the Inconme-tax O ficer
rightly held that the financial condition of the Conmpany was
sufficiently sound to warrant an order under s. 23A of the
Act . Alternatively he contended that if the respondent
could be permitted to go behind the balance-sheet to
ascertain the real profit, the Departnment should also be
i kewi se all owed to go behind the bal ance-sheet to show t hat
the comercial profit was larger and the reserves’ were in
excess of the past liabilities and that in that" event to
remand the case for ascertaining the true state of facts.
M. A V. Viswanatha Sastri, appearing for the assessee-Com
pany, contended that the burden lies on the Revenue to
establish that the dividend declared was not a reasonable
one and that in the present case it had not discharged that
bur den. Idle further argued that for ~the purpose of
“"testing the smallness of the profit" the Incone-tax O ficer
had to take into considerati on not the assessabl el ncone but
the comrercial profit of the Conmpany and that in the present
case, having regard to the commercial profit, a declaration
of a higher dividend woul d be unreasonable. He ~ pl eaded
that, should this Court hold that the Incone-tax- Oficer
could establish that the reserves were nore than the
liabilities, the assessee should also be pernitted to prove
what were its real, comrercial profits and that the reserves
were far less than the demands.
The contentions of |earned counsel turn upon the provisions
of s. 23A of the Act, before it was anended by the
Fi nance Act of 1955. The material part of that section
reads:

"(1) Where the Income-tax Oficer is satisfied

that in respect of any previous year the

profits and gains distributed as dividends by

any conpany up to the end of the

443

sixth month after its accounts for t hat
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previous year are laid before the conmpany in
general neeting are less than sixty per cent
of the assessable income of the conpany of
that previous year, as reduced by the anount
of incometax and super-tax payable by the
conpany in respect thereof he shall, unless he
is satisfied that having regard to |osses
incurred by the conpany in earlier years or to
the small ness of the profit made, the paynent
of a dividend or a larger dividend than that
decl ared woul d be unreasonable, make with the
previ ous approval of the Inspecting Assistant
Conmi ssioner _an order in witing that the un-
distributed portion of the assessable incone
of the _conmpany of that previous year as
conputed for income-tax purposes and reduced
by the anount of incone-tax and super-tax
payabl e~ by the company in respect thereof
shal |~ be deenmed to have been distributed as
di vi dends anobngst the sharehol ders as at the
date of the general neeting aforesaid, and
t hereupon ~the proportionate share thereof of
each sharehol'der shall be included in the
total ~ income of such shareholder for the
pur pose of assessing his total incone."
The section is in three parts: the first part defines the
scope of the jurisdiction of the Income-tax O ficer to act
under s. 23A of the Act; the second part provides for the
exercise of the jurisdiction “in the manner. prescribed
thereunder-, and the third part provides for the assessnent
of the statutory dividends-in the hands® of the share.-
hol ders. Thi s section was i ntroduced to prevent
exploitation of juristic personality of a private conpany by
the nenbers thereof for the purpose of evading higher
taxation. To act under this, section the Income-tax Oificer
has to be satisfied that the dividends distributed by the
Conpany during the prescribed period are loss than the
statutory percentage, i.e., 60 per cent., of the assessable
i ncome of the Conmpany of the previous year |ess the anount
of Income-tax and super-tax payable by the Conpany in

respect thereof. Unless thereis a deficiency in the
statutory percentage, the Inconme-tax Officer has no
jurisdiction to take further action thereunder. If that

condition is conplied with, he shall make an order decl aring
that the undistributed portion of the assessabl e incone |ess
the said taxes shall be deened to have been distributed as
di vi dends anongst the sharehol ders. But before doing so, a
duty is cast on himto satisfy hinself that, having regard
to the losses incurred by the conpany in earlier. years or

“"the snallness of the profit nade," the paynent /'of a
dividend or a larger dividend than that declared “would be
reasonabl e. The argurment mainly centered on this part of
the section. Wuld the satisfaction of the Incone-tax

O ficer depend only on the two circunstances, nanely, losses
and smallness of profit? Can he take into consideration
other relevant circunstances? Wat does the expression
"profit" nmean? Does it mean only the assessable incone or
does it mean conmercial or

444

accounting profits? |If the scope of the section is properly
appreciated the answer to the said questions would be
apparent. The Inconmetax O ficer, acting under this section

is not assessing any inconme to tax: that will be assessed in
the hands of the shareholders. He only does what the
directors should have done. He puts hinmself in the place of
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the directors. Though the object of the sectionis to pre-
vent evasion of tax, the provision nmust be worked not from
the standpoint of the tax collector but from that of a
busi nessnan. The yardstick is that of a  prudent
busi nessman. The reasonabl eness or the unreasonabl eness of
the ampunt distributed as dividends is judged by business
consi derations, such as the previous |osses, the present
profits, the availability of surplus noney and t he
reasonable requirenments of the future and simlar others.
He nmust take an overall picture of the financial position of

the business. It is neither possible nor advisable to |ay
down any decisive tests for the guidance of the |ncone-tax
Oficer. 1t depends upon the facts of each case. The only

gui dance is his capacity to put hinself in the position of a
prudent businessman or the director of a conpany and his
synpat heti c and objective approach to the difficult problem
that arises in each case. W find it difficult to accept
the argument that the Income-tax Oficer cannot take into
consi deration any circunstances - other than |osses and
smal | ness of profits. This argunent ignores the expression
"having regard to" that precedes the said words.
On the interpretation of the words "having regard to" in s.
23A of the Act, the decision of a Division Bench of the
Bonbay Hi gh Court, consisting of Chagla C. J., and Tendol kar
J., in Sir Kasturchand Ltd. v. Conm ssioner of Incone-tax,
Bonbay City(1l) was relied upon by the  appellant. Chagl a
C.J., speaking for the Court, held in that case that "the
reasonabl eness or . unreasonabl eness ~of the paynment of a
dividend or a larger dividend has to be judged only wth
reference to the two facts nentioned in the section, viz.,
| osses incurred by the conpany in earlier years and the
smal | ness of the profit." To put the contrary  construction
the | earned Chief Justice said, "would be to inport into it
words which the Legislature did not think fit to insert in
that section and to expand the anbit of the discretion
exerci sed by the Income-tax Oficer.” But the | earned Chief
of Justice did not expressly consider the scope of the
expression "having regard to" found in the section. The
Judi ci al Committee in Conm ssioner of | ncone-t ax V.
Wl lianmson Dianmond Ltd.(2) had to consider the scope of s.
21(1) of t he Tanganyi ka I nconme-t ax (Consol i dati on)
Ordi nance, 27 of 1950, which was pari materia with s. 23A of
the Act. Adverting to the argunent based upon the  words
"having regard to", their Lordshi ps observed:
"The form of words used no doubt |lends .itself
to the suggestion that regard should, be paid
only to the two matters nentioned, but it
appears to their Lordships that itiis
(1) [1949] 17 |.T.R 493.
(2) L.R [1958] A.C. 41.49.
445
impossible to arrive at a conclusion as to
reasonabl eness by considering the two natters
ment i oned i sol at ed from other r el evant
factors. Mor eover, the statute does not say
"having regard only" to |osses previously
incurred by the conpany and to the smallness
of the profits nade. No answer, which can be
said to be in any nmeasure adequate, can be
given to the question of "unreasonabl eness" by
considering these two natters al one. Thei r
Lordshi ps are of the opinion that the statute
by the words used, while naking sure that
"l osses and smallness of profits" are never
lost sight of, requires all matters relevant
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to the question of wunreasonableness to be
consi der ed. Capital losses, if established,

woul d be one of them"™
Wth great respect, we entirely agree with this view The
contrary view unduly restricts the discretion of the |Income-
tax O ficer and conpels himto hold a particular dividend
reasonabl e though in fact it may be unreasonabl e.
The expression "snall ness of profit" came under the judicia
scrutiny of this Court in Comm ssioner of |ncone-tax, Bonbay
Cty v. Bipinchandra Maganlal & Co. Ltd.(1) Therein, Shah
J., speaking for the Court observed thus:

"Smal | ness of the profit in section 23A has to

be adjudged in the light of conmerci a
principles and not in the light of

total receipts, actual or fictional. Thi s
view appears to have been taken by the High
Courts in India wthout any di ssenti ent
opi ni on.™

The | earned, Judge laid down the following test: "Wether it
woul d be ‘unreasonable to distribute a larger dividend is to
be judged in the Ilight of the profits of the year in

guestion.” |If the assessable incone was the test and if the
commercial profits are small, the |earned Judge pointed out,
the conpany woul d have to fall back either upon its reserves
or upon its capital which inlawit could not do. Thi s
decision is binding on us and no further citation in this
regard is called for. These two concepts, "accounting
profits"” and "assessable profits", are distinct. In

arriving at the assessable profits the Inconme-tax Oficer
may di sall ow many expenses  actually incurred by the
assessee; and in conputing his income, he may include nany
items on notional basis. But the comrercial or accounting
profits are the actual profits earned by an assessee
cal cul ated on conmmrercial principles. Therefore, the  words
"smal I ness of profit" in the section refer to actua
accounting profits in conparison with the assessable profits
of the year.

Anot her incidental question is whether for the purpose of
ascertaining the net conmercial profits the tax estinmated or
the tax actually assessed shall be deduct ed. In~a case
where an Incone-tax O ficer takes action under s. 23A of the
Act before the tax for the rel evant period is assessed, only
the estimated tax can be deduct-

(1) (1961) 41 T.T.R 290, 296,

p(N)4SCl -

446

ed but, there is no reason why, when the tax had already
been assessed before he takes action under this section, the
estimated tax and not the real tax shall be deducted
therefrom In this view, in the present case to ascertain
the comercial profits what should be deducted is*~ not the
tax shown in the bal ance-sheet but the actual tax assessed,
on the income of the Conpany.

Anot her question raised is whether the balance-sheet is
final and both the parties are precluded from questioning
its correctness in any respect. There is no provision in
the Incone-tax Act which makes the bal ance-sheet final for
the purpose of s. 23A of the Act or even for the assessnent.
It no doubt affords a prima facie proof of the financia
position of the company on the date when the dividend was
decl ar ed. But nothing prevents the parties in a suitable
case to establish by cogent evidence that <certain itens
were, either by mistake or by design, inflated or deflated
or that there were sonme onissions. It does not also
preclude the assessee fromproving that the estimate in
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regard to certain itens has turned out to be wong and
placing the actual figures before the Incone-tax Oficer
But in this case no attenpt was nmade before the Tribunal to
canvass the correctness of the figures either on the debit
side or on the credit side and we do not think we are
justified to give another opportunity to either of the
parties in this regard. Before the Tribunal there was no
di spute that the actual tax assessed for the relevant vyear
was much higher than the estinmated tax shown in the bal ance-
sheet .

Section 23A of the Act is in the nature of a pena
provi si on. In the circunstances nentioned therein the
entire undistributed portion of the assessable incone of the
Conpany is deened to be distributed as di vi dends.
Therefore, the Revenue has strictly to conply wth the
conditions laid down thereunder. The burden, therefore,
i es upon the Revenue to prove that the conditions |aid down
thereunder, were satisfied before the order was nade: see
Thonas Fattorini ~(Lancashire) Ltd. v. Inland Revenue
Conmi ssioners(1).. In the present case the Revenue failed to
di scharge the  said burden: indeed, the facts established
stanp the order of the I'ncone-tax O ficer as unreasonabl e.
The assessment orders passed by the Income-tax Oficer are
not before the Court. The bal ance-sheet shows a net profit
of Rs. 1,28,112/7/5 whereas the Income-tax Oficer has
conputed the assessable incone at Rs. 2,66,766, which was
| ater reduced in appeal by Rs. 80,925, There is no evidence
on the record that the real conmercial profits wer e
artificially reduced.in the balance. sheet. Nor is there
evi dence to show what part of the incone assessed represents
commercial profits, and what part the notional incone. In
the circumstances it nust be assumed that the anount
nmentioned in the bal ance-sheet correctly represented the
comercial profits.

(1) L.R [1942] A C. 643.

447

Fromthe figures already extracted at an earlier stage it is
mani fest that the net commercial profit was barely Rs. 4,000
and it is not possible to hold that it was not unreasonable
for the Incone-tax Officer to make an order to the effect
that the additional sumof Rs. 64,000 should be deened, to
have been distributed as dividends anongst the sharehol ders.
In the result we hold that the order of the Hgh Court is
correct and disnmiss the appeal with costs.

Appeal dism ssed
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