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ACT:

I ncome Tax Act, 1922, s. 34(1) (a) Requirenents of-Assessee
not disclosing part of noney repaid against |oan and
interest-1f undisclosed amunt not taxable and to be
presuned adjusted against principal-System of accounts
mai nt ai ned by assessee-If relevant inrelation to conceal ed
i ncone.

HEADNOTE

The assessee’'s father nmde various loans to P in 1932. In
July, 1932 P executed a nortgage of some of his properties
in favour of the assessee’' s father for a sumof Rs. 2 . 76
| akhs. After the nortgagee had instituted a suit in

Decenber, 1940 clainmng a sumof (Rs. 5.50 | akhs inclusive of
principal and interest, a conproni se decree was passed in
October, 1943 for a sum of Rs. 3.50 lakhs in f ul
sati sfaction of the nortgagee’s claim

When the income-tax assessnment proceedi ngs of the assessee
for the assessment year 1944 45 as karta of his H ndu
Undivided Fanmily were pending, the Incone Tax Oficer
Trichy, received information fromthe Incone Tax O ficer
Erode, that the nortgagor had secretly paid to the nortgagee
a sumof Rs. 1.50 lakhs during the year ended on April 1,
1944, and that this was not included in the  conprom se
decr ee. As the assessee denied receiving this anpbunt and
the Assessing Oficer had no other material before him he
made a note in the order sheet that the |1.T.0O, Erode should
be asked to give further details, and in the neantinme the
assessnment for 1944-45 should not be held up. On receiving
further information, the Assessing Oficer came to  believe
that a sumof Rs. 1.50 | akhs had escaped assessment - and
after issuing the assessee a notice under s. 34(1) (a), he
included the additional sumand taxed himon that basis.
The Appel | ate Assistant Conm ssioner set aside the order and
directed the . T.O to re-do the assessnent after giving the
assessee an opportunity to cross-examne the wtnesses on
the basis of whose statenents he had reached his concl usion

After exam nation of further w tnesses and other evidence, a

fresh order of assessnent was made on the, assessee under s.
23(3) read with s. 34 and this was affirnmed by, the
Appel | ate Assi stant Comm ssioner as well as by the Tribunal

Al though the Hi gh Court, upon a reference, found that the
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assessment under s. 34 was valid and the 1. T.O had rightly
acted in giving effect to the order of the Appellate
Assistant Conmissioner to re-do the assessment, it held,
purporting to rely on the decisionin CI1.T. Bihar and
Oissa v. Kaneshwar duringthe relevant accounting year

was not taxable as the assessee maintai nedhis account s
according to the Chetty system and nmust be presunmed to have
appropriated the amount towards the principal amount due to
the nortgagor.

On appeal to this Court by the assessee as well as by the
depart ment,

HELD : The assessee’s appeal must be dism ssed and that of
the Departnent all owed;
429

(i) There was no force in the contention that as the |Income
Tax O ficer had before himthe informati on about paynment of
a sum of Rs. 1.50 |akhs at the tine he made the initia
assessnment and di d not choose to act on the information, it
was not open-to himthereafter to initiate proceedi ngs under
s. 34.

On the facts found, under assessment due to non-disclosure
of material facts was established. At the tine he issued
notice wunder s. 34(1) (a) on the basis of the nateria
before him the Income-tax O ficer could have ’'forned the
necessary belief and stated in the notice that he had forned
such belief; the requirenents of s. 34(1) (a) were therefore
fully satisfied. [432 F]

Cal cutta Di scount Co. Ltd. v. Income-tax Oficer, Conpanies
District 1, Calcutta and anr. [1961] 41, I.T.R 191
referred to.

(ii)The only ground on which the assessnent order was set
aside by the Appellate Assistant Conmi'ssioner was that the
assessee had not been given a proper opportunity to put
forward his case. He did not hold that the notice under s.
34(1)(a) was invalid. There was therefore no assessee under
s. 34(1) (a). [433 DO

(iii)The Hi gh Court was in error in thinking that the

deci sion of the Judicial Committee in Kameshwar Singh's case
had laid down the rule that whenever any anmpunt is received
by a creditor which he has not specifically appropriated
either towards the principal or the interest dueto him the
taxing authorities should proceed on the basis of the
presunption that it has ,been appropriated towards the
princi pal . In the present case it was evident that after
secretly receiving the anmpunt of Rs. ~1.50  |akhs, the
creditor did not enter it in his account-books with a view
to evade tax. |If he intended to appropriate that anount
towards the principal, there was no. need for ' him not to
enter that receipt in his accounts. The fact that the
assessee was mmintaining the Chetty systemof accounts was
imaterial on the facts of the case. The “system of
mai ntai ning accounts is wholly irrelevant because the
recei pt in question had not been entered in the accounts at
all. [437 Al

JUDGVENT:
ClVIL APPELLATE JURI SDICTION : Civil Appeals Nos. 365 and
671 of 1967.
Appeal s fromthe judgnent and order dated January 6, 1966 of
the Madras High Court in Tax Case No. 143 of 1963 (Reference
No. 37 of 1963).
B Sen, B. D. Sharma and R N. Sachthey, for appellant (in
C. A  No. 365 of 1967) and the respondent (in C A.. No. 671
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of 1967)'.

T.A. Ramachandran and D. N. GQupta, for the respondents
(in CA No. 365 of 1967) and the appellants (in CA No.671
of 1967).

The Judgrment of the Court was delivered by

Hegde J.-The first of these two appeals (both by
certificate) viz. that filed by the Conmm ssioner of Incone

Tax - and the second, that filed by t he | ega
representati ves of assessee

430

fails. The facts as found by the Tribunal and set out in

the statement of the case, relevant for the purpose of these
appeal s are as follows :

The rel evant assessnent year is 1944-45, corresponding to
the accounting year ended on April 12, 1944. The assessee
i s one Chi danbaram Chettiar (since deceased). The father of
t he assessee Pal ani appa Chetti-ar was a noney |ender. He had
made various advances to one Nall athambi Sakkarai Manradi ar

who will  hereinafter be referred to as the Pattayagar, a
prom nent ~1andlord in Coinbatore District, on promissory
not es. The total principal advanced by the father of the

assessee upto July 6, 1932 armounted to Rs. 1,38, 535. The
interest on the sane cane to Rs. 1,34,965. On July 6, 1932,
a further advance of Rs. 2500 was made to the Pattayagar and
for the anobunts /due fromhim the Pattayagar executed a
nortgage of some of his properties in favour of the
assessee’'s father for a sumof Rs. 2,76, 000. Till 1938,
only a sumof Rs. 13,620 was paid by the nortgagor in part
paynment of the debt due fromhim ~On Decenber 14, 1940 the
nortgagee instituted a suit on the foot of the nortgage bond
claimng a sumof Rs. 5,50,573 inclusive of principal and
interest. On Septenber 19, 1943, the clai mwas conprom sed
and on Cctober 5, 1943, a conprom se decree was passed for a
sum of Rs. 3,50,500 in full satisfaction of the nortgagee’s
claim The decree anmount was made payable on or before
October 1, 1944. The debt under the conprom se decree was
subsequent |y di schar ged.

For the assessnent year 1944-45, the assessee Chi danbaram
Chettiar, as karta of his Undivided H ndu Fam'ly was
assessed wunder S. 23(3) of the Incone Tax Act, 1922 (to be
hereinafter referred to as the Act), on February 12, 1946,
on a total incone of Rs. 78,556 which, on appeal was reduced
to Rs. 53,153. When the assessment proceedings of the
assessee were pendi ng before the Inconme-tax O ficer, Trichy,
that Income-tax Oficer received information from the
Income-tax O ficer, FErode that the nortgagor had paid
secretly to the nortgagee a sumof Rs. 1,50,000 during the
year ended on April 1, 1944 and that the 'sane was not
included in the conprom se decree. When the Incone-tax
O ficer asked the assessee about the sanme, he denied / having
received any anount secretly. Apart from the information
conveyed by the Incone tax Officer, Erode, the Assessing
Oficer had no other material before himto show that any
amount had been paid secretly by the nortgagor to the
nor t gagee. Hence on May 27, 1945, the Incone-tax O ficer
nmade the following note in the order sheet

"It is denied that there was any secret understanding not to
show t he paynent of Rs. 1,50,000. The

431

receipt of this anpbunt is entirely denied.. The I|nconetax
Oficer, Erode should be asked to give further details and
to ask the Pattayagar to produce evidence of the paynent.
In any event, this should come up for consideration only in
the assessnent year 1944-45 as only the excess over Rs.
2,76,000 plus legal expenses can be treated as interest
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inconme in the hands of the assessee and so, the assessnent
for 1944-45 should not be held up pendi ng further
i nvestigation."

After sonetine the Assessing Oficer made further enquiry
into the information given by the Income-tax Oficer, Erode
and thereafter he cane to believe that a sumof Rs. 1,50, 000
had escaped assessnent by reason of the onission of the

assessee to disclose fully and truly all material facts
necessary for his assessment for the assessnent year 1944-
45, He accordingly issued a notice under s. 34(1)(a) on

March 9, 1953. In reply to that notice, the assessee filed
areturn simlar to the one filed by himearlier. He denied
having received Rs. 1,50,000 secretly from the nortgagor

The Incone-tax Oficer’ did not accept the plea of the
assessee. He accordingly included an additional sumof Rs.
1,50,000 to the income of the assessee earlier determ ned
for the assessnment year 1944-45 and taxed himon that basis.
In appeal, the Appellate Assistant Comm ssioner set aside
the order of the Incone-tax Oficer and directed the |Incone-
tax Oficer to re-do the assessment after giving the
assessee an~ opportunity to cross-examne the parties
exam ned by the Incone-tax O ficer on the basis of whose
statenments he had come to the conclusion that a sumof Rs.
1,50,000 had been secretly paid to the nortgagee by the
nort gagor . Thereafter the Incone-tax Officer further in-
quired into the matter; Pattayagar’s books of account were
got produced to prove that an additional sumof Rs. 1,50,000
had been paid to the assessee. Sonme w tnesses were also
exam ned in the presence of the assessee to prove that fact.
After doing so, a fresh order of assessnent was made on the

assessee under s. 23(3) read with s. 34. Hi's order was
affirmed by the Appellate Assistant Conmi ssioner as well as
by the Tribunal. At the instance of the assessee, the

following three questions were subnmitted to the Hi gh Court
under s. 66(1) of the Act.
"(1) \VWhether assessment under section 34 was valid and
proper. ?
(2) Wiether the Inconme-tax O ficer rightly acted'in /giving
effect to the order of the Appellate Assistant ~Conmissioner
setting aside the assessnent to re-do the same according to
law after Living an opportunity to the appellant” to place
all his cards before the Departnment ?
432

(3) Whether Rs. 1,50,000 is taxable as incone

of the year of account ?"
The High Court answered the first two questions against the
assessee and the third question against the Department. The
| egal representatives of the assessee are challenging the
Hi gh Court’'s ,,decision on the first two questions and the
Conmi ssioner is challenging the Hi gh Court’s decision on the
third question.
We shall first take up the assessee’'s appeal. There is
hardly any merit in that appeal. It was urged on behalf of
the representatives of the assessee that as, even when the
original assessnent proceedings for the relevant year were
before the Income-tax Oficer, he had before him the
information given by the Incometax O ficer, Erode, but vyet,
he did not choose to act on that information, it was not
open to himthereafter to initiate proceedi ngs under s. 34.
We are unable to accept this contention. On the facts found
by the Tribunal, it is established that the assessee’s
father had clearly suppressed the receipt of Rs. 1,50,000
from the nortgagor. The assesses had a duty to disclose
fully and truly all nmaterial facts necessary for his
assessment . Herein we are not dealing with. a case comning
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under s. 34(1)(b). Al that we have to see is whether the
requirenents of s. 34(1)(a) are satisfied. This Court in
Cal cutta Discount Co. Ltd. v. Income-tax O ficer, Conpanies
District |, Calcutta and anr., (1) ruled that to confer
jurisdiction on the Income-tax Oficer to take action under
S. 34, (1) (a), tw conditions nust be satisfied viz. ( 1
) he has reason to believe that there was under-assessnent
and (2) that he nust have reason to believe that the under-
assessment has resulted from nondisclosure of nmateria

facts. On the facts found, under assessment is established
and it is also established that the under assessnment was due
to non-disclosure of material facts. There can be no doubt
that at the time he issued notice under s. 34(1)(a) on the
basis of the material before him the Income-tax Oficer
could have fornmed the necessary belief. In the notice
issued he says that he had formed that belief. In our
opi nion the requirements of S.-34(1)(a) are fully satisfied.
The fact that there was sone vague information before the
Income-tax O ficer that the assessee’s father had secretly
received a sumof Rs. 1,50,000 fromthe nortgagor was by
itself not sufficient to bring totax that anmount parti-
cularly in view of the fact that the assessee had stoutly
denied that fact andthe court records did not support that
i nf or mati on. It i's true that the Incone-tax Oficer could
have nade further ‘'enquiry into the matter but the fact that
he did not make any further enquiry does not take the case
out of S. 34(1)(a) particularly whenthe assessee had fail ed
to place truly and fully all the material 'facts before him

The remark of the I'ncone-tax O ficer that "in

(1) [21961] 41 1.T.R 191

433

any event this (the receipt of Rs. 1,50,000) should cone up
for consideration only in the assessnment year 1944-45 as
only the excess over Rs. 2,76,000 plus l'egal expenses can be
treated as interest income in the hands of the assessee and
so, the assessnent for 1944-45 shoul d not be held up pending
further investigation" in the order sheet does not ‘anpbunt to
a decision taken by him It nmay be noted that those renarks
were not nade in the order assessing the inconme ‘of the
assessee. It nust al so be remenbered that the Income-tax
O ficer, at the tinme he nade those remarks was not satisfied
about the <correctness of the information given by the
Income-tax O ficer, Erode. Hence those renmarks _nmust be
treated as casual observations and not a decision taken on
the basis of facts found.

W& see no substance in the contention that the Income-tax
Oficer did not give effect to the order of  the Appellate
Assi st ant Conm ssioner when the latter asked himto reassess
the inconme of the assessee. The only ground on which the
assessment order was set aside by the Appellate Assistant
Comm ssioner was that the assessee had not been- given a
proper opportunity to put forward his case. The Appellate
Assi stant Comnmi ssioner did not hold that the notice ‘issued
by the Income-tax Oficer under s. 34(1)(a) was an invalid
noti ce. Therefore there was no need for the |Inconetax
Oficer, Trichy to issue a fresh notice to the assessee
under s. 34(1l)(a) as contended on behal f of the assessee’s
representatives. Al that the Income-tax Oficer had to do
was to afford proper opportunity to the assessee to show
that in fact he had not received the aforementi oned sum of
Rs. 1,50,000. That opportunity had been given.

In view of our above conclusion Civil Appeal No. 671 of 1967
fails and the sane is disniss ed.

Now coming to the appeal filed by the Commissioner of
I ncome-tax, the Hi gh Court came to the conclusion that the
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sum of Rs. 1,50,000 received by the assessee during the
rel evant account vyear nust be presuned to have been
appropriated by the assessee towards the principal anount
due to the nortgagor and hence the same cannot be consi dered
as an incone of the assessee during that year. The assessee
was maintaining his accounts in accordance wth what is
known as Chetty system of accounts. The material on record
shows that according to the Chetty system of accounts, the
creditor appropriates a receipt first towards the cost of
l[itigation, then towards the principal anpbunt due and the
bal ance towards the arrears of interest. The Hi gh Court was
of the view that the sumof Rs. 1,50,000 secretly received
by the creditor nust ‘be deened to have been kept in
suspense. As the debator had not given any direction about
the appropriation of that anount it was open to the creditor
to appropriate the sane

434

towards the principal amount and further he rmust be presuned
to have appropriated that anmobunt towards the principa
amount . ‘before s. 34 proceedings were started against him
firstly because of the system of accounts nmaintained by him
and secondly because every one must be deened to have acted
in a mnner |east disadvantageous to him In support of
this conclusion reliance was placed by the H gh Court on the
decision of the Judicial Comrittee in The Conm ssioner of
I ncome- Tax, Bihar and Orissa v. Kaneshwar Singh(1l). In that
case, nature of several receipts by the assessee cane up for
consi der ati on. For. our present purpose we need only refer
to two of them One Danpdar Das Burman owed to the assessee
in the Fasli year 1332 Rs. 3,09,281. During the currency of
the debt the debtor had made regular paynents to the
assessee over a nunber of years, the total of which paynents
was not stated. Those paynents were entered in the ' deposit
register nmaintained by the assessee but no allocation
thereof were nade as between principal and interest, and no
part of those paynments were carried to the interest register
mai ntai ned by the assessee. Consequently no part of these
paynments was subjected to tax until the Fasli year 1331, in
whi ch year for the first time the I'ncome-tax O ficer canme to
know about the deposit register maintained by the assesse, e.
In that year, the deposit register showed a receipt of Rs.
38,091 and on this the officer clainmed and was paid tax on
the footing that it was attributable to interest and not to
principal. The result is that against the total interest on
the debt, viz. Rs. 3,09,281, no suns had been attributed by
the assessee to interest out of the paynments nade to him by
the debtor. But the Income-tax O ficer had hinmself treated
the sum of Rs. 38,091 received in the year Fasli 1331 as
interest and taxed it accordingly. That left Rs. 2,71,190
as the balance of the total interest on the debt, during its
currency towards which balance the assessee  nmade no
attributions of interest out of the paynments received by him
fromthe debtor during its currency. No tax accordingly had
been paid in respect of any of these receipts other than on
Rs. 38,091. Therefore the question before the Court was how
in those circunstances should be received of Rs. 2,78,000 in
the Fasli year 1332 be treated. Dealing with that question
the Judicial Committee observed

"Now, where interest is outstanding on a principal sum due
and the creditor receives an open paynent from the debtor
wi t hout any appropriation of the paynment as between capita
and interest, by either debtor or creditor, the presunption
is that the paynent is attributable in the first instance
towards the outstanding interest........ This presunption is
no doubt operative primarily in questions between debtor and
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creditor, but
(1) [2933] 2 I1.T.R 94.
435
in their Lordship's view, the Income-= Oficer, finding that
the assessee received a payment fromhis debtor of Rs.
2,78,000 in the year Fasli 1332 and that the assessee had
not wup till then credited hinself as having received, any
interest receipts to the Revenue Authorities was entitled in
the circumstances to treat this sumof Rs. 2,78,000 as
applicable to the outstanding interest to the extent of Rs.
2,71,190 and accordingly to treat the paynent to that extent
as incone of the assessee in the year of payment."
From the facts noted above, it is clear that what
presunption should be drawn in regard to appropriation of an
open paynment depends on the circunstances of a case. Now we
shall proceed to deal w th the second receipt nanely that
from Kumar Ganesh Singh. |In the Fasli year 1332 Kumar
Ganesh Singh owed the assessee 32 lacs as principal and Rs.
6, 09,571 as interest, or a total of Rs. 38,09,571 in all, in
respect 'of "an unsecured |l oan. In that year the assessee and
his debtor -entered into an arrangenent whereby, as the
Commi ssioner stated "the assessee took over fromthe debtor
in satisfaction of  this anbunt the following itens of
property novable. or imovable: -

1. The Kajora Colliery valued atRs.7, 37, 339/ -

2. Shares in different conpani es valued atRs. 94, 125/ -
3. Bills received by the above brokers (i.e. Ganesh

Si ngh’ s

firmRs. 48, 809, -

4. DecreeRs. 1,42, 594/ -
5. Transfer of loan to the Agra United Co.Rs. 10, 00, 000/ -
6. Pronot es and hand-notes (of third parties)S.
7. Hand- notes from Kunmar Ganesh Si nghRs. 17, 34, 596-

Rs. 38, 09, 569/

The question for decision was whether as a result of the
above settlenent, it could be saidthat in the account vyear
the assessee had received a sumof Rs. 6,09,571-due to him
as interest. The Judicial Committee cane to the ~concl usion
that the first six items nentioned above ambunting ‘'to Rs.
20, 74,973 may perhaps reasonably enough be regarded as the
equi val ent of cash, but the seventh itemof Rs.” 17,34,596
consi sting of the debtor’s own prom ssory notes, was clearly
not the equival ent of cash. A debtor who gives his creditor
a promissory note for the sumhe owes can in no  sense be
said to pay his creditor; he nerely gives hima docunent or
voucher of debt possessing certain legal attributes. The
next question was whether the receipt of Rs. 20,74,973 can
be said to include a receipt of interest of Rs. 6,09,571 *?
The Judicial Conmittee answered that question thus :

436

"He (Counsel for the Crown) relied on the already invoked in
the case of Danpdar Das Burnman above, that a creditor is
presuned to apply paynents received fromhis debtor ' towards
the extinction of interest clains before capital clains:
But the situation which their Lordships are now considering
differs materially fromthat which existed in the case of
Danodar Das Burman. In that case, apart from other
specialities there was no settlenent, but nmerely an open
paynment to account. Here there was an arrangenent effecting
the whol e i ndebet edness whereby certain assets were accepted
in part satisfaction and prom ssory notes were taken for the
bal ance. The basis of the presunption, nanely, that it 1is
to the creditor’'s advantage to attribute paynents to
interest in the first place, leaving the interest-bearing
capital outstanding, is gone. Mreover, if the question
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were one between Kumar Ganesh Singh and the assessee, i.e.,-
between debtor and the creditor, the assessee mght up to
the |last nmonment appropriate 'the Rs. 20,74,973 to capita
account...... Their Lordshi ps have also not onmitted to bear
in mnd the provisions of ss. 60 and 61 of the Indian
Contract Act, though these were not relied on in argument as
applicable to the case. 1In the result their Lordships are
of opinion that having regard to the nature of t he
transaction, the assessee is entitled to say that he has
accepted the first six itens in discharge pro tanto of his
debtor’s capital liability and that the capital debt now
stands discharged to that extent. No part of the sum of
73 accordingly was received by the assessee as

taxabl e incone in the year of conputation.”

Here again we notice that the conclusion drawn by the
Judi cial ,Committee depended on the facts and circunstances
before them Though the factum of settlenent of the debt
was relied upon as one of the circunstances, for finding out
the neaning  of _appropriation, it was by no neans a
concl usive circunstance. Evidently their Lordships bore in
mnd the possibility of the assessee not being able to
realise the debts wunder the hand-notes. Under t hose
circunmstances it was advantageous to the assessee to
appropriate the noney  value of the properties received
towards, the capital, otherw se there was a possibility of
his having to pay inconme-tax ;on a receipt which ultimtely
my not prove to be an incone. 't is under t hose
ci rcunst ances their Lordshi ps observed

"that in a question with the  revenue the tax-payer is
entitled to appropriate paynents as between capital and
interest in the manner | east di sadvant ageous to hinsel f."
437

In our opinion the High Court was inerror in thinking that
the decision of the Judicial Comittee in Kaneshwar K 'Singh’s
case(l) has laid down a firmrule that whenever an assessee
recei ves a paynent and does not appropriate the same either
towards the principal or interest, he nust be deened to have
appropriated the sane towards the principal. The decision
in question, in our opinion, does not |lay down the rule that
whenever any anount is received by a creditor which he has
not specifically appropriated either towards the principa
or the- interest due to him the taxing authorities should
proceed on the basis of the presunption that it has been
appropriated towards the principal. On the facts of that
case it was clear that 'it was advantageous to the creditor
to appropriate the receipt towards the principal. But
turning to the facts of the present case the total anount
due to the assessee was over 6 |lakhs. Qut  of that the
principal amunt was |less than 3 | akhs. The conprom se
decree was for Rs. 3,50,500. The creditor secretly received
Rs. 1,50,000/-. He does not enter the same in his account
books. Evidently he did not enter the sane in his ‘account-
books with a view to evade tax. If he intended to
appropriate that ampunt towards the principal, there was no
need for himnot to enter that receipt in his accounts.
Qoviously he appropriated the ambunt towards the interest
due to himand that is why he did not enter that receipt in
the accounts so as to facilitate evadi ng paynent of tax on
that anount. The fact that the assessee was mmintaining
Chetty system of accounts is immterial on the facts of the
case. The systemof nmintaining accounts is wholly irrele-
vant because the receipt in question had not been entered in
the account at all. Hence, in our opinion, the Hi gh Court
erred in answering the third question agai nst the
Depar t ment .

Rs.

20,74,9
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We accordingly allow Civil Appeal No. 365 of 1967 and answer

referred to the Hi gh Court in favour of

Revenue nanely that the receipt of Rs. 1,50,000/- s

the third question
t he

taxable as incone
shal |l pay the costs
G vil Appeal 365 of
Cvil Appeal 671 of
R K. P.S.

(1) [21933] 2 I.T.R
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of the year of account. The assessee
of these appeal s-hearing fee one set.
1967 al | owed.

1967 di sm ssed-

94.




