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1. The Wealth Tax Act, 1957 was enacted by Parlianent providing for |evy of
wealth tax. Section 3 is the charging section. It levies wealth tax on an

i ndi vidual, Hi ndu Undivided Fam I'y and Conpany in respect of their net

weal th on the correspondi ng valuation date at the rate or rates specified
in Schedule-I. The expression " net wealth’is defined in clause (n) of
Section 2. In short, it nmeans the aggregate value of all the assets

bel onging to the assessee on the valuation date minus all his liabilities.
Section 7 prescribes the manner in whichthe value of the assets is to be
determ ned. At the relevant tine, sub-section (1) of Section 7 read:
"Subject to any rules made in this behalf, the value of any asset, other
than cash, for the purposes of thi's Act, shall be estimated to be the price
which in the opinion of the Walth-tax Oficer it would fetch if sold in
the open market on the valuation date." Section 46(1) enpowers the Board
(Central Board of Direct Taxes) to make rul es for carrying out the purposes
of the Act. Sub-section (2) particularises the topics with respect to which
rul es can be nmade. C ause (a) in sub-section (2) says that Rules nade by
the Board may provide for the manner in which the nmarket value of an asset
nmay be determ ned. Rules been made as contenpl ated by the said sub-section
Rule 1-B provides the manner in which the life interest is to be-val ued.
Rul e 1-BB prescribes the manner of valuing the house property. Rule 1-C
prescri bes the manner in which the market value of unquoted preference
shares has to be determined. Rule 1-D, with which we are concerned herein
prescri bes the manner in which the market val ue of unquoted equity shares
of conpani es other than investnent conpanies and nanagi ng agency conpani'es
is to be deternined. |Inasmuch we are concerned herein with the
interpretation of the said rule in its various aspects, it would be
appropriate to set out the rule in full, as it obtained at the relevant
time:

"1D. The market val ue of an unquoted equity share of any conpany, other
than an investnent conpany or a nmanagi ng agency conpany, shall be
determ ned as foll ows:

The value of all the liabilities as shown in the bal ance sheet of such
conpany shall be deducted fromthe value of all its assets shown in the

bal ance sheet. The net ampunt so arrived at shall be divided by the tota
amount of its paid-up equity share capital as shown in the bal ance sheet.
The resultant amount multiplied by the paid-up value of each equity share
shal | be the break-up val ue of each unquoted equity share. The market val ue
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of each such share shall be 85 per cent of the break-up val ue so
det er m ned.

Provi ded that where, in respect of any equity share, no dividend has been
pai d by such conpany continuously for not |ess than three accounting years
ending on the valuation date, or in the case where the accounting year of
that conmpany does not end on the valuation date for not |ess than three
conti nuous accounting years ending on a date inmedi ately before the

val uation date the market of such share shall be as indicated in the Table
bel ow

THE TABLE
Nunber of accounting years ending on the valuation date or in the case

where the accounting year does not end on the valuation date, the nunber of
accounting years ending on-a date i medi ately precedi ng the val uati on date,

for which no dividend has been paid. Mar ket val ue

Three years 82 1/ 2 per cent of the break-up value of such share
Four years 80 --- -do-- -

Five years 77r ----do----

Si x years and above 75 ---do---

Expl anation |: For the purposes of this rule, "bal ance sheet", in relation

to any conpany, neans the bal ance sheet of such conpany as drawn up on the
val uation date and where there is no such bal ance sheet, the bal ance sheet
drawn up on a date inmedi ately preceding the valuation date and in the
absence of both, the balance sheet drawn up on a date imediately after the
val uation date

Expl anation I1: For the purpose of this rule-

(i) The follow ng anbunts shown, as-assets in the bal ance sheet shall not
be treated as assets, nanely: -

(a) Any anpunt paid as advance tax under section 18A of the Indian |Income-
tax Act, 1922 (11 of 1922), or under Section 210 of the Incone-tax Act,
1961 (43 of 1961);

(b) Any anpunt shown, as liabilities in the bal ance sheet shall not be
treated as liabilities, nanely: -

(a) The paid-up capital in respect of equity shares;

(b) The anpunt set apart for payment of dividends on preference shares and
equity shares where such dividends have not been decl ared before the

val uation date at a general body neeting of the conpany;

(c) Reserves, by whatever nane called, other than those set apart towards
depreci ati on;

(d) Credit balance of the profit and | oss account;

(e) Any anpunt representing provision for taxation [other than the anount
referred to in clause (i)(e)] to the extent of the excess over the tax
payable with reference to the book profits in accordance with the |aw
appl i cabl e thereto;

(f) Any anpunt representing contingent liabilities other than arrears of
di vi dends payabl e in respect of cumnul ative preference shares."

2. Rule 1-D was introduced with effect from Novenber 6, 1967. It may be
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noticed that by Direct Tax Laws (Anendment) Act, 1989, these Rul es have
been incorporated in Schedule-111 to the Act. Rule 11 in the Schedul e

corresponds to Rule 1-D.

3. Among the conpanies incorporated in India, nmore than 85% are private
conpani es (excl udi ng government own conpanies). In private limted
conpanies, there is always a restriction upon the transfer of shares with
the result that their shares are not quoted on the stock exchange.

Apart from private conpanies, there may be sone public limted conpanies
whose shares are al so not quoted on the stock exchange for one or the other
reason. \Were the shares are quoted on the stock exchange, it is evident
that their value on the valuation date is the value for the purposes of the
Act. In case of unquoted equity shares, a fornula, a nethod, has to be
devised to ascertain their value on the valuation date. Rule 1-D provides
for this situation. It is one of the rules contenplated by the opening
words in sub-section (1) of Section 7.

4. Let us now analyse the rule to find out what it says. The fornul a
prescribed in the main linb of the Rule is this: take the bal ance-sheet of
the conpany; deduct the value of all the liabilities as shown in the

bal ance- sheet fromthe value of all the assets shown therein; divide the
net anobunt so arrived-at by the total anobunt of its paid-up equity share
capital as shown in the bal ance-sheet; multiply the resultant anmount thus
obt ai ned by the paid-up value of each equity share; the value so arrived at
is the break-up val ue of each unquoted equity share; 85% of such break-up
val ue shall be treated as the market value of the share.

5. The bal ance sheet of the conpany thus constitutes the basis for working
the rule. The rule cannot be worked without the bal ance sheet. No probl em
will arise if the date of the bal ance sheet and the valuation date
coincide. But this may not al ways happen. There may be a case where the

bal ance sheet is prepared on a date earlier than the valuation date of the
assessee (sharehol der) concerned. This situation is met by Expl anation-|
The Expl anation contenpl ates a situation where the valuation date of the
assessee concerned and the date of bal ance sheet of the conmpany is not the
sanme. In such a situation, it says, take the bal ance-sheet drawn up on a
date i medi ately preceding the valuation date of the assessee In case, both
these bal ance-sheets are not available, the Rule says, take the bal ance-
sheet drawn up on a date i mediately follow ng the valuation 'date of the
assessee.

6. The proviso to the rule deals with the situation where no dividend has
been paid by the conpany continuously for not |ess than three account-ing
years ending on the valuation date of the assessee concerned. Since we are
not concerned with the proviso in these matters, it is not necessary to set
out its purport except to say that in the cases contenplated by it, it
provides a still |ower percentage of break-up value to be the market val ue
of the share. Dependi ng upon the nunber of years the dividend is not

decl ared, the percentage goes down.

7. Expl anation-11 contains two clauses, (i) and (ii). Cause (i) provides
that two types of assets shown in the bal ance sheet shall not be treated as
assets. We are concerned with the first anong the two which reads:- "(a)

any anount paid as advance tax under section 18A of the Indian I'ncone-tax
Act, 1922 (11 of 1922), or under section 210 of the Income-tax Act, 1961."
Clause (ii) provides that the several itens nentioned therein, which are
shown, as liabilities in the bal ance sheet, shall not be treated as
liabilities. W are concerned herein with the liability mentioned under
sub-clause (e) which reads: "(e) any ampunt representing provision for
taxation [other than the anpbunt referred to in clause (i)(a)] to the extent
of the excess over the tax payable with reference to the book profits in
accordance with the | aw applicable thereto." Schedule-VI to the Conpanies
Act prescribes the formin which the bal ance sheet of a conpany is to be
prepared. It contains four columms. Second columm nentions the liabilities
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and the third colum the assets. The advance tax paid by the conpany under
Section 210 of the Incone Tax Act is shown as an asset while the amount set
apart as provision for taxation is shown in the colum of liabilities. Now,
what Expl anation does is to direct that the two itens mentioned as assets
shall not be treated as assets and the six itenms nmentioned as liabilities
shall not be treated as liabilities. In other words, it provides for

nodi fication of the balance sheet in certain respects for the purpose of
working the Rule. After the said deletions, the bal ance sheet becones the
bal ance sheet for the purpose of Rule 1-D

8. FEl aborate arguments have been addressed before us by | earned counse
appearing on both sides. Having regard to the contentions urged, the
foll owi ng questions arise for our determ nation

(1) Whether it is obligatory to follow Rules 1-D while val uing the unquoted
equity shares of conpani es (other than investnment conpani es and managi ng
agency conpanies) or is it merely optional? (To borrow the | anguage of the
| ear ned counsel for the assessees, the Rule is not mandatory but
"directory’; while the | earned counsel for the Revenue says that the

val uati on of an unquoted equity share shall have to be done only in the
manner indicated by the Rul'e and in no other manner.)

(2) Whether the valuation officer is bound by Rule 1-D when val uing the
unquot ed equity shares of the companies?

(3) Whether the application of the break-up method in Rule 1-D neans that

the capital gains-tax, which would be payable in case the said shares are

sold on the valuation date, is liableto be deducted fromthe market val ue
det er m ned?

(4) Were the date of a bal ance sheet of the conpany is earlier to the
val uation date of the assessee, is it obligatory to follow Rule 1-D? (The
same question arises where in the absence of such a bal ance sheet; the
bal ance sheet drawn up on a date inmedi ately follow ng the val uation date
is taken as the basis).

(5) How are sub-clauses (a) of clause (i) and (e) of clause (ii) of
Expl anation-11 to be read and understood?

(6) whether the assessee hol ding shares in a conmpany whose assets conprise
whol |y of Tea Estates is entitled to exclude such shares from his wealth?

9. W shall deal with these questions in their proper order

QUESTI ON NO. 1: Whether it is obligatory to follow Rule 1-D whil e val uing
the unquoted equity shares of conpani es (other than-investnment ‘conpanies
and nanagi ng agency conpanies) or is it merely optional?

10. The formula prescribed by Rule 1-D for determ ning the market val ue of
unquot ed equity shares of a company has been set out by us herei nabove. 'To
repeat, the fornula is this: deduct all the liabilities fromall the assets
shown in the bal ance-sheet; the net ampunt so arrived at shall be divided
by total anount of the paid-up equity share capital; the ampbunt thus
arrived at shall be nmultiplied by the paid-up val ue of each equity share;
the value so arrived at is called the break-up val ue of the share and 85%
of such break-up value shall be treated as the market value of the share
This method is, in short, called the 'break-up nmethod’. The contention of
the | earned counsel for the assessees, S/ Sri Debi Pal, ML. Verng,
Ramachandran, Harish Salve, G C. Sharma and P.H Parekh is this: Section
7(1) of the Act contenplates rul es being nade for determ ning the market
val ue of an asset which neans the val ue which that asset would fetch if
sold in the open narket on the valuation date. The rul e-naking authority
is-to operates within the confines of Section 7(1). The Rules made by it
shoul d be directed towards ascertai ning such narket value. Rule 1-D
however, does not bring about the said result. It prescribes an arbitrary
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net hod, the application of which leads to an arbitrary figure unrelated to
the market value of the share on the valuation date. This court has
repeatedly held that the proper and appropriate nmethod for val uing the
unquot ed equity shares of a going concern is the yield method. The court
has pointed out that the break-up nethod is not appropriate for the purpose
and that this method is adopted in exceptional situations or where the
conpany is ripe for wi nding-up. A nethod which is appropriate only in the
case of a conpany ripe for winding-up cannot be treated as a proper or
appropriate nethod for the purpose of valuing the shares of a going
concern. The forrmula prescribed in Rule 1-Dis unrelated to realities. The
Rule is thus contrary to Section 7(i) and beyond the rul e-maki ng authority
conferred by the Act. Even if for some reason the Rule is held to be good,
it should not be followed in the case of valuation of the unquoted equity
shares of a conpany, which is a going concern. In such cases, the yield

met hod al one shoul d be adopted. Only in the case of a conpany, which is
ri pe for w nding-up, its shares must be val ued according to the break-up
met hod contained in the Rule. In other words, Rule 1-D is not mandatory but
directory. The mgjority of the High Courts in the country have taken this
view and i't shoul d al so be accepted by this court.

11. On the other hand, S/ Sri Gauri Shanker, B.B. Ahuja and Muirthy
appearing for the Revenue subnmitted that according to the decisions of this
Court and wel | -known rul es of accountancy followed in this and other
countries, break-up nethod is one of the recogni sed nmet hods of val uing the
unquot ed equity shares. Were nore than one nethod of valuation is

avail able to the rul e-nmaking authority, it i's open to it to choose one of
them Counsel enphasised that Rule 1-D takes the bal ance sheet of the
conpany itself as the basis and arrives at the valuation, which cannot be
said to be either arbitrary or unrelated to realities. The counse

subm tted that every authority under the Act - is bound to follow and apply
the said Rul e whenever they have to val ue an unquoted equity share.

12. W may first |ake up the question whether Rule 1-D is void for being

i nconsistent with the Act or for the reason that it is beyond the rule-
maki ng authority conferred by the Act. Section 7(1) indeed defines the
expression "value of an asset.” It is "the price which in the opinion of
the Wealth Tax Officer it would fetch if sold in the open market on the

val uation date", but this is nade expressly subject to the Rule nade in
that behal f. No. guidance is furnished by the Act" to the rul e-making
authority except to say that the Rule nade nust |ead to ascertainment of
the value of the asset (unquoted equity share) as defined in Section 7. It
is thus left to the rule-making authority to prescribe an appropriate

net hod for the purpose. Now, there may be several nethods of valuing an
asset or for that method an unquoted equity share. The rul e-nmaking

aut hority cannot ob-viously prescribe all of themtogether. It has to
choose one of them which according to it is nore appropriate. The rule-
maki ng authority has in this case chosen the break-up nethod, which is
undoubt edl y one of the recogni sed net hods of val ui ng unquoted equity
shares. Even if it is assuned that there was another nethod avail abl e,

whi ch was nore appropriate, still the nethod chosen cannot be faulted so

| ong as the nethod chosen is one of the recogni sed nethods, though |ess
popul ar. One probabl e reason why yield nethod or dividend nmet hod was not
adopted in the case of unquoted equity shares was that bul k of these
conpanies are private limted conpani es where the divided decl ared does not
represent the correct state of affairs and to estinmate the probable yield
is no sinple exercise. The dividends in these conpanies is declared to suit
t he purposes of the persons controlling the conmpani es. Miintainable profits
rather than the dividends declared represent the correct index of the val ue
of their shares. The break-up nethod based upon the bal ance sheet of the
conpany, incorporated in Rule 1-D, is a fairly sinple one. Indeed, no
serious objection can also be taken to this course since the basis of the
Rul e is the bal ance-sheet of the conpany prepared by the conpany itself -
subj ect, of course, to certain nodifications provided in Explanation-II

13. W are not satisfied that the break-up method adopted by Rule 1-D does
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not lead to proper determ nation of the nmarket value of the unquoted
shares. The argunent to this effect, advanced by the | earned counsel for
the assessees, is based upon the assunption/prem se that the val ue

determ ned by applying the yield nethod is the correct market value. W do
not see any basis for this assunption. No enmpirical data is placed before
us in support of this subm ssion or assunption. It may be nore advant ageous
to the assessees but that is not saying the sane thing that it al one
represents the true market value. It cannot be stated as a principle that
only the nmethod that |eads to | esser value is the correct nethod. The idea
is to find out the true nmarket value and not the value nore favourable to
the assessee. Accordingly, the contention that rule 1-D is inconsistent
with Section 7(1) or that it travels beyond that purview of Section 7 is
rej ected.

14. The next argunment that Rule 1-Dis not mandatory but directory proceeds
upon a certain m sconception. ‘A provision is said to be directory when the
absence of a strict or literal conpliance with it - and in sonme cases, even
non-conpliance with it - may not wvitiate the thing done. On the other hand,
a mandatory provision is one which has to be obeyed in its letter and
spirit and anything done without such conpliance stands vitiated. The
counsel for the assessees, however, do not understand the said expressions
in the above sense. What they really say is that following Rule 1-D shoul d
be optional. According to them in all cases except in the case of
conpani es ripe for wi nding-up, Rule 1-D ought not to be followed and t hat
only the yield nethod should be. This is really substituting a Rule of the
choi ce of assessees in the place of the Rule made by the rul e-naking
authority under Section 46 of the Act. If the Rule is good and valid - as
we find it to be, it has to be followed in each and every case. It is not a
matter of choice or option. The rule-making authority has prescribed only
one nethod for val uing the unquoted equity shares. If this nethod were not
to be followed, there is no other nethod prescribed by the Rules. The
acceptance of the assessees’ contention would nean that it would be open to
the Wealth Tax Officer to adopt such other nethod of valuation as he thinks
appropriate in the circunstances. This is bound to |lead to vesting of
uncal l ed for wi de discretion in the hands of Walth Tax O ficer/val ui ng
authorities. It would lead to uncertainty and nay be arbitrariness in
practice. Wiere there is a Rul e prescribing the manner in which a
particul ar property has to be valued, the authorities under the Act have to
followit. They cannot devise (heir own ways and neans for valuing the
assets. It is equally well to remenber that Rule 1-D does not treat the
break-up value as the market value. A deduction of 15%is made in the
break-up value to arrive at the nmarket value. It is equally relevant to
notice that Rule 1-D uses the expression 'shall’. Wich prim facie

i ndicates its nmandatory character.

15. Two decisions of this court constitute the bed-rock upon which are
founded (the several submission of the | earned counsel for the assessees.
They are Commr. of Wealth Tax. Assamv. Mhadeo Jatan & Ors., 86 |.T.R 621
and Commi ssioner of Gft Tax, Bombay v. Kusunmben D. Mahadevia, 122 |I.T.R
38. It is, therefore, necessary to exam ne the ratio of the said decisions
to find out whether they do in fact support their contentions.

16. Mahadeo Jal an was concerned with assessment years 1957-58 and 1958-59.
Rule 1-D was not in force at that tine. The assessee owned shares in
certain private limted conpanies, which had to be val ued for determn ning
the assessee’s wealth. The question referred to the Hi gh Court under
Section 66(1) of the Indian Income Tax Act. 1922 was: "whether, on the
facts and in the circunstances of the case, the principle of 'break-up

val ue’ adopted by the Incone-tax Tribunal as the basis for the valuation of
the shares in question is sustainable in law" At the relevant tinme, sub-
section (1) of Section 7 read differently. It provided that "the val ue of
any asset, other than cash, for the purposes of this Act, shall be
estimated to be the price which in the opinion of the Wealth Tax O ficer it
woul d fetch if sold in the open market on the valuation date." The opening
words "subject to any rules made in this behalf were not there. (These
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words were added with effect fromApril 1, 1965.) The question posed by
Jagannmohan Reddy, J., speaking for the Bench conprising hinmself and H R
Khanna, J. was "what is the basis of valuation of shares in private limted
conpani es for the purpose of Section 7 of the Wealth Tax Act?" After

di scussing the rel evant principles and decisions, the | earned Judge

enunci ated the foll owi ng principles:

"An exam nation of the various aspects of valuation of shares in a limted
conpany would lead us to the follow ng concl usi on

(1) Were the shares in a public limted conpany is quoted on the stock
exchange and there are dealings in them the price prevailing on the
val uation date is the value of the shares.

(2) Were the shares are of a public limted conmpany, which are not quoted
on a stock exchange, or of a private linmted conpany the value is

determ ned by reference to the dividends if any, reflecting the profit-
ear ni ng capaci ty on a reasonabl e comerci al basis. But, where they do not,
then the amount of yield on that basis will determne the value of the
shares. I'n other words, the profits, which the conpany has been nmaki ng and
shoul d be making will ordinarily, determine the value. The dividend and
earning method or yield method are not mutually exclusive; both should help
in ascertaining the profit earning capacity as indicated above. If the
results of the two methods differ, an intermedi ate figure may have to be
conput ed by adj ust ment of unreasonabl e expenses and adopting a reasonabl e
proportion of profits.

(3) In the case of ‘a'private linmted conpany also where the expenses are
i ncurred out of all proportion to the comercial venture, they will be
added back to the profits of the conmpany in conputing the yield. In such
conpanies the restriction on share transfers will also be taken into
consideration as earlier indicated in arriving at a valuation

(4) Were the dividend yield and earni ng nethod break down by reason of the
conpany’s inability to earn profit and declare dividends, if the set-back
is temporary then it is perhaps possible to take the estimte of the val ue
of the shares before set-back and di scount it by a percentage corresponding
to the proportionate fall in the price of quoted shares of conpani es which
have suffered simlar reverses.

(5) Were the company is ripe for winding up then the break-up val ue nethod
det erm nes what woul d be realised by that process.

(6) As in Attorney-Ceneral of Ceylon v. Mckie, [1952] 2 Al ER 775
(P.C.) a valuation by reference to the assets would bejustified where as
in that case the fluctuations of profits and uncertainty of the conditions
at the date of the valuation prevented any reasonabl e estimation of
prospective profits and di vi dends.

In setting out the above principles, we have not tried to |ay down any hard
and fast rule because ultimately the facts and circunstances of each case,
the nature of business, the prospects of profitability and such ot her
considerations will have to be taken into account as will be applicable to
the facts of each case. But, one thing is clear, the narket value, unless
in exceptional circunstances to which we have referred, cannot be

determ ned on the hypothesis that because in a private linmted conpany one
hol der can bring it into liquidation, it should be valued as on |iquidation
by the break-up nmethod. The yield nethod is the generally applicabl e nmethod
whil e the break-up nethod is the one resorted to in exceptiona

ci rcunmst ances or where the conpany is ripe for |iquidation but nonethel ess
is one of the nethods."

17. In Kusunmben D. Mahadevia, a Bench conprising P.N Bhagwati and R S.
Pat hak, JJ. affirmed the aforesaid principles and added the follow ng
observati on:
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"Now it is true, as observed by the court, that there cannot be any hard
and fast rule in the matter or valuation of shares in a limted conmpany and
ultimately the val uation nmust depend upon the facts and circunstances of
each case, but that does not mean that there are no well-settled principles
of valuation applicable in specific fact-situations and whenever a question
of valuation of shares arises, the taxing authority is in an uncharted sea
and it has to innovate new nethods of valuation according to the facts and
ci rcunst ances of each case. The principles of valuation as fornul ated by
the court are clear and well defined and it is only in deciding which
particul ar principle nust be applied in a given situation at the facts and
ci rcunst ances of the case becone material. It is significant to note that

i medi ately after naking the above observation the court hastened to make
it clear, as if in answer to a possible argunent which nmight be advanced on
behal f of the revenue on the basis of that observation that the yield
method it the generally applicable nmethod while the break-up nmethod is the
one resorted to i n-exceptional circunstances or where the conpany is ripe
for liquidation."”

18. Kusumben D. -Mahadevia was concerned with the valuation of shares in an
i nvest ment._conpany, which was, of course, a going concern. The valuation of
unquot ed equity shares in investnment conpanies is governed by a different
Rule, viz., Rule 1-E - which was later incorporated as Rule 12 in Schedul e-
[l of the Act.

19. Now, let us exami/ne the principles enunciated in Mahadeo Jal an. The
deci si on recogni ses that the break-up nethod "nonetheless is one of the

nmet hods" of valuatioon of such shares, though the said nethod is said to be
appropriate in exceptional circunstances or where the conpany is ripe for

I iquidation. The normal method in the case of a going concern is stated to
be the dividend nmethod or they yield nmethod. |If one reads the proposition
(2) enunciated in the decisions carefully, one would inmedi ately recogni se
the several practical difficulties. Firstly, it is stated that the
"dividends, if any, reflecting the profit-earning capacity on a reasonabl e
conmer ci al basis" shall be the basis. It is worth pointing out that it is
not the dividends declared that is the basis but the "dividends reflecting
the profit-earning capacity on a reasonable commercial basis."” It is then
stated that if the dividends declared do not reflect the profit-earning
capacity on a reasonable comercial basis, one has to adopt the ’'earning
met hod’ , which is explained as nmeaning "the profits which the conpany has
been nmaki ng and should be naking." It is then stated that if the results of
two met hods (dividend method and earning nmethod) differ,” "an internedi ate
figure may have to be conputed by adjustnent of unreasonable expenses and
adopting a reasonable proportion of profits." One need not enphasise the
amount of investigation the Wealth Tax O ficer has to do in each case - and
an assessee nmay own shares in any nunber of conpanies. This is not all.
Where in a private limted conpany, disproportionate expenses are/ incurred,
such di sproportionate expenses have to be added back to the profits of the
conpany in conputing the yield. Again, in a case where dividend and earning
net hod break down "by reason of the company’s inability to earn profits and
decl are dividends" and "if the set-back is tenmporary", then "it is perhaps
possible to take the estimte of the value of the shares before set-back
and discount it by a percentage corresponding to the proportionate fall in
the price of quoted shares of conpani es which have suffered simlar
reverses." A very daunting task indeed even for the nost efficient and
expert valuer. Propositions (5) and (6) set out in the judgnent recognise
that where the conmpany is ripe for w nding-up or where the fluctuation of
profits and uncertainty of conditions at the date of valuation prevent a
reasonabl e estimati on of prospective profits and dividends, the break-up
nmet hod can be adopted. Al the above propositions, it is relevant to point
out, are qualified by the statenment: "in setting out the above principles,
we have not tried to |ay down any hard and fast rule because ultimtely the
facts and circunstances of each case, the nature of the business, the
prospects of profitability and such other considerations will have to be
taken into account as will be applicable to the facts of each case."
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20. The statenment of law in the decision would thus establish that it does
not purport to "lay down any hard and fast rule.” It recogni ses that
various factors in each case will have to be taken into account to
determ ne the nmethod of valuation to be applied in that case. The dividend
yield nmethod is not the only nethod indicated in the case of a going
concern; there is the 'earning nmethod and then a conbination of both

net hods. The several qualifications added to the above rules, as already
stated, make them highly cunbersome and tinme-consum ng. The Walth Tax
Oficer has to exanmine the facts and circunstances of each case including
the nature of the business, prospects of profitability and simlar other
consi derations before finally determ ning whether to apply the dividend

net hod, yield nethod or whether the break-up nmethod shoul d be foll owed.
There may be cases where an assessee nmay be hol di ng shares of a | arge
nunber of private conpanies or other public |imted conpani es whose shares
are not quoted. Compared to them the break-up nmethod incorporated in Rule
1-Dis far sinpler and far less tine-consuning. It prescribes a simle

uni formnethod to be followed inall cases. Al that the Walth Tax Oficer
has to do is to take the bal ance sheet, delete some itens fromthe col ums
relating to assets and liabilities as directed by Explanation-I1, and then
apply the formula contained in the Rule. He need not have to look into the
profitability, the earning capacity and the various other factors mentioned
in propositions (2), (3) and (4) of the decision. The decision, it bears
repetition, recogni ses that break-up method '’ nonethel ess is one of the
nmethods." In the circunmstances, it is difficult to agree with the |earned
counsel for the assessees either that break-up nethod is not a recognised
nmet hod or that yield nethod is the only permssible nethod for valuing the
unquoted equity shares. It is not as if the rule-naking authority has
adopted a nmet hod unknown in the relevant circles or has devised an

i nperm ssi bl e method. There i s no enpirical data produced before us to show
that break-up nmethod does not lead to the determination of market val ue of
the shares. Merely because yield nethod nmay be nore advantageous fromthe
assessee’s point of view, it does not follow that it alone |eads to the
ascertai nment of true market value-and that all other methods are erroneous
or m sl eading. This aspect we have enphasi sed herei nbefore too.

21. The decision in Kusunben D. Mahadevia does no nore than reiterate the
princi pl es and observations in Mahadeo Jal an

22. Dr. Gauri Shanker brought to our notice a brochure entitled
"CQuidelines for valuation of equity shares of conpani es and the business
and net assets of branches", issued by the Mnistry of Finance, Departnent
of Economic Affairs, Investrment Division (vide F. No. S. || (21)
C.C1.(11)/90 dated July 13, 1990, published in (1990) 60 Conpany Case
(St.) 121] . The said guidelines are stated to be applicable to the
valuation of inter alia equity shares of companies, private and public
l[imted. Para (5) in Part-1l says that the object of the valuation process
is to make a best reasonabl e judgnment of the value of the equity shares of
a conpany, referred to in the said guidelines as 'fair value' . For
determning the fair value, three nethods are devised, viz., (1) net asset
val ue nethod; (2) profit earning capacity value nmethod; and (3) nmarket

val ue nethod in the case of listed shares. Para (6) shows that what is
referred to, as net asset value is roughly the break-up nethod incorporated
in Rule. 1-D. The rel evance of these guidelines lies in the fact that they
do indicate and reaffirmthat break-up nmethod is one of the recogni sed

net hods of val uing equity shares.

23. Sri M.. Vernma placed strong reliance upon the decisions of this Court
in Conm ssioner of Gft-Tax v. Executors & Trustees of the Estate of Late
Sh. Anmbal al Sarabhai, 170 I.T.R 144 in support of his contention. The
guestion in the said case related to valuation of certain shares, which
were the subject matter of a gift. The shares were of a conpany
incorporated in the United Kingdom which was anal ogous to a private
conpany in India. The assessee contended that the shares nust be val ued
appl yi ng the break-up nethod taking the average of the bal ance sheets dated
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March 31, 1963 and March 31, 1964. The G ft Tax O ficer adopted the break-
up nmet hod but only on the basis of the bal ance sheet as on March 31, 1964.
When the matter reached the High Court, it opined that the Gft Tax Oficer
ought to have taken the bal ance sheet as on March 31, 1963 and not as on
March 31, 1964. Before this Court, however, the Revenue contended, on the
basi s of Mahadeo Jal an and Kusunben D. Mahadevi a, that the correct nethod
was to adopt the yield method and not the break-up nmethod. Wil e uphol ding
the contention of the Revenue, the Court refused to interfere in the matter
having regard to the nunbers of years that have el apsed since the
controversy arose and al so because the amount invol ved was very snall
Firstly, it may be seen that the matter had arisen under the G ft Tax Act
and Rule 1-D did not in terms apply to it. The shares were of a British
Conpany, which was anal ogous to a private limted conpany in India. Upto
the stage of Hi gh Court, both the Revenue and the assessee were ad aidemin
appl yi ng the break-up nethod. The only question was which bal ance sheet was
required to be taken as the basis? In this Court, however, the Revenue
shifted its stand and wanted the yield method to be applied, which
contention was uphel d follow ng the aforesaid two decisions. This decision
does not, ‘therefore, lay down any different propositions than those
enunci at ed in Mahadeo Jal an and Kusunmben D. Mahadevia. Incidently, this
case establishes that in case of sonme conpanies, break-up nethod is nore
advant ageous to the assessees than the yield method. In other words, it is
not always that yield method is nore advantageous to the assessees.

24. Dr. Gauri Shankar submitted that in as much as Section 46 provides for
the Rules being |aid before both the Houses of Parlianent for the specified
period, it must be deened that the Parlianent has approved these Rules. The
consequence, according to the | earned counsel, is that the Rul es have
acquired a higher status - alnost as good as that of the statute itself. It
is not possible to agree. The requirement of 1aying before that House is
one formof parliamentary control. But by that neans, the Rules do not
acquire the status of the statute nade by Parlianent. |ndeed, the Rules are
ef fective as soon as they are nade and published. The Parlianment is, no
doubt, entitled to nodify the said Rules in such manner as it thinks
appropriate or even annul them But it does not nean that the Rul es becone
effective only after the expiry of the period for which they are to be laid
before the Parliament. Section 46(4) expressly provides that any such

nodi fication or annul nent of Rules by Parlianent "shall be without
prejudice to the validity of anything previously done 'under that rule." To
reiterate, the Rules even after they are |aid before both Houses of
Parliament for the specified period, yet continue to be delegated

| egislation. All that may be said is that the Parlianent did not find any
justification to anend or nodify the Rules and nothing nore.

25. It is brought to our notice that a good nunber of H gh Courts have
taken the view now espoused by the assessees and that only the All ahabad
H gh Court has taken the contrary view. |nasmich as the decisions of the
H gh Courts uphol ding the assessees’ contention are based mainly upon the
deci sions of this Court in Mahadeo Jal an and Kusunben D. Mahadevia - which
deci si ons we have already dealt with - we do not think it necessary to
exam ne the reasoning of the Hi gh Courts separately. Sri ML. Verma
particul arly enphasi sed the observation in Dr. D. Renuka v. Conmmi ssioner of
Weal th-Tax 175 |. T.R 615, a decision of Andhra Pradesh Hi gh Court
(rendered by a Bench conprising one of us, Jeevan Reddy, J.) hol ding that
the break-up nethod brings about a situation unrelatable to realities and
unjust to the assessees in general. It nust be stated that the said
observations were influenced by the views of the majority of the High
Courts and al so because the Bench did not have the benefit of an in-depth
debate, as has taken place now in this Court. Indeed, the decision of this
Court in Executors of Ambal al Sarabhai indicates that ’break-up’ nmethod is
not al ways advantageous to the Revenue nor is the 'yield nethod always
advant ageous to the assessees.

26. For all the above reasons, we hold that Rule 1-D is not ineffective or
invalid for any of the reasons suggested by the | earned counsel for the
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assessees nor can it be said that the Wealth Tax O ficer has an option to
follow or not to followthe said Rule. He has to follow and apply the said
Rul e in each and every case where he has to value the unquoted equity
shares of a conpany. The contention of the assessees that it is nerely
directory and that it need not be followed at the choice of the Walth Tax
Oficer or the assessee, or in the case of a going concern, cannot be
accept ed.

Question No. 2:- Wiether the valuation officer is bound by Rule 1-D when
val ui ng the unquoted equity shares of the conpani es?

27. Odinarily, it is for the Wealth Tax O ficer to value the assets of an
assessee, whatever be their nature. Section 7(1) says so. Sub-section (3)
of Section 7, however, says that "(Notwi thstandi ng anything contained in
sub-section (1) where the valuation of any asset is referred by the Walth
Tax Officer to the Valuation O ficer under Section 16A, the value of such
asset shall be estimated to be the price which in the opinion of the

Val uation Oficer it would fetchif sold in the open market on the

val uation date........... " Sub-section (1) of Section 16A prescribes the
situations in which the Walth Tax O ficer nay refer the valuation of any
asset to the valuation officer. Sub-sections (2) to (4) prescribe the
procedure to be foll owed by the valuation officer on such reference. In
short, he has to give notice to the assessee, receive the evidence produced
by him nake appropriate-enquiry and then send his report under sub-
section (5) to the Walth Tax O ficer. Sub-section (6) says that "on
recei pt of the order ,under sub-section (3)* or sub-section (5) fromthe

val uation officer, the Walth Tax Oficer shall, so far as the valuation of
the asset in question is concerned, proceed to conplete of the assessnent
in conformty with the estimate of the Valuation Oficer."” 1n other words,

the order or the valuation nmade by the valuation officer, as the case may
be, is binding on the Walth Tax O ficer.

* Sub-Section (3) says that on reference from Walth Tax Oficer, if the
val uation officer is of the opinion that the asset has been correctly
valued in the return filed by the assessee. he shall pass an order to that
effect and send it to the Wealth Tax O ficer.

28. The contention of the |earned counsel for the assessees is that the

val uation officer is not bound by and is not obliged to observe Rule 1-D

It is submtted that the valuation officer has to deternine the market

val ue of the asset referred to himindependently and appl ying such met hod
as appears appropriate to himin the circunmstances. His only object is to
determ ne the correct market value. The contention is nmainly based upon the
non- obstante clause found at the inception of sub-section (3) of Section 7.
It is argued that the non-obstante clause --"notwi thstandi ng anything
contained in sub-section (1)" - indicates clearly that the val uation
officer is not bound by the rules referred to.in and by sub-section (1) of
Section 7. W find it difficult to agree. Valuation Oficer is a creature
of the statute. He is, therefore, bound by the provisions of the statute
and the Rul es made thereunder unless there is sonething either in the Act
or inthe rules to indicate otherwi se. The question-is whether the said
non- obst ante cl ause has that effect. The scope and purport of the said non-
obstante clause has to be ascertained by reading it in the context of the
provi sions contained in Section 7 and consistent with the schene of the
enactment. If so read, it only nmeans this: Odinarily it-is for the Walth
Tax Oficer to estimate the price which in his opinion an asset would fetch
if sold in the open narket on the valuation date but where the Walth Tax
Oficer refers the question of valuation of an asset to the valuation

of ficer under Section 16-A, it is for the valuation officer to make the
said estimate which estimte shall be binding upon the Walth Tax O ficer
as provided in sub-section (5) of Section 16-A. Thus, in a case referred to
val uing officer, the estimate is nmade by the valuing officer instead of
Wealth Tax Oficer. This is the Iimted function and purpose of the said
non- obstante cl ause "notwi thstandi ng anyt hing contai ned in sub-section (1)"
in Section 7(3). It may be noticed that the rel evant | anguage of sub-
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section (1) and sub-section (3) is identical, viz., "shall be estimated to

be the price which, in the opinion of the Walth Tax O ficer, it would

fetch if sold in the open market on the valuation date." It would be rather

odd to say that these words when used in sub-section (1) nmean sonet hi ng
different fromwhat they nean in sub-section (3) - asset is the sane,

object (to find the market value) is the sane, proceedings are one and the
sanme and yet it is suggested that the method of valuation would differ from
Wealth Tax Officer to valuation officer! If the intention of the Parlianment
was to say that the valuation officer is not bound by the Rul es nmade under
Section 46 governing the valuation of assets, it would have said so
clearly. If a creature of the statute was sought to be elevated to a status
above the Rules - an unusual thing to do - one would expect the Parlianment
to say so in clear and unanbi guous words. Section 16-A, which provides for
the reference to, enquiry by the order to be passed by the valuing officer
gives no indication whatsoever that the valuation officer is not bound by
the Rul es made under the Act. The Rules provide for the nmethod of val uing
life interest (1B), house property (1BB), unquoted preference shares (10
unquot ed equity shares (1D), quoted equity and preference shares (1F),

jewel lery (1Q, interest in partnership/association of persons (2) and
assets of industrial undertakings (2H) and so on and so forth. The Rul es

al so provide for certain assets and certain liabilities shown in the

bal ance sheet to be ignored while valuing the net value of assets of a

busi ness as a whole under Rule 2-A. It is difficult to believe that none of
these Rul es govern the valuation by the valuation officer. The problemis
that the | earned counsel for the assessees tend to assume that valuation

of ficers are nmeant only for val uing unquoted equity shares forgetting for a
nonent that they are neant for valuing all kinds of assets and that nany of
the assets present inherent difficulties in valuing them e.g., jewellery,
pi eces of art, antiques, industrial undertakings and busi nesses as a whol e
and so on.

29. There is yet another reason why the assessees’ contention cannot be
accepted. Sub-section (6) of Section 16-A nmakes the opinion of valuation
of ficer binding upon the Wealth Tax O ficer but not upon the appellate
authorities. Indeed, sub-section (3-A) of Section 23 (which provides for
appeal fromthe orders of Walth Tax Oficer to the Appellate Assistant
Conmi ssioner) indicates clearly that the A A C. can /depart fromthe

val uation officer’s valuation. It reads:

"(3A) If the valuation of any asset is objected to in an appeal under
clause (1) of sub-section (1) or of sub-section (1A), the Appellate

Assi stant Comm ssioner or, as the case may be, the Commissioner (Appeals)
shal I, - -

(a) in a case where such valuation has been made by a Val uation Oficer
under section 16A, give such Valuation O ficer an opportunity of being
hear d;

(b) in any other case, on a request being made in this behalf by the
Weal th-tax O ficer, give an opportunity of being heard to any Val uation
O ficer nonmnated for the purpose by the Walth-tax O ficer."

30. Now, it is not argued that the Appellate Assistant Conmm ssioner is not
bound by the Rules while valuing the assets. If he is so bound, does it not
nean that he will necessarily have to set aside the val uati on nade by
valuation officer if it is not in accordance with the Rules and val ue the
asset himself in accordance with the Rules? Section 24, which provides for
appeal to the Appellate Tribunal, too contains an identical provision [vide
the proviso to sub-section (5)]. Again it is not suggested that the

Appel late Tribunal is not bound by the Rules. It is rather odd to say that
everybody el se is bound by the Rules but not the valuation officer, though
his valuation is subject to appeal to the very authorities who are bound by
the Rules. Conversely, it cannot be suggested that nobody except the Walth
Tax Oficer is bound by the Rules. This would be a ridicul ous suggestion

if made. Al this only neans that there can be only one uniform method of
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val uati on of assets under the Act - and not to or nore. This would be so
whet her reference to valuation officer is obligatory - as contended on the
basis of a Board circular - or otherw se.

31. We are, therefore, of the opinion that the valuation officer is
equal Iy bound by Rule 1-D - as indeed he is bound by all the other Rules
made under the Act. This is the view taken by the Allahabad Hi gh Court in
Conmi ssi oner of Wealth-Tax V. Snt. Pushpawati Devi Singhania, 188 |.T.R
364. The contrary view taken by the Del hi H gh Court in Sharbati Devi

Jhal ani v. Conmi ssioner of Wealth-Tax, 159 |.T.R 549 and other High
Courts, if any, is overrul ed.

32. Question No. 3:- Whether the application of the 'break-up method’ in
Rul e 1-D neans that the capital gains-tax, which would be payable in case
the said shares are sold on the valuation date, is liable to be deducted

fromthe market val ue deternined?

33. The contention of the | earned counsel, in this behalf, is rather

i nvol ved i'f not obscure. The argunent runs thus: Section 7(1) says that the
val ue of ‘an-asset shall be the price which such asset would fetch if sold
in the open market on the valuation date. In other words, the sub-section
creates a fiction of sale of such asset on the valuation date for the
purpose of determning its market value. Once a fiction is created, it mnust
be carried to its | ogical extent and the court should not allowits

i magi nati on to be boggled by any other considerations. If an asset is sold,
it woul d be subject to capital gains tax. For finding out the net wealth
received in the hands of assessee, one nust necessarily deduct the capita
gai ns tax. Then alone one can arrive at the net price, which the assessee
will receive - and that should be the market value. W nust say that the
entire argunment is msplaced. There is no sale of the asset and there is no
guestion of capital gains tax being attracted or being paid. For the

pur pose of determ ning the nmarket val ue, the sub-section says that the
Wealth Tax O ficer shall nmake an estinate of the price, which the asset
woul d fetch if sold in the open market on the valuation date. The sub-
section speaks of the nmarket value of the asset and not the net income or
the net price received by the assessee. This is not a case where a fiction
is created by the Parliament. It i's only a case of prescribing the basis of
determ nati on of nmarket value. On the sane reasoning, it must be held that
no ot her anounts |ike provision for taxation, provident fund and gratuity
etc. can be deducted. The contention of the’ learned counsel for the
assessees i s, therefore, wholly unacceptabl e.

Question No. 4:- Were the date of a bal ance sheet of the conpany is
earlier to the valuation date of the assessee, is it obligatory to follow
Rul e 1-D? (The same question arises where in the absence of such-a balance
sheet; the bal ance-sheet drawn up on a date imedi ately foll owing the

val uation date is taken as the basis).

34. The 'break-up nmethod’ contained in Rule 1-D takes the bal ance sheet of
the conpany as the basis for working the Rule. The said Rul e cannot be
worked in the absence of the bal ance sheet. But there may be cases where
the date of bal ance sheet and val uation date of the assessee does not
coincide. It is to neet such a situation that Explanation-I is provided in
Rul e 1-D. The Expl anation says that where the date on which the bal ance
sheet is drawn does not coincide with the valuation date of the assessee,
"t he bal ance sheet drawn up on a date i nmedi ately preceding the val uation
date" shall be adopted as the basis for working the rule. Yet another
situation contenplated by the Explanation is where both the above
situations are absent, "the bal ance sheet drawn up on a date imredi ately
after the valuation date" shall be adopted as the basis. Now, one would
think that this was the nbst reasonable thing to do in the circunstances
but the contention of the | earned counsel for the assessees runs thus: the
asset of an assessee has to be valued as on the valuation date and not with
reference to any other date; if the balance-sheet is drawn up with
reference to a date anterior to the valuation date, it cannot be said that
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such bal ance-sheet reflects the position obtaining on the valuation date;
many things may happen between the date of bal ance sheet and the val uation
date; the value of the shares may go down; the conpany nmay be cl osed or any
ot her untoward devel opnent may depreciate the value of the shares; this
difficulty would be nore pronounced if the bal ance-sheet drawn up on a date
i medi ately preceding the valuation date is taken irrespective of how nmany
years before it nay have been prepared. In our opinion, the subm ssion has
no substance. Once the basis of working the rule is the bal ance sheet, one
nmust necessarily have the bal ance sheet. Wthout a bal ance sheet the Rule
cannot be worked. It is for this reason that the Explanation-1 says what it
does. Normally one woul d expect every conpany to prepare its bal ance sheet
on the due date. Sonetines, there may be a default on the part of the
conpany in preparing its balance sheet on tine. But on the basis of such
exceptional circunstances, the Rule cannot be faulted. |ndeed the

Expl anation al so provides that in the absence of both the said situations,
the bal ance sheet drawn up on a date i mediately after the valuation date
shal | be adopted. One nust renmenber that we are dealing with a taxing
statute and thatin tax |egislation, |egislature nust be provided a greater
latitude and greater play in the joints. This aspect has been el udi cated
and explained in the decision of a Constitution Bench in RK Garg v. Union
of India, 1981 A |.R 2138 and deserves to be quoted in full

"Anot her rule of equal inportance is that laws relating to economc
activities should be viewed with greater |atitude than |aws touching civi
rights such as freedomof speech, religion etc. It has been said by no |ess
a person than Holnes. J., that the |egislature should be all owed sone play
in the joints, because it has to deal with conplex problens which do not
admit of solution through any doctrinaire or straight jacket formula and
this is particularly true in case of |egislation dealing with economc
matters, where, having regard to the nature of the problens required to be
dealt with, greater play in the joints has to be allowed to the

| egi sl ature. The Court should feel noreinclined to give judicial deference
to legislative judgnent in the field of econonic regulation than in other
areas where fundanental human rights areinvol ved. Nowhere has this
adnoni ti on been nore felicitously expressed than in Mrey v. Doud,* [1957]
354 US 457 where Frankfurter, J. said in has inimtable style:

“In the utilities, tax and econom c regul ation case, there are good reasons
for judicial self-restraint if not judicial deference'to |legislative
judgrment. The legislature after all has the affirmative responsibility. The
Courts have only the power to destroy, not to reconstruct. Wen these are
added to the conplexity of econom c regulation, the uncertainty, the
liability to error, the bewi ldering conflict of the experts, and the nunber
of times the judges have been overruled by events, self-linmitation can be
seen to be the path to judicial w sdomand institutional prestige and
stability."

The Court rmnust al ways renenber that "legislation is directed to practica
probl ens, that the econom c nechanismis highly sensitive and conpl ex, that
many problens are singular and contingent, that |aws are not abstract
propositions and do not relate to abstract units and are not to be neasured
by abstract symmetry" that exact wi sdom and ni ce adapti on of renedy are not
al ways possi bl e and That "judgnent is largely a prophecy based on neagre
and uni nterrupted experience." Every legislation particularly in economc
matters is essentially enpiric and it is based on experinentation or what
one may call trial and error nethod and therefore it cannot provide for al
possi bl e situations or anticipate all possible abuses. There may be
crudities and inequities in conplicated experinental economc |egislation
but on that account alone it cannot be struck down as invalid. The Courts
cannot, as pointed out by the United States Suprene Court in Secy, of
Agriculture v. Central Roig. Refining Co., (1950) 94 L ed 381, be converted
into tribunals for relief fromsuch crudities and inequities. There may
even be possibilities of abuse, but that too cannot of itself be a ground
for invalidating the Legislation, because it is not possible for any

| egislature to anticipate as if by some divine prescience, distortions and
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abuses of its legislation which may be nmade by those subject to its

provi sions and to provide agai nst such distortions and abuses. |ndeed,
howsoever great may be the care be-stowed on its franming, it is difficult
to conceive of a legislation which is not capable of being abused by
perverted human ingenuity. The Court must therefore adjudge the
constitutionality of such legislation by the generality of its provisions
and not by its crudities or inequities or by the possibilities of abuse of
any of its provisions. If any crudities, inequities or the possibilities of
abuse conme to light the legislature can always step in and enact suitable
amendatory legislation. That is the essence of pragmatice approach which
must guide and inspire the legislature in dealing with conplex econon c

i ssues. "

(enphasi s added)

* |t is true that Mrey v. Doud, was overruled later by the United States
Supreme Court in New Oleans v. Duke, [1976] 427 U.S. 297, but the said
fact does not detract fromthe validity of the rule stated in Mrey v.
Doud, nor ‘does it in any manner affect the principle stated by this Court.

35. The above statement of |aw of the Constitution Bench nakes it clear
that the nmere fact that sone crudities and inequities result as a result of
conpl i cated experinmental econom c |egislation, the |egislation cannot be
struck down on that ground al one and that the courts cannot be converted
into tribunals for relief fromsuch crudities and inequities. The court
nust adj udge the constitutionality of |egislation by the generality of its
provisions and not' by its crudities and-inequities. Odinarily speaking,
the gap, if any, between the valuation date and the date of the bal ance
sheet would not be too long. It would a few nonths. True it is that there
may be sonme fluctuation-in the fortunes of the conpany within that period.
Precisely for this reason, the narket val ue adopted by Rule 1-Dis not the
break-up val ue as such but only 85 per cent of it. Moreover, there is no
reason to presune that the fluctuation, if any, would be only one way,
i.e., to the prejudice of the assessee. The fluctuation may al so be the

other way, i.e., to the benefit of the assessee, in which case the Revenue
will stand to lose its legitimate revenue. But all this is no ground for
hol di ng either that Explanation-l (is inconsistent with Section 7(1) or that

Rul e 1-D shoul d not be followed unless the valuation date and the date of
bal ance sheet is identical. Saying so would be putting too restrictive an
interpretation upon a taxation provision and would be contrary to the
spirit of the statenent of lawin R K Garg.

36. Strong reliance is placed by the | earned counsel for the assessees upon
the decision of the Delhi Hi gh Court in Sharbati Devi Jhalani, which is

i ndeed the subject matter of appeal before us, viz., CGvil Appea

Nos. 1591-96 of 1991. The first proposition affirned by the H gh Court is:
"when the Act enjoins the determ nation of the net wealth of an assessee on
the valuation date, by a rule a different date cannot be fixed ...... (and
that)....... If Rule 1-D provides such an outcone then it nmay have to be
held that it is contrary to the Section 3 of the Act." The Court, however,
did not declare the Rule void but held that the rule is nmerely directory
and not mandatory in cases where the valuation date and the date of the

bal ance sheet do not coincide. W are afraid, we cannot agree with this
reasoning. It nust be renenbered that what is sought to be valued is an
unquot ed equity shares. Since it is not quoted on the stock exchange and
there are no dealings in those shares, sonme fornmula has to be evol ved for
determning its value. So long as the fornula evolved is reasonabl e having
regard to avail able circunmstances and practicabl e considerations, the
formul a cannot be faulted. No formula can be evolved to fit all conceivable
situations. Even if the dividend method is adopted, the said problem would
still be present. The dividend may have been declared on a date different
fromthe valuation date.

37. For all the above reasons, it is not possible to agree that nerely
because the valuation date and the date of bal ance sheet are not the same,
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Rul e 1-D need not be foll owned.

38. Question No. 5:- How are sub-clause (a) of clause (i) and sub-cl ause
(e) of clause (ii) of Explanation-1l to be read and understood?

39. Expl anation-11 in Rule 1-D contains two clauses. Cause (i) provides
that two itenms shown as assets in the bal ance sheet shall not be treated as
assets for the purpose of Rule I-D. Simlarly, clause (ii) says that six
items shown, as liabilities in the balance sheet shall not be treated as
l[iabilities for the purpose of Rule 1-D. In other words, the bal ance sheet
of the conpany with the aforesaid nodifications shall be the basis for

wor ki ng the rule. Schedule-VI to the Conpanies Act, as already stated,
prescribes the formin which the bal ance sheet of a conpany has to be
prepared. O the four columms provided therein, columms (2) and (3) relate
to liabilities and assets. The advance tax paid under Section 210 of the

I ncome-tax Act, though already paid, is shown as an asset as required by
Schedul e-VI. Cause (i) (a) of Explanation-11, however, says that it shal
not be treated as an asset. To this extent, it is in favour of the assessee
because the assets as shown in the bal ance sheet will stand reduced to that
extent. Now, Clause (ii)(e) says that in case the bal ance sheet specifies
any ampunt _as “provision for taxation’ in the colum of liabilities, the
Wealth Tax O ficer shall treat only that amount as a liability, which is
equal to the tax payable with reference to the Book profits. Any excess
over the said anpbunt shall not be treated as a liability. Sub-clause (e) of
Clause (ii) while referring to the "anmount representing provision for
taxation" qualifies the said words by the words follow ng, viz., "other
than the amount referred to in clause (i)(a)". This is, as it ought to be.
The armount referred to in clause (i)(a) is shown in the bal ance sheet as an
asset whereas clause (ii)(e) is speaking of an ambunt shown as a liability
in the bal ance sheet. Now no conpany woul d show t he amount of advance tax
pai d, which is shown as an asset in the columm relating to assets,
simultaneously as a liability in the colum of liabilities. The sane anount
cannot be shown both as an asset as well as a liability. No auditor would
be a party to the preparation of such a bal ance sheet. Odinarily,
therefore, there will be no occasion for the Wealth Tax O ficer to rely
upon the said words "other than the amount referred to in clause (i)(a)".
However, if in the case of the balance-sheet of any conpany, the said
amount of advance tax paid is also shown as a liability, i.e., if the said
amount is included in the anmbunt set apart as provisions towards taxation
it woul d obviously have to be deleted fromthe colum of liabilities - and
this is also what the aforesaid words in clause (ii)(e) say. Clause (ii)(e)
is in a sense conplinentary to clause (i)(a). Truly speaking, the advance
tax paid is not really an asset but the profornma of bal ance sheet in
Schedul e-VI to the Conpanies Act requires it to be shownas such. Wat
clause (i)(a) does is to renpve the said anpbunt fromthe |ist of assets for
the purpose of Rule 1-D. It is then that clause (ii)(e), which speaks of
liabilities, says that only that anpunt which.is still remaining to be paid
shall only be treated as a liability on the valuation date. If in the
provision for taxation made in the colum of liabilities in the bal ance
sheet, the amount of advance tax already paid is again'shown as a
liability, it will not be treated as a liability. It nust be remenbered
that the advance tax has al ready gone out of the profits and debited in the
account books of the conpany. This is the true function of both the sub-

cl auses. The situation is best explained by giving an illustration. Take a
case where a conpany has paid eight |acs by way of advance tax, which is
shown as an asset in the bal ance sheet. The conpany has nade a provision of
fifteen lacs for taxation, which is shown as a liability in the bal ance
sheet. The Wealth Tax O ficer estimtes the tax payable on the basis of
Book profits at ten lacs. What he is asked to do by clause (ii)(e) is not
to treat the excess five lacs as a liability. The tax liability as arrived
at by himis only ten lacs, but inasnuch as eight |acs has already been
paid and only two | acs remai ns payable, the said two |acs alone will be
treated as a liability on the valuation date. It rmust be renenbered that
eight lacs already paid is deleted fromthe 'assets’ shown in the bal ance-
sheet. What is shown as an asset cannot at the same tinme be shown as a
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liability. This does not nmean that tax liability is treated by Walth Tax
Oficer only as two lacs. It is ten lacs. Eight |lacs has al ready gone out
of the profits and debited in the books of the conpany. By readi ng C ause
(i)(a) and Clause (ii)(e) together, the assessee will be getting the
benefit of entire ten lacs but so far as the bal ance-sheet for the purpose
of Rule 1-D is concerned, only two lacs will be treated as a liability on
the valuation date since that is the actual anount still out-standing. W
do not think that if the aforesaid clauses are understood as expl ai ned
herein, there is any prejudice to the assessees or to the Revenue. It

i ndeed reflects the true situation. It is brought to our notice that the
Andhra Pradesh High Court has taken a simlar view in Comm ssioner of
Income Tax v. M Lakshmaiah & Anr. 174 |.T.R 4 and that simlar view has
al so been taken by the Karnataka Hi gh Court in Comm ssioner of Walth Tax
v. N Krishnan, 162 |I.T.R 309 and Punjab & Haryana H gh Court in Ashok
Kumar Gswal (M nor) v. Commissioner of Walth Tax, Patiala, 148 |.T.R 620.
On the other hand, Cujarat Hgh Court in Comm ssioner of Walth Tax,

Quj arat-1 v. Ashok K. Parikh, 129 I.T.R 46 has taken a different view

whi ch has been adopted by sone other H gh Courts. It is enough to indicate
that if the said sub-clauses are understood in the manner indicated and
clarified by us, the counsel for the assessees agree that they have no
grievance. In this view of 'the matter, we do not think necessary to dea
with the opposing views of the H gh Courts at any |ength.

Question No. 6:- Wiether the assessee holding shares in a conpany whose
assets conprise wholly of Tea Estates is entitled to exclude such shares
fromhis assets’?

40. Sri N. K. Poddar appearing for the petitioner in S.L.P.(C) No. 14869 of
1991 raised the above guestion. The assessnent year concerned is 1983-84.
Hi s contention is that the company, shares whereof were held by the
assessee on the rel evant valuation date, is a conpany whose assets

conpri sed wholly of agricultural |and. He submitted that though the
agricultural land was included in the definition of assets on and from
April 1, 1970, they were excluded fromthe purview of assets by the two
provisos (Provisos 1 & 2) appended to the definition of "assets" by the

Fi nance Act, 1980 with effect fromApril 1, 1981 and Fi nance Act, 1982 with
effect fromApril 1,1983 respectively. So far as the assessee in this
S.L.P. is concerned, he falls under the 2nd provi so, which neans that
agricultural land including the land conprised in any 'tea plantation shal
not be included in the "assets" of the conmpany as defined in Section 2(e).
In our opinion, the contention has no substance. Wealth being assessed is
that of the sharehol der and not of the conpany. The conpany may own
agricultural assets and if conpany were to be liable to wealth tax, the
sai d assets may be excludible in its hands. But that has no rel evance to
the case of a sharehol der. The sharehol der does not own and cannot cl aim
any portion of the property held by the conpany of which he is a

shar ehol der. The company is an independent juristic entity. This aspect has
been put beyond any doubt by the decision of this Court in Bacha F. Guzdar
v. Comm ssioner of Inconme-Tax, [1955] 1 S.C R 876. It is held therein that
even though a Tea conpany grow ng and nmanufacturing Tea gets an exenption
of 60% of the profits as agricultural inconme in accordance with Rule 24
framed under Section 59 of the Indian |Income Tax Act, 1922 the dividend

i ncome received by the sharehol der of such company is not "agricultura
income" within the meaning of Section 1 of the said Act, nor-is it exenpt
fromIncome Tax under Section 4(3)(viii) of the Act. It was held further
that the dividend of shareholder is the outcone of his right to participate
in the profits of the conmpany arising out of the contractual relation

bet ween t he conpany and the sharehol der and that the sharehol der does not
acquire any interest in the assets of the conpany till after the conpany is
wound up. The position of a sharehol der of a conpany, it was explained, is
altogether different fromthat of a partner of a firm In our opinion, the
sai d decision of the Constitution Bench fully answers the said question
Accordingly, Sri Poddar’s contention is rejected.

41. In view of our opinion that valuation officer is also bound by the
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Rul es under the Act, the question of any conflict between Rule 1-D and sub-
section (6) of Section 24 cannot and does not arise. This aspect has been
dealt with by the Al ahabad Hi gh Court in Snt. Pushpawati Devi Singhani a.
We agree with it.

42. We summari se our concl usions thus:

(1) Rule 1-Dis perfectly valid and effective. The Rule has to be foll owed
in every case where unquoted equity shares of a conpany (other than

i nvest ment conpany or a managi hg agency conpany) have to be valued. Al the
authorities under the Act including the valuation officer are bound by the
said Rule. The question of the Rule being mandatory or directory does not
ari se.

(2) Wile valuing the unquoted equity shares under Rule 1-D, no deductions
on account of capital gains tax which would have payable in case the said
shares were sold on the valuaticon date can be made. Simlarly, no other
deductions including provision for taxation, provident fund and gratuity
are admissible. Rule 1-D is exhaustive on the subject.

(3) Explanation-1 to Rule 1-Dis a perfectly valid place of del egated

| egi slation and has to be fol lowed. Merely because the val uation date of
the assessee and the date with reference to which the bal ance sheet of the
conpany is drawn do not coincide, it cannot be said that Rule 1-D is not
mandatory or that it need not be foll owed.

(4) Sub-clause (a) of clause (i) and sub-clause (e) of clause (ii) have to
be read and understood in the manner indicated in this judgnent
her ei nabove.

(5) An assessee hol ding shares in a conpany whose assets conprise wholly or
partly of agricultural land, is not entitled to exclude such shares from
his weal th.

43. For the above reasons, the wit petition questioning the validity of
Rule 1-Dis dismssed. So far as the appeals are concerned, sone are by the
assessees and sone by the revenue. It is not possible, having regard to the
very |arge nunber of nmatters posted before us, to answer the question
separately in each case. Accordingly, we direct that all the appeals shal
be di sposed of in terns of the opinion expressed herein. In cases, where
the Tribunal has dism ssed the applications of the Revenue filed under
Section 27(3) of the Wealth Tax Act, the appeals filed by the Revenue

agai nst such orders are allowed herewith and the question asked for shal

be deenmed to have been referred and answered in the terns indicated in this
judgrment. Correspondingly, the appeals filed by the assessees agai nst
orders of the High Courts dismissing their applications under Section 27(3)
are dism ssed. The Tribunals shall pass appropriate orders in each case
accordi ngly.




