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I ncone-t ax Act 1922, Ss. 12B & 34--Capita

gai ns--Transaction whether a sale, a readjustnent or an
exchange- -1 ncome-tax authorities whether can go to substance
of transaction apart fromlegal relationship created by
transaction--Shares--Full value of--Were thereis a sale
price it must be treated as full ~value--Reopening of
assessment--Validity of notice under s. 24(1) (a).

HEADNOTE:
The assessee, a registered firmcarrying on nostly  managi ng
agency business, originally consisted of four partners. By

partnership deed dated February 28, 1947, a limted conpany
(whose only shareholders were the four partners of the
assessee firn) was taken in as a fifth partner. The conpany
was given a share of 99%in the newmy constituted firm in
lieu of a sumof Rs. 14,90,000 to be paid by it to the
existing partners. Further, by an 'agreenent of sale’ dated
February 28, 1947 the assessee firmtransferred its share-
holdings to the conpany for a sumof Rs. 75 |akhs. The
above sums of Rs. 14,90,000 and Rs. 75 | akhs were satisfied
by the conpany allotting its shares to the existing partners
at face value. In respect of the assessnent year ~ 1947-48
the Incone-tax Officer made originally an assessnent. w t hout
taking into account any capital gains. Later he issued a
notice wunder s. 34 of the Incone-tax Act, 1922, and made a
fresh assessnent holding that the assessee firm had mnade
capital gains, inter alia, on the sale of its shareholding
for Rs. 75 |akhs, because, the narket value of the, shares
al l owed by the conpany to the assessee firmwas much hi gher
than Rs. 75 lakhs, the face value. The validity of the
noti ce under s. 34 was upheld by the authorities as well as
in reference by the H gh Court. The High Court held that
the transaction in question was a ’'sale’ attracting the
provisions of s. 12-B of the Act and that the capital gain
was Rs. 27,4,772 on the basis that the sale price received
by the assessee firmwas Rs. 75 lakhs. |n appeals filed by
the Revenue as well as by the assessee firm the questions
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that fell for consideration were; (i) whether the notice
under s. 34(1)(a) was validly issued in the circunstances of
the case; (ii) whether the transaction in question was a
‘sale’ as it purported to be under the 'agreenent of sale’
or a mere readjustnment as clained by the assessee firm or
an exchange as contended by the Revenue; (iii) whether the
capital gains were to be conputed on the basis of narket
val ue of the shares allotted to the assessee firmor on the
basis of their value as shown in the ’agreement of sale’
i.e. Rs. 75 | akhs.

HELD : (1) Though at the tine of the original assessment,
the partnership deed entered into by the five partners was
before the I ncone-tax Officer, the sale deed executed by the
partners of the assessee firmin favour of the ’'Conpany’ on
February 28, 1947 had not been placed before him There was
no nmaterial before the incone-tax Officer on the basis of
which he could have concluded that the assessee firm had
sold any shares and securities to the 'Conpany’; nor was
there 'any naterial before the Income-tax Oficer as to the
val ue of those shares and securities as on

438

January 1, 1939. Further no material was placed before him
to show that those shares and securities had been sold to
the ' Conpany’ for a sumof Rs. 75 | akhs. . The Tribunal and
the-H gh Court rightly held that the assessee had failed to
di sclose fully and truly all material facts for the purpose
of ascertaining whether it bad nade any capital gains or
not.[ 445 D

Cal cutta Di scount Co. Ltd. v. Income-tax O ficer, Comnpanies
District-1, Calcutta and Anr., 41 1. T.R 191, explained and
appl i ed.

Conmi ssi oner of Incone-tax, Wst Bengal ~and Anr. V.
Henthandra Kar and Os, 77 |I.T.R P. 1, < Comn ssioner of
I ncome-tax Cujarat v. Bhanji Lavji, 79 I.T.R 583 and

Conmi ssi oner of |Incone-tax Calcutta v. Burlon Dealers 'Ltd.,
79 1.T.R 609, referred to.

(ii) Section 12-B was incorporated into the Act with effect
from April 1, 1947. That being so, at the tine ‘the sale
transaction took place s. 12-B was not a part of° the Act.
Hence there was no basis for saying that the transfer was
effected wth the object of avoidance or reduction of the
l[iability of the assessee. [447 D

(iii) The taxing authority is entitled and is indeed
bound to deternmine the true legal relation resulting from a
transacti on. If the parties have chosen to conceal by a
device the legal relation, it is open to the taxing

authority to unravel the device and to determine the true
character of the relationship. But the |egal effect of a
transacti on cannot be displaced by probing into the
"substance of the transaction’. This principle applies
alike to cases in which the legal relation is recorded in a
formal docunment and to cases where it has to be gathered
from evidence-oral and docunmentary-and conduct of t he
parties to the transaction. [449B]

Conmi ssioner of Inconme-tax, Qujarat v. B. M Kharwar, 72
I.T.R 603 foll owed.

Sir Ki kabhai Prenthand v. Conmi ssioner of | ncone-t ax
(Central), Bonbay, 24, |I.T.R 506, Conmi ssioner of I|ncome-
tax, Bonbay Gty v. Sir Homi Mehta' s Executors, 28 I|.T.R
928, Rogers & Co. v. Conmi ssioner of Inconme-tax, Bonbay
Cty-11, 344, 1.T.R 336 and Conm ssioner of |ncone-tax
(Central) _Calcutta v. Migneeram Bangur and Conpany. 47,
|.T.R 565, referred to.

In the instant case, the Tribunal had held that the
agreement for sale’ entered into between the assessee firm
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and ’'conpany’ was a genuine transaction and the sane
evidenced a sale. This was essentially a fin ding of fact
and the High Court had affirmed that finding. In that view
the contention of the Revenue that the transaction in
guestion was an exchange and not a sale and the contention
of the assessee that it was nere adjustnment, cannot be

accept ed.
a. (1) of the agreenment in specific terns said that "the
exi sting partners shall sell and the conpany shall purchase

the shares and securities for a sumof rupees seventy-five
| akhs. O ause (3) of that agreement merely provided a node
of satisfaction of the sale price. The sale price fixed by
the parties for the shares and the securities sold was 75
| akhs and nothing nore. It nay be that because of the
allotment of the shares of the Conpany in satisfaction of
the sale price the assessee firmgot certain benefits but
that did not convert the sale into an exchange. [449 E]

Conmi ssioner of Incone-tax, Kerala v. B. R Ranakrishna
Pillai, 66, |.T.R 725 and Commi ssi oner of Income-tax, West
Bengal and any. v. George Henderson & Co. Ltd. 59 [|.T.R
238, referred to.

439

For the above reasons it nust be held that the transaction
evi denced by the agreenent for sal e between the conpany and
the assessee was a sal e.

(iv) Under s. 12-B(2) the amobunt of capital gains has to be
conputed after nmking certain deductions from the 'ful

val ue’ of the consideration for whichthe sale is made. In
the case of a sale for a price, there is no question of any
mar ket val ue unlike in the case of an exchange. Ther ef or e,

in cases of sales to which the first proviso to sub-s.(2) of
s. 12-B is not attracted all that hasto be seen is the
consideration bargained for. On the facts of the present
case the first proviso was not attracted. The price bar-
gained for the sale of the shares and securities was only
rupees seventy-five lakhs. The H gh Court rightly held that
the capital gains anounted to Rs. (274,772. [450 (]
Conmi ssi oner of Income-tax, West Bengal and Anr. v. George
Henderson and Co. Ltd., 66 |I.T.R 622, followed.

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Civil Appeals Nos.” 1452 &
1502 of 1969.

Appeals by certificate fromthe judgnment and order dated
Septenmber 13, 1968 of the Calcutta Hi gh Court in 1ncone-tax
Ref erence No. 101 of 1966.

S. C. Manchanda, B. B. Ahuja, S. P. Nayar and R N. = Sach-
they, for the appellants (in C A No. 1452/69 and for
respondent (in C. A No. 1502/69).

D. Pal, T. A Ramachandran and DO N CQupta, for the
respondent (in C. A No. 1452/69) and the appellant (in C.
A. No. 1502/ 69).

The Judgrment of the Court was delivered by

HEGDE, J. These are cross-appeals by certificate. They
arise from the decision of the Calcutta High Court in a
Ref erence under s. 66(1) of the Indian Income-tax Act, 1922
(to be hereinafter referred to as the Act). At the instance
of the assessee as well as the Conm ssioner, the |ncone-tax
Tribunal 'B Bench, Calcutta stated a case and subnmitted as
many as five questions to the H gh Court for obtaining its
opi ni on. Sone of the questions referred to the Hi gh Court
have not been passed before this Court. Therefore we shal
not refer to them The questions that were pressed before
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us are :
"(1) Whet her on the facts and in t he
circunstances of the case, the Tribunal was
right in holding that the proceedings under
section 34 (1 )(a) have been validly initiated

?

(2) Wet her on the facts and in the

circunstances of the case, any capital gains

within the neaning of Section 12-B could be

said to arise by the transaction involving

transfer of the invest-

440

nments held by the assessee to the Conpany,

adnmi ssion of the Conpany as a partner in the

assessee firmand i ssue of shares of the Com

pany to the public; and

(3) Vet her on the facts and in t he

circunmstances of the case, the Tribunal was

justified in lawin conmputing the capita

gains at Rs. 46,76, 784/-7?"
The H gh  Court answered the first question in the
affirmative and in favour of the Revenue. So far as the
second question is concerned, it split the same into two
questions viz. whether on the facts and in the circunstances
of the case any capital gains within the nmeaning of s. 12-B
could be said to arise by the transaction involving transfer
of investnments held by the assessee to the Conmpany and
whether on the facts and in the circunstances of the case
any capital gains within the neaning of s. 12-B could be
said to arise by the adm ssion of the Company as .a partner
in the assessee firmand issue of shares of the Conpany to
the public ? It answered the first part of the question in
the affirmati ve and in favour of the Revenue and the ' second
part in the negative and agai nst the Revenue. As | regards
the 3rd question, the Hi gh Court opined that on the facts
and in the circunstances of the case, the capital gains
shoul d have been conputed at Rs. 27,04,772/-. Aggrieved by
this decision the Comm ssioner of Incone-tax has brought
Cvil Appeal No. 1452 of 1969 and the assessee has brought
Civil Appeal No. 1502 of 1969.
The only contentions urged in the assessee’s appeal were
that ,on the facts and in the circunstances of the -case
proceedings under s. 34 (1) (a) have not been wvalidly
initiated and to the facts of this case s. 12-B is not
attracted. In the appeal by the Conm ssioner, the question
for decision is what is the correct amount that has to be
brought to tax under S. 12-B as capital gains. The Counse
for the Revenue did not contest the conclusion of the  High
Court that on the facts and in the circunstances of/  the
case, no capital gains within the neaning of S. 12-B /could
be said to have arisen by the adm ssion of the Conpany as a
partner of the assessee conpany and i ssue of shares of the
Conpany to the public. Hence all that we have to decide in
these cases is (1) whether the proceedings initiated under
S. 34 (1) (a) are valid, (2) Wwether S. 12-Bis attracted to
the facts of the case and (3) If S. 12-B is attracted what
is the anobunt of the ,capital gains nade ?
For pronouncing on the questions above-fornulated, it s
necessary to set out the material facts. The assessee is a
registered firm which was carrying on business nostly as
managi ng agents of nunber of conpanies. Till the end of
February 1947,
441
the firm consisted of four partners nanmely (1) A C
@ adstone; (2) S. D. Gadstone; (3) T. S. d adstone and (4)
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A endye Limted., each of them having, 30% 39% 30%and 1%
shares respectively in the profits of the firm W are
concerned with the assessnent of the assessee firmfor the
assessnent year 1947-48 for which the previous year was the
financial year ended on March 31, 1947.
On February 28, 1947, the assessee firmthrough its partners
entered into an "agreenent for sale" of sone of the shares
and securities hold by it in favour of Gllanders Arbuthnot
& Co. (to be hereinafter referred to as the "Company") for a
sum of Rs. 75 lakhs. The shares and securties sold under
the document are enunmerated at the foot of the docunent.
Cl ause (2) of that agreenment provides :
"“In consideration of the sum of Rupees
Fourt een Lakhs and Ninety t housand t he
exi sting partners shall adnit the conpany as a
partner~ in the firmupon and subject to the
partnership deed (a draft whereof has been
already approved by the existing partners and
the conpany), the share of the conpany in the
goodwi I | and in the profits of the Finn being
ni nety-ni ne _per cent thereof."
The only other clause which is relevant for
our present purpose is clause (3) which reads

"The ’ said two suns of Rupees Seventy-five
| akhs /and Rupees Fourteen |akhs and N nety
t housand payabl e in accordance with C auses 1
and 2 hereof shall be paid and satisfied as
fol | ows
(a) As to the sum of Rupees Sixty-four |akhs
and N nety thousand by an allotnent. to the
exi sting partners or their nomi nees of
si xty-four thousand and ni ne hundred O dinary
Shares of rupees One hundred each credited for
all purposes as fully paid up.
(b) As to the sum of Rupees Twenty-five
| akhs by an allotnent to the existing partners
or their nomnees of Twenty-five thousand
Redeemabl e Cunul ative Preference Shares of
Rupees One hundred weach credited for al
purposes as fully paid up."
One ot her docunment that came into existence on the sane  Jay
Vi z. Feb. 28, 1947 is the deed of partnership. That day
the assessee firmwas reconstituted and a new partnership
canme into existence. The new partnership consisted of  five
partners viz. (1) The "conpany"; (2) AL C. dadstone; (3) S.
D. G adstone
442
(4 T. S. dadstone and (5) dendy Limted. In this new
partnership the "Conpany" had 99 per cent share in its
profits. The remai ning four, partners had only 1/4th per
cent share each in the profits of the new partnership
Before proceeding further, it is necessary to nention  that
the "Conpany", was previously a private Ltd. Conpany. In
1946 the "Conpany" applied to the Exam ner of Capital |ssues
for permission to convert itself into a Public Ltd. Conpany
and sell its shares at a premum Oiginally the proposa
of the "Conpany" was to sell its shares of the face val ue of
Rs. 100/- to the public at a premumof Rs. 145 to Rs. 175/-
and its preferential share of the face value of Rs. 100/- at
a premumof Re. 1 to 5. The Exam ner of Capital I|ssues did
not agree to that proposal. Later on after further
correspondence, the Exanmi ner of Capital |ssues pernmitted the
"Conpany" to convert itself into a Public Conmpany and offer
its ordinary shares of the face value of Rs. 100/"- to the
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public at a prem um not exceeding Rs. 125/- per share and
25,000/ - Redeenmbl e Cunul ative Preference Shares of the face
val ue of Rs. 100 each ,it a premium-not exceeding Rs. 51-
per share.

W have wearlier noticed that a substantial nunber of
ordinary as well as the preference shares were transferred
to the assessee firmat its face val ue

The, original assessnent of the assessee firm for the
assessment year 1947-48 was nade on August 28, 1948 on a
total inconme of Rs. 12,90,829/- Thereafter the Income-tax
Oficer initiated proceedings under s. 34 (1) (a) on May 2,
1949 and compl eted the fresh assessnment on January 16, 1956
bri ngi ng to charge capital gains determ ned at Rs.

1, 03, 16, 786/ - . The assessee appealed to the Appellate
Assi stant  Conmi ssi oner.. It raised various contentions
before the Appellate Assistant Comm ssioner. It is not

necessary to refer to those contentions. Suffice it to say
for our present purpose that it challenged the validity of
the initiation of the proceedings under s.34(1) (a) and
further it contended that there was no capital gain at all
On the other hand it claimed that it incurred certain
capital 1oss. The Appellate Assistant Conmi ssioner rejected
the contention of the assessee that the proceedi ngs under S
34 (1) (a) were not validly initiated.. He cane to the
conclusion that there were capital gains but he conputed the
same at Rs. 70,9.124/-. On further appeal by the assessee
the Tribunal cane to the conclusion that the capital gains
made by the assessee were only ,Rs. 46,76, 784/ -. In the
Ref erence nentioned earlier, the H gh Court came to the
Concl usion that the capital gains made by the assessee were
Rs. 27,04,772/-.
443
The first question that arises for decision is whether s.
34(1) (a) proceedings were validly initiated by the ' Income-
tax O ficer. That provi si on says :
"If the Income-tax O ficer has reason to
believe that by reason of the omission or
failure on the part of an assessee to make a
return of his income under section 22 for any
year or to disclose fully and truly al
material facts necessary for his -assessnent
for that year, income, profits or gai ns
char geabl e to i ncome-t ax have escaped
assessment for that year or have been under-
assessed, or assessed at too lowa rate, or
have been nade the subject of excessive relief

under t he Act, or excessive | oss or
depreci ati on al | owance has been
conputed..........

In the present case all that we have to see is whether the
In cone-tax OFficer had reason to believe that the -assessee
had not disclosed fully and truly all the material @ facts
necessary for its assessnent for the assessment year in
guestion. The scope of the expression "failure on the part
of the assessee........ to disclose fully and truly al
material facts necessary for his assessnent has been
exam ned by this Court in several decisions.

The |leading case on the subject is Calcutta Discount Co.
Ltd. v. Incone-tax Oficer, Conpanies District-1, Calcutta
and anr.(1) Therein this Court by majority held that to
confer jurisdiction under s. 34 to issue notice in respect
of an assessnent beyond a period of four years, but within a
period of eight years, fromthe end of the relevant vyear
two conditions have to be satisfied. The first is that the
Income-tax O ficer nust have reason to believe that the
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income, profits or gains chargeable to incone-tax had been
under - assessed; the second is that he nust have reason to
bel i eve that such "under-assessnent” had occurred by reason
to either (1) omission or failure on the part of the
assessee to make a return of his incone under s. 22 or (2)
com ssion or failure on the part of the assessee to disclose
fully and” truly all nmaterial facts necessary for his
assessnment for that year. Both these conditions are
conditions precedent to be satisfied before the |ncone-tax
Oficer gets jurisdiction to issue a notice for t he
assessment or reassessnent beyond a period of four years but
within a period of eight years fromthe end of the year in
guesti on. This Court further ruled therein that the words
"omssion or failure to disclose fully and truly al
material facts necessary for his assessnent for that year"
used in s. 34 postulate a duty on every assessee to disclose
fully and truly -all material facts necessary for his
assessnment. \Wiat facts are material and neces-

(1) 41'1.T.R 191.

-L498SupCl /73

444

sary for assessnent differs fromcase. In every assessnent
proceedi ng, the assessing authority would for the purpose of
conputing and determ ning proper tax due froman assessee,
require to know all the facts which help himin coning to
the correct concl usion. Fromthe primary facts in his
possessi on whet her | on disclosure by the assessee or
di scovered by himon the basis of the facts disclosed or
ot herwi se, the assessing authority has to draw inferences as
regards certain other facts; and ultimately fromthe primary
facts and further facts inferred fromthem the “authority
has to draw the proper |egal inferencesand ascertain, on a
correct interpretation of the taxing enactnent, the ' proper
tax leviable So far as the primary facts are concerned, it
is the assessee’'s duty to disclose all of themincluding
particul ar entries in the account-books, particular portions
of documents and docunents and other evidence which could
have been discovered by the assessing authority ‘from the
docunents and ot her evidence ,disclosed. The duty, however,
does not extend beyond the full and truthful disclosure of

all primary facts. Once all the primary facts are before
the assessing authority, it is for him to decide what
i nferences of facts could be reasonably drawn and what | ega
inferences have ultimately to be drawn. It was not for
anybody ,else-far less the assessee-to tell the assessing
authority what inferences whether of facts or of |aw should
be drawmn. |If there are in fact sone reasonable grounds for

the Incone-tax Officer to believe that there had been any
non-di sclosure as regards the primary facts which, = could
have a material bearing on the question of under-assessnent
that would be sufficient to give jurisdiction to the Income-
tax Officer to issue the notice under s. 34. Wether | those
grounds were adequate or not for arriving at the ,conclusion
that there was a non-disclosure of material facts is not
open to the court’s investigation. |In other words, all that
is necessary to give jurisdictionis that the Incone-tax
Oficer had when he assuned jurisdiction sone prima facie
grounds for thinking that there had been some non-di scl osure
of material facts.

The rule laid down in Calcutta D scount Co.’s case (supra)
was reiterated by this Court in Comm ssioner of Incone-tax

West  Bengal and anr. v. Henthandra Kar and ors. (1). The
same view was agai n expressed by this Court in Comni ssioner
of Income-tax Gujarat v. Bhanji Lavji(2) as well as in

Conmi ssi oner of Income-tax Calcutta v. Burlop Dealers Ltd.
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(3)
Bearing in mnd the rule laid down in these decisions now
| et us proceed to exanine the facts of this case to find out
whet her the assessee had failed to disclose fully and truly
all material facts for his assessnent for the assessnent
year in question. In this
(1) 77 1.T.R p. 1.
(2) 79 1. T R 583.
(3) 69 I.T.R 609.
445
case we are dealing with capita gains. Hence the materia
facts that had to be disclosed were those bearing on capita
gains. Though at the tine of the original assessnent of the
assessee, the partnership deed entered into by the five
partners was before the Inconme-tax Officer, the sale deed
executed by the partners of the assessee firmin favour of
the "Conpany" on- February 28, 1947 had not been placed
bef ore ~ him There was no material before the Income-tax
Oficer on the basis of which he could have concluded that
the assessee firmhad sold any shares and securities to the
"Conpany"; nor-was there any nmaterial before the |ncone-tax
Oficer as to the value of those shares and securities as on
January 1, 1939. Further no material was placed before him
to show that those shares and securities had been sold to
the "Conpany" for a sumof Rupees 75 lakhs. In fact the
assessee submitted /its return for the assessnent year in
qguestion in an old formwhich did not contain Pt. VII which
dealt with particulars of incone from capital = gains. The
statenment encl osed al so did not contain specific particulars
about consideration for the sale of goodw Il or for the sale
of shares of the "Conpany". It is not w thout ~significance
that the assessee did not challenge the validity of the
proceedings under s. 34 ( 1) (a) before the Incone-tax
Oficer. Even before the Appellate Assistant Conmi ssioner
the only point that appears to have been urged was that
since the firmwas reconstituted and the reconstituted  firm
was granted registration under s. 26-Ain the assessnent
year 1947-48, it should be presuned that the Incone-tax
Oficer while naking the original assessnment was aware of
all the material facts. W agree with the Tribunal and the
H gh Court that there is hardly any doubt that the assessee
had failed to disclose fully and truly all—material facts
for the purpose of ascertaining whether it had nmde any
capital gains or not.
This takes us to the question whether the assessee had  nade
any capital gains in the relevant accounting year, ~if so,
what is the extent of its capital gains. The provi si on
relating to capital gains is found in s. 12-B. = W shall now
read the rel evant portion of that provision
"S. 12-B(1). The tax shall be payable by an
assessee under the head "Capital Gains" in
respect of any profits or gains arising from
the sal e, exchange, relinquishment or transfer
of a capital asset effected after the 31st day
of March, 1956, and such profits and gains
shall be deened to be incone of the previous
year in whi ch t he sal e, exchange,
relinqui shment or transfer took place".
[ The provisos to sub-s. (1) are not relevant
for our present purpose].

446
Sub-1. (2) of S. 12-B says :
"The anpbunt of a capital gain shall be

conputed after nmaking the follow ng deductions
from the full value of the consideration for
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which the sale, exchange, relinquishnment or
transfer of the capital asset is nade nanely :
(i) expendi ture i ncurred sol ely in
connecti on with such sal e, exchange,
reli nqui shnent or transfer

(ii) the actual cost to the assessee of the
capital asset, including any expenditure of a
capital nature incurred and borne, by him in
maki ng any additions or alterations thereto,
but excluding any expenditure in respect of
whi ch any allowance is adm ssible under any
provision of sections 8, 9, 10 and 12;

Provi ded that where a person who acquires a
capital asset fromthe assessee, whether by
sal e, exchange, relinquishment or transfer is
a person with whomthe assessee is directly or

i ndirectly connected and t he I ncome-t ax
Oficer has reason to believe that the sale,
exchange, relinquishnment or transfer was

effected with the object of avoidance or
reduction of the'liability of the assessee

under this section, the full value of the
consi deration  for which the sale, exchange,
relinqui shnment or transfer is made shall, wth

the prior approval of the Inspecting Assistant
Comm ssi oner of Income-tax be taken to be the
fair market value of the capital asset on the
date' on which the sale, exchange, relin-
qui shent or transfer took place.”
(The remmining portionof s. 12-B is not relevant for our
present purpose).
The Incone-tax Oficer opined that the nmarket val ue of the
shares and securities sold was nmuch nore than Rs. 75 | akhs.
Admittedly their original cost on-January 1, 1939 was Rs.
47,95, 728/ Hence according to him the "Conpany" secured
those shares and securities at below market val ue. The
I ncome-tax O ficer further observed that the partners of the
assessee firmwere the sole partners of the "Conpany” and
further held that the sale had been effected at a  |ower
price with the object of reducing the liability to capita

gai ns tax. On the basis of the Income-tax Oficer’”s
conput at i on, the capital gains on the sale of the
i nvestments were Rs. 75,86,960/-. As regards the, goodw |1

the Income-tax Oficer valued the sane as on January 1
1939, at Rs. 87,56,200/and 99 per cent thereof ~would  work
out to be Rs. 86,67, 648/ -.
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The assessee received for goodw |l the sum of Rs.
14,90, 000/" The Conpany took over 99 per cent of the capita
deficiency of the partners anounting to Rs. 19,98,849/- and
99 per cent thereof cane to Rs. 19,78,861/-. The lIncone-tax
Oficer estimated the value of 99 per cent of the goodw l|
at Rs. 1,13,97,474/ involving capital gain of Rs.

27,29, 826/ -. Thus according to the Inconme-tax O ficer the
total capital gains on account of transfer of shares and
securities and goodwi Il amunted to Rs. 1, 3,16, 786/-. As

seen earlier this anmount was substantially reduced by the
Appel |l ate Assistant Commi ssioner and again by the Tribuna
as well as by the Hi gh Court.

The first question for decision is whether the first proviso
to s. 12-B is attracted to the facts of the present
case. The sale with which we are concerned in this case took
pl ace on February 28, 1947. Section 12-B was incorporated
into the Act with effect fromApril 1, 1947. That being so
at the tine the sale transaction took place s. 12-B was not
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a part of the Act. Hence there is no basis for saying that
the "transfer was effected with the object of avoidance or
reduction of the liability of t he assessee" see
Conmi ssi oner of Income-tax, West Bengal and anr. v. GCeorge
Henderson and Co. Ltd.(1). Hence the question for decision
is whether the facts of this case fall within the scope of

S. 12-B(1) read with sub-s. (2) of that section

W have earlier seen that the Inconme-tax Oficer in
conputi ng t he total capital gains had t aken into
consi deration the capital gains said to have been earned as
a result of the sale of the shares and securities as well as

the goodwill. The Appellate Assistant Conm ssioner in his
order did not say anything specific about any capital gains
earned as a result of the sale of the goodwll. The

Tri bunal rejected the case of the Departnent that there were
any capital gains made as a result of the sale of goodwll.
It also rejected the claimof the assessee that there was
some capital loss asa result of the sale of goodwlI. On
this point the H'gh Court agreed wth the conclusions
reached. 'bythe Tribunal. The conclusion of the H gh Court
on this —point was not challenged before us either by the
Revenue or by the assessee. Therefore there is no need to
go into the sane. Hence the only question remaining to be
consi dered is whether there were any capital gains nade as a
result of the transfer of the shares and securities by the
assessee to the Conmpany. |If so what is that anount ?

The first question that we have to decide in-this connection
is whether the transaction entered into under the agreenent
for sale dated February 28, 1947 is a sale or exchange or
nerely a readjustnment. It was contended on-behalf of the
Revenue that it

(1) 66 1.T.R 622.
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was in effect an exchange thoughin formit was a  sale.
According to the assessee, it was a nmere readjustnment. The

Revenue did not contend before the Appellate Assistant
Conmi ssi oner or the Tribunal or even the H gh Court 'that the

said transaction was not a sale. It was for the first/ tine
before this Court the contention was taken that it was not a
sal e. The contention of the assessee that it was nerely

readj ust mrent had been rejected by the authorities under the
Act as well as by the Hi gh Court.

Properly understood the effect of the contention of the
Revenue as well as of the assessee is that in finding out
the true nature of a transaction, the court nust take into
consi deration the substance of the transaction and not the
| egal effect of the agreement entered into ~a proposition
whi ch receives sone support from sone of the decided cases.
In Sir Kikabhai Prenthand v. Commi ssioner of . |ncone-tax
(Central), Bonbay(1l), this Court observed that "it is/ well
recogni sed that in revenue cases regard nust be had to the
substance of the transaction rather than to its nmere forni.
The observations of this Court in Sir Kikabhai Prenthand’ s
case (supra) were nade the basis of the decision of the
Bonbay Hi gh Court in Conm ssioner of Incone-tax, Bonbay City
v. Sir Hone Mehta's Executors 2

In Rogers & Co. v. Conmi ssioner of Incone-tax, Bonmbay City-
11(3), Hi gh Court of Bonbay ruled that the transfer of the
assets of the firmto the conpany was substantially and
really nerely a readjustment made by the. menbers to enable
themto carry on their business as a conpany rather than as
a firm and no profits in the comercial sense were nmade
thereby; the transfer of the assets of the firm to the
conpany was, therefore, not a sale.

The same view was taken by the Calcutta Hgh Court in
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Conmi ssi oner of Incone-tax (Central), Calcutta v. Migneeram
Bangur and Conpany (4 ).

This Court in Conm ssioner of |Incone-tax, GQujarat v. B. M

Kharwar (5) , held that the observations in Sir Kikabha

Prencthand’ s case (supra) to the effect that in revenue cases
regard mnust be had to the substance of the transaction
rather than its nere formcannot be read as throwing any
doubt on the principle that the true legal relation arising
from a transaction alone determnes the taxability of a
receipt arising fromthe transaction. The observation in
guesti on was consi dered as casual and that the sane was not
necessary for the purpose of the case. In Kharwar’s case
(supra), this Court also disapproved the decisions in Sir
Hom Mehta's Executors’ case (supra), Rogers’ & Co’'s case

(1) 24 1.T.R 506. (2) 28 1.T.R 928.
(3) 3 T.T.R 336. (4) 47 1. T.R 565.
(5) 72 1.T.R 603.
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(supra) and Mugneeram Bangur & Co's case (supra). Therein

this Court ruled that it is now well settled that the taxing
authorities are not entitled, in ‘determning whether a
receipt is liable to be taxed, to ignore the |l egal character
of the transaction which is'the source of the receipt and to
proceed on what they regard as "the  substance of the

matter". The taxing authority is entitled and is indeed
bound to determine the true legal relation resulting from a
transaction. if the parties have chosen to- conceal by a

device the legislation, it is opento the taxing authority
to unravel the device and to determ ne the true character of
the relationship. But the |legal effect of  a transaction
cannot be di spl aced by probing into the "substance of the
transaction". This, principle appliesalike to 'cases in
which the legal relation is recorded in a formal docunent
and to cases where it has to be gathered, from evi dence-ora
and docunent ary- and conduct ~of the parties to t he
transacti on.

In the instant case, the Tribunal has held that the
"agreenment for sale" entered between the assessee firm and
the "conpany" is a genuine transaction and the  same
evidences a sale. This is essentially a finding of fact.
The High Court has affirmed that finding. In that view, we
are unabl e to accept the contention of the Revenue that the
transaction in question was an exchange and not a sale. We
are equally wunable to accept the | <contention of the
assessee that it was nerely a readjustnent.

Clause (1) of the agreenent in specific terms says that "the
exi sting partner shall sell and the conpany shall” purchase
the shares and securities for a sum of Rupees seventy  five
| akhs." Clause (3) of that agreenent nerely provides a / node
of satisfaction of the sale price. The sale price fixed by
the parties for the shares and the securities sold is 75
l akhs and nothing mnore. It nmay be that because 'of the
allotment of the shares of the Conpany in satisfaction of
the sale price, the assessee firmgot certain benefits but
that does not convert the sale into an exchange.

In Commi ssioner of Incone-tax, Kerala v. R R Ramakrishna
Pillai (1), this Court distinguishing an exchange froma sale
observed that where the person carrying on the business
transfers the assets to a conpany in consideration, of
all ot ment of shares, it would be a case of exchange and not
of sale and the true nature of the transaction will not be
altered because for the purpose of stanp duty or other
reasons the value of the assets transferred is shown as
equi valent to the face value of the shares allotted. On the
other hand a person carrying on business may agree with a
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shall be transferred to the conpany for a certain noney

consideration and that in satisfaction of the liability to
pay the noney consideration
(1) 66 |I.T.R 725.
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shares of certain face value shall be allotted to the
transferor. In such a case there are in truth t wo

transactions, one transaction of sale and the other a
contract under which the shares are accepted in satisfaction
of the liability to pay the price. The fact that as a
result of the transfer of the shares of the "Conpany" to the
assessee firm the latter obtained considerable profits,
will not alter the true nature of the transaction-see the
decision of this Court-in Chittoor Motor Transport Co. (P)
Ltd. v. Incone-tax Officer, Chittoor(1l).
For the reasons -above stated, we have no hesitation in
coming ~to the conclusion that the transaction evidenced by
the "agreenent for sale" between the conpany and the
assessee was a sal e.
Now |et —us see what is the inpact of s. 12-B(2) on that
transaction ? Under that provision, the amount of capita
gains has to be conputed after naking certain deductions
fromthe full value of the consideration for which the sale
is rmade. What exactly is the neaning 'of the expression
“full value of the consideration for which sale is nade"?
Is it the consideration agreed to be paidor is it the
mar ket val ue of the consideration ? In the case of sale for
a price, there is no question of ‘any market value unlike in
the case of an exchange. Therefore in cases of sales to
which the first proviso to sub-s. (2) of's. 12-B is not
attracted, all that we have to see is what is t he
consi deration bargained for. As nmentioned earlier to the
facts of the present case, the first proviso is not
attracted. As seen earlier, the price bargained for the
sale of the shares and securities was only rupees  seventy
five lakhs. The facts of this case squarely fall wi'thin the
rule laid down by this Court in Conm ssioner of |ncone-tax,
west Bengal and anr. v. Ceorge Henderson & Co. Ltd. (Supra).
Therein this Court observed
"In a case of a sale, the full value of the
consideration is the full sale price actually
pai d. The |l egislature had to use the  words
“full value of the consideration" because it
was dealing not nerely with. sale but with
other types of transfer, such as exchange,
where the consideration would be other than
nmoney. |If it is therefore held in the present
case that the actual price received by the
respondent was at the rate of Rs. 136 per
share-the full value of the consideration nust
be taken at the rate of Rs. 136 per  share.
The view that we have expressed as to the
interpretation of the main part of section
12B(2) is borne out by the fact that in the
first proviso to section 12(B) (2), t he
expression "full value of the consideration"
is used in contradistinc-
(1) 59 IT.R 238.
tion wth "fair market value of the capita
asset” and there is an express power granted
to the Incone-tax Oficer to "take the fair
mar ket val ue of the capital asset transferred"
as "the full value of the consideration" in
specified circumstances. It is evident that
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the legislature itself has made a distinction
bet ween the two expressions "full value of the
consi deration" and "fair market value of the
capital asset transferred" and it is provided
that if certain conditions are satisfied as
mentioned in the first proviso to section
12B( 2), the market value of the asset
transferred, though not equivalent to the ful
value of the consideration for the transfer,
may be deened to be the full value of the
consi der ati on. To give rise to this fiction
the two conditions of the first proviso are
(1) that the transferor was directly or in-
directly connected with the transferee, and
(2) that-the transfer was effected wth the
object ~of _avoidance or reduction of t he
liability ~of the assessee under section 12B
If~ the conditions of this proviso are not
satisfied the min part of section 12B(2)
applies and the Inconme-tax O ficer nust take
into account the full val ue of t he
consi deration for the transfer."”

It may be noted that in that case the market value of the

shares which were allotted at Rs. 136/- per share was Rs.

620/ per share.

Applying the principles enunciated in that decision we think

that the full value of the sale price received by the

assessee was only rupees seventy five |lakhs. ‘That being so,

the capital gains made by the conpany were Rs. 27,4 772/- as

hel d by the Hi gh Court.

In the result both these appeals fail and they are dism ssed

with costs.

K. B. N Appeal s di smi ssed.
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