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Surplus arising on amalgamation by adopting purchase method of accounting not taxable as business income under section 

28(iv) of the Income-tax Act, 1961

In brief 

In a recent ruling in the case of Spencer and Company Ltd. (the assessee)1, the 

Third Member of the Chennai Bench of the Income-tax Appellate Tribunal (the 

Tribunal) held that any surplus arising on amalgamation, (i.e. difference between 

net market value of assets and face value of shares, transferred to general reserve), 

is not taxable as business income under section 28(iv) of the Income-tax Act, 1961 

(the Act).  

 

                                                           
1
 Spencer and Company Ltd. v. ACIT [ITA No.440/Mds/2011, order dated 1 May,2012] 

Facts 

• Spencer Industrial Fund Ltd. (SIFL) was amalgamated with the assessee with 

effect from 1 April, 2001, under a scheme of amalgamation.  

• The Madras High Court (HC) passed an order approving the scheme of 

amalgamation on 25 October, 2002.  

• The assets and liabilities of SIFL were recorded in the assessee’s books at their 

fair value. This resulted in a surplus of INR 289.9 million in the books of the 

assessee company which was credited to general reserve.  
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• The assessing officer (AO) did not treat this surplus as part of the assessee’s 

income during the assessment. However, the Commissioner of Income-tax 

(CIT) observed that the surplus was not taxed as business income under 

section 28(iv) of the Act and proposed to revise the assessment on the grounds 

that it was erroneous and prejudicial to the interest of the Revenue. 

Assessee’s contentions 

Amongst other objections relating to the period of limitation, the assessee 

contended that: 

1. The excess of fair value of net assets taken over which was transferred to 

general reserve was purely an accounting entry and is not subject to income 

tax. Even if it were held to be taxable, income arising on amalgamation should 

be taxed as capital gains rather than as profits and gains of business or 

profession.  

2. According to section 28(iv) of the Act, ‘the value of any benefit or perquisite, 

whether convertible into money or not, arising from business or the exercise 

of a profession’ is taxable under the head ‘Profits and gains of business or 

profession’. In the case under discussion, no benefit or perquisite arose from 

carrying on a business activity. Instead, benefit arose in the course of acquiring 

a capital asset. Therefore, excess value of net assets transferred to the general 

reserve is not taxable under section 28(iv) of the Act. 

CIT’s ruling 

• The CIT held that once the SIFL’s business was carried on by the assessee, the 

excess of INR 289.9 million which arose on amalgamation, should be assessed 

as business income. 

• In particular, he relied on the case of Aries Advertising Co. Pvt. Ltd.2, where 

the Madras HC held that the transfer of any amount to general reserve was to 

be treated as profits of the business. Reliance was also placed on the case of 

Vazir Sultan Tobacco Co. Ltd.3. 

• The CIT directed the AO to assess INR 289.9 million as business income in the 

hands of the assessee. 

Tribunal ruling 

The Two Members of the ITAT differed in their conclusion. 

The Judicial Member held that surplus of INR 289.9 million should be treated as 

business income. Reliance was placed on the case of Aries Advertising Co. Pvt. Ltd. 

(above) following the judgement of the Supreme Court in the case of Vazir Sultan 

Tobacco Co. Ltd. (above), in which it was held that the transfer of any amount to 

the general reserve was to be treated as business profit.  

The Accountant Member held that the surplus amount of INR 289.9 million should 

not to be treated as business income. The benefit or perquisite of section 28(iv) of 

the Act must arise from business or the exercise of a profession and should be in 

the nature of a trading receipt; that is, it must arise from the actual conduct of the 

business itself.  

Owing to the difference of opinion between the two Tribunal members, a reference 

was made to the Third Member. 

The Third Member of the Tribunal agreed with the opinion of the Accountant 

Member that the surplus of INR 289.9 million is not in the nature of any benefit or 

                                                           
2
 CIT v. Aries Advertising Pvt. Ltd. [2002] 255 ITR 510 (Mad) 

3
 Vazir Sultan Tobacco Co. Ltd. v. CIT [1981] 132 ITR 559 (SC) 
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perquisite and is not, therefore, taxable as business income under section 28(iv) of 

the Act. He gave the following reasons for his decision: 

• A similar issue was considered in the case of Quintegra Solutions Ltd.4, in 

which it was decided that the differential amount arising on amalgamation was 

merely a balancing figure adjusted in the books of the amalgamated company 

and not taxable as business income.   

• The Third Member also agreed with the Accountant Member that the cases of 

Aries Advertising Co. Pvt. Ltd. and Vazir Sultan Tobacco Co. Ltd. were not 

applicable to the present case.  

• Furthermore, if the surplus was to be considered as a capital transaction, it 

could not under section 47(vi) of the Act, be taxed as capital gains, since 

amalgamation is not treated as ‘transfer’ for the purposes of section 45 of the 

Act.  

 

 

 

 

 

 

 

                                                           
4 

Quintegra Solutions Ltd v. ITO [ITA Nos.1526 to 1530 & 2056/Mds/2010, order dated 21 September, 
2011] 

Conclusion 

The character of a receipt does not depend upon the accounting treatment used by 

the assessee in its books of account. Tax is to be levied according to the actual 

character of the receipt and not merely on the basis of accounting treatment used 

by the assessee. 
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