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This is an appeal froma decision of the Calcutta
Hi gh Court in a Reference nade to it under Section 256(1) of
the I ncone-tax Act, 1961

The assessee is a conpany and the accounting years
i nvol ved are the years ending on(31.12.1962 and 31.12.1963
relevant to the assessnent years 1963-64 and 1964-65
respectively.

For the assessnent year 1963-64, the assessee clai ned
that for the purposes of Super Profits Tax Act, 1963, in the
conputation of its capital, a provision for taxation mde by
it to the tune of Rs.16,48,888/- should be treated either as
a part of its capital under Rule 1 of the Second Schedul e to
the Super Profits Act, 1963 or in the alternative as a
deduction from the cost of investnent under C ause (ii) of
Rule 1 of the Second Schedule to the Super Profits Tax Act,
1963.

For the assessnent year 1964-65, the assessee nmade a
simlar claimin respect of a provision for taxation nmade by
it to the tune of Rs.17,52,920/-. For this assessnent year
the rel evant provisions which were applicable were under the
Conpanies (Profits) Surtax Act, 1964.

The claimof the assessee was disall owed by the | ncomne-
Tax O ficer. In appeal before the Appellate Assistant
Conmi ssioner for the assessnent year | 963-64, the Appellate
Assistant Conmissioner held that as the provision for
taxation was only an anmount set apart to neet the liability
for taxation which would accrue on the last day of the
accounting year, it could not be treated as a reserve and
be included in the capital of the assessee under the Super
Profits Tax Act, 1963. He, however, accepted the alternative
contention of the assessee that the provision for taxation
fell within Cause (ii) of Rule 1 of the Second Schedule to
the Super Profits Act, 1963 and it should be deducted from
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the cost of investnents in conputing the capital base of the
assessee- conpany under the Super Profits Tax, 1963.

For the assessment year 1964- 65, the Appel | ate
Assi stant Conmmi ssioner simlarly held that the provision for
taxation cannot be considered as a reserve but it was to be
deducted from the cost of investnments wunder Rule 2(ii) of
the Second Schedule to the Conpanies (Profits) Surtax Act,
1964.

The matter was taken in appeal before the Tribuna
whi ch cane to the conclusion that the provision for taxation
made in the two assessment years was not a reserve which
would form a part of the capital of the company. It further
hel d that the provision for taxation was also neither a fund
nor a surplus. It was a provision against a "perfected debt"
and as such it would not qualify for a deduction as cl ai nmed
by the assessee conpany.

The Tribunal” nade a Reference to the H gh Court under
section 256(1) of the Incone Tax Act 1961. The questions of
| aw whi ch arose for determ nation were as foll ows :

For the Assessnment Year 1963-64

"(1) Whether, on the facts and in

the circunstances of the case, the

Appellate Tribunal was right in

hol di ng t hat ‘provision for

Taxation’ is /not-a reserve as to

formpart of the capital under Rul e

- 1 of the Second Schedule to the

Super Profits Tax Act, 19637

(2) If the answer to the -above

guestion is in. the affirmative,

whether on the facts and in the

ci rcunst ances of the case, the

Appellate Tribunal was right in

hol ding that in the computation of

capital t he conpany was not
entitled to t he benefit of
deducti on of t he anount of

‘“Provision for Taxation” from its

cost of investnents in terns.  of

clause (ii) of Rule - 1 of the

Second Schedul e to t he Super

Profits Tax Act, 1963?"

For the Assessnment Year 1964-65

"Whether, on the facts and in the

ci rcunst ances of the case, the

Tribunal was right in holding that

in the conputation of capital the

conpany was not entitled to the

benefit of deduction of ‘Provision

for Taxation” from its cost of

i nvestnments in terns of Clause (ii)

of Rule -2 of the Second Schedul e

of the Conpanies (Profits) Surtax

Act, 1964?"

The Calcutta Hi gh Court has answered Question No.1 for
the assessment year 1963-64 in the affirmative in favour of
the revenue. It has answered Question No.2 for the
assessment year 1963-64 and the question for the assessnent
year 1964-65 in the negative and in favour of the assessee.
The revenue has cone in appeal before us fromthe above
decision of the Calcutta H gh Court. The assessee has not
filed an appeal before us in respect of the decision of the
Cal cutta High Court on Question No.1 for the assessnent year
1963- 64.

The only issue before wus is whether the provision for
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taxation can be deducted from the cost of excluded
i nvestnments and would, therefore, augnent the capital base
of the company for the purposes of the Super Profits Tax
Act, 1963 and the Conpanies (Profits) Surtax Act, 1964.
Under both the Acts, the tax is levied on the chargeable
profits of the conpany as exceed the standard deduction or
the statutory deduction. Such deduction has to be worked out
at the prescribed percentage of the capital of the assessee
conpany. The conputation of capital for the purposes of
these two Acts has to be nmde in accordance wth the
provisions of the Second Schedule in both these Acts. The
Second Schedule to the Super Profits Tax Act, 1963 consists
of three rules while the Second Schedule to the Comnpanies
(Profits) Surtax Act, 1964 consists of four rules. The
rel evant rul es under both these Acts for our purposes are as
follows :
The Super Profits Tax Act. 1963
The Second Schedul e

Rul es for  conputing the capital of

a conpany for the purposes of Super

Profits Tax:

"Rule 1: Subject” to the other

provi si ons contai ned in this
Schedul e, the ~capital of a conpany
shal | be the” sum of t he

amounts, as on the first day of the
previ ous year relevant to the
assessment year, of its paid-up

share capital and of
its reserve, ...t and
of its ot her reserves
................ di m ni shed by the
amount by which the cost-to

it of the assets the income from
which in accordance wth  clause
(iii) or clause (vi) or clause
(viii) of rule 1 of the  First
Schedule is not includible inits
chargeable profits, exceeds the
aggregate of -
(i) any noney bor r owed whi ch
remai ns out st andi ng; and
(ii) the amount of any fund, any
surplus and any such reserve as is
not to be taken into account in
conputing the capita
under this rule.

The Conpanies (Profits) Surtax Act. 1964

The Second Schedul e
"Rul es for conmputing the capital of
___ company for the purposes of
surt ax:
1. Subject to the other provisions
contained in this Schedule, the
capital of a conmpany shall be the
aggregate of the ampunts, as on the
first day of the previous year
rel evant to the assessnent year, of

(i) its paid-up share capital
(ii) its reserves............
2. Where a conpany owns any assets
the incone fromwhich in accordance
with clause (iii) or clause (vi) or
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clause (viii) of rule 1 of the

First Schedule is required to be

excluded from its total incone in

conputi ng its char geabl e

profits, the anount of its capita

as computed wunder rule 1 of this

Schedul e shall be di ninished by the

cost to it of the said assets as on

the first day of the previous year

relevant to the assessment year in

so far as such cost exceeds the

aggregate of -

(i) any noneys borrowed...........

(ii) the amount of ~ any fund, any

surplus and any such reserve as is

not to be taken into —account in

conputing the capital under rule

10000, !

In the present case, the assessee has earned incone from
di vidends as envisaged in clause (iii) of Rule 1 of the
Second Schedul'e. The assessee contends that while the
capital involved in the investnent in shares has been
deducted in the conmputation of its capital the amount of
such capital deducted should reduced by the anmount of "any
fund, any surplus/and any reserve" in terns of Clause (ii)
of Rule 1 of the Second Schedule of the Super Profits Tax
Act, 1963 and the corresponding clause of Rule 2(ii) of the
Second Schedul e of 'the Conpanies (Profits) Surtax Act, 1964.
It is contended that the provision made for taxation should
be regarded as a reserve and should thus be included
straightaway in the conputation of capital or otherwi se, it
shoul d be deducted fromthe cost of investnent in the shares
which are deducted fromthe conputation of capital. In view
of the decision of this Court in Vazir Sultan @ Tobacco
Co.Ltd. v. Conm ssioner of lncome Tax (132 I TR 559 at 577),
a provision nmade to neet the tax liability of the current
accounting year cannot be considered as representing a
reserve. We, however, have to consider the alternative
submi ssion that it should be treated as a fund, and,
therefore, should be deducted fromthe cost of the assets
required to be excluded fromthe capital of the conpany.

Since the Second Schedule to both these Acts pertains
to conputing the capital of a conpany for the purposes of
tax under these Acts, the terms used in the Second Schedul e
need to be interpreted in the context of the bal ance sheet
of a conmpany and its profit and |loss account which wll
necessarily have to be | ooked at to ascertain the company’s
capital and its profits. The terms used nust, therefore, be
read in the light of the provisions of the Conpani es Act and
how these terns are understood in accounting parlance. The
form of the bal ance sheet of a conpany prescribed under
Schedule VI tc the Conpanies Act, 1956, under the ‘colum
"reserves and surplus" contains a note to the follow ng
effect:

"The word 'fund’ in relation to any

"Reserve’ should be used only where

such Reserve is specifically

represented by ear mar ked

i nvestments. "

The juxtaposition of funds wth surplus and reserves
clearly refers to accounting |anguage and the manner in
whi ch these three terms are understood in accounting
practice. Qur attention is also drawmn to the term"found" as
described in the Dictionary for Accountants, 4th Edition by
Eric L.Kohler, pages 204 to 208 as set out in the judgnent
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"Fund. 1. An asset or group of
assets wthin any organization,
separated physically or in the
accounts or both from other assets
and limted to specific uses.

Exanmpl es: a petty-cash or working

f und; a repl acenent - and- r enewa
fund; an acci dent fund; a
contingent fund; pension fund.

2. Cash, securities, or ot her

assets placed in the hands of a
trustee, principal or  incone or
both being expended in accordance
with the terns of a form
agreement. Exanples: a trust fund
created by a wll; an endowrent
found; a sinking fund.

3. (governnent accounting) A self-
bal anci ng group of accounts --
asset, [iability, revenue and
expense -- relating to specified
sources and uses of capital and
revenue.

4. pl. Current assets |ess current
l[iabilities (on' an accrual basis):
working capital; a term wused in
fl ow statenents.

5. pl. = cash.

v.t. 1. To convert currently

maturing liabilities into a |ong-
term | oan.

2. To provide for the ultimate
payment of a liability by the
systematic accunul ati on of cash or
ot her assets in a separate account
or trust.

A speci al revenue fund. is
created for t axes and ot her
revenues levied or set aside for
speci fied purposes. For exanple, if
a separate tax is authorized for
schools, a special revenue fund is

set up to account for its
di sposition. The accounti ng
princi pl es, pr ocedures, and

financial statements of a special-
revenue fund resenble those of the
general fund.......

Q her Funds.

A bal ance-sheet conbining a group
of related funds should indicate
the anpbunt of assets, liabilities,
reserves and surplus applicable to
each , fund within the group. The
revenues and expenditures of each
fund nmust i kew se be kept
i ndependent, and the revenues of
one fund shoul d not be used to neet
t he expendi tures of another without
| egal authority or opinion behind
the action."

of the Calcutta Hgh Court in Duncan Brothers & Co.Ltd. v.
Conmi ssi oner of |Incone- Tax, Central, Calcutta,
at 311) which is as follows :

(128 1 TR 302
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In the present case there is no systematic accunul ation
of cash or any separation of assets to neet future tax
liabilities. There is only an accounting entry of an exact
sum being earnmarked for paynment of tax liability arising at
the end of the current accounting year. Such a provision
cannot be considered as a fund.

The assessee has relied upon a Circular No.Il.P.(XV-5)
of 1968 dated 23rd of January, 1968, issued be the Centra
Board of Revenue. The circular deals of "reserve for
unexpired risks" held by General |nsurance Conpanies. The
circular, inter alia, states as foll ows:

"The Board are advised that, while

the ‘reserve for unexpired risks’

cannot be regarded as. a 'reserve’

or 'surplus’, it would qualify for

bei ng consi dered as a

"fund’ within the meaning of rule

2(ii) of the said Second Schedul e.

The ‘term ’'fund, it wi Il be

observed, has not been

defined in the Conpanies (Profits)

Surtax Act, 1964. As such, it is to

be given its ordinary neaning as

understood in conmon par | ance.

Et ynol ogi cal Iy, ' fund neans aum of

noney avail able / for the paynent or

di scharge of ' liabilities. As the

"reserve for unexpi red ri sks’

clearly represents a sum of noney

available to t he conpany for

paynment or discharge of unexpected

clains that nay arise in respect of

policies which extend beyond the

rel evant accounti ng year, the

amount standing to the credit of

this account can be regarded as a

This circular, however, is of no assistance in the
present case. In the first place. the provision for taxation
made in the present case is very different in nature from
the reserve for unexpired risks referred to in the circul ar
The reserve in that case represented a sumof noney which
woul d be available to the insurance conpany for paynment or
di scharge of unexpected clains that may arise in respect of
policies which extend beyond the accounting  year: The
provision for taxation in the present case, however, is set
apart to neet a specific liability which would arise at the
end of the current accounting year. It cannot, in._ any
manner, be conpared to a fund of the kind referred toin the
circular of the Board.

The assessee, however, has submitted that the circular
of the Board has taken the nmeaning of the term"fund" in its
literal or etynological sense. Hence it must be applied to
any sum of noney available to the conpany including a
provision for taxation. The argunent has no nerit. The Board
has consi dered the etynological nmeaning of "fund" in
considering a reserve to neet future unexpired risks. A sum
of noney set apart to meet such unforeseen risks was
considered as a fund. We fail to see how the circul ar hel ps
the assessee in the case before us. A provision for taxation
of the kind in question is not a fund either etynologically
or in accounting parlance. The nore rel evant neani ng of the
term"fund" in the context of the two Acts is what that term
is coomonly considered to connote when wused in a bal ance
sheet or profit and [|oss account of a conpany. A specific
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provision for an ascertained liability is not a fund within
the neaning of that termin the rules in question

In the prenises, Question No.2 for the assessnent year
1963- 64 and the question for the assessnent year 1964-65 has
to be answered in the affirmative and in favour of the
revenue. The appeal is accordingly all owed. In the
ci rcunst ances, however, there will be no order as to costs.




