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ACT:

Mutual Benefit Soci‘ety-conpany engaged in banking business
restricted to nmenbers-Not every menber nmde deposits or
| oans-Profits nmainly earned from loans to menber s- Al
menber s entitled to dividends-Wether requi r enent of
nmutual ity between contributors and participators satisfied-
Ther ef or whet her conpany exenpt under s. 10(2)(iii), Income-
tax Act, 1922.

HEADNOTE

The assessee, Kunbakonam Mutual Benefit Fund, Ltd., carried
on banki ng busi ness whi ch was restricted to its
sharehol ders. In the course
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of its working, recurring nonthly deposits were obtained
from nenbers for an agreed number of nonths at the end of
whi ch, an anount, which included interest, was returned to
them From the funds accumulated as a result of these
deposits, | oans were given to nenbers and the interest from
such |oans constituted the assessee’s main incone. Aft er
the paynent out of this incone of interest-on the deposits
as also all the other expenses and out goi ngs of managenent,
etc., the balance was divided anbng the menbers pro rata
according to their sharehol dings. The shareholders who were
thus entitled to participate in the profits need not / have
either namde deposits or taken |oans. Al though it was
contended on behal f of the assessee that it was exenpt from
assessnment to tax as a Miutual Benefit Society under s. 10 of
the I ncone-tax Act, 1922, on the principle in New York Life
Assurance Co. v. Styles, 2 T.C 460, which was followed in
Board of Revenue v. Myl apore H ndu Permanent Fund Ltd.,
(1924) I.L.R 47 Mad. 1, the Incone-tax O ficer assessed the
entire profits of the assessee. It was held by himthat the
profits made by the fund belonged to the nenbers as
sharehol ders and not as borrowers fromthe fund or in the
capacity of individuals who had in any way utilised the
facilities afforded by the fund. The requirenent of
identity between contributors and participators as in
Style's case was not satisfied.

The Appellate Assistant Conmmissioner and the Incone-tax
Appel late Tribunal, wupon appeals made to them in turn,




http://JUDIS.NIC. IN SUPREME COURT OF | NDI A Page 2 of 9
upheld the order of the Income-tax Oficer; the Tribunal
however, referred to the Hgh Court,inter alia, t he

guesti onwhether there were materials for the tribunal to
hold that the assesseewas a banking concern, assessable
under s. 10 and was not therefor eexenpt.

The Hi gh Court in answering the question in the negative
applied the test that both the right to contribute and the
right to participate nust be available to an identical body
but it was not necessary that every nenber should contribute
before he could be allowed to participate.

Hel d: (i) The test applied by the H gh Court was not
sound. There was a clear distinction between a case where
profit which a conpany nade out of its shareholders as
custonmers- even if it was limted to trading only with them
and distributed to themas sharehol ders, and the case where
all that a company did was to collect noney fromits menbers
and applied it for the benefit of those same people, not as

sharehol ders, but as people who subscribed it. For the
principle inStyle's case to apply, it was essential that
all contributors to the common fund nust be entitled to

participate in the surplus and all participators nust be
contributors to the comon fund; and not only that al
partici pators nmust be-entitled to contribute.
Muni ci pal Mitual FInsurance Ltd. v. Hlls, 16 T.C. 4
C.1.T. v. Royal Western Indian Turf Club Ltd., 1954 1 S.C R
289, Dibrugarh District Chit Ltd. v. CI.T., Assam 2 |.T.C
521, Thomas v. Richard Evans & Co., 11 T.C. 790, The
Nati onal Association of Local CGovern-
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ment O ficers v. Watkins, 18 T.C. 499 and Ismailia Gain
Merchants Association V. C1.T., AI.R 1958 Bom 32,
referred to:

The decision in the Board of Revenue v. The Ml apore. Hi ndu
Per manent Fund Ltd. (1924) |.L.R 47 Mad. 1, could not. have
been rightly based on Style’s case.

The Madura Hindu Perpmanent Fund Ltd. v. C1.T., 6 1.T.C
326, referred to.

The decisions in the Sivaganga Sri Meenakshi ~ Swadesh
Saswatha N dhi Ltd. v. CI1.T.. 81.T.C. 83 and Tanjore
Permanent Fund v. CI.T. 51.T.R 160, were based on the
decision in the Mylapore H ndu Permanent Fund Case but in
none of these cases was the point debated as to what the
position woul d be when sharehol ders participated in profits
as sharehol ders and not as contributors.

30,

JUDGVENT:

Cvil Appellate Jurisdiction: Cvil Appeals Nos. 637644 of
1963.

Appeal s fromthe judgnent and order dated Cctober 20, @ 1960,
of the Madras High Court in Case Referred No. 78 of 1956.

K. N. Rajagopal Sastri and R N Sachthey, for the
appel | ant .

R Kesava lyengar, M S. K |lyengar and Krishna Pillai
for the respondent.

May 7, 1964. The Judgnent of the Court was delivered by

SI KRl J. The respondent, the Kunbakonam Mutual Benefit Fund
Ltd., hereinafter referred to as the assessee, is a conpany
i ncorporated under the Indian Conpanies Act. 1882, limted
by shares. Since 1938. the nominal capital of the assessee
is Rs. 33,00,000 divided into shares of Re. 1 each. It
carries on banking business restricted to its sharehol ders,
i.e., the shareholders are entitled to participate in the
various recurring deposit schenes of the assessee or to
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obtain loans on security. The statenent of the case
descri bes the working of the assessee thus:
"Recurring deposits are obtained from nenbers
for fixed anpbunts to be contributed nmonthly by
them for a fixed nunber of nont hs as

sti pul at ed
207

at the end of which a fixed anmount is returned
to themaccording to published tables. The
amount so returned will cover the conpound
interest of the period. These recurring
deposits constitute the main source of funds
of the assessee for advancing | oans. Such
| oans are restricted only to nenbers who have
however, to offer subst anti al security,
therefor, by way of either the paid up value
of their ~recurring deposits, if any, or
i mmovabl-e properties wthin ’the Tanj ore
district.

Qut~ of the interest realised by the assessee
on the | oans which constitute its main income,
interest on the recurring deposits aforesaid
are paid as also all the other outgoings and
expenses of managenent and the balance is
di vided ~“anong the nmenbers pro rata according
to their sharehol di ngs after naking provision
for reserves, etc., ~as required by t he
Menorandum  of Articles af oresai d. The
shar ehol der s who are thus entitled to
participate in-the profits need not have
either taken loans or have nmde ‘recurring
deposits."
The I ncome-Tax O ficer assessed the entire profits for eight
years from 1946-47 to 1953-54. In a detailed and | closely
reasoned order, dated February 29, 1952, which is part of
the statement of the case, passed in respect of the
assessment year 1947-48, the Incone Tax O ficer held that
New York Life Assurance Conpany v. Styles(1l) did not / apply
to the facts of this case. He distinguished Style' s(1) case
t hus:
"Whereas the New York Life Assurance Conpany
paid to its nmenbers what it had saved, the
assessee fund pays to its nenbers what it has
ear ned. A share-holder in the New York Life
Assurance Conpany did not get back anything
nore than what he contributed, a share-hol der
of the Kunmbakonam Mutual Benefit Fund does
(1) 2 T.C 460
208
on the other hand get nore than what he con-
tributes. A fixed depositor gets - -back on
maturity of the deposit not only the anobunt he
deposited but also the interest thereon. A
recurring depositor who pays, say a rupee each
nonth for eighty-six nonths does not get back
Rs. 86 only, or sonething less, but-Rs. 100,
t he balance of Rs. 14 representing the
interest on his deposit. Wat is returned to
him is not a mere refund and there is no
guestion here, as in the case of the New York
Life Assurance Conpany, of his contributing
noney for a common purpose and getting back
that much of his contribution as is not
required for the conmon purpose. From the
point of view of the individual nmenber, an
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investnment in the assessee fund is just |ike
any other lucrative investnent and his primary
object in investing his nmoney with the fund is
the incone, which comes to himin the guise of
i nterest or dividend."
Rel ying on Row att, J.’s, observations in Thomas v. Richard
Evans Co. Ltd.,(1) that 'it-does not cone back to them as
purchasers or custoners; it conmes back to them as share-
hol ders upon their shares’, the Incone Tax O ficer held that
“"the profits nade by the fund belong to them as share-
hol ders and not as borrowers fromthe fund or in the
capacity of individuals who have in any way utilised the
facilities afforded by the fund." He further held that
“"there should firstly be a comobn fund and then it nust be
proved that the contributors to this common fund and the
participators in the surplus are one and the same. As far
as | can see, there is no common fund in this case. The
inconme - of the assessee is derived frominterest on |oans
lent to /its nmenbers, interest” on Governnent securities,
rents from property, etc., and it is distributed to the
nmenbers either in the shape of guaranteed interest or
di vi dends or both. As far as the allegedly "mutual”
transactions of the assessee are concerned, the contributors
to the incone of the conpany
(D11 T.C 790

209
are those nmenbers who have borrowed fromthe assessee and
paid interest on their borrowings.” If the requirenent of

the compl ete identity between contributors and participators
were to be satisfied, then theabove contributors should
also be entitled to participate in the profits.”™ He further
poi nted out that a sharehol der nay not hold any deposit with
the fund and nmay not wutilise the borrowing facilities
afforded by the fund but may be content to receive such
di vidend as is decl ared.
The Appel | ate Assi stant Conmm ssioner, on appeal, upheld the
order of the Income Tax O ficer. It was urged before him
inter alia, that the decisionin the case of ‘Board of
Revenue Madras v. The Myl apore Hi ndu Pernmanent Fund Ltd., (1)
appl i ed to the facts because the capital was al so
fluctuating in this case. He, however, held that it was not
a case of fluctuating capital but only a steady increase of
capital. He further held that a sharehol der need not be a
subscriber to the fixed or recurring deposits, and a share-
hol der may not participate in the interest-earnings if no
di vidend is decl ared.
On further appeal, the Income Tax Appellate Tribunal held as
fol | ows:
"The fund's claimthat it is in_ reality a
mutual benefit society 1is untenable. The
car di nal requi r enent is t hat al | t he
contributors to the conmon fund nust be able
to participate in the surplus and that all the
partici pators in the sur pl us must be
contributors to the comon fund. In other
words, conplete identity between the contri-
butors and the participators is essential

Firstly, there is no comon fund. Secondl vy,
the shareholders nmay or may not receive a
di vi dend. But those shar ehol der s who

contribute to the recurring deposits of
various duration receive guaranteed interest.
The persons who contribute to the income of
the conpany are those sharehol ders who borrow
from the appellant and pay interest on their
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borr owi ngs.
(1) [1924] I.L.R 47 Mad. 1
51 S.C.-14
210
Qut of the income so derived, the guaranteed
interest to the sharehol ders who make nonthly
deposits, receive guaranteed interest but the
sharehol ders who do not <contribute nonthly
deposits may or may not receive any dividend.
Thus, the conplete identity between contribu-
tors and participators does not exist. The
nature of the business of the appellant is
that of ordi nary banking though the business
is restricted to its nmenbers or sharehol ders
only. Thi's restriction does not in the |east
take the inconme of the appellant out of the
purview of the charging sections of the Act.
In~ our ~ opinion, the Incone-tax authorities
were ~right in treating the appellant as a
banki ng concern. "
The Appellate Tribunal, however, stated a consolidated case
in respect of the assessment years, 1946-47 to 1953-54, and
referred the follow ng questions to the H gh Court:
"(1) VWhether there were materials for the
Tribunal - to hold that the assessee is a
banki nge concern assessable under Section 10
for all the assessnent years and not exenpt.
(2) If the answer tothe above question is
in the affirmative and agai nst the assessee,
whet her the paynments to the  non-recogni sed
provident - fund by the assessee for  the six
years of assessnment 1946-47 and 1948-49 to
1952-53 are allowabl e deductions wunder any
provi sions of the Act."
We are here only concerned with question No. 1. The 'High
Court, for reasons which will be shortly stated, answered
the question in the negative, and awarded costs Rs. '250. It
further ordered the refund to the assessee of the institu-
tion fee of Rs. 100 for each of the references "as part of
the costs to which as successful  assessee it wll be
entitled to."
The High Court, after a review of the cases cited before it,
came to the conclusion that the assessee satisfied the con-
ditions necessary for the applicability of Style's case(l).
According to it, the facts that the benefits of the
association (i) T.C 460
211
are available only to nenbers thereof and no non-nenber. can
participate in the benefits, and that the profits that arise
from this nutual trading are the result of the .interest
collected from nenbers who take advantage of the |oans
of fered by the fund and al so of the default interest paid by
menbers who del ay paynment of recurring deposits, and  that
the ’profit’ after paynent of interest to depositors —and
after neeting the other expenses of admnistration of the
fund are available for distribution anbng the entire body of
the nenbers, showed that there was conplete nutuality. It
had that "what is accordingly required is that both the
right to contribute and the right to participate nust be
available to an identical body and it is not necessary that
every nenber should contribute before he can be allowed to
partici pate. That this test is also satisfied in the
present case is beyond question.” It is this test which is
attacked as unsound by the Ilearned counsel for the
appel | ant .
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The High Court certified the cases as being fit for appea
to this Court, under s. 66 (A (2) of the Indian Incone Tax
Act, and the appeals are now before us for disposal

The question that arises in this case is whether the

Style' s(1) case covers the facts of this case. In other
words, to use the |anguage of Lord Macmillan in Muinicipa
Mutual Insurance Limted v. HIlls(l) has the cardina
requirenent, namely, ’'that all the contributors to the
conmon fund nmust be entitled to participate in the surplus
and that all the participators in the surplus nust be

contributors to the comon fund; in other words, there nust
be complete identity between the contributors and the
participators’, been satisfied?
Most of the cases, both English and Indian, bearing on the
poi nt under discussion, were reviewed by this Court in
Conmi ssi oner of | ncone Tax v. Royal Western Indian Turf Cub
Ltd. (1), and thisrelieves us of the task of reviewing al
of themagain. W however, shortly deal with those in which
conpanies | imted by shares were concerned for they stand on
a slightly different footing from conpanies limted by
guar ant ee.
(1) 2 T.C. 460
(2) 16 T.C. 430
(3)[1954] S.C.R 289
212
Al t hough the facts in the Royal Western Turf Cub case were
different, this Court |aid down the follow ng:
"The, principle that no one can make a profit
out of ‘hinmself is-true enough but.-may in its

application easily |lead to confusion. There
is nothing per se to prevent a conmpany from
nmaki ng a profit out of its own nenbers. Thus

a railway conpany which earns profits by
carryi ng passengers nay also make a profit by
carrying its sharehol ders or a tradi ng conpany
may nake a profit out of its trading with its
nmenbers besides the profit it nakes from the
general public which deals with it ~“but/ that
profit belongs to the nenbers as sharehol ders
and does not cone back to themas persons who
had contributed them Wer e a conpany
coll ects noney fromthe nmenbers and applies it
for their benefit not as sharehol ders but as
persons who ,out up the fund the conpany nakes
no profit. In such cases ~where there is
identity in the character of those who
contribute and of those who participate in the
surplus, the fact of incorporation may be
imuaterial and the incorporated conpany may
well be regarded as a nere instrunment, a
convenient agent for carrying out ‘what the
menber s nm ght nore | aboriously do for
t hensel ves. But it cannot be said t hat
i ncorporation which brings into being a |egal
entity separate fromits constituent nenbers
is to be disregarded always and that the | ega
entity can never nake a profit out of its own
nmenbers. "
In the Dibrugarh District Club Ltd. v. The Comm ssi oner of
I ncome Tax, Assam(1l), which was noticed by this Court, the
Cal cutta Hi gh Court distinguishing Style’s(2) case held that
the fact of incorporation could be neglected on the facts of
the case. In that club, out of the menbers of the club only
69 were sharehol ders and 220 were non-
(1) 21.7T.C 521
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(2) T.C 460

213

sharehol ders, while 74 out of 445 of the shares were held by
non-menbers of the club, and the profits of the club were
being distributed every year as dividend to sharehol ders.

Rowl att J., in our opinion, correctly points out that if
profits are distributed to sharehol ders as sharehol ders, the
principle of nutuality is not satisfied. In Thomas v.

R chard Evans and Co. (1), at pp. 822-823, he observes thus:

"But a conmpany can nmake a profit out of its nenbers as
customers, although its range of custoners is limted to its
shar ehol ders. If a railway company nmkes a profit by
carring its hareholders, or if a trading conpany, by trading
with the sharehol ders-even if it is limted to trading wth

t hem makes a profit, that profit bel ongs to t he
sharehol ders, in a sense, but it belongs to them qua
sharehol ders. It does not conme back to them-as purchasers
or custoners. It conmes back to them as sharehol ders, upon

their 'shares.” Were all that a conpany does is to collect
noney from a certain nunber of poeple it does not natter
whet her they are called nmenbers of the conpany, or partici-
pati ng policy hol ders-and apply it for the benefit of those
same peopl e, not as shareholders in the conmpany, but as the
peopl e who subscribed it, then, as | understand the New York
case, there is no profit. |If the people were to do the
thing for thenselves, there would be no profit, and the fact
that they incorporate a legal entity todo it for them nmakes
no difference. there is still no profit. This is not
because the entity of the company is to be disregarded, it
is because there is no profit, the noney being sinply
collected fromthose people and handed back to them not in
the character of shareholders, but in the character of those
who have paid it. That, as | understand it, is the  effect
of the decision in the New York ease."

(1) 1. T.C. 790

214

It seens to us that the test applied by the Hgh Court is
not sound. It is not consistent with the true decision in
Style’s case, as understood by this Court and in  other
subsequent cases. It will be noticed that Lord Macnillan
clearly said that all participators nust be contributors to
the comon fund and not that all participators nust  be
entitled to contribute. The essence of nutuality lies in
the return of what one has contributed to a common fund.

Das, J., as he then was, in the passage quoted  above, in

Conmi ssi oner of I ncone Tax v. Royal Western Indian Turf Cub
Ltd. (1) reiterated the sanme idea

The |learned counsel for the assessee, relying on_ The
Nat i onal Association of Local Government Oficers V.
Watkins(1l), wurged that it is not necessary that all nust
contribute to the common fund. But in that case it was an
uni ncor porated associ ation, and Finlay, J., regarded that as
a matter of fundanental inportance, for it followed fromit,
as held by Finlay, J., "that the property belongs to the
nmenbers and it is a fallacy, as bad been pointed out _in
several cases, one at |east of which was cited to nme, to say
in the case of such a club that, where a menber orders a
di nner and consunes it, there is any sale to him There is
not a sale. The fundamental thing is that the whole
property is vested in the nenbers."” He enphasized this again
when he says that "it may be that where you have a separate
entity, where you have a conmpany, in a great nmany cases the
test is that you have to |l ook at the subscribers, 1look at
the participants, and see if they are the samne. Here it
seens to ne to lie at the root of the thing that the
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property was not the property of the Association; it was the
property of the menbers thenselves.. ..... "
It is this feature of the case which Chagla, C J., failed to
notice in Ismailia Gain Mer chant s Associ ati on V.
Conmi ssi oner of | ncone Tax(3).
W may now deal with the cases decided by the Madras High
Court, and relied on by the I|earned counsel for the
assessee. In Board of Revenue v. The Myl apore Hi ndu
(1) [1954] S.C.R 289 (2) 18 T.C 499
(3) AIl.R 1958 Bom 32

215
Per manent Fund Ltd., (1) the Fund was registered under the
I ndi an Conpani es Act of 1866. A sharehol der subscribed one
rupee per share per nensemand at the end of 7 years drew
Rs. 102-8-0, and then he ceased to be sharehol der (qua the

share). A shareholder ~had to pay interest on t he
subscription, if not paid within the time prescribed by the
rul es. Apart fromthe interest on the subscription, the

Fund derived income frominterest on | oans given exclusively
to its nenbers, every one of thembeing entitled under the
rules to take |oan, and occasionally from interest from
outside investnents wth bank. The High Court held the
Style’ s(2) case applied and also held that the incone earned
by the Fund by way of interest fromits own nenbers was not
taxabl e under the I'ncome Tax Act, 1918, in spite of the fact
t hat such profits were devided anong directors and
di stributed anmobng the shareholders with reference to the
nunber of shares and the nunber of nmonths during which they
had held them But the point urged by M. Rajagopal Sastr
was not raised before the Hi gh Court and the H gh Court was
content to apply. the test 'whether the i ncome conmes in from
outside and not fromwithin'. But as held by the Full Bench
in The Madura H ndu Pernmanent Fund Ltd. v. The Commi ssioner
of Income Tax ( 3 this case could not ~have been rightly
based on Style's case.

In The Sivaganga Shri Meenakshi Swadeshi Saswatha N dhi Ltd.
v. The Conmi ssioner of Income Tax ((4) the H gh Court, without
adverting to doubts expressed in the decision in Madura

H ndu Perrmanent Fund Ltd., ( 3 ) regarding the applicability
of Style's case, which was referred to in thestatement of
the <case, and without giving any reasons,, heldthat the
M/l apore Hi ndu Pernmanent Trust(1l) case applied.

In Tanjore Permanent Fund v. Conmi ssioner of |ncone Tax(5)
the Hi gh Court held that there was no conflict between the
decision in Myl apore Hi ndu Permanent Fund(1l) case and the
Madura Hi ndu Pernmanent Fund(1l) case. A&

(1) [1924] |I. L.R 47 Mad. 1

(2) 2 T.C. 460

(3) AI.T.C 326

(4) 81.T.C.. 83

(5 51.T.R 160

216

the facts in the case were simlar to that in Myl apore H ndu
Per manent Fund (1) case, the H gh Court refused to reopen the
guestion and disturb the practice, but however added that
“though the term’sharehol der’ has been here used, we do not
wi sh to be understood as deciding that these subscribers are
sharehol ders properly so called within the meaning of the
Conpanies Act." As already pointed out, in none of these
cases the point was debated as to what is the position when
sharehol ders participate in profits as sharehol ders and not
as contributors.

It seens to us that it is difficult to hold that Style's
case applies to the facts of the case. A shareholder in the
assessee conpany is entitled to participate in the profits
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without contributing to the funds of the conmpany by taking
loans. He is entitled to receive his dividend as | ong as he
holds a share. He has not to fulfil any other condition
H's position is in no way different froma shareholder in a
banki ng company, limted by shares. |Indeed, the position
,of the assessee is no different from an ordinary bank
except that it | ends noney to and receives deposits fromits
shar ehol ders. This does not by itself make its incone any
the less inconme frombusiness withins. 10 of the Indian
I ncome Tax Act.

In our opinion, the answer to the question referred to the
Hi gh Court should be in the affirmative. 'Me appeals are
accordingly accepted, but in viewof the fact that the
MW/l apore Fund(1l) case has held the field in Madras since
1923, we do not wi sh to burden the assessee wth costs.
Accordingly, the parties wll bear their own costs through-
,out .

A subsidiary point was raised by M. Sastri that the High
Court 'had no jurisdiction to order the refund of the
reference fees deposited by the assessee. This is true.
But the High Courts can, if they so deemfit in a particular
case, assess the costs in such a way as to include the sum
of Rs. 100 deposited as reference fee.

Appeal al | owed.

(1) [1924] I.L.R 47 Mad. 1 (2) 2 T.C 460
217




