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ACT:

IncbnE Tax Act (11 of  1922) Schedule, rr. 3(b) and 6--Scope
of

HEADNOTE:
The appellant (assessee) was a conpany carrying —on the
busi ness of general insurance. It erected a substantia

nodem bui l ding at a cost of about Rs. 12,00,000 towards the
end of 1952. For the accounting year 1953 it wote off a
sum of about Rs. 1,00,000 as representing the depreciation
with respect to. various itens. The Incone-tax/ Oficer
di sal | owed 4/5 of the depreciation on the ground that only a
fifth part of the building was utilised for the purpose of
the appel l ant’ s business and the remaining 4/5 part was |et
out, and that the rent thereon was exenpted under s. 4(3)
(xii) of the Incone-tax Act, 1922. On—appeal by the
assessee, the Appellate Assistant Conmi ssioner dismssed the
appeal and enhanced the assessnent by disallowi ng even the
115 of the depreciation allowed by the Incone Tax Oficer

on the ground that under r. 3(b) of the Schedule to the Act,
the all owabl e depreciation was an actual depreciation of the
value of the assets. On further appeal, the Appellate
Tribunal restored the order of the Income-tax Officer /with
respect to 115 part but as to the 4/5 part agreed with the
Appel | ate Assistant Conmissioner. The High Court, on a
reference as 'to whether the 4/5 part of the depreciation
was also allowable as a deduction in the assessment
conpleted under s. 10(7) and the rules contained in the
Schedul e, of the Act, held against the appellant. On appea

to the Suprene Court,

HELD : The appeal nust be allowed. [374C.

Rules 3(b) and 6 of the Schedule to the incone-tax Act,
which are the applicable rules, should be read against the
background of the various provisions of the Insurance Act (4
of 1938) mmking detailed provision to ensure the true
valuation of assets and the determination of the true
bal ance of profits of an insurance business. So read, the
I ncome Tax O ficer can exclude fromthe bal ance of profits,
only any expenditure which is not allowable under s. 10 of
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the I ncone-tax Act. The word "expenditure" inr. 6 nmeans

di sbursenent and does not conprehend depreciation. As regar-
ds "depreciation", it covers both actual and notional, and
the Income Tax O ficer has no option but to allow it under
r. 3 (b). He cannot ask the assessee to prove that there has
been any actual depreciation. [370E 372A, C 373, F;
374C .

Life Insurance Corporation of India v. Comssioner of
I ncometax (1964) 51 I.T.R 773, followed.

JUDGVENT:
ClVIL APPELLATE JURI SDICTION : Civil Appeal No. 816 of

1963.

Appeal by special |eave fromthe judgnent dated the July 4,

1961, of the Madras High Court in case referred No. 4 of

1957.

A. V. Viswanatha Sastri, R Venkataranan and R Gopal a-

kri shnan, for the appellant.

368

R Ganapathy Iyer, R H.- Dhebar and R N  Sachthey, for

the respondent.

The Judgnent of the Court was delivered by

Sikri J. This is/an appeal by special |eave against the

judgrment of the Madras Hi gh Court in a case referred to it

under the Indian Incone Tax Act, 1922, hereinafter referred

to as the Act, answering the question of |aw against the

assessee. The question referredis :
"Whet her four-fifth of the sumof Rs. 1,21, 245
witten off inthe books of the -assessee as
depreciation for the calendar year 1953 is
allowable as a deduction in the assessnent
conpl eted under section 10(7) and the ' rules
contained in the schedule of the Incone-tax
Act . "

The facts relevant for answering the question are as

follows. The assessee is a public limted conpany  carrying

on the business of general insurance. It erected a  nodem

substantial building with lifts and air-conditioning at a

cost of Rs. 12,08, 252 and got it ready for occupation from

December 1, 1952. 1In its books for the calendar year 1953,

the previous year for assessment year 1954-55, it wote off

Rs. 1,21,245 as depreciation as follows

Rat e Amount

Per cent (in rupees)
Bui | di ngs 10 1, 06, 940
Air conditioning plant 15 2,973
Lifts 15 6, 214
Transformers 15 1,442
I nt ernal Tel ephone 15 3,676

TOTAL1, 21, 245

It was conmon ground before the |Incone-tax Appel | ate
Tribunal that one-fifth of the building could be considered
as occupied for its own purposes and the renaining four-
fifth as let out to tenants for rent. The I ncone-tax
Oficer disallowed fourfifth of the depreciation clainmed on
the ground that "the rentals received from this 4/5th
portion are being shown separately under the head ' Property’
whi ch income in turn has been clained as 'exenpt under s. 4
(3) (xii). Had there been no exenption in the property
income there would have-been a statutory allowance which
woul d conpensate for depreciation. The fact that the whole
incone is exenpt further strengthens that no allowance
regardi ng these portions could be made.
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On appeal, the Appellate Assistant Conmi ssioner disallowed
the whole claim (including that allowed by the Incone-tax
O ficer) on another ground. He held that the property fel
within the words’ other assets’ used in Rule 3 (b) of the
Schedul e, but what Rule 3 (b) contenplated was an actua
depreciation of the value of such assets. As the counsel of
the assessee adnitted before himthat the property being
new, there could be no question of actual depreciation
On further appeal, the Appellate Tribunal came to the con-
clusion that the i movable property to the extent of four-
fifths thereof was an investment held ’'solely for the
purpose of earning rent therefromcapable of appreciation
either nationally or by sale and realisation’, but under r
6 of the Schedule, thelncome-tax O ficer has jurisdiction
to fix a figure which isfair and just. It accordingly
al |l owed the appeal in part.
On a reference being made to it, the High Court held that in
conputing profits and gains, the Incone-tax O ficer had the
power to ‘exam ne the quantum-of depreciation either witten
off or reserved and to satisfy hinself that it did not
exceed the amount all owable to neet the depreciation
It is conmmon ground between the parties that by virtue of s.
10(7) of the Act the profits and gains of any business of
i nsurance have to /'be conmputed in accordance with the rules
contained in the Schedule to the Act, and ss. 8, 9, 10, 12
or 18 have no application. Rule 3(b) andr. 6, on the
interpretation of which the answer to the question referred
to depends, read thus,:
"3. In conputing the surplus for the purposes
of rule 2-
(b) any amount either witten of f or
reserved in the accounts or through the
actuarial valuation  balance sheet to neet
depreci ation of ~or-1oss on the realisation of
securities or other assets, shall be  all owed
as a deduction, and any suns taken credit for
in the accounts or actuarial valuation bal ance
sheet on account of appreciation of or  gains
on the realisation of the securities or other
assets shall be included in the surplus:
Provided that if wupon investigation it —appears to - the
I ncome-tax Officer after consultation with the Controller of
I nsurance that having due regard to the necessity for nmaking
reasonabl e provision for bonuses to participating policy-
hol ders and for contingencies, the rate of

370
i nterest or ot her factor enpl oyed in
det er m ni ng the liability in respect of
out st andi ng pol i ci es is materially

i nconsi st ent with the wvaluation of t he
securities and other assets so as artificially
to reduce the surplus, such adjustnent  ‘shal
be made to the all owance for depreciation of,
or to the amount to be included in the surplus
in respect of appreciation of, such securities
and other assets, as shall increase the
surplus for the purposes of these rules to a
figure which is fair and just;

6. The profits and gains of any business of
insurance other than life insurance shall be
taken to be the balance of the profits
di scl osed by the annual accounts, copies of
which are required under the Insurance Act,
1938 [4 of 1938], to be furnished to the
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Control l er of Insurance, after adjusting such
bal ance so as to exclude from it any
expendi ture, other than expenditure which nay
under the provisions of section 10 of this Act
be allowed for in conputing the profits and
gains of a business. Profits and |osses on
the realisation of investnents and deprecia-
tion and appreciation of the val ue of
i nvestments shall be dealt with as provided in
rule 3 for the business of life insurance."
M. Viswanatha Sastri contends that the |Insurance Act, 1938
(4 of 1938) makes detailed provisions to ensure the true
valuation of assets and the determnation of the true
bal ance of profits of an insurance business. An exani nation
of various sections of the lnsurance Act discloses that he
is right in this respect. Section 1 1 requires an insurer
to prepare at the expiration of the cal endar year a bal ance
sheet, ~a profit-and l'oss account, and a revenue account in
accordance with the schedules. ~Part | of the First Schedul e
prescribes “regulations and  Part Il gives forms for the
preparation of a balance sheet.” Regulation 6 enjoins the
appending to the Bal ance Sheet a statement in Form AA, as
set out in Part 11 of the First Schedul e, showi ng the market
value and the book value of the assets, including house
property. This Form AA has three colums; (1) book val ue as
per (a) below, (2) narket value as per (b) below. and (3)
remarks as per (c) below (a) refers to the value for which
credit is taken; (b) refers to the market value of assets
whi ch has been ascertained frompublic quotations, and (c)
refers to bow the value of the assets as has  not been
ascertained from public quotations has been arrived at. But
it is not necessary to show the nmarket val ues where they are
not |ess than the book values, and a certificate to that

effect is

371
appended to the statenment. In other words, if the market
val ue is nore than the book value, it need not be shown.
Ther esul t of the above-nentioned provisions is that the
statenent of assets will show book value of house
property and its marketval ue unl ess the market ~val ue
is nore.

The Second Schedul e prescribes the regul ations and forns for
the preparation of profits and |oss account of sone

i nsurers. There are two colums in Form’'B which need  be
mentioned : (1) Depreciation of Investnments- (not charged to
Reserves or any particular Fund or Account) ; (2)

Appreci ation of Investments (not credited to Reserves or any
particul ar Fund or Account). The Third Schedule sets forth
the regulations and forns for the preparation of a revenue
account (one of the itens to be shown in FormD is 'Rents
for offices belonging to and occupied by the Insurer’).
Form F is formfor Revenue Account applicable to Fire
| nsurance Business, Mrine |nsurance Business, and Mscel -
| aneous | nsurance Business. One of the itens to be shown is
" expenses of managenent” and note (c) says that if any sum
has been deducted fromthis itemand entered on the assets
side of the Bal ance Sheet, the anpunt to be deducted must be
shown separately.

After the bal ance sheet, profit and | oss account and revenue
account have been prepared, they have to be audited unless
they are subject to an audit under the Indian Conpani es Act.
Under s. 15 the audited accounts and statenents above
referred to have to be furnished to the Controller as
returns.

Section 18 requires every insurer to furnish to t he
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Controller a certified copy of every report on the affairs
of the concern which is subnitted to the nenbers or policy
hol ders of the insurer

Section 21 enables the Controller to get such further
information fromthe insurer as he may consi der necessary to
correct or supplement a return, to exam ne books of
accounts, registers and docunents or to exam ne any officer
The Controller may decline to accept any return unless the
i naccuracy has been corrected or the deficiency has been
supplied. |If he declines to accept any return, the insurer
shal |l be deenmed to have failed to conply with the provisions
of S 15, S 16 or S. 28 or S. 28A relating to the
furni shing of returns. Sub-section (2) of S. 21 enables an
insurer to apply to court for cancellation of any order made
under cls. (a), (b) ~or (c) of sub-section (1) or for
directing the acceptance of any return which the Controller
has declined to accept.

372

above, | should be read in the Light of this background. He
says that ~r. 6 authorises an Incone-tax Oficer to nake
adjustrments of two kinds. First, he can exclude from the
bal ance of profits any expenditure which is not allowable
under S. 10 of the Act. He says that the depreciation which
has been claimed is not an expenditure withinr. 6, for the
expenditure nust /be a disbursenent. He refers in this
connection to S. 10(2) (xii), (xiv) and(xv) where the word
| expenditure’ is expressly used. Comng to-the second part

of r. 6, he argues that the word ' depreciation’ includes
both actual and notional depreciation, and in r. 3(b)
simlarly the word 'depreciation’ includes actual and
noti onal depreciation. If heis right in this, he says that

as r. 3(b) directs the Incone-tax Oficer “to allow the
depreciation, which has been witten off,” the |ncone-tax
O ficer has no option but to allowit and he cannot ask the
assessee to prove that ‘there has been any act ua
depreci ati on. He relies strongly on the decision of this
Court in Life Insurance Corporation of India v. Conm ssioner
of Incone-tax. (1) Let us first see what is the exact / scope

of this decision. Sarkar J., interpreted

r. 3 (b) inthe followi ng terns
"When we cone to rule 3 (b) we find that the
first part of it lays down that it shall  be

obligatory on the Incone-tax Oficer to all ow
certain anmbunts witten off or reserved by the
assessee as a deduction and to include in the
surplus any sums for which credit has been
taken on account of appreciation or gains on
the realisation of the securities or other
assets. This part of the rule only conpels
t he Income-tax Officer to allow ~certain
amounts as deductions and to include  certain
amounts for which credit had been taken in the
accounts of the assessee. It, therefore, does
not warrant what the Incone-tax Oficer  did,
nanely, to adjust the accounts on the basis of
a reval uation nmade by him" (enphasi s
suppl i ed)

Hi dayatullah J.. said this about Rule 3(b);
"Under the mmin part of rule 3(b) certain
speci al deductions and additi ons nmust be rmade
to the annual average of t he sur pl us
determ ned wunder the second rule. Since the
life fund is held in securities and the price
of stocks and shares fluctuates, provision has
been made in rule 3(b) to nake adjustnents.
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Rul e 3(b) in its min part speaks of
adjustrments on the basis of the accounts and
anmounts as entered in the accounts determ ne
what

(1)(1964) 51 I.T.R 773.
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nust be added to or deducted fromthe surplus.
The Incone-tax O ficer nust deduct from the
annual average of the surplus for purposes of
rule 2 any ampbunt entered in the account to
cover depreciation of the securities and
assets and add any anount taken credit for on

account of . appreciation. The | ncone-t ax
Oficer here follows the accounts and gives
effect to the entries such as they are. The

provision is nmandatory and the Income-tax

O ficer has no discretion.”

He 't hen adds :

"The entire subject of such disparity between

fact and actual entries is conprehended in the

provi so. "
It seens to us that this Court has held in categorical terns
that r. 3(b) does not enpower the Income-tax Officer to
adjust the accounts on the basis of a revaluation made by
himor to correct the discrepancy between what is entered in
the accounts and what' is fact.
M. Ganapathy lyer tried to distinguish the case on the
ground that r. 6 was not applicableto a Ilife insurance
busi ness and was not considered by the Court. 'He at first
suggested that in the second part of r. 6 the word
"depreciation’ did not include notional depreciation. When
it was pointed out to himthat if this is correct, r. 3 (b)
would not be attracted at all, he nodified his stand and
argued that in r. 3 (b) notional depreciation of property is
not included in the word "depreciation’. W are unable to
agree with himthat the word ’'depreciation” in r. 3 (b)
should be construed in this linted sense. The words "any

amount witten off ... in the accounts ... “to nmeet
depreciation of ... other assets" have to be understood in
the ordinary connotation. If the draftsman wanted to

i nclude depreciation on buildings, what M. Ganapathy |yer
calls notional depreciation, he could hardly have used  any
ot her wordi ng.

M. Ganajpathy |yer says that this Court in Life Insurance
Corporation of India v. Conm ssioner of Income ~Tax(1l) did
not exam ne one aspect, and this aspect is derived from the
words "to neet" occurring inr. 3 (b). He says that the
effect of these words is that the Incone-tax Oficer is
obliged to allow any anount witten off only if it is really
to neet actual depreciation and not any other fancifu

conception of depreciation. This question does not-arise on
the facts of this case, for once we hold that the word
"depreciation" covers notional depreciation, it is

(1) [1964151 |.T.R 773.

L2Sup./ 64-11
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nobody’s case that it is not notional depreciation that is
intended to be witten off. There is no sanctity about the

rate of depreciation prescribed under the Act. |If the rate
of depreciation applied by the assessee and accepted by the
Controller differs from that allowed under the Act, it

cannot be said that the assessee did not wite off the
amount to neet depreciation.

M. Ganapathy lyer has referred us to sone cases but they
were di scussed in the above-nentioned decision of this Court
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and there 1is no point in discussing them again. W may
mention that the |earned Counsel for the Revenue has not
rightly urged that the word "expenditure" in the first part

that the word "expenditure” in r. 6 means disbursenent.
Accordingly, we accept the appeal and answer the questio
the affirmative. The respondent will pay costs incurred
this Court and the H gh Court.

Appeal al | owed.

375

of r. 6 conprehends depreciation. W agree with M. Sastri

nin
in




