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Cvil Appeal No.235 of 1996

Cvil Appeal No.235 of 1996 pertains to the assessnent
of the income of the appellant, United Conmmercial Bank Ltd.,
for the assessment year 1981-82. The assessee had credited
a total sum of Rs.49,15,435/- by way of interest to a
suspense account since recovery of the said anpbunt was
doubtful and no recovery of the said anmount or any part of
it which was by way of interest on |oans advanced by it, had
been effected in the three previous years. The assessee
excluded the said sumof Rs.49,15,435/- while conputing its
total income.

The | ncome-tax departnment conpleted the assessnent for
assessment year 1981-82 on 28th of February, 1985, by
following the Central Board of Direct Taxes C'rcul ar
No. F. 201/ 21/84 TTA-11 dated 9th of Cctober, 1984 excluding

from the total i ncome of the assessee, the said sum of
Rs. 49, 15,435/- while conmputing the total —incone of the
assessee. The Comm ssi oner of |ncone-tax on exam nation of

the assessnent records considered the exclusion of the said
sum of Rs. 49, 15,435/- to be erroneous and prejudicial to the
interest of the revenue. By his order dated 5th of” March

1987 he included the said ambunt in the total incone of the

assessee. On appeal, the Income-tax Appellate Tribunal, by
its order dated 14.10.1988, allowed the appeal of the
assessee. A reference was nmade to the H gh Court ~at the

instance of the revenue under Section 256(1)  of the
I ncome-tax Act. The followi ng question was referred to the
H gh Court:

"Whet her, on the facts and in the circunstances of the
case, the Tribunal is justified inlawin cancelling the
ClT's order under section 263 of the Incone-tax Act hol ding
that when the assessment was conpleted, the only paper
available was the Board’'s circular dated 9th Cctober, 1984

and, therefore, it cannot be said that the | AC s order of
assessment not taxing the interest in suspense of
Rs. 49, 15,435/- in view of that circular was erroneous and

prejudicial to the interest of revenue."
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The High Court has answered the reference in favour of
the revenue in view of the decision of this Court in State
Bank of Travancore v. Conmm ssioner of |ncone-tax, Kerala
[(1986) 158 I TR 102].

We have to consider whether interest on a | oan whose
recovery i s doubtful and which has not been recovered by the
assessee-bank for the last three years but has been kept in
a suspense account and has not been brought to the profit
and |loss account of the assessee, can be included in the
income of the assessee for the assessment year 1981-82. It
is the case of the assessee that in respect of |oans which
are advanced by it to various custoners, recovery of sone

loans is very doubtful. It is doubtful whether even the
interest on the | oans advanced will be recovered from the
cust oner. In such cases, the interest calculated on the

loan amount is credited in a suspense account. This anmount
is not  brought” to the profit and |oss account of the
assessee- bank because these are anobunts which are not likely
to be realised by the bank. ~Hence they do not forma part
of the real inconme of the bank. ~If and when any such anount
or a part of it is recovered, it is included in that
assessment year in the total income of the assessee for the
pur pose of paynment of incone-tax.

The nethod of  accounting whichis followed by the
assessee-bank is mercantile system of accounting. However,
the assessee considers income by way of interest pertaining
to doubtful |oans as not real incone in the year in which it
accrues, but only when it is realised. A mxed nethod of

accounting is thus followed by the assessee-bank. Thi s
nethod of accounting adopted by the assessee is in
accordance with accounting practice. ~In Spicer and Pegler’s

Practical Auditing the relevant passage occurring at. page
186- 187 has been reproduced in the mnority judgment of this

Court in State Bank of Travancore v. Commi ssi oner  of
I ncome-tax, Kerala [(1986) 158 I TR 102 at p.120]. /It is as
foll ows:

"Where interest has not been paid, it is sometines
l eft out of account al t oget her. This prevents the
possibility of irrecoverable interest being credited to
revenue, and distributed as profit. On the other hand, this
treatnent does not record the actual state of the loan
account, and in the case of banks and other concerns ~whose
business it is to advance noney, it is usual to find the
interest is regularly charged up, but when its recovery is
doubtful, the anmount thereof is either fully provided
against or taken to the credit of an Interest Suspense
Account and carried forward and not treated as profit unti
actually received."

Simlarly, referring to interest on doubtful debts,
Shukla and Gewal on Advanced Accounts, Ninth Edition  at
page 1089 state as follows:

"I nterest on doubtful debts should be debited to the
| oan account concerned but should not be credited to
i nterest account. Instead, it should be <credited to
Interest Suspense Account. To the extent the interest is
received in cash, the Interest Suspense Account should be
transferred to Interest account; the remaining anount
should be closed by transfer to the Loan account. Thi s
treatment accords with the principle that no item shoul d be
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treated as incone unless it has been received or there is a
reasonabl e certainty that it will be realised."

(Vide State Bank of Tranvacore v. CIT [supra])

The assessee’s nethod of accounting, t her ef ore,
transferring the doubtful debt to an interest suspense
account and not treating it as profit until actually

received, is in accordance with accounting practice.

Under Section 145 of the |Income-tax Act, 1961, incone
chargeabl e under the head "profits and gai ns of business or
profession or inconme fromother sources" shall be conputed
in accordance wth the method of accounting regularly
enpl oyed by the assessee; provided that in a case where the
accounts are correct and conpl ete but the method enpl oyed is
such that in the opinion of the Incone- tax Oficer, the
i ncomre cannot properly be deduced therefrom the conmputation
shall be made in such manner and on such basis as the
Income-tax O ficer may determine. |In the present case the
method enployed is entirely for a proper determnation of
i ncorme.

For this sanme reason, and to aid proper determ nation
of income, the <Central Board of Direct Taxes had issued
Circular No.41(V-6)D of 1952 dated 6th Cctober, 1952. The
circular, inter alia, stated that "interest accruing to a
noney |lender on loans entered in the suspense account
because of the extrene unlikelihood of their being recovered
need not be included in the assessee’s taxable incone if the
Income-tax Officer is satisfied that 'thereis really little
probability of the Ioans being repaid. It is considered
desirable to extend this principle to banks which, instead
of transferring the doubtful debts to a suspense account,
credit the interest on such debts to that account  provided
the Income-tax O ficer is satisfied that recovery is
practically inprobable.” This circular was in force till
20th of June, 1978 when the Central Board of Direct Taxes
issued a circular dated 20th of June, 1978 wi thdrawi ng with
i Mmediate effect the earlier circular of 6th of Cctober
1952. The reason for the withdrawal of the circular of 1952
is set out in the circular of 20th of June, 1978. The

reason is stated thus: "the Board has been advised that
where accounts are kept on nercantile 'basis, interest
thereon is taxable irrespective of whether the interest is
credited to suspense account or to interest account. The
Kerala Hi gh Court has al so expressed the sane view in the
case of State Bank of Travancore v. Comm ssioner of

I ncome-tax, Kerala [110 |ITR 336]. The anount -of such
interest is, therefore, includible in the taxable incone."
The wi thdrawal of the circular of 6th of October, 1952 which
had been in force for thirty six years was on account of the
decision of the Kerala High Court in State Bank  of
Travancore v. Conm ssioner of Income-tax, Kerala (Supra).
The Central Board of Direct Taxes, however, issued another
circular of 9th of Cctober, 1984 under which the Centra
Board of Direct Taxes decided that "interest in respect of
doubtful debts credited to suspense account by the banking

conpanies wll be subjected to tax but interest charged in
an account where there has been no recovery for three
consecutive accounting years will not be subjected to tax in

the fourth year and onwards. However, if there is any
recovery in the fourth year or later the actual anpunt
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recovered only wll be subjected to tax in the respective
years. This procedure will apply to assessnent year 1979-
80 and onwards. The Board’s Instruction No.1186 dated
20.6.78 is modified to this extent." The same circular has
also further clarified that upto assessnent year 1978- 79
the taxability of interest on doubtful debts credited to
suspense account will be decided in the |ight of the Board's
earlier circular dated 6.10.1952 as the said circular was
withdrawmn only in June, 1978. The new procedure under the
circular of 9th of October, 1984 will be applicable for and
from the assessnent year 1979-80. All pending disputes on
the issue should be settled in the Ilight of t hese
i nstructions. Therefore, upto the assessment year 1978-79,
the Central Board of Direct Taxes' circular of 6th Cctober,
1952 would be applicable; while fromthe assessnment year
1979-80, the Central Board of Direct Taxes’ circular of 9th
of October, 1984 i's nmade applicable. 1In the present case,
the assessment was nmade on the basis of the Central Board of
Direct Taxes  circular of 9th of Cctober, 1984, since the
assessment ~pertains to assessnent year 1981-82 to which the
circular of 6th October, 1984 is applicable.

VWhat is the status of these circulars? Section 119(1)

of the Income-tax~ Act, 1961 provides that, "The Centra
Board of Direct Taxes may, fromtine to tine, issue such
orders, instructions and directions to other incone-tax
authorities as it may deemfit for the proper adm nistration
of this Act and such authorities and all ‘other persons
enployed in the execution of this Act shall observe and
follow such orders, instructions and directions of the
Boar d. Provided that —no such orders,” instructions or
directions shall be issued (a) so as to require any

income-tax authority to make a particul ar -assessnent or to
di spose of a particular case in a particular manner; or (b)
so as to interfere with the discretion of the Appellate
Assistant Conmi ssioner in the exercise of his appellate
functions". Under sub-section (2) of Section 119, without
prejudice to the generality of the Board's power set out in
sub-section (1), a specific power is given to the Board for
the purpose of proper and efficient nmanagenent of the work
of assessnent and collection of revenue to issue from time
to tinme general or special orders in respect of any class of
incomes or class of cases setting forth directions or
instructions, not being prejudicial to assessees, as the
gui delines, principles or procedures to be followed in the
work relating to assessment. Such instructions nay be by
way of relaxation of any of the provisions of the sections
specified there or otherw se. The Board thus | has power,
inter alia, to tone down the rigour of the | aw and ensure a
fair enforcenent of its provisions, by issuing circulars in
exercise of its statutory powers under Section 119 of the
I ncome-tax Act which are binding on the authorities in the
adm nistration of the Act. Under Section 119(2) (a),
however, the circulars as contenplated therein cannot  be
adverse to the assessee. Thus, the authority which welds
the power for its own advantage under the Act is given the
right to forego the advantage when required to wield it in a
manner it considers just by relaxing the rigour of the |aw
or in other permissible manners as laid down in Section 119.
The power is given for the purpose of just, proper and
ef fici ent managenent of the work of assessnent and in public
i nterest. It is a beneficial power given to the Board for
proper admnistration of fiscal |aw so that undue hardship
may not be caused to the assessee and the fiscal |aws nmay be
correctly applied. Hard cases which can be properly
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categorised as belonging to a class, can thus be given the
benefit of relaxation of law by issuing circulars binding on
the taxing authorities.

The question whether interest earned, on what have
cone to be known as "sticky" |oans, can be considered as
income or not until actual realization, is a question which
nay arise before several inconme tax officers exercising
jurisdiction in different parts of the country. Under the
accounting practice, interest whichis transferred to the
suspense account and not brought to the profit and |[|oss
account of the conpany is not treated as incone. The
guestion whether in a given case such "accrual" of interest
is doubtful or not, may al so be problematic. |If, therefore,
the Board has considered it necessary to |ay down a genera
test for deciding what is a doubtful debt, and directed that
all incone tax officers should treat such amounts as not
form ng part of the incone of the assessee until realized,
this direction by way of a circular cannot be considered as
travel ling ~beyond the powers of the Board under Section 119
of the Income Tax Act. Such a circular is binding under
Section 119. The circul ar of 9th of COctober, 1984,
therefore, provides a test for recognising whether a claim
for interest can be treated as a doubtful claimunlikely to
be recovered or not. The test provided by the said circular
is to see whether, at the end of three years, the anpunt of
interest has, in fact, been recovered by the bank or not.
If it is not recovered for a period of three years, then in
the fourth year and onwards the claimfor interest has to be
treated as a doubtful clai mwhich need not be included in
the incone of the assessee until it is actually recovered.

In the case of Navnitlal C Javeri v. K. K. Sen
Appel |l ate Assistant Commi ssioner of Income-Tax, 'D | Range,
Bonbay (1965 (1) SCR 909), the legal effect of such
circulars is, inter alia, considered by a Bench of five
judges of this Court. Section 2(6A)(e) and Section 12(1B)
were introduced in the Income-tax Act by the Finance Act 15
of 1955 which canme into force on 1st of April, 1955, The
CGovernment, however, realised that the operation of Section
12(1B) would lead to extrene hardshi p because it woul d have
covered the aggregate of all outstanding loans of past years
and would inpose an unreasonably high liability on the
sharehol ders to whomthe |oans m ght have been -advanced.
The Mnister, therefore, gave an assurance in- Parlianent
that outstanding [|oans and advances which —are otherw se
liable to be taxed as dividends in the assessnent years
1955-56 wll not be subjected to tax if it is (shown  that
they had been genuinely refunded to the respective conpanies
before 30th of June, 1955. Accordingly, a circular was
i ssued by the Central Board of Revenue on 10th of “May, 1955
pointing out to all income tax officers that it was 1likely
that sone of the companies mght have advanced |oans to
their shareholders as a result of genuine transactions  of
| oans, and the idea was not to affect such transactions and
not bring themwithin the mschief of the new provision
The officers, therefore, were asked to intimate to all the
conpanies that if the | oans were repaid before 30th of June,
1955 in a genuine manner, they would not be taken into
account in determning the tax liability of the sharehol ders
to whom they may have been advanced despite the new section.
This <circular was held by this court as binding on the
Revenue, though linmiting the operation of Section 12(1B) or
excluding certain transactions fromthe anbit of Section
12(1B). It was so held because the circul ar was consi dered
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as issued for the purpose of proper admnistration of the
provi sions of Section 12(1B) and the court did not | ook upon
this circular as being in conflict with Section 12(1B)

A simlar view of CBDT circulars has been taken in the
case of K. P. Varghese v. Income Tax O ficer, Ernakul am and
Os. (1981 (4) SCC 173 [at page 188]), by a Bench of two
judges consisting of P.N. Bhagwati and E.S. Venkataram ah
JJ. The Bench has held that circulars of Central Board of
Direct Taxes are legally binding on the Revenue and this
bi nding character attaches to the circulars even if they be
found not in accordance with the correct interpretation of
the section and they  depart or deviate from such
construction. Citing the decision of Navnitlal C Javeri
V. K. K Sen (Supra), this Court observed that «circulars
issued by the Central Board of Direct Taxes under Section

119 of the Act are binding on all officers and persons
enployed in the execution of the Act even if they deviate
from the provisions of the Act. In Keshavji Ravji and Co.

v. Conmi'ssioner of |ncone-Tax (1990 [183] ITR 1) a Bench of
three judges of this Court has also taken the view that
circulars beneficial to theassessee which tone town the
rigour of the law and are issued in exercise of the
statutory powers under -~ Section 119 are binding on the
authorities in the administration of the Act. The benefit
of such circulars is admi ssible to the assessee even though
the circulars mght have departed fromthe strict tenor of
the statutory provision and mitigated the rigour of the |aw
This Court, however, clarified that the Board cannot
pre-enpt a judicial interpretation of the scope and ambit of
a provision of the Act. Also a circular cannot inpose on
the tax-payer a burden higher than what the Act itself, on a
true interpretation, envisages. The task of interpretation
of the laws is the exclusive domain of the courts. However,
the Board has the statutory power under Section 119 to tone
down the rigour of the law for the benefit of the assessee
by issuing circulars to ensure a proper adm nistration of
the fiscal statute and such circulars would be binding on
the authorities adm nistering the Act.

In the case of CB. Gautamv.  Union of India and
Os. (1993 (199) |ITR 530 at page 546) a Bench of five
judges of this Court considered as enforceable, Instruction
No. 1A88 issued by the Central Board of Direct Taxes relating
to the enforcenent of the provisions of Chapter XX-C of the
Income-tax Act. The Central Board pointed out in the said
instruction that in admnistering the provisions of the said
Chapter, it has to be ensured that no harassment is caused
to bona fide and honest purchasers or sellers of immovable
property and that the power of pre-enptive purchase has to
be exercised by the appropriate authority only when it has
good reason to believe that the property has been sold at an
undervalue and there is paynent of black noney in the
transacti on. The instruction that when the property is put
up for sale by the appropriate authority, the reserve price
shoul d be fixed at a m ni nrum of 15% above the purchase price
shown as the apparent consideration under the agreenent
between the parties, was held to be binding on the
aut hority. The Constitution Bench in the above case also
approved of the decision of this Court in K P. Varghese v.
I ncome Tax O ficer (Supra).

There are, however, two decisions of this Court which
have been strongly relied upon by the respondents in the
present case. The first decision is the mgjority judgnent




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 7 of 9

in The State Bank of Travancore v. Conmm ssioner of |ncome-
Tax, Kerala (1986 (158) |ITR 102) deci ded by a Bench of three
Judges of this court by a mpjority of two to one. Thi s
judgrment directly deals with interest on "sticky advances"
whi ch have been debited to the customer but taken to the
i nterest suspense account by a banking conpany. The
majority judgnent has referred to the circular of 6th of
Cctober, 1952 and its withdrawal by the second circular of
20th of June, 1978. The mmjority appears to have proceeded
on the basis that by the second circular of 20th of June,
1978 the Central Board had directed that interest in the
suspense account on "sticky" advances should be includible
in the taxable incone of the assessee and all pending cases
should be disposed of keeping these instructions in view
The subsequent circular of 9th of October, 1984 by which

from the assessnent year 1979-80 the banking conpani es were
given the benefit of the circular of 9th of Cctober, 1984,
does not appear to have been pointed out to the Court. What
was submitted before the Court was, that since such interest
had been allowed to be exenpted for nore than half a
century, -the practice had transformed itself into |law and
this position shoul d* not have been deviated from
Negativing this contention, the Court said that the question
of how far the concept of real income enters into the
guestion of taxabilityin the facts and circunstances of the
case, and how far and to what extent the concept of rea

income should intermingle with the accrual of income, wll
have to be judged "in the light of the provisions of the
Act, the principles of accountancy recognised and fol | owed,

and feasibility". The Court said that the earlier circulars
bei ng executive in character cannot alter the provisions of
the Act. These were in the nature of concessions which

could always be prospectively withdrawn. ~ The Court also
observed that the circulars cannot detract from the Act.
The decision of the Constitution Bench of this Court in

Navnitlal C. Javeri v. K. K. Sen (Supra), or the
subsequent decision in K. P. Varghese v. Income Tax Oficer
(supra) also do not appear to have been pointed out to the
Court. Since the later circular of 9.10.1984 was not

pointed out to the Court, the Court naturally proceeded on
the assumption that the benefit granted under the earlier
circular was no |onger available to the assessee and those
circulars could not be resorted to for the purpose of
overcoming the provisions of the Act. Interestingly, the
concurring judgnment of the second judge has not dealt with
this question at all but has decided the matter on the basis
of other provisions of |aw

The said circulars under Section 119 of the Income-
tax Act were not placed before the Court in the correct
perspective because the later circular continuing  certain
benefits to the assessees was overl ooked and the withdrawn
circular was |ooked wupon as in conflict with |aw Such
circulars, however, are not neant for contradicting or
nul l'ifying any provision of the statute. They are neant for
ensuring proper admnistration of the statute, they are
designed to mitigate the rigours of the application of a
particul ar provision of the statute in certain situations by
applying a beneficial interpretation to the provision in
guestion so as to benefit the assessee and make the
application of the fiscal provision, in the present case, in
consonance wth the concept of incone and in particular
notional income as also the treatnent of such notiona
i ncome under accounting practi ce.
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In the premses the mpjority decision in the State
Bank of Travancore v. Conm ssioner of Income-Tax (Supra)
cannot be | ooked upon as |laying down that a circular which
is properly issued under Section 119 of the Income-tax Act
for proper administration of the Act and for relieving the
rigour of too literal a construction of the law for the
benefit of the assessee in certain situations would not be
binding on the departnmental authorities. This would be
contrary to the ratio laid down by the Bench of five judges
in Navnitlal C Javeri v. K K  Sen (Supra). In fact,
State Bank of Travancore v. Conmi ssioner of Income- Tax
(Supra) has already been distinguished in the case of
Keshavji Ravji and Co.  v. Conmi ssi oner of |ncone-Tax
(Supra) by a Bench of three judges in a sinmlar fashion. It
is held only as laying down that a circular cannot alter the
provisions of the Act. I't. being in the nature of a
concession, could always be prospectively withdrawn. In the
present” case, the circulars which have been in force are
nmeant 'to ensure that while assessing the inconme accrued by

way of  ‘interest on a "sticky" loan, the notional interest
which is transferred to a suspense account pertaining to
doubtful |oans would not be- included in the incone of the
assessee, if for three years such interest is not actually
recei ved. The very fact that the assessee, although

generally wusing a nercantile systemof accounting, keeps
such interest anpunts in a suspense account and does not
bring these anounts to the profit and loss account, goes to
show that the assessee is following a mixed system of
accounting by which such interest is included in its income
only when it is actually received. Looking to the nethod of
accounting so adopted by the assessee in such  cases, the
circulars which have been issued are consistent wth the
provisions of Section 145 and are nmeant ~to ensure that
assessees of the kind specified who have to account for al

such amounts of interest on doubtful loans are wuniformy
given the benefit wunder the circular and such interest
amounts are not included in the income of the assessee unti

actually received if the conditions of the circular are
sati sfied. The circular of 9.10.1984 also serves another
practical purpose of laying down a uniformtest for the
assessing authority to decide whether the interest incone
which is transferred to the suspense account is, in fact,
arising in respect of a doubtful or "sticky" loan. This is
done by providing that non-receipt of interest for the first

three years wll not be treated as interest on-a doubtfu

| oan. But if after three years the paynment of interest is
not received, from the fourth year onwards it wll be
treated as interest on a doubtful loan and will be added to

the incone only when it is actually received.

W do not see any inconsistency or contradiction
between the circular so issued and Section 145 'of the
Income-tax Act. |In fact, the circular clarifies the way in
which these ambunts are to be treated under the accounting
practice followed by the Iender. The circular, therefore,
cannot be treated as contrary to Section 145 of the
Inconme-tax Act or illegal in any form It is neant for a
uniform administration of Iaw by all the incone tax
authorities in a specific situation and, therefore, validly
i ssued wunder Section 119 of the Income-tax Act. As such
the circular woul d be binding on the Departnent.

The ot her judgnent on which reliance was placed by the
Department was a judgnment of a Bench of two judges of this
Court in Kerala Financial Corportion V. Conmi ssi oner  of
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I ncome- Tax (1994 (4) SCC 375) where this Court, follow ng
t he nmajority view in State Bank of Travancore V.
Conmi ssi oner of Income-Tax (Supra) held that interest which
had accrued on a "sticky" advance has to be treated as
i ncome of the assessee and taxable as such. It is said that
ultimately, if the advance takes the shape of a bad debt,
refund of the tax paid on the interest would beconme due and
the sanme can be clained by the assessee in accordance wth
| aw. For reasons set out above, we are not in agreement
with the said judgnent. The relevant circulars of C. B.D. T.
cannot be ignored. The question is not whether a «circular
can override or detract fromthe provisions of the Act; the
guestion is whether the circular seeks to mtigate the
rigour of a particular’ section for the benefit of the
assessee in certain specified circunmstances. So long as
such a circular is'in force it wwuld be binding on the
departnmental authorities in ~view of the provisions of
Section 119 to ensure a uniformand proper admnistration
and application of the Income-tax Act.

The _appeal is, therefore, allowed and the question is
answered in favour of  the assessee and agai nst t he
depart ment .

Civil Appeal 'No.  9885-87 of 1996 and 10408 of 1996

These two appeals are filed by Ms Tam!| Nadu
Industrial Investnent Corporation Ltd. The question raised
is simlar to the question which we have considered in G vi
Appeal No. 235 of 1996 pertaining to the United Commercia
Bank Ltd. In these two appeals the relevant  assessnent
years are 1972-73, 1973-74, 1974-75 and 1976- 77. Duri ng
these assessnent years the circular which was in force was
the circular of 6th of Cctober, 1952. This circular, unlike
the later circular of 9.10.1984 which applies to banking
conpani es, applies to interest accruing to a noney |ender on
loans entered in a suspense account because of the extrene
unli kelihood of their being recovered. The «circular is
wi dely worded to include within its anbit a public financia
institution such as the assessee. In view of this circular
which was then in force and which was binding on the
assessing authorities, these two appeals also have to be
allowed for reasons which we have set out in Cvil ~Appeal
No. 235 of 1996. These appeals are also, therefore,
allowed and the question referred is answered in favour of
the assessee and agai nst the departnent.




