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Income Tax Act, 1961 Sections 32(2), 33(2), 41(2), 72 and
80E(1) - Conputation of the node in which and the fund from
whi ch deduction of 8% under Section 80E(1) is to be nuade,
expl ai ned.

HEADNOTE

The assessee conpany carries on the business of generation
and distribution of electricity at Canbay and as such is
covered by the provisions of Section 80E(1) and is entitled
to claimthe deduction contenplated by the said provision
During the accounting period which ended on March. 31, 1967
i.e. assessnment year 1967-68, the assessee Conpany earned an
incone of Rs. 46,319/- fromits business. The assessee
conpany had sold some of its old machinery and - buil di ngs
resulting in bal anci ng charges contenpl ated by section 41(2)
whi ch worked out to Rs. 7,55,807/-. There were unabsorbed
depreciation of Rs. 1,42,955/- and unabsorbed devel opnent
rebate of Rs. 1,11,658/ aggregating to Rs. 2,54,613/- of the
earlier years which were required to be set off against the
profits of that period. The Incone Tax Oficer, while com
pleting the assessnent treated the itemof Rs. 7,55,807/- as
profits attributable to the business of generation and
distribution of electricity and allowed deduction at 8%
thereon under Section 80E(1). The Inconme Tax O ficer, thus
conputed the relief/deduction adnmissible to the assessee
under section 80E(1) at 8% on the anpbunt of Rs. 8,02,126/-
(46, 319+7,55,807), that is to say, on the incone wthout
adjusting or setting off the unabsorbed depreciation and
devel opnent rebate carried forward fromthe wearlier year
In exercise of his revisional powers under section 263 of
the Act, the Additional Conmi ssioner of Incone Tax called
for exam ned the records and took the view that the manner
of computing the deduction adm ssible to the assessee under
Section 80E(1) was erroneous and prejudicial to t he
interests of the Revenue, in that the deduction of 8%on the
item of profit of Rs. 7,55,807 arising under Section 41(2)
had been wongly allowed and that for the purpose of
cal cul ati ng the deduction of 8% the itenms in respect of the
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unabsorbed depreciation and devel opnent rebate should not
have been excluded and that, if proper calculations as
suggested by himwere nade, the assessee was not entitled to
any deduction. In the appeal, the Tribunal took the view
that the itemof Rs. 7,55,807 being profits arising fromthe
sale of old machinery and buildings under S. 41(2) of the
Act, could not be treated in isolation or divorced from the
profits and gains of the business of generation and
distribution of electricity done by the assessee-conpany and
that the said itemwll have to be regarded as profits
,.attributable to", though not "derived from' the business
of generation and distribution of electricity and, as such
the said itemwas exigible to the deduction of 8% under
Section 80E(1l) of the Act. On the question whether the
unabsorbed depreciation and devel opnment rebate would be
deductible in conmputing the profits under Section 80E of the
Act, following 93 ITR, 115, the Tribunal held that these
items could not be deducted in conmputing the deduction
adm ssible wunder Section 80E.”~ The Tribunal allowed the
appeal and set” aside the orders of t he Addi ti ona
Conmmi ssi oner.

By its judgment, dated 11th and 24th of Decenber 1975
di sposing of the Reference, the Gujarat High Court upheld
the view of the Tribunal regarding the item of Rs.
7,55,807/- and answered in favour of the assessee. As to
the itens of unabsorbed depreciation and devel opnent rebate,
the High Court held that they were deductible before
arriving at the figure that would be exigible to the
deduction of 8% under Section 80E(1l) and, therefore, after
deducting the aggregate amount of Rs. 2,54,613 from Rs.
8,02.126, the balance of Rs. 547,513 was exigible to the
deduction of 8% under the said provision

661

Both the assessee and the Revenue preferred separate appeal s
agai nst the said judgment.

Di sm ssing both the appeals, the Court

HELD : 1. (a) On true construction of the provision itself,
both the Tribunal and the H gh Court were right in taking
the viewthat the itemof Rs. 7,55,807 was required 'to be
taken into account while conmputing the deduction of 8%
contenpl ated by S. 80E(1) of the Act. [668 A

(b) Three imnportant steps are required to be taken before
the special deduction permssible under section 80E(1) of
I ncome Tax Act, is allowed and the net total inconme exigible
to tax is determined. First, conpute the total ~ income of
t he concerned assessee in accordance wth the ot her
provisions of the Act i.e., in accordance wth all the
provi si ons except Sec. 80E; secondly, ascertain what part of
the total incone so conputed represents the profits and
gains attributable to the business of the specified industry
(here generation and distribution of electricity); and
thirdly, if there be profits and gains so attributable,
deduct 8% thereof fromsuch profits and gains and  then
arrive at the net total incone exigible to tax. As regards
the first step mentioned above, the inportant words in sub-

S. 1 are those that appear in parenthesis, nanmely, "as
conputed in accordance with the other provisions of this
Act", and these words clearly contain a nandate that the
total incone of the concerned assessee nust be conputed in

accordance wth the other provisions of the Act without
reference to S. 80E and since in the instant case it is

income from business the sane as per s. 29 will have to be
conputed in accordance wth Ss. 30 to 43A which would
include s. 41 (2). It is also clear that under the second

step the profits and gains attributable to the business of
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the specified industry (here generation and distribution of
electricity) fornms a conponent of the total incone spoken of
in the first step. Reading these two steps together

therefore, it is obvious that in conmputing the total incone
of the concerned assessee the bal ancing charge arising as a
result of the sale of old machinery and buil di ngs and wor ked
out as per s. 41(2), irrespective of its real character,

will have to be taken into account and included as inconme of
the business. In other words, the balancing charge as
wor ked out under s. 41(2) will have to be taken into account

before conputing the deduction of 8% under the third step.
On proper construction of sub-s. (1) and having regard to
the legislative mandate contained in the three steps that
are required to be taken in the nanner indicated above, it
is clear that the itemof Rs. 7,55,807/- will have to be
taken into account before conputing the 8% deduction
contenpl ated by the said provision. [667 GH, 668 A

Conmi ssioner of Incone Tax, Bombay City v. Bipinchandra
Maganl al ‘and Co. Ltd., (1961) 41 |ITR 290 and Conmi ssi oner
of Inconme Tax, Madras V. Express Newspaper Ltd., (1964) 53
I.T.R 250; discussed.

(c) It is true that by legal fiction created under S. 41(2)
a balancing charge arising fromsale of old machinery or
building is treated as deened incone and the sane is brought
to tax; in other words the legal fiction enables the Revenue
to take back what it had given by way of depreciation
al l owance in the preceding years since what was given in the
preceding years was in excess of that which ought to have
been given. This shows that the fiction has been created
for the purpose of computation of the assessabl e income of
the assessee under the head ’'business |Incone’. [669A- B

(d) Legal fictions are created only for a definite ' purpose
and they should be linmted to the purpose for which they are
created and should not be extended beyond their legitimte
field. The fiction wunder s. 41(2) is created” for the
pur pose of conputation of assessable incone of the assessee
under the head "business incone" and under s. 80E(1), in
or der to conpute and allow the perm ssi bl e speci a
deduction, conputation of total income in accordance wth
the other provisions of the Act is required to be done and
after allowing such deduction the net assessable incone
chargeable to tax is to be determ ned, in other words, the
legal fiction wunder S. 41(2) and the grant of _special
deduction in case of specified industries are so closely
connected with each other that

662

taking into account the balancing charge (i e. deened
profits) before conputing 8% deduction under S.. 80E(1l) would

amount to extending the legal fiction within the limts of
the purpose for which the said fiction had been created.
[ 669 B-E]

(e) Wenever the Legislature wanted to give a restricted
meaning it has used the expression "derived from', as for
instance in S. 80J. Since the expression of wi der inport,
nanely, "attributable to" has been used, the |egislature
intended to cover receipts fromsources other than the
act ual conduct of the business of generation and

di stribution of electricity. [669 G H|

2. (a) The High Court was right in deducting unabsorbed
depreciation and development rebate aggregating to Rs.
2,54,613 fromRs. 8,02,126 and hol ding the balance of Rs.
5,47,513/- being exigible to the 8% deduction. [670 E]

(b) Having regard to the construction placed on sub-s. (1)
of Section 80E as above it is obvious that, in conmputing the
total incone of the concerned assessee itenms of unabsorbed
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depreci ati on and unabsorbed devel opment rebate will have to
be deducted before arriving at the figure that will becone
exigible to the deduction of 8% contenplated by s. 80E(1)
[ 670D E]

(c) In sub-s. (1) of S. 80E the expression "total incone"

is followed by the words "as conputed in accordance with the
ot her provisions of this Act" in parenthesis and the nmandate
of these words clearly negatives the argunent that the
expression "total income" has been used in the sense of
commercial profits. The expression "total income" has been
defined in s. 2(45) of the Act as meaning "the total anount
of income referred to in Section 5, conputed in the nanner
laid down in this Act" ‘and when this definition has been
furnished by the Act itself the expression as appearing in
S. 80E(1) nust be in the absence of anything in the context
suggesting to the contrary be construed in accordance wth

such definition. Since the ~words in the par ent hesi s
occurring in sub-s. (1) lay down the manner in which the
total 'incone  of the concerned assessee is to be conputed

there woul d"be no scope for excluding itens |like unabsorbed
depr eci ati-on and wunabsorbed devel opnent rebate whil e
conputing the total inconme-on the basis that the tota

i ncone spoken of by sub-s. (1) means commercial profits.

[670 GH, 671 A-B]

3. S. 72(1) has a direct inpact upon the conputation under
the head 'profits and gains’ of business or profession. In
other words, the correct figure of total incone, which is
otherwise as taxable under other provisions of the Act,

cannot be arrived at w thout working out the net result of

conputation under the head 'profits and gains’ of business
or profession. The question whether special benefit under
s. B80E as well as the normal or usual® benefit ‘of carry
forward of |osses of previous years shoul d both be avail abl e
to an assessee W thout one inpinging on the other nust

depend wupon the intention of ~the Legislature and such
intention has to be gathered fromthe | anguage enployed. In
this view of the matter it is extremely doubtful, whether in
spite of the |legislative nandate contained in the /'three
steps provided by sub-s. (1) of s.. 80E, <carried forward
| osses would not be deductible before working out “the 8%
deduction contenplated by s. 80E and, therefore, the
contention that by parity of reasoning or  on a priori

reasoni ng unabsorbed devel opment rebate and unabsor bed

depreciation should be held to be Ilion-deductible before
working out the 8% deduction under s. 80E(1)  cannot be
accept ed. On proper construction of the provi si ons
contained in sub-s. (1) of a. 80E item Ilike ~unabsorbed
depreci ati on and absorbed devel opment rebate will have to be

deducted in arriving at the figure which would be exigible
to deduction of 8% under 80E(1l). [673C F]

Indian Transformers Ltd. v. Comm ssioner of Inconme Tax,
Ernakulam '1972) 86 I.T.R 192. Conmissioner of | |ncone
Tax, Madras v. L. M Van Mppes Di anond Tools (India) 'Ltd.,
(1977) 107 1.T.R 386, Conm ssioner of incone Tax, Madras v.
Lucas T. V. S Ltd. (No. 2); (1977) 110 1.T.R 346,
di scussed and criticised.

Conmi ssioner of Incone Tax, Mysore v. Balasoor Tea and
Rubber Co. Ltd., 93 I.T.R 115 hel d inapplicable.

663

JUDGVENT:
ClVIL APPELLATE JURISDICTION : Civil Appeal Nos. 785 and 783
of 1977.
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Appeal s by Special Leave fromthe Judgnent and Order dated
11/ 24-12-1975 of the G@ujarat Hgh Court in Inconme Tax
Ref erence No. 115 of 1974.

S. T. Desai, P. H Parekh and K. Vasudev, for the
Appel | ant .

S. N. Kacker, Sol. Genl. J. Ramamurthi and (Mss) A
Subhashi ni for the Respondent.

The Judgrment of the Court was delivered by

TULZAPURKAR, J.-These two appeal s by special |eave, one by
the Conmi ssioner of |Incone Tax, Qujarat and the other by the
assessee, against the judgnent of Gujarat H gh Court in
Income Tax Reference No. 115 of 1974 raise two interesting
gquestions regarding the node in which and the fund from
whi ch deduction of 8 % contenpl ated by section 80E(1) of the
Income Tax Act, 1961 (as it stood at the relevant tine)
shoul d be conput ed

The short facts giving rise to the questions my be stated
The assessee-Canbay Electricity Supply and Industrial Co.
Ltd.,carri'es on the Business of generation and distribution
of electricity at Canbay and, as such, is covered by the
provisions of S. 80E(1l) and is entitled to claim the
deducti on cont enpl at ed by~ the said provi si on. The
assessnment in question relates to the assessnment year 1967-
68, the accounting year for which is the financial vyear
endi ng- March 31, 1967. During the accounting period which
ended on March 31, 1967, the assessee  conpany earned an
income of Rs. 46,319/- fromits said business. It appears
that during this' period it had sold some of its old
machi nery and buildings resulting in balancing, charges
contenmpl ated by s. 41(2) which the Income Tax O ficer worked
out at Rs. 7,55,807/-. It further appears that there was
unabsorbed depreciation of Rs. 1,42,955/- _and unabsorbed
devel opnent rebate of Rs. 1,11,658/- aggregating to Rs.
2,54,613/- of the earlier years which were required to be
set off against the profits of that period. The Incone Tax
Oficer while conpleting the assessnent, determ ned the
deduction adm ssible to the assessee under s. 80E(1) of the
Act in the foll owi ng nmanner

I ncome from busi ness a conputed Rs. 46,319

in the assessment order

Add : Profit u/s. 41 (2) in respect

of sal e of machinery and

bui | di ngs Rs. 7.55, 807
Tot al Rs. 8. 02,126
Less 8 %leduction u/s 80E (1) on

Rs. 8.02,126 Rs. 64.170

Less Unabsor bed depreciation Rs. 7 .37,956
and devel oprent rebate

Depreci ation : Rs. 1 .42,955

Devel opnent Rebate: Rs. 1 . 11, 658 Rs. 2,54,613

Net | ncone chargeable to tax: Rs. 4,83, 343

664
It wll appear clear fromthe above conputation that the

Income Tax Oficer treated the itemof Rs. 7,55,807/- _as
profits attributable to the business of generation and
distribution of electricity and allowed deduction at 8%
thereon wunder s. 80E(1). It would also be clear that the
I ncome Tax O ficer conputed the relief /deduction adm ssible
to the assessee under s. 80E(1l) at 8% on the anpbunt of Rs.

8,02,126, that is to say, on the incone before adjusting or

setting off the unabsorbed depreciation and devel opnent

rebate carried forward fromthe earlier year. When the
af oresaid assessnent order came to his know edge, the
Addi ti onal Comm ssioner of Incone Tax called for and
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examned the record and proceedings in exercise of his
powers under s. 263 of the Act and after giving an
opportunity to the assessee-conpany to show cause, took the
view that the manner of conputing the deduction adm ssible
to the assessee under s. 80E(1) was erroneous and prejudi-
cial to the interests of the Revenue, in that the deduction
of 8 %on the itemof profit of Rs. 7,55,807 arising under
s. 41 (2) had been wongly allowed and that for the purpose
of cal culating the deduction of 8% the itens in respect of
the unabsorbed depreciati on and devel opnent rebate should
not have been excluded, and that if proper calcul ations as
suggested by himwere nade, the assessee was not entitled to
any deduction. He, therefore, set aside the order of the
Income Tax Oficer and directed that fresh assessnent be
made in accordance withlaw. - Feeling aggrieved by the order
passed by the Additional Comrm ssioner of |ncone-Tax the
assessee preferred-an appeal to the Income Tax Tribunal. In
the appeal as regards the itemof Rs. 7,55,807 being profits
arising fromthe sale of old machinery and buil dings under
s. 41 (2) of the Act, the Tribunal took the view that the
said itemof profits could not be treated in isolation or
divorced from the profits and gains of the business of
generation and distribution of electricity done by the
assessee-conpany and that the said itemw |l have to be
regarded as profits "attributable to", though not "derived
from the business of generation and distribution of
electricity and, as such, the said itemwas exigible to the
deduction of 8% under s. 80E(1) of the Act. On the question
whet her the unabsorbed depreci ati on and devel opment rebate
woul d be deductible in computing the profits-under S. 80E of
the, Act, the Tribunal following the decision of the Msore
H gh Court in the case of C.1.T. Mysore v. Bal anoor Teti &
Rubber Co.(1) held that these two itenms could not be
deducted in- conputing the deduction adni'ssi ble under S. 80E
of the Act. The Tribunal accordingly allowed the appeal
set aside the order of the  Additional Conm ssioner and
restored that of the income Tax Oficer
At the instance of the Comm ssioner of |ncome ‘Tax, the
Tribunal referred the followi ng two questions tothe Gujarat
H gh Court for its opinion :
" (1) Wiether the Tribunal was correct in
holding that the Profits under section 41(2)
of the Incone Tax Act 1961 arising from the,
sal e of nachinery and building, amunting to
Rs. 7,55,807/- should be taken into account
while computing the deduction of 8 per cent
under section 80F(1) of the Act ?
(3) (1964) 53 |.T.R 250.
665
(2) Whet her unabsorbed depreciation and
devel opnent rebate ampunting to Rs. - 2,54,613
is not deductible in conmputing profits | under
section 80E(1) of the Act ?"
The High Court by its judgnment dated 11th and 24t h Decenber
1975 disposed of the-Reference by answering the first
guestion in favour of the assessee and the second question
in favour. of the Revenue. 1In other words the H gh Court
uphel d the view of the Tribunal on the first question while
on the second question it took the view that the unabsorbed
depreci ati on and devel opnent rebate were deductible before
arriving at the figure that would be exigible to the
deduction of 8% under, s. 80E(1l) and therefore. after
deducting the aggregate ambunt of Rs. 2,54,613 from Rs.
8,02,126 the balance of Rs. 5,47,513 was exigible to the
deduction of 8% under the said provision. Civil Appeal No.
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783(NT) of 1977 has been preferred by the Revenue in so far
as the answer to the first question has gone against it
while Cvil Appeal No. 785(NT) of 1977 has been preferred by
the assessee inasnuch as the second question has been
answered in favour of the Revenue.

As regards the question raised in CA No. 783(NTI) of 1977,
the |l earned Solicitor General appearing for the Revenue has
contended that the itemof Rs. 7,55,807/ _ represents the
bal ancing charges arising out of the sale of old machinery
and buil di ngs worked out under s. 41 (2) of the Act and the

same cannot be treated as any. profits or gai ns
"attributable to" the business of generation and distri-
bution of electricity carried on by the assessee and as such
the said item should not be taken into account while’
conputing the deduction of 8% under s. 80E(1l) of the Act.
He enphasi zed that under that, section a deduction of 8% is
perm ssible from"such profits and gains" meaning "profits
and gains attributable "to the business of generation and
di stribution of electricity" carried on by an assessee. He
contended that a bal ancing charge contenpl ated under s. 41
(2) is really-in the nature of a return of capital and not a
return of revenue and it is only by reason of the fiction
created by s. 41(2) that the sane is deenmed to be a revenue
recei pt and has been made chargeable to incone tax as incone
of the business but it is well settled that a legal fiction
isto belimted to the purpose for which it is created and
should not be extended beyond its legitimate field. He
urged that the very fact that a deeming provision has’ been
made under S. 41(2) shows that it is not a revenue receipt
but a capital receipt in the hands of an~ assessee. In
support of his contention he placed reliance upon a decision
of this Court in Commi ssioner of |ncome-Tax, Bonbay Cty v.
Ri vi nchandra Maganlal & Co. Ltd.-, (1) where the real ' nature
of the balancing charge arising under the corresponding
provision of the 1922 Act has been explained by this Court
as being a capital return or a capital receipt. He.
therefore, contended that itemof Rs. 7,55.807/- which is
not really any profit or gain earned in the conduct of the
busi ness of generation and distribution of electricity
cannot be. taken into account while conputing the deduction
of 8% "under s. 80E(1l) of the Act. in

(1) (21961) 41 I.T.R 290.

8315SCl / 78

666

On the other hand, M. S. T. Desai, appearing, for~ the,
assessee, contended that both the Tribunal as well ~as the

Hi gh Court were right in comng to the conclusion that the
said itemof Rs. 7,55,807/- was, on proper construction of
s. B80E(1), required to be taken into account bef ore
conputing the perm ssible deduction of 8% contenplated by
that provision. He pointed out that s. 80E in the first
pl ace requires the conputation of the total income 'of the
assessee carrying on specified industry "in accordance with
the other provisions of this Act"; secondly, such tota

income so conputed should include "profits and gai ns
attributable to the business of’ the specified industry
(here generation and distribution of electricity); and
thirdly, it is from such profits attributable-to the
busi ness of the specified industry that the deduction of 8%
shoul d be made. He |aid considerable enphasis on the aspect
that the Legislature has used the expression "attributable
to the business of’ instead of "derived from the-business
of" and according to himthe former being an expression of
"Wder inmport would include an item like the balancing
charge which may not be directly derived fromthe conduct of
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the business of the specified industry (here generation and
distribution of electricity). He also urged that in its
subsequent decision in the case of Conmi ssioner of |ncomne-
Tax, Madra v. Express Newspapers Ltd.,(1l) this Court has
expl ained that the bal anci ng charge contenpl ated under s.
41(2). in substance partakes the character of "escaped
profits" of the business carried on by an assessee and as
such the itemof Rs. 7,55,807/- could be treated as profits
attributable to the business of generation and distribution
of electricity by the assessee. He also contended that even
if the matter were to be |looked at fromthe angle of the
| egal fiction created by s. 41 (2) of the Act, the said
fiction could be extended so as to take into account the
said item of Rs. 7,55,807/- before conputing the 8%
deduction for such extension of the fiction would be within
and for the purpose for which the same has been created.
In our viewthe answer to the question raised before wus
really ~turns upon the proper construction of the provision
contained in s. 80E(1l) of the Act rather than on what is the
real nature or character of a bal anci ng charge arising
under s. 41(2) of the Act and it would, therefore, be proper
to set out the provisions of s. 80E as it stood at the
rel evant time :
" 80E. Deduction in respect of profits and
gai ns from specified industries in the case of
certain conpanies.-(1)
In the case of a conpany to which this section
appliles, where the total incone (as conputed
in accordance with the ot her = provisions of
this Act) includes any profits and gains
attributable to the business of generation or
di stribution of electricity or any other form
of power or of construction, nmanufacture or
producti on of any one or nore of the articles
or things specified inthe list inthe Fifth
Schedul e, there ’shall be allowed a deduction
from such profits and gains of an anount
equal to eight per cent, thereof, in conputing
the total income of the conpany.
(1) (1964) 53 1.T.R 250.
667

(2) This section applies to-

(a) an | ndi an conpany; or

(b) any other conmpany which has nade the
prescribed arrangenents for ~the ~declaration
and paynent of dividends (including dividends
on preference shares) within India.

but does not apply to any Indian conpany
referred to in clause (a), or to. . any  other

conpany referred to in clause (b), if/ such
I ndi an or other conpany is a conpany  referred
to in section 108 and its total incone as

conputed before applying the provisions of
sub-section (1) does not exceed twenty-five
t housand rupees. "
It was not disputed before us that the aforesaid provision
contained in s. 80E(1) has been enacted for the purpose of
providing for certain, special deduction to be nade in

conputing the, total inconme in the case of specified
i ndustries, over and above the other general deductions
contenplated by the Act. It was further not disputed

before. us that the assessee being an |Indian conpany engaged
in t he busi ness of generation and di stribution of
electricity is a conmpany to which the section applies and is
entitled to claimthe deduction of 8% contenplated by that
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provision and the only question is how and in what nanner
the said deduction should be conputed. On reading sub-s.

(1) it wll becone clear that three inmportant steps are
required to be taken before the ' speci al deducti on
perm ssible thereunder is allowed and the net total income

exigible to tax is determined. First, conpute the tota
income of the concerned assessee in accordance wth the

ot her provisions of the Act i.e. in accordance with all the
provi sions except s. 80E;, secondly, ascertain what part of
the total incone so conputed represents the profits and

gains attributable to the business of the specified industry
(here generation and distribution of electricity); and
thirdly, if there be profits and gains so attributable,
deduct 8% thereof fromsuch profits and gains and then
arrive at the net total incone exigible to tax. As regards
the first step mentioned above, the inportant words in sub-
s. (1) are thosethat appear in parenthesis, nanely, "as
conputed in accordance with the other provisions of this
Act" and these words clearly contain a nandate that the
total incone of the concerned assessee nust be conputed in
accordance wi-th the other provisions of the Act without
reference to s. 80E and since in the instant case it is
incone from businessthe sane as per s. 29 will have to be
conputed in accordance with ss. 30 to 43A which would
include S. 41(2). It is also clear that under the second
step the profits and gains attributable to the business of
the specified industry (here generation and distribution of
electricity) forms a conponent of the total incone spoken of
in the first step. Reading these two steps together

therefore, it is obvious that in-computing the total incone
of "the concerned assessee the bal ancing charge arising as a
result of the sale of old nachinery and buil dings and wor ked
out as per S. 41 (2), irrespective of its real character,

will have to be taken into account -and included as income of
the business. In other words, the balancing charge as
worked out under S. 41 (2) will have to be taken into
account
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before conputing the deduction of 8% under the third step.

On proper construction of sub-s. (1) and having regard to
the legislative mandate contained-in the three steps that

are required to be taken in the manner indicated above we
are clearly of the viewthat the itemof Rs. 7,55,807/- will

have to be taken into account before conputing the 8%
deduction contenplated by the said provision

The | earned Solicitor General has argued to the contrary by
| ayi ng consi derabl e enphasis on two aspects, first, the rea

nature of the balancing charge wunder S. 41(2), which
according to himis a return of capital and not a return of

revenue and, secondly, under the second and third steps the
8% deduction is to be nmade from "profits and gai ns
attributable to the business of" the specified industry
(here generation and distribution of electricity). As
regards the first aspect, on the question of real nature  or
true character of a balancing charge two apparently
di vergent views would appear to have been taken by this
Court in tw decisions. In the case of Bipinchandra
Maganlal & Co. Ltd. (supra) the question that arose for
determ nati on was whether a balancing charge which was
brought to tax on the basis of deenmed incone and was,

therefore, included in the assessable income of an assessee
under the second proviso to cl. (vii) of sub-s. (2) of s. 10
of the 1922 Act (equivalent to s. 41(2) of the 1961 Act)

coul d be taken into account while considering "smallness of

profit" for purposes of deciding whether the case attracted
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the applicability of S. 23A of the Act and this Court took
the view that the bal ancing charge was not real incone but
was made taxable income for the purpose of conputation of
the assessable income by legal fiction but on that account
it did not becone comercial profit and was not liable to be
taken into account in assessing whether in view of the
smal | ness of profits a larger di vi dend woul d be
unreasonable; in that context this Court observed that what
intruth was a capital return was by a fiction regarded for
the purposes of the Act as inconme and was nade chargeable to
i ncome tax but because of that its character was not altered
and it was not converted into assessee’'s business profits
and that smallness of profit in S. 23A had to be adjudged in
the 1light of comercial principles and not in the Iight of
total receipts, actual or fictional. In the subsequent
decision in the Express Newspapers case (supra) this Court
has regarded a balancing charge as being the "escaped
profits" ~of the business for which the assessee is nade
liable to tax. At page 254 of the report the Court
expl ained the nature of the balancing charge by way of
illustration thus : "assune that the original cost of a
machinery or plant is Rs. 100 and depreciation allowed is
Rs. 25; the witten down value is Rs. 75. |If the nmachinery
is sold for Rs. 100. it is obvious that depreciation of Rs.
25 was wongly allowed. |[If it had not been allowed that
amount woul d have swelled the profits to that extent. When
it is found that it was wongly allowed that profit |Is
brought to charge. The second proviso, ‘therefore, in
substance, brings to charge an escaped profit or gain of the
business carried on by the -assessee". These apparently
di vergent views have given rise to two rival contentions
urged before us by counsel on other tide, It i's unnecessary
in this case to go into the question whether the divergence,
is real or merely apparent, for. as we have said above. the
answer to the question raised before us does not depend upon
the real nature on
669

true character of the balancing charge but upon proper
construction of the sub-s. (1) which cont ai ns t he
| egislative nandate wth regard to the rmanner in which
three steps indicated therein are required to be taken for
conputing the deduction of 8% contenpl ated by that pro-
vision. It is true that by a legal fiction created under s
41 (2) a balancing charge arising from sale of old
machinery or building is treated as deened-incone and the
sane is brought to tax; in other words the Tegal ~fiction
enabl es the Revenue to take back what it had given by way of
depreci ation all owance in the preceding years since what was
given in the preceding years was in excess of that ~ which
ought to have been given. This shows that the fiction has
been created for the purpose of conputation  of t he
assessabl e income of the assessee under the head "Business
| ncome". It was rightly pointed out by the | ear ned
Solicitor General that legal fictions are created only for a
definite purpose and they should be limted to the purpose
for which they are created and shoul d not be extended beyond
their legitimte field. But as indicated earlier the
fiction wunder s. 41(2) is created for the purpose of
conput ati on of assessable incone of the assessee under the
head 'Business Inconme’ and under s. 80E(1) in order to
conput e and allow the pernissible special deduction

conputation of total income in accordance with the other
provisions of the Act is required to be done and after
all owi ng such deduction the net assesaabl e incone chargeabl e
to tax is to be determined; in other words, the |ega
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fiction under s. 41(2) and the grant of special deduction in
case of specified industries are so closely connected wth
each other that taking into account the balancing charge
(i.e. deenmed profits) before conputing the 8% deduction
under s. 80E(1) would anpbunt to extending the legal fiction
within the imts of the purpose for which the said fiction
"had been created.

As regards the aspect energing from the expr essi on
"attributable to" occurring in the phrase "profits and gains
attributable to the business of" the specified industry
(here generation and distribution of electricity) on which
the learned Solicitor CGeneral relied, it will be pertinent
to observe that the Legislature has deliberately used the
expression "attributable to" and not the expression "derived

froni. It cannot be disputed that t he expr essi on
"attributable to" is certainly wider in inport than the
expression "derived fronf. Had the expression "derived

from' been used it could have with sone force been contended
that a bal'ancing charge arising fromthe sale of old nachi-
nery and buil di ngs cannot be regarded as profits and gains
derived fromthe conduct of the business of generation and
distribution of electricity. In this connection it may be
poi nted out that whenever the Legislature wanted to give a
restricted neaning in the manner suggested by the |earned
Solicitor General it has used the expression "derived
fronf, as for instance in s. 80J. |In our view (since the
expression of wider inport, namely, "attributable to?" has
been used, the Legislature intended to cover receipts from
sources other than the actual conduct of the business of
generation and distribution of electricity.

For the aforesaid reasons  and particularly on true
construction of the provision itself weare of the view that
both the Tribunal and the
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H gh Court were right in taking the viewthat the item of
Rs. 7,55,807/was required to be taken into account while
conputing the deduction of 8 %contenplated by s. 80E (1) of

the Act. The Revenue’s appeal, therefore, fails and is
di sm ssed
Turning to the appeal of the assessee, being Cvil  Appea

No. 785 (NT). of 1977, the question is_ whether -unabsorbed
depreci ati on and devel opment rebate are deductible or not in
conputing. profits under s. 80E(1) of the Act. Here  again
the answer to the question nust depend upon the construction
of sub-s. (1) of s. 80E and the constructi.on which we  have
placed on the said provision while disposing of t he
Revenue’s appeal w Il furnish the correct answer to the
guestion posed. As i ndi cat ed earlier sub-s. (1)
contenplates three steps being taken for computing the
speci al deduction perm ssible thereunder and arriving at the
net income exigible to tax and the first twd steps read
together contain the Legislative mandate as to how the tota

income of which the profits and gains attributable to the
business of the specified industry forns a part-of the
concerned assessee is to be conputed and according to the
parent hetical clause, Wich contains the key words, the sane
is to be conputed in accordance with the provisions a the
Act except s. 80E and since in this case it is income from
business the same will have to be conmputed in accordance
with ss. 30 to 43A which would include s. 32(2) (which
provides for carry forward of depreciation) and s. 3 3 (2)
(which provides for carry forward of devel opnent rabate for
ei ght years). 1In other words, in computing the total incone
of the concerned assessee itens of unabsorbed depreciation
and unabsorbed devel opnent rebate will have to be deducted




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

Page 12 of 15

before arriving at the figure that will becone exigible to,
the deduction of 8%contenplated by s. 80E(1). On this
construction, therefore the H gh Court, in our view, was
right in deducting unabsorbed depreciation and devel oprent
rebate aggregating to Rs' 2,54,613 fromRs. 8,02,126 and
hol di ng t he bal ance of Rs. 5,47,513/- being, exigible to the
8% deducti on.

The assessee attenpted to challenge the aforesaid view by

raising a couple of contentions. |In the first place before
the High Court it was strenuously urged, though not
seriously before wus, that the expression "total inconme"

appearing in S. 80E(1) has been used in its conmmrercial sense
and since neither the ‘unabsorbed depreciation nor the
unabsorbed devel opnent rebate has anything to do wth
commercial profits. attributable to the business, the said
two items would not be deductible before arriving at the

figure that woul d be exigible to the 8% deducti on. It is
not possible to accept this contention for nore than one
reason. First. in sub-s. (1) of s. B80E the expression
“total i'ncone" s followed by the words "as computed in

accordance with the other provisions of this Act" in
parent hesi s and the nandate of these words clearly negatives
the argument that the expression "total income" has been
used in the sense of comercial profits. Secondly, the
expression "total income"’ has been defined ins. 2 (45) of
the Act as neaning "the total anount of incone referred to
in section 5, conputed in the manner laid down in this Act”
and when this definition has been furnished by the Act

itself’ the expression as appearing in S. 80E(1) nmust, in
the absence of any-
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thing in the context suggesting to the contrary, be
construed in accordance with such definition. Since the

words in the parenthesis occurringin sub-s. (1)Lay down the
manner in which the total incone of the concerned assessee
is to be conputed there would be no scope for excluding

itenms |ike wunabsorbed depreciation and unabsorbed deve-
| opment rebate while conputing the total income on'the basis
that the total income spoken of. by sub-s. (1) means

comercial profits.

Counsel for the assessee next relied upon two decisions, one
of the Kerala High Court in the case of Indian Transforners
Ltd. v. Conmi ssioner of Income Tax, Ernakulam (1) and the
other of the Madras Hi gh Court in the case of Conm ssioner
of Income-Tax, Madras-1 v. L. M Van Mppes D anond Tools
(I'ndia) Ltd.,(2) in both of which a view has been taken that
the deduction under s. 80E (1) has to be worked out before
setting off the |losses brought forward from the earlier
years and the further argunent based on this viewis that if
carried forward |osses are not to be deducted then carried
forward depreciation and carried forward devel opnent
rebate,-since all the three stand on the sanme footing-shoul d
not be deductible while working out the deduction under s.
80E of the Act and in that behalf reliance was placed on a
| ater decision of the Madras High Court in Commi ssioner - of
I ncome Tax, Madras v. Lucas-T.-V. S. Ltd. (No.2).(3), It my
be stated that the first two decisions did not deal with the
guestion of unabsorbed depreciation or wunabsorbed rebate,
but merely dealt with the question of carried forward | osses
in the context of s. 80E(1), while the third decision dealt
with all the three things, carried forward 1oss, carried
forward depreciation and carried forward devel opnment rebate
in the context of s. 80E(1) and it was held that the
deduction under s. 80E(1) will have to be worked out before
setting off or adjusting each of the three things. In that
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case the Madras H gh Court held that as regards carried
forward |oss the point was covered by its earlier decision
in L M Van Mppes(2), case (supra), that unabsorbed
devel opnent rebate stood on the sane footing as unabsorbed
| osses and as regards unabsorbed depreciation it took the
view that since s. 72(2) itself postponed the adjustment of
unabsorbed depreciation to a stage subsequent to the set off
of business |osses under S. 72(2) and set off of the |osses
in speculation business under s. 73(3), the unabsorbed
depreci ati on cannot be. adjusted or deducted because if for
the purpose of S. 80E the previous years |osses could not be
set off it wll be a fortiori that the unabsor bed
depreciation could not be adjusted inasnmuch as fromthe very
sequence the adjustment of unabsorbed depreciation could
cone only after the adjustnent of the unabsorbed | osses of
the previous years. It will thus appear clear that in the
l ast nentioned case unabsorbed devel opnent rebate was held
to be non-deductible for the same reasons for whi ch
unabsorbed |oss could not be deducted wunder the earlier
deci si on ‘and t he unabsor bed depreci ation was held to be non-
deducti ble on~ the basis  of de priori reasoning. The
guestion that arises for consideration, therefore, is
whether the viewtaken inregard to non-deductibility of
carried for-
(1) (2972) 86 I.T/R 192.
(2) (21977) 107 |.T.R 386.
(3) (1977) 110 |.T.R 346.
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ward | osses while conputing the total incone for the purpose
of granting the 8% deduction under s. 80E in the first two
decisions is correct. It is-true that inthe instant case
the question of deductibility or otherwise of " carried
forward | osses of earlier years in the context of S. 80E has
not directly arisen before us but since counsel for the
assessee has raised a contention about non-deductibility of
unabsor bed depreciati on and unabsorbed devel opnent rebate on
the basis of the view taken by Kerala High Court in |Indian
Transformer’s case (supra) and Madras High Court in L. M
Van Mboppes’ case (supra) in regard to nondeductibility of
unabsorbed |osses of earlier years, we are constrained to
express our opinion on the validity of the view taken .in
those two cases. |n our opinion, the viewtaken in |ndian
Transsforners’ case (supra) and L. M Van Moppes’ case
(supra) in regard to the nondeductibility of unabsorbed
| osses of the earlier years in the context of conputing the
deduction wunder s. 80E of the Act is open to grave  doubts.
In the first place such a view runs counter to the
Legi sl ative mandate contained in the three steps required to
be taken under sub-s. ’'(1) of s. 80E as discussed earlier
Secondly, the main reasoning given by the Kerala Hi gh /Court
for taking such a viewin the Indian Transforners’ case
(supra) the Madras H gh Court in L. M Van Moppes’ | case
(supra) has nerely followed the Kerala decision-does not
bear scrutiny. After pointing out that Chapter IV of the
1961 Act deals with the conputation of inconme falling under
the various heads nentioned ins. 14 of the Act, that
Chapter VI in which s. 72 occurs deals with the aggregation
of income and set off or carry forward of loss and that s.
80E deals wth deduction to be made in conputing tota
i ncome, the Kerala H gh Court has proceeded to observe thus
"Conputation as such is used only in the
heading in Chapter [V Section 66 Al so
provides that in conputing the total incone of
an assessee there shall be included all income
on which no income-tax is payable under
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Chapter VII, etc. What is provided in section

66 is al so rel ating to conput ati on
Simlarly, the sane words are used in section
67. But, there are no such words in section
72. Section 72 speaks of the net result of
the conputation under the bead ’'Profits and
gai ns of business or profession’. W consider

that the set-off pernmitted under section 72 is
from an amount arrived at after applying the
provisions of Chapter IV along wth other
sections of the Act such as sections 66 and
67, etc., dealing with computation of incone
and after pernmitting the deductions under
section 80E. "
The Court has further observed that in its opinion the
deduction wunder S.80 E is a ’'special benefit given to a
conpany whi ch satisfies the conditions under section 80E and
the deduction permssible thereunder is only from profits
and gains attributable to the specified activities and this
benefit  'should not be dinm nished by ’'the other benefits
conferred by the Act, suchas the right to have the previous
| osses set off, that the two serve different purposes and
the benefit of both nmust-be available to an assessee,
wi t hout the one inmpinging on the other. "It will thus appear
that the Kerala H gh Court has regarded section 72 appear-,
673
ing in Chapter VI as a provision unconnected with the
conputation of the total incone of an assessee and a
provi si on which cones into operation 'at a stage subsequent
to the computation of the total income arising from business
done in accordance with ss. 30 to 43A occurring in_ Chapter
IV of the Act and, therefore, the unabsorbed | osses cannot
be set off before calculating the deduction under 'S. 80E.
It is not possible to accept the view that s. 72 ' has no
bearing on or is unconnected with the computation of the
total income of an assessee under the head 'Profits and
gains of business or profession’. Actually s. 72(1)
provi des that where the net result of conputation under the
head 'Profits and gai ns of business or profession’” is 'a |oss
and such | oss cannot be or is not Wwolly set off against the
i ncome wunder any head of incone in, —accordance with the
provisions of S. 71, so much of the |oss as has not been so
set-off, subject to the other provisions of the Chapter,
shall be carried forward to the following assessnent year
and shall be set off against the profits and gains, if any,
of any business or profession for that assessnent year
Therefore, s. 72(1) has a direct inpact upon the conputation
under the head 'Profits and gains of busi ness or
pr of essi on’. In other words, the correct figure of tota
i ncome. which is otherw se taxabl e under other provisions of
the Act, cannot be arrived at without working out -the net
result of conputation under the head 'Profits and gains of
busi ness or profession’. Further the question whether
speci al benefit under S. 80E as well as the normal or usual
benefit of carry forward of |osses of previous years should
both be available to an assessee, w thout one inpinging on
the other nust depend upon the intention of the Legislature
and such intention has to be gathered from the |[|anguage
enpl oyed. In this viewof the matter it 1is extrenely
doubtful whether in spite of the Legislative mandat e
contained in the three steps provided for by sub-s. (1) of
S. 80E, the carried forward | osses would not be deductible
before working out the 8% deducti on contenplated by s. 80E
and, therefore, the contention that by parity of reasoning
or on a priori reasoning unabsorbed devel opment rebate and
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unabsor bed depreciation should be held to be non-deductible
before working out the 8% deducti on under S. 80E(1) cannot
be accepted. As observed earlier on proper construction of

the provision contained in sub-s. (1) of s. 80E itens |Iike
unabsorbed depreciation and unabsorbed devel opment rebate
will have to be deducted in arriving at the figure which

woul d be exigible to deduction of 8% under s. 80E(1).

Ref erence was al so nade by counsel for the assessee to the
deci si on of the Msore Hgh Court in the case of
Conmi ssi oner of Incone Tax, Mysore v. Balanoor Tea and
Rubber Co. Ltd., (supra). 1In our view that decision has
nothing whatever to do with the question posed before us.
In that case the question was whether the | oss incurred by
an assessee in non-priority business could be set off
against the profits and gains nade by the assessee in the
priority business while conputing the 8 % deduction under s.
80E and the Hi gh Court upheld the Tribunal’s viewthat for
the purpose of allowing a deduction under S. 80E the words
"such 'profits" occurring in that section nean "the profits
and gains attributable to an activity as specified in the
5th Schedul e of the Act" and, therefore, the deduction was
required to be worked out with-
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out reference to the loss incurred in non-priority business.
The decision was rendered on the | anguage of s. 80E(1l) but
it cannot avail the assessee on the point raised in the
appeal

In the result the assessee’s appeal also fails and the sane
i s dismssed.

In the circunstances, there will be no orderas to costs in
both the appeal s.

S. R Appeal sdi sni ssed.
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