http://JUDIS.NIC. I N SUPREVME COURT OF | NDI A Page 1 of 7
PETI TI ONER
THE MADHYA PRADESH CO- OPERATI VEBANK LI M TED, JABALPUR
Vs.
RESPONDENT:
ADDI TI ONAL COVM SSI ONER OF | NCOVETAX MADHYA PRADESH, BHOPAL
DATE OF JUDGVENT: 19/ 01/ 1996
BENCH
AHMADI A M (CJ)
BENCH

AHVADI A. M (CJ)
HANSARI A B. L. (J)

Cl TATI ON
1996 SCC. (2) 541 JT 1996 (1) 487
1996 SCALE (1)511

ACT:

HEADNOTE

JUDGVENT:
WTH
ClVIL APPEAL NO. 1196 (NT) OF 1992
Madhya Pradesh Rajya Sahkari
Bank Maryadit, Bhopa
V.
Conmi ssi oner of | ncone Tax, Jabal pur
WTH
ClVIL APPEAL NGs. 2211-12 OF 1996
(Arising out of SLP (C) 5813 & 14 of 1982)
(The Madhya Pradesh Co-operative
Bank Limted

V.
The Additional Conmi ssioner of
I ncome Tax
JUDGMENT
AHMADI , CJI
Speci al leave granted in SLP (C) Nos. 5813-14 of 1982.
The assessee in all these cases is a  Co-operative

Society registered under the Madhya Pradesh Co-operative
Society registered under the Madhya Pradesh Co-operative
Soci eties (Amal gamation) Act, 1957, hereinafter called ‘the
Act’. Wiile fram ng assessnment for the relevant assessnent
years in question, the Incone tax Oficer, included in the
taxabl e income of the assessee interest earned on securities
ear mar ked agai nst reserves and interest earned on Provident
fund deposits. The assessee contended that it was entitled
to the benefit of Section 81 of the Income Tax Act as in
force at all material tines. The Incone Tax Officer rejected
this claim of exenption from tax put forward by the
assessee. Since the assesee’s contention did not find favour
at the higher levels also, including the reference to the
H gh Court, the assessee has approached this Court.

Section 81 of the I ncome-Tax Act on which the
assessee’s case is based read thus at all material tines:

"I ncome of co-operative societies -
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I ncome Tax shall not be payable by a co-

operative society --

(i) in respect of the profits and gains

of business carried on by it, if it is -

(a) a society engaged in carrying on the

busi ness of banking or providing credit

facilities to its menbers;

XXX XXX XXX

Provided that, in the case of a co-

operative society which is also engaged

in activities other than those nentioned

in this clause, nothing contained herein

shall apply to that part of its profits

and gains as is attributable to such

activities and as exceeds fifteen

t housand rupees.”

On a plain reading of this provision it becones clear that
every inconme of a society carrying on banking business is
not exenpt fromthe paynment of tax. Only the incone from
banki ng business “is exenpt fromtax. The question which we
are required to answer is whether the income frominterest
accrui ng on government securities ear-marked for Reserve
Fund/ Provi dent Fund can be said to be income derived by the
assessee from the business of banking within the neaning of
Section 81 to qualify for exenption. This question arises in
the backdrop of the follow ng facts.

The assessee | is an Apex Body controlling all District
co-operative banks. It is registered under the provisions of
the co-operative Societies Act, 1912 read with Section 6 of
the Act. The assessee filed returns for the relevant years
claimng that the entire income was from banking business
and, therefore, exenpt from tax under ~ Section 81 of the
I ncome Tax Act. The Income Tax O ficer rejected the claimin
regard to interest being exenpt under ~the said provision
There is no dispute, and indeed there can be none, that the
assessee is engaged in carrying on the business of banking
which, inter alia, includes the activity of providing credit
facilities to its menbers. In the course of its business it
recei ves deposits and nakes advances to borrowers at a rate
of interest higher than what it pays on deposits. A part of
these deposits are, however, invested in the form of
government securities wth the State Bank —of India or the
Reserve Bank. Under Section 44 of the Co-operative Societies
Act, the assessee is required to invest or deposit its funds
to maintain a cover to the extent necessary and further

provides that the Reserve Fund of the Society shall be
invested and utilised as nmay be laid down by the Registrar
which it does by investing in government securities

purchased with the bank’s funds. The question is whether the
interest earned by the assessee from governnment securities
placed with the State Bank or the Reserve Bank can qualify
for exenption under Section 81 of the Incone Tax Act?

Before we proceed to answer this question we may refer
to the MP. Governnent’s instructions No.CR 25/26 dated
Cctober 7, 1960 which, insofar as it concerns Apex banks,
reads as under:

"(C) APEX BANK

The Reserve Fund of the Apex Bank shal

be fully invested outside its business

in Government securities. No part of its

reserve fund should be wutilised as its

wor ki ng capital.

3. Al investnments of Reserve fund shal

be specially marked as "Reserve Fund

| nvest ment " and shal | be shown
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separately in the annual bal ance sheets.

The Reserve Fund deposits at every |eve

shall carry the maxi mumrate of interest

which a Central bank or Apex bank pays

on fixed deposits for |ongest period or

3% whi chever is higher. No part of the

Reserve Fund deposits shall be drawn

wi thout the previous sanction of the

Regi strar, in the case of Apex bank

Central Banks and Large Sized Societies

and in the case of other primry

soci eties without the perm ssion of the

Deputy Registrars. Such approval can be

gi ven when the anount is either required

to neet |osses, or, when the society is

to be wound up. These -eventualities

will, however, be very rare."

Qovi ously as per the  above instructions no part of the
Reserve Fund can be utilised as working capital nor can any
part of  ‘the Reserve Fund deposits be w thdrawn except with
the permssion of the Registrar to  neet |osses or at the
time of wi nding up and not otherw se. In the circunstances
the Revenue contends-that ~the securities relating to the
Reserve Fund can never ~be considered to be the circulating
or working capital of ~ the bank or its stock-in-trade to
qualify for exenption under Section 81 of the I|ncone Tax
Act .

Insofar as interest on Provident Fund deposits are
concerned, admittedly the same was included 'in the Profit
and Loss Account of the “Bank. It appears. from the
observations in paragraph 11 of the appellate order of the
Tribunal that even the assessee’s counsel found it difficult
to justify the claimand said that it ought not to have been
included in the Profit and Loss Account of the Bank since it
bel onged to the Provident Fund as the bank was nerely
hol di ng those deposits as Trustees. The tribunal did not
examne this contention, and in/our opinion rightly, since
the sane was not agitated before the authorities bel ow and
no foundation was laid for the same. The Tribunal hel'd that
since the interest earned therefromwas included in the
Profit and Loss Account of the assessee and was shown as
earnings, it was liable to tax since it did not form part of
the assessee’s stock-in-trade or <circulating capital and
could not, therefore, be described as incone from the
busi ness of banking to qualify for exenption. The Tribunal

therefore, held that this incone was liableto tax. M.
Sal ve, the |earned Senior Counsel for the assessee with his
usual fairness stated that in the absence of t he

foundational facts, the Tribunal was justified in refusing
to examine the contention of the assessee’s counsel and he
was not in a position to assail the Tribunal’s approach. He,
therefore, did not press the contention under this head. W
are, therefore, left with the first contention only, nanely,
whet her interest on government securities earned by the
assessee is exenpt from tax under Section 81 of the Incone
Tax Act.

There can be no doubt that the object of section 81 was
to encourage the co-operative novenment in the country by
providing tax exenption to those co-operatives engaged in
activities set out in clauses (a) to (f) thereof. One such
activity is the carrying on of the business of banking or
providing credit facilities to its nmenbers by a co-operative
society. The section, therefore, provides that incone-tax
shal | not be payable by a co-operative society in respect of
the profits and gains of business <carried on by it, if it
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arises from the business of banking or providing credit
activities for its nenbers. However, if such a co-operative
society also engages itself in activities other than the
busi ness of banking or providing credit facilities the
profits derived from such business shall not be exenpt from
tax if it exceeds rupees fifteen thousand. It is, therefore,
obvious that the entire incone derived by a co-operative
society from the business of banking or providing credit
facilities to its nenbers is exenpt fromincone tax, but if
that society also engages itself in any other activity and
earns profit therefrom the income so derived beconmes |iable
to assessment and payment of income tax if it exceeds the
ceiling anmount. The nornmal banking activity is to receive
deposits and utilise such deposits by advanci ng | oans, etc.,
to borrowers. Since the rate at which interest is paidto
depositors is lower than the rate charged from borrowers,
the difference inthe rates generates income for the banks.
The banks may have to maintain certain reserves to neet with
energencies, e.g. _a spurt in wthdrawals by depositors for

di verse rieasons. I nvestnments which permt wthdrawals at
short notice would, therefore, be a part of the requirenent
of banki ng busi ness and interest accruing on such

i nvestments would be outside the tax-net. That is why this
Court in Bihar State co-operative bank Ltd. vs. Comm ssioner
of Incone tax (1960) 39 ITR 114 (SC, while dealing with
i ncomre derived by way of interest on short-term deposits by
the bank, held that it was income~ from -normal banking
busi ness and was, therefore, exenpt from the liability to
pay i ncone-tax. Thiis Court held that since the society was
engaged in banking activity, its-normal business was to dea
in money and credit and, therefore, the noney laid out in
the form of short-term deposit did not cease to be a
circulating capital and interest earned thereon cannot be
ot her than incone generated fromthe business of banking and
was, therefore, exenpt from - tax.. The sane view was
reiterated in Comm ssioner of  |Incone Tax vs. Bombay State
Co-operative bank, Ltd. vs. Comm ssioner of Incone Tax,
Kerala (1975) 101 I TR 87 (Keral a) and Conm ssi oner “of Incone
Tax, Orissa vs. Orissa State Co-operative Housing ~Corpn
Ltd. (1976) 104 ITR 157 (Orissa). ~The Privy Council in
Punj ab Co-operative Bank Ltd. vs. Conm ssioner of 1ncone Tax
(1940) 8 ITR 635 also held that bankers have always to keep
sufficient cash or readily realisable securities to neet
with any probable demand of depositors in the nornal course
of banking business and such funds, counsel argued, would
really form part of the bank’s circulating capital and,
therefore, interest earned thereon would be exenpt fromtax.
Placing strong reliance on the aforesaid line of
reasoni ng, counsel for the assessee argued, that interest
earned on governnent securities placed with the State Bank
or Reserve Bank would be incone earned by the bank fromits
circulating capital and in any case in the nornmal course of
banki ng busi ness and cannot therefore be brought to tax. It
was said that the governnent securities formpart of the
bank’ s stock-in-trade and any inconme earned thereon would be
outside the tax-net. Counsel for the revenue, however,
di stingui shed the decisions relied on by the assessee nainly
on the ground that the bank’s funds were utilised in short-
termdeposits or in government securities which could be
easily encased to neet with a probable sudden rush of
depositors and, therefore, the fund enpl oyed for the purpose
never went out of circulation but was kept apart to neet a
probabl e eventuality and, therefore, a business obligation
He pointed out that in the case of Reserve Fund Investnents
no part of the deposits was permtted to be w thdrawn unl ess




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

Page 5 of 7

the noney was required to neet |osses or the society had to
be wound up and that too with the Registrar’s pernission
only. Therefore, he subnmitted, these securities could not be
utilised as a working capital nor did they formpart of the
circulating capital or stock-in-trade of the bank and hence
the interest earned thereon and shown as form ng part of the
i ncome of the society cannot qualify for exenption.

Counsel for the revenue did not join issue on the
proposition that if circulating capital or stock-in-trade of
a co-operative bank is invested in securities, interest
earned thereon would be incone from banking business and
woul d, therefore, qualify for exenption. However, can the
investment in securities of the Reserve Fund be said to be
i nvestment of circulating capital or stock-in-trade, nore so
when it is noticed that the co-operative bank does not have
an absolute and unfettered right to wthdraw the same
whenever it |iked? W _have noticed that the co-operative
bank is | egally obliged to place certain governnent
securities wth the State bank/Reserve bank and these
securities cannot be withdrawn by the said bank at its sweet
will and can only be wthdrawn ~in certain situations
referred to earlier. That is because the investment of the
Reserve Fund in securities'is not to neet with the probable
eventuality to pay off the depositors should they demand the
sane. It is, therefore, difficult to conprehend how such
government securities relating to Reserve Fund can be
consi dered the bank’s stock-in-trade or circul ating capital.
it is clearly understood i n -banki ng par| ance t hat
circulating capital is that which i's put into circul ation or
turned over to earn profits. Governnent securities com ng
out of Reserve Fund which cannot be easily encased and which
can be wutilised only when the contingencies nentioned
therein arise cannot be considered to be circulating capita

or stock-in-trade. It is nore or lessin the nature of a
fixed asset of the society, being out of circulation for an
indefinite period. It is, soto say, at armis length from

the normal banki ng business, to be utilised on the happening
of certain events, events which may virtually bring a
cessation of the business. If that be the purpose and object
of setting ap art the funds in the form of governnent

securities and the like, it cannot be reasonably contended
that the funds placed in cold storage continue to constitute
the bank’s stock-in-trade or <circulating capital. The

| earned counsel for the revenue was, therefore, right in
contending that the case law cited at the Bar by the |learned
counsel for the assessee cannot come to the rescue of the
assessee.

W may nmke a brief reference to two nore cases to
whi ch our attention was drawn by the | earned counsel for the
revenue. The first case is of Comm ssioner of |ncome Tax,
Lucknow vs. U.P. Cooperative Federation Ltd. (1989) 176 ITR
435 (SC). In that case, the Apex Co-operative Society, which
was expected to regulate the supply of sugar, coal, cloth,
etc., to its nmenbers, had received two sums, nanely (i)
Rs.9,000/- as interest on cash security deposit with a co-
operative sugar factory for carrying on sugar agency
busi ness; and (ii) Rs.51,295/- as interest on anmounts which
it had advanced to its nmenbers since they were not able to
arrange for the entire finance needed to lift the stocks.
This Court held that the first anount did not qualify for
exenption because it represented only interest on security
deposit and could not be mixed up with other suns received
in the course of business. Even the | earned counsel for the
assessee did not press for exenption so far as that claimis
concerned. The second claim was allowed on the ground that
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the noney had to be provided to run the business and
generate profit and the funding was, therefore, in the
nature of ‘investment’ within the neaning of the relevant
provision, in that, the noney was ultinately to be utilised
by the nenber society for the purchase of stocks. The
distinction is obvi ous, nanely, where the noney is
ultimately to be used for business purpose, either directly
or through the nenber-bank, the interest thereon would
qualify for exenption and not otherw se. The second case to
whi ch our attention was drawn is of Assam Co-operative Apex
Mar keting Society, Ltd. vs. CT (Addl.) (1993) 201 I TR 338
(SC. In that case the appellant was appointed as the
procuring agent for paddy by the Assam Governnment. The
nenbers of the appellant’ were primary marketing societies
and societies at the village level, wth nenbership of
agriculturists, being the menbers of the former. Thus no
agriculturist was the direct mnenber of the appellant. So,
the produce was received by the village | evel societies from
its agriculturist-nenbers and was then passed on to the
primary. ‘'societies which in turn nmade it over to the
appel l ant.. A Conmi ssion ~was charged for the procuring
activity which was divided between the three, the appellant
and the village society each taking 19 paise in a rupee and
the remaining 62 paise went to the prinmary society. The
guestion was whet her the appel l ant’’s share in the
conmi ssioner could be brought to tax. The Tribunal as well
as the H gh Court. on reference held that the assessee was
not entitled to exenption and this Court —affirnmed the
finding on the followng |ine of reasoning.

"A reading of clause (i) of section 81

shows that the idea and intention behind

the said clause was to encourage basic

| evel societies engaged in cottage

i ndustries, mar ket i ng agricultura

produce of its nenbers and those engaged

in purchasing and suppl ying agricul tura

i npl enents, seeds, etc., to their

menber s and SO on. The  words

“agricultural produce of its nmenbers’

must be understood consistent with this

object and if so understood, the words

mean the agricultural produce produced

by the nmenbers. it is not SO
under st ood, even a co-operative society
conpri si ng traders deal i ng in

agricultural produce would also becone
entitled to exenption which could never
have been the intention of Parlianent.
The agricul tural produce produced by the
agriculturist can legitimately be called
agricultural produce in his hands but in

the hands of traders, it would be
appropriate to call it agricultura
commodities; it woul d not be hi s
agricultural produce. Accordingly, it

must be held in this case that since the

agricultural produce narketed by the

assessee was not t he agricultura

produce produced by its menbers, nanely,

the primary co-operative society, the

assessee cannot claimthe benefit of the

sai d exenption."

The | earned counsel for the assessee tried to
di stingui sh both these cases but in our opinion the purport
of the decisions is obvious. However, even if we were to
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agree with |earned counsel for the assessee that both these
cases had no application to the f acts of these appeals, it
woul d make no difference because we have on first principles
come to the conclusion, for reasons set out hereinbefore,
that the interest on governnent securities placed with the
State Bank of Indial/Reserve bank of India, cannot qualify
for exenption wunder Section 81 (now Section 80 P) of the
I ncone Tax Act.

Before we part, we nust take note of Shri Salve's
contention that the proviso to section 81 would apply in the
case of that co-operative society alone which is engaged in
an activity other than those nmentioned in clauses (a) to (f)
which not being so as regards the appellants, the proviso
has no application; and 'so, no part of its profit of gain
can attract inconme tax: W .do not think this to be the
correct reading of the proviso, notw thstanding the use of
the word "also". According to us, what the proviso seeks to
convey is that even if a co-operative society is engaged
only in the business of banking, but part of its activity is
not attributable to engagenent in. such activity, incone
derived fromthat part of activity would becone taxable. And
as held above, the incone derived fromthe investnent in
Covernment securities placed with the State bank of
I ndi a/ Reserve bank  of India cannot be regarded as an
essential part of its'banking activity inasnuch as the sane
does not form /part of its st ock-in-trade or
wor ki ng/circulating capital. Therefore, we -see no force in
M. Salve's prem ses.

For the above reasons we see no nerit in these appeals
and dism ss the sanme with costs.




