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ACT:

Excess Profits-Assessnent - Assessee conpany’s agreenent
nmanagi ng agent s- Conmi ssi on on _net profits-Conputation
if can be deducted-- " Net profits ", meaning of.

HEADNOTE:

An agreenment between the assessee conpany and its managi ng
agents provided : " In consideration for-acting as managi ng
agents the conpany should pay to the firm renuneration at
Rs. 750/- p.m............ and in~ addition a conm ssion
equal to of the annual net profits. Such net profits wll
be arrived at after allow ng the working expenses,  interest
on |oans and due depreciation, but w thout setting aside
anything to reserves or other special funds ". The question
was whether the excess profits tax payable by the conpany
should be deducted fromits profits for —the purpose of
arriving at the annual net profits of which a percentage
should be paid to the managi ng agents as their conm ssion
under the agreenent.

Held ' that,, the words " net profits " in the agreenent
meant divisible profits, profits divisible between the
conpany and the nanagi ng agents, and that in  ascertaining
such profits, deduction had to be nade, besides  the itens
expressly nmentioned in the agreement, of excess profits tax
payabl e by the conpany.

Janes Finlay & Co., Ltd. v. Finlay MIls Ltd., (1942) 47
Bom L.R 774 and Walchand & Co., Ltd. v. Hindusthan
Construction Co., Ltd., (1943) 45 Bom L.R 951
consi der ed.

Ashton Gas Conpany v. Attorney-General, [1906] A C. 10 and
Re G B. Olivant & Co. Ltd.’s Agreenent, [1942] 2 AIl E. R
528, distinguished.

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Civil Appeal No. 211 of 1955.
Appeal fromthe judgment and order dated. Decenber 30, 1952,
of the Punjab High Court in Cvil Reference Case No. 18 of

with
- Tax,
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1952,

H. J. Unrigar and R H. Dhebar, for the appellant.

Har dayal Hardy, for tile respondents.

1958. Cctober 3. The Judgnent of the Court was delivered by
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SARKAR J. -By an agreement made in 1936, the assessee conpany
appointed a firmas its nmanagi ng agents. The agreenent

provided that the nmanagi ng agents would be renunerated in
the manner foll owi ng:

“I'n consideration for acting as Managi ng Agents the Conpany
should pay to, the firmrenmuneration at Rs. 750 p.m or such
principal sumas may fromtine to tine be deemed reasonable
by the Directors and in addition a comm ssion equal to 10%
of the annual net profits. Such net profits will be arrived
at after allowi ng the working expenses, interest on |oans
and due depreciation, but w thout setting aside anything to
reserves or other special funds:."

The question is whether the ' comm ssion payable to the
managi ng agents under this agreenent is to be ten per cent.

of the ‘profits of the assessee wi thout deduction of the

excess profits tax payable by it oil its profits or after
deducti on.

The question has arisen inthe course of the assessment of
excess profits tax payable by the assessee. The Excess

Profits Tax Oficer ~held that the commssion has to be
ascertained on the profits remaining after deduction of
excess profits tax. This view was upheld by the Appellate
Assi stant Conmi ssiioner on an appeal being taken to him by
the assessee. On a further appeal by the assessee to the
Appel l ate Tribunal it was held that the conmi'ssion has to be
ascertained on the profits without any deduction of the tax.
The revenue authorities then applied for and obtained, an
order fromthe Tribunal referring the foll owi ng question for
deci sion by the Hi gh Court:

" \Whether on a true construction of ~the Managing Agency
Agreenent between the assessee Conpany and its WManagi ng
Agents entered into in 1936, the rel evant clause of 'which is
guoted above, the Excess Profits Tax payable should be
deducted fromthe profits of the Conpany for the purpose of
arriving at the annual net profits of which a percentage
shoul d be paid to the Managi ng Agents as their conm ssion.”

The Hi gh Court answered the question in the negative.

30

The present appeal is by the revenue authorities against the
j udgrment of the Hi gh Court.

The question is a short one. It is one of construction of
the mnaging agency agreenent. O course;, whatever is
payabl e under this agreement to the nanagi ng agents as their
remuneration is a proper expense of the business of the
assessee and has to be deducted in ascertaining its profits
and it is upon such profits that excess profits tax has to
be assessed. There is no dispute about this. The dispute
has arisen because the renuneration of the nanagi ng agents
is we |leave out now the mnimum and fixed renuneration  of
Rs. 750 per nonth as to which no question arises and wth
whi ch we are therefore not concerned-itself to be cal cul ated
on the profits. The dispute is whether the pr oper
construction of the agreenent is that the profits, a
percentage of which is to be paid to the managi ng agents as
their remuneration, are the profits before deduction of
excess profits tax or after.

What then is the true construction ? The agreenent is that
"the net profits wll be arrived at after allowing the
wor ki ng expenses, interest on |oans and due depreciation but
wi thout setting aside anything to reserves or specia
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funds.” We can |leave out the things expressly nmde not
deductible for as to these no question arises, the question
bei ng whether sonething nore, nanely, excess profits tax,
can be deducted. Wirki ng expenses, interest on | oans and due
depreci ati on have however been expressly nmade deductible in
ascertaining the net profits. If these are all the
deductions that can be nade, excess profits tax cannot be
deducted for it does not cone under any one of them But it
seens to us that the agreenent was not intended to lay down
all the deductions that can be made. It is not in dispute
that expenses |ike overhead expenses, [litigation expenses
and simlar other expenses properly incurred for carrying on
the business can be deducted in arriving at the net profits.
These woul d not be included within "working expenses " for
that expression is wusually wunderstood as referring to
expenses debitable to the tradi ng account

31
as having been incurred directly in making the incone shown
there. |If this were not the sense in which the expression "

wor ki ng. ‘expenses was used-and it was neant to cover al
revenue expenses incurred, then there would have been no
need to nention interest ~on |oans and depreci ation
separately, for, these |latter would have been included as
revenue expenses in the expression " working expenses ". W
are therefore inclined to think that there are other itens
besi des those expressly nmentioned, which have to be deducted
before the net profits can be arrived at.

VWhat then are these other itenms? That will depend on what
the parties nust be taken to have had in m nd when they used
the words " net profits The intention of ‘the parties as
to what they nmeant by these words can be best ~gathered by
trying to find out what they were about in nmaking the
agreenment. The parties were a master and a servant and they
were fixing the renuneration of the servant. They | decided
that profits or no profits, the servant woul d have a certain
fixed sum per nonth. They also agreed that the  servant
woul d besides the fixed sum have a certain portion of the
net profits. The net profits, whatever they were, 'would of
course be a variable figure; in sone years they would be
nore or less than in other years.  The parties therefore
agreed that the renuneration of the servant would increase
or decrease as the net profits were larger or smaller. But
why did they do so ? Cbviously because they thought that it
was fair that the servant’s renuneration shoul d be
comensurate with the benefit that his work produced for the
master; the larger such benefit was, the |arger t he
servant’s remruneration and vice versa. It is difficult to
imagine that the parties agreed that remuneration would be
paid for profits earned by the servant’s efforts of = which
the master did not get the benefit. This view of the matter
becones cl earer when one renenbers that besides the variable
remuneration dependent oil the profits, the servant  had a
fixed mninumremuneration. The agreenent, therefore, was
essentially one to share the profits; the agreement was that
part of the profits was

32
to go to the servant and part enure for the nmaster’s
benefit. If this is the true construction of the agreenent,

as we think it is, then it follows that the net profits
contemplated by the parties are such profits as can be
di vi ded between the naster and the servant; they are such of
which both the naster and the servant get the enjoynent in
stated proportions. |In other words, they are the divisible
profits of the conpany, divisible, that is to say, between
the master and the servant. |In order that the divisible
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profits can be ascertai ned, excess profits tax has of course
to be deducted. As to that there does not seemto be any
doubt, for, that part of the profits which is taken away by
the State as excess profits tax, is not available either to
the master or the servant and cannot therefore be divided
bet ween t hem
It is said that the agreenent cannot be construed in this
way because that would be adding a word to it; the word
"divisible not being there, is introduced into the agreenent
to support this construction. This however is not so. No
word is being introduced but the words used are only being
expl ai ned. It is only stating that the parties meant by "
net profits ", the divisible profits. It is really stating
the sane thing in different words.
It is also no objection to the viewthat we take, that
excess profits tax is apart of the profits itself It
perhaps is so but it is no part of the " net profits
contemplated by the parties. It is a part which has to be
deducted i'n arriving at the net profits, that is to say, the
di visible profits which alone the parties had in mnd
As a matter of construction of the agreenent before us,-and
we do not think that the question involved in this case can
be decided in any other way-therefore, we cone to the
conclusion that the " net profits mean the divisible
profits and are to 'be ascertained after deduction of excess
profits tax which is payable by the assessee.
That is how the matter strikes us apart fromany authority.
W now turn to sonme of the authorities which were cited at
the bar. They are I'n.re Condran,

33
Condran v. Stark (1), Patent Castings Syndicate Ltd. .
Et herington (2), Vulcan Mdtor and Engi neering Co. v. Hanpson
(3), Re G B. dlivant & Co. Ltd.’'s Agreenent James
Finlay & Co. Ltd. v. Finlay MIls Ltd. _and Walchand & Co.
Ltd. v. Hi ndusthan Construction Co. Ltd. (6). These cases
however all turn on the construction of the agreements
involved in them They are therefore not of nuch assistance
in construing the agreenent that we have before ‘us, for,
each agreenment has to be construed according to the ' words
contained in it and the circunstances in which'it was nade.
The judgnent in Re G B. dlivant & Co. Ltd. ' s Agreement
(supra) referred to earlier is that of the House of Lords.
In the judgnent delivered in this case by the Court ~Appea
reported in (1942) 2 AIl E. R 528 which was affirmed by the
majority of the House of Lords, Lord Greene M~ R _warned
that in questions of this kind authorities were of no
assi st ance. Referring to the wearlier Engl i'sh cases
menti oned above, he said (p. 532):
" They decide that on the true construction of the
agreenments there in controversy, the phrase " net profits
in Etherington’s case, the phrase " profits earned by the
conpany " in Wulcan’s case and the phrase " net profits " in
Condran’s case, all neant the divisible profits of the
conpany in the first two cases and of the partnership in - the
third. They went on to decide a matter which | should have

t hought was not open to question, nanely, t hat in
ascertaining divisible profits excess profits duty fell to.
be deducted . ... .. ... But

beyond that, those authorities do not appear to nme to afford
any assistance. The first part of the decisions, as to the
neaning of " profits or net profits in those particular
agreenents, does not hel p, because the |anguage is entirely
different fromthat used in the present case; and the second
part of the decisions, nanely, that in ascert ai ni ng
divisible profits excess profits duty is to
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(1) [1917] 1 Ch. 639. (3) [1921] 3 K. B. 597.
(5) (1942) 47 Bom L.R 774.
(2) [1919] 2 Ch. 254.
(4) [1942] 2 Al E. R 528.
(6) (1943) 45 Bom L.R 951.
5
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be deducted, is, as | say, a matter for which | should have
t hought authority was not required.........

Like the wearlier cases, Re O B. dlivant & Co. Ltd.’s
Agreenment (1) also 'turned on the | anguage of the ;agreenent
involved in it and is not therefore of any great assistance.
The I ndi an cases nentioned earlier were al so decided on the
agreenments with which they were concerned. In the Janes
Finlay & Co. Ltd. case (2) the agreenent provided that the "
net profits" were to be ascertained before setting aside any
sum " for paynent of incone-tax;, super-tax or any other tax

on income ". It -was held that " any other tax on income "
i ncluded 'excess profits tax which could not therefore be
deduct ed. Beaunont C. J. observed in this case that it
havi ng been held that income-tax being something which is
payable out of the profits and not a liability to be

deducted in ascertaining the profits, it was difficult to
explain why the same’ principle should not apply to excess
profits duty. He also said that a distinction had been made
between the two taxes in the English cases, to sone of which
we have earlier referred, but he did not think it necessary
to consider whether all the grounds of distinction were
sound, because in the case before himhe thought that excess
profits tax had been expressly dealt with. In the Wl chand
& Co. Ltd. <case the agreement was very nuch like the
agreement that we have before us. It~ provided that the
managi ng agents would be paid ten per-cent. of the ' annua
net profits earned by the conpany and al'so stated that in
arriving at the net profits certain deductions woul d be made
whi ch included the working expenses and that certain other
deductions would not be nade, but no nention was /made of
excess profits tax as being deductible or ot herw se.
Beaunont C. J. who was a nenber also of the bench’ which
decided this case, held that the agreement was a profit
sharing agreenment and the net profits had to be ascertained
after deducting excess profits tax. Now we do not refer to
these judgnents
(1) [1942] 2 Al E. R 528. (2) (1942) 47 Bom L.R 774.
(3) (1943) 45 Bom L.R 951
35
as supporting anything that we say but because the High
Court wunwittingly fell into the error of thinking that the
Wal chand & Co. Ltd. case (1) cane before the Janes Finlay &
Co. Ltd. case (2) and that in the latter case Beaunmont C. J.
had doubted the <correctness of what he had said in the
f ornmer. These observations are wholly wong because, the
James Finlay & Co. Ltd. case (2) was decided |ong  before
the Wal chand & Co. Ltd. case (1) had been deci ded. Nei t her
do we find that there is any conflict between the two cases.
In the Wilchand & Co. Ltd. case (1), Beaunont C. J. gave
reasons for nmaking a distinction between incone-tax and
excess profits tax and thought that the distinction between
them made in the English cases to which we have referred,
was not of substance. W do not think it necessary to say
anything as to whether Beaunont C. J. was right in this
Vi ew.
Ol behalf of the assessee we were pressed with the sane
contention that as it has long been held that incone-tax
could not be deducted in ascertaining the net profits of a
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conpany, excess profits tax could not al so be deducted, for,
they were substantially of the sane nature each being a tax
on the profits. Indeed in Ashton Gas Conpany v. Attorney-
CGeneral (3), where the House of Lords had to construe the
provision in the incorporating statute of the Gas Conpany
whi ch provided that the profits to be distributed anong the
sharehol ders in any year should not exceed a given rate, the
following observation occurs in the opinion delivered by
Lord Hal sbury L. C at p. 12:

" Incone-tax is a charge upon the profits; the thing which
is taxed is the profit that is nade, and you must ascertain
what is the profit that is made before you deduct the tax-
You have no right to deduct the income-tax before you
ascertain what the profit is, | cannot understand how you
can make the inconme-tax part of the expenditure."

Now it seenms to us that there is nothing in the Ashton Gas
Co. case(3) which-prevents us from

(1) (1943) 45 Bom L.R 951. (2) (1942) 47 Bom L.R 774.
(3) [1906] A C 10, 12.
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hol di ng that in ascertaining the net profits for the purpose
of the agreenent that is before us, excess profits tax has
to be excluded. That was not a case of profit sharing. It
was not concerned wi'th deci ding what sums are deductible in
arriving at the /divisible profits in a profit sharing
agreenent . That is what we have to decide. Therefore we
think that the Ashton Gas Co. case (1) does not assist in
answering the question that has arisen in this case.

Nor do we think it necessary in the present case, as we have
said earlier, to decide whether there are distinctions
between incone-tax and excess profits tax. W are not
concerned with the question whether inconme-tax should be
deducted before the net profits under the agreenment can be
ascertai ned. W will assume that it cannot be. It is
common sense and also firmy established on the authorities
to which reference has al ready been-made, that in ascertain-
ing the divisible profits excess profits tax has to be
deducted. As we have construed the agreenent in this / case,
net profits nean the divisible profits and therefore they
can be arrived at only after deduction of excess profits
t ax.

W wish nowto refer to the mnority opinions in the House
of Lords in Re G B. Alivant & Co. Ltd.’s Agreenent (2) on
which the H gh Court seens largely to have based “its
deci si on. The di ssenting opinion of Viscount Simon L. C.
arose from the fact that he did not think that the word
profits in the agreenment then before the House ~meant the
divisible profits. Wth the reasons for this view we are
not concerned for these turned on the wording of /that
agreenent . Havi ng held that the word profits did not/ nean
the divisible profits, he proceeded to consider - whether
excess profits tax could be deducted in ascertaining the net
profits and in doing so said that as incone-tax coul d not be
deducted as held in the Ashton Gas Co. case (1), neither
could excess profits tax, for, both were parts of the
profits. He also said that the Court of Appeal was wong in
thinking that excess profits tax could be debited to the
profit and [|oss account and therefore held that the net
profit

(1) [1906] A.C. 10, 12.

(2) [1942] 2 Al E. R 528.
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which is usually shown in that account has to be ascertai ned
wi t hout deducting excess profits tax. W are not concerned
with this part of the opinion of the Lord Chancellor either.
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It was given on the basis that the profits were not the
divisible profits and we are concerned only with divisible

profits. The other dissentient speech was by Lord
Macni | | an. He said substantially what Viscount Sinobn had
said, and therefore it is unnecessary to deal with his view
separate y. It does not however appear to us that the

di ssentient Judges in the House of Lords held that if the
profits were the divisible profits, excess profits tax could

not be deducted before these could be ascertained. In the
view that we have taken of the agreenent before us, we
cannot , t her ef ore, derive any assi st ance from the

di ssenti ent opinions.

One other case, nanely, N M Rayaloo lyer & Sons v. The
Conmi ssi oner of Inconme-tax, Madras (1), was brought to our
attention. This case al'so purports to follow the reasoning
adopted in the mnority judgnents in Re G B. dlivant & Co.
Ltd.’s Agreenent (2) and actually relied on the authority of
the judgnent under appeal. It is therefore unnecessary to
refer to it further.

It had '‘been contended by the |earned advocate for the
appel l ant- _that even if the net profits nentioned in the
agreement were not the divisible profits and even if income-
tax could not be deducted to ascertain these profits, excess
profits tax was a proper deduction to be made. It was said
that excess profits tax was for this purpose different in
nature frominconme-tax, for, (a) under s. 12 of the Excess
Profits Tax Act, 1940, excess profitstax was deductible as
an expense for the purpose of incone-tax assessment; (b)
that where the enployer is a conpany, as in ‘the present
case, the inconme-tax paid is refundable to the sharehol ders
whi ch excess profits tax .is not; (c) that excess profits tax
is a" debt " of the business and therefore an outgoing, and
(d) that it was in the nature of a licence fee wupon the
paynment of which al one the business could be carried on. It
iS unnecessary to consider these points as in our view the
net profits in this case were

(1) [1954] 26 I.T.R 265. (2) [1942] 2 All E. R 528.
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the divisible profits and whether excess profits tax is
di stingui shable frominconme-tax for any of these reasons or
not, it is properly deductible.

We should also refer to an argunment advanced by the assessee
which was founded on s. 87-C of the Indian Conpanies Act,
1913, introduced by an anendnment made in 1936, which
provides that the remuneration of the managi ng agents of a
conpany shall be a fixed percentage of its net  annua
profits, and that 1in calculating the net profits no
deduction in respect of any tax or duty on income is to be
made. It is said that the statute incorporates the
uni versal conmercial practice and therefore in construing
the present agreenment excess profits tax cannot be“deduct ed.
W are not aware whether the section incorporates any
practice but we think that this contention is entirely
unfounded for the section was applied only to a nanaging
agency agreenment nmade after the anending Act cane into
force, while the agreenent in the present case was nade
before that date

Lastly, we have to point out that nothing turns on the fact
that at the date the agreenent under consideration was nade,
Excess Profits Tax Act had not cone on the statute book nor
per haps been thought of, and therefore could not have been
in the contenplation of the parties. |If the net profits,
are the divisible profits, everything necessary to be
excluded to arrive at the divisible profits has to be
deducted whether it was in the contenplation of the parties




http://JUDIS.NIC IN SUPREME COURT OF | NDI A Page 8 of 8

or not. It is easy to inmgine instances. Suppose after the
agreement the Governnment inposed a licence fee on the
paynment of which al one the business could have been carried
on and that licence fee was not in the contenplation of the
parties when the agreenment had been nade. None the less it
has <clearly to be deducted in finding out the divisible
profits. In the result we would answer the question franed
in the affirmative.
The appeal is therefore allowed with costs in this Court
and in the H gh Court.

Appeal al | owed.
39




