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ACT:

I ncome Tax Act (Xl of 1922), s. 10(7) and Schedule rr. 2(b)
and 3(b)-Direction for readjustnent by i ncone t ax
officer--1f officer has power.

HEADNOTE:

The appellant transferred a certain amount from its
Consol i dated Revenue Account to the Investnent Reserve Fund
whi ch it was entitled to do; By this transfer t he
appellant’s surplus on which tax has to be assessed was

reduced. The Inconme-tax O ficer directed the appellant to
reduce the transfer by a certain.  anount. The “appel | ant
chal |l enged this direction

Held : (per Sarkar and Shah, JJ.) The assessnent ~of the

profits of an insurance business is by s. 10(7) of the Act
conpl etely governed by the rules in the Schedule to the ~ Act
and there is no general power in the Income-tax O ficer to
correct any error apart fromthese rules. O these rules,
rr. 2(b) and 3(b) were relevant to the present case.
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Under r. 2(b) of the Schedul e the Inconme-tax O ficer had no
power to change the figures in the account of the assessee
while r. 3(b) only conpelled the Incone-tax Oficer to allow
certain deductions and to include certain anbunts in naking
t he assessnent. None of these rules war r ant-ed t he
adjustrment of accounts made by the Incone-tax Oficer
Neither was it justified by the proviso to r. 3(b).

(Per Hidayatullah J.)., (i) The Incone-tax Act contenplates
that the assessment of insurance conpani es should be carried
out not according to the ordinary principles applicable to
busi ness concerns as laid down in s. 10 of the |I|ncone-tax
Act .

(ii) If the Income-tax Oficer doubts the accounts his
powers are defined by the proviso to r. 3(h). The proviso
requires himto consult the Controller of Insurance. The
provi so negatives the existence of a separate general power.
Action has to be taken in the manner laid down in the
proviso or not at all

(iii) In the present case the Incone-tax Officer did not
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follow the proviso at all and therefore the inpugned
adj ustment was i nproperly nade.

JUDGVENT:

ClVIL APPELLATE JURI SDICTION : Civil Appeals No. 678-680 of
1962.

Appeal fromthe judgnent dated March 2, 1960 of the Punjab
H gh Court (Circuit Bench) at Delhi in Incone-tax Reference
No. 6-D of 1957.

M C. Setalvad. Bishan Narain, R J. Kolah and K. L. Hathi,
for the appellant.

CGopal Singh and R N. Sachthey, for the respondents.

December 9, 1963. The Judgnment of A K Sarkar, and J.C.
Shah, JJ. was delivered by Sar kar, J. M Hidayatullah, J.
del i vered a separate opinion

SARKAR, " J.-We think that these appeals should be all owed.
The appeals relate to the assessment to inconetax of the
incone ~of “the 1ife insurance business of the Bhar at
I nsurance  Co.~ Ltd. now nerged in the Life I nsur ance
Corporation Ltd. The assessment years concerned are 1952-
53, 1953-54 and 1954-55. ~The Incone-tax Act, 1922 makes
speci al provision for assessnment of the income of insurance

busi ness. The Income-tax O ficer in making the assessnent
orders nade sone adjustnents in the accounts which

1/ SCl / 64-56
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the appellant contends, he has no power to do wunder these
provi sions. The question in these appeals is whether he had
the power to nake these adjustnents.
Sub-section (7) of s. 10 of the Act  nakes the specia
provision for the assessnent of the income of insurance
busi ness and that is in these termns:
"Notwi t hst andi ng_anything to the contrary
contained in Section8, 9, 10, 12 or 18, the
profits and gai ns of any business of insurance
and the tax payabl e thereon shall be  conputed
in accordance with the rules contained in the
Schedule to this Act."
Rule 2 in the Schedule | ays down in clauses (a) and (b) two
di fferent nmethods for calculating the profits and gains of a
life insurance business and provides that whichever of these
two nethods results in larger profits being arrived at, has
to be adopted. The relevant portion of r. 2 is in these
terms:

Rule 2. "The profits and gains of life
i nsurance business shall be taken to be
ei t her-

(a) the gross external incom ngs of t he

preceding year from that business  |ess the
managenment expenses of that year, or

(b) t he annual average of the surpl us
arrived at by adjusting the surplus or deficit
di scl osed by the actuarial valuation nade in
accordance with the Insurance Act, 1938 (IV of
1938) in respect of the last inter-valuation
peri od ending before the year for which the
assessment is to be made.................. SO
as to exclude fromit any surplus or deficit
i ncl uded therein which was nmade in any earlier
inter-valuation period and any expenditure
other than expenditure which nay under the
provisions of s. 10 of this Act be allowed for
in computing the profits and gains of a
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whi chever is the greater:"
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Then follows a proviso which sets out a certain linmt for

management expenses to be allowed but that is not nateria

for this judgment. It is not in dispute that the nmethod

laid down in cl. (b) would in the present cases produce the

larger income and had, therefore, to be followed. The

rel evant part of r. 3 of the Schedul e on which the argunments

in these cases turn may now be set out.
Rule 3. "In conputing the surplus for the pur-
pose of rule 2, -

(a) o

(b)any anount either witten off or reserved
in the _accounts or through the actuaria
val uation balance sheet to nmeet depreciation
of or loss on the realisation of securities or
other assets shall ‘be allowed as a deduction
and any suns taken credit for in the accounts
or actuarial ~ valuation balance sheet on
account of ~appreciation of or gains on the
real i sati on of the securities or other assets
shal | be included in the surplus:
Provided that if upon investigation it appears
to the I'ncone-tax O ficer after consultation
with the Controller of Insurance that having
due regard to the necessity for maki ng
reasonabl e provi si-on for bonuses to
partici pating pol i-cy- hol ders and f or
contingencies, the rate of interest or other
factor enployed in determning the ‘liability
in respect of outstanding pol i.ci es is
materially inconsistent-withthe valuation of
the securities and other assets so as artifi-
cially to reduce the surplus, such adjustnment

shal | be made to the al | owance for
depreciation of, or to the anount to be
i ncl uded in the surplus in respect of
appreciation of, such securities  and  other
assets, as shall increase the

884

surplus for the purposes of these rules to a

figure which is fair and just;"
No other rule in the Schedule was referred to at the bar
What had happened was this. The assessee had debited a sum
of Rs. 18,75,000 to its Consolidated Revenue Account and
credited it to the Investment Reserve Fund.  There is no
dispute that the assessee had to naintain the |[|nvestnent
Reserve Fund. The transfer had been nade because the
assessee thought that the securities in respect of which the
I nvest nent Reserve Fund had been constituted havi ng
depreciated the fund had becone inadequate. By = this
transfer the assessee’s surplus, on which the tax had to be
assessed wunder r. 2, was reduced. The Inconme-tax Officer
t hought that this transfer nmde the balance in t he
I nvest ment Reserve Fund exceed the deficit disclosed on the
book values of the securities in that fund by Rs. 30, 420.
He also checked up the market value of the securities and
cane to the conclusion that they had been undervalued in the
books by the assessee. In his view, the Investnent Reserve
Fund was for the aforesaid reasons actually in excess by Rs.
1,89,185 of the anount which it should have had to its
credit. He, therefore, directed that the transfer from the
Revenue Account to the Investnent Reserve Fund be reduced by
Rs. 1,75, 000. The assessee appealed to the Appellate
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Assi stant Comm ssioner and lie directed that the transfer to
the Investnent Reserve Fund be reduced by Rs. 1,45,000
instead of Rs. 1,75,000. On a further appeal by the
assessee to the Income-tax Appellate Tribunal, it was held
that the adjustment could only be nade under the proviso to
r. 3(b) of the Schedule and that that rule required a prior
consultation with the Controller of Insurance, and as that
had not been nade, the adjustment was wholly illegal. The
Tribunal, therefore, ordered that the transfer of Rs.
18, 75,000 mmde by the assessee as aforesaid had to be
accepted as a whol e.
The Conmi ssioner then applied to the Tribunal under s. 66(1)
to state a case but that having been
885
rejected he noved the H gh Court of Punjab for an order on
the Tribunal to state a case tinder s. 66(2) of the Act.
The Hi gh Court made an order on-the Tribunal and the latter
thereupon stated a case setting out the facts earlier
nmentioned and referring the following question to the High
Court for its decision:
“Whet her upon the facts found by the Tribunal
the Incone-tax Oficer had in this case
jurisdiction to proceed to nmake adjustment in
terms of r. 3(b) of the Schedule to the Indian
I ncone-tax Act."
The High Court took the viewthat the matter did not cone
within r. 3(b) of the Schedule and, therefore, no question
of consultation with the Controller of Insurance arose. In
the H gh Court’s opinion the Income-tax O ficer had not been
deprived of the authority of correcting errors of the Kkind
that had been detected in these cases and the proviso was
not intended to cover those cases where, as in the present,
the assessee in order to evade inconetax, ~ undervalued his
securities. The Hi gh Court, therefore, answered t he
guestion in the affirmative. The ~present appeals are
agai nst this judgnent of the High Court.
It seens to us that the decision of the Hgh Court is
clearly erroneous. Under r. 2 of the Schedule the I|ncomne-
tax O ficer has to conmpute the profits and gains of a life
i nsurance conpany at the greater of the two nethods of
assessnments nentioned in cls. (a) and (b). There may be no
restriction wupon his jurisdictionin the —conputation of
profits and gains wunder cl. (a) but wunder «cl. (b) the
conputation can be nade within a linited field. He has to
accept the annual average of the surplus disclosed by the
actuarial valuation made in accordance wth the Life
I nsurance Act in respect of the last intervaluation period,
so as to exclude therefromany surplus or deficit included
therein which was nade in the wearlier inter-valuation
period, and expenditure not allowable wunder s.. 10 in
conputing the profits. This is made explicit by r.-3  which
makes it obligatory
886
upon the Inconme-tax O ficer to make the conmputation of the
surplus for the purpose of r. 2 according to the schene
provided in cls. (a), (b) and (c) of r. 3. Under r. 2(b) of
the Schedul e the Incone-tax Officer has, therefore, no power
to change the figures in the account of the assessee. He
has to take the surplus as disclosed by the actuarial
val uation nade by the assessee under the Insurance Act and
then to arrive at the average nentioned in the rule. lie has
the power to exclude any surplus or deficit included in the
actuarial valuation in respect of an earlier inter-valuation
period and any expenditure other than an expenditure which
may under s. 10 of the Act be allowed. Wat the |ncone-tax
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Oficer in the present case did does not cone wthin r.
2(b). This is not disputed.

It is furthernmore not in dispute that apart from the
provisions in r. 3 of which only cl. (b) is relevant for our
purpose, there is no other provision in the Schedul e which
aut horises an Income-Tax Oficer to make adjustnents in the
actuarial valuation nmade by the assessee. Wen we cone to
r. 3(b) we find that the first part of it lays down that it
shall be obligatory on the Inconme-tax Oficer to allow
certain ambunts witten off or reserved by the assessee as a
deduction and to include in the surplus any sums for which
credit has been taken on account of appreciation or gains on
the realisation of the securities or other assets. Thi s
part of the rule only conpels the Incone-tax Oficer to
allow certain amunts as deductions and to include certain
amounts for which credit had been taken in the accounts of
the assessee. It, therefore, does not warrant what the
i ncome-tax O ficer did, namely, to adjust the accounts on
the basis of a revaluation nmade by him

Then we cone to the proviso in r. 3(b). It says that if it
appears to the Incone-tax O ficer having regard to certain
matters to which it is not necessary to refer here in
detail, that the rate of interest or other factor enployed
in determining the liability in respect of outstanding
policies is materially inconsistent with the valuation of
the securities and other assets so
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as artificially to reduce the surplus, then he would have
the power to nmake certain adjustments after consultation
with the Controller of Insurance. Quite clearly the
adjustrment nade in the present case by the Incone-tax
Oficer was not of the variety nentioned in the proviso. He
does not say that he nmade the adjustment because he found
that any rate of interest was  inconsistent wth t he

valuation of securities or other assets. The adj ust nent
made by him had nothing to do with any rate of interest. It
was nmade only because he thought that the securities had
been underval ued. This he had no power to do under the

proviso. This again is not in dispute.

The result, therefore, is that we find nothing in the rules
justifying the adjustnment nade by the Inconme-tax Officer _in
the present cases. W have set out the relevant provisions
and we think that they do not contenplate any  other

adjustrment of the figures in the accounts of the .insurance
conpani es apart fromwhat they expressly provide for: We
have shown that the present adjustnent does not fall~ within
those so expressly provided for.

The only other questionis, Is there a general right to
correct the errors in the accounts of an insurance conpany
when assessing the inconme-tax? The High Court thought there
was. W are wholly unable to agree with this view The
assessment of the profits of an insurance business is
conpletely governed by the rules in the Schedul e and there
is no power to do anything not contained in it. The reason
may be that the accounts of an insurance business are fully
controlled by the. Controller of |Insurance under the
provisions of the Insurance Act. They are checked by him

He has power to see that various provisions of the Insurance
Act are conplied with by an insurer so that the persons who
have i nsured with it are not rmade to suffer by
m smanagenent. A tanpering with the accounts of an insurer

by an I ncone-Tax Officer may seriously affect the working of
the insurance conpanies. But apart fromthis considera-
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tion, we feel no doubt that the | anguage of s. 10(7) and the
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Schedule to the Inconme-tax Act makes it perfectly certain
that the Income-tax Oficer could not make the adjustnent
that he did in these cases.

It may be pointed out that the question referred was
confined to the powers of the Incone-tax Officer under r.
3(b) of the Schedule. Indeed |earned counsel for the
assessee did not contend to the contrary. The H gh Court,
as nmay have been noticed, held that the proviso to r. 3(b)
was not intended to cover cases like the present. It would
appear, therefore, that the Hi gh Court thought that the
Income-tax O ficer had no power under the rule to make the
adjustrment. It however none the | ess answered the question
in the affirmative. COCbviously what was neant was that the
I ncome-tax O fice.- had the power quite apart fromthe rule,
to nake all adjustnentsto prevent evasion of tax. The High
Court in fact expressly said that the rule did not deprive
the Inconme-tax O ficer of the power to do this. It is clear
that. the H gh Court had travel l ed beyond the question. No
obj ection having been taken at the bar to this procedure, we
have dealt with the matter fromthis point of view also.
The question framed has to be answered in the negative.

We would for this reason allow the appeals with costs.

H DAYATULLAH J.- | ~agree but would like to add t he
fol | owi ng.

These are three appeal's by certificate granted by the High
Court of Punjab under s. 66(A) of the Incone-tax Act against
its judgnent dated March 2, 1960. The appellant is the Life
I nsurance Corporation (Unit: Bharat | nsurance Conpany Ltd.-
original appellant). The appeals relate to assessnent years
1952-53, 1953-54, and 1954-55, and the correspondi ng years
of account were the cal endar years 1951, 1952 and 1953. The
assessment was nmade on the original appellant Bhar at
Insurance Co., Ltd. by the Incone-tax Oficer, Conpanies
Crcle, New Del hi under the rules framed for assess-
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ment of insurance conpanies pursuant to s. 10 sub-s. (7) of
the Income-tax Act, on the basis of the annual average of
the surplus of the insurance conpany as found by ‘actuaria
valuation in the last intervaluation period of four vyears
ending on Decenber 31, 1951 and accepted by the Controller
of Insurance under the Insurance Act, 1938. In this
qguadrennium the Bharat |nsurance Co., Ltd. had debited a
sum of Rs. 18,75,000 in the consolidated revenue _account
from January 1, 1948 to Decenber 31, 1951 and had
transferred the same to the investment reserve fund to  neet
an alleged depreciation in the value of securities.The
Income-tax O ficer conmpared the book value and the market
val ue of the stocks and shares and found that that insurance
conpany had under-valued certain shares and securities by
Rs. 1,58,756 in the aggregate, and increased the investnent
reserve fund by a sumof Rs. 30,420 which was not <required.
The Income-tax O ficer disallowed Rs. 1,75,000 from the
total amount of Rs. 1,89,186 and added it to the surplus for
cal cul ating tax. He held at the sane tine that in -his
opi nion the balance left over "provided adequate cover - as
contenpl ated by rule 3(b) of the rules under s. 10(7) of the
I nsur ance Act . " On appeal, the Appel | ate Assi st ant
Conmi ssioner reduced the figure of Rs. 1,89,186 to Rs.
1,61, 770. He also reduced the amount of Rs. 1,75,000 to Rs.
1, 45, 000. Wth this nodification (anbng some others) he
di smssed the appeal. Against the order of the Appellate
Assi stant Comm ssioner appeals were filed respectively by
the Incone-Tax O ficer, Conpanies Circle (1), New Delhi-1
and the Bharat Insurance Co., Ltd. There were thus six
appeals in respect of the three assessment years. The
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Tribunal held by its order dated October 23, 1956 as
fol |l ows:
"The Incone-tax Officer objects to the relief
given by the Appellate Assistant Commi ssioner
whil e the assessee objects to the adjustments
which were made by the Inconme-tax Oficer in
t ot 0. The proviso to Rule 3(b) of the
Schedul e appended to Section 10(7)
clearly lays down that
890
the Income-tax Oficer has to consult the
Controller of Insurance before he becones
conpetent to nmke any adjustnents to the
actuarial surplus disclosed by the valuation
In this~ case no consultation with t he
Controller of Insurance appears to have been
made.” The adjustments nade by the Incone-tax
Oficer ~on this account are, therefore, set
asi de: The assessments will be modi fi ed
accordi ngly.
The Commissioner of Inconme-tax Delhi and Rajasthan then
noved the Tribunal for a reference to the H gh Court
suggesting for decision the question:
"Whet her the proviso to Rule 3(b), Schedule to
I ndi an | ncone-tax Act, 1922 was applicable and
whet her’ the Incone-tax Oficer was bound to
consult the Controllerof Insurance in this
case where no question arose about the rate of
interest. or other factor enployed in deter-
mning the liability in respect of outstanding
policies 2"
The Tribunal drew up a consolidated statement of ‘the case
for the three assessnent years and referred the follow ng
question for the decision of the H-gh Court:
" \Whet her upon the facts found by the Tribuna
the Income-tax Oficer had in this case
jurisdiction to proceed to nake adjustnments in
terns of Rule 3(b) of the Schedule to the
I ndi an | ncone- Tax Act?"
In the H gh Court, the Conm ssioner made an application
under s. 66(2) of the Incone-tax Act for an order ~ directing
the Tribunal to refer the forner question; but t hat
application was di sposed of alongwith the reference and the
High Court by its order under appeal answered the |atter
guestion agai nst the assessee and disnissed the ~application
under s. 66(2) of the Incone-tax Act. Khosla, C.J. and
Grover,’” J. who disposed of the above reference, observed
that the question which they were answering conprehended t he
ot her question. The H gh Court in disposing
891
of The reference held that the Income-tax O ficer - -had the
jurisdiction "to deal with the natter in the manner enpl oyed
by him and "was not obliged to consult the Controller of
I nsur ance before he corrected the valuation of the
securities". It nmay be nentioned that while the reference
was pending in the H gh Court a Government Adm nistrator
took over the insurance company. Subsequently, the Life In-
surance Corporation, by virtue of a notification of the
CGovernment of India wunder s. 45 of the Life Insurance
Corporation Act, 1956, took over fromJuly 6, 1960 the
assets and liabilities of the insurance conpany in respect
of the controlled business as defined ins. 2(3) of the
Corporation Act. The Corporation, in the circunstances, was
substituted as the appellant in place of the insurance
conpany under s. 9 of the Life Insurance Corporation Act.
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In this appeal, it is contended that the H gh Court was in
error in the conclusion it reached and the answer to the
guestion should have been in favour of the Life Insurance
Cor porati on and agai nst the Departmnent.

Before dealing with this case, a reference in brief to the
schene of the Insurance Act and to the rules franed under s.
10(7) of the. Incone-tax Act for assessnent of insurance
conpanies is necessary. By s. Il of the Insurance Act,
every insurer in India and every foreign insurer in respect
of the insurance business transacted by him in India is
required to prepare at the expiration of each cal endar vyear
with reference to that year (a) a balance sheet, (b) a
profit and | oss account and (c) a revenue account. Speci a
forns are prescribed and the schedules to the Act provide by
Regul ati ons what should be shown in these accounts. The
bal ance sheet, profit and loss account, revenue account
i ncluding accounts which the other provisions require the
insurer to prepare, nust then be audited by an auditor. By
S. 13 of the Insurance Act, every insurer, carrying on
life insurance business, is required, at intervals of not
| ess than 3 years, to cause an actuarial investi-
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gation to be made into the financial condition of life
i nsurance business carried on by him including a valuation
of its liabilities in respect of that business. " An

abstract of the report of the actuary nust then be prepared
according to prescribed regul ations. ~These accounts and the
abstract, together 'with other statenments ‘etc. nust be
submitted to the Controller of I'nsurance. The Controller
may ask for further information and, if he so desires, take
evidence and order a re-valuation causing at the sane tine
an investigation to be nade. The |Insurance Act  further

requires that every insurer nmust invest and at all tines
keep invested, assets equivalent to the Iliabilities on
matured clains or on the policies in the life business

maturing for paynent. Sections 27 and 27A indicate the
kinds of investments in which the insurer nust invest or
keep invested the assets and the controlled fund.
The bal ance sheet of l|ife insurance bhusiness nust always be
prepared as a separate docunent. The regulations enjoin
that a statement in Form AA show ng the market value and the
book value of the assets in India nust be appended to the
bal ance sheet. The accounts nmust be signed and certified
and in particular, a certificate nust be appended expl ai ni ng
how the values as shown in the balance sheet of the
i nvest ment of stocks and shares have been arrived at and how
the market value thereof has been ascertained for the
purpose of conparison with the values so shown. | There. has
further to be another certificate that the itens in respect
of reversions and life interests have been valued as on the
date of the bal ance sheet by an actuary and the assets shown
under the heading "investments" have not been valued at
amounts exceeding the realisable or market value. Thi s
precaution is necessary otherw se there may not be adequate
cover for the liabilities. For this purpose, Form AA which
has to be annexed to the balance sheet nmust show a
classified summary of the assets on the date of the bal ance
sheet and it nmust show in particular
893

(a) the wvalue for which credit is taken in

the balance sheet for each of the above-

mentioned cl asses of assets;

(b) the market value of such of the above-

nmentioned cl asses of assets as has been ascer-

tai ned from published quotations after deduc-
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tion of accrued interest included in narket
prices in those cases where accrued interest
is included el sewhere in the bal ancesheet;

(c) how the value of such of the above-
nmenti oned classes of assets as has not been
ascertained from published quotations has been

arrived at.
The revenue account has to be prepared in four forns of
which Form D shows the revenue account applicable to life

i nsurance business in respect of the year and the other
three docunents are statenents of life insurance policies
for the same year (FormDD), the additions to and deducti ons
from policies (Form DDD) and particulars of pol i ci es
forfeited or lapsed in the year (Form DDDD) The Regul ations
for the preparation of the abstract of the report of the
actuary are to be foundinthe fourth schedule to the
I nsurance Act. This scheduleis in tw parts. The second
part |ays down inter alia that every abstract shall show the
average rates of interest yielded by the assets, whether
i nvest ed ‘'or-uni nvested, constituting the life insurance fund
for each of the years covered by the valuation period and
Regul ation 3 of Part 1 lays down how the average rate of
interest yielded in any year by the assets constituting the

life i nsurance fund rnust be cal culated. This is a
conplicated calculation which it is unnecessary to describe
her e. The abstract's nmust explain the specific manner in

which the said average rate of interest has been cal cul at ed.
The consolidated revenue account hasto be shown in Form G
and a final valuation balance sheet is required to be
prepared in Form1 which conpares the net Iliability under
business as shown in the sutmary and valuation of the
policies on the one hand with
894
the balance of life insurance fund as shown in the | bal ance
sheet on the other and this discloses the surplus or the
deficiency as the case may be. As- investnents depreciate,
an investnment reserve fund is nmaintained to which/  anounts
are transferred to make up for the shortfall. The lInsurance
conpany is thus required to maintain an insurance fund
sufficient to cover its liabilities in investnents and
depreciation in the value of the investnments nust _be
specially provided for by making other investnents which are
kept in the investnent reserve fund. W are now in a
position to understand the provisions of the Incone-tax Act
whi ch include references to these docunents:
To begin with, it nust be renmenbered that i'nsurance
conpanies are assessed sonewhat differently from other
busi ness organisations. Normally sections 8, 9, 10 and 12
of the Incone-tax Act apply to the assessnent of business
organi sations but the rules for assessnent contained in
those sections do not apply to the assessnent of an
i nsurance company. Section 10 of the Income-tax Act | deals
with the head " profits and gains of business & c.". Sub-
section 7, however, says that notw thstanding anything to
the contrary contained in ss. 8 9, 10, 12 or 18, the
profits and gains of any business of insurance and the tax
payabl e thereon shall be computed in accordance with the
rules contained in a schedule to, the Act. These rules
provi de the nmode of conputing the profits and gains of life
i nsurance business. Under r. 2, the profits and gains of
l'ife insurance business are taken to be either-

"(a) the gross external incom ngs of the pre-

ceding year from that business |ess t he

managenment expenses of that year, or

(b) t he annual average of the sur pl us
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arrived at by adjusting the surplus or deficit
di scl osed by the actuarial valuation nade in
accordance with the I nsurance Act, 1938 (IV of
1938), in respect of the |ast

895
i nter-valuation period ending before the year
for which the assessnent is to be nmade so as
to exclude fromit any surplus or deficit
i ncl uded therein which was nmade in any earlier
inter-valuation period and any expenditure
other than expenditure which may under the
provisions of section 10 of this Act be
allowed for in conputing the profits and gains
of a business; whichever is greater:"
X X X X

In this case the second nethod was applicable. Rule 3 (,in

so far as it is relevant for our purpose) then provides as

fol | ows:
(a) x X X X X
(b) any ampunt either witten off or
reserved in~ the accounts or through the
actuarial ~valuation balance sheet to neet
depreciation of or loss on the realisation of
securi'ti es-or other assets shall be allowed as
a deduction, and any suns taken credit for in
the accounts or actuarial® valuation balance
sheet ' on account of appreciation of or gains
on the realisation of the securities or other
assets shall be included in the surplus:
Provided that if upon investigation.it appears
to the I'ncone-tax O ficer after -consultation
with the Controller of Insurance that  having
due regard to the necessity to maki ng
reasonabl e provi sion for bonuses to
participating policy-holders and for con-
tingencies, the rate of interest or other
factor enployed in/determning the Vliability
in respect of outstanding pol i'ci es is
materially inconsistent with the valuation of
t he securities and other assets SO as
artificially to reduce the surplus, such
adj ustment shall be made to the all owance  for
depreciation of,. or to the anmobunt to be

896
included in the surplus in respect of _appre-
ciation of, such securities and other  assets,

as shall increase the surplus for the purposes
of these rules to a figure which is fair. and
j ust;

X X X X X

Rul e 2 shows what shall be taken to be the profits-and gains
of the insurance conpany. Rule 3 shows what changes can be
made in the annual average of the surplus. The purport of
Rule 3, in the context of this case, may now be stated in

sinple |l anguage. It provides in its main part that anpunts
reserved in the accounts or through the actuarial valuation
bal ance-sheet to neet depreciation of securities shall be

al l owed as a deduction and ex converso any sums taken credit
for in the accounts or actuarial valuation bal ance-sheets on
account of appreciation of securities shall be included in
the surplus. In short, the amount by which the value of
securities depreciates is allowed as a deduction from the
surplus and the anobunt of appreciation of securities is
included in the surplus. There is no question here of
appreciation and the latter part of the main rule nay,
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therefore, be ignored. This case is concerned only with the
depreciation of the securities in the reserves as shown in
the accounts and through the actuarial valuation balance-
sheet s. If such depreciation in fact takes place, it is
open to the insurance conpany to claimthat it be all owed as
a deduction fromthe surplus and it nmust be allowed. But by
underval uing the stocks and shares, it is always possible
artificially to reduce the surplus by naking a part of it go
into the reserve to take the place of the anbunt by which
the stocks and shares are alleged to have, but have not in
fact, depreciated. The proviso which is annexed to the main
rule takes note of the existence of such a possibility and
provides that if the Incone-tax Oficer on investigation
finds (after consultation with the Controller of |nsurance
t hat the rate of interest or other factor enpl oyed
determining the liability in respect of outstanding policies
is materially inconsistent wth the valuation of t he
securities and other assets so as artificially
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to reduce the surplus, he may make such adjustnents to the
al | owance for depreciationas shall increase the surplus to
a figure which is fair and just. The proviso further says
that in doing so the necessity for naking reasonable
provision for bonuses to participating policy-holders and
for contingencies nmust be taken into consideration. Put in
sinmple |language, it means that the Incone-tax Officer can
after investigation and consultation with the Controller of
I nsurance, increase the surplus to afigure which is fair
and just. But this action is Opento him only if the
valuation of the securities and other assets has been
artificially mani pul ated to reduce the surplus by naking the
rate of interest or other factor enployed in deternining the
liability in respect of outstanding policies inconsistent
with the valuation of the securities. Further, the | Incone-
tax O ficer, before he makes any change, nust pay due
attention to the necessity for making reasonable provision
for bonuses to partici pating pol i cy-hol ders and
conti ngenci es.

The power which is conferred on the | nconme-Tax Oficer under
the proviso clearly has its limtations, and is hedged in by
condi tions-. In the present case, the Income-tax Oficer
admttedly did not consult the Controller of Insurance. ~ Nor
did he consider the necessity for naking reasonabl e
provision for bonuses to participating policy-holders and
for contingencies. Nor did he establish that the rate of
interest or other factor enployed in determning t he
l[iability in respect of outstanding policies was materially
inconsistent wth the valuation of the securities or other
assets. What he did was to' find out the market. value of
stocks and shares and to conpare that value wth the
val uation actually nade and on finding that they were under-
valued, to add a certain anpbunt to the surplus for tax
pur poses. The Appellate Assistant Comm ssioner differed
about the market value of the stocks and shares and reduced
the amount which was added but did no nore. The Tribunal
which reversed these orders, went nmerely by the failure of
the Income-tax O ficer to consult

1/ SCl / 64- 57
898
the Controller of Insurance. The two questions (that

proposed by the Commi ssioner and that actually referred)
bring into relief respectively the actions of the Incone-tax
Oficer and the order of the Tribunal. The question as
answered refers to the Incone-tax Officer’s decision while
the other was limted to the Tribunal's order. The
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Departnment did not seek to place its case under the proviso
ei ther before the H gh Court or before us, perhaps, because
the conditions in the proviso (whether they be directory or
mandat ory), bad not been followed at all. The Depart nent
clained that the matter fell to be governed by the main rule
wi thout the assistance of the proviso and this contention
appears to have been accepted by the Hi gh Court.

As has been shown above, Form Gis the consolidated revenue
account . The Bharat |Insurance Conpany had, during the
guadr enni um conmenci ng on January 1, 1948 and ending on
December 31, 1951, transferred to the investnent reserve
fund a sumof Rs. 18,75,000 and shown it in Form G The
bal ance of life fund thus stood at Rs. 5, 45,88,286-1-10 as
against the net liability of Rs. 5,19,42,924 and there was a

sur pl us. The valuation balance-sheet in Form 1 as on
December 31, 1951 thus was:
Rs. Rs.

Net liability Bal ance of Life

under busi ness Assurance Fund

as . shown in-the as shown in the

summary and Bal ance sheet 5, 45, 88, 286

val uati on 5,19,42,924

Sur pl us 26, 45, 362

5, 45, 88, 286 5, 45, 88, 286

The valuation abstract prepared under the fourth schedule
showed that the actuary had. assunmed the rate of-. interest

at 3 % per annum and he found that the average rate of
interest earned on the nean life fund in each year was as
fol | ows:

899

Year endi ng 31st Decenber, 1948 3.5 per cent.
" " " 1949 3.27 "
n n n 1950 3. 27 n
" " " 1951 3.26 "

The I ncome-tax O ficer did not concern hinmself with the rate
of interest enployed in determning the liability in respect
of outstanding policies. He considered the valuation of
stocks and shares held in the life fund with a view to
ascertai ni ng whether the sumof Rs. 18,75,000 transferred to

t he i nvest ment reserve fund to balance an al | eged
depreciation in the value of stocks and shares was justified
or not. He examined for this purpose the details of the

al l eged depreciation amounting to Rs. 22,64,733 which -had
been worked out by the assessee conpany and observed  that
after the transfer of Rs. 18,75,000 to the investnent
reserve fund the balance to the credit of the fund was Rs.
22,95,154 when it need not have been nore than Rs. 22,64, 733
and this showed an excess of Rs. 30,420. This  excess he
di sal l owed. He then found out the narket rate of stocks and
shares in the fund and cane to the conclusion that sonme of
these were under-valued by a sumof Rs. 1,58,756. He held
that an excess of Rs. 1,89,186 was transferred to the
i nvestment reserve fund fromthe surplus. According to him
the surplus of Rs. 26,45,362 shown in Form1l required to  be
adjusted and he added a lunp sumof Rs. 1,75,000 to the
sur pl us. In other words, the total depreciation clainmed
under Rule 3(b) as an allowance was not accepted. The sum
of Rs. 1,75,000 was reduced by the Appellate Assistant
Conmi ssioner to Rs. 1,45,000 and it was al together cancell ed
by the Inconme-tax Appellate Tribunal

The |earned Judges of the H gh Court in dealing with this
matter observed that the excess of Rs. 30,420 was not an
actual depreciation and no provision need have been made in
the reserve fund for this sum They also held that the
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Income-tax O ficer had rightly held that some of the stocks
and shares had been deliberately under-val ued. They

accepted the proposition that the making of an adjustnent in
t he
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surplus on a finding that the rate of interest or other
factor enployed in determning the liability in respect of
out st andi ng policies and other assets was materially
i nconsistent with the valuation of the securities and other
assets, and the maki ng of adequate provision for bonuses to
participating policy-holders and contingencies was a natter
for a specialist and that the Incone-tax Oficer, if he made
an adjustnent, should procure the advice of the Controller
of Insurance before nmaking any change on the basis of his
own know edge. But they held that the proper valuation of
the securities didnot require a specialist and that any
person coul d get nmarket quotations and find out, the value
of the securities. According to the |earned Judges,
al t hough 'the proviso enjoined upon the Incone-tax O ficer
the duty to consult the Controller of Insurance and also to
nmake adj ustnments in a particular way, the main rule allowed
the Income-tax Oficer to fix the anbunts of permssible
deductions on the basis of a correct valuation of the
securities and the I'ncome-tax O ficer’'s jurisdiction in this
respect was not in any way controlled. ,According to them
the fixing of the correct value of the assets was not the
sort of adjustnment which was contenplated by the proviso
therefore, neither was prior consultation necessary nor were
the conditions precedent as laid down in ‘the proviso
appl i cabl e. They referred to the decisionof the Bonbay
H gh Court in Western India Life Insurance Co. Ltd. In re
(1) and observed that such action was hel'd pernissible
under rule 30 of the superseded rul es which they held was in
pari materia with the main rule 3(b), and to the decision in

Comm ssioner of [Incone-Tax, Bombay, Sind and Rajasthan v.

Indian Life Assitrance Co. Ltd, (2) in which the dictum of
the Hi gh Court was applied by the Sind Chief Court. They
concl uded:
"It is therefore, clear that the proviso does
not apply to. a case where the Income-tax
Oficer has to see whether the securities have
been correctly
(1) [1938] VI I. T. R 44,
(2) [1946] XIVI. T. R 347.
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valued or not. He nust satisfy hi nsel f
without any reference to the Controller of
I nsurance that the securities which are being
transferred to the reserve fund are no /nore
than necessary to neet depreciation ~or/ |oss
that has actually been suffered, ~-and to
determine this he nust have the correct
val uation of the securities."
In the result, they held that the Incone-tax Oficer —had
“full jurisdiction" to deal with the matter in the nanner
enpl oyed by him
M. Setalvad on behalf of the Life |Insurance Corporation
pointed out that the actuarial valuation balance-sheet in
Form 1 had determ ned the surplus by deducting fromthe Life
Insurance fund as on the valuation date the net liability
under the life insurance business. He pointed out that in
working out this liability the actuary had assuned the rate
of interest at 3 % per annumand to arrive at this figure he
had taken into consideration the average interest yield for
the four years covered by the valuation. The interest yield
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thus was obtained by properly follow ng the procedure laid
down by Regulation 3 of Part 1 of the fourth schedule to the
I nsurance Act. He contended that if the interest yield were
found to be |lower by reason of the reduction of the anount
of depreciation, the liability for the policies, as cal cul a-
ted in the accounts, would be disturbed and the liability
woul d i ncrease. He pointed out that Rule 30 of the previous
rules was anmended by the addition of a proviso in the new
Rule 3(b) to make it incunmbent that an adjustnment in respect
of depreciation of securities in the actuarial bal ance sheet
shoul d only be made after complying with certain conditions.
'-He contended that action could only be taken wunder the
proviso and in accordance wth its strict terns. He
submitted that by nerely reducing the anounts transferred to
the investment reserve fund the Incone-tax O ficer could not
i ncrease the surplus, for in doing so, he reduced the cover
and thus seriously disturbed the provision for Iliability
under the policies and the provision for bonuses to
partici pating policy-hol ders
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and contingencies, and that such action of the Incone-Tax

Oficer was wi thout jurisdiction.

On behal f of the Departnent, M. Gopal Singh contended that
there was a general power in the Incone-tax O ficer derived
from the main rule 3(b) and independent of the proviso to
nmake such an adjustnment. M. Gopal Singh did not rely upon
the proviso and contended that the |Incone-tax Officer could
find out fromthe market quotations the value of stocks and
shares and if he ‘found a disparity, he could make
adjustments by refusing to allow the deduction which was
claimed under rule 3(b). According to him it was not
necessary to go to the proviso at all and in any event,
consultation with the Controller —of |nsurance was not
absolutely necessary and what he did was wthin hi s
jurisdiction. He subnmitted that the Incone-tax O ficer had
jurisdiction to decide what was just and proper and had done
so under his general power flowing fromthe main rule 3(b)
wi thout the aid of the proviso.

It is clear that the Incone-tax Act contenplates that the
assessment of insurance comnpani es should be carried out not
according to the ordinary principles applicable to business
concerns as laid dowmn in s. 10, but in quite a different
manner. | nsurance conpani es do not conpute their profits in
the ordinary way because prem uns cover risks which run into
future years and |loss includes |osses fromprevious years.
The net hod prescribed ensures that by taking the average of
several years a fair and reasonable conclusion is reached.
Actuarial estimation plays an inmportant part - and surplus
only results when there is an excess of the fund over’ the
liability after all other charges are nmet. The rules /which
have been quoted lay down two different nethods of
ascertaining profits. Rule 2(a) merely conpares the | gross
external incom ngs of the preceding year with the managenent
expenses. Rule 2(b) contenpl ates the annual average of the
surplus or deficit disclosed by actuarial valuation

In the present case the first linb of rule 2 did not apply.
So the annual average of the surplus
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found by the actuary had to be taken and fromit the surplus
of the last inter-valuation period had to be deducted as
al so expenditure allowable under s. 10 of the Incone-tax
Act. This is the basic calculation and they were foll owed.
Certain special linmtations indicated in the proviso to rule
2 and rule 3(a) are not relevant for the present case.
Under the main part of rule 3(b) certain special deductions
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and additions nust be nade to the annual average of the
surplus determ ned under the second rule. Since the life
fund is held in securities and the price of stocks and
shares fluctuates, provision has been made in rule 3(b) to
make adj ust nments. Rule 3(b) inits main part speaks of
adjustrments on the basis of the accounts and anounts as
entered in the accounts deternm ne what nust be added to or
deducted from the surplus. The Inconme-tax Oficer nust
deduct fromthe annual average of the surplus for purposes
of rule 2 any anpunt entered in the accounts to cover
depreci ation of the securities and assets and add any anount
taken credit for on account of appreciation. The Income-tax
Oficer here follows the accounts and gives effect to the
entries such as they are. The provision is nandatory and
the Income-tax O ficer has no discretion

If the Income-tax Oficer doubts the accounts, his powers
are defined by the proviso. Rule 3(b) which allows the
I ncome-t ax Oficer to deduct fromor add to the surplus
anmount s shown in~ the accounts for depreci ati on and
appreciation of securities as the case nay be, does not
confer on _hima power to disturb the annual average of the
surplus at his sweet will. No doubt, the perception of a
-di screpancy between what is entered in the accounts and

what is fact, is not sonething which is or can be nmade the
subj ect of rules. /Rules can only provide how the | ncone-tax
Oficer nmust proceed in the matter if he finds an
i naccuracy. The entire subject of such disparity between
fact and actual entries is conprehended in the proviso. |
the Income-tax Oficer accepts the accounts he must reduce
or increase the
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surplus by the anounts actually shown for depreciation or
appreciation in the accounts. Hi s powers under the nain
rule end there. If he discovers a discrepancy (not de
mnims) he nust proceed under-the proviso. The proviso
requires himto consult the Controller of Insurance and to
bear in mnd that reasonable provision has to be made for
bonuses to partici pating poli cy-hol ders and for
contingencies, and he can act only where the rate of
interest or other factor enployed in determning the
l[iability wunder the policies materially inconsistent wth
the valuation of securities and this results in the
artificial reduction of the surplus. It is clear that the
provi so negatives the existence of a separate general power.
Action has to be taken in the manner laid down in the
proviso or not at all

In the present case, the Income-tax O ficer did not follow
the proviso at all. The Departnent did not rely wupon. the
proviso in the H gh Court and even before us did not seek to
justify the action of the Income-tax Officer with reference
to the proviso. No doubt, an attenpt was nade before us to
l[imt the generality of the question debated in the High
Court to the specific point decided by the Tribunal and
outlined in the question suggested by the assessee. But the
gist of the matter is the sane whi chever way one |ooks at
it. The adjustnent of the surplus in the matter of
appreci ation and depreciation of securities not on the basis
of the accounts but on the basis of the Income-tax Oficer’s
di scretion can only be done in the nmanner laid down in the

pr ovi so. Such power is not available under the main rule
which nerely allows book entries to be worked into the
sur pl us.

I find it inpossible to endorse the view of the Hi gh Court
that the Inconme-tax Oficer had any general power to make
adjustments i ndependently of the proviso. |If he detected
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any discrepancy he had to proceed under the proviso. To
hold otherw se woul d make the proviso entirely redundant,
and it is quite clear that such could not be the intention
905

Cases under the forner rule 30 cannot be used a precedents
because the present rule 3(b) has bee materially altered by
the addition of the proviso Fornmerly the rule tried to serve
both the objects busing the word "may" but the word "may"
whi ch gave a discretion to the Income-tax Oficer could |ead
to arbitrary actions and the rule is nowin tw parts, the
main rule | eaving no discretion and the proviso conferring a
power subject to certain conditions.

In the result, | disagree with the Hi gh Court in the answer
which it gave to the question. The proper answer was in the
negati ve. | agree, therefore that the appeals be allowed

with costs on the respondent here and in the H gh Court.
Appeal s al | owed.




