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Cvil Appeal Nos. 1360-61 of 1981 are directed against
j udgrment dated October 21, 1981 passed by the Division Bench
of Madras High Court in Tax Case Nos. 743-744 of 1977
arising out of Reference Nos. 495-496 of 1977. Civil Appea
No. 1705 of 1980 is directed agai nst judgnent dated Novemnber
12, 1986 passed by the Division Bench of Madras H gh Court
in Tax Case Petition No. 367 of 1986. It may be stated here
that the Tax Case Petition No. 367 of 1986 was di sposed of
by the High Court following its judgnent passed by the
Madras Hi gh Court in the said Tax Case Nos. 743-744 of 1977.
It will, therefore, be appropriate to refer to the rel evant
facts relating to Tax Case Nos. 743-744 of 1977 which were
di sposed of by the Madras Hi gh court on Cctober 21, 1981

Tax Case Nos. 743-744 of 1977 arose out ~ of the
ref erence nade wunder Section 286 (1) of the lnconme Tax Act,
1961. The reference before the High Court raised a short
guestion about the conputation of capital under Rule 3 of
the Schedule Il of the Conpanies (Profits) Surtax Act, 1964.
The origin of the Conpanies (Profits) Surtax Act, 1964 may
be traced back to the Surtax Act, 1940, which was enacted
for the purpose of noping up unreasonable and extra profits
earned in the business during the second world war. Later
on, Super Profits Tax Act, 1963, and the Conpani es (Profits)
Surtax Act, 1964, were enacted for simlar purpose. The
rational e behind these Acts is that any profit over and
above the reasonable profit expected in the comrercial and
productive activities would be taxed at a special rate.

It will be appropriate to note the relevant facts for
the purpose of appreciating the rival contention made before
the Madras High Court and also at the hearing of the
appeals. In the assessnent year 1971-72, <corresponding to
previ ous year beginning from August 1, 1996 and endi ng on
July 31, 1970, the appell ant-Conpany, Ms. Sundaram C ayton




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

Page 2 of 7

Ltd., issued 20400 bonus shares of the face value of Rs.
100/ - each. This bonus i ssue was brought about by
capitalizing part of the Conpany a general reserves.
Accordingly, a sumof Rs. 20,40,000/- was converted into
bonus shares. The assessee-Conpany clained that the said
amount of Rs. 20,40, 000/- which represented the bonus issue
as on February 23, 1970 becane the basis for increase n the
capital determned at Rs. 1,43,462/- as on the first day of
the previous year i.e. August 1, 1969. It was clainmed by the
Conpany that the bonus shares were in addition to the paid
up capital of the Conpany. Since any "increase" in the paid
up capital of the Conpany was to be properly reckoned for
the purpose of conputation of capital under Rule 3 of
Schedule Il of the Conpanies (Profits) Surtax Act, 1964
(hereinafter referred to as Surtax Act, 1964), it was
clainmed that the proportionate anount, worked out to Rs.
8,84,237/-, must be added to the capital as on August 1,
1969 for the purpose of capital conputation

The I'ncome Tax O ficer rejected the said contention of
the assessee- Conmpany, out the Incone Tax Appellate Tribuna
accepted the -assessee a case. A reference was nade by the
taxi ng departnent under Section 256(1) of the Incone Tax
Act, 1961 before the Madras H gh Court for answering, inter
alia, the foll ow ng question :-

"Whet her on the facts and in the

ci rcunst ances of the case and

having regard to Rule 3 of Schedul e

1 of the Campani es (Profits)

Surtax Act, 1964 the share capita

of the Conpany shoul d be i ncreased

proportionately on account of the

i ssue of bonus shares for the

purpose of conputation of capita

under t he Conpani es (Profits)

Surtax Act, 1964?"

The Madras High Court held that when bonus shares were
i ssued, the paid up capital of the Conpany increased, but so
far as the colum of liabilities in the bal ance sheet of the
Conpany was concerned, a sum equivalent to the value of the
bonus shares was curved out fromthe ampunt of reserves and
placed in the colum of paid up capital of the Conpany on
the side of liabilities in the bal ance sheet. The H gh Court
held that the process of conversion of reserves into bonus
shares did neither reduce the overall capital of the Conpany
nor increase it. The overall capital of the Conpany remai ned
the sane as in the beginning of the financial year. It was
held by the H gh Court that what Rule 3 of Schedule Il of
the Surtax Act, 1964 contenplated was that the capital, a on
the first day of the previous year, get increased by way of
an addition to any part of the capital so conputed, whether
the increase be t the paid up capital or to the reserves or
to any other items figuring on the liabilities side of the
bal ance sheet. In order to attract Rule 3 of Schedule Il of
the Surtax Act, 1964.

The High Court indicated that the nere act  of
capitalizing a part of the reserve and issuing bonus shares
did not mean that there was any influx of additional capita
into the Conpany over the above what figured as the opening
capital in the liabilities side of the balance sheet,
consisting of the paid up capital and the reserves, anong
other things. The High Court, therefore, held that on a
conmonsense understanding of the said rule and on a proper
reading of the various entries in the Conpany' s bal ance
sheet, the contention but forward by the assessee nust be
rejected as untenable. The High Court placed reliance on a
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deci sion of the Bonbay Hi gh Court in Comm ssioner of Incone
Tax Vs. Century Spinning and manufacturing Conpany Ltd. (101
ITR 6). The High Court also noted the decision of the Del hi
H gh Court in Commissioner of Surtax Vs. Food Specialities
Ltd. (129 |1TR 731) which held that sinilar view The Delh

High Court in the said decision also referred to the
deci sion of the Bonmbay High Court in Century Spinning MII's
case (supra).

On behal f of the assessee, however, reliance was placed
on a decision of the H machal Pradesh H gh Court in
Conmi ssi oner of Income Tax Vs. Mhan Meakin Breweries Ltd.
(95 ITR 556). In the said case interpretation of Rule 2 of
Schedule 11 of Super Profits Act, 1963 cane up for
consideration. It was held in the said decision that an
increase in the paid up capital by the sinple process of
capitalizing a part of the existing reserves, would entitle
the assessed to claimfor an increase in the conputation of
the capital under Rule 2 of Schedule Il of the Super Profits
Tax Act, /1963. The Madras H gh Court in the inpugned
decision did not agree wth the view taken by the H nacha
Pradesh High Court. The Madras High Court also indicated
that the decision of the Hi nmachal Pradesh H gh Court was
rendered on a construction and application of Rule 2 of
Schedule Il of a /different statute, " nanely, the Super
Profits Tax Act, 1963. The Madras Hi gh Court indicated that
eh language of Rule 2 of Super Profits Tax Act, 1963 and
Rule 3 of the Surtax Act, 1964 was  not pari materia. The
Hi gh Court also indicated that the Bonmbay High Court in
Century Spinning MIlIl’s case (supra) noted that there was a
di stinction between Rule 2 and Rule 3 of the said Acts, and
such difference had a bearing on the conputation of capital.

It may be stated here that two other ~questions were
also referred to before the High Court in Tax case Nos. 743-
744 of 1977, and the sane were answered by indicating that
these stood answered by the decisions of that Court in
Sout hern Roadways Vs. Conmi ssioner~ of Income Tax (130 ITR
545) and in Additional Conm ssioner of Incone /Tax Vs.
Bi netal Bearings Ltd. (110 ITR 131). For the purpose of
di sposal of the appeals these questions answered by the Hi gh
Court are not required to be considered and hence we are not
doi ng so.

The question as to the conputation of the incone on
account of the issue of bonus shares was answered by the
Hi gh Court in favour of revenue and against the assessee-
Conpany by holding that the finding nade by the |ncone Tax
Appel l ate Tribunal that by issue of bonus shares in the
assessment year in question had resulted in increase in
capital asset of the Conmpany w thin the neaning of Rule 3 of
Schedule Il of the Surtax Act, 1964 was erroneous and coul d
not be sustained on a correct interpretation of the said
Rule. In these appeals such decision of the Madras High
Courts is under chall enge.

Ms. Janki Ramachandran, the |earned counsel appearing
for the appellant-Conmpany, has referred to Rule 2 of
Schedule Il of the Super Profits Tax Act, 1963 and Rul e 3 of
the Surtax Act, 1964 and contended that both the rule being
essentially simlar have same |egal incidence and the Hi gh
Court erred in proceeding on the footing that the incidence
of Rule 2 of Super Profits Act, 1963 and Rule 3 of Schedul e
Il of Surtax Act, 1964 was different by placing reliance on
the said decisions of Bonbay and Del hi H gh Courts. It wll
be appropriate at this stage to refer to Rule 2 of Schedul e
Il of Super Profits Tax Act, 1963 and Rule 3 of the Schedul e
Il of the Surtax Act, 1964.

Rul e 2 of Second Schedul e of Super
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Profits Tax Act, 1963
Where after the first day of

the previous year relevant to the

assessment year, t he pai d up

capital of a conmpany is increased

or reduced by any anmount during the

previ ous year, the capital conputed

in accordance with rule | shall be

i ncreased or decreased, as the case

may be, by a portion of that anount

which is proporti onal to t he

portion of the previous year during

whi ch the increase or the reductio

of the paid up share capita

remai ned effective:

Rul e 3 of the Second Schedul e of
the Conpanies (Profits) Surtax Act,
1964

Where after the first day of

the ‘previous year relevant to the

assessnment year the capital of a

conpany as conputed in _-accordance

with the foregoing rules of this

Schedul e is increased by any anount

during the previous year on account

of increase of paid up share

capital or issue of debentures or

borrowi ng of any noneys referredto

inclause (v) ~of rule 1 or is

reduced by any ampunt on account of

reducti on of paid up share capita

or redenption of any debentures or

repaynent of such noneys, such

capital shall be increased by any

amount during the previous year on

account of increase of paid up

share capital or i ssue of

debentures or borrowi ng of any

noneys referred to in clause (v) of

rule 1 or is reduced by any anount

on account of reduction of any

debentures or repaynment of such

noneys, such capital shall be

increased or reduced, as the case

may be, by a sumwhich bears to

that ampunt the sanme production as

the nunmber of days of the previous

year during which the increase or

the reduction remained effective

bears to the total nunber of days

in that previous year

[ Enphasi s suppl i ed]

The | earned counsel for the appellant has contended
that in the Schedul es under Super Profits Tax Act, 1963 and
Surtax Act, 1964 provisions have been made for cal cul ating
capital invested and the profits. The capital gains, though
subject to normal incone tax, was not taken into
consi deration for arriving at chargeable income for the
purpose for Super Profits Tax Act, 1963 and the Surtax Act,
1964. Ms. Ramachandran has submitted that from the
chargeable profits as arrived in accordance wth the
provisions of the First Schedule, a specified percentage
(six per <cent in the case of the Super Profits Tax Act and
ten per cent in the case of the Surtax Act) of the capita
as computed in accordance with the provisions in the Second
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Schedul e was to be deducted. This is known, as the standard
deduction or statutory deduction. This deduction is
considered to be a fair or reasonable return on the capita
invested in the business. Any balance remaining was to be
subjected to surtax. She had contended that any method of
whi ch (1) the chargeable profits could be reduced and/or (2)
the capital base could be increased wll work out to he
advantage of the taxpayer. She had urged that on a plain
reading of the rule of the Second Schedule, the anount
represented by the bonus shares issued by the appellant-
conpany will st r ai ght away quality f or proportionate
inclusion in the capital base. There is nothing said
anywhere either in the Schedules or in the nain body of the
Act that the increase in the share capital nust be
acconpani ed by a corresponding inflow of cash. She has
submtted that ina taxing statute, clear words are
necessary to tax the subject.. In interpreting a taxing
statute, one is'to look sinmply at what is clearly said.
There is 'no roomfor intendnent; there is no equity about a
tax. There “is no presunption as to a tax; nothing should be
read into- the Act: nothing should “be inplied; one should
fairly look at what is said and what is clearly said. In
support of this contention, Ms. Ramachandran has referred
to a decision of the English Court in Cape Brandy Syndicate
Vs. Conmi ssioners /of I'nland Revenue (1921 (1) kind a Bench
64). She had submitted that this Court has also followed the
view taken in Cape Brandy's case (supra) in the case
reported in 60 ITR 392 by deserving to ‘the follow ng
effect: -

"In a taking Act —one has to | ook

nerely at what is clearly stated,

and in a case of reasonable doubt

the construction nost beneficial to

the subject is to be adopted. But

even so, the fundanmental rule of

construction is the sanme for  al

the statutes, whether fiscal or

ot herwi se. The underlying principle

is that the meaning and intention

of a statute nust be collected from

t he pl ani ng and unanbi guous

expression used therein rather than

any notions as to what is just or

expedi ent. The expressed intention

nmust gui de the Court."

M s. Ramachandram has submitted that the Bonbay High

Court in Century Spinning MIIl’'s case (supra) did not spel
out as to why Rule 2 of Super Profits Tax Act, 1963 and Rule
3 of Surtax Act, 1964 was different. The Del hi Hi gh Court in
Food Specialities case (supra) also did not state now the
said rules were different. The | earned counsel has subnitted
that it was only by a process of reasoning that the decision
was arrived at by the Delhi Hgh Court by attributing
notives to the legislature which are not borne out by the
plain woros of the stature. Hence, the Madras Hi gh Court
shoul d not have placed reliance on the decisions of the
Bonbay and Delhi Hi gh Courts. The interpretation of Rule 3
of Schedule Il of the Surtax Act. 1964 as nmade by the Madras
Hi gh Court is erroneous and against plain reading of the
provisions of Rule 3. She has therefore, submtted that the
appeal should be allowed by accepting the view taken by the
I ncome Tax appellate Tribunal in favour of the assessee.

M. GC Sharma, the |earned Senior advocate appearing
for the respondent, disputed the contentions of Ms.
Ranthandran. He has submitted that Rule 2 of Schedule Il of
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Super Profits Tax Act, 1963 and Rule 3 of surtax Act, 1964
are not simlarly worded . In this connection, he has
referred to the decision of the Guarat Hgh Court in
Commi ssioner of surtax Vs. New India |Industries Ltd. (202
| TR 619) which has expl ained the | egal incidence of both the
said Rules clearly by indicating cogent reasons. It has been
held by the Gujarat Hygh Court in that case that the
expression "reserves" has not been defined in the Super
Profits Tax Act, 1963 or the Conpanies (profits) Surtax
Act. 1964. The dictionaries do not make any distinction
between the two concepts "reserve" and "provision" while
giving their primary neanings, whereas in the context of
those Acts, a clear distinction between the two is inplied.
Though he expression "reserve" is not defined, since it
occurs in a taxing statue applicable to conpanies only and
to no other assessable entities, the expression has to be
understood in its popular sense, nanely, the sense or
meaning that is attributed to it by men of business, trade
and commerce and by persons dealing wth conpanies.
Therefore. the nmeaning attached to the words " reserve" and
provision" in the Conpanies Act, 1956, dealing with the
preparation of the balance sheet and the profit and |oss
account would govern-their construction for the purposes of
the two enactnents. The broad distinction between the two is
that whereas a "provision" is a charge against the profits
to be taken into account against grass receipts in the
profit and |oss account, a "reserve" is an appropriation of
profits, the asset or assets by which it is represented
being retained to form part of the capital enployed in the
busi ness, if any retention or appropriationof a sumis not

a "provision", i. e it—is not desi gned to need
depreciation, renewals or dimnution in the value of assets
or any know liability, the sane is not necessarily a
"reserve". The guestion whether  the  concerned ' anounts
constitute "reserve" or not wll have to be decided by
having regard to the true nature and character of the sumns
to be appropri at ed dependi ng on the surroundi ng

circunstances, particularly theintention wth which, and
the purpose for which, such appropriations had been nade.
The true nature and character of the appropriation nust be
determned with reference to the substance of the matter.

M. Sharma has further submitted that —a nmere | ook at
Rule 3 of Schedule Il of the Super Profits Tax Act, 1963 as
contrasted with Rule 3 of Schedule |1 of the Surtax Act,
1964 will show that Rule 2 of Super Profits Tax Act, 1963
visualized nere increase in the paid up share -capital,
wi thout reference to any increase in capital base, enough
for conputation of capital; but before Rule 3 of Schedul e |
of Surtax Act, 1964 nmay apply, an increase in the capita
base as conmputed under rule 1 has to be shown to have taken
pl ace counsel has submitted that the Gujarat Hi gh Court in
New I ndia Industries case (supra) has very correctly
indicated that Rule 3 wll apply if (1) <capital of the
conpany as computed in accordance with rule 1 of Schedule |
of the Surtax Act. 1964 has increased by any anount during
that previous Year; and (2) such increase should be on
account of increase of paid up share capital or issue of
depentures referred to in clause (iv) or borrow ng of any
noneys referred to in clause (v) of rule 1. [If these
conditions are satisfied, then and then and then only, there
will be an occasion for the conpany to get the benefit has
contenpl ated by the second part of rule 3 to the effect that
such capital, conputed as per rule 1, will be pernitted to
be increased by sum which bears to the amunt of such
i ncrease of paid up share capital, or issue of debentures or
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borrowi ngs, the sane proportion as the nunber of days of the
previ ous year during which the increase in the paid up share
capital, or issue of debentures or borrow ngs of any noney,
as the case nay be bears to the total nunber of days in that
previous year. It has been also submtted that under Rule 3
of Schedule 11 of Surtax Act, 1964 before banefit under the
rule can be pressed into service by the assessee conmpany, as
on the first day of the previous year relevant to the
assessment year as per rule 1 has in fact undergone a hike.
If the said basic condition is not satisfied, Rule 3 is not
attracted at all Such interpretation of Rule 3 being clearly
di scernible, no other interpretation should be accepted an
the Madras, Bonbay and Gujarat Hi gh Courts had no difficulty
in taking sanme vies in interpreting Rule 3 of Schedule Il of
Surtax Act, 1964. He has subnitted that in the aforesaid
facts no interference by this Court is called for and the
appeal s shoul d be dismnmi ssed with cost.

After giving our careful consideration of the facts and
circunst ances of the case and the contentions nade by the
respective counsel for the parties.it appears to us that by
i ssuing the bonus shares in the assessnent year in question
there had only be a conversion of the reserves into fully
pai d bonus shares, which conversion did not add up to the
capital or reserve base which was not there on the first day
of the previous year.  The Gujarat Hi gh Court in New India
I ndustries case (supra) has very succinctly explained the
difference in incidence of Rule 2 of Schedule Il of Super
Profits Tax Act, 1963 and Rule of the Surtax Act, 1964. W
feel no hesitation in approving the view taken therein that
before Rule 3 of surtax Act 1964 can be nmade applicable, an
increase in the capital base as conputed under rule 1 has to

be showmn to have taken place. In order that Rule 3 could
apply the capital base of the conpany, ~as computed in
accordance with rule 1 of Schedule Il of Surtax Act, 1964.

must have increased during the previous year and such
i ncrease should be on account of increase of paid up share
capital or issue of depentures referred to in clause (i) or
borrowi ng of any noneys referred to in clause (v) of rule 1
Unl ess these conditions are satisfied there would’ be no
occasi on for t he assessee- conmpany to get benefi t
contenpl ated by the second part of rule 3 of Schedule Il of
surtax Act, 1964.

The Bonbay, Madras and Del hi Hi gh Court have al so taken
the sanme view without, however, elaborating the inplication
of inplication of Rule 3 of Schedule Il of - Surtax Act, 1964
as has been done by the CGujarat Hi gh Court, The incidence of
Rule 2 of Schedule 11 of super profits Tax Act, 1963 being
different, the interpretation of the said rule by the
H machal Pradesh Hi gh Court is not gernane for interpreting
rule 3 of Schedule 1l of Surtax Act, 1964, The aforesaid
interpretation is quite reasonabl e and is clearly
di scernible in Rule 3 The decision cited by Ms, Ranchandran
relating to the principle of interpretation of ' taxing
statute do not call for any change in the view we have taken
on the | anguage of the Rule.

W, therefore, find no reason to interfere with the
i mpugned decisions of the nadras High Court and all the
appeal s are disnmi ssed, w thout any order as to costs.




