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ACT:

Busi ness Profits Tax--" Undivided profits", if fell wthin
the word "reserves"--Business Profits Tax Act, 1947 (XXl of
1947), Sch. 11, Rule 2(1).

HEADNOTE

The appel | ant, a non-resident Banker incorporated under the
Nati onal Bank Act of the United States of Anerica with its
Head O'fice in Arerica, was assessed under Business  Profits
Tax Act, 147. Under the Treasury Rules of the United States
of America and Instructions for preparation of reports of
condi tions by the National Banking Association certain suns
had to be specifically allocated under S. 5211 of the
Revi sed Statute of the United States, and the appell ant bank
was required to keep a certain sumof noney under the head "
undivided profits " and that was an integral part of tile

capital structure. The reason for the existence of this
fund was that when | osses occurred according to the practice
they could be charged against " undivided profits ", i.e.,
profits set apart after provision for expenses ~and taxes
etc. for continuous use in the business of the | Bank. The
appel l ant contended that in conputing the anount for/  the
purpose of " abatenent " it was entitled to include the

undi vi ded profits " which fell within the word " reserves
The question was whether the | arge sum of nbney shown as
undi vided profits " was a part of the reserves.

Hel d, that the ampbunt designated as " undivided profits was
a part of the reserves and had to be taken into account when
conputing the capital and reserves within Rule 2(1) of Sch
Il of the Business Profits Tax Act, 1947.

JUDGVENT:

ClVIL APPELLATE JURI SDICTION. Civil Appeal No. 315/1958.
Appeal by special |eave fromthe judgnment and order dated
February 5, 1957, of the Bombay Hi gh Court in 1.T.R No.
34/ 1956.
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R. J. Kolah, and I. N. Shorff, for the appellant.

A N. Kripal and D. Gupta, for the respondent.

1961. January 6. The Judgnent of the court was delivered by

KAPUR, J.-This is ail appeal against the judgment and order

of the Hi gh Court of Judicature at Bonbay in |ncone-tax

Ref erence No. 34 of 1956. The appellant is a non-resident

Bank incorporated under the National Bank Act of the United

States of America with its head office in that country and

with branches all over the world including sone branches in

I ndi a. It was assessed under the Business Profits Tax Act

(Act XXI of 1947), hereinafter termed the " Act ", in

respect of the chargeabl e accounting peri ods: -

1-4-1946 to 24-12-1946,

25-12-1946 to 24-12-1947,

25-12-1947 to 23-12-1948, and

24-12-1948 to 31-3-1949

and the sole question for decision in this appeal is the

nmeani ng of the word ™ reserves " in R 2(1) of Schedule 2 of

the Act and how the capital of the appellant during the

above-mentioned chargeable accounting periods has to be

conputed for the purpose of allowi ng the " abatement " under

the Act.

The appel | ant contended that in conputing the anmount for the

purpose of abatenent it was entitled to include what is

termed in the United States " Undivided Profits ", the

contention being that this itemfalls within the word "

reserves" in R 2(1) of Schedule 11 of the Act which

provi des:
"Where the conpany is one to which rule 3 of
Schedul e | applies, its capital shall be the
sum of the ampunts of “its “paid-up share
capital and of its reserves in so far as they
have not been allowed in conmputing the profits
of the company for the purpose of the Indian
I ncome-tax Act, 1922 (Xl of 1922), dim nished
by the cost to it of its investnents or other
property the income from which is not
i ncludable in the profits, so far as that cost
exceeds any debt for noney borrowed by it."

373
It is not necessary to give the details of all the years;
but it will be sufficient as an illustration if we: were to

confine ourselves to the " Undivided Profits in _the

Bal ance Sheet as on Decenber 31, 1946, wherein the relevant

entries were as follows :

Capital ... ... $ 77,500, 000- 00

Surplus ... ... $ 152, 500, 000. 00

Undi vided Profit ...$ 29,534,614.21

The Report of the Directors dated January 14, 1947, was as

fol | ows:
" At the year-end, Capital of the Bank remains
at $ 77,500,000 surplus has increased to $
152,500, 000 by the transfer of Rs. 10,000,000
fromuUndivided Profits. After this transfer,
Undi vided Profits are $ 29,534,614 an increase
of $ 240,376 froma year ago. The Trust
Conpany has Capital of $ 10,000,000 surplus of
s 10,000,000 and Undivided Profits of $
8, 097, 020. The two institutions thus show
total capital funds, that is Capital, Surplus
and Undivided Profits of $ 287,631,634 or $
46-39 per share conpared with $ 44.60 per
share at the end of 1945. "

According to the Bal ance Sheet of 1948, capital funds since
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1939 had increased from$ 169,768 thousands to $ 320,795
thousands in the year 1948 and there had been a progressive
increase both in what is called Surplus " as well as "
Undivided Profits ", the former increased from $ 62,500
thousands to $ 182,500 thousands and the latter from $
19,768 thousands to $ 50,795 thousands. The question in
this case is whether this large sumof noney shown as "
Undivided Profits " is a part of the Reserves or is
equi valent to the unallocated anpunt carried forward at the
end of a year of account in the balance of Profit & Loss
Account as we knowit. It was the sumof $ 29,6534,614.21
and simlar sums for the other chargeabl e Accounting Periods
whi ch are the subject matter of controversy in this appeal
Both the Incone-tax Officer and the Appellate Assistant
Comm ssioner excluded ~these amounts in determining the
capital of the Bank under R. 2(1) of Schedule Il on the
ground that they were not a part of the reserves of the-
Bank.

374

The appellant took an appeal to the |Incone-tax Appellate
Tri bunal which was dism ssed on the ground that " Undivided
Profits " meant nothing nore than the " Balance of the

profits and | oss account” and that no distinction could be
drawn nerely because in the nonenclature used in the United
States, the anmount 'was shown as " Undivided Profits" and not
bal ance of the profit and | oss account. ~ At the instance of
the appellant the foll ow ng question of law was referred to
the Hi gh Court.
" Vet her on the facts and in t he
circunstances of the case | Undivided Profits’
of $ 29,534,614.21 shown in the condensed
statements of conditions-as of  Decenber 31
1946, can be treated as reserves and added to
the capital, as required by rule 2(1) of
Schedule 11 to the Business Profits Tax Act
for the chargeabl e accounting period 25-12-
1946 to 24-12-19477?"
In its order the Tribunal said that the Treasury ‘Rules in
United States divided capital account into four different
heads, Capital, Reserve, Surplus and the Undivided Profits.
The reserves are really reserves for liabilities including
the reserves for dividends. " The general reserves as shown
by the bal ance sheet in India is equivalent to the Surplus.
The undivided profits is equivalent to the bal ance of profit
and | oss account." In the statenent of the Case subnitted to
the Hgh Court, the Appellate Tribunal stated that the
guesti on whet her the Undivided Profits meant the sane thing
as bal ance of the profit and | oss account was a question of
fact and it did not matter what name was given to it. But
this was the very question which was referred to the High
Court.
The High Court after referring to the Directors’ Report to
the shareholders held that the Undivided Profit of $
29,534,614.21 did not constitute " reserves " because  no
direction had been given in regard to it, it had never been
transferred to any reserve and had never been earmarked for
any particul ar purpose and that the only act of volition on
the part of the Directors of the Bank was the transfer of 10
mllion
375
dollars to the Surplus. In its judgment the Hi gh Court said

"It is true that these large anounts (of Un-
divided Profits) remain with the Bank, that
the Bank uses them that business is carried
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on with the help of those funds and that they
are as nuch capital of the Bank as capital in
the strict sense of the term "
The High Court however held that they did not satisfy the
test laid down by the Supreme Court in Century Spinning &
Manuf acturing Co. Ltd. v. C. 1.T., Bonmbay (1) as the anpunt
was not transferred to any reserve and there being no act of
volition on the part of the Directors this could not be
regarded as Reserve. The correctness of this view is
chal | enged before us.
The Directors’ report dated January 14, 1947, shows that the
surplus increased as a result of the allocation nade by the
Directors, by 10 mllion Dollars, which was taken from
Undivided Profits and the Undivided Profits thenselves
increased to $29,534,614.21 which was an increase of
$240,376 in the year 1946 and therefore the Capital Funds of
the conpany which-included Capital, Surplus and Undivided
Profits along with simlar items fromthe Trust Company had
i ncreased’ considerably which was reflected in per share
i ncrease, i.e., 44.60 per share at the end of 1945 to 46.39
per share at the end of 1946 thus showing that it was the
result of an act of the Directors that Surplus was increased
and a particular sumwas left in the Undivided Profits.
It was contended that no sumcould be treated as ’'Reserves
unless the Directors recommended it to be so allocated and
it was so adopted by the sharehol ders. ~ But. this argunent
ignores the evidence placed by the appellant. Under the
Treasury Rules of the United States of America containing "
Instructions for Preparation of Reports of ~ Condition by
Nati onal Banking Associations ™, certain sums had to be
specifically allocated under s. 5211 of the revised Statute
of the United States (Title 12, U S. C- 161). Itens 25 to
28, according to these instructions, dea
(1) [1954] S.C.R 203.
376
with Capital Account. |Item 26 deals with 'Surplus’ and item
27 with "Undivided Profits’ and item28 with ' Reserves '’
(and retirement account for preferred stock). The follow ng
Reserves cone under item 28: -
(a)..Reserve for dividends payable in Comobn stock
(b) Reserves for other undecl ared dividends.
(c) Retirement account for,preferred stock.
(d) Reserves for contingencies, etc.
[tem 29 was as foll ows
" Total capital accounts
to 28, inclusive.
Along with this the appellant has placed a copy of the
letter fromthe Deputy Controller of Currency, [ Washington,
the relevant portion of which is as follows : -
" In connection with this mitter we wish to
assure you that your position as stated is in
conplete accord with that of the Ofice of the
Conptroller of the Currency. In the United
States, the 'Undivided Profits’ as reflected
in the accounting of a bank actually
represents a part of its capital funds. Al
of the other bank supervisory agencies in the
United States consider the 'Undivided Profits’
of a bank as a part of its capital funds. In
any cal cul ation for the purpose of determ ning
the adequacy of capital in a: commercial bank
in t he United States, t he supervi sory
authorities include ’'Undivided Profits’ as an
integral part of the capital structure as it
woul d not be possible otherwise to make an

This itemis the sumof itens 25
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accurate conputation. Wen |losses occur in
banks, it is the usual practice in many banks
to charge them agai nst the ’'Undivided Profits’
account which by any reasoning would be
i nappropriate if the account were regarded as
" Undistributed Profits’. |In comrercial banks
in the United States, it is not customary to
mai ntain any account that could be regarded
specifically as "Undistributed Profits’ in the
same. sense as applied to simlar accounts in

the other corporations in India. The term
"Undivided Profits’ sinmply follows a bank
accounting nonenclature used ill the ’'United
States to

377

desi gnate profits set aside, after provisions
for expenses and taxes, di vi dends and

reserves, for continuous future use in the
busi ness of the bank’ and it bears a close, if
not~ identical, relationship to the Earned
Sur pl us Account of an industrial corporation
Bal ance sheets of three other banks of the United States
relied on by the appellant show that Capital Fund conprises
three kinds of funds, i.e., Capital, Surplus and Undivided
Profits. The docunents placed on the record show that these
three different kinds of funds put together make up what is
called " Capital Fund'. The creationand maintenance of the
item known as Undivided Profits is a requirenent of the
Treasury Rules which are made under the  Statute and
therefore it cannot be said that the anmbunt” of  Undivi ded
Profits in the Bal ance Sheet was not allocated as a result
of either a resolution of the Directors, accepted by the
sharehol ders or on account of the requirenents of the |[|aw
The " Undivided Profits " have to be enployed in the nmanner
indicated by the letter of the Deputy Controller of
Currency. They are set up for expenses, taxes, dividends
and reserves for continuous use.in the business of the Bank
and are a part of the capital funds and an integral part of
the capital structure and without it, it wwuld not be
possi ble to nake an accurate conmputation. The reason for
the existence of this fund, as shown by that letter is that
when there are | osses, they can be charged agai nst "Undivid-
ed Profits " which expression neans profits set apart  after
provi sion for expenses and taxes etc. for continuous use  in
t he busi ness of the Bank
There is a difference between the system of —accounting of
Banking Conpanies in India and the United States; the
failure to appreciate this difference has |ed the Appellate
Tribunal as well as the High Court to arrive at an erroneous
concl usi on. In India at the end of an year of account the
unal | ocated profit or loss is carried forward to the account
of the next year and such unall ocated ampunt gets nmerged in
the account of that year, In the system of accounting.in the
48
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U S. A each year’'s account is self-contained and , nothing
is carried forward. |If after allocating the profits to
di verse heads nentioned above any bal ance remains, it is
credited to the " Undivided Profits " which becone part of
the capital fund. If in any year as a result of the

allocation there is a |l oss the accunul ated undivided profits
of the previous years are drawn upon and if that fund is
exhausted the Banki ng Conpany draws upon the surplus. In
its very nature the Undivided Profits are accumrul ation of
amounts of residue on hand at the end of year of successive
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peri ods of accounting and these anpbunts are by the
prevailing accounting practice and the Treasury directions
regarded as a part of the capital fund of the Banking
Conmpany.
The nature of Undi vi ded Profits" was considered by the
Supreme Court of America in Fidelity Title and Trust Co. V.
United States (1). In that case a suit was brought by the
Fedelity Co. to recover the tax assessed on its whole
capital and undivided profits under s. 2 of the Spanish War
Revenue Act. In the Suprenme Court it was contended by the
conpany that the terns "Capital”, " Surplus " and
Undivided Profits " have a precise and definite neaning in
the business of banking and that Undivided Profits are not
surplus and cannot therefore be taxed as " Surplus ". The
Government on the other hand contended that the wundivided
profits were taxable as being a part of Capital or Surplus.
The Court held that " Undivided Profits ". were taxable as
being a part of the Capital enployed. M. Justice Brandeis
delivering the opinion of the Court said at p. 955:

" The Act declares that "in estimating capita

surplus shall be included,” and that the
"annual tax shall in all cases be conputed on
the basis of the capital and surplus for the
precedi ng fisica

VAl e e "
As it is the use or enmploynent of capital in

banki ng, not nere possession thereof by the
banker, which determ nes the anbunt of tax,
the fact that a portion of the capital so used
or enployed is
(1) 66 L. Ed. 953 ; (1921) 259 U. S. 304
379
desi gnat ed "undivided profits’ is” of ~no legal ' signi-
ficance."
As to what the word " Reserves ™ as used in the Business
Profits Tax Act connotes, was considered by this Court in
the Comm ssioner of |Income-tax( v. Century Spinning &
Manufacturing Co. Ltd. (1). It was held that ‘the true
nature and character of a sumdisputed as reserve was 'to be
determined wth reference to the substance of the matter.
The anmount in dispute in that case was the profits after the
deduction of depreciation and tax which amount was carried
to the Balance Sheet and was |later recommended by the
Directors to be appropriated mainly to dividends and bal ance
to be carried forward to the next year’s account. Thus on
the crucial date, i.e., April 1, 1946, from which the
Chargeabl e Accounting Period began the sumin dispute had
not been declared as reserve; on the other hand the
Directors had earmarked it for distribution as dividend and
it remained as a mass of undistributed profits available for
di stribution. At page 209 Chul am Hassan J. said: -
"The reserve may be a general reserve or a
specific reserve, but there nmust be a clear
indication to show whether it was a reserve
either of the one or the other kind. The fact
that it constituted a mass of undistributed
profits on the 1st January’ 1946, cannot
automatically make it a
FTESEIVE ittt A reserve in
the sense in which it is used inrule 2 can
only nmean profit earned by a conpany and not
distributed as dividend to the sharehol ders
but kept back by the directors for any purpose
to whi ch it may be put in
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Applying this test to the disputed sum it cannot be said
that the anpbunt is not "Reserve" within the neaning of the
Rules. As is shown by the instruction under s. 5211 of the
Revi sed Statute of the United States and the letter of the
Deputy Controller referred to above, the appellant bank was
required to keep a, certain sum of noney under the head "
Undivided ,Profits " and that is an integral part of the

capita
(1) [1954] S.C. R 203.
380

structure. Under these circunstances it would be erroneous
not to treat the amount of " Undivided Profits " as a part
of the capital fund.

In our opinion therefore the amount designated as Undivi ded
Profits " is a part of the reserves and has to be taken into
account when conputing the capital and reserves within R
2(1) of Schedule 11 of the Act. The question which was
referred by the Tribunal should have been decided in the
affirmative and in favour of the appellant and the anount
shoul d have been added to the capital as allowed by R 2(1)
for the Chargeable Accounting Periods. In the result the
appeal is allowed. The appellant will have its costs in
this Court and in the H gh Court.

Appeal all owed.




