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The point that falls for determnationin this case is
whether a sum of Rs. 79 lakhs representing Debenture
Redenpti on Reserve was includible in conputing the capita
of the assessee Conpany for the purpose of Conpanies
(Profits) Surtax Act, 1964.

The High Court took the view that the anpbunt set apart
to redeem the debentures has to be treated as ’'provision
and not as 'reserve’. The facts stated by the H gh Court in
this regard are as foll ows:

"From the bal ance-sheets for the

said periods, we find that in the

cal endar year 1965, the devel opnent

rebate reserve was Rs. 79, 00, 000.

However, in the next cal endar year

1966, which is relevant to the

assessment year 1967-68, the figure

of debenture redenption reserve has

gone up to Rs. 1,12,00, 000. A

per usal of the bal ance- sheet

further shows that the assessee

conpany had floated an actually

issued 6 1/2 per cent secured

redeenabl e nortgage debentures, as

poi nted out earlier, against the

security of land, buildings and

machinery of the conmpany and a

floating charge on the undertaking.

None of these debentures appear to

have been redeened during the

rel evant previous years. There is

no di spute regarding any of these

facts. In these circunstances, it

clearly appears to us that the

debenture redenption reserve nust

be regarded as a provision made by

the assessee conpany to enable it
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to redeem the said debentures when

they becane due for redenption.

Since the aggregate anbunt o0 such

debentures is nuch larger than the

amount of the debenture redenption

reserve, we fail to see howit can

be said that there was any excess

as such in this appropriation which

could be taken as reserve. It is

true that all the debentures had

not becone redeemable during the

rel evant previous years, but that

does not nmake any di fference

because an anpbunt set aside to neet

a future [iability, “which was

certain to come into-existence, as

in this case, nmust be regarded as a

provi.sion and not as a reserve."

W are of the viewthat “the Hi gh Court has cone to a
correct concl usi on. The basic principle is that an anount
set apart  to neet a known liability cannot be regarded as
"Reserve’. 'Provision’ ~and 'Reserve’ have been defined in
Part 111, Schedule VI of the Conpanies Act itself:

"7. (1) For the purposes of Part |

and Il of this Schedule, unless the

context otherw se requires, -

(a) the expr essi on "provision”

shal I, subject to sub-clause (2) of

this d ause, nmean any anmount

witten off or retained by way of

provi di ng for depreci ati on

renewal s or dimnution in value of

assets, or retained by way of

providing for any known liability
of which the anpunt cannot be
det er m ned W th substanti a
accuracy:

(b) the expression "reserve" shal
not, subject as aforesaid, include
any anmount witten off or retained
by way of provi di ng for
depreci ati on, renewal s or
dimnution in value of assets or
retained by way of providing for
any known liability;

(c) t he expr essi on "capita
reserve" shall not include any
anmount regar ded as free for
di stribution through the profit and
| oss account; and the expression

revenue reserve shall nmean any

reserve other t han a capita

reserve;
and in this sub-clause the expression "liability" shall
include all liabilities in respect of expenditure contracted

for and all disputed or contingent liabilities.
(2) Were-
(a) any amount witten off or
retained by way of providing for
depreci ati on, renewal s or
dimnution in value of assets, not
being an amunt witten off in
relation to fixed assets before the
comencenent of this Act; or
(b) any ampunt retained by way of
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providing for any known liability;

is in excess of the ampunt which in

the opinion of the directors is

reasonabl y necessary for t he

pur pose, the excess shal | be

treated for the purposes of this

Schedul e as a reserve and not as a

provi si on.

The definition clearly indicates that if an amunt is
retained by way of providing for any known liability that
amount shall not be treated as reserve. Clause 7(2)(b)
makes it clear that only an amunt which is in excess of
what is reasonably necessary for nmeeting a known liability

shall be treated as reserve and not as provision. The
directors will have to~ form an opinion as to what 1is
reasonably necessary ~for neeting the known liability of a
Conpany. The opinion of an -accountant or an auditor or a

| awyer is quite immterial for this purpose.

The finding of fact in this case is that the anmpbunt set
apart for redenmption of ~debentures is less than the
Conpany’s-liability on thi's account. Therefore, the answer
to the question raised rmnust be that the anpunt of Rs. 79
| akhs representing Debenture Redenption Reserve cannot be
included in the capital ~ of the Conpany for the purpose of
Surtax assessnent. The facts stated in the judgnment of the
Hi gh Court go to show that the anmount was not |arger than
the anmbunt which had to be paid for redenption of the
debent ures. Therefore, there is no question of any excess
provision in this case.

In the case of Vazir Sultan Tobacco Co. Ltd. V.
Comm ssi oner of Income Tax, A P., 132 | T.R 559, it was
held that ’'provision’ and ’'reserve’ had not been ' defined
under the Conpanies (profits) Surtax Act, 1964. Therefore,
the two concepts 'reserve’ and 'provision’ which are fairly
wel | known in conmmercial accountancy and which are used
under the Conpanies Act dealing with preparation of Bal ance

Sheets and Profit and Loss Accounts, wll have to be
gat hered from the nmeaning attached to them by the Conpani es
Act itself. Moreover, in Vazir  Sultan’s Case, it was

poi nted out that even if a sum of noney which had been set
apart for a certain purpose was  held not to be a
"provision’, it did not automatically follows that it would
be a reserve. It was held:

"But it is clear beyond doubt that

if any retention or appropriation

of a sumis not a provision, that

isto say, if it is not designated

to neet depreciation, renewals or

dimnution in value of assets or

any known liability, the sane is

not necessarily a reserve. W re

enphasising this aspect of the

matter because during the hearing

al nost al | counsel for the

assessees st renuously cont ended

before us that once it was shown or

becane clear that the retention or

appropriation of a sum out of

profits and surplus was for an

unknown liability or for a
liability which did not exist on
the relevant date, it nust be

regarded as a reserve. The fallacy
underlying the contention becones
apparent if the negative and non-
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exhausti ve aspects of the
definition of reserve are borne in
mnd. "

It has been contended by Shri T.A  Ramachandran on
behal f of the assessee that what is set apart for meeting

the current year’'s known or estimated liability wll be
"provision’. An anpbunt set apart for future use will not be
" provision'. This argunent is without any nerit. It goes
against the very definition of ’'provision’ and ’'reserve’
provi ded by the Conpanies Act. in the form of Bal ance Sheet

in Schedule VI of the Conpanies Act provisions have to be
made, inter alia. for Contingencies, Provident Fund Schene,
i nsurance, Pension and Staff benefit schemes. Anmpunts set
apart for the aforesaid purposes will nostly be for future
use. Question of payment of pension or provident fund can
only arise when an enpl oyee retires.

M. Ramachandran advanced another argunent that there
was no present liability to pay any anobunt to the debenture-
hol ders. That liability wll arise only when the anount
falls due for paynent. Therefore, there was no existing
l[iability for ~redeem ng the debentures in the rel evant year
of account.

We are unable to wuphold this argunent. The liability
to repay arises the nonment the noney is borrowed. The
amount borrowed nmay be repayable inmediately or in future
The date of repaynment of |oan nay be deferred by agreenent
but the obligation or the liability to repay will not cease
on that account. The obligation is a present obligation
Debitumin Praesenti, solvendum in futuro. This aspect of
the matter was explained in -the judgnment of this Court in
Kesoram | ndustries and Cotton MIls Ltd., V. The
Conmi ssioner of Walth Tax (Central), Calcutta, Al.R 1996
SC 1370.

By issuing the debentures, the conmpany had taken a | oan

against the security of its assets. This | oan may not be
repayabl e in the year of account. But the obligation to pay
the loan is a present obligation. Any noney set ‘apart in

the accounts of the conpany to redeemthe debentures nust be
treated as noneys set apart to neet a known liability. The
debentures will have to be shown in-the Conpany’'s Bal ance
Sheet of the year as 'Liability’.

In the case of Conm ssioner of Income Tax vs. Peico
El ectronics 7 Electricals. 166 I|ITR 299, the Calcutta High
Court held that the debenture redenption reserve will have
to be treated asa ’'reserve’ and not ’'provision” because,
none of the debentures became redeenable during the
accounting peri od. The liability to redeemthe debentures
was a future liability. The debentures had been separately
shown in the bal ance sheet as a liability. The reserve had
been created by appropriation of profits and not by way of a
charge on revenue.

We are of the view that this approach is erroneous and
over|l ooks the definitions of 'provision and 'reserve’ given

ion the Companies Act. The debentures were nothing but
secured | oans. Merely because, the debentures were not
redeenabl e during the accounting period, the liability to
redeemthe debentures did not cease to exist. It was
redeenabl e or repayable at a future date. But is was a
known liability. In the formof balance sheet prescribed by
the Act in Schedule VI, the secured | oans have to be shown
under the heading 'liabilities’. Secured | oans have to be
shown wunder the heading ’'liabilities’. Secured | oans

include (1) debentures, (2) |oans and advances from banks.
(3) loans and advances from subsidiaries and (4) other |oans
and advances. The secured |loans might not be i mediately
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repayable, but the liability to repay these loans was an
existing liability and has to be shown in the Conpany’'s
Bal ance Sheet for the relevant year of account as a
liability. Amount set apart to pay these |oans cannot be
'reserve’. The interpretation clause of the Bal ance Sheet
in Schedule VI of the Conpanies Act specifically |ays down
that reserves shall not include any anmount witten off
retai ned by way of providing for a known liability.

The Delhi H gh Court in the case of Conm ssioner of
Income Tax v. Mddi Industries Ltd. (No.2), 197 I TR 655 al so
took the view that the anpbunt set apart out of profits to
redeem t he debentures had to be treated as reserves because,
there was no liability in the current year to redeemthe
debent ures.

W are unable to agree with this view for the reasons
given earlier in the judgnent.

Apart from this, the argunent that found favour with
the Courts in the cases of Peico Electronics & Electricals
and Modi Industries Ltd. (supra) that if the retention or
appropriation of ~a sum of profits and surpluses was for an
unknown liability of for a liability which did not exist on
the relevant date it rmust be regarded as a 'reserve’ , was
specifically rejected by this Court in Vazir Sultan’s Case

(supra). This argunent ~ of the assessee was held to be
fallaci ous (Page 571 of the report).
There is another aspect of this case. In the

prescribed form | of Balance Sheet, ~under the heading
"RESERVES AND SURPLUSES" seven types of reserves have to be
shown:

(1) Capital Reserves,

(2) Capital Redenption Reserve

(3) Share Preni um Account

(4) O her reserves,

(5) Surplus, i.e., balance inprofit and | oss account.

(6) Proposed additions to reserves.

(7) Sinking funds.

However, for the purpose of conputation of capital of a
conpany under the Conpanies (Profits) Surtax Act, /1964,

items 5,6 and 7 will not be treated as Reserves.” The Second
Schedul e of the Surtax Act lays down the rules for
conputation of the capital. Rule 1 contains an Expl anation
to the follow ng effect:

"Expl anation, - For the renoval of

doubts it is hereby declared that
any anount standing to the credit
of any account in the books of a
conpany as on the 1st day of the
previ ous year relevant to the
assessment year which is of the
nature of Item (5) or Item (6) or
ltem (7) under t he headi ng
"RESERVES AND SURPLUS" or of any
item under the heading "CURRENT
LI ABI LI TIES AND PROVI SIONS" in the
colum relating to "Liabilities" in
the "FORM OF BALANCE - SHEET' given
in Part | of Schedule VI to the
Conpani es Act, 1956 (1 of 1956),
shall not be regarded as a reserve
for the purposes of conputation of
the capital of a conpany under the
provi sions of this Schedule."

In Batliboi’s advanced Accountancy, 27th Edn. p. 678,

the nature of a Sinking Funds is explained as under

"Sinking Fund. - A Sinking Fund is
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a fund created with the object of
providing neans for the redenption

of liabilities 1ike debentures or
any other | oan. It is formed by
setting aside, hal f vyearly or

yearly, a fixed sumof noney for a

definite period, such sum to be

i nvested at conpound interest, so

that at the end of the period, the

annual amounts, w th accumul ations

of interest, wll be sufficient to

di scharge a prescribed |oan. In

such a case, the anmount set aside

should not be debited to Revenue

Account  but to a Net Revenue

Account or Profi t and Loss

Appropriati on~ Account, as being

rather in the nat ure of an

al l ocation of profits than a charge

agai'nst them™"

A Sinking  Fund created for redenption of debentures
will not be treated as Reserve even though (1) it has to be
shown as "Reserve" in the Bal ance Sheet and (2) the anount
kept in this fund i's inthe nature of allocation of profits
and not a charge /against them It is difficult to see, in
the context of this rule in the Second Schedule, why a
Debenture Redenption Reserve is to be treated as "Reserve"
on the ground that 'the ampunts set apart for redenption of
debentures are not in the nature of a charge against profits
but nerely appropriation of profit. |In Peico Electronics &
El ectricals Case (supra), one of the grounds which wei ghed
with the Court was the argunment that the Sinking Fund has to
be utilised by making investnments and did not formpart of
the working capital of the Conpany but the anmount lying to
the credit of Debenture Redenption Reserve was available to
the Conpany to used as working capital.

We fail to conmphrehend this distinction. what has to
be conputed under Rule 1 of the Second Schedule of the
Surtax Act is the capital of the Conpany and not its working

capital . The anmount shown as Si nking Funds may be invested
ina fruitful way so that the principal and gains fromthe
i nvestments taken together will enable the Conpany to pay
off its debts. Investnment of nonies standing to the credit
of the Sinking Fund is nothing but wutilisation of the
Conpany’s assets for the discharge of its JIliabilities.
There is no rational explanation why a Sinking Fund for
redenpti on of debentures wll not be a reserve but a
Debenture Redenption Reserve created w th the same purpose
will be treated as reserve and included in conputation of

capital of the Conmpany for surtax purposes. A construction
which | eads to absurdity shoul d be avoi ded.

The basic principle is that any amount retai ned by way
of providing for a known liability wll not be 'reserve’.
Expl anation to Rule 1 of the Second Schedul e of the Surtax
Act takes this principle to its logical conclusion by
providi ng that even a Sinking Fund, which has to be shown as
a reserve in the prescribed formof bal ance Sheet, will not
be treated as 'Reserve’ for the purpose of conputation of
capital .

It is further to be noted that the surplus and
unal | ocated balance in the Profit and Loss Account has been
specifically excluded from"reserves" for conputation of
capital under the Surtax Act. Therefore, availability of
the anobunt for utilisation as working capital of the Conpany
or for distribution of dividend cannot be a criterion for
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deci ding whether a particular amount retained from the
profits of the Conpany will be treated as its reserve or
not .

In the prenises, we are of the view that the judgnent
under appeal; was rightly decided. W are unable to uphold
the contrary decisions in the cases of Peico Electronics &
El ectricals and Modi Industries Ltd. (supra).

This appeal is, therefore, dismssed. There will be no
order as to costs.

ClVIL APPEAL NOS. 2/95, 198/89, 432/89 AND 433/89

Appeal s are dismssed in view of the above decision
There will be no order as to costs.

Cvil Appeal No 2970/81

In this appeal, we are concerned with the follow ng
qguesti on;

"Whether on the facts and in the

ci rcunst ances - of the case, the suns

of Rs. 38, 98, 970/ - and Rs.

6, 66,159/~ constituted reserve and

was ' required to be taken into

account in the conmputation of the

capital under the Super Profits Tax

Act, 1963"

However, we are concerned in this appeal only with the
amount of Rs. 6,66, 159/- which was appropriated to gratuity

reserve. The question is whether this should be treated as
reserve or provision. The point is well ~settled by the
decision of this Court in the case of Vazir Sultan (supra).
The answer to the ‘question will be that the anount of Rs.
6,66159/- will have to be treated as provision and not
reserve. We answer the question accordingly. ~The order of

the Hi gh Court to the above extent is set aside.

A point has been taken on behalf of" the respondents
that the anpbunt was nore than what was actually required to
be set apart as liability for gratuity. We are not
expressing any opinion as to that because that is a guestion
of fact. It does not appear fromthe Hi gh Court’s order or
the question raised that this point was at all in /issue
before the Court or the Tribunal

The assessee can raise this question, it can lawfully
do so, before the Tribunal. The appeal is allowed.




