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JUDGMENT

Y. K. Sabhar wal , J.

Thi s appeal has been filed by the revenue to chall enge
the correctness of the judgnment and order of the H gh Court
of Kerala dated 18th August, 1998. ~The case relates to
assessment year 1985-86. On reference under Section 256(1)
of the Incone Tax Act, 1961 as applied to surtax by Section
18 of the Conpanies (Profits) Surtax Act, 1964 the questions
that arose for consideration of the Hi gh Court were:

"(a) Whether, on the facts and in the circunstances of
the case, the Appellate Tribunal is right-in1lawin holding
that the loan redenption reserve anount to Rs.1 crore is a
reserve and not a provision and is to be included in the
conputati on of capital for the purpose of surtax?

(b) Wiether, on the facts and in the circunstances of
the case and in view of the Supreme Court decision in_ the
case of Vazir Sultan Tobacco Co.Ltd. (132 ITR 559), the
Appel late Tribunal is right in holding so?"

By the inmpugned judgnent the High Court answered the
guestions in the affirmative, that is, in favour of the
respondent - assessee and agai nst the revenue.

The respondent had obtained Rs.491 | akhs as | oan from
Governnment of Kerala from 1968 to 1983 for the expansion of
the Titanium Dioxide Plant. It could repay upto March, 1987
only a sum of Rs.115.50 |akhs. The bal ance of the |oan
out st andi ng as on 31st March, 1987 was Rs. 377.50 | akhs which
i ncluded a sum of Rs.245 | akhs bei ng overdue instal nent of
principal from 1983 onwards. Qut of the sum of Rs.245 | akhs
outstanding, two instalnents totalling Rs.102 |akhs were
repaid to the Government during June 1987 and the arrears
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due to the Government towards principal of the |oan anount
as on the date of the presentation of the annual report of
the conpany for the financial year 1986-87 was Rs. 143 | akhs.
The assessing authority disallowed the sumof Rs.1 crore
standing in the credit side under the head ‘loan redenption
reserve’ holding that even if it is conceded that it is an
appropriation from profit by way of a fund even then it
partakes the nature of the ‘sinking fund’ only which can be
only for clearing of an ascertained liability. It further
held that the fact that a sumhas been set apart for
redeeming liabilities makes it obvious that the intention is
for clearing a liability and not acquiring an asset. The
assessing authority held the ambunt was a ‘provision’ and
not a ‘reserve. The appeal preferred by the respondent was
di smi ssed on 31st January, 1990 and the assessnent order was
upheld by the Commissioner of Incone-tax (Appeals). The
I ncome-tax Appellate Tribunal, however, by order dated 25th
Septenber, 1991 allowed the appeal of the assessee and
directed 'the assessing officer to include the sumof Rs. 1
crore in the capital of the conpany for the purpose of
surt ax. The Tri bunal held that there was no stipulation by
the Governnent for the creation of |oan redenption reserve
on its own volitionthe assessee had been creating a |oan
redenption reserve by making an appropriation of profit of
Rs. 10 |akhs each/ year beginning from 1970; the tota
reserve amount to Rs.100 | akhs remai ned undisturbed till the
year 1987 and in the year 1988 the sanme was transferred to
the general reserve and that the anount appropriated was not
against the profits but was fromout of the profit and the
| oan redenption reserve did not bring into existence any
fresh liability because the liability was already in
exi st ence. These are the circunmstances under which the two
guestions noticed above were answered by the H gh Court in
favour of the respondent-assessee.

The point for determnation is whether the |[|oan
redenption reserve anount to Rs.1 crore is a reserve or it
is a ‘provision. It may be noticed that the tribunal in
its order had also relied upon the decision of the Calcutta
Hgh Court in Cl1.T. v. Pieco Electronics & Electricals
([1987] 166 ITR 299). That decision has al so been referred
in the inpugned judgnent of the H gh Court. —The decision of
the Calcutta Hi gh Court in Pieco Electronics (supra) has
been overturned by this Court in National Rayon Corporation
Ltd. v. Commi ssioner of Income-tax ([1997] 227 | TR 764).
Rel yi ng upon Vazir Sul t an Tobacco Co. Ltd. V.
Conmi ssi oner of Income-tax, A.P. ([1981] 132 ITR 559) the
Court rejected the contention that if the redenption or
appropriation of a sumout of profits and surpluses was for
a unknown liability or for a liability which did not / exist
on the relevant date, it nust be regarded as a reserve. The
contention was held to be fallacious. The expressions
‘provision” and ‘reserve’ have not been defined in the
Conpanies (Profits) Surtax Act, 1964. After referring to
the dictionary neaning of these expressions and bearing in
mnd the distinction between the two concepts as known in
the comercial accountancy and decision of this Court in
CIl.T. V. Century Spi nning & Manuf acturing Co. Lt d.
([1953] 24 ITR 499) and Metal Box Conpany of India Ltd. wv.
Their Worknmen ([1969] 73 ITR 53) it was held in Vazir
Sultan’s case (supra):

"In other words the broad distinction between the two
is that whereas a provision is a charge against the profits
to be taken into account against gross receipts inthe p &
www.taxcode.in




http://JUDIS.NIC. IN supreve GaserCéatiqna(2017) taxcode.in 489 SCpage 3 of 5

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 business. Bearing in
mnd the aforesaid broad distinction we wll briefly
indicate how the two concepts are defined and dealt with by
the Conpani es Act, 1956.

Under s.210 of the Conpanies Act, 1956, it is
i ncumbent upon the board of directors of every conpany to
| aw before the annual general neeting of its sharehol ders,
(a) the annual bal ance-sheet, and (b) the profit and |oss
account pertaining to the previous financial year. Section
211 (1) provides that every bal ance-sheet of a conpany shal
give a true and fair view of the state of affairs of the
conpany as at the end of the financial year and shall
subject to the provisions of this section, be in the form
set out in Pt. I  of Sch. VI, or near thereto as
ci rcunmstances admt or in such other formas may be approved
by the Central Govt. either generally or in any particular
case, while s. 211 (2) provides that every profit and | oss
account of a conpany shall give a true and fair view of the
profit or 1loss of the conpany for the financial year and

shal |, subject as aforesaid, comply with the requirenments of
Pat. Il of Sch. VI, so far as they are applicable thereto.
In other words the preparation of bal ance-sheet as well as

profit and loss account in the prescribed fornms and |aying
the same before the sharehol ders at the -annual genera
neeting are statutory requirements which the conpany has to
observe. The form of bal ance-sheet as given in Pt. | of
Sch. VI contains separate heads of "Reserves and Surpl uses"
and "Current Liabilities and Provisions" and under the

sub- head "Reserves" different Kkinds of ~reserves are
i ndi cated and under sub-head "Provisions" different types of
provisions are indicated! Part Il is‘the interpretation
clause setting out the definitions of various expressions
occurring in Pts | and Il and the  expressions "reserve",
"provision" and "liability" have been defined /in cl.7
thereof. WMaterial portion of cl.7 of Pt.I1l runs as under
‘(1) For the purposes of Parts | and Il of this

Schedul e, unless the context otherw se requires, -

(a) the expression ‘provisions' shall, subject to
sub-clause (2) of this clause, nean any amount witten ~off
or retained by way of providing for depreciation, renewals
or dimnution in value of assets, or retained by way of
providing for any known liability of which the anmount cannot
be determ ned with substantial accuracy;

(b) the expression ‘reserve’ shall not, subject as
af oresaid, include any amount witten off or retained by way
of providing for depreciation, renewals or dimnution in
value of assets or retained by way of providing for any

known liability;, ........ and in this sub-clause the
expression ‘liability’ shall include all liabilities in
respect of expenditure contracted for an all disputed or

contingent liabilities.

(2) Were- (a) any amount witten off or retained by
way of providing for depreciation renewals or dimnution in
val ue of assets, not being an ampbunt witten off in relation
to fixed assets before the comencenent of this Act; or (b)
any amunt retained by way of providing for any known
liability; is in excess of the ambunt which in the opinion
of the directors, is reasonably necessary for the purpose,
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the excess shall be treated for the purposes of this
Schedul e as a ‘reserve’ and not a ‘provision

On a plainreading of cl. 7(1)(a) and (b) and cl

7(2) above it wll appear clear that though the term
"provision®" is defined positively by specifying what it
neans the definition of "reserve" is negative in form and
not exhaustive in the sense that it only specifies certain
amounts which are not to be included in the term"reserve".
In other words the effect of reading the two definitions
together is that if any retention or appropriation of a sum
falls within the definition of "provision" it can never be a
reserve but it does not followthat if the retention or
appropriation is not a provisionit is automatically a
reserve and the question will have to be decided having
regard to the true nature and character of the sum so
retained or appropriated depending on several factors
including the intention with which and the purpose for which
such retention or appropriation has been nade because the
substance of the matter is to be regarded and in this
context the prinmary dictionary neaning of the term"reserve"
may have to be availed of. But it is clear beyond doubt
that if any retention or appropriation of a sumis not a
provision, that is‘to 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.
We are enphasising this aspect of the matter because during
the hearing alnost all counsel for the assesses strenuously
contended before us that once it was shown or becane clear
that the retention or appropriation of a sumout of profits
and surpluses was for._an -unknown liability —or for a
l[iability which did not exist on the relevant date it nust
be regarded as a reserve. The fallacy wunderlying the
contention becores appar ent if the negative and
non- exhaustive aspects of ‘the definition of reserve are
borne in mnd. Having regard to the type of definitions of
the two concepts which are to befound in cl.7 of Pt. 11
the proper approach in our viewwould be first to ascertain
whet her the particular retention or appropriation of ‘a sum
falls wthin the expression "provision' and if it does then
clearly the concerned sumw |l have to be excluded from the
conputation of «capital, but in case the retention or
appropriation of the sumis not a provision as defined, the
guestion wll have to be decided by reference to the true
nature and character of the sum so retai ned or appropriated
having regard to several factors as mentioned above and if
the concerned sumis in fact a reserve then it will be taken
into account for the conputation of capital."”

In view of the aforestated | egal position, the aspects
taken into consideration by the tribunal and affirned by the
Hi gh Court that there was no stipulation by the Governnent
for creation of |oan redenption reserve; that the assessee
had not kept to the schedule for repaynent; that the
assessee, on its own volition, had created a | oan redenption
reserve by naking appropriation of profit of Rs.10 |[akhs
each vyear beginning from 1970; that the total reserve
amounting to Rs.100 | akhs renmai ned undi sturbed till the year
1987 and in the vyear 1988 the sane was transferred to
general reserve and that the bal ance sheet showed that the
amounts credited to the ‘Il oan redenption reserve’ were not
i nvested outside the conpany but remai ned internally
invested, on the facts found, were not relevant for
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determning as to whether the ambunt was an asset or
provi si on. As held in Vazir Sultan the true nature and
character of an appropriation has to be determned wth
reference to the substance of the matter, one nust have
regard to the intention with which and the purpose for which
the appropriation has been nmade, such intention and purpose
being gathered from the surrounding circunstances. The
Vazir Sultan's case (supra) also holds that if any retention
or appropriation of a sumfalls within the definition of
‘provision’ it can never be a reserve but it does not fallow
that if the retention or appropriation is not a ‘provision
it is automatically a reserve. The fact that ampunt has
been set apart for redeenming liabilities makes it obvious
that the intention is for clearing liabilities and not
acquiring an asset. Bearing in mnd these aspects, it is
clear that the amount in-question cannot be regarded as a
‘reserve’. It hasto beregarded as a ‘provision’. Cearly
the anmpbunt was set apart to neet a loan liability. 1t my
al so be noticed that the amount set apart is less than the
respondent’s liabilities. It cannot be regarded as an
asset. The decision in Vazir Sultan’s case (supra) was not
correctly appreciated by the H gh Court. |In this view, the
guestions deserve to be answered in the negative.

For the aforesaid reasons, we allow the appeal and
answer the questions in the negative, that is, in favour of
the revenue and agai nst the assessee, uphol ding the order of
the assessing authority. The parties are left to bear their
own costs.
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