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ACT:

I ncome-tax Act (11 of 1922), s. 16(3) (a) (i) and (ii)-
Assessee and his wife partners in a firmMnor sons entitled
to benefits-Profits of wfe and mnor sons allowed to
accumul ate with firm Payment of interest by firm Wether can
be included in income of the assessee:

HEADNOTE:

The appellant was a partner in a firmin which the other two
partners were his wife and a stranger. ~Two, mnor sons of
the appellant were also admitted to the benefits of the
partnership. Under the partnershi p-deed, the shares of the
five persons in the profits were defined and it was also
provided that a partner may advance a |loan for neeting the
expenses of the firmand receive interest on such |loan upto
12% The ampunts of profits falling to the shares ~of the
wi fe and sons were allowed to accunul ate in the accounts of
the firm Till the beginning of the accounting year 1956-
57, the profits that were accunul ati ng were kept wi thout any
interest, but thereafter the firmallowed interest at 9% per
annum On the question whether the interest could be ~added
to the income of the appellant for purposes of assessnent,
under s. 16 (3) (a) (i) and (ii) of the Income-tax Act,
1922.

HELD : The interest indirectly arose and accrued to the wife
and the minor sons because of their capacity nentioned in s.
16 (3) (a) (i) and (ii) and could therefore be included for
assessnment in the inconme of the assessee, under the section

[730 F-G

The accunul ated profits remaining in the hands of the firm
could not be equated with deposits nmde wth or |oans
advanced to the firm The wife and minor sons earned the
profits because of their nenbership of the firmor because
of their admi ssion to the benefits of the firm, and having
earned themin that capacity, they allowed the use of the
profits to the firmwthout any specific arrangenent as
woul d have been entered into if the funds belonged to a
stranger. They let the firmuse the funds because they were
interested in the profits of the firm and interest was
allowed on the accumulation sinply because the f unds
bel onged either to a partner or to mnors admtted to the
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benefits of the partnership. [730 B, C-D, F
Case law referred to

JUDGVENT:

ClVIL APPELLATE JURI SDICTION : Civil Appeal No. 556 of 1965.
Appeal by special |eave fromthe judgnent and order dated
August 27, 1962 of the Hi gh Court of Madras in T.C. No. 82
of’ 1960.

A. K Sen and R Copal akri shnan, for the appellant.

S. T. Desai, A N Kripal and R N Sachthey, for the
respondents.
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The Judgnent of the Court was delivered by

Bhargava, J. The appellant is a senior partner ina firm’'in
which the two other partners are his wife and a stranger. in
addition,  two mnor sons of the appellant were admtted to
the -benefits of ~the partnershinp. Under the deed of
agreenment. _constituting the partnership, the shares in the
profits of all the five persons were defined. There was
al so specification of the shares in which | osses were to be
shared by the three partners. There was a clause in the
deed of partnership that "if the firmrequires any sum for
neeting the expenses for its managenent and if any of the
partners -has and is willing to give such amount, he nay
advance (such ,anount) as |loan. He nay receive interest for
such sumat the rate',of 12 annas per cent per nmensem" The
firm earned profits which were distributed in_accordance
with their shares between the three partners and the two
m nors who were adnitted to the benefits of the partnership
The anounts of profit falling to the share of the wfe of
the appellant and his two minor sons were allowed -to
accunul ate in the accounts of the partnership for a nunber
of -years. Up to the beginning of the previous year
rel evant to the assessnent year 1957-58, the profits that
were accunulating in the accounts to the credit of the wfe
and the two minor sons of the appellant were kept without
any interest. Wth effect from the previous year in
guestion, the partnership decided to allow interest at 9 %
per annum on these accunul ated profits, so that, during this
previous year, the anmounts to the credit —of these three
persons increased on account of two additions in each case.
There was addition of further profit falling to their share
and there was added interest on the opening balance of the
accunul ated profits "in the a(-,counts of each one of these

three persons. Al these anpbunts added to the accounts
during the previous year in respect of share of profits as
well as interest on accunul ated profits were ,added to the

income of the appellant for purposes of assessnent / under
section 16(3) (a) (i) and (ii) of the Income-tax Act. These
additi ons were challenged by the appellant on two different
grounds. The first ground was that the provisions of s.
16(3) (a) (i) & (ii) were ultra vires as being beyond the
| egi sl ative powers of the Parlianment. The second ground was
that, even on the application of these provisions, at |east
the anpunt added to the incone of the appellant in respect
of the interest credited in the accounts of his wfe and
m nor sons was not justified in law. Both these objections
were over-ruled by the Inconme-tax Oficer. On appeal, the
Appel | ate Assi stant Comm ssioner upheld the decision of the
Income-tax O ficer on the first point, but decided the
second point in favour of the appellant and held that the
interest earned by his wife and nminor sons from the firm
could not be included in the income of the appellant for
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purposes of charging it with incone-tax. The | ncone-tax
Appel l ate Tribunal, on further appeal
729

agai n upheld the decision on the first question, but, on the
second question, partly rejected the claimof the appellant.
The Tribunal held that the ampbunt of interest <credited to
the anmpunt of the mnors in respect of capital provided by
their grand-father and grand-nother had to be excluded from
the total income of the assessee, while the interest earned
on the accumulated profits was rightly included in the
income of the appellant. Thereupon, at the request of the
appel l ant, the follow ng two questions were referred by the
Tri bunal for the opinion of the Madras Hi gh Court: -

“(i) \Whether the provisions of section 16(3) (a) (i) and
(ii) offend clauses (f) and (g) of Article 19(1) of the
Constitution of India ?

(ii)Whether interest credited by the aforesaid firmto the

assessee’'s wife and mnor children attributable to past
profit accumulations only is includible in the assessnent of
the assessee under Section 16(3)(a)(i) and (ii)

The High  Court answered both the ~questions against the
appel l ant, and consequently, he has cone up to this Court by
speci al | eave.

So far as the first question is concerned, |earned counse

appearing for the appellant hinself did not press it before
us in view of the decision of this Court in Balaji V.
I ncome-tax O ficer, Special Investigation Crcle, Akola, and
QO hers(’). That 'point was earlier decided by the Madras
Hgh Court in B. N Amna Uma v. Incone-tax Oficer,
Kozhi kode(2) . It has been hel'd by this Court in Balaji’s
case(’) that the provisions of s. 16(3)(a)(i) and (ii) did
not inpose any unreasonable restriction on the fundanenta

rights of the assessee under Article 19(1)(f) and (g) of the
Constitution, and were, consequently, ~valid. The ' first
qguestion has, therefore, been clearly answered correctly by
the H gh Court against the appellant.

Learned counsel appearing for the appellant mainly argued
before wus the second question and urged that though the
profits earned fromthe partnership by the wife and the
m nor sons of the appellant were undoubtedly incone arising
to them directly fromthe partnership of the wife in the
firm or the adm ssion of the minors to the benefits of ~the
partnership in the firm the interest accruing on the
accunul ated profits should not be held to arise either
directly or indirectly fromthe sane source. The argunent
was that the accumul ated profits belonging to the wife and
the mnor sons should be held to be in the “nature of
deposits made

(1) [1962] 2 SSCR 983 :43 |.T.R 393.

ML7SUPCI / 66- 2

(2) 26 1.T.R 137.
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by themwith the firm or in the nature of |oans advanced by
them to the firm and interest earned on such deposits  or
| oans can have no relationship with the nenbership in the
firm of the wife or the admission to the benefits of the
partnership of the minor sons. |t appears to us that these
accunul ated profits remaining in the hands of the firm
cannot, on any principle, be equated with deposits nmade or
| oans advanced. The profits accunulated to the credit of
the wife and the minor sons, because they did not draw their
share of profits when distribution of profits took place,
and all owed those profits to remain with the firm but there
is no suggestion at all that, at that stage, either the wife
or the minor sons, or anyone on their behal f, purported to
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enter into an arrangenent with the firm to keep these
accunul ated profits as deposits. Simlarly, there was no
such contract which could convert those accumulations into
| oans advanced to. the firmby these persons. The facts and
circunstances indicate that the wife and the mnor sons had
earned these profits because of their nenbership of the firm
or because of their adm ssion to the benefits of the firm
and having earned these profits in that capacity, they
allowed the wuse of their profits to the firm wi thout any
specific arrangenent as would naturally have been entered
into if these funds had belonged to a stranger., They |et
the firm use these funds of theirs, because they had in-
terest in the profits of the firm The facts al so show that
the wuse of these noneys was allowed to the firm wthout
asking for any interest, and it was only at a |later stage
that the three partners of the firmdecided to give interest

on these anounts. VWhen the decision was taken to give
interest, .the nature of the funds did not change. They did
not get ~/converted into deposits. or |oans. They stil

remai ned " _accunulati ons bel onging to a partner or persons
adnmitted to the benefits of the partnership and allowed to
be used by the firm The interest also appears to have been
allowed by the firmsinmply because these funds bel onged
either to a partner or to the mnors who had been adnmtted
to the benefits of the partnership. It is thus clear that
the interest at least indirectly arose and accrued to the
wi fe and the m nor sons because of their capacity nentioned
ins. 16(3)(a)(i) and (ii) of the Income-tax Act.

In this connection, | earned counsel for the appellant relied
on a decision of the Bonbay  H gh Court in Bhogi | a

Laherchand v. Comm ssioner of I ncone-Tax, Bonbay Cty(). It
was held in that case that interest earned by mnors on
deposits mmintained in the firmcould not be held to. be a
benefit which the minors received fromtheir admission to
the partnership of the firm _The case is inapplicable,

because, as we have indicated above, in this case the
interest arising to the wife and the m nor sons of the

(1)25 I.T.R 523.
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appel l ant was not the result of any deposits nade by them
with the firm

Chout hmal Kejriwal v. Comm ssioner of Income-tax, Assam (')
and Akul a Venkat asubbai ah v. Comm ssioner of |ncone-tax(2)
were cases where interest was paid to the ninors on the
capital provi ded by them for the business of t he
partnership. |In those cases, it was held that the -interest
on the capital contributed by the mnor sons was benefit
arising fromthe adm ssion of the minors to the benefits of
the partnership, and consequently, that interest had to be
included in the total income of the father in his assess-
ment . These two cases are of no assistance, because the
nature of the anobunt on which interest has accrued 'to the
wi fe and the m nor sons of the appellant is different and is
not on capital advanced by themor on their behalf.

Ref erence was al so nade by | earned counsel to a decision of
the Allahabad H gh Court in L. Rain Narain Garg V.
Comm ssioner of Income-tax, U.P.(3), in which case also it
was held that interest paid to a mnor son adnmitted to the
benefits of a partnership on his capital investnent is
income derived directly or indirectly by him from the
admi ssion and is includible in the income of the father
under s. 16(3)(a)(ii) of the Incone-tax Act. It was further
held that it cannot be stated as a matter of law that
interest paid by a partnership to a mnor admitted to its
benefits can never be said to be connected even indirectly
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with the fact of his admission. It is connected wth the
fact if the interest paid is on capital investnent by the
m nor or on a | oan advanced to the partnership by the minor
and the partnership deed forbids the raising of a loan from
any person other than a partner or a person admitted to its
benefits. It is not connected with the fact if the interest
is paid on a deposit nmade, or |oan advanced by the mnor
and, the partnership was free to accept a deposit or a |oan
from any person even if not connected wth it. The
principle enunciated by the Al ahabad Hi gh Court does not
envisage all circumstances in which interest may be earned
by a mnor on his noneys with the firm The cases when
interest is earned on a deposit or a loan differ froma case
of the type before us where interest was earned on anounts
of which the minors pernmitted the use by the firm because
they were their accunul ated profits arising from the firm
itself and because of their interest in the firmas persons
admtted to the benefits of  the partnership. In the
ci rcunst ances, the answer returned by the Hi gh Court to the
second question was al so correct. Appeal disni ssed.

The appeal fails and is disnmissed with costs.

V.P. S

(1)41 1. T.R 570.

(2)47 I.T.R 458.

(3)55 I.T.R 435.
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