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ACT:

I ncome Tax Act, 1961: ~Section 36(1)(iii)--Cooperative
Soci ety- Anbunts deposited by nenmbers in  Loss Equalisation
and Capital Redenption Fund--Wether deduction adnissible.

HEADNOTE
The respondent-assessee is a co-operative society run-
ning a sugar mll. Wth a viewto inducing its nenbers to

nake further contribution to its capital it incorporated a
bye-law which provided for the establishnent of ‘a ’'Loss
Equalisation & Capital Redenption Reserve Fund . ' Every
producer - sharehol der was required to deposit every year an
amount to this fund which was to be utilised for the purpose
of making the wpartly paid shares fully paid, and after
defraying the loan taken fromthe lndustrial Finance Corpo-
ration the balance was to be refunded to the nenbers. The
noney available in the Fund was utilised by the society for
the purpose of its business. A part of the ampunt was even-
tually wutilised for converting the partly paid shares -into
fully paid shares. It was then decided by the society to pay
interest on the balance available in the Fund. The interest
thus paid to its nmenbers was sought to be clainmed as deduc-
tion in computing the income of the assessee.

The Incone Tax O ficer rejected the claimholding that
the ampbunt did not represent |oans taken by the assessee .or
capital borrowed for the purpose of its business. The Appel -
| at e Assistant Commi ssioner confirmed the disallowance; The
I ncome Tax Appel |l ate Tribunal accepted the second appeal of
the assessee and held that it was not necessary that borrow
ing must contain an el enent of paynent of interest and  that
even if a deposit was made by the menbers of the society
which waS utilised for the purpose of the business of the
assessee, the funds represented by such deposit would be
"capital borrowed’ for the purpose of s. 36(1)(iii) of the
Income Tax Act, 1961. The Hi gh Court agreed with the view
taken by the Appellate Tribunal and answered the questions
referred to it in favour of the assessee and against the
Revenue.

Wiile allow ng the appeals and answering the questions
in the negative in favour of the Revenue, this Court.

841
HELD: (1) Section 36(1)(iii) of the Income Tax Act, 1961
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provides that in conputing the incone chargeabl e under the
head ’'profits and gai ns of business or profession’ a deduc-
tion shall be allowed of the amount of interest paid in
respect of capital borrowed for the purposes of the business
or profession. [845G H]

(2) The words ’'borrowed nmoney’ should not be given a
strained neaning and it should be considered whether in
ordinary comercial usage the relationship was that of a
borrower and | ender and the transactions’were |oan transac-
tions. To constitute borrowed noney there must be a rea
borrowi ng and a real |ending. [846B, D

(3) It is apparent that the deposits made by the nenbers
cannot be regarded as | oans advanced by the nenbers to the
assessee. There was never any intention between the assessee
and its nmenbers to treat the deposits nade by the nmenbers as
| oans and that the relationship between the assessee and the
nmenbers should be that of borrower and | ender., [847F, G

Port ~of London -Authority v. Conm ssioner of Inland
Revenue, [1922] 2 KB 599 (CA); Conm ssioner of Inland Reve-
nue v. 'Port of London Authority, [1923] AC 507; Inland
Revenue Conmi ssioner v. Rowntree & Co. Ltd., [1948] 1 ALL ER
482 (CA); Conmi ssioner of |Incone-tax, Qujarat v. Rajkot
Seeds, G| & Bullion Merchants Association Ltd., [1975] 101
| TR 748; Conmi ssioner of ‘Excess Profits Tax, Central Cal cut-
ta v. Bhartia Electric Steel Co. Ltd., [1954] 25 |ITR 192;
Bonbay St eam Navi gation Co. [1953]; Private Ltd. v. Comm s-
sioner of Inconme-tax Bonbay, [1965] 56 | TR-'52 and Madhav
Prasad Jatia v. Comm ssioner of |Income-tax Utar Pradesh,
[1979] 118 I TR 200, referred to.

(4) A loan necessarily supposes a return of the nopney
| oaned. The circunstance that there was no certainty that
any bal ance would renain for refund to the nembers would in
itself indicate that the deposits could not be regarded as
| oans. [847G H|

JUDGVENT:

ClVIL APPELLATE JURI SDI CTION: Civil Appeals Nos. 1358-61
of 1979.

From t he Judgnent and Order dated 6.9.78 of the Allaha-
bad H gh Court in |I.T.R No. 114/78.

B .B. Ahuja, K C. Dua and Mss. A. Subhashini for the appel-
| ant s.
842

S.C. Manchanda, Ms. A K Verna and Joel Pares for the
respondent .

The Judgrment of the Court was delivered by

PATHAK, CJ. These appeal s by special |eave are directed
agai nst the judgnent of the High Court at Allahabad ~ di spos-
ing of an Inconme-tax Reference in favour of the assessee and
agai nst the Revenue.

The assessee is a co-operative society running a sugar
mll. For the assessnent year 1968-69 it claimed paynent - of
interest anpbunting to Rs. 1,81,7 16. This was interest ©paid
to the accounts of its nenbers, who had deposited certain
amounts with the assessee in accordance with Bye-law No. 50
and it was debited by the assessee to its profit and |oss
account. In the initial years of the working of the Society,
certain partly paid shares were allotted to its farner
nmenbers. Wth a viewto inducing these nenbers to make
further contribution to the capital of the Society, bye-Ilaw
No. 50 was incorporated in the Bye-laws of the Society. The
bye-1 aw as amended provi des:

"50. There shall be established a ’'Loss Equalisation &
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Capital Redenption Reserve Fund in the society. Every
producer - shar ehol der shall deposit every year a sum not |ess
than 0.32 paise and not nore than 0.48 paise per quintal of
the sugarcane supplied by himto the society, as may be
determ ned by the Board until the shares to be subscribed by
the nenbers are fully paid-up. The anpbunt standing to the
credit of this fund presently or to be credited in future,
shall be used for naking the partly paid shares fully paid
up. The bal ance of the said amount shall be refunded to the
menbers soon after the present loan from the Industria
Corporation of India is repaid, whereafter the fund shal
cease to exist."

The noney available in the 'Loss Equalisation and Capi-
tal Redenption Reserve Fund’ was utilised by the assessee
for the purpose of its business. A part of the amunt was
also utilised for converting the partly paid up shares into
fully paid up shares. On 8 Septenber, 1967 the Board of
Directors of the Society decided in their neeting to pay
interest ‘at 6% onthe balance available in the aforesaid
Fund to 'its various nenbers to whomthe bal ance nobney be-
longed. |t was on this account that the Society claimed an
amount of Rs. 1,18,716 for the assessment year 1968-69.

843

The claim was rejected by the Income Tax O ficer. He
took the view that the anpunts deposited by the nmenbers of
the Society in the 'Loss Equalisation and Capital Redenption
Reserve Fund’ did not represent |oans taken by the assessee
but constituted a contribution by the menbers to convert
partly paid up shares into fully paid up shares and they
coul d not be considered as capital borrowed for the purpose
of its business. He held that's. 36(1)(iii) of the Incone-
tax Act did not apply to such interest and that it was not
adnmi ssible as a deduction in computing the total incone of
the assessee. For the assessnent years 1969-70 to | 1972-73
the claimto deduction on this account was as follows:

1969-70 Ca Rs. 1, 34,609
1970-71 Ce Rs. 1, 34,609
1971-72 Ca Rs. 1, 34,609
1972-73 Rs. 1, 34,609

The I ncome Tax O ficer took the sane view for these ~assess-
ment years as he did for the assessment year 1968-69.

In appeals preferred by the assessee the Appellate
Assi st ant Comm ssioner of Income-tax confirmed the disall ow
ance for the assessnent year 1968-69 on the ground that
Bye-law No. 50 did not provide for the refund of ‘the _anmount
standing to the credit of the nenbers at any tinme before the
payment of the loan to the Industrial Finance Corporation of
India, that the |oan was still outstanding on 30 June 1967,
the last day of the previous year relevant to the assessnent
year 1968-69, and noreover the Bye-law did not provide for
paynment of interest at all. He observed that the “Directors
could not pay any interest unless the Bye-law was anended by
the nenbers of the assessee. He observed that the interest
pai d nust be regarded as an exgratia paynent to the producer
menbers of the society who had contributed to the Fund, —and
that it was not nade for the purpose of the business of the
assessee or on the ground of conmercial expediency. The sane
order was passed by the Appellate ASsistant Conmi ssioner on
the appeals for the remaining years.

In second appeals filed by the assessee for all the
assessment years the I ncone Tax Appellate Tribunal held that
the anmpbunt standing to the credit of the 'Loss Equalisation
and Capital Redenption Reserve Fund’ which was utilised by
the assessee for the purpose of its business represented
noneys borrowed for the purpose of its business and that
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interest paid on such noneys was eligible for deduction
under

844

s. 36(1)(iii) of the Income-tax Act, 1961. The Appellate
Tri bunal negatived the contention of the Revenue that only
such deposits could constitute 'capital borrowed wthin the
nmeaning of s. 36(1)(iii) of the Act which were initially
borrowed with the stipulation to pay interest thereon. The
Appel late Tribunal observed that the expression ’capita
borrowed’ had not been defined in the Incone-tax Act and
that its ordinary neaning would have to be gathered in
construing the neaning of s. 36(1)(iii). It said that it was
not necessary that borrowi ng nust contain an elenent of
paynment of interest and that even if a deposit was nade by
the nenbers of the society which was utilised for the pur-
poses of the business of the assessee, the funds represented
by such deposit would be "’ capital borrowed for the purposes
of s. 736(1)(iii) of the Act. The Appellate Tribunal also
recorded 'that” it was not disputed that the deposits were
taken for ~the purposes of the business. In the circum
stances, the Appellate Tribunal held that when the Board of
Directors of the assessee considered it proper to pay inter-
est on those deposits, such'interest was adm ssi bl e under s.
36(1)(iii) of the Act.

During the heating of the appeals for the assessnent

years 197071 and 197 1-72, it was pointed out by the Revenue
that the auditors of the assessee had observed in their
audit report that 'the paynent of interest on the 'Loss
Equal i sation and Capital Redenption Reserve Fund’ shoul d not
have been nade by the assessee in view of s. 57 of the Utar
Pradesh Co-operative Societies” Act, which reads:
"Fund not to be divided: Except as otherw se specifically
provided in this Act, no part of the Funds other than the
net profits of a co-operative society shall be paid by way
of bonus or dividend or otherwise distributed anbng its
menbers:

Provi ded that a nmenber nay be paid renmuneration on
such scale as nay be laid dowmn in the bye laws  for any
services rendered by himto the co-operative society.”

The Appellate Tribunal held that s. 57 was not relevant
as the paynent of interest to the shareholders, on the
amounts deposited by them did not represent any payment by
the Society by way of bonus or dividend or otherw se, of any
part of its funds other than its net profits. The Appellate
Tri bunal al so observed that the interest paid by the asses-
see to the 'Loss Equalisation and Capital Redenpti on Reserve
Fund” was met fromout of the net profits of the assessee.
It was found that the assessee had sufficient income out of
whi ch the interest
845
could be paid by it. For these reasons, it held “that the
paynment of interest was not affected by s. 57 of the  Utar
Pradesh Co-operative Societies Act.

At the instance of the Revenue the follow ng two ques-
tions in respect of the five assessnment years were referred
by the Appellate Tribunal to the Hi gh Court at Allahabad for
its opinion.

"1. Wether the credit balances in the Loss Equalisation and
Capital Redenption Reserve Fund which were actually used by
the assessee for the purposes of its business represented
capital borrowed by the assessee for the purpose of its
busi ness within the neaning of s. 36(1)(iii) of the Act?

2. VWether the Tribunal was right inlawin allowing inter-
est on such balances standing to the credit of the Loss
Equal i sation and Capital Redenpti on Reserve Fund as a deduc-
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tion in conputing the total inconme of the assessee?"

A further question compn to the assessnent years 1969-

70 to 1972-73 was also flaned. It reads:
"Whether the Tribunal was right in law in holding that the
i mpugned payments of interest did not contravene the provi-
sions of s. 57 of the Uttar Pradesh Co-operative Societies
Act, 1965?"

The High Court agreed with the view taken by the Appel-
late Tribunal and answered the questions in favour of the
assessee and agai nst the Revenue.

Before wus, the parties have confined thenselves to the
first two questions and it is requested that we need not
consider the third question.

In these appeals the question is whether the claim to
deduction wunder s. 36(1)(iii) of the Income-tax Act can be
al lowed. Section 36(1)(iii) of the Act provides that in
conputing the incone chargeabl e under the head ’'profits and
gai ns of business or profession a deduction shall be al-
| owed ' of the anpunt of interest paid in respect of capita
borrowed for the purposes of the business or profession. Can
it be said that the credit bal ance in the 'Loss Equalisation
and Capital Redemp-

846

tion Reserve Fund represents capital borrowed by the asses-
see for the purposes of its business? What is ’'borrowed
noney’ has been construed by the Courts in England in a
nunber of cases. In Port of London Authority v. Conm ssioner
of Inland Revenue, [1922] 2 KB 599 (CA). Lord Stendale, MR
observed that in order that there be borrowed noney there
must be a borrower and a | ender, and | ater, when the Revenue
took the case in appeal to the House of Lords, the House of
Lords laid down in Conmssioners of Inland Revenue v. Port
of London Authority, [1923] AC 507 that to constitute bor-
rowed noney there nust be "a real borrowing and a rea
l endi ng". Again in Inland Revenue Conmi ssioners v. Rowntree
& Co. Ltd., [1948] 1 Al ER 482 (CA), the Court of Appea
considered the neaning of the words 'borrowed noney’ and
observed that the words should not be given a  strained
meani ng and that it should be considered whether in ordinary
conmer ci al usage the relationship was that of a borrower and
a lender and the transactions were |oan transactions. These
cases were relied upon by the Gujarat H gh Court in Comm s-
sioner of Inconetax, Qujarat Iv. Rajkot Seeds, G| & Bullion
Merchants Association Ltd., [1975] 101 I TR 748 in support of
the conclusion that on the facts of the case before the High
Court there was no relationship of borrower and |ender
between the Rajkot Seeds and Ol and Bullion Merchants
Association and its menbers in so far as deposits by the
menbers were concerned. It was held that the anpunts / were
deposited by way of security taken for the due performance
of the, obligation of a menber under the Rules of the Asso-
ciation for the discharge of his obligations to the Associ a-
tion and to the other menbers of the Association. There was
no | oan or borrowing at all. This question had in fact  been
consi dered by the Calcutta Hi gh Court as |ong ago as Comm s-
sioner of Excess Profits Tax, Central, Calcutta v. Bhartia
Electric Steel Co. Ltd., [1954] 25 ITR 192 in the context of
the third proviso to Rule 5A of Schedule | to the Excess
Profits Tax Act, 1940. The nobney in question in that case
had been obtained by the issue of shares, and it was held
that it could not possibly be said that the persons who had
taken up the deferred shares had ever intended to grant a
loan or that the Conpany whi ch had obtained noney on the
shares had ever intended to borrow This Court in Bonbay
St eam Navi gati on Co. (1953) Private Ltd. v. Conmi ssioner of
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I ncome-tax Bonbay, [1965] 56 ITR 52, was dealing wth a
claim to deduction wunder s. 10(2)(iii) of +the Indian
Income-tax Act 1922 in a case where under an agreenent
certain assets were to be taken over by the assessee from
the Scindia Steam Navi gati on Conpany Ltd., and part of the
consideration was paid by the assessee while the bal ance
remai ned unpaid. For agreeing to deferred paynent of the
bal ance of the consideration, the Scindias

847

were to be paid interest. This Court observed:

"An agreenent to pay the bal ance of consideration due by the
purchaser does not in truth give rise to a |loan. A loan of
noney undoubtedly results in a debt, but every debt does not
involve a loan. Liability to pay a debt nay arise from
di verse sources, and a loan is only one of such sources.
Every creditor who is entitled to receive a debt cannot be
regarded as a lender. |If the requisite anmount of considera-
tion had been borrowed froma stranger, interest paid there-
on for the purpose of carrying on the business would have
been regarded as a perm ssible allowance, but that is wholly
irrelevant in considering the applicability of clause (iii)
of sub-section (2) to the problemarising in this case. The
| egi sl ature has under clause (iii) permitted as an all owance
interest paid on capital borrowed for the purposes of the
busi ness: if interest be paid, but not on capital borrowed,
clause (iii) will have no application .'

The point was al so discussed by this Court in Mdhav
Prasad Jatia v. Conmissioner of Incone-tax, U'P., [1979] 118
| TR 200 where the question was whether the interest clained
under s. 10(2)(iii) - of the Indian Inconme-tax Act, 1922
related to borrowing for the purpose of the business.

In the present case, Bye-law No. ~ 50 .indicates that
deposits were to be made by the producer -~ nenbers in the
"Loss Equalisation and Capital Redenption Reserve Fund’ for
the purpose of meking the partly paid shares fully paid up
and it was understood that the balance of the anpbunt would
be applied to the loan taken fromthe Industrial Finance
Corporation of India and thereafter whatever renai ned  woul d
be refunded to the depositing nenmbers resulting in the
extinction of the Fund. It is apparent that the deposits
made by the menbers cannot be regarded as | oans advanced by
the menbers to the assessee. The noneys deposited represent-
ed contribution by the nenbers for converting the partly
paid up shares into fully paid up shares and thereafter for
del ayi ng the | oan taken fromthe Industrial - Fi nance Corpora-
tion of India. Any bal ance remaining was to be refunded to
the nenbers. The circunmstances that there was no certainty
that any balance would remain for refund to the nenbers
would in itself indicate that the deposits could not be
regarded as loans. A |loan necessarily supposes a return of
the noney | oaned. Even under the original Bye-law No. 50,
whi ch provided for deposits by the nenbers to the
848
"Loss Equalisation and Capital Redenption Reserve Fund, it
was contenpl ated that the deposits woul d be accunul ated and
be utilised for repaynment of the initial |oan taken fromthe
Industrial Finance Corporation of India and thereafter for
redeeming the 'Covernnent share’, and the balance of the
deposit after neeting | osses would be converted into share
capital and each producer menber woul d be issued shares of
the assessee. There was never any intention between the
assessee and its nmenbers to treat the deposits made by the
menbers as loans and that the relationship between the
assessee and the nenbers should be that of borrower and
| ender. The High Court erred in holding that the claim to
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deduction on account of interest paid by the assessee to its
nmenbers was admi ssible under s. 36(1)(iii) of the Act.

It is urged by |learned counsel for the assessee that if
the claimto deduction cannot be rested on s. 36(1)(iii) of
the Act, it should be regarded as adm ssible under s. 37 of
the Act. W are not satisfied that all the facts necessary
for considering a claimfor deduction under s. 37 are before
us. It will be noticed in Madhay Prasad Jatia (supra) that
the question of |aw expressly took in the claimto deduction
not only with reference to s. 10(1)(iii) but alternatively
with reference to s. 10(2)(xv) of the Indian Income-tax Act,
1922. \Whether or not it is still open to the assessee to
rai se that question before the Appellate Tribunal when the
case goes back to it for disposing it of in conformty wth
the opinion expressed by this Court in these appeals is a
guestion on which we propose to express no view at this
st age.

In the result the appeals are allowed, the inpugned
j udgrment ~of the High Court in all these cases is set aside
and the first and the second questions framed by the Appel-
late Tribunal are answered in the negative, in favour of the
Revenue and agai nst the assessee. There is no order as to
costs.

R S. S Appeal s al | owed.
849




