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INCOME-TAX REEEEENCE.

Before Sir Lionel Leach, Chief Justice, Mr. Justice King m d  
Mr. Justice Krishnaswami Ayyangar.

THE COM ISSIO N ER OF, INCOME-TAX, MADRAS, 1940, 
P e t it io n e e , , March 14.

V,

MADRAS AND SOUTHERN MAHRATTA RAILW AY 
COMPANY, LIM ITED,. MADRAS, R espondents/̂

Indian Income-Tax Act {X I of 1922), sec. Guaranteed 
interest paid iri London to r .ilway company by 8ecreta"y 
o f State for India—Subsequent reimbursement by him out 
of the profits of the company loorking in British India— 
Assessahility of ike amonnt to incofne-tax in British India’.

Where, in pursuance of a contract between a railway 
company working in British India and tke Secretary o f State 
for India, the Secretary o f  State for India paid guaranteed 
interest haif-yearly in sterling in London to the company 
on the capital prov-jded by it and at the end o f the year 
reimbursed himself out of the profits o f  the undertaking in 
British India, the surplus profits being distributed between 
the company and the Secretary o f State in proportion to 
their rsspeotive shares in the capital, the company con
tended that the payment o f guaranteed interest in London 
cannot be regarded as profits accruing or arising in British 
India withinthe meaning o f section 4 o f the Indian Income-Tax 
Act, 1922,.

negativing the contention, that the payment by 
the Secretary of State in London is merely a provisional 
payment which he recovers out o f the profits in British India 
and the sum of money representing the equivalent in rupees 
o f  the amount so paid is consequently liable to assessment 
in the hands of the company in British India.

Madras and Southern Mahratta Railway Go., Ltd. y . The 
Commissiomrs of Inland Revenm{ 1) appUed and followed.

* Original Petition No. 225 of 1939,
(1) <1926) 12 T.O. nil.

' 6 7 - a  ■■ :



CoMJiisscoHTSR Bmgul-Nagpuv Railway Compaiiy, Ltd. v. The, Secretary
0/  for India(l) not followed';-

vJ
M. & s. M. By. In the matter of tlie Indian Incoiue-Tas: Act XI

of 1922.
Nugent Grant (with him C. Krishnasivami Ayyar) for 

rospondents,—The assessee is a company incoiporated in 
England working a railway in British India. The company 
has contributed a portion of the capital of the undertaking 
and, under the terms of a, contract with the Secretary of State 
for India, the latter has agreed to pay every half-year to the 
company in London interest at the rate of three and a half 
per cent on the capital contributed by the company. The 
amount of such guaranteed interest paid to the company in 
London, is the subject-matter of dispute in the present case. 
The Income-tax authorities claim that this amount paid to 
the company in England la liable to income-tax in British 
India while the company contends that it is not so liable. 
Construing a similar contract between the Bengal-Nagpur 
E^lway Company and the Secretary of State for India, the 
Calcutta High Court held in Bengal Nagpur Railway Company, 
Ltd,v,The Secretary o f State for I  ndia(l) that such amount of 
gualranteed interelst recbived by that company in England was 
hot profit and that no income-ta'x could be levied on that 
amount in British India. This deoisio‘n is; no doubt, in 
conflict with the decision of R o w l a t t  J. in Madras and 
Southern Mahratla Rail m y Go,, Ltd, v. The Commissioners of 
Inland’ RevariUe{2). But the Income-tax authorities have 
for a M g  tithe accepted the Calcutta decision as correct and 
even after the debision of R o w l a t t  J., no attempt has been 
made to set mattera right by legislative amendments. Several 
amendmertts have been introduced in the Indian Income-Tax 
A6t on ■“■many other points but m  amendment has been 
sought to be made in regard to this matter. I shall, however, 
proceed on the basis that the view of the Calcutta High Court 
is erroneous and that the decision of R o w l a t t  J. must be 
accepted as correct. R o w l a t t  J. held that the guaranteed' 
interest received by the company in England formed part of 
the profits of the company, and that it must be taken into 
accountin assessing the company to corporation profits tax
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in , England, It may be that the amount of guaranteed Cctojissicî er 
interest paid in England is profit of the comp my ; but i;., is 
not profit or income accraing or ;;..ri'>ing in Brifcijh India ^
witliia tlio nieanittg o f section 4 of the riKlip„n Inc::me-Tax " '
Act, Under the contract with the Secretary o f State the 
amouat is payable to the company in London on 1st Janua y  
and 1st July every year and when it is so p id in Lond^i, it 
is not paid out of any profits earned in Britisli India. The 
fact that the amount is shown in the balance sheet of the 
railway undertaking in British India does not affect 4be 
question and the amount cannot be deemed to be income 
arising or accruing in: British Indi i on this ground. Moreover, 
the amount is liable to income-tax in England, see Foiilskam 
V.  P kkks{l) B.nd HaU (H JI. Inspector of Tares) v. Marians{2) ; 
and the profit must be deemed to arise in England.

K . V. Sesha Ayyangar fcr petitioner.—The dec'sion-ji®
3iadra$ and Southern Mahratia Riimdy Ca., Lid. r. The 
Gonimissioners of Inland Bevenue{Z) is clear. R o w la tt  J. held 
that the total profits of the company, and not the profits of 
the company minus the amount of g.:aranteed interest, was 

, liable for the corporation profits tax- ■ Under the terms of 
I t);e contract the profits are divided at the end of the year 
between the Secretary of State and the company and the 
sfere 'ol the company is paid to it, only after the t^crefcary 

. of, St''jte reimburses him.self the amount which, he has 
paid by way of guaranteed interest. This amount is paid in . 
anticipation of profits and is traceable to the profits earned,in 
British India. The company is paid this amount because it 
manages the railway In British India and carries on budaess 
thera. The fact that tie  Secretary of State guarantees a 
definite percentage of interest on th3 capital contributed by the 
company and pays the same in advance in England does m t  
alter the character of the profits when they are earned* -Al! 
that the guarantee means is that the Secretary of State 
assures a minimum percentage of interest even if profits are 
not made in the undertaking. That the amount is paid in ■
England does not make any difference. The amount is pa:4to : 
the company in respect of business carried on by it in Britleh 
India and consequently it is income arising to the c o m j^ y
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CoMMissToNEB in British India. Even though money is paid under agreement 
in a place outside British India for business done in British 

M & Ŝ 'm Uy assessable to tax in British India; vide CommiBBione.f
j_Co.,’ Ltd. ‘ of Income-tax, Bombay Presidency y. Sarupcliand Hulcam- 

chard{l), which was approved by the Privy Council in 
Comniisdoncr of Incomz-tix, Bombay y. Churdlal B. Mehta{2). 
In In  th?. mailer of thi Bishop of Lvcknowl^) the Allahabad 
High Court held that an honorariuTn paid in London to the 
Bishop of Lucknow for holding the Lucknow See was income 
accruing in British India. Comm;ss':on paid outside 
India for services rendered within British India was held to 
be income arising within British India ; see In the matter of 
F. G. Em y{i). The feet,that ths amount paid in England is 
liable to incoms-tax assessm ent in England has also no bearing 
on the question whether it is income arising or accruing within 
British India. There is proviso a for relief against double 
taxaticn, both in the British and the Indian Statutes.

Nagent Qra,nt in reply .—The question that arose in Madr’̂ s 
md Southern MaJiralta Railway Co , Lid. v. The Commissioners 
oj was entirely different from the one that
arisen here. Distinction ou^ht to be made between the amount 
of guaranteed interest and the amount of surplus profits paid 
to the company. The nature and scope of the two payments 
are different. If the amo-int of guaranteed interest is subject 
to assessment in England it cannot be deemed to be income 
arising in British India. liicome cannot be considered to 
accrue in two places at the same time in regard to the same 
transaction.

Cw. adv. vuU.

JUDGMENT.
Leaom C.J. L e a c h  C. J.—The assessee in this case is the Madras

and Southern Mahratta Railway Company, Limited, 
which was incorporated in England in 1882. The 
main object of the incorporation of the company “was 
the fulfilment of a contract with the Secretary of 
State for India in Council for the construction ai d
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oarryiiig on of a railway in India. After the inoor- Comissioner
. OF I tjCOME-TASj

poration, the contract was duly entered into and in Madkas 
accordance therewith, the company constructed, equip- m. & s.'m. Ry. 
ped and maintained the railway to which the contract — 
relatedand snpplicd the necessary staff for its working.
The Secretary of State provided the la n d  required 
for the railway and also the moneys necessary for its 
G cn struction  and working. All the assets of the 
undertaking including the rails, plant, machinery and 
rolling stock were to be and are his property. The 
company manages the railway under the supervision 
and control of the Secretary of State, who is empowered 
to appoint one member of the board of directors.
The Court has been informed that the director appoin
ted by the Secretary of State possesses a power of 
veto.

By virtue of the contract of 1882 the company 
undertook to pay into the Bank of England to the
credit of the Sefcretary of State a sum of £3,000^000  ̂
and the Secretary of State undertook during the 
continuance of the contract to pa.y half-yearly to 
the company out of the revenues of India interest 
at the rate of 3J per cent per annum on the amount.
The £3,000,000 was duly paid by the company into 
the Bank of England to the credit of the Secretary of 
State, who has paid to the company in London half- 
yearly the amount required to meet the interest 
due but the Secretary of State has reimbursed himself 
at the end of the year out of the profits o f the under- 
tab'ng. The £3,000,000 rei3resented the company’iS 
capital and the Socretary of State guaranteed interest 
on it at the rate mentioned. The contract also pro» 
vided for division of the surplus profits between the 
Secretary of State and the company according to their 
espective shares in the capital of the nndertakiBg.
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ÎEACH C.J,
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coM TisstosEa 'jj,e (jontrect of 1882 continued to govern the rela-
'O F  I n c o m e -t a x ,

jiadras tions botwGon the ooinpany and tno Secretary oi (State 
M. & s. M. Ry. iinti] 26lli Jmio 1908 when a further contract  ̂oxpressod 

Co., Ltd. supploniontal to the contract of 1882, w a s

entered into. The contract of 1908 provided for tho 
continuance of the original contract subject to certain 
variations and modifications. It was agreed that 
thi3 capital of the undertakirg should b-o taken to bo 
the sum of £16,250,000 of which £12,750,000 was to 
bo tlie-capital of the Secretary of State, and £3,500,000 
to be the capital of the company. The Socrotary of 
Stato was glvon the right to Require the cotopany to 
issue new capital stock not exceeding £1,500,000 
to be allotted as fully paid up to such share-holdorg 
as'he might direct. This new stock was issued in the 
same year -with the result that the amount of the 

■company's capital bocame £5,000,000 tho figure at 
-which it now stands. After the issue of this now 
fstoek the capitaJ of the Socrotary of State was doomed 
;to bo £11,250,000 for the purpose of d^torminirg the 
•proportion in which tho profits should bo disfributedi 

All moneys rccoivod by the company in tho’ course 
-of the workirg of tho railway have to be paid over to 
the Socrotary of State. Tho company is not entitled 
to lice any of the receipts of the undertakir g for tho 
purposes of moctirg workicg exponsos. Thoso 
espo-nsos are mot from a grant made each year by the 
Secretary of Stato. As I have indicated the net 
Feceipts of the undertaking are divided at the end 
&f each year between the Secretary of State and the 
company in proportion to thoir respective shares, 
in the capital. The distribution of the profits rests 
with the-Socretary of State, who"is entitled ini calcu- 
iating the surplus to deduct the equivalont in rupees 
of tiie amount he has paî _̂ to the., company by .Way . of



L baoh C J ,

guaranteed interest in the course of the year. The C ohm issiohes
OS' iKCOMK-TAXj

surplus lias always beon more than sufficient to enable Madras 
the Seeretâ ry of State to re in ib iirse  himself. M & 'S .ii Ey,

C o .,  I j t b ,

The reference arises out of the assessment of 
the company for the year 1937-38. The company 
returned an income of Rs. 24,36,479 for 1936-37- 
In arriving at this figure the company deducted 
'Uso 23,33,333 which it had received from the Secretary 
of State as interest under his guarantee. This 
deduction was in accordance with the practice which 
had beon previously allowed, a • practice which 
received the approval of the Calcutta High Court in 
Bengal-Nagpur Railway Company, Ltd, v. 'The Becfetary 
of State for India{l). This decision however eoh'fiicts 
'with a later decision in Er gland affoctir g the compaijy:^
Madras and Southern Mahratta Railway ■'
Ltd. V . The Commissioners of Inland RavGnue{2)̂  
and it is this conflict which has given rise to the 
rcferenco. The Income-tax authorities say that the 
Calcutta decision is wror g â nd that the eompany in 
calculatir g its annual profits must include the amount 
of guaranteed' interest roceivod in London. In Ordpr 
that the question may be decided, the Commissionei? 
of Income-tax, in agreement with the company, has 
referred to this Court under the provisions of section

(1) of the Indian Income-Tax Act, 1922, the follow
ing question ;

“  Whether the said sum of Eg. 55,33,333 being the 
Equivalent in rupees of ths guaranteed interest paid by the 
Sscretary o f  State for India under the terms o f the coritractSj 
dated 1st June 1882 and 26th June 1908 between the Secre
tary o f  State and the company which was deducted for the 
purpose o f  the company’s return for the accounting year 
1936-37 is ’iable to assessment in the hands of the company ? ”

■ (1) (192,2) i:.L.R. 49 Cia. 815 (S.B,). ( 2) (1926) 12 T,C. lU L
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CoMMrssjojTER In Bsngal-Nagpw Eailioay Company  ̂ Ltd. v.
madeas ’ The Secretary o j  State for India{l) that com iS a iiy w a g  

M. & 3.'m. ry. called upon to pay tax on an iiiconae of Es. 1,72,60,595 
go^TD, included a sum of Rs. 13,07,440 being the

Leach oj. ^q^jyaiont of the amonnt of the guaranteed interest 
paid in sterling by the Secretary of State on the share 
of the capital of the company. For the purposes 
of the present reference the contract of the company 
with the Secretary of State may be taken to be on all 
fours with the contract of the Bengal-Nagpur Rail
way Company, Limited, “with the Secretary of State. 
The Bcngal».Nagpur Railway Company, Limited, 
claimed that it was only taxable in respect of the 
amount which it received in India at the end of the 
year as its share of the surplus profits. A Full Bench 
of the Calcutta High Court held that the company 
was only liable in respect of its share of the surplus 
profits received in return for its services in the manag-' ® 
ment of the railway, and not in respect of the moneys 
received in London. It was considered that the pay
ment ot the guaranteed interest in London was inde
pendent of the earnings of the railway and that the 
repayment of the amount of the guaranteed interest 
Gonstituted the pi^yment of a debt due from the 
company to the Secretary of State.

In Madras and Southern Mahratta Railway 
Co., Ltd> V. The Commissioners of Inland Revenue{2) 
the question was whether the company was liable 
to corporation profits tax in respect of the 
amount which it received from the Secretary of State 
as guaranteed interest. Admittedly there is no 
difference in principle between assessment in England 
to the corporation profits tax and assessment to 
Indian income-tax. It Was held by R ow lai't J;
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Leach C,J.

that the guaranteed interest paid by the Secrotarv cowMrssioKER
^  o ,  , «  n  T INCOJIE-TAS,or btate tormed part of the company’ s pronts and Madbas 

that the recoupment to the Secretary of State out m. & s. m. ry. 
of the surplus profits represented a distribution of 
profits within the prohibition of deduction from the 
profits in section 53 (2) of the Finance Act, 1920,
RomiATT J. put the question this way :

“  Are the profits o f the company for the purpose o f 
corporation profits tax the amount of their share before the 
Secretary of State is recouped, or are they only the balance 
which is left to them after the Secretary of State is recouped 1 
That is what the question is, or to put it in another way, are 
they to be taxed on that balance, or are they to be taxed on 
that balance plus the amount o f the guaranteed interest, 
which is only putting the same thing in another way V  

In deciding the case against the com pan y  the 
learned Judge said;

“ I f  you put it in commercial or financial language or 
look at it from the commercial or financial point of view, 
the position simply is that these share-holders have been paid 
out o f  the proceeds o f the working o f the railway, and the 
revenues o f India have not paid them a penny. The money 
they have got is simply because the railway has been so success
ful, and for no other reason they have got it. I f  it had not 
been successful they would have got some of it from the Secre
tary of Stat3 for India, but that position has not arisen ; or, 
if  you use language framed more exactly with respect to tax 
law, this, in my judgment, is the position, that the railway 
company have earned all these profits, all their one-fifth 
share, or whatever it is, of the profits of the railway company 
and it does not matter in the least that they have had to 
apply those profits, being profits from the working o f the 
railway in making good to  the Secretary of State a guarantee 
which he had honoured provisionally in favour o f the share
holders , i . The Secretary of State is recouped 
out o f what is called the company’s share o f the surplus 
receipts and as I have pointed out, the extent of his recoup
ment depends upon the amount o f the profits: 1 think that
this is a distribution of profits within the prohibition in 
section 53, sub-section 2 (6) o f the I'inance Act, 1920. I
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doMMissioKEE think it is a distribution o f profits. It  is a distribution o f  profi.ts 
in recoupment o f  a guarantor who guaranteed those profits—  

»• guaranteed them if you like to the share-bciders, but what 
' Co., L t d . ’ he guaranteed are^the profits. He has guaranteed that the 
LeaoeTo J people who put up the capital shall have a return-on the capi

tal, and if  the profits unaided give that return, the person who 
gives the guarantee gets them to :make good his guarantee. 
I t  seems to me the very simplest case o f  the application o f 
profits, after they have become profits, way o f distribution 
o f  them to make good to somebody who hiis.taken the risk 
o f those profits not reaching that am ount/'

Both the company and the Income-tax aiitiioritios 
accept the decision of R o 'W la .tt J. in Madras 
and Southern Mahratta Mailway Co., Ltd. y : The 
Commissioners of Inland Revenue{l), as correctly 
stating the law and consequently are agreed that 
Bengahl^agpur Uailway Cojnpany, Ltd. y.The Secretary 
of State for India{2) onglitnot to be followed. Wb.ilo 
aecopting tke jiidgmont of R o w l a t t  J. in Madras 
and Sduthern Mahratta Railway Co., Ltd. v. The 
Commiesionors of Inland RGVGnua[l]̂  Mr. Grant Las 
contended on bohalf of tho company that tho p:.ymort 
of interest on the £5,000,000 in London cannot be 
regarded as= profits accruii-g or arising in British India 

V within the meaning of section 4 of the Indian Incomo- 
TTax Act, 1922. In fact this is the only point taken 

on behalf of the company. As the correctness of the 
decision m Madras and Soitthern Mahratta Railway 
Go.,-Ltd. V . The Commissioners of Inland RevGnueil) 
is not challongod, I fail to see any basis for the 
argument that the receipt of the interest in Londcn 
must he taken to be income earned there. The deci
sion of R o V l a t t  J. emphatically negatives the 
contention.’ The basis of his judgment is that all 
the profits of the undertaking are earned in India and
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the payment by the Socrctary of State in Londcn is domiissiosE!!- . . .  . lNCO.«:E-!rdX,merely a proTisional payment wnicli lie recovois out Madkas
of the profits in India. Ry.

There are cases arising iinclor the Inilian Income- Lgrp. 
Tax Act which aloo militate agahist Mr. Grant’s 
contention. In Commissioner of Income-tdx, Bombay 
Prmdm&y'M. Sarupchand HuJcamcJiand{l) the Bombay 
High Court had to consider whether section 4(1) of the 
Indian Income-Tax Act j 1922, applied in these circum
stances. ■ A company registered in Indore, a Kative 
State, entered into an agreement with a firm in Bombay 
under which the firm was to open and maintain at 
the company’s expense shops in Bombay and else- 
where for the sale of the company’s goods, to keep 
the books of account in Indore in respect of all sale* 
proceeds and disbursements of the company, to charge 
a commission of IJ per cent on the gross sale proceeds 
of all cloth and yarn produced by the company, and 
to pay itself out of the moneys of the company all 
sums due to it by Way of commission or otherwise.
The sale-prooeeds of the Bombay shop were aif vsent 
to Indore and the commission was paid there. It 
was contended that in these circumstances no ineonie 
accrued or arose in British India, hut the contention 
was re jected and the decision Was approved of b y  the 
Privy (Council in Gommissioner of Income-tax, Bombay 
V. Chunilal B. MeMa{2 ). Jn h i the maUer of the Bishop 

the Allahabad High Court held that a 
sum of money paid annually in London to the Bishop 
of Lucknow by the trustees of a certain fund as a 
gratuitous and unGonditional personal allowance of 
the holder of the Lucknow See wasancomc accruing 
or Msing in British India and Was assessable as salary ’
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Commissioned -m̂ Jer scction 7 (1) of the Aot. Ill In the matter of
OF InC O M B -TA S s ^

Madras ]7. Q. Every[1] the Calcutta High Court held that
M. & S. M. ky. commission earned by an assessee in British India for

- —  ‘ serYicos rendered there as an employee of a company
lbaoh c.j. was received by him in the United Kingdom

while on leave, was income which had accrued or 
arisen In British India within the meaning of section 
4(1).

It is not necessary to carry the discussion any 
further. There is ample authority in the cases which 
I have quoted to support the contention of the Income^ 
tax authorities that all the profits of the company 
accrue or arise in British India and therefore I would 
answer the question referred to us in the affirmative. 
1 would add that the Court is not called upon to con'̂  
sider whether the payment in London would constitute 
profits arising in British India in the event of the 
Worldng of the undertaking not realizing sufficient to 
reimburse the Secretary of State at the end of the 
year, as this situation has not arisen.

As the reference has been made by consent in 
order that there should be a pronouncement by the 
Court on the question, there will be no order as to 
costs.

J .--I agree.
K b ish n a sw a m i A y y a n g a r  J .— I  a lso  agree.

Solicitors for Respondents—Ziwgf cfc Partridge,

. N.S. ,

(I) LL.R. [1937] 2 Cal. 327.


