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Background / Facts

The taxpayer filed its Return of Income ("ROI") for assessment year 1996-97.
The ROI was selected for scrutiny by AO under section 143(3) of the Act.

The taxpayer in its ROI claimed a deduction under Section 35D of the Act for Rs
703,306 towards preliminary expenses being 2.5% of the ‘capital employed in
the business of the company’.

The AO was of the view that the expression ‘capital employed in the business of
the company’ does not include the premium received on share capital. Hence, he
recalculated the deduction under Section 35D of the Act for Rs 195,049 by
reducing the share premium received by the taxpayer from capital employed in
the business as claimed by the taxpayer in the ROI.

Aggrieved by the order of the AO, the taxpayer filed an appeal before first
appellate authority [Commissioner of Income Tax (Appeals) (CIT) (A)] who
allowed the relief to the taxpayer.

The revenue filed an appeal before the Tribunal against the order of the CIT (A)
and Tribunal decided the case in favour of the revenue.

High Court also concurred with the view of the Tribunal on taxpayer’s further
appeal to the High Court.

Issue for consideration before Apex Court

Whether "premium" collected by the taxpayer on its subscribed share capital is part of
‘capital employed in the business of the company’ within the meaning of Section 35D of
the Act.

Ruling of the Apex Court

e The Apex Court observed that the expression ' capital employed in the business
of the company’ as defined in explanation (b) of sub section (3) of section 35 of
the Act covers within its ambit, aggregate of the issued share capital, debentures
and long term borrowings. Security premium has not been specifically included.
The court concluded that had it been the intention of the legislature to treat the
amount of premium as part of the share capital, they would have specifically
stated so. Non-mentioning of the words, clearly indicates the legislative intent to
not extend the benefit of Section 35D to such sum.

Reliance was placed on its earlier decision in the case of Allahabad Bank Ltd.?,

wherein the Court allowed the amount of share premium to be included in the

‘paid-up capital’ in that case since such inclusion was specifically permitted under

the relevant provisions of the law.

The Court also took note of the following:

- Section 78 of the Companies Act “issue of shares at premium and discount”
also requires a company to keep the amount collected as security premium in
a separate account named as "securities premium account” and not treat it as
a part of share capital account.
Annual Return Form? prescribed the Companies Act does not include in its
“issued share capital break up”, the premium amount collected by the
company from its shareholders.

Thus, the Court confirmed the order of the High Court, holding that the share

premium amount received by the company cannot be considered as a part of

“capital employed in the business of the company” for the purpose of Section

35D(3)(b) of the Act.

2Commissioner of Income Tax v. Allahabad Bank Ltd. [1969] 2 SCC 143




Conclusion

The Apex Court has clarified the law regarding computation of deduction under section
35D and taxpayers may suitably consider the impact of this decision on any ongoing
litigation. Separately, it is a moot question whether in view of the recent changes in the
financial reporting standards i.e. Ind AS, whether there may be an opportunity for the
Apex Court to revisit the said ruling in an appropriate case in the future.
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