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B. W. Nobes & Co. Ltd. v. Commissioners of Inland Revenue(’)

Income tax— Annual paym ent— Payment charged against capital in payer's 
C accounts— Profits exceeding annual paym ent but less than aggregate o f  annual 

paym ent and dividend paid— Whether annual paym ent made wholly out o f  taxed  
profits— Income Tax Act 1952 (15 & 16 Geo. 6 & 1 Eliz. 2, c. 10), s. 170.

The Appellant Company carried on business as shipbrokers. In M ay  1957 
it fo rm ed  a subsidiary, A L td ., with an authorised capital o f  100 £1 shares, two 
o f  which were allotted to the Company. In July  1957 the other 98 shares were 

D  allotted to it in consideration o f  a covenant to m ake to A Ltd. fo r  nine years
annual paym ents fro m  which income tax was deductible. In the same month the 
Company sold the whole share capital o f  A L td . to C Ltd. fo r  £45,000, o f  which 
£100 was payable on completion and the remainder by instalments over nine 
years. Each year fro m  1958 to 1960 before m aking the covenanted paym ent to 
A Ltd. the Company arranged with C Ltd. to receive a cheque fo r  the same amount 

E under the sale agreement, and a ledger account opened by the Company showed
each paym ent to A Ltd. as balanced by a receipt fro m  C Ltd. The balances on 
profit and loss account fo r  the three years to 31 s i M arch 1960 were not affected  
by the paym ents to A Ltd. According to its accounts fo r  each o f  those years, 
the Company had taxed  profits sufficient to cover the annual paym ents to A Ltd., 
but not to cover both those paym ents and the dividends fro m  which it deducted tax. 

F  A document subm itted by the Company purported to show an accumulated balance
o f  taxed profits at 31s/ M arch 1957 o f  £74,188, but the accounts showed the 
balance at that date as £4,449.

The Company was assessed to income tax under s. 170, Income Tax Act 
1952, fo r  the years 1957-58 to 1959-60 on the foo ting  that the paym ents to 
A Ltd. were not wholly made out o f  profits brought into charge to tax. On appeal, 

G  it was contended fo r  the Company that there were in each o f  the relevant years
sufficient taxed profits to cover the paym ents to A Ltd. and that those payments 
must therefore be deemed to have been made wholly out o f  taxed profits. For 
the Crown it was contended that the Company had not discharged the onus which 
lay on it to show that the paym ents were made out o f  taxed  profits , and that the 
evidence showed that they were in fa c t made out o f  capital receipts. The Special 

H Commissioners fo u n d  that there was no evidence that the Company had had re­
course to an accum ulatedfund o f  taxed  profits, and having regard to the dividends 
paid  under deduction o f  tax and to the ledger account concluded that the annual 
paym ents were made entirely out o f  capital.

H e ld ,  that the Commissioners' decision was correct.

( ')  Reported(Ch. D.) [1964] 1 W .L.R. 761; 108 S.J.521; [1964] 2 All E.R. 140; (C.A.) [1965] 1 W.L.R. 
229; 108 S.J. 1030; [1965] 1 All E.R. 327; 236 L.T. Jo. 107; (H.L.) [1966] 1 W .L.R. 111; 110 S.J. 55;

[1966] 1 All E.R. 30.
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C a se

Stated under the Incom e Tax Act 1952, ss. 170(4) and  64, by the Com m issioners A
for the Special Purposes o f the Incom e Tax Acts for the opinion o f the 
High C ourt o f Justice.
1. A t meetings o f  the Com m issioners for the Special Purposes o f the 

Incom e Tax Acts held on 19th and 20th M arch 1962 and 17th January  1963,
B. W. N obes & Co. Ltd. (hereinafter called “ the C om pany” ) appealed against 
assessments to  incom e tax m ade under s. 170 o f the Incom e Tax Act 1952 for B
the years 1957-58,1958-59 and 1959-60 in the sums o f £43,8 70 (tax £ 18,644 15s.), 
£47,126 (tax £20,028 l l i . )  and £43,329 (tax £16,789 19s. 9d.) respectively.

2. The question for ou r determ ination was w hether certain annual pay­
m ents by the C om pany had no t been m ade or had no t wholly been m ade out 
o f profits o r gains brought in to  charge, w ithin the m eaning o f  s. 170 aforesaid.

3. (a) On behalf o f the C om pany M r. Jam es W illiam Clem ent gave C 
evidence before us. He is a Fellow o f the Institu te o f  C hartered  A ccountants, 
and a p artner in the firm o f B lackburns, Robson, C oates & Co. This firm 
audited  the C om pany’s accounts a t all m aterial times, and  M r. C lem ent was 
the p artner responsible for the audit.

(b) On behalf o f the Crow n M r. G areth  Barlow Baron gave evidence 
before us. He is a Fellow o f the Institute o f  C hartered  A ccountants, and chief D 
accountant to the Board o f  Inland Revenue.

4. The C om pany at all m aterial times carried on the business o f ship- 
brokers, and has m ade up  its accounts to  31st M arch each year.

5. In August 1955 all the shares in the C om pany were sold to a com pany 
called Avenue Finance Co. Ltd. O n 25th M arch 1957 the C om pany paid a 
dividend o f £155,000 net, leaving on its profit and loss account to  31st M arch E 
1957 a balance to  be carried forw ard o f  £4,449.

O n 31st M arch 1957 Avenue Finance Co. Ltd. sold all its shares in the 
C om pany to  the C om pany’s present paren t com pany, Fashion & G eneral 
Investm ent L td., for abou t £17,000.

6. O n 16th M ay 1957 the C om pany caused A conite Investm ents Ltd. 
(“ A conite” ) to  be incorporated , w ith an authorised share capital o f  £100 F 

consisting o f 100 shares o f  £1 each, o f  which two shares were a llo tted  to  the 
C om pany for cash.

7. On 12th July 1957 the C om pany entered into a deed o f covenant with 
Aconite. This deed provided th a t :

(i) in each o f  the years ended 5th April 1958 to  1966, inclusive, the C om pany 
should pay to  Aconite the greater o f  the two following sums, nam ely: G

(a) a sum equal to  the net annual incom e (as. defined) in the year 
ending on 30th M arch which falls w ithin the fiscal year arising on certain 
shipping contracts, provided nevertheless tha t the said sum should not in 
any event exceed the income from  all sources o f  the C om pany assessable 
to  or charged with incom e tax in the fiscal year, reduced by all annual pay­
m ents as defined in s. 169 o f the Incom e Tax Act 1952 except the said sum  H 
payable under the deed,

(b ) one hundred pounds;
(ii) income tax a t the standard  rate should be deducted from  these pay­

m ents, which would becom e due and payable on 30th M arch in each y e a r ;
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A (iii) in consideration o f the giving o f the covenant to  m ake the paym ents 
Aconite should forthw ith issue and allot to  the C om pany (or as it m ight direct) 
98 shares o f £1 each credited as fully paid up.

It is com m on ground th a t these paym ents are annual paym ents from  which 
tax was properly deducted, and  it is in relation to  them  th a t the question arises 
whether they were paid out o f the C om pany’s profits or gains brought into 

B charge, or partly  so paid.

The shares in Aconite were a fixed capital asset o f the C om pany which were 
acquired by m eans o f the covenant to  m ake the annual paym ents.

A copy o f  this deed o f covenant is annexed hereto, m arked “ A ” , and form s 
part o f this C ase!1).

8. On 18th July 1957 the C om pany entered into an agreem ent with 
C C onsolidated Investm ent Funds Ltd. (“ C .I.F .” ) whereby it agreed to  sell all

its 100 £1 shares in Aconite to  C .I.F . The prim ary price payable by C .I.F . was 
£45,000. o f which £100 was payable on com pletion (18th July 1957); bu t the 
prim ary price was subject to  a possible increase. The agreem ent provided that 
sums equal to  A conite’s net profits (as defined) for the financial period ended 
31 st M arch 1958 and each o f the years ended 31 st M arch 1959 to  1966. inclusive, 

D were to  be paid on account o f  the prim ary p rice ; but tha t if  the aggregate of 
such sums and o f the £ 100 payable on com pletion exceeded £45,000, the prim ary 
price was to  be increased by the excess. The agreem ent also provided th a t the 
paym ents by C .I.F . were to  be paid  to  and received by the C om pany as capital 
sums on account o f  the purchase price o f the A conite shares.

A copy o f this agreem ent is annexed hereto, m arked “ B” , and form s part 
E of this Case!1).

9. The C om pany opened a ledger account in its books, headed “ Shares 
in Aconite Investm ents L td .” , in respect o f  the acquisition and sale o f  the 
said shares.

A copy o f this account for the period from  July 1957 to  July 1961 is annexed 
hereto, m arked “ C ” , and form s part o f  this C a se r) .

F On the left-hand side there are debited the net annual paym ents m ade by 
the C om pany to  Aconite, and  the capital paym ents m ade by C .I.F . to  the C om ­
pany are credited on the right-hand side.

In the period covered by the account it balances year by year. The explan­
ation of, for example, the early figure on each side of £225 4s. 6d. is tha t the 
C om pany paid on 25th M arch 1958 £25,000 on account o f  its annual paym ent 

G  to Aconite. Subsequent calculation showed tha t this sum was £225 4s. 6d. too
little. £225 4s. 6d. was paid to  Aconite, and a corresponding sum paid by C .I.F . 
to the Com pany. The final calculation shown in the account o f  the annual 
paym ents from  the C om pany to  A conite was accurate, bu t the paym ent o f  the 
corresponding sums from  C .I.F . to  the C om pany was merely provisional. These 
latter paym ents were m ade on account o f  the sum s due from  C .I.F . to  the 

H C om pany under the agreem ent o f 18th July 1957, bu t the final calculation of
those sums would no t (as appears from  the docum ents) necessarily o r norm ally 
correspond with the calculation o f  the annual paym ents due from  the C om pany 
to Aconite. Thus the balance o f  the account did no t truly reflect the effect o f 
the agreem ent, bu t simply m eant th a t the C om pany did no t, in the period

(*) N o t included in the presen t p rin t.



136 T a x  C a s e s , V o l . 43

covered by the account, take credit for any actual surplus arising on the A 
transaction.

Each year from  1958 to  1960, before m aking the paym ent to  Aconite under 
the deed o f covenant (exhibit A), the C om pany arranged with C .I.F . to  receive 
a cheque for the same am ount from  C .I.F . under the agreem ent dated 18th July 
1957 (exhibit B).

10. (a) The tw o transactions o f  (1) the subscription by the C om pany for B
the A conite shares by m eans o f  the covenant to  m ake the annual paym ents and
(2) their sale to  C .I.F . in consideration o f  a series o f capital paym ents were 
related transactions in the sense tha t they were both decided upon by the 
C om pany a t the same time. They were pu t through  the one ledger account 
because, in M r. C lem ent’s opinion, this was a natural and  convenient way o f 
dealing w ith them . Since the ledger account balanced year by year, the trans- C 
actions o f  subscription for and sale o f the A conite shares were not reflected in 
the C om pany’s audited accounts for the three years to  31st M arch 1960 except 
by way o f notes on the balance sheets (reference to  the C om pany’s accounts 
will be m ade later) and  o f course the C om pany’s balance on profit and  loss 
account was not affected by the annual paym ents to  Aconite.

(b) M r. Clem ent explained th a t there was another sound accountancy D 
m ethod o f dealing w ith these transactions. The annual paym ents to  Aconite 
could be debited direct to  the profit and  loss account, and  since they would 
no t appear in the ledger account there would be a surplus on tha t account in 
respect o f the paym ents by C .I.F . to  the C om pany: M r. Clem ent agreed that 
these paym ents by C .I.F . were capital receipts and tha t this surplus w ould be
a capital surplus. E

W here a capital asset is being acquired by m eans o f  an undertaking to 
m ake revenue paym ents, it is no t general accountancy practice to  debit the 
revenue paym ents to  profit and  loss account, bu t if  they were so debited it 
would be proper to  credit the account w ith an equal am ount unless it was clear 
th a t the value o f the capital asset so acquired was less than  it cost.

(c) In fact, a form  o f this m ethod was adopted  in the C om pany’s accounts F 
for the year to  31st M arch 1961. It was adopted  because M r. C lem ent knew that 
the assessments under appeal had been or were abou t to  be raised, and  he thought 
tha t the only ground on which they could be based was the form  o f the ledger 
account. A copy o f these accounts is annexed hereto, m arked “ D ” , and  forms 
part o f this C ase(‘).

It will be seen tha t the net am ount o f  the paym ent to  Aconite. £22,706, is G
debited to  the profit and loss account, which shows a loss o f  £2,742. In the ap p ro ­
priation  account this loss is b rought dow n, and the sum o f £22,706 is credited, 
described as “ Transfer to  cost o f  Shares in form er Subsidiary o f  an am ount 
equal to  net paym ent under deed o f  covenant m ade in favour o f th a t C om pany 
in subscription for its shares” . The result o f  these entries is to  leave a balance 
o f £26,448 to  be carried forw ard. H

M r. C lem ent regarded the surplus o f capital receipts which would arise on 
this m ethod in the ledger account as the C om pany’s incom e in the broad  sense 
o f  receipts from  all sources which it was no t obliged to  retain  as capital. The 
surplus would be available for the paym ent o f  a dividend, as the appropriation  
account indicates, although no  dividend was in fact paid  for this year.

( ')  N o t included in the  presen t p rin t.
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A (d) There is ano ther sound form  o f  this m ethod : the C om pany’s accounts
for the year to  31 st M arch 1958, a copy o f which, m arked “ E” , is annexed hereto 
and form s part o f this C ase!1), was taken as an  example. In the profit and loss 
account (last page) M r. Clem ent would prefer to  deduct the paym ent to  Aconite 
from  the “ N et T rading P rofit” o f  £43,631, since the paym ent would no t be a 
trading expense; but it could have been deducted from  the “ Com m issions 

B E arned” o f  £86,336.

(e) Perhaps we should add  w hat is really obvious: w hether the ledger 
account balances year by year o r w hether the paym ent to  Aconite is debited 
to  profit and loss account with a corresponding credit in the appropria tion  
account, the am ount available for d istribution  by way o f dividend will rem ain 
the same. But, as we understood M r. C lem ent’s evidence, on the la tter m ethod 

C part a t least o f this available am ount, appearing in the appropriation  account,
will consist o f the capital surplus throw n up on the ledger account, for the reason 
tha t the annual paym ent is debited in the profit and loss account and no t in the 
ledger account.

11. (a) The d irectors’ report on the C om pany’s accounts for the year to  
31st M arch 1958 (at page 1 o f  exhibit E) shows a net profit after taxation  o f

D £26,725, to  which are added a waiver by the m anaging director o f  a p rior year’s
rem uneration and  the balance o f  £4,449 on profit and  loss account brought 
forw ard from  the previous year, m aking a total o f  £35,774. N et dividends (after 
deduction o f tax) totalling £34,349 were paid, leaving a balance to  be carried 
forw ard o f £1,425.

(.b) A copy o f the C om pany’s accounts for the year to  31st M arch 1959 is 
E annexed hereto, m arked “ F ” , and form s part o f this C ase)1). The directors’

report (page 1) shows a net profit after taxation  o f £23,002, to  which are added 
a waiver by the m anaging d irector o f  a p rio r year’s rem uneration and the 
balance o f  £1,425 on profit and loss account brought forw ard from  the previous 
year, m aking a to tal o f  £26,727. A net dividend (after deduction o f  tax) of 
£24,500 was paid, leaving a balance to  be carried forw ard o f  £2,227.

F (c) A copy o f the C om pany’s accounts for the year to  31st M arch 1960 is
annexed hereto, m arked “ G ” , and  form s p art o f this C ase)1). The directors’ 
report (page 1) shows a net profit after taxation o f  £26,307, to  which is added 
a waiver by the m anaging director o f  a p rio r year’s rem uneration and the 
balance o f £2,227 on profit and  loss account brought forw ard from  the previous 
year, m aking a to tal o f £30,984. A net dividend (after deduction o f  tax) of 

G  £24,500 was paid, leaving a balance to  be carried forw ard o f £6,484.

(d) D uring the three above-m entioned years the C om pany m ade to 
Aconite the annual paym ents, from  which tax was deducted, which are set out 
in the ledger account (exhibit C).

(e) It is apparen t from  the above-m entioned figures th a t the C om pany had 
for each o f the relevant years sufficient taxed profits to  cover the annual pay-

H m ents to  Aconite, but that it did no t in each o f  those years, considered by 
itself, have sufficient taxed profits to  cover these paym ents and  also the dividends 
from  which it deducted tax.

12. There is annexed hereto, m arked “ H ” , and form ing part o f  this Case, 
a docum ent headed

(*) N o t included in the p resent print.
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“ B. W. N obes & Co. Limited. Sum m ary for the income tax years o f  A
assessment 1951-52 (from  com m encem ent o f trading on 29th A ugust 1951)
to 1959-60 o f incom e tax assessm ents; annual paym ents; and dividends
paid during those years.”

This docum ent is, we think, self-explanatory.

13. The following cases were cited to  us: Attorney General v. London 
County CouncilC) 4 T .C .265; Edinburgh L ife Assurance Co. v. Lord Advocate(2) B 
5 T .C .472; Sugden v. Leeds Corporation(3) 6 T .C .211; Corporation o f  Birming­
ham  v. Commissioners o f  Inland R even u e f)  15 T.C . 172; Central London Railway 
Co. v. Commissioners o f  Inland Revenue( ) 20 T.C. 102; Allchin'v. Corporation
o f  South Shields(6) 25 T.C.445.

14. It was contended on behalf o f  the C om pany:

(1) tha t the form  o f the ledger account, being a m atter o f  the C om pany’s C 
dom estic accounting, was irre levan t;

(2) th a t the am ount available for d istribution  by way o f dividend from  
which tax could be, and was in fact, properly deducted rem ained the same 
w hether the annual paym ents to  A conite were debited in the C om pany’s profit 
and loss account or in the ledger account;

(3) tha t there were in each o f the relevant years sufficient taxed profits o f D 
the C om pany to  cover the annual paym ents to  A con ite ;

(4) tha t it was lawful for the C om pany to  m ake the annual paym ents to 
Aconite out o f the above m entioned taxed profits;

(5) tha t on the authorities the C om pany m ust therefore be deemed to  have 
m ade the annual paym ents to  A conite in the relevant years wholly ou t o f its 
fund o f taxed profits. E

15. It was contended on behalf o f  the Com m issioners o f Inland R evenue:

(1) tha t the onus was on the C om pany to  show th a t the annual paym ents 
to  A conite were m ade ou t o f  the C om pany’s profits o r gains brought into charge, 
w ithin the m eaning o f s. 170 o f  the Incom e Tax A ct 1952;

(2) tha t this onus has no t been discharged;

(3) th a t the evidence shows th a t the annual paym ents to  Aconite were in F 
fact m ade out o f capital receipts.

16. We, the Com m issioners w ho heard the appeal, reserved our decision, 
and gave it in writing on 31st M ay 1962, as follows.

We th ink th a t the position on the authorities, put shortly, is tha t, if  a 
com pany has profits and gains brought in to  charge sufficient in am ount to  cover 
the paym ent o f  interest or o ther annual paym ents, it is to  be deemed, in the G
absence o f  evidence to the contrary, to  have m ade the annual paym ents out of 
its taxed fund. In the present case the A ppellant C om pany had profits and gains 
brought into charge in each o f the relevant years which were sufficient in am ount 
to  cover the annual paym ents to  Aconite. We m ust, therefore, consider w hether 
there is evidence to  show th a t these annual paym ents were no t m ade ou t o f  the 
A ppellant C om pany’s fund o f  taxed profits; and  for this purpose we do no t H

(■) [1901] A.C. 26. (2) [1910] A.C. 143. (3) [1914] A.C. 433. (4) [1930] A.C. 307.
(5) [1937] A.C. 77. (6) [1943] A.C. 607.



B. W. N o b e s  & Co. L t d . v. C o m m is s io n e r s  o f  I n l a n d  R e v e n u e  139

A take as conclusive the form  o f the ledger account, which does indicate th a t they
were m ade out o f  instalm ents o f capital received from  C .I.F . In our view there 
is such evidence, which is conclusive. The A ppellant C om pany in each relevant 
year paid dividends from  which it deducted tax, and  the to ta l o f these dividends 
together with the annual paym ents to  A conite greatly exceeded the am ounts 
o f its profits and gains brought in to  charge. U nder s. 184 o f the Incom e Tax 

B A ct 1952, a com pany is entitled to  deduct tax from  dividends only in the case 
where the dividends are paid out o f  profits and  gains which have been charged 
to tax. Since the A ppellant C om pany deducted tax from  the dividends which it 
paid, it seems to  us to  follow th a t the only source for the paym ent o f  these divi­
dends was its fund o f taxed profits, and tha t, to  the extent tha t the dividends 
were paid out o f this source, the same source canno t be available for the m aking 

C o f annual paym ents to  Aconite.

We hold tha t the appeal fails, and we leave the figures to  be agreed.

17. The parties were no t able to  agree the figures on the basis o f  our 
decision, and there was a further hearing on 17th January  1963.

18. A t this hearing two further docum ents were produced in evidence.
(a) A docum ent headed

D “ B. W. Nobes & Co. Limited. Table o f income (as adjusted for income
tax purposes, see footnote), covenant paym ents, and dividends paid in the
C om pany’s 10 | financial years ended 31st M arch 1962.”

A copy o f this docum ent is annexed hereto, m arked “ I” , and  form s part o f  this 
C ase('). It is self-explanatory, and is linked w ith exhibit H. There is a slight error 
in docum ent I. In the first line the figure in the colum n headed “Total Incom e” 

E is £376,409: this should be £376,609, the figure which appears in colum n 8 o f 
exhibit H in the line “ Y ear o f Assessm ent ended 5th April 1957” . A reference 
to the footnote to  docum ent I shows tha t, for example, the figures o f  £115,328 
and £1,453 for the year ended 31st M arch 1957 appear in exhibit H under the 
year o f assessment ended 5th April 1958.

(b) A docum ent headed
F “ B. W. Nobes & Co. Ltd. C alculation o f Section 170 Assessments for

the five years 1957-58 to  1961-62, based on the Special C om m issioners’
Decision on the Appeals (for the first three o f those years).”

A copy o f this docum ent is annexed hereto, m arked “ J ” , and form s p art o f this
Case)1).

D uring argum ent on behalf o f the Com pany, the possible m ethod o f 
G  calculation illustrated in the first part o f the note was no t pursued, it being

agreed that to gross up at 85. 6d. in the pound the balance on the C om pany’s 
profit and loss account a t 31 st M arch 1957 (£4,449) was no t in any view a proper 
m ethod o f calculating s. 170 assessments on the basis o f  our previous decision. 
The m ethod adopted on behalf o f  the C om pany was “ the alternative view” in 
the second paragraph  o f  the note. The reference to  exhibit 13 is a reference to 

H exhibit H : the figure o f  £302, 421 will be found in colum n 11 o f  th a t exhibit, on
the line “ Y ear o f Assessment ended 5th April 1957” .

19. It was contended on behalf o f  the C om pany:
( 1) that, in deciding w hether the dividends paid under deduction o f  tax 

by the Com pany were paid out o f profits o r gains brought into charge, the

( 1) N o t included in the p resent print.
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C om pany was entitled on the authorities to  look to  the balance o f taxed profits A 
o f previous years, and no t merely to  the taxed profits o f the years under a p p e a l;

(2) tha t on the figures shown in the alternative (and correct) view in exhibit 
J there were am ple taxed profits to  provide for both the Aconite paym ents and 
the dividends paid under deduction o f  tax for the years under ap p ea l;

(3) tha t consequently the Aconite paym ents had been m ade out o f  profits
or gains brought in to  charge, and  the assessm ents under appeal should be B 
discharged.

20. It was contended on behalf o f  the Com m issioners o f  Inland R evenue:

(1) that it was no t legitimate to  work backw ards to  years previous to  the 
years under appeal till there was discovered a balance o f taxed profits which 
could be carried forw ard to  the years under appeal to  provide a fund o f  taxed 
profits out o f  which it could be said th a t both  the Aconite paym ents and the C 
dividends had been p a id ;

(2) tha t we m ust consider w hat on the evidence the C om pany had in fact 
done;

(3) tha t the evidence showed tha t the C om pany in fact had m ade the Aconite 
paym ents entirely out o f capital, and  that, consequently, the assessments under 
appeal should be confirmed. D

21. We, the Com m issioners who heard the appeal, reserved our decision, 
and gave it in writing on 26th M arch 1963, as follows:

We are still o f  opinion that this appeal fails, but now for reasons rather 
different from  those in our earlier decision : and we regret any inconvenience 
this change o f view may cause. We did not in our earlier decision m ean to  imply 
tha t we had paid but slight a tten tion  to  the ledger account, and we now think E
it o f  m ore im portance than  we did previously.

In Corporation o f  Birmingham  v. Commissioners o f  Inland R even u e f)
15 T.C.172, Lord A tkin, at page 213, propounds two questions:

“ (1) Have the interest and the annuities been, in fact, paid, o r m ust
they, in the circum stances o f  the case, be taken to  have been, in fact, paid
out o f profits or gains brought into charge, i.e., out o f the so-called ‘taxed F
fund’? (2) W as it lawful to  pay them  out o f  th a t fund?”

A t page 214, he says: “ But the first question remains, did they in fact do so?” 
and  lower dow n on the same page, in considering the question w hether the 
C orporation  was no t entitled to  retain the tax deducted, he says: “This can only 
be on the footing tha t they have in fact paid the interest ou t o f  their untaxed 
funds.” These sentences appear in their term s to  qualify to  some extent his G 
earlier phrase: . . m ust they, in the circum stances o f the case, be taken to
have been, in fact, paid . . .”  But we th ink we m ust in the present case ask 
the question : D id the C om pany in fact m ake the annual paym ents out o f its 
taxed funds, or did it in fact m ake them  out o f  capital since it was certainly 
lawful to  m ake them  ou t o f  taxed funds ? It is on this question tha t we now attach 
m ore im portance to  the ledger account than  we did previously. H

In Central London Railway Co. v. Commissioners o f  Inland Revenue(2)
20 '"'.102, a t page 141, R om er L.J. is considering this question o f  the form  o f

(*) [1930] A.C. 307. (2) [1937] A.C. 77.
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A accoun ts: having said that, where interest has in fact and as a m atter o f  con­
venience been paid out o f  a fund no part o f which consists o f profits or gains 
brought into charge, he goes on to  say tha t in the proper circum stances, in the 
absence o f evidence to  the contrary , the paym ent may be deemed to  have been 
m ade out o f profits o r gains. But he continues, lower dow n on page 141:

“ I do venture to  say this, that, where, no t for the purposes o f  con- 
B venience or for the purposes o f giving effect to  the payer’s own notions of 

account keeping, but for the purpose o f definitely deciding and o f  recording 
the fact th a t a decision has been com e to th a t a certain  paym ent o f  interest 
is to  be paid  ou t o f capital and  no t ou t o f  interest, then the account is not 
only o f  great im portance but, in the absence o f  evidence to  the contrary, 
is conclusive upon the m atter.”

C We realise tha t in the Birmingham Corporation casef1) the form  o f the account 
resulted in the C orpo ra tion ’s receiving a subsidy, and  tha t in the Central London 
case(2) it resulted in preventing the d im inution o f  the dividend fund. The ledger 
account is draw n up on the basis th a t the C om pany m ade annual paym ents 
out o f capital receipts, and we would find, in the circum stances o f  this case and 
in the absence o f evidence to  the contrary , th a t it was so draw n up  for the 

D purpose o f recording the fact tha t the C om pany had com e to a decision tha t 
the annual paym ents were in fact m ade ou t o f  capital. In the relevant years the 
C om pany did no t have sufficient taxed profits to  cover the to tal o f  its annual 
paym ents and the dividends from  which it deducted tax. The contrary  evidence 
tha t the ledger account did no t record a decision th a t the annual paym ents were 
in fact m ade out o f  capital would have to  be tha t the Com pany, in order to 

E m ake both the above-m entioned paym ents ou t o f  its “ taxed funds” , had had 
recourse to  its accum ulated balance o f taxed profits. We find tha t there is no 
such evidence, and we therefore fu rther find th a t the annual paym ents were 
made entirely ou t o f capital.

The appeal fails.

We were given to  understand tha t on the basis o f the above finding the 
F assessments under appeal should be confirm ed as they stand, and  accordingly 

we confirm them.

22. The A ppellant im m ediately after the determ ination o f the appeal 
declared to  us its dissatisfaction therew ith as being erroneous in  po in t o f  law 
and required us to  state a Case for the opinion o f the High C ourt pursuan t to  
the Incom e Tax Act 1952, ss. 170(4) and 64, which Case we have stated and do

G  sign accordingly.

23. The question o f law for the opinion o f  the C ourt is w hether we were 
entitled to  find tha t the Aconite paym ents had been m ade out o f profits or gains 
not brought into charge.

R. W. Quayle f  Com m issioners for the 
■< Special Purposes o f  the 

H H. G. W atson I  Incom e Tax Acts.

Turnstile House,
94-99 High H olborn,

London W .C .l.
28th N ovem ber 1963.

( ‘) 15 T .C . 172. (2) 20 T .C . 102.
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A The case cam e before Plowm an J. in the Chancery D ivision on 18th, 19th 
and 20th M arch 1964, when judgm ent was given against the Crow n, with costs.

Sir Andrew Clark Q.C., M . P. Nolan  and J. H olroyd Pearce for the 
Com pany.

F. N. Bucher Q.C., E. Blanshard Stam p  and J. Raym ond Phillips for the 
Crown.

B Plowman J.— This is an  appeal by B. W. N obes & Co. Ltd. against a
decision o f  the Special Com m issioners confirm ing assessments to  income tax 
m ade on the C om pany for the years 1957-58, 1958-59 and 1959-60. The 
assessments were m ade under s. 170 o f the Incom e Tax Act 1952, in respect o f 
certain annual sums paid by the C om pany under a deed o f  covenant to  which 
1 will refer later. The gross sums for each o f the three years in question were 

C £43,870, £47,126 and £43,329. In m aking those paym ents the C om pany deducted 
tax, and rightly so, but the point in issue is whether, as the C om pany claims, 
the sums in question were paid w holly'out of profits o r gains brought into charge 
to tax, so as to  entitle the C om pany, by virtue o f  s. 169 o f the Act. to  retain 
the tax deducted or whether, as the Crow n says, they were paid ou t o f capital 
so as to  m ake the C om pany accountable for the tax under s. 170.

D The facts are these. The business o f the C om pany is th a t o f shipbrokers.
It m ade up its accounts to  31st M arch each year, and the relevant period in 
this case covers the three years ended 31st M arch 1958, 1959 and 1960. A t the 
beginning o f th a t period, tha t is to  say, on 31st M arch 1957, the C om pany had 
a balance on its profit and loss account o f £4,449, but in fact the total taxed 
profits o f the C om pany from  the date it started trading in the year 1951, less 

E dividends paid by it, was £74,188 at 31st M arch 1957. T hat sum was available
to frank further dividends bu t it was no t available, for the purposes o f  s. 169, 
for paym ent o f the annual sums I have referred to, during the relevant period, 
because it represents profits for the w rong years for s. 169 purposes. In M ay 1957, 
the C om pany caused another com nany to  be incorporated . Aconite Investm ents 
Ltd., to  which I will refer as Aconite. T hat com pany was incorporated  with a 

F capital o f £100 divided into 100 shares o f £1 each, two o f which were issued to
the C om pany for cash. On 12th July 1957, the C om pany entered into a deed 
of covenant with Aconite. U nder tha t deed, in consideration o f  the allotm ent 
to the C om pany o f the o ther 98 shares o f Aconite, credited as fully paid, the 
C om pany covenanted to pay to Aconite, in each o f  the nine years from  5th 
April 1958 to  5th April 1966, a sum equal to  the net incom e o f the C om pany 

G  in each o f the years ending 30th M arch 1958 to  30th M arch 1966, derived from
certain shipping contracts, subject to  a proviso th a t :

“ the said sum should no t in any event exceed the income from  all sources 
o f  [the Com pany] assessable to  o r charged with income tax in the fiscal 
year reduced by all annual paym ents as defined in Section 169 o f  the Income 
Tax Act 1952 except the said sum payable under this D eed” .

H In any case, the paym ent was no t to  be less than  £100. It is com m on ground
tha t the nine paym ents in question were annual paym ents for the purposes 
o f s. 169.

On 18th July 1957 the Com pany entered into an agreem ent with a com pany 
called C onsolidated Investm ent Funds Ltd., to which I will refer as “ C .I.F .” 
U nder tha t agreem ent the C om pany sold to  C .I.F . the whole o f  the issued share
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capital in A conite for £45,000, o f  which £100 was paid on com pletion. The A 
agreem ent contained a provision th a t the balance was to  be satisfied by paym ent 
to  the Com pany, in each o f the nine years ending 5th April 1958 to  5th April 
1966, o f a sum equal to  the net profits o f  Aconite for each o f the years ending 
31st M arch 1958 to  31st M arch 1966. There was a proviso tha t if  the aggregate 
o f these sums exceeded £45,000 the purchase price should be increased by the 
excess. B

It is com m on ground th a t the paym ents m ade by C .I.F . under this agree­
m ent were received by the C om pany as capital. The way in which the paym ents 
under the deed o f  covenant and the receipts under the agreem ent were recorded 
in the C om pany’s books was this. A n account was opened in the C om pany’s 
ledger headed “ Shares in A conite Investm ents L td .” O n the debit side were 
entered paym ents to  A conite and on the credit side the capital receipts from  C
C .I.F . D uring the relevant period, the paym ents m ade to  A conite were the full 
paym ents m ade in accordance with the deed o f  covenant, but the receipts from
C .I.F . which were credited were no t the full paym ents bu t paym ents on account 
o f  the am ount due each year, equal in am ount to  the am ount paid  by the 
C om pany to  Aconite. The result was tha t during the relevant period the ledger 
accounts exactly balanced, and because o f  this the  transactions were no t brought D 
into the audited accounts except by way o f notes on the balance sheets.

M r. Clement, a m em ber o f  the firm w ho were the C om pany’s auditors, 
w ho gave evidence before the Special Com m issioners and  whose evidence was 
accepted, said tha t he regarded this as a natu ral and  convenient way o f dealing 
with the transactions, although there were o ther ways, in which they might 
have been dealt with, but whichever way one chose, the am ount available for E 
d istribution by way o f dividend would rem ain the same.

I must now refer to  the audited accounts for the relevant periods. F o r the year 
ended M arch 1958 the net profit o f the C om pany, including balance brought 
forw ard, was £35.774. The C om pany paid dividends am ounting net to  £34,349, 
leaving £1.425 to  be carried forw ard. D uring tha t year the net paym ent to 
Aconite was £25,225. F o r the year 1959 the figures were net profits, including F 
balance brought forw ard, £26,727, net dividends, £24,500, balance carried 
forw ard, £2,227 and net paym ent to  Aconite, £28,000. F o r 1960 the figures were 
net profits, including balance b rought forw ard, £30,984, net dividends, £24,500, 
balance carried forw ard, £6,484 and net paym ents to  Aconite, £27,500.

In relation to those figures, the Special Com m issioners say this in the 
Case S tated!1): G

“ It is apparen t from  the above-m entioned figures that the C om pany 
had for each o f the relevant years sufficient taxed profits to  cover the annual 
paym ents to  Aconite, but that it did not in each o f those years, considered 
by itself, have sufficient taxed profits to  cover these paym ents and also the 
dividends from  which it deducted tax .”

T hat is true, but w hat the Special Com m issioners did not say was tha t there were H 
accum ulated taxed profits o f £74,000 odd, ou t o f which the dividends could 
have been paid.

(*) See page 137, ante.
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A So much for the facts. As 1 have said, the Special Com m issioners dismissed 
the appeals against the assessments, bu t 1 need not refer to  the reasons given 
by them  for their decision as M r. Bucher, for the Crow n, did no t seek to  rely 
on their detailed reasoning. M r. Bucher, as I understood the argum ent, sub­
m itted in effect tw o things: first o f  all, th a t the C om pany in its accounts had 
deliberately chosen to  a ttribu te  the annual paym ents to  Aconite to  capital, 

B and cannot therefore now say they were paid ou t o f  profits brought in to  charge 
to  ta x ; secondly, th a t the factual situation  was such th a t the dividends and the 
annual paym ents could no t both  have been paid under deduction o f  tax out o f 
profits b rought in to  charge to  tax, and therefore the annual paym ents m ust be 
attributed  to  capital.

Sir Andrew C lark ’s answ er is to  the effect th a t the C om pany’s accounts 
C are a purely dom estic m atter which have nothing to  do with the case, and the 

C om pany is entitled ex post fa c to  to  m ake w hatever a ttribu tion  it likes, and 
w hat it does like is to  a ttribu te  the annual paym ents to  the taxed profits o f the 
relevant period and to  a ttribu te  the dividends to  the accum ulated fund o f  taxed 
profits, augm ented by the capital surplus arising from  the agreem ent w ith C .I.F . 
He subm its tha t on au thority  that is w hat the C om pany is entitled to do.

D The first case to  which he referred was the decision o f the C ourt o f  Appeal
in Allchin v. C oulthard f)  [1942] 2 K.B. 228. The case went to  the H ouse o f 
Lords, which confirmed the decision o f  the C ourt o f  Appeal and adopted 
unreservedly the judgm ent o f  Lord G reene M .R . in the C ourt o f Appeal. The 
headnote to  that case is this:

“The phrase ‘profits or gains brought into charge’ as used in [rules] 19 
E and  21 o f  the G eneral Rules A pplicable to  All Schedules to  the Incom e

Tax Act. 1918”

— those rules are now ss. 169 and  170 o f  the Income Tax Act 1952—
“ does no t indicate the cash resources out o f which the paym ent o f the 
interest is in fact m ade, bu t a fund in the accountancy sense o f  taxed profits 
up to  bu t no t exceeding the am ount o f  the assessm ent ascertained for the 

F purpose o f an account between the taxpayer and the revenue and deemed
to be in his hands, to  which the paym ent o f  the interest is to  be debited. 
N o profits which cannot be lawfully applied to  the paym ent o f  the interest 
can be treated by the taxpayer as form ing this fund o r any part o f  it, but 
subject to  this, ap art from  special circum stances, instances o f  which are 
provided by Birmingham Corporation v. Inland Revenue Commissioners(2) 

G [1930] A .C . 307 and Central London R y  v. Inland Revenue Commis­
sioners(3) [1937] A.C. 77, the taxpayer is entitled to  trea t the interest as 
having been paid out o f  th a t fund, no m atter ou t o f w hat cash resources 
he in fact paid it. S. corpora tion  paid  ou t o f  their general rate fund, which 
consisted partly  o f  untaxed incom e (namely, the rates collected) and partly  
o f  profits from  its undertakings duly assessed to  income tax, interest on 

H a loan raised for the purpose o f their electricity and  transpo rt undertakings
and general purposes, deducting incom e in the usual way. The corporation  
claimed, under the provisions o f  the South Shields C orporation  A ct, 1935, 
to trea t the assessed profits o f the electricity and  transport undertakings

( ‘) 25 T.C. 445 (sub nom. Allchin v. Corporation of South Shields). 
(2) 15T.C. 172. (3) 20 T.C. 102.
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as part o f  the assessed profits ou t o f  w hich the interest was paid and to A 
retain the am ount o f tax paid on those p ro fits :— H eld , reversing the decision 
o f Lawrence J., tha t by the provisions o f  the Act the profits o f  those 
undertakings could lawfully be applied to  the paym ent o f the interest on 
the whole o f  the loan, and, consequently, those profits as assessed to  income 
tax form ed part o f the profits brought into charge out o f which the interest 
was paid or deemed to  be paid, notw ithstanding th a t it appeared from  the B
accounts o f  those undertakings, kept separately as required by the Act, 
tha t the surplus revenues o f  those undertakings had been treated as applied 
to certain specified purposes o f those undertak ings/ ’

Then 1 m ust refer to  a considerable p art o f  the judgm ent o f  Lord G reene M .R .,
starting at page 233(1). He said this:

“ The result down to  this point is as follows. At the date when the C 
interest was paid, the general ra te  fund was m ade up o f  m oneys which in 
part were derived from  untaxed income (rates) and  in part from  the profits 
o f the undertakings for the year in question. O ut o f th a t fund the interest 
was paid. The profits o f  the undertakings for the year had been or would 
in due course be subjected to tax although the profits as assessed to  tax would 
n o t be the same in am ount as the actual profits show n by the accounts. D
They were in fact less. It is convenient here to  refer to  the tests laid down 
by Lord A tkinson in Sugdens  case(2), which, in the C row n’s contention, 
m ust be satisfied before the co rporation  can succeed. Lord A tkinson says 
th a t before the taxpayer can retain the tax deducted, he m ust be able to  
answer affirmatively two questions: (1.) H as the interest been in fact paid 
or m ust it in the circum stances o f the case be taken to  have been paid out E
of profits or gains brought into charge, i.e., ou t o f the so-called ‘taxed fund.’
(2.) W as it lawful to  pay them  out o f the fund? F o r the reasons which I have 
given 1 am  o f opinion tha t the second o f these questions m ust be answered 
in the affirmative. It is in the case o f  local authorities th a t this question 
usually arises. The reason lies in the peculiar constitu tion o f  these bodies. 
U nlike the ordinary trading com pany, their income is in part derived from  F
a source not liable to tax, i.e., rates. T hat part which is derived from  their 
undertakings is taxable. The legislature has in the past im posed restrictions 
on the application o f the profits o f their undertakings, w ith the result that 
those profits had to be kept distinct from  their o ther receipts, ju st as if a 
local authority  had been several entities instead of one. Once those re­
strictions are removed, as in the present case, the au thority  ceases to  be G
divided into separate com partm ents in this way and all its receipts become 
lawfully applicable for all its purposes. It is thus placed in precisely the 
same position in this respect as any other person.

It is on the first o f Lord A tkinson’s questions th a t the alternative 
contention o f the Crow n is based. It is said th a t when the accounts o f  the 
undertakings are examined it will be found th a t the profits which they earned H 
in 1935-1936 were all in fact applied for the purposes o f the undertakings 
themselves and tha t no part o f them  was in fact applied in paym ent of 
the interest with which we are concerned. This argum ent is, in my opinion, 
based on a m isconception o f the m eaning o f paym ent out o f  a taxed fund.
O n a previous occasion I ventured to  point out some o f the difficulties which

(‘ ) 25 T .C ., a t p. 455. (2) 6 T .C . 211; [1914] A .C . 483.
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tha t and similar phrases appeared to me to occasion: Fenton's Trustee v. 
Inland Revenue Com m issioners^). T hat I had good ground for so doing 
appears from  the opinion o f  Lord M acm illan delivered later in the same year 
in Central London Radway  v. Inland Revenue Commissioners(2) in which the 
o ther m em bers o f the House o f Lords concurred. M uch o f the obscurity 
which surrounds this m atter is due to  a failure to  distinguish the two senses 
in which the phrase ‘paym ent ou t o f  a fund’ may be used. The word ‘fu n d ’ 
may m ean actual cash resources o f a particu lar kind (e.g. money in a draw er 
or a bank), o r it may be a mere accountancy expression used to  describe a 
particu lar category which a person uses in m aking up his accounts. The 
words ‘paym ent out o f  when used in connection with the word ‘fund’ in 
its first m eaning connote actual paym ent, e.g. by taking m oney out o f  the 
draw er or draw ing a cheque on the bank. W hen used in connection with the 
word ‘fund’ in its second m eaning they connote that, for the purposes o f 
the account in which the fund finds a place, the paym ent is debited to  tha t 
fund, an operation  which, o f course, has no relation to the actual m ethod of 
paym ent or the particular cash resources out o f which the paym ent is made. 
Thus, if a com pany m akes a paym ent out o f its reserve fund— an example 
of the second meaning o f the w ord ‘fund’— the actual paym ent is m ade by 
cheque draw n on the com pany’s banking account, the m oney in which 
may have been derived from  a num ber o f sources. The phrase ‘reserve fund’ 
only has a m eaning as indicating the item in the com pany’s accounts to 
which it decides to debit the paym ent. It will be seen, therefore, tha t to 
speak o f  an actual paym ent being m ade ou t o f a fund in the second sense 
is really a misuse o f language. A  fund in the second sense is merely an 
accountancy category. It has a real existence in that sense, bu t no t in the 
sense that a real paym ent can be m ade ou t o f it as distinct from  being 
debited to it. Unless these two meanings of the phrase ‘paym ent out o f a 
fund’ are kept distinct, much confusion o f thought m ust ensue. A real 
paym ent cannot be m ade out o f an im aginary fu n d : per Lord  M acm illan 
in the Central London Railway case(3).

In applying these considerations to  the requirem ents o f  [rule] 21 that 
the interest m ust have been payable and paid ou t o f  profits b rought into 
charge to  tax, it will be seen tha t the w ord ‘profits’ canno t (except in the 
possible case o f  income taxed at the source) be construed as indicating the 
cash resources ou t o f which the paym ent is in fact made. The w ord can 
only be used in the accountancy sense o f a fund o f profits ascertained for 
the purposes o f  an account between the taxpayer and the revenue. As the 
result o f  taking tha t account the taxpayer is deemed to  have in his hands 
a fund o f  taxed profits up to, but no t exceeding, the am ount o f  the assess­
ment. Accordingly, it becomes necessary for the purpose o f giving effect 
to  [rules] 19 and 21 to  draw  up a further account as between the taxpayer 
and the revenue. O n the one side is entered the interest paid, and, on the 
o ther side, the ‘taxed fund’, which may consist o f  profits as assessed to  tax 
under different schedules. The taxpayer is no t entitled to  bring in on this 
side o f the account a taxed fund if  the profits in respect o f  which the relevant 
assessment is m ade cannot lawfully be applied in the paym ent o f  the interest. 
Subject to  this, in the absence o f special circum stances to  which I will refer

(*) 21 T.C. 626 (sub nom. Paton (as Fenton’s Trustee) v. Commissioners ol inland Revenue); [1936]
2 K.B. 59. (2) 20 T.C. 102. (3) Ibid., at p. 146.
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later, the taxpayer is, in my opinion, entitled to  trea t the interest entered A
on one side o f the account as having been paid ou t o f the items o f taxed 
profit entered on the o ther side. In the accountancy sense, he has paid it, 
since as between him  and  the revenue he is entitled to  have the account 
draw n in this way and to  debit his paym ents to  the taxed fund. It follows 
from  this tha t (again apart from  special circumstances) the question out 
o f w hat cash resources was the paym ent m ade is entirely irrelevant. A B
trader may spend the whole o f his profits for the year in buying him self 
a house, with the result tha t he has to  borrow  m oney to pay his m ortgage 
interest. This does no t disentitle him  from  saying that, as between him self 
and the revenue, he is entitled to  debit the interest paid to  the fund repre­
senting the am ount in which his profits for the year are assessed. To hold 
otherwise would be to  m ake nonsense o f  [rules] 19 and  21. N or can the C 
way in which, for his own convenience, he chooses to  keep his accounts 
deprive him  o f this right. If  he carries on two businesses and chooses to 
keep their accounts distinct, he m ay in those accounts show the profits of 
one business as having been wholly applied in buying capital assets for 
tha t business and charge the whole of the interest which he is liable to  pay 
to, for example, a reserve account in the o ther business representing profits D 
o f past years, but, in taking the account as between him self and the revenue, 
he is entitled to  treat the assessed profits o f  the first business as available 
for the paym ent o f the interest. To speak o f  this as re-w riting the trader’s 
accounts is a m isdescription. His dom estic accounts stand, and there is 
no question o f re-writing them. The account which is draw n up between 
him self and the revenue is a totally  different account draw n up for totally E 
different purposes and the figure representing taxed profits which appears 
in it is a sta tu tory  and (except in the case o f profits taxed at source) not 
an actual figure.

I have thought it desirable to  explain at some length the principles 
which appear to  me to  underlie questions o f this nature. I m ight perhaps 
have contented myself with citing some o f the passages in the num erous F  
authorities in which the m atter has been discussed, notably the speech 
o f Lord A tkinson in Sugdens  casef1), and tha t o f Lord M acm illan in the 
Central London Ry. case(2), to which I have already referred, but the nature 
o f some o f the argum ents presented to  us showed th a t the subject is still 
regarded as w rapped in considerable obscurity and th a t m ust be my excuse.
If I have correctly grasped these principles, it follows that, in the present G 
case, the fact tha t the co rporation  in their dom estic accounts have chosen, 
w ithout any legal com pulsion, to  show the profits o f  their undertakings 
for the year as having been wholly applied for the purposes o f  the under­
takings does no t in any way disentitle them  from  saying th a t the interest 
has been or m ust be deemed to  have been paid pro tanto out o f the taxed fund 
at which these profits are quantified by assessment. Once it appears tha t H 
the profits in respect o f which the assessment is m ade are in their nature 
legally applicable for the purpose o f paying the interest they are entitled 
to  claim tha t it was in fact paid or m ust be deemed to  have been paid out 
o f  those profits as assessed so far as they will go. They are in precisely the 
samp nosition as the trader w ith tw o businesses to  whom  I have referred, 
the y difference being that part o f their income, nam ely, th a t derived I

(■) 6 T .C . 211 (2) 2 0 T .C . 102.
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A from  rates, is not liable to  tax. This, however, does no t entitle the Crow n 
to say th a t the interest m ust be deemed to  have been paid ou t o f  the rates. 
It is, in fact, as true to  say tha t the rates have been applied for the purposes 
o f the undertakings, leaving the profit available for paym ent o f  the interest.”

I shall com e back to  the rem ainder o f  tha t judgm ent later on. In the House 
o f Lords, Lord Sim on L.C. said th is O , [1943] A .C .607, a t page 623, in relation 

B to  the judgm ent o f Lord G reene M .R . which 1 have been quoting:
“ I adop t in its entirety the exposition o f the M aster o f  the Rolls on 

this part o f the case, in which he points ou t how limited is the assistance 
for the solution o f this m atter which can be derived from  an exam ination 
o f the way in which the co rpo ra tion ’s accounts are made up and recorded.”

Lord M acm illan, a t page 626(2), said:

C “ On this part o f the case I am  so entirely content w ith the answer which
the M aster o f  the Rolls has given to  the C row n’s contention tha t I have 
nothing to  ad d .”

On the same page, Lord R om er sa id :

“ F or I am  satisfied for the reasons given by the M aster o f  the Rolls, to 
which I cannot usefully add  a single w ord, tha t the whole o f  the interest 

D on borrow ed money paid by the co rporation  in the year 1935-1936 could
properly be paid out o f the profits or gains o f the corporation  for tha t year 
brought into charge to  tax so far as such profits or gains were sufficient 
for the purpose, and tha t such interest ought, as between the corporation  
and the revenue, to  be treated  as having been so paid in fact.”

W hile I am  on this topic I should refer to  one sentence from  the speech of 
E Viscount Sum ner in the Birmingham Corporation case(3) [1930] A.C. 307, at 

page 318:

“ . . . but the decisions, I think, clearly contem plate tha t a mere a ttribu tion  
ex  post fac to , as part o f a contention as to  their rights, will serve the 
C orpora tion’s tu rn  w ithout even an ultim ate a ttribu tion  in their books.”

Those citations appear to  me to  show tha t there is a general rule which is 
F  applicable to  cases like the present, and this is tha t the taxpayer is entitled to 

say tha t annual paym ents m ade in any particu lar year are to  be treated  as having 
been paid out o f  his taxed income for tha t year to  the extent to  which such 
income is sufficient to  pay them ; and tha t his right to  say this is unaffected both 
by the m anner in which the paym ent has in fact been m ade and by the m anner 
in which his domestic accounts have in fact been kept. But it appears tha t there 

G  are two exceptions to this general ru le : (1) where it would not be lawful for the 
taxpayer to m ake the annual paym ents ou t of the so-called taxed fund— no 
question o f illegality arises in the present case ; (2) where there are w hat has been 
called special circumstances.

I was referred to  two cases o f special circum stances. The first was the 
Birmingham Corporation case, which I have already m entioned. The headnote 

H there(4) is this:

( ‘I 25 T.C. 445, at p. 463. (2) Ibid., at p. 465. (3) 15 T.C. 172, at p. 212.
I4) [1930] A.C. 307



150 T a x  C a x e s , V o l . 43

(Plowman J.)

“ In 1920 the appellant C orporation  undertook an Assisted H ousing A 
Scheme under the Housing. Tow n Planning. &c.. Act, 1919. and for the 
purpose o f  the scheme borrow ed m oney on local bonds secured on their 
rates, revenue and property. In each o f the years ending April 5, 1922. 1923 
and  1924, the separate account kept in respect o f  the scheme, as required 
by regulations under the Act o f  1919, showed a loss due entirely to  the need 
to  pay interest on the local bonds. This loss was largely m ade good by an B
Exchequer subsidy, as provided by these regulations. The C orporation  had 
one fund only, the borough fund, any deficiency on which was m et by 
raising a borough rate. In to  this fund the balance o f  profits o f the C o rp o r­
ation ’s com m ercial activities was paid. D uring each o f the three years the 
total taxed profits o f the C orpo ra tion ’s property  paid into the fund 
exceeded the aggregate am ount o f  interest on loans payable by the Cor- C 
poration, including the interest on loans under the H ousing Scheme. In 
paying the interest on the local bonds the C orporation  deducted income 
tax, but in the H ousing Scheme account the gross am ount o f interest was 
charged as an elem ent o f  loss. The question for determ ination was whether 
the appellant C orporation  was liable to  account to  the Crow n for the tax 
so deducted under [rule] 21 o f  the All Schedules Rules o f  the Incom e Tax D
Act, 1918. The Crow n contended that the Exchequer subsidy m ust be 
regarded as having been applied for the purpose, so that to  tha t extent the 
interest was paid ou t o f  m oney no t already brought in to  charge, bu t the 
C orporation  contended tha t the interest m ust be treated as paid ou t of 
profits and gains form ing part o f  the borough fund which had already been 
brought in to  charge, and tha t the Exchequer subsidy only went to  recoup E
the borough fu n d : Held"

— and I read this w ithout pausing to  consider w hether it accurately represents 
the decision—

“ th a t in so far as the taxed income o f the H ousing Scheme was insufficient 
to  meet the interest on the loans, the interest was not payable, o r was not 
in fact paid, out o f profits and gains brought into charge to  income tax. F
and therefore the appellants were bound to  account to  the Crow n for the 
sum deducted for tax .”

The ratio decidendi o f  th a t case, so far as the question of special circum ­
stances was concerned, was stated by Lord Buckm aster, at page 313(1), in 
this w ay :

“ The C orporation  by the accounts pu t forw ard for the purpose o f  G  
obtaining and m easuring the subsidy represented tha t the sum required for 
interest was the gross sum. If  the interest was paid out o f  moneys already 
taxed this was no t the sum  required; they only required the lower figure.
The statem ent therefore was equivalent to  saying tha t the interest had not 
been paid out o f  moneys which had already paid tax. They cannot therefore 
now set up the contrary , but, if  not so paid, the tax is still undischarged H 
and it is in their hands for paym ent.”

A t page 320(2), Lord A tkin said this:
“ As it was lawful for them  to pay ou t o f their taxed funds, so it was 

lawful for them  to  pay out o f  their untaxed funds. In both  cases they m ust

( l ) 15 T .C . 172, a t p. 209: (2) Ibid., a t p. 214.
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A deduct the incom e ta x ; in the form er case they could pu t it in their pocket, 
in the latter case they m ust account to  the Crown: In the form er case their 
loss caused by paym ent o f  interest would be lim ited to  the net am ount p a id ; 
in the latter case it would extend to  the full am ount. But in preparing the 
account for the subsidy under the regulations they return the am ount 
required for interest as the full am ount w ithout dedu ctio n ; and they give 

B n o 'c red it for and m ake no reference to  the deduction. The account is
prepared for the purpose o f ascertaining the loss on the H ousing Scheme, 
and in these circum stances it m ust, 1 think, be taken tha t the C orporation  
are representing tha t they are ou t o f pocket the full am ount o f the interest, 
or, in o ther words, tha t they have no right to  keep for themselves the income 
tax deducted. This can only be on the footing th a t they have in fact paid 

C the interest out o f  their untaxed funds. I do not think tha t it is necessary
to involve the principles o f  estoppel, even if the necessary conditions for 
an estoppel exist, as to which I say nothing. The elfect o f the form  o f the 
account, charging the gross am ount o f interest as an elem ent o f  loss 
intended to  result in receipt o f  a subsidy and followed by the actual receipt 
o f the m oney based upon the representations contained in it, is to  afford 

D to my m ind conclusive p ro o f tha t the C orporation  in fact paid the interest
out o f untaxed funds. If so, the assessm ents in question were correctly 
m ade.”

The second case o f special circum stances was the Central London Railway 
case(') [1937] A.C. 77. The headnote is as follows:

“ In 1930 a Railway C om pany was em pow ered to  raise £850,000 of 
E additional capital by m eans o f  an  issue o f 5 per cent, redeem able debenture

stock, and was authorised for five years to  charge to  capital account the 
interest accruing on all m oney raised thereby. In  the year ending on 
Decem ber 31, 1930, the C om pany paid interest am ounting to  £4.250 to 
holders o f  this stock. O f tha t sum, £2,340 Is. 11 d. was charged to  capital 
account and £1.909 18s. 1 d. to  revenue account. O n paying the £4,250 to 

F the holders o f the new debenture stock the C om pany deducted incom e tax
thereon and claim ed to  retain  for their own purposes the am ount so 
deducted:— Held, tha t the sum  o f £2,340 Is. 11 d. had not been brought 
into charge to  tax within the m eaning o f Rules 19 and 21 o f the All Schedules 
Rules and tha t the C om pany could not retain the am ount deducted from  
tha t sum .”

G  The leading speech was delivered by Lord M acm illan and I refer to  w hat he 
said, starting at page 88(2):

“ I now come to  the special circum stances o f  the case in hand. Accepting 
the position tha t in the year in which the interest in question was paid there 
were ‘profits or gains’ of the Railway C om pany ‘brought into charge to 
tax’, in the sense of income assessed and charged to  tax in tha t year, in 

H excess of the am ount of interest paid, there rem ains the question w hether
the interest was ‘payable’ ou t o f  these ‘profits o r gains’?”

and then he deals with the m eaning o f the w ord “ payable” on page 89. Then 
he con tinues:

( ')  20 T .C . 102. (2) 20 T .C ., a t p. 151.
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“ Now it is true tha t the Railw ay C om pany could lawfully, if  they chose, A 
have paid the interest in question ou t o f  their profits, and it is also true 
th a t the interest was paid out o f a general banking account which contained 
sufficient profits (though these profits were no t their assessed profits— a 
difficulty which still haunts me). But the interest was actually paid ou t o f 
capital, and capital was the real source o f paym ent. If  the debiting o f the 
interest were merely a m atter o f dom estic accounting 1 should no t be B
disposed to  lay m uch stress upon it. But in my opinion it was m uch m ore 
than  this. There was a deliberate decision to  charge the sum in question 
against capital and  no t against revenue. T hat being so, I do no t see how 
the Railway C om pany can claim  to  retain the tax on this interest paid out 
o f capital when the right to  retain  tax is conditional on the interest being 
payable out o f  profits. If  the interest had been paid ou t o f actual profits C
the sum so paid  would have figured in the Railway C om pany’s re tu rn  o f 
profits to  be charged to  tax in the next year; bu t the £2,340 Is. lie?, has 
never appeared and  will never appear in any return  by the Railw ay C om ­
pany for tax purposes, for it is a paym ent out o f  capital. C onsequently the 
Crow n will never receive any tax either from  the Railway C om pany or 
from  the debenture holders in respect o f  the interest paid to  the la tter in D
1930 if the Railway C om pany are no t held accountable to  the Crow n for 
the tax which they deducted. The theory o f  the notional taxed fund covering 
the am ount o f the interest paid does no t fit such a case, for the transaction 
is outside the region o f  profits whether notional or actual. By their own 
deliberate act the Railw ay C om pany have m ade this sum  no t payable out 
o f  profits. It is nothing to  the purpose th a t theoretically the Railway E
C om pany m ight in some future year carry this sum o f £2,340 Is. 11 d. back 
in to  profit and loss account as income. As to  w hether in the circum stances 
they could com petently do so I express no opinion. But in the tax year in 
question they have chosen no t to debit this sum to revenue account, and 
consequently have pro  tan to  prevented the dim inution o f the dividend fund 
in the d istribution  o f which am ong their shareholders they have deducted F
tax and, as they were entitled to  do, have retained the tax deducted.

M y Lords, I do no t think th a t the same sum can be utilised by the 
Railway C om pany to  render them  those two inconsistent services in the 
same tax year, so as to  entitle them  first to  a ttribu te  the £2,340 Is. 11 d. to 
the paym ent o f interest to  their creditors and  claim  to retain  the tax 
deducted therefrom  as if  it were paid out o f  revenue, and then, by debiting G
it to  capital, to  enhance the dividend fund and  claim  to  retain the tax 
deducted from  their shareholders on paying them  their dividends. W hatever 
view be taken o f the m eaning o f  Rule 19 I do no t think tha t the Railway 
C om pany can bring such a case w ithin it.”

In Allchin v. CoulthardC), [1942] 2 K.B. 228, at page 237, Lord G reene 
M .R . had this to  say in relation to those two cases: H

“ I have referred to  the fact th a t special circum stances m ay exist which 
will provide a different result. I do so by reason particularly  o f  two decisions 
on which counsel for the Crow n placed great reliance. In m y opinion, 
however, they have nothing to  do with the present case. The circum stances 
in each case were very special. In the Central London Ry. case(2), the railway

( l ) 25 T .C . 445, a t p. 457. (2) 20 T .C . 102.
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A com pany had sta tu to ry  pow ers to  do w hat it would no t have been entitled 
to  do, namely, charge the interest on certain  debenture stock to  capital. 
This power it elected to  exercise. The figure at which its profits were assessed 
to  tax was large enough to  cover the interest and it claimed to  be entitled 
to  treat the interest as having been paid ou t o f those profits. It was held 
tha t it was no t entitled to  do so. Now, the fact th a t the com pany chose to 

B charge the interest to  capital m ight a t first sight appear to  be a mere m atter
o f dom estic accountancy. H ad it charged the interest to  revenue, as it was 
perfectly entitled to  do, it could unquestionably have retained the tax, but 
by tak ing  the course which it did it set the am ount o f  its profits free for 
paym ent o f dividend. Its action, as Lord M acm illan said(1), was m uch m ore 
than  a mere m atter o f dom estic accountancy. He went on to  explain why 

C this was so. The effect o f charging the interest to  capital was to  swell the
dividend fund on the d istribution  o f which the com pany retained a larger 
am ount o f  tax than  they would have retained if the interest had been 
charged to  revenue and the dividend fund in consequence reduced. They 
could no t a t one and the same tim e claim  to enjoy this larger retention 
and treat the interest as chargeable, as between themselves and the Crow n, 

D to  revenue account. The o ther case is Birmingham Corporation v. Inland
Revenue Commissioners(2). There the co rpora tion’s expenditure on a 
housing scheme, including interest on loans raised for the purposes o f  the 
scheme, exceeded the receipts and the corpora tion  claim ed to  treat the 
interest on the loans as having been paid out o f its taxed income. F o r the 
purpose o f claim ing the exchequer subsidy, the interest paid on the housing 

E loan was brought in by the co rporation  a t the gross and  no t the net figure.
L ord Buckm aster pointed  out th a t ‘The accounts were prepared for a 
departm ent o f the Crow n to  whom , acting through  ano ther departm ent, 
the tax was payable, and so regarded were prepared upon the footing that 
the tax was unpaid, with the result tha t either the creditor was still liable 
for the tax or that, if it had been deducted, it was retained to  satisfy his 

F liability in tha t respect.’ The decision turned entirely on the special nature
o f the exchequer subsidy and  the action o f  the co rporation  in basing its 
claim for subsidy on the assertion that it was out o f pocket to  the extent 
o f the gross am ount o f the in terest.”

In the House o f Lords in the Allchin case(3) [1943] A.C. 607, at page 623, 
Lord Simon L.C. had this to  say about the Birmingham Corporation case:

G  “ The result is tha t there would be nothing illegal in the corporation
paying this interest ou t o f  the mixed fund which contains its profits or 
gains. N either is there anything in the present case which goes to  show 
tha t they have precluded themselves by inconsistent action (as was the case 
in Birmingham Corporation v. Inland Revenue Commissioners) from  being 
treated  as paying the interest ou t o f profits or gains brought into charge.”

H A t page 625(4), Lord M acm illan said th is :
“ This brings me to  the last po in t which is the point expressly raised 

in the present case. The figure a t which the taxpayer’s profits for the year 
have been assessed and on which he has paid tax having been ascertained, 
is tha t figure further exam inable? The Crow n contends, and the authorities

( ‘) 20 T.C. 102, at p. 143. (2) 15 T.C. 172. (3) 25 T.C. 445, at p. 463.
(4) Ibid., at p. 464.
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justify the contention, tha t it is. and  tha t the taxpayer cannot be deemed A 
to have paid interest out o f profits which cannot legally be applied in 
paym ent o f  tha t interest or which he has by his own deliberate actings 
debarred him self from  so applying.”

Then, just a little further dow n the page:
“ If an ingredient o f  the profits as assessed is derived from  a source 

which precludes the application o f th a t ingredient to  the paym ent o f  B 
interest on borrow ed m oney”

— that is the illegality point—
“ or with regard to  which the taxpayer has so acted as to  preclude him self 
from  being deemed to  have so applied it, then to  th a t extent I th ink tha t 
the taxpayer is debarred from  saying th a t he has paid the interest in 
question out o f profits or gains brought into charge to  tax .” C

It appears, therefore, tha t the Birmingham Corporation case(’) turned on the 
point that the C orporation , having represented to  the Exchequer, in order to 
get a larger subsidy, tha t interest had not been paid on moneys which had 
already borne tax, was no t entitled to  m aintain the contrary  to  the Revenue. 
There are no com parable circum stances in the present case. The Central London 
case(2) turned on the point tha t the com pany, by charging the debenture interest D
to capital, which it could not have done w ithout sta tu to ry  authority , set free 
an equivalent am ount o f  its profits for paym ent o f  dividend, and the C ourt of 
A ppeal and the H ouse o f  Lords held th a t the com pany could no t at the sam e time 
claim to retain tax on this increase and  trea t the interest as chargeable to  revenue 
account. But in the present case the am ount o f  the dividend fund rem ains the 
same, w hether the annual paym ents are m ade ou t o f the fund of accum ulated E 
profits o r out o f the capital surplus which could have been m ade available for 
paym ent o f  dividends.

W hat, then, is the result? In my judgm ent Sir Andrew Clark is right in 
subm itting tha t the only circum stances which are special circum stances, within 
the authorities to  which I have referred, are cases where the taxpayer has 
elected to  a ttribu te  annual paym ents o r interest to  capital in order thereby to  F 
gain some tax o r o ther fiscal advantage, and so is precluded from  contending 
that they were m ade out o f taxed income. In the present case it does not seem 
to me tha t the C om pany gained any fiscal advantage by the way the annual pay­
ments were treated in the ledger account, and therefore in my judgm ent the case 
falls within the general rule and no t within any exception to  it. T hat being so, the 
Com pany is, in my judgm ent, entitled to  say this to  the Revenue: We propose G
to treat the receipts from  C .l.F . as having been brought into the profit and loss 
account and so available for paym ent o f the dividends which were paid during 
the relevant period. The accum ulated fund o f taxed profits is am ply sufficient 
to  frank those dividends, and therefore we trea t the taxed profits for the years 
in question as a source o f the annual paym ents for those years.

M r. Bucher sum m arised his argum ent in the form  o f six propositions. H
(1) T hat all the authorities m arch together; so m uch is com m on ground, but 
the dispute is as to  where they lead. (2) T hat where there is a mixed fund and  the 
taxpayer’s treatm ent o f  it is neutral, the annual paym ents can be a ttribu ted  to

(*) 15T .C . 172. (2) 20 T .C . 102.
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A taxed p ro fits ; Sir Andrew  Clark concurs with tha t proposition  so far as it goes,
but he subm its tha t it does no t go far enough. (3) T hat where there is a mixed 
fund and the taxpayer has deliberately chosen to  a ttribu te  the annual paym ents 
or interest to  capital, he cannot afterw ards say th a t the annual paym ents or 
interest are payable out o f  profits; Sir Andrew C lark subm itted tha t this p ro ­
position required to  be qualified by lim iting its application to a case where the 

B choice had been m ade for the specific purpose o f gaining a fiscal advantage,
and, as I have already indicated, this subm ission is, in my view, on the authorities, 
correct. (4) T hat proposition  (3) stands w hether o r no t the a ttribu tion  o f  annual 
paym ents and profits is incom patible with the paym ent o f  dividends; this is 
accepted by Sir Andrew C lark, subject to  the qualification o f proposition  (3) 
to  which I have referred. (5) T hat in the present case the dividends and annual 

C paym ents could not both have been paid under deduction o f tax ou t o f  profits 
brought into charge to  ta x ; Sir Andrew Clark answers th a t this is w rong because 
the capital surplus could have been transferred to  profit and  loss account, 
enabling them  both  to  be paid under deduction o f  tax out o f profits brought 
into charge; I have already indicated tha t I think tha t this is so. (6) T hat the 
Special Com m issioners were right to say, first, tha t the factual situation makes 

D paym ent o f the annual paym ents ou t o f taxed profits impossible, and, secondly,
that the C om pany’s deliberate accounting precludes them  from  attributing  the 
annual paym ents to  profits; the answer to this is the same as the answ er to  
proposition  (5); the only deliberate accounting was for dom estic purposes and 
not for tax purposes.

Mr. Stam p added an argum ent for the Crow n based on the impossibility 
E o f getting a quart out o f  a pint pot, but, as I have already tried to  indicate, the

answer in my view is th a t it is open to  the C om pany ex  post fa c to  to  increase 
the size o f the pot. For these reasons 1 allow the appeal and discharge the 
assessment.

Nolan— W ould your L ordship say tha t the appeal is allowed with costs?

Plowman J.— T hat would be right, M r. Bucher?

F Bucher Q .C .— I cannot resist tha t, my Lord. 1 th ink, perhaps, your Lord­
ship ought to  add tha t the assessm ent ought to  be discharged.

Plowman J.— 1 thought I did say that.

Bucher Q .C .— I am  so rry ; I am no t abreast o f  events.

The Crow n having appealed against the above decision, the case came 
G  before the C ourt o f  Appeal (H arm an, D anckw erts and Salm on L.JJ.) on 21st, 

22nd, 23rd, 26th, 27th and 28th O ctober 1964, when judgm ent was reserved. 
On 26th N ovem ber 1964 judgm ent was given in favour o f  the Crow n, with costs.

H. H. M onroe Q.C., J. Raym ond Phillips and J. P. Warner for the Crown.

Sir Andrew Clark Q .C ., M . P. Nolan and J. H olroyd Pearce for the 
Com pany.
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Harman L. J.— I am  authorised by Salmon L.J. to  say tha t he concurs with A 
the judgm ent I am about to  deliver.

This appeal is concerned with those annual paym ents which are dealt with 
by ss. 169 and 170 o f the Incom e Tax A ct 1952, re-enacting the old General 
Rules 19 and 21 o f the Rules applicable to  all Schedules o f the Incom e Tax Act 
1918. Section 169 provides that, w hereany annual paym entis payable wholly out 
o f profits or gains brought into charge to  tax, the payer is to  be charged with B
the tax, and may on m aking the paym ent deduct and retain a sum representing 
the am ount o f the tax a t the standard  rate for the year in which the am ount 
payable became due. The payee is bound to  suffer this, and  the payer is discharged 
o f the sum represented by the deduction as if he had actually m ade it. U nder 
s. 170, where any such annual paym ent is not payable out o f  profits o r gains 
brought into charge, the payer must on m aking paym ent deduct the am ount o f  C
the tax and account for it to  the Crown. The question here is w hether the 
R espondent C om pany (which I shall call “ the C om pany”), having m ade 
deductions on m aking certain annual paym ents, is entitled to  retain them  under 
s. 169 on the footing tha t the paym ents have been m ade ou t o f  m oneys brought 
into charge or m ust, as the Crow n claims, account for them  under s. 170. The 
Special Com m issioners held the C om pany accountable. The Judge reversed D 
that decision. The Crown appeals.

M ost o f the transactions with which this case is concerned have for me 
an air o f  total unreality. The several com panies which come and go seem mere 
lay figures, dum m ies set up as payers or receivers of large sums o f m oney for 
no apparen t commercial purpose, though I can only suppose for some end 
concerned with taxation. N o explanations were offered to  the Special Com - E
missioners, nor to  us, of the object o r effect o f these transactions, which I confess 
to  finding incom prehensible. I will state the facts so far as I can follow them.
The Com pany was incorporated  in the year 1951 and carries on a fairly extensive 
business as shipbrokers. It had an issued share capital o f  ra ther over £17,000, 
and  m ade considerable profits year by year out o f which small dividends were 
paid in 1953, 1954 and  1955. All the shares in the C om pany were in August F
1955 sold to  a com pany called Avenue Finance Co. L td., but a t w hat price is 
no t stated. In 1957, the Com pany, in the hands o f  its new owner, paid a dividend 
o f £269,565 gross or £155,000 net. There rem ained to  the credit o f the profit 
and loss account a balance o f £4,449. The C om pany, as its balance sheet shows, 
had some m odest further assets, and  im m ediately after the paym ent o f  the 
dividend Avenue Finance Co. L td sold the whole o f its shares in the C om pany G  
to Fashion & G eneral Investm ent Ltd. for about £17,000. Shortly after­
wards, in the hands o f its new m aster, the C om pany prom oted a com pany called 
Aconite Investm ents Ltd.. w ith an authorised share capital o f  £100 and two 
£1 shares issued to  the C om pany for cash. W hether Aconite had any business 
or any assets is not apparent.

Two m onths later, on 12th July 1957, the C om pany entered into a deed by H 
which it covenanted to  purchase the 98 shares in its own w holly-owned sub­
sidiary, Aconite, at a price to  be m easured by the annual income arising year 
by year over the years 1957-58 to 1965-66 inclusive, on certain o f the C om pany’s 
shipbroking contracts set out in a schedule to  the deed, which provided that 
the covenanted sums should rank as annual income paym ents from  which 
income tax should be deducted. A week later the Com pany, in order, presum - I
ably, to finance its paym ents to  Aconite under the deed o f covenant, sold all 
its Aconite shares to a com pany called C onsolidated Investm ent Funds Ltd. 
for a sum o f £45,000. This sum was to  be paid by instalm ents equal to  A conite’s
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A net profits for the financial years 1958 to  1966 inclusive, bu t if  the profits in

question exceeded £45,000 the price was to  be increased by tha t excess. In other 
words, all A conite’s net profits for the years in question were to be absorbed 
in paying for its shares. The agreem ent also provided tha t the paym ents by 
C onsolidated Investm ent Funds L td. were to  be paid to  and received by the 
C om pany as capital sums on account o f the purchase price o f the Aconite shares. 

B There does no t seem to have been any point in these tw o agreem ents, which
were apparently  designed to  produce a balance, and were in fact om itted from  
the balance sheets o f the C om pany, except for a note which stated tha t no 
m aterial surplus or deficiency was expected from  the transactions.

It will be rem em bered th a t the paym ents to  A conite under the deed o f 
covenant were expressed to  be incom e paym ents, whereas the paym ents by 

C C onsolidated Investm ent Funds Ltd. for the A conite shares were expressed to
be instalm ents o f  a capital sum. A part from  the notes on the balance sheets 
which I have already m entioned, the only evidence about these two transactions 
is to be found in the ledger on one page headed “ Shares in A conite Investm ents 
L im ited”. There the two transactions are shown as balancing transactions and 
this is consistent with the notes in the balance sheets. O n one side o f the page 

D are shown the covenanted paym ents by the C om pany to  A conite, and  against 
them  are set the instalm ent paym ents to  the C om pany by C onsolidated Invest­
m ent Funds Ltd. T hat is to  say th a t the books indicated th a t the two transactions 
were related and the C om pany’s incom e obligations are shown as satisfied by 
the application o f the capital sums received. If  this be the true view, then the 
annual paym ents were m ade ou t o f  capital sums no t brought into charge to 

E tax, and this is the case for the Crow n.
The net paym ents to  A conite were: 1958, £25,225; 1959, £27,097; 1960, 

£26,539. These paym ents were m ade under deduction o f  tax, the sums deducted 
being: 1958, £18,644 15s.; 1959, £20,028 11s.; 1960, £ 16.789 19s 9d. These latter 
sums the C om pany claims to  keep in its pocket, while the Revenue claims tha t 
they are, as the books show them  to be, sums deducted ou t o f  receipts not 

F brought into charge to  tax and m ust be accounted for accordingly. O n 22nd 
M ay 1958 the directors subm itted their report and accounts for the year ending 
31st M arch 1958. F rom  these it appears th a t the net profit for the year was 
£26,725. A dding to  this the balance already m entioned to  the credit o f  the profit 
and loss account carried forw ard from  the previous year— £4,449— and a sum 
o f £4,600, being his rem uneration waived by the m anaging director, there is a 

G  total for the year o f £35,774. O ut o f this dividends am ounting to  £34,349 were 
recom m ended and paid, leaving a balance to  carry forw ard o f  £1,425. F rom  
the like sources for 1959 it appears tha t net profits am ounted to  £26,727, net 
dividends to  £24,500, balance carried forw ard, £2,227. F o r 1960 the figures 
were, profits £30,984, dividends, £24,500, balance carried forw ard, £6,484.

It is obvious tha t both  sets o f  paym ents could no t be m ade ou t o f  the 
H current profits. It is well settled that, where a com pany o r an  individual is in 

receipt in any year o f  sufficient assessable profits, these may be treated  as 
available in ordinary circum stances to pay annual sums, and this entitles the 
com pany to  deduct tax on m aking the paym ents, and  th a t this is so even though 
as a m atter o f  bookkeeping the com pany is shown as m aking the paym ents out 
o f capital. The principle goes back at any rate to  Sugden v. Leeds Corpora tion(l ) 

I [1914] A .C. 483, and is best explained, perhaps, in the judgm ent o f  Lord Greene 
M .R . in Allchin v. Coulthard(2) [1942] 2 K.B. 228, a judgm ent fully approved

( ')  6 T .C . 211. (2) 25 T .C . 445 (sub nom. A llchin v. C o rp o ra tio n  o f  S duth  Shields).
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in the House o f Lords, [1943] A.C. 607. In tha t ease l1) Lord G reene M .R . showed A 
very clearly tha t, for the purpose o f showing the source from  which the taxpayer 
m akes annual paym ents, the way in which he keeps his accounts is irrelevant.
If  during the year in question he has m ade profits, the fact that in his published 
accounts he has shown those profits as absorbed for o ther purposes does not 
prevent him as against the Crow n from  pointing to  those profits as profits 
brought into charge to  tax and so entitling him to retain the tax deducted under B 
s. 169. The principle so lum inously explained by Lord G reene M .R . is easy to 
follow if one considers the case o f a private person, who may deduct and retain 
income tax on annual paym ents which he m akes, even though he has in the 
year in question used up all his income for capital purposes. He need not, o f 
course, keep any accounts at all, and has only to  show tha t in the year in question 
there were taxed profits in his hands to  entitle him to m ake the deduction. C 
Limited com panies, on the o ther hand, have to  keep accounts, but I do not see 
tha t for this purpose they need actually rewrite the accounts. It will be enough 
to  show tha t the taxed profits in fact existed fo r the relevant p e rio d : see the 
speech o f Lord Sum ner in Birmingham Corporation v. Commissioners o f  Inland 
Revenuei2) (1930) 15 T.C. 172, at page 212.

In the present case it has been sought to  extend the principle to the case D  
o f dividends: it is said tha t the C om pany is entitled to  go back, however far 
into the past, to  find some year in which there were assessed profits (whatever 
the rate o f  assessment) and th a t these are available unless already paid away 
in dividends to  “ frank”, as the Judge called it, the dividend in question. There 
is no au thority  for this proposition. It is an analogy said to  follow from  the 
principles enunciated by Lord Greene M .R ., but I do not m yself think the E 
analogy a true one.

F o r the purpose o f his presentation o f  the argum ent Sir A ndrew  Clark, for 
the taxpayer, relied entirely on docum ent H (3) attached to  the Case. This 
purports to  show the assessed income o f the C om pany in each o f  its trading 
years from  1952 onw ards. Thus, in 1957 the accum ulated to tal o f  taxed income 
is shown as £376,609 and  the gross dividends paid up to  tha t date as £302,421: F
hence the £74,000 odd m entioned by the Judge. I do not find this docum ent 
convincing, o r indeed relevant. It bears no relation at all to  the C om pany’s 
balance sheets and profit and loss accounts. N o such figure as £74,000 accum ­
ulated balance o f dividends is to  be found in its accounts at all, no r any asset 
which could represent tha t sum. It will be rem em bered th a t the balance on 
profit and loss account after the very large dividend had been paid ih 1957 was G  
rather over £4,000, and the whole o f  the assets o f  the C om pany were then sold 
for £17,000 o r so. This would be strange indeed if  there were in existence in 
fact an accum ulated profit o f  £74,000. D ocum ent H seems to  take no account 
o f paym ents by the C om pany by way o f taxation . In fact docum ent H seems 
to  me as unreal as m ost o f  the o ther docum ents in this case.

The argum ent as I understand it is som ething as foil ows. Both the paym ents H
o f the dividends and the paym ents o f  the annual sums as shown in the books 
are mere m atters o f bookkeeping and irrelevant so far as the Crow n is concerned.
The books can be rew ritten for taxation  purposes to  show the annual paym ents 
made out o f  profits, there being sufficient profits in each year to  m ake them, 
as is the fact, while the dividends can be treated as though paid ou t o f  the

( ‘) 25 T .C . 445, a t p. 452. (2) [1930] A .C . 307, a t p. 314. (3) See page 142, ante.
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A accum ulated balance o f taxed profits rem aining over from  previous years, and 
thus exempt from  tax. Like the Special Com m issioners, I am  unable to  accept 
this. I agree a t once tha t in the ordinary  case the annual profits can be treated 
as available for the annual paym ents, bu t I do no t see how the dividends, which 
were stated by the directors to  have been paid out o f  those very annual profits, 
can now be said to  have been paid  ou t o f  som ething else. In  the first place, I 

B do not find by looking at the accounts o f the C om pany tha t there was in fact 
a hidden reserve o f  some sort from  which the dividends could be paid. Secondly, 
where a com pany has resolved to pay a dividend out o f certain profits and has 
acted on tha t resolution, I know  o f no au thority  which entitles it thereafter to 
claim tha t it was not payable ou t o f  those profits at all but out o f  some other 
fund. This does no t seem to me to  follow from  the cases cited.

C A part from  this, if the dividends were to  be supposedly paid out o f  past 
accum ulated profits, they would seem to be paym ents m ade ou t o f  capital 
sources, and so to  trea t them  would alter the rights o f  the recipients, who would 
be receiving a capital dividend and no t an income dividend. If  then the Com pany 
has elected to  pay these dividends ou t o f  its annual profits, it m ust abide by 
tha t election and cannot now seek to  a ttribu te  the same profits to  a different 

D purpose, namely, the paym ent o f  the annual sums to  Aconite. I find m yself in
agreem ent with the Special Com m issioners in the view they take th a t there is 
no evidence to  show tha t the Com pany ever did have recourse to  an accum ulated 
balance o f taxed funds, and tha t as a m atter o f  fact they did not do so and 
cannot now be heard to  say th a t they did.

The C om pany’s argum ent is tha t so far as dividends go this too  is a mere 
E m atter o f  bookkeeping and the principle o f Allchin v. CoulthardC ) can be

extended so as to  apply to  dividends. T rue it is, say the Com pany, th a t according 
to our books the dividends were paid ou t o f  current profits, whereas the annual 
paym ents were m ade ou t o f  current capital receipts, bu t bo th  are m ere m atters 
o f bookkeeping and are irrelevant as between us and the Crow n. Like the 
Com m issioners, I find m yself unable to  accept this argum ent. It is still true to 

F  say, as Lord A tkin  did in the Birmingham Corporation case, 15 T .C ., a t page 213, 
that the first question rem ains: were the paym ents in question in fact m ade out 

. o f profits brought into charge? It seems to  me th a t the Com pany, having 
declared dividends ou t o f  its taxed profits for the year in question, and having 
paid them  as if  m ade out o f  those profits, th a t is to  say, under deduction of 
tax, cannot be heard to  say tha t the dividends were no t so paid. The decision 

G  to pay ou t o f  taxed profits o f  the year m ade a difference to  the position o f the 
recipients o f  the dividends, for if these had been paid no t out o f income profits 
but ou t o f capital profits, such as were the receipts by way o f instalm ent, the 
C om pany could no t lawfully have deducted the tax, no r could recipients who 
were entitled to  return o f tax have m ade claim for such returns.

Central London Railway Co. v. Commissioners o f  Inland Revenue(2) 20 T.C. 
H 102 seems relevant in this connection. There R om er L.J. said this (at page 141):

“ I do venture to  say this, that, where, not for the purposes o f  con­
venience or for the purposes o f  giving effect to  the payer’s own notions o f 
account keeping, but for the purpose o f  definitely deciding and o f  recording 
the fact tha t a decision has been come to th a t a certain paym ent o f interest

(*) 25 T .C . 445. (2) [1937] A .C . 77.
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is to  be paid ou t o f  capital and not out o f interest, then the account is not A
only o f great im portance but, in the absence o f evidence to  the contrary,
is conclusive upon the m atter.”

It was argued tha t the only exception from  the ordinary rule th a t a com pany 
may rewrite its accounts for tax purposes was where the com pany was obtaining 
some fiscal advantage from  so doing. This was accepted by the Judge and 
form ed the basis o f his decision. N o doub t the fact o f  a fiscal advantage being B
obtained is a bar, but I do no t th ink it is the only one. I do no t regard the 
C om pany’s expedient as legitimate. The annual paym ents here could no t on 
the facts o f  the case have been paid out o f  past accum ulations o f profits, because 
on the facts o f the case they did no t ex ist; they were a mere fiction and no rewriting 
o f  the accounts would have provided them. The cases show th a t where there 
are current profits the annual paym ents can be taken to  have been paid ou t o f C
them, but I find no w arran t for saying th a t this can be extended so as to  pretend 
that dividends in fact paid out o f current profits could have been treated as not 
so paid by restoring to  surplus profits of past years, even if these exist, and I 
find in this case tha t they do not. In these circum stances I would allow the 
appeal and restore the finding o f the Com m issioners.

Danckwerts L.J.— I agree with the judgm ent delivered by H arm an L.J. As D
H arm an L.J. has stated, the principles which apply to  this case were explained 
by Lord G reene M .R . in Allchin  v. Corporation o f  South Shields (1942) 25 T.C.
445, in a judgm ent which received the approval o f the H ouse of Lords, and 
must be taken to  express the law on this subject. The position is explained fully 
by Lord Greene M .R ., at pages 456-7.

I would call atten tion  to  the example which Lord G reene M .R . gives on E
page 456, which is tha t of a com pany. It is clear, therefore, that Lord Greene 
M .R . considered tha t the principles which he laid dow n applied as m uch to  a 
com pany as to  an individual person dealing w ith his own business. It seems 
to me tha t this m ust be so, and I fail to  see why a resolution o f the directors 
o f the com pany has any m ore irrevocable effect than the decision o f  an in­
dividual to m ake a particu lar paym ent ou t o f  m oneys which have reached his F 
bank account from  a particu lar source. Individuals and com panies alike pay 
their debts out o f  w hatever is the convenient asset available for the m om ent.
The only difference is th a t the directors usually pass a resolution as to  the 
paym ent. Then the m atter passes in to  the hands o f  the accountants to  show the 
paym ent against the appropria te  fund in the final settlem ent o f  the accounts.

Lord Greene M .R . plainly considers th a t in m aking up the accounts G
between the taxpayer and the Inland Revenue the funds which have already 
been brought into charge for purposes o f income tax may be utilised in such 
accounts however the allocation may have been shown for o ther purposes.
This is the ordinary rule, though special circum stances may produce a different 
result. Lord Greene M .R . treats Corporation o f  Birmingham  v. Commissioners 
o f  Inland Revenue f )  and the Central London Railway case(2) as special cases, H
and Lord M acm illan (who made the leading speech in the last-m entioned case) 
in Allchin's case accepts the principles stated by Lord G reene M .R . as correct.
It m ust be accepted, I think, tha t there is, therefore, no conflict between these 
cases. But it must be possible to apply the rule w ithout using the income already

( ‘) 15 T .C . 172. (2) 20 T .C . 102.
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A charged to  tax twice over. This is the part o f the case which presents the m ost 
difficulty. H arm an L.J. has analysed the facts and the evidence in the present 
case and I do no t need to repeat the process. I agree w ith the conclusion which 
he has reached tha t it is impossible for the C om pany to  show tha t the sums o f 
income subjected to tax were available to pay the annual sums in the present 
case. I agree, therefore, tha t the appeal should be allowed.

B Warner— Will your Lordships order th a t the O rder o f the Chancery
Division be set aside and the assessments m ade by the Special Com m issioners 
restored ?

Harman L .J .— T hat sounds to  me right.

Nolan— I respectfully agree, my Lord.

Harman L .J .— D oes the taxpayer agree with tha t?

C Nolan— Yes, my Lord.

Warner— M y Lord, I ask tha t the taxpayer should pay the C row n’s costs 
in this C ourt and in the C ourt below.

Harman L .J .— Here and below?

Warner— Yes, my Lord.

Harman L.J.— Yes.

D Nolan— M y Lord, may my client have leave to  appeal to  the H ouse o f
L ords?

Harman L .J .— Very well, leave is given.

The C om pany having appealed against the above decision, the case came 
before the H ouse o f  Lords (Lords Reid, M orris o f Borth-y-G est, U pjohn, 

E W ilberforce and Pearson) on 14th, 18th, 20th and 21st O ctober 1965, when 
judgm ent was reserved. O n 15th D ecem ber 1965 judgm ent was given in favour 
o f  the Crown, with costs.

F. Heyworth Talbot Q .C., M . P. Nolan and J. H olroyd Pearce for the 
Com pany.

H. H. M onroe Q.C., J. Raym ond Phillips and J. P. Warner for the Crown.

F Lord Reid— My Lords, this House has decided the case of Chancery Lane 
Safe Deposit and Offices Co. Ltd. v. Commissioners o f  Inland RevenueC) in 
favour o f the Crow n, and it appears to me necessarily to follow tha t the present 
appeal m ust fail. Even on the view which com m ended itself to  me in the Chancery 
Lane case, I would have thought tha t the present appeal m ust fail, but no good 
purpose would be served by setting out my reasons for m aking the difference.

( ‘) Page 83, ante; [1966] A .C . 85.



162

(Lord Reid)

T a x  C a s e s , V o l . 43

Two argum ents subm itted for the A ppellants in the present case did no t A
enter into the Chancery Lane case. The first was based on exhibit H , which 
purported  to  show accum ulated taxed profits out o f which the dividends could 
have been paid, and the second arose ou t o f  some observations o f Lord Radcliffe 
in Commissioners o f  Inland Revenue v. Frere ( ')  [1965] A.C. 402. F o r the reasons 
given by my noble and learned friend Lord  W ilberforce, I am  o f opinion tha t 
neither o f  these argum ents can succeed. I would therefore dismiss this appeal. B

Lord Morris of Borth-y-Gest— My Lords, the transactions which gave rise 
to  this case, which, as H arm an L.J. observed, seem to have an air o f  to tal 
unreality, are carefully recounted in the Case Stated. The agreem ents th a t were 
entered into had the result th a t the A ppellants (the Com pany) were to  receive 
from  C onsolidated Investm ent Funds L td., as capital paym ents, yearly am ounts 
which for all practical purposes were equal to  the yearly paym ents which the C 
Com pany had covenanted to  pay to  A conite Investm ents Ltd. The assessments 
o f which the C om pany com plained, and which had  been m ade under s. 170 of 
the Incom e Tax A ct 1952, related to  the three years 1957-58, 1958-59 and 
1959-60. The assessments were in the sums o f the annual paym ents under the 
deed o f covenant. They were the sums for the respective years o f £43,870, 
£47,126 and £43,329. In m aking the annual paym ents the C om pany had D 
deducted tax. I f  the paym ents were “ payable wholly ou t o f  profits or gains 
brought into charge to  tax” then it followed (pursuant to  s. 169) th a t the 
Com pany could retain the tax d educ ted ; if the paym ents were not so payable 
or not wholly so payable then it followed (pursuant to s. 170) tha t the C om pany 
was assessable.

The general rule as to  the taxpayer’s ability to  a ttribu te  an annual paym ent E 
was considered in Central London Railway Co. v. Commissioners o f  Inland 
Revenue(2) 20 T.C. 102, and in Allchin v. Corporation o f  South Shields(i)
25 T.C. 445. In the la tter case V iscount Sim on L.C., a t page 463, stated the 
general rule as being th a t :

“ annual paym ents paid in a particu lar year, which, if  the profits or gains 
brought into charge for th a t year were large enough, would have been F 
properly payable thereout, are to  be treated as having notionally been paid 
out o f  the payer’s assessed incom e for th a t year, and the payer is to  be 
allowed to  deduct and retain the tax on the annual paym ents, provided 
tha t the am ount so deducted and retained does not exceed the am ount o f 
tax payable by him in th a t year on his assessed income. Any such excess 
he may no t retain bu t he m ust account for it to  the C row n.” G

It m ight be, however, that taxpayers have “ precluded themselves by incon­
sistent action”.

In the present case the Special Com m issioners cam e to  the conclusion tha t 
the annual paym ents were m ade entirely o u t o f  capital. The C om pany used its 
capital receipts to m ake its annual paym ents. Evidence was before the C om ­
missioners as to the dividends paid by the C om pany. F o r the three years ending H
5th April 1958, 1959 and 1960, the figures appear to  have been as follows:

( ')  42 T .C . 125. (2) [1937] A .C . 77. (3) [1943] A .C . -607.
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A Year ending 5th April

Profits and gains brought in to  charge . . 
A nnual paym ents under covenant (gross) 
D ividends (gross)

1958 1959
£ £

116,979 49,070
43,870 47,126
15,737 44,000

1960
£

50,193
43,329
40,000

B It is manifest tha t in some years at least the C om pany did no t have taxed profits 
greater in am ount than  the to tal o f  its annual paym ents and the dividends from  
which it deducted tax. It was the submission o f  the C om pany th a t the annual 
paym ents could be attribu ted  to  the taxed incom e, and th a t the question as to 
the tax position in regard to  the dividend paym ents th a t were m ade need not 
now arise or be decided. It was also subm itted th a t if  the annual paym ents are 

C attribu ted  to  the taxed incom e the paym ent o f  dividends w ith deduction o f tax 
was w arranted because there was a cum ulative balance o f taxed incom e which 
overtopped the cum ulative to tal o f gross dividends p a id : there was, it was said, 
at 5th April 1957 a cum ulative balance o f  taxed income o f £376,609 whereas 
the cum ulative to ta l o f  gross dividends paid was £302,421: there was therefore, 
it was said, a balance o f over £74,000 to  enable dividends to  be “ franked” for 

D tax deduction. So also it was said th a t for the next three years there was a 
cum ulative balance o f taxed incom e less annual paym ents which overtopped 
the cum ulative figure o f gross dividends paid.

My Lords, these figures are in any event som ew hat unreal. As H arm an L.J. 
pointed out, no such figure as £74,000 accum ulated balance is to  be found in 
the accounts nor any asset which could represent that sum. The £74,000 did not 

E exist in the form  o f resources capable o f being draw n upon o r distributed.

My Lords, in my view the present case is governed by the decision in 
Central London Railway Co. v. Commissioners o f  Inland Revenue 20 T.C. 102. 
I need no t here repeat w hat I have endeavoured to  say in Chancery Lane Safe  
Deposit and Offices Co. Ltd. v. Commissioners o f  Inland Revenue(') as to  the 
principles laid dow n in the Central London Railway case. The facts in the present 

F  case show tha t there was a clear decision to  m ake the annual paym ents ou t o f
capital. T hat decision was m aintained and was acted upon year after year. The 
decision o f the Special Com m issioners tha t the annual paym ents were in fact 
m ade out o f  capital was one th a t was manifestly supported  by the evidence. The 
C om pany so acted as to  preclude themselves from  attribu ting  the annual 
paym ents to  the taxed profits. This was not a m atter o f  m ethod o f account- 

G  keeping or book-keeping. Though the figure o f  profits or gains b rought into
charge to  tax is a notional figure, it is to  be rem em bered tha t when annual 
paym ents are m ade or when tax is paid or when dividends are paid there have 
to be actual paym ents ou t o f some actual fund or source o f  paym ent. In the 
profit and loss and appropriation  accounts o f  the C om pany for the years in 
question the annual paym ents did no t a p p e a r: th a t was because they were m ade 

H with capital sums. The mere form  o f accounts would no t be decisive, bu t the
accounts were evidence o f  a decision upon which action was taken which had 
positive results and which affected the rights o f others. R esolutions as to 
dividends were passed and were acted upon in reference to  accounts which had 
as their basis tha t the annual paym ents were m ade out o f capital and accordingly

( ')  Page 83 ante.
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would no t diminish the fund available for d istribution. The C om pany elected A 
to pay dividends out o f  its annual profits as so com puted. The facts could not 
later be altered. If  the annual paym ents had been m ade ou t o f the annual profits 
the position o f the shareholders would have been a lte red : they m ight have been 
enabled to  receive a capital d istribution or dividend ra ther than a dividend with 
tax deducted. These circum stances serve but to  show tha t the a ttribu tion  which 
the C om pany now seek to  m ake is one which, by entirely inconsistent action, B
they precluded themselves, on the principles laid down in the Central London 
Railway case^), from  making.

I would dismiss the appeal.

Lord Upjohn— My Lords, in view o f your L ordships’ decision in the 
Chancery Lane Safe Deposit and Offices Co. Ltd. v. Commissioners o f  Inland 
Revenue{2) this appeal m ust fail. Even had your Lordships accepted the view C 
o f the Chancery Lane case which com m ended itself to  my noble and learned 
friend Lord Reid and to myself, I would have thought that this was a very 
different case, which could not succeed. I agree tha t the appeal should be 
dismissed.

Lord Wilberforce— My Lords, the claim o f the Crow n based upon s. 170 
o f  the Incom e Tax A ct 1952 is for income tax in respect o f  certain annual D
paym ents, m ade by B. W. N obes & Co. Ltd. (“ N obes” ), in the years 1957-58,
1958—59 and 1959-60 to  A conite Investm ents Ltd. (“A conite” ). These paym ents 
were m ade under a deed o f covenant dated 12th July 1957 between N obes and 
Aconite, at which time A conite was a wholly owned subsidiary o f  N obes. On 
18th July 1957 N obes agreed to  sell its shareholding in A conite to  C onsolidated 
Investm ent Funds L td. (“C .I.F .” ). U nder this agreem ent N obes became entitled E 
in each relevant year to  paym ents on account o f  the purchase price which 
were to equal the net profits o f  Aconite (as defined in the agreement). In fact 
C .I.F . in each year m ade paym ents approxim ately equal to  the am ount o f  the 
annual paym ents to  Aconite, which paym ents were regarded by N obes as 
instalm ents o f  capital. In the accounts o f  Nobes for each year the annual sums 
and the capital paym ents were entered in a special ledger account headed F
“ Shares in A conite Investm ents L im ited”. The two sides o f  this account were 
kept in balance and the transactions did not in these years appear in the C om ­
pany’s profit and loss accounts.

N obes had  some norm al trading activities and m ade profits in each o f the 
years in question, which were taxed under Schedule D , Case I . O ut o f  these profits 
dividends were paid to N obes’ shareholders from  which tax was deducted in G
accordance w ith s. 184 (1) o f  the Act. The taxed profits were large enough to 
have covered the annual paym ents to  Aconite, but, taking each year by itself, 
were not sufficient to  cover both  the annual paym ents and the dividends paid.

Some other relevant figures will have to  be m entioned, but it may be 
convenient to  pause a t this po in t and consider the C om pany’s position as 
regards tax on the annual paym ents upon the basis o f  the facts as I have stated H
them , the question being w hether N obes has the right to  retain the tax deducted 
from  the annual paym ents or m ust account for it to  the Revenue. The mere 
fact tha t the annual paym ents were, in the C om pany’s books, dealt w ith in a

(*) 20 T .C . 102. (2) Page 83 ante.
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A special account and set against the capital sums received from  C .I.F ., and were
not brought into the profit and loss account where the C om pany’s taxed profits 
appeared, would not o f itself prevent the C om pany from  claiming the benefit 
o f s. 169 o f  the Incom e Tax A ct 1952: there would (to use the accepted expres­
sion) be a dom estic piece o f  book-keeping by which the C om pany would not, 
as against the Revenue, be bound. But the paym ent o f dividends, expressed to 

B be after deduction o f tax, ou t o f the taxed profits in each year, would, in my
opinion, beyond doubt have deprived the C om pany o f the benefit o f the section. 
The authorities have been discussed in Chancery Lane Safe Deposit and Offices 
Co. Ltd. v. Commissioners o f  Inland Revenue(1), and I refer to  th a t discussion: 
on the facts so far stated, the case would clearly have com e w ithin the decision 
o f this H ouse in Central London Railway Co. v. Commissioners o f  Inland 

C Revenue 20 T.C . 102, w hatever view o f th a t decision is taken. It would have been 
a clear case.

But it is here th a t an additional factor comes in, upon  which the A ppellants 
rely to  escape from  these consequences. In a docum ent placed before the 
Special Com m issioners, which is exhibit H  to  the Case Stated, N obes set out 
in tabu lar form  a statem ent, on the one hand, o f  all the incom e tax assessments, 

D  i.e., o f  the profits o r gains b rought into charge to  tax, since the com m encem ent 
o f the C om pany’s trading in 1951-52 and, on the o ther hand, o f  the gross 
dividends paid by the C om pany. Taking the years o f  assessm ent dow n to  and 
including 5th April 1957, this showed an aggregate o f  assessments am ounting 
to  £376,609 and an  aggregate o f dividends paid am ounting to  £302,421. The 
difference between these sums—£74,188— represented, it was claim ed, a balance 

E o f  taxed profits which was available to  cover, o r “ frank”, the dividends paid
in the three years in question, thus liberating the actual profits o f those years 
to  cover the annual payments.

Plowm an J. accepted this. There were, he said(2), “ accum ulated taxed 
profits o f £74,000 odd, ou t o f which the dividends could have been paid .” The 
C ourt o f  A ppeal did not ag ree : H arm an L. J. though t the past accum ulations 

F  o f profits were a mere fic tion ; he described the docum ent which revealed them
as unreal and he did no t find th a t there was anything available to  cover the post- 
1957 dividends. I agree w ith his conclusion. It is certainly open to  a com pany 
to  pay dividends, and to  deduct and retain tax on those dividends, if  it has taxed 
profits, from  years previous to  tha t in which the paym ent is m ade, from  which 
it can do so. By con trast w ith s. 169, which requires annual paym ents to  be 

G  payable ou t o f taxed profits o f  the curren t year, s. 184, the section dealing with
dividends, refers to  taxed profits generally : and  one can see why this is so, for 
it would be manifestly contrary  to  sound and existing practice as well as to  fiscal 
justice to  lim it the right which the section confers to  the profits o f  a single year. 
But for the right to  exist there m ust no t only be taxed  profits, there m ust be 
real profits ou t o f  which the dividend can be paid.

H C onsideration o f the scheme o f those sections o f  the Incom e Tax Act which 
deal with the d istribution o f dividends and the deduction o f  tax therefrom  shows, 
to  my m ind, tha t w hat is being regulated is an actual distribution  to  shareholders 
o f actual profits o f  a com pany which are available for d istribution. Section 184( 1) 
states the simplest case: the com pany’s profits are to  be taxed in full before 
“any dividend th e re o f’ is m ade, the supposition being tha t a d istribution is

( l ) Page 83 ante. (2) Page 144 ante.



166 T a x  C a se s , V o l . 43

(Lord Wilberforce)

made out o f  precisely those profits which the com pany has just earned. Section A 
184 (2) goes on to  deal with o ther cases, giving recognition to the facts (1) that 
the am ount o f profits which the com pany has available for d istribution  may 
not correspond with the am ount o f profits on which it is taxed (for example 
because the assessment is based on a previous period), (2) tha t a com pany may 
wish to  distribute profits which have been earned but not yet taxed. All o f  this 
contem plates a d istribution o f some aggregate o f profits which the com pany B 
has, no t o f some notional aggregate brought abou t by accountancy reconstruc­
tion— unless o f  course this reveals the actual existence o f distributable profits.

In this case N obes completely fails to  show tha t any such aggregate o f 
distributable profits existed. Its published accounts (I m ust take these from  the 
extracts annexed to  the Case Stated) show w hat the position was. In the year
1956-57, in fact on or about 25th M arch 1957, a gross dividend o f £269,565, or C 
£155,000 after deduction o f tax, was paid leaving to  be carried forw ard to  the 
credit or profit and  loss account for the year 1957-58 only £4,449. N othing in 
the C om pany’s accounts suggests tha t this figure is w rong, nor does the evidence
so dem onstrate. To show th a t an extra £74,000 was available much m ore was 
needed than a docum ent showing the result o f  the subtraction  o f  one historical 
figure from  another. Form ally to  write £74,000 back in to  the profit and  loss D
account may not have been necessary, but in some way or o ther the existence 
o f profits to  tha t am ount ought to  have been shown. Yet there was no infor­
m ation before the Special Com m issioners upon which they could have found 
any such figure, nor did they in fact do so. We were told, indeed, by Counsel for 
the A ppellant C om pany tha t the missing £74,000 was to  be accounted for— I 
do no t know whether wholly or partially— by paym ent o f  taxes which could E 
no t be claimed against pre-tax profits. But this does not enable a C ourt dealing 
with a Case Stated to  find the nature or reality o f  the figure put forw ard. The 
m atter was one to  be dem onstrated to the Special Com m issioners— if dem on­
stration was possible a t all— and tha t was not done. In my opinion, therefore, 
the a ttem pt o f the Com pany to  provide, ex post fac to , cover for the dividends 
paid does not succeed; the position rem ains th a t the dividends were oaid out F 
o f  the taxed profits for 1957-58, 1958-59 and 1959-60 with the result tha t the 
annual paym ents m ust be treated as paid from  another source.

A nother m ore limited argum ent was one upon which some relic nee was 
placed by the Com pany, though no reference to  it appears in the Case Stated 
o r in the judgm ents in the C ourts below. It was said th a t a t least for the year
1957-58 the relevant figure, for the purpose o f  considering whence the annual G  
paym ent was payable, was £ 115,328— a figure based on the profits o f  the previous 
year— and tha t this figure was sufficient to  cover both  the annual paym ent and
the dividend. I accept tha t the figure is sufficient if  it can be used, but in my 
opinion it cannot. The Com pany had before 31st M arch 1957 m ade use o f the 
income tax in respect o f  the profits o f  the year ending on that date to cover 
the tax on the dividend o f £155,000 paid on 25th M arch 1957: this it was H
entitled to  do by virtue o f  s. 184 (2): and, having done so, it cannot m ake use 
o f the same sum again to  cover the annual paym ent m ade in the year 1957-58.
The difficulty o f  the kind o f  argum ent which the A ppellants present on this 
point was, I think, present to  the mind o f  Lord M acm illan in Allchin v. Corpor­
ation o f  South Shields 25 T.C. 445, when he said, a t page 465:

“ Paym ents which could no t lawfully be m ade out o f  actual profits I
canijot be deemed to  have been m ade out o f  corresponding notional profits.
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A The profits o f  the taxpayer as assessed for a particu lar year, although they
may differ widely from  his actual profits for th a t year, are nevertheless 
com piled from  actual figures. I f  an  ingredient o f  the profits as assessed is 
derived from  a source which precludes the application o f  tha t ingredient 
to  the paym ent o f  interest on borrow ed m oney or w ith regard to  which the 
taxpayer has so acted as to  preclude him self from  being deem ed to  have 

B so applied it, then to  th a t extent I th ink th a t the taxpayer is debarred from
saying th a t he has paid the interest in question ou t o f  profits or gains 
brought into charge to  tax .”

Finally, I should m ention one general contention which was pu t forw ard 
by the A ppellant C om pany for the first time in this House. This was based upon 
some observations m ade by V iscount Radcliffe in Commissioners o f  Inland  

C Revenue v. F re re f)  [1965] A .C. 402 in which he pointed ou t th a t the m anner 
in which the code deals with the tax on annual paym ents am ounts to  recognition 
o f a division o f proprietary  right in the income in question as between the 
m aker and receiver o f  the paym ent. It was sought to  use this analysis so as to 
show tha t in any case where there are taxed, o r taxable, profits and an annual 
paym ent, the profits are, as it were, ipso jure  divided in ow nership, the con- 

D sequence being (in such a case as the present) tha t the m aker o f  the paym ent 
acquires an autom atic, or priority , right to  the benefit o f  s. 169 w hich cannot 
be affected by any purported  d istribution o f  the profits. This is a misuse o r a t 
least a m isunderstanding o f the argum ent. All th a t V iscount Radcliffe was saying 
(as had been said before him, for example, by Lord Davey in London Countv 
Council v. A ttorney-General(2) [1901] A .C. 26, at page 42) was that, where you 

E find a case to  which s. 169 applies, the m anner in which the tax is collected or 
charged against the two persons concerned can be explained, o r rationalised, 
as based upon the conception o f  a division o f  property  in the income. N othing 
in this is o f  any relevance in the present appeal, where the logically prior problem  
arises o f ascertaining w hether the case is one where the annual paym ent was 
payable out o f  profits o r gains brought into charge o r not. F o r the reasons given 

F I am o f opinion that this is no t such a case, and consequently th a t the appeal 
must be dismissed.

Lord Pearson— My Lords, I agree.

Questions p u t:

T hat the O rder appealed from  be reversed.

The N ot Contents have it.

G T hat the O rder appealed from  be affirmed and the appeal dismissed with costs.

The Contents have it.

[Solicitors:— A shurst, M orris, C risp & C o.; Solicitor o f  Inland Revenue.]

( ‘ ) 42 T .C . 125, a t p. 148. (2) 4 T .C . 265, a t p. 299.
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