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KESHAV MILLS LTD.

v,
COMMISSIONER OF INCOME-TAX, BOMBAY

[MERR CHAND MaHATAN, 8. R, Das, Viviax Bose and
Buacwarr JJ.]

Indian Income-taxr Act (XTI of 1922), ss. 4 (1) (a) and (c), 13—
Non-resident—Accounts in mercanttle system—Sale of goods in
British India through agents— Assessability of vrofits derived from
such sole— Provision of law applicable fo such cases—Income-tax
authorities, whether bound to compute income according to mercontile
system— Applicablity of s. 13 to non-vesidenis.

A non-resident company mannfactured textile goods at P out-
gide British India and sold the goods ex-mills. A firm, R & Co.,
guaranteed the sale-price of goods sold ex-mills by the company to
purshasers at Ahmedabad within British India. As the com-
pany maintained its accounts according to the mercantile system,
the company debited B & Co., with the price of goods sold and -
credited the sales aceount with the amount of the bills. R & Co.,
collected the amounts of the bills from the purchasers on hehalf
of the company and credited the sums realised in the ecompany's
account with banks at Ahmedabad and also disbursed them to
creditors of the company in British India. These payments were
eredited by the company toR & Co. During the relevant aceount-
ing yoar the company thus received Rs. 12,68,480. The company
also reeeived Rs. 4,40,878 from sales to purchasers in British
India. The amount of the sales hills for which hundis were drawn
on the purchasers in favour of hanks were dehited by the company
to the accounts of the regpective merchants and eredited to the
sales account and the sume received by the banks from the pur-
chagsers against delivery of the railway receipts were credited hy
the company to the accounfs of the respective purchasers. In
either case there was no change in the relationship of vendor and
purchaser between the company and the purchasers by reason of
the entries made in the company's hooks. The question ag re-
framed by the High Court was whether these two sums were sale
proceeds of the goods sold by the assessees to merchants in British
India and whether they were roceived 1n British India and could
be included in the assesgable income of the company in British
India :

Held, per Mehr Chand Mahajan, S. R. Das and Bhagwatt JF.,
{Vivian Bose J. dissenting) that the two amounts in question were
sale proeceds of the goods sold and delivered by the company to
merchants in British India ; that they were neither received by
the company nor could he deemed to have been received hy it
when the entries were made in the books of account at P but had
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merely acerued of arisen to it there; that they were fivst received 1963
by R & Co. and by the banks through whom the railway receipts
were negotiated on behalf of the company ia British India; and Heshav Mills
that they were thersfore liable to tax under s. 4(1){(a) of the Led.

Indian Income-tax Act as having heen received in British India on v.
its behalf. Cominissioner of
Though it is true that in the case of residents, if the assessee ncome-taz,
Bombay.

employs the mercantila system regulariy it is obligatory on the
income-tax authorities to compute the incoms according to that
system, ib is doubtful whether that position would be availabise to
a non-resident who maintains his books of account outside British
India aceording to the mercantile system.

Section 13 would only he relevant where the total profits of
the assessee have to be computed and in that event the assessee
would he entitled to claim that they should be computed according
to the system of accounts maintained by him ; it would not he
relevant when stray items of income are sought to he assessed in
the taxable ferritories as received in the taxable territories by a
nen-resident.

Bose J.—In the case of aceounts kept in the mercantile system,
the profit or loss at the end of the accounting vear is based not
on a difference between what was actually received and what was
actually paid out, but on the difference hetween the right to
receive and the liability to pay, The taxabion in such cases is
not on income, profits or gains which were received bué on profits
which “acerued or arose” to the assessee in the accounting year.
This view excludes s. 4(1) {a) and this means that a resident is
taxed in such cases under s. 4(1)(b) and a non-resident under s. 4{1)
{c}. Applying s. 4(1) (c) to the present case, in the case of the
Rs. 4 lakhs odd the profits accrued or arose in British India where
the right to take delivery of the goods accrued and where the price
was actually paid, bubt what is really taxable under s. 4 {1) (¢} is
not the Rs. 4 lakhs odd, but the figures enfered in the accounting
vear as the price of the various transaetions which the Rs. 4 lakhs
represented. Similarly, in the case of Rs. 12 lakhs odd, it is the
figure entered in the books in the accounting year velating to the
transactions whieh is taxable,

By the Full Conrt.—The expression “deetned to be received”
in 5. 4 {1) (a) means deemed by the provisions of the Act to be
received,

Subramaniyan Chettiar v. Commissioner of Income-taz (2 L.T.C.
365), Ahmed Din Alladitta v. Commissioner of Income-tax, Punjabd
(2 I.T.R. 369), Kanwal Nayan Hamir Singh v, Commissioner of In-
come-tax, Ajmer-Merwara (6 LT.R. 675), Commissioner of Tncome.
taz v. Singari Bai (13 1.T.R. 224) distinguished.

‘ B. M. Kamdar, Inre (1946 LT R.14), Pondicherry Railway Co.
v, Commissioner of Income-taz (58 1.A. 239} and Commissioner of
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Income-tazx v. Mathias (66 LA. 23), Commissioner of Income-tax v.
Kameswar Singh (1933 1.T.R. 94), Commissioner of Income-taz v.

Keshagv Mills  Chynilal Mehta (1938 I.T.R. 521) referred to.

Ltd,
V.

Civi.  ApprLLaTE JuUrisoicrioN: Civil Appeal

Commissioner of No. 151 Of 1851.

Income-toa,
Bombay.

Appeal from a Judgment and Order dated 14/15th
September, 1949, of the High Court of Judicature at
Bombay (Chagla C.J. and Tendolkar J.) in Income-tax
Reference No. 2 of 1949.

R.J. Kolah and N. 4. Palkiwalla for the appel-
lant.

C. K. Daphiary, Solicitor-General for India (P.A.
Mehta, with him) for the respondent.

1953. January 30. The judgment of Mehr Chand
Mahajan J., Dag J. and Bhagwati J. was delivered by
BhagwatiJ. Bosed. delivered a separate judgment.

Buagwati J.—This is an appeal from the judgment
and order of the High Court of Judicature at Bombay
upon a reference by the Income-tax Appellate Tribu-
nal under Section 66 (1) of the Indian Income-tax Act,
1922, whereby the High Court upheld the decision of
the Appellate Tribunal that two amounts of
Rs. 12,68,480 and Rs. 4,40,878 were the sale proceeds
of goods sold by the appellant to merchants in British
India, were received in British India and were liable
to income-tax in British India.

The appellant is a company registered in the Baroda
State, as it then was, prior to its merger with India. It
manufactures textile goods in Petlad in the Baroda
State and after the goods are manufactured they are
sold by the company ex-mills. The company employs
Messrs. Jagmohandas Ramanlal & Co. as guaranteed
brokers. That firm guarantees the sale price of goods
sold by the company ex-mills to the purchasers from
Ahmedabad and receives commission as consideration
for the guarantee and the work which it does for the
company. The company is a non-resident and its
accounts are maintained according to the mercantile
system.


SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle


S.CR. SUPREME COURT REPORTS 953

in the assessment year 1942.43 (the previous year 1953
being the calendar year 1941) the total sales of the Kot ,
goods by the company amounted to Rs. 29,68,808. In 8"”};“;1““
making the assessment on the company for that assess- v,
.ment year the following three amounts were considered Commissioner of
for the purpose of determining the company’s liability = /ncome-taz,
to British Indian tax. Borbay.
{(a) Sale  proceeds recovered
through Messrs. Jagmohandas
Ramanlal & Co. ... Rs. 12,68,480

{b) Sale proceeds through British
Indian banks and shroffs re-
ceived by means of drafts or
hundies drawn by the com-
pany ... Rs. 4,40,878
(Railway receipts handed over
to British Indian merchants by
the banks on payment).

(¢) Sale proceeds received by cheques on British
Indian banks and hundies on British Indian shroffs
and merchants, and collected by the banks and
shroffs Rs. 6,71,735

Total . Rs. 23,81,093

Bhugweati J.

As regards item (a) the company debited the aceount
of the firm of Messrs. Jagmohandas Ramanlal & Co.
with Rs. 13,41,744 which represented sales made by the
company to merchants of Ahmedabad whose payments
were guaranteed by that firm, and credited the sales
account with the amount of the bills. Messrs. Jagmo-
handas Ramanlal & Co. collected the amounts of the
bills from the merchants at Ahmedabad and credited -
the sums recovered in the company’s accounts with
banks and/ or shroffs at Ahmedabad and also made dis-
bursements under instructions of the company to the
creditors of the company in British India. All these
payments were credited by the company to the ac-
count of Messrs. Jagmohandas Ramanlal & Co. and
during the relevant accounting year the company thus
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Keshav Mills
Lid,

V.
Conmmessioner of
Income-tax,
Bombay.

Bhagwati J.

054 SUPREME COURT REPORTS  [1953]

received Rs. 12,608,480 against the total debits of
Rs. 13,41,744.

As regards item (b) the company received Rs.
4,40,878 by drawing hundies or drafts for the amounts
of its sales bills (including the forwarding charges and
the cost of trangit from the mills premises to the station)
on the merchants in favour of recognised banks and
shroffs in British India, by sending the same to those
banks or shroffs with the railway receipts duly en-
dorsed in favour of the merchants and by instructing
the banks or shroffs to recover the amounts including
the costs of transmitting the same to them. The
amounts of these sales bills were debited by the com-
pany to the accounts of the respective merchants and
credited to the sales account and the sums recovered by
the banks or shroffs from the merchants in British
India against the delivery of the relative railway
receipts were on receipt of the same by the company
eredited to the accounts of the respective merchants
in their books of account.

As regards item (c), the company received
Rs. 6,71,735 from the merchants by cheques and
hundies drawn on banks and shroffs in British
India in favour of the company. These cheques
and hundies were negotiated by the company in
Petlad and sent back for credit to its accounts with
those banks and shroffs. The said cheques and hun-
dies were cashed in British India and the sale proceeds
vemitted by the banks and shroffs to the company. The
amounts of the sales bills were debited to the accounts
of the merchants in the books of the comnany when
the goods were invoiced to the merchants and these
accounts were credited with the moneys thus recetved
by the company from the merchants.

The Income-tax Officer brought to tax the profits
derived by the company represented by the said three
items in the assessment year on the basis that the sale
proceeds having been received in British India the pro-
fits were received in British India. The Appellate
Assistant Commissioner on appeal held that profits
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from items (a} and (c) were exempt from British Indian 1933
tax while thost represented by item (b} were rightly Koshrn Ml
taxed. The Department filed an appeal to the Appel- “*7. """
late Tribunal against the decision of the Appellate v.
Assistant Commissioner in regard to items (a) and (¢) Commissioner of
and the company filed an appeal in respect of item (b},  Tncome-taz,
The Appellate Tribunal held in regard to item (a) that ~ Pombey:
the merchants in British India were not absolved either
in law or in-fact from their responsibility to pay to the
company its dues by virtue of the debit entries in the
account of Messrs, Jagmohandas Ramanlal & Co. and
in regard to item (b) that the payment of the amounts
due was & condition precedent to the delivery of goods
by the banks in British India on behalf of the com-
pany. The Tribunal therefore held that profits arising
from items (a) and (b) were rightly subjected to tax.
As regards item (¢) the Tribunal held that Rs. 6,71,735
“were received by the assessee company directly from
the merchants in British India by chequesand hundies
drawn on banks and shroffs in British India in favour
of the company but were negotiated in Petlad and sent
for credit to the company’s account. The amounts
were received at Petlad and once they were received
there, they could not be held to have been received
again in British India ™.

The Department asked the Tribunal to refer to the
High Court the question of law arising on item {c) and
the company asked the Tribunal to refer to the High
Court: the question of law arising on items (a) and (b)
and the Tribunal therefore referred the following
question of Jaw to the High Court:—-

“ Whether on the facts and in the circumstances
of the case, the sums of Rs. 12,68,480, Rs. 4,40,878
and Rs. 6,71,735, or any of them, which, represents
receipts by the assessee company of its sale proceeds
in British India, include any portion of its income in
British India ?”’

The High Court held that Rs. 12,68,480 were
received in British India and included the profits and
gains of the business of the assessee company. It held
that Rs, 4,40,878 also were received in British India

Bhagwati J.
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and the company was liable inrespect of that amount.
In regard to the item of Rs. 6,71,735, the High Court
found that thefaets stated by the Tribunal were not
sufficient to enable it to reach a decision and therefore

Commissioner of directed that the Tribunal should submit a supple-

Income-taz,
Bombay.

Bhagwati J.

mentary statement of case setting out the several
aspects set out in the judgment. The High Court
veframed the question in regard to the two items of
Rs. 12,68,480 and Rs. 4,40,878 in the manner follow-
ing:—
(1) Whether the sums of Rs. 12,68,480 and
Rs. 4,40,878 were sale proceeds of the goods sold
by the assessee to merchants in British India or were
debts due by the said merchants ?
(2) Whether if they were sale proceeds, they were
received in British India ?
and answered them by stating that they were sale
proceeds and they were received im British India.
There was also a third question which was comprised
in the reference and that question was framed as

under :-—

Whether the profits of the assessee’s business are
included in the sums of Rs. 12,68,480 and
Rs. 4,40,878 7

This question was also answered by stating that
they were included in these two sums. The company
obtained leave from the High Court to appeal against
the decision in regard to the two sums of Rs. 12,68,480
and Rs. 4,40,878 and hence this appeal.

It is ecommon ground that the company is a non-
resident and its accounts have been regularly kept ac-
cording to the mercantile system. Its balance sheets
were also prepared on that basis, The company was
assessed to tax in British India on the basis that these
two sums of money were received in British India by
or on behalf of the company. In regard to the item
of Rs. 12,68,480, even though the amounts of the sales
bills were in the first instance debited by the company
in its books to the account of Messrs. Jagmohandas
Ramanlal & Co. the sale proceeds in aceordance with
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the terms of the sales bills were paid by the respective 1933
merchants to ‘Messrs, Jagmohandas Ramanlal & Co. in  &eshav Mius
British India and were either credited by Messrs. Ld.
Jagmohandas Ramanlal & Co. in the company’s ac- v
counts with banks or shroffs in British India or were 0"’;‘””8‘9??8;” of
disbursed by them in accordance with the instructions ’;;;?ba: ’
of the company in British India. In regard to the —
item of Rs. 4,40,878 even though the amounts of the Bhagwas J.
sales bills were debited in the first instance by the com-
pany to the accounts of the respective merchants in
the books of account at Petlad the relative railway
receipts were sent by the company to banks or shroffs
in British India together with drafts or hundies in con-
nection with the same with instructions that delivery
of the railway receipts should be given to the respec-
tive merchants against payment and the amounts of
~ the sales bills were thus paid by the respective mer-
chants to the banks or shroffs in British India and were
transmitted under the instructions of the company by
the banks and shroffs in British India to the company
at Petlad. Prima facie therefore the amounts of the
sales bills in both the cases whether they were paid to
Messrs. Jagmohandas Ramanlal & Co. or to the banks
or shroffs through whom the railway receipts were
negotiated were paid by the merchants in British India
and were received by Messrs, Jagmohandas Ramanlal
& Co. and the banks or shroffs on behalf of the com-
pany in British India. The receipt of these amounts
thus fell within section 4 {1} (a} of the Act and the’
profits or gains of this business thus were received in
British India by or on behalf of the company.

The company however sought exemption from la-
bility to tax on the grounds (a) that the accounts of the
company were kept on the mercantile or book profit
basis under which the accrual of profit as shown in the
account was the criterion of taxability and section 4(1)
(2) had no application at all; (b) that it was obliga-
tory on the authorities under section 13 of the Act to
accept that system of maintaining accounts except
under the proviso to that section and that the method
of computation there was made the very basis of

124
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chargeability and section 10 read with section 13
operated to save these amounts from chargeability and
(c) that the amounts having been treated as received
when credit entries were made in the books of account,

Commissioner of and chargeability having crystallised on the date when

Income-tax,
Baombay,

Bhagwati J,

the income accrued or was treated as received, there
was no further scope for a charge when the amounts
were subsequently actually received and the subse-
quent handling of the amounts by the company and
the receipt thereof in British India were of no conse-
quence.

The mercantile system of accounting or what is
otherwise known as the double entry system is opposed
to the cash system of book keeping under which a
record is kept of actual cash receipts and actual cash
payments, entries being made only when money is
actually collected or disbursed. That system brings
into credit what is due, immediately it becomes legally
due and before it is actually received and it bringsinto
dehit expenditure the amount for whicha legal liability
has been incurred before it is actually disbursed. The
profits or gains of the business which are thus credited
are not realised but having been earned are treated as
received though in fact there is nothing more than an
accrual or arising of the profits at that stage. They
are book profits. Receipt being not the sole test of
chargeability and profits and gains that have accrued
or arisen or are deemed to have accrued or arisen being
also liable to be charged for income-tax, the assess-
ability of these profits which are thus credited in the
books of account arises not because they are received
but because they have accrued or arisen.

Mr. Kolah appearing for the company drew our
attention to the following cases :—

Subramuniyan Chettrar v. Commissioner of Inmcome-
tax('), Ahmed Din Alladilta v. Commissioner . of In-
come-tax, Punjab(®), Kanwal Nayan Hamir Singh v.
Commissioner of Income-tax, Ajmer-Merwara(®) and

{1) (1927) 2 1.T.C. 365. (3) [1938] 6 LT.R. 675.
{2) [1934] 2 LLT.R. 369.


SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle


S.C.R.  SUPREME COURT REPORTS 959

Commissioner of Income-tax v. Shrimedi Singart 1953

Bai(*). ' .
The assessees there were all residents in British India Kes’.!g;.M o

and maintained their books of account according to v.

the mercantile system. Kxceptin the case of Commis. Commissioner of
sioner of Income-tax v. Singurt Bai(') where the asgess- {neome-taz,
ment was in respect of the total income or profits, Borbay.
stray items of income treated as received in British  Bhaguas 1.
India were sought to be charged for tax and they were
all assessed for tax not on the basis of actual receipts
in British India but on the basis of their having ac-
crued or arisen in British India. The cases were de-
cided with reference to the law as it stood before the
amendment in 1939 which under section4(1) rendered
liable to tax all income, profits or gains from whatever
source derived, accruing or arising or received in
British India or deemed under the provisions of the
Act to accrue, arise or to be received in British India.
The question that arose for the determination of the
courts was whether under the mercantile system, pro-
fits which were credited in the books could be taxed
even though they had in fact not been received and
the conclusion reached by the courts was that these
profits credited in the books of account were earned
and could be charged as having accrued or arisen with-
in British India even though they were in fact not
received. In none of these cases were the courts con-
cerned with a non-resident claiming to have received
profits or gains outside British India under the mer-
cantile system of accounting and claiming exemption
from liability to tax under section 4 (1) (a) in respect
of profits actually received in British India.

It follows from the above that the mercantile system
of accounting treats profits or gains as arising or ac-
cruing at the date of the transaction notwithstanding
the fact that they are not received or deemed to be
received and under that system, book profits are
assessed as liable to tax. 1f an assessee thercfore re-
gularly adopts the mercantile system of accounting he
would be liable to tax on the profits thus credited by

(1) [1945) 13 1.T.R. 224.
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him in his books of account subject to all deductions
for bad debts as provided in section 10°(2) (xi). Sec-
tion 4 (1) (a) has nothing to do with this basis of tax-
ation. Section 13 which is an integral part of the com-

Commissioner of putation of the total income of the assessee and is

Ircome-taz,
Bombay.

Bhagwati J.

compulsory on the income-tax authorities as well when
computing the total income (vide section 2 (153) ) does
not lay down any exemption from liability. It only
sets up a mode of computation of the income which is
liable to assessment and imposes upon the income-tax
authorities an obligation to accept the mode of ac-

counting regularly adopted by the assessee except in
the cases where the proviso to that section comes into
operation. The profits earned and credited in the
books of account being thus taken as the basis of com-
putation, the system of ascounting postulates the ex-
istence of debts in so far as moneys remain due and

payable by the parties to whom they have been debit-
ed and when it is realised that these debts are not re-
coverable the assessee gets a deduction for the bad
debts under section 10 (2) (xi). Thishowever does not
mean that the transaction as it has been recorded in
the books of account under the mercantile system of
accounting or the double entry system is metamor-
phosed or the relationship between the parties assumes
a different character. What wasin its mception a
transaction of sale and purchase is not converted into
another transaction as between creditor and debtor.
The relationship as between vendor and purchaser still
subsists and there does not come into existence a new
relationship as between creditor and debtor with all its
necessary consequences. The transaction as it has been
recorded in the books of account has got to be worked
out to its fullest extent. Merely because the goods
have been supplied and the price thereof has been de-
bited to the purchaser the rights and obligations of the
vendor and purchaser infer se are not in any manner
affected. The vendor is bound to fulfil all his obliga-
tions under the contract and continues to be liable for
all the consequences of his default including rejection
of his goods by the purchaser or a claim for damages


SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle


S.C.R.  SUPREME COURT REPORTS 961
for breach of warranty by him. The purchaser is 1953

equally entitled to reject the goods or to claim the Reshas Mills

damages as on breach of warranty by the vendor and Lid.
all these rights and obligations have got to be worked v.

out in spite of the fact that the entrics are made in Comnissioner of
the books of account by the vendor in accordance with — Iroome-taz,
the mercantile system of accounting adopted by him. ~ 5omo®
The vendor could not say that he is under no further
obligation to the purchaser and that the purchaser
must pay the price of the goods debited to him as a
debt arising out of the book entry. The count in any
action filed by the vendor against the purchaser would
be a count for the price of goods sold and delivered
and would not be a count on an assumpsit for re-
covery of a debt due by the debtor to him.

It is clear that under these circumstances there is no
receipt of the moneys at all, either actual or construc-
tive, in cash or in kind, by actual payment or by
adjustment or settlement of accounts. There is also
no scope for the argument that even though these
sums may not bhe said to be either actually or construe-
tively received they should be “deemed to be receiv-
ed”. The expression “‘deemed to be received” only
means deemed by the provisions of the Act to be re-
ceived. The phrase statutory receipt might be con-
veniently employed to cover income which is “deemed
to be received”, and instances of such statutory re-
ceipts are to be found in the provisions of the Act, e.g.,
section 18 (4), section 58 (K), section 58 (J) (3), scc-
tion 7(2), section 16(1) (¢) aud sections 19 (2) {vii) and
16(2). (See the observations of Beaumont C.J. in Com-
missioner of Income-tuz, Bombay v. New India Assu-
ance Co. Lid.('}. An amount cannot be “deemed to
be received”” merely by the volition or sweet will of an
individual. In all the cases which we have mentioned
above the profits earned which were credited in the
books of account according to the mercantile system
of accounting were at best “treated as having been re-
ceived” which is neither “received” nor “deemed to be
received” and therefore not within the purview of
section 4(1) (a).

(1) [1038] 6 I.T.R, 603 at p, 614,

Bhagwait J.
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If then profits which have been thus credited cannot
be said to be received nor deemed to have been receiv-
ed when the entries were made in the books of account,
the contention urged before us by Mr. Kolah that

Gommissioner of there could not be a second recelpt of the amount in

Tncome-tax,
Bombay.

Bhaqweatt J.

British India does not survive. [tis true that the
words used in section 4(1} (a) relate to the first receipt
after the accrual of the income. Once it isreceived by
the party entitled to it, in respect of any subsequent
dealing with the sald amount it cannot be said to be
“received” as income on that occasion. [Per Kania J,
in B. M. Kamdar (*)]. The “receipt’ of income refers
to the first occasion when the recipient gets the money
under his own contrel. Once an amount is received as
income, any remittance or transmission of the amount
to another place does not result in “receipt”, within
the meaning of this clause, at the other place. This

was deﬁnltelv established by the Privy Council in
Pondicherry Rashway Co. v. Commissioner of Income-
Taz(*) and in Commissioner of Incomedax v. Mathi-
as (3}, If, therefore, the income, profits or gains have
been once received by the assessee even though out-
side British India they do not become chargeable by
reason of the moneys having been brought in British
India, because what is chargeable is the first
receipt of the moneys and not a subsequent
dealing by the assessee with the said amount.
In that event thev are brought by the assessee
as his own moneys which he has already received and
had control over and they cease to enjoy the character
of income, profits or gains.

This ratio however does not apply to the facts of
the present case before us. The moneys were neither
received by the company nor could be deemed to have
been received by it when the entries were made in the
books of account at Petlad. They had merely accrued
or arisen to it and so far as the receipt thereof is con-
cerned they were first received in British India when
they were received by Messrs. Jagmohandas Ramanlal

(1) [1946] 14 L.T.R. 14 at p. 39, (3) {1030] 66 LA. 23.
(2) [1931] 58 L.A. 230. A
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& Co. or by the various banks or shroffs in British 1953
India through ‘whom the railway receipts were negoti- Koshow Ml

eshay Mtles
ated. The first receipt of the moneys was therefore Lid,
when they were paid as such by the merchants to v.
Messrs. Jagmohandas Ramanial & Co. or to the various Commissioner of
banks or shroffs as above. Whatever paid by the Income-laz,
merchants to these several parties were the sale pro- ™%
ceeds of the goods which had been sold and delivered
by the company to them and they were received with-
in the meaning of section 4(1) (a) of the Act by these
several parties on behalf of the company in British
India at the time when these payments were made by
the merchants to them.

Mr. Kolah pressed into service the argument based
on section 13 of the Act that the mercantile system of
accounting regularly adopted by the assessec was obli-
gatory on the income-tax authorities for computation
of his income. While agreeing generally with that sub-
mission in case of residents, we doubt whether that
position would be available to a non-resident, who
maintains his books of account outside DBritish India
according to the mercantile system. The section would
only be relevant where the total profits of the assessee
have to be computed, in which event he would be
entitled to claim that they should be computed accord-
ing to the system of accounts maintained by him. But
the section would hardly be relevant where stray items
of income are caught in taxable territories as received
in taxable territories by a non-resident. The entries in
the present case were put in merely to prove that the
sale proceeds were received outside British India where
the entries were made. That contention however
could not be sustained, as section 4 (1) (a) is concerned
with cases of actual receipt and not with cases of pa-
per receipts.

Having regard to the observations made above we
have come to the conclugion that the High Court was
right in holding that the two sums of Rs. 12,68,480
and Rs. 4,40,878 were the sale proceeds of the goods
sold and delivered by the appellant to merchants in
British India, that they were received by Messrs,

Bhaguwati J.
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Jagmohandas Ramanlal & Co. and by the banks and
shroffs through whom the railway recéipts were nego-
tiated, on behalf of the appellant in British 1ndia, that
they were liable to tax under sectiond (1) (a) of the

Gommissioner of Act as having been received in British India on its be-

Income-tax,
Boinbay.

Bhagwati J.

half, that there is nothing either in the facts and circum-
stances of the case or in law why they should be ex-
empted from such liability, that the answers given to
the questions which were ultimately considered by the
High Comt were correct, and the appcllant was rightly
held liable for the tax on these two amounts subject
to all just deductions and allowances. The appeal
therefore fails and must stand dismissed with

cogts,

Bosg, J.—1I respectfully disagree.

Section 3 of the Indian Income-tax Act provides
that the “ totalincome” is to bhe charged in accord-
ance with the provisions of the Act. We have thore-
fore to seec what “ total income ” means.

“Total income” is defined in section 2(15). It
means (not ““ includes ” but means) the total amount
of income, profits and gains “referred toin sub-section
(1} of section 4 compuled in the manner laid down in
this Act.”” 'Therefore, the computation of all income
referred to in section 4(1) has to be “in the manner
laid down in the Act ",

Section 4 (apart from the provisos and explanations)
is divided into threc clauses, (a}, (b) and {¢). Clause
(b) dealswith residents and (c¢) with non-residents. As
(a) is general, it is legitimate to infer that it refers to
both. Therefore, the words * received” and “ deemed
to be received 7 must be construed in the same sense
in both cases except of course where it is otherwise
provided in the Act, for sub-section (1) is made subject
to the provisions of the Act.

Now the words “deemed to be received” can be
excluded from consideration at once hecause 1 agree
that they are confined, and are intended to be confined
to what I may call the deeming sections in the Act, that
1s to say, to cases where the deeming must be done
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under the express provisions of the Act. That leaves 183

us with the wdrd “received” (I am of course only deal- . . yine

ing with section 4(1) (a) which deals with “ receipts” Ld.
and not with section 4(1) (c) which refers to “accrnals” v.
and “ansals” and to that which is deemed to “accrue’ Commissioner of
or “arise”). Income-taz,
Bombay.
Now this, in my opinion, is t0 be contrasted with e

the words “accrue” and “‘arise” which are used in  BoseJ.
clauses (b)and (¢). Though there may be overlapping
in some cases, I do not think the three are intended to
mean the same thing. The Privy Council thought in
Commaissioner of Income-tax v. Mathias(!) that there is
some variation in meaning between them and in Com-
missioner of Income-tax v. Chunidal B. Mehta(®) they
drew attentlon to the antlthems between *““accruing
and arising in”” and “received in”, though they also
said in the earlier case that there is not a complete
disjunction between them and that they are not three
mutually exclusive qualifications (page 56); that is,
that there may be some overlapping in certain cases.

Next, we turn to section 6 which divides the various
sources of income under various heads for the purposes
of computation and chargeability and states that each
head shall be “chargeable” “in the manner herein-
after appearing”. It is to be observed that the word
“shall” has been used and not * may ™ thereby imply-
ing that there is no option in the matter. So far as
business is concerned, the head is No. (iv) “Profits and
gains of business etc.”

That carrics us on to sections 10 and 13 which pre-
scribe the method of computation. Here again, the
language is imperative and in the case of a business
the method of computation has to be in accordance
with the method of accounting regularly employed by
the assessee: see Commissionsr of Income-tax v.
Kameshwar Singh(”).

Now in the present case, the method of accounting
was the mercantile system. The essential difference

(1} {ro39} 7 I.T.RR. 48 at 56. (3} (1933} 1 LT.R. 94 at 100 and 101,

(2) [1038] 6 L.T.R. 521 at 527. -
125


SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle


1953

Keshay Mills
Ltd.
v,

966  SUPREME COURT REPORTS  [1953]

between this and the cash basis system is that in the
latter actual receipts and dishursements’are taken into
account. In the former, sums which are due to the
business are enfered on the credit side immediately

Commissioner of they are legally due and before they are actually

Ineome-tax,
Bombay.

Rose J.

received and expenditures are entered the moment a
legal liahility to pay arises and before the actual dis-
bursements. The profit or loss at the end of the
accounting year is therefore based, not on a difference
hetween what was actually received and what was
actually paid out, but on the difference between the
right to receive and the liability to pay. I find it
impossible in such a case to say that the taxation is on
income, or profits and gains which were “received”.
1t ean only be on profits which ** accrued” or “arose”
to the assessee in the accounting year: see the Privy
Council in Feroz Shah v. Commissioner of Income-tax(').
That, in my opinion, excludes section 4(1) (a) and
that in turn means that in such a case a resident is
taxed under section 4(1) (b) and a non-resident under
section 4(1) (c).

Now, this to my mind is of vital importance. The
primary object of the Income-tax Aect s to tax and
not merely to ascertain an income. The computation
of the income 1s subsidiary and iz only for the purposes
of ascertaining the quantum of the tax: see Comimis-
stoner of Income-tax v. Kameshwar Singh(?). Therefore,
if the legislature chooses to lay down different methods
of computation and say that the taxation shall be on
the amount so computed, it is essential that these
methods be adhered to. In some cases this may be to
the advantage of the assessee and in others it may
O]iera,te to his disadvantage. But that is immater-
ia

The importance lies in this. All that can be taxed
in a given year are the profits and gains which are
reoelved or which arise or accrue in the previous
year”, and if the Act directs that the profits are to be
computed in a given case on ““accruals” or “arisals”’
and not on actual receipts it is essential that that be

(1} [1033) 1 I.T.R. 219 at 224 and 225. (2) [re33) 1 LT.R. 94 at Ioo.


SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle

SCI
Rectangle


S.C.R. SUPREME COURT REPORTS 967

done ; and it follows from that that the tax in such a 1953

case can only be on the accruals or arisals and not on .
. ) ! Kesghay Mills

the actual receipts, for clearly you cannot tax on that Lid

which you are forbidden to compute in a case where v.

the tax can only be levied on what is computable Commissioner of

under the Act. ncome-taz,

It is important to draw the distinction for this rea- Bombay.

son. The rate of tax varies from ycar to year, there-  p =~
fore if the hook profits which are directed to be taxed '
in a given year are, say, Rs. 10,000 and the actual

1ecelpts only Rs. 100, it makes a lot of difference

which figure is taken; nor does it even itself out in the

long run, forif the rate of taxation increases in the
following year and the state of the business is just the

reverse, namely that the book profits are only Rs. 100

Wheleaq the actual receipts arising from the previous

year’s transactions are Rs. 10, 000, it will make a
considerable difference to the assessee in the aggregate

of tax payable over the yéars, whether he pays on the

basis of book profits or actual receipts in the two

years.

I am not able to draw a distinction hetween a resi-
dent and a non-resident in these matters. I can find
no ground for holding that in the caseof a resident
the mercantile system must he adopted for computing
the profits if that is the system of accounting
regularly employed but that that need not be done in
the case of a non-resident. If the assessee had been a
resident company, the taxation would, in my opinion,
have been under section 4(1) (b) on profits and gains
which had accrued or arisen and not under section 4
(1) (a) on profits which had been received. The same
principle must, in my opinion, be applied in the case
of a non-resident and therefore section 4 (1) (e} is
attracted, provided the profits and gains have actually
accrued or arisen in the taxable territories orthey can,
because of section 42, be decmed to have accrued or
arisen there. If section 4 (1) (¢} is not attracted, then
the tax cannot be levied.

Now, applying section 4 (1) (c), the question is
where do the profits and gainsarise or accrue in a case
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1953 like the present ? This is not free from difficulty and
Koshas Mills  Various views have been, and can be, taken. But as
Lud, these expressions have not been defined and as they

v. are not words of art, I think they should be construed

Commassioner of i their ordinary meaning which businessmen would
Tnoome-taz, g dinarily and easily understand in a business transac-
Bombag.  tion. When goods are sold it is to my mind evident
BoseJ,  that the profit or the loss on any particular transac-
tion arises out of the sale, for until there is a sale
there can be no profit. The profit may not be
wholly attributable to the sale but that is another
matter. It iz to my mind unquestionable that
they arise, in part, at any rate, out of the sale.
Therefore, if the goods ave sold in the taxable terri-
tories, then, to mv mind, the profits, or a portion of
them, arise there. As the Privy Council pointed out in
Commissioner of Imcome-lox v. Chunilal B. Mehtu(*),
in determining where the profits arise the place of the
formation of the contract is not the sole criterion,
other matters, as for example acts done under the

contract are also material.

I am not here attempting to go behind the decision
of the Supreme Court to the effect that the place of
sale is not necessarily the place of the receipt of the
profits. I am construing the word “arise ” and not
“receive .

That brmgs me to the next question, where were
the goods in the present case sold? That is a mixed
question of fact and law and must vary in each case
and must, in my opinion, be answered in a common-
sense way and not necessarily in the artificial manner
laid down by the Sale of Goods Act to determine
where and when the property passes. What are the
facts here ? In the case of the Rs. 4 lakhs odd, the
control over the corpus of the goods was retained by
the assessee right up to the moment the price was
paid; and the price was paid not outside British India
but to his nominees in this country, namely, to the
assessee’s banks in British India. These banks retained
the documents of title and had the right to refuse

{r) [1938]6 LT.R. 521 at 533.
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delivery until the money was actually handed over. 1953
Therefore, the right to get possession of the goods and N

- . .8 . Keshav M7lls
to take delivery accrued or arose in British India L.
where the money was actually paid, and that to my v.

mind must be taken to be the place where the profits Commissioner of
accrued and arose for income-tax purposes, not be- Income-tax,
cause the money was received there, for we are not ~ Eo0%-
concerned with actual receipts, but because the right g,
which accrued at the date of the transaction was to

receive the money in British India and hand over the

goods there on the receipt of the money. As I have

said, the substance of the transaction must be viewed

and that cannot be made to depend wpon the method

of buok-keeping. Even if there areno books the profits

on such a transaction would acerue in the place where

the money is to be paid and the goods are to be hand-

ed over. I cannot sece how that can alter by reason

of the method of accounting employed. Accordingly,

I agree that the method of accounting adopted by the

assessee cannot affect the substance of the transactions

between the parties or affect their nature. The rights

and labilities of the parties infer se cannot be made

to depend on the way in which one of them chooses to

keep its hooks. But that is not the case when we come

to the question of taxation for income-tax purposes.

There the method of accounting is vital. But even

there the substance of the transaction must be viewed,

for the substance cannot alter by a mere method of
accounting. It is evident that if the assessee had been

resident in British India and these transactions had

been omitted from the books, the sums which ought to

have been entered would be taxable as items which

had escaped assessment even if there had been no

actual receipts in that or in any following year.
Therefore, it is not the entry in the books which

attracts the taxation but the profits on the transaction

itself, and when the mercantile system is used the

profits avise when the right to receive them accerues

and not when the entry is made. If the system is
properly employed the entry is made as soon as the

right to receive the price avises and so for all practical
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purposes that is the date ordinarily referred to, but a
man cannot manipulate the amount’of his tax by
choosing to enter or not to enter items which ought to
be entered on a particular date, as and when he

‘Comamissionsr of pleases.

Income-tax,
Bembay.

Bose J.

Now, the Rs. 4 lakhs odd represent actual receipts
but that is not what is taxable when the computation
is based on the mercantile system. What should be
taxed, or rather taken into account for the purposes of
taxation, are the figures entered in the accounting year
as the sale price of the various transactions which the
Rs. 4 lakhs represent. The profits which arise out of
these transactions do not, on my view, escape tax be-
cause the profits accrue or arise in the taxable terri-
tories. DBut the figure on which the tax is to be
computed is not the 4 lakhs odd which represent the
actual receipts but another figure which unfortunately
we have not been given. 1 am of course assuming that
the figures were duly entered in the books at the
proper time in accordance with the mercantile system
of accounting. If they were not, then the Income-tax
authorities have power to tax income which, for one
reason or another, has escaped assessment.

Turning to the Rs.12Jakhs. We know that the
figure entered in the books relating to these transac-
tions was Rs. 13,41,744. 1 am not clear whether that
was cntered in the accounting vear with which we are
concerned, though 1 gathered that that was the case.
The actual receipts, which followed later, amounted to
only Rs.12,68,480. In my opinion, if anything is
computable for the purposes of tax, it is the former
figure (assuming all the entries are in the accounting
year) and not the latter. But in ordey to determine
whether the profits on these transactions are taxable
at all, we must examine the transactions.

In these cases the sales were to merchants resident
in Ahmedabad. But according to the assessee’s
affidavit,

“In respect of buyers from Ahmedabad, the
applicant Mills have no acecount of such buyers. The
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price is debited to the account of the said Jagmohandas 1938
Ramlal and Company and credited to the sales . -— .
account in the books of the applicant :” Lid,

and later, Jagmohandas v,

“ discharges its debts by makma payments to the Commissioner of
applicants from time to time towards the balance I’;’;";’:; bacz,
in their said account in the books of the applicant . .°
Mills. The said amounts are paid by the said irm by g v,
paying the same to the credit of the applicant Mills
with British Indian banks or shrofts.”

Now, it is evident from this that Jagmohandas &
Company do not merely guarantee payment by the
Ahmedabad buyers but actually make the payments,
or the equivalent of payments, to the assessee com-
pany. So little do the buyers matter that their
transactions are not even reflected in the accounts.
All we have is Jagmohandas. It does not, in my
opinion,” matter whether the actual buyers remained
primarily and legally mqponsible to the assessee or not.
The fact remaing that in practice Jagmohandas &
Company actually met the obligations “of the buyers
and discharged their liabilities to the assessee. It is
equally clear that Jagmohandas & Company must
have recouped themselves in some way from the buyers.
The question is how. If the whole of the transactions
occurred ontside British India and the buyers or their
agents went to Petlad and received the goods there
and paid Jagmohandas & Company outside British
India, then I am clear that the profits and gains did
not acerue or arise in British India, simply because the
aoods were ultimately brought there. Butif Jagmohan-
das & Company or their agents were paid in British
India, the profits and gains, in my opinion, arose there
in the same way as in the 4 lakhscase. If Jagmohandas
& Company were the actual agents of the assessee as
were the banks in the other case, and the payments
were made in the taxable territories, then the accrual
and arising was direct. If, however, they were not the
agents in the strict sense of the term, then I am of
opinion that section 42 would be attracted because at
the very least there would be & “business connection”,
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provided of course the payments were made in the
taxable territories.

Now, here again, I am looking to what was actually
done in order to determine what the rights were, for

Commissioner of it, iy evident that what was done wasdone in pursuance

Income-tax,

Bombay.

Bose J,

of some agreement, express or implied, between the
parties which agreement regulated their rights, and
those rights in “urn determine the place where the
rofits accrued or arose, or must, because of section 42,
be deemed to have accrued or arisen.

In my view, the question referred by the Income-
tax Appellate Tribunal in its statement of the case
does not reflect the true position because it concen-
trates on the actual receipts. If the cash basis system
of accounting was germane here, then I would agree
that the Rs. 4 40, 878 was part of the assessee’s income
in British India, and s0 alsoin the other case, prov1ded
the payments were made in British India. But it is
misleading to enquire what wou’d have happened in
circumstances which are not material in this case be-
cause of the mercantile system of accounting which
was employed.

As regards the High Court. The learned Judges
reframed the question and answered it without send-
ing the case back to the Income-tax Appellate Tribunal
for a further statement of the case. That was not
strictly proper. But, in my opinion, the reframed
questions suffer from the same defect.

In my opinion, the case should be sent back to the
Income-tax Appellate Tribunal for a reframing of the
questions along the lines I have indicated and for a
further statement of the case.

Appeal dismissed.

Agent for the appellants : Rajinder Narain.
Agent for the respondents: G. H. Rajadhyaksha.
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