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PETI TI ONER
K. M S. REDDY, COW SSIONER OF | NCOVE- TAX, KERALA
Vs.
RESPONDENT:

THE  WEST  COAST CHEM CALS AND |INDUSTRIES LTD. (I'N

DATE OF JUDGVENT:
20/ 03/ 1962

BENCH

ACT:

I ncome Tax- W ndi ng up of business-Realisation of assets-Sale
during wi nding up, if anact of-trading-Profits arising out
of sale-Liability to tax.

HEADNOTE
The respondent conpany was incorporated in 1937 primarily
with the object of ‘acquiring and working a match factory.
Under the nenorandumof association the conpany was also
enpowered, inter alia, to manufacture and deal in chemcals.
The busi ness of manufacturing natches was carried on by the
conpany till 1941. 'Thereafter the profits becane | ess and
less due to war conditions. On May 9, 1943, the conpany
entered into an agreement with athird party for the sale of
the lands, buildings, plant and machinery of its match
factory for Rs. 5,75,000. It was agreed that this price
woul d not include manufactured goods, chemicals and other
jaw materials or any other asset not shown in the agreenent
of sale. Later, a fresh agreenent was entered into on
August 9, 1943, under which the sale included chemcals and
paper for manufacture which had not been sold in the first
instance and the price was Rs. 7,35,000. 1In a report to the
sharehol ders dated August 1, 1944, the Directors stated that
the price obtained had shown a capital appreciation of about
six tinmes the cost price and that the sale of chenmicals had
resul ted in  substantial profit. I n—proceedi ngs for
assessing i nconme which had escaped assessnent the incone-tax
authorities, relying upon the nenorandum of association
whi ch al |l owed the
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conpany to manufacture and sell chemicals and on the
Directors’ report, held that the profit fromthe sale of the
chem cals and other raw materials was liable to  incone-tax
on a profit of Rs. 2,00,000 which was reduced later to Rs.
1, 15, 259. The conmpany clained that the stock  of raw
materials was sold not in the course of ordinary trading but
only in a realisation sale after the company had been wound
up. The evidence showed that the clause in the nenorandum of
association giving power to the conpany to sell chenicals
was seldomused and that prior to the sale of chenmicals to
the purchaser, two transactions of sale of chemicals for
smal | amounts in 1943 were too petty in thenselves to afford
evi dence of trading in chenicals.
Hel d, that though under the second agreenent dated August 9,
1943, nore price was paid, the transaction was still a
winding up sale and no part of this slunp price was
identifiable as the price of the chemicals and other raw
materials. There was no evidence that before the w nding up
the conpany had sold chenmicals as part of its business, and
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the two instances cited were too petty in thenselves to
afford evidence of a continued or sustained trading in
chem cal s. A winding up sale is not "trading or doing
busi ness" and the sale of the raw materials including the
chemi cal s was not part of any business done.

Accordingly, the sumof Rs. 1,15,259 was not liable to tax.
Dought y v Comm ssioner of Taxes, (1927) A C 327,
di.’, Cussed and relied on. Case |aw revi ewed.

JUDGVENT:

ClVIL APPELLATE JURI SDI CTION: Givil Appeal No. 286 of 1961
Appeal fromthe judgnent and order dated January 27, 1960,
of the Kerala High Court in

l. T. R Case No. 14 of 1955.

K. N. Raj agopal Sastri and D. Gupta, for the Appellant.

S.P. Desai J. B. Dadachan , O, C. Mthur and Ravinder
Narai n, for the respondent.

1962. WMarch 20. -~ The Judgnent of the Court was delivered by

H DAYATULLAH, —J.- In this appeal by the Comn ssioner of
I ncome Tax Kerala filed with
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certificate of the Hgh Court of Kerala, an inportant
guestion of |aw was raised before the H gh Court, which was
answered agai nst the Departnent. It arose in the follow ng
, Ci rcunst ances. The respondent, the West Coast Chenicals
and Industries, Ltd. (referred to as the assessee Conpany)
was incorporated in. 1937 primarily wth the object of
acquiring and working the- rights, title and interest in a
match factory belonging to one A V. Thomas at Medical. The
Menor andum of Associ ation of the asseesee Conpany, . however,

enpowered the Conpany to manufacture and deal in  acids,
al kalis and other chemicals. The assessee 'Conpany ' carried
on its business of manufacturing matches till the account

year ending, on April 30, 1941. Thereafter, the profits
from the business became less and less due /'to  War
conditions, and the assessee Conpany began to nanufacture
pl ywood chests for tea, paints and | enon grass oil. These
wer e contenmplated by «cl. (3) of the Mnorandum of
Associ ati on.

On May, 9, 1943, the assessee Conpany entered into an
agreenment with one Rao Sahib Natesa lyer for the sale of the
| ands, buildings, plant and machinery of its match factory
for Rs. 5, 75,000. It was agreed that the price would not
i ncl ude manuf actured goods, chemicals and ot her raw
materials or any other asset not shown in the agreenent of
sal e. The purchaser was allowed sixty days for the paynent
of the bal ance of the price, Rs. 57,500 having been already
paid at the time the agreement was ’'entered into. The
purchaser nade a default in paynent, and on August 9, ' 1943,
a fresh agreenent was entered .into by the parties, this
time for a consideration of Rs. 7,35,000, and the sale
i ncluded chenicals and paper for manufacture which had not
been sold in the first instance. 1In a confidential report
nmade on August 1, 1944, to the sharehol ders, the
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Directors stated that the price obtained had shown a capita
appreci ation of about six tines the cost price, and the sale
of chemicals had also resulted in a substantial profit.
Meanwhi |l e, the assessnent of the Conpany for the, account
year ending April 30, 1944, bad been conpleted by the Deputy
Comm ssioner of Incone-tax, and the assessee Conpany had
been assessed on an inconme of Rs. 36, 498-6-4. The Deputy
Conmi ssi oner of Incone-tax then issued a notice under s. 25
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of the Travancore Inconme-tax Act to the Conpany’s Liquidator
on the ground that the profits from the sale of the
chemical s and paper for manufacture had escaped assessnent.

The O ficial Liquidator took up the position that the match
manuf acturing had been stopped, and that business had been
wound up, and there thus only an appreciation of the capita

assets and not a business profit, which, was liable to
assessment. The Deputy Conmi ssioner, however, relying, upon
the Menorandum of Association, which allowed the assessee
Conpany to manufacture and sell <chenmicals, and on the
Directors report, held that the assessee Conmpany was |iable
to incone-tax on a profit of Rs. 2 lakhs arising from this
sal e. The Conmi ssioner of Incone-tax on appeal, however,

reduced the assessable profits to Rs. 1,15,259. Before the
Comm ssioner, the Liquidator admitted that the profit from
the sale of the chenicals wits Rs. 1, 15,259.

An appeal was then filed before the Income-tax Appellate
Tri bunal ~at Trivandrum and the assessee Company contented
that a stock-in-trade could only be that which was the
subj ect . ‘of ‘trade, and that the stock of raw materi al was
not sold-in the course of ordinary trading but in a reali-
sation sale after the Conpany had been wound up. The
Tri bunal found that the business had not
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conpletely ceased/'to exist, since the assessee Conpany was
carryi ng on manufacturing, on behalf of the purchaser
and, the sale could not be regarded as a realisation

sal e after the 'Conpany was wound up, but had t he
characteristics of « a trading sale. At the request of the
assessee Conpany, however, ~the Tribunal  referred two
guestions to the H gh Court for its decision, and they were:
"(1) whether the transaction of sale of the
raw materi al s al ong with t he
busi ness, i ncl udi ng machi nery, pl ant and
prem ses is a revenue sale, and whether in the
facts and circunstances of the case, the sum
of Rs. 1,15, 254has been rightly charged to
i ncone-tax; and
(2) whether the decision that the sale of
mat ch, machi nery and prem ses, —was _distinct
from the sale of chemcals is legally war-
ranted and whether there was legally a single,
transacti on of the entire match factory
i nclusive of raw material s?"
It nmaybe pointed out that prior to the sale of chenmicals to
the purchaser, the only evidence of sale of chem cals by the
assessee Conpany was of two transactions. In the first
transaction, there was a sale of chemicals on July 24,
1943,t0 an educational institution for Rs. 50 and another
sal e on Cctober 30, 1943, to a stranger for Rs. 7-12-0. The
H gh Court held that by the sale no business was done, and
that the amount obtained was only by way of realisation sale
and was not, therefore, liable to tax.
"rho argunment of the Department (also raised before the High
Court) proceeds in this way. The Departnent refers to the
Menor andum of Associ ati on under which the assessee Conpany
was to carry on the business of manufacturing and
965
selling chemicals, that in the past it bad sold chem cals,
that in the first sale of its assets it had excluded
chemcals and sonme other raw materials necessary for the
manuf acture of matches and had sold the concern for a | esser
price, that later it included chenicals and raw materials
and obtained a larger price, and that admittedly 'there was
an identifiable profit of Rs. 1,15,259 on the sale of the
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chemicals and raw naterials. The Departnent, therefore,
contends that the anount of Rs. 1, 15,259 was properly
br ought to tax as a trading profit. The qguesti on,
therefore, is whether there can be said to be a sale in the
carrying on of the business in respect of the chenmicals and
other raw nmaterials. This question is not one easy to
deci de,specially wth the assistance of rulings, in which
the facts were different. There is a great danger of
extracting a principle fromthe reported cases, divorced
from the facts. |In Halsbury's; Laws of England, 3rd Edn.

Vol . 20, pp. 115-117, there is a list in the footnotes of
the cases which have been deci ded on one side or the other

of the dividing line. In the text, the law, as sunmarised
fromthe cases, is stated as follows : -
"210. Mere realisation of assets is not

tradi ng; but the conpletion of outstanding
contracts after the dissolution of a firm the
comencenent of liquidation of a conpany, or
the winding up of the affairs of a trader, has
been held to be trading.......
211 ... The cases illustrating the question
arising in such circunmstances can be divided
into two categories, first, those where the
sal es forned part of trading activities, and,
second, those where the realisation was not an
act of trading".
This distinction, in our opinion, is a sound one. The only
difficulty is in deciding whether a particul ar
966
case belongs to one category or the other. “In this, nuch
support cannot be derived from observations nmade by
| earned Judges pertaining to the facts of a case, but they
do guide one in a true appraisenent of the case in hand.
In the well-known case of Californian Copper Syndicate v.
Harris (1), the difference between the purchase price and
the val ue of the shares for which the property was exchanged
was considered as profit assessable to incone-tax. Ther e,
the conmpany was forned for the purpose of acquiring and
reselling mning properties, and though what it had acquired
had all been Bold or exchanged, the transaction was
consi dered a business transaction failing within the avowed
objects, of the Conpany. The case has been accepted as
decided on these narrow facts, in Tebrau (Johore) ~Rubber
Syndi cat e Ltd. v. Farner (2), in which a di fferent
conclusion was reached on slightly different facts. There
al so, the Company was formed with the object of acquiring
rubber estates and for devel oping them Under ~the Meno-

randum the Conpany had the power to sell its (properties.
Two properties having been acquired and the funds having run
out, they were sold but at a profit. This profit was

considered as an appreciation of capital and. not as
assessable profit. The difference between these two | oases
is that whereas in the former, though the whole of the
property was sold, it was sold at; a part of trading, in-the
letter, the property was sold not as part of trading but  on
a winding up sale.

The Department relies upon Californian Copper Syndicate v.
Harris (1),while the assesse Conpany relies wupon Tebrau

(Johore) Rubber Syndicate Ltd. v. Farmer (2) . These cases
were also considered and applied by the Privy Council in
Doughty v. Conm ssioner of Taxes (3), which is relied upon
by

(1) [1904] 5 T.C. 159. (2) [1910] 5 T.C 658

(3) [1927] A C. 32
967
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both sides, in view of certain observations of the Privy.
Council, to which we shall presently refer.. In that case
there were two partners carrying on business in New Zeal and
as general nmerchants. They sold the partnership to a
[imted company, of which they were the only sharehol ders.
The sale was of the entire assets including the goodwll,
and the price was payable in the shape of fully paid shares
in the new conpany. The nom nal value of the shares was
nore then the capital account as shown in the |ast bal ance
sheet, and the partners prepared a new balance sheet in
which a |larger value was placed upon the stock-in-trade.
The Incone-tax authorities in New Zealand treated the
di fference between the value placed on the stock-in-trade in
the old balance sheet and that placed in the new bal ance
sheet as a profit liable to tax. The Privy Council held
that this was wong, pointing out that for profit to arise,
there rmust be a trading, and that a nmere alteration of a
book- keeping entry was not evidence that there was profit.
It also 'held that the sale was of the entire assets, and
that the price represented a paynent for the entire business
wi t hout a separate sale or-valuation of this stock-in-trade
for purposes of sale. It referred to tw cases decided
respectively by the Suprene Court of New Zeal and and the,
H gh Court of Australia, in which sales by pastora-lists of
their flock of sheep had taken place. In.the New Zeal and
case, the excess obtained over the book value was treated as
assessable profit, but in the Australian case, it was not.
Both the sales were of the entire stock. The Privy Counci
approved of the Australian case, and though it did not ex-
pressly dissent fromthe New Zealand case, it indicated that
it found it difficult to appreciate the decision.  These two
cases from New Zeal and and Australia were, of " course,
relied upon by the rival parties before us, and we shal
consi der them

968
The Australian case is Conm ssioner of Taxation (W  A) V.
Newran (I1. A person who carried on business in/ Wstern

Australia as a pastoralist sold his property including al
live-stock and plant, as a going concern. The Conm ssioner
of Taxation for the State apportioned the purchase nbney in
respect of the live-stock, and assessed the amount whi ch was
received in excess, as incone derived fromcarrying on a
busi ness. The High Court held that the transaction was not
during the carrying on of the business or even for the
purpose of carrying on the business, but was for the purpose
of putting an end to the business, and that thus the excess
represented a capital appreciation and not a trading profit.
The Now Zeal and case is Anson v. Conmi ssioner of Taxes . (2).
In that case also, a sheep farmer sold his entire stock of
sheep. He had the practice of placing on his sheep at the
begi nning and end of each year an arbitrary value  w thout
reference to the, actual market value. Wen he sold his
entire stock, a nom nal profit of pound 5,000 odd appeared,
and he was assessed on it. The Suprene Court hold that it
was not an accretion to capital but a profit on the sale  of
the appellant’s stock-in-trade. Sir John Salnond, who
delivered the judgment of Court, observed that the holding
of a sheep farner was not a capital holding, but his sheep
represented a stock-in-trade, and since every appreciation
of a stock-in-trade represented a profit assessable to
incone-tax, it mattered not that the stock-in-trade was sold
at once or fromtine totime. O this case, the Privy
Council in Doughty's case (3) did not say nuch, but enough
to cast a doubt upon it. This is what the Privy Counci
said at p. 335.
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“I't would be difficult to arrive at the profit
inthis way if it were the case of a
(1) [21921] 2 9 CL.R 484. (2) [ 1922]

N.7.L.R 330.
(3) [1927] A. C. 327.
969

farnmer in England but the trade of a pastora-
list is one with which the New Zeal and Courts
woul d be fanmiliar, and which it would be nore
easy for the New Zeal and Judges than for their
Lordshi ps to appreciate.”
The Privy Council nmade a distinction between a sale of the
entire stock as a part of trading and a sale of the sane
stock as a wnding up sale. It observed that if the
busi ness be one of purely buying and selling, "a profit made
by the sale of the whole of the stock, if it stood by
itself, mght well be assessable to inconme-tax". It
observed that in Dougherty s case (1) the sale was a slunp
transaction, -and was a wi nding up of the business rather
than a trading. The Privy Council further pointed out that
there is a difficulty in deciding cases of a business, which
i nvol ve breeding of sheep for the purpose of selling wool
This is quite true, because the sheep may be regarded as the
capital, with which the wool, which is sold, is produced, or
the sheep wth the wool on themmay be regarded as the
stock-in-trade. Such a question, fortunately, does not
arise in the-present case, which canbe decided on the
narrow ground whether the business was bei ng wound up and
the sale, a realisation sale, or whether trading was going
on in spite of the winding up, so as to attract tax on
profits made.
Before we answer this question in relation to the facts of
this case, we wish to refer to a’ few nore cases, which were
cited before us. In J. & R ~OKane & Co. V. The
Commi ssioners of Inland Revenue (2), the appellants carried
on business as wine and spirit merchants. They then w shed
to retire fromthe business and sent a circular letter to

their customers. During the year, they sold their /*bole
stock to diverse custoners.-, and the question was whether
they were still carrying on their trade during that  period,

and whet her the profits were thus made in the
(1) [1927] A.C. 327.

(2) [1922] 12 T.C. 303.
970
ordinary course of trade. It was held by the King' s ~Bench
Division of the High Court of Justice in Ireland that the
sales were not in the ordinary course of trade but were part
of the realisation of the trading stock and wnding up of

the business, and thus not liable to tax. The Court of
Appeal in Ireland unani nously reversed the decision of the
H gh Court. Ronan, L. J., pointed out that though the
t axpayer had retired from business and had deci ded
not to purchase any nore stock, he was still carrying on the
business of trading in wines and spirits till his existing

stocks were exhausted, and, therefore, the excess obtained
by himrepresented profit. On appeal to the House of Lords,
it was held that there was evidence on whi ch t he
Commi ssioners could arrive at their finding that trading
was, in fact, being carried on. Lord Buckmaster, speaking
O the facts in that case, observed as follows :
"For in truth it is quite plain that right up
to the en of 1917 they were engaged in trading
which, so far as the external world is
concerned, was the ordinary method of carrying
on trade nodified only by arrangenents which
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were nerely part of the nmachinery of business
dealing adopted to effect their intention to
retire. It my well be accepted that they did
so intend ; yet the intention of a man cannot
be considered as determning what it is that
his acts amount to; and the real thing
that has to be decided here is what were the
acts that were done in connection wth this
busi ness and whet her they anbunt to a trading
whi ch woul d ' cause the profits that accrued to
be profits arising froma trade or business
The case was, therefore, decided on the finding of the
special Conm ssioners, for which there was enough materia
in evidence. Simlarly, the case
971
of The Comm ssioner of Inland Revenue v. "Od Bashmlls"
Distillery Co., Ltd. (in'Liquidation) (1) was one deci ded on
a finding, in support of which there was evidence. The two
cases reli'ed upon by the Departnent and the assessee Conpany
respectively do not shed any |ight upon the problem before
us’ because the central decisionin both of them was whether
the Commi ssioners’ finding was justified or not.
In J. and M Craig (Kilmrnock),Ltd. v. Cowperthwaite(2),
the question was how the opening .stock should have been
val ued, And whether ~any profit could be said to have
resulted. The Privy Council in Doughty’s case (3) renarked
about this case as follows:
"There, on a transference fromone conmpany to
anot her, one-third of the value of each item
other than stock'in trade, as it stood in the
books of the selling conpany, was treated as
its value for transfer  purpose, ‘and t he
bal ance of a slunp price, which, with an under

taking to di scharge liabilities,
formed the consideration, was inferentially
attributable to the stock. It was held,
however, in that case that no sum could be

pi tched upon as the actual price of the stock
and no claimto assess a profit could be based
upon such a foundation."

This case shows that where a slunmp price is paid and no

portion is attributable to the stock-iii-trade, it may - not
be possible to hold that there is a profit other than what
results fromthe appreciation of capital. The essence  of

the mtter however, is not that an extra amunt  has been
gained by the selling out or the exchange but whether it-
can fairly

(1) (1926) 12 T.C 1148. (2) (1914) 13 T.C 627
(3) (1927) A .C 327.
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be said that there was a trading fromwhich alone  profits
can arise in business. |If this test is applied to the

present case, then the true answer woul d be the one given by
the Hi gh Court in the judgnent under appeal

There is no doubt, in this case, that the assessee Conpany
was wound up at least in so far as its match nanufacture was

concer ned. That the business of the Conpany was sold as a
going concern, and was, in fact, worked by the assessee
Conpany on behalf of the buyer till the entire consideration

was pai d, makes no difference, because the agreenment clearly
i ndi cated that the, assessee Conpany was keeping the factory
going, not on its own behalf but entirely on behalf of the
buyer. One cannot fairly say, therefore, that a sale of the
chemicals and raw materials for match manufacture was
anything nore than a winding up sale, not with a view to
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trading in chemcals and raw naterial but to close down the
busi ness and to realise the assets. There was, in fact, no
identifiable price for the chemicals and raw materials
except by conparing the two prices offered to be paid by the
buyer, that is to say, the price without the chem cals and
raw materials and the price with them From that al one,
however, it is inmpossible to infer that the chemcals and
raw naterials were sold in the ordinary way of business or
that the assessee Conpany was carrying on a trading busi-
ness. The fact that the clause in the Menorandum gave power
to the Conpany to Bell chemicals cannot be wused in this
connection, because the evidence clearly shows that that
cl ause was never used and the two sal es of chenicals through
the years were too petty in thenselves to afford evi dence of
a continued or sustained trading In chemcals. In our
judgrment, this was a wnding up sale with a view to
realising the capital assets of the assessee
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Conpany and not a sale in the course of business operations,
whi ch al one woul d had attracted tax, if profit resulted.
In the result, the appeal fails and i's dism ssed with costs.
Appeal dism ssed




