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ACT:

Excess Profits Tax Act (XV of “1940)-Rul es under Schedul e
I, R 2-A-Conputation of average capital -Security deposit
recei ved from cust oner s-Wet her "borrowed capital"-"Deposit’
and "Loan"-Essentials of.

HEADNOTE:

The assessees, who were the sole selling agents of a
yarn manufacturing conmpany and who distributed yarn to
several constituents wunder forward contracts, kept two
accounts for each constituent, viz., a "contract  deposit
account" and a "current yarn account™, crediting the npneys
whi ch they received in advance fromthe constituents in the
fornmer account and transferring themto the current yarn
account in adjustrment of the price of the bales supplies
then and there, that is to say, when deliveries were nade
under the contract. On the 5th. May, 1944, they decided to
keep the advance ampbunts under a now heading  "Contracts
Advance Fixed Deposit Account” and to return (the advance
amounts in full after the conpletion of each contract and
paynment of the full value of the bales supplied. On the 5th
Decenmber, 1944, they changed the nane of this account into
"Security Deposit" account, and on the 14th February, 1945,
the assessees decided to nodify the arrangement further and
demand a certain sumfrom each custoner towards Security
Deposit and keep the same with the assesses so long as the
busi ness connection wth the custoner wunder the forward
contracts continued. Interest was also allowed on the
amount of the deposit. The question being whether the
advance anmpounts received by the assessees as deposit were
"borrowed noney,"” wthin the neaning of Rule 2-A of the
Rules in the Second Schedule to the Excess Profits Tax Act,
1940, and should not be deducted in conputing the average
capital used for the purposes of the business:

Hel d, (1) that the advance anounts received before the
5th May, 1944, were only advance paynments of the price, to
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be adjusted on delivery, and could in no sense be regarded

as borrowed noney;

(ii)the anmounts received after the 5th May, 1944, up to
14th February, 1945, were also, having regard to the terns

of
137
1058

the arrangenent then in force, nore in the nature of trading
receipts than of security deposits as they were really
advance paynents in regard to each contract, and the

transaction provided in substance effect for the adjustnent

of the nutual obligations on the conpletion of each

contract;

(iii) the nethod of dealing adopted after the 14th

February, 1945, had all ‘the wessential elenents of a,
transaction of |oan, and the deposits received after that

date were "borrowed noney" for-the purposes of Rule 2-A, as
the ampunt of deposit had no relation to the price of the
goods to be delivered under each contract, the price of the
goods supplied was to be paid by the custonmer in full, the
assessees  were allowed to use the noney for their own
busi ness paying interest tothe customers, and the anmounts

were returnable onlyat the end of the business connection.

The terms "loan" ~and "deposit"  are not nmut ual |y
exclusive, and the fact that a deposit is nmade wth the
obj ect of inducing the person with whomthe deposit is made
to have dealing with the depositorand for the specific
pur pose of being held as security for the due perfornance by

the depositor of his part of the contract, would not prevent
a deposit frombeing really in the nature of a | oan

Nawab Maj or Sir Mhagned Akbar Khan v. Attar Singh (L. R
63 I.A 279) relied on. Inland Revenue Commi ssioners V.

Port of London Authority (L.R [1923] A.C 507) and. |Inland

Revenue Commi ssioners v. Rowntree ([1948] 1 AlIl E R 482)
di stingui shed. Davies v. The Shell Co. of China (32 Tax Cas.
133) applied.

JUDGVENT:
ClVIL APPELLATE JURI SDICTION Civil Appeal No. 71 of
1952.

Appeal from the Judgnment dated 19th January, 1950, of
the. High Court of Judicature at Madras (Satyanarayana Rao
and Vi swanatha Sastri JJ.) in Case Referred No. 67 of 1947.
G S. Pathak (G R Jagadisan, wth hinm for t he
appel | ant s.

M C. Setalvad, Attorney-Ceneral for India (G| N Joshi
with him for the respondent.
1953. January 23. The Judgnent of the Court was

del i vered by
PATANJALI SASTRI  C.J.-This appeal arises out @ of a
ref erence nade by the I ncone-tax Appellate Tribunal, ' Mdras

Bench, under section 21 of the Excess Profits Tax Act, . 1940
(hereinafter referred to as the Act).
1059

The appellants are merchants carrying on business in
yarn in Mdura and are the sole selling agents for yarn
manuf actured by the Madura MIIs Co., Ltd., distributing
yarn to several’ constituents under forward con tracts in
respect of which they obtained advances of noneys fromtheir
constituents. During the charge able accounting period
(13th May, 1944, to 12th 1945) the appellants received from
their custom sums anounting to Rs. 7,69,569 and they clai med
before the Excess Profits Tax Oficer that the said sum
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shoul d be treated as "borrowed noney" within the neaning of
Rule 2-A of the Rules in the Second Schedule to the Act and,
on that footing, no excess profits tax was payable by them
for the chargeabl e accounting period. The Excess Profits
Tax O ficer rejected the claimand assessed themto excess
profits tax of Rs. 25,404, holding that, having regard to
the terns of the agreenent under which the amunts were
received, they could not in |aw be regarded as "borrowed
nmoney" within the neaning of that Rule. Appeals to the
Appel | ate Assi stant Conmi ssioner ' and t he | ncome-t ax
Appel l ate Tribunal having failed, the appellants applied to
the Tribunal for reference of the question of law arising in
the case to the H gh Court at Madras for its determ nation

and the Tribunal accordingly referred t he fol l owi ng
qguesti on:

"Whet her in the circunstances of this case, the npneys
deposited by customers with the assessee firm as security
deposi ts were "borrowed nmoney" wi'thin the neaning of Rule 2-
A of the Second Schedule to the Excess Profits Tax Act,
1940, either throughout the chargeable accounting period
ended 12th April, 1945, or during any part of t hat
char geabl e accounting period ? "

The reference was heard by a Division Bench of the
Court (Satyanarayana Rao -and Vi swanat ha Sastri JJ.) and the
| earned judges by their judgnent dated 9th June, 1950,
deci ded the question agai nst the appellants but granted them
| eave to appeal to this Court

As is well known, during the period of the war, profits
arising froma trade or business were nuch higher
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than the pre-war standard of profits and the State wanted to
catch a portion of such profits whichit deened to be in
excess of the normal or "standard" profits. The Act
accordingly charges a tax on the "excess profits" ‘earned
under war conditions and nmakes provision, inter alia, for
cases where, as here, there is an increase of capital ' used
for purposes of the business in the chargeable accounting

peri od. In such cases the standard profits are to the
i ncreased by an amount cal cul ated by applying the "statutory
percentage" (varying from8 to 12 per cent. —in different
cl asses of cases) to the increase in capital. Thus, with

the increase in -the capital enployed in the chargeable
accounting period, there would be an increase in the
standard profits and a decrease in the excess profits. Were
the increase in the capital is brought about with borrowed
noney, it is but fair that such noney, which plays its part
in earning the larger profits, of which the State clains a
substantial share, should not be deducted in conputing. the
average capital used for the purposes of the business.  Rule
2-A of the Rules in the Second Schedule to the Act
accordingly provides that in computing the average capita

during the chargeable accounting period and the relative
standard period "no deduction shall be nade in respect of
borrowed noney”. In the present case, the appellants having
admttedly received no security deposits during the standard
period, the increase in the average capital enployed in the
char geabl e accounting period would be nuch greater than what
it has been computed to be, if the security deposits
recei ved, which were all used for the appellants’ business,
were treated as borrowed noney and part of the average
capital of their business for the chargeable accounting
period, and that, as stated above, would result in a
consi derabl e reduction of the excess profits as now
assessed. VWhat then is the true | egal character of these
security deposits ?
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The suns in question were received by the appelants under
three different arrangenents with their
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customers evidenced by the circulars issued to them The
first of these circulars issued on 5th May, 1944, was in the
foll owing ternmns:

" You are quite aware of the fact that we are and wll
be, so long as the existing contracts of bales are closed,
transferring the Contract Advance Deposit anobunts to the
credit of current yarn account for the bales supplied to you
then and there.

Now, what we have decided in this connection is not to
do so as stated above, but to keep such advance anobunts
under the new heading " Contracts Advance Fixed Deposit
Account " and returnin cash or by bank’s cheque or by
insured post the advance-anount of the bales booked and
supplied in full under certain contract nunber only after
conpl etion of that contract with the bank’s conm ssion etc.
expenses that may be incurred therein on your account.

The value of the bales delivered or to be delivered for
each and every tinme should be paid in full and this system
is applicable to our future booking of contracts only."

This was followed by another issued on 5th Decenber, 1944,
whi ch runs thus:

"This is to informyou that we have changed the headi ng
of your " Contracts Advance Fi xed Deposit " account into "
Security Deposit " account. As such, we have transferred
the ampunt which'is to your credit in the former to the
credit of your latter account. This is with effect from 1st
Novenber, 1944. Kindly note."

The arrangenment was further nodified by the | ast
circular dated 14th February, 1945, which was in these terms

"I nst ead of <calling for amunts from you t owar ds
"Security Deposit due to bales for which we are entering
into forward contracts with you and returning the sanme to
you fromthe said deposit then and there, as we are doing
now, and in order to nmake. it feasible, we have decided to
demand fromyou a certain sumtowards Security Deposit and
keep the
1062
sane with -us so long as our business connection under
forward contracts will continue with you.

In your case, we have fixed a sumof Rs for the said
deposit, which amunt we have to keep wth us on your

approval . Agai nst the said anpbunt, a sum_ of Rs st ands
credit with us nowin the said deposit. Therefore, the
bal ance of Rs due by you to you, is to be remtted will be

returned. Kindly let us have your reply inmrediately in this
connecti on.

Please note that interest of 3 per cent. per /annum
will be allowed as usual to the said deposit anmpunts  unti
further notice."

It wll be seen that before the 5th May, 1944, which
covers the first seven weeks of the chargeable accounting

peri od, the appel lants had two accounts for each
constituent, nanely, a " contract deposit account " and a "
current yarn account ", crediting the noneys received from

the custoners in the former account and transferring themto
the yarn account in adjustnment of the price of the bales
supplied ,then and there", that is, as and when deliveries
were made under a contract either in installments or in
full. It is clear that the anounts received from the
custoners under this arrangenent were nerely advance
paynments of the price which were to be adjusted against the
value of the bales supplied fromtine to time under the
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forward contracts and they can in no sense be regarded as
borrowed nmoney. This indeed was not disputed by M. Pathak

It was also conceded by himthat the circular of 5th
Decenber, 1944, which nerely changed the heading of the
account in which the noneys received were credited, did not
alter the legal position as it then stood. Accordingly, the
guestion arises only with reference to the anmbunts received
bet ween 5th May, 1944, and 14th February, 1945, which covers
the maj or part of the chargeabl e accounting period and those
received thereafter till the end of that period.

It wll be convenient to deal first with the anmounts
received during the last part of that period, for, if we
1063
accept the view of the learned judges below that those
amounts were not borrowed noney, then a fortiori nust
amounts received during the second part be held not to be
borr owed noney.

The circul ar of the 14th February, 1945, narks
a clear departure fromthe node of dealing followed by the
parties before the 5th May, 1944. The anmpunt deposited by a
customer ~was - no |longer to have any relation to the price
fixed for the goods to be delivered under a forward
contract-either in instalnents or otherwi se. Such price was
to be paid by the custoner in full against delivery in
respect of each contract w thout any adjustnent out of the
deposit, which was to be held by the appellants as security
for the due performance of his contracts by the custoner so
long as his dealings with the appellants by way of forward
contracts continued, the appellants paying interest at 3 per

cent. in the neanwhile, and having, as appears  from the
course of dealings between the parties, the use of the noney
for their own business. It was only at theend of. the "

busi ness connecti on with the appel lants that an adjustnent
was to be made towards any possible liability arising out of
the custonmer’s default. Apart from such a contingency
arising, the appellants undertook to repay an equival ent
amount at the termnation of the dealing. The transaction
had thus all the essential elenments of a contract of /|oan
and we accordingly hold that the deposits received under the
final arrangenent constitute borrowed noney for the purpose
of Rule 2-A

The | earned Attorney-Ceneral laid great stress on- the
fact that the anmpunts were deposited with the object of
i nduci ng the appellants to have dealings with the custoners
and for the specific purpose of being held as security for
the due perfornmance by the customers of their ~forward
contracts, and that the appellants their selves fixed the
amount to be deposited in each case. These features,
according to him distinguished these transactions from a
real borrowing or a real lending which the expression "
borrowed noney " in Rule 2-A nmust be taken to connote. We
are unabl e to see how
1064
the object which the custonmers had in viewin nmaking the
deposits can affect the essential character of t he
transaction. |If A pays nbney to B who agrees to return not
the identical currency in specie but an equivalent sum
subsequently, no bailment arises but sinply a | oan owing by
Bto A The fact that it is called a " deposit " can make no
di fference. As pointed out by the Judicial Conmttee of the
Privy Council in Nawab Major Sir Mhanmad Akbar Khan v.
Attar Singh (1), the two ternms are not nutually exclusive. A
deposit of noney is not confined to a bailnent of specific
currency to be returned in specie. As in the case of a
deposit with a banker, it does not necessarily involve the
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creation of a trust but may involve only the creation of the
relation of debtor. and creditor, a |oan under conditions "
The fact that one of the conditions is that it is to be
adjusted against a claimarising out of a possible default
of the depositor cannot alter the character of t he
transacti on. Nor can the fact that the purpose for which
the deposit is nade is to provide a security for the due
performance of a collateral contract invest the deposit with
a different character. It remains a loan of which the
repaynent in full is conditioned by the due fulfillnent of
the obligations under the collateral contract.

The Attorney-General placed strong reliance, as did the
| earned judges in the Hgh Court, on the English decisions
in Inland Revenue Commi ssioners v. Port of London Authority
(2 )and Inland Revenue Conmissioners v. Rowntree & Co. Ltd.
(3). Inthe first case it was held that the stock issued by
the Port of London Authority  as consideration for the
acqui sition of ~the property of certain dock conpanies of
London, which carried interest and was redeenable after
twenty years, could not be regarded as representing "

borrowed nmoney " under Rule 2 of Part |1l of Schedule IV of
the Finance (No. 2) Act, 1915, as that expression referred
to "a real borrowing-and areal lending ". The transaction

was held to be a purchase of assets for consideration in the
shape of the stock issued, though it was attended

(1) (1936) L R 63 I.A 279.

(2) L.R [1923] A C 507

(3) [1948] Al E R 482.

1065
with incidents in sonme respects simlar to those which would
have ensued if there had been a borrowing. nmay well be

conceded that the term" borrow noney nust be construed in
its natural and ordinary neaning and -inplies ‘a rea

borrowi ng and a real lending. But the holding that " ' there
was nothing of kind " in the issue of stock as consideration
for the purchase of certain assets, where " no nobney passe
directly or indirectly between the parties to the tran-
saction " is not of much assistance in determining'the issue
whet her the security deposits nowin question involved a
real borrowing and a real |ending. For the reasons already
indicated, we are satisfied that they do answer to that
description and constitute borrowed noney wthin the nmeaning
of Rule 2-A

The other case cited is still less helpful. Under certain
arrangenents for financial facilities, A drew bills on B who
accepted them and then, as an agent of A, discounted them
with C and paid over the proceeds to A, who agreed to put
him in funds before the maturity of the bills (for paying
them off. The Court of Appeal held that the noney /thus
raised was not " borrowed nopney within the neaning of
paragraph 2 (1) of Part 11 of the Seventh Schedule to the
Finance (No. 2) Act, 1939, which provided that " any
borrowed noney shall be deducted " (for the purpose of
Excess Profits Duty). After referring to the Port of London
case (supra) as authority for the viewthat the words

borrowed noney " require the existence of a borrower and a
| ender and that there nust be a real borrowing in the |ega

sense of the word, the | earned judges proceeded to inquire
who could be the lender, if any, in the circunstances of the
case and found there was none-not B, for an acceptor of a

bill need not have any noney in his hands at all to |end,
not C who was only acquiring certain rights in the bil
under the [|aw nerchant but was not |ending noney. They

accordingly found it i mpossi ble to discover that there was
such a relationship " (of Iender and borrower) either
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present case, the relationship of |Iender and borrower in

all its essential features is plainly recogni sable between

the depositors and the appellants, and that decision does
not affect the matter one way or the other

On the other hand, a nore recent decision of the English
Court of Appeal in Davies v. The Shell Conpany of China (1),
which M. Pathak brought to our notice, is nmore in. point.
A British Conpany, which sold petrol eum products in China
through Chi nese agents, required the latter to deposit wth
the conpany a sum of noney in Chinese dollars to be held as
security against possible default by the agent in paynent
for the products consigned to themand to be repaid when the
agency cane to an end. These deposits were, during the war,
transferred to the United Kingdomfor reasons of safety and
were there held in sterling. Subsequently, when the Chinese
dollar | depreciated in relation to sterling, the anobunts
required to repay the deposits in Chinese dollars were much
less than the sums held by the  conpany as sterling
equi val ents of the deposits, and the question arose whether
such deposits were trading receipts or receipts of a capita
nature. In holding that they were capital receipts and the
profit was therefore a capital gain, /Jenkins L.J., who
delivered the | eadi ng judgnent, observed

"I'f the agent’s deposit had in truth been a paynment in

advance to be applied by the company in discharging the sums
fromtinme to tinme due fromthe agent in respect of petroleum
products transferred to the agent and sold by him the case
m ght well be difficult and mght well fall withinthe ratio
deci dendi of Landes Bros. v. Sinpson(1l) and lnperial Tobacco
Co. v. Kelley.(1) But that is not the character of the de-
posits here in question. The intention nmanifested by the
terns of the agreenent is that the deposit should be
retained by the company, carrying interest for the  benefit

of the depositor throughout the terns of the agency. It s
to be available during the

(1) (1951) 32 Tax Cas, 133. (3) (1943) 25 Tax Cas. 292.
(2) (1934) 19 Tax Cas. 62.
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deriod of the agency for naking good the agent’s pefaults in
the event of any default by him but otherwise it renmins,
as | see it, sinply as a | oan owing by the conpany to the
agent and repayable on the term nation of the agency; and |
do not see howthe fact that the purpose for which it is
given is to provide a security against any possible default
by the agent can invest it with the character of a trading
receipt.”

The Attorney-General relied also upon certain decisions
hol di ng that security deposits received from enpl oyees were
i mpressed with a fiduciary character so that the depositors
were entitled to preferential paynments fromthe assignee in
bankruptcy of the depositee. He admtted, however,  that
there were decisions holding the other way, and we do not
think it necessary to discuss that class of cases, as the
manner in which such suns have to be dealt with under the
I nsol vency Acts has no direct bearing on the question now
under consi derati on.

Turning now to the deposits received by the appellants
from 5th My, 1944, to 14th February, 1945, we are of
opi nion that, having regard to the terns of the arrangenent
then in force, they partake nore of the nature of trading
receipts than of security deposits. It will be seen that
the ampbunts received were treated as advance paynments in
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relation to each "contract nunber"” and though the agreenent
provided for the paynent of the price in full by the
customer and for the deposit being returned to him on the
conpletion of delivery under the contract, the transaction
is one providing in substance and effect for the adjustnent
of the nutual obligations on the conpletion of the contract.
W hold accordingly that the suns received during this
peri od cannot be regarded as borrowed noney for the purposes
of Rule 2-A

Lastly, M. Pathak suggested that the case having
proceeded both before the Excess Profits Tax authorities and
the Hi gh Court on the footing that if the sums received from
the custoners during any part of the chargeable accounting
peri od were held to be borrowed
1068
noney, they nust be included in the conmputation of the
average profits for the whole. of the chargeable accounting
period,” no distinction should now be made between one part
of the period and another for this purpose. We cannot
accept that view It is true to say that no such
distinction was in fact nade at any stage so far, but that
is because it was held that none of the suns received under
any of the arrangements was borrowed money wthin the
meani ng of Rule 2-A- But, if it be held that the a ’'nmounts
received under one or nore, but not all, of the agreenents
are borrowed noneys, then, obviously, the conputation of
average capital in accordance with Rule 2-A nust take into
account the different character of the suns received under
each of the agreenents which wasin force during a part only
of the <chargeable ‘accounting period. The form of the
question referred to the court clearly recognises this and
admts of a distinction being made, if ~ necessary, ' between
parts of the chargeabl e accounting peri od.

In the result we set aside the order of the court bel ow
and answer the question referred inthe affirmtive wth
reference to the last part of the chargeable accounting
period, nanely, 14th February, 1945, to 12th April, 1945,
and in the negative with reference to the rest  of that
period. W make to order as to costs.

O der set aside.
Agent for the appellants: Naunit Lal
Agent for the respondent: O H. Rajadhyaksha
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