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Indian Income-tax Act (XI of 1922),  ss. 4(1)(b), 13-
Conmi ssi on agency- Accounts Kkept™ on _mercantile system
Conmission credited to agent- and debited as busi ness

expenditure, but withheld and carried over subsequently to

suspense account pending disputes-Wether i nconme has
accrued- Conput ati on of profits, whether condition  precedent
to accrual

HEADNOTE:

Where, under the ternms of a managi ng agency agreenent the
assessee firmwho were the managi ng agents of a conpany were
entitled to a certain percentage of the profits as their
conmi ssion and in the books of the company maintained by the
firm a sumof Rs. 2,26,850 odd was shown as conm ssi on. due
to the firmon the profits for the year 1941-42 and the said
sum was al so debited as an item of business expenditure and
credited to the managi ng agents’ commi ssion account, but the
af oresai d sum was subsequently carried to a suspense account
by a resolution of the conpany as a result of a request made
by the firmthat a debt due by the firmto the company may
be witten off

Hel d, that, as the assessee kept the accounts on the
nercantile system the conmission accrued to the assessee
when the conmission was credited to it in the accounts, and
the subsequent carrying over of the anpbunt of the comni ssion
to a suspense account pending the settlenment of the dispute
between the conmpany and the assessee could not affect
assessee’s liability to be taxed on this incone.

Held further, that the fact that the profits of the
busi ness could be conmputed only after the 31st of March
1942, was Immaterial as quantification of the commssion is
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not a condition precedent to its accrual

JUDGVENT:
CiviL APPELLATE JURI SDICTION: Civil Appeals Nos. 131, 131-A
and 131-B of 1952.

Appeal s fromthe Judgnent and Decree dated the 2nd day
of February, 1950, of the Hi gh Court of Judicature at Madras
(Satyanarayana Rao and Vishwanath Sastri JJ.) in Cases
Referred Nos. 76 and 78 of 1946 and 32 and 56 of 1947.
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C. K. Daphtary, Solicitor-Ceneral for India (G N.
Joshi, with hin) for the appellant.
B. Somayya (Alladi Kuppuswami, with him for the
respondent .
1953. Cct ober — 14. The Judgnent of the Court was
del i vered by

GHULAM HASAN J.-These three appeals arise from the
judgrment ‘_and order of the Madras H gh Court dated 2nd
February, 1950, delivered on a reference by the Incone-tax
Appel late  Tribunal (hereinafter referred to as " The
Tribunal’), whereby the H gh Court answered the first
referred question in, the negative, and as regards the
second question, /Satyanarayana Rao J. answered it in the
affirmative, while Viswanatha Sastri J.” answered it in the
negative, as a result of which the judgnent of Satyanarayana
Rao J. ultimately prevailed. They relate to the assessnent
for 1942-1943 and are filed by the Comm ssioner of |ncome-
tax, while Appeal No. 132 of ©1952 which relates to 1943-
1944 is filed by the assessee, and, i s deal t with
separatel y.

The two question which were referred in respect of the
first group of appeals are as foll ows: -

(1) Whether there is any material for the Tribunal’'s
finding that the appellants (respondents in this case) were
bei ng assessed on cash basis in the prior years?

(2) Whether on the facts and in the circunstances of the
case the Appellate Tribunal's finding that the sum of Rs.
2,26,850 could not be assessed for the assessment year 1942-
43 is correct in | aw?

The assessee is a registered firm (hereinafter referred
to as "the firm) consisting of KRMT.T. Thiagaraja Chetty
and his two sons. The firmis the nmanagi ng agent ~of Shri
Meenakshi M1Ils, Ltd., (hereinafter referred to as the Com
pany) owning a, spinning mll at Madura. The firmalso con-
duct ed i nsurance busi ness and the busi ness of ginning cotton
in a ginning factory at another place. Under the terns of
L/ B(D)2SCl - 3(a)
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the agreenent the nanagi ng agents were entitled to-a renu-
neration of Rs. 1,000 per nmensem and a comm ssion of | per
cent. on all purchases, | per cent. on all sales and 10 per

cent. commssion on the net profits of the mlls before
allowing for ,depreciation. The firmhad plenary powers  of
managenent of the affairs of the conpany subject to genera
supervision -of the directors. It was to have charge and
custody on behalf of the conpany of all the property, books
of accounts, papers and documents and effects belonging to
the conpany. It was required to keep at the expense of the
conpany proper and conplete books of account of al

purchases and sales and of all paynents nmade and noneys
recei ved on behalf of the conpany. It had to defray all the
expenses of maintaining a suitable office and a staff of
assistants and clerks sufficient to transact the business of
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the firmas managi ng agents of the conpany. Clause 16 is
nost inportant and |lays down that the firmbe at |liberty to
retain, reinburse, and pay thenselves out of the funds of
the conpany, all charges and expenses, legal or otherw se
and all the costs and expenses of providing and maintaining
offices for the company and the salaries of cl erks,
servants, agents or worknmen and all noneys expended by them
on behalf of the conpany and all suns due to the firm for
comm ssion or otherw se.

The conpany nade considerable profit in the assessment
year 1942-1943 and the firm becane entitled to commi ssion to
the tune of Rs. 2,26,850-5-0. The firmdid not show this
sumin the return on the ground that it was not actually re-
ceived in the year of account, viz., by the 31st March
1942. It relied upon aresolution of the Board of Directors
of the conmpany, dated the 30th March, 1942, by which they
had deci ded to keep the aforesaid anmount in suspense w thout
paying it on the ground that an ambunt of two | akhs odd was
due to'the conpany fromthe firm It appears that the firm
owed a debt to the conpany for a long tine past which was
outstanding. ~The firmwote on the 30th March, 1942, to the
conpany requesting that the debt be witten off. The Firm
al so wote that on account of the extraordinary increase in

the
261
vol unme of business. it found it difficult to bestow adequate
attention on all the aspects of the nill- business and
proposed that the 'direct responsibility for sales and
purchases may be transferred to-sone other agency, |eaving

the general supervision over the entire managenent in the
firms hands. The firmagreed to forego its commssion on
purchases and sales and agreed to take half  of t he
comm ssion on the net profits. The directors by their
resol ution, passed on the same date, refused to wite off
t he anmount wi t hout consulting the general body of
sharehol ders and pending the settlenent of the  dispute
resol ved, to keep the anbunt in suspense.

The I nconme-tax Officer held that the firmfol lowed the
nercantile nmethod of accounting and not the cash basis and
that the income having accrued becone assessabl e ~ whet her
received or not. The actual anmount payable to the firm in,
accordance wth the terns and conditions of —the agreenent
for the year 1942-1943 was not di sputed. The Appell ate
Assi st ant Commi ssi oner confirmed the assessnent and
di smssed the appeal of the assessee. The Conmi ssi oner
upheld the view that the incone was determned on the
nmercantile basis and that the income had accrued or arisen
to the assessee within the neaning of section 4(1) (b)(i) of
the Incone-tax Act. and the nere fact that the  anmpount/ was
put in the suspense account did not alter the fact that the
i ncomre had accrued to the firm Upon the nmatter being carried
further in appeal by the assessee, the Tribunal held that
the income had not accrued to the firmand that the ' anount
shoul d be excluded fromtaxation as not having been received
during the accounting year. The t wo guestions
aforementioned were then referred, at the instance of the
Comm ssioner by the Tribunal to the Hi gh Court.

As already stated, the opinion on the first question was
unani nous, both the | earned Judges Satyanarayana Rao J. and
Vi swanat ha Sastri J. hol di ng agai nst the assessee that there
was no material for the Tribunal’s finding that the firmwas
bei ng assessed on cash basis in previous years, the latter
observing that finding in respect of 1942-1943 and 1943-1944
262
were mutually inconsistent, for in respect of the latter
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assessment year the Tribunal had held that the sum of Rs.
2,20,702 was assessable to incone-tax, though the anount
nerely stood as a credit to the firmin the books of the
conpany and has not been drawn by the firm

It is contended by M. Somayya on behalf of the firm
that the finding of the Conm ssioner that the firmwas not
paid in cash in the prior years was set aside by the
Tri bunal and being a finding of fact ought not to have been
interfered with by the High Court. The firmhad raised this
guestion before the Tribunal at the time of the reference
and had contended that no question of law arose from its
order, as it was concluded by finding of fact. The
Tri bunal, however repelled this contention observing that
the question was one of ,law, as it related to the existence
of any material for the finding. The H gh Court upon such-
guestion being referred applied its mind to the precise
guestion and cane to the conclusion that there was no.
material for the finding that the firmwas bei ng assessed on
cash basi's in the prior year. ~The case of Conmi ssinoer of
| ncone-t ax, Bi har and Orissa V. Mahar ai adhi raj a of
Dar bhanga(1l) does not support the contention of M. Sonmayya.
There the I ncone-tax O ficer had conputed the profits of the
busi ness for a particular year by taking into account both
actual receipts of i'nterest in that year and sums treated by
the assessee in that year as receipts of interest by their
transference to the interest register fromwhat night be
regarded as a suspense account. The Privy Council held that
there was nothingillegel or contrary to principle in the
conputation arrived by the Incone-tax O ficer. The Hi gh
Court under section 66(1) had to-decide the question of |aw
raised by the first question and decided it -against the

assessee. Nor can it be said that in answering the
gquestion, the H gh Court acted illegally or contrary to
principle. Admittedly, the firmkept no separate books of

accounts other than the
(1) 60 1.A 146.
263

books of accounts of the conpany in which there was a | edger
containing entries relating to the renunerati on and conm s-
sion paid in cash to the firm The sumof Rs. 2,26,850-5-0
was debited as a revenue expenditure of the company _as
havi ng been paid to the firmin the books of accounts of the
conpany kept by the firmand was al so all owed as a deducti on
in conputing the profits and gains of the conpany for the
purposes of income-tax for 1941-1942. The fact that certain
noneys were drawn in cash by the firmfromtime to time does
not necessarily lead to the inference that the firmkept its
accounts on a cash basis. Anyone famliar with comercia
transacti ons knows that even in accounts kept ~on a
nmercantile basis there can be entries of cash credits and
debits. W see no flaw in the conclusion reached- by the
Hi gh Court on the first question

The next question that falls to be determ ned i s whet her
the sumof Rs. 2,26,850-5-0 was part of the profit and gains
which had accrued to the firmduring the accounting year
1941-1942. The undisputed facts are that the amount in
guestion was the commission earned by the firmas managi ng
agents of the conpany. In the books of the conpany nmain-
tained by the firmthe aforesaid sumwas debited as an item
of revenue expenditure and the profits were computed after
deducting that sum The anmpunt was sinultaneously credited
to the mmnaging agents’ commi ssion account. Under these
circunstances, it is idle to contend that the aforesaid sum
had not accrued. There can be no doubt under the circum
stances that the aforesaid sumwas income which had accrued
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tothe firm The only question is whether the aforesaid sum
ceased to be, income by reason of the fact that on the 30th
March the sumwas carried to the suspense account by a reso-
lution of the directors as a result of the request nade by
the firm that the outstanding debt due from it may be
witten off. It is true that the, sumwas not drawn by the
firm but that can hardly affect the question of its
liability to tax, once it is established that the incone had
accrued or- arisen to the firm

264

The nere fact that the conmpany was wi t hhol di ng paynent
on account of a pending dispute cannot be held to nmean that
the anpbunt did not accrue to the firm

The resolution of the directors itself shows beyond
doubt that the anount in question was treated as bel ongi ng
to the firmthough its paynent was deferred on account of a
pendi ng dispute. As Viswanatha Sastri J. tersely put it
"The sum had irrevocably entered the debit side of the
conpany’s  account ~as a dishbursenent of nmanaging agency
conmission ~to the firmand had been appropriated to the,
firms dues and the same sum could not again be entered in a
suspense account at a later date. The sum therefore,
belonged to the firm and had to be included in the
conput ati on of the profits and gains that had accrued to it
unless the firmhad regularly kept its accounts on a cash
basis, Wiich is not the case here"’

A reference to the ledger -folios in the books of the
conpany shows that apart fromthe managi ng agents’ nonthly
remuneration of Rs. 1,00.0 which-has duly entered in. their
account the anopunt in question-also finds a place in the
| edger as outstandi ng charges agai nst the conpany. and as
credits in favour of the firm The' journal entries in the
conpany’s books are the sane.

Section 10 of the Act nakes "profits-and gains of ' busi-
ness, profession or vocation''~carried on by an assessee
liable to tax. Section 12 makes "income from other | sources
in respect of income, profits and gains of every kind"
liable to tax. By section 13 incone, profits and / gains
shal | be conputed for the purposes of both those sections in
accordance with the nethod of accounting regularly enployed
by the assessee, but there is a proviso that, if no nethod
of accounting has been regularly enployed, or if the nethod
enployed is such that, in the opinion of the Incone-tax
Oficer, the income, profits and gains cannot properly  be
deduced therefrom then the ¢ Conputation shall be nade upon
such basis and in such manner as the Inconme-tex Oficer may
det er m ne.

265

The Incone-tax Oficer in conputing the income of the
assessee would have followed the nercantile system or the
cash basi s whi chever was enpl oyed by the assessee. ~ There is
some evi dence, though not conclusive, on the record that the
assessee followed the mercantile system of accountancy.
This appears fromthe assessnment orders field in the case,
but apart from this,” the Incone-tax Oficer had ful
authority under the proviso to conpute the profits upon such
basis and in such manner as he thought fit.

The case of St. Lucia Usines and Estates Conpany, Ltd.
v. Colonial Treasurer of St. Lucia(l) was relied upon
strongly before us as it was in the H gh Court in support of
the contention that the sumnot having been paid to or
realized by the firmno inconme can be said to have accrued
tothe firm |In that case the assessee conpany sold all its
property in St. Lucia in 1920 and ceased to reside or carry
on business there. 1In 1921 interest upon the unpaid part of
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the purchase price, was payable to it, but was not paid.
The conpany was |liable to pay incone-tax for the year 1921
under the I nconme-tax Ordinance, 1910, of St. Lucia, only if

the interest above nmentioned was ’'inconme arising and,
accruing’ to it in 1921. It was held that though the
interest was a debt accruing in 1921, it was not 'income

arising or accruing’ in 1921, and that the conpany was not
liable. The decision was based upon the neaning of the word
"incone’ as used in the Ordi nance which was said to connote

the idea of sonething "coming in". Lord Wenbury who
delivered the judgment of the Privy Council construed the
words "income arising _or accruing" as noney arising or
accruing by way of income and not "debts arising or
accrui ng". The Ilearned Law Lord observed "A debt has
accrued to him (taxpayer) but income has not". It is clear

that the case related to the neaning of the word "Income" as
used in the Odinance and can be no authority on the
guestion of the assessnent of profits and gains wunder the
I ndi an' | nconme-tax Act.

The ‘next case relied upon is Dewar v. Conmi ssioners of
I nl and Revenue(2). In that case one of the executors be-
(1) [1924] A.C. 508. (2) [1935] 2 K. B. 351
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cane entitled to alegacy which carried interest for such
time as it remainedunpaid. The testator’s estate was
sufficient at all material tines to enable interest to be
paid on the legacy but the | egatee acting on the advice of
his accountant did not demand the |egacy or interest

t her eon. It was held that as the | egatee had not received
interest, there was no-incone in respect of which he could
be charged to sur-tax. The decision turned ‘upon the

| anguage of Schedule D, clause 1, sub-clause (b) of the
English Incone Tax Act of 1918, as distinguished from cl ause

I (a). Clause | (a) deals with annual ~ profits or | gains
arising or accruing fromany kind of property whatever......
but clause (b) inposes a tax in respect of "all interest of

noney, annuities and other annual profits." Lord Hanworth.
M R drew the distinction between the two clauses and
observed that the case was one of interest of noney and fel

under clause (b) and not under clause (a)- Under that
clause the tax was limted.to any interest of nobney whether
the sanme is received and payabl e hal f-yearly or any shorter
or nore distant period. The |earned Master of the Rolls
observed: "If the interest on the legacy in this case has
not arisen to the respondent, if he had ~not ~becone the
dominus of this sum if it does not lie to his order in the
hands of his agent, can it be said that it has —arisen to

hinf? | think the answer definitely upon the facts nmust. be:
No. it has not."
Lord Maugham L. J. put the question thus: "I think in

the present case two circunstances nmay be accurately stated
inregard to the sum of pound 40,000 which it is said can be
brought into charge. The first is that the sum of  pound
40,000 was not during the year of assessnment a debt due by
the executors to M. Dewar, and secondly, that the sum _in
guestion may never be paid or received at all."

The case of Conmissioner of Taxes v. The Mel bourne
Trust, Limted(1l) turned on the construction of the charging
(1) [21914] A C 1001
267
section in the Income Tax Act 1903 of Victoria, whereby a
conpany was |iable to pay tax upon the profits earned, in or
derived in or fromVictoria...... In this case the surplus
realized by the assessees over the purchase price for the
assets sold after making all just deductions was taxed as
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profit but it was held that they were entitled to hold in
suspense part of the surplus realised to neet possible
| osses on other assets and that under the circunstances the
profit was earned for the purposes of the Act only when
distributed to the share hol ders.

Having considered all these cases, we are of opinion
that neither of themhas any bearing upon the facts and
ci rcunst ances of the present case.

Lastly it was urged that the conm ssion could not be said
to have accrued, as the profit of the business could be
conputed only after the 31st March, and therefore the com
m ssion could not be subjected to tax when it is no nore
than a nere right to receive. This argument involves the
fallacy that profits do not accrue unless and until they are
actually conmputed. The conmputation of the profits whenever
it my take place cannot possibly be allowed to suspend
their accrual. I'n the case of income where there is a
condi tion that the comm ssion wi Il not be payable until the
expiry of ‘a definite period or the nmaking up of the account,
it mght be said with sonme justification, though we do not
decide it, that the income has not accrued, but there is no
such condition in the present case. Clauses 7 & 8 of the
agreement which relate to the paynent of the comm ssion and
the calculation of the profits nean no nore than this that

the commssion will “be quantified only after certain
deductions had been nmade and not that the comm ssion wll
not accrue wuntil the profits have been ascert ai ned. The
gquantification of ‘the commission is not a condi tion
precedent to its accrual. |If the profits of the conpany are
said to have accrued on the 31st of March, upon a parity of
reasoning, it must be conceded that the comrssion also

accrued on the sane date. The date has as much to do with
the accrual of the commssion as it hasto do wth the
accrual of the profits.

It was faintly suggested that the managi ng. agency was
not a business but this is inmmaterial for incone-tax
pur poses because section 13 wll fapply to cases both 'under
sections 10
268
and 12, so we refrain from deciding the point. W may, how
ever, point out in passing that in tw cases Tata Hydro-
Electric Agencies, Ltd. v. Conmm ssioner —of I ncome-t ax
Bonbay(1) and Comm ssioner of |Incone-tax. Bonbay Presidency
v. Tata Sons Ltd.(2) it was assuned that the nanaging agency
i s business but the point was directly decided in |Inderchand
Hari Ram v. Comm ssioner of Incone-tax, U P.~ and  C. P.(3)
that it is so.

For the foregoing reasons, we accept the view taken by
Vi swanat ha Sastri J. and all ow the appeals. The  respondent
shall pay the costs of the Commi ssioner both in this /court
and before the H gh Court.
Appeal s al | owed.
Agent for the appellant: G H Rajaddhyaksha.
Agent for the respondent: S. Subramani an




