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ACT:

Madras CGeneral Sales Tax Act X of 1939, Explanation 1 to s.
2(h)--Hire-purchase transactions included in term ’'sale’-
Validity of Explanation-Price of vehicles for purposes of
tax how to be fixed-Sal e when conpleted.

HEADNOTE:

The appellant carried on hire-purchase business in’ Mtor
vehicles. The course of business was that the price of the
vehicle would be paid by the appellant to the notor dealer
and the vehicle would be hired out to the intending
pur chaser. The latter had to pay the hire npbney in
instal nents and when all the instalnents according to the
agreenment had been paid, he would exercise the  option of
purchasing the vehicle by a final payment of Re. 1/-. It
was clearly laid dowmn in the hire-purchase agreenent that
for the duration of the hire the vehicle would remain under
the ownership of the appellant. The sales tax authorities
in Mdras inposed sales tax on the appellant for the
assessment year 1955-56 and 1956-57. The hire-purchase
transacti ons were treated as sale transactions under
Expl anation 1 to S. 2(h) of the Madras Ceneral Sales Tax
Act, 1939. The appellant’s wit petition before the Madras
High Court <challenging the said assessnent failed but a
certificate of fitness to appeal to the Suprene Court was
grant ed.

The main contentions of the appellant were : (i) there was
really one sale in the present case by the notor dealer to
the i ntendi ng purchaser of the vehicle, the appellant being
a nere financing agent. There was no transaction of sale
between the appellant and the intending purchaser (ii)
Explanation 1 to s. 2(h) of the Act which included hire-
purchase agreenent within the term’sale’ was ultra vires
and (iii) in any case sale took place only when the option
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to purchase was exercised by the hirer by the payment of Re.
1/- which should therefore be taken as the sale price.

HELD : (i) The various terns of the hire purchase agreenent
showed that the appellant remained the owner of the vehicle
for the duration of the agreement. Therefore it could not
be said that the appellant was a nere financier while the
real transaction was between the nmotor dealer and the
i ntending purchaser. There were in fact two sales one by
the dealer to the appellant, and the other by the appell ant
to the person who wanted to purchase the vehicle. As the
Act levied a nulti-point sales tax at the relevant tine, it
was open to the State to tax both the sales. 11 21 B-(

(ii) The State Legislature when it proceeds to legislate
either under Entry 48 of List 1 of the Seventh Schedule to
the CGovernment of India Act, 1935 or under Entry 54 of List
11 of the Seventh Schedul e to the constitution, can only tax
a 'sale’ within the neaning of that word defined in the Sale
of Goods Act. [123 H]

Sal es Tax O ficer vi Ms. Budh Prakash Jai Prakash [1955]1
S.CR 243 and State of Madras v. Gannon Dunkerley & Co.
[1959] S.C.R 379, affirned.

113

The essence of sale under the sale of Goodss Act is that
property shall pass fromthe seller to the buyer when the
contract of sale i's nade except in a. case of conditiona
sal e. Hi re- purchase agreenents are not conditional sales.
[124 A-B]

Therefore any legislation by the State Legi sl ature naking an
agreenment or transaction, in which property does not pass
from the seller to the buyer, asale, would be beyond its
| egi sl ative conpetence. [124 B]

What Expl anation | does is to |lay down that a  hire-purchase
agreenment shall be deened to be a sale in spite of fact that
the property does not pass at the time of such agreenent
from the seller to the buyer. There fore Explanation 1 as
it stands is beyond the |egislative conpetence of the State

Legislature. It nmust therefore be held to be invalid, L124
B- C
(iii) A hire purchase agreenment has two elenents ': (1)

element of bailnent and (2) elenent of salein the sense
that it contenplates an eventual sale.  The elenent of sale
fructifies when the option is exercised by the intending

purchaser after fulfilling the terns of the agreenent. Wen
all the terms of the agreenent a-re satisfied and the option
is exercised a sale takes place of the goods which till then
had been hired. When this sale takes place it wll be

liable to sales tax under the Act for the taxable event
under the Act is the taking place of the sale, the Act
providing for a multipoint sales tax at the relevant ~ tine.
As the taxable event is the sale of goods the tax can/ only
be |l evied when the option is exercised after fulfilling all
the ternms of the bire-purchase agreement. Tax not exigible
at the tinme when the hire-purchase agreenment is made for at
that time the taxable event has not taken place. [125 H 124

(iv) Although according to the terms of the agreenent the
vehi cl e was purchased by the paynent of Re. 1/- it would be
absurd to say that that was the price at which the vehicle
must be taken to have been sold. It would be equally wong
to say that the total ampunt of hire paid in instalnents
i ncluding the final paynent of Re. 1/- constituted the sale
price. The price had to be worked out by the sales tax
authorities in a fair and reasonable manner taking into
account the depreciation of the vehicle between the date of
hi re- purchase agreement and the exercise of the final option
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to purchase. [126 G H 128 B-Q
Darngavil Cool Co. v. Francis, (1913)7 Tax Cases, Part 1
page 1. referred to.

JUDGVENT:

ClVIL, APPELLATE JURI SDICTION : Civil Appeal No. 245, 246 of
1963.

Appeal s fromthe judgnment and order dated January 17, 1958
of the Madras High Court in Wit Petitions Nos. 500 and 671
of 1957.

A V. Visivanatha Sastri, B. R L. lyengar, B. D. Dhawan,
S. K Mehta and K. L. Mehta, for the appellants (in both
the appeal s).

A Ranganadham Chetty, V. Ramaswany and A V. Rangam for
the respondent (in-both the appeals) and intervener No. 6.

S. V. Qupte, Solicitor-Ceneral, and B. R G K Achar, for
intervenmer No. 1.

B. V. Subramani-am Advocate-General, Andhra Pradesh and B
R G K. Achar, for intervener No. 2.
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Naunit Lal, for intervener No. 3.

V. P. CGopal an Nanbi ar, Advocate-CGeneral, Kerala, V. A
Syi ed Muhammad, for intervener No. 4.

M Adhi kari, Advocate-CGeneral, Madhya Pradesh and |. N
Shroff, for intervener No. 5.

R N. Sachthey, for interveners No. 7.

C. B. Agarwala and 0. P. Rana, for intervener No. 8.

The Judgnent of the Court was delivered by

Wanchoo, J. These two appeal s-on certificates granted by the

Madras High Court raise common questions and will be dealt
with together. The appellant is a financing conpany
consi sting of a nunber of partners.” lIts main business is to

advance money to persons who purchase notor vehicles but are
thenselves not in a position to find ready money to pay the
price. The course of business followed by the appellant is
to enter into hire-purchase agreenents with those who want
to purchase notor vehicles. It is necessary to refer 'to the
terns of hire-purchase agreenments which are on a set pattern
in order to understand the points raised in these appeals.
Any person desirous of acquiring a notor vehicle makes the
sel ection of the nake and type and fixes the price therefore
with the notor dealer. Such person then approaches the
appel l ant for financial assistance on a hire-purchase basis.
Sonetimes an initial paynment is made to the notor dealer
which is taken into account at the tine of the hire-purchase
agreenment while at others the paynent is made in a nunber of
instalments to the appellant. In either case the appellant
pays the price or the balance thereof to the dealer and
thereafter the hire-purchase agreenent is entered into
between the appellant and the person who wants to purchase
the nmotor vehicle. The appellant is described in the
agreement as the owner of the vehicle and the person who
wants to purchase it as the hirer.

The material ternms of the agreenent may be summari sed here.

The agreenment provides that the owner (nanel vy, t he
appellant) wll let and the hirer (nanely, the person who
wants to purchase the vehicle) will take on hire the vehicle

in question for such period as may be fixed in each case,
(cl. 1). The hirer has to pay a certain anmount per nonth to
the owner and where an initial deposit is nmade this anount
is larger for the first month and other nonthly paynments are
smaller. The hirer has to pay during the period of hire the
monthly instalment, the vehicle is registered in the name of
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the owner and the hirer is forbidden to represent hinself as
t he owner

115

thereof or to do anything to suggest that he is the owner
thereof; the hirer has to keep the vehicle in good and
serviceabl e repair, order and condition to the satisfaction
of the owner, and he is also to insure and keep insured the
vehicle against |oss or damage by fire, accident and third
party risks and punctually pay prem a and all nopneys payabl e
in respect of such insurance : (see cl. 3). The hirer has
further to pay all taxes, licence fees, duties, fines,
regi stration charges and ot her charges payable in respect of
the vehicle and all rents and outgoi ngs payable by the hirer
in respect of the prem ses where the vehicle is kept or

garaged when the sane respectively becone due : [see cl. 3
(e)]. He has also to satisfy the owner about all the above
things having been duly done.. He cannot sell, charge.

pl edge, assign or part w th possession of the vehicle [cl. 3
(9)]. The hirer has also to nake good all damages to the
vehicle (fair wear and tear excepted) and pay the owner the
full value of the vehicle inthe ~event of total |oss,

whet her the danage or |oss be caused accidentally or
otherwise and to keep the vehicle at the sole risk of the
hirer until the hirer purchases the vehicle or returns it to
the owner : (cl./5). If the hirer nakes default in the
paynment of any rent for seven days, the hiring imrediately
det er m nes and the owner nmay wthout notice ret ake
possession of the vehicle, and it shall be at the option of
the owner to reinstate the contract on such conditions as it
deens fit after the determ nation of the hiring as aforesaid
(cl. 14). Upon the determ nation of the hiring as above,
all arrears of rents upto the date of deternmination and al
costs and expenses incurred by the owner in the exercise of
the powers conferred by the agreenent shall be paid by the
hirer, and the hirer shall not be entitled to any repaynent
of any sum previously paid and all such rents and sums shal
belong to the owner absolutely : ((cl. 15). The hirer nmay
determne the hire at any tine by delivering the vehicle to
the owner and by paying himany part of the current rent due
upto the date of such delivery and all other suns, if any,
whi ch upto such date, the hirer may have becone liable to
pay the owner under the agreement: (cl. 18).d. 20 of ~the
agreenment, which is inportant for our purposes reads thus :-
“"I'f the hirer shall duly observe and perform
all the conditions and stipulations herein
contained and on his part to be observed and
performed and shall duly pay to the owner al
rents hereby reserved during the term of
hiring together with all other sunms, if  any
payabl e by him to the owner under t he
provi sions of this agreenent, then and at the
termination of the hiring, the hirer nmay
purchase the vehicle fromthe owner for .a sum
of Re. 1/-."
116
Clause 21 provides that the hirer may at any tinme determ ne
the hiring and becone purchaser of the vehicle by paying to
the owner such sum as together with the suns previously paid
will amount to the total sum payable by way of rent
thereunder together with all suns (if any) payable to the
owner and in addition a sumof Re. 1/-. Cause 22 provides
that "if the hirer fails to observe and ,perform the
conditions and stipulation herein contained and fails to
exerci se the option of purchasing the vehicle in accordance
with the provisions of the |ast preceding clause, and the
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vehicle 1is not returned to the owner on the term nation of
the hiring, the hirer shall pay the owner a certain sum
every month until the vehicle is handed over to the owner by
the hirer." Cause 23 provides that until the vehicle shal

have becone the property of the hirer under the provisions
of the agreement it shall remain the absolute property of
the owner, and the hirer shall have no right or interest in
the sanme other than as the hirer under the agreenent. The
agreenment :is not assignable : (cl. 24). It is wunnecessary
to refer to other clauses of the agreement as they are
imaterial for our purposes. After such an agreement has
been nade, the hirer takes possession of the vehicle and if

all its terms are carried out, the hirer becones the owner
of the vehicle when he exercises his option to purchase the
vehicle after paying the sum of Re. 1/- including the

i nstal ments then outstanding, if any.
The appel | ant comenced busi ness in February 1955 and in the
course ~ of such business entered into several hire-purchase
agreenents relating to notor vehicles both new and second-
hand. On April 28, 1956, the appellant submitted a return
to the Assistant Conmercial Tax O ficer, Coinbatore, show ng
a turnover for the purposes of sales tax for Rs. 2,37,993/-
for the vyear 1955-56. The appellant had also collected
(though it now clainms that it was done erroneously) fromthe
hirers of notor vehicles anbunts equivalent 'to sales tax on
their transactions and those anmpbunts were kept in suspense
account . The hirers however began to claimrefund of this
amount on the ground that hire-purchase agreenents were not
within the anmbit of "sale" as defined in the Madras GCenera
Sal es Tax Act, No. |I'X of 1939, (hereinafter referred to as
the Act). But the Assistant Comrercial Tax O ficer nade a
provi si onal assessnent on the basis of the return submtted
by the appellant and fixed instal nents for paynent thereof.
The appel l ant paid the instal ments but preferred a revision
to the Commercial Tax O ficer objecting to the assessnent
mai nly on the ground that hire-purchase agreements were not
transactions of sale liable to be taxed under the Act. The
revi sion was however dism ssed on the ground that there was
no necessity for interfering with the provisional assess-
117
ment at that stage. Later, the Deputy Commercial Tax
O ficer passed the final order of assessment relating to the
year 1955-56 holding that the hire-purchase transactions
were subject to sales, tax and overrul ed the objection that
the transactions were only a systemof financing and not
sal es. The appellant preferred an; appeal to the Comercia
Tax O ficer against the order of assessment for~ the vyear
1955- 56. That appeal is said to have been heard but no
orders had been passed thereon, when the wit petition was
filed in the H gh Court on June 29, 1957. |In the neantine
provi sional assessnent had been made for the year- 1956-57
and the appellant was being pressed to pay that amount al so.
Consequently the appellant filed a wit petition on June 29,
1957 chal I engi ng the provisional assessnent with respect to
the year 1956-57. Later lie filed another wit petition  on
August 18, 1957 challenging the final assessnent for the
year 1955-56.
The main contention of the appellant in the two wit
petitions was that levy of sales tax in respect of hire

purchase transactions was illegal and wunconstitutional as
Explanation 1 to s. 2(h) of the Act defining "sale" was
beyond the conpetence of the State |egislature. The

Expl anation is in these terns:-
"A transfer of goods on the hire-purchase or
other instalment system of paynment shall
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notwithstanding the fact that the sel l er

retains the title in the goods as security for

paynment of the price, be deened to be a sale."
The appellant contended that this amounted to an extension
of the neaning of the word "sale" as used in Entry 54, List
Il of the Seventh Schedule to the Constitution and Entry 48
of List H of the Seventh Schedule to the Governnent of India
Act 1935 beyond what it nmeant in the Indian Sale of Goods
Act, No. 3 of 1930. The State legislature therefore could
not arrogate to itself the power to levy a tax in respect of
transactions which in form and in substance did not
constitute sales as understood in the Indian Sale of Goods
Act by nmerely adopting a wide definition. It was therefore
i ncompetent for the State legislature to enact Explanation
1. |If the Explanation falls on account of the inconpetence
of the legislature, no sales tax could be levied on hire-
pur chase transacti ons in view of Art. 265 of t he
Consti tution which |ays down that "no tax shall be |evied or
col l ected, except by authority of |aw'
These two wit petitions along with a nunber of others of
the sanme kind dealing with hire-purchase agreenments were
heard by
118
the Hi gh Court together.” The first question to which the
Hi gh Court addressed itself was whether there were two sal es
in case or only one sale, for the contention on behalf of
the appellant, apparently was that there was only one sale
by the dealer to the ;person who wanted to purchase the
notor vehicle and that the appellant was nmerely a financing
agent of such person.  The H gh Court however held that
there were two sales in these cases, first sale by the notor
dealer to the appellant and the second by the appellant to
the person who wanted to purchase the notor vehicle. Thus
there were two distinct sales of the vehicle involved in the
process by which the property inthe vehicle passed fromthe

deal er to the person who wanted to purchase it. It / appears
that sales tax was paid on the sale by the dealer /‘and the
contention of the appellant was that was all the tax to

which the transaction could be subjected. The ~Hi gh  Court
however held that as there were two sales involved “in the
transaction and the Act levied a nmultipoint tax —on sales,
tax could be levied again when the appellant sold the
vehicle to the intending purchaser

The High Court then considered the nature of hire-purchase
agreenments, wth particular reference to the agreenment in
the present case and held that a hire-purchase agreenment of
this kind had two el enents, one of bail ment and the other of
sale, and rejected the contention of the appellant that such
hire-purchase agreenents were nothing nore than hiring
agreenments involving bailnment. Having held that the /hire-
purchase agreenent of this type involved two el enents ' which
were both real (i.e. elenent of bailment and elenent of
sale), the next question to which the H gh Court addressed
itself was whether tax liability could be fastened on the
appel l ant imediately it entered into the agreenent of hire-
purchase or whether the tax could only be constitutionally
and legally levied after the intending purchaser had
exercised the option which resulted in the transfer of
property in the vehicle to such person. The Hi gh Court held
that in nmst of the transactions of this nature the
i ntending purchaser pays up the instalnents and exercises
the option and thus acquires title to the vehicle. But
there mght be cases where such a person mght be unable to
becone the owner, in the sense of obtaining the title to the
vehicle by paying the instalments. In such a case the
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property would remain with the appellant and bail nent
el ement would be the only elenent, the option to purchase
having not been exercised. In this latter class of cases,
there would be no sale, though there was an agreenent
granting an option to purchase which by itself would not
ampunt to a sale. Such transactions could not in the view
of the Hi gh Court be brought within the charging provisions
of the section. The
119
Court therefore held that Explanation 1 to s. 2(h) of the
Act referred to those hire-purchase agreenents only which
fructify into sale and not to those which did not, and in
this view of the matter upheld the validity of the
Expl anati on.
The Hi gh Court then considered when the tax should be |evied
even in those cases which fructify into sales. It held that
where a hire-purchase agreement- fructifies and results in a
sale there could be no inpedinment in the way of the tax
being 'levied  even  when the hire-purchase agreenent is
entered. ‘into. The Hi gh Court then considered the question
as to what would be the quantum of ‘consideration for the
sale that is ultimately effected, and held that the total of
all the instalnments paid nmade up the sale price, though they
wer e designated as instalments of hire.
The Hi gh Court sunmed up its conclusion thus:
(1) That” the transaction ~of “hire-purchase
entered into by the “appellant constitute
sales, ‘rendering it liable to sales tax on its
turnover, excepting-in cases where owng to
the default on the part of the hirer in the
payment of instalments of hire, the vehicle is
sei zed by the appellant and therefore no title
passes to the intending purchaser
(2) That these transactions of hire-purchase
could having regard to their main intent and
pur pose be treated as sales at the nmonment the
agreenments were entered into, subject to
adjustrment by elimnation of such portion of
the turnover where no sale resulted
(3) That for the purpose of conmputing the
turnover of the appellant, the total of the
hire stipulated to be paid in instalnents
should be treated as price or consideration
for the sale.
On this view the Hi gh Court dismssed the ~wit ~ petitions.
The appellant then applied for certificates which were
granted; and that is how the matter has come up before us.
The matter first cane up for hearing before us on August 31
1964. It was then represented that there were  provisions
simlar to Explanation 1 to s. 2(h) of the Act, in the sales
tax statutes of other States. W therefore decided to give
notice to the Advocates General of all States. It was also
decided to give notice to the Attorney-General of ' India,
particularly as the view taken by this Court in tw earlier
cases, nanely, the Sales Tax O ficer v. Messrs
120
Budh Prakash Jai Prakash(1l) and the State of Madras v.
Gannon Dunkerley & Co.(2) was being assailed as incorrect.
The appeals were then finally heard on Septenber 29, 1964
and subsequent dates after such notice had been served.
The first question that has been urged before us is that
there was really one sale in the present case by the notor
dealer to the intending purchaser of the vehicle and that
the appellant was a nere financing agent of such person and
that the High Court was in error in holding that there were
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two sales one by the dealer to the appellant and the other
by the appellant to the person who intended to purchase the
vehicle. W are of opinion that the view taken by the High

Court in this behalf is correct. This will be clear from a
consideration of the various terms of the hire purchase
agreement which we have already summarised above. That

agreenment shows that the whole of the price of the vehicle
is paid by the appellant to the dealer. Even where a part
of the price is paid by the intending purchaser, the paynent
is shown as hire for the first month and is nade to the
appel | ant . So far as the dealer is concerned the whole
price is paid by the appellant. The agreenent also shows
that the appellant is the owner of the vehicle and the
intending purchaser is nerely a hirer thereunder. The
vehicle has to be registered in the nane of the appellant,
though the fact of registration by itself in one name or
another my not be determ native of the ownership of the
vehi cl e: Cl auses 14 and 15 of the agreenent clearly show
that there was no sale by the dealer to the intending
purchaser. of the vehicle at the tinme of the hire-purchase
agreenent . These clauses give power to the appellant to
retake possession of the vehicle and determine the agree-
ment. Now if the property in the vehicle had passed to the
intending purchaser at the time of the hi r e- pur chase
agreenment it would not have been open to the appellant to
take possession of the vehicle or to insist on paynment of
arrears or to becone entitled to everything that had been
paid wupto that day.  Under the law all that ‘the appellant
woul d have been entitled to wasto realise the | oan he had
given by filing a suit -and then-attaching and selling the
vehi cl e. These two clauses are therefore clear indication
of the fact that there was no sale by the dealer to the
person who wanted to purchase the vehicle at the tinme of the
hi re-purchase agreement, and that at that tine the sale was
by the dealer to the appellant: Then clauses 20 and 21
enforce this conclusion inasmuch as they give an option to
the person who wanted to purchase the vehicle to do so by
exerci sing his option under the conditions nentioned

(1) [1955] 1 S.C R 243.

(2) [1959] S.C.R 379.

121

t herein. If he had already becone the —owner when the
agreenment had been entered into, these two clauses coul d not
have been included in the agreenent. Then again cl. 23
nmakes it clear that till the option is exercised the vehicle
remains the absolute property of the appellant and the
i ntending purchaser has noright init except that of a
hirer. W therefore agree with the H gh Court that in cases
of this kind there are two sales, one by the dealer to the
financier (nanely, the appellant in this case) and the other
by the financier (nanely, the appellant) to the person who
wanted to purchase the vehicle. As the Act levied a multi-
point sales tax at the relevant tine it was open to the
State to tax both the sales and the fact that the sale by
the dealer to the appellant had been taxed will not affect

the liability of the second sale by the financier to the
person who wanted to purchase the vehicle. Wat is the
extent of that liability and when is that tax to be |Ievied
will be considered by us in connection with the second

contention urged on behalf of the appellant.

This brings us to a consideration of the wvalidity of
Expl anation 1, which we have already set out. It is
necessary in this connection to understand the nature of a
typical hire purchase agreenment as distinct froma sale in
which the price is to be paid later by instalnents. 1In the
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case of a sale in which the price is to be paid by
instal nents, the property passes as soon as the sale is
nmade, even though the price has not been fully paid and nay
later be paid in instalments. -This follows from the
definition of sale in s. 4 of the Indian Sale of Goods Act
(as distinguished froman agreement to sell) which requires
that the seller transfers the property in the goods to the
buyer for a price. The essence of a sale is that the
property is transferred fromthe seller to the buyer for a
price, whether paid at once or paid later in instalnments, on
the other hand, a hire purchase agreenent, as its very nane
inmplies, has two aspects. There is first an aspect of
bail ment of the goods subjected to the hire purchase
agreenent, and there is next an elenment of sale which
fructifies when the option to purchase, which is usually a
term of hire purchase agreenents is exercised by the
i ntendi ng purchaser. Thus the intending purchaser is known
as the hirer so long as the option to purchase is not
exerci sed, and the essence of a hire purchase agreenent
properly "~ so called is that the property in the goods does
not pass at the tine of the agreenent but remains in the in-
tending seller, and only passes |later when the option is
exerci sed by the intendi ng purchaser. The di stingui shing
feature of a typical hire purchase agreenent therefore is
that the property does not pass when the agreenent is nade
but only passes when the option

p./65-9

122

is finally exercised after conmplying with all the terms of
the agreement.

Expl anation 1 specifically brings out this characteristic of
hire purchase agreenents. It provides that a transfer of
goods on hire purchase or other instalnent system of paynent
(which presumably is of the sane type as the hire purchase

agreenment) shall be deened to be a sale, even though the
property in the goods does not pass to the intending
pur chaser and renmains in the( intending seller. The

Expl anati on recogni ses by using the words "deened 'to 'be a
sale" that there is no passing of the property at the tine
of the hire purchase agreenent, but provides by a fiction
t hat t he property shall be deened to have passed
notwi thstanding the terns of the agreenent. This deem ng
takes place under the Explanation imediately on the hire
purchase agreenent bei ng nmade.

The contention on behalf of the appellant is that the State
| egi sl ature was not conpetent thus to expand the neani ng of
the words "sal e of goods" used in Entry 54 of List Il of the
Seventh Schedule to the Constitution, which corresponds to
Entry 48 of the Provincial List of the Government of ~ India
Act, 1935, and neke sonething a sale which is not ~a sale
under the law contained in the Indian Sale of Goods Act. It
is clear that if the Explanation is good, the second sale in
the present case nust be held to have taken place at the
time the hire purchase agreement was made. On the other
hand, if the Explanation is beyond the conpetence of the
State legislature and falls, the sale cannot be said to have
taken place when the hire purchase agreenent was namde and
can only take place when the option is exercised after al
the ternms of the agreements have been satisfied.

This Court had occasion to deal with the interpretation of
Entry 48 of List 1l of the Seventh Schedule to the
Government of India Act, 1935 in The Sales Tax Oficer v.
Messrs Budh Prakash Jai Prakash(1l). It held that Entry 48
in question conferred power on the Provincial |egislature to
i mpose a tax only when there had been a conpleted sale and




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 10 of 14

not when there was only an agreenent to sell. It was
pointed out that there was a well defined and wel |
established distinction between a sale and an agreenent to
sel|. Consequently, the definition in s. 2(h) of the UP.
Sal es Tax Act, No. XV of 1948, enlarging the meaning of the
word "sale" so as to include forward contracts was to that
extent declared ultra vires. That case dealt with forward
contracts but it brings out the distinction between a sale
and an agreenent to sell and it was held that the State
| egi sl ature had no power under the relevant Entry
(1) [1955] 1 S.C.R 243.
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in the Government of India Act to extend the definition of
sale so as to include an agreenent to sell
The nmatter cane up again before this Court in Gannon Dun-
kerley s(1l) case and it was held that the expression "sale
of goods’ was at the time when the Governnment of India Act
was enacted a termof well recognised |legal inmport in the
general lawrelating to sale of goods and in the |egislative
practice " relating to that topic and nmust be interpreted in
Entry 48-in List Il of the Seventh Schedule as having the
same meaning as in the Sale of Goods Act. Entry 54 of List
I[1l of the Seventh Schedule to the Constitution uses the
same words (namely, taxes on sale of goods) as in Entry 48
of List H of the Seventh Schedule to the Governnent of India
Act and therefore the words nust bear the sane neaning as
expl ained in these two cases.
Learned counsel for the respondent however urges that the
view taken by this Court in Gannon Dunkerley s(1l) case
requires reconsi deration. W& have given our ear nest
consideration to this —argunment and are of opinion that
considering that view has stood for so many years and has
been accepted in later cases, there is no case nade out for
reconsi deration thereof. In this connection our attention
was drawn to Entry 92-A of List 1 of the Seventh Schedule to
the Constitution, which refers totaxes on sale of goods
where such sale takes place in the course of inter-State
trade or conmerce and to the provisions of the Central Sales
Tax Act, No. 74 of 1956, where "sale" has been -defined as
including "a transfer of goods on the hire purchase or other
system of paynent by instalments”. It is urged that this
definition of "sale" under the Central Sales Tax Act shows
that the words "sale of goods" used in Entry 92-A have  a
wi der neaning. W are of opinion that there is no force in
this argunment, for the Central Sales Tax Act was passed by
Parliament and its validity has to be considered not only
with reference to Entry 92-A of List 1 of +the Seventh
Schedul e to the Constitution but also with reference to Art.
248(2) of the Constitution read with Entry 97 of List 1 of
the Seventh Schedule to the Constitution. The fact that the
definition of "sale, in the Central Sales Tax Act i ncludes
wor ds contained in Explanation 1 therefore is of no help in
construing the nmeaning of the words "sal e of goods",  ‘which
have been authoritatively pronounced upon by this Court in
Gannon Dunkerely’'s(1l) case following Budh Prakash’s (2)
case. It is clear therefore that the State |egislature when
it proceeds to legislate either under Entry 48 of List Il of
the Seventh Schedul e to the CGovernment of India Act 1935 or
under Entry 54 of List H of the Seventh Schedule to the
(1) 1959] S.C.R 379.
(2) [1955] 1 S.C R 243.
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Constitution, can only tax sale within the meaning of that
word as defined in the Sale of Goods Act. The essence of
sal e under the Sale of Goods Act is that the property should
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pass fromthe seller to the buyer when a contract of sale is
nade except in a case of conditional sale. Hire purchase
agreenents are not conditional sales. Ther ef ore, any
| egislation by the State |egislature making any agreenent or
transaction in which the property does not pass from the
seller to the buyer a sale would be beyond its |egislative
conpet ence. What Expl anation 1 does is to lay dowmn that a
hire purchase agreenent shall be deenmed to be a sale in
spite of the fact that the property does not pass at the
time of such agreenent fromthe seller to the buyer.
"Therefore, Explanation 1 as it stands is beyond the
| egi slative conpetence of the State Legislature. It is
urged however that the property eventually does pass from
the seller to the buyer when the option is exercised and
other terns of the hire purchase agreenent are fulfilled and
therefore the Explanation should be read as confined to
those cases only where property does eventually pass from
the seller to the buyer. W are of opinion that this
argunent /cannot be accepted, for the intention of the
Expl anatiion” clearly is to provide that the hire purchase
agreenment - _shall be deened to be a sale inmediately on the
date it is nade, even though property has not passed from
the seller to the buyer on'that day. |If this were not the
real purpose and intention of Explanation 1, its enactnent
would be entirely unnecessary for the main definition of
"sale" under s. 2/ /(h) will apply to a hire purchase
agreenment at the time when the property passess from the
seller to the buyer on the option being exercised and on
other ternms of the agreement being fulfilled. We cannot
therefore agree wth the H gh Court that the Explanation
should be confined only to those cases where the  property
does eventually pass for the obvious intention of the
| egislature in enacting the Explanation was to provide that
the hire purchase agreenment shall be deened to be a sale on
the very date on which it is made, even though no property
passes fromthe seller to the buyer on that date. In this
view of the matter it nmust be held taking into account the
purpose, the intention and the interpretation of Explanation
1 that it is beyond the conpetence of the State legislature.
It rmust therefore be held to be invalid and struck down
accordi ngly.

The next question that arises is whethera hire purchase
agreenment ever ripens into a sale and if so when. W have
already pointed out that a hire purchase agreenment has two

elenments : (i) element of bailment, and (ii) ~element of
sale, in the sense that it contenplates an eventual sale.
The el ement of sale fructifies when the option is~ exercised
by the intending purchaser after fulfilling
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the terns of the agreenent. Wen all the terms of the
agreenment are satisfied and the option is exercised a sale
takes place of the goods which till then had been  hired.
Wen this sale takes place it will be liable to sales tax
under the Act for the taxable event under the Act is the
taking place of the sale, the Act providing for a multi-
point sales tax at the relevant tine. Were however option
is not exercised or cannot be exercised because of the
inability of the intending purchaser to fulfill the terms of
the agreement, there is no sale at all. As the taxable
event is the sale of goods, the tax can only be |evied when
the option is exercised after fulfilling all the terns of
the hire purchase agreenent. W cannot agree with the view
of the High Court that because in nmost of such cases the
option is exercised, tax is leviable imediately on the
maki ng of the hire purchase agreement and that in a few
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cases where there is failure to carry out the terns of the
agreenment or to exercise the option, there can be adjustnent
by elimnation of such portion of the turnover. As we have
poi nted out the taxable event under the Act is the sale of
goods and until that taxable event takes place there can be
no liability to pay tax. Therefore, even though eventually
nost cases of hire purchase nmay result in sales by the
exercise of the option and the fulfilnent of the terns of
the agreenent, tax is not eligible at the time when the hire
purchase agreenent is made, for at that tine the taxable
event has not taken place; it can only be eligible when the
option has been exercised and all the terns of the agreenent

fulfilled and the sale actually takes place. When sale
takes place in a particular case will depend upon the terns
of the hire purchase agreenment but till the sale takes place
there can be no liability to sales tax under the Act. The

Hi gh Court therefore “was in error in hol di ng t hat
transactions of hire purchase of the kind with which we are
dealing having regard to their main intent and purpose ni ght
be treated as sales at the tine the agreement is entered
into; inall hire purchase agreenments of the type with which
we are dealing sale only takes place when the option is
exercised after all the terms of the agreenment are fulfilled
and it is at that time that the tax is eligible.

This brings us to the last question, nanely, what is the
guantum , of sale price which is to be the basis of taxation
under the Act. The argument on behalf of the appellant in
this connection is'that the sale price in the particular
cases wth which we are concernedis only Re.’ 1 /- which
the hirer has to pay when he  exercises ~his option to
purchase. On the other hand the contention on behal f of the
respondent is that the sale price is the entire anpunt paid
by the hirer to the financier and the tax is eligible on
this entire anbunt. W are of opinion that neither of these
two contentions
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is correct. It stands to reason/that Re. "A/- cannot be
the price of a vehicle in these cases for even iif the
vehicle is treated as secondhand when the option is

exerci sed the sumof Re. 1/- would be an absurd price for a
second- hand vehicle of the kind with which we are concerned.
The argunent in this connection is that the entire anount
paid as hireis really for hire and the price is only the
sumof Re. 1 /- which is paid for the option which finally
results in sale. This contention overlooks the essence of
hire purchase agreements which is that the hire includes not
only what woul d be payable really as hire but also a part of
it is towards the price. The contention that the price is
only Re. 1/- which is paid for the option therefore cannot
be accept ed.

On the other hand the contention on behal f of the respondent
that the price is the entire anmount paid as hire including
Re. 1/ paid for the option also does not seem to be
correct. This ignores the fact that at any rate part - of
what is paid as hireis really towards the hire of the
vehicle for the period when the hirer is only a hirer. This
will also be clear fromthe fact that if the entire hire is
treated as price, the result would be that the price of what
is a second-hand vehicle when the sale eventually takes
pl ace would be nore than the price of the new vehicle. This

will be clear froman exanple of a hire purchase agreenent,
which was given to us on behalf of the appellant. In the
particular exanple, the price of the vehicle was Rs.
5, 0001-. The hire purchase agreenment however provided for

payment of Rs. 6,487/6/- by the hirer to the owner in seven-
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teen instalnments. The hirer would becone the owner on the
exerci se of the option after he had paid al | t he
instalments. But if an the instalnments are to be treated as
price the result would be that a vehicle which was priced at
Rs. 5,0001- when the agreement was nade and must have
depreci ated during the seventeen nonths when it was on hire
woul d be valued at Rs. 6,487/6/- at the tinme when the option
is exercised and the sale in favour of the hirer takes
pl ace. This is clearly inpossible to accept and therefore
the contention of the respondent rnust al so be rejected.

The real position in our opinion as to price of the vehicle
when the option is exercised would be this. Its value at
that time is neither Re. \"1/- which is the nom nal anmount to
be paid for the option nor the entire anmount which is paid

as hire including Re. 1/-. The value nust be sonething
l ess than the original price, which in the exanple nentioned
by us above was Rs. 5,0001-. ~In order to arrive at the

value at the time of the second sale to the hirer, the sales
t ax aut hori ti es should take into consi deration t he
depreci ation of the vehicle and such other matters as nmay be
rel evant in arriving
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at such price on which the sale can be said to have taken
pl ace when the option i's exercised, but. that price nust
always be less than'the, original price. (which was Rs.
5,0001- in the exanple given above by us).

W may in this connection refer to Darngavil Coal Conpany v.
Francis(1l). That was a case under the (English) Income Tax
Act, and the question that directly arose for ~ consideration
was with respect to deductions to be allowed fromprofits in
the circunstances of that case. The facts were these : The
appel l ant, a coal conpany, in order to obtainrailway wagons
for the conveyance of coal from its «collieries to its
custonmers fromtime to tinme entered into agreements with a
wagon conpany under which a certain annual sumwas paid for
a period of years for a certain nunber of wagons. By the
terns of the agreenents the coal conpany during the periods
of the paynents used the wagons at its owmn risk’ and was
bound to keep themin repair, and at the end of the period
it had the option of purchasing the wagons at~ the noni na

price of one shilling for each wagon. It will be seen that
the agreement was in the nature of hire purchase agreenent
of wagons. The question then arose whet her any deductions
from profits could be allowed to the coal conpany in -the
ci rcunst ances. It was held that the annual payments under
t he agreenents were divisible into two, nanely, (i)
consideration paid for the use of the wagons,  and (ii)
payments for an option at a future date to purchase the
wagons at a nomnal price. It was also held that insofar as
the paynents represented the consideration for the use of
the wagons during the period of agreenment they wer e
adnmi ssible as deduction in the conputation of the coa

conpany’s profits for the purpose of assessment to income-
t ax. It was observed that it was perfectly clear  that
during the course of the period of years the wagon still was
the property of the wagon conpany and not of the coal com
pany; but the coal conpany w shed to use it and accordingly

an extra paynent was made in respect of that. No
di scrimnati on was made between the two kinds of payment; it
was a |lunpsumthat was paid. |In such cases two things were

going on concurrently -there was a sale and purchase
agreenment under certain ternms not a sale at that nonent, but
an option on certain ternms on a future date to have a sale
and on the other hand there was also concurrent with that a
hiring agreement. The Court then went on to observe that it
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had no materials for splitting up that paynment showi ng what
was truly hire and what was truly paynent towards

(1) [1913] 7 Tax Cases, Pt. |I. P. 1.
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eventual purchase. Finally the case was remtted to the

Conmi ssioners wth instructions that they were bound to
all ow as deduction such portion of the yearly paynent made
in respect of the wagons agreenents as represented the
consideration paid for being allowed to us wagons which
under the contract were not yet the property of the coa
conpany and that the Comm ssioners nust decide that question
for thenselves if parties did not agree.

This case in our opinion brings out the true nature of the
paynment rnmade as hire in hire purchase agreenent. Part of
the ambunt is towards the hire and part towards the paynent
of price, and it would be for the sales tax authorities to
determ ne in an appropriate way the price of the vehicle on
the date the hirer exercises his option and becones the
owner 'of / the vehicle after fulfilling the terns of the
agreenment. ~There is no |legislative guidance available as to
how t hi s woul d be done and perhaps it would be better if the
| egi sl ature gives guidance in-such matters. But even in the
absence of |egislative guidance it would be for the sales
tax authorities to decide as best as they can the value of
the vehicle on the date the option is exercised and the
property passes to the hirer. There nay be two ways of
doing it. The sales tax authorities may split up the hire
into two parts, nanely, the amount paid as consideration for
the use of the vehicle so long as it was the property of the
owner, and the paynent for the option on a future date to

purchase the vehicle at a nomnal price. If the first part
is determined the rest would be towards the paynent of
price. The first part may be determined after finding out

the proper amount to be paid as hire in the market, for a
vehicle of the type concerned, or in such other way as may
be available to the sales tax authorities. The second
nmethod may be to take the original price fixed in the hire
purchase agreenent and to cal cul ate the depreciation and al
other factors that may be relevant in arriving at the price
when the second sal e takes place to the hirer-including the
condition of the vehicle at the time of the second sale. It
is therefore for the sales tax authorities to find out the
price of the vehicle on which tax has to be paid in _“either
of the ways indicated by us above or such other way as may
be just and reasonabl e.

We therefore allow the appeals in part and set aside the
order of the Hi gh Court and the assessnents made, and direct
that the sales tax authorities will determne the price in
accordance with what we have said above and  thereafter
proceed to levy sales tax according to law. The appellant
will get its costs fromthe respondent-one set of - hearing
fee.

Appeal s partly all owed.
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