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ACT:

I ncome-t ax- Assessee nai ntaining accounts on cash basis-
otaininig decree/for repaynent of |oan nade to debtor to
whom U.P. Encunbered Estates Act, 1934 applied-Receiving
interest in loan in U P. Encunbered Bonds-Wether anounting
to recei pt of incone on date when bonds received.

HEADNOTE:

The appellant, a Hi ndu undivided famly, ~carried on the
busi ness of. noney-lending and maintained its accounts on
cash basis. After the appellant had obtained a decree for
the recovery of a loan made to a debtor, the latter obtained
an order under the U P. Encunbered Estates Act 25 of 1934,
applying the provisions of the Act to him The Specia
Judge, Sultanpur, thereafter passed an order for paynent of
the principal sumand interest to the appellant. Pur suant
to this order the appellant received in 1946 an -ampunt _in
cash from the debtor and for the balance the State
Government gave to the appellant U P. Encunbered Estates
Bonds. Wiile the cash anount received in 1946 was
appropriated by the appellant towards the principal due, he
split up the anpbunt of the face value of the bonds into two
sums and credited one anmount in the books of account towards
the bal ance of principal and the other anpbunt to an account
styled as "interest accrued". In subnmitting the return of
the taxable incone for the assessnment year 1948-49, The
appellant did not disclose any -receipt of income from
interest due on the |oans advanced to the debtor and was
duly assessed to tax on the income disclosed by him In
Cct ober 1948 the appellant sold the bonds and di sclosed in
the return for the assessnent year 1949-'50 as interest
received during the year of account the difference between
the anmobunt realised by sale of the bonds and the anpbunt due
as principal. The Incone-tax Officer issued a notice under
S. 34(1)(a) of the Inconme-tax Act, 1922 and brought to tax
the ampunt disclosed by the appell ant as escaped incone of
the previous year relevant to the assessnment year 1948-49.
Thi s order was confirmed by the Appellant Assi st ant
Conmi ssioner as well as by the Tribunal. The H gh Court,
upon a reference, also held in favour of the respondent.

In appeal to this Court it was contended on behalf of the
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appel lant that the accounts maintained by the appellant
bei ng, on cash basis until the appellant realised the value
of the bonds, no interest was received by him that when a
trader maintains accounts on cash basis, the receipt of
noney alone can be taken into account in determining the
taxable incone. It was contended in the alternative that
the bonds issued by the Governnment nerely anmounted to a
fresh prom se by an agent of the debtor to pay the anmount of
the bonds in instalments and by receiving the bonds
i ncorporating such a promi se, no noney or noney’'s worth was
recei ved by the creditor.
HELD : Dismssing the appeal; the Encunbered Estates Bonds
were by operation of the statute received by the appellant
in satisfaction pro tanto of the liability of the debtor.
They were a fresh security. the liability of the origina
debt or was substituted by an obligation undertaken
483
by the State : the bonds were convertible in ternms of npney
i ncome was therefore received by the appellant when the
bonds were recei ved.
Were the accounts are naintai ned on cash basis receipt of
noney or money’'s worth and not accrual of the right to
receive is the determning factor. Therefore, if conmercia
assets are received by atrader maintaining accounts on cash

basis in satisfaction of an obligation, incone which is
enbedded in the value of the assets is deemed to be
received; the receipt of incone is not deferred till the
asset is realisedin terns of cash or noney. It makes no

di fference whether the receipt of assets is in pursuance of
an agreenent or that the trader is conpelled by law to
accept the assets fromthe debtor. Once title of the trader
to an asset received is conplete whether by consensua
arrangenent or by operation of |aw, he receive-, the incone
enbedded in the value of the asset,.,,. [486D F]

Cal i forni an Copper Syndicate (Limted and Reduced) v. Harris
(Survevor of Taxes), 5 T.C. 159, referred to.

Al t hough the Governnent had the right to recover the anount
due tinder the bonds fromthe | and-holder, it did not, on
that account, beconme the agent of the |and-holder for
paynment of his dues. Even if the Governnent was unable to
recover the noney from the land-holder, the liability
undertaken by it Linder the bond remnai ned uninpaired. [487C
Dl

Cross (H. M Inspector of Taxes) v. London and Provincia
Trust Ltd. 21 T.C. 705, distinguished.

What was taxable was only that income which represented the
di fference between the anmount due as principalr and the
mar ket val ue of the bonds, it the date of receipt. [488E-F]

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Cvil Appeal No. 1395 of
1966.

Appeal fromthe judgnent and decree dated July 10, 1962  of
the Allahabad Hi gh Court in Incone-tax Reference No. 445 of
1959.

Bi shan Narain and Govind Sarall Singh, for the appellant.

T. V. Viswanath lyer, R Ganapathy lyer, S. P. Nayyar for

R N. Sachthey, for the respondent.

The Judgrment of the Court was delivered by

Shah, J. The appellant, a H ndu undivided fam |y, carries on
t he busi ness of noney-Ilending, and maintains its accounts on
cash .basis. The appellant comrenced an action in the G vi
Court for a decree for recovery of Rs. 2,58,000/- due by
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Ni sar Ahmad Khan, Tal ugdar of Mohana Estate. The action was
carried to the Judicial Committee of the Privy Council and
was ultimately decreed in favour of the appellant. Ni sar

Ahmad Khan then obtained under the U P. Encunbered Estates
Act 25 of 1934 an order applying the provisions of the Act
to him The Special Judge, Sultanpur passed an order for
paynment of Rs. 5,00,992/- to the appellant. Pursuant to the
order the appellant, received in 1946 Rs. 1,54,692/- from
the debtor and for the bal ance the Governnent of the United
Provi nces gave to the appeal ant Encunbered Estates bonds of
the face value of Rs. 3,46,300/-. The anpunt
484
received in the year 1946 was appropriated by the appellant
towards the principal due. The appellant split wup the
amount of the face value of the bonds into two suns of Rs.
2,22,097/9/11 and Rs. 1,24,202/6/1, and credited the first
amount in the books of -account towards the balance of
principal  and the second anmount to an account styled
"Interest 'Accrued".  In submitting the return of his taxable
i ncome flor the assessnment year 1948-49 the appellant .did
not disclose any receipt of income frominterest due on the
| oans advanced to Ni sar -Ahnad Khan. The appellant was duly
,assessed to tax on the income disclosed by him 1In October
1948 the appellant sold the Encunbered Estates bonds and
realized a total sumof Rs. 3,21,600/-, and disclosed in the
return for the ,assessnment year 1949-50as interest received
during the year of account the difference between the anount
realized by sale of the bonds and the anmount due as
principal. The Incone-tax O ficer issued a notice under S.
34(1) (a) of the Indian lnconme-tax Act and brought to tax the
difference between the face value of the bonds :and the
amount due as principal as escaped inconme of the  previous
year relevant to the assessnent year 1948-49. The order was
confirmed by the Appellate Assistant Comm ssioner and the
I ncome-tax Appellate Tribunal. The Tribunal then subnitted
three questions to the H gh Court of Judicature at All ahabad
of which the follow ng were canvassed before us
"(2) Whether, the recei pt of Encunbered Estate
Bonds during the " previous year 1947- 48
anounted to receipt of cash - during that
previous year and not during the previous year
1948-49 when the Bonds were in fact sold at
| ess than their face value ?
(3) Whether in the circunmstances of the
case, the nere receipt of- the  Encunbered
Estate Bonds was tantamount to receipt of
i ncome assessable in the year 1948-49 ?"
The High Court answered the questions in the affirmtive.
Agai nst the order passed by the High Court, with
certificate, the appellant has appealed to this Court.
The schenme of the U P. Encunbered Estates Act 25 of 1934 and
the form of the bonds issued in satisfaction of the
liability of the debtors may be briefly summari sed. Under
the U P. Act.a "landlord® may apply to the Collector stating
the anount of his debts and requesting that the provisions
of the Act be applied to him The Collector entertains the

petition and transfers it to the Special Judge. The
l andl ord then submits a witten statement giving the list of
his creditors and the list of his assets. Notices are

publ i shed by the Special Judge and the creditors are called
upon to submt their witten claims. On the clains for
debts secured or unsecured duly proved, sinple noney decrees
are passed in

485

favour of the creditors. The Special Judge then determ nes
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the properties belonging to the landlord and prepares a |ist
of the properties and a list of the debts adjudged to be due
by the landlord ranking the same in order of priority and
then sends the decrees to the Collector for execution. | f
the ampunt due by the debtor is less than the instal nent
value of his proprietary rights in land, the Collector is
enjoined to direct the landlord to pay with land revenue
dues such anount to the Provincial Government in instalnents
with future interest at a rate determned by the Provincia
CGover nrrent . If the Collector has proceeded under s. 27 he
has to give to each creditor a bond or bonds bearing
interest at the prescribed rate for the amobunt due to him
payable in instalnments within a period not exceeding 20
years. The formof the bond is as follows
"The Covernor of the United Provinces hereby
promi ses to pay to or order at any Treasury in
t he United Provinces or at the CGener a
Treasury at Fort WIliamor at Bonbay on the
day of 1 9 on the application of the holder
or ~earlier at the entire option of t he
Gover nnent of the United Provinces, the sum of
and in the neantine to pay at the said
Treasury interest on such sumat the rate of
three and - one-quarter per cent, per annum
such/ interest to be paid half yearly on the
20th day of February and the 20th day of
August in every year, conmencing fromthe 20th
day of 19 on which date the whole interest due
fromthe date hereof shall be paid."
On February 26, 1948 the appellant received " Encunbered
Estates Bonds of the face value of Rs. 3,46,300/-. The
appel l ant appropriated bonds of the face value of Rs.
2,22,097/9/11 towards the principal and  costs due, and
appropriated the remaining bonds of “the value of Rs.
1,24,202/6/1 towards "interest accrued due" in the debtor’s
account. The departnental authorities and the Tribunal held
that the receipt by the appellant (of bonds of the face val ue
exceeding the principal amount of the debt due constituted
recei pt of interest. The High Court agreed withthat view
Counsel for the appellant subnmitted that the —accounts
mai nt ai ned by the appellant being on cash basis, until the
appel lant realised. the value of the bonds no interest was
received by the appellant. Counsel asserted that when a
trader nmamintains account on cash basis receipt of noney
alone nmay be taken into account in determning the taxable
i ncore. In the alternative Counsel urged that the bond
i ssued by the Governnent under the U. P. Encumbered Estates
Act merely anmounted to prom se by an agent of the debtor to
pay the anpbunt of the bond in instalments and by receiving
the bonds incorporating such a pronm se no noney or -~ nbney’s
worth is received by the creditor.
486
Under S. 4 of the Income-tax Act, 1922, the total inconme of
any previous year of a resident assessee includes -all
income, profits and gains from whatever sources derived
which are received or are deened to be received in the
taxable territories in such year by or on behalf of such
person, or accrue or arise or are deemed to accrue or arise
to him in the taxable territories during such vyear, or
accrue or arise to himwthout the taxable territories
during such vyear, or having, accrued or arisen to him
wi thout the taxable territories before the begi nning of such
year and after the 1st day of April, 1933, are brought into
or received in the taxable territories by him during such
year. The Act does not contain nuch gui dance as to cases in
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which tax is to be levied on inconme received, and cases in
which tax is to be levied on incone accrued or arisen
Section 13 however requires that inconme, profits and gains

for the purposes of ss. 10 and 12 shall be conputed in
accordance with the nethod of accounting regularly enployed
by the assessee. |f accounts are maintained according to

the nercantile system whenever the right to receive noney
in the course of a trading transaction accrues or arises,
even though inconme is not realised, income enbedded in the
receipt is deened to arise or accrue. Were the accounts
are maintained on cash basis receipt of noney or noney’s
worth and not the accrual of the right to receive is the
determ ning factor. Therefore, if comercial assets are
received by a trader nmmintaining accounts on cash basis in
satisfaction of an obligation, income which is enbedded in

the value of the assetsis deened to be received : the
recei pt of incone is not deferred till the asset is realized
in ternms of cash or nmobney. It makes no difference whether

the receipt of assets is in pursuance of an agreenent or
that the trader is conmpelled by |law to accept the assets
from the debtor. Once title of the trader to an asset
received is conplete, whether by a consensual arrangenment or
by operation of |aw, he receives the incone enbedded in the
value of the asset. In Californian . Copper Syndi cat e
(Limted and Reduced) v. Harris (Surveyor of Taxeses(1l) Lord
Trayner in dealing with a case of assessnent to incone tax
of a Conpany formed for the purpose, inter alia, of
acquiring and reselling mning property resold the whole of
its assets to a second Company and received paynment in fully
pai d shares of the purchasi ng Conpany, observed

"A profit is realised when the seller gets the

price he has bargained for. No doubt here the

price took the formof fully paid shares in

anot her conpany, but, if there can be no

realised profit, except when that is paid in

cash, the shares were realisable and could

have been turned into cash, if the Appellants

had been pleased to do so. | cannot think that

I ncone Tax is due or not

(1) 5 T.C. 159

487

according to the manner in which the person

maki ng the profit pleases to deal with it."
Counsel for the appellant contended that the bonds were
intended to renew the pronise to pay the amount due by the
debtor through his agent, and by the renewal of the  prom se
even if the original liability was extinguished and a fresh
l[iability was substituted, no incone was received by the
appel | ant .
We are unable to agree with that contention. The Gover nnent
of the State undertook to pay the amount of the “bonds in
satisfaction of the liability of the debtor. The Iliability
of the original debtor was extinguished and a ' fresh
obligation was undertaken by the State Governnent in
substitution of the original liability. The Governnent had
the right to recover the anpunt due under the bonds fromthe
| andhol der, but on that account the Government did not
becorme the agent of the | andhol der for paynment of his debts.
Even if the Governnent was unable to recover the noney from
the |landholder, the liability undertaken by the Governnent
under the bond remai ned uninpaired. The bond was a security
for paynent of the debt which conmpletely ,replaced the
original liability of the debtor.
The decision in Cross (H M Inspector of Taxes) v. London
and Provincial Trust Ltd.(1) on which counsel for the
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appellant relied has, in our judgment, no application to
this case. In 1932 the Brazilian Governnment suspended

paynment of interest on Governnent bonds for a period of
three years and issued interest bearing funding bonds in
exchange for the interest coupons. The London and
Provincial Trust Ltd. which held anong its investnents
Brazilian bonds received funding bonds which it sold from
time totime, It was held that by issuing the funding bonds
the Governnent of Brazil did not pay interest and the
assessee Bank received no interest when it received the
funding bonds. Sir WIfrid Geene, MR observed
"It is not open to question that income can be
inthe formof noney’s worth. Nor is it open
to question that if the holder of a security,
the contractual incone fromwhich is noney,
receives fromthe person liable to pay that
noney some thing of nmoney’'s worth (e.g.
goods) instead of the nobney, such goods are
incone arising fromthe security..... On the
ot her hand, where there is a nmere substitution
of a pronmise to pay at a later date for the

obl i gation to make an i nterest paynent
presently due, the owner of security cannot be
said to have received income fromit. |In such

a case, the paynent
(1) 21 T.C. 705.
489
has 'been postponed instead of being made on
its due date. Nor do | see howit can make
any difference if upon the true reading of the
transaction the ori gi nal obligation is
ext i ngui shed and the pronise to pay at a |ater
date is accepted in its place."
MacKi nnon, L.J., observed at p. 721
"It is quite true that incone may arise by the
receipt of noney’'s worth as well as by the
recei pt of noney. And it is equally true that
a debtor my pay his debt by giving the
promise of athird party to pay : .... But |
am satisfied that there can never be  paynent
of his debt by a debtor by giving his own
promise to pay at a future date. And |- am
equally satisfied that, though income ~arises
to a creditor froma debtor’s paying his debt
i ncone does not arise by t he debtor’s
prom sing that he will pay his debt |ater on."
But the Encunbered Estates Bonds were by operation of the
statute received by the appellant in satisfaction pro tanto
of the liability of the debtor. They were a fresh security.
The liability of the original debtor was substituted by an
obligation wundertaken by the State : the bonds wer e
convertible in terns of noney. I ncome was therefore
recei ved by the appellant when the bonds were received.
It is necessary to state that the income-tax authorities
have brought to tax the difference between the face val ue of
the bonds and the principal which remained due in the
rel evant previous year. But what was taxable was only that
i ncome which represented the difference between the anount
due as principal and the market value of the bonds (which
were payable in twenty instalnents) at the date of receipt.
It is true that before the Incone-tax Appellate Tribuna
this question was not expressly pressed. The appellant did
however contend that no part of the difference between the
face value of the bonds and the principal anbunt due was
taxable and the third question referred by the Tribunal was
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sufficiently conprehensive to justify consideration of the
plea that a part of the difference only was taxable. Having
regard to the argunent presented before the Tribunal and the
anplitude of the question referred, the H gh Court was in
error in refusing to consider whether only a part of the
difference between the face value of the bonds and the
princi pal anmount due to the appellant was taxable. Counse
appearing on behal f of the Departnent concedes that what was
taxabl e was only the difference between the principal anmount
due and the market value of the bonds when received in the
year of account, and he has agreed that the necessary,
adjustrments will be nade by the Departnent in that behalf.
489

In that view, we do not think it necessary to nodify the
answer recorded by the Hi gh Court on the third question

It is also necessary to observe that in the year 1949-50 the
appel lant had submitted a return disclosing the difference
between the anount received by sale of the bonds and the
principal ~ ampunt _due as income received in the previous

rel evant ' year. Whet her that incone was brought to tax
pursuant ~to the return cannot- be  ascertained from the
record. Counsel for the Department has stated that it is

not the object of the Department to levy tax in respect of
the sanme income twice. He has agreed that if tax has been
levied in respect of the difference between the principa
and the realized value of the bonds disclosed in the return
for -the assessnent year 1949-50, appropriate adjustnents
will be made in that behalf. |In viewof the statements nmade
at the Bar we do not think it necessary to give any
directions in that behalf also:

The appeal is dismssed. There will be no order as to costs
in this Court.
R K P.S. Appea

di sm ssed




