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ACT:

Indian Income-tax Act (Xl of 1922), ss. 4 (1) (a) and (c),
13 Non-resident-Accounts in nercantil e system Sale of goods
in British India through agents-Assessability of  profits
derived from such sal e-Provision of |aw applicable /'to such
cases-lnconme-tax authorities, whether bound to conput e
income according to nercantile system Applicablity of s.13
to non-residents.

HEADNOTE:

A non-resident conpany manufactured textil e goods at P out-
side British India and sold the goods ex-nmills. Afirm R &
Co., guaranteed the sale-price of goods sold ex-mlls by the
conpany to purchasers at Ahnedabad within British India. As
the conmpany maintained its accounts according to the
nercantile system the conpany debited R & Co., wth the
price of goods sold and credited the sales account with the
amount of the bills. R & Co., collected the anpbunts of the
bills from the purchasers on behalf of the company and
credited the suns realised in the conpany’s account  wth
banks at Ahnedabad and al so di sbursed themto creditors  of
the conpany in British India. These paynents were credited
by the conmpany to R & Co. During the relevant accounting
year the conpany thus received Rs. 12,68,480. The conpany
also received Rs. 4,40,878 fromsales to purchasers in
British India. The amount of the sales bills for which
hundis were drawn on the purchasers in favour of banks were
debited by the conmpany to the accounts of the respective
merchants and credited to the sales account and the suns
received by the banks fromthe purchasers agai nst delivery
of the railway receipts were credited by the conmpany to the
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accounts of the respective purchasers. |In either case there
was no change in the relationship of vendor and purchaser
between the conpany and the purchasers by reason of the
entries nmade in the conpany’s books. The question as re-
franed by the H gh Court was whether these two suns were
sal e proceeds of the goods sold by the assesses to nmerchants
in British India and whether they were received in British
India and could be included in the assessable income of the
conpany in British India:

Hel d, per Mehr Chand Mahajan, S. B. Das and Bhagwati J.J.,
(Vivian Bose J. dissenting) that the two anmounts in question
were sale proceeds of the goods sold and delivered by the
conpany to nerchants in British India; that they were
neither received by the conpany nor could be deened to have
been received by it when the entries were nade in the books
of account at P but had

951

nmerely ~accrued or arisen to it there; that they were first
received 'by ‘R & Co. and by the  banks through whom the
rail way recei pts were negotiated on behalf of the conpany in
British India; and that they were therefore liable to tax
under s. 4(l) (a) of the Indian Income-tax Act as having
been received in British India on its behalf.

Though it is true that in the case of " residents, if the
assessee enploys /the nmercantile system regularly it 1is
obligatory on the incone-tax authorities to conpute the
i ncome according to that system it is doubtful whether that
position would be available to a non-resi dent who rmaintains
hi s books of account outside British India according to the
mercantil e system

Section 13 would only be relevant where the total profits of
the assessee have to be conputed andin that event the
assessee would be entitled to claimthat ~they should be
conputed according to the system of accounts naintained by
him it would not be rel evant when stray itens of incone are
sought to be assessed in the taxable territories as received
in the taxable territories by a non resident.

Bose J.-In the <case of accounts kept in the nercantile
system the profit or loss at the end of the accounting year
is based not on a difference between what was actually
received and what was actually paid out, but on the
di fference between the right to receive and the liability to
pay. The taxation in such cases is not on incone, profits
or gains which were received but on profits which "accrued
or arose" to the assessee in the accounting year. This view
excludes s. 4(1) (a) and this neans that a resident is taxed
in such cases under s. 4(l)(b) and a non-resident under s.
4(1) (c). Applying s. 4(l) (c) to the present case, in_ the
case of the Rs. 4 |akhs odd the profits accrued or arose in
British India where the right to take delivery of the /goods
accrued and where the price was actually paid, but -what is
really taxable wunder s. 4 (1) (c) is not the Rs. 4 I|akhs
odd, but the figures entered in the accounting year -as the
price of the various transactions which the Rs. 4 lakhs
represented. Simlarly, in the case of Rs. 12 | akhs odd, it
is the figure entered in the books in the accounting vyear
relating to the transactions which is taxable.

By the Full Court.-The expression "deermed to be received" in
s. 4 (1) (a) means deened by the provisions of the Act to be
recei ved.

Subramani yan (Chettiar v. Conm ssioner of Income-tax (2 |
T. C 365), Ahned Din Alladitta v. Conmi ssioner of |ncomne-
tax, Punjab (2 1.T.R 369), Kanwal Yayan Hanir Singh v.
Comm ssioner of Inconme-tax, A ner-Merwara (6 |.T.R 675),
Conmi ssi oner- of Inconetax v. Singari Bai (13 |.T.R 224)
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di stingui shed.
B.M Kandar, In re (1946 |.T.R 14), Pondicherry Railway

Co. v. Commssioner of Income-tax (58 1.A  239) and
Conmi ssi oner of
952

I ncome-tax v. Mathias (66 I.A 23), Comm ssioner of |ncome-
tax v. Kaneswar Singh (1933 I.T.R  94), Conm ssioner of
I ncome-tax v. Chunilal Mehta (1938 |.T.R 521) referred to.

JUDGVENT:

ClVIL APPELLATE JURISDICTION. Civil Appeal ,#No. 151 of
1951.

Appeal from a Judgnent and Order dated 14/15th Septenber,
1949, of the High Court of Judicature at Bombay (Chagla C.J.
and Tendol kar J.) in Inconme-tax Reference No. 2 of 1949.

R J.”  Kolah and N. A’ Pal kiwalla for the appellant.

C. K. Daphtary, Solicitor-General for India (P.A Mehta,
with him' for the respondent.

1953. January 30. The judgrment of ‘Mehr Chand Mahajan J.,
Das J. and Bhagwati J. was delivered by Bhagwati J. Bose J.
del ivered a separate judgnent.

BHAGMTI J.-This is an appeal fromthe judgnment and order of
the High Court of 'Judicature at Bonmbay upon a reference by
the Inconme-tax Appellate Tribunal under Section 66 (1) of
the Indian |Income-tax Act, 1922, whereby the Hi gh Court
upheld the decision of the Appellate Tribunal that two
ampunts of Rs. 12,68,480 and Rs. 4,40,878 were the sale
proceeds of goods sold by the appellant to nerchants in
British India, were received in British India and were
liable to income-tax in British India.

The appellant is a conpany registered in the Baroda ' State,
as it then was, prior to its nerger wth India. It
manuf actures textile goods in Petlad in the Baroda State and
after the goods are manufacturedthey are sold by the
conpany ex-mlls. The conpany enpl oys Messrs. Jagnmohandas
Ramanl al & Co. as guaranteed brokers. That firm guarantees
the sale price of goods sold by the conpany ex-mlls to the
pur chasers from Ahnedabad and receives conmi ssion as
consi deration for the guarantee and the work which it does
for the conmpany. The conpany is a non-resident and its
accounts are mmi ntained according to the nercantile system
953

In the assessnent year 1942-43 (the previous year being the
cal endar year 1941) the total sales of the goods by the
conpany anpunted to Rs. 29,68,808. In making the assessnent
on the conpany for that assessnent year the following three
amounts were considered for the purpose of determ ning the
conpany’s liability to British Indian tax.

(a) Sale pr oceeds recovered
t hrough Messrs. Jagnohandas
Ramanlal & Co....................... Rs. 12, 68,480

(b) Sale proceeds through British
I ndian banks and shroffs rec
eived by neans of drafts or hu
ndi es drawn by the company........... Rs. 4,40,878
(Rai |l way recei pts handed over
to British Indian nerchants by
the banks on paynent).
(c) Sale proceeds received by cheques on British Indian
banks and hundies on British Indian shroffs and nmerchants,
and col | ected by the banks and
shroffs ... . . . Rs. 6,719735
Tot al Rs. 23,81, 093
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As regards item (a) the conpany debited the account of the
firm of Messrs. Jagnohandas Ranmalal & Co. with Rs.
13,41,744 which represented sales nade by the conpany to
nmerchants of Ahmedabad whose paynents were guaranteed by
that firm and credited the sales account with the amount of
the bills. Messrs. Jagmohandas Ramanlal & Co. collected
the anobunts of the bills fromthe merchants at Ahnedabad and
credited the suns recovered in the conpany’s accounts wth
banks and/or shroffs at Ahnmedabad and also nade dis-
bur sement s under instructions of the conpany to the
creditors of the conpany in British India. Al  these
payments were credited by the conpany to the account of
Messrs. Jagnmphandas Ramanl al & Co. and during the relevant
accounting year the conpany thus

954

received Rs. 12,68,480 against the total debits of Rs.
13, 41, 744.

As regards item (b) the conpany received Rs. 4,40.878 by
drawi ng hundi es or drafts for the anmpbunts of its sales hills
(including the forwarding charges and the cost of transit
fromthe mlls premises tothe station) on the nerchants in
favour of recoginised banks and shroffs in British India, by
sendi ng the sane to those banks or shroffs with the railway
receipts duly endorsedin favour of the merchants and by
instructing the banks or shroffs to recover the anounts
including the costs of transmtting the same to them The
amounts of these sales bills were debited by the conpany to
the accounts of the respective nerchants and credited to the
sal es account and the sunms recovered by the banks or shroffs
fromthe nerchants in British India against the delivery of
the relative railway recei pts were on receipt of the sane by
the conmpany credited to the accounts of the respective
merchants in their books of account.

As regards item (c), the conpany received Rs. 6,711,735 from
the nerchants by cheques and hundi es drawn on banks and
shroffs in British India in favour of the conpany. These
cheques and hundi es were negoti ated by the conpany in Petl ad
and sent back for credit to its accounts with those / banks
and shroffs. The said cheques and hundi es were  cashed in
British India and the sale proceeds renmtted by the banks
and shroffs to the company. The ampunts of the sales bills
were debited to the accounts of the nerchants in the books
of the conpany when the goods were invoiced to the nerchants
and these accounts were credited with the noneys thus
recei ved by the conpany fromthe nmerchants.

The I ncome-tax O ficer brought to tax the profits derived by
the conpany represented by the said three items in the
assessment year on the basis that the sale proceeds having
been received in British India the profits were received in

British India. The Appellate Assistant Conm ssioner on
appeal held that profits
955

from items (a) and (c) were exenpt fromBritish Indian tax
whil e those represented by item (b) were rightly taxed. ~The
Departnent filed an appeal to the Appellate Tribunal against
the decision of the Appellate Assistant Conmi ssioner in
regard to itens (a) and (c) and the conpany filed an appea
in respect of item(b). The Appellate Tribunal held in
regard to item(a) that the nerchants in British India were
not absolved either in law or in fact from their
responsibility to pay to the conpany its dues by virtue of
the debit entries in the account of Messrs. Jagnmohandas
Rainanlal & Co. and in regard to item(b) that the paynent
of the ampunts due was a condition precedent to the
delivery of goods by the banks in British India on behalf of
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the conpany. The Tribunal therefore held that profits
arising from itens (a) and (b) were rightly subjected to
t ax. As regards item (c) the Tribunal held that Rs.
6,71,735 "were received by the assessee conpany directly
from the merchants in British India by cheques and hundies
drawn on banks and shroffs in British India in favour of the
conpany but were negotiated in Petlad and sent for credit to
the conpany’s account. The anpbunts were received at Petlad
and once they were received there, they could not be held to
have been received again in British India "

The Department asked the Tribunal to refer to the H gh Court
the question of law arising on item(c) and the conpany
asked the Tribunal to refer to the Hi gh Court the question
of law arising on itens (a) and (b) and the Tribuna
therefore referred the follow ng question of law to the High
Court: -

" Whether on the facts and in the circunstances of the case,
the sunms of Rs. 12,68,480, Rs. 4,40,878 and Rs. 6, 71,735, or
any of them  which, represents receipts by the assessee
conpany. of its sale proceeds in British India, include any
portion of itsinconme in British India?"

The Hi gh Court held that Rs. 12,68,480 were received in
British India and included the profits and gains of the
busi ness of the assessee conpany. It held that Rs. 4, 40,878
al so were received/in British India

956

and the conmpany was liable in respect of that anount. In
regard to the itemof Rs. 6,71,735, the H gh Court found
that the facts stated by the Tribunal were not sufficient to
enable it to reach a decision and therefore directed that
the Tribunal shoul d submit a supplenentary statement of case
setting out the several aspects set out in the judgment.
The High Court reframed the questionin regard to ‘the two
items of Rs. 12,68,480 and Rs. 4,40,878 in the nmanner
fol | owi ng: -

(1) Wether the sunms of Rs. 12,68,480 and Rs. 4,40,878 were
sal e proceeds of the goods sold by the assessee to nmerchants
in British India or were debts due by the said nerchants ?
(2)Whether if they were sale proceeds, they were received in
British India ?

and answered them by stating that they were sal e proceeds
and they were received in British India. There was also a
third question which was conprised in the reference and that
guestion was franmed as under: -

Whet her the profits of the assessee’s business are included
in the sums of Rs. 12,68,480 and Rs. 4,140,878 ?

This question was al so answered by stating that they were
included in these two sunms. The conpany obtai ned | eave from
the Hi gh Court to appeal against the decision in regard to
the two sunms of Rs. 12,68,480 and Rs. 4,40,878 and / hence
thi s appeal

It is comon ground that the conpany is a nonresident and
its accounts have been regularly kept according to  the,
nmercantile system Its bal ance sheets were al so prepared on
that basis. The conpany was assessed to tax 1in British
India on the basis that these two sunms of noney were
received in British India by or on behalf of the conpany.
In regard to the itemof Rs. 12,68,480, even though the
amounts of the sales bills were in the first instance
debited by the conpany in its books to the account of

Messrs. Jagnohandas Ramanlal & Co. the sale proceeds in
accordance with
957

the terns of the sales bills were paid by the respective
nmerchants to Messrs. Jagmohandas Ranmanlal & Co. in British
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India and were either credited by Mssrs. Jagnmohandas
Ramanlal & Co. in the conpany’'s accounts wth banks or

shroffs in British India or were disbursed by them in
accordance wth the instructions of the conpany in British
I ndi a. In regard to the itemof Rs. 4,40,878 even though
the ampbunts of the sales bills were debited in the first
instance by the conpany to the accounts of the respective
merchants in the books of account at Petlad the relative
railway receipts were sent by the conpany to banks or
shroffs in British India together with drafts or hundies in
connection with the sane with instructions that delivery of
the railway receipts should be given to the respective
nmer chant s agai nst paynent and the anounts of the sales bills
were thus paid by the respective nerchants to the banks or
shroffs in British India and were transmtted under the
instructions of the company by the banks and shroffs in
British India to the conpany at Petlad. Prima facie
therefore the anmpunts of the sales bills in both the cases
whet her they were paid to Messrs.  Jagnohandas Ramanlal &
Co. or  to'the banks or shroffs, through whom the railway
recei pts —were negotiated were paid by the nerchants in
British India and were received by Messrs. Jagnmohandas
Ramanlal & Co. and the banks or shroffs on behalf of the
conpany,in British I'ndia.. The receipt of these anpbunts thus
fell within section 4 (1) (a) of the Act and the profits or
gains of this business thus were received in British India
by or on behal f of the conpany.

The conpany however sought exenmption fromliability to tax
on the grounds (a) that the accounts of the 'conmpany were
kept on the nmercantile or book profit basis under which the
accrual of profit as shown in-the account was the criterion
of taxability and section 4(l) (a) had no application at
all; (b) that it was obligatory on the authorities under
section 13 of the Act to accept that system of mmintaining
accounts except under the proviso to that section and that
the met hod of conputation there was made the very basis of
124

958

chargeability and section 10 read with section 13 operated
to save these ampunts from chargeability and (c) that the
amount s having been treated as recei ved when credit entries
were made in the books of account, and chargeability having
crystallised on the date when the income accrued or was
treated as received, there was no further scope for a charge
when the ampbunts were subsequently actually received and the
subsequent handling of the amobunts by the conpany -and the
recei pt thereof in British India were of no consequence.

The nercantile system of accounting or what s otherw se
known as the double entry systemis opposed. to the /cash
system of book keeping under which a record is kept of
actual cash receipts and actual cash paynents, entries being
made only when noney is actually collected or disbursed.
That systembrings into credit what is due, imediately it
becomes legally due and before it is actually received -and
it brings into debit expenditure the amobunt for which a
legal liability has been incurred before it is actually
di sbur sed. The profits or gains of the business which are
thus credited are not realised but having been earned are
treated as received though in fact there is nothing nore
than an accrual or arising of the profits at that stage.
They are book profits. Receipt being not the sole test of
chargeability and profits and gains that have accrued or
arisen or are deened to have accrued or arisen being also
liable to be charged for income-tax, the assessability of
these profits which are thus credited in the books of
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account arises not because they are received but because.

they have accrued or arisen

M. Kol ah appearing for the conpany drew our attention to
the follow ng cases: -

Subramani yan Chettiar v. Commi ssioner of I|ncometax(1l), Ahmed
Din Alladitta v. Conmm ssioner of Incone-tax, Punjab(2),

Kanwal Nayan Hamir Singh v. Comm ssioner of Incone-tax,

Aj mer - Merwar a(3) and

(1)(1927) 2 1. T.C. 365.

(2)[1934] 2 1. T.R 369.

(3) [1938] 6 I.T.R 675.

959

Conmi ssi oner of Incone-tax v. Shrimati Singari Bai(1l).

The assessees there were all residents in British India and
mai nt ai ned their books of account according to t he
nmercantile system Except in the case of Commi ssioner of
Income-tax v. Singari Bai (1) where the assessnent was in
respect- of the total incone or profits, stray itens of
income treated as received in British India were sought to
be charged for tax and they were all assessed for tax not on
the basis of actual receipts in British India but on the
basis of their having accrued or arisen in British India.

The cases were decided with reference to the law as it stood
before the amendnent in 1939 which wunder section 4(l)
rendered liable to tax all incone, profits or gains from
what ever source derived, accruing or ari'sing or received in
British |India or deened under the provisions of the Act to
accrue, arise or to be receivedin British  India. The
guestion that arose for the determnation of the courts was
whet her under the nercantile system profits which were
credited in the books could be taxed even though they had in
fact not been received and the conclusion reached by the
courts was that these profits credited in the books of
account were earned and coul d be charged as having ' accrued
or arisen within British India even though they were in fact
not received. 1In none of these cases were the courts con-
cerned with a non-resident claimng to have received profits
or gains outside British India under the nercantile system
of accounting and claimng exenption fromliability to tax
under section 4 (1) (a) in respect of profits ~actually
received in British India.

It follows fromthe above that the nmercantile system of
accounting treats profits or gains as arising or accruing at
the date of the transaction notw thstanding the fact that
they are not received or deened to be received and under
that system book profits are, assessed as liable to tax.
If an assessee therefore regularly adopts the nercantile
system of accounting he would be liable to tax on._ the
profits thus credited by

(1)..[21945] 13 I.T.R 224.

960

him in his books of account subject to all deductions for
bad debts as provided in section 10 (2) (xi). Section 4 (1)
(a) has nothing to do with this basis of taxation. Section
13 which is an integral part of the conmputation of the tota

i ncome of the assessee and is conpul sory on the incone-tax

authorities as well when conputing the total incone (vide
section 2 (15) ) does not lay down any exenption from
l[iability. It only sets up a node of conputation of the

income which is liable to assessnent and i nmposes upon the
i ncome-tax authorities an obligation to accept the node of
accounting regularly adopted by the assessee except in the
cases where the proviso to that section cones into
operation. The profits earned and credited in the books of
account being thus taken as the basis of conputation, the
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system of accounting postul ates the existence of debts in so
far as noneys re ain due and payable by the parties to whom
they have been debited and when it is realised that these
debts are not recoverable the assessee gets a deduction for
the bad debts under section 10 (2) (xi). This however does
not mean that the transaction as it has been recorded in the
books of account under the nercantile system of accounting
or the double entry system is netanorphosed or t he
rel ati onship between the parties assunes a di fferent
character. What was in its inception a transaction of sale
and purchase is not converted into another transaction as
between creditor and debtor. The relationship as between
vendor and purchaser still subsists and there does not cone
into existence a new relationship as between creditor and
debtor with all its necessary consequences. The transaction
as it has been recorded in the books of account has got to
be worked out toits fullest extent. Merely because the
goods have been supplied and the price thereof has been de-
bited to the purchaser the rights and obligations of the
vendor and - purchaser inter se are not in any nmanner
affected.  The vendor is bound to fulfil all his obligations
under the contract and continues to be liable for all the
consequences of his default including rejection of his goods
by the purchaser or a claimfor damages

961

for breach of warranty by him The purchaser is equally
entitled to reject the goods or to claimthe damages as on
breach of warranty by the vendor andall these rights and
obligations have got to be worked out in spite of the fact
that the entries ’are nmade in the books of account by the
vendor in accordance with the nercantile system  of
accounting adopted by him The vendor coul d not say that he
is under no further obligation to the purchaser and that the
purchaser nust pay the price of the goods debited to him as
a debt arising out of the bookentry. The count in any
action filed by the vendor against the purchaser would be a
count for the price of goods sold and delivered and would
not be a count on an assunpsit for recovery of a debt due by
the debtor to him

It is <clear that under these circunstances there is no
recei pt of the noneys at all, either actual or constructive,
in cash or in kind, by actual paynment or by —adjustnent or
settlenent of accounts. There is also no scope for the
argunent that even though these sums may not be said to be
either actually or constructively received they  should be

"deened to be received'. The expression "deened to be
recei ved" only neans deemed by the provisions of the Act to
be received. The phrase statutory recei pt mght be  con-

veniently enployed to cover incone which is 'deenmed to be
received’ and instances of such statutory receipts are'to be
found in the provisions of the Act, e.g., section 18 (4),
section 58 (E), section 58 (J) (3), section 7(2), 'section
16(1) (c) and sections 19 (2) (vii) and 16(2). (See the
observations of Beaunont C.J. in Comm ssionei, of [|ncomne-
tax, Bonbay v. New India Assurance Co. Ltd.(1). An anount
cannot be "deened to be received" nerely by the volition or
sweet will of an individual. 1In all the cases which we have
mentioned above the profits earned which were credited in
the books of account according to the nmercantile system of
accounting were at best "treated as having been received"
which is neither "received" nor "deemed to be received" and
therefore not within the purview of section 4 (1) (a).

(1) [1938] 6 I.T.R 603 at p. 614.

962

If then profits which have been thus credited cannot be said
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to be received nor deened to have been received when the
entries were nmade in the books of account, the contention
urged before us by M. Kolah that there could not be a
second receipt of the amount in British India does not
survive. It is true that the words used in section 4(1) (a)
relate to the first receipt after the accrual of the incone.
Once it is received by the party entitled to it, in respect
of any subsequent dealing with the said anpbunt it cannot be
said to be " received" as incone on that occasion. [Per
Kania J. in B. M Kandar (1)]. The "receipt" of incone
refers to the first occasion when the recipient gets the

noney under his own control. Once an anount is received as
income, any remttance or transm ssion of the amunt to
another place does not result in "receipt", wthin the
meaning of this clause, at the other place. This was
definitely established by the Privy; Council in Pondicherry
Rai | way Co. v. ~Comm.ssioner- of InconeTax 2) and in
Conmi ssi onei, of Inconme-tax v. Mathias (3). |If, therefore,

the incone, profits or gains have been once received by the
assessee even though outside British India they do not
becone chargeable by reason of the noneys having been
brought in British India, because what is chargeable is the
first receipt of the noneys and not a subsequent dealing by
the assessee with the said anpbunt. In that event they are
brought, by the assessee as his own noneys which he has
already received and had control over and they cease to
enjoy the character of incone, profits or gains.

This ratio however does not apply to the facts of the
present case before us. The noneys were neither received by
the company nor coul d be deened to have been received by it
when the entries were nade-in the books of account at
Petlad. They had nerely accrued or arisen toit and so far
as the receipt thereof is concerned they were first received
in British India when they were received by Messrs.
Jagnohandas Rananl a

(1)[1946] 14 |I.T.R 14 at P. 39,

(2)[1931] 58 I.A 239.

(3) [1939] 66 I.A 23.
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& Co. or by the various banks or shroffs in British India
through whom the railway receipts were negotiated. The
first receipt of the noneys was therefore when they were
paid as such by. the nmerchants to Messrs. Jagnohandas

Ramanl al & Co. or to the various banks or shroffs as above.
What ever paid by the nerchants to these several parties were
the sale proceeds of the goods which had been sold and
delivered by the conmpany to themand they were received
within the neaning of section 4 (1) (a) of the Act by these
several parties on behalf of the conpany in British India at
the tinme when these paynents were nmade by the nerchants to
t hem

M. Kol ah pressed into service the argunment based on section
13 of the Act that the nercantile system of accounting
regularly adopted by the assessee was obligatory on the
i ncome-tax authorities for conmputation of his income. Wile
agr eei ng generally with that submission in case of
resi dents, we doubt whether that position would be avail abl e
to a non-resident, who maintains his books of account
outside British India according to the nercantile system
The section would only be relevant where the total profits
of the assessee have to be conputed, in which event he would
be entitled to claimthat they should be computed according
to the system of accounts nmaintained by him But the
section would hardly be relevant where stray itens of incone
are caught in taxable territories as received in taxable
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territories by a nonresident. The entries in the present
case were put in nerely to prove that the sale proceeds were
received outside British India where the entries were nade.
That contention however could not be sustained, as section 4
(1) (a) is concerned with cases of actual receipt and not
wi th cases of paper receipts.

Havi ng regard to the observati ons nade above we have cone to
the conclusion that the High Court ",as right in holding
that the two suns of Rs. 12,68,480 and Rs. 4,40,878 were the
sale proceeds of the goods sold and delivered by the
appellant to nerchants in British India, that they were
recei ved by Messrs,
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Jagnohandas Ranmanlal & Co. and by the banks and shroffs
through whom the railway receipts were negoti ated, on behal f
of the appellant in.~ British India, that they were |iable
to tax under section 4 (1) (a)-of the ,*Act as having been
received in British- - India onits behalf, that there is
nothing either in the facts and circunstances of the case or
in |aw why they should be exenpted fromsuch liability, that
the answers given to the questions which were ultimtely
consi dered by the High Court were correct, and the appell ant
was rightly held liable for the tax on these two ampunts
subject to all just deductions and all owances. - The appea
therefore fails and nmust stand di sm ssed with costs.

BOSE, J.-1| respectfully disagree.

Section 3 of the Indian Inconme-tax Act provides that the "
total incone " is'to be charged in accordance wth the
provisions of the Act. W have therefore to see what "
total income " neans.

" Total incone " is defined in section 2(15). It nmeans (not
" includes " but neans) the total anount of incone, profits
and gains "referred to in sub-section (1) of section 4
conputed in the nmanner, laid down-in this Act." Therefore,
the conputation of all income refeffed to in section 4(1.)
has to be "in the manner |laid down in the Act "

Section 4 (apart fromthe provisos and explanations is

divided into three clauses, (a), (b) and (c). Cl ause
(b) deals with residents and (c) with nonresidents. 'As (a)
is general, it is legitimte to infer that it refers to
bot h. Therefore, the words " received" and " deenmed to be

recei ved must be construed in the sane sense in both cases
except of course where it is otherw se provided in the Act,
for sub-section (1) is made subject to the provisions of the
Act .

Now the words "deened to be received" can be excluded from
consideration at once because | agree that they are
confined, and are intended to be confined to what | may. cal
the deem ng sections in the Act, that is to say, to  cases
where the deem ng nust be done
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under the express provisions of the Act. That |eaves us
with the word "received" (I amof course only deal ing wth
section 4(l) (a) which deals with " receipts’ and not  wth
section 4(l) (c) which refers to "accruals" and "arisals"
and to that which is deened to "accrue" or "arise").

Now this, in my opinion, is to be contrasted with the words
"accrue" and "arise" which are used in clauses (b) and (c).

Though there may be overlapping in some cases, | do not
think the three are intended to nmean the sanme thing. The
Privy Council thought in Comm ssioner of Inconme-tax V.

Mat hias(1l) that there is sone variation in neaning between
them and in Conmissioner of Income-tax v. Chunilal B
Mehta(2) they drew attention to the antithesis between
"accruing and arising in" and "received in", though they
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also said in the earlier case that there is not a conplete
di sjunction between them and that they are not three
mutual ly exclusive qualifications (page 56); that is, that
there may be some overlapping in certain cases.

Next, we turn to section 6 which divides the various sources

of i ncome under various heads for the pur poses of
conputation and chargeability and states that each head
shal | be " chargeable" "in the manner her ei nafter
appearing". It is to be observed that the word "shall" has

been used and not may thereby inplying that there is no
option in the matter. So far as business is concerned, the
head is No. (iv) "Profits and gains of business etc."

That carries us on to sections 10 and 13 which prescribe the
net hod of computation. Here again, the |anguage is
i mperative and in the case of a business the nethod of
conputation has to be in accordance with the method of
accounti ng regularly enpl oyed by the assessee: see
Conmi ssi oner of 1Incone-tax v. Kameshwar Singh(3).

Now in the present case, the method of accounting was the
nercantil'e system The essential difference

(1) [1939] 7 I-T.R 48 at 56. (3) [2933] 1 I.T.R 94 at 100
and 101.

(2) [1938] P I.T.R 521 at 527,

125
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between this and the cash basis systemis that in the latter
actual receipts and disbursenents are taken-  into account.
In the former, suns which are due to the business are
entered on the credit side inmediately they are legally due
and before they are actually received and expenditures are
entered the nonent alegal liability to pay arises and
before the actual disbursenents. The profit or loss at the
end of the accounting year is therefore based, not. on a
di fference between what was actually received and what was
actually paid out, but on the difference between the right

to receive and the liability to pay. | find it inpossible
in such a case to say that the taxation -is on incone, or
profits and gai ns which were "received". It can only be oi
profits which " accrued " or "arose" to the assessee in the
accounting year: see the Privy Council in Feroz Shah v.
Conmi ssi oner of Income-tax('). That, in ny opi ni on

excludes section 4(1) (a) and that in turn means that in
such a case a resident is taxed under section 4(l) (b) and a
non-resi dent under section 4(1) (c).

Now, this to my mind is of vital inportance. The primry
object of the Incone-tax Act is to tax and not nerely to
ascertain an income. The conputation of the “income is
subsidiary and is only for the purposes of ascertaining. the
guantum of the tax: see Conm ssioner of Income-tax v.
Kanmeshwar Singh(2). Therefore, if the |egislature chooses
to lay down different methods of computation and “say that
the taxation shall be on the anmobunt so conputed, it is
essential that these nethods be adhered to. In sone cases
this my be to the advantage of the assessee and in others
it may operate to his disadvantage. But that is immterial
The inportance lies in this. Al that can be taxed in a
given year are the profits and gains which are received or
which arise or accrue in the " previous year", and if the
Act directs that the profits are to be conputed in a given
case on "accruals" or "arisals" and not on actual receipts
it is essential that that be

(1) [2933] 1 I1.T.R 219at 224 and 225. (2) [1933] 1 I.T.R
94 at 100.
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done; and it follows fromthat that the tax in such a case
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can only be on the accruals or arisals and not on the actua
receipts, for clearly you cannot tax on that which you are
forbidden to conpute in a case where the tax can only be
| evied on what is conputable. under the Act.

It is important to draw the distinction for this reason
The rate of tax varies fromyear to year, therefore if the
book profits which are directed to be taxed in a given year
are, say, Rs. 10,000 and the actual receipts only Rs. 100,
it makes a lot of difference which figure is taken; nor does
it even itself out inthe long run, for if the rate of
taxation increases in the follow ng year and the state of
the business is just the reverse, nanely that the book
profits are only Rs. 100 whereas the actual receipts arising
from the previous year’'s transactions are Rs. 10,000, it
will make a considerable difference to the assessee in the
aggregate of tax payabl e over the years, whether he pays oi
the basis of book profits or actual receipts in the two

years.
| amnot able to draw a distinction between a resident and a
non-resident in - these matters. | .can find no ground for

hol ding that in the case of a resident the nercantile system
must be adopted for computing the profits if that is the
system of accounting regularly enployed but that that need
not be done in the case of a non-resident. |If the assessee
had been a resident conpany, the taxation would, in ny
opi nion, have been under section 4(l) (b) on profits and
gains which had accrued or arisen and not under section 4
(1) (a) on profits which had been  received. The same
principle nmust, in ny opinion, be applied in the case of a
nonresi dent and therefore section 4 (1) (c) is “attracted,
provided the profits and gains have actually accrued or
arisen in the taxable territories or they can, because of
section 42, be deemed to have accrued or arisen there. |
section 4 (1) (c) is not attracted, then the tax cannot be
| evi ed.

Now, applying section 4 (1) (c¢), the question is where do
the profits and gains arise or accrue, in a case

968

like the present ? This is not free from difficulty and
various views have been, and can be, taken. But as these
expressi ons have not been defined and as they are not words
of art, | think they should be construed in their ordinary
meani ng which businessnmen would ordinarily and easi |y
understand in a business transaction. Wen goods are sold
it istom nind evident that the profit or theloss on any
particular transaction arises out of the sale, for unti

there is a sale there can be no profit. - The profit nmay not
be wholly attributable to the sale but that (is another
matter. It is to ny mnd unquestionable that they arise, in

part, at any rate, out of the sale. Therefore, if the goods
are sold in the taxable territories, then, to ny nmnd, the
profits, or a portion of them arise there. As the Privy
Council pointed out in Conmm ssioner of |ncone-tax V.
Chunilal B. Mehta(l), in determ ning where the profits arise
the place of the formation of the contract is not the sole
criterion, other matters, as for exanple acts done under the
contract are also nateri al

I amnot here attenpting to go behind the decision of the
Supreme Court to the effect that the place of sale is not
necessarily the place of the receipt of the profits. | am
construing the word "arise " and not "receive".

That brings nme to the next question, where were the goods in
the present ease sold ? That is a, mxed question of fact
and | aw and mnmust vary in each case and nust, in my opinion

be answered in a commopnsense way and not necessarily in the
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artificial manner laid down by the Sale of Goods Act to
det erm ne where and when the property passes. Wat are the
facts here ? In the case of the Rs. 4 | akhs odd, the contro

over the corpus of the goods was retained by the assessee
right up to the nonent the price was paid; and the price was
paid not outside British India but to his nomnees in this
country, nanely, to the assessee’s banks in British India.
These banks retained the docunments of title and had the
right to refuse

(1) [1938]61.T.R 521 at533.
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delivery until the nmney was actually handed over.
Therefore, the right to get possession of the goods and to
take delivery accrued or arose in British India where the
noney was actually paid, and that to my mnd nust be taken
to be the place where the profits accrued and arose for
i ncome-tax purposes, not because the noney was received
there, ~for we are not concerned with actual receipts, but
because the right which accrued at the date of the
transaction was to receive the noney in British India and
hand over the goods there on the receipt of the noney. As |
have said, the substance of the transaction nmust be viewed
and that cannot be nade to depend upon the method of book-
keepi ng. Even if thereare no books the profits on such a
transaction would accrue in the place where the noney is to
be paid and the goods are to be handed over. | cannot see
how that can alter by reason of the nmethod  of accounting
enpl oyed. Accordingly, | agree that the met hod of
accounting adopted by the assessee cannot  affect t he
subst ance of the transacti ons between the parties or affect
their nature. The rights and liabilities of the parties
inter se cannot be nade to depend on the way in which one of
them chooses to keep its books. But-that is not the case
when we conme to the question of taxation for income-tax
pur poses. There the method of accounting is vital. But
even there the substance of the transaction nmust be ' viewed,
for the substance cannot alter by a mere nethod of
accounti ng. It is evident that if the assessee ‘had been
resident in British India and these transactions had been
omtted fromtile books, the sums which ought to have been
entered would be taxable as itens  which had escaped
assessnment even if there had been no actual receipts in-that
or in any following year. Therefore, it is not the entry in
the books which attracts the taxation but the profits on-the
transaction itself, and when the nercantile systemis  used
the profits arise when the right to receive them accrues and
not when the entry is made. |If the system is properly
enployed the entry is nade as soon as the right to receive
the price arises and so for all practica
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purposes that is the date ordinarily referred to, but a nan
cannot nani pul ate the anount of his tax by choosing to enter
or not to enter itens which ought to be entered on a
particul ar date, as and when he pl eases.

Now, the Rs. 4 | akhs odd represent actual receipts but that
is not what is taxable -when the conmputation is based on the
nercantile system Wat should be taxed, or rather taken
into account for the purposes of taxation, are the figures
entered in the accounting year as the sale price of the
various transactions which the Rs. 4 |akhs represent. The
profits which arise out of these transactions do not, on ny
vi ew, escape tax because the profits accrue or arise in the
taxable territories. But the figure on which the tax is to
be conputed is not the 4 [akhs odd which represent the
actual receipts but another figure which wunfortunately we
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have not been given. | amof course assunming that the
figures were duly entered in the books at the proper tine in
accordance with the nercantile systemof accounting. | f

they were not, then the Inconme-tax authorities have power to
tax income which, for one reason or another, has escaped
assessnent

Turning to the Rs. 12 lakhs. W know that the figure
entered in the books relating to these transactions was Rs.
13,41,744. i amnot clear whether that was entered in the
accounting year wth which we are concerned, though I
gat hered that that was the case. The actual receipts, which
followed later, amunted to only Rs. 12,68, 480. In nmy
opinion, if anything is conputable for the purposes of tax,
it is the forner figure (assumng all the entries are in the

accounting year) and not the latter. But in order to
determ ne whether the profits on these transactions are
taxable at all, we nust exani ne the transactions.

In these cases the sales were to nerchants resident in
Ahrmedabad. But according to the assessee’s affidavit,

" In respect of buyers fromAhnmedabad, the apllicant MIlls
have no account of such buyers. ~The
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price is debited tothe account of the said Jagnohandas
Ram al and conpany and credited to the sales account in the
books of the applicant:™

and | ater, Jagnmohandas

" discharges its debts by maki ng paynents to the applicants
fromtinme to tinme towards the balancein their said account
in the books of the applicant MIls. The said amunts are
paid by the said firmby paying the sane tothe credit of
the applicant MIls with British Indian banks or shroffs."
Now, it is evident fromthis that Jagnohandas & Conpany do
not nerely guarantee paynent by the Ahnedabad buyers but
actually make the paynents, or the equivalent of paynents,
to the assessee conpany. So little do the ’'buyers matter
that their transactions are not even reflected in the

accounts. Al we have is Jagnmpbhandas. It does not, in ny
opi nion, matter whether the actual buyers remained prinarily
and legally responsible to the assessee or not. The fact

remai ns that in practice Jagnohandas & Conpany actually net
t he obligations of the buyers and di schar ged their
l[iabilities to the assessee. it is, equally clear -that
Jagnohandas & Conpany nust have recouped thenselves in sone
way fromthe buyers. The question is how. [|f the whole  of
the transactions occurred outside British  India and the
buyers or their agents went to Petlad and received the goods
there and pai d Jagnohandas & ' Conpany outside British India,
then I amclear that the profits and gains did not accrue or
arise in British India, sinply be-cause the (foods / were
ultimately brought there. But if Jagnohandas & Conpany or
their agents were paid in British India, the profits and
gains, in ny opinion, arose there in the sane way as in the
4 |akhs case. |If Jagnohandas & Conpany were the ' actua
agents of the assessee as were the banks in the other ' case,
and the paynments were nmade in the taxable territories, then
the accrual and arising was direct. |If, however, they were
not the agents in the strict sense of the term then | am of
opi nion that section 42 would be attracted because at the
very | east there would be a "business connection",
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provided of course the paynents were nade in the taxable
territories.

Now, here again., | amlooking to what was actually done in
order to deternmine what the rights were, for it is evident
that what was done was done in pursuance of some agreenent,




http://JUDIS.NIC IN SUPREME COURT OF | NDI A Page 15 of 15

express or inplied, between the parties which agreenent
regulated their rights, and those rights in turn determne
the place where the profits accrued or arose, or nust,
because of section 42, be deemed to have accrued or arisen

In ny view, the question referred by the I nconetax Appellate

Tribunal in its statenent of the case does not reflect the
true position because it ~concentrates on the actua
receipts. If the cash basis system of accounting was

germane here, then | would agree that the Rs. 4,40,878 was
part of the assessee’s inconme in British India, and so also
in the other case, provided the paynents were nade in
British India. But it is msleading to enquire what would
have happened in circunstances which are not material in
this case because of the nercantile system of accounting
whi ch was enpl oyed

As regards the High Court.  The | earned Judges refrained the
guestion and answered it wthout sending the case back to
the I ncome-tax Appellate Tribunal for a further statenent of

the case. That was not strictly proper. But, in ny
opi nion, “the refrained questions suffer from the sane
def ect .

In nmy opinion, the case should be sent back to the Incone-
tax Appellate Tribunal for a refraining of the questions
along the lines | have indicated and for a further statenent
of the case.

Appeal dism ssed

Agent for the appellants: Rajinder Narain

Agent for the respondents: G H Rajadhyaksha,
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